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i, 'The question iz more and more freguently asked "uhy are Free Zones
" established?" There ic even concerm in some quarters that tco many such zones
will produce harmful effecis by cansing urmecessary competition bétw@pn zones,

either for potential investore or for the same export markets,

2. Firstly, providing developing countries také proper professjoﬁal advice,
they are not likely to start an “incentives war", Thié advice, however, is not
very widely obtainable, except from » very few operating‘Free Zonez themselves
(most are too busy to spare staff as consultants), from the UNIDO on Industrial
Pree Zonea and the UNCTAD as commarcial’ zones, 2 few consultant. firms who have
vndertaken contracts to assist established free zonet in certain acpects of
management, re-organisation or market research, are also akle fo provide
agssistance, ususlly in collaboration with UNIDO or opermting Industrial Free

, )

Zones.,

3, Secomdly, the total exports of existing and predictable free zones are
unlikely 4o reach cuch large proportions in most catezories that 1ong—ﬁérm action
is likely to be taken to protect ‘the markets of developed countries against zuch
exports. There are of courne, well known exceptions of quotas on ¥ asensitive"

items.

4. Perhape the nmosct significant factor is the number of free zones which
already exist under the names of “ofﬁ'Shore operations™, "free ports', "free
indusztrial zones", 'border Ifree zones" and 30 on.

5e Before defining the various types of non-industrial free zones, we should
explain that at UNIDC we 2re receiving a growing amount of requests for technical
assistance on industrial free zonez., Ve therefore know that the tendency towards
this method of indusirial development is increasing, although there are pome

‘doubts expressed in certain quarters, which we shall deal with here,
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A 64 It is fnared that free zones could become srtificisl enclaves within
ocnntfiﬁa, with no relation to ihe sconomy,, and based OH'IWQQ?* of all compeonents
and export of all finiched gueﬁa; Free Zone Authorities try 1o establish domestic
supplisrs and encourage their invesiors 1o buy loecally. Hrcouraging farward linkago
ig morse difficult, as usually no Free Zone producis are nliowsd on the local market.
If, however, local producers have to re-import such componsnis to complete the:r

product an axceptzOn should be made.

s . Another fear largely dus to isnoraace of Pree Zone legislation is the
general fear of "awp cz%ntxon" © lIn short, ¢aéislatisﬂ Zaysvdmwn‘inVQéfmenﬁ tere. -
and vontrols investor: pperations in & way that ganeral invemtment canret. The
*investar is bound by his contract te obssrve’ thﬂ Zone regulations,

i

&, Another anxiety ic over the ntmber of free zones nnw‘deveioping‘ Flrsh,
it should be peinted out that in many aoun»riea more Zones open ag existing ones
£ill ug, In Walaysia ezght are planned, iv Colembia at least five and so on.

Thig showe that such zones are,lmm;ted in alse,and~outpu? and of'ten are
speéiaiized in one field only. Their total production ie nearly alweys confined
to light industry, and ie unlikely to become a large percentage of the impmrie

in any one indusiry in any one importing couniry, simply because developing
countries and therefore their free zones, ave relstively emsll compared with the
industrial production of most developed countries., {Ore exception %o this is
electronic components which banefit from US Tariff Scheduls 806,30 and 80700
which ars produced in largs qvpnti?ies in Tnduqtrial Free Zones and eyported to
the Uu!&} B

r

9. Finally, reservations are sometimes expreseed on the situation which
vould arise if ceverael industrial free zones in one afea all.eempéte& for the same
investore and marketes (Wh 8 in actually the e*tuqtzsn in eldcironic components

in Asiam. Demand is zo lorgs, howaver, no harmful effscts have been oboerved),
Usunlly, plammers ore wise enough to pee such dengers and provide for them by
enenring that their free zone will specialize in a different +ype of indusiry or
in&ustrlec than uhos» in the region. One purpoes of this meeting in Bsrranguilla
ig to point out mhe pcs:whle dangers of lack of co-ordination heowean free zons
planning suthorities, This could resull in frse wones trying o attract invesiors
in the seme industry in & market, which, unlike electronics, could not support too
meny producerz, Solutions will be offered during the meeting by of{iciale from

operating wones,
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10, Cn the questzon of “,manolafure, mwaf eaonﬂmiats are unaware of the

difference between the differant categuries pud tend to lump ail auch operatmons

&g tax—ravena, mere 9toragu "free zones“ or "zones Pranchea" togethar wlth :
cormercial, and xnduetrzai free zonea,’ %ome dafznitxun is require& to’ eliminate
thore operations o* lesa 1ntereat to\dev&}oping caun%ries whosa main intereaﬁa.
are in cweation of employment and the snccuragament, w;th su;tabla controlu, of
export-erien%ed fcreign m&nufacturing eperations.

11. Tax»havans._ Therne eperatlons, very nrteu basged on small 1slands, are
mainly aimed at taXFavoidance eften without any invesiment or more than nominal
cleriecal employment. Eultinational comp&nmus and ahipping companies often use ;.
this device to lower tax liabilities, ‘

12, ;fcrgge Free Zones, These zones ara often get aup &t frontiers, or at
por& areas oo that 1mporiars of large;y conﬁumer hardwara' automohilea, trucks, A
domestic machinany, etc., can build up stacks free of impart duty [ 8 other taxesQ
Little employmenﬁ is created except for bhe ataff who make out 1nv01ces, seeuritf
guards and similar jobs on & small scale. . ‘

13.  In aome eloged countrxee such Jonaa are, howevar, eveldping to quite 2
large operatlcns, for example at airportc @here larse»aca?e Btorage f30111t;e3 are’
available. Th g anables mannfaeturerr to spaeﬁ up domes” ic dxmtribution, aspacially
bty air, and,two large operations are expanding fast at two airports in Texas,.USA. o

4. SFﬁéé‘Porta; 5u¢h zones'érn vé%y éffen'a part of & harbour ares where bathf
imporis and exports are gtored without 1ncurr&ng sny terifis or taxes. As cuetoms.
free areas develop and the Goat of 1and nﬁar harooura inbreasea, however, it becumesf
less and less economao to use such aress to manufactura or’ even assemble,’ '

'15. Some free porte are in fact trans»athmsnt pointe whers: gooas ars
tamporar;ly storad before Onward or inward shipment, ‘

16,7 Offahore Operations. This term is vague, nné ia’useé té cover free ﬁc:ta;,
cemmercial -zones, end also real manufacturing industrzal free~zones. It is B some-.
what suspected phrase, especinlly by Ultevenus off101a19 a1t impl1ea taxmevas1on *f
not exploitation of low-copt labour as well, BEssentially, it refers to cper&tzans

carried out in an area exempt from normal taxec and tariffe,
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17. 3Border Free Zones., Such zZones have mushroomed in areas where a developed

country {(with high cost labour) borders a developing country. Manmufacturcrs with
labour-intensive processes take advantzge of the lower wages to esisblish subsidiaries,

and often tax advantages are given, cometimes without proper planning for control.-

18, Smuggling is also an unfortunate feature of such zones, since evasicn of

duties on gooda taken into the devéloping counttry*s domestic market is all Yoo eagmy.

19. $So far, such border zones have more coften Spring up Spontanecdaly;than

heen carefully es ﬁabllshed ’Qllawznﬂ suitable legislation.

20. Commercial Free Zones, These zones often contain only trans-shipment and

storage facilities with no manufacture, Some do.combine trang-~shipment and bulk

breaking operaticns with manufacture,

2i. Again, unfertunately some such zanes.afe nctorioué a$»centfes of smuggling,
‘wﬁich has given'an air of illegality to the phrase "free zone". The reacon is that
the owners of the goods stored are usnaily not nationals of the country operating
the zone and are therefore not crupulouo abnut paying import duties. Hot only
do goods "leak" on to the domestic market but orders are often accepted for
export "&uty—free" and are Ghlppad 80 marked, to evade import duties in the

customer's country.

22. ' By no means all commercial free zones permit such manipulations, and
where manufacture takes place as well, the Customs controls are usually more
thorough. This is because the host country must keep some check on raw materials

1mported in order to ensure that they are nroPerLy exported

23. This raises another point of concern tc Revenue officials, Whére aones

. are "mixed™, i,e. part commercial part industrial, it is more difficult to ensure
that all:imported Eéﬂ material is experted, In a purely Industrial Free Zone; it is
usual that all imported raw materials, imported duty-free, mﬁat be re—exported'

No sales are allowed to the domestic market, cxcept under exceptional circumstances,

and after paying duty.

22. Very often the producte are mainly unsuitable for sale in the domestic

market, e,g., semi-conductors, electronic parts, etc., for which there is little or

- « ———

no leocal deman&,
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hefznitlon of Inﬁuatrxal Trae Zones

25, Inductrizl Fwee Zones ars the e antpblz&haa Blnfn 19<8 for ths &eclared
purpoaes of ocreating emvloymant, and attracting foreign 1nveatment by sffering o
"package" of incentiven, anestars main activities are manufacturlng or 1ndustrial

apsembly. Income docs not usually cover: ?he cunt cf'such zoned which aften raquzre'
5 ‘subsidy, However, the hcot governmend aventually recoups. the’ 1nvestmant in terma Q;
of employment, contributions to the balance of paymentn,‘and Yexation en wages S

" salaries and pxnxits.

264 In aifact the aucceaaful 20nes are. export promotion ineantiVes which
are effectlve. ' ' '

27, The crestion of zones is the result of several demanda' from davcloping*f"
countriss fbr employment, foreign exchange and tevhnolags; from davelopud countries,f'
‘fcr sconomic labour in stable, ergani zed circnmetancee; The resﬁlﬁanﬁ demand forca o

iv very strong in labour-intensive indnstriee, particularly electranic componentm,
and to a 1esser ﬂesrse in garmenta, taxt:les, tﬁjs, netal praducth, and 8o an.

2R, Informatian on the ynea of 1nduwtry which aie attracted to 1nduatrial
 £¥99 zones is only now being rssearchsd pad analyzed.,“‘

| “Q buch 1naustry is usually 1afcur intannive and often resembleﬂ subcontract )

operatxons in 1aat only a part of a snx.iaticatu& machine is acsemblod. in the
industrial frae sore, In name induntrial free zonea, the bulk material, s.g. o
textile" are ahipped in, made up in the inﬁuatrial Trea zona and cantinue on to
their export markat.

Induetrial” Free Zones in 4sia

30, So far most industrial free'zOnes sre'loeated‘in Aﬁia and‘vary in type,
Some are 'mixed", in that they are basically industrial estates sarving the lacal

market, but have a seotlcn which contalne often foreign owned, expert—oriented
producers. ' '

31, Many of theee producers are joint vantures, &ependzng'on the homt
country's pol:&y. '

32, Although industrial fres zone develepment in Afrzca, the Middle East,
Central end Houth America iz likely %o be different in form, certain 1ndzcations
can be taken from the experienca in Asia, Thie experience can be a guide for
other developing countries. '

P L N
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33, ‘This breaks down into:
I. TYPES OF INDUSTRY.
IX. TYPES OF INVESTMINT REGULATIGNS.
TII. PATTERH OF DEVELOPHZNT ~ FORVAKD + BACKWARD LINKAGES.

I, TYPFS OF NMDUSTRY
34. A new industrial reveluiion has taken place almosi unnoticed in Asia

" in the production of products for the electronics indusiry in industrial free
" gones. The semi-conductur indusiry alone is evidence of this, due to its

enormous value, aud to the fact that such lbour internsive work is required to
_assemble the semi-conduciors, for which demund increases at a stagmering pace.

) 35.. This factor alone justifics the prediction that indusirial free zones
will spread from Asia to many developing countries in Africa, ithe Middle East,
Oenirél'and South America. Already over twenty US firms assemble semi~conductors

in the Caribbean area.

A, Semi~Conductors
36, These are useq in a wideé range of clectronic products: industrial -~

computers, telephones, military equipment; consumer- television, radis..

37 Now worth billions of dolla}s every year, mach of it prcdnced in free zoﬁes,
theAindustry began only in the 1950%'s in the USA with transistors and diodes. The
first industrial free zone was established at Shannon,'Ireland, only in 1958. Others
- followed mainly in Asia, in the 1960%s, but few achieved real success except in
Hong Xong, Puerio Rico, Korea, Singapore and Taiwan. In thc 19?0's,inausiria1
free zones have spread ie Malaysia, Mauritius, Mexico, the Pailippincs, Singapore
and India. Plans arc far advanced for indusirial free zones in Cyprus, the Arab
 Republic of Egypt, Fiji Islaends, Indonesiz, Senegal, the Caribbean and Central
Amerioa., '

38  In meny other lecations inierest is being revived and commercial free
gpones and free ports zre being converted te industrial free zones. largely because

of the huge increasc in demend for semi~conduciors and electronic paris,.

39. There are alrcady threc “generations" ot semi-conductors, although all
three are still in uses
a, Discrete: iransistors, diodes, rectifiers;
b. Integrated Circuits (IC) = sois bf diccrete devices e.g. monolithic digital
IC, linear IC; | '
cs Large seale integration (LSI) = hundreds of IC together,

40. Basically they cnoble manufociurers to mininturize, to shrink a preduct like



R

© has created over 90.000 jobs in Asia alone.

& radio to cigarette pack size or to intrease computcr speeds and‘rlnxibili;y
a thousandfold. . - R

41, Why is this enorircusly prrfxu‘blz zni~:*rv carried on ta often in ‘

' industrial free zones and not in the plnnts in thc USA and Japan, from where

the technology stems?

42, The answer 1195 1n the uteep incrcase 14 1abour costu slnce the 1060'8 in thc '
USA and Japan and in the factor. that in this 1ndustry it 1s»vxta1 to. obiain a murket
share guzckly by uqing "m&rglnal costing"i e, pricing below cost in antzczpation of ‘

. volums sales,

43, Thzr%y»twc US companies are pow producing semi-conductors 1n Asia alone. A ,
(m 1971 only 14 were producing) Thxs represents over 70.000 Jdbs; Nineteen 3panese
and four other firms employ 20.000 nore. Thun, in thrae  years, this 1ndustry alovc "

44. Another signifzcant fact is that employment in Hong Kong has not ﬁnncased
much, due to its hxgher WEERS, and as a ccncom;tant, producars are searchmng,for low

fcost labour in more developing countries and lookzng for industrmal free zones” to

achieve ihls. '

45. The danger hcre is that dnvelopzng courtries nay not be rcadJ to accep& 1nd
control thzs influx of inveatment and may even allow excessive prrvileges by being
unaware of the denend for low cost labou .

46. Geographically, in 1971 most investors were producing in Hong'Kong, Ta~wan,
Singapore and (mainly Japanese firms) in Korea,

4T. (Other locations are now mainly the Caribbeon, Iraland, Italy, Mexaco,'
portugal and Scoiland.) . ‘

42, . Who. are these inveator

49, %he market is dominated by us and Japanese multinatzonals wzth Eurcpnan
firms incrcusxngly actiVe. : . :

50, Texas Instruments, Fairchild and VOtorola c0ntrol betveen them about 2/3 |
of the US marxct, although they have over 30 compe%xtors. Bauzcally us laﬁﬂ vxed L
foff shore operations® i.e. production in industrial free zones as a domestic
operation rather than a separate (forexgn) company.

51.“ For approximately the same reasons almost all Japanese investrment i
in Korca,
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The futurc of the Semi~condnctor Market
52 ~ Eloctronic News, New Yoerk, May 1973 figures ares
1973 (Billions/US Dollars} 1976 1980
2.9 ) 39 6.2

53, Orowth is assured hut the grouth of local nupport indu try in host

- oouniries has to be encouraged by shrewd legislation othcrwisc exports continue

to be mainly parts only.h Forward and backxard 1inkages mist be planned at the
time when'invgstmen# is ge:mimted.since otherwlsekthc miltinations who control
{the inﬁué%ry wiilvnaturaiiy continue to cxporlt non-finished gooda which attract

lower import duties in thelr own countries,

54. Thia is a vorv impcrt mi field in wh1oh UNIQO hog a vitﬂl nart.

~55. Many governments in developing Lountriee are aot Pufficiently avare
~of the above factors, which are more complex than described above.

56, Even when -invesiment terms are well negotiated, safeguards are needed
to avoid the infani local industries being exploited by being forced to re-import
" parts from abroad which were originally produced in their own country.

B, Other types of assembly industry

'513 In addition to electronic paris, there are several other types of labour
intensive industry which are dready prodominant in existing industrial free zones, ‘
" with garments leading, Cthers are optical goods (lcrs-grnndlng), d;anond proces.zng,
wigs, toys, plastic gootds, leather working, .

Carment Tndusicy
58:, The reasons for the predominance of this industry in free zones is obvious.

By far the most expensive element in surment production is lakour for cutting out,
stitching peams and {itiing button, zips, tapes, etc. Buyers sometimes calculate
costs largely on seam 1ung¢ha. , , ,
% One big advaniage thie industry has for meny developing countries is that
basic raw materials are locally avai]ablo; giving a higher added value and leso

imported content,
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II. TYPES COF T'\,’t”"""""m T"T""”} Ty

60. A mzin purpose of an Tndustriqi Free Zone is to control foreign invesiment
to ensure that the host country durlvea the maXimum advantage.

e, Special Jogislation is required "o cst¢b119h the uruall y state-oimed

l Authority ard govern the Opcratlon of the investors.” Such regulatlons have 10 be
| clear, unequzvocal and brlﬂf 1o oncourage investment, , : o ; o
62. 1In a paper of this length it is not desirable to &0 1nt0 detall, and a legal
Araughtsman expericnccd in such legislation.is reguired. Lo
63. DBasically, the host country must ofzer inccntwvev both xlscal and phy31ca1
to override the disincenfives.v These can includé-lack of sophisticated 1nfrastructurc,
geographical p031t10n, climate, the necessity {o~ truln lubour and nanabcmcnt lack. of
credit’ facilltles and’ the lack of a well cst.bl:shed industrial atmo phere._ :
64.1 PhjulCél 1ncent1ve are baa1cally the pr0V1a10ﬂ of rcntuble standard factor
bays with all services at standard prices. - o R
5. Fnscal incentlves include duty-free 1mport of machlncrj and raw mhtcrlals,
_usually prov1d;ng ohe latter are all exported in fﬁnnuhed products.
66 Frcedom from corporate ta;es must be carefuIIJ calculatcd on a realistio

basis, and: not overdOne. Some TFZ offer no tax exrmnt1on at all, e.gz, India.

6T The cmperlcnce of Opcratlng Induwtrlal rree Zoncs man1gumcnt is essent1al
for the developncnt of 2 properly balanced set of 1ncent1ves ard their active
promotion overseas. The latter is an extremcly'xmportant and pec1allze& activity,
‘as Indugtr1a1 Free Zoneq are in competltlon rith the incentives of many;gﬂye]oged

‘countrie who eucourage fore1cn 1rvestner'

I11.  PATTER OF DEITLOPUTIT ~ FOFIATD A FAPKIi D LITEANED

68. An Indusirial Free Zone is not an end in Stself. It leads to other invesi-
ments in the host country, by produninz'an industrial'atmosphere. S

69, Theo develoxment of linxed 1ndu tries must 'alco be carefully planned to avoid ‘;
the host country remaining as onlj a supplier of low cost‘laboﬁr; _ '

70, Bacxv rd 1 nkaze means the. development of satellite industries or services
to supply. the zactorlea in the zone, . Legislation may berrequiredvto cncure that noi
all raw materials are imporied indefinitely, and. uhwt local uerv1ces are free to.
develop. Local bank creditc may also be re~u1red to cncour¢*e cntreprencurs to

K becone zone uaal:era.

§
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71, Porward linkage means the uge of the prndﬁéﬁs maode in the zono as écmponnnta
{0 establich mors sophisticated finighed articles for manufacture end export by firms
outside the zone. ’ ‘ | '

72, Failure o plan for this may result in components made in the Zone being
re-exported tack to the host country ot higher prices. It muy also resuli in the
continucd impoft of producty inte the host country which sould be produced there
with some. practical encouragement given to local firmo,

73, Thiz is not to say ‘hat the main principle, the export of 100 per cent of “the
Jreo Zone product:on need ba infrlrgcd The comgonaniu necded by local producers
.outside the zone should he«allowcd on to the domestic‘markat only as an exception and
after paying the normal dues aznd 1ariffs paid on all zimilar imports, ‘

T4,  Thus the dcvalcpment of cxpsr%-or%ented jindustry is assisted by the Zone;
and the import bill conseguently reduced in the long run.

UHIDO TECHITICAL ASST3TANCE

' 75. The future of the &eve]opmant of industirial free zones is assured., loxrld
~demand for manufacturcs increases annvally ai over 10 percent, and skilled labour
is st an increaaing premiwn, and increascs everyvhere in cost.

T5. UNIDO's objeciive is ‘4o assi the normal precesses of industrial dev010p-'
ment, and guide developing countries to create new industry and therofore anp}OJmont.

17, Bouever, experiice in the ostablishment of Industrial Free Zones is in very
. short supply at pregent, and is really oﬁly‘available in coosperation with operating
Industrial Free Zones management. |

T8 W00 recognizes this fact, and is prepared to offer technical assistance
in a realictic manner by fielding snccialized teams from operating zones as well as
by providing ddvice anﬁ guidance from its headguartiers whoreever possible, A

79 Wew problems reguire new solutions, and the colablishment of induzirial
free zonces in many developing countrics is going . to reguire exportize from many
sources, One of these iz the groving nusber of con»altant firms vho have ‘hed
experience of feasibility studies in the flelu.‘ The trauitzonal form of long-term
experis giving guidance on export development guections supplements guch technical
aaéistancc, but cannot replace the experience of Industrial Free Zone anagement s$aff,

80,  WIIND acknouledges its debt to the cooperating Industrial Free Zone mannge-

ments and leoks foruard to cooperating with many more in the years to come.
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