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General concepts:
FTZ and port hinterland

2.1

Historical background and evolution

5

Free trade zones (FTZs), in the form of free harbours, were first established more than 2,000 years ago;
over the course of time the concept of free trade zones has been dramatically transformed. Within the
last half of the 20th century, free trade zones have undergone substantial changes and adaptations as the
result of an exponential growth in world trade and improvements in transport efficiency, particularly in the
port sector. As an instrument of commercial policy and development, free trade zones have been
transformed and adapted to the realities and local conditions of each region. The concept will continue to
evolve over time adapting to new needs and demands from private and public sector.
The last 50 years, FTZs have become increasingly popular in both developed and developing countries
as a policy instrument for the promotion of export-oriented FDI. While in 1970 only a small number of
countries permitted the establishment of FTZs, in 1997 about 850 zones operated in both developed and
developing countries and the number of FTZs continues to increase. Research has shown a strong
correlation between the establishment of FTZs and strong export performance. Table 2.1 shows the
growth of FTZs over the last 30 years.
Table 2.1 The evolution of FTZs over time (Kusago and Tzannatos, 1998)
1975

1986

Number of Countries with EPZs

25

Number of EPZs
Employment (millions)

2.2

1995

1997

47

73

93

79

176

500

N/A

0.8

1.9

N/A

4.5

The free trade zone: Terminology and definitions

In exploring free trade zones and the linkages often connecting trade zone development with port
hinterland development, it is necessary to firstly define and describe the concept of free trade zone and
its prime characteristics.
As well as being numerous in quantity there are also a large number of types of free trade zones.
Different terms have been used over time, reflecting the variety of activities performed in the zones
(see Table 2.2). The most used terms are free trade zone, export processing zone, special economic
zone, and industrial free zone. They all have some basic features in common.
Many definitions of FTZs can be found in literature and of these the following four highlight the main
characteristics of a free trade zone:
■

fenced-in industrial estates specializing in manufacturing for export and offering their
resident firms free-trade conditions and a liberal regulatory environment (World Bank,
1992).

■

industrial zones with special incentives set up to attract foreign investors, in which
imported materials undergo some degree of processing before being re-exported
(ILO, 1998).
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Table 2.2 The evolution of terminology over time (based on Kusago and Tzannatos, 1998)
Term

Main users and date of first use

Free trade zone

Traditional term used since 19th Century

Foreign trade zone

India (1983)

Industrial free zone

Ireland (pre-1970)

Free zone

United Arab Emirates (1983)

Maquiladores

Mexico (early 1970s)

Export free zone

Ireland (1975)

Duty free export processing zone

Republic of Korea (1975)

Export processing zone

Philippines (1977)

Special economic zone

China (1979)

Investment promotion zone

Sri Lanka (1981)

Free export zone

Republic of Korea

■

clearly delimited and enclosed areas of a national customs territory, often at an
advantageous geographical location (Madani, 1999) with an infrastructure suited to the
conduct of trade and industrial operations and subject to the principle of customs and
fiscal segregation.

■

a clearly delineated industrial estate which constitutes a free trade enclave in the customs
and trade regime of a country, and where foreign manufacturing firms, mainly producing
for export, benefit from a certain number of fiscal and financial incentives (Kusago and
Tzannatos, 1998).

Based on the definitions above, the common characteristics of the free trade zone concept are:
1.

Above average business infrastructure. Within a fenced industrial estate, tenants are
provided with above quality infrastructure and services – compared to the standards of the
host country – such as land, office space, utilities, logistics services, business services
and other facilities.

2.

More flexible business regulations. Customs services are streamlined and red tape is
kept to a minimum, often through one-stop shopping for permits and investment
applications. Labour and other business related legislation is generally more flexible
compared to the laws and regulations applied to business located elsewhere in the host
country.

3.

An offshore location. The free trade zone is chosen as a location for business activities
moving offshore, away from the markets where the finished products are sold in search of
a low or lower cost manufacturing basis.

4.

Focus on export. Enterprises located within the zones produce mainly or exclusively for
foreign markets, markets outside the host country.

5.

Attractive incentive packages. Major component of the FTZ-concept are the incentive
packages offered to foreign investors. These include:
■

unlimited duty drawbacks or exemptions from import duties on raw materials,
intermediate inputs and capital goods used in the production of exported products

■

exemptions from the payment of sales tax on exported products as well as on all
goods and services domestically purchased and used in their production
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■

tax holidays, rebates or reduced tax rates on corporate income or profits, linked to
the export performance of companies or to the percentage of exports in total
production.

In this study we will use the term free trade zone or FTZ as a business estate that offers investors:

Free Trade Zone

2.3
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■

an offshore location

■

above average business infrastructure

■

flexible business regulations

■

attractive tax incentives and lower investment and operating cost.

The primary goals of free trade zones

With what purposes in mind have governments established free trade zones in ports and why do they
continue to establish these zones? The benefits sought have been extensively examined in the three
studies cited below:
■

Export Processing Zones, a study published as Policy and Research Papers 20 by the
Industry Development Division and Energy Department, and Trade Policy Division Country
Economics Department of the World Bank, 1992

■

Export Processing Zones: A Review in Need of Update by Kusago and Tzannatos,
published by the Social Protection Group, Human Development Network of the World
Bank in January 1998

■

A Review of the Role and Impact of Export Processing Zones published as a Policy
Research Working Paper 2238 by Madani, the World Bank Development Research
Group November 1999

Free trade zones are established with the objective of having a positive effect on the economy. From
a national perspective the following are the outcomes governments look for from free trade zones:
■

Generation of foreign exchange earnings. By promoting non-traditional exports, greater
export earnings may have a positive impact on the exchange rate. The result is either
greater imports at a given exchange rate, or imports at lower cost for domestic buyers.

■

Providing jobs and creating income. In developing countries workers move from the
agricultural sector to better paid jobs in manufacturing. Shifting workers into industrial
production has a low opportunity cost to the economy: the economy does not lose much
agricultural output and gains additional output of non traditional export goods.

■

Attracting foreign direct investment (FDI) with a larger capital stock for the host country.

■

Generating technological transfer, knowledge spill-over and demonstration effects. This
will result in local companies engaging in production of non-traditional products. Local
suppliers benefit because they are forced to manufacture at world-class production and
quality standards which requires extensive training of labour, staff and management.

The United Nations organized a Seminar on Free Trade Zone and Port Hinterland Development at
Economic and Social Commission for Asia and the Pacific (ESCAP) in Bangkok, Thailand from
30 November to 1 December 2004. The event attracted participants from China, India, Islamic Republic
of Iran, Japan, Malaysia, Republic of Korea, Singapore, Sri Lanka, and Viet Nam. The programme
included an interactive session which focused on ways to measure the success of a FTZ-initiative. On
the basis of a list of seven criteria, the participants were asked to rank according to order of importance,
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the impact certain policies had on FTZs. Their opinion was also sought as to how they expected these
priorities to change in the future. Table 2.3 reproduces the results of the priority survey.
Table 2.3 Results of ESCAP workshop poll on role of FTZ
Ranking now

Ranking in the
future

Creating employment

2

2

Attracting investment capital

1

1

Generating export revenues

3

2

Generating port traffic

4

4

Transfer of know-how

5

4

Creating backward linkages through sourcing of raw materials

6

5

Creating backward linkages through subcontracting

7

6

The aggregate scores in the table above reveals no substantial differences in ranking, now or in the
future. However, a detailed analysis of the answers of every participant shows that while creating
employment and attracting investment are still the top-goals. There is a slow shift in favour of transfer of
know-how and, to a lesser extent, creating backward linkages.

2.4

Categorizing free trade zones

Categorizing free trade zones on the basis of geographical destination of output:

2.4.1

2.4.2

■

The traditional free trade zone model allows no sales in the country of goods
manufactured within the zone.

■

Partial sale in the host country is allowed, on the basis of a quota. Examples are the
Dominican Republic were companies are allowed to sell up to 20 per cent of output locally
and Mexico where the quota is set from 20 to 40 per cent.

■

There are no restrictions on selling to the market of the host country, for example,
Manaus (Brazil). Selling in the domestic market is advantageous for the zone and
fosters backward linkage in the host country.

Categorizing on the basis of geographical diversity
■

The FTZ was originally conceived as a fenced-in business estate. The major advantage
that the fenced-in FTZ offers is that it facilitates the supply of above average quality sites,
utilities, infrastructure and services. The most important drawback is that the impact – in
the form of backward linkages and technology transfers – will be limited to the immediate
region where the zone is located.

■

An alternative is not to limit the FTZ benefits to specific companies located in an
identifiable and fenced-in area, but allow companies located anywhere else in the host
country to benefit from the FTZ-status. An example of this is an export processing firm.

Categorizing on the basis of ownership/management of the FTZ
■

Public ownership and management. Most traditional and older zones are run by the
government of the host country. Usually the prime focus of these zones is more social
and economic policy goals: job creation, FDI attraction, promotion of industry and
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diversification. Arguments often quoted against public ownership are: the lack of interest
from the (local) government, red tape, indecision and corruption. Some public FTZs have
been very successful, examples are: Taiwan Province of China and the Republic of
Korea.
■

Private ownership & management. An increasing number of zones are in private hands.
The advantages of privately owned and managed zones are that they tend to be more
flexible and innovative and are better equipped to cope with to change. The number of
private zones is increasing. The World Bank is one of the most pronounced promoters of
the private FTZs. Some examples: Philippines, Kenya, Dominican Republic.
The global trend towards privatization has made privately run zones more popular and
a number of highly successful private initiatives have shown that a hand-offs approach
from the government works. The role of the government then is primarily to provide
a competitive legal framework with attractive incentive packages meeting WTO
requirements.

2.4.3

Categorizing on the basis of services offered
■

2.5

High-end or low-end zones. Here the distinction is related to the range of services
provided by the zone in terms of management, facilities and services offered. The trend
now is to establish an FTZ offering a full service package to its tenants that will develop
further in the future.

Characteristics of FTZs

In these section an overview
location or regional spread of
that locate in FTZs and the
Discussion Paper No. 9802:
Tzannatos, 1998.

is provided of the main characteristics of free trade zones, focusing on
FTZs, the geographical origin of inward investment, the types of industry
composition of labour. This section is based on the World Bank SP
‘Export processing zones: a review in need of update’ by Kusago and

Location
Free Trade Zones are concentrated geographically. A substantial share is located in just two continents.
Latin America and the Caribbean account for 48 per cent of worldwide FTZs while Asia boasts 42 per
cent. In terms of employment, the former employ 1.2 million workers while the latter 3 million. Africa has
another 250,000 workers employed in its zones (ICFTU, 1997).
Foreign ownership
Investment in FTZs originates from a small number of countries. In the three Asian countries listed in
Table 2.4 the majority of investors originate from Japan and the United States of America. Kusago and
Tzannatos, 1998 observe that the share of newly industrialised countries (NICs) is quite substantial1. In
contrast an interesting feature of Mauritius FTZ is the high share of local ownership.
Types of industry
Traditional industries choosing a location in an FTZ are generally characterized as labour-intensive
industries as opposed to technology intensive.

1

These are countries whose dominant method of production recently became industrial. These economies moved from a labour
to a capital intensive industrial structure resulting in labour-intensive production being moved to other developing countries.
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Table 2.4 Foreign ownership in FTZs (based on Kusago and Tzannatos, 1998)
Malaysia
1990
(%)

Republic of
Korea 1991
(%)

Philippines
1996
(%)

Mauritius
1984
(%)

Local

14.2

27.2

12.6

Japan

36.6

68.9

22.2

United States of America

17.7

0.7

35.6

2.3

Other Western Economies

12.6

5.5

11.2

Newly Industrialized Countries

15.8

18.3

38

43

Others

3.1

3.1

5.8

5.5

Total

100

100

100

100

According to Kusago and Tzannatos, 1998, the ratio of investment made in labour intensive industries to
the total investment in FTZs comes to 66-68 per cent in Masan (Republic of Korea), Kaohsiung (Taiwan
Province of China), Lat Krabang, (Thailand) and 56 per cent in Shenzhen. The ratio of labour intensive
industry in employment declined in many countries: from 70 to 65 per cent in the Republic of Korea, from
67 to 47 per cent in China, from 89 to 76 per cent in Malaysia, and from 92 to 62 per cent in Sri Lanka.
In general, the textile and electronics industries are the largest employers. There are obvious risks linked
to such a concentration. A decline in one of these industries or a change in comparative advantages
resulting in massive relocation will result in significant job loss (see Table 2.5).
Manufacturing remains the dominant activity in free trade zones, although service activities generally also
qualify for FTZ status. A good example of a free trade zone that has successfully diversified into services
is the Shannon Free Zone which has attracted data and financial services. According to Kusago and
Tzannatos, however, the proportion of workers in services is still less than 10 per cent in the majority of
zones.
According to UNCTAD, the offshoring of service functions is at an early stage as the first steps to
relocating service activities to lower cost locations only began in the 1980s. The World Investment
Report, published by UNCTAD annually has focused its 2004 edition on this phenomenon. According to
UNCTAD, the market for offshore outsourcing of IT-enabled services was estimated at $1.3 billion, which
represents a market share of less than 1 per cent.
UNCTAD expects offshoring of services to accelerate further in the foreseeable future. Offshore
outsourcing of business processes is expected to grow from $1.3 billion in 2002 to $24 billion in 2007,
raising the international share of the total market from 1 to 14 per cent in five years. Among the world’s
1,000 largest companies, some 70 per cent have still not offshored any business processes to lower cost
countries.
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Table 2.5 Industrial sectors in FTZs (International Labour Organization, online)
Country
Dominican Republic

Sector
Textile and clothing
Leather and footwear

Employment
(%)
66
7

Other light manufactures

15

El Salvador

Textile and clothing

78

Guatemala

Textile, clothing and footwear

68

Other light manufactures

18

Honduras

Textile and clothing

97

Mauritius

Textile and clothing

88

Leather and footwear

1.7

Food processing
Mexico

Madagascar

Electrical and electronic products

35

Transport equipment

25

Textile and clothing

11

Textile and clothing

82

Food processing

Jamaica

0.1

Textile and clothing

90

Sri Lanka

Togo

Bangladesh

8

Electronics

65

Textile and clothing

11

Scientific and measuring equipment
Saint Lucia

5

Data entry/processing

Data entry/data processing
Malaysia

2

Textile and clothing

9
72

Data entry/data processing

3

Textile, clothing and leather

66

Chemical, petroleum, coal, rubber and plastic products

11

Other light manufactures

16

Chemical products

26

Textile and clothing

24

Food processing

21

Textile, clothing and leather
Sports goods
Electrical and electronic goods

66.5
20
5
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Case Study 2.1 Offshoring Services to India
Based on the World Investment Report 2004 – The Shift Towards Services
United Nations
The off-shoring of software development and, later, back-office and call centre services, has driven India’s rapidly
expanding service exports. During the past decade, the value of exports of software and other services jumped
from less than a $0.5 billion to $12 billion in 2003-2004. In parallel, the export intensity of the Indian software and
service industry rose from 58 to 78 per cent, and the share of these services in total exports from India increased
from 3 to 21 per cent between 1996 and 2003.
Whereas software exports still account for the lion’s share of these exports, IT-enabled services have emerged as
an increasingly important component, rising from $0.6 billion in 1999-2000 to the current level of $3.6 billion. In
2001, India’s share of the global market for offshore IT and IT-enabled services was estimated at 25 per cent –
second only to Ireland – while for offshore IT-enabled services only the figure was as high as 67 per cent.
According to estimates by NASSCOM, the market for IT-enabled services will continue to grow fast and could be
worth $17 billion by 2008.
What has been the role of FDI in India’s success as an offshore location?
While foreign investors have created new software jobs in India, most of them entered the country when the
domestic industry was already well developed. India has earned a strong reputation on account of high quality
services. IT firms in India typically hold the necessary quality certifications.
In contrast, FDI has played a critical role in India’s exports of back-office services. Today, a large number of
foreign affiliates operate IT-enabled services in India. In 2002-2003 they accounted for 58 per cent of exports of
offshored business processes.
Among IT-enabled services, companies are offshoring to India customer care, finance, human resources, billing
and payment services, administration and content development. There is increasing offshoring of upcoming
service lines involving higher value added activities such as engineering and design, knowledge processing and
logistics.
It has been estimated that the industry generates about 240,000 jobs. The customer-care segment accounts for
about 39 per cent of employment, and has recorded the highest growth rate in recent years.
The total number of foreign affiliates in IT-enabled services in India increased from 57 to 102 between 1997-1998
and 2002-2003. As a result, the share of foreign firms in the total number of firms in this industry rose from about
13 to 20 per cent. The export intensity is as high as 93 per cent for foreign affiliates, whereas the corresponding
share for local firms was about 70 per cent.
Employment in foreign affiliates has expanded faster than in local firms during the past five years. In software
development, foreign firms now account for about 20 per cent of total employment; in IT-enabled services the
share is about 28 per cent (RIS 2004). There is hardly any difference in the employment intensity of foreign and
local firms, but highly skill- and designintensive activities generate fewer jobs than less skill-intensive activities
such as data entry. In software development, the average employment per $1 million of exports is in the order of
30 persons. For the IT-enabled service industry as whole, this figure is about 68 persons, and it is 88 for content
development and 79 for customer care. Thus, employment generation in software is only about half of that in
IT-enabled services.
(Source: UNCTAD, 2004)
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Composition of labour in FTZs
The creation of employment is the first and foremost reason for the establishment of a FTZ. Analysis of
the labour composition in FTZs indicates that women’s share of total employment in FTZs is substantially
higher than in both the economy as a whole and the manufacturing sector outside the FTZ.
In many host countries the zones have made it possible for unpaid homemakers, women who are heads
of households, those in the agricultural sector and school leavers with very few job prospects to find paid
employment in industry. Employers have a strong preference for women production workers, since it is
believed that manual dexterity, patience and other ‘gender-specific attributes’ make them more suitable
than men for carrying out tasks that are repetitive and demand painstaking attention to detail. Another
view is that women workers are preferred because they are considered less likely to press demands for
better pay and working conditions.
Table 2.6 Employment in FTZs (adapted by Secetrariat from Kusago and Tzannatos, 1998)
Employment in FTZs (%)
Malaysia

Republic of Korea

Philippines

Sri Lanka

Mauritius

Employment Outside FTZs (%)

1980

75

35.6

1990

53.5

47.2

1987

77

41.7

1990

70.1

42.1

1980

74

1994

73.9

45.2

1981

86.3

29.8

1992

84.8

46

1984

78.9

–

1987

66.2

–

–

Aged between 18 and 25 years, most of the women are single, with primary school education and little or
no previous work experience. There are, however, some contexts in which at least one-third and as much
as half of them have completed secondary education (e.g. Sri Lanka, Panama and the Philippines).
Since for most workers training is generally on-the-job, of relatively short duration and task-specific, it
does not provide the basis for upward mobility either within or outside the given enterprise.
Consequently, while women have a relatively high profile in clerical positions, which are traditionally
considered women’s jobs, they are largely underrepresented in skilled and technical occupations and at
the supervisory and middle-management levels. On the whole, women, regardless of their level of
education, comprise the bulk of the unskilled and semi-skilled production workers and this is particularly
pronounced in the textile, clothing, leather and electronics industries. However, one of the United Nations
Millennium Development Goals (MDGs) agreed by member states, tackles the issue of gender inequality
and the empowerment of women. The goals relate to targets addressing specific problems in the areas of
education, environment, gender, health and poverty which are due to be completed by 2015.
Wages and working conditions
Pay and Working Conditions in most FTZs are either similar to or better than those in comparable
manufacturing enterprises in other parts of host countries. Traditionally wages are usually negotiated on
an individual basis (i.e. employee to employer) or through collective bargaining (i.e. union to employer).
However some countries have statutory minimum wages stating the lowest level at which an employee
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may be paid (e.g. Thailand, United Kingdom, etc.). In such countries wage policies tend to consist of
a minimum hourly; daily; weekly or monthly rate and vary by skill category (i.e. the more skilled the
employee the higher the minimum wage). In some countries recommended minimum wages may differ
between zones and ceilings rates by skill category may apply to all firms regardless of whether or not they
are located in a FTZ.
Average monthly wages, which generally include bonuses, allowances and overtime pay, can vary widely
within a given zone or a host country. The difference between the lowest and highest average monthly
wage can be as little as 20 per cent, as is the case in Panama and as much as 150 per cent, as in El
Salvador and Kenya, whilst in other countries like China the difference stands at 66 per cent.
For the most part FTZ employers reportedly pay more than the minimum wage set by government or the
zone administration, and in most countries average monthly wages are said to be higher in businesses
within the zones than in other comparable firms.
A survey was organized in the framework of a workshop on free trade zones and multinational
companies, by the International Textile, Garment and Leather Workers’ Federation (ITGLWF) and the
Textile Workers’ Asia Regional Office (TWARO) in 1994 (ILO, 1996). The survey demonstrated that the
differences in wages in FTZs as opposed to those outside are not that striking in the textile, garment and
leather industries which are major employers in most Asian FTZs. One possible reason for this may be
the low level of skills required in apparel industry. Only in Bangladesh and Penang (Malaysia) were the
average wages in factories in the zones higher than those in similar non-EPZ establishments.

2.6

Definition of port hinterland

Port hinterland is one of the most important concepts in transport geography, but often the exact meaning
is vague and dependant on speakers and listeners. Literally, hinterland means the land behind a city or
a port. A port’s hinterland is the area from which the port’s customers are drawn from. Following are
general definitions of port hinterland. The hinterland is the:
■

area where a port has a monopolistic position (Fageda, 2005)

■

origin and destination area of a port, that is, the inner region provided by a port
(Fageda, 2005)

■

land space over which a port sells its services and interacts with its clients

■

the market area served by a port and from where a port draws its cargo

■

market reach of the port, that is, the areas from which cargo originates, as well as the
areas where cargo moving through the port is destined. Some ports will have hinterlands
that extend across many states, while other ports will have smaller hinterlands
(Strauss-Wieder Inc., online).

Figure 2.1 shows port hinterland concept and Figure 2.2 shows port functions and the port hinterland at
the same time. In Figure 2.1 port hinterlands are composed of two kinds of hinterlands, the main
hinterland and competition margin hinterland. The main hinterland is an exclusive area where a port has
a monopolistic position in drawing cargo. The outer area is a competition area where more than two
ports compete for cargo. A regional port (sometimes refered to as a spoke port), is usually located within
the port hinterland of the main port (hub port) and acts as an intermediate transport node/FDC
(see Figure 2.1).
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main hinterland
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Figure 2.1 Port hinterland concept (Rodrigue, 2005)
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Figure 2.2 Port functions and hinterland (Rodrigue, 2005)

services
to ships

export activity

15

16

Free Trade Zone and Port Hinterland Development

However, the development of intermodality makes the exclusive hinterland into a common hinterland
where different ports share facilities. The border of a hinterland between different ports will now depend
on the development of intermodal transport corridors and not on the exclusive market area of each port.
This has the effect of placing in direct competition with one another ports that are quite geographically
separated (Fageda, 2005). Figure 2.3 shows the competition for German containers among neighbouring
ports.
In terms of clients or cargo it can be said that the port hinterland is an area from where a port draws its
cargo or clients (Figure 2.3). This is a broad and generally accepted concept of a port hinterland. It can
narrowly be defined as an exclusive geographical area from which cargo comes to a specific port for
shipping elsewhere. The hinterland is, therefore, influenced directly by the port. Sometimes a port
hinterland also means a jurisdictional area where a port authority controls with official sanction. All these
concepts can be applied differently for specific purposes.

1,000 TEU
1,400

700

140

Antwerpen
Rotterdam
Hamburg
Bremen

Figure 2.3 The battle for the (German) hinterland (figures 1997) (Notteboom, 2005)

Port
Hinterland

Because a variety of definitions of hinterland are possible, a single, simple interpretation has been
adopted for this report.

In this report port hinterland means:
the land area located in the vicinity of a port such as immediately nearby or within the port boundary,
and functioning interactively and closely with a port by providing various business activities, whether or
not the hinterland is within the administrative jurisdiction of the port authority.
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Port and port hinterland development models

During the last few decades the role and functions ports and the services they provide have undergone
significant changes, with greater emphasis being placed on port hinterland development. Figure 2.4
shows a conceptual model of port development in a Venn diagram. The complexity of port activities and
the special circumstances surrounding the growth of a port mean by placing ports into a model, the
reader can more easily comprehend the concept of port development thus helping to formulate
a development strategy.

import/export port

Dalian

Gioia Tauro
HK
Singapore
Rotterdam

logistics centre port

transhipment port

Figure 2.4 Conceptual model of port development
(adapted by ESCAP secretariat from Valentine & Gray, 2000)
There are fundamentally two kinds of cargo: import/export cargo; and transhipment cargo. Handling
import/export cargo is critical for a country to develop its domestic economy and industry. Transhipment
cargo is different; such cargo is not vital but optional for a country’s economic development.
Transhipment gives additional revenue and brings other opportunities to develop a country’s logistics
industry based on the resources of the transhipment cargo industry.
The concept of transhipment is usually defined as the movement of cargo through an intermediate port en
route from the origin port to the destination port. This description is from the perspective of a shipping
line. From the perspective of a port, transhipment can be defined as all cargo arriving at a port from
another country irrespective of the mode of transport. With the development of land transport networks
and the opening of land transport borders between countries, ports compete for cargo from a larger
hinterland. This extention of the hinterland is linked to the development of intermodal transport. The port
hinterland can thus be defined broadly as the market area from where a port draws its cargo or clients
(see section 2.6, Definition of port hinterland).
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In Figure 2.4 the import/export model and the transhipment port model are related to the type of cargo
dealt with by the port. In contrast, the logistics centre port model is related more to the services provided.
In other words, the port development model that is most appropriate to a specific port is determined by
the type of cargo handled and services provided.
The traditional role of a port was naturally focused upon import and export cargo. This is because port
business, like the shipping business, is a derived demand; that is, the use of the facilities is derived from
the demand of local importers/exporters. Whilst this is still the case in shipping, the same no longer
applies to ports. As international trade has increased and become more complex, this traditional role of
ports has evolved to include transhipment cargo and more recently the provision of logistics centres. The
benefit for ports moving from the traditional role, as depicted in the Venn diagram in Figure 2.4, is the
opportunity to increase revenue without reliance upon the local hinterland. The movement of ports from
one segment for another is aided by location; that is, the distance to the main shipping routes or larger
markets. The objective for developing ports is to move from a solitary segment (traditionally the import/
export port) at the top of the Venn diagram into the overlapping segments as this increases market share
and adds to diversification. There is also a multiplier effect as more business is attracted to the ‘cluster’ of
businesses. This fact has enabled small countries such as Singapore or Holland to have cargo volumes
far larger than their national hinterland would warrant.
What this clearly shows for developing countries is the need to identify the potential opportunities for
a move into other segments. Being close to a main international shipping lane allows for easier
movement into the transhipment segment, whereas closeness to a large market hinterland allows for an
easier move into logistics centre segment. The Port of Dalian in China, because of its location away from
main shipping routes (its location is close to regional shipping routes), has thus opted for a move into the
logistics centre segment, as its hinterland extends to the border of the Russian Federation and Mongolia.
This is in contrast to Gioia Tauro in Italy which is close to the main shipping routes, but not to a large land
hinterland; hence its movement into the transhipment segment.
To enter into the central shaded part of the diagram in Figure 2.4 (like Hong Kong, Singapore and
Rotterdam) a port has to establish a dedicated space for logistics business clusters, adjacent or within the
port boundary. In general that dedicated space is best designated as a special zone such as a FTZ or
logistic park in order to promote/control the type of business which operate there. Port hinterland
development is thus an essential element in advancing a port in the current business climate.

2.8

External environment for development of the port and logistics industry

Most international ports have already engaged in implementing FTZs and port hinterland development
with the hope of becoming hub ports. A great deal of money has been invested by many ports in order to
develop the physical infrastructure just to take part in this competition between facilities. Unfortunately,
investment does not always guarantee success.
Companies can make significant savings in total logistics costs by taking advantage of port hinterland
areas dedicated to logistics activities. Value-added logistics services such as delayed manufacturing can
be made through the international procurement of raw materials and regional assembly.
Recent significant progress in trade liberalization is good news for the port and logistics industries. The
reduction of tariff and non tariff barriers due to free trade agreements (FTA) such as bilateral, tripartite or
regional trade agreements involving block economies will result in increasing world trade. This will
increase the importance of distribution and consolidation centres as companies had previously needed to
set up centres in almost every country in order to avoid entry barriers into a country where no free trade
treaty existed.
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According to the WTO (World Trade Report 2003) a total of 259 regional trade agreements (RTAs) had
been notified to the GATT/WTO by the end of December 2002, although only 176 RTAs were in force in
2002. An additional 70 RTAs are estimated to be operational, although not notified and about 70 were
under negotiation. As of March 2003, only four WTO Members – Hong Kong, China; Macao, China;
Mongolia and Taiwan Province of China were not party to a regional trade agreement. With the sole
exception of Mongolia, these WTO members were all engaged in negotiations on preferential
agreements. However, now Mongolia is looking at membership to the Bangkok Agreement, a regional
trade agreement.

Information Flow

Tier 2
Supplier

Manufacturer

Tier 1
Supplier

Logistics
Marketing

Purchasing

Customer Consumer/
End-user

PRODUCTION FLOW

Production

Supply Chain Business Processes

R&D

Finance

CUSTOMER RELATIONSHIP MANAGEMENT
CUSTOMER SERVICE MANAGEMENT
DEMAND MANAGEMENT
ORDER FULFILLMENT
MANUFACTURING FLOW MANAGEMENT
SUPPLIER RELATIONSHIP MANAGEMENT
PRODUCT DEVELOPMENT AND COMMERCIALIZATION
RETURNS MANAGEMENT

Figure 2.5 Integrating and managing business processes across the supply chain
(Croxton et al., 2001)
The companies hoping to enhance and even to maintain their global competitiveness have recognized
that supply chain management (SCM)2 and logistics systems arrangement are the most critical factors in
optimizing their global business and logistics systems. Figure 2.5 illustrates SCM, with eight key business
processes which run the length of the supply chain and cut across a firm’s functional silos. Functional
silos include marketing, research and development, finance, production, purchasing and logistics.
Activities in these processes reside inside a functional silo, but an entire process will not be contained
within one function (Croxton et al., 2001). Figure 2.6 shows the activities making up the supply chain.
The SCM and activities involved in supply chain can be understood by combining Figure 2.5 and
Figure 2.6 (refer to Chapter 5 for further details regarding supply chain management).
Global companies are continuously under pressure to reduce costs, to focus on core competencies and
to satisfy their customers. To this end they have been forced to consider not only globalizing their
manufacturing activities but also to rely increasingly on just-in-time inventory management systems. One
of the best options for companies is to introduce the so-called consolidation centres or logistics hubs
around transport nodes. Companies can thus provide a more customer-oriented, creative service with
faster delivery time, higher and more consistent reliability. By establishing a highly responsive supply
chain, companies can cater for fluctuations in demand, compress unproductive time in the supply chain
and collaborate with suppliers and buyers for a more reliable partnership with minimal inventories.
2

One definition of SCM is ‘the integration of key business processes from end user through original suppliers that provides
products, services, and information that add value for customers and other stakeholders’ (Croxton et al., 2001).
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Figure 2.6 Activities making up the supply chain (Economic Review Committee (ERC), 2002)
With rapid developments in transport and information and communication technologies worldwide, the
logistics market is growing fast. The global SCM market is estimated to grow to US$ 173 billion in 2005,
representing a compound annual growth rate of 10 per cent (Economic Review Committee, 2002).
Annual SCM growth rates are projected at 7 per cent in Europe, 10 per cent in North America, and 15 per
cent in Asia. The high growth rates for Asia are confirmed by a JP Morgan Research survey which
showed that Asian shippers have outsourced only about 2.5 per cent of their logistics functions as
compared to between 20 to 25 per cent by their American and European counterparts. The survey also
revealed that Asian companies are showing strong interest in revamping their supply chains and
integrating them with operations worldwide (Economic Review Committee, 2002). China’s logistics
market, for example, is estimated to grow by 20 per cent annually. The statistics from the Chinese
Ministry of Commerce show that China’s logistics industry in 2004 achieved 788 billion RMB, a 10.5 per
cent year-on-year increase. The Chinese logistics market, when compared to markets in developed
countries, is still in its infancy. There are many logistical bottlenecks in China, giving rise to a potential for
improvement (German Chamber of Commerce, 2005). China’s entry in the World Trade Organization
(WTO) is a strong incentive for the development of China’s modern logistics, considering also that China’s
imports and exports have been growing so fast that it has become the world’s fourth largest economy
after the United States of America, Germany and Japan.
Table 2.7 shows the intra-regional and world trade for merchandise. Asia recorded about 50 per cent in
intra-Asia trade, which is relatively low compared with intra-regional trade shares of America and Western
Europe recording 60.7 per cent and 67.7 per cent respectively.
There is a strong potential for an increase in regional intra-trade in Asia due to the fast economic
development of many Asian countries. This, combined with the gradual removal of trade barriers in Asia,
will lead to an increase of trade volume and demands for port capacity and consolidation centres in Asia.
Hong Kong, for example, achieved 8 per cent annual growth of container throughput in 2004, handling
22 million TEUs. Considering the growing competition with Shenzhen Port in China, this growth rate is
significant. According to the Hong Kong Shippers Council, throughput growth in Hong Kong in 2004 was
driven by intra-Asia trade.
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Table 2.7 Intra-regional merchandise trade, 2003 (WTO, 2004)
Total trade value
(billion dollars)

Intra-regional trade value
(% share)

America (North+Latin)

1 375 (100%)

834 (60.7%)

Western Europe

3 145 (100%)

2 130 (67.7%)

C./E. Europe/Baltic States/CIS

401 (100%)

98 (24.4%)

Africa

173 (100%)

18 (10.4%)

Middle East

299 (100%)

22 (7.4%)

1 901 (100%)

949 (49.9%)

Asia

Table 2.8 Intra-regional trade of major RTAs, 2003 (WTO, 2004)
Intra-trade value
(billion dollars)

Share in world exports
(%)

Share of intra-regional
trade (%)

1 795

24.6

61.9

NAFTA (3)

651

8.9

56.1

AFTA (10)

105

1.4

23.3

CEFTA (7)

29

0.4

13.6

MERCOSUR (4)

13

0.2

11.9

5

0.1

9.4

2 598

35.6

EU (15)

ANDEAN (5)
Total

2.9

Implications of logistics-oriented FTZs and port hinterland development

2.9.1

Traditional FTZ concept

The concept of FTZs has changed rapidly along with the economic situation and external environment. In
general conventional FTZs or EPZs, irrespective of the name used, focus upon labour intensive
manufacturing processes of an unskilled nature. This often results in poor labour rights, health issues,
low wages and exploitation of young, often female, workers. FTZs are usually adopted by developing
countries which lack a mature, modern business environment and appropriate resources for development,
education, technology capacity and efficient government, all of which are needed to develop the whole
country. Even though many economically advanced countries still maintain FTZs, the role and
contribution of these special zones have become very limited.
The conventional FTZ policy is still widely considered one of several economic policies available to
developing nations for promoting national economic development and attracting foreign companies.
However, the likelihood of an FTZ succeeding will be higher in developed countries than those that are
least developed. The former are able to provide a relatively stable and standard business environment
with skilled labourers, domestic technology capacity and government efficiency. The types of businesses
attracted are dependent on the level of these factors provided. Malaysia, having a relatively high level of
domestic technology, for example, has attracted both labour intensive and high technology dependent
businesses together.
2.9.2

Recent trends in FTZs in port hinterland

With the worldwide advance of ICT and transport technologies, demand for SCM from multinational
companies has increased significantly in the last decade. This demand has created and enlarged the
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SCM market, and much of SCM is related to information management and value-added services such as
light assembly and processing, procurement of raw materials and parts, consolidation, testing and
packaging. All of these activities are very closely related to international transport nodes such as airports
and seaports.
The provision of space for logistics activities within the port has been catered for in many countries and is
seen as one of the important policies in logistics-oriented FTZ or logistics parks (zone)3.
These logistics-oriented FTZs or logistics parks are not the same concept as the traditional labour
intensive manufacturing oriented FTZs. Figure 2.7, for example, shows the share of business sectors in
the enterprises within the port hinterland of the Port of Rotterdam and the Port of Singapore. More than
60 per cent of enterprises within the port hinterland are logistics companies while 14 to 23 per cent of
enterprises are shippers from manufacturing companies and trading companies.
China has introduced eight bonded logistics zones since December 2003. The main reason behind the
establishment of these zones is to promote interactions among ports, existing FTZs and these bonded
logistics zones.
The Republic of Korea has also introduced FTZs in port hinterland areas such as Busan, Gwangyang,
Incheon and Incheon airport with total areas of 16.5 square kilometres. These FTZs are logistics-oriented
zones for international transhipment, distribution, procurement and entrepot trade.
Hong Kong, China, even though it is a free port and the busiest container port in the world, has planned
the development of Lantau logistic park covering 72 hectares located on the north shore of Lantau Island.
This Lantau logistic park will be completed by 2009 and offer value added services. Box 2.1 shows more
details regarding the development of the Lantau logistics park.
Traditional FTZs and logistics FTZs are both considered as outside of customs territory4 as a matter of
policy, and they act as catalysts of economic development. Recent emphasis centres upon the
enhancement of interactions between several zones, such as zones mainly for manufacturing and zones
for logistics activities, as well as airports and seaports in order to achieve synergy. The logistics-oriented
FTZs or logistic parks can be at the centre of developing and achieving this concept.

number of companies**

68

289*

logistics

63%

66%

shippers (domestic and foreign)
manufacturing
trading/wholesalers

14%

23%

others

23%

11%

Port hinterland
of Rotterdam Port

Port hinterland of
Singapore Port

Figure 2.7 Shares of business sectors in enterprises within port hinterland, 2003
Note:

* The number does not include the enterprises leased from Jurong Town Corporation (JTC).
** The number is subject to changes according to definition of port hinterland. (Arthur D. Little, 2003)

3
In general FTZ can be considered as multi-functional zone whilst in a logistics park only logistics related. Activities are allowed.
The concept of FTZ and logistics park, however, can be different from above explanation due to their country specific characteristics.
4

Hong Kong’s logistic park, may be considered outside of the customs territory since it largely a free port.
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Box 2.1 Hong Kong, China’s New Logistics Park
To maintain Hong Kong’s position as a transportation and logistics hub, a new logistic park is planned on North
Lantau Island. A recently completed study has also confirmed the preliminary technical feasibility of the park and
defined the scope of the follow-on detailed feasibility study. The logistic park will be close to the product source
and enjoys excellent transportation links. The access to air and sea transport. Customers’ needs can therefore
be satisfied through integration of sourcing, processing and transportation. Situated in the Pearl River Delta, as
one of the most important manufacturing centres in the world, links to the Hong Kong International Airport and
Kwai Chung container port, is seen as a great opportunity for future development.
The Lantau logistic park will also, as required by the industry, offer value added services such as cross-docking,
customization, kitting, labeling, management reporting, merge-in-transit, manufacturing support, order taking,
pick- and pack, repair or refurbishment, reverse logistics, special packaging and sub assembly. Furthermore
associated services could also be provided, such as call centre management, consultancy services including
systems integration and process reengineering, customs brokerage, freight consolidation, project logistics,
purchase order management and last but not least quality control.
Concerning the IT infrastructure, a high speed data connection and access to the Digital Trade and Transportation
Network System is planned.
Conveniently located on the north shore of Lantau Island, the 72 hectare park will provide 40 hectares of net
rentable land, will be directly accessible from the North Lantau Highway that links the airport with Kwai Chung
container port and downtown Hong Kong. The journey from Central to the Park will take around 30 minutes, from
Tung Chung Mass Transit Railway station it takes 5 minutes to the park.
(Source: German Chamber of Commerce, 2005)

2.9.3

The concept of logstics FTZs or logistic parks

Logistics-oriented FTZs or logistic parks are essentially a cluster of logistic related businesses that
provide various services, including CFS (Container Freight Stuffing), storage, consolidation and
distribution, and value added services. Table 2.9 and Figure 2.8 provide a detailed explanation.
Table 2.9 Basic functions of a port hinterland (Arthur D. Little, 2003)
Functions

Definitions

CFS

A warehouse where cargo is stuffed into and unstuffed from
containers. The location taking place container packing and
unpacking activities to make FCL with LCL cargo.

Storage (including refrigerated warehouses)

A place to store cargo before the cargo delivers to a final
consignee. The place for storage of cargo before it is carried to
port terminal for loading.

Consolidating and distributing

The location where cargo is consolidated and stored to be
distributed to regional storage warehouse or other markets.

Value added services

Additional activities such as assembling, processing, labeling etc.
before cargo is transported to inland areas or shipped for other
countries. This is a combination of logistics and industrial
activities.

Based on these functions of the port hinterland, the preferential taxation and tariff system in
logistics-oriented FTZs provide another valuable service for manufacturers. Figure 2.9 provides and
example of the logistics-oriented FTZ concept. One of the big issues facing companies who export from
a specific country is the value-added tax (VAT), for instance, 10 per cent in the Republic of Korea and as
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CFS

19%

19%

Storage

37%

40%

Consolidation & distribution

33%

23%

Value added services

11%

9%

Refrigerated storage

–

9%

Port hinterland of
Rotterdam Port

Port hinterland of
Singapore Port

Figure 2.8 Shares of major functions of a port hinterland (2003)
(The Ministry of Maritime Affairs and Fisheries of the Republic of Korea 2003,
analyzed by Arthur D. Little)
high as 17/18 per cent in China and Europe respectively 5. VAT is levied on each transaction on virtually
all goods and services in most countries. Without FTZs or logistic parks, a company importing raw
materials and processing them in a factory may have to pay VAT.
The VAT is, in general, a burden for manufacturers; some of them export unassembled or incomplete
products to third countries, and then re-import them for secondary processing in order to reduce this tax
burden. Many companies handle the entire manufacturing process while keeping the cargo in bond by
repeating exports and re-imports in some countries. In this case, the manufacturer has to also wait to
start procedures for VAT refunds until the cargo is exported from the conventional warehouse. The
biggest advantages of logistics-oriented FTZs or logistics parks are that they allow exporters not only to
reduce their tax burden, secure long-term storage of export cargo but reduce the double movement of
goods.

Without Logistic Zone/FTZ
Other countries
(overall waste of time and money)

With Logistic Zone/FTZ
Ideal logistics setup to reduce tax burden, save money, and save time
(Transport in)

(export)

Parts factory

Parts factory
(import)

Logistic Zone

(Transport out)

Product manufacturing
plant

(export)

Product manufacturing
plant

(export)

Figure 2.9 The concept of logistics-oriented FTZ or logistic park
(adapted by ESCAP secretariat from MOL Logistics (Japan) Co., Ltd.)

5

The exact rate of VAT is subject to change according to a specific country’s regulation, and the concept of VAT is also country
specific. For more accurate information, please refer to the specific country’s regulations on VAT.
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2.10 FTZs and other special zones for economic development
There are many special zones which have been introduced into many countries in an attempt to boost
economic development (see Figure 2.10). While it is difficult to identify each of them using standard
definitions due to their variety and the variety of countries in which they are found, the following
explanation of the types of special zones provides a reasonable guide.
Special economic zone (SPZ) or free economic zone (FEZ)
■

A special or free economic zone covers a large area, including residential areas and
hospitals, schools and other business and supporting facilities and infrastructures. It
promotes FDI by providing a good business environment with several incentives, such as
a global standard level of labour regulation, allowance of repatriation and reduction of
taxation for foreign investment, all of which might not be controlled under domestic
regulation but under specially designed regulation appropriate to the nature of the facility.

■

Within this type of zone almost all economic activities are allowed and the zone is not
outside of customs territory.

■

Sometimes other special zones, such as a FTZ, can be established within this zone.

■

This type of zone is like a microcosm of a country.

Export processing zone (EPZ)
■

An export processing zone can be seen as a traditional zone acting as a manufacturing/
processing works for exports, and considered as outside of customs territory.

■

Industry sectors within this type of zone are usually labour intensive and low skills
industries such as producing garments, textiles, shoes, timber, plastics and electronic
components using low cost labour.

■

In general, domestic sales of products manufactured within this zone are limited. Some
percentage of products can be sold in the domestic market.

■

The area covered is relatively small in size, up to two or three square kilometres.

Free trade zone (FTZ) or logistic park (LP)
■

A free trade zone is focused on international trade, especially value-added logistic
activities involving light manufacturing and processing.

■

The zone is outside of customs territory, and is very similar to an EPZ.

Industrial zones or complexes
■

An industrial zone is a platform for a manufacturing industry and provides industrial
clusters.

■

Domestic manufacturers and a few foreign investors establish their factories to take
advantage of relatively good supporting facilities for manufacturing. For FDI, this type of
zone often is transformed into an exclusive foreign investment zone for manufacturing.

■

In general, this type of zone is not outside of customs territory.
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Distribution zone or complexes
■

Within a distribution zone logistics activities are carried out with public warehouses.
Usually this area is not considered as outside of customs territory.

■

Inland container depots (ICD) are included this type of zone, but ICDs are generally
outside of customs territory.

■

Distribution zones are usually dedicated to consolidation and distribution and located in
strategic inland areas to cover several domestic markets and to provide transportation to
other transport nodes such as seaports, airport and rail stations quickly, conveniently and
easily.

Other zones
There are many other special zones such as exclusive research and development zones or tourism
zones, each designed differently according to the specific purpose of the zone. For example, visa
exemption might be applied to all visitors entering into specially designated tourism zones.
Within these definitions, several special zones can be combined and used to promote the development of
a nation’s economy. Whilst it is not a definitive explanation of specific national policies, Figure 2.10 helps
the reader understand the concept of special zones.

SEZ or FEZ
Covering a large area almost all
activities are allowed.

industrial zones
(complexes)
manufacturing

FTZ/LP

distribution zones
(complexes)
including ICD

Developing
National
Economy

– logistics activities
– manufacturing &
export activities

EPZ
other zones
(complexes)
tourism or R&D etc.

Figure 2.10 Several special zones as alternative policies for economic development
Note:

The terminologies used can be different. The terminologies in the diagram are used to enhance the
understanding of the concept of several special zones as a national economic development tool. (ESCAP
secretariat)

