POLICY
BRIEF

Key Recommendations for a SEZ Framework

issiassss: The

;133880 Pakistan
rreseses:: Business
:::::::::: Councﬂ

(& Company set up under Section 42 of the Companies Ordinance 1984)

November 2019



Ehsan Malik
Typewritten Text
November 2019


The Pakistan Business Council’s

Recommendations for Special Economic Zones Based on a Global
Comparison

The Pakistan Business Council (PBC) is a business advocacy body
composed of the most prominent local and multinational businesses that
have a substantial investment stake in and commitment to the growth of
Pakistan. A key objective under its “Make in Pakistan” thrust is to promote
jobs, value-added exports and import substitution. PBC’s advocacy over the
last two years has centered around identifying the main causes of
Pakistan’s premature deindustrialization. These have included poorly
negotiated trade agreements; uncompetitive exchange rate; shortage and
cost of energy; disproportionate burden of taxation on manufacturing; an
uneven playing field versus the informal sector; smuggling, under-invoicing
and the misuse of the Afghan transit treaty; regulatory complexity and
fragmentation of authority between the Centre and the provinces impacting
the ease of doing business; and a fiscal policy that fails to encourage
capital formation, consolidation and scale. Added to these factors is cost
and availability of industrial land, poor infrastructure and adequate utilities.
Consequently, investment rates and exports have lagged South Asiq, In the
absence of an industrial policy and a supportive fiscal regime, Pakistan has
become import-reliant, experiencing recurring external account crises,
resulting in repeated IMF programmes. The latest being the 22nd since
independence. We have also failed to create enough jobs for our youth or
develop their skills in line with global demand. Without reversing the
deindustrialization, Pakistan risks becoming a transit conduit for Chinese
goods, whereas CPEC affords an opportunity for it to partner the world’s
second largest economy in value-addition.

PBC is heartened by the government’s resolve to promote “Make in
Pakistan”. Special Economic Zones (SEZs) can be an important part of the
strategy to industrialize the country. This paper briefly compares the
practices adopted by China, India, Bangladesh, Ethiopia and Cambodia, for
their SEZs/EPZs and draws the following major recommendations for in the
context of Pakistan’s urgent need to provide supportive environment for
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industry. Like all the countries covered in the comparison, the need in
Pakistan is to generate exports. However, with annual imports running at
twice the rate of exports, it is equally important, if not more, to encourage
import substitution. Therefore, our recommendations of a hybrid approach
are also framed in light of the need to kick start the reindustrialization by
providing affordable land, sound infrastructure and utilities at a competitive
cost. The existing industrial areas around cities are choked, lack adequate
facilities, land is unaffordable, all impacting productivity of industry.

Export / Import Exports are the prime motive for SEZs globally.

Substitution / China and India set a minimum benchmark which

Reindustrialization varies between 50-100% of revenue. As mentioned

Hybrid Approach  above, the necessity in Pakistan is to drive both
exports and import substitution. Pakistan has over
200 Mn population. This can provide the scale,
which in time, could enable the import substitution
industries to also become exporters. Properly
endowed SEZs would facilitate industrial investment,
offering a viable alternative to the crowded
industrial areas around big cities that also lack
adequate infrastructure. Hence a hybrid
export/import substitution/ local industry approach,
with varying fiscal incentives is recommended.

Foreign The route to exports and import substitution is to
investment and attract foreign investors with capital and knowhow.
technology Most of the benchmarked countries allow 100%

foreign ownership. Whilst attracting foreign
investment through JV’s or sole ownership, PBC
recommends that 100% locally owned entities also
be permitted to establish in SEZs. Ownership should
therefore not be a qualification for establishing units
in the SEZs. Neither should it be a criteria for
determining other incentives.

One-Stop, Single  The most successful model adopted by China is to
Window Facility empower local administrations of SEZs to work
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“Plug and Play”
Model

Cluster
concentration

Proximity to
markets, ports,
source of
materials and
labour

Fiscal incentives

within a national policy framework to simplify and
offer “one-stop/single windows” for all approvals
and government interfacing. This includes building
permissions, visas and work permits, customs etc.

Foreign and local investors are attracted by the
ready availability of complete facilities, such as
land, utilities, banking services, housing etc. It is
suggested that private sector zone developers be
deployed to achieve world class “plug and play”
industrial facilities. Speed is of the essence both for
the country and the investors. This kind of facility
will fast forward industrial investment.

China and Bangladesh both benefited from
concentrating on the supply chains of specific
sectors. Bangladesh focused on aspects of
garments, such as buttons, zips, thread, cutting,
sewing. China chose high technology industries.
Apparel is a sector that Pakistan could focus on,
even if only in part of larger, multi-industry SEZs.

Shenzen, the most successful SEZ in China
benefitted from proximity to ports. This facilitated the
flow of raw materials in and finished goods out.
Dhabeji near Port Qasim provides a similar, ideal
location for a SEZ.

All countries allow duty free import of machinery,
some only at the inception of a project. We
recommend that Pakistan allows this at the
inception as well as for balancing, modernization,
replacement and expansion.

Income tax holidays ranging from 2-10 years are
offered by the benchmarked countries. We
recommend an income tax holiday of 10 years
subject to 80% of the revenues being derived from
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Expatriate
management and
work force

Repatriation of
profit, investment
and capital gains

exports. For any year that exports amount to less
than 80%, tax relief proportional to exports may be
offered. For units creating a prescribed level of
import substitution, specific relief may be agreed,
which could vary with industry and products. The
target relief would be in line with the import
displacement and in that respect be at parity with
exports in terms of impact on the external account.
For units producing neither exports nor import
substitution, the standard fiscal policy should apply.

No minimum taxes should be levied during the tax
holiday period and capital allowances and losses
should be allowed to be carried forward for up to 2
years beyond the tax holiday period.

Beyond the tax holiday period, a reduction in tax
rate of 5% on the standard corporate tax rate be
offered to those foreign controlled entities that
reduce their interest to 51%.

Raw materials be allowed duty free into the SEZs.
Sales in Pakistan be levied import duty and Sales
Tax on finished goods “exported” from the SEZ to
the domestic market.

Expatriate management and work force be allowed
as a percentage of total headcount in these
categories at 25% and 10% respectively. Work
permits be issued for periods of two years at a time.
The percentage of expatriate work force be reduced
to less than 5% after the initial two years.

Repatriation of profit, investment and capital gains
should be permitted.
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
SEZs: 7 (2018) NO SEZs, only Government Operational SEZs: | What should
Operational SEZs: EPZs Owned: 15 13 make SEZs
High-Tech 16 (2014) Operational: 5 “Special” are
Industrial Operational EPZs: Under affordable
Development 8 Privately owned | construction: 12 land and
Number Zones (HIDZs): Industrial Parks: infrastructure
of Zones 54 1. Type A-100% | 7 Operational: 1 | Main Sectors: in a “Plug &
foreign owned 1. Garments Play” mode,
Free Trade 2. Type B -Joint | Hawassa 2. Food proximity to
Zones (FTZs): Ventures Industrial Park: processing ports, labour,
15 (2010) between full utilization of | 3. Auto parts, road and rail
foreign and its 52 factory Motorcycle networks and
Provincial-level Bangladeshi sheds by 17 assembly supply chain
Economic and entrepreneurs. | companies 4. Electrical integration
Technological 3. Type-C including equipment (clusterization).
Development industries investors from manufacturing. | Hence the
Zones (ETDZs): which are Hong Kong, number and
1,346 (2005) 100% locally China, India, location
owned. Bangladesh, should not
State-level Indonesia, Spain compromise
ETDZs: 69 and the USA. on these key
(2010) elements.
Quality (and
cost) of
infrastructure

is important to
attract
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
2+2-year tax First 5 years: 10-year tax Income tax Profit tax 10-year tax
holiday 100% income holiday; exemption for 8- | exemption holiday for
Incentive (100% tax exemption on additional 5 10 years. (Selective): Trigger | both exports
Structure for | exemption export income. years at 50%. period + 3 years + | and qualifying
Factory for the first 2 Priority Period, import
Units years and 5 years depending on the | substitution.
50% thereafter: 50% type of
reduction in exemption from transaction/ Rules to be
tax for the 2 taxes. business (max 9 framed for
years years). determining
thereafter). what qualifies
Duty free import as import
of capital goods, substitution.
Duty free construction Duty free import of
import and materials, raw production No minimum
Duty free import export of raw materials for the | equipment, tax during the
and export of materials and production of construction tax holiday
Duty free raw materials capital goods is export materials, etc. period.
import and and capital allowed. commodities & Unused
export of raw goods is vehicles. capital
materials and allowed. allowances to
capital goods Customs be carried
is allowed. facilitation - Right to transfer all | forward for 2

transport of
imported raw
materials
straight from
customs post to
factory through

the income

derived from the

investment and
salaries in the
zone to banks
located in other

years after the
end of the
initial tax
holiday.
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The Experience of SEZs across Comparator Countries

PAKISTAN BUSINESS COUNCIL

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
Certain bonded export countries after Duty free

corporations
with projects
in
infrastructure,
environment
protection,
and energy
enjoy a 3+3-
yedar tax
holiday.

150% of
qualified
costs
incurred for
research and
development
of new
technologies
and products
allowed as
deductible
from tax.

factory scheme.

Loss carry
forward (for half
on income tax
exemption of
period granted).

payment of tax.

One-stop service
mechanism to
streamline import-
export processes.

import of plant
and
equipment in
the tax holiday
period.

Raw and
intermediate
items should
be importable
into bond by
export units.
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PAKISTAN BUSINESS COUNCIL

China

The Experience of SEZs across Comparator Countries

India

Bangladesh

Ethiopia

Cambodia

RECOMM-
ENDED FOR
PAKISTAN

Normal
income tax
regime to
apply to profit
made by
industries not
generating
exports or
import
substitution.

Goods sold
into Pakistan
be subject to
sales tax.

Institutional
Framework

The central
government
appoints and
promotes local
officials, but
policymaking is
done at the
lower levels of
the
government.

Local
governments
help the SEZs

SEZ Act 2005
moved India
towards a
decentralized
political decision
making approach,
giving State and
central
governments
greater discretion
to regulate the
zones.
Administrative
setup:

Bangladesh
Economic
Processing Zones
Authority (BEPZA)
is the official
organ of the
government to
promote, attract
and facilitate
foreign
investment in the
EPZs.

Approved by the
Prime Minister.

Developed and
managed by
Industrial Parks
Development
Corporation,
Ethiopian
Investment
Commission,
and Ministry of
Industry.

Cambodian SEZ
Board is the
primary regulator
of SEZs
responsible for the
development and
management of
SEZs.

- Administration
office on-site:
one-stop
service

A national
policy
framework to
be agreed by
the Board of
Investment.

Provinces to
implement.

One
stop/single
windows for
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
succeed by 1. Board of The governing mechanism to | all approvals
supplying Approval: board of BEPZA is facilitate trade. | @nd
much of the apex body in chaired by the - SEZ Trouble government
initial Prime Minister. . interfacing;
. the Shooting . .
infrastructure, ) including
investing in a Department. Primary Committee: building
good business | 2. Unit Approval | gpiactives of resolve issues | permissions,
climate, with Committee: BEPZA: for investors visas and work
efficient deals with 1. Promote FDI. and permits,
regulations, approval of 2. Promote developers. customs and
prop.er. . units in the exports. taxation.
administration SEZs and
and access to
utilities. other related
issues.
3. Development
Commissioner.
100% foreign 100% FDI allowed | 100% foreign 100% foreign 100% foreign 0-100%
Limit to ownership is for all sectors in ownership is ownership is ownership is Ownership
Foreign permitted. SEZs, except for permitted. allowed. allowed. should not be
Ownership telecom. the basis of
location in a
SEZ or for
fiscal

However, 5%
lower
corporate tax
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
rate to apply
on foreign
controlled
entities that
reduce their
interest to 51%
At least 80% of | 50% of the export | 100% of products | 100% of Minimum 80% of None.
Minimum the products related profits produced must be | products products produced | SEZs to be
requirement | produced must | must be exported. produced must must be exported. | open to all
for Export be exported. reinvested after 5 be exported. industries
years to continue whether for
incentives. export or
domestic
Firms in zones are not consumption.
subjected to minimum
export performance
requirements.
(2006) (2014-2015) (2003) (2018) No. of Investment | TBD but would
GDP % share of exports | % share of Total Export Projects: 172 by be substantial
Economic contribution of | from SEZs: 24.41% | exports from earnings: $103 China, South on
Impact of SEZs (including EPZs: 18% million meeting | Korea and Japan. | employment,
SEZs the ETDZs, 70% of its export exports, import
HIDZ and (2009) earnings target. | Investment substitution
FTZs): 18.5 % % share of attracted: US$1.65 | and the
exports from Jobs created: billion environment.
% share of EPZs: 17% 45,000 Jobs created:
exports from 105,000.
zones: 60 %

11
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
(20M)
(2009) % share of
% share of exports from
exports from EPZs: 20%
zones: 50 %
Land Lease Land Lease term: Land Lease term: | Land Lease Land Lease term: Leasehold —
term: minimum period of | 50-years with term: 15 - 50 years 20 years. Non-
Leasehold 20-50 years 20 years. scope of 60-80 years at transferable
vs. Freehold | with the extension to nominal rate for and required
possibility of industrial tenants. | factories & to be
renewal. residential surrendered to
quarters. the zone
developer
upon
cessation of
business.
Concessional Electricity: 3 US | Electricity: $0.20 — | Apply the

utility rates

cents/kwh.

$0.28 per
kilowatt-hour.

same rates as
those offered

tothe 5
priority export
sectors.

Visa permits Multiple entry Expatriate
visa forup to 5 management
years for and work
investors in IPs. force be

allowed as a
percentage of

12
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China

The Experience of SEZs across Comparator Countries

India

PAKISTAN BUSINESS COUNCIL

Bangladesh

Ethiopia

Cambodia

RECOMM-
ENDED FOR
PAKISTAN

total
headcount in
these
categories at
25% and 10%
respectively.
Work permits
be issued for
periods of two
years ata
time. The
percentage of
expatriate
work force be
reduced to
less than 5%
after the initial
two years.
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

Lessons
Learned

China India Bangladesh Ethiopia Cambodia RECOMM-
ENDED FOR
PAKISTAN
Targeted While goal of SEZs | While the The success of Cambodia’s TBD
development of | was to further programme Hawassa experience with
particular promote zone initially aimed to Industrial Park SEZs indicates
sectors in each | exports and attract high- indicates that that while zone
enclave. develop zones of | technology financial enterprises are not
larger scale, investment, it only | incentives alone | closely linked to
E.g.- Gradual Indian took off when it are not enough | the domestic
process of governmental made a concerted | to attract Cambodian
industrialization | authorities often effort to focus on investors — economy in terms

in Shenzhenin
3 stages; small-
scale, labor-
intensive
modern
industries to
high
technology
industries to
diversification
of industrial
base by setting
up industries
with advanced
technology.

Initial success
in attracting
private and
foreign capital

poorly determined
both zone location
and the nature of
zone production
which led to
mismatch between
SEZ investments
and market
conditions.

With the govt.
having broad
powers to direct
resources to SEZs,
urban land is
largely a State
monopoly,
inevitably inducing
rent-seeking
making India

the garments
sector, which
allowed it to
leverage its
comparative
advantage in low-
wage labor.

Beyond this
advantage, the
critical
contribution of the
programme was
not incentives - it
was the provision
of industrial land,
infrastructure and
relatively reliable
supply of power.

coordination of
various aspects
on both
practical and
institutional
levels, by a
government
committed to a
broader vision
of
industrialization
and
manufacturing
growth, is key.

of both forward
and backward
linkages, they
contribute
significantly to the
economy.
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PAKISTAN BUSINESS COUNCIL

The Experience of SEZs across Comparator Countries

China India Bangladesh Ethiopia Cambodia RECOMM-

ENDED FOR
PAKISTAN

led to unattractive to

extension of investors. This has

incentive also plagues

structure to rest | much govt.

of China. planned

infrastructure in
the country.

10
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About the PBC

16

The PBC is a private sector business policy advocacy forum composed of Pakistan’s largest businesses /
groups including multinationals that have a significant investment in and a long-term commitment to
the growth of Pakistan. Members turnover represents every ninth Rupee of Pakistan’s GDP and together
the members contribute 25% of the annual tax revenues and exports. More information about the PBC,
its members and its activities can be found on our website www.pbc.org.pk
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The PBC Members hy Sector

PBC currently has 82 members, whose businesses cover nearly all sectors of the formal economy. The
sector wise representation (in alphabetical order) is detailed below:

Sector Member Companies

Large-Scale Manufacturing

Agro Industries

Cement 2
Chemicals / Fertilizer 8
Energy 2
Engineering 9
Fast Moving Consumer Goods 17
Packaging Material 2
Pharmaceuticals and Healthcare 6
Textiles 10
Total Members in Large-Scale Manufacturing 57
Services

Financial service 12
Hospitality 1
Insurance 2
Logjistics / Courier 2
Telecommunication 2
Utilities 1
Total Members in the Services Sector 20

Conglomerates 5
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30 MNC’s from 14 Countries

USA
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30 MNC’s from 14 Countries
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