
Export Processing Zones, Industrial Upgrading and Economic

Development: A Survey∗

William Milberg
Department of Economics

New School for Social Research
MilbergW@newschool.edu

October 28, 2007
∗Background paper for ILO Governing Board discussion of Export Processing Zones. Matthew Hart provided

invaluable research assistance. Thanks to France Auer, Paul Bailey, Jennifer Bair, Chienyen Goh, Richard Kozul-
Wright, Mark Levinson, Diego Sanchez-Ancochea, Andrew Schrank, David Weiman and Matthew Wilson for helpful
comments, and to Jean-Pierre Singa Boyenge for assistance with data. All errors are the responsibility of the author.

1



Contents

1 Introduction 4

2 Trends in EPZ Activity, 2002-2007 8

3 Exports, employment and wages: Static cost-benefit analysis of EPZs 11

3.1 EPZ export performance, 2002-2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . 11

3.2 EPZ employment, 2002-2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13

3.3 Static costs and benefits of EPZs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14

3.4 Wages and the feminization of employment in EPZs . . . . . . . . . . . . . . . . . . 16

4 Quota Phaseout in Clothing and Textiles 17

4.1 Limits to Chinese Market Share Growth . . . . . . . . . . . . . . . . . . . . . . . . . 22

5 Linkages to the Domestic Economy 23

5.1 Backward Linkages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24

5.2 Correlates of EPZ Success . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25

6 Structural Challenges to EPZ Success 27

6.1 Upgrading in Global Supply Chains . . . . . . . . . . . . . . . . . . . . . . . . . . . 28

6.2 Export-led Industrialization and the Fallacy of Composition . . . . . . . . . . . . . . 30

7 Implications of WTO and Regional Trade Agreements for EPZs 31

7.1 Export Subsidies Under the Agreement on Subsidies and Countervailing Measures . 32

7.2 Exclusion from Export Subsidy Ban Extended to 2015 . . . . . . . . . . . . . . . . . 32

7.3 EPZs in the Context of GATS and TRIMS . . . . . . . . . . . . . . . . . . . . . . . 33

7.4 The Status of EPZs in Regional Trade Agreements . . . . . . . . . . . . . . . . . . . 34

2



8 Conclusion 35

9 References 37

10 Appendix 41

3



Export Processing Zones, Industrial Upgrading and Economic
Development: A Survey

1 Introduction

Export processing zones (EPZs) are those regulatory spaces in a country aimed at attracting export-
oriented companies by offering these companies special concessions on taxes, tariffs and regulations.
Some of the typical special incentives offered under EPZs include:

(a) Exemption from some or all export taxes.

(b) Exemption from some or all duties on imports of raw materials or intermediate goods.

(c) Exemption from direct taxes such as profits taxes, municipal and property taxes.

(d) Exemption from indirect taxes such as V.A.T. on domestic purchases.

(e) Exemption from national foreign exchange controls.

(f) Free profit repatriation for foreign companies.

(g) Provision of streamlined administrative services especially to facilitate import and export.

(h) Free provision of enhanced physical infrastructure for production, transport and logistics.

There are other, less transparent features of EPZs that are sometimes used to provide further
incentives for firm investment and export. One is a relaxed regulatory environment, including with
respect to the enforcement of labor rights and standards (notably the right to unionize), foreign
ownership regulations and on the leasing or purchasing of land.1 Another feature (although not
available to all countries simultaneously) is an undervalued currency that renders costs lower (in
foreign currency terms) and raises export competitiveness.

EPZs take a variety of names in different countries. Throughout this paper we will use the shorthand
of Export Processing Zone to designate a wide variety of regulatory frameworks that contain some
or all of the special concession listed above. Singa (2007, p. 24) lists 32 different titles used for
such zones around the world, each indicating slight differences in terms of concessions, subsidies
and regulations. In manufacturing, EPZs range from “Special Economic Zones” that comprise
entire provinces of China, offering reduced business taxes and foreign exchange controls and lax
labor codes, to the classic “fenced-in” EPZs of Ireland, Malaysia, Mexico, Dominican Republic,
Mauritius and Kenya that offer a 15-year tax exemption, relief from exchange controls, free profit
repatriation and limits on trade union freedom, to enterprise zones such as those in Indonesia
and Senegal focused on reviving depressed municipal areas through the development of small and
medium enterprises. Thus EPZs may be of the traditional geographically self-contained variety or
they may apply to single factories operating in different geographical locations.

1On labor rights enforcement, see ILO (2003a). On foreign ownership and property issues, see Engmen et al.
(2007, p. 17).
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EPZs have been extended from goods production and assembly to services, and thus include infor-
mation processing zones in India and the Caribbean, that offer tariff exemptions on information
technology required for services provision, and even financial services zones, such as those in Dubai,
Turkey and the Cayman Islands, offering tax relief and free repatriation of profits to financial cor-
porations.2

Over the past five years, EPZs have grown in terms of their number, in terms of the number of
countries offering them, in terms of their size and in terms of the scope of industries they comprise.
This expansion has occurred in the face of increasing economic and political opposition to EPZs
at the global level. The Agreement on Textiles and Clothing ended the global quota system for
apparel, which accounts for more EPZ output than any other. This has already resulted in enormous
increases in China’s share of global apparel exports, and huge declines in market share in other
countries. With a growing world labor force and a spread of mass production technology, global
productive capacity has greatly increased, not only in apparel, but also in electronics (the other
main sector of EPZ-based production).3 As a result, world prices of these goods have fallen relative
to other goods. This softness in the terms of trade of EPZ-intensive economies has created pressure
on wages and labor standards as well as on the profit margins of EPZ-based companies.

Political sentiment has also moved against the expansion of EPZ-based production. The ILO, which
has monitored and scrutinized the labor conditions in EPZs for almost 30 years, continues to be
concerned about the lack of “decent work” created in such zones.4 NGO activity against sweatshop
labor conditions has increased global awareness, spurring growing fair trade and ethical consumption
movements that, while not only aimed exclusively at EPZ working conditions, certainly focus on
them. World Bank and other economists have been skeptical of EPZs because of their distortionary
nature, fearing that EPZs serve as safety valves that create some jobs and exports but allow
a postponement of economy-wide liberalization.5 And the WTO Agreement on Subsidies and
Countervailing Measures is a road map for developing countries to eliminate precisely those types
of export subsidies that define EPZs (although the WTO recently agreed to effectively extend to
2015 exclusion from this ban for 19 developing countries). Regional trade agreements (RTAs) have
expanded in number, with some RTAs excluding EPZ shipments from the agreement.

Despite this growing economic and political resistance to EPZs, developing country governments
continue to expand their use of EPZs. Why? Most developing country governments embrace
an export-led industrialization strategy to development, and they continue to see inward FDI as
providing a crucial connection to the global economy through its global value chains. According to
(Aggarwal, 2005, p. 4) “the adoption of export-led growth strategies by developing countries has
led to a considerable increase in the number of EPZs across the world.”

2Engman et al. (2007, p. 11).
3On the expansion of global productive capacity, see Freeman (2005).
4 See ILO (2003, note 2) for evidence of this history. See ILO (2005) for a recent study on decent work within the

context of EPZ employment.
5The term safety valve is from Madani (1999, p. 17). Some examples of the economic theory perspective: “In the

economic theory, EPZs are a second-best optimum, consisting in offsetting the removal of one distortion (a customs
duty) with the introduction of another (a subsidy)” Cling et al. (2005, p. 785), or “An EPZ is not a first best policy
choice. The best policy is one of overall liberalization of the economy.” Madani (1999, p. 7); “In neoclassical theory
therefore EPZs are considered as the second best policy choice consisting of compensating for one distortion (import
duties) by introducing another ( a subsidy).” Aggarwal (2005, p. 4).
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EPZs, then, continue to offer a promise of providing access to world markets, raising industrial
output, and upgrading production standards to world levels – at a point when domestic firms
cannot accomplish this. Also, and this may be the most important political factor, developing
country governments find the employment creation in EPZs to be essential for absorbing excess
labor. Large corporations that govern global production chains continue to invest in and produce in
EPZs, where the companies benefit from preferential trade and input price conditions, from liberal
profit repatriation regulation, and from the relatively lax labor standards that allow greater control
of the production process.

The debate over the costs and benefits of export processing zones in developing countries has raged
almost since the zones were first established in the late 1950s. The immediate goal for countries
running EPZs is to generate foreign direct investment, exports, foreign exchange, and employment
that would not occur without the EPZ. For a number of countries these goals have been met,
especially with respect to exports. In most cases EPZs do not account for a large percentage of
total employment. And gains must be weighed against the cost of generating the benefits of EPZs,
in particular the possible loss of tax and tariff revenue.

The ultimate purpose of EPZs must be to raise peoples’ standard of living and to further economic
development. EPZs can potentially contribute to this goal directly or indirectly. The direct channel
is through backward linkages generated when EPZ firms raise demand for output in the rest of
the economy, and through technological spill-overs which come as skills attained in EPZ-based
production are passed on to the rest of the economy. Despite the presence of EPZs – for over 30 years
in some cases – there are very few cases where EPZs have played an important role in accomplishing
these direct developmental goals. And even in these cases – Korea, Taiwan, Mauritius, Madagascar
and more recently China are often mentioned – there is considerable debate over the other economic,
demographic and political factors that combine with EPZs to spur development. With EPZs now
operating in 130 countries, this list of successes does not represent a large percentage. In this
paper we find that the non-East Asian successes are at great risk, due in particular to competition
from China, of losing a significant share of world export markets. Moreover, we argue below,
explaining the dynamic growth and export competitiveness of many East Asian countries requires
going beyond the issue of EPZs.

EPZs may, however, contribute to the goal of economic development indirectly by creating condi-
tions in which pro-development policies can be implemented. In particular, simply by generating a
supply of foreign exchange, EPZs can help provide governments the fiscal space or the purchasing
power over foreign assets that ultimately promotes economic development. Here the evidence on
EPZs is more positive, since there are some clear cases where aggregate net exports have risen
because of EPZ activity.

This paper surveys the recent evidence on EPZs, summarizing trends in their size and scope, recent
changes in EPZ strategy and regulation, and the recent research on the consequences of EPZs for
economic development. Our main findings can be summarized as follows:

(1) The presence of EPZs has grown over the past five years, in terms of the number of special
zones, employment, and their share of global exports.

(2) This growth has been most marked in China, India, the transition economies of Central and
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Eastern Europe and Sub-Saharan Africa, and is in part due to an expansion of the scope of
EPZs into information technology (IT) and IT-enabled services.

(3) Wages in EPZs continue to be at about or slightly above wage levels outside EPZ areas, while
the female intensity of EPZ employment is possibly declining; There does not appear to be a
marked change in the degree of enforcement of labor standards and rights in EPZs.

(4) The completion, in 2004, of the phase-out of apparel quotas under the Agreement on Textiles
and Clothing, has led to a massive shift of production to China and out of Latin America,
the Caribbean, and Sub-Saharan Africa. Some countries have remained cost competitive, and
temporary safeguards and new lead-firm sourcing strategies have been implemented, limiting
Chinese market share growth.

(5) EPZ firms still do not form links to the domestic economy, in most cases purchasing almost
all their inputs from abroad.

(6) EPZ success is highest when the domestic market is large, the level of industrial development
of the economy is initially higher and EPZ production is more high-tech, and when the state
is more activist and developmentist within its own customs area.

(7) EPZs have contributed to robust growth in the developing countries share of world exports
of manufacturers, but not an equivalent capture of manufacturing value added. This raises
the question of the extent to which industrial upgrading also brings social upgrading in the
form of higher domestic profits and wages and improved work standards.

(8) The expansion of EPZs has contributed to global excess capacity in both apparel and elec-
tronics and put downward pressure on the terms of trade for these products, a reflection of a
fallacy of composition in nations’ pursuit of net export growth. Some shift towards domestic
demand expansion would ease this structural obstacle to growth.

(9) The distinction between EPZ and non-EPZ activity has diminished in many countries as
liberalization policies have expanded in the WTO and regional trade agreements. This is
particularly the case in China, but also other long-standing EPZ-intensive countries such as
Mauritius and the Dominican Republic. Other countries are likely to follow this example.

(10) As the EPZ/non-EPZ distinction diminishes, the issue of labor standards and their enforce-
ment will become of increased importance, since there is a risk of negative spill-overs from
EPZs in this regard. Such a tendency would also worsen the imbalance between export-led
and domestic-demand-led growth.

This paper contains eight sections. In section II we look at recent trends in EPZ activity. Section
III assesses the static affects of EPZs in the recent period. And Section IV focuses on the phase
out of textile and clothing quotas with respect to world trade and EPZs in particular. Section V
surveys recent studies of the dynamic effects of EPZs. Section VI brings some global structural
issues into the analysis of dynamic effects of EPZs. Section VII reviews some recent developments
in the WTO and regional trade agreements that impact on EPZ activity. Section VIII provides a
brief conclusion.
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2 Trends in EPZ Activity, 2002-2007

According to the Singa (2007), the number of countries using EPZs increased to 130 in 2006, up
from 116 in 2002 and 25 in 1975 (see Figure 1). These 130 countries operated 3500 EPZs, employing
66 million people. China has been by far the major country of expansion of EPZ activity. China
is now estimated to have 40 million people working in EPZs or EPZ-like operations, an increase of
10 million since 2002. But China is not alone in its expansion of EPZ activity. Outside of China,
employment in EPZs doubled between 2002 and 2006, from 13 to 26 million. By 2006, all of the
regions of the world with the exception of South America had a fairly large presence of EPZs in
terms of employment. The active use of EPZs in East Asia, Central America and the Caribbean
has been widely known and studied since they were created in the 1970s and 1980s. Today there
are over 90 EPZs in sub-Saharan Africa and in the transition economies of Eastern and Central
Europe, including those accounting for a significant share of country exports in Gabon, Ghana,
Kenya, Lesotho, Mali, Mozambique, Nigeria, Zimbabwe, the Czech Republic and Lithuania (ILO,
2007). Figure 2 shows levels of EPZ employment by region in 2002 and 2006. China is at 40 million
and the increase in Chinese employment in EPZs from 2002 accounts for almost half of the global
expansion of EPZ employment in the period.

Figure 1. The Development of Export Processing Zones, 1975-2006

1975 1986 1995 1997 2002 2006

No. of countries with EPZs 29 47 73 93 116 130

No. of EPZs 79 176 500 845 3,000 3,500

Employment (millions) n.a. n.a. n.a. 22.5 43 66

- of which China n.a. n.a n.a 18 30 40

- other countries for which figures available 0.8 1.9 n.a. 4.5 13 26

Source: ILO (2003), Singa (2007)
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Figure 2. Change in EPZ Employment by Region, 2002-2006

Region 2002 2006 Percent Change (%)

North Africa 440,515 643,152 46.0
Sub-Saharan Africa 421,585 860,474 104.1
Indian Ocean 170,507 182,712 7.2
Middle East 328,932 1,043,597 217.3
Asia 7,710, 543 14,741,147 91.2
China 30,000,000 40,000,000 33.3
Central America 4,490,757 5,252,216 16.9
South America 299,355 459,825 53.6
Caribbean 215,833 546,513 153.2
Eastern and Central Europe 543,269 1,400,379 157.8
Pacific 13,590 145,930 973.8

Source: ILO (2002), Singa (2007)

Figure 3. Percentage Change in EPZ Employment by Region, 2002-2006

Percent Change (2002-2006)
-0.77

-0.76 - 0.07

0.08 - 0.33

0.34 - 0.54

0.55 - 1.04

1.05 - 1.58

1.59 - 2.48

2.49 - 9.74

Source: ILO (2002), Singa (2007)

Figure 3 shows the percentage change in EPZ employment at the regional level over the same period.
Here we see the 33 percent increase in China’s EPZ employment and the great push in Sub-Saharan
Africa, rising by a greater percentage even than China. Whereas sub-Saharan African EPZ activity
was mainly in Kenya, Madagascar, Mauritius and South Africa, it has now become more widely
dispersed. Also showing a significant increase is South Asia and Central and Eastern Europe,
including Russia. Note also that employment in Mexico’s maquiladora program was stagnant over
recent years and South America continues to be less oriented towards EPZ activity than most other
regions.
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Figure 4. EPZ Intensity and Foreign Exchange Reserve Accumulation
(Selected Countries, Ranked By EPZ Intensity)

Country Accumulated Reserves EPZ Intensity
2002-2006 2002

$US Millions (%)
Mauritius 230.9 17.7
Hong Kong 9,296.2 10.4
Tunisia 2,435.9 8.9
Lithuania 3,189.9 7.1
Seychelles -52.0 5.6
Dominican Republic 52.8 5.5
Honduras 663.8 4.7
China 852,152.9 4.1
Mexico 26,942.0 3.5
El Salvador 81.3 2.9
Philippines 6,280.1 2.7
South Africa 15,124.0 2.6
Costa Rica 558.6 2.1
Malaysia 46,370.8 2.1
Jamaica 483.4 1.9
Ukraine 19,060.1 2.0
Sri Lanka -2,777.4 1.7
Panama 331.2 1.4
Saudi Arabia 8,377.7 1.1
Pakistan 7,666.1 1.1
Morocco 1,280.6 0.8
Venezuela 13,280.4 0.6
Egypt 6,367.9 0.6
Guatemala 1,713.1 0.4
Poland 13,290.0 0.4
Bolivia 1,544.4 0.3
Vietnam 5,614.3 0.3
Chile 3,345.5 0.2
Indonesia 797.5 0.1
Colombia 4,177.6 0.1
Brazil 57,056.4 0.1

Sources: ILO (2002), Singa (2007), IMF (2007)
Note: EPZ Intensity is defined as Employment in EPZs divided by Total Employment for the year
2002. Reserves are the summation of IMF annual data from line (79dad) in IMF (2007).

Despite this growth in EPZ activity over the past five years, EPZs still make up a relatively small
percentage of the population in most countries. Figure 4 shows “EPZ intensity” calculated as
EPZ employment as a share of national employment for 2002. Because of data limitations we are
able to calculate EPZ intensity for only 30 countries. The top five in terms of EPZ intensity are
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Mauritius (18%), Hong Kong-China (10%), Tunisia (9%), Lithuania (7%), Seychelles (6%) and
Dominican Republic (6%). The average level of EPZ intensity for our sample is less than three
percent, indicating that there are many countries in which EPZs play a small role in terms of
employment.6 India, not in our sample, has 1% of its employment in EPZs. Since 2000, however,
the Indian government has actively promoted Special Economic Zones, most successfully in services,
but also for goods production. The “Special Economic Zones Act of 2005”7 went into effect in early
2006 and quickly led to approval for 181 new zones with applications pending for 200 more.8 This
expansion, although in the context of low EPZ intensity, nonetheless faces domestic opposition from
landowners who would lose their land for this expansion of EPZs.

In India as in many other countries with a large supply of higher-skill workers, including China,
Russia and other transition economies and to some extent Mexico, EPZs are seen as a means to
capture new markets for business services, information technology (IT) and IT-enabled services
made viable by digitalization and the rapid expansion of demand in this sector globally. Such zones
are built on the traditional EPZ model of a business-friendly environment including tax holidays
and free profit repatriation, contingent still on export performance. Nonetheless, these higher-tech
zones are not particularly employment intensive and they often perform as innovative yet insulated
enclaves in the larger economy. 9

3 Exports, employment and wages: Static cost-benefit analysis of
EPZs

The benefits and costs of EPZs are often divided between the immediate impact on exports, employ-
ment, and foreign direct investment and the broader and longer-term developmental consequences.
Here we refer to the former as static effects and the latter as the dynamic consequences of EPZ
presence. In reality the two dimensions are linked and it is sometimes difficult to draw a line be-
tween the two. For example, foreign exchange earnings are normally considered a static benefit, but
the use that a country makes of this easing of its foreign exchange constraint could have long-term
developmental consequences. Nonetheless we take up the static effects in this section and consider
dynamic effects in section V.

3.1 EPZ export performance, 2002-2006

In most countries in the sample – across Asia, Africa, Latin America and the Caribbean – exports
from EPZs continue to contribute a major share of national exports. Figure 5 shows EPZ exports
as a share of national exports for 2002 and 2006. In many countries, EPZ exports continued in 2006
to account for 80% or more of exports. A few countries experienced an increase in the EPZ share
of exports from 2002 to 2006, including Sri Lanka, Bangladesh and the Maldives. While our focus

6Engeman, et al. (2007) reports 2003 EPZ employment globally of 38.2 million, just 0.2 percent of global employ-
ment.

7Aggarwal (2005), p. 18.
8Engman et al. (2007), p. 18.
9Engman et al. (2007), pp. 18-21 discusses the enclave nature of Indian, Russian and Chinese technology zones.
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is on the last few years, it is important to note that during the 1990s many countries expanded
EPZ exports considerably to reach the levels seen in Figure 5. Costa Rica’s EPZs accounted for
10 percent of manufactured exports in 1990 and reached 50-52% in the early 2000s.10 Bangladesh
saw its EPZ exports rise from 3.4% in 1990 to 21.3% in 2003.11 And a number of countries had
a decline in the EPZ share of exports, including Mexico, Philippines, Tunisia and Mauritius. In
some cases this was the result of heightened competition in global apparel trade resulting from the
phaseout of textile and apparel quotas. In Mexico another contributing factor was the expansion
of non-EPZ based exports, in particular in electronics.

Figure 5. Change in EPZ Share of Exports, Selected Economies (2002, 2006)

Country 2002 2006 Percentage Change

Philippines 87.0 60.0 -31.0
Malaysia 83.0 83.0 0.0
Mexico 83.0 47.0 -43.0
Gabon 80.0 80.0 0.0
Macao, China P.R. 80.0 80.0 0.0
Zimbabwe 80.0 80.0 0.0
Vietnam 80.0 80.0 0.0
Dominican Republic 80.0 80.0 0.0
Tunisia 80.0 52.0 -35.0
Kenya 80.0 86.9 9.0
Senegal 80.0 n.a. n.a.
Mauritius 77.0 42.0 -45.0
Morocco 61.0 61.0 0.0
Bangladesh 60.0 75.6 26.0
Costa Rica 50.0 52.0 4.0
Haiti 50.0 50.0 0.0
Madagascar 38.0 80.0 111.0
Sri Lanka 33.0 38.0 15.0
Cameroon 32.0 33.0 3.0
Maldives 13.2 47.7 261.0
Colombia 9.3 40.0 330.0

Source: ILO (2002)

The aggregate figures do not show some sectoral shifts that have occurred in EPZ exports, and
some have indicated that this export diversification is an important feature of EPZs. India (not
reported Figure 5), had 5% of its exports from EPZs in 2002. But in the 1990s zone exports
shifted significantly from drugs and engineering goods to electronics (especially software) and gems
and jewelry.12 Costa Rica continued to diversify its EPZ exports in the recent period, reducing
its apparel export share and increasing its share of other manufactures, a category that includes

10Engman et al. (2007, p. 26)
11Aggarwal (2005, Table 7.6)
12Aggarwal (2005, Tables 7.6, 7.9).
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pharmaceuticals and electronics. In a study of export diversification in EPZs in sub-Saharan Africa
during the 1990s, Cling et al. (2005) found Madagascar to have made the most progress, increasing
the number of different products with over US$1 million in exports from 38 to 70. According to
the authors of the study, diversification was important in making Madagascar’s Zone Franche “the
only successful EPZ in an African LDC ... ”

EPZ production in many countries continues to be in textiles and clothing, as we will see when we
look at the composition of EPZ employment below. However, this is not necessarily an indication
of a lack of dynamism. As we discuss below, industrial upgrading often occurs within a sector,
with firms moving from assembly to more full package production, in which higher value added
aspects of production are included in the process. Within the EPZ-based apparel sector a number
of countries moved into or towards full package production.13

3.2 EPZ employment, 2002-2006

As we saw above in the global and regional figures, EPZ employment has continued to climb
globally in recent years. In our sample of countries, large increases occurred in the Maldives,
Morocco, Madagascar, Vietnam, Sri Lanka, Malaysia and the Philippines (see Figure 6).

Figure 6. EPZ Employment in Selected Countries, 2002-2006
(Ranked by 2002 Employment)

Country 2002 2006 Percentage Change

Mexico 1,355,000 1,212,125 -11.0
Philippines 820,960 1,128,197 37.0
Tunisia 239,800 259,842 8.0
Malaysia 200,000 369,488 85.
Dominican Republic 170,833 154,781 -9.0
Macao, China P.R. 131,010 131,010 0.0
Bangladesh 121,000 188,394 56.0
Sri Lanka 111,033 410,851 270.0
Vietnam 107,000 950,000 788.0
Mauritius 87,607 65,512 -25.0
Madagascar 74,000 115,000 55.0
Morocco 71,315 145,000 103.0
Costa Rica 34,000 36,000 6.0
Kenya 27,148 38,851 43.0
Zimbabwe 22,000 22,000 0.0
Haiti 10,000 10,000 0.0
Cameroon 8,000 4,690 -41.0
Senegal 940 3,409 263.0
Gabon 791 791 0.00

13See, for example, Sanchez-Ancochea (2006) on the Dominican Republic move to full package production.
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Source: ILO (2002), Singa (2007)

Nonetheless, EPZs continue to be relatively insignificant as a share of total employment, accounting
for just 02.% of global employment, which includes a range from 2.3% in Asia/Pacific, 1.5% in the
Middle East and North Africa, 1.2% in the Americas, 0.2% in Sub-Saharan Africa 0.001% in Central
and Eastern Europe. 14

EPZ exports in many countries are concentrated in textiles and clothing and electronics. In 2003,
Mauritius had 94% of its EPZ workers in apparel and the Dominican Republic had 69%. In the late
1990s,Tunisia was at 76% and Sri Lanka 66%. At eh same time Malaysia had 65% of employment
in electronics, and Mexico 35% in that sector.15 In India, EPZ employment surpassed 1 million
people in 2005, but remained at about 1% of manufacturing employment, the level attained in the
mid-1990s. While the Indian textiles sector is still dominated by EPZs, EPZs also account for most
production and employment and exports in leather goods, food and electronics software .

3.3 Static costs and benefits of EPZs

The export and employment performance of EPZs are in some cases quite impressive. In addition,
EPZs are expected to attract FDI, generate profits for domestic business and to generate foreign
exchange earnings and some tax revenue. There is a growing body of research on the net effect
of all these factors. Jayanthakumaran (2003) provides a summary of the literature on the costs
and benefits of EPZs in six countries: South Korea, Philippines, Indonesia, Malaysi, Sri Lanka
and China. All six countries have realized the expected benefits for employment and for taxes and
other revenue, and most of the countries realized expected benefits of foreign exchange earnings,
giving a positive net present value of EPZs in all countries except the Philippines. But in many
of the categories analyzed–most notably domestic purchases of machinery and raw materials and
domestic profit– almost no country in the sample received the expected benefits.

Exports are a main focus of most EPZ studies, since they are a stated objective of EPZ policy and
are of additional value to a country because they require the production of world class competitive
output which, it is hoped, will spread to the rest of the economy. We consider these spill-overs
below, but a more immediate and in some cases urgent benefit of export growth is the foreign
exchange earnings it brings. Such earnings allow a country to import crucial capital goods, material
imports and consumption goods that can be necessary to spur industrialization and maintain living
standards. Given the major share of manufactured exports that emanate from EPZs, it would seem
that EPZs are an important source of foreign exchange. EPZs tend to import most or all of their
material inputs (see the discussion below of backward linkages), so it is important to net out imports
in the calculation of EPZ contribution to foreign exchange reserves accumulation. That is, to the
extent that EPZs directly generate positive net exports (export value minus the value of imports),
they are on net a source of foreign exchange earnings.

There is not adequate data on EPZ imports to make an exact calculation of EPZ contribution to
the national stock of foreign exchange reserves. Sanchez-Ancochea (2006) compares Costa Rica and

14Engman et al. (2007) Table 6
15These figures are from ILO (2005), Sanchez-Ancochea (2006), and Engeman et al. (2007, p. 27), and Aggarwal,

(2007, Table 3).
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Dominican Republic in terms of export value added as a share of the total value of exports in the
EPZ sectors in those countries. For Costa Rica the share rose from 17% in 1988 to 26% in 2002,
with much volatility over the period. In Dominican Republic the level is higher, but the increase
over the period was less, from 33% in 1986 to 39% in 2002, and the volatility much lower than in
Cost Rica. These both compare unfavorably to Koreas Massan EPZ in the 1970s, which saw the
value added share of exports rise from 28% in 1971 to 52% in 1979. 16

A broader issue, which links the static and the dynamic consequences of EPZs is the relation be-
tween EPZs and the generation of foreign exchange reserves. Without specifying a model of reserves
accumulation, we looked at the relation between the employment intensity in 2002 and the accu-
mulation of foreign exchange reserves in the five year period 2002 -2006, shown in the scatterplot
presented in Figure 7. The OLS regression line relating the two variables shows a downward slope
which indicates that higher EPZ intensity in 2002 is associated with less accumulation of reserves. 17

Figure 7. EPZ Intensity (2002) and Reserve Accumulation (2002-2006)

Source: See Figure 4. China and Mauritius are excluded from the scatterplot – see footnote 17.
16Reported in Jenkins et al. (1998).
17The scatterplot and regression line exclude two outliers in our sample, China and Mauritius. China had an EPZ

intensity of 4.1% in 2002 and subsequently accumulated $852.1 billion dollars of reserves over the period 2002-2006.
Mauritius, on the other hand, had by far the highest EPZ intensity in the sample at 17.7% but reserves accumulation
of only $231 million dollars. If China is included in the sample (with or without Mauritius), the regression line shows
a very slight upward slope, that is, a positive relation between EPZ intensity and reserves accumulation.
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There are many possible explanations for this finding of a negative relationship between EPZs and
reserves. The first issue is that many factors affect foreign exchange accumulation. The proper test
would be to control for other determinants of reserves accumulation and thus to isolate the impact of
EPZ intensity. Even this methodology is not straightforward, since some of the standard variables
expected to influence outcomes might also be influenced by the presence of EPZs. For example,
EPZ incentives could attract resources from the rest of the domestic economy, reducing export
capacity there. Or, EPZ exports could lead to currency appreciation that dampens export activity
outside the EPZ. In their oft-cited study of the catalytic effect of EPZs, Johansson and Nilsson
(1997) provided one of the few fully-specified models of EPZ contribution to national exports. They
found a positive effect in the case of Malaysia and a negative effect for Mexico and the Dominican
Republic, indicating that EPZs can influence national economic performance behavior differently
in different countries and that static benefits do not necessarily imply a positive impact on the rest
of the economy’s performance.

3.4 Wages and the feminization of employment in EPZs

Labor laws governing EPZs are often the same as in the rest of the country, although some countries
have adopted special labor codes which give more flexibility to EPZ-based companies, have relatively
weak labor inspection practices, and give fewer rights to EPZ workers (ILO, 2005, p. 26). “Even
where labor laws are uniform nationally, there is evidence of more lax enforcement of labor law in
EPZs and restrictions on trade union creation and actions, meaning that working hours are longer
and the pace of work is faster; and trade unions are often forbidden (as was the case until recently
in Bangladesh) or at least discouraged (hence the term sweatshops sometimes used in this regard).”
(Cling et al. 2005, p. 786.)18

Most studies of wages in EPZs find that they are at about the same level as wages for equivalent work
in the rest of the economy. Much of the wage research has been on the apparel sector. Focusing
on Asian apparel EPZs, Romero (1995) and Kusago and Tzannatos (1998) found no significant
difference between EPZ wages and wages in non- EPZ apparel firms. Cling et al. (2005) found
that EPZ remuneration in Madagascar’s EPZ was not significantly different than pay in the non-
EPZ formal sector and greater than pay in the informal sector. They conclude that “being hired
in the Zone Franche therefore improves a workers situation compared with previous employment,
as concluded also by Nicita and Razzaz (2003).” (Cling et al. 2005, p. 799) Jenkins (2005),
using evidence from a business survey, finds that “salaries paid by the great majority of EPZ firms
are higher than the reported median salary paid in the Costa Rican local economy for the same
occupation group.” (Jenkins 2005, p. 22) And Aggarwal (2007), in a detailed cross-sectional study
of Indian EPZs, finds that workers report average wages in the zone at about the same level or just
slightly below factory wages outside the zones.

Thus despite the well-documented problem of a lack of enforcement of existing labor laws in the
EPZs of many countries, and in some cases the existence of reduced standards within EPZs, wage
rates in EPZs have been found not to be below those outside EPZs. One reason may be the
relatively high productivity of labor in EPZs. Cling and Letilly (2001, p. 19) note that EPZs may

18This paper will not cover the issue of labor legislation and its enforcement in EPZs. For surveys on this topic,
see ILO (2003, 2003a) and references therein.
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also need to keep wages up in order to retain workers or to attract better ones.

The female intensity of EPZ employment has been well documented, with women accounting for over
70 percent and sometimes over 90 percent of EPZ jobs.19 EPZ-based companies in the Caribbean
“have shown a strong preference for women workers, because they are cheaper to employ, less likely
to unionize, and have greater patience for the tedious, monotonous work employed in assembly
operations.”20 Similar criteria dominate in EPZs around the globe.

But the feminization of EPZ employment appears to have peaked and may be in decline, although
because of China’s share of global EPZ employment, it is difficult to draw a conclusion without more
detailed information on female intensity of EPZ work there. Past studies of the gender composition
of employment in EPZs have tended to find female intensity higher where the skill intensity of
production is low. When EPZ production shifts into higher-technology production, such as some
aspects of electronics or business services, then the female intensity generally declines if women are,
on average, lower skilled. According to Cling and Letilly, 2001):

The educational level of the women in host countries is a key determinant of the balance
between men and women employees: whereas in Malaysia and Taiwan, many of the
technicians are women, the situation is very different in poorer countries; rather than
retrain the largely female labour force already employed when the technological content
of the production is increased, EPZs in these countries prefer to hire better qualified
men. (Cling and Letilly, 2001, p. 19)

4 Quota Phaseout in Clothing and Textiles

Recent developments in EPZ activity cannot be adequately addressed without paying special at-
tention to the apparel market. Apparel accounts for the largest share of EPZ exports by value and
employment and this sector has undergone a radical policy shift over the past ten years with the
phaseout of the Multifiber Arrangement (MFA).

As a result of the quotas on apparel products trade introduced in 1970 in the U.S., Canada and
Western Europe, over fifty countries had exported to these markets. 21 Many EPZs were established
as a result of the MFA, as firms migrated globally to obtain quota shares in different countries as
specified under the MFA.22

The phaseout of the quota system under the MFA occurred under the Agreement on Textiles and
Clothing (ATC) of the Uruguay Round of multilateral trade negotiations. The phaseout took
place over a ten-year period, with the ATC ending on December 31st 2004, but the bulk of the
liberalization in fact took place at the very end of this period. So we now have just over two years
of trade data showing the total effect on world trade patterns.

19Country details are reported in ILO (2003).
20Safa (1994, p. 258), cited in Heron (2004).
21Gereffi (2006), p. 22.
22Jayanthakumaran (2003), p. 63.
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Figure 8. World Apparel Trade by Country, 1990-2006 ($US Billions)

Country 1990 1995 2000 2006

Northeast Asia
China 10.2 24.0 36.1 95.4
Hong Kong 15.7 21.3 24.6 28.4
Korea, Rep of 7.9 5.0 5.0 2.2
Taiwan 4.2 3.5 3.5 n.a.
Southeast Asia
Indonesia 1.6 3.4 4.7 5.7
Thailand 2.8 5.0 3.8 3.7
Vietnam 0.1 0.9 1.8 3.5
Philippines 0.7 1.1 2.5 2.3
Malaysia 1.3 2.3 2.3 2.8
Cambodia 0.0 0.1 1.0 2.0
Singapore 1.6 1.5 1.8 1.7
South Asia
India 2.5 4.1 6.2 6.6
Bangladesh 0.6 2.0 3.9 4.4
Pakistan 1.0 1.6 2.1 3.9
Sri Lanka 0.6 1.1 2.6 2.8
Central and Eastern Europe
Turkey 2.2 6.1 6.5 11.3
Romania 0.4 1.4 2.3 4.4
Poland 0.4 2.3 1.9 2.2
Bulgaria 0.1 0.4 0.7 n.a.
Africa and the Middle East
Tunisia 1.1 2.3 2.2 3.3
Morocco 0.7 0.8 2.4 3.2
Jordan 0.01 0.03 0.1 1.3
Mauritius 0.6 0.8 0.9 0.8
North America
Mexico 0.0 2.7 8.6 6.3
Dominican Republic n.a. n.a. 0.01 0.01
Costa Rica 0.1 0.1 0.4 0.5
Haiti 0.1 0.0 n.a. n.a.

Sources: UN COMTRADE Database, Gereffi (2006)
Notes: For the following countries the most recent observation was 2005: Thailand, Vietnam,
Philippines, Cambodia, Singapore, India, Bangladesh, Sri Lanka, Poland, and Tunisia. Also note
that n.a. denotes not available.

China has been by far the great beneficiary of the phaseout of textile and clothing quotas. Figure
8 shows world exports of apparel for a number of developing countries. Since the quota phaseout
began in 1995, Chinese apparel exports more than tripled by 2006, two years after the phaseout
was completed. Chinese exports were $95 billion, and are expected to rise by much more as the
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effect of the final phaseout works its way to completion. Already the major single-nation exporter
of clothing in 2001, China’s share of U.S. apparel imports doubled to 26% in 2005, from 13% in
2000. Hong Kong (China) also has made large gains, increasing exports by almost $4 billion since
2000.

A number of countries have been able to retain or even expand their market shares even as China
has captured the majority of world markets, including Vietnam, Cambodia, Sri Lanka, and Turkey.
They have succeeded succeeded either by having labor costs that are even lower than China or by
actively seeking to raise productivity.

Other countries have clearly been devastated by Chinese competition. For those categories of
apparel for which quotas ended in 2002, the Chinese share of U.S. imports rose to 65% in 2006,
from 21% in 2002, while U.S. imports from Mexico and the Caribbean fell from a share of 16%
to just 4%. Both the Dominican Republic and Costa Rica, for example, saw their shares of U.S.
apparel imports shrink by 25% and 66%, respectively between 1998 and 2004, even before the final
phaseout occurred. For those categories of clothing with quotas removed in 2005, the Chinese share
of the U.S. market went from 11% in 2001 to 46% in 2006.23

While Mexico’s export base is now quite diversified (apparel accounts for 5% of exports and elec-
tronics is the dominant employer in the EPZs), its apparel exports are expected to fall by billions
of dollars. Many other countries are heavily dependent on apparel exports for foreign exchange and
employment, including a number of Caribbean, South Asian and North African countries. EPZ
production is extremely vulnerable in Madagascar, Dominican Republic, Mauritius, Tunisia and
Lesotho among others because most EPZ employment in those countries is in apparel production.24

With the phaseout of apparel quotas, regional trade agreements became less important as drivers
of apparel trade. For example, the percentage of U.S. apparel imports that come under U.S.
agreements with Latin America, South America and the Caribbean (NAFTA, CBPTA, DR-CAFTA
and Andean requirements) fell from 23% in 2002 to 18% in 2006.25

A further consequence of MFA phase-out is that agreements related to the quota system are rendered
ineffective. An example is the U.S.-Cambodia Agreement which links improved labor standards (as
monitored by the ILO) to increases in Cambodia’s apparel shipments to the U.S. The Agreement
had been lauded as a potential model for raising labor standards through a linkage to international
trade– a “carrot” rather than a “stick.” (see Berik and Rogers, 2006). The Agreement has effectively
become inoperative because there is no longer a quota to increase. With the Agreement’s de facto
demise given the ending of apparel quotas, there are reports of a collapse of the gains to labor
rights and labor standards that had been made under the Agreement.26

The basis for China’s great success in clothing exports is low unit costs. Figure 9 shows an inter-
national comparison of labor costs. Average hourly wages in China are $0.90, compared to $1.60
in South Africa, $1.80 in Mexico and $5.10 in Korea. Note that a number of countries have lower
hourly wages than China (India, Sri Lanka, Indonesia and Pakistan in Figure 9) and these are

23National Council of Textile Organizations (2006)
24Cling and Leitilly (2001).
25National Council of Textile Organizations (2007).
26See ICFTU (2005).
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among the countries that have maintained export market shares under quota phaseout.

In addition to low wages, China has an abundance of both high-skill and low-skill workers, and a
record of lax enforcement of labor standards. China benefits from an undervalued currency, and
from an ability to operate at very large scale, allowing the capture of scale economies. All these di-
mensions are attractive to large transnational corporations, who have been additionally motivated
by China’s FDI-oriented EPZ policies. China’s EPZs (Special Economic Zones or SEZs) were first
established in 1980, but already in 1991, China removed any special privileges to foreign investors
in the SEZs by establishing the same terms for all FDI into China as was previously granted only
to FDI in the SEZs. Moreover, beginning in the late 1980s, production facilities in China could
be fully foreign-owned as long as either at least half of the output was for export or the facility
produced technologically advanced products, ones where incumbent or Chinese firms lacked the
relevant technology.27 Chinese FDI increased slightly after 1986, then skyrocketed with the liber-
alization of FDI in 1991. At the same time (that is, 1991), not surprisingly, exports by foreign
investment enterprises in China rose steadily in absolute terms and most impressively as a share of
total Chinese exports, reaching over 50% in 2000 and continuing to grow thereafter.28

Figure 9. Labor Costs in Apparel Production in 2000, Selected Countries
($US per hour)
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Apparel production is increasingly dominated by large TNCs, and the ability of China to host
extremely large-scale operations is important to low-cost production – single factories with tens
of thousands of workers are not unusual, with large plants employing 50, 000 and even 80, 000

27Graham (2004), p. 90.
28Ibid, chart 3.
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workers.29 In this case, scale economies are both internal to large firms, and also external to any
individual firm, the result of the creation of pools of specific resources, workers with specialized
skills, local firms offering specialized services, etc. 30 UNCTAD (2005, p. 19) correctly predicted
that the phaseout of quotas would lead to a consolidation into even larger companies and a smaller
number of supplying countries, mainly to leverage achievable economies of scale.

The result of such low cost and high scale production is apparel prices far below those in most of
the rest of the world. Figure 10 presents comparative price data in the apparel sector. China’s
price advantage for these standard items ranges from 32% for men’s woven shirts to 70% for cotton
knit shirts. This constitutes a formidable price advantage and it supports those predictions that
China’s market share for items with quotas phased out at the end of 2004 will continue to rise to
the high 60% levels attained for items with earlier quota phaseout dates.

Figure 10. Prices for Selected Apparel Products in 2003, China and ”Rest of World”
($US per piece)
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China’s multifaceted competitive prowess puts enormous pressure on other, non-Chinese producers,
encouraging strict control of wages and labor standards and downward pressure also on profit
margins. According to Gereffi (2006):

China’s reliance on global buyers and its survival of the cheapest approach has created
a production glut that places enormous pressures on wages, working conditions, and
profit margins at the factory level. A typical export factory in southern China pays a
salary of $40 per month, which is 40 percent less than the local minimum wage. Workers
put in 18 hour days with poor workplace conditions, minimal training and continual
pressure to boost output. (Gereffi, 2006, p. 19)

29Kaplinsky (2005), p. 193.
30Graham (2004) p. 96
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4.1 Limits to Chinese Market Share Growth

Outside of China, EPZ production of apparel will be at reduced levels in most countries, but there
are a number of reasons why China may not be able to exceed the 60-65% U.S. market share
that it has attained in 2007 in most apparel products. One is that some countries have been able
to keep unit costs low and competitive with China. Figure 9 shows that a number of countries
have lower labor costs than China, including Sri Lanka and Pakistan, and they have continued to
expand apparel exports through the phaseout period. In addition to low costs, an ability to keep
productivity reasonably high will be crucial to future competitiveness, and Vietnam, Sri Lanka and
Cambodia among others have had success in this regard.

A second limit is the special textiles safeguards provision of the Chinese WTO accession agreement
that lasts until Dec. 31st, 2008. The U.S. invoked this provision in December 2003 at which time it
placed import quotas on five categories of Chinese exports which had been liberalized in 2002. The
impact on trade is clear: The Chinese share of U.S. imports for apparel categories removed from
quota control in 2002 has risen quickly to 65%. Those categories removed from quota in just 2005
are already at about 55% import share to China. For safeguarded apparel categories the Chinese
market share is at about 15%.31

From 2009 to 2013, WTO members may also invoke standard WTO safeguard measures, but
selectively against Chinese imports. The WTO Safeguards Agreement allows countries to restrict
imports temporarily “if its domestic industry is injured or threatened with injury caused by a surge
in imports.” Also, antidumping measures against Chinese imports can defer application of the
unrestricted trade arrangement until December 2016.32

A third reason is that for some products, a part of market demand can only be met from close
geographical proximity. So-called “lean retailing” or “mass customization” requires that firms be
able to replenish or adjust stocks very quickly. Writing about the apparel supply chain, Abernathy
et al. (2004, p. 44) note that , “elapsed time between order and delivery has become far more
important as a competitive factor.” This generally means that some portion of sourcing will be
done in close proximity to the market and be flexible enough to deliver “made-to-order products
requiring short delivery times,” sometimes as short as 24 hours (Sargent and Matthews, 2004).
Thus, for example, some Mexican and Caribbean and even domestic US productive capacity will
be needed to meet the U.S. retailers’ need for “fast fashion.” Sargent and Matthews (2004) find
that a number of TNCs sourcing in China are also sourcing in Mexico, in spite of higher costs there,
because of its proximity to the U.S. market. These firms have adopted a dual sourcing strategy:

To improve response time, the Chinese plant may be assigned to manufacture one million
untis and Reynosa [the Mexican location] will be used to produce anything above that
number. Using this dual sourcing strategy, the parent company can take advantage
of lower costs in China yet still keep inventories low and respond in a matter of days
rather than months to the frequent rush orders placed by their very large, powerful
and unforgiving customers (retailers such as Wal-Mart and Home Depot). (Sargent and
Matthews, 2004, p. 2023)

31National Council of Textile Organizations (2007).
32See UNCTAD (2005), p. 24.
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Eastern European including Turkish EPZs have similar possibilities with respect to the EU market,
in spite of costs well above Chinese levels, and have shown robust apparel exports in some cases
even during the phaseout period.

A fourth issue is the riskiness of sourcing so completely in one country. Lead firms in the apparel
supply chains are likely to seek some diversification of sourcing in an effort to reduce the risks of
a major supply shock in the even to disruption to the production flow in China. Recent cases of
unsafe product quality in Chines shipments of food, pharmaceuticals, pet food and toys may spur
a greater diversification of sourcing by lead firms.

Finally, at some point, Chinese labor markets are likely to tighten and Chinese labor standards
likely to rise, rendering other countries more competitive with China. To date, there is anecdotal
evidence of some upward pressure on Chinese wages, but there is little sign of a convergence of
Chinese wages on those of industrialized countries. China, which has clearly made great progress
on industrialization, does not yet appear to have begun the expected process of a convergence of its
wages to those of the newly industrialized countries of East Asia. According to Hung (2007), “The
high investment rate and low consumption rate in the Chinese economy stand in sharp contrast to
the developmental pattern of Taiwan and Korea, which witnessed a fixed asset investment rate of
about half of China’s current rate and a consumption rate of about double China’s current rate.”

China’s non-industrial labor force is enormous and during the 1990s, as state-owned enterprises
were consolidated, manufacturing employment actually fell, further hampering the pace at which
convergence occurs. Chinese employment in EPZs rose ten million between 2002 and 2006, That is
the estimated number that jobs must be created annually in order to absorb the expanding labor
force there.

5 Linkages to the Domestic Economy

It has been recognized for decades that for EPZs to contribute to sustained economic development
they would have to be linked to the rest of the economy. Jenkins (2005, p. 24) puts it succinctly:
“The strength of the linkages between EPZs and the rest of the domestic economy seems to play an
essential role in determining whether, and to what extent, the host nation benefits from opening
EPZs.”

The problem has always been that by their nature, EPZs resist such links. For one, EPZs are
generally created precisely to attract foreign firms because domestic firms are not competitive
internationally and are not able to generate foreign exchange.33 Thus, from the start, domestic
firms are generally behind in their capacity to provide low-cost, high-quality inputs to production
in EPZ. Second, EPZs are generally defined by an allowance of duty-free imports of material inputs.
Non-EPZ firms cannot import inputs duty free.34 This puts domestic firms at a cost disadvantage

33Schrank (2001) notes that EPZs reconcile the disparate interests of governments seeking to promote jobs and
exports, foreign firms seeking profitable production conditions and domestic firms who are not internationally com-
petitive.

34Thus to protect domestic producers, a number of countries (Kenya and Tanzania, for example) limit the amount
that EPZ-based firms can sell to the domestic economy.
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in input production. According to Madani (1999, p. 28) “...the tariff free inputs for the firms in
the zone act as import subsidies competing against domestic input production and discouraging
creation of backward linkages.”35

Add to this factor that EPZs are dominated by foreign firms with well-established relations with
foreign input producers. It is not surprising, then, that most research from the 1990s finds very
little evidence of backward or forward linkage creation. In this section we look more closely at this
issue and consider those factors that seem to be correlated with better EPZ performance.

5.1 Backward Linkages

The economic development consequences of EPZs are said to hinge on their direct effects on employ-
ment, exports and foreign investment, but also on their longer-term effects on the economy, that
is the backward and forward linkages they generate. Since EPZs are geared for the export market,
the likelihood of forward linkages (sales of EPZ output to the domestic market) are minimal. Thus
it is backward linkages – the purchase of inputs from the domestic market and the subcontracting
by EPZ enterprises to domestic firms – that are often the focus in the analysis of development.

While EPZs vary in terms of their importance overall for developing country economies, these
special zones have in most cases been in operation long enough to have had time to spill over
into the non-EPZ economy. Nonetheless, most studies of the amount of backward linkages find
them to be minimal, with domestic orders remaining at a very low level and technology spill-overs
rare. There are some important exceptions, including South Korea, where the share of inputs
purchased from the domestic economy rose from 13 percent in 1972 to 32 percent in 1978 and
remained at that high level through the 1980s (Kusago and Tzannatos, 1998). The Korean EPZs
were established to attract foreign investment and promote the electronics sector. Thus the level
of integration is particularly impressive given that about 80 percent of investment in the EPZs was
foreign. The state played an important role in fostering the linkage by providing duty drawbacks
to non-EPZ firms in its “equal footing policy.”36 Taiwan experienced a similar transformation,
with domestic inputs accounting for only 5 percent of inputs in 1967 and rising to 27 percent by
1978.37 In Mauritius EPZs, 41 percent of material inputs were purchased domestically (Willmore,
1995). Domestic Mauritian firms have invested in EPZs at higher rates than in most countries,
introducing stability in the EPZ sector and creating the foundation for technology and knowledge
internalization.38

The Korean, Taiwan and Mauritius examples of considerable linkage between the EPZs and the
rest of the economy are exceptional. More common is the range of 3% to 9% of inputs purchased
domestically, reported for Sri Lanka, Philippines, Guatemala and El Salvador in the mid to late
1990s. In the Dominican Republic in 2004, after 30 years of EPZ presence and robust growth

35Heron (2004) makes this argument for the case of Caribbean exporting companies operating under the U.S.
9802.00 tariff scheme that provides tariff- and duty-free treatment only for products made from U.S. components.
The African Growth and Opportunity Act (AGOA) suspended rules of origin stipulations on low-income countries.
See Gibbon and Ponte (2005).

36Engman et al. (2007), p. 39.
37Cited in Heron (2004), pp. 220-221.
38Baissac (2003), p. 72.
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in EPZ exports and employment, EPZs purchased 0.0001% of material inputs from the domestic
market.39

Evidence of technology spillovers is also rare, as the low-skill assembly type production so common
in EPZs is simply not conducive to technology transfer. And the higher skill-intensive EPZs, such
as those involving software or other business services are often enclaves and de-linked from the rest
of the economy except for its high-skill labor force.40

There are numerous practical reasons for the failure of EPZs to generate the hoped-for backward
linkages to the domestic economy beyond the structural ones described above. For one, EPZ
firms are engaged mainly export and thus require low-cost inputs at a level of quality required
for successful global competition. Domestic firms may not be able to supply this. Second, the
domestic economy may simply lack the raw materials needed for production. Third, the lack of
technological spillovers to the domestic economy results from the fact that most EPZ production is
low-skill intensive. The technology is embodied in imported capital and the knowledge is embodied
in management. Evidence shows, for example in the case again of South Korea in the mid-1980s,
that knowledge transfers increase when the skill intensity of production rises.41

Researchers in the 1990s sought to shift the notion of backward linkages to capture insights from
the new growth theories. Johansson (1994) and Johansson and Nilsson (1997) in particular argued
that these new theories captured the importance of externalities in the area of human capital
accumulation, including learning-by-doing and on-the-job training that could pass into the rest of
the economy, raising productivity there. But there remains little evidence for this view with respect
to EPZs. Johansson and Nilsson found such a catalytic effect in the case of Malaysia, but found
negative externality effects in Mexico and the Dominican Republic. They hypothesized that the
existence of EPZs in these countries had allowed the building of anticompetitive protections in the
rest of the economy, leading to a net negative effect on exports.

5.2 Correlates of EPZ Success

Rather than listing the usual reasons for the lack of backward linkages and technological spill-overs,
a more useful approach to this important issue is to consider linkages and spill-overs from EPZs
as contingent. In other words, countries with similar intensity and duration of EPZs have had
very different development experiences. Consider South Korea and the Dominican Republic, both
of which first instituted EPZs over thirty years ago. Korea was able to upgrade, raise education
and skill levels and to build a diverse industrial base outside of EPZs. In the Dominican Republic,
EPZs generate very little backward linkage despite their long-standing presence and their success
in generating exports. Such a comparison raises the likelihood that it is institutions and activities
outside the EPZs that account for the differences. Research on EPZs and economic development
offers a few possible correlates of EPZ success. Case studies show that these linkages are found to
be greater under certain conditions, including:

39Engman et al. (2007, pp. 34-35).
40Most studies of EPZs address this issue in some way. See, for example See Heron (2004) on Jamaica, Armas and

Sadni Jallab (2002) on Mexico, Aggarwal (2007) on India and ILO (2005) on Madagascar.
41Engman et al. (2007).
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(1) When EPZ activity focuses on more high-tech sectors such as electronics rather than low-
tech sectors such as apparel. This insight draws from the East Asian experience with EPZs,
where a number of countries used electronics production in EPZs to slowly build exports and
linkages to the domestic economy.

(2) When the domestic market is larger. Size implies not just the presence of a domestic market,
but also an ability to support large-scale production and a large infrastructure. Schrank
(2001) emphasizes this factor in discussing Mexico’s export success and to elaborate the
difficulties of building links to the domestic economy when that economy is small and lacks
the potential for diversity that linkages can bring.

(3) When the baseline level of industrial development of the economy is higher.

(4) When the state is more activist and focused on economic development within the customs
area, that is outside the EPZs. This point emerges not only in the discussion of the East Asian
NICs but also in the cases of Dominican Republic, Costa Rica and Mauritius. In each case,
even when there was heavy reliance on EPZs, the state actively pursued an industrial policy
that involved careful management of EPZs and gradual development of domestic absorptive
capacity. Baissac (2003), for example, in an analysis of Mauritius, emphasizes not only
management of the domestic economy, but also careful administration of the EPZ itself. The
Mauritian state capably managed EPZ costs and encouraged domestic ownership of EPZ
firms, which created greater integration of the EPZ and non-EPZ economy.

Thus the more of these features are present, the more likely is the prospect for the creation of
spillovers and backward linkages. There is of course a common characteristic of these correlates of
EPZ success: it is that the success of EPZs is not related to how many or large the EPZs are, but
to the degree of state capacity, domestic entrepreneurship, educational attainment and absorptive
capacity outside the EPZ. To some extent, then, the focus on explaining why some countries have
succeeded with EPZs and others not, requires an analysis of conditions beyond the EPZ itself.

Another feature of this list of correlates of EPZ success is the tautological sounding one that
the economy must have already achieved some success – in terms of technological upgrading or
industrial development – in order for EPZs to be successful, as indicated in points (1) and (3)
above. Madani (1999) distinguishes between those countries that sought to implement EPZs as
engines of growth and those countries, such as South Korea, Taiwan and even the United States,
that introduced EPZs only after they had fairly advanced manufacturing sectors with export success
(Madani, 1999, p. 18). In Taiwan, for example, manufacturers accounted for half of exports before
FTZs were introduced in the 1960s (Rhee, 1990, p. 43). In such cases, it is much easier for
policy to move past the EPZ phase, and implement a nationwide industrial policy. According to
Gereffi, “Many early exporters, such as Korea, Mexico and Taiwan (China), dispensed with the
EPZ model relatively quickly, and allowed generalized export incentives to all companies located
in their economies.”42

Point (4) is perhaps the most contentious of the four correlates of EPZ success, since it begs the
large question of the role of the state in economic development. There is a strong line of scholarship
that sees EPZs as having been crucial as a “greenhouse” for reform in East Asia, spanning from
South Korea, Hong Kong and Singapore in the 1960s and 1970s to China in the 1990s and 2000s.

42Gereffi (2006), p. 10.
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In this view, EPZs are a positive first step that encourages the state, domestic entrepreneurs and
foreign TNCs to push for a broader liberalization.43 This is relevant to the Chinese case. EPZs in
China were originally set up in limited fashion as enclaves to attract FDI and only then spread more
broadly across cities and then across the country. Graham (2004) argues that SEZs in China in the
1980s constituted a political compromise between pro-and anti-reformers, and that the experience
with SEZs and foreign investment in the 1980s provided experience for the government and foreign
firms that both led to the great expansion of FDI and exports in the 1990s and 2000s and that
would not have been gained had there been a more blanket liberalization at an earlier point in
time.

These arguments have been forcefully rebutted by those claiming that the key was the coherence
and power of state-led industrial policy, what Robert Wade refers to as “governing the market.”
Amsden (1989) focuses on the Korean state’s capacity to provide subsidies for export promotion
and productive investment (what she terms intentionally getting prices “wrong”) and at the same
time to impose a system of “reciprocal control,” whereby cost control is achieved not just through
the suppression of wages and labor rights, but also through the imposition of performance standards
on domestic entrepreneurs as a condition for continuation of protective state subsidies.

Schrank (2005), focusing on the case of the Dominican Republic, argues that the EPZ-as-first-
step view and the developmental-state-governing-the-market view both may overstate the claims
for development policy. He points instead to the role of a broader, developmental community
that often emerges not from central governments (be they liberal or interventionist), but from
provincial elites, that is domestic entrepreneurs (often located outside historical industrial centers)
who ally with foreign investors to promote impressive export expansion. He cites examples from
the Cibao Valley in Dominican Republic, the machine tool industry in Penang Malaysia, the varied
manufactured exports from Chihnuaha, Mexico as well as various provincial efforts in China.44

It is beyond the scope of this survey paper to reconcile these views on the role of the state in
managing EPZs in economic development. Instead, we turn to a discussion of some global economic
and then political forces that pose a challenge to EPZ-oriented development strategies.

6 Structural Challenges to EPZ Success

Our list of correlates of EPZ success ignores the global economic forces at work independent of
any single nation’s policies or entrepreneurship. It is important to recognize these forces as we
consider further the possibility of using EPZs to begin the process of raising production and living
standards. We start with the notion of industrial upgrading in global value chains and look at it
from a global perspective before turning back to the question of EPZs and national performance.

43See Radelet and Sachs (1997), Radelet (1999) on Korea, Ge (1999) and Graham (2004) on China.
44Wong and Tang (2005, p. 309) note that there have been 3,837 development zones in China, among which

only 6% are approved by the State Council and the rest are approved by provincial governments or those below the
provincial level.
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6.1 Upgrading in Global Supply Chains

In the absence of clearly identifiable backward linkages, EPZ activity could still produce benefits for
the rest of the economy through industrial upgrading. Such upgrading is typically defined as moving
into higher-technology and higher value added activities along a given supply chain. Upgrading
is characterized as the move into more and more sophisticated aspects of the production process.
Firms begin with assembly operations, putting together parts imported from elsewhere. In this
stage, the main source of value added is labor. With learning, these firms move into the sourcing of
raw materials locally and manufacturing products following buyer specifications, so-called original
equipment manufacture. With even greater knowledge of technology, design and marketing, firms
then can move into original brand-name manufacturing, or OBM, in which the entire value added
from production accrues to the firm. 45

There are a number of cases of successful upgrading, some of which used EPZ arrangements. Most of
these are the East Asian NICs. Others have been less successful in upgrading, including Mauritius,
even before the phase-out of quotas and the disruption of its Madagascar-based production as
a result of the violence and economic disruption due to the political crisis there. Despite an
unfavorable cost structure, Mauritian firms succeeded with high productivity and high quality
production, as well as preferential access to the EU market through the Lome convention and
access to the U.S. market through its MFA quota share. Gibbon and Ponte (2005, p. 91) report
that efforts to move into own-design and own-brand clothing was costly and unsuccessful, as it
moved Mauritius firms away from their core competence: “Mauritian companies were simply too
far from end markets to set, or even closely follow, fashion trends.” These firms shifted back to a
strategy of horizontal expansion based on large-scale, and including overseas, production.46

In much of the analysis of industrial upgrading, it is assumed that higher-technology production
also is higher-value added, and that higher value added translates to higher wages and better work
conditions. There are two possible points of slippage here. One is the question of whether upgrading
technology necessarily raises value added. The other is the question of whether industrial upgrading
necessarily brings social upgrading, where we define the latter as better pay, benefits, standards
and rights for workers.

Preliminary evidence brings some skepticism on both issues. While developing countries have had
great success over the past twenty years in expanding their share of global exports of manufacturers,
they have not been nearly as successful in capturing the share of global value added. Figure 11
shows the growth in these two measures since 1980. If we define “upgrading” as that where the
percentage increase in the share of manufacturing value added rises by 30% or more of the increase
in the percentage increase in the share of manufacturers exports, then we find that from 1980
to 2004 “upgrading” occurred only in a few cases, and most of those were in East Asia – Hong
Kong, Korea, Malaysia, Singapore, Thailand, China. The only others that meet this threshold for
upgrading were India, Chile, and Columbia.

45 See Gibbon and Ponte (2005) chapter 3 for an overview of the upgrading literature.
46See also Nathan Associates (2003).
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Figure 11. Exports, Value Added, and Industrial Upgrading 1980-2004, Selected Coun-
tries

(1) (2) (3)
Growth of Share in Growth of Share in Industrial

World Manufacturing World Manufacturing Upgrading
Exports, 1980-2004 (%) Value Added, 1980-2004 (%) (2)/(1)

Latin America

Argentina 6 -25 -3.98
Bolivia 129 -14 -0.11
Brazil -29 -23 0.79
Chile 122 40 0.33
Colombia 37 11 0.30
Costa Rica 526 41 0.08
Ecuador 87 -12 -0.14
El Salvador 163 13 0.08
Guatemala 101 -3 -0.03
Honduras 364 30 0.08
Mexico 672 5 0.01
Nicaragua 147 -53 -0.36
Panama 17 -7 -0.40
Paraguay 85 0 0.00
Peru -31 -21 0.69
Uruguay -53 -42 0.78
Venezuela 95 -16 -0.17
Emerging Asia

Hong Kong SAR 117 42 0.36
Indonesia 703 111 0.16
Korea, Republic of 69 176 0.16
Malaysia 480 173 0.36
Philippines 510 -13 -0.02
Singapore 156 106 0.68
Thailand 521 202 0.39
China 723 446 0.62
India 83 110 1.34

Source: Milberg and von Arnim (2007)

The evidence shows that developing countries have very successfully expanded their share of world
exports of manufactured goods. But in general their share of manufacturing value added has
not increased proportionally. As a result, most developing countries, and in particular all of the
sample Latin American countries, cannot be described as having upgraded. Mexico is a particularly
extreme case, having seen a more than six-fold export share expansion and effectively no increase
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in its manufacturing value added share. 47 Korea and India, by contrast, experienced “super-
upgrading”, as their share of world manufacturing value added rose by more than their share of
world exports of manufacturers. Note that China had massive expansion of both its manufacturing
export share (723%) and its share of manufacturing value added (446%).

The second issue we raised above about upgrading was the degree to which higher value added
production has led to social upgrading. The issue here is about the distribution of the value
added in EPZ production. A main difficulty here is that in most countries EPZ production is, by
construction, dominated by foreign firms. These firms receive long tax holidays on profits taxes
and are usually free to repatriate profits. There is very little data available on profits from EPZ
production. Recent studies indicate that profits are often repatriated, and thus an important source
of value for reinvestment or social upgrading is channeled away from the domestic economy. In
a comparative study of Costa Rica and the Dominican Republic experience with EPZ-intensive
export growth strategies, Sanchez-Ancochea (2006) describes Costa Rica’s success in moving from
apparel to more high-technology exports, driven most notably by the $300 million investment by
semiconductor producer Intel, which employs over 3,000 people and is the country’s largest exporter.
But because most value added went into TNC profits, the bulk of which were repatriated, the move
to higher value added EPZ production did not in that case lead an expected developmental push.
Sanchez writes that the new export sectors still lack sufficient linkages to the rest of the economy
and most of their value added goes into profits for transnational corporations.

Jayamthakumaran (2003) finds that most of the six countries she studied did not realize their
expectation in terms of EPZ generation of domestic profits, and that this might be a crucial factor
in future support for EPZs:

The zones have provided an efficient means of absorbing surplus labor in the initial
stages. However, as industrial development proceeds, the expectation is that the gap
between market and national interest in the EPZs will tend to disappear. National
interest may hold only if the zones generate private profit to domestic shareholders.
(Jayamthakumaran, 2003, p. 63)

6.2 Export-led Industrialization and the Fallacy of Composition

Export-led industrialization hinges on the capture of foreign demand to induce resources to non-
traditional and higher-productivity sectors, allowing an increase in productivity to translate into
higher living standards with a potential cumulative effect in which export revenues also ignite
income growth through the foreign trade multiplier. EPZs, envisioned as an export platform, are
often perceived as in the vanguard of a country’s export-oriented growth strategy. Liberalization,
it is hoped, will bring inward direct investment from globally competitive firms and boost foreign
market access. Cling and Letilly (2001, p. 2) write that “The adoption of export-led growth
strategies by developing countries is directly responsible for the considerable expansion of export
processing zones in recent years.”

The simultaneous pursuit of net export growth by many countries around the world has revealed
47Similar findings on Mexico are reported in Moreno-Brid (2005).
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a weakness at the global level, sometimes referred to as a “fallacy of composition” problem. That
is, while it may be advantageous for one country if it alone achieves exporter status in a particular
industry or even in aggregate, but there are systemic issues when many countries at once pursue
growth through export markets. First there is the adding up problem: on a global scale imports
are, by definition, equal to exports. That is, not all countries can at once achieve positive net
exports. The large U.S. trade deficit over the past 10 years ($765 billion in 2006) has allowed many
countries to achieve positive net exports. But if the U.S. position were to adjust to a smaller deficit
or to balance, that would put a significant damper on net exports outside the U.S.

A second aspect of the fallacy of composition problem with export-led industrialization is the
dampening effects on the terms of trade brought by massive entry into export markets, especially
for relatively low value added and homogenous products, as found often in the apparel and consumer
electronics areas. Continual entry by countries expanding EPZs or starting new ones, so common
even in the past 5 years, and despite existing global excess capacity, has led to a steady decline
in the terms of trade of medium and low-technology manufactures, dampening export revenues for
competing countries, and putting pressure on profit markups, on wages and on labor conditions. 48

Thus the picture on upgrading provided here is supported by data on trends in the terms of trade
faced by many developing countries. The situation would appear to be a contemporary version of
the Prebisch-Singer dilemma. In the contemporary context, developing country firms have made the
transition to manufacturing exports, yet are again suffering the terms of trade stagnation predicted
by Prebisch-Singer in earlier years. 49

Finally, even successful export competition by developing countries raises certain problems, since it
is necessarily accompanied by capital outflows. Traditionally, capital flows from the industrialized to
the industrializing countries was considered essential to provide the credit and embodied knowledge.
Today, the flow of capital is in precisely the other direction, with developing countries sending
hundreds of billions of dollars to the industrialized countries in 2006 alone.

7 Implications of WTO and Regional Trade Agreements for EPZs

We discussed above the implications for world trade of the ending of the WTO Agreement on
Textiles and Clothing. But there are broader implications of WTO regulation for the future of
export processing zones. To the extent that EPZs provide export subsidies, they are considered
WTO-incompatible. Export subsidies – say a tax or import tariff exemption contingent on export
performance – constitute a distortion from the perspective of the WTO principle of equal treatment,
since exporters from EPZs would have a special advantage over those firms not operating in EPZs.50

EPZs are not mentioned explicitly in any WTO Agreement, but export subsidies are in violation
of the Agreement on Subsidies and Countervailing Measures (SCM) of the Marrakesh Agreement
establishing the WTO. Developed countries had agreed to a prohibition on export subsidies in
the Tokyo Round SCM Agreement in the GATT concluded in 1979. Domestic content subsidies

48See Mayer (2001) and Blecker and Razvi (2005) for empirical evidence of this phenomenon.
49For a review of the evidence on the terms of trade, see Kaplinsky (2005).
50This perspective on EPZs also informs the overall World Bank skepticism towards EPZs as distortionary, following

the economists. See note 5 above.
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were regulated for developed countries in Article III of the 1947 GATT. New to the WTO SCM
Agreement was a phase-out provision for developing countries. There are also some implications for
EPZs in the GATS and the TRIMS. This section reviews the SCM Agreement, its definition of a
subsidy and the recent developments on the extension of exclusions from the Agreement. We then
briefly discuss the GATS and the TRIMS Agreements with respect to EPZs. Finally, we consider
the implications of Regional Trade Agreements for the status of EPZs.

7.1 Export Subsidies Under the Agreement on Subsidies and Countervailing
Measures

The various concessional conditions offered under EPZs are generally governed by the WTO Agree-
ment on Subsidies and Countervailing Measures (SCM). An export subsidy is defined in the Agree-
ment “a financial contribution by a government or any public body within the territory of a [WTO]
Member which confers a benefit.”51 The Agreement identifies two categories of prohibited subsi-
dies: Export subsidies are subsidies contingent (in law or in fact) on export performance. Local
content subsidies are subsidies contingent on the use of domestic over imported goods. Some ex-
port subsidies are not prohibited, in particular some agreed-upon agricultural subsidies. Other
export subsidies that are not prohibited may nonetheless be actionable, that is subject to challenge
in the WTO dispute resolution mechanism. This mechanism is not invoked automatically but is
contingent on one (or more) WTO members filing a complaint against another WTO member.

7.2 Exclusion from Export Subsidy Ban Extended to 2015

Article 27.4 of the Agreement on SCM provided for an eight-year period by the end of which
(January 1st, 2003) most developing countries would be required to eliminate their export subsidies,
including preferential tax treatment, duty-free treatment of imported inputs, and any subsidies to
utilities and transport. Article 27.4 stipulates that some countries are eligible for an extension
to the exclusion from the subsidy ban. These countries are WTO members with GNP per capita
below $1000 per year (so-called “Annex VII (b) countries”, since they are listed in Annex VII (b) of
the Agreement) as well as an additional 22 countries who have sought exclusion and who satisfy a
number of other criteria, including world merchandise export market share not greater than 0.1%,
and national income for the year 2000 below US$20 billion.52 These countries have registered or
otherwise indicated their intention to exercise their right to seek exclusion. Countries that have
sought extensions since 2003 are: Antigua and Barbuda, Barbados, Belize, Costa Rica, Dominica,
Dominican Republic, El Salvador, Fiji, Grenada, Guatemala, Jordan, Panama, Papua New Guinea,
St. Lucia, St. Kitts and Nevis, St. Vincent and the Grenadines and Uruguay.

Four countries – Sri Lanka, Bolivia, Honduras and Kenya – who have not yet ‘graduated’ from
the Annex VII(b) list (because they have not achieved the three consecutive years of US$1000 per
capita which is required to move out of Annex VII(b) status) have reserved their right to utilize the
new procedures but are not yet in a position to do so. If Sri Lanka, for example, were to graduate
(most likely this will not occur until 2011) then they could use the procedures which Barbados and

51WTO/Subsidies and Countervailing Measures overview, downloaded July 15, 2007.
52WTO (2001, G/SCM/39)
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other countries have negotiated and are currently using in order to continue to receive an exclusion.
Under the Doha mandate, Article 27.4 countries were allowed extend their exemptions from the
SCM Agreement until 2007. These countries included all countries listed on Annex VII plus the
others who had received special permission for exemption.53

In July 2007, the WTO General Council adopted the decision of the Committee on Subsidies and
Countervailing Measures to allow annual extensions of exemption from the SCM Agreement until
2015 for the 22 countries listed above.54 Annex VII countries that had not notified the WTO of
the desire to an extension back in 2001 are likely not to have the possibility of seeking extensions
in the future, although this has not been resolved definitively.

Officially the end date for the extension is year-end 2013, but the Agreement also keeps in place
a final two-year phase-out, which effectively moves the final export subsidy elimination date to
December 31st, 2015. Appendix 1 lists all WTO-incompatible export subsidy programs designated
as eligible for continuation under the July 27, 2007 decision of the WTO General Council.55

Extension is not unconditional or automatic. Members receiving a continuation of the extension
must undergo an annual review by the SCM committee. The main purpose of the review is to
“verify that the transparency and standstill requirements...are being fulfilled.”56 Transparency is
the condition requiring that governments provide a description of all export subsidy programs in
operation. The standstill mechanism stipulates that the subsidy cannot be modified to be made
more “favorable” to subsidy recipients than it was non September 1st, 2001. For the annual
updating reviews in 2010, WTO members receiving the continued extension must file a special
“action plan for eliminating export subsidies.”57

7.3 EPZs in the Context of GATS and TRIMS

The SCM Agreement is not the only aspect of WTO regulation that affects the operation of EPZs,
although it is of the most immediate relevance.58 EPZ concessions also potentially come under the
regulation of the General Agreement on Trade in Services (GATS) and the Agreement on Trade
Related Investment Measures (TRIMS). The GATS Article II reiterates the most-favored nation
principle for the case of services. Since EPZs offer concessions to only certain companies, this may
imply differential treatment of countries depending on whether they have investments in the EPZ
or not. Such a principle has not yet been tested with a complaint, and there is no explicit treatment
of export subsidies in the GATS. A potential conflict also arises with the national treatment clause
of the GATS (Article XVII), although this article generally has some flexibility for subsidies for
cases in which prior commitments to national companies industry have been made.

The TRIMS agreement also does not refer explicitly to EPZs, but it would seem that EPZs do in
fact constitute a trade-related investment measure and would thus come under the jurisdiction of

53WTO press release 13 July, 2007.
54WTO (2007, G/SCM/120)
55see Appendix for a list of extended programs.
56WTO (2007, G/SCM/120)
57WTO (2007, G/SCM/120)
58This section draws on Engman et al. (2007, pp. 49-50).
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the TRIMS agreement. The Agreement would rule out domestic content requirements and foreign
exchange restrictions (including on a company’s trade balance), as they would be in violation of
Article 5.1 of the TRIMS agreement. But since 1995 there have been no notifications issued. Eng-
man et al. (2007) identify a few recent EPZ developments that may constitute WTO-incompatible
trade related investment measures. An Indian law requires firms in a new round of EPZs to be net
earners of foreign exchange over a five-year period, leading companies to favor domestic over foreign
inputs. Another measure (in a different, unnamed country) links the ability of EPZ firms to sell
in the domestic market to the domestic content of production. These would likely be inconsistent
with the TRIMS Agreement.

7.4 The Status of EPZs in Regional Trade Agreements

EPZs pose a particular dilemma for their treatment under regional trade agreements (RTAs).
RTAs are aimed at reducing trade and investment barriers between signatory countries. EPZs are
not considered part of the national customs area. The inclusion of EPZs in the RTA creates a
likelihood of “trade circumvention” whereby non-members of an RTA who produce in the EPZ of
an RTA member would gain access to the favorable conditions for trade under the RTA. Trade
circumvention, as Granados (2003, p. 5) describes it, is the case of goods “slipping through the
back door without paying tariffs.” An additional problem with trade circumvention is that it puts
local firms in RTA member countries at a disadvantage vis--vis EPZ firms in another country since
the latter would be importing inputs duty free in the EPZ. The risk is that EPZs will lead to
the establishment of regional export platforms, what Granados (2003, p. 10) describes as “insular
mechanisms through which preferential conditions are exploited to place in the other market goods
that pay no tariffs or taxes in the first market.”

As a result of the possible distortionary and unfair role of EPZs within RTAs, some RTAs have
been quite restrictive in attempting to eliminate the likelihood of an export platform as described
above. Others are less restrictive, and some acknowledge the issues but have no explicit limitations
on the treatment of EPZs in RTAs. Granados (2003) ranks Western Hemisphere RTAs in terms
of degree of restrictiveness with respect to RTAs. MERCOSUR is most restrictive. NAFTA is
somewhat restrictive. NAFTA included a commitment by Mexico to end special duty withdrawal
privileges to non-member companies after 2001. In anticipation of this, Mexico implemented the
sectoral promotion program (PROSEC), which granted MFN tariff preference for 5,000 products
used as inputs in 22 different sectors. RTAs that are not explicit about EPZs include the Andean
Community, Panama-Dominican Republic and Dominican Republic-Caricom Agreements.

CAFTA-DR is a regional trade and investment liberalization agreement between the U.S. and its
Latin American and Caribbean trading partners, including . The Agreement extends product
coverage for duty free status into the U.S. as established in the Caribbean Basin Initiative, which
was renewed in 2000 under the Caribbean Basin Trade Partnership Act of 2000, also known as
the “NAFTA parity” Agreement. CAFTA-DR does not require any changes to EPZ regulatory
practices, except for an explicitly requirement to comply with broader WTO obligations, such as
those discussed above regarding Subsidies and Countervailing Measures. 59

59See World Bank (2005, pp. 45, 50)
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EPZ activity may in fact be spurred by CAFTA-DR, for two reasons. For one, the Agreement calls
for free trade in goods produced in EPZs as long as they satisfy rule of origin requirements. Second,
and in particular with respect to textiles and apparel which are often produced in EPZs, the rule of
origin standards have been made more flexible to include inputs made from any of the parties of the
agreement as well as Mexico and Canada. Less restrictive rules of origin were negotiated for selected
textile and apparel products 60 and de minimus origin levels were raised from 7% under CBI to
10%. Regarding labor and environmental standards, CAFTA-DR requires each signatory country
to enforce its own domestic laws and regulations. In principle, then, lax enforcement of labor laws
and regulations in EPZs could be a target for dispute under the Agreement. According to the World
Bank (2005, p. 48) “the obligations under DR-CAFTA are unlikely to require significant changes
in current legislation but are likely to lead to pressures to upgrade enforcement, particularly in
export sectors.” The CAFTA-DR Agreement indirectly affects EPZ activity because of its changes
regarding textiles and apparel as described above. Outside of EPZ regulation, the main domestic
regulatory change required by adoption of CAFTA-DR will be for Costa Rica to liberalize its
regulation of telecommunications and insurance industries.

Because the promise of RTAs in some cases outweighs that of EPZs, some countries are committing
to reduce EPZs over time in order to satisfy RTA (and WTO) stipulations on export subsidies. Thus
Costa Rica had begun a process of removing export and investment subsidies in EPZs, including a
harmonization of income tax rates across domestic and foreign firms, although the process stopped
when its Free Zone Regime and Inward Processing Regime were allowed to continue under the
WTO SCM Committee Agreement.

8 Conclusion

Driven by the ongoing desire to expand exports, to tap into existing global supply chains for goods
and services, and to create jobs and skills, governments have continued over the past five years
to support an expansion of EPZs, along with many of their traditional concessions and liberal
regulations. Companies have continued to invest in these zones as a source of profit and as a means
to implement an efficient global supply chain. This expansion of EPZs has occurred in the face
of growing international political and economic resistance. Political resistance comes from labor
activists and NGOs, international organizations and regional trading arrangements. The economic
forces working against EPZs include the declining terms of trade for manufactures and the enormous
gains by China in world export shares of many products produced in EPZs.

Across many cases in many countries over decades of time, export processing zones have often
generated considerable export growth and new employment. At the same time, the view that EPZs
would spur broader economic development has not been borne out, as countries have often found
it difficult to upgrade the activities in the EPZs to higher value-added enterprise, and spill-overs
to economic activity outside the EPZs have been the exception rather than the norm.

Despite resistance internationally, EPZs are likely to continue to expand. But they are also likely
to be transformed in response to the pressures we have identified. This transformation will involve

60See World Bank (2005, p. 40)
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major challenges to the stakeholders in the development community. This survey of EPZs raises at
least four basic challenges ahead:

(1) With the loss of textile and apparel markets for many countries, and the possibility of U.S.
balance of payments adjustment, the export orientation of growth strategies must shift more to
domestic and regional sources of growth. An export orientation can coexist with an economy
in which wages, demand, skills, and the decency of work are rising. The challenge will be to
find a better balance between purely export-led and broadly demand-led growth.

(2) The WTO Agreement on SCM will push most countries to dismantle their export subsidies
by 2015. The challenge will not be how to find ways to maintain EPZs under this pressure
to dismantle them; countries will be pushed to offer incentives to the entire economy similar
to those that they are offering only to EPZs. The challenge will be to find the tools required
to run effective industrial policy while still satisfying the pressures of the WTO to dismantle
the system of export subsidies.

(3) Increasingly over time, EPZs have been aimed at promoting high-tech and service sector,
driven by the appeal of gaining entry into markets with enormous growth potential. Linking
these EPZs to the domestic economy is even more difficult in these emerging sectors than in
the traditional low-tech manufacturing EPZs, because the skills and technology required are
significantly above the average in the rest of the economy and the production standards are
extremely high. Channeling profits, skill and technology from these endeavors to the domestic
economy will be a significant challenge.

(4) Finally, there is the challenge of transforming industrial upgrading into social upgrading. This
may require a relaxation of some of the concessional terms of EPZ treatment of profits and a
harmonization of labor standards between EPZ and domestic economy.

These four challenges are all connected to each other. But this does not make them any easier to
overcome.

36



9 References

Abernathy, et al. (2004) “Globalization in the Apparel and Textile Industries: What is New And
What is Not?” in M. Kenney and R. Florida, editors, Locating Global Advantage: Industry Dynamics
in the International Economy, Stanford, CA: Stanford University Press.

Aggarwal, A. (2005) “Performance of Export Processing Zones: A Comparative Analysis of In-
dia, Sri Lanka and Bangladesh,” mimeo, Indian Council for Research on International Economic
Relations, February.

Aggarwal, A. (2007) “Impact of Special Economic Zones on Employment, Poverty and Human
Development,” Working Paper No. 194, Indian Council for Research on International Economic
Relations, May.

Amsden, A. (1989) Asias Next Giant, Oxford: Oxford University Press.

Armas, E. and M. Sadni-Jallab (2002) “A Review of the Role and Impact of Export Processing
Zones in World Trade: The Case of Mexico,” Working Paper W.P. 02-07, Centre National de la
Recherche Scientifique, Paris.

Baissac, C. (2003) “Maximizing the Developmental Impact of EPZs : A Comparative Perspective
in the African Context of Needed Accelerated Growth,” mimeo, presented at EPZ symposium,
Johannesburg, South Africa.

Berik, G. and Y. Rogers (2006) “The Debate on Labor Standards and International Trade: Lessons
from Cambodia and Bangladesh,” mimeo, Rutgers University

Blecker, R. and A. Razmi (2006) “Developing Country Exports of Manufactures: Moving Up the
Ladder to Escape the Fallacy of Composition?” American University Department of Economics
Working Papers: 2006-06.

Cling, J. and G. Letilly (2001) “Export Processing Zones: A threatened instrument for global
economy insertion?” DIAL document de travail, DT/2001/17

Cling, J. et al. (2005) “Export Processing Zones in Madagascar: A Success Story under Threat,”
World Development, Vol 33, No. 5, pp. 785-803.

Engman, M., O. Onodera and E. Pinali (2007) “Export Processing Zones: Past and Future Role
in Trade and Development,” OECD Trade Committee, May 23.

Freeman, R. (2005) “China, India and the doubling of the global labor force: Who pays the price
of globalization?” The Globalist, June 3.

Ge, W. (1999) “Special Economic Zones and the Opening of the Chinese Economy: Some Lessons
for Economic Liberalization,” World Development, V. 27, No. 7, pp. 1267-1285.

37



Gereffi, G. (2006) The New Offshoring of Jobs and Global Development , ILO Social Policy Lec-
tures, ILO: Geneva.

Gibbon, P. and S. Ponte (2005) Trading Down: Africa, Value Chains and the Global Economy,
Philadephia: Temple University Press.

Graham, E. (2004) “Do export processing zones attract FDI and its benefits: The experience from
China,” International Economics and Economic Policy, Vol. I, pp. 87-103.

Granados, J. (2003) “Export Processing Zones and Other Special Regimes in the Context of Multi-
lateral and Regional Trade Negotiations,” Occasional Paper 20, Inter-American Development Bank,
ITD-STA, December.

Heron, T. (2004) “Export Processing Zones and Policy Competition for Foreign Direct Invest-
ment: The Caribbean ‘Offshore’ Development Model,” in G Harrison, editor, Global Encounters:
International Political Economy, Development and Globalization, London: Palgrave Macmillan.

Hung, H. (2007) “Rise of China and the Global Overaccumulation Crisis,” Review of International
Political Economy, forthcoming.

International Confederation of Free Trade Unions (ICFTU), 2005 “Cambodia: increasing pressure
on trade union rights,” Trade Union World, Report, April.

International Labour Organization (1998) “Labour and social issues relating to export processing
zones,” Geneva.

International Labor Organization (2002) “ILO database on export processing zones” ,Sectoral Ac-
tivities Programme, Working Paper 251, ILO, Geneva, April

International Labour Organization (2003a) “Report of the Committee on Employment and Social
Policy,” GB.286/15, ILO, Geneva.

International Labour Organization (2005) “The Export Processing Zones in Madagascar,” Project
for the improvement of productivity through the promotion of decent work (joint with CRS and
UNDP), Geneva.

International Labour Organization (2007) “ILO database on export processing zones (Revised)”
,Sectoral Activities Programme, Working Paper 251, ILO, Geneva, April

International Monetary Fund (2007), International Financial Statistics, online database.

Jayanthakumaran, K. (2003) “Benefit-Cost Appraisals of Export Processing Zones: A Survey of
the Literature,” Development Policy Review, Vol. 21, No. 1, pp. 51-65.

Jenkins, M. et al. (1998) “Export Processing Zones in Central America,” Development Discussion
Paper No. 646, Harvard Institute for International Development, Harvard University, August.

38



Jenkins, M. (2005) “Economic and social effects of export processing zones in Costa Rica,” Working
Paper No. 97, ILO, Geneva.

Johansson, H. (1994)“The economics of export processing zones revisited,” Development Policy Review,
Vol. 12, No. 4, pp. 387-402.

Johansson, H. and L. Nilson (1997) “Export Processing Zones as Catalysts,” World Development,
Vol. 25, No. 12, pp. 2115-2128.

Kaplinsky, R. (1993) “Export Processing Zones in the Dominican Republic: Transforming Manu-
factures into Commodities,” World Development, Vol. 21, No. 11, pp. 1851-1865.

Kaplinsky , R. (2005) Globalization, Poverty and Inequality, Cambridge: Polity Press.

Madani, D. (1999) “A Review of the Role and Impact of Export Processing Zones,” Policy Research
Working Paper, Series No. 2238, The World Bank, Washington D.C.

Mayer, Jorg (2003) “The Fallacy of Composition: A Review of the Literature,” UNCTAD Discus-
sion Paper No. 166, February.

Milberg, W. and R. von Arnim (2007) “U.S. Offshoring: Implications for Economic Growth and
Income Distribution,” Working Paper, Schwartz Center for Economic Policy Analysis, The New
School, New York.

Moreno-Brid, J. et al. (2005) “Industrialization and Economic Growth in Mexico After NAFTA:
The Road Travelled,” Development and Cultural Change, V. 36, No. 6, pp. 1095-1119.

Nathan Associates, Inc. (2003) “Successful Integration into the Global Economy: Costa Rica and
Mauritius,” research report submitted to USAID.

National Council of Textile Organizations (2007) Textile Source, February.

Nicita, A. and S. Razzaz (2003) “Who benefits and how much? How gender affects welfare impacts
of a booming textile industry,” World Bank Policy Research Paper No. 3029, Washington, D.C.:
The World Bank.

Radelet, S (1999) “Manufactured Exports, Export Platforms and Economic Growth,” Discussion
Paper 43, Cambridge, MA: Harvard/CAERII.

Radelet, S. and J. Sachs (1997) “Asia’s Reemergences” Foreign Affairs, V. 76

Romero, A. (1995) “Labour standards and EPZs: Situation and pressures for change,”
Development Policy Review, V. 13.

Safa, H. (1994) “Export Manufacturing, State Policy and Women Workers in the Dominican Repub-
lic,” in E. Bonacich et al. , editors, Global Production: The Apparel Industry in the Pacific Rim,
Philadelphia: Temple University Press.

39



Sanchez-Ancochea, D. (2006) “Development Trajectories and New Comparative Advantages: Costa
Rica and the Domincan Republic under Globalization,”
World Development,V.

Sargent, J. and L. Matthews (2001) “Combining Export Process Zones and Regional Free Trade
Agreements: Lessons from the Mexican Experience,” World Development, V. 29, No. 10, pp.
1739-1752.

Sargent, J. and L. Matthews (2004) “What Happens When Relative Costs Increase in Export
Processsing Zones? Technology, Regional Production Network and Mexicos Maquiladoras,”
World Development, V. 32, No. 12, pp. 2015-2030.

Schrank, A. (2001) “Export Processing Zones: Free Market Islands or Bridges to Structural Trans-
formation,” Development Policy Review, V. 19, No. 2, pp. 223-242.

Schrank, A. (2005) “Entrepreneurship, Export Diversification, and Economic Reform: The Birth
of a Developmental Community in the Dominican Republic,” Comparative Politics, October, pp.
43-62.

Singa Boyenge, J. (2007) “ILO database on export processing zones (Revised)” , Sectoral Activities
Programme, Working Paper 251, ILO, Geneva, April

UNCTAD (2005) “TNCs and the Removal of Textiles and Clothing Quotas,” United Nations, New
York and Geneva.

Willmore, L. (1995) “Export Processing Zones in the Dominican Republic: A Comment on Kaplin-
sky,” World Development, Vol. 23, No. 3, pp. 529-535.

Wong, S. and B. Tang (2005) “Challenges to the sustainability of ‘development zones’: A case
study of Guangshou Development District, China,” Cities, Vol. 22, No. 4, pp. 303-316.

World Bank (2001) “Export Processing Zones in Sub-Saharan Africa,” Findings, No. 193, The
World Bank, Washington D.C., October.

World Bank (2005) “DR-CAFTA: Challenges and Opportunities for Central America,” Central
America Department and Office of the Chief Economist, Latin America and Caribbean Region,
Washington D.C.

World Trade Organization (2007a) press release of July 13, 2007

World Trade Organization (2007b) G/SCM/120, July 17th, 2007

40



10 Appendix

LIST OF PROGRAMMES ELIGIBLE FOR CONTINUATION OF EXTENSIONS UNDER THE
PROCEDURES , AND DOCUMENT REFERENCES FOR THE EXTENSION DECISIONS BY
THE SCM COMMITTEE COVERING CALENDAR YEAR 200761

Antigua & Barbuda Fiscal Incentive Act Cap 172 (December 1975) (G/SCM/50/Add.4) Free Trade
and Processing Zone Act No. 12 of 1994 (G/SCM/51/Add.4)

Barbados Fiscal Incentive Programme (G/SCM/52/Add.4) Export Allowance (G/SCM/53/Add.4)
Research & Development Allowance (G/SCM/54/Add.4) International Business Incentives (G/SCM/55/Add.4)
Societies With Restricted Liability (G/SCM/56/Add.4)

Belize Fiscal Incentives Act (G/SCM/57/Add.4) Export Processing Zone Act (G/SCM/58/Add.
4) Commercial Free Zone Act (G/SCM/59/Add.4) Conditional Duty Exemptions Facility under
Treaty of Chaguaramas (G/SCM/60/Add.4)

Costa Rica Free Zone Regime (G/SCM/61/Add.4) Inward Processing Regime (G/SCM/62/Add.4)

Dominica Fiscal Incentives Programme (G/SCM/63/Add.4)

Dominican Republic Law No. 8-90 to ”Promote the Establishment of New Free Zones and Expand
Existing Ones” (G/SCM/64/Add.4)

El Salvador Export Processing Zones and Marketing Act, as amended (G/SCM/65/Add.4)

Fiji Short-Term Export Profit Deduction (G/SCM/66/Add.4) Export Processing Factories/Export
Processing Zones Scheme (G/SCM/67/Add.4) The Income Tax Act (Film Making and Audio Visual
Incentive Amendment Decree 2000) (G/SCM/68/Add.4)

Grenada Fiscal Incentives Act No. 41 of 1974 (G/SCM/69/Add.4) Statutory Rules and Orders No.
37 of 1999 (G/SCM/70/Add.4) Qualified Enterprises Act No. 18 of 1978 (G/SCM/71/Add.4)

Guatemala Exemption from Company Tax, Customs Duties and Other Import Taxes for Companies
under Special Customs Regimes (G/SCM/72/Add.4) Exemption from Company Tax, Customs
Duties and Other Import Taxes for the Production Process Relating to Activities of Managers
and Users of Free Zones (G/SCM/73/Add.4) Exemption from Company Tax, Customs Duties and
Other Import Taxes for the Production Process of Commercial and Industrial Enterprises Operating
in the Industrial and Free Trade Zone (G/SCM/74/Add.4)

Jamaica Export Industry Encouragement Act (G/SCM/75/Add.4) Jamaica Export Free Zone Act
(G/SCM/76/Add.4) Foreign Sales Corporation Act (G/SCM/77/Add.4) Industrial Incentives (Fac-
tory Construction) Act (G/SCM/78/Add.4)

Jordan Partial or Total Exemption from Income Tax of Profits Generated from Exports under Law
61This is taken verbatim from the Annex of WTO G/SCM/120.
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No. 57 of 1985, as amended (G/SCM/79/Add.4)

Mauritius Export Enterprise Scheme (G/SCM/80/Add.4) Pioneer Status Enterprise Scheme (G/SCM/81/Add.4)
Export Promotion (G/SCM/82/Add.4) Freeport Scheme (G/SCM/83/Add.4)

Panama Official Industry Register (G/SCM/84/Add.4 Export Processing Zones (G/SCM/85/Add.4)

Papua New Guinea Section 45 of the Income Tax (G/SCM/86/Add.4)

St. Kitts and Nevis Fiscal Incentives Act No. 17 of 1974 (G/SCM/90/Add.4)

St. Lucia Fiscal Incentives Act No. 15 of 1974 (G/SCM/87/Add.4) Free Zone Act, No. 10
of 1999 (G/SCM/88/Add.4) Micro and Small Scale Business Enterprises Act, No. 19 of 1998
(G/SCM/89/Add.4)

St. Vincent & Grenadines Fiscal Incentives Act No. 5 of 1982, as amended (G/SCM/91/Add.4)

Uruguay Automotive Industry Export Promotion Regime (G/SCM/92/Add.4)
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