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ARTICLE
USMCA Automotive Rules Of Origin

Introduction

In October we released our initial look at the US-Mexico-Canada Free Trade Agreement (USMCA). In this note we assess in more detail the automotive
rules of origin and other automotive provisions in the USMCA.

A key issue in any trade agreement is determining which goods will qualify for common preferential tariff treatment among the agreement’s parties. The
concern is that differing tariff rates among parties will give rise to transshipment issues, in which goods are imported into a lower tariff party and then
shipped to a higher-tariff party in order to avoid that higher tariff. Rules of origin address this issue by mandating the minimum transformation a good
must undergo or local content it must contain to qualify as “originating” in the free-trade area and thereby benefit from preferential access. The
determination of origin can be simple when all of the inputsin a finished good originatesin the free trade area, but can be more difficult when a
finished good, like a motor vehicle, uses inputs sourced from around the world. Until the USMCA, the NAFTA contained the most complex and rigorous
rules of origin for vehicles and parts of any of Canada’s free trade agreements.

The automotive rules of origin were at the heart of the negotiations and, unlike many parts of the Agreement, represent a significant departure from the
equivalent provisions in the NAFTA. Overall, they are significantly more restrictive than those in the NAFTA, reflecting the objective of the Trump
Administration — an objective largely shared by Canada — to encourage higher levels of production in North America while stemming the flow of that
production to Mexico. For example, when the USMCA is fully phased in, a passenger vehicle and its producer will need to satisfy four different origin
requirements in order for the vehicle to qualify for duty-free treatment: (i) the vehicle itself will need to satisfy a 75 per cent regional value content
requirement; (ii) certain “core” partsin the vehicle will need to qualify as “originating” in the USMCA region; (iii) the producer will need to source 70
per cent of its steel and aluminum in North America; and (iv) the producer will need to achieve “high-wage” labour value content requirements totalling
40per cent of (yet to be clearly defined) expenditures.

The complexity of the USMCA’s automotive rules of origin will make their understanding and application a challenge for businesses in the sector as will
a lack of clarity around many of the key elementsin the rules. The USMCA Parties will address some of these compliance issues as they review and
finalize the negotiated text for its signing and as they develop the Uniform Regulations that will govern the interpretation and application of the rules
of origin. Uniform Regulations, which helped to resolve many rules of origin issues under the NAFTA, are contemplated in Article 5.17 of the USMCA
and are to be in place before the Agreement enters into force. Nevertheless, it remains an open question whether North American producers will find it
more beneficial in some cases to pay duties at the relatively low U.S. (and Canadian) most-favoured nation (MFN) rates on passenger vehicles and parts
rather than complying with the USMCA rules of origin in order to benefit from tariff preferences. The answer to that question will depend in part on
whether the Trump Administration proceeds with its plan to impose sec. 232 tariffs on automotive goods, ostensibly for national security reasons.

Increased North American Content Requirements for Vehicles: The USMCA has significantly altered the North American content requirements for
passenger vehicles, light trucks, and heavy trucks to be certified as originating. Passenger vehicles and light trucks will now require 75 per cent North
American content and heavy trucks will require 70 per cent North American content. North American content requirements under the NAFTA were 62.5
per cent for both cars and light trucks, and 60 per cent for heavy trucks. In addition, certain core parts, including engines, advanced batteries for
electric or hybrid vehicles, transmissions, suspension and steering systems must be originating in order for the entire passenger vehicle or light truck to
qualify for preferential treatment. Heavy trucks do not face the same requirement. The USMCA requires too that vehicle producers source 70 per cent of
their steel and aluminum purchases from North America, a requirement that does not exist in the NAFTA.

Increased North American Content Requirements for Automotive Parts: The North American content requirements for parts have also been increased in
the USMCA compared to the NAFTA. Depending on whether a part is defined as a core part, principal part, or complementary part, content
requirements range from 65 per cent to 75 per cent for passenger vehicles and light truck parts, and 60 per cent to 70 per cent for heavy truck parts,
using a net cost calculation. Equivalent content requirements under the NAFTA for parts were 60 per cent!.

New Labour Value Content Requirements: A new requirement in the USMCA is for certain vehicle manufacturing expenditures to be “high-wage”,
meaning expenditures at facilities that pay at least USD $16 an hour. For certain passenger vehicle expenditures, 40 per cent must be high-wage, while
for light and heavy trucks 45 per cent of expenditures must be high-wage.

Transition Periods: Recognizing that supply chains can’t be altered overnight, the USMCA provides a transition period for North American producers.
The USMCA provides a five year transition period for up to 10 per cent of a producer’s total North American passenger vehicle and light truck
production and a seven year period for heavy trucks. However, even during the transition period certain content requirements, including steel and
aluminum purchases, must be met.

Automotive Side Agreements on Sec. 232 Tariffs: The United States signed side agreements with both Canada and Mexico exempting each from the
application of threatened “national security” tariffs on automotive goods by establishing annual export caps on Canadian and Mexican vehicles and
parts, below which, no additional US tariffs will be applied.

Top Business Issues to Consider: In this section we highlight the top issues that businesses connected to the automotive sector should consider,
including supply chain management, compliance, record keeping, and labour issues among others.

Increased North American Content Requirements for Vehicles

Over time, the North American content requirement has significantly increased. Existing NAFTA automotive rules of origin require 62.5 per cent North
American content, in the case of passenger vehicles and light trucks, or 60 per cent, in the case of heavy trucks, in order to avoid paying duties at MFN
rates.2 The original US-Canada Free Trade Agreement contained a 50 per cent content requirement. In addition to the total vehicle content
requirement, certain parts must meet content requirements in order for the passenger vehicle, light truck, or heavy truck to qualify for USMCA tariff
preference. Additionally, the USMCA adds two additional requirements not found in the previous NAFTA:

1. steel and aluminium content requirements, and

2. labour value content requirements.
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We detail the requirements for passenger vehicles, light trucks, and heavy trucks in the following tables. Labour value content and parts requirements
are outlined in separate sections.

Figure 1: Passenger vehicles and light trucks

Phase-in period North American content requirement
(net cost method)

January 1, 2020, or the date of entry into force of the Agreement, whichever is later 66%
January 1, 2021, orone year after the date of entry into force of the Agreement, whichever is later 69%
January 1, 2022, or two years after the date of entry into force of the Agreement, whichever is later 72%

January 1, 2023, or three years after the date of entry into force of the Agreement, whichever is later | 75%

Figure 2: Heavy trucks

Phase-in period North American content requirement
(net cost method)

January 1, 2020, or the date of entry into force of the Agreement, whichever is later 60%

January 1, 2024, or four years after the date of entry into force of the Agreement, whichever is later 64%

January 1, 2027, or seven years after the date of entry into force of the Agreement, whicheverislater | 70%

North American steel and aluminum requirement

In addition to the vehicle specific content requirements, producers must ensure that 70 per cent of the steel and aluminum (including aluminum alloy)
they purchase originates in North America.

Increased North American Content Requirements for Automotive Parts

Passenger Vehicles and Light Trucks

The USMCA sets out detailed rules regarding the North American content requirements for passenger vehicle and light truck parts to be considered
originating.

Parts are divided into three groupings contained in tables A to C in the Appendix to Annex 4-B of the USMCA, including core parts, principal parts,
and complementary parts. The content requirement for each group of partsis different.

Figure 3: Passenger Vehicle/Light Truck parts content requirements

Table Reference Part Grouping North American Content Requirement
(by end of phase in period)
net cost transaction value

Table A Core parts 75% 85%

(including A.1 and A.2)

Table B Principal parts 70% 80%

Table C Complementary parts | 65% 75%

The core parts requirements were negotiated to be flexible and to provide producers with different ways to calculate North American content thresholds.
Core partsinclude the following: engine, transmission, body and chassis, axle, suspension system, steering system, and advanced battery. Each core
part is made up of enumerated components. The 75 per cent threshold will be met if all of the core partsindividually surpass the threshold or if the
enumerated components of each core part surpass the threshold. Alternatively, the producer can consider all core parts together or all enumerated
components of all the core parts together.



As under the NAFTA, producers will be allowed to “average” North American content across model lines and vehicle classes to avoid duties on limited
volumes of vehicle exports that may not meet the appropriate North American content threshold.

Figures 4, 5, and 6 outline the parts phase-in periods for North American content.

Figure 4: Content requirement for Tables A.1 and A.2: Core Parts

Phase-in period North American content requirement

net cost method | transaction value
January 1, 2020, or the date of entry into force of the Agreement, whichever is later 66% 76%
January 1, 2021, orone year after the date of entry into force of the Agreement, whichever is later 69% 79%
January 1, 2022, or two years after the date of entry into force of the Agreement, whichever is later 72% 82%
January 1, 2023, or three years after the date of entry into force of the Agreement, whichever is later | 75% 85%

Figure 5: Content requirement for Table B: Principal Parts

Phase-in period North American content requirement

net cost method | transaction value
January 1, 2020, or the date of entry into force of the Agreement, whichever is later 62.5% 72.5%
January 1, 2021, orone year after the date of entry into force of the Agreement, whichever is later 65% 75%
January 1, 2022, or two years after the date of entry into force of the Agreement, whichever is later 67.5% 77.5%
January 1, 2023, orthree years after the date of entry into force of the Agreement, whichever is later | 70% 80%

Figure 6: Content requirement for Table C: Complementary Parts

North American content requirement

Phase-in period

net cost method | transaction value
January 1, 2020, or the date of entry into force of the Agreement, whichever is later 62% 72%
January 1, 2021, orone year after the date of entry into force of the Agreement, whichever is later 63% 73%
January 1, 2022, or two years after the date of entry into force of the Agreement, whichever is later 64% 74%
January 1, 2023, or three years after the date of entry into force of the Agreement, whichever is later | 65% 75%

Heavy Trucks

The USMCA also sets out detailed rules regarding the North American content requirement for heavy truck parts. Parts are divided into two groupings
set out in tables D and E in the Appendix to Annex 4-B of the USMCA: principal partsand complementary parts. The content requirement for each
grouping is different.

Figure 7: Heavy truck parts content requirements




Table Reference

Part Grouping

North American Content Requirement
(by end of phase in period)

net cost transaction value
Table D Principal parts 70% 80%
Table E Complementary parts | 60% 70%

Figures 8 and 9 outline the parts phase in periods for North American content.

Figure 8: Content requirement for Table D: Principal Parts

Phase-in period

North American content requirement

net cost method

transaction value

January 1, 2027, or seven years after the date of entry into force of the Agreement, whichever is later

January 1, 2020, or the date of entry into force of the Agreement, whichever is later 60% 70%
January 1, 2024, or four years after the date of entry into force of the Agreement, whichever is later 64% 74%
70% 80%

Figure 9: Content requirement for Table E: Complementary Parts

Phase-in period

North American content requirement

net cost method

transaction value

January 1, 2027, or seven years after the date of entry into force of the Agreement, whichever is later

January 1, 2020, or the date of entry into force of the Agreement, whichever is later 54% 64%
January 1, 2024, or four years after the date of entry into force of the Agreement, whichever is later 57% 67%
60% 70%

New Labour Value Content Requirements

Labour Value Content (LVC) is one of the headline additions to automotive rules or origin in the USMCA. It reflects the US and Canadian objective to
discourage the loss of manufacturing jobs to the lower wage Mexican economy. The LVC requires a certain percentage of expenditures made in the

manufacture of passenger vehicles and light and heavy trucks to be made up of “high-wage” expenditures.
The agreement identifies three types of high-wage expenditures:

1. High-wage material and manufacturing expenditures: the annual purchase value of parts and material produced in a North American plant with
production wages of at least USD $16 an hour.

2. High-wage technology expenditures: annual vehicle producer expenditures in North America on wages for research and development, which
includes prototype development, design, engineering, testing, or certifying operations.

3. High-wage assembly expenditures: a credit is provided to the vehicle producer if it has an engine, transmission, or advanced battery assembly

plant, or has long term contracts with such a plant, located in North America with an average production wage of at least USD $16 an hour.?

The USMCA does not provide for the USD $16 an hour wage rate to increase with inflation nor for the Parties to periodically update the rate threshold.

If the wage rate is not updated or indexed, itsinfluence on production sourcing decisions may diminish over time.

Figure 10 details the high-wage requirements for passenger vehicles and light and heavy trucks.

There is no phase-in period for light and heavy trucks, making it significantly more difficult to transition and creating a new, and tougher, barrier to
entry into the North American market.

Figure 10: Labour Value Content Requirement




Total Labour Value Content

Phase-in period

Passenger Vehicles

January 1, 2020, or the date of entry into force of the Agreement, whichever is later 30% | at least 15% high-wage material and manufacture
expenditures

no more than 10% high-wage technology
expenditures

no more than 5% high-wage assembly expenditures

January 1, 2021, orone year after the date of entry into force of the Agreement, 33% | at least 18% high-wage material and manufacture
whichever is later expenditures

no more than 10% high-wage technology
expenditures

no more than 5% high-wage assembly expenditures

January 1, 2022, or two years after the date of entry into force of the Agreement, 36% | at least 21% high-wage material and manufacture
whichever is later expenditures

no more than 10% high-wage technology
expenditures

no more than 5% high-wage assembly expenditures

January 1, 2023, or three years after the date of entry into force of the Agreement, 40% | at least 25% high-wage material and manufacture
whichever is later expenditures

no more than 10% high-wage technology
expenditures

no more than 5% high-wage assembly expenditures

Light & Heavy Trucks

Date of entry into force of the Agreement 45% | at least 30% high-wage material and manufacture
expenditures

no more than 10% high-wage technology
expenditures

no more than 5% high-wage assembly expenditures

Transition Periods

Because automotive supply chains are highly integrated, complex and often involve long term contractual commitments they cannot be changed
overnight. The USMCA, therefore, provides for a transition period that allows a portion of a producer’s passenger vehicles and light trucks to receive
tariff preference without complying with the USCMA rules of origin. The transition period allows up to 10 per cent of a vehicle producer’s total North
American production of passenger vehicles or light trucks to be non-conforming with the USMCA’s rules of origin up to January 1, 2025, or five years
after entry into force of the agreement, whichever is later.

To take advantage of the transition regime the following requirements must be met:

1. North American content must not be lower than 62.5 per cent (net cost) and must be 75 per cent by the later of Jan 1, 2025 or five years after the
entry into force of the agreement;

2. North American content for certain parts must not be lower than 62.5 per cent (net cost) or 72.5 per cent (transaction value) and for other parts must
not be lower than 75 per cent (net cost) or 85 per cent (transaction value);

3. Steel and aluminum purchase requirements (70 per cent) must be met; and

4. Labour value content requirements for high wage material and manufacturing expenditures can be reduced by no more than five per cent.



Automotive Side Agreement on Sec. 232 Tariffs

In separate “side-letter agreements”, the United States agreed that if it imposes additional tariffs on automotive imports, it will exempt from those tariffs
all light trucks coming from Canada and Mexico, as well as 2.6 million passenger vehicles from each of Canada and Mexico.

The US will also exempt from additional tariffs USD $32.4 billion in parts from Canada and USD $108 billion in parts from Mexico.

It isunclear how these quotas will be allocated among automotive producers or even who will be responsible for determining the allocations. Further,
whether the respective passenger vehicle quotas will be sufficient in the future remains to be seen. In 2017, Canada exported approximately 1.85
million passenger vehicles to the US. But in 2013 and 2014, exports climbed to over two million passenger vehicles. If the US imposes sec. 232 tariffs
on other vehicle producing countries like the EU, or if the threat of tariffs remain for an extended period of time, Canadian exports could quickly rise
towards the quota limits.

If the U.S. does imposes sec. 232 tariffs on Canadian and Mexican vehicle exports to the U.S. it isunclear how the U.S. will determine whether the
subject vehicles and parts are “from” Canada and Mexico. It may be open to the U.S. to apply the USMCA rules of origin or another, as yet undefined,
set of criteria. In any event, it is almost certain that the U.S. will prevent producers from using the quotas to circumvent the USMCA’s rules of origin.

Top Business Issues to Consider

Is it worth it: businesses must consider whether the increased content requirements and attendant supply chain management costs to qualify for USMCA
tariff preferences outweigh the MFN duties (e.g. 2.5 per cent on passenger vehicles imported into the US) that will otherwise apply to non-originating
vehicles and parts.

Origin certification: throughout the automotive provisions, both vehicle producers and those providing parts to vehicle producers are required to certify
that vehicles and parts meet the requirements of the agreement. This will likely require updates and changes to supply chain agreements throughout
the sector, especially to reflect the transition regime, the new LVC requirements, and the new North American steel and aluminum requirement.

Record keeping: new requirements related to steel and aluminum purchase as well as labour value content will create new accounting and record
keeping requirements for business. There are also significant questions about how labour value content will be calculated.

Labour value content: the introduction of this requirement may mean updates to employment agreements with workers or collective agreements with
unions. Producers and parts providers will have to carefully consider how to meet the labour value content requirements.

Transition period: depending on supply chains and production methods, producers may need to take advantage of the transitional provisions to provide
sufficient time to fully satisfy USMCA requirements.

162.5 per cent in the case of engines and transmissions.

2 This represents a historical compromise among the three countries. During the NAFTA negotiations, the United Auto Workers sought an 80 per cent
content requirement, Ford and Chrysler a 70 per cent requirement, General Motors a 60 per cent requirement, while Canada and Mexico aimed to keep
the 50 per cent content requirement from the US-Canada Free Trade Agreement. US negotiators were able to convince Mexico to accept 65 per cent
while Canada remained firm. In the end, the parties agreed to split the difference and landed at the current content requirement of 62.5 per cent.

3The agreement permits producers to “average” the percentage across a vehicle model line in a vehicle class or vehicle class produced in the same
plant. Producers can also “average” the percentage across the same vehicle model line or vehicle class produced in the territory of one country.
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