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FREE TRADE ZONES IN THE AFTERMATH OF THE URUGUAY
ROUND: EXPERIENCE OF SELECTED OIC MEMBER COUNTRIES

Nabil Md. Dabour

The scope of the Uruguay Round extended beyond the traalitissues covered in
previous multilateral trade negotiations, which primagdddressed the reduction of
barriers against trade in goods at country borders. Sedtqrarticular and priority
concern to developing countries were included in the negwmi@trelated to the
evolving international structures of production and tradeluding the movement of
capital in the form of foreign investments. The outcamiésignificantly influence the
patterns of trade, competition, production, investment, dbcnegulations and so on.
In the light of the UR regulations, the paper attempts sesssthe compatibility and
competitiveness of free trade zones as modalities usedewgioping countries for
promoting foreign investment, expanding exports, generatinmébagy transfer and
employment, and facilitating transitions to more liltiessd open economies. Special
attention is given to free trade zones in selected Gd@iper countries.

1. INTRODUCTION

Over the years, trade policies and trade regime® Heeen fundamentally
transformed in a number of ways at the nationaioreal and global levels.
Free trade zones (FTZswere probably one of the oldest modalities designe
to facilitate the development of international wadt is, therefore, logical to
expect that such zones would develop and succeadirme when world trade
is expanding, and in places on or close to inteynat routes like ports,
airports and railway junctions. The FTZ concept heeen modified and
adjusted in many ways over the years. Dependingherpurpose for which
they are created and on the functions they perfaramy different FTZ styles
were developed. The original FTZ idea was adapgiesttommodate offshore
processing. Later, new sites for commercial, masiufang and services
activities were also developed as free zones. Hiase begun to play a
prominent role in international trade only sincee tearly 1970s. Many
developing countries have adopted such programméseilast three decades
as policy instruments for promoting foreign investi) expanding exports,
generating technology transfer and employment,faaititating transitions to
more liberalised open economies.
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Among the reasons why developing countries adopieds programmes
were the growing realisation that import-substitatipolicies did not lead to
the development of an efficient manufacturing sectnd the attention
received by the success stories of FTZs in coumnsigh as Singapore, Hong
Kong, Panama, lIreland, Taiwan, Korea, Malaysia, ®igilippines, the
Dominican Republic and Mauritius.

At the same time, many significant changes havengiace in the world
trading system over the years. The recent sucdessialusion of the Uruguay
Round (UR) of multilateral trade negotiations incember 1993 has produced
the most fundamental reform of the world tradingsteyn since the
establishment of the General Agreement on Tarifts Brade (GATT) in 1947.
It introduces disciplines into a wider coveragepodducts and countries and
testifies to a wider and deeper commitment to ttdmalisation. The scope of
the UR Agreements extends beyond the traditiorsaieis covered in previous
multilateral trade negotiations, which primarily dadssed the reduction of
barriers against trade in goods at country bordeextors of particular and
priority concern to developing countries were igield in the negotiations
related to the evolving of international structuisproduction and trade,
including the movement of capital in the form ofdign investments. The
outcome will significantly influence the patternd ¢@rade, competition,
production, investment, domestic regulations andoso Perhaps the most
important outcome has been that the range of mesgqreviously viewed as
falling within the scope of domestic policy havewndeen brought under
multilateral discipline and linked to the rights dambligations governing
international trade and market access.

This, undoubtedly, would forcefully entail some ipgl measures to be
taken by developing countries to accommodate aodregheir commitments
to the new system. The nature of these policy nreaswill very much depend
on the present foreign trade policies and strustafeéheir economies. There is
an urgent need in developing countries to review amsess their present
strategies and policies, reform their inward-omehdirection and introduce far
more radical changes to improve the internatiormhpetitiveness of their
trade and industries. One of the key elementscalitfor the effective
implementation of such reforms and improvementsoiglesign appropriate
policy and administrative instruments and meastiias are suitable for the
particular conditions of their economies as welf@sthe new setting of the
international trade system.

In this context, experience of FTZs around the @jdnbwever, shows that
free zones are far from being a panacea. In faehymcountries have
experienced mixed results with free zones prograsnifiee FTZ modality has
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not always produced the expected benefits. Mangzdrave not lived up to
expectations, and in several cases have resultemltinght failures, often

because of unsuitable location and poor infrasinectcombined with

ineffective management and an inappropriate padicyironment. One must,
therefore, exercise caution in assessing the pateof these modalities,

especially at a time when the world trading systemrmow going through a
fundamental reform towards a wider and deeper latdtal commitment to

trade and manufacturing liberalisation. The mangsdas that have been
learned, both from failures and successes, shoeldnéde use of by those
interested in the potential use of such modalitiesrder to maximise the many
development goals they are capable of generating.

This paper attempts to assess the potential for pathility and
competitiveness of FTZs in the aftermath of the BdRRa modality used in
developing countries for promoting foreign investreexpanding exports,
facilitating technology transfer and generating Eyment, and facilitating
transitions to more liberalised open economiesadidition to the present
introductory section, the paper comprises five bthections. Section two
provides a brief discussion of the definitions dmstorical background of the
various FTZs modalities. Drawing upon theoreticahgiderations as well as
the experience already gained from both failured amccesses around the
world, Section Three presents a general assessment of pfogsammes as
trade and industrialisation modalities used in tiag countries over the last
three decades. Considering some related issuesowéem in the UR
agreements, Section Four attempts to assess thetipbfor compatibility and
competitiveness of FTZs in the future. Section Rivevides and examines
different examples of experience with FTZs in sedddIC member countries.
The paper ends with Section Six, which providesesconcluding remarks.

2. FTZs’ MODALITIES: BACKGROUND AND CONCEPTS

There is no consensus among economists as to whaalk this general
phenomenon. The concept ofFree Trade Zone” has been modified and
adjusted in many ways over the years and has bgeessed in the literature
by more than twenty different terms. The variousngeare grouped under five
headings in Appendix-1. All these terms, excepgiguiladora, include the
word zone However, the most popular ones dree port (FP), free trade zone
(FTZ), export processing zone (EPZ), export processing regime (EPR),
special economic zone (SEZ) andfree zone (FZ). In general, the termFree
Zone” (FZ) is often used to refer to free trade zones (FT&g)ort processing
zones (EPZs) and special economic zones (SEZsy@sip.



4 Journal of Economic Cooperation

The original FTZs idea was adopted as commerciahtreg to
accommodate offshore processing. Special zones wrergted at ports or
international trade routes to facilitate the movetmef merchandise. They
represented essentially stopover points for storeggackaging, labelling and
other simple operations for the purpose of re-egtion. Thereforelree port
(FP) was probably the first term used. It refers tme® established in the
eighteenth and nineteenth centuries by the colamdl industrial powers on
major trading routes. The first such port was QGibra(a British colony in
Spain), established around the year 1705. Othds pare established also by
the British in the nineteenth century in Aden, Sipgre and Hong Kong. In
Africa, the French made of Djibouti an importargdrport and trading centre.
After the Suez Canal was opened in 1964, Port Badédme one of the busiest
free ports. On the other side of North Africa, Ti@ngMorocco, prospered as a
major commercial centre and free port for centutie€urope, the best known
free ports are Rotterdam and Hamburg, both of wHekeloped in the second
half of the 19th century.

“Free Trade Zone$ (FTZs), known also as ‘commercial free zones’, can
be defined as designated areas, physically or astngitively located outside
the national customs territory, in which unresatttrade is permitted with the
rest of the world (usually set aside within poreas and at other major
transport intersections, mainly road and rail). sfh@ndise may be moved into
and out of these zones free of customs duty, storehrehouses for varying
periods and re-packed for re-export and trans-sainThe emphasis in these
zones is on trade and trans-shipment. Some of drenused exclusively for
trans-shipment to neighbouring inland countriese Tgort of Karachi, for
example, has a small transit zone to store goodtinge for Afghanistan.
Other zones, particularly free ports like Singapanel Rotterdam, are major
intercontinental trade and distribution centres.Z&Toperations remained
essentially commercial activities, and were noutid of as main locations for
manufacturing industries exporting their goods envilg domestic markets.
The adaptation of the FTZ concept to serve the quepof facilitating the
operations of import-dependent export industries developed around 1960
with the establishment of export processing zottes,successor of the FTZ
concept.

The concept of Export Processing Zoné (EPZ) can be defined as
special areas within which foreign or domestic §rnmay manufacture or
assemble goods for export without being subjectedhe normal customs
duties on imported raw materials or exported préeglu€requently, firms
occupying the zones also receive special treatnmetite leasing of land for
their factory sites, purchase of utilities suchebestricity, and exemption from
other regulations normally applying to firms wittthre domestic economy. The
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first EPZ was established in 1959 at Shannon Airjppoireland. At that time,
the Irish government, concerned with its stagnabmiystrial base and weak
performance in employment and investment generatmifered special
incentives to assembly and manufacturing operatiwiling to locate in
Shannon and export from Ireland. These incentigesibined with relatively
low labour costs, sound infrastructure, and protinid the West European
market, allowed Ireland to experience an economidval. In the last three
decades, EPZs have spread rapidly throughout mui&ast and South Asia,
Africa, the Caribbean and Central America. A numbérwest European
countries, including France and England, have alstbraced the idea. At
present, most former socialist countries in Eurapd Asia, as well as many
countries in Africa and South America, are exangnine concept. When the
concept of the EPZ is applied to include the whigeitorial area of the
country, it becomesEconomic Processing Reginig EPR). This term refers
to an administrative rather than a physical condepRs exist, for example, in
Mauritius and Fiji. In such countries, investorsitbdomestic and foreigners,
are not confined to a particular zone. If they hBRR status, they can set up
their facilities anywhere and have the same pigéeand status as investors in
EPZs do in other countries. This means that thay ioaport inputs and
equipment free of duty, process the materials apodre the finished products.
Themaquiladora sector in Mexico and the enclave sectors (EPZ8jirbados
could also be classified as EPRs.

Another term used recently to refer to zones simaEPZs is the term
“Special Economic Zones (SEZs). The concept has been associated with
developments in China since 1980. The Chinese gowemt recognised the
need for special measures to attract foreign dapiechnology and
management. In 1980, the government started withzmnes in which local
authorities were allowed to adopt local legislatiand regulations for
promoting foreign and local investment. There wéagourable tax and
operation procedures, including duty-free impoftsnaterials and equipment.
Most of the output was exported, although up to 30R4ocal sales were
allowed. In 1984, the concept was extended to 4Bteb and inland areas in
China, reflecting a general satisfaction with treaept (UNCTAD, 1985).
The idea of SEZs is to develop limited geographé&as as centres for foreign
and domestic export-oriented investment. The zoslesuld have good
infrastructure, a simplified regulatory frameworkdaa range of support
services. The primary emphasis in these zones isresting a pro-business
environment and freedom from bureaucracy. More mtbgethe concept has
also been used in proposals for free zones developin Eastern Europe.
Feasibility studies are being planned or carrietl fou the development of
SEZs in Poland, Romania, Bulgaria, Hungary, Slowakihe Russian
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Federation and a number of other member statebeofCommonwealth of
Independent States.

Experience has shown that sponsoring countries reantly found some
FTZs styles, in particular EPZs and SEZs, to batgresources of employment
generation, foreign exchange earnings, and trawogfeachnology. In the mid-
1980s, some 70 countries around the world wereatipgra total of about 400
such zones--half of which was established in depetp countries and
employed 1.5 million workers with annual averag@ais ranging between
$13 billion and $15 billion. The geographical bréawn of employment and
exports, respectively, in percentage terms amorgztines was as follows:
Asian zones, 63% and 65%; Latin American and Cadhbzones, 32% for
both employment and exports; and African zones, &% 3% (UNCTAD,
1992, p. 4). In the early 1990s, more than 90 a@stworldwide have
established EPZs programmes. These programmesmdeddior an estimated
$30 billion in annual exports and employed almostmidllion workers
(approximated figures based on different sourc@sgh aggregate figures are
impressive, especially if one considers that thegrewaccumulated over
relatively short periods of time. As such, the dision in this paper is
concerned mainly with this group of free zonedyalgh, hereinafter, the term
FTZs will be used as a general reference assumingathather types of free
zones are included.

3. FTZs AS TRADE AND INDUSTRIALISATION MODALITIES| N
DEVELOPING COUNTRIES

The concept of FTZs as a policy instrument hasirmalty been used in
developing countries to initiate and promote expoitnted development.
However, although FTZs seem to have an extenssterljij it is only since the
early 1970s that they began to play a prominerg molthe development of
these countries. Over the last two decades, FT¥s bacome an important
part of the efforts of many developing economieattoact foreign investment
and increase their manufacturing exports. During 1970s, some of the
rapidly industrialising countries, especially insEand South East Asia, have
included FTZs programmes, particularly EPZs, amtirgpackage of policy
measures designed to attract foreign investmemhanufacturing. They had
the economic policy environment, infrastructure andt structure required for
foreign, export-oriented, direct investment in miacturing. The emphasis on
such a strategy in these countries stemmed frommtaia reasons: (a) the early
and apparently successful examples of Taiwan améRépublic of Korea, who
began experimenting with EPZs during the mid-196Ad the early 1970s,
respectively; and (b) the growing realisation tipabtectionist policies, in
particular import-substitution policies, discourdgbe development of export
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industries to exploit the country’s comparative aatage and did not lead to
the development of an efficient manufacturing sectadeveloping countries.
FTZs were thus seen as useful modalities of deirgdoefficient export

industries in countries which have the basic caomwit for the successful
operation of an export industry, but lack the techh or administrative

capacity to develop a country-wide regime for intpgr raw materials and
equipment duty-free. In recent years, there ha leegrowing interest in

FTZs, particularly in Least-Developed Countries @$), as modalities for
helping them overcome their inability to generateoatward supply response
and provide immediate employment, as well as foreigchange earnings, by
inducing foreign direct investment (FDI). This exfts changing perceptions in
developing countries about the critical role ofsglocollaboration between
foreign and domestic enterprises by taking advantaf the increasing
globalisation of manufacturing and trade.

Trade theorists have responded to the proliferadiath the increasing use
of FTZs, particularly in developing and least-deyeld countries, with a large
literature since the mid-1970s. However, it is matethy, in this regard, that
although the traditional theory of comparative adsge argues that the
movement of production factors from one countryemion of relative richness
to another of relative scarcity is of benefit talhamost trade theorists in the
1970s and 1980s have argued that FTZs, in partiEi#ds, have a negative or,
at best, a very limited positive effect on the emog of the host country (see
Johansson (1994) for an overview of the literaturigmada (1974) wrote the
first major theoretical article explicitly discusgi FTZs using tools of
international trade theory. He analysed the effetigpening up FTZ within a
two-by-two Heckscher-Ohlin model of a labour-abumtdeountry that imports
capital-intensive goods. In his model, Hamada assuthat FTZs generate an
inflow of foreign capital attracting, thereby lalsdtom the domestic economy.
The main theme in his analysis is that the wel&dfects of the FTZs depend
on the factor intensity of the protected sectotthia host country. In other
words, when the protected sector is capital-intenghe movement of labour
from the domestic economy to FTZs increases promuatf the protected
sector through the Rybezynski effect, thereby redpevelfare. On the other
hand, if this sector is labour-intensive, the otitpithe protected sector falls
while welfare increases. Many other trade theoristsve later followed
Hamada’'s approach in their work on FTZs, especiallyhe 1980s (see for
example Hamilton and Svensson (1982), Miyagiwa §)9&oung (1987,
1992), Miyagiwa and Young (1987) and Warr (1989p)ey have used more
complex models with unemployment and imported mtdiate goods.
However, none of these extensions have altered Hamaesult that the
welfare effects of FTZs are determined by the fagttensities of protected
sectors in the host countries. Recalling that ptete sectors in developing
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countries are often typically capital-intensive,istnot surprising, then, that
these theorists have concluded that FTZs are wetfducing policy

instruments. However, an exception in the 1980Spsanger (1984) who
argues that under certain conditions of integratirig an appropriate policy
framework, FTZs can represent efficient industsition policy measures, and
gives evidence from some Asian countries like Swoge, Taiwan and

Malaysia.

More recently, Devereux and Chen (1995) have argusmhg the same
theoretical framework of factor intensities used the above-mentioned
theorists in the 1980s, that in many cases FTZsdwgpwelfare and increase
the likelihood of a trade liberalisation regimetire host country. Considering
the results of such studies and the fact that Faisstill an increasingly
popular trade and industrialisation instrumentsoair the world, there are,
thus, reasons to believe that an important beagfeffect of FTZs has been
overlooked in most of the studies carried out i 1980s. In fact, although a
full-blown theoretical treatment of the impact ofZs has yet to be produced,
several trade theorists have recently argued alvege lines and discussed the
potentially important indirect effect of FTZs onetleconomies of the host
countries, particularly in the developing and ledsteloped countries. At the
centre of their discussion is the degree to whichd, attracted to those zones
and set up in them, will be able to develop linksagéth producers in the host
country and help extend the given industrial bas¢he domestic economy.
This is of course in addition to generating labimeome and foreign exchange.
Beyond such direct influences, the question is edsged about the ability of
FTZs to pass along technology and know-how to iektic economy in a
form which can be combined with factor endowmeantgffect changes in the
economic structures.

In this context, traditional trade theory often tames that once trade-
related constraints in any country have been reshaveesulting export supply
response will instantaneously come from the domestonomy (local firms)
and foreign investors. But this may not alwaysheedase, especially in LDCs.
With little or no export experience, the domestimg in these countries may
have problems in entering into the world marketspeeially with non-
traditional (manufacturing) exports. They oftenkidexport know-how” not
only in the technical sense, but also in terms afk@ting and managerial
competence. In order for these countries to ehemiorld markets, they need
to make large gains by exploiting the technicalnagerial and marketing
ideas developed in other countries. An importaminciel for this transmission
is FDI made by foreign enterprises. Since FTZsiatended to attract FDI
through foreign enterprises and use foreign know-aad capital to create an
export base, local firms may be stimulated to etiter export market by
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learning from the experience of foreign enterpriseshese zones. It is thus
possible that foreign firms in FTZs could haveirdirect or dynamic positive

effect in the long run on the domestic economyhef host country. In fact,

such a potential effect has largely been overlodkete literature on FTZs in

the past. As a consequence, the success of FTZmaiasy been judged in

terms of the direct or static effect, in the sharh, of such factors as
employment creation, export expansion, and forexghange earnings on the
domestic economy of the host country.

From this perspective, Johansson and Nilsson (188))ed that foreign
firms attracted to the FTZs have a significeatalyst effecton the economy of
the host country through stimulating local firmsewport by showing them
how to produce and distribute their manufactureddgoin the world market.
They argued that for a FTZ to have a catalyst effacthe host country, some
basic features are required, including both keyronoharacteristics of the FTZ
and overall macro aspects such as the general arzdl@evelopment regime
pursued by the host country. They also argueddaban though the FTZ may
be successful in attracting investment and gemgyatkport earnings, it is not
automatic that the export supply response will agreutside the zone. If the
protectionist trade policy situation remains in tiest of the country, foreign
firms may have a positive influence on domestimémnwithin the zone but fail
to stimulate the firms outside it. Their resultv@ahown a significant catalyst
effect of FTZs in Malaysia. The Rhee and Belot (@9Study of individual,
non-traditional, manufacturing industries in 11 eleping countries and the
circumstances behind their successful entry into world market provided
some support for Johansson and Nilsson’s (1997pthggis. Their finding
was that in almost every case, a particular firmpoblic agency played a
critical role in the initial export phase by cominig local endowments with
managerial experience, marketing knowledge andvaate technology. In
industries where the country in question had litieno previous experience,
this role was often played by a foreign enterpridds was especially true for
the least-developed countries.

However, due to the various purposes of their fatind and, thus, due to
the various functions they perform in order to maige the development goals
they are capable of generating, it seems verycditfio measure the success of
FTZs programmes. Traditionally, the performancehefse zones is measured
by the volume of investment, both foreign and lpeghich these zones are
able to attract; e.g., the numbers and types aisfipperating in the zones
and/or the value added created by the firms inzthees. In addition to this
major criterion, there are also other important soneas related to the
relationship between the zones and the domesticoeep. These include the
opportunities for generating employment, foreignchenge earnings, and
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exportation, the number of workers employed inzbees, and the value of the
zones exported products. Another important, buicdit to measure, criterion
is the extent to which the zones are used as msmis for generating
technology and management skills transfers, anifitéding transitions to a
more liberalised open economy. Yet, the lack of tlexessary detailed
information and data on all these indicators in aighe FTZs programmes
adds to the difficulty of assessing the successdrof these programmes as
policy instruments. Fortunately, many lessons hiagen learned, both from
failures and successes. Countries interested inptitential use of such
programmes should make the most of those lessons.

A 1992 World Bank study on 86 EPZs operating in @Veloping
countries could only provide a rough assessmenedbgsimarily on the
number and type of investors that these zones ladivacted, the direct
employment they have achieved, and informationhair texports, occupancy,
unusual costs, and problems. As indicated in thdystthis was mainly due to
the fact that the detailed information necessampaie even an imperfect cost-
benefit analysis was available for only a few zorgzsed even on such rough
criteria, according to the same study, about 46Ggercent of these zones
have appeared to be successful, 20 to 30 perceihy paccessful, and about
30 percent unsuccessful. The study also indicdtatiabout half the zones in
Asia (accounting for 71% of the zones employmeséveral zones in the
Dominican Republic (accounting for 21% of the zoaegployment), not more
than two to four in the rest of Latin America arite tCaribbean were
successful. But none of the zones in Africa or Bueopean and Middle East
Regions was successful.

According to this study, perhaps the first sucadssibry goes back to the
first modern EPZ established in 1959 at Shannopakirin Ireland. Ireland’s
success was quickly copied by a number of Asiamt@s. Taiwan was the
first, establishing its first EPZ in 1966. OthersEAsian countries, influenced
by Taiwan’'s success, quickly followed suit. Malaysand South Korea
established FTZs programmes in the mid-1970s. Fpiwed also to be
successful in certain countries of the Central Aocaer and Caribbean regions.
The Dominican Republic presents one of the morewaitthy examples. Other
successful FTZs sponsors in this region includet&Cdica and Jamaica.
African countries have also gained experience WiltZs programmes. The
EPZ programme in Mauritius has been the most netabtcess. In the early
1990s, several other African countries establighieds programmes following
Mauritius’ success. However, while preliminary fésuwere encouraging in
the cases of both Kenya and Madagascar, for instarier countries, such as
Senegal, Liberia and Zaire experienced great diffies. Latin America had its
own share of problems. Colombia, for example, saffethree outright FTZ
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failures between 1975 and 1992. Guatemala’s pybkaministered EPZ
encountered problems of stagnation, while Costaa’Ridwo publicly
administered zones never attracted significant rarmbf firms. Interestingly,
both Guatemala and Costa Rica possessed other th®Zsucceeded, but in
these cases the primary difference was that these wrivately owned and
administered. In this regard, it is worth mentia@nithat African free zones
have also encountered problems due to public adtration, while in Asia,
publicly administered zones fared quite well.

These few examples show that FTZs programmes atealmys a
guaranteed mechanism for achieving the varioussgal which they are
commonly considered. Many countries have experino&ed results and
some suffered outright failures, often becausensiuitable location and poor
infrastructure combined with ineffective managememid inappropriate
economic policy environment. Great difficulties WiETZs were experienced,
especially in the early 1970s, when economies wgperimenting with these
programmes; some employed only a couple of hungemple while others
were engaged in activities such as warehousing,sofply or financial
services, far from the original FTZs intention.hihs been observed that the
performance of publicly owned and administered zomas disappointing,
except in Asia where the majority of FTZs are puibAnd a few in Latin
America and the Caribbean. The successful publigsHm Asia work in part
because they have been managed flexibly with pnoéiking as an objective
(Johansson and Nilsson, 1997). In some cases,kesst@ere made due to the
incorporation of regional development objectivet ithe FTZs investment
decision. Policy makers saw in some cases thelplitysof establishing FTZs
in rural, underdeveloped areas as a way of promatiare balanced economic
development in the country. The Bataan EPZ in thikgpines was established
in 1972 and is a typical example of failure becaokeegional development
objectives and the subsequent poor location, fanfmajor cities and main
transportation routes (Warr, 1987a). Moreover, dis tbeen observed that
although FTZs are common in developing countrieglaively large number
of them exist only on paper, have never taken otiave been abandoned by
investors due to the lack of economic and politetability in host countries
(Johansson and Nilsson, 1997).

Experience with FTZs around the world suggestsshaéral factors affect
the success or failure of these programmes. Therityapf these factors are
micro-characteristics commonly shown by the zome¥a dependent on the
readiness and preparedness of the host countdogt auch programmes. The
particulars and relative importance of these fact@ry from region to region,
from country to country, and also in accordancénlite functions of the free
zone. These factors may be summarised in the follpdO points:
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. Political and economic stability of the hostictry.
. Guaranties against nationalisation or exprdipria
. A reliable foreign investment policy based ba host country’s reliability
in international economic relations and its att@udith regard to the
system of international arbitration.
. Proximity of the host country to major world mxets.
. Cheapness of some factors of production irhtds country.
. Quality and suitability of such services as Kiag, shipping, and
consultation.
7. Availability and adequacy of infrastructure amgberstructure in the zone.
8. Ability to compete with other free zones in tiegion, and the avoidance
of any adverse competition with the domestic econofithe host country.
9. Ability to obtain as many factors of productiosed in the zone as possible
from the domestic economy.
10. Ensuring, at all times, the cost/benefit fedisibof establishing and
maintaining the free zone.

WN -

o O bs~

Although the actual policies governing FTZs diffar detaill among
developing countries, experience shows that thecesstul free zones
programmes in 1980s share some common charadgri$tiis is in addition
to such features as a favourable location, promaitd adherence to the basic
principles of duty-free importation of inputs, miml administrative
procedures and adequate support infrastructuresci@racteristics include the
following: (a) all or most commodities producedRmZs are export-oriented,
that is, they are directly exported without entgrthe domestic markets. The
Malaysian government, for instance, requires thateast 80 % of zone-
manufactured goods be exported. In Taiwan, the rexouirement ratio is
100% (Spinanger, 1984). (b) Exports from FTZs gpactlly non-traditional
manufactured goods: the Santa Cruz Electronics EXp@cessing Zone in
India, for example, is specialised in electronioducts; and (c) in order to
increase employment, developing countries genealgfer the zone-based
firms to be relatively labour-intensive. For instanno firms are permitted to
operate in the Kaohsiung Export Processing Zorkaafan unless their labour
costs exceed 20% of the total costs (Spinangen)198

Yet, many questions are raised about the relatipashetween FTZs
policy regime and overall economic policy reformgleveloping countries and
about the compatibility and competitiveness of FTidsthe future. Those
guestions open the way for further important redeaespecially at a time
when the world trading system is going through redamental reform towards
a wider and deeper multilateral commitment to trdiberalisation and
globalisation of manufacturing. The following secti attempts to highlight
some of the issues likely to influence the comgléiitand competitiveness of



Free Trade Zones in the Aftermath of the Uruguayrido 13

FTZs in the aftermath of the UR Agreement and th@ldishment of the
World Trade Organisation (WTQO) and in the lighttieé globalisation process
in the world economy.

4. FTZs IN THE AFTERMATH OF UR/WTO
RELATED ISSUES OF CONCERN

Trade policies and trade regimes have been fundathetransformed in a

number of ways over the last three decades, andsegoently, many

significant changes have taken place in the warddlihg system. Such a
mechanism, along with the rapid technological pesgrin communications
and patterns of production, has accelerated the pachange in the world
economy. During the past decade, the world econbas/ experienced an
increase in and an intensification of economic &e®wng national economies
through cross-border flows of goods, services, stiment and factors of
production. This process which has been referredbyoeconomists as
“globalisation” describes the challenges of gouwegnén increasingly complex
pattern of cross-border linkages and closer lirkdsvben different markets and
production structures. The manifestations of glslaéibn include the

movement towards the internationalisation of praidncpatterns, the moving
of industries across borders, the speed of finhmo#kets, the diffusion of

identical consumer goods to distant countries, taedspread of multinational
companies. Globalising the world economy will bringbout many

consequences, and one of them is already cleamanging economic world
without borders in which information travels acrosgtional borders at ever-
increasing speeds. In such a world economy witlioutlers, consumers are
becoming global in orientation. In other words, ythehoose the best and
cheapest products irrespective of their origin.

Consequently, in order to be competitive, indukpraduction must not be
limited or restricted to national borders. In s@cketting of a rapidly changing
world economy, competitiveness, productivity, sidlllabour and management
capacity become more and more important elemergsarfomic development.
This challenge will, no doubt, have far-reachinga@uts on the economic and
trading interests of developing countries, as wslbn the multilateral trading
system as a whole. Such a setting necessitates assdmes greater
determination, adaptability, interdependence, afwsec co-operation and
collaboration among different economies and regidrtss, of course, will
exert intense pressure on developing countriesftrm their inward-oriented
economic policies. It will therefore urge them teview and assess their
present trade and production policies and introdacenore radical changes
that will allow them to cope more effectively withe new setting of the
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multilateral trading system and improve the intéioreal competitiveness of
their trade and industries.

The successful conclusion of the UR of multilatdrale negotiations in
December 1993 has produced the most fundamentatnrebf the world
trading system since the establishment of the Géfggreement on Tariffs
and Trade (GATT) in 1947. It introduces disciplinesa wider coverage of
products and countries and testifies to a widerdeegber commitment to trade
liberalisation. The establishment of the World E&krganisation (WTO) on 1
January 1995 to draw up and administer the ba#és of international trade
will contribute to a necessary strengthening ofdlabal trading system. This
will be achieved through stronger procedures fottlisg disputes, a
mechanism for reviewing country trade policies, gndater involvement of
member countries in decision-making.

The scope of the UR Agreements extended beyondrald#ional issues
covered in previous multilateral trade negotiatjomkich primarily addressed
the reduction of barriers against trade in goodsoantry borders. Sectors of
particular and priority concern to developing coig® were included in the
negotiations related to the evolving internatiostalictures of production and
trade, including the movement of capital in thenfoof foreign investments.
The UR Agreements went far beyond what had beemewath in previous
rounds in terms of involving developing countriestihe multilateral trading
system, extending disciplines to agriculture annises, and covering new
aspects of trade such as trade-related intellegiwgderty rights (TRIPs) and
trade-related investment measures (TRIMS).

In general, the UR agreements can be classifiedtimee groups: (1) those
related to traditional GATT issues such as tarilffefalisation, subsidies,
dumping, government procurement, technical barritrs trade, dispute
settlement and institutional reform; (2) those aog areas that had initially
been covered by standard GATT rules but becameudedl from GATT
discipline for several reasons, namely, agricultangl trade in textiles and
clothing (Multi-Fibre Arrangement MFA); and (3) th® dealing with new
issues not previously covered by the GATT, esplcidRIPs, TRIMs, and the
General Agreement on Trade in Services (GATS)hinfollowing, we shall
describe in brief the main features of the UR Agrests in relevant areas of
new rules which are very likely to influence the ngmatibility and
competitiveness of FTZs as modalities used in aphey countries over the
last two decades for promoting foreign investmeexpanding exports,
generating technology transfer and employment,faaiiitating transitions to
more liberalised open economies.



Free Trade Zones in the Aftermath of the Uruguayrido 15

(1) Provisions on Trade in Industrial Goods. The reductions in the protection
provided to manufactures were generally substartigh deep tariff cuts
and the outlawing of important non-tariff barriefariffs on manufactured
imports into industrial countries were reduced fr@antrade-weighted
average of 6.3% to 3.8%, a cut to be phased in &veryears. For
industrial countries, tariffs were reduced by amrrage of 45% on imports
from other industrial countries and by 30% for intpdfrom developing
countries. For developing countries, the reductiégmstariff rates on
manufactures averaged 28% on products from in@lswiuntries and 29%
on those from developing countries. Commitments eanthe UR
Agreements take the form of bindings in which thepoertion of industrial
countries’ tariffs on industrial products subjegthindings rose from 94%
to 99% as a result of the Round. The proportiodefeloping countries’
imports of industrial products subject to bindimgse from 13% before the
Round to 61% after it (Martin, W. and Winters, 1995). So, the dramatic
increase in tariff bindings in manufacturing, boith developed and
developing countries, intensifies the importancetid global trading
system for regulating national trade policy.

Besides the reduction in tariffs, a key featur¢hef UR was the substantial
progress made in dealing with the non-tariff basrien industrial products in
most industrial countries (the so-called ‘grey aresasures’) such as voluntary
export restraints (VERs) and the Multifibre Arrangent (MFA). VERs must
be abolished within four years and the MFA is tgpbased out over ten years.
The clarification of rules and the strengtheningdafcipline in a number of
areas (e.g. safeguards, subsidies and countegraitisasures, anti-dumping
measures, etc.) will prohibit or, at least, lintietuse of non-tariff measures.
Therefore, the gradual elimination of the grey ameeasures by industrial
countries will increase the export opportunitiesdefeloping countries. Thus,
in the post-UR period, with tariffs and non-tatirriers to trade at historical
low levels, public and private enterprises will Iseibjected to greater
international competition.

(2) The General Agreement on Trade in Services (GATS). An important
feature of the framework of this Agreement is thabt only covers cross-
border trade in services, but services suppliedobgign firms within a
country to consumers in that country and serviecggpleed by domestic
firms to foreign consumers who are visiting the oyt This agreement
commits WTO members to a set of general princifhes includes most-
favoured-nation treatment, transparency with regardny domestic laws
or regulations affecting trade in services, andypssive liberalisation in
the services area. The key part of this agreemamiists of schedules of
commitments by WTO members in which they set dopatsic terms and
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(3)

(4)
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conditions on market access, conditions and qaoatiins on national
treatment, and the time frame for implementing stmmmitments. In this
regard, it is noteworthy that while most countneade commitments not
to impose new restrictions against foreigners, eheras a lack of
significant liberalisation in such important sestas financial services,
transportation, and telecommunications. Thus, thestmimportant

accomplishment has been to bring the services rsaotder international
trading rules and set the stage for later signititi@eralisation.

The Agreement on Trade Related Aspects of Intellectual Property Rights
(TRIPS). The agreement made a substantial progress in amwarg the
drawbacks of the existing system of patents, cgpysi and trademarks
operating under the jurisdiction of the World Iteetual Property
Organisation (WIPO). All WTO members are now regdirto provide
copyright, trademark and patent protection for ec#ffr number of years
on the goods and services covered under the agnéerite which most
developed countries adhere. The provisions of Agseement must be
implemented within a year after the date of entty force, but developing
countries and countries in transition are giventlaofour years, while
LDCs need not apply the agreement’s provisiongdoryears. In addition,
if a developing country is obliged to provide patprotection in an area
not currently covered by its laws, it may delay iempentation of this
protection for another five years. Specific enfoneat procedures are also
contained in this Agreement. For example, countées required to
establish civil judicial procedures whereby indivads and firms can seek
to enforce their intellectual property rights. A @ail on Trade-Related
Aspects of Intellectual Property Rights is estdtdd to monitor the
compliance of countries with their obligations untélee Agreement. The
Agreement represents an important step in encogaBesearch and
Development (R&D) by private firms. However, thalustrial countries,
where most R&D activities take place, will cleadyain. While some
developing countries will also gain in the long asthey begin to develop
new technologies themselves, many are likely te lnghe short run. This
is why developing countries have been given the-forten-year-period
within which to implement the various provisionstioé Agreement.

The Agreement on Trade Related Investment Measures (TRIMs). An

economically efficient global economy requires tliatect investment
among nations should be as free from burdensomgeb@nd domestic
controls as the movement of goods and services.eMery there are still
many countries that restrict FDI in various waysd aalso impose
performance requirements on foreign firms operatingheir territories.
Negotiations on trade-related investment measutesefore, aimed at
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eliminating trading requirements imposed on foresgiterprises but not on
domestic firms within a particular country. By sjfging that the principle
of national treatment must apply to foreign firmsjch practices as
requiring foreign enterprises to purchase a certpioportion of
domestically produced goods and services or exoertain proportion of
their output have become illegal under the TRIMse&gnent. However,
developing countries are given five years and LB3€gen to eliminate
such measures and can apply for an extensionyifeéheounter particular
difficulties in implementing the agreement. In thisgard, a number of
developing countries, anxious about too much forgiglitical influence if
FDI is not controlled, strongly resisted effortsdial with this issue in the
Round although the TRIMs Agreement does contairogigion specifying
that, in the course of reviewing the Agreement initive years, the issue
of including provisions on investment policy shHadl considered.

It seems very likely that the UR Agreements shousidnificantly
strengthen the multilateral trading system throumhwider and deeper
commitment to trade liberalisation, phase out #maining barriers to trade,
not only in goods at country borders but also mvises and capital in the form
of foreign investments, and reverse the trend otgationism and unequal
treatment of trading partners that characterised1®80s. The outcome will,
therefore, significantly influence the patterngrafie, competition, production,
investment, domestic regulations and so on. lthgiaus that almost all the
aspects and measures of the UR Agreements are igsoeclosely related to
FTZs programmes. FTZs will, no doubt, be signifibannfluenced by the
outcome of the UR Agreements in different areas ténms of their
characteristics, administrative and regulatory mess the relationships
between their policy regime and the overall ecomopulicy reforms in the
host countries, and, more importantly, in termsttedir compatibility and
competitiveness in the future if the applicatiortied UR Agreements proceeds
as agreed. Perhaps the most important issue oeoomdich is very likely to
influence the compatibility and competitiveness FFZs and shape their
character in the future stems from the fact thatrtiost important outcome of
the UR has been that the range of measures prévidasved as falling within
the scope of domestic policy have now been brougider multilateral
discipline and linked to the rights and obligati@mverning international trade
and market access.

The major accomplishment of the UR has been to tadeyw rules which
take into account the fact that the distinctionrsen border and internal trade
regulations is becoming increasingly less meaningfor facilitating
international transactions in goods and serviceaking this and the
globalisation trend of the world economy into aaupuand once a country
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develops an effective economy-wide free trade regaimd minimally regulated
market mechanisms in accordance with the UR agnetsmiéis thus logical to
expect, in the long run, that FTZs programmes ghithinish in importance as
modalities for promoting foreign investment, expagdexports, generating
technology transfer and employment, and facilitatimansitions to more
liberalised open economies. This will, no doubtyéha significant negative
effect on the compatibility and competitivenessR3fZs in the long run in
terms of diminishing the importance of the purpasietheir establishment and
the functions they perform. Ultimately it will makdem increasingly less
meaningful in achieving the various goals for whittey are commonly
considered.

5. THE EXPERIENCE OF SELECTED OIC MEMBER COUNTRIES

As in developing countries, FTZs programmes hawnhesed in many OIC
member countries over the last three decades asliesl to initiate and
promote export-led development strategies. Consigerthe different
geographical locations, the heterogeneity in thenemic structures, and the
discrepancies in policy priorities at the natiotealel, it is logical that FTZs
established in OIC countries should vary in numbgre and level of success.
However, due to the lack of necessary detailedrinddion and data on FTZs
in many OIC countries, in the following section, sleall provide only a brief
overview of the experience with FTZs programmessame selected OIC
member countries in different regions.

1. Egypt

Egypt established an FTZ programme in the early049hitially, it failed in
any appreciable investment, and the problem waseelzated by the 1973 war.
However, the policy-makers continued using the epficand the free zone
programme emerged again as a significant compafehé Open Door Policy
adopted by the government in the second half ofl§#0s. The government
passed a new law liberalising free zones (Law N0o#1974), and eventually
amended it to make it even more attractive to fprénvestors (Law No. 32 of
1977). In all, four public FTZs were establishedGairo, Alexandria, Port
Said, and Suez.

Among the various elements and key incentives @ptiogramme were:

-Extraterritoriality within the zones;
-Free and independent handling of currency;
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-No income taxes or duties except for a 1% fee awgrort/export
transactions or 3% over value added for companiésengaged in
import/export activities (services);

-Complete exemption from customs duties on impo#chmery,
equipment, and goods;

-And import duty reductions for products with Eggot material
content.

Initially, the reformed investment law also permitt companies to
establish individual private free zones (inlandjgcts) with a similar package
of incentives. However, by the early 1980s, sudhape zones were no longer
permitted.

One of the first issues faced by the Egyptian Fadthorities was the high
level of commercial, as opposed to industrial, canigs established within the
zones. A majority of them engaged in simple impgrtand trans-shipment
activities, with many exporting to the local mark86% of total free zone
exports in the early 1980s). It soon became appareti such free zone
activity generated fewer jobs, did not facilitaéetinology transfer and failed to
generate appreciable foreign exchange earningsptiEgprogramme was
further complicated by the public agencies in whaelech of the four zones was
established as a public enterprise, regulated, radi@ied and served by the
government’'s General Authority on Foreign Investiremd Free Zones. This
resulted in the problems typically found in publiddministered free zone
programmes such as lengthy and bureaucratic inesstrapplication
procedures, inefficient administration of customislays in the installation of
necessary infrastructure, etc. All in all, and tgkiogether all these factors, the
Egyptian model of FTZs is not considered to be tfwally successful
(Mourad, 1981).

However, with the introduction of new economic pa@s in the late 1980s,
the government opted for solutions through adoptihg strategy of
industrialisation for export. It was decided toaddish a series of industrial
cities, also known as industrial estates, and tco@rage entrepreneurs to
invest there. Within this effort, the governmensged a few investment laws
that provided encouraging incentives, such as ahtliday of 10 years,
reduced import taxes on raw materials and senstigd products, and a flat
rate of 5% as customs duties on the value of ineplocapital assets used for
setting up a project. Moreover, in 1989, the gonent passed a new law
concerning industrial zones (Law No. 230 of 1988j aince then, some
industrial zones were designed as “Investment FZeees”. These are
considered as being located offshore. Goods andrialstimported into a free
zone are not subject to import duties or custorgalations. It is also permitted
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to have a partial free zone within a project todiarthe export portion of the
activity. 44 industrial zones are now on the indaktmap of Egypt, 19 of
which are already established but still being dewetl and 25 are either under
construction or still on the drawing board (MitwalE., 1997).

2. Jordan

The Aqgaba Free Zone was established in 1973 inr dodéacilitate trade for
goods entering through the Port of Agaba. The Zmmwame operational the
following year, with facilities inside the existirgprt area for trans-shipments
and storage. The Free Zones Corporation (FZC) wstabkshed as a
government-owned company in 1978 with a broad m@anda develop
additional free zones. In 1983, the Zarga site established as the second
principal free zone in the country. It started @piens in 1984. The current
legislation codifying and governing the FZC was geak in 1984. This
legislation forms the basis for the operation arwarter of free zones.
Subsequently, implementing regulations governing itmovement of goods,
approval of projects, fees, and other procedurege wdecreed. The
development of the Agaba and Zarga sites has bdented primarily to
commercial transit trade and not to industry. Tlgga zone functioned as an
important adjunct to the port in providing dutydrstorage and staging areas
for importers and transit operators. The Zarqawds selected for its location
near the major crossroads for highway traffic toi&gyraq, and western Saudi
Arabia. Both facilities have been used extensimjytraders supplying Iraq,
whose dependence on the Port of Agaba and trapmshi through Jordan
increased in the 1980s. Neither zone has develagedn industrial centre,
although industrial areas were incorporated in® dibsign of the Zarga site.
By 1990, only seven industrial firms had been dstadd in the Zarga zone.
The Gulf Crisis of 1990-91 dramatically changed thiisation of Jordan’s
FTZs. Until 1990, the number of firms operatinghie zones and the traffic of
goods moved through them had been increasing fsidgdily, reaching 250
firms and a total import/export volume of 328,0@Mhd. In 1991, however,
traffic increased by over 400% due to the Gulf iSriand the number of firms
increased by over 60%. The greatest increasesnis festablished and goods
traffic occurred in the Zarga zone. Although thetwaajority of this increase
in activity was in commercial operations, the numbé industrial projects
approved also increased from 7 to 17 in 1991 (Téwi€es Group Inc., 1992).
Nonetheless, the free zone programme retains aomiadntly commercial
orientation. Many of the industrial firms withinegtzone have met with limited
success, and are not specifically export-oriented.

Although FTZs have made only a marginal contritutio the industrial
development of the country, significant investmémtindustry, including
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export-oriented industry has taken place duringsaee period in industrial
areas zoned by municipalities, but most importaitilythe facilities of the
Jordan Industrial Estates Corporation (JIEC). Kkangple, by the year 1992, a
total of 246 projects were established at the Sahabstrial Estate, of which
200 are now fully operational; 65 of these firmpant a significant portion of
their production. In the Amman Industrial Estateichhwas developed during
the 1980s, 347 companies (including 78 Arab, foreand joint venture
companies) were established with more than 400offi@st in operation
employing more than 14000 workers. Al-Hassan IndhistEstate was
established in 1991, and by the year 1997, it hmdcded 57 companies from
various fields and created more than 2000 job dppdies. In addition, the
Irbid Industrial Estate, also developed by the JIE&s attracted 31 industries
since its opening in 1991 (Jordan Industrial EsGeporation, 1997).

In an attempt both to rationalise the operationthefJIEC and the FZC, as
well as link the operations of FTZs and industesdates, the two organisations
had planned to merge. However, the JIEC ultimatefysed, citing the lack of
economic benefits from the FTZs, and the lack ofmpgatibility of their
operations with the industrial estates. Relativetite success of the JIEC
projects, the reasons that the FTZs have not tdttandustrial development
include: (a) inappropriate legislative provisiorts industrial operations; (b)
ill-defined legal basis of FTZs, resulting in cosifon over relations with other
legislation and exclusion of goods produced in Firde being considered as
Jordanian products; (c) inappropriate sites ankl ¢didacilities and services for
industrial activity; and (d) insufficiently develeg institutional capacity of the
FZC, and lack of responsiveness in zone managerakén together, these
factors constitute a wide range of constraints ttzate prevented the FTZs in
Jordan from assuming a more dominant role in tlraciion of export-oriented
industry (The Services Group Inc., 1992).

3. Malaysia

In the early 1970s, seeing the manufacturing sscoésingapore and Hong
Kong and of the EPZs in Taiwan (China), the Goveentrpushed hard to set
up FTZs, particularly, EPZs with a view to promgtithe development of the
country through the encouragement of export-orééntabour-intensive
manufacturing. A law on FTZs has been put intoctffie 1971 that called for
zones to be developed and managed by the Statengomet. The most
successful zones developed by the State includengerSelangor (which
includes Kuala Lumpur), and Melaka (Malacca). Tingt Zone (near Penang’s
Bayan Lapas airport) began exporting in 1972, fedld quickly by several
others. By 1975, eight zones were in operation, @heérs soon joined them.
With the exception of one or two, the 13 EPZs @adh the first 15 years
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(from 1972 to 1987) have proved a success becduy®god infrastructure and
a favourable business and political environmente(World Bank, 1992).

During this period, Malaysia isolated the EPZs frima rest of the economy
and, therefore, ignored backward linkages. The gowent became more
active in trying to develop new industries, raisetgctive tariffs and increase
their dispersion. Duty exemptions were given ordgeptionally until reforms

were made in the late 1980s, and as in most demglopountries, the

drawback of FTZs is that they have never workedl.widbwever, the

importance of EPZs in Malaysia is unique among degeloping countries
establishing these zones. In 1982, these zonesi@tecbfor more than half of
Malaysia’s total exports of manufactured goods.tBat time, Malaysia had
become the world’s largest single exporter of eteit components, of which
the FTZs accounted for 90% (Warr, P.G., 1987b).

A second and related aspect of Malaysia’'s expastnption policy has
been the introduction in 1975 of administrative iliaes to permit the
production of manufactured goods within customselohwarehouses. Firms
wishing to use this provision must apply for Liceds Manufacturing
Warehouse (LMW) status. The LMW programme has moctommon with
the FTZs in which imported raw materials and captguipment used in the
production of manufactured exports enter the cqudtrty free. In effect, the
firm itself becomes a bonded warehouse and custdiicers are located at the
factory site to ensure that none of the raw mdte@ad capital equipment
which enter the country under the duty free pravisiare disposed of on the
local market. The LMW programme had less succean fIZs since the
policy environment was difficult to improve outsidhe zones and the
provisions were difficult to enforce on a decerised basis. The system
continued to grow, however, and by the year 1992, firms using the LMW
programme were employing 75,000 people, while firms FTZs were
employing about 104,000. During this period (startiwith the economic
reforms in 1987), the country adopted a new indalsstrategy in which the
successful FTZs were to serve as poles of growhle FTZs were to be
increasingly integrated into the rest of the ecopowhich was to supply more
of their inputs from new foreign-owned firms andnjoventures. The central
aims were to promote foreign investment and deveiogernationally
competitive local industries. Manufactured expdrtsluding those from FTZs,
achieved astonishing growth within the new poligforms; FTZs exports
increased from 14% of the country’s exports in 19824% in 1990 (The
World Bank, 1992). In this context, the incentivsesilable to the FTZs and
LMWs firms are best seen within Malaysia’'s overailstem of export
promotion. More than any other Asian developingntpuestablishing FTZs,
Malaysia has succeeded in attracting large amarfrfigreign investment into
its zones, particularly in the field of electroni@® a large extent, this was due
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to the favourable incentives offered to investmanthese zones. The official

package available to FTZs firms has four main camepts: (a) duty-free

imports of raw materials and capital equipment; gtfeamlined customs

formalities; (c) subsidised infrastructure facdgj and (d) company income tax
incentives. Except for the subsidised infrastruetiacilities, many features of

the overall incentive package available to LMWsn#rare similar to those

available for the FTZs (for details on the provisioof these packages see
Warr, P.G. 1987b, pp.33-35).

4. Turkey

With the introduction of new economic policies retearly 1980s, Turkey had
three objectives: more liberalisation, more segudspecially for foreign
investors, and less bureaucracy. With the object¥eincreasing export-
oriented investment and production in Turkey, aaeing the entry of foreign
capital and technology, and increasing the utitisabf external finance and
trade possibilities, the Free Zones Law was put @ftect in 1985. Since then,
Mersin and Antalya Free Zones became operationd®88, Ege and Istanbul
Ataturk Airport Free Zones in 1990, Trabzon Fre@&m 1992, and Istanbul
Leather Free Zone in 1995. Commercial activitiesehbeen performed in
Mardin and Erzurum-Eastern Anatolian Free Zoneses@dctober 1995 and the
new implementation, Istanbul International Stoclkcliange Free Zone began
to perform its activities on February 1997. Lastlgmmercial activities started
in Rize Free Zone in March 1998. In addition, thare five zones whose
location and boundaries have been determined bgdbeee of the Council of
Ministers (numbered 95/6571) and which are plantedperate in 1999.
These are Izmir Menemen Leather Free Zone, Samae4one, Adana Free
Zone, Istanbul Thrace Free Zone, and Kayseri ForeZ

The geographical location of Turkey provides siigaifit advantages to the
Turkish FTZs that are adjacent to the major Turkigbhrts on the
Mediterranean, Aegean and Black Seas, and so, ltheg easy access to
international airports and highways. In generdl kelds of activities can be
performed in Turkish FTZs: manufacturing, storipgcking, general trading,
banking and insurance, etc. Investors are fre@mstouct their own premises,
but the zones also have available office spacesksops, or warehouses
offered for rent on attractive terms. All fields aétivities open to the Turkish
private sector in the zones are also open to forag to joint venture
companies. The incentives offered in the TurkisEZ$hclude:

- Income generated through activities in the zdeesxempted from all kinds
of taxes, and can be freely transferred to any trgun
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- The validity period of operation licence is 10ay® maximum for tenant
users, and 20 years for users who own their preniisthe zone; the period
can be prolonged to 99 years.

- There is no limitation on the proportion of fayei capital participation in
investment within the zones.

- Sales in the domestic market are allowed.

- The infrastructures are compatible with interoadil standards.

- Red tape and bureaucracy have been minimisechgluapplication and
operation phases by authorising only one agencychiarge of these
procedures.

- There is no restrictions regarding prices, stasglar the quality of goods in
the zones.

- And all the articles of the domestic laws contré&r the provisions of the
FTZs Law are not applicable, and any disputes eselved by the Supreme
Arbitration Council.

By the end of 1997, there were 1684 firms engagedcammercial
operations in the Turkish FTZs, 1395 domestic firamsl 289 foreign. They
offered employment opportunities for 8750 persdns1997, $5.5 billion of
trade volume was realised in FTZs in Turkey, showan increase of 52% as
compared to the previous year. This figure const#w.6% of the Turkey's
trade volume, which was actually $72 billion in I99n the same year, the
breakdown of the trade volume by sectors was 788osimial goods, 21%
agriculture, and 1 per cent mining and quarrying2e2of the trade volume
generated in the FTZs was with the European Ur88t with other industrial
countries, 7% with the Commonwealth of Independiates (CIS), 49% with
Turkey and 14% with developing countries. The teedevolume of trade for
the Turkish FTZs in 1998 was $8 billion. This figurepresents 10% of the
anticipated $80 billion of trade volume of Turkeyr f1998. The remaining
90% will be derived from the additional trade vokirto be created by the
newly activated FTZs. Targets in 1998 include agecialisation in the FTZs
regarding the sectors which have potential to lebigger share in world trade
in the future. For example, considering the majorction of an FTZ in the
acquisition of advanced technology and creatioteohno-parks, the Aegean
Free Zone has been designed as a Technology TraDefdre. It provides
modern infrastructure facilities and attractive éntives for research and
development (General Directorate of Turkish Freee&) Monthly Report,
December 1997 and January 1998).

5. United Arab Emirates

The Jabel Ali Free Zone (JAFZ) in the United Aramikates provides an
interesting and, to some extent, a unique exanfdid ds development in OIC
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member countries in the Arabian Gulf and the Midd#est regions. The JAFZ
is located in the Emirate of Dubai, on a coastal anh the Arabian Gulf. It has
its own deep water and modern shipping faciliteswell as readily available
industrial buildings, warehouse space, and necgssdities. Established in
1985, the JAFZ steadily built up its area over $§km, where in 1994 over
600 international companies were operating in g&taof light industrial and
trading activities. Currently, more than 1300 conipa from more than 80
countries are operating in the Zone. Although th@rite of Dubai as a whole
possesses free zone characteristics (e.g., theftsv the GCC minimum of
4%, imports not controlled, and no taxes on prdfitgpersonal income), the
JAFZ goes an important step further as only in #doise does the government
permit 100% foreign ownership and authorise a sirggiency (The JAFZ
Authority) to process and facilitate all licencegrmits, promotion, and other
procedures necessary for investors to do busimess.tThese benefits, which
effectively bring together the status of extraterrality on the JAFZ, along
with the convenience of available buildings, a pand other efficient and
dynamic infrastructure, are the main reason whyag attracted a substantial
portion of the country’'s new commercial and indiastrinvestment. In
summary, these elements and others such as a 1@0%er of capital and
profit, absence of currency restrictions, abserfceoporate tax for 15 years
renewable for an additional period, and proximity@CC countries and Indian
sub-continent, define the JAFZ in terms of itsidigive features in the region.

The JAFZ is not, however, without its critics. Therge number of
distribution centres of foreign-based manufactuekeprives local traders of
business and decreases the benefits afforded tolote economy. For
instance, the zone firms employ a large numbeo&idin workers and are seen
by some as purposefully avoiding local sponsorsgarghrtners. Furthermore,
the zone activities are more commercial than imélstvhich limits the local
value added component of re-exported goods. Cormoesnalso be raised by
the exclusive manner in which the JAFZ permits aemiiberalised foreign
investment climate than in the remainder of thentiu putting other areas at a
relative disadvantage. Nevertheless, the JAFZ coa$ to attract investment
and grow (eg The JAFZ Authority is receiving som@0 lapplications for
investment each month). Currently, The JAFZ Autlyoshows a preference
for those investments that are less energy intensbut with higher
requirements for port facilities and shipping. Aseault, trade companies and
light industries will continue to predominate iretkone (Jabel Ali Free Zone
Authority, 1998).

In general, the majority of FTZs in OIC countrieavl developed two
main characteristics different from those in mattyeo regions: (a) most FTZs
are not industrial or processing zones, but raoeres which have a mix of
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different types of activities, the bulk of whicheaoriented towards trading
activities. In some other countries, they are eaddg a massive port complex
activities such as warehousing or oil supply rattiean being new bold

initiatives in policy terms and far from the origihFTZ intention; and (b)

unlike EPZs, there is generally no specific requigat that all or most of the
goods produced in the zones are to be exportedihame are open eligibility

criteria which do not specify value added, transf@tion, manufacturing, or
some other characteristics which many countriese hased to limit the

incentives in free zones to manufacturing or vahdeed services firms.
Although these characteristics vary among FTZsiifergént OIC countries,

they are present to a certain degree in almosifahem. The exception here
may be with FTZs in a few countries like Malaysiadato a lesser extent,
Turkey and United Arab Emirates.

Indeed, FTZs programmes in OIC member countriesldhze pointed out
as one of the most successful candidates of tramk imdustrialisation
promotion modalities. The main reasons for thisude: (1) the position of the
OIC region in world geography with proximity of mamember countries to
major international markets and industrialisatidack, and their location in
places on or close to international trade routesctjans; (2) the
complementarity potentials available to OIC cowsrcollectively based on
different levels of their natural, financial, humand technical resources; (3)
the fact that some OIC member countries have aetieglatively significant
levels of industrialisation and technological dewshent; (4) the recently
adopted strategies and policies for promoting amcberaging FDI flows in
many member countries; and (5) the relatively irggive supply of labour in
almost all OIC member countries.

6- CONCLUDING REMARKS

Free zones in general are areas which, while egistiithin the political
borders of a country, are nevertheless beyond uttdins line, and in which
certain economic activities receive rather mordlifees and encouragement
than they do in other parts of the country. Onlibsis of the purpose of their
foundation and, thus, also of the functions thesfquen, free zones may be
divided into two broad groupdree trade zones, andfree production zones
(the idea of this classification is drawn from thérmation in Appendix-2).
The first group, iefree trade zones, often takes forms like: free ports,
commercial free zones, duty-free zones, custonesZomes, and tax free trade
zones. Generally, in such zones, permission is gmahted for industrial
activities. However, such trade and commercialvies are carried out as
storage of goods, packaging and preparation fokehashipment, re-export,
and transit trade. By contrast, the second grdrge production zones, are
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relatively more recent innovations. They often takems like: export
processing zones, special economic zones, indufitéa zones, investment
promotion zones, joint enterprise zones, and tdolgyazones. Like free trade
zones, they are extra-territorial, but differenthiat they are explicitly designed
to facilitate the processing, manufacture, andrabeof goods and services
destined primarily for export markets. Internatiboapital generally invests in
these zones in order to make use of such advan@gdsenefiting from
inexpensive labour and raw materials and from exiemg from various types
of taxation.

As a general rule, FTZs programmes can be used éouatry where
suitable conditions for export-oriented industrynmat be created on a
countrywide basis because of infrastructural deficies and regulatory
administrative obstacles. Under certain conditiohsn appropriate political
and economic policy environment, FTZs programmes capresent an
efficient industrialisation and export-oriented mbty in the host countries.
Since FTZs take the form of specially determinedaar of legal and/or
geographic nature in which economic activities faeed from all regulations,
they could basically represent a second-best tghrian for countries wanting
to benefit from a greater and more efficient in&ign into the international
markets without subjecting the entire economy tader liberalisation and
deregulation in the first stages of their movem@ntards more liberalised,
open economies. By eliminating tariffs and mosteottrade restrictions in
these zones, the factor intensity of productionlmamade to correspond more
closely with factor endowment of the host coun@pmparative advantages in
the host countries can thus be more efficientlylatgd. FTZs can be very
effective at the early stages of an export drigemma@ans of attracting investors
and demonstrating a country’s export potential,eegdly in LDCs which
cannot package the critical elements to initiateoatward-oriented developed
strategy. However, development of infrastructuegmiulation of appropriate
incentives and other elements of the work envirammaust be well-managed.
From this perspective, the establishment of FTZgpeeially in LDCs, is
further seen to produce positive welfare effecisilar to those of the trade
liberalisation regime.

With different geographical locations, heterogeneiln economic
structures, and discrepancies in policy prioriéthe national level, FTZs in
the OIC countries are varied in number, type ardllef success. However, in
general, most FTZs in OIC countries are not indaistrr processing ones, but
rather zones which have a mix of different typeadiivities, the bulk of which
are oriented to trading activities. In some othmuntries, they are engaged in
massive port complex activities such as warehousingil supply rather than
being new bold initiatives in policy terms and d#neis far from the original
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FTZ intention. Although these characteristics vargong FTZs in different

OIC countries, they are present to a certain degre¢most all of them. The
exception here may be with FTZs in a few countlies Malaysia, and, to a
lesser extent, Turkey and the United Arab Emirdtesetheless, FTZs could
be used as modalities to mobilise resources arthtdmgies amongst OIC
countries whereby complementarity is achieved. timelo words, the unused
resources of one country, due to a certain econgitimtion and policy

environment, could be invested through joint-veatenterprises in FTZs in
other neighbouring countries or used to attraceottountries’ funds and
technologies to invest in FTZs closed to theseuess for the benefit of all
participants. However, since FTZs can take many$odue to the various
purposes of their foundation and, thus, due to whgous functions they

perform, countries interested in the potential assuch programmes should
carefully study and analyse the economic indicaterdivities, rules and

regulations in order to determine the most appat@riorms of FTZs. In fact,

drawing upon the potentials available to the OlGntges collectively in terms

of natural, financial, human and technical resosircand under certain
conditions of keeping the inward-oriented policésa minimum level, taking

advantage of their position in world geography, neguic complementarity,

and radical reforming of their trade policies, regs and administrative
measures, FTZs in the OIC region could be consilareong the successful
ones around the world.

However, the successful FTZs of the future willthese which are well
planned and managed, preferably by a private seeeeloper, supported by
efficient regulatory agencies, and located closénternational transport and
communications facilities in countries which enjggod infrastructure and a
favourable business and political environment wilie availability of raw
materials near the zones to be processed and edpdittere are, however, a
number of factors, which will influence and shape tharacter of FTZs in the
future. These include: (1) increasing global coritipet for FDI or foreign
export-oriented investment “globalisation factor@) development of regional
economic blocs, and promotion of intra-regionaldé&a“regionalisation
factors”; (3) considerations relating to the tramsif technology and skills, and
the development of linkages between FTZs and tmeedtic economy of the
host country; (4) the growing importance of intdio@al services activity; (5)
the trend towards and emphasis on private-sectdss FiEvelopment; and (6)
the trends towards and the need for making avail&dZs facilities and
benefits on a country-wide basis.

Taking all this into account and assuming thatdpgplication of the UR
will proceed as agreed, and considering the glsatdin trend of the world
economy, it seems very likely that, over time, FTk decline in importance.
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Once countries develop effective economies-wide fiede regimes and
minimally regulated market mechanisms in accordawdéh the UR
agreements, the relative importance of FTZs wildtéo decline. This will, ho
doubt, have a significant negative effect on thempgatibility and
competitiveness of FTZs in the long run in terms diminishing the
importance of their purposes of establishment #ng, also the functions they
perform and ultimately make them increasingly lessaningful for achieving
the various goals for which they are commonly cdexgd. Thus, FTZs
programmes should be viewed as a temporary sol@iah a step towards
economy-wide, duty-free trade systems. They showd be planned in
isolation, but as part of a broad, long-term sthatsupported by further
measures for regulatory reforms and macroeconotattilisy to develop an
internationally competitive economy.
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Appendix- 1: Zone Terminology

Group 1- Trade Group 2- Exports Group 3- Processing Group 4- Economic Activity | Group 5- General
Customs Zone Duty Free Export Processing Zpne  EXprocessing Free Zone Investment Promotion ZoneFree Zone (FZ)
Customs Free Zone Export Free Zone Export Processing Zone (EPZ) Joint Enterprise Zone Free Port (FP)
Free Trade Zone (FTZ) Export Processing Free Zone Free Export ProceZsing Technology Zone Magquiladora
Tax Free Trade Zone| Export Processing Zone (EPZ) Free Production Zone Special Economic Zone (SEZ) Free Tax Zone
Free Export Processing Zone Industrial Procesaamg Zone of Joint Entrepreneurship
Export Processing Regime (EPR) Industrial Free Zone International Service Zon

Source: United Nations Centre for TransnationalpBaations (UNCTC): The Challenge of Free Econontoés in Central and Eastern
Europe, 1991. Cited in “UNIDO- Export Processingn&s: Principles and Practice”, (Undated, uneditgaipation).



Appendix- 2: Types of Free Trade Zones

Types Physical Economic Duty Free Typical Additional Domestic Sales | Other Features Examples
Characteristics Objectives Goods Allowed Activities I ncentives
Free Port Entire city or Development of| All goods for usel Trade, services, May be Unlimited, upon | Additional Hong Kong,
jurisdiction trading centre | in trade, industry, comprehensiv] payment of full | incentives and | Macao,
industry, or banking, etc. | e and tax-free| duty streamlined Singapore,
consumption procedures Batam, Labuan
Commercial Warehouse areg;Facilitating of All goods for Warehousing, | None Unlimited, upon Colon, Miami,
Free Zone often adjacent t¢ trade and storage and re- | break-bulk, payment of full Jabel Ali
port or airport | imports export or import | packaging, duty
distribution
Export Industrial Park | Development gf Capital Light industry | Profits tax and Limited to small | May be extended Ireland, Taiwan,
Processing Zone export industry | equipment and | and regulatory portion of to single-factory | Malaysia,
production manufacturing | relief production sites Dominican,
inputs Mauritius
Special Entire province,| Deregulation; | Varies; similar to| All types of Liberalisation | Highly restricted| Developed by | China (Southern
Economic Zone | region, or private sector | EPZ industry and of otherwise socialist Provinces)
municipality investment in services restrictive countries
restricted area conditions

Source: Constructed on the basis of the informadiailable in the sources of Appendix-2 above, thedWorld Bank 1992.
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