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the 1997 financial crisis and the
subsequent adjustments which enabled
the economy to resume its vigorous
advance. The authors critically address
affirmative action policies aiming to help
Malays enter the modern economy and
make income distribution more equitable
while reducing poverty. They look at case
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economic progress and also scrutinize the
development of East Malaysia with its
special problems away from the centre of
power in Kuala Lumpur.

The authors review the direction of
politics after Prime Minister Mahathir, as
well as exploring Malaysia’s foreign,
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struggle for women'’s rights within the
religious framework of Islam and discuss
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1. Introduction

Colin Barlow

This book aims to address salient aspects of the economic, political and social
circumstances of Malaysia, beginning after the country’s founding four decades
ago in the 1960s and coming forward from then to the start of this new century.
It explores the progress of that nation as it moved from being a small traditional
primary product economy to become, in 2000, a successful manufacturer and
the sixth largest exporter of manufactured goods in the world. The story of the
book is complex and many-sided, depicting ways in which this land of diverse
ethnic groups has managed to overcome major difficulties to become, in a short
time span, one of the most prosperous countries of Southeast Asia.

In 2000 Malaysia was a nation of some 23 million people. Its gross national
product per head was approximately $3,400 (Bank Negara Malaysia 2000),
which in Southeast Asia was second only to Singapore and considerably higher
than that of other countries of the region. In common with its neighbours,
Malaysia suffered severely from the financial crisis which swept across the
region in 1997 and adversely affected the economy for several years. But
thanks to its relative political stability and good economic management, it
began its recovery after some serious reverses, and in 2000 recorded well over
eight per cent economic growth as it resumed progress towards higher national
income levels.

Malaysia as a whole is a federation of 13 states, divided by the Pacific
Ocean into the two portions of ‘West Malaysia’ (11 states) and East Malaysia
(the states of Sabah and Sarawak) (Figure 1.1), with West Malaysia also being
variously referred to as ‘Peninsular Malaysia’ or the ‘Peninsula’. Malaysia was
formed in 1963 through the union of 11 Peninsula states with what up to then
had been the British colonies of Bormeo and Sarawak. Each state has
substantial powers over land and religious matters, but is subject in most other
aspects to the federal government in the capital, Kuala Lumpur. The latter is
located within a special Federal Territory. The Peninsula of West Malaysia
contains the bulk of the population, with most people being within a single
day’s car drive of Kuala Lumpur on a stretch of land some 750 kms long and
300 kms across at its widest point. The land mass of East Malaysia is far less
densely populated, being 1,100 kms long and 270 kms across.
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The Malaysian population comprises the three main ethnic groups of
Malay, Chinese and Indian peoples, in a racial makeup deriving from
immigration policies of the colonial past. Achieving integration of these groups
in a unified Malaysian nation is a complicated balancing act, but the major
affirmative actions undertaken through the path-breaking New Economic

" Policy (NEP) of the Malaysian government from the early 1970s to the early
1990s much advanced the unification goal. The Malaysian federal government
has since Independence from Britain in 1957 been in the hands of a coalition of
parties representing the three main ethnic groups, and been dominated through
that period by the United Malays National Organization, the chief party of the
majority group of Malays.

This Barisan Nasional government was led in 2000 by Dr Mahathir
Mohamad, a brilliant and consummate politician and able economic manager
with a remarkable personal vision and format for the future of the Malaysian
nation. Dr Mahathir had been Prime Minister since 1981 and had despite
several serious reverses been able to implement his vision in a wide range of
spheres. But although the financial crisis of the late 1990s had been largely
overcome, its political ramifications and those from other concurrent events
seemed less easy to master. Thus the power balance in the Malaysian polity of
2000 appeared to be changing significantly, with serious questions over the
makeup of future government.

\ This book and those planned to follow it have the goal of better informing

i people outside Malaysia about this very significant country of Southeast Asia.

Jo” The chapters of the present volume look at aspects of Malaysia’s economic,

political and social circumstances over the last four decades, reviewing the

W altering contexts in which official policies were formulated. Thus the chapters
of Part II mainly examine economic and distributional aspects accompanying
and flowing from these policies, while the chapters of Part III consider
important political and foreign policy developments and the effects of changes
on key groups in society.

First, in Chapter 2 of Part Il Prema-chandra Athukorala takes a broadly
optimistic stance in comprehensively exploring developments in the Malaysian
macroeconomy up to the time of the recent financial crisis. He traces its
Impressive high growth and periodic setbacks and its structural change from
heavy emphasis on primary commodities in the 1960s to main reliance on
export-oriented manufacturing in the 1990s. He also reviews the switch to a
predominantly urbanized structure, with virtually full employment, an advance
of real wages, relatively equitable distribution and consequently reduced
poverty incidence. He looks at how official policies and good economic
management have influenced these changes, and how maintaining price
Stability, flexible labour markets, and providing appropriate infrastructures and
services have been crucial to advances made.

Next, in Chapter 3 Jayant Menon examines the degree to which the
Malaysian economy over the years to 1997 may be described as ‘open’ to
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6 General

international trade, as well as to flows of capital and labour. He investigates
ways in which these flows can be measured, and with this background reviews
the extent to which government policies facilitated or restricted flows both into
and out of Malaysia. He notes the progressive liberalization of trade in
manufactures (although not in agriculture), and the relatively liberal controls on
foreign direct investment despite constraints arising from requirements of the
NEP. He also records variable policies towards migrant labour, which were
nonetheless responsive to domestic shortages. He concludes that the openness
of the Malaysian economy to trade and foreign investment was a key force
behind its rapid economic growth.

In Chapter 4 Michael Yap Meow-Chung takes the story forward from 1997,
examining circumstances attending the currency crisis and prior negative signs
in the Malaysian economy despite the apparently healthy banking system. He
traces the catastrophic slide in the Malaysian ringgit after the onset of crisis,
recording the insufficiency of monetary and fiscal policies initially followed by
government prior to its imposing capital controls, fixing the ringgit exchange,
and implementing a more expansionary monetary stance. He discusses the
good effects of the latter moves and the subsequent financial sector
restructuring, all of which led to renewed confidence of foreign investors and
helped a rapid recovery of the Malaysian economy. He suggests what he feels
are desirable reforms to both domestic and international financial markets to
make them less vulnerable to future crises.

In Chapter 5 Tan Eu Chye and Mohamed Ariff review Malaysian industrial
strategies, which initially emphasized import substitution but then moved
towards export orientation to generate more employment and achieve better
socio-economic redistribution. They canvass measures taken to promote such
changes, including those geared towards developing human resources, small
industry and research on new technologies. They highlight the low tariffs
promoting industrialization, but note exceptions in the automobiles and steel
subsectors with high duties on rival imports and imported intermediate inputs.
They emphasize the failure of manufacturing to exploit Malaysia’s comparative
advantage in resource-based products, noting what they judge to be the undue
stress in this sector on non-resource-based items requiring costly imports of
intermediate inputs. They register the need to move away from a capital and
labour input-driven economy, and to develop appropriate technologies and
skills in promoting further economic advance.

In Chapter 6 Zainal Aznam Yusof examines trends in Malaysian income
distribution over the three decades leading up to 2000. He records its widening
up to 1970, followed by a narrowing up to 1990 and subsequent re-widening,
He also scrutinizes intra-ethnic and rural-urban income differences and
incidences of poverty, all of which exhibited broadly parallel trends. He
discusses the substantial effects of the NEP, with its focus on ‘redistribution
through growth’ and its measures for improvement in the position of

Bumiputera through quotas, pricing and the direct operation by government of
productive enterprises. He observes that changes in official policies from the
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mid-1980s to less explicit emphasis on equity and more liberal market-oriented
approaches are likely to have encouraged the more recent widened income
distribution, but he also perceives that the worst effects of the financial crisis

fell on foreign workers, thus largely relieving its adverse impact on

~ Malaysians.

In Chapter 7 Nasir Hashim focuses on the poor in Malaysian society, seeing
them as subject to exploitation from a system in which capitalists own
technology and capital, while workers contribute their labour and use provided
equipment and facilities. He also views this exploitation as entailing laws
supporting the prevention of national unions, detention of persons without trial,
acquisition of land without equitable compensation, demolition of squatter
homes and other repressive measures. He outlines actual scenarios for a poor
family engaged in factory work, and for squatter villagers threatened with
eviction. He highlights the many and seemingly insoluble difficulties of the
former, but shows how the latter can resist eviction through co-operating with a
non-government organization helping them to argue their case. He presents a
view of future social and economic improvement involving collaboration
between the various parties involved.

In Chapter 8 Pang Teck Wai examines the role of development planning in
bettering Sabah’s economy, first considering the Sabah Action Blueprint. This
was formulated in 1987, involving comprehensive strategies to alter the
economic structure of the state with its dominant primary production, low
investment ratio, and rapidly depleting timber and oil resources. He explores
the technical and governance problems of the Blueprint, and its failure to
involve the private sector, all of which caused its abandonment after only three
years. He then examines the more flexible succeeding Outline Perspective Plan
of 1990, which aimed ‘to transform the State’s economy to one that is
knowledge-driven’ and entailed creation of high value-added knowledge-
Intensive industries. This Plan set out to create growth clusters and develop
indigenous technology capacity, providing appropriate infrastructure to support
this and to ‘catapult’ Sabah into a developed economy in 20 years. Pang
indicates progress towards this goal, as well as further development of the key
timber, oil palm, cocoa, petroleum and gas, and tourism sectors.

In Chapter 9 Michael Leigh considers the new realities of Sarawak’s
€conomic situation in 2000, following a period since 1970 of rapid economic
growth based on extracting finite timber resources. He discusses the strong net
resource flow to the federal authorities in Kuala Lumpur, taking place largely
through petroleum exported by Petronas but also through Sarawakian
consumers purchasing goods from tariff-protected industry on the Peninsula.
He outlines state government strategies supported by business to create new
€Conomic activities and postpone a slowdown of the Sarawak economy,
Including large projects such as the Bakun dam, encouraging semiconductor

‘manufacture, utilizing migrant labour, promoting tourism and converting native

Customary rights to plantation agriculture. He canvasses the social difficulties
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of the latter, with its propensity to create a landless labour force at the mercy of
global markets.

In Chapter 10 of Part III Khoo Boo Teik considers Malaysian politics after
Mabhathir through examining conditions before and after Mahathir assumed
power in 1981, treating the situation up until 1997 only. He sketches the 1960s’
background of laissez faire capitalism and ethnic division of labour, which
collapsed in the face of social pressures. He discusses the consequent launching
in 1970 of the NEP, which then preoccupied Malaysian politics for a decade.
He analyses Mahathir's ambitious re-orientation of policy towards
modernization, industrialization, privatization and bureaucratic reform. He
describes Mahathir’s vanquishing of opposition from 1987 and his subsequent
successful use of economic solutions to cultural problems. He sees
Mahathirism as espousing an incomplete corporatism entailing the state and
capital but not labour, and matches this with his deputy Anwar Ibrahim’s
apparent empathy in the late 1990s to ‘smaller’ people and multiculturalism.
He proposes that this contrast between the two leaders taken with restraints on
policy flexibility springing from links to the global economy helps to suggest
the direction of politics after Mahathir.

In Chapter 11 Chandra Muzatfar addresses Malaysia’s foreign policy,
scrutinizing the country’s relations with international groupings. He notes that
links with countries of the Association of Southeast Asian Nations (ASEAN)
are especially important, seeing also that those with Northeast Asian and
Muslim countries are given high priority. He observes that South-South co-
operation 1s also emphasized, with the Prime Minister prominently articulating
the position of the South. Relations with the United Nations are also important,
with Malaysia often contributing to peacekeeping ventures. However, despite
the personal links of many Malaysians who have studied there, Australia is not
judged important in Malaysia’s foreign relations, while successive quarrels and
patronizing attitudes towards Malaysian human rights violations by Australian
leaders, journalists and non-government organizations have aggravated ties.
Muzaffar judges Mahathir as central to devising Malaysian foreign policy, and
feels that given a smooth leadership succession the current policy strands
including vigorous support of the South are likely to continue.

In Chapter 12 Abdul Rahman Embong considers the concept of Melayu
Baru, involving the adjustment of Malays to modern society. He scrutinizes
Mahathir’s thinking on this, which stresses the need for competition and
achievement In economic matters as demonstrated by new Malay
entrepreneurs. He examines the views of those who regard the Prime Minister’s
Ideas as a ‘political construct’ with no place for lower levels of Malay society,
also discussing the thoughts of others about the nature of ‘Malayness’. He
indicates how thinking about Melayu Baru extends back to Abdullah Munshi,
who criticized early 19th-century Malay society and the influence on it of
feudal oppression. He promotes his own idea of Melayu Baru as a project of

transformation and modernization of Malay society, seeing it as a movement
with historical roots assuming different forms according to proponents and
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features of the time. He feels it necessary to look beyond the current political
agenda and view Melayu Baru in this broader context.

In Chapter 13 Lee Kam Hing examines the influential political and
economic role of the Chinese, reviewing the part taken by the Malaysian
Chinese Association in coalition governments. He analyses the loss in Chinese
political power and enhanced Malay primacy following the 1969 riots and
introduction of new redistributive policies. He discusses the four major
Chinese-based political parties, stressing the importance to the United Malays
National Organization of the Barisan Nasional coalition and Chinese votes in
the 1999 election. He canvasses the relative decline in Chinese economic
position since the 1970s, but pinpoints dynamic Chinese businesses run by
young Chinese often supported by influential Malays. He highlights the
continuing significance of Chinese networking underpinned by traditional
beliefs, and of Chinese educational institutions, media, and trade associations.
He notes Chinese satisfaction with the cultural pluralism now promoted by
government, and advantages to Malaysian national interests of a multiracial
society.

In Chapter 14 Zainah Anwar discusses the struggle for women’s rights
within Islam, comparing enlightened attitudes to women in the Qur’an with
circumstances in Malaysia. She records repressive trends for Islamic women in
the 1990s, scrutinizing various codes and acts at state and federal levels. While
some legislation could not be implemented or was modified following
discussions, the Amendments to Islamic Family Laws which benefited the
position of men, and the Syariah Criminal Offences Act which gave automatic
force of law to fatwas of the Mufti, had serious consequences for women.
Zamah Anwar also discusses the use of religion to justify subordination of
women, the lack of women’s social rights, the failure to recognize differences
between revealed truths and those flowing from human interpretation, and the
widespread belief in the u/amas’ sole right to decide matters of religion. She
describes how the Sisters in Islam challenge laws and policies discriminating
against women in the name of Islam, opposing the forces of obscurantism out
10 perpetuate unjust patriarchal structures.

In Chapter 15 Chandra Muzaffar examines the role of ‘cause-oriented’ non-
government organizations, discussing their progress since they began focusing
on public policies and legislation in the 1970s. These NGOs had little support
In a first phase to 1981, owing to elitist public decision-making and a small
middle class. But they secured prominence in a second phase through their
successful opposition to efforts to emasculate them through the Societies’ Act,
doing this in a campaign led by Anwar Ibrahim. This phase marked by
€nhanced activism ended with ‘Operasi Lalang’ in October, 1987, when many
NGO leaders were arrested. A third phase saw accommodation by a powerful
government, with NGOs being consulted on public issues. A final fourth phase,
from Anwar’s arrest in September, 1998, to 2000, featured greater prominence
of NGOs, further arrests of their leaders, and some leaders joining political
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parties to contest the 1999 election. Muzaffar highlights the NGOs’ transition
to wide public support, stressing the crucial need for their continuing
interrogation of power-wielders and power-seekers.

Finally, in Chapter 15 of Part IV Colin Barlow brings together the themes
and discussions of each chapter, highlighting five major issues comprising the
conditions of economic advance, the distribution of income and persistence of
poverty, the challenges of regional planning and foreign policy, the nature of
the political process, and social changes to various groups. He considers these
issues in relation to the ideas of individual authors and one another, drawing
from them some indications as to Malaysian political and social change into the
21st century.

It may be seen from these brief summaries that most authors take a long
historical view of the economic, political and social developments that
occurred, and this perspective is felt vital to understanding the varied factors
influencing and continuing to affect the Malaysian scene. It will later be
evident as readers peruse individual chapters that authors display considerable
differences of interpretation and view as to what occurred, but this too is
judged helpful in promoting a better insight into situations and into factors and
their interactions.

The life span of the editor of this volume has coincided with the huge and
impressive expansion of the Malaysian economy, and with the major social
changes that have accompanied this and the government policies promoting it.
He first began work in Malaysia in 1963, which was a time of commodity
dependence when Malays were a largely rural group with little participation in
other sectors. He has thus been able to view the dynamic and almost
unbelievable progression to the circumstances of today, when, despite recent
setbacks, the economy is far more broadly based and far larger, and also
involves important participation by Bumiputera at every level of a multicultural
society. This book sets out to catalogue a number of crucial and fascinating
transformations that have occurred, with Malaysia at the start of the new
century seeming well poised for further dynamic advances to the benefit of its
diverse peoples.

PART 11

Economics and Income Distribution




2. The Macroeconomy up to 1997

Prema-chandra Athukorala

Malaysia has been in the limelight as one of a handful of success stories in the
developing world. While Malaysia’s economic performance has been
impressive by developing country standards throughout the post-independence
period, it has been especially remarkable since policy shifted decisively
towards greater outward orientation in the late 1980s. Sustained high growth
during the latter period was accompanied by rising living standards with a
relatively equal distribution of income, ameliorating the twin problems of
poverty and racial imbalance.

This chapter reviews Malaysia’s macroeconomic development up to the
financial crisis of 1997, doing that in the light of current understanding of the
East Asian experience and focusing on the challenges facing Malaysian policy
makers in the late 1990s. It first reviews Malaysia’s overall economic
performance and structural changes, going on to offer explanations for
Malaysia’s economic success and emphasizing the role of policy. It finally
makes observations on growth prospects and policy options following tne
financial crisis, stressing policy concerns 1n this context.

ECONOMIC PERFORMANCE

The growth performance of Malaysia is compared in Table 2.1 with that of
other Asian economies, examined in terms of purchasing power parity-adjusted
estimates of gross national product. At independence in 1957, Malaysia had the
highest per capita income in the region, excepting Japan. During the next two
decades Malaysia dropped in ranking owing to the dramatic economic
expansion of the four East Asian newly industrializing countries or ‘dragons’
of Hong Kong, South Korea, Singapore and Taiwan. It continued its lead over
other countries however.

But the gap between Malaysia and the newly industrializing countries
narrowed considerably between 1987 and 1995. During that period Malaysia
recorded almost the highest growth in gross national product in the Asian
region, both per person and absolutely, being second only to China, which
started its rapid development from a low base. Malaysia’s performance looked
particularly impressive in comparison with the Philippines and Sri Lanka, the
two countries in Asia which had comparable initial income levels coupled with
a significant lead over Malaysia in terms of human capital endowments and

13



14 Economics and Income Distribution

superior administrative mechanisms. Outside the Asian region the only country
matching Malaysia’s growth and surpassing it in some recent years was
diamond-rich Botswana (Snodgrass 1995).

The annual growth of real gross domestic product from 1965 to 1986

averaged 6.6 per cent (Table 2.2), a very impressive figure by developing
country standards. Yet performance was uneven over time, reflecting the

impact of primary commodity cycles and changes in government expenditure.
The growth rate averaged 7.8 per cent per annum during the 1970s, but then
slowed to 6.9 per cent during 1980 - 1984 and fell to negative one per cent in
1985. With better domestic macroeconomic policies and market-based reforms,
the Malaysian economy resumed rapid growth in 1987. The average annual
growth of real gross domestic product accelerated to over 8 per cent over the
nine years to 1997.

As in the four East Asian newly industrializing countries, rapid export
orientation was central to Malaysian growth (Krueger 1995). The 'export
coefficient' (total merchandise exports as a percentage of gross domestic
product) of around 50 per cent in 1965 - 1980 increased modestly during the
1970s, slowed 1n the first half of the 1980s, and then rose sharply from about
1987. The ratio was 96 per cent in the mid-1990s. Malaysia’s export
coefficient was third highest in the developing world in the decade up to the

late 1990s, coming after the 170 per cent of Singapore and 140 per cent of
Hong Kong.

Structural Change

The economic growth of Malaysia from the late 1980s was accompanied by
significant changes in its economic structure. The export structure of Malaysia
as it evolved during the colonial era was characterized by heavy reliance on a
few primary commodities, with the share of manufactures in total merchandize
exports being about 10 per cent in the early 1970s. Economic growth in the
1970s and early 1980s was predominantly accounted for by the expansion of
service industries emanating from public sector activities and increases in
primary production (Tables 2.3 and 2.4).

In 1989 the manufacturing share in gross domestic product first overtook
that of agriculture. The manufacturing sector grew at an average annual rate of
14 per cent between 1987 and 1997, and its share in gross domestic product
1ncreased from 20 to 30 per cent. Over 50 per cent of the growth in gross
domestic product came directly from manufacturing in this period, and much

associated expansion in services was closely related to this (Ariff 1991). The
share of agriculture in domestic product declined from 33.6 per cent in 1970 to

9.1 per cent in 1997 (Table 2.3), while its growth lagged behind that of all
other sectors (Table 2.4).
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Table 2.2 Growth and Export Orientation, Malaysia, 1965 - 1999

870 sl Per-capita GDP* Export-
; il orientation
Value Growth Value Growth X/GDP
(millions of ringgit) (%) (ringgit) (%) (%)

1965 - 1969** 30,149 7.08 2,902 3.97 46.09
1970 - 1974%** 43 845 8.17 3,996 5.10 46.37
1975 - 1979%** 51,703 # % ol 4,734 4.17 50.44
1980 - 1984 ** 74,001 6.85 4,937 3.90 52.15
1985 83,305 -0.96 5,313 -3.55 54 .85
1986 84.179 1.05 3,225 -1.65 56.31
1987 88.717 5.39 5,367 2.71 63.85
1988 96,647 8.94 5,705 6.30 67.61
1989 105,547 9.21 6,083 6.63 73.26
1990 115,828 9.74 6,522 1.21 76.28
1991 125,861 8.66 6,923 6.15 80.84
1992 135,667 a9 7,290 5.30 77.65
1993 146,987 8.34 7,636 4.74 81.45
1994 159,848 8.75 7,972 4 .41 89.82
1995 173,225 9.62 8,506 6.70 95.50
1996 189.595 8.23 8,943 5.70 92.01
1997 204,851 8.00 9.435 5.50 89.76
1998 182,331 -7.50 8221 -8.70 -

1999 oo 190,138 5.80 - - -

Sources: International Monetary Fund (1997); Malaysia. Ministry of Finance (1990 - 1997 and 1990 -
1999
Notes: * Atcom;am(l%ﬂ) prices for 1965 - 1997, and at constant 1987 prices for 1998 and 1999; **Annual
average.

The economy became increasingly urbanized as a result of rapid
industrialization, with the proportion of population in urban areas increasing
from 34 per cent in 1980 to 51 per cent in 1990 and 55 per cent 1n 1995
(Malaysia 1996). The manufacturing expansion was predominantly export-led,
with the ratio of total export value to total value of manufacturing gross output
increasing from around 10 per cent in the early 1970s to over 65 per cent 1n
the mid-1990s. Manufactured exports emerged as the most dynamic element
in exports, reaching 80 per cent of the total by the latter time. Malaysia was by
then the developing world’s sixth largest exporter of manufactures, coming
after the four dragons of East Asia and China.
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Foreign direct investment played a pivotal role in the expanding production
of manufacturing and especially manufacturing exports. By the mid-1990s
foreign firms accounted for over 45 per cent of total manufacturing value-
added, and over three-quarters of total manufactured exports (Athukorala and
Menon 1999).

Employment and Equity

In the early 1960s unemployment in Peninsular Malaysia was estimated at 6
per cent, increasing to 8 per cent by the early 1970s (Snodgrass 1980). After
dropping to around 5 per cent in the early 1980s, the rate again increased,
reaching a peak of 8.3 per cent in 1986. It then declined continuously, and
from 1994 to 1997 the economy was at virtual full employment with
unemployment below 3 per cent (Table 2.5). Interestingly, this impressive
record was achieved in the context of increasing labour force participation by
the population, with this rising from an average of 65 per cent in 1980 - 1985
to over 67 per cent by the mid-1990s. Most new employment came from the
rapidly expanding manufacturing sector, whose share of total employment
climbed from 14 per cent in the mid-1970s to 27 per cent in 1996. The direct
contribution of manufacturing to the increment of total employment from 1987
to 1996 was as high as 63 per cent.

Real wages (measured by average manufacturing earnings) declined in the
early 1970s, partly reflecting the shift in structure of production away from
capital-intensive import substitution towards labour-intensive export
production. Real wages were at the same time kept low by the vast pool of

surplus labour, particularly in the rural sector. Yet they started to advance from

the late 1970s with the gradual absorption of surplus labour in export-oriented

~ industries, and the real wage index rose from an average of 74 in 1975 - 1979

to 105 in 1985. The index declined mildly during the macroeconomic
adjustments of the mid-1980s, but increased again and reached 141 in 1995

~ (Athukorala 1998). It seems that without minimum wage legislation,

employment levels rose first and were followed by market- and productivity-
driven increases in real wages. The real wage advances from the late 1980s
occurred in a context where the profitability of manufacturing measured by the

~ price-cost margin remained virtually unchanged. Thus it appears that with the

rapid depletion of surplus labour reserves, workers became the major

g beneficiaries of productivity growth in manufacturing (Athukorala and Menon
= 1999).

‘ The 1990s’ growth in real wages would have presumably been sharper, had
It not been for the influx of migrant workers from neighbouring labour-surplus

countries (Pillai 1995). Official records put the number of migrant workers 1n
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Malaysia at 650,000 in 1995, but circumstantial evidence indicated the total
number of legal and illegal workers to be as high as 2 million or 25 per cent of
the local Malaysian labour force of 8 million. By the early 1990s foreign
workers represented over 60 per cent of the workforce on plantations and 70
per cent of that in construction, and had also begun to enter manufacturing in

large numbers. _
The strong expansion of modern sector employment as well as the decline

in unemployment and rapid wage growth were powerful agents for reducing
poverty and promoting equity and social harmony. The incidence of poverty
among all households, as measured by the proportion of total households
below the poverty line, fell from 18.4 per cent in 1984 to 9.6 per cent in 1995,
and was projected before the financial crisis to fall to 6 per cent by 2000."
Significant declines were observable for both urban and rural households,
although rural poverty was still relatively high. All ethnic groups shared in the
remarkable improvement in quality of life. |
Malaysia has also been successful compared with similar developing
countries in addressing inequality in the size distribution of income, although
this achievement has been less impressive than its record in reducing absolute
poverty. Thus the Gini coefficient measuring income inequality fell between
1970 and 1990, although it has since deteriorated slightly. Far more detail is
given in the treatment of income distribution by Yusof in Chapter 6. The
overall trend, however, suggests that the benefits of rapid growth have been
distributed reasonably widely. In any case, and given the remarkable success in
raising living standards across the board, there is little doubt that income
inequality had become less of a politically sensitive issue than it once was. |
The remarkable outcomes of growth, employment and equity up to the time
of the financial crisis were achieved under conditions of low inflation by both
regional and overall developing country standards (Corden 19?6).' The
Malaysian annual rate of inflation as measured by the consumer price index
averaged 3.5 per cent in 1987 - 1996, which was down from an average rate of

4.2 per cent in 1980 - 1987
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100
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9.7

27.0
3.3
1.9
6.9

11
c o ]

11.5

100

1985
20.8
10.4
19.7
4.8
6.4
12.1
9.0
15.1
100

1980
222
4.6
20.5
4.5
2.4
6.5
12.6
8.2
23.2
100

1975
SE
4.6
16.4
3.8
2}
6.2
12.8
8.9
17.9
100

1970
33.6
i
12.8
3.8
2.6
3.8
13.7
2.0
20.5
100

1965
31.5
9.0
10.4
4.1
2.3
4.3
15.3
1.6
21.5
100

38
1
16

1960
4
22

100
Sources: Malaysia (1991); Malaysia (1996); Malaysia. Ministry of Finance (1999).

**Other than Construction, Electricity, etc, Transport, etc; Banking, etc, and including government services;

*Estimated, and (along with 1995 and 1997 figures) at 1987 constant prices;
¥**Less imputed bank service charges and plus import duties.

Table 2.3 Gross Domestic Product by Sectbr, Malaysia, 1960 - 2000 (% of total at current market prices)

communications
Wholesale & retail

& real estate
Other services**

sanitary services

Transport, storage &

& fishing
Mining & quarrying

Manufacturing
Construction

Notes:

trade

Banking, insurance
Adjustments***
Total

Electricity, water &

Agriculture, forestry

~
\O
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Table 2.4 Sectoral Growth Performances, Malaysia, 1970 - 1997*

- Balance of Payments

1970 - 1975 - 1980-  1985- 1990 -

_ 1975 1980 1985 I | 1997
Agriculture 9.5 5.1 3.1 4.6 2.5
Industry 6.7 10.7 5.7 9.8 12.7
Manufacturing 6.7 11.4 53 13.7 13.2
Services** 12.2 13.9 5.8 5.1 9.2
Total 10.6 8.5 52 6.8 84

Source: Malaysm. Ministry of Finance (1990 1997)
Notes: *Growth rates are based on constant (1978) prices and are annual averages between reported years;

** Including import duties net of bank service charges.

Table 2.5 Summary Statistics on Malaysian Employment and Unemployment,

1980 - 1999
Labour Force Labour force Unemployment
(‘000) Participation rate (%) rate
Total Male Female

1980 5,122 65.3 87.6 43.1 5.6
1985 6,039 65.8 87.4 44.3 6.9
1986 6,222 65.8 87.5 44.2 8.3
1987 6,409 65.9 86.9 44.9 8.2
1988 6,622 66.1 85.8 46.5 8.1
1989 6,850 66.3 85.8 46.9 6.3
1990 7,042 66.5 85.7 47.3 5.1
1991 7,204 66.6 85.7 47.5 4.3
1992 39 66.7 85.7 47.6 . 4
1993 7,627 66.8 87.0 46.1 3.0
1994 7,834 66.8 87.1 46.5 2.9
1995 8,140 66.9 86.8 47.1 2.8
1996 8,372 66.8 86.6 46.9 %
1997 8,607 66.6 86.9 47.3 2.4
1998 8,881 64.3 83.4 44.2 3.2
1999 9,010 64.3 83.4 44.2 3.0

Source: Malaysia. Muustry of Finance (1990 1999)

%untrles
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_. Malaysia’s external payments position has traditionally been characterized by
: surpluses in the merchandise account, but persistent deficits in the services
~ account. In most years until the late 1980s, the trade surplus outweighed the
- services deficit to yield a current account surplus. This pattern changed during
- the rapid growth phase after 1989, however, as economic expansion led to a
surge in imports of capital goods and intermediate inputs, and a consequent
- reduction of the merchandise account surplus. At the same time, the services
~ account remained in deficit, reflecting the large net outflow of profits and
- dividends. Thus the current account balance shifted from surpluses in the late
~ 1980s to growing deficits in the 1990s.
- Toa large extent, the widening current account deficit indicated Malaysia’s
. success in attracting foreign direct investment, since it is an accounting
~ impossibility for a nation to simultaneously to attract large inflows of such
a investment and run a current account surplus. In most years the inflow of long-
- term foreign direct investment was more than sufficient to finance the current
~ account deficit. The basic balance has also always been in surplus. There was
~ thus less need for the nation to resort to large external borrowings. External
~ reserves at the end of 1996 provided over four months’ of import cover, while
E Malaysia’s foreign debt in 1989 - 1997 remained 25 - 30 per cent of gross
~ domestic product. The debt-service ratio (the ratio of debt payments and
:mterest payments to export earnings) varied in those years from 8 to 6 per cent.
Both the ratio and the burden of foreign debt (the total debt in relation to gross
~ domestic product) were remarkably low by developing country standards.

':.;- What accounts for Malaysia’s impressive economic performance over the years
1o 1997? Explanations include its rich resource endowment with a highly
favourable ratio of land and other natural resources to total population; its
~ Colonial inheritance including a well-developed infrastructure; its efficient
administrative mechanism; its thriving primary export sector with immense
potential for expansion; its geography entailing location in a dynamic growth
ﬁaglen and its policies of national development.
‘Several of these explanations do not hold up to available empirical
.l'“dence First, there is little sign from post-war development experience that
economic performance is importantly tied to their resource
—’%ndowment Regarding the colonial inheritance and especially human capital
; fﬁVelopment and administrative infrastructure, other former British colonies
~ Including Sri Lanka and Ghana appear to have been better placed than
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Malaysia for rapid growth. Yet the thriving exports of Malaysia ensured a
strong balance of payments position which among other factors helped it avoid
the ‘stop-go’ policy cycles experienced by many other primary product-
exporting developing countries.

Malaysia undoubtedly benefited from its location in a dynamic growth
region. The massive direct investment from newly industrialized countries and
Japan in the late 1980s and early 1990s, as well as the continuous shift of
relatively labour-intensive production processes from Singapore to Malaysia
by multinational enterprises, were certainly aided by geography (Jomo et al
1997). But the fact that Malaysia benefited more from locational advantages
than other countries in the region suggests that the sound policy of national
development was the key to this. There is indeed clear evidence that the policy
framework much assisted the expansion of export industries (Athukorala
1991).

Two further initial conditions explaining economic success according to the
‘new wave’ interpretation of East Asian, and notably Taiwanese and South
Korean, experience, are a relatively equitable distribution of income and
wealth and socio-cultural homogeneity (Rodrik 1995). Yet if these conditions
were judged as prerequisites in Malaysia, its growth prospects would have been
predicted as bleak, for its development potentials had to be mobilized under
conflicting challenges posed by a plural society inherited from a colonial past
(Snodgrass 1980). At independence native Malays accounted for 52 per cent of
the population and dominated politics, but were relatively poor and involved
mostly in low-productive agricultural activities. The ethnic Chinese comprising
37 per cent of the population enjoyed greater economic strength and dominated
most modern-sector activities, but did not match the ethnic solidarity or
political power of the Malays. Thus economic policy making in post-
independence Malaysia was a continuing struggle to achieve development
objectives while preserving communal harmony and political stability (Salleh

and Meyanathan 1993).

Malaysia’s Economic Policy

Malaysia’s economic policy entailed significant interventions reflecting the
socio-political challenges of a plural society. During 1970 - 1986, the New
Economic Policy (NEP)? was implemented as a cornerstone of national
development, being a sweeping affirmative action instrument under which
long-term targets were established for native Malay ownership of share capital

in limited companies and good proportions of Malay employment in

manufacturing and management. _
Although many strictures of the NEP were relaxed after 1986 and the policy
was replaced by the National Development Policy in 1991, aspects favouring

......
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Malays were still in force in the late 1990s. Malaysia also moved during its
Fourth Five-Year Plan from 1981 to 1985 into promoting heavy industries
through direct government involvement. But subsequent reforms after the mid-
1980s involved a gradual privatization and restructuring of state-owned

.",.'?.-fi ~ enterprises, while a number of racially-based strictures of the NEP on private
- sector performance were eased. State enterprises still played an important role

in key areas such as automobile manufacturing, petrochemical, iron and steel,
and cement industries, however. Malaysia had also the most highly regulated
financial system among high-performing Asian economies, with significant

- controls on capital account transactions.

These direct government interventions notwithstanding, Malaysia was able
by and large to maintain an outward-oriented overall policy stance. Despite the
early emphasis on import substitution and later attempts to promote heavy

. industries via public sector participation, Malaysia stayed clear of quantitative

import restrictions as a policy tool. By the mid-1990s only 3 per cent of all
import tariff lines, accounting for 4.5 per cent of annual import value, were

~ subject to licensing requirements.

Unlike many other developing countries, domestic price signals in Malaysia

~ were not insulated from world markets. Direct government involvement
. through allocating import quotas was minimal, and tariff protection to domestic

manufacturing was progressively reduced. By the mid-1990s the weighted

average import tariff rate was 8.7 per cent, the lowest in Southeast and South
- Asia (Asian Development Bank 1997, p. 6). The average effective rate of

manufacturing protection, which increased from 25 per cent in the early 1960s
to 70 per cent in the early 1970s, declined continuously thereafter to below 30

. per cent by the late 1980s (Alavi 1996). A comprehensive study of post-war

trade policy reforms identified Malaysia as one of eight developing countries’
whose trade regimes remained open throughout the period (Sachs and Warner
1995, Table 1).

Closely related to the open trade policy stance was a long-standing

. receptivity to a liberal investment policy regime (Rasiah 1995). Export-
oriented foreign firms were exempted from the employment quotas and

ownership restrictions of the NEP. From 1970 a comprehensive export
processing zone scheme was implemented as part of an economy-wide liberal

. investment and trade package, rather than as an appendage to a highly

controlled regime. This provided a conducive setting for export-oriented

foreign firms. Although transferring foreign plantation companies to national
:;-5;:’_-; - Ownership was a declared policy, government strictly adhered to the practice of

acquiring ownership through formal share trading rather than arbitrary

- expropriation (Athukorala 1991).

| Given a persisting commitment to outward orientation whilst the NEP was
Implemented, the private sector was never marginalized and always had room
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for expansion. This situation persisted under the state-led and Korean-style
heavy industrialization programme of the early 1980s, when the government
supported public sector manufacturing ventures in intermediate- and capital-
goods production sectors with subsidized credit, official procurement
provisions and heavy tariff protection. The ‘picking winners’ strategy of
industrialization also did not have a backwash effect on the expansion of
export-oriented industries, given the virtual free trade status they enjoyed In
procuring inputs. At the same time, the resource cost of re-distributional
policies under the NEP was not a major drag on growth owing to the key role
played by foreign direct investment flows in augmenting the domestic resource
base.

The open policy stance is explored further by Jayant Menon in Chapter 3,
while official development strategy is addressed by Tan and Ariff in Chapter 5
and the distribution of income by Zainal Aznam in Chapter 6.

Macroeconomic Management and Labour Market Reforms

Malaysia has a track record in macroeconomic management of maintaining
price stability, and this has always been an important adjunct to economic
policies aimed at export-led industrialization. The Bank Negara Malaysia (the
central bank) firmly managed domestic credit and monetary expansion so as to
limit inflationary pressures. With the exception of the period 1981 - 1986 when
a public investment boom triggered a major macroeconomic crisis, the
Malaysian government established a reputation for maintaining sound fiscal
policies and a substantial surplus of revenue over current expenditure.

Budgetary restraints on operating expenditure were important in fiscal
policy, and the budget deficit was always kept within prudent limits while
minimizing use of borrowed funds. Overall, deficits arising occasionally as
development expenditure exceeded the current surplus were financed from
non-inflationary domestic sources, particularly including private savings
accumulated in the Employees’ Provident Fund. Fiscal discipline reduced
Malaysia’s dependence on foreign financing, and budget deficits were not a
source of inflation as in many other developing countries (Corden 1996). The
success of macroeconomic management was reflected in a very low rate of
domestic inflation by the standards of other economies at the same stage of
development.

Government policy in labour market reforms emphasized job creation
rather than protecting workers’ rights through labour legislation. Towards this

end, attempts were made to achieve labour market flexibility through industrial

relations legislation providing compulsory arbitration of disputes and
prohibition of the right to strike in ‘essential services’. Furthermore, trade
unions were banned in the most important export-oriented industry -
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- electronics - until 1988, after which only ‘in-house’ unions were allowed at
-f"---p]ant rather than industry, level. This labour market policy has, despite
' crltlmsms facilitated growth in foreign capital participation. Given the reliance
- on outward orientation and labour-intensive manufactured exports, growth

:; _could otherwise have been severely constrained by artificially high real wages
m regulations raising labour costs.
r:e,;";'é;Infrastructure and Human Capital Development
_._.fg 'Emphasis on infrastructure development was a key characteristic of
- government policy following independence in 1957, when Malaysia had a
*ﬂ‘ tsatlsfactory supply of electric power, transport and the means of
- communication to support growth. For two decades after independence, the
government successfully made use of surpluses extracted from the booming
plantatlon and mining sectors to build on this initial endowment. Every
b Malaysw Plan devoted some 20 per cent of its expenditure to building up the
muntry s Infrastructure, with such provision being kept in line with expansion
@f the economy. For instance, the share of population with access to electricity
increased from 84 per cent in 1991 to 96 per cent® in 1995. The availability and
quallty of telecommunication services improved remarkably, especially after
:5'_5"-=regulat10n in 1994. As foreign direct investment accelerated in the late
31 '1980s, the groundwork had already been done for expanding supporting
- services. The government also managed to alleviate bottlenecks resulting from
il'fba'n congestion by setting up industrial estates and export processing zones at
i atate level (Rasiah 1995).
- With regard to human capital, heavy investment in education has been
p:mmment In Malaysia’s policy of national development since the early years
. after independence. Education was the third largest item after land
deveIOpment and transport in the development budgets of the 1960s, and this
* - emphasis was reinforced under the NEP from 1970. The education allocation
- rose from 9.4 per cent of total development expenditure in the Second
Malaysm Plan (1971 - 1975) to 15.1 per cent in the Sixth Malaysia Plan (1991
W-*1995)
Malaysia in the late 1990s accordingly had almost universal primary
Bducatlon with most students completing six years of schooling. Government
‘ - statistics showed that 99 per cent of Malaysians finished primary school, while
32 per cent completed lower secondary school and 53 per cent upper secondary
a - school. Yet the outcome was not so encouraging at the secondary and tertiary
~ levels of education, which were crucial for acquiring workplace skills. Thus

b anly 56 per cent of those in the secondary school-age group in Malaysia were
enrolled in school, compared with 87 per cent in Korea and 75 per cent in




26 Economics and Income Distribution

Hong Kong. The tertiary enrolment rate in Malaysia was only 7.7 per cent,
compared to 38 per cent in Korea and 16 per cent in Thailand.

Malaysia thus faced a formidable challenge in improving the education of
the labour force to levels which would enable a diversification of production
into increasingly skill-intensive goods and services. The government took
several initiatives from the mid-1990s to redress limitations faced, including
partially reintroducing the use of English at tertiary level, encouraging growth
of private schools and colleges using English, establishing campuses of leading
foreign universities in Malaysia, setting up skill-training institutions entailing
participation of foreign governments and private-sector enterprises, and giving
the private sector attractive incentives to train its workers (Lee 1997).

CONCLUSION

Malaysia’s economic success up to the late 1990s can be attributed to its
effective positioning within a new world economic order characterized by
increased internationalization of production. As a small open economy,
Malaysia did not isolate itself from this trend, but responded to unfolding
global developments. While policy excesses were triggered by conflicting
objectives in a plural society, policy-makers were successful in swiftly
rectifying these. Unlike many developing countries, Malaysia never resorted to
stringent quantitative trade restrictions. Domestic price signals were not
insulated from world market conditions, and resource costs arising from rent-
seeking activities were minimal.

Malaysia with its outward-oriented policy stance, stable political climate,
and firm long-term commitment to good governance particularly including
infrastructure development and keeping its macroeconomic house in order, was
well placed to take full advantage of opportunities arising from globalization of
the world economy. Rapid economic growth and employment expansion
contributed to significant improvements in living standards across all ethnic
groups, also lubricating ethnic relations in a pluralistic society.

The impressive economic advance of Malaysia was shattered by the sudden
emergence of the financial crisis in mid-1997, which raised concerns about
future growth prospects (Athukorala 1998). The sources of Malaysia’s
vulnerability to this crisis, its policy responses and the subsequent recovery
process are discussed by Michael Yap Meow-Chung in Chapter 4. Although
the crisis badly disrupted growth, it did not negate years of human and physical
capital accumulation and institutional development. More importantly, it did

not counteract the long-standing outward-oriented policy thrust gearing the

country towards prosperity through increased integration in the international
economy.
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 NOTES

The cut-off income level used in defining the poverty line varied from year to year (see
Malaysia (1996) and previous Malaysia plans listed therein). W

Despite criticisms of unfairness, the New Economic Policy (NEP) (which was modified in
1991 under the new label of National Development Policy (NDP)) assured political stability
in a country with considerable potential for bitter ethnic violence by making ‘shared growth
f]r;glgb)le (Campos and Root 1996, pp. 67 - 68). For details of these policies, see Crouch
The other seven developing countries whose trade regimes remained open throughout the
period were Barbados, Cyprus, Hong Kong, Mauritius, Singapore, Thailand and the Yemen
Arab Republic.

}ggopcr cent of the population had access to electricity in Peninsular Malaysia by the late
S.



3. Openness to Trade, Capital and
Labour Flows up to the Currency
Crisis: Degree and Impacts

Jayant Menon

Malaysia is often described as a ‘small, open economy’. The word ‘small’ not
only portrays its economic size, but also identifies the country as a price-taker
with respect to imports and almost all exports. While this description 1s
uncontroversial, use of the word ‘open’ is perhaps less so. An internationalized
economy is usually thought of as being open to trade flows of goods and
services, as well as to flows of capital and labour.! But how should ‘openness’
be measured, and what are its implications?

These latter questions are addressed in the present chapter, which deals with
the period up to 1997. First, measures of openness respecting trade, capital and
labour flows are examined.? Next, the extent to which the policy regime
facilitated or restricted inward and outward movements of each flow Iis
reviewed, and an assessment made of whether Malaysia fitted the description
of an open economy. The consequences of openness (or lack thereof) for trade,
capital and labour flows are then scrutinized, focusing on the macroeconomy
and relating the discussion to the financial turmoil of the late 1990s. A final

section acts as a conclusion.

MEASURING TRADE, CAPITAL AND LABOUR FLOWS

Openness to trade in goods and services can be measured in both quantity and
price terms. The quantity component of openness is often determined as the
‘trade-intensity ratio’, which is the share of imports and/or exports in gross
domestic or national product. If this share is high and growing over time, it 1S
usually taken to imply that border and other restrictions to trade are low or
falling, thus facilitating the international exchange of goods and services.
Changes in tariff and non-tariff barriers are frequently used as indicators of

openness at industry level.

The price component of openness is commonly discussed in the context of
the law of one price. If prices of traded goods in a country are closely related to
prices of the same goods in world markets (net of transport and other transfer
costs, and measured in a common currency), the law is not violated. It is then
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taken that border and other restrictions to trade do not interfere with
equalization of prices across markets (through arbitrage), and that commodity
taxes are harmonized across countries.

Price measures are sometimes employed to indicate the extent of non-tariff
barriers, but the latter are difficult to identify, let alone quantify. They include
red tape, health regulations, the threat of tariffs and so on, and price
discrepancies do not incorporate the effect of non-tariff barriers if they are so
restrictive as to deter trade. Estimates of the extent of barriers and their effect
on openness to trade accordingly tend to rely on direct indicators of their
presence, such as frequency incidence.

Measures of openness to capital flows require separate treatment of long-
term flows in the form of foreign direct investment, and of short-term flows of
a portfolio or speculative nature. Quantity calculations of inflows and outflows
of foreign direct investment are taken as indicators of openness to long-term
flows, but are less useful when assessing openness to short-term portfolio and
speculative flows of capital. For the latter, price-based measures are more
appropriate,” where tests of interest-rate differentials in the form of uncovered

and covered interest-rate parity indicate the extent to which financial markets
are integrated internationally.*

Measures of openness to labour flows must consider both policies and
experiences, since policy intentions are frequently not achieved. Rules may be
legally or illegally bypassed, or their implementation be lax by design. Thus
with policy on migrants, inflows and outflows of labour are used as indicators
of openness, with both legal and illegal components being taken into account.

TRADE POLICIES

Malaysia has a relatively long, and in some sense enviable, history of being open
to trade. It also has an impressive record of trade liberalization by developing
country standards. There have been ups and downs, however, particularly during
early reforms.

The unweighted average nominal rate of protection was estimated at 13 per
cent in 1965 (Power 1971). This increased to 18 per cent in 1970 (Ariff 1975)
fmd to 22 per cent in 1978 (Lee 1986). The average effective rate of protection
Increased from 25 per cent in 1965 to 44 per cent in 1970 and 55 per cent in
1973. The economy-wide average import-weighted tariff rate in the primary
and manufacturing sectors rose sharply from 9.7 per cent to 14.6 per cent
between 1980-1983 and 1984-1987 (Table 3.1), but fell marginally from 11.5
per cent to 11.2 per cent between 1988-1990 and 1991-1993.

Tariff rates dropped considerably following successful conclusion of the
Uruguay Round of the General Agreement on Trade and Tariffs (GATT) in
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1994. The largest reductions occurred in primary products, although some
food-related items including milk and milk products, grains, non-grain crops,
processed rice and livestock continued to enjoy high unweighted tariffs (Table
3.2). Since tariffs in manufacturing were already low before conclusion of the
Round, it is not surprising that most decreases in such items were small,
although those in textiles and clothing dropped substantially. Malaysia cut
tariffs on both a unilateral and preferential basis in trade within the Association
of South East Asian Nations (ASEAN). Tariffs on such trade in manufactures
were also scheduled to be reduced to 0.5 per cent by 2003, while those on trade
in unprocessed and processed agriculture were supposed to drop to 0.5 per cent
by 2010. The Free Trade Area of the Association was as part of its ‘AFTA-Plus
agenda’ expected to address non-tariff barriers and other issues including
services, customs, and investment (Menon 1996a; Menon et al. 1999).

Table 3.1 Mean Unweighted and Import-weighted Tariffs and Incidence of
Non-tariff Barriers, Malaysia, 1980 - 1993

Primary Product Manuf. All Products
Products S
Ttem and Period Unwted I-Wted Unwted I-Wted Unwted 1-Wted
Mean Tariffs (%)
1980 - 1983 4.3 2.0 12.7 13.0 10.6 9.7
1984 - 1987 8.6 6.4 15.4 V77 13.6 14.6
1988 - 1990 7.7 5.4 14.8 14.5 13.0 11.5
1991 - 1993 e 5.3 14.7 14.1 12.8 112
Incidence of Non-
Tariff Barriers (%)
1984 - 1987 4.5 6.3 , 9.1 3.7 8.2
1988 - 1990 1.6 1.6 3.0 8.0 2.8 6.0
1991 - 1993 1.2 1.6 2.4 7.0 2.1 5.1

Source: Pacific Economic Cooperation Council (19?_5)

But the generally low tariffs in manufacturing did not apply to motor
vehicles, which continued with the highest rates protection.” The import duty
on completely built-up cars of 1996 ranged from 140 per cent to 200 per cent,
and the maximum rate was raised from 200 to 300 per cent in the 1998 budget.
The import tariff on completely knocked-down cars® was increased in that
budget from 42 per cent to a maximum of 80 per cent, while tariffs on some
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machines and capital goods, construction materials and consumer durables
were also augmented.’

Table 3.2 Unweighted Malaysian Average Tariff Rates Pre- and Post- 1994

Uruguay Round
y Tariffs Change in Tariffs
Pre (%) Post (7o) In % level In (%)

Paddy rice 49.0 49.0 0.0 0.0
Grains 327.0 95.0 -232.0 -71.0
Non-grain crops o § 47.7 -4.0 -7.74
Livestock 118.0 83.0 -35.0 -29.7
Forestry 6.4 6.3 -0.1 -1.6
Fishing 43 4.8 -2.7 -36.0
Oil 0.9 0.9 0.0 0.0
Gas D | B 0.0 0.0
Processed rice 78.0 41.0 -37.0 -47 .4
Meat 2120 13.0 -259.0 -95.2
Milk 111.0 111.0 0.0 0.0
Beverages and
tobacco 29.5 20.8 -8.7 -29.5
Textiles 23,3 16.1 -7.2 -30.9
Clothing 24.3 17.6 -6.7 -27.6
Lumber 24.5 17.9 -6.6 -26.9
Pulp paper 3.9 D¢ -0.6 -10.2
Chemicals 7.7 6.7 -1.0 -13.0
Primary ferrous 4.9 4.9 0.0 0.0
metals
Fabricated metals 16.7 13.6 -3.1 -18.6
Machinery 8.4 54 -3.0 -35.7
Other manufacturin 14.4 12.6 -1.8 -12.5

Source: Pacific Economic Cooperation Council (1995).

Unlike many other developing countries, Malaysia did not rely heavily on
quantitative restrictions and other non-tariff barriers to protect domestic
industry. The Pacific Economic Cooperation Council (1995) noted that the
only industry with a high frequency ratio of over 95 per cent for core non-tariff
barriers in 1993 was ‘ISIC 12’ or ‘Forestry and logging’. Tariff and non-tariff
restrictions were commonly high in environmentally sensitive areas, however,
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while the ratio of core non-tariff barriers was generally low in all other
industries. Manufacturing industries with the greatest frequency ratios for core
barriers were ‘motorcycles and bicycles’ and ‘motor vehicles’, while ratios
were moderate for ‘soft drinks and carbonated water’, ‘cement, lime and
plaster’, and ‘glass and glass products’. The incidence of non-tariff barriers at
the aggregate level fell between 1984-1987 and 1991-1993 (Table 3.1).
Manufacturing showed a small reduction in import-weighted terms from 9.1 to
7.0 per cent, and the primary sector a marked fall from 6.3 to 1.6 per cent.

Price controls applied to rice, sugar, flour, and some meats including
poultry consumed by all major ethnic groups. They also concerned fuel,
tobacco and public utility goods. Many food items under price control likewise
enjoyed quite high import tariffs.

CAPITAL POLICIES

Most exchange restrictions on the current account were abolished in Malaysia
by 1997, and the capital account was progressively liberalized following the
floating of the ringgit in 1973. Some restrictions remained, however, and were
periodically increased to serve so-called ‘national objectives’.

The Bank Negara had also imposed implicit or undeclared controls on
capital outflows during periods of weakness in the ringgit. Temporary
restrictions on exchange markets were instituted in 1986 during the economic
downturn, and controls were placed on short-term capital inflows in 1993 -
1994 as the ringgit faced upward pressure when capital chased high-yielding
money and share markets in Malaysia (de Brouwer 1997).° Following the
regional currency turmoil in 1997, Malaysia sought assistance from the
International Monetary Fund (IMF) over guidelines to guard against large
inflows and outflows of a speculative nature, focusing on foreign currency
trading. In 1998 Malaysia introduced ‘temporary’ capital controls, pegging the
ringgit to the US dollar in measures explored in Chapter 4.

Foreign Direct Investment

Malaysia has long encouraged foreign direct investment inflows, and specific
Incentives for export-oriented foreign investors have been provided since the late
1960s (Ariff and Lim 1987). In 1968 the government enacted the Investment
Incentives Act to promote manufacturing exports, offering rich incentives to
export-oriented foreign direct investment; these included exemptions from
company tax and duty on imported inputs, relief from payroll tax, investment tax
credits, and accelerated depreciation allowances on investment. In 1970 the New
Economic Policy (NEP) earmarked manufacturing as the growth sector, including
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the key initiative of developing free trade zones to encourage foreign
participation in export-oriented manufacturing.

Yet despite the relatively liberal policy regime, some guidelines directed to
making foreign direct investment conform with national development priorities
and socio-political objectives ran counter to the global profit maximisation goals
of multinational enterprises (Ariff and Lim 1987). Thus the NEP attempted to
increase the share of bumiputera (or indigenous people) in the corporate sector
from 2 per cent in 1970 to 30 per cent by 1990, to reserve a certain share of
employment in foreign ventures for these people, and to not exceed a 70:30
Malaysian to foreign equity ownership ratio. But the government then adopted a
more lenient stance to ameliorate adverse impacts of such guidelines on export-
oriented foreign direct investment. Stances were relaxed for bumiputera
employment and also for the foreign equity ratio, which came to be seen as a
national target not meant to be implemented on an individual company basis
(Athukorala and Menon 1996). One hundred per cent foreign ownership was
allowed in firms exporting 80 per cent or more of their output.

The Malaysian government’s policy towards foreign direct investment was
unambiguous and transparent. Although it followed specific objectives such as
locating industries in ‘development areas’, increasing use of local inputs and
diverting investment to ‘priority’ industries, it pursued these through prescriptive
rather than proscriptive methods.” Its policies were less restrictive and
distortionary than those of other countries with similar objectives.

The government also encouraged outflows of foreign direct investment,
particularly to emerging market economies such as Cambodia, Vietnam, and
Myanmar. Incomes repatriated from overseas investments in all sectors except
banking, insurance, sea and air transport were made tax-exempt from 1995
onwards.

LABOUR POLICIES

Malaysia’s foreign labour policy has been described variously as having ‘many
twists and turns’ (Pillai 1995) and as possessing a ‘stop-go’ quality (World
Bank 1995). Pillai suggested that fluid and unpredictable policy reacting
primarily to short-term requirements stifled incentives to anticipate, plan and
meet long-term labour needs. Complicated administrative arrangements
involving at least two ministries also contributed to inordinate delays in
processing applications for foreign workers up to the end of the 1980s. The
policy at that time reflected concern over illegal immigrants, particularly from
Indonesia.

In 1991, a more comprehensive policy requiring all foreign workers to have
legal status as well as wages and benefits equal to nationals, and focusing on
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filling labour shortages in plantations and construction, was introduced.
Employers requesting foreign labour in manufacturing and services were
required to prove local labour was unavailable, with case-by-case consideration
being used.

But the 1991 measures did not stem the flow of illegal immigrants, and the
stop-go nature of earlier policy re-emerged in 1993 when the government
suspended the entry of unskilled workers, only to lift that ban for the
manufacturing sector two months later following employer protests. The
government re-imposed freezes on unskilled and semi-skilled foreign workers
in 1994, and in practice continued to consider applications for such workers on
a case basis. Yet it again lifted the ban on importing skilled workers into
manufacturing following continued employer protests.

A Task Force on Foreign Workers was established in 1994 as a ‘one-stop’
agency to process applications and co-ordinate policy implementation. This
greatly reduced delays in processing applications, with employers and
recruitment agents reporting a fall in time from two years to a maximum of six
months (Pilla1 1995).

There was no official policy on out-migration of Malaysians, with no
controls on nationals working abroad.

TRADE, CAPITAL AND LABOUR FLOWS

Measures of trade intensity at the aggregate level, indicating imports and exports,
and imports plus exports, as shares of gross domestic product, are shown in Table
3.3. Intensities declined between 1965 and the early 1970s, rose modestly for the
rest of that decade, slowed in the early 1980s, and grew sharply from 1986 to
1995 when the ratio of trade to gross domestic product almost doubled. Trade
intensities were closely associated with changes in nominal and effective rates of
protection of manufacturing industries in particular (Tables 3.1 and 3.2).

The perceived lack of openness in Malaysia’s agricultural sector 1s
corroborated by evidence pertaining to tests of the law of one price.
Barahumshah et al. (1993) found this law violated for several agricultural
outputs and inputs, with exchange rate changes not being fully reflected in

prices. One important reason could have been the presence of non-tariff

barriers and other price-fixing arrangements (Menon 1996Db).
Capital

While the foreign portfolio involvements of major Malaysian companies are
shown in Table 3.4, price-based measures more usefully indicate openness to
short-term speculative flows. Goldsborough and Teja (1991) looked at covered
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interest parity from 1987 to 1990 and found significant financial integration of
Malaysian and other'East Asian markets. Chinn and Frankel (1992) found that
high initial covered interest differentials from 1982 to 1992 later tended to
narrow, consistent with the gradual loosening of capital controls in Malaysia.
Although Montiel (1994) discovered that uncovered interest differentials were
significantly different from zero in Malaysia from 1985 to 1990, de Brouwer

(1997), adjusting for episodes of selective exchange controls in 1986 and 1994,
again denoted uncovered differentials near zero.

Table 3.3 Trade Intensity Measures, Malaysia, 1965 - 1995*

Sources: International Monetary Fund (various ISSUEs).

Year X/GDP X1/GDP ~ M/GDP (X+M)/GD (X+M)/GN
1965 42 81 47.55 35.96 ki vop I
1967 38.10 42.48 32.22 70.32 71.37
1969 43.47 47.34 28.84 72.31 74.45
1971 38.73 40.20 31.49 70.22 72.24
1973 39.37 41.33 29.20 68.57 71.08
1975 41.34 45.45 34.96 76.30 78.87
1977 46.26 50.14 31.16 77.42 80.60
1979 52.18 56.01 33.27 85.44 89.43
1981 47.05 52.34 41.68 88.74 91.95
1983 46.86 51.18 39.77 86.63 92.46
1985 49.02 54.85 35.59 84.61 91.08
1987 56.80 63.85 36.30 93.09 99.26
1989 66.11 73.26 53.69 119.80 127.11
1991 72.94 80.84 70.43 143.37 151.31
1993 74.36 81.45 65.18 139.54 146.98
1995 84.50 86.52 80.48 164.98 173.39

Notes: * X = exports of goods in current prices; GDP = gross domestic product in current prices; X1
= exports of goods and services in current prices; M = imports of goods in current prices;
and GNP = gross national product in current prices.

Foreign direct investment inflows to Malaysia grew remarkably over the
two decades up to the mid-1990s (Table 3.5) (Athukorala and Menon 1996),
Increasing almost ten-fold between 1987 and 1991. They particularly boomed
from the mid-1980s, and the increase from 1991 was faster than that pertaining
to other countries of the Association of South East Asian Nations. Malaysia
thus appeared quite open to flows, and exemptions given to export-oriented
manufacturing made restrictions porous or non-binding in most cases.
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doubled again to reach 6.6 billion ringgit in 1996 (Table 3.6). Singapore was
the largest recipient, followed by Hong Kong, the United States and the United
Kingdom. Despite the government’s efforts to encourage outflows of foreign
direct investment to the emerging market economies of Cambodia, Vietnam

Table 3.4 Indicative Foreign Portfolio Investments in Major Malaysian
Companies, 1995

—

Paid-up C-'cz_p;:-' tal F (;'eign Share

Stocks/Blue Chips (USS$ billion) i (98) and Myanmar, their share in the aggregate remained very small. It is interesting
1 Tenaga Malaysia* T T 9 24 that whilst more than half outward investment in 1980 was directed towards
(national electricity corp.) property acquisition, by 1993 over three-quarters was in construction and other
2 Telekom Malaysia* 08 19 12 infrastructure development.
(telecommunications) | .
3  Maybank (leading local bank) 04 39 13 Table 3.6 Foreign Direct Investment Outflows (million RM) and Purposes (%
of total), Malaysia, 1980 - 1996
4 Malaysian International Shipping
Lorpotation”. (Retional carries) U haT Country 1980 1991 1992 1993 1994 1995 1996
5 HICOM*(heavy industry) 0.4 1.64 Singapore 329 337 211 321 179 311 256
6 Sime Darby (conglomerate) 0.4 29.54 5P ' ' | ' ' ' '
| Hong Kong 3.3 22.0  26.7 21.3 26.6 10.6 8.8
7. Golden Hope (plantation) 0.4 10.01 United States 73 50 76 192 81 712 152
8 Malaysian Airlines* (nat. carner) 0.3 21.08 United Kingdom 106 96 57 87 79 66 9.0
9  DCB Holdings (finance) 0.3 23.05 Australia 138 50 7.8 3.7 1.6 4.7 6.4
10 Asia Pacific Land (property) 0.3 - 24.13 China 0.0 11 3 39 39 2 7 6.8
Source: Kuala Lumpur Stock Exchange (1995) . | ' ' ' ' ' '
Notes: *Privatized not-for-profit enterprises (NFPEs). k! Japan 3.0 9.2 9.5 32 0.7 0.6 1.6
: Thailand 0.1 0.9 1.9 0.6 0.8 L2 1.9
Table 3.5 Source Country Composition of Foreign Direct Investment Inflows 3 Others 7.0 134  18.3 7.8 325 299 246
to Malaysia (% of total), 1980 - 1996* ' Total (%) 100.00 100.00 100.00 100.00 100.00 100.00 100.00
B e ——— i ——— i — i (million RM) 326.7 1,125.5 1,264.4 3,456.2 5,516.6 6,643.7 6,604.2
Country 1980 1991 1992 1993 1994 1995 1996 (million $) 201.5 409.3 496.3 1342.7 - . -
US 1444 10.54 1856 27.96 11.17 19.70 16.96 ' Purposes
UK 664 320 734 070 084 208 223 (76 of total)
Japan 1293 2173 1510 2642 1573 2293 2701 ' D‘Ire“ Gk il
HongKong 240 352 044 149 779 192 008 g :;’:;;mem AT - W, . NT0s ¢ FET .. ' ;
Korea 0.00 10.66 0.56 8 3.64 6.61 3.78 Acquisition 56.2 59 46 59 ) ) _
Taiwan 321 2115 8.44 14.22 2561 15.77 4.55 - {.0ans 274 424 349 201 ) ) )
Singapore 6.08 6.53 2.49 8.30 322 11.03 27.94 Total (%) 100.0 100.0 100.0 100.0 . . .
Australia 125 241 119 083 074 153 0.80 Source: Malaysia. Ministry of Finance (1990 - 1997) o
Total (%) 100.00 100.00 100.00 100.00 100.00 100.00 100.00
(million $) 335.1 6,201.7 6,976.6 2,442.5 4,300.4 3,599.8 6,715.2 Labour
Source: Malaysian Industrial Development Authority (1989 and 1998) -
Notes: * Data based on investment approvals. Malaysia has both imported and exported labour for many years, unlike the
other five original members of the Association of South East Asian Nations.
Malaysian investments abroad also increased, particularly from 1993. Yet its labour inflows have always significantly outweighed outflows, and have

Outward foreign direct investment more than doubled from 1992 to 1993, and iIncluded major legal and illegal components. Due mainly to the problem of
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illegal workers, data reported by government and non-government bodies has
varied significantly, with scepticism about the quality of information being
justified.

Thus the Ministry of Human Resources estimated 0.5 million foreign
workers in 1984. But a Sabah Government survey found this state alone had
close to 0.5 million foreign workers in 1988, while Pillai (1992) provided a
‘conservative’ assessment of 1.2 million foreign workers in Malaysia as a
whole 1n 1991. The Government of Malaysia (1993) estimated 1 million
migrant workers in Malaysia in 1993. Circumstantial evidence denotes at least
2 million foreign workers, or 16 per cent of the workforce, in that year,
including those who were illegal.

Table 3.7 Temporary Work Passes by Source, Country and Sector, cumulative
to September, 1994*

Source Dom. Plant- Const- Manufact-

Country Maids ations ruction Services uring Others Total
Indonesia 39,905 92,309 82,892 1,624 6,592 856 224,178
Thailand 3,588 8,447 4,723 788 104 357 18,007

Philippines 18,235 49 1,146 188 1249 385 21,252
Bangladesh 54 15,560 20,469 3,928 28,835 264 69,110

Pakistan ] 120 906 53 436 1 L. 317

India 54 PATH 1,235 393 113 10 2,076

Sri Lanka 5 4 36 38 28 0 111

Myanmar 17 125 661 282 108 16 1,209

Nepal 0 25 14 97 198 0 334

Nigeria 0 0 0 0 0 5 5

Others ] 0 137 11 54 526 729

Total (no.) 123,72 233,82 22443 14804 75,434 4840 677,056
0 0 8

Share of

grand tot. 18.3 34.5 332 2.2 11:1 0.7 100.00

(all countries)

(%o)

Source: Pillai (1995)

Note: * There were also a further 224,655 workers with temporary passes, whose countries of
origin were unknown.

Abella (1995) estimated that for legal foreign workers in 1990, 48 per cent
were employed in agriculture, 28 per cent in construction, 20 per cent in trade
and services (mainly house-maids from Indonesia and the Philippines) and 4
per cent in manufacturing. Table 3.7 provides data by source country for those

1|
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with temporary work passes in 1994, showing that one-third of such persons
were in each of the plantation and construction sectors, 18 per cent domestic
maids, and 11 per cent in the manufacturing sector. By the early 1990s more
than half the workforce in plantations and construction were foreigners.

Pillai (1995) determined that professional and skilled persons constituted a
small share of total migrant workers in Malaysia, with only 3,456 from 11
main source countries being granted employment passes in the period from
January to June 1994.

There is no official data on out-migration, mainly because there was no
official policy on this. Data compiled by Pillai (1992) from overseas statistics
and information gathered from embassies in Malaysia suggests at least 40,000

Malaysians, averaging 5,000 a year, migrated to Australia, New Zealand,
Canada and the United States between 1983 and 1990.

IMPLICATIONS OF OPENNESS

It is now almost conventional wisdom to attribute the rapid growth in
Malaysia’s gross domestic product to increases in manufactured exports driven
by both trade and investment liberalization. The data indicate close association
between growth acceleration and openness of the economy (Athukorala and
Menon 1997), and econometric evidence supports this view (Ghatak et al
1996).

Malaysian experience also suggests that concern over increased income
disparities following trade liberalization may be misplaced, given moderate
success in addressing income inequality during liberalization. Between 1970
and 1990, the Gini coefficient fell sharply from 0.537 to 0.446 (Athukorala and
Menon 1997, Table 5), although 1t has since deteriorated slightly. But the
overall trend suggests the benefits of rapid growth were distributed reasonably
widely, with improvements in both size distribution and disparities across
racial groups.

Capital

An important macroeconomic consequence of financial openness relates to
policy autonomy, which has been much discussed following the recent
financial crisis. If events overseas importantly determine exchange rates and
stock prices, or if national interest rates move closely with world levels,
national authorities’ ability to use instruments such as exchange rate or
monetary policy is partly lost. The crisis that began in Thailand and spread to
other markets in Southeast Asia would suggest Malaysia cannot insulate itself
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against developments elsewhere, or the perceptions and actions of international
financial market participants.

The Bank Negara was previously successful in curtailing surges in short-
term or speculative capital inflows and outflows with various controls, and
selective exchange controls appeared effective in 1986 and 1994. But the
events of 1997 suggested such controls may be ineffective if international
market participants’ response is immense and concerted. This aspect is
addressed in Chapter 4.

Perhaps the most important impact of the relatively open policy towards
foreign direct investment was the rapid growth in employment. Whilst the
share of multinational enterprises in total manufacturing employment was 30 -
35 per cent in 1968 - 1980, it then increased consistently and reached over 45
per cent by 1992. This growth in employment was associated with
improvements in overall living standards.

Foreign direct investment also drove the structural transformation from a
commodity-dependent to a manufacturing-based export economy. The
electronics industry alone, which is almost completely foreign-owned,
contributed over 63 per cent of total exports in 1994.

But although foreign direct investment may also be expected to lead to
technology transfer or productivity spillovers, Menon (1998) found that total
factor productivity growth in domestic and foreign firms between 1988 and
1992 was small, averaging about 0.5 per cent per year. This could reflect the
fact that most such investment flowed into low-skill labour-intensive assembly
activities with a poor rate of technological change. Furthermore, it may be that
the high share of contract and migrant workers reduced the incentive for firms
to invest In training and development. Thus the situation could change in the
future if foreign firms move from mere assembly into more sophisticated
operations such as manufacturing.

Some analysts, and particularly those in the Bank Negara, have seen the
rapid growth in foreign direct investment as partly responsible for increases in
the current account deficit. This is attributed first to the greater propensity of
foreign firms to import than domestic firms, although why this should matter is
unclear. If market-seeking foreign investment supplies the domestic market
with imports, it is the domestic preference for imports and not the firms that
should be blamed. Even if efficiency-seeking or export-oriented foreign
iInvestment imports all inputs and raw materials, the net effect of such
Investment on the domestic economy is equal to the wage bill paid to domestic
labour. The effect on the current-account is neutral, because imported inputs
are re-exported.

The growth in deficit is also seen by some analysts as due to repatriation by

foreign firms of dividends and other profits. But this view confuses ‘stocks’
and °“flows’, for the profit repatriated in a given year is a function of many
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variables. One variable is the stock of foreign direct investment, which is
related to the accumulation over many years of foreign direct investment flows.
Balance of payments accounts, on the other hand, record flows occurring over
a single year. Comparing stocks and flows or confusing them can produce
erroneous conclusions.

[t should be noted too that selective liberalization of the capital account to
facilitate capital outflows reduced the real exchange rate appreciation
associated with growing inflows of foreign direct investment in Malaysia.
Whilst outflows tend to reduce the pool of funds for domestic investment, they
generate net benefits to the domestic economy if invested in productive sectors
according to relative efficiency or international comparative advantage. Here a
unit of capital earns a higher risk-adjusted return overseas than it does at home.
Since much Malaysian outward investment was in infrastructure-related

projects however, the flow of profits to Malaysia occurred only gradually
(Athukorala and Menon 1997).

Labour

The significant inflow of foreign workers has had key effects in mitigating
growth in real wages, which would otherwise have been much sharper in the
1990s. The concentration of migrant workers in construction limited the
Increase in non-traded prices. Without migrant labour, the real exchange rate
would have had to appreciate much more to facilitate transfer of labour from
the traded to the non-traded sector and meet infrastructure development needs.
Access to migrant labour has also enhanced Malaysia’s reputation
Internationally as a competitive site for labour-intensive and export-oriented
manufacturing activities.

On the other hand, it is regularly claimed that the recent inflow of migrant
labour into the manufacturing sector may have delayed the shift from labour-
Intensive to human capital-intensive and technology-intensive manufacturing
activities. But such change within manufacturing has less to do with the
increase in the supply of low-skilled migrant labour than with the continuing
shortage of skilled local labour. The solution to upgrading manufacturing
really lies with improving the skill levels of domestic labour.

Pillai (1995) highlights the impact on the services account deficit in the
balance of payments of foreign workers’ remittances from Malaysia. The latter
were 3.6 billion ringgit in 1994, or 22.9 per cent of the deficit in that year. Yet
the economic impact of outward remittances should be judged on whether or
not such workers were paid according to their marginal products, with the net
Impact on a labour-constrained economy being neutral if they are. Indeed,
there is anecdotal evidence to suggest many illegal as well as legal migrants
were paid below respective marginal products in the oft-cited ‘exploitation’ of
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foreign workers. This would generate a net benefit to the domestic economy,
iIndependent of the share of income remitted overseas.

[llegal migration posed social and security problems to Malaysia, and
abrupt changes to policy on migrant workers often responded to these. But
uncertainties from such changes may have exacerbated, rather than curtailed.
these problems. The continued growth in illegal migrant workers was itself
attributed to costly and cumbersome procedures in both sending countries and
Malaysia, including restrictions preventing legal workers from changing
occupations, employers or places of work after entering Malaysia.

The Malaysian experience suggests that problems of illegal migration
cannot be resolved through greater regulation. These problems could perhaps
be reduced by eliminating policy uncertainties and reducing incentives to

evade legal channels. It thus appears that restrictions on migrant workers need
to be relaxed.

SUMMARY AND CONCLUSIONS

This examination of the opening-up of the Malaysian economy has focused on
trade, capital and labour flows up to the financial crisis of 1997. Malaysia
liberalized its trade in manufactures rapidly over preceding years, although
parts of agriculture remained heavily protected. Controls on inward and
outward flows of foreign direct investment were relatively liberal, although
those on short-term capital flows remained and were increased from time to
time in response to ‘international financial pressures’. Policies on migrant
labour were variable, but responsive to domestic shortages of low-skilled
labour.

The sharp increase in trade intensity ratios from 1986 in particular was
consistent with trade reform leading to increased openness. The rapid growth
in inflows and outflows of foreign direct investment corroborates the view that
Malaysia was receptive to inflows and was increasing its importance as an
exporter of capital. The increased legal and illegal migrant workers suggested
that: (1) Malaysia was relatively open to international labour flows: and (2)
controls and other restrictive policies were easily bypassed when market forces
operated.

Openness to trade and foreign direct investment appear as driving forces
behind Malaysia’s rapid economic growth. Trade liberalization did not increase
income disparities, nor did the growth in investment ‘cause’ deterioration in the
trade balance or current-account deficit. Increases in migrant labour reduced
the pressure on real wage growth and exchange rate appreciation, enhancing
Malaysia’s international reputation as a site for labour-intensive and export-
oriented manufacturing. Migrant labour could not be blamed for the slow pace
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of upgrading manufacturing, when the supply of skilled domestic labour

remained insufficient.
This chapter has examined how openness affects readily measurable

macroeconomic variables. But an important aspect of openness to trade and
factor flows relates to its impact on moulding and disciplining political and
economic institutions and policy-making. The power of national governments
to act arbitrarily 1s curtailed by openness, and domestic economic institutions
ranging from regulatory bodies to the central bank have to respond to
accompanying challenges.

Whilst the recent financial turmoil initially invoked a questioning of
openness to capital flows in particular, if not encouraging a sentiment of ‘the
effrontery of openness’ for impinging on national autonomy, these reactions
quickly waned. The decision by political powers in Malaysia to confront
challenges posed by the turmoil, rather than treating them as transitory or
unwarranted outcomes of an international conspiracy, indirectly accepted the
virtues of remaining open. The late 1997 policies following this view included
significant cuts in government expenditure and relaxed controls on migrant
labour, including that entering labour-intensive manufacturing.

The 1998 decision to impose capital controls and thus allow a more
expansionary fiscal and monetary policy without international repercussions
would only contradict the proposition of support for openness if these measures
proved more than temporary. Given that the latter does not apply, openness
will appear as perhaps the most valuable feature of an economy governed by
pragmatic and responsible economic policy.

NOTES

1.  ‘Internationalization’, ‘openness’ and ‘integration’ are treated as synonyms in this chapter.

2. It should be noted that the rise in new growth theory has made it fashionable to treat
technology as a factor of production, and thus to consider international flows in technology
separately. While the international diffusion of technology is not considered in detail here, it
Is discussed in the context of openness to trade and capital flows.

3. Asset prices in open financial markets may adjust to new information without any
transaction occurring, and price changes in open and integrated financial markets can
eliminate the profit of arbitrage before any arbitrageurs have traded. A perfectly open and
integrated capital market where expected returns are continuously equal is consistent with a
zero capital flow (Riedel 1997).

4. Neutrality of policy is not explicitly addressed in considering openness to capital flows,
although it might be significant. Thus policies encouraging inflows of capital in a
discriminatory manner could show up in the measures used here as contributing to an
increase in openness, but policies discouraging inflows of capital, discriminatorily or non-
discriminatorily, could show up as causing less openness. Again, policies encouraging
investments based on nationality, investment type or sector could have a significant impact
on the composition of capital inflows.

5.  High tariffs on completely built-up cars earlier supported domestic car assembly, providing
the government with a large share of customs revenue. The primary role of tariffs in the late
1990s was to protect the local car industry and ‘national’ car.




44

Economics and Income Distribution

‘Completely built-up cars’ are cars imported in their assembled state, while ‘completely
knocked-down cars’ are cars imported as separate components.

Krugman (1997) drew attention to the similarity between increases in import tariffs and
other restrictions addressing the trade deficit in Malaysia and the ‘kinds of things that ended
Brazil’s miracle in the 1960s’.

de Brouwer (1997), employing co-integration techniques, found that covered interest parity
was rejected for Malaysia for the sample period of 1985 - 1994. But when two episodes of
selective controls were removed from the sample, interest rate differentials and forward rates
moved one-for-one with each other; the average covered interest differential from 1987 to
1993 was close to zero at 0.16 percentage points. In contrast, the covered differential in
1986 was 0.93, and from February to April, 1994, -1.46. This suggested that selective
controls imposed by the Bank Negara effectively sheltered the domestic market and limited
short-term flows.

This terminology is due to Bhagwati (1988, pp. 98 -100). Proscriptive regimes tend to
prohibit activities not specifically permitted, while prescriptive approaches rely more on
incentives to achieve desired objectives.

r'—__:—-r_'-.'
e

= B

it
ik

s L ————— - e e

i T

il
=) =

4. The 1997 Currency Crisis and
Subsequent Policy Response

Michael Yap Meow-Chung

A number of the more favourable aspects of the Malaysian economy up to
1997 were addressed in Chapters 2 and 3. These aspects included excellent
economic management which helped sustain large inflows of foreign direct
investment, and here Malaysia was frequently cited as a model for other
developing countries. The currency crisis of 1997 which sent the Malaysian
ringgit tumbling thus took many by surprise.

This chapter examines the policy response of the Malaysian authorities to
that crisis, looking particularly at the context in which the selective capital
controls of September, 1998, were implemented. It also reviews the progress of
the economy between 1998 and 2000.

BEFORE THE CRISIS, AND ITS ONSET

Signs of concern in the Malaysian economy before the speculative attacks of
May, 1997, on the ringgit have been analysed by Ariff et al (1997) and
Athukorala (1998). The main signs were (1) the high growth from 1991, which
was deemed to be beyond the economy’s potential, generating wage increases
above productivity gains; (2) the loss of efficiency indicated by declining
growth of total factor productivity; (3) the rapid bank credit expansion, leading
to especially high loan exposure in non-tradable sectors such as property
development and construction, consumption credit and purchases of stocks; (4)
the persistent 1990s’ current account deficits, caused by the investment boom
and only partly financed by long-term capital inflows in 1994 - 1995; and (5)
the appreciation from 1995 of the real exchange rate despite the current
account deficit, indicating overvaluation of the currency when the crisis began
in 1997.

Mention should also be made of the Kuala Lumpur Stock Exchange booms
in 1993 and 1996, which occurred amidst investment frenzies on East Asian
emerging markets. The Composite Index of the Exchange shot up by a
phenomenal 198 per cent in 1993, and by 24 per cent in 1996. Market
capitalization reached RM619.6 billion in 1993 and RM806.8 billion in 1996
(375 per cent and 323 per cent of gross domestic product respectively). The

large portfolio inflows during these periods posed potential risks to stability in
the event of sudden large withdrawals of funds.

45
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Despite the high loans growth in the late 1990s, the health of the banking
system appeared good. At the end of June, 1997, and just before the attack on
the currency, the non-performing loan ratio of the system was 3.6 per cent. The
risk-weighted capital ratio' was 12 per cent, significantly above the minimum
requirement of 8 per cent. These and other indicators of Malaysian economic
performance before, during and after the crisis are presented in Table 4.1.

Notwithstanding these positive manifestations in mid-1997, there was rapid
credit expansion and increased exposure in the property sector. The ratio of
banking sector loans to gross domestic product increased markedly from about
103 per cent in the period 1992 - 1994 to 145 per cent in 1997. The highly
leveraged economy was more vulnerable to speculative attack on its currency,
as 1t became difficult for the Bank Negara Malaysia (the central bank) to raise
Interest rates aggressively for a sustained period to defend the exchange rate.
There also needed to be a recognition that given an economic downturn,
declining asset prices posed high risks to banks with loans secured by collateral
In property and shares. The Bank Negara responded slowly to this uneasy
trend, only taking corrective action a few months before the crisis.

Unlike some other crisis-hit economies, Malaysia’s external debt exposure
was not high at the onset of the crisis. Total external debt outstanding
amounted to RM101.2 billion at the end of March, 1997, with only 29 per cent
being short-term debt. The latter comprised 11 per cent of gross national
product and 40 per cent of net international reserves. However, there had been
a steady build-up of external debt by the private sector in years preceding the
crisis, with this being facilitated by a stable exchange rate of the ringgit against
the United States dollar.” During this period, domestic interest rates were not
high, but 1f they had been there would have been added incentive to borrow
more from abroad.

;
1.
The Onset of Crisis %
:

The signs of vulnerability in the Malaysian economy following the Thai baht
tumble caused serious concerns for portfolio investors in particular. These
concerns were influenced by the fact that most in the international financial |
community had earlier failed to perceive what were turning out to be very real
risks in some crisis-hit economies. Thus when the Thai crisis escalated, the
prospects for self-fulfilling panic were rife.

The slide of the ringgit against most major currencies occurred when it J
moved from 2.48 against the United States dollar in March, 1997, to 2.57 in
July. The Bank Negara unsuccessfully tried to defend the ringgit against
speculative attacks, and it plunged to an astonishing 3.77 by the end of the
year. But the worst had yet to come, and in early January, 1998, the ringgit
sank to an all-time low of 4.88. It recovered to an average of 3.73 in April,

1998, only to retreat again to 4.20 by August. Thus there was continued
volatility on currency markets.
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Table 4.1 Malaysian Economic Indicators, 1996 - 2000

Consumer Sentiments Index (points)**
Business Conditions Index (points)**

Change in ind. output (year on year) %
Periods to which indices apply**

Risk-wted cap. ratio banking sector %
Net international reserves ($ bil.)

Bank loan growth (yr on yr) %
Base Lending Rate (comm. banks) %

Change in cons. Prices (yr on yr) %
Average lending rate (banks) %

Non-perf. loan ratio (3-months) %
RM/S$ exchange rate

Non-perf. loan ratio (6-months) %

Overnight interbank rate %

KLSE* - Composite Index
3-month interbank rate %

7-day interbank rate %
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With confidence in the ringgit shattered, investors began '
stocks on tbe Kuala Lumpur Stock Exchange. The Coml:)g{.":ssi’ce:a Imnzi St?elll]1 nf%o‘;f
1,216.7 points at the end of January, 1997, to 594.4 points at the end of the
year, a_nd was 302.9 points in August, 1998, immediately before the imposition
of cfapltal controls. Market capitalization on the Exchange shrank from ];{M826
billion in January, 1997, to RM200 billion in August, 1998.

The vul_nerabilities in the Malaysian economy coupled with market players’
lack of ability to differentiate between regional economies meant thgt t}l;
p-la}_fers. l}ighlighted similarities with the Thai and Korean cases. Whether these
similarities were perceived or real, the result was a massive sell-.down of 'stoce:liz

and c!umping of don?estic currencies. Both developments fed on one another in
a typical demonstration of herd behaviour.

| Business and consumer sentiments took a battering. Beginning from th
third qua'rter of 1997, business confidence gauged by the Malaysian Institute cj"
Economl_c Research’s Business Conditions Index dipped sharply for three
consecutive quarters (Table 4.1). The Institute’s Consumer Sentiments Index

plunged for four consecutive quarters from the third '
_ | uarter of 199
an all-time low in the second quarter of 1998. : AT

refers to the second quarter of

THE INITIAL POLICY RESPONSE

ghls response cornprised stabilization measures to address the current account
eficit, contain inflationary pressures from ringgit depreciation, steady the

ringgit exchange rate, and prevent large outflows of short-term capital. The
soundness of the banking system was also a key concern.

lved, where ‘2Q98’, for example,

Monetary Policy

This policy was not as tight as recommended by the International Monetary
Fund (IMF). The Bank Negara’s stance was to maintain relatively high interest
rates, both to curb inflation from ringgit depreciation and prevent capital
outﬂov_v by ensuring an adequate return on ringgit-denominated assets PThe
Bank judged that given the strong external factors, raising interest 'rates
excessively would not be effective in supporting the ringgit. It was mindful as
well of the need to provide sufficient liquidity to finance economic activities
However, when the ringgit continued to slide against major currencies 'the
Bank Negara raised interest rates further. At the height of the specul;tive
attacks in May and July, 1997, overnight and 7-day interbank rates were raised
l_to 35-50 per cent to defend the currency. The average 3-month interbank rate
Increased from 7.6 per cent in September, 1997, to 8.7 per cent at the end of
that year. Yet the ringgit continued to fall, with negative sentiments following

parentheses below the indices denote what quarter is Invo

1998.




50 Economics and Income Distribution

external happenings such as the depreciation of the Korean won in December,
1997. The collapse of the Indonesian rupiah in early 1998 further exerted
powerful downward pressure. Following the shock decline of the ringgit to its
all-time low in January, 1998, the 7-day rate was raised to a maximum of 16
per cent. The Bank Negara also imposed quantitative restrictions on loans for
purchasing property, shares and non-commercial vehicles.

Fiscal Policy

When the crisis escalated, policy makers were concerned over upholding
macroeconomic stability through containing inflationary pressures, as well as
addressing the current account deficit and maintaining investor confidence.
Thus the government budget for 1998 showed fiscal restraint, not unlike that
prescribed by the IMF for other affected countries. Anticipating that
government revenue would be influenced by an economic slowdown then
viewed as slower growth rather than recession, public expenditures were scaled
down. This was achieved through restraining consumption spending, deferring
non-critical projects and privatizing government activities, while a fiscal
surplus of 2 per cent of gross national product was proposed. Further fiscal
tightening saw expenditures reduced by another 10 per cent across the board,
with a cutback of 8 per cent on a selective basis.

By the end of the first quarter of 1998 it was evident that the economy was
slowing faster than anticipated, with real gross domestic product contracting by
an annual 3.1 per cent. The government reduced the fiscal surplus to 0.5 per
cent of gross national product and allocated an additional RM1 billion for
socio-economic projects to benefit more vulnerable groups.

The tight fiscal policy at the beginning of the crisis may have been dictated
to a certain extent by financial market expectations. Jomo (1998, p. 190)
pointed out that ‘it is not as if the government did not respond at all, but rather
that it did not respond in the manner desired by ‘the market’, i.e. mainly the
Western financial community’.” Fiscal policy could have played a more
stimulating role even at that early stage, especially in view of the government's
strong past fiscal record which would have enabled it to finance a reasonable
fiscal deficit.

The Impact

Despite the measures just described, the ringgit continued to lose value and be
affected by exogenous factors. The tight monetary and fiscal policies contained
the current account deficit and kept inflationary pressures at reasonable levels.
But these policies taken with the effects of a massive exchange rate
depreciation and stock market plunge meant the fall in aggregate demand was

T'he 1997 Currency Crisis and Subsequent Policy Response 51

exacerbated, with a deflationary impact on the economy. Had the fall in
demand and deflationary impact been left unchecked, the recession would have
become deeper and the banking sector saddled with higher bad debts,
preventing it from playing its role as financial intermediary.

Although the current account recorded large surpluses in the first half of
1998, this was not well reflected in foreign reserves due to large outflows of
short-term capital. The latter was linked mainly to liquidation by foreign
investors in the Kuala Lumpur Stock Exchange as confidence declined amidst
uncertainties. The ringgit outflow was also triggered by very high offshore
rates of 20 - 40 per cent, which provided a hefty premium of at least 11 per
cent over domestic rates.”

Due to the high domestic debt level, the increase in interest rates in
response to the falling currency had adverse impacts. Firms which borrowed
from banks had higher debt obligations. Rising costs of imported inputs
following the ringgit's depreciation also contributed to the business sector's
difficulties, and infrastructure projects with high import content were deferred.
As the economy deteriorated and unemployment rose, consumers became more
cautious and spent less, and this was augmented by the negative wealth effect
of the stock exchange collapse. On top of all this the anticipated export sector-
led recovery never really materialized, as external demand was hampered due
to widespread crisis in East Asia.

Following weak demand for loans and the caution of banks in extending

further credit, loans by the banking system declined by 1.8 per cent in 1998
compared to an increase of 26.5 per cent in 1997. As companies ran into
difficulties, bad debts rose. The net non-performing loan ratio of the banking

- system rose from 4.1 per cent of total loans outstanding at end-1997 to 9 per

cent at the end of 1998. This and the erosion of their capital base restricted the
capacity of some banks to lend. Banks better positioned to lend were
preoccupied with protecting balance sheets and adopted a cautious attitude.
Thus even well-run companies experienced financial stress from the credit
crunch.

The economic impact of these occurrences was telling, with real gross
domestic product declining by 7.5 per cent in 1998 (Table 2.2).

POLICY REVERSAL

It was clear by mid-1998 that policy had to be urgently re-thought. Stability
had not been restored in the domestic financial market, while the exchange rate
remained volatile and the stock market depressed. Continued pursuit of the
current policy would cause economic growth to decline even more steeply.
Both monetary and fiscal policies needed to be more expansionary, so as to
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provide stability for consolidation and reform.

The Bank Negara had two difficult options in an environment of extremely
volatile exchange rates with an open capital account. First, it could attempt to
support the exchange rate by maintaining or raising interest rates, without any
assurance of success and further choking prospects of halting the faltering
economy. Second, it could aggressively ease monetary conditions to boost
demand, but run the real risk of seeing the exchange rate plunge.

Had the authorities picked the first option, the economy would likely have
contracted further and faster as debts rose and company closures caused more
unemployment. Larger numbers of firms and individuals would have defaulted
on bank loans, thus causing the banking system to deteriorate further. That
would have made stabilizing the exchange rate almost impossible, even with
higher interest rates.

Choosing the second policy option would have meant more capital outflow
due to lower interest rates and expectations of further currency depreciation,
while the value of the ringgit fell yet again. This would have added to costs
through imported inflation, while external debt obligations rose further. The
stock market would have taken more battering, adding downward pressure on
the ringgit. Importers paying in foreign currency would have hedged their
positions in anticipation of further ringgit depreciation, thereby contributing
more to that pressure. There would have been a strong possibility of major
capital flight, depleting much needed foreign reserves.

Capital Controls and Expansionary Monetary Policy

It was obvious in analysing the options that policy-makers had to break the link
between domestic interest rates and the exchange rate before taking measures
to stimulate aggregate demand (Krugman 1997; Athukorala 1998). The
Malaysian authorities chose to do this on 1 September 1998, when capital
controls were announced. The next day the ringgit was pegged at 3.80 to the
US dollar. This option was chosen to insulate the economy from the continued
adverse external situation and regain some monetary autonomy.

The control measures aimed at containing the disruptive short-term
speculative capital flows. They did not affect trade and foreign direct
investment flows, and the current account remained fully convertible. Foreign
long-term investors were free to repatriate profits, interest and dividends. The
government also reiterated that the measures were temporary and would be
removed when policy objectives were achieved.

The first hint of change in monetary policy came on 1 July 1998, when the
Bank Negara again reduced the statutory reserve requirement to 8 per cent. As
inflationary pressures moderated, monetary policy was eased further. Then
taking advantage of the capital controls, monetary policy was aggressively
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relaxed by progressive reductions of the reserve requirement and intervention
rate of the Bank in the domestic money market. Other expansionary measures
included relaxation of credit terms for purchasing property, shares and cars, as
well as cheaper credit for smaller industries and lower-income groups.
Liquidity now improved and interest rates declined. The benchmark 3-
month interbank rate, which peaked at an average of 11.3 per cent in May -
July, 1998, dipped to an average of 3.27 per cent in July, 1999 (Table 4.1). The
base lending rate of commercial banks dropped from 14.5 per cent in June,
1998, to 6.8 per cent in August, 1999. This aggressive lowering of rates to

boost the economy would have been impossible without the selective capital
controls.

Financial Sector Restructuring

The capital control measures gave the economy ‘breathing space’, and the
government took advantage of this to comprehensively reform the banking
sector.

Although the banking system appeared strong as it entered the crisis, it
seemed increasingly vulnerable as problems continued. The enhanced cost of
capital from rising interest rates and more expensive imports took its toll on
companies, causing rises in the non-performing loan ratio (Table 4.1). Banks
became concerned with their balance sheets and some with huge bad debts saw
their capital base eroded, although the system as a whole had a sufficiently
high capital adequacy ratio. These problems needed to be addressed quickly,
for otherwise the deteriorating banking system and contracting economy would
feed on each other.

A programme for restructuring the financial system was implemented in
mid-1998 through establishing an asset management company, Danaharta; a
special-purpose vehicle for recapitalizing ailing banks, Danamodal; and a
Corporate Debt Restructuring Committee. A programme of bank mergers was
also announced, aiming to create bigger and stronger entities better able to face
shocks.

Danaharta purchased non-performing loans from banking institutions,
freeing them to concentrate on lending activities. It also aimed to maximize the
recovery value of loans. It gave priority in acquisitions to weaker financial
entities. Institutions with a gross non-performing loan ratio exceeding 10 per
cent, as well as those requiring recapitalization from Danamodal, had to sell all
eligible non-performing loans to Danaharta.

Danaharta’s financing requirement was estimated not to exceed RM15
billion. It purchased non-performing loans at fair market value, which often
meant institutions selling eligible loans to it incurred losses. As at end-1999,
Danaharta had acquired book value of RM34 billion worth of non-performing



54 Economics and Income Distribution

loans (42 per cent of those in the banking system), reducing the non-
performing level (six months) of the banking system to 6.6 per cent compared
to a peak of 9 per cent as at end-November 1998. This acquisition was made at
a weighted average discount rate of 56 per cent.

Danamodal was established as a wholly-owned subsidiary of the Bank
Negara. It set out, first, to recapitalize and strengthen the banking sector, and,
second, to consolidate it. It pursued the first objective by becoming an Interim
funding vehicle for banking institutions to meet capital adequacy requirements,
based on market-driven principles. It pursued the second objective by
facilitating the restructuring of banking institutions through its role as a
strategic shareholder in recapitalized banking institutions, acting as a catalyst In
merger exercises. Danamodal only injected capital into institutions which had
sold their non-performing loans to Danaharta, where existing shareholders
bore losses from the sale. Danamodal also only recapitalized viable banking
institutions, based on assessments by financial advisors of international repute.

Danamodal estimated its funding requirement would not exceed RM16
billion, the sum said to ensure that the risk-weighted capital ratio of banking
institutions would be at least 9 per cent. Danamodal had by March, 1999,
injected RM7.6 billion into ten banking institutions, increasing the risk-
weighted ratio of the system from 10.1 per cent in September 1998 to 12.3 per
cent. With the full repayment by five of the recapitalized banks to Danamodal,
the remaining investment amounted to RM5.2 billion.

Although the operations of Danaharta and Danamodal raised the related
issue of possible moral hazard,” Danaharta did not provide much detail of bad
debts acquired beyond the names of banks selling the bad loans, the value of
those loans and the discount rate. Transparency could be enhanced if the
selection criteria of Danaharta in terms of bad loans acquired and banks from
which they were secured were made public. The basis of deciding which banks
should be given priority to receive capital injection by Danamodal should have
been similarly announced.

The Corporate Debt Restructuring Committee had the function of providing
a platform for borrowers and creditors to collectively work out amicable
solutions to debt problems, without resorting to legal proceedings. It sought to
ensure that viable businesses facing problems resulting from the currency crisis
would continue to have access to financing. By June, 2000, the Committee had
received 71 applications involving corporate debts of RM39.6 billion. Of this
amount, 25 cases involving RM18.4 billion debt had been resolved.

Fiscal Spending Boost

[t became clear by mid-1998 that fiscal policy needed to be more expansionary
to compensate for the slack in private sector demand. The government
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responded in July with an additional fiscal stimulus package of RM7 billion,
and an Infrastructure Fund worth an initial RMS billion. Thus the fiscal
position in 1998 registered a deficit of RM5 billion or 1.9 per cent of gross
national product, reversing five consecutive years of fiscal surpluses. Net
borrowing by the government to finance this deficit totalled RM12.9 billion, of
which 85.9 per cent was from domestic sources.

The budget of October, 1998, targeted a fiscal deficit comprising 6.1 per
cent of gross national product for 1999, building on the fiscal stimulus of the
previous year. Non-essential spending was curbed to keep the fiscal deficit at
sustainable levels, and priority accorded to socio-economic and infrastructure

projects stimulating economic activities. Government debt was kept at
sustainable levels and its ability to repay was never in doubt.

RECOVERY AND FUTURE PROSPECTS

The further easing of monetary policy following the capital control measures
saw liquidity conditions improving and credit costs lowered. Consumer
sentiments and business conditions indicated by surveys of the Malaysian
Institute of Economic Research improved markedly in the first two quarters of
1999 (Table 4.1), while other indicators registered big advances. Private
consumption indicators such as sales and production of passenger cars, sales
taxes, and imports of consumption goods all showed general improvements at
that time. Retrenchment numbers declined while job vacancies increased from
late 1998. Gross domestic product turned around in the second quarter of 1999,
after declining for five consecutive quarters, and for the whole of 1999 grew by
5.8 per cent (Table 2.2). Economic growth in the first half of 2000 was 10.3
per cent. Inflationary pressures also moderated significantly, with consumer
prices rising by 2.8 per cent in 1999 and inflation for the first half of 2000
being 1.5 per cent.

Net international reserves rose from $20.2 billion in August, 1998, to $34.1
billion in May, 2000. Short-term capital flows stabilized in the fourth quarter
of 1998, following implementation with the capital controls of the one-year
holding period for portfolio investment. The foreign reserve position then
better reflected the substantial current account surplus of RM47.4 billion in
1999.

The measures introduced following the capital controls brought back
confidence among foreign investors and market analysts. Malaysia's credit
rating improved, while stockbroking analysts swiftly revised upwards their
1999 economic forecasts for Malaysia. The issuance in May, 1999, of $1
billion worth of bonds by the government was oversubscribed three-fold,

providing one gauge of foreign investor confidence in Malaysia’s progress in
handling the crisis.
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One matter of concern, however, was the slow progress in bank mergers
since the crisis started, with only one merger completed at June, 1999
(Business Times 1999). Recognizing the need to expedite matters, the governor
of the Bank Negara then announced a programme to hasten the merger process
by creating six ‘mega’ core banking groups (Star 1999). Merging banks to
create bigger entities would enable them to better face foreign competition In
preparation for the inevitable opening up of the financial sector.

But the issue of moral hazard had still to be dealt with through more
commitment by the authorities. In the case of Bank Bumiputera, a government-
owned bank, for example, it was the third time that huge public funds were
used to keep it afloat. In addition, the Sime Bank required a fresh injection of
funds to rescue it, following an enormous bad debt resulting from imprudent
lending. In both cases there was no public disclosure of how or why the loans
were made. The usual ‘too big to fail’ argument was often used, but surely the
lesson had to be learned that such readiness to utilize public funds only
entrenched bad management in the future.

The Malaysian government’s involvement in the business sector was also
related to the issue of moral hazard. It was associated with the concept of
Malaysia Inc., introduced by Prime Minister Mahathir to foster close co-
operation between the public and private sectors and spur economic growth.
But it had its roots in Malaysia’s affirmative action programme under the New
Economic Policy (NEP) outlined in Chapter 2 and explored further in Chapter
6. It is clear that some economic agents took advantage of this policy for ‘rent-
seeking’ purposes, with political patronage becoming an important factor in
business. Gomez and Jomo (1999, p. 25) noted that ‘patronage networks ...
ogrew under the NEP; it is through the NEP that rents have been created,
captured and disbursed, ostensibly as part of the government’s policy of
‘restructuring’ to attain greater inter-ethnic wealth parity and to develop
Bumiputera entrepreneurs’.

CONCLUSIONS AND FINAL DISCUSSION

The selective Malaysian capital controls of late 1997 brought much-needed
stability, despite early scepticism. In 1999 the economy recorded a reasonable
growth of 5.8 per cent amidst much improved consumer and investor
confidence, and strong export growth also provided a boost to the economy. In
2000, GDP growth was even higher.

[t was evident from the East Asian crisis that notwithstanding the role of
financial market contagion, problems from moral hazard, inadequate
supervision and poor corporate governance could have undesirable
consequences. But the events in Malaysian financial markets in 1997 - 1998
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also showed that domestic vulnerabilities by themselves could not fully explain
the extent and speed with which the ringgit crashed. There were defects in the
international monetary system, especially with regard to its inability to
adequately monitor and control short-term capital flows which had very
destabilizing effects on financial markets. Internationally co-ordinated efforts
were needed to design a framework ensuring more orderly global markets.
Pressing 1ssues included a surveillance mechanism for short-term capital flows,
an internationally accepted standard and framework for prudential supervision
of banking institutions, and proper tools and processes for assessing financial
risks. More transparency was required too in the evaluation of country risks by
international rating agencies, given the far-reaching consequences of their
assessments.

The question of moral hazard as it affected international financial markets
likewise had to be considered, for explicit or implicit government guarantees
may have contributed to reckless corporate and banking sector behaviour by
international as well as national participants. It did not seem appropriate for
institutions such as the IMF to gear programmes towards raising money in
attected countries to repay foreign banks which had extended large sums to
such countries on their own accord. There should be no implicit guarantee by
the Fund to such banks, which were responsible for their own behaviour.

Further reforms in Malaysia itself should be focused on creating a clear
division between government and business, and at nurturing a vibrant
entrepreneurial class through greater competition, not protection. The
momentum of globalization and liberalization is unstoppable, bringing benefits
as well as risks. As a member of the international community dedicated
towards open markets, Malaysia has to learn how to maximize these benefits
while limiting risks, using policies which balance domestic concerns with
needs to further open up the economy and enhance competitiveness. It was
encouraging that as economic recovery strengthened, capital controls were
relaxed progressively from February, 1999. It is judged that as the economy
gains a stronger footing, the exchange rate peg should be abandoned
altogether. Controls should only be aimed at regulating volatile short-term
capital flows, and not in preventing domestic money from moving out as the
policy of 2000 still did.

Many economists now perceive capital controls as effective in achieving
desired stability under certain extreme conditions, allowing recovery measures
and reforms to be undertaken (Bhagwati 1998a, 1998b; Krugman 1998, 1999;
Rodrik 1998; and Stiglitz 1998). Malaysia must build on its initial success with
these measures, providing a strong longer-term foundation for returning to
more sustainable economic growth. That growth should be founded on healthy

competition, good private and public governance, and consistent and
transparent public policies. Policy-makers will do well to remember
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Krugman’s words in his open letter to Prime Minister Mahathir on the day
capital controls were announced: ‘Remember, above all, that the point of this
policy departure should be ... to buy space for economic growth. It should not
be used in an attempt to prove points about the soundness of the pre-crisis
economy, ... or anything else. If Malaysia truly does succeed in achieving a
recovery, that will be lesson enough for the rest of us.”®

NOTES

. The risk-weighted capital ratio is a measure of the capital adequacy of banks, based on the
Basle capital framework which weights both on and off-balance sheet items according to
their perceived level of risk. Compliance to the stipulated ratio (and its public disclosure)
increases the risk sensitivity of banks in the structuring of their balance sheets.

2. The exchange rate was 2.44 in June, 1995, and remained fairly stable until March, 1997,
when it was 2.48.

3. Garnaut (1998, p. 19) noted that there ‘seemed to be discordance between good policy, on
the one hand, and international market perceptions of good policy, on the other’.

4. It is unclear why such high offshore rates were offered for ringgit deposits at that time. One
possibility is that speculators who had sold the ringgit short (and driven its exchange rate
down) wanted to cover forward contract obligations. They thus bid high for the ringgit, but
still made huge profits from the plunging exchange rate.

5.  Moral hazard entails the actions of economic agents in maximizing their own utility to the
detriment of others, under circumstances where they do not bear the full consequences due
to uncertainty and incomplete or restricted contracts.

6. From An Open Letter to Prime Minister Mahathir by Paul Krugman on 1 September, 1998.

5.  Structural Change in the Malaysian

Manufacturing Industry

Tan Eu Chye and Mohamed Ariff

This chapter reviews industrial strategies adopted by Malaysia from the 1960s
until the late 1990s, evaluating progress in developing a vibrant manufacturing
sector. Following an initial overview, it looks at key government policies
respecting investment, human resources, research and development, and
protection, checking as well the key features of Malaysian manufacturing. It

finally focuses on the basic weaknesses of that sector, looking at possibilities of
future industrial deepening.

As already indicated Malaysia is an increasingly trade-oriented economy,
with exports and imports of goods and services accounting for 92 per cent of
gross domestic product in 1996 compared to 67 per cent in 1975. It was,
however, transformed from a base on agricultural and other primary
commodities into the industrial economy of the new century. It depended
heavily during the early 1960s on rubber and tin as sources of economic
growth, being then the leading world producer and exporter of these
commodities. But the fact that rubber at that time accounted for 60 per cent and
tin for 11 per cent of export earnings meant that the Malaysian economy was
highly susceptible to the vagaries of international trade.

These circumstances prompted the government to embark on agricultural
diversification and industrial promotion programmes, with oil palm, saw logs,
sawn timber and petroleum becoming significant export items. The share of
rubber and tin in total exports accordingly slackened to only 2 per cent by
1996. Developing a vibrant manufacturing sector was indeed the main
ambition of government from the 1960s, with a series of industrialization
programmes Initially emphasizing import substitution. But this was later felt
insufficient to serve national development needs, and export-oriented
Industrialization was promoted from the early 1970s, both for employment
generation and for achieving socio-economic redistribution.

New sources of export growth were identified and developed in the 1980s,
although import substitution efforts remained important. Boosting agricultural
productivity, expanding and diversifying the industrial base, and modernizing
the financial and services sectors became important policy concerns, while

€xport promotion and import substitution strategies were coordinated to
maximize inter- and intra-industry linkages. Thus import substitution policy
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was now aimed at meeting the input needs of export-oriented industries, where
this entailed increasing production of selected intermediate and capital goods to
both alleviate dependence on imports and assist expansion into export markets.
It was also felt that Malaysia had reached a stage where its comparative
advantage in labour-intensive industries with low labour costs was fast eroding,
with more capital-intensive production modes being necessary. Moreover, the
increased incomes and living standards of Malaysians were expected to
enhance domestic demand for consumer durables.

Yet in the late 1980s it was perceived that the tariff structure applicable to
manufacturing was more favourable towards import substitution than export
orientation, and towards large-scale than small-scale enterprises. Although
Malaysia had promoted export-oriented industries since the early 1970s, many
of these still depended on the domestic market. The lacklustre performance of
small enterprises was likewise due to the inability of Malaysian manufacturers
to reap economies of scale, as well as to poor market intelligence, deficiencies
in quality and design, problems with export credit financing, low returns from
exporting, and an inability to compete in foreign markets. Investors preferred
low value-added export-oriented activities, while the system of incentives was
hardly successful in encouraging an efficient, competitive and broad-based
industrial structure. Incentives were subsequently reviewed in annual national
budgets, so as to achieve a better structure.

Foreign direct investors assumed a key role in the industrial success of
Malaysia, and by the late 1990s their paid-up capital dominated beverages and
tobacco, petroleum, electronic and electrical products, and industries producing
professional, scientific and measuring equipment. They further had substantial
interests in textiles and textile products, leather and leather products, and
chemicals and chemical products. The top six investing countries were Taiwan,
Japan, the United States, Singapore, Hong Kong and Germany, which together
constituted about 75 per cent of total foreign direct investment (Table 3.5).
Other major investments came from Korea, the United Kingdom and Australia.
Since the financial crisis, investors have tended to emphasize information
technology-related industries, and especially those making electronic products.

The Malaysian government grew increasingly concerned over
environmental impacts of industrialization, and policies and programmes to
protect and enhance the environment were first stressed in the early 1980s. The
government had by then already introduced measures encouraging existing and
new industries to install pollution-control facilities, with on- or off-site storage
facilities for industrial wastes being seen as helping minimize haphazard
releases of toxic and dangerous substances.
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INDUSTRIAL STRATEGIES

Malaysia in the early 1960s was not only heavily dependent on rubber and tin,
but had a high annual population growth of 3 per cent. Import-substituting
industrialization was thus pursued over and above agricultural diversification,
so as to boost the resilience of the domestic economy and generate ample
employment. Such industrialization was feasible, since nearly half of
Malaysia’s goods and services were imported. Malaysia's relatively high
income level also made it an attractive market for a broad range of
manufactured goods, despite its small population.

Industrialization was perceived as necessary, given the progressive
exhaustion of easily accessible natural resources such as tin. Labour-intensive
production methods were favoured, with timber and agro-based industries
utilizing raw materials being especially promoted. Significant market
opportunities already existed in the early 1960s for domestic manufacturing of
intermediate and capital goods, and demand for these goods expanded as
development progressed and the country industrialized. Yet Malaysia did not
have the technology and skills and economies of scale for such goods to be
produced efficiently.

But as needs to absorb the growing labour force became more pressing
towards the end of the 1960s, export-oriented industrialization co-ordinated
with import substitution loomed as a promising strategy to both absorb labour
and achieve more equitable socio-economic distribution. Malaysia has always
aimed to secure such altered objectives in times of an expanding economy, for
policy changes are then more politically feasible. The increased production for
export included new industrial and agricultural items, and the government also
participated directly in establishing and operating a wide range of productive
undertakings, doing this through wholly-owned enterprises as well as joint
ventures with the private sector. Such direct involvement departed significantly
from earlier practice, with requirements for it arising particularly from the aims
of establishing new industrial activities in selected new growth areas and
creating a Malay commercial and industrial community.

The government measures to promote manufactured exports had the
characteristics of (1) giving high priority to products in which Malaysia had a
dynamic comparative advantage (such products included those based on the
use of local raw materials and those which were labour-intensive); (2)
especially considering the needs of industry for upgrading quality, product
fiesign and sales promotion, taking into account consumer preference in
Importing countries; (3) encouraging activities such as overseas market surveys
and product research; (4) assigning priority to joint ventures between local and
{nultinational companies in line with national interests; and (5) granting
Incentives to promote new industrial estates in selected parts of the country.
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Investment and Market Friendliness

Although responsibility for manufacturing operations was left mainly to the
private sector, the government, in line with its objective of industrialization,
assumed responsibility for maintaining a favourable investment climate
through providing industrial estates, transport, power and communication
facilities, and fiscal incentives. Foreign direct investment was also welcomed
along with domestic investment, not only as a contributor to the growth of
national income and employment, but also as a catalyst for industrial
modernization. Foreign entrepreneurs were accorded the same incentives as
local industrialists, and investment guarantee and double taxation agreements
were concluded with both developed and developing countries. Foreign
investments were protected by Malaysia’s accession to the World Bank-
sponsored Convention of International Investment Disputes, though which
foreign industrialists can resort to international arbitration in settling disputes.

The Federal Industrial Development Authority was established in 1964 to
co-ordinate industrial promotion activities and provide advice to the
government on administering industrial incentive programmes and industrial
site development. It was subsequently renamed the Malaysian Industrial
Development Authority. It was made a one-stop investment promotion and
approval agency in 1987, with investment promotion centres being opened
abroad. Incentives were also introduced to promote the new industrial estates,
where these were provided with physical infrastructure and service facilities in
housing, health, school education and other social aspects.

Private financial institutions were also encouraged to take part In
stimulating industrial development. Commercial banks were urged to depart
from traditional trade-oriented lending policies by playing greater roles In
financing industrial investment. The Credit Guarantee Corporation was
inaugurated in 1972 to guarantee provision of commercial credit to small scale
enterprises, and its activities were expected to alleviate the banks’ financing
problems.

It was acknowledged in the late 1980s that manufacturing development had
been predicated on imports of intermediate and capital goods. Although
manufactured exports offered some stimulus to investment and employment in
manufacturing, their high import content applying especially to electronic and
electrical products and textiles made for low local value-added and low net
foreign exchange earnings. New policies were formulated accordingly, while
existing policies were amended in accordance with industrial master plans and
administrative procedures were improved (Malaysia 1986). The fresh measures
aimed at removing and reducing constraints and bottlenecks impeding growth
of manufacturing activities. Overall protection for industry was reduced to a
reasonable level to boost industrial efficiency, and existing incentives were
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restructured to make them more outward-looking in favouring competition and
promoting entrepreneurial initiatives.

The consequent entry of the economy into a new phase of industrialization
exerting demands on capital, technology, skills and global marketing
capabilities meant more foreign management and expertise would be required.
This called for more liberal treatment of foreign enterprises and removal of
constraints on private investment. Foreign equity participation in export-
oriented industries was now liberalized and encouragement given to joint
ventures between the local private sector and international companies, as well
as to trading houses and facilities for counter trade.

The government was mindful also of the need to develop transport and
communications to cope with congestion and bottlenecks arising from the

unprecedented growth in major industrial areas. It thus actively pursued
various forms of infrastructure development.

Human Resource and Small-scale Industry Development

The rapid economic progress of Malaysia in the 1970s generated a need to
ensure that shortages of skilled and semi-skilled manpower would not hamper
Industrial and agricultural development. The public sector thus tried to
accelerate the training of such manpower. Technical and apprenticeship
programmes were expanded to provide a broad range of qualified personnel for
industrial organizations, and the private sector was encouraged to supply more
on-the-job training to supplement and complement existing programmes. A
Human Resources Development Fund was established in 1992 to promote
private sector involvement in training and retraining.

Greater efticiency and productivity of labour and capital was expected to
lead to increasing contributions from the same physical stock of capital. This
compared with circumstances where most previous growth was attributed to
additions in factor inputs and rents from natural resources. The contribution of
a third factor in total factor productivity associated with technological
improvement, entrepreneurship and the quality of labour and capital was
perceived as low compared with similar countries.

Additional output was expected to arise from introducing new technology,
upgrading existing technology, enhancing information, acquiring superior
management techniques and know-how, improving organization, gaining from
specialization, and advancing the education, skills and expertise of workers.
Consequent total factor productivity improvements would mean the economy
g_enerated a larger output from the same available resources, and shifted to a
higher growth path. Output growth would move from being investment-driven

?owardis l?eing productivity- and quality-driven. This entry of Malaysia into
Industrialization emphasizing capital-intensive, high technology and
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knowledge-based industries was a further element making skilled manpower
supply a critical factor. It not only called for emphasis on training and
retraining, but also on maintaining a flexible policy towards employing
foreigners in professional and technical occupations.

Stress was placed at the same time on relating wage increases to
productivity gains, so as to safeguard Malaysia's international competitiveness.
Raising labour productivity was deemed necessary since wage increases had
begun outstripping productivity gains, and education in skills, management,
science and technology became favoured over purely academic education.
Priority was given to expanding courses in applied arts, applied sciences and
other technical fields to meet demand. Malaysia’s ratio of engineers and
technicians to production and process workers in the late 1990s was 1:35,
which was low compared with a level of around 1:8 in some industrialized
countries.

The government first mooted the development of small-scale industries in
1971 - 1975, and in the late 1990s was continuing to encourage their growth
through providing training, financial and marketing facilities. Such industries
support and complement larger counterparts, particularly in meeting
intermediate input requirements. They also facilitate greater utilization of
domestic raw materials and contribute significantly to employment growth.
Owing to their lesser need for infrastructures they are established in rural areas,
assisting modernization of these places through new growth centres and
townships.

The government adopted a series of policies favouring technological
upgrading, industrial restructuring, diversification and modernization amongst
small- and medium-scale industries. It also tried to enhance linkages between
such industries and larger operations including foreign-owned concerns.

Research and Development

Recognizing that only very large enterprises can undertake research and
development, the government established the National Institute of Scientific
and Industrial Research in the 1960s. In the quest for extending raw material
end-uses, it also set up research agencies such as the Malaysian Agricultural
Research and Development Institute and the Standards and Industrial Research
Institute of Malaysia. The previously existing Forest Research and Rubber
Research Institutes were further developed. A rubber technology centre to
discover new end-uses of natural rubber was launched within the Rubber
Institute.

Local firms and institutions were likewise encouraged to undertake research
and development, while foreign firms were urged to share technological and
management expertise with Malaysians. The establishment of the Heavy

|.I|_- !'
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Indpstries Corporation of Malaysia Ltd in 1980 supplied a platform for co-
f:)rdlnating public and private research efforts in the realm of capital-intensive
industries, with aluminium, cement, steel and cars being targeted.

The government made increasing funds available for research and
development in all sectors in the 1990s, emphasizing industrial research as a
means of enhancing the quality of manufactured products for domestic and
expo_rt markets. It encouraged the private sector to pursue joint ventures with
public research institutions, and also identified several new high-technology
research and development spheres as having high priority for official support.
These spheres included inter alia microelectronics, laser technology, electro-

optics, biotechnology, and the technologies of materials, manufacturing and

soft_ware: The latter included computer-aided design and manufacturing and
engineering programmes.

Tariff Policy

The tariffs imposed in the late 1950s and early 1960s to protect infant import
substitution industries were generally mild, and there were few quantitative
restrictions. This mild policy made the later transition to export-oriented
industrialization relatively smooth.

The government introduced a second round of import substitution in the
early 1980s, focusing on heavy industries such as automobiles and steel. It
gave very high protection to these industries by imposing punitive duties,
quantitative restrictions, or both duties and restrictions, on rival imports, and
I.Jy granting preferential tariffs to domestic producers on imported intermediate
imputs. Imports of completely built-up cars were thus contained to a pre-
determined number following the advent of the first national Proton car. In
addition, the import duty on completely knocked-down parts for non-national
cars was raised, while the national car industry enjoyed especially low tariffs
for imported parts. '

Malaysian tariffs have been generally moderate, however, as noted in
Chapter 3, with effective protection for most products being low and declining
and with quantitative restrictions being sparingly applied. Malaysia liberalized
its trade regime after adopting export-oriented industrialization, and these
moves intensified during the Uruguay Round negotiations of the General
Agreement on Tariffs and Trade (GATT) in 1994 and subsequent planning for
the Free Trade Area of the Association of South East Asian nations. A long list
of tariff concessions was granted unilaterally by Malaysia on a Most Favoured

Na.tion basis, and these significantly lowered the average Malaysian nominal
tariff rate to about 9 per cent in the late 1990s.
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FEATURES OF MANUFACTURING

Malaysia’s success in industrialization is manifest in the changes in national
economic structure already sketched by Athukorala and portrayed in Table 2.3.
Agriculture fell from 55 per cent of employment in 1965 to 16 per cent in
2000, while manufacturing rose from 7 to 27 per cent (Table 5.1). The latter 1s
projected to expand further as the economy recovers from financial crisis.
More details of the Malaysian labour force are given in Table 2.5.

Malaysia’s industrial policies influenced its external trade structure. Its
imports up to the late 1960s largely comprised consumption goods, since
domestic industry had yet to develop to adequately serve domestic needs. The
import substitution programme initiated in the 1960s succeeded in scaling
down the share of consumption goods in total imports from 51 per cent in 1961
to 32 per cent in 1970. The momentum of import substitution continued, and
by 1996 the share of consumption goods had contracted to only 14 per cent.

Although manufactured exports were merely 12 per cent of Malaysia’s total
exports in 1970, they reached 22 per cent and 81 per cent respectively in 1980
and 1996. Electrical machinery, appliances and parts contributed most to this
expansion, with their share of total exports increasing from 46 per cent in 1978
to 66 per cent in 1996. Malaysia also successfully diversified within this
commodity grouping, changing from being overly dependent on electrical
components to more reliance on appliances and machinery. Thus electrical
components declined from 72 per cent of exports under this commodity
grouping in 1978 to 34 per cent in 1996, while appliances and machinery
experienced significant expansions in shares.

Other manufactured products witnessing moderate enlargements in shares
in 1978 - 1996 were transport equipment, rubber products, optical and
scientific equipment, toys and sporting goods and other manufactured goods.
However, textiles, clothing and footwear, which constituted 13 per cent of total
manufactured exports in 1978, declined to just over 4 per cent in 1996. Further
items with reducing shares were food, beverages and tobacco, and wood and
petroleum products. These trends reflect success in avoiding overall
dependence on a few manufactured export items, in a situation akin to past
dependence on rubber and tin.

Yet limitations still prevail in Malaysian manufacturing, which can be
broadly divided into resource-based and non-resource-based sub-sectors. The
former includes the processing of estate-type agricultural products in off-estate
factories, and the making of food, beverages, tobacco products, wood products,
furniture and fixtures, paper and paper products, rubber products, chemicals
and chemical products, petroleum and coal products, and non-metallic mineral
products. It also takes in printing, publishing and allied industries. The non-
resource-based sub-sector includes textiles, footwear, leather and leather
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products, basic metal industries, metal products, electrical machinery, non-
electrical machinery and transport equipment.

Malaysia has a natural comparative advantage in resource-based industries
based on its rich resource endowment, but the evolution of Malaysian
manufacturing does not appear consistent with this. Thus the contribution of
resource-based industries as a whole to total value-added by manufacturing
industries fell from 80 per cent in 1963 to 39 per cent in 1996, while the
contribution of non-resource-based industries surged from 14 per cent to 61 per
cent over the same period (Table 5.2). In fact, no resource-based industry has
become increasingly important as a value-added generator, while in the non-
resource-based sector both electrical machinery and transport equipment have
risen distinctly in significance.

Checking the contribution of sub-sectors to the total value of manufacturing
output leads to broadly similar conclusions. While the contribution of the
resource-based sub-sector to such output declined from 93 per cent in 1960 to
45 per cent 1n 1993, that of the non-resource-based sub-sector expanded from 7

per cent to 55 per cent during the same period (Malaysia. Department of
Statistics 1969 - 2000).

The high import content of manufactured exports, given the lack of
indigenous technology, meant that imports of intermediate inputs for local
assembly and exports expanded from 35 per cent of total imports in 1970 to 45
per cent in 1996, while imports of investment goods surged from 25 per cent to
41 per cent over the same period. This exerted severe strain on the Malaysian
external payments position, and the recent currency turmoil further highlighted
this fundamental weakness of the manufacturing sector. Indeed, the current-
account surplus which emerged during the financial crisis changed again to a
deficit as the economy recovered, due to rising imports of intermediate goods.

These experiences reflected the lacklustre performance of Malaysian
development programmes in science and technology, human resources, and
small and medium industry, all of which were promulgated as early as the
Second Malaysia Plan, 1971 - 1975. Malaysia’s industrialization was thus not
strongly founded on natural comparative advantage, but on some other

comparative advantage it was struggling to develop. This aspect i1s further
discussed by Ariff, Abidin and Tan (1997).
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1.63
0.09
3.49
4.14

313
0.07
3.86
3.49

2.16
0.05
3.84
3.01

2.04
0.08
3.39
3.0

1.57
0.06
3.21
3.69

513
0.19
2.82
3.74

0.95

0.17

0.86
5.4

clothing and made-up textile goods
Leather & leather products
Basic metal industries

Metal products

Footwear (except rubber footwear), other

Table 5.2 continued
Non-resource-based

Structural Change in the Malaysian Manufacturing Industry 71

FUTURE OUTLOOK

Malaysian manufacturing in the period before the financial crisis was in for
challenging times. The recent growth of the Malaysian economy had been

S 3 QG & e E largely input-driven, with more and more capital and labour being added to
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