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I. INTRODUCT I(N 

A. What is a Free Zone?
 

Free zones create "climates of opportunity" for industry and trade in 
geographically defined areas. A variation of the free zone, the Export
 
Processing Zones (EPZs), is a useful policy instrument to develop export
oriented manufacturing industries and to stimulate overall economic develop
ment. EPZs have enabled many less developed countries to begin the shift from 
import-substitution-based industrialization to export-oriented manufacture. 

In contrast to traditional long-term governmental assistance efforts to 
aid businesses, free zones offer to all firms within their boundaries im
mediate cost savings in the form of tariff, tax and regulatory deterrent 
reductions. Free zones are especially well-suited for stimulating smaller 
enterprises, the source of most private sector jobs and investments in dev
eloping countries. Conventional programs usually require substantial paper
work skills, political contacts, and/or proven track records for applicants 
to negotiate assistance. Many small, new enterprises do not fare well in a 
bureaucratic process, but can grow in the free zone setting where cost
 
advantages are extended to all firms.
 

The term "free zone" refers to any contiguous area within which private 
firms enjoy automatic, immediate entitlement to reduced tariff, tax and/or 
regulatory burdens. It does not refer to areas offering incentives to
 
specific firms on an individually negotiated "customized" basis because 
customized incentives create delays, complications, and uncertainties for 
business enterprises that are especially detrimental to small and new firms. 

Several specific types of free zones exist. The "free port" and "free 
trade zone" are the classical forms of this developmental mechanism. Estab
lished by the Phoenicians about 3000 years ago, freeports were storage and 
transshipment points where traders landed their goods without payment of 
taxes or duties. Today, free ports may be limited to port areas or expan
ded to include entire cities that offer duty-free conditions both to compa
nies and individuals. Free trade zones are smaller, fenced-in areas with 
the same function, as free ports, however, usually serve only companies 
engaged in import, export and wholesale distribution. 

Freeports and free trade zones played important roles in the emergence
 
of Mediterranean, Northern European, and Far Eastern commercial powers. A 
number of Italian trading cities--notably Leghorn--provided free zone bene
fits to commercial enterprises during the Renaissance. Along the Baltic, 
freeports such as Hamburg, Lubeck, and Copenhagen established the duty-free 
trading community known as the Hanseatic League. Britain established free 
ports in Singapore, Hong Kong, and Gibraltar to facilitate its commercial 
expansion. A U.S. version of free trade zone, known as the "foreign-trade 
zone", was enacted by Congress in 1934 and offered comparable tariff relief 
to commercial firms. 

Modern free port and free trade zone characteristics vary widely. For 
example, physically, free port size ranges from 16 square mile ,. in Hamburg 
to 400 square miles in Hong Kong. Incentives vary and have expanded beyond 
simple provision of duty-free rights for storage and tran-sshipment 
operations in order to attract manufacturing activities. For example, 
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Singapore offers tax holidays of up to A0 years for export manufacturing
 
enterprises.
 

In 1950, a highly significant evolution in free zones occurred with the 
establishment of the first formal Export Processing Zone (EPZ) in Shannon, 
Ireland. Like its free port and free trade zone predecessors, the EPZ (also 
known as "industrial free zone") offered complete tariff exemptions to firms 
engaged in import and export of goods. However, unlike other types of 
zones, the EPZ established its incentives to benefit preferentially manufac
turing rather than warehousing operations. 

The original EPZ in Shannon, Ireland reflects distinctive features of
 
other projects of this genre. First, free zone incentives include an at
tractive corporate income tax holiday as well as customs duty relief for 
export manufacturers. Second, the free zone incentives applied to an indus
trial park made the first combination of such incentives with a developed 
physical site available to manufacturing and assembly firms. 

Export processing zones have become an important tool for promoting the 
export manufacturing sector in many developing countries. Zone sizes range 
from 20 to 600+ acres; zones are servd by road, water, sewer, and electri
cal power networks Lhat are planned and developed specifically for indus
trial users; and zon incentives include duty exemptions on goods imported 
for manufacturing and subsequent re-export. Additionally, most EPZs offer 
tax holidays ranging from 5 to 15 years. Many EPZs also offer substantial
 
regulatory relief to zone-based firms., Key regulatory incentives include
 
exemption from controls on foreign exchange transactions, free repatriation 
of invested capital and profits, automatic visas for expatriate personnel, 
and sometimes, relief from restrictive labor codes. 

Other types of free zones also have emerged in the past two decades. 
With the growth of the Euromarket, a vast pool of stateless currencies, 
countries such as Singapore, The Bahamas, and Panama have become key inter
national "free banking zones." Typically these zones encompass an entire 
community or country within which financial enterprises may accept deposits 
and make loans free of customary reporting requirements, reserve require
ments, and taxes up--on either the banking instit itions or their clients. 

Finally, free zones known as "enterprise zones" have been established 
to stimulate indigenous entrepreneurs rather than to attract foreign invest
ment. In the past two years more than 200 communi ties in the U.S. and over 
two dozen municipalities in Great Britain have activated such zones in
 
economically distressed urban and rural areas. Enterprise zone size ranges 
from 100 to 1500 acres; they encompass areas with a mix of residential,
 
commercial, and industrial land uses. Zone incentives focus on tax and 
regulatory relief rather than tiriff relief.
 

B. What Contributions Do Free Zones Make to Development? 

1. Benefits To Host Countries
 

Governments derive a number of economic and financial benefits from the 
development of free zones. For example, enhancement of foreign exchange 
earnings is a financial benefit of free zones. Although the zones are con
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sidered to be outside the country's boudaries from the exchange control 
standpoint the zone enterprise contributes to improving the national balance 
of payments because export income is in a hard currency . Also, to the 
extent that a country can foster efficient domestic industry and otherwise 
promote the establishment of strong backward linkages by the zone, the 
country's foreign exchange earnings may be increased commensurately. 

A number of countries have realized substantial foreign exchange earn
ings from the EPZs -- most notably Taiwan, Malaysia, Mauritius, the Dominican 
Republic and Mexico. In Taiwan and Malaysia, high unit foreign exchange 
earnings are attributable to the substantial use of domestic inputs in the 
manufacturing process and to the sheer volume of EPZ exports. Malaysia, the 
Dominican Republic, Mexico and Mauritius also boosted foreign exchange per
formance as a result of minimizing public sector foreign exchange outlays for
 
infrastructure and building construction by shifting such responsibilities to
 
foreign investors to some extent. In the Dominican Republic, foreign ex
change earnings were further enhanced by requiring that the foreign exchange 
equivalent of the domestic value-added of exports be converted at the Central 
Bank official, rather than market rate. This approacl ensures that even if 
domestic sales are permitted, the I)C will not be penalized unduly with 
respect to foreign exchange. 

Employment is a major economic benefit to host countries. Slightly less 
than one million people are directly employed in EPZs worldwide. About 63 
percent of these employment opportunities have been created in the Far East, 
primarily the People's Republic of China, Taiwan, Malaysia, Singapore and 
South Korea. Approximately 27 percent of EPZ employment has been generated 
in Caribbean/Central American countries, of which Mexico represents about 
half of the total for the region. Employment in the Africa/Middle East EPZs 
is less th4an three percent and South America represents loss than five per
cent of the total. 

Indirect employment generated by EPZ industries in !-ie domestic services 
economy is also considerable. Employment in the service industries include 
transportation, housing, canteens and focd prepar-ation, warehousing, general 
construction, laundry and d&:y cleaning, training staffs, etc. However, the
 
greatest potential for indirect employment generation is through the purchase 
of domestic raw materials and intermediate goods from local suppliers. It is 
estimated that indirect employment generation linked to EPZ industries is 
350,000. This figure is derived from two job-generating components. The
 
first is an allowance for indirect employment generation in service indus
tries at a conservative ratio of 1:6, i.e. one job in the service sector for 
every six jobs in EPZs. The second component is an additional allowance for 
jobs creat(ed in firms that supply domestic raw material to zone users. 

Em[loyment generation in EPZs is particularly important in LDCs that
 
have been traditionally dependent on agriculture. Seasonal unemployment is
 
particularly severe in one-crop economies. In at least three instances, the
 
EPZs have substantially eased the unemployment problem created from either a
 
depressed market for their agricultural commodities, or, the shift to more
 
capital-intensive production. At present, EPZs account for over 45 percent
 
of total manufacturing sector- employment ir.Mauritius, 75 percent in 
Barbados, and 14 percent in the Dominican Republic. 

Further benefits to the host government consist of technology transfer
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by zone-based companies to indigenous firms and institutions. Much tech
nology transfer occurs informally, through reading publications and trade 
journals, personal contacts and meet.ngs and seminars. More formal methods 
of transferring technology include direct foreign investment, sub
contracting, patent licensing and less focused activities such as training 
seminars and direct contracting of individual experts. EPZs are a partic
ularly suitable mechanism of technology transfer in terms of process design 
and production efficiency. The relevant skills involved are plant engineer

ing, production flow, sheet design and controls, quality control and plant
 
maintenance. Such skills are basic to the operations of any factory opera
tion, regardless of whether the final output is simple apparel or complex 
electronic products. The dissemination of skills to middle level management 
in EPZ industries -- which are usually staffed with indigenous personnel 
within a year or two of inception for sound cost-benefits reasons-- also has 
been encouraging. In addition to plant and process technology, the capa
bilities needed to operate any factory include accounting and cost control, 
short- and long-term planning, training and labor relations, personnel ser
vices n-d sales and marketing. Skill acquisition occurs through on-the-job 

training in both host and home countries and through formal courses in 
foreign industrial development centers. Because of normal personnel turn
over, acquired skills "diffuse" into the domestic economy. In summary, EPZs 
have been demonstrably effective in transferring technology and ski lIs in 
those countries where the absoiption capability of domestic personnel and 
industries is high. 

The major disappointment to date for governments undertaking free zones 
development projects is the low or negative financial returns on investment. 
Governments have frequently incurred heavy losses as a result of failing to 
"phase" construction in step with market demand. To avoid such problems, 
governments in developing countries (including Mexico, Haiti, the Dominican 
Republic and Malaysia) have encouraged private industrial park developers to 

invest their resources in zone development. Private developers have consis

tently proven more prudent than government bodies in phasing zone investment 
on a market-sensitive basis. As an added dividend to the government, few, 
if any, public resources are consumed in the zone development process.
 

2. Benefits To Foreign Investors
 

Incentives tlhat benefit foreign investors generally consist of tax, 
tariff and/or regulatory relief offered on an entitlement rather than discre
tionary basis. A brief description of each benefit follows. Zones may offer 
any number or amount of these benefits to investors. 

(a) Tax Relief
 

Th3 common type of free zone tax relief is a corporate income tax 
holiday that lasts 5 to 10 years. In addition, some zones offer accelerated
 
depreciation of capital investment, and "carry forward" provisions for
 

losses incurred in early years to reduce taxes following the end of the tax
 
holiday. Many zones also remove or reduce repatriated dividend taxes as 
well as sales taxes, local property taxes, licensing fees, and other "petty 
taxes" in the interest of stimulating foreign investmenL. 

ko
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(b) Regulatory Relief
 

Elimination of controls over capital mo _ments is the most important 
regulatory relief of free zones. In contrast to the tight regulation of 

foreign exchange transactions Liat prevails in the surrounding economy, free 

zone based companies can exchange and move funds without restriction, freely 
investing or repatriating capital, profits and dividends.
 

Reductions in regulatory burdens are another attractive free zone bene

fit for small- and medium-scale foreign investors. Whereas large corpora
tions have the legal and political resources to minimize bureaucratic prob
lems, bwall firms often lack the know-how and connections to resolve such 
difficulties. 

Another common, useful regulatory relief practice is establishment of a 
"one-stop service shop" within the zone by zone management. The "shop" 
streamlines negotiations associated with establishing and operating a zone 
business. For example, whereas investors might normally deal separately with 
a dozen governmental departments, they can interact with the "one-stop" 
officials who, in turn, deal with inter-departmental responsibilities.
 

Some zones, notably those in China, also offer liberalized labor codes
 
to foreign investors. In the Chinese zones, this means that foreign inves
tors can hire and fire workers without official approval, in contrast to the
 
labor code regime that prevails elsewhere in the country.
 

An additional type of regulatory relief is important in free banking
 

zones. Specifically, major free banking zones such as the Bahamas impose no
 
reserve requirements or interest ceilings upon financial institutions.
 

(c) Tariff Relief
 

Tariff relief and elimination of non-tariff trade barriers like quotas 
is a third major benefit for foreign investors. Within a free zone, com
panies may import goods, process them, and then re-export the finished pro
duct to international markets without paying custom duties to the host nation 
at any point in the process. In cases where zone-produced goods enter the
 
domestic market, however, firms normally are required to pay duty as with 
other imports. The immediate tariff relief offered to zone-based firms has 
clear advantages over other duty-relief mechanisms in that it provides immed
iate savings rather than a lengthy wait to recover duty payments from the 
government. 

3. Benefits To Indigenous Entrepreneurs
 

In most free zones established by developing countries, benefits to
 
indigenous enterprises are achieved through indirect rather than direct
 
channels. Beyond the initial impetus given to local construction firms, zone
 
tenants usually establish "backward linkages" to suppliers of raw materials 
and intermediate goods. However, because many countries have strong import
substitution policies to protect domestic industries, the price and quality
 
of locally produced goods may not be competitive in the world market. Under 
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such conditions, zone-based firms find it difficult to develop useful link
ages to domestic suppliers, and instead favor foreign suppliers. Strong
 
domestic linkaqes exist in a few countries such as Taiwan, Korea and Malay
sia, where domestic entrepreneurs have little or no insulation from interna
tional competition as a matter of government policy and are able to compete
 
successfully with foreign suppliers.
 

Enterprise zones that cater to the indigenous rather than foreign entre
preneurs are the exception to the secondary stimuli situation. The enter
prise zone provides automatic, im,,ediate tax and regulatory relief to small
 
and new enterprises in an economically distressed area. By reducinq problems
 
with taxes and red tape, the enterprise zone can remove barriers to start-up 
and expansion of locally owned businesses. 

C. What Are the Patterns of Free Zone Activity? 

1. Geographic distribution 

Among developing nations, the number of free zones has q-rown substan
tially in the postwar period. The increase has been most pronounced in the 
Far East and in the Caribbean, although all continents have experienced zone
 
startups.
 

Asia 

The pre-eminent free ports of the world are Hong Kong and Singapore. 
These virtually duty-free enclaves began in the 1800s as entrepot (ware
housing and transshipment) areas, but also have become centers for light
manufacturing and assembly activity. 

Over the past two decades, another kind of free zone has taken hold in 
Asia. Since the development of Taiwan's pioneering EPZ at Kaohsiung in the 
mid-1960s, Asian zones dedicated primarily to export-oriented manufacture 
have proliferated. The most notable export-oriented zones have been estab
lished in Bangladesh (one), Malaysia (12), Korea (uwo), the People's Repub
lic of China (four), Sri Lanka (one), the Philippines (four), India (two),
Indonesia. (one), and Thailand (one). Today a total of 34 EPZs operate in 
Asia.
 

Free banking zones also have multiplied in number and influence: Hong 
Kong and Singapore rank among the world's top eight international financial 
centers. Other zones like Vanuatu (formerly the New Hebrides) have become
 
significant bases of offshore capital as tax havens that offer few regula
tions and strong banking secrecy. 

Enterprise zones per se do not exist in Asia, although Hong Kong and 
Singapore provided the inspiration for the U.S. and British models. The low 
tax, low-regulation environment of both free ports stimulated considerable 
indigenous entrepreneurial activity; in Hong Kong, for example, all but 200
 
of 47,000 registered manufacturing operations are locally owned.
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Caribbean/Latin America
 

Caribbean and, to a lesser extent, Latin American countries also have 
been active in free zone development. In the late 1940s, Panama established 
a warehousing-oriented zone near the entrance of the canal at Colon. By the 
late 1950s, Colombia had followed suit, and in 1960 The Bahamas established 
the hemisphere's first major free port on Grand Bahamas Island. 

The most notable growth of free zones in the region has occurred in
 
EPZs. The process began in 1965, when Brazil, haiti and Mexico established 
duty-free areas to support export manufacturers. The Brazilian zone, based 
in the remote jungle city of Manaus, provided an important stimulus to an 
economically lagging area. Haiti created an industrial park near its capi
tal. Port-Au-Prince, that offered tariff abatements to export industries.
 
Mexico, by contract, established its EPZs along the entire U.S.-Mexican
 
border; firms in the zones a-veloped close relationships with firms in the
 
United States by using the "twin-plant" concept. In this production format,
 
U.S. firms share production with either an independent subcontractor in the
 
border area or a zone-based branch of their own operation.
 

The Brazilian, Haitian and Mexican EPZ programs accelerated EPZ projects 
in the region. In 1969, the Dominican Republic established the first of four 
EPZs and a Barbados zone was established shortly thereafter. Costa Rica 
established its EPZ program in 1972; it was followed by projects in Honduras, 
Jamaica, Chile, El Salvador, Nicaragta, Guatemala, and a number of Eastern
 
Caribbean nations. At present, more than 50 industrial estates offering EPZ
 
incentives are located in Caribixban and Latin American countries.
 

Free banking zones have been established successfully in many Caribbean 
nations. Since the mid--1960s, the Bahamas and Grand Cayman Island have 
provided a virtually tax-free, high-;ecrecy environment; as a result, the 
Bahamas is now the world's third most active fir,ancial center. The success 
of the free banking zones promptcd Panama to adopt similar policies in the 
1970s.
 

Africa and the Middle East
 

Africa and the Niddlfe East have. been less act'ive in pursuing free zone 
development strategies. Port Said, in Egypt, has enjoyed free port status 
since the 1890s, as has the former French colon- of Djibouti. Small ware
housing-oriented free zones exist in other African countries. 

EFs began appearing in the Middle East amd Africa in 1970, when Mauri
tius initiated the first of five industrial estates operated as free zones. 
It was followed soon after by Thumisia (now with six zones), Jordan (one), 
Egypt (four), Senegal (one), liberia (one) and Syria (13). At present, there 
are 31 designated EPZs in Africa and the Middle East. 

Flourishing free banking zones have been established in Bahrain and 
Sharjah. For many years, Beirut was the most prominent outpost for irterna
tional banking in the region. Wars and civil strife, however, have eroded 
its importance. 

1-7 



Free Zone Guidebook 

2. Market Orientation/Investment Patterns
 

Free zones are oriented primarily toward international markets. Tariff 
firms that distribute or produceand tax incentives usually are limited to 

goods entirely or principally for export. Caribbean, Latin American and Far 
Eastern EPZs produce goods primarily for U.S. markets. By contrast, African 
and Middle Eastern zones export goods primarily to countries of the European 
Economic Community. Some free zones, notably those in Syria and India, have 

access to Eastern bloc countries.
 

Free zones in
The e.port orientation of free zones is not universal. 

Brazil, Colombia, and Panama, for example, have substantial "leakages" of 

zone products into the domestic market. While some countries permit such 
is illegal in mostaccess legally, movement of goods to domestic markets 

countries. 

zones The majority of in-Investment patterns in free vary greatly. 
vestment in Hong Kong and Singapore is local in origin. Among export pro

zones in the Far East, Japanese investors are dominant; they accountcessing 
for more than 70 percent of the foreign investment in the EPZs of Taiwan and 

Korea. Caribbean and Latin American EPZs are dominated by U.S. firms. A 

notable feature of investment patterns in free zones world-wide is the 

growing role of investment by Newly Industrializing Countries (NIC)such as 

South Korea, Taiwan, Hong Kong, and Singapore. The uncertain future of Hong 
zones asKong has prompted many investors to diversify into other Asian free 

well as zones in the Caribbean and Latin America. 

D. What Is the Future Outlook for Free Zones? 

Free zones appear headed for continuing worldwide growth through the
 

1980s, as nations seek to move toward export-directed and private sector

oriented economic growth strategies. Free zones represent an excellent
 
"proving ground" for liberalizing reforms before extending them on a nation

wide basis. Assuming that no major protectionist conflicts break out, free
 

zones appear likely to flourish in coming years.
 

however, likely willThe nature of economic activity within free zones, 
zoneundergo a gradual transformation. Traditionally, export processing 

activity has been dominated by routine assembly operations in electronics and 

garments. In both sector, computerized automation and robotics have begun 
By the early 1990s, it is likely that these "staple"to make rapid strides. 


free zone industries will be reestablished, to a large extent, within their
 

final consumer markets because of the declining importance of labor costs as
 

a location factor.
 

Changing production technologies will create both opportunities and 
for free zones. In particular, the decline in microcomputer andproblems 


telecommunications costs seems likely to stimulate offshore "data entry"
 
A number of companies have begun to locateoperations on a much wider scale. 

and other data entry functions offshore, tokey-punching, work processing, 
capitalize on labor cost that often are less than 25 percent of such costs in
 

the United States. Free zones can play an important role in this trend.
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II. INFORMATICN FOR THE PLAMNN PROCESS 

A. 	 What Government and Private Sector Goals are Established For 
Free Zone Projects? 

The sponsor must define the project purpose and must establish goals 
that flow from that purpose. Profit maximization usually is the primary 
goal of private zone operators while national economic objectives usually
 
are 	the primary goals of public sector projects. Specifically, when host 
governments establish free zones to attract export-oriented foreign
 
investment, they establish as primary goals:
 

-- to generate employment directly within the export 
processing zone and indirectly throughout the region as 
indigenous businesses develop to serve and support zone
 
activities:
 

- to expand foreign exchange earnings; and 

-- to introduce new technologies, skills and managerial 
expertise that will be transferred to the domestic economy. 

In addition to primary goals, secondary objectives are pursued by most 
countries. For example, in some less developed countries, one reason for 
establishing an EPZ is its contribution to regional development. EPZs can 
disperse industry from the main urban centers to less favored outlying 
areas. For example, the Kandla (India) and Bataan (Philippines) zones were 
established as alternatives to the country's congested major ports of entry. 

Another secondary objective is to increase the use of domestic raw
 
materials and intermediate goods. For example, the objective of domestic
 
raw material use and the objective of industrial decentralization are
 
functional in the free zone of Manaus (Brazil). Located in a jungle area,
 
more than 1500 miles west of the coast, Manaus is a zone where foreign
 
manufacturers are required to purchase a portion of raw materials and
 
intermediary goods from domestic producers. 

EPZs serve the following national policy objectives: 

-- to maximize efficient land usage through guided 
decentralization; 

- to achieve more balanced regional growth and 
distribution of employment; 

- to expand fiscal capacity of local and state government 
by adding new investment to the property tax base; 

-- to generate a marketable product (i.e. industrial estate 
and incentives) for small, medium and even large industrial 
firms;
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to improve community appearance while respecting the 

natural environment; 

to reduce the cost of individual capital investment to the
 

industrialist; and
 

to foster economies in public resources invested in
 

infrastructure.
 
-

EPZs also serve the private sector goal of ensuring a high 
return on
 

Whereas profit may be the primary goal, other objectives 
also
 

investment. 

For example, technology transfer
 are realized from pursuit of this goal. 


and expanded demand for resources or commodities often ':spin-off" as 

benefits that both private sector and host governments realize 
as a result
 

Such valuable byproducts of profit-oriented initiatives
of investment. 

encourage host government support for the project and integrate 

zone
 

activities into the national economy.
 

What Factors Constrain Private and Public Sector Development?
B. 


A number of factors may constrain a zone project. Availability of 

resources; national and political stability; commodity 
price fluctuations; 

Even goals can serve as constraints 
and climate affect zone feasibility. 
 and their government
that may be perceived differently by private developers 

For example, whereas a government may favor national 
counterparts. 
development over profits as a primary goal, private developers 

likely will
 

oppose restrictions placed on their ability to maximize 
profits since
 

profit is their primary goal.
 

of site location and 
Goals as constraints are most problematic in terms 

Private developers usually prefer sites that
 infrastructure decisions. 

These are sites located near a
 offer the best return on their investment. 


port area in a major city with well-developed infrastructure. Governments,
 

may select a less attractive site in order to

however, deliberately 
stimulate economic activity in the region or to encourage 

population
 

dispersal from a congested area.
 

a direct bearing on 
This means that the purpose of the zone project has 

For
 
the importance of infrastructure facilities to the 

developer. 


government developers, building or expanding transport 
facilities,
 

electrical and water supplies, or bolstering industrial 
services are
 

justifiable expenditures and an integral part of long-term 
development
 

policy. In contrast, private developers may see financial outlays 
for
 

For these reasons, zone
 infrastructural development as a necessary burden. 


developers must decide upon the importance of zone 
goals and objectives
 

before reaching a decision to implement the project.
 

C. How Are the Basic Id-ors of Production Related to Zone Planning?
 

Modern industry depends on five factors of production: 
land, labor,
 

transportation and infrastructure. Zone performance is linked
capital, because the
 
inextricably to the cost and availability of each factor 


profitability of the zone entrepreneurs and zone success 
as measured by
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employment generation, output and foreign exchange ea;-nings are
interdependent. 
Simply stated, factors that benefit the industrialist
 
simultaneously contribute to the overall success of the zone as a generator
of economic benefits. 

EPZs attract manufacturers because they provide at least one of the

economic factors of production more reliably or at significantly lower costthan does the investor's present location. 
But it is not enough for zones

only to offer cheaper or more reliable factors of production; normally zoneoperators also must aggressively promote both potential cost savings and
 
attractive financial incentives to overcome investor resistance to plant
relocation. In genera]., companies move only when either domestic conditions 
prohibiL a continuation of profitable operations at their existing sites,
or when the savings promised by alternative locations are too attractive toignore. The 'atter condition motivates the majority of industrialists who
transfer operations into EPZs. 

The results of studies about why firms select specific sites suggest

that cost and reliability of basic factors of production are the main
considerations in plant location decisions. In early 1984, FZAS interviewed 
officials from 18 companies that had relocated into the Honduras and
Dominican Republic free zones. Though based on a small sample, the findings
correspond with findings from similar surveys in other regions. The most
important factors for relocation decisions, listed in order of importance
 
are:
 

Percent for Whom Factor was 
Site Selection Factor 
 an Essential Consideration
 

Cost of Labor 
 98%
 
Access to Shipping and Air Transport 33%
 
Availability of Labor 
 28%
 
Tax Incentives 
 28%

Avoidance of Import Quotas 
 22%
 
Labor Productivity 
 17%
 
General Living Conditions 17%
 
Political Stability 
 11%

Government Subsidies 
 11%

Availability of Local Partner(s) 
 11%
 

By contrast, data from importers/exporters who rent warehousing

facilities in the Panama (Colon)EPZ suggest that traders use a different
set of site selection factors. Their most important considerations, in 
order of importance were as follows:
 

Site Selection Factor 
 Ranking
 

Commercial freedom and stability 
 1

Transportation services 
 2
 
Financial services 
 3

Quality of labor 4 
Security against crime 5
Living conditions 
 6

Communications 
 7
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While manufacturers considered labor issues as critical, traders rated
quality of labor and wage levels as much less important. Instead, 
commercial freedom was the most important factor for traders, even though it 
was not mentioned by manufacturers. When analyzed together, these two 
surveys illustrate an important lesson for zone success. Specifically,

successful zones market selectively to sectors and firms whose production

requirements will benefit from the zone's distinctive, cost-saving features. 

There follows a discussion of the five major factors of production as

they relate to the (1)needs and concerns of investors (2) policies that
 
promote or hinder zones, and (3) trends and technological innovations that
 
portend decisive future shifts in zone activity.
 

1. Land and Buildings 

The land and building concerns of the land owners (usually zone 
operators) and building and land occupants differ. For the zone developers,
the ideal site is one that is located in an area that will attract 
industrialists. However, location is not the only consideration. Zone

developers also must consider the cost of purchase and development in 
relation to the land's potential for appreciating. For zone inhabitants the
ideal site is one that will minimize the cost of production. In fact, land 
and building considerations normally are of secondary importance to 
manufacturers; other factors of production such as labor, capital, and

infrastructure weigh more heavily in relocation decisions. 

(a) Lidnd 

Choosing the ideal site for an EPZ is the first and most critical 
decision of zone developers. Given that. successful zones are those that

provide their inhabitants with a profitable business environment, location 
analysis must be conducted in the earlnest planning stage-s. Among land 
considerations deserving attention are the following factors:
 

Size and Shape--Suitable sites have distinctive property lines and the 
potential for land value to appreciate. Moreover, the area must 
accommodate not only individual factory buildings, but also employee
parking, loading space, landscaping design, and accessory storage.
Typically, 75 percent of the land is used for the industrial plots and
25 percent is common facilities quch as roads, easements and green 
areas. Forty tn fifty pe,cent of the land designated for industrial use 
is under roof. 

Potential for Future Expansion--WheT selecting a site for an EPZ, the 
developers should consider the land use of surrounding areas. While

about 25 acres are ample tc begin zone operations, as the amount of 
zone economic activity grows, so does the need for additional land.
 
If possible, open land should be available on two or more sides of the
 
zone.
 

Topography and Soils--The slope of the land should not exceed 5
 
degrees. Further, choose cleared land if land preparation costs are
 
left to the occupying enterprise because willingness of companies to
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invest in the zone will depend not only on the cost of raw land, but
 
also on these costs.
 

Utilities--Accessibility to water, electricity, sewer service, and
 
communications make a site more desirable. (These issues are
 
discussed in the section entitled "Infrastructure.") 

Accessibility to Transportation--Proximity to railroads, major 
trucking routes, cargo airports, and port areas are important.
 
(These issues are discussed in the section entitled "Transportation.") 

An experienced civil engineer should plan the physical aspects of the
 
EPZ once a site is selected. This expanse should be incorporated into the 
total development cost.. Additionally, a crmp-itent surveyor mu3t survey the 
property to derive the unit cost of construction.
 

Most zones offer long-term leases rather than sell land to 
industrialists. While a policy that allows firms to buy land on which they 
intend to build can be attractive, such an option is not essential. For 
example, successful zones in Mexico and Sri Ianka offer 99-year leases to 
foreign investors instead of allowing purchase of land. Moreover, where 
national laws make it illegal or extremely difficult for zone inhabitants to 
buy the land on which they intend to set up a factory, long-term leases 
almost always have been an acceptable alternative. In general, the 
experience of successful zones suggests that the way to maximize firms' 
interest in an EPZ is to provide multiple options concerning both the sale 
and leasing of the land; flexibility is the key.
 

A wide range of payment schemes are used. Thailand, for example, 
allows investors three options: (1)lease land at an annual rate of $10,000 
per acre; (2) purchase land outright; (3)purchase land on a fcur or six 
year installment plan. The Colon Free Zone offers an even wider array of 
choices including the option to rent part of a building or to arrange for 
warehousing through a local management service. 

RePccuced rental rates as investment incentives to manufacturers have 
proven to be dismal failures even though reducing costs is a common 
practice. The failure results from the insignificance of rent as a factor 
in the overall cost of production. Findings from a recent FZAS study 
indicate that rent for a typical (garment manufacturer with 300 workers is 
only about 2 percent of total production cost. Fur most industries rent is
 
less than 5 percent of the production cost.
 

Surprisingly, zone success is not correlated with lease rates. The 
Korea and Singaltore zones experiences illustrate the point. The Korean zone 
offers land at exceptionally low prices yet is struggling to attract new 
investors; conversely, land in the Singapore trade zone is among the most 
expensive of any EPZ, yet business investment is flourishing. 

The ideal pricing policy allows market forces to set land prices and 
rental rates. Not only does this policy yield higher revenue for the 
seller, but also it allows the ultimate selling price to reflect potential 
alternative land uses. For example, the Hong Kong zone policy allows 
businesses either to bid for land at public auction or to sublease it from 
the property owner. Many economists contend that this policy has helped 
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promote the zone's favorable investment climate that the zone presently
 
enjoys.
 

Often manufacturers require detailed site information as a basis for 
determining site desirability. Information needs include: 

Maps of the location of the site.
 
Air photos charting the size and shape of the property.
 
Contour maps.
 
Grading requirements.
 

Sometimes zone promoters provide material; alternatively, prospective firms
 
send technical personnel to collect the data. 

(b) Buildings 

The critical building-related issue confronting zone planners is whether 
to build and rent standard factory buildings (SFBs) or to sell or lease 
improved land for owner-built factories. Cost is the overriding 
consideration. On average, building costs comprise about 80 percent of zone 
development costs; therefore, so developers with limited capital may be 
better off not constructing SFBs in initial development stages. Building

preference depends on the type of clientele. Small, financially weak firms 
prefer to rent space in SFBs built by the zone operator; many larger firms 
prefer to build their own factories on land either purchased or leased long
term.
 

Despite their high cost, SFBs have promoted zone development for three 
reasons. First, SFBs allow firms to relocate with limited financial
 
commitment to the new site. This is a major advantage to many foreign 
investors for whom the strongest argument against relocating overseas is 
the sizeable risk involved in pouring resources into an unfamiliar business 
environment. SFBs are particularly valuable to such firms during their 
initial relocation phase when funds are likely to be tied-up in ecuipment 
and working capital. 

A second SFB advantage flatly contradicts the conventional wisdom that 
prebuilt factories have limited marketability because they do not conform to 
the specific plant requirements of individual firms. In reality, SFBs can
 
be sold to a wide range of tenants because the factory needs of light 
manufacturing firms are fairly standard. Moreover, even when firms move 
their operations elsewhere, few problems arise in reselling the factory to 
another occupant, even though the new occupant may use a different 
manufacturing process. 

The final SFB advantage is that they dramatically reduce the start-up 
time for the manufacturer because SFBs usually are built in advance. Sound 
policy dictates that at least one or two standard factory buildings be 
constructed in anticipation of demand, thereby accelerating establishment of 
operations by firms working on tight time sch dules. Then, as the buildings 
are rented or )16, new units are built in anticipation of future demand. 
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The optimal design of buildings is as follows:
 

Adaptability -- A major SFB design advantage is their general purpose
use. Additionally, they leave room for expansion so that as firms 
grow, their plant can expand operations at that site. 

Shape -- Generally, single-story SFBs are more cost efficient than
multi-story buildings. Two or three story plants require freight
elevators, larger foundations and heavier structural members. 
Therefore unit costs tend to be as high or higher than for single-story

buildings. Additionally, multi-story buildings introduce some

inccn-.-eniences for personnel. Multi-story buildings of 4-7 or
levels, as in sites where 

more
used land costs are inordinately high such asin Israel and Singapore, can be built at lower unit cost than singlelevel factories. But such "flatted factory" structures are not suitable

for operations requiring clear floor to ceiling heights of more than 12
 
feet. 

Physical Environment -- Usually heating and ventilation is provided by

the owner. Ventilation either may be passive or active, depending onwhether passive ventilation is sufficient to prevent the accumulation
 
of hot air. 
Because of its large expense, air conditioning should be

installed only upon request and with suitable rent adjustments.

Alternatively, the occupant can pay the entire installation cost.
 

Movement of Materials and Equipment -- Factory design must accommodate
free movement of goods and equipment such as fork lifts. Foundations 
need at least 5-6 inches of concrete.
 

Lighting -- Use natural lighting where feasible. Use fluorescent

lighting as the next most economical method. Make lighting adequate
for light manufacturing work. 
Firms with greater needs should be
 
required tc 
supply their own special lighting requirements.
 

Fire Protection -- At a minimum, fire exits must conform with localstatutes. Due to their cost, sprinkler systems should be installed only
when the occupant pays the cost, or when insurance premiums are reduced 
commensurately. 

Roof -- The building roof must be strong enough to support its
 
own weight as well as the extra weight caused by snow and rain 
storms. In areas, must behurricane the buildinq able to withstand 
winds of up to 150 mph.
 

Re:ital rates at various zones differ substantially even though the
design of SFBs is similar. For example, rates range from $4.00-4.25 persquare foot per year in the Bahamas to $1.08-1.92 per square foot in the
Dominican Republic. Rental rates are illustrated in Table 1, Building
Rental Rates for 1983, on the following page. 
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Table 1 

BUIIDING RaTAL RATES FOR 1983
 

Country
 
of Free Zone Annual Rates
 

(US$ per sq.ft.)
 

4.00 - 4.25Bahamas 

3.25 - 3.30Barbados 

2.40
Brazil 


Colombia 
 2.40 - 3.50
 

Costa Rica 
 2.70
 
Dominican Republic 1.08 - 1.92
 

E. Caribbean 1.75
 
Guatema la 1.82
 

1.08
Haiti 

3.35
Honduras 

3.50
Jamaica 

1.50 - 4.25
 

Miami 

Mexico 


4.96
 

Panama 
 2.20
 

Port Everglades 5.65
 

Source: Free Zone Authority Services, Ltd. Reference Library 

2. Labor
 

Labor in EPZs is available in abundant supply and at costs far lower
 

than in developed countries. Labor has been the most important element for 

and explains much ot the remarkable growth of riPZs over 
many manufacturers 

as the
the last decade. Today, however, low labor cost is receding 

labor-savingdetermining factor in location decisions. Automav ion and other 

techniques are forcing a reappraisal of the real advantages 
of off-shore,
 

Labor alone is no longer a sufficient inducement.
low labor cost locations. 


(a) Availability
 

Firms require assurance that EPZs insure a sufficient, continuing 

supply of labor. Unfortunately, despite the importance of this factor in
 

the only availablesite selection, area unemployment data often are 
As a result, manufacturers may reject
indicator of labor supply for a zone. 


to inaccurate aggregate statistics.sites with large labor supplies due 

need to provide detailed work force estirmtes of potential


Therefore, EPZs 
skilled, semi-skilled, unskilled, clerical,numbers of male, female, 

technical, and managerial employees.
 

-- Traditionally, EPZs have
Attractiveness of Unskilled Labor 


generated employment predominantly for unskilled or semi-skilled 

16-25 year old females. Many manufacturing firms require no prior 

These firms, whose productsindustrial experience for workers. 
imported materials for are highly labor-intensive and require 

assembly and manufacture, are the target industries for zones with 
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an excess of supply of unskilled workers as their primary se!ling
point. Such workers have demonstrated unexpectedly high 
productivity rates in EPZs in the Dominican Republic, Taiwan, and
 
Malaysia.
 

Attractiveness of Skilled Labor -- Zones that can tap large pXols 
of skilled workers appeal to certain manufacturers. Foreign
capital infusion into these zones is much greater than into zones 
where only unskilled labor is avilable; the increased investment 
is attributable to the greater added value created by skilled over 
unskilled workers. In order to attract this more desirable type of 
investment, zones located in areas with high literacy rates and
 
educational levels should include this data with other information 
about labor force characteristics.
 

Attractiveness of Managerial and Technical Workers -- The 
importance of available supervisory and technical personnel to 
manufacturers who are considering relocation overseas can not be 
overemphasized in predicting zone succe;s. Though these positions 
represent only about 10 percent.of all EPZ workers, scarcity of
 
such personnel has dissuaded a number of firms from relocating in 
Caribbean and Central American zones. Even firms that located in 
Caribbean and Central American EPZs complain of acute shortagean 
of mid-level managers. Much of the capital investment growth i.n 
EPZ plants hinges on whether manufacturers can employ competent
local technicians and supervisors. 

An additional labor concern of EPZ firms is whether the area can assure 
a reliable labor supply to staff auxiliary off--site activities such as 
transportation, housing, warehousing, and construction. The uninterrupte-d 
supply of these services makes a zone considerably more attractive than 
areas where services outside the zone are undependable. 

(b) Cost of Labor 

Wage rates including overtime and bonus pay in EPZ industries after the 
initial apprenticeship period, tend to be at least as high thoseas of firms 
operating outside the zone. Consequently, EPZ firms probably do not drive 
down wages in labor surplus areas; rather, firms respond to existing, 
established low wages in those areas. 

Interviews with representatives of manufacturing firms that produce
highly labor intensive products revealed that low wage rates thewere 
critical factor in relocation decisions for their firms. However, wage
rates vary considerably among successful zones even though fierce competition 
rages among zones whose principle promotional strategy centers around 
wages. For instance, the hourly wages and benefits for unskilled workers in
Caribbean and Central Am.?rican zones range from $0.44 per hour in Haiti to a 
high of $2.25 in the Bahz mas. Wage and benefit rates for countries included 
in the FZAS study are illustrated in Table 2, Selected Hourly Wages for 1984, 
by Country.
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Table 2 

SELECTED HOURLY WAGE RATES FOR 1984, BY COUNTRY 

Country Hourly Waqe*
 
(US$/hour)
 

Bahamas 1.80-2.25
 
Barbados 1.35-1.50
 
Costa Rica 0.79
 
Dominican Republic 1.04
 
Eastern Caribbean 0.75-1.10
 
Haiti 0.44
 
Honduras 1.10
 
Jamaica 0.97
 
Malaysia 0.18-0.94
 
Mexico 0.99
 
Panama 1.52
 
Philippines 0.28
 
Taiwan 1.86
 

*.Wages include fringe benefits
 
Source: Country studies performed by FZAS.
 

Productivity levels also vary from country to country. Unskilled and 
semi-skilled labor in the Mexican border zone, for example, has reached 
productivity levels equal to or greater than U.S. workers in similar 
industries. Conversely, productivity levels for semi-skilled laborers in the
 
Dominican Republic are only 75 percent as productive as their U.S.
 
counterparts and levels for the Caribbean island of Nevis/St. Vincent are
 
only 40 percent of U.S. levels.
 

There are indications that data entry, software development, and labor 
intensive service enterprises might replace assembly manufacturers as the 
primary beneficiaries of low cost labor. Additionally, zones offering 
particularly low wages may want to redirect promotional activities toward 
labor-intensive firms in the Far East, most notably those in Taiwan and 
Hong Kong. Such firms recently have shown increased interest in relocating 
part, or all, of their manufacturing process overseas. 

Trade zones located in areas where wages are not nearly as low as 
Caribbean wages, normally focus their marketing efforts on higher-technology,
 
capital-intensive firms, whose interest in wage rates is secondary to
 
finding a labor pool with skills commensurate with production techniques. 
Such firms contribute immensely to a zone's financial viability and growth 
potential. They tend to create increased added value, at an average rate
 
of up to 50 percent of export sales, while introducing new technologies

and skills and contributing to the zone's attractiveness for prospective 
customers. 
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(c) Stability of the Laor Force
 

Militant labor unions and unduly restrictive labor codes can offset

otherwise ideal labor conditions and reduce EPZ desirability. Indeed, thequest to avoid strong labor unions and intrusive labor aws oI ten motivates 
a plant to relocate.
 

Firms that have grown wary of union activity dre interested not only inexamining statistics on the proportion of the labor force that belongs totrade unions, but also in studying the area's history of labor contract
negotiatlons. While the existence of unions does not 
 necessarily

discourage desire to relocate, union activity disruptive to business

operations makes manufacturers hbcome wary. Militant labor demands are a
formidable obstacle to establishing successful EPZs. 
Conversely, zones with
 a history of cooperative labor-manaciement relations enjoy a comparative

advantage.
 

Many firms relocate overseas to avoid restrict-ive labor laws.

Management objects to legislation like job security laws that are perceived
to impinge on management prerogatives, to be meddlesome or to conflict with
normal business procedures. 
Zones located in countries with restrictive
legislation often find firms reluctant to invest there; successful zones 
eliminate such barriers where possible.
 

(d)Work Ethics
 

Culturally-based work ethics can retard investment into an EPZ.

Manufacturers hesitate to relocate in areas where workers are unreliable or
where there is 
a perceived hostility toward foreigners. Trade zones can
 
dispel investor work ethic fears by publicizing favorable worker
productivity statistics such as man-days lost due to industrial disputes;

requirements for hiring 
and firing workers, and regulations or customs
regarding local working practices. Highlight worker attitude and high

productivity since these factors offset costs suchI as higher wage rates.
 

(e) Job Training
 

Industrial firms attend to the zone 
labor force aptitude for training.
Firms use three types of labor force data to consider this factor: degree of
literacy, worker attitudes, and measures of manual dexterity.
 

While some firms send local workers abroad for training, some firms
locate in zones 
that provide local training opportunities. In Barbados, for

example, an association of manufacturers instituted local management training
courses that have benefited native personnel while aiding 
zone businesses
by teaching specific skills used on the job. 
Because training programs
att-act investors, zone promoters should provide information on the range and
 type of training available in or near the EPZ. 
Even so, the importance of
public sector training programs has diminished as required skills are

tailored to company specific production processes. Increasingly, EPZ firms
 are willing to provide technical training on the job even though it often
 
goes unsubsidized.
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firms that supply and fjnance production and marketing
Manufacturing 

native workers foster long-term EPZ growth. Productivity levels
training to 

training programs. Further, development of an
increase through employee 

not only promotes the host country but also 
indigenous managerial labor force 

social and economic integration of zone industries.
contributes to the 

3. Capital 

for Foreign aid Local Investors(a) Availability 

at subsidized interest rates)
The availability of capita] (other than 

for purchases of machinery, equipment, buildi.ng construction or working
 
location decisions of most foreign


capital does not strongly affect the 
Shannon (Ireland) zones,

investors. With the exception of the Hong Kong and 
free zone operations with capital secured 

foreign investors finance off shore 

in their home country rather than borrowed from local capital markets.
 

However, the availability of short- aid lonig-term capital is crucial. 
provide long-termIn many .D the commercial banking sectDr cannotJs, 

finarice costs are prohibitivelyfurther, short- to medium-termfinancing; 
rates exceed 25 percent

iqgh. For example, in Colombia current interest 
approach 20 rxercent

while in the Fastern Caribl,'an regioit, interest rates 
high cost of 

with virtually no funds for [cnig-t(-rm financing. Therefore, the 


i ndusi-ri -i development.
borrowing in many LDCs reLards 

international developmentHaving recogiiized these probl ems, many 

institutions such as the World Bank, United States Agency 
for International
 

lines of credit at 
Development and the Inter-American Development Bank fund 

credit is channelled through
reasonable to Ic.-al entrepreneurs. The 

commercial banking institutions, financiers,
industrial development banks, 
an other mechanisms.
 

(b) Subsidies 

To spur development, some zones offer subsidized finance 
capital for
 

and local entrepreneurs. For example, in 
start-up investment to foreign 

in grants and subsidies were offered to
Shannon, Ireland, USS 6 million 

the 1960s. However, since host country
p;-oneer occupants during 

most free zones do not
costs may exceed short-term benefits,subsidization 

potential occupants, particularly
directly offer subsidized capital to 

some Far East free zones such as Taiwan and
foreign investors. However, 

rates to pioneer firms in high-
South Korea, offer preferential interest 


technology industries.
 

(c)Restrictions
 

access to the foreigntransfer such as limitedRest-ictions on capital 
exchange parallel markets or restrictions on repatriation 

of profits
 

discourage foreign investment. Most. free zones guarantee the free movement 

of capita., although some countries such as the Dominican Republic have 

earnings by requiring foreign
attempted to increase foreign exchange 

foreign currency at the rate (US$1=DP$1), ratherallinvestors to exchange 
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than at present market rate (approximately US$1=DR$2). This restriction, 
partially relaxed in May 1984, increased production costs and forced some
 
producers to seek alternative offshore locations. Generally, the free
 
movement of capital has become a standard item in free zone incentive 
packages. Variation among incentives often are too small to provide
comparative advantage to any particular free zone; however, restrictions on 
the movement of capital are a major disincentive to investment.
 

4. Transportation 

(a) Reliability 

Expensive, slow or unreliable transportation for raw materials or 
finished products contribute to the rapid demise of an EPZ. It has happened
frequently; in fact, findings from location factor studies reveal that 
transportation issues are almost as important as labor costs. Transportation 
concerns mentioned by potential zone manufacturers include: existence of 
port facilities, frequency of shipment, access to highways, access to raw
 
materials, a-cess to local markets, and company-specific transportation
 
requirements. 

Reliability of transportation services is as important as cost when 
evaluating potential EPZ locations. Firms that specialize in producing high
value, low-bulk goods, the principle output manufactured or transshipped from 
some EPZs, attend to time of delivery. Further, firms that ship seasonally
sensitive goods like apparel must adhere to timely delivery schedules.
 

The quality of transportation services also is important. Firms desire 
low damage risks and highly predictable arrival times. This means that as 
products shift toward higher value per unit of weight, minimum inventory, 
zones that: provide dependable inexpensive transportation services will have 
an advantage. 

(b) Airport Facilities
 

Some firms transport intermediate products and finished goods by air, 
therefore, access to a modern airport contributes to zone desirability. 
However, for most firms other than manufacturers of low-bulk, high value 
products such as electronics assemblies, air freight is expensive and 
impractical. Therefore, for most firms, access to airports is not a major 
consideration in choosing a plant site. 

The greatest concern to manufacturersi who ship by air is whether the 
airport can handle international jet cargo carriers. There are few 
promotional tools more persuasive for firms that ship by air freight than 
comprehensive international flight scht-ules that note the number of daily 
flights to primary markets.
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(c) Maritime Port Facilities 

Access to modern port facilities is necessary for manufacturers who 
produce low-value, high-bulk goods such as clothing, sporting goods, and 
toys. The port need not be extravagant, only functional. Three factors make
 
a port functional: (1) accessibility to zone occupants; (2) security from 
pilferage or mishandling; (3)adequate container handling facilities. Most 
manufacturers investigate the availability and frequency of direct shipping 
lines from Europe, the Far East, and North America because shipment frequency 
determines freight rates. 

(d) Roads 

Inadequate road networks retard an EPZ's development. Roads are 
importanii because they provide access to airport and maritime port 
facilities and they handle heavy commercial. traffic within the zone. Roads 
in developing countries often do neither. Shortcomings are particularly 
troublesome when zones are situated far from the principal exporting sea 
port. In some instances, it may take a manufacturer longer to transport 
goods twenty miles across an island--from the zone to the airport--than to 
fly the goxds to a distant overseas market. 

Transporting workers to and from the zone also is a problem in some 
zones. Normally small bus companies transport employees to and from work. 
However, when overtime or irregularly scheduled work is required, 
manufacturers may provide transportation. Adequate roads are essential for 
txansporting workers and goods.
 

(e) Railroads 

Most overseas industrialists do not require access to railroads. But,
 
for those manufacturers that import raw materials--especially agricultural 
commodities used in food processing-developed rail systems may be a
 
necessity for timely delivery. As with shipping and air transport, the rail
 
system must include appropriate cargo handling facilities to be of benefit.
 

(f) Cost 

EPZs that can provide low-cost transport to major markets and
 
distribution centers hold a decided advantage over competitors where high 
transportation costs cancel other cost-saving attractions. Since the late 
1970s, manufacturers have attended to the costs of importing raw materials 
and exporting processed goods. Higher energy prices increase the cost of
 
transporting materials and products; further, they cause special problems for 
firms that move perishable, bulky, or fragile materials. These are the types 
of firms that are attracted to zones that offer the least expensive 
transportation costs. 

Promoters of zones that cannot offer low transportation costs should
 
market to an altogether different type of clientele, for example, firms 
involved in electronics assembly operations. Electronic assembly factories 
have flexible locations since transportation costs for component parts are 
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low and production need not be tied to _ material site as in traditional 
industries. Such firms have exhibited increased interest in zones where
 
transportation costs previously had precluded establishing operations.
 

Frequency of shipment and not distance determines sh-Lipping rates. 
Other factors that contribute to shipping cost such as the cost of loading 
and unloading the freight and insurance against pilferage also reduce tihe 
component cost of distance on shipping manufactured products. An example, 
based on comparative data between the electronics industry in West Africa 
and South Fast Asia, illustrates this point. The evidence indicates that 
despite the shorter distance traveled from West Africa to the developed 
country market, the cost of transportation for similar items was actually 
higher than shipping identical items from the Far East. Thus, distance is 
merely one factor that influences transportation costs. Efficiency and
 
frequency of transportation services easily can offset the additional cost 
incurred ,y a zone's further distance from the product destination. 

EvE n so, Caribbean zones possess an advantage in attracting certain 
types of U.S. and Canadian manufacturers. For example, automation will 
reduce the cost of wages for routine, labor intensive assembly operations; 
therefore, it is projected to change patterns and location of investment. As 
wages become a less significant contributor to cost, some mainstay industries 
are expected to relocate operations closer to final markets as transportation 
costs become, by default, a more vital concern.
 

Zone promoters should provide prospective client firms with detailed 
estimates of the cost of transporting various types of products. 
Manufacturers are interested in data on inbound freight rates and outbound 
freight rates per unit of weight or volume. Especially informative are 
charts that list rates to and from heavily industrialized countries such as 
Japan, U.K., U.S., and Hong Kong. These statistics also should include costs 
of services like insurance that vary with location. 

5. Physical Infrastructure
 

A well developed infrastructure is essential to EPZ success, even for 
those zones offering the lowest wage rates and the most generous tax relief 
package. If land, buildiris and services (power, water, etc.) are 
inadequate, there is little incentive for investors to lease EPZ space since
 
comparable benefits usually are available at sites where infrastructure
 
expenditures may be lower. 

Infrastructure may refer to internal (on-site) facilities or external
 
(off-site) facilities. Normally, internal roads, power, water and sewage
 
networks are installed as part of the EPZ project investment. Conversely,
 
access roads, power connections to the national grid, water supply, sewage
 
treatment and other off-site installations generally are the responsibility 
of public utility corporations.
 

For most zones in the early stages of development, building the site's
 
internal infrastructure at one time risks overextension and financial ruin. 
Zones that have been most successful are those that have expanded the area's
 
infrastructure in phases that parallel the growth of effective demand. Where 
funds are limited, a zone may grant financial concessions to firms that enter 
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the EPZ while it is still underdeveloped. Such agreements benefit both 
parties: the firm reaps long-run cost savings even though it provides much 
of its own infrastructure; the zone clears the first crucial hurdle toward 
maturation. Pioneering firms not only erect the initial infrastructure, but 
also stimulate further development in and around the zone. 

Given suitable roads, investors consider four services as the most 
important elements of infrastructtre: water, energy, communications, and 
sewage. 

(i) Water 

The water supply problem in many LDCs is particularly acute. Zone 
access to municipal water supplies is restricted roy the overall supply/demand 
ratio. Where municipal water supply is inadequate and unreliable, oversized 
storage facilities should be installed so that reserve water can build up for 
high--demand periods. Often, FPZs supplement municipal water with on-site 
wells. 

Water supplies are resLricted by local vaJations in demand and by 
municipal reulatiois. The issue of how to provide manufacturers with 
adequate wat.cr su!pplios must be tackled from the planning stages of the zone. 
Distribution ln1Ts must be instal led to ensure that each industrial resident 
has access to water. iMoreover, where supply disruptions are of great 
concern, zone,'; should invest in a cistern system and a recycling facility.
When estimating water use of future tenants, planners should figure that the 
average factory of 150 workers uses as much as 30,000 GPD. The exception is 
warehouses where little water is is used; 50--75 GPD per worker should supply 
all sa,:initary rre in such facilities. 

(ii.) Energy 

DeEndabl,- iprawer greatly enhances the attractiveness of an EPZ since 
production shutdowns caused by power interruptions are extremely costly. 
Conversely, undependable power limits zone growth and attractiveness. For 
eKample, firms located in the Jama.ica EPZ state that unreliable energy 
supply is the ,rimary deterrent to further industrial expansion in that 
zone. The Dominican Republic is hindered by similar shortages; power outages 
cccur up to five tlmes a day with average manufacturing losses approaching 15 
to 20 percent. lnter-view(] manufacturers at these sites estimate that if it 
were not for the c:onstmnt cisrutptiun of electrical service, tljey could expand 
operations by 30 to 40 percent. 

Average power demand of zore occupants is 100,000 kw per acre. The 
installed capacity should be capable of carrying short periods of higher
demand. Often it is necessary to provide supplemental EPZ-generated electric 
power supply whoi~ee public uti lity canno- accommodate heavy energy usage. 

Energy-intensive manu]factui(ers h sitate to invest in countries where 
energy avaj]ab ii ty is vulnerable- ito ( iirupions From foreign supply of oil, 
industrial gas or odher fuel. Pic, p tetial zone manufacturers that are 
heavy energy consumers investigate tie percentage of fuels imported by the 
host. country. Such calcuilations hav unfavorable implications for locations 
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such as the Nantze free zone (Taiwan) which imports virtually all of its 
energy-generating fuel and where production costs can be severely affected by 
unfavorable shifts in price and supply of OPEC oil. Zones located in oil
rich countries may have an advantage in attracting firms whose production
 
process is highly energy-intensive. 

Electricity rates for a sample of Caribbean countries as illustrated in
 
Table 3, Electricity Rates in the Caribbean Basin reveals the variation of
 
prices charged by successful zones.
 

Table 3 

ELBCTRICITY RATES IN rNE CARIBAN BASIN 

Country Average Rate per KWH
 
(US$/kwh)
 

Costa Rica* 	 .0144
 
Haiti 	 .0679
 
Dominican Republic .170
 
Mexico* 	 .0290
 
Barbados 	 .0750
 
Honduras 	 .0750
 
Jamaica 	 .1200
 
Panama 	 .0950
 

Source: FZAS in-country studies and zone investment promotion literature.
 

* 	 The very low rate is due to the devaluation of the local currency 

without a corresponding adjustment in internal prices. 

(iii) Communications 

The rapid growth of international communications technology has aided 
EPZs as much as any other single factor. Technological improvements have 
been of special benefit to electronics assembly and other production-sharing 
industries where worldwide inventory control and production scheduling are 
done on a daily basis. Free banking zones capabilit es also have risen
 
dramatically with the revolutionary changes in communications. Extensive and 
reliable communication systems, especially for the electronic transfer of 
funds, have become an integral part of the modern international banking 
communi ty. 

As part of their marketing effort, zone operators should supply 
prospective occupants with data on rates for long distance telephone calls 
as we] ] as information concerning connection times with other countries. In 
some countries, poor communications seriously affect industrial progress. 
In Brazil it can take over ten hours to connect with an overseas operator, 
and, in Egypt, zone residents complain vehemently that inadequate 
telecommunications have resulted in frequent interruptions in production. 
Evidently, zones located in countries with highly refined communications 
networks have a distinct advantage. Such zones should publicize available
 
communication services such as overseas cable systems, telex services, long
 
distance and local phone service, and, satellite transmitters and receivers. 
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Recent advances in satellite applications will open up vast new markets 
for free zones. Rapid, low-cost communications have just begun to make it 
cost-efficient for large corporations to move clerical tasks--specifically 
word processing and data entry operations--to EPZs where local labor can
 
perform these services at a fraction of the rates charged in developxd 
countries. Zones that contain satellite capabilities offer a formidable 
inducement to magazine publishers, insurance companies, mail order houses, 
barks, and other firms for which data entry represents a sizeable portion of 
the operating budget. Furthermore, including of office-sharing operations in 
a zone promotes economic stability: it provides immediate employment due to 
minimal in1vestment leadtime requirements; it diversifies a zone's industrial 
mix; and it brings computer technology into the zone and builds skills of the 
indigenous labor force in a rapidly growing sector. 

(iv) Sewage 

Adequate sewage disposal is an important component of zone 
infrastructure, especially where high levels of industrial waste are 
generated. Where central municipal sewage :reatment facilities are 
available, direct tie-in of the estate's sew-ige network is desirable, 
provided effluent can be maintained at suitable standards. P-.ually this 
requires pretreatment in liquid waste generating plants to remove or 
neutralize aggressive waste matter like acids, alkalis, high organic
 
content, and metal ions. Whlere no municipal facility is available, the zone 
must consider installingj its own treatment plant. Sanitary waste under 
either set of circumstances can be,. mixed with the industrial waste. If 
industries are preclominantly ronliquid-waste operations--typ.ical ly light 
mechanical act ivi ies-...-.simple septic tanks can be installed either on an 
estate-wide basis or fir each individual factory, if soil type is 
appropriate.
 

D. How Does Sability of the Investment Climate Affect 
Planning and Development?
 

Foreign investors are acutely sensitive to real or perceived risks to
 
shifts in the "grounclrules" for economic development. Therefore, one must 
analyze the stability of the investment climate before embarking on a free 
zone development project. Problems that are likely to threaten a zone 
development project include the following concerns: 

1. Potential for invasion/war. No deterrent to industrial investment 
by foreign firms is as powerful as Lhe actual or perceived threat of invasion 
or war. Such concerns have retarded the development of free zones in the 
Middle East and in several African countries. 

2. Internal uprisings/terrorism/civil strife. Depending upon scale, 
intensity, arid frequency, incidents range from nuisance to prohibitive 
obstacles to zone developnmenf. Successful zone projects continue in countries 
such as the Philippines and Sri 1,anka, where outbreaks of civil violence have 
occurred spox)radic:aliy in som nie s of the country. Nations with sustained, 
severe internal strife, however., do not have flourishing zones. 
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3. Disruptive union actions. 
Militant labor union activities adversely

affect zone development prospects. For example, in Mauritius, strikes
resulted in closure of firms based at the Coromandel Export Processing Zonein the late 1970s, and contributed to the reluctance of subsequent investors 
to establish operations at the site. 
Many countries sponsoring free zones
have implemented special labor legislation protecting zone-based firms from 
strike actions. 

4. Amount of criminal activity. Criminal activity has retarded foreign
investment in free zones in developing countries. For example, perceptions

of high crime rates have limited investment in several African free zones

like Scnegal and Liberia. Crime concerns often can be offset, by

strengthening zone security systems. 

5. Frequency and manner of government changes. Investors may be

reluctant to locate in countries where 
coup d'etats are common, and where
such changes of government are marked by violence. However, in countries
like South Korea, the impact of such changes has been minor because of

economic policy continuity.
 

6. Frequency and severity of changes in basic economic policy. Sudden

shifts in basic national policy toward foreign investment and the private
sector can have a chilling effect upon zone development prospects. The
legacy of past socialist policies in Jamaica and similar current policies inNicaragua have weighed heavily in calculations of foreign investors exploring
prospects for estat fishing operations. 

7. Clarity of tax and regulatory provisions. Vague or complex free
 
zone enabling acts and regulations invite investor skepticism. 
Investors

fear that regulations will be interpreted arbitrarily.
 

8. Integrity and efficiency of juridical process. Ir some developing
countries, problems with resolving disputes through the courts have reduced
the interest of foreign investments. Such problems generally do not kill anotherwise viable project; rather, they cordbine with vague and contradictory

statutes and regulations to create unacceptable obstacles.
 

9. Participation in international copyright and patent conventions.

This consideration, while beneficial, does not appear to be essential to zone
success. Although some firms have expressed reluctance to invest in Taiwan's
export processing zones because of the lack of safeguards against copyright
and patent infringement, Taiwan's free zones are highly successful. 

E. How do Assistance Pror_ ans Effect Planning and Developent?
 

1. Cash Subsidies
 

Few host countries provide specific cash subsidies to free zone foreign
investors. 
Because of the commercial banking liquidity problem, many LDCs,

particularly small-island economies, not only forbid subsidization, but also

prohibit foreign investors from borrowing on the local capital market. 

Subsidized interest rates for indigenous free zone industries are more
widespread than cash subsidies. International organizations such as the
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Canadian International Development- Agency (CIDA) and the soft loan window of 
the World Bank (IDA) participate in projects such as extended credit at 
preferential interest rates to small and medium industries. The purpose of 
these projects is to stimulate indigenous entrepreneurship,; particularly in 
export-oriented industries. 

2. Land subsidies 

The most common form of land assistance program is de facto 
subsidization through reduced rental rates. Especially during the early
 
years of a zone's existence, rental rates may be set artificially low in an 
effort to attract tenants. The long-range policy in such matters may depend 
on whether private or public entities have borne the cost of developing the 
zone. if a central government or an international agency is involved, rents 
may remain low for an extended [eriod of time. The justification for this 
practice is that the economic benefits of the project far outweigh the 
financial return. When the developer is a private entity, rents are the major 
source of revenue and are seldom subsidized indefinitely. 

3. Job training
 

Job training programs offered by public sector institutions for
 

unskilled, assembly-line workers appear to be of little interest to many EPZ 
firms. Most companies prefer to train their work force "on-the-jub," even 
if institutional training programs are subsidized. However, for te:hnicians 
and middle-level management, training can facilitate expansion of activities 
and assist in the transfer of skills to the indigenous population. 

Research for this report indicates that the most successful training 
programs are cooperative ventures between zone industries and public sector 
institutions. For example, in Ciudad Juarez (Mexi-o), "maquilla" industries 
provides partial funding for a t-raining center that trains their employees. 
Some Eastern Caribbean companies permit students to use their facilities, 
including equipment and machinery, as a training center after the close of 
business. The benefit is twofold; (1) industrialists assure a steady flow 
of trained workers and (2) public sector institutions provide appropriate 
training at a substantially reduced cost. 

Other forms of training assistance programs involve either a direct 
cash subsidy from the goveinmert: of an LEC' or reduced compensation to 
workers. For example, in India the state government may pay up to one half 
of the wage payments during the initial training pericd. At other sites, 
such as the Philippines, industries to pay only one half of thE minimum wage 
for a six-month period. These programs reduce the cost of production, but 
have resulted in significant laxr unrest due to misuse of the system. 

F. How Does Market Access Affect Planning and Development? 

Recently, industrialized countries such as the United States and the 
European Economic Community et:ed protectionist bairriers t.o limit imports. 
The policies profoundly affect Newly Industrialized Countries (NICs) and the 
products they export -- apparel and electrical/electronic devices such as 
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radios, televisions and watches. 
 For exanple, apparel imports to the United
States ar(e regulated by the Multi-Fiber Agreement, a series of bilateraln(egot Jations thia, establish tne maximum amount of any product produced in as[,ci f ic country that. can enter the United States. Also known as "quotas",this syst..m has forced prcducers in traditional production centers such asliong Kong and Taiwan to shift p)roduction facilities to free zones in nonquota bound countries such as Sri Manka, Dominican Republic, and Jamaica. 

Impe:nding changes in the Generalized System of Preferences (GSP) alsoare accelerating investment from the Newly Industrialized Countries to the
LDCs. 
 In 1985, the terms of duty-free access to the United States market
will be renegotiated for 3,000 products. 
 It is expected that the number of
eligible products will decline, and that manufacturers in the NICs will
graduate out of their favored nation status. 
Many manufacturers have been
preparing for these constraints by actively seeking new investment locations 
to preserve duty-free export operations.
 

Other tariff provisions, such as the Lome Convention which permits dutyfre- tentry 
to markets in the European Economic Community for 40 developing
countries in Africa, the Caribbean and the Pacific are also in the process of

mod ificat ion. 

The effect of the changes in special tariff provisions has distorted the
terms of tiade in certain product categories. Decisions to expand existing
facilities or undertake new investment may not always reflect an evaluation
of the lowest cost production center, but may be the result of access to
markets. Diversity in the industry mix in the free zone may be the best

mechanism to prevent stagnation.
 

G. Where are Zones Located and What Are Their Characteristics?
 

Since tHie late 1960s, 36 countries have implerme:nted about 100 exportprocessing zones. Table 4, Free Zones Worldwide on the following pages,provides basic information on these zones. Additionally, 13 countries have
approved tree zone legislation and exypect to activate new zone 
projects in

the next two to three years.
 

Sirce the mil-ket area for a zon( is both regional and world-wide, anunderstanding of how typ,;caI established zones have performed is desirable.
Iliowever, only a few zones wi II b 
direct competitors. Examine these
specific sites for their .amm larity to the pro[osed zone. Factors included
in this ,aialys~s are Iocalion, type of facility and range of services. 

I . lx:ation 

The map on the page 22 identifies; the countries who have establishedalmost 100 EI'Zs. As indicated on the map, zone projects are clustered inthe Far East and the Central American/Caribbean regions, regions thatcontain 80 peicent of tie world EPZ xopulation. Specifically, 46 percent ofall exlxrt pnoc(ossing zones are located in Central America (includingMexico) ani tHie CarJbLea, 7 percent in South America, 13 percent in Africa
and the Middle East and 34 percent in the Far East. 
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Table 4 

hURED EPZ POPUIATION
 
(1982/83 DATA)
 

REION 1 - Central America and Cribbean 

Direct 
CourNmer of Proiects Date of Cirmeenm t cizp Emrloyment ngatnr of Firms E Major Industrial Sectors 

(US$ millions) Share of 

(Percent) 

Bahamas 1 1960 Private 1,500 8 t/A 	 Phar rwceuticals 100 
Petroleum Refining 

Barbados 10 1965 Public 15,000 W/A 149 	 Manufactured exports: 
Electrical parts 47 
Clothing 22 

Costa Rica 2 1972 Public 12,000* 60* 57* 	 Apparel 82 
Shoes 6 

Dominican 
Republic 4 1970-1983 	 1 Public 18,921 93 150 GarmEnts 46 

1 Private Tbbacco/cigars 34 
2 Mixed 

El Salvatr 2 1976 Puolic 3,000 Nt/A 77 	 Electronics 75 
Garments 20 

Gjatemala 1 1981 	 Public 15 1 <1 W/A R/A 

Ikxuras 1 1976 Public 1,300 12 16 	 Garments 100 

Jamaica 1 1976 	 Public 3,000 14 22 armen4ts 65 

Mexico 17 1965 	 Private & 130,049* 6051 1,622- Electronics & electric 93" 
Public Garments 7" 

Nicaragua 1 1977 Public N/A 3 2 	 Garments 86 

Panama 1 1979 Public 250 3 < 1 	 Apparel 100 

Eastern 
CariLtean/j 5 1978 Public 8,500 20 30 Garments 65 

Electronics 25 

HLaiti 1 1965 Public 48,000 "2U0 180 	 Gairents & footwear 39 
Sporting goods 31
 
Electronics 8 

Total 48 	 241,535 1,019 2,297.7 

tDesignates oountrywide data for cntire EFZ -ctor (including single facto ii with EP Status). 
'I The East-ern CariLtean regicn incluues: Antigua, St. Kitts, Dominica, St. -Lcia,St. Vincefit. Cn all of tlic- islkt, 
100 pcrcent exli~ot-criented finns are cftccc ! i.c31 incentives an.d xegilatuy relief Sin,ilar te U't F'IZs ttLCAX.)to t1- world. 
Manufacturers are jermittei tu lcCate faclliti,. an,-.ite[, Ci t.- i-laid. 



Table 4 continued 

REf1ON 2 - South Aierica 

WDRLD EPZ PORAION 
(1982/1983 Data) 

Country 

Chile* 

umber of 

1 

Projects Date of o 

1976 

encement Q s 

Public 

Direct 
Emolovment 

3,200 

Numter 
f 

N/A 

(US$ millions) 

11.1 

Major Industrial Sectors 
are of Extorts 

(Percent) 

Warehousing NiA 

Colombia 

Brazil 

3 

1 

1982 

1967 

Public 

Public 

>200 

49,213 

>25 

194 

N/A 

75.0 

Furniture, garments 100 

Agricultural goods 45 

Tbtal 5 

*1979 Data - Out of a total 
$11 million was destined for 

52,433 

of $280.2 million in merchandise handled by, the zone only 
re-exprtation, primarily to Bolivia. Very little value added. 

195 87.1 

Fa

N)
 
I

jo 



Table 4 continued 

HWORLD EPZ POJIATIN 
(1982/1983 Data) 

S RB3ION 3 - AFRICA AND 7HE MIDLE EAST 

Direct Number Major Industrial Sector 

CutyNmuter of projects Date of Corlmncesmt Ownrsip &voTnt of.EFirms Exurts 
(US$ millions) 

Industry Share of Exirts 
(Percent) 

Egpt 4 1974 Public 8,000 N/A N/A Fbod and Leverages, N/A 
chemicals, metal parts 

Jordan 1 1973 Public 600 N/A N/A I/A N/A 

Liberia 1 1975 Public 15 1 <1 Hand tools N/A 

Mauritius 5 1970-79 2 Public 
3 Private 

23,470* 118* 112* Afparel 71 

Senegal 1 1974 Public 250 1 0 IVA N/A 

Syria 6 1978 Fubl ic 1,500 60 t,/A Perfumes, coimetics I/A 

Tuni ia 6 1972 Public I/A N/A N/A Ni/A N/,A 

Total 24 33,835 189 113 

*Desig-ates countrywide data for entire EPZ sector (including single factories with EPZ status). 



Taole 4 continued 

I -= FOPRLMATICN 
(1982/1983 Data) 

REGION 4 - FAR ENST 

Date of Namber Major Industrial Sector 

Country Nmber of Projects Q ceuent Owe rship Eploymt of irms 
(LS$ millions) 

y o t 
(Percent) 

GQina (PRC) 4 1978 Public 100,000 N/A N/A N/A R/A 

Hong Kong* 2 1977-80 Mixed 4,000 26 W/ Garments, 
Textiles and 

N/A 
N/A 

Electronics N/A 

India 2 mid-1960s, 1974 Public 3,500 40 57 Electronics 100 

Indonesia 1 1973 Public 11,191 18 18 Garments 65 

Malaysia 12 1971 Parastatal -1,800 89 1,482 Electronics 56 

Philippines 4 1972-1979-
1980-1982 

Parastatal 28,991 58 156 Food manufacturing 
Apparel 
Electronic 

23 
20 
17 

Singapore* 1 early 1970s Public 88,000 2,808 1,320 Petroleum 
Electronics 

37 
18 

South Korea 2 1971 Public N/A 89 679 Electrical and 
Electronics 60 
Machinery 10 

Sri Lanka 1 1979 Public 27,000 14 79 Garments 80 

Taiwan 3 1965-1970-1978 Public 70,047 267 1,598 Electronics 60 

Thailand 1 1981 Public 15,500 25 N/A Garments 
Crafts 
Metal Products 

tVA 
N/A 
N/A 

Total 33 411,229 2,626 5,287 

NMES:
 
*Data for Hong Kong and Singapore represents employment and exports from the industrial estates/EPZs only. 
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2. Type of Facilities
 

For the most part, zone facilities are so standardized that one could 
not be sure in which country a zone was located if one vi-wed only the 
standard factory buildings. Building size generally ranges from 6,000 to 
20,000 square feet although occasionally buildings contain up to 80,000 
square feet. Special warehouses with controlled environments for products 
such as tobacco, chemicals, sugar and grain are provided as needed. A gate
 
house and customs office are necessary facilities for the zone. 

3. i-a'lge of Services 

This section deals with services other than the basic physical 

infrastructure of the zone. Infrastructure is called zone "hardware" while 
services is cailed zone "software". Sponsors who hope to develop successful 
EPZs must understand the availability and composition of the software 
offered by competitive zones and keep up-to-date on new developments and 
trends. Services include post offices and banks, transport services, 
auxiliary worker training and recreational facilities. A detailed listing 
of services that could be provided in the course of zone development is 
given Annexes. 

In summary, competing EPZs should be studied to determine tmeir 
strengths and limitations and to identify those industries whose needs are 
not being given adequate attention. Becoming thoroughly familiar with the 
competition's pricing strategy, services, promotional tools, incentives and 
management capabilities will help zone developers define their own 
requirements in enhancing their competitive edge. 

H.. What Has Been the Nature of Previous Market Demand? 

A thorough demand analysis is essential to formulating a master plan, 
construction schedule and cost/benefit projection. It also provides a
 

rational basis for EPZ benefits such as estimating the job creation 
potential. 

Potential markets he: p determine the zone's Iccat ion, and tlhe 
facilities and services it should offer. Almost all major firms involved in 
international trade could make use of a zone; therefore, it iFs important to 
define t he market to achieve the best px)ssible usage of limited resources. 
This then becomes a question of marke. segmen at ion and the selection of 
target markets. 

A market segmpnt is a group of piospect ive firns with simi Iar 
characteristics that have common needs and wants, and which will respond to 
similar stimuli. Effective prC-Juct and service differentiation is left to 
chance unless such segmentation is used. One effective strat-egy -is to 
concentrate attention on those market s(gments whose needs are not being met 
or are imprfectly met: by other zones. 

Free trade zones have four distirnct market segments: manufacturing, 
warehousing, exhibition and office. IE:Zs are devoted primarily to 
manufacturing, offering warehousig facilities as a supplemental service. 
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By contrast, commercial free zones focus on warehousing and transhippment

and often include exhibition and office space. The appropriateness of a
 
specific segment for a region or site depends upon the community's
objectives, economic base and complementary commercial services. Major
industrial sectors presently engaged in manufacturing in EPZs include 
apparel, shoes, garments, electronics, furniture and chemicals.
 

During the early 1980s, there was a sharp drop in the rate of growth,
attributed to the world recession; even so, the number of zones still 
increased to a total of 97. According to 1984 research, at least 13

countries including Peru, Bolivia and Ecuador, are planning export
processing zone development. These new projects should bring the total EPZ
 
number to between 110-120. 

Although the decision to establish offshore industrial operations

contains an element of risk, since 1965, companies have chosen to establish
 
over 2000 new manufacturing plants that have generated 800,000 jobs in 38
countries. Barring new, stringent protectionist policies by advanced
industrial countries, the next five years should produce sustained growth in 
demand for EPZ sites as multinational corporations (MNCs) respond to the
challenge of maintaining internationally competitive operations. This 
involves the transfer of segments of their production processes to offshore
locations that offer a lower-cost operational environment, a process that 
may be termed "production sharing" or "international subcontracting."
However, in the longer (5-15 year) term, automation and robotics may return 
a portion of this activity to locations closer to the ultimate consumers in 
the United States and European markets. 

The primary factors influencing investment decisions are the basic 
factors of production, as discussed in detail earlier in this guide. The
 
attractiveness of a country's tax, regulatory and tariff policies alone 
usually cannot offset inherent shortcomings in these factors. However, the 
presence of a favorable policy environment can greatly accelerate the pace
of development in
areas where the basic factors also are adequate.

Countries such as Taiwan, Malaysia, Singapore, the Dominican Republic, Hong

Kong and South Korea, that have a reputation for understanding and
 
responding to the needs of industrialists, are at the top of the list of
 
alternative locations. 

Research performed during the course of this study suggests that that 
MNCs will generate an average of 50,000 to 75,000 factory jobs per year over
the next five years in existing or yet-to-be-built zones mainly in the form
 
of production sharing or international subcontracting.
 

Much of this growth is predicted to occur in the established Far 
Eastern and Caribbean EPZs. A few new projects with lesser growth are
expected in North Africa, the MiddleSouth America, East and southern Asia.
Additionally, the People's Republic of China has entered the market by
establishing "Special Economic Zones" in six areas. This program appears to
be expanding, in response to China's prime location and low wage rates. 

By applying known working space/job and capital/labor ratios for

typical EPZ projects, the above forecast of jobs can be translated into 
industrial space and capital requirements, assuming: 

11-24 



- Free Zone Guidebook 

(1) Average 175 square feet of factory space per job; 
(2) Average capital investment per square foot of factory space is 

approximately $40-45. This estimate includes the cost of land, 
buildings and services, but does not include the investment by 
occupant firms in equipment and working capital. 

These assumptions were used to project future capital investment and 
job 	creation as seen in Table 5, Capital Investment and Jobs.
 

Table 5
 

Capital Investment and Jobs
 

Forecast for Export Processing Zones, 1984-89
 

Annual Average Five-Year Total 

Jobs 	 50,000 to 75,000 250,000 to 375,000
 

Industrial Space Required 8,750,000 43,750,000
 
to to
 

13,125,000 sq.ft. 65,625,000 sq.ft.
 

Capital Investment $350,000,000 $1,750,000,000
 
to to
 

$525,000,000 $2,625,000,000
 

Source: FZAS research and World Bank reports.
 

Note: The assumptions on which these projections are based are discussed in 
detail in the Annexes. 

Based on the projection in the previous table, project sponsors for any 
given project need attract only a minute share of a very large market.
 
Provided physical infrastructure, incentives, software services and prices
 
are 	competitive, there should be little difficulty in reaching full 
occupancy. However, good management and intensive promotion will be 
necessary since even the best product must be first brought to the attention 
of potential customers and then "sold" on its merits. 

I. 	 How Do Planning Zone Incentives And Reciprocal Investor Commitments
 
Affect Planning And Development?
 

Investment incentives are part of almost all industrial development
 
efforts, even though most associate then with export processing zones. In
 
fact, the idea of a "freeport" with an anything-goes environment that 
produces extraordinary growth is misleading because business development 
incentives are so commonplace that they are of secondary importance to many 
investors. Today, a good incentive package is necessary but not sufficient 
to attract foreign investment.
 

The real task for a host guvernment is to present a broadly hospitable 
climate for investment, not just token tax breaks. Although the 
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government's ability to manipulate the economy is constrained by natural
factors, the government can stimulate an attractive business climate through

strategies such as developing an economic plan or the entire country,
ensuring stable economic policies, and establishing a tradition of working
to expand and assist foreign investment. 

There follows, a discussion of possibly policy-based incentives. While 
these are important, investors consider t:he natural factors of production
more important. Therefore, zone developers must onfirst build the natural 
comparative advantages of the EPZ's locale.
 

1. Inventory of Possible Incentives 

(a) Tax Incentives 

A number of tax incentives are available and in use. Their
 
effectiveness varies across locations and types 
of manufacturer. Incentives 
include the following: 

Tax Holidays. Income tax exemptions on profits and dividends are
offered in most free zones throughout the world. Called tax holidays, these
exemptions can extend for a period of five to 15 years. However, they

stimulate only limited foreign investment because of transfer pricing and
double taxation agreements. To reduce both 
 taxable profits in the EPZ and 
duty payments in the final market, transfer pricing techniques such as
ovcrv-luing the value of imported materials and undervaluing the final 
product are often used. A holiday from double taxation could be anincentive if investors normally would be taxed both in their home countries
and in the host country. Then a tax holiday in the zone would only cause
 
the user to be taixei in their home nations.
 

Operating Loss Carry-Forward. The right to carry forward operating
losses to future tax years can provides savings comparable to those provided

by lowering or eliminating early-year taxes. 

Deferred Depreciation. The right to defer depreciation of assets until
the tax abatement ends can extend or simulate a tax holiday. If a 100 
percent tax abatement is givern, depreciating assets in those years would be 
pointless to the firm. 

Accelerated Depreciation. The accelerated depreciation of capital
assets can also be an incentive to increase the cash flow of an enter-prise
in the initial years of operation. 

Investment Tax Credits. These may be given to investors who make
unusually desirable efforts in fields that the host government wishes
especially to encourage. For example, training of local workers, providing
services, or developing of infrastructure might be rewarded with credits. 
Double deductions worker training is common. 

Eemption from Local Taxation. Tcai property or sales tax, buildingpermit requirement-; and work [:ermit requlrements are the prerogative of local 
governments. The UPZ enabling l-gislation should state that the EPZ 
management has sole authority over the zone; further the zone should be 
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exempt from local taxes and regulatory bodies. Confrontation between local 
and state officials has occurred when such jurisdictional matters were left
 
unclear.
 

(b) Importation/Exportation Incentives 

The distinguishing characteristics of an export processing zone is that 
it allows imported materials to be exempt from customs duties and other 
taxes, provided that material is later re-exported. Export taxes are not 
applied to these re-exported items. In most EPZs throughout the world, both 
imported :aw materials and all capital equipment used in the production 
process are permitted entry into the country free of all duties and taxes. 
Note that this system differs from CATs, the export certificates commonly 
used in South America that permit reimbursement of import duties and taxes. 

(c)Regulatory Relief
 

Regulatory relief can be a very important incentive, especially if the 
LDC has a reputation for "red tape" and a slow-moving bureaucracy. 
Regulatory incentives, such as streamlined customs and licensing procedures 
indicate that the economic environment: encourages private sector investment. 
Streamlined permitting procedures should be part of any export processing 
zone. Likewise, host governments should review the rules for importing ari 
exporting, customs inspection and assessment, inventory control and 
construction permits. Additionally, the EPZ Authority should mediate local 
government regulations. Facilitating cooperation between labor unions 
and free zone industries is a possibility, particularly in resolving 
disputes in a timely manner. labor relations are very important in an EPZ, 
since foreign firms are more sensitive to criticism, both in the host 
country and in their homes. 

The government can encourage cooperation between labor unions and free 
zone industxies by resolving disputes in a timely manner. Labor -elations 
are very important in an EPZ, since foreign firms are sensitive to 
criticism, both in the host country and in their homeland. 

The right of investors to manage their businesses according to their
 
own wishes and skills benefits government and businesses. Although the host 
country may feel that such autonomy will. limit govenmental influence and 
undermine the management possibilities for natve workers, in actuality, 
managerial autonomy usually leads to the transfer of useful management 
skills to indigenous managers. Once the enterprise is operating 
successfully, the investor probably will e willing or eager to replace 
theix foreign personnel with well-trained domestic managers. 

(d) Assistance Programs 

Building and Infrastructure. Physical infrastructure must be under 
construction before ic is possible to interest potential occupants.
 
Prepared building sites are the minimum; ideally, standard factory
 
buildings should be available for immediate lease or sale.
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Assistance in Hiring. The zone operator or authority can help firmslocate workers. Files might be kept of particular individuals with special
skills or attributes. Further, the zone operator's staff can help bridge
the language and cultural gaps with xotenitial employees. 

Programs for Workers. Health services, day care, transportation and
skills training are services that can be provided by the zone operator to
help attract and maintain a productive labor force. If the investor 
imports a number of foreign workers and their families, these programs
become critical. In terms of training, if the zone can provide the physical
facilities, zone users often prefer to train their own employees in company

specific methods and avoid the difficulty of 'unlearning' other techniques. 

Two additional incentives can be important. The presence of service 
firms in or near the zone benefits investing firms, especially if the zone
is far from existing industrial areas. 

Second, even though the sale of seconds in domestic markets, at
discounted prices, after appropriate tariffs have been paid on those goods

is usually not allowed if domestic producers would be hurt, the competition
produced by domestic sales of these products can result in long-term
benefits of improved productivity and qality in domestic production.
 

2. Incentives Most Attractive to Foreign Investors 

The most important thing a government can do is offer secure investment 
conditions to investors. In addition, different incentives can be used to
 
attract specific types of manufacturers. 

(a)Incentives for Assembly Operations
 

Incentives that emphasize tax relief on the exported profits and
provides available buildings and land attract assembly operations. The 
natural incentives of low-cost labor is of great importance to potential

investors in this type of operation so its availability must be ensured.
 
These firms also respond favorably to removing local taxes and allowing free
import of equipment. Tax holidays are effective because assembly-type
operations can be profitable in their first year. 

(b) Incentives for High Technology Firms 

If the zone seeks to attract firms using higher skills or technologies,
other incentives are important. Such firms may not make a profit for 
several years. Labor cost will be less important, but training and 
machinery costs are higher. Tax holidays are less useful than is the more 
expensive incentive of financial assistance. The ability to carry forward 
losses to future tax years along with full management autonomy to zone 
businesses are alternative low-cost incentives. 
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(c)Incentives for Small-Scale Enterprise
 

Since small businesses also are important employment sources, small
scale enterprises can be the recipients of additional incentives, especially

those that aid capitalization. Rent subsidization tbrouqh a sliding-scale
price structure is one method. However, even small-scale tenants should bephased into the regular market-dictated process over time to encourage their
economic development. 

(d) Other Strategies Regarding Incentives 

In-hond manufacturing outside the zone might be part of a national 
strategy for regional development, and thus receive EPZ-type incentives.

Mexico currently offers investors this type of opportunity. 

To the extent that a more open, 'world-class' economy can be achieved,

the need for EPZ incentives will decline over time and the zone will
function as traditional industrial 
estate. Or, similar to the foreign-trade 
zones of the United States, the original export orientation of the zone can
be expanded so that the zone becomes a tool for prcmoting international 
economic cooperation. The U.S. zones are often used not for escaping duties 
on re-exported goods, but to delay or modify duty payments on goods thateventually are imported. Thus industries that would otherwise be developed
 
overseas are drawn to the U.S.
 

The table on the following page shows the various categories of incen
tives available at selected 
free zones around the world. 

3. Reciprocal Commitments Asked of Industries Desiring 
Ule EPZ's Opportunities
 

The host governmenL must define zone goals and determine the zone's
role in the nation's economy. These decisions establish the conditions ofapproval of foreign investment in EPZs. Although, in the short- and medium
term such constraints can help determine thie imp-act on the local economy, inthe long rur, t-hese constraints can help determine the impact on the local 
economy, in the long run these constraints can have a negative effect on
national economic growth. Nations considering an EPZ program must realize
that the pcxjram's success rests with the re-focusing of the developmentstrtcgv-, channeling the momentum of t-he national economy outward and taking
the risks of conmpetition. it. is in this light, that the reciprocal commit
ments asked of the ptential users and investors in the zone must be deter~mined~. ~e e are the basic typc. of constraints often asked of foreign
i]nvestort: 

(a) Foreign exchange regulations 

A nation may r(c-uire use of an official market exchange rate, or mayrequire that hard currency be exchanged through the central bank in an
effort to increase and control foreign exchange reserves. However, evidence
indicates that EPZs are placed at a distinct, disadvantage if foreign inves
tors are required to exchange hard currency at an official rate, assuming 
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Table 6 

Incentives and Constraints at Selected Free Zones 

/
 

I' 

SI --------- INCENTVS---------- CNTAIrNTrS
CErRAL AMERICAN AND CAR]
Bahamas to 1990 
Y Y Y Y 1.50-1.80 4.00 Y
Y Y 
Barbados 10 yr Y Y Y Y 
Y 1.35-1.50 3.25-3.50 Y Y Y
 
Costa Rica 10 yr Y Y Y Y 2.70
0.79 Y Y Y Y
 
Dominican Rep. 15 yr 
Y Y Y Y 1.04 1.08-1.92 Y Y Y

E. Caribbean 10 yr Y Y 
Y 0.75-1.10 1.50-2.50 Y Y Y 
Haiti 5-15 yr Y Y Y Y 
 0.44 1.80 Y Y Y Y
Honduras Unlimited Y Y Y 1.10 3.35 Y Y Y 
Jamaica Unlimited Y Y Y Y 0.65-0.80 3.50 Y Y Y 
Mexico none Y 
Y Y Y 0.99 1.50-5.25 Y Y Y
 
Panama 15 yr Y Y Y Y Y 
 1.52 2.20 Y Y
 
SOUTH AMERICAN 
Colombia Y Y Y Y 1.45 2.40-3.50 Y Y Y Y 
MIDDLE EAST AND AFRICAN 
Liberia 5 yr Y Y Y 1.25 1.67 YY Y
Mauritius 15 yr Y Y Y 0.65 
 Y Y Y 
Senegal 10 yr 
 Y Y Y Y Y 1.45 Y Y Y 
FAR EAST 
Hong Kong 18%max.tax Y Y Y Y 1.00-1.50 4.50 Y Y Y
India 5 yr Y Y Y Y 2.240.38 Y Y Y
 
Indonesia none Y Y 0.28 
 Y

Malaysia 8 yr Y Y Y 1.45 variable Y 

Y 
Y

Philippines none Y Y Y Y 0.48 2.00 Y Y Y
 
Singapore 5-15 yr Y Y Y Y Y 
 variable Y Y
 
Korean 
 5 yr Y Y Y Y 1.35 Y Y
Sri Lanka 10 yr Y Y Y Y Y 0.20-0.40 Y Y Y
Taiwan 5 yr Y Y Y 1.45 Y Y Y 

Source: Research of Free Zone Authority, Ltd.
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the official rate is artificially high. 
Some zone industries have chosen to
cancel or delay expansion pl1ns h~c.use of such regulations. 

(b) Joint Venture Requirements, 

Joint venture requirements are intended to strengthen linkages withthe domestic economy and to facilitate the transfer of technology. Thereasoning behind such an approach is that a foreign investor can provideknowledge and access to foreign markets and advanceJ production skills,whereas a local investor has a command of local production considerations. 

Foreign investors have different reactions to these jointfear the loss of autonomy in management and lowering o thei 
venture 

return 
Some 
onequity. Others appreciate the image 

a 
of goodwill projected by a jointventure and the local partner's knowledge in dealings with labor -,d the
government.
 

(c) Profit Repatriation Limits 

Profit repatriation limits anare alternative method of gaining fundsfor local borrowers by forcing the foreign party to commit morelocal operations. fully toThis is likely to be a greater disincentive to smallscale investors, since larger multinational corporations are better equipped

for a prolonged presence abroad. 

(d) Technology Transfer Requirements 

While host governments desire to obtain technology from foreign firms,
they also prefer the employment benefit3 of labor-intensive production
methods. Yet, more and more frequently, govrnments enact regulations
mandate tcchnology transfer as they seek 
that
 

the long-term benefits of themodernization of their industrial sector. 

(e) Lcal Content Requirements 

Zone users often expect the host government to encourane or demand userawof local materials or intermediate goods in the production process.generates more foreign exchange than does use of imports, 
This 

has greater repercussions on employment: and is often an integral part of the EPZ design.Governments considering i mposing this constraint should i.emember that EPZsare enclaves for the controlled use imported orof raw intermediatematerials and that use of local raw materials might best be encouraged bydeveloping incentives that Forto end. example, the zone administration canhelp expedite procurement of local rrw materials for the unfamiliar newinvestor or tax credits can be given for their use. 

Forbidding use of foreign unskilled labor stems from the common goal ofEPZ projects to stimulate domestic employment. Since the local labor isusually cheap-r than foreign unskilled labor, this constraint is not ofmajor importance. Minimum wage requirements usually are low enough not
have any real impact on zone 

to 
users. 
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(f) Inventory Reporting Rules 

Export processing zones revolve around the production of potentially 
taxable items on which duties are not collected. The corresponding con
straint is that users are usually required to keep precise inventories of 
these goods. All merchandise brought into the zone must be shown to have 
been re-exported, destroyed, or taxed and imported to non-zone areas. Other
wise, the merchandise may be presumed imported and tariffs collected or some 
penalty imposed. Every effort should be made to keep these inventory proce
dures straightforward and clear. 

(g) Access to the Local Market 

Zone users often are restrained from offering their goods to the local 
market, even if duties are willingly paid. This results from the import
 
substitution approach to development together with a desire to protect non
zone firms from competition from the "subsidized" or privileged zone firms. 
Even when such measures are taken, the nation's ultimate economic develop
ment efforts still should be directed toward making all businesses competi
tive in the international economic community. 

(h) Pollution/Environmental Controls 

These controls are found in international developments. Ideally, it 
might be possible to piggyback such controls with goals for technology 
transfer in sanitation or sewage, thus encouraging technological advancement 
while contributing to infrastructural development. 
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III. STEPS AND ACTIVITIES IN THE PLANNING PROCESS 

Developing an enterprise zone is a time consuming and complex activity.

It is best performed through a series of discrete steps or planning activi
ties, many of which can be undertaken at the same time. Necessary tasks
include the following steps, each of which is discussed in this chapter:
 

Select the Site and the Desired Zone Facility 
Perform Physical Planning
 
Perform Financial Planning 
Established the Zone Development Group 
iaise Capital

Design and Implement Marketing Efforts
 
Implement Zone Construction
 

A. Select the Site and the Desired Zone Facility 

Experienced planners, financiers and entrepreneurs know that even the
 
most efficient zone enterprise cannot overcome location deficiencies. Therefore, site selection is a critical process. 
The scope and depth of informa
tion zone planners must collect is determined both by the scale of the proposed zone and by the resources at hand. Therefore the outline of informa
tion and process described in this section and the Annexes is a guideline
rather than a fixed program of action. It was designed specifically forlarge scale projects. For smaller projects the site selection process will beless elaborate and costly; however, the sequence of steps remains the same. 

When possible, use the economic and physical planning required for site
selection as part of the overall preliminary planning. It saves time and
 
money and reduces the net cost of site search to consultant time spent

assessing the sites not chosen. 
Even so, collected data can prove useful for
 
future development at those sites.
 

1. Complete Preliminary Search Activities
 

(a) Identify the Principals
 

Identify the principals in the zone project. "Principals", in this
 
context, means those persons, agencies or organizations with major control

authority and major duties and responsibilities in the project. Typically,

they will include a private or governmental zone developer; key agencies of
the host nation; multinational technical and financial assistance institu
tions; and sources of finance.
 

(b) Create a Site Selection Team
 

Create a site selection team of three to seven persons. 
Normally, this
team will include the zone developer's representative as team leader, plus

representatives of the other principals, major economic/financial consul
tants, and the physical planning consultant or contractor. The team can add

other technical consultants as needed. 
Often the zone developers representa
tive will serve as the leader. 

III-'
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(c) Select the Key Consultants and Contractors
 

Select the best available consultants from the beginning of the project.

In the site selection stage, their time will be minimal but their services
 
are critical. The planning contractor will participate extensively in site
 
evaluation/choice and will be largely responsible for thc success and devel
opment of the preliminary master plan. Other consultants may be used to fill
 
specific legal, marketing or real estate needs.
 

(d) Define the Export Processing Zone Mission and Goals
 

Develop and write a clear statement of the goals, the mission, and the
 
operating format of the proposed zone. This statement is background material
 
for all site selection team members and consultants. Usually it is prepared
 
by the zone developer.
 

(e) Identify the Site Rating Criteria 

Identify elerents that must L? present to establish a successful zone.
 
These factors include ch-e economic potential of the region or conmunity from 
the standpoint of target industry sectors; poltical stability of the area;
living conditions; zoning status; and environmental considerations such as 
topography, soil characteristics, access to water and climate. Next weigh

the factors according to importance. Use the weighted factors to rate each
 
potential site on a scale from "poor" to "excellent." 

2. Compare Export Processing Zone Type Site Profiles
 

A prerequisite to site selection and planning steps is choosing the zone 
fornet or profile that is most appropriate for the proposed type of opera
tion. Most existing zones are one of six types of zones: 

(a) Manufacturing and/or Assembly Zone (Export Processing Zone)
 

Function These are zone for manufacturing or assembling
 
electronics, clothing, furniture, footwear, automotive. 

Physical area Site size typically ranges from from .5 to 1.0 km
 
square. 

Location These are located close to international class air,
 
water or rail transport. Low pollution output allows possibility

of site location in urban vicinity. Should be close to residence
 
area of work force.
 

Facility Use multi-purpose, standard, modular buildings, with
 
office space and employee amenities. Building height ranges from 
one-story (U.S., Europe) to four-story (Asian). Buildings include
 
Administrative and utility building(s); optional trade centers;
 
and optional transit dejx)ts. Percent of land covered by buildings
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range from 50 percent (U.S.) 
to 85 percent (Asia). Buildings have
truck access, paving, loading docks, employee parking, guest
parking, landscaping, lighting, and security systems.
 

Infrastructure 
There is excellent drainage and flood control
throughout the site and peripheral vicinity. 
All major utilities
water supply, sewage disposal, electricity, gas and telephone are
in place or can be built or extended. 
There is a good street and
highway network, adequate for dense truck traffic. 
There is good
public transport system for work force. 
There is good air, water
and rail networks plus cargo-handling systems, capable of
#xpansion to meet zone needs at reasonable cost.
 

Examples Dominican Republic, Haiti, Mauritius, Jamaica, Malaysia.
 

(b) Variation of Manufacturing and Assemble Zone (Industrial

Process Zone)
 

Function 
There are zones for heavy industrial processes such as
petroleum, chemical plants, steel fabrication, and raw materials
processing. Products are used for export and for use by the host
 
nation.
 

Physical area 
 Sites are large, typically from 5 km square-20 km
 
square.
 

Location 
Large amounts of noise, air and water pollution rE-
 -ire
establishing the zone away from residential areas. 
Sites mujt
have direct access to major water and rail networks.
 

Examples Mexico, Philippines, Malaysia.
 

(c) Storage/Distribution Zone (entrepot 
or bonded warehouse)
 

Function 
This type of zone is for storage, shipping and distributing internationally manufactured products, components and other
goods in locked, bonded warehouses free from normal tariffs.
 

Physical area Site size varies from a single warehouse building

to one or more km square.
 

Location Typically they are located within or adjacent to a
waterport, airport, rail terminal or truck terminal boundary.
Location contributes to speed and economy of shipment.
 

Facility 
Buildings vary from a single, rudimentary storage
building to a complex of large structures with automated goods
handling and storage systems, air conditioning, refrigeration,
office space and elaborate security systems. 
 Truck access always
is required. Rail 
access is optional. 
 Often the land coverage is
maximal with the entire lot used for the building and its minimal
 
vehicle access space.
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Infrastructure Excellent site drainage and flood control isrequired. Utilities requirements are moderate and extend to watersupply, sewage disposal, electricity, gas, and telephone. 
Air,
water or rail cargo handling systems must be available nearby and
 
may be required within the zone facility. 

Examples Colombia, Chile, Panama. 

(d) Services Zone (Office Park) 

Function 
Thr se zones are centralized facilities for internationalbanking, insu -ance, brokerage, corporate registration, tax shelterservices, data centers, and support service activity. 
They also

include branch Jaf ices for international corporations. 

Physical area 
Site size ranges from single building, or portion
of a building, to an office park of .2 to .5 km square. 
An entire

metropolitan area can be a services zone. 

Location These zones are located near centers for internationaltrade, such as urban business districts, airports or harbors. 

Facility Requireqmnts include quality office space with soundproofing; air conditioning, and facilities for computer and communication utilities; adequate parking; and extensive landscaping
(not less than 33 percent of-xn space). Larger versions shouldinclude conference rooms and a product display facility. 
Optional

items include a hotel and restaurant. Building heights vary from
lao (2-3 stories) to high-rise (10 stories or higher).
 

Infrasi-urcture 
 Sites zequire excellent drainage and floodcontrol. Utilities requirements include water supply, sewage
disposal, electricity, gas, telephone, and special conmunications

requirements such as global 
satellite links and local microwave
networks. 
 In these zones there is a trend toward private carriers
 or corporate ownership of communications services.
 

Eaples Hong Kong, Singapore, Bahamas. 

(e) Enterprise Zone 

Function Enterprise zones support the incubation of small, localbusiness anterprises in distressed urban areas. 

Physical area Size varies from several city blocks to several km 
square; they can be an entire town. 

Location 
Usually enterprise zones are located in a densely populated urban area; howve, they also can be in a village or rural 
area. 

Facility Facilities include rehabiliated existing buildings andnew construction. 
Facilities are used for indigenous handicraft/
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artisan industries, and light manufacturing. Occasionally build
ings are used for shops, restaurants, technical services, and
 
light conircial purposes.
 

Infrastructure May require rehabilitation or expansion of
 
existing infrastructure, focusing on public transport, eliminating
 
health and safety hazards in street paving, lighting, water supply
 
and waste disposal. Alternate energy tech options.
 

Examples Hong Kong, Singapore.
 

(f) Technology Devel.opment Zone (Evolutionary Model)
 

Function These zones support the technical growth of a host
 
nation in a center for high-techology industries, research and
 
development activities, and technical/vocational training. Zones
 
are an international technology "showcase".
 

Physical area Size can encompass up to 2 km square.
 

Location Optimal location is adjacent to and interrelated with a
 
major technical and industrial urban area and close to major
 
transport hubs.
 

Facility Buildings may be single or multi-purpose plants.
 
Buildings uses include high technology production ar-I processing;
 
research and development; education; and public demonstration and
 
conferences. Usually the zone's main campus has 33 percent to 50
 
percent open land. Additional peripheral open land is used for
 
demonstration and teaching in advanced technologies; wind and
 
solar energy; forestry; and other similar uses.
 

Infrastructure Sites need excellent drainage and flood control.
 
Utility requirements are similar t, an industrial park. Emphasis 
is oi global and local comunication links, e.g. microwave and 
opti. LAN. 

Example Taiwan.
 

The site selection team must choose the preferred zone profile and
 
commit that choice to the planning process.
 

3. Conduct the Site Search
 

Steps in t-his process include the following activities:
 

(a) Select Initial Candidate Sites
 

First, identify potential sites that generally fit the proposed zone
 
format. The search viewxint may range from a choice among regions to a
 
choice among locations in one city. The number of considered sites should 
range from 5 to 10. This number. of sites ensiLres an adequate comparison 
basis, while keeping time and cost within limits. 
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(b) Build a Preliminary Data Base 

The site selection team builds an economic and physical F1anning
preliminary data base. 
Economic and physical aspects are discussed in the
 
annexes.
 

-Economic 
Data Base. The site selection team consultants on economic
factors prepare a computer and manual economic data base, using a
manual review of documents, computer searches, consultant input, and 
field research. 

-- Physical Data Base. The physical planning contractor and consultants 
prepare a data base aphysical that includes study of ecological, 
energy and environmental factors; geographic information studies; all
 
architecture and engineering sti dies.
 

(c) Prepare a Preliminary (Conceptual) Zone Master Plan 

Direct consultants to prepare a preliminary zone master plan before
evaluating possible sites. The plan outlines zone development in phasedsteps on timeline of up 25 years. The plan isa to based upon the findings
of the market study regarding absorption rates and tenant physical needs.
Then judge potential sites on their goodness-of-fit to this development 
pattern. 

(d) Select and Analyze the Final Candidate Sites
 

At the end of the preliminary search phase, the major consultants

evaluate all sites and develop reconendations about each. The site

selection team then narrows the search to two or three final candidate
 
sites. Subsequent steps include:
 

-Schematic Master Plans 
The economic and physical planners prepare
br'ief, preliminary plans that apply the framework of the conceptual
plan to the specific conditions of each competing site. 

-Preliminary Architecture and Engineering Program: The physicalplanning contractor prepares Lhis program for each site. Based on the 
master plan, this program lists required building facilities, site 
development work, and infrastructure development work.
 

-Preliminary Cost Estimates: 
 The cost analysis consultant prepares a
cost estimate for physical development and construction for each of the

final potential sites. 
 The estimate is based on the preliminary

architecture and engineering program.
 

--Local Liaison and Involvement: During the final selection period,

the zone developer-and the site selection team conduct a program of

local liaison and involvement at each site. 
 The purpose of the local
 program is the following: elicit the cooperation of local officials;
assist in making any needed zoning changes; encourage commitments and
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proposals by the host country for the project; and inform and involve 
the local population and potential zone employees. 

--Site Criteria Refinement: Prior to the final evaluation, the site
 
decision criteria ate updated and refined to reflect information
 
developed during the search period. The site selection team also
 
revise the priority weighting at this time.
 

(e) Select the Export Processing Zone Site
 

If th, preparatory steps have been thorough, the best site will emerge 
from the analysis. Once the site is selected, the site selection team is 
disbanded. The zone developer and the other principals begin the physical 
and financial pianning. 

B. Perform Physical Planning
 

The creative efforts of the architect have a direct bering on a zone's 
vitality. The long-range success and growth of the zone only can be assured 
by creating a thorough and useful physical design.
 

1. Complete Pre-Planning Activities
 

Several organizational steps must be completed before planning contract 
work begins. The care taken in administrative pre-planning pays dividends 
in success and efficiency for the entire planning process. 

(a) Choose the Zone Physical Planning Contractor
 

Choose the planning contractor for the proposed zone early in the 
project because the planner's input affects the character and economic
 
viability of the project. The zone developer must choose among planning
 
formats that range from many separate consultants to complete service by one
 
firm. The best alternative depends on the particular circumstance of each 
zone project. 

--Architect/Engineer. In this option, all physical planning work is
 
done by an Architecture and Engineering firm (A/E). Auxiliary
 
consultants are used as sub-contractors, either by the A/E firm or by
 
the developer. By using a leading A/E firm, the developer ensures
 
excellent design quality and the protection of an independent, pro
client viewpoint about construction costs, quality and correctness.
 

--Plannino Group In this option a multi-service planning group
 
coordinates key functions such as: architectural design; civil,
 
mechanical and electrical engineering; urban and regional planning;
 
geologic analysis; and so forth. Such firms offer thorough supervision
 
services and other types of client representation but usually do not
 
engage in construction.
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-Planning/Construction Group 
In this option a major firm performs

both planning and construction. These very large firms take over the

entire contractual responsibility for a zone project, frm preliminary

design to final operating inspection. They can carry out almost all
 
required tasks for zone planning and construction.
 

(b) Create a Planning Team
 

As soon as the planning contractor is chosen, the firm creates a zone
 
planning team, and function as its leader. 
Each major pwining field is
 
represented-architecture, engineering, cost control and project management.

Decisions are nmide at periodic meetings of the team.
 

(c) Complete the Planning Procedure Document
 

An early task of the planning team is to create a planning procedure

document. It is a short list of al1 planninq steps; it guides the
 
activities of the planning team and the zone principals.
 

2. Carry Out Preliminary Planning
 

Preliminary planning covers all planning work done up to the selection
of a single zone architectural design, the approval of a preliminary master

plan, and the completion of a preliminary cost estimate, this modestly

budgeted study is critically important because it
can help zone developers

to avoid costly mistakes later in the project. The steps in the process

include the following activities:
 

(a) Conduct research steps
 

Physical planning research is less expensive per data item, quicker,
and more comprehensive due to advances in computeis and telecommunications.
 

Zone planners need information that is accurate, current and in-depth.
The data is obtained in three ways: 
 derived from zone project information
supplied by the developer; compiled as an accumulation of project data by

the planning contractor; or gathered through site data collection visits by

the planning team.
 

Site research visits are an important part of the planning process.

Planners and experts in the various technical fields, should work together

as a field team to collect the information. Local technical consultants can

also be employed if needed. 
The collected data is documented by various

methods such as, field notes, computer data entry, photographs, physical

samples, the completion of inventory forms and formal written reports.

Given the rise in technological possibilities brought on by the increased
 use of computers and other advanced engineering tools, one should be aware
of new surveying techniques being developed and tested.
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(b) Complete the Preliminary A/E Program 

While evaluating potential sites, the plaiLning contractor and planning
teant prepare a non-site-specific preliminary architecture/engineering
prograi based on site data. Thi! document outlines the Phase One physical
developiik*nt plan, although further phases might also be summarized. Site
srecific applications of this program should be prepared for each of the
final potential sites. An outline of the items covered in the A/E program

is included in the Annexes.
 

(c) Obtain a Preliminary Cost Estimate
 

Tle preliminary cost estimate covers the expected cost of zone physical
construction and related consulting costs, such as planning and
scientific/technical services. Include a detailed analysis of the first 
construction phase and a general analysis of future phases. 
 Th preliminary

estimate is extremely important t-r analyzing the cost feasibility of the
 
entire project; it must be both accurate and thorough.
 

(d) Review Preliminary Plans
 

Next, review work to date, perhaps during the final site selection
 
process. Then evaluate the entire design proposal in terms of design

quality, cost feasibility, market attractiveness and compatibility with the

nation's development plans. The evaluation will result in one of the

following decisions: a) drop the project as not feasible; b) continue the
 
project as planned; 
or c) continue the project with revisions. If the
 
decision is to continue, begin the final planning stage.
 

3. Complete Final Planning
 

(a)Use Databases
 

Modern design firms use databases. Computer-based data collections
 
provide access to and cross referencing of economic and physical

information. 
Often planning firms also use technical databases of building

codes and standa-f1s; structural systems; building products and materials;
urban and regional planning; and operating systems. 

(b) Maintain Cost Control
 

During the physical planning phase, the responsibility for holding
fut ure construction costs within -lie budget rests largely on the planning
firm. There are several planning practices that will help to maintain the 
required cost control:
 

Speed. Rapid completion of plans is essential in an inflationary

period. 
Cost rises can nullify planning economies.
 

Adequate study. There must be adequate site information and 
thorough consideration of economical design alternatives.
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Information flow. During the planning process, there should be a 
continuous flow of information on costs aid technical facts among 
the project designers and the firms under consideration as the 
future builders and vendors. 

Competitive bidding. Statistical studies show that competitive 
bidding almost always results in lower construction costs.
 

(c) Complete Final Plan Documents
 

Next, the planning contractor produces the final planning docunents. 
These documents are used to establish the construction costs. They contain
 
the instructions for all construction work. Final plan documents for a
 
major project contain the following elements:
 

Site data. Legal information; technical and geographic maps;
 
photographs, technical reports; etc.
 

Construction drawings. Civil engineering details; infrastructure
 
plans; landscape plan; structural engineering details; buildin.
 
details; electrical, mechanical and plumbing systems; schedules of
 
finish work; etc.
 

Construction specifications. Written instructions for all
 
construction work, by standard trade categories. 

(d) Complete the Zone Master Plan 

Working jointly with the developer and the planners in the other major 
fields -- economics, finance, marketing, technology, and law -- the physical 
planner completes the zone master plan. This is a comprehensive document 
that describes in text and pictures all zone development phases for the 
foreseeable future. It covers all major aspects of the zone: physical 
facilities, operation and administration; growth phases; and incorporation 
in economic programs of the government and world organizations. 

(e) Provide Presentation Aids 

The contract should specify that the planning contractor provides all
 
presentation aids as required for agency review, meetings with lenders, zone 
marketing and public information. These aids can include: models, 
illustrations, photographs and slides; charts, leaflets and brochures; and 
newspaper and magazine advertisements. 

(f) Obtain the Final Cost Estimate
 

The developer must obtain a final cost estimate based on the final 
physical plans. The estimate can he provided by the planner, the genera] 
contractor or an outside consultant. An accurate final estimate iscrucial 
as a basis for funding and as a confidential comparison check on the 

III-10
 



- Free Zone Guidebook 

validity of bid prices.
 

(g) Coordinate Bidding by General Contractors
 

Custoxari]y, the planning firm coordinates bidding by general
 
contractors on zone construction. It specifies the bidding time and the bid
 
presentation form. It assist the developer in evaluating and selecting
 
among bidders.
 

4. Provide Construction Supervision
 

The developer specifies who will carry out construction supervision.
 
Generally, the A/E firm that developed the detailed design, working as the
 
owner's representative, also supervises both the contract negotiations with
 
civil works contractors and construction in the field. An alternative
 
approach to supervision is to form a zone supervision team. The team is
 
headed by an impartial supervisor and includes representatives of the
 
planning team -- the government, the zone administration, the funding
 
agency, the international sponsoring agency, and so forth.
 

5. Update Planning for Zone Growth
 

(a) Plan Services For the Zone Administration
 

Free zones are permanent entities; therefore they require long-term
 
planning. At a given point, planning responsibility shifts from the
 
developer to the zone administration. The change-over usually occurs during
 
the Phase One construction. If the planninc3 firm's work is satisfactory,
 
often it is retained for future planning be&cause of its familiarity with the
 
project.
 

(b) Plan Services For Zone Tenants and Owners
 

As zone occupancy increases, design services for zone users mount.
 
Needs include plans for standard factory structures for lease or sale as
 
well as plans for custom-designed structures. 

(c) Modify the Master Plan 

As the zone proceeds through its developnent phases, the master plan
 
periodically requires revisions, additions and completion. Advice from the
 
original developer, planning team and contractor is helpful to maintain the
 
intent and continuity of the plan as the new increments unfold.
 

6. Maintain Zone Design and Appearance
 

One of the zone's greatest assets is its physical appearance. The
 
planners are responsible for providing an appealing visual setting in the
 
original design. Once construction of Phase One begins, the zone
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administration must ensure control of the zone's appearance by:
 

Land use controls. Strict adherence to protective land use
 
controls is helpful in zone ii-aintenance. This includes vigilance 
against undesirable adjacent development.
 

Deed covenants. The use of deed covenants and restrictions is an
 
enforceable means of obtaining conformity to architectural and
 
landscape quality control standards by tenants and owners. Such
 
controls cover building ;tyle, colors, materials, signs, parking, 
landscapxe maintenance, sf tbacks, etc.
 

Maintenance. Careful maintenance by the zone staff of the
 
overall facility -- landscaping, streets and sidewalks, exterior
 
lighting, painting, and pronpt repair work -- is a wise investment
 
of zone resources. It attracts and keeps occupants.
 

C. Perform Financial Planning
 

1. Define Financial Objective and Constraints 

Financial perfornance is determined by the price charged for land,
 
buildings and services for both privately and publicly developed free zones.
 
Pricing policies of financially successful projects reflect all costs
 
incurred in planning, execution and operation. Costs include preinvestment

studies, debt service obligations, maintenance and promotion expenditures
and a reasonable return on invested capital. When all costs are reflected 
in the pricing policies, the free one project can achieve bankable status. 

In general, public sector projocts regard profitability as a secondary
 
objective to generating employment, increasing foreign exchange earnings,
stimulating re<ional development, encouragirq indusLrial decentralization, 
or requiring skills and technology. The rationale behind this approach is 
that reduced rental prices are necessary to attract investors to the free 
.one and that long-term economic benefits will offset financial losses. For
 
example, some Eastern Caribbean countries would be pleased to "give away"
 
factory space if it generated significait short-term employment.
 

For the profit-motivated private sector, industrial estate development 
income is realized in two ways: (1) capital gains from "speculation" in 
land sales and (2)as revenue from lease or sale of factory space. Land 
speculation, defined in this context as the acquisition of undeveloped land 
for the purpose of resale with or without inprovements, may be constrained 
in some LDCs if public land is deliberately priced below "market" levels in
 
order to restrain increases in land values in surrounding areas. In
 
instances where the public sector has neither restrained land value
 
appreciation nor legally prohibited speculation, resale of developed or
 
undeveloped industrial land can gererate- substantial capital gains.
 

The second source of profits for industrial developers is income from
 
the lease or rental of factory space. Profitability is tied directly to the
 
ability to increase rental rates, at intervals and in parallel with
 
escalating land values and building pricos.
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Free zone economies of scale also can be critical to profitability. If
 
infrastructure costs are high, due to increasing the water or electrical
 
supply, for example, then thie ability to earn a reasonable return on the
 
investment will be determined in pa):t by the overall size of the project.
 

2. Acquire Necessary Information
 

%a) Capital Cost Information
 

Estii.Le capital costs only after a specific site has been selected and 
preliminary data has been obtained from the feasibility study. As a 
general rule, infrastructure and infrastructure-related land acquisition 
costs represent 15 -20 percent cf the total infrastructure cost of the free 
zone project. However, if large infrastructure improvements like additional 
power or water are necessary, then infrastructure costs may well exceed 15 
20 percent. 

The superstructure, standard factory buildings, may be built of
 
structural steel, cement and masonry, or a combination of both. They are
 
the major cost item of most free zone projects. For planning purposes, the
 
1984 construction costs including all surveying and engineering designs
 
varied from US$20 - 30 per square foot. 

(b) Operating Fqenses
 

Operating expenses include salaries for free zone management and staff 
plus costs for maintenance, insurance, promotion, and plus general overhead. 
In nost public sector free zone projects, operating expenses -- particularly
staffing -- tend to be excessive. Even in small and medium-sized zones 
where a managcment team of two or three professionals and support staff is 
adecquate, prorotional activities such as professional fees, travel and
 
presentation materials may be expensive. Pronmtional budgets for public free
 
zone projects have cost aq much as US$1 million per year the Philippines and
 
Sri Lanka. Promotional expenses for private projects rarely approach the
 
cost levels of public sector projects even though they may be costly in the
 
early development years.
 

Insurance and maintenance can be considered fixed operating costs. 
Derending on the lease agreement, maintenance costs generally amount to one 
percent of the total cost of the project per year during the first five 
years of the project and two percent thereafter. Insurance costs make up 
one to two percent of the total cost of the project. However, if the 
project involves foreign participation, additional insurance to protect the 
investor against. expropriation may be required; this insurance costs an
 
additional one percent of the total cost of the project per year. 

(c) Absorption Rates
 

Market demand forecasting is an imprecise "science"; free zone
 
planners have learned not to undertake costly studies while attempting to 
predict the unpredictable. The best mechanism to assure that investment
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parallels demand is to plan the construction progrm in phases, each phase 
corresponds to a fraction, perhaps 20 to 25 percent, of the potential 
market; thus, capital costs do not greatly exceed the market. However. if 

phased construction is to maintain effectively a balance between supply and 

demand, the exeecuting agency must react rapidly to unexpected surges in 
access to stand-by financial and technical resources.demand. This entails 

In generalr planning a phased program for development of a free zone 

should reflect findings of the market study on target industries and 
absorption rates. Interviews conducted in the market study of candidate
 

firm- coupled with an analysis of existing or pending applications for space 
in coripetitive zones provide needed input for planning initial phases. 

An alternative to including costs of pre-built standard factory 
buildings in project costs is to provide developed land and infrastructure 
to investors who build factories for their own use. Whereas this 
alternative alleviat-.s the need to use the zone's scarce resources to 
construct factory space, only a limited number of firms will make a long
term comnitment by constructing factory Luildings for their own use. 
Therefore, the availability of some standard factory buildinigs is 
advisable.
 

3. Prepare Financial Statements 

(a) The Package 

The purpose of preparing pro forma financial statenents is to predict
 
the short and long term cost of establishing and operating a free zone.
 

Finalncial statemenLs should include income cash flow and balance sheet
 

tabulations for a 20 year project life in both current and constant prices. 
Income staterents are based on projected revenue and costs. Cash flow 
statements provide the basic data for calculating the internal rate of 
return. The internal rate of return (IPBR) calculations, or the discount 
rate which reduces the cost and benefit streams to equal net present values, 
assist financial institutions to evaluate credit applications. Private
 

sector projects place less emphasis on IPR indicators, but sophisticated 
private investors are learning to rely on the methodology in tlheir decision
making. Most private incust-rial developers prepare statements indicating 
the return on equi ty and the paybick period. 

Real estate developers usually seek a .minimum annual return on equity
 
of 20 percent with a 5-year maximum payback period. If a project entails
 

and a 3- to 4-yearabove-normal risk, a 25 -33 percent- return on investment 

payback pericd may be set as the i-nvest,nt objective.
 

(b) The Element of Risk: Sensitivity Analysis
 

The purpose of conducthnjg a sensitivitiy analysis is to indicate the 
potential risk of the pro]ect, for eLaple, the financial drain on the host 
country or private developer if absorption rates prove lower than expex<cted 
or if investment costs exceed t:he original predictions. Conversely, a 
sensitivity analysis also indicates thie financial consequences of a "best 
case" scenario, such as increased revenue. 
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4. Determine Rental Rates 

(a) Fixed Cost Method
 

To achieve financial viability, base rental on the principle of cost
 
recovery. This principle is defined as the rental charge necessary to
 
assure capital recovery. It includes an adequate return on investment after
realizing administrative, debt service, maintenance, promotion and other 
operating costs in constant terms. More specifically, cost recovery is 
realized when net revenue (net income plus depreciation) during the
amortization pericd or assumed life of the project (20 years) is equal to 
the net present value of the capital invested. The discount rate that 
yields this equivalency should be no less than the opportunity cost of 
capital in the host country. When calculations are made n constant prices
(real terms), the results can be converted to current terms by adding the 

assumed rate of inflation to the constant term IRR or discount rate. 

An exception to the fixed-price lease system freq-ently is made during
the operating phase of a free zone development. In the interest of 
attracting "pioneer" tenants, zone developers may offer individually
negotiated, discounted rental rates to the first applicants. Once the first 
few tenants have operated successfully in the zone, however, pricing policy
should move in the direction of cost recovery principles. 

(b) Auction 

Another approach to setting lease prices is auctioning leases to high

bidders. This policy has been implemented most fully in the free port of
 
Hong Kong, where the government offers limited-term leases of "Crown Lands"
 
(public lands) at auction. This policy has two advantages for maximizing
financial return from a free zone project. First it insures that the price
s(t. for leases in the initial sale will be at market-clearing level, thereby
overcoming the problem of a slow initial absorption rate. Second, it
 
enables the zone developer to reap the largest possible windfall from
 
increases in land values as zone development proceeds. From the standpoint
of a financial planner, however, the policy of auction-set prices has the 
disadvantage of making it difficult to estirate accurately the zone's 
revenue stream. 

D. Establish the Zone Development Group
 

Most EPZs are public-private partnerships. Even when industries 
initiate or finance a zone, national and regional economic development
policies always are involved. For example, even when an industry commits 
the zone development capital, the host c :untry ultimately commits land and 
resources for infrastructure. Moreover, government officials always have a 
stake in the fortunes of the EPZ because of its impact on their overall 
economic development policy even when the venture is totally private. 
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1. Decide on Organization 

(a) General Information 

Often EPZ development is stimulated by national policymakers who
address national, regional, and local economic interests theyas move to 
create jobs, increase trade and earn foreign exchange. In such cases formal

responsibility for the project is conveyed to a zone authority that receives
funding from the central government. Depending on the orientation of the 
governments involved, the control either may be assumed by a public
corporation with an appointed board of directors or may be placed in a 
division of an existing government agency.
 

Whatever form the authority takes, responsibility for zone construction 
and operation usually is delegated to a management team. Team members are
either agents of the government or private operators with special expertise
in EPZs o-.industrial estates. Under the best circumstances, private zone
 
managers work together with government officials to devise a strategy that 
will earn the most revenue in land sales and leases and will realize 
national employment goals or regional development interests.
 

Within the parameters of zone management outlined by the central 
government, the actual management structure may take a number of forms. If
the government opts for tight control it may delegate authority to a general 
manager and a set of administrators who have equal power and responsibility
and who oversee financing, planning, customs or personnel. Authority also 
may emanate from zone authority members who head individual agencies like
labor or trade and who direct the activities of zone personnel falling under 
their department. 

The lines of authority often reflect the central yovernment's

priorities. In the organizational structure of the Shannon Free Zone, for 
example, planning and promotion are combined in a single zone office and
 
given equal priority with physical operation, finance and administration.
 
In the Bataan EPZ Authority (Philippines), administrators dealing with
 
operation and administration take orders from a head administrator and
 
delegate planning, finance, engineering and personnel matters as subordinate 
functions.
 

(b) Advantages and Disadvantages of Private Administration
 

Regardless of the mix of private and public involvenent in the zone
 
management, the central government may choose to operate the zone as an
economic development strategy rather than a for-profit venture. This may 
occur when policymakers incorporate the zone policy into a national and/or
regional economic development strategy. Governments may view the EPZ as a
"loss leader" in a larger scheme to attract foreign investment and reach a 
threshold of technology transfer as occurred in South Korea and Taiwan.
Another strategy emphasizes regional development resources such as
agricultural produce or minerals, through value-adding prcx--essing and 
export. In other instances, government E-PZ development goals may be to draw 
the population away from a congested urban area to other areas as in the
 
successful Bataan Free Zone in the Philippines. Under such circumstances 
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capital cost recovery may not be achievable but the national interest still
 
might be served. 

Once te zone proves effective as a national initiative, the central
government may expect the zone to support itself financially. This

objective can be difficult to achieve if zone managements establish or
reinforce operating inefficiently and at a loss. 
 Not only might it be
difficult to change operating procedures, but also it may be difficult to
readjust land development costs and lease rates to reflect realistic costs.
 

2. Staff the Effort
 

(a) Public Sector Involvement
 

Many successful zones use flexible staffing strategies. Specifically,

the management team is formed to allow for phasing out early functions like
planning, development and construction. As the zone begins to take physical
shape, additional personnel 
are directed toward promotional and
administrative duties. 
Planning, construction and engineering may even be
contracted to outside specialists who are neither part of the government nor
permanent parts of the management team.
 

(b) Coordination With Private Developers
 

Alterations in management and admii._strative procedures also may become
 necessary as the government's expectations for the zone change. 
In fact,
after the initial purposes for the zone have been served, the central
government may favor turning over administrative responsibilities to parties
with a stake in earning a profit--private entrepreneurs. 
 Private operators
tend to be more efficient than public managers; cost/benefit ratios improve;
facilities are better maintained; promotion is 
more aggressive; dealings
with customs officials is more businesslike; and paperwork is completed in a
 
more timely manner. 

Often a host government can strike an understanding with a private zone
management team. They might agree, for example, to recruit most vigorouslylabor-intensive businesses than capital-intensive firms because the economicbenefits from high technology companies are less readily transferred to the
loal conuiunity. With government input, a private operator can run the zoneproject in a financially sound manner, holding waste and inefficiency to a

minimum. 

Even when the zone authority and the management team agree that the EPZeventually should make a profit, the authority may preclude that possibility
by establishing unrealistic lease or sale policies. 
In their eag,._ness to
recruit businesses of any kind to occupy the zone, the zone authoiity may
agree (formally or informally) to occupancy terms that are unreasonably low.Once discounted leases become the norm, zone operators find it difficult to
adjust rates to reflect actual operating costs.
 

In summary, the focus of zone management will change in the course ofzone development and should reflect both the short- and long-term priorities
of the zone in the following manner: 
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- Phase I management structure is oriented tow: d planning, engineering,
construction and recruiting. Many of these early functions will be 
performed by short-term zone personnel or outside s[ecialists. In this 
phase, most zone operatives may be public servants, such as employment
and training officials charged with meeting priority goveinment
 
objectives.
 

- Phase II management should be more profit-motivated, businesslike and 
efficient to offer clients a smoothly run industrial estate. Zone 
management, whether public or private, should stress dependable
services and a profitable environment as selling points to prospective
clients rather than attempting to attract businesses through extremely
low lease rates.
 

The initial zone incentives package should highlight tax and regulatory

relief, a trained workforce at favorable wage rates and first-rate, well
designed industrial sites available at competitive prices. Although at this 
stage management may choose to proceed carefully in recruiting initial zone 
users, as the zone approaches a take-off level of growth, management focus 
should shift toward a cost-effective operation. 

E. Raise Capital 

1. Prepare Business Prospectus 

Prepare a comprehensive project analysis to approach either a private
commercial bank or an international development organization for financing.
The key elements of this "business prospectus" as summarized from the 
feasibility study includes project description; capital cost, construction 
schedule; financing plan; financial projections and organization and 
management.
 

Comprehensive project description. The description includes a brief
 
overview of the proposed project, followed by a detailed description of
 
land preparation, road development, utility requirements, building

description and pattern of land usage. Site plans and preliminary

engineering designs also are included.
 

Capital Cost and Construction Schedule. Capital cost information,

calculated both inconstant and current terms, should be derived from a
 
unit cost analysis for infrastructure and superstructure. The
 
construction schedule provides information concerning the projected

time frame for investment expenditure.
 

Financing Plan. The financing plan indicates debt/equity ratio 
and expected sources of both. 

Financial Projections. The key elenents of this forecast include 
revenue projections, income and cash flow forecasts, internal rate of
 
return calculations, return on equity and pay-back period and risk
 
analysis. Also, if the prospectusd is prepared for international
 
lending organizations, a detailed economic cost/benefit analysis should
 
be included.
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Organization and Management. Institutional framework and management 
responsibilities, procurement and other administrative guidelines must 
be described. 

2. Investigate Sources of Capital
 

The sources of capital for free zone projects are private sector
 
equity, multilateral and bilateral institutions and public sector equity.
 

(a) Private Sector Equity
 

Private sector involvement in free zone development has occurred in at 
least seven LDCs--Dominicari Republic, Mauritius, Mexico, Bah-amas, 
Philippines, Haiti, and Malaysia. In these countries the private sector has 
developed successful proje<~u and realized a financial return on investment 

through the policy of economic pricing. Most often, the economic benefits 
that accrue to the host government, generating employment and increasing 
foreign exchange and investment, have been achieved without the financial 
drain on the iesources of the country.
 

At times, private sector involvement may take the form of a joint
 

venture with the government to reduce the initial capital cutlays required.
 
This structure places no burden on the government's cash flow and generally 
assures i moie equitable distribution of future benefits. Other forms of
 
private sector involvement include management and promotion of free zones.
 

In general, priv.ite sector inoa L_-ial real estate projects are highly 
leveraged. The debt/equity ratio could be as high as 80:20, but 60 percent
 

debt financing is more comon. Sources f'or financing the debt portion of 
the project include kanks that usually are based in indust-ialized countries 
rather than 1JLCs due to the market interest rate and availability of long
term financing. However, recently, regional development banks with 
financing from international organizations have made funds available to the 
private sector.
 

(b) Multilateral Assistance and Bilateral Sources 

Several international development agencies Ccourage the use of free 
zones to pronote ex.port-oriented industi ialization and to stimulate 
indigenous entreprerieurship. Involvenx .rit ranges from financing feasibility 
studies and providing technical assistance to financing the project itself. 
The World Bank, the priimary source of long-tcm development funds for free 
zone projcr-ts, has financed 7 EPZ projects anui 12 industrial estate projects 
with EPZ features. The Europe-an Development Fund, Canada International 
Development Assistance, Inter American Development Bank and United States 
Agency for International Development also have supported free zone 
developme.nt in the CaribLe an, Central America and South America. The scope 
of funding frcn these agencies ranges from providing long-term development 
funds JA-or elcw maruket rate to grant assistance for construction of 
factory shells and infrastructure requirements. 
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(c) Public Sector Investment 

Public Sector funds are another alternative for financing free zone
investments. Almost all free zones enjoy public sector capital in the form

of land and infrastructure. Although some LDCs have not chosen this option

due to the resource scarcity, notable exceptions have been the Katanayake

Free Zone in Sri Lanka and the Bataan Free Zone in the Philippines. Both

projects involve large infrastructure expenditures that enhanced regional

development as well as the free zone project.
 

F. Design And Implement Marketing Efforts 

1. Define the Marketing Concept
 

AccordLig to Philip Kotler in Marketing Managewant, the marketing

concept is "a mnagement orientation that holds that the key task of the
 
organization is to determine the needs, wants 
and values of a target market 
and to adapt the organization to delivering the desired satisfactions more
 
effectively and efficiently than its competitors". The underlying premises

of the marketing concept are as follows: 

- The organization conceives of its mission in terms of satisfying a
 
defined set of wants of a define- group of customers.
 

- The organization recognizes thafi satisfying wants requires an active
 
program of niarketing research 1: discover what they are.
 

-
The organization recognizes that all organizational activities that
 
affect the customer must confor to the overall marketing strategy.
 

- The organization believes that doing a good job of satisfying the
 
customer wins their loyalty, repeat business and favorable recommend
ations, all of which are crucial in satisfyirg the organization's goals.
 

A feasibility study is the first oppT'7tunity for a commur.uty or 
developer to put the marketing concept to wc'rk. However, exercise caution 
when assessing market demand for zone facilities. General statements of
 
support from local industry or indications of interest from multinational
 
corporations alone do not constitute justification for a zone. The proposed

zone project must be evaluated in a straight-forward manner based on
qualified responses to zone demand and empirical data. 

2. The Target Industry Approach 

The marketing process first defines the specific product to be
marketed. Answers must be developed to questions like, what are the
strengths and weaknesses of the proposed zone? What are the unique
characteristics that you have to offer prospective tenants? 
What are the

markets like for users of the zones? For what services are users looking? 

The goal of a target industry survey is to identify specific companies
that, if located within the proposed zone satisfy corporate objectives 
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(i.e. lower production and distribution costs, secure favorable competitive
position) and will most benefit the country, its residents and its local
 
economy.
 

Based on the review of industrial locator models, the most adaptable

methodology for identifying target industries was developed by Midwest
 
Research Institute (MRI) in the early 1970s. The methodology is briefly

outlined below and discussed in detail in the Annexes.
 

The first step in the process is to develop a data base of prospective

industries. This information resource pool identifies industries of
 
interest Lu the zone. Next, match characteristics of the potential
industries to local needs. For example, if a zone is located in an area

with a large educated work force in need of employment, a high technology
enterprise would be better suited to the local environment than a low-skill
 
garment manufacturing business. 

After targeting desired industries identify those businesses that might
relocate to the zone based on its locational characteristics, e.g. access 
to transportation, cost of raw materials, size and skill level of labor

force. After performing the locational analysis targeted industries suited
 
to both local goals and locational factors. 

Also consider the composition of the tariff schedules and trade
 
agreements that apply to zone industries. Refine the industry list by

matching agreements that offer tariff reductions 
on certain products with
 
the previously-cited industries that produce 
 those products. 

Finally, identify all major domestic and international companies that
 
operate in these industries along with types of products they manufacture,
their addresses, telephone and telex numbers, etc. This list can be
 
generated by a computer or manually constructed through cross-referencing. 

3. Marketing Activities
 

The impact of all marketing and promotional activities is relatively
small when compared to the other factors involved in the investment decision 
process. if the basic factors of production and business climate are not 
present and inviting, the most well-developed promotional program will not
 
entice new industrial activity. Avoid e:xaggerated expectations of the
 
power of investment promotion. 
 However, realize that government promotional

programs can reinforce attractive investnent incentives. 

This section outlines marketing activities and presents several low
cost strategies for implementinq an export processing zone marketing
program. The strategies are based upon techniques that have been successful 
for industrial development agencies particularly in less developed countries
 
and are discussed in detail in the Annexes.
 

(a) Developing Local Leads
 

The marketing of export processing zones in less developed or newly
developing countries begins in the country's governmental and business 
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community. It is necessary for the local business community to identify

domestic companies that, but for lack of car-Ital or marketing ability, could
 
produce for the export market. Once these ,u5ness, as well as prospective
 
entrepreneurs, are identified, they can be encc iraged to participate in the 
more favorable business climate in the export processing zone. 

It is of utmost importance that the host country build confidence 
throughout the business community. New industry's interest in the zone will 
be increased by improving local business.-governmental relations. The 
business community's economic development committee can activate marketing
 
efforts at relatively low cost.
 

(b)Marketing Through Advertising
 

Advertising can be very expensive. Because many free zone marketing
budgets are included within a larger, country-wide promotional effort, it is 
difficult to estimate the amount of money spent in zone advertising. How
ever, research indicates that adequate promotion of a new zone may cost well 
over $100,000 annually. When possible, general-audience advertising is more
 
cost effective when conducted jointly by several countries in a region

rather than by individual countries. Industry trade publications are an
 
effective advertising medium. Every segment of international industry has
 
trade publications that cater to the management and technical levels of
 
light manufacturing and assembly industries. These publications can be used 
to promote a specific "fit" of how a zone's special incentives and attri
butes serve a specific industry. 

Promotional materials have been sponsored individually or collectively 
by the zone developer, the government's department for industrial develop
ment, the country's chamber of commerce and other related organizations. 
The literature should describe the zone attributes truthfully in a simple
and sensible order. The purpose of the information is to inform, not just
impress. Specifically, it should 

- Be aimed at the selected industrial sector, such as textiles,
 
clothing, footwear and electronics;
 

- List by name existing firms operating in the country; 

- Use testimony of respected authorities to emphasize community 
attributes; 

- Outline the specific advantages or incentives that the zones and the
 
country have to offer;
 

- Be as current and as accurate as possible, and based on and/or cite 
unbiased sources and 

- Most importantly, must include clear references for obtaining 
further information.
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(c) Marketing Through Publicity
 

Publicity, in contrast to advertising, is inexpensive. In addition,
because r×eople tend to consider editorial content in the media more
trustworthy than in ads, publicity often gives a message greater credibility
than Fid advertising. 
Because of this credibility, every dollar devoted topublic relations and promotional activities can be worth up to three dollars 
spent oxn riid advertising. 

A major concern for most less developed countries' industrial
development efforts is that all publicity be favorable. 
Good publicity
should res.lt from using press releases, articles and interviews related to
developing zone success stories. 
 In addition, editors of trade publications
often are receptive to publishing articles submitted by local development

organizations.
 

(d) Industrial Development Professionals
 

Trained industrial development professionals are critical to successful
marketing. The industrial representative must be able to work independently, and be a highly motivated, private enterprise-oriented individual whohas business experience and excellent communication skills. Industrialdevelopment marketing relies upon the individual's ability to develop an open and sincere relationship with potential industrial clients. 
The day-today work of negotiations and data collection 
is what will lead to a
firm's location in a specific country. In addition to these skill
requiren*?nts, zone representative must be able to assist each prospective

company in estimating the cost and benefits of a location in a free trade
 
zone.
 

(e) Direct Mail and Telephone Contact
 

Research indicates that direct mail 
is not the most effective form of
marketing a zone; 
 free zone administrators report disappointing results
from such efforts. 
However, carefully thought out telephone calls can be an
effective first contact with a orospect because it provides immediate
feedback and a needed persona] ,v ity to the pronxtion effort. The bestmeans to use these techniques are outlined in the Annexes. 

(f) On-Site Marketing 

An effective tool for marketing a free zone is the establishment of an
on-site sales office. This is particularly effective when the zone is
located on or near a major highway or commercial/industrial area. 
Potential
users, developers, brokers and owners can drop by to obtain information
about the zone. 
Consider the following suggestions for on-site sales
 
offices:
 

- Choose a highly visible and accessible site for the trailer/office.
 

- Hire a full-time receptionist who is capable of obtaining the necessary information from the prospect when the industrial representative
is out of the office. The receptionist also can prepare the data sheet
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(portfolio) on each prospect so sales representatives can follow up.
 

- Have on hand a supply of business cards, brochures and flyers on the
 
zone and pictures.
 

- Choose a sales office trailer large enough to provide private meeting 
rooms that comfortably accommodate four to six people. 

G. Implement Zone Construction 

The physical construction of an export processing zone is extremely
important in the overall development process. In most cases, construction 
absorbs the largest part of the total zone budget. The host country and the
 
zone development group must Lunderstand the construction process, exercise 
firm control, and participate actively. The basic steps of the process are 
described below.
 

1. Prepare for Construction
 

(a) Creating a construction management program 

A carefully-drawn, realistic project management program is the most 
important factor in building project success. The management program sets 
down in graphic form all construction tasks on a time line. It is a brief
 
version that keeps the same main categories but eliminates details.
 
Further, it should use a broader time line, weeks or months instead of
 
days. It permits the previewing and monitoring of all aspects of the
 
construction process from basic logistical orientation to the coordination
 
of phased development. It is important because although the general 
contractor will complete project management procedures the zone developer
also rmst be involved in the supervision of the various construction program 
elements. 

(b) Complete Cost Estimates 

Before competitive bidding or other contractor selection processes
begin, the developer must have a firm cost estimate, based on the final plan
documents. The planning contractor provides all documents and specifica
tions needed to get accurate estimates. If estimates are calculated
 
accurately, they should fall within plus or minus 5 percent of the actual
 
contract cost.
 

(c) Obtaining Construction Funding
 

Construction funds normally are not released until completion of a con
tract that contains an explicit cost/expenditure schedule. Funds should be 
released incrementally by the lender to the builder upon receiving proof of 
satisfactory completion of each work phase. Funding may come from a local 
or international bank, investment firm, government agency, or a mix of 
sources. 
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(d) Comply With Construction Laws, Codes and Standards 

The developer must have the guarantee of the Planning Contractor and 
the General Contractor that all applicable construction codes and standards 
will be met. This assures that there will be no costly work stoppages or
 
delays because of code violations and ensuring the personal and financial
 
safety of the persons involved. 

Ic) Selecting the General Contractor
 

The three key selection issues for choosing the general contractor for 
zone construction are capability; national versus international operation;
 
and competitive bidding versus direct selection with contract negotiation. 
The first two issues often are resolved by hiring a major international firm 
as the responsible party and by specifying that the international firm work 
in close collaboration with local firms. Competitive bidding usually 
produces a lower stated price but creates concerns about quality and 
flexibility. Direct selection of the general contractor usually gives the 
client better project control and service but may carry a cost penalty. 

(f) Define the Construction Contract
 

The contract must be written specially for the project even when
 
General Contractor's standard contract form is included. The contract must
 
ensure the interests of the developer, the funding agency, the zone 
administrator and the zone tenants. Moreover, it must clarify critical
 
points like performance bonuses or errors; responsibility for sub-contracts;
 
and procedure for resolving disputes. In cases where foreign contractors
 
are retained, determine the language of performance in advance because if
 
legal disputes arise over the contract, a Spanish translation of an English
 
contract may not be accurate.
 

(g) Organize the Labor Force
 

Before construction startup, the developer must secure an adequate
 
local work force. Address basic elements such as housing, transport and
 
wage rates in the zone general plan. Also include a job training program as
 
part of a host government program, as a new program specifically connected 
to the zone, or as a combination of both.
 

(h) Establish the Logistic System
 

Complete a logistic system should be complete at the start of 
construction. logistics include everything needed to keep a construction
 
project operating --transportation, equipment, raw materials and building
 
components; temporary housing and offices; vehicle and equipment maintenance
 
and fuel supplies; and temporary electrical power. Logistic system
 
efficiency affects costs, schedules and overall project success.
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(i) Set up the Supervision System 

Since free zones usually involve several principal parties, the most
 
practical supervision option is a joint supervision team. The team should
 
be led by a Chief Supervisor who must be a licensed architect or engineer
 
with no connection to any of the agencies or business firms involved in the
 
zone. Team members also should be engineers or architects who represent one
 
or more of the principal parties.
 

Maintaii' under the guidance of tbe Chief Supervisor a project 
supervision office on or close to the construction site during the entire 
construction period. Conduct comprehensive inspections by the Supervision 
Team at least once a month and submit a joint report to the principals. 

2. Carry Out Construction Program 

(a) Energize the Work Base 

After the general contract is signed, a construction work base can be 
installed at or near the zone site. Use this work base to operate all of 
the logistical elements. International builders tend to set up highly
 
autonomous bases; local firms use similar work bases
 

(b) Complete Site Preparation
 

Site preparations proceed in three stages. First, cargo and transport 
facilities are improved. Initial site work also involves heavy engineering 
tasks like swamp drainage, area clearance, large scale cut and fill, and 
harbor dredging. Second, engineering addresses infrastructure such as: 
flood drain systems; power transmission lines; water supply and sewage 
disposal systems; and roadways. Third, finish grading is completed. In this 
stage, lots and zone facilities are prepared along with curbs, sidewalks, 
and street lighting. Foundation grading is completed for buildings and 
other structures that will be provided by the zone developer. Differences 
in natural conditions can cause great variation in site preparation time, 
cost and difficulty, so careful planning is extremely important. 

(c) Construct Physical Infrastructure 

Physical infrastructure includes the major public works needed to 
support human habitation and commerce such as waterways and harbors, dams, 
street and highway systems, airports, energy systems, flood control, water 
supply and sewage disposal, and communications. Because of the huge cost of 
public works in both time and money, a host nation prudently may choose to 
build an infrastructure system as part of a regional development plan and as 
a necessary condition for ti'e export processing zone. Timing is critical 
since public works construction often is slow and zone construction may be 
very rapid. 
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(d) Construct Zone Facilities
 

Typical facilities include an administration building, a zone trade
center, a maintenance building and a cargo transit terminal. Prepare zonelots for lease or sale in phased groups; include basic landscaping,
lighting, streets and walks, and utility access. In each phase, complete
several standard multi-purpose industrial buildings along with one or two
industry-specific structures. 
Facilities construction should be relatively
problem-free. 
Precise cost estimation allows use of advanced structural
technology; and shipping and erection are quick and simple with
prefabri _ated systems.
 

(e) Install Operating Systems
 

Operating systems are the electronic, electrical or mechanical systems,
the equipment; and the devices required for zone operations.plumbing; HVAC (heating-ventilating-air cooling) 
They include 

and lighting, securityalarms, cargo transport systems; cargo handling and storage systems; and
utilities and communications systems.
 

The subcontractor for each system installs it. 
 The General Contractor
coordinates installation of each system with all the related construction
trades and guarantees to the developer or zone administrator that all
systems are operating correctly until a specific date after the completion
of construction (typically 12 months).
 

(f) Provide Transport Systems
 

Free zones differ in 
zones are served 

their transport requirements and systems. Manyonly by truck; in this case,covered the structural needs areconcrete loading platforms with weight scales andOther adequate roads.zones located at airports require special air-freight terminals whereaircraft are directly loaded in large, covered, automated cargo transit
structures. 
 In many zones, rail sidings arebuildings. brought alongside tenants'Coastal or river-based zones provide docks andby a piers for the usespecific tenant or by all tenants.
 

Transport systems 
 involve heavy construction and often are very costlyand slow to build. At times, the renovation and extension of existing older
railway, canal or harbor systems way be a practical compromise between costand service.
 

(g) Conduct Post-Construction Inspections
 

In addition to ongoing supervision, the client must conduct a formalinspection of all completed work. 
When the work is acceptable insist that
the client give the general contractor a written statemen 
affirming that
the contract has been completed satisfactorily. The chief supervisor
schedules all post-construction inspections and provides the client withtechnical assistance. The supervision team provides a final report to allconcerned agencies upon the completion of each major construction phase.
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3. Access Construction Data Sources
 

Although zone construction contractors are expected to have all the
 
necessary expertise, zone developers must be knowledgeable about the
 
process. They require quick, easy access to crucial sources and to a 
distilled, correlated, easily assimilated database on free zone construction
 
methodology. 

(a) Locate Candidate Construction Firms
 

Developers and host nations may know the names of several major global 
construction firms but nmy not know firm specialties or limitations. 
References and suggestions will assist the client nation and the developer 
to locate and choose contractors. This safeguards the validity and success 
of their commitments. 

(b) Obtain Technical Assistance and Information 

The following technical information needs must be satisfied. 

Cost Analysis. Developiig nations and sponsoring agencies
 
increasingly will demand independent construction monitoring and 
cost control. U.S. construction firms rely heavily on published 
construction cost reports from 15 or more national sources as a
 
basis for estimating costs. Conversion factors permit adjusting
 
the costs around the world. One of the major commercial services 
is now available as a computer data base. Cost analysis data also
 
is available from government sources such as the U.S. Department
 
of Commerce and Defense branches or the U.S. Army Corps of
 
Engineers.
 

Construction management. Construction project management is 
emerging as an important branch of civil engineering. The last
 
two years have brought a great increase in computer-based project
 
management systems offered commercially by private corporations as
 
computer software and as short training courses. Computerizendc
 
work schedules, cost control systems and greatly improved
 
communications technology, promise great improvenent for
 
construction management in the future.
 

Building Technology. In all major nations, government agencies
 
conduct research and provide information on building technology.
 
Important government sources in the U.S. include: National Bureau
 
of Standards; National Technical Information Service; and HUD 
USER. The last two are computer/manual data base. The following
 
U.S. and inteinatir al independent organizations provide profes
sional level technical information: National Institute of
 
Building Sciences; Advisory Board on the Built Environment; and
 
International Council for Building Research, Studies and Documen
tation. Other helpful sources, are technical and professional
 
publications; universities; professional associations of archi
tects, engineers, and planners; and several United Nations
 
agencies.
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Job Training. As building technology advances, the training of

construction workers for zone projects becomes increasingly

important. 
Four sources for technical and vocational education
 
are host nation programs; global programs of the United Nations as
well 
as major nations acting umilaterally; global programs of

private corporations; and on-site programs of zone construction
 
firms. 
 The UN has many worldwide vocational programs. One of the
most successful is the ILO Center for training vocational teachers

and technical leaders at Torino, Italy. 
The U.S. offers international job training support through the National Center for
Research in Vocational Fducation, and through corporate programs

such as those of Singer Education Division and Control Data Cor
poration. 

4. Evaluate Construction Technology Trends
 

Adoption of the system analysis met-hod allows international builders to
produce building program models with great predictive accuracy. 
A second
trend is the increased use of computers in construction planning, cost
control and project management. Global satellite links are shorteningconstruction time by improving project communications. Laser surveyinstruments and computer controlled production of building tools andcomponents are creating higher measurement standards. Prefabricationmethods prevalent in industrialized nations are being widely usedconstruction in developing nations, 
in 

with an impact on labor needs that must 
be considered. 

Other aids to building efficiency are emerging in the areas of cargotransport methods, energy conservation and alternate systems, and long-range
weather prediction. 
The transfer of building technology--training workers
in host countries in advanced construction technoloqy and skills--remain un 
important area of concern. 
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- Annex I: Dominican Republic Free Zones Cases Study -

I. INTRkODUCTION
 

Free zone development in the Eominican Republic typifies economic
 
policy choices of emerging democracies in the Caribbean over the past 30
 

point to the most effective mix of public and private involvement 

years. The combination of the country's desire to establish business and 
trade ties with the West, and pressure on U.S. firms operating in the 
to adopt a social conscious resulted in iri vative, job creating zone 
projects. 

region 

Information gained from the Dominican experience with free zones may 
in zone

development. Specifically, the notable success recorded by the Santiago

industrial free zone indicates public sector investment in infrastructure
 
and private management of day-to-day operation produce optimal results. 

This case study presents a historical review and analysis of the devel
opment of industrial free zones in the Dominican Republic. Of the four 
industrial free zones in the Dominican Republic, the Santiago Free Zone is
featured because it stands out as an excellent model of free zone

development that can be used by developing countries. 

The study begins with an overview of the country's manufacturing and 
economic base. The process experienced by the country in the development of
the zones is then explored followed by an analysis of the factors identified 
as leading to the successful development of the zones. The study concludes
with recommendations for improvements in the zone-related econ'-mic develop
ment policies of the country.
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II. COUNTRY BACKGROUND
 

A. Location
 

The Dominican Republic occupies the eastern two-thirds of the island
 
Hispaniola in the Caribbean and is 18,712 square miles in size. 
The
 
remaining third of the island is occupied by Haiti, one of the Dominican 
Republic's major competitors for industrial clients.
 

B. Manufacturing and the Dominican Republic Economy 

Since the election of a Constitutional Government in 1966, the
 
Dominican Republic has made impressive progress in terms of institutional
 
stability and establishing a favorable climate for direct foreign

investment. This has been reflected in the high rate of economic growth. 
Gross Domestic Product (GDP) expanded at an average annual rate of growth of 
4 percent from 1978-81. Per capita income, expressed in US dollars, has
 
more than doubled in the period from 1970-80.
 

The Dominican Republic economy depends heavily on primary commodities. 
The country's main exports are sugar, gold, ferronickel, coffee, cacao and 
tobacco. In 1981, traditional exports accounted for 86 percent of the total 
US$1262 million in exports. Non-traditional, or light manufacturing exports
accounted for 12 percent in the same year. 

Primary commodities are expected to continue as the mainstay of the
 
economy for the foreseeable future, but are severely constrained by world
 
market demand. Non-traditional manufactured goods are the dominant growth

sector in the economy, yet they are not expected to provide the basis for
 
growth that was enjoyed in the 1970s. Additionally, industrialization based 
on import substitution of consumer durables has also reached its peak and 
has been declining since 1978.
 

C. Zones Profiles
 

Recognizing its export dependence on primary commodities and thus its 
sensitivity to world demand, the Government of the Dominican Republic
authorized free zones when it approved the Industrial Incentive Law in 1968.
 
Industrial free zones were established as a means of creating new job op
portunities, improving the balance of trade and transferring technology. 

Approximately $23.-/ million to date has been invested by both the 
private anid public sector for site preparation, infrastructure development 
and construction of standard factory buildings in zones located at La
 
Romana, San Pedro de Macoris, Santiago and Puerto Plata. The successful 
implementation of the existing zones stimulated the request by representa
tives of several communities for additional zones in Barahona, Bani, Azua 
and El Seybo, San Francisco de Macoris, Higuey and La Vega. (For the status 
of each of these, see Section VII, Future Zone Development.)
 

The government offers zone users 100 percent exemption from corporate
income tax; import duties on machinery, plant and equipment; and import 
duties on raw materials and semi-finished products for periods ranging from 
12 to 20 years. American industries operating in the zones benefit from the 
special tariff provision 807 which bases tariffs solely on the value added 
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to the finished product re-imported to the U.S. by that company.
Additionally, the Caribbean Basin Initiative (CBI) is e-xpected to attract 
new investments to help diversify the economic base.
 

With the exception of the sugar industry, no other sector of the
 
Dominican economy contributes as much as the zones to increases in jobs,

value of salaries earned and foreign exchange earned. In 1983 approximately

89 companies operated in the zones, employing close to 19,000 people; value 
of salaries earned exceeded US$35 million; and foreign exchange earned
 
topped $51 million. Significant technology transfer has been more difficult 
to achieve because activities in the zones are the simplified portions of
 
the production process delegated to offshore sites.
 

Of the three forms of zone management used by the Dominican zones, i.e. 
public, private, and private-nonprofit, the private-nonprofit management of
Santiago and Puerto Plata is viewed as the most effective and successful 
management. The public ownership of the San Pedro de Macoris zone has 
registeied management limitations, specifically regarding land preparation
and building development skills. Additionaily, there is undue bureaucratic 
procedures imposed by the public-nature of the management. 

Research performed for this study indicates that, to the Government of
the Dominican Republic, the industrial free zone provides a more socially
acceptable and expedient policy for job creation, technology transfer and 
industrialization than alternative strategies like import-substitution. 

1. La Romana 

The La Romana zone, established in 1969, is located 80 miles east of
 
Santo Domingo, the capital of the Dominican Republic. (See Map on Page 31
for locations of zones and major cities). Its total area is 1,000,000
 
square meters, of which one third is already developed. There are 86,989
 
square meters of covered factory space. The Romana zone is run by a U.S. 
company, Gulf and Western of Americas, under a 30 year contract. Rental
fees for the standard factory building range from US$0.16 per square foot 
per month up to US$0.35 per square foot for specially designed facilities. 
Presently, there are 19 companies operating in the zone, employing approxi
mately 7,000 people.
 

2. San Pedro de Macrois
 

San Pedro de Macoris is only 44 miles east of Santo Domingo and has
 
grown quickly from 300,000 square meters to 600,000 square meters in less
 
than eight yc--s. The city has its own port, but it is used only for
 
exportation of sugar, cement, and fertilizers. The free zone must use the
 
port of Boca Chica, located about 20 miles west of the city. Of the four 
active Dominican zones, the Free Zone of San Pedro de Macoris is the only

zone that has prepared land immediately available for building industrial
 
facilities. Rental fees for industrial space ranges from US$0.10 per square

foot for the first four years, up to US$0.11 per square foot for the second
four years. The zone has appro>'.mately 35 firms employing about 4,000. 
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3. Santiago 

The zone in Santiago, established in 1974, has a more remote location in 
the principal agro-economic region of the Dominican Republic. Santiago has 
traditionally been the production center for industrial activities such as
 
production of cigars and cigarettes, alcoholic beverages, leather, and foot
wear. The zone's remote location not hampered its progress and does not seem 
to be an obstacle to attracting new firms. Its 200,000 square meters of
 
standard factory buildings is 100 percent occupied even though it is not
 
located near a airport or a water port. The zone is occupied by 40 indus
tries, employing about 7,000 people. Rental changes range from US$0.09 per 
square foot to US$0.14 per square fot. The zone's success has been attri
buted to the following factors: private-nonprofit management, productive
labor force, low-cost labor, and market access. 

4. Puerto Plata
 

The zone in Puerto Plata is located in the far northern portion of the
 
country in a small rural community. The zone site is located on the highway, 
one mile from an international airport, and 12 miles from the water port.
The zone has four occupied buildings, 256,739 square meters of prepared
industrial land, Customs and administration offices. There are presently 5 
industries in operation, employing approximately 600 people.
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III. ZONES' CONTRIBUTIONS TO THE ECONOMY 

The major contributions of the export-processing zones in the Dominican
 
Republic to date has been job creation, although they have also served to

increase foreign exchange earnings, upgrade local managerial skills and 
diversify industrial activity away from the capital city of Santo Domingo.

This chapter presents data to illustrate, first, the zone's contribution to
 
employment, followed by the impact on the country's export performance,
foreign exchange performance, linkages to the domestic economy and advance
ments in technology transfer. 

A. Employment 

Employment generation in export-processing zones is particularly impor
tant in the Dominican Republic because of the country's traditional depend
ence on agriculture. Seasonal unemployment is particularly severe in a one
crop economy i.e. a so-called sugar island. In the Dominican Republic, the
export-processing zones have substantially eased the unemployment problem
created from a depressed market for their sugar products. The zones were
created at a time when the agricultural sector (dominated by sugar produc
tion) underwent a substantial transition from labor-intensive to capital
intensive production. The zones provided opportunities for unemployed agri
cultural workers as well as new entrants to the job market.
 

Since the instigation of zoie activity 4n 1970, the zones have created 
an average of 1500-2000 new jobs annually. The 18,721 jobs represent 14 
percent of the total workforce in the manufacturing sector and one percent of 
the overall workforce. In addition, some consideration must be given to the 
creation of indirect jobs. Employment in the service industries includes
 
transportation, housing, canteens and food preparation, warehousing and gen
eral construction, laundry and dry cleaning, training staff, etc. But the 
greatest potential for indirect employment generation is through the purchase

of domestic raw materials and intermediate goods from local suppliers.

According to several studies performed by both the private sector and the
 
government, an estimated three indirect jobs are created for every one job in 
the free trade zone, translating into a total employment figure of approxi
mately 75,000, or 40 percent of the total work force. These estimates are
 
based on a simple calculation of indirect jobs and not on a sophisticated
 
model based on generated consumption.
 

The majority of firms operating in the zones report that they pay the
 
minimum wage of $0.65 an hour or just slightly higher for skilled workers.
 
The average wage per day in the Dominican Republic, is $4.00 for males and
 
$3.20 for females. These lower daily averages reflecrt the fact that many
companies take advantage of government approved training programs which allow 
the firms to pay only fifty percent of the minimum wage to unskilled workers 
for a period of three months. Additionally, although mandatory fringe bene
fits should total 27 percent of basic hourly salary, in practice the benefits 
represent a much lower percentage. Interviews with company representatives 
revealed a discrepancy in that most reported only providing two weeks vaca
tion and a few health benefits. 

Tours of company factories revealed clean and air conditioned working
 
areas. Workers are given regular work breaks and 30 minutes for lunch. Most 
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of the companies sponsor training programs for mechanics and supervisors.
They have also sent some of their workers to local schools and universities 
for special classes.
 

B. Export Performance 

Export volume, or gross product values shipped out of the zone, is a
 
basic indicator measuring the level of activity of an export-processing zone
 
and its relative importance of the manufactured export totals for the Domini
can Republic. As can be seen from Table 1, exports originating from the 
zones have increased annually. Zone exports of manufactured goods had in
creased from six percent of all exports in 1976 to 20 percent by 1982. This 
is most helpful to the economy as it decreases dependence on agricultural
products, in particular, sugar. 

Table 1 
Country and Zone Exports
 

Total EPZ EPZ% ---Rate of Growth (%)--
Year Exports Fxports of Exports Total Exports EPZ Exports 

1976 716.4 42.2 6 ......
 

1977 780.5 61.5 8 8.9 45.7
 

1978 675.5 72.9 11 (13.5) 18.5
 

1979 868.6 93.6 11 28.6 28.4
 

1980 961.9 117.1 12 10.7 25.1
 

1981 1180.0 135.8 12 23.5 16.0
 

1982 767.7 150.0 20 (35.3) 10.4
 

Source: Dominican Republic Investors Handbook, 1983. 

Imports urder Items 806.30 and 807.00 of the Tariff Schedule of the 

U.S., 1979-1982.
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C. Foreign Exchange Earnings 

The critical need to increase for foreign exchange earnings of the less
 
developed countries has been intensified because of balance of payment defi
cits and the current international debt crisis. The resolution of this issue
 
is a fundamental objective of the Dominican Republic zones.
 

Foreign investment in land and factories must be converted from foreign
 
currency to local currency, as must any payments for domestic goods and 
services, representing an initial inflow of foreign exchange. Companies in
 
the zones must pay all local costs of production in pesos. They must trade
 
dollars at the official exchange rate through the Central Bank. Cost of
 
production include wages, salaries, benefits, rent, electricity, water and
 
local materials. Foreign exchange paid to the Central Bank by the zones in
 
1982 was a total of $50,889,000, as compared to $1,361,000 in 1972. Table 2
 
shows how payments have grown over the 1970-1982 period.
 

Foreign exchange earnings in the Dominican Republic have been increased 
by the zones in two ways: initially, as a result of direct foreign in
vestment in zone infrastructure, and subsequently, as a result of export 
sales by zone based manufacturers.
 

Table 2 shows the foreign exchange earned derived by the Dominican 
Republic from the zones. La Romana remains the largest contributor, although
its percentage has dropped substantially since 1982. La Romana's contribu
tion dropped from 65 percent to 49 percent of the total while Santiago's rose 
from 17 to 32 percent. San Pedro's contribution remained constant at 18 
percent. 

(Note: Because nearly 95 percent of the firms in the Dominican zones are 
U.S. companies, it is inaccurate to add export sales to the foreign exchange
resulting from conversion of U.S. dollars to Pesos to determine total foreign 
exchange earned.) 
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Table 2
 

Foreign Exchange Paid to Central Bank by
 

Free Trade Zores, 1970-1982 (000US$)
 

Year La Romana % San Pedro % Santiago % Total
 

1970 134.6 100 134.6 

1971 432.9 100 432.9 

1972 1355.5 99.5 1.7 .5 1361.7 

1973 1511.0 94.0 97.1 6.0 1608.1 

1974 2158.0 78.2 601.4 21.8 2759.4 

1975 3927.9 73.7 1184.4 22.2 218.0 4.1 5329.9 

1976 5-OO.5 64.6 1440.0 18.2 1351.0 17.1 7891.5 

1977 6366.2 49.5 2651.8 20.6 3851.0 29.9 12869.0 

1978 10460.8 49.8 4070.1 19.4 6477.0 30.8 21008.8 

1979 14853.2 54.7 5506.7 20.3 6773.2 25.0 27133.1 

1980 19624.2 60.8 6574.8 20.4 6060.0 18.8 32259.0 

1981 26554.3 54.0 8743.0 17.8 13798.3 28.1 49095.3 

1982 25074.6 49.3 9303.6 18.3 16511.0 32.4 50889.2 

Source: Central Bank
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D. Linkages to Domestic Industries
 

Progress in developing linkages with domestic industries has been mini
mal. The tobacco industry is the sole example of a free trade zone firm 
utilizing national raw materials. In the case of the apparel industry, there 
are virtually no linkages because they are producing a finished good. One
 
hundred percent of the materials used in the manufacturing process are impor
ted. Although goods may be produced under Import-Substitution policies, 
these goods are not competitive in the export market. 

Expected linkages between the industrial parks in the Dominican Republic
and the free zones have been slow to develop. In interviews, managers cited 
as reasons for this the lack of quality of the local product, and the un
reliability of the supply and cost. Since all local materials must be_ pur
chased in local currency, converted at the official exchange rate, it is 
more
 
expensive to buy goods locally than to import them from elsewhere. 

There are, however, some indirect effects of backward linkages frcm the 
free zones to the local economy. The employment of thousands of workers 
widens the local market for simple consumption such as food and shelter. The 
majority of free zone labor is poor with a low marginal propensity to save 
and their consumption has a low import content. Most of their income goes 
directly back into the local economy, stimulating demand for production. 

E. Technology Transfer 

There are two l-vels of technology transfer: 1) the design and adapta
tion of production or manufacturing processes and 2) design of management and 
organizational processes. In regard to the first definition, benefits from 
the Dominican Republic free zone operations are limited for two reasons. 
First, the activities taking place in the zones are the elemental portions of 
the production process which have been delegated to offshore sites by the 
multinational parent company. Second, research and development in these 
industries generally takes place in the parent company. Some transfer can
 
be attributed to the sale and transfer of new or second-hand machinery and 
equipment, however. 

With regard to the second definition, that of management and organiza
tional talent transfers, data gathered on the zones show a labor force pre
dominately unskilled and trained for specific operations. The only real 
training hac resulted from a few males trained in maintenance or tool-making
which took place only when skilled labor was not on hand or could not be 
drawn from other occupations. 

Although gains for the Dominican Republic could not be measured without
 
extensive interviewing of national managers of the free zone fims, potential
gains can be estimated by looking at the number of Dominican nationals in 
managerial and technical positions. Dominican law states that at least 70 
percent of those employed by a firm must be Dominican but this excludes 
foreign executives and technicians. However, whenever available, nationals 
are employed because they can be paid lower salaries and because they aare
member of the commun' ty, they generally have better relations with labor. 
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IV. ZONE DEVEEOPMENT PROCESS
 

A. Planning
 

1. Tegislative Planning
 

The Dominican Republic committed itself to export-led industrialization
 
in 1955 with Law 4315, which established free zones in Santo Domingo, Haina
 
and Boca Chica. The practical effect of this initial step was to establish 
just one duty-free shop. Not until 1968 with the passage of Law 432, did the

real institution of inoustrial free zones begin. 
Law 432 added four articles
 
to the original Law, using for the first time the term "industrial free
zones" and regulating the foreign exchange of the companies that operate in 
them. This change was the result of lobbying by executives of Gulf and
 
Western and the American Chamber of Commerce. 

Prior to Law 432, the law on industrial incentives controlled classifi
cation of the industries seeking to locate in industrial free zones. A
 
subsequent law, No. 78, ini 1970 created special regulations for the "re
tailing free zones," emphasizing the true differences between the two insti
tutions. Regulation 1864, in 1956, which is still in effect, applies to

industrial free zones, although its provisions relate mainly to criteria that
 
originatea in the 1955 law.
 

This legal structure allows -he establishment of industrial free zones.
 
The first to be organized was the La Romana zone, established by a 1969
 contract between the Government of the Dominican Republic and Gulf and
 
Western. The National Congress authorized the agreement with Decree 4361

that same year. The second zone at San Pedro de Macoris was created in 1971
 
by Decree 1574, which grants the zone's administration to the Industrial
 
Development Corporation of the Dominican Republic. Established by Decree
 
3615 in 1973, the Santiago Industrial Free Zone operates under the admin
istration of an association for non-profit purposes; operations are governed

by a contract becween it and the Dominican State, approved by the National
 
Congress by Resolution No. 684 in 1974.
 

2. Zone -AanagementPlanning
 

La Romana:
 

Administration: The La Romana zone isadministered by a 
private organi
zation. Gulf and Western established a subsidiary corporation to officiate

activities at the free trade zone. Operadora Zona Franca La Romana is the 
legal authority responsible for operating the zone. In 1969 Operadora Zona

Franca La Romana signed a contract with the government, entitling it to 
operate the zone for 30 years. 
At the end of the 30 years, the buildings and
 
infrastructure revert to the government's ownership. 

Operations: The operational staff of the zone is represented in the
 
graph on the following page:
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La Romana Free Zone
 
Organizational Chart
 

President
 

Legal Assistant-----------------

Vice-President ------- V.P. Civil Engineering 

Accountant ----------------------

Secretary------------------ Engineering/Coordination Assistant 

General Office Assistant
 

Head Apt. Maint ---------------- ---------------------- Head F.Z. Maint 

Office Assistant Office Assistant
 

Building Maintenance Asst.
 

I
 
Caretaker Messenger
1 1 

3 full-time workers 6 full-time workers
 
1 temporary worker 16 temporary workers 
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San Pedro de Macoris:
 

Administration: The second Dominican zone established was set up under 
the exclusive authority of the Industrial Development Corporation of the 
Dominican Republic, an autonomous entity of the Dominican State. The zone 
operator is the Corporacion De Fomento Industrial. Private and public sector 
representatives agree that of the four Dominican zones, the publicly-operated 
zone in San Pedro has the weakest record in offering service to potential 
users. Unacceptable delays in application processing and confusion in ad
ministration responsibilities have also plagued the zone, which is run de
facto by Customs Officers. Needless to say, the officers' objectives differ
 
radically from those of a private developer and operator.
 

Operations: The following diagram represents the organization of the 
San Pedro zone operator. 

San Pedro De Macoris Free Zone
 

Organizational Chart
 

Admini i;trator
 

Secretarial Assistant--------------

-------------------Maintenance--------------------


Grounds Plumbing, Electrical
 

Grounds Staff 
 Janitorial
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Santiago:
 

Administration: A private-nonprofit industrial development organization 
manages the Santiago Free Zone. Corporacion Zona Franca Industrial de San
tiago, Inc. is managed by an autonomous business-oriented entity backed by 
the Dominican government and Santiago's municipal government. A brief his
tory of the corporation's development follows. 

In 1961, following three decades of dictatorship, new freedom in the
 
Dominican Republic permitted development of previously prohibited ideas. A
 
group of dynamic young professionals and business people of Santiago created
 
a non-profit organization designed to "contribute in all possible ways to a
 
full and complete development of the community." The country's new democra
tic institutions and free market ideas soon favored the role of private
 
initiatives. The Asociacion para el Desarollo, Inc. won immediate praise.
To ensure success, the Asociacion consulted economists, educators, sociolo
gists and other international experts. The Asociacion para el Desarollo,
 
Inc. quickly established the following successful projects:
 

--An agricultural school, the Instituto Superior de Agricultura,

created with contributions from the Agricultural Research Center, the 
Ford Foundation, the Pan American Union, as well as the Dominican 
Government.
 
-- Savings and loan associations for housing, as well as the Banco
 
Popular Dominicano and the Financiera Dominicana.
 
---Recruitment of American Can Company in Santiago, with the goals of 
lowering canning cost, creating jobs and increasing capital investment.
 

The Asociacion's most visible and successful project was the crection,
 
implementation and administration of the Santiago Industrial free zone. The 
Asociacion created the Corporacion Zona Franca Industrial de Santiago, Inc.,
 
a non-profit legal entity directly responsible for building, installing,
 
managing and developing the Santiago Industrial Free Zone. The founding
 
members of this private entity are the Dominican Government, Santiago's 
Municipal Government, the Asociacion para el Desarrollo, Inc., the Camara 
Oficial de Comercio, Agricultura e Industrial de Santiago, Inc., the Asocia
cion de Comerciantes e Industriales de Santiago, Inc., and a group of private 
representatives of Santiago de los Caballeros. Thus, the Santiago Industrial 
Free Zone is managed by an autonomous business oriented entity backed by the 
Dominican Government and the Santiago's Municipal Government. 

Operations: The zone operator has a staff of five professionals and six
 
office support personnel. The following graph represents the organizational
 
structure: 
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Santiago Free Zone
 
Organizational Chart
 

Board of Directors
 

Manager 

Assistant Manager----Secretarial Staff 

Grounds Cafeteria Engineering Accounting 
Maintenance
 

Puerto Plata:
 

Administration: The Puerto Plata organizing committee has adopted ad
minstrative and nperational procedures similar to those of the Santiago Free 
Zone. At this early stage in their operations, a four-person administrative 
staff handles the day-to-day responsibilities of the zone.
 

Conclusions:
 

In summary, there is no question that the private-nonprofit industrial 
development agency which administers the Santiago Free Zone is an excellent 
example of an organizational structure. The three major factors responsible
 
for the zone's success and attributed to this entity are: (1) the combination 
of public sector financial support and the dynamics of the private sector; 
(2) the Board of Directors' ability to relate to business people; and (3) the 
insulation of the organization from by-partisan politics. 

3. Financial Planning
 

La Romana:
 

The financial planning for the zone in La Romana was performed primarily 
by the private company, Gulf and Western. It should be noted that Gulf and 
Western developed the zone out of a need to make a social contribution to the 
community of La Romana. The company did not intend to make a profit. Ac
cording to a Gulf and Western executive, the company simple hoped to break 
even on the project. 
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Santiago:
 

The goal of the Corporacion Zona Franca Industrial De Santiago, Inc. was 
to be self-sufficient. The Corporacion intended to charge an economic rent 
to zone users in order that revenues exceed expenses. In order to achieve
 
that goal, it was necessary to streamline the administration and operations 
budget.
 

Puerto Plata:
 

A resolution was drawn up in 1963 to establish a zone in Puerto Plata.
 
However, this occurred shortly after Trujillo's assassination. In the mist 
of the political and social turmoil, no progress was made for 10 years. In 
1974, a commission was created to develop the zone. The Commission set up

the legal provisions, conducted the site selection, and began to look for
 
financing.
 

San Pedro De Macoris:
 

The zone in San Pedro De Macoris has always been recognized as a public 
sector endeavor, i.e. publicly financed by the Government of the Dominican 
Republic. The original investment of $6.5 million was to be administered by
the government's Industrial Development Corporation with no private financing 
envisioned.
 

4. Site Selection Criteria
 

La Romana:
 

Site selection for the La Romana zone was performed informally by execu
tives for Gulf and Western. Criteria for selection included: (1)relatively

level terrain, (2) proximity to transportation networks and labor supply
(3) good soils, (3) availability of expansion areas, and (4) proximity to 
services.
 

Santiago:
 

The site for the Santiago zone rests upon the original site for a
 
proposed industrial estate. The Santiago business community had originally

planned to build a simple industrial estate. The town's mayor, however, made
 
a mistake when making a public announcement, and used the term "free zone". 
So, in'a sense, the mayor had to live up to his mistake, and approached the
 
town's representatives in the capital and requested a designation for a free 
zone. Site selection criteria included considerations for soils, highway
 
access, proximity to water port and airport, availability of services, and
 
distance from labor force. 

San Pedro de Macoris:
 

Interviews with community and zone representatives did not uncover 
information with respect to original site selection criteria.
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Puerto Plata:
 

Site selection for the Puerto Plata zone was performed by the Port
Authority, the Mayor's Office, and community representatives. The community
resolved that the zone need not be located immediately adjacent to the air
port or the water port. It was felt that a site mid-way between he two 
transportation ports would be appropriate. 

Conclusions:
 

The Government of the Dominican Republic has succeeded in locating its 
zones throughout the country, affording a variety of choices for industrial
companies. The individual sites within the four communities appear adequate
and attractive to servicing the needs of their industrial clients. 

B. Implementation 

1. Record Keeping
 

Accountability was a major concern or all zone administrations except

the Industrial Development Corporation which runs the zone in San Pedro de

Macoris. The private and private-nonprofit administrations of La Romana,

Santiaqo and Puerto Plata felt it was imperative to present accurate finan
cial and administrative records on annual activity in the The Sanzones. 
tiago zone enlisted the services of a local accounting firm and set up thebooks so that at any time, an audit could be performed and the zone's admini
stration had accurate and current financial information. This concern wasnot shared by the San Pedro de Macoris administration. The implication was 
that the public administration was not accountable for surpluses losses ofor 

operating revenue.
 

2. Engineering and Construction
 

Due to the sparsity of information available on construction in La
Rorana, San Pedro de Macoris, and Puerto Plata, this section will focus upon
the construction activity in Santiago. 

Santiago:
 

The Santiago Zone administration contracted with local firms in its
 
early years to construct their standard factory buildings and install roads,
 
sewer and water lines and electric power connectors. The administration 
hired an engineer to supervise all construction activity. As the zone

matured, the individuals in management positions felt they could handle the 
construction of new factory buildings in house. A smaller, 6,000 square foot

building was chosen for their first project. The smaller size was selected 
because if mistakes were made, it would be less costly to correct. This
 
experience proved very valuable. The zone administration found that: 

1) Overall construction costs were less than previously experienced.

It seemed as though a watchful eye was ever-present and no cost overruns
 
were experienced. 

2) The construction of the standard factory building was completed in 
less time than had previously been experienced when utilizing local 
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firms as building contractors. Coordination among sub-contractors 
seemed to be better which contributed to meetina deadlines. 

3) The zone administration saw better quality buildings being erected.
 
Improvements were noted in the appearance and durability of the 
standard factory buildings.
 

Throughout the years, the zone administration has made modifications to 
the specifications for the standard factory buildings in the zone. The 
illustration on page 32 presents the drawings for the most commonly requested 
building.
 

3. Marketing and Promotion
 

La Romana: 

The operators of the La Romana zone initiated marketing and promotional 
efforts in the early years of the zone development. Because the zone opera
tor is a well-known and respected U.S. firm, minimal efforts were required to 
give the zone exposure in the U.S. market. Advertising placed in a few trade 
magazines generated many inquiries about the zone. Additionally, Gulf and 
Western, the zone operator, located two of its own companies in the zone. 
This helped get the zone going and gave prospects a good impression since,
 
upon visitation to the zone, they saw activity.
 

Santiago:
 

The Santiago zone administration has experienced acceptable results from
 
its marketing and promotion efforts. In the first seven years of zone dev
elopment, a New York lawyer was hired to represent the Santiago free zone in
 
the United States. This representative would screen interested prospects and
 
then arrange a site visitation. This type of market.ig effort bought about a
 
20 percent return rate.
 

Publicity helped give the Santiago zone visibility and exposure. Since
 
the majority of firms in the zones are involved in the ipparel industry, an
 
effort was made to get a trade magazine, Bobbins, to write a feature story on 
the Dominican Republic and the apparel industry. This ore article created a 
tremendous number of inquiries. Because it was not "paid" advertising, the 
article was accepted as a credible representation of the Santiago zone's
 
advantages.
 

Results from direct mail campaigns and paid advertising have been very
 
disappointing. The general consensus of government and zone representatives
 
was that word of mouth is the most effective methcd of promoting a zone. 

San Pedro de Macoris and Puerto Plata:
 

At the time field work was performed for this case study, San Pedro de 
Macrois had not engaged in mrxketing efforts.
 

Conclusions:
 

The Dominican zones are doing exceptionally well given the limited 
expenditures experienced thus far for marketing and promotional efforts. The
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presence, however, of a large and respected company like Gulf and Western in 
the Dominican Republic, carries a lot of weight in the international market
place.
 

4. Financial Performance
 

La Romana:
 

The Government of the Dominican Republic has not incurred any direct 
cost or made any contributions to the operational expenses at '.he zone in La
 
Romana. Gulf and Western Corporation owns the land and financed all site 
improvements, including roads, water and sewer systems and electrical hook
ups. Gulf and Western has invested $9 million in infrastructure, and site 
improvements since 1969. Company and government officials both have regis
tered satisfaction with the 7,000 jobs created by the zone.
 

Santiago:
 

To get the project moving, the site for the zone, valued at $200,000 was
 
donated by the city of Santiago. The Government of the Dominican Republic 
gave the zone a $1 million grant. The following schedule presents the income 
and expense statement for the zone's first year of operation. 

Santiago Free Zone
 
1973-1974
 

Income
 

First State Contribution RD$1,000,000.00 
Second State installment 
Interest Earned 

175,000.00 
24,509.43 

Private Contribution 907.00 
Total Income $1,205,627.99 

Accounts Payable 

Works of Infrastructure 
water, sewer, sidewalks, fences, 
streets 505,995.39 
Construction of Buildings 
7 industrial buildings, 6,600 square 
meters, administration and customs 
building 390,282.11 
Supervision and technical assistance 15,900.27 
Salaries, office expenses, study trip 
to Colombia 23,711.48 
Total Expenses $935,899.25 

Long Term Debt
 
Works of Infrastructure 113,013.43
 
Construction of Buildings 50,224.60
 
Total value of expenses to be paid 163,238.03
 
Total Expenses $1,099,127.28
 
Balance to cover expenses 106,500.71
 
Total $1,205,627.99
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As of March, 1984, the Government of the Dominican Republic has contributed a 
total of $7 million to the development of the Santiago zone. The government 
will not, however, be contributing to the future support of the zone so it is 
incumbent upon the zone management to receive enough income to support it
self. For example, income received in 1983 from rental of building and land 
was $1,032,117. Charges for services (green areas, cafeteria) was $27,255 
and $65,130 respectively. Total income was $1,124,502. Major operating
 
expenses included $426,175 for General Administration, $25,000 for promotion,
 
and $29,473 for principal and interest repayment. Therefcre, f )tal expenses
 
were $480,648. A surplus of $643,854 was retained for additionl land dev
elopment.
 

This surplus is not unusual for the Santiago zone. The zone lost $4,316
 
the first year of its operations in 1974-1975, but has earned a surplus every
 
year thereafter. The Board of Directors of the zone insisted that a formal
 
financial accounting procedure be adopted the first year of the zone's opera
tions. This accountability has kept the zone respectable in the governments 
eye as well as that of the community. 

Puerto Plata:
 

In 1979, the Government of the Dominican Republic gave the zone admini
stration a grant of $2.2 million through a variety of sources and agencies.
This money was spent to Lurchase 256,000 square meters of land at 
DR$1.75/square meter from a private family. To date they have 15 acres of 
prepared sites. The Administration and Customs buildings are finished along 
with four standard industrial buildings.
 

Financial difficulties were incurred shortly after establishing opera
tions. An agreement with the State's Industrial Development Corporation
required that the prepayment of ta[ree-month's rent was paid to the Corpora
tion, and not to the zone's administration. Cash flow problems have plagued
the zone. Fortunately, the Government of the Dominican Republic received a 
loan from the United States's Agency for International Development and
 
awarded a $2 million grant to the zone in Puerto Plata. This money will be 
used to build another ten buildings, a cistern and an electric sub-station.
 
The $2 million will not, however, be enough to expand the zone's infrastruc
ture. The zone's administration has requested additional financing of $8 
million from the World Bank and the Inter-american Development Bank. 

San Pedro De Macoris:
 

Financial accountability is not a major goal of the administration of 
San Pedro De Macoris. Indeed, after considerable field work and research, 
records of operational revenue and expenses were impossible to determine. 

Conclusions:
 

For future zone development and present zone expansions, the Central 
Bank announced last April that the Monetary Board had approved two financing 
programs for the free zones. The first program will finance the installation 
of private industrial parks in new areas while the other will finance busi
nesses installed in the zones. Additionally, the Central Bank is studying
 
the possibility of establishing a financial aid program for private sector 
entities that establish new free zones or install new businesses in those 
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zones. 

The program as approved will provide up to 70 percent financing of
 
construction costs, (including infrastructure) to businesses, national or
 
foreign, who plan to establish an industrial free zone in a province where
 
one does not already exist. Financing of up to $4 million per flee zone will
 
be made available under favorable terms. The term of the loan may extend up
 
to 12 years with a five year grace period. The interest rate will be 12
 
percent. It is hoped that the financing program will stimulate the estab
lishment of industrial free zones in other provinces. The Monetary Board 
also approved a financing program for businesses which are already installed 
or will be installed in free zones. Under the program, up to 75 percent of 
the investment in machinery, equipment and supplies, as well as initial 
working capital may be obtained in financing from the Central Bank by enter
prises establishing themselves in a new or existing free zone. Businesses 
qualifying for this type of financing must be 90 percent Dominican-owned. 
The loans for free zone businesses may range in size from $10,000 up to $1 
million. Both industrial and agro-industrial businesses qualify. The Cen
tral Bank explains that the purpose of the two new financing programs was to 
increase employment at a lower equity investment cost and to provide a better 
regional balance to economic development. 
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V. 	 POSITIVE FACTORS OF DEVELOPMENT PROCESS 

A. 	 Experienced Project Participants 

The Dcminican Republic capitalized on the experience gleaned from their 
previous zone development process in La Romana and San Pedro de Macoris prior 
to development of the Santiago zone. Having been introduced to free zones by 
executives of the Gulf and Western Corporation, years passed before the Gov
ernment fully understood the concept. Because of Gulf and Western intimate 
involvement in the zone program, a background on the company's investments 
in the Dominican L&.ublic is appropriate. 

In the Dominican Republic, Gulf and Western is engaged primarily ir 
agriculture and tourism, industries of great importance to the country's 
economy. The company's Dominican operations began in 1967 when it acquired 
the 	holdings of the South Puerto Rico Sugar Company (SPR). Through the 
acquisition, Gulf and Western bought 275,000 acres in the Dominican Republic, 
including 120,000 acres devoted to sugar cane and the balance used for live
stock pasture and other agricultural operations. The company's holdings also 
include a raw sugar mill, a furfural plant, a related railroad system and 
sugar storage and loading facilities. Along with these properties, Gulf and
 
Western inherited the country's social and economic problems. Widespread 
resentment of SPR's chronic neglect of employees--their wages, working condi
tions and health care--became a liability for Gulf and Western. Immediately 
upon acquiring SPR, Gulf and Western instituted policies to address the gen
eral as well as specific grievances against the previous management. Gulf 
and Western developed the following five policies regarding its Dominican 
activities:
 

(1) 	 To modernize its sugar and sugar by-products operations. 
(2) 	 To "Dominicanize" its operations 
(3) 	 To diversify its agricultural operations 
(4)To re-invest substantial earnings in efforts to diversify the
 

Dominican economy through tourism and to create more jobs.
 
(5) 	To channel a portion of company earnings to programs aimed at human 

and community development. 

The free trade zone concept emerged from brainstorming sessions held by
 
Gulf and Western executives. Presented with Gulf and Western's idea, the
 
Dominican Government became interested, and within about 12 months it dev
eloped and enacted the needed legislation. The Industrial Incentive Law
 
signed in April, 1968, called for the designation of industrial zones, where
 
materials could be imported, processed by local labor and re-exported duty

free. The law's intent is "to promote a more rapid and effective industrial
 
development in the economy of the country for the purposes of obtaining
 
permanent sources of jobs and income for our population and a diversification 
of the national economic base." This program would help Gulf and Western by
 
helping to eliminate the underlying social unrest. 

Gulf and Western offered to establish the first industrial free zone in
 
its cential place of business, the City of La Romana, donating a 28-acre
 
tract of its own property for the zone. The zone operator, Operadora Zona 
Franca, entered into a 30-year contract with the Government of the Dominican 
Republic to develop the industrial free zone. At the end of the contract 
period, the property will belong to the Government. Gulf and Western pro-
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vided professional support, as well as the $9 million needed to construct 
buildings, roads, water, sewer and power facilities. 

The objective of Gulf and Western in the development of the zone has
 
always been to make a contribution to the nation's employment and economic
 
base. To make a profit was never a goal. It could, however, be inferred
 
that Gulf and Western wanted to make a positive impression on the Government 
because of its extensive holdings in the country. 

Nineteen companies, manufacturing products ranging from handmade cigars 
and automotive electrical systems to medical supplies and women's apparel, 
now operate in the La Romana zone. Interestingly, three of the 19 companies 
are Gulf and Western subsidiaries -- Consolidated Cigar, Kayser-Roth and 
Glasgow Industries -- which created more than 1,500 jobs. Early activity in 
a zone makes for easier marketing of the project. Therefore, Gulf and West
ern's role in building the zone infrastructure, and in securing clients 
should not be under-valued.
 

The free zone has aided the La Romana region's economy by benefiting
local storekeepers and artisans and creating new sources of employment in 
local service industries. As zone operations grew, La Romana's population 
increased over the decade from about 30,000 to nearly 70,000 through the 
attraction of new job opportunities. La Romana, now the Dominican Republic's 
third largest city, ranks second only to Santo Domingo in tcux payments. More 
importantly, the region's unemployment is reported to be less than half the 
nation's average. 

Encouraged by the La Romana free zone's success, the Government offered
 
zone status as an economic development tool for other Dominican cities.
 
Additionally, Gulf and Western offered direct assistance to the developers of
 
the Santiago free zone and, to a lesser degree, the project developers in San
 
Pedro de Macoris.
 

B. Utilization of Trade Agreements with the United States
 

The Dominican Republic participates in the three major U.S. programs
which serve to allow large, multinational tirms to reduce overall production 
cost through production sharing activities in less developed countries.
 
These programs include the following:
 

--TSUS 807: This provision accounts for the majority, if not all, of
 
the activity in the free trade zones in the Dominican Republic. Approximate
ly 89 industries currently producing for export under 807, make up 85 percent 
of all free zone operations; another 12 were in the tooling up process at the 
time of this report. TSUS 807 allows U.S. firms to assemble American-made 
components abroad and then return the finished or semi-finished product to 
the U.S. Duty is paid only on the value added in the host country. 

Industries producing under TSUS 807 play a significant role in the 
Dominican manufacturing sector accounting for an average of 9 percent of 
total manufactured exports from 1980-82. According to the U.S. Department 
of Commerce, U.S. imports under TSUS 807 from the Dominican Republic
 
increased from US$45 million in 1977 to $131 million in 1982. 
 Approximately
 
90 percent of these exports are wearing apparel and footwear, specifically
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brassieres, trousers and men's and boys' shirts. Electrical and electronic
 
components, such as electronic connectors, transducers, potenciometers, auto
 
relays and capacitors account for the other 10 percent of 807 exports. Al
most all of the raw materials are supplied by the United States, with labor 
payments accounting for the majority of the value added in the country. 
Electrical and electronic components, such as electronic connectors, trans
ducers, potenciometer-s, auto relays and capacitors account for the other 10 
percent of 807 exports. 

-- Imports inoder Generalized System of Preference (GSP). The GSP, unlike 
TSUS 807, provides duty-free access to the U.S. market without requiring that 
U.S. components be used in the manufacturing process. Imported goods are 
free of duty if the value of materials produced in the developing country
 
plus direct costs of processing, equals at least 35 percent of the articles
 
appraised value when imported. However, eligibility for duty-free treatment
 
of many articles, particularly agricultural products, applies only for cer
tain periods of the year under GSP. This tariff provision, enacted in 1976, 
currently applies to 143 countries, including the Dominican Republic, and
 
iJncludes 3,000 categories of articles. 

GSP imports from the Dominican Republic have grown substantially during 
the last decade. T.ie advantage for U.S. companies of using GSP for produc
tion sharing is that no duty at all is paid on the entire product. Under
 
TSUS 807, duty is paid on everything except the value of the US components. 
On the other hand, GSP covers only a limited number of products, requires a 
high percentage of value added in the developing country, and removes any

tariff benefit for using U.S. produced components. Additionally, the attrac
tiveness of GSP may be further limited when the agreement comes up for 
renewal in 1985. In early 1984, the Reagan administration moved a number of 
items produced in Hong Kong, South Korea, Taiwan and Mexico from GSP 
eligibility. 

-- The Caribbean Basin Initiative (CBI). The recent advent of the Carib
bean Basin Initiative (CBI) has created new opportunities for the development 
of the economy. CBI provisions, in effect, reduce the value-added provi
sions under GSP to only 25 percent for favored Caribbean nations. The pol
icy, enacted in mid-1983, vastly improves prospects for creating new Domini
can industries. Because textiles/apparel, hides, canned tuna and petroleum
by-products are excluded from CBI, Dominican ndustries must become more 
diversified. The apparel sector represents more than two-thirds of the jobs 
in the free zones. 

Since taking effect in January, 1984, the CBI has prompted an increasing 
number of investment missions from the Far East, and a growing interest in 
new industrial locations in the Caribbean by electronic firms. Representa
tives of the U.S. American Chamber of Commerce feel that the free zones will 
be a vital factor in the development of the industries oriented to the CBI. 
Dominican officials are advising domestic investors to explore the opportuni
ties available through the CBI in order to increase the ratio of Dominican 
companies to ].S. companies in the zones. 

In sum, TSUS 807 offers the most opportunities for production sharing 
ventures7 with U.S. manufacturers in the Dominican Republic. Dominican 
Government representatives say that many companies in the zones, as well as 
several private financial institutions, would not be operating in the
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country at all were it not for the special provisions of the U.S. Customs 
regulations
 

C. Low Cost and Productivity of Labor 

A large pool of inexpensive and unskilled labor is a vital ingredient in 
a national policy to develop successful industrial free zones. Fortunately,

the cost Df labor in the Dominican Republic is competitive with the Caribbean
region and productivity of the workforce is excellent. Most zone company 
managers say they are satisfied with the quality of work and efficiency of
the Dominican worker; productivity -verages 70-80 percent of United States 
standards. Labor problems in the Don.rnican Republic's industrial free zones 
are non-existent, primarily because the government prohibits unions in the 
zones.
 

In the last few years, an increasing number of firms from Newly Devel
oping Countries in the Far East have been locating in 
 the Dominican Republic.
These companies, mostly from Hong Kong and involved in the apparel industry, 
have relocated their operations to this Caribbean country to take advantage
 
of low labor cost, as well as utilizing available garment quotas.
 

D. Use of Private/Nonprofit Sponsorship of Zone Projects.
 

Government and zone company representatives both cite private sector
 
involvement in zone sponsorship and management as the overriding reason for

the success of the Dominican zones. The country's first zone in La Romana 
attracted investors quickly because of the private investor interest of Gulf
 
and Western. Although the second zone at San Pedro de Macoris is publicly 
owned and operated, Gulf and Western assisted the original planning committee 
in establishing it. Gulf and Western also helped establish the zones at 
Santiago and Puerto Plata. The company recently donated land to the communi
ty of La Vega to help that. community start a zone program. Again, company 
managers as well as government officials have recommended this structure for 
future zones because it combines positive features of both the private and 
public sectors. 

The following table illustrates that private or private-nonprofit man
agement has been more efficient than public management. Cost of site prepar
ation, infrastructure development and bui lding construction indicate a more 
favorable investment-to-employment relationship for the privately managed 
zone in La Romana and the private-nonprofit zone at Santiago than for the
 
public zone. Aside from the Puerto Plata zone, which has only recently
opened for business, the San Pedro zone has the highestde Macoris investment 
to employment ratio of $1,635, followed by La Romana with $1,242. The priv
ate-nonprofit management of Santi.ago developed the 
zone for a cost of only

$1,119 per employee. Public financial assistance in infrastructure prepara
tion, combined with the motivation of profit appear to result in efficient 
operations.
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Table 3
 

Zone Development Cost and Employment Ratios
 

1982 (Current US Dollars)
 

Zone Investment Employment Relationship
 

La Romana $9,001,910 7,250 $1,242
 

Santiago $8,238,740 7,360 $1,119
 

San Pedro $6,538,939 4,000 $1,635
 

P erto Plata $4,700,000 250 $18,800*
 

Source: American Chamber of Commerce 

* This project has only recently opened and should not be compared with the 

other three zones which are built to capacity.
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VI. LIMITATIONS TO ZONE DEVELOPMENT
 

A. Lack of Access to Parallel Market
 

The major obstacle faced by potential zone investors in the Dominican 
Republic is the higher costs of production due to the fact that all local
 
costs must be paid in US dollars exchanged at par with the Central Bank. The 
par rate is US$1 = RD$l. This official rate is over-valued by approximately

160 percent as indicated by the parallel rate (DR$1 = US$2.60). Interviews 
with foreign investors in the country indicate that access to the parallel 
market would greatly enhance their competitive position and enable them to 
expand existing operations. The exchange rate issue is also aggravated by

the legislation currently being debated by Congress in the Dominican Republic
which would raise the minimum salary by 60 percent. Several company repre
sentatives stated that if the minimum wage were to increase and no exchange
 
relief was given, operations would be forced to close.
 

B. Lack of Promotional Efforts 

Promotional activities to attract new investment in the zones are in
adequate and performed on an ad-hoc basis. Even though some steps have been

taken on an international scal. and the Industrial Free Zon? of Santiago,
Inc. had the services of a promoter in the city of New York, the presence of 
the Dominican Republic country is not felt in the publicity media that are 
within the reach of interested companies. Several company representatives
indicated, although the clothing industries employ almost two thirds of the 
jobs created by the whole sector, the Dominican Republic has never promoted
the free zones in newspapers and magazines specializing in this industry. 

C. Rising Cost of Labor
 

Salary is the most important factor in determining the cost of produc
tion in the Dominican Republic because all the industries established in the 
zones require intensive labor. The present system of converting dollars to 
pesos at the official exchange rate has made the salary of the Dominican 
Republic worker near the highest for manufacturing in the Caribbean free 
zones. This situat-ion is acjgravated by the legislation which substantially 
increased the minimum salary. 

D. Inadequate Infrastructure 

The free zones must be prepared to accommodate new c.ients which result 
from the quick decisions made on many occasions by American companies. A 
recent example of need for immediately space involves a company that decided 
to relocate its production from China, due to bureaucratic processes and
 
operations in force there. This company asked an industry located in San
tiago to manufacture one million units for the 1984 autumn season. 
Produc
tion was to commence in January. Although the company could easily prepare
itself technically and obtain the equipment necessary for this massive pro
duction, the Santiago zone did not have the buildings available. A four 
month wait would be required to complete the construction of the building and 
an additional month to make the necessary installations. The process could 
not begin before April, so the offer had to be turned down.
 

This situation is typical of the zones throughout the country. The zone 
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in La Romana does not have any available space. In San Pedro de Macoris, all
 
the existing buildings are assigned and the Industrial Development Corpora
tion, which manages the zone, requires an advance of 40 percent of the cost
 
of the necessary building. Additionally, the zone in Puerto Plata, which has
 
four buildings, is 100 percent occupied.
 

E. Cost of Energy
 

Both the cost of the electric energy and the cost of fuel are higher in
 
the Dominican Republic than most neighboring Caribbean countries. The main 
reason for this is that these services are also paid on a par with the U.S. 
dollar. Even mure important than the cost of power is the availability of 
the energy that the industry requires. Unfortunately power failures occur 
in the zones up to five times a day with an average loss of 15 to 20 percent.
The majority of zone occupants own their own electric generators to circum
vent this problem.
 

F. Bureaucratic Problems
 

Progress has been very slow and difficult in obtaining changes in the 
bureaucratic systems established by the government. Most of the officials do 
not understand that the needs of the free zones are different from those that 
exist in their customs jurisdiction, which is why they oppose any amendment 
to the established systems in order to adapt them to the requirements of the 
new institution. 

Companies in the free zones have registered complaints on numerous 
occasions, that the formalities of reception and shipment of goods be speeded 
up. All merchandise, before being moved from the place of arrival, must have 
been previously authorized by an official located in Santo Domingo. This 
rule is still imposed even though the merchandise will be moved from one 
customs territory to another with the due vigilance and must be verified upon 
reaching its final destination by the officials established there. Thus, if 
merchandise reaches the Puerto Plata airport destined to Santiago before it 
can be moved, its documentation must be sent to Santo Domingo, the customs 
officials must initial it and return it to Puerto Plata and then move it to 
Santiago. The time consumed and the cost of these measures are incalculable 
and produce serious harm and annoyances. Several firms mentioned that if the 
customs official in question is not in his office on a Friday, the documents 
will have to wait until the following Monday because there are no substitutes 
provided for in these cases. Additionally, customs officers work only a 34 
hour week. This make it necessary for the customs officers to work overtime, 
which increases uLe cost to the companies. 
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VII. FUTURE ZONE DEVELOPMENT
 

The industrial free zone prograiii has been most successful in the Domini
can Republic. The Government intends to increase the number of active zone
 
from the present number of four, to eleven. Communities expected to develop 
these zones are Barahona, Bani, Azua and El Seybo, San Francisco de Macoris/
Provincia Duarte, Higuey/Villa Altagracia, La Vega, The following represents
the status of each project as of Spring, 1984. 

Bani-Persvia--Asian investors have committed partial development finan
cing for this project in Bani. The Zone Corporation has been selected and
 
activated.
 

Barahona--A feasibility study has been performed and submitted to the 
government for approval. The city has proposed that Lne zone be privately
administered and financed. The Zone Corporation anticipates activating the
 
zone by mid-1985.
 

El Seybo--The city has secured the participation of Gulf and Western in
 
the zone development program. The feasibility study has been completed and 
submitted to the government for approval.
 

San Cristobal-- La Vega-- San Fransisco de Macoris/Provincia Duarte -
Higuey/Villa Altagracia--In each of these cities, commissions have been
 
established to study the feasibility of zone development.
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VIII. RECOMMENDATIONS
 

A. Access to Parallel Market
 

Although the industries in the free zones are not subject to foreign
 
exchange restrictions, they are required to pay all local costs of production

in pesos converted at the over-valued official rate. InApril, 1983, the
 
Monetary Board passed a resolution that set the exchange rate at US$1 
=
 
RD$1.48. This is an improvement over the previous rate of US$1 = RD$l. The
 
new rate is still expensive because the parallel rate is DR$1 - US$2.60.
 
This restriction, combined with the recent increase in the minimum wage,
 
makes the Dominican Republic zones unnecessarily more costly than neighboring
islands. To remain competitive, the government of the Dominican Republic 
should consider ,djusting the official rate to a more favorable exchange for 
the zone industries. 

B. Instigate Marketing Program 

The free zone association, Consejo Nacional de Zonas Francas Indus
triales, recently formed to assist in the promotion of all the Dominican 
Republic zones, should be strengthened with additional monetary support from 
the government. This council, as it presently stands, is integrated as
follows: the Secretary of State for Industry and Commerce; an Undersecretary 
of State for Finance; an Undersecretary of State for Labor; a Technical
 
Undersecretary of the Presidency; 
the Director General of the Industrial
 
Development Corporation; the Executive Director of the Dominican Export
Promotion Center (CEDOPEX); the Manager of the Central Bank of the Dominican 
Republic; the Executive Secretary of the Council and a Representative of each
 
of the Free Zones Corporations and Associations. 

The objectives and functions of the National Council of the Industrial
 
Free Zones are as follows:
 

--to trace the general policy of the industrial free zones and establish
 
the program to be developed on a national scale.
 

--to recommend to the executive the reforms to the legislation on the
 
free zones.
 

--to propose the adoption of new ways and regulations of an operative
 
type, that may expedite the procedures of the installation and opera
tion of the free zones and of the companies that will be installed in 
them.
 

--to participate in the negotiations of international agreement related
 
with products manufactured in the zones.
 

--to standardize the total exoneration of the equipment necessary for
 
the operation of the free zones and its industries. 

--to offer technical advice to potential investors in order to obtain
 
more effectiveness in the area of the free zones.
 

If this effort is given the requisite support from the government and
 
the zone administrations, it could make a substantial difference in the
 
Dominican Republic's visibilit-" in the world market.
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C. Increase Labor Productivity
 

The rising cost of labor can be offset by increased productivity. To
 
achieve more efficiency in a unit of labor, improvements can be made in the 
capital equipment used in the production process. Additionally, training 
programs can be tailored to specific industrial processes to improve produc
tivity. Interestingly, as wage rates rise, industries either move from 
labor-intensive to technology-intensive operations or relocate to a low-wage 
country. With the recent minimum wage increase and the offsetting effect it 
had on the more favorable exchange rate, the government should promote itself 
to more sophisticated technologies. 

D. Increase Technology Transfer
 

Deliberate steps should be taken to encourage technology - rather than 
labor intensive industries. The zones were originally created as a job
 
creation mechanism for the country. Although reducing unemployment remains a 
major goal of the country, the foreign exchange situation has steadily been
 
getting more critical. Studies indicate that higher levels of foreign ex
change per employee are generated in high technology industries. For exam
ple, in the Dominican Republic, the electronics sector earns more foreign 
exchange per employee than does the apparel sector. Encouraging new invest
ment in technology - rather than labor-intensive industries, would serve to 
(a) increase exports; (2) upgrade labor skills, (3) diversify the industrial 
sectors in the country; and (4) increase foreign exchange earnings. To make 
the Dominican Republic more attractive to high-technology industries, a free 
zone could be developed offering special incentives tailored to the high
technology firms. 

E. Create Linkages with Domestic Firms
 

There is a need to create linkages between the local economy and the 
firms located in the export-processing zones. Linkages created in this 
fashion will serve to encourage more stability of investments and result in 
higher foreign exchange earnings. To date, the Dominican Republic has not 
been successful in developing these important linkages. The major reason for 
this failure is the requirement that industries in the zones must pay local 
costs of production using an artificially low exchange rate. Even though the 
official rate was recently increased from US$1 = RD$1 to US$1 = RD$1.48, it 
is still below the free market rate of RD$1 = US$2.60. This policy dimini
shes the overall cost competitiveness of the country relative to its true 
potential. It also serves to discourage use of local raw materials. 
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I. INTIRDUCTICN 

Over the past decade, Mauritius has achieved growth rates in its export 
industrial sector that have placed it in the vanguard of Africa's developing
 
nations. Implementation of free zones has accounted for the majority of
 
this growth. 

"Export processing zones," as the zones in Mauritius are called, re
flect a range of free zone policies. Although the basic element of free 
zones--targeting of automatic tax, tariff, and regulatory relief--is found
 
in all the zones, important variations in their approaches remain. 

A basic distinction exists in the ownership and management patterns of 
the Mauritian zones. Two of the principal export processing zones in 
Mauritius were developed and are operated by a public sector institution.
 
The remaining zones are under for-profit private sector ownership and ad
ministration.
 

This case study examines two major export processing zones in the 
country--one, the Coromandel zone, an undertaking of the public sector, and 
the second, the St. Antoine export processing zone, an indigenous private
 
enterprise. Their experiences provide guidelines on financial, administra
tive, marketing, and physical planning approaches of potential benefit for
 
free zone developers elsewhere.
 

The study begins with a review of Mauritius's manufacturing sector and
 
economy as a whole. Following this, the country's export processing zone 
program is described, along with factors contributing to the public and 
private sector zones' successes and shortfalls. Finally, the implications

of the Mauritius experience are reviewed, with a particular emphasis upon 
the complementary roles and comparative advantages of private and public 
sector institutions.
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II. (XUNTRY BACKGROUND 

A. Location and Physical Character
 

Mauritius is an island of 1865 square kilometers located in the Indian 
Ocean, approximately (1000) kilometers east of Madagascar. 
It has large
 
expanses of flat, fertile soil, a tropical buit pleasant climate, and attrac
tive coastlines and topography.
 

B. Characteristics and Past Performance of the Country's Economy
 

The economy of Mauritius has historically been dominated by sugar
production and ancillary activities. Until the early 1970s, industrial and
 
manufacturing activities other than sugar refining were non-existent in the 
country. 

Out of a desire to lessen dependence upon a single crop, the government 
of Mauritius began in 1964 to encourage manufacturing enterprises. Its 
Development Incentives Act offered incentives for import-substitution
 
activities, but failed to generate significant industrial growth. In 1971,
 
sugar production and manufacturing still accounted for 86.6 percent of total 
exports from the island.' 

Opportunities for import substitution were inherently limited, because
 
of the small size of the domestic market (1981 population of 971,626) and 
the lack of local raw materials. Accordingly, by the end of the 1960s, the
 
government reoriented its policies. Following the model of successful Asian 
export-oriented industrial free zones, the government enacted in 1970 a
 
liberal incentive package, The Export Processing Zone Act, in the hopes of
 
stimulating export assembly arid light manufacturing industries and gener
ating attendant jobs and foreign exchange. The principal incentives in
cluded:
 

- duty-free importation of capital gods and components
 
- free repatriation of capital
 
- a tax holiday of up to 20 years on profits earned from export sales
 
- exemption of payment by shareholders of income taxes on dividends 

paid by EPZ firms;
 
- issuance of permanent resident permits to EPZ shareholders;
 
- and some relaxation of the Mauritian labor code. 

The new incentives demonstrated the desired effects. The manufacturing 
sector of the economy grew viclorously, accounting for close to 40% of total 
exports by 1982. 3 Employment in manufacturing also experienced high growth, 
rising from 8,000 in 1970 to 38,000 in 1981. 4 But the pace of growth was 
not sustained evenly over the period; expansion of the manufacturing sector 
occurred primarily from 1971-1977. The annual growth rate of exports drop
ped from a high of nearly 27 percent in 1976-77 to less than seven percent
 
between 1977 to 1982. 

At present, two categories of industry comprise the manufacturing 
sector of Mauritius: export-oriented firms (EPZ users) and import substi
tuting firms (Development Certificate holders or DCAs). The EPZ firms, 
although fewer in number, employ almost three times the number of workers as 
do the DCA enterprises. Textile and apparel manufacturing are the dominant 
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activities in export firms. DCA firms reflect a more diverse spectrum of 
industries, by virtue of high protection against foreign competition (up to 
200 percent in ad valorem terms).
 

Both EPZ and import-substitution firms are found scattered throughout 
the island; Mauiitius offers incentives to firms locating either on or off
 
the industrial estates. Within the public sector industrial estates, (40) 
percent of the sales are generated by firms engaged in import substitution 
rather than export. In private sector industrial estates, the export orien
tation of firms is far more pronouced.
 

C. Zone Profiles
 

Five major export processing zones have been established in Mauritius,
 
two of which have been developed by the public sector and three of which are 
owned by private firms. All are overseen by the Ministry of Commerce,
 
Industry, Prices and Consumer Protection. Development and implementation of
 
the public sector industrial estates is carried out by the Development Bank
 
of Mauritius through the industrial estate division; for-profit companies-
usually capitalized by sugar producers--have undertaken most of the private
 
EPZ projects. 

The five principal zones are:
 

(public sector) 

a. The Plaine Lauzan Estate, located on a 13 acre site, was started in
 
1968. Standard factory buildings (multi-story) have been erected by the DBM
 
and cover a total area of 425,000 square feet. The zone was fully leased
 
out within three years of its completion in (1970). 

b. The Coromandel Estate, constructed in 1973, covers 70 acres. Standard 
factory buildings have also been constructed by the UBM on this estate,
 
covering 628,000 square feet. As with Plaine Lauzan, the Coromandel estate 
is located just outside the boundary of the capital city of Port Louis. 
Port facilities are less than 6 kilometers away and the island's 
international airport is approximately 35 kilometers from the site. 

(private sector zones)
 

c. The St. Antoine Export Processing Zone, established in 1974, is a 
privately-developed industrial estate on a site of 12.5 acres in the 
northern part of Mauritius. It offers 90,000 square feet under roof and is 
ultimately projected to cover 25 acres. The developer of the zone is the 
St. Antoine Sugar Company, Ltd., which has minority ownership shares in all 
of the companies operating there. These joint-venture firms produce for 
international rather than domestic markets. The site is 20 km. from the 
port and more than 45 km. from the international airport. 

* In addition, more than (70) companies have qualified for individual export 
processing zone status. Because these decentralized site-specific
 
operations do not fit clearly within the international definition of E:xprt

Processing Zones, the focus of this presentation will be on the industrial 
estate-based zones.
 

Annex 11-3 



- Annex II: Mauritaius Free Zones Cases Study 

d. The Bel Air St. Felix was established (four) years after the St.. Antoine 
industrial estate in eastern Mauritius, to cater for garments and sugar 
processing operations. It offers approximately 25,000 square feet under
 
roof and is primarily export-oriented. The zone is about 25 km from Port 
Louis and about 18 km from the international airport. 

e. The Bonaire Export Processing Zone was developed in 1979, also by a 
sugar company, near Triolet in northwest Mauritius. The estate offers about 
30,000 square feet of factory space, and caters to exort-oriented knitwear 
and garment manufacturers. The zone is about 11 km from Port Louis and more 
than 35 km from the international airport. 

For the balance of this case study, the Coromandel estate will be
 
compared with the St. Antoine estate. These zones are examined in some
 
detail both because they are representative of the public and private sector
 
experiences respectively with zone development in Mauritius, and because the 
timing of their development was so parallel. It should be noted, however, 
that conclusions from the comparison must be qualified for an intrinsic 
reason: a three-fold difference in size of the respective zones.
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III. ZCNE CCNTRMTICNS 

During the period of 1972-76, the export processing zone program in 
Mauritius had a tremendous impact on the economy. In addition to creating
 
24,270 jobs country-wide and generating US$140 million in net foreign
 
exchange earnings, the EPZ industries diversified a one-crop economy and
 
developed an industrial base in manufacturing. During the most dynamic 
growth period for EPZ industries (1972-76), an average of 17 new firms were 
created every year.
 

From 1976 through late 1983, the performance of the EPZ sector
 
throughout Mauritius was comparatively disappointing. The average number of 
new EPZ firms established per year fell to 12. Nearly one third of the 
firms which started operations closed down, with the highest number of 
closures in any one year reaching 15 enterprises in 1978. Growth in exports
 
declined on average to six percent per year and net employment has
 
stagnated.
 

Since late 1983, however, the EPZ sector has shown a strong rebound in
 
the public and private industrial estates. The surge is attributable
 
primarily to the greater number of Far Eastern investors interested in 
diversifying their investments, for reasons presented later in this case
 
study.
 

Before examining the economic contributions of the EPZs, it is 
instructive to compare the respective performance of Coromandel and of the 
St. Antoine Industrial Estate from the standpoint of their attractiveness to 
industry.
 

The Coromandel industrial estate for most of its existence has
 
experienced lower than anticipated occupancy. Original plans called for 
developing a total of 900,000 square fePt of factory space in two phases, 
with the second phase being undertaken once the first phase was leased out.
 
In 1974, however, the Development Bank of Mauritius won approval by the 
International Development Association (IDA) to consolidate its building
 
program; as a result, approximately 628,000 square feet of prebuilt space
 
was constructed at once.
 

In large part because of the world recession, demand for space fell 
well below expectations. During the first four years of operation, the 
occupancy level remained well under 175,000 square feet--just over 25 of the
 
prebuilt facto-y spacp available. Between 1977 and Tate 1983, the
 
Coromandel Industrial Estate rose slowly to a 55 percent occupancy level. 
Most of the firms located in the zone. however, were DCA enterprises rather 
than export industries. 

The occupancy level in the Coromandel estate improved markedly in early
 
1984. An influx of Hong Kong and other Far Eastern investors has resulted 
in virtually all of the remaining factory space being committed; in light of 
the absorption of all unused space in Coromandel, the Development Bank of 
Mauritius is planning to develop in the coming year an additional public 
sector-sponsored industrial estate. 

The St. Antoine Industrial Estate has enjoyed a far higher percentage
 
of occupied to unoccupied factory space than Coromandel throughout its 
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development history, as a result of a more cautious approach to building

construction. The private developer of the zone from the beginning has 
paced factory construction in direct proportion to market demand, never
building more than one facility "on spec" at a given time. When one 20,000 
square foot is leased, the developer proceeds to the next. 

At present, 90 percent of the zone's 90,000 square feet of factory 
space is leased out. The majority of the construction occurred during 1974

through 1977, at a time when large quantities of unoccupied factory

buildings were available at the Coromandel estate. Notwithstanding the
 
competition from its public sector-sponsored counterpart, the St. Antoine
 
estate succeeded in attracting seven companies by 1979--all of which were
 
export oriented rather than import substitutions firms. The number of
 
companies based at St. Antoine has 
 since risen to 10, and the estate's
 
developer reports firm demand for an additional 20,000 square feet.
 

A. Employment
 

The EPZ firms have been quite cost-effective in generating employment.

In contrast to import-substitution enterprises, the investment cost of

creating a new job in Mauritian EPZs averages only about $4000--just over a
 
fourth of the $15,000 average capital investment cost per job in DCA firms. 

The employment contributions of EPZ firms nave been timely as well as
 
cost-effective. With increased mechanization of the sugar indust.y over the
 
past 20 years, employment in the agriculture sector has been declining. At
 
the end of 1982, approximately 17 percent of the work force was officially

registered as unemployed. The EPZ sector has had a significant impact in
 
generating employment, particularly during the period of 1972-77 and from
 
late 1983 to the present.
 

In 1982, the total direct employment in the EPZ sector was 23,420. 
This represents approximately 47 percent of all employees in the
 
manufacturing srctor and seven percent of the total officially registered
 
workforce.8 Net employment creation in the EPZ sector fell from an average

of more than 4,000 new jobs a year in 1974-77 to less than 1,000 annually in
 
1978-81. The knitwear and garment factories provide over 85 percent of the
 
employment opportunities. 

More than 80 percent of employees in the EPZ enterprises are women.
 
In addition to the alleged technical e..pertise of the female employees, the
 
predominant reason for the large number of women in the workforce is pay 
differential. During the first year of employment, women are paid

approximately 40 percent less than their male counterparts and 30 percent
less thereafter. Wages paid to workers at Coromandel and St. Antoine,
however, compare favorably to those paid in the import substitution sector 
of the economy.
 

The social impact upon the labor force has not been altogether 
positive. In the initial years of development of the EPZ sector, numerous
 
industrial disputes occurred because of delinquent wage payments and strenuous
 
working conditions. Labor legislation was enacted in 1975, which attempted
 
to accommodate the needs of the industrialists and protect the rights of the 
workers. The number of industrial disputes has decreased in recent years,
but foreign investors are still granted certain exemptions from standard 
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labor practices prevalent in other sectors of the economy.10
 

Several differences were observed in labor relations at the Coromandel 
and St. Antoine industrial estates. Companies operating at St. Antoine
 
attributed their location decisions in ]age measure to the more tranquil 
labor-management relationships in the area, which was removed from the 
political pressures and agitation of the capital city. Because many of the 
St. Antoine-based companies relied upon semi-skilled and skilled workers, 
grievances over pay were minimal. Executives of the Mauritius Development
Bank noted that labor actions had markedly subsided in Coromandel during the 
past four years, partly because several major employers at the zone
 
attributed their closing to union unrest.
 

B. Export Diversification
 

The EPZ suctor in Mauritius has been very successful in diversifying
 
the economy from sugar exports. In little more than a decade, exports of 
manufactured goods from EPZ firms have increased from 1.1 percent of all 
exports in 1971 to 33 percent in 1982. EPZ exports have accounted for an
 
average of 92 percent of total ma~ufactured exports from Mauritius. 

Disaggregated figures are unavailable on the relative contributions of
 
the Coromandel and St. Antoine EPZs to the overall export earnings of 
Mauritius. Because import substitution rather than export firms have 
accounted for a majority of Coromandel's tenants (until the past three 
months), the St. Antoine industrial estate has been proportionally more 
successful than Coromandel in generating export sales. The greater size of 
the Coromandel zone, however, means that tie absolute contribution of its 
EPZ firms outweighs that of the St. Antoine companies in export sales. 

The industry mix of the St. Antoine industrial estate contrasts
 
markedly with that of Coromandel. Of the 10 FPZ firis operating there in
 
early 1984, none were engaged in textile or garment manufacturing. The 
companies instead produced watch movements, cut gems, rubber masks, ship 
models, lead and plastic figurines, and brushes. In both Coromandel and St. 
Antoine, e:xports of EPZ products are oriented overwhelmingly to the EEC 
market. 

C. Foreign Exchange Earnings
 

Despite the high import content of manufactured goods, EPZ firms have 
provided substantial foreign exchange earnings. From 1974-1981, the total 
net foreign exchange earnings from EPZ industries was $159.8 million. Net 
foreign exchange earnings grew at a rate of 16 percent per year in real 
terms between 1976 and 1981. No comparison is possible between the relative 
contributions of the Coromandel and St. Antoine industrial estates because 
statistics are unavailable. 

D. Backward Linkages 

High levels of protection for domestic producers have inhibited the 
development of linkages between the EPZ sector and indigenous entrepreneurs.
Sheltered from international competition, the DCA firms have generally 
failed to offer prcducts with prices and qualities ecual to world standards. 
One local [CA manufacturer of thread, benefiting from Maurdtjus's 
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protectionist policies, attempted to sell to the EPZ garment manufacturers. 
The poor quality and high price of the thread resulted in the termination of 
the supply contract. No differences were observed between linkages at 
Coromandel and St. Antoine. 

E. Transfer of Technology 

EPZ firms have proven instrumental in the transfer of marketing and 
managerial skills to indigenous enterprises. Through the vehicle of joint
 
ventures, foreign investment and marketing specialists have strengthened the 
capabilities of local entrepreneurs. In some instances, the local partner
 
has taken over the running of a company after increasing his shares, or 
after buying out another local partner. 

The Coromandel industrial estate, as opposed to St. Antoine, seemed to 
be more effective at diffusing technical know-how to indigenous enterprises. 
At St. Antoine, the zone development company held large minority ownership
 
shares in each of the export firms operating at the zone; the operational
 
know-how acquired through these joint ventures remained restricted to the 
development company. By contrast, the Coromandel estate created no barriers 
to the diffusion of technical, managerial, and marketing knowledge to a wide 
variety of Mauritian enterprises. 
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IV. ZCNE DhNELOPMEN PFOCESS 

A. Planning 

1. Legislative Planning
 

The need for legislative planning by zone developers was minimal for
 
both the Coromandel and the St. Antoine Export Processing Zones. Both 
projects were eligible under the already enacted Export Processing Zone Act 
passed in 1970. This act, patterned after enabling instruments used by 
successful Far Eastern export-oriented industrial free zones, offered such
 
incentives as duty-free importation of capital goods and components, free 
repatriation of capital, tax holidays of up to 20 years on profits earned
 
.from export sales, exemption of payment by shareholders of income taxes on
 
dividends paid by EPZ firms, relief from some labor code requirements, and 
issuance of peymanent resident permits to EPZ shareholders. 

2. Zc ie Management Planning 

The administrative structure for Coromandel was planned to reside with 
the Development Bank of Mauritius, the only institution with successful 
prior industrial estate development experience (the Plaine Lauzan industrial 
estate, begun in 1968). Other factors working for the DBM's selection were
 
the strength of its political standing within the government, and the fact 
that the Development Bank is the major source of medium and long-term
lending for investment in industry. Otler organizations involved in the 
project planning included the Water Department, Energy Department, and 
Department of Works. The Development Bank found that the key to effective 
zone planning was to involve these and other critical institutions at an
 
early stage, preferably by having top ministers participate in the project
 
planning meetings. In a move that gave important financial institutions a
 
stake in EPZ development, zone planners decided to allocate 20 percent of
 
the ownership interest in the Coromandel project to the Bank of Mauritius 
and five percent to the State Insurance Corporation of Mauritius.
 

From the beginning, there was little doubt where ownership and 
management responsibilities would rest for the St. Antoine Industrial 
Estate. The project was initi-nted by the Compagnie Sucrierede Saint Antoine 
Ltee, a major sugar producer bascd in Goodlands, a rural area in the 
northern part of the island. Planners for the zone envisaged the company 
retaining title to the land, constructing standard factory buildings for 
tenants, and leasing out the properties at rates slightly below those of the 
Coromandel estate.
 

3. Financial Planning
 

At an early stage in planning of the Coromandel Estate, the 
Development Bank of Mauritius identified the World Bank's International 
Development Association affiliate as an optimal source of financing. A 
feasibility study was conducted to establish the market demand for, and the 
financial and economic viability of, the Coromandel zone. Financial 
planners explicitly sought to de-emphasize the goal of maximizing the 
project's financial return, in favor of keeping lease costs low for 
industries and hence maximizing economic benefits. The feasibility study 
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consultants determined that the project, under the most likely scenarios, 
would generate a financial rate of return of between 5.5 and 6.5 percent,
 
and an economic rate of return of between 10.4 and 12.6 percent. On the 
basis of these results, the project planners approached the IDA for 
financing half of the project's total anticipated $8 million cost, through a 
20-year 7.5 percent interest rate loan, with a five year grace period. The 
balance of the investment was to be provided by the Government as a capital 
contribution.
 

Financial planners for the St. Antoine project undertook far less
 
rigorous efforts to establish financial feasibility. Instead, they planned
 
to carefully phase the construction of buildings to keep pace of
 
demonstrated market demand. As with the Coromandel project, the financial 
planners did not see maximizing lease rental income as their foremost 
objective. They sought instead to have the parent compay take equity
holdings in the zone's tenant companies, ranging from 10 to 49 percent 
ownership interests. The advantages of this approach included the ability 
to reap greater than normal returns that would be available solely as the 
landlord to industries. Concurrently, however, this financial plan would
 
expose the developer to greater risk of loss should any of the zone tenants
 
fail.
 

4. Site Selection Criteria
 

The Coromandel industrial estate was selected after a comprehensive 
review of six potential locations. The Lower Coromandel area, near Port 
Louis, was chosen because the Development Bank of Mauritius already owned 
the land, the site was close to a large labor pool (major upgrading cf 
transportation infrastructure in the area was to be undertaken to facilitate 
labor mov:ments), the property had good slope and soil conditions, and there 
was an economical hook-up potential to water, electricity, and telephone 
systems.
 

Developers of the St. Antoine industrial estate, by contrast, went
 
through no comparable site selection search. The company owned the land,
which was level, serviced by roads and basic infrastructure, and had soils 
suitable for factory construction. Although handicapped by a somewhat 
remote location, the site in Goodlands had an offsetting advantage--its

distance from the more densely populated and unionized "big city" was 
recognized as a powerful inducement. for companies desiring peaceful labor 
relations.
 

B. Implementation
 

1. Engineering and Construction
 

The DBM and the World Bank report general satisfaction with the quality
 
of engineering and construction work undertaken for the Coromandel zone. In
 
retrospect, however, both institutions believe that initial construction
 
plans should have been adhered to, rather than the more ambitious 
construction program that was actually undertaken. The Coromandel plan at 
first called for two phases of construction, in step with market demand. As 
a way to achieve economies of scale, however, DBM successfully proposed to 
the World Bank that the two phases be consolidated. The proposal arguably 
achieved savings in unit costs of the StaJard Factory Buildings, but at the 
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cost of a large debt overhang for the project. Until the early 1980s, more 
than half of the Coromandel's 625,000 square feet of standard factory space 
went unoccupied.
 

St. Antoine adhered to its original program of phasing construction in
 
keeping with demonstrated market demand. The zone's construction program to 
date has consisted of five buildings averaging 20,000 square feet. 
Construction of new factory buildings as occurred at intervals ranging from 
12 to 36 months, depending upon the economic climate in a given period. 

2. Management
 

Coromandel's zone management system evolved from the experiences gained
by the Development Bank of Mauritius in administering its earlier, smaller 
estate at Plaine Lauzan. The Bank's industrial estate section at present 
consists of six full-time people, who maintain the buildings, collect rents, 
ensure provision of water in drought periods, and otherwise perform the 
functions of landlords. The small size of the staff xelative to the volume 
of EPZ tenants has caused problems at times in meeting the needs of zone 
users on a timely basis. Because of the staff's small size, however, 
problems of internal bureaucracy have been minimal. 

At the St. Antoine zone, management responsibilities were transferred 
in 1975 from the original developer, the Compagnie Sucrierede Saint Antoine 
Ltee, to SOGISA, the Societe de Gestion de la Zone Industrielle de St. 
Antoine. The shift involved no change of ownership, but grew out of a
 
recognition by the sugar company that the zone's interests would be better
 
served by transferring administrative functions to an organization
 
specifically dedicated to zone management. At present, five full- and part
time people run the zone.
 

Both Coromandel and St. Antoine have lean administrative staffs.
 
Coromandel has only six full-time staffers; St. Antoine has five people

working on a part or full-time basis. The structure of the respective

organizations are presented on the following pages. 

3. Marketing/Pronotion
 

Both the Coromandel and St. Antoine estates have made only fitful
 
international marketing and promotion efforts. In the cas: of Coromandel,

marketing responsibilities were neglected for nine years following the 
establishment of the Coromandel estate. Initially, the marketing efforts 
were viewed as unnecessary because of the influx of foreign investors during 
the early 1970s; subsequently, the adverse world economic climate was viewed
 
as making promotional efforts of doubtful benefits. Since late 1983,
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ORGANIZATICNAL STRUCTURES OF MAURITIUS EXPORT PROCESSING ZCNES 

I. COROMANDEL EPZ (Public)
 

Development Bank of Mauritius
 
BOARD OF DIRECTORSI 
MANAGING DIRECTORI 

Industrial Estate Section 
PROJECT MANAGER
 

(Engineer)
 

Assistant Engineer Assistant Engineer
 

Maintenance Senior Clerk
 
(part-time cleaners,
 

gardeners)
 

Clerk 

Clerk/Typist
 

II. ST. ANTOINE EPZ (Private)
 

Societe de Gestion de la Zone Industrielle de St. Antoine
 

BOARD OF DIRECTORS
 

GENIERAL MANAGER 

Maintenance Executive Secretary Accountant Security 
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however, high level governmental missions have promoted Mauritius as an 
export manufacturing center to Far East companies, with very impressive 
results. Coromandel has gone from approximately half-empty to completely 
committed in this period, principally because of successful appeals to Hong 
Kong-based firms. 

The St. Antoine estate has relied primarily on personal contacts made 
by its investors and existing joint venture partners at European trade fairs 
and seminars, as a means of recruiting new tenants. It reports spending 
less than $5000 annually on promotion. Although the stipulation that all
 
zone tenants must share equity with the estate developers has been 
unattractive to some firms, others have welcomed the participation of a 
successful, experienced, well-financed Mauritian company. Among the 
benefits of the approach from the perspective of existing zone tenants have 
been faster startup and more tranquil labor relations. The willingness of 
the existing zone tenants to assist in promoting the zone at European
 
business conferences attests to their overall satisfaction.
 

4. Financial Performance
 

The financial performance of the Coromandel Estate has fallen short of 
expectations. In response to the feasibility study and financial plan, the
 
IDA approved a credit of $4 million was provided to finance approximately 50
 
percent of the total project cost. IDA's contribution was passed on to DBM
 
in local currency at 7.25 percent interest and repaid over 20 years, 
including five years grace. Although the Government has provided a similar
 
amount as a capital contribution to the project, the DBM has also drawn 
loans from the government of Mauritius that are to be repaid at 2.5 percent 
interest over 12 years including two years grace. The availability of
 
resources at significantly below-market rates has been a major factor in
 
avoiding a more disappointing financial outcome.
 

As a condition of its loan, the IDA and the World Bank. established
 
reporting and accounting criteria for the site engineering and construction
 
phases. With the exception of a period during which the regularity of 
reports declined, the DBM appears to have observed the agreed upon 
monitoring functions. The DBM and the World Bank, however, have disagreed 
over the accounting procedures to be used regarding accrued operating 
losses; DBM believes that such losses should be "capitalized" into the 
project, while the World Bank believes that such an approach will understate 
the opportunity costs of the funds used to meet the deficienc-y. 

To date, total costs of the Coromandel zone have exceeded revenues by 
about $8.8 million. The principal reason for the financial problem was the 
decision to build 625,000 square feet of factory space, in advance of 
demonstrated market demand. This has forced the Coromandel project to bear 
unduly heavy debt servicing burdens. In recent months, however, the large 
inventory of idle standard factory buildings has proven to ce an advantage 
rather than a disadvantage. Anxious Hong Kong and Sri Lankan investors have
 
located in Mauritius as a means of hedging against political instability at 
home. Because of this change in market demand, the Development Bank of 
Mauritius now expects that the zone will break even by 1988 or 1989. 

Financing for the St. Antoine industrial estate has come from three 
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sources: the parent company ($100,000 loan in 1974), the Sugar Fund of 
Mauritius (two loans totaling $600,000 in 1974 and 1976, at interest rates
 
of 10 and 11 percent over ten years), and a commercial bank (4i00,000 in 
1980, at an interest rate of 15 percent over seven years).
 

Although figures in financial return are not disclosed by the 
developers of the St. Antoine industrial estate, field research suggested 
that the break-even point for St. Antoine will be reached considerably
 
sooner than for Coromandel. Although the Coromandel estate broke even on 
its operating costs in 1982, it is unlikely that the capital costs will be 
repaid until 1988 or 1989. The St. Antoine zone managers, while more 
reticent about releasing figures on their financial performance, indicate 
that their zone will repay its investment costs and initial operating losses 
by the end of 1984. 
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V. POSITIVE FACTORS IN THE DEVELOPMENT PPOCESS 

The following discussion highlights noteworthy factors that have 
contributed to the success of the EPZ sector in general, and of the 
Coromandel and St. Antoine zones in particular. 

A. Stability of Investment Gtoundrules 

Since the country won independence, changes of government in Mauritius 
have occurred by peaceful, democratic means. Although politics have been 
highly polarized in the country, EPZ legislation has been exempted from 
effects of national economic policy shifts. The acceptance of the EPZ 
sector even by left-wing parties has apparently arisen because of a recogni
tion that EPZ firms account for much of the country's non-agricultural 
employment and foreign exchange earnings.
 

B. Low-Cost, Productive Labor
 

The Mauritian labor force is generally very well educated and easy 
to train. Coimposed of a diverse mixture of African, Indian, Chinese, and 
European peoples, the labor force is generally literate and multilingual in
 
both English and French. Labor costs run approximately $2.35 to $3.75 per
day for unskilled production workers--a figure that compares favorably with 
labor costs in most Asian countries. I-long Kong garment manufcturers report
that when measured on a productivity/dollar basis, Mauritian workers are 40 
percent less costly than their counterparts in Hong Kong.
 

C. Business-like Zone Development and Management Organizations
 

As noted previously, both the Coromandel and the St. Antoine EPZs have
 
been developed and operated by lean, business-like organizations. In
 
response to severe budgetary constraints, the industrial estates branch of
 
the Development Bank of Mauritius has employed innovative strategies to meet
 
tenant needs, including the formation of a tenants' association to help
provide security and maintenance services. The St. Antoine EPZ management 
company has outright investment interests in the tenant companies; as a 
result, its yLounds and facilities are attractive and well maintained, and 
tenant concerns are quickly addressed.
 

D. Access to Export Markets
 

Companies based in the EPZs give as a key reason for lccating in
 
Mauritius their duty-free access to markets in EEC countries under the Lome
 
Convention. Under the Lome II Convention of 1979, preferential market
 
access is given to exports originating from former European colonies. Some 
EPZ exporters also cited their favorable geographic position to access 
markets in Southern Africa as a factor in the zones' success. 

E. Living Conditions/Amenities
 

As noted earlier, Mauritius has a peaceful, multi-cultural population
 
and favorable climate. It is abundantly endowed with recreational 
opportunities. The prevalent use of English and French in schools as well
 
as in business life make Mauritius an attractive destination for foreign 
investors and entrepreneurs.
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VI. BARRIERS TO FULL ACHIEVEMET OF ZCNE POTENTIAL 

Although Mauritius is well endowed with human and physical resources,
 
development of the EPZ sector has been inhibited by several major factors.
 
They include the following:
 

A. Lack of Marketing/Promotion
 

Promotion activities on the part of Coromandel to attract foreign
 
inve;tment until recently have been inadequate and performed on an ad-hoc
basis. The Ministry of Commerce and Industry is the main body responsible 
for promotion, but four other organizations are also involved in this
 
activity. Investment promotion offices in Europe are also used, which are 
financed by the EEC. The total budget for promotion activities has been
 
less than US$100,000 per year.
 

Since late 1983, marketing activity oriented toward attracting EPZ
 
firms has increased substantially. High government officials have travelled 
to the Far East to conduct promotional visits to Hong Kong, Sri Lanka,
 
Singapore, and Taiwan. These efforts have been rewarded with a surge in
investment from firms (primarily in the garment sector) concerned over the
 
political future of Hong Kong and Sri 
Lan)ka. Nonetheless, no systematic

promotional campaign is being mounted in 
 the Far East or in the United
 
States on behalf of the EPZ sector.
 

The St. Antoine industrial estate, similarly, has placed a low priority 
on international marketing and promotional efforts. 
It replies principally

on efforts by the development company's European agents and joint venture 
partners to identify prospective investors. The company does send 
representatives to trade fairs, however, to identify potential tenants and
 
new joint venture prospects. 

B. Shortcomings in Property Development/Management 

The financial performance of the Coromandel estate has been
 
disappointing until the recent influx of investors from the Far East. The
 
problem has been heavy fixed debt service obligations incurred as a result
 
of the decision to build massive amounts of factory space in the mid-1970s,
 
far in advance of market demand. Although the shortfall in demand was

largely caused b, the troubled world economic conditions of the mid-1970s,
 
in retrospect it appears that the Development Bank of Mauritius and the
 
World Bank failed to follow a business-like strategy of building space only
 
one step ahead of demand.
 

Some tenants felt that the design of the Coromandel standard factory 
buildings was also insufficiently responsive to the market. The buildings
have proved unable to be readily partitioned into sizs accommodating smaller 
firms, and their multi-story construction has caused difficulties with 
movements of raw materials and finished products. 

Management by the Development Bank of the Coromandel estate also came 
under some criticism. Tenants stated that the industrial estate branch of 
the Bank was doing the best it could on a limited budget, but that buildings

and grounds maintenance was not yet fully adequate. Improved cash flow 
resulting from increased occupancy of th Coromandel estate, however, should 
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enable the Development Bank to undertake needed improvements. 

St. Antoine's development and management shortcomings were of a
 
different kind. Pecause of the heavy building materials sales taxes levied
 
on private sector construction, and a low depreciation rate for physical
 
structures, the zone developer has lacked the cash flow needed to build a
 
new 20,000 sq. ft. structure.
 

C. Inefficient Local Suppliers
 

Garment manufacturers, in particular, reported dissatisfaction with the
 
high cost of importing textiles and other apparel-related raw materials and
 
intermediate goods to Mauritius. In contrast to Hong Kong and Taiwan, where
 
indigenous manufacturers operate with little or no protection from
 
international competition, export-oriented firms in Mauritius felt that the 
price and quality of products from DCA (import substitution) firms was non
competitive. Accordingly, EPZs may be losing in two ways--first, the 
absence of competitive local suppliers may incline potential investors to 
locate in other countries, and second, the foreign exchange earnings of the
 
country may be suffering because of relatively weak "backward linkages." 

D. Red Tape
 

Permit approval procedures for public sector EPZs are cumbersome. A 
total of six ministries must approve a project which normally takes two to 
three months if all necessary documents are complete. Also, although export 
firms are not subject to import duty, they have to complete customs 
procedures similar to those imposed on firms paying duty. In St. Antoine,
 
the private sector management of the zone is reportedly better able to
 
resolve problems without experiencing bureaucratic delays.
 

E. European and U.S. Protectionist Policies
 

Criteria for exporting duty-free into the European Economic Community
 
have become more stringent in recent years, to the detriment of Mauritius.
 
Britain and France in recent years have imposed "voluntary" restrictions
 
upon Mauritian exports. Tighter rules of origin requirements under the Lome 
II convention have also curbed eq:ort growth of EPZ firms. Given the
 
overwhelming orientation of Mauritian exporters to the European market,
 
continued erosion of access to this market would greatly reduce the appeal
 
of Mauritian export processing zones to export manufacturers. Already, some
 
ex-ort manufacturers have attempted to diversify by producing garments for 
the U.S. market. But U.S. quotas also have constrained Mauritian garment
manufacturers; knitwear exTorts triggered quota restrictions after EPZ firms 
penetrated 4 percent of the U.S. market. in only two years. 

F. Shortcomings in Utilities
 

Many EPZ firms identify the lack of a fully reliable water supply as a
 
major problem for EPZs in Mauritius. During the dry season, interruptions
 
in water supply are common. For example, one knitwear manufacturer
 
interviewed during the course of this research had stopped production for
 
four days due to the lack of water for washing the garments. Power outages,
 
although less frequent than in the past, also have caused problems for some 
firms.
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VII. FUTURE PROSPECTS 

The recent acceleration of foreign investment in Mauritius, triggered
 
by flight capital from Hong Kong and Sri Lanka and by the world economic
 
recovery, augurs well for Mauritius. Fundamental economic trends are 
working in favor of further EPZ growth, including continuing migration of 
low-wage manufacturing operations from the Newly Industrialized Countries. 
Mauritius appears to be one of the more promising candidates for economic 
take-off, on the model of Malaysia, Taiwan, and Singapore, over the next 15 
to 20 years. 

Government policies, for the most part, are working to reinforce deve
lopment of the EPZ sector. The Development Bank of Mauritius in the past 
six months has decided to develop a third public sector EPZ estate at 
Phoenix. It will differ from its two predecessors in that virtually all of 
the buildings will be one or two floors, and will be readily partitioned
 
into increments as small as 5000 square feet. 
 The site's size, moreover,
 
will be a manageable 35 acres (10 nonleasable). Construction of the first
 
building is scheduled tc be completed by the end of 1984.
 

The government also has established plans for a one-stop service
 
agency and a promotion agency. A number of different public sector L".ies, 
including international organizations, are intended to participate in and
 
support this program. Plans have been moving somewhat slowly, because of 
differences among the participants regarding the proposed funding and 
implementation plan for the organization. 

In sum, EPZs in Mauritius have a bright future. Provided the country's 
investment groundrules remain stable, and the world avoids new eruptions of 
protectionism and/cr recession, opportunities for further private and public 
sector EPZ development in Mauritius appear to be excellent. 
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VIII. RE4DATINS/NLUSICNS 

Mauritius has found EPZ development to be an effective way of
 
diversifying the economy away from reliance upon a single crop, and a
 
powerful mechanism for employing new entrants into the workforce. Jobs
 
created in the export sector tend to be far less capital intensive than
 
those created in the import substitution sector.
 

The parallel experiences of public sector and private sector-developed
EPZs provide a useful base for recommending EPZ policies for the future. 
The public sector EPZ at Coromandel languished for many years at less than 
50 percent occupancy, while carrying an expensive burden of public debt
 
incurred because of massive overbuilding. By contrast, private developers,

such those who own the St. Antoine zone, risked their own capital for zone 
development, and built facilities in a manner more closely corresponding to 
market demand. The pr4-;ate sector approach is clearly the best approach for 
easing governmental fiscal strains, by releasing resources that would 
otherwise go to zone development for other uses. 

The potential of Export Processing Zones to contribute to the
 
development of Mauritius could be more fully realized by taking the 
following steps:
 

-- Encourage private developers and managers to assume greater 
responsibility for zone development and management. An important means for 
encouraging indigenous developers to erect the needed space consists of 
lessening the taxes they now pay upon building materials for the EPZ 
factories. Introducing accelerated depreciation for EPZ structures would 
also be a powerful spur to zone development in Mauritius. Within public 
sector zone development organizations, incentives should also be introduced
 
that gear the compensation of key executives to the economic and/or 
financial success of the zone.
 

-- Bean a concerted EPZ marketing and promotional projram. To date, 
both the private and public EPZs have undertaken promotional efforts on an 
essentially "hit or miss" basis. The attractive incentives and production 
factor costs of Mauritius make the country a strong candidate for continuing
EPZ growth, provided the benefits are communicated to potential foreign 
investors. In addition to encouraging Mauritius officials to travel for
 
meetings with Far East, European, and U.S. companies, EPZ developers should 
increase their visibility in trade fairs outside of Europe, and perhaps

establish a continuing zone promotional presence in Hong Kong, where flight 
capital is expected to continue leaving. To capitalize on the country's low
 
labor costs and high quality of life, zone promotion efforts should also 
focus on labor-intensive segments of the information and service sectors. 
Many "back office" functions, such as keypunching and large-scale text 
entry, could be economcially performed in Mauritian free zones. Such 
marketing strategies would minimize the risk to the Mauritian economy of 
over-dependence on the garment and textile sectors, and would position the 
country to benefit from emerging technolcgies. 

-- Establish a true "one-stop" permitting center, to expedite approvals
of investment applications. Although large corporations have the resources 
and staying power to wade through a lengthy investment approval process, 
small and medium sized firms--the kind which make up the vast majority of 

Annex 11-19 



- Annex II: Mauritius Free Zones Cases Study -

EPZ tenants world-wide--cannot readily afford delays. Creating a one-stop 
permit process is a powerful inducement for such companies. The process 
must work in practice as well as on paper, which entails delegation by high
 
government officials of multiple responsibilities to a single government
 
unit. Mauritius could minimize grievances from departments who felt they 
were giving up their "turf" by appointing the heads of the relevant 
departments to the board of directors overseeing the one-stop center.
 

- Dismantle present import-substitution policies. As noted previously, 
the absence of locally-produced raw materials and intermediate goods is a 
key barrier to te further development of EPZ activity in Mauritius. The 
trend of international trade barriers has been to require ever-higher "value 
added" contributions on the part of the exporting country to qualify for 
duty-free access to final markets. Under the current rules of origin in the 
Lome Agreement, at least two stages of production must take place in 
Mauritius or materials must be purchased from other Lome signatories.
Developing backward linkages with the domestic economy is imperative if 
Mauritian exporters anticipate further penetration of the EEC countries. 
Mauritius would be well-advised to remove trade barriers that now nurture 
import substitution firms and impede development of backward linkages by the 
EPZ firms. 

- Phase construction of standard factory buildings in future EPZs to
 
keep pace with market demand. As the experience of Coromandel demonstrated,
the temptation to overbuild can be costly if indulged. A better approach is 
to phase the construction schedule to keep from 20,000 to 40,000 square feet 
available at any one time, to accommodate nvestors who need immediate space 
on a basis that avoids inflating the zone's debt service burdens.
 
F Trience also indicates that EPZ tenants prefer one or two-story buildings

far more than four-story structures, such as those constructed in 
Coromandel, as well as buildings that can be partitioned in units as small 
as 5,000 sq. ft.
 

Mauritius--and other countries--may also benefit by viewing their zones 
as proving grounds for new economic policies that may later be adopted for
 
the nation as a whole. The People's Republic of China has officially stated 
that its new "Special Economic Zones" represent a demonst-ration area for 
market-oriented economic reforms. On the strength of the proven performance 
of EPZs in Mauritius, and the recent surge in new zone investment, it may be 
a propitious time for the Government to consider extending free zone 
incentives to the donestic economy. Tax reductions and regulatory relief 
for small business in areas of high unemployment--two key incentives found 
in free zones world-wide--could help stimulate further growth on the part of 
Mauritian-owned enterprises.
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FOOTNOTES
 

iMinistry of Commerce, Industry, Prices and Consumer Protection, Mauritius. 
January, 1983.
 

2 The manufacturing sector, as defined in this paper, does not include sugar 
and tea processinc. 
3Central Statistical Office
 

4Central Statistical Office
 

5The ExTort Processing Zone Act No. 51 of 1970 permits EPZ firms to locate 
anywhere within Lie country.
 

6Central Statistical office and Mission data.
 

71T o weaving factories have closed operations in Mauritius since 1978.
 
9The sugar industries are the only other sector which employs a pay 
differential between men and women. 
10 Paid public holidays and the pay differential are the main exemptions 
granted. 
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I. Introduction 

Indonesia has two areas that are export processing zones (EPZs). This 
study concentrates on P.T. Bonded Warehouses Indonesia (BWI), an EPZ located 
in the port district in the capital city of Jakarta. The zone encompasses

10.5 hectares of garment factories. 

The freeport island of Batam, 20 kilometers south of Singapore, is also 
examined. Although this zone presently has several petrochemical factories,
 
it is still in the process of being developed into a capital-intensive ad
junct to Singapore.
 

These two EPZs represent very different approaches to economic develop
ment. BWI is a 'conventional' EPZ with standard factory buildings housing

garment-manufacturing concerns. The Batam Island development is an atypical 
EPZ; it is a freeport which will include residential housing, duty-free 
importation of materials and will not be limited to an industrial enclave. 
Indonesia administers Batam almost as if it were a separate nation. Batam's 
impact on Indonesia's international standing may be great. For if the
 
government is successful in promoting it as an outpost for free enterprise,

drawing investors away from Singapore, it could evolve into an international 
trade center. 

This paper will also discuss the evolution of Indonesia's export pro
cessing zone policies, examining why no other zones have been established,
 
and why, in the future, EPZ development may be superseded by 'export estates'
 
in which duty-free importation is not allowed. 
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II. Country Background
 

A. Location of the EPZs
 

Indonesia is an archipelago of more than 13,000 islands, stretching
 
across the Pacific Ocean from New Guinea (which it shares with Papua New
 
Guinea) to the South China Sea, South of the Malaysian peninsula. Its 1980
 
population of 147.5 million makes it the fifth most populous country in the
 
world. Indonesia has problems resulting from its scattered location, since
 
although its population and natural resources are plentiful, they are geo
graphically distant. Consequently, the population itself consists of seve
ral diverse groups, and the government is faced with the difficult task of
 
creating a sense of national identity.
 

The only developed export processing zone in Indonesia is P.T. Bonded 
Warehouses Indonesia. ("P.T." at the front of a business name is the equiva
lent of 'Inc.' or 'Ltd.' Governmentally established and owned P.T. comparies
like BWI are customarily used by the Indonesian government as day-to-day zone 
operators.) it is located at the port district of the capital city of
 
Jakarta.
 

Crowding is BWI's biggest problem. The zone is fully occupied, with 70
 
or more companies awaiting admission, and there is no room for zone expan
sion in the surrounding port. Yet no move has been made to relocate BWI or
 
give it noncontiguous expansion space. In the past, government policy,

focused upon the creation of additional EPZs rather than the improvement or
 
expansion of existing facilities. The large number of investors seeking

entrance to the BWI zone was seen as an indication of a burgeoning demand 
for industrial space throughout Indonesia. Recently, however, the 
Indonesian government has made efforts to develop several alternative forms
 
of industrial estate projects and has consequently individualized its
 
promotional initiatives for each specific site.
 

The major long-term EPZ project of the Indonesian government is on the
 
island of Batam, just south of Singapore. Although it has been a freeport
 
island since the 1970s, actual investment to date has been disappointing. The
 
'0-year development strategy for the island focuses upon the duty-free impor
tation of raw materials as an element of a general industrialization program.
 

Unlike other EPZs, 'in-bond' firms are not. confined to a specified 
industrial enclave on Batam but are located throughout the island. In addi
tion, the Indonesian government has made efforts to encourage the construc
tion of housing to induce [×)pulation relocation and foster balanced regional
development. The basic infrastructure on Batam has been heavily subsidized 
by the government and its future development will require further subsidy or 
the participation of new intermediate developers. 

B. Manufacturing in the Local Economy 

Increased foreign investment has helped to make traditional industry

the fastest growing sector of the Indonesian economy since tJhe late 1960s. 
Neverthe less, private investment and manufacturing growth slowed during the 
1970s due to rc.cession, limited growth in domestic demand, uncertainty over 
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investment policies and problems with production efficiency. 

Indonesian government development programs in the last decade have 
targeted large-scale industrial projects with a rapid retutrn on investment,
 
especially in the oil industry. This overwhelming emphasis has resolted in
 
lack of available funding for equipment replacement and undercapitalized 
small- and mediur-sized businesses. Industrial machinery in need of repair,
 
outdated equipment and a shortage of intermediate goods have hampered the 
establishment of an integrated industrial base and depressed overall produc
tivity. Investment in expanded facilities has not been nmatr'jed by capital 
infusion to existing businesses.
 

This imbalance in government industrial policy is evidenced by the low 
level of employment generation. The Indonesian population growth rate neces
sitates the creation of over a million jobs per year to simply maintain 
current unemployment levels. By focusing government programs on capital
intensive large-scale projects, export earnings have increased, but fewer
 
jobs have been created. If the present policy is maintained, one fourth of 
the needed jobs, at best, will be generated through government programs. 

Indonesia is the world's eighth largest oil producer. The revenues
 
generated by Pertamina, the state-owned oil company, have been the principle 
source of government investment funds. Understandably, the government has 
endeavored to increase its foreign exchange earnings by further investment in
 
this profitable enterprise. Pertamina accounted for 54 percent of the 1981 
total petroleum production in Indonesia and the industry revenues nationwide 
are a crucial element in the country's balance of payments. However, in its 
emphasis on exploiting these oil resources the government has paid little 
attention to the small-scale industries that contribute the highest Fercen
tage of jobs to the domestic population. The lumber industry, second only to 
oil in terms of its foreign exchange earnings, is a labor-intensive develop
ment alternative, yet has been largely neglected by government programs. The 
majority of Indonesians continue to work in the agricultural sector at dep
ressed wage levels and without benefit of government subsidization. 

The composition of Indonesian imports has changed considerably as the 
manufacturing sector has grown. Today, raw materials and capital goods make 
up the majority of imports. Japan and the United States are, by far, 
Indonesia's major trading partners, although the government is attempting to 
diversify its markets worldwide. Its exports, as mentioned above, are 
heavily reliant on oil products. From January through June 1982, ex, rts 
(US$) were as follows: 

-- Mineral fuels and lubricants $11,807,699,301 
--Crude materials, inedible 1,165,190,560
 
--Manufactured goods 961,930,107
 
--Food and live animals 761,563,254
 
--Special transactions 146,525,398
 
-- Misc. manufactured articles 144,266,907 
-- Animal/vegetable oils & fats 108,818,917 
--Machinery/transport equipment 92,353,032
 
--Chemicals 79,759,129 
-- Beverages and tobacco 41,818,628 

Source: Ekspor, September 1983. Indonesian Central Bureau of Statistics. 
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The textile sector is Indonesia's oldest and largest manufacturing
 
activity, largely fueled by foreign capital. From 1967 to 1981, $1.3 billion
 
in new foreign investment was received in textile manufacturing.
 

The Indonesian government projects the following annual growth rates for 
the various economic sectors:
 

--Manufacturing 11% 
--Building and construction 9% 
-- Transport and communications 10% 
-- Other non-agricultural and non-mining 8% 
-- Agricultural 3.5% 
-- Mining 4% 

Source: Indonesia: A Guide for Investors, The Investment Coordinating Board.
 
Jakarta. April 1983.
 

Detailed historical growth rates are not available from the documents
 
provided by Indonesian officials, consequently, the accuracy of these projec
tions is difficult to verify. However, in recent years, GDP growth rate has 
steadily declined from a 1980 peak of 9.8 percent to 4.6 percent in 1982.
 
The naticnal economic picture is brighter when viewed in terms of inflation
 
which fell from an astronomic 47.4 percent in 1974 (due to skyrocketing oil 
prices) to 9.69 percent in 1982. 

C. The Recent Tax Law Revisions 

On January 1, 1984, Indonesia began a major revision of its tax laws 
following a 30-month review of national tax systems worldwide conducted by
the Ministry of Finance. A government summary of the revisions makes no 
mention of EPZs, but subsequent interviews indicate that the duty-deferral 
privilege is intact. Although provisions discussed here ar2 applicable to
 
all Indonesian taxpayers, they also affect the incentives for EPZ inves
tment. In essence, the reform includes: 

--Elimination of all tax holidays.
 
-- Simplification and possible lowering of corporate tax rates; and 

for the upcoming year.
 
--Elimination of payments-in-advance for anticipated ccrporate taxes.
 

The basic impact is the removal of incentives (except the adty-deferral
 
privilege in EPZs), while leaving the tax paid by each individual or corpo
ration "virtually unchanged or in many cases slightly lowered." It is 
hoped that the new system will increase government revenues by broadening 
the tax base and foster taxpayer compliance through income-tax withholding 
and a self-assessing value-added tax. 

In the past, the Indonesian government relied primarily on its 
crude oil and natural gas production to provide revenues, since the
 
inherited colonial tax system was largely ineffective, requiring an indivi
dual official assessment of each taxpayer. Consequently non-oil taxes 
amounted to only 6 percent of the gross domestic product, well below the 
typical rate for middle-income oil-exporting economies. Given the uncer
tainties in the world oil market, Indonesian officials are now attempting to 
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raise non-oil taxes to ten percent of total GDP. 

The former complex system of separate tax schedules for individuals,
 
businesses, dividends, et al, has been replaced by an income tax that is 
applied across the board. The Indonesian government believes that the lower 
maximum tax rates and accelerated depreciation will produce a strengthened 
incentive system, since tax holidays affected only the early, less prof
itable years of a company, while reduced rates will be available throughout 
the life of the venture.
 

The old corporaLe tax rates ranged from 20 percent to 45 percent. The 
new income tax rates are:
 

-- 15% for income up to 10 million Rupiah, (to $10,101.01) 
-- 25% on Rupiah 10 to 50 million, (to $50,505.05) 
-- 35% on Rupiah 50 million and above. 

(US$1 = Rp990) 

The elimination of proactive payment of taxes will aid the cashflow of
 
investors. As a whole, these tax revisions appear to be modeled after those 
of the Newly Industrialized Countries, although they are not so far-reaching 
in their market orientation. The reform itself is commendable, however, it
 
remains to be seen whether the Indonesian government can successfully build 
a national economic identity through the imposition of legislaLive incen
tives and constraints. 

For EPZs, the simplification of procedures is completely beneficial,
 
although the elimination of the tax holiday, may deter garment factory 
operators who have been the primary users of Indonesia's BWI zone. These
 
"footloose" investors expect to turn a profit early on and may now be drawn 
to other EPZs that continue to offer tax breaks in the initial years of 
operation.
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III. Zone Contribution to the Economy 

A. Employment 

Historical employment figures are limited, however it is known that EPZ 
employment has increased from 7,200 in 1981 to 8,300 at present. 
In keeping

with worldwide trends in the garment industry the zone workers are over
whelmingly unskilled females. Table I outlines employment by skill level and 
Table 2 indicates the wages in effect for various positions. 

Table 1 

EMPLOYMENT BY SKILL CATEGOR7Z 
P.T. BWI, DECEMBER 1983 

MALE FEMALE TOTALS
Resi-
 Resi-
 Res i-


Non- dent TOTAL Non- dent TOTAL Non- dent TOTAL
 
Indo. Indo. Aliens Indo. Indo. Aliens Indo. 
 Indo. Aliens
 

Management 43 10 53 6 6 49 10 0 59Tech./Supervisory 60 22 1 83 22 1 23 82 23 1 106
Skilled 170 3 173 186 2 188 356 0 5 361
Unskilled 535 1 536 7095 709517630 0 1 7631
 
Total 
 808 32 5 845 7309 1 2 
 7312 8117 33 7 8157
 

Source: Documentation of P.T. BWI
 

Table 2 

WAGES BY SKILL CATEGORY
 
P.T. BWI, DECEMBER 1983
 

Wages per Month 
U.S. Dollars
 

Management N/A

Technical/Supervisory 
 200-300
 
Skilled 
 50-300
 
Unskilled 
 50
 

Source: Interview with Zone Management 

As in factories outside the zone, government minimum wage requirements

determine the income of unskilled laborers. In addition, bonuses of 50

dollars per month are paid for productivity that exceeds standard quotas.

These wages are paid directly to workers in Indian rupiahs. A 40-hour workweek is the "official" norm, although interviews indicate that the actual
 
average hours worked may be closer to 45. Overtime pay is siad to be in

effect for additional work performed. Employee health benefits are limited 
to sick leave and access to an on-site clinic.
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Zone managers maintain that the government forbids the hiring of un
skilled foreign labor. However, Table 1 shows a total of 33 expatriates and 
7 resident aliens employed at the EPZ in skilled, technical and managerial
positions with one resident alien employed in an unskilled position. No 
difficulty was reported in locating qualifi(d Indonesian management, techni
cal or supervisory personnel. Yet, zone users have generally brought in 
managerial staff from abroad.
 

Indonesian labor is described both by zone managers and by zone users 
as 60 percent as productive as Hong Kong or Taiwanese labor. A factory of 
300-400 workers can reportedly produce 6,000 pieces daily. Turnover rates 
are low -- 2 or 3 percent of total annual employment -- high unemployment
levels have increased the value of a permanent position. Zone management 
alleges that labor unions are very active in social areas but that their 
activity is carried out 'in an Indonesian way;' that is, strikes are 
prohibited.
 

The attractiveness of zone employment is evident when one views the 
poverty surrounding the port district. While it would appear that employ
ment generated by the zone has helped to keep area unemployment levels down,
 
it is also possible that the proximity of the EPZ has encouraged the 
entrance of young women into the labor force who might have otherwise re
mained at home. Consequently, the impact on unemployment has been partially 
offset by the introduction of these new members to the labor force. 

BWI workers make up only 0.2 percent of Indonesia's total manufacturing
force. However, indirect employment in support services and industries 
generated by the zone is an important additional benefit. Because of its 
strong linkages to the Indonesian textile industry, BWI is estimated to 
generate one job in a feeder industry for every three EPZ jobs, double the
 
EPZ indirect employment average worldwide. 

B. Export Performance 

On the following page, Table 3 presents BWI's e-xport record from 2978
83, during which the growth rate exceeded overall Indonesian export growth.
The United States is the destLnation for roughly 30 percent of the zone 
goods, while European Economic Community countries account for roughly 35 
percent. The balance is exported to Africa and the Middle East. 
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Table 3 

TOTAL VALUE OF EXPORTS, FOREIGN AND DOMESTIC RAW MATERIALS
 
PT BONDED WAREHOUSES INDONESIA
 

(U.S. $million)
 

FOREIGN DOMESTIC OTHER EXPORTS EXPORTS EPZ EXPORTS
 
RAW RAW VALUE EPZ FROM FROM AS % OF
 

MATERIAL MATERIAL ADDED** EXPORTS PORT INDO. TOTAL EXPORTS
 

1978 $12.7 $0.004 $0.096 $12.8 $1,159.0 $11,643.2 0.109%
 
1979 $7.5 $0.4 -$2.0 $5.9 $1,025.7 $15,590.1 0.037%
 
1980 $1.2 $1.2 $16.3 $18.7 $435.9 $21,908.9 0.085%
 
1981 $14.1 $3.4 $11.3 $28.8 $410.9 $22,260.9 0.129%
 
1982 $12.3 $8.1 $14.0 $34.4 $889.2* $9,942.5*
 
1983 $12.1 $13.8 $11.2 $37.1
 

TOTAL $59.9 $26.9 $50.9 $137.7 1
 

* January through June 1982. ** Labor, rent, services, profit, etc.
 

Sources: Documentation of P.T. BWI and Statistical Pocketbook of Indonesia, 
1982. Central Bureau of Statistics. Jakarta. 

After a prosperous begi~nig, second year exports faltered only to
 
rebound in 1980. Since tlhat time, EPZ export earnings have steadily in
creased as has the uti. izaticn of domestic raw materials in the production 
process. Physical cons:7aints on zone expansion may have contributed to the 
tapering off in foreign law materials usage and the diminished "other value 
added" by zone industries. 

C. Linkages to the Domestic Economy
 

The increased use of domestic raw materials by zone textile operations 
is an indication of their successful integration with the domestic Indonesian 
manufacturing sector. These linkages are invaluable in that they encourage 
the development of competition and, consequently, the increased productivity
of zone industries. When both domestic factories and zone o[egrations are 
competing for the same resources, the "protecLed" character of zone busi
nesses is diminished and the benefits to the national economy increase. 

Indonesian-produced cotton is used in 70 percent of the gross exports

from tle BWI EPZ. Non-cotton corduroy and denim for jeans manufacture are 
entirely imported, as are the materials for the one electronics plant. Al
though the use of local raw materials is not mandatory, approval priority is 
given to those companies which create such domestic linkages. 

Zone management said that most companies a[- BWI have non-zone factories 
for sales to the domestic market and also for additional exports due to the 
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space shortages at BWI. Duty drawback (rebate) is used for exports from 
these facilities. 

Though allegedly no law prevents full foreign ownership of a business 
operating in Indonesia, officials strongl' encouzage a ma:ximum of 80 percent
foreign ownership and within ten years of pro duction st:art up, the business 
must be 51 percent Indonesian-owned. This r,:ltuiremomt helps insure that 
local savings are not directed towards relatively unprd-!uctive or specula
tive activity. Currently, 60 percent of the EPZ firms are indonesian-owned. 

D. Technology Transfer 

According to the zone opeiators, there is essentially technology
transfer in th BWI EPZ. The garment-manufacturing operati "s rely on tradi
tional sewing machines. It is clear that the investors are attracted to 
Indonesia by low-wage labor, and production methcds reflect this 
orientation. 

However, some transfer of expertise has occurred on the managerial
level from local contact with foreign technical exjerts in areas such as 
quality and process control and labor management. Backward linkages with 
the domestic textile industry have also hel]xxAd to stimulate the 
mcdernization of the manufacturing sector. EPZ firms hav oeen known to 
share technology with domestic suppliers in order to insure trouble-free 
production, product quality and timely deliveries. 
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IV. P.T. BCNDE)f WAREHOUSES INDCOEIA 

A. Legislation and History
 

In February 1969 a Feasibility Study of Bonded Warehouse Organization in

Principal Ports of the Republic of Indonesia was presented to tle Indonesian 
Minister of Trade by Pakhoed N.V. of Rotterdam. As a result, the "Walisonga
 
Team" was established by representatives of the Ministries of Trade, Finance

and Communications to open a market for foreign investment in Indonesia. 

In April 1969, Jado Warehousing was established by the government as a
 
general entrepot facility in Jakarta. As has been the case with all Indo
nesia EPZs, the zone was manago] by a limited-liability corporation owned in 
majority by the national government as a pilot project for Indonesian EPZs.
 

The early 1970s brought the introduction of a more complete EPZ incen
tive package, culminating in the establishment of BWI in 1973 at Tanjung

Priok in Jakarta. BWI merged with the Jado Warehouse facility in 1974, at

the Tanjung Priok site. The government originally invested 60 percent of
 
the capital needed for the zone, anticipating that the remaining 40 percent

would come from private investors. This has not occurred; the corporation

is now fully owned by the Indonesian government, which now appears to have
 
no interest in privatizing the zone. Potential investment in zone ownership
 
seems to have been drained off by foreign investor interest in domestic 
joint-venture partners. 

Tanjung Priok was clearly the optimal location for Indonesia's first

EPZ due to its port facilities and ample labor force and no formal site 
selection procedures were undertaken. Government development strategies

highlighted the potential social benefits of the zone. Stimulation of em
ployment, manufacturing and foreign investment were given emphasis over
 
financial return. 
 At this time, the zone is running on a self-sustaining
 
Lbsis. 

The two original on-site warehouses were supplemented by ten factory

buildings on the site constructed from 1973 through 1976 and financed
 
entirely by the Indonesian government. The estimated construction cost was
 
$2,000,000, which, when combined with expenditures for infrastructure and
 
equipment resulted in a total development cost of $5,000,000. The port
land, however, is valued at several million dollars. Although this was not 
a cash expense, it nonetheless represents and additional subsidy.
 

The first occupants for the bonded warehouse and the FPZ were installed 
in 1973. Because of fluctuations in occupancy levels and the inexperience

of zone management during the first years of operation, the zone was not 
profitable. Productivity was extremely low -and training programs were ini
tiated to increase zone competitiveness. By 1978, garment manufacturers had 
established productive operations but few other industries had been attrac
ted. A broad industrial base still has yet to be developed. 

In 1977 the Indonesian Capital Investment Coordination Board (the BKPM) 
gave BWI autonomy in approving foreign investment for the zone. The company
also has the authority to handle day-to-day customs matters for zone users. 
The Batam freeport also has this privilege. In the rest of Indonesia non
zone foreign investment iE required to go through a five-phase review 
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process by the BKPM, involving up to six months of delays. Although the 
BKPM is a 'one-stop'approval center, it does not function as efficiently as
 
it might. The BKPM has delegated its authority to BWI (and Batam), although 
copies of the investment forms are passed on to the Board.
 

B. Administration 

The BWI board of directors consists of an army representative (similar 
to the U.S. Foreign-Trade Zones Board) and two civil servants. This board 
appoints zone managers who serve as liaisons to the government for three
year terms. Zone managers furnish quarterly inventory-ccntrol reports to 
Customs and annual reports to the Ministry of Trade. (An administrative 
organizational chart appears on the next page.) Although the titular head 
of the zone, the president appears to be less important in the administra
tive hierarchy than the operations director. 

The major administrative problem expressed by the EPZ Operations Direc
tor is the lack of space at the Tanjung Prjok port. Site inspection revealed 
substantial crowding in -he pertside container storage area, although one lot 
was apparently available for an additional building. The EPZ director also 
mentioned that problems had resulted from the government's ongoing modifica
tion of the regulations concerning everyday zone activity. For example, 
every 6 months there is a chance in the national list of those industries 
given priority for investment.
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OIANIZATICNAL CHAR 

P.T. BONDED WAREHOUSES INDONESIA 

Board of 
Directors
 

President
 
Director
 

Finance/Adm Operations
 

Director
 

_ I _ _ 

Finance of ice EPZ Freight Ware
aement Activit j Forwardin1 housing 

Account-11 Other I Indus-I I Trade I Admin. Opera
in Financej try I I I [Itions
 

rLabor [ Filing?
 
Personnel I Supervisor etc.
 

Source: EPZ Activity Director of P.T. BWI. 
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BWI has essentially no marketing program. The absence of expansion
 
space and the number of potential investors already on a waiting list has
 
diminished the zone's promotional activities. BWI will send information to 
Indonesia's attaches abroad on request and is sometimes represented at 
international trade exhibitions. Little interest was expressed by zone
 
officials in the provisions available to the zone via the U.S. Generalized
 
System of Preference (GSP). While appreciative of its intent to aid
 
Indonesian exports, officials maintain that restrictive garment quotas are
 
usually the stronger influence on exports.
 

The BWI zone has a staff of 533. There are 32 people at the assistant
 
manager level or above, and three doctors with three assistants. The bal
ance are in accounting, office work, personnel, and forwarding, warehousing,
 
and EPZ ,-rkers. Studies of EPZs indicate that in most zones approximately
 
10 percent of all workers are in management or technical jobs. According to
 
Table 1, only 2 percent of BWI's employees hold managerial or technical
 
positions and 7 percent are medical or management personnel. The balance,
of the staff appear to be support workers for zone users. This is ciearly 
far above the established levels wcfiiwide. The zone management, however,
 
claimed to provide no services to zone occupants beyond the basic industrial
 
facilities. The definition of those facilitiec would be of interest since,
 
as seen above, the operating staff does engage in warehousing and forwar
ding, as well as supplying EPZ workers. It appears this may be a hidden
 
incentive for the zone users and a hidden subsidy by -he zone operator.
Since the policy behind the BWI zone is to promote social goals, such as job
generation, this subsidy may be seen as a willful part of the zone package
 
and the staff size should not be viewed as e=cessive, as it might be for a
 
profit-oriented zone management.
 

C. Finance
 

The sources of revenue at BWI are leases, warehouse and import fees and
 
electricity charges. Although no breakdown of relative percentages were
 
available from zone management, the March 1984 total was US$82,671.50. This 
figure annualizes to approximately US$1,000,000.
 

Table 4
 

INCOME AND EXPENSES AT P.T. BWI 

March 1984 Annualized
 

Direct Expenses 58,882.10 706,585.20 
Indirect Expenses 21,787.90 216,454.80 
Total 80,670.00 968,040.00 

Revenue 82,671.50 992,058.00 

Net US$2,001.50 US$24,018.00 

Source: EPZ Activity Director, P.T. BWI.
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The failure of zone officials to provide cost breakdowns prevents any

attempts to discover the expense of possible subsidies to zone firms in the 
way of additional staff. A similar absence of a dollar value for the port

land itself results in a similar unquantified development subsidy. It is
 
common for public zone developers not to regard the project as a real estate
 
development process, but rather as an effort to maximize factory absorption,

capital investment, an] enployment generation. 'Social' reasons--job crea
tion and skills development--were the explicit purposes of the BWI develop
ment process.
 

D. Site and Facilities
 

The EPZ lies on 10.5 hectares in the heart of Jakarta's port. The area 
is almost entirely improved, although grounds maintenance appears unreliable 
(at the time of the site visit one lot was covered in rubble and trashl.
 
Ten two-story standard factory buildings of 2,000 square meters each are in 
the EPZ, as are two xarehouses totaling 8,000 meters used for bonded ware
houses purposes (2,000 sq.m. are used as a pass-through for the JIEP indus
trial estate a few kilometers away; the rest is used by the EPZ companies). 
An additional 10,000 square meters of bonded area is 
located at Jakarta Kota
 
in downtown Jakarta. Factories are leased for 20-year periods, but the 
lease may be cancelled by either party with three months Ptice. Building

maintenance is the user's responsibility with open areas ised for container
 
stacking.
 

Ninety-five percent of the industrial building space is used for manu
facturing, three percent for warehousing and two percent for a container 
depot. This is a fairly standard distribution of usage for manufacturing
oriented EPZs. These figures do suggest that the 8,000 sq.m. of bonded area
 
available for EPZ users is not fully utilized.
 

Non-factory areas include an on-site health clinic and the zone manage
ment building. In addition, three hundred square meters of space is avail
able for labor meetings and is intended to be used for training in the
 
future.
 

Security for the zone is adequate. The area is surrounded by a double 
fence and there are security checkpoints at entrances to the port as well as 
the zone gate. Visitors are required to identify their purXose for being at
 
the zone and must leave some piece of ID for "collateral" during their visit. 

The zone has highway access, though it is not near a major expressway.
Railroads are infrequently used but easily accessible. Jakarta's Halim 
International Airport is also only twelve miles away however, much of the 
freight activity takes place through port. has separatethe BWI no wharf 
facilities but utilizes those of the city. The zone has installed power
line extensions across its lots to the factory buildings and energy costs
 
were not reported as a problem. 
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E. Zone Users
 

Fifteen garment factories and one electronics company are cuirently
 
operating in BWI. This number is slightly lower than in past years; the 
operator says that though ownership of companies has changed, the companies 
themselves do not have a high turnover. The zone operator claims about 70 
other companies are on a waiting list for zcne space. This may be a list of 
interested parties, or it may be prospects turned over to JIEP. It is hard 
to believe that foreign investors in the garment sector would not be looking 
for available facilities at other loca ions.
 

Most foreign EPZ users/investors conie from Taiwan and Hong Kong. They 
are garment manufacturers escaping western quotas, according to both the zone 
operators and the users themselves. For example, since Taiwan faces a quota 
on items that cost less that $50 a dozen companies making these goods are 
looking elsewhere for production locations. Another factor that drows inves
tors to the zone is low labor costs, despie the low productivity relative to 
Hong Kong. 

Foreign investors provide 40 percent of the private funds invested in 
BWI. The remaining 60 percent comes from local barnk. dcting as equity inves
tors in the joint venture arrangements as required by law. 

F. Incentives/Constraints
 

As noted above, Indonesia's tax laws have been recently revised and the
 
two-year tax holiday eliminated. However, other incentives remain in place.
 
EPZ investors still pay no duty on imported material which is reexported.
Beyond this, a major incentive offered by BWI, as reflected in the statements 
of users, is the availability of standard tactory buildings for rent (inves
tors are also allowed to build at their own expense). 

The possible undervaluation of rents in light of their port location
 
appears to be a hidden incentive. The provision of additional services or 
support personnel to zone firms at management expense may also contribute to
 
its attractiveness.
 

Zone users also enjoy Indonesia's liberal treatment of foreign exchange 
transactions. Profits may be freely repatriated, and foreign currency can be 
sent overseas for payment on foreign loans, training Indonesian citizens
 
abroad, or 
as an allowance for depreciation of capital assets. Additionally,
 
when stock is sold to Indonesian citizens, foreign currency equivalent can be 
sent out of the country.
 

As stated above, ultimate freehold ownership of all real estate in 
Indonesia is given only to the national government. This restriction was 
not reported as a problem by the investors at BWI, who, by and large, have 
little interest in owning land. 

The overriding incentive that the zone provides, however, is the oppor
tunity to circumvent garment quotas imposed by the U.S. and EEC. Such oppor
tunities have been a major stimulus to EPZ growth in the past decade. Far 
Eastern manufacturers, such as those at BWI, are often limited by these 
quotas in their home countries, and will diversify into EPZs. 
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G. Development of Government Policy Toward EPZs 

Although government policy has tended to favor large-scale projects,

EPZs have also enjoyed ongoing government support. In recent years, initia
tives have been taken to foster the development of alternative forms of
 
industrial estates. 
In the early 1970s the World Bank funded the develop
ment of the P.T. Jakarta Industrial Estate Pulogadung (JIEP), Located 6 km. 
south of the BWI export processing zone, JIEP is jointly owned by the 
national and Jakartan governments.
 

Though its financial situation is shaky, the JIEP estate has been large
ly successful in generating employment and new enterprises and clearly has 
more support and prestige than the small BWI EPZ. The location of the JIEP 
estate is superior to BWI as well. Although imported goods must be trucked 
further distances, there is more land for expansion. A neighborhood develop
ment effort is underway in the zone area and the labor supply is plentiful.
 

JIEP essentially was the expansion site, if not for BWI as an entity, at
 
least for the EPZ potential and unsatisfied demand from investors that BWI 
represented. In the late 1970s and early 1980s, the Indonesian government and 
the World Bank discussed potential funding for the development of JIEP into
 
a model for a number of new zones in Indonesia. 

However, a 1983 study for the EPZ funded by the World Bank recommended
that 100-percent foreign ownership be allowed for user firms. According to
 
Asyik Ali of the Indonesian Department of Trade, World Bank
the would 
finance the Indonesian projects only if they followed the suggestions set
 
down in the study. 

The Indonesian government found complete foreign ownership politically

unacceptable and was thus forced to abandon 
 its hopes of funding EPZs

through the World Bank. At present, the government intends to explore the
 
possibility of non-Bank funding, either through their own or other
revenues 

international borrowing.
 

Nonetheless, the old EPZ program has, in fact, 'evolved' into an tlter
native that may be fundable through the World Bank. The concept of the
 
'Export 
 Estate' has ben introduced as a development alternative for the 
JIEP. 
This would be an industrial estate for export industries, but would
 
not provide an EPZ's exempticn from duties for imported raw materials. The 
Indonesian export certificate (rebate) system is to be used instead. Manu
facturers will pay duties on the materials they import, but when they re
export the finished product, they may apply for a duty rebate on the foreign 
raw materials now being sent back out of Indonesia. Additional streamlining

of importation procedures will be attempted, an incentive shown to be impor
tant in the success of many EPZs.
 

Export estates may be feasible. The high value added at BWI indicates 
that Indonesian industry (at least textiles) is increasingly competitive in
the international market. Thus, indonesia's export processing zone policy
is in a time of transition. But, if financing is available and the program
is administratively possible, EPZs or in-bond factories are probably still
 
preferable to the unproven export estate concept.
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An additional--and unique--component of Indonesia's free zone develop
ment is the massive development of the freeport island of Batam, discussed 
in the next section.
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V. Zone Development on Batau Island 

The type of development underway on Batam is far removed from the
 
orientation of the BWI EPZ. 
Given the island's proximity to Singapore, it
 
may be a development opportunity unique in the world. However, it can serve 
as ar alternative model for an aggressive and largely market-oriented 
regional development plan. The government's goals are to encourage private
developers to participate in infrastructure construction, increase foreign

investment, relocate workers away from crowded urban areas, and to build an
 
area for the transshipment and manufacturing of raw materials from other 
Indonesian islands. 

A. Legislation and History
 

In 1972 a feasibility study recommended the development of a petroleum

refinery and related enterprises on Batam Island. The Indonesian government

envisioned the development of Batam as an entrepot trading center for 
capital-intensive industry, by virtue of its proximity to Singapore. 
The
 
Pertamina oil company had administrative control of Batam at this time and 
was attempting to promote the island as a major petrochemical center.
 

In 1577, a second study examined the decline in the petroleum market 
and recommended a broad-based development of the island. In the same year,
BKPM gave the Batam Island Industrial Fevelopment Authority extensive auto
nomy in approving investments in an effort to attract high-tech industry.

The island was later designated as a bonded zone. A new master plan is
 
currently being completed.
 

Three years ago, administrative authority for development was withdrawn 
from Pertamina and given to the Minister of Stat 
 for Research & Technology,
Dr. Ing. B.J. Habibe. He has emphasized the governmental development of 
Patam infrastruct ure, and is the driving force behind the new plans for the 
island.
 

Batam presently has 100 firms. Twenty are in oil-related industries 
for export; the others produce for domestic consumption. Nagoya, with a 
population of 20,000, is Batam's boom town, but is also plagued by over
development and widespread smuggling. 
Batu Ampar is a port and industrial
 
development on Batam, as is Sekupang. 
Currently, the population of the
 
island is 42,000, with government efforts underway to relccate Indonesians 
to the area in hopes of a future population of 700,000. 

B. Administration 

Three bodies are responsible for the administration of Batam Island:
 

The Supervisory Board of the Batam Island Industrial Zone is directly
responsible to the president of Indonesia and is composed of cabinet members
and other senior government officials. The supervisory board oversees the 
coordination and implementation of government policy. 

The Batam Industrial Development Authority (BIDA) is chaired by B.J. 
Habibe and is also responsible to the Indonesian president, charged with: 
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-- Planning and development of infrastructure, 
-- Management of land, allocation and collection of rents, 
--Ensuring efficient services at competitive rates,
 
--Assisting investors in obtaining sites, labor, immigration approval
 

and vessel clearances.
 
--Ensuring good labor relations.
 

The lowest administrative level is P.T. Batam, a state-owned company,

headed by a member of the board of BIDA. It is responsible for the flow of
 
goods through Batam, collecting customs duties, and developing trade and
 
private investment.
 

P.T. Batam is charged with managing its own warehouse and services. 
(Indonesian planners feel that Singapore warehousing is no longer cost
efficient on the international market. Individuals interviewed differed in 
opinion over the extent to which Batam can and should serve as Singapore's

warehouse. Evidently, planners would prefer that Batam develop manufac
turing, but will settle for warehousing if the market warrants.) P.T. Batam 
oversees the development of the industrial estate/EPZ. An agreement with 
the JIEP industrial estate has been made whereby the latter will help upgrade
Batam's industrial facilities, further evidence of JIEP's role in government 
free zone planning.
 

Despite very little markcting in the past, promotional programs with an
 
international orientation are currently underway. The island's Wisma 
 Batam 
quest house features expensive exhibits for impressing upon potential inves
tors the island's development potential and an American firm is negotiating
 
to lead the marketing efforts. 

The multi-level approach to management indicates that Batam is present
ly a planning/marketing project, rather than a 'business' endeavor. 
The
 
structure appears too bureaucratic for a private development framework. 
Presumably, when Batam is operating successfully BIDA's work will be largely
completed, and P.T. Batam will become the sole functioning administration. 

C. Plans for Various Sites
 

The Indonesian government is building the basic infrastructure--the main
 
roads and utilities and will provide finished "lots" for private developers
 
to construct buildings and local roads.
 

An arterial road of 83 km. length is planned with 60 km. completed.

Thirty-three kilometers of communicator roads from this main road have
 
also been laid down. Six dams or reservoirs are under construction. Batam 
also has a hospital and several banks and hotels are available for tourists
 
and visitors. The airport can handle DC-9s and Airbuses, and will be im
proved to accommodate B-747s. There are three port areas, that will be
 
expanded and three additional ports are planned for the future. Vessels of
 
up to 150,000 dwt. will be able to dock at Batam. 

The fresh water supply dictates the targeted population for Batam. Due
 
to the relatively low population density this will allow (14 person/hectare)
 
land values are anticipated to remain reasonable. High-rise buildings are
 
prohibited on the island, but no land-coverage regulations are planned.
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Private developers can build entire private industrial estates in
 
conjunction with Indonesian partners. Singapore investors have already

leased the northeast side of the island for tourism purposes. In addition, a
 
Dutch firm is updating the master plan for the east coast, which has the main 
deep water port and will have the major industrial facilities. The neigh
boring small islands have bauxite deposits and a bauxite refinery for alumi
num production is also planned for east Batam, using a power station fueled
 
by ING and Australian coal.
 

Although a fishery has been planned for the southern coast, the govern
ment of Singapore has expressed an interest in establishing a pig farm at 
this site. Indonesian authorities fear the environmental effects of this 
venture and no agreement has yet been reached. 

A new town, Batam Centre, is planned to be developed on the north 
central coast as the administrative core of the island. It will also in
clude a 40-hectare model industrial estate as a seedbed for small-scale 
industries, offering governmental assistance to firms locating there. A
 
polytechnic training center will be constructed nearby and cooperative 
education and work-study programs will be used in a curriculum jointly
designed by government and industry. Batam Centre will cost $1.2 billion. 
It is to be developed on 1,300 hectares of land and to provide residence for 
147,000 people with the opening of the first phase is scheduled for 1987. 

These plans illustrate the genuine interest that has been shown by some 
developers and investors. The question remains whether government expecta
tions are realistic. The lease rates are very generous and it is uncertain 
whether they will be enough to recover costs in the future. Studies show 
that once governments have given massive subsidies to EPZ projects, recurring 
subsidies are often necessary.
 

D. Incentives and Constraints on Batam
 

According to BIDA, foreign investors are already eager to begin opera
tions: the annual lease rate for land is about US$2-2.5 per square meter for 
a 30-year period. This is clearly an extraordinary subsidy that may help 
private developers recover costs while furthering national government inte
rests. However, development may be delayed since the infrastructure that
 
the government is building is not scheduled for completion until the end of
 
1985.
 

Batam residents are not subject to the regular exit tax ($150) that 
other Indonesians must pay when even temporarily leaving the country. Other
 
visitation and immigration procedures have been simplified. Employment res
trictions have been established that limit the use of non-managerial foreign
labor in Batam and require firms to provide training programs for Indonesian 
labor.
 

As a freeport island, there are no duties on foreign goods or raw 
materials which are consumed on Eatam or later reexported. The 
import/export process has been simplified. Batam has Indonesia's usual 
freedom of foreign-exchange transfer and repatriation of capital. 

Lease arrangements are obtained from BIDA. Foreign investment can be 
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approved relatively faster than in re rest of Indonesia. As usual, joint
venture partners are required, and must in time become majority owners. 
Although this has not been a problem for BWI, larger, established developers 
may be more concerned with the long term implications of these constraints. 

E. Indonesia's Projected Economic Impacts from Batam Island 

At present Batam Island is largely undeveloped. The original populace 
had been predominantly employed in the fishing industry but have shifted
 
production toward agriculture. Current e_xport statistics on Batam were not 
dvailable since the Central Bureau of Statistics treats Batam essentially as 
a foreign country. Figures are kept for goods 'imported' or 'exported' 
between Patam and the rest of Indonesia, but not from Batam to the rest of 
the world. 

Income is expected to be above the Indonesian average, but below the 
norm for Singapore or Hong Kong. At the time of full development, average

annual worker earnings are projected to be US$4,200, two and a half times
 
the current average in Jakarta. Median household income for Batam Centre
 
is projected at about US$4,500 annually. The figures in Table 5 are specu
lative projections by planners for Batam's 20-year development.
 

Table 5
 

PROJECTED EMPIDYtEI1NT AND POPULATION OF BATAM CENTRE 

Employees with place of work Stage of Development:

located in Batam Centre 
 I II III IV
 

Nuiiuer of employees: 7,700 34,700 49,600 69,200
 
% of employees living in Eatarn Centre: 90% 80% 75% 75%
 
Number living in Batam Centre: 6,900 27,700 34,700 48,400
 
Labor force participation rate: 42% 42% 41% 40%
 
Supported population in Batam Centre: 16,500 66,100 84,700 121,100
 

Employees with place of work
 
located outside Batam Centre
 
Number of employees: 34,000 85,300 134,400 210,800
 
% of employees living in Batam Centre: 5% 5% 5% 5%
 
Number living in Batam Centre: 1,700 4,300 6,700 10,500
 
Labor force participation rate: 42% 41% 40% 40%
 
Supported population in Batam Centre: 4,000 10,400 16,800 26,400
 

Total population in Batam Centre: 20,500 76,500 01,500 147,400
 

Source: Planning in Action Andrew Lemer. Cities magazine. Feb. 1984. P.286.
 

Note: The above figures are reproduced as published. The calculations for 
the total percentages of employees living in Batam Centre and the total 
population in Batam Centre are incorrect. 

Annex 111-21
 



- Annex III: Indonesia Free Zones Case Study -

F. Conclusions on Batam Development 

Batam is presently a rural island with incongruous sigins of development: 
a bank in a cinder-block building, a 'country club' whose tennis court is 
fenced in to keep out the goats. Some industrial facilities have been estab
lished, but whether the intricate drawings the planners have made will be 
realized depends on the actions of private developers. The Sino-1-ritish 
agreements over Hong Kong may affect the nuber of relocating companies that 
Indonesian officials anticipate will come to Batam. Some of the zone offi
cials expressed hope that the Hong Kong situation would help Batam.
 

The development of Batam Island is riot a traditional industrialization 
program. It is an attempt by the Indonesian government to gain status as a
 
newly industrializing country. The relocation of 700,000 Indonesians to
 
Batam will not significantly affect the population problems of that country.
 
Although the total cost of development is unknown, if Batam Centre costs
 
$1.2 billion and supports a total labor force of 58,900, the cost per job
 
could be as high as $20,373. 

Batam Island may never generate a measurable financial return for the
 
government. However, the potential is great for developing both backward 
linkages to Indonesian raw materials) and forward linkages to further pro
cessing of zone products in the Indonesia, perhaps for reexport through Batam. 
With its emphasis on free trade and increased private investment, the e.xper
tise and technology acquired on Batam would almost certainly reach 
Indonesia. The government could well make progress toward its goal of
 
increasing international competitiveness.
 

Success hinges on the attitude of private firms--developers and inves
tors. So far, some interest has been shown. However, as an industrial site, 
the zone is well located for certain raw materials, but the existing labor 
force is small. The ability of the Indonesian government to draw workers to 
the island is uncertain. 

It may be that developers or investors, anticipating that the Indonesian 
government will safeguard its investment, will ask for new subsidies to he 
thrown after old. Private sector developers in at least six developing 
countries have developed export processing zone projects and have been able to 
charge users market-rate rents. Whether fatam will follow suit depends on 
the island's comparative advantages: its proximity to Singapore, its bauxite, 
and whatever labor and other raw material can he brought in from the rest of 
Indonesia.
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V1. Positive Aspects of Zone Development
 

Exploitation of Textile Quotas. Both management and users of the P.T. 
BWI zone mentioned the existence of quotas on the investor nations' tex
tiles as being tihe impetus to relccate. Similarly, the crowding of Singapore
is viewed as being the 'hook' on which Fatam can hanq its development. 

Under the Multi-Fibre Arrangement, many traditional Far Eastern centers 
of garment and textiles are quickly reaching their export limits for the
 
United States. Numerous EPZs in Asia and the Caribbean have been stimulated 
by investment from firms in search of more lenient quotas.
 

Additionally, impending changes in the U.S. General System of Preferen
ces are accelerating investment in EPZs by the Newly Industrializing Coun
tries. The GSP rules for duty-free entry of 3,000 items are to be renego

-tiated in 1985. It is expected thal the number of items will ducrrase and 
these countries will lose their faiured status. As a result, their inves
tors are now evaluating alternative GSP-favored sites for duty-free nanu
facturing.
 

The Le)me Conventihn, despite modifications, has enab]id more than 40 
developing countries to ex[p)rt to the European Community at little or no duty
for the past eight years. This agreement has been a groat stimulu: for EPZ 
growth in countries l ike Inuonesia that were once European colonie:. 

Low Labor Cost. Where labor is relatively unskilled and unproductive,

its cost must be low if the unit cost of prcduztion is to be competicive.

Indonesia is the fifth most p')pulous countr ± th and is a
Ge world, Jakarta 
densely crowded city. The labor population is easily available to BWI firms 
although distant from Batam. With the populatIon of Indonesia growing faster 
than jobs are be-ing created, the manufacturing sector is likely to have an 
abundance of unskilled workers willing to take low was. Efforts should be 
made to increase productivity and raise worker skill level s tuhrouh training 
programs and incentives systems to diversify tMYie availahlo work f(Tre( 

Ease of Repatriation of Profits. Aikemost succes!rwful 'PZs, Indonesian 
zones place no limitation on ther patiatior of profits. Foreign curronc1y 
can also be sent overseas as an allowance for bhe depreciation of capit-al 
assets, or for the sale of stock shares to In]on4ts anM-cit inns. Busines , 
expenses can be sent abroad including :,[-nss rncur, {d i.1) training 
Indonesian citizens for , sripx.d.s asd t I, ,oject,oversas, fre pi ;;in , 
or payment on foreign loans. 

Streamlined Investment Approval /Customs Supervision. Studi ,shave shown 
that a liberal, businesslike administration of customs rejulations are of 
great importance to EPZ users. In Indonesia, non-zone forign invstment is 
re<luired to go through a five-phase review prccess Ly the Tnv,_,st mont Coordi
nat i ng Board, invoulving up to six morit hs of (elays, mu tili cc1i0s of 
forms, additional-informat ion rc<uost s, wnd ,opetitive reviews . Fi na-lly, 
thIie act ual licenses must. P, obtea. d. Al t houh th. Investin.nt (horrdinat ini 
Board is a 'Tne-sAop' approval center, it does rat ftinct ion eff icint 1y. 

Annex 111-23
 

http:Investin.nt


- Annex III: Indonesia Free Zones Case Study -

Great autonomy has been given to both BWI and the BIDA of Batam. The
 
Investment Coordinating Board has delegated its authority to those agencies,
 
although copies of the investment forms are passed on to the Board. The 
zone managers can also handle day-to-day customs matters. BIDA claims that 
if r;n process foreign applications within twelve weeks, far superior to the 
normal Indonesian process.
 

Providing Infrastructure in Advance. Discounted prices for standard 
factory buildings are very common subsidies in EPZs. However, inexpensive 
buildings do not necessarily mean that a zone will be successful. Colombia, 
Guatemala and Senegal provide such incentives, but have yet to reap the
 
benefits. BWI users feel that building subsidies are an important factor 
and there is also the possibility of a hidden subsidy of support services. 
The Batam project will have basic infrastructure and model industrial 
estates developed at the government's expense and is thus riskier. 
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VII. Limitations to Zone Success 

Joint Venture Requirements. Not reported as a constraint at BWI, this 
requirement may even play a helpful role in increasing net foreign exchange,

and backwards linkages. When local partners push for increased usage of
 
local materials, those materials are bought with 
foreign currency. However, 
since Singapore allows 100-percent foreign ownership, the type of develop
ment in Batam may primarily be in less stable businesses that use Indonesian
 
currency for only a shor time. Established investors that could contribute
 
economic stabilization must deermine if a reasonable profit can be made in
 
the 30 years before their leases come up for renegotiation. The fact that
 
an Indonesian enterprise must eventually become completely Indonesian owned
 
is seen as a sign of a closed economy. As the Indonesian economy matures, 
it must become increasirgly competitive.
 

Land Ownership Restrictions. That foreigners may not own land, that 
even nationals may not truly own land without restrictions, is another sign
of the Indonesian government's basically overprotective attitude toward its
 
constituency. This restriction on foreign influence seems to reflect the
 
Indonesian government's effort to mold a single national identity from sev
eral diverse groups of isolated peoples. Hong Kong and Singapore are evi
dence that national identity can be retained without such constraints.
 

Poor SiLe Location. BWI was developed in the already existing and fully

occupied port. Altlough this helped a bit in the short run, the zone now
 
has no room to expand, and the government seems more interested in developing
 
other projects managed by other entities.
 

Disruption of Financing. The unfortunate loss of World Bank financing
for Indonesia's EPZ program was due to political insensitivity or miscommuni
cation. Indonesia was politically unable to end its joint venture require
ments, as required by the World Bank for funding. Indonesia's planned series
 
of EPZs has been, if not severely delayed, at least forced to convert to the
 
lexport estate' concept which wili not allow duty-free importation of foreign

materials for reexport.
 

Mismatched Locations of Basic Factors of Production. The majority of 
the Indonesian population lives on the main island of Java where Jakarta is 
located. However, Indonesian raw materials are spread through the far less 
populated islands of the archipelago. This has not been a problem for BWI, 
but Batam's basic comparative advantage--its proximity to Singapore--is 
offset by the relative lack of raw materials and labor. Population reloca
tion will be required for developmental piogress beyond warehousing and 
tourism. 
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VIII. ROMMENDATICNS 

Re-establish a Clear Government Policy. W th the failure to receive
 
funding for EPZ development from the World Ba.o, Indonesia's plans have
 
fallen into disarray, leaving only one small, if successful, EPZ and a mas
sive plan for Batam that is too elaborate to serve as a national model. The 
viability of the 'Export Estate' concept is yet to be proven. 
A clear
 
government EPZ policy is essential for their future development.
 

Reform Joint Venture and Land Ownership Laws. Clearly, 100 percent
 
foreign ownership of both land and businesses should be permitted in EPZs,

but the likelihood of this revision is small. These constraints may confine 
EPZ investment to the sectors that require little capital investment and
 
unskilled workers, thus delaying more substantial forms of international
 
economic cooperation. Indonesia will certainly be seeking alternative forms 
of financing for the EPZ program, assuming the Export Estate concept will
 
not be the only development route pursued.
 

Make Job Creation a More Central Goal. The national economy is predo
minantly agricultural, although petroleum plays a major role in the cash
 
flow. Although the Indonesian government appears to prefer large projects 
that, if successful, may have long-term benefits, these projects do not
 
create enough jobs. BWI, with its small-scale industry seems a more cost
effective model for Indonesia's EPZ development program. If more jobs are
 
not created the investment climate in Indonesia is likely to suffer, due to
 
an underskilled labor force, increased smuggling and other social and
 
political problems. More small-scale development will insure that indus
trial development does not come at the expense of community development.
 

Promote Agriculture. If economically feasible, the idea of agricultural 
export estates should be explored. There is a wealth of natural resources
 
and the traditional orientation of the labor force is agricultural. The
 
Indonesian textile industry is quite strong and linkages with domestic sup
pliers should be encouraged to bolster both the local economies and national
 
exports.
 

Other Considerations. Enterprise-zone type development sfrategies for 
locales in Indonesia seem quite appropriate, given the comparative isolation
 
of certain areas. 
Even Batam, though oriented toward foreign investozs, will 
benefit by promotion of its indigenous entrepreneurs. Indonesia's poverty is 
not likely to be eliminated by building new uiban centers, but instead is 
linked to the governments encouragement of new businesses and investment. 

Additionally, the installation of in-bond factories should be explored. 
These non-EPZ firms are allowed to import duty-free to their own factories
 
under bond, a very powerful way to stimulate exports. Four countries that 
allow in-bond processing--Malaysia, Mexico, Barbados, and Mauritius--account 
for 45-50 percent of world EPZ exports. 
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Annex 4
 

RESEARCH M=.COI_,GY 

The research upon which this Guide is based was sponsored by U.S. AID.
 
The purpose of the project was to collect, analyze and disseminate informa
tion about EPZ policies and practices in order to offer suggestions that
 
could improve the development of EPZs.
 

A list of priority sites for field investigation was developed in
 
consultation with AID. Three field investigation sites were chosen based on
 
geographic location, project age, size, ownership and host country environ
ment (GNP per capita, size and relative importance of the manufacturing 
sector, investment climate, etc.). Field research was carried out in the 
following countries:
 

Caribbean and Central American Region
 

- Dominican Republic 
a. La Romana
 
b. Santiago
 
c. San Pedro de Macoris
 
d. Puerto Plata
 

African Region
 

- Mauritius 
a. Coromandel
 
b. St. Antoine
 
c. The Plaine lauzan Estate
 
d. Bel Air St. Felix
 
e. Bonaire Export Processing Zone
 

Far Eastern Region 

- Indonesia
 
a. P.T. Bonded Warehouses Indonesia
 
b. Batam Island
 

For each field visit, the consultants interviewed representatives of
 
the business community, government and zone administration. In addition, 
one or two zone occupants in each of the major industrial sectors within the
 
EPZs were interviewed to collect specific information and to clarify the 
data supplied by the zone administration representatives. Additional
 
material was supplied by associate consultants working on this project, 
as well as infornmtion in the consultants' reference files and library.
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Annex 5
 

FREE ZCINE SERVICE ALTERNATIVES
 

As the EPZ matures, additional services can be developed and offered to 
tenants. The following are d few service suggestions. 

Advisory Services
 

For example, assistance in recruitment and selection of personnel,
 
advice on wage and salary scales, fringe benefits, industrial relations and 
work practices. In many cases these are provided by a state or regional
 
manpower agency or the zone administration. This advice and assistance may
 
cover all kinds of problems that the industrialist will encounter during the
 
course of establishment, such as housing, social and recreational facilities
 
for expatriate personnel and installation of telephones. Some zones have
 
found it useful to have some temporary office accommodation available for 
incoming industrialists awaiting the completion of their own premises. 

Commercial and Industrial Services 

Existing zones have found the most important commercial services to
 
have on hand include banking, shipping, forwarding agents and a general
 
packing shop. Other commercial or industrial services offered less
 
frequent-ly are central office services (ranging from translating and
 
typing, duplicating and printing to data processing and possible computer
 
services), legal and accounting services, specialized engineering repair
 
services and a garage for vehicle repairs. Most of these services are
 
provided within the zone or closeby, except for shipping and the forwarding 
agent. These services are generally inside the zone boundary and accommo
dated in a special warehouse. 

Public Services
 

These services include fire and police protection, post office, tele
phone and telex facilities, public transport and waste disposal if not 
provided by a private company. Many zone administrations provide a central
 
telex service for firms not installing their own or awaiting their own. 

Services for Workers
 

These services include training, welfare services, club rooms, recrea
tional and day care centers. Training facilities are decided upon by the
 
zone administration in cooperation with the firms in the zone and the train
ing agen.I±es. The other services, if considered necessary, could be pro
vided individually or on a cooperative basis by firms themselves or private
firms. Centralizing services for workers is important. A canteen, for 
example, must be within a short walking distance as meal breaks are usually
less than an hour. In very large zones, the number of canteens and their 
locaLions must be strategically determined. 
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Annex 6 

EXISTING REGULATICNS AXD FUTURE TRENDS THAT WILL
 
AFFE- T EPZ CAPITAL INVESTMENT
 

The projections made in Table 5 of the report are based on the
 
following assumptions:
 

(1) That U.S. Tariff Regulations 806.3 and 807--which permit the 
export of intermediate products and components for off-shore assembly and/or
conversion to finished goods and subsequent reentry into the U.S.A. subject
to customs duties on the added value component only--will remain in effect.
Any alternative regulatory approach imposing a constraint on the workings of
Regulations 806.3 and 807 would have a tremendously negative effect on the 
ability of U.S. manufacturers to compete domestically and overseas with,
particularly, Far Eastern manufacturers. 

(2) That the Generalized System of Preferences will b? modified to 
exclude rapidly industrializing countries, but will remain in effect for the
 
poorer nations in Latin America and the Caribbean. Early i- 1984, major
reductions were made in the duty-free privileges of Taiwan, Mexico and South
 
Korea. 
Imports valued at $11.9 billion no longer will be allowed duty-free

entry into the U.S. under the Generalized System of Preferences. The reduc
tion leaves only $10.7 billion of other imports, or about 4 percent of all
U.S. imports in 1983, still eligible for the program. An exchange of trade 
concessions is a major part of the administration's effort to convince Con
gress to extend this program for another 10 years after it expires in 
January 1985. According to a U.S. trade official, the administration plan

is to trim the benefits of the major beneficiaries and continue to expand

the GSP base so that other countries can take advantage of it. 

(3) That advanced industrial countries will not adopt further strin
gent protectionist measures that would adversely affect trade and develop
ment.
 

(4) That the Caribbean Basin Initiative (CBI) will be perceived as a
powerful stimulant to new industrial activity for the Caribbean countries.
 
New export opportunities offered to the Caribbean countries with the adop
tion of the CBI, enables most kinds of assembly and light manufacturing
operations based in the Caribbean to export finished products to the U.S. on 
a duty-free basis, provided that the added value in the Caribbean country is
 
more than 35 percent. According to interviews conducted during the course 
of this study, there has been a large increase in the number of 
representatives of electronics firms visiting the Caribbean zones since the
 
early part of 1984.
 

Consideration has also been given to a few more subtle trends noted in 
recent international offshore industrial activity:
 

--Traditional assumptions companies have typically made about direct
 
investment abroad are being reexamined. High inflation rates, volatile
 
currency patterns and other economic uncertainties in recent years have 
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caused investments abroad to slow down somewhat. 

-- Governments throughout the world are playing a greater role in the
foreign investment process. Countries are offering more and more incentives 
to attract direct foreign investment, but at the same time they are placiLng 
more conditions on foreign companies that want to operate within their 
borders.
 

--The rise of nationalistic sentiments may have caused many companies
 
to become leery of offshore investments. 

-- Changes in production technologies are influencing corporate plans
for future industrial locations. Those processes that can be automated will
be bought back hoine to the corporation's main industrial plant. The cost
advantages of low-cost labor in many countries must now be compared with 
cost benefits of automating production processes at home. 

-- Many believe that growing political instability in the third world
will dissuade many U.S. companies from making direct investment there. 
Arthur D. Little, Inc. an economic consulting firm, pointed out that many
companies followed an expansion formula after World War II that amounted to
planting their flag in many countries and "cloning" plants everywhere they
went. Having pursued growth by geographic expansion, many multinationals 
are now refocusing their efforts. Increasing amounts of investment are 
likely in the more predictable European market. 
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Annex 7
 

PRELIMINARY ARCHITECTURE/EIGrNEERING PROGRAM 

Summiary Outline 

The Preliminary Architecture and Engineering Program items are 
developed only to a generic and schematic level. They are not to be used as 
construction plans. 

Site Plans; Phase I plus summary future phased development
 

Overall property plans and plots: Legal; photogrammetry; topographic 
Schematic plans of development phases
System maps: Geologic; hydrologic; ecologic; demographic; etc. 

Site preparation plans; Phase I
 

Major civil engineering work: marine; terrain
 
Major public works construction: bridges; dams; breakwaters; etc.
 
Finish site grading work
 

Ancillary site construction work: streets, curbs sidewalks; lighting;

utilities stub-outs; piers; railway sidings; etc.
 

Infrastructure plans; Phase I
 

Onsite infrastructure construction, rehabilitation and improvement;

flood control; water supply; waste disposal; power and fuel
 
utilities; communication systems; etc.
 

Offsite infrastructure work required for the Zone but owned by the
 

local government or by private parties
 

Building construction plans, schedules and specifications; Phase I
 

Administration facility
 
Trade Center
 
Zone Maintenance, Utilities and Service Center
 
Zone Cargo Facility
 
Turnkey industrial buildings for Zone tenants and purchasers
 
Other Zone-specific buildings and facilities
 

Technical operating systems; Phase I
 

Schematic plans and specifications for: HVAC; vertical/horizontal 
people and cargo movers; cargo handling equipment, cranes, 
conveyor belts, pneumatic systems, etc.; security systems; etc. 

Annex VII-1
 



- Annex VII: Preliminary Architecture/Engineering Program -

Research report summaries; and selected documentation 

Construction logistic system analysis 
Physical site study analysis
 
Integrated physical/financial/economic Zone operation studies
 
Impact effects-prediction: ecology; environment; community; etc.
 

Presentation aids
 

Graphics: charts; slides; architectural illustrations; video
 
Physical models
 

Guideline documentation
 

Summaries of reports; correspondence; instructions; and procedural
documents from the Zone Developer; principals; and sponsoring 
and guiding agencies. 

Annex VII-2
 



Annex VIII: Market Survey Methodology -

Annex 8 

MARKET SURVEY METHODO0LGY 

In order to conduct an accurate market survey the "target industry"
selection process is often employed. The chart below illustrates the steps 
involved in the process. The steps are then discussed in detail on the 
following pages. 

Target Industry Model for Export Processing Zones 

Growth 1ndusxry Identification
 

Industrial
 
Data 
Base 

17 
Target Growth
 
Industries
 

High Growth Industries
 
with Selected Base
 
Characteristics
 

Coordinate Requisites
 
witl Growth Industries 

I
 
Labor/Capital Intensity
 

Energy Consumption
 

WVge Levels
 

Other Factors
 

Local Requisites for Growth Industries
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a. Identifying Growth Industries
 

The first step is to develop an industrial data base of industries, 
i.e., employment, sales, value added by manufacture, value of shipments and 
other factors. Projections for at least five years also should be included. 
Sources for this type of data include: Department of Commerce Industrial 
Outlook, Standard and Poor Industrial Guide and Durue and Bradstreet. 

b. Local Requisites
 

The local requisites process is a technique which refines the growth 
industry list according to local needs. For example, labor-intensive in
dustries may be most desirable in a countray with high unemployment. On the 
other hand, if local labor rates are relatively high, then a selection of 
capital intensive industries would be more appropriate. Additionally, if 
energy sources are limited, then a conscious effort can be made to screen 
out industries that would tie up existing sources. The local requisites and 
the potential investor's objectives may differ in substance, with some con
flicting and others coinciding. Industries' goals may possibly include 
profit maximization, diversification of markets and sources of supplies, 
maintaining a market position and/or achieving some rate of overall growth 
in sales or earnings. On the other hand, however, the country's objectives 
may include maximizing employment or tax revenues, earning foreign exchange, 
developing technology transfer, encouraging small scale industries or rural 
development and so-on. 

It is much less time-consuming to screen the local requisites first and
 
follow with the growth industry process. The list can be shortened 
considerably by screening for only those industries that suit local needs. 

Locational Analysis
 

Site 
Area Locational Strengths _ 

and Limitations for -* Labor Base 
Industry Data Base _Refined 

Transportation --------- Industry List 

Resources


I
 
plus
 

Other Factors:
 

-International business environment:
 
-Financial stability
 
-Interest rates
 
-Trading relationships
 
-Political climate
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c. Locational Analysis
 

The locational analysis component is intended to screen for those in
dustries 
that would likely relocate to an area based on its locational fac
tors. Private firms examine a large number of factors: raw materials costs,

labor skill levels and costs, utility rates, regulatory requirements, etc.
 
The final product of the locational analysis is a refined target industry

list of growth industries which match local requisites, as well as 
locational attributes of the area.
 

d. Tariff Rate Analysis
 

A critical element in marketing an export processing zone to an indus
trial user is the duty advantage inherent in zone operations. Therefore, it

is necessary to include in che target industry matrix, a component to address
 
the tariff rate analysis.
 

Tariff Rate Analysis 

Identification of Components
 

and Products 

Tariff Schedule Data Base 

Duty Advantage Analysis 

Recommended Prime Industries 

One of the first steps is to identify the international trade 
agreements offering advantageous tariff treatment. In the United States,
three major programs serve to allow large, multinational first an 
opportunity to reduce overall production costs through production sharing 
activities in less developed countries. The next few paragraphs briefly
 
explain these programs.
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-- TSUS 806.3 and 807. These provisions allows U.S. firms to assemble 
American-made components abroad and then return the finished or semi
finished product to the U.S. Duty is paid only on the value added in the 
host country. Item 806.30 states that articles of metal that have been 
manufactured in the U.S., exported for processing, and then returned to the 
U.S. for further processing are subject to duty only on the value of the 
foreign processing. Under item 807, imported articles assembled in foreign
countries with fabricated components that have been manufactured in the 
Uiiited States are subject to duty upon the full value of the imported
product less the value of the U.S.-fabricated components. Although the 
greater portion of 806.3 and 807 imports initially had been from developed
countries 94 percent in 1966 the trend was toward increasing imports
from LDCs in the late 1960s and early 1970s. In 1976, the share of imports
from developed countries dropped to a low of 51 percent. 

-- Imports Under Generalized System of Preference (GSP). The GSP,
unlike TSUS 806.3 and 807, provides duty-free access to the U.S. market 
without requiring that U.S components be used in the manufacturing process. 
This tariff provision, enacted in 1976, currently applies to 143 countries,
 
and includes 3,000 categories of articles. The availability of GSP as a 
trade incentive may be limited when the agreement comes up for renewal in 
1985. The Reagan administration recently moved a number of items produced 
in Hong Kong, South Korea, Taiwan and Mexico from GSP eligibility. 

-- The Caribbean Basin Initiative (CBI). The recent adoption of the CBI 
has created new opportunities for development of the economies of many 
developing nations. The CBI provisions, in effect, reduce the value-added
 
provisions under GSP to only 25 percent for favor Caribbean nations.
 

The last step in the tariff rate analysis combines the data on the
 
products with the tariff schedule data base. This step can be done either 
manually or by computer. The resulting duty advantage analysis further 
refines the prime targeted industries to include those industries which 
would be particularly suited to an export processing zone location. 

Company Identification
 

The final component in the target industry process, as developed and 
used by MRI is the identification of specific companies. Essential to this 
component is a data base listing all the domestic and international
 
companies that do business within the ind'ustries targeted as prime for a
 
given zone. The result of this process is a list of prime target firms 
including the company name, its address, the chief executive officer, 
employment,sales, telephone numbers, and products manufactured by SIC code. 
Again, this component can be performed either with the assistance of a 
computer or manually.
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Company Identification
 

Domestic 


Company 
 Prime Target Companies

Data Base (Name, address, sales, etc.)
 

International -----------
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Annex 9
 

ICL MRKETIN TECHNIQUES
 

The following is a list of suggested methods that can be used to select
those companies to be contacted in a market survey. 

-- Ask local business people with associates in other countries to 
help identify companies considering expansions or relocations. If 
any local business person attends a trade association meeting, ask 
him or her to bring back the list of exhibitors for future 
contact. 

-- Call upon local salespeople and others who visit plants and
distributo s in other countries to be on the alert for news of 
companies planning new locations. 

-Ask local financial institutions banks, savings and loan
 
companies), electric utilities companies, transportation
 
companies, and newsri-pers for names of prospects.
 

-Be in constant contact with regional industrial development
commissions or agencies. These representatives need to know all 
the particulars about available sites and buildings. Many firms 
contact these agencies for information before approaching specific
countries. Be sure to equip these representatives so they can 
represent your country adequately. 

-Keep track of where new plants involved in light manufacturing
and assembly operations have been locating. Track down names of 
new firms and industries that have been locating in the country
within the last few years, then contact other firms of the same 
industrial types. These firms, for competitive reasons, may be 
considering branch plants in offshore locations. 

-Determine what companies are suppliers to industries in the 
region. There may be a need to locate near cu.stomers' plants to 
protect their market. 

-- Call upon local individuals who have successfully established 
themselves in the United States business community. They may have
developed manufacturing or business contacts and could encourage
them to consider a specific country for production sharing or 
other investment purposes. 
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