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Abstract

The paper describes the advantages and disadvantages of FTZs from the national viewpoint.  It includes the conditions under which FTZs may not be beneficial regardless of their presumed appeal.  Then, the paper describes and evaluates alternative public-private partnerships that exist and suggests efficient organizational arrangements.  Specific attention is devoted to the FTZs of the Gulf region.       

1. Introduction

Free trade zones are established in order to stimulate regional development by attracting mainly foreign investments.  The direct investments will yield through the multiplier effect income and employment growth in the region.  FTZs permit importation without restrictions, and therefore they reveal comparative advantages of the region that are often masked by the system of tariffs and other trade restrictions.  In addition to the elimination of tariff duties for importation into the FTZ, the host government often utilizes other investment stimulating devices to further encourage development of the zone.  The theoretical foundation of FTZ is the “Growth Pole” analysis.  The empirical method of deriving the direct and indirect effects that are expected of the FTZ is Input-Output analysis.  

FTZs are referred in the literature by various names including foreign trade zones, export processing zones, industrial free zones, economic activity zones, industrial estate zones, free export zones, investment promotion zones, and economic free zones.
  A variant that is often used in the U.S.A. is a sub zone that exists for a particular manufacturing plant and is not restricted in its location.

In 1998, there were more than five hundred FTZs in the world.  In the U.S. alone, there were about 225 FTZs and 200 sub zones that included manufacturing plants of particular companies.  The automobile industry itself had 42 plants designated as sub zones.  In total 3000 companies used the U.S. zones.  In fiscal 1997 178 billion dollars of merchandise was received and 367,000 were employed in the U.S. FTZs.  See Appendix A for some examples of FTZs worldwide and some data on U.S. FTZs.

Section 2 describes the various types of FTZs that exist nationwide.  In Section 3 we present the advantages and Section 4 outlines the disadvantages of FTZs.  Section 5 outlines the necessary conditions for the success of FTZs.  Experiences in the Gulf region where much FTZ activity is underway is discussed in Section 6.  Section 7 classifies public private partnerships of FTZs and Section 8 evaluates the FTZ programs and their structures.

2.
FTZs in the U.S.
The legislation permitting FTZs is another one of President Roosevelt’s New Deal initiatives.  The objective was to create employment.  Whether the program actually creates employment is a difficult question.  On the one hand, employment is indeed created at the FTZ location, and indirectly in its vicinity.  On the other hand, federal government officials have claimed that employment in the automobile industry, one of the largest users of FTZs, may have decreased slightly since import of parts became more attractive than manufacturing within the U.S.  

We describe the process of obtaining FTZ status and the rules governing FTZ use in the U.S. in order to illustrate the complicated bureaucracy and the inefficiency it yields.  Companies must be approved to locate in or use a zone.  Application must be submitted to the local FTZ authority, and then approval obtained from The Foreign Trade Zones Board.    Products that are intended for a general or sub zone are specially labeled at the port of entry, and transported by authorized carriers to their destinations.  When warehoused in either the general and sub zone cases, merchandise must be in a separate and secured place in order to prevent improper use.        

General-purpose Zone (GPZ)

A GPZ is an area near or at an entry point to a country like an airport, seaport, train station, or a highway.  It includes warehousing, distribution, assembly, and with special permission, manufacturing.  GPZs are typically under the aegis of a public entity like a city or county or a quasi public corporation like an airport authority.  This entity can operate the facility on its own or contract it out.  

In the U.S., rates for the use of the facility are supposed to be published and the facility operated like a public utility. Any company can lease space in the GPZ at the published prices.  The operation of a GPZ is either by an authority created by a local or state government or a private company.  In any case, the non-federal government-sponsoring agency needs to obtain the approval from the Foreign Trade Zones Board, a regulatory agency of the U.S. Department of Commerce.  Since the distinction between GPZ and sub zones is particular to the U.S., henceforth our reference to FTZ will include both.      

Sub zones

Sub zones are entities located anywhere and operated by a specific manufacture enjoying duty free importation of foreign inputs.  Sub zones exist only in the U.S. and account for most of the economic activities of FTZs.  Any sub zone is part of a specific FTZ.  The six industries that are the largest users of the provision of sub zones are automobiles, office equipment, machinery, computers, telecommunications and other electronic products, pharmaceuticals, and oil refining.  Only when the products are shipped within the U.S. are the duties assessed.  Clearly, the added value of the production in the sub zone is not taxed.  The duty rate on the final product is often less than the rate on its associated imported inputs.    

Bayer Chemical Company is a good example of employment generation that would not have occurred in the absence of a sub zone.  This German company ships chemicals to the Kansas City area for processing and then reships them back to Germany.  It is also planning to locate pharmaceutical and agricultural plants in the Kansas City area.  The exemption of duties and the availability of the appropriate labor make the region attractive to the German manufacturer. 
3. Advantages of FTZs 

An FTZ reveals comparative advantage of a region that may be absent when tariffs exist:

· Creates local employment.  Every job in an FTZ creates two additional jobs through multiplier in the region
.  Clearly, the higher the magnitude of added value, the greater the multiplier and the higher is the spillover effect on regional income and employment.

· FTZs attract foreign investments of companies that wish to operate in this region and will not come there in the absence of FTZ.

· Over the long run, concentration of a particular industry in the FTZ creates economies of scale and scope, specific technology, and labor specialization that further enhance the region’s comparative advantage.  

· Nations impose higher import taxes on parts than on the final product.  For example, in the automobile industry in the U.S., the tariff rate on the final product cars in the late 1980s was 2.5 percent while it was at most 11 percent on imported intermediate components
.  This creates a distortion where intermediate goods production becomes infeasible.  An FTZ that eliminates such a tax makes the manufacturing of the product feasible.  This facilitates the correct degree of vertical integration.

· FTZs facilitate specialization in the production of particular components in one country and create closer cooperation with producers of other components of the same final products in FTZs of other nations.  Multinational corporations will be inclined to locate factories in FTZs of various countries, thereby exploiting comparative advantages in each.  

· An FTZ eliminates waste of time where imported intermediate parts are awaiting custom clearance.  This facilitates Just-in-Time (JIT) production, reduced level of inventory, and the associated financing costs.  Clearly, production becomes more efficient if JIT is implemented.  There could be situations like delayed supply from overseas that prohibit manufacturers from maintaining the optimal level of inventory.  For example, in Mexico custom clearing requires substantial “red tape” that is avoided in an FTZ.

· Financing costs are lower in FTZs on imported intermediate products when the final product is exported.  In the absence of FTZs, import taxes are paid immediately upon arrival in the country.  Even if the government reimburses import taxes when the final product export occurs, there is a delay between the two events that needs to be financed by the producer.  An FTZ avoids these financing costs.   

· Companies often import intermediate goods that are wasted because of inefficient production or because the goods are defective.  Normally, import taxes are paid, and it is quite cumbersome to be reimbursed for the taxes.  FTZ reduces such costs and simplifies the procedures.  

· Reporting requirements are reduced, saving on transaction costs.  In the U.S., a report on imported intermediate goods is submitted at the time the shipment arrives.  In an FTZ, however, such reporting is only required once a week for both imports and exports.  Hence, an FTZ enables savings in such bureaucratic transaction costs. 

· FTZs avoid import quotas that exist for the nation.  Import quotas change the production function, resulting in less efficient use of the mix of resources.  This yields inefficient production of the final product and higher cost.  In FTZs quotas are absent, enabling efficient use of resources in production.  Since the quota input can be used more (at its optimal level), the mixture of inputs is optimized, and the cost of final product reduced.

· Free trade zones require tight security to avoid smuggling out of items that are duty free.  The company operating the FTZ must provide both perimeter and overall physical security.  In the U.S. for example, theft from an FTZ is a federal crime and as such yields stiff punishment.  As a result, companies operating in an FTZ suffer from significantly fewer property and personal crimes.  The reduced crime also yields cheaper insurance premiums than exist for other similar installations outside the zone.

· Demonstration goods are not subject to tariffs.  Companies that exhibit their products to local buyers within the zone can enhance their local sales.  Since the products are exempt from duty, financing costs are lower.  Clearly, FTZ companies gain a competitive advantage over similar companies that operate outside.  This advantage is more valuable the higher the value of the products.

· FTZs attract foreign companies.  Such companies often introduce new technologies that may not have otherwise been utilized.  Clearly, the entire region or the nation may enjoy spillover effects.

· Often FTZ’s are considered extra territorial and therefore normal taxes do not apply.  Firms in the FTZ are exempt from the community’s personal property taxes (e.g. inventory taxes) or even income taxes.  However, firms often do pay the equivalent of property taxes in the form of fees that are usually quite low to cover management costs of the zone.  

4.
Disadvantages of FTZs

With the growth in regional and international free trade agreements like NAFTA, EEC, GATT, we expect the free trade zones to lose their advantages.  Basically, a whole country becomes a free trade zone so the need for designated areas is eliminated.  More specific current disadvantages are:

· Competitive firms that are located outside the FTZ become disadvantaged.  Firms located in FTZs enjoy lower cost of production, enjoy higher profits, and can accordingly offer higher wages to highly qualified workers than can similar firms outside FTZs.  Such practices provide a competitive advantage to FTZ firms and may handicap similar firms outside the FTZ.

· Transaction costs are often substantial, both to obtain approval and then for operating FTZs.  For example, in Oregon it took five years and half a million dollars to complete an FTZ application and obtain FTZ status from the federal government.  In the U.S., the applications need to address community benefits.  That includes direct and indirect impacts on income and employment.  Clearly, the higher the local added value, the greater the income and employment multipliers and the greater the overall impact on the region.

· The objective of the FTZ is to stimulate regional growth for a depressed area.  The FTZ provides special tax advantages that are aimed to attract foreign and local investment that will not be present in their absence.  Basically, the government foregoes receipt of income from duties, and, possibly, other taxes in order to encourage investments.  If indeed the region enjoys a comparative advantage then multinational companies will presumably exploit the opportunity and initiate development efforts on their own.  There is little justification for government officials to sacrifice public resources and put existing competitors in a disadvantaged position.  Why give government bureaucrats power to provide special status to a certain place rather then relying on market forces!

· People and businesses in the region that observe but do not directly share the special benefits provided in the FTZ may develop justified resentment that is difficult to overcome.  This issue was indeed raised concerning FTZs in the Gulf region
.

· There is always a chance that government will remove the special provisions of an FTZ that may lead to significant losses for companies that are located there.  The removal of the special advantages may arise from personnel or policy changes by governments.  For example, China is eliminating its development zones in which foreign companies have paid 16 percent instead of the normal 33 percent corporate tax
.  Clearly, such uncertainty is more common in politically unstable nations.  In Brazil, ever since the late 1960s, the government provided significant incentives to FTZs.  As a result, five hundred corporations established operations in the FTZ of Manaus in the Amazon region.  Then, in 1998 because of deterioration of the currency rate the government greatly reduced the special provisions.  The changes included reduced land subsidies for existing companies and higher taxes.

5. Necessary conditions for success

Experience shows that many FTZs did not succeed while others enjoyed prosperity.  A review of such ventures revealed the conditions for success
:

Stable political environment: Investors are highly concerned with the stability of the political system and the assurance that the privileges of the zone are not violated.  Investors require a high rate of return when the political system is unstable.

Transparent legal environment: A legal system that permits contracts and agreements including those that are made by government to be enforced is important to attract investors to the FTZ.  Such a legal system enhances the stability of a society and thereby attracts investors.

Reliance on market forces: A move towards free markets and diminishing role of government in the marketplace is essential in attracting foreign companies to invest in FTZs.  With the rise in privatization, countries that are not moving in that direction experience difficulties in attracting investors.

Joint venture with local partners: Foreign investors are seldom acquainted with local customs, and are less successful than local firms in dealing with other local businesses and government officials.  Foreign companies need to partner with local interests that will share some of the risk and will prosper with the success.

Political champion: Success of FTZs depends on influential government and legislative officials that promote the development of an FTZ.  Without such a driving force, FTZs generally do not take off.

Simple administrative procedure:  FTZs are most often initiated in LDCs where government bureaucracy in approving, establishing, and managing them is burdensome.  Investors are often deterred by such high transaction costs.  It is important to establish a single agency that addresses all the investors’ needs.

Currency convertibility: Investors wish to make sure that they will be able to withdraw profits from the country, and not be subjected to unpredictable currency restrictions and deteriorating exchange rates.            

6. The experience in the Gulf and the Middle East regions
There seems to be much FTZ activity in the 1990s.  The main reason is the desire to develop a more diversified economy that is less dependent on oil.    The Dubai experience is the most prominent of all.  Egypt has about six, Kuwait has one, eight are in Saudi Arabia, and Oman is starting one.

The UAE established the first FTZ in the Gulf in 1985, 35 miles from Dubai in the Jebel Ali Free Zone within its port.  The government spent about 3 billion dollars on the infrastructure on the port and the zone, and the port became the largest man made port in the world.
  As of 1993, the FTZ had attracted 440 foreign companies that invested one billion additional dollars on new buildings and other infrastructure. The companies employed 24,000 workers.  Illustrative of the success of the Dubai FTZ is the fact that in 1998, 1200 companies from 72 countries were then operating in the FTZ.  In excess of 100 U.S. companies including Allied Signal, FedEx, GM, and Microsoft had facilities in the zone.  These facilities include manufacturing and warehousing for transshipment
.   The success is attributed to the FTZs’ ready access to power, low cost labor (much imported), and simple administrative procedures.  As a result of the first success, UAE developed five additional FTZs.  

The intention is to develop transshipment and manufacturing expertise in labor-intensive products like textiles and leather goods.  UAE officials want the Dubai FTZ to also become a center for information technology and e-commerce.  

In addition to the normal exemption from duties, the Dubai government allows complete foreign ownership within the zone, exemption from personal income tax, a fifteen-year exemption from corporate income tax, and an unlimited ability to take profits out of the country.

Saudi Arabia like other Gulf region nations attempts to minimize its dependence on oil as its only source of export revenues.  In its eight FTZs, only raw material and intermediate components are allowed to be imported duty free.  The policy is likely to avoid speculation that is common when finished products can be warehoused in an FTZ.  For example, when tariff rates are expected to drop then products will be stored there until such change occurs.  The Saudis provide freedom from currency restrictions, exemption from personal income taxes, and a ten-year exemption from taxes for manufactures.
       

Port Said is an example of Egypt’s FTZs, and will include 17 manufacturing facilities for such products as textiles, food processing, metallurgy, and leather
.  Port Said is located on the Suez Canal that connects between the Red Sea that leads to the Far East and the Mediterranean Sea that leads to Europe and the Americas.  Here again, these industries rely on cheap labor that is abundant in the region.  Access through the port to the West makes the location attractive for labor-intensive industries.  Other FTZs on the Suez Canal are at Suez City, at the southern end, and Ismailia at the center.     Egypt is using the FTZs as both an impetus for development of the canal cities that lack export based activities and to increase traffic on the Canal.

In addition to the exemption from custom duties, Egypt provides permanent exemption from sales, and corporate taxes.

7. Public-private partnerships

Around the world, governments originally developed and owned FTZs, and in general they are still completely public.  Public zones exist in such places as Colombia, India, Ireland, and Puerto Rico.  The general trend toward privatization since the early 1980s has also affected the nature of FTZs.  Greater private sector involvement is evident in the initiation, financing, and operation in various forms of public-private partnerships
.

The nature of participation of the two sectors refers to the following “life cycle” stages of the FTZ.  It includes planning, approval, financing, construction, operation, ownership, and possibly transfer of ownership in the maturity stage.

Some clarification of two principles for government intervention is appropriate.  First, government is a monopoly in the provision of most services and as such can become inefficient.  The lack of competition allows inefficiency in its use of resources.  Hence, government intervention should be minimized to the level that protects public welfare.  For example, government can either construct or contract out the construction of the physical compound to a private company.  By this minimization of the role of government principle, the contract-out option is preferred.  Further, government can own the facility, or without sacrificing the public interest, its level of intervention can be limited merely to loose oversight.  The latter option is preferred.

The second principle is to enable the maximum degree of competition.  Hence, actions should be undertaken in a manner that as many possible providers compete in bidding or supplying the service.  Government can construct the infrastructure and the buildings within the compound and then lease the facility to occupiers.  Alternatively, government can build the infrastructure and then sell the land to developer/occupiers.  The latter alternative provides greater choice and is therefore preferred.  As for the construction of the infrastructure, it is better for government to contract-out the job rather than employ its own public works department.  The former alternative provides for competition among construction companies and will normally yield lower costs.

The following are six alternative partnerships that exist around the world.

7.1
Complete public site
In the U.S. local governments (city or county) initiate and execute the site while obtaining approval from the federal agency, the Foreign Trade Zones Board.  There are in excess of 300 U.S. ports of entry, each of which can apply for FTZ status
.  The local government or any other public corporation (e.g., a port authority) applies for permission to create either a general-purpose zone or a sub zone that is a benefit for a particular company.  Approval depends upon a public interest standard.   In 1997, there were only two FTZs in the U.S. not sponsored by a public or quasi public corporation.
  For comparative purposes, there were 141 active FTZs and 201 sub zones.  Any company can get permission to locate in the general-purpose zone.  

The physical development of the infrastructure of the zone and the facilities as well as the operation can be either public or private.  If private, then it must be public utility type operation where any qualified business is permitted to operate in the zone, and the rates for the use of the facility must be published.  Local governments apply for a sub zone for a particular manufacturer (e.g. an auto manufacturer) where the latter develops the site.

The best example for a complete public FTZ is Spain’s Barcelona.  The zone was promoted in 1916 by the city council and in 1992 had 400 hectares of land for 178 manufacturers and 40,000 employees.  Here, the City gave the land to the agency and the buildings were owned by government agency.  After the initial grant of land, the continuing development occurred with no additional public funding.  The Mayor of Barcelona is the president of the zone while the central government appoints the vice president and the general manager.  It is a similar practice to the public corporation or authority in the U.S.  The city originally owned the real estate and transferred it to the public agency that operates the zone.
  

7.2  Semi public zone

This case is similar to the FTZ in UAE and includes duty free importation into the zone, public financing of infrastructure, tax incentives, and other benefits like permitting 100 percent ownership of enterprises within the zone. Outside the zone, at most 49 percent foreign ownership is allowed.  In Turkey, for example, only companies that operate within a zone are allowed to repatriate profits.

7.3
Mixed public-private zone

In this case, government provides duty free importation for all goods entering the zone and finances the infrastructure leading to the zone.  In addition, government can offer income, corporate, personal property, and inventory tax relief provisions for firms and employees in the zone.  For example, in addition to other benefits for operating in the zones, Saudi Arabia offers tax exemptions for both personal income taxes for workers and for manufacturing enterprises.

7.4.
Highly private zone

In this case, market forces create the trade zone.  The Maquiladora program in Mexico is a prime example.  FTZs are located in Mexico along the U.S. border to the states of California, Arizona, and Texas.  Inputs are sent to the Mexican side with no taxes imposed by the Mexican government.  The final products are manufactured and returned to the U.S. with taxes imposed just on the added value of production.  Goods produced involve use of unskilled labor for mainly assembling final products.  The government role is limited to the provision of both duty free import as part of a FTZ and the financing of the infrastructure development.  The latter includes roads, water, electricity, public safety, and education facilities.  In 2000, there are 107 operating private industrial parks.  The program in Mexico employs directly 1.2 million workers and indirectly 2.4 million.  Private initiatives dictate all business decisions with no apparent government control or financial intervention.

U.S. companies invested by 1999 over five billion dollars in 4500 Maquiladoras or foreign owned plants.  The output grew during 1998 more than seven times faster than the remaining Mexican manufacturing sector (fifteen versus two percent).  The Maquiladoras accounted for almost half of all Mexican exports.
  The largest manufacturer there is Delphi Automotive Systems, which has 53 plants and 75,000 employees. 

It is important to note that market forces can and should be allowed to create FTZs.  When private funds are invested, there are greater expectations for success, and there is no commitment of public funds to support private interests.  The Maquiladoras are a good example.  The Mexican government did not believe in FTZs so the private companies undertook the planning, development and funding of the project.  In fact, private developers of FTZs in Mexico on occasion had to build roads to obtain access to their FTZs.  They also had to construct power and telephone lines.  In the case of the Nogales FTZ, the private developer in about 1970 even had to pay for a central switchboard for the telephone company to obtain telephone service for the FTZ.  The private FTZs became very successful, and their developers became millionaires
.  With the evidence of success, the state governments eventually created their own FTZs where the entire infrastructure was public.
  Another example of great private participation is the Philippines.  The Philippine government began in 1989 to encourage private development of FTZs.  It passed a law that allows a private developer to build, operate, and then transfer ownership of an FTZ after some period to the Philippine government.  The private developers can charge FTZ users high enough fees to cover costs including a reasonable return on their investment

7.5  Completely private zone

Government merely provides duty free import status for intermediate goods that are re-exported after further assembly or manufacturing.  Also, a temporary duty free condition is provided to final products that are warehoused in the FTZ before being imported into the country.

8.
Evaluation and policy implications
FTZ as a “Growth Pole” strategy may prove beneficial.  With the tax provisions that attract businesses to locate in the FTZ, other vertical and horizontal development occurs.  Businesses that supply inputs to the FTZ or use the output manufactured in the FTZ will locate in close proximity to the zone.  Also, existing manufacturers in the FTZ may enjoy economies of scale and diffusion of technology merely as a result of the increased size of their operation.  In the case of the Maquiladoras, however, we witness use of low skilled labor and simple assembly of American products.  Up to now we do not witness significant technology transfer to the region.  Some economies of scale, however to a limited magnitude can be experienced due to unskilled labor specialization.  American companies enjoy easier transit of goods from the Mexican authorities in the FTZ than in other parts of Mexico.  Hence, Just In Time production and savings in interest are still higher in the FTZ.  

There is a whole range of special benefits that state and local governments provide to FTZs.  The objective is simply to attract foreign investments that would not be available otherwise given the country’s complex tax structure and the extensive government involvement in the market place.  Economists claim that an FTZ indeed reveals the region’s or the nation’s comparative advantages in the production of particular goods.  Indeed, FTZs in many cases do attract foreign investments.

FTZs in general are of less importance for countries that join international free trade agreements.  FTZs require substantial administrative and bureaucratic procedures that make the zone unattractive in the era of free trade agreements.  This is true even when the latter yields somewhat higher production costs.  Clearly, if a nation is not becoming a part of such agreement then FTZs are quite important. 

Some, however, have questioned the importance of FTZs.  In the previously cited hearing (Section 4), for example, experts claim that savings in the production of the automobile industry during the 1980s were only in the range of $5.54 and $50 per manufactured car. In any case, the Maquiladoras illustrate one important advantage even with NAFTA.  Non-North American companies enjoy no benefits unless they are located within the FTZ.

The inverted tariff problem exists when the rate is lower for the parts assembled in the car than in their intermediate form.  Further, unequal tariff rates create distortions in the use of resources in that nation.  Such tariff differences encourage production of goods that are inefficient, yielding inefficient use of resources. The U.S. experience may explain the distortion of the inverted tariff practice.  Duty on parts for automobiles is 30 to 40 percent of its imported price.  If imported to FTZ then it is exempt from duty upon entering the FTZ.  Then, the part is assembled into the finished car and is sold in the local market.  When the finished product is sold in the local market outside the FTZ then the duty of 1.5 percent is assessed on the part.  In general, the differentiation of duty encourages import of finished autos rather than of parts to be assembled into autos within the U.S. 

Let us observe another distortion that occurs because of such a practice.  Assume that a particular region in the U.S. has a comparative advantage in producing such a part.  Also, this location is neither in a FTZ nor is it permitted to be a sub zone.  The U.S. manufacture of the part is then in a disadvantaged position compared to the manufacturer of the part overseas.  Suppose that the U.S. manufacturer can produce the part at a price of one percent higher than the price before duty.  The imported part enjoys the tax deferral of 1.5 percent until the finished product is sold on the local market.  If the interest saved for this period is greater than the one percent price difference of the U.S. manufacture then the latter is in a disadvantaged position.

As for the above public-private partnerships, two criteria should be used in deciding about the degree of public involvement.  The degree of government intervention must be minimized, and as large as possible number of competitors needs to exist.  When government bureaucracy is required to approve the companies that are allowed to operate in the FTZ or when a cumbersome processing of applicants exists there is more room for corruption and corporate waste of resources.  Simple and uniform processes facilitate the operation of markets.  Mexico’s Maquiladoras experience, where government’s involvement is minimal, appears quite successful.  On the other hand, much of the economic development in Mexico is along the American border.  When free trade was instituted throughout Mexico then other regions could and did enjoy growth.  Indeed, with NAFTA American companies exploit the cheap labor of Mexico and new manufacturing sites have developed in other regions.  The Maquiladoras provide one important advantage even when NAFTA is implemented.  Non-North American companies enjoy no benefits unless they are located within the FTZ. 

Some of the reasons why the Gulf region is attractive for FTZs are its location between Asia and the West, its access to cheap labor, and the abundance of capital.  However, with the institution of free trade agreements, FTZs become less important.  Further, such nations in the region, as UAE, OMAN, Kuwait, and Saudi Arabia seem to be establishing FTZs.  The result is a monopolistically competitive situation.  Each FTZ needs to specialize in a different type of production in order to prevent competition from eliminating the FTZ’s competitive advantage.

Initiation of FTZs by various nations in a region is simple since no entry barriers exist.  Each country will try to gain an advantage over other nations’ FTZs by offering greater incentives.  Clearly, such competition among nations in the region can reach a point where the cost of the incentives is greater than the resulting benefits.

In the short run, for the Gulf and in general, it seems that when an FTZ is instituted, it often attracts foreign investments, raises local income and employment, and promotes positive spillover to the immediate area.  However, in the long run that prosperity comes with a price; it causes distortions in the use of the resources within the country, and adversely impacts other businesses elsewhere in the country.

If a nation still chooses to initiate FTZs then it needs to decide what are the effective incentives beyond the duty free provision.  That nation needs to further consider the reaction of neighboring countries that will escalate their incentives for FTZs.

It is apparent that before the initiation of an FTZ, a study should be conducted to determine the optimal package of incentives.  The study should consider both the possible adverse effects to other businesses/regions and, the competition of other regional FTZs and their possible reactions to determine the costs and-benefits of creating an FTZ.

APPENDIX A
United States FTZ Statistics (FY)

($ billions)

1993
1994
1995
1996
1997
Merchandise Received
GP Zones
11.77
13.12
13.67
15.11
16.92

Subzones
92.21
106.45
129.85
153/51
160.92

Total
103.97
119.57
143/51
168.62
177.85

% Subzones
89%
89%
90%
91%
90%

Exports
GP Zones
3.16
4.51
3.77
4.04
4.23

Subzones
8.49
12.86
13.17
13.05
12.70

Total
11.65
17.37
16.94
17.09
16.93

Approved FTZ Projects
190
196
203
211
219

Active FTZ Projects
122
124
134
134
141

GP Zones
103
103
107
110
118

Subzones
121
136
159
179
201
‑Source:  Foreign Trade Zones Board 1997 Annual Report
EXAMPLES OF FREE TRADE ZONES

	ZONE
	DATE 

EST.
	PROVISIONS
	PURPOSE
	IMPACT
	OTHER PROVISIONS/POLICIES

	Russia
	1998
	Duty free imports of autos and auto parts by foreign firms in FTZ
	Attract foreign investment for Russian auto industry
	Kia has established a partnership with a Russian firm to assemble cars in Helaningrad
	Foreign firms must invest $250m over 5 years and produce or buy at least 50% of component parts by end of period.

	Hamburg, Germany
	
	Duty free imports of all goods in FTZ
	Stimulate shipping services by serving as gateway to Europe
	
	Second largest container port in Europe

	Southwestern PA FTZ No. 33
	
	Duty free imports of all goods
	Stimulate development of international air cargo and other airline activity
	
	

	Baltimore, MD, FTZ No. 74
	1982
	Duty free imports of all goods
	Improve the competitive position of Baltimore port
	
	

	Port Canaveral, FL
	
	Duty free imports of all goods
	Stimulate regional development
	Second most active U.S. Port for multi-day cruises
	

	Seattle, WA
	
	Duty free imports of all goods
	Increase competitiveness of Seattle
	Allow firms to delay duty rate of 37.5% on rubber work boots imported from Malaysia
	

	Turkey (9 FTZs)
	
	Duty free import on raw and partially completed materials and spare machine parts
	Encourage foreign investment
	178 companies operating in FTZs as of 1996
	Corporate tax allowance of 30-100% of fixed investment; Building tax exemption; Waiver of foreign currency fees; Payment of up to 25% of electric expense for first 5 


	ZONE
	DATE 

EST.
	PROVISIONS
	PURPOSE
	IMPACT
	OTHER PROVISIONS/POLICIES

	
	
	
	
	
	Years; Payment of up to 50% of moving expenses; Value added tax deferral

	Waigoagiao, Shanghai, China
	1990
	Duty free import of all goods
	Encourage foreign investment
	In first 5 years FTZ had attracted foreign investment from 39 foreign countries and 22 other ports of China; 1,522 investment projects had secured government approval; $2.5B of financing had been secured
	Many infrastructure improvements were done to encourage outside investment

	Nepal
	
	Duty free import of machinery, tools, or raw materials for any industry exporting at least 90% of its products
	Encourage foreign investment in export industries
	
	

	Japan
	
	Duty free import of goods within bonded areas; duty free import of foreign materials to be used by manufacturers within bonded factories
	
	
	

	Guatemala (Zolic FTZ at Puerto Santo Tomas de Castilla and Grupo Zita FTZ in Palin)
	
	Duty free import of all goods
	Encourage foreign investment in export industries
	
	Other export incentives including exemption from all taxes except employer social security contributions

	Dominican Republic
	
	Duty free import of all goods within FTZ
	Encourage foreign investment
	
	Exemption from corporate, other business and municipal taxes

	
	
	
	
	
	

	
	
	
	
	
	

	ZONE
	DATE 

EST.
	PROVISIONS
	PURPOSE
	IMPACT
	OTHER PROVISIONS/POLICIES

	Costa Rica
	1981
	Duty free import of raw materials, processed or semi-processed products, parts and components
	
	
	Exemption from export, sales, and consumer taxes.  Exemption from income taxes for the first 8 years of operation; Exemption from taxes on remittances sent abroad; Credit for creation in rural areas

	Ireland (Shannon Int’l Airport)
	1947
	Duty free import of all goods within FTZ
	Encourage use of Ireland as distribution and manufacturing center
	
	Allows maintenance of inventory within FTZ at low expense and firms are eligible for 10 percent corporate tax rate

	Portugal (Madeira FTZ)
	
	Duty free import of all goods within FTZ
	Encourage foreign investment
	Forty-one industrial firms, 43 bank branches, 2,833 service firms, and 148 shipping firms operate in FTZ 
	Exemption from corporate and individual income taxes through 2011; grants for 100% of employee training costs, and grants for 50% of the expenses of changes in production that save energy

	Philippines
	
	Duty free import of capital equipment and raw materials for goods, which are to be exported.  (Under special circumstances up to 30% of output can be sold domestically.)
	Encourage export industries
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