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Preface

This book has developed from an international symposium on
‘Malaysian Business in the New Era’, which was held at Monash
University's Malaysia campus in Kuala Lumpur in February 2000. The
symposium was an initiative of Monash University’s Faculty of Business
and Economics, and in particular of the Asian Economies Research Unit, in
the D E ics, and the i Business R h
Unit, in the D of M: pp by the iversi
Centre for Malaysian Studies in the Monash Asia Institute.

The symposium brought together Australian and Malaysian scholars to
analyse the emerging trends in the Malaysian business environment. The
title of the symposium, and of this book, was chosen to focus attention on
how the Malaysian business environment today differs from that of the New
Economic Policy era of 1971 to 1990 and its successor, the New
Development Policy of the 1990s. The impact of the 1997-99 Asian
financial crisis was naturally of special and topical concern. The chapters
gathered in this volume reflect the different perspectives taken by various
authors but all of them deal with some aspect of the shifting nature of
Malaysia's economic, business and socio-cultural situation.

The International Symposium started with a Public Policy Forum
launched by the Malaysian Minister of Foreign Affairs, The Honourable
Dato’ Seri Syed Hamid bin Syed Jaafar Albar and the Australian High
Commissioner, His Excellency Mr Pctcr Varghese. Representatives from
many promi Australian and panies attended this one-day
event and provided additional insights into the Malaysian business
environment. One of the highlights of this Forum was a keynote address by
Mr Stephen Hess, Vice President and Senior Analyst from Moody's
Investors Service in New York. The Public Policy Forum was organised by
Monash University in partnership with the Asian Strategy and Leadership
Institute (ASLI) in Kuala Lumpur, a prominent think tank in Southeast Asia.
The expertise of ASLI, togcxher with the contributions of our colleagues
from Malaysi: and ities provided the contributors to the
present volume with an important opportunity to review their data and test
their arguments.

The program then turned to two days of academic seminars in which an
unprecedented collection of expertise was available for presentation and
discussion. Forty-two academic papers were presented by academic staff
from the Malaysian and Melbourne campuses of Monash University's
Faculty of Business and Economics, and by academic staff fmm seven o!her
Malaysian universities: Universiti Keb Mal
Sarawak Malaysia; Universiti Multimedia; Umversm Putra Malaysia;
Universiti Sains Malaysia; Universiti Utara Malaysia and the International
Islamic University Malaysia. This volume publishes a selection of the best
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il Malaysian business in the new era

academic papers from the Kuala Lumpur symposium, which have been
chosen to reflect the wide range of topical and significant themes that were

and di I am especially happy to i d this volume
because it brings to a wider audience a path-breaking achievement in
ion between Malaysian and Australian scholars. The analysis of
the dy i ing modern Malaysian Business is very important for

our region, and I am delighted that the Faculty of Business and Economics
at Monash has had the privilege of bringing together so many noted scholars
in pool their analysis and research,

Professor Gill Palmer
Dean, Faculty of Business and Economics, Monash University
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Economic and social adjustment in
Malaysia in the ‘new’ business era

Chris Nyland, Wendy Smith, Russell Smyth and
Marika Vicziany

Introduction

This volume contains new research on a wide range of aspects of
Malaysian business in the era that began with the Asian financial crisis of
1997-99. With due recognition of the period that preceded the crisis, the
contributions are informed by a wish to identify what Malaysia needs to do
to sustain economic growth, remain internationally competitive and further
social stability in the post-crisis period. The papers recognise that while the
Malaysian business environment requires further reform, especially in the
areas of corporate restructuring, financial regulation and social protection, in
the period of the crisis, the economic and social fundamentals of the society
proved sound by contrast with a number of other states in the region.
Malaysia was not compelled to seek the intervention of multilateral financial
institutions and was able to sustain a high level of social stability through
the crisis period. The government's bold initiatives of fixing the exchange
rate of the ringgit and suspending the convertibility of the currency were
initially greeted with cries of disbelief and denunciation. However, this soon
gave way to congratulations with authorities such as Krugman (1999) and
Eich (1998) ing Malaysia's dent response. With the
passing of the crisis the IMF has acknowledged that its criticisms of
Malaysia were excessive and that its own interventions not merely backfired
but caused *a bank panic that helped set off financial market declines in
much of Asia’ (Sanger 1998).

Malaysia's unconventional response to the crisis suggests that the

has developed a new level of in its ability to adopt
and sustain innovative policies even when these strategies challenge the
i i financial ity. This d i to be resented

by international financiers and on occasion elicits strong criticism, as for
example occurred when in February 2000 the government ordered the
nation's 54 financial institutions to merge into just ten. Nevertheless, the
sharpness of the recovery from the crisis has been perceived as evidence that
Malaysian business has indeed entered a new era characterised by a high
level of confidence in the nation’s capacity to weather the external periodic
shocks that are a feature of the current wave of globalisation. Whether this

1



2 Malaysian business in the new era

self-assurance is justified in the longer term will be tested when Malaysia is
compelled to confront a major decline in its international export markets
brought on by an OECD-wide recession.

At the conference that generated the papers in this collection, it was
argued by Stephen Hess, Vice President and Senior Analyst of Moody's
Investor Service in New York, that Malaysia has grounds for optimism
regarding the long term. Hess noted that while Malaysia was caught up in
the general panic that characterised the Asian financial crisis, the
‘withdrawal of funds was not based on Malaysian fundamentals', which
were sound (Hess 2000, p. 1). He also observed that Malaysia's fate was
undeserved and was caused largely by the herd mentality of international
financiers. Since the early 1980s, Moody's has regarded Malaysia as a
country that belongs to the *investment grade' of its international ratings.
Whilst the ratings level was do\»ngr.ldcd during the Asmn I'nancml crisis,
Malaysia i inside the * grade' cl;
the government’s intervention and handling of the crisis was, according lo
Moody's, exemplary in its firmness and competence and this itself reflected
the underlying strengths of the Malaysian economy and its economic
managers.

The effecti pp , which ysia adopted in adjusting its
macrocconomic policies, was matched by the manner in which it managed
the distribution of the social costs of the crisis. While it is true not all
suffered to an equal degree, the government, business and civil society
together did manage to ensure that the costs were not borne primarily by the
poor and dispossessed, as occurred in some neighbouring states with great
consequent social costs. The importance of this factor in stabilising the
business environment and establishing a sound foundation for future growth
cannot be overemphasised when discussing whether Malaysia has entered a
new era. Though it is clear that the social tensions of a multi-ethnic society
remain a matter of deep concern, it is the case that Malaysia was able to
weather the crisis without overt inter-ethnic conflict as, for example,
occurred in Ind ia. The incid: of inter-ethnic hostility that occurred
in March 2001 was quickly contained and appears to be a surface
manifestation of unresolved issues arising from decades of industrial

P rapid isation and the ing of the y and
the labour market, rather than being a response to the financial crisis.

That Malaysia successfully managed both the macroeconomic and social
dimensions of the crisis bodes well for the nation's ability to move forward
in the post-crisis era. In recent years much of the globalisation literature has
focussed on the factors that determine the ability of nations to weather
global shocks. The critical factor determining success appears to be whether
the nation can combine rapid and decisive macroeconomic adjustments in
the areas of fiscal, monetary and exchange rate policy, with the successful
management of any social conflict that is triggered by the economic
turbulence.
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An outcome of particular importance that has been generated by the
global shock debate is awareness of the fact that success at weathering such
crises is very much dependent on the extent to which social tensions can be
effectively managed. Dani Rodrik has asked why is it that of the 50 nations
that had growth of 3 per cent or more through the period 1960-75, only nine
were able to sustain this after 1975. His ion is that the
primary factor determining whether or not nations were able to join the
latter august group was the success they achieved in managing the social
turbulence generated by the oil price rise of the mid- and late 1970s. Nations
that were unable to handle this turbul flecti found th
greatly ‘troubled’ when compelled to adopt the monetary and fiscal policies
required to ensure external balances, and it is notable that none of these
‘troubled" states subsequently remained within the high growth league.
Indeed, empirical evidence indicates that it was the conflict management

S it A Ry

factor that was of rwhelming in g
success. By i g i p to trade, and
the debt—export ratio were not statisti igni in ining which

nations were able to weather the crisis and sustain their previous rapid
advance into the post-1975 period,

Rodrik’s historical evidence and Malaysia's proven success with
managing both the social and macroeconomic variables that shape the
business environment, and business relations within this environment,
during the Asian financial crisis indicate the direction the nation needs to
take in the post-crisis era. In short, it is imperative that Malaysia continues
to reform i i ic and social i that can
assist development while remaining acutely aware that the world market is
both an opportunity for profit and growth and a source of upheaval and
disruption. What this means is that economic, industrial and social
instruments in the new era must be capable of stimulating business growth
and be able to provide the economy and the wider society with the resilience
needed to bear future periods of shock. At the time of writing, share markets
around the world are in decline and we wait to see whether this decline will
result in global recession. However, whether or not this happens on this
occasion is beside the point. Sooner or later there will be a serious recession
in the OECD world. Consequently, the new era must be a time of building
and of preparation for when these export markets go into decline, of opening
up to the world and of undertaking the institutional reforms neceded to
complement openness. In the case of the latter we endorse Rodrik’s advice
that institutional reform must involve (a) improving the credibility of the
state apparatus and in particular the quality of the judiciary and public
by 1 (b) improving hani of voice parti ly in relation to
non-elites; and (c) improving social safety nets and social insurance so that
individuals are not left unprotected from the worst effects of global shock. It
is with recognition both of the need for Malaysia to continue building sound
business enterprises, and a business environment capable of ensuring
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sustained high growth and social protection, that the following papers have
been prepared.

Contributions

The papers are arranged thematically. The first section contains papers
that consider Malaysia's international competitiveness and discuss issues
related to the nature of foreign enterprises conducting business in Malaysia.
This is followed by a number of papers that explore the strategies of foreign
firms ing in the ing sector, the of operations of
multinationals and the impact of concentration on profitability. The focus
then moves to the specific managerial practices embraced by Malaysian
firms and to questions of training.

Following this there are a number of papers that discuss some of the
socio-political and financial issues that will shape economic development
and the business environment in the new era. The papers in this section
explore the value orientations of public servants, the effects of globalisation
on Malaysian labour, the significance of Islamic work ethics for
employment relations, the social costs of the crisis, and the functioning of
the currency and financial institutions. The final paper discusses the
complex interplay of Asian cultural values, political processes and economic
development in the light of recent developments in Malaysian political
representation.

Chapter two, by Wilson, uses shift-share analysis to compare the export
growth performance of Malaysia with that of six other dynamic East Asian
economies in the lead-up to the Asian financial crisis. As the author points
out, this period was one of rapid domestic economic and trade liberalisation
in many East Asian economies including Malaysia. Wilson's results show
that throughout the second half of the 1980s, and the first half of the 1990s,
Malaysia's relative export performance was quite good, particularly in
traditional industries such as apparel and clothing. However, Wilson warns
that if Malaysia is to continue to compete effectively, there is scope for
further policy improvement in exports of organic chemicals in general and
exports of electrical machinery to Japan and the European Union.

Chapter three, by Vicziany, Navaratnam, Wong and Thornton, presents
the results of a survey of Australian companies regarding their attitudes to
Malaysian business and the Malaysian economy in general. The results of
the survey must be seen in light of the fact that it was conducted over the
period November 1999 to March 2000 and that most of the responses were
received before the signs of economic recovery were clearly visible. A main
finding is that, although Australian companies see Malaysia as one of the
more difficult markets in Asia, they also see it as one of the most profitable.
The chapter provides a number of insights that both complement and
challenge the findings of more detailed micro-studies in other parts of the
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book. It is argued, for example, that cultural constraints are not major
impediments for Australian firms in Malaysia.

By contrast chapter four, by Dogan, Smyth and Wills, argues that at least
for small and medium-sized ethnic Chinese firms, written contracts play a
secondary role to informal understandings and that this is an important
source of misunderstanding for Australian firms. The chapter is based on
case studies of eight, predomi small and medi ized, A i
and Malaysian firms. It ines the ion costs (or business costs)
that Australian firms incur exporting to and investing in Malaysia. One of
the study’s main findings is that cultural differences are a significant cause
of additional costs.

Edgington and Hayter in chapter five analyse 18 Japanese electronics
firms in Malaysia to assess whether the crisis had any impact on the
production and marketing strategies of these firms. Based on in-depth
interviews conducted in May 1999, they conclude that Japanese firms were
not adversely affected by the crisis. Indeed, they ascribe a greater impact to
the decision to fully implement AFTA (the ASEAN Free Trade Area) in
2003. On balance, their research shows that Japanese managers were
optimistic and viewed Malaysia as relatively well-positioned to facilitate a
further increase in production by Japanese inati The i
government needs to respond to this optimism by upgrading the technical
capacity of Malaysian companies that produce components for the Japanese
and other multinationals.

Chapter six, by Rasiah, on the electrical industrial machinery industry,
highlights the policy and size implications for this key player as a prime
industrial export earner for Malaysia since the late 1980s. The author links
the success of this industry to market friendly strategies in Malaysia's
development policy of the New Economic Policy (NEP) era, which attracted
a large volume of MNC investment. However, he points out a bias in
government policy towards large and medium firms to the disadvantage of
small and micro firms, most of which are owned by Malaysian Chinese and
hence fell outside the bumiputera affirmative action agenda of the NEP.
Despite this, his survey data indicates good performance by the small and
micro categories. Growth trends in the industry relative to firm size are also
examined.

Edwards, Adlina and Moss in chapter seven focus on the role of MNC
subsidiary y in pi ing and ining the growth effects of
foreign investment, a key element in Malaysia’s NEP, which relied heavily
on DFI for capital and technology transfers to transform itself from a

d to a ing-based my. The chapter details
results from a survey of MNCs in Malaysia and concludes that corporations
that share corp ki h i ly in and i

expertise, and that give administrative authority to their subsidiaries, offer
Malaysia more opportunities to benefit. It further concludes that the
structure and strategy of the parents’ i i activities does infl
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subsidiary autonomy, albeit in limited arcas such as marketing and product
strategy in some cases.

Chapter eight, by ya and Wong, ines the d; ics of
profit in Malaysian manufacturing. Similar previous studies have found that
profits persist above the long-run equilibrium level due to the monopoly
power exercised by large firms, while others find little or no evidence to
suggest the profi i lati ip is a long-run ph In
their study, Bhattacharya and Wong found no evidence to support the view
that the biggest firms are generating supra-normal long-run profits. Instead,
their findings suggest that ital-i i h , labour p ivity
and foreign subsidiaries are the most important factors determining profits
in Malaysia.

In chapter nine Richardson and Khong report the results of an empirical

ination of the hniques favoured by Malaysian business
in the Klang Valley. More specifically they ask whether Business Process
Re-engineering (BPR) is perceived as an effective tool of change
management. The most popular management tools sequentially were found
1o be Management by Objectives, Total Quality Management, and Strategic
Planning Tools, with BPR coming fourth. In answer to the question *What
techniques should be used which are not?' 1SO 9000 was most highly rated,
followed by BPR.

Weiler and Ham in chapter ten highlight the importance of ecotourism as
a growth area in the Malaysian economy, due to Malaysia's heritage as a
species-rich, tropical environment. This nature-based tourism relies on well-
trained interpretive guides who can convey the ideals of environmental
conservation and g inable develoy to tourists. The
chapter reports on an ongoing research project that monitors the
d delivery and of training prog for i i
guides in developed, and developing tropical countries such as Malaysia.

Chapter 11, by Haidar, Pullin, Lim and Hughes, discusses the potential
impact of public service moral values on Malaysia's economic growth and
international competitiveness and argues that this enquiry is especially

igni because g develop plans have been the main
engines of Malaysian economic growth since independence. Thus the value
system of public servants is a crucial factor in achieving national economic
and social goals. Conclusions are drawn from a study of municipal council
officers in Penang, a key area of industrialisation and economic growth in
the NEP era. The research indicates that the tradition of neutrality among
Malaysian civil servants is giving way to a ‘service’ ethic in which officers
see themselves as primarily serving the public interest, and, to a lesser
extent, a ‘responsive’ ethic under which they show primary loyalty to the
wishes of their superiors. This has occurred since the selection of
councillors changed from a system of election to one of appointment.

Chapter 12, by Ramasamy, argues that economic growth and reform in
Malaysia over the last decade have failed to accord adequate voice to the
working class and that globalisation has subordinated the interests of
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women, migrants and plantation and manufacturing labour to the needs of
capital and the state. Given this situation, labour has had to find alternative
means of challenging the pro-business bias the author holds is manifest
within state institutions. Echoing Rodrik, Ramasamy’s fundamental point is
that economic growth without redistribution does not serve the overall
development process and that gaps between the classes need to be reduced.

Chapter 13, by Smith, Nyland and Adlina, examines the realities of
Islamic identity for ian workers and who icipate in the
Japanese management system of a Japanese-Malaysian joint venture. Based
on anth; i data, it p Islamic and Japanese work
ethics, details their commonality and shows how Malaysian state policy has
managed to achieve DFI-led i P! while ing that
the Islamic identity and lifestyles of its Muslim labour force would not be

promised within foreig ged ventures. As such, it provides a case
study of how the economic objective of growth has been reconciled with
social concerns.

In chapter 14, Ishak draws some lessons from the crisis for the
management of social policy in Malaysia. He notes that there were concerns
that the crisis would lead to higher u employment, increased poverty and
might trigger racial conflicts and political instability, thereby making the
country less attractive to foreign investors. While conceding that these fears
proved misplaced, he suggests the crisis experience now requires the
country to determine how it was that racial harmony was maintained. He
also queries whether the social costs inflicted on the nation by the crisis are
likely to have long-term political costs and concludes that the arrest of
Anwar Ibrahim and his treatment by the Judiciary are likely to have long-
term economic costs.

Zubaidi, Azali and Habibullah in chapter 15 provide an econometric
analysis of movements in the Malaysian ringgit. They argue that long-term
trends are illuminating because they are potentially helpful to investors
comparing expected returns on medium or long-term nominal bonds in
different currencies. The chapter reviews the history of the ringgit, the
different ies of the Malaysian g and Bank
Negara Malaysia. As Malaysia is a small but open economy, which has
witnessed considerable industrial growth during recent decades, this chapter
makes a useful contribution to the much neglected question of Malaysian
currency.

Chapter 16, by Avsar and Goss, investigates the phenomenon of
increasing returns to liquidity in the Kuala Lumpur Options and Financial
Futures Exchange using data from 1995 to 1999, They examine three
distinct periods—which they term the *launch’ period, the ‘mature’ period
and the “crisis’ period—and find no clear support for the hypothesis of
increasing returns in the launch and crisis periods. However, there was
strong support for the increasing returns hypothesis in the mature period.
Avsar and Goss suggest the costs of liquidity were initially high because of
high set-up costs, while liquidity costs were high in the crisis period because
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of uncertainty associated with the currency crisis. In the mature period,
contract turnover exhibited strong growth and the costs of liquidity declined
as the market expanded. The results for the mature period are consistent,
with a tendency towards concentration in world futures markets and this is
indicative of the growing maturity as well as the increasing globalisation of
Malaysian business.

Chapter 17, by A. B. Shamsul, explores how the ‘Asian values’ concept
has shaped Malaysians’ cultural politics and consequently their response to
the crisis. He argues that Malaysian business is not only about commercial
activities but also about the business of politics and culture. Further, he
suggests that the most successful business ventures in Malaysia are
predicated upon making sense of the Malaysian Asian values paradigm and
internal non-business dynamics. Having critiqued the authoritarian manner
by which the notion of Asian values has often been utilised, Shamsul
explores its significance in relation to the ‘new politics’ now manifest in
Malaysia, wherein personality and politics are fused and developed into
multiple trajectories but are concomitantly united in their opposition to the
existing dominating state.

With the notable exception of Indonesia, the nations of East Asia
appeared by 2001 to have successfully weathered the financial crisis of
1997-99. On April 2001, however, Thailand’s central bank took a measure
that it had avoided for three years, announcing it was propping up the baht
to *ease volatility’ after the currency slipped below Bt4S to the US dollar.
On the following day, in Kuala Lumpur, finance ministers from the
Association of South-East Asian nations, China, South Korea and Japan met
and expressed concern at the fact that Japan’s currency was at its weakest
point since January 1998, as were the Korean won and the baht, while the

of Si the Philippines and Vietnam were approaching
historic lows. This development was of particular concern to the finance
inisters because they were acutely aware that recovery from the 1997-99
crisis had been rapid largely because the devaluation of their currencies had
enhanced their competitiveness in the then booming United States economy
and because they borrowed heavily in international markets to sustain their
banks. By April 2001, however, the world economy was slowing and this
was a development that begged the question of how Asia was to service its
international debts if it could not sustain its cxport markets. Should the
world economy continue to slow, surmounting this problem will be a major
challenge to Malaysia. In meeting the associated difficulties it will need to
confront the long-term economic and political problems generated by the
crisis with all the resilience and innovation displayed during 1997-99. The
papers in this volume suggest that Malaysia has the capacity to meet this
challenge.
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Malaysian export competitiveness
compared with the dynamic Asian
economies: past performance and
prospects for the next millennium

Peter Wilson

Introduction

This chapter looks at the export growth performance of Malnysm relative

to a group of dynamic Asian ies (DAEs), i of p
Thailand, Mala)sm Korea Taiwan and Hong Kong, and assesses. her
for export in the new mill

Wc cmploy a simple empirical technique to compare Malaysia's export
performance in selected categories of manufactured goods relative to her
key competitors in the markets of the USA, Japan and the European Union
(EU) between 1983 and 1995. Our findings suggest that whilst Malaysia's
performance between 1983 and 1995 was impressive compared with that of
the other DAEs across both the product groups and markets considered here,
there is some scope for policy action to improve her performance in the
categories of office and data processing machines and in organic chemicals
if she is to remain competitive in the new millennium.

We begin with some background on the competitiveness debate relating
to the DAEs, followed by our empirical analysis. The chapter ends with
some concluding remarks.

The dynamic Asian economies

Although there are a number of ways of grouping the more successful
economies of East and South-East Asia in a rapidly changing world
cconomy, the aggregation of the two most dynamic members of the
Association of South-East Asian Nations (ASEAN)—Malaysia and
Thailand gether with the blished four (little) tigers or four dragons,
or gang of four, is justified on the grounds that they have become
increasingly competitive as a group, especially with respect to the markets
of the EU, Japan and the USA.

Some of the ic characteristics of ia and the DAEs are
summarised in Table 2.1. All have undergone a period of rapid economic

1
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growth and structural change between 1983 and 1995 with Singapore,
Taiwan, Korea and Thailand experiencing real GDP growth in excess of
7 per cent per annum on average over the period, while Malaysia and Hong
Kong have very respectable figures of 6.9 per cent and 6.2 per cent. The
share of manufacturing output in GDP in 1995, as an indicator of the extent
of industrialisation achieved by the end of the period, ranges from 26 per
cent for Singapore to 33 per cent in the case of Malaysia. The low figure for
Hong Kong reflects the relocation of much of her manufacturing base across
lhe border into China frum the mid-1980s onwards as she de facto re-

ically with the mainland in advance of de jure
reumﬁc:mnn in 1997. In terms of income per capita, Singapore, Korea,
Hong Kong and Taiwan would now be regarded as high-income economies
while Malaysia and Thailand are designated middle income.

From the trade perspective, the DAEs became increasingly exposed to
international trade and capital flows from the early 1980s, as measured in
Table 2.1 by the trade to GDP ratio, and cumulative flows of foreign direct
investment (FDI). Hong Kong and Si are open di
to these measures, but note that the very high trade to GDP figure for
Singapore somewhat exaggerates the contribution of trade to GDP, as the
total export series includes a substantial quantity of entrepot re-exports and
intermediate imports. Some economists have calculated a smaller value-
added or net export series using the input-output tables to subtract the total
direct and indirect import content of total exports of goods and services (see
Peebles and Wilson 1996, p. 162). FDI has also played a major role in
export-led growth in Singapore, whilst Taiwan, Korea and Hong Kong
became increasingly important as suppliers of FDI to the region, including
China. In the past Malaysia and Thailand have been relatively less outward-
looking, preferring to exploit their large domestic markets through import
substitution, but they too have substantially liberalised their foreign trade
regimes since the mid-1980s and extended a more open arms approach to

During the 1980s and 1990s the DAEs also became more interdependent
in trade and capital flows as a group and increasingly competed in similar
goods and markets. There was a significant increase in the intensity of

| trade, as d by ise export flows, between lhe
East Asian and South-East Asian ping countries of Ind
Malaysia, Thailand, Philippi China, Singapore, Korea, Taiwan and

Hong Kong by 1988, according to Hill and Phillips (1993). Moreover, by
1990 a substantial amount of the bilateral trade between these countries and
the USA, Japan and the EU consisted of intra-industry trade as opposed to
inter-industry trade, reflecting the increased sophistication of their
manufacturing export structures (Chow et al. 1994).

Not surprisingly, the USA, Japan, and EU are important markets over
this pcriod.' both for Malaysia and the DAEs individually and also for the
DAEs as a bloc.



Malaysian exports: past performance and prospects for the next millennium 13

Table 2.1: Economic indicators for Malaysia and the dynamic Asian

economies 1983-95

1983 1990 1995 1983-95

Malaysia:

(1) GNP per capita (USS) 1,882 2308 3439

(2) Manufacturing/GDP (%) 19 27 33

(3) Trade to GDP (%) 91 137 174

(4) Cumulative FDI (US$m) 9,997

(5) Real GDP growth (%) 69
Thailand:

(1) GNP per capita (USSm) 799 1,526 2,729

(2) Manufacturing/GDP (%) 22 27 29

(3) Trade to GDP (%) 42 65 76

(4) Cumulative FDI (US$m) 3,466

(5) Real GDP growth (%) 85
Singapore:

(1) GNP per capita (USSm) 7,132 14412 28,703

(2) Manufacturing/GDP (%) 24 29 26

(3) Trade to GDP (%) 288 303 284

(4) Cumulative FDI (USSm) 32,105

(5) Real GDP growth (%) 74
Korea: 1,944 5.887 10,044

(1) GNP per capita (US$m) 30 29 27

(2) Manufacturing/GDP (%) 79 54 42

(3) Trade to GDP (%) -1.548

(4) Cumulative FDI (USSm) 87

(5) Real GDP growth (%)
Taiwan:

(1) GNP per capita (USSm) 2,808 8,045 12,390

(2) Manufacturing/GDP (%) 36 33 28

(3) Trade to GDP (%) 87 76 83

(4) Cumulative FDI (USSm) 15,938

(5) Real GDP growth (%) 79
Hong Kong:

(1) GDP per capita (USSm) 4,841 13,101 21,382

(2) Manufacturing/GDP (%) 23 18 9

(3) Trade to GDP (%) 167 229 278

(4) Cumulative FDI (US$Sm) 6.2

(5) Real GDP growth (%) 8.0

Notes:  Trade in (3) is exports plus imports in local currency: (5) is an annual
average growth rate in national currency: USS conversions use end of

period exchange rates.

Sources: Asian Development Bank (1997), Key Indicators of Developing Asian and

Pacific Countries, Manila,
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Table 2.2: Malaysian and DAE exports to the USA, Japan and the EU
as a proportion of their total exports

USA Japan EU Total
Malaysia:
1983 16.4 233 14.5 542
1990 169 15.3 14.9 47.1
1995 203 13.0 133 46.6
Thailand:
1983 18.1 14.2 214 537
1990 227 17.2 21.6 61.5
1995 215 17.0 15.0 53.5
Singapore:
1983 234 8.6 1.1 43.1
1990 213 88 14.4 445
1995 204 75 135 414
Korea:
1983 40.0 15.6 124 68.0
1990 29.9 194 13.6 62.9
1995 217 138 10.2 457
Taiwan:
1983 50.5 1.2 1.4 73.1
1990 329 1.7 16.4 61.0
1995 217 10.6 79 46.2
Hong Kong:
1983 313 4.7 14.5 505
1990 24.1 5.7 16.9 46.7
1995 23.1 52 142 425
Total DAEs:
1983 352 1.6 13.1 59.9
1990 260 1.9 15.9 538
1995 229 98 139 46.6

Notes:  The figures for Taiwan and Hong Kong are based on import data into other
countries or to the world; the EU includes Belgium, Denmark, France.
Germany, Greece, Ireland, ltaly, Luxembourg, Netherlands, Portugal,
Spain and the United Kingdom.

Sources: International Monetary Fund, Direction of Trade Statistics, Washington.

As the data in Table 2.2 suggests, despite some diversification from these
markets by 1995, mainly by Korea, Taiwan and Hong Kong from the USA,
exports 1o these three destinations by the DAEs as a whole still accounted
for almost half (47 per cent) of their exports. The proportions going to Japan
and the EU were more stable, but Thailand shifted from Europe to the USA
and Malaysia shifted from Japan to the USA. Malaysia and the other DAEs
have also become more competitive in a similar range of manufactured
goods to these markets at the SITC two-digit level. A substantial proportion
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of both Malaysian and total DAE exports to these markets by 1995 were
accounted for by organic chemicals, office and data processing machines,

and sound equij electrical machinery, apparel and
clothing and miscellaneous manufactures.

Empirical analysis

Dynamlc hift-share analysis is P to compare
changes in Malaysia's exports to the USA, Japan and the EU with the
corresponding exports of a reference group, in this case the DAEs as a
whole. Any difference between the performance of Malaysia in a given
commodity group and destination and that part of the total change in exports
that might be ascribed to the rate of export growth of the reference group as
a whole—the share effect—is referred to as the export differential or shift
effect and is measured in absolute dollar terms. A positive value implies an
improvement in compeuuveness rclnuvc to lhc reference group and a
negative value i in

The export differential is in turn accounted for by three additive factors:
the industry mix effect, the competitive effect, and the allocative effect. The
industry mix effect shows how much of the export differential is due to a
divergence between the competing economy’s economic structure and the
reference group. It will be positive if the share of exports in this industry is
larger than the reference group and its growth rate in the reference group is
positive. The competitive effect, on the other hand, shows how much of the
export differential is due to a difference between the export growth rate of
the competing economy and the group. In other words, the contribution due
to the special dynamism of that sector in the DAE compared with the
average growth of that sector at the reference group level. Finally, the
allocative effect shows how much of the export differential is attributable to
a ination of (the industry mix effect) and
competitiveness (the competitive effect). Full details of the shift-share
methodology used here and the data sources are given in Appendix 2.1.

Shift-share is a ively simple techni but it has proved to be a
useful tool for isolating trends in regional performance and for supplying
data for policymakers to interpret changes in the industrial structure of their
economies, Recent examples of its use in policy analysis include the
Monetary Authority of Singapore (1998) and Khalifah (1996). The former
uses the technique to identify those markets that are of growing importance
to Singapore between 1991 and 1996, while the latter carries out a similar
procedure for Malaysia between 1991 and 1993.

Most studies using shift-share methods are comparative static in that
they only consider changes in exports between the beginning and the
terminal years of the time period considered. In the context of export
changes this was true of both Herschede (1991) and DBS Bank (1992). This
is problematic because it cannot take into account continuous changes in the
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industry mix component and changes in the size of total exports in the
country concerned. Only by applying an annual group growth rate to a
country’s exports at the beginning of the year can one accurately measure
the share effect. Dynamic shift-share solves these probl by

the shift-share effects annually and summing over the whole period or sub-
periods of interest. In this way both the industry mix and total group exports
are adjusted continuously and annual growth rates are used. Thus, the
dynamic approach is not only more accurate, especially when there are
unusual years, such as when exports recover fast from a recession
(Singapore 1986), it also enables years of transition to be more clearly
identified.

Shift-share is a useful technique for descriptive analysis but it has a
number of limitations. To begin with it does not itself identify the causes of
any change in competitiveness, such as when there is a change in a
country's real effective exchange rate, and any adverse movements can
always be :hnng:d lhmu[,h the m\plcmenlauon of appropriate policies,
including trade for inward FDI, or export
promotion.

Secondly, shift-share only captures one dimension of ‘competitiveness’,
namely export performance in a product category relative to a specific
reference group. A country would thus have a competitive advantage if the
rate of growth of its exports were greater than lhe group's. It is possible,
however, in a broader interp of i that a parti
country might still have a competitive advanmgc if its export growth rate
were less than that of the reference group, but the latter were high by world
standards.?

Competitiveness is an illusive concept and can mean different things to
different people. The criteria for replication of universal best practices and
policy benchmarking of business environments in the world economy are

ly being d as globalisation proceeds and compclilive
performance and the role of mduslnnl devel policy are
measured by world standards.” This has not been helped by a lcndcncy lo
confuse competitiveness with the principle of comparative advantage. Trade
cconomists, such as Paul Krugman (1994), have always been sceptical of
this ‘vulgar’ analogy between compctilivcnnss at the business level and
competitiveness at the national level. Trade is not a zero sum game akm toa
competitive sport. Every country has a in
even if it is absolutely less productive than its trading punncrs The trick is
to ensure that prices and/or the exchange rate remain consistent with costs
and productivity, and if a country falls behind relatively it should find
something clse to export.

Shift-share analysis is also sensitive to the level of aggregation of the
data. The two-digit level still aggregates across quite a large range of
product areas, so a country may have a comparative disadvantage in some
categories but not in others. In our case the choice of product groups was
based on the identification of those categories of manufactured goods at the
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SITC two-digit level, which account for a substantial proportion of
Malaysia's manufactured exports to the markevs cancemed The choice of
start and end years was on the avai ive import
data at the SITC two-digit level into the three markels by the DAEs.
Unfortunately comparative trade data at a more disaggregated level is not
readily available.

Empirical results

The export differential

Figure 2.1 provides a ient visual p ion of the
over time of the export differential (ED) for Malaysia in each of the two-
digit product categorics to the markets of the USA, the EU and Japan
respectively. To facilitate interpretation the EDs are left in absolute terms
(millions of USS$), but should be seen in the context of the scale used in each
case. The task here is to ascertain whether there are any patterns in the
profiles of the ED across markets and product groups, rather than focussing
on individual years, which may give a myopic picture of Malaysia's export
performance and be subject to data errors.* The full shift-share results,
including the decomposition of the ED into its additive components—the
industry mix effect (IME), the competitive effect (CE) and the allocative
effect (AE)—are listed in Appendix 2.2.

Figure 2.1: The export differential for Malaysia relative to the DAEs
1984-95
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As far as the aggregate export di ials are the results
from Malaysia's perspective are striking, i in SITC ies 75,
76 and 77. In office and data processing machines (SITC 75) there seems to
be a clear switch to positive export differentials in the late 1980s in all three
markels (I992 onwards for the EU). The star performer, however, is

i and sound i (SITC 76) where the differentials
are positive and sizeable over most of the period for the USA and EU, and
from 1990 onwards in the case of Japan. Less clear-cut, but still impressive,
is Malaysia's performance in clectrical machinery (SITC 77), with positive
differentials in the USA from the mid-1980s and mostly positive numbers
over the same period with respect to the EU. Surprisingly, this success is not
matched in the Japanese market.

For the other categories, Iherc appears 1o be no obvious strength in
organic i (SITC 51) or (SITC 89) even
when account is taken of the exceptional jump in the export differential for
the former category to the USA in 1995, reflecting a sudden surge in exports
in that year. Although the numbers are less startling, Malaysia's
per in the more traditional, labour-intensive category of apparel
and clothing (SITC 84) is also positive in the fast-growing US market, if
mixed in the EU. One should, however, bear in mind that this might have
something to do with the fact that the reference point for Malaysia here is
the DAEs, for whom this category has become a sunset industry. If the
reference group had been ASEAN instead, one might expect Malaysia not to
have performed as well as her lower wage neighbours of Indonesia and the
Philippines.

D of the export diffe I

One of the key advantages of shift-share analysis is its ability to identify
the pattern of a country's export growth relative to a reference group, in this
case the DAEs, and to decompose this performance in terms of its export
structure (industry mix effect), competitiveness (competitive effect) and the
interaction of structure and competitiveness (allocative effect). This three-
way decomposition can then be used as a guide to policy implementation.
This decomposition is tabulated in Appendix 2.2.

Malaysia’s success in SITC 76 and SITC 77 has been robust in terms of
both the industry mix and competitive effects, and the allocative effects
have been positive, although there does seem to be some scope for targeting
changes in the industry mix for SITC 76 to Japan and SITC 89 with respect
to the EU market. Malaysia has, however, been noticeably less successful so
far in the area of organic chemicals (SITC 51), which would suggest policy
action to improve both the industry mix and competitive effects. To some
degree this might involve a continuation of policies that have been
successful in Malaysia in the past, including a relatively op:

h to i trade | isation and
:md an emphasis on training and education suitable to the creation of a
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relatively cheap but factory-skilled labour force. This would have the added
benefit of diversifying Malaysia’s market base and providing a further
cushion to offset the negative effects of a regional slowdown. One of the
lessons of the Asian crisis is that the Asian industrial miracle was built on a
relatively narrow base. The contribution of these policies to Malaysia's
growth and structural change has been well documented. In terms of
education and training see, for example, Gan (1995), and with respect to
trade liberalisation and foreign direct investment, Pussarangsri and
Chamnivickorn (1995).

By contrast, for office and data processing machines (SITC 75), the
export differentials have been positive, but the industry mix and allocative
effects tend to be negative, so the positive export differential is primarily
attributable to faster growth for Malaysia compared to the group
(competitive effect). This suggests that Malaysia has not yet benefited as
much as, for example, Singapore, from shifting resources into this fast-
growing higher value-added electronics category. Indeed, one of the reasons
Singapore has suffered less from the Asian financial crisis is her
concentration in electronics exports, which were less adversely affected by
the crisis (Monetary Authority of Singapore 1998).

For the office and data processing sector, however, it is more difficult to
engineer a change in the industry mix than in the less sophisticated
categories of goods since production requires a more
sophisticated knowledge-based and creative labour force, a higher
proportion of indigenous research and development, and a strong

for both p ion and marketing of
the products. Unlike agricultural and resource-based production and
ively low vall dded ing, success in SITC 75 is much less

a consequence of good industrial planning than providing a general
environment in which MNCs can flourish and engender positive spill-over
effects to the local economy.

In the end it will probably be the MNCs themselves that will determine
the direction, composition and growth of such exports. Both Malaysia and
Singapore have strategic plans to move up the value-added ladder. In
Singapore this is to be achieved primarily through the attraction of foreign
talent and the creation of a broad-based information technology culture,
while the emphasis in Malaysia is directed more towards the provision of
specific infrastructure (a multimedia super highway) and the attraction of
high-technology research and development. The competition for such
foreign resources is strong and the outcome is not certain, particularly in the
wake of the capital and currency controls enacted by the Malaysian
authorities in 1998, The continuation of long-term capital flows into the
Malaysian economy is a major prerequisite for the deepening of her
industrial structure, without which the associated local resources will be
largely redundant.

Whilst Malaysia faces significant competition from regional players in
its exports to developed-country markets, there is no doubt that she has also
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benefited significantly from the mutual effects of regional growth over the
last two decades, especially with respect to her ASEAN partners Singapore,
Indonesia, Thailand and the Philippines. In the manufacturing sector, much
of the benefit of growing neighbours derives from the growth of intra-
industry trade and the export of i diate goods to be bled into
final products for sale to third countries, especially between Singapore and
Malaysia. From an industry mix point of view this means that industrial
policy should be based on the identification of specific products for specific
markets in which Malaysia is likely to enjoy a competitive advantage, rather
than on implementing general policies, such as those geared towards
lowering production costs or facilitating exports, which may only stimulate
growth in sectors, such as clothing and apparel (SITC 84), and are relatively
slow growing in the DAE block as a whole. Similarly, the continuation of
trade liberalisation, both unilaterally and under the umbrella of the ASEAN
Free Trade Area (AFTA) is to be welcomed, but there may be gains from
the targeting of i by ies overseas towards
markets with potential positive export differentials. One possible model for
this is Singapore’s rationalisation policy to boost foreign-sourced income by
encouraging its indigenous MNCs to engage in outward direct investment in
the region, Recent evidence suggests a strong link between the direction of
exports and the direction of overseas investments (see Monetary Authority
of Singapore 1988, p. 30).

Conclusion

In this chapter we have looked at changes in the competitive position of
Malaysia relative to six dynamic Asian economies exporting to the USA,
EU and Japan between 1983 and 1995. Thls was an important period ar
dynamic change for this group as lmdc i ion and domestic
reforms coincided with growing in the world y
through trade and capital flows. Our empirical results suggest that
Malaysia’s performance has been impressive across both the product groups
and markets considered here. Not only was she able to maintain her position
in the traditional apparel and clothing cnlcgory in the US markcl but also
she posted strong positive export di in ions and
sound equipment and electrical machinery over the whole period, and in
office and data machines from the late 1980s onwards.

Nonetheless, if Malaysia is to continue to compete effectively in the new
millennium there does seem to be some scope for policy to improve the
industry mix for SITC 76, 77 and 89 with respect to the EU market, and for
exports of SITC 77 to Japan, and to address Malaysia’s relatively poor
showing so far in the area of organic chemicals (SITC 51). To some degree
this might involve a continuation of policies that have been successful in the
past. But in the case of office and data processing machines, where
Malaysia's growth has been relatively fast compared to the DAEs, but her
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share in this sector has been less than that of her competitors, it is much
more difficult to engineer a change in the industry mix since the production
of these goods requires a more sophisticated knowledge-based and creative
labour force, a hlghcr propcman of indigenous research and development,
and a strong i ironment for both pi ion and
marketing of the products.

Appendix 2.1: Methodology and data sources

Shift-share analysis has been used extensively in regional analysis to
analyse differences in regional and national growth rates in variables such as
employment and productivity. For reviews of the basic methodology of
shift-share, see Ri (1978), Esteb. quillas (1972), Fothergill
and Gudgin (1979), and more recently, Haynes and Machunda (1987) and
Hayward and Erickson (1995).

Shift-share analysis is emp here i to compare changes in
Malaysia's exports at the SITC two-digit level to the USA, Japan and the
EU with the corresponding exports of a reference group, in this case the
DAEs as a whole. The particular version of shift-share used in this chapter
follows the national growth rate methodology of Richardson (1978) and
Esteb: i (1972) but i it with the more recent dynamic
version of Barff and Knight (1988) and focuses on export growth over a
period of time rather than employment change.

Let ¢ = exports, i = export category at the 2-digit level, j = a competing
DAE, then the change in exports of category i of competing economy j to a
specific destination (USA or Japan or the EU). de;, is given by the share
effect s, the industry mix effect my, the competitive effect ¢, and the
allocative effect a;:

dey = sy +my+ e+,

In other words, each sector of each DAE has a standard growth
component given by s,, to which must be added the positive and negative
contribution due to factors associated specifically with each DAE (my +c;+
ay).

sy represents the change in exports that would have occurred if the
structure of exports in the competing DAE had followed the reference group
(homothetic exports e'y) and its export categories had grown (r;) at the
corresponding group rate ry:

sy = e'jrowheree’; =eo.e5/ €0
eo = exports of i from the reference group 0
eg = total exports from the DAE
e = total exports from the reference group
If e, —¢', is positive the DAE is specialised relative to the group and

vice versa if it is negative. Hence any difference between the actual change
in exports in sector i of DAE j and the share effect s; represents the net shift
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or shift effect or export differential ed;; ascribed to the specific
characteristics of the individual DAE and is measured in absolute dollar
values.”

edy; = dej —s;; = de;—e'y o= ey, — ¢y no
A positive value for the export diff ial implies an impi in
competitiveness relative to the rcl’erencc group and a ncgallvc value
constitutes deterioration in p . The export di ial is in turn

accounted for by the three additive components my;, c;;, a;.

The industry mix effect m;; shows how much of the export differential is
due to a divergence between the competing economy’s economic structure
compared to the reference group’s. It will be positive if the share of exports
in this industry is larger than the reference group's and the growth of
exports of this industry in the reference group is positive:

my = ra (e, —€'y)

The competitive effect ¢, shows how much of the export differential is
due to a difference between the export growth rate of the competing
economy and that of the group: the contribution due to the special
dynamism of that sector in the DAE compared with the average growth of
that sector at the reference group level. If the DAE growth exceeds the rate
for the group the effect is positive and it has a competitive advantage in that
product category:

oy =e'y(ry—ro)

Finally, the allocative effect a; shows how much of the export
differential is attributable to a combination of economic structure and
competitiveness: the industry mix effect and the competitive effect. It shows
the DAE is specialised in those sectors in which it enjoys a competitive
advantage. It will take on a positive value if either the competing economy
specialises in exports in which it has a competitive advantage or produces
little of the exports in which it has no such advantage:*

;= (e — ') (1 — o)

Export data at the SITC two-digit level for each DAE and for the group
as a whole were extracted from import data into the USA, Japan and the EU
in USS from the OECD, Foreign Trade by Commodities, Paris. Since total
exports by country and destination were not available from this source they
were instead derived for each DAE in USS by destination from export data
from the International Monetary Fund, International Financial Statistics,
Washington. The choice of start and end years was dictated by data
availability.
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Appendix 2.2: Shift-share results 1984-95

TO THE UNITED STATES (millions of USS)

ORGANIC CHEMICALS (SITC 51)
1984 1985 1986 1987 1988 1989 1990 1991

IME -1 1 8 o 4 3 -6 =7
CE I 1 9 =2 7 -18 13 25
AE -1 8 23 3 2 -3 6 17
ED -1 20 9 -6 23 -8 -18 -6

OFFICE AND DATA PROCESSING MACHINES (SITC 75)
1984 1985 1986 1987 1988 1989 1990 1991
IME -7 5 =76 -112 -142 -101 66 -39
CE 222 -73 -247 530 214 3091 234 1266
AE =131 55 242 -506 -202 -2378 -173 655
ED 19 <13 -81 -87 -130 612 -6 S$S2

TELECOMMUNICATIONS/SOUND EQUIPMENT (SITC 76)
1984 1985 1986 1987 1988 1989 1990 1991

IME 26 -l -1 2 10 21 59 55
CE 147 168 51109 94 368 229 220
AE 96 46 =229 35 38 343 426
ED =26 121 48 160 139 718 513 701

ELECTRICAL MACHINERY (SITC 77)

1984 1985 1986 1987 1988 1989 1990 1991
IME 481 -88 107 277 332 -3 -2 7
CE 63 -39 23 46 =35 4 6 -l
AE -181 -120 -74 -135 -19 9 9 2
ED 237 =247 10 9% 219 ns -2 4

APPAREL AND CLOTHING (SITC 84)
1984 1985 1986 1987 1988 1989 1990 1991
IME 12 =114 =30 -1 -6 2 2

CE -22 261 -1808 39 289 149 85 157
AE 17 63 759 -14 -53 -38 -23 42
ED 70325 <2163 -6 215 9 T U8

1992
=11

=11

1992
-138
1259
445

679

1992
241
213
402

1992
1m
163
162
502

1992
-5
291

194

1993

1993
2
23
443
702

s g

1993

205
69
161

1994
~165
1336
-296

875

1994
481
231

1s2

1994
441
~154
-84
203

-7
127

74

1995
=310
343
-82
~49

1995
47
122
231
401
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TO JAPAN (millions of US$)
ORGANIC CHEMICALS (SITC 51)

1984 1985
IME -1 -9
CE 9 [E]
AE -8 -13
ED -10 -1

1986 1987 1988 1989 1990
% % 3 0 3
12 06 3 2
-8 o =1 1 o

2 6 2 2 4

OFFICE AND DATA PROCESSING MACHINES (SITC 75)

1984 1985
IME =10 -1l
CE 21 -4
AE -20 24
ED -9 -12

1986 1987 1988 1989 1990
=1 =27 =30 -28 -20
36 281 735 280 405
35 279 688 -231 -211
S T 21 T

TELECOMMUNICATIONS/SOUND EQUIPMENT (SITC 76)

1984 1985
-16 -10
-35 26

M -2
-17 -9

1986 1987 1988 1989 1990
-50 114 <100 -S54 12
-7 522 130 186 224

70 481 -1 -141 -107
-51 -4 8L - 129

ELECTRICAL MACHINERY (SITC 77)

1984 1985
IME =25 17
CE -6 -55
AE 6 36
ED -4 =2

1986 1987 1988 1989 1990
=12 -51 66 -3} -13
-58 -19 3 97 127

43 no-19 43 -3

28 63 -2 2 7

TO THE EUROPEAN UNION (mullions of USS)
OFFICE AND DATA PROCESSING MACHINES (SITC 75)

1984 1985

IME =203 -1
-239 6l

24 -55

219 =12

1986 1987 1988 1989 1990
-104  -I81 -187 -55 -I77
~216  ~194 507 354 457
210 190 488 -335 420
-110  -185 -168 -35 -139

TELECOMMUNICATIONS/SOUND EQUIPMENT (SITC 76)

1984 1985
IME 0 1
CE s 65
AE ~16 ~13
ED 20 53

1986 1987 1988 1989 1990
e L B L]
=35 203 82 193 144
0 s -2 2 8
-36 223 s6 213 236

1991
-19
99
-2

1991
-2
20
-1
-28

1991
~149
mn
~620
-s1

1992 1993 1994

1
12
1
13

1992
-151
1976
nn

4947

0
-3
o
-3

1993
-4
285

150

1993
-51

47

1993
-63
558

=313
162

1993
10
78

17

15
21
10

1994
38
363

1085

1994
~150
-261
=104
-307

1994
~158
s
-362
254

1994
-2
235
w

441

1995
-303
818
-353
161

1995

-159
7
-510

1995
=327
1nie

429

1995
164
108
1s
386
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ELECTRICAL MACHINERY (SITC 77)
1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

IME 38 " 49 1e 82 29 81 93 70 38 429 821
CE 63 2 -7 =21 6 -3 86 129 92 47 167 112
AE 30 19 -54 -8 5 <20 64 127 88 -36 137 91
ED 131 57 -m 78 92 26 231 349 250 45 733 1024

APPAREL AND CLOTHING (SITC 84)
1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

IME =17 34 157 152 45 20 <26 -6l 12 5 2 -n
CE -4 19 - 7 84 297 20 86 183 -101 334 -7
AE 36 -16 3 -182 52 -146 91 27 48 38 -36 1
ED -23 37 158 =57 -12 1712 1S3 -2 146 -58 318 -17

MISCELLANEOUS MANUFACTURES (SITC §9)
1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

IME SIS 01 -89 -4 75 -4 49 51 63 32 T2 -83
CE ST 16 =36 27 123 242 143 36 16 228 167 70
AE T4 31 23 100 -181 99 25 -1l -145 -89 -36
ED S8 12 93 -0 -2 47 4 40 -9 114 150 -19
IME = Industry mix effect

Competitive effect
Allocative effect
Export differential

>
£
vy

Endnotes
' Membership of the EU is based upon the classification used in the International
Monctary Fund, Direction of Trade Statistics 1993, p. vi, Washington, DC:
International Monetary Fund; and the OECD, Foreign Trade by Commaodities 1993,
Vol. 5, Paris: OECD.
* lam grateful to an anonymous referce for this point.
' An assessment of seven different papers on international competitiveness
contributed to the Oxford Economic Bulletin in 1996 can be found in Boltho (1996).
The relationship between competitiveness and industrial policy in a changing world
cconomy is also the subject of a recent UNIDO study by Sercovitch (1999).
* Where specific years produced exceptionally large values for the export
differential, often because a discontinuity in the data produced an exceptionally large
growth rate, the data was checked carefully but the differential values are capped at
US$1,000 (millions) to retain the longer-term pattern in the graphs. The detailed and
disaggregated nature of the data makes this inevitable, but in some cases there is a
suspicion of recording error, particularly where a scale factor is involved.
* However, comparing absolute dollar amounts should be scen in relation o the
size of the respective economies proxicd by GNP or the volume of international
trade.

a; will be positive if the DAE is specialised, (¢~ ¢ > 0), in those sectors of
faster group growth (r, — r,y > 0), or if it is not specialised, (¢~ ¢’ < 0), in sectors in

—= ety
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which it is lacking in competitive advantages (r; - r,o < 0). Contrary reasoning will
produce a negative allocation effect.
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Australian business attitudes to
Malaysia

Marika Vicziany, Tan Sri Ramon Navaratnam,
Koi Nyen Wong and Tim Thornton

Malaysia bounces back

/The Malaysian economy since late 1999 has been characterised by
growing economic confidence and recovery and it has achieved this on its
own, without the benefit of any IMF rescue package. The collapse that

imists had been icting never happ Malaysia did not follow the
Thai or Indonesian pattern and by late 1999 was on the cusp of another
boom (Halls 1999; Jayasankaran 1999). Economic Darwinism emerged with
a vengeance—Malaysia was now declared to be a sign of ‘the survival of the
fittest after the deluge’. After a great many unpredictable policy changes
affecting the foreign investment climate' and a spell of being the ‘most
challenging market for custodians’, Malaysia was declared to be ‘stable’
(Hyam 1999/2000). A report by Merrill Lynch in late 1999 went much
further in describing Malaysia’s recovery as ‘one of the most impressive
ever, with eamnings per share growing by an annualised rate of 150 per cent’
(Mitra 1999). More modestly, the EIU noted that the Malaysian recession
had ended by the second quarter of 1999: growth rates had risen to 4.1 per
cent, inflation was under control, interest rates were coming down and
industrial production, sales and exports were strongly up, especially in the
conductors (EIU 1999, pp. 3, 27-8). Recent figures indicate an even
stronger recovery. According to an official report by the Government of
Malaysia Department of Statistics, both imports and exports have been
growing and the December 1999 trade figures show the largest monthly
trade surplus on record (New Straits Times S February 2000). GDP was
expected to grow by 6 per cent in 2000 and 6.7 per cent in 2001—and this is
not a government prediction but the view of the Chase Manhattan Bank
which is also saying that Malaysian growth is being driven by new
investment rather than pump priming by the government (Business Times
11 February 2000).

The international rating agencies have also revised their opinion of the
Malaysian economy. In late 1999, Morgan Stanley Capital International
announced that on 31 May 2000 it would restore Malaysia to its former
rating level (Hill 1999). This was not an isolated decision. At the end of
1999 Standard and Poor's (Lee 1999), Moody's and Merrill Lynch (Mitra
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1999) also upgraded their rating of Malaysia. Standard and Poor's and
Muody s, it needs to be remembered, had been scv:rcly criticised by the
for di i
shift in amtudc is especially important and reflects a positive reassessment
of the Malaysian economy by some of its most influential critics. Hill
reports that during the last quarter of 1999 *scores of fund managers were
sniffing around Kuala Lumpur, contemplating a return to what used to be
one of the largest and most liquid markets in Asia® (Hill 1999). She adds
that Malaysia’s impressive ‘world-class i * is one factor bringing
back foreign interest: d certainly i is one of the positive
characteristics of the Malaysian economy that has impressed Australian
firms. According to Hill, concerns about erratic shifts in government policy
remain, but despite the storm that broke out over currency controls two
years ago, foreign fund managers now look to the returned Mahathir
government for stability and familiarity. But perhaps most telling of all, Hill
reports that Malaysm has great appeal to foreign fund managers, information
hnol and because, in the words of Pesaka
Jardine Flcmmg s Weller, 'ln terms of making money, Malaysia is a good
place to be right now" (Hill 1999). And making money is what attracts all
business, including Australian business.

Origins of this study

We decided to undertake a survey of Australian business attitudes to
Malaysia in carly 1999, long before the signs of economic recovery were
visible. This decision was based on a number of considerations:

it was clear to us that Malaysia was not the crisis-torn economy that
Thailand and Indonesia represented, and so we were curious to find out
what Australian companies thought of the Malaysian market;

one of the authors of this paper had published similar studies about the
Indian market, so we had some basis for cross-country comparisons;

we were keen to learn what ad: ges and obstacles the |
market might present to Australian firms thinking of moving production
to off-shore facilities as part of their corporate strategies to become
global competitors.

The survey results were collected from November 1999 to March 2000.
Over this period of time there has been a growing consensus about the
recovery of the ian economy. The A lian firms we surveyed have
an on-the-ground presence in Malaysia. According to the Australian—
Malaysian Business Database, which we compiled,’ 160 Australian
companies have offices in Malaysia. All of these received a copy of the
questionnaire by mail, and for the 70 firms that had email addresses, also by
electronic means. Some contacts were followed up by fax and phone calls.
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In addition to responses from relevant firms, we received replies from
companies that were no longer Australian firms, or had left Malaysia, or had
been amalgamated with other firms. These were eliminated from the
database. For the purposes of this study, an Australian firm is defined as any
Australian company or pann:rshxp that has an office in Mnlaysm, even if the
majority p of the isin A hands.

A total of 32 i d the i ire, making the
response rate about 20 per cent. The majority of these firms, some two-
thirds, are recent arrivals in Malaysia, having established themselves since
1991. Only 12 predate 1990, the earliest going back to 1972.

An economic profile of the Australian firms

Of the 32 firms, 12, that is 37.5 per cent, are involved in the Malaysian
construction industry. We cannot say how this compares to the general
profile of Australian firms present inside the Malaysian market because we
do not have information about the mdusmal acuvmcs of those companies
that did not respond to the i The I3 lian firms are
involved in a wide range of ic activities, i by
technology and Manufacturing (see Table 3.1).

Table 3.1: Australian firms inside Malaysia by areas of economic
activity in 1999/2000

Type of activity Number Percentage
Construction 12 37.50
Information technology 6 18.75
Manufacturing 4 12.50
Miners/metals processing 2 6.25
Transport 2 6.25
Banking/finance 2 6.25
Tourism/recreation 1 3.2
Environmental engineering 1 312
PR consultant 1 3.2
Business/accounting consultant 1 312
Total 32 100.0

The majority of the Australian firms in Malaysia are small employers of
labour in Malaysia compared with their labour force in Australia: almost
three-quarters of the firms empl, 100 or fewer people and another 25 per
cent between 101 and 500 (see Table 3.2). The reasons for the smaller scale
of operations in Malaysia are not known, but presumably reflect the
relatively short time that the majority of Australian companies have been in
Malaysia.
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Table 3.2: Size of A firms in ing to the number
of employees in Malaysia
No. of employees No. of firms Percentage of firms
Fewer than 10 9 28.12
111to 100 14 43.75
101 to 500 8 25.00
501 to 1000 Nil
1001 to 2000 1 312
More than 2000 Nil
Total 32 100.00

Australian firms or citizens in about 60 per cent of cases own the
majority of Australian companies in Malaysia. Other forms of ownership
were scattered across a number of categories as Table 3.3 shows. In only
two cases was the dominant ownership in the hands of a Malaysian firm and
in three cases Australian-Malaysian ownership was shared.

Table 3.3: Ownership of Australian firms based in Malaysia

Types of business arrangements on the basis of No. Percentage
who had majority (51 per cent+) ownershi
‘An Australian firm or citizen 19 59375
A Malaysian firm 2 6250
A $0:50 Australian-Malaysian business 3 9375
Corporate sharcholders 3 9375
An overseas 3 9375
Publicly listed on Australian Stock Exchange 1 3125
A non-multinational firm from some other country 1 3125
Total 32 100.000

The labour force of these 32 Australian companies is overwhelmingly
Malaysian. On average, the 32 Australian firms employ only 65 expatriate
Australians—an average of about 2.03 per firm. The 23 firms that answered
the question about the number’ of Malaysian employees reported a total
Malaysian workforce of 2,819. The largest employer of labour had only one
expatriate Australian for every 233 Malaysian workers. Nor are the
Australian firms large employers of labour from other Asian countries—of
these there were fewer than the number of expatriates, namely 61 expatriate
employees, or on average 1.9 per firm.

Business in Malaysia is profitable

Twenty-six of the 32 firms, or 82 per cent, reported that their business in
Malaysia was profitable. Of these about 56 per cent (18 firms) said that they
had become profitable within three years of doing business in Malaysia.

TR p—-—=
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Another five firms, or 19 per cent, were profitable within five years. Two
Australian companies took six years to show a profit and one firm was
profitable within 20 years.

Only five companies reported that their Malaysian operations were not
profitable (that is 16 per cent of the sample) and one firm was breaking
even. Why these firms did not make a profit is a complex question and
something that cannot be determined by a survey of the kind we undertook.
However, we should note the following characteristics of the firms that were
not profitable:

all of them had entered the Malaysian market since 1990;
three of them were involved in the construction industry;
two of them were Australian-Malaysian partnerships,

The two variables of significance in these correlations are the last two. In
the previous section we noted that 12 of the 32 Australian companies we
surveyed were involved in the construction industry. So within that sector,
three of the 12 were not making a profit—that is, 25 per cent were
unprofitable. That is hardly remarkable given the difficulties the
construction industry of Malaysia faced during the Asian currency crisis.
What is remarkable is that the other nine firms involved in the construction
industry were profitable. We know from in-depth studies conducted by one
of the authors of this paper (Vicziany 2001) that many of the construction
companies were able to ride out the difficulties of the Asian currency crisis
in Malaysia by giving extended credit lines to their Malaysian customers.
The bulk of these creative responses to the crisis worked very well. They not
only kept both Malaysian and Australian firms afloat, but also allowed them
to make profits.

The worrying variable here is the fate of Australian-Malaysian
partnerships. In the previous section we noted that three of the Australian
companies in Malaysia were partnerships, and we now learn that of these,
two businesses, or 66 per cent, were not profitable. The survey results
indicate the need for a very close examination of the nature of
Australian-Malaysian joint ventures. However, at this stage it is too soon to
say that the joint venture arrangement by itself accounts for the lack of
profit.

Australian firms plan to expand their business in Malaysia

In view of the profitability of the Malaysian market for the over-
whelming majority of Australian firms we studied (82 per cent), it came as
no surprise that A lian firms in Malaysia were optimistic about the
future. The majority, some 72 per cent or 23 firms, planned to expand their
business dealings with Malaysia in the next 2-3 years. About a fifth (seven
firms) have no such plans and another 6 per cent or two companies are
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unsure. Without in-depth interviews with the companies we cannot
understand why some companies will expand their engagement with
Malaysia whilst others have no such intention. In any case, the priority at
this stage of research was more limited: we simply wanted to find out
whether Malaysia was a profitable market or not and whether this had an
influence on short- and medium-term corporate plans. Clearly the majority
of Australian firms in Malaysia have a very positive view of their short- to
medium-term prospects in Malaysia.

When asked about their plans in the next five to ten years, Australian
firms remain overwhelmingly positive, with 63 per cent (20 firms) still
reporting that they plan to expand and about 19 per cent (six companies)
saying that they are unsure. Only a minority of four companies, representing
12.5 per cent of the sample, said that they have no plans to expand their
Malaysian business.

Of the 23 firms that plan to expand their interests in Malaysia in the short
term (namely the next two to three years), a majority of 19, or 83 per cent,
are also planning to increase their investments in the short term. These plans
were obviously in place before the Asian currency crisis, but by the start of
the survey in October 1999 these firms had decided to proceed with their
plans.

Expectations about the performance of the Malaysian economy are also
high, with 78 per cent of Australian firms (that is 25 companies) reporting
that they expect the demand for their goods and services in Malaysia to
recover in the next two to three years.

A ian p ptions about reforms

We asked five different questions pertaining to the process of economic
reform in Malaysia:

Is enough being done to increase accountability and transparency in the
distribution of government contracts?

Is enough being done to reform the banking and financial sector?

Is enough being done to increase domestic competition with bumiputera
firms?

Is enough being done to increase domestic competition with non-
bumiputera firms?

Are g policies i ive to foreign firms?

The responses showed that Australian firms are divided on the question
of how extensive the reform process has been. More Australian firms have a
positive view of banking and financial reforms in contrast with negative
views about accountability/transparency in government contracts,

ition with bumiputera firms and policies to bring foreign
capital into Malaysia. On none of the five questions, however, did the
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majority of Australian firms believe that sufficient reform had taken place.
Just over half of the Australian companies thought that not enough had been
done to achieve transparency/accountability and more competition with
bumiputera firms and 40 per cent said that not enough had been done to
promote the inflow of foreign capital.

This does not mean that Australian firms were unaware of the economic
reforms by the i . From in-depth interviews
with Australian firms in Malaysia (Vu:zlany 2001) we know that they do
follow the economic policies of the Malaysian government fairly closely
and a very active Australian trade office in Kuala Lumpur also keeps them
well briefed. The publication of the Department of Foreign Affairs and
Trade in Canberra has also given proper recognition to the reforms
occurring in Malaysia (Trade and Economic Analysis Branch, 1999, p. 23).
Another conduit for current information-is Mr Alistair Maitland, formerly of
the ANZ-Grindlays Bank and now one-of the two foreign directors on the
Board of Danaharta. Mr Maitland is a regular speaker at business briefings
in Australia and has taken great pains to puhlicise the extent of the reforms
and the painstaking nature of lhe process itself. The Australia-Malaysia

Business Council and its part are also imp avenues
of information between the government and the private sector
(Australia-Malaysia Business Council Newsletters 1999-2000).

Despite this, Australian firms are of the opinion that the reform process
still has a long way to go. A surprisingly large percentage of firms are also
‘unsure’ about what the reform process has achieved. When asked about
whether the government of Mnlaysm had done enough to promote

ition with b 13A lian firms, or 40 per
cent, said that they were not sure (Table 3.4 below). The concept of
‘uncertainty’ needs m be understood not as something that stems from a lack
of knowledge by li p but rather as a result of their
hesitancy about the ability of government policies to make a difference.

Table 3.4: F about ic reforms in
to the questions is the Malaysian government doing enough to
increase/improve...

Yes No Not  No  Percentages

sure__replies __of Yes/No
17a Accountability kransparcncy 5 179 1 1600/53.03
176 Banking reforms 4123 3 440013750
17c Competition with bumiputera fisms 4 1810 NIl 125075625
17d Competition with non-bumiputera firms 4 12 13 3 125073750
17¢_Policies to bring in foreign capital 9 139 1 2813/4063

Of course, Australian firms are i ient for ic reform is not
really surprising—companies throughout the world appear to be impatient
with governments and their ic policies. This i i is usually

more noticeable in the case of foreign firms, which perhaps do not have
enough inside knowledge of their host societies to make them more
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cautious. In Malaysia, India, China and other Asian nations, economic
reform has to proceed in a manner that is not too rapid or too disruptive. The
timing and sequencing of reform is a critical issue in ensuring the
maintenance of social and political stability in these multiracial societies.

It is important to note that Australian firms do not reserve their concerns

lusively for the ian g . They are also critical about the
role and responsibilities of the IMF and G-7 countries, as responses to
Question 18 in the survey indicated.

At the ion that ing the i i financial
was a prerequisite for more confidence in Malaysia, more Australian firms
strongly supported the statement (50 per cent), while others thought this was
not important at all (25 per cent). Another 25 per cent were relatively
neutral.

Opinions about the IMF were also critical, with 22 firms, or 69 per cent,
reporting that the IMF was not doing enough to prevent volatile capital
flows in the future. When asked about the G-7 countries 66 per cent of
Australian firms also reported that not enough was being done to prevent
volatile capital movements in the future.

In contrast to these criticisms of the international institutions, more
Australian firms believed that the Malaysian government was doing enough
to prevent another crisis (13 firms or 41 per cent) than those who thought
that not enough was being done (8 firms or 25 per cent). Another 11
companies, or 34 per cent, were relatively neutral on this question.

On the other hand, Australian companies were most critical about the
corporate and banking sectors: about half of the firms (15) thought that the
corporate sector was not doing enough, and 17 firms felt that the banks had
not reformed themselves sufficiently. Those who thought that enough was
being done by the corporate and banking sectors were a minority of 16 per
cent and 9 per cent respectively.

A general conclusion that emerges from this is that on balance Australian
companies have divided views about the nature and success of economic
reform in Malaysia. They distinguish between reforms of different kinds.
Whilst being sympathetic to many of the initiatives of the Malaysian
government, Australian companies remain critical of the bumiputera
policies and the lack of accountability and transparency. But Australian
firms reserve their strongest criticism for the Malaysian corporate sector and
multilateral institutions such as the IMF. Flowing from this, only a third of
Australian respondents thought that the risk of a recurrence of a crisis in
Malaysia had been greatly diminished as a result of the lessons learned
during the recent crisis. A large number of Australian firms, 47 per cent of
the sample, strongly disagreed with this proposition.

The negative perceptions of risk and reform, however, did not have a
negative impact on plans for further business or investment in Malaysia, as
we saw in the previous sections of this chapter. Indeed, the pragmatic
strategies of Australian firms took them in the direction of increasing their
engagement with Malaysia. One possible reason for this could be that
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whatever criticisms the Australian firms have about the limitations and
slowness of reforms, Malaysia is regarded as a good market for Australia
because of a range of positive considerations. The next sections discuss the
relative ease of the Malaysian market and the nature of the constraints in
that business environment.

Malaysia is not the most difficult market

We asked the Australian firms to rank the Asian markets from one to six
in order of descending levels of difficulty. From the returns it is clear that
the majority of Australian firms do not operate in sufficient markets to fill
this grid. Hence we have eliminated the fifth and sixth categories and will
report only on the four most difficult markets in Asia.

Malaysia is not regarded as the most difficult market in Asia. It is
superpassed by Indonesia and Thailand in this regard. At the same time, it is
not an easy market and was mentioned more often than India, China,
Vietnam and many others. Malaysia was mentioned 11 times in the top three
categories of most difficult markets in Asia compared with China (seven),
India (one), Japan (two) and Vietnam (five). As a percentage of the possible
number of answers this amounts to about 11 per cent. Indonesia was
mentioned in 15 per cent of cases and Thailand in 17 per cent. Malaysia was
also mentioned most often as the fourth most difficult Asian market by eight
companies (25 per cent of the sample) and with twice the frequency of
Indonesia. The remaining 24 firms spread their complaints more evenly
across the region. In summary, in a grid of 128 possible entries Malaysia
was named as a difficult market a total of 19 times, or in 15 per cent of
cases.

The conclusion from this is complex: Malaysia is not regarded as an easy
market. Indeed it is regarded as relatively difficult but not as difficult as
Thailand and Ind ia. However, percepti of di are not the
primary i i that drive pi . Indeed, the high level of
difficulty could well motivate a Schumpetarian entrepreneur to take on a
particular problem or market for a whole range of complex reasons.
Whether or not an entrepreneur will do so will be determined by other
factors, including the profitability of a market. Furthermore, despite relative
levels of difficulty, all markets have factors that foster or hinder the
involvement of foreign firms. It is to these considerations that we now turn.

What is attractive about the Malaysia market?

What did Australian firms find ive about the ian market?
Most of the variables we selected did not solicit a particularly strong
response. Direct policies desi to ge foreign

companies, incentives and research and development policies were not

R
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regarded as important by the majority of firms. In the case of access to raw
materials and third markets, only a third of Australian companies attached
any importance to these. As we see in Table 3.5, the strongest appeal of the
Malaysian market comes from its geographical location, with half of
Australian firms saying that this was an important factor. Oddly, however,
seven firms, or 22 per cent, did not respond to this part of the questionnaire.
We assume that these and the other seven firms who circled number ‘3" in
the range of survey values did not particularly care about geographical
location—this comes to a total of 44 per cent of the sample. Finally, the
quality of human resources in Malaysia was regarded as very important by
some 40 per cent of the but this is a p; ge well below
what we expected. The image Malaysia has in international markets led us
to anticipate a more enthusiastic response to this particular factor.
Malaysia's reputation as one of the Asian markets in which labour is of 2
relatively high quality is based on the success of the information technology
industry in Penang and the fact that Malaysia attracts a large number of
unskilled migrant workers from nearby Indonesia and Bangladesh.

Table 3.5: Attractiveness of the Malaysian market

Attractive variables Not  Neutral ~ Strongly

atall Agree*
Government attitudes to research and development 22 5 5
Malaysian government incentives 15 8 8
Access to raw materials/resources 11 7 "
Ease of access to third markets 8 10 1
Quality of human resources 4 14 13
Geographical location 2 7 16

* Where the answers do not total 32, it is because not all companies answered all

survey questions.

Companies that operate at the international level are more inclined to be
preoccupied with the constraints they face in overseas markets, rather than
what attracted them to that market in the first place. The question of
constraints is dealt with in the next section.

The constraints of the Malaysian market

We tested for a range of factors that could act as obstacles to doing
business in/with Malaysia:

infrastructure constraints;
informational constraints;
human resource constraints;
government constraints;
cultural constraints.
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In all cases we asked the question: *To what extent have the following
factors affected your business with/in Malaysia?" Respondents were asked
to circle a number from one to five as appropriate to each factor: Numbers
one and two were at the bottom end of the scale representing the response
that *x was not at all’ a constraint, and numbers four and five the top end of
the scale indicating ‘x strongly affected business',

Infrastructure constraints

One of the most revealing points about this survey is the extent to which
Australian firms are happy with the basic infrastructure of Malaysia—the
ports, airports, roads, tels icati ing and distributi
facilities and research and development facilities (see Table 3.6). The
overwhelming majority of firms reported that these were ‘not at all’
constraints in their activities. This is remarkable mainly in contrast with
other parts of Asia, in particular India, where infrastructure bottlenecks
constitute perhaps the single largest group of constraints facing Australian
companies in that market (Vicziany and Chatterjee 1999).

Table 3.6: Infrastructure constraints
Australian firms which reported that these factors did not at all obstruct
their business in Malaysia

Number %
94

Problems with ports 30

Problems with airports 28 88
Problems with marketing infrastructure 24 75
Problems with roads 23 72
Problems with telecommunications 23 72

Human resource constraints

Again in contrast to In where Australian firms report major
difficulties with local labour, in Malaysia human resource constraints are
much less severe (sce Table 3.7). In the Indian case, the difficulty arises
from a lack of basic training amongst the semi-skilled workforce, an
antiquated system of trade union legislation, and unfair dismissals, which
give rise to labour unrest. Whether or not it is economically beneficial to the
Malaysian labour force for Australian companies to be so satisfied with
Malaysian labour is a question beyond the scope of the present paper. All
we can say is that 99 per cent of the respondents did not see industrial
relations as major constraint.

Nor was there much local resi o i training: ly 16 per
cent reported this to be a problem. In contrast to this, 44 per cent of
Australian firms reported difficulty with obtaining and keeping trained
labour. This reflects the considerable degree of job-hopping and head-
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Table 3.7: Human resource constraints
Number and percentage of Australian firms that strongly agreed the
Sollowing were serious obstacles to business in Malaysia

Number %
Obtaining and keeping trained labour 14 44.00
Availability of engineers 8 25.00
Availability of scientists/researchers 6 19.00
Resistance to continuous training 5 16.00
Facilities for expatriate families 2 6.25

Industrial relations problems 1 313

hunting in Malaysia as firms seek to attract skilled labour, Even so, the
majority of firms (56 per cent) did not see this as a problem. About a quarter
of respondents also reported serious constraints in the supply of engineers
but an overwhelming 75 per cent did not agree that this was a constraint.
These responses are not incompatible with broad trends of the Malaysian
cconomy. Although Malaysia has been a labour-scarce economy for some
years, she also imports labour from Indonesia and Bangladesh. These
arrivals have augmented the local labour force and so Australian firms have
not experienced serious labour supply difficulties. In fact, various site visits
to Australian factories in Malaysia in 1999 by one of the co-authors of this
chapter indicated that some of the migr?m labour will need to be shed as

and
The lack of concern on the part of Australian companies about the
i ity of scientists and hers is also not surprising, if we assume
that research and de is ducted not in ia but abroad.

Less than one-fifth of the respondents viewed this as a constraint. This
might be unexpected by some observers, given the buoyancy of Malaysia's
information technology sector and the assumed demand for scientists and
researchers which lhls could gcncrnlc (The‘ Economist S February 2000).
The b of . however, does not in
itself tell one much about the locus of innovauon and research and
development. Most research and development probably originates abroad.
So in this instance, the lack of complaint on the part of Australian
companies might indeed be the very reason the Malaysian government
should be worried. The g has d that the of
a ‘knowledge-based economy’ is one of its priorities, but this will be
difficult to achieve if research and development is largely imported.

Informational constraints (Table 3.8)

I‘cwcr lhan a quarter of the respondents thought that information about
the N market was a int, whether it was information about
specific markets or government policies or the reliability of information. But
the returns on this matter need to be considered in conjunction with the next
subheading in this part of the survey, namely cultural constraints. It is often
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suggested that market information can be poor or misleading if foreign
ies fail to the real i ions of g and the host
society. So under the heading of ‘cultural constraints’ we included questions
about this. Only 27 per cent of Australian firms thought that understanding
the real intentions of local partners was a problem, but that rose to 41 per
cent when it came to ing the real i i of
policies (refer to the section beiow on cultural constraints).

Table 3.8: Informational constraints
Number and percentage of Australian companies who strongly agreed that
the following were constraints on business in Malaysia

Number %
Reliability of business information 8 25
Access to market-specific information 5 16

Access to information about government pol 6 19

Cultural constraints

Beginning with the work of Hofstede in 1980, there is now a
id i i i about the prob of ltural
when ies carry out i in foreign markets
(Hofstede 1980/1984, chapter 6). This part of the survey demonstrated that
Australian firms had varying experiences, depending on exactly which
dimension of the Malaysian business culture was involved. When it came to
language barriers, understanding the real intentions of local partners and the
question of a local research and development culture, the majority of
Australian firms did not identify these as problems. Again, the fact that
Australian firms are not especially concerned about the lack of a research
and development culture does not necessarily mean that Malaysia is well
supplied in that regard. As we suggested carlier it could mean that
Australian firms are not research and development oriented, or that if they
are, this kind of work is done elsewhere.

The response to the question about political risk and uncertainty in
Malaysian is worthy of attention. The survey coincided with the ongoing
trial of Anwar Ibrahim and the Malaysian elections. The i i press
frequently exaggerates these events because their drama makes them
newsworthy. It is then often wrongly assumed that because these events
have been promis in the i i media, including the A i
media, they also impinge on the political stability of Malaysia. As it
happens, over half of the Australian companies surveyed by us did not
regard political risk and uncertainty as a constraint on business, and another
25 per cent were neutral on this issue as Table 3.9 below shows. Only a
minority of 22 per cent strongly agreed with the proposition that this
adversely affected their business. This is certainly a large ‘minority’ but is
counterbalanced by the fact that an overwhelming 78 per cent of Australian
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firms did not see political risk and uncertainty as a constraint in their
business operations in Malaysia.

But views on the cultural obstacles were divided, as a comparison of
Parts | and 2 of Table 3.9 shows. When it came to the question of unethical
business practices, Table 3.9 Part 2 shows that half of the Australian firms
identified this as a problem, with only a third saying that it was not an issue.
The question of business ethics was the largest single constraint of all the
cultural factors we tested for. We return to this question of business ethics
below.

Table 3.9: Cultural constraints: Part 1

Australian firms which reported that the following factors were ‘not at all
serious ' obstacles to business in Malaysia compared with those who
‘strongly agreed that they were major constraints

Notatall  Strongly agree
No. %

No. % o
Language barriers 2 o 1 2
Political risks and uncertainties 17 83 7 9
Lack of R&D culture 16 50 3 22
Understanding real intentions of local partners 16 50 7 2

Table 3.9: Cultural constraints: Part 2

Australian firms which reported that the following factors were ‘not at all
serious " obstacles to business in Malaysia compared with those who
‘strongly agreed” that they were major constraints

Notatall  Strongly agree

No. % No. o
lmclh!cal bllSIrICSS practices 10 31 16 50
real intenti of g 16 50 9 28

Pohcu'_s
Contracts 12 38 9 28
On the matter of und ing the real i i of government

policies, the majority of Australian companies were not concerned. Only 28
per cent of Australian companies felt that this was a constraint.
Nevertheless, the Malaysian government might still wish to address the
question of how to improve the awareness of this not insignificant minority.
of foreign firms.

Finally, cultural di in the g and i of
contracts is widely regarded by Western compames as a honlcncck to
business in Asia, so we also tested for this. However, Table 3.9 Part 2 of this
survey shows that more A lian firms were with Malaysi
contracts (12 firms or 38 per cent) than those who saw this as a barrier to
business (9 firms or 28 per cent).® Moreover, more firms had a neutral
position on this (34 per cent) than had complaints. This is a highly
interesting survey outcome as it contradicts what we know from in-depth
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interviews with Australian firms in the Malaysian market and also other
Asian markets (Vicziany 2001; Dogan, Smyth and Wills, chapter 4 in this
book). The stereotypical view is that there is a fundamental clash of cultures
between the Western and Eastern business styles. The Western, European
approach is supposed to place a great emphasis on the written contract, with
a tendency to seek legal redress as an early option when things start to go
wrong. In Malaysia, and Asia more generally, the written contract is not
supposed to have that kind of authority. According to the cultural stereotype,
verbal undertakings, trust and personal loyalties all play a more important
role in Asia than in the ‘West'.

The survey results reject these culturally-based explanations. We would
like to put forward an alternative hypothesis to explain the outcome of this
study. The business culture of Malaysia and Australia may not be as wide
apart as is commonly believed, for the following reasons:

« like India, Malaysia has a long history of involvement in international
commerce and foreign companies;

* the legal and accounting traditions in the business world of Malaysia are
dominated by professional norms influenced by Western business
practice;

* the latter influence is quite powerful given the number of Malaysian
p i trained abroad, ially in Australia.

Government constraints

The most serious constraints in the Malaysian market appear to relate to
government regulations. More Australian firms were worried about these
than were concerned about compared to the cultural factors for which we
tested (sec Table 3.10). At the top of that list are the regulations about
bumiputera ownership, with 56 per cent of Australian firms agreeing
strongly that this was an obstacle. This was followed by 53 per cent of
Australian companies regarding government regulation in general as a
serious constraint on business. The majority of firms, by contrast, did not
view restrictive local equity rules as a major constraint. Nevertheless, a
significant minority of 47 per cent did report this as a serious problem.

But government policies were not regarded as equally difficult. On the
question of unpredictable policy changes acting as a constraint on business,
only a minority of Australian fi 38 per cent—thought that this
was an i barrier. The over ing majority were either neutral or
dismissive on this point.

Again, only a quarter of Australian firms were worried about laws.

ing the empl| of b, and import tariffs, and less than
a fifth recorded intellectual property rights as an obstacle.

Finally, limitations on the repatriation of profits bothered hardly anyone,
with only two out of 32 companies (6 per cent) reporting concerns in this
area. It is important to note, once again, that when it comes to any aspect of
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Table 3.10: Government constraints
Number and percentage of Australian companies which ‘strongly agreed’
that the following factors were obstacles 1o business in Malaysia

Number %

R ions re bumij ip 18 56
Bureaucratic regulations 17 53
Restrictive local equity 15 47
Unpredictable policy changes 12 38
High tariffs on imports 8 25

ions re ploy 8 25
Uncertain protection of intellectual property 6 19
Difficulty in repatriating profits 2 6

the i my that impinges i diately on the p ility of

Australian firms and their capacity to collect that profit, there was a high
level of satisfaction with Malaysia, It is probably the case that the optimistic
view Australian firms have of the prospects of the Malaysian market is
driven by a handful of considerations such as this.

The impact of the Asian currency crisis

In early 1999, the Australian government that the Asian
currency crisis afforded special opp ities for the Australi
sector. We were, therefore, interested in finding out what impact the Asian
currency crisis had on Australian business firms based in Malaysia.
Specifically, we asked respondents to “assess the impact of the Asian
currency crisis on your business in Malaysia during the last two years'.

The majority of the firms, 18, that is 56 per cent, said that the crisis had
been ‘not at all' positive. But interestingly enough, as many as seven
companies, or 22 per cent, strongly agreed that the effect had been positive.
Of these seven firms, three were involved in information technology
industries, two in minerals and metal processing, and one in the manufacture
of components. That some Australian information technology firms
benefited from the crisis is not surprising. The information technology
industry in Malaysia has been booming and, crisis or no crisis, the demand
for information technology goods and services in Malaysia and throughout
the world has not abated. To what extent that demand was driven by fears
about the Y2K bug is unknown. Determining the reasons behind the
responses from the other four companies would require more detailed
investigation.

The other interesting aspect of this part of the survey was the
contradictory opinions about fixed exchange rates and currency
convertibility. It would be reasonable to assume that the firms who

ived fixed exch rates to be beneficial might also regard suspension
of currency convertibility as a positive thing. Fifteen firms, or 47 per cent,
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said that the fixed exchange rate policy of the Malaysian government had
helped their business. Only a third said that fixed exchange rates had not
been helpful. We would have predicted that a sizeable number of firms
would, therefore, agree that the suspension of currency convertibility was
also helpful. But oddly enough, only five, or 16 per cent of the sample, did.
A much larger number of companies—16 firms or 50 per cent—reported
that they had not been assisted by the ion of currency ibility,

Perhaps the discrep can be for in the following way: the
suspension of currency convertibility affected the perceptions that
international business had about the long-term commitment of the
Malaysian government to the open market economy regime of the previous
decades. This shook confidence in the Malaysian market, and probably had
an adverse impact on all foreign firms in Malaysia in a diverse number of
ways. On the other hand, Australian firms might have regarded short-term
and practical such as i ing fixed hi rates, more
positively. Because fixed exchange rates replaced the wild fluctuations in
the months leading up to this decision by the Malaysian government,
Australian firms might well have seen this measure as establishing some
kind of short-term certainty and predictability, hence their positive view of
the decision (sce Table 3.11).

Table 3.11: Impact of Asian currency crisis

Australian companies which reported that the following aspects of the Asian
currency crisis had been ‘not at all” helpful to their business in Asia,
compared with those who strongly agreed that they had been positive

Notatall  Strongly agree

No. % No. %

Has the effect been positive? 18 56 7 2

Did suspension of currency convertibility help your 16 50 5 16
firm?

Has the fixed exchange rate helped your firm? o 31 15 47

Has the main impact been on Malaysian partners? 6 19 13 41

Of the minority of firms that had a positive view of the suspension of
currency convertibility, three provided more detailed explanations of why
this was so:

* two said that it had created a more stable environment for their business :
* athird firm said it helped their international competitiveness.

Another two companies, which had a neutral view of the suspension of
currency convertibility, also noted:

¢ the movement of funds had been made easier, although their firm had not
directly benefited from this;
* asecond firm reported that it had helped to devalue their inventory.
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Conclusion

Australian firms have found the ian market to be a one
and one that does not restrict their ability to repatriate profits. They had
plans to expand their involvement and investment in Malaysia before the
Asian currency crisis and they have not changed these plans as a result of
that crisis. These plans are driven, more than anything clse, by the

ility of the market. Australi ism about the ysian market
wns also based on:

the country's good infrastructure;

its human resources base;

its geographical proximity to Australia;

the absence of language barriers;

a business culture compatible with the Australian law of contract;
political stability;

. ag willing to und ongoing ic reform.

All these positive views existed alongside the opinion that whilst
Malaysia was not Asia’s most difficult market, it was certainly a market that
was not especially casy. Only Thailand and Indonesia were regarded as
more difficult than Malaysia.

At the same time, Australians believed that the process of economic
reform in Malaysia had not gone far enough, but they were more critical of
the corporate sector than of government efforts. Business ethics, in
particular, ranked high on the list of constraints. They were equally critical
of the IMF and G-7 countries, neither of which had done enough to help
stabilise the world economy within which Malaysia operates. When it came
to business ints within the Malaysian market, A lian firms were
most d about g i th ic environ-
ment in general and laws about bumiputera ownership.

Australian optimism about Malaysia was also tempered by the belief that
a recurrence of the economic crisis of 1998-99 has not been totally
eliminated as a result of the lessons learnt and the reforms instituted during
the last few years. The Asian currency crisis itself did not have a positive
impact on the majority of Australian firms, with only five firms reporting
that they had actually b d from it. The laysian government's
response to the crisis also divided Australian opinion: the majority of firms
reported that the suspension of currency convertibility had not been useful,
but on the other hand a large proportion of companies had found the
imposition of fixed exchange rates helpful.

We cannot pretend to have resolved all the issues thrown up by this
survey. This chapter is the first in a series of business surveys we plan to
undertake. Perhaps some of the issues will be explained more adequately in
subsequent reports. We are also conscious of the limitations of all
questionnaires. In their nature, they cannot provide in-depth explanations.
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For greater depth, we need detailed case studies. About four case studies
have been undertaken (Vicziany 2001), but these may not be typical of the
experience foreign firms have of the Malaysian market,

On the other hand, the questionnaire was able to provide an overview of
the things that bother Australian firms. Some of the concerns are likely to be
shared by other foreign companies in Malaysia. As a result, the survey helps
to identify areas that need to be add by the Malaysi P and
government sectors. The following list identifies areas in which Australian
firms signalled the need for change:

more engineers and more highly skilled labourers in general need to be
trained—this i d d id A 1i

s is sup y il T

companies about the skilled labour shortages which they typically face in
Malaysia;

government regulations concerning foreign equity and joint ventures
between foreign and Malaysian firms need to be reviewed, especially the

lations about bumi ip;

the matter of business transparency and accountability needs to be placed
at the top of the government’s reform agenda in order to overcome the
perception that business practices in Malaysia are unethical.”

Of these, perhaps the latter is the one that has attracted the greatest
amount of international comment. One reason is that of the 52 countries
ranked by Transp y | i in 1999, Malaysia appears on the
wrong side of the average—it is ranked as number 32 and not far removed
from unfavourable perceptions of South Korea, Thailand, Philippines and
Indonesia at 34, 39, 40 and 46 respectively. In challenging Singapore's
business dominance in South-East Asia, Singapore's ranking as nine
provides an unwelcome contrast for the Malaysian government (Aziz 1999).
This is not the place to engage in a discussion of the relative accuracy or
fairness of the used by Transp I i . We
acknowledge that there is a valid debate on this issue. However, whatever
the limitations of the work by Transparency International and similar
organisations, the question of business practices in Malaysia needs to be
addressed because Australian firms perceive this to be a problem. What the
appropriate policy response to this might be, however, is beyond the
purposes of this chapter.

On the subject of relations between foreign and Malaysian companies, a
fundamental disagreement clearly exists between the priorities and
P ptions of the Malaysian g and foreign fi on
the matter of the bumip a ip laws. In S, ber 1999, the
Malaysian Prime Minister restated the commitment to the bumiputera
policies until such time as the bumiputera control 30 per cent of the
‘national wealth’ (EIU 1999, p- 22). Given that current estimates indicate
that only 20 per cent of the corporate wealth is in the hands of indigenous
groups, foreign firms would be better off simply accepting these policy
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measures as one of the parameters within which they must work if they find
the Malaysian market attractive. And as the present survey shows, there are

Iling reasons why A li ies do find laysia an
attractive market. As in other parts of Asia, national priorities that involve
matters of socio-economic equity are not negotiable. Social development
policies cannot be put on the same plane as tariff, tax or interest rate policies
and the sooner this is accepted by foreign firms the better.

At the same time, we need to ise that the
consistent with its pragmatic policies and practices, is mvulved in an
ongoing process of reviewing economic liberalisation and the country's
success in attracting foreign capital. In early 2000, the Malaysian
government asked the National Economic Consultative Council to review
the bumiputera policies with a view to improving the economic climate for
the next ten years. As we argued earlier in this chapter, Australian
companies are reasonably well informed about current government policies
and priorities. However, they do not appear to have a strong sense of the
extent and direction of ongoing policy revisions. Perhaps Australian
companies could be given a greater sense of the dynamism of planned
policy changes in Malaysia through special high level, Government of
Malaysia briefings.

On balance, the survey suggests that Australian firms have a very
positive attitude towards doing business in Malaysia. The reasons for
this—profitability, growth, casy repatriation of profits, political stability,
good infrastructure, and the use of the English language—need to be made
more widely known in the Australian and the international business
communities. However, for this information to carry weight it is desirable
that the Malaysian government demonstrate that independent external

have coll d the i i Perhaps is this one role that
foreign scholars working on Malaysia can play.

Endnotes

' 1998 the ysi i a one-year hold on the
repatriation of foreign assets, in addition to suspending convertibility of the ringgit.
In February 1999, a sliding exit tax replaced the former—on profits remitted out of
Malaysia in under 12 months, the charge was 30 per cent and on profits repatriated
after 12 months, this fell o 10 per cent. By the end of September 1999, a uniform
ruling was introduced—all remitted profits would incur a 10 per cent tax.

* The database team consisted of Associate Professor Marika Vicziany (Monash
Melboumne, Team leader). Mr Tim Thornton (Monash Melbourne), Mr Nar Chin Sun
(formerly of Monash Malaysia) and Mr Koi Nyn Wong (Monash Malaysia).

? The other firms reported percentages and gave ranges rather than exact figures.

* Interviews with Mr A. Maitland, May 1999, Melbourne.

* Ficldwork in Kuala Lumpur and Mclaka by M. Vicziany in February 1999.

® This paper diverges from the carlier, preliminary report by the authors in
February 2000 on this particular topic. The larger survey diminished the importance
of contracts as a cultural barrier to commerce.
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? On the basis of a poll of 19 registered political parties, the Malaysian chapter of

Most ian parties, including the main
component partics of the ruling coalition, have made no commitment to promote
greater and ility” (T I i 1999).
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Transaction costs of cross-cultural
exchange: Evidence from Australia—
Malaysia case studies

Ergun Dogan, Russell Smyth and Ian Wills'

Introduction

From a purely contractual perspective, parties to a transaction need to
undertake a number of costly activities. These include (Eggertsson 1991,
s.1.4; Wills 1997, 5.5.6):

identification of exchange partners;

. of the g quality di ions of the good or service
exchanged;

* definition of the parties’ rights and obligations in respect of whatever is
exch: d, making provision for antici i i

revelation of the parties’ willingness to pay or to accept; and

after the parties agree to the exchange contract, enforcement of the
parties’ rights and obligations, which must include performance
monitoring and imposition of penalties for contract violations.

When a firm is contracting with exchange partners from a different
culture, the costs involved in performing these activities are higher. The
abilities of firms involved in i i F o and
subsequently reduce the costs stemming from cultural differences with their
foreign trading partners is therefore important in determining each firm's
competiti in a global y.

In the aftermath of the Asian crisis the competitiveness of Malaysia’s
export sector has taken on increased importance. As is well known, before
the crisis most South-East Asian countries had been growing at very high
rates; with the crisis this came 10 a sudden halt. In the case of Malaysia the
crisis disrupted the country's drive to achieve developed country status by
2020, the so-called Vision 2020. A higher volume of intemational trade can
be expected to increase employment and output; it will also help Malaysian
firms to remain competitive in the future. Increased exposure to foreign
trade creates dynamic benefits because of the positive effect of international
competition on firm efficiency and productivity, which are key factors for
survival in international markets.

Small and medium-sized enterprises (SMEs) can play a crucial role in
this process. There are no reliable aggregate statistics on the number of

5!
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SMEs in Malaysia, but a survey in 1994 suggested that the number was
about 12,000. SMEs constituted 84 per cent of all manufacturing
enterprises, employed 33 per cent of the manufacturing workforce, and
produced 28 per cent of total manufacturing value-added (Foong 1999).
According to Foong (1999, p. 81): ‘The relatively low contribution of
Malaysian SMEs 10 the total value added of the ‘manufacturing sector is
seen as a in ach g the rapid i of the nation’.
This bottleneck could be addressed through an increase in SME exports and
imports. Given that the share of SMEs in Malaysia's total exports is only
15 per cent, well below the 26.1 per cent average for a sample of OECD
countries (Hall 1995), a lot could be achieved by increasing the involvement
of SMEs in international trade. Hall (1995, p. 5) emphasises the importance
of SME involvement in trade for APEC countries such as Malaysia.

I-rum an APEC pcrspccuw: the mam driving lssue is lhe move loward

open and the
liberalisation of flows of gunds, services, resources and capital. The
enormous potential for SMEs to ibute to the i of

the region will be under-utilised if SMEs are not able to take advantage of
the opportunities created, or able to adapt to the competitive pressures that
open regionalism brings,

This chapter reports the results of a study of the transaction costs of
cross-cultural exchange, drawing on interviews with senior management in a
small sample of Australian and Malaysian firms. The study uses a
contractual approach, consistent with the above framework, to investigate
the ways in which cultural differences add to the costs of exchange between
Australian and Malaysian firms. The issue of cross-cultural exchange has
received extensive theoretical treatment;” however, there are no empirical
studies of the cultural impediments to contracting between Australian and
Malaysian firms.

Our results should be of assistance to policy makers and commercial
trade organisations in designing policies to lower or eliminate cultural
barriers, which in some cases are preventing SMEs in Malaysia from
entering international markets and/or increasing their share of foreign trade.
In this respect an understanding of how culluml differences contribute to
transaction costs will assist in the of corporate and
policies to increase the i i it of A lian and
Malaysian firms. The chapter describes the unalyucal framework used and
the study's methodology and the firms surveyed, reports empirical I'mdmgs
from our interviews with the sample firms, and summarises the main
conclusions of the study and limitations of the research.

Analytical framework

Consider the activities that a firm needs to undertake once it has decided
to export or invest overseas. These include (see Teece 1986):

 identifying possible foreign business partners;
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communicating information about the item of sale and its performance
features;

ascertaining the formal and informal rules applying to foreign business
dealings;

negotiating a contract/choosing a foreign business partner; and
monitoring and enforcing the contract, once agreed.

This study focuses on the costs of cross-cultural exchange after a
possible business partner has been identified, that is, activities 2-4 above.
The process of choosing a business partner, involving investigation of the

y and of various d is not p until

contract are

As indicated in the introduction, the costs involved in the above
activities are greater when the exchange is cross-cultural. From the
perspective of an A lian firm ing business dealings in
Malaysia, either its employees must acquire the necessary communication
skills, or Malaysians must be hired to represent its interests, raising
principal-agent problems, which are also part of the transaction costs of
exchange. For this reason, previous studies that report interviews with
Australian firms involved in Malaysia suggest that, at least in the initial
stages, the costs of contracting with a Malaysian partner represent high
barriers to entry (Stokie 1995; Smyth and Wills 2000).

The distinction made between the contracting activities 2-4 above
separates isably different infc i heri and hang
activities; there is no necessary implication that the management of a firm
engaged in overseas contracting will see activities 2-4 as separate, or
undertake them in the order given above. Nevertheless, the distinction is
useful as a step towards identifying the most serious technical and/or
behavioural barriers to lower-cost exchange between Australian and
Malaysian businesses.

Communicating information about the item of sale and its performance

One source of transaction costs is imperfect information about the item
exchanged. These costs exist irrespective of the i i ,
but are often i in ci Itural hange. Previous research
suggests that in Asia, Australian firms find it hard to communicate
information about technologies. There is a common perception in Asia that
Australian technologies are not as good as technologies from Europe, Japan
or the United States. For instance, Vicziany (1993) suggests that this has

A

been one of the major di i tralian firms have in
India. She states (1993, p. 42): ‘The chief advantage which German
companies have had over their i was the i i putati

of German engineering and technology’.

On the Malaysian side, firms often have problems in getting their
partners to und d the di ies faced in p ion. Smyth and Wills
(2000) argue that Australian firms often have a better understanding of the
prob faced by their in Malaysia than do competitors in
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Europe and the United States, and this gives Australian firms a competitive
edge. The population and market size in Malaysia are similar to Australia’s,
and it is likely that because of geographical proximity Australian firms have
a better understanding of the climatic conditions in Malaysia than European
or American competitors. However, cultural and religious differences make
it just as difficult for a Malaysian firm to get an Australian partner to
understand certain work practices, such as those related to the Muslim faith,
as a partner from Europe or the United States.

Ascertaining the rules and norms applying to business in Malaysia

Once a firm has made investments (for example, an Australian firm
m\cslmg in training of Malaysian staff or of in
with a business
partner the rnn is vulnerable w hold -up’. In the example given, because
the relationship-specific investments may have little or no value in their
next-best uses, the Malaysian partner, citing changed circumstances, can try
to force the Australian firm to accept a less favourable deal than previously
agreed. Thus a firm incurring relationship-specific mv:slmems will demand
safeguards to prevent its overseas from to
all or most of the profits associated with these assets (Klein et al. 1978).
These safeguards can take the form of legally-enforceable contracts, or extra-
legal private ordering arrangements (Noorderhaven 1996).

Smyth and Wills (2000) found that one reason many Australian firms
prefer to invest in Malaysia, rather than other Asian countries, is that the
legal system is based on the common law. However, for Australian firms
the actual form of legal agreement might be quite different, depending on
with whom they are contracting. Handshake deals and personal relationships
are more important in South-East Asia than in Western countries (Hamilton
1991 Thompson 1996). Such informal contracting mechanisms are likely
to create additional (including psychological) costs for Australian firms that
are more comfortable with a written contract than an extra-legal private
agreement (Thompson 1996). At the same time, it has been argued that
some Asian firms resent being obliged to sign a written contract, for two
reasons. First, it implies the other party does not trust them (Kao 1991).
Sccond, it suggests that the other party is not committed to developing a
high level of personal trust needed to create an effective working
relationship (Thompson 1996).

Negotiating a contract/choosing a business partner

Several researchers have between and
collectivist societies (see Hofstede 1980; Doney et al. 1998). Others have
emphasised that Asian societies stress “collectivist values' while Westemn
societies stress ‘individualist values’ (see Shi 1999; Smith 1999). The
distinction between individualism and collectivism influences the ease with
which a party can ascertain whether the other is a credible contractor;
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collectivist norms provide greater assurance that the other party’s motives
are benevolent. For instance, Williamson (1985, p. 122) states ‘the hazards
of trading are less severe in Japan than in the United States because of
cultural and institutional checks on opportunism’.

Cultural differences are also an impediment to the development of trust
in inter-firm relationships. It is argued that trust lowers transaction costs in
uncertain environments (see Dore 1983; Noordewier et al. 1990). Trust
depends on shared expectations about behaviour (Zucker 1986). Thus a firm
from Australia, where individualist values are domi will find it
difficult to establish credentials as a reliable contractor in a country such as
Malaysia, where collectivist values are important. This is because trust is a
prediction process; it stems from expectations about how another party will
behave based on past behaviour (Deutsch 1960; Good 1988). This takes
time to establish when the firms come from different contracting cultures,
because of the lack of shared expectations about behaviour.

Monitoring and enforcement of the contract

Monitoring and enforcement costs are also likely to be larger when the
exchange is cross-cultural. Access to local knowledge has been shown to be
an important determinant of whether joint ventures between international
and local companies are successful in the Asia-Pacific region (Lasserre
1999). But it is often difficult for ‘outsiders’ to get access to reliable local
information. Thompson (1996) makes the point that if a firm in Australia
wants information about the financial health of a client or prospective
partner it can obtain this information from formal sources such as
professional credit rating agencies. Credit rating agencies are rarely used in
South-East Asia because the ratings are based on publicly available
company reports that are th regarded as li; Monitoring
costs can be high when the foreign firm does not know where to look. One
way for a foreign firm to access local information is to appoint an agent,
but, as indicated above, the resulting principal-agent problems also add to
the transaction costs of cross—cultural exchange.

The value of litigation for enforcing contracts might also differ between
collectivist and individualist societies. Trubisky et al. (1991) argue that the
method of conflict ion in collectivist and individualistic cultures is
different. Their study found that individualistic cultures, such as Australia
and the United States, emphasise direct and explicit methods of conflict

lution, like litigati llectivist cultures, such as those in Asia, prefer
to avoid direct conflicts. There is also evidence to suggest that preference for
conflict i differs within collectivist cultures. For instance, in a
comparative study of Japanese and Malaysian managers, both from what are
regarded as collectivist cultures, Wafa et al. (1999) found that Malaysian
managers preferred less direct forms of conflict resolution (such as
mediation through a mutual business associate) than their Japanese
counterparts.  This can be frustrating, and costly, for firms from
individualist cultures. Australian firms are likely to prefer immediate court-
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imposed solutions when, for example, payments are not made, rather having
to invest time in less formal mediation.

Methodology

The cross-cultural costs of exchange between Australian and Malaysian
firms were investigated through interviews with senior managers of five
Australian firms doing business in Malaysia and three Malaysian firms with
business links to Australian firms. The five Australian firms were selected
based on preli i with two i staff at Export
Access, an Auslmdc-fundcd export consultancy affiliated with the Australian
(_)mmbcr of Manufactures, and a private trade consultant who has a long

ion with the Australia-Malaysi Busmcss Council. These interviews
were in Melb between N ber 1998 and March 1999.
The interviews with the Australian firms were with either the Managing
Director or Marketing Manager for Asia. The Australian companies that we
interviewed were either small or medium-sized firms that lacked substantial
in-house expertise on international business and had few established links to
accounting, legal and consulting firms. This meant that senior management
had an active on-going role in managing the foreign venture. Thus, in
contrast to larger firms where senior executives often withdraw after the
|mtm| ncgouanan phase, the managers that we interviewed had intimate
p in both the period and ongoing
difficulties in (he management of their Malaysian activities. The Malaysian
firms were selected from those listed in the 1999 edition of the Federation
of Malaysian Manufacturers Directory as having links to Australia.
Interviews with these firms were conducted in Kuala Lumpur in December
1999 and Jnnuury 2000.

The A dents were asked opi ded ions about: how
they established a contract with a Malaysian partner; how they
communicated product quality; how they determined the formal and
informal rules governing business dealings in Malaysia; how they
monitored the Malaysian partner; and how they took steps to enforce
agreements. In the interviews, the emphasis was on pinpointing how, and in
what ways, each of these aspects of the contract differed in their business
dealings in Malaysia compared with their business dealings in Australia.
The interviews with the Malaysian firms were conducted with the benefit of
1nformnuan obtained from the Australian interviews. We asked the

similar i and invited them to comment from

their pcrspccllve.

Characteristics of the firms

In order to protect the confidentiality of the firms, in this chapter cach is
identified by a number. Firms [-V are Australian; firms VI-VIIl are
Malaysian.
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Firm [ is a medium-sized firm that provides refrigeration services. It has
a joint venture with an ethnic Chinese firm based in Singapore; the Chinese
firm has a branch in Malaysia. They have one Australian employee based in
Malaysia full-time and the office of its Malaysian partner performs all the
administration,

Firm I1is a manufacturing firm that produces specialised equipment for
factories and also sells and installs its production technology in the factories
of other manufacturers in Australia. Just prior to the Asian crisis, it entered
into a contract to install its production technology in an ethnic Chinese
business in Malaysia. The contract also covered training for the employees
of the Malaysian firm to service the production equipment once installed,
and assistance with marketing the product in Malaysia.

Firm 1l produces plastic products. It has been exporting plastics
technology and raw materials for moulding to Malaysia since 1993. In
1994-95 firm 111 was doing AUS1 million worth of business per annum in
Malaysia. However, since 1996 it has been involved in a strategic
withdrawal because it considered that the returns were not good enough.
However this might change; firm 111 is currently looking for a Malaysian JV
partner.

Firm IV supplies small components used in assembly-line products such
as cars and computing equipment. It first entered the Malaysian market in
1994-95 and now has contracts with Mitsubishi and NEC. It has a Jjoint
venture subsidiary in Malaysia that employs three people and, on paper, at
least 51 per cent is owned by its bumiputera agent.

Firm V manufactures and services a high-technology product. It differs
from the other Australian firms in the sample to the extent that it is part of
a group of companies, with headquarters in Germany, which produce a
similar product with an annual twmover of more than AUSISO million
worldwide. Firm V appointed agents and resellers in Malaysia, Indonesia,
Thailand and Taiwan when it started exporting in 1993. In 1995 it set up a
fully-owned subsidiary in Kuala Lumpur.

Firm V1 is a large publicly listed Malaysian firm with close ties to the
government. The National | Fund for bumip holds a
controlling interest and of its nine-member board, eight directors are
bumiputera and one is ethnic Chinese. It has a long and close association
with, and substantial investment interests in, Australia.

Firm VII manufactures rubber products and is based in Kuala Lumpur. It
has a joint venture with an Australian firm in Kuala Lumpur, producing
rubber moulds for export in the Asia-Pacific region that was formed after the
Asian crisis. Firm VI also exports rubber products to a number of European
countries and Australia.

Firm VIII, based in Kuala Lumpur, manufactures and exports pipes and
fittings to a number of countries in Africa, Europe and the Asia-Pacific
region. Firm VIII has been exporting to Australia for six years, with three
main ¢ a i d A lian firm and two Australian-
owned firms.
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Empirical findings
Communicating information about the item of sale and its performance

The Malaysian senior managers had mixed views on the relative
per of Australian tech ies. The Chief Financial Officer of firm
VI thought that in many areas Australian technology was world class. The
Chief Executive Officer (CEO) of firm VII thought that, in general, Japanese
technologies were better than Australian technologies, but added that it
depended on the industry concerned. The CEO of firm VIII considered that
Australian technologies were good, although in certain areas German
technologies were superior. In our earlier interviews with the Australian
firms, the Managing Director of firm 11l expressed the view that Malaysian
firms prefer to purchase technologies from Australian firms rather than
Japanese firms because Japanese firms sell ‘old technologies'. The
Malaysians tended to agree with this observation, stating that one of the
main advantages of dealing with Austmlmn tlnns relative lo Japancse
hrms is their willi to transfer techi Each the

and willi of A lian firms to provide training and after-
sales support for their technologies. In contrast, the CEO of firm VII
complained that Japanese firms give minimal after-sales support; in other
words, if there is a problem with their technologies, they give very short
and specific answers when asked for information, and if pushed for further
details most of the time will not elaborate.

Firms [, 11l and IV all attempted to offer superior customer service as a
way of maintaining goodwill and reducing the chance of contractual
misunderstandings. For firms 1l and IV this took the form of marketing
advice and free seminars. Firm 111, which marketed itself on its willingness
to service its product, built the cost of providing the additional service into
the contract. Its customers could often buy the product cheaper, but knew
they wouldn't get the same after-sales support. In contrast, firm V took
advantage of the good reputation that German technology has in Asia and
used its German connections to market its product in Malaysia. The
Managing Director considered ‘it is a definite advantage to have German
technology’ when selling his product in Malaysia.

The Malaysian managers had differing views aboul gcumg Aus!mhan
partners to d the ies faced in I The
CEO of firm VII stated that their Australian joint w:nlum partner was
sympathetic when they faced production problems and attributed this to the
fact that their partner was in a similar line of production. The Chief
Financial Officer of firm VI expressed the view, based on his experience,
that Australian firms were too quick to judge Malaysian firms by the
standard of developed countries m!hcr than developing counmcs uhlch

meant their demands and of the per of their N
partners were too high. Our interviews with Australian firms also suggcslcd
that some failed to appreciate the di lties facing their

counterparts, particularly following the Asian financial crisis. For instance,
when, following the Asian financial crisis, firm II's client failed to make
some payments and requested more time to meet its obligations under the
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contract, the General Manager put this down to the client attempting to get
a ‘financial edge’.

Failure to iate all of the perfc dis ions of i
contracts of concern to exchange partners is not restricted to Australian
firms. The Australians found it difficult to communicate their concems
about price-quality trade-offs to their Malaysian counterparts. Firm 1 is a
good example of this problem. It employs an expatriate manager in its
Malaysian joint venture to ensure high quality service to its customers; it
thus has higher overheads, which means that it finds it difficult to compete
with local companies on price. The Managing Director of firm | expressed
fr ion that local Malaysi; were often only concemed with
price and not service quality. As a result, firm | concentrated its Malaysian
business on multinational firms that it deals with in Australia; the
M ing Director believing that the multinati the reasons
for its higher prices and are willing to pay more for superior service. Thus
firm | mostly avoided having to communicate with Malaysian firms about
the price-quality perf di ions of its product service.

Ascertaining the rules and norms applying to business in Malaysia

Our initial interviews with A lian firms that the Mal;
party often views the contract as encompassing the points written in the
agreement, plus others that were verbally stated during discussion, assumed
to be agreed upon but not written in the contract. This means that the
written contract is just a general guide as to what was agreed; negotiations
continue after the contract is signed. We interviewed a Melbourne solicitor,
with extensive experience in Malaysia, for this project. He said that, in his
experience, confusion about the contents of the contract was the source of
most misunderstandings for Australian firms.

A common complaint from the Australian firms that we interviewed is
that the contract is never final. The experience of firm 1l is an example of
the problems that can be caused because of misunderstanding about the
scope of the contract. The price agreed in the written contract was the lowest
at which firm 11 was prepared to sell, but the Malaysian customer took this
as a starting point to negotiate a lower price to install the production
technology. As a result, negotiations about price continued for 18 months
after the contract was signed, with what the Malaysian partner viewed as
everyday business practice in Malaysia being regarded as unethical by the
Australian partner.

When we asked the three Malaysian managers about the different concept
of the contract in Chinese culture the CEO of firm VII suggested that the
Chinese concept of the contract is not as important on the Malaysian side as
itonce was, particularly among the younger generation. By this, he meant
that managers are now much more willing to specify all the terms of the
agreement in a written contract. The senior managers we spoke to in both
firms V1 and VII said they were happy to specify everything in the written
contract. The Chief Financial Officer of firm VI made the further point that
small entreprencur-owned Chinese firms sometimes use the different notion
of the contract as a veil to obtain a financial advantage. This suggests that
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some hold-ups over the terms of the contract might be manufactured rather
that the result of innocent cultural misunderstanding in such firms.

The CEO of firm VIII went further and suggested that on average
Malaysian firms were less principled than Australian firms in doing
business. He stated: ‘The Australian firms we deal with are more direct and
more open. We talk about the matter, we agree and that’s it. If we have any
trouble we can talk to them’. In contrast, the CEO of firm VIII reported
having probl with local when ing their products,
reneging on contracts. This is significant, remembering that firm VIIl is a
Malaysian firm.

3 of the Malaysi suggest a tentative
hypothesis. As the Australian firms in our sample were all dc:lmg with
Malaysian firms much smaller than firms VI-VIII, there may be an inverse
rclnncnshlp between the use of the Chinese notion of the contract and the
size of the firm. In larger fi firms, the Western notion of wnn—acl |s more
accepted. The of senior in diff
firms could also be important. The senior managers in firms VI and VIl
were Western educated and the senior manager in firm VIII had worked for
an Australian firm in Malaysia for several years. On the other hand, the
Australian firms interviewed were mainly dcahng with Malaysian firms
where senior was not W ed

Negotiating a contract/choosing a business partner

Our Australian and ian interviews h hted the
bemecn direct (Austnhan) and mdm:ct (Malavsnan) approaches to
cultures. Wafa et al.
(1999, p. 432) state: ‘members of mdmduahs( cultures tend to stress the
value af Slnllghl talk and tend to verbalise overtly their individual wants
and needs, while members of collectivist cultures tend to stress the value of
contemplative talk and discretion in voicing one's opinions and feelings’.
The interviews we ducted with the ian firms firmed this
observation.

Australians' direct approach in negotiation can alienate the Malaysian
partner from the beginning. The CEO of firm VII made the point: ‘we often
feel intimidated when the other person has a direct approach, especially
during discussion of contracts. Australians, in particular, like to argue to
win. In Chinese culture it is important to get to know the person first and
then do business if you feel comfortable’. This point was also stressed by a
private trade consultant with several years of cxpcnenc: in Malaysia, whom
we interviewed in N He the i of personal
relationships and non-legal private orderings as the basis of formal
contracts; in collectivist cultures budgets are often heavily weighted towards
information exchange activities. This can increase the costs of initial
negotiations for the Australian firm; for instance, the Managing Director of
firm V reported spending 90 per cent more on entertainment expenses in
Malaysia than in Australia.

Another consequence of the importance of personal relationships in
contracting in Malaysia is that finding, and negotiating with, a Malaysian
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partner is time-consuming. For example, firm 111 is interested in forming a
joint venture in Malaysia, but has not found the right partner, despite
speaking to about 15 companies between 1993 and 1996. Before firm vi
entered into a joint venture with its Australian partner, there was a one-year
period between the initial expression of interest from both parties and the

of serious iation. While this familiarisation period
adds to the initial cost in terms of entertainment and negotiation expenses,
it has benefits in the long run because success stories where the firm ‘jumps
into the market’ in Malaysia, scem to be rare (Thomas 1993; Wheeler
1993). Firm 11 illustrates the perils of jumping in without first getting to
know the other party. Firm Il met a customer in its first trade delegation
with Export Access and agreed on a contract straight off. It has since had
many probl with late p, or payment. The General Manager
of firm I expressed regret that he did not take longer to get to know the
potential pitfalls.

Our interviews with the Malaysi revealed perceptions that
Australian firms were reluctant to commit senior personnel to the Malaysian
market, in particular in the initial negotiation period. The CEO of firm VII
said that in his experience Australian firms sent senior personnel in the
beginning as a ‘show of good faith', and then left negotiation to middle
management. He didn’t think this was a problem because he had a good
working relati ip with the Australian middle with whom he
had dealt. However, the Chief Financial Officer of firm VI complained that
few senior decision-makers in Australian firms come to get first-hand
experience of the Malaysian market.

The of senior can be an i
in building international relationships in the period prior to the
it to the contract, parti given traditi Asian respect for

leadership (Smith 1999). While senior management involvement entails a
high cost in the short term, previous research on Australian companies in
Asia suggests that the commitment of senior personnel can ‘open doors" and
facilitate the formation of personal relationships that reduce delays in
reaching agreements. For example, Vicziany (1993, p- 51) reports that the
visits to Delhi of the Managing Director of Atlas Air, an Australian air
conditioner firm, were ly i in diti
approval for the firm's Indian joint venture.

Monitoring and enforcement of the contract

One issue foreign firms face is whether to have an agent or other
representative in the Malaysian market to undertake contracting with
Malaysian firms. When firms do have agents, monitoring the agent is an
important issue. Firm V used agents in its initial involvement in Malaysia
in 1993-94. In its initial period of investment it built performance criteria
into its agent's contract. However, the high costs of monitoring the agent
made it more attractive for firm V to set up a fully-owned subsidiary. The
Managing Director summed this up as follows:
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Our biggest problem was we could see potential for our product
that wasn't being realised by the dealers. We invested [in a fully-
owned subsidiary] to protect our reputation and because we
weren't happy with what the agent was doing. With our product, it
is important to have a follow-up service, but the agent was not
providing this.

Firm 1V has had more success with using an agent. Firm IV met their
agent (who is a bumiputera) while in Malaysia investigating business
opportunities. He wrote a letter to the sales manager stating that he would
like to represent firm IV in Malaysia, and gave certain reasons why he felt
he could be of benefit. Firm IV could sce advantages in having a
bumiputera as an agent and hired him. [t has used the agent to overcome its
lack of local knowledge. The sales manager of firm 1V explained that their
bumiputera agent has a valuable network of family and friendship
connections to senior people in the Malaysian government.

Firm IV uses a ‘carrot and stick' approach to monitoring its agent. It has
a nominal joint venture that is 51 per cent owned by its agent in order to
comply with the Malaysian g 's bi a equity lati for
p i . The Australian firm, however, put up all the capital
for the Malaysian venture, and in practice the Australian firm retains 100 per
cent control. The Australian firm has a share transfer form signed by its
agent, which it keeps in its Australian office. If the agent ever attempted to
exercise control consistent with his 51 per cent share, the Australian firm
would execute the share transfer form, which would give it majority equity
in the joint venture. At the same time, firm IV gives its agent financial
incentives to reward good performance. To this point firm IV has given him
5,000 shares in the Malaysian subsidiary as bonuses, with the promise of
further equity in the Malaysian venture for good per

In the case of enforcement, firms Il and 1V both reported that it is
difficult to get companies in Malaysia to pay their accounts. The sales
manager of firm 1V stated:

The biggest difficulty we find there [ic. Malaysia] is getting the
companics to pay their bills. It's worse than here [ie Australia).
It's not in their culture to come on too strong and say if you don't
pay your bills we will cut off your supply. They tend to say we
will do that tomorrow or later.

This reflects the pt in ivist cultures for ive forms of
mediation. The solicitor we interviewed in Melbourne said that in his
experience litigation is regarded as a last resort by Malaysian firms and that
cultural factors are one of the main reasons for the growing popularity of
altemative dispute resolution in Malaysia. He suggested that one common
altemative form of dispute resolution is for the parties to use a go-
between—a third party that both can rely on and respect, which is often a
clan or family elder.

Firms Il and IV have to the pay issue.
The General Manager of firm 11 preferred to avoid legal action if possible.
His view was that the best approach is to get a large up-front deposit that
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would hurt the other party financially if it rencged on the contract. In the
contract firm 11 had in Malaysia, it took a 10 per cent deposit. The General
Manager stated he did not believe this was enough. In a new contract in the
Philippines, firm 11 is asking for a 50 per cent deposit. On the other hand,
in one case, firm IV has taken legal action after failing to get a customer to
pay its account; it is suing for 14,000 ringgit (AUS$6,000). When we
suggested that this was not a large amount to go to court over (given the
potential legal costs), the sales manager of firm IV said the intention was to
send a signal that the firm was prepared to take court action.

Conclusion

Like the preceding study by Smyth and Wills (2000), this study finds
that exchange between Malaysian and A lian firms involves significant
transaction costs. This study identifies cultural differences that magnify
these costs.

Our results suggest that the cultural differences most likely to create
major ion costs in between Malaysian and Australi
firms are, first, the predominance of collectivist values in Malaysia and
individualist values in Australia, and second, the different notions of
contract in (Chinese) Malaysian and Australian business. On the first point,
Malaysian firms, being part of a collectivist society, give more emphasis to
getting to know prospective exchange partners and to establishing mutual
trust before doing any business. This means that Australian firms (or firms
that come from an individualist society) have to spend extra time and
money to establish a contract with Malaysian firms. The collectivist nature
of the Malaysian society, which emphasises mediation rather than direct
confrontation, also makes it difficult for Australian firms to use legal means
to settle disputes and enforce contracts.

With respect to the different notions of contract in Malaysian and
Australian business, we have mixed evidence. Our interviews with
Australian firms indicate that conflicting interpretations of the scope of
contracts can create major problems and costs for Australian firms. On the
other hand, the interviews with Malaysian firms suggest that larger
Malaysian firms are willing to abide by Westem-style written contracts, and
that acceptance of the Western notion of a contract is related to firm size and
to the education level of Malaysi . If this is so, disputes over
contract interpretation between Malaysi: and their
from individualist societies like Australia can be expected to decrease over
time as the proportion of Malaysian business people with educational
exposure 1o Western notions of the contract increases. Also, the
i i petiti of both ian and A lian firms could
be increased by educating managers in both countries about the
understandings of contract and contract enforcement common to potential
foreign business partners.

In the aftermath of the Asian crisis of the late 1990s, cultural barriers to

i by Malaysian firms, ially SMEs, take on added
significance. Subject to more detailed empirical studies of international
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contracting by Malaysian firms, it appears that cultural differences create
substantial costs for Malaysian firms dealing with foreign parters; such
costs may be important barriers to the international competitiveness of
Malaysian firms. If this is so, Malaysia's policy makers and commercial
trade organisations will need to create specific educational, commercial and
legal instruments to assist firms in lowering cultural barriers to expanded
trade.

The small number of Australian and Malaysian firms sampled, and the
absence from our samples of small Malaysian firms and large Australian
firms, mean that our findings cannot be generalised to cover the full range
of firm-to-firm dealings between Malaysia and Australia. A logical next step
would be to test our initial conclusions about how cultural differences add
to the ion costs of i i hange by surveying larger and
more diverse samples of firms in Malaysia, Australia and other regional
countries. Our results should help in the design of survey questionnaires for
such a project.

Endnotes

This chapter is part of a broader project on the *Business Environment of
Malaysia® being undertaken by the Asian Economies Rescarch Unit, within the
Economics Department, Monash University. It builds on results initially
reported in Smyth and Wills (2000) and draws on the interviews reported in that
paper. We thank Teng Goh, Len Phillips and Paul White for making themselves
available for interviews. We also especially thank the representatives of the
firms sampled in this study for giving us their valuable time. These people for
obvious reasons must remain anonymous.

* Sce Doney ct al. (1998) for a recent review.
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Japanese electronics firms in Malaysia:
After the financial crisis

David W. Edgington and Roger Hayter'

Introduction

In this chapter we examine the strategies of 18 Japanese electronics firms
in Malaysia following the financial crisis of 1997-8. Our aims are to assess
the impact of the crisis upon their p ion and Keti ies, and
attitudes to Malaysia as a host country location. Our theoretical perspective
on Japanese dircct foreign investment in the Asia-Pacific region and the
broader impacts of the financial crisis are explored elsewhere (Edgington and
Hayter 2000; forthcoming). In this chapter, we report on interviews we
conducted with factory managers of Japanese subsidiaries in May 1999.
These included the assembly plants of large Japanese consumer firms, parts
suppliers and integrated circuit assemblers (see Table 5.1) and we believe
this sample of firms to be broadly representative of subsidiaries in this
sector. During 1998, electronics firms comprised 43 per cent of all Japanese-
affiliated firms operating in the manufacturing sector. On a broader scale,
Japanese firms in Malaysia accounted for an estimated 28 per cent of total
cases of approved DFI between 1992 and 1997 and 20 per cent by value
(JACTIM 1998).

The results reported in this chapter suggest that, overall, Japanese firms
were not adversely affected by financial crisis of 1997-98. Rather, the move
to fully implement AFTA (the ASEAN Free Trade Area) in 2003 was
perceived to have more of an effect upon investment decisions and
production plans than the Asian financial crisis itself. Such a finding has
implications for both theory and policy in Malaysia. Thus, while traditional
‘globalisation' theory might imply that multinational firms might ‘take
flight’ and abandon South-East Asian ies such as Malaysia in light of
the crisis, the reality is more complex. On the one hand there is certainly a
new sentiment among Japanese investors that a severe over-capacity of
electronics production existed in the ASEAN region, especially in relation
to likely market growth. This was due to the rapid build-up of electronics
investments in the first half of the 1990s. On the other hand there is also a
feeling that a sudden flight of capital will not occur in the immediate future,
cither from Malaysia or from other ASEAN countries. Nonetheless, all
Japanese firms are now carefully examining their long-term options
throughout the ASEAN region. Japanese managers we interviewed in
Malaysia were optimistic overall about Malaysia's prospects and viewed it
as relatively well-positioned to take further rounds of production from the
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Table 5.1: Japanese electronics companies interviewed, May 1999

A.  Consumer electronics
Aiwa Electronics
Alps Electronic
Casio
Hitachi Air Conditioning Products
Hitachi Consumer Products
Hitachi Electronic Products
Matsushita Precision Industrial Company
PJVM (Philips and JVC Video Malaysia)
Pioneer Technology
Sharp Manufacturing Corporation
Sharp-Roxy Electronics Corporation

B. Industrial electronics
Fuji Electric
Fujitsu Microelectronics
Hitachi Semiconductor
KUB-Fujitsu Telecommunications
Meisei Electric

C.  Parts suppliers

Tatura Acoustic Industry
Nichibei Parts

headquarters of Japanese MNEs. This was especially the case should the
Japanese yen continue to strengthen in the next few years and make the
existing exports of electronic products from Japan unprofitable. However,
Japanese managers expressed the vicw that in order to maximise benefits
from such positive prosp the Malaysi: would need to pay
more attention to strengthening its own basc of industry’. In other words,
policy should be directed towards upgrading the technical capacity of
Malaysian component firms in addition to the current focus on aggressively
pursuing a new generation of high-technology industries in Malaysia's high
profile ‘multi-media corridor'.

The remainder of this chapter reviews the history of investment by
Japanese electronics firms in Malaysia, and then examines the particular
impact of the financial crisis of 1997-98 on the 18 firms in the authors’
study. A subsequent sccuon deals with the future attractiveness of Malaysia
as an i and p ion location. This is necssanly
more lative and uses qualitati p from the Japanese factory
mamgcrs interviewed. These responses raise the possibility of Malaysia's
becoming a source of more sophisticated parts and sub-assembly
components for other Japanese assembly factories located in South-East
Asm. Europc and North America. The implication uf thcse findings for

£ policy is in the
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History of Japanese electronics FDI in Malaysia

Japanese interest in producing electronics in Malaysia has gone through a
number of stages over the last 25 years or so. The first generation of
Japanese DFI (direct foreign investment) in Malaysia took place during the
1960s. It was based mainly on utilising either local raw materials for export
production (such as timber and rubber production) or for import ituti
production in the face of high tariffs on imported consumer items
(televisions, refrigerators and other domestic items) (Lim and Ping 1983;
Lim and Fong 1991). Giant multinational enterprises (MNEs) such as Sony
and Matsushita set up joint venture subsidiaries at that time with medium-
scale capacity in order to produce consumer electronics for local markets. In
the 1970s, these and other firms also established parts and component
companies. This decade also saw the rapid growth of large-scale, export-
oriented i d circuit (IC) y by ies such as Hitachi and
NEC (Piei 1990). Studies conducted in this period typically reported very
few linkages with local subcontractors, low levels of localisation of
research, design and development, and limited promotion given to
Malaysian staff or engincers (Fong 1990; Aoki 1992). In all, the ‘first
generation' of investments involved “classic’ assembly-oriented and low
valued-added production typified by Japanese offshore production in Asia
and other parts of the world (see Edgington 1991; 1993).

However, following the rise of the yen (endaka—yen appreciation) in
1985 there was a ‘new wave' of large-scale assembly production aimed at
overseas export markets, especially involving television and video cassette
recorder production in Penang, the Klang Valley (Selangor) and at Johor
Bahru (Ikuta 1997; Edgington and Hayter 2000). At the same time, changes
in  Malaysi; i nt facilitati provisi (the P i of
Investments Act and deregulation of foreign equity ownership guidelines)
encouraged further inward direct investment, and created a ‘bandwagon’
effect among Japanese clectronics companies (Anazawa 1994).
Consequently, by 1987, Malaysia had become one of the world's largest
exporters of semiconductors and the third largest producer of video cassette
recorders (VCRs) after Japan and the United States. Malaysia also became
the world's largest exporter of room air conditioners. JETRO (Japan
External Trade Organisation) surveys showed that there were over 1,400
Japanese firms in Malaysia in mid-1999, of which around 800 were in the
manufacturing sector. The biggest manufacturing category comprised the
production of electronics and electrical parts. The local factories of
Matushita Electronic Industries C ion alone were said to account for
about 34 per cent of Malaysia's total exports (interview with Secretary
General of the Japan Chamber of Trade and Industry, Malaysia, Kuala
Lumpur, May 1999). In the 1990s, firms such as Hitachi also began to
‘deepen’ their i in local ing by ducing more
sophisticated products such as key VCR components, recording heads and
tape drive mechanisms (interview with senior executive of JETRO, Kuala
Lumpur, May 1999). This most recent set of Japanese investments in
consumer electronics has made Malaysia the third-largest exporter of VCRs
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and CTVs (colour television) in the world after Japan and South Korea
(O’Connor 1993; Ikuta 1997; Ling and Yong 1997).

Moves towards localisation

During the late 1980s and early 1990s, Japanese small and medium-scale
firms (SMEs) also carried out larger investments in Malaysia, aimed
primarily at making components (such as hard disc drives and motors) to
supply local subsldlanes such as the export trade. Morcovcr a general move

to higher levels of and hi: gh the industry
led to Iocahsanon in terms of design engmcenng capacity and operation of
The i industry also began

to respond to the growing number of nssembly investments after 1987.
While some local firms aimed to supply specialised parts for export-oriented
semiconductor operations, the bulk of their local operations consisted of a
range of generic parts, such as resistors, diodes, capacitors, transformers,
power supplies, coils and filters, and loudspeakers. Many local firms began
supplying these components to satisfy the large demand from Japanese
VCR manufacturers (O'Connor 1993). Aoki (1992) recounts how in the late
1980s, for almost the first time, Japancse electronics firms attracted to
Malaysia began to form local networks of parts and component-making
local firms involved in parts procurement. Other studies also found that
local subcontracting arrangements evolved rapidly in the immediate post-
endaka period. Dobson (1993), however, argued that Japanese firms
continued to function in more exclusive ways than American firms in
Malaysia, relying mainly upon ‘in-house' or keiretsu-style production
networks of the earlier generation of subsidiaries and their almost
exclusively Japanese suppliers. Her finding was that this occurred mainly
because of Japanese firms' protracted reliance upon Japanese ex-patriot
managers, who typically lacked any local networks, and in part also because
of a general diffidence towards non-Japanese products. Emst (1994) has
pointed out that, while Japanese firms traditionally exhibited very low
interaction with local firms, critical changes were made after ‘second
endaka’ (yen appreciation) of 1993. At that time, Japanese subsidiaries in
Malaysia, and more widely throughout other ASEAN locations, were under
considerable pressure to reduce their imported inputs from Japan and to
increase their reliance on sourcing regional components. Whllc lhls involved
a further round of new i by small to medi d Japanese
component suppliers in the mid-1990s, it also involved upgrading of local
firms willing and able to service the expanded investments of Japanese
electronics MNEs.

A more recent survey of local procurement behaviour by Japanese firms
(Ling and Yong 1997) suggests that Japanese firms have indeed sought
higher levels of components locally, or at least from surrounding Asia-
Pacific countries rather than Japan. They distinguish this position with that
of US electronics firms in Malaysia, which were concentrated mainly in the

ion of icond! or the ing of pi parts such
as hard disk drives and communications components. The input
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requirements of these US firms were specialised and tended to come from
other US affiliates located in third countries. By contrast, Japanese firms in
Malaysia produced consumer electronics, such as colour TVs or VCRs, or
generic electronic goods such as magnetic heads, computer-display
monitors, and television sets, and imported only about 45 per cent of their
local content from Japan. These findings imply that inputs from affiliates in
third countries were less important for Japanese electronics firms than for
US firms, and that components for Japanese manufacturers came
substantially from sources external to the firm rather than from within the
same firm's overseas networks. In contrast to popular belief regarding
tightly-knit Japanese supply chains, usually organised within keirefsu
groups, the experience of their electronic affiliates in Malaysia suggests a
gradual ‘opening up’ to inter-firm sourcing from non-affiliated companies,
cither in Malaysia or nearby Asia-Pacific countries than US firms in the
same broad industry. Thus Ling and Yong (1997) report that 40 per cent of
total inputs by value of Japanese subsidiaries were inter-firm,

with 74 per cent in the case of US subsidiaries in Malaysia. The major
reason why the US and Japanese affiliates sourced differently was
dissimilarities in their sectoral specialisation within Malaysia. Thus,
because US affiliates were mainly concentrated in  semiconductor
production, their operations occurred higher up the value-added chain and so
they tended to use inputs only from their own proprietary sources. However,
Japanese firms operated in the consumer electronics sectors and had mq
opportunity to source generic parts and as well as i It
products further down the value-added chain from outside their traditional
production networks, either in Malaysia or from countries in North-East or
South-East Asia.

Ling and Yong (1997) also noted that where *backward linkages® were
successfully made by Malaysian supply firms to the local Japanese
assemblers, it was partly due to a fairly aggressive “vendor-development
program’ begun by the Malaysian government after the mid-1980s recession
to promote local Malay SMEs. Japanese ‘buyer firms’ in government-
approved schemes were cligible for tax breaks in retun for local
procurement. The vendors were often small firms registered with Malaysia’s
MITI's (Ministry of International Trade and Industry) subcontracting
network under the paying, or umbrella concept, designed to build linkages
between large MNEs and local SMEs. Examples of local Malaysian inputs
bought by Japanese electronics firms include moulded compounds for
plastic casings, silicon wafer packaging materials, solder for Jjoints, spare
parts and components, supportive tools, industrial chemicals, lubricants,
ancillary ials and final packaging and shipping ials. While these
are all low to medium value-added components, the Japanese firms we
surveyed were generally open to further domestic sourcing as more materials
and components of high standards became available locally.

Interestingly, in light of debates about the efficacy of host country
‘industrial policy in shaping MNE and SME outcomes, Jomo et al. (1997)
have argued that Malaysian local content rules have been relatively
successful. This has especially been the case for the government’s system of
supplying export credit refinancing facilities to foreign investors in retumn
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for higher local content in assembly operations. However, they also note
that Malaysian policies in favour of bumiputera (indigenous Malay)
cn(erpriscs at the expense of Chinese-Malaysian firms may have worked
against fostering a viable local parts industry. Support for Iocal ethnic
Malay business reflected the overall P strategy
since 1970 to camry out the NEP's (New Economic Program) redistribution
objectives, particularly those aimed at increasing the share of Malay
ownership in the economy. In effect, any attempt to foster local industry in
Malaysia has been subordinated to vested (ethnic) *political’ interests that
prioritised the promotion of a Malay rentier business community rather than
the emergence of an efficient industrial policy per se. Because of this the
objectives of Malaysian industrial interventions have been quite different
from those of industrial policies applied elsewhere in the Asia-Pacific
rcgmn The NEP was prlmanly focusscd on redr:ssmg socio-economic
not on gaining for new industrial
activities. Jomo et al. (1997) also argue that difficulties in increasing local
sourcing have existed in Malaysia mainly because local suppliers were
unable to attain and maintain, sufficiently high technical standards in the
light of rapid product development. Other studies that assessed the position
of local sourcing of parts and components from the vantage point of the
mid-1990s (just prior to the Asian financial crisis) confirmed this state of
affairs. Ling and Yong (1997), for instance, argued that while progress had
been made in raising local content in low-to-medium technology products,
developing a full network of high quality local vendors would probably take
a long time.

The future attractiveness of Malaysia

By the mid-1990s, scholars such as Guyton (1995) were beginning to
question whether Malaysia’s high rates of Japanese electronic industrial
investment could be sustained. It was clear that Malaysia had gained mass-
production factories for export, mainly thanks to lower wage costs and
Malaysia's access to the generalised system of prcfcmncs (GSP) privileges.
These two factors played a sngmt'cam part in shaping Japanese MNEs'
regional production strategies in the years following 1985. The tariff
exemptions offered to poor nations by industrialised countries under
GATT’s GSP enticed Japanese MNE:s to relocate their production to low-
wage nations, with the intention of exporting the majority of finished goods
to the EU (European Union) and North America, especially as a counter-
action to European and American protectionist trade policies. Guyton’s
s(udy indicated that the 1989 lifting of GSP privileges from South Korea,

pore and Tai due to their achieving industrialised status—was an
important factor that led to a shifting of some Japanese investments from
those countries to Malaysia. The companies we interviewed also revealed
that Malaysia’s GSP quota played a role in its being selected over other
ASEAN countries, as it tended to be more generous. Still, by the mid-
1990s it was also apparent that China was a potential competitor to both
Malaysia and other ASEAN countries for assembly-based Japanese DFI in
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electronics and other industries (Yam 1997). Guyton (1995) commented that
‘in light of this evidence, it will be interesting to see what impact the
imminent review and ultimately removal of Malaysia’s GSP privileges will
have upon Japanese ies’ i ies’; and ‘with the
combination of rising labour costs and a labour shortage in Malaysia, it is
not surprising that multinationals are beginning to look to poorer, lower
cost countries such as China, Vietnam and India, which will retain their
GSP status for some time to come’ (pp. 69-70).

Japanese clectronics firms whose tax-incentive ‘pioneer status’ in
Malaysia had expired or was about to expire at the end of the 1990s,
expressed their concern to the authors that any reinvestments may not be
entitled to further tax incentives in Malaysia. The period of tax relief under
the ‘pioneer status’ incentive is five years, which may in some cases be
extended for a further five years (Rasiah 1995). Some indicated that tax-
incentive programmes in other countrics, particularly Taiwan, were more
extensive. Many Japanese firms also complained rather bitterly about local
ethnic Malay work habits that were very different from those of North-East
Asian cultures. For instance, the larger Japanese firms have had to increase
the facilities offered to employees to compete for increasingly scarce factory
labour (for instance gyms, rest rooms during Ramadan when Muslims fast
during the day). Another contentious issue was the tendency for ‘job
hopping’ among young ethnic Malay operatives and even engineers, rather
than the displays of long-term loyalty to their company that would be
typical in Japan (see Oizumi 1995). While ‘job hopping’ reflects the very
real shortage of trained skilled labour and management in Malaysia, it
undermines Japanese interest in long-term training programmes. Still, while
these tensions might have *bubbled close to the surface’ in the middle of the
decade, they were completely swept away by the deep impact of the Asian
financial crisis, which broke first in neighbouring Thailand during July
1997, and the need for a strategic re-evaluation of local Malaysian
operations (Mallet 1999; Navaratnam 1999). This chapter now tums to the
findings of the authors' survey findings from interviews with the 18
Japanese electronics firms.

Impact of the Asian financial and currency crisis

The interviews all took place with Japanese managers of electronics firms
in Malaysia (usually the Chief Executive Officer) who were first contacted
by mail, often after introductions were initiated through their headquarters
offices in Japan. Interviews lasted approximately one hour, and Malay or
Chinese managers were introduced to the authors in the case of the larger
assembly factories. The sentiments recorded in this section on the impact of
the currency crisis, and in the next section on the future prospects for
Malaysia as a host country for Japanese investment, were in all cases taken
from the comments of Japanese managers.

The first area on which managers were asked to give comments was the
recent currency crisis in Malaysia and the rest of South-East Asia. In
general, their responses revealed that the lowering of the Malaysian ringgit
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to a stable level by the Malay government in 1998 had the effect of
inducing overall investor confidence. This was confirmed by a wider survey
of Japanese firms by the Japanese Chamber of Trade and Industry in
Malaysia (JACTIM) (1999). Nonetheless, the dramatic drop in the value of
the ringgit from 1997 to 1998 and the slump in the local economy impacted
on the 18 Japanese electronics firms in a variety of ways. First, the worst
affected were the small to medium-sized parts and components firms who
had come to supply affiliated Japanese assembly firms (see group C, Table
5.1). These were, and still are, dependent entirely upon sales in local
currency and have had to renegotiate sales contracts with the major
assemblers (such as Sony and Matsushita), as well as taking measures to
increase productivity. Where relations with large-scale assembly firms were
long-standing the ‘core’ assembly firms often took steps to assist their
suppliers, especially by renegotiating input prices. As one SME supplier in
our survey remarked.

The major impact here has been on the cost side. As the ringgit fell
against the Singapore dollar, then the cost of our key components
started to rnise in 1997, and our profitability fell. But even the
price of Malay components involves a substantial import of raw
materials, and so even local products such as metal and plastic
started to rise in price. So, the value of our income has been
reduced, and costs have nsen. We have passed some of those costs
onto our purchaser, Sony The emphasis recently has been how to
contain our local costs. We have the decentralised capacity to do
this from our Japanese headquarters (Interview with Japancse SME
supplicr in audio-visual consumer sector)

A second group of ies, those established in the first ion of
investments prior to 1985 and traditionally selling to local markets along
import substitution lines, often found their local sales value declining
dramatically, and had to resort to higher levels of exports in order to
survive. Many companies found that their local sales in consumer items
plummeted during late-1997 and early-1998 as the financial crisis worsened
in Malaysia and as consumer spending on their products all but dried up. In
these circumstances the headquarters of the company in Japan often ‘came to
the rescue’ by placing new orders from within the wider corporate global
network (Edgington and Hayter forthcoming). Certain firms have taken even
more drastic steps, especially those that had lost profitability in Japan.
Sony, for instance, has now closed two of its five consumer electronics
factories in Malaysia, and another in Indonesia. This was part of Sony's
overall 10 per cent cut to its global workforce, and a reduction of
manufacturing facilities from 70 to 55.

A final group of companics, and those which were in the majority in the
authors' surveys, were export-oriented firms (cither among the silicon chip
factories \vhlch started in the 1970s or 1980s, or the *new wave’ consumer
goods daka) have taken advantage of the | lued
ringgit, and the yowmg American market, and have even expanded their
sales of consumer and industrial products out of Malaysia. The windfall
from the currency devaluation has been tempered, however, by the negative
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influences of: (1) the more general ‘price crash shock’ of falling consumer
electronics prices due to a global oversupply and declining markets in Asia,
Russia and Brazil in 1998; (2) the ‘loan repayment shock’ of increased
berrowing costs incurred by local factories in yen or US dollars; and (3) the
‘input price shock’ of expensive imported parts and components following
the fall in the value of the ringgit. Many export companies lamented the fact
that they could often only keep about 50-60 per cent of the currency
devaluation windfall because of the relentless pressure from headquarters to
reduce prices worldwide following the Asian financial crisis. As a manager
of a VCR factory commented:

All our export contracts are written in USS so theoretically the 30
per cent decline of the ringgit should have given our factory more
of a financial surplus, But, overall demand for VCRs is down.
Also, prices have been crashing as this market is very competitive,
and so we have to follow the pricing strategies of our
competitors—Sony, Korean and Taiwanese products and so on. We
were asked by head office to reduce our product price in 1997,
another 20 per cent in 1998, and another 20 per cent this year—
which will be impossible! (interview with Japanese manger of
VCR factory).

A lunger-lasung legacy of the financial CI’ISIS has been lower market
ion that excess p capacity now existed in the
entire ASEAN region, and mcn:ased competition for further rounds of
investment from headquarters between the factories of Japanese overseas
networks, and even between overseas factories and ‘home factories’ in Japan.
The likely commencement of AFTA (ASEAN Free Trade Agreement) in
2003 also led to a closer examination of the strengths and weaknesses of
mdlwdual factories within the network of clectronics firms. Some
and will almost certainly take place after
2003. Th: outcome for any particular country in ASEAN will depend upon
local ditions with regard to pi ity, currency values, localisation,
and the costs of imports (Tan 1996)
We will now examine how Japanese compames in the Malaysian
electronics sector viewed their particular prospects in the foreseeable future,
in light of this new trade environment.

Prospects for Malaysia

Despite some apprehension over AFTA, the overall sentiments revealed*
by the field research and interviews was that Japanese-controlled Malaysian
factories in the global networks of major electronics firms were well
positioned to take further rounds of investments in new added-value
production and local upgrading. A number of positive sentiments were
expressed along the lines that local factory levels of productivity were now
as high as in Japan, and secundly (perhaps even more importantly), there
was a 11 local capacity. Local
Malaysian firms could supply plastics, rubber and paper products, and
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electronics parts up to a certain level of sophistication, and these products
were widely available. This degree of localisation in Malaysia compared
favourably with that in other parts of ASEAN, such as Indonesia and the
Philippines, and even China, despite labour costs being lower in these other
countries. While labour costs might be lower in these countries, too many
expensive and semi-sophisticated materials, parts and components could not
be found locally. As a Japanese VCR factory manager observed:

Localisation in our factory is about 70 per cent for VCRs. The
magnetic-head chip still comes from Japan, as well as the two
cylinders for the drive. But even some local products will have
Japanese parts inside them so it is difficult to work out the final
level of localisation. The CD rom drive is more sophisticated and
50 uses less local components—probably about 70 per cent of its
components come from Japan. But nearly all the local plastic and
metals come from Malaysian firms or from Thailand and
Indoncsia. Indeed, one of the great selling points in Malaysia for
DFI is that there is the likelihood of allowing a high local content,
as the quality of local suppliers here is much better than what you
could find in Indonesia, Thailand or mainland China. We will
certainly stay here because of the many local parts supplicrs
ncarby. We have three subcontracting companies here in Malaysia.
We can cooperate with them in terms of financing and technology.
We can provide training for their staff, provision of components,
and so on. We would never consider operating in cither Indonesia
or the Philippines, as bringing in parts would be so expensive. So
far, the Philippines arc only good for cheap-wage assembly
operations (interview with VCR factory manager).

However, many Japanese managers were wnllmg to express certain
negative i about their and some argued that
there was no guarantee that Japanese electronics firms would continue to
invest in Malaysia and upgrade their existing factories to more added-value
production. Thus, beyond the concerns raised by Guyton (1995) over the
loss of GSP status, some i that much d upon
improved skill formation of the local labour force. Others considered
important an expanded capacity of local supply firms to innovate and
produce new designs alongside their Japanese assembly firms—in other
words, to operate more akin to subcontractors in Japan. Morcover,
continued reservations were made by some managers about the stability of
basic infrastructure in Malaysia, such as electricity supply. For instance, by
contrast to neighbouring Singapore, the concem over occasional ‘brown-
outs' and clectricity load shedding in Malaysia appears to have delayed

‘next stage’ ing, such as the production of ‘wafers’ as part
of integrated chip (IC) manufacturing at cxlsnng Japanese plants in Penang
and elsewhere.

Surveys of Japanese investor mlcnnuns (Tl:Jlma 1992) oﬂen suggest (ha(
the present larg of in Mal
subsidiaries for global markets mny decline over the next decade in favour
of locations in China (where assembly production is aimed at Asian
markets) and in Mexico (for NAFTA markets). However, there remains a
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substantial opportunity for Malaysia to shift away from assembly
production per se, to a new role: that of an international procurement centre
for Japanese electronics firms, supplying parts and components to a wide
overseas network of assembly factories. Survey results collected by Ling
and Yong (1997) showed that East Asian NIEs (newly-industrialising
economies), such as Korea, Taiwan and Hong Kong, in that order, were
already developing as clectronics suppliers for Japanese assembly companies
in Malaysia. By way of illustration, Korean vendors supplied Japanese
firms in Malaysia that produced mainly consumer-electronics products and
teleccommunications  equipment. Taiwanese suppliers specialised in
I icati i d for televisil

an p and computer
manufacturing. Hong Kong vendors supplied components for Japanese
i The | of iti Japanese

supply firms in Malaysian production networks with North-East Asian,
ASEAN or Chinese components was expected to accelerate as more
supporting industries developed in the Asia-Pacific region. This trend was
already well established for some of the firms in the authors’ survey.
Responses from the Japanese firms interviewed suggested that if more local
and regional vendors emerged with high enough standards and adequate
capacity to supply Japanese firms, and if they were able to provide cost
advantages without sacrificing quality, this would give advantage to the

p of by ian subsidiaries. , instead of
developing further y ducti ian i in the
future could focus on the adding of local value to components and the
export of sub. blies to Japanese ly idiaries elsewhere in the

global production network. Against this optimistic scenario, there was also
the very real possibility of short-term loss of jobs if Chinese firms (rather
than Malaysi: d p in final bly and
supply components to Malaysia. Nonetheless, most respondents were
optimistic as long as local firms could upgrade their technology to enable
such value-adding.

Conclusions

This study set out to ask to what degree changes in the underlying

about the inability of Japanese in
Malaysia were shaken by the Asian financial crisis of 1997-98. The results
showed that despite the di ies of traditional import-substitution-based

p
companies, the lowering of the ringgit to a stable level by the Malaysian
government in 1998 buoyed overall investor confidence. Beyond this,
Japanese electronics firms perceived that Malaysia had important potential
within the post-AFTA network, mainly because of high rates of factory
productivity and access to local components, either within Malaysia or in
neighbouring Asia-Pacific countries.

For this potential to be realised, however, three initiatives can be
suggested. First, in general the Malaysian government can still do more to
strengthen local supplier networks. For instance, stronger partnerships could
be fostered to promote links between Japanese investors and domestic
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suppliers of parts and components. Second, a key issue for the future of the
electronics industry is to ensure that Malaysia produces the human resources
needed to keep the industry competitive. Despite training allowances
introduced by the government since 1988, the lack of a large mass of skilled
labour in Malaysia to provide the base of advanced industrialisation is
glaring. Finally, more attention has to be given to encourage Japanese firms
to undertake research and development in Malaysia. So far, the amount of
Japanese-based clectronics research and development undertaken in Malaysia
has been quite limited. This reflects not only the ineffectual incentives from
the government, but also the of Japanese i in low-
cost assembly for export, apart from IC wafer production and the
manufacture of hard disk drives. Nonetheless, many Japanese companies
have begun to establish ‘design and develop' operations for adaptive
rescarch and development and have fine-tuned generic products to local-
market tastes and regulations. Still, there is probably more scope for
govemmment-private sector joint ventures, and the government needs to
determine how to provide stronger encouragement to rescarch and
development within the private sector. Such a strategy means, of course, a
shift in research and development priorities, and a more pragmatic
conceptualisation of industrial policy. Thus, the government needs to pay at
least equal attention to upgrading the technology levels of existing support
|ndusmcs (and to developing new local Malaysian firms in advanced

logy sectors) as ing a new ion of foreign MNEs into its
recently completed ‘multi-media corridor’ south of Kuala Lumpur
(Cyberjaya). Rather than generous tax concessions and other investment
incentives for building up software technology, a more balanced, prosaic
approach would appear appropriate to move Malaysia further up the
production value-added scale.

Endnotes
' The authors would like to express their gratitude to the many managers hoth
in Malaysia and in Japan who granted the interviews on which this research is
based, and (o many government employees in Penang and Kuala Lumpur. Our
spcunl thanks go to Dr Morshidi Sirat, Dean of Humanities, Universiti Sains
alaysia, for hosting David Edgington in Penang during May 1999, and for
ng logistical support above and beyond the call of duty. Dr Marika
Vicziany kindly hosted David Edgington at Monash University during August
2000. when the bulk of this chapter was written
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The importance of size in the growth
and performance of the electrical
industrial machinery and apparatus
industry in Malaysia

Rajah Rasiah'

Introduction

The electronics industry has been the prime export earner in Malaysia
since 1987, accounting for over 70 per cem of manufactured exports and
uver 50 per cent of overall exports in 2000 It contributed over a quarter of

's ing value-added, fixed assets and employment in
2000. Two important issues are cnucal here in explaining the successful
expansion of the electric and electronics industry in Malaysia. It is argued
that these achievements have been driven by market-friendly strategies that
attracted large multinational corporations (MNCs) from abroad (see Sheperd
1980; World Bank 1993). The first implies general policy neutrality towards
the industry while the second argues that policy stimulated the expansion of
large MNCs into the industry. However, unlike the South Korean and
Taiwancse experiences, where large and small firms respectively
ing ion, the signi of size in Malaysia’s
mnnufaclunng growth is still unclear. To obtain a careful analysis, this
chapter attempts to examine the significance of size on the growth and
performance of the electrical industrial machinery and apparatus industry,
which is one of the sub-sectors within Malaysia’s leading manufacturing
industry, that is electric and electronics.

This chapter is divided into two main sections. The first examines policy
biases facing the electric and electronics industry. The second discusses the
growth trends in the industry based on firm size. Four categories of size are
used in the chapter: micro, small, medium and large.

The regulatory environment

The development of small to medium industries (SMIs) in Malaysna s
manufacturing sector was initially ined by weak g
instruments. During the colonial era, the British mlroduccd financial suppon
for craft and other small industries under the Rural Industrial Development

81
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Authority (RIDA), largely to reduce discontent among the Malays (see
Rasiah 1995, chapter 3). Such lukewarm initiatives were continued with
greater financial support after independence under the Rural Development
Ministry. It was not until the late 1970s that official polu:y allempled to
earmark SMls for support, but their
and cumbersome until SMI activities were given direct prominence by the
Ministry of Industrial Devel following the | hing of the
Industrial Master Plan in 1986 At this time, the umbrella concept of
marketing—originally introduced in 1983—was augmented with the
Subcontract Exchange Program (SEP) in 1986 and later with the Vendor
Development Program (VDP) in 1992. In addition to the extension of
export-oriented double tax deductions to SMIs from 1986, the government
introduced the Industrial Technical Assist Fund (ITAF), i
credit guarantee supports in the late 1980s. A separate Small and Medium
Industries Development Corporation (SMIDEC) was incorporated in the
1990s under the Ministry of International Trade and Industry (MITI) to
govern their activities. However, official state policy tended to discourage
local SMIs with a size above mandatory registration levels, as the
experienced ones were dominated by Chinese ownership and these generally
preferred to remain small to avoid the ethnic equity conditions imposed by
the Industrial Coordination Act of 1975." It is only in Penang, where local
state y has p d better g business dination, that
the development of strong SMI supplier firms has been observed (see Rasiah
1999).

Being generally small and medium in size, and dominated by Chinese
ownership, local machine tool firms faced the same fate as most SMls.
Much of the initial federal support for the evolution of machine tool firms
came indirectly, but in some sense fortuitously as we shall see below. There
were no clear efforts to attract electronics firms with the aim of spawning
local subcontractor firms when the government first launched its export-
oriented industrialisation policy ing the I Incentives Act
(I1A) in 1968. The early electronic components MNCs only began relocating
in Malaysia after the Free Trade Zone Act of 1971 and the subsequent
opening of the zones in 1972. Although Matsushita Electric commenced
production in 1965 in Selangor, it was not until the early 1970s that the first
major wave of electric and electronics firms located their production in
Malaysia. Nevertheless, government efforts to woo export-oriented
manufacturing firms have been critical in at least four important ways.

While big potential for the development of SMls emerged following the
growth in demand gcncmlcd from the rclocnuon of forclgn
electric/electronics idiaries, the regi y envi
hindered their development until the late 1980s. Large ﬁrms cnjoyed
considerable advantage over small firms in their access to pioncer status, the
Invcslmcm Tax Allowance (ITA), free trade zones (FTZ) and licensed

h (LMW) i ives (see Rasiah 1995)
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The electronics component firms who came to Malaysia in the mmal
wave were large, with empl numbers ding 500. As a sy
gesture, the Penang government opened Penang Electronics in 1970, which
operated briefly bel'ore closing down. The Japancsc-owned Clarion was the
first foreign firm to start in Malaysi.
arriving in 1971. National Semiconductor of the Umlcd States was the first
semiconductor firm to build its factory in Malayslm commencing production

in 1972. A ination of lucrative i directed at firms that
Inrgcr ploy and i levels, and the labour-
intensive pi hnologil i with el i in

the 1970s nnd carly 1980s, skewed the industry towards large firms (see
Rasiah 1993; 1996).

Given the lack of production experience in electrical industrial
machinery and apparatus manufacture prior to the 1970s, local initiatives in
the industry only began to emerge in Malaysia after the redeployment of
production by foreign MNCs. With the exception of showpiece industries
and other scattered small-scale efforts, local involvement in electronics
component manufacture did not grow significantly until the late 1980s.
Being small and largely owned by local Chinese capital, electrical industrial
machinery and apparatus firms generally enjoyed little government support
until this time. In fact, lhc industry only received a boost when it was

i among the i to be in the ial Master Plan
of 1986. Being y to the ions of strategic industries such
as electronics, the industry enjoyed similar incentives to theirs, although the
extent of foreign direct investment in electrical and industrial machinery and
apparatus was extremely small at the time. The Promotion of Investment
Act of 1986 offered the industry equal duty exemptions, if located in free
trade zones (FTZs) or licensed manufacturing warehouses (LMWs), and
export incentives, such as the double tax deduction on exports and export
credit refinancing. These policies and the Plaza Accord of 1985 (under
V\thh the value of the currencies of South Korea, Taiwan, Japan and

D rose), the wi of the G i System of F
(GSP) from the Asian Newly Industrialised Economies (NIEs) and
agglomeration effects from clustering attracted large and medium foreign
firms to Malaysia, especially from Japan and Taiwan, from the second half
of the 1980s. However, biases against micro and small firms remained,
despite policy instruments to promote them from the 1980s.

Federal policy |nslrumems gcnemlly oﬂ‘ered little stimulus for the growth

of micro and small el | and l’rms in Mal
Against this general trend nati . changes in p i
began to affect the size conﬁgumnon of (he el:n:mcal industrial machinery
nnd frms in Mal P from the mid-1980s. With
ly and test ing, as well as aspects of redesigning
taking place in ia, local state initiatives began to stimulate the
devel of instituti ks to enable greater decpening of the

value-added chain in Malaysia. Especially the local state of Penang began to
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promote clustering with emphasis on local SMIs. Using considerable
autonomy, Penang aggressively pursued such opportunities. Here,
B business initiatives led to the ion of the Penang Skills
Development Centre (PSDC) in 1989. Several other aspects of infrastructure
were strengthened so that large foreign MNCs could externalise substantial
aspects of pmducnon. which had been internalised in the past because of the

uncertainties d wuh an d local Such
were dissimilar but y to the ions of
the main el i firms in ia. Hence, | i

reconstitution in firms led to the outsourcing of electrical industrial
machinery and apparatus operations by MNCs, generating substantial
demand for proximate supplying. SMIs began to figure considerably in the
supplier chains of MNCs.

The lack of similar strong networks in the Kelang Valley, Negeri
Sembilan, Melaka and Johore di: ged the strong of
electrical industrial machinery and apparatus firms in these areas. With the
exception of Penang, local micro and small electrical industrial machinery
and apparatus firms in the rest of Malaysia generally faced difficulties in
accessing government suppurl Especially Chinese-owned micro and small
electric i y and ppliers faced i
problems in their efforts to supply multinationals in locations outside
Penang. The lack of state support left them facing severe market failure®
problems, although ethnic congruence with the generally ethnic Chinese
purchasing officers in the multinationals has helped reduce lrunsacnon costs
involving local sourcing. Not only are el i
badly positioned to identify micro and small- scale firms' potential
capabilities, as this would require delinltd scrutiny and monitoring, but also
they receive little to participate in such which
can be risky and uncertain. Hence, outside Penang, few links have been
forged between foreign MNCs and local micro and small electrical
industrial machinery and appamlus ﬁrms Micro and small firms not only
face financial prob: bsidised loans and technical
assistance from the credit guarantee schcmcs and the industrial technical
assistance fund (ITAF)—but they are also insufficiently prominent to attract
the attention of potential multinational clients. Indeed, interviews show that
the list of micro and small firms promoted by the federal government
includes relatively few electrical industrial machinery and apparatus firms
operating in the Kelang Valley. Where there has been active state
promotion, such as by the bumiputera venture trust Permodalan Usahawan
Nasional Berhad (PUNB), stringent ethnic-based conditions apply.

Overall, the lack of political support has been a key factor in restricting
the establishment and strengthening of sourcing relationships between
MNCs and local micro, small and medium electrical industrial machinery
and apparatus firms. The intermediary caordmnuon role played by the
Penang Development Corporation (PDC)” in Penang has been missing
elsewhere in Malaysia. Lacking state efforts to institutionalise risks, MNCs
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in the Kelang Valley, Negeri Sembilan, Melaka and Johore reported that
they lacked the motivation to develop links wnh and promote local electrical
industrial machinery and apparatus capabilities." Unlike in Penang, where a
proactive state leadership has played a critical role in stimulating links
between local firms and MNCs, state leadership in other parts of Malaysia
has generally avoided such a role (see Rasiah 1999). Since the federal state,
de facto, has generally been the active governance agent in the rest of West
Ma[n)sm, national considerations embedded in the New Economic Policy
(NEP)’ and its successor (see Hua 1983; Jomo 1986), the National
Development Plan (NDP)," have dictated the promotion of local sourcing.
Inter alia, ethno-class differences restricted the effectiveness of the
nationally coordinated VDP and SEP,

The federal state has only been slightly more successful with the
promotion of the VDP than with the SEP, which involved the
electrical/electronics industry. However, anchor companies'' began to
support small and medium ﬁrms mlh equity of not less than $100,000
ringgit with bumip par m equity and empl of 70 per
cent and 55 per cent respecti pation in this p within the
electronics industry has so far largcly involved consum:r and industrial
electronics firms. Few links have been established with microelectronics
firms. Sapura and Sharp were the mmal anchor ﬁrms This programme has
helped to create the first of b
within a short time in the electrical and cleclwmcs mduslry The
government planned to create 80 new vendors during the Sixth (1991-95)
and Seventh (1996-2000) Malaysia Plans (Vijaya Letchumy 1993, p- 14).
Subsidised loans and technical assistance offered through ITAF and venture
companies such as PUNB have been critical for their development.

The extension of financial incentives and the Endaka effect from the
Plaza Accord of 1985 stimulated a massive relocation of North-East Asian
firms to Malaysia, which included MNCs—primarily medium and large
firms in the electrical industrial machinery and apparatus industry. The
expansion of especially Japanese and American MNC production operations
in the electrical and ics industry ient demand to
attract machinery and apparatus suppliers from Japan and Taiwan. Given the
incentives and longer learning experience enjoyed by foreign medium and
large suppliers, most local micro and small firms were disadvantaged.

Socio-political divergence in Malaysian industrial locations outside
Penang between the micro, small and mcdmm business communities stifled
the of the I itutions required to support the
growth of micro and small electrical and industrial machinery firms. An
important reason for this divergence was that the political interests of the

United Malays Nauonal G. isati (UMNO‘ domi d ip and
the g y p of micro and small firms bo(h
at xhe state and federal levels were ictory. With weak i

collaborative relations at the micro and small firm levels, the middle-class
Chinese business community involved in the electrical industrial machinery
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and apparatus industry enjoyed little government support. Federal financial
incentives associated with support for SMIs also hardly reached Chinese
owned micro and small electrical industrial machinery and apparatus firms
in Malaysia outside Penang. Thus forcign-owned medium and large firms
have tended to enjoy greater financial incentives from the Malaysian
government than micro and small firms.

Growth and performance

Because of the general bias of government policy towards large and, to a
lesser extent, medium firms, one would expect the relative contribution of
micro and small firms to the overall electri inery and
industry to be smaller than in Taiwan, where the policy environment does
not discriminate between micro, small and medium firms. This section
presents statistics on the contribution of the electrical machinery and

tor to overall el and ing output, the
relative contributions of the d:m:renl cmployrncnl snz: calegorles analysed
in terms of the number of estab pl and

fixed assets, and growth and performance of these calegones All statistics
used are annual figures, calculated at 31 December each year.

The total number of electrical machinery and apparatus establishments
grew from 20 in 1988 to 116 in 1995. Micro firms with an employment size
of less than 50 made up 55.0 per cent of the establishments in 1988, the
share falling to 26.9 per cent in 1992 before rising to 60.3 per cent in 1995,
Medium firms with 100-499 employees contributed the next highest
category, 25.0 per cent in 1988 and 21.6 per cent in 1995, and were the
largest category in 1994 with 44.4 per cent of firms. Large firms with 500
employees and above were the least in number, contributing 5.0 per cent of
total firms in 1988 and 7.8 per cent in 1995.

The total value added of the electrical industrial machinery and apparatus
industry, based on 1985 prices, rose from 67.4 million ringgit in 1988 to
343.8 million ringgit in 1995. Medium firms contributed most to electrical
machinery and apparatus value-added in the period 1988-89 and 1994. The
large firm category was the leading contributor in 1990-92 and 1995. The
small firms’ contribution to total value-added was the least in 1995.

The electrical industrial machinery and apparatus industry contributed a
total of 2,783 employees in 1988, reaching 18,318 employees in 1995. Large
firms contributed most to electrical machinery and apparatus employment in
1988 and in the period 1990-95. Medium firms contributed least to
employment in the period 1988-89. Micro and small firms also contributed
little to overall employment figures.

The total fixed assets of the electrical industrial machinery and apparatus
industries increased from 48 million ringgit in 1988 to 315 million ringgit in
1995. Medium firms were the largest contributors in the period 1988-90 and
1993-94. The medium firms category also contributed most to total fixed
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assets in 1990 and 1994. Large firms became the largest contributor in the
period 1991-93 and in 1995. Fixed asset levels in the categories of medium
and large firms expanded sharply in the period 1994-95 because of the big
influx of new firms. Micro and small firms contributed least to overall fixed
assets. Interviews with industry officials suggest that the fluctuations
between size categories could be the result of some firms' graduation into
higher categories and also result of the birth of new firms.

The measurement of total fm:tory productivity (TFP) requu-cs specxal
caution as the speclﬁc h and
need to be addressed."? Apart from the usual dcfclencucs associated with
TFP measures (sec Rasiah 2000b), a number of practical issues relating to
this data deserve attention. First, technological differences —both product
and process lechnologles—vary suhslammlly bcmc:n the different size
categories.” It is imp to di: ish these di at the ISIC five-
digit level. Second, fluctuations in market demand are intense when they
involve large cxpun-oncnlcd firms facing a very liberal tariff environment.
Smaller fi gaged in q demand situati and as suppliers to
larger fi tend to face i effects. Third,
despite their production mﬂcxlbxhly. large firms show stronger resilience
when facing financial destabilisation unless they are exposed to high
loan—equity ratios. Fourth, according to interviews with officials from three
firms in each of the size categories, the first category of micro firms is
characterised by relatively higher turnover rates because of firms ceasing
operations or firms graduaung to higher employment size categories
following expansion.* Micro and small firms may have been severely
affected by the presence of relatively newer firms as well as the absence of
some successful ones moving on to higher size categories. Most of the firms
in the micro and small size categories perform simple subcontract operations
for medium and large firms, and specialise in lower value-added activities.
These firms enjoy hardly any financial incentives. Therefore the analysis of
the TFP and TFP growth (TFPG) measures in this chapter must be treated
with caution.

The measurement of growth rates and productivity is also affected by the
use of industry level deflators, which rely on aggregate price movements
rather than prices facing firms in the specific size categories. Interviews
showed that most micro and small firms are engaged either in the
manufacture of simple industrial machinery and apparatus or are supplying
apparatus to bigger firms operating in Malaysia. Medium firms with 100 to
499 employees also export, but are diversified over a number of activities,
which reduces their market risk. Large firms tend to specialise in the high
volume assembly of electrical industrial machinery and apparatus.

Table 6.1 presents the growth rates of value-added, inputs, labour, capital
and TFPG. It can be seen that TFPG recorded negative rates in all categories
for the period 1988-91. Large firms recorded the biggest decline with their
value-added growth driven primarily by strong growth in labour, inputs and
capital utilisation. Small firms recorded a decline in TFPG because of
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growth in inputs and the factors of labour and capital when value-added
actually declined. Although the value-added of small firms achieved
positive growth in the period 1988-91, it was still exceeded by growth in
labour, material inputs and capital. Micro firms experienced rapid growth in

labour and material inputs.

Table 6.1: Growth of the Malaysian industrial electrical and apparatus
industry 1988-95 (logarithmic growth rates)

a:_Size—Muicro firms

1988-91 1991-93 1993-95
Value-added 0.08 —0.01 0.09
TFP -0.30 -0.09 -0.27
Inputs 0.11 -0.03 0.13
Labour 021 0.05 0.12
Capital 0.06 0.06 0.12
Note:  Fewer than 50 employees
b: Size—Small firms
1988-91 1991-93 1993-95
Value-added -0.07 0.29 0.10
TP’ -0.47 23 0.15
Inputs 0.12 027 0.01
Labour 022 0.10 -0.05
Capital 0.06 0.16 —0.02
Note:  50-99employces
¢:_Size—Medium firms
1988-91 1991-93 1993-95
Value-added 0.07 0.18 0.02
TFP -0.26 -0.09 0.01
Inputs 0.10 0.11 0.03
Labour 0.14 0.07 0.02
Capital 0.09 0.09 0.00
Note:  100-499 ecmployces
d:_Size—Large firms
1988-91 1991-93 1993-95
Value-added 033 0.15 0.07
TFP -0.82 0.12 -0.14
Inputs. 0.30 0.04 0.10
Labour 0.63 -0.02 0.07
Capital 021 0.01 0.05
Note: 500 or more employees
Source:  Data from Statistics Department, Malaysia
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The TFPG of small and large firms achieved positive rates in the period
1991-93. High growth in value-added of small firms helped achieve strong
TEPG, while big improvements in use of inputs, labour and capital largely
explain the positive TFPG of large firms. Medium firms and micro firms
recorded negative TFPG. Medium firms faced high growth in inputs, capital
and labour, while micro firms experienced a decline in value-added in the
period 1991-93.

Micro firms and large firms recorded negative TFPG in the period
1993-95 primarily because of faster growth in the use of input and factors of
production (see Table 6.1). Small firms achieved strong TFPG following the

pecially strong imp! in the utilisation of inputs and the factors of
labour and capital. In fact, labour and capital utilisation in this category
declined in the period 1993-95 as high labour turnovers and rising capacity
utilisation helped lower factor use.'*

Micro firms show the highest birth and mortality rates as some new firms
enter then exit production. Others graduate to higher categories as they
expand. Small firms are engaged in both subcontracting and original
equipment manufacturing activities for export markets. Products assembled
include power-driven machinery, automated and electrical machinery and
tools. The products range from simple graters and power tools to boiler

ines and full d i assembly machinery. Most of
the firms in the large and medium categories are foreign-owned and enjoy
export-oriented incentives while local firms dominate the micro and small
categories. While most large and medium firms enjoyed tax holidays, only a
handful of small firms received investment tax allowances.'® Except for
1994-95, when some firms expanded and moved from micro to small and
medium categories and the large firms rati ised to trim their h
the number of firms in these categories has been stable with a gradual
increase in new firms over the years.

The breakdown of the contribution of firms size categories into TFP
levels, material inputs, labour and capital is shown in Table 6.2. Small firms
showed the highest TFP levels in 1989, followed by micro firms. Material
inputs accounted for the most growth in large, micro and medium firms. On
average only about a quarter of value-added growth in all size categories
came from disembodied technical change in 1989.

The contribution of the TFP level fell for all categories in 1991 compared
with 1989. Small firms’ TFP level fell from more than a quarter to a fifth in
1991. Material inputs and labour for small firms expanded their shares by
3.0 and 4.2 per cent respectively.

The TFP levels of all size categories rose slightly in the period 1991-93.
However, only small firms experienced a rise in TFP levels in
1995—exceeding the TFP levels of micro firms. Improvements in the use of
material inputs, capital and labour helped improve small firms® TFP levels
in 1995.

However, with the exception of small firms, the overall TFP levels in all
size categories were fairly stagnant throughout the period 1989-95,




%0 Malaysian business in the new era

Table 6.2: C il of growth, ian i and
apparatus industry 1989-95 (per cent)

a:_Size—Micro firms

1989 1991 1993 1995
TFP 25.1 245 254 250
Inputs 284 284 28.0 280
Labour 222 226 224 226
Capital 243 245 243 244

Note:  Fewer than 50 employecs

b: Size—Small firms

1989 1991 1993 1995
TFP 275 20.6 222 257
Inputs 249 279 235 2.1
Labour 24.1 283 264 250
Capital 234 232 278 272
Note:  50-99 employees
¢:_Size—Medium firms
1989 1991 1993 1995
TFP 239 233 242 239
Inputs 27.7 277 274 274
Labour 225 228 22.6 228
Capital 259 26.1 25.8 259

Note: 100499 employees

d: Size—Large firms

1989 1991 1993 1995
TFP 244 238 247 244
Inputs 29.1 29.1 286 286
Labour 22.8 23.1 229 23.1
Capital 238 24.0 238 240

Note: 500 or more cmployees
Source:  Data from Statistics Department, Malaysia.

suggesting that the relative share of disembodied technical progress has not
changed much, irrespective of firm size. The same seems to hold for
technical progress tmbodled in capital and labour. The contribution of
inputs in value-add ined stable th the period 1989-95 in all
size categories except small firms. The TFP levels of small firms fell sharply
in the period 1989-91 before improving in 1991-93 and 1993-95. Overall,
inputs, labour and capital accounted for between 75 and 80 per cent of the
contribution to value-added growth, with TFP only accounting for 20-25 per
cent of value-added growth in the period 1989-95.
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While the contribution of TFP levels to value-added does not establish
the significance of size as a factor in performance, the generally-observed
specialisation of firms in each of the employment size categories in different
products suggests that scale effects may still be important. Further research
is necessary before such a statement can be validated. Future research
should also examine the movement of particular cohorts of firms between
size ies before the conji i d earlier can be refuted or
reinforced. Therefore, unlike the cases of South Korea (large firms) and
Taiwan (small and medium firms), where the drivers of manufacturing
expansion are clear, this exercise does not establish the clear dominance of
any particular size.

It should also be noted that there has been a trend towards rationalisation
in the industry. For example, the average employment per firm fell in 1995,
largely due to a decline in the largest category of 1,000 or more
employees.”” The large firms category experienced a sudden rise in the
period 1991-94 because of the ion of high-vol foreign hinery
assemblers with more than 1,000 employees. Overall, it seems that scale
may not be a critical variable in the electrical industrial machinery and
apparatus industry, though, its effects might become apparent if specific
products are examined.

The rationalisation tendencies with falling employment size began first in
the electronics component sub-sector. As a spillover effect, buyer-supplier

links with other industries, as well as the ion of labour reserves in
West Peni ia, led to similar in the electri
machinery and b. . The work isation of el
component firms began to change strongly from the 1980s (sece Rasiah
1995). Especially in i ducti here product cycles have
become increasingly shorter and prices have fallen sharply—firms began to
introduce rapid changes in work isation. Most high-technology firms
began to i d flexible p ion systems, posing cellular

manufacturing onto state-of-the-art human resource techniques such as total
quality management (TQM) (Rasiah 1987; 1994). From the late 1980s, th
larger electril inery and firms, irrespective of
began i ing flexible prod hniques, i ing i
capacity with execution throughout the division of labour, thereby reducing
hierarchies and making them interlock in the process. The sharp fall in
labour reserves from the late 1980s led even electrical apparatus
manufacturers to turn to flexible production strategies. Much of this change
appeared to be embodied in capital and labour—rather than in disembodied
technical prog the is on d inery and skilled
labour increased following spiralling wages and other production costs. The
generally negative TFPG rates recorded by all size categories in the period
1988-94 could be the result of falling profit margins (see Table 6.1).
Increasing investment and rising numbers of start-ups also explain the
relative stagnation in TFP levels in this period.

P
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Offshore production i i 1 i inati in Malaysia has
transformed fvom a transient ofrshure activity (Lim 1978; Rasiah 1987) to a
deep-rooted regional operation (Rasiah 1987; 1988). The growth of product
and process customisation within the rapidly growing Asia-Pacific m:lrkel
further enh d such a d These d ly
those enabling flexible specialisation in production—have provided a strong
impetus for proximate local electrical machinery and equipment sourcing
and the intensification of employee training, both in-house and externally.
Currency fluctuations have also been a significant factor here, as the yen
appreciated to almost double its value from 1985 to 1993. Interestingly, the
appreciation of the ringgit after 1992 reversed the exchange rate advantage
until the financial crisis struck in 1997.

Focusing on the use of direct and indirect (cutting-edge process
lcchmqur.s) pmvcs such as quality control circles (QCCs), small group

activities, ) (JIT), quick chang and Iti-product lines, total
quality (TQM), total p i (TPM) and
statistical process control (SPC) we see that the timing of the application of
flexible p in production in the electrical industrial

machinery and apparatus mduslry can be traced from the late 1980s.
However, much of the application of these techniques took place in the early
1990s. Unlike production demands that required semiconductor firms to
introduce such production methods from the early 1980s (see Rasiah 1994;
1995)," it was growing tightness in the labour market and export market
demand that lated the early ion of these techniques in electrical
industrial machinery and apparatus firms. The infusion of cutting edge
process technologies and the learning experience—reflected in input saving
or labour saving technologies—helped improve TFPG in all size categories
in the 1990s. Small firms achieved the highest TFPG in the pcnods of
1991-93 and 1993-95. Micro fi facing the typical probl

with the entry and exit of new inexperienced firms and the graduation of
successful firms to higher categories—have recorded negative TFPG
throughout. The number of micro firms expanded by 15.4, 53.3 and 483.3
per cent respectively in the periods 1989-91 1991-93 and 1993-95. The
negative TFPG rates of small (100 per cent in 1988-91), medium (100 per
cent 1988-91 and 38.9 per cent in 1991-93) and large (600 per cent in
1988-91 and 28.8 per cent 1993-95) were also affected by the large-scale
entry of new firms. Nevertheless, the TFP contribution to the value-added of
micro firms has been impressive when compared with other size categories.

Conclusion

This chapter has examined the regulatory environment of manufacturing
in general and the electrical industrial machinery and apparatus firms in
particular in Malaysia, as well as the growth and performance of the latter
based on firm size. Political and economic factors skewed government
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policy support towards medium and large firms over micro and small firms.
Incentives have shown a strong bias towards large firms. Despite micro and
small firms dominating the number of establishments, medium and large
firms continue to lead in terms of employment, investment and value-added.
Assuming that the probl inherent in the of TFPG and TFP
levels cancel out without seriously affecting the results, the productivity
trends of the electrical industrial machinery and apparatus industry do not
demonstrate a clear orientation lowards a particular firm size. Despite

the value-added and factor utilisation results, medium and large
firms have not performed better than micro and small firms. Micro and
small firms show the highest TFP levels in the years 1989 and 1995, and
1991 and 1993 respectively, and small firms the highest TFPG rates in
1991-93 and 1993-95. Micro and small firms have performance relatively
well despite policy biases favouring medium and large firms.

Given the relative infancy of the industry in Malaysia, all size categories
have experienced a rapid increase in new entrants, which has affected the
TFP levels and TFPG rates: capacity building superseding production
efforts. Despite these biases, the growth and performance of electrical
industrial machinery and apparatus micro and small firms in Malaysia have
not fallen short of those of their bigger counterparts.

The results demonstrate that micro and small firms can perform well in
the electrical industrial machinery and apparatus firms. However, a more
rigorous individual firm level assessment focusing on the same firms
historically is essential for more definite conclusions. Also, the scope and
flexibility offered by smallness may still be relevant if it can be established
that these firms have graduated to larger categories over time.

Overall, the electrical industrial machmcry and apparatus mduslry docs
not d any on the signi of size in N s
manufacturing success, which could be a result of the different production
functions facing each of the size categories and further differentiation within
them. , the dable per of micro and small
firms, despite encountering negative policy biases, suggests that industrial
policy could do much to enhance Malaysia's industrial competitiveness if
these size categories were targeted effectively for promotion. Also, in the
face of rising deregulation pressures imposed by global and regional trading
arrangements, such as the World Trade Organisation (WTO) and the
ASEAN Free Trade Area (AFTA), it might be worth extending effective
policy support to micro and small firms to sustain rapid growth.

Endnotes

Data compiled by the ian Statistics D and from an
:nunymous referce are gratefully acknowledged. The usual disclaimer applies.
b M: Industrial Dy P Authority (MIDA) data.

Scc Chec (1986) and Chee ctal. (1981) for a historical account of the evolution
of SMls in Malaysia.
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* Manufacturing firms with a paid up capital over 250,000 ringgit and more than
25 employees had to seck mandatory registration. Firms sceking registration were
often required to meet New Economic policy conditions that included 30 per cent
bumiputera equity participation.
* Sce Rasiah (1994; 1995; 1999) for a detailed account of the additional benefits
enjoyed by large export-oriented firms.

Being small they have faced considerable information and *perceived capability’
asymmetry when compared with medium and large firms.
" The PDC is the economic development parastatal of Penang.
Interview by author carried out in 1999.
* The NEP when launched in 1971 with the Second Malaysia Plan (1971-75)
aimed at alleviating poverty and redressing cconomic incquality (both regionally and
cthnically). Its strategies, among other things, included expanding bumiputera sharc
of corporate assets to 30 per cent. Under the ICA of 1975, the Minister of Trade and
Industry often ised the bumiy share ip and cthnic empl
quotas (the laticr less emphasised) (sec Rasizh and Ishak 2001).
" The NDP replaced the NEP in 1990
Anchor companies act like parent firms, fostering the growth of supplier firms.
Their activities in reality arc the same as those of the umbrella firms used in the
country.
' TFP growth was computed using the growth accounting method, and TFP levels
were computed using the translog production function derived from Y = e f(1LA K*)
where the variables Y, 1, L and K refer to value-added, gross material inputs, labour
and capital respectively. The superscripts ®, * and * refer to the growth rates of I, L
and K respectively. The term o, the intercept, refers to total factor productivity
growth.
" Kaldar (1979) raised the issue of technical progress embodicd in labour and
capital. Embodicd technical change is not measured by the typical Solow growth

i . Even endq growth theorists working on

quantitative models have hardly drawn this issue for relevant policy conclusions (see
Lucas 1988; Helpman and Krugman 1989).
" Given the difficulty associated with obtaining firm level interviews, these
interviews were conducted on a purposive basis. Past contacts were utilised 1o obtain
responses.
"* “Interviews by author involving six firms in 1999,
“ Interviews by author in 1999,
""" Data from Statistics Department, Malaysia.
"* Semiconductor firms were forced to initiate the introduction of flexible
production techniques in assembly to meet the demands of rapid miniaturisation and
product customisation.
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Sustaining the growth effects of foreign
investment: The case of multinational
subsidiaries in Malaysia

Ron Edwards, Adlina Ahmad and Simon Moss

Introduction

Malaysia's economic growth over recent decades has been underpinned
by investment from abroad. Approximately half the finance for her
gleaming cities and bustling manufacturing sector has been funded by
foreign direct investment (FDI) (Doraisami 1996; UNCTAD 1998). The

was by the Mal 8 's offering
multinational corporations (MNCs) a range of incentives designed to
the blish of idiari ese il ives primarily

entail taxation allowances and more liberal ownership rights for investments
in particular industries, such as facturing and high technology, or in
particular geographic locations, such as the Multimedia Super Corridor and
the Easten Corridor. Moreover, they are directed towards investments that
offer significant learning opportunities, such as from research and
development, or have particular strategic roles, such as operational
h ters and i i p centres (Government of
Malaysia 1999; Tan Ser Kiat 1999).

Investment incentives are justified in Malaysia and elsewhere by the
range of benefits that such investment provides. In addition to the boost to
cconomic growth provided by financial capital, Malaysia benefits from the
enhancement to human capital in the form of superior management,
marketing and technological expertise (BIE 1993; Dunning 1993;
Government of Malaysia 1999; Parry 1983; UNCTAD 1998; Vachani
1999). However, the international business literature suggests that the extent
to which such benefits flow to the host economy depends on the
characteristics of the subsidiary, in particular the degree to which local

particip: in ping the corp strategy and has
opportunitics to expand the business. Highly centralised organisational
structures where subsidiaries are simply channels for headquarter decision
making and possibly goods offer the least for host economies (Allen
Consulting Group 1994; Langdale 1992; Rugman and Douglas 1996).

This chapter concentrates on the manner in which the structure and
strategy of multinational corporations that have invested in Malaysia affect
the y of local and, by implication, the benefits that
flow to the host economy. The factors that determine the level of autonomy
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afforded by MNCs to their subsidiaries in Malaysia will be analysed, we
survey the academic literature on MNC strategy and structure and the
associated range of subsidiary roles, and describe our methodology, and
analyse survey data collected from multinational corporations in Malaysia.
Finally we offer some conclusions and discuss policy implications.

International business strategy and structure

In the first major study of isati of i ional firms,
Stopford and Wells (1972) found that similar organisational designs were
used across quite different industries. With a survey of 187 large US
manufacturing firms each having manufacturing facilities in at least six
foreign countries, they observed organisational structures evolving through
distinct stages over time.

According to their observations, in their first venture into the
international market place, firms established relatively autonomous foreign
subsidiaries. Subsequently, the MNC created an international business
division, located within the parent firm but separate from domestic

perati that lled an di the expanding international
activities. In the third stage, the MNC established cither one of two
structures, a worldwide product division or a regional division. A worldwide
product division assumes global responsibility for a particular line of
products. Regional divisions involve a regional headquarters being
i for all a pany’s activities within its geographic area
(Egelhoff 1988; Martinez and Jarillo 1991).

From the perspective of the * i ised" these
structures can have different implications for the host country. The early
form of relatively autonomous subsidiaries, with some capacity to adapt
processes and products to meet the different needs of local markets, and
considerable scope to source inputs from local suppliers, fits clearly into the
‘decentralised” end of the spectrum. On the other hand, an MNC organised
on a worldwide product basis, where the senior product manager controls all
production and sales from the parent, is an example of a centralised
organisational arrangement. A regional structure is the intermediate case
because regional managers, being closer to customers, are in a better
position to adapt production processes and products on a regional, if not
national, basis. To the extent that political and economic conditions within
an area are more similar than they are between areas, this structure leads to a
greater autonomy and capacity to respond to local conditions than a
worldwide product division (Egelhoff 1988; Vachani 1999).

Associated with the notion of regional headquarters is the notion of a
regional sales mandate. A regional sales or product mandate (RPM)
subsidiary is defined as one that has full responsibility for the development,

ing and ing, including export marketing, of one or more
product lines for sale in a defined region (Birkinshaw 1995; Bonin and
Peron 1986; Crookell 1986; Roth and Morrison 1992; Rugman and Douglas
1996). As a result of possessing such a mandate, the subsidiary gains access
to parent expertise but retains a degree of managerial autonomy (Pearce
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1989). This arrangement has the subsidiary playing a role much more like
that of an equal partner of the MNC than a subordinate entity. It ensures that
high value-adding activities are und in the sub-unit and provides
management with the opportunity to develop the mandate over time. The
subsidiary has considerable control over the fundamental technological
thrusts that will sustain its development. It makes decisions on the timing
and direction of. product devel F it is sub i
involved in making decisions on production facilities, marketing and
distribution (Birkinshaw 1995). The subsidiary has the primary
% gy T
13

responsibility to act as a product champion in
pecially those involving resource all

Emerging in the mid-1980s, the ‘process school’ of research in
international management criticised Stopford and Well's (1972) portrayal of
organisational structure as being too architectural and deterministic (Bartlett
and Ghoshal 1989a; 1989b; Doz and Prahalad 1984). Instead of the MNC
being a series of headquarters-subsidiary relationships, with headquarters
possessing the greater part of the authority and initiative, this school
interprets the MNC as a complicated system with reciprocal
interdependencies between units in different countries (Forsgren, et al.
1999). Rather than a hierarchy with subsidiaries controlled strictly from
above, this school characterises the MNC as a heterarchical institution
where informal dinati hani such as corp values and
patterns of i replace hi ical control. In other words, the
various parts of the MNC are conceived as a network rather than a formally-
structured hierarchy. The main driving forces for change are environmental,
with strategy and structure adapting to the opportunities offered in each
market (Doz 1986; Martinez and Jarillo 1991). This interpretation allows for
multiple centres of expertise around the world, cach loosely coupled to the
others and to external entities (Birkinshaw 1995; Forsgren and Pahlberg
1992). Such systems are perceived to offer the greater flexibility required to
cope with the complexity of the multi-plant, multi-product MNCs that
emerged in the 1980s (Vachani 1999).

The ‘process school' sees managers as acting on behalf of firms and
¢ facing the peting imperatives of cost ion and the need
to accommodate the differing demands of governments and customers in
individual national markets. *Cost reduction’ is best achieved through
rationalisation of global operations, controlled at the centre;
§ dation of local d is fulfilled by giving a degree of
autonomy to subsidiary managers. No unique structure provides a solution
o this dilemma. Instead, MNCs are thought to develop multifocal strategies
where responsiveness and integration needs are weighed against each other
for each separate decision. Also, the various subsidiaries might adopt
different stances on the integration versus localisation dilemma. In support
of this perception, researchers have found that subsidiary autonomy varies
with the decision area (Hedlund 1981; Vachani 1999). Headquarters is
likely to have better information about strategic issues, such as global
objectives, but subsidiary management is likely to have better information
about operational issues with a significant local character, especially where
the subsidiary supplies a specialised product into a niche market.
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In summary, the li on organisati of MNCs has
the exi of both centrally hi i
and more devolved, ised, fluid Such diversity

implics scope for a range of different subsidiary roles, with implications for
the level of autonomy en]oyed by local management. To analyse these

the will be tested with reference to
survey data collected from subsldmncs of multinational corporations in
Malaysia.

Hypotheses

The process school's emphasis on flexibility leads to the expectation
that, for decisions requiring significant local knowledge, especially
where the local environment is markedly different from that of the
parent and where the local environment is volatile, subsidiary
management will have greater say in operational decisions than in the
development of strategy (Marginson 1992).

Hypothesis 1: subsidiary autonomy will be higher for operational
decisions than for strategic decisions.

S(opfmd and Well's categories of administrative structures suggest that

corporations that adopt a lised rather than devolved
administrative structure will grant less autonomy to subsidiaries.

Hypo(hcsls 2: the more centralised the organisational structure of the

ion the less the y of the subsidiary.

EgelhofT's and Vachani's analysis of regionally structured multinationals
suggests that subsidiaries of MNCs with regional divisions will have greater
autonomy than subsidiaries in firms with product divisions.

Hypothesis 3: subsidiaries categorised as being part of MNCs with
regional divisions enjoy more autonomy than subsidiaries that are part of
MNCs organised into product divisions.

bsidiaries that are more i into the network of sub-
units that form the multinational corporanon—m the sense that they
purchase and/or sell a relatively large share of the purchases/sales from/to
the parent and/or other subsidiaries—might be expected to enjoy less
autonomy. Tight control may be essential in order to ensure that the value
adding activities of the various sub-units are capable of being brought
together to form the finished product.

Hypothesis 4: the more integrated the subsidiary in the operations of the
multinational corporation the less the subsidiary’s autonomy.

The process school's interpretation of decision making being apportioned
so as to achieve the best balance of cost effectiveness and local
responsiveness suggests that firms that sell specialised products into niche
markets, competing on the basis of their responsiveness to local market
conditions, will enjoy greater autonomy than subsidiaries selling into
commodity markets.

H hesis 5: the more specialised the subsidiary’s product the greater
the subsxdmry s autonomy.
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Methodology

A search of the literature, summarised in the previous section, allowed
the production of a seven page questionnaire. The questions were designed
to ascertain the d p! hi istics of subsidiaries (age, location of
ownership, industry, nature of business), the initial and current mode of
cntry, the reasons for choosing the Malaysian location and the current view
as to why the subsidiary remains there, the structure of the MNC, the level
of autonomy enjoyed by local management, and whether any special co-
ordinating or marketing roles were granted to the subsidiary. The
preliminary instrument was evaluated using interviews with three
multinational subsidiaries and then revised. The final version of the
questionnaire was mailed to the chief executive officers of 527 subsidiaries
of foreign MNCs in Malaysia. Following a second mailing, 71 subsidiaries
responded. Discriminate function analysis, logistic regression, canonical
correlation, multiple regression and ANOVA were used to expose
relationships between individual variables and sets of variables.

Results

Characteristics of the respondents

Table 7.1 specifies the freq; of participating or in various
industry categories. The frequency is similar to that displayed by aggregate
foreign direct investment (FDI) in Malaysia (Government of Malaysia

1999).

Table 7.1: Profile of industry categories of the sample

Category Frequency Percentage
2 30

Manufacturing 1

Primary production 5 7
Transport and communication 5 7
Commercial services 12 17
Hotel, travel, and entertainment 2 3
Trading 9 13
Building and public works I 1
Other industries 15 21

Table 7.2 presents the profile of organisational size as measured by
workforce size in the sample. This shows a reasonable representation of all
categories of subsidiary—small, medium and large.

About 55 per cent of the organisati were ing to
regional divisions, 27 per cent according to a global matrix, and 12 per cent
according to product divisions. The questionnaire asked respondents to rate,
on a 5-point scale, the importance of various location advantages to the
MNC both when it first invested in Malaysia and at the present time. The
responses indicate that the most important reasons for choosing Malaysia as

iy
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Table 7.2: Profile of organisational size of the sample

Number of employees Frequency Percentage
Less than 25 12 18
25-99 12 18
100-299 12 18
300-999 15 2
1,000-1,999 8 12
More than 2,000 9 13

the site for their activities were, in order of importance, Malaysia's political
stability, economic stability, access to ysian markets and N ia’s
skilled workforce. Experience appears to have confirmed the importance of
these factors as, when asked to weight current location factors, these four
factors retained prime importance. Indeed, the mean weighting of each
increased. Interestingly, the ability to use Malaysia as a base for exports to
regional and world markets was relatively unimportant, and financial

i from the ysian g was ranked the least important
factor in both time periods.

Autonomy

The first issue here relates to whether the autonomy enjoyed by
Malaysian subsidiary managers varies with the type of managerial decision-
making involved. Respondents were presented with a list of 17 business
activities and asked to rate the degree to which decisions pertaining to each
activity are undertaken by the subsidiary or the parent company. Each
activity was rated on a five-point Likert scale, where one represented
decisions undertaken entirely by the subsidiary, and five represented
decisions undertaken entirely by the parent company. Table 7.3 displays the
results of the respondents’ answers. This shows that the level of autonomy
varies with the area of decision making concerned. In general, parents
control financial decisions relating to major projects, international
marketing and new product development, whereas subsidiaries have major
authority for approving finance for minor projects, implementing industrial
relations policy, setting wage rates and domestic marketing. This finding
supports Hedlund's (1981) and Vachani's (1999) contention that rigid
divisions of decision making are avoided by multinational corporations.
Decisions that relate to achieving economies of scale are taken centrally and
those that offer the best returns in local responsiveness are taken by the
subsidiary. Thus, the first hyp is was supported ian subsidiaries
have more autonomy over operational than over strategic decisions.
Interestingly, no decision area was seen as falling exclusively within the
Jurisdiction of either the parent or the subsidiary. Rather, all decision
making involved a degree of collaboration, with both parent and subsidiary
management having input.

Responses to the questions relating to autonomy were scaled to
determine whether they could be categorised into groups. Four scales were
generated. The items and levels of internal consistency associated with each
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Table 7.3: Mean and i of the ratings i with
the level at which decisions were made for various activities
Mean Std
Approving finance for major projects 4.13 0.96
International marketing 3.7 1.38
Developing new products 3.54 1.34
Regional coordination 329 1.09
Selecting production technology 321 1.28
Regional marketing 3.10 1.25
Designing packaging 3.03 1.47
Developing public relations policy 2.64 1.32
Monitoring and controlling quality 244 1.14
Setting prices 2.32 1.40
Implementing public relations policy 215 1.18
Developing industrial relations policy 1.97 1.07
Determining the number of employees 1.96 1.07
Approving finance for minor projects 1.95 1.19
Implementing industrial relations policy 1.73 0.96
Domestic marketing 1.67 1.19
Setting wage rates 1.64 1.00

Note that 1 denotes subsidiary only and 5 denotes parent only.

scale are provided in Table 7.4. For all four scales, Cronbach’s alpha either

or hed 0.7. N heless, the two scales in which internal
consistency is less than 0.7 must be considered with caution, especially in
relation to non-significant results. The first scale concerns items that pertain
to marketing, such as designi kaging, domestic ing and so forth.
The second scale comprises items that relate to product strategy, such as
developing new products and selecting production technology. The third
scale includes price setting, wage setting and determining workforce size,
and is titled *local financing’. The final scale entails items that correspond to
relations, both public and industrial. The scaling supports the expectation
that various areas of decision making are perceived by multinational
management to be alike. For example, industrial and public relations, both
involving i ion with local stakcholders, are add with similar
mixes of central and local managerial authority.

This section assesses the determinants of autonomy. The first issue is
whether or not autonomy is contingent upon the type of structure operated
by the MNC—centralised or d ised (Hypothesis 2). R d
were presented with the three types of organisation: decentralised
federations, coordinated federations or centralised hubs (Bartlett and
Ghoshall 1989b). A decentralised federation is defined as an organisation
where each subsidiary has a high degree of autonomy. A coordinated
federation is where the subsidiary is more dependent on the parent company
than in the case of a decentralised federation and is subject to more control.
A centralised hub is where the parent pursues a global strategy and is
involved in most of the subsidiary's decision making. Fifty per cent of

2T
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Table 7.4: Items and level of Cronbach’s alpha associated with each
scale pertaining to autonomy

| Marketing 2. Product strategy 3 Local financing 4 Relations

* Designing + Sclecting + Sctting prices.  Developing public
packaging production « Setting wage rates relations policy
+ Domestic technology * Determiningthe = Implementing
marketing - Developing new number of public relations
+ Regional products employees policy
marketing * Regional * Developing
* Intemational coordination industrial
marketing relations palicy
* Implementing
industrial
relations policy
Alpha = 0.76 Alpha =067 Alpha =067 Alpha =079

respondents categorised their subsidiaries as decentralised federations, 27
per cent as coordinated federations and 23 per cent as centralised hubs.

A discriminate function analysis was conducted to ascertain whether or
not the four el of nomy differed for idiaries that were
classified as either part of a d li derati inated i
or centralised hub. Only the first discriminant function attained significance,
Wilks A =0.76, x* (8)=16.72, p <0.05. To identify the aspects of
autonomy that were responsible for these effects, Table 7.5 presents the
rotated structure matrix iated with the first di ion. According to
this output, marketing and product strategy were the principal elements of
autonomy that varied across the three types of organisation. Specifically, the
scores on this scale were lowest for decentralised federations (mean = 1.60),
indicating greater autonomy. The scores were higher for coordinated
federations, and higher still for i isati flecting their
greater parental control. In short, subsidiaries associated with centralised
hubs tend to have less in relation to keting and product
strategy. Other types of decision do not vary with the level of centralisation.
Therefore, the second hyp: is is partly confirmed: the more i
the organisational structure, the greater the autonomy of the subsidiary in
regard to marketing and product strategy.

Table 7.5: Rotated structure matrix associated with the first
discriminant function

Marketing 0.63
Product strategy 0.57
Local financing -0.41
Relations 0.14

The second issue concerns whether or not autonomy is contingent upon
the organisational structure of the MNC (Hypothesis 3). A one-way
MANOVA was conducted to ascertain whether or not the measures of
autonomy varied across the structures of MNCs. In particular, three
structures were compared: regional divisions, product divisions and global
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matrices. The sample size for other structures was not sufficient to include
them in the analysis. Pillais’ trace was used to accommodate the possibility
of heterogencous covariance matrices. This analysis, however, revealed that
MNC structure did not influence autonomy, F(8, 106) = 1.46, p>0.05.
Therefore, the third hypothesis was not bsidiari i

as being part of MNCs having regional structures were no more autonomous
than those that were part of MNCs with product divisions or matrix
structures.

The third issue concerns whether or not autonomy is contingent upon the
degree to which the organisation is integrated with the parent and other non-
\ ian subsidiaries (Hyp is 4). 1 ion was assessed according
to the degree to which the subsidiary purchased from, and sold to, the parent

company and other subsidiaries. To gate this rel p,a
? 5 n %

analysis was t in k g, prod

strategy, wage, price and employment setting and relations constituted the
first set of variables. The second set entailed four variables: the percentage
of purchases derived from the parent pany, the ge of h
derived from Malaysi idiaries, the p ge of total sales
dedicated to the parent company and the percentage of total sales dedicated
to other subsidiaries.

The first i ion attained signi r(16) = 0.582,
p < 0.01. None of the remaining coefficients, however, reached significance.
Table 7.6 shows that subsidiaries that sell a high proportion of products to
their parent company tend to be granted less autonomy in relation to
marketing and, to a lesser extent, public and industrial relations. Integration
with non-Malaysian subsidiaries, by contrast, did not seem to be appreciably
related to autonomy. This is consistent with the literature dealing with the
‘rationalised integrated” subsidiary form (Birkinshaw 1996), and confirms
the fourth hypothesis. Subsidiaries in this form of MNC organisation may

in production of p p or may perform a

plete stage in a ly i d prod process on behalf of
their parent. Such activities must be i by the parent to
ensure that the output of the subsidiary is compatible with that of other
I in the duction chain. Indivi bsidiaries may have no

marketing function, their output being taken up by other subsidiaries or the
parent for further value-adding. The last entity in the value chain is more
likely to have the external marketing function.

Table 7.6: Cross loadings pertaining to the first canonical correlation

Autonomy Cross-loadings Integration Cross-loadings
Marketing 0.62 Purchases—parent 017
Product strategy -0.04 Purchases—other 048
Local financing 0.01 Sales—parent 0.92
Relations 0.37 Sales—other -0.15

The next issue is whether or not autonomy relates to specificity of
products (Hypothesis 5). To put it di ly, greater may be
granted to subsidiaries that sell specialised products into niche markets, as

B re s 5

= ;
LaDE04r 4y



108 Malaysian business in the new era

opposed to subsidiaries that sell commodities into competitive markets.
Products sold mlo competitive markets are subject to relatively greater cost
pressure, that parent organisati will assume greater central
control so as to maximise economies of scale. Those sold into niche markets
possess greater product differentiation and reduced price elasticity and may
therefore be expected to be subject to less cost pressure than subsidiaries
supplying commodities. They must be responsive to consumer demands.
Subsidiaries selling niche products may therefore be expected to enjoy more
autonomy than those that sell commodities.

To assess this dimension, respondents rated the degree of specificity on a
five-point Likert scale, where one represented highly specialised products
and five represented commodity products. A multiple regression was then
undertaken, whcr: dcgrcc ofspccmhsanon constituted the criterion variable
and ion strategy, wage, price and
employment scumg and relations constituted the predictors. Table 7.7
presents the output that emerged from this rq,rcsslon analysis. None of the
four elements of related to ion. Therefore the fifth
hypothesis is not supported by the analysis.

Table 7.7: Output associated with the multiple regressions that relate
product specialisation to autonomy

Variables B SE |

Constant 2.14 0.74 2.9°
Marketing 0.16 0.23 0.72
Product strategy 0.08 0.25 0.31
Local financing 0.09 0.26 0.37
Relations 0.01 022 0.04

*p<005
To was infl; d by the degree of integration of

the subs|d|ary with its parent’s operations and whether the MNC had a
centralised structure. However, subsidiaries responsible for coordinating
regional subsidiaries, producing products designed for niche markets and
those that were part of MNCs structured into regional divisions were no
more autonomous than others.

Conclusion

In the years smce 1957 when it bc:amc independent, Malaysia has

da di y toa ing

one. Much of the economic success hns bcen facilitated by foreign duecl
. Foreign i has been d by the

govemmcnl eager to rcc:we the associated boost to both physical and
human capital. Various i are available to international

These i mccnuvcs are !argclcd towards those that invest in mnnul‘acmnng and

high-tech dertake certain speci such as
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research and development, have important strategic roles such as regional
coordination, or locate in certain geographic areas such as the Multimedia
Super Corridor. The rationale of these policies is that investments differ in
the benefits they confer the host economy.*

This chapter has ined the acad literature pertaining to how the
organisational structure of MNCs affects the autonomy of their subsidiaries
and thus gives us insights into the potential contribution of subsidiaries to

the i that share corp

K how, parti ly and ketil ise, and devolve

administrative authority to subsidiaries, offer host ies more

opportunities to benefit from a sustained growth effect of the investment,
Various isati have been identified, some with strong

central control being applied by the parent, others with degrees of autonomy
being granted to individual subsidiaries. Subsidiary roles therefore vary,
ranging from production-only branch plants through to quasi-autonomous
operations with worldwide i ion, ing an rketing rights.
The structural roles of subsidiaries will affect their impact on Malaysia,

particularly in regard to local s opp to pate in
high level decision making. Such participation implies a degree of
y for local ishly following head office edicts

few opp ities for local 1o innovate, pursue new

markets or grow in managerial capacity.

Survey results of multinational subsidiaries in Malaysia demonstrate that
subsidiary autonomy is determined by a complex array of factors. No rigid
rule applies to the division of authority over decision making. Some issues,
primarily the strategic ones, fall mainly into the realm of parent
management and others, mainly operational, are the responsibility of
subsidiary managers. This division of responsibility is not unique to
Malaysia but is standard practice in MNCs (Marginson 1992). However, it
is worth noting that managers in Malaysian subsidiaries have input into all
areas, even the most strategic decisions. Therefore there is no evidence that
managers in Malaysian subsidiaries are merely puppets following
instructions from above.

The results also confirm that subsidiary autonomy does in fact vary

ding to the of their parents’ international
activities. Subsidiaries of MNCs whose international operations were
described as decentralised federations enjoyed more autonomy. However,
this additional autonomy was limited, relating mainly to marketing and
product strategy. Subsidiaries in MNCs that could be classified as
decentralised federations enjoyed no greater autonomy in other aspects of
management than did those that were part of centralised hubs.

Regionalised organisati are ived as an attempt by
MNCs to respond more effectively and therefore more competitively to the
varying demands of customers and other stakeholders in each market, the
regional structure being seen as a compromise between giving full
autonomy to each subsidiary and having centralised control. The survey
found that most subsidiaries in ia are part of regionally i
MNCs. However, the survey did not reveal any greater level of autonomy
for these subsidiaries compared with those in other structures. Subsidiarics

PIDEN) 21
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with ibilities as regional h have greater but
individual subsidiaries do not.

The level of integration of the MNC’s component parts clearly impacts
on the level of autonomy enjoyed by subsidiaries. The more integrated the
MNC'’s global operations, the more controlled the subsidiary. This result
suggests the presence of subsidiaries that conform to the rationalised—
producer model. Such subsidiaries must be subject to central control to
ensure that their output can be i into the
value-adding activity of the parent or other subsidiaries.

tIn concluslon. to sustain the benefits of foreign direct mves(menl
3 dge and expertise need to be hened by
links with their associated cumpnmcs overseas, and lhey ne:d suﬁicmm
autonomy to develop and i and
Survey results |ndlcale that Malaysian subsldmncs do indeed enjoy a dcgrec
of t y is greatest in op matters, esp in
dcccmrahscd organisations, but least in subsidiaries forming part of
integrated global concerns.
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Market performance and the speed of
the invisible hand: The case of
Malaysian manufacturing

Mita Bhattacharya and Koi Nyen Wong'

Introduction

" * Market performance the benefits to inan y.*
In a perfectly competitive market, the invisible-hand process ensures prices
come close to marginal cost. In the real world, many industries depart
considerably from perfect competition. The less competition a firm (or an
industry) faces, the greater its market power (that is, the firm can charge a
price higher than margmal cost). Compenuon within firms is a major source
of i i ty and in an economy.

+Since lhc mld 1980s, the Malaysian economy has undergone significant
changes through various policy reform programmes. The manufacturing
sector plays a key role m lhc economy. Analysis of dymmlcs of profit (a
measure of perfc and ion of its speed of
nd}uslmcn( is timely. 'ﬂus will indicate the effectiveness of competition and
various reform programs on the economy.+

Mucller’s (1977) widely acclaimed paper has discussed the industry—
profit adjustment process and led to a considerable amount of research in
industrial organisation area. But these studies are mainly based on
developed countries such as the USA, UK, Japan and Germany. Literature
in this area for developing countries is nearly non-existent.”

In this chapter, we specify a long-run equilibrium (steady-state) model of
profit with some slrucmral determinants. This model is analysed with the
help of data from Mal f2 ing for 1996. The ion of the
model includes a dynamic version, where significant factors in determining
the profit adjustment process are considered over a decade (between 1986
and 1996). Dynamic analysis of profit adjustment may indicate the time lags
associated with different reform programs.

This chapter provides an overview of manufacturing within the
Malaysian industrialisation programme, summarises the literature, describes
the model and data set, presents the empirical findings and analyses our
findings from a policy perspective. The concluding section summarises the
study.

13
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Industri and i ing

TThe ing sector i a signi part of gross domestic
product (GDP) and is a major source of employment in the Malaysian
economy. The rate of growth in manufacturing output has been rapid since
independence in 1957. In the 1950s and 19605, lhe manufacturing sector
started to become signi Import ies targeted local
markets. Impressive growth was r:curdcd for food, beverages and tobacco,
printing and publishing and construction materials. To promote such
industries, the government directly and indirectly subsidised the
establishment of new firms and protected the domestic market. Annual
growth of the sector was 10 per cent during the 1960s.+

The import itution phase d little new empl. and soon
became saturated in the small domestic market. By the mid-1960s, the
inherent weaknesses of this phase were becoming clear. Since 1965, the
Federal Industrial Development Authority (FIDA) with the help of the Raja
Mohar C i ged the of d exports
through various reform programmes including changes in the labour market.

The switch to an export-oriented industrialisation strategy in the late
1960s boosted the export sector. The manufacturing sector shifted its
direction of growth from import-substitution industries to focus on resource-
based (mainly rubber, tin, palm oil and timber) processing and labour-
intensive industries.

1Since the 1970s, non-resource-based (mainly electrical and electronic
components) export industries have developed. The share of
exports increased rapidly from 11.9 per cent in 1970 to 21.4 per cent in
1975. New Free Trade Zones (FTZs) and Export Processing Zones (EPZs)
were introduced to expand exports using imported equipment and material.
During this period the government intervened heavily in the market in the
form of public sector ownership in industries like food, chemicals, iron and
steel, petroleum, cement, transport, tyres and tubes, and wood products.

In the carly 1980s, there was a major push for heavy industries. This

included the Malaysian car pmjccl Ly sponge iron and steel billet plant, a

I refining and pi h | project, three motorcycle plants, two

new cement factories ﬂnd a paper mill. Most of these involved expensive

foreign technology and caused a large amount of government borrowing.

Due to economic liberalisation, there was an increase in foreign direct
investment and private ownership.

2The global economic crisis had a major impact on the economy and
private investment in manufacturing fell. In the mid- I9805 Malaysia's
terms of trade fell sharply; the economy was in crisis.* Since 1987, the
economy has been through the fifth phase of the industrialisation
progmmmc Two Industrial Master Plans (IMP) along with the Seventh

ian Plan (7MP) gnise the probl and provide d
ations to improve the efficiency, productivity and competitiveness of the
manufacturing sector,”
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The manufacturing sector still contributes a large share of GDP,
employment and exports in the economy. The share of manufacturing in
total gross domestic product has increased from less than 10 per cent in the
late 1950s to 26 per cent in 30 years. M. ing
from 8.4 per cent in 1970 to 20.1 per cent in 1999.

Nevertheless, the sector still remains a highly segmented one, consisting
of resource-based export-oriented industries, import-competing industrics
and EPZs. The adequate supply of a skilled workforce, expansion of the

ical base and p ion of higher-value-added activities are
needed to increase the compc eness of this sector. Therefore, the future
performance of manufacturing lies in how the ‘dual structured’ industries
are interlinked to serve domestic and international markets!

Literature review

A ding to traditional S Conduct-Pe (SCP) studies,
high profit is often explained as market power being exercised by big firms
(normally measured by concentration, an mdex of mmkel struclure) Qualls
(1974) finds that the profit d in
terms of monopoly power of dominant firms with high hamers to entry even
in the long run. Mueller (1977; 1985) with firm level data also finds the
persistence of profits above the long-run competitive level. However,
Brozen (1970; 1971a; 1971b; 1971c; 1982) argues that a positive profit-
concentration relationship is a disequilibrium phenomenon. The differences
between profits of high and low concentration industries vanish over time.

Using US panel data, Domownll ctal. (1986) :xplam the mlcr-l:mporal
slablhly of the bms L by ing the

of

i Cyclical effects are found to aller
the magnitude of the differences between price cost margins of concentrated

and non-concentrated industries.
Levy (1987) cons|d¢rs a dynarmc profit modcl wnh panel data for US
An idered when

ing
past profits differ from future expected profits. The concluswn suggests that

the adjustment process is relatively fast.
Other studies with panel data, such as Odagiri and Yamashita (1987) for
Japanese ing etal. (1983) for German

manufacturing industries and Prince and Thurik (1994) for Dutch
manufacturing industries deal with the persistence of profits and reach
varying conclusions,

G

LT

unfsy,
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The profit models and data
A steady-state version

First we consider a steady-state (equilibrium) profit model across
industries. In the absence of dynamic adjustments, the industry price-cost
margins (an indicator of profits) can be explained by the following equation:

GPM®, = By + BiCR4, + BoKUS, + B3RP, + BEXPINT, + BJIMPINT, + BFl, + U,

+ + + = + +

(8.1)

The dependent variable GPM", in (8.1), the price—cost margin, is not
directly observable, so the gross profit margin (GPM) is used as the
dependent variable.® Concentration (CR4) is the market share of the top four
firms, rcprescnling the degree of monopoly power. Therefore, a posilive
rl.[illlOlIShlp is cxp:cu:d wnh prot’(s The capital-sales ratio (K/S) is

duced as the capital: ies are expected to generate higher
profits. Also, K/S takes into account the degree to which the gross profit
margin misstates the price—cost margin. Relative productivity (RP) is an
indicator of the efficiency of large firms and also serves as a proxy for entry
barriers. It is measured as average value-added per worker of the leading
four firms divided by the industry average value-added per worker. We
expect a positive sign on this variable.

The impact of export intensity (EXPINT) on profits depends upon the
degree of competitiveness of industry at home and upon whether or not the
exporting firms can dump abroad and prevent re-imports. In the case of
homogeneous goods, the effect of export intensity depends on cost
conditions. For differentiated products, the influence of exports depends on
whether profit from abroad is greater or less than domestic profits. The
Malaysian manufactured cxpon market is narrowly-based and concentrated
on low value-added products.” Also exports depend on external demand and
prices primarily in developed countries. We expect a negative sign on this
variable.

Gross margin will be lower in industries with a greater degree of
competition from imports. Thus a negative relationship is expected with
import intensity (IMPINT). However, with tariff reduction, manufacturing is
becoming competitive in the domestic market. Imported intermediate inputs
are also used in the production process. Thus a positive relationship is
expected between IMPINT and GPM.

Most of the studies have emphasised the effect of foreign investments
(F1) on profits, considering ‘outward’ rather than ‘inward’ investment.® Like
other developing countries, Malaysia has very little outward investment.
Most of the foreign subsidiaries are profitable in the domestic market, so a
positive relationship is expected between Fl and GPM.
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Finally, we have included a disturbance term Uy in equation (8.1), which
is normally distributed with zero mean and constant variance, and includes
all random factors.

Dynamic versions of the profit model

A linear version of the dynamic profit model A standard partial adjustment
model is adopted. The direction of the change in profits is a function of
actual profits relative to the steady-state level (GPM®). Unlike standard
models, the steady-state profit (GPM®) is a function of the determinants
explained in equation (8.1). Any deviation of the actual level of profits from
its steady-state level results in an adjustment process that leads to changes in
profits. An incomplete adjustment is allowed for in a partial adjustment
model given by:

AGPM; = GPM; ~ GPM_y = p (GPM*{ - GPM,_;) 82)

where AGPM, is the change in profits (in absolute term) between two
periods. For empirical purposes, we assume t= 1996 and t— 1 = 1986. p is
the rate of adjustment and remains constant. jt takes values between zero
and one. GPM*y is the equilibrium level of profits in period t and is
determined as in (8.1).

Substituting from (8.1) into (8.2) to remove the unobservable equilibrium
profits level, GPM*; and solving for GPM, gives the following equation for
the dynamic model:

GPM, = u(Bo + B1CR4, + B,K/S, + BsRP, + BLEXPINT, + BsIMPINT, +

BaF1) + (1 = ))GPM,, (8.3)

When equations in the form of (8.3) are estimated using the ordinary
least squares technique, the coefficient of the lagged margin variable
GPM_ gives the estimate of one minus the partial adjustment.’ The

of the ining y variables are esti of the long-
run impact iplied by the partial adj Both equilibrium and linear
versions of the dynamic profit models are estimated by the ordinary least
squares method."

A non-linear version of the dynamic profit model ~Alternatively, a model
with partial adjustment that varies across industries is given by

AGPM; = GPM, - GPM,_; = l; (GPM* - GPM,_) (8.4)

where ; is the partial adjustment for the ith industry. p, should be non-
negative and less than one for all values of its determinants. ; is specified as
a function of variables related to the internal and external adjustment
process of the industry. We consider p; to be a function of lagged

i d by the four-fi jon in period (1-1)
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(CR4,-y), and the entry barriers measured by current K/S and NETENT
between period t and 1"

High-lagged concentration may cause higher profit in the previous period
due to market power or superior performance of the larger firms. In the
absence of effective barriers, this may lead to faster adjustment of profits
towards equilibrium in period t. However, if entry barriers are very
effective, industries with high-lagged concentration may generate higher
profit in period t. In this situation, profit adjustment will be slower. The sign
of CR4y, with yt can be in either direction.

Capital-intensity (K/S) as an entry barrier should be negatively related to
the speed of adjustment. Net entry of firms (NETENT) may be considered a
proxy for the absence of an entry barrier. The higher the net entry, the faster
is the speed of adjustment. A positive sign is expected. If the relationship
between the variables of interest and the degree of adjustment is assumed to
be linear, we have

W= 0o+ ay CRA,, + ay KIS, + 0y NETENT, (8.5)
+- - +

The partial adjustment coefficient in (8.5) is not directly observable.
However, substituting (8.1) and (8.5) into (8.4) and solving for GPM,_;,
gives a non-linear form as follows with all variables observable:

GPM, = (0 + &tiCR4,.; + @K/S, + ;NETENT, 1) (Bo + BiCR4, + B;K/S,
+ BaRP, + BEXPINT, + BsIMPINT, + BFI, + GPM, ) + GPM,,;  (8.6)
All variables are as described above, with the indicated direction of

impact carried over from (8.1) and (8. S) When equations in the form of
(8.6) are esti d using i hni each ffici
gives a direct estimate of the parameter of the underlying model. The
estimated partial adjustment for an industry is then determined indirectly by
multiplying the industry value of each of the variables, CR4,_;, K/S; and
NETENT; (), by its estimated coefficient, and then adding the estimated
constant, G-

The data

The Department of Statistics (West Malaysia, Kuala Lumpur) conducts a
survey of manufactures; unpublished data were supplied by the Department
for 1986 and 1996. The choice of the time period was dictated by the
availability of data. Considering all variables we have ended up with 62
manufacturing industries at the five-digit level. The descriptions of variables
with means and standard deviations are given in the Appendix.
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Empirical findings
The findings from the steady-state version

First, we explain the findings from the steady-state version of the level of
profit, so that we can compare the findings from the dynamic versions later
on. Column 1 of Table 8.1 presents the findings from the steady-state
model. The ordinary least squares regression is used for estimation. The
gross profit margin of 1996 is the dependent variable.

Except CR4 and EXPINT, all other variables have expected signs. K/S
and RP are significant at the 1 and 5 per cent levels respectively. Capital-
intensity appears to have a significant independent effect on profits. Also,
relative-productivity, a measure of the efficiency of workers in top firms as
well as a proxy for an entry barrier, seems to have a significant effect on
profit. The FI variable is nearly significant at the 10 per cent level. The
adjusted R? is 0.184.

Table 8.1: Results of the steady-state version and linear dynamic
version, when W is constant across industries
(Ordinary least squares estimation)

Variable Steady-state model Linear dynamic version
column (1) column (2)
GPMo, = 0.444*
(3.740)
CRy -0.033 -0.036
0.732) (0.936)
K/S 0.112* 0.081*
(3.156) (2.509)
RP 0.063" 0.052°
(1.939) (1.825)
EXPINT 0.006 -0.006
(0.838) (0.923)
IMPINT 0.002 0.002
(0.104) (0.909)
Fl 0.005 0.010°
(1.245) (1.327)
Intercept 0.078 0.020
R? (adjusted) 0.184 0.338

Note:  GPMs, is the dependent variable.
Figures in parentheses are heteroscedastic consistent t ratios.

a. Indicates coefficient is significant at the 0.01 level using a one-tailed t-test,
b. Indicates cocfficient is significant at the 0.05 level using a one-tailed t-test.
¢ Indicates coefTicient is significant at a 0.10 level using a onc-tailed t-test.
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The findings from the linear version of the dynamic model

Column 2 of Table 8.1 reports the findings of estimates for the linear
version of the dynamic model, where the speed of adjustment of profit (i) is
uniform across industrics. Here GPMy, is considered as the dependent
variable, so that the results can be compared with the equilibrium version in
Column 1. The coefficient of the lagged gross profit margin in this
regression provides an estimate of (1), the proportion of adjustment that
remains to be completed at the end of the sample period.

Each estimated coefficient has the expected sign, except CR4. Like the
steady-state version, the K/S and RP variables are significant at the 1 and
5 per cent level. The FI variable is now significant at the 10 per cent level.
The adjusted R is 0.338, about 15 per cent higher than in the steady-state
version.

The coefficient of the lagged margin is significantly less than one at the
I per cent level, so the restriction that full adjustment to long-run
equilibrium is achieved during the ten-year interval, pu =0, is clearly
rejected. The partial adjustment over ten years is one minus the estimated
coefficient of the lagged margin or 0.556, which corresponds to an annual
rate of adjustment of about 8 per cent."” Therefore, profit adjustment is not
instantaneous, but more than half of the adjustment takes place within a
decade.” Comparing this adjustment with previous studies for OECD
countries, the adjustment process is relatively slow."

In summary, the findings support the role of capital-based technology,
efficiency of larger firms in terms of improving labour productivity and the
importance of foreign subsidiaries in determining industry profits. This is
supported in other Malaysian studies like Kalirajan (1993a; 1993b) and
Yean (1995), which deal with the manufacturing sector.” Our analysis
could not establish the importance of top firms in generating monopoly
profit in the case of Malaysia." Also, export and import intensities are not
significant in determining profits.

The lincar version of the dynamic model provides a better explanation in
terms of signs and significance level of variables. Overall the explanatory
power from this model is approximately 15 per cent higher than the steady-
state model.

The findings from the non-linear version of the dynamic model

Table 8.2 shows the results of the non-linear version of the dynamic
model, when p varies across industries. Results are from the maximum
likelihood i imati hnique in SHAZAM.

Column | shows the findings of the steady-state portion of the profit
equation. All variables have signs like those in the linear version of the
dynamic model (in column two of Table 8.1). K/S, RP and IMPINT are
significant at the 5, 1 and 10 per cent level respectively. Like the steady-
state and linear dynamic versions, CR4 (market share of the top four firms)
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Table 8.2: Results of estimation of dynamic non-linear version, when s
varies across industries

(Non-li 3 likelih
Variable Stead, i Adj
column (1) column (2)
CRdg, -0.621 =
(1.183)
K/s 0214 =
(1.742)
RP 1.302* -
(2.690)
EXPINT -0.099 -
(1.207)
IMPINT 0.138° =
(1.596)
FI 0.139 =
(1.106)
CR4y = -0.046
(0.938)
K/S = 0.182*
(3.843)
NETENT = 0.000002
(0.063)
Intercept 2.483 0.132

Note:  GPMa is the dependent variable.
Figures in parenthescs arc t ratios.

a. Indicates coeflicient is significant at a 0.01 level using a one-tailed t-test.
b, Indicates coefTicient is significant at a 0.05 level using a one-tailed t-test.
c. Indicates coefTicient is significant at a 0.10 level using a one-tailed t-test.

has a negative sign and insignificant cffect on profits. In the case of
Malaysia, the top firms are competing rather than exercising market power,
thereby generating lower profit, although the effect is insignificant. In this
respect the finding for the profit-concentration relationship here departs
from previous studies. One reason for this difference could be the presence
of both market power ( by CR4) and efficiency d by RP)
indicators in our model. In all three cases (steady-state, linear and non-lincar
versions of the dynamic model) RP has a significant effect on profit.

Column 2 of Table 8.2 presents the findings for determining the rate of
adjustment. Lagged concentration (CR4y,) has a negative but insignificant
effect on the speed of adjustment. NETENT, a proxy for the absence of
entry barriers, is also insigni in il ing profit adj Only
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K/S as an entry barrier has the expected positive sign with a strong
significant effect at the one per cent level on the adjustment process.
Applying the estimated coefficients to the values of the variables yields
estimates of the partial adjustment of profits for each industry, with a
standard deviation of 0.047 around the mean of 0.191. Over 60 per cent of
industries partial adjustment lies between 0.1 and 0.2, with maximum and

minimum values of 0.365 and 0.117 respectively. The annual
rate is around 15 per cent, 7 per cent higher than the lincar model. However,
we could not establish the ity of the I version Py to

the linear one."”

Policy implications of the findings

The manufacturing sector was not very significant in the Malaysian
economy during the colonial era, when plantation rubber agriculture, tin and
mining dominated the economy. Post-colonial governments have actively
sought to promote industrialisation. This study analyses the determinants of
profits and the factors affecting the speed of adjustment of profits in
Malaysian manufacturing. In this respect, it establishes the annual rates of
profit adjustment when profit deviates from the steady-state level.

The steady-state model is developed to explain profits. Capital-based
technology, efficiency of the leading firms and foreign ownership are
significant in explaining profits. The market share of the leading firms has
no pusmve slgnmcanl influence on industry profits. This implies big

are rather than listic in nature. In most cases,
we establish the imp: of d i ition policy (reducing
bnmers |mpm\|ng producnvuy of large firms) aver trade policy (xmpon
g exports) in ing profits in Malay
m:mufncmnng
The adjuslm:l’ll process of profit over a penod of time is important in
of the ing sector. Therefore we

extend the slcndy-sule model to explain if industry profit deviates from the
equilibrium level in a particular period how long it takes to adjust. In this
respect, the speed of adjustment of profits is considered to be constant as
well as variable across industries. For constant speed of adjustment, a linear
version of the dynamic model is considered. The annual rate of adjustment
is found to be about 8 per cent, which is relatively low compared to that of
developed countries such as Australia.

For a variable rate of adj across i ies, a i version
of the profit model is considered. The annual rate of adjustment is found to
be 15 per cent. Only capital-intensity is found to be a significant entry
barrier into the adjustment process. In summary, although for the variable
adjustment model, the speed of adjustment is faster compared to the
constant adjustment model, we could not establish the superiority of the
non-linear model compared to the linear one."
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Findings from this study are interesting in the current policy arena. We
find technology-based development is the driving force of the
manufacturing sector. In the twenty-first century, with the emergence of a

‘new economy’, based on il and icati (ITC)

industries, Malaysi: {F: ing has to impl more i ion,

rescarch and p and riented techniques to compete in

both domestic and international markets. Our study also establishes the

importance of domestic factors in infl ing the of Malaysi
ing to it i factors.

Conclusion

This study is a first attempt to explain the dynamics of profit in
Malaysian manufacturing. In all cases, our findings establish the efficiency
argument (following the ‘Chicago school® theorists) of profits. Government
through its various reform programmes should continue to improve
efficiency, increase the productivity of workers and use more capital
intensive i in enhancing the iti of this core sector of
the economy. In this respect, future research should incorporate the effects
of tariff reform, innovation and research and development in explaining the

j process of per of the ing sector.
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Appendix 1A: Variables with descriptive statistics

Variables

Definition

(Mean, Std Dev)

GPMgg

GPMss

CR4ss

K/S

RP

EXPINT
IMPINT

Fl

CRdyg,
NETENT

Value added minus intermediate
expenses minus wages divided by
sales for 1996.

Same as GPM,_ using 1986 data.
Industry sales accounted by the top

four firms divided by total industry
sales for 1996.

The average of capital expenditure
over sales for 1996.

Value-added per worker of the top
four firms over the value-added per
worker for the industry 1996.

Export divided by sales for 1996.

Import divided by sales plus import
minus exports for 1996.

Foreign investment is measured by
foreign share of output in each
industry 1996.

Same as CR4,_ using 1986 data.

Change in number of firms between
1986 and 1996 with respect to 1986.

(0.201, 0.068)

(0.208, 0.070)
(0.466, 0.225)

(0.465, 0.262)

(1.215,0.304)

(0.810,1.257)
(1.084, 2.066)

(0.576, 0.975)

(0.560, 0.248)
(143.5,217.7)
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A dix 8.1B: C: ion of annual adj rates

1. Linear model
GPM, - GPM,_; = p(GPM,* - GPM, ;)

GPM, = GPM, = [1 - (1 - )"] (GPM,* - GPM,.,)
GPM, = [1 - (1= 1)"] GPM,* + (1 - )" GPM,.,

Let, X =(1 - p)°
Thenp=1-X"
n=10

Full sample: X = 0.444 and p = 0.0779

2. Non-linear model

GPM, - GPM,.; = W(GPM,* - GPM, )

GPM, = GPM,, = [1 - (1 = )" (GPM,* - GPM,.,.)
GPM, = [1 - (1 - 0)") GPM* + (1 - )" GPM,.,

Let, Y =(1 -p)*
Thenp=1-Y"
n=10

Full sample: Y = 0.191641 and p = 0.152287

Endnotes

' We are grateful to the Department of Statistics, Kuala Lumpur, Malaysia for
supplying unpublished data set. Financial assistance from a research grant from the
Monash University, Sunway Campus, Malaysia is also acknowledged. Helpful
comments were received from Harry Bloch, Curtin University, Western Australia.
The usual disclaimer applics.
¥ Market performance is measured in terms of profits in the manufacturing sector.
This is due to the importance of this sector for the Malaysian economy. Also,
detailed data are not available for other sectors.
' For overseas literature, scc Scherer and Ross (1990, Chapter 11), Shepherd
1997).
For more details sce Jomo (1989; 1990; 1993).
* Details are in the Malaysian Management Review (1989), Malaysia (1989) and
Sich et al. (1986; 1987),
“ The price-cost margin is defined as (Price-Marginal CostyPricc. As marginal
cost is not observable we consider here average cost instead and hence the gross
rice margin.
Major export markets are Singapore, USA, Japan, Germany and UK.
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Forcign ownership, foreign investment and foreign firms are used synonymously
and arc taken into account as *foreign intensity”.

In estimating cquations in the form of (8.3), we consider the ‘level’ of gross
margin as the dependent variable instead of using the ‘change’ in profits like other
overseas studies. This will allow us to compare the goodness of fit of equilibrium
and dynamic models directly. Also, there could be a spurious relation if we
considered the lagged margin as an independent variable in calculating the change in
Pmﬁls as a dependent variable.

9 We did not consider a simultancous model; Kalirajan (1993a) shows simultancity

is not prominent for Malaysian mnnuf-cmrmg mdusmcs

' Since usc of capital. and increases in the

number of domestic and foreign firms became important. Therefore we consider

these barricrs. We tricd other variables like foreign intensity, export and import

intensity, but did not get any significant results.

¥ Calculations of the compound annual rate of adjustment for both versions are

shown in Appendix 8.1B.

" In the case of Australia, Bhattacharya and Bloch (2000) found 70 per cent

adjustment takes place within a seven-ycar period (between 1977 and 1984) for a set

of 102 manufacturing industries.

' For example, Levy (1987) concluded that adjustment to abnormal profits is faster

in US industries.

" Kalirajan (1993a; 1993b) found that forcign ownership in Malaysian
isa factor in i the p margin. Yean

(1995) reports capital as a major source of growth, conmbunng 22.4 per cent of

rowth in Malaysian manufacturing between 1986 and 1991,

® Beng (1978) found that the critical level of four-firm concentration was 55 per

u:nl using 1971 manufacturing data.

We performed a llkcllhood ratio test. The log-likelihood ratio is 6.14, which is
less than the critical value, x%¢ = 7.77, at the 10 per cent level.

" In the case of Australia, Bhattacharya and Bloch (2000) establishes 70 per cent
over a seven-year period.

" Most of the industries in our sample are capital-intensive. Adjustment
coefTicients of the non-linear model vary from 0.11 to 0.36, with standard deviation
0.04. In this respect, the lincar version is more appropriate as adjustment of profit
does not vary much across industries.

3 We could not include these due to lack of data. The Department of Statistics
(Kuala Lumpur, Malaysia) supplied all industry data, from the Census of
Manufacturing Industries, West Malaysia and Surveys of Manufacturing Industrics
for the financial ycars 1986 and 1996.
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A comparison of business process
re-engineering with other management
techniques in Malaysia

Stanley Richardson and Khong Kok Wei

Introduction

Since the Industrial Revolution that began in the 1700s and early 1800s
in the United Kingdom, the utilisation of management theory has become an
increasing force to improve the ways organisations are run. History has
shown that many management practices have been contrived in the past 250
years (Hammer and Champy 1993) and some of these practices are still
being implemented. Some believe that such practices are the fundamentals
of what forms the modern management practices of today (Anon 1997);
without them organisations would be very different. In contrast, there are
arguments that the management ideas and theories developed by Henry
Fayol and Frederick Taylor years ago may not be appropriate in the
dynamic, turbulent and competitive environment of today. In other words,
there are limitations to the traditional adoption of change management
techniques and approaches (Grint and Case 1998). The use of obsolete
management practices may lead to the total downfall of organisations.
Therefore many Y hniques and app hes are
undertaken in search of the best management practices, such as Total
Quality Management (TQM), Just In Time (JIT) in full procurement systems
and human resource management. One of the best management practices of
today, often referred to as managerial common sense (Fisher 1994), is
Business Process Re-engineering or BPR. Hammer and Champy (1993,
p. 32) define it as ‘the fundamental rethinking and radical redesign of the
business processes to achieve dramatic improvements in critical

Y of perf such as cost, quality, service and
speed’. This is examined in detail later.

According to Cock and Hipkin (1997), BPR has replaced most of the
management techniques and even replaced TQM as the *hottest topic® in the
best practice management arena. It has become the principal framework of
organisational restructuring (Grint and Case 1998). The history of BPR is
short but overwhelming. A survey by Conti and Warner (1994) reveals that
72 per cent of the senior business executives in North America had a BPR
programme in their firms and 59 per cent of the organisations in Britain are
planning or undertaking BPR (Grint and Willcocks 1995). Peter Drucker
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claimed that *Re-engineering is new, and it has to be done’ (Hammer and
Champy 1993). However, most of the ways organisations are being
managed are still derived from concepts of more than a century ago
(Hammer and Champy 1993). These concepts catered for the needs and
requirements of that era, but to have the concepts still in vogue in the
dynamic and turbulent environment of today must be questioned. Thus, a
new managing concept or idea has to antici the dynamic i

and confront problems in the contested terrain (Edwards 1979). And so BPR
was created.

At present, most i and that most
organisations adopt emphasise total quullly Thcsc techniques and
vary ding to the resp ion's context, history,

cullurc. values and beliefs (Peters 1994). Likewise, as the organisation is
also constantly challenged in the external environment through change,
customers and competitors (Hammer and Champy 1993), it must allocate
resources to cope with these challenges. BPR is designed to translate
organisational activities: to be more flexible and responsive to customers,
efficient and effecuvc (Knights and Mc(abe 1998). it *is now established as
a modern-day sci " (Ri 1995). Grint
and Case (1998, p. 560) said there has been * a sudden departure from safety
and security to danger and insecurity linked to the destruction of the staid

and predictabl that alleg prevailed before the “nasty
mncnes amvcd The hes that once p iled are no
longer to sustain | growth, and to continue these

techniques in perpetuity would be foolish. In other words, application of the
management techniques that do not suit the corporation would inflict more
damage than good (Richardson 1991). In recent years, private sector
enterprises have been undertaking counter measures to maintain a
competitive edge (Ascari etal. 1995; Drew 1994) within the environment
and, even more importantly, to ensure ‘business survival' (Hammer 1994).

The aim of this chapter is to compare BPR with other management
techniques in Malaysia. This chapter is a progress report concerning an
ongoing research project.

The many faces of BPR

The four core words of Hammer and Champy's (1993) definition are
fundamental, radical, dramatic and process.

Fundamental

The kev word ‘fundamental’ is defined as lhc rudlmcnlary state in which
exists. Fund: Is of an p the base and
framework that build the isation as a whole. Re-engineering rethinks

the fundamentals by asking basic questions such as *Why are we doing what
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we are doing?" Questions like this often lead to answers that reflect the
incapability of the fundamentals once laid upon the organisation when it
first started operation. Re-engineering is like *starting over’ (Champy 1995):
a new company with no rules and assumptions (Hammer and Champy
1993). BPR determines the objectives once again and figures out the best
way to achieve them.

Radical
Radical comes from the Latin word ‘radix’ which means root. With

reference to Hammer and Champy's (1993) definition, ‘radical redesign’
suggests redoing the whole ‘thing’ right from the roots. BPR is not activities

such as p and all i in the business
activities. It is changing to something that is totally new, that will effectively
and iently plish the desired objecti In fact, this feature is the

most distinctive one in any BPR programme (Dixon et al. 1994; Hill and
Wilkinson 1995).

Dramatic

The key word ‘dramatic’ in the context of re-engineering means
‘demanding substantial results’. BPR is often used when enterprises do not

favour gradual imp , as in TQM (B ing 1993). R g
does not believe in i or marginal impi that will lead an
organisation slowly to its desired objective. Re-engineering is designed to

achieve p in critical y of
performance such as cost, quality, service and speed (Hammer and Champy
1993).

Process

Hammer and Champy (1993) define process as a collection of activities
that take one or more kinds of input and create an output that is of value to
the customer. Process is perhaps the most challenging element of all the key
words in re-engineering. Task-oriented people are only interested in
completing the task rather than perceiving the process as a whole (Hammer
1996). Whether the overall process succeeds in the end has little concern for
task-oriented people. On the contrary, process-oriented people in the
organisation go through each process and see that the desired end result can
be accomplished. This improves the enterprises’ performance, whereas
inefficient, ‘bureaucratic’ departments, and other non-performing
departments do not (Davenport 1993; Hammer and Champy 1993).
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BPR as a technique in a new era

Terry Finerty, partner at Arthur Andersen, says that intense challenges
posed by their competitors in the global market compel Arthur Andersen to
constantly reposition its company strategies (Anon 1997). Like Hammcr
(1996), Finerty stressed that the in the i
should be questioned to explore the posslbllmcs of further enhancing their
efficiency and effectiveness. Besides, he believes that BPR aims at quantum
changes in per unlike the iti much preferred i
improvements.

The traditional business practice often breaks jobs and tasks into
functional specialities, then connects each of these specialities through a
hierarchy. In contrast, BPR labels this practice as obsolete and replaces n
with ki If- d and i teams and i
jobs (Hammer and Chnmpy 1993). Earl and Khan (1994, p. 29) describe
BPR as scckmg radxcal transformational performance improvements, and
. Knights and McCabe (1998, p. 168)
define BPR as 'an amalgam of recent innovative initiatives brought together
and integrated through the radical use of information technology’.

These views have a certain common stance. The characteristics of BPR
that are being constantly mentioned are radical changes (Hammer 1994;
Hammer and Champy 1993; Dixon et al. 1994; Hill and Wilkinson 1995)
and fundamental rethinking (Hammer 1994; Hammer and Champy 1993;
Champy 1995). These two characteristics distinguish BPR from any other
business practices in the business management field.

Methodology

A qucsuonnalrc was dcsngned and criticised by seven practising
The ire was sent to 75 people from 28 firms
in different mdusmcs with IT departments, within the Klang Valley. The
questionnaires were sent via e-mail directly to individual internet mailboxes.
It was believed that using e-mail would be more effective than a postal
survey in terms of cost and time. From the 75 questionnaires successfully
maxlcd 36 from 28 firms were returned: a 48 per cent response rate. The
ire was to gather i ion on hnw ies conduct their
business using their existing i and app
Detailed results follow. All 36 respondents were of managerial smlus.
approximately 6 per cent were managing directors and 28 per cent were IT
department managers, 40 per cent were line managers and 26 per cent were
functional managers (sales, human resources, finance and operations). From
the 36 respondents, 83 per cent were males while 17 per cent were females.
The sample of 28 firms was randomly selected from those listed on the
web. They were telephoned to obtain the e-mail addresses of at least two
likely respondents in each firm.
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Results
Data analysis

A series of tests was carried out to determine the need of BPR in private
enterprises in the Klang Valley.
The tests were: Reliability Analysis, Factor Analysis and Cronbach’s Alpha
Reliability Test (sce Sekaran 1992) and Pearson Product Moment
Correlation Coefficient Test.

Reliability analysis

Reliability analysis was carried out to give consistent data results before
further analysis could be conducted. The reliability analysis was tested on
the 18 variables of the three constructs defined namely Communications,
Contribution to the enterprise and Factors needed in implementation (see
Table 9.1).

Table 9.1: Determinants of

Construct Description
Communications How management techniques are

communicated to others

Contribution to the enterprise How management techniques
contribute to the enterprise

Factors needed in implementation What factors are needed to ensure
a successful management

technique implementation

This computation will determine that all variables share a common core
(Aczel 1991) in making a construct. Item-to-total correlation score was used
to determine which variable is to be retained for further analysis. Item-to-
total correlation was used to measure the relationship of the variable with
the rest of the variables in this research. In this research, the cut-off point
score of accepting a variable was an item-to-total correlation score of 0.28
or above (an arbitrary choice). Referring to Table 9.2, variable labels 32, 35
and 52 were omitted from the research as the scores were negative in order
to improve reliability.

Factor analysis

After improving the reliabilities of variables, factor analysis was carried
out to reduce the many variables to a more manageable set of factors (Aaker
etal. 1995). The factor analysis was done according to the recommended
process provided by the SPSS base 8.0 Application Guide (Anon 1998).

The steps were:

3
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Table 9.2: Reliability analysis of determinants of management
techniques’ effectiveness

Construct and variables Variable  Corrected item-total
label correlation scores
Communications
Verbally informally 32 ~0.0664 Variable deleted
from analysis
Verbally formally 33 02863
Written instructions 34 03162
Internet and Intranet 35 —0.0671 Variable deleted
JSrom analysis
Audio/visual equipment 36 0.4082
In-house magazines and 37 0.4082
newsletter

Contribution to the

enterprise
Gathering useful data for 47 03170

decision making

Understanding the process 148 03156

Committing resources 49 0.3426

Using data to change 50 02852

behaviours

Using data to change process  $1 0.6940

Others 52 -0.0893 Variable deleted

from analysis

Factors needed in

implementation

Top management support 53 03744
and commitment

Other managers supportand 54 07879
commitment

Non-managers support and 55 0.6822
commitment

Well-managed 56 08117
implementation of

techniques

Enterprise culture 57 06547
A 58 0.6673

The extraction of factors to represent the data.

The rotation of factor loadings using the varimax method to make
loadings more interpretable.

The calculation of factor scores for further analysis.

Table 9.3 shows the result of the factor analysis. Five factors were
extracted from the 15 variables. These five factors were again tested on their
internal reliabilities using Cronbach’s Alpha. In this research, Cronbach’s
Alpha scores of 0.5 and above were accepted. From Table 9.3, Factor




A comparison of BPR with other management techniques in Malaysia 135

Contribution2 has been omitted from further analysis because the Alpha
value was less than 0.5.

Table 9.3: Factor analysis of the three determinants after reliability

analysis
Constructs and Total Variables retained Alpha value
variables variables
Communications 4 33,34,36 and 37 0.5012
Contribution to the
enterprise
Contribution] 3 49, 50 and 51 0.6426
Contribution2 2 47 and 48 0.4298
Variable
deleted
Factors employed in
implementation
Implementation! 6 53.54,55,56,57and 58 0.8669

Note:  Factor analysis accepts a reliability score of 0.5 and above.

Correlation test

From the factors determined and extracted in factor analysis a correlation
test was used to test the relationship between these factors and the
effecti of hni The Pearson Product Moment
Correlation Coefficient was used. Its range is from -1 to +1 (Aaker etal.
1995). A positive value means that these factors have a positive relationship

by

with the i of while a negative value
means the opposite.
Table 9.4 portrays the Signi Level and Correlation C ient of
hnig i and the three constructs.

Findings displayed graphically

These findings represent the results of an interim survey that is part of an
ongoing research project. Figure 9.1 shows the companies with IT
departments from which the 36 respondents came, representing their 28
firms.

Figures 9.2a and 9.2b show which techniques among TQM, 1SO 9000,
Management by Objectives (MBO), Material Requirement Planning (MRP),
Manufacturing Resource Planning (MRPII), SPT Strategic Planning Tools
(SPT), BPR and others are being used.

Figures 9.3a and 9.3b show how effective these techniques are.
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Table 9.4: D the of

correlation analysis of q and the
three constructs

Determinants Significance level/Correlation coefficient

M. Ce icati Contribution to the  Factors needed in
techniques® enterprise implementation
Total Quality 0.025/0.330* 0.423/0.033 0.230/0.205
Management

(TQM)

SO 9000 0.029/0.346* 0.008/0.395%¢ 0.836/0.036
Management by 0.309/0.086 0.048 /-0.281 0.573/0.097
Objectives (MBO)

Material 0.286/-0.097 0.320/0.081 0.425/0.137
Requirement

Planning (MRP)

Manufacturing 0.286 /-0.097 0.320/0.081 0.425/0.137
Resource Planning

(MRPIIT)

Strategic Planning 0.004/0.443** 0.29270.094 0.008/0.436%*
Tools (SPT)

Business Process 0.056/0.269 0.030/0.318¢ 0210/0.214
Re-engincering

(BPR)

Others 0332/0.075 0261/0.110 0.173/-0.232

*  Significant at 0.05 significance level
** Significant at 0.01 significance level

Figure 9.1: Companies with IT departments

1% 3% g% TPublc Utities
13% B Manutactunng

OSales

DEducaton

OBankng. Finance, Insurance

1% O Services

40% B Transportation & Logistics
11% OOters

3%
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Figure 9.3a: E i of ques used
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Figure 9.4 shows what techniques the respondents think should be used
but are not.

Figure 9.4: Techniques that should be used which are not

6
4 a8 2
2
o ——
TQM MBO  MRP SPT BPR
1SO 9000 MRP I Others
Figure 9.5 shows how hniques used are
within the enterprise.
Figure 9.5: Ways of how ques are to
each other
25
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Figure 9.6 shows the emphnsls placed on the various management
techniques by the enterprise using them.

Figures 9.7a and 9.7b show how the techniques contribute to the
enterprise.

Figure 9.8 portrays the critical success factors in implementing
management techniques.
Figure 9.9 demonstrates how often the lmplemenmmn of management
hniques used is eval within the
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Figure 9.6: Emphasis of each management technique used

Figure 9.7a: How management techniques contribute to the enterprise

OGather useful data
for decision making
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Figure 9.7b: How to the
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These results are from the 36 drawn from 28
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Discussion

It was found that the effecti of is
attributable to a combination of vnrmbles (see Table 9.3 and Figures 9.3a
onwards).

Table 9.5: The variables ing the
effectiveness
Construct Variables
Communications Verbally formally

Weritten instructions
Audio/visual equipment
In-house magazines and newsletter

Contribution to the Gathering useful data for decision making
enterprise Understanding the process

Committing resources

Using data to change behaviour

Using data to change process

Factors needed in Top support and

implementation Other managers' support and commitment
Non- managcrs suppon and commitment
Well g of i

Enterprise culture

Appropriate techniques

From Table 9.5, the faclurs in 1hc three constructs generate relationships
with when a certain management
technique is used. Based on results in Table 9.4, Table 9.6 below is based on
the correlation between the constructs and management technique
effectiveness.

Based on Table 9.6, when SPT is implemented it has the best overall
ranking between the three constructs and management techniques’
cﬂ’ccuvencss BPR cﬂ“ccuvcness ranks second. The rest of the management
i or low ranks. The new emerging
lcchmques (SPT and BPR—sce Table 9.6) have better rankings than the rest
of the techniques.

Of the three constructs, Contribution to the enterprise portrays how the
management technique contributes. Table 9.7 depicts this construct against
each management Icchmqu: (based on the com:lauun bctween contribution
to the P ef ). BPR ranks
second after ISO 9000. TQM as a quality management technique failed to
impress the authors after being ranked fifth, although many texts suggest
otherwise.

If the sample is rep ive of the population that is drawn,

enterprises should r ine their op i to ensure
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Table 9.6: The ranking of each management technique based on the
correlation between the constructs and management technique
effectiveness

Determinants Ranking

Ca Ca Factors
technique to the needed in
effectiveness enterprise I
Total Quality 3 5 3 i
Management Quality
(TQM) Management

Techniques

1SO 9000

"
~

Management by 5 8 6
Objectives
(MBO)

Material 7 6 4 old
Requirement Techniques
Planning (MRP)

Manufacturing 7 6 4
Resource
Planning
(MRPII)

Strategic 1 4 1
Planning Tools
(SPT)

New
Business 4 2 2 Emerging
Process Techniques
Reengineering
(BPR)

Others 6 3 8

Note Numbers | 10 8 represent ranks with *1 = best’ and '8 = worst®

competitive advantage by placing greater emphasis on BPR. With AFTA
imminent in 2005, local industries such as automobile and
telecommunication will be gravely affected by the liberalisation of the
global markets. The intensity of competition will increase rapidly in
Malaysian markets.

In 2005 local companies in Malaysia will not only compete within its
geographical limitations but also face the threats of entry of giant companies
from abroad. Change is therefore essential. The question is how much
change is ient to remain petitive in this ing ‘new era’. BPR,
in its essence, offers radical changes to organisations, These changes are
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Table 9.7: The ranking of each management technique based on the
correlation between contribution to the enterprise and management
technique effectiveness

Determinants Ranking
Management technique effectiveness Contribution to the enterprise
1SO 9000 [l
BPR 2
Others 3
SPT 4
TOM 5
MRP 6
MRPII 6
MBO 8

Note:  Numbers | to 8 represents ranks with *| = best’ and *8 = worst’

destined to produce ‘quantum leaps’ in productivity and profitability if made
appropriately (Champy 1995).

Embarking on BPR is no easy task. According to H:xmm:r and Champy
(1993), 70 per cent of that initiated gi ing failed to
achieve what was expected. There are several reasons. One given by
Michael Hammer is *BPR at heart but not in practice’. This problem often
arises in many enterprises in Malaysia, where enterprises like the idea of re-
engineering but perceive its practice as burdensome. Perhaps Malaysia's
cultural entity presents this unique form of BPR rejection. Cultural elements
such as politeness get in the way when managers are too soft and polite to
tell others there is a vital need to buck up or leave. Champy (1995) says that
re-engineering is a painful process because the whole set of values and
beliefs in the enterprise are being challenged.

Sometimes one wonders how many Malaysian enterprises are prepared to
make the necessary radical changes, especially in view of the apparent end
of the economic downturn of 1997-99. With government intervention
rescuing various companies from financial catastrophe, many troubled local

were merely ially restructured rather than reengineered.
Th|s demonstrates enterprises’ reluctance to switch from their ‘bricks and
mortar” management techniques since their survival is almost guaranteed by
the Malaysian government. However, the recent total revamp of lhe
financial sector and the expansive adoption of of
signifies an interesting awareness of re-engineering in Malaysia.

Conclusions

As has been stressed, this is a progress report for the first phase of an
ongoing research project. The responses to the questionnaire came from a
small sample of practising managers from 28 enterprises with IT
departments in the Klang Valley, although not all the respondents are
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employed in IT departments. Because of the small sample confined to the
Kiang Valley no attempt is made here to generalise the results. This will
have to wait until the research is completed, probably with an improved
Questionnaire. Nevertheless, for the sample, the following tentative results
appear:

The respondents, although a small sample, represent a broad span of
activities (see Figure 9.2).

The three most popular techniques were MBO, TQM and SPT (in that
order) with BPR coming fourth (see Figure 9.2).

The effectiveness of BPR is rated as highly as that of SPT and more
“partially effective’ than any other technique used (see Figure 9.3).

In answer to the question ‘What techniques should be used which are
not?" 1ISO 9000 was most desired followed closely by BPR (see Figure 9.4).

In all techniques used, except MBO, customer emphasis equalling
process emphasis was the strongest (see Figure 9.6).

Not surprisingly ‘top management support’ was considercd the most
important success factor in impl il hniq! (see
Figure 9.8). This may or may not mean that currently there is insufficient
fop management support in the respondents’ enterprises.

Figure 9.9 suggests that management techniques are not evaluated
sufficiently frequently.

In the questionnaire the term “strategic planning tools’ was not defined,
50 it may have been variously interpreted by the respondents. Therefore its
significance at p < 0.01 must be treated with caution.

Based on Table 9.6, SPT has the best overall ranking between the three

and hni " effecti . BPR effecti
ranks second. The rest of the i ' i
have mediocre or low ranking with the factors.

BPR is ranked second best in contributing to the enterprise after
1SO 9000 (see Table 9.7).

Many of these tentative results would probably be clarified by interviews
with respondents. Few *write-in responses’ were obtained, suggesting that
the ionnaire is r y prehensive. One respondent did,
however, suggest that the management technique used in his firm was
‘management by fear’—by its nature this is difficult to research, but an
attempt has been made. The literature appears to be silent on this technique,
although Kohn (1993) in his book Punished by Rewards argues the case
against carrots and sticks (management by fear?).

M

either

research y includes an examination of
communication within enterprises. Figure 9.5 suggests that management
hniq are inad ly i to those affected bal
communication seems quite inadequate. *Communication efficiency is a
subset of productivity; the first must contribute to the second’ (Richardson
1990).
With the small amount of data obtained it is dangerous to draw further
conclusions from them. However it is concluded that the questionnaire used
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is an effective instrument that can be improved by, for example,
encouraging more ‘write-in’ responses. Interviewing respondents would
produce more data and an improved questionnaire could include the
question *Would you be happy to be interviewed to amplify your answers?"
But such questions would result in the loss of anonymity. Another tactic
would be to persuade some top managers of firms with IT departments to be
interviewed independently of the questionnaire.

It is also concluded that administering ires such as this by e-
mail is not only quicker than using *snail mail’ but also gives a higher return
rate (in this case 48 per cent) than conventional postal surveys, for which
response rates over 20 per cent are rare. The authors are encouraged by the
modest success of their efforts and intend to pursue their research so that
more robust conclusions about BPR in Malaysia may be reached.
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Tour guide training: Lessons for
Malaysia about what works and what’s
needed

Betty Weiler and Sam H. Ham'

Introduction

Ecotourism is increasing throughout the world, particularly in species-
rich tropical countries where it is often promoted in association with the
management of protected areas and where it is seen as a tool for
conservation and for develop: that is i and gi
sustainable. Ecotourism, for our purposes here, is a special form of nature-
based tourism: special in that it endeavours not only to provide an
enjoyable experience for the visitor, but also to do so in a way that is

gically an ponsible. One of the key strategies for
achieving these lofty ideals is ecotourism’s frequent reliance on specialised
interpretive guides to inform, educate and inspire visitors. The rationale
underpinning this approach is that accurate and compelling interpretation of
sites and features and i pri Vil and cultural
behaviour will assist the positive impacts of tourism to be maximised and
its negative impacts to be minimised, both in the short and the long term
(Sweeting etal. 1999).

Malaysia is described in the ecotourism literature as an emerging
destination with significant growth potential. If it wants to mature as a
destination both for its ASEAN neighbours and in the wider tourism
marketplace, it will need to devote more atention and resources to
developing the quality of its human capital. For nature-based tourism, the
most important factor is its interpretive guides, people who hold the key to
educating and inspiring visitors while protecting the natural and cultural
resources upon which Malaysia's future depends.

Background

Ecotourism strives to engender an intellectual, emotional and even
spiritual connection between people and places as much as a physical
experience with land and water, and interpretation is the means by which
such links are established. Originally defined by Tilden (1957),
interpretation is an educational activity aimed at revealing meanings and
relationships to people about the places they visit and the things they see

149
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and do there. As we have argued clsewhere, interpretation lies at the heart
and soul of what ecotourism is and what ecotour guides can and should be
doing (Weiler and Ham 2000; Ham and Weiler 1999).

Clearly, tour guides have a number of responsibilities as providers of
tourism experiences, such as: a duty of care for the health and safety of the
visitor; managing the itinerary and tour logistics; providing courteous and
quality customer service; responding to the needs and expectations of
visitors from other cultures and those with special needs; managing
interactions within and between client groups; delivering the tour cost-
effectively; providing  high-quality, informative and entertaining
commentary; meeting the legal obligations and expectations of various
stakeholders.

In addition, ecotour guides shoulder responsibility for providing a high-
quality mu:rprcmunn of natural and heritage resources and a model of

| and cultural iour. They are to
many masters, including their employers and ulhcr players in the tourism
industry, protected arca managers, host communitics and of course the
visitors themsclves. To be able do their job competently, guides need
training, often extensive training, to provide them with necessary
knowledge and skills.

This chapter reports on an ongoing research project that is monitoring
the development, delivery and outcomes of training programmes for
interpretive guides in both developed and developing tropical countries,
particularly those with an emerging global economic presence, such as
Malaysia. It presents the findings of this first phase of the research in the
form of lessons leamed from the interpretive guiding component of a six-
week training programme conducted in April-May 1999 in Panama. Some
of the principles that informed the development of the course are presented
first, followed by the methods used to assess the training. The findings are
then presented in the form of five lessons and their possible implications for
guide training in Malaysia.

Nature tourism and guiding in Malaysia

Several indicators suggest that nature-based tourism and the demand for
trained professional guides in Malaysia will increase slgmﬁcamly in the
coming years. As a foreign exchange generator, tourism is one of the most
important segments of the Malaysian economy and, not surprisingly, this is
reflected in the financial resources Malaysia allocates to tourism. The
nation's most recent five-year plan, for example, earmarks a particularly
generous allocation of funds mainly for the development of tourism
facllmcs and infrastructure (Khalifah and Tahir 1997). In addition to

funds, the & has spent sums
on tourism marketi and p ion. Since 1996, Malaysia has spent more
than USS1.1 million per year on tourism advertising, placing it among the
top 25 countries in the world in terms of money spent on tourism
promotion (Bridges 1999). Tourism is clearly a priority in Malaysia's
cconomic plans and, because of the intemational fame of its natural
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attractions, nature-based tourism is expected to grow in importance well
into the twenty-first century, Capitalising on what some (for example,
Weaver 1998) describe as the significant growth potential in Malaysia's
ecotourism market, attention to tourism training and human resource
development has also emerged as a priority within the Comprehensive
National Ecotourism Plan developed by the Ministry of Cuiture, Art and
Tourism (MOCAT). In the last decade, MOCAT, the Malaysian Department
of Wildlife and National Parks, the University of Putra-Malaysia and PATA
(a regional tourism coordinating body) have begun specialised training and
licensing of ecotourism guides. Since 1999, a curriculum involving
multiple guide certification levels has been in existence. According to
Dr Zaaba Zainol Abidin, who has helped lead these developments for the
Department of Wildlife and National Parks, demand for professional guide
training courses in Malaysia is high, especially for localised nature guides at
the community level (Abidin 2000).

As they were in most of South-East Asia, foreign arrivals to Malaysia
were down in 1997-98, due both to the 1997-98 economic crisis and the
dense haze created by Indonesian forest fires during the same period. Since
then, however, Malaysia’s tourism industry has shown signs of significant
recovery. The return of clean air and better economic times promises to
re-establish the tourism growth trends that characterised the region
throughout most of the 1990s. Most indicators point to a 1-2 per cent
economic growth rate in 1999, with even greater growth in 2000 (Bridges
1999). Indeed, all indications are that Malaysia’s tourism industry is
following suit. According to PATA (1999), for example, first quarter in-
bound tourism to Malaysia was up 41 per cent compared to 1998. And even
during 1997-98, when the economic crisis, political unrest and Indonesian
fires combined to slow international tourism in Malaysia, tourism
continued to advance as an ic player. A ing to i
government  statistics, during this time the number of lodging
establishments in the country grew by 4 per cent and the number of rooms
grew by 10 per cent. The average number of nights spent in lodging
establishments also grew, rising 6 per cent from 1997 to 1998. Barring
serious economic setbacks and political unrest, these figures suggest a
bright future for Malaysia’s tourism industry and, along with it, a growing
need for ion and training, including that of p i guides.

Guiding, as an important sector of Malaysia’s tourism industry, stands
to grow in the coming years. A primary factor underlying this growth will
be the country’s myriad natural tourism attractions. Guided tours to
Malaysia promise to put visitors in close proximity to an amazing array of
plant and animal life. Situated in the western half of the Indo-Malayan
archipelago, Malaysia is located in the heart of Sundaland, identified by
biologists as one of the world's few ‘Mega Biodiversity Hotspots”
(Mittermeier et al. 1999). More than two-thirds of the country is jungle, and
expanses of mangrove-lined beaches remain intact, especially along the west
coast and in Borneo. To protect these resources, a well-managed national
protected area system has grown up, which now includes some 39 national
parks and wildlife reserves covering a land area of about 700,000 hectares,
or nearly 6 per cent of Peninsular Malaysia (Elagupillay 2000; Cochrane




152 Malaysian business in the new era

1993). Ccntzmcd in lhese pmlecxed areas are some of Asia’'s most
and b Recent tourist guide books
(such as Cheam and Cheam 1998) promise tourists opportunities to see
staggering plant diversity, including more than 8,000 species of flowering
plants, 2,000 species of trees, 200 palms and 800 species of orchids.
Likewise, thousands of wildlife species, many endemic or unique to the
region, inhabit the jungles and coastlines of Malaysia (Cheam and Cheam
1998; Mittermeier et al. 1999). Protected in some of Malaysia's wildest and
most remote areas are more than 200 species of mammals, including tigers,
and the 2 i along with tapirs, wild cats, bears,
deer and, of course, many species of gibbons and monkeys, all of world-
wide appeal to tourists (Cheam and Cheam 1998). Since many tourists will
not venture, or do not know how to venture, into such wild areas alone,
skilled and knowledgeable guides for them will be in high demand.

Despite these outstanding natural assets, however, many of Malaysia’s
biological features and natural attractions are very similar to those of its
neighbouring countries and, as a relative latecomer to the international
tourism scene, the country is having to work very hard to compete in the
international marketplace (l\hnllfah and Tnhlr 1997). ngh—qualuy
interpretive guides represent an
operators and destinations aiming to tap into this highly campeuuvc yet
highly lucrative market segment. Little doubt remains that the demand for
nature-based tourism is gm\vmg i y worldwide, and
that guides are playing an i role in facilitating quality
experiences, particularly for visitors from comparatively wealthy countries
who are unfamiliar with tropical environments.

Course context

It is important to note that the Panamanian interpretive guide training
programme, upon which uus rescarch is based, was initiated by a local
ial tourism d: P , the Gamboa Tropical Rainforest
Resort. The resort owncrs approached the authors for advice on the
development of a staff training programme and invited them to participate
as trainers. Given the lack of precedence for such training in Central
America, the resort sought and was able to obtain the financial support of a
number of public organisations that made it possible to open the course to
the wider community. The US Agtncy for Inlcmauonal Develcpm:m
(USAID) through its global i and C
Project (GreenCOM), the University of Idaho, RMIT University, the
Smithsonian Tropical Research Institute (STRI), several Government of
Panama institutions and a number of private tour operators contributed
direct funding, sponsorship of individual trainees, or in-kind support such
as donated teaching time, training facilities, accommodation for trainees and
training materials. Despite the wide range of cxlcmal donors, however, the
course was a he ry mumuvc and p of the course remained
with the P i p ly listed. The authors worked
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with a planning team that included representatives of many of these
organisations, providing expert advice where it was sought.

The authors were able to draw on their combined backgrounds in tourism
planning, and i interp ion as well as their
international experience as researchers and educators that included training in
15 other developing countries. The course content was also informed by a
review of the literature pertaining to tourism, training and environmental
interpretation, with particular attention given to training in developing
countries and adult leaming theory (see, for example, Weaver 1998; Rios
1998; Kaye and Jacobson 1995; Huszczo 1990; Ham et al. 1993; Ham and
Sutherland 1992; Ham et al. 1989). A related body of literature used was
that of competency-based training and, in particular, the work of industry
bodies in Australia and Canada that identifies the i )
standards deemed to be necessary for interpretive tour-guiding (CTHRC
1996; TTA 1999). In summary, every attempt was made to develop the
course based on methods and objectives that were educationally sound and
industry-relevant.

The final curriculum was a six-week full-time course of study consisting
of two broad substantive areas: (1) knowledge about the natural and cultural
heritage of the destination country and (2) interpretive guiding skills, In-
country experts from STRI and other isations assumed ibili
for component 1 and the authors were largely responsible for delivering
training on interpretive tour guiding 2).

Methods

Although stories of success and failure abound in international
development circles, a body of theory and research related to guide training
has yet to accumulate. Few systematic attempts have been made to evaluate
or assess training aimed at local guides, probably because those responsible
for delivering training have little understanding of or interest in research or
training evaluation. The literature on training evaluation (Kirkpatrick 1983)
was useful in providing a and identifying potential research tools
for assessing this training program. Kirkpatrick links evaluation to levels of
learning and notes the i of i ppropriate to
what is being evaluated: trainees’ reactions (level one), trainees’ learning
(level two), trainees’ behaviour (level three) and organisational results (level
four). Others (Gardner 1993; Moore 1993) note the need to use a

ination of qualitative and itative methods and when
assessing training outcomes.

Three main assessment methods informed the data collection. The first
was a pre- and p ing self- i ire that was
administered 1o each trainee. The statements in the questionnaire were
carefully worded y that to the course's
learning objectives. These aimed to measure learning at Kirkpatrick’s level
two evaluation. Trainees were asked to rate themselves as *not competent’,

, or* on 41 that covered
learning outcomes related to: introduction to ecotourism and the role of an

Stidhss
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ccotour guide;  visitor  profiles, motivations and expectations;
communication and interpretation; customer service; leadership; intercultural
communication and special groups; group management; minimal impact.

Trainees the , although some
trainees with Ilmucd Illcmcy were allowed to respond to the questions
orally. The pre-trai were in two parts during

class time prior to covenng the subject material; the post-training
questionnaires were completed during class time on the last day of the
course.

The second data collection method sought to measure trainees’ reactions
to the training (Kirkpatrick’s level one evaluation) via v:rbal and written
feedback and, in i a trainee: £l Journal. Each
trainee was given a notebook and carbon paper and was invited to write or
draw on a regular basis in this journal. The purpose of the journal was
explained verbally and was also printed on the inside cover of the trainee’s
notebook. Trainees were told that the journal was meant to help them
understand and apply what was being taught in the course. We stressed that
the purpose was not to test their ability as learners, but that it would help
us 10 see where we were doing a good job and where we could do a better
job as teachers. On some days, particularly early in the course, trainees were
given specific suggestions as to what to draw or write in their journal, for
example to draw themselves as a leamer, or to describe the most useful
thing they had learned that day.

While journal-writing initially created some anxiety for some trainees
(notably the less literate trainees), it proved to be a significant creative
outlet for most of them. Unlike reflective journals in university classes
(which are regarded as very private musings often done with a considerable
degree of self- and ), at the guides' insi:
these journals became the subject of classroom discussion and sharing
which led to cohesiveness and bonding among many of the trainees.

The third method was our own and others' (non-trainees) observations of
the trainees (Kirkpatrick's level three evaluation). After each full day of
training, Weiler and Ham debriefed each other about observations made
during the day and made written notes of these so that they could be
considered in aggregate form following the course. In addition, the intensity
of the training programme meant that there was considerable opportunity for
informal discussion. Because trainees had only to attend and participate,
rather than be formally assessed and graded as an outcome of the course,
there was a greater willingness to discuss difficulties and successes openly
with the trainers and with other course observers. Trainees were observed
applying what they had learned in individual talks and guided walks, and
were videotaped and informally assessed by some of the training sponsors at
the end of the six weeks.

Findings: Five lessons learned

The Panama guides course was seen as the first of a series of courses of
its type that will be offered in Panama and elsewhere in the Latin American
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and Asian tropics in the next five years. As a prototype effort, the course
therefore an i ity to begin to dq lessons
about the effective training of local interpretive guides,

Five lessons stand out among the many that were leaned in delivering
this course,

Lesson one: Recruiting and selecting trainees was critical to success

The course planning team put considerable thought into how the trainees
were recruited and selected, with a focus on providing training opportunities
for local and indij P i less of formal educati
background or language ability. Of the 34 participants, about half were
indigenous, from three different cultural groups, most with fewer than six
years of formal ed The range of educati level is indicative of the
diversity of the group: from functi illiterate to university-ed; d.
About one-third had mid to low literacy, while about half had high school
education. The group also showed diversity in language skills. The course
was taught in Spanish, sometimes with the aid of simultaneous translation.
Several trainees spoke limited Spanish and needed translation into their
indigenous languages, while half a dozen were bilingual (English and
Spanish). Trainces were both male (two-thirds) and female and ranged
widely in age (17 to about 50). A number had some experience as guides;
about five had extensive tour guiding experience.

Many of the trainees, especially those with little or no formal education,
felt a measure of trepidation at being in a classroom, even though the
teaching facilities and classroom layout were very carefully chosen to
minimise this reaction. Most of the first day of the course was spent in
activities and discussions designed specifically to reduce these anxieties. It
was obvious from verbal and written feedback from the trainees on days two
and three of the course that this was appreciated, and was also very evident
in the change in atmosphere in the classroom that, by the end of day three,
was very relaxed and inviting. This was so noticeable that several of the
guest speakers and course sponsors who dropped in to observe the course

d on how positively charged the cl. felt.

Very carly in the course, the diversity of the trainees became a strength
upon which the trainers and trainees could draw. The trainees mentioned
this frequently, both verbally and in their jounal entries. One trainee wrote,
for example, ‘Learning to me means taking advantage of the experiences of
my classmates’ (Janett). And another revealed that, ‘my classmates are
experts in their own area. They help me leam about biology and
environmental interpretation’ (Aris).

Lesson two: Collaborative teaching and learning were necessary in this
course

Tumning a large and diverse group of trainees with variable leaming
styles and needs from a liability to a strength was made possible by making
extensive use of collaborative teaching methods. Throughout the course,
short lectures of 30 minutes or less were used, interspersed with individual,

IS
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two-person and small-group exercises and activities. With the trainers taking
extra care in how individuals were allocated to work groups, even assigned
reading exercises could be undertaken collaboratively.

It was important to continually vary the work groups in both size and

ip, as this was a resi ial training pi and there was
certainly polermal for conflict and intolerance. The common li ing quarters
were used as a tool to facilitate out-of-classroom leamning and various tasks
were assigned, usually as group assignments, to reinforce the classroom
learning and make the most of time spent away from family and kinship
groups, a difficult experience for some.

Work groups provided an important opportunity for trainees to observe
the leaming of others and to help their peers learn, but this had to be
managed skilfully so as to make it a rather than
experience. As Marciel, one of the indigenous pamcmams wrote in hls
journal, *We must criticise each other but only in a constructive way."
Sometimes trainees wrote about the learning of others, indicating how this
had enhanced their own leaming, for example: *I'm worried about my other
classmates—they don't have the knowledge to understand. We must have
patience and tolerance’ (Luis). The tone and expecrauons set by the Immers
were critical factors for nurturing a coll; rather than a
learning environment. We believe that establishing this atmosphere was
centrally important in the success of the course.

Lesson three: Trainees must be encouraged to learn and perform at their
own levels

Class exercises, discussions and assigned activities such as reading and

reflective journal writing were always preceded by a statement about the

and p of the trainers. The message was

consistent: trainees were expeclcd to put in their best effort, pamupme in all

learning activities and reflect on their learning and progress in the context of

their knowledge and skills at the beginning of the course. Trainees were
actively discouraged from comparing their progress to other trainees.

A variety of training methods were used to ensure that those who felt
uncomfcnable or unable (o learn from on: (:achmyleammg style (such as
) would benefit from other
slyles (GmlufT 1996; Gmdncr 1993). threver possible, individual learning
objectives were addressed with multiple methods in the classroom,
including small group discussions, written exercises, debates, role-playing,
skits, chalkboard activities and practical exercises to demonstrate

(for example, pi ing talks and guided tours around the
local environs). Trainees were invited to comment at the end of each day, or
write in their journals, about which leaming activities they found beneficial
and what they had learned. This was always encouraged in the spirit of ‘we
are all here to leamn and improve' and resulted in frequent feedback on how
much they enjoyed and leamed from the various hands-on classroom
activities. Several trainees indicated that they were nervous or felt shy about
some of these acuvmcs bul ncknov.lcdgcd lh:ll these were important
barriers to api P guide: ‘I was
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nervous because | didn't know anyone. Then I was happy because I
developed good relations with my classmates® (Cirelda). ‘I really liked
sharing experi with my kes me a better guide
(Michael). *It"s important to put into practice what you hear’ (Azalia).

Individual responses as well as mean scores on the pre- and post-training
questionnaires were examined to identify the extent to which trainees felt
they were competent and to explore whether particular teaching techniques
and activities were associated with ‘better’ results with respect to
competencies. The results proved useful in providing some indicators of
trainees’ ptions of th and their i

As a group, respondents’ post-training scores were better (mean = 2.8 on
a scale of one to three) than their pre-training scores (mean = 2.1).

ination of trainees’ pi ining self- revealed that some of

the indigenous participants had very low opinions of themselves prior to the
training, although a few also rated themselves as competent on several of
the Not isingly, a few of the i guides had fairly
high opinions of their pre-training skills. Our research did not include
objective assessments of actual pre- and post-training competencies, only
the trainees’ self- of their own i

Examination of the post-training scores revealed the trainees’ self-
evaluations as a group, as well as some individual differences. For example,
10 out of the 25 trainces who the post-training i i
rated themselves as ‘competent’ (a mean score of 3.0 on the 41 items) after
the training. This compares to no trainees (out of the 26 who completed the
ini i ire) rating I as before the

P
training.
The statements on which the trainees consistently rated themselves as
most competent overall were three associated with interpretation and
icati two i with ip, one i with
i and one iated with minimal impact. Our
notes and observations indicated that these competencies correspond to
those that were reinforced through collaborative activities in the classroom
and practical exercises requiring the trainee to apply the knowledge being
taught. The statements on which the trainees rated themselves as ‘least
competent overall were those that were entirely lecture-based.

These results, taken together with the journal entries and verbal feedback
to the trainers, suggest that collaborative learning together with participatory
training techniques were largely responsible for the success of the course, as
measured by the trainees’ satisfaction with the course and their self-ratings
of competencies. As Rosalba wrote, *The experience of sharing with people
so different, learning a way of communication that most probably will help
us on the road of becoming better cach day, makes me feel happy and
satisfied for being here’. And Crecencio added, ‘After these three weeks, the
course for me is incredible because we have leamed so many new things that
I'would not be able to count them. 1 feel very happy with the talks and
explanations by the teachers and scientists—very professional.”
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Lesson four: Delivering cost—effective guide training is an important
sustainable development strategy

One of the real challenges of interpretive guide training is making it
affordable to those who have the most to gain from it. Besides the actual
cost of the training, which is certainly high, there is the opportunity cost of
attending a six-week residential course: many just cannot afford to be away
from family and a regular income for that long. The costs to the participants
must be reduced, but without sacrificing the quality of the training.

In the short term, courses such as the Panama guides course, which was
largely subsidised by aid agencies and non-profit organisations, will
continue to rely on funds from wealthy developed countries. If these courses
can on the of ised but curricula,
teaching methods and training materials and on training in-country trainers,
then the long-term costs of training can be greatly reduced.

Lesson five: Training in-country trainers is essential for ensuring that
ecotourism is of benefit to host economies

The benefits of a train-the-trainer approach are obvious: many countries
(whether developed or ping) cannot i fund outsiders to
deliver training, particularly when we consider that guide training is not a
one-shot effort but a lifelong undertaking. In addition to careful selection of
trainees who are able, willing and motivated to become ‘multipliers’, the
training approach needs to incorporate techniques that develop and nurture
the individual from being able to deliver one-on-one training on the job, to
small group training, to classroom-based teaching. There needs to be
infrastructure and support to assist in-country trainers to develop their own
training ials, to access up-to-date i ion and and to
continually upgrade their skills and sustain their enthusiasm for training.

Conclusion

This chapter has reported the findings of the first phase of an on-going
research project that is monitoring the delivery and
of training programmes for interpretive guides in both developed and
developing tropical countries. This research is particularly important and
timely for countries such as Malaysia that are relative latecomers to
ecotourism. Malaysia has long been rich in natural and cultural resources,
but both its national and state parks and tourism authorities arc now taking
amore p ive role in keting and { ture-based tourism in a
way that is both i and inable. Well-trained
guides are an essential clement of this strategy, and well-researched training
programmes are critical to producing and nurturing good quality guides.
Building on the lessons leamed from the training initiatives of other
developing ies is an i means to achieving both high-quality
training programmes and high-quality ecotour guides.
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The Panama guides course was a short-term success from many
perspectives, including the trainees’ satisfaction with the course and their

If- of their own ies. The sponsors of the course and
those who observed the guides in their final practical exercises also describe
the course as a resounding accomplishment. But what is most important is
not that this initial course enjoyed some measure of success. More
significant is that we are beginning to achieve a systematically derived
understanding of why, which of course is critical for drawing lessons for
Malaysia. The long-term outcomes of this type of training are still unclear,
both with respect to the trainees in the course and the multiplier effects of
the course. This will be the focus of our continued research on guide
training in Latin America, the Caribbean, Asia and the Pacific in the
coming years. This will include the development and systematic testing of
instructional aids and curricula that have potential for standardisation and
other cost-saving training strategies.

As a final note, we wish to acknowledge that our research did not assess
the actual pre- and post-training competencies of the trainees, only the
trainees' self-assessments of their own competencies. There is a great need
for more extensive and long-term research on whether trained guides are
actually able to deliver the promise of ecotourism, that is, to provide
accurate and compelling interpretation of sites and features and model
appropriate envi | and cultural iour (Kis ick’s level three
evaluation), and whether this leads to maximising the positive and
minimising the negative impacts of tourism (Kirkpatrick’s level four
evaluation). Only if we work towards measuring the extent to which they
are able to achieve these lofty goals can we reach our goal of assessing the
guide’s contribution to a sustainable future. In the meantime, documenting
the lessons of the training of interpretive guides is an important step
towards sustainability, and this is the spirit in which these lessons are
offered to Malaysia.

Endnotes
' Funding for this project was provided by the Academy for Educational
Development, Washington, DC, through its worldwide Environmental Education
and Communication (GreenCOM) Project, which is jointly funded and managed
by the Centre for Environment, Centre for Human Capacity Development, and
the Office for Women in Development of the Bureau of Global Programs, Ficld
Support and Rescarch of the US Agency for International Development (USAID),
and a buy-in from USAID/Panama. Co-funding from the Gamboa Tropical
Rainforest Resort, Panama and the Smithsonian Tropical Research Institute
(STRI) is also gratefully acknowledged. In addition, the authors want to express
their gratitude to the many isati that ips for the
Panama guides course including Special Expeditions, Inc., the Organisation of
American States (OAS), USAID/Panama and USAID's Central America Regional
Natural Resources Project (PROARCA/CAPAS) that is managed by International
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the authors” alone and do not necessarily represent the views of any of the above
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Economic growth, international
competitiveness and public service
moral values: A study of Penang Island
Municipal Council officers

Ali Haidar, Len Pullin and Lim Hong Hai with
Owen Hughes

Introduction

This study is concerned with the potential impact ofpubhc servnce moral
values on Malaysia's ic growth and i
The Malaysian case is significant because i in Malaysia the governmen( plnys
a leading role in both social and This
leads to a highly discretionary style of public administration where lhc
moral orientations of public servants are a crucial factor in achieving the
country’s social and economic goals,

It is critical for any country to develop an understanding of its public
service moral values, but even more so for a country like Malaysia, which
relies heavily on this the public sector for social and economic success
because of the nature of its development policies. Therefore the aim of our
research has been to develop a greater understanding of the moral
orientations of Malaysian civil servants. To achieve this, an empirical study
was conducted on the moral values of higher level officers of the Penang
Island Municipal Council (MPPP). Our respondents included heads and
deputy heads of departments. To support this, and to broaden the findings,
we have utilised anecdotal and other secondary data on civil servant value
orientations at the state and federal levels.

The chapter identifies and di the iri used in this
study, then outlines the research methodology, reports on the questionnaire
survey results and finally discusses the findings and their implications. But
ﬁrsl we will consider lhc role of the publu: service in Malaysia’s economic

and i i in greater detail.
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The role of the state in economic development and international
competitiveness

Since Malaysia gained independence, its economic performance has been
exceptionally high compared with that of many other Asian countries
(Means 1991, p. 279; Crouch 1993, p. 141. A key factor in this development
is the country's political stability (Means 1991, p. 283). Unlike some other
countries in Asia, Malaysia has not experienced any military coups since
independence and as a result has maintained constitutional continuity. In the
view of Crouch (1993, p. 153) Malaysian society is a socially harmonious
one p to many other i societies.

It is important to note that governments play a key role in establishing
and maintaining the social, ic and legal of instituti
and the general social environment in their countries. In the context of
Malaysia, Mahathir Mohammad, the current Prime Minister and the
architect of modern Malaysia, clearly supports this notion in identifying
that:

The state cannot of course retreat totally from the economic life of
Malaysia. It will not abdicate its responsibility for oversecing and
providing legal and regulatory framework for rapid economic and
social development. The g will be p to ensure
healthy fiscal and monctary management and smooth functioning of
the Malaysian cconomy. It will escalate the development of the
necessary physical and the most ive business
environment-consistent with the social priorities (Karim 1992, p-32).

However, this role is not at the expense of private sector involvement.
The state in Malaysia under various policies including *Malaysia
Inc " has fc da biotic relati ip between the public

and the private sectors.

The private sector was expected to be the primary engine of growth
for national development. This meant that the public sector is to play
the supportive role of providing services to facilitate, assist, advise,
coordinate and ensure that the activities of the private sector are
consistent with national objectives and national interests (Karim 1992,
p.49).

Whilst one can identify that the state and the private sector both have a
role in the economic, political and social success of a country, it is more
difficult, if not impossible, to indicate who contributes what, and in what
proportion. However, within a politico-administrative system, the
development and maintenance of a healthy and understanding relationship
between politicians and bureaucrats plays an important role in the
maintenance of political stability and, thus, economic success and social
harmony. A key factor in this relationship is the moral values exhibited by
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civil servants and the underpinning ethos or moral framework that supports
them.

In terms of Malaysia, the Malaysia Incorporated policy contains elements
that hasise the signi of creating priate moral values among
civil servants (Taib and Mat 1992, p- 432). Given that this was achieved,
and Malaysia's strong economic growth, political stability and social
harmony are a testimony to this (sce Means 1991, p. 283), then it is
important that Malaysia continues to maintain and support these values.
However, surprisingly enough, there has been very little systematic
empirical research on civil servant moral values in Malaysia.

Conceptual framework

In the Malaysian context, the only discernible study on Malaysian public
servant ial values was di by Puth: y (1978) on federal
government employees in the late-1970s. A more recent trend in Malaysian
studies in this area is for researchers to examine the moral values of private
rather than public sector managers (Westwood and Everett 1995; Zabid and
Alsagoff 1993; Gupta and Sulaiman 1996). Besides concentrating on the
private sector, these studies focus on such issues as bribery, falsifying
reports, expense accounts, and the degree of career orientation, which are
outside the focus of the present study.

In this study we examine what Quinlan (1993, p- 542) has termed the
“ethics of role”. The focus is on the moral values that guide civil servants in
their relationships with their superiors, who are usually politicians in office,
and the civil servants’ relationship to the general public. Moral values are
concerned with the performance of one’s duties. In this context, they are
observable in the ‘ethical i of everyday b ic di i
in public policy, in which public officials translate government policy into
effective programs through the endless acts of advice, amendment,
impl, ion, pi ion and ion of public policies’ (Uhr 1988,

p. 110).

Following Durkheim, with the aim of situating the research in ‘current
practice’, we focus on the actual moral orientations of public managers
rather than the preachings of public *moral phil, o
(Durkheim 1953, p. 76). In other words, the focus of the research is on
“descriptive” rather than ‘normative’ ethics where the descriptive ethics
focus examines ‘the cthical beliefs and practices of given societies or
people...They tell us what is in different cultures...[whereas)...moral
philosophy is distinctly normative rather than descriptive. It is about ideal
behaviour about what should be..." (Pojman 1989, p. 4).

This study is not concerned with what Uhr (1988, p- 109) called the
‘orthodox approach to public service ethics' that deals with ‘conflict of
interest, especially bribery and illicit financial gain...". The terms morality
and ethics are used interchangeably in concert with Thompson (1985), on
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the grounds that *Historically both terms refer to fairly much the same
thing..."ethics” is of Greek origin and “morality” is of Latin origin' (Uhr
1988, p. 113).

It can be safely stated that the one question in public management that
has never been satisfactorily resolved is, ‘whom should public servants be
serving'? Al least three broad claims on public service loyalty can be
identified.’ One tradition suggests that politicians are partisan while public
servants are non-partisan. As a result, the latter should be overlooking the
activities of politicians in order to serve the public interest. Public managers,
remaining above partisan politics, follow a ‘service ethic', Jackson (1987;
1988), for example, advises that public servants are obligated to work for
‘public interests’.

Constitutionalists in the UK and Australia and other Commonwealth
countries have consistently advised public servants engaged in providing
independent advice to remain independent of the duly elected
representatives of the people and follow the neutrality ethic (Armstrong
1989 Quinlan 1993). In contrast, there has recently emerged a very strong
vocal group who argue that public servants should be responsive rather than
independent. They should be responsive to the ideologies of their political
masters and their role should remain confined to the implementation of
policies formulated by their political masters (Rourke 1992; Aberbach and
Rockman 1994).

In order to conduct an empirical study on the moral orientations of civil
servants we isolate conceptually distinct elements on which these moral
types vary. Three elements have been conceptualised which can be
considercd as dimensions of PMM. They are object of obedience, degree of
anonymity, and degree of partisanship (see Table 11.1),

Table 11.1: Public management morality (PMM): Dimensions and
patterns

Dimensions Moral Pattern Continuum
Service Neutrality

Objectof Public Intcrest Law/Public Interest/ ~ Superordinate
Obedience Superordinate
Degree of Partisan for Public  Non-Partisan Partisan for
Partisanship Interest Superordinate
Degree of Conditional A N
Anonymity (Public Interest

These d are used to 1 i of three moral ideal

types: the service type, the neutrality type, nnd the responsive type.
Neutrality ethic

The neutrality ethic appeared with the emergence of the modern public
service and is usually associated with it (Heclo 1975). The notion of
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neutrality is not new and has been the subject of extensive discussions.
Neutral managers are obedient to the law, not to individuals (Aucion 1997;
Caiden 1996; Wright 1977). They only obey lawful instructions and if they
need to in about unlawful they do so by utilising proper
channels, and ilabl (Armst 1989). Neutral
managers serve the elected representatives from a broad spectrum of
political affiliations with equal loyalty (IMM 1995, D2; Williams 1985) and
do not show bias or partiality to any political party or to any political agenda
or view (Aberbach et al. 1994; Armstrong 1989). Neutral managers are
anonymous, they do not comment publicly on public policy issues without
proper authorisation and do not disclose official secrets (Armstrong 1989;
IMM 1995; Williams 1985).

Service pattern

Service-oriented managers serve the public interest. It is *unethical for a
public servant to be indifferent to the public interest' (Jackson 1988, p. 249).
The service ethic demands that public managers serve their superiors so
long as the latter work in the public interests (Jackson 1988, p. 247).
Therefore they implement only those policies that they believed to be in the
public interest. Service-oriented managers, in their advice, are only
concerned about ‘public interest’ and not about the interests of their
superiors at all.

The service cthic requires managers (o resist and obstruct policies that
arc against the public interest. Their resistance includes, but is not limited
to, engaging in secret whitc-anting from within if necessary, and even
leaking information. *There are occasions when leaking serves the public
interest. Leaking may always be illegal but it is not always unethical or
immoral® (Jackson 1988, p. 248).

Responsive pattern

Responsive managers are loyal to the wishes of their superiors and their
programs (Aberbach and Rockman 1994, p. 465). They implement any
policy determined by their superiors (Aberbach and Rockman 1994,
pp- 462-463). These managers arc not obedient ‘to the letter and spirit of
existing law or considered advice, but committed believers who would go
about doing whatever was necessary to achieve [their superiors'] policy
goals' (Aberbach and Rock 1994, p. 466). Responsi while
advising, provide information that supports superordinates’ ideology,
suppress information that goes against it, and fabricate data in order to
support the policies of their superiors. They slant conclusions drawn from
information and provide advice that bolsters superiors' ideology or policy
commitment (Rourke 1992, p. 545). It follows then that responsive
managers would not hesitate to make public comment and disclose

{ |
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information with the intention of helping to gathering support in favour of
the policies of their superiors.

These three patterns are utilised as a basis for the comparison and
analysis of the managers’ actual pattern of moral values. They are analytical
rather than normative constructs and, in reality, the actual moral orientations
of may combine istics of one or more of these patterns.

Research methodology

The empirical data was collected from local government council officers
in the state of Penang, Malaysia. The Penang local council was established
in the British tradition in 1913 (Norris 1980, p. 10). There are currently two
local government units in the state of Penang: Majlis Perbandaran Pulau
Pinang (MPPP)—the Penang Island Municipal Council and Majlis
Perbandaran Seberang Perai—the Seberang Perai Municipal Council.

This research concentrated on senior MPPP council officers, heads and
deputy heads of departments, who are directly appointed by the council. In a
statutory sense, these senior officers have secure employment, as the council
can only dismiss them from office, impose penalties on them, or have their
ranks and/or salaries reduced with the *prior approval of the state Authority’
(Local Government Acl 1976, ss. 16 and 17).

The survey i were hand-deli d to the 21 heads and
deputy heads of all the departments of MPPP and a 100 per cent response
rate was achieved. The majority of respondents were male and possessed
postgraduate qualifications. They came from many different policy and
functional areas of the council, including corporate affairs, human resource
management, customer service, strategic planning, budget and finance and
community services. The study is also well represented in terms of the
levels of managerial position held by senior officers but is limited to those
officers who deal directly with councillors. Hult suggests that the inclusion
of such diversity strengthens the inferences that ‘can be drawn from the
observation of similar outcomes. If similar results are reported despite these
differences, then the validity of the results is enhanced (cited in Felts and
Schumann 1997, p. 364).

The authors are aware of inherent limitations in the study regarding the
small number of respondents (n=21), the reliability of self repomng.
potential social desirability bias in the resp
of value terms and the general lack of reference lo a specific prohlcm or
decision or moral dilemma (Frederick and Weber 1990, p- 128). As the
respondents are from the one workplace, this may have the potential to limit
the diversity of their views in some aspects.
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Results

The responses in Table 11.2 indicate that the object of obedience of most
of the MPPP officers is the law or legal framework (Q2.1 and Q2.2 = 76 per
cent support for lawful orders). Interestingly enough, there was a significant
proportion (Q2.3 = 52 per cent) that identified their loyalty as being directed
towards the public interest.

Table 11.2: Object of obedience (n = 21)

Agree%  Notsure% _ Disagree %

Q2.1.  Timplement all 9.52 1428 76.19
orders of my councillors

even if they are not lawful or

are against public interest

Q2.2.  Icarry out only 76.19 9.52 1428
lawful orders of the

councillors

Q2.3.  lonly implement 52.38 3333 1428

orders which, in my view,

are in the public interest.

The findings confirm that many officers are not necessarily responsive to
the councillors® wishes. They are more likely to implement policies that are
lawful, and those that promote the public interest. The findings indicate that
MPPP officers combine the neutrality and the service ethic in this
dimension.

In terms of the degree of partisanship (Table 11.3), it is clear that all of
the respondents (Q3.2 = 100 per cent) adhere to rules and regulations while
they implement policies. A significant majority (Q3.3 =91 per cent), state
that when they implement policies they also endeavour to make them as
consistent as possible with the public interest.

A strong identification with the public interest is also demonstrated in
that a significant majority (Q3.5 =86 per cent) state that they take into

ideration both the of the i and the public interest.
Furthermore, a sizeable majority (Q3.6 = 67 per cent) also identify their
primary consideration as the promotion of public interest issues when they
give advice to councillors. In contrast, none of the officers stated that they
only consider the preferences of the councillors in their advice (Q3.4).
However a small percentage (Q3.1 = 14 per cent) endeavour to promote the
interests and preferences of the councillors while implementing policies.
Therefore, we conclude that MPPP officers in their role as advisers to the
councillors also combine the neutrality and service ethical patterns.

Unlike the above two dimensions, the MPPP officers were extremely
categorical in their responses to the question on anonymity (Table 11.4). All
of them were completely neutral rather than responsive or service-oriented.
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Table 11.3: Degree of partisanship (n = 21)

Agree %

Not sure % Disagree %

Q3.1. I promote the
interest of the councillors and
the ruling party while
implementing policies

Q3.2.  limplement policies
impartially and in accordance
with rules and regulations

Q3.3.  While implementing
policies | make them as
consistent as possible with
the public interest

Q3.4.  While advising |
only consider the preferences
of my superior and nothing
clse.

Q3.5. While advising |
consider both the preferences
of councillors and the public
interest

Q3.6. While advising my
primary consideration is to

promote public interest

14.28

100.00

90.47

0.00

85.71

66.66

28.57 57.14

0.00 0.00

4.76 4.76

76.19

23.80

4.76

19.04 14.28

Table 11.4: Degree of anonymity (n = 20)

Agree %

Notsure % Disagree %

Q4.1. I make public
comments and disclose
information to promote
public support for the
councillors

Q4.2. I never make public
comments or disclose
information without proper
authorisation

Q4.3. 1 comment publicly
and disclose information
even without authorisation on
policies that are against

public interest.

5.00

100.00

0.00

20.00 75.00

0.00 0.00

10.00 90.00
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None of them would make public comment without proper authorisation
(Q4.2 = 100 per cent). They stated that they do not make public comments,
nor do they disclose information even if they feel that a certain policy they
are implementing is against the public interest (Q4.3 = 0 per cent). This is a
curious situation because a large majority of officers have indicated that
they identify with the public interest when they advise and implement
policies. However, they remain completely silent and act as anonymous
implementers, even if they feel that a certain policy is against the public
interest. There was virtually no support for the possibility that officers make
public comment in any form (Q4.1 = 5 per cent).

In summary, there is a clear indication in the responses of MPPP officers
that they exhibit aspects of both the neutrality and the service patterns in
terms of their object of loyalty and degree of partisanship. In general, they
tend to emphasise the public interest in advising councillors and in
implementing council policies. The officers appear to believe that it is their
duty to look after the interests of the community. However, in contrast to
this, they would not leak confidential information or make public comments
even if they believed the public interest to be threatened. Interestingly, a
small minority of officers displayed a responsive orientation in terms of
object of loyalty and degree of partisanship. These officers were loyal to the
preferences and wishes of councillors and were ready to interpret
i ion to the requi of i

Discussion

The data indicate that MPPP officers have a tendency towards both the
neutrality and the service ethical patterns. However, having said this, we see
that the neutrality ethic is the most dominant ethic and MPPP officers are
not alone in the Malaysian civil service regarding this trait. One top level
federal civil servant has stated:

Malaysian civil servants closely adhere to the concept of civil service
neutrality. The change in State Governments, cither from an
opposition party to the National Front or vice versa, as has happened
in the states of Trengganu, Penang, Sabah, and Kelantan, did not in
the least impair the efficiency and dedication of the Civil Service to
the party in power (Omar 1980, p. 255).

The study has shown that MPPP managers are non-partisan in their
advice to illors and in their impl ion of council policies. They
do not tailor their advice to suit the political ideologies of councillors. The
MPPP officers believe in complete anonymity and they do not want to have
a public face. Federal level officers also seek to maintain similar values.
Consider this statement from one of the chief secretaries to the Government
of Malaysia:




112 Malaysian business in the new era

‘We must continue to maintain and uphold our intellectual honesty in
the exercise of our responsibilitics. Our honesty in providing advice
and opinions to the Government on matters of policy, programme and
projects, in an objective manner must be maintained at all times. The
practice of this intellectual honesty must also be clearly demonstrated
in the production of reports and research for the Government (Sarji
1993, p. 46).

Sarji adds that intellectual honesty in terms of honest advice to
politicians helps to establish and maintain a healthy relationship between
politicians and civil servants, which is essential for the stability of the
political system. As he says:

There are a number of very practical reasons why integrity is so
important as you move up the hierarchy. If you are going to trust a
person with increased responsibilities, you have to be able to count on
him. This presupposes your trust and belief in him. Honesty is one of
the most important facets of personal integrity because the
Government wants to be able to trust your advice and judgment (Sarji
1993, p. 47).

In this respect MPPP officers and federal level Malaysian officers
demonstrate remarkable similarity to their local government counterparts in
Victoria, Australia (Haidar and Pullin 1999), to their local government
counterparts in South Carolina, USA (Felts and Schumann 1997) and to
their federal-level counterparts in the USA (Maranto and Skelley 1992).

We can identify several reasons for the prevalence of the neutrality ethic
among this group of managers. The most important factor scems to be a
managerial belief in a division of labour between managers and councillors.
Most of the officers (76 per cent) believe that the councillors have the right
to decide on policies. While most of the officers believe that they have a
role in the policy process, they also believe that their role is confined to
providing advice and to implementing council policies. This deference to

cians stems from the d ic values inning the i
civil service, as ified by the ing

What all these conditions mean is that civil servants should serve the
will of the people as articulated through the authority of the executive
and the legislature. Policy matters and decisions thereof should rest
ultimately with the clected representatives of the people, and all
decisions made by civil servants must be within the parameters of
defined mandates and delegated authority (Sarji 1993, p. 69).

This belief in neutrality is nothing new to Malaysian civil servants. In
fact, it seems to have been present among Malaysian civil servants since
independence. Milne, a long time observer of Malaysian political
development, noted in the 1960s that a *Western’-type democracy prevailed
in Malaysia, where civil servants took a subordinate position to politicians
because the latter were elected (Milne 1967, p. 157). It is interesting to note




A study of Penang Island Municipal Council officers 173

that the policy administration dichotomy, as it has been applied to American
local government, holds that managers have ‘no role in shaping policies’
(Svara 1998, p. 51). However, our data indicate that managers do not see
their role as dichotomous. They consider that they do have a role in policy
formulation but it is confined to the provision of policy advice.

The enduring nature of the neutrality ethic also stems from the fact that it
is a prudent principle for public managers’ own self-interest. In many
employment situations, the manager with a neutrality orientation will find it
easier to maintain job continuity than a manager motivated by service or
responsive values. The neutral manager can continue working for many
political groups, while a responsive or a service-oriented manager may find
it difficult to work for a political group that does not agree with his or her
views and attitudes. Neutrality as an ideal is ‘more understandable and
functional for career executives than other ideals such as “public service” or
“public interest™ (Maranto and Skelley 1992, p. 184). The neutral

by di ing th Ives from ready identification with any
particular group and from political intrigues, can ‘preserve their reputation
for indispensable competence and fairness’ (Caiden 1996, p. 21).

Having ids and blished some p ions for the
strong MPPP is on lity in ia, it is imp to
ine why a signi ion of MPPP also believe in

the service ethic in terms of the object of loyalty and the degree of
partisanship. We believe this is related to their attitude towards councillors.
Most of the officers (76 per cent) identify that they are more objective and
able to determine the public interest clearly than councillors. Only 14 per

cent of officers di d with the that *C i often fail to
see the public interest because they are too concerned with narrow interest’.
Only 5 per cent of officers disagreed with the that *C i

interfere with implementation to serve their own interests rather than the
legitimate interests of the public’. These findings indicate that officers adopt
service ethic values because they believe councillors are guided by narrow
self-interest.

However, MPPP officers are distinctly different in their emphasis on the
service ethic when compared to local government officers in the USA and
Australia. As such, the officers seem to be undertaking a role supposed to be
performed by councillors (Report of the Royal Commission of Enquiry to
Investigate into the Workings of Local Authorities in West Malaysia 1970,
s. 793). These findings show similarity with those of federal and state level
public servants in the USA, where public managers were found to give
lower imp to monetary i ives and higher i to work that
is worthwhile to society (Posner and Schimdt 1996, p- 231).’

In this situation, officers see th as the legiti
of community concerns and believe it is one of their duties to look after the
public interest. The belief among officers that councillors do not represent
community interests can also be related to the fact that MPPP councillors in
parti and i in Peni ia in gencral, are not

eeigg
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democratically elected. State governments (Local Government Act 1976,
5. 10) appoint them. Thus the relationship is not one between an “elected’
representative and an appointed official; rather, both have been appointed. It
follows then that officers are less likely to believe that these ‘councillors’
are in touch with people and know where the public interest lies. Based on
this, we can hypothesise that at the federal and state levels, where ministers
are elected, civil servants are less likely to display a service orientation such
as this.

Another significant finding of this study is that a small proportion of
MPPP officers demonstrated responsive ethical values. In the responsive
pattern, such respondents implement policies and advise councillors by
keeping the latter's preferences and interests in mind. A possible
explanation for lhls may be related to the nature of the MPPP officers’

legally iated in the Local G Act
I976 (s. 16). Under this Act, the i illors have an i
and at times decisive, influence over MPPP officer selection, promotion and
salary increases. Whilst committees make these human resource decisions,
the i have signi ion on them. Although it was not
tested in this study, some officers may see an advantage in being responsive
to the wishes and preference of councillors.

Prior to the mid-1960s, when local government members were elected,
the ruling or dominant party was the current opposition party. Since local
elections were abolished in the mid-1960s (Local Government Act 1976,
5. 10), the same coalition party that has been in continuous control of local
government for over 30 years, has also been in continuous control at the
Penang state government and the federal level. It should therefore be of no
surprise that Penang council officers might evince a slight departure from a
strict neutrality ethical pattern. More to the point, however, is the fact that
there is so little responsiveness reported. This can be considered indicative
of the enduring nature of public sector neutrality in Malaysia.

We can safely say, then, that the actual behaviour of civil servants in this
rescarch is a hybrid of all three model. . This is i with
Morgan and Kass (1993, pp. 179-180), who reponed similar findings in an
American study. Festinger's (1957) ‘cognitive dissonance’ theory argues
that conflict in behaviour patterns of this nature needs to be managed. It is
clear that the respondents manage this conflict by relying more on one
model, rather than another, on different occasions or in different situations.
As such, the models are sequentially invoked while remaining intact. Thus,
a civil servant may veer towards the responsive model and ‘give in’ to the
partisan interests of a politician(s) on an issue that is especially salient to the
latter, but then shift to a different model when handling another issue. For
cxample. our rcspondcms the officers, report frequent interference by

in policy i ion and lhcu' usual compliance in such
instances. The majority of d greed with the
*Councillors generally do not interfere with the implementation of policy by
civil servants’ while most agreed with the statement: ‘Civil servants
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generally comply with the requests of councillors during policy
impl, ion’. Such ism can be rati i as a necessary
adaptation to a complex, recalcitrant world.

Another strategy civil servants adopt for managing such conflict is to
drop or avoid using the conflicting requirements of two different models
that cause them the most dissonance. For example, this would at least
explain why both the neutrality and the service ethic are not completely
embraced by our respondents. They rely on these models but do not relate to
all of the dimensions in each. In each case, the dimension rejected appears
to be the one that would be most inconsistent with a combined use of the
two models. For example, in order to avoid head-on conflict with ruling
politicians, the civil servants embrace all requirements of the service ethic
except those ing public and discl They do not
expose issues of concern publicly, leak information or blow the whistle on
actions that they regard as offensive to the public interest. In some cases
these actions would be illegal, and in all cases would be scen as a blatant
challenge to their authority that is unlikely to be ignored by politicians in
office.

Conclusion
In our introd Y we identified that g play a key
role in blishing and intaining the social, ic and legal

framework and environment in their countries. There is no doubt that
through good political leadership and good government, Malaysia has
experienced significant economic success, political stability and social
harmony. A key factor in this socio-economic prosperity is the neutrality
ethic, which has underpinned the Malaysian civil service since its inception.

However, there are indications in Penang that the neutrality ethic may be
beginning to decline in its appeal and impact. There are clear indications
that the values of the ‘service ethic and, 10 a lesser extent, the ‘responsive’
ethic, are beginning to be exhibited by senior officers. This decline in
neutrality appears to be related to the ‘appointment’ rather than the
‘election’ of councillors and the power that these councillors can exert in the
senior officer human resource decision-making process. Given that the
neutrality ethic has served Malaysia so well in the past, any threat to its
continuation might well be cause for concern.

The key question to be answered is whether or not the neutrality ethic
should be maintained in this society. A clue to the answer may well rest in
another society, in another culture. Malaysia has on many occasions looked
towards Japan as a model for its development through its ‘Look East' and
‘Malaysia Incorporated" policies. In this society, collaborative relationships
between government and business are seen as a key feature of national

i and prosperity. This is d by the views of
Yanaga (1968) that resulted from an extensive study of business-
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government relationships in Japan during the 1950s to the 1980s. This was
the period when Japan experienced a similar growth era to that which
Malaysia is currently experiencing. Yanaga (1968, p. vii) stated that:
*Japan’s resurgence as one of the great industrial and trading nations of the
world," was, more than anything else, the result *of close cooperation and
collaboration between organised business and the government'.

The experiences of Japan and other developed and developing countries
suggest that, among other factors, a country needs to have a trusting
relationship between business and government. In many respects the key
government relationship is the one between politicians and civil servants.

In our view, the basis of this trust relationship in Malaysia emanates
from the historical prevalence of the neutrality ethic among its civil
servants. This is because thc neutrality ethic assures a mutually accepted
role division between politicians and civil servants, where politicians
determine policy and civil servants advise on and implement those policies.
Given this, every effort should be made to ensure that the neutrality ethic
underpinning the Malaysian Civil Service value system is not undermined.

Endnotes
' The concept of Malaysia Incorporated was introduced in 1983. It called for
cooperation between the public and the private sectors in sharing information and
responsibility for the social, cconomic and administrative development of the
country. The concept requires civil scrvants to trust the private sector. It changed
to facilitate i between the public and the private
scctors. The concept calls for business participation in the formulation of
govemment policies (Taib and Mat 1992, p. 432).
For u long list of claims on the loyalty of a public manager see Waldo (1985)
Raincy cautioned that ‘service motivation’—the duty to serve the public
t only be di ly-related to such conccpts as mon\nuon rcwam
", ‘levels of isati Y
Jjob |n\o]v=m=m. professionalism, altruism, or pm»socull behaviour. He argued thul
these concepts might even clash with the concept of public service motivation (1982,
Pp. 298-99).
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Globalisation and labour in Malaysia

P. Ramasamy

Introduction

This chapter takes the approach that economic growth in Malaysia over
the last two decades has not addressed important social concems of the
working class. More broadly, economic growth subsumed under the term of
globalisation has negatively affected the position of women, migrant labour,
plantation labour and those in the manufacturing sector. The close
accommodation between the interests of the state and global capital is
mainly responsible for this state of affairs. Given the absence of legal and
other instituti i labour has challenged the manner of
economic development by resorting to alternative forms of struggle.

Globalisation

There are multiple meanings attached to the concept of globalisation. In
a very broad sense, it refers to the cross-national flow of goods, investment,

duction and technology. For the of the isation thesis, it
has created a new world order, with new institutions and new configurations
of power that have supplanted or replaced the previous structures of
international political economy. Apart from the conventional approach to
globalisation, present debates about this concept centre on whether
globalisation represents a new epoch and whether it can be relied on to bring
about progress and prosperity. For the sake of simplicity and clarity, one
can identify two broad approaches to globalisation. One approach holds that
despite its internal di isation is hing new and has the
potential to bring economic and social benefits to humanity. The other
approach, Marxist in orientation, thinks that globalisation represents a
particular phase in the development of global capitalism and does not
contribute in any meaningful sense to the progress of human beings (Held
etal. 1999; Falk 1999; Wood et al. 1998; Amin 1997).

Itis argued in this chapter that globalisation is not a novel phenomenon
but merely represents a particular phase in the development of late
capitalism. While there are fund inuiti e aggressi

i with late italism has been ditioned by a varicty of
political, ideological and social factors. More specifically, the articulation of
globalisation in the global political economy has been made possible by the
collapse of the socialist ive to capitalism. At the irical level, the
collapse of socialism in the Soviet Union and Easten Europe and the
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attempts made by the existing socialist or communist countries to
incorporate capitalist elements for modernisation have undermined the
search for a new alternative.

Labour studies

The many works on labour in Malaysia can be categorised into two
principal groups based on their ideological, political or normative position.
The first category consists of historical and contemporary works that accept
the m:vuah]y of the capuahsl formula. Variations and differences

ing, it is this inevi ty that has predi this category to
conceptualise, theorise and discuss labour i: issues and problems within the
framework of capitalism. These works invariably call upon the state or
employers or both to embark on more humane labour policies, or
alternatively urge labour unions to take a more vigorous role in defending
existing labour rights. Whatever differences these works have with the
existing policy of the state or capital cannot be seen from the perspective of
conflict in a fundamental sense. The other category consists of works both
theoretical and empirical that examine and analyse labour from the
perspective of class exploitation in the context of capitalist imperialism. For
this category of works, capitalist solutions are really no solution, and
complete liberation and cmnnc:pnuon of labour is only possible with lhc
adoption of a socialist . Such a persp
vigorous critique of the nature of the capitalist system, lhc nature of
resistance and how national and intemational alliances can be built to uproot
the system.

Labour legislation and policy

There is a popular predilection to explain the stance of the state towards
labour by reference to the industrialisation strategy pursued. Kuruvilla and
Arudsothy (1993), for instance, argue that when the state pursued the policy
of ISI (import substitution industrialisation) it had a tendency to pursue a
more liberal or plural policy towards labour. However, its policy changed to
one of outright control and domination when the country switched to EOI
(export orientated industrialisation) in the late 1970s and onwards. But
contrary to this perspective, the state’s paternalism to labour was more a
reflection of a particular historical condition within the global capitalist
system than a function of following a particular development strategy. Such
an argument is basically flawed in the sense that severe cases of labour
repression go unnoticed. Such a model pays no attention to labour
repression undertaken by the colonial and post-colonial state in Malaysia
(Ramasamy 1994; Stenson 1980).

Labour legislation was first enacted during the colonial period to regulate
the employment of Indian and Chinese labour. It was only after the Second
World War that the authorities passed labour laws in the form of the Trade
Union Act to provide for registration and settling of labour disputes. This
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law ensured only unions approved by the government were allowed to
register, while Communist Party-affiliated unions were disallowed. During
the period of Emergency, this act was utilised to weaken the left-wing
unions organised under the umbrella of the Pan Malaya Federation of
Unions. After political independence in 1957 labour legislation took the
form of the Trade Union Act of 1959 (TUA) and the Industrial Relations
Act of 1967 (IRA). The TUA provided registration for unions and at the
same time allowed the state to have effective control over the labour
i ing a number of provisions that gave near absolute power
to the Minister of Labour. The IRA formalised collective bargaining
procedures and provided the state with ultimate authority in giving effect to
compulsory arbitration. Over the years these instruments have been amended
several times to ensure labour organised within the parameters set by the
state (Ayadurai 1993; Arudsothy and Littler 1993).
The utilisation of labour and other legislations to discipline and manage
labour relations represented the coercive option of the state, and is not a new
h in iation  with isati and export-orientated
Rather, isation-laby ion has become more
systematic and severe with existing labour law being strengthened to tighten
control over the labour force. With the turn to the EOI strategy in the carly
1980s this strengthening of labour law was supplemented by ‘soft’
programmes that drew on the Look East Policy with the state seeking to
popularise Japanese management methods and with labour being urged to
prioritise company loyalty, p ivity and sound lab:
relations. More significantly, labour was urged to move away from its
preoccupation with national unions to in-house or company unions.
Additi , the introduction of the Malaysian I; Policy served
to reinforce the notion that the interests of labour and capital are not
antithetical and that the two should cooperate and work towards the benefit
of the nation. And not least, the establishment of a Code of Conduct for
Industrial Harmony and the National Labour Advisory Council allowed the
state to impel labour along a ‘responsible’ path.
Globalisation then has propelled the state to take a more direct interest in
P issues, empl ion, and the creation of an
investment more attractive to foreign investors. This has had a number of
implications for the labour movement.

Plantation labour

It is estimated there are about 50,000-60,000 plantation workers in the
country, with the majority of these individuals being migrants from
countries like Indonesia, Bangladesh and Thailand. The bulk of these
workers labour in the oil palm industry through a third party contract
system, and the Indian labour force that formerly worked on rubber
plantations has moved to urban areas in search of better prospects and to
avoid the low wages, isolation and lack of social benefits that characterise
the plantation industry (Ramasamy 2000, p.7). In comparison with the
other sectors, the wage structure of the plantation economy is depressed,
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with mean monthly income having been exaggerated by the government.
This is a situation that has tended to remain relatively constant, with wages
for plantation workers registering only a 25 per cent increase 1974-1989,
whereas the increase registered for electronic workers was around 225 per
cent, while workers such as drivers, conductors and attendants enjoyed wage
increases of over 100 per cent. All talk of introducing a monthly wage
system is still confined to the realm of propaganda, and discussion of the
need to revive the house ownershlp scheme introduced in the mid-1970s has
been basically 1994; 1994;
Ramasamy and Anantha annn 1999; Selvakumaran and Bala 1995).

The state's thinking about the plantation system and plantation labour is
based on the belief that it is a ‘twilight” industry, which will make way for
industrialisation. It is also held that as the majority of plantation workers
are foreigners there is no reason to undertake measures to improve their
economic and social well-being, and this the more so as plantations provide
a convenient place for housing cheap foreign labour that might be needed in
the manufacturing sector .

Migrant and foreign labour

It is estimated that there are 1.5-2 million foreign migrant workers in
Malaysia. As noted by Yoshimura (2000), data on international migration
flows into Malaysia lack a sound statistical base, especially on
undocumented foreign workers. Migrant inflow is from places like Sumatra,
Kalimantan, Philippines, Southern Thailand and Bangladesh. Indonesians
mainly work in the plantation sector (34 per cent), the construction sector
(40 per cent) and domestic help (25 per cent). Bengalis are mainly found in
manufacturing sector (59 per cent), the construction sector (25 per cent) and
the plantation sector (14 per cent). Filipino migrant workers in Peninsular
Malaysia are mainly domestic helpers (87 per cent) (Yoshimura 2000, p. 6).

Foreign labour constitutes the most exploited segment of the labour
force, often suffering terrible working and living conditions. Maximum
overtime hours are frequently exceeded and there are cases where workers
have had to work continuously for more than 54 hours. Since the majority
of foreign workers are illegal immigrants, they are at a terrible disadvantage
and are often subjected to police surveillance and detentions. There have
been cases where identification papers of foreign workers have been seized
and destroyed to deny their legality. In 1995 50 foreign workers were
reported to have died in the detention camps. While the government has
sought to legalise the status of foreign workers to safeguard their rights, the
living and working conditions of migrants leaves much to be desired and
fear of unemployment and hunger militates against them going back to their
countries of origins (ICFTU Report 1997).

Contrary to some conventional analysis, foreign labour in Malaysia
cannot be assumed to be temporary. This perspective is problematic because
it suggests foreign labour will only stay in the country for a short term, an
image that provides unjustified comfort to unions and local workers. It also
absolves the state and capital from taking responsibility for the economic
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and social well-being of foreign labour, allows for extreme and cruel
manipulation of foreign labour in the service of capital, and induces extreme
treatment from the authorities. In reality, a sizeable number of foreign
workers in Malaysia have become either permanent residents or citizens.
While it is true there is a noticeable inflow and outflow of foreign labour,
this movement does not contradict the fact that foreign labour is very
integral to the functioning of the economy. Arrests and deportations of
foreign labour scem more related to the public relations exercises of the state
than anything else. The very fact that the country’s economy is predicated to
grow on the basis of its cheap labour is based on the assumption foreign
lab both legal and illegal—will be a key aspect of the Malaysian labour
market for some time to come.

Labour in manufacturing

In comparison with other sectors, manufacturing labour has been directly
affected by globalisation. Since the 1980s it has become common to hear of

ing employ p ing workers from forming unions by
ing to move i and ing and firing active unionists.
Moreover, changes to production methods have lessened employment
security, while down-sizing, use of casual and foreign labour, and the
extension of probationary periods have also contributed to this problem
(Kuruvilla and Arudsothy 1993). One issue faced by manufacturing workers
employed in foreign firms is the lack of labour representation. In the 1970s
the Electrical Workers® Union attempted to organise electronic workers in
the free trade zones, but this was disallowed by the Registrar of Trade
Unions on the grounds that electrical and electronic industries were not
similar within the meaning of the Trade Union Act. The general ban on
unions in the electronics sector was only partially lifted in 1988, when the
Malaysian government, under pressure from the ILO and the America
Labour Movement, allowed the formation of in-house unions. According to
Grace (1990), the government insisted on company unionism because
American multinationals threatened to move their production operations
clsewhere if the government allowed national unions. (Rajasegaran 1999;
Grace 1990; Kuruvilla and Arudsothy 1993). In 1992 a statement by the
Minister of Labour indicated that these companies had put a great deal of
pressure on the govemment and in response the MTUC called on the state
not to shelter the MNCs: ‘MTUC is of the view that the present dispute
arose as a result of Govemment’s desire to please the Multinational
Corporations who are anti-Union’ (Rajasegaran 1999). Lacking effective
labour rep ion, workers in the el ics industry are only paid one-
third of the normal salary paid to workers in Singapore, and the non-union
atmosphere has not limited job security with the manufacturing sector,
particularly in the state of Penang, recording the highest number of
retrenchments. Out of the total number (January 1999-January 2000) of
3,921 workers, 2,970 (75.7 per cent) came from Penang. Of those
retrenched, 78.3 per cent came from the manufacturing sector. In 1998 a
total of 83,865 workers were retrenched and in 1997 the figure was 18,863
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(the number reported in 1997 might be underreported since mandatory
reporting took effect only in February 1998) (Ministry of Human Resources
1999-2000).

While there is some attempt to assist workers to acquire skills, the
nature of the production system militates against the acquirement of skills
that can enhance the quality of work. Such transformation is needed not
only to induce higher wages for workers but also to enable Malaysian
manufacturing to compete with that in other nations that have moved up in
the hierarchy of production. Malaysia, however, still seems to be located at
the lowest point of this hierarchy. While political stability and
administrative efficiency might provide Malaysia with some lead over other
low-cost producers, the country needs to embark on a scheme that will
influence companies lo upgrade the skills of their workforce. Such

if might attract high-wage production
to Malaysia and push the country to a higher level in the production
hierarchy.

Women workers

Women make up over 38 per cent of the workforce of eight million
(Ariffin 2000, p. 2). The vast majority of women workers are employed in
low-skilled, repetitive jobs that have little prospect for upward mobility.
Although Malaysia has signed the ILO conventions on discrimination, it
has not signed those relating to women, foreign labour and children. The
continued practices of locating women in the lowest-paying jobs and
dcnymg them the right to join trade unions have prevented them from

from overall soci ic progress.

For instance, in the electronics industry, women constitute 80 per cent of
the labour force, with most being in their early 20s and unmarried. Given
the inequality prevailing in the country and the fact that women have a
heavier share of household duties, employers take on women workers in the
expectation that they will only remain for about three years. Moreover, the
government's lack of initiative in providing for more systematic child care
facilities is a factor inhibiting women from assuming a bigger role in the
labour market (Standing 1993).

Women are increasingly moving into the service sector, but as in other
sectors of employment their participation is not equal to that of men. In the
early 1990s it was fuund that 50 per cent of women took up jobs like
maids, d cooks and This is not to deny
that minimal improvements were also registered in the early 1990s as result
of women’s entry into wholesale, retail, finance, property and business
accounting (Ariffin 2000, p. 5). It scems obvious that education, skills and
technical training are lacking among women.
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Child labour

The practice of child labour is not a major problem in Malaysia.
However, recent studies suggest it remains an issue in rural and small-sector
industries. The nature of child labour in certain areas makes it difficult for
the existing legislation to have any major impact. A recent study undertaken
by the ICFTU puts the number of child labourers at about 75,000, located
in small, family-orientated businesses, plantations and in some publm
entertainment outlets, though the MTUC believes the use of child labour is
on the decrease. In 1994, a Japanese firm was fined for the violation of the
Children and Young Persons Act (ICFTU Report 1997).

Labour resistance

It must be said that in the Malaysian context legal strikes are practically
non-existent. Amendments to the TUA and IR have virtually made it
impossible for unions to engage in what are termed as ‘legal’ strikes.
Because of this situation, disputes take the form of spontaneous strikes or
demonstrations. These collective forms of action very often are executed
primarily to address immediate issues, and once these are resolved, or
workers' resistance defeated, the action ceases. At the same time, long-
outstanding issues and grievances might be added to the complaints of
workers. It has been found that trade unions or the central leadership might
not support these actions.

Workers’ resistance to capital is ineffective for a variety of reasons. First,

the alliance of state and global capital in transforming Malaysia into an
industrialised country by virtue of the exploitation of the country's low-cost
labour is a paramount factor that works against labour resistance and
solidarity. Second, related to the first, is a philosophy shared by state elites
with backing from international capital that labour discipline is essential for
the country’s growth and prosperity. Since labour dlsclplmc cannot bc lakcn
for granted, the state has been i in and d
labour. Third, in Malaysia, the presence of a number of racial and religious
groups with their respective exclusive ideologies and palmcs has scrved asa
major deterrent to the of multi-ethnic, g:
Fourth, the leadership of the Malaysian trade union is weak and
divided (Ramasamy 1987). Fifth, the collapse of socialism and communism
identified with certain countries has dimmed the hopes of a socialist
alternative for the working class; in this context of sterility and the absence
of major debates, improvements of working class conditions is sought
within the neo-liberal formula.

Conclusion

The nature of the accommodation between global capital and the state in
Malaysia has ensured the compliance of labour. As a consequence, the
welfare and interests of labour have been neglected. The absence of effective
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trade union representation has further denied workers an opportunity to
articulate their workers' grievances. However, they cannot be said to be
totally subservient. There are signs that workers are resisting with wild-cat
strikes and other forms of non-compliance, revealing workers’ frustration
with the present state of affairs. Economic development and growth are
essential for the well-being of Malaysian workers, but where the benefits
appear skewed to employers, workers are no! hnppy Murc nmponanlly. thc
Malaysian workers' situation il

growth without re-distribution does not serve the ovcmll dc\elopmem
process. While Malaysia has paid much attention to economic growth in the
last two decades, it is time now to take stock of the situation to ascertain
how gaps between classes can be reduced.
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Islamic identity and work in Malaysia:
Islamic work ethics in a Japanese joint
venture in Malaysia

Wendy A. Smith, Chris Nyland and Adlina Ahmad

Introduction

A key political and development challenge for Malaysia has been to
manage its ethnic diversity. Malaysian society is made up, in approximate
proportions, of indigenous Malays (60 per cent), Malaysian Chinese (30 per
cent) and Malaysian Indians and others (10 per cent). These groups have
cultures and lifestyles that are hlghly distinct nnd have traditionally hecn
distinguished by different P and i
patterns: the Chinese being associated with urban commercial activities, the
Malays with rural peasant occupations and the Indians with rural plantation
labour. After an incident of racial unrest on 13 May 1969, the Malaysian
government introduced the New Economic Policy (NEP) which, by
combining rural development and an export oriented industrialisation

aimed to eradi poverty, to the identi ion of
elhmc groups with certain sectors of the economy and thereby to reduce
racial tension. The NEP set out to achieve these goals by ensuring political
stability, providing a disciplined and well-educated labour force to attract
foreign investment, providing the rural and urban poor with new
opportunities for land ownership and industrial wage labour, and
introducing affirmative action policies designed to encourage Malays (or
bumiputera) to become entreprencurs and professionals. Under these latter
schemes Malay ethnic identity became a gateway to opportunity, and as
Malays in Malaysia are Muslims, a major result of the NEP has been the
strengthening of the Muslim component of Malay identity and the
politicisation of their Muslim identity overall.

A major challenge that Malaysia has had to confront in its drive to
sustain economic growth and remain internationally competitive has been to
reconcile the ethnic and religious implications of the NEP. This has
necessitated efforts by policy makers and the private sector to handle the
Islamic identity of empl in the Itural context
resulting from the NEP’s heavy reliance on DFI. This meant that the DFI-
based rapid economic growth process had to be engineered to preserve
guarantees that Muslim employees would be able to make their religious
observances, while at the same time ensuring that intolerance for the values
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of non-Muslim Malaysians and foreign managers did not arise. Given the
significance of foreign investment in the NEP strategy, it was also necessary
to promote an investment climate where foreign managers were sensitive to
the need to reconcile the considerable demands of daily Islamic practice on
individual Muslims, as discussed below, with the corporate needs of their
organisations.

Th:s chapler looks at a Mushm in a foreign venture. Islamic values are
not to devel but Islam does demand that all
believers pray five times a day, heed the month of fasting and undertake the
pilgrimage to Mecca. Widespread picty in the observance of these practices
is a characteristic of Muslims in Malaysia and many Malay employees give
precedence to the performance of their religious obligations over other
aspects of their daily lives. It is possible that non-Muslim foreign managers
may see these requirements as inhibiting job performance. Indeed, this
became manifest in 1999 when two senior expatriate managers of a large
multinational company were th with after all i
that they extended working hours on the basis lhal Muslims were taking
time off work to attend Friday prayers, cut pay by 10 per cent because
Muslim workers stopped work to pray, and changed holiday schedules for
publicly gazetted religious festivals."” While it is uncommon for foreign
managers to take such drastic action, the attitudes behind their action are
more widespread. Therefore a primary aim of this chapter is to redress
misunderstandings about Malay Muslim managers’ and workers' attitudes to
work.

Indeed, as little has been published on the Itural of
Islamic labour, this chapter also presents primary data and an analysis of
how the Islamic work ethic is when Muslim and
workers, and Musli a i

venture whose management style has bccn (mnsfcncd from lhe pnrem
company. Focussing on a Japanese firm is particularly appropriate as
Japanese investment has been the most significant contributor of DFI
through the NEP period, in terms of both the volume of capital and
technology transferred. Other important factors are the popularisation of the
Japanese management model in Malaysia’s post-1981 Look East Policy era
(Smith 2000) and Japan's cultural impact on Malaysian society in the
spheres of consumerism and popular culture (Smith 1999). The chapter
begins by outlining the nature of the Islamic work ethic and then examines
the experience of Islamic employees within the Japanese transplant.

Religion, cconomy, and labour

Islamic doctrine is based on the Qur ‘an,’ the word of God revealed to the
Prophet, on the Sunna, that is, the body of tradition or precedent, and on the
Shari‘a or divine law. Below, we summarise the key points of the doctrine
that relate to issues of work and economic activity.




Islamic work ethics in @ Japanese joint venture in Malaysia 191

It is held that economic activity cannot be conceptualised as separate
from the realm of religion, and Islamic scholars argue that Islam therefore
differs from both capitalism and socialism. Thus observes:

*Islamic cconomists’ believe that though capitalism does provide
scope for individual effort, for the fulfilment of ambitions and for
economic progress, it breeds selfishness, greed and corrupt practices
because of the absence of moral and ethical principle. Socialism is
similarly flawed: it subordinates the individual's freedom of
cconomic action to rigid state control, kills the incentive to work
harder by removing the incentive of greater personal gain, is
dehumanising, and has also led to corruption and nepotism (1988,
p. 106).

Naqvi (1994) maintains that the psychological make-up of Muslims
includes both an ‘individual man' and a ‘collective man’, which means
peoples’ individuality highlights their freedom while their collectivity
renders them responsible to society. This duality requires that the pursuit of

ic self- di must be pered by ‘co-operation and
moderation in all human pursuits, whether profits or consumption, whether
economic or non-economic’, in short, that the individual must ‘be more than
a mere homo-economicus’ (Bannerman 1988, p. 106).

Most Islamic literature on work focusses on the place of labour,
employment relations and distribution. Egami (1990, p. 72) begins his
analysis by describing how the idea of action in Islamic thought is both
closely related to human y and ‘organically and ively
intertwined with other elements in the community,’ there being no
distinction between private and social action. Under these conditions ‘both
family life and economic life are involved in the sphere of religion’ and
*labour is just a part of the totality which harmoniously works with other
types of actions’ (Egami 1990, p. 66).

Likewise, Mehdi Bazargan (1980) argues that work is both a means
spiritual growth and an intrinsic means of securing prosperity in the
Hereafter. Consequently, Muslims have an obligation to work. As Khalil-ur-
Rehman observes, in ‘an Islamic society there is no place for an individual
who is not prepared to work and does not discharge his economic

bligati or iders various p ions which require labour as below
his dignity’ (Khalil-ur-Rehman 1995, p. & Anjum 1995, p. 231).
Reminiscent of Marx, Egami (1990) notes that the emphasis capitalism
places on the material results of work alienates from the products of
production and the indivi from society. By contrast, in an
Islamic world, *human beings are hardly alienated by labour' (Egami 1990,
p. 94) being ‘connected to others by an organic and intimate sense of
solidarity’ (Egami 1990, p. 96). A number of scholars, though, have warned
that Western individualism can undermine the intrinsic value Islamic
socicties place on work (Bazargan 1980; Khalil-ur-Rehmar 1995). Bani-
Sadr (1980, p. 51), for example, concludes that the secularisation of Iran
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under the Shah, ‘and the inclination towards the ‘great civilised West',
resulted in Iranians devoting excessive time to material pleasures that led to
the dominance of self-centredness and a rejection of ‘communal existence
and society’ and a just system of distribution (Bani-Sadr 1980, p. 62).

Anjum (1995) holds that we can identify within the Qur'an and the
Sunna an *Islamic distributional scheme’ that seeks to achieve justice and
cquality of opportunity. He adds that the Qur'an accepts that some wage
inequality is required for the efficient functioning of society (Anjum 1995,
p- 227), a view reinforced by others. Thus Khalil-ur-Rehman (1995, p. 100)
suggests that while workers should receive ‘equal pay for equal work’,
without some inequality of income it would be impossible to ‘establish the
standard of workmanship, skill and quality of work’. Just as inequality is
acceptable between workers, it is also acceptable between employer and

pl , although the i ip between emp! and il must
be based on *fraternal and mutual co-operation’ (Ahmad 1987, p. 305) ora
*brotherhood between worker and master’ (Khalil-ur-Rehman 1995, p. 158).
Workers are entitled to a share of profits (Ahmad 1987; Faruqi and Banna
1984; Khalil-ur-Rehman 1995) and because trade unions work towards
cquality and justice, Islam permits their formation. However, while workers
are ‘permitted to organise unions for securing their just dues and may
engage in strikes to achieve this goal, ive bargaining is
with Islamic thought if it seeks to gain for the worker or employer an
inappropriate reward for their contribution according to community
standards (Ahmad 1987, p. 309; Khalil-ur-Rehman 1995; Farugi and Banna
1984). Moreover, in return for the right to strike, employees must heed the
instructions of the employer and must not deliberately waste time (Khalil-
ur-Rehman 1995, pp. 162-164). In summary, ‘Islam has fixed the principle
that if a worker takes the responsibility for doing a job, he should work in a
way as if it was his own work. If he does not perform the work honestly and
to the best of his ability, he will be on the Day of Jud,
(Khalil-ur-Rehman, p. 165).

Obligations also extend to managers. Safi (1995) and Beekun and
Badawi (1998) have shown that Islamic managers are expected to provide
direction, mobilisati hrough the ack 1 and
of their subordi d i i with isational unity being
maintained through dialogue between leaders and subordinates.

The contribution of these latter scholars is part of the small body of
empirical literature on the impact of Islamic thought on employment
practices. This research has shown that Islamic workers have a deep sense of
commitment to work and a desire to improve community and social welfare,
want to be creative and cooperative, and wish to be loyal to their employer
and organisation (Ali 1988, 1992; Aba-Saad 1998). On the other side of the
cequation, Muna (1980) found two-thirds of the Arab executives he surveyed
believe employee loyalty is more important than efficiency. And Abu-Saad
concluded from his research that in practice within the Islamic workplace
*values about indivi effort and obligations are not d from values
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about the imp of one’s ibution to ity and society, and
the obligations of the isation to its empl, (Abu-Saad 1998, p.
379). Likewise, Naim (1988), in his study of Malaysian restaurants,
concluded that the Islamic work ethic underpinned the employment
relationship, it being accepted that employer-employee relations are based
on an itable an Ily-benefiting relationship between owners and
employers, a strong sense of belonging to the organisation and a lack of an
‘us’ and ‘them’ mentality.

These studies, however, have focussed on situations where both
employer and employce are Muslims. There has been little research on how
the Islamic work ethic is affected when the employment relationship
involves Muslim workers and a Muslim, foreign I ional
employer. It is to this issue we now turn.

under J.

Muslim managers and emp

The Japanese joint venture (Iroha (M) Berhad)* was established in Kuala
Lumpur in the 1960s; some 60 per cent of its employees are Malay
Muslims. Top posts are filled by expatriate Japanese but locals are present at
all other levels in the organisation including the posts of Production
Manager, Engincering Manager, and Personnel Manager. Fifty per cent of
local managers are Muslims and the company recognises the need of
Muslims to practice their faith in a number of ways:

Daily prayers: A small surau (place of prayer) is provided, consisting of
a room kept clean and used exclusively for this purpose When it is not
possible for workers to leave their posts, they pray close to the machines.

Friday prayers: A longer lunch break is allowed on Fridays throughout
Malaysia so male Muslim employees can attend Friday prayers at their local
mosque. As production involves a continuous process some staff have to be
present at all times, so attendance is on a roster basis. The company provides
abus service between the workplace and the mosque.

Fasting during the month of Ramadan: Fasting involves not eating or
drinking from first light until sunset, and non-compliance is prosecutable by
the religious authorities. As fasting can slow job performance the Japanese
managers consider it a hindrance, but they accept the Muslim employees’
need to fulfil their religious obligations.

Pilgrimage to Mecca: It is obligatory for Muslims to make the haj once
in their lifetime, if they can afford to do so. It takes about one and a half
months to carry out all the elements of the pilgrimage. The company has
been reluctant to grant leave of absence to its Muslim members for such a
long period of time, as it means temporarily promoting subordinates into
‘acting’ roles to replace supervisors and managers. This issue is vividly
illustrated in Case 2 below.

Eating and drinking together: On the whole, social interaction between
the Japanese and the local managers is based on formal invitations in the
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context of company business or the ritual events on the Malaysian cultural
calendar. The fact that Malay managers cannot drink alcohol makes social
interaction for business reasons complicated. One solution has been to

attend a halal Chinese where Malay can order
beer, and the Chinese food is prepared in a way acceptable to the Muslim
dietary rules.

Dress: The company uniform does not pose any problems for Muslim
males, for whom it is only mandatory to be clothed from waist to knees.
Muslim women must cover themselves from ankles to wrists, and cover
their neck and hair. A suitable style of dress has therefore been incorporated
into the design of uniforms for the packers.

Religious holidays: All important religious holidays for the major
religious groups in Malaysia are gazetted public holidays, so this is not a
problem for the Muslim employees. The company conducts its annual
shutdown for the repairing and servicing of the machines at the time of the
Hari Raya festival, following the Muslim month of fasting. At this time,
Malays take about two weeks holiday and return to their villages. The
engineering department is mainly composed of Chinese, precisely because
they can be available during the Hari Raya period.

Thus we see that organisationally there is a mood of accommodation on
the part of the Japanese. However, this is more a result of conforming to
wider social norms than an active appreciation of the Islamic lifestyle.
Individually, and at an informal level, it could be said that Muslim managers
indirectly suffered a slight handicap in their career advancement through
factors like not being able to socialise freely with the Japanese, or through
having wider community and religious loyalties that conflicted with their
loyalty to the company. But the bumiputera policies inherent in the NEP
counteract this, in the sense that companies have to prioritise Malays in
recruitment and promotion in order to fulfil the guidelines of the Industrial
Coordination Act.®

Case Studies®

This section contains case material on four Malay Muslim employees
who attained the status of manager through different routes and all of whom
were pious Muslims,

Case 1: Sanusi—member of the 'old guard’

Sanusi was recruited in the first batch of supervisory staff in the 1960s.
Initially a junior manager on the production side, he became Personnel and
General Affairs Manager and a company director. He is a graduate of an
English colonial school and his father was an English-educated bureaucrat,
giving the family a footing into the old middle class. As is the norm with
such families, Sanusi's wife stayed at home and he sent one of his sons
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overseas for tertiary education. Unlike the new middle class, where it is
common for both husband and wife to have professional Jjobs and be
concerned with maximising the interests of the nuclear family, Sanusi's
concerns extended more widely. He was careful to fulfil the traditional
obligations of rural peasant society, taking care of a wide circle of kin and

i b This is i with the Islamic ethos of not
separating work and community roles. Thus, when new employees were
needed, the company advertised internally for friends or relatives of existing
employees, and Sanusi recruited many relatives and residents of his native
village. He was close to most of the veteran workers, in the older village-
style patron—client sense, and went out of his way to assist them in various
ways. For instance, a Malay worker asked the company, through Sanusi, for
a loan to purchase a motorcycle. Sanusi's Japanese superior refused the
request so Sanusi made the loan out of his own pocket. This was both to
save face personally, and to smooth over relations between workers and the
Japanese management. Such loans, based on patron-client ties, were rarely
recovered in full.

Though Sanusi displayed managerial skills based on these village-style
relationships, he also showed ‘Japanese-style' loyalty to the company; as a
bumiputera, he could have moved to another foreign company quite easily,
but did not. Instead, he used the context of the Japanese company, where he
had recognition and influence to foster the interests of workers and people
from his community of origin. Though not ostentatious in his piety he
nevertheless embodied the principles of Islam, making an adequate,
comfortable living for himself while helping those around him as much as
he could, rather than seeking to maximise his own career interests alone.

Case 2: Rahman—NEP graduate to manager

Rahman, a post-NEP science graduate, was appointed section chief in the
technical department in the mid-1970s. He resigned to take up a university
tutorship after one year but returned to Iroha (M) Berhad after being
persuaded by his relatives not to leave a job with such good promotion
prospects. The case of Rahman illustrates a common pattern: it was his
relatives' perception of the company as a good long-term economic prospect
that caused him to return, rather than intrinsic loyalty to the firm. His loyalty
as a member of the new Malay middle class lay elsewhere, particularly
towards Islam, as was demonstrated when he asked for two months leave to
perform the haj after being promoted to production manger. At first the
Japanese refused, as this was too long for a key manager to be away. But
Rahman insisted and said he would rather risk losing his job than not make
the pilgrimage. Finally the Japanese agreed, as it would have become a
sensitive political issue. A number of explanations can be offered as to why
the parties acted as they did during this episode.

For Rahman, performing the haj involved choosing between identity and
career. He felt he had to make the pilgrimage because the performance of



196 AMalaysian business in the new era

his religious duties was the most important element of his daily life.
Moreover, in doing so he would gain respect from people in his community.
As he came from a pious family there would have been pressure on him to
perform the haj once his income made it possible for him to do so. Family
and friends would have questioned his religious devotion had he, for
instance, purchased an expensive car before making the pilgrimage. While
he showed dedication and a high degree of competence at work, maintaining
loyalty to his religious beliefs was a priority. Nevertheless, he still reaped
the benefits of the Japanese system in his career, because the Japanese
valued his personal qualities, which were, after all, intimately bound up with
his religious approach to life,

Case 3: Ridzuan—a manager promoted from the ranks

The case of Ridzuan, who was promoted from the shop floor, is one of
the most interesting in the company. In his carly days he had been a
successful union leader, becoming deputy secretary of the national
committee. He stated that at the time he was respected by both his fellow
workers and by management, and though he supported the union he was
wary of becoming a union official: *if I come to the union, | may lose my
good name. I just want to have a peaceful life, rest, enough food and money.
But | didn't see anyone else who could do the job'. This is a typical
statement of a Malay of that era, and has overtones of the wish to live a
pious life with priority given to one's religious duties. That is, one should
accept one's station in life, so long as it is adequate to live with a reasonable
degree of comfort and security for the family, and one must accept that one
has responsibilities to the wider community.

Following his appointment to the union position Ridzuan was promoted
to unit chief level, the lowest rung of management, a practice common in
Japanese companies, who value union leaders for their demonstrated
leadership potential and understanding of workers. He went on to be a
popular junior manager, but in so doing was caught between the generations,
a phenomenon common to young Malays in the NEP era. He had respect for
the opinions of his family regarding his career, was a pillar of the prayer
group in his neighbourhood and tried to avoid work engagements that
conflicted with the timing of the after-sunset prayers. At the same time he
was touched by the new consumerist values of fast food outlets, shopping
complexes and golf clubs. On top of this, he had internalised the Japanese
value of hard work in concert with the Islamic value of prospering through
one's own efforts (Faridi 1997, p. 87). He usually had no difficulty
reconciling the two as there is a high degree of overlap, but when a conflict
arose in terms of dedication to the company or to his Islamic obligations, he
chose the latter.
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Case 4: Aziz—a mid-career recruit

Aziz was a mid-career recruit, rare in the Japanese internal labour-
market-type organisation, being recruited to the specialty area of *security’.
The position was hotly contested, with applicants having to sit a written
exam, which included such questions as: ‘What is your opinion of the
function of a security officer of a large firm like ours? Do you feel that
problems may arise if the government were to compel our company to allow
all our male employees to go for Friday prayers? Do you feel communism is
an immediate threat to our country?’ These show the central concern of
Japanese investors in the 1970s with the political stability of the South-East
Asian countries in which they were investing, and their perception of Islam
as difficult to cope with yet unavoidable.

Aziz got the job on merit. He was a sincere, honest, hardworking and
pious individual whose Islamic principles were his first point of reference,
ceven when working in a modern organisation. At the time, he lived in an
old-style wooden house in the compound of family land that had once been
their k. 11 His wife's pation was recorded as ‘home
duties’ and they had two children. As an urban Malay who had attained a
middle-class lifestyle by virtue of his occupation, Aziz's piety and sincere
values were overlaid with a concern for financial matters, which he
frequently expressed in relation to dissatisfaction with his job. This was not
greedi or desire for i display, but rather the pressing
demands of life in the city, with children to educate and a wife to support.
Moreover, Aziz had expected to be employed to handle security issues, but
he found that only four of the 25 categories in his job description related to
security. Aziz's dissatisfaction that his salary was disproportionate to his
actual skills and responsibilities led him to consider taking another job but,
as in the cases of Rahman and Ridzuan, family members’ opinions
influenced his decision. In this case, his mother opposed him taking a better-
paid security position as it was far away and his children’s education would
be jeopardised. He was offered a job at Motorola, a large American
company, but worked there for only one day, deciding that, while working
for the Japanese had its frustrations, it was less stressful than the
organisational rigour of Western companies.

The Malay casualness in social relations and their commitment to ties
with friends and relatives, as opposed to work roles, may have gone against
Aziz in the eyes of the Japanese. He narrated how once a senior manager
had invited him to his house on a Friday evening. But on the day before,
some friends of Aziz arrived from Singapore, and in his eagerness to show
them a good time, he forgot the invitation. Asked subsequently why he had
not come, Aziz apologised, but his lack of a reasonable excuse in Japanese
terms left the senior manager with the impression that Aziz was unreliable.
In Malay terms, such changes of plan are quite usual. People turn up
unexpectedly all the time; the society remains based on pre-telephone
patterns of interaction; despite the existence of telephones in the cities,
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things are slow to change. Once guests arrive, it is one's duty to entertain
them no matter how inconvenient. Even if one is about to leave the house,
when guests arrive, they must be invited in. The problem arises if your
destination is to meet a fixed appointment in the modern organisational
sense. This was the meeting of two systems in which Aziz was caught. He
would not know the Japanese etiquette of invitations, the supreme honour of
being invited to a Japanese person’s private home, a thing not customary in
Japan itself. The Japanese manager was making a special effort outside his
cultural range by inviting local employees to his home. A Malay person
would have been disappointed too if he had not turned up to a kenduri
(religious ritual feast) or other fixed invitation. But the Malay would have
understood the guest's last-minute change of plan, as they themselves would
have been placed in that position many times.
Aziz's lack of educational qualifications in an era of graduate
i gave him little b ining power. However, he was noticeable in
the organisation because of his conscientiousness, piety and honesty, virtues
that intersected with Japanese notions of the ideal employee. These qualities
brought him a degree of success in the organisation, enough to lead a
comfortable lifestyle. Aziz's primary concern, however, was with living a
life of principle as a Muslim, performing the daily prayers and other ritual
obligations, and he saw the job in the Japanese company as a means to this
end. It gave him a stable, predictable daily life, and he chose this option over
others that offered more money but which conflicted with his desire to lead
the life of a devout Muslim, adequately providing for his family. He
nevertheless felt frustrated at what he saw as his inadequate financial
recompense.

New graduates recruited to management—work ethics and Islamic
identity

As opposed to the “old guard’ managers who did not have much
bargaining power with the company owing to deficiencies in their basic
qualifications, the new Malay graduates have bargaining power as
bumiputera. Unlike the first generation of local managers, who knew ‘every
valve and pump' and every worker personally, these graduates have in many
cases been ed d in schools i to Muslim d: i
(Shamsul 1995). This background is reflected in their middle-class culture,
mixture of fund: ist piety and ist materialism (Smith 1999).
Despite being first generation city dwellers themselves, most new graduates
have lost the thread of the p: lient village relati ip intail by
older-generation Malays like Sanusi. They would return to the village for
weddings, funerals, important religious festivals and social visits, perhaps
even on a monthly basis if the village is readily accessible by the super-
highways now linking much of rural Malaysia with the major cities, but they
have become more individualist in their status orientation, demonstrating
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status with material possessions alone rather than combining this with a
show of patronage to those less fortunate than themselves, as is usual in
village society. In other words, they have become middle-class in the
isolationist sense typical of the Western middle-class. Their success is
i an indivi i and this gives them a one-dimensional
confidence and a degree of pride in being the first members of their families
to live as urban professionals.
The new graduates have three roles to fulfil in their lives: (i) their
managerial roles in the company; (i) their technical roles, as science
which are i d ilised as they are there in a token
role as bumiputera numbers; and (iii) their social roles as young prosperous
bumiputera in both the urban community and their rural communities of
origin. In their lives it is this latter role that ultimately assumes the most
importance and provides the most difficulty, as their behaviour is required to
be different in some aspects in the two contexts. The main common point in
both the urban and rural social contexts for the young, educated, Malay
middle class is their Muslim identity, expressed through the overt symbols
of piety in speech, dress and the performance of regular ritual prayers and
the pilgrimage. Othenwise there are great paradoxes in the coexistence of the
two spheres, such as being expected to attend the weddings and funerals of a
large number of distant relatives in the village, while being required to
intain a p, i daily sch of i ings and
appointments. Individuals trying to cope with these two disparate and
mutually conflicting worlds often suffer a profound clash in values and it is
understandable that Islam, which binds the two together, has come to be
embraced so fervently by young middle-cl people. Cs the
Japanese managers were not able to divert their loyalty towards the
company and away from their religious and other social representations in
the critical community of their families and peers in the Malay middle class.

Work ethics of unionised employees

The unionised Malay Muslim employ are not able to afford trips to
Mecca during their early working years, or be in the dilemma experienced
by the Malay managers of having to decide whether to drink alcohol with
work associates, as they cannot afford it. The expression of conflict between
their Islamic identity and their work roles and career ambitions occurs more
in relation to their community and kinship relations. Many are first-
generation industrial workers who once lived in the village and have deep
enduring ties with an extended range of kin. In pre-NEP village society,
people could eat off the land and needed cash only for things like cloth.
Later, as consumer items filtered into the kampong, they bought radios,
batteries and then more and more complex electrical goods as the villages
were electrified. Life focussed on daily food production and the annual
cycle of religious festivals and life crises. These were conducted as
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cooperative community events, with people contributing labour, cooking
and cating utensils, and the richer relatives contributing cash. When
someone married or died, it was almost mandatory to attend the ceremony,
or one's loyalty was questioned and one courted lack of cooperation when
one's own turn came. This high level of participation in community and
family events extends into the urban life of workers, who are expected to
attend many weddings and funerals in their villages of origin. In Islam,
funerals are conducted on the day of death where possible, so workers need
emergency leave to attend them. This is granted in the case of very close
relatives, but not for the extent of kin Malay workers must recognise. The
Japanese complained that sometimes workers had three or four grandfathers
who died.

Frequent absences disrupt p ion and shift and jeopardi:
an individual’s chances of promotion. Yet for many of the Malay shop floor
workers, their obligations to village society are more important than
monetary gain. Moreover, some workers have second sources of income as
petty-commodity traders, usually in conjunction with a non-waged spouse.
In order to run their street stalls, for example, workers would manipulate
their shift schedules with the help of workmates and supervisors (Smith
1988). This was possible in the 1970s but later when the company engaged
in a productivity drive and at the same time reduced the size of its labour
force by natural attrition, such flexibility became more difficult. Unpaid
activities after working hours, such as participation in Quality Control
circles, which Japanese workers readily accept, are unpopular among
Malays because many are engaged in commercial activities in the informal
sector. Thus their work ethic followed the Islamic tradition established by
the Prophet Mohammed and his first wife, Khatijah, which held that gaining
profit from the hard work put into one's own business is commendable.

Conclusion

The work cthic derived from Islam is not incompatible with the work
ethic Japanese managers attempted to transfer to the Malaysian venture:
honesty, diligence and loyalty. These all have a central place in both
systems of thought. However, differences lie in the fact that the Islamic
system sees paid labour as merely one way in which human beings express
their spirituality, whereas the Japanese work ethic locates an individual's
loyalty and efforts within the bounds of the organisation, rather than in the
context of a higher spiritual state of existence. The Muslim managerial and
union level employees in our case studies were able to fulfil their
obligations to God and the community by not giving priority to
organisational demands over their identity as Muslims. They participated in
a complex set of social relationships, exacerbated by the state of rapid social
change being experienced in Malaysia. They fulfilled their traditional
kinship and community obligations to varying degrees depending on their
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generation and, at the same time, the demands of a busy professional
working life and middle-class lifestyle. Despite their primary loyalty to their
Islamic identity, they nevertheless achieved success in the Japanese
organisation precisely because the personal qualities sought by Japanese
employers were part of their Muslim personac.

Unlike other parts of Asia where ethnic conflict, often expressed in terms
of religious differences, became a major social problem following the onset
of the economic crisis of 1997-99, Malaysia experienced little ethnic strife.
In the light of this development, it would appear reasonable to conclude that
the ethnic elements of the NEP have successfully dealt with the issue of
religious differences both between Muslim and non-Muslim Malaysians and
between Muslim employees and foreign managers. Not only has the NEP
achieved economic growth, and generated the skilled and disciplined
workforce Malaysia needs to remain internationally competitive and to
attract continued foreign investment, but it has also brought the country to
the stage where its social structure and economic stability can withstand the
cthnic pressures that all too often are intensified in times of economic crisis.
In this sense it may truly be said that Malaysia has entered a new era.

Endnotes

' Sce The Age, 16 February 1999.

* Because of the centrality of the belicf in Islam that the Qu 'ran accurately
preserves the revealed word of God, there can be little possibility of doctrinal
disputes and Islam is comparatively free of these, in contrast with other major world
religions. Therefore, it is possible to talk about a monolithic body of *Islamic work
cthics’.

' Although there are few articles giving empirical details from Malaysia, Islamic
doctrines and practices are universally applicable to a high degree. Therefore we feel
that the values stated here are applicable to the Malaysian case.

Pscudonyms are used for the names of individuals and the company in this
chapter. Sec Smith (1994) for a more detailed examination of the organisation of this
company.

* The ICA of 1974 stipulated that companies must submit the cthnic breakdown of
employees at all levels as part of the annual review of their licenses. They were
advised to achieve the ethnic percentages at all levels of the company organisation
chart, which was a problem as there were few Malays in management in the 1970s;
the number only began 1o increase in the 1980s as Malay science and engineering
raduates from the new universities began to be employed in private industry.

The following data is derived from the anthropological ficld notes of Wendy

Smith.
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The 1997-98 financial crisis in
Malaysia and its social impact: Some
lessons

Ishak Shari

Introduction

From July 1997, Malaysia experienced a drastic change in its economic
and political landscape as a consequence of the serious financial crisis
affecting South-East and East Asia. As the economy plunged into recession
in 1998 it was feared that the remarkable achievements in social
development during the 27 years before the crisis, which had contributed to
political stability in the country, would be significantly eroded. There were
concerns that severe recession would lead to higher unemployment and
poverty rates and, worse still, trigger racial conflicts and political instability,
thus making the country less attractive to foreign investment.

However, as the economy experienced rapid recovery from the crisis in
1999, such concerns appear to have bcen misplaced. Nevertheless, the crisis

has left ia with two i i First, how is it that
Malaysia, with a mulu-clhmc soclcly. was ahh: to maintain racial harmony
despite her worst since indep ? Second, was the

social impact of the 1997-98 financial and economic crisis sufficient to
affect the political stability of the country in the long run? This chapter
attempts to provide some insights into Malaysia’s recent experiences, in a
world where the power and authority of national governments are being
reconstituted and the states have to adapt and seek coherent strategies of
engaging with a globalising world. It is hoped that exploring these issues
wnl conlrlhule to the dcvclopmg societies’ search for appropriate

ping societies, i ly in the complex
relationship between market and state, as lhey strive for sustainable
development.

Economic growth and social progress 1971-97

It is first essential to briefly describe Malaysia's successful development,
particularly in tackling their problems of poverty and income inequality
during the 1971-97 period. Considering the available evidence, there is no
doubt that the country enjoyed high export growth, rapid economic growth,

203
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near-full cmploymcm and falling poverty levels dunng the period. For
example, the of emp ns a of
the i high i growlh hns ibuted to the declini
unemployment rate from 7.8 per cent in 1970 to 6.0 per cent in 1990 and 2.5
per cent in 1997. The labour shortage experienced by several sectors of the
economy led to the increasing recruitment of foreign migrant workers. The
rapid economic growth, together with the deliberate government affirmative
measures to improve the position of the bumip and other di:

groups, has also resulted in a significant decline in the rate of poverty in the
country, for example from 52.4 per cent in 1970 to 6.8 per cent in 1997. The
number of poor households decreased from 1,100,000 to 346,000 during the
same period (Malaysia 1991; 1999, p. 63). This reduction m absolu(e
poverty in Malaysia was ied by a ion in income

from the late 1970s until 1990. The Gini ratio for the whole of Peninsular
Malaysia fell from 0.529 in 1976 to 0.445 in 1990. The income share for the
bottom 40 per cent of households increased from 10.8 per cent in 1976 to
14.5 per cent in 1990 (Ishak 1998; Shireen 1998, p. 60). Furthermore, the
ratio of urban mean household income to the rural mean houschold income
also narrowed from 2.14:1 in 1970 to 1.70:1 in 1990, while the
Chinese-bumiputera disparity ratio was reduced from 2.29:1 to 1.74:1
(Ishak 1998).

During the 1991-97 period, average household income in both rural and
urban areas as well as among the major ethnic groups in the country was
increasing at a significant rate. However, the differential rates of income
growth among income groups and between strata have resulted in widening
of income disparities since 1990. The Gini coefficient for the country
increased from 0.445 in 1990 to 0.456 in 1993, 0.462 in 1995 and 0.470 in
1997 (Malaysia 1999, p. 69). The urban-rural income disparity ratio
increased from 1.70:1 in 1990 to 2.00:1 in 1997. During the same period,
the Chinese-bumiputera income disparity ratio increased from 1.70:1 to
1.83:1 (Malaysia 1999, p. 69) At the same time, income dlspnnly wn.hm
each ethnic group, particularly among bumip
relatively high.

At a superficial glance, the Malaysian development experience seems to
confirm the thesis of orthodox neo-classical writers that the country owes its
success to liberal, ‘market-friendly’ regimes and ‘open-door’ policies
towards foreign trade and investment. However, as argued elsewhere
(Rasiah and Ishak 1997; Ishak 1998), there is incontrovertible evidence
showing that extensive direct state intervention in Malaysia, particularly
with the impls ion of the New E ic Policy (NEP) since 1971,
played a key role in the country's prosperity. While export-oriented
manufacturing increased the demand for labour and stimulated the growth in
wage employment and the consequent enlargement of household incomes
and reduction in poverty and inequality, critical interventions stimulated the
necessary investments. Thus, state intervention has made a significant
contribution to Malaysia's progress in attaining rapid economic growth and
reducing poverty and income disparities.
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The financial crisis and its social impact

The sequence of events leading to the worsening of the financial crisis in
Malaysia from mid-1997 seemed to involve several important developments
at both global and national levels. Some recent works (Montes 1998; Jomo
1998) show that the crisis in Malaysia was due to the fact that previous
systems or international and national economic guvemnnce were

i ion and other d with
financial liberalisation and globalisation. At the same time, it has been
argued that Asian governments were strongly pushed into opening their
financial markets by what is referred to as the *Wall Street-Treasury-IMF
complex’. The ﬁnnnclal snuaxmn in Malaysia was further adversely affected

by selecti d such as declaring all the 100
compom:m stocks of the Cumposnl: Index of the KLSE as ‘designated
*. This was d by the t0

check ‘short-selling’, aimed to curb speculation in the currency and stock
markets. Such moves may have been motivated by the need to protect
politically connected business interests. The various contradictory
statements of Malaysia's Prime Minister (mcludmg his tough speech at the
joint World Bank-IMF annual meeting in Hong Kong on 20 Scpu:mber
1997) also appear to have ly affected i
contributed to a further fall of the ringgit and the share prices at the KLSE.
The combination of these factors had a contaminating effect on
Malaysian business where common risk factors were perceived to be present
by speculators and genuine investors alike. Furthermore, with the sharp and
sudden depreciation of the ringgit, coupled with the reduction of Malaysia's
foreign reserves in initial anti ion attempts i to be about
USS$3.5 billion), the burden of debt servicing rose in correspondence to the
amount of local currency required for loan repayments. The fact that a rather
significant proportion of foreign loans were short-term became an additional
problem. This was followed by a sharp increase in foreign investors pulling
out their funding, causing reserves to fall further. Therefore despite its
relatively stronger economy initially, compared with other regional
economies, Malaysia was not spared from the contagious effects of the
Crists,

R rising

p and falling income
After a lag of several months, the financial crisis began to affect
Malaysia's general which began to experi slow growth in the
remaining months of 1997 and contracted by 6.7 per cent in 1998. The
ion of the real y in turn ad: ly affected the pace of job
creation and led to rising unemployment. For example, in contrast to an
average increase of 7.7 per cent during the 1996-97 period, employment in
the manufacturing sector registered a decline of 3.6 per cent in 1998. The
construction sector experienced the largest decline, 16.9 per cent. However,
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official employment figures documented a decline of about 3.0 per cent and
the unemployment rate increased to 3.9 per cent in 1998. Official statistics
showed that the number of the unemployed increased from 233,100 in 1997
to 343,200 in 1998. Unemployment increased partly as a result of
retrenchment in the major sectors of the economy. According to official
statistics, a total of 83,865 workers (about | per cent of the total workforce)
were retrenched by 4,789 firms in 1998, and 18,863 workers were
retrenched in 1997.

However, in a crisis situation, it is difficult to estimate unemployment
and retrenchment figures. Allowance, therefore, has to be made for workers
unemployed and retrenched but not captured in official figures. Often a
significant number of retrenched workers are foreign labourers, and many of
them are unregistered (or illegal) workers. This is especially so in the
construction sector, where about 80 per cent of the workforce are migrant
workers and a signi p are i d. A ding to one
estimate, there were 1.7 million foreign workers in Malaysia in 1997, out of
which 560,000 were unregistered workers (Malaysia 1998a, p. 63). During
this crisis, reverse migration took place among foreign workers in Malaysia,
most noticeably among illegal foreign workers, both on an organised basis
(repatriation and deportation) and on an individual, informal basis.
According to official figures, between January and mid-November 1998, at
least 383,946 foreign workers and their dependants returned to their
countries. In addition, registered foreign workers in the manufacturing
industries also faced | or ination of their during
this crisis, and they are not part of the official retrenchment statistics.
Retrenchment of locals in the informal sector was also taking place and
again their number most probably is not captured in official statistics.
Interviews with various focused groups carried out by a rapid assessment
study also revealed that there is considerable under-employment, which is
probably not captured in official statistics (Ishak and Abdul 1999).

Some firms reacted to the crisis not by laying off their workers but by
cutting wages or lowering (and sometimes freezing) pay increases. For
example, in the car-assembling industry, workers had to accept a 25 per cent
wage cut to avoid retrenchment. But there were some employers who
imposed excessive pay cuts of 30 to 50 per cent, even to lower-paid
workers. The move by firms to cut wages, together with low or no pay
increases agreed upon in collective bargaining negotiations between unions
and employers to avoid retrenchment of workers, contributed to the decline
in workers' wages during 1998. In addition, a very high percentage of
workers in both the private and public sectors could not work overtime.

Some companies also defaulted on or delayed paying wages and
Employment Providence Fund (EPF) contributions on behalf of their
workers. For example, during the first six months of 1998, a total of 15,560
employers (or 5.4 per cent of the total registered employers) failed to
contribute to the EPF, while only 13,143 had done so in the whole of 1997.
The default by employers would seriously jeopardise the workers' savings
for old age.
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This changing situation in the labour market resulted in a big drop in
workers’ income, causing serious difficulties for many, especially those
with vehicle and housing loans. With the retrenchment of workers and the
reduction of wages in some sectors of the cconomy, several indicators
showed moderating increases in wage rates. It was estimated that wages
were increasing at the rate of 5.6 per cent in 1998, but 10.2 per cent in 1997
(Malaysia 1999b, p. 78). According to one official report, real wages per
worker declined by 9.9 per cent during the first seven months of 1998, but
had increased by 18.9 per cent during the corresponding period in 1997
(Malaysia 1998b, pp. 73-74). The fall in real wages was more significant in
some of the sub-sectors (for example the electrical, electronics and
machinery industry) of the manufacturing sector.

Although the urban workforce in the formal sector seemed to be the
hardest hit by the crisis, those in the informal sector and some sections of
the rural working population were not spared either. For example, the
livelihood of taxi drivers was adversely affected, as people tended to be
more cautious with their spending and travelling and because of the decline
in tourist arrivals. As a result, many taxi drivers had to work long hours,
sometimes up to 16 hours per day. The batik (traditional textile) cottage
industry in Kelantan was also badly affected due to the rising price of
imported white linen and a slump in demand. Hawkers and petty traders
were not spared the brunt of the crisis, experiencing a big drop in their
business. Yet the informal business sector provided some sort of safety net
for those who had been retrenched and others seeking more income to make
ends meet, although this sector quickly became overcrowded.

Urban—rural remittances also declined as a result of job losses and a
decrease in workers' income. Many workers interviewed in the rapid
assessment study reported that they either had to stop sending money to
their parents altogether, or to reduce the quantum. This could affect the
income of rural folk as transfer payments (including remittances from
children working in urban areas) form a substantial proportion of their
income.

Other impacts on human development

Every section of the community in Malaysia was adversely affected by
rising prices of goods and services, including basic i flecting
largely the impact of ringgit depreciation on the prices of imported food.
The official consumer price index (CPI) recorded an increase of 5.3 per cent
in 1998, of 2.7 per cent in 1997 and 3.5 per cent in 1996. However, the price
increase in essential commodities such as rice, flour, sugar, milk and
cooking oil was much higher and affected monthly household expenditures.
This was reflected in an 8.9 per cent increase for food items in 1998,
significant when compared with the 4.1 per cent increase in 1997 and the
5.7 per cent in 1996 (Malaysia 1999, p. 44). The burden of rising prices was
heavier among sections of the population that experienced a big decline in
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their nominal incomes. With incrcasing uncmpluymem falling incomes and
rising prices, it was not surpnsmg that the crisis hnd an adverse Arnpacl on
poverty in the country, ding to official the i of
poverty in Malaysia increased l’rom 6.7 per cent in 1997 to 8.5 per cent in
1998 (2000 Budget Speech, 25 February). In absolute terms, the number of
poor houscholds increased by 22 per cent from 346,000 in 1997 to 448,500
in 1998.

The financial and economic crisis also had a negative |mpncl on
h hold i in human in
health and nutrition, and fertility, for several rcasons First, although social
services were subsidised, households still incurred direct or associated costs
in trying to get access o these scrvnces With reduced income and higher
prices, | and i the poor and low-
income households tended to consume less than what is individually and
socially optimal. Second, investment in human capital takes time; however,
time had become scarcer as household members worked longer hours to
attempt to offset falling incomes. Third, the quality and quantity of certain
public services were affected by budget constraints and big shifts of clients
from private to public providers. Fourth, as households tried to maintain
their levels of consumption, they reduced human capital investment or even
depleted their existing stocks. However, due to the limited amount of data
available, our discussion of these points is constrained to certain issues only.

The initial tight fiscal policy measures implemented by the government,
among other things, affected some programmes for the poor in parts of the
country. However, the big budget cuts were compensated for in some ways
by an additional allocation of 3.7 billion ringgit made available as assistance
to vulnerable groups adversely affected by the crisis. Government
programmes to improve the livelihood of the poorest households were also

some g ions had to reduce
their activities significantly, thus affecting their programmes to help the
poor and disadvantaged groups.

The fall in the value of the ringgit and the rising cost of overseas
education resulted in a reduction in the number of students studying
overseas. For example, the number of Malaysian students undertaking
tertiary education in Britain dropped by about 44 per cent, from 18,000 in
1997 to 10,000 in 1998. Therefore, the pressure on local institutions of
higher learning to accept more students was greater. Given the limited
resources available, a significant number of qualified students could not
conlmue their tertiary education. At the same time, local universities

d fees for post-gradi creating a further disincentive
for potential i These devel ly affected ia’s
ability to produce the skilled people needed to develop the economy in the
future.
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Political repercussions

Although the social impact of the crisis in Malaysia was less severe than
the economic impact, there was a sea change in the country's political state
of affairs. In fact, the political repercussions of the crisis could in the long
run adversely affect Malaysia's efforts towards sustainable development. As

idenced by recent d although the ic crisis engulfed
Malaysians generally, the political crisis appeared to principally affect the
Malay community. Before the crisis, the country's leadership has been seen
as promulgating wealth-promoting policies, which also benefited the
Malays. So ordinary Malaysians, including the Malays, preferred to believe
the government’s promise of economic progress and the claimed attainment
of the social agenda. Since the mid-1980s, in response to the 1985-86 crisis,
the Malaysian g had impl a range of policy measures to
induce liberalisation and d ion. These moves served to
progressively narrow the role of the public sector to traditional
responsibilities such as education and health. The provision of subsidies had
been curtailed and streamlined, with a tighter focus on the most
disadvantaged in society. These policies were further consolidated in the
1990s with the National Development Policy (2001-10) secking to
maximise economic growth through policies that allow greater freedom of
market mechanisms. This change of policy was criticised by some sections
of the lation, including the O ition, some NGOs and even some
sections of UMNO, for its relative neglect of the need to correct existing
socio-economic imbalances in the country. To some, the change of policy
was tantamount to the abandonment of the NEP.

Since the early 1990s, concerns have grown among Malaysians,
particularly the bumiputera, about the uneven distribution of benefits of
rapid economic growth among various ethnic groups. These concerns have
some foundation. Apart from the increasing inequality between rural and
urban areas and between the major ethnic groups mentioned above, the
majority of bumiputera households still remain in the lower hierarchy of the
Malaysian society. For example, bumiputera households made up 70.2 per
cent of all households in the bottom 40 per cent of the Malaysian society in
1997. Only 12.9 per cent of total bumiputera households are included in the
top 20 per cent of Malaysian society (Samsudin 1999). This data also
indicates the widening income gap within the bumiputera community itself.

The adverse impact of the crisis (particularly on the bumiputera
community), the government’s way of dealing with the crisis (which was
perceived as bailing out a few of the Malay rich but causing hardship to the
majority) and the lack of sensitivity shown by the leaders in handling the
ulama, further angered the Malays. The opposition to Mahathir gained
further momentum when Anwar Ibrahim launched his reformasi movement
by attacking the country's leadership for ‘corruption, cronyism and
nepotism’. Further, it was perceived that while the private sector enjoyed
more freedom as it was regarded as engine of growth, fundamental liberties
were not accorded the citizens of the country. The expulsion of Anwar
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Ibmhnm as Deputy Prime Minister was the catalyst for increased activism.

in the ign for greater . more political
freedom and the abolition of the Internal Security Act (which permits
detention without trial) increased. Among the youth of Malaysia, the Anwar
saga has helped to raise political consciousness to a degree not seen since
the 1960s and 1970s.

It could be argued that the seeds of the social and political crisis were
sown well before the economic crisis. In the few years preceding his
dismissal, Anwar Ibrahim was seen to have gone out of his way to promote
social ju! and develop a liberal philosophy in which human rights and
political, religious and racial differences were tolerated. Furthermore, as the
country became more affluent and globalisation began to affect the younger
generation of urban Malays, people began to question whether the
government under the existing leadership was a desirable one. The
scepticism then grew with the regional economic downturn; reformasi,
naturally became the most expedient vehicle for such social expressions.
This may explain the voting pattern among the Malay population during the
November 1999 election.

Malaysia weathering the storm

The above discussion, which admittedly is based on limited data, seems
to suggest that the social impact of the 1997-98 financial and economic
crisis in Malaysia was both d and lly long-lasting, despite
the rapid recovery of the Malaysian economy since 1999. In fact, if the
long-term adverse political impact of the crisis is taken into consideration, it
is misleading to argue that the social cost of the crisis was minimal.
Furthermore, it is important to remember that the social impact of any
financial and economic crisis may take some time to overcome.

Nonetheless, from available information it is evident that the intensity of
the social impact of the financial and economic crisis in Malaysia was
relatively less severe than that experienced by other countries affected by
the crisis in Asia. It is also interesting to note that while the crisis triggered

p dented political devel in Malaysia, it is of a much smaller
i p to that in ia. There were street protests and
at the i among the young, after the dramatic

dismissal of the Deputy Prime Minister in September 1998. However,
unlike in Indonesia, there is relative peace, and inter-ethnic relations were
not adversely affected during the crisis period. How is it that the multi-
cthnic society in Malaysia was not torn apart during this crisis as was the
case in Indonesia? While this question begs further investigation, the
different circumstances existing in the two countries may provide some
initial explanations.

Flrsl the Malaysian development expcncncc successfully addressed
distr i issues, i ly in poverty and reducing
economic disparities between major ethnic groups after the implementation
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of the NEP in 1971. In addition to its long-term objective of preserving and
building on the country’s social progress, the Malaysian state was also
committed to mitigate the short-term adverse effects of the economic

on groups in ian society. For example, the
government ensured that budget shares for social services, particularly
health and education, in 1998 i p i at their 1997 levels
and that public expendi on major anti-p y p was
protected in real terms despite the reduction of its total development
pendi! C y, the ing of rural school facilities,
expansion of facilities for skill development, enhancement of the Higher
Education Loan Fund to increase ibility to higher edi i

construction and equipping of health clinics, particularly in rural areas, and
the provision of adequate funds for medicine and other essentials in public
health services to cater for the need of the population, all continued despite
the crisis.

Second, Malaysia's rapid economic growth during the 27 years before
the crisis produced a large and expanding middle class that is multi-ethnic,
with the bumiputera middle class b g i and imp: It
has been argued that the characteristics of this growing middle class in
Malaysia, particularly the attitude of acceptance and acquiescence to the
state and political leadership among the significant section of them, has
contributed to the maintenance of the status quo (Abdul 2000). This is not to
deny that there is an increasing resentment among the middle class,
particularly among the bumiputera middle class, with the way liberalisation
and deregulation measures reversed some of the restructuring achievements
of the NEP. Furthermore, the government pursuit of a policy of widespread
privatisation of public assets, which created opportunities for the politically-
connected corporate leaders to make huge profits while burdening the
people, including the middle class (for example, through increased toll
charges on privatised roads), created further discontents among the middle
class. However, the towards the g , especi after the
burst of the *wealth-creating’ bubbles, and opposition to it, has not been
along ethnic lines, and thus does not adversely affect inter-ethnic relations
in the country.

Third, the rather long period of rapid growth which resulted in labour
shortages and the employment of a large number of foreign workers, both
legally and illegally, in the economy before this time also played a fairly
important role in mitigating the impact of the crisis. With the unemployment
rate of 2.6 per cent and the presence of nearly two million foreign workers,
the impact of the crisis on employment opportunities was relatively
moderate. At the same time, by sending back the retrenched foreign labour,
Malaysia was able to export the social cost of the crisis. The restrained
attitude of the unions, and workers' willingness to suffer a decline in real
wages rather than facing retrenchment, also contributed to this situation.

Fourth, while the medium- and long-term impact of the measures
introduced in early September 1998 need further detailed study, the short-
term macroeconomic impact of the measures mitigated the adverse impact
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of the crisis. With the introduction of selective capital control measures on
2 September 1998, the monetary authorities lost no time in sharply reducing
the interest rate. The base lending rate (BLR) of commercial banks, which
rose from 10.33 per cent at the end of 1997 to 12.27 per cent at the end of
June 1998 (thus the ion of ic activities during
the first half of 1998) was reduced to a maximum rate of 8.05 per cent on 10
November 1998, which was below the level prevailing before the financial
crisis (8.93 per cent at the end of June 1997). This measure helped many
firms access cheaper loans and avoid going bankrupt, thus putting a brake
on further retrenchment of staff. Thus, although Malaysia’s selective capital
control measures were described by the IMF Managing Director as
*dangerous and indeed harmful’, the short-term macroeconomic impact of
the measures helped to lessen the adverse impact of the crisis.

Conclusion

The causes and consequences of the financial and economic crisis in
Malaysia and some other East and South-East Asian countries are quite
complicated and many of us have yet to understand them in any great depth.
Furthermore, available information does not allow a carefully considered

of the welfare of the crisis for different socio-
economic groups, including the poor and disadvantaged.

However, as the crisis shows, unregulated financial capital will largely
end up in short-term and speculative ventures, which will in the long run
debilitate growth and efforts to eradicate poverty and reduce income
inequality. Consequently, there is now greater appreciation among
researchers and the policy makers of nations regarding the dangers of
exposing financial systems to fast liberalisation, especially when they lack
experience in dealing with the international capital market, and banking
regulations and supervision are still fici In addition, g
are now more willing to discipline not only labour but also finance.

The experience of the financial and economic crisis in Malaysia during
1997-98 also challenges the view that, with globalisation, the state is
mcrcasmgly irrelevant (Ohmac 1991) or that the power of the state is being

d and i gly by ing hollow and defective (Strange

1995). The ian experience d the p ility of different
trajectories, despite being il ingly i in the i world
cconomy, thanks to variation in the role of markets and the state as
:oordmnnng mcchamsms In a world in which powerful international
and i as well as the states in the

advanced industrial countries, are devoted to maximising the freedom of
ﬁnnncml capital, and in the abscnce of any new international financial
the states in ping countries need to assert social control

and to continue to pursue rcdismbunve policies that could change the
impact of the globnllsanon process on lhelr people. In this regard however,

a fund y different 3 ing the di i of the
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state and the economy, would have to be considered. This would indeed be a
challenge to national and international structures of power.

Furthermore, although the current unexpected sharp recovery in
Malaysia may have brought relief to the political leaders and the majority of
the population, the social discontent will not be blown away by increasingly
favourable economic winds. Also the government's reputation has been
damaged, the measures taken to save politically-connected local
cor i and several involving the judiciary (i i
Anwar Ibrahim’s trial) have resulted in negative perceptions of the country.
These developments, together with the recent highlighting of racial issues
by the dominant party in the ruling coalition, are adversely affecting the
flow of foreign investment to Malaysia and thus could undermine
Malaysia's future growth prospects as well as its political stability.
Therefore, the sustainability of the recent recovery is debatable. In fact, the
likelihood of the crisis recurring, especially with the i ingly

external envi , cannot be ruled out. Nonetheless, it
must be acknowledged that there have been some positive steps taken since
late 2000 to address the problem of negative perceptions of Malaysia. For
example, the appointment of a new Chief Justice and Attorney General
could be interpreted as a move to restore the integrity of the judiciary. As
mentioned above, the future direction of economic and political

development in Malaysia will, however, depend largely on the
government's ability to nstruct the instituti h istic of a
modern society.
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What determines the long-run
movements of the Malaysian ringgit?

Ahmad Zubaidi Baharumshah, Azali Mohamed and
Muzafar Shah Habibullah

Introduction
Lane (1999) lained why the d ination of long-run in
exchnng: rates should be of m(crcsl First, explmmng the long-run
h of is il ing for those i in tracing the

evolution of the global economy. Second, undersmndmg of what determines
long-run changes in nominal exchange rate is potentially helpful to investors
comparing expected returns on medium- or long-term nominal bonds in
different currencies. Third, modelling the long-run behaviour of the
exchange rate is the underpinning for useful understanding of the short-run
behaviour of exchange rates: it is necessary to know the long run in order to
work out whether a given exch rate is a deviation from its
long-run path. Finally, long-run movements in exchange rates are less prone
to the ‘noise’ that is present in higher-frequency exchange rate data and
hence may more easily be related to the fundamental determinants indicated

by theory.
Interest in the determinants of long-run exchangc rates is not new and thc
topic has been revived by the di in the

analysis, particularly those relating to co-integration theory. A major puzzle
of the empirical exchange rate literature is the poor performance of various
exchange rate models. These failures have been documented in Boughton
(1988), MacDonald (1988), MacDonald and Taylor (1992), among others.
Briefly, these authors argue that problems with endogeneity and
simultaneity, single equation approach, complicated dynamics and the
possibility of other forms of misspecification are the major reasons that
existing exch: rate models give i Y results.'

Malaysia has enjoyed high economic growth in the past two decades and
is on the threshold of becoming a newly industrialised economy (NIE).
Japan, Singapore and the USA are believed to have strong economic
influence on Malaysia. Not only are Japan and the USA Malaysia's two
largest trading partners but also its two largest foreign investors. In addition,
the dependency of Malaysian trade on both of these countries is increasing.
Japan is now the largest foreign investor in Malaysia. Financial
liberalisation started in the late 1970s but it was only after the 1985
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recession (due to the collapse of commodny prices) that the major reform

were These dereg have led to market
determination of interest rates. The liberalisation process has impact on the
degree of integration between the domestic and the world financial markets.
Several authors found that on lhe ba.sls of covered and/or uncovered interest
rate parity, there is sub between Malaysia and world
financial markets (see Farugee 1992; Phylaktis 1997; Zhou 1996).2
relatively stable political and economic environments in the past lhrce
decades have allowed a faster pace in the deregulation and liberalisation of
financial markets.

A study on the determinants of Malaysian ringgit is of interest for several
reasons. First, Malaysia followed a managed-float system after the
breakdown of the Bretton Wood System of fixed exchange rate. The
Malaysian ringgit is pegged within a margin to a basket of currencies. The
cenlrnl bank Bank Negara Malaysia (BNM), is responsible for curbing

ion in the ge value of the ringgit. It also has long-
standing policies of open capital markets. Malaysia promises to be an
interesting case to examine how foreign exchange rates react to
macroeconomic fundamentals and see if the monetary model is relevant to
small open economy. Second, given the increasing importance of trade and
investment in Malaysia within the ASEAN region and its trade dependency
on the USA, Japan, Singapore and Europe, it is important to understand the
movements of ringgit against these other currencies of major trading
partners. Third, because several studies found that Purchasing Power Parity
(PPP) does not hold, we seek evidence to :xammc if the more complete
monetary exchange model holds l’or the Malaysm

Many r have und imation of the monetary
modcl fnr cxchangc rate derermma(mn Allhough the monetary model is

its validity is

In gencral, the data up to the end of 1978 for the industrial countries tend w
be supportive of the asset market approach to exchange rate determination.
In contrast to the earlier work, studies using data beyond 1978 have
produced results that are unsupportive of the model.' However, empirical
studies in the 1990s by MacDonald and Taylor (1991; 1992; 1993; 1994a;
1994b), McNown and Wallace (1994), and Moosa (1994), utilising a variety
of econometric methods to deal with non-stationary data, found that a
monetary model is a valid framework to analyse movements in major
currencies.’ These key currencies include German mark, Japanese yen,
British pound and Canadian dollar. Moreover, studies by Diamandis et al.
(1996) and Makrydakis (1998), Diamandis and Kouretas (1996), and Berg
and Jayanetti (1993) that focused on the less significant currencies showed
that the monetary model works quite well.® In other words, the monetary
model produces sensible long-run equilibrium relationships and has the
ability to track exchange rates even for the smaller economies. These
monetary factors are important in ining the of exch
rates.
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Malaysia is a small open economy and has received little attention in the
exchange rate literature. This chapter attempts to answer the question: Is the
monetary model of exchange rates valid in the long run? We employed the
monetary framework to analyse the movements of the Malaysian ringgit
compared with four other currencies, that is, the US dollar (US), the
Japanese yen (JY), Singapore dollar (SD) and the German mark (DM).
Following the current tradition, we utilised the Johansen-Juselius
multivariate co-integration approach to analyse the long-run movements in
exchange rates. The technique fully captures the underlying time series
properties of the data, provides estimates of all the co-integrating vectors
that exist within a vector of variables and offers a test statistic for the
number of co-i ing vectors. An additi d ge of this techniq
is that it is able to detect several co-integrating vectors, as well as evaluate
hypotheses of theoretical interest on the coefficients entering the estimated
co-integrating vectors.®

We will set out the basic monetary model of exchange rate
determination, then describe the data sources and econometric methodology,
and report the empirical results.

The monetary model

The monetary model approach relies on two building blocks and may be
summarised by the following equations (see Baillie and MacMahon 1989;
MacDonald and Taylor 1992 for a more comprehensive discussion):

e=a+p-p* (15.1)
m—p,=ay, - f (15.2a)
m*-p*=a'y* -p* (15.2b)
i=i* = Efen) - ¢, (15.3)

where e, is the log of the spot exchange rate (units of home currency per unit
of foreign currency), p; is the log of the domestic price level, m, is the log of
the domestic money supply, y, is domestic real income and i, is the domestic
interest rate. Here, an asterisk denotes the corresponding foreign country
variable and in our case the USA, Japan, Singapore or Germany. The term
Eqer.1) denotes the expectation of next period’s level of the log of exchange
rate, conditional on information available in period t.

Equation (15.1) represent the purchasing power parity (PPP) condition,
equations (15.2a) and (15.2b) are the standard home and foreign monetary
equilibria respectively and (15.3) is the uncovered interest parity (UIP)
condition. The monetary model of exchange rate determination is an
extension of the quantity theory of money to the case of an open economy.
The model assumes that (i) real income and the nominal money supply are
determined exogenously; (ii) capital and goods are perfect substitutes;
(iii) goods prices are fully flexible; and (iv) domestic money is demanded
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only by domestic residents and foreign money only by foreign residents.
Under these assumptions a typical monetary model of exchange rate
determination may be written by the following unrestricted reduced form
equalion:‘

e = o+ Bim+ Bame® + Bayy ¢+ Bayi® + Bsi + Bi® + (15.4)

BioBa Bs> 0, PBrBiBs<0

where all the variables are as defined above and u, is a residual term,
assumed to have zero mean and constant variance. For estimation purposes,
all variables, except for interest rates, are expressed in natural logarithms. '

Equation (15.4) has been estimated by numerous researchers to test for
the validity of the monetary model in a long-run context using the co-
integration methodology. The specification given by equation (15.4)
considers the fundamental variables (money, real income and the interest
rates) as determinants of exchange rates. It is a richer formulation then PPP,
because it considers three fundamental variables, whereas PPP consider only
one variable—the price differential. As pointed out by Makrydakis (1998)
the reduced-form model given by equation (15.4) nests both the flexible
version (Frenkel 1976; Bilson 1978) as well as the sticky-price variant of the
monetary model (Dornbusch 1976). The former is based on continuous
purchasing power parity (PPP) and stable money demand functions for the
domestic and foreign economies. The latter relaxes the unrealistic
continuous PPP hypothesis, which implies a fixed real exchange rate, and
permits instead overshooting of both nominal and real exchange rates
relative to their long-run equilibrium (PPP) levels in the short run.
MacDonald and Taylor (1992) argued that of the two versions of the theory,
the Dornbusch version provides a more useful description of the recent
floating exchange rate regime, which is characterised by wide fluctuation of
real rates of exchange.

The expected signs on the coefficients in equation (15.4) may be
summarised as follows: (a) a rise in domestic (foreign) money supply is
expected to cause a depreciation (appreciation) of the ringgit; (b) an increase
in domestic (foreign) real income will raise the demand of money leading to
an appreciation (depreciation) of the ringgit; and (c) a rise in the domestic
(foreign) interest rate reduces money demand and causes the ringgit to
depreciate (appreciate). In addition, the monetary model also implies a set of
coefficient restrictions on the unrestricted reduced form (equation (15.4)).
The most important of these restrictions is the existence of proportionality
between exchange rate and relative money (B = -B; = 1). Less important for
the validity of the monetary model, yet also frequently imposed and tested in
the empirical work, are equal and opposite coefficients on relative incomes
(Bs=-Ps) and interest rates (Bs=-P4). This implies that the domestic
income, interest elasticity of money demand is equal to their foreign
counterparts (sec Moosa 1994; MacDonald and Taylor 1991; 1994b). The




What d the long-run of the Malaysian ringgit? 219

Johansen-Juselius technique allows us to test these monetary restrictions
and these restrictions are displayed in Table 15.1.

Table 15.1: Some commonly imposed monetary restrictions,
€= Bimy+ Bame® + Boy + Baye® + Bui + Bii® + ¢y,

HiBi=-B,=1 Hy H, N H,
Hy: By +Be=0 Hs:H N H, HiHinH;AH,
Hy: Bs+Be=0 Hg: Hy N Hy

Data and methodology

The study uses quarterly frequency data from 1976:1 to 1997:2 to model
the long-run bilateral exchange rates of the ringgit (RM) against the US
dollar (US), the Japanese yen (JY), German mark (DM) and Singapore
dollar (SD). We choose to work with quarterly data since a finer frequency
data would preclude the use of macroeconomic data, such as money and
income, especially for a developing country where most of the data are

ilable on annual freq . Exch rate were less volatile
and there were no major economic crises in the sample period that might
have caused too much noise for the co-integration technique to detect the
long-run relationship.'' Moreover, the choice of time period included an
economy emerging from an era of financial regulations. We used three-
month treasury bill returns as interest rates, narrow money (M1), and export
indices for our measure of output. Exports are positively correlated with
output and were used as a proxy for GDP since quarterly figures on GDP
were unavailable for this study. The ic data are all collected
from the International Monetary Fund. A recent study on long-run money
demand by Arize et al. (1999) has shown that both M1 and M2 can be
considered as viable tools for less-developed countries. The financial
statistics published by the International Monetary Fund contained series that
were all seasonally unadjusted. Scasonality may be captured either through
scasonal dummies or through seasonal lags in the set of regressors. In the
analysis that follows the *domestic’ country is taken to be Malaysia.

Prior to testing for co-integration, it is necessary to establish the order of
integration. Schwert (1987) and DeJong et al. (1992), for instance, have
noted that the Augmented Dickey-Fuller (ADF) (Dickey and Fuller 1981)
statistics may reject the null hypothesis of a unit root too often in the
presence of the first order moving average process. However, Campbell and
Perron (1991) have shown that the ADF statistics have better small-sample
properties than the Phillips-Perron (PP) statistics (Phillips and Perron 1988;
Phillips 1987). To ensure robustness and overcome the criticisms of any
individual testing technique, both ADF and Phillips-Perron procedures are
considered in the analysis. We carry out the tests on the time series of cach
variable in levels and differenced forms.
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Once we have determined the order of integration of each series, the next
step was to test for co-integration relationships among the series. Two
common tests for co-integration are the two-step procedure of Engle and
Granger (1987) and the Johansen (1988) and Johansen and Juselius (1990)
techniques. We employ the maximum likelihood co-integration test because
of Johansen (1988), and Johansen and Juselius (1990). The Engle and
Granger procedure performs the tests in a univariate set up. The Johansen—
Juselius technique is utilised to test for the number of linearly independent
co-integrating vectors in the system. The procedure allows not only for
lcsung for the number of co-integrating vectors but also for testing for
T by ic theory via a i
The procedure provides more robust results than other methods when lhcre
are more then two variables (Gonzalo 1994). '* If a non-zero vector(s) is
indicated by these tests, a stationary long-run relationship is implied. A brief
discussion on the procedure is provided at the end of the chapter.

Empirical results

The Johansen-Juselius procedure requires that all variables are not I (2).
To verify this we relied on two-unit root testing procedures, namely the
Augmented Dickey-Fuller (ADF) and Phillips—Perron (PP) tests. In apply-
ing these tests, the optimal lag structure is determined using the Akaike
Information Criteria (AIC) and Schwartz Criteria (SC). In addition
insignificant lags (conventional F-test) were dropped from the regression. If
the elimination of lags produced serial ion then the lags were added
back on. To save space, the results of the unit root tests are not reported in
this chapter, but generally both the ADF and PP tests suggest that the
variables are non-stationary in levels. The same tests were also conducted
using first differences, and none of these tests provided evidence against our
initial findings. The results overwhelmingly confirm the findings of other
studies that both exchange rate and the fundamental macroeconomic
variables contain a unit root in level form. Both procedures also show that
all variables are stationary after first differencing.”

We next p ded with the i ion tests using the seven-
dimensional vector [e, m, m*, y, y*, i, i*] and for four separate models:
RM/US, RM/JY, RM/DM and RM/SD. In the Johansen-Juselius method-
ology, a lag lcnglh must be chosen for the Vector Autoregressive (VAR)

model. Qur obj was to elimi serial lation while avoiding the
loss of power due to the presence of too many lags in the VAR model. For
this purpose, the lag structure on the VAR model is

using the following strategy. Testing down from six lags, we checked for
serial correlation using the Breusch-Godfrey test. The chosen VAR order
for each bilateral rate is such that no equations contain serial correlation at
0.05 level. For the RM/DM model, evidence of autocorrelation was detected
in some equations with six lags, but no significant autocorrelation was
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detected from the eight-lag model. The resulting VAR order are: RM/US,
two; RM/JY, six; RM/SD, six and RM/DM, eight.

The chosen lag length shows no evidence of auto co-regressive
conditional heteroskedasticity error (ARCH) effect. Moreover, there is no
evidence of dynamic heteroskedasticity or non-normality. Thus, in general,
results of these diagnostic tests suggest that the models appear to be
adequately specified. In all cases, a constant term is included in the VAR
model used to generate the Johansen results. Indeed, the likelihood ratio
statistic indicated that the constant was significant. Thus, the statistics are
computed with a constant term in the co-integrating relationship.

The results of using the optimal lag structure for the VAR models are
summarised in Table 15.2. Both maximum eigenvalue (A-max) and trace
statistics reject the hypothesis that these are zero co-integrating vectors. In
all cases the A-max test suggests that we can accept one significant co-
integrating vector at 5 per cent significance level or better. The results of the
trace statistics yield the same conclusion, except for the RM/JY and
RM/DM bilateral rates, where four co-integrating vectors are detected. To
choose the number of co-integrating vectors, we follow McNown and
Wallace (1994), where the vectors revealed to be significant in both tests are
considered. It is worth noting that the sample values for both the trace and
A-max are adjusted for degree of freedom. The trace and A-max value yield
many more vectors if the degree of freedom correction were overlooked. For
instance, in the case of RM/JY and RM/SD we found three vectors using the
uncorrected degree of freedom.

In general, these findings suggest that there are stationary long-run
equilibrium relationship between exchange rates and the fundamental
variables.'* For all the bilateral exchange rates we have evidence of
stationary relationship between the exchange rate, money supply, income,
and interest rates. Our results obtained so far are similar to those of
Diamandis and Kouretas (1996), Diamandis et al. (1996) and Berg and
Jayanetti (1993), among others who found at least a single co-integrating
vector in the system of the monetary variables. However, these results
contrast sharply with those of researchers who have been unable to discover
even a single long-run relationship for the monetary variables (see Baillie
and Pecchenino 1991; Sarantis 1994; McNown and Wallace 1994). Their
data failed to capture the effect of macroeconomic variables on the exchange
rate for the sample of countries considered in their studies.

In interpreting these results one must bear in mind two important points.
First, a co-integrating vector implies a long-run stable relationship among
jointly endogenous variables arising from constraints implied by the
economic structure on the long-run relationship. Second, the smaller the
number of co-integrating vectors, the less stable will be the system of non-
stationary co-integrated variables. In our case, we found one significant
co-integrating vector (or six stochastic trends) for all bilateral exchange
rates.' Thus we do not have the problem of identifying the relationship that
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Table 15.2: Testing for gration using the and Juselius
(1990) method
Tests RM/US RM/JY  RM/DM  RM/SD
Hy Hy CV. @ (6) (8) 6)
J-max
R=0 - 46.45 63.64* 59.26* 57.65* 47.79*
R<1 =2 40.30 21.72 3538 33.85 24.80
Rs2 =3 34.40 13.95 3235 2591 2035
R<3 =4 28.12 10.11 26.61 21.53 16.90
Rs4 =35 22.00 8.36 16.60 14.09 13.71
R<5 =6 15.67 6.48 8.87 11.70 6.19
R=6 -3 924 4.75 7.26 8.7s 3.08
Trace
R=0 21 13270 135.01* 186.33*  173.47* 132.83*
Rs1 22 102.14 71.36 127.07*  115.82* 85.03
Rs2 23 76.07 43.64 91.68* 81.97* 60.23
R=<3 24 53.12 29.69 59.33¢ 56.07* 39.88
R=4 25 3491 19.58 32.72 34.54 2298
RssS 26 19.96 11.23 16.12 18.45 927
Rs6 27 9.24 4.75 7.26 8.75 3.08

Note:  C.V. stands for 5 per cent critical values, from Osterwald-Lenum (1992).
The number in parenthesis below the country-pair is the lag length of the

VAR. Chosen r: number of vectors that are under
both tests. These statistics arc computed with a constant in the unrestricted
VAR equation.

represents the process whereby the exchange rate is determined in the long
run.

The esti d of the vectors (fis) are reported
in Table 15.3. N lising the i by the exch rate allows us to
directly compare the hypothesised values of the Bs in equation (15.4). None
of these equations has all the signs that are consistent with theory. For
instance, in the RM/US and RM/DM cases, the co-integrating vector has
four expected signs. In the RM/SD case, the vector has four wrong signs
among the six variables. All signs on y* have the expected positive sign
except in one case (RM/SD). A comparison can be made between the
findings in this chapter and those reported in Makrydakis (1998) and Moosa
(1994). Makrydakis (1998) found that except for interest rates, the signs of
all the other variables are consistent with theory for Korean won-US dollar
rate. Moosa (1994), on the other hand, showed that the magnitudes of the
coefficients are in many cases excessively high and the signs are
inconsistent with those predicted by theory. Pervious studies on demand for
money thai ployed the same hod: also similar

bl Speci the obtained by lisi i i
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vectors on real money demand hnlmccs look Ilke money demand functions,
money supply ions or some that appears not to
make economic sense (see Johansen and Juselius 1990; Dickey etal. 1991;
Moosa 1994).

Table 15.3: Estimated co-integrated vectors in Johansen

Vanable
e m__mt Y 7> i i* _ Dummy  Constant
RM/US T00 020 047 -080 101 005 004 - 331
RMIIY 100 <213 037 194 060 -007 001 02  -100S
RM/DM 100 1o 114 164 037 004 004 053 748
RMSD 100 022 040 041 081 002 001 _ - 249
Note'  The estimated coefficients were obtained by normalising the exchange rate

vaniables. For the RM/JY and RM/DM case, we have included a shift dummy to
allow for structural break in the long-run relationship

Table 15.4 presents test results of exclusions restrictions on the exchange
rate, money supplies, output, and interest rates in the co-integration
relationship. With one co-integrating vector, this LR statistics is
asymptotically distributed as L) In each case, the hypothesis that
exchange rate does not enter into the co-integrating relauonshlp is easily
rejected at least at the 10 per cent significance level. In fact in the RM/US
rate, only the domestic money supply variable, m, appears not to enter in the
long-run relationship. In the RM/DM case, all the variables enter into the
co-integrating relationship. Again this confirms our contention that the
bilateral rates of the ringgit are determined by fundamental variables for the
1976-1997 period.

Table 15.4: Test of exclusion restrictions

RM/US RM/JY RM/DM RM/SD
e 6.32 (0.01)  16.04 (0.00) 46.27 (0.00) 28.63 (0.00)
m 1.14 (029)  33.19 (0.00) 46.06 (0.00)  8.62 (0.00)
m* 4.09 (0.04) 0.62 (0.43) 37.23 (0.00) 4.04 (0.04)
y 12.22 (0.00)  43.50 (0.00) 60.55 (0.00) 12.35 (0.00)
y* 14.37 (0.00) 8.41 (0.00) 43.54 (0.00) 2231 (0.00)
i 8.00 (0.01) 19.63 (0.00) 1023 (0.00) 16.02 (0.00)
fig 10.01 (0.00) 0.13 (0.72) 17.15 (0.00) 1.63 (0.20)
Dummy - 5.96 (0.02) 28.64 (0.00)

Constant__ 14.59 (0.00)  12.81 (0.00) 52.58 (0.00) 10.18 (0.00)

Note:  For the tests of exclusion restrictions figures are x° statistics with one
degree of freedom, and the critical value at the § per cent significance level
is 3.84. For the RM/JY and RM/DM, we have included a shift dummy to
allow for structural break in the long-run relationship. It takes a value of 1
for t=1984:1 to 1984:4 and zero elsewhere. The dummy variable is found
to be insignificant in the other cases.
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We also report in Table 15.5 the test results of imposing restrictions on
a. The test serves as a test of weak exogeneity. It shows whether the
exchange rate or some other variables that adjust clear any deviations from
its long-run position. The results of the Wald test show that in all the
equations, the exchange rate adjusts to clear any disequilibrium from its
long-run PPP (at the 10 per cent significance level). The results also indicate
the ion term enters signi in some of the other equations.
For instance, in the RM/US model all the variables, except for domestic
interest rate (i) adjust to clear any disequilibrium.

Table 15.5: Estimated error correction parameters

Variable
¢ m m* y y* i i*
RM/US 280 2355 3539 1644 5.20 0.00 11.72
(0.09)  (0.00) (0.00) (0.00) (0.02) (0.97) (0.00)

RMAY 2.90 0.54 076 5544 0.14 1.94 517
(0.09)  (0.46) (0.38) (0.00) (0.71) (0.16) (0.02)

RM/DM 348 0.08 4.56 822 0.93 5.78 7.88
(0.06) (0.77) (0.03) (0.00) (0.34) (0.02) (0.01)

RM/SD 3.96 2.81 4.91 1.68 124 19.14 5.88
(0.05) (0.09) (0.03) (020) (0.27) (0.00) (0.02)

Note:  The Wald test is y distribution with one degree of freedom. The number in
parcntheses is the marginal significance.

Table 15.6 reports the test results of some of the popular monetary
restrictions. Interestingly, the common imposed monetary restrictions (that
is, Hy, Hyand H;) are not rejected at the 5 per cent significant level for the
RM/US case. However, the restrictions are overwhelmingly rejected in all
the other cases at the conventional significance level.

Table 15.6: Tests for monetary restrictions
RM/US RMAY RM/DM RM/SD

H, 1.14 (0.29) 16.89 (0.00) 58.73 (0.00) 9.80 (0.00)
H, 0.87 (0.35) 37.00 (0.00) 53.77 (0.00) 6.82 (0.01)
H; 0.38 (0.54) 20.13 (0.00) 47.09 (0.00) 6.95 (0.01)
Hy 20.17 (0.00) 37.03 (0.00) 60.19 (0.00) 14.45 (0.00)
Hs 1.14 (0.57) 33.55 (0.00) 65.40 (0.00) 10.27 (0.01)
H, 3.84 (0.15) 47.56 (0.00) 64.75 (0.00) 7.23 (0.03)
Hy 25.22 (0.00) 53.59 (0.00) 66.59 (0.00) 14.97 (0.00)

Note:  H, to Hy denote the hypothesis summarised in Table 15.1. The numbers not
in the parenthesis arc x* statistics with degree of freedom equal r x k,
where r denotes the number of co-integrating vectors and k is the number
of ions. The number in heses is marginal si level.
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The finding that the above hypotheses are generally rejected is in
accordance with Moosa (1994), Kanas (1997), MacDonald and Taylor
(1991; 1994b). For instance, MacDonald and Taylor (1991) reported that
none of the restrictions for Germany could be rejected. For UK and Japan,
however, the restrictions are all rejected except for H; for Japan. Applying
the model for the sterling-dollar exchange rate, MacDonald and Taylor
(1994b) found that all the restrictions are rejected at the conventional
significance level, In applying the same model to Korea, Makrydakis (1998)
found at least three co-integrating vectors for the Korean won-US dollar
rate. However, all the parameter restrictions implied by the model are casily
rejected by the data. Lane (1991) argued that these restrictions are partly
responsible for the failure of the restricted version of the monetary model.
Our results may suggest that the restricted version of the monetary model
that assumes the equality of coeffici may not be appropriate to model
the exchange rate behaviour in Malaysia.

The rejection of the monetary model restrictions may also suggest that
the long-run relationship may not be that implied by monetary model.
However, Alogoskoufis and Smith (1991; 1992) have argued that the
coefTicients of a long-run equation, such as the monetary model, could be a

bination of adj ion an variables. Since the
model used in the analysis did not reflect such variables, the estimated
parameters of the co-integrating vectors may not be given structural
interpretation (Dickey et al. 1991). This line of argument suggests that
rejection of the monetary restrictions does not rule out the possibility that
the empirical long-run relationship is consistent with the monetary model
(see Kanas 1997). In addition, the results obtained from this study are more
promising than those of some of the earlier studies that failed to identify the
co-integrating vector.

Conclusion

One ch istic shared by i all developing ies is that
they must conduct the vast bulk of international commerce and finance in
terms of the monies of major industrial countries rather than their domestic
monies. Both policy makers and economists would agree, therefore, that
exchange rate is an important variable. Yet the empirical work in this area
for the less developing countries (LDCs) has remained sparse. In this
chapter we examine the monetary models of exchange rate using quarterly
data for Malaysia ringgit.

The findings may be summarised as follows. First, we found that all the

ic variables, includij rates, are 1 (1) variables.
Second, this study d that a co-i i lati ip exists
between the exchange rate, money, income and the interest rate.
Co-i ion between the fund: variables and the exchange rate for
all the bilateral exchange rates may be interpreted as evidence of a long-run
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ip between the rate and fi variables for the
country-pairs considered. Third, we tested the commonly imposed monetary
restrictions on the coefficients of the model. With perhaps one exception
(the RM/US case) the restrictions imposed on the model were easily
rejected. Fourth, the esti of the adj show that
exchange rates and foreign interest rates most often respond to
disequilibrium. In all the models we found that the error correction term
enters signi ly in the rate i implying that the
bilateral rates adjust to clear any long-run disequilibrium.

MacDonald and Taylor (1994b) argued that the evidence in favour of the
long-run monetary model implies indirect evidence in favour of long-run
PPP, since PPP forms the link between stable domestic money demand and
the monetary exchange rate equation. Direct empirical evidence on long-run
PPP for Malaysia is uncommon except Manzur and Arriff (1995) showed
the data on ASEAN economies support the long-run reversion to PPP.
MacDonald (1995) demonstrated that PPP as a concept only holds in the
very long run (100 years), a period longer than that captured by the data
sample used here. Other studies have also shown that PPP holds reasonably
well in a more complete system rather than estimating a single equation,
which is common in the literature. For instance, MacDonald and Nagayasu
(1998) used a version of the real interest differential (RID) model that
allows for deviations from PPP to be governed by a real interest rate
differential to illustrate this point. They showed that the RID model
outperforms the random walk in explaining the yen-US dollar bilateral
exchange rate over the float.

The empirical results suggest that monetary variables can account for the
long-run movements of the ringgit in relation to the US dollar, the Japanese
yen, Singapore dollar and German mark. In other words, the ringgit is
largely determined by fundamental factors. Policy makers and business may
use these variables to monitor the movements in ringgit in the long term.
Some observers argued that the tightening of monetary policy was necessary
to stabilise the exchange rate and restore confidence during the Asian
financial crisis. Others have argued that rising interest rates will reduce the
ability of borrowers to repay loans and thereby weaken the banking sector.
This, bi with declining investor d may lead to further
weakening of the domestic currency. Unfortunately the results obtained for
the long-run parameters of the model do not provide any clear and
consistent answers on the impact of monetary policy on the interest rate and
the exchange rate. This may be due to the inadequacies in our data set or
perhaps in our choice of model for tests. We realised that much more
empirical works is required in this area of research.

Before the 1997 financial crisis, Malaysia followed a managed float
system and the ringgit was allowed to move in response to market forces in
periods of macroeconomic stability. However, the central bank normally
intervenes to limit exchange rate volatility, especially when the ringgit is
under pressure. For instance, the ringgit was allowed to fluctuate within a
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band of 2.47-2.57 to the US dollar in the first half of 1997. In this sense, the
ringgit is not allowed to float freely. It is sometimes important to allow the
ringgit to move by significant amounts even for short periods. Maintaining

flexibili

greater y in exch rates can p de private business to
recognise and prudently managed the foreign exchange risk. In our view,
this is important for an y with ial i in

international trade and global financial markets, given the limited size of its
domestic market.
Appendix

The Johansen approach sets up the ionary time series (Y) as a
vector auto regression (VAR):

k-1
AY, = o+ E TAY, + 1Y, + & (15.5)
i=l

where T = -(1-11, —...- ;)
fori= k==~ -...~T) .

Y, is a vector of p variables, i, is a constant and €& is a vector of Gaussian
random variables. T and [T represent coefficient matrices, A is the difference
operator, k denotes the lag length.

The matrix IT is called the long-run impact matrix and it contains
information about the long-run relationships between variables. The number
of co-i ing vectors is de ined by the rank (r) of IT, which indicates
the number of co-integrating vectors. If IT is of full rank, or r=p, no
co-integration is present as all series are themselves stationary. On the other
hand, if T is a null matrix, or r=0 then no long-run relationship is present
as equation (15.5) is the usual VAR model in first differences. In the case
when 0 <r<p, then there exist one or more co-integrating relationships
among the variables. The I1 matrix can be decomposed as I = af', where
the elements of the a matrix are the adjustment coefficients and the B matrix
contains the co-integrating vectors. The Johansen procedure uses two
likelihood ratio stati to test for co-it i he trace and i
eigenvalue (A max) statistics.

The trace test for the null of r or fewer co-integrating vectors (versus
more than) r is:

3
TR =-T Z In(1-

el

(15.6)

where T is the sample size and A is an estimated eigenvalue. This is a
function of the squared canonical correlations (i;) between the first
difference and the levels of the variables, having factored out the dynamic
and deterministic factors. The A, are the solutions to a certain eigenvalue
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problem. An alternative maximal eigenvalue test statistic of the null that
there are r co-integrating vectors against the alternative that there are r + | is

A max, = TR, TRy, (15.7)

Both test statistics may be compared with the appropriate critical values
provided by Osterwald-Lenum (1992). The test statistics are non-standard
and depend only on the number of degree of freedom, p — o. The importance
of applying a degree of freedom correction for the Johansen—Juselius
technique is now well known. The correction factor is necessary to reduce
the excessive tendency of the test to falsely reject the null hypothesis of no
co-integration. Several authors have documented the importance of this
correction factor (see Reimers 1992; Cheung and Lai 1993; Cushman 1993).
To adjust for the finite sample inference problem of the Johansen technique,
we used the degree of freedom suggested by Reinsel and Ahn (1992). The
correction factor suggested by Reinsel and Ahn is to multiply the test
statistics in both (15.6) and (15.7) by (T — pk)/T, where p corresponds to the
number of variables in the VAR model and k is the number of lags

employed.

As mentioned earlier, a further ge of the Joh Juseli
approach is that it allows for test of restrictions, which have been widely
di: in the tary ge rate model. Based on the outcomes of
the Joh: Juselius co-i ion tests, the signi of the

coefficients (B and @) in the co-integrating relationship could be tested.
Using the notation of Johansen and Juselius, the hypothesis tests that we
implement are of the general form:

Hy:Tl=ag'H' (or f = Hp) (15.8)
His a p x s matrix and @ is a s x r matrix of unknown parameters. In
particular, we test the hypothesis summarised in Table 15.1. For details of

the tests of linear iction on the esti ients see Johansen and
Juselius (1990).

Endnotes
' Lastrapes (1992) found that much of the variance of exchange rate changes, cven
at monthly horizons, seems to be duc to permanent shocks. Amano and Norden
(1995) further support this view. In fact, they argued that existing exchange rate
models omit some important sources of shock that alter real exchange rates.
Specifically. they showed that the exogenous shift in terms of the Canada-US
bilateral exchange rate and the influences of monetary factors play only secondary
role.

¥ For instance, Phylaktis (1997) showed that interest rates of the Asia-Pacific
countries (including Malaysia) have been moving together since the 1970s in relation
10 both the USA and Japan.




What the long-run of the Mal ringgit? 229

Earlier studies by Gan (1991), Bahmani-Osk: (1993) and and
Ariff (1997) showed that the data reject PPP. However, Manzur and Ariff (1995)
showed that the PPP relation holds in the long run for the ASEAN as a whole.

* The models for the period beyond 1978 produced poor results in terms of the
signs and signi of the i as well as the withi pl icti
i’ov'“' not to mention the poor out-of-sample predicting performance.

The Johansen methodology generally provided stronger support for the monetary
model, especially when distinction between traded and non-traded goods is
introduced. Using the Johansen procedure on three exchange rates (sterling, mark
and yen against the dollar), MacDonald and Taylor found evidence in favour of long-
run relationship for the three exchange rates. This led them to conclude the monetary
model does provide valid explanation of the long-run exchange rate.

Diamandis and Kouretas (1996) applicd the monetary model to four Greek
drachma bilateral rates (drachma-Deutschmark, drachma-US dollar,
drachma-sterling and drachma-franc) using data for the recent float.

In this chapter the term ‘fundamental variables® refers to money, interest rate and
income. Both Flood ctal. (1991) and Kanas (1997) adopted the same term for these
three variables.

' Sce Gonzalo (1994) and Campbell and Perron (1991) for more detailed
discussion on the advantage of the Johansen-Juselius approach.

? The restricted version of the model assumes that By =P By=Ps and Bs=Ps. In
this version of the monectary model the exchange rate equation is given by
€= (m-m*)—Py(y - y*) + Bs(i ~ i*). In this case, B, expected to be negative and B
is expected to be positive.

" The data were converted into natural logarithms to avoid difficulty presented by
Jensen's inequality.

"' We have excluded that data from the recent financial crisis period because of the
noisc for which the co-integration method cannot detect a stable long-run
relationship suggested by the monctary model.

' Gonzalo (1989) provides evidence that the Johansen and Juselius (1990) method
performs better than the single equation methods and alternative multivariate method
(for example Stock and Watson 1989).

" The results are consistent with those reported by Baharumshah and Ariff (1997)
and Bahmani-Oskooee (1993). Detailed results from the unit roots test are available
for the authors on request.

** 1f more than one vector is found, the test may indicate more than one relationship
(Johansen and Juselius 1990; Dickey etal. 1991).

"* The finding of more than one co-integrating vector leads to the problem of
identifying the single long-run relation of interest. In this case it is the monetary
cquation that supposedly represents the process whereby the exchange rate is
determined in the long run.
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Returns to liquidity on KLOFFE
(Kuala Lumpur Options and Financial
Futures Exchange)

S. Gulay Avsar and Barry A. Goss

Introduction

Futures contracts provide for the delivery (or settlement) of a specified
quantity of a ity (or financial i ), of a specified quality, at a
specified location at a precisely defined future date. These contracts,
therefore, are highly standardised with respect to these four major attributes,
and are suitable for trading on organised futures exchanges. In addition to
trading standardised instruments, futures markets, unlike spot markets, are
impersonal, because a clearing house interposes itself between buyer and
seller, and guarantees all transactions.

Futures markets perform three major functions: first, they collect and
disseminate information; second, they perform a forward pricing function,
and third, they facilitate risk management through hedging. To perform
these functions well it is important that futures exchanges are as liquid as
possible, so that both buyers and sellers can transact immediately at desired
prices. A reduction in liquidity means an increase in transaction costs for
both parties.

Telser and Higinbotham (1977) argued that the liquidity of futures
markets varies inversely with the standard deviation of market clearing
prices, and they found in their sample of 51 commodities on US exchanges
that this standard deviation varied negatively with turnover. Telser (1981)
argued that there are increasing returns to liquidity, and Goss and Avsar
(1998), who defined liquidity in terms of the ask-bid spread, found that for
two-thirds of the Sydney Futures Exchange contracts studied, there was a
significant negative relationship between volume and the ask-bid spread. If
this hypothesis were generally consistent with the evidence, it would help to
explain the concentration of futures trading in a few large exchanges around
the world, and to explain the concentration of trading in a few key contracts
within exchanges, for the cost of liquidity is seen as the dominant cost of
transacting (Smith and Whaley 1994). Worldwide the growth and
dominance of the major exchanges, such as Chicago Board of Trade,
Chicago Mercantile Exchange and London International Financial Futures
Exchange, continue, while medium-sized exchanges are merging (such as
MATIF (Marche a Terme Internationale de France) and Deutsche
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Terminboerse) or are strenuously cutting costs in an endeavour to survive
(Sydney Futures Exchange). In the Asia-Pacific area several exchanges are
candidates for future dominance of futures markcts in the region.

This chapter i igates the hyp of i ing retums to liquidity
in the Kuala Lumpur Stock Exchange (KLSE) Camposue Index (CI) futures
contract, the leading contract traded on KLOFFE. The KLSE CI contract,
which is based on the prices of shares of 100 leading Malaysian companies,
began trading on 15 December 1995; CI futures contracts are traded for the
spot month, next month, and next two calendar quarterly months. The
contract has a value of the CI multiplied by 100 ringgit, and is closed out by
mandatory cash settlement, at final settlement value (which is a form of spot
price), as defined by KLOFFE. The behaviour of liquidity costs on
KLOFFE, in relation to turnover, is vital in attracting risk management
capital to the exchange, and is therefore vital in determining the competitive
position of the Malaysian derivatives market, both within Malaysia and
externally.

This chapter discusses recent research on liquidity in futures markets and
also the speci ion of the model employed to test the i ing returns
hypothesis; then di the data, including issues of stationarity as well
as estimation procedures, and presents and evaluates the results.

Recent research and model specification

Telser and Higinbotham (1977) argued that liquidity varies inversely
with the standard deviation of market clearing prices. Recently, it has been
argued that the standard deviation of observed price changes incorporates
two factors: first it includes the response of prices to new information,
which affects equilibrium prices; and second, it includes the effects of the
bid-ask spread, which is the cost of liquidity (Wang et al. 1994), The more
relevant spread is regarded as the effective or realised spread, rather than the
quoted spread, because the effective spread is taken to be the true cost of
transacting. The effective bid-ask spread is defined as the difference
between the price at which a market maker buys (sells) a security and the
price at which the market maker subsequently sells (buys) it (Smith and
Whaley 1994, pp. 438-439). Wang et al. (1994, pp. 837-838) argued that
the effective bid-ask spread varies negatively with competition among
market makers, and directly with volatility and transaction size.

Unfortunately, without knowledge of dealers’ records, the effective
bid-ask spread cannot be observed, but must be estimated from price data.
No ideal estimator of the effective spread has yet been established: Smith
and Whaley (1994, pp.439-441) review two commonly employed
estimators, and introduce one of their own. The estimators reviewed by
Smith and Whaley (1994) are first the serial covariance estimator, which has
the formula:
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Si= J-Ccv(APf AP (16.1)

where S, = estimate of the effective bid-ask spread;
APy’ = change in observed price in period t.

If the covariance itself is positive, this estimator results in a complex
number, and is impractical. The second esti i by Smith and
Whaley (1994) is the mean absolute price change, which would capture the
spread if the expected true price change was zero, and if the variance of true
price changes were zero. While the first of these assumptions is reasonable
in an efficient market, the second is not. Hence this estimator includes the
bid-ask spread and the variance of true price changes, and therefore is
biased upward. Smith and Whaley (1994, 441-443) introduce their ‘method
of moments” estimator, which assumes that obscrved price changes can be at
the bid or at the ask, each with probability 0.5. This estimator is not without
difficulty, because it assumes that expected true price changes are normally
distributed with mean zero, and variance o*. Much evidence has accumu-
lated, however, to suggest that daily price changes in futures markets are not
normally distributed, but are leptokurtic (Harris 1987; Hsich 1988; Hall
ctal. 1989).

In light of these difficulties it has been decided to employ the standard
deviation of market clearing prices, as discussed by Telser and Higinbotham
(1977) and used by Goss and Avsar (1999), as a measure of liquidity in this
chapter. While this measure includes the effects of both new information
and liquidity on prices, the liquidity factor is evidently the dominant
component. It has been established (Smith and Whaley 1994, p. 442) that :

ok =07 +S? (16.2)

where G}, = variance of observed price changes;
* = variance of true price changes;
S = bid-ask spread.

In their estimation of bid-ask spreads in the S&P 500 Index futures
contract on the Chicago Mercantile Exchange, with intra-day data, Smith
and Whaley (1994, pp. 452-453) found that the spread accounts for 79.7 per
cent of the variance of observed price changes, when all price data are
utilised, and 94.7 per cent of that variance when traded prices only (and not
quotations) are used. It secems reasonable, therefore, to proceed upon the
assumption that liquidity costs can be well represented by the standard
deviation of market clearing prices.

On the assumption that the distribution of market clearing prices is
asymptotically normal, Telser and Higinbotham (1977, pp- 970, 976) argue
that the standard deviation varies inversely with the square root of the
number of transactions. This reasoning led Telser (1981, p. 17) to conclude
that there are increasing returns to liquidity. As mentioned above, however,
subsequent evidence indicates that the distribution of daily price changes in
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futures markets is leptokurtic. For this reason, a simple binomial model is
used here to predict a direct relationship between the number of transactions
and liquidity. If success is defined as buyer and seller each able to transact
immediately at desired prices, the probability of success is given by the
binomial distribution as

n! LN
- 163
fix) x!(n_x“pq (16.3)
where  x number of successes;

n number of trials;

p = probability of success in a single trial;

q = probability of non-success.
It is clear from (16.3) that the p| ility of zero d as

the number of trials increases; the probability of one or more successes,
therefore, increases with n. It is assumed that there is an inverse relationship
between the probability of success and the standard deviation of market
clearing prices.

The hypothesised negative relationship between volume and standard
deviation is given by

Vi=a+BSD+e (16.4)

where  V, = volume in period t for a given futures contract for all
delivery months;
SD, = standard deviation of daily prices, in period t, for a futures
contract with maturity in t (see below: Data);
3 constant; B < 0 on the increasing returns hypothesis;
o error term;
t = time in months.

For a large part of the sample period volume appears to exhibit near
exponential growth, at least until 1998:08, and to take account of this
the i ipin (16.4) is in i-long form as

InVi=a+BSD +e (16.4A)

Data, stationarity and estimation

In this section the data, tests for unit roots and co-integration and
estimation procedures are discussed.

Data
Futures price data, supplied by KLOFFE, are CI last trade, daily prices

for the spot month future, that is a futures contract with settlement on the
last business day of the current month (the spot month contract is by far the
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most heavily traded contract). Monthly standard deviations are calculated
from these daily prices. Volume data are numbers of contracts traded per
month, for all CI futures contracts, and these data were obtained from the
KLOFFE website (www.kloffe.com.my). Data were collected from the date
of inception (15 December 1995) to the end of December 1999. It can be
seen that after the launch period, tumnover per month exhibits strong growth
until end August 1998, when the effects of the Asian financial crisis
evidently were felt. It is suggested, therefore, that the volume data exhibit
three distinct sub-periods: the first is the launch period, to the end of April
1997, after which monthly volume first exceeds 20,000 contracts; second,
there is the ‘mature’ period (1997:05 to 1988:08), during which volume
continues to grow rapidly; third is the ‘crisis’ period (1988:09 to 1999:12),
which exhibits a large negative shock from the currency crisis, and some
recovery afterwards. These sub-periods are one, two and three and they
contain 17, 16 and 16 monthly observations respectively. There will be
occasion, in what follows, to refer to sub-periods one and two together, and
this period will be referred to as sample A.

Stationarity

To avoid spurious regression results, it is necessary that the residuals of
the estimating equation (16.4A) are stationary. This condition will be
fulfilled if all variables in that equation are stationary (integrated 1(0)), or if
those variables are non-stationary, this condition will be fulfilled only if
both variables are integrated of the same order, and are co-integrated. To
investigate whether the variables in (16.44A) are stationary, unit root tests
were conducted, using both Augmented Dickey-Fuller (ADF) and Phillips—
Perron (PP) tests. Both these procedures test the null hypothesis of a single
unit root against the alternative hypothesis that the series is stationary. For
the variables employed in the model in this chapter, these tests produced
essentially similar results, and where there is ambiguity the Phillips—Perron
tests are preferred, because of their generally greater power (see Banerjee
etal. 1993, p. 113). For reasons of space, the results of the Phillips—Perron
tests only are reported, in Table 16.1, for sub-periods one, two, three and
sample A. To allow for the low power of these tests (Evans and Savin 1981)
and the small sample size, a ten per cent significance level has been
employed. It will be seen that for sample A and sub-period one both
variables In'V and SD are stationary, while for sub-period two both
variables are I(1). For sample A and sub-period one, therefore, estimation
can proceed on the relationship in the form of (16.4A). For sub-period two
the question is whether the two I(1) variables are co-integrated. The
Johansen maximum eigenvalue test (see Johansen 1988; Johansen and
Juselius 1990), reported in Table 16.2, suggests that these variables are not

i (This test the hypothesis that the number of
co-integrating vectors m is at most equal to q, against the specific alternative
m < q+ 1 (where q <n, the number of I(1) variables in the equation).) It can
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be seen from Table 16.2 that the hypothesis m = 0 is not rejected. Estimation
of the relationship for sub-period two, therefore, will proceed with the
variables in first difference form:

AlnV,=a+pBASD, +e (16.4B)
Table 16.1 shows that the first differences are stationary. For sub-period
three Table 16.1 shows that In V is I(1) while SD is stationary. To avoid
spurious results for this sub-period, the relationship is estimated with In V in
first difference form:

AlnV,=a+BSD, +e (16.4C)

As Table 16.1 shows, the first difference of In V, for sub-period three, is
stationary.

Table 16.1: Unit root tests: Phillips—Perron

Variable Calculated test Ten per cent Order of
statistic critical value integration

Sample A

InV -5.0235 -3.2109 1(0)

SD -2.8938 -2.6164 1(0)
Sub-period one

InV ~5.6443 -3.3086 10)

SD -4.0281 -2.6745 1(0)
Sub-period two

InV -1.7197 -2.6745 1)

sD =1.6132 =2.6745 (1)

Alnv ~4.6789 -2.6745 1(0)

ASD -5.8652 ~2.6745 10)
Sub-period three

InV -2.2645 -2.6745 i

AlnV —4.4655 -2.6745 1(0)

SD -3.1090 ~2.6745 10)

Table 16.2: Joh co-integ g test
Equation Vanables  Calculaied  Spercent  No. of co-integrating
test statistic _cntical value vectors: m

Sub-period two In Vi, 24.1430 2532 m=0

(16.4A) SD, 7.1203 1225 ms<1

Estimation

Estimation of the appropriate form of the relationship for sub-periods
one, two and three, in the presence of an endogenous regressor, is by
instrumental variables (IV), in order to obtain consistent estimates.' For sub-



Returns to liquidity on KLOFFE 239

period one, a correction for first order autocorrelation is required. Tests were
conducted for the presence of ARCH effects in the residuals of these
equations (see Engle 1982; 1983) and there was evidence of ARCH effects
in the relationship for sample A only. These effects were represented by an
EGARCH (1, 1) process, to capture the asymmetric relationship between
innovations and volatility, the lag lengths being determined by general to
specific modelling (see Nelson 1991; Maddala and Kim 1998, pp. 78, 191).
As a of this ion of volatility clustering, h,, the
conditional variance of ¢, in (16.4A), is given by:

In(hy) = ooy +Biinhy+y (16.4AA)

In addition, an allowance was made for first order autocorrelation in the
residuals of (16.4A), and, for sample A, equations (16.4A) and (16.4AA)
were esti by il likelihood (ML). The estimations referred to in
this section were executed by Lilien et al. (1995).

Results

The results for the various sub-periods are discussed in this section under
the headings coefficient estimates and evaluation of results.

Coefficient estimates

Table 16.3 provides the coefficient estimates, asymptotic t values,
Durbin-Watson statistics, and number of observations for sub-periods one,
two, three and sample A. It will be recalled that support for the hypothesis
of increasing returns to liquidity requires that the estimate of B, in the
relevant equation, is negative and significant. Table 16.3 shows that in sub-
period one, the ‘launch’ period, and sub-period three, the ‘crisis and
recovery’ period, the estimate of B is negative but insignificant. In these
sub-periods, therefore, there is no clear support for the increasing returns
hypothesis. In sub-period two, on the contrary, during which contract
turnover exhibited strong growth, the estimate of B supports the view that
costs of liquidity declined as the market expanded. This result is consistent
with, and reinforces the tendency to, financial market concentration. The
major policy implications of this outcome are first, that an identical contract
traded elsewhere could be expected to fail, unless the promoters of an
alternative exchange could persuade major participants on KLOFFE to trade
clsewhere, and second, because the tendency of increasing returns to
liquidity applies also to multiple contracts within exchanges, any highly
substitutable contracts introduced on KLOFFE would not be expected to
succeed. Further growth in the turnover of the KLSE Cl futures contract,
however, could be expected to lead to a further decline in liquidity costs.
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Table 16.3: Coefficient estimates: Sub-periods one, two, three and
sample A*

Sub-period (cquation [ B DW T
Sub-period one 91933 00017 23983 16
(164A) p =0.5979 (4.6170)  (264164)  (-0.1356)

Sub-period two 00944 00126 22711 16
(16.4B) (11037)  (~1.9817)

Sub-period three 15596 ~0.0647 2.1487 16
(16.4C) (05313)  (-0.5674)

Sample A 109395 -0.0017 20891 32
(164A) p =0.9522 (75.9260)  (43.7859)  (-0.8826)

(16.4AA) a o B i
Sample A: Variance cquation 04103 -06288 09583 08387

(22040) (=37311)  (20.7966) (=5 4020)

* Notes:  Asymplotic { values are in parentheses.
Estimation is by IV for sub-periods one, two and three and by ML for
sample A.
T is the number of observations,
p is the first order autocorrelation coefTicient.
Sample A comprises sub-periods one and two.

The lack of clear support for the increasing returns hypolhesls durmg the
‘launch’ period may be due to i ing trade size foll g
Wang et al. (1994, pp. 837-838) explain lhal liquidity costs increase w:lh
trade size, especially as the capacity of individual dealers is reached. The
lack of support for the increasing returns hypothesis during the crisis and
recovery period may be due to increased uncertainty following the currency
crisis, which could lead to increased liquidity costs. These factors would
tend to offset the tendency to increasing returns to liquidity during sub-
periods one and three respectively.

Evaluation of results

For these results to be valid it is necessary that the residuals of the
estimating equations for the various sub-periods are serially uncorrelated,
stationary and normally distributed. Table 16.4 presents the results of a
range of diagnostic tests on the residuals. The Ljung-Box Q Statistic, which
is valid under IV estimation, tests the null hypothesis that all autocorrelation
coefficients are zero, up to lag 12. The test statistic is distributed X |lz and
suggests that there is no autocorrelation in the residuals, at 5 per cent level,
for any of the sub-periods. The Phillips—Perron test addresses the null
hypothesis of a single unit root in the residuals, and suggests, in all cases,
that the residuals are stationary. The Jarque-Bera test addresses the null
hypothesis that the residuals are normally distributed, and as Table 16.4
shows, in no case can this hypothesis be rejected. The diagnostic tests
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reported in Table 16.4, therefore, do not create any doubts about the validity
of the results discussed above.

Table 16.4: Diagnostic tests on residuals

Test Sub-period  Sub-period  Sub-period  Sample
one two three A
Ljung-Box Q Statistic
Caleulated X2, 11.689 89145 96287 13807
Critical X,zx (0.05) 21.026 21.026 21.026 21.026

Phillips—Perron Test
Calculated PP Statistic —-4.9808 —4.1569 -43044  -7.7680
10 per cent critical -2.6829 -2.6829 -2.6829 -26181
value

Jurque-Bera Test
Calculated test statistic 0.1893 1.5940 02107 1.4102
Probability value 0.9098 0.4507 0.9000 0.4941

Conclusion

Transactions costs on organised futures exchanges are dominated by
costs of liquidity, which here are represented by the standard deviation of
market clearing prices. A simple binomial model is used to derive the
hypothesis that liquidity increases directly with the volume of transactions,
This hypothesis of increasing returns to liquidity is investigated with daily
data for the Kuala Lumpur Options and Financial Futures Exchange
Composite Index futures contract for the spot month (most heavily traded),
from i ion (D ber 1995) to D ber 1999. Estimation of the
relationship between standard deviation and volume is executed by
instrumental variables, in the interests of consistent estimates with an
endogenous regressor.

The results indicate that for the period of strong growth in turnover
(1997:05 to 1998:08) there is clear support for the increasing returns
hypothesis, with a signi negative relationship between standard
deviation and volume. In the period from inception to 1997:04, however,
and in the currency crisis and recovery period (from 1998:09) there is no
clear support for the hypothesis of increasing returns to liquidity. The result
for the strong growth period, however, is consistent with the tendency to
concentration of world futures market activity.

The main policy implications of these results are: first, that duplicate
KLSE CI futures contracts introduced elsewhere can be expected to fail
(unless key KLOFFE traders can be attracted to another exchange); second,
similar or highly substitutable share index contracts, introduced on KLOFFE
or elsewhere, also could be expected to fail; and third, under conditions of
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continued growth in turnover of CI futures, further reductions in liquidity
costs can be expected.

Endnotes

' For sub-period onc (cquation 16.4A) the instruments are In V, , SD,_,; for sub-
period two (cquation 16.4B) the instruments cmployed are A In V,.,, ASD,.,, while
for sub-period three (equation 16.4C) the instruments A InV,,, SD,., were
employed.
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‘Asian values’, moral communities and
resistance in contemporary Malaysian
politics

A.B. Shamsul

Introduction

In the realm of business management studies there has been a debate on
the role of *Asian values in the context of the emergence and consolidation
of what has been perceived as *Asian management’ models. This debate was
conducted in the wake of the rise of the *Asian tigers' including Malaysia.
Malaysia’s prime minister, Dr Mahathir Mohamed, and his then deputy,
Anwar [brahim, made signi ibutions to the deepening of this
debate by elaborating on the role of ‘Asian values’ in the context of
Malaysian ‘business and economic experience’. They did this as an attempt
to explain the economic success enjoyed by Malaysia from 1988 to 1997,
Their contributions address mainly the non-cconomic aspects, namely, the
social, cultural and political el that underpi the M i
success story. In short, Mahathir and Anwar argued that Asian values, which
were once perceived as negative, were in fact critical in bringing about
Malaysia's success in achieving its ic objectives and i i
competitiveness. Does this argument still hold after the economic crisis?
The main aim of this chapter is to provide some answers to this question and
to observe the different ways in which the Malaysian version of Asian
values has shaped the country’s attempt to regain its economic
competitiveness in the context of Malaysia’s contemporary cultural politics
and resistance, and the state's apparent anti-liberalism stance (Henderson
2000).

Since the onset of the economic crisis in mid-1997 and the sacking of
Anwar Ibrahim as Deputy Prime Minister, the Asian values debate has
almost come 10 a halt everywhere. In this chapter | wish to have a second
look at the Malaysian notion of Asian values and how it came to shape
Malaysian ‘cultural politics'—one that involves a power struggle for
material wealth, ethnic dominance and cultural survival, upon which its past
and future economic and business success have come to depend. In other
words, Malaysian business is not only about business and commercial
activities, but also about the business of politics and culture. The majority of
successful business projects and ventures in Malaysia are also about the

245
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success of those involved in making sense of the Malaysian ‘Asian values’
paradigm and its internal non-business dynamics.

Is the *Asian values’ debate dead?

While many want to believe that the Asian values debate is dead, |
believe that when the Asian economies recover, the debate will again
occupy centre stage. This time it will focus on how Asian values provided
Asians with the right ethical and moral basis to withstand suffering and
enabled them to weather the crisis commendably. Indeed, 1 shall not be
surprised if the reincarnation of the debate takes place in the USA, the land
that has given birth to and popularised such ideas as the ‘clash of
civilisations', *Japan as No.1" and *the spirit of Chinese capitalism’.

However, my interest in the theme of Asian values comes from a slightly
different angle than the usual. I'm interested in tracing some universal
elements of human cultural practice and habits found in the social life of
those embracing Asian values, and in particular, how resistance finds space
amongst those who are supposedly community-oriented in their world views
and how they then organise themselves to pursue their causes despite real
and perceived obstacles. Even though my major works have been on peasant
resi and | in Malaysia (Shamsul 1986; Scott
1986), in this chapter | am parti in ‘elite resi: ', a form
of intra-class struggle wuhm the Malnys:an elite and intelligentsia.

1 sometimes wonder whether the children of the Malaysian peasants of
the 1950s would still resort to the ‘weapons of the weak type of resistance,
a social brilliantly i and by Scott (1986), or
would simply hide behind the ‘weapons of the meek’ (my label for those
resorting to poison, magic and charms), or if they would devise new devious
and deceptive forms of resistance as a result of the availability of
technology, such as the internet. | am also interested to discuss how this new
form of resistance has given rise to ‘moral communities’, that is, informal
social groups or networks of various kinds formed by a small group of
individuals who are motivated by a broad but often idealistic social cause
such as socnal Jjustice. Indeed, fmm  my obscrvauons the formation of moral

ities seems to be P to the cause of elite
in Malaysia. Not surprising, parts of the ‘moral communities’
have, inevitably, beccmc institutionalised in the form of NGOs.

I must mention that though the main empirical focus of the present
discussion is the Malay-Muslim in Malaysia, | shall also touch upon the
activities of the non-Malay, non-Muslims wherever relevant. However, |
would like to begin with a general discussion of Asian values to glvc a sense
of conceptual location for my own p ion on moral and
‘resistance’.
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Revisiting the ‘Asian values’ debate

It is often argued by commentators considering East Asian patterns of
economic growth that the political economies of the territories have been
successful because the character of the local societies is particularly
appropriate to the pursuit of economic advancement. East Asian society is
presented as family- and i iented and disciplined. These
arguments are available within the general literature of social science and
are advanced by European, American and East Asian scholars. The ways in
which the arguments are made vary but there is an underlying distinction
drawn between the community-oriented East and the individualistic West. It
is in this context that the Asian values model emerged with a number of
variants, such as the Confucianism variant, the *Asian renaissance’, and ‘the
spirit of Chinese capitalism'.

The Asian values model of East Asia supposedly consists of three main
elements: family, kin and community, non-individualist orientation and
discipline and social order. There has been a vibrant debate on the elements
of the model, to which we shall now turn and in so doing take note some of
the criticisms.

Family, kin and community

In the literature of colonial analysis and post-colonial development
theory, the societies of East Asia were conceived as dual, plural and loosely-
structured societies whilst the societies falling within the Chinese cultural
sphere were characterised in terms of peasant forms of life lodged within
strict social hierarchies. The wealth of social forms in East Asia is thus very
large. However, the available characterisations have a series of recurrent
themes. In all cases, it is suggested that the general nature of the social-
institutional system of East Asia centres upon family and kin networks. The
focus of the personal life of an individual is the family group, kin network
and local community. It is within the family household that the routines of
life are pursued, with kin networks as an additional sphere of activity and
the community forming the routinely present sphere of collective order.

Some scholars have spoken of the moral resources of the peasant-centred
“little tradition’ as a way of gesturing to the self-contained nature of peasant
life. Thereafter, the moral schedules of wider authorities—religion or
state—present themselves in the materials of the ‘great tradition’. It would
seem that the pre-contact form of life of the majority of people in the East
Asia region was some variant of the model of household-centred peasant
life, with more distant authorities making varying claims upon the people
and thereby legitimising state intervention.

Itis equally evident that these pre-contact patterns of social relationships
have been radically remade over the long period of the shift to the modern
world. The demands of an expansive industrial capitalism have drawn
people into plantations, mines, colonial cities and more recently into the
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growing internationalised sphere of ic life via the ions of
MNCs. In the more highly developed areas within the region the pattern of
life is shifting to resemble that of the developed West, with increasing
materialism and a diminution of received social forms and beliefs.
Nonetheless, it would be wrong to anticipate a convergence upon an
atomistic, materialistic individualism, the dystopia of an easily recognisable
version of a possible Western future; rather, the development of the
countries of East Asia will continue to entail the subtle reworking of
received social patterns as the countries continue their shift into the modern
world.

Nan-individualist orientation

The East Asian model claims that family, kin networks and community
are central social-institutional structures in the region. One consequence of
this characterisation of social life is that the collectivity is prioritised over
the individual. The way in which the matter has been dealt with so far
makes this merely a practical report on the nature of the East Asian pattern
of life. However, we can add two related lines of possible commentary:
social theoretic, in particular the ontology of social life, where the resources
of the sociological stream within the classical tradition would point to the
social nature of humankind; and ethical, where the resources of the
democratic philosophical stream within the classical tradition would point to
the appropriateness of lodging practical moral reasoning and activity within
the context of the relevant collectivity. In other words, it is possible to argue
that the non-individualist form of life affirmed in the East Asian model is
appropriate to the fundamental character of human social life.

In contrast, in classical liberal terms there are only individuals and
families and the social world is thereafter a realm of contract. It is possible
to review classical liberalism in favourable terms as the set of ideas that
informed and legitimated the actions of the early English mercantile
bourgeoisie in their struggles with feudal absolutism. However, the
subsequent development of liberal societies has generated an atomistic
expressive individualism that many regard as unsatisfactory, and the liberal
tradition itself has come to be regarded as fundamentally misconceived.

The distinction between East Asia and the West can be made positively,
in which case the former is lucky to have escaped the trials of Western
individualism, or negatively, in which case East Asia is unfortunate to be
mired in an anti-individualist traditional culture. It is also clear that this
distinction can be read into a series of particular debates ranging from the
style of political life, through forms of workplace organisation to patterns of
children’s behaviour and school performance.




‘Asian values . moral communities and resistance in Malaysia 249

Discipline and social order

A related theme in the literature is the putative continuance of social
discipline and order in contrast to the West (again with the image of the
USA central). The proponents of the model point to traditions of respect for
family, for elders and for those in authority. All this is contrasted often quite

licitly with the indivi istic, ill-discipli and, by implicati
declining West. It has been noted by some scholars that Western
conservatives and neo-liberals affirm this image in order to propose the
adoption of the schedule of practices in the West, a disciplined obedient and
deferential population providing an equally obedient workforce. It is clear
that these appeals to the East Asian model are exercises in ideological
rhetoric, designed to advance domestic political agendas. However, it is also
clear that the historical development experience of these territories has
generated a different way of construing and ordering the relationship of the
individual and broader society; one that does, in general, place more weight
on the collectivity.

Critics of “Asian values ' model

Responding to the Asian values discourse, David Hitchcock (1997), for
one, was motivated to undertake a survey for the Washington-based Center
for Strategic and International Studies (CSIS). This survey was conducted
in Singapore, Malaysia, Indonesia, Thailand, China, Korea and Japan in
1994. Without seeking to identify the different cultural foundations of the
countries he visited, his findings showed a regular collective Asian versus
American pattern in terms of personal and socictal values and with regard to
the *most important’ practices in governance. Typically, the Asians he
interviewed scored highest on respect for authority, harmony, consensus,
rights of society and orderly society, while the Americans emphasized
personal freedom, individual rights, free expression, open debate, self
reliance and non-discrimination.

The American i the usual of the
global-mai liberal-d ic tradition, while the Asian component
constitutes the stereotypical features of Asian values democracy. A
distinctive feature of Asian values ideology is said to be the principle of
duty and discipline on the part of the governed, which in turn is reinforced
by *an organic notion of state and society which is intimately associated
with the common “good™ of economic development’ (Jayasuria 1997,
p- 21). This notion appears to have had deep resonance within developing
Asian societies, including among Malaysians, which in turn reinforces and
further the g 5 ist i {

In the foreword to Hitchcock’s survey report, Francis Fukuyama credited
Dr Mahathir Mohamed, the Prime Minister of Malaysia, and Lee Kuan
Yew, the former Prime Minister of Singapore, for starting the debate on
Asian values at the end of the 1980s. However, Fukuyama also noted that




250 Malaysian business in the new era

such prominent involvement by Asian leaders in the debate also created
ambiguities, since it ‘was propelled by actors with highly political motives,
who were less interested in uncovering the real nature of value differences
across societies than in scoring political points or legitimising their own
policies” (Hitchcock 1997, p. vii).

Those who do not share the above explanations have suggested that we
should begin our analysis of the society and culture in East Asia by pointing
to the fact that the region is indeed a diverse one where the more affluent
countries enjoy levels of living similar to those of the USA or Europe,
whilst the poorer follow patterns of life more associated with the Third
World. This has been shown by the *human development index” constructed
by UNDP (United Nations Development Program), which combines
economic and social measures relating to human material and social
achievement.

The critical analytical issue is that because in the territory of East Asia
there are enormous differences in patterns of life, it is important to be able
to grasp the detail. This concern for details, or ‘the anthropological sense’, is
absent in the construction of the Asian values model.

‘Asian values', ‘moral communities ' and 'resistance’

Perhaps my proposed presentation would contribute to providing the
anthropological sense that seems to be missing in the Asian values debate.
Morcover | wish to explore how the so-called collective-community-
onemed cullure of the Asians could foster the formation of ‘moral

S ing a kind of resi: aiming at bringing about social
Jjustice, through whatever means. After all, resistance was never in the Asian
values inventory list.

The ivation for this expl y comes from the
realisation that in most of the discussions on Asian values, including those
addressing to the discourse in Malaysia, there seems to be no interest at all
in how the *Asians’ have responded or organised various forms of responses
to repressive governments. There has hardly been any discussion on the
massive student and labour protests in Korea and Thailand in the context of
Asian values. It seems it is not really part of Asian values to oppose the
government, perhaps because government is viewed as a kind of ‘Asian
collectiveness'. If there has been resnslnncc by anyone, it would then be

idered, in the ‘indivi y' of the Asian values
debate, as an exercise of idiosyncratic self-assertion. This is, of course too
simplistic a conclusion on the nature of resistance amongst Asians, fulfilling
more the needs of a methodology than explaining the social reality. Perhaps
we also need to explore the nalurc of lhc resistance and how it leads to the
ion of moral p ly amongst the middle class in

Asia.
In the following discussion 1 shall be referring to the Malaysian case as
my main empirical source. What | wish to explore is how middle-class
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Malaysians, of all ethnic groups but led by a group of relatively open-
minded, young and religious Malay Muslims, managed to form cross-ethnic
alliances that have primarily taken the form of informal gatherings and
social networks and that aim to oppose the state, its rule of law and its
public policies they consider unjust and corrupt.

I am also interested to explore how Islamic-Malay values, on the one
hand, became the source for solidarity-making amongst the fragmented
interest-oriented groups in Malaysia, and, on the other hand, motivated the
i ion of a nationwil i . This is not to deny the
infl of the uni d ic, civil society and human rights
concerns that have been critical in the formation of many Malaysian NGOs,
organisations that have now become part of the resistance movement. It is
the role of a local influence (read *Asian values') that fostered the
movement that attracts my attention more.

What is more significant in this context is the fact that the state, against
which the resistance has been mounted, has also claimed that it is promoting
Asian values. It is the ion of ings and practical arti ions of
Asian values that is of great interest and significance to this chapter. Of
course, it could also be framed in the wider context of the ‘anti-liberalism’
that seems to dominate the thinking amongst the elite and intelligentsia in
both developed and developing i

‘Asian values’ and resistance in Malaysia

The

peting persy and

Analytically, and in a popular sense, there are at least two major
perspectives, or interpretations, on the practical articulation of Asian values
in Malaysia. The first, | would call the ‘authority-defined" perspective and
the second the ‘everyday-defined’ one (Shamsul 1996, Pp. 2-6). The former
is based on observation and interpretation, an approach usually adopted by
those in the position of authority. In this chapter we shall highlight the role
the state and state leaders who, using existing institutional structures, have
formulated and implemented policies claimed to be informed by the Asian
values concept. The everyday-defined perspective has been adopted mainly
by those at the grassroots, popularly described as ‘ordinary people’,
informed or motivated mainly by experience, both collective and personal.
The experience, good or bad, happy or unhappy, has often motivated
individuals to create formal and informal networks or collectives, such as
the NGOs, in order to make themselves heard and their requests attended to,
by the state and others.



252 Malaysian business in the new era

Authority-defined perspective

the is anxious to repi Malaysia as the
‘friendly face of lslnm‘ It also wishes Malaysia to be regarded as a stable
country, profitably engaged in the global economy, industrialized,
information technology savvy, and with a forward looking agenda, namely,
*Vision 2020" outlined by Mahathir in 1991. Mahathir envisions that by
2020 Malaysia will be a fully ‘united Malaysian nation’, or Bangsa
Malaysia. However, it is also a fact that Mahathir is the leader of UMNO
(United Malays National Organization), and that UMNO has remained the
dominant political force in Malaysia since its formation in 1946. It follows
that UMNO, the dominant political party in the present ruling National
Front coalition, would be the main influence in charting the nation's course
and identity.

Additionally, by virtue of its dominant position in the Malaysian political
system, UMNO is rcsponslble for malnlelmng elhnlc harmony and the
general good of this mul ideology and multi-
religious nation. It is therefore cnhcal that UMNO strives, at all times, for
muhibbah (gnodwnll). or cultural and religious tolerance and
accommodation. It is only then that UMNO can achieve its notion of good

Nonethel the UMNO leadership has i to call upon
lhc Malays, as ‘the definitive people’ of the nation, to maintain their
lrndllmnul and legitimate pollllcal leadershlp through educational

and by | ad . Malays are also

exhorted to reform their culture and society towards greater conformity with

Islamic Icachmgs pmmularly those aspects that are progressive in terms of
and i (Hussin Mutalib 1993).

From the early 1980s, Mahathir's government initiated a gradual
Islamisation policy, initially through the programme ‘Assimilation of
Islamic Values into Administration'. The policy stresses the universal values

of good character, fair and and enli attitudes
that are the hallmarks of Islam, as well as being recognised universally. This
was by the blish of Islamic instituti and the

implementation of Islamic-oriented policies in the education, media,
welfare, banking and financial spheres. Soon it permeated all arcas of state-
sponsored activity.

For the then Deputy Prime Minister, Anwar Ibrahim, these policies were
essentially *guided by moral precepts and faith reawakened’. In other words,
the intention was to create an ethical political system with an Islamic thrust
that would facilitate the ofa and civil
society that also would be responsive to the government's agenda.
Specifically, it meant the creation of a masyarakat madani (civil society)
that promises not only greater governmental accountability but also greater
scope for fundamental liberties, and so a greater role for responsible
participation by the citizens. Otherwise, the intention appeared to be a
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continuation of the original democratic polity with no change to its overall
secularist structure and orientation.

On the surface Anwar's notion seems to be in tune wnh Ma}mhu {3
agenda for Malay intell and
Islamic values. In his book The Challenge (1986) and in his l997 speech at
the 40th UMNO General Assembly entitled Menebus Maruah Bangsa To
Reaffirm Malay Dignity, Mahathir clearly outlined his political philosophy
that the Malays cin only pmgress if !hey live out the true Islamic spirit of

ili high and humb before God.
This has been echoed and nmphﬁed by other government and UMNO
leaders at all levels. In the 1980s and for most of the 1990s this new Islamic
lhmsl by UMNO was bolstered by the entry of members of the Islamic

youth called ABIM (Angk: Belia Islam Malaysia or
Malnysmn Islamic Youth Movement) into UMNO, following the move by
ABIM’s leader, Anwar Ibrahim, who joined UMNO in 1982.

These new UMNO members were imbued with the spirit of modernist,
progressive and development-oriented Islam that Anwar’s leadership had
inculcated. They were also committed to dakwah, or calling others towards
the appreciation of Islam, in the moderate but firm and incremental
approach. They have been generally credited for transforming UMNO from
a ‘secular Malay-nationalist political party’ to a moderate, progressive,
modernist and developmentalist Islamic Malay national movement. It would
seem that UMNO has more or less embraced the spirit of the 1970s' and
early 1980s" Islamic revivalism but stops short of propagating an Islamic
state (Chandra Muzaffar 1987; Zainah Anwar 1997). This is directly related
to the concept of ‘moderate and friendly’ Islam that it upholds and from
which it hopes to ensure continuous Malay mujomy support for it, as well as
create ions of Malaysia i

However, thcrc is the other side of Malaysian soclcty to take into
account, the non-Malay and non-Muslim cthnic groups that constitute
approximately 45 per cent of the population. Their Asian values axe bascd
mainly on the religious and cultural itions of C i di
Buddhism and other indigenous sub-cultures and behef systems.
Traditionally, they have refrained from participating, at least publicly, in
discourses that relate to the role of Islam in the Malaysian political, social
and economic spheres. One view is that ‘they are hesitant to speak out about
the process of incremental Islamisation, hccausc as they are unqualified, it
would be p and even . 1o criticize or show
concern about Islam’ (Hussin Mutalib 1993, p. lZl)A In addition Malays are
deemed to be sensitive to discussion of their religion by others. The non-
Muslims therefore adopt the culture of public silence on the subject.

However, the government has d a series of
civilizational dialogues mainly between Islam and Confucianism. The fact
that Islam and Confucianism have no history of direct clashes and share
some universal values and that Confucianist teachings continue to have a
hold over a majority of Chinese Malaysians made it a politically pertinent
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dialogue. Serious consideration appears to have been given toward
expanding and insli(ulionalising this dialogue. The Centre for Civilisational
Dialogue was set up in the counu'y s oldest umversuy. Universiti Malaya,
with Dr Chandra 11-k social analyst and
human rights activist, as its dxmclon The motivation behind institutional-
ising this dialogue was, perhaps, as observed by Anwar that ‘the Asian at
heart is persona religious. Faith and religious practice, not confined to the
individual, permeate the life of the community’ (Anwar Ibrahim 1997,
pp. 4-5).

At any rate, the Asian values that prevail in Malaysia arguably are those
which have been promoted by UMNO. They are in essence Islamicist in
orientation and resonate with Malay political principles. They are largely
inspired and guided by the political thinking of Mahathir Mohamad and
Anwar Ibrahim. In turn, these values determine important salient features of
*democracy according to our own mould’ (Mahathir Mohamad 1991, p. 12).
Considering that the majority of Malaysians are Malays and Muslims, these
values are widely accepted by Malaysians and may be considered as the
basis of the regime's legitimacy to a certain degree. Morcover, their
realisation in the form of state policies are carefully moderated in order to
safeguard the intricate pluralism that exists in Malaysia.

Everyday-defined perspective

However, this top-d; ition of d and civil
society based on the Malaysian monld (read Ma[aysmn Asian values) has
not gone There are Mal, luding those in the NGOs,

who are critical of this state project and its delimiting of democratic
participation for all.

It is worth ining the cycle of ition and ion between
the various NGOs and the Malaysian government since the 1970s and in
particular the central role of ABIM and its leader Anwar Ibrahim, not only
before and after he joined the ruling party but also after he was sacked in
September 1998. This will ulso give us some sense of the nature of intra-
elite and elite-gi within the ian society and the
kind of cross-ethnic alliances and moral communities that can be formed to
resist and adapt to the strong state.

Indeed, in the end it leads to the formation of what | would call the 'new
politics’ movement in Malaysia, one that is not concerned simply with
winning votes and general elections but more with openly articulating
differences, plurality, and dissent. It was a nationwide ‘politics of
resistance’, a struggle for social justice, and therefore an attempt to
transform ‘civil society’ to *d ic civility’. The is based on
a variety of interests, largely non-communal and non-class in nature. Indeed,
its survlval in the last three decades has bc:n dependent on maintaining the

ion of *moral ities’, mostly across ethnicities and

cultures.
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ABIM, since its inception in 1969, has been a powerful and well-
ised group isting mainly of modernist Malay-Muslim ex-student
leaders led by Anwar Ibrahim (Monutty 1990). It demonstrated its powerful
influence amongst students and youths during the December 1974 student
uprising, when the streets of Kuala Lumpur turned into a ‘sea of
demonstrators’, many times bigger and more violent than what we have seen
live on CNN recently. In fact, thousands of them were arrested and charged
in court for illegal gathering. Anwar Ibrahim, along with other student
leaders and some academics, was arrested and detained without trial under
the Internal Security Act (ISA).

Many analysts and politicians, including Mahathir, who was then the
Minister of Education, saw this devel and that it was
simply student politics. It may have been so at the surface and in its outward
articulation, but it was certainly more than just that. It was the early
beginnings of the ‘new politics’ in Malaysia, a nascent one, which has
survived through the formation of cross-ethnic alliances and moral
communities, some of which became institutionalised or formalised, while
others remained as informal groupings or social networks and became the
microsites of resistance, in this case of an intra-clite kind.

Outside the Malay political realm, but in a quieter mode, NGOs began to
mushroom in Malaysia in the 1970s, representing a variety of interests,
ranging from the p ion of the envi , urban squatters,
the Orang Asli, abused wives and children, to those advocating human
rights, social justice, academic freedom, peace issues, legal issues and social
welfare concerns (Eldridge 1991; Lim Teck Ghee 1995; Gurmit Singh
1987).

Around thirty of these different interest groups, consisting of Malays and
non-Malays, men and women of different classes, writers, artists and
professionals, formed an informal alliance in 1981, the Action Committee
Against the Societies Act, with Anwar Ibrahim as the chairperson (Monutty
1990, p. 252). The Action C ittee was to launch i locally and
i i , to oppose the to the Societies Act, as a result of
which registered formal societies and organisations are regrouped into
‘social” and *political’ socicties. Such legislation has been introduced under
the emergency situation that Malaysia is supposed to be experiencing (Rais
Yatim 1995). A few people from this group eventually established the
Centre for Peace Initiatives (CENPEACE), with Fan Yew Teng, an ex-
Democratic Action Party's Member of Parliament and human rights activist,
as its founding executive director. CENPEACE has since been involved in
activities related to civil society concerns.

Even though Anwar Ibrahim entered ‘old’ mainstream politics when he
joined UMNO in 1982, his relationship with the groups within the new
politics remained strong. The ABIM-led social network continues to
maintain various forms of cross-cthnic alliances and conduct numerous
informal activities of a capacity-building type aimed at resisting or opposing
any state policies perceived as corrupt or unjust.
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In fact, in the new position he was able to assist these groups, so that the
new politics was able to survive and flourish at the fringe of mainstream
politics. Anwar, as a finance minister, was able to contribute indirectly to
the strengthening of the financial position of the groups through various
means, including tax relief for writers and artists on the royalties they
received, allocating funds from the government budget for NGOs, and
getting international funding agencies (such as the Konrad Adeneur
Foundation and Friedrich Ebert Stiftung) and Malaysian-based multinational

isations and financial instituti and Malay pi
in the corporate world to make generous donations.

He introduced and promoted at the national level the concept of
masyarakat madani (a Muslim version of civil society), arguing that
Muslims, as indivi , not unlike the indivi in the Western notion of
civil society, have rights in the eyes of Allah, as documented clearly in the
Qur‘an, which must be respected and protected at all costs. He also
repeatedly emphasised that the concept and practice of masyarakat madani
is deeply rooted in the nation of keadilan sosial, or social justice. Through
CENPEACE and, especially, through an ABIM think-tank called Institut
Kajian Dasar (IKD), or the Institute of Policy Studies, the concepts of
masyarakat madani and keadilan sosial were promoted nationwide in
numerous workshops in order to reach a wider audience of all ethnic groups,
classes and interests. Anwar also initiated a Malaysian version of the Peace
Corps, called SALAM, with the major aim of sending young Malaysians
abroad as At the i level, he d what he called
‘inter-civilisational’ dialogue, both at the national and international level,
such as at the Islam-Confucianism Conference in 1994. In fact, the Centre
for Civilisational Dialogue was intended to serve this intellectual interest.
Anwar, too, published his speeches and writings (Anwar 1996; 1997).

So between 1970 and 1997, we saw the rise of the ‘new politics’ in
Malaysia, one that is interest-oriented, largely non-communal and non-class-
based. It articulated itself and survived mostly through a political culture
that spawned the formation of a series of moral communities. It is no
surprise, therefore, that it was initiated in the form of a fragmented
movement, if it could be characterised as a movement, struggling and
pushing to create a political space. It was fragmented because of its ‘now-
you-see-now-you-don’t’ character, because it existed at the fringe, because
each of the different groups appeared publicly representing a different cause
and voicing different issues, because we got it mixed up with the opposition
political parties, and because analytically observers like us were trapped in
the *old politics' mode, looking for ethnicity and class elements, which of
course were present but not central to the movement.
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Resistance as an Asian Value

On 2 September 1998, the informal *new politics’ movement came alive
again when its leader Anwar Ibrahim left the bandwagon of the old politics.
The old politics had been domi by powerful instituti b i
and state structures (political parties, the parliament, the police, and so on)
and issues related to the modernisation project (expensive mega-projects,
cronyism and nepotism, bailouts and many more), could not care less about
environmental issues, gender issues and abused wives (since 1970, none of
these issues has been listed on the agenda of UMNO General Assembly, nor

it in Mahathir's hes), and was i by unbridled

entrepreneurship greed.

The leaders of the various fragmented groups gathered around their
dethroned leader, Anwar Ibrahim, every day and every night at every
opportunity. They occupied numerous web pages. They rallied and received
transnational support, almost from anyone who had a grudge against
Mahathir or Malaysia. The voices that were heard through the CNN, the
internet and various other sources, were not simply pro-Anwar or anti-
Mahathir, they were the voice of the makers of the new politics in Malaysia,
a mass politics of dissent, perhaps populist, more interested in creating
space to express discontent of all kinds than winning votes. They are not on
the fringe any more they are in the middle, together with the mainstream,
old politics, trying to carve out a permanent niche.

Indeed, reformasi is the slogan that united the fragments, from near and
afar, in the Malaysian new politics movement. This movement is
simultaneously local and global; local in initiatives and ideas but global in
terms of support and ideas too. It survived and was sustained through what |
would term as political culture of moral communities that helped the
movement to shape and reshape itself according to the intensity of state
coercion, in a kind of political tango.

Since April 1999, a large component of the reformasi movement
members have worked to set up a political party called Parti Keadilan
National, or the National Justice Party. The party performed credibly in the
Malaysian general elections of 29 November 1999. We shall be watching
where it is heading from here on,

What is significant in the success of the reformasi movement thus far,
viewed from the everyday-defined approach, is the fact that it has emerged
not from a revolutionary tradition of Marx, Lenin, Mao Ze Dong or Ho Chi
Minh, but from within the sphere of Islam and Islamic values, which in
Malaysia has been the basis of Malay *Asian values'. This is contrary to the
kind of ‘Asian values' di by ics, or those p by the
Japanese management system or advanced by Lee Kuan Yew or indeed
favoured by Mahathir himself, because there is space for resistance and
difference. Whether one would like to call it “civil society" or *social justice’

, even a pro-liberal or anti-liberal one, the fact remains that the
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values that the Malaysian reformasi movement espouses have emerged from
within, and have a strong Islamic influence.

The state of play: In lieu of a conclusion

Politics similar to the new politics in Malaysia have also developed in the
developed countries that have enjoyed economic success and social benefits.
Such polilics have been called, by the German sociologist Ulrich Beck,
‘subpolitics* (Beck 1997), where personality and politics fuse and develop
into multiple traj ies but unite in ition to the existing d
state. Although its methods and agendas are contemporary, almost
existentialist, and its appeal is popular, it is increasingly attracting and
drawing mass support from the same political constituency that the old
politics depended upon.

This emerging form of movement or soclal organisation, found not unly
in the developed but also in the d g and
has been called by Henderson (2000, p 3) new mlllenmum collectivism’.
Interestingly, he also noted that there is a common presumption within this
collectivism that ‘the existence of large disparities (within the soclety)
provides proof, or at least evidence, of diable injustice. In
with the alarmist consensus, this forms the main doctrinal basis for anti-
liberalism 2000, In most cases the markc( has always been the bogeyman.
Thus, to this new , inter and have
been perceived as solutions to control the ‘unfettered markets'. Ironically,
these recommendations are no different, at least in principle, to those
already put in place by the state.

In the Malaysian context the new politics have emerged and survived, for
the last three decades, based on the political culture of moral communities
formation described earlier, conducted through a series of cross-ethnic
nllmnces. cumblnlng as it were the various Asian values orientations and

ing nationwide resi that i in the

ofn i in Malaysia. Part of this movement has

been become a political party, Parti Keadilan Nasional (National Justice

Party), but other components continue as NGOs or informal social
collectives, or moral communities.

Since the new movement seemed more interested in seeing a ‘more
transparent and accountable as well as a less corrupt government' and less
interested in mulalmg any major structural changes, it is by default

ing an h not ilar to that of the g it opposes.
To what cxlcm this new movement will remain the mversc of the state will
be interesting to observe.
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