Local Content Requirements

A local content requirement is a regulation that requires some specified fraction of a fi-
nal good to be produced domestically. In some cases this fraction is specified in physical
units, like the U.S. oil import quota in the 1960s. In other cases the requirement is stated in
value terms, by requiring that some minimum share of the price of a good represent do-
mestic value added. Local content laws have been widely used by developing countries
trying to shift their manufacturing base from assembly back into intermediate goods. In
the United States, a local content bill for automobiles was proposed in 1982 but was never
acted on.

From the point of view of the domestic producers of parts, a local content regulation
provides protection in the same way an import quota does. From the point of view of the
firms that must buy locally, however, the effects are somewhat different. Local content
does not place a strict limit on imports. Instead, it allows firms to import more, provided
that they also buy more domestically. This means that the effective price of inputs to the
firm is an average of the price of imported and domestically produced inputs.

Consider, for instance, the earlier automobile example in which the cost of imported
parts is $6,000. Suppose that purchasing the same parts domestically would cost $10,000
but that assembly firms are required to use 50 percent domestic parts. Then they will face
an average cost of parts of $8,000 (0.5 X $6,000 + 0.5 X $10,000), which will be re-
flected in the final price of the car.

The important point is that a local content requirement does not produce either govern-
ment revenue or quota rents. Instead, the difference between the prices of imports and
domestic goods in effect gets averaged in the final price and is passed on to consumers.

An interesting innovation in local content regulations has been to allow firms to sat-
isfy their local content requirement by exporting instead of using parts domestically.
This is sometimes important. For example, U.S. auto firms operating in Mexico have
chosen to export some components from Mexico to the United States, even though
those components could be produced in the United States more cheaply, because doing
so allows them to use less Mexican content in producing cars in Mexico for Mexico’s
market.



O—Abav5F 2 bR

O—A)arFr RSN, BREMO—ERESEENTEET L Z L 2RO LR
ThHbo. cOWAEIL, 1960FEMRICT AV A TEBENAMOBMAN YD XS (T
WM CIRESNAEE LD S, 72, EINOM NI %R & 5 M Ol kg <33
AZREROWEE2EFTN—ATRENIEAE LD D, U—A NI T/ VERRRE
FEITEL AL TE R, NERoXBZHIASPHBOBE~T 7 PSEDLL
D THd, TAYATIE, 1982 ICABMEOT—H NI 7 ¥ PERRI S 2,
EHIZIZES o7,

BEHNOMSEEED IO, a—pharsy I, BAMYSEFAL LD
iR E L6 F, LAL, MAOBRMMEEZ ROLNLEEICL THANIE, TOR)
BIWEEXE) DD, a—Anarsy M EBIEBAZIKLHRILZZ L
Tid v, BENSEARTET A3, MARZMPL T LA TES, 2%,
I L > THAM OERERIZ, WMAM EBMTERESNIHOFHMEIC RS L
WwH T EThb,

B D EF 76 A BB A6,000 FLE W) HBHEOyr — A ZFICHBALTAL .
COWABSEFALLOAXBMTMATIEIA FALd2bEEET H. 2L, %
BHOH A —H—iF, BHDO50%EEEMICTEEIRDLNAT S, LA
T, M7 A —H —H A3 5 86k OIS i, 8,000 Fv (0.5 % 6,000 FIL+0.5 x
10,000 K V) 2% 5, FL T, ZOHOFEHliHEHSEHREDRFMEICKBmIhD,

SCTHEELRA VML, o—ANaryFy FRMTIIBUFRALDTYSL > P
HELBWEWHZEThb, TOMADY, MAR & B Ofilli ks 2= A I Y 2 il (=
MRS N T, WREICKES LD,

O—ANnaryyy VRHOFEFEMN 20, ¥ —s a7y M
ikt oI, BRNOBGEEHATARDLYICHHZLTOIVVEW)I HTHD, =
DOENBREIC LB 05, L2 AFaTHRETLHTA)AOEHBHHE R —
H—it, TAY)ATHETHIEINRLTY, AF7an6T7 A A0 mEEH % &
RLTE7. COBHBICE-T, 2AFvahfmiFicAF > aTRET L2 HHHICHE
At2AF% Y aBOMREROTILENTELINLTH S,

From Krugman, Obstfeld, and Melitz International Economics: Theory and Policy, 9% edition (Japanese translation

from 8" edition by Akiko Yamamoto et a/2009.)
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Policies on Direct Investment

Direct investment by highly competitive multinationals from developed countries was once
perceived as a threat to developing countries, and direct investment was severely restricted in many
countries. However, many developing countries are now taking an active position in accepting direct
investment, following the remarkable growth of East Asian countries with their acceptance of direct
investment and export-led economic development strategies.

Although direct investment itself is not restricted, many developing countries impose various
restrictions on the activities of local firms in order to strengthen the ties between the investing firm
and the host economy, for example, restrictions on the investment ratio below a certain level, local
content regulations that require domestic procurement of parts and intermediate goods, export
demands that require a certain percentage of exports, and technology transfer demands.

Some of these regulations were banned by the GATT Agreement on Trade-Related Investment
Measures (TRIMs) in the Uruguay Round, however, various regulations on direct investment still exist

in many countries, and there is a need to strengthen the operation of the TRIMs Agreement.

Translated (by Y. Kawabe) from Ishikawa, Mukunoki, Kikuchi (2013) “Grasping International

Economics” [EEEEF% 22> ] 2" Edition Yuhikaku Publishing.



Full list of LCR measures in-force and implemented between 2008 and 1 April 2014

Country

Year

Description

Benefit

Targeted
market

Source

Argentina

2010

The Local-Investment Incentives Regime
for Motorcycles and Motorcycle Parts
Manufacturing (Secretaria de Industria,
Resolucion 11/2010) in Argentina
conditions tax credits on locally produced
input purchases. The reduction of duties
on imported inputs is conditioned on the
applicant's pledge to invest in the
facilities, machinery, and/or business of
local suppliers.

Tax break/
credit

Ownership/
partnership

Peterson
(2013)

Canada

2009

The Government of Canada provided
CAD 175 million to the Canadian Coast
Guard for the purchase of new vessels and
improvements to existing vessels,
requiring work to be done by shipyards
within the regions of the vessel's
homeport.

Governmen
t loans/
funds

Government
Procurement

Peterson
(2013)

China
(People's
Republic of)

2008

In November 2008, China implemented a
$586 billion economic stimulus package,
allocating a major portion of the
government spending to renewable energy
projects. A circular jointly released by
nine government organizations requires
that preference be given to domestic
products. This combination of measures
virtually ensures a massive volume of
sales of domestically manufactured
renewable energy equipment.

Price
preference

Government
Procurement

Peterson
(2013)

2012

Provisional telecom laws require all
foreign firms that provide telecom
services to enter a joint venture with a
Chinese firm. This would also apply to
data centers and cloud computing.

Market
access

Ownership/
partnership

Peterson
(2013)




On 13 February 2012, the Chinese State
Administration of Radio, Film and

Television (SARFT) tightened the Global
regulation for foreign TV programs. The |Market Trade Alert
2012 . . Inputs
regulation includes a ban of foreign TV |access (20 January
shows and films between 7:30pm and 2014)
10pm. Furthermore, at most 25% of all
TV series can be foreign made.
India decided to bar imports of certain
equipment used in electricity generation
on 20 January 2010. Ultra mega power
projects (UMPP) are no longer allowed to
source equipment from abroad, but are
. required to tender domestlcally.' Ina Market Peterson
India 2010 [related move, the Central Electrical ACCeSS Inputs (2013)
Authority asked all state and central
utilities to include an "indigenous
manufacturing clause” in their equipment
contracts. Likewise, other public utilities
are asked to source their equipment from
domestic providers.
Indonesian authorities introduced
implementing regulations to the Law on EC Tenth
Shipping (17/2008, of 8 April 2009) that Report on
Indonesia 2009 limit the right to cabotage to Indonesian [Market Inputs Potentially
vessels only. As of 1 January 2011 only [access Trade-
Indonesian vessels have the right to Restrictive
transport passengers and cargo within the Measures
country.
An omnibus spending bill (Public Law
1.1 1-147),-commonly knoyv n as the jobs Market Government |Peterson
2010 |bill, contained Buy American clauses
. access Procurement |(2013)
related to Department of Transportation
infrastructure projects.
United States The Pennsylvania Steel Products . Pennsylvani
Procurement Act was last amended in .
October 2012 and requlr.ed every public Market Government |Department
2012 Jagency shall use domestic steel for the
. . . access Procurement [of General
construction, reconstruction, alteration, .
.. . Services
repair, improvement or maintenance of .
website

public works.

These examples are taken from an OECD report on local content which can be found here:

https://www.oecd.org/trade/topics/local-content-requirements/
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Local content requirements (by the OECD)

Local content requirements impact the global economy

The term “localisation barriers to trade” applies to a range of measures that favour domestic industry at
the expense of foreign competitors. While many localisation barriers have been around for a number of
years, they are being applied with increasing frequency. This includes recent country-specific 'Made in
XX' or 'Buy XX' programmes introduced by many national governments.

The fastest growing of these measures are local content requirements (LCRs), which are policies
imposed by governments that require firms to use domestically-manufactured goods or domestically-
supplied services in order to operate in an economy. There has been a substantial increase in the use of
these measures in recent years, as governments try to achieve a variety of policy objectives that target
employment, industrial, and technological development goals.

Despite the long-standing and predominately negative evidence of the impact of LCRs on economic
development and trade, they continue to play a significant role in policy today. Since the financial crisis a
decade ago, more than 340 localisation measures, including over 145 new local content requirements,
have been put in place by governments largely in an effort to improve domestic employment and
industrial performance. Analysis by the OECD has shown that for select measures, 80% of disrupted
trade is in intermediate goods, disproportionately affecting global value chains.

While LCRs may help governments achieve certain short-term objectives, they undermine long-term
competitiveness. Work undertaken by the OECD provides evidence of the detrimental effects that LCRs
can have on the imposing country’s own economy. While most studies have focused on the long-run
inefficiencies caused by LCRs in the affected sector, a study at the OECD study highlights the subsequent
costs imposed on the rest of the economy as well. The inefficiencies arising in other sectors due to the
LCR actually reduce job growth and opportunities to achieve economies of scale, undermining the
original goals for imposing the LCR.

By analysing a measurable subset of the trade-related LCR measures using the OECD METRO trade
model, our work shows that LCRs cause a decline in global imports and exports across not just trading
partners, but for the imposing economy as well. Countries imposing the requirements lose international
competitiveness, as illustrated by the reduction in exports in sectors not directly targeted by the LCR. In
addition, as sectors that benefit from the LCR consume more domestic resources, other sectors are
forced to reduce production or increase imports, leading to a concentration of domestic economic
activity. This process ultimately undermines the growth and innovation opportunities that come from a
diverse, dynamic economy.



The OECD has also done a number of sector-specific studies reviewing the benefits and costs, as well as
the effectiveness of LCR policy design for the renewable energy sector, automobile sector, and the oil
and gas sector, to name a few. These studies have generally concluded that while LCR policies may
achieve certain short-term objectives, they undermine industrial competitiveness and overall
employment over the long-run.
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Translated by Y. Kawabe 2022

The full original text can be found here:

https://www.oecd.org/trade/topics/local-content-requirements/
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