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Executive Summary

The purpose of this paper is to provide a broad comparative perspective about developing country efforts to use Special Economic Zones (SEZs) to enhance various economic and social objectives, covering the period from the earliest use of SEZs in the 1970s to the most current best-practices in 2011.  This paper uses the term Special Economic Zones (SEZs) interchangeably with Free Trade Zones (FTZs) and Economic Processing Zones (EPZs).  Throughout the comparative analysis presented here, the term SEZ, or FTZ, or EPZ refers to sites in which there is duty-free access to inputs, a distinction that will assume particular importance in the larger discussion of South Africa’s Industrial Development Zones (IDZs) at this CDE Conference.  

The paper provides short country narratives that include the Philippines, Mauritius, the Dominican Republic, Costa Rica, and Malaysia (Penang), with brief insights that range from Kenya and Egypt to contemporary Morocco, Thailand, and Singapore.  The country narratives are not simply repetition of the same story of success or failure over and over again – each one adds a new dimension of analysis and/or new kinds of evidence to the discussion of how SEZs might fit into development policy. 

It soon becomes apparent that analyzing the potential contribution of SEZs to a developing country’s growth and welfare cannot be done in isolation.  The development of an effective SEZ strategy – or what will be later called an FDI-SEZ-export strategy – requires a detailed look at multiple overlapping challenges.  Five will receive special treatment here: 1) Meshing SEZs with More Effective Investment Promotion Agencies; 2) Safeguarding and Improving Treatment of Workers in SEZs; 3) Reinforcing an FDI-SEZ-export strategy with vocational training partnerships; 4) Using SEZs to Diversify and Upgrade the Host Export Base;  5) Creating Backward Linkages from Foreign Investors in SEZs to Indigenous Firms in the Host Economy.  

The goal is to outline an FDI-SEZ-export strategy that embodies best practices from around the world in the contemporary period.

At the end of the day the hope is to the provoke discussion and reappraisal of the potential benefits of such an FDI-SEZ-export strategy for South Africa, while showing how South Africa can avoid dangers and adverse side-effects from such a strategy.

The Rationale for SEZs and Reasons for Success or Failure
The rationale for creating SEZs springs from the idea of setting up special investor-friendly sites where foreign investors can import inputs duty-free and assemble final goods for sale in international markets.  Underlying this rationale is the conviction that the comparative advantage of the host economy is cheap labor.  The benefit for the host comes in the form of lowest-skill job creation in manufacturing and assembly, pulling labor out of primary production (agriculture and extractive industries) and/or urban unemployment, with the added advantage of strengthening of the balance of payments via increased exports.  The paper shows that this initial conception of the role of SEZs has undergone significant change as individual countries have tried to enhance the contributions and avoid damages from incorporating SEZs into development strategy, over time. 

The ingredients for disappointing SEZ outcomes, as illustrated in the country narratives, include lack of infrastructure and extremely poor treatment of workers by quasi-monopolistic employers, overvalued exchange rates, high SEZ wage regulations in comparison to relative productivity, weak and ineffective investment promotion agencies, lack of a favorable doing-business setting within SEZs, lack of a favorable doing-business setting surrounding SEZs (leading to feeble backward integration into the local economy), and lax environmental standards and weak enforcement of environmental regulations.

To a certain extent, individual country cases with more positive SEZ outcomes show mirror-image characteristics in comparison to less-successful SEZs, but each experience offers instructive new features.  The country narratives included here show moreover that countries can gain benefits from SEZs without having to get-everything-right all at once; they can use SEZs to make contributions to host country growth and welfare through various policy improvements at the margin.  The country narratives demonstrate that it is not impossible for countries to replicate the success of others if they are ready to commit themselves to start down what will be called an FDI-SEZ-export path.   

The ingredients for success include macroeconomic reform, steady improvement in doing-business indicators (both within and surrounding the SEZs), and access to reliable infrastructure and semi-skilled labor. Some success stories feature private SEZ developers (who have a self-interest in seeking out investors to populate their SEZs) and investor-developers.  The country narratives show a potentially powerful signaling-effect or demonstration-effect from a first-mover anchor investor.  They also provide evidence of substantial on-the-job training and skill-acquisition for SEZ workers, with large productivity gains that benefit both labor and investors.  Rising demand for labor and increasing sophistication of plant operations lead to higher wages and better treatment of workers.  Countries with successful SEZ strategies examined in some detail here (the Philippines, Dominican Republic, and Costa Rica) allow union-organizing within SEZs.  Survey data from SEZ economies reveal horizontal spillovers as indigenous workers and managers gain experience in foreign-owned SEZ plants and then use their know-how to set up their own companies.  Under some conditions (examined herein) there are strong vertical linkages from SEZ investors to indigenous supplier networks.

Important On-Going Issues and Controversies about SEZs
Countries that want to consider using SEZs as a central component of development strategy will rightly be concerned about safeguarding and improving treatment of workers in SEZs.  Violation of worker rights, unacceptable health and safety conditions, and failure to abide by official labor regulations remain a feature of many SEZs around the world today.  When labor regulations are properly enforced, however, the expansion of low-wage investment in SEZs has a quite notable impact on poverty reduction.  The evidence shows that foreign firms and subcontractors in SEZs pay a wage premium in comparison to alternative employment in the economy.  This wage premium is not the only positive benefit.  For women, expansion of SEZ opportunities represent expanded formal employment opportunities, better conditions of work, less hazardous employment, lower accident rates, greater job security, and higher educational attainment (particularly for young women).  Gender research shows social outcomes for women that include greater economic independence, respect, social standing, “agency”, and “voice”.  Social spillovers are common. In Bangladesh, the enrollment rate of girls aged 5 to 18 is approximately seven percentage points higher in villages with a garment factory than in other villages.  The introduction of a call center in India raises the number of children in school in the local community by six percentage points.

Once foreign investment in SEZs begins to rise above the least-skilled operations – as documented in the country narratives – both the level of wages and the treatment of workers changes dramatically.  The wage premium on the part of foreign investors in SEZs becomes even more pronounced. Survey data from industry sectors such as autos and auto equipment, electronics, chemicals, and industrial equipment -- in comparison to garments and footwear -- show that foreign investors in higher-skilled activities pay their workers two to three times as much for basic production jobs, and perhaps ten times as much for technical and supervisor positions, in comparison to what is earned by employees in comparable positions in lower-skilled MNC operations.

Moreover, there is interesting new evidence – potentially very valuable new evidence -- showing institutional spillovers in labor markets when the skill-intensity of FDI activities rises.   As the operations of foreign investors grow more sophisticated  – as electronics and auto parts investors build plants in SEZs and industrial parks alongside garment and footwear assemblers – the former promote better worker facilities, security, transport, health and safety standards (even daycare) that apply to all firms.  Although the evidence comes from a small sample that includes three of the countries surveyed here the evolution of labor relations in SEZs shows that the more skill-intensive foreign firms led the way for passage of ILO-consistent regulations on the national level (and more effective enforcement of the resulting regulations on the local level, including communal disciplining of violators) in the interest of promoting “labor peace”.   The dynamics of this process exhibit a race-to-the-top phenomenon quite at variance with the race-to-the-bottom assumptions in much of the sweatshop literature.

Much popular discussion assumes that relatively unsophisticated activities – like production of garments, footwear, toys, and the like – constitute the predominant thrust of multinational manufacturing corporate operations around the world today.   But this far from accurate.  The flow of manufacturing foreign direct investment to medium-skilled activities such as industrial machinery, electronics and electrical products, auto parts and other transportation equipment, scientific instruments, medical devices, chemicals, rubber, and plastic products is nearly ten times larger each year than the flow to low-skilled, labor-intensive operations such as garments and footwear, and has been speeding up over time.  

This outcome is particularly important in light of the discovery that is summarized in the phrase “What You Export Matters!”.  Movement toward higher levels of domestic productivity and rising standards of living come about not simply by producing and exporting more of the same goods and services, but by upgrading and diversifying the production and export base of the country.  This provides the setting within which an FDI-SEZ strategy can become a central element in recasting a developing country’s development trajectory.   

To tap into the vast flows of middle- and higher-skill intensive FDI operations, developing countries have to combine the creation of attractive SEZs with an effective foreign investment promotion effort.  In place of cumbersome, highly discretionary “screening” of investment proposals, the most effective Investment Promotion Agencies are a “one-stop-shop”, empowered to make the approval of investment projects as rapid, automatic, and transparent as possible.  A central element of attracting middle-and-higher skilled FDI is to set up partnerships between foreign investors and local universities and vocational training institutes.  These skill-building partnerships constitute an important magnet in attracting anchor investors, and stimulating follow-the-leader behavior on the part of other companies.

At the same time, an aggressive FDI-SEZ-export strategy opens the door to developing links between foreign investors and local companies. Contemporary survey data show that SEZ foreign investors provide potential indigenous suppliers with help with setting up production lines, training in quality control, coaching in management strategy and financial planning, advance payment and others kinds of financing, and introduction to export markets.  The spread of backward linkages depends upon a host country business-friendly climate that allows local firms to grow and prosper.  Indigenous companies need contract enforcement, reliable infrastructure, lack of red tape, and access to duty-free inputs no less than the foreigners if they are to become certified as suppliers to foreign exporter in the SEZs.

Implications for South Africa: Grand Debates and Strategic Choices

The concluding section of this paper offers the perspective not of an expert on South African development policy, but of a studious outside observer trying to suggest how comparative evidence might apply to decisions facing South Africa in the contemporary period.    

The first impression of such an observer may be surprising: namely, that South Africa is relatively well-positioned to use an FDI-SEZ-export strategy as a central component of development policy as the world emerges from the contemporary international economic downturn.  South Africa has the resource base, industrial base, labor base, and educational institutions necessary to transform the current IDZ arrangements into a highly dynamic FDI-SEZ-export program that can make important contributions to South African growth and welfare.  But to do so successfully will require high level national commitment and policy coherence.  To be sure, contemporary debates at senior levels in today’s South Africa show quite a lot of suspicion about SEZs.  Such suspicion is not unique to South Africa: countries included in this comparative survey have had deep political debates about aligning national development along lines congruent with the forces of globalization.  But a clear-eyed appreciation of the potential benefits for South Africa that may emerge from the data on job creation, poverty reduction, and enhanced growth compiled here may help reoriented domestic debate and stimulate domestic support for moving in a dedicated FDI-SEZ-export direction.  

The second observation is that a sophisticated FDI-SEZ-export strategy does not require South Africa to abandon concerns about worker rights or environmental damage, nor to adopt what might be characterized as a neo-liberal Washington Consensus-like ideology of relying solely on markets without public sector involvement.  As elaborated here, a successful FDI-SEZ-export strategy requires strong and focused government regulations and interventions.  The text offers a novel perspective on the debate about what kind of “industrial policy” is appropriate to accompany an FDI-SEZ-export strategy.

The third observation is to repeat what many others have also noted, that the FDI-SEZ-export approach will not be a panacea for all South African development problems, and specifically not a magic cure for the nation’s unemployment crisis.  But when job creation is measured in an appropriate manner against a counterfactual of what national employment would look like in the absence of SEZs, net new jobs can easily reach 100,000, and over time several multiples of that.

To the outside observer, the potential competitiveness of South Africa as a site for manufacturing exports holds some interesting possibilities.  Currently South African manufacturing firms face a wage cost disadvantage relative to China and India, for example, but much of this disappears once productivity differences are taken into account.  Careful estimates suggest that South Africa’s productivity adjusted wages (unit labor-costs) are actually lower than India (due to the latter’s low productivity rates) and only about 24 percent greater than those in China.  A gradual depreciation of the Rand and appreciation of the RMB would act to make South African manufacturing quite competitive with China, while remaining superior to India.  Reinforcing South Africa’s relative competitiveness looking forward, China’s five-year economic plan calls for an increase in domestic wages on the order of 10-15 percent per year.  Sector level estimates for labor-intensive manufacturing calculated indicate that each one percent improvement in South African labor-cost competitiveness will lead to a 2.7 percent increase in exports.  For more capital-intensive machinery and metal products, a one percent improvement in South African labor-cost competitiveness leads to a 1.5 percent increase in exports.

Looking at South African wages outside of the manufacturing sector, data reported in the New Growth Path shows that half of all those employed in 2008 earned less than R2500 a month ($2.10 per hour), one- third earned under R1000 a month ($0.80 per hour), and one quarter was unemployed (at a Rand of 7.5 to the dollar, and a forty hour workweek, R1000 a month is R6 per hour or 80 US cents.)  This means that almost half of the South African labor force earned less than $1 per hour (in China, by comparison wages in rural areas averaged $0.83 per hour and in urban areas $2.38 per hour, in 2008, and have been rising rapidly since then).  If investors in South African SEZs were allowed to pay wages approximating these levels – probably with a wage-premium to entice the more attractive workers – the country would find itself highly competitive in low-skilled export activities such as clothing, footwear, and standardized electronics assembly (now noticeably absent from South Africa’s export basket).  The comparative perspective introduced in this paper helps make this low-wage approach more palatable since data from SEZs elsewhere suggest high labor productivity gains from learning-by-doing and on-the-job-training within SEZ plants, leading to differentiated and rising compensation levels.

A national development strategy whose purpose is to provide employment in parts of the economy where there is high informal employment and/or high unemployment in general will want to provide labor regulations that allow compensation closer to real productivity levels, and not be bound by national regulations that dictate a high minimum wage.  This would be especially true in export-oriented SEZs that aim to attract FDI in lowest-skilled sectors.  The data provided in the New Growth Path -- showing that a very large portion of the South African workforce earns less than half as much as urban Chinese workers -- suggests that this would be an appropriate approach for South African strategy toward low-skilled SEZs.  It is important to note that this below-minimum wage carve-out would nonetheless be likely to increase worker earnings, family living standards, and overall social welfare – as well as worker employment -- in the regions and communities where such a low-skill intensive SEZ program were launched in the South African context.  South Africa might want to examine the experience of the Dominican Republic where the minimum wage in SEZs is lower than the minimum wage in the domestic economy, and indeed there are different SEZ minimum wages depending upon the sector that predominates in the zone.
South Africa faces a pleasant dilemma that many other countries could only wish to enjoy.  The South Africa economy is already home to many high productivity, relatively sophisticated activities both foreign- and locally-owned.  Superior infrastructure and strong educational institutions – in comparison to many other countries – allow South African authorities to choose to continue along a skill-intensive FDI-SEZ-export path.  The challenge in the contemporary period is to “fill in” lower-skill-intensive FDI-SEZ-exports with the explicit purpose of lower-productivity job creation. As noted later in the text, South Africa should be able to follow the path of a select few other countries in pursuing a high-skill SEZ and low-skill SEZ combination simultaneously by applying differential wage levels and hiring flexibility to each.  

At the end of the day, an FDI-SEZ-export strategy for South Africa would want to target investors both in lower skill-intensive activities and in middle and higher skill-intensive activities.  As South Africa becomes more pro-active in attracting new FDI, it seems inadvisable to deliberately to try to dumb-down the country’s potential production and export profile.  Comparative analytics – as discussed earlier in the What-You-Export-Matters! debate – strongly suggest that a growth-boost can be generated from diversifying and upgrading the production and export base of any given country.   Granted that the growth-job-creation relationship has been disappointing in South Africa in recent years, but the country will not want to give up on trying to enhance growth prospects.  A genuine FDI-SEZ-export strategy for South Africa would want to target the advanced manufacturing and medium technology sectors such as those identified in the National Industrial Policy Framework/Industrial Policy Action Plan (IBAP), including automotive assembly and components, chemicals, plastic fabrication, ITC products and services, advanced materials, aerospace, and pharmaceuticals, as well as the labor intensive sectors, including clothing, textiles, and agriculture/agro-processing.

A strategy that offers SEZ status to an investor as a legal category rather than as associated with a particular geographical site allows the investor to set up shop according to the investor’s own calculations about reliability of infrastructure, access skilled labor and managers, ability to connect with vocational training institutes, and so forth.  From a comparative perspective, since SA has many areas with superior infrastructure and strong educational and vocational training resources, this might be a favorable approach for an FSI-SEZ-export strategy for SA.  This might be attractive for setting up plants in more skill-intensive FDI activities.

Inflows of FDI into South Africa have been rising in the period prior to the international economic crisis of 2008, going from an average of less than 1 percent of  GDP throughout the second half of the 1990s to an average of 1.7 percent of GDP 2000-2006.  But this performance remains significantly lower than the 3 percent to 6 percent average annual rates for comparable countries such as Chile, Thailand, and Malaysia.  This is all the more surprising since enterprise survey data indicate that the expected rate of return to investment is higher in South Africa than in most of the comparators, and South Africa scores relatively well on a number of the World Bank Doing Business indicators.  The principal impediments appear to be costs and risks associated with crime and with shortages of electricity, plus relative lack of access to skilled labor.  The comparative perspective introduced in this paper suggests that a dedicated FDI-SEZ-export strategy for South Africa would want to be designed around providing assurances across all these fronts to targeted international companies.

To underpin an aggressive FDI-SEZ-export strategy, South Africa will want to pursue a vigorous effort to obtain duty-free entry into external markets.  This will require reciprocal liberalization of access into the South African domestic market.  Openness to trade is not just a policy issue, of course: Of all doing business indicators for South Africa, the “trading across borders” indicator stands out as a major impediment, and the “cost of importing (per container)” and “cost of exporting (per container)” measurements have been deteriorating (2008-2011).   South Africa features an impressive rank of 10 in “protecting investors”, and a respectable 34 in overall “ease of doing business”,  whereas the country suffers a discouraging 149 in “trading across borders”.    

The comparative perspective introduced here shows that the creation of a reasonably effective and highly valuable FDI-SEZ-export strategy is quite do-able, without threat of harsh unwanted side effects.  But launching an FDI-SEZ-export strategy that has a chance of success requires a clear decision at the highest levels to make such an effort the centerpiece of development policy for the future.  For South Africa this will mean a decisive effort to move beyond the current Industrial Development Zone framework and agenda.

International Experience with Special Economic Zones (SEZs): Using SEZs to Drive Development in Countries around the World

Theodore H. Moran

Marcus Wallenberg Professor of International Business and Finance

Georgetown University

Non-Resident Senior Fellow, Peterson Institute for International Economics

Non-Resident Senior Fellow, Center for Global Development

TABLE OF CONTENTS

3Executive Summary

I.
Introduction and Overview
3
II.
The Rationale for SEZs and Reasons for Success or Failure
3
II-1 Ingredients for Disappointing SEZ Outcomes
3
Lack of Infrastructure and Extremely Poor Worker Treatment by Quasi-Monopolistic Employers
3
Overvalued Exchange Rates
3
High SEZ wages in comparison to relative productivity
3
Weak and Ineffective Investment Promotion Agencies
3
Lack of a favorable doing-business setting within SEZs
3
Lack of a Favorable Doing-Business Setting surrounding SEZs and Lack of Backward Integration into the Local Economy
3
Lax environmental standards and weak enforcement of environmental regulations
3
II-2. Ingredients for More Positive SEZ Outcomes Part I: Replicable Country Examples
3
Mauritius
3
The Philippines (Mactan SEZ and Baguio City SEZ)
3
The Dominican Republic
3
Costa Rica
3
II- 3 Ingredients for More Positive SEZ Outcomes Part II: Important On-Going Issues and Controversies
3
Re-evaluating the Relationship between Trade, Investment, and Government Intervention in the post-Washington Consensus world
3
Table 1 Manufacturing MNC Operations in Developing Countries
3
Meshing SEZs with More Effective Investment Promotion Agencies
3
Safeguarding and Improving Treatment of Workers in SEZs
3
Enhancing an FDI-SEZ-Export Strategy with Vocational Training Partnerships (evidence from the case of the state of Penang in Malaysia)
3
Creating Backward Linkages from Foreign Investors in SEZs to Indigenous Firms in the Host Economy
3
III.
Implications for South Africa: Grand Debates and Strategic Choices
3
REFERENCES
3



I. Introduction and Overview

The purpose of this paper is to provide a broad comparative perspective about developing country efforts to use Special Economic Zones (SEZs) to enhance various economic and social objectives, covering the period from the earliest use of SEZs in the 1970s to the most current best-practices in 2011.

One option for the construction of this paper might be to identify the most successful world-class examples of countries that have used SEZs to enhance development – such as Singapore which literally turned the entire country into an FDI-driven export zone – and simply recommend that others replicate the performance.  Some of the lessons from Singapore will indeed prove instructive, but a paper written in this way might seem to suggest that a successful SEZ strategy is so daunting that emulation is nearly impossible.  

A second option is to examine country cases that have done a quite-good-but-far-from-perfect job of using SEZs to enhance development over time within changing political conditions, and point out what others might learn about what they have done right as well as what they have done poorly.  

This second option is the approach chosen here -- a choice of methodology that has proven more effective in World Bank (FIAS, IFC, MIGA) and OECD consultations similar to the Conference where this paper will be presented. 

In general, this paper will use the term Special Economic Zones (SEZs) interchangeably with Free Trade Zones (FTZs) and Economic Processing Zones (EPZs).  From time to time, however, it will be important to note particular characteristics that distinguish the policy approach or policy objectives of individual countries.
  In all cases that are introduced for comparative purposes in this paper, the term SEZ, or FTZ, or EPZ refers to for sites in which there is duty-free access to inputs, a distinction that will assume particular importance in the larger discussion of South Africa’s Industrial Development Zones (IDZs) at this CDE Conference.  

Some countries use the term SEZ or EPZ as a legal status for firms rather than a geographic location for industrial parks.  Mauritius, Madagascar, Mexico and Fiji, for example, permit single-factory SEZs or EPZs in which the investor is allowed to located wherever suits best.  Costa Rica and Sri Lanka offer both industrial estate-type zones and single factory designations. 

The paper will provide short country narratives that include the Philippines, Mauritius, the Dominican Republic, Costa Rica, and Malaysia (Penang), with brief insights that draw upon experiences ranging from Kenya and Egypt to contemporary Morocco, Thailand, and Singapore.  These country narratives are not simply repetition of the same story of success or failure over and over again – each one adds a new dimension of analysis and/or new kinds of evidence to the discussion of how SEZs might fit into development policy. 

It will soon become apparent that the analyzing the potential contribution of SEZs to a developing country’s growth and welfare cannot be done in isolation.  The development of an effective SEZ strategy – or what will be later called an FDI-SEZ-export strategy – requires a detailed look at multiple overlapping challenges.  Five will receive special treatment here: 

1) Meshing SEZs with More Effective Investment Promotion Agencies; 

2) Safeguarding and Improving Treatment of Workers in SEZs; 

3) Reinforcing FDI-SEZ-export strategy with vocational training partnerships; 

4) Using SEZs to Diversify and Upgrade the Host Export Base; 

 5) Creating Backward Linkages from Foreign Investors in SEZs to Indigenous Firms in the Host Economy.  

The goal is to outline an FDI-SEZ-export strategy that embodies best practices from around the world in the contemporary period.

At the end of the day the hope is to the provoke discussion and reappraisal of the potential benefits of such an FDI-SEZ-export strategy for South Africa, while showing how South Africa can avoid dangers and adverse side-effects from such a strategy.

II. The Rationale for SEZs and Reasons for Success or Failure

As indicated earlier, this paper will use the term Special Economic Zones (SEZs) interchangeably with Free Trade Zones (FTZs) and Economic Processing Zones (EPZs). The creation of such zones springs from the idea of setting up special investor-friendly sites where foreign investors can import inputs duty-free and assemble final goods for sale in international markets.  Underlying the initial rationale for the creation of SEZs is the conviction that the comparative advantage of the host economy is cheap labor.  The benefit for the host comes in the form of lowest-skill job creation in manufacturing and assembly, pulling labor out of primary production (agriculture and extractive industries) and/or urban unemployment, with the added advantage of strengthening of the balance of payments via increased exports.

As will be shown over the course of this paper, this initial conception of the role of SEZs has undergone significant change as individual countries have tried to enhance the contributions and avoid damages from incorporating SEZs into development strategy, over time. 

The growth of SEZs has been impressive, from 845 zones in 93 countries employing 22.5 million workers in 1997, to 3000 zones in 116 countries employing 43 million workers in 2002, to 3500 zones in 130 countries employing 66 million workers in 2006.
   Deriving substantial benefits from Export Processing Zones is highly problematic, however, and history contains many examples of failure.  

II-1 Ingredients for Disappointing SEZ Outcomes

Leo Tolstoy once noted that all happy families resemble one another, each unhappy family is unhappy in its own way.  It is not farfetched to apply the same judgment to successful and unsuccessful country experiences with SEZs.

Lack of Infrastructure and Extremely Poor Worker Treatment by Quasi-Monopolistic Employers


The example that has become a text-book case study of a problematic early SEZ is the Bataan Export Processing Zone in the Philippines, launched in 1972.
  Located in a mountainous area some 160 kilometers from Manila, the Bataan site lacked adequate transportation, communications, water , sewerage, and power facilities.  The government of Ferdinand Marcos hope that a combination of expensive, publicly funded infrastructure, and access to extremely cheap labor would lure foreign investors to Bataan, transforming the site into a showcase for manufactured exports.

Foreign investment arrived slowly, but by 1980 the value of exports reached $134 million, comprised entirely of low-skilled products such as garments.  The first systematic collection of data on working conditions in the Bataan SEZs was undertaken between 1982 and 1986.  This revealed classic patterns of interaction between semi-monopolistic employers, least skilled workers who had few employment alternatives, and lax regulatory enforcement of labor standards.  A large percentage of the workforce earned wages that were less than or just equal to the statutory minimum wage.  The average work week was fifty-four hours, with many workers spending many more hours on the job.  Forty six percent of the workers surveyed reported that they were often required to work two successive shifts; some reported that they were allowed a short break between shifts, others reported that they were not.  Employers admitted that they limited workers to the repetition of a single task in a deliberate effort to curtail their mobility.  The Ministry of Labor and Employment noted complaints of fatigue, inadequate ventilation, dust fumes, and unpleasant odors.  There was lax enforcement of environmental standards.  Economic value-added in the SEZ was low, meaning that net-exports were likewise of small magnitude.  There were very few linkages into the surrounding economy.

Despite public expenditures of nearly $200 million by the Philippine central government to improve infrastructure, the Bataan SEZ failed to pass even a leniently constructed cost-benefit test published in 1987 by Peter Warr.
  Warr’s study gained widespread attention within development circles, and the notion of using SEZs to boost host country growth gained a notoriously bad reputation that lasted for more than a decade.

The early experiences of SEZs in the Dominican Republic and Costa Rica – two countries that will be shown later to offer lessons for more successful SEZ performance – showed similarly poor results.  Dominican SEZs were located in the poorest regions near the border with Haiti. Costa Rica offered special incentives to foreigners willing to locate in the least developed regions of the country.  Neither effort proved very successful, in part – like Bataan -- because of lack of well-functioning infrastructure.

Overvalued Exchange Rates

The early experiences of the Dominican Republic and Costa Rica also revealed a new impediment to FDI-led export growth, an overvalued exchange rate that rendered low-skill intensive products uncompetitive and deterred investment.   Similarly over the course of the 1990s, the provision of generous incentives to SEZ investors on the part of Kenyan and Egyptian authorities failed to compensate for an overvalued exchange rate.

High SEZ wages in comparison to relative productivity

High infrastructure costs can often be borne by the host country or the SEZ authority.  The same cannot usually be said about labor costs.
  The location of foreign investment is highly sensitive to relative labor costs at the factory gate (productivity expressed as hourly output per worker times hourly cost -- or piecework cost – of a worker at each skill level).
   The average monthly cost of unskilled workers in Ghana, for example, is slightly higher than the average monthly cost of unskilled workers in Vietnam (2008) but output per worker is more than twice as high.  The average monthly cost of unskilled workers in Kenya, on the other hand, is again slightly higher than the average monthly cost of unskilled workers in Vietnam but output per worker only 90 percent as high.  The average monthly cost of unskilled workers in the Dominican Republic is more than twice as high as the average monthly cost of unskilled workers in Vietnam but output per worker is three times as high.  The average monthly cost of unskilled workers in Bangladesh is less than half the average monthly cost of unskilled workers in Vietnam whereas output per worker is almost 80 percent as high.  

Comparisons such as these must be updated on a regular basis since relative SEZ wages sometimes change rapidly, as witnessed in contemporary China. 

This does not mean that countries that incorporate SEZs into their development strategy are doomed to keeping domestic workers at the lowest rung of wages and benefits in the world.  The next section will offer evidence that foreign investors (and, sometimes, their subcontractors) in SEZs pay a wage premium in comparison to comparable employment elsewhere in the host economy, and that on-the-job training and skill-building in SEZs can be quite extensive.

But it is important for countries that want to pursue a successful strategy of attracting foreign investors to SEZs that labor costs initially relative productivity in comparison to alternative production sites in the region or around the globe.

Weak and Ineffective Investment Promotion Agencies
The poor early record of SEZs was compounded by rather ineffective Investment Promotion Agencies (IPAS) in the countries that wanted to become hosts to FDI exporters. As the next section of this paper (“Ingredients for Successful SEZs”) will point out, the modern term of art for Investment Promotion Agencies is the creation of a one-stop-shop to “market the country” aggressively to foreign investors, and facilitate setting up investor activities when they arrive.  The reality for many IPAs – continuing into the present day – has been rather weak institutional structure, far too inexperienced staff, with a passive strategy of waiting for external investors to show up and then act as a screening-agency to impose informal performance requirements on foreign corporations as a condition of entry. 
   

Moreover, even the term one-stop-shop implies that the IPA can provide authoritative commitments across a wide range of issues – land permits, immigration permits, tax packages, access to foreign exchange, access to duty free imports, environmental permits, and other related business needs.  Actual experience has shown that most IPAs are beset with turf battles involving multiple Ministries, with the result being not a one-stop-shop but a one-more-stop-shop.

Lack of a favorable doing-business setting within SEZs

IPAs cannot make much headway in “marketing the country” if they do not have a good product to market to foreign investors that might want to set up operations within an SEZ.
   Poor doing-business indicators ranging from red-tape to regulatory uncertainty, from poor contract enforcement to poor intellectual property protection, from delay at ports and airports to pervasive corruption across the host economy – including in SEZs – acts as an enormous deterrent to foreign investment.

The Foreign Investment Advisory Service (FIAS) of the World Bank group singles out the Dakar SEZ as the poster “poor model” zone.
  The principal obstacles for success include: 1) excessive bureaucracy involving different institutions in the country, especially customs; 2) unnecessarily long delays in obtaining necessary permits (often more than one year);  3) unrealistic goals imposed on potential investors, both with regard to jobs to be created (each company was required to employ at least 150 people) and to initial investment;  4) poor reputation of the local workforce, which was labeled unproductive and overly expensive; 5) elevated cost of other factors of production (energy, water, communications); 6) rigid and constraining labor regulations (employment contracts were permanent and employers did not have complete freedom to recruit the people they wanted -- the next section will discuss labor market flexibility in more detail).

Even when SEZ administration is able to offer some improvements in the doing-business environment, there results may still not be competitive with alternative sites elsewhere in the world.  Surveys of firms within SEZs in Africa, for example, report 50 percent less downtime resulting from electricity failure than exporters operating outside of the zones; customs clearance times are reported to be 30 percent faster in the zones.
  But these better-than-elsewhere results only place the African SEZs at the average levels for power outages and customs clearance of sites outside SEZs in non-African countries.  Non-African SEZs meanwhile show an average 92 percent reduction in average downtime (only four hours per month), and much more efficient customs clearance.

Lack of a Favorable Doing-Business Setting surrounding SEZs and Lack of Backward Integration into the Local Economy

In addition to direct SEZ employment on the part of firms located the zones, SEZs can offer indirect employment to companies that provide food and other supplies, transportation, security and other services to zone operators.  The ratio of indirect to direct jobs created via an SEZ strategy varies greatly depending upon the capacity of domestic firms to offer inputs and services of sufficient quality and reliability.  This ratio of indirect to direct jobs is 2.0 in Honduras, for example, but only 0.7 in Madagascar.
 

Of more interest, however, is the possibility of developing supplier networks that provide components for the exports manufactured by firms located in SEZs.  The next section of this paper will investigate in some detail the conditions in which links between firms in SEZs and local companies in the host economy grow strong with indigenous supplier development emerging as an important complementary benefit from SEZ strategy.  But this outcome often does not take place due to poor operating conditions in the surrounding economy.  Local firms require steady improvement in doing-business indicators, including contract enforcement, lack of red tape, and low levels of bribery to acquire the skills needed to become suppliers to SEZ exporters.  Of particular importance is a relatively open trade regime in the larger economy.  This gives local firms access to cheap inputs; it also provides the stimulus to survive in a competitive environment more generally.  SEZs in Tunisia remained rather isolated enclaves in a setting in which domestic companies that might have become suppliers remained protected behind tariff walls that averaged 34 percent.  The occupants of SEZs in the Dominican Republic – which the next section will show to be quite successful with more than 500 firms – nonetheless have purchased no more than 0.001% of material inputs from domestic suppliers that have traditionally been protected within an import-substitution framework and consequently have not been able to meet world market standards for price, quality, and delivery terms.
  As the world recovers from the current economic downturn, the exposure of Dominican firms to more competition via the DR-CAFTA free trade agreement should provide a setting in which the more competitive indigenous firms are able enter into the supply chains of foreign investors.

Lax environmental standards and weak enforcement of environmental regulations

The history of the growth in number of SEZs around the world has been filled with many instances of environmental degradation surrounding the zones.  Some SEZ authorities have even considered lax standards as a form of investment promotion; others have turned a blind eye to lax enforcement.  Often the host country did not have the resources or the capability to carry out effective environmental surveillance.

In many regards the rapid growth of maquiladora plants in Mexico started out as a text-book case of how not to go about SEZ strategy.  The maquiladoras multiplied along the border of the United States without attention to proper zoning or social planning.  Their waste quickly overwhelmed the ability of cities such as Tijuana and Juarez to provide water treatment facilities or to control air pollution.  The maquiladora plants quickly became a health hazard for all nearby populations.

This survey of poor performance and/or failures shows that many SEZs have simply failed to provide what they have promised – effective infrastructure, easy access for investors to set up a business, rapid turn-around imports and exports, a competitive exchange rate, and an overall business-friendly setting.  Poor treatment of labor and pollution of air and water are all too common.  Whatever operations do take place in the SEZs remain an enclave within the host country, without much integration into the local economy.

This examination of the ingredients that lead to poor SEZ outcomes provides a convenient set-up for examining country narratives in which the performance of SEZs has been more beneficial to the national economy.  

II-2. Ingredients for More Positive SEZ Outcomes Part I: Replicable Country Examples

To a certain extent, individual country cases with more positive SEZ outcomes show mirror-image characteristics in comparison to less-successful SEZs, but each experience offers instructive new features.  These country narratives show moreover that countries can gain benefits from SEZs without having to get-everything-right all at once; they can use SEZs to make contributions to host country growth and welfare through various policy improvements at the margin.  These country narratives demonstrate that it is not impossible for countries to replicate the success of others if they are ready to commit themselves to start down what will be called an FDI-SEZ-export path. 

Mauritius

If Bataan in the Philippines became the model bad-example in the literature on SEZs and development, Mauritius has become the most intensely studied counter good-example. 
   

Mauritius entered the 1970s with an economy dominated by agriculture (99 percent of all exports), an average number of years of schooling (4.5) that was rather low, and employment in domestic industry limited to sectors that had heavy trade protection.  Then, over the course of the early 1970s, the government of Mauritius liberalized trade, adopted a realistic exchange rate, and opened the economy to foreign investors.  

In the Mauritian case, Special Economic Zone status was a legal category of treatment involving freedom of imports and exports rather than a specific set of geographical sites.  This enabled companies with SEZ status to locate wherever best suited them in terms of infrastructure and access to labor. 

Thanks to the performance of firms with SEZ standing, between 1970 and 1996, Mauritius ranked seventh among the fifteen top-performing middle-income exporters of manufactured products, a ranking that place the country behind Singapore, Taiwan, and Hong Kong, but ahead of better known examples such as Thailand, Israel, and Portugal.
  By 2000 export earnings from SEZ firms reached approximately 70 percent of total exports, and by the time the 2008 financial crisis hit SEZ exports reached more than $1.2 billion, with 413 companies employing 65,000 workers in the tiny island-nation.    In 2010 Mauritius ranked an impressive 20th in the world in the World Bank doing-business index.  The challenge for the future lies in attracting middle- and high-end service investors and forming vocational partnerships between such service firms and schools and universities within the country. 

Two issues arose in the relationship between SEZ performance and Mauritian development that will reappear again and again as important areas of concern in this paper.

First, with regard to SEZ firm behavior and the treatment of workers, SEZ investors were afforded greater flexibility in the treatment of workers than other firms in the economy.  Workers could be required to work up to ten hours a day and for seven consecutive days; for firms outside the SEZs, national labor law permitted only six consecutive days of work.  Zone legislation limited women to a maximum of three maternity leaves; there was no such limit for non-zone companies.  From the beginning of the use of firms with SEZ status to expand the export base of the host economy, SEZ wages -- heavily concentrated in the garment sector -- mirrored the relative productivity of Mauritian workers in comparison to productivity at other sites in the region.  But rapid growth in SEZ exports and consequent strong demand for labor forced real wages in duty-free manufacturing to rise 57 percent between 1985 and 1996.  Over time, labor regulations were reformed.  Union organizing was permitted among firms with SEZ status, and other practices such as notifying workers in advance if overtime might be required were instituted.  Of importance for comparison with the experience of IDZs in South Africa, many workers at firms with SEZ status did not choose to join unions even though they had the opportunity – in the case of Mauritius, this outcome does not appear to be the result of harsh employer or government pressure.

Second, with regard to the interaction between firms with SEZ status and other indigenous firms, the evidence from Mauritius shows both horizontal and vertical spillovers traceable in large part to a settling in which local firms, like foreign firms, enjoyed a steady improvement in doing-business indicators within nation-wide liberalization of trade and investment. 

With regard to horizontal spillovers, foreign investors began by owning nearly 100 percent of the firms with SEZ status.  But survey data explicitly show indigenous workers and managers gaining experience in foreign-owned SEZ plants and then using their know-how to set up their own companies.
  By 2000 indigenous investors accounted for 50 percent of the total equity capital in firms with SEZ status.  

With regard to vertical linkages, both foreign investors and indigenous firms engage in almost twice as much subcontracting as do companies in Madagascar, and more than three times as much as in Senegal or Tanzania, an outcome Manju Kedia Shah attributes to superior operating conditions across a number of variables in the World Bank “doing business” index.
  This theme that the development of supplier links between SEZ firms and local companies requires that the latter be able to operate within a relatively business-friendly environment, with access to duty-free inputs, will be examined in more detail in the next section.

The Philippines (Mactan SEZ and Baguio City SEZ) 

In the Philippines, the next two major SEZ initiatives launched after the Bataan experience – at Mactan in 1979, and at Baguio City in 1980 – began almost immediately to present important contrasts to Bataan.  Both were situated near urban industrial centers, with better infrastructure and access to higher skilled workers.  Not only did these attributes help with the attraction of foreign investors in general, but they resulted in the attraction of foreign investors with middle-skilled operations alongside the lower-skilled plants.  

For the Mactan SEZ, the Philippine Economic Zone Authority, a government body that regulates SEZs, experimented with a novel approach – employing ACOLand, a member of a highly successful group of private Philippine companies (the Aboitiz group) to develop and operate the zone for the landowner, the Mactan-Cebu International Airport Authority.  Private SEZ developers like ACOLand earn fees from investors that locate in their zones, giving them a self-interest in searching out such investors (i.e., they engage in implicit investment promotion) and a self-interest in offering reliable transportation, security, medical care, day-care, and recreational facilities for the firms and their employees.  This motivates not only larger inflows of FDI to the SEZ but a steadily more sophisticated array of foreign investors. The Mactan SEZ started with a large concentration of investors in garments, shoes, and toys.  But the composition gradually began to shift from low skilled-intensive firms to middle skill-intensive companies.  By 2000 only 29 of 105 firms exported garments, textiles, apparel, or footwear; the rest – 72 percent – were engaged in metal fabrication or produced electronics, chemicals, machinery, optical equipment, medical equipment, or software. By 2011, Mactan contained 151 companies, including major plants owned by National Semiconductor, NEC, Pentax, and United Technologies.  

Whereas Bataan employers had tried to limit the skills that workers acquired, foreign firms at Mactan devised on-the-job training programs to develop multiple skills among workers, with the goal of giving them the flexibility needed to adjust to new designs, processes, and products.  Survey data identify two separate approaches to the common objective: U.S. firms assigned workers to handle ten to eighteen interrelated tasks; enterprises from Japan, the United Kingdom, and Taiwan assigned workers to one or two fixed tasks, then rotated them from job to job every three to six months.
  In each case, managers reinforced the training by granting promotions to workers who participated successfully.  There was also a trend among U.S. and Japanese firms to assign women to supervisory positions.

The Baguio City SEZ, launched in 1980, shows the role that an “anchor investor” can play in the creation and evolution of a special industrial park.  Texas Instruments played a central role in lobbying for the SEZ in the mountain atmosphere of the main urban city of the north, free from the corrosiveness of saltwater air.  

Like Mactan, the Baguio City SEZ included many garment firms.  But the commitment on the part of Texas Instruments to build a plant had something of a signaling effect that Baguio City SEZ would likely be a favorable location for electronics production; other electronics firms from the United States and Japan followed Texas Instruments in settling there.  Together they sought out semi-skilled labor from the above-average educational resources in the area, and set up cooperative training programs for electronics workers and engineers.  This signaling effect will reappear as an important component of SEZ strategy most prominently in the case of Intel in Costa Rica later in this paper, as will the effort to create skill-development programs with surrounding educational institutions. 

There appears to be a labor-market spillover from electronics companies to the garment companies, as average monthly earnings across all firms in the Mactan SEZ (including the garment firms) were two to three times higher than in other Philippine SEZs, although the causal link has not been subjected to rigorous econometric testing.  At the same time there may have been horizontal spillovers as well from foreign firms to indigenous producers as local Filipino firms came to constitute about one third of all SEZ companies (unlike the survey information from Mauritius, the Filipino data do not explicitly show that the managers and workers in these Baguio City firms gained prior experience worker for foreign investors).

Taken together, the companies in the Baguio City SEZ and the Mactan SEZ generated some 126,000 jobs, and exported almost $4 billion worth of goods in 2010.

The Dominican Republic

As indicated in the previous section of this paper, early SEZ efforts in the Dominican Republic mirrored the unhappy experience at Bataan in the Philippines.  The desire to create employment among the least-skilled workers in the country led Dominican authorities to locate SEZs in the poorer regions, in the provinces and along the border with Haiti. The attraction of SEZ investors was tepid, a weak outcome not helped by an overvalued exchange rate. Dominican labor law did not impose the minimum wage on EPZ firms during this period, and the enforcement of other worker-protection statutes was not noticeably rigorous. As in Bataan in the Philippines, Dominican EPZs experienced repeated bouts of labor unrest.

After macroeconomic reforms were instituted in the first half of the 1980s, Dominican authorities changed direction in two ways.  First they shifted SEZ location to sites near the capital, Santo Domingo, where infrastructure was better.  Second the Dominican government both permitted SEZ management to be carried out by private sector firms (as in the Philippines) and occasionally invited international companies to act as both investors and promoters.
 The Itabo zone, for example, included Westinghouse as both a zone owner and an exporter. Led by Westinghouse, Itabo targeted other Fortune 500 firms to join in setting up plants in the zone. The San Isidro zone grew up around the operations of anchor-investor GTE (now Verizon), deploying that company’s connections in the electronics sector to attract similar firms. The Cyber Park of Santo Domingo, located near Las Americas International Airport features a special Institute of Technology that provides customized IT courses to park tenants.  The Cyber Park houses firms specializing in data processing, data recovery, and e-commerce, as well as call centers. SEZ exports in 2010 totaled more than $4 billion.

The private sector SEZ developers in the Dominican Republic, like their counterparts in the Philippines, began to offer assistance with (and charge fees for) worker recruitment, worker transportation, and worker health services.  They also provided business services and round-the-clock customs administration. The average rents charged by the private zone developers rapidly grew to more than three times the rates charged in the public zones. Rather than leading to weak demand for their services, however, the added features created a virtuous cycle: the investor-developers went after more sophisticated SEZ investors who in turn were attracted by the investor-friendly services. Despite the higher cost in comparison to public SEZ sites, survey data indicate that the foreign firms were willing to pay the premium rents because the better working environment served their “production needs” or better reflected their “corporate image.” In the manufacture of pharmaceuticals, for example, production facilities in the private zones were designed to meet the inspection standards required by the U.S. Food and Drug Administration. 

Trade unions operate in the SEZs of the Dominican Republic, and the provision of health-care and day-care facilities has become mandatory in all zones.  Once again SEZ workers do not always join unions when offered the chance, and this does not appear to be due to employer or government pressure.  The ILO Global Report 2000 singled out the Dominican Republic as a “positive example” of a country that was taking steps to improve labor relations and protect freedom of association in its EPZs.44   Host-country programs in the Dominican Republic to train labor leaders, employers, and inspectors in the basics of human resource policies, conflict management, and dispute resolution- often with ILO participation and assistance - appear to have played an important role in promoting cooperative outcomes to labor disputes.

While textile and garment firms have retained a significant presence in DR SEZs – representing 57 percent of all zone firms and 73 percent of all zone employment as late as 2000 – their proportion of the total has been steadily falling.  In 2010, SEZs in the Dominican Republic accounted to slightly more than $4 billion exports (62 percent of total DR exports), with employment of some 160,000 workers. 

Data from SEZ firms in the Dominican Republic provide an unusually detailed look at the impact of on-the-job training and learning-by-doing on within SEZ plants.
  Of the work force with which the EPZ firms began, 85 percent came directly from the country’s unskilled labor pool. Within thirty-three U.S. firms and eleven Dominican firms, productivity increased 44 percent in the second year after the start-up of operations and 10 percent in the third. Within twelve Korean, Taiwanese, and Hong Kong firms, productivity increased 67 percent in the second year after the start-up operations and 13 percent in the third. Achieving these large productivity increases did not require heroic measures on the part of zone employers: the typical pattern involved 2.3 months of on-the-job training for unskilled workers, followed by a period of learning-by-doing that continued for the rest of the first year. 

 By the end of the first five years of operation the Dominican employees in the U.S. affiliates had reached 76 percent of best-practice labor productivity in the United States. At the end of the first six years of operation, Dominican employees in the Korean, Taiwanese, and Hong Kong affiliates had reached 62 percent of best-practice labor productivity in the home countries of the investors. 

Rhee, Katterback, and White offer an explicit assessment: these results indicate that there are “remarkable private returns to skill formation,” and “refute the usual argument that there is very low skill acquisition” in EPZ firms.

Of workers who had achieved the status of skilled worker by the end of the first year, 85 percent of those in the U.S. firms and 80 percent of those in the Korean, Taiwanese, and Hong Kong firms reported that they had developed their skills exclusively at their current company at the time of the survey. Without the opportunity to develop these skills, these zone workers would most likely have either been unemployed or earning approximately 60 percent of their current wages.
Costa Rica

Like the earlier historical narratives from the Philippines and the Dominican Republic, Costa Rica initially had little luck in attracting foreign investors until the government began sound macroeconomic policies in the mid-1980s, bringing inflation under control, adopting a realistic exchange rate, and undertaking a serious of other reforms that today would qualify as fortifying the country’s basic “doing business” indicators.    Even then, early efforts to attract investors to SEZs that were located where the lowest-wage workers could be found -- in the poorest regions of the country -- did not flourish. A change of policy to allow SEZs in industrial parks near the capital, where infrastructure was more adequate, produced better results.  By the late 1980’s Costa Rica managed to attract some $368 million in investment, generating 37,000 jobs, concentrated almost exclusively in the garment industry. 

Fearing that rising domestic wages would erode the country’s ability to compete in labor-intensive manufacturing, the country restructured its investment promotion agency, CINDE (la Coalicion Costaricense de Initiativas para el Desarrollo), in 1992, with the objective of diversifying the foreign investor base toward higher-skilled operations.
   The agency researched the needs of companies in semiconductors, medical equipment, pharmaceuticals, and business services, and began drawing up proposals suited to the particular needs of these sectors.  

CINDE advertised the extent to which Costa Rica – unusual for Latin America -- was directing the country’s national educational programs toward the basic technical skills needed by these industries, installing computer labs in elementary and middle schools, for example, and expanding vocational high school and public junior colleges.

Costa Rica will appear again later in this paper in several places, most notably in the discussion of contemporary best practices in Investment Promotion, as CINDE sought to fight its way onto Intel’s short list of potential SEZ sites for a new semiconductor plant in 1996.  For now it is sufficient to note that Costa Rica has become the most widely used model to show the potential strength of the signaling effect – or demonstration effect – from attracting a high profile investor to locate in a host SEZ, noted earlier in less magnified form in the Philippines and the Dominican Republic.  In the three years after the arrival of Intel, Costa Rica tripled its stock of foreign investment, to a total of $1.3 billion, with annual exports of $3.3 billion that propelled the country to surpass Chile as the most export-intensive economy in Latin America.  A survey of sixty-one multinationals with plants in Costa Rica revealed that 72 percent (thirteen in medical devices, three in business services, and nine in other sectors, as well as thirty-six in electronics) considered Intel’s decision to invest to be closely linked to their own locational decision.
  Western Union chose Costa Rica to be its “technical support center”; Proctor & Gamble did the same for “back office” services.  Before the financial crisis hit in 2008, the country’s export of SEZ-based goods and services exceeded $5 billion. 


II- 3 Ingredients for More Positive SEZ Outcomes Part II: Important On-Going Issues and Controversies

The traditional rationale for SEZs as indicated earlier focused on low-skilled job creation and labor-intensive export generation, with hopes for a bit of increased value-added within SEZ operations accompanied by the beginnings of backward linkages into the domestic economy.  This rather primitive appraisal of how SEZs can be used to promote development has been overtaken in the contemporary period by a much more dynamic appreciation of the role that an FDI-SEZ-export strategy can potentially play as part of more sophisticated contemporary development policy.  

To understand why this more dynamic FDI-SEZ-export strategy might hold appeal for a country like South Africa, it is important to examine five areas of debate and controversy.
  This section opens with a broad overview of SEZs and the relationship between trade, investment, and government intervention in the post-Washington Consensus world.  The section then examines how to mesh SEZs with effective Investment Promotion Agencies.  It assesses how to safeguard and improve treatment of workers in SEZs. This section then examines how to enhance an FDI-SEZ-export strategy with vocational training partnerships, introducing a best-practices case from the state of Penang in Malaysia. The section concludes with an investigation of what is needed to generate backward linkages from foreign investors in SEZs to indigenous firms in the host economy.  
Re-evaluating the Relationship between Trade, Investment, and Government Intervention in the post-Washington Consensus world
 Contemporary research shows clearly that large flows of trade-and-investment are associated with high rates of host country growth, but it is difficult to establish with certainty the direction of causality – do large flows of trade-and-investment lead to high rates of host country growth, or do high rates of host country growth result in large flows of trade-and investment.
  Limiting the investigation solely to measures of trade or of trade-liberalization, it remains difficult to determine definitively that increased trade raises the rate of economic growth.
  

But innovative investigations published by the Peterson Institute of International Economics have shown conclusively that when trade-and-FDI liberalization go together they cause higher-than-trend rates of host country growth.
  Trade liberalization alone may or may not be enough to generate higher growth rates.  But there is a synergistic effect of allowing trade-and-investment flows to increase together.  Upon reflection, this finding should not be surprising since 60 percent of the transfer of goods and services across borders is today generated within multinational corporate networks and 40 percent takes place between related affiliates of international companies.  Protectionist policies at the national level that hinder trade or retard investment block these multinational transactions from taking place. 

Important as this identification of a basic positive causal link between trade-and-foreign-investment liberalization and higher growth rates might be, contemporary analysis shows that an important new empirical discovery must be introduced into the design of development policy.  

Movement toward higher levels of domestic productivity and rising standards of living come about not simply by producing and exporting more of the same goods and services, but by upgrading and diversifying the production and export base of the country.  This discovery is captured in the phrase “What You Export Matters!”.   Peter Schott, for example, shows that the quality of exports (proxied  by unit values) is positively correlated with the exporting country’s level of development.
  David Hummels and Peter Klenow document that richer countries tend to export not just more goods but a wider set of higher quality goods.
   Ricardo Hausmann, Jason Hawang, and Dani Rodrik find that countries that manage to export higher productivity goods enjoy both a faster rate of growth and a higher standard of living than those that do not.
   Rapidly-developing countries like China, India, Indonesia, and Thailand exhibit export baskets with above-average skill-intensive goods in comparison to countries at a similar income level.

But diversification and possible upgrading of the production and export base of a country do not come about smoothly and naturally.  There are important market failures that inhibit the process.  Identifying the nature of these market failures and devising policies to overcome them are central for a country to climb up the development ladder.  The pioneers of the new school of “growth diagnostics” -- Ricardo Hausmann and Dani Rodrik -- note that when  a country imposes fiscal discipline, liberalizes trade and investment, improves business and financial regulations, modernizes the tax system, and privatizes state-owned energy and telecommunications companies, these reforms might be sufficient to expand the base of low skill-intensive exports – consistent with the most primitive form of comparative advantage -- such as agricultural products, garments and footwear.  But the economy may then fail to move beyond this low skill-intensive export base, while levels of per capita income stagnate.
   

This recasts the so-called Washington Consensus in a new light.  The mantra of “reform, reform!” is not enough, nor is the call for privatization.  International markets cannot be called upon to generate development on their own.  The liberalization of trade and investment remain central to the process of generating growth and expanding welfare, but public authorities in the developing world must devise carefully calibrated interventionist policies to overcome the obstacles and market failures that inhibit the rise of new players on the international scene. (The issue of whether developing countries need something called an “industrial policy”, and what such an industrial policy might or might not look like is addressed in the concluding section of this paper.) 

Imperfections in the way international markets work frame the puzzle for contemporary debates about development strategy: why does economic, institutional, and regulatory reform not result in higher levels of national income?  Frequently, the failure cannot be traced directly to a high cost or unavailability of capital, nor to obstacles to business activity in general. Instead, the bottleneck is an inability of indigenous entrepreneurs to identify new non-traditional activities that might be based in the domestic economy.  The challenge is stimulate a process that – following Hausmann and Rodrick – can be called “self discovery” about the broader array of opportunities that might find a home in the local economy. 

Here a given country does not have to depend solely upon the entrepreneurial abilities of the indigenous business community when the economy needs to break out of the mold it finds itself in.   As the new development models that comprise “endogenous growth theory” teach, foreign direct investment and the formation of multinational partnerships and alliances can be the transmission mechanism for “ideas” about new and more sophisticated economic activities.
  Foreign direct investment and the formation of multinational partnerships and alliances in today’s world mean that developing countries do not have to “produce ideas” in order to “use ideas.”   The already-developed countries have a large stock -- and a continuous flow -- of technologies, production techniques, quality control standards, and marketing procedures that can yield large increases in standards of living as they are deployed around the world.  

This provides the setting within which an FDI-SEZ strategy can become a central element in recasting a developing country’s development trajectory. 

Much popular discussion assumes that relatively unsophisticated activities – like production of garments, footwear, toys, and the like – constitute the predominant thrust of multinational manufacturing corporate operations around the world today.   But this far from accurate. 

As Table 1 shows, by far the majority of multinational corporate investment is directed not toward lowest-skilled economic operation but rather toward middle-skilled and higher-skilled activities.  As a consequence, middle-skilled and higher-skilled multinational investment is not all that scarce, if the means can be found to attract it.

Table 1 documents that the flow of manufacturing foreign direct investment to medium-skilled activities such as industrial machinery, electronics and electrical products, auto parts and other transportation equipment, scientific instruments, medical devices, chemicals, rubber, and plastic products is nearly ten times larger each year than the flow to low-skilled, labor-intensive operations such as garments and footwear, and has been speeding up over time.  The ratio between higher and lower skill-intensive FDI operations was approximately five times greater in the period 1989-1991, but almost fourteen times greater in the period 2005-2007.  The ratio would be even more pronounced if FDI in services were added.

If the stock of manufacturing foreign direct investment is substituted, instead of the flow, the same divergence appears: a ratio of seven to one in 1990, a ratio of ten to one in 2007 (these ratios are probably understated, moreover, since data on FDI stocks typically do not provide accurate information on reinvested earnings and allowances for accelerated depreciation which figure prominently in the more capital-intensive higher-skilled FDI operations).

Table 1
Manufacturing MNC Operations in Developing Countries
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For a complete breakdown by sector, see Foreign Direct Investment and Development: Launching  a Second Generation of Policy Research, op. cit., Annex I (FDI flows) and Annex II (FDI stocks) from the UNCTAD data base.

As the earlier country narratives suggest, to tap into these vast flows of middle- and higher-skill intensive FDI operations, developing countries have to combine the creation of attractive SEZs with an effective foreign investment promotion effort.  

Meshing SEZs with More Effective Investment Promotion Agencies

As the preceding country narratives indicate, it is not necessary to wait until all the elements of production-friendly reform are present to launch a reasonably effective FDI-SEZ-export development strategy.  The beginnings of macro, micro, and institutional reform (realistic exchange rates, low inflation, respect for contracts and property rights, declining incidence of bribes and kickbacks) –backed by serviceable infrastructure – have been sufficient to get foreign investment-led growth started.  These are a first step that is necessary -- but not necessarily sufficient -- to combine foreign investors and SEZs in potent combination with each other. 

The second requirement for a successful FDI-SEZ-export strategy is to overcome imperfections and asymmetries in the provision of information about production possibilities in any given host economy.  Multinational corporations are not all-seeing and all-knowing.  International investors do not have instantly accessible, accurate, up-to-date, and comparable data on alternative production sites in Asia, Latin America, Africa, and elsewhere in the developing world. Despite popular images to the contrary, multinational corporations are likely to be quite risk-averse.
  Acquiring information about new sites is costly and often unreliable. There is a high pay-off to waiting to acquire more data, especially by watching others move first. Countries that have been most successful in attracting foreign direct investment have had to set up modernly-equipped investment promotion agencies (as indicated earlier) to “market the country” – in the words of the World Bank’s Foreign Investment Advisory Service – preparing not just glossy advertisements but detailed information as demanded by engineering, legal, and financial executives at corporate headquarters in the developed world.  The most effective Investment Promotion Agencies need to be staffed with above-average-trained-and-compensated professionals, backed with websites containing the latest laws and regulations, linked to action officers in key ministries and to current investors (“satisfied customers”).  

This is not an easy task.  The 2009 IFC benchmark survey shows that many Investment Promotion Agencies simply fail to answer telephone calls and respond to emails from prospective investors.
  Even among those IPAs that do answer phone calls and respond to emails, a majority are nonetheless unable to provide information to an investor beyond what already appears on the IPA website.  IPA websites themselves often have incorrect or incomplete telephone numbers and email addresses.

Countries that are able to upgrade their investment promotion efforts have been able, according to Torfinn Harding and Beata Smarzynska Javorcik, to increase FDI flows into SEZ in the host economy.
  Comparing data from 109 countries with a reasonably active IPA and 31 without, they find that the presence of an IPA is correlated with higher FDI inflows.  More specifically, IPA activities attract more FDI into those sectors explicitly targeted by the IPA in the post-targeting period relative to the pre-targeting period and to non-targeted sectors.  Particularly potent are IPAs that have some semiautonomous status – either as an autonomous public body, as a joint public-private or private entity, or as a semi-autonomous agency reporting to a ministry -- rather than merely being the subunit of a ministry.  But IPA efforts to “market the country” are effective only if the would-be host has a good product to sell.  Harding and Javorcik show that there is a strong positive and significant interaction between IPA outcomes and business climate indicators for government effectiveness, regulatory quality, control of corruption, voice and accountability.

In place of cumbersome, highly discretionary “screening” of investment proposals, the most effective Investment Promotion Agencies are a “one-stop-shop”, empowered to make the approval of investment projects as rapid, automatic, and transparent as possible.  Since one-stop-shops encroach upon the prerogatives of powerful ministries (Economics, Treasury, Environment, Immigration) – and may have to duplicate the expertise of such ministries – such investment promotion agencies have not been the easiest organizations to establish in actual practice.  The objective must be a genuine “one-stop-shop”, not a “one-more-stop-shop”. One promising approach has been to have the IPA house staff from the relevant ministries whose duties are to troubleshoot investor-ministry relations, with FDI approvals automatic if the ministry does not lodge a substantive objection within a (short) specified time period.  

The third component of the FDI-SEZ-export strategy is to overcome anxieties of risk-averse investors who have to make a large capital expenditure without being able to know until they “test drive” the proposed facility whether they will be “stuck with a lemon”.
  This has typically required direct expenditures of host government funds – on infrastructure, or on vocational training programs, for example -- that help reduce the uncertainty surrounding the performance of foreign plants, especially the first foreign plants in any given sector.  Here the experience of Costa Rica in attracting Intel, summarized earlier, is particularly relevant.  Concerned about bottlenecks that might reduce the company’s “lead time over rivals”.
  Intel stipulated that any country that wanted to be a finalist in the competition among plant sites must have reliable infrastructure and an adequate supply of appropriately-trained workers.  To meet infrastructure requirements, Costa Rica’s IPA (CINDE) obtained Presidential approval to accelerate construction of a new cargo terminal at the national airport, and to dedicate a new substation of the state-owned electric utility to meet Intel’s needs.  To assure the availability of appropriately-trained workers, CINDE proposed a joint program between Intel’s human resource executives, the Ministry of Education, and the country’s vocational training institutes to prepare workers with skills needed at a semiconductor plant.  These concrete concessions are what allowed Costa Rica to gain a hard-won place on Intel’s “short list” of SEZ sites.

The fourth – and more questionable – component of the FDI attraction strategy has been to “close the deal” by providing tax breaks and other subsidies directly to the investor.  To close the deal in the Costa Rica case, for example, Intel demanded tax treatment equal to what was available at the other “short list” contestants (Indonesia, Thailand, Brazil, Chile, and Mexico).
  CINDE complied, agreeing to full exemption from income taxes for the first eight years of operation, and a 50 percent exemption for the next four Costa Rica acquiesced (Roy C. Nelson points out that Costa Rica’s Minister of Foreign Trade did no more than promise to lobby the legislature for a change in the tax law, and that the new formula did not pass until 1998, well after Intel had made its decision to invest.)

Business School case study literature shows that MNC strategists do not  customarily base international investment decisions simply on the relative size of subsidies and tax breaks.  But MNC headquarters typically do instruct field negotiators to identify an array of sites with comparable fundamental operating conditions for any given prospective FDI project, and then induce incentive competition among them as a “tie breaker”.   Host authorities are consequently exposed to the worst form of prisoner-dilemma dynamics: their best judgment would be to withhold providing tax breaks or subsidies that do not benefit the economy more broadly, but they understand that then they are likely to lose the investment altogether.

Safeguarding and Improving Treatment of Workers in SEZs

Foreign investors and their subcontractors that set up low-skill operations in SEZs have a long history of labor abuses and poor treatment of workers, as the opening country narrative about the Bataan zone of the Philippines illustrated.  Violation of worker rights, unacceptable health and safety conditions, and failure to abide by official labor regulations remain a feature of many SEZs around the world today.
  International Labor Organization (ILO) monitoring documents frequent compensation-related violations including: 1) failure to comply with minimum wage law; 2) failure to provide information about the wage calculation; 3) excess deductions; 4) excessive payment in-kind; 5) failure to pay wages as promised; 6) failure to pay on time; and 7) improper calculation of overtime compensation.
  Also common are violations related to hours of work, including forced overtime, excess overtime, and failure to provide weekly rest.

At the same time, the expansion of low-wage investment in SEZs has a quite notable impact on poverty reduction.  Foreign firms and subcontractors in SEZ apparel operations pay a wage premium in comparison to alternative employment in the economy. In Madagascar, for example, Mireille Razafindrakoto and Francois Roubaud held education level, extent of professional experience, and length of tenure in the enterprise constant, and found that foreign investors in SEZs paid 15-20 percent more than what workers with similar qualifications received elsewhere in the economy.
  Robertson et al confirm the wage premium in SEZ apparel plants for El Salvador (19% in 2000), Honduras 22$ in 2004), Indonesia 7% in 2004), and Cambodia (an extraordinary 80% in 2008), after controlling for skills, experience, and gender.
  

But the wage premium is not the only positive benefit from the expansion of low-skill investment in SEZs.  Brown, Deardoff, and Stern gather evidence showing that FDI-SEZ-exports bring expanded formal employment opportunities for women, better conditions of work, less hazardous employment, lower accident rates, greater job security, and higher educational attainment (particularly for young women).
  Gender research indicates that women in SEZ employment have social outcomes that include greater economic independence, respect, social standing, “agency”, and “voice”.  Social spillovers are common. In Bangladesh, the enrollment the enrollment rate of girls aged 5 to 18 is approximately seven percentage points higher in villages with a garment factory than in other villages.  The introduction of a call center in India raises the number of children in school in the local community by six percentage points.

Once foreign investment in SEZs begins to rise above the least-skilled operations – as has been seen in the country experiences of Mauritius, the Philippines, the Dominican Republic, and Costa Rica in the preceding section – both the level of wages and the treatment of workers changes dramatically.  The wage premium of foreign investors in SEZs becomes even more pronounced. Evidence from Latin America and Africa document the wage premium .
  Robert Lipsey characterizes as a “universal rule” that foreign-owned firms and plants pay higher wages than domestically owned ones.
  The ILO and other organizations do not collect precise data on number of workers by job classification and level of compensation.  But the evidence that is available supports the general proposition that as skill-levels increase so do wages.  Survey data from industry sectors such as autos and auto equipment, electronics, chemicals, and industrial equipment -- in comparison to garments and footwear -- shows that foreign investors in higher-skilled activities pay their workers two to three times as much for basic production jobs, and perhaps ten times as much for technical and supervisor positions, in comparison to what is earned by employees in comparable positions in lower-skilled MNC operations.

Moreover, there is interesting new evidence – potentially very valuable new evidence -- showing institutional spillovers in the labor markets when the skill-intensity of FDI activities rises.   As the operations of foreign investors grow more sophisticated  – as electronics and auto parts investors build plants in EPZs and industrial parks alongside garment and footwear assemblers – the former promote better worker facilities, security, transport, health and safety standards (even daycare) that apply to all firms.
  Although the evidence comes from a small sample that includes three of the countries surveyed in the previous section – the Dominican Republic, Philippines, and Costa Rica – the evolution of labor relations in SEZs shows that the more skill-intensive foreign firms led the way for passage of ILO-consistent regulations on the national level (and more effective enforcement of the resulting regulations on the local level, including communal disciplining of violators) in the interest of promoting “labor peace”.
   The dynamics of this process exhibit a race-to-the-top phenomenon quite at variance with the race-to-the-bottom assumptions in much of the sweatshop literature.

Of particular concern to countries contemplating an FDI-SEZ-export strategy is the history of opposition to freedom of association, right to collective bargaining, and the formation of labor unions in SEZs.  This legacy is an on-going concern in countries across Latin America, Africa, Asia, and the Middle East. 
   But the country cases surveyed in the preceding section show clearly that recognition of freedom of association and right to collective bargaining can be quite compatible with a successful FDI-SEZ- export strategy.  Freedom of association and right to collective bargaining has become accepted in the Philippines, Mauritius, the Dominican Republic, and Costa Rica, although the data show that SEZ workers do not always choose to be represented by unions even when the option is freely offered to them.

There is one labor market issue related to an FDI-SEZ-export strategy that bears special examination, however: that is, ensuring that foreign investors in SEZs obtain the labor market flexibility they need in order to adjust employment to reflect the ups and downs of international demand for components and final goods.  

An instructive illustration can be found in contemporary Morocco.
  Morocco finds itself on the cusp of being able to use FDI in manufacturing and services in large modern SEZs -- such as the Tangier Med industrial hub and the Casablanca aerospace zone -- to generate structural transformation in the economy.  With new energy in the wake of the Arab Spring, the country has the potential to attract international automotive, electronics, and aerospace investment SEZs oriented toward penetrated the EU, US, and Asian markets.  But the Moroccan economy is governed by labor regulations that can be traced back to the most rigid era in French economic policymaking.  In Moroccan labor law there is no distinction, for example, between laying workers off and firing them – in both cases a large severance payment is required (the average severance cost is equal to 85 weeks of salary in Morocco versus 53 weeks on average elsewhere in the region), the size of which can be easily challenged in court with the company having to continue to pay the worker while the claim is adjudicated.  These policies not only act as a disincentive for foreign investors to move to Morocco, but they also hinder Moroccan firms from moving easily into the supply chains of foreign companies who do set up operations.  

Similar examples abound among countries in Africa and Latin America that could otherwise tap quite deeply into the vast pool of manufacturing FDI.  Labor market rigidities – often at middle-wage technical levels, not confined to lowest-wage manual workers -- thus turn out to be very counterproductive for host countries that wish to pursue an FDI-SEZ-export strategy to enhance development. When foreign investors cannot adjust the size of the workforce in response to changing international market conditions, or face a requirement to pay large compensation when they do, their behavior shows an unwillingness to hire workers in the first place.
  International investors exposed to external market fluctuations with no easy mechanism of adjustment are forced to look elsewhere to base production.  

The question of whether to apply national minimum wage regulations across all SEZs is likewise vexing.  National minimum wage regulations are often based on calculations that pertain to manufacturing jobs in the formal sector.  Actual wages in the informal sector, in agriculture, and in village communities are not infrequently much lower.  An FDI-SEZ-export strategy whose objective is to draw low-skill workers from the informal sector, agriculture, and village communities into low-skill export jobs may well need a carve-out from national minimum wage regulations in order to be successful.   In the case of Morocco, the “Plan emergence” identifies fish packing, niche agriculture (dates, clementines), electronics, auto parts and auto assembly, and aerospace as priority areas for the country’s new FDI-SEZ-export strategy. 
   Morocco’s high minimum wage regulations may not be a problem for attracting auto parts and auto assembly FDI, aerospace FDI, and high performance electronics FDI if the investors can find middle-skilled Moroccan workers for their plants.  But the FDI-SEZ-export strategy is likely to run into difficulties unless exceptions to the high minimum wage are made for fish packing, niche agriculture, and low-end electronics assembly.  Morocco may achieve most success therefore by having differential labor regulations as the country pursues a high-skill SEZ and a low-skill SEZ combination simultaneously, a policy strategy quite similar to what South Africa faces.

In the case of the Dominican Republic, the minimum wage in SEZs is lower than the minimum wage in the domestic economy, and indeed there are different SEZ minimum wages depending upon the sector that predominates in the zone.
Enhancing an FDI-SEZ-Export Strategy with Vocational Training Partnerships (evidence from the case of the state of Penang in Malaysia)

Evidence from countries that have been most successful in using an FDI-SEZ-export strategy to advance development shows that partnerships between foreign investors and local universities and vocational training institutes constitute an important magnet in attracting anchor investors, stimulating follow-the-leader behavior on the part of other investors, and ultimately expanding backward linkages into the host economy.

As shown earlier, the site selection for the “TI industrial complex” (named for Texas Instruments) at Baguio in the Philippines was stimulated in large part by the strength of educational facilities in the region. Costa Rica’s legendary success in attracting Intel hinged upon the President of the country directing the Ministry of Education and the Director of Vocational Institutes to design a training program jointly with Intel to provide skilled technicians as needed by the semiconductor industry.

A new case from the frontier of best practices in harnessing foreign investment for domestic for development --  the state of Penang in Malaysia – illustrates how important is the involvement of university and vocational training in carrying out an effective FDI-SEZ-export strategy.
  Penang became known in the 1980s as the site in Malaysia where multinational investors engaged in basic consumer electronic assembly and export even as fierce debates raged on the national level about the virtues of export-led vs. import substitution growth strategies (e.g., for autos).  As a complement to a vigorous policy of investment promotion, the Penang state government established the Penang Skills Development Center (PSDC) which has subsequently become recognized as a world model for partnerships between government, academic, and industry.  PSDC initially concentrated on vocational training in electrical engineering and electronics, as part of Malaysia’s foray into standardized component production such as printed circuit boards, and thence to higher value added subassemblies and products in the semiconductor, information technology, audio visual, and digital camera sectors.  

Beginning in 2000, Penang added life sciences, biotechnology, pharmaceuticals, and medical devices to its repertoire for FDI-SEZ-export expansion.  Penang’s particular niche combines advanced electronics with life sciences, including, for example, precision and tooling-based medical devices, electrical and electronic-based medical devices, automation-based medical devices, and diagnostic tools. Making sure that its vocational training programs keep pace with vigorous FDI promotion efforts on both the state and the national level, the Penang Skills Development Center’s current initiatives include a Micro-Electronics Center of Excellence located at Universiti Sains Malaysia, relying on curriculum support from international corporations for specialization in mechanical engineering (automation, precision robotics, micro- and nano-assembly), chemical engineering (gasses and chemical delivery techniques), materials sciences (packing R&D), and supply chain management.  With the oldest School of Pharmacology in Malaysia, Universiti Sains Malaysia has begun to cultivate similar government-industry-academic partnerships in the pharmaceutical and nutraceutical sectors. 

Penang’s use of FDI-SEZ-export strategy has created a virtuous cycle for Malaysia by integrating attraction of foreign investors, skill-building initiatives, and infrastructure upgrades. In 2005, the Malaysian central government chose Penang to roll-out what it labeled the Multimedia Super Corridor (MCS) IT platform for industries and businesses, and awarded Penang with the first MSC Malaysia Cybercity status.  At the onset of the international financial crisis in 2008 there were more than 700 companies operating in Penang’s eight SEZs (4 Free Trade Zones and 4 Industrial Estates) with a total of 775 factories employing more than 170,000 workers.  At the same time Penang – and Malaysia overall – have generated one of the world’s more successful records in generating backward linkages and supply chains within the host economy, from complex packaging to a broad array of contract engineering services, as considered next . 

Creating Backward Linkages from Foreign Investors in SEZs to Indigenous Firms in the Host Economy

Multinational investors that locate their operations in developing country SEZs take great care to avoid technology transfer in a horizontal direction, so as to prevent the emergence of rivals.  Some transfer of technology, management, and production skills nonetheless takes place, as the earlier country case studies showed, as managers, engineers, and workers move from foreign firms to set up their own SEZ companies. 

In the vertical direction, much different dynamics are at work. Foreign investors in developing country SEZs have a self interest in finding low cost reliable suppliers in the host economy.  Contemporary survey data show that these foreign investors provide potential indigenous suppliers with help with setting up production lines, training in quality control, coaching in management strategy and financial planning, advance payment and others kinds of financing, and introduction to export markets. 
    So the spread of links between foreign investors and local companies is an alluring possibility for any country considering the option of beefing up an FDI-SEZ-export strategy. 

But the spread of backward linkages has varied greatly across countries, and is by no means assured.  The extent of local procurement by foreign investors depends, in the first instance, upon a host country business-friendly climate that allows local firms to grow and prosper.  Indigenous companies need contract enforcement, reliable infrastructure, lack of red tape, and access to duty-free inputs no less than the foreigners if they are to become certified as suppliers to foreign exporters in the SEZs.   The earlier case study of Mauritius showed that firms in that country (indigenous as well as foreign) carry out twice as much subcontracting as do companies in Madagascar, and more than three times as much as in Senegal or Tanzania because they enjoy a better operating environment in their home economy.
  The nature and extent of subcontracting also depends upon how wide is the gap between the capabilities of the local business elite and the sophistication of what is demanded by the foreign purchaser, so a more robust indigenous private sector provides means a greater probability of successful supplier development.
  

Tax issues also play a role – countries that have a sales tax instead of a VAT, for example, find that the former creates cascading layers of tax burden that stunt the spread of backward linkages.  The role of reasonably well-developed financial markets is gaining prominence as a necessary (if not sufficient) condition to enable local firms to become suppliers to multinationals. 
   

Beyond this, some hosts have set up vendor development programs with the goal of promoting backward linkages from foreign investors, with varying degrees of success.  Singapore’s Economic Development Board (EDB) reimburses the salary of an engineer or a manager in each foreign plant who is assigned to act as a “talent scout” to select and assist local firms to become suppliers. 
   As part of its Local Industry Upgrading Program (LIUP), the EDB provides capital for indigenous firms to buy equipment recommended by foreign investors, to be paid back from purchase contracts awarded by the foreigners. Originally dedicated to building supplier relationships in the electronics sector, the LIUP now covers medical products, petroleum and petrochemical, marine, transportation and logistics, and information technology clusters. 

Malaysia and Thailand establish secondary industrial zones alongside the major EPZs, with data banks and “marriage counselors” to hook up foreign firms with local suppliers. In Malaysia, the Penang state government has a Skills Development Center that organizes its curriculum around specific needs and gaps identified by foreign multinationals in the booming regional electronics complex.  Survey data from Slovenia provide a reminder, however, that public match-making initiatives in the host country cannot produce results unless the underlying capabilities of indigenous firms match up with the needs of the foreign investors.

III. Implications for South Africa: Grand Debates and Strategic Choices

This concluding section offers the perspective not of an expert on South African development policy, but of a studious outside observer trying to suggest how comparative evidence might apply to decisions facing South Africa in the contemporary period.
    

The first impression of such an observer may be surprising: namely, that South Africa is relatively well-positioned to use an FDI-SEZ-export strategy as a central component of development policy as the world emerges from the contemporary international economic downturn.  South Africa has the resource base, industrial base, labor base, and educational institutions necessary to transform the current IDZ arrangements into a highly dynamic FDI-SEZ-export program that can make important contributions to South African growth and welfare.  But to do so successfully will require high level national commitment and policy coherence.  To be sure, contemporary debates at senior levels in today’s South Africa show quite a lot of suspicion about SEZs.  Such suspicion is not unique to South Africa: countries included in this comparative survey – both large (Malaysia, Mexico), and small (Dominican Republic, Mauritius) -- have had deep political debates about aligning national development along lines congruent with the forces of globalization.  But a clear-eyed appreciation of the potential benefits for South Africa that may emerge from the data on job creation, poverty reduction, and enhanced growth compiled here may help reoriented domestic debate and stimulate domestic support for moving in a dedicated FDI-SEZ-export direction.  

The second observation is that a sophisticated FDI-SEZ-export strategy does not require South Africa to abandon concerns about worker rights or environmental damage, nor to adopt what might be characterized as a neo-liberal Washington Consensus-like ideology of relying solely on markets without public sector involvement.  As elaborated here, a successful FDI-SEZ-export strategy requires strong and focused government regulations and interventions. It will be important for South African policymakers and political intellectuals to assimilate the evidence introduced earlier about SEZs and poverty reduction/gender empowerment.  A review of this evidence will also point out that an FDI-SEZ-export strategy can be quite compatible with maintaining the right to union-organizing within SEZs, although comparative evidence shows that SEZ workers often choose not to join unions even when given the option (data from countries such as the Dominican Republic and Costa Rica do not suggest this refusal springs from employer pressure; data from the Philippines are more ambiguous).

The third observation is to repeat what many others have also noted, that the FDI-SEZ-export approach will not be a panacea for all South African development problems, and specifically not a magic cure for the nation’s unemployment crisis.  But when job creation is measured in an appropriate manner against a counterfactual of what national employment would look like in the absence of SEZs, net new jobs can easily reach 100,000 or more, as has been the case in a mere two of the 248 SEZs  in the Philippines.  Looking at South African prospects over a medium to longer term time horizon from a comparative perspective, it should be noted that Philippine SEZ employment currently generates a rather massive 726,000 jobs across 209 manufacturing and IT SEZs, 14 agro-industrial SEZs, 12 tourism SEZs, and 2 medical SEZs (even now in the midst of the 2009-2011 recession) – all the more interesting when South Africa ranks a relatively high 34 on the 2011 World Bank Doing Business Index while the Philippines ranks 148.
 

To the outside observer, the potential competitiveness of South Africa as a site for manufacturing exports holds some interesting possibilities.  Lawrence Edwards and Robert Lawrence show that South African manufacturing firms do face a wage cost disadvantage relative to China and India, for example, but much of this disappears once productivity differences are taken into account.  They estimate that South Africa’s productivity adjusted wages (unit labor-costs) are actually lower than India (due to the latter’s low productivity rates) and only about 24 percent greater than those in China.  A gradual depreciation of the Rand and appreciation of the RMB would act to make South African manufacturing quite competitive with China, while remaining superior to India.  Reinforcing South Africa’s relative competitiveness looking forward, China’s five-year economic plan calls for an increase in domestic wages on the order of 10-15 percent per year.  Sector level estimates for labor-intensive manufacturing calculated by Edwards and Gloub indicate that each one percent improvement in South African labor-cost competitveness will lead to a 2.7 percent increase in exports.
  For more capital-intensive machinery and metal products, a one percent improvement in South African labor-cost competitiveness leads to a 1.5 percent increase in exports.

Looking at South African wages outside of the manufacturing sector, Lawrence Edwards and Robert Lawrence draw on data reported in the New Growth Path showing that half of all those employed in 2008 earned less than R2500 a month ($2.10 per hour), one- third earned under R1000 a month ($0.80 per hour), and one quarter was unemployed.
   This means that almost half of the South African labor force earned less than $1 per hour (in China, by comparison wages in rural areas averaged $0.83 per hour and in urban areas $2.38 per hour, in 2008, and have been rising rapidly since then).  If investors in South African SEZs were allowed to pay wages approximating these levels – probably with a wage-premium to entice the more attractive workers – the country would find itself highly competitive in low-skilled export activities such as clothing, footwear, and standardized electronics assembly (now noticeably absent from South Africa’s export basket).  The comparative perspective introduced earlier in this paper helps make this low-wage approach more palatable since data from SEZs elsewhere suggest high labor productivity gains from learning-by-doing and on-the-job-training within SEZ plants, leading to differentiated and rising compensation levels.

Comparative evidence shows that the relationship between wage levels in SEZs and wage levels in the surrounding economy is often difficult and complex to calculate.  Actual payments to labor in the formal sector may – or may not – correspond to national regulations about minimum wages and increments by skill category.  Minimum wage regulations in turn may – or may not – correspond to factual productivity levels in the workforce.  It is almost always the case that actual wages in the formal sector and minimum wages in national legislation are much higher than wages in the informal sector, wages in agriculture, and average wages in regional village or urban economies.  A national development strategy whose purpose is to provide employment in parts of the economy where there is high informal employment and/or high unemployment in general will want to provide labor regulations that allow compensation closer to real productivity levels, and not be bound by national regulations that dictate a high minimum wage.  This would be especially true in export-oriented SEZs that aim to attract FDI in lowest-skilled sectors.  The data provided in the New Growth Path, as cited by Edwards and Lawrence (above), showing that a very large portion of the South African workforce earns less than half as much as urban Chinese workers, suggests that this would be an appropriate approach for South African strategy toward low-skilled SEZs.  It is important to note that this below-minimum wage carve-out would nonetheless be likely to increase worker earnings, family living standards, and overall social welfare – as well as worker employment -- in the regions and communities where such a low-skill intensive SEZ program were launched in the South African context.  South Africa might want to examine the experience of the Dominican Republic where the minimum wage in SEZs is lower than the minimum wage in the domestic economy, and indeed there are different SEZ minimum wages depending upon the sector that predominates in the zone.

South Africa faces a pleasant dilemma that many other countries could only wish to enjoy.  The South Africa economy is already home to many high productivity, relatively sophisticated activities both foreign- and locally-owned.  Superior infrastructure and strong educational institutions – in comparison to many other countries – allow South African authorities to choose to continue along a skill-intensive FDI-SEZ-export path.  The challenge in the contemporary period is to “fill in” lower-skill-intensive FDI-SEZ-exports with the explicit purpose of lower-productivity job creation. As noted in the body of the text, South Africa should be able to follow the path of a select few other countries in pursuing a high-skill SEZ and low-skill SEZ combination simultaneously by applying differential wage levels and hiring flexibility to each.  

At the end of the day, an FDI-SEZ-export strategy for South Africa would want to target investors both in lower skill-intensive activities and in middle and higher skill-intensive activies.  As South Africa becomes more pro-active in attracting new FDI, it seems inadvisable to deliberately to try to dumb-down the country’s potential production and export profile.  Comparative analytics – as discussed earlier in the What-You-Export-Matters! debate – strongly suggest that a growth-boost can be generated from diversifying and upgrading the production and export base of any given country.   Granted that the growth-job-creation relationship has been disappointing in South Africa in recent years, but the country will not want to give up on trying to enhance growth prospects.  A genuine FDI-SEZ-export strategy for South Africa would want to target the advanced manufacturing and medium technology sectors such as those identified in the National Industrial Policy Framework/ Industrial Policy Action Plan (IBAP), including automotive assembly and components, chemicals, plastic fabrication, ITC products and services, advanced materials, aerospace, and pharmaceuticals, as well as the labor intensive sectors, including clothing, textiles, standardized electronics assembly and agriculture/agro-processing.
 

A strategy that offers SEZ status to an investor as a legal category rather than as associated with a particular geographical site allows the investor to set up shop according to the investor’s own calculations about reliability of infrastructure, access skilled labor and managers, ability to connect with vocational training institutes, and so forth.  From a comparative perspective, since SA has many areas with superior infrastructure and strong educational and vocational training resources, this might be a favorable approach for an FSI-SEZ-export strategy for SA.  This might be attractive for setting up plants in more skill-intensive FDI activities.

It is difficult for even the most studious outside observer to dissect which South African ministries and agencies do what at the national and provincial level, let alone recommend which should do what in the future  --including the National Planning Commission and the Department of Economic Development, as well as the Treasury, the South African Reserve Bank (SARB), the Sector Education and Training Authorities (SETAs), the Department of Trade and Industry (DTI), and the regional investment agencies (Eastern Cape Development Corporation, Free State Development Corporation, Gauteng Economic Development Corporation, Trade and Investment KuaZulu-Natal, Trade and Investment Limpopo, Mpumalanga Economic Growth Agency, Invest in the Northern Cape, Invest Northwest, Western Cape Investment and Trade-Promotion Agency).   But a comparative perspective suggests that there be a single South African national authority that guides international investment promotion, SEZ designation and development, customs authority, and incentives authorization.  Ideally this national authority would liaise with South African educational and vocational training authorities (including but not limited to SETAs) and established or incoming foreign investors, to provide access to workers, supervisors, engineers, and managers with appropriate skills.  Next, this national authority would help set up vendor lists, marriage-broker services, and supplier certification programs, recognizing that would-be South African suppliers need a business-friendly setting with access to duty-free inputs just as much as foreign investors do.  To encourage the use of local inputs, indigenous suppliers of goods and services to the SEZs should be allowed import duty rebates and perhaps exception to paying VAT. 

On the issue of openness to trade, South Africa underwent significant trade liberalization in the mid-1990s.  But the ratio of trade to GDP has not reached the levels of East Asia or the more open economies in Latin America.
  The comparative analysis introduced earlier suggests that further trade liberalization is likely to help indigenous firms in South Africa increase their productivity, enjoy more opportunity to become suppliers to foreign investors, and/or become exporters themselves.  To underpin an aggressive FDI-SEZ-export strategy, South Africa will want to pursue a vigorous effort to obtain duty-free entry into external markets. 
  Such a recommendation seems well recognized in the New Growth Path Strategy that  “South Africa's trade policy should become more focused, identifying opportunities for exports in external markets and using trade agreements and facilitation to achieve these.”  This will require reciprocal liberalization of access into the South African domestic market.  
Openness to trade is not just a policy issue, of course: Of all doing business indicators for South Africa, the “trading across borders” indicator stands out as a major impediment, and the “cost of importing (per container)” and “cost of exporting (per container)” measurements have been deteriorating (2008-2011).
   South Africa features an impressive rank of 10 in “protecting investors”, and a respectable 34 in overall “ease of doing business”,  whereas the country suffers a discouraging 149 in “trading across borders”.  

Inflows of FDI into South Africa have been rising in the period prior to the international economic crisis of 2008, going from an average of less than 1 percent of  GDP throughout the second half of the 1990s to an average of 1.7 percent of GDP 2000-2006.
  But this performance remains significantly lower than the 3 percent to 6 percent average annual rates for comparable countries such as Chile, Thailand, and Malaysia.  This is all the more surprising since enterprise survey data indicate that the expected rate of return to investment is higher in South Africa than in most of the comparators, and South Africa scores relatively well on a number of the World Bank Doing Business indicators.
  The principal impediments appear to be costs and risks associated with crime and with shortages of electricity, plus relative lack of access to skilled labor.  The comparative perspective introduced in this paper suggests that a dedicated FDI-SEZ-export strategy for South Africa would want to be designed around providing assurances across all these fronts to targeted international companies.  The new base-load power stations scheduled to come on-stream in 2013-2015 will help with reliable energy supplies. The roll-out of new submarine fiber-optic cables during 2011-2012 will improve South Africa’s connectivity and boost the telecommunications sector.  

On the vexing question of providing incentives to attract foreign investors, the comparative perspective presented here suggests that tax breaks and locational subsidies are many times less important in exerting a pull on multinational corporations than a clear national commitment to an FDI-SEZ-export strategy, accompanied by reasonable policy coherence in pursuing such a strategy.  Nonetheless, as noted earlier, business management literature does show that MNC negotiators are sometimes instructed to consider the incentive-package as a tie-breaker among alternative investment sites.  South African authorities should be mindful of this tie-breaker phenomenon, but probe whether more generous incentives are actually needed once the country musters more explicit national commitment and policy coherence in moving toward an FDI-SEZ-export strategy.  

Turning to the question of “industrial policy” as part of a South African development strategy, the comparative analysis in this paper brings a subtle perspective to what has become a vigorous debate within the development policy community.
  The evidence from the What-You-Export-Matters analysis earlier in this paper reinforces the argument that developing country authorities should not merely sit back and wait to see what international market forces bring to them.  An FDI-SEZ-export approach requires a pro-active Investment Promotion Agency that targets specific sectors, carries out feasibility studies, seeks out specific potential investors with whom to review the feasibility studies, and designs packages of infrastructure-and-vocational-training suited to these sectors and investors.  This suggests the need for an interventionist state with some kind of mechanism for targeting industries and providing public sector support. But developing country target selection should not deviate too far from sensible notions of dynamic comparative advantage, however, and the feasibility studies carried out by the national IPA will help confirm or negate plausibility of success.  Public sector “support” then comes in the form of industrial parks with reliable infrastructure that will benefit any companies that locate therein (including indigenous South African companies), with ties to vocational training institutions whose curricula are designed by boards that include business representatives who understand what know-how their firms are in need of. South African authorities – like host authorities elsewhere -- are well advised to expend resources on infrastructure and vocational training that benefit whole sectors and whole regions rather than individual companies, and refrain from direct subsidies to particular companies altogether if possible. As for South African vendor-development programs, supplier selection and certification should be carried out on a competitive basis, again within input from those firms that will provide purchase contracts to those that qualify.  

The FDI-SEZ-export approach outlined here surely qualifies as a kind of industrial policy, and definitely costs public money.  But this industrial policy can be structured so as not to be captured by the beneficiaries. Investors in some new sectors may thrive, while investors in other new sectors do not, or never come in the first place.  South African can avoid awarding artificial subsidies for specific companies or for infant industries that cannot be withdrawn later if the infants do not become competitive. Within the framework outlined here, host countries achieve best results from allowing manufacturing multinationals to maintain tight control over their technologies and production processes with freedom to source inputs from wherever suits them best.  Policies to impose domestic content, joint venture, and other technology sharing requirements on international firms are noticeably absent from the ingredients  of an FDI-SEZ-export strategy recommended here. 

Contemporary debate about the need for an interventionist state with a resurgent industrial policy – a debate in which recommendations for South Africa are included -- often lacks the subtlety introduced here. 
  Proponents of an activist industrial policy such as Ricardo Hausmann and Dani Rodrik remain enamored of government planners identifying and subsidizing novel sectors populated almost exclusively by indigenous firms, rather than using multinational investment to break out of the self-discovery trap.  And they – or at least Rodrik – show misguided exuberance about imposing domestic content requirements as a tool to spawn “productive supplier industries” even though the evidence on the use of domestic content requirements is consistently negative.”
   An outside observer of industrial policy in South Africa would be skeptical about the National Industrial Policy Framework (NIPF) Action Plan focus on “selective use of tariffs under the following circumstances: potential for significant creation and/or retention of decent jobs, and potential for significant import replacement.”

The comparative perspective introduced here shows that the creation of a reasonably effective and highly valuable FDI-SEZ-export strategy is quite do-able, without threat of harsh unwanted side effects.  But launching an FDI-SEZ-export strategy that has a chance of success requires a clear decision at the highest levels to make such an effort the centerpiece of development policy for the future.  For South Africa this will mean a decisive effort to move beyond the current Industrial Development Zone framework and agenda.
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