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PREFACE

This book contains papers and commentaries presented at the Tenth Economic
Convention of the Persatuan Ekonomi Malaysia held from 7-9 August 1989 in
Kuala Lumpur. The theme of the Convention, “The Malaysian Economy Beyond
1990: An International and Domestic Perspective”, was intended to generate
debate and ideas about Malaysian economic policy for the 1990s. The issue was
timely: there was a good deal of uncertainty about the form of the policy that
would replace the New Economic Policy, the time frame for which ended in 1990.

This mood is reflected in most of the papers, which also provide several sug-
gestions for the future. The papers on the Malaysian economy discuss the issues
at stake, whether in finance, labour or industry. These are complemented by
discussion on the international setting within which the Malaysian economy
operates. At the time of publication, the Second Outline Perspective Plan and
the Sixth Malaysia Plan have been released. It is to the credit of the paperwriters
that some of their ions have been i in these d

We would like to place on record our gratitude to the many individuals who
helped in the publication of this book. The authors have been very cooperative
in responding o editing queries. The editing process has been relatively smooth
with the help of Kwek Kian Teng, Don Miller, Liew San Yee, Huzir Sulaiman,
Roslinah and Jeanette. We are especially grateful to Foo Ah Hiang who has most
patiently worked at our erratic pace (o finalize layout.

On behalf of the PEM, we take this opportunity to express our decpest sym-
pathy 1o the family of Mr. Shiew Wan Shing, whose paper on “The Manufacturing
Sector: Malaysian Experience and Outlook™ appears in this volume, on his
untimely demise last year. Mr. Shiew was a frequent contributor and participant
in PEM's varied activities. The PEM has lost a member and a friend.

Lee Kiong Hock
Shyamala Nagaraj
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INTRODUCTION

Unlike Rivlin’s political wizards (Rivlin 1975) who do not ask, the question of
income distribution has become the focal poml of much of Malaysian economic
policy. No serious discussi on the y y and us potential can
therefore be plete without a d! ion of the New Ec c Policy (NEP),
In 1970 Malaysia launched its NEP, the substantive content of which is embodicd
in the Second Malaysia Plan. Briefly, within the context of Malaysia's pluralism,
the NEP, which spans across two decades, contains two basic policy goals:

a) the ion and elimination of poverty il ive of race, and
b) the restructuring of sociely so as to reduce and eventually eliminate the identi-
fication of race with economic function.

These two policy goals serve as means toward a third, more abstract but higher,
goal — national unity in the midst of diversity.

Even though economists of the past generation have, as Rivlin notes, aban-
doned the notion that interpersonal utility comparisons were possible and rejected
the notion that redistribution of income from the rich to the poor generally
enhances total welfare, one’s gut feeling is that the common sense notion is correct
(Rivlin 1975 p. 3). Few would therefore question the policy goals of the NEP
though one might, like Rivlin, question whether half-formed policy proposals have
been picked-up and impiemented 1oo hard and too fast (Rivlin 1975 p. 14).

As Malaysia approaches the official 1990 deadline of the NEP, it is imperative
for the nation’s economists and non-cconomists — the man in business and
industry, in government, and indeed in virtually all walks of life — to reconsider
afresh the NEP. There are two ways to do so, and there is no time for respite for
the NEP affects not only the coffers of the chcra] Trcasury but, more importantly,
the lives of the present and future g of Malay . Furth for
the rest of the world, the NEP mz\y be llkencd 10 a window into an extensive
affirmative of income redi: ion and the restructuring of society.

The NEP may be i afresh by iniscing or by cogitating the
future. The former is likely to be controversial and likely to remain so for a long
time to come. Reminiscing may also lead to a detraction from the future of the
nation. The latter, on the other hand, may be less controversial if by it is meant
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the adaptation of existing NEP instruments to an alternative, though not mutually
exclusive, policy.

There is no denying that adaptation is possible for there is more than one way
1o redistribute income. Equalization could, for instance, be achieved through taxes
and transfers, though cconomists seem noncommittal on the costs. Alternatively,
equalization could be achicved through an equalization of opportunity. Econo-
mists, as Rivlin notes, do feel far more comfortable with the goal of equalizing
opportunity. At least theoretically, by giving naturally productive people a chance
rather than a handicap, total output might increase (Rivlin 1975 p. 7).

Within this framework, economists can chart new grounds for the future of
the nation; laying new concrele goals for the nation as it enters an increasingly
competitive world environment. The NEP can be interwoven into a fabric of new
concrete policy goals for the 1990s. This is the approach adopted at the Tenth

ic C ion of the Malaysian Economic Association.

If at all there is a non-controversial lesson from reminiscing, it is that a small
open cconomy such as Malaysia can ill afford 10 ignore changes on the inter-
national scene. As a small open cconomy which is a primary commodity exporter,
Malaysia has expericnced wide variations in its commodity prices and an adverse
wrend in its terms of trade, These long term pressures from the international
environment have recently been amplified by developments in the industrial
countries, such as protective reactions to rapid market penetration by the newly
industrialized countries (NICs), a protective response 1o solving the deficit problem
in the United States, and threats of retreats into bilateralism. Malaysia has, within
this context, been forced to change ils policy ori ion from i ing i
on socictal restructuring to poverty eradication.

In this context, the principal issucs for Malaysia are: what is happening in the
world economic scene, and how should a small, multi-cthnic country pose itself
in order to achieve ined ect ic growth and 1 without
jeopardizing the goals of income redistribution and societal restructuring.

1t would be extremely difficult for a single individual to deal with these issues.
Rightly then, the Tenth ic C ion of the Si i
Association has brought together cconomists and other professionals, from across
four continents and from widcly varied backgrounds and interests, o discuss
issues which are important not only for Malaysia but also for the rest of the
waltching world. If, then, the p dings of the Tenth E; ic Ca i
are a farrago, that is a strength. Minds that are not closed stand o gain from this
apparent farrago.

As Halberstadt and Culyer (1977 p. 9) note, even a farrago need not be a

plete hodge-podge. The Tenth ic Con ion has, ingly,
grouped the papers presented by subject matier. Part [ deals with alternative
scenarios of the world economy in the 1990s and the implications for Malaysia.
Part 11 is devoted to the manufacturing sector, taking lessons from the experi-
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ences of the East-Asian NICs and then looking at Malaysia’s experiences and
the outlook for the 1990s. Parts I1I to VI, respectively, examine various
fiscal, labour market, capital market, and distributional reforms which are
thought essential (o propel Malaysia through the 1990s in the most cfficient way
possible.

Part I: The World and Malaysian Economy in the 1990s
As a highly opcn economy. Malaysia is vulncrable to the vagaries of the world

y. No of the Malaysian cconomy in the 1990s can therefore
be complete without a discussion of the external envi The latter is deftly
dealt with by Flemming Larsen, Chief of the Current Studies Division at the Inter-
national Monetary Fund.

Larsen’s approach revolves around the fundamental belief that “...the
economic linkages that bind countries together. .. have increased significantly over
time... (hence) policy-makers can under no circumstances disregard economic
trends in the rest of the world”. In line with this, Larsen’s paper begins with a
look at some of the most important economic developments since the twilight of
Maddison's “Golden Age" (Maddison 1982). In particular, Larsen summarizes
the most important economic developmenis over the past twenty years, giving

is 10 those changes in the world economy which set
Lhc scene for the 1990s. Next, he examines three new policy initiatives which
are likely to influence the structure of the world economy. He gives particular
emphasis to further structural reforms, regional integration (particularly in the form
of the Canadian-US free trade and the C ity), and
the future international monetary system. Larsen then discusses the major
challenges that will need to be addressed in the 1990s if world growth is to be

al a sali y pace. The which must be addressed are the
need w restore adequate growth in the hr:awly indebted developing countries,
ism, the ic aspects of env policics, and current

in the industrial and developing countries.
Larsen concludes with sketches of alternative scenarios for the 19905 which will
undoubtedly have a bearing on the Malaysian economy.

Kamal Salih, Executive Director of the Malaysian Institute of Economic
Research, in the next paper, begins where Larsen leaves off. In addition to
Larsen’s three new policy initiatives which are likely Lo influence the structure
of the world economy, Kamal cites the current imbalances of the US economy
and the emergence of the Asian-Pacific rim. Kamal then focuses atiention on
the Malaystan economy giving particular cmphasis to changes which have taken
place g from the of the 1985 ion, the resurgence of direct
foreign investment and the trend toward domestic-led growth. Clearly, the
prospects for the period beyond 1990 depend not only on the exteral environment
but also on domestic policies. Within this context, Kamal advocates the adoption
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of an “Income Doubling and Distribution Plan” as a replacement for the New
Economic Policy. Kamal then examines three alternative scenarios for the Malay-
sian economy in the 1990s. Of these, only one would enable the targets of the
“Income Doubling and Distribution Plan” 1o be realized.

Part II: Focus on the Manufacturing Sector

Whatever the shape of Malaysia’s post-1990 ic policy, the
seetor should be accorded a prominent role. However, the prospects for realizing
this role will depend crucially on the economic order of the day.

Wolfgang Kasper, Professor of Economics at University College, University
of New South Waies, and formerly advisor to the Malaysian Treasury, examines
the clements essential for rapid and sustained industrial growth by drawing on
recent P in ionary i igopolistic ¢ ition and
public-choice theory. In parti he applies these to an East-Asian model of
industrialization and draws out fundamental lessons for Malaysia. Kasper argues
that if Malaysia wants (o cmulate the inary industrial per of the
four East-Asian NICs it must give priority to efficiency growth, open up the
cconomy 1o international competition, and expose the producers in the public and
quasi-public sector to genuine, open competition.

Shicw Wan Shing, Vice-President of the Federation of Malaysian Manufac-
Lrers, affirms the role that must be accorded to the manufacturing sector by

ining the of an ped ing sector. He then
outlines three phases in the of the Malaysi ing sector
giving prominence 1o the forces that shape the pattern of development. In so
doing, Shiew reinforces Kasper’s underlying belief that the patiern of industrial
development depends crucially on the economic order of the day. Next, Shiew
discusses some of the problems that need to be addressed if Malaysia is to achieve
rapid and sustained industrial growth. Here, Shiew elaborates, in some detail,
steps which are implicit in Kasper's arguments for efficiency growth.

Part IIT: Fiscal Reforms

While Larsen’s central scenario for the world economy in the 1990s is fairly
optimistic, Kamal's “Income Doubling and Distribution Plan” calls for a faster
economic growth rate than has been realized in the 1980s. For the latter to be
realized, there is, as Kasper and Shiew argue, a need to give higher priority to
efficiency growth which in turn calls for reforms in the current economic order.
Reforms in the current economic order can come from various quarters. The Tenth
ic Co ion of the Malaysi ic A iation focuses on fiscal,

labour market, distribution, and financial and capital market reforms.
In terms of fiscal reforms, attention was given 1o the Value Added Tax (VAT)
and privatization, both of which are in vogue as policy instruments. Alan Tait,
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Deputy Dircctor of Fiscal Affairs Department at the International Monetary Fund
and author of a book on VAT (Tait 1988), examines the growing popularity of
the VAT, and then discusses some issucs relevant to Malaysia even as the country
contemplates its introduction. The issues include the rate of VAT, exemptions
in relation to food, capital goods, and financial services, and the administration
of the VAT, i ing a “typical” ti foritsi ion. Tait ends with a
cautionary note. The VAT, he states, “is not a tax to be introduced in a hurry.
As the timetables show, a careful logical sequence should be followed.”
Mohamad Sheriff Mohamad Kassim, then Director General of the Economic
Planning Unit at the Prime Minister’s Department, looks at the issue of privati-
zation. Mohd Sheriff begins by reviewing the achievements made under
Malaysia’s privatization programme, The review discusses the criteria for the
selection of projects for privatization, the methods of privatization and the criteria
by which the success or failure of the privatization programme may be judged.
Nexl Mohamad dlscusses some of the practical problems encountered in

ia’s pri and how some of these were resolved.
Fmally. Mohamad takes a peek into lha Privatization Master Plan Wthh mler
alia, will address various i and

for action needed 1o enhance the nation’s privalization programme. The Master
Plan, as Mohamad reveals, goes yet one step further in that it will also contain a
“plan for action” based on an analysis of over four hundred Government-owned
enterprises.

Part IV: Labour Market Reforms

Both the VAT and the privatizati are being d for various
reasons including efficiency growth, chcvcr, no change to the economic order
of the day towards efficiency growth can possibly succeed if it ignores one of
the most fund of inputs in the prod process, that is, labour or the
nation’s human resource. Labour market flexibility, for instance, is viewed by
many as a necessity for structural adjustments toward greater efficiency and
economic growth.

Guy Standing, Senior Economist at the Employment Planning and Population
Branch of the International Labour Office, adroitly handles the issue of labour
market flexibility. The core of his argument is the need to strike a balance between
the arguments for labour flexibility, on the one hand, and the arguments for social
equity, on the other. These two arguments present a dilemma for policy-makers,
and in particular for those who shape labour market policies. He observes a
movement towards more labour ﬂe)ubnllly in Malaysia. Standing then goes into
an extended di: ion of the (cum labour market flexibility)
model and the social adjustment (cum labour security) model. This is followed
by a discussion of labour market flexibility in Malaysia based on the recent
Manufacturing Labour Flexibility Survey. The findings in general lend support
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10 his observations pertaining to the move towards labour flexibility and the need
1o provide adequate security to the worker. Standing concludes with an argument
for a regulatory framework coupling worker security with labour flexibility in
which the overall utilizati eve and repleni of skills can be
ensured.

Zain Majid, Exccutive Director of the Malaysian Employers' Federation, takes
a closer look at one aspect of the overall issue of labour market flexibility by
focusing on wage reforms. Zain begins with a discussion of some of the principal
deficiencies of the existing wage system, highlighting in particular its detachment
from productivity. Zain then argues for a new wage system for Malaysia based
primarily on the concepts of flexibility and productivity.

Part V: Capital Markei Reforms

‘Within the context of efficiency growth, Malaysia’s growth strategy is likely to
focus on the devclopment of the manufacturing sector. This calls for sustained
investment, An important question is whether domestic savings mobilization
efforts are adequate. Homi Kharas, Country Economist for Malaysia at the World
Bank, examines this issue. Homi reviews the determinants of savings and their
intermediation in Malaysia to see whether intervention in the savings process can
support the nation’s long-term growth. Homi in fact addresses five specific
questions. First, are current high savings levels cyclical or do they reflect long-
term savings propensitics? Second, will rapid growth give rise to an adequate
level of domestic savings? Third, what is the role of a contractual savings scheme?
Fourth, how will changes in income distribution affect the level and composition
of domestic savings? Fifth, what role does the process of financial intermediation
have on the allocation and efficiency of investment? As Homi examines cach of
these issues it is clear that changes are needed if the manufacturing-oriented
growth strategy is to prove successful. Homi makes some pertinent recommen-
dations.

Sustained growth also calls for an effective capital market. Without an
effective capital market there will be no proper mechanism to ensure that capital
is allocated where its marginal productivity is highest. Lin See Yan, Deputy
Governor of Bank Negara Malaysia and President of the Malaysian Economic
Association, recounts the reasons why Malaysia should develop its capital market.
After providing a back-drop to Malaysia's capital market, Lin makes an evaluation
of the performance of the capital market, giving emphasis 1o secondary wrading
activities. Lin goes on (o outline recent reforms in the government sccuritics mar-
ket and then offers some suggestions on how the existing system can be improved.
Next, he di the essential ingredi for the i of a financial
futures market in Malaysia, and follows with a discussion of the nature, role and
importance of venture capital business in Malaysia. Lin concludes by restating
the five major areas which need 10 be developed further.
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Part VI: Distribution Reforms

‘We come finally to the core of Malaysia's policy orientation for the last two
decades: which is poverty and redistribution. As stated earlier, the objective at
the Tenth Economic Convention is not so much reminiscing the past as it is to
rethink the future. This is achieved by stepping back to learn from the experiences
of other nations and then stepping forward with new ideas and new ways (o look
at an old problem.

Shahid Yusof, Principal Economist at the World Bank and formerly Country
Economist for Malaysia, takes a look at the many faces of poverty and redistri-
bution from an international perspective. Shahid is quick to point out that over
the last thirty years several strategies have been implemented and much experience
has been accumulated. Shahid argues that world opinion has shifted away from
redistribution through planning and controls as the economic crises and turbulence
of the first fifteen years brought into sharper focus the trade-off between redistri-
bution and growth. Next, he assesses the contribution of five categories of forces
that influence the extent of poverty and distribution, namely the evolving structure
of the economy, the level of economic activity, reforms in agriculture and industry,
social and institutional factors pertaining to the labour markel, and transfer and
welfare programmes. Finally, Shahid discusses policy choices for the nineties
for developing countries.

Given the nature of his paper, Shahid does not give more than passing mention
to Malaysia’s experience in poverty eradication and redistribution. The task of
documenting the Malaysian experience in greater detail is left to Zainal Aznam,
Deputy Director of the Malaysian Institute of Economic Rescarch. Zainal begins
by putting the New Fconomlc Policy (NEP) within its historical perspective. Next
he d

the and lls in poverty di ethnic
restructuring of employment and wealth ownership, and income redistribution.
Zainal then di the ics and designed and impl d

to achieve the NEP goals. He concludes with an astute caution that there is no
guarantee that high growth, low poverty and narrowing of ethnic inequalities will
enable Malaysia to achieve the paramount goal of its NEP — national unity.

As the old adage goes, the ends do not justify the means. In the Malaysian
setting, the means can be just as important as if not more important than the ends,
for they can affect the attainment of the paramount goal of the NEP. Following
the philosophy underlying the Convention, Yong Poh Kon, Chairman of the
Institute for Strategic Analysis and Policy Research (INSAP), and Lim Lin Lean

Associate Professor at the Faculty of ics and A Uni
of Malaya, examine the means that may be adoplcd for l.he period beyond ]990
Yong and Lim begin by making an between

and outcomes. While existing policies generally interpret equity in terms of
outcomes, Yong and Lim argue for an interpretation in terms of opportunities.
Both opportunities and outcomes are, they argue, affected by personal and environ-
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mental factors of which the NEP is but one. Yong and Lim bring all these factors
together in a matrix of options. Deliberate atiempts o manipulate the environ-
ment, such as the implementation of the NEP, can either move the country toward
or away from equality. With the matrix of options, Yong and Lim succinctly
Allusu'aw the point wnh pcn.mcnl examples. They conclude by calling for the

h of an i ission to help ine and monitor the
types of activitics and policies that enter into the different quadrants of the matrix.

Concluding Remarks
The Tenth ic Col ion of the i ic A iation has
illuminated several important aspects for further deliberation as Malaysia enters
the 1990s. Overall, the consensus is that the economic order of the day, which
depends so much on domestic policics, will affect Malaysia’s economic per-
formance and the attainment of the NEP goals or alternative goals which may
emerge after 1990. Whatever the post-1990 goals, the challenge before the nation
appears 1o be the need for greater efficiency in the manufacturing sector, in fiscal
management, in the labour market, and in the capital market. In terms of redistri-
bution, we are back where we started.  As Rivlin argued, economists appear o
be more comfortable with the equalization of opportunities.

As a final word, the Tenth Economic Convention has also brought together a
notable panel of commentators to comment on cach part of the deliberations. The
comments add flavour to an already commendable collection of papers.
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THE WORLD ECONOMY IN THE 1990s

Flemming Larsen®

The objective of this paper is to ouline some possible scenarios for
the external environment the Malaysian economy will be confronted
with during the 1990s. The paper begins by summarizing the most
important developments during the past 20 years, with particular
emphasis on structural changes: these structural changes set the scene
for the 1990s. The paper then identifies some important policy
premises and policy challenges for the next decade, discussing, in turn,
domestic policy objectives, the international monetary system, the need
1o restore growth in the heavily indebted coundries, protectionism,
economic aspecis of environmental policies, and demographic
developments.

The central scenario for the 1990s is quite optimistic, and is
characterized by a less cyclical world economy, and by stronger growth
than in the 1980s. But there are many risks and challenges that could
result in alternative outcomes. If policy-makers deal effectively with
these challenges, the 1990s could be a period of very strong growth
But if policies are not sufficiently responsive, a low growth scenario
cannot be ruled out.

1. Introduction and Overview

In inviting a representative from the International Monetary Fund to outline some
possible scenarios for the world economy for the decade ahead, the organizers of
this conference have rightly sought to stress the role the external environment is
likely to play for the future performance of the Malaysian economy. History has
shown us very few, if indced any, examples where a country has successfully
managed to buck the trend — to insulate its cconomy from major external trends
or disturbances. True, domestic policies are crucial in delermining the nature and

*The author is indebted to Michacl Artis and several International Monctary Fund colleagues
for valuable comments and suggestions. The views expressed are those of the author and should
not be attributed 10 the Funds staff, the Fund's Executive Director, or their national authoritics.
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extent of any domestic repercussions from negative external shocks and in
reinforcing the positive effects of favourable influences. But policy-makers can
under no circumstances disregard economic trends in the rest of the world.

Experience has also shown that the cconomic linkages that bind countries 10~
gether, be it through merchandise trade, services or financial flows and conditions,
have increased significantly over time as a steadily growing proportion of world
output is being consumed or invested in countries that are different from the
country of production. In the 1950s and 1960s, economic integration was

ous with trade li ization, which i s0 much 1o the prosperity
of the post-war era. More recent efforts to liberalize and integrate world capital
markets constitutc a further significant increase in economic interdependence of
national economies, which may help to release additional productivity reserves,
just like the tariff reductions did in the 1950s and 1960s. The increased integration
of world capital markets is one of the most crucial changes in the world economy
in recent years, and in many respects may be worthy of the characterization
“regime chang

A period as long as a decade is a very long time in economics and it would
not be very productive o seck to quantify the economic prospects for the 1990s
in great detail. In delincating several possible scenanos or sketches for the 19903
the paper will therefore on the quali aspects of the
trends that may materialize. Specifically, the discussion will focus on issues such
as cyclical variability, the inflation proneness of the system, the interaction
between structural reform and traditi ic policics, the i
of the trade regime, the ic implications of envi and
the role of demographic factors,

The paper will first summarize some of the most important economic develop-
ments over the past 20 years, with particular emphasis on structural changes in
the world economy: these structural changes largely set the scene for the 1990s.
Having set the scene in terms of the evolving structure of the world economy the
paper will outline some of the most important policy premises and policy
challenges for the next decade: which kind of domestic policies will be pursued?
‘What will the international monetary system look like? What will it take to restore
growth in the heavily indebted countries? And so forth.

The central scenario for the 1990s is fairly optimistic. It is characterized by a
less cyclical world economy, by stronger growth than experienced in the 1980s,
by rapid growth of world trade, and by a recovery of growth in the highly indebted
developing countries. However, there are many risks that could influence world
economic performance during the period ahead: if we manage to adapt the system
1o deal cffectively with these challenges, there is no reason to rule out that the
1990s could bc a pcnod of vcry strong growth, On the other hand, if policies are
not h scenario, with a combination of lower
trend growth and morc cycllcal vmabxllly, cannot be ruled out either,
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2. Setting the Scene: The World Economy in the 1970s and 1980s

The past two decades have been inarily rich in i The
world economy has experienced a series of fundamental economic problems and
major disturbances: large fluctuations in prices of oil and raw material; the

of p inflation in both industrial and developing
countries; the persistence of large external imbalances and debt problems; and
significant misali of i ies. We have also witnessed a serics

of quite fundamental syslcmlc changes in the form of the demise of the Brelton
‘Woods system and the gradual emergence of a new international monetary system;
a marked strengthening of policy coordination among the major industrial
countries; and a shift in policy oncnlnuon from preoccupation with short-term
stabilization to much more hasis on medium-term and even long-term objec-
tives.

Considerable costs in the form of unemployed resources in both labour and
product markets were incurred during the 1970s and 1980s as old policies were
rejected and new ones put in place. With the benefit of hindsight these costs were
probably larger than they needed to have been. But the experience was none-
theless rewarding because we have learned so much about the importance of pre-
serving a high degree of flexibility in the economic system, about the interaction
of supply and demand, and about the types of policy responses that may be
appropriate for different countries in different circumstances. Policy-makers
therefore stand much better prepared to deal with economic change here at the
end of the 1980s than they did, for example, when oil prices suddenly quadrupled
in 1973-74.

2.1 Policy Developments
The shift in policy orientation began 1o gain momentum towards the end of the
1970s. The background for the growing emphasis on medium-term objecti
was the following. First, sharp increases in commodity prices and oil prices in
the early 1970s had decply affected the supply side of the industrial world as
relative price shifts accelerated the obsolescence of part of the capital stock and
reduced the warranted level of real wages — the level of real wages that is
ccns:slcnl with full employmenl As a result, structural unemployment increased
countries where, in the face of these supply-
side dJsLurbanccs Iabour mﬂrkcls proved more inflexible than in North America.
Cyclical unemploymeit also increased, reflecting the sudden increase in the
world's saving propensity as income was transferred to oil producing countries
faster than these countries could raise domestic absorption. However, during the
second half of the 1970s it gradually became clear that the cyclical component
of unemployment was relatively smd]l and that non-cyclical or structural
had i y. The crucial implication of this
developmcm was that the rate of unemployment consistent with stable inflation
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(the NAIRU) had increased, which largely eroded the potency of demand
management measurcs as an instrument Lo control unemployment.! Several
atiempts continued to be made in the late 1970s and carly 1980s to use fiscal
policy to stimulate demand. However, confronted with this largely novel type of
unemployment, most of these attempts had at best temporary effects on output,
leaving more substantial scars on countries inflation performance.

The second reason for reconsidering the priorities for domestic policics was
related 1o the first but had its roots in the period of rapid growth of the late 1960s
and carly 1970s. This was the realization that underlying inflationary pressurcs
appeared (o be intensifying and that each cyclical peak was associated with higher
inflation than the previous one. This ratcheting-up of inflation was partly
auributable (o growing rigiditics in labour markets in the form of widespread
indexation clauscs, statutory minimum wages, social security taxes, etc. However,
another reason for the worsening of inflation was the extremely rapid growth of
money supply in many of the industrial countries in the early 1970s. The need
1o control money growth was eventually recognized by most of the major
countrics. The operational ¢ was the i ction of monetary largets
as a guide for monetary management. The pursuit of relatively low growth targets
for the monelary aggregates subscquently played a key role in the disinflation of
the carly 19805, As is well known, however, difficulties associated with the impact
of financial deregulation on the stability of demand for money relationships have
recently forced Central Banks in most industrial countries to adopt a more

ic app h to monetary

A third factor was the fecling in many countrics that the rapid growth of the
public sector’s share of national income needed to slow down, or even (o be
brought 1o a standstill. This objective should be seen in the light of rising budget
deficits caused by the failure of tax revenue (o keep up with the growth in outlays
(due to sluggish cconomic growth) as well as a growing uneasiness about the
longer-term economic consequences of large public sectors, particularly on
inflation, external competitiveness, saving and capital formation. Whatever the
reason in specific cases, the need to limit the growth of public expenditure and
1o reduce the risk of crowding out business investment became a serious constraint
on the use of fiscal policy for demand stabilization purposes throughout the
industrial countries.

A fourth element in the shift in policy was less well understood in the 1970s
but has since been broadly accepted. This is the evidence that the rate of growth
of productivity and, hence, of potential output in the industrial countries slowed
significantly after the carly 1970s, not only because of the impact of rising
commodity prices but also because of the cessation of some of the favourable

IThese issues are discussed in Bruno and Sachs (1985); see also Coe (1985) and Adams, Fenton
and Larsen (1986).
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influences that had contributed (o the historically very high growth rates of the
1950s and 1960s. With the recognition that underlying or potential growth had
slowed, policy-makers gencrally lowered their levels of ambition.

22 Growth Trends
The 1970s and 1980s present a very mixed picture in terms of conventional growth
indicators. Growth was highly cyclical; the period compriscs two significant
growth recessions, 1974-75 and 1981-82; it has also been highly uncven among
ies, largely ing the poor of the highly indebted develop-
ing countries (Table 1). To the extent any clear trends are discernible, most regions
(with the notable exception of Asia) have also experienced weaker growth in the
1970s and 1980s than in the preceding two decades, even though growth in the
industrial countries has been roughly in line with the long-term trend prevailing
over the past 100 years (Table 2).*

Trends or averages for the past two decades are not particularly helpful as a
guide to the future, however. Because this period was characterized by a number
of serious and probably unique disturbances that affected cconomic performance,
the average growth performance over the past twenly years may well give a
downward bias to any estimates of the underlying future growth rate. Likewise,
the performance during the second half of the 1980s may result in an upward
bias for those countries that have experienced particularly rapid growth through
the elimination of cyclical slack, and a downward bias in the underlying growth
trend for countrics that have experienced debt-related impediments to growth, To
eliminate the noise from the underlying growth trend caused by cyclical and
transitory influences, it is useful to apply a growth accounting framework.

For most of the industrial countries, 1973 marked the end of the strong post-
war expansion phasce.* There is now substantial agreement that the slow-down
reflected more than the effects of a cyclical downturn in the wake of the abrupt
increase in oil prices in 1973. Views still differ, however, about the relative
importance of the many possible causcs of the slow-down that have been suggested
and about the implications for the underlying growth rate in the future.®

*The rather slow realization that underlying growth had declined significantly may be illustrated
by the relatively optimistic growth objectives outlined in the “McCracken Report” (OECD 1977).
A subsequent study, the “Interfutures Report,” issued only two years later (OECD 1979) raised
& number of doubts about the feasibility of the high growth objectives in the McCracken report
and proposed several altemative “moderate growth” scenarios that in retrospect have been closer
10 the mark.

%A long-term comparison is only possible for the industrial countries.

“Depending on the statistical technique used, there is some evidence that GNP growth in the
Uniled States began to slow in the late 19605 (Dennison 1979). For other major industrial
countrics there is no evidence of a significant slow-down in growth during the 1960s.

*The analysis prescnted here draws upon a recent background swdy for the Fund's World
Economic Outlook (Adams, Fenton and Larsen 1987, updated in 1988).
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Table 1
‘World Output Growth Rates, 1970-89

1970-74 1975-79 1980-84 1985-89

World 4.6 37 22 33
Industrial Countries 35 3.1 20 34
Canada 52 42 22 4.1
United States 24 32 15 32
Japan 6.1 4.6 39 45
France 5.1 30 L5 2.6
Germany, Fed. Rep. of 34 2.8 1.1 26
Tialy 44 33 19 31
United Kingdom 26 22 08 37
Major Industrial Countries 34 33 2.1 34
Other Industrial Countrics 4.6 22 1.7 30

of which

European Community Countries (EC) 4.1 2.7 13 29
Developing Countries 71 50 26 38
Africa 6.6 24 13 27
Asia 6.1 59 6.6 74
Europe 59 6.0 1.7 24
Middle East 118 5.1 -04 12
Western Hemisphere 6.8 4.5 1.0 22
Fuel Exporters 10.5 50 04 14
Non-Fuel Exporters 6.0 50 36 4.9
Exporters of Manufactures 7.1 59 4.6 6.0
Exporters of Primary Products 4.1 25 0.5 27
Countries with Debt-Serv. Difficulties 6.3 4.5 08 25

Countries without Debt-Serv. Difficulties 6.4 5.5 6.0 6.5
Other Countries (USSR/DDR/CZ/BUL) 64 4.6 24 23
Malaysia 83 72 69 42

Source: IMF World Economic Outlook.
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Table 2
Major Industrial Countries: Average Growih in Output, Employment and
Productivity, 1870-1985
(Per cent, compound annual rates of change)
1870-1950 1951-73 1974-85

GDP) 34 51 33

it (persons) 17 25 22
Hours per employee 05 0.4 03
Employment (man-hours) 12 21 19
Productivity (output per man-hour) 21 10 14
United States
GDP/GNP 35 16 23

t (persons) 20 16 19
Hours per employec 06 04 =
Employment (man-hours) 14 L1 19
Productivity (output per man-hour) 23 26 04
Japan
GDP/GNP 22 9.3 38
Employment (persons) 09 17 09
Hours per employce 03 0.1 01
Employment (man-hours) 06 16 07
Productivity (output per man-hour) 16 80 30
France
GDP/GNP 14 5.1 21
Employment (persons) — 04 02
Hours per employee 0.5 0.4 12
Employment (man-hours) 05 — -0
Productivity (output per man-hour) 19 51 32
Germany, Fed. Rep. of
GDP/GNP 21 6.0 18
Employment (persons) 09 10 02
Hours per employee 03 10 08
Employment (man-hours) 06 — 11
Productivity (output per man-hour) s 60 29
laly
GDP/GNP 15 54 20
Employment (persons) 05 06 06
Hours per employee 05 09 06
Employment (man-hours) e 03 01
Productivity (output per man-hour) 14 58 19
United Kingdom
GDP/GNP 16 30 13
Employment (persons) 08 05 0.5
Hours per employee 05 06 07
Employment (man-hours) 02 0.1 1.1
Productivity (output per man-hour) 14 31 25

Sources: Maddison (1982); and Adams, Fenton and Larsen (1987).
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While the unprecedented economic disturbances of the 1970s clearly con-
tributed to the sudden and widespread slow-down of growth in the industrial
countries after 1973, there is evidence that more deep-seated elements also played
a major role, largely reflecting the winding down of a number of unique influences
at work in the 1950s and 1960s. In particular, the completion of the period of
trade liberalization and of the process whereby Europe and Japan generally made
up for the effects of World War [T and caught up with the level of productivity in
the United States seem to have been significant factors behind the slow-down.
Secen in isolation, these explanations would seem 1o make it unlikely that the
industrial countries can return to the very high growth rates that prevailed in the
1950s and 1960s.

However, such a conclusion will need to be tempered by two considerations.
First, some of the transitory factors behind the slow-down, most importantly the
oil price increases, have been partly reversed, which should help to raise growth
at least somewhat above the dismal 1975-84, Second, the impact of structural
reform cfforts alfecting capital markets as well as labour and goods markets and
tax policies may give a significant boost 1o productivity growth. Regional
integration efforts and the on-going liberalization and opening of centrally planned
cconomies may also provide a new impetus to world trade and to growth of
productivity world-wide. Overall, while demographic developments may begin
to constrain growth in the 1990s in large parts of the industrial world, most
countries would scem to be currently experiencing underlying (or potential) growth
somewhat higher than during the 1970s or carly 1980s albeit probably still
significantly less than during “The Golden Age™® from 1950 10 1973 (Table 3)."

The growth performance of the developing countries has also varied signifi-
cantly over the past twenty years — among countries and over time. As in the
case of the industrial countries, some of the reasons for these variations were of
a long-term, decp-scated nature, others reflected transitory influences that had
varying effects on different groups of countries.

The large fluctuations in both oil prices and non-oil commodity prices have
played a major role in the developing countries’ growth performance, particularly
through the impact high price levels had on many countrics’ growth expectations
and development strategics, often leading to drastic reconsideration when prices
turned less favourable. The availability and terms of external borrowing during
the 1970s also have strongly influenced policies and growth expectations even
though the record of the developing countries has been extremely mixed in terms
of their ability to translate their external borrowing inlo higher growth on a

“The term "Golden Age™ was used by Maddison (1982).

The estimates in Table 3 do not reflect the potential implications of on-going regional integration
efforts in Europe; the potential spillover effects of the on-going efforts to liberalize centrally
planned cconomies also are not incorporated.
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Table 3
i ’ o Porential 196692
(Anua! percentage changes or contribution)
196673 197479 198047 198892
" Potential ONP growth 49 6 35 28
Of which contributions of:
‘Business sector a7 30 30 24
09 07 09 09
Labour' L 14 10 :
Total factor productivity 17 09 1 07
Public sector 12 06 o5 04
United States
"~ Potential GNP growih 36 20 2% 28
Of which contributions of:
Business Sector 29 19 25 25
Capital 08 05 08 08
Labour! 10 13 07 07
Total factor productivity 11 o1 10 10
Public soctor 07 o1 03 03
‘Poteatial GNP growth 86 35 39 39
(O which contributions of:
Business Sector 79 33 36 s
23 L0 13 16
Labour' 03 07 03 0.1
Total factor productivity 59 14 20 20
Public sector 07 02 03 04
Poteatisl GDP growth 55 23 23 25
OF which coniributions of:
sector 49 20 20 22
Capital 11 07 08 08
Labour' 01 -10 06 A5
‘Total factor productivity 39 23 18 18
Public sector 06 03 03 03
Germany, Fed Rep. of
Potential GNP grow: 45 L5 22 21
Of which contritwtions of;
Busiess sector 39 12 19 18
Capital 10 os o7 07
Labour! 0% o8 02 08
Tota factor productivity 37 LS 14 19
Public sector 08 03 03 03
Traly
Poteatial GDP growth 1 14 30 26
Of which contributions of:
Business sector 46 12 25 21
10 06 08 06
Labour' 43 03 041 04
Total factor productivity 49 09 18 1.5
Public sector 0s 02 05 051
United Kingdom
Potenial GDP growth 27 10 28 26
Of which contribwtious of:
‘Business sector 20 04 19 21
Capital 07 04 o6 06
Labour! 29 08 03 02
Total factor productivity 22 08 16 17
Public sector o7 06 o6 05
Note: * Man hours.

Source: Based on Adams, Fonton and Larsen (1967), updated in IMF (1988).
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Table 4.
Developing Countries: Contributions to Potential GDP Growth, 1968-94
per cent per annum)

197678 1974-82' 198389 198994

Net debtor countries

Potential GDP 63 51 37 46
Capital contribution 26 27 16 19
Labour contribution 13 14 12 L1
Tocal factor productivity 24 09 09 15

By region
Aftica

Potential GDP 80 34 14 29
Capital contribution 30 24 02 06
Labour contsibotion 18 18 17 17
Total facior productivity 32 08 06 06

Asia®

Potential GOP 53 58 72 70
Capiual contribution 21 28 29 28
Labour contribution 09 13 10 10
Tetal factor productivity 23 16 33 33

[

Potential GDP 60 50 26 28
Capital contribation 35 26 14 16
Labour contribution 07 a7 06 05
Tota! factar productivity 17 16 06 07

Middle East®

Potential GDP 62 a4 36 31
Capital contribution 21 29 ¥l 09
Labour contribution 17 14 15 15
Total factor productivity 18 01 10 07

Westem hemisphere

Potential GDP 65 51 16 29
Capital contsibution 23 27 10 15
Labour contribution 16 17 14 13
Total factor productivity 26 08 08 o1

Countries with debt-servicing problems

Potential GDP 65 a7 15 28

Capial contribution 28 27 08 13

National savings’ 24 20 06 12

Foreign savings 04 07 02 01

Labour contribution 14 15 13 12

Tokal factor productivity 23 05 0.6 03
Developing countries without deli-serving problems

Potential GDP 59 55 65 64

Capisl contribution 23 27 27 26
National savings’ 19 24 25 26
Foreign savings 19 24 25 26

Labour contribution 10 i3 L1 10

Total factor productivity 26 15 27 28

Notes: ! Eacludes China,
+ Excludes net ereditor countris,
* Net of depreciation.

Source: TMF World Ecanomic Outook.
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Chan 1
Selecied Developing Countries: Investment and Growth, 1980-89
" gf real
SF 1o 10
* China

9 Korea 9

8 8

7 7

* Thailand
6 6
.

5 India * Malaysia 5

4 4

3 3

Brazil
.
2 ] 2
Ghana
.
1 Mexico 1
0 0
-
Argentina
-1 -1
5 10 15 20 25 30 35 40
Average sharc of
investment/GDP
%
Source: IMF World Economic Outlook.

sustainable basis. The heavy recourse to external borrowing in the 1970s therefore
constitute a major impediment to growth in the 1990s because many countries’
debt-servicing burden has risen much faster than their debi-servicing capacity.
As illustrated in Table 4, the high growth rate that has been sustaincd in Asia
over the past 15 years has partly reflected very high rates of capital formation.
However, although high investment rates do set many Asian countries apart from
‘many other developing countries (Chart 1), this is not the entire explanation. In
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some regions, (the Western Hemisphere, for example), a relatively large
contribution from capital in the 1970s appears to have been offsct by a negative
contribution from total factor productivity. Since it is difficult to see why growth
in the Westemn Hemisphere should be so much more capital-intensive than in Asia,
the negative contribution from investment might be an indication of inefficiency
in the allocation of investment resources. Such inefficiency can be attributed to
price distortions, high inflation, and inadequate competition in cconomics

i by inward-looking ic ies as opposed to the outward-
looking successful strategics pursucd in large parts of Asia. The slow-down in
growth as from the carly 1980s was also most pronounced in the Western Hemi-
sphere and in those countries in Europe that are classified as developing® — coun-
tries in which debt-servicing problems came 10 the fore and which experienced a
sharp decline in capital formation. By contrast, Asia’s growth actually increased
slightly due to an acceleration in the pace of productivity gains, a development
that reflected the rapid growth of the manufacturing sector.

With such diverse experiences it is difficult to extrapolate the potential growth
trends for the developing country regions over the next decade. At least potentially,
growth in the developing countries could strengthen significantly. However, if
growth in the regions with a relatively weak performarnce in the 1980s is to recover
to match that of Asia, profound structural changes obviously need to take place.
This issue will be discussed further below.

2.3 Inflation

Inflation problems have been pervasive during the past twenty years; they have
affected most regions at least during part of the period (Table 5) and have led lo
profound changes in economic policies. Among the industrial countries, the
ralcheting-up of price pressures was already a cause for concem in the late 1960s.
During the 1970s inflation worsened sharply, initially fuelled by excess demand
and sharp increases in liquidity, which were followed by the commodity and oil
price shocks of 1973-74. Contrary 1o exp i the 1974-75 ion had
litdle effect on inflationary pressures and it gradually became apparent that the
lack of flexibility of many industrial economices, particularly through the failure
of labour markets o adjust 10 the massive increases in raw materials prices and
rising uncmployment, contributed to give inflation a life of its own, almost
independent of the general economic situation.

The re-orientation of the economic strategy in the 1980s eventually succeeded
in reducing inflation in the industrial countries to the levels experienced in the
early 1960s (about 3 per cent a year for the industrial countries as a group) —
but the costs have been high in terms of unemployment and foregone growth.

*The country classification system used here follows that of the World Economic Qutlook (see
IMF 1989, p. 117-122).
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Table 5
World Inflation, 1970-89
(Average percentage, per annum)

1970-74 197579 1980-84  1985-89

World 8.1 11.6 135 14.7
Industrial Countrics 72 89 78 15
Canada 59 89 8.7 43
United States 6.1 8.0 74 37
Japan 106 74 39 11
France 11 10.1 111 36
Germany, Fed. Rep. of 56 4.1 45 13
Taly 9.0 158 162 63
United Kingdom 96 15.6 95 53
Major Industrial Countries 71 86 16 32
Other Industrial Countrics 79 102 9.0 51
Of which

European Community (EC) 17 102 95 4.0
Developing Countrics 1.4 208 303 523
Africa 89 17.8 228 162
Asia 16 5.1 87 10.8
Europe 72 139 285 468
Middle East 87 156 142 17.2
Westem Hemisphere 21.8 50.5 §24 1907
Fuel Exporters 93 156 182 25.0
Non-Fuel Exporters 121 229 36.1 64.7
Exporters of Manufactures 86 139 334 66.2
Exporters of Primary Products 250 739 67.5 1159
Countries with Debt-Servicing Difficulties 15.1 33.1 529 112.0
Countries without Debt-Servicing Difficultics 21 88 129 1.8
Malaysia 68 41 60 17

Source: IMF World Economic OQutlook.

Some important lessons have nevertheless been learned about the role of monetary
policy in influencing inflationary i (hence the wi use of
monetary targets); about the need to promote labour market flexibility (hence the
abolition of indexation and introduction of labour market reform measurcs in many
countries); and about the adverse long-term implications of allowing inflation to
get out of hand in the 1970s, which explains — and justifies — the rapidity with
which monetary authorities reacted to the resurgence of inflationary pressures
during 1988 and carly 1989. Controlling inflation has been broadly accepted as
the key to sustaining economic expansion over the medium term and avoiding
excessive cyclical fluctuations.
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The developing countrics also faced a rise in inflationary pressures in the 1970s
for much the same reasons as the industrial countries. In addition, the rise in
dity prices and the i of large capital inflows resulted in a sub-
stantial boost 1o disposable income in many countries which translated in large
part into rising inflation expectations and excess demand pressures. In contrast
to the anti-inflationary strategy that was pursued in the industrial countries, price
per has inued to worsen ically in many ping countries
in the second half of the 1980s, mainly but not exclusively in countries experi-
encing debt-servicing difficulties. Because of the impact on confidence and invest-
ment, inflation has thus increasingly become part of the vicious circle that is
impeding growth in the heavily indebted countries. However, price performance
also has worsened in countries without debt-servicing difficulties as a conscquence
of rapid growth and, in some cases, reflecting transitional difficulties in preventing
necessary shifts in relative prices from affecting the overall inflation performance.
The continued failure 1o control inflation is clearly one of the negative factors
that cloud the medium-term outlook for many developing countries.

2.4 External Developments

The past ten years have witnessed the emergence of rends on the external side
{hat are widely regarded as unsustainable over the medium term. Addressing the
external imbalances has therefore also become a major policy prerogative in both
industrial and developing countries.

Among the industrial countries the problems can be traced back 1o the early
1980s when two major developments occurred. First, fiscal strategies and
priorities began to differ substantially between the United States on the one hand
and Japan and Germany on the other. This contributed to a marked deficiency
of national savings in the United States relative to most other countries and, hence,
a sharp increase in US interest rates. Second, the progressive liberalization of
capital markets that began (o gain momentum in the early 1980s led to a significant
reallocation of the portfolio ition of i 1 investors, i ing a
dramatic increase in demand for US doll inated assets that rei d the
direct effect of high US interest rates. The result was a massive capital inflow
into the United States and a sharp appreciation of the US dollar against the yen
and the ics, the of which was a sharp widening of
current account imbalances. Reflecting growing concern over these developments,
a process of policy coordination was instituted among the Group of Seven
countries in 1985. The policy coordination process involved a significant
realignment of exchange rates together with attempts to eliminate or at least reduce
the fundamental causes of these imbalances.

As is well known, the adjustment process is far from completed. After four
years of intensive policy coordination among the Group of Seven the imbalances
have shrunk only slightly (in nominal terms; they have narrowed more
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significantly in real terms) and (here are signs that the adjustment process has
stalled as indeed is implicd by the Fund staff’s most recent projections (Table 6).
‘Much more clearly remains to be done if these large current account deficits and
surpluses arc 0 be reduced significantly. Yet, we continue to be faced with the
perplexing facts that the imbalances have not prevented the present expansion
* from becoming the longest in the post-war period and that financial markets have
remained willing to continue (o finance them.

In a world of integrated capital markets this is perhaps less surprising than
what most would have thought. That investors diversify their portfolios and spread
their risk over many markets and economics is both a natural consequence of
structural reform and onc of its primary objectives. In view of the differences in
i itics, growth prosp and ic factors that exist
among ies, it is also quite le that the hing of i
over time, which is the goal of saving, should result in significant net capital
inflows or outflows for individual countrics.

‘What is more worrying is the possibility that current account imbalances, while
reflecting the free play of market forces, may also reflect fundamental imbalances,

~ such as excessive fiscal deficits or o that
require savings in surplus countries to be invested in other countrics, While
relatively large current account deficits and are a natural

of the dismantling of structural barriers, policy still needs to be concerned about
the adequacy of saving — globally as well as in each country — and about the

of | distortions in markets for goods, labour and capital
assets (including land). T will return to these issues in the discussion of the
international monetary system below.

The external problems of the indebted developing countrics have their roots
in the 1970s when these countries undertook massive external borrowing. For
many countries, the increase in foreign liabilities proved to be a serious economic
mistake, partly because of domestic policy deficiencies but also because of a series
of unexpected, largely adverse, external di (i ing weak ity
prices during the second half of the 1970s and most of the 1980s, high intenational
interest rates, and the 1981-82 recession in industrial countries). The domestic
policy deficiencies meant that a large proportion of the external borrowing was
used to finance ion or i productive i or led o
capital flight as the sustainability of the situation became increasingly questionable.

‘While the adjustment efforts pursued in most of these countries since the early
1980s have succeeded in curtailing imports and reducing the requirements for new
capital, many countries today remain decply indebied with their debt-servicing
burden vastly exceeding their debt-servicing capacity. As a result, the debt has
kept growing as rescheduled interest arrears have been accumulated (Table 7).
The strength of world trade and commodity prices in 1988 has helped 1o reduce
the debt burden relative to these countries’ export earings but it is clear that the
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Wmms difficult as il by the i inad
 growth performance of most of these countries and the large dxscou.nls in second-
ary markets for developing countries’ debt.

3. Policy Premises for the 1990s

In addition to the implications that follow from the economic trends over the past

two decades, the 1990s are likely to be i by new policy initiatives and
ties. There are at least three arcas that are likely to receive prominent

attention on the policy agenda for the 1990s.

3.1 Structural Reform®

‘The past twenty years have rcvcnlcd the existence of numerous structural defi-
ciencies in industrial and pi ics alike, i ing the centrally
planned economies. Much has already been done in terms of promoting public
awareness of these issues and many reform measures have been taken or are
planned.

The basic rationale for structural reform is to improve economic performance
over the medium term by raising potential output and by lowering the output and
employment losses that may result from adverse economic disturbances. In
general, potential output can be raised by improving the allocation of resources,
for example, through trade liberalization and the removal of price distortions and
subsidies. In addition, structural policics may raise private saving and capital
formation and improve the allocation of financial resources through the removal
of lnl:n:sl rate ceilings or other rigidities in the financial system, or through the

i of tax di ions which may di: private savings or raise the
cost of capital. Structural measures can also remove distortions that discourage
employment and inhibit incentives to work. Fora given rate of growth of nominal
demand, all of these measures tend to improve the split between output growth
and inflation over the long run.

In addition to their impact on potential output, structural policies can influence
the way in which an economy reacts to adverse disturbances — such as relative
price shocks — and thereby help to reduce the costs in terms of unused resources
that would be incurred as part of the adjustment process. These adjustment costs
can be lowered by enhancing the “flexibility” of the economic system — that is,
the extent 1o which (and the speed with which) prices respond to changes in market
conditions, and the supply and demand for goods, services, and factors of pro-
duction respond to changes in relative prices. An important example of relatively

*The role of structural or micro-economic policies in industrial countries is discussed extensively
in Feldman, Hernandez-Catd, Larsen and Watleworth (1989). Hernandez-Caid (1989) reviews
the role of fiscal and structural policies in the design of growth-oriented adjustment policies in
developing countries.
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inflexible price setting is that of labour markets, which in many European countries
contributed 1o the sharp increases in unemployment during the 1970s and carly
1980s. Measures that increase the flexibility of labour markets can help o lower
adjustment costs and also to lower the level of unemployment consistent with
stable inflation.

In general, structural measures will affect both exports and imports, and there-
fore their net impact on the balance of payments is often uncertain. Nevertheless,
some structural policies may well have significant effects on the current account.
For example, in countries with an external surplus the removal of distortions that
discourage investment may help to stimulatc domestic demand and imports, and
thus contribute to reducing the gap between saving and investment. It is often
argued that the desirability of structural measures should be assessed primarily
in terms of their effects on efficicncy and growth, but the consequences for
external balances should also be recognized. This applies to both surplus and
deficit countrics.

The growing recognition of the role structural policies can and should play in
policy strategics is evident from the emphasis placed on these issues in recent
Communiqués by the Group of Seven, notably the intention to expand policy
coordination and multilateral surveillance to encompass not just fiscal, monetary
and exchange rate policies but also micro-economic reform. Among the

ping ies it is also i ingly accepted that market forces need o
play a larger role in the allocation of resources, and profound reforms are on the
agenda virtually everywhere even though the political resistance Lo change remains
an important constraint in many countrics. The deepest reforms may occur in
some of the centrally planned ies where ic liberalization efforts
are just starting. With the pervasive emphasis on structural policies, the 1990s
may well become the decade of “structural revolution.™

3.2 Regional Integration

The Canadian-U.S. free trade agreement and the creation of a unified internal
market in the European Community by 1992 are two prominent examples of
regional integration cfforts. These projects, which are likely o profoundly affect
regional and world economic performance in the future, may well become madels
for other regions.

The European integration plans arc the most ambitious, particularly when
viewed in the context of the sub: proposals 10 create an cc ic and
monetary union in the E C ity."" The ion of a vast internal
European market will strengthen Europe's growth potential by the climination of

10 hese proposals are outlined in the “Delors Report” (Report on Economic and Monetary Union
in the European Community (Commitice for the Study of Economic and Monetary Union, April
12, 1989).
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internal barriers to the free movement of goods, services, labour and capital. As
a result, the efficiency of resource allocation within the Community should be
ly enhanced. At the same time, the structural reforms that are accompanying
the 1992 proposals will make the European economy more flexible in the face of
economic disturbances, which should make Europe less inflation-prone at the same
time as it will promote growth. Finally, the process toward cconomic and
monetary union — even though the precise timetable for the final stages of this
remain o be determined — can be expected to enhance gradually the
coordination of policies within the Europcan Community and increase the
convergence of economic performance among its member countrics. While the
precise effects of the European integration cfforts are difficult o quantify' it is
likely that Europe’s economic performance will improve substantially compared
with the lacklustre performance that has characterized Europe during much of
the 1970s and 1980s.

Will the improved internal performance be at the expense of the rest of the
world or will other countries also benefit? This question is obviously the subject
of an intense debate outside the Community where many fear that Europe is
preparing to sct up “fortress Europe.™? So far there is little o suggest that Europe
will attempt to raise new barriers against the rest of the world. True, the internal
market will make some European producers more competitive, which will un-

generate a shak tof inefficient s both within the
and in those cases where third-country cxponcrs are losing their competitive edge.
However, such trade diversion effects are likely 1o be much more than offset by
trade creation cffects stemming from the enhancement of Europe’s growth
potential. The net positive effects on the rest of the world will of course depend
on other countries' ability to adjust to the challenge of the new European market
— exactly as the intra-European effects will depend on the flexibility with which
European producers and suppliers of labour adjust o the new situation. These
posmvc effects could be greatly enhanced if the reform plans were extended to

the ing of Europe’s p ionist barriers affecting trade in
sgriculmral products.”

3.3 The International Monetary System

The breakdown of the Bretton Woods fixed parity system in the early 1970s was
followed by a long period of uncertainty about international monetary arrange-

"The Commission 1988 has made some illustrative calculations suggesting that the 1992
Proposals might raise potential output by up 10 six percent over the medium term, over and
above its underlying trend. Depending on the precise assumptions underlying such caloulations,
the range of possible effects could be quite large.

HSec Henderson (1989) for a prominent example of this debate.

PFor a review of the principles and consequences of the agricultural policies in the European
Community, see Rosenblatt et. al. (1988).
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ments. Freely floating exchange rates were accepted, albeit rather reluctantly, as
a workable alternative 10 fixed rates, but only so long as exchange rate volatility
did not become excessive, and perceived exchange rate misalignment did not
Jjeopardize the attai of other objcctives such as external balance and price
stability. By the mid-1980s the emergence of what was regarded as unsustainably
large external imbalances among several of the major industrial countries led o

ginning of a i ion of the rate system. Although it is
probably still too early to formally announce the creation of a “new system,”
particularly in view of a number of unresolved issues, it is at least possible (o see
the contours of what may well form the basis of international monetary
arrangements during the decade ahead.

Among the features of the future intcrnational monetary system that can be
discerned from the experience of the past four years since the Plaza Agreement,
there are three major aspects that are particularly important. The first clement or
premise is that freely floating rates arc no longer acceptable o the major industrial
countries because of the volatility that has been experienced and, in particular,
the risk of | misali Several ives have been proposed
involving more or less fixity of exchange rates. For the time being, at least, the
adoption of informal (and confidential) targel ranges seems L0 have been a
reasonably successful approach although the implementation has not always been
easy."

The second element is that the authoritics of the major seven industrial
countries have become firmly commitied to pursuing their exchange rate and other
cconomic objectives through a process of policy coordination (multilateral
surveillance) on the basis of the projected medium-term evolution of key economic
indi as well as ive scenarios. This coordination process
not only monetary and fiscal policies but also many aspects of structural policics.
Adjustment of underlying policies has thus become the primary channcl through
which countries will seek o correct misali rates and [ |
external imbalances.' In this context, considerable emphasis is being placed on
symmetry in the policy adjustments in the sense that both surplus and deficit
countries are supposed 10 share the burden of adjustment, albeit not necessarily
through symmetric changes in each policy instrument.

The third element concerns the use of coordinated intervention in forcign
exchange markels as a means 1o limiting the volatility of short-term fluctuations.
While intervention can never substitute for the required adjustment of underlying
policies, the experience from several episodes during the past few years suggests

#See Crockett and Goldstein (1987) and Frenkel and Goldstcin (1986).

15Crockett and Goldstein (1987). Sce also Llewellyn, Potier and Samuclson (1985) for a
discussion of the need o monitor and forecast economic indicators as a basis for international
policy coordination.
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that it may be quite effective in containing speculative movements, partly through
signalling effects.

There arc still several issues that remain to be resolved. First, a nominal
for the system is probably needed. The major countries do monitor several

do not have an inflationary or deflationary bias. However, these inflation
s appear to play a rather informal role in the coordination process.
the need for international liquidity creation will have to be defined, which
tially includes a clearer definition of the role of the short-term deposit rate
). Third, the currencies of the smaller countries will need to be linked to
central system of the major currencies.

A fourth issue that nceds to be tackled concerns the conscquences for the
m of the increasingly closely linked domestic capital markets. During the
the globalization of financial markets encouraged a reallocation of world
ial portfolios, which potentially could be of a scale not seen since the gold
d period (1870-1913). As a result, investors are now able to diversify the
ical composition of their assets so as 0 maximize their rate of retum
to perceived risks in individual markets. At the same time, it must be
d that the integration of financial markets may have increased the
ity of the system to major shocks. The speed with which the stock
correction in October 1987 spread to virtually all countries clearly served
2 warning of such linkages. While few people would advocale a retum (o
controls, the potential systemic risks could probably be reduced through
appropriate system of “firewalls” and contingency plans for the provision of
. The best prevention, of course, would be if the threat of potential market
ons was to reduce the risk of major policy mistakes that often are at the root
onomic disturbances.

aspect of the ization of financial markets is that
movements may amplify the effects of distortions in other parts of the
omy as well as of specific structural characteristics of individual countries,
the age structure, that may influence countries’ saving and investment
. Because the structural characteristics that influence saving and
tment behaviour may differ among countries, an international monetary
m with closely integrated financial markets may well be characterized by
large net capital movements among countrics, movements that may
lu a span of years. The counterpart of such net capital movements will
irily show up as deficits and surpluses on countries’ current cxternal
S. Relatively large and persistent external i may thus become
10 avoid. Tu ensure the inability of such a
al inflows will need to put in place policies that promote investment so
inflow of foreign saving does not sunply becornc a substitute for domestic
g which y would j ics” ability 1o service their
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external liabilities. The parallels from the experience of the heavily indebted
developing countries are quite obvious.

All of these issues will not be resolved quickly. However, both those elements
of the emerging “new” international monetary system that are in place, and those
that remain under discussion, will be likely to influence the performance of the
world economy during the period ahead,

4. Major Lhallengeﬁ

Notwil the stantial achi in many arcas of cconomic
performance in recent years, and the important lessons that have been learned
from the turmoil of the 1970s and the carly 1980s, several challenges will need
1o be addressed in the 1990s if world growth is to be sustained al a satisfactory
pace.

4.1 Restoring Growth in Severely Indebted Developing Countries

The most imp hall facing world policy-makers is the need (o restore
adequate growth in the heavily indebted developing countrics. Despile a few
isolated success stories, the strategy that has been pursued since the carly 1980s
has failed to generalc a inabl in ic performance of the
indebted countries. The main reason for this has been the inadequate attention
given to the implementation of the most important element of the strategy, the
necessary adaptations of domestic policics in the indebted countries.

Repeated delays in policy implementation have meant that the debt burden
has continued to grow, as intercst arrears assume an ever growing role as a primary
source of (involuntary) financing. At the same time, the discounts on developing
country debt traded on secondary markels have widencd dramatically, illustrating
the growing gap between countries” perceived debt-servicing capacity and their
external liabilities. This 8p — which is often used as an mdlcator of lhe debt
“overhang” — has i ly been ized as a
1o stronger growth. Indeed, it seems likely to constitute a disincentive to pmcnu‘\l
investors, given the likclihood that the external debt-servicing obligations will
eventually lead to higher taxes or increased inflation. There also is a risk that the
debt overhang may reduce the incentive for governments to undertake the neces-
sary policy reforms to the extent that the benefits of such reforms are viewed as
primarily benefiting external creditors.

To break this vicious circle, major creditor countries have now accepted the
need, in particularly severe cases, for a reduction of the indebted countries” debt
and debt-servicing burden as a potentially desirable clement on the menu of
options being considered. At the same time, of course, it is recognized that debt
reduction is no panacea itsell and that any easing of the liquidity constraints facing
a particular country will only succeed in restoring growth if it is accompanied by
strong policy measures.
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p have i ially during the 1980s — chicfly
of “voluntary” export restraint arrangements (VERS) and other non-
.14 The dangerous tendency toward increased bilateralism threatens
teral trading system that has played such a fundamental role in the
ity of the post-war era. The rise in protectionism has its roots in sectoral
al problems in individual countries and can be related to the emergence
;imbalances on current accounts. While demands for protection are always
political resistance often weakens in the face of high unemployment, large

support to claims of “unfair” competition.
ortunately, the commitment Lo free trade remains strong, as illustrated by the
ouncements in the Communiqué issued after July 89's Summit in Paris, and
Uruguay Round of Trade Negotiations which addresses several major issues
hitherto have been in multil 1 i ions (such as agri-
). The Uruguay Round also addresses several new areas (such as services)
sectors that have been subject to special restrictions (steel, automobiles, elec-
) the iations are ing very slowly and although
are grounds for optimism, it is clear that a successful outcome will require
concessions by many of the interested partics.
Because of the strong links there arc between protectionist pressures — or
e leverage of the protectionist lobby — and economic performance, the problems
protection may amplify the adverse consequences of general economic dis-
ces. The strongest defense of the multilateral trading system may therefore
ie in policy adaptations that promote sustained non-inflationary growth while
ducing external imbalances and exchange rate volatility.

43 E ic Aspects of Envi | Policies

The extensive focus on environmental issues at the recent Summit meeting of the
‘major industrial countrics serves as a forewamning of the atiention that is likely
10 be paid to such problems in the future. Major efforts are likely to be undertaken
o arrest and reverse the envii damage iated with d ion, the
i(gvy use of hydrocarbons and other forms of air pollution, and the depletion

~and increased pollution of water reserves. Because of externalities, these efforts

will have 10 be based on i i i ing both i and
‘developing countries.
The economic aspects of enhanced efforts 1o arrest the deterioration of the
i basically the inci of the ic costs of such

"As discussed in Kelly et al. (1988), the number of VERs reported by the GATT rose from 135
in Sepiember 1987 0 261 in May 1988,
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policics, and the impact of such costs on consumption and investment. While
such costs are difficult 1o assess, one can safcly assume that they are likely to be
of a considerable magnitude, possibly reaching several percent of world GNP.
Some measures will nced to involve heavy taxation of pollutants — hydrocarbons
in particular — that may help to finance subsidies to development of new products.

But tougher polluti and envil could involve
substantial costs for industries and for consumers.
Such costs are ically akin to depreciati ces for the phys

capital stock. If they arc not covered, the capital stock (the environment) will
deteriorate, reducing future consumption possibilities. If they are made, current
consumption may be reduced but future growth will be protected. Itis noteworthy
in this context that several countries are planning to introduce environmental
considerations into their national accounts, to permit the calculation of national
income net of depreciation of the physical capital stock as well as net of
environmental damage.

4.4 Demographic Developments

In stark contrast to the current trend of moderating population growth in most
industrial countrics, and the p ive aging of the populations of Japan and
Western Europe, rapid population growth i o ize large parts of
the developing world. Paradoxically, in both industrial and developing countrics,
demographic factors are likely to constrain potential future growth, albeit for
totally differcnt reasons. In the industrial countries, this problem is less severe
1o the extent that labour scarcity may be offset by technological developments
and rapid productivity growth.

In many developing countries, in contrast, rapid population growth has serious
adverse implications for the growth process through its effects on saving and
investment, and through the tremendous burden it involves in terms of public
expenditure on health and education. These problems are particularly acute in
much of Africa, in some of the low-income countries in Asia and in parts of Latin
America where ive population growth, ion, soil erosion, and other
aspects of environmental deterioration have created a vicious circle of cconomic
decline and increasing poverty. In some countries in Latin America, real per capita
national income is now less than it was a decade ago; in many African countries
itis less than it was two decades ago. While this regression is often atributed ©
the debt crisis and commodity price declines, there is no doubt that population
pressures have reinforced the adverse effects of exogenous disturbances and
i iate i The lation issue is perhaps now the
biggest crisis facing much of the developing world, particularly the poorest
countries. Yet the cultural and political aspects of this issue continue o cloud
the prospects, and any significant change in trend may take decades to materialize.
The 1990s will sce, at best, a modest start on this issue.
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Sketches of Alternative Scenarios for the 1990s

5.1 Central Scenario

1t follows from the foregoing that the forces determining world economic trends
the next decade appear, on the whole, to be quite favourable. Important
lessons have been learned and policy management has improved, or is in the
process of improving, in both developing and industrial countries.

/Among the industrial countries a growth trend of 3 per cent a year would seem
1o be feasible, with the United States and Europe growing by 2.5-3 per cent a
year, and Japan somewhat closer 10 4 per cent. This scenario is obviously pre-
Md upon the ions that the policy ination process among the major

permits a progressi ion of the large imbal. over the medium
term and that inflation remains under control.

The developing countries should be able 1o register a somewhat stronger
growth trend as they continue to close the productivity gap vis-a-vis the
industrial countries. Among the developing country regions, Asia has the brightest
prospects and could experience growth of 6 per cent or more; there are good
chances that Africa and Latin America will experience some recovery (to growth
rates of perhaps 4 per cent a year) but many of these countries will remain
constrained by their debt burden, their strong population growth and the difficult
adjustment problems they are facing.

5.2 High Growth Alternative

Notwif ing the relati imistic trends in the central scenario, one should
not lose sight of Ihc opponumucs there are l'or domg even beuer. pamcularly
among the A

domestic policy chnnges coupled with an adequate reduction of the dcbl and debt-
servicing burden uf Lhc severely indebted countries should i in pnncnplc be able to
generate in and restore
credit-worthiness, and pul the countries on a growth track almost as favourable
s Asia’s. Substantial progress in liberalizing world trade, particularly in the arca
of agricultural pmducus could also give a sngmﬁcanl boost to the growth potential
of many ping Andap ion of centrally planned
economies into the world economy mlghl provide a major boost to trade and
productivity world-wide.

5.3 Pessimistic Alternative

At the same time, a more pessimistic outcome cannot be excluded cither. The
challenges listed earlier may not be addressed in a timely fashion; adjustment
policies in both developing countries and among the industrial countries may fail
to be implemented; or protectionist barriers may intensify. In all cases, the
resilience of the system would weaken, confidence would be jeopardized, growth
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would weaken, and financial market stability would no longer be ensured.

With the hope of triggering an interesting debate about these issues, I would
assign a probability of 50 per cent to the central scenario and 25 per cent to cach
of the two other scenarios.
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Commentary

Mokhtar Tamin

Introduction
Mr. Larsen’s paper is an extremely well written one. Coming from the Inter-
national Monetary Fund, with its wealth of data and expertise, Mr. Larsen is well
placed to ponder about the world economy in the past, present and the fuwre. In
attempting o sketch the world economy in the nineties, the author takes us back
{o the past with a view 1o identify major policy developments, trends and other
ic p that prevailed. He has dealt, quite adequately, with struc-
tural changes in the world cconomy, and identified a number of policy premises
on which future policies may be predicated. He has also adequately identified
major challenges and proposed some policies which may be pursued 10 overcome
these challenges, and finally he has sketched the world economic landscape in
the nineties. This by any standard is a very courageous deed bearing in mind that
a decade is a rather long time, making predictions of probable i ly
hazardous. To be fair, the author acknowledges these difficultics and therefore
has opted to concentrate on the qualitative aspects of economic trends.

The World Economy in the Seventies and Eighties

In sketching the world economic record in the decades of the seventics and cighties
the author has quite stively identified the major di ces and p

that have given form and character to the cconomic landscape. Thus he considers
as major uphcavals, large fluctuations in oil and primary commodity prices,

protracted inflation p s in both ped and loping countries, the
nagging problem of external imbalances and debt problems, and a serious
isali of i ies. With the benefit of hindsight nobody can

take issue with these observations. The more interesting aspect of the paper,

however, are the author’s treatment of the array of policy tools that have been

employed to remedy these major problems, and what scems to come out clear is

how relatively ineffective some of these have been. Thus, policy tools used o

address the unemployment problem were quite ineffective in the face of rigiditics

in the labour market. Fiscal measures to stimulate demand failed to reduce
and instead d inflation.

The attempt to check inflation in industrial countries, particularly in the
cightics, did work but the author is quick to point out that the costs in terms of
slower growth and increasing unemployment have been rather high. The develop-
ing countries fared no better and perhaps worse for, as the author rightly pointed
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tion has increasingly become part of a vi
ede growth particularly in coun burdened
startling revelation which the author has pointed out has been the recurrence
longest post-war period of growth in the industrial countries despite serious
imbalances. The author quite rightly attributes it to the emergence of
integrated capital markets, but also raises a wamning that while current
unt imbalances may be attributed to a free play of market forces, large fiscal
may impede growth since it requires savings in surplus countries to be
in deficit countrics, This transfer is not always casy and may be subject
-al impediments. 1f the situation in the industrial countries has not been
good, that in the developing countries has been worse on account of the huge
they have had to bear. Of course, with the benefit of hindsight, one
‘argue that their predicament in some measure stemmed from overwillingness
the industrial countries in providing loans. For many of these countrics, their

 burden far exceeds their debt-servicing capacity.

remedy the icicncies of the ies and eighties, the author
structural reforms and indeed he suggests calling the decade of the
as the structural revolution. The rationale for structural reform, he argues,
improve economic performance by raising potential output through improve-
in allocation of resources, through trade liberalization and the removal of
distortions and subsidics. This of course is not a new approach. In fact the
of the sixtics and seventies saw the positive effects of such policies as
 been manifested by the expansion of world trade. In particular he suggests
uctural measures 1o remove some of the rigidities of the labour market. He
extols the virtues of structural measures on both exports and imports through
 promotion of market forces. While these may be good suggestions, the world
ered with negative evidence of the difficulty of such measures. The common
agricultural policies is a case in point. It bears to mention, at least in so
as it affects ian and other vegs oil prod that the US call for
er trade falls on deaf ears. Thus powerful political lobbics mounted by the
ican Soya Bean Association can be said (o have extra-territorial effects. In

the effect may be observed at least in all the industrialized countries.
The author suggests the movement towards regional integration spearhcaded

the Canadian-US free trade and the i ion plans may
taken as models for other regions 1o promole the dismantling of barriers against
trade. While these agreements would boost intra-community movement of
£0ods and services to the betterment of the community, it is a matter of
“bate as 1o whether these gains would not be at the expense of the rest of the
d. All we have heard thus far s that these groupings would not erect barricrs
st the rest of the world. This is quite questionable. For example, the Euro-
4 integration is around the corner in 1992 but we have yet to see how existing
basriers such as the Community Agricultural Policy (CAP) would be removed.

ious circle that has tended to
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In so far as the international monetary system is concerned, the author suggests
that the probability of a new system emerging is high. This is considered
necessary 10 avoid extreme volatility which has manifested itself in terms of
fundamental misalignment of currencies.

The author also ad ly di d the ization of financial markets
that began in the eighties and its implications, particularly its potential effect of
amplifying distortions. Also, there may be a tendency for countries which benefit
from the inflow of foreign savings lo regard them as a substitute for domestic
savings. The highly indebted countries provide good testimony of this.

Besides these, there are other challenges such as:

a) How best 1o address the debt problem of the severely indebted developing
countries since measures initiated in the cighties have largely failed.

b) F and regional i ion of Europe and the US present a trade
fortress to developing nations.

c) ic cffects of envi 1 policies i produce negative
externalitics which have to be reduced. Consider, for example, the emergence
of the envi lists in the Parli which is a indication of

concern about such matters. Another result that has implications for the
Malaysian economy is the campaign against tropical hardwood.



THE MALAYSIAN ECONOMY IN THE 1990s:
ALTERNATIVE SCENARIOS

Kamal Salih

Global restructuring that has been taking place since the second oil
shock will likely spill over into the 1990s. While such developments
in the external environment will affect Malaysia's prospects in the
coming decade, developments in the domestic environment, both.
economic and political, will also play a pertinent role.

Recovering from the effects of the recent recession through
improvements in commodity prices and the adoption of adjustment
policies, the economy benefitted from liberalization measures to
promote investment through new lax and monetary schemes. Debate
has begun on the economic policy to be adopted in place of the existing
New Economic Policy. While there are indications of a new growth-
oriented policy, the particular set of development strategies adopted
will significantly affect the growth path of the economy and its long-
term consequences.

This paper examines the long-term outlook of the Malaysian
economy in the context of the post-1990 external and domestic environ-
ments, taking into account the cyclical and trend factors, national as
well as global.

Introduction
IS paper examines the long-term outlook of the Malaysian economy in the
text of the post-1990 external and domestic environment. This requires not
a forecasting exercise involving a number of critical macro-economic

of in the decade.
other words, projecting the of the y over the long-term
$ consideration of those cyclical and trend factors, national as well as global,
are likely to impinge on its growth and development.
The world economy has gone from crisis in the 1970s o structural adjustment
in the 1980s in the spheres of trade, investment and finance. Global restructuring,
Which saw the decline of US economic hegemony and the rise of Japan and the
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East Asian economics, reforms in the centrally-planned economics, East and West,
and the emergence of new centres of growth in the rest of the world, will likely
continue into the 1990s. The growing interdependence, competitiveness and un-
certainty of the world economy, which were features of the 1980s, made inter-
national impulses crucial factors affccting domestic economices, especially those
as open as Malaysia’s. While a shift to domestic sources of growth among Asian
countrics are likely in the next decade, financial and other cconomic developments
in the external environment can be expected 1o continue to have some influence
in determining the ¢ i of i

As for Malaysia, ils economic prospects over the long haul depend also on
developments in the domestic environment. Having staged a remarkable recovery
from the recession of 1985, through improvements in commodity prices and the
adoption of adjustment policies relating to the govemnment deficit, the cxternal
debt, and the exchange rate, the economy also saw measures implemented by
government to liberalize the economy through new tax and monetary schemes Lo
promotc investment. Besides contributing to the recovery, these policy measures
Jaid the basis for greater capacity enhancement and output growth. Of greater
importance 1o economic prospects over the next decade is the cconomic policy
1o be adopled in place of the present New Economic Policy (NEP). That policy
is presently being debated, the final shape depending on the consensus achieved,
and will implemented by the government through a new Outline Perspective Plan
(OPP) While indications are that the new policy will be growth-oriented, the

set of P ies adopted will greatly influence the growth
pall\ of the economy and its long-term consequences.

This paper will first examine the trends in the external environment in terms
of growth prospects, aspects of global restructuring and the regional adjustments
expected to take place over the next decade or so. This will be followed by a
review of recent key trends in the Malaysian economy and developments in the
domestic environment which are likely to affect its future growth prospects. In
the final section, before concluding remarks, we present three altemative scenarios
for long-term projections and discuss the implications for the Malaysian economy
in the 1990s.

2. Trends in the External Environment

The major trends in the external environment that will affect Malaysia's prospects
in the 1990s are associated with the global restructuring that has been taking place
since the second oil shock, the impacts of which are likely to persist through the
coming decade. Three di ions of this ing are: first, adji o
the US twin deficits (federal and current accounts) and the North American free
trade agreement; second, the single European market agreement which comes into
effect in 1992; and third, the of Japan as an ic power and of
Western Pacific integration.




INTERNATIONAL AND DOMESTIC PERSPECTIVES 43

The current imbalances of the US economy continue 1o cast a long shadow on
of the world and will prolong its slow growth syndrome for much of the
sinder of this century. While cutting the federal deficit is an internal political
ts persistence, however, may eventually jeopardize what is already the
post-war economic expansion on record. The other concern is with the
ent trade deficit, which translates into a continuing threat of protectionism
will have dire consequences on world economic growth and the future
erformance of the Asian-Pacific economies.
‘The threat of protectionism in the US is closely tied with American political
Despite the defeat of the original Jenkins bill in 1986 and the Gephardt
ment, the call for a free but fair trade pushed the US government into strong

al action against its major trading partners with whom it had developed a

deficit. This now has taken the form of Super 301. Protectionist pressurcs

| also led (o new initiatives in multil; trade iations within the new

\TT Uruguay Round, including in the area of trade in services. The US-Canada

trade agreement has also been scen as a trading bloc that could possibly

access to the world’s largest market for the rest of the world. Economic
ents in the US, which in the context of global structural shifts have an

t on the former's own compelitive position and reindustrialization, have

ficial impacts on the rest of the world.

The single European market plan (o come into effect in 1992 has created much

onfusion and fear in equal measure amongst the rest of the world economy. The

ision is over whether the plan means a “Fortress Europe”, and the fear is
the effects this will have on extra-European trade development and invest-
diversion. European attempis to explain the concept have not, so far, had

h impact in allaying the fears of Americans and Asians alike,

The major focus of European structural adjustment is the solution to the
lemployment overhang, resulting from lowered producti ty and deskilling due

e loss of its competitive edge in manufacturing to the East Asian cconomics.

s¢ of the unemployment overhang and the decline of European industry, a

fiod of relocation through direct foreign investments ensued in the 1970s as

pean enterprises sought to maintain their profit levels and expansion in
ty. The emergence of the so-called new international division of labour as
of the export of European capital has been the major result of this develop-

Ithas, however, also brought new pressure towards protectionism and calls

‘& new industrial policy in Europe.

“The 19805 and 1990s could, therefore, see a reversal of this trend with the re-
ialization of Europe through technology d and the introducti
Pew social contract between labour and capital. This is supposed to be aided

irther by the hening of ici ion with the compl
liberalization of intra-European trade in 1992. However, a consolidated European

K 'y, together with an increased role for the European Monetary System

e
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(EMS) and greater coordination among the Group of Seven, would help to stabilize
the world monetary situation and contribute 10 a smoother transitional path in the
global restructuring process.

The emergence of the Asian-Pacific Rim as the locus of high economic growth
during the 1980s was the result of trade patierns that had emerged among Asian-
Pacific countries, and between them and the United States and the European
Economic Community (EEC). This triangular Pacific trade was induced by the
rapid industrialization that had taken place in the 1970s and early 1980s among
the Asian countries. The increased trade flow was created by the burgeoning US
market for finished products, and dominated by US-Japan trade relations. Two
basic processes occurred during the period: (a) adjustments at the global econom ic
level to the two “oil shocks” of 1973 and 1979, and the declining comparalive

in “traditional” d goods among the advanced industrialized
countries, and (b) adjustments at the regional level o the rising comparative
advantage of the Asian newly industrialized countries (NICs) in light manufac-
wring and of ASEAN in raw material exports, and an emerging division of labour
amongst Japan-Asian NICs-ASEAN as a new industrial belt within the global
econormy.

The emergence of this belt was induced by the world-wide structural adjust-
ments and industrial relocation that began in the 1970s. These adjustments

followed the ch: dynamic parati ge of the different countries
in the Asian-Pacific region in diffcrent sectors in the industrialization process.
This result has been ibed as forming 10 a lled “flying geese”
pattern of In this industrialization process late-c s appeared 1o

have successfully adopted a strategy of entering into sectors in which they have
a rising comparative advaniage in some cost terms, by importing technology from
an alrcady mature cconomy whose comparative advantage in that industry seems
10 be on the decline. The latier in tum began Lo invest in new industrial products
using new technology and know-how for which they have the innovative edge.
Such industrial restructuring and shifts in the position of the economies involved
in the global specialization and division of labour are not always smooth and
involve frictions in adjustment and competition.

The relative performance over the past twenty ycars of Japan, the Asian NICs
and ASEAN in trade in the three categorics of manufactured goods, namely, non-
durable consumer goods, durable consumer goods and capital goods, is reflected
in the trade specialization coefficients that emerged amongst the three cconomic
entitics. In this regard, Japan had become a net importer of non-durable consumer
goods since 1972, while the Asian NICs reached a peak as net exporters of this
product category around 1977. ASEAN, on the other hand, became a net exporter
of consumer non-durable goods in the early 1970s, and is expected catch up with
the Asian NICs in this category by the late 1980s. In the durable consumer goods
category, however, ASEAN remains a net importer and is likely o remain so until
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1id-1990s. The Asian NICs, on the other hand, became net exporters in the
1970s and look set 1o challenge Japan in this category in the early 1990s.
er, it is clear that Japan will remain dominant as a net exporter of capital
 for some time to come, although the Asian NICs will probably reach “self-
™ by the end of this decade and become net exporters, as they are in
e . ASEAN will continue 1o depend on imports of capital goods for some
 come from Japan, the Asian NICs and elsewhere.
These sectoral shifts were made possible by the global restructuring that had
 place particularly in the US and the EEC up to 1983. The pent-up demand
ssumer goods in the world’s largest market, rising labour costs inducing
ion off-shore of production facilities and the availability of cheap labour
st and Southeast Asia, as well as active promotion of foreign investment
th tax incentives and other reliefs, have contributed to rapid growth in
ured exports from the Asian-Pacific Rim to the US and the EEC. The
and low US dollar situation stimulated Japan to relocate their production
as, a process begun in carnest since 1986, This may result in the future
pment of the capital goods and machinery parts industries as well as other

induced relocation and new investment from the Asian NICs 0 ASEAN and
developing countries in the region. Consequently, the inter-industry structure
eloping countries in the region will likely become more mature and

between int ional trade and i in this

more dependent upon Japan and other developed countries than upon its
wn fellow members. It is expected that direct investment from the Asian NICs
countries will also increase. As for Japan, it is inevitable that she will
increased pressure from outside for casier access o her domestic market and
more positive action for ion through i sed direct
ment and official assistance in the region.
In the past three years, there has been a direct foreign investment boom in the
on, especially from Japan due to the high yen. JETRO's White Paper on World
t Foreign Investment estimates that the world's outstanding direct investment
 the end of 1986 increased 20.4 per cent over the previous year. The growth
of outstanding investment in dollar terms was 37.5 per cent for West
nany; 34.1 per cent for the Netherlands; 32 per cent for Japan; 19.3 per cent
the UK and 13.1 per cent for the US. In fact, Japanese direct foreign invest-
‘ment outstanding grew at an annual rate of 20.1 per cent from 1980 through 1985.
‘The Asian NICs have also begun from 1988 to make commitments in the ASEAN
Tegion as foreign investing countrics. While the US was the major target of that
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investment growth in the carly 1980s, direct investment in Asian countries arc
also increasing, accounting for 50 per cent in 1985 and 53 per cent in 1986 of
the total investment in the developing countries. In 1986, Japan's investment in
Asia increased 73.8 per cent over the previous year, second only to West Germany
which grew by 91 per cent. The growth of Japancse direct foreign investment
inflow 1o various Asian countrics continued apace, with Thailand, South Korea
and Taiwan leading the way. Malaysia’s direct foreign investment inflow was
103 per cent over the first eight months of 1987, and this tripled again in 1988.
Thailand absorbed a large absolute share of Taiwan direct foreign investment in
1987 and 1988, while the growth of dircct foreign investment in Malaysia from
Japan, Taiwan and South Korca showed a healthy turn for the same period and
is rising rapidly. The rising yen over the Tast five years of the 1980s had also
encouraged renewed growth in direct foreign investment in Asia by Japanese
small- and medium-sized firms. These investment trends are likely to continue
into the 1990s.

Prospects for world economic growth will surely be influenced greatly by the
success of these continuing structural adjustments in the various parts of the global
economy. The emergence of a multipolar cconomic system, along with an
increasingly peaceful world, are fundamental stabilizing factors underlying these

1j The p ilities of greater ional ination of i
policies will promote stable paths of ition and i jons in the
global business cycle. The fact that the world economy is also entering the
expansionary phase of the Filth Kondratieff Cycle, which will carry into the
twenty-first century, also heralds an economic uptrend that will [urther promote
growth and restructuring. For Asia, this constitutes not only an opportunity for
new technology absorption and phased regional transfer of existing technology
and industrial production; but also a new building cycle that should last the better
part of the 1990, as governments seek 1o expand back-up infrastructure invest-
ments in order 1o promote further sustainable growth, The major threat 1o this
bright picture is, of course, \he converse situation in each case: rising protectionism
due to the failure to solve external imbalances and the rise of trading blocs,

down of ic coordination, failure of initiatives such as the Brady Plan
10 solve the Third World debt problem, and the failure of domestic policy 10 adjust
1o the changing external and domestic environments.

3. Trends in the Domestic Economy

Weaknesses in the strucwre and resilience of the Malaysian economy became
apparent after the recession in 1985: the narrow industrial base; the dependence
s ' g

on ¢o 10 be d by growing ition from
lower-cost producers in neighbouring countrics; the problem of graduate un-
cemployment and the skills gap: the low indi [t ical des :

and the problem of an over-sized public sector and an over-regulated economy.
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Measures adopted to adjust the economy taken since 1985 include cutting down

the g deficit; better of the external debt; tax reform;
deregulation and changes in the structure of investment incentives and tari(f
ion; exch rale and financial reform; privatization, etc.

?ogethex with the recovery of commodity prices, these structural adjustment
policies produced a remarkable turnaround in Malaysia’s economic fortunes that
augur well for the 1990s. The longer term for the i y
depend not only on the global and regional environment as described above, but
also developments in the domestic environment, both economic as well as political.
~ Given that sound ic fund: prevail, the Malaysi: my has
the potential to expand and develop further. To examine this question, a more
detailed analysis of data on the relationship between privalc and public sector
estment is needed. Other than the need to analyze the features of investment
uch as the incremental capital-output ratio (ICOR) to identify the sources of
tal that have been effectively utilized, an analysis of crowding-out or
ing-in effects is also usclul to ascertain whether government expenditure
Linvestment in the 1970s and 1980s have resulted in blocking out private sector
estment or helped promote it. This analysis will point to the possible direction
respective role of the private and public sector in economic development
r 1990. Such an analysis should also identify the role of foreign investment
tional development. We should also examine the contribution of the “third
(that is, tech 2y ip, i ion and efficiency) lowards
h of national output.

According 1o the data from EPU, the ICOR, which measures efficiency in the
n of capital, increased from 3.65 during 1971-80 to 7.21 during 1981-
this was anticipated to drop to 4.76 during 1986-90. The high ratios (a
of 3 is considered the average) arc the result of a combination of factors:
ty of the capital utilized, the need for economics of scale and others,
for public sector investment is much higher than for private sector
: the data shows that the ratio for the public sector increased from an
2¢ of 6.75 during 1971-81 1o an average of 15.51 per year during 1981-85.
particularly high during 1982-86, the years which saw the implementation
avy industrics strategy. In contrast, the private sector ICOR has increased
2.27 10 3.87 over the same period, excluding the anomalous years of 1975
86. The ICOR for the industrial sectors, namely manufacturing,
) transport and communication, electricity and water supply, all have
due to the capital-intensive nature of these investments. The high
and the rising external debt due to this type of investment particularly in
sector, are some of the major problems associated with the imple-
tion of the NEP in the last two decades, and differ markedly from the
¢ in the newly industrialized countrics. One must note also the volatility

Measures, especially in the public sector.
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One important cause of the high ICOR in the public sector is the expenditure
pattemn of the non-financial public enterprises (NFPE) throughout the NEP period,
especially in the 1980s. NFPEs in Malaysia can be defined as the production
entities that are owned and/or controlled by public authorities who, in tum, market
the output. On the whole, NFPEs have been used o serve a variety of socio-
economic objectives, including both of the NEP objectives to eradicate poverty
and restructure society. NFPEs have also been used in the establishment of heavy
industries and others. Public companies, which were estimated to comprise about
one third of the national economic activities, have emerged in just about every
economic scctor and are said to have a unique dynamic feature. It has been asserted
that there is a possibility that such companies have not only contributed to the
increased public debt, but through inefficiency and accumulated losses, have led
1o wastage of i and i d the g ’s fiscal burden.
The scope for cconomic expansion in the future involves the removal of this
“inefficiency overhang” through write-offs and other financial reconstruction, and
through privatization of these concems, which has already been planned.

On the question of whether there is a crowding-out effect by public investment
on private i a preliminary study by the Malaysi Institute of i
Research (MIER) shows that, gencrally, this was not true cither for the entire study
period of 1970-88 or for the two sub-periods, 1970-79 and 1980-88. However,
there was physical ing-out in terms of prod as aresult of g
consumption. Also, when the sources of financing arc examined, there is some
indication that in the 1970s, the sources of private investment were saturated due
{o financing of government investment through domestic mobilization. This,
however, does not appear 10 be the case in the early 1980s because government
investment then was financed through external sources. A more definitive
conclusion will be forthcoming when a more detailed study is carried out later.
The shift to a bigger role for the private sector, as alrcady announced by the
government, through ion and further li ization in the next decade
under the post-1990 economic policy, should provide the impetus for private
investment to play the leading role in economic growth.

The information on contribution from the third factor that was given by the
EPU (based on a World Bank Study) showed a drop in the contribution of the
residual factor to national output from 28 per cent in 1970-75 to 13.7 per cent in
1975-80 and 1o rise again to 21.1 per cent in 1980-83. MIER's study, using a
different basis for lati shows that ical and i factors
contributed between 17.6 per cent and 20.8 per cent (depending on the assumption
made on the contribution from labour) for the whole NEP implementation period.
The percentage contribution of the third factor to growth, a measure of efficiency,
innovation, technology and skills, can be compared with the situation found in
both developed countries and Asian NICs, where this factor contributes more than
60 per cent (o the national growth of output. This shows how important it is that
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the problems of was!agc, mcf ficient management, shortcomings in skill and
“manpower, and need o be in the future
under the post-1990 economic policy. Our calculations show that, holding the
contribution of labour and caphal constant, a doubling of the third set’s contri-

and

d help improve the growlh prospects for the future,

Overall, MIER’s analysis of production potential (estimated as the GDP trend
een 1962-1988) and index of capacity utilization (calculated as the ratio
een actual national product and potential product) shows a sufficient
ent in the years of the NEP implementation (Figure 1), except in the
1985 recovery when actual output is still below its potential. In per capita
terms, incomes doubled twice during the NEP years (Figure 2): the first
1971 until about 1976; and the second between 1976 and the middle of 1981,
te the below potential national producl in 1975-79 period, Problems arose
1981. The latest world low-d and in private
ent and public spending discussed above dragged the national product
v potential, especially after 1984, Per capita income fell back from the
0 mark in 1984 1o the 1981 level duc to the 1985 recession. Only after
tral adjustments and economic recovery of 1986 did the economy rise
ick 10 its potential level, and the economy recovered its long-term historical trend
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by 1988. The prognosis based on current economic trends is that per capita income
will rise back 1o M$5,670 (US$2,100) by 1991.

A new source of growth for the 1990s is the resurgence of direct foreign in-
vestment as a consequence of developments in the global and regional economy
which we have described above. The trend is clear from the middle of 1987,
and by 1988 the shift from export-led growth to i led growth was
definite. This is expected to continue into the new decade. The re-emergence of
foreign investment in the cconomy through the relaxation of the restructuring
requirements under the NEP during the post-1985 recovery, however, has caused
some concern regarding the achi of the NEP ing targets, While
foreign investment has been considered important in achicving the present
recovery and for further cconomic growth, suggestions have been made to ensure
greater sclectivity of industrial focus in order to differentiate between real estate
i ing i and portfolio investment (stock), and
diversification of sources of capital would prevent the national cconomy from
being captive to one dominant forcign economy. In the former case, what should
be encouraged is real and productive investment. We should also promote the
role of new forms of investment such as management contracts, licensing and
franchising, and joint ventures are also needed especially in the services sector
which is anticipated to play an important role in our economic future. Such
diversification of sources of capital will lead 1o a more balanced integration of
Malaysia into the world economy. There is now also great concern over the need
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promote domestic private investment as well, by treating equally foreign and
ocal privale investors.

‘The trend towards domestic-led growth in the 1990s, while riding on the new
e of foreign and local private investment, would be enhanced further by the
v building cycle that is anticipated in the Asian region. Shinohara (1988)
wvered these medium term cycles, which for Malaysia took about 8-12 years
peak-to-peak, the last onc being in 1982, This study was subsequently
ated by Oshima of the University of the Philippines using data for most of
oon Asia. From our own sources, il is apparent that the property boom
d its height in 1982, and by 1984 it had collapsed. By carly 1988, the
perty market had bottomed-out amid signs of new construction activity
ing with low o medium-cost housing. In the first half of 1989, industrial
0 tion began Lo take off, and with the lower effective ringgit, real property
ets were bought, especially by foreigners seeking bargains. This new con-
ction uptrend is expected to rise steadily (o peak around 1994, with a downturn
g by 1995 The conslmcuon boom will be strengthened if not extended
in the transport and utilities sector over
slme period. This mfraslmclure spending should boost economic growth
rther over the next decade.

- Above all this, the Post-1990 Economic Policy, which is expected (o replace
e present NEP when it ends in 1990, will no doubt largely determine, whatever
i , the direction of growth and development in the 1990s. The post-1990
nomic policy is being deliberated in the National Economic Consultative
incil, and recommendations arc expected to be submitted 10 the government
end of 1989. From pronouncements made from time to time by government
and as indicated by recent policy initiatives, a refocus on growth and
tion of absolute poverty appear to be part of the consensus. Among the
es that will engage planners and politicians alike is how far to go towards
n and economic liberalization in order to promole growth, without
rdizing the distribution goals, and most particularly, the restructuring
ives of the old NEP. A recent communique arising from the National
ce on the Post-1990 Economic Policy, jointly organized by the National
nber of Commerce and Industry and MIER, pointed to a consensus on four
growth and distribution; human resource development; defining the respec-
¢s of the govermnment, private sector and the foreign sector; and the question
turing. In the latter case, a de-emphasis of wealth restructuring was
by a greater focus on the goal of creating a Bumiputera commercial and
community.

has advocated the adoption and implementation of an Income Doubhng
ibution Plan (IDDP) as a framework for the OPP, 1991-2000. The main

t objectives of the IDDP are as follows:

4 growth rate of about 9 per cent per annum
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Double the per capita income from about M$5000 in 1990 and achieve parity
in i noi i average h hold income by 2000
Eradicate absolute poverty by 2000
Full employment of labour force, at five per cent unemployment, through
growth and efficient utilization of human resources
« Raise further the standard of living through education and through increasing
access to basic services, such as health, water and electricity.
In other words, the IDDP is essentially an accelerated growth with distribution
plan, and as will be scen below, coincides with the High Growth Scenario pro-
Jjections.
The IDDP in one version or another may or may not be adopted eventually
by the government, but the new OPP will have to give considerable attention o
many of the issues raised in the above examination of trends in the domestic
cconomy in order to project the likely future prospects of Malaysia in the 1990s.
Having considered both the key trends in the external and domestic environment,
it is now possible to construct some alternative scenarios and examine their likely
impact on national growth p and related P

4. The Malaysian Economy: Alternative Scenarios in the 1990s
The outlook for the Malaysian economy in the 1990s is now examined according
1o three alternative scenarios based on the description of key trends in the
international and national envi ined above. The projections are b
on Wharton ic F ing A iates's (WEFA) country monitor
model for Malaysia, which is driven by exogenous forecasts of world economic
growth and a set of exogenously forecast national level inputs. The former fore-
casts are derived from a model developed by Onishi, whose Future of the Global
Interdependence (FUGT) Model contains approximately 50,000 variables covering
140 countries and country groupings, whilst the latter are obtained from various
estimates as well as from the scenario analyses. The two models used for this
scenario analyses are obviously not fully integrated; in addition, the WEFA
country monitor model is non-behavioural. Nonetheless, the linkages are mostly
d i lly once the P are esti d or forecast.
The ions and exog ly d values are given in Table 1,
while the forecasts from the FUGI model is given in Table 2. The baseline pro-
jection for Malaysia by Onishi forecasts a long-term growth rate of around 7 per
cent per annum up to the year 2000, while his alternative projections (“optimistic”
or “pessimistic”) adds or subtracts an average of about 1 per cent from the base
trend (Table 2). If Malaysia can achieve a more efficient management of the
economy at the macro- and micro-levels, through reductions in the ICOR and
improving the contribution of the third factor (namely, technology, innovation,
skills and entreprencurship, etc), by MIER calculations, an additional 1.5-2.0
per cent may be added (o the annual growth of output as projected above, thus
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Table 1
A ions for the Three A ive Scenarios

Low Growth  Baseline (Trend) High Growth

Scenario Scenario Scenario
2% 3% 4%
0-1% 2% 3%
2% 3% 4%
4% 5% 6%
-20% — +20%
— — +20%
+20% — -10%
-10% — +5%
5% 7% 9%
0% x1.5% 2%

hing the long-term growth target of the income doubling and distribution
Malaysia has to undertake the necessary structural adjustments in order to
eve a higher rate of industrialization if it wants 1o attain this GDP growth
by the year 2000, if not earlier, depending on the success of global restruc-
and the ic and political envi during the period.
| the Baseline Scenario, the world economy is expected to grow at 3 per cent
nnum, with the US economy growing at 2 per cent, Europe at 3 per cent
Japan at 5 per cent per annum. Interest rates are 8.2 per cent per annum
N 1990-1995 and 7.6 per cent per annum between 1996-2000. Foreign
nent is expected at a vigorous rate (around 10 per cent per annum), and
is set 1o approach parity with the US dollar (USS$1=¥100) by the year
Commodity prices are generally sct only to partially recover their 1981
8, except for food, forest products, and other fuels and beverages which
Hain or surpass their 1981 index level. Saudi Arabia crude is put at US$21
323 for 1995 and 2000 respectively. The Malaysian GDP growth rate is
as 7 per cent per annum for the Baseline Scenario, with some shifts in
N of trade to Japan and East Asia. Third factor growth improves by 50
‘it over the ten-year period.
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Table 3
Malaysia Projections, secording to Alternative Seenarios, 19%0-2000
(in current USS million)
S ———

Low Growih Baseline Tligh Growth

Scenario Scenario

1985 1990 1995 2000 1995 2000 1995 2000
Trade Account Bulance 3672 5425 5462 SSS8 w7 6213 6547 5504
Merchandise Exports 15265 20260 25983 35650 30243 41712 34503 47774
Merchandise Imports 11593 14836 20522 30092 22416 35499 27957 42269
Service & Income Credits 2507 3324 4170 5469 4307 5754 4587 6227
Service & Income Debiits 6907 9355 11054 13265 10392 12692 M1IS3 14048
Net Transfers, -30 0 0 0 0 0 0 o
Current Account Balance 668 607 1422 2237 1743 15 20 02316
Giross Debt (end year) 16500 22857 24931 20172 222110 25969 26337 32179
Short Term 2310 2468 3414 4336 Ing SN 4651 6090
Medium and Long Term 14190 20419 21517 24836 18481 20855 21685 26089
Cent. & Dep. 4912 6807 8863 12771 9681 15066 12074 17939

Bank Assets (EOY)

Change in Assets 1189 674 3130 3908 3948 5385 6341 S86S
Net Debt (end year) 10354 14146 13734 13817 10196 K320 11929 11656
Servicing of M & LT Debt 1633 3323 3603 3713 3259 3191 3239 33IR
Interest Payments. 106 1334 1614 1783 1270 1261 1250 1389
Principal Repayments 527 1989 1989 1939 1989 1930 1989 1930
Debt Service/Foxport (%) 107 164 139 104 08 76 94 69
Gross DebyExparts (%) 1030 113 959 818 734 623 763 674
Intereat/Exports () 72 66 62 5 42 3 36 29
GDP, 1980 USS bill 303 386 453 567 495 669 37 719
Population, mil. 156 173 195 218 195 218 195 218
GDP Per Cupita (US) 1940 2230 2320 2600 2540 3070 2750 3570

From Table 3 it can be seen that the long-term trend forecast under the Bascline
Scenario for Malaysia gencrates a trade surplus of US$7.8 billion by 1995,
reducing to US$6.2 billion in 2000, and a current account surplus by 1995 of
US$1.7 billion, but this reduces 1o a deficit of USS725 million by year 2000. The
major factor for the reduced current account surplus is the high remittances
overscas in the form of profits and dividends by foreign investors. Gross debt
was projected to be at US$22.2 billion in 1995 and to increase further to US$25.9
billion by 2000, The debt-service ratio, however, reduces to 10 per cent of exports
in 1995 and 7.6 per cent in 2000,

In the “Low" Growth Scenario, the world cconomy is set 1o grow at only 2
per cent, with imports by US and Europe reduced by 20 per cent over the period,
while those by Japan remain at the trend level. Interest rates are expected to rise
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by 20 per cent over the 1990 level, and dircct forcign investment is expected to
fall by 10 per cent over the same period. The Malaysian GDP growth is projected
1o increase at 5 per cent per annum. There is no change in third [actor contribution.
- The result of this scenario projection worsens the current account deficit over
the two periods 1990-1995 and 1995-2000. Net borrowing requirements also
increase in comparison with the bascline scenario in order to maintain the growth
rate of 5 per cent per annum with a debt service ratio of 13.9 per cent in 1995
and 10.4 per cent in 2000. Factor service repatriation also appears to have
d.

In the High Growth Scenario, world economic growth is st at 4 per cent with
th US economy growing at 3 per cent, Europe in excess of 4 per cent and Japan
6 per cent. Thus, all their imports from Malaysia are projected to grow by 20
er cent higher than the Baseline Scenario, whilst investments grow by 5 per cent
er than the trend, and interest rates decline by 10 per cent over the baseline
level. The Malaysian economy, thus, is slated to grow at 9 per cent per annum

er the period, namely at the Income Doubling Plan target rate. The contribution
third factor growth is double that of the “Low” Growth Scenario.

In this scenario, the trade surplus is expected 1o be US$6.5 billion in the first
eriod and to reduce moderately to USSS.S billion in the second. The trade surplus
_projection in this scenario is slightly lower than the Bascline Scenario, largely
se of the sharp acceleration of impart demand. Parallel to this, the current
-account is projected to record a small deficit in the first period and worsen further
the next period. Apart from the increase in import intensity, huge factor
yments outflow also contributed to the deficit. The debt service, however,

ational and national factors which will have impacts on the growth path of
e Malaysian economy. The model may not be robust enough 10 factor out these
especially to track causal paths of the key determinants which at present
‘€ not been incorporated behaviourally in the model used. This is currently
g undertaken at MIER to improve on the above results,
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ACCELERATED INDUSTRIAL EVOLUTION
EAST ASIA: LESSONS FOR MALAYSIA

Wollgang Kasper*

The purpose of this paper is to analyze the reasens for the
extraordinary, sustained industrial performance of the East Asian
markel economies. It draws on recent theoretical developmenis in
ionary ics, oligopolisti petition and publi
theory. These theories highlight the importance of the economic order
in inducing industrialists to compete by price, innovation and quality,
and in preventing them and public officials from cooperating to secure
“market niches” by cartelization and lobbying.

We then list a complex combination of phenomena that make up
what might be termed the “East Asian pattern of industrialization”
(observed primarily in Japan and the four first-generation new indus-
trial countries). Most notable among these are systematic policies to
make the supply of production factors elastic, to attract bottle-neck
supply factors from abroad, and 1o create a stable socio-economic
order within which competitors and investors can work and plan with
 confidence. A performance-orisnted economic order forced East Asian

industries increasingly. 1o realize economies of scale to compete in

\export markets (though not always at home) and has ensured small
government. We show that the extraordinary Fast Asian success in
accelerated industrial evolution owes much 1o an understanding of
these fundamentals (and much less to market interventions on behalf
of specific industries).

Malaysia shares many Jor rapid i ializati
With the successful East Asian economies. If it wants to emulate their
indusirial performance, it would have to
(a) give priority to efficiency growth over a policy of positive

liscrimination that tries to achieve income redistribution, and
creates secure "niches” for certain groups;

gues, fricnds and the commentators at the Tenth Economic Conveation, especially

van and Professor Fong Chan Onn, for many comments on an earlier draft, but
five responsibility because | have remained obstinate on some points. 1 also owe a
tude 10 Prof. Heinz Amdt (Canberra), Dr. Lec Tsao Yuan (Singapore), Dr. Abul
berra), Prof. Jim Ricdel (Washington), and Dr. John Zerby (Sydney).
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(b) open up the economy and expose all industries to international
market forces and review the intended and unintended side effects
of all regulations, and

(c) expose producers in the public and quasi-public sectors, which
have grown as “stakeholders” of Bumiputera interests, more fully
10 genuine, open comperition by removing all patronage, possibly
by privatizing or closing down state-owned firms.

The East Asian evidence suggests that such reforms would
accelerate productivity growth and raise capital efficiency (and lead
to a more equitable inter-personal income distribution). The question
is: will the industrial and official interest groups, which the New
Economic Policy has created, allow such reforms?

“... there is no mgic formula {for economic growth]

— no combination of one or two or even ten or twelve
policy buttons that, once pushed in the right order,

will guarantee economic growth,*

A.C. Harberger (1984), World Feomomic Growtk, p. 427.

1. The Spread of Modern Industry to East Asia
The industrial age dawned in East Asia late last century when modemn industry
took off in Japan, Shanghai and other coastal cities of China. Early East Asian
industrialization followed two different patierns that define the spectrum of East
Asian industrial policics up to our Lim
A. In Japan at the beginning of the Mciji Restoration (starting 1868), "...a large
portion of the Japanese ruling class... ok a collective decision 10 carry out
a revolution from above... with the dchbcmlc objective of making Japan
fukoku-kyohei, ‘rich country, strong army™ (Johnson 1983:177). A group of
burcaucrats, politicians, merchants, bankers and samurai decided collectively
1o develop industry by systematically emulating the West, but with minimal
dircet foreign involvement to avoid a colonial take-over. A government
department (Kobu Sho — Department of Industrial Matters) “served as an
lndlcpensahlc midwife of almost all the industrial projects™ (Tsuru 1963:144).
was by mobilizing all necessary ion factors.
Most were developed locally (except technical know-how) and often at
considerable sacrifice. Industrialization began with low-skill, labour-intensive
activitics, but it was soon guided towards more heavy industries, partly for
military reasons and partly 1o bias the industry structure in favour of fasicr
industrialization (unbalanced growth).
In Shanghai and other treaty ports, modern industry grew organically out of
entrepdt activities in the late 19th century, o[wn with big direct foreign inputs
of hip, capital and d industrial ventures
soon lnggcrcd vigorous Chinese imitation. Lnduslna] evolution was driven by

=
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market forces (including transport costs) and focussed on labour-intensive
activitics. In the 20th century, public intervention, government-industry
collusion and war played a big role. Before 1950, there was little systematic
effort to mobilize the inputs for industrial growth. Education and training,
capital formation and natwral-resource development received little systematic
support by government. There was no cohesive development of industrial
policy."

irly industrialization demanded heavy sacrifices, which contributed to the
tical turmoil in China and Japan during the first half of the twentieth century.
But politics, in tum, hampered industrial growth. Nevertheless, the East Asian
dustrial centres developed further, so that the bi-polar world economy of a
tury ago (NW Europe and NE of North America) had become a genuincly
ri-polar one by 1950 with an important third industrial core in NE Asia.

After 1960, new industrial centres developed rapidly in East Asia. As had
n the case sixty (o cighty years carlier in Japan and the Chinese ports, the new
dustrial countries of the 1960s were spawned at a time of accelerated growth
in the major established industrial centres (Kasper 1983a). They became what is
w known as the “first-wave new industrial countries (NICs) of Asia” (Korea,
iwan, Hong Kong, Singaporc). More recently, a number of second-wave
trial countrics have been following in the steps of the “Four Dragons of Asia”
(Malaysia, Thailand, Guangzhou, Sichuan, Fujian,? as well as possibly Indonesia,
the Philippines, and Vietnam).*

- Bast Asian industrialization, once started, has almost invariably procecded
faster than in most other places. Though there are outstanding industrial success
stories elsewhere and in earlicr periods, the most spectacular industrialization
formances o date can be found in the Asia-Pacific region. Over the past 20
s, five countries (Japan, Hong Kong, Taiwan, Singapore, South Korea) cach
have at least doubled their national output and their industrial productivity every
decade, as did China in the ten years from 1978 to 1988 (which implics an annual
- growth rate of 7 per cent). Graph 1 places the exceptional performance in overall
€conomic growth of the East Asian market cconomies in an international
it il

"Eckstcin1975; Perkins 1975, 1986; Perkins 1988; Chai and Leung 1987, In this paper, we
Wil not pursuce industrial development in China, because political events keep distorting the
process, so that few systcmatic lessons can, in our view, be drawn for Malaysia.
At sometimes seems appropriate ta treat the various provinces of China analytically as separate
Economics of considerable size, with differing policies, industry strategies and great differences
in their levels of development. However, the wtalitarian collectivism that revealed itself (again)
Jin Junc 1989 is a common handicap that wil stifle the market economy and growth throughout
all of China,
The term “new industrial country” is used here loosely 1o describe upper-middle income
Countrics (per capita income in 1986 at between USS$2,000 and USS7,500), whose industrial
Browth rates aftcr 1960 ran for a sustained period at 7 per cent per annum or more. The term
Amplics no adyocacy of any particular industrialization or trade policy.
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Graph 1
Economic Growth in East Asla
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ective. Graph 2 gives an impression of East Asia’s relative importance in
world industry.

‘ Milestones that highlight the recent industrial growth performance in East
in market cconomics are:

‘The East Asian market cconomies (Japan, Northeast Asia and ASEAN), which
had a share in the gross world product of 6 per cent in the early 1960s,
exceeded 15 per cent by the mid-1980s. This is projected to climb further to
22 per cent by the year 2000 (Drysdale 1989: 15-25).
The growth of East Asian industrial production and exports is now rapidly
~ changing the economic geography of the world (Graph 3). The world export
share of East Asian market economics went from an already remarkabic § per
cent in the early 1960s to nearly 19 per cent in 1987 (Table 1); and the sharc
of the four NICs went from 1.4 per cent to 7.5 per cent over the same period.
More trade is now crossing the Pacific than the Atlantic,
More recently, trade within the Asian “growth complex™ has grown rapidly.
- There is now more intra-Asian trade than between the East Asian region and
~the United States (Zerby, 1989).
s In the mid-1960s, the four East Asian NICs contributed 32 per cent Lo the
OECD market for manufactured imports from developing countries (already
a sizeable share); by the mid-1980s, they have captured no less than 56 per
cent of that market.

| @2 Composition of World Industrial Production, 1986
Low-income countries (excl. Chins)
iddle-income couniries (excl. East Asia)

Peoples Republic of China

East Asian market economies
(exel. Japan)

Source; IBRD, Worid Dav. Roport
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Graph 3
Manufacturing industry:
Growth in Production and Exports
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1 Source: IBRD and national statistics

2 Non-oil manufactures, Source; B. Fischer - D. Spinanger,
Kiel Institute of World Economies, Working Paper No. 259.
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Table 1
Leading East Asian Exporters

1973 1987 1986

Country Rank % share of Rank % shareof Y% share of mfy.
world exports world exports in merchandise irade

Japan 3 64 3 93 97
Taiwan 28 0.8 11 22 91
Hong Kong 24 09 12 1.9 91
Rep. of Korea 39 0.6 13 19 92
P.R. China 20 1.0 16 1.6 44
Singapore 34 06 18 12 59
Malaysia 42 05 30 0.7 37
Total of above = 10.8 = 188 —

Source: GATT, Iniernational Trade 1987-88, Yol. 11, Geneva: Gau, 1988, pp. 7 and 66-
67.

2. A Theory of Sustained Industrial Evolution

These have the i i ic “pecking order™
and can offer imp lessons, A i is needed to interpret
the exceptional East Asian growth record and to identify which aspects of
industrial evolution were critical. Only on the basis of a cohesive theory can we
attempt to offer the lessons from the East Asian expericnce to the latest vintage
of fast-industrializing nations, including Malaysia.

2.1 Resource Mobilization and Entrepr ip
Modem growth (in industry and elsewhere) occurs when producuon factors —
labour, capital, skills, 'y, natural —are bi

with each other to produce output that is valued more highly than the production
costs. Itis not so much a matter of allocating known, given resources, but of un-
covering new resources, as Joseph Schumpeter had pointed out before the war.
This view of mdusu'ml grow!h is hlghhghlcd by lhc cunenlly fast growing school
of p (or ping new knowledge

takes time and requires the presence o[ acatalyst, ennepmncursh:p Entreprencurs

“Schumpeter 1912. See also; Tlayek 1945, 1978; Baumol 1968; Drucker 1981, 1985; Nelson
and Winier 1982; Freeman 1982; Scherer 1984; Clark and Juma 1987; Hanusch 1988, Two

t new journals, The Journal of Evolutionary Economics and Structural Change and
Economic Dynamics, mark the ascendancy of this branch of economics.
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— who are l.hc main agents of change — explore the unknown when they Lry out
new i of production factors (i i or sct up shop in new
locations. To use cconomic jargon: they push the production possibility frontier
outwards,

The relevant knowledge that entreprencurs uncover and test in markets often
consists of petty, but complex know-how. It is frequently not technical knowledge,
but often petty commercial and managerial know-how. It has to be constantly
adapted to changing conditions: how to cope with a price increase, how best o
design a specific product or process, how to motivate people, how o train new

skills, where to obtain inputs, (most i 1) how 1o keep expx
in good repair and operating without interruption, how to manage a speedy
duction flow and izc on stocks-in-trade, how to package and transport,

or how to develop a new market, and how to utilize feedback from customers,
Much of this know-how evolves constantly, in a dynamic proc The analysis
of how useful know-how evolves cannot be undertaken within the economics of
comparative static equilibria, which resemble the clegant dcu:mum:m of celestia
physics. The established neo-classical of comparative static
equilibria and conventional fixed-parameter econometrics are not very useful in
analyzing these problems. The appropriate analytical framework for the problem
of how new knowledge is found and tesied is provided by evolutionary dis-
equilibrium economics, whose approach is more akin 10 open biological growth
processes. This has been increasingly realized in the 1980s, as the influence of
“evolutionary economics” spreads. But the evolutionary economics approach is
sometimes being resisted by academic teachers who are reluctant to write off some
of their imcllcclual capilal.

i ion, experi ion, dynamic change and entreprencurship
requirc mental attitudes which often conflict with the personal and social
conditions that prevail in static, traditional societies (Kilby 1971; also Hagen 1962;
Steinhoff 1980; Berger 1986: 140-171). Traditional socictics olten value loyalty,
harmony and patronage, rmhcr than the nmpcnunal self-secking mode of

fual or group is therefore often the bottle-
neck in the early stages of development and industrialization. It is scarce because
the social climate and traditional forms of govemment, which were attuned to
static societies, do not favour genuine entreprencurs. Profit incentives lo
are often and social inhibit p
The most critical task of industrial development is therefore to nurture the elusive
production factor entreprencurship.

Crucial ion factors like hip do not, of course, always have

10 be mobilized locally. Thcy are internationally mobile and can be imported —

pecially capital, tech k how (about pi ion processes, product
design and marketing), skills, and hip. Often, these i ionall.

mobile production factors can be aturacted in bundles called “firms”™ (or “multi-
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pationals”). By the right policies, they can be made to interact with locally
 available production factors to generate wealth for local citizens and promote
widespread welfare. The gains from attracting critical and scarce production
tors from abroad are comparable (o the familiar gains rom inlernational trade.
economic theory, international factor mobility and trade are often treated as

18, social obstacles — both may be needed for speedy industrialization.
hip — whether h 2! or imported — is 1o flourish,
chmauc conditions” are necessary. These “climatic conditions™ cover
ly economic and wider social and political aspects. The key economic aspects
making the supply of local production faci lastic by education and training,
ing the transfer of ge, by fz access 1o natural resources
land, encouraging savings, and mobilizing the labour force. The environment
entreprencurship is also influenced by taxation and the provision of an
structure appropriate (o industry. Furthermore, profits are needed to mobilize
; and the price signals that guide entrepreneurs must not be overlaid by
‘static noisc” of inflation,
Entrepreneurship tends 1o play a changing role as industry evolves. At lhc
stages of industrialization the scarce p ction factor p
ds to on organizing and improving the producti proccssandon
skills. At that stage, entreprencurs in Nle tend to be successful by being
1o respond quickly and efficiently 1o demand from overscas customers or
as divisions within multinationals. As industry cvolves further, entre-
5 have (o learn ncw tasks, in paruan\r marketing (creating ravoumblc
ion (design; fi g of product variations and
Entrepreneurship has to turn from bcmg reactive maxkel l'rmces

et-creating and i i (a: the ieth century
bed). Schu.mpclcnan entreprencurs cullivate on-going produu:r customer
S maodify given producti i So far, relatively
in the East Asian NICs have made that transition (possibly because
y domestic markets have not been fully competitive due to import
ion policies). For future industrial performance, much will depend on
 industrialists leam to be fully fledged Schumpeterian entreprencurs.
‘climatic” conditions that matter for the development of entrepreneurship
er wider socio-political matters: law and order, peace, the securing of
ty rights (including against intrusive and erratic regulations, administrative
and political income redistribution efforts), political and social
ity, and the fostering and maintenance of genuine market competition.®

fit years, the crucial importance of political and wider social factors to economic
thave been stressed, amongst others, by Reynolds (1985) and Harberger (1984).
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Hayck has pointed out that the rule of the law and the absence of arbitrary
decisions are essential ingredients in the underlying cconomic order.® They have
hard-to-track, but ncvulhclcs», pm\crlul effects on whether people behave
D ially in their isions or whether they are deterred by legal
insecurity. A simple, transpareat law which treats all as equah and which
constrains influential citizens and administrative arbitrariness, is essential 10 a
sustained growth of industrial performance. In other words: if you want Swiss
levels of manufacturing productivity, you need Swiss ethics in public life!
Even mere threats of changes in the climate can have deleterious effects on
hip (and other i i y mobile In the carly phases
of mdu\umhuuon entreprencurship is a tender plant. It may simply vanish or
move clsewhere. Rarely will people who decide not to act entreprencurially
publicize the fact or offer reasons why. The only visible result is that there is
eventually lesser growth and lower capital productivity than in countries with

more ble climates for hip and resource mobilization. Much
used to be made of i ical and sociological factors for
entreprencurship a generation ago. But the more recent evidence focuses on
economic incentives: where it pays to be P ial, we get P

The social and economic order has 10 count as an essential production factor
in industrialization because it reduces ion costs and T ial risks.

A good economic and social order has the same beneficial effects on productivity
growth as a good road network: it makes many profitable transactions feasible
and stimulates the flow of traffic. Where the roads decay (where ethics and legality
decay), traffic slows down (growth and productivity are retarded). If anti-
entreprencurial policies and market interventions raise transaction costs, there will
be less spontaneous growth and hard-to-surmount ceilings to continued and

i growth of fi ing productivity emerge, as Latin American or
Mideastern experience shows. It is then of course still possible for governments
to create artificial conditions for selected investors by granting them protection,
special deals and government-sccured rents. However, as experiences in many
less developed countries demonstrate, this leads 1o industrial structures which are
unlikely to be internationally competitive over the longer term and which are not
capable of generating self-sustained growth and an equitable distribution of
economic opportunity.

2.2 Industrial Oli; istic C: ition and R king

Modern industrial evolution is not guided by atomistic competition (often mis-
labelled “perfect” competition). Instead, firms are identifiable, sizcable and few
in number. Oligopolistic competitors in industry (the rivalry of the few) have the
technical and financial resources for generating industrial progress. They are able

Hayck 1973-79 (especially Volume 3), and 1988,
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stimulate the development and use of complex practical know-how, the training

‘skills, and innovation in technology and finance. They also have the incentives

¢ new processes, products, markets and industrial locations (Schumpeter

1912; Clark 1961; Klein 1977; Blandy 1985). But the great pnu:nual benefits of
iti 1l

use their economic weight 1o forge political alliances that permit them o
| and monopolize markets at the expense of long-term growth and social
rmony. The extent to which oli dustrics sustain ition and
extent (o which they join political-economic redistribution alliances depend
ly on the socio-political climatc and the economic-political order (the
of ground rules for industry). The distributions of incomes and wealth
matter. Where the richest have acquired dominant control over assets and
(as for example in Latin America or the Philippines), there tends to be

pohucal (-secking — and ingly less genuine it and
, which give cvcryonc better oppnnumucs 10 gain income (Sachs 1989).
matters for i industrial per is that supplicrs keep

g with each other actively for market shares. In ohgopohsu industrial

supphcrs may do so firstly by engaging in price competition and
{ ion 10 cut costs, especially when scale ics can be realized.

ﬂley often also rival cach other by creating and defending a market niche
of relatively low price elasticity) against their competitors (see Insert).
niches can be sccured

y the socially desirable means of non-price competition, which relics on
t innovation, product quality and reliability, advertising and after-sales
ind

the socially harmful means of rent-seeking through cartels and the solici-
tion of government interventions.

price and non-price petition are active, P can never be
sure of their market niches: profits from innovation are temporary, and
i‘nnovauon is sumulalcd by the insecurity, in a never-ending dynamic
3 must iate the role of “creative
lndrmsl the ion of provi '.,, some busi with artificial
7 through regulation. “Crealive unease” is good for the wealth of nations,
for the quiet life of businessmen. Businessmen w1]1 therefore often try to
their market niches against the of by colluding and
politicians and the bureaucracy 1o regulate them. Industrialists often
‘Mmaternal protection of govenment and appeal 0 msuncm of pmlcplmn
tion and harmony in politi When P are p by
they need not take as many entreprencurial risks and need not control
all that eagerly. This is conducive to a more relaxed life, but weakens
Performance. 1t is the political and social order that determines, 0 a
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OLIGOPOLISTIC COMPETITION IN INDUSTRY

The theoretical model to explain competition amongst the few and the rent-seck-
ing is the double-kinked oligopoly curve: over a certain price range, cach of the
few suppliers in an industry influences the demand cach of them faces 1o be ine-
lastic; this allows them to pass on cost increases if necessary (“market niches”).

They normally do this by

DOUBLE-KINKED DEMAND CURVE competitive and socially
Compuuisive s frm ol desirable means — product
oensis

differentiation, quality im-
§ R RRERRRRece, A0 provement, provision of

P ol ‘ after-sales services, and ad-
vertising, And their rivals

Regulation MARKLT NJCHT.
plnen by producsisnovaion, gl for market share use the
A | coply Al ks same means to cut into the
g f market niche. This dy-
<A, TR mamic tivalry for market
Demind cume share keeps the oligopolist
Sy alert and in “creative un-

ease’. But because this ri-
valry for market shares is uncomfortable, industrial suppliers seek to “fortify” their
market niches by labbying for regulations. Where the cconomic order tolerates
patronage of industry, industrial oligopolists can abandon genuine competition and
the drive to innovate, which genuine market rivalry alone motivatcs.

large extent, whether industrics compete or seck rents. When governments fail
1o keep oligopolistic compelition alive, the cconomy and socicty begin Lo suffer
from what Karl Marx (rightly) castigated as “monopoly capitalism”. Itis therefore
incorrect to equate oligopoly with lack of petiti Instead, we must focus
on government-industry collusion.

‘What matters is whether oligopolistic suppliers are made to engage in

incd, workable, petition. When i ialists are exposed 10 inui

market challenges, they strive to raise productivity and product quality by drawing
on all available knowledge (cultivating technology and skills). This raises the
productivity of investment and facilitates a high rate of growth for a given
investment rate (part of what makes for high third-factor growth).”

7See Kasper 1988. Refer also to Chart 1iin the paper by Flemming Larsen in this volume, which
shows that Korea managed (o translate the same (high) investment rate, which Malaysia
marshalled, into & much higher growth rate, The Latin American countries, which have large
State-cnterprise sectors and have been regulated and inward-looking for longer than the Fast
Asian countries, have done particularly poorly in getting their oligopolistic entreprencurs to
translate the "consumption sacrifices” (savings) into growing output.
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“In the older industrial countries, biter historic experience has taught nations
lop rules and procedures which maximize the social benefits of oligopolistic
tion in industry and which control its dangers. Western governments often
eir task (at least in principle) as promoting active competition, even at imes
st the clamour of powerful industry groups. Trade practice laws control
nopolies. The general rule of the law, open, democratic and parliamentary
nment, and a free press limit the scope for political-industrial collusion. In
jon, relauvely unimpeded international compclluon ensures that local
trial are lled by outside Mi nomic
g and privatization) are now i ing the scope for genuine
u ion and make the industrial supply apparatus more responsive to
jovative challenges.
In the newer industrial countrics of East Asia, many of these mechanisms arc
in place, because the people have not yet learnt of the dangers to the socio-
ic order and sustained common good of society when politicians and
rats collude with industrial interest groups. Redistributive supplier
s (producer cartels, trade unions, industry-trade union pressure groups)
ot yet fully set up and entrenched in the NICs. But as time gocs on, an active
n policy becomes a necessity. This can best be done by forcing industry
with overscas companies both in the home and foreign markets. 1f
fails to keep genuine competition alive, oligopolistic supplicr alliances
ly become strong enough with market niches durable enough to distort
ground rules to the advantage of powerful vested interests. Once that
, they will challenge governments, should governments dare withdraw
patronage for market niches, and this will then be at the expense of
mmon good or long-term sustained economic growth (and an equitable
¢ distribution)."
¢ temptation for the rulers to make common cause with sizeable oligopolistic
is ever present. Licensing or regulation of competition is, after all, a
profitable business. When a few are and p
y or politicians, they can obtain casy and secure pmﬁL: and do
10 bear the burdens and risks of industrial evolution, In exchange,
industries are willing to share the rents with the regulators. However,
men who are concerned with good government resist regulations and rent-

$ whn simply want to rule use markcl interventions Lo gain power.
— known as or ion rent-seeking
Our — has been analyzed in recent years under the label “public-choice

119 Extreme examples can be found in Argentinian, Unuguayan, recent Chinese or
performance, but also in India, Indonesia, the Philippines, Australia or New



72 THE MALAYSIAN ECONOMY BEYOND 1990

economics” (Olson 1965; Tulloch 1967; Stigler 1971; Buchanan et. al. (\d\,) 1980;
Anderson and Baldwin 1987). But the was already i by
Adam Smith in the Wealth of Nations when he wrote:
“The member of parliament who supports every proposal for strengthening monopoly
is sure lo acquire not only the reputation of understanding trade, but great popularity
and influence..., [f he opposes [the rent-seekers]... neither the most acknowledged
probity nor the highest rank.... can protect him from the most infamous sbuse... arising
from the outrage of furious and dlsamxamh,d monopolists.”
The e ic theory of ol i ition and rent-secking (as outlined
above) is validated by much historic cvudcncc for example:

+ Sung Dynasty China was poised for industrialization, but Mandarin-led
controls and centralized political influence smothered entreprencurship. The
episode ended in economic stagnation.

Mercantilist France made a start towards modern manufacturing in the

cighteenth century, but was overtaken by a liberal Britain.

German industry caught up with the then leading industrial nation, England,

by pursuing Mercantilist, Statist industry policies, but the State was ultimately

“hq, jacked” by powerful interest groups, which contributed to well-known

political and military disasters. This was also truc of Japan in the 1930s.

In Latin America, the poor growth record and the social tensions created by

industrialization have a lot to do with State patronage and close, collusive

alliances between big industry and military/political/bureaucratic cliques.

+ In the Philippines, a long-standing import itution policy has p an
uncompetitive industry sector and the diversion of enterprise into rent-seeking
and rent allocation amongst a closely-knit ruling class. As in Latin America,
this collusion is connected with poor overall economic performance, great
income inequalities and revolutionary insurgencies.

Both theory and empirical evids that ined industrial
performance and long-term economic growth suffer when the rent-seeking game
becomes rampant. Protection and cronyism weaken genuine entrepreneurial
energics because they divert genuine competitive entreprencurship away from
mnovauon and cost contml and into securing political pauunagc The bcncl'crancs
of regul. y lose the i ives (o help th Ives. 3
interventionism corrupls the entire political system and leads o socml tensions
and civil strife.

2.2 Collective Entrepreneurship and Industry Policy

The history of developing countries outside East Asia is full of examples which
show that industry collusion and government protection have created stagnant
*permancntly retarded infant industrics”. Yet, the East Asian industrial experience
shows that it is possible to push infant industries successfully into “ieenage
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mpetition” by keeping politics and business apart. The East Asian NICs are
fore of great general interest because they appear to have succeeded better
in the other developing countrics in keeping innovation and creative centre-
arship alive. The experience is doubly interesting because, in some cases,
was sustained despite a close mvolvcmcnl of the State. Thc
ics is that ip is displayed by p

uals or firms with drive and vision. But in East Asia, it scems (hat it can
e mobilized with lasting success by groups who act collectively or are public
es (Freeman 1987; Shahid Alam 1989). We therefore have to consider two

 factor and product markets, uncover the relevant information by trial and error
~ and have their decisions validated and coordinated ex-post by profit-loss

signals; and
b) encurial initiative that is ilized by inated. lized planning
ses in which relevant information is gathered, soncd and implemented

pproach to i ip was taken by central
5, Soviet-style, but the coercive variant wuh socialized ownership of capital
largely discredited, even in developing countries with much state-owned
, like India and China. Another variant is an aclivist, non-coercive
stry policy” which targets promising growth areas and creates artificial
ives to channel resources in support of the choices that have been made
ip has played a iderabl
i (carly Japan and Korea in particular).
industrial performance is 10 be sustained, cither type of cntreprencurship
be kept competitive over the long term (like a mother’s, an entrepreneur’s
never done!). The critical question for sustained industrial development is
that can be achieved and how industrial capacities can be created that become
without endless government support. What makes the East Asian industrial
e so remarkable is that, normally, the collective type of entreprencur-
with direct bureaucratic involvement and shared political responsibility
use — is much more likely to lead to rent- scekmg. mercanuhsm and
, that has ended here in industrial
in East Asia appcars, at first sight, to be a remarkable exception 0 lhal

General Pattern of East Asian Industrial Experience

$ the fast growth and industrialization in the East Asian market econnmk_)s
this theory of i i ion and ip? And how did
N countries, which pursued activist, interventionist industry policics Lo
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INDUSTRY POLICY

“Industry policy” is defined as a consistent set of measures by which govemnments,
in cooperation with industry (and union) leaders, aim to influence the overall
structure and growth of industry with the objective of obtaining outcomes that differ
from what market competition would produce — in other words systemalic
govenment intervention in the process of industrial evolution, Industry policy relics
on central ex-ante coordination of plans in a cohesive strategy and on collective
decision imposed from above, It discriminaies between industries. I is therefore
neither just a series of uncoordinated, once-off measures that have coincidental side-
effects on industry; nor is it simply a policy to create a generally favourable climate
for all enterprises (Behrman 1984: 128; Gaui 1981; Lindbeck 1981: 391-405;
Burton 1983; Irvine and Martin 1984; Kasper 1985: 1-8). The major professed
objective of industry policy is to accelerate overall economic growth and job
creation.

There are two sides to industry policy: to delay the decline in shrinking
industries and to accelerate the growth of expanding industries by attempts to “pick
the winners”, the growth industries of tomorrow. It is this second aspect that is of
most interest in East Asian industrialization. Afler all, the new industrial countries
have few old, declining industries yet.

lndusuy policy is mL,umpdhh]L with the notion of economic activity as a
i y (Hayekian) search process that spon-
tancously gcncratcs (Schumpeterian) development. In the ultimate analysis,
industry-policy planners view economic activily as a static, one-dimensional
optimization of given, centrally known resources.

varying degrees, manage to keep the usual rigidifying forces of industrial

cartelization and political patronage at bay?

3.1 Common Features of East Asian Growth

To answer these important questions, we must first attempt to sketch a generalized
picture of the key features of industrial growth in East Asia, and find out whether
there were common features. Historic and international generalizations are of
course always risky. Country case studies revcal  many dlffcrcnccs amongs! the

various nations in their ap h to industri;

a survey of the literature and of the economic history ol’ East Asian countries
shows that there has indeed been a common, particularly East Asian, pattern of
industrialization.” As one would expect, it was a complex web of interdependent

A number of excellent recent studies have described and analyzed the “East Asian model” of

industrial performance. Among them are Lec 1981, Mutoh ef. al. 1986, Scitovsky 1986, Amdt

1987a and Riedel 1988c.
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nts that facilitated industrial performance. Generally, economy-wide
often mattered more than industry-specific aspects:
ializali cd organically, and new methods of profitable

“production were tested by market participants all the time. The emphasis was
“on getting the incentives right for individual firms to develop. For this reason,
it seems appropriate o talk of “industrial evolution”, evoking growth processes
- similar to biological evolution, and not of “industrial revolution”.
'East Asian governments were not given to fashions of “development
‘mechanics™.* They tumed their backs on Statist, mechanistic approaches o
lopment by such abstract policies as import substitution; coercive central
ning; i ized stop-go p ics; heavy reliance
ic, larg e state ises; or forced savings. Instead, the
Asian market economics shaped and used market forces and individual
ic motivation. Over time, they liberalized — not because of ideological
nmitments to free markets but because of experience and a pragmatic

i 10 improving i (Krause 1988; Berger 1986).
East Asian market gave up aid relatively early.
ics and business had primacy over politics. The social objective of
gh economic growth was given high priority over other, competing social
, such as national prestige, welfare spending and income distribution, or
ironmental protection.
East Asian governments concentrated their limited administrative
es on assisting the mobilization of production factors and making their
attractive o enterprise (Giersch 1979b, Parry 1988). The East Asian
economics opted for small government and, with some exceptions,
isted from massive international borrowing by the state for consumptive

Asian governments have been fairly autocratic and were normally not
lled on Wi i y. But they on the whole,
asic civil and cconomic rights of all their citizens, cerainly o a greater
it than in Africa or Latin Amcrica. They cultivated the rule of the law
ch, as we saw above, is an essential i ient in i

ial performance. East Asian leaders often acted implicitly on the

Pment mechanics” describes the abstract, Statist/collectivist macro-economic,
Ye/static social-engincering approach to P advocated by authors like
Myrdal, Streeten, and Chenery, and UN organisations, who frequently ignored: basic
and the contribution of individual creativity, See Lal 1983 and Arndt 1987b.
of "development mechanics” came under challenge from the “new orthodoxy” on
M, hich was promulgated by the OECD's Development Centre, the World Bank,
tute of World Economics, the (US) National Burcau of Economic Rescarch, and
for Contemporary Studics. The evidence of East Asia strongly supports the
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Confucian model which defines the place of the state and the citizen and
recognizes the role of a strong state that ensures order and social harmony.
Under what one might term the “neo-Confucian constitution™, state and indus-
try arc cast in a master-pupil relationship, in which the master plans and
monitors the progress of the pupils, consults and cooperates with them, but
also has the authority to discipline them. When the master gets corrupted,
prosperity suffers. Then the “Mandate of Heaven” is withdrawn. This notion
of government differs greatly from the Western concept of the state representa-
tives and public officials as the servants of the individual, ultimately sovereign
citizen. A more cooperative, yet clearly defined role of state and industrialist,
as well as official policics that keep mduslncs in crcauvc uncertainty” and
refuse the false security of assist in 2 ated learning
and capital formation and in the evolution of a modern industrial society —
once the basic market incentives have been implemented.! A sovereign state
apparatus that is aloof of lobby groups is better able 10 create a stable frame-
work of rules and laws for enterprises, which enables them 1o plan with confi-
dence. It is, however, probably not correct o sw Confucmmsm as an aum»
nomous force of growth, but as a contrit for i
Over time, state regulation of East Asian industry has, on the whole, been made
simpler, and the administration of industrial matters has been non-corrupl. This
was crucial for the sustained growth of manufacturing productivity beyond
the low levels of labour-intensive assembly. If a country wants linkages [rom
initial assembly operations into sustained growth, it has 1o remove barriers of
regulation which invariably have unintended side effects, including inducing
bribery. As there is no fire without poiluting gasses, there is no regulation
without polluting corruption! The long-term side effects of regulation arc often
hard to diagnose, and entreprencurs often do not bother to raise them with the
authorities. Instead, they relocate the expansion of their plants elsewhere. Two
cexamples may illustrate the innocuous side effects of regulation:

— Complex P lled are now ingly the heart of
many ing operati even in labour-i sive production.
Products made with these costly machines can only compete in world
markets if their down-times are kept 10 2 minimum, that is, if they can be
quickly serviced, Repair enginecrs typically fly in with a supply of sparcs
and diagnostic equipment. In some countries (like Singapore or Taiwan),
these engineers are quickly checked through customs. And that is the
reason why many computer-controlled operations are now being installed

1¥The traditional rigid Confucian model of the state used to be seen as a cause of under-
development, However, extemal shocks (loss of the Mainland, Korcan War, expulsion of
Singapore from the Tederation) ofin jolicd the system to become open (o lechnology and to
shift from admi 10 d
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there and why manufacturing productivity keeps rising to developed-
country levels. By contrast, other countries have a complex customs
administration that tends to delay fly-in maintenance engineers and their
repair kits for hours at the airport (or that extracts bribes). No computer
controlled machines, which produce for exports, are consequently installed
there and manufacturing productivity runs into ceilings.

— Increasingly, international are placing and
servicing operations in the Far East. That creates many very attractive jobs
and allows the nationals from the host country (o learn the tricks of

d productivity. Singapore and Hong Kong have become
such centres. Many international companics would like o locate their head-
quarters or servicing centres in Kuala Lumpur, where costs are 30 per cent
below Singapore, but cannot, because work permits for the overseas stalf
are reportedly hard to get and not securely guaranteed for the long term.

The East Asian market cconomies have welcomed international journalists and

researchers, even if critical. This has created a rich network of information

and contacts which makes it casy for pmcnual investors, even small ones, 10

inform themselves. By contrast, with phobi ions on

and j ists, like ia or China, are not part of such
networks and find it much more costly to attract foreign investors.

East Asian industrialization was driven by exports to the wealthy markets in

North America, Europe and Japan. At least initially, it was concentrated in

labour-intensive activitics (such as textiles, clothing, leather goods, shoes,

electronic assembly), some of which benefitted from product-life cycle
dynamics (Vernon 1966). Bul, after the mid-1970s, concerted industry
policies, wage-cost increases and imitation amongst the various East Asian
countries combined with slowed demand growth and import restrictions in

OECD countries to make this strategy less attractive. As a result, East Asian

industrial strategics shifted towards encouragement of heavy industries along

the lines of the (often wrongly) perceived model of “Japan Inc.” (see Appen-

dlx) These policies were not an unmmgalw success. And the more agile East

soon made i Taiwan pushcd machinery

and hcavy industries, but soon massive g

in heavy industry (see Appendix). Korea’s protectionist drive (o capital-

intensive industries after 1977 created big losses and over-indebtedness; the

was y not in picking winners. Singapore
dehbcralely raised wages to discourage labour-intensive activities and

promoted a heavy petroleum industry, Both strategics contributed greatly 1o

a grave recession and created problems that were undone by resolute corrective

action in the late 1980s (see Appendix). The initial “dream run” into labour-

intensive, export-oriented industrialization came unstuck where governments

became over-confident and tried to “pick new winners” (Amdt 1987b: 43-45).
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Only nimble-footed, pragmatic corrections and retractions saved the day, at
least where g were f itted 1o the common, long-term
good and were not captured by special mlcrcsl -groups. The resolve of govern-
ments to undo the blundcrs was greatly strengthened by lack of natural
s and bal i However, in some countries,
like Korea, the strategy has reached a point by the end of the 1980s where
critical choices will have 1o be made and where the entire interventionist
strategy may come undone.
The impression that exports drove growth and industrialization is in line with
much suggestive evidence that national income and ¢xport growth are strongly
correlated. If one takes explicit account of capital accumulation and labour-
force growth (factors, which are, in reality, not independent of the pace of
overall economic growth), one can find clear econometric evidence that export
growth accelerated overall growth (Balassa 1978; Feder 1983; Lal and Raja-
patirana 1986; DeRosa 1986; Heitger 1987).
Exchange-rate policy was used in the bigger Asian NICs to help export growth
along. Like in Germany and Japan in the 1950s and early 1960s, exchange
rates were kept on the side of undervaluation. This was possibie for a time,
as long as it did not lead to imported inflation, and the domestic wage level
remained constant. More recently, all countries have had 1o appreciate their
currencies and have had equilibrium exchange rates, which have contributed
gready to cost and price stability.
The support for the flexible responsivencss of the supply side was normally
preceded, and accompanied by, a commitment to stability in macro-economic
demand conditions (except, at times, in the Republic of Korea), Where there
were “inflation accidents”, these were soon corrected, so that long-term price
expectations remained stable, lnwmn stability helped to free the East Asian
“high p " from bal; ints, which many LDCs
clsewhere created for themselves. Inlcmal and external balance greatly helped
in the mobilization of production factors and the export success. Price-level
stability also made it posslble for relduve prices to fulfil their signalling
function for efficient by P And also assisted
in maintaining positive real interest mlc\. a key condition for voluntary,
spontancous capilal formation.
Industrial acceleration was normally preceded, and accompanied by, enhanced
agricultural development (for example, Taiwan's land reforms). There were
no interventionist income transfers from agriculture o the urban sector of the
sort that African and Latin American countries, or India, attempted.
Governments desisted largely from positive discrimination (for example, on
grounds of race, or some welfare notion of equality of outcomes). Few could
expect good personal incomes irrespective of effort. This is important because
welfare policies would have created secure market niches for certain privileged
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Table 2
Income Distribution and Growth
Rank Order in a Sample of 34 Developing Countries

Rank out of sample of 34 countries Inc. ratio of
richest 20%
Income income and  Income distribusion to

distribution  GDP growth and per capita growth  poorest 20%

Taiwan 1 1 1 ca 4x
Singapore 5 2 2 ca. 8x
Rep. of Korea 8 4 3 ca Tx
Hong Kong 1 5 4 ca. 8x
Thailand 16 10 9 ca. 9x
Malaysia 26 16 14 ca. 16x

Sources: All except last columns from Riedel 1988¢. The index is based on Borda's rule
of rank ordering and is explained there. Last column from Sachs 1989,

groups that then would not have to make an effort 1o 5am mconn Long-
lasting positive discri ion crodes the ial itics of the
privileged groups and gradually amounts to enfecbling protection. By contrast,
lack of patronage and favouritism tends to enable the vast majority of citizens
to compete and get ahead. A recent study of thirty-four developing countries
showed that the four first-generation NICs achieved the highest performance
in a growth and equality index (Table 2). The income equalization by markets
in fast-growing LDCs is well documented (Fei, Ranis and Kuo 1979; Choo
1980; Chow and Pamnck 1981; Flclds 1984; Scitovski 1985). A reasonably
itable income distril is facili by free ition, and this assists
in successful industrial evolution (Sachs 1989).
None of the East Asian countries tried to assume a high profile in intemnational
pollucs they behaved rather like the Swiss, stressing trade and finance. They
few hang-ups about foreign i or iracies and did not
waste much thought on regional ion or the i i inati
of industrialization (as Comecon docs, and ASEAN and ror a while). Nonu
of the East Asian market ies engaged in po: 1
confronting the We\sl lnslead lhcy conduct lhemsclves on the lmcmnuanal
stage as £ ps. Their p ly well
educated cilizens are directly exposed to the ideas of the outside world; and
their leaders have successfully cast themselves in the role of budding equals
of the leaders of the rich nations. This adds 10 international confidence and
makes the supply of production factors from abroad relatively cheap and
elastic.
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Many of the East Asian nations have turned themselves into attractive locations
for internationally mobile production factors from the West. Locally available
production factors were often pushed to higher productivity by systematic
policies to attract foreign technology and capital, and by exposing the growing
mdusmcs to signals from competitive world markets. International wrade
P and i Were seen as itters of useful p ive ideas
and devices to control production costs effectively.
« None of these countries had natural resources for export. The lack of resources
protected them from specializing along the lines of comparative advantage in
natural resources analyzed by David Ricardo (1817, Ch. 5), and induced them
instead to develop industries that exploit Heckscher-Ohlin-type comparative
advantages, which depend on low labour cost and rising labour productivity
(Heckscher 1919; Ohlin 1933). More recently, Japan and the more advanced
NICs began to develop comparative advantages also in innovation- and
luhnulogy mlcnslve industries, as described by Joseph Schumpclcr shifting
ingly from * Ohlin" 10 * peter goods”. This East Asian
specialization pattern turned out to be favoured by world demand and hence
was more profitable and conducive to rapid industrial growth than a
concentration on “Ricardo goods”.
The East Asian market cconomies (except Hong Kong) did not pursue laissez
faire industrial policies, but paid great attention to facilitating industrial growth
by ensuring an clastic supply of production factors and by preventing firms
from secking government-protected market niches. Their policies concentrated
on the supply side. What probably mattered in influencing producers was the
direction of policy change towards gradual, progressive liberalization, rather
than the level of intervention. Many producers in countries like Japan, Korea
and Taiwan were made 10 expect more competition in the future, This greatly
assisted in structural adjustments in the industrial supply apparatus. General
functional policies were normally given preference over narrow, industry-
specific policy actions. Systematic, concerted supply-side policies were
focussed in particular on investment in physical and human capital. Beyond
those non-discriminatory policies, policy concentrated on export incentives
(Table 3), although import substitution policies varied.
The elastic supply of capital was assisted by a systematic development of
financial markets and, sometimes, direct subsidics to promote saving and
industrial investment. Share markets, including those for venture capital, were
ped, often ing 1o the ing instincts of small savers.
The supply of knowledge was made clastic by numerous policies Lo attract
overseas industrial know-how: sanctioning breaches of copyright (“reverse
engineering”), licensing, favouring direct foreign investment; exchanges of
experts; encouragement of overseas studies.
Labour markets were not regulated, and trade unions, in their role as rent-
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Table 3
Expont Incentives

Rep.Korea Taiwan Hong Kong Singapore Malaysia Thailand

Financial incentives

a. Loans/interest reductions X X = X X X
b. Guarantees X X X X X =3
Fiscal incentives

2. Tax cxemption and relief X X - X X X
b. Depreciation of ullowances X X - X X -
¢ Exemption of customs dutics X X - — X X
Incentives 1o production factors

a. Training - = = X = =
b. Research and development = X X X - =
. Sites, buildings, facilities X X X X X X

Source: Luctkenhorst 1989.

secking organizations, were frequently opposed by governments. Despite this,
real wages rose quickly. The main reason was that training and skill formation
were favoured by (normally government-provided) education, and there was
an cager demand from employers who needed higher skills (Stevens 1987).
Mobilizing labour and skills for industry growth also embraced women. In
East Asia, they are not treated as beasts of burden, as in Africa, or as house-
bound luxury items, as in the Middle East and South America. This enhances
the growth potential enormously, since the entire workforce can participate
in development, a crucial factor when labour-intensive industries are launched.
Development was also greatly helped in that both the nuclear and the extended
familics remained intact in the industrial cities and even in lower socio-
economic strata (in contrast to Africa or parts of Latin America).

What has often mattered more to success than the work effort and mere capital
accumulation was the increase in total factor productivities, as measured by
“third-factor growth”. Whilst this measurc only provides us with proximate
causes of economic growth and not a proper explanaiion, it nevertheless
indicates that the policy-makers knew how to ensure high returns on work and
saving by the good use of knowledge and scale economies (Table 4).

Great attention has been paid to quality improvement, an aspect of industrial
performance which only occurs where there is genuine oligopolislic
competition. Industry in Japan, and later elsewhere, lmplcmcnmd systematic
quality controls and h S e s 10 raise quality.
Industries tended to siart wuh shoddy, but cheap products, and then moved
up the scales of quality and value-added.
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Table 4
Third-Factor Growth in Selccted Countries
Country Period Third-factor growth
share in total growth (%)
Japan 1960-73 41.3
S. Korea 1955-60 474
1960-73 423
Taiwan 1955-60 59.5
Hong Kong 1955-60 29.1
1960-70 470
Malaysia 1969-86 12.0-23.0
For comparison:
Average of OECD 50s-70s 49.0
Average of LDCs 60s-70s 31.0

Source: Malaysia, Kasper 1988; other countries, Chenery, Robinson and Syrquin
1986, p. 20-22.

+ The East Asian cconomics became not only rich, but unfortunately “filthy
rich”, with dangerously rising levels of pollution. I is possible that these
external costs will lead 1o rising burdens on industries and will, eventually,
slow down their growth.

+ Ac ated industrial evolution has d ded much of the ility of East
Asians, but they have maintained much of their identity in their culture and
value systems. What has probably helped greatly is the good functioning of
family units. Like in Europe, industrial development in East Asia means that
cultural diversity is modilied, but not given up. Instead, it now becomes
evident that the diverse cultural traditions of the Japanese, Koreans, Shang-
hainese, Si Cantonese or Singap enrich the evolving global
industrial civilization. The West is beginning to learn from the East in
industrial matters.

This is a complex constellation of factors. But it is in the nature of cconomic
growth and industrial cvolution that simple models with a few variables will not
do. Whilst the above factors are not unique to East Asia, their combination
Justifies the view that there is such a thing as a common East Asian pattern of
industrialization. It has been highly successful in advancing people’s living
standards (and other social objectives).
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3.2 Two Different Models of Industrial Evolution

Despite many common traits, industrial performance and policies to promote

industry were far from uniform throughout the region. Indeed, in two important

respects, East Asian market economics differcd considerably from each other:

(a) In their of i ionally mobile p ion factors ather than capital
and dge (in icular of ip, skills, and bundles of such
pmdm.uun factors called “firms”), some followed in the nationalistic Japanese
mould and kept foreigners out. Others developed along lines closer to the
“reaty-port model”. They relied heavily on attracting bottle-neck supply
factors and opened their doors widely to direct foreign investment, to promote
the Iransfcr of industrial know-how and skills. They did so by relying on

ionals and skilled f

(b) Some governments influenced evolving industrial structures by comprehensive
direct interventions in market processes with the aim of accelerating growth
(“unbalanced growth”). Selective industry policies occurred normally where
the nation was isolated from the world by language or other barriers and was
normally associated with policies to restrict the direct involvement of foreign
companies and with a more direct role of bureaucracies in the entrepreneurial
function.'*

Discriminatory interventionist industry policies tended to go along with more

aggressive protection from import competition, probably because the market

distortions by industry policy would not have been validated in open international
competition.
One can therefore identify two models of industrial growth:

A. The open, market-oriented model of industrial that not
only capital and know-how from the outside world, but also enterprises and
other production factors, and adopts a fairly liberal trade regime. In this model,
government relies very heavily on general, functional policics of furthering
industrial growth and limits its involvement with specific industrics, be it
through direct public investment or industry-specific regulation. This type of
industrial country has also tended to move fairly readily from import sub-
stitution to export growth.

. The more nationalistic model of industrial development relied on stricter
restrictions of imports and engaged in more activist public policies, including

llective forms of ip, in which the state or government-
sponsored groups start new industries. These countries tended to be more

w

Pln this respect, the East Asian expericnce differs from the Latin American or African models,
in which 10 attract king foreign i with the fairly
overt purpose ol'll]owu\g politicians and burcaucrats to extract part of the rents they have initially
allotted,
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active in discriminatory industry policies and have been more reluctant o open
their trade to the stimulus of international competition.
Hong Kong, Singapore, increasingly Taiwan, and important parts of Japanese
industry (as well as Malaysia) have developed along the lines of Model A. Other
parts of the Japanese economy, Korea and much of Chinese manufacturing are
closer to prototype B.

3.3 Timing the Take-off

New industrial centres are normally spawned during times of accelerated growth
in the old industrial countries. Thus, Japan and Shanghai managed their industrial
take-off during the world-wide industrial expansion in the prosperity before the
first world war. The first-wave NICs of East Asia took off during the global
expansion of the 1950s and 1960s. Hong Kong’s and Taiwan’s take-off occurred
in the late 1950s, whereas Singapore and the Republic of Korca followed in the
mid-1960s. Malaysia might have taken off into accelerated industrial evolution
in the carly 1970, when it had reached the income level of Korea and Taiwan at
the time that their industrial growth accelerated. But world demand slowed down
in the 1970s and, in any case, Malaysia embarked on the New Economic Policy
(giving weight to equity and positive redistribution policies) and entered a
resources-for-export boom. This assisted growth and external balance, but
hampered job creation in the manufacturing industry.

‘When growth in the old industrial countries decelerates (as in the 1930s or
1970s), this does not normally induce a similar slow-down of growth in those
new industrial locations that have already taken off, because the NICs can still
nurture their growth process by imitating and catching up and do not have
engage in the “creative destruction” of old, superseded industrial and social
structures.” The NICs are — so to speak — still downhill from the mountain-
top craters, from which flows the “technological lava” of new industrial ideas
(Giersch 1979a). But, like Malaysia, they are already well above “sea level” with
regard to infrastructure, skills and capital, so that they can absorb imporied
technical know-how fast and ively. Industrial thus benefits
from continuing technical diffusion, even when world demand slows down. Also,
their domestic markcvs have developed scgments of demand that can afford to
buy more exp ive goods, so that i can begin 10 lest new
products in domestic markets. During slow-downs like between the late 1960s
and carly 1980s, the old industrial countries are engaged in “creative destruction”
which requires considerable energics and is often resisted with the help of political
interventions, which in turn impede overall economic growth further, By contrast,

This is based on the theory of Kondratieff cycles. Examples of NICs of carlier eras that kept
growing through Kondratieff downswings were Germany and Japan in the late nincteenth century
and the Sovict Union during the 1930s downswing (Kasper 1983a).
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the NIC's supply system is young and responsive, so that they tend to grow
throughout such global downturns.' This explains the continued high growth of
the East Asian NICs (as well as post-war Japan), after the 1970s/1980s slow-down
of world economic growth,

One must of course assume that the future success of the “second-wave NICS”
will to a considerable extent depend on the growth of demand in the old industrial
countries. There appear to be first, tender signs of a renewed acceleration in the
world-wide growth trend.'s If growth in the old industrial centres picks up further
into the 1990s, the new NICs will enjoy enhanced chances of rapid industriali-
zation. In addition, however, demand growth in the “old NICs” — and indecd
throughout Asia — is in futurc also likely to facilitate export-oriented industriali-
zation, Intra-Asian trade has been growing fast and will continue to do so, offering
markel opportunities to “second wave NICs” like Malaysia. A third source of
demand will be internal income growth in the “second-wave NICs” themselves.
Industrialization tends 1o generate its own expansionary dynamics, in which high
demand clasticities for manufactures, the transfer of tested lechnology packages
from abroad and scale economies interact to gencrate a “virtwous circle” of growth
(Abramovitz 1979). Those industrics and economies that are most responsive to
market opportunities and have the most elastic supply system will be among the
next generation of NICs. And those who patronize, regulate, politicize and rigidify
their production apparatus will fall behind. In which group a country will end
up seems largely a matter of its own choosing.

4. Some Important Lessons for Policy Makers

4.1 Industry Policy and Entrepreneurship

For those who “look East” for guidance in industrial policy, it is important to
note that the overall industrial performance of post-war Japan owes much to hard
work, leamning and high saving, and not all that much to industry-specific policies
implemented by its Ministry of Trade and Industry (see Appendix). Japan had,
in the early 1950s, reached Malaysia's current level of income and productivity;
and it was still casy to emulate industrial successes in countries that were “higher
up the development ladder”. The preconditions for a high industrial growth per-
formance (education, training, capital availability and infrastructure) had already
been laid, so that firms could latch on to promising products and processes and
exploit them rapidly. In post-war Japan, functional policies 1o enhance an clastic
and secure supply of labour, capital, skills, and natural resources, as well as a
stable, enterprise-oriented socio-economic climate, small government and an
export orientation made it easy for firms to reap scale economics by mass
.-

"J. Riedel showed recently for Hong Kong that it is not high demand growth but supply-sysiem
Tesponsivencss which explains much of the Colony's superlative growth performance (Riedel
1988b; sce also: Donges and Riedel 1977).

YSee paper by Larsen Flemming in this volume.
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production for world markets. Much i ition and i

took place within oligopolistic enterprises of consldcmbln size. The resuiting scale
economies were not so much of the static kind (larger production runs with given
production functions), but more importantly of the dyn:umc kind (learning-by-
doing, a process by which p shift ions upwards).
Consequently, Japanese industrial producers frequently achieved downward-
sloping supply curves. Japanese industrial marketing aimed to sell innovative
products at low per-unit profits, but in larger quantities. The strategy of small
unit profits and high output runs was helped by overall stability and a hierarchical
master-pupil relationship between government and industry. A strategy of “riding
downward-sloping supply curves” is of course conducive to rapid industrial
growth. But it was only pursued where government patronage did not secure
permanent market niches by industry-specific intervention and as long as business
did not have to fear cost explosions.

The first-wave NICs shifted, in the light of pmgmauc le.smns from experience,
from failing import itution to lab I ion and export
orientation. Like in Japan, their governments focussed on mobllmng the necessary
production factors. But, sooner or later, they exposed most industries to the
discipline and stimulus of world-market competition. Market niches were
supported by government, but were perceived to be temporary because the general
trend increasingly was towards liberalizati Firms were forced 10
allain economies of scale and 10 innovate constantly by competing in export
markets. On the whole, governments talked to business and consulted, but
assumed no co-responsibility for profitability and kept industry at arm’s length.
They could do so more easily because political power did not depend on elections
and political fund raising.

In other respects, the first-wave NICs relied on grcaﬂy differing suatcgms
regarding entreprencurship.  South Korea i d a fairly interventi
industry policy and built up large-scale, capital-intensive industries (Model B of
industrialization, mentioned above), more so than post-war Japan. But Korea has
been, in the late 1980s, also trying to move away from concentrated, overt
govemment patronage and towards more exposure o competitive forces. In 1989,
this led 1o a near-crisis when one of the major conglomerates had to be bailed
out by government credits of US$600 million, and when major wage increases
were conceded. By contrast, Taiwan's and Singapore’s strategies have been much
more reliant on creating a general clmmlc favourable to cnlcrpn.sc on pursuing
l‘uncuonal policies to favour i ion, and on
tary, i ionally mobile from abroad (including foreign
But both also tried sclective industry-policy interventions. However, they were
prepared to make pragmatic corrections when these failed to contribute to growth.
Hong Kong is located at the free market end of the spectrum, partly by choice,
partly by historic and political accident, and has done equally well.
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The evidence suggests that both individual and by
state-sponsored groups are capable of promoting hxgh industrial growth. But the
evidence o date also shows that direct by g

agencics in industrial enterprise and industry-specilic interventions require great
administrative disciplinc and an overriding political commitment to the national

ic goal of long-u ic growth. Confucian traditions and great
social cohesion have no doubt helped greatly in limiting the inherent dangers of
government involvement in industry. The dangers of corruption, rent-secking and
eventual maladjustments and rigidities in industry structures were normally
controlled by exposing industrics to led world-market ition. East
Asian governments have, most of the time, imposed the rule of law, and to retain
control, they pushed their industrics into competitive world markets, Because this
switch was made before rent-seeking became entrenched, industries were readily
inclined to seek opportunities to control production costs by innovation and scale
economics. The blocking of lobbies for government hand-outs often helped
industries o switch successfully from import protection Lo export orientation,
because there was no alternative for survival.

It is worth reiterating that collective app to industrial
— like in inter-war and carly post-war Japan and post-war Korea — require great
social cohesion, for they create centrifugal tensions. It is an open question
whether Malaysia’s mulli-ethnic society could stand the pressures of a “Korean
strategy”, let alone whether that would be compatible with Malaysia’s more open
political traditions. The political turmoil in Japan during the first half of this
century, the inherent corruption in present-day Japan and the present civil and
industrial unrest (combined with crises in big conglomerates) in Korca have 1o
be seen as the result of collusive alliances of industry and govemnment. We have
yet to se¢ whether the political system will withstand |.hc strains of long-| term
selective intervention in favour of big cor i ¢ , the ymity
of market competition and the cooperation of diverse people within firms, who
are bound together by their rivalry with outside competitors, appears more
conducive to social harmony and political stability than overt political patronage
of industry.

It is worth underlining that all East Asian market economics have steadily
and perceptibly moved towards market capitalism, often against the resistance of
powerful industry-interest groups. They did so pragmatically because inter-
ventions led at times to costly failures, corruption, and political tensions which
endangered future economic growth. Taiwan in particular is of interest in this
respect because it has moved from an originally Statist, interventionist stance in
the direction of what might be termed Malaysia’s “Old Economic Policy” of the
1960s, namely the provision of an i and a stable ic order,
together with general functional policies to enhance the supply of production
factors. It is no coincidence that these policies have promoted a very equitable
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income distribution and offer good economic opportunities to small operators who
have no “connection” with patrons in big government.

4.2 International Trade Regime and Industrial Entrepreneurship

The East Asian experience has provided much input into the intellectual battle
between import substitution and export oricntation. In the opinion of most
economists, the battle has been clearly won by the protagonists of the latter. East
Asia shows that there is no reason for the once fashionable export pessimism. If
a country dislikes its terms of trade, it can change them. This takes considerable
time, but entreprencurs will shift economic structures from activities with poor
long-term prospects into those with better market prospects. Manufacturing tends
to offer more such opportunitics than a specialization in primary industries.'® The
protectionism of the OECD countries did not impede the export-led success of
the NICs, who have shown that “the bark of protectionism is clearly less than its
bite”. Agile NIC exporters have always found their way around many import
barriers in OECD countries and continue (o flourish even without the continued
concession of General Preferences for imports which are granted 1o poor countries,
but have been withdrawn from first-wave NICs (Hughes and Krueger 1984;
Baldwin 1982).

Governments increasingly realized that initial import substitution imposed a
deadweight burden on all potential exporters, so that industry assistance and export
subsidies were used to overcome that handicap when lhc strategy shifted from
an inward to an outward ori i The |mp(m handi ', that is in
place in East Asian ies scems
and helps to explain why the shift was feasible and sucoesful (l‘ablc 5) However,
some countries have raised levels of effective protection, most notably Korea and
the Philippines.

There is agreement that the East Asian market economies have moved to
greater export orientation. But what is not so clear is what various observers mean
precisely by “export orientation”. For some (including myself) it simply means
free trade. But many others arguc for ullmg interventions towards l‘avnunng
exports, normally with oli y d; ics and scale
in mind. However, I would conclude with Paul Krugman that “there is nothing
in the theory [which takes oligopolies and technical evolution into account] so
far that would restore intellectual respectability to the strategy of import
substitution. [It] ...looks even worse in the new theory than it does in the standard
theory” (quoted by Riedel, 1988a, p. 9).

Occasionally, the East Asian experience is adduced as an argument (0 support

"] argued this case in the early 1970s for Malaysia when I feared that FELDA and other
agricultural development schemes might ereate the poverty ghetios of the year 2000. See Kasper
1975.
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Table 5
Rates of Protection
(percentages)
Nominal rate Effective rate
Singapore (1967) 3 6
Taiwan (1969) 12 15
Korea (1968) 11 1
Korea (1978) 18 31
Malaysia (1978) 22 39
Thailand (1978) 27 70
Philippines (1965) 51 51
Philippines (1980) 70

Source: Riedel 1988c, p. 32.

the view that countries should protect “infant export industries”. The argument
rests on the fact that secure domestic profits and secure domestic markets are

needed to enable prod to lay the ion for scale ies and for
marginal cost pricing in export markets (Westphal 1982; Pack and Westphal 1986).
This amounts to the that (| d) domestic should pay

artificially high prices to subsidize foreign customers and il assumes — against
the theory and evidence of dynamic oligopolistic competition — that the artificial
protection of market niches facilitates sustained innovation. Why should protected
producers ever abandon the secure home-market profits for insecure export profits
and the extra risks of implementing scale economies? Like after an initial phase
of import protection, the step into the compeltitive world market will be difficult
and will be resisted. It may easily fail because prior domestic featherbedding
has induced high cost levels. The argumcm for “infant export industry protection”

gives the impression of inter ing al straws!
Most East Asian industrial coumncs have at onc time or another tilted markel
signals in the direction of expx g by sclective idies for f:

exports. The Republic of Korea and Smgapon: offer, for example, sclective tax
subsidies (exemptions) for export eamings. But this means that other producers
have to pay higher taxes Lo finance a given level of state activity. Also, potential
loopholes are opened, and the terms of trade for the economy as a whole may
deteriorate. Export subsidies bear, in principle, within them some of the same
dangers to genuine entrepreneurship as import protection, in that industries are
directed by administrative incentive and not by exposure to the market. But
subsidized exporters at least face effective competition in world markets, whereas
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protected importers are shielded from effective competition, Import protection also
imposes higher cost levels on the local consumers (and therefore zcls like a tax
on polential exporters), and normally has regressive effects on income distribution.
By contrast, export subsidies do not drive up domestic price and cost levels to a
similar extent, though they impose burdens on public budgets.

The drawbacks of direct export subsidies may be found acceptable if rapid
export growth is seen to bring static and dynamic externalities. But that case is
fairly fragile. Moreover, export subsidics may raise (justified) “beggar-thy-
neighbour™ objections from overscas market economies, where industrial jobs
come under artificial pressure because of these interventions. In practice so far,
the NICs have been largely able to get away with most such violations of free-
market principles. However, the export interventionism of the East Asian NICs
and countries like Brazil has contributed to the growing new protectionism in the
OECD countries. This could have serious long-term consequences for the inter-
national economic order, from which the NICs have been profiting so handsomely.

In some cases, East Asian governments went beyond export subsidies and
encouraged a strategy of concerted “targeting” of foreign markets (o reap scale
economies in innovative industries. This amounts to export cartelization which,
in the longer run, tends 10 weaken non-price competitiveness. International
competition may also become less open, and foreign markets could be dominated
by certain monopolistic suppliers. This is now of concern in the West due to
concerted Japanese targeting of certain industrial markets. “Targeting” amounts
10 a breach of the rules of free competition that is banned in most Western
countries. For political reasons, “targeting” of American or European markels
by East Asian industries has often been tolerated in the past. But, not surprisingly,
it now leads to growing international trade conflicts and is seen as a threat 1o the
multilateral trading system. It is unlikely that the affluent industrial countries
(cspecially the United States and the EEC) will tolerate increasing “targeting™
by more and more NICs. These would not for long get away with the asymmetry
of protecting their own domestic markets whilst trading with monopolistic
practices in rich-country markets (Bradshaw, Burton, Cooper and Hormats 1988).
Moreover, as the practice of “targeting” is emulated by more and more NICs,
excess capacities are built up, so that rates of return in “promising” industries
are low. The newest crop of NICs will not be able to follow in the wake of
Japanese and Korean policies, but will have to discover their own market niches
by normal competitive trial and error (Park 1989). The search for such market
niches is best done when enterprises enjoy a climate conducive to risk-taking and
expansion. Countries that are open to the world and that favour learning and
individual self-reliance will fare best in the long run.

The East Asxan cxpcnenw shows that lack of nalural resources can bc a boon
for good i Thanks 1o export-oriented industri
resource-poor Taiwan and Korea, for example, overtook Malaysia in its living
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standards during the 1970s, the time of the oil-and-gas boom and big public sector
expansion in Malaysia. , the lack of Tesource i ies makes
it impossible to “milk™ the primary sector for rents and transfers to the industrial-
urban sector (as has been the case in many countries like Australia, Argentina, or
India). Instead, manufacturers are forced simply to compete and they can do so
because the real exchange-rate is not pushed up by resource cxports (and loans
which mortgage the natural resources). This is not to say that resource-rich
countries should not exploit their resources, but that they should not give artificial
preference o these industries.

4.3 General Functional versus Specific Manufacturing Policies

Much has been said about general economic and social policies and relatively
little about direct interventions on behalf of specific manufacturing industries. The
reason is that general economic and social policies have been infinitely more
important o the East Asian success than sector- or industry-specific policies.
General, functional policies, inciuding a stable social and economic order that
gives people long-term confidence 10 work, learn and form capital, are by far the

most imp pre- itions for good i ial performance. Specific policies
— for example, tax holidays, unrr exemptions or provision of industrial estates
— may delight the inter i , the ic planner, or the

academic economist, but such specifics were clearly of second- or third-order
importance 10 the East Asian success. Otherwise one would not have observed
the same excellent industrial performance in response to greatly differing
approaches 10 these specifics in otherwise comparable countries, like Korea and
Taiwan, or Smgaporc and chg, Kong. It is also wonh recording that cuunmea
with were in and servic il

development because the overall framework was favourable to growth in all
sectors. One important lesson therefore is that, when the fundamentals are right,
specific policies probably do not matter all that much. Another major lesson from
East Agia is that an enlightened, stable and strong political leadership, which stays
aloof of industrial lobby groups, can do much for industrial success. Time and
again, political leaders have shown the autonomy from industrial interest groups
by making bold cuts in subsidies and protection, such as Japan's freeing-up of

the aluminium industry or Si s decision not (o protect car assembly. Such
actions v.end to send out signals to other industrialists that their market niches are
not y by g but have to be secured by unceasing
effort.

Where selective, interventionist policies created productive capacities which
failed 10 reach genuine competitiveness (after say, ten years), the most rational
policy is to end subsidies and protection. It must be accepted that capital has,
Occasionally, 10 be written off. Different from developing countries elsewhere,
Where public enterprises were seen in terms of national prestige or as “milch cows”
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for the members of a well-organized political and bureaucratic class, the East
Asian market cconomies have on the whole treated public as well as private, but
regulated, industries in purely economic terms as business and judged them by
their contribution 1o growth.

East Asia shows that a general, gradual liberalization of the economy can
mobilize enormous creative potential. 1t advances entreprencurial activity for
sustained periods of time. Few would have predicted in 1955 what progress those
hopeless, handicapped places like Korca, Taiwan, Hong Kong and Singapore, or
even Japan, would make within a generation. This progress was only possible
after the failures of Statist policies, which suggested the use of market forces and
individual initiative. What mattered (o keeping (olu,opohsuc) entreprencurs on
their toes was the gradual, but i ible, move towards Lil ion, not a given
level of regulation. As long as producers were made Lo expect that markets were
to become more they i d and The single most
important, if not even the only feasibie, way 1o ensure contestability was by
international competitive pressurcs.

The experience also shows that a market orientation can help even the poorest
segments of the population, not only because the poor benefit from faster job
creation in industry, but also because competitive open markets and the absence
of favouritism promote greater equality of opportunity and create incentives 0
acquire skills. Positive discrimination and redistribution by government inter-
vention often fails, not in the least because it destroys entreprencurial incentives,
creates a privileged class, and politicizes and emotionalizes economic allocation.

General policies to mobilize supply factors for industry should pay great
attention to controlling the cartelization of labour markets by unions, o raising
savings rates (by making real interest rates attractive and limiting the claim of
the state on national income) and 10 improving the general educational level of
the population, especially in scientific and technical arcas. And treating women
as equals in schools and in industry is particularly important in the early, labour-
intensive stages of mdu.smahuxuon (textiles, gm‘mcms electronics assembly) when
women play a very role in the i

For general policies to be effective, clarity, simplicity and stability of rules
(“the economic order”) are essential. Complex policies normally fail because their
administration breaks down. Policies also have to be consistent over time. Aclivist,
zigzag policies — a new national strategy with every five-year plan! — can be
destructive of many potential entreprencurial contributions to material progress.
Policics also have 1o be consistent amongst themselves and fit within a cohesive
ovcrall strategy. This is more casily achicved where there are few initiatives. 1f

are ictory, they smother the spontancous forces of
industrial growth. It is not ncws‘sanly the .\bccnce of rules and regulations that
matiers, but their predictability and g combined with controls of rent-

and ‘:jng, In interp) g the record I find myself close to the
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interpretations of the “new orthodox development economists” who stress the
central role of prices, incentives and security. But I still see some merit in the
reading of the evidence by political scientists. Robert Wade has, for example,
shown that the East Asian industrial performance has been assisted by market-
oriented interventions

= which ined mere trade protection with

« which were selected according to economic rationale, not in response 10
lobbying, and

which were coherent with other interventions and over time (Wade 1988; in a
similar vein, see Lindblom 1977, Reynolds 1985).

It is not the total absence of regulations that matters, but their shape and spirit,
as well as the trend in regulatory policy toward greater freedom of individual
initiative.

5. Conclusion: Lessons for Malaysia

Compared to the very exacting standards of the East Asian high performers,

Malaysia has had somewhat less overall economic growth (real per capita incomes

since the carly 1960s a very respectable 4 per cent per annum) and less rapid

manufacturing expansion (to 25 per cent of GDP). Compared 1o Taiwan and other
compelitive cconomics, income distribution appears less even. But by any other
international comparison, Malaysia has done well. And Malaysia now seems well
placed to become a fully fledged “'second-generation NIC”, having reached upper-
middle income status of around US$2000 per capita income. It is of course not
uncontroversial to gencralize the East Asian model (Cline 1982; Ranis 1985). But

Malaysia shares many of the essential pre-conditions for accelerated industrial

evolution with the successful East Asian market economies, namely

— a good record of ion (includis i ige of the “world
language”, English), training and attracting scarce skills from overseas;

— a fairly high degree of capital mobilization from domestic sources and the
attraction of foreign capital, not Ieast due to, on the whole, responsible macro-
cconomic policies, a high degree of price-level stability (of around 3 per cent
per annum since and y liberal fi ial policies;

— the development of a modem infrastructure;

— a reasonable degree of political stability, a functioning legal system, and —
on the whole — a guarantee of basic civil and economic rights;

— a good record of mainly rational general policy making and a predominantly
rational, cohesive framework of largely market-oricnted economic-policy
interventions;

— areasonable degree of openness to ideas, production factors and products from
other countrics; and

— a traditional reliance on private initiative.
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On these scores, Malaysia has, on the whole, been closer 1o the successful

mduslna]umg economics of East Asla than 10 other developing countries,

the Philippines and
But there have been important aspects where Malaysia, at least from the carly
1970s to the mid-1980s, was increasingly at variance with the East Asian pattern:

— Whilst market interventions (including government ownership of productive
assets) were scaled down all over East Asia, Malaysia introduced more and
more detailed regulations for industry (such as the dirigiste Industrial Co-
ordination Act [ICA]). More recently, the ICA has been liberalized, but
Malaysia still requires the licensing of much industrial investment (which puts
itat a disadvantage, for example, as against low-cost locations in Europe, like
Portugal). Malaysia also greatly increased the socialized ownership of industry
during the 1970s. The share of public spending in gross national expenditure
has crept from a modest 22 per cent in the First Malaya Plan (1956-60) 10 no
less than 36.6 per cent in the Fourth Malaysia Plan (1981-85). That share has
been coming down a little since.

— The direction is now towards de-emphasizing reliance on the state and towards
trusting morc in market forces than in regulation. The expectations of
industrialists would, however, be durably affected if government pursued a
mix of de- and re-regulation and failed to adhere to selting a clear trend and

it ali ization strategy.

— There have been some doubts about the legal order and civil rights, mainly
in the administration of the law and in arcas where there is much scope for
arbitrary administration.

— Resource-richness, which Malaysia has been good at exploiting, and loans that
have morigaged reserves of resources have kept the exchange rate high and
made industrial exports and job creation harder. Whilst Malaysia should of
course continue to exploit its good land and mineral resources, it should not
do so by artificial promotion, which would be to the detriment of industrial
Jjobs. Caution in forcign-loan driven development will also help to maintain
an exchange rate at which Malaysian industrial jobs can compete inter-
nationally.

— The trend 1o socialization of industry and other activities has not always
promoted efficiency and growth. Many of the 700-800 active Non-Financial
Public Enterprises, which were granted government-secured market niches,
have accumulated losses and suffer from unhealthy balance sheets (as the
theory of govemment-secured market niches outlined above, would suggest!).
Like anywhere clse where markc( discipline is lacking, Malaysian state-owned
businesses suffered from i ive, that is, P ial manage-
ment styles, waste of scarce capital (und: ilization of ities), insuffici
innovation, lacking cost control and inappropriate technologics. No Industrial
Master Plan can change this, only genuine privatization and exposure to
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competition East Asian style. Industrial Master Plans are in the tradition of
constructivist social engincering by central authoritics, who invariably have
insufficient knowledge and hence cannol cope with continually changing
conditions. They tend to impose confusing, centrally conceived administrative
rules from above, normally based on outdated information. The East Asian
experience has shown that only decentralized, profiy/loss driven innovations,
which originate from market incentives and within competing firms, are able
to mobilize genuine entreprencurship, enhance industrial performance and
ensure sustained growth,

— The main driving force for Malaysia to move o more regulations and socialism
in the 1970s and early 1980s has of course been the wish to implement a policy
of positive discrimination for the Bumiputera, Such a policy was probably
necessary half a generation ago (o break the cultural and other barriers to equal
economic opportunity. But like all market interventions, such interventions
have insiduous and complex long-run side effects that develop gradually and
cumulate over time. Sume new regulations may be good for someone, but
most old regulations are bad for the common good! Some of the long-term
consequences of detailed positive discril ion are Lhal
of the fabour force now work in an artifici ial
environment (state-sponsored niches) where thcy have developed unmhsuc
expectations and attitudes, that the incentives for all to acquire marketable
industrial skills have been weakened, and that the balance in public-sector
budgets and external accounts have been cndangcrcd hy inefficiencies and
losses in the sociali The seems 10 support
the general rule that the overall costs of intervention tend o grow, whereas
the proximate benefits do not. Of course, the time lags in moving from a

itive 10 a ki ic order are very long; but, once
set in train, these Lrends are cxl.rcmcly difficult o reverse because political
regulation acquires a dynamics all of its own. The only way to disrupt this
dynamism is to shift more allocational decision back into markets, which are
“racially blind”, and to de-politicize industry (Rabushka 1974; Sowell 1975,

i 1983, 1988).

The Iessons for Malaysia seem fairly obvious. Indeed, some of the lessons 1
would draw have already begun to be implemented since the mid-1980s. If
Malaysia wants to emulate industrial ion at a i pace,
similar to that observed in North-East Asia, it would have to go further in
implementing a few, admittedly difficult, practical lessons:

() Economics and business should be given priority over politics and politics
and business have to be clearly separated. Positive discrimination to achieve
would have to be replaced by assistance with equality of starting oppor-
tunities, but responsibility of each and everyone for his or her income. This
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means that distribution policies might de-emphasize cquality of outcomes and

strengthen help with equal starting opportunities.”” The longer the time

during which discriminatory redistribution policies are pursued, the bigger their
cumulative “dead weight “on the spontancous forces of genuine entreprencur-
ship and growth,

(b) The protected, inward-looking parts of the economy would have to be opened
up. Al industries would have 10 be exposed 10 international competition in
foreign and domestic markets. The requirements for official approvals for a
great many economic activities and projects would have to be abolished, where
such approvals serve no rational social purpose. Al this juncture in Malaysia’s
economic history, it might be useful to undertake an independent, compre-
hensive review and cost-benefit analysis of all regulations of manufacturing,
keeping in mind that a “political market” for regulations may casily be in
conflict with the objective of accelerated growth and industrial evolution. It
mlghl also be kcpl in mmd that —ina complcx world of constantly changing

y “picking-th ies are probably
not feasible and might casily create lcnsmns that could overburden Malaysia's
social fabric.

(¢) The New Economic Policy has led m Lhc socialization of much economic
activity and has the e ic order, after the public
and quasi-public sectors were made the “stakeholder™ of Bumiputera interests.
The state might therefore continue (o devolve its direct interests in industrial
production by privatization. For sustained industrial success, it will be
important that newly privatized firms compete without public patronage. Little
is 1o be gained from converting public into private monopolies, and no amount
of surveillance can suppress the abuses of private monopolies, The proceeds
from the sales of publicly owned assets would allow the public sector to repay
some of its costly debts.

It is apparent by the late 1980s, that Malaysia has already turned in the right
direction, moving some way from a mechanistic, interventionist policy approach
to placing more trust in the market. Much will, however, depend on whether that
Lhrccuon continucs 1o be pursued with consistency and vigour, and whether the

is maintai 10 keep industry in the state of “creative
uncasc” Wthh is 50 good for the wealth of nations. Tt has also to be kept in mind
that many other countrics are also moving towards more liberalization. What was
an level of inter ionism in 1975 is seen to be comparatively
regulatory in 1990. The growth respy of the y in the
late 1980s should indicate to policy makers that the rewards for trusting the market

""This might be done by promoting education vouchers for the less privileged or by replacing
direct interventions through racial quotas and the like with the introduction of a negative income
tax. See Kasper1983b.
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and entreprencurs are prompt and considerable. The removal of some of the
obstacles and impedi 10 genuine p ip has already demonstrated
that ians can compele ly in the first i i league of new
manufacturing industry!

Tt is of course casy for an outspoken forcign visitor to preach, but policy reform
in this area is extremely difficull. World-wide experience shows that patronage
and interventions create their own rent-secking interest groups, so that the state
finds it hard to pursue the common interest of fast industrial evolution and genuine
compelition.

It seems appropriate to conclude with a quotation from Nobel Prize winner,
Jim Buchanan (1988: 4):

“Modern rent seckers are under no delusion about the “social good". They do not abide

by the precepts of honesty, faimess, respect for the rule of law, eic. that are necessary

for our civilization to survive.

Are we to accepl their behaviour as a temporary aberration which cannot be changed

by conscious effort, or are we to use the combined forces of scientific analysis and

moral argument to defeal them?”

Appendix: Interpretations of East Asian Industrial Policies™
Post-war Japan

The undisputed economic success of Japan, especially since the Second World
War, and the rather flexible adjustment of Japanese industry to the various shocks
of the 1970s and 1980s, are seen by many observers as the result of far-sighted,
cooperative industrial policy under the guidance of the MITL! Japan’s posi-war
economic system retained some traits of the corporatist economic order of the
]9305 and 1940s. Tt was bascd on a tradition which stresses harmony, co-
ion, and the i of individual interests to the long-term common
good. Yet, the facts do not permit the label of “Japan, Inc.”, which suggests a
government-industry monolith out to conquer the world.
The links of consultation have been fairly close between key bureaucrats from
the Ministry of Finance, MITI and the Prime Minister's office on the one hand,

#Although it might be templing o scrutinize the carly industrialization of Japan and China's
coastal cities for essons for Malaysia, we shall desist. I scems that changed circumstances —
much freer i trade, greater i mobility of certain production factors,
lower transport and communication cosls, different technologics — have altered the gameplan
for industrialization so much over the past hundred years that possible lessons would have to
be greatly qualificd.

“Bicda 1970; Peck and Tamura 1976; Vogel 1978: Thurow 1980. “Business Week™ makes
the case fairly regularly, sec The Business Week Team, 1982, See also Adams and Klein
1983,
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and the Keidanren federation of big business, influential company managers and
cven organized crime on the other? But industry planning in the past 25 years
has not been from the top down, but rather from the bottom up. MITI officials
often seek to establish a among industry ici although it 1s not
formally binding. Industry policy often simply extrapolates averages and confirms
private expectations. “Inducements” to subscribe to the consensus have sometimes
been used (credit steering, import protection, waivers of anti-trust action, subsidies
and moral suasion), but now more rarely. Nowadays, MITI has directive power
over industry only in exceptional cases.

What is now being done differs greatly from the immediate post-war
reconstruction period after 1949. Then, MITI was created out of the remains of
the war-time Ministry of Munitions which had a nationalistic tradition. Its task
in the cold-war era was to transfer Western technology to Japan. During the great
shortages and disequilibria of the 1950s, basic industries (steel, cement, electric
power) were promoted by fairly direct intervention and, from the mid-1950s,
“infant industrics™ with an expected growth potential, like automobiles and
petrochemicals, had been given protection. But since the late 1960s, the industrial
guidance by the burcaucracy has been less assertive and cohesive, although MITI
frequently still tries to fight foreign competition for Japanese industrics. Fairly
prescriptive industry plans of the post-war era have long made way for the subtle,
coordinative approach of “industry visions” prepared by the Industrial Structure
Council." Like in other old industrial countries with powerful lobbies, industry
p ion has frequently on supporting declining industries and
keeping NIC competition at bay.

Japan abandoned prescriptive industry policies because the technological gap
with the West has been closed. When a country is still far below the development
level of the leading industrial countries, it is relatively easy Lo identify potential
growth industries. Japan, wanting to catch up with the leading economies in the
1950s, could imitate the economic structures of those further “up the development
ladder”. But as the gap closed, new “sunrise” industries are harder to pick for the
burcaucracy. No longer can a committee readily identify entire industries; growth
opportunitics now lie at the infinitely more detailed level of individual production
activities. Another problem with “picking the winners” policies is this: As long
as Japan was the only country to target certain industries and overseas markets
for rapid and favoured expansion, it was relatively casy to be successful. But in
recent years, others (like Korea) have emulated Japan; and all industry-policy
committees around the world scem to have discovered the same promising growth

®For an account of the Japanese system see: Abegglen 1984; Tresize and. Suzuki 1972; Johnson
1977; Vogel 1978; Allen 1980; Magaziner and Hout 1980; Hosomi and Okumura 1982; Lincoln
1984; Patrick 1986; van Wolferen 1989; Johnson, Tyson and Zysman 1989.

MITI 1980, Earlicr visions were published in 1963 and 1971, Sce also OECD 1983, p. 48.
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industries at the same time. (In reality, they copy from one another because they
simply do not know!). This has led to excess capacities and low profits all around
(for example, in consumer electronics).

Like everywhere else, Japan’s industry policies did not foresce certain

blems and only responded after the p had become clearly evident, like
Ihc petroleum price rises. Like anywhcm else, industry-specific policies were often
motivated by the joint economic good of the influential participants. Costs to
the consumer or the nation as a whole were often underrated. However, in Japan
the government probably intervened less in supporting shrinking industries than
in most other OECD countries, except in agriculture.

‘When the interests of individual companies were at stake, the much-heralded
Japanese consensus broke down frequently [as when Honda was told by MITI
not to produce motor cars], or failed to produce results [as when MITI failed in a
costly attempt 1o set up a passenger aircraft industry in the 1960s™). And a
considerable number of MITI designs 1o create priority industries have failed
because industry and government could not reach a consensus [sugar refining,
plywood, ferro-alloys, synthetic textile fibres]. Other schemes 10 assist specific
industries failed because the Ministry of Finance could poml o hxgh potential
costs and imposed budgetary restraints, Int
were and are as frequent as anywhere else.

The impression is therefore incorrect that there is an elite of insightful, dis-
interested leaders who identify “sunrise industries” which are encouraged by
concerted action, and ‘sunset industries’ that are wound down by central directive.
Considerable resources have been lavished to prop up activities with poor growth
prospects in Japan, for example, rice farming, couton textiles, shipping, and coal.
This type of industrial policy has directly limited the export opportunities of the
new industrial countries. Industry plans and credit by the Japan Development
Bank have favoured industries like “'steel, petroleum refining, petrochemicals, and
electric power [which] had profit rates ially below the
average during the 1960s™ (Tresize and Suzuki 1972 810). Indeed, Japanese
industry policy more often than not picked the losers. By contrast, the spectacularly
performing industries (cameras, some ycles) have
never been made the subject of official plans, and industrial high-flyers like Honda
or Sony owe little to MITI guidance. The great names in industrial and export
success — like Toyota, Honda, Canon, Ricoh, Sony, Yamaha, TDK or YKK —
are not part of big trading houses, like Sumitomo or Mitsubishi, which are reputed
10 have close links with the bureaucracy.

These companies frequently managed to get hold of (and improve on)
promising new products and processes and then went for mass production at low
per-unit of output profits. Like Ford with the Model T, they banked on realizing

#Financial Times, “Economic Survey of Japan®, 6 July 1981.
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downward-sloping supply curves thanks to scale economies. These scale econo-
mies were both of a static kind (distributing fixed costs of development, etc., over
a large output run) and of a dynamic kind (lcarning by doing and innovating fast,
thanks to frequent model changes). This policy of “riding downward-sloping
supply curves”™ was made possible by an orientation towards big world markets
and a concentration on technelogy-iniensive products. The educational infra-
structure and the level of development in post-war Japan enabled Japanese
companics to pursue this strategy. But industrial targeting and MITI policies had,
more often than not, no dircct impact on this strategy of Japanese companics.

In response to the “oil shocks” of the Kondratieff slow-down of Lhc 1970s
and 1980s, the Japanese mdusuml on
from energy-intensive, heavy ies 10 more intensive activities.
In this, it was more succcssful than most other OECD counu'lcs, which in wm
contributed to high and rising current account surpluses that entailed an appre-
ciation of the Yen and massive foreign investment by Japanese savers (Balassa
and Norland 1988; Park 1989).

The Japanese industrial success has been created by individual firms with

i enterprise and i ive drive, not by people on MITI commiltees,
But industry-specific interventions have forged intransparent power alliances
between the bureaucracy, politicians and preferred industries that are at the root
of the many corruption scandals surrounding the finances of political partics. No
administration, at least since the mid-1970s, scems (0 have left office totally
untainted. Only the future can tell what that will do to the long-run stability and
cohesion of Japan's exceptionally homogeneous society. But no one has suggested
that corruption and power politics will not hurt Japan's long-term growth. It is
doubtful whether less homogeneous nations could stand similar sustained tensions
for long,

If one “looks East” with a scrutinizing eye, onc has to conclude that “Japan's
policy has not been notably farsighted ...specific policies have often been a
compromise, with major errors in forecasting” (Abegglen 1984:113). We can
lay to rest the i 1mprcssmn — created by many visiting academics, businessmen,

and j — that ip by the Great and the Good has
managed o pick winners and hasten the rational decline of shrinking activitics
in post-war Japan. Factors other than industry policy explain Japan’s industrial
success: Producers have enjoyed a remarkable degree of political and social
stability and have, on the whole, bez:n uhlc to plan and produce within a stable
policy , in which ives had priority. There were few
redistributive and welfare-state policics lhal might have conflicted with the high-
growth objective (as was the case with Malaysia’s NEP), The Japanese govern-
ment’s involvement in the economy was smaller than in Europe. Total public-
sector employment has been about 12 per cent of the total labour force in the
1960s/70s which was much less than in Western Europe (or in Malaysia).
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The growth in aggregate production can be attributed 1o the standard proximate
causc of growth: advances in knowledge, more capital per worker, movement of
labour from agriculture and self-employment, and other factors like better
education and reduced trade barriers (Denison and Chung 1976). But advances
in knowledge and scale economies, which centrally guided rationalization is
supposed to promote to an exceptional extent, have not made an unusual con-
tribution to Japanese growth. On close, careful scrutiny, one has to conclude that
Japan got the of growth and industrialization right and that there
were no industry-policy panaceas. We do not have to go much beyond what
we have always known about the sources of industrial growth anywhere 10 explain
Japan's excellent industrial performance.

The Republic of Korea

In strategy and implementation, Korea modelled itself most closely on pre-war
Japan. With a high degree of state intervention and central planning of privately
owned industrics, the Koreans concentrated on fostering big conglomerates. These
are organized along almost military lines. Korea's policy towards international
trade and flows of production factors owes much 10 the tradition of the “Hermit
Kingdom". It is possible that Korea, after its unfortunate experience as a Japanese
colony, could simply not opt for more open policies towards foreign firms and
imports; this might have been too reminiscent of colonialism.*

The country emerged chastised and impoverished from Japanese occupation
and the Korean war. In line with the prevailing “‘development mechanics” fashion
of the early 1950s, it i ap ionist import itution policy and
artificially sti i . whilst ining heavily dependent on
American aid. Foreign capital assistance amounted to no less than 14 per cent
of gross national product after the Korean war (Suh 1986). Government and
industry demanded heavy sacrifices from the population, who had emerged from
great existential dangers and were prepared to postpone income claims to secure
their national existence. By the laie 1950s/early 1960s, Korea had introduced
prescriptive five-year plans, stringent import controls, multiple exchange rates —
and had rampant inflation, little domestic saving, and serious external deficits.

The violent overthrow of (military) President Syng Man Rhee in 1960 laid

the basis for the rise of a new ion of American-trained (many
of them economists) who induced the new (military) President Park Chung Hee
to embr strategy of export-led industrialization. This outward re-orientation

BG. Eads and R. Nelson, Chapter 7, in Patrick 1986: 262-64.

MKey references on the Korean expericnce arc Hong and Krucger 1975; Lee 1981; Lim 1981
Hong and Krause 1981; Woronoff 1982; Balassa 1982; Ricdel 1984; Kim and Rocmer 1985;
Korean Development Institute 1985, 1986; Mutoh 1986; Scitovsky 1986; Kwack 1987; de Franco
1987; Dornbusch and Park 1987; OECD 1988.
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relied again heavily on market interventions: choice of priority sectors (textiles,
consumer elecuomcs) wgcung of sales to lhe lower end of the US market,
generous for 1ax for cuts of customs
duties on capital equipment, subsidized electricity, freight, and bank loans. Park
also established many executive ministries with direct functions in public
enterprises. If ever there was a concerted “picking-the-winners” policy, Korea
implemented it in the early 1960s. All lhcsc pohclcs had |hc common purpose
of favouring profitability in p (chaebol),
whose profit opportunitics wcrc nurlurw 1o make them the main agents of change.
The necessary lechnology was acquired mainly by license (predominantly from
Japan and the US), and only sparingly through joint veniures and foreign direct
investment.

The aim of the coordinated Korean policies was to imitate the successful
Japanese strategy of “riding downward-sloping supply curves”: getting into
innovative industries at the start of their life-cycle and realizing static and dynamic
scale economies. Whereas the market pre-conditions and level of deveéfopment
in Japan enabled existing big companies 1o succeed, Koreans had to form such
big companies afresh and quickly create the technical and educational infra-
structure. They did so by govermment coordination and initiative, and could do
S0 because they were further down the development ladder, so that future growth
industries werc still relatively easy to spot. Bul they targeted export markets,
also by collective action and with g Korean
are exempt from sales tax, pay half the rate of company lax on export carnings,
enjoy special depreciation and receive subsidized loans. This bears within it the
danger of all collusion and the likeli of count tion by foreign countries.
Only Korea's special political circumstances have kept retaliation by the US and
the Europeans at bay.

The policy has led to cronyism within a closely knit, Mercantilist military-
industrial-bureaucratic complex, as well as to forced savings and the repression
of democracy. Strict, military discipline (including direct interventions by
President Park in operational industry matters), a fierce nationalist commitment
and — most i v [ ition in export markets kept a rein
on abuses and corruption, at least in the 1960s. The sacrifices imposed on the
population were possible thanks to the trauma of the 1940s and 1950s, the
continued military threat from the North, the racial-cultural homogeneity of the
Korean nation and the fact that public opinion, the rule of law, and the principle
of popular sovereignty are much less accepted than in those Asian countries that
have a British tradition.

Shortly before the oil crisis was about (o hit, the industry policy of the Ministry
of dee and Industry (MTI) shifted priority towards heavy (hcncc cncrgy-

) ducti steel and fi metals, ch
and heavy i Since the late 1970s, this list has bccn
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expanded to include passenger cars. Such targeting was relatively casy, because
Korea is still far behind the leading-edge countries and because the United States
was long tolerant of Korean practices for political reasons. More recently,
however, these policies, which often violate GATT rules, have led to political
tensions and trade conflicts.

In the 1970s, Korea went through an adjustment crisis because of the artificial
concentration of its industries. To overcome the drop in export carnings and to
maintain Korea b d heavily overseas. Concerted
efforts during the early 1980s raised productivity fast enough to ensure that capital
productivity exceeded the interest cost and private income growth was constricted,
Korea could therefore pay back much of that foreign debt. Different from
Malaysia, Korca had of course not been able to mortgage its natural resources
during the heavy-debt episode and therefore felt constrained 1o repay faster.

The interventionist, big-industry policies of the past arc coming 1o a head in
the late 1980s. The govemnment is trying to shift towards favouring small enter-
prise, bul it is not so easy to withdraw patronage from long-favoured industries.
When, in 1989, the big chaebol, Daewoo, ran into financial difficulties, the
government was not game to let market forces run their course, but promptly
bailed the company out with US$600 million govemment credit. At the same.
time, big industry gave in to massive wage demands which will make Korea less
competitive in future.®

By now, the Korean economy is heavily dominated by large, diversified
conglomerates, and a (highly educated) bureaucracy which works closely with
them. A powerful military-burcaucratic-industrial complex is the machine that
propels Korean export industries. The “machine” has made for high and secure
profits, but the need to compete overseas (Lhough not so much in the protected
domestic markets) has i to exert discij in ing input prices
and stimulating productivity. But there have been frequent corruption scandals,
And political tensions with a new generation of workers and students, who no
longer want to make sacrifices and who want more democratic say and a free
press, are now making the Korcan cxperiment unstable. Labour unrest has
triggered a profit compression, and a recession by 1990 is likely.

So far, industry policy has been able to focus on supporting “‘sunrise industries”
because industrialization is a relatively new experience in Korca, But as wage
costs nsc labour-mmnswc sunscl industries” will have to shrink (creative

This for further growth will severely test the
interventionist political-economy set-up of Korea. The record of protectionist/
defensive policies in Korea regarding food production induce one to be pessimistic
about the “sunset side” of structural adjustment policies.

‘The new government under (military) President Rho Tac Woo has tried to de-

SNewsweek, 3 July, p. 5T (Australian cdn.),
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emphasize big firms, by specifically intervening in favour of smaller firms and
new, flexible technologies. The big question for the 1990s is whether the interests
of the deeply entrenched, powerful and privileged “industrial club” or rational
insight and general legal rules will dominate policy. The artificial privileges of
big industry will have to be curbed to facilitate structural adjustment and higher
wages. Bul the yiclding to Dacwoo's demands does not augur well, Meanwhile,
some of the few foreign investors, who are sensitive indicators of the relative
climate for entreprencurship, are closing down their Korean operations (Ciba-
Geigy of Switzerland, Fairchild Semiconductor of the United States).* The
outcome cannot be predicted.
To sum up, the single-minded Korean industry strategy of the past thirty years
has generated:
reasonably secure profits in privileged conglomerates and effective cost
controls despite the privileges;
the build-up of an industry- and technology-oriented workforce and skills base;
an industrial infrastructure that has, so far, been able (o adjust whilst expanding;
a determined bureaucracy which has been reasonably disciplined by a fervent
1o national and

a considerable technological capacity;
but also:

an unstable social and political system with great internal tensions;

power concentration in a small, affluent class of industry leaders and

bureaucrats;

limited flexibility in over-capitalized heavy industry, dependent on high

external demand;

limited channels of technology transfers from overseas; and

isolation of most Korean workers and managers from direct world-market

influences.”

The Korean experiment shows lhal the mobilization of resources for mdus-

and the i of industry o
by single-minded officially i ip can work.
Yet, the Korean success seems to depend on conditions which do not exist in
Malaysia. The tensions g by rapid industri ion and market

interventions have so far been controlled within the rather monolithic, militarily
governed Korean society which recalls hard times and accepts sacrifices for
national advancement. Bul these tensions would, in my view, have exceeded the
Timits of tolerance in more open and multi-racial Malaysia.

*Far Eastern Economic Review, 18 May 1989, p. 9.
il recently, ordinary Korean citizens were, for example, not permitted (0 travel abroad for
pleasure, despite mounting foreign-exchange surpluses.
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Taiwan

Taiwan’s recent economic history — like Korea's — probably owes much to a
traumatic, unifying, but ultimately mobilizing shock: in this case, the expulsion
of the Guomindang by the Communists in 1949. Different from Korea, the
population is not homogencous; 90 per cent are indigenous Taiwanese who lived
through Japanese ion, when they i the early beginnings of in-
dustrialization; and 10 per cent are Mainlanders, who originally concentrated on
government, as well as the mllnary and cwnl service. Originally the Guomindang
elite brought with them an interventi darin-Fascist ic culture and
state-owned industries.”

Like Korea and unlike Malaysia, Taiwan started from dire poverty after the
war and has a very poor natural resources base. In the early 1950s, Taiwan was
a typical, hopeless underdeveloped country: The economy was heavily regulated.
Inflation was high, real interest rates negative and savings below the international
average at the prevailing income level. Since 90 per cent of exports consisted of
agricultural products with poor growth prospects (nce and sugar), imports were
elaborately restricted. Because of chronic forei
multiple exchange rates were used to promote import- subsutuuon Uncmploymenl
was high. The country depended heavily on aid. The prospect for the terms of
trade was poor.

Between 1954 and 1959, the government (which was not beholden to an elec-
torate or powerful industry lobbies) drew on the expertise of two eminent academic
economists, T.C. Liu and S.C. Tsiang, who advised a two-pronged reform:

* 1o liberalize the factor market for capital and permit positive real interest rates
[the factor market for labour was not regulated, and there was also a land
reform which mobilized capital, land and rural entrepreneurship]; and
to liberalize product markets, which meant above all, reducing tariffs and
quotas and the establishment of a uniform, equilibrium exchange rate.
These reforms had dramatic effects on industry: In the wake of positive real
interest rates, the savings rate gradually rose above the normal international level
and rationed industrial investment (inducing high labour-intensity). The rate of
capital formation and the capital-labour ratio rose. This induced rising labour
productivity and rising real wages, as well as job creation (measured unemploy-
ment went from over 12 per cent to about 3 per cent between 1960 and 1965).
Indnsl.ry s share in output rose from below to far above what is normal inter-
y; and i , thanks to equilibrium prices for inputs

#Key refe Taiwan's industrial experience are: Power 1971; Galenson 1979; Fei, Ranis
and Kuo 1979, 1981; Li and Yu 1982; Kuo 1983; Council for Economic Planning and
Development, Executive Yuan 1986; Liang and Liang 1986; Woronoff 1982; Dumont 1986;
Tsiang 1988; OECD 1988; Grabowski 1988; Liang and C.LH. Liang 1988,
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and outputs, numerous products in which Taiwanese producers were inter-
nationally competitive.

Taiwan is the classic example of a country that rejected the rampant “export
pessimism”. When it did not like its terms of trade, it created better terms for
itsclf by pioneering new exports. In contrast to Malaysia, which had good natural
resource endowment and therefore could develop “Ricardo export goods” (like tin,
rubber, palm oil, and more recently oil and gas), Taiwan gave up its traditional
colonial exports of rice and sugar and sively on “F
Ohlin goods”, exporting the fruit of cheap and increasingly skilful labour.

Correct prices and market forces worked spectacularly well, because the
reforms were ied by other far-sighted, ian supply-sid
policies (that made the supply of production factors elastic):

« Taiwan relied more on foreign capital than Korca and attracted more of it
through cooperative joint ventures. This had the advantage that foreign capital
camie bundled together with technical know-how, knowledge of input and
output markets, and entreprencurship. Because foreign capitalists had some
control over the use of their capital and because certain transaction costs were
climinated, direct foreign investment was often cheaper than loans,

An initially high share of state ownership in industry (50 per cent in the carly
1950s) was scaled down (to less than 15 per cent now). Instead of direct state
entrepreneurship, the government concentrated on the “classical tasks”
(defence, law and order, education, infrastructure) and created a climate

le to small and medi ized enterprises.

Education and training were reformed and oriented towards science and
technology. Wage structures in mduery were adaplcd w reward skills. And,

like in Korea, the and i were wide open
Lo women, particularly in Iabour-lmensnve industrics (Ganmcml 1986).
« Research and and the of ies from

abroad were promoted systematically by fiscal and financial means. And the
openness to foreign capital goods and foreign firms brought much embodied
technology into the country. In recent years, government has actively promoted
“science and technology parks” and attracted Chinese scientists and engincers
from the U.S.

The basic legal system and ions were simpli and the
government was stable and ensured i The g

sector was kept small, despite the perceived need for a large defence force.

These general, non-discriminatory policies were of greatest importance. Policy
moved in the direction of more reliance on market forces. But selective policies
were also employed to stimulate profitability in light industries (food products,
textiles, consumer electronics). Later, heavy industries (steel, petrochemicals,
machine tools) were encouraged by financial and fiscal preferment. Export finance
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was idized and special export-p ing zones were i Industriali-
zation was facilitated by the creation of industrial estates in which entire land
packages and infrastructures were provided. This was sometimes coupled with
special privileges, as for example in free-trade zones. The policy framework were
certainly not laissez faire. Rather, it can be characterized as a comprehensive
policy package aimed at the supply side along Schumpeterian lines to facilitate
profitability, entrepreneurship and growth, Otherwise, industrial evolution was

guided by market forces.
The tendency for preferred mduery groups to enter rent-secking arrangements
with the and the was ai by the fact that the

government was small and autocratic. It normally kept its distance from commerce
(along the lings of the traditional Confucian model). The government was strong,
because it concentrated on few priority tasks (including defence) and left allocation
largely to markets. What also helped matters was that most industry was small
or medium-scale. Competition was lively and controlled excessive profits. There
was no cligue of rich industrialists who could have challenged the government's
supremacy in policy making. International compelition and nco-Confucian
discipline confined the scope for rent-secking games.

Rapid growth of certain exports, that were sometimes targeted not only by
Taiwan, but also at the same time by South Korea and other NICs, led at times
10 official ter-attacks on Taiwan : “Voluntary” limits on Taiwanese
processed agricultural products and the Multifibre Agreement are instances where
industry-specific interventions by the NICs have triggered product-specific trade
interventions by industrial countries,

However, when protectionist moves in OECD countries limited export-market
growth for specific products, Taiwanese entrepreneurs quickly found other market
niches. The agility of the many small and medium-sized firms in marshalling
resources for new exports and the prompt entrepreneurial responses to the need
for restructuring in the late 1970s and 1980s led to external surpluses and an
appreciation of the Taiwanese currency, as well as a continuing hbcrahmuon of
imports. Far from harming the average Tai citizen, this
enabled Taiwan (o enjoy cheaper costs of imported inputs and facilitated structural
changes towards the comparative advantages of the year 2000 and beyond (Liang
and Liang 1986; Watanabe 1988).

In the late 1970s and carly 1980s, rapid industrial development suffered from
some reversals in world (mainly US) demand, as well as internal bouts of
inflation. It ran into bottle-necks on the supply-side, namely with the infra-
structure and shortages of industrial land. Tt was also felt that the industrial base
needed broadening. Selective industry policies were adupl.ed m promote capital-
goods production and basic industries, i in
enterprises. But these turmed out not to be very profitable. In recent years many
of the latter (aluminium, shipbuilding) have shown losses and have been de-
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was p Different from many other LDCs
where state industries are sacrosanct for political reasons, loss-making public-
sector enter-prises were made to react as they should in a market cconomy.
Socialized ownership did not amount to the suspension of market forces, as in
many other nations.

Taiwan’s export successes, direct foreign pressures, and the rapid accumulation
of foreign exchange have forced the country in the 1980s to liberalize imports
further. This has helped to control inflation. And Taiwan's industries — flexible
and highly responsive due 1o their small scale and market orientation — appear
to rise readily to new competitive challenges. Constant world-market exposure
has educated Taiwan’s industrial culture in the art of innovation and change, and
the small-scale structure has helped industry to diversify and exploit market niches,
even if small. Mechanisms for acquiring skills and adopting new technologies
are by now well developed and industry structures are evolving organically o
include more skill- and capital-intensive activities.

Taiwan has thus built up an efficient, growth-prone industrial sector with great
evolutionary capability. This was done mainly with the help of general
encouragement for enterprise and some specific mduslry pohcncs that rvspecusd
the principle of minimal state intervention, g the i
for economic evolution and did not raise protcction.

By the late 1980s, Taiwanese industry was fairly sophisticated and able to shift
further up the ladder of productivity and technical complexity. A very important
role in continuing high industrial performance has been the gradual improvement
of product quality and the move to higher-value models. This could not have
been achieved by central directive or moral suasnon but only by an exposure to
market forces and the need to remain petitive. Technical i has
been driven by feed-back from cxport demand, in hm, with the general theoretical
insight that most technical progress in industry is market-driven (Demsetz 1969;
Rosenberg 1982). Many of the more labour-intensive aclivities are now being
relocated to lower-cost locations, including the Peoples Republic of China (PRC)
which supplies directly or indirectly a growing flow of labour-intensive inputs to
Taiwan’s industry, and countries with an enterprise-oriented, open economic order
like Thailand. It appears that this relocation not only transfers industrial plants,
but also a great deal of the Taiwanese industrial culture which has evolved over
the last generation,

Taiwan's industrial evolution occurred on the basis of a national consensus
that economic development requires high priority. There were no forced income
redistribution policics. But the highly competitive industrial system, coupled with
good education and training, which gave everyone good starting opportunitics in
the wmpcuuv: game, have resulted in a high degrcc of income equality. There
is no tyl y, but — very — the basic human
and economic rights ol' citizens and Iegal security for em.rcpmncnrs were ensured.
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Now, with generation change, more democratic government and a freer press are
evolving, and with much less commotion than in Korea.
Some obvious lessons from the Taiwan experience for Malaysia are:
Resource-poor countries (like Scotland, Switzerland, Hong Kong or Taiwan)
feel a much greater urgency to industrialize on the basis of knowledge, skills
and market-oriented agility. Maybe, rubber, palm oil, tin and the oil and gas
bonanza were not an unmitigated blessing, They kept the real exchange rate
high and hampered a Taiwan-style industry strategy.™
Taiwan shows that a high priority for industrialization and growth, and
abstaining from conflicting policies of positive discrimination, produces
impressive results. Taiwan overtook Malaysia with regard to living standards
during Malaysia's oil bonanza and big-spending programmes of the late 1970s.
In the process, even the poorest in Taiwan grew richer, since interventionism
and rent-seeking were limited. General education and training, as well as small
enterprise and markel competition, are evidently better able to create conditions
for greater income equa]ny and the eradication of poverty than interventionist
positive discrimi; , such redistribution policies tend 1o weaken
the forces of economic growth.
1t is possible to promote certain promising industrial activities by artificially
enhancing profit opportunities, but onc hxs 10 retain or increase openness o
world markets and impose strict and political discipline Lo keep
the natural drift into rent-secking under control.
‘What matters most for the development of a competitive order is not the
absolute level of intervention, but the direction of change. If market
interventions are uniformly and gradually reduced and the political leadership
sets clear signals for gradual liberalization &s in Taiwan (and Korea), enterprise
perceives the need for ing costs and improving the product.
Government policies towards industry need not be laissez faire. Policy can do
much to develop the critical p ion [actors by ing on a siable
cconomic and legal order, good education, high savings, a growing infra-
structure and creating general technical capabilities, but leaving the complex
isions of industrial pi ion to markets and entreprencurs.
In many respects, Taiwan has gradually moved towards Malaysia's “Old
Economic Policy” which was simple, steady, market-oriented and therefore easily
manageable, and which was, on the whole, very successful (Kasper, 1975b). Like
in pre-NEP Malaysia, political man and the burcaucrat are less important and
prominent in present-day Taiwan than the entreprencur and producer.

SFor reasons of better racial integration throngh direct daily contact in economic life and to
accelerate Malaysia's economic growth, | advocated such a strategy in the early 1970s (Kasper
19758). See also Kasper 1988.
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Hong Kong and Singapore

In many respects, the lessons of the city-state economies of Hong Kong and
Singapore are variations on the above theme.® They validate the lessons of
Taiwan and Korea.” Both developed more in a modernized “treaty-port” tradition
of industrialization. Both city states pursucd sysiematic policies 1o ensure an
clastic, responsive supply of production factors — labour was available, bul much
was done 1o train skills, to and attract and
technical know-how, and 1o ensure high rates of capital formation on the basis of
“abnormally” high domestic savings and foreign investment. Both were open
economies, but Hong Kong more than any other of the “four dragons”.

Both city states began their accelerated development with reliance on export
oriented i ion. But like the ics of Venice, A London
or New York before them, they became central trading cities and after some time,
providers of financial and other services. Hong Kong benefited in the 1980s greatly
from the location near China, where sophisticated Hong Kong-made services were
in high demand. It is an open question whether the stepping-back of China from
an outright market reform course in 1989 will mean a durable set-back 1o this
part of the Hong Kong cconomy and whether that would not lead again to more
reliance on manufacturing,

The differences in policy approach were that Singapore’s policies were more
Statist/interventionist (more akin to the Taiwan model) than in laissez-faire
Hong Kong, where the colonial government concentrated on a basic list of
govemment tasks which Adam Smith would have approved, such as law and order,
defence, basic education, essential infrasiructure, and a minimum of welfare
services. The government of Hong Kong can be described as one of “busincssmen
for businessmen”, given the intricate relations between the (largely autonomous)
Hong Kong government and the major business houses. In addition, there was
some public assistance with the formation of industrial skills, for example, by
the setting up of excellent clothing industry training centres, and with land
development.

Maybe, Hong Kong citizens were lucky that there was no national government
which set national objectives and industrial targets, and left them to set and pursue
their own prioritics. As a result, most industrial production and job creation was

®ln many ways, it is of course casicr 1o generate fast industrial growth ina city — indeed, the
Kuala Lumpur-Klang region would stand out as an “industrialization miracle" if “national
statistics™ were preparcd for it and if the rest of the country did not absorb resources and influence
the exchange ate (the resource exports keep the Ringgit higher, so that the industrial regions
of Malaysia can export less than if they were a separate country).

MSome of the key sources on Singapore are: Lim and Lloyd 1986; Ministry of Trade and
Industry, Singapore 1986 Lim and Pang 1986; Krause 1987; Rodan 1988; Lim 1988, Somc
key sources on the [Tong Kong industry are: Smith 1966; Hopkins 1971; Rabushka 1973; Riedel
1974; Riedel 1972; as well as sources already cited for other countries.
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in small- and medium-sized industrial firms and service companies, carried
forward by a lively, energetic and resourceful entreprencurial culture in which
many Chinese busi (i ing refugee i ialists from the PRC) live
in fruitful symbiosis with Western businessmen. The real test of the Hong Kong
industrial system is beginning to take shape now. Will it prove to be superior in
the international rivalry of economic systems when the colony is taken over by
the PRC? However, after the 1989 crack-down in China, the PRC withdrew at
least emporarily from an open, peaceful “competition of economic and social
systems”.

By contrast, Singapore engaged in more planning and guidance from above,
with systematic schemes to promote forced private savings and 1o steer the types
of industry that a small, informed elite thought good for the growth of the
Singapore economy. This has made Singapore’s industrialization more orderly,
has led to larger-scale industries and has increased reliance on foreign entre-
prcncurshlp (multinationals).

in (as in many ping countries), i led to the
erection of a tariff wall in the late 1950s. However, when the city state was
expelied from Malaysia in 1965, the reason for import substitution lapsed and
Singapore industry was “shocked™ into free trade. The “infant industries” were
expowd 10 “teenage cnmpcuuun" (Bauusm 1983), in rewrospect a lucky event!

has pi its industrialization heavily by ing foreign
compameq with caplml technology, skills, and market access (Parry 1988). It
has succeeded because it created the rclcvanl i factors: stable g
simple, i rules and lati a iplined civil service, attractive tax

structures, an industry and -oriented ion system, 0
international trade and payments, free capital markets and an improving transport
and communications infrastructure (which in itself is becoming a major world-
class growth industry). Singapore subsidizes exports by tax exemptions, (ax
holidays and double tax-deduction for u'adc fair parumpauon and the creation of
foreign sales offices. With a little ics have been

ing skills and k how to young Singap largely because this is
advantageous for these firms.

Coordination and gludancc [rom above has had the advamagc of a more ordctly
outcome, but the ge of having led mistakes”,
like the unusual episode when the Singapore government tried 1 push increases
in labour productivity by encouraging higher wages ahead of the gradual, organic
processes of skill leaming and technical progress. They leamt very quickly that
one cannot push up labour productivity by higher wages (this is bound to produce
unemployment), and very quickly corrected the blunder by implementing co-
ordinated cost-cutting exercises (Cheah 1986, 1988). This was possible because
the Singapore state elite is not beholden to industrialists and conducts its business
in a sovercign, arms-length fashion. One episode where policy makers demon-
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strated this was the abandoning of pluns to idize car ly in the carly
1980s.

In reality, Smgapo:c policy guidance has often looked over its shoulder, and
simply 1 and what market indicated anyway.

It does little harm, but neither is it very useful. This sort of pseudo-guidance (an
elite bureaucracy formulating plans that simply codily the market forces from
below) is — as we have seen — ly'plcal of much industry policy in Japan.

The different i of the two city states have,
however, made little difference to the growth record in living standards and
industry. Both had closely comparable growth rates and had their crises of in-
stability. Bul both overcame mslabllxucs and quickly reverted to the growth path

with imp P and Both Hong Kong and Singapore
are ic miracles”. No ic planner would have discovered
i ges there for rapid i ialization at the end of the second

world war, Yel, they are now monuments to the maxim that most relevant
comparative advantages for industry can be created by man, if development is
given priority. In this, Singapore has taken a more activist role than Hong Kong,
but it is not clear, at least to this observer, whether that is making all that much
difference.

One has to conclude that the specifics of policies towards industry do not
matter much (other than providing jobs for a modern Mandarinate of bureaucrats
and economic advisers). What matters primarily is the creation of the right climate
for entreprencurship (a stable policy framework, confidence, a basic set of reliable
rules and laws, elastic supply of production factors).

Both city state economies reinforce the insight that openness o world markets
and reliance on market forces is good for industrial prosperity, and that a stable,
simple economic-political order is essential 1o reduce transaction costs and attract
crealive enterprise.
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THE MANUFACTURING SECTOR:
MALAYSIAN EXPERIENCE AND OUTLOOK

Shiew Wan Shing*

From import- itution in the 1950s, i ing, then
contributing to 8 per cent of GDP, expanded by 10 per cent through
the 1960s until the 1970s when, growing by 11 per cent, the sector's
focus shifted 1o export-oriented labour-intensive industries. By the
1980s, the electronic and electrical, textiles, rubber, wood-based and
heavy indusiries had emerged as key sectors. For the first time, in
1987 manufacturing contributed more to GDP than did agriculture,
when its share of GDP rose to 22.5 per cent. Government policies
have strongly influenced its development.

P perf some concerns must
be addressed. Uncertainty over the post-1990 economic policy, a
narrow base, low value-added, rising costs and negligible R&D need
to be resolved. In addition, against a global backdrop characterized
by stagnating growth, rising protectionism, saturation in raw material
consumption and growing competition, Malaysia's strategy should
include supportive and consistent government policies that maximize
growth and i ities, devele of entrep hif
and competitive labour, flexible specialization and horizontal
integration, among other measures.

1. Introduction
The global environment of the past four decades has been characterized by relative
peace and stability: US support for liberalization of global wade and investment
flows, support for ready access to a rapidly expanding US marketplace, and con-
sequently healthy growth in global Gross Domestic Product (GDP) and world trade
in manufactured goods and services.

The winners under this post-war economic order have been those economies
which have most willingly embraced export-oriented development strategies, and
have accepted direct foreign investment (especially from the US and Japan) as 3

*This paper incorporatcs data and insights from SRI Intemational, Southeast Asia and South
Pacific Regional Offices as well as other published sources. In addition, able assistance W33
reocived from Tan Keak Yin of the FMM and Mark Chen, my collcague. While | have received
Inputs from the sbove sources, only | am responsible for the contents of this paper. My gaiefil
thanks to all.
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means 10 gain access 1o capital, markets, new products, process technologics, and
management slulls

The paradigms of the icnied ing and/or services
based development strategies are the Four Asian Newly Industrialized Countrics
(NICs), which have achieved phenomenal real economic growth over the past three
decades and integrated with the global division of labour.

With the onset of a new decade and eventually a new century, fundamental
changes in the structure of global ic and strategic i ips can be
expected. These changes are expected to lead to:
long term, non-cyclical decline in terms of irade of primary products;
continuation of US economic difficulties in terms of the twin deficits (federal
and current accounts) with low savings being increasingly recognized as a

further problem;
= slower growth in international trade and greater potential for trade conflicts;
*  greater potential for inter-regional conflicts as self-int blocs proli

growing political conflicts in Asia as the majority of Asian nations have
achieved independence only in the past forty years, causing traditional and
modemn societics, with their democratic principles, to operate side by side.
All these external environmental changes are paving the way for greater global
competition as corporations strive to maintain high growth in revenues, market
share, and profitability. Therefore, those developing economies, which do not
take advantage of their available resources today to build a globally competitive

ing sector, may y face p of scrvxcmg cxu:mnl debt
obligations and of foreign investors migrating to labo g tech and
larger markets.

It is within this context that the Malaysian cconomy and its manufacturing
sector should be viewed. Although Malaysia's balance of payments has been
improving since 1987, with exports showing double digit growth, and the share
of manufacturing in GDP rising, the country is still greatly dependent on global
primary product prices and on its weak currency. Unfortunately, both these factors
are not sustainable in the long run as the demand for primary products is cyclical
and a weak currency, if left unattended, will eventually lead to greater inflation.
Malaysia, therefore, has to identify new arcas of competitive advantage in

terms of mutually in diversified, high value-added product
lines. This move towards greater value-added ing will nally allow
the country to benefit from the explosive growth in trade within the Asia-Pacific
region and with the US, and the of new global ies, organi-

zational skills, and international connections.

2. Why Manufacturing?
The aspiration on the part of economies such as Malaysia 1o raise output and
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income causes them (o move from being agriculture-based to developing the
manufacturing sector. Initially the products d are low in valuc-added
and labour intensive, but over time this scctor becomes more automated and
produces higher value-added products. If the increase in the share of manufac-
wring can be maintained, this should lead eventually 10 a substantial and sustained
rise in per capita GDP (Figure 1).

Figure 1
Estimated Per Capita GDP and the Share of Manufacturing
Share of manulacturing
In commedity GDP
%
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"
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Source: World Develapment Report 1967, World Bank.

Statistics suggest that countries specializing in manufactured goods will enjoy
appreciably faster development than those with predominantly service and/or
primary commodity economies. Since 1980, the growth rate of Japancse and

pean productivity in ing has ded that in all other sectors by
5.4 per cent and 2.9 per cent, respectively. In the US, over the same period, manu-
facturing output per working hour grew nearly 3.5 per cent each year, while non-

p d 0.3 per cent annually.
In our part of the world, the NICs along with China and Japan, were the star
scoring sp 1 i primarily through the

expansion of their exports in manufactured goods. Between 1983 and 1986, when
commodity prices in general waned and the terms of trade of primary commodity
exporters worsened, the trade sectors of Japan and the NICs, however, continued
to prosper. Jointly, they captured 46 per cent of the US$122 billion growth in
US manufactured imports during these four years, contributing in no small way
to their continued cconomic growth over this period.
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The more industrialized members of the Asia-Pacific (Japan, the NICs and
China) have mcrcaslngly caplumd larger slices of Lolal world Lrade since 1960
while the more primary s (1 Philj
Thailand, Malaysia, and even Australia and New Zealand) have not been able to
increase their share of world trade (Figures 2A, 2B).

% Figure 2A
2 Asia Pacific's Share of World Exports and Imports:
Manufactured Goods Exporters®

1960 1970 1080 1986
* China, Hong Kong, Japan, Singapore, South Korea, Taiwan
Source: Waorld Bank, 1988

Figure 2B

Asia Pacific's Share of World Exports and Imports:
Commodity Exporters**

B Exports

B imports

** Australia, Indonesia, Malaysia, New Zealand, Philippines, Thailand
Source: World Bank, 1988,
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The increasing share of global trade for the NICs was eventually translated
into improvement in GDP and per capita GDP growth (Figure 3). The
development by the NICs of their manufactluring export sectors (as opposed o
commodity trade) also led to large current account surpluses and positive trade
balances, whereas many primary product-oriented economics, including Malaysia,
accumulated large external debts (Figures 4A, 4B).

Figure 3
Annual Developing Countries: Real Per Capita GDP Growth
Changes (%) (1971 - 1990)
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Figure 4A
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Figure 48
Malaysia: Total Lang-Term External Debt
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Source: World Bank, 1988.

Quite apart from that, economics that have managed (0 nurture competitive
manufacturing sectors have enjoyed a steadier pace of growth that is less vulner-
able to cyclical ups and downs (Figures 3, 5).

2.1 C s Of An U P ing Sector

Ifa u)um.ry such as Malaysia, an emerging NIC, ignores the development of its
i sector, lhc will likely be a fall in real output. In

today's even the mai of real per capita income

requires positive changes within the manufacturing sector. Eventually, the lack of
a competitive manufacturing sector will also lead to:

deterioration of technical skills and infrastructure;

decline in demand for labour, both skilled and unskilled; and

lower demand for products developed through the intensive use of the existing
resource base.

A , an ped f: ing scctor will foster an inward
looking uconomy, a slower growth rate, and the inability to leverage off the rapidly
growing intra Asia-Pacific trade, which is based on a “horizontal” division of
labour.

iali i { ially the driving force changing the

traditional structure o( the less P ies, and the ion of
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Figure 5
Annual Growth of World Trade Prices (US$) for Major Commodity Groups
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Source: International Monatary Fund, 1989,

based is particularl ing for primary product-
dependent economies facing cyclical export demand and a rapidly growing labour
force.

Finally, one further objective of industrialization is to promote a greater sense
of confidence, security and self reliance among developing nations that have
suffered in the past from excessive dependence on others. Such self reliance,
however, does not mean autarky. One of |.hc merits of mdusl.naluauon is Lhc
fact that while it makes possible the satisf: of req in devel
nations (o a greal degree, it also creates through the very complexity of lhc
processes involved a web of interrelationships, which over a period of time bring
the countries closer together and make them more dependent on each other. This
type of balanced interdependence promoted by industrialization is an important
factor in building up the economic foundations for more stable and cooperative
relationships among nations.

3. The Malaysian Experience
3.1 Before 1957

From its days as a loose-knit collection of semi-feudal states, Malaysia’s economy
was a highly dependent one, initially on the British, and subsequently on the prices
of primary commodities in world markets. During this period of dependence,
British economic dominance of Malaysia’s primary goods export sector brought
about rapid structural changes in I.he economy. These included substantial foreign
ownership and control of pi ially natural (tin)




128 THE MALAYSIAN ECONOMY BEYOND 1990

and a plantation sector (rubber) focused on supplying world markets. Together
they made the economy highly sensitive 1o fluctuations in world demand and
supply.

Therefore, in the years prior to national independence, the major industries
— tin and rubber — and the supporting trade and commercial sectors were largely
influenced by external forces, and the cconomy was transformed from onc

of self- ient village ities to onc with a high dependence
on global markets. Actual manufacturing was minimal. For instance, in 1955
manufacturing contributed only about 8% of the nation’s GDP.

3.2 1957 -1970
Manufacturing began to figure increasingly in post
Initially, Malaysia experimented with low key import-substitution pollcles
Exchange controls were not imposed, quantitative restrictions were rarely adopted
and tariffs remained modest. (An increase in tariffs could have led to a reduction
in necessary imports.) The primary target of import substitution industries was
obvious — the domestic market, Nonetheless, in the first flush of manufacturing
success, impressive growth was recorded in the food, beverages and tobacco,
printing and publishing, construction materials, and chemical and plastic industries.
Overall, the manufacturing sector grew by about 10 per cent per annum in the
1960s.
However, it soon becamie evident that the Malaysian market was near saturation
and that import substitution could no longer ensure significant growth of
ing output and employ opportunities. Also, secking export
markets for these goods as a means of further growth was not a realistic propo-
sition as these were generally not price- nor quality-competitive intemnationally.
In the 1970s, the manufacturing sector shifted its direction of growth from
import-substitution o focus primarily on resource-based processing and labour-
intensive industries. The market orientation also began 1o move from domestic
concentration o export markets. The leading growth industries during this decade
were clectrical and electronic products, textiles and footwear and processed
agricultural products. This strategy of diversification in both products and markets,
although limited, yielded an even more remarkable annual growth of 11.4 per cent
for the manul'ac\unng sector.
ding such achi in the ing sector, Malaysia
continued o dcpend critically on commodity production and prices. To feed the
twin appetites of the growing manufacturing sector and the more affluent populace,
Malaysia continued to trade its commodities for both capital and consumer goods
on increasingly unfavourable terms of trade.
But what are we to make of Malaysia's booming growth in the 1970s? It ap-
pears that much of that growth emanated from price increases rather than volume.
Export volume grew in the range of only 2 per cent between 1976 and 1980.
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Figure 6
Malaysia: GDP by Industry Origin
(1978 constant price M$ million)
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Solirce: Malaysia, Economic Report 1988-1989.

3.3 1980s

By the 1980s, Malaysia had become an important producer of electronic devices,
room air-conditioners, textiles and rubber products. Indeed, in 1986, exports of
manufactured products had surpassed peLrolcum 1o become the single largest
foreign eamer, In the g year, ing contribution to
real GDP, for the first time, surpassed that of agriculture. By year-end 1989, the
value of manufactured to agriculture products is expected (o be in the ratio of
5:4 (Figure 6).

The future thrust of Malaysia’s industrialization strategy, as outlined in the
1986 Industrial Master Plan (IMP), is aimed at further diversification of the
manufacturing base, thereby setting the foundation for a more rapid and balanced
growth.

In retrospect, many factors have influenced the direction and character of the
Malaysian manufacturing sector. Two in particular are worthy of note: the lop-
sided incentive structure in favour of Free Trade Zone (FTZ) companies, and
government policies used to regulate the manufacturing industry through the
Industrial Coordination Acl (ICA). Howcver since 1985, there have been efforts

10 ease g on ing (as evinced by the amendments
to the ICA) and 10 have a more balanced incentive scheme for industry through
the ion of the F of Act (1986) and the incentive

package for small and medium-sized industries. Such efforts to liberalize
government policies have been of much benefit, particularly in raising the level
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of investment. The government should continue to review its policies 5o as o
respond quickly and effectively to the needs of the private sector.

In summary, the transition of the manufaclunng sector from agricultural
modernization and simple import i ) ics and heavy
industries has now set the stage for the next phase of industrialization.

4. Outlook

Afier the slump in 1985/86, the manufacturing sector has grown strongly Lo emerge

as the leading sector of the economy. The statistics are impressive:

« The value of manufacturing output in 1987, for the first time, exceeded the

combined output of agriculture, forestry and fishing.

Manufacturing output in 1988 increased a further 15 per cent, reinforcing its

lead over agriculture.

Manufactured exports in 1988 grew at 32 per cent per annum.

Manufactured exports represent half of total exports.

Manufacturing goods make up 25 per cent of GDP and are still growing.

« The manufacturing sector employed 1.01 million people in 1989, up 10 per
cent over 1988,

4.1 Issues And Concerns

Be that as it may, there are issucs and problems thal need to be addressed if the
trend established over the last two years is 10 be maintained, and if the manufac-
turing sector is 1o succeed in its vital role as the engine of growth. These include:

4.1.1 Uncertainty over Post-1990 Economic Policy

From a purely i , the inty over the post-1990
economic policy has a ncgauvc nmpacl on cunem levels of investment. The extent
of the impact is debatable but what is clear is that, even with the recent substantial
rise in investment (both local and foreign), the level is still well below that which
is generally accepted as being required if Malaysia is to achieve the kind of growth
targets embodied in the IMP. Tn this context an early conclusion and enunciation
of the post-1990 policy will go a long way Lo removing uncertaintics which all
investors, both local and foreign, abhor. Also, in a broader context as well, it is
hoped that there will be clarity in policies as well as consistency between policies
and their implementation.

4.1.2 Role of the Non-Financial Public Enterprises

The 1970s and carly 1980s saw a proliferation of Non-Financial Public Enterpriscs
(NFPEs). Armed with special privileges and concessions, these operations have
tended to crowd out private sector enterprise and have introduced monopolistic
practices into the system. Notwithstanding the exercise to privatize NFPES, their
activities continue to expand. It is the hope of the private sector, however, that
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the activities of NFPEs (and that of the State Economic Development Corporations

as well) will be restricted to being facili providing public ities, services
and utilities.
4.1.3 Narmw Manufacturing Base

ing is i by two large sectors — electrical and
electronics, and textiles. Together they i 60% of total f:

exports in 1988. Further, Malaysia's export markets for these goods are also
narrowly based, with the US accounting for about 50% of total electronic
component exports and about 43% of textiles and related product exports.

4.1.4 Weak Industrial Linkages

This concern is particularly obvious i m the FTZs. While there has been spectacular
development of FTZs, and enh: ities along with it,
linkages to the rest of the cconomy have rcmamcd weak. Development of the
FTZs has created only an insignificant demand for local intermediate products,
resulting in little technology transfer, adaptation or infusion.

4.1.5 Low value-added

One of the primary plaguing Malaysia’s ing sector is its
concentration on low value-added products including clectronic components,
textiles, and chemicals. Although the value-added has been highest in these
industries after 1981, and they have seen the largest number of applications for
the establishment of manufacturing projects, the annual percentage increase of
value-added in these sectors has continued to be insufficient for the creation of
internationally competitive sectors (Figures 7A, 7B),

Therefore, the low value-added, low level of automation, and high proportion
of employment found in protected industry sectors will, in the long run, increase
the risk of these sectors becoming dependent on “permanent” protection,
Eventually, the lack of product innovation and technical change in these protected
sectors will lead to Malaysia’s inability to compele in global markets.

4.1.6 Reliance on the Weak Currency Factor

Although im quality in i products has been in-
creasingly cited as a contributor o buoyam export performance more often
stressed is the other large factor i ¢ o anufa exports
— the relatively weaker nnggu against the cuncncles of our main trading partners.
While Malaysi should lize on this perhaps transient
advantage to sccure a foothold in the export markel, they should not consider it a
permanent competitive advantage. Soon the forces of international trade will no
longer permit the ringgit to remain depressed in the face of healthy exports. The
ringgit will adjust upwards, consistent with the flow of trade.
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Figure 7A
Malaysia: Value-Added (VA) and Employment (E) in the
Manufacturing Sector 1981 - 1986
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Figure 78
Malaysia: Percentage of Applications Received for
Establishment of Manufacturing Projects by Industry
(1983 - 1988)
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4.1.7 Rising Cosis
In a recent Fed survey, 83 per cent of res-
pondents reported that costs of manufacturing have increased significantly, with

of Malaysian M:

labour, raw materials and ing h as the i factors. This
trend, if unaccompamcd by 4 quantum leap in increased productivity, will seriously
crode the of ing

418 igible Research and Devel

There is no strong supportive structure for research and development (R&D)
activities, particularly in the private/manufacturing sector. Of the total funds
expended on R&D, some 93 per cent is undertaken by the public sector; of which

three-fourths are agri based. By i the public sector in the UK
accounts for only 10 per cent of total R&D expenditure, while 96 per cent of the
us y's R&D is und by the ing sector. The relative

abscncc of pnvalc sector R&D in Malaysia stems mainly from resource
hnology sources, lack of incentives to
off-set R&D expense, and inadequate scales of economy.

4.2 Conclusion: A Competitive Strategy for Malaysia

The global economy has undergone dramatic structural shifts since the early 1970s.

In this new context, the forces which are expected to shape the global economy

in which Malaysia must compete include:

4.2.1 A Slow-Down in World Economic Growth

The pust-war era of rapid economic growth driven by reconstruction of war
ics and an unp: growth in global trade and capital

movcmcnls seems to have ended in the mid-1970s (Figure 8).

422 S ion in Material Ce

The impact of new technologies on both the supply and demand of traditional
materials has decoupled demand for traditional materials from global GDP
(Figure 9).

4.2.3 Reduced Economic Growth in the LDCs

Strong growth of the 1960s and 1970s was fuelled by high prices for export
commodities and by heavy foreign borrowings. These conditions arc unlikely to
be repeated (Figure 10).

4.24 Increasing Barriers to Trade

The dramatic growth in world exports achieved during the 1960s and 1970s has
now slowed. Future export growth will correlate more closely with global GNP
(Figure 11).
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Figure 8
Real GDP Growth:
Developed Countries (per cent per year)
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Figure 8
Per Capita World Materials Consumption and GDP
(Index; 1960 = 100)
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Figure 10
Real GDP Growth:
Developing Countries (per cent per year)
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Figure 11
Comparative Growth of World GDP and Export
(Index: 1960 = 100)
500
04 Workd Exports
"

/ Work Roal GDP
w

Source: SRI International.

4.2.5 Driving Forces in the Global Economy

The current driving forces include growing global and industrial competition
and competitors; total quality control in production; accelerated technical change;
flexible ion (vs. mass pi i and focus on value-added i
in inputs ( , human capital, hi

Against this background Malaysia needs an industrial action plan to create a
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globally competitive manufacturing sector based on the following factors:

4.2.6 1 ification of Comparative Ad Sectors

These diversifi ed va]ue addud sectors can include traditional manul'acmrmg goods
as well as d

aided publishing, and medi ientific i The basic aim here, however,
has to be the transition from labour intensive sectors (shoes, garments) through
capital intensive sectors (steel, autos), to knowledge intensive ones. However,
in order to sustain traditional sectors as the transitions occur, attempts have 10 be
made to upgrade manufacturing technology in labour intensive sectors.

4.2.7 Internationalization Through Free Trade

Trade is essential for development because it provides:

» malerial means (capnlzl goods, machinery, etc.);

» ameans for the di: ion of technical ki ige and ideas;

a vehicle for the international movement of capital;

» the growth of healthy sectoral competition.

Thus, the ideal trade pohcy for a devclupmg country is a free trade flow with

only marginal, i and deviations. These marginal inter-
ferences, coupled with the removal of trade msmcuons (tariff bmners) if properly
selected, speed up and raise

4.2.8 Globalization of Product Lines

There should be of the hori il ion process of products

through more efficient procurement of parts. This can be done along Japanese
lines (for example, Sony) of four global segments: Japan, Europe, North America,
and Asia, each with its own regional headquarters which plans strategy according
to the local environment and global corporate blueprints. To increase the effi-
ciency of the global segments, individual bodlcs can bc established to coordinate

the parent company’s regional tra-regional exports,
and internal precision component supplies to plants throughout the world.
y, financial product design, and data communication

divisions can be established within the local manufacturing environment.

4.2.9 Access to hchnalﬂgy

Access to can enhance ies of scale and allow
lower break-even points, make inter-relationships between products and sectors
possible, create opportunities for “Just-in-Time” management, and influence
relative cost positions and/or product differentiation. However, in order to achicve
this posmon of lower costs and enhanced differentiation, there must be the

ofa itive edge in ion through:

« Systemic i ion (including physical tr: ion of materials,
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manipulation, control, and transfer of information);

+ Flexible and hining and p ing of more sophisticated
products;

« The of itive systems i bilities among local
capital goods producers;

« The adoption of flexible ives, that is, a willi to switch to
different forms of ization with dis ical changes; and

Perspectives on total quality control.

4.2.11 Flexible Specializations

Restructuring through the growth and enhancement of skills is expected to produce
heterogencous products (in contrast to mass production which involves the
utilization of special purpose incrics 10 goods with
an unskilled, hierarchically organized labour force). Initially this can be done by
adopting mass production strategies for the global market and flexible ones for
the domestic market. However, other types of flexibility, found to be more efficient
in the restructuring process, can be uulucd The processes here involve flexible
mass p ion in which the ges which accrue are related
10 producl diffi iation (vs. product ialization) and cost savings due to lower
inventories, fewer defects and rework costs, and less excess capacity/inventory
build-up.

4.2.12 Development of a Globally Competitive, Multi-Skilled Labour Force

The process of division of labour and deskilling of production has to give way to
a multi-task, multi-skilled labour force with two way flows of information and
greater line-worker responsibility, total quality control, and cmphasis on greater
group orientation. In the end, this system will allow the creation of comparative
advantage based on the richness of skills in the labour force rather than low level
wages.

4.2.13 Physical Infrastructure

In order to capture the benefits of advancing technology, modem highly integrated

infrastructure, improved air, land, sca, and data transportation are necessary. The
of such i requires long-ts planning and long-term

dedicated capital investment.

4.2.14 Development of Entrepreneurship

The investment climate should be one where entreprencurship (coupled with

and ing skills) and i ion arc actively d and
seen as necessary for better start-up and transition of existing firms into new.
products and production processes.
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4.2.15 Capital and Savings

There should be greater availability of ﬁnﬂncml capital for all types of busmesscs
ranging from venture capital for new [0} the
of older industries (the end-users of new industrial technology).

Greater efficiency in the use of capital leads to higher plant capacity utili-
zalion. Also, if consumer demand is 10 play a role here, then a greater share of
income needs (o be retained as discretionary cash-in-hand rather than as forced
savings.

4.2.16 Investment Incentives

Competitive taxes, tax holidays, and
regulations are needed to better Malaysia's competitive position with the existing
and emerging NICs.

4.2.17 Changmg Role of the Government

The ion of any industrial action plan relies cnucally on
the supporuvc role of the g and the and of its
pohcnes An ic policy which imizes growth

and investment opportunities will provide the necessary base for attainment of
S0CI0- economxc goals, wealth redistribution and restructuring. The private sector

and ibes to the national aspiration of a more equitable society
in the country. Indeed, it is the private sector’s firm conviction that Malaysia must
have a development policy which promotes an efficient economic system and
management (o cnable the country to sustain long-term socio-cconomic stability,
and national unity.

Just as the g of the highly ies of Japan and Korea
have played a role in ping it g sector,
likewise the Malaysian policies xmplemcmcd should include the followmg
elements:

. ined and efficient g with problem solving capability.

= F ion of “infant i ies” through a d strategic industrial
policy with a well-defined plan for a gradual reduction over time in the level
of protection.

Creation of “visions” of the future in collaboration with the private sector,

ldenuﬁcauon of leading-edge technologies and promouon of relevant R&D.
of the isition of new

Control over technology transfer policies.

«  Organization and funding of pre-competitive research.

Identification of new areas of required skills.

Restructuring of the existing education system to make it more responsive to

industry needs.
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If, however, Malaysia does not create an
climate for its manufacturing sector and does not help the movement of its
industrial sectors from o and (o maturity, then
the economy will be forced to “muddle through” an economic scenario which
includes:

» An economy based largely on raw materials in a global context of long-term
decline in commodity demand and prices.
A workforce with narrow Sklus not adapmhlc o new ph requirements.

« Industries using old b 1g less competitive in global markets.
« Insufficicnt investment capital to stimulate economlc growth.
= Poor skills and i

Inefficient government with poor problem solving skills..
Poor relations between public and private sectors.
Large-scale public and private i ies highly 10
forces.

Wider income disparity.




Commentary

N. Sadasivan

I must confess 10 fecling confused afier listening to both speakers. On the one
hand, Professor Kasper argues ¢loquently that free market forces should decide
what is good for a particular country and that govemment involvement at all levels
should be minimized. On the other hand, Mr Shiew Wan Shing, appearing o
reflect the views of the ion of Malaysi; s, seems 1o take a
different stand that the government has an important role to play in fostering the
type of industrial development that we want during the next decade, such as in
formulating specific industrial policies and in identifying levels of technology.
Professor Kasper has identified some of the common features of East Asian
growth. The East Asian governments, he argues, opted for small government and,
on the whole, desisted from massive international borrowing by the state for
consumplive purposes and from positive discrimination in favour of certain groups.
The example of Korea, however, represents a considerable departure from the
common East Asian expericnce in a number of aspects. In the first place, there
is a high degrec of state intervention and central planning of privately owned
industrics. The Korean industries, historically, were not exposed to competition
and were instead granted subsidies and i ite periods of p i Large
conglomerates were fostered by the government. They appeared to be specially
favoured and there was a concentration of power in a small, affluent class of
industry lcaders and bureaucrats. It is only now, some thirty years after Korea

on industrial that the Korean economy is slowly moving
away from g lowards exposure to iti
forces. In view of this I doubt whether the Korean experience is as relevant to
Malaysia as perhaps the i of Taiwan and Singap Perhiaps Professor

Kasper could elaborate on the relevance of the Korean experience to Malaysia.

Professor Kasper has also argued that, during the 1970s when the rest of the
East Asian countries were engaged in deregulation measures, Malaysia was
introducing more and more detailed regulations for industry and was greatly
increasing the socialized ownership of industry. The Industrial Coordination Act
of 1975 (ICA) and the proliferation of federal and state government-owned com-
panies engaged in a wide variety of economic activities would seem 10 support
this statement.

‘While this was the situation in Malaysia for many years, I think it is unfortunate
that Professor Kasper ignored the significant changes in policies that have taken
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place during the last few years. For a start, the ICA has been amended so that,
for cxample, the exemption limits for licensing have been raised from 0.25 million
ringgit 1o 2.5 million ringgit, and from 25 to 75 employees. This effectively
eliminates the need for at least 60 per cent of new manufacturing enterprises to
obiain licenses or any other form of approval from the government. In addition,
export-oriented ies do not require g approval for any expansion
or diversification undertaken by them.

1 think Professor Kasper has also chosen 1o ignore the fact that the government
is moving towards more privatization and less state hip of industries. It is
true that in the past that government ventured into many areas in direct competition
with the private sector. However, it has been recognized that apart from the
financial burden of operating such ventures, industries cannot develop in a healthy
manner under such circumstances. This has in recent years led to the privatization
of many ventures while a number of ailing concerns have been wound up for good.

Turning to the more specific recommendations proposed for Malaysia, I think
that the need 1o expose all our industries Lo international market forces would
seem to be in line with current efforts undertaken by government to reduce the
level of ion granted o ing i ies with a view 1o making them
more competitive. Iam not sure whether the FMM fully endorses this particular
action by government; perhaps we could hear more of this from Mr Shiew. The

government has also decided to di installed ities in the
issuing of new manufacturing licenses. This indicates that competition could be
very much be the order of the day.

As far as the growth versus income redistribution policy is concerned, I think
it should be borne in mind that compared to the East Asian countries and other
countries in the region, Malaysia is somewhat unique in that it is a multi-cthnic
society where, in the past, ethnicity has been identified with specific occupations,
and there has been wide disparity in incomes amongst the ethnic groups. This
has led to social disorder and instability in the past, Under such circumstances,
growth by itself, without concerted efforts at income redistribution, could very
well lead to economic imbalance, and in tumn to social disorder and political
instability.

Unlike other countries in the region, and in particular the East Asian countries,
Malaysia cannot therefore pursue growth without some effort at income
redistribution. As Professor Kasper himself has noted, inherent in our growth
policy is a conscious effort by the government to achieve greater income equality
and the eradication of poverty.

1 think we would generally recognize that even in a purely homogeneous
society such as Korea, the disparity in income distribution can lead to social
disorder, hindering economic growth. It is therefore important and necessary 10
ensure that economic growth does not create vast disparity in income among the
nationals of a country.
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Given that growth without efforts at redistribution could create unrest in a
multi-ethnic society iike Malaysia, it would scem that we cannot pursue the type
of growth policies characterized by the East Asian experience. Perhaps Professor
Kasper may wish o suggest some altcrnative(s).

Personally, I would agree that certain aspects of our moomc rcdaslnbuuon ef-
forts need to be ined so that individual efforts and i are
and that local entreprencurship is encouraged and mobilized to bring about
industrial growth in the country.

We are in the midst of formulating a new development plan (o replace the
New Economic Policy (NEP) and judging by the current mood, I strongly believe
that our development plans after 1990 would be more pragmatic and equitable. 1
think it is also clear that we have chosen our own growth and development mode,
on the basis of our own political, social and economic order. The growth
expericnce of Japan and other East Asian countries are certainly worth learning
from, but T think we must be careful in how we emulate these experiences. A
complete adoption of their growth model does not guarantee success since there
are other equally important variables such as political philosophy and structure
of the population that influence the success or failure of any policy.

1 think what is needed is for Malaysia to achieve a skilful balance between
growth and redistribution to suit its own (changing) economic environment, The
bottom line is that the improvement in the standard and quality of life for all
Malaysians should be a major objective of any growth model we adopt. What
we need therefore are simple ic flexible ies for the achi of
economic growth and equitable distribution of income.

Turning to Mr Shiew’s paper, I think that most people in government would
agree with the validity of some of these concerns, in particular, the concern about
uncertainty over the post-1990 economic policy. 1 agree that the latter would
have a negative impact on investment. While the actual details of any post-1990
policy would only be known next year, it is clear that one of the main clements
of any new policy would be to continue the maintenance of a conducive
investment climate o r.mluaw industrial development. I think it is also very clear
that g is ingly aware of the occasional inconsistency
between policies and their implementation and these issues would be addressed
in detail in the post-1990 policy.

The concern expressed by Mr Shiew on the role of the non-financial public
enterprises is generally shared by most of us and, judging by current efforts of
privatization, these agencies would have certainly a less important role to play in
the 1990s.

The FMM in its survey of some hundred companics expressed concern over
the rising costs in manufacturing, particularly in labour and in materials. I think
this is a very valid concern. Professor Kasper himself has made the stalement
that we have not ped our human to the needs of
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industry. We obviously have not increased our productivity level proportionately
with wage increases and we did not have an integrated plan to prepare us to meet
the challenges of export-led growth. Issues of manpower development, research
and development, and productivity elements were also not addressed. Perhaps,
within this context, the experiences of Japan and Korea in successfully exploiting
these factors would be of use Lo us.

Turning to the subject of weak industrial linkages, it seems to me that the fault
lies not so much in government policies which led to the establishment of free-
trade zones, but in the inability of the Malaysian private sector o produce, at

itive prices and quality, i iate products required by export

companies in the free-trade zones. Given the unusually high volume of imported

ies in the free-trade zones, il is a disappointment to most

pooplc that lhc private sector in the country has not been able to meet this demand
through local manufacture,

Mr Shiew has also suggested that what is now needed is the formulation of a
compelitive strategy for Malaysia. Perhaps he may want to elaborate on some of
the elements involved in formulating this strategy. In particular, I would think
his suggestions on the globalization of product lines and flexible specialization
would be welcomed.

Finally, Mr Shicw has assigned to government a far greater role in future
industrial development than what Professor Kasper thinks is necessary. In fact,
judging by Professor Kasper's emphasis on the minimal rolc of government
bureaucracy in Japan, Korea and elsewhere, some of Mr Shiew’s statements
regarding the role of government should almost sound sacrilegious to Professor
Kasper, 1 think it would be interesting to hear Professor Kasper's commems on
the role of government, g y in sti ing and
development in Malaysia for the next two decades or so.




Commentary

Fong Chan Onn

The papers by Mr Shiew on * i i in the N ing Sector”
and Professor Kasper on “Accelerated Indusmal Evolution in East Asia: Lessons
for Malaysia” should be read together, ideally with the Shiew paper forming the
context for the more theoretical Kasper paper.

In his paper, Mr Shiew provided the rationale for industrialization in Malaysia,
documenting Malaysia's mdusmal cxpenen(,e and expandmg on a set of govern-

ment pchcncs for p The fact 1hal one needs
0 late why ing is i for i
indicates the uni of 's ic structure. Its rich resource

endowments have enabled it to consxdcr options other than manufacturing, while
many of the natural resource poor countries such as Japan and the Newly Indus-
trialized Countries (NICs) did not have any other option but to industrialize since
the early 1950s. Therein lies the dilemma facing a resource rich country such as
Malaysia and other countries such as Australia and New Zealand. It is really too
late in the day for us to still have to convince ourselves that we need manufac-
turing. The government has been cunvmced since 1971 that manufacturing is
the basis for g the ic structure. In fact, the current
argument is not about manufaclunng In Japan and the NICs, the whole
philosophy is based on an economic structure that is beyond industrialization,
preparing for the on-set of the information revolution which has just begun in
the US, and to some extent also in Japan. This shows how fast we have to move
to keep pace with development.
In Mr Shiew’s view, ia’s is highly
manufacturing ought (o be best left o itself with the government being the provider
of incentives and infrastructure, He has also identified a number of weaknesses
and intics facing the f: ing sector and suggests l.hal in the coming
decades, the g should be CY with the i ion of the
‘winning’ industries, and the promotion of these targeted industries through
incentives and by allowing these sectors to be globally linked with the world
cconomy Although Mr Shiew has highli some of the facing
ing, such as the inty over the post 1990 scenario and
the role of the non-financial public enterprises (NFPES), he has not really provided
answers as (0 how one could address these weaknesses. What does he think the
government's post-1990 strategy should be — continued deregulation, more
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regulation or total liberalization? What does he think should be done with the
losing NFPEs? Some of the questions which Mr Shiew posed arc to some cxtent
answered by Professor Kasper. Professor Kasper's lengthy and extremely rich
paper can be divided into three main parts; namcly, the theoretical framework
for idering industrial ip, industrial
organization structure and industrial policy.

On the basis of this framework, in the second part, he atiempts to lay out the
general pattern of East Asian experience and from this experience in the third
part, he secks to derive the major lessons for Malaysia in its quest for continued
improvements in manufacturing. In this forum, it might not be necessary for me
(o discuss in detail lhe theoretical framcwork Needless to say, cach of l.hc lhn:c
major topics identified in his 1
organization and industrial policy — could form lhc basis for graduate courses
in economics. I would like to comment on his observation regarding the general
pattern of East Asian experience. Notwithstanding Professor Kasper's assertion
that a survey of the literaturc shows that there has indeed been a common East
Asian industry i the general among ists is that a great
deal has been written about East Asia, yet there is no clear consensus on how to
characterize the experience, much less how to explain it and hence draw lessons
for other countries. Indeed, the twenty-two features that Professor Kasper
identificd as general patterns of East Asian experience — such as accelerating
manufacturing accompanied by agriculture reforms and the status of women —
are not common 1o all East Asian countries,

Given the diversity in the economic structures of Japan and the NICs, it is
not surprising that one cannot find many common features among these countries.
If one was to search for common features, 1 believe a better framework would be
to deli two major of (or external) factors and endo-
genous (or internal) factors. With respect to exogenous factors, the common
features are the absence or lack of natural resources and high population density,
leaving these countries without any alternative but to adopt export-oriented
manufacturing. Failure in this would have meant failure in economic development
as a whole. Further, there was no problem of dislocation since the primary sector
in these countries was the lagging sector when these countries entered their stage
of economic take-off. Assisting this process of growth was the availability of
foreign resources such as foreign aid, foreign investment and foreign markets for
these countries (o pursue an export-oriented strategy. The period of the 1950s
and 1960s, as indicated by Professor Kasper, was a period of rapid economic
growth in the aftermath of the Second World War and the subsequent baby boom.
Further, during this period, the US had the special responsibility of ensuring the
success of Japan, Taiwan, Korea and, (o a limited extent, Hong Kong.

In terms of human resources 100, all these countries had the necessary pre-
conditions for industrial take-off. In the case of Japan, Korea and Taiwan, it was
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the remnants of the i ics that propelled ing; in the case
of Hong Kong, the inflow of i capital and P after the
overthrow of the Kuomintang regime; and in the case of Singapore, the highly
skilled labour force after the withdrawal of the British from its Naval Base.

In the case of endogenous or controllable factors, the common feature one can
generally identify is the experience that the less the govemment involvement the
better for industrial advancement. Hong Kong and Taiwan’s cxpcncnce suppom
this position and ccﬂmnly Korea's i of lmual
and later liberalizati this. However, these
countries are also characlerized by a deliberate auempt to apply industrial policy,
and in particular industrial targeting and industriai incentives, for propelling
manufacturing. For example, the heavy industries sector had shifted focus in
Korea in the 1960s to electronics and by the late 1970s to automobiles, and in
Taiwan in the early 1980s to the production of personal computers.

Although there is controversy over the extent of government involvement that
is needed for advancing manufacturing, there is no denying that the essential roles
for government are {0 maintain macro-economic stability, provide infrastructural
support and incentives, and identify industries that should be promoted. Beyond
that, East Asian experience does not indicate clearly what more the government
should do and can do to facilitate industrial development.

Some of these features are also highlighted in Professor Kasper’s paper, and
based on these he suggcsls that lhc relevant lesson for Malaysia is the need 0

late and in fact liberali ing sector so that market forces
can react appropriately to xdenufy the most efficient and productive sector.
Entrepreneurship should be urgently encouraged but Professor Kasper has not
highlighted the set of policies needed for entreprencurship development. As far
as the role of the state is concerned, he is quite clear — there should be minimal
state intervention in the economy. All unprofitable state enterprises should be
privatized or closed down and the negative aspect of the New Economic Policy,
that is the of the i on the g :nt, should be
rectified. The arguments lead him to suggest that in the post-1990 era, the policy
of discrimination in terms of specification of outcomes should be replaced by one
of equality of opportunity and open competition. Further, all protected sectors
of the economy have to be opened up to enable them to perform efficiently.

By and large, T applaud Professor Kasper's insightful observations and bold
recommendations. However, I feel he has not touched on the unique character-
istics of the Malaysian economy which separate it from other Far East countries.
The applicability of the Far East experience must be tempered by these charac-
teristics.

Firstly, Malaysia is rich in natural resources, hence the extent to which one
can and should pursue manufacturing should be evaluated. The fact that Mr Shiew
needs to argue why Malaysia needs ing indicates the uni of
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Malaysia’s economic structure. While other countries do not have other options,
our problem is 1o identify the extent which we should channel resources 1o manu-

facl.unng Secondly, unlike the East Asian ies, Malaysia is a multi-eth
ligi country whcrc ic differences among races can hdve
beyond i This is by the large rural

hinterland where the Bumiputera live. It is because of these unique features that
we must assess the applicability of East Asian experience.

Firstly, it is important that in terms of Malaysia’s economic development, there
should be continued focus on the eradication of poverty. Only a continuous,
rigourous poverty eradication strategy would alleviate the feeling of neglect and
deprivation among the poor in arelatively rich country. Depending on the trickling
down effect of for poverty eradication will be too slow a
process, not justified by a country with such rich resource endowment. More
importantly, eradication of poverty wherever it occurs — be it in the traditional
rural areas, estates, or new villages — cuts across ethnic and religious borders. It
is a strategy which all Malaysians can support, regardless of ethnic group, religion
or class.

Secondly, although one has to believe in free market forces for the efficient
working of the economy, one must recognize the fact dul the Bumlpumra are
still behind in terms of their invol! in ities. This is
particularly true with respect to individual entrepreneurship. In this, I agree partly
with Professor Kasper’s assertion that the best way to rectily this inequality is
through the offering of equal opportunities to all, that is, equally good education
facilities in both rural and urban areas, through more concerted and programmed
exposure o the business i among the i a, as well as by
ensuring equal access to the inflow of information and technology. Besides this,
1 feel a set of positive assusmnce programmes oughl. to be accorded to the Bumi-
putera to their in fz ing, in particular in small and
medium industries. This could be through the offer of incentives such as a sig-
nifi cam reduction in corporate mcome tax rates over a specified period for non-

ises 1o take in Bumi equity and workers, and double tax
for employ of Bumi| and skilled workers.

The incentive mechanism is workable because it is based on voluntary partici-
pation and not coercion. The firms which cannot identify suitable Bumiputcra
partners could commence or expand their operation, but they would not enjoy
the benefits of the incentives. The mechanism is also effective, because it implies
higher rates of return for firms who open up their business to Bumiputera, Further,
and more importantly, these incentives do not necessarily imply loss of revenue
1o the govemment. Under the Fifth Malaysian Plan, the government has targeted
about M$1 billion per annum for restructuring programmes, including the setting
up of often non~proﬁ|ahlc manufacturing units by public enterprises. Moncy saved
from of these p could ter-bal the in
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revenue from tax incentives. For example, we know that currently corporate
income tax revenue amounts to about $2.5 - $3.0 billion per year. If the corporate
income tax is reduced from 35 per cent to 20 per cent for five years for companies
complying with Bumiputera targets, and this is fulfilled by half of all corporations,
this would result in a tax reduction of about $600 million per annum. This annual
forcgone tax rebate for five years, however, has the inspiring effect of half of all

plying with i targets voluntarily. The spin-off effects

in terms of the creation of i is indeed
1 bchcvc, in I.hc posl 1990 era, this pnnclple of voluntary cnmphancc in helping
and invol in the ing sector based on

such incentives would be appropriate and effective and, more importantly, would
not distort the principle of free market operation, in which only the fittest survive
and in which there are no barriers 1o entry and exit.

In terms of government involvement, I concur with Prof. Kasper's view that
there should be minimal direct involvement in the economy. However, I still
assert, in contrast to Prof Kasper's view, thal there is a need for the government
to identify “strategic” and “winning” industries which the nation should promote,
consistent with its endowment. Prof, Kasper asserts that “Heckscher-Ohlin” goods
are better than “Ricardo goods”. This is preciscly the point. Why should it be
that resource-poor countries such as Taiwan and Korea can be the world’s major
exporters of “Heckscher-Ohlin” goods such as rubber gloves and fabricated
furniture, while a resource-rich country such as Malaysia should have to be content
with “Ricardo” goods such as raw rubber and timber logs? The challenge here
for the Malaysna.n government is to formulate the necessary strategy that would

ing industry based on domestically available
aw malenals ‘What are the necessary infrastructure, manpower and R&D facilitics
that are needed to encourage this industrial upgrading based on comparative
advantage? The answers are provided by the objectives of the Industrial Master
Plan. While the Industrial Master Plan should not be regarded as the end to
Malaysian industrialization efforts, it does lay down the steps that the nation needs
1o take. Without it, we could still prosper, but by a trial-and-error approach. With
it, perhaps we could increase our probability of success in seeking a betier life
for all through industrialization.




DESIGNING AND IMPLEMENTING VAT:
CROSS-COUNTRY EXPERIENCES

Alan A. Tait

The paper reviews the experience of forty countries using a value-
added tax (VAT). Another five countries are considering adopting the
VAT and the most recent example (Japan) is examined briefly. Time-
tables and priority organization charts show that VAT should not be
introduced in a hurry. Rate structures, exemptions, effects on prices
and i i and the use of comp are each
examined briefly. The need for VAT control visits is emphasized. While
the VAT itself may have a regressive impact on household expenditures,
its impact should considered in the context of the total tax and
government expenditure structure which can be designed 1o offset VAT
regressivity.

1. Introduction

T want to organize my remarks on the value-added tax (VAT), broadly, as an
update of some of the chapters of my book (Tait 1988); this should give me a
chance to draw attention to significant changes and to emphasize points that may
be of particular interest to Malaysia as it contemplates tax changes in the next
decade. There are a huge number of issues but I have selected five to update and
Tend with some concluding remarks.

2. Why a Value-Added Tax?

The VAT continucs to grow in popularity. Table 1 shows 49 countries either
with a VAT or seriously considering the tax. That is five more countries than
last year (the additional countries are Cyprus, Malaysia, Trinidad and Tobago,
Venezuela, and Yugoslavia). This list leaves oul major countries such as China,
Nigeria, the United States, and the USSR, which have indicated an interest in
the tax but which, as yet, have no g ouywi it.
So the VAT is a i tax and that, y, is one reason for intro-
ducing it.
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Table 1
Countries Adopting VAT and Percentage Rates Throughout the World
Date VAT VAT Rates'
or Proposed At introduction OnJuly 1, 1989

Argentina Jan. 1975 16 15
Austria Jan. 1973 8,16 10,20, 32
Belgium Jan. 1971 6,14,18 1,6,17,19, 25,33
Bolivia Oct. 1973 5,10, 15 10
Brazil? Jan, 1967 15 9,11
Brazil® Jan, 1967 15 17
Canada* Jan, 1991 9
Chile Mar. 1975 8,20 16
Colombia Jan, 1975 4,6,10 4,6,10, 15,20,35
Costa Rica Jan, 1975 10 8
Cyprus Jan. 19914
Cote d'lvoire Jan. 1960 8 11.11,25,35.13
Denmark July 1967 10 22
Dominican Rep. Jan. 1983 6 6
Ecuador July 1970 4,10 6
France Jan, 1968 6.4,13.6,20,25 2.1,4,5.5,18.6,28
Germany, Fed, Rep. of  Jan, 1968 5,10 7,14
Greece Jan, 1987 6,18,36 3,6,18,36
Guatemala Aug. 1983 7 7
Haiti Nov. 1982 7 10
Honduras Jan, 1976 3 56
Hungary Jan. 1988 15,25 15,25
Iceland Jan. 1990 2
Indonesia Apr. 1985 10 10
Ireland Nov. 1972 5.26, 16,37, 30.26 2.2,10,25
Isracl July 1976 8 6.5,15
Ttaly Jan, 1973 6,12,18 4,9,19,38
Japan Ape. 1989 3.6 3.6
Korea July 1977 10 2,35,10
Luxembourg Jan, 1970 2,48 3,6,12
Madagascar Jan, 1969 6,12 15
Malaysia 1990
Mexico Jan. 1980 10 6,15, 204
Morocco Apr. 1986 7,12,14,19,30 7,12, 14, 19,30
Netherlands Jan. 1969 4,12 6,18.5

contd.
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Table 1 (continued)
Countries Adopting VAT and Percentage VAT Rates Throughout the World
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Date VAT VAT Rates’
or Proposed At introduction On July 1, 1989
New Zealand May 1986 10 125
Nicaragua Jan, 1975 6 10,25
Niger Jan. 1986 8,12,18 15,25,35
Norway Jan, 1970 20 11.11,20
Panama Mar. 1977 s s
Peru July 1976 3,20, 40 18
Philippines Jan. 1988 10 10
Poland"
Portugal Jan, 1986 8,16, 30 8,17,30
Senegal Mar, 1961-80° 7,20,34,50
South Africa* Apr. 1990
Spain Jan, 1986 6,12,33 6,12,33
Sweden® Jan. 1969 2.04,6.38,1L1 3.95,12.87,23.46
Taiwan Province
of China Apr. 1986 5 515,25
Thailand* Oct. 1990
Trinidad and Tobago Jan. 1990
Tunisia July 1988 6,17,29 6,17,29
Turkey Jan. 1985 10 1,5, 10,15
United Kingdom Apr. 1973 10 15
Uniguay Jan. 1968 514 12,21
Venezucla July 1990¢

Notes: 'Rates shown in bold type are the so-called standard rates applied to goods and services
not covered by other especially high or low rates. Most countrics use a zero rate for a
few goods, and Ircland, Portugal, and the United Kingdom use it extensively o ensure
that substantial amounts of goods and services are free of VAT,
?On interstate ransactions depending on region,
On intrastate transactions,
*Proposed or under discussion.
SSencgal's VAT evolved from a limited manufacturers tumover tax with credits, and
no precise date of introduction is given; it has only recently been extended to include
services at rates of 7, 1.5, 17, and 50 per cent.

SEffective rates.
Source: Various reports.
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There are more solid reasons than fashion for adopting VAT. It has replaced
i y sales taxes ( and cascade laxes); it meets
the needs of countries forming a customs union; and it has proved 10 be a buoyant
source of revenue typically yielding more than initial estimates, as for example
for Korea, Indonesia, New Zealand, Portugal, and Tunisia. Providing it is kept
as a general tax on all goods and services it creates few cconomic distortions. It
is based on an economic concept (value added) that is easier 1o define, in practice,
than income, profits, expenditure, or wealth. The resistance (o further taxation
of corporate or personal income has made the VAT a most attractive alternative
method of raising revenue. The rapid recent expansion of computers, especially
desktop machines, has revolutionized the possibilitics of putting efficient VAT
control into smaller economies.

These advantages continue 1o persuade countries 1o introduce VAT. The most
interesting and important addition to countries using a VAT has been Japan (April
1, 1989). Despite enormous opposition in Japan the VAT was introduced as a
source of additional revenue, a diversification of the 1ax base, and a potential
source of increased cfficiency. However, the most interesting aspect of the
Japanese VAT, from the point of view of countries contemplating a VAT, is its
structure.

Basically, a consumption-type VAT can be levied on an invoice or accounts
basis. Up to 1989 all ies had it 1o use the C ity's
(EC) invoice method VAT, although some (Canada and South Africa) had
seriously debated using an accounts base. The Japanese VAT is the first VAT to
be based on traders accounts instead of using the invoiced sales and purchases
for cach transaction, The Japanese VAT is computed using the annual business
accounts (corporations use their company’s financial year and unincorporated
businesses must use the calendar year); a business can elect to make interim
quarterly payments and this should be especially useful if the trader is likely to
be a net claimant on the government (e.g., an exporter). All businesses not using
quarterly returns are obliged to file an interim six-month return and with it pay
half the tax reported on the previous final return or, if preferred, the actual VAT
liability for six months (Schenke 1989). This interim return must be filed within
two months of the six-month liability date.

A number of interesting questions are raised by this departure from the
traditional VAT. First, why did all those other countrics use the invoice credit
method or, 1o put it another way, what has Japan risked by using this unusual
method?

At least five possible problems with the accounts method can be mentioned.
Only a single tax rate can be used (otherwise multiproduct firms would have to
identify and match each differently taxed output with inputs at appropriate rates).
Of course, some may sce the obligation to use only a single rate as an advantage;
it reduces both administrative and compliance costs and stops lobbying for
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multiple favourable r *cond, accounts are usually only closed once a year
and, therefore, tax pa, ther than annual are provisional and are likely 10
be at longer intervals ‘ual VAT (e.g., six-monthly intervals instead of
two monthly). This c aportant in countries where inflation is eroding
the real hasing po ot 's tax collection. Third, by not using

the purchase and sa woices incorporating VAT liability a crucial audit
instrument is sacrificed; this invoice trail is an important element of the
conventional VAT. This Icads to another point — a useful part of the usual VAT
is the potential cross-check it creates (o validate corporate profits from the VAT
data. Although this advantage can be exaggerated it is certainly sacrificed when
both VAT and profits tax liabilitics are derived from the same set of accounts.
A final point is that up to now GATT has recognized the VAT as the only sales
tax that can be rebated on exports without countervening GATT regulations. A
VAT levied on company accounts comes much closer to corporate income
taxation. After all, the VAT liability could equally well be calculated by adding
wages and salaries, profits, and interest payments. If such a VAT levied on a
dircct additive base would not be recognized as rebatable by GATT, could not
similar questions be raised about the accounts based credit method?

Against these possible disadvantages must be set the easicr and cheaper
administrative and compliance costs of the accounts based VAT. The authorities
can use the existing corporate income tax accounts, suitably adjusted for capital
expensing, and the income tax staff will perform the VAT audit at the same time
as the company tax audit. Traders need only communicate with the authorities
twice a year.

Does this innovation by a major trading nation suggest that other countries
thinking of adopting VAT should follow the Japanese example? Should countries
already using the invoice method check the Japanese experiment closely o see
whether the advantages are sufficient to persuade them to change?

3. Why Not a VAT?
3.1 Is the Introduction of a VAT Inflationary?
A frequent fear expressed by politicians and the general public is that the i muo—
duction of a VAT will be inflationary. The recent i of Japan
above might seem, at first glance, to support this. In the five months October
1988 to February 1989 the Japanese consumer price index fell from 102.6
(1985=100) to 101.4. In the month preceding the start of VAT (March) it rose
10 101.9. In the first month of the new tax, the index rose a full 1.8 points w0
103.7, and a further 0.6 points in May to 104.3. We could say, therefore, that in
the three months covering the anticipation and introduction of the 3 per cent VAT
the consumer price index rose by 2.9 points (2.85 per cent).

However, although it may be too early to be sure, this evidence is actually
mirroring the experience of other countries that have introduced VAT. Typically,
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prices rise in the first quarter of the period when VAT is introduced but by less
than the actual VAT percentage. Thereafter, the rate of price increase resumes
its previous rate of change. What the VAT does is 10 shift the price line in a
once-and-for-all manner. It does not contribute Lo an increase in the inflation
rate.

Evidence from 35 countries tends to confirm this view (Tait 1988, Ch. 10).
Indeed, common sense suggests that price increases actually remove inflationary
pressures. Real incomes fall and consumption falls. Unless both employers and
the monetary authoritics acquicsce in granting offsetting wage awards and
financing transactions at the higher general price level, inflation cannot occur, It
is not the VAT, in this case, that is the cause of inflation but decisions in other
clements of the economy to frustrate the price effects of VAT that create inflation.

3.2 Is the VAT Regressive?

The VAT is a broad-based general sales tax levied on all goods and services,
including essentials, and as such must be regressive. It is designed to be neutral,
efficient, and to raise a substantial revenue. In the same way the personal income
tax is designed to be non-neutral and progressive. The guestion is not whether
the VAT is regressive or not but whether the whole government tax and
expenditure structure affects households in the way desired. An efficiently
administered income tax and appropriately targeted transfers may offset the
regressivity of sales taxes (including the highly regressive taxes on alcohol and
tobacco). The revenue from VAT can be used to provide goods and services to
benefit the poor (e.g., rural roads, health clinics, schools, rural water supplies).

The introduction of the VAT in Japan exemplifies this dilemma. “There scems
little question that the tax changes have made Japan's sysiem more regressive,
The Finance Ministry's figures show that as a family's income grows, so does its
gain from the tax changes. The hardest hit were young unmarried people and
young couples without children who are actually paying higher taxes than they
were before” (Weisman 1989). But it was not the VAT that created the regressi-
vity by itself; the 3 per cent sales tax was accompanied by sizable corporate and
personal income tax reductions and reduced tax rates on utilities, cars, and other
items. In other words, instead of the VAT's regressiveness being offset by, say,
income tax increases on higher incomes and tax increases on goods and services
that form a substantial part of higher income consumption (electricity, telecom-
munications, cars, and petroleum) the opposite occurred. It is also interesting
that suggestions to replace the sales tax include “lax increases on wealth, luxury
commodities, private property, and stock transfers” (Weisman 1989).

Moreover, a most important question is whether the VAT is more or less
regressive than the altemnative source of revenue. Afier all, if the VAT is not
used some other tax must be instead; increased excises could well be even more
regressive. Indeed, increases in personal income taxes that were badly admin-
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istered so that they exempted the rich traders and the informal sector but taxed
those under pay-as-y could well be y unfair.

VAT is regressive but evidence shows that zero rating for housing and food
can make it proportional or progressive (Tait 1988, pp. 214-218). Further
exemptions, zero rating and use of multiple rates, 1o try to introduce progressivity
all greatly complicate the structure and cost of administering the VAT and do so
at the expense of the main virtues of VAT — simplicity, eificiency, and neutrality.
There are different and more efficient ways (o help the poor than to complicate
the VAT,

4. VAT Rates

Table 1 shows the VAT rales at introduction and as levied in July 1989. It is
significant that most of the newer VAT systems have uscd a single rate (Japan's
second rate of 6 per cent is used only for cars and is supposed to be phased out
by March 31, 1992). Thc ten arguments in favour of a single rate (Tait 1988,
Pp. 42-44) remain convincing. The C ity's recent ion for
a standard rate of at least 15 per cent and a lower rate between 0-9 per cent is
predicated more on gaining political acceptance than on any economic theory, or
weighing of administrative or compliance costs. It is also argued that equity can
be achieved using other means (progressive income laxes and lransfcrs) Thls
may be less true in P ics that lack the comy

income taxes and transfer sy:lcms to carry out redistributive measures In this
case, by default, sales taxation becomes a redistributive instrument and it may
help make the tax system more progressive. However, in developed countries,
recent research indicates that even quite dramatic changes in VAT rates and
coverage seem [0 have quite small effects on measurcs of inequality (Baccouche
and Laisncy 1988).

As administrative costs arc morc or less invariant of the rate chosen, low rates
of VAT imply high costs as a proportion of revenue. The extraordinarily low
rate of 3 per cent used in Japan is clearly an aberration by international standards;
the more usual EC rates are 10 to 20 per cenl. The 3 per cent rale 1s probably
only acceptable because the VAT i ive costs are, , largely
subsumed in the existing income tax administration and becausc the high lhreshold
(see below) greatly reduces the number of registered tax-payers.

5. Exemptions and Zero Rating

There are a number of issues here relevant to Malaysia but T will mention only
three — food, capital goods, and financial services.

5.1 Food

Although many EC countries tax food under the VAT, most other countries
exempt food, especially cheaper foods likely to be important in low-income
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household budgets. Evidence indicates that zero rating such foods is an effective
way of making the VAT proporti or even mildly progressive. However, such
exemptions or zero raling cause prob of definiti Many ies wish 1o
exempt “essential foods” (.g., Portugal, sec Correia 1988) but whatever definition
is adopted to isolate foods that are "essential" is bound to be controversial and
the definition will be contested.

Some countries have tried to simplify their approach by exempting “‘unpro-
cessed foods”. In fact, remarkably few foods are wholly unprocessed. Even rice
is usually polished; wheat is turned into flour; and meat is butchered and frequently
semi-processed. The producers of canned, dried, packaged, and frozen foods will
lobby that they are essential (and more hygienic and, hence, to be encouraged).
Authoritics try to establish lists of exempt products but demarcation between, for
instance, bread, buns, pAsans blSLulLS and confecuoncry creates opportunities,
for endless debate, confl and d ion and evasion.'

Some countries (€.g., Morocco) have tried to exempt foods that are important
inputs into the food indusiry, sugar, salt, and flour. As manufacturers of the
products already pay VAT on their inputs the actual final rate of VAT is more or
less unknown and, in the panlcular case of Morocco, very odd as sugar was
already liable Lo a separate excise and was subsidized.

Of course, even if farmers are outside the VAT they will still have paid tax
on their inputs of sceds, fertilizers, insccticides, etc., and this is likely, as in Latin
America, 10 Jead the demand for a further erosion of the VAT base by zero rating
those industries. If essential food is to be exempted then the way to make the
best of a bad job is to create a limited list of products. Although no recommen-
dation is perfect, probably one of the best is to exempt only unprocessed food
and to define that in as restrictive a way as possible.

5.2 Capital goods

In what might be called the “pure” VAT, all capital purchases should be allowed
as a credit at once and if a net repayment is established the tax should bc refunded
at once. This ensures the tax is on ion and should

For some countries that gain a substantial amount of revenue from taxing capital
goods, this is too draconian a change. Spain, for instance, requires that the VAT
paid on movable fixed assets (e.g., plant and equipment) is written off over four
years and on immovables over nine years.

'As an example of the complexity involved in a simple definition consider, for cxample, bread
“Bread means food for human consumption manufactured by baking dough composed
exclusively of a mixture of cereal flour and any one or more of the following ingredicnts in
quantities not exceeding the limitation, if any, specified for cach ingredient: (a) yeast, or other
leavening or acrating agent, salt, malt, cxtract, milk, water, gluten; (b) fat, sugar and bread
improver not exceeding for each ingredient 2 per cent of the weight of the flour included in the
dough; and (c) dried fruit, subjeet 10 its not excecding 10 per cent of the flour in the dough."
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In Hungary the authorities felt they could not make an immediate transition
1o the full expensing of capital and opted to allow only a 20 per cent credit in the
initial year, increased cach year thereafter until by 1992 all the VAT on capital
goods is reimbursed (Kupa 1989). In Argentina credits from the purchase of fixed
assets must be spread over three years and can only be claimed once a year (and
not deducted from the monthly payments). However, credits on fixed assets can
be adjusted for inflation.

Brazil has a complex position on the treatment of capital which ends up
distorting investment decisions. The ICM is the state VAT and allows no
deduction for tax paid on capital goods, The IPI federal VAT, although allowing
credit for capital goods, keeps large categorics exempt from the VAT (agricultural
inputs, transport, and other services), including many specific industrial
exemptions granted over a number of years. Such exemplions create an uncertain
tax content and are further skewed by separate taxes on the exempled activities
(e.g., transport).

Basically, a great advantage of the VAT is that it does not discriminate against
investment and it is a mistake to erode this desirable aspect of the tax. Therefore,
if at all possible, the VAT should be used to ensure that capital expenditure is
free of tax.

5.3 Financial Services

A Minister of Finance once put the issue clearly, “I feel uneasy proposing a VA']
on all goods and services, ing food, but ing banks and i
companics. Why should the poor pay VAT on food and the rich not pay VAT
on their use of financial institutions?” A good guestion. Yet, we know that all
European VATSs exempt financial services. They do so, first, because it is
extremely difficult to identify on conventional invoice credit lines, the value
added on ecach service provided by financial institutions. Second, the VAT
actually payable on financial services would only be on the “retail” sale to
households. All use of financial services by businesses (which is the greater part)
would be deductible as a credit. Therefore, extending the VAT to include
financial services does not, actually, greatly increase the tax base. It improves
equity but does not necessarily yicld large amounts of extra revenue. This is
particularly so when it is appreciated that even when financial institutions are
exempt from VAT they continue to pay tax on all their inputs (buildings,
computers, office equipment, stationery) and this tax is not creditable. If these
institutions were pulled fully into the system they would be able to claim these
credits and as they did so the net yicld from the VAT on that sector’s final sales
would fall. Also there are political implications of increasing the cost of
borrowing 1o 'the private sector \hal may | need delicate handling. Fmally, bolh
capital and financial services are y mobile. d
taxation, even of retailed financial services, can persuade residents 10 move
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their transactions off-shore and this creates more problems for monitoring and
policing.

The Isracli authorities experimented with a VAT on financial institutions.
Ingeniously, they sidestepped the problem of computing value added by levying
the tax on the additive principle. A proportional tax at the VAT rate was levied
on wages and profits; this was administered through the income tax system (the
normal Isracli VAT is administered by Customs and Excise). Demands that other
traders should be allowed to credit the implicit VAT in their purchases of financial
services (interest payments, insurance premiums, elc.) led the authorities o
“abolish” the VAT on financial services and recreate it, phoenix-like, immediately,
as a separale income Lax on wages and profits; that is, identical but not a VAT
and hence not creditable.

The Canadian White Paper on their proposed VAT (called the MSST — the
multistage sales tax) proposed applying the tax to the domestic financial margins.
For a bank or other lender the taxable sale is represented by interest income against
which a deduction for interest expense should be allowed. For insurers a further
twi needed as premiums and interest income are taxable sales against which
policy-holder benefits should be allowed (Thompson 1988; Vanasse 1989). There
has been substantial debate on these proposals (e.g., Hoffman, Poddar, and
Whallcy 1987) but the 1989 budget statement introducing the VAT (now called
the Goods and Services Tax (GST)) stated “Given the magnitude of the remaining
difficultics and the plain fact that no country in the world has successfully applied
sales tax to financial intermediation services, the Government does not intend to
apply tax under the GST to these services.”

In the EC insurance premiums are often subject 1o a separate tax, e.g., Ger-
many, S per cent; Greece, 3, 8 or 18 per cent depending on the type of insurance;
Ttaly, 1-5 per cent; and in France from 2.4-30.0 per cent.

The realistic attitude would seem to suggest following the EC model exempting
financial services from VAT but, if desired, applying a separate lax on premiums
or, possibly based on wages and profits, of the financial sector.

6. Administration
The costs of administering a VAT (about 1 per cent of the yield) depend crucially
on the number of staff that must be employed and the staff to be employed, in
turn, depend on: (1) the exemption limits (see below); (2) exempted goods and
services (see above); (3) the treatment of agriculture; (4) the treatment of
affiliated companies and group trading; (5) collection of other agencies; (6) staff
transferred from taxes replaced; (7) frequency of returns; (8) the complexity of
tax rales (see above); (9) the standard of administration; and (10) the existing
computer systems.

The broad experience is that the VAT increases the number of registered
traders above that anticipated. In New Zealand the government estimated there
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would be 180,000 registered traders (of which 60,000 would be farmers). The
actual F igure was 290,000 (Duc 1988). In Spain some 400,000 cxtra tax-payers
were between the i ion of VAT in 1986 and 1988.

6.1 Exemption Limits

Probably the most crucial question for simplifying the administration of the VAT
(apart from the number of rates) is the choice of threshold for liability to the tax.
The differences in practice are huge. In Denmark complete exemption is granted
only to those with wrnover below US$1,500 (approximately) whereas Japan has
adopted a figure of US$210,000 (Table 2).* Morcover, as Japan really only
applics the VAT proper o traders with a turnover above US$3.S million (those
below use a simplified scheme based on turnover), only the largest Lmdcrs are
fully part of the tax. An ad ige of a higher is that it

cuts out many difficull-to-tax groups, e.g., farmers. Those farmers who are large
enough to be above the (gencrous) threshold will also be running the farm more
as a business with books of account, ctc. Of course, many large farms are like
urban businesses (chicken, fish, shellfish, turkey, market garden).

Tabies 3 and 4 give some ideas of the scale of such economies as the number
of registered traders is reduced; moving from no threshold to onc of $50,000 cuts
the number of registered traders to a quarter of the previous number. If the
threshold is lifted to over $1 million the number of traders drops to a fortieth of
the total. The Japanese threshold of $3.5 million suggests that relatively few
traders will have to pay the VAT calculated on the full accounts basis. This, in
turn, implies large economies in staffing.

Table 4 indicates the sharp fall in staff needed as the threshold is lifted. Note
the much larger number of staff needed for an invoice based VAT and how, as
the exemption threshold rises, the staff needed for either the accounts based or
invoice based VAT start to equal each other. This is because the number of ficld
audits for an invoice/credit method VAT is much higher than one where the audit
for VAT takes place at the same lime as the income tax; but as the number of
traders 10 be visited drops sharply as the exemption limit increases the staff needed
for audit starts to be similar under both accounts and invoice VATS.

A high threshold does create some problems. Small businesses, the value
added of which is untaxed, are given an advantage. Traders are, thercfore, tempted
to misrepresent sales to remain below the threshold. Indeed, there is an incentive
1o split businesses to keep each below the threshold when the single entity would
have been taxable. Against these arguments it is also found that small traders
will volunteer for the VAT if they are supplying larger VAT registcred traders
who want the VAT shown on their purchase invoice so that they can claim the
credit.

Note Table 2 should be read as an update of Table 6-2 in (Tait 1988).
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Table 2
Treatment of Small Firms Under VAT

Complete Simplified
Country Exemption Schemes Forfait
Europe
Hungary (a) Ft 1 million
(retailer)
(US$15,900)
(b) Ft250.000
(other)
(US$3,975)
Portugal () Esc 7.5 million Small retailers
(retailers) pay quarterly
(US$27,300) 25 per cent of
(b) Esc 800,000 tax on purchases
(entrepreneurs)
(US$4,850)
(¢) Esc 500,000
(professionals)
(1US$3,030)
Spain Pta 50 million Quotas fixed according ~ Used extensively
(US$393,700) to numbers employed,
e.g., 5q. meters of
premises, number of
vehicles, chairs, rooms,
etc., regardless of
initial rnover
EC ECU 150,000-300,000
(suggested)
(US$144,000-287,000)
Western
Hemisphere
Argentina Monthly lump-sum
taxcs paid according
to sales (for non-
manufacturing firms
only

contd.
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Table 2 (continucd)
Treatment of Small Firms Under VAT

Complete

Country Exemplion

Simplified

Schemes Forfait

Mexico

“Trinidad and
Tobago

TTS75,000
(US$17,650)
Africe

Niger

AsialPacific

¥ 30 million
(US$210,000)

Japan

Philippines P 200,000

(US$9.250)

(a) Income must not
exceed 32 times the
minimum wage;

(b) No more than three
employees;

(c) Business space no
more than 50 sq. meters

Applied on a pre-
sumptive basis if
(@) to (b) arc met

Turnover below:
CFAF 30 million (goods)
(US$88,950)
CFAF 10 million (services)
(US$29,650)

¥ 30-60 million
(US$210,000-220,000)
¥ 500 million
(US$3,500,000) or less
(rate is 0.6 per cent

of sales except for
whoesalers where it is
0.3 per cent). Alsoil
interim lax liability is
under ¥ 300,000 tax pay-
‘ment can be delayed until
year end.

Source: Various country documents.
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Table 3
Accounts Based VAT: Estimates of Changes in Taxpayer Numbers and
Retums Processed us Exemption Limit Changes

Gross Quarterly Monthly
Receipts
Over USS Number of Processing Processing
(Exemption) Taxpayers Returns Costs. Returns Costs
Limit) (Thousands) (Millions) (5§ Millions) (Miltions) (S Millions)
0 20,000 80 53.0 240 160
(153)*
50,000 5,000 20 13.0 60 40
1,000,000 500 2 13 6 4

Note: * Figures in parenthesis are approximate equivalents for a US invaice VAT.
Source: Various estimales.

Table 4
Accounts and Tnvoice VAT Estimates of Number of Staff Needed According to
Frequency of Retums and Exemption Limits

Gross
Receipts Accounts VAT
Over USS Total Staff
(Exemprion ProcessinglAccounting for European

Limit) Quarterly  Monthiy Audit  Collection  Legal Towal  Invoice VAT

0 3200 4000 6500 3000 L6 16000 80,000
@500y (7,000 (3,000)  (1,000)  (21,000)

50,000 700 100 2,000 800 600 5000 20,000

1,000,000 75 100 1,200 100 325 2300 2,000

Note: * Figures in parenthesis arc approximate equivalents for a US invoice VAT.
Source: Various cstimates.

There may be a case for distinguishing between service traders (smaller and,
hence, lower thresholds) from others, but many businesses are both service and
other traders and introducing such a distinction is yet another ini i
burden.

Overall, it is sensible to adopt a higher rather than a lower tax threshold. The
administrative resources needed 1o monitor numerous small tax-payers can be put
to much more effective use concentrating on larger traders. Also resistance (o a
new VAT is likely to be lower if many small businesses are omitted (e.g., Korea).
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6.2 Frequency of Returns

Tables 3 and 4 show examples of the reduction in numbers of returns to be
processed and the number of staff needed if returns are quarterly or monthly.
Clearly, quarterly retums yield substantial administrative benefits. Though there
is some loss of revenue flow using quarterly returns the flow of work is spread
as traders can be allocated 10 make returns in different months. On the whole,
bi-monthly or quarterly retumns are preferred,

6.3 Timetables for Introduction of VAT®

As the staff of the Fiscal Affairs Department of the IMF has worked on the
introduction of some twenty VATSs throughout the world we have developed
timetables to identify the main decisions o be made in the introduction of the
VAT. Of course, all countries differ in their administrative and legislative
processes.  They also differ in their adoption of special provisions for VAT.
Nevertheless, the common characteristics are many and it may be interesting to
examine a “typical” timetable. Chart 1 is an outline of a timetable to introduce
VAT on January 1, 1991. Even making a tabulation such as this forces the
authoritics to concentrate thinking logically about things to be done.

A timetable is only one facet of thinking about the introduction of VAT. Chart
2 shows the linkages between the various stages in the development project. It
states what activities must be wholly or largely complete before later stages can
be commenced and also what stages cannot be started before the current one is
completed.

In using the timetables, the following points should be noted: (1) imetables
are not a substitute for detailed work plans which should be prepared by the VAT
implementation unit management for each principal task: (2) only major tasks
have been shown on the charts; (3) the times indicated are subject to review and

di as the dev (4) there is a logical flow to the
sequence in which the primary mks can be completed, i.c., first — decide policy;
then — develop legislation; then — design systems and procedures; then —
prepare manuals; then — prepare training material; then — train staff; then —
educate tax-payers; then — collect the tax.

However, this does not mean that each phase must be completed before the
next can be started. There are overlaps between adjacent tasks so that, for
example, system design, manual preparation, and the production of training aids
and material are all being worked on together. While this flexibility permils a
large task 1o be handled within a relatively short time, it does mean that careful
management of resources and oulpuvs is nwdui

Once the VAT is ds istrative issues are raised (see,

"My colleague, Mr. Holland, is an expert in this ficld and has been a major contributor to the
development of these timetables.
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Tait 1988, Chaps, 13, 14, 15, and 16). 1 wish to mention only two, ie., audit
visils and computers.

6.4 Audit/Control Visits

T have come to the conclusion that it is a mistake to speak of VAT “audits.” VAT
is usually administered by the same authorities that run the income taxes and 1o
refer to “audit” suggests (o these officials that the same standards of audit should
apply to VAT as are used in income taxation. Nothing could be farther from the
truth. The VAT audit is a more simple affair than the corporate income tax audit.
1t does not require the detailed examination of the treatment of capital or the
detailed checking of banking records. Nor does it need sophisticated accounting
skills, An office VAT auditor can be expecied to complete an average of 10 o
20 cases a month (Tait 1988, pp. 206-207) and a field VAT auditor at least an
average of 4 1o 6 cases a month (indeed in developing countries where traders
are typically smaller this figure could risc to 10 to 15 a month).

Moreover, using the word “audit” suggests a similar knowledge to that needed
for income tax audits. This is wrong. VAT control visits (i.e., “audits”) nced
not be conducted by highly qualified officials, since only a basic knowledge of
accounting is required. Officials should normally be employed only on VAT
control visits not on both VAT and income tax. (This, of course, is not true if an
accounts — Japanese style — VAT is adopted.) Such control visits should, on
average, be conducted about once every four to five years.

Another aspect of VAT control visits that should be emphasized is the
importance of creating a sensible, straightforward, audit or control manual. The
importance of this cannot be ion of some of the VAT
manuals might frighten anyone from undcm\kmg a VAT; however, it is quite
possible to draft a clear and simple manual to start with and which can be added
1o as experience is gained. The important point is that staff should be accustomed
to order and sequence in their work. Supervisors should know what to expect, in
detail, from their staff. This may all seem obvious but it is surprising in how
many countries a request 1o see the official tax manuals is met with panic or
incomprehension.

Manuals should cover what is needed on the first visit, the basic checks, more
elaborate checks, checks for retailers and service traders, and appropriate simple
procedures.® Supervisors should accompany officers or visit sometimes arriving

*As an example, one manunl undLr the heading “Evasion” lists the following: “General failure
o notify, of limits, ion of supplies, ion of purchases,

i ion, credits, h 1f-supplics, input tax deduction, self-
billing, imports and goods from bond, exports, pumal exemption, exploitation of tax points,
manipulation of tax periods, arithmetical errors, false retums, contrived insolvencies, long-term
fraud, missing traders, retailers, group registrations, computer fraud." Separately detailed notes
are given on some 50 types of traders to inform the inspector on the characteristics of the trade,
the accountancy used, special forms of evasion, and special points to be covered on visits.
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and imes carrying out a duplicate audit a week or two after
an officer’s visit. All in all, control visits (or, most important, the threat of control
visits) are the heart of the VAT and need to be successfully planned, executed,
and i 10

6.5 Computers

There is one point (in addition to Tait 1988, Ch. 15) I would wish to emphasize.
The expansion of capacuy and speed of desktop computers has meant a hugc ex-
pansion in the i of © VAT. Ce canbe

to regions and districts. No clab iti and humidity
environments arc needed. Local supervisors can be given more responsibility and
information can be sent on disks by courier, This decentralization gives more
power to smaller centres but also gives central management a crucial measure of
the effectiveness of their local supervisors.

Typically, such desktop computers can be bought off-the-shelf as can most of
their programs. Their costs are remarkably low and they can be plugged in
quickly. Altogether the flexibility and relative cheapness of such EDP systems
is a most attractive development of the last few years.

7 Final Comments
What are some of the messages for Malaysia from this rapid survey of the current
state of the VAT?

First, there is no doubt about the continuing popularity of VAT. In the last
year five more countries have expressed an interest lo introduce a VAT. The
Japanese experiment in using an accounts based VAT is unique. This method is
administratively more simple and cheaper to operate. However, it means only
one rate can be used, there is a lag in collection, the audit trail is weakened, the
cross-check between VAT and profits taxation is eliminated, and there is a
potential confusion between saies tax and income tax liabilities. The introduction
of VAT is not necessarily inflationary, Regressivity may be moderated Itis a
relatively straightforward tax o apply and with which to comply.*

Second, it is clear that VAT is not a tax 10 be introduced in a hurry. As the
timetables and priority organization charts show, a careful logical sequence should
be followed. If this is not done the authorities are left to try to catch up with
registration (Indonesia) and audit (Philippines) as the tax starts running. This
creates unreasonable demands on the administration and, in the worst case, can
Jjeopardize revenue. The rewards of careful preparation and comprehensive public
relations (Korea and New Zealand) are a smooth transition from the old taxes 1o
the VAT and a revenue yield that exceeds forecasts. Not only is revenue greater

TFor example, approximately only one VAT accountant or lawyer is needed in private tax and
law offices in Europe for every 25 income tax specialists.
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but frequently far more businesses arc “discovered” through the VAT than through
income taxation (New Zealand and Spain).

Third, newer VATs (and some older VATSs) are adopting fewer rates and fewer
exemptions. The costs in administration and compliance mount sharply as rates
multiply. Equity can be more accurately achieved through other forms of taxation
on income and wealth and through lransfcr expenditures. Exemptions should be
few, clearly and . Th for liability 10 VAT should
not be expressed by traders or groups (eAg.. retailers or wholesalers) but simply
by turnover. The turnover specified should be sufficiently high (e.g., say,
US$50,000) to cut out the smaller manufacturers, farmers, retailers, and whole-
salers. It is better o err on the high side for the exemption limit so that at least,
initially, staff can concentrate on securing revenue from larger concerns; over time
inflation may push smaller traders into the VAT unless the threshold is raised.

Unprocessed food, as a very limited list of products, can be exempted. Capital
goods should be allowed fully as a credit. Financial services should be exempt
from VAT but might be taxed by a separate schedule.

VAT audits should not be confused with audits for income taxes. They are
better thought of as “control visits”, carried out by non-accountants, taking a
relatively short time. There should be a fairly high probability for a business 1o
be audited (especially in evasion-prone trades, e.g., builders, hotels, and
restaurants). It is important to design and follow a carefully prepared VAT
manual. The emergence cf chcap desktop computers has greatly expanded the
options of giving VA to region and
district level offices.

Allin all, the VAT continues to prove itself one of the better and more durable
1ax initiatives of the last 30 years. The range of countries that now use the VAT
shows it to be a tax for all times and climes.
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Commentary

Ali Abul Hassan bin Sulaiman

1 congratulate Dr, Alan Tait on a very comprehensive paper. Dr. Tait has divided
his paper into four parts.

Why VAT?

The first part deals with the arguments for a value added tax (VAT). The major
points he brings out are:-

It is widely used, in 49 countries around the world.

It has high revenue-yielding potential.

If properly planned, it can lead to fewer economic distortions.
It can replace existing sales tax.

Each country has its own objective(s) for introducing the VAT. In the
Malaysian case, if ever VAT is introduced, it would be because of its high revenue-
yielding potential. Cross country experiences show that revenue yield has been
significant, as high as 30 to 40 per cent of total revenue or about 10 per cent of
GDP in some countries.

Malaysia presently imposes a sales tax at the manufacturers level and on
imports. In view of the high number of exemptions as well as the limited scope
of the tax, the revenue collected from sales tax in 1988 was about $1.4 billion or
6% of total revenue. Instead of introducing VAT, one alternative would be to
extend the sales 1ax to the retail level, with a cut-off point for exemptions. How-
ever, the extension may lead to reduction in revenue because of revenue leakages
arising from the system of sales tax which depends on the ring system for its

i The exi of a credit ism in VAT ensures that leakages
are minimized. Under the VAT system, if exemptions are given, some revenue
would still be forthcoming in the form of VAT paid on inputs. The high revenue
allows us o reduce direct taxes.

In the first part of his talk, Dr. Tait also raised a new point, that is the choice
between an invoice-based VAT and an t-based VAT, Dr. Tait's arguments
seem to indicate that he does not seem 1o favour an account-based VAT. He noted
that although an account-based VAT is easier to administer and compliance cost
is less, there are several defects in the system. Perhaps Dr. Tait may wish o
give his personal view on the choice between these two systems.
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Vat Rates

In the second part, Dr. Tait deals with the rates of VAT. 1 agree with him that
we should go for a single rate. At present, we have three rates for the sales tax,
5 per cent, 10 per centand 15 per cent (four, if we include the zero rate, applicable
10 say, exports). Most goods are subjected to the 10 per cent rate; the other rates
have been imposed to gain gencral acceptance of raising revenue by extending
the sales tax 1o cover a wider range of goods. Similarly, in the case of VAT,
while a single rate is ideal, socio-political reasons may force the adoption of more
than one rate.

Exemptions and Zero Rating

The third part of his paper deals with a controversial area: exemptions
rating. In designing and implementing a VAT, this is one area w|
most discussion should take place.

As I observed carlier, a reason for the low revenue from sales tax
number of exemptions that have been granted to various types of
present, basic building materials, medical equipment and hes
educational and reading materials, tourist items and petroleum
exempted from sales tax. Inclusion of these goods in the VAT
ensurc increased revenue. However, this could then make the VAT le
than the existing sales Lax.

1 agree that we should grant some form of exemption (o unproce
in the agricultural sector and to capital goods, such as plant

ion or ion of agri from VAT has its attracti
agricultural produce becomes an input for the manufacturing of some
then the issue of double taxation arises and the question is whether
be better to zero-rate this sector instead of allowing users of agricult K
a presumptive fiscal credit on the value of their purchases of agri iral |
However, the alternative of allowing zero rating is also not attractive
not only increase the administrative burden and cost of compliance,
also open the doors wide open to abuse and loss in revenue. ] 5
While Dr. Tail’s paper makes a strong case for excluding the financial
sector, he is somewhat silent on the imposition of the VAT on other servi
as professional services, electricity and other activities such as water Sup
additional arca is that of the construction sector, particularly that for housin
Tait may wish to comment on whether such activity should be part of \
should be excluded in view of the structure of the housing industry and on
grounds.

Administration of VAT
The fourth part of the paper deals with the administrative aspects of VAT.
most crucial aspect touched upon is exemption limits, that is the choice
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threshold for liability to tax. The general feeling expressed is that it is scnslblc
to adopt a higher rather than a lower tax because the i
resources needed will be less and there will be less resistance from small business-
men. It was also pointed that in Japan the value added tax only applies to traders
with a tumover of US$3.5 million and above, and that a simplified scheme based
on turnover is used for enterprises below a turnover of US$3.5 million. What is
a reasonable cut-off point for VAT? Is it advisable to have a high cut-off point
and continue with a sales tax for those below the cut-off point in order to ensure
that there is no substantial revenue loss?

Concluding Remarks

Finally, there are a number of issues that Dr. Tait has rightfully excluded since
his paper deals with designing and implementing VAT. These issues are important
for countries which are planning to implement VAT. In this regard, I refer to the
criticisms that are levelled against VAT: (i) it is regressive since it imposes a
greater burden on the lower income group and; (ii) it increases the cost of goods
and therefore leads to inflation, which in rmn affects the poor. From a political
angle, the implementation of the VAT can be a problem, especially when the
Government, while reducing corporate and other direct taxes, and providing
incentives to industries, passes the burden of financing development to the
consumers through a broad based consumption tax such as VAT. In order to make
the VAT acceptable, how should concerns such as these be taken into account in
designing the VAT? For example, New Zealand has introduced a supplement
programme to compensate low income families. Such a programme would be
difficult to implement in a developing country, as it would require substantial
TESOUrCes.




PRIVATIZATION: PERFORMANCE,
PROBLEMS AND PROSPECTS

Mohd. Sheriff b. Mohd. Kassim

Having privatized twenty-two projects within five years of policy
alaym in mpccl uf her pnvaluallon

policy can be
Methods used have been varied, mcludmg divestment of ownership,
leasing, management, contract, contracting out, licensing and “build-
operate-transfer” .

Measured against the objectives it was designed to achieve, the
policy has been a success. Several indicators testify to the increase
in efficiency and growth it has brought about, the administrative and
financial burden it has relieved the Government of, the reduction in
the size of the public sector it has resulted in and the New Economic
Polrcy ob]ecuves u has helped 1o achieve.

of the pi has not been
problemfree. Alwnx lht problems faced are rz\‘mwe. pamculnrly
Jrom legal imp imple-

mentation machinery, and inadequate supply of capable managers.

To prm/ldc :hz Gm'ernmenl with a clear direction in steering the
study was embarked upon.
The study ldzrmﬁed six central reqmremenlr Jor an expanded and

7 . Firstly, pi ion must be a part of a

wider process of economic reform. Secondly, its sirategies must be
tailored to national objectives. Thirdly, the implemeniation machinery
needs to be improved. Fourthly, staff sensitivities must be carefully
handled. Fifihly, changes in the laws are needed and lastly, support
Jfor the programme needs to be enhanced.

The study has proposed an Action Plan based on an analysis of
a sample of 434 Government-owned-entities (GOEs) in terms of their
Jeasibility and desirability for privatization. (The GOEs have been
classified by indusiry and liming of privatization.) The Masterplan
seeks to strengthen the programme further in the future.

1. Introduction

The privatization policy in this country is now about six years old. The first part
of the paper shows that by international comparison, the country’s achievement
in the implementation of this policy is quite creditable. However, much remains
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10 be done to gthen the The paper first on the achicve-
ments in implementation of lhe policy and analyses its impacts. The problems
and are next, Fmally. lhe paper highlights some
of the issucs that are in the Itis

not the intention of this paper to discuss the phﬂosnphy of the privatization policy;
it is presumed to be well-understood and accepted by now.

2. Review of Achievements

In reviewing the achi thus far, the ian pri

shows up well against the experience of other countries within this region. Since
the adoption of the privatization policy by the G in 1983,
twenty-two projects have been, or will be, privatized (Table 1). Nevertheless,
the G had ization activities even prior to 1983, by way
of divestment of companies. Aboul forty government companies had been
divested o Permodalan Nasional Berhad (PNB) and thereafter to the Amanah
Saham Nasional (ASN) Unit Trust holders, and another forty-one such companies
were sold to individuals and companies. However, for the purpose of this review,
attention is focused on the twenty-two projects privatized since 1983.

2.1 Methods of Privatization

Although the number of projects privatized is not large, the methods used are
quite varied. In fact, for two projects a combination of methods have been used
(Table 1). Privatization may involve existing projects, that is, those that have
already been developed by the Government, or new projects which would
normally have been implemented by the public sector. Of the twenty-two projects,
nine are new pmJeCLS while the balanoc are existing mjecls Six of the existing
projects were p ized through di of p by way of offer for sale
to the public or by way of private placement, two lhrough leasing, four through
management contract, and one through corporatization, Of the new projects, four
were privatized following the Build-Own-Transfer (BOT) concept while the
remaining two were privatized via licensing or contracting out (o the private sector.

2.2 Review of Performance by Objectives

The success of any policy should be judged against the objectives it is designed
to achieve. Privatization, like any other policy, is merely a means to an end and
not an end in itself. As is widely known, the privatization policy hopes to achieve
five objectives, that is,

raise efficiency and productivity;

accelerate growth;

relieve Government’s financial and administrative burden;

reduce the size of the public sector; and

achicve the objectives of the New Economic Policy (NEP).
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Table 1

Privatization Projects of the

Malaysian G

Existing Projects

Method

Sports Toto Berhad
Malaysian Airline System Berhad

Malaysian International
Shipping Corporation Berhad

Tradewinds (M) Berhad

Cement Manufacturing Sarawak Berhad

Maintenance of RMAF Aircraft
Container terminal operations,
Port Klang (KCT)

Taman Negara Facilities
Sungai Semenyih Water Supply

Marketing Advertising Time of
Radio Malaysia

Maintenance of Water Boreholes in
Labuan

Marketing Division of RISDA
Jabatan Telckom
North Klang Straits Bypass

Jalan Kuching-Kepong Highway
Interchange

Water Supply o Labuan

KL Roads and Interchanges
North-South Expressway
Labuan Beaufort Interconnection
Commercial TV Station (TV3)
DEKL Waste Disposal

Ipoh Water Supply

Sale of shares (private placement)
Sale of shares (public listing)
Sale of shares (public listing)

Sale of shares (public listing)
Sale of shares (public listing)
Leasing

Sale of shares (private placement)
and leasing

Leasing (privatized but failed)
Management Contract
Management Contract

Management Contract

Management Contract
Corporatization
Build-Own-Transfer
Build-Own-Transfer

Build-Own-Transfer
Build-Own-Transfer
Build-Own-Transfer
Build-Own-Transfer
Licensing
Contracting-out

Build-Own-Transfer and
Management Contract
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22.1 Raising Efficiency and Productivity

Given the brief history and experience, it is difficult to make generalizations
regarding the impact of the policy on efficiency. However, there are clear

indications in many cases that privatization has led 0 i i . Several
examples are cited below.
— The licensing of TV3 has i | ition into the ision industry

hitherto monopolized by the public sector, thereby setting new standards to
the benefit of the viewing public.

— Prior to the privatization of the container terminal, the average turn-around
time per vessel was 11.7 hours. Two years after privatization, the tumn-around
time had been reduced to 8.9 hours per vessel. Aggressive marketing by the
company (KCT Berhad) partly accounted for the increase in throughput
from 244,120 TEUs (1113 ships) in 1985 to 273,335 TEUs (1257 ships) in
1987.

— Since its corporatization, Syarikat Telekom Malaysia Berhad (STMB) has
instituted several improvements. For example, the introduction of the detailed
billing system has reduced errors and complaints, the marketing of new
services has increased its eammgs counler scrvnces have improved and
there is faster response for ion and 1o break-
downs.

— The Labuan Water Supply Project was completed ahead of schedule and within
budget. The solution proposed by the private sector was much less costly than
that initially put forward by the public sector authorities.

2.2.2 Accelerating Growth

Privatization has led 10 economic growth in at least three ways. Firstly, the
efficiency gains that ensue following privatization have led to growth in the sense
that more output is produced using a lesser amount of resources.

Secondly, resources that are released as a result of efficiency gains are being
actively used for corporate expansion. For example, STMB has introduced several
new services, marketed aggressively and has upgraded services that were scarcely
known prior to privatization. These include the Malaysian Packet Switched Public
Data Network (MAYPAC), a second Automatic Telephone Using Radio (ATUR)
network, INTELSAT Business Service, telebanking, International Direct Dialling
Service, Datel Service, private leased lines and others.

Thirdly, growth has been generated in a more direct manner through the various
Build-Own-Transfer (BOT) projects and licensed activities. These have

private hip in sectors previ y the domain of the
Government and have i rate of i 1 project
implementation at a time when the publlc sector is cutting back its development
expenditure.
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2.2.3 Relieving Financial Burden On Government
The Government's financial burden has been relieved in two ways. Firstly, the
one-off proceeds from sale of Govemmcnl interests in companics have to an cxtent
felped to reduce Government g to finance G
However, the realization of proceeds from privatization is only incidental and does
not represent a primary objective of the Government. To date, the sale of
Government-owned shares has generated some $755 million in terms of proceeds.
Apart from these one-off proceeds, recurrent revenue from privatization comes
in the form of lease payments as in the case of KCT, and more gencrally, in the
form of corporate tax. In addition, the exposure of lhc Govemmcnl in pnvauzed
projects is also rapidly ining with loan
STMB and the Malaysian International Shipping Carpomlmn (MISC), pamcularly
However, the main financial relief comes from the savings on BOT projects.
The savings represent the amount the Government would have had to expend if
the projects had not been privatized. The total estimated cost of BOT projects to
date is about $4.9 billion.

2.24 Relieving Government' s Admini: ive Burden
Privatization has succeeded in reducing the administrative burden of the Govern-
ment, particularly in terms of and financial ini it The relief

has been very marked with the privatization of big projects and organizations like
the Jabatan Telekom which had some 29,000 employees and average annual
recurrent and development cxpcndnums of 583] million and $1,371 million,

ively, prior to i Its privatization as STMB has greatly
reduced the administrative responsibility of the Public Services Commission and
the Public Services Department in terms of hiring and firing, promotion and
training of personnel, and the like. It has also greatly reduced the administrative
responsibilities of the Treasury, the Ministry of Energy, Telecommunications and
Post and the Economic Planning Unit (EPU) in terms of budget, contract and
l'mancna] administration as well as dctalled monitoring and supervision of project

However, privati of G i or entities,
particularly monopolies, does not mean that the administrative responsibility of
the Government will be removed since private ies need to be

regulated so as to protect consumers’ interest. Nevertheless, the extent of
administration required for regulatory activities is much less compared to the
degree of administration required in running the monopoly itself.

The privatization of new projects has also avoided the increase in adminis-
trative responsibilities. These projects involve a capital expenditure of $4.9 billion
and personnel numbering about 1,650 in total.

2.2.5 Reducing The Size Of The Public Sector
Privatization has quite appreciably reduced the size of the public sector. In terms
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of personnel, privatization has managed to reduce the public sector workforce
(that is, in government departments and statutory bodies) by about 30,000. As
mentioned above, privatization has also allowed the Government (o avoid a sub-
stantial amount of capital expenditure arising from the BOT projects. In addition,
a substantial amount of capital expenditure has been avoided by privatizing
existing organizations such as the Jabatan Telckom which is continuously develop-
ing to meet the growing demands of the public w0 be abreast with technological
advancements that are continuously taking place.

2.2.6 Achieving the Objectives of the NEP

Poverty is mainly a rural At best, privatization can only help
alleviate it indirectly. However, by privatizing commercially viable new projects
via the BOT concept, the Government has been abie to re-channel its funds from
these projects towards arcas where poverty relief measures are needed more

urgently.
In respect of the msu-uclunng target of lhc NEP, the privatization programme
has helped to increase partici in the sector. Most of

the privatization projects had at least 30 per cent Bumiputera participation, and
Bumiputera promolers have played an important role in the development of new
projects.

3. Problems
As often occurs with new the privatization p has faced a
number of p ini ion. These are di below.

3.I Resistance

The privatization of cxlsung projects, more often than not, has seen resistance
from several quarters, ly the emp! and the and to
some extent the consumers. The profit motive of the private sector presents a
threat to the worker. There is always a fear that Uus motive may encourage the
of the privatized project to und 1t the worst
form being retrenchment of the workforce. It cannot be dcmcd that there is a
higher degree of job security in the public sector as compared to the private sector.
Retrenchment by the Government through the abolition of posts due to
redundancy, though feasible, is quite unheard of. In addluon disciplinary action
undertaken against errant emp is and
Recognizing this threat and also that many government agencies arc
overstaffed, the Gevernment imposed two conditions to protect the interests of
workers upon privatization: no employee of privatized entities shouid be
retrenched on account of redundancy, and all employees of would-be privatized
entities must be offered terms of service no less favourable than those they are
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currently enjoying. Any redundancy has to be dealt with through natural attrition
and cxpansnon of activities. Employee support was also obtained through share-

PP ities. In all p ions through public offer, 5 per cent of
the ol]'ered shares were reserved for employees. Not only does the employce
share-ownership scheme help to gamer employee support of the policy, but it also
works to imbue a sense of belonging and dedication in workers, thereby promoting
productivity enhancement.

The level of cooperation from controlling government ministries and depart-
ments in the initial stages of policy implementation depends on their level of
understanding of the policy. Public relation efforts were undertaken to increase
their awarencss of the policy and to enlist their cooperation in its implementation.
In this connection, a measurable degree of success has been achieved.

The anxlely of consumers in respect of privatization, particularly where

of is is focused on the likelihood of increased
lariffs and lowering of service quality as a consequence of the heavy stress of
the private sector on profit maximization. However, as long as these impacls are
not felt, the average consumer will be quite indifferent about the policy. It is
difficult to gauge gencral consumer response towards the policy at this juncture
as consumers are not | much affected as yet by pnvaumuon efforts, except in the
areas of tel ion services and However, there seems
10 be an increasing awareness on the part of consumers that nothing comes freely,
that is, “one pays for what one gets and one gets what onc pays for”.

3.2 Capital Markets

In i ing the privatization policy, due cogni must be given 1o the
absorptive capacity of the capital (both debt and equity) market, particularly the
domestic one. Privatization will not succeed if the absorptive capacity is

inadequate.

The Malaysian equity market is relatively well developed by regional stan-
dards, but suffers from i hquldlly‘ hmllcd sectoral coverage
and limited participation by instituti Thus far, all pr ions through public

flotation have succeeded. The average annual flow ol' funds into the equity market
in recent years has been around $1 billion. But there are grounds to believe that
growth has been held back by inadequate supply of quality issucs. In fact, all of
the issues have been oversubscribed between 1.2 to 87.8 times.

Privatization has helped broaden and deepen Lhc Malaysian stock market. It

has i d market capitalization and i d new sectors into the market,
thus offering the investing public a varied choice of stocks. Much more can bc
absorbed if good market itions hold and ive issues arc avail

, in planning privatizati ises through public flotation, care

must be taken to ensure that privatization issues do not crowd out private sector
issues and private sector investment in real capital formation.
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As for debt capital, privatization involves ing of g debt as
well as the creation of new debt. In this connection, the domestic banking system
is well developed to meet the demands of privatization. However, the securitized
debt market has to be developed further to provide the private sector alternative
sources of debt capital.

3.3 Legal
Many of the laws in this country were drafted without pnvauuuun in mmd
Hence, many of them have provided uni bstacles to the privati

programme. These laws relate mainly (o the functions of and activities carried
out by the government, land, civil service provisions and taxation.

Most of the legal obstacles with respect Lo land matters, especially transfer of
ownership, have been removed through amendments made in 1987 to Articles
83,85, and 86 of the Constitution. The legal constraints in respeet of civil service
provisions, especially for pensions, have also been surmounted by amendments
made in 1980 to the Pensions Act and the Statutory and Local Authoritics Pensions
Act.

Transfer of government ions or activities, particularly of and
statutory bodies, have faced legal constraints. These functions most often arc
bound by laws such that the transfer thercof to the private sector requires
amendments to the relevant Acts. Amendments to the law are, by the very process,
time-consuming.

3.4 Management

One of the prerequisites for the success of the privatization programme is an
adequate supply of efficient managers. This is one basic resource with which
this country is not richly endowed. As the Prime Minister noted at a conference
on privatization in July 1988,

“Management is not one of Malaysia's strong points. In the first instance, we do not

have enough managers.... If privatization is going to remedy the ills of nationalization,
then we must have good managers”.

The dearth of good business managers may be atributed to the growth of the
public sector during the last decade and the early part of this dccade The public
sector wuh its iplicity of objectives, its much and

itions has not many with business skills and

risk taking habits.

Privatization involves a change in working culture and environment to which
both existing management and worker groups need to adapt themselves. This
process takes time to produce results, Hence, privatization is not expected to
produce dramatic changes ovemight.
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3.5 Machinery

For any tobei an efficient machinery needs

to be in place. The existing machinery for implementing the programme suffers

from a number of shoricomings. These are

a) a lack of integration, as several units are involved, namely the Economic
Planning Unit, Industrial Coordination Unit, the Treasury, other Ministries;

b) inadequate personnel both in terms of number and expertise;

¢) insufficient priority given lo the exercise by several participants in the
machinery; and

d) overly i Cl ation of decisi king authority at the top level
of the machinery.

These shortcomings inevitably lead to slow and uncoordinated implementation.

4. The Privatization Masterplan
Recognizing the problems that have been faced in implementing the policy, and
the need for clear direction in steering the programme, the Government decided
to embark on a Privatization Masterplan study in 1988. This study is nearing
completion. The Masterplan will address all of the problems mentioned above
and several others, and will recommend various lines of action in order 10
strengthen the programme.

The Privatization Masterplan study has identified six central requirements for

an and effective p The first two relate to the
overall policy framework. The other fou.r relau: 1o actual implementation of the
These are di in the g p

4.1 Privatization Must Be a Part of a Wider Process of Economic Reform

Firstly, the argument for privatization is premised on the belief that entrepreneurs
reaclmg to market slgnals will make better decisions than public servants
to istrative directives. To allow this change to be realized,
privatization must be ied by the granting to privatized entities of
commercial freedom to respond to market signals and opportunities. Hence,
existing regulation of private sector activity will nced to be reviewed. These,
among others, include regulation of pricing of inputs w pmducuon regulation of
terms of emp and of i
Residual i of the Gi in privatized activities needs to be
minimized. Where possible complete divestment should be aimed at. Where this
is nol possible, the residual Government holdings should not be used in a way
that conflicts with the commercial objectives of the company,
Secondly, changes in management style are required to adapt to a fully
commercial environment. Within the busmess management structures should be
reorganized (o reflect new priorities, between the G and
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privatized entities should be at arms length even though the former may have
participation in the latter. The new service conditions should provide
incentives. While in the short term, the managers needed for privatized concerns
can be drawn from the existing pool of entreprencurial talent within the public
and private sectors, in the long term a sharper focus on training and development
of middle level managers will be needed, despite the fact that the new opportunities
created by privatization should directly more rapid of
managerial talent. In complex privatizations, the process of change will be
protracted and is hlghly dcpendem on the top management. The ability of top
0 ion must be given due recognition but any
changes to the lnp leadershlp that are to be effected must be handled sensitively.

Thirdly, supplementary policies are needed to ensure that market behaviour
fulfils national objectives. This means Go private sector

iour indirectly and in a predictable manner. These policies may relate to
the system of taxation or subsidy, or provision of indirect assistance through
infrastructure, training or research. In general, these policies will influence private
sector activity rather than direct it

Improvement in efficiency can be effectively achieved in the presence of
competitive pressures. Hence, privatization ought to be accompanied by
rcgulamry rcform Reform is needed in two arcas, the lowering of barners to

and in itive areas such as lies, the introd:
of regulanon to stimulate beneficial pressures exerted by competition.

Where monopolies remain, effective regulation is essential to protect con-
sumers’ interests. The general guiding principles for a regulatory framework are
(i) that discretionary powers to intervene in the commercial decisions of the
privatized entity should be avoided to minimize uncertainty and preserve the scope
for commercial initiative, and (ii) that powers to regulate price increases and
quality of service should be closely defined. Although the mechanics for each

will differ, i ions have been given to the location of regulatory
powers outside the government ministry concerned to reduce the risk of general
discretionary intervention. More specifically, the Masterplan sludy has (.onsld-
ered the establishment of a single Federal Regulatory C
many industries rather than having a scparate body for each industry; its merits
being that it will be a stronger commission, experience from one industry can
be applied to another and there will be cconomies of scale in staffing and other
costs.

that many gt entities have signi higher staffing
levels than those justifiable on commercial grounds and given the condition that
privatization should not result m mcrcased unemployment, several short term
solutions have been i the of new activities
by privatized companies, retraining, more flexible work practices, and voluntary
retirement schemes. However, long-term employment policies will need to be
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developed in order to ensure that better use is made of the country's manpower
resources, irrespective of whether the enterprises are privatized or not.

Fourthly, privatization will require a substantial increase in the supply of
capital available to the private sector. Although the size of potential demand for
equities is estimated to be large, it is highly dependent on the overall funds avail-
able to potential investors as well as overall market confidence. A package of
policy measures to underpin this demand has been considered. It includes, among
others, promoting wider share ownership, encouraging the issue of partly paid
shares, pmmol.mg unit trusts, relaxing resmauons on cmployec participation in
equities, revi g present i of i ions and selective
permission (o fmcxgn investors 0 paruupalc in large initial issues.

4.2 Privatization Strategies Must Be Tailored to National Objecti ves
FlrsLIy. mcognmng the need for consistent principles governing the choice of
pr and the ies 1o be followed, an action plan has been
recommended to help channel efforts to priority areas in a more organized manner,
so that the programme as a whole naqum:s momcnlum and credibility. Priority
is based on the i and of pi A relatively large
number of government functions ard entitics has been reviewed and each has been
classified into various categories, each of which in tum requires a different set of
actions to be taken for privatization. The actions needed for each candidate will
dictate the timing for its eventual privatization. Even with the setting out of an
action plan by the Government, there should still be scope for the private sector
10 initiate privatization so as not to stifle ip. In this
guide-lines governing response to each proposal must be made clearer.
Secondly, privatization may involve the transfer to the private sector three
clements of an entity, the authority to manage, present assets and existing
employees. However, it is not always possible or desirable to transfer the
ownership of assets at the same time as the other two clements. Hence, a process
of phased privatization may be called for. As a general rule, however, to achieve
the best results and the objectives of privatization, a total transfer that includes
all the elements 1o the private sector is preferred.

4.3 New Integrated Machinery is Needed to Prepare and
Take Decisions Quickly

The present machinery. has been found to be inadequate to handle an expanded
programme. Administrative rcform has bccn proposed along the theme of cen-
tralised planning but d: i In addition, to assist
implementation, a Privatization Fund has becn proposed in the Masterplan Study.
While privatization is sclf-financing, the revenue raised is currently not directly
available o finance expenditures required or desirable for further privatization.
The creation of the Fund is expected io solve this problem, Some of the uses
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that have been identified are ing of ialised expertise drawn from the
private scctor, fi ing of ing which are esscnual for
privatization, and ing stafl ining and staff

4.4 Staff Sensitivities Must Be Carefully Handled
The cooperation of employees of to-be privatized government entities is vital to
successful privatization. To ensure this, greater efforts must be made to involve
employees at an carlier stage in privatization. The terms and conditions for the
transfer to the private sector need to be clarified, and a generous share ownership
scheme should be used to obtain employee support.

4.5 Changes in the Law Are Needed

To avoid the need for required to individual acts, the of
an umbrella Privatization Act has been p in the Study to
codify legal procedures common to all privatizations. The Act, however, is not
expected to address specific obstacles which must be resolved by the privatization
plan for the entity. Amendments to the tax laws have also been suggesied to reflect
the principle that privatized entitics should be taxed on the same basis as other
private entities. Enabling provisions regarding the award of tax incentives and
concessions have also been suggs in cases where privatization of a function
is judged 1o be desirable but found to be not feasible in the absence of such
incentives.

4.6 Support for the Programme Must Be Enhanced

The current image of privatization is at best neutral. The benefits of privatization
must be made known within and outside Government to enhance support for the
programme, Public relations exercises targeted at specific groups, such as
employees, civil servants, the financial community and the consumers, need 10
be developed.

4.7 Action'Plan

Apart from laying down the various outstanding issues relating to privatization

as discussed above, the Privatization Masterplan has also come up with a tentative

Action Plan. The formulation of this Action Plan is based on an analysis of a

laxge samplc of 434 government- owncd -enterprises (GOEs) both in terms of
Apr based on the result of this

analysis i is proposed as in Table 2.

The pr isaged in the lan cuts across all levels
of Gnvcmmem, that is, the Federal, State, and Local Government functions as
well as the Non-Financial Public Enterprises (NFPESs). Likewise, the programme
also cuts across the various ic sectors with ions in three major
sectors, manufacturing, agriculture and transportation. In terms of the time frame
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for implementation, 69 projects are identified to fall in Category 1 which is defined
as privatizable in the short term (within 2 years), 107 in Category 2 which is
considered as privatizable in the medium term (2-5 ycars) and the remaining 70
projects in Category 3 which represents projects privatizable in the long term (over
5 years).

Obviously, the Masterplan is not meant to be a rigid document. Some additions
and deletions of projects from the proposed privatization programme are only 0
bc cxpeclcd as silual.ions may alter the desirability as well as the feasibility of a

The lan is meant to provide an indicative Action
Plan for the Government and to provide a sct of procedures for solving problems
raised by privatization. It presents a map for the privatization programme and
not a single path. The Masterplan should be treated as a dynamic and practical
document and should be adapted and updated as experience is gained.

5. Conclusion

As observed in the introductory remarks, although this country has achieved some
success in implementing the privatization policy, much needs to be done to
strengthen the programme. It is hoped that the Masterplan will help in this
direction and make the programme more cfficient.



Commentary

Malek Merican
Introduction
Since I have been asked to be a commentator on Dato’ Shcnfl‘s paper, and Arab-
Malaysian Merchant Bank is one of the C 1o the Pri

(PMPY), 1 should say at the outset that views expressed here are my personal views,
and not necessarily those of the Bank, or of the Consultants.

Dato' Sheriff, as the Secretary General to the Economic Planning Unit, is the
Chairman of the lnwr Dcpanmcmal Committee on Privatization and is directly

ible for the privati: Hence, he has been able to give us
an authoritative and very useful review of performance, problems and prospects
relating to privatization.

The progress to date is creditable by international comparisons and very
advanced by regional comparisons. As of June 1989, twenty-two projects had
been privatized, apart from some forty trust companics that had been divested to
the Permodalan Nasional Berhad and another forty-one companies that had been
sold to i individuals and ies. In ining the list of twenty-
two projects that is provided in Table 1 in Dato’ Sheriff’s paper, one is impressed
that the list includes the public listing of six companies with a current market
value of $8.3 billion (accounting for 6.4 per cent of the total Kuala Lumpur Stock
Exchange (KLSE) market capitalization as of June 1989). The list also includes
the privatization of the North South Expressway and six other Build-Own-Transfer
(BOT) projects which is said would have cost the Government $4.9 billion if these
projects had not been privatized. The list includes the corporatization of the
Jabatan Telekom, a major step towards its cventual privatization and public listing.
However one assesses the list of twenty-two projects that havc been privatized,

whether in terms of capital valuc jected capital or
we have to ize that the privatization pi is ing apace. After
five years of effort, the Malaysian privatizati p 1

with those of many other countries.

Although the PMP has not been made public, we are fortunate that Dato’
Sheriff has given us a preview of some parts of the plan. I will focus only on
certain features of the PMP that he has revealed to us.

The Action Plan

At the core of PMP is a tentative Action Plan. This Action Plan, he has rcveal_ed.
is based on an analysis of 434 Government Owned Enterprises (GOEs), which
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have been analyzed in terms of the desirability and feasibility of privatizing these
“candidates”. His Table 2 lists 246 candidates for privatization. In terms of the
time-frame for i ion, 69 projects/candid are grouped in
Classification 1 which is defined as privatizable in the short term (i.e., within 2
years); 107 under Classification 2 which is considered as pnvauuble in the
medium term (i.c., between 2 and 5 years); and the remaining 70 projects under
Classification 3 which represent projects considered privatizable in the long term
(i.e., over 5 years). These 246 project candidates employ 198,112 employees with
annual emoluments of $1,753 million. The projects are also somehow valued at
$16,336 million.

“Utilities” account for 14 projects, 70,273 employees with emoluments of $565
million per annum and are somehow valued at $7 billion. The table whets one’s
curiosity. Do the big numbers for “Utilities” include the privatization of lhe
Jabatan Telekom which is grouped under Classification 2 rather than Cl
1? One can ponder about the extent of this privatization programme. For example,
twelve projects under “Medical” with 21,041 employees is grouped under
Classification 3, that is, privatizable only after 5 years. For some reason, these
projects have zero value.

Aliernatively, one may speculate about where the big flagships are in this
Privatization convoy. Jabatan Telckom and Lembaga Letrik Negara must be
among the biggest and presumably in Classification 2. Then there is the Jabatan
Pos which may be in Classification 1. Where is the Malayan Railways classified
with its value of supposedly not more than $17

‘We will have to wait for the PMP 10 be published or more tables to be provided
(o answer many questions. But there is no doubt that the PMP covers a lot of
projects employing a lot of people and has a large aggregate value. The summary

indicators of the PMP Programme in Table 2 indicates that the plan being ~

considered is large and cxtensive.

A Single Federal Regulatory Commission
At most where privatization is di it has always been em-
phasized that effective regulation must be arranged to protect consumer interests
against monopohcs, especially when they have been privatized. The key
regulalury objective is to control potential abuse by privatized companies with
| natural or d 1 posxuons |n the market. Regulations
should also aim at ing or i P or petitive forces in
an industry.

Dato’ Sheriff has indicated that the PMP study has considered the establish-
ment of a single Federal Regulatory Commission 1o regulate several industrics
rather than a separate regulatory body for each industry, as is the usual practice
in Britain and clsewhere. ‘This novel proposal for a single regulatory commission
will no doubt provoke considerable debate.

|
@
;:

——
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In its most ambitious form, the proposal is to establish a single regulatory
agency with overall responsibility for regulation of privatized monopolies,
including telecommunications, power, transport, ports and water. It is argued that
the single commission will be stronger, experience from one industry can be
applied to another, and there will be economies of scale in staffing and other costs.

On the whole, I am on the side of a single stronger regulatory commission,
even though I can see problems if the Federal agency is to oversee, for example,
state water authorities and there will be the inevitable initial rivalry of those who
may aspire 1o head commissions for cach industry.

A Privatization Fund

The other novel feature of the PMP that Dato’ Shcnffrcvmlcd 1o us is the proposal
10 establish a Privatization Fund. While privatization is ing, the revenue
subsequently raised from sale of shares or assets is curanIy not directly available
to finance expenditures required for further or other privatizations. It has been
suggested that the fund may be used for studies, to finance specialised expertise
drawn from the private sector, finance restructuring measures which are essential
for | privatization, and for ing staff re-training and staff relocati
It is an interesting idea and will no doubt facilitate thc operations of the
Privatization Task Force, and should give a high return on the funds appropriated.
On the other hand, it may not be enthusiastically welcomed by the Treasury, which
may continue to require a clear case being made for every fund appropriation.

Privatization Act

Among the new ideas mentioned by Dato’ Sheriff is the enactment of an umbrella
Privatization Act. This is to avoid the need for amendments to individual acts.
An umbrella Privatization Act is proposed in the PMP to codify legal procedures
common (o all privatizations. For example, the Privatization Act could provide
for the principle that privatized entities, ially BOT project companies, should
be taxed on the same basis as other private entities. Another example is to provide
in the Privatization Act powers to enable privatized companies to implement

or employee buy-outs.

1 am sure there will be considerable debate on whether such a Privatization
Act will be required at all. Arguments will be made for the relevant laws —
income tax, etc. — to be individually amended rather than to have a Privatization
Act which will override the specific current laws.

Capital Market Issues
The PMP smdy h.ad also gwcn considerable alu:nuon 1o possible capital market
in a large privati From Dato"
Shcnl’f‘s paper, one would gaLhcr that capnal mmkel limits are not serious
The paper the of “p ion of wider share
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ownership, encouraging the issue of partly paid shares, promotion of unit trusts,
relaxing restrictions on employee participation in equities [all very commendable
and clear], reviewing present i guide-lines of institutions [one
is tempted to ask which institution?] and selective ission 1o forcign investors
10 participate in large initial issues”. This last point would refer necessarily to
issues to list Jabatan Telckom and Lembaga Letrik Negara, since the listing of
MAS and MISC have been successfully undertaken.

Generally it is not surprising that capital market considerations are not a major
constraint on the envisaged implementation of the PMP, as our domestic market
is already well established unlike in other third world countries.

Concluding Reflections

After a creditable start, there is some query why the Malaysian privatization
programme had not gathered more momentum. While we hear about Jabatan
Telekom planning to privatize soon through a public listing of its shares, there
has been a relatively long silence about the privatization of the Lembaga Letrik
Negara and also of the Jabatan Pos. Intermittent announcements relating to
di by state ions (SEDCs) of their subsidiaries have
often left the public wondering about how the privatization had been cffected,
who and how the buyers were chosen, and what are the impacts of these trans-
actions.

The PMP and its Action Plan will be providing us with a clearer view of the
privatization programme, its scope and extent, and some indication of the timing
of the various privatization candidates. The summary indicators of the PMP
Programme provided by Dato" Sheriff (at Table 2) indicate that the programme
is large and extensive, even if we focus only on the sixty-nine projects grouped
under Classification 1 and the one hundred and seven projects grouped under
Classification 2, that is, the projects privatizable within the next five years.

‘With such a programme, it is desirable to substantially strengthen the privatiza-
tion machinery. With the creation of a stronger and more integrated privatization
machinery, the proposal for a Privatization Fund to speed up financing for studics,
and implementation of various exercises should also be smoualy wnsndcrcd A

Privatization Act to codily legal common (o pr
has also been proposed.
To this i will require

political will. The case for, and benefn of, privatization will continue to be argued
with each project decision. General support for the programme from employees,
civil servants, the financial community and the consumers will depend on how

is ped and imp and how rati the asset sales

arc mngul.
Finalising the PMP study will provide an opportunity for the Government to
reaffirm its commitment to implement a more explicit Privatization Action plan.
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In the process the public will have more opportunitics to discuss aspects of the
PMP, which will presumably be made public.

In commenting on Dato’ Sheriff’s paper, I have no basic problem with the
approach adopted and the preview given on the PMP. [ am however conscious
that among the audience there will be those who would wish for more clarification
on certain issues.

There will be those who wish to argue about the extent of the privatization
programme. They may wish to argue that water supply and hospitals, among other
pm_]ccls should not bc privatized. Dato’ Sheriff has taken the position that the
p y of the privatization policy is pi 1o be well and
accepted. This type of question may conunuc 10 be debated especially when the
final decision on the privatization of specific projects is being made.

1am also conscious that a number of people, including Bumiputera individuals,
continue to query the basis on which government owned enterprises are sold o
particular individuals or privale sector companies. There is no problem when
shares are offered to the public at time of listing on the Kuala Lumpur Stock
Exchange. At the core of the questions is the uneasy beliel that some divestments
might have been made to political favounlcs ThlS type of questioning has to be
faced by dll undertaking pri P Tt may be uscful
if each privatization award is ied by a clear of the basis on
which the award was made.

To conclude, one may emphasise thal privatization must be part of a wider
process of economic reform. The Malaysian programme to privatize a large
segment of the government scctor should help to make the Malaysian economy
more efficient and competitive. Consequently, I hope that Dato’ Sheriff will be
able to make available the final version of the PMP and help to steer its successful
implementation.




STRUCTURAL ADJUSTMENT AND LABOUR
FLEXIBILITY IN MALAYSIAN MANUFACTURING:
SOME POST-NEP DILEMMAS

Guy Standing

This paper uses the data of the 1988 Manufacturing Labour Flexibility

Survey to examine labour flexibility in Malaysian manufacturing. The

analyses show how firms had responded to the shocks of the mid-1980s

and suggests how firms could be expected 1o influence labour market
" developments in the post-NEP era,

1. Introduction

Malaysia may be onc of those countries which experienced successful industriali-
zation without there ever being a period in which manufacturing accounted for
anything like a majority of total employment. Policy makers and social scientists
in the 1990s may also look back on the growth of labour flexibility in the
manufacturing labour market of the late 1980s as not just a response to the inter-
national economic crisis of the carly and mid-1980s but as a critical phase in the
emergence of a modern society and economic structure.

This is not to suggest that the phase is desirable in itself, or even necessary. It
does, however, pose a considerable dilemma for those who will have to shape
labour market policy in the era following the end of the New Economic Policy
(NEP) in 1990. As will be suggested in this paper — albeit tentatively and
partially — a more flexible labour market will place a far greater onus on labour
policy to provide protection against abuse and insccurity and 1o provide an
environment in which the interests of equity and efficiency are jointly served.

This paper is based in part on the analysis of data from a survey carried out
in 1988 of over 2,600 manufacturing eslabhshmenls across Peninsular Malaysia.
The context of the study was particul iguing, for the 1988 ing
Labour Flexibility Survey (MLFS) came at the mid-point between the end of the
crisis that hit the economy in the carly 1980s and the beginning of the post-NEP
era. In a sense, the survey was designed to tell a story about what has happened
between 1985 and 1990. The story may be deficient in details and unclear in some
respects, but it has been hoped that it would establish a national bench-mark for
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economists and policy makers inside and outside Malaysua 1o examine subsequent
labour market changes in an era of and indus-
trialization. As a detailed analysis is being presented to the Economic Planning
Unit (EPU), this paper will only provide some hints of the principal findings.
Any study of the manufacturing labour markel in Malaysia has to be placed
very firmly in the historical context of the objectives and evolution of the NEP

and the underlying goals of successive Gi since In-
dependence in 1957. It is worth reminding ourselves of the main macro-policy
changes.

Malaysian industrial policy has passed through four distinctive phases. The
first was one of import substitution, which lasted from Independence in 1957 until
1968; the second was what might be called selective export-led industrialization,
from 1968 until the early 1980s; the third was a phase of crisis and retrenchment,
from 1983 until 1986; and the fourth could be described as liberalized export-led
industrialization, which began in late 1986.

From 1958 until 1968 the most symbolic policy instrument for manufacturing
investment and employment was the Pioneer Industries Ordinance which
provided fiscal incentives to production rather than tariff protection; this was
supplemented by the Tariff Advisory Board, sct up to promote “infant industries™
through the granting of selective protection. It was a decade in which capital-
intensive industries flourished, partly because tax exemptions were linked to

capital exp Total ing grew, but only slowly.
In 1968 there was a marked shift to cxpon led industrialization with the
ion of the i Act, drafted in the face of chronically

high unemployment and growing racial tensions. The latter were associated with
the labour market slagmuon and growing inequalities that had accompanied the

patiern of The ives Act boosted export-

oncn(cd industrialization by providing tax. relief for export- onenlcd l'lrms
tax credits, P , export i

tariff ion for new ing i and ion from import

duty and surtax. These were d by the establish in July 1971 of

the Labour Utilization Relief, which granted tax relief to companies based on the
number of workers employcd and by the abolition of the 2 per cent pay-roll tax
50 as o 1 ies. But this second phase of export-
led industrialization was also marked by the strong direct mvolvement of govern-
ment, in that industrial growth was made on the
of the NEP. Public enterprises spread, asdld public lnvcsuncm in private mdustnnl
enterprises, while g played an i role in shaping the
emerging pattern of employment.

From then tntil the early 1980s the growth of manufacturing output, exports
and employment was spectacular, far faster than the equivalent for the whole
cconomy, Between 1970 and 1980 the value of manufacturing exports almost
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quadrupled in real terms, and as a share of total exports, rose from under 11 per
cent to 27 per cent. The manufacturing employment growth rate was double that
of the whole economy, while its share of total employment rose from 9.0 per cent
in 1970 to 15.7 per cent in 1980. Most of that growth came in export-oriented
sectors and most of that in the Free Trade Zones. Most spectacular of all was
the ion of the electrical and ics sector, mainly through
i y.! Overall, ing more than
quadrupled bclwecn 1968 and 1980, the annual growth peaking in 1981 at ncarly
57,0002 By the carly 1980s it was not just the estate and construction industries
that were complaining of labour shortage; by then there was a tight labour market

in many parts of the country.
In 1983 the international recession and the collapse of commoduy prices began

10 bite. For a while total ing empl ized, with falls in key
export seclors such as textiles and rubber producls Then in 1985-86 a severe
recession — the worst since — shook g, obliging

managements to focus on their labour policy and resulting in widespread retrench-
ments in wood products, electrical goods, electronics, textiles and many other
industries. To a certain extent it was the responses to this upheaval — which in
later imes may be seen as a hiccough in the country’s industrialization — that
formed the context of the MLFS.

One can identily 1986 as the beginning of a fourth distinctive phase, that of
liberalized export-led industrialization. Its key features have been a relaxation of
the NEP in the interest of boosting industrial investment, exports and employment,
with the intention of attracting more foreq,n mvesLmem coupled with a reversal
of the long-standing policy of ing industrialization through i in
publicly-owned enterprises.® In particular, there has been a drive 10 create “Malay-
sia Inc.” via privatization. There has been the much-discussed Industrial Master
Plan 1986-95, which inter alia identified twelve industrial sectors for special
expansionary treatment in the early 1990s. More immediately, the 30 per cent
foreign equity restriction on foreign investment was dropped; since 1986 foreign
investors have been able to hold up to 100 per cent of the equily as long as the
company exported at least 80 per cent of its production, and could hold up to 51
per cent if more than 51 per cent of its production was exported or if the output
consisted of high-technology products. New investment applications received
from October 1986 until 1990 were allowed to have any level of foreign equity

10nc is templed 1o call this phase assembly-led industrialization, so prominent was this aspect
of the process.

Department of Statistics, Industrial Surveys, various years, Kuala Lumpur: Department of
Statistics, Government of Malaysia.

I an earlier survey done for the EPU in 1982, we showed how upward socio-econornic mobility
in the labour market — a critical aspect of the NEP — had been achicved predominantly through
public-sector employment.
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as long as the company agreed 10 export more than 50 per cent of its product or
if itemp more than 350

This fourth phase has involved a macro-economic policy shift within the NEP,
away from restructuring and towards boosting economic growth, primarily through
its focus on market liberalization. This is not to suggest that policy makers
abandoned the one or had formerly given the other no attention, merely that there
has been a pereeptible reorientation. It seems, for example, that there has been a
shift from income redistribution, via the expansion of public non-financial
enterpriscs, the public sector and tax-financed subsidies to Bumiputera interests,
1o capital redistribution via privatization and a more concerted policy of sub-
sidizing export-oriented cnterprises. Probably, a policy of market liberalization
means that micro-level policies will have o bear more responsibility for social
restructuring, not just in the conventional Malaysian sense but in terms of
protecting all vulnerable groups in the labour market.

Although unemployment rose to over 10 per cent in 1987 and 1988, by then
mdusl.ml expansion was once z\gmn lmprcwvc Thc ideas of supply-side structural

were bung p dinan h favounng labour
and capital market “ lation”, i ing the wholesale privatization of
economic and social activities. Industrial policy has shifted towards a more
market-oriented, outward-oriented strategy that favours multinational capital and
more management control of their establishments. By 1988, with privatization
in full swing, the industrial structure scemed set for a period of profound change.

That reorientation made it important to take stock of how manufacturing firms
had responded 1o the shocks of the mid-1980s and o obtain an impression of how
the further influx of foreign and export-oricnted firms could be expected to tilt

labour market

Our core hypotheses can be stated quite clearly. In the second half of the 1980s
amore sharply defined industrial dualism has been emerging: large establishments
have been growing and strengthening their position relative to small ones, while
within establishments of almost all sizes and in all industries a labour flexibili-
zation process has been gaining strength, involving a shift away from employment
security and a shift of employment risk from companics to workers.

If these trends were supported by the data, then policy makers might be advised
to address both questions with some urgency in the post-NEP cra, particularly as
the most disadvantaged groups tend to be crowded into more precarious forms
of employment. 1t would be in nobody’s interest for industrial fragmentation 10
undermine the considerable social achicvements of the past two decades. Yet it
will be argued that certain long-term trends in the labour markel that were expected
to accompany industrialization, including the “formalization” of employment, have
been checked if not reversed. This partly reflects adoption of trends from highly
industrialized economies and partly arises betause manufacturing enterprises in
Malaysia have realized the of p relations.
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2. Supply-Side versus Social Adjustment Labour Market Policies*

At this point it might be useful to step out of the Malaysian scene to consider the
swirl of international debate surrounding the two vogue notions of “structural
adjustment” and “labour market flexibility”, the latter being scen by many as a
necessity for the former, which in turn is seen as necessary for successful indus-
trialization and development.

For a long period — probably throughout the time when most of us in this
conference were learning our economics and developing our box of wols — the
dominant mode of economic thinking about the medium and long-term was what
might be called “social adjustment”. In essence, its underlying model is Keyne-
sian, with a social-democratic cthos and a belief that markets could and should
be ci ted or by instituti and other regulatory devices in the
interest of both equity and long-run cconomic growth.

For well-known reasons this model was thrown onto the defensive by the eco-
nomlc uphmvals of lhc 1970s and 19805 and the pressure for rapid and exlenswc

oi shocks and i ity. The
pursuit of outward-oriented devc]opmcnl became a global panacea, with earnest
economists everywhere diligently searching for “rigidities” — particularly
associated with trade unions and 1alx)ur regulations — lhnl were allegcd 10 be

raising ion costs and und the i of
country x or y. There reemerged an overwhelming faith in mnrkcts untrammelled
by ions, collective izations or other instituti interventions. This

supply-side critique has been pervasively influential during the past decade,
becoming the conventional wisdom of the era. In Malaysia, as elsewhere, it can
be predicted that the next few years will witness a critical debate between this
supply-side model of structural adjustment and a reemerging social adjustment
model that is more concerned with distributional issues.

One can juxtapose, necessarily rather crudely in the interest of brevity, the
two perspectives as they relate to labour market policy and the pursuit of labour
flexibility. In doing so, we may be able to highlight some of the critical dilemmas
facing economists and planners considering the niext phase of Malaysia’s economic
development. As for the notion of labour flexibility, it has been used as a
euphemism for many changes but ultimately refers to the responsiveness of the
labour market, the ease and cost with which labour mobility of various types can
be achieved, and the ease with which the workforce can be adjusted 1o achieve
rapnd producuwly growth, For unions and workers. flexibility has suggested

for employers, it has it and ility. In a sense,
both sides are correct.

*This section could be skipped by those interested only in the specifics of the Malaysian industrial
labour market.
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In recent ycars the pressure for adjustment to external shocks and mc belief
in outward d have led to a ined “supply-side” critique
of many labour market policies that had been perceived as desirable attributes of
socio-cconomic development. One is therefore obliged to consider this critique,
and the appeal of alternatives that they wish to put in their place, dwelling rather
more on those that might have resonances in Maiaysian debates.

2.1 Price versus Social Distortions

The essence of a social adjustment strategy is “growth with social protection,”
Among its elements are the following labour-related aspects. First, to ameliorate
poverty of the most basic kind, lhcrc are usunlly food subsidics and price support

systems to the of y food. Critics say
this is a “market distortion.” Second, there is usually some minimum wage
hinery, designed ostensibly to reduce ion and alleviate

poverty. Critics say that this amounts (o a market distortion, raising wages above
the market cleanng, wulhbnum lz:vcl deterring employment by favouring capital-

labour i and i itics between the formal and informal
sectors.” Third, there are institutional forms of labour security prou:cuon —
fel. d-hcalth securit; —
y ploy Yy

arbitrary dismissal, for cxamplc, limits on working time, overtime, clc 'I‘hese
are also intended to protect workers from exploitation and, by ameliorating
working conditions, enhance productivity. Critics say these amount to market
distortions, since they represent non-wage labour costs and rigidities that impede
labour mobiiity and thus the efficient allocation of resources.

Fourth, the social adjustment school believes in promoting freedom of
association and that participatory collective organizations, notably trade unions,
should be given an aclive role, to encourage dynamic efficiency, to strengthen
democratic tendencies, to ensure more equitable income distribution and to restrict
discrimination. Again, critics see such organizations as market distortions in that
they limit the ability of firms 1o react to market forces and limit the realization
of high profits that cuuld boost mvcsmenL Fifth, the mcml adjustment schml
sees public as ing private exp as p
productive and as a means of mobilizing and retaining resources for national
development. Critics say this too is a market distortion, arguing that it results in
“financial crowding out” of private investment and growth, while being
unproductive, unresponsive to market forces and an inappropriate standard setter
for wages and conditions of employment.

By contrast, the labo lated policies that ch: ize the supply~slde
strategy focus on pncc :md g price di:
approach to a “stabilization™ pohcy and adechoP'
ment policy, for which a set of mi i mforms are pel d as necessary

for ic success. ilizati y means a deflationary
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monetary policy to hold down domestic demand — so limiting imports — and
combat inflation. That means temporarily lowering consumption and employment.
This is complemented by an “outward looking” development strategy, involving
“trade liberalization”, nominal and real exchange rate devaluation and a shift in
relative prices between tradeable and non-tradeable goods and services. Govern-
ments should cut subsidies to basic consumption goods, thereby raising the relative
return (o investment in tradeable goods and services. The social adjustment school
might say that this results in “social distortion” and that subsidies on non-
tradeables promote productivity of the current and future workforce while lowering
the efficiency wage in the sectors. The evidence is far from conclusive that cutting
such subsidies is unequivocally beneficial for development.

2.2 Minimum Wages and Relative Wage:

The supply-side strategy puts over is on s
which inter alia means reducing labour com and making them more flexible.
Statutory minimum wages are opposed on the grounds that they price goods out
of the market that would be p by low-paid, 1 ivity workers, thus
causing unemployment. Cnucc of that view refer to Lhc multiple functions of
minimum wages. They note that very Jow wages encourage low productivity,
and favour unscrupulous employers over those more concerned for long-term
stability and community development. Perhaps most importantly, although
minimum wages may be above the average or marginal income of those outside
modem, export- -oriented industrial enterprises, or above the “aspiration wage” of

Jjob-seekers, it cannot be p d that they exceed the optimum
“efficiency wage", the wage at which lhc average worker works with optimal
effort. Finally, critics of a policy of wage reduction claim that lowering unit labour
costs can be achieved cither by lowering wages with constant productivity (or
with a lower decline in the latter) or by raising productivity with constant wages
(or with a rise in the latter, if they rise less than productivity).

Those advocating a supply-side approach also press for relative wage changes,
or adjustment in the “equilibrium” structure of wages. Supposedly, wages of
skilled workers in consumer-goods industries have o decline, 1o encourage them
to shift to export industrics, while wages in the latter should stabilize, or rise if
inter-sectoral lnbour moblluy is slow or limited. They also contend that reducing
wage dif by mini wage ions or other i reduces
the return to education and training to the point that the incentive to invest in
them is insufficient. This is further rcason, in their view, to avoid minimum wage
machinery.

This 100 is not clear-cut. At the micro-level, real wages may fall below the
efficiency wage level, resulting in poor or stagnant productivity. At the macro-
level, it is 100 easy to assert that high unemployment (in whatever form) is “classi-
cal”, due o excessive real wages. Yet it may be more “Keynesian™ in nature, even
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in low-income countrics and even where there is high inflation. In that case, the
critics would say, if real wages rose, not only would there be efficiency gains in
tradeable industrics, but demand for wage goods produced outside the export-
oriented sectors would grow. Structural adjustment could be aided because the
demand for such goods would stimulate small-scale, informal i 1f so,
higher real wages would not “crowd out” investment in tradeable sectors, but could
create a virtuous process of accumulation in low-income sectors.

As for securing labour mobility into the tradeable sectors, the supply-side
school, recognizing that relative wages are “sticky”, argue that as most govern-
ments have little control over private-sector wages, they should concentrate on
reducing public sector wages. They should also restrict wage indexation, while
wage subsidies designed to limit unemployment resulting from structural changes
are opposed on the grounds that they would slow the shift of resources into export
industries, from those supposedly with low to those with high social marginal
product.

However, do wages in non-tradcable sectors have to fall? The social adjust-
ment side would argue that labour market policies, notably those associated with
(re-)training and mobility, could avoid the need for wider wage differentials. Some
argue that by reducing wage differentials, labour mobility from low (o high
productivity sectors would be accelerated, rather than slowed, if only because
that would raise the relative and absolute return to high-productivity sector
investment, while high costs in low-productivity industries would squeeze firms
out of business. They also argue that it is 100 facile to claim that by narrowing
wage differentials, minimum wages deter skill acquisition by reducing the retum
1o education, There are many non-wage benefits of education, and as in any case
schooling is a job screening device; it is the enhanced access o job opportunities
that maintains high indivi ic returns o ion and training. In
sum, low wages plus wider differentials are not a panacea for Jabour market
adjustment.

2.3 Public versus Private Sector Employment
As for reducing public sector wages, this may or may not make sense, [n many
countries, just as it has been too easily presumed that the public sector loated”
and that it is socially unproductive, it has become almost an article of faith that
public sector wages and fringe benefits are excessive. It may be that wages should
be reduced; or it may be that they should be maintained while public employ
is cut to raise efficiency; or it may be that wages and employment should be cut
relative to expenditure on other inputs involved in social service provision. All
these responses are possible. But the necessary analysis rarely precedes the action
taken,

Similarly, one should be wary about justifying wage cuts by referring to higher
productivity in the private scctor, That might be valid. But if high profits in
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some private sectors were the result of wages and working conditions that were
50 poor that workers could only be productive for a while before having 1o leave
or before reaching the point where emp sought their rep then a
policy of cutting public scctor wages could compound an overall problem of
stagnant labour productivity. Again, one cannot presume that if relative prices
are in imbalance then the higher one should be lowered.

Another aspect of public sector wage and employment policy is that while
salaries, benefits and employment security of a core of public sector employees
may be advantageous in many countries, there are many whose wages are low in
comparison with many private sector workers and whose security of employment
is minimal. In the face of public expenditure cuts those workers are the first 1o
suffer. Yet they are often the least skilled and thus the least able to transfer from
non-tradeable o tradeable sectors. In short, the role of the public sector in labour
market adjustment is a major unresolved issue.

24 U Policies for Adji
The structural adjustment model expects a period of resource reallocation —
through trade liberalization, market deregulation, etc. — o lead to a transitional
period of high unemployment. Advocates and critics alike agree this should be
inimi But supply-sidk ists would leave that largely to market forces,
and would explain prolonged high unemployment as due (o “market failure” or
even “voluntary unemployment”, whereas social adjustment proponents call for
institutional mechanisms to secure labour reallocation, and thus would aturibute
high unemployment to inadequate labour market policies.

Conceptually there are four modes of labour (market) adjustment: (i) external
(mid-career) labour market; (ii) inter-gencrational; (iii) internal labour market;
(iv) redeployment.

The first can be painful, since it means existing workers being retrenched in
some sectors and competing for jobs in others, during which overall and relative
wages are expected 10 adjust in response to labour market disequilibria. With
the second, most of the existing workforce does not engage in mid-career job
changes, but labour force entrants, mainly youth, are channelled into tradeable
rather than non-tradeable sectors; in a period of structural adjustment, this mode
can result in high youth unemployment, and possibly accelerated “carly
retirement”. With the third mode, workers change jobs within enterprises,

to product or ical changes or job restructuring, There is
certainly scope for more resort to this form of adjustment, a point that we will
take up later with regard 1o Malaysi Finally, the p

mode relies more on the State or some institutional mechanism to direct labour
mobility, perhaps on a subsidized basis or with retraining.

The more inter-sectoral and other labour mobility can be achieved by the third
and fourth modes of adjustment, the less likely it is that structural change will
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result in high unemployment. As that would also mean less reliance on relative
wage rate changes, and the more policy makers can rely on modes (iii) and (iv),
the less mc nccd [ wndcn wage differentials.

In and emp; , Streeten (1988 p. 27) recently
concluded,

“There is one good aspect in conducting adjustment policies in the current environment

of unemployment. It is easier to move unemployed workers into the right industries

than to shift workers from one job to another. Redeployment and restructuring out of

should be the for both ping and advanced countries”.

No doubt that was drawing small comfort from adverse realities. But it is far from
self-evidently true, Workcrs are rarely made mure productive by Lhc experience
of l specially if that is prol d, while ished
workers are scarcely able to mdulge in optimal labour market mobility i m response
10 job restructuring. There is little evidence that high unemployment is either
necessary for structural change or preferable to other forms of labour market
adjustment, and a number of countries have shown that structural change can be
achieved without any period of high unemployment.

2.5 Labour Regulations and Labour Market Fragmentation

Both the supply-side and social adjustment perspectives gch a plvolal role 10
labour market “dualism”. According to the former, and
minimum wages are shown by the growth of the “informal sector” and the non-
growth of the “formal”, tradeable sector. They advocate dismantling regulations
s0 that more of the “informal” can become “formal” and so that employment can
rise. The social adjustment school retorts that the long-term objective should be
the extension of social protection to those currently uncovered and surviving in
petty units of production or in other peripheral activities, whether productive or
merely survnval—uncnlcd In parucular the socml adjustment model would give
high priority to anti-discri and p ions designed to reduce
the marginalization of socially vulnemblc groups, notably women, children,
migrants and ethnic minorities.

To be fair, the debate about the role and impact of labour regulations is un-
resolved. What we do know is that there has been an enormous growth in so-
called informal economic activities all over the world. Part of that has been due
to the international recession, and so on, whereby the unemployed have taken up
petty production and the like, or whereby those whose regular camings have fallen
have supplemented them with secondary activities. Partly it reflects a growth of
sub-contracting by large enterprises, to reduce costs, or as an aspect of privatization
or in response to the increased uncertainty and risk in times of recession and
structural adjustment. And partly it reflects resort to more informal, unprotected
types of work, to by-pass regulations or reduce costs.

Considering such about the supposedly adverse
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effects of labour market regulations on employment Tevels should be treated with
roservation. This is important to stress, for a key theme of the supply-side perspec-
live is that “fewer labour market regulations... would promote labour market

ibility and higher employ " in ping countries, and that “‘rules on job
security... distort the labour market in ways that reduce employment and overall
living standards” (IBRD 1987, p. 9;32). Yet labour regulations may have more
impact on the types of employment rather than on the level and have positive
effects on living standards by setling guide-lines, which may not be met
everywhere, but which help o reduce the prevalence of poor working conditions,
cxploitation and oppression. Once again, these arc empirical matiers on which it
s 100 casy to reach conclusions in the absence of real data.

The key theme is worker security, of which there are various forms. Un-
fortunately, some economists lump them together, thus blurring analysis and policy
debates. One should distinguish between: (i) labour markel security; (i) employ-
ment security; (iii) job security; (iv) work security; and (iv) income security.
Labour market security is high when job changing involves only moderate
personal costs and reasonable prospects of subsequent benefits, and is typically
inversely related to the level of unemployment. Employment security is high when
workers cannot be dismissed without either costs 1o employers or the satisfaction
of pre-specified conditions. Job security is high when workers have rights o
particular niches within enterpriscs, and where unions or other institutions safe-
guard craft barriers or skills. Work securily is high when working conditions are
safe and so on. Finally, income security is high when workers have their wages
or earnings protected from income fluctuations, either through indexation,
collective bargaining or other forms of institutional protection.

All five forms of sccurity have potential costs and potential benefits for
enterprises. Because there has been overwhelming stress on their alleged costs
in recent international debates, it may be appropriate to stress the potential benefils,
bearing in mind that ultimately these 100 are empirical matters.

Take, for example, job security. Many firms have introduced job security
arrangements precisely because they were perceived as ive 10 pr ivil
growth; this was the essence of Taylorist management, since narrowly-defined
job classifications were seen as enabling employers 10 have control over output,
work input and labour costs. Accordingly, onc should not presume that the erosion
of job security is always desirable even on efficiency grounds. Moreover, job
security surely encourages the development of technical skill within jobs, because
workers can expect a return (o training and informal learning. Against that, if
job demarcation results in workers resisting technological change and redeploy-
‘ment, then regulations or union agr P ing job security could hinder
structural adjustment and thus impair economic growth.

However, it is employment security that most critics have in mind when
castigating “regulations”, claiming that workers in secure employment have less
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10 be p ive, are il ile in the face of a nced for structural

or have to be d so much that the potential benefits of

resource reallocation are lost. It is also argued that employment protection dis-
courages firms from hiring and encourages them 10 opt for more capital intensive
techniques. Unfortunately, there is little evidence 1o support or refute such
, employ security i also have potential

arg]
benefits, as follows:

a) They can improve workers' commitment (o the enterprise and thus raise work
motivation and productivity;

b) They may reduce the “transaction costs” of employment by reducing labour
(umnover, especially important where productivity rises with on-the-job
learning;

¢) They may encourage worker acceptance of productivity-raising rationalization
and other modernization measures;

d) They may improve job and work flexibility, that is, improve the willingness
of workers 10 accept occupational and work environment changes;

¢) They may induce greater p of work disciplinary

) They may improve “dynamic efficiency”, by obliging management to become
more efficient and competitive by means other than by laying off workers;

g) They may induce workers to accept lower wage rises in return for the
employment security;

h) They may reduce the p of frictional ploy by enabling
workers to have adequate notice of impending job loss to seck out alternative
employment.

In sum, the benefits of employment security may well offset the costs. But
one should not stop there, for what is needed are forms of employment security
that promote flexibility and p ivity. That is the that comes Lo the
fore in the context of structural adjustment rather than stable development.
Advocates of social adjustment would argue that only if workers could share in
the decisions and in the bencfits of investment could this issue be resolved.

2.6 Wage Flexibility

As for income security, the supply-side view is that wages should be allowed 10
fluctuate and that, if they were tied more to economic performance and profits,
not only would employment be stabilized cyclically, but it would do so al higher
levels than with fixed wages. Critics of this view would argue thal as long as
workers do not at least share in decisions over i or productive stralegy,
it would be unjust for them 1o have to bear the risk. Moreover, if payment systems
were made more flexible — as is happening in some countries where adjustment
strategics are being implemented — then earnings differentials will grow between
those in high-tech sectors and those outside them. This has been a feature of
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such systems. For some cconomists, that is perfectly acceptable, but from a social
equity point of view it may be undesirable, leading to active discontent among
those unable o sham in the benefits. Furthermore, fexible payment sysiems may
result in ly low and in earnings for low-pi y workers and
may slow sl.rucmml change rather than accelerate it, to the extent that capital could
be tied up in inefficient, low-productivity production.

Again, there are pros and cons about more flexible payment systems. The
challenge is to move towards systems that promote adjustment, productivity and
flexibility while maintaining rather than disrupting progress towards social equity.

2.7 Education and Training for Adjustment

Both the social adjustment and supply-side models favour increased education
and lmmmg to prommc flexibility and adjustment. But there is a difference of

The supply-siders stress that ling and training should be geared
to the needs of export-oriented industrics, and take an economic rate of retum
approach 10 investment in cducation and training. By contrast, the social
adjustment adherents see education as more of a social end in itself, as well as a
means of promoting development.

There is no space here for an extended discussion, but given the emphasis on
education and training, a few words of caution are in order. It is conventional to
argue that the economic rate of return to investment in schooling is higher than
in “physical capital”. This is comforting, However, the utilization of educated
or trained workers may be very sub-optimal, since access to many jobs may require
an excessive level of schooling, simply because schooling attainment is a conve-
nient low-cost “screening” device in recruitment. Far more atiention should be
given 1o the effective deployment of educated workers. The sub-employment of
educated and technically-proficient workers in large corporations, as well as in
the public sector, is a phenomenon found in many countries.

We should be wary 0o about the potential abuse of the system for short-term
efficiency purposes. It is no coincidence that the word schooling means both
taming and liberating. If used to produce docile, disciplined workers (as many
stress as a primary objective), then it may actually hinder the workforce’s mobility
and relcarning potential in future eras of adjustment. This is a reason for having
reservations about policies based on short-term economic rates of return.

Similar problems arise in assessing the extent o which governments should
invest in training, making it hard to accept that “some developing country Govern-
ments have tended to expand higher-level vocational training too fast.” The
difficulty has been in identifying appropriate criteria for reaching such conclusions.

A training policy can facilitate structural adjustment by raising productivity
of workers in existing jobs, by raising overall productivity of the labour force,
and by facilitating labour mobility as job structures change with technological
and productive restructuring. Also, the policy can be oriented either towards voca-
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tional (or craft) training or job training. The former puts cmphasns on dcvelopmg
all-round capabilities, whether through p or i
courses. The latter means workers being trained solcly for jobs l.hcy are required
to perform in the immediate future. That is cheaper and has involved schemes
that impart “modules of employable skill”; as such, it may make fewer demands
on traince and trainer alike, requiring less formal schooling and work commitment.
However, it probably also lcaves the worker less adaptable and less equipped o
shift jobs or work status in times of industrial restructuring. In effect, a low-cost
option with a higher short-term return may yicld a lower longer-term social retum,
Similarly, the training policy should not be divorced from job structures. If
those are highly stratified, such that there is a limited intcrnal labour market, the
required amount of more costly off-the -job training will rise. To reduce the need
for public investment in training schemes, policy makers could explore ways of
promoting m(cmal lnbour ad]uslmcnl through on-the-job learning, incentive

ete.
Too oflcn, a perceived shortage of skilled labour is presumed to mean that
the appropriate policy is more ing or training. It is concei that a more

appropriate and cost-effective approach would be a policy 1o alter job structures
rather than the attributes of people required to fill them. It is technologically
deterministic to focus exclusively on training.

Finally, there is the form of training. Many cconomists favour government
labour market training schemes as a way of easing labour force adjustments. Un-
doubtedly, such schemes have a role to play. But they do have drawbacks. If
Governmenls subsidize the training of the unemployed, firms may simply
substitute those trainces for others already trained or partially trained, implying a
“substitution effect”. Or the subsidy may resull in workers being trained who
would have been trained anyway, resulting in a “deadweight effect”. Or the
trainees may be hired to do jobs for which their training is not really required,
because the cost of the training is underpriced. Or, as a result of altering the
effective “price™ of technically-skilled workers, enterprises may alter job structures
to increase the relative demand for workers with those skills, thereby contributing
1o a persistent “shortage” of such workers. In sum, because labour market training
schemes are very rarely evaluated, they tend 1o be overvalued as a means of pro-
moting labour market adjustment.

An alternative policy to facilitate labour mobility and adjustment is “in-plant”
training. If, as is common, this involves the use of subsidies, the same problems
arise, perhaps in more acute form since employers receive the subsidy directly,
even though the public cost of this form of training may be lower because part
of it may be bomne by employers.®* Here too, the challenge is to minimize sub-
stitution and deadweight effects.

It is probably not uncommon for the “subsidy"” to exceed the cost of training.
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These notes of caution should not be construed as dismissive of a training
policy per se. They do suggest that, in encouraging firms to train more extensively,
other policies are worth more active i ion, such as anti-poachi

gulations — p ing other pri i ly-trained workers
without bearing the costs of training — and statutory obligations on firms to train
a stip p of their workfc perhaps distributed across the range
of skills normally required. Such proposals would have 1o be carcfully considered,
s0 as to minimize costs and to maximize cfficiency and dynamic flexibility. But
they may be critical for successful labour force adjustment.

3. Labour Flexibility in Malaysian Manufacturing
The preceding may seem 10 have been a protracted theoretical discussion of little
1 1o current pi in the Malaysian economy. It is hoped that is
not the case, though by i ional dards the Malaysian labour market has
been fairly dercgulated in that there has been no minimum wage, no effective
system of employment security, and so on. However, we turn now (o a few aspects
of the labour market that scem likely to emerge as more critical issues in the post-
NEP era. The discussion will skirt the paramount issuc of the NEP, if only because
it is implicit in every labour market policy question and because others are much
better equipped o deal with it As the following highlights a few points from
the 1988 MLFS, the focus is on manufacturing, which should not be taken to imply
that this is seen as the only important sector. Indeed, the transition 10 a high-
technology service-oriented economy will be a major challenge for Malaysia in
the 1990s.

31 Labour Absorption in Manufacturing: Recent Trends and Prospects
3.1  Overall Changes 1985-1990

The manufacturing sector has long been regarded as a primary source of employ-
ment expansion in the country, especially considering the long-term labour
displacement in agriculture and mining and the desired shift of the rural workforce
into modem, urban-based industries. However, in the 1980s economists became
less sanguine about the ability of manufacturing to provide large numbers of new
jobs. Despite the d surge of ing in recent months, a big
question is whether the employment elasticity has shrunk to the point where
reasonable output expansion could be achieved with little impact on employment.
The cause could be technological or the result of a shift towards more capital-
intensive industries and types of i or because ies are more
inclined to pursue a labour-shedding and labour-avoiding policy in the wake of
the recent recession.

p! in ing slowed sharply in the mid-1980s
when, as the MLFS shows, there were far more widespread labour surplus
conditions than were implied by the level of retrenchments, conditions which
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persisted after 1985. Yet, according to retrospective data from the survey,
between mid-1985 and mid-1988 a majority of manufacturing establishments in
the country expanded employment. Export-oriented industries such as textiles and
electronics, and to a lesser extent chemicals and wood products, recovered most
robustly. But in such large employment-generating sectors such as food, beverages
and tobacco, non-metallic mineral products, basic metals and fabricated metals,
and machinery and equipment only a minority of establishments expanded in the
three years covered by the data (Table 1). Foreign establishments were far more

likely to have d than their (Table 2).
Table 1
Change in Manufacturing Employment 1985-1988, by Industry
Fell (%) No Change Rose (%)
251+ 0125 0.1-10 1025 250+
Food, etc. 7.8 28.0 217 13.0 119 176
Textiles, etc. 105 210 8.8 97 155 344
Wood, ete. 87 226 126 137 126 299
Paper, elc, 67 219 85 91 121 358
Chemical 78 265 8.7 13.0 124 318
Non-metals 211 285 188 9.7 79 139
Basic metals 14.5 289 10.5 145 105 210
Fabricated metals 187 201 122 66 116 307
Electronics 172 190 34 86 138 379
Other Manufacturing 11.8 156 216 78 157 274
Table 2
Change in Employment, 1985-1988, by Ownership
Fell (%) No Change Rose (%)
251+ 10.1-25 0.1-10 0.1-10 101-25 25.1+
Foreign 9.1 149 11.7 64 139 10.7 333
Chinese 107 122 8.5 172 95 136 283
Others 146 156 157 10.0 12.1 103 216
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The MLES also revealed that only a minority of establishments expected to
expand employment in the next two years.® No doubt this partly reflected a lack
of employment planning at the firm level, which is surcly worth encouraging in
the interest of promoting an orderly, efficient labour market and of helping
planners formulate labour market policies. However, although the number of firms
that expected to expand employment was much greater than the number that
expected to cul it, the largest group by far consisted of those that expected no
change. A further substantial minority were uncertain. The net expected expansion

to the bullish i in mid-1988. Even so, only in the elec-
tronics industry did a majority expect to increase employment. If one excludes
those without employees at the time and counts those under receivership or closing
as expecting employment to fall, then over 7 per cent of all establishments were
ready to admit that they expected employment to decline, whereas about a third
expected it to grow. These figures have to be seen in the context of what was a
booming economy when a strong expansionary sentiment could have been
expected.

Table 3
Expected/Planned Employment Change in Next Two Years by Industry, 1988
(including closing cstablishments and
those under receivership as expected “falls™)

Expected Change
Rise Fall  No Change  Don't Know
Food, etc. 18.7 82 68.5 4.5
Textiles, elc. 413 7.0 419 3.7
Wood, etc. 30.5 6.9 577 49
Paper, etc. 399 8.3 494 24
Chemical, etc. 414 7.0 415 4.1
Non-metals 256 83 60.7 54
Basic metals 26.6 5.1 64.6 38
Fabricated metals 371 5.5 509 6.5
Electronics 517 13.8 345 —
Other manufacturing 43.1 78 451 39

Note: “Closing™ includes thosc already closed, those not having any workers at
the time of the survey and those planning to close or under receivership.

5See Appendix 11 for a brief methodological note on employment planning,
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Establishments in export-oriented industrics were most likely to be expecting
to expand their employment. Even so, one can only be struck by the widespread
caution, or pessimism, shown among firms manufacwring non-metallic mineral
products, wood products and basic metal products.

One potential tool for employment planning policy is identification of what
management perceive to be the main factors alfecting their employment change.
Normally, one would expect that the main factor would be the level of demand
for their final product. But that cannot be presumed in any specific period.
Accordingly, respondents were asked to identify the principal and second most
important factors influencing their employment, and were asked separately about
the past two years, the present (that is, mid-1988) and the expected factors in the
next two years.

Over the previous two years, from mid-1986 to mid-1988, the major factor
besides overall demand was business uncertainty, which was scarcely surprising
in the wake of the recession. This factor was particularly prominent in industries
dealing with basic metals, non-metallic mineral products and wood products. It
shows just how important the creation of an economic environment of stability
and steady growth is to employment creation.

The second most cited factor was new technology, notably in clectronics,
followed by plant capacity, implying that a fairly large number of cslabl:shmenls
could not expand emp without first ing their pi

Table 4
Main Factor Besides Demand affecting Employment, 1986-88, by Tndustry

Industry

Food Text. Wood Paper Chem. Non-  Basic- Fabr.. Electr.
Metal.  Metal.  Metal.

Factors

None 543 43.0 464 509 506 476 430 484 241
Work Reorg. 4.0 45 3.0 35 6.5 59 51 4.7 17
New Tech. 59 83 27 6.4 7.0 36 13 37 276
New Products 18 33 38 29 55 24 6.3 55 86
Short.Qual, Lab 13 29 19 29 07 0.6 25 12 =
Comp.Restruct. 12 12 1.1 12 24 0.6 — 22 69
Rising Wages 1.7 29 25 29 17 24 — 1.8 34
Export Quota 03 45 11 12 0.2 — — 0.6 17
Des.Stab. Lab, 31 33 38 41 5.1 3.0 5.1 35 34
Plant Capacity 59 58 96 58 6.1 48 51 55 52
Rising NWLC 07 08 03 06 02 12 13 0.4 5
Uncertainty 11 87 169 94 72 208 24.0 125 86
Labour Laws = - 03 = — 0.6 - = -

Others. 8.1 107 66 82 6.0 6.5 63 10.0 86
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This raises questions about the extent to which financial and other encouragement
is given to expansion of existing enterprises rather than new ones — a crucial
policy issue for the 1990s.

A key point about Table 4 is the rarity with which labour-related factors were
cited as having influenced employment, although some did report as their main
or second most important consideration the desire for a stable workforce, pre-
sumably because either cutting or expanding the workforce could affect morale,
productivity, training and supervision costs.

‘Wage costs were scarcely mentioned in any industry or size category of
establishment, and nor were non-wage labour costs. As for the much-discussed
labour shortage factor, a mere 1.5 per cent of all establishments mentioned a
shortage of qualified labour as having had an adverse effect. Finally, at a time
when some commentators were calling for reform of labour regulaticns Lo promote
industrial employment, it is instructive that on the ground, as it were, employers
did not see labour laws as having had any substantial effect. This is strong evidence
from a large survey and should be recalled in the event of further calls for
“deregulation™,

As for what firms expected o be the major influences on employment in the
next two years, much the same pattern emerged, with labour-related factors being
remarkable for their insignificance, even as a secondary factor. Abstracting from
the demand influence, Table 5 shows that new technology and business un-
certainty were expected to be the main factors, followed by plant capacity and

Table §
Main Factor besides Demand Expected to
Alffect Employment in Next Two Years, by Indusiry
(Per cent)

Food Text. Wood Paper Chem. Non- Basic  Fab.  Elect.

mei.  met. mel
Factors

None 423 351 205 409 369 393 354 400 276
Work Reorg. 20 16 60 82 46 54 25 39 17
New Tech. 16 87 66 11 106 83 76 65 190
New Products 67 41 60 53 16 18 76 B8 241
Shom.Quallab, 07 29 16 17 07 — 25 08 —
Comp.Restruct. 17 21 19 12 12 30 13 22 34
Rising Wages 12 25 25 17 17 06 13 22 17
Export Quota 02 66 44 06 14 — — 23 17
Des.Stab.Lab. 23 25 38 12 22 36 38 27 —
Plant Capacity 76 18 90 76 N3 11 63 71 52
Rising NWLC 02 08 — — 10 06 — 02 —

Uncertainty 163 149 188 105 1Ll 226 290 1.1 69
Labour Laws — 04 - - 12 = =

Other 6.5 95 82 94 55 48 25 51 8.6
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new products. Neither labour costs nor labour shortage nor labour laws were
perceived as very significant at all. In sum, as employers saw i, it is market
stability and technology that most influence plans and changes in employment.
3.1.2 Industrial Relocation and I Mobility:

A New Geographical Divide?
Labour mobility and enterprise mobility may have a growing impact on restruc-
wring in the 1990s. For years Penang and the Klang Valley have been the
industrial hubs of the Malaysian economy, drawing capital and labour from the
rest of the country and from abroad. In the late 1980s that began to change fairly
dramatically, although it has probably been insufficiently absorbed into policy
debates. -

There has been a drift of ing i and employ
“southwards”, which other secondary evidence suggests has been a more general
trend. Thus, as Table 6 shows, manufacturing establishments were far more likely
to have expanded employment in southern States than elsewhere, except in
Penang. Thus in Johore and Malacca nearly a third of all establishments had
expanded their employment by more than 25 per cent between 1985 and 1988,
and a further one in four had expanded by up to 25 per cent. By contrast, only a

minority of i had ded at all in Tl Kelantan, Perak,
Table 6
Change in Employment 1985-1988, by State
Fell NoChange ~  Rose
250+ 0.1-25 0.1-25 251+
State
Johore 10.5 222 110 234 328
Kedah 8.1 216 153 279 27.0
Kelantan 150 15.0 283 233 183
Malacca 118 153 16.5 259 30.6
N.Sembilan 57 253 17.2 276 4.1
Pahang 6.7 317 115 29.8 20.2
Penang 88 242 154 205 311
Perak 9.7 264 17.0 24.1 22.7
Selangor 14.0 282 8.0 22.8 27.0
Trengganu 145 345 200 182 127

Kuala Lumpur 154 211 152 214 26.9
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Selangor and Kuala Lumpur, and hardly any in Perlis. Other States had modest
expansion in net terms, though one should note the stronger growth in Kedah, as
well as Penang, as moderating the “southern” trend, There are various reasons
for a southern drift, among which of course is the proximity of Singapore, with
its tight labour market, rising labour costs and the desire of Singapore-based
companies to set up factories close to where there is a morc ample and lower-
cost labour supply (Salem 1988).

Ttis expected that Johore and Malacca will become the next industrial growth
centres in the Malaysian cconomy, and these data lend support to that belief.
Already Johore Bahru is closely linked to Singapore and the Staie Government
has made “economic twinning” with Singapore one of the four components of
its Development Strategy. But the drift southwards seems sct 10 continue.
Establishments in Malacca, Johore and Negri Sembilan were the most inclined
1o expect emp ion. C 1y, the limited growth in the least-
industrialized States should bea worry for those concerned with formulating post-
NEP policies.

Table 7
Expected/Planned Employment Change in Next Two Years, by State
Expected Change
Rise Fall No Change  Don't Know

State
Johore 4.5 5.5 454 4.6
Kedah 427 6.8 47.0 34
Kelantan 213 33 73.8 1.6
Malacca 47.7 12 50.0 12
N.Sembilan 4.2 46 453 58
Pahang 26.5 29 68.6 20
Penang 40.2 26 536 37
Perak 277 37 634 52
Perlis (40.0) = (40.0) (20.0)
Selangor 320 74 550 53
Trengganu 127 18 782 13
Kuala Lumpur 239 54 643 6.4

Note: Figures in parenthescs indicate that there were 100 few observations to
Jjustify confidence in the data.




INTERNATIONAL AND DOMESTIC PERSPECTIVES 223

3.1.3 The Intensification of Establishment Dualism?

Another crucial feature of recent changes in employment is that while there was
an overall stability in the size distribution of establishments, with a large majority
remaining approximately the same size in 1988 as in 1985, only a very small pro-
portion of establishments with less than five employees expanded. Employment
growth was concentrated in establishments that were already large in 1985. As
Table 8 shows, a majority of very large firms with over 500 workers in 1985 had
grown over the following three years, whereas only a minority of those with 1-4,
5-20 and 21-50 workers had grown. It appears that small firms were not a good
source of new jobs in the late 1980s, which should be borne in mind in formulating
policies for the post-NEP era. Moreover, on balance only large firms with more
than 250 workers expected to expand in the next two years; most other size groups
tended to expect no change, although on average the smallest firms actually
expected to shrink still further (Table 9). That surely is a signal of immense
significance. It scarcely suggests that small is very beautiful, and probably partly
reflects a realistic expectation among small-scale concerns that they may go out
of business.

As many believe that small-scale enterprises have a great potential for
generating employment, this point should be stressed. As rescarch has shown
elsewhere, the vast majority of small concerns begin and stay small and do not
operate on the basis of expected expansion into corporate giants, They seck a niche
of sccurity. What this means is that those who push for deregulation and hefty
subsidies, etc., for small-scale “informal” firms, on the grounds that they could

Table 8
Percentage Change in Employment 1985-1988 by
Size of Establishment in 1985

Employment Size in 1985

Change in
Employment 14 520 21-50 51-100 101-250 251-500 501+

Fell:  Over 25% 36 10.0 12.1 10.5 126 156 17.0

10.1 - 25 — 126 13.5 105 16.2 208 189
01 -10 — 4.0 10.2 133 16.8 78 75
No Change 571 30.1 14.1 68 5.6 — 1.9
Rose: 0.1 - 10 — 38 10.1 164 133 7.8 189
10.1 - 25 3.6 11.0 102 14.11 38 169 7.5

25.1 - 50 10.7 9.8 127 13.1 10.1 13.0 15.1
Over 50 250 18.6 16.9 15.4 11.6 18.2 13.2
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Table 9
Expected/Planned Employment Change in
Next Two Years by Establishment Size
(including closing concerns etc. as “falls”)

Expected Change
Rise Fall No Change Don't Know

Employment
1-4 29 17.1 714 86
5-20 20.0 5.5 68.0 6.5
21 - 50 302 62 59.5 4.0
51 - 100 343 78 532 4.7
101 - 250 38.6 7.1 50.1 37
251 - 500 50.8 86 35.8 48
501 - 1000 54.6 10.5 33.7 12
1001+ 56.2 109 29.7 31

increase labour absorption, are effectively proposing an increase in the aumber
of such concems, not in their average size. The implications of that are not usually
well articulated; one is inclined to belicve that there is a distinct chance (to put it
no stronger than that) that lms stralcgy would merely romc down average incomes
and the “survival p ility” of any 11-scal at least of those
not tightly linked ID one or more larger-scale companies. That in turn would inhibit
risk-1aking investment, in-plant training, and so on.

Some economists have claimed that small firms in Malaysia are relatively
efficient because they are “subject to a higher degree of competition as a result
of unrestricted entry into the industry. The only reason why they have not been
able to hold their own is that the fiscal incentives are heavily biased against them™
(IBRD, 1990). There would be widespread agreement that fiscal policy has
favoured large, export-oriented companics, but there is little reason to suppose
that an even more competitive environment, in which mere survival for small ﬁrms
would have to be a very high pnomy bjective, would be ive Lo p

. In sum, growth is likely to come from
large firms rather more than from exlsung small-scale establishments.

The feeling that undue emphasis has been laid on the creation of new establish-
ments is given added weight by the fact that most very small-scale firms could
give no identifiable factor for not changing employment, further supporting the
view that most small establishments do not actively contemplate expansion or,
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therefore, the constraints 1o it. They react, not plan — and they ought to be helped
to do the latter. Scarcely any factor other than demand and business uncenamly
were cited as influencing emp changes in I1-scal

whereas technological change and new products were the main factors in large
firms. This pattern also applicd to their future expectations. In an economic
climate of more intense competition, such patierns suggest that small firms would
be less inclined to expand employment than i in more stable pcnods and be less
able to take tage of empl logical change.

In the late 1980s export-oricnted firms expanded their employment, whereas
import-substituting firms did not. As small firms scarcely export, whereas over
half of all manufacturing establishments with over 500 workers export over three-
quarters of all their output, this has been a major cause of the strengthening of
large and the i of dl-scale units. Indeed, the close
relationship between size, export ori and employ pansion is an
increasingly strong feature of the Malaysian economy.

There is little evidence that small-scale manufacturing firms could be the major
source of labour absorption in the next few years. They are also relatively unlikely
to be generators of new technology. Almost certainly, workers and others
connected with such firms will also be subject to more income insecurity, as well
as lower incomes. Such uncomfortable reaiities will need to be taken into account.

3.14 Sales and Employment Changes

Ignoring the (probably i recent surge in acturing output, there
is reason to be cautious about labour absorption. Nearly two-thirds of all firms
increased the value of their sales in 1986-88. Yet only a little over half of those
reported that they had increased employment as a result; for most of the remainder,
it had made no difference (Table 10).

Table 10
Change in Value of Sales in Past Two Years and the
Perceived Impact on Employment, 1988

Value of Sales

Risen Fallen

Employment Effect

Increased 522 29
Decreased 3.7 410
No Change 436 546

Don't Know 04 L5
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Table 11
i of i whose I d Sales had
i ploy ", by i Size
Employment Size Per cent

1-20 253

21 - 50 42.1

51 - 100 545

101 - 250 54.6

251 - 500 73.5

501+ 787
Table 12

Percentage of Establishments whose Reduced Sales had
“Decreased Employment”, by Establishment Size

Employment Size Per cent
1.-20 41.0

21 - 50 358
51 - 100 413
101 - 250 53.1
251 - 500 296
501+ 364

This corresponds to the view that employers were reluctant to hire labour in
the late 1980s, even when business was picking up, because of the lasting effect
of the crisis of the mid-1980s. This leads one to ask whether manufacturing can
be expected to be a major source of new jobs in the next few years. Will increased
demand for the product be met by only limited labour absorpuon as firms either
limit their oulpul to “‘plant capacity”, Juce labou ical change
or rn to “outsourcing™? These may become major quesuons for the post-NEP
era and for industrial policy. And, although one should treat such qualitative data
with due caution, Table 11 suggests that it was the larger firms that were relatively
likely to expand employment in response to sales increases. So, a disturbing point
for those who believe small-scale firms are the potential source of labour

ion is that the likelil of i sales leading to increased employ-
ment was positively related to the size of the establishment. The measure is crude,
in that the scale of the rise in sales would have varied considerably. Nevertheless
the sample was large and the relationship quite strong. Moreover, of those whose
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sales had fallen the larger the firm the less likely it was to have cut employment
as aresull.

3.2.4 The Growth of External Labour Flexibility

Indusmal cnlcrpnscs across the world have been responding to economic

ility and i ition by making the level and structure of
employment more flexible. In that regard Malaysian enterprises have been no
exception.

In recent years, as noted in Section I, there has been a fierce debate aver the
links between employment security and the level and gmwlh of employment.
Many ists argue that empl, and non-wage
labour costs hinder employment growth. An altemative hypothesis that guided
this study is that faced with uncertainty and the need for labour flexibility,
enterprises in Malaysia and elsewhere respond hy l.rymg 1o by-pass (not evade)
such regulations as well as social security and other insti

“rigidities” such as collective agreements. Firms find ways of containing wage
and non-wage labour costs, while regulations and “rigidities” act not so much
on the Ievel as on the nature of employment.

What seems to have happened is this. Nearly one in five manufacturing
establishments suffered from surplus labour in the mid-1980s, and 1o increase their
employment flexibility many reduced the fixed core of their workforces. Many
retrenched only to rehire the same workers, often on lower wage rates and usually
with less employment security. Very small-scale firms tended to replace wage
workers with family, unpaid workers, or relied on them more exclusively. More
importantly, very many firms resorted more to temporary or casual labour. In
every manufacturing industry the number of firms resorting more o such workers
relative to regular full-time workers increased, while firms that expanded total
employment were the most likely to have expanded the proportion that were in
temporary or casual work,

In principle, there is no such category as temporary worker in Malaysian labour
law. Its prevalence reflects labour market reality and difficulty of enforcing the
Labour Laws in circumstances where the major reason cited by respondents for
hiring temporary and casual labour was either fluctuating demand or market
uncertainty, followed by the abnlny to pay lower wages. The authoritics would

by it ion, and if it is accepted that casual workers
need ion by enf of the Labour Laws, then it is
lmponanl 0 know where in the country and in what types of establishment casual
forms of have been ing, This is particularly i given

the limited number of labour law officers employed by the Ministry of Human
Resources — some 200 in the whole country.

All this begs a number of questions. In what respects is lemporary, casual
employment precarious for the workers concerned, putting them in need of
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g and inistrative p ion? A lack of emp securily is one
‘major characteristic, but there one finds wide variation. Some temporary workers
have the most precarious contractual relationship, that is, a casual work status
involving an oral understanding that can be modified from day to day or week to
week. Others have a written contract for some short-term period, such as three
months or a month. In mid-1988 temporary workers in small-scale establishments
tended to be in the most precarious, casual relationships (Tables 13 and 14), giving
furiher cause for reflection about labour in small firms.

One feels that the Ministry of Human Resources should be enabled to ensure

Table 13
Main Form of Temporary Work Arrangement by
Employment Size of Establishment, 1988

Employment Size, 1988
14 520 21-50 51-100 101-250 251-500 501+

Short-term, specific
— written contract — 105 235 402 664 810 721
— oral contract (667) 526 551 295 203 103 13l

Continuing, casual (1.1) 337 194 232 126 86 115
Other (222) 32 2.0 36 0.7 - 33
Table 14

Whether or Not Temporary Workers Given New Contracts, by
Employment Size, 1988

New, Temporary Regular No New
Contract Conitract Contract

Employment Size
1-4 2222) — (77.8)
5-2 309 96 596
21 - 50 38.1 134 48.5
51 - 100 477 178 34.6
101 - 250 479 18.7 333
251 - 500 46.6 259 276
501 - 1000 321 286 393

1001+ 27.3 394 333
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that tlemporary workers be given the minimal protection of written contracts of
employment. Labour Inspectors could perhaps concentrate more on small-scale
establishments, because it is there that temporary workers are most vulnerable to
the absence of a protective contract. That conclusion follows unless, perhaps,
those who favour labour market ion could show realistically that such
protection would harm the employment prospects of the workers involved. That
seems unlikely.

Casual workers also have little prospect of moving from temporary to regular
or quasi-permanent status, parti ly in smaller i They are in
effect used as a buffer or labour reserve, bearing the risks of cyclical fluctuations
in demiand. Is temporary employment a major form of labour stratification emer-
ging in Malaysian industry, just as it is elsewhere? It was scarcely surprising
that those employed as temporary worker were not compensated by higher wage
rates, the reverse being the case, again most of all in small-scale firms. And they
had much less access to fringe benefits than regular workers. In short, the lot of
a lemporary worker is not an enviable one. Moreover, not only had casualization
grown but overall firms expected (o increase the share in total employment of
temporary workers,

Contracting out employment has also been spreading, notably in larger
companies and in Japanese companies most of all. But the trend has been fairly

i Again, this is ic of a downloading of risk,
However, in terms of employ ibility the di has
been a growth, or regrowth, of contract labour. In Malaysia this was a traditional
feature of the wood products industry, but it grew between 1985 and 1988 in
practically all industries. Firms also expected it 1o continue (o grow relative to
regular employment, particularly in the wood products, textiles and non-metallic
mineral products industries.

In some respects contract workers are in a less precarious position than casual
or temporary workers, and were less likely to be among the low paid. Often they
have skills in demand. What they lack is employment security, and also one
suspects that a long-term cost of reliance on contract labour is that such workers
have skills that do not evolve with technological change, if only because there
may be a lack of pressure to innovate when production work is fragmented into
contract labour. This need not be the case, but is an hypothesis that dcscrves (]
be pursued, especially given the spread of ial models of
Short-term expediency may have long-term costs in terms of lost dynamic
efficiency, involving an atrophy of manual skills at a time when the need for
higher-level skills is growing.

In sum, although there has been only a modest spread of part-time working,
there has been a fairly substantial shift from regular, full-time wage and salaried
employment to various forms of non-regular work, particularly at the lower end
of the labour market. This trend was widely expected o persist into the early
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1990, at least. It may have becn started as a short-run response 1o the recession
of the mid-1980s. That it was expected to continue suggests that it is a longer-
term trend that will need to be addressed by policy makers in the post-NEP era.
What sort of protection do such non-regular workers receive? For temporary and
casual labour, the primary need is for income protection and contractual
security, or at least knowledge of where they stand. For contract labour, the
primary need is access 10 training and some mechanisms for reducing income
fluctuations.

There is another type of employment flexibility that also needs to be monitored
in the next few years. Many workers are put on probationary status for some
months, during which they have no employment security and can be laid off at
any time. Employers have good reasons for using this device. But there has been
a tendency for the probation period to grow and for more workers 10 be in that
insecure status. The most likely reasons are that such workers can be casily laid
off and be paid lower wages and benefits. If probationary employment were
abused it could erode the already vulnerable position of those who only have a
foothold on the labour market ladder. Tighter regulation of the probationary
worker status seems desirable, so that it corresponds more closely to reasonable
criteria, such as the time required to lear the skills required for the job.

As for the role of labour regulations on these trends, it is worth reiterating
that they did not appear to have a negative effect on the level of cmploymcm
When asked whether the provisions of the Empl Act on i of
employment had affected lheu' employment policy in any way, ncarly 94 per cent
of manufacturing firms said that it had not had any effect; only a litle over 2
per cent said that it had affected the level of employment, and 1.6 per cent said
that it had encouraged them to resort more to contract labour rather than direct
labour. One must be wary about drawing oo much from such figures, because
the Act may have conditioned behaviour and was only one of various factors
having an infl the do not indicate pressure or the
need for reform on employment grounds. With the growing employment
flexibility, there does not seem 1o be any need. It is not labour regulations that
dictate employment levels but markel ml'lncnccs such as cyclical fluctuations
in demand, of 1 1 options and the need for a
flexible labour force. There is no evidence that labour regulations have affected
those issues, so that one can conclude that there is no prima facie case for
weakemng existing regulations. Converscly, one might also be inclined to

that ing them or their i ion would have litde effect
on employment per se but may have a beneficial effect in encouraging good
employment practices. In general, in the 1990s for both welfare and dynamic
efficiency reasons, policy makers may be concemed to see that labour flexibility
is achieved in a context of growing labour market and employment security, not
the reverse.
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3.3.5 Internal Labour Flexibility

We have been looking also at how firms have been adjusting “internal labour
market” practices, including many aspects of recruitment, training, retraining,
mobility and retrenchment that may preoccupy policy makers in the next few
years. Here there is only time to highlight onc or two trends, which are elaborated
elsewhere.

Preliminary analysis indicates that both labour turnover and internal labour
mobility are low in manufacturing. The latter may be related to the growth of
something like skill polarization of employment, corresponding to what has been
happening in some industrialized economies. This has implications for labour
market and training policy. Technological and other changes have been increasing
the demand for technicians and diminishing that for skilled manual workers. And
large-scale establishments, which have been growing relative to smaller firms,
have higher ratios of technical and semi-skilled workers (o other categories than
were found in small-scale firms. These combined shifts imply a reduced scope
for internal labour markets, whercby workers who enter on lower rungs could
expect to climb occupationally, through on-the-job experience or training. If so,
off-the-job training and qualifications will become more important for labour
mobility and for overall labour efficiency. That will probably mean that Govern-
ment will have Lo assume a greater role in the provision or organization of techni-
cal training. And if there is a further growth in demand for technicians, the fact
that only larger and more profitable companies could afford 1o pay l'or Lrammg
courses will surely mean that the G will have to gthen “anti-
poaching” measures. Otherwise many firms will find that the prospective return
10 training such workers will be insufficient to justify the cost. Already small firms
do litle training and have faced difficultics in retaining those they have trained.

Section IT discussed the four modes of labour adjustment. The data show that
the least developed in Malaysia is the third and fourth, which happen to be the
least painful for the . On-the-job ining, both 1o replace obsol
skills and o augment those workers have absorbed, must play a greater role in
the post-NEP era. And the Ministry of Human Resources will surely have to
develop a more complex and multi-layered employment exchange service, (O
reduce frictional unemployment and help make the labour reallocation process
more efficient.

3.4 The Feminization of Labour

In many parts of the world, the growth of external and internal labour flexibility
has led to a rapid growth in female employment (see, for example, Standing 1989).
Of course, that was a feature of the second and third phascs of Malaysia's
industrialization, involving an influx of young girls to carry out semi-skilled jobs
in the main export industries. Some fears have been expressed about a reversal
of that trend, through automation and declines in “direct labour”. Yet in the late
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1980s female employment grew across the board. A large number of establish-
ments in the 1988 MLFS had increased their female employment shares and
reported that they expected 1o increase it further in the next two years. Morcover,
the nature of the demand has been changing, since proportionately fewer women
workers seem 10 be hired on the expectation that they would work for two or
three years and then withdraw in their carly twenties to have familics. The
Malaysian cconomy in the 1990s will have passed the stage when it could rely
on low-paid, young female labour. Women have been gaining shares of skilled,
technical and administrative employment.

The authoritics may have to consider refining family policy to correspond to
such changes in the labour market. More women should be enabled, if they
choose, o remain in the labour force to pursue an uninterrupted “carcer”, which
means that Government and employers may have to give more atiention to the
provision of child-care facilitics. Labour policy may have 10 shift from the point
of labour market entry, since it is apparent that women have been gaining access
10 a broad range of jobs, towards measures to facilitate subsequent labour mobility.
Other studies have found that women wcrkcrs unlike men, have had no discernible
income return o labour market exp In future, the di of
discrimination against women in the internal labour market of enterprises will be
more important than at the enterprise entry point. This will have a triple purpose.
1t could reduce sex-related inequality in the labour market. It could reduce inter-
household inequality — since almost certainly it is women from lower-income
households who most suffer from discriminatory barriers, and it is they who
provide a substantial share of their family income. And it could reduce ethnic
inequality — since Malay women in particular will need to be assisted in obtaining
upward occupational and income mobility. This issue will be made all the more
critical if privatization and cutbacks of the public sector continue, since the public
sector has been a major source of upward labour mobility for Malay women under
the NEP.

3.5 Wage Flexibility nnd Inequality

Income inequality has ished in Malaysia according to official statistics. I
s0, whatever the causes, then the emergence of more flexible labour markets
suggests that several specific forms of wage incquality may grow. Probably a
growing proportion of the labour force in manufacturing are not having access o
fringe benefits because of their work status; these nowadays have considerable
financial value for many workers, and their exclusion from measures of earnings

results in an of eamings i ily, because it tends to be the
lower-paid who do not have the access © such bcncﬁls There is also an mtcr—
national trend whereby and “white-collar™ workers are i

larger shares of their incomes in the form of bonuses. shares and perks that lowcr—
paid bluc-collar workers do without. There is some evidence that this divergence
has been growing in Malaysia (00.
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As for pay Mexibility, efforts to promote “profit sharing pay” systems are in
their early days in Malaysia, although of course traditional forms have charac-
terized many small, famn]y business. We found that only about 3 per cent of

f ing blish were ing a profit-related pay system, but
various observers believe that this practice will spread as a means of imparting,
wage [lexibility. If so, it can be predicted that it will contribute to income in-
equality, between those in large, profitable, export-oriented enterprises and those
outside them, and between privileged insiders in such enterprises and others.
Finally, if there is a skill polarization of sorts in progress, thal in itself could widen
camings inequality, enabling a small core of technicians and upper-level manage-
ment Lo strengthen their position at the expense of middle-level supervision labour
(which, quite clearly, has been shrinking) and skilled manual workers. This will
pose policy makers with various dilemmas connected with tax policy and
redistribution, in particular. It will also pose a challenge for trade unions, since
bargaining only for “insiders” may become increasingly difficult, especially if
employers can cffectively play off one group against another, if only by the threat
of turning to more flexible worker categories. This is going o be a major dilemma
for trade unions everywhere, and nowhere more so than in Malaysia where unions
are facing a painful phase of adjustment.

4. Some Concluding Pum The Danger of

Beggar my-Nei petiti ol
The y has ded from the traumas of the mid-1980s,
and industry surely faces the post-NEP era with justifiable confidence. The
NEP has been a success by many yardsticks. But what we have called the fourth
phase of the country’s industrialization strategy raises new challenges for policy
makers.

One issuc that must be reconsidered is the headlong pursuit of “competitive-
ness” based on measures and pressures 1o lower labour costs, symbolized by
amendments to the labour laws, hostility towards industrial trade unions, and so
on. It is understandable that cost cutting should be a response 10 a rec
already labour costs are only a small proportion of total production costs, while
such a strategy is i unstable and i itable, The call to pare labour
costs usually means lowering the wages and benefits of low-wage production
workers relative 10 those earning their income from profits or those in salaried
employmcm whose incomes are tied 10 levels prevailing in other typically higher-
income countries. That aside, the concern to cut labour costs in this way to match
those of other economies 1s likely to be more than mchhcd clscwherc whether it
be in Thailand or or some other es shortly alterwards.
“Beggar-my-neighbour” wage culting is simply not a realistic or desirable option.
The emergence of a more flexible labour market may make wage and other Tabour
cost cutting more feasible in the short run, but as labour costs are probably only
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about 15 per cent of total production costs, there is not much to be gained by
that route anyway.

ll is lhe alternative stralegy that deserves to be pursued more vigorously and

i y, that of providing a regulatory coupling worker
secnmy with labour l‘le)ublhly in which the overall utilization, development and
replenishment of skills can be ensured. A basic issue for Malaysia in the post-
NEP era will be the awkward transition from an economy geared to exports based
on low-cost, semi-skilled labour to one based on dynamic efficiency and technical
skills. This in a sense is what lics behind many of the current traumas in the
South Korean labour market. And this is what is meant by a Human Resource
Development Strategy. As part of that strategy one could envisage a set of policies
to promote the model of human-resource-oriented enterprises (HRE), firms that
pursue active labour policics o upgrade their workforces through work design,
training, retraining and negotiated flexibility.

Seeing the future labour policy framework in this way may not seem very
novel. But being quite clear about it does alter one’s sense of priorities and
concerns. It implies a more systematic recognition that workers are more than
factors of production. It will mean that very long workweeks of 60 hours or
suchlike wnll be regardcd as alien o dynamic efficiency, to be curtailed or dis-

d as i p with the of real technical skills. It will mean
glvmg contractual security in which workers are encouraged to feel the dignity
of work, which should not be seen as the right of a minority but which will be
essential for effective labour utilization in an era when “flexible specialization™
of various kmd.s will be a key to Iong»lcrm dcvclopmenl success. It will mean
creating a fi k in which g ing the interests
of workers will be integrated into the production pmcess where employers and
government can recognize that this could be a vital source of pressure on industrial
enterprises to achieve dynamic efficiency in the work process.

Such conclusions may seem to relate to some distant future. However,
Malaysia’s successful development owes a great deal 1o a commespondence between
its industrial strategy and the character of its labour supply. The post-NEP era
will see an evolution of that industrial strategy, to higher-technology, higher value-
added production and more complex production and work processes. To be truly
successful, the labour supply and the labour policies that shape it will have to
evolve accordingly.
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Appendix 1

The 1988 i ing Labour Flexibility Survey

This paper is based on a national 1 survey of
conducted in mid-1988, the methodological details of which are given elsewhere.
It is nevertheless appropriate to include a few methodological comments. Before
doing so, it is nice to acknowledge the kindness and encouragement given by
officials in the Human Resources Scction of the EPU, in the Department of
Statistics (DOS) — whose team of enumerators and supervisory staff entered the
exercise with a professionalism and enthusiasm that should be more widely
appreciated — and friends in the Ministry of Human Resources. None of them
should be blamed for errors, but they know my gratitude. It was some of them
who persuaded me to do this work and to return (o Malaysia five years after having
conducted two large surveys in the early 1980s, in the Federal Territory and PJ
and in Kelantan. Therefore, I would like to take the opportunity to thank those
who have helped and encouraged me during this survey, and to say that I will do
50 more formally when the full manuscriptis finalized.

Briefly, it was decided at the end of 1987 to launch an establishment-level
survey of labour market mechanisms. Initially we intended to select a few
industries in three major urban-industrial areas, but it was then decided to make
it a national, representative survey of the manufacturing sector as a whole, with
a few minor omissions that had previously caused difficulty for the Department
of Statistics’ sampling frame. Clearly a national survey was preferable, although
of course the increased scale and scope created a great deal of additional work. It
was only feasible because we were able to mobilize a national team of experienced

drawn from the D of Statistics” staff. Ideally, it would have
been better still to have included the construction and service sectors, but this
was ruled out on practical grounds.

In the early months of 1988 the questionnaire design was finalized through a
necessarily protracted process, which included numerous mectings, a seminar in
the Bureau of Statistics in the ILO and a “pre-pilot”, in which we visited about
50 companies in Kuala Lumpur and Selangor, in each case using the draft
questionnaires to structure interviews with senior personnel officers or senior
management or the owner of the business. In March-April 1988 we organized
two pilot surveys in and around the Free Trade Zone in Penang and Butterworth.
In July there was a two-stage training process, the first week of which was devoted
to the training of the supervisors and heads of local DOS offices, the second to
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training at the local level in all States of Peninsular Malaysia. The fieldwork
was launchied in the sccond half of July and lasted until the end of August. Data
were checked at the local level and then validated in KL over the next few months.
The real analysis of the data was started in carly 1989 and is now close 0
completion,

The contents of the survey could be described in various ways, none of which
would be idcal, But very approximately, the principal topics covered were as
follows:

Employment structure 1985-1988

Expected employment changes 1988-1990

Wages, earnings, benefits, ctc

External labour flexibility — work statuses, etc
Recruitment practices

Training and retraining

Internal labour flexibility — mobility, job structures, etc
Labour rnover

‘Working practices
T ical change i

Labour regulations

Labour surplus, retrenchment, ete
Labour shortages and responses

Not all of those topics were covered in the game detail — or with the same
degree of adequacy or success — but a iderable amount of i ion was
gathered. The data were collecied by means of a two-part questionnaire and a

two-stage process. First, ied by a letter of introduction explaining the
broad objectives of the survey. Section One of the questionnaire was delivered
to the of the i with i jons that it should be

completed and signed by a senior representative of management dealing with
employment and personnel matters. Section One covered basic statistical data
on employment, vacancies, working practices, camings, payment system, working
time, capital, sales, ownership, exports, etc. Then, a week or so later the enume-
rator visited the establishment for a pre-arranged interview with the owner,
manager or personnel officer. The interview itself was preceded by a check that
Scction One had been d and correctly und d. The then
proceeded with an oral interview based on Section Two of the questionnaire, which
contained a mix of factal and autitudinal questions, most of which had sets of
precoded responses.

One should stress these basic methodological issues, however dull they may
be o0 the economist reader, because too many surveys are reported with unstated
methodology. They can often be very slap-happy, undeserving of the seriousness
with which the results and analysis are subsequently treated. Postal questionnaire
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surveys of the sort of issues covered by the MLFS are worth practically nothing
unless one can guarantce a very high and representative response rate and that
the respondent is senior enough and in an appropriate position to give valid, honest
answers (0 questions that he or she has understood. T am not for a moment claiming
that we overcame all such problems in this survey, far from it. But the pre-pilots,
the pilots, the detailed training, the type of and the validati

gave us a chance of ini data. It had been expected
that we would atain a response rate of 50 per cent or less, given the sensitive
nature of the issues, the type of respondents, the length of the questionnaires and
the wide geographical coverage. It was a tribute 1o the team that we achicved a
response rate of over 80 per cent; in only one State did we fail 1o secure a
reasonable response rate, where fortunately there are very few manufacturing
establishments, By any standards, with such a large sample and survey, the
response rate was satisfactory.

In sum, the MLFS was both itious and fairly p ive albeit only
intended 1o be impressionistic on certain issues. It secms 1o have provided data
of good quality for such a large establishment-level survey. When the analysis is
completed, we hope that the information generated will provide a sound basis
for policy debates and a sound basis for follow-up work that will further the
analysis of the Malaysian labour market, and be a useful guide for policy
formulation in the post-NEP era,
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Appendix 2
E: ions of Emp Changes: A ical Note
Many methods have been devised for i pl but ively few
attempts have been made to ascertain company employment plans at the micro-
level. As in all such iscs, three di ics arise. First, circum-

stances inevitably cause plans to be changed; second, many firms operate on very
short-term planning horizons, essentially reacting to market and personal events;
and third, the limited reliability of necessarily subjective employment planning
data will depend on the ref period set in the questi to manage-
ment

Given those caveats, establishments were asked whether they expecied or
planned to increase or decrease employment or maintain the existing level during
the next two years. Clearly, this is a short time horizon, but it was felt that
extending it to, say, five years would have resulted in excessively unrealistic and
“soft” information, In any case, probably reflecting the lack of employment
planning at the firm level as much as anything else, about half the sample reported
that they expected or planned no change in their level of cmployment in the next
two years.”

7As & methodological and policy-relevant aside, while asking employcrs about their plans and
expectations on employment is a uscful means of helping planners and macro-economic policy,
ane should not ask such questions through a postal questionnaire in which answers are oblained
from junior employees. 1t is also recommended that in future separate questions should refer
to plans and to expeciations, with a specific question asking whether or not the company has
formal plans for expanding or cutting employment. A poteatially important aspect of such a
process would be the encouragement given to firms 1o plan employment, which could only help
10 develop an orderly, efficient and more equitable Iabour market, which would be in everybody's
interest.



Commentary

Lee Kiong Hock

Although there has been a noticeable shift in policy from redistribution towards
boosting economic growth, the latter is not being pursued to the complete
exclusion of the former. Guy Standing’s paper is therefore most timely for it
points o a need to strike a balance between labour flexibility on the one hand,
and social equity on the other.

The paper goes into a somewhat lengthy, though informative and readable,
discussion of the debate between the two principal schools of thought: the supply-
side model of adj iated with the for labour I , and
the social adjustment model associated with the arguments for social equity. The
real meat of the paper comes after a lengthy discussion on some empirical findings
drawn from a mid-1988 survey of some 2,600 Malaysian manufacturing
establishments.

One of the most important findings, which Standing argues should be recalled
in the event of any call for deregulation in the labour market, is that labour issues
are seldom cited as having i ploy within the i The
factors which tum out to be important are demand, business uncertainty, new
technology and plant capacity.

Al this point, it should be remembered that the survey was conducted in the
middle of 1988 — not very long after the nation's worst economic recession in
more than a generation. 1985 was in fact the worst year. It was also a period
when retrenchments reached a peak. The turn-around in the economy began no
more than a year and a half before the survey was conducted. Even then, the

d was in, at least until the latter part of 1988.

It is therefore not surprising to find that, aside from demand factors, business
uncertainty was cited as the next most important factor influencing cmployment
levels within the establishments. In a period of business uncertainty it would not
be oo surprising to find that labour factors do not feature prominently among
the factors affecting employment. In a different setting labour issues could tum
oul to be very important; for instance during a recession as establishments seek
to reduce costs in order to remain in business, Further, the fact that labour issues
do not feature prominently now does not imply that the situation will remain
unchanged if an attempt is made to introduce further labour regulations.

The principal challenge posed by Standing is the need o strike a balance
between the need for labour flexibility and the need for social equity. No one
would possibly deny that this challenge should be met. Unfortunately, Standing
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does not discuss how this balance can be achieved, or what form it should take.
1t would have been of greater practical relevance to policy makers if Standing
could have suggested some indicators which could be used to show when tolerable
levels of ion or labour flexibility have been ded. To go a step
further, in terms of practical relevance, Standing could have also suggested the
type of institutional mechanism that is necessary o achieve this balance between
labour flexibility and social equity.

When it comes to employment creation, Standing seems 10 favour large-scale
establishments by arguing that small-scale establishments have not been a good
source of new jobs. Clearly, the question is not whether individual small-scale
establishments are a good source of new jobs but rather whether small-scale
establishments taken as a whole are a good source of new jobs. As Standing him-
self notes, when reference is made to employment creation among small-scale
establishments such reference must not be confined to existing establishments but
should be ded to new small-scal i

A look at the available data, for instance Table 8 in Standing’s paper, shows
that the actual proportion of small-scal i that i their labour
force is not “very small”, as Standing implies. Almost forty percent increased
their employment size over the 1985-1988 period. On the other hand, the observed
growth in emp among the larg I i over the same period,
can be attributed in part to the rehiring of workers retrenched in 1985. Retrench-
ments in 1985, the base year, might have been excessive as the establishments,
as Standing notes, sought o rehire the same workers but on less favourable terms.

Standing is clearly not arguing against labour flexibility but rather for the need
1o prolect certain categories of workers such as casual, temporary and contract
workers. It would have been uscful to know the actual proportion of workers
who are in fact engaged in such forms of employment across industries and
occupations, and also how these proportions have changed over time. If the
proportions are small, even though they may be increasing particularly during a
recessionary period, one wonders if it is worth the additional costs needed o
monitor this problem or to enforce itional labour i igned
specifically for such categories of workers. As Standing notes, there is a very
limited number of labour law officers — no more than 200 in the entire country.
Additional labour regulations might require substantially more labour law officers
for adequate enforcement. -

Notwithstanding these comments, which could serve to improve the paper's
usefulness particularly for those who shape labour policies, Standing’s paper
should be read by all concemed with labour policics in Malaysia. His call for a
balance between labour flexibility on the one hand and social equity on the other
is most opportune; lest in the pursuit of greater international compelitivencss we
should neglect the needs of those least able to protect themselves.




REFORMING THE WAGE AND
SALARY SYSTEM

M. Zain Majid

This short paper argues for reorientation of the current sysiem of wage
and salary payments which generally feature long and often open-
ended scales, p, and automatic i , and increases
being uwardcd on the basis of senivrity rather than employee's
productivity or the firm's profitability, The suggestion is for a more
flexible system to accommodate changing economic situations and to
take into account the enterprise’s profitability and the employee's
praducuwry This rew:wn still allows for negotiations between

of emy and The proposal would also
necessitate sharing of information between both sides, more trust
between employers and employees and a non-confrontational approach
1@ industrial relations.

1. Introduction

The word “reform™ may conjure up ing radical or even ionary. For
the reform suggested here, in the light of present economic circumstances, the
word “realignment” or “readjustment” may be equally appropriate.

2. Two Important Labour Market Phenomena

Within the Malaysian context, two labour market phenomena should be noted.
First is the unemployment rate, which now stands at around eight per cent of the
labour force. The growth in the labour force has not been matched by an increase
in employment opportunities. There is a two-fold problem of providing jobs for
those without work, and providing employment stability for those in employment.
The second phenomenon is this. There arc indications that wage and salary
costs as a proportion of total costs in many firms are increasing year by year.
For example, a confidential study of a number of manufacturing industries over
a ten-year period found that wages and salaries per employce in these establish-
ments grew by an annual average rate of 10.6 per cent. The consumer price index
for the same period rose by only 4.9 per cent per annum. There are also signs
that labour costs per employee are rising much faster than labour productivity-
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According to the Industrial Master Plan, if Malaysia is to join the ranks of
the NICs, wage increases should be held at three per cent per annum for ten years.
Al the same Lime, labour produclivity should increase by ten per cent per annum,
Tt is crucial for wage and salary increases to lag behind increases in productivity,
especially when the country is trying to expand its economic base and to generate
increased exporis.

3. Effects of Present Wage Structure
Wage in the ized, that is the unionized, private sector in Malaysia
are usually determined through the process of collective bargaining. The typical
salary scale begins with a minimum starting salary, continues with annual
increments in pre-determined steps, and ends with a maximum, Sometimes the
maximum is not provided for so that the scale is open-ended. In such cases, unions
often demand that the employee should continue to enjoy salary increments
throughout his/her service. This could well result, say, in a hotel doorman drawing
a basic salary comparable to that of a manager. Besides the usual annual
increments, there is also a salary adji a i is
concluded. Usually, the rate of this salary adjustment is two-thirds of the
increase of the price index in the previous three years. If
we take into account both the usual annual increment, and the salary adjustment
given every three years ing renewal of the i the increase
in salary over a period of, say, six years, could be as much as seventy five per
cent based upon two salary adjustments of about five per cent on each occasion
plus the usual annual increments.
As an illustration, consider the following:-

basic monthly salary as at 1/1/83 $315
annual increment in 1983 $30
basic monthly salary as at 1/1/84 $345
annual increment in 1984 §30
basic monthly salary as at 1/1/85 $375
salary adjustment in 1985 under new collective agreement $20
annual increment in 1985 §32
basic monthly salary as at 1/1/86 $427
annual increment in 1986 $32
basic monthly salary as at 1/1/87 $459
annual increment in 1987 $32
basic monthly salary as at 1/1/88 $491
salary adjustment in 1988 under new collective agreement $25
annual increment in 1988 $34
basic monthly salary as at 1/1/89 $550

percentage increase in basic pay over six year period 75%
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The above is a typical example of how the present system works. Since 1983,
the scale has been revised twice (in 1985 and 1988). As a result, the employee
has had two salary adjustments aside from the annual increments. The seventy
five per cent increase in basic pay over the six year period is not related to the
employee's productivity or the company’s performance. The increase has become
permanently built into the employee’s salary and this is not adjustable downwards
even when there is a downtum in the economy.

Perceptions of what is a minimum wage, a fair wage or a living wage vary.
The employer may be interested in a wage rate which is stable and predictable.
The worker may be i in his take-he pay, net of any ion. There
is no'one system or method of payment universally suitable for all workers or all
employers. In any system of payment for work or services, there should be agree-
ment on certain major criteria, for example, the needs of the worker, and the job
1o be done. There must also be agreement that the system of payment should not
be too complicated and should allow for some adjustment to changing economic
conditions.

4. Addressing Deficiencies of the Present Wage System

‘There are several deficiencies of the present wage and salary system. For example,
Lhc salary scales are often too long or open- endcd and the quantum of the annual

and given . Wage increases are awarded
on the basis of seniority of service rather than the pcrron-nance of the company
or the employee. Further, bonus are and once
given are not normally adj| These iencies have to be In

particular, the wage system must be more flexible and responsive (o changing
economic situations.
It is necessary Lo develop a wage system that is flexible enough to accommo-
date chnngmg situations such as a severe recession or erosion of the country’s
. In such situati the level of ion should be capable
of same downward adjustment. On the other hand, when an employer's fortunes
are good especially if achieved through increased productivity, extra benefits
should be made available to workers. In other words, the wage system should
contribute to the company's competitiveness, and at the same time it should reflect
the value of the job. The system should take into account the company’s
and the emp s Wage i should lag behind
productivity growth instead of outpacing it. It is, of course, natural to expect that
the wage system should also provide income stability lo the worker and should
foster the growth of a ible workforce, dedicated to raising prod
levels and reducing cost. "
In trying to devise a new wage and salary system, the following objectives
should be kept in mind. The system should:
a) contribute to the social and economic growth of Malaysia;
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b) provide for stable and fair relations between employers and employees;

) provide a reasonable incentive 10 new inveslors so as (o creale more employ-
ment.

In designing a new wage system for Malaysia one should have regard to certain

considerations such as:

a) the need for a much shorter salary range;

b) the need for some flexibility in the structure;

¢) the need for a moderate automatic annual increase in the basic wage, the basis
for the system being that annual wage adjustments should be performance and
productivity related; and

d) the need for wage rates 1o reflect the worth of the job.

5. Towards A More Flexible Wage System

Last year the Malaysian Employers Federation (MEF) sought the assistance of
the International Labour Organization to make a study of our wage systems and
make reccommendations for reform. The study recommended that, initially through
Government intervention, a national maximum or ceiling for wage increases
should be set. This ceiling, and the period for which it should be applicable, would
be determined through consultation with employers and unions, and other relevant
interests.  Any collective bargaining undertaken during this initial stage of the
reform process must limit the aggregate cost of wage increases (0 an amount not
greater than the established ceiling.

In the second stage of the reform process, the study recommended that wage
increases should be related to performance. One way of achieving this is through
dividing the salary scale into four quartiles. All employees in the first quartile
will be entitled to receive their full annual increment on the due date. Employees
in the second quartile would receive seventy-five per cent of their annual increment
automatically on the due date, while the remaining twenty-five per cent would

itute the i of the variable p 10 be given, based on the per-
of the company or the emp ora ination of both. ploy
in the third and fourth quartiles will have a variable component of fifty per cent
and seventy five per cent, respectively. The effect of this is that as an employee
progresses towards the maximum of the scale, a greater percentage of his annual
will be tied to p ivity and p ility while a smaller percentage
becomes automatic cnul.lcman

The above is one model of the flexible wage system. Another one that is often
talked about is the profit-sharing model. It may consist of a basic wage; a small
percentage (usually 2-3 per cent) as service increment; a bonus of no more than
a month's basic wage (o serve as a sup and a variable bonus
based on profit to be determined through collective negotiation. Another variant
is the productivity model. Here the variable element is a productivity payment,
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the general rule being that wage increase should always lag behind productivity
increase.

Trade union circles sometimes have the misconception that the purpose of
instituting reform or change in the wage and salary sysiem is to reduce worker
income. Nothing can be further from the truth, No one disputes that the worker
should be given a fair basic wage adequate for a decent standard of living. Such
basic wage must, however, reflect the value of the job in the market place. Thus,
any reform towards a more flexible wage system must start with the notion of a
fair basic wage. Other components of the system may include ¢lements as outlined
above, The principal feature of the formula is the use of a variable component,
that is'a flexible portion, the amount payable being determined by profitability
and/or productivity.

Whether one uses the profit-sharing model, the p ivity model or any other,
it is necessary that relevant data are readily available. Even if these arc available,
there must be agreement between the negotiating partics on which figures 10 use.
This is important as profit can be reckoned in several ways, and productivity
measures are often subject to dispute. With regard to employce performance, it
is essential that there exists a workable system of job evaluation and staff appraisal.

The implementation of a flexible wage system is best left to representatives
of employers and employecs. Progress towards reform is likely 1o be very slow
if the Government plays no part in initiating the process. The Government should
act as a catalyst and initiate the necessary action towards reform, It is hoped that
some positive steps will be taken in this connection. In the meanwhile, the MEF
has appointed a special submmmuwc 10 sludy the matter in greater depth (o see
how flexibility may be impl ing at the level of the individual
corporation.

6. Concluding Remarks

Successful change from the present system requires a non-confrontational
approach (o industrial relations. There must be more trust between employers
and employces. 1t follows that there must be more regular formal and informal
meetings between both parties. Discussions should be held in a frank manner,
and there should be greater sharing of market and other corporate information.




Commentary

Martin Khor

Wage Policy in a Complex Setting

The first point to make is that an appropriate wage policy is a complex issue in

an economy as differentiated as Malaysia’s. We cannot have a single wage policy

because there are different sectors and different types of production units. In
particular:

« The wage economy is only part of the total economy; there is a large non-

wage sector of especially farmers and self employed.

We have the “modem sector” that is exposed to international markets — part

of the manufacturing sector, banking and big trading companies. This is the

sector where labour is better organized, there are collective agreements with
annual increments up (o a maximum. But this is only a tenth of the manufac-
turing workforce, and much less than a tenth of employees in all sectors.

+ And there are sectors where there is no annual increment, such as in estates,

where workers are still daily rated and daily rates are negotiated once in three

or five years, and in construction, where some workers are employed on a

contract basis.

Even within the modern sector, such as in manufacturing, there is a difference

between big and small firms. In small firms (industrial, retail, transport,

professional services) there is no annual increment or scale but then neither is
there a maximum.

« Finally, there is also the government sector which basically follows the big
modern sector, except that wage adjustments are usually made once in five
years (not three years) but sometimes stretch to eight or nine years.

Therefore when we talk of wage policy or reforms, we should differentiate where

it would apply. We cannot have one policy for all sectors as this would lead 1o

problems.

Wages, Productivity and Inflation
Mr Zain Majid says wage rates are rising faster than productivity; also that salary
costs are rising as a proportion of total costs in most firms. He says wages per
year grew at 10.6 per cent per employee in manufacturing over ten years whilst
the Consumer Price Index rose by only 4.9 per cent per annum.

All these statements are very hard to believe. Firstly wages as a perceftage
of value-added has been dropping from 35 per cent or so in the 1960s to only 20
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to 25 per cent now. It is hard to believe that wages per employee per year rose
11 per cent in manufacturing. To begin with, it is not true that every worker or
even most workers in ing have an annual i The Ministry of
Labour's latest Occupational Wage Survey in Manufacturing found that in 1987
the number of workers who received increments was 61 per cent in electronics,
51 per cent in textiles, 57 per cent in fabricated metal products; but also was only
18 per cent in palm oil, 26 per cent in dairy products, 26 per cent in plywood, 32
per cent in furniture, 20 per cent in clay products and 34 per cent in motor vehicles.
Those who did not receive increments perhaps did not have a wage scale or had
reached their maximum.

Even if it is true that wages grew 10 per cent and the CPI § per cent, what is
wrong with that? This would imply a real wage rise of 5 per cent. If the Gross
National Product (GNP) in real terms was growing at 7.5 per cent and population
or workforce by 2.5 per cent, then physical productivity is rising about 5 per cent
per worker. If we want to retain the wage share in value added, the wage rate
should then rise 5 per cent in real werms. If inflation is 5 per cent then the money
wage rate should rise roughly 10 per cent. There is nothing shocking in this.

What is surprising is that the reverse seems to have happened. Wages have
not kept pace with productivity increases in many areas of the economy. There
are at least two ways to measure productivity:

a) Usually wage increases are with physical pi ivity. Itis assumed
that wages should rise at the same rate as output per worker, so that wage
share remains the same and so that there would not be a wage-push inflation.
Measured against physical productivity, wages have not kept pace in many
areas. For example, in the rubber estate sector, average output per lapper rose
from 2,247 kg in 1960 10 5,083 kg in 1980 — by 120 per cent. Yet the wage
rate rose by less than 100 per cent (from $3.40 to $6.70) and in real terms it
actually fell from $3.40 1o $3.14 in 1960 prices.

b) Even then it is not fair to compare wage changes with changes in real output
if we want to consider the issue from the viewpoint of social equity. This is
because in an economy as open as Malaysia’s, prices often rise irrespective
of wage changes. For instance, when world prices go up, so do Malaysian
exports earnings; or when the ringgit depreciates, there is greater revenue in
ringgit terms for products sold abroad.

Hence we should look at p ivity as the ing capacity per
worker, in other words the monetary value-added per worker in current terms. If
we assume the wage share should be constant then wage rates must rise at the
same rate as valuc-added per worker. This has not been happening as a trend.
Further it can be argued that the wage share of valuc added is too low — about
20-25 per cent in Malaysia compared to 65-70 pef cent in Europe — and that
therefore there is still room for wages o rise further.
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Wages and Employment

However | agree that one limiting factor to wage increase is unemployment. This
is mentioned in Zain's paper. There could be a relation between unemployment
and wage levels. Should we proteet the high wages of existing workers and risk
lower growth and higher unemployment; or should we check wage increases so
that there are more jobs? This is a serious dilemma. However there is no guarantee
that lower wages would lead to more jobs, Unemployment can also be tackled
by allowing people o use idle land for agriculture, etc.

Wages and Productivity

Zain’s paper scems 1o be very biased towards productivity rise without a corres-
ponding rise in wages. This implies a profit maximization policy. On the second
page of his paper he quotes the Industrial Master Plan as saying that wage
increases should be held at three per cent per annum for ten years whilst labour
productivity should rise by ten per cent per annum. This means that wages would
lag by 7 per cent per annum over (en years, at the end of which the share of profits
would have riscn stupendously. His statement that labour cost per employee is
rising very much faster than labour productivity is not backed up by data;
remember that whilst some staff get annual increments, others arc frozen at the
maximum and even if that maximum rises every three years it is unlikely to maich
the rise in productivity especially if that is measured in current prices.

Wages and Profits
The bias towards employers is shown again in the support for the International
Labour Organization’s (ILO) dation that the g should set a

national maximum or ceiling for wage increases. This of course is going 1o be
very difficult 1o do. Should we limit the wage increase in companies that are
making super profits in particular years? What maximum should we take: the
average increase rate, the rate among firms doing well or among those doing
badly? And labour may justifiably ask: why set a ceiling on wages but not on
profits? Should it not be much fairer to tax away €xcess profits so that the wage
share in the economy is maintained? Employers will answer that taxing away
high profits would dampen investor incentive. That's true. But setting a ceiling
on wage increase would also dampen the morale of labour in the good performing
companies. However it would be a good idea for the government to take the
initiative 1o set wage guide-lines as to how much wage increases should be in
particular year; and employers can pay even beyond that if they want to. This is
like the National Wage Council (NWC) mechanism in Singapore.

Wage Reforms

The most important part of the paper concerns the suggestions for wage reform.
Here the paper contrasts between a rigid system of constant regular wage increases
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up 1o a maximum versus a “flexi-wage” system in which increments are at least
partly dependent on the company’s ability 10 pay, profitability and individual
performance of the worker. This is a very complex issue and it is clear that the
experience of the 1985-86 recession was an impetus towards thinking of flexibility
of wages. There arc pros and cons to both systems.

In the system of constant wage increase: the advantage is that the worker knows
he is getting an increase and by how much, so this reduces uncertainty and is
good for stable relations. The employer also knows, so he can plan better. The
disadvantage is that there is a possible disincentive to work hard since the incre-
ment is “automatic”. On the other hand it can be argucd that the stability that
comes with knowing one’s increment also fosters better morale and thus produc-
tivity. The great disadvantage to employers is that in a bad year or period it is
very difficult o reduce wages which are inflexible downwards. So the problem
arises in a recession. For the worker the disadvantage is that there is a maximum
point beyond which increment stops.

In the system of flexi-wage, a part of wage increment is tied to the firm's

ility or to the indivi worker's perf or o hoth. The advantage
v,o the firm is that in a recessionary pcnod there is greater room for manoeuvre to
limit wage increments. Another advantage is that the good workers are given better

reward and so arc belter ivated. The great di tage is that flexi-wag
increases the degree of inty and also i the clemem of subjectivity
in evaluating different staff However “obj i i

system is, there are controversies over who deserves how much. There could well
be less stability in labour relations.

In the flexi-wage system, a lot depends on trust on the part of labour on the
faimess of employers. 'mc system is more open 1o controversy in areas hkc how
do you measure p X ility, ability to pay, jud, on i
performance, etc.

The Malaysian Trade Union Congress (MTUC) has already announced its mis-
givings on flexi-wage. The New Straits Times of 7.8.89 reported that the MTUC
president, Zainal Rampak, said that the flexi-wage concept was Pl as
workers would be deprived of yearly increments and employers would be free to
discriminate in ining the wage — ing 1o job per or other
questionable factors such as looks and personality. He called instead for minimum
wages as a policy.

An alternative 1o a flexi-wage system could be 1o introduce flexible-reward
components into the existing system. For instance, workers who do well could
get more than the normal increment and workers who perform unsatisfactorily
could get less — but only a small minority on either side should deviate from
the norm. Another method is to give an additional bonus (perhaps mid-year) to
better staff. The company's ability to pay could also be stated as a condition for
increment; this could allow deviations from the normal increment in bad years;
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but with a balancing clause that after the recovery the lost amounts could be at
least partly made up for. In any case any modifications 1o the system should be
done with care; employers have to prove they have the workers’ interests at heart.

An Off-Setting Incremental System

One final point. It scems to me that a large part of the wage issue has to do with
\he fact that there are two categories of workers in the modern sector: those still
having annual increments and those already on the maximum level. The demand
for wage adjustment comes especially from those who have reached their
maximum. Should they not be protected from inflation even after reaching
maximum? That is why there is an adjustment. But should those already getting
annual increment also at that point enjoy an adjustment? Ideally, inflation and
productivity should be covered in the normal increments. An idea worth
considering is to have adjustments only for those already at the maximum point,
once in three years or so. Take a scale of $300 to $600 with $25 increment a
year. After 12 years the worker reaches i but has the i i d
every three years or so. When this happens, existing staff still on annual increment
will have increments for more years since the maximum is extended to, say $700.
In Singapore's NWC system, this concept is sometimes used. Those already
getting a normal increment need not get a full part of an adjustment. They call it
“off-seting”. For example, in a particular year the NWC recommends a 10 per
cent wage increase. Tt may say 10 per cent with off-sctting. If someone is alrcady
getting 6 per cent normal increment, then he gets 6 per cent plus only 4 per cent
NWC increment to make it 10 per cent, whereas someone on maximum will get
the full 10 per cent NWC increase. Without off-setting, the first person would
get 6 per cent plus 10 per cent cquals 16 per cent increase, which could be too
high. But if he gets 10 per cent, it does not mean he loses the 6 per cent extra
altogether: it will be added on to the maximum level pay so that he gets it later.
In other words there is a longer period of wage increments, better spaced out,
which makes it more orderly.




MALAYSIAN SAVING IN THE 1990S:
PROBLEMS AND PROSPECTS

Homi Kharas

This paper reviews aggregate savings performance and the sectoral
composition of savings in Malaysia. It concludes that high savings in
Malaysia results primarily from rapid economic growth and from
macro-economic pollclts to promote campznnvenes: — largely vuz
exchange dep

contractual savings via pmwdenc fund contributions, howzvar. do nol
raise the level of saving but do alter its composition,

The household sector is the dominans source of saving surpluses
in Malaysia. These funds are mostly mobilized through provident
funds, insurance companies and other special saving schemes (ASN,
LUTH, NSB), which for prudential reasons prefer the safety of investing
in public sector assets. These funds have helped to finance public
investment in the past, but now provide an excess over more moderate
current levels of public investment. Compared with other countries,
very little household savings is mobilized through the domestic banking
system. There is, therefore, a probiem in channelling household
savings to finance private investment.

1. Introduction
Malaysia has saved an average 33.6 per cent of GNP over the last two years, a
level among the highest in the world. For many economists, this would be per-
ceived as an indicator of superior economic performance and of buoyant future
growth prospects. After all, Lewis (1954) called raising savings rates the “central
problem of economic development”, Domestic savings were identified as the key
to raising investment and investment was taken as a sine qua non of growth. Since
then, empirical evidence linking domestic savings and domestic investment,' and
the external debt problems of LDCs secking to break this link with foreign
: borrowing, has given fresh emphasis to the policy prescription © raise domestic
savings.

'See, for example, Feldstein and Horioka 1989.
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More recently, however, the idea that high aggregale saving levels drive growth
has been questioned. Kaldor and others argued that income distribution would
adjust 1o cquate ex-post savings and investment, so that efforts to raise savings
would be futile without a rise in investment demand.* In this model, investment
drives growth which drives saving. The causality in the savings/growth relation-
ship has been analyzed econometrically; for example, Ortmeyer (1980) concludes
that income drives saving rather than vice-versa. This scems to fit the East Asian
experience well, and has been interpreted as evidence in favour of the permancnt
income hypothesis.> The implication s that high savings are symptomatic of good
performance rather than a cause. Thus, government policies which artificially
boost savings may not by themselves result in higher growth. Deaton (1989) also
finds, based on cross-country evidence, only a weak relationship between savings
and growth rates, which varies in strength depending on choice of countries in
the sample.

The inconclusive and often contradictory empirical results are partly the result
of faulty data. One problem that arises in time-series analysis of national savings
is that aggregate data are normally used, with a reliance on national income
accounts data so as 1o be consistent across countries (for example, Giovannini
1985). The usefulness of such equations, however, is limited because the choice
of a common ional form across ics inevitably imposes a specification
error by failing 1o take into account important institutional and policy differences
that influcnce savings. For example, few studics account separately for the
important role played by contractual savings in Malaysia through the Employecs
Provident Fund (EPF) and other such agencics. Aggregation also does not permit
a detailed analysis of behavioural di between Ids, corporali
and the government. Only under extreme conditions (so-called Ricardian
equivalence), can it be assumed that changes in the distribution of income between
the public and private sectors arc unimportant. Such changes have been wide-
spread in Malaysia as the forcign and public sectors in particular have scen large
shifts in relative incomes during the course of the New Economic Policy (NEP).

This paper reviews the determinants of savings and their intermediation in

Aalaysia with the objective of analyzing whether intervention in the savings
process has a role in supporting Malaysia's long-term growth goals. A set of
specific questions is addressed. First, are current high savings levels cyclical or
do they reflect long-run savings propensities? Second, will rapid growth itsell
bring forth an adequate level of domestic savings? Third, what is the role of
contractual savings schemes? Fourth, how do changes in income distribution that

“Recall Kaleisky's famous aphorism that “capitalists get when they spend while workers get
what they spend.”

35ce Yusuf and Petcrs (1984) for Korea; Liang (1983) for Taiwan; Saw (1987) for Japan, and
Lahiri (1989) for an overview.
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may follow from the choice of a specific development strategy affect the level
u\d composmon of national savmgs’ Fifth, what role does the process of financial
ion have on the and i of i ?

‘The approach taken in this paper is to use the national income and other macro-
economic accounts to disaggregate between the public, corporate, household and
foreign scclms Th:s d.\saggrcgnuon is the minimum that is requircd (o assess
of saving; it also permits the study of
dmnbuuonal issues and of the intermediation of net savings between sectors.*
Thus, the analysis can be used 1o address questions about the roles played by
financial, fiscal and institutional policies.

One drawback o disaggregation is that the required data are not readily
available for Malaysia. The first section of this paper describes a methodology
for deriving a crude sectoral breakdown of savings using macro-economic data.
These data are then used (o estimate qavmgs functions. The paper cmcludes with
some on financial i ion in Malaysia as pared to other
countries in the region.

2. Measuring the Components of Savings

Data on national savings in developing countries arc notoriously unreliable.
Typically, they are measured as a residual between gross national product (GNP)
and consumption, and therefore include any statistical discrepancics that may arise
between computation of the national accounts by industrial origin and by aggregate
demand. Yet even these data are i ient for ing savings

‘The major savers in an cconomy — houscholds, corporations and the public sector
— respond in different ways to economic change. And often the most important
issues with regard to savings do not concern the aggregate national savings level
but the composition and intermediation of savings. As the Malaysian authorities
do not collect or report on the major components of savings, these details have
to be estimated by indirect means. The methodology adopted here uses data from
a variety of different sources and derives houschold savings as a residual element
in total savings. Thus, the computed figurcs can be construed as only rough
approximations, suitable for the detection of broad trends.

Total savings available to the economy are, by definition, equal to total
investment. Investment data can be obtained from the national income accounts.
Savings can be decomposed into public, private and foreign components. Public
savings arc available from the budget and consist of the current surplus of the
government and the operating surplus of the non-financial public enterprises
(NFPEs). Again, a word of caution is in order. Budget data are presented on a
cash-flow basis whereas the national accounts are on an accrual basis. Further-
more, budgetary definitions of current and capital expenditure do not coincide

“Nam (1989) uscs a similar disaggregation for Korea and the Philippines.
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exactly with national accounts data. A ison of the idated g

plus NFPE development expenditure with public investment in the national
accounts (adjusted to include Petronas) shows the latter 10 be about 80-90 per
cent of the former. That is to say, some items in development expenditure do
not show up as investment in a national accounts sense. ‘Where these are capital
transfers or purchases of land, no adjustment (o public savings is required. In
other cases, however, items classified as P penditure may be included
as public ion. Because of the di in concept between budget and
national accounts categories, the public savings estimates are only approximations.

Foreign savings available to the economy are given as the current account of
the balance of payments. This figure includes net lending 1o Malaysians, dircct
and portfolio investment, and importantly, the profits of foreign controlled
companics operating within Malaysia. Even in the case where these profits are
reinvested domestically, they are treated as a factor service outflow and capital
inflow by standard accounting conventions.

The difference between national savings and its public and foreign components
is the estimate of private domestic savings. This, in tum, can be decomposed
into two: corporate savings and household savings, with the latter including
savings by small, unincorporated family-owned businesses. Again, lack of readily-
published data means back-door methods must be used. Specifically, survey data
on corporate profits and depreciation are used 1o establish corporate savings, and
houschold savings then derived as the residual.

The Department of Statistics conducts an annual Financial Survey of limited

which has extensive data on batance sheets and income
statements.  Although not strictly comparable over time,* the surveys permit a
picture of corporate savings to be drawn. Corporate gross savings are defined (o
cqual post-iax retained eamnings plus depreciation of private domestic corporations.
This implics that four major adjustments must be made to the survey data which
report gross profits and depreciation of the whole corporate sector. First, direct
corporate income taxes must be deducted from the gross profit data reported in
the survey. This is available from the budget. Second, dividends paid to domestic
residents need to be subtracted, as these form part of household income and
household savings. Total dividend payments for companies on the Kuala Lumpur
Stock Exchange (KLSE) are available. Bank Negara Malaysia (BNM) has also
published data from the recent survey of private investment in Malaysia on
dividend pay-outs for 1986 and 1987.% A portion of these is dividends paid by

e
*The survey covered all companics prior 1 1973, those with annual revenue greater than S1
million for 1973-78 and those with annual revenue greater than S5 million from 1979 onwards.
In the most recent period, coverage is probably over 90% of all companics.

*Bank Negars Malaysia, Annual Report 1988, pp. 14-18. The relationship botween dividend
pay-outs ard net profits estimated from the survey data, coupled with information on dividends
paid out by lsted companics, was used o cstimate a historical series for dividend paymens.
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public corporations (largely Petronas) o the government (identified in the budget).
A further portion is paid to foreigners (assumed equal to the share of profits of
foreign-controlled companies in total profits, except where noted by BNM). The
difference is taken as dividend payments to domestic residents. The third adjust-
ment is to remove the profits of public enterprises (which are already included
within the public savings category) from the total profit data reported in the
financial survey. Hence, the NFPE operational surplus is subtracted. Finally,
profits of foreign companics (net of taxes) which, as explained above appear as
one clement of forcign savings, are subtracted. The adjusted figure is taken as
the estimate of corporate savings.

savings follow i i as the residual between private and
corporate savings. As the residual of a residual, many accumulated errors are
likely to be concentrated in houschold savings. While some of these may be
random,” others may impart a systematic bias to the figures. In fact, one can
identify three sources of negative bias to the houschold savings figures. First,
public savings are probably overstated because of the misclassification of some
public spending as i rather than ption. Thus, both private and
household savings would be underestimated. Second, data on dividend payments
o domestic residents are estimated on the basis of dividends paid by listed
companies. To the extent that total dividends are likely to be higher, corporate
savings would be lower and household savings higher. Third, some of the surplus
of the NFPEs does not accrue to the government but to households via their unit
trust and other shareholdings and hence should not be classified as public savings.
For example, since 1981, a substantial portion of the profits of companies such
as Pernas has been channelled to households via dividend distributions under the
Amanah Saham Nasional scheme.

The imputed savings by category are shown in Figure 1. Several trends are
clear from the data. Overall, national savings have been consistently high,
averaging 27.9 per cent of GNP since 1970. Savings follow a typical patiern of
rising steeply during boom years, such as 1973 and 1984, while declining during
recessionary years such as 1975 and 1985/86. Overall, however, national savings
have been quite stable relative to the components of savings, This is to be expected
‘when corporate, household and public savings are either independent or negatively
correlated. Certainly the national level of savings, espcaally if augmcnwd by
modest forcign capital inflows, is ient Lo sustain i levels
with 6-7 per cent gross domestic product growth.

"Presumably inaccuracies in measured income or consumption are as likely (o be positive as
negative.

*Sometirmes referred to as Denison’s law — that changes in one sector will be offset by changes
in another sector. Considerable empirical work in developed countries confirms this effect (see
Danziger, Hareman and Plotnick 1981 for a summary).
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Figure 1

Components of Saving in Malaysia, 197087
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The data on domestic corporate savings shows a rising trend through 1979,
followed by a sharp decline in the 1980s until a pick-up in 1987. The growth of
domestic corporate savings in the 1970s reflects both the expanding size of the
sector, as foreign interests were scaled back following the NEP,’ and strong
profitability ensured by a booming domestic economy and improving external
terms of trade. The turn-around in savings in the 1980s occurred simultancously
with an increase in public expenditure and in quasi-taxes, such as corporatc
contributions to the EPF, to finance spending. At the same time, the labour market
was ing, fuclled by a ion boom. The cash-flow squeeze on

e
" 1970, forcign-controlled companies accounted for two-thirds of gross profits in Malaysi:
by 1979 this was reduced to one-third.
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corporations during the recession of 1985/86 was extreme. Since then, an
improvement in external and domestic demand, a fall in real wages and a rebound
in commodity prices have helped the corporate sector recoup lost ground. Never-
theless, the corporate sector has contributed to national savings only in a relatively
minor way. Compared to corporate savings in Korea and Japan of around 10 per
cent of GNP, the Malaysian corporate sector average savings of just over 5 per
cent appears meagre.

Public savings on the other hand have played a more important role in the
generation of high national savings in Malaysia as compared with other countries,
particularly in the early 1980s when petroleum and gas production and profits
reached substantial levels. However, the sharp fall-off in public savings since
encrgy prices in 1986 is a 1o the d of the public
sector on the encrgy sector. The fact that this did not result in a fall in national
savings is attributable to the offsetting (but perhaps coincidental rather than causal)
rise in privale savings.

Perhaps the most striking feature of Figure 1 is the high level of household
saving. On average, have almost two-thirds of national
savings, or 17 per cent of GNP, a level that is comparable to Japan in the early
1970s and, more recently, Taiwan. The data also show an acceleration in the
savings rate through 1987, 10 levels not seen since the early 1970s. In four of the
five years between 1983 and 1987, private consumption growth has lagged behind
national income growth. This has been a period of generally tightening fiscal
policy, with the major exception of 1987. Hence, private disposable income has
shrunk relative to GNP, making the rise in private savings even more remarkable.

2.1 Estimating savings

A complex set of factors motivates households to save. Savings are undertaken
to finance lumpy expenditures at some futurc time (particularly housing and
education). They are also used 1o alter a potentially volatile income stream, asso-
ciated with life-cycle changes or wage and employment uncertainties, into a
smoother consumption stream. Parents may wish to leave a bequest 1o their
children, or may retain asscts in their old age because of uncertainty as 1o how
long they might live.

Testing various saving hypotheses has been a busy arca of economic activity
(see Virmani 1986 for a recent review and Yusuf and Peters 1984 for an applica-
tion 1o Korea) and there is no single estimating equation which permits a nested
test of the various theories. Thus, choice of a specification inevitably involves
some ad hoc procedures. We postulate below that private consumption is based
on private disposable income, the real effective exchange rate' and the real rate
of interest on deposits.

=
"®Alexander (1952) was onc of the first (o emphasize the effects of distribution on expenditure.
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There does not exist any primary data on private disposable income in Malay-
sia. Some analysts have used GNP as a proxy and the results using this are
reported below. Use of GNP, however, is satisfactory only when the ratio between
GNP and private disposable income is constant. This is unlikely to be the case
in Malaysia where there have been income tax changes and an expanding size of
the public sector over time. from primary ities (i ing oil,
timber, oil palm and rubber) have been important sources of public income and
have been quite volatile as commodity prices vary. Asan alternative, a series on
private disposable income has been constructed by noting the identity between
private disposable income and consumption plus savings. Using the series on
privale savings computed above, private disposable income can be calculated.”

As contractual savings schemes play an important role in Malaysia, it is
interesting Lo test whether the overall level of privale savings is affected by these
schemes or not. If households view contractual savings as forming part of the
savings they would anyway 1o finance reti ag i they
would simply decrease other forms of non-contractual savings in response Lo an
increase in contractual savings. In certain circumstances, if for example the
benefits from the scheme were felt to be greater or more stable than other available

savings il the exi of 1 savings may even decrease
overall savings."? The behavioural responses may be easily tested. In the model
below, private di income is P into a i i y

component, given by the change in the accumulated value of contributors’ balance
in the Employee Provident Fund, and a remainder out of which discretionary
spending is possible. Although no consumption out of EPF balances is technically
feasible, households can modify their behaviour as if it were possible to access
these funds directly, either by borrowing against the future income stream or by
altering ption out of di ionary income. ically, if the pro-
pensity to consume out of the two sources of income is identical,, than contractual
savings have no bearing on aggregate savings levels.

The real cffective cxchange rate captures changes in relative prices in Malay-
sia and hence in the distribution of income. There are several channels through
which this may work. According to Maizels (1968), the propensity to save in
the export sector is higher than in the rest of the economy. A depreciation in
the real effective exchange rate, which raises incomes in the export and other
traded goods sectors, would be expected to decrease consumption. Alternatively,

UThis can create an ic problem as errors in will also
appear as crrors in income. This can be overcome with the use of a two-stage least squarcs
procedure.

VFor example, Feldstein (1974) finds this to be the case for the United Statcs; but Shome and
Saito (1978) find no evidence o support this for Malaysia. Danziger ef. al. (1981) summarize the
issues and findings.
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it can be argued that the real effective exchange rate is a proxy for real wages.”
A depreciation effectively lowers real wages and, if workers have a higher pro-
pensity to consume than recipicnts of profits, aggregate consumption is expected
to decline.

The relationship between the real wage and the real effective exchange rate
can be most simply seen in the context ol‘ an economy producing two goods, a

deable and a deable, with Ri . This allows the prices
of both goods to be dependent only on technologics; demand can be ignored.
Normalizing the nominal exchange rate (0 unity, and using standard nomenclature
we can write:

Pr =a;W=P* O]
Py=axW @
¢ =PfPy (©)]
W =Wp? P"l—a @)

where W and w arc the nominal and real wage, Py and Py the prices of traded and
non-traded goods and ¢ is the real exchange rate. In this model, both ¢ and w
depend only on the production technology of the two sectors. Some re-
arrangement gives:

e=fur-an ®)
O =alfoy - Aur) - Bov=- a8 - fux ©)

where * denotes the percentage change in a variable. It is now clear that
technological improvement in the traded goods sector (&x < 0) will generate a
real appreciation and higher real wages. Hence, insofar as changes in the real wage
are driven largely by developments in the traded goods sector, the real exchange
rate and real wages will be inversely related to each other.
This s:mple story does not, of course, capture the complexities of actual macro-
In any y, there will be a degree of policy flexi-
bility to alter the real exchange rate in the short-run. The impact of an exchange
rate movement induced by such policy is likely to differ from a terms-of-trade or
productivity-induced change in the exchange rate as the latter have important
income effects not present in policy-induced changes. In the regressions below,
however, income effects are separately captured. The real exchange rate variable
therefore reflects only distributional changes.
The interest rate variable can also be expected to have a variety of effects.
From the perspective of a household, there are well known “income” and

“"From an empirical standpoint, the real exchange rate is casicr to measure than the real wage.
“The latter must be built up from a variety of different sectoral and occupational wage indices,
adjusted to include benefits, overtime and the like, and be consistently defined over time.
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“substitution” effects on savings which, while theoretically ambiguous, are in
gencral assumed 1o be positive. But high real interest ratcs in an economy are
also indicative of a high return 1o capital and a larger share of corporale income
in total private income. If the corp sector is considered 10 be i

of the household scctor (although in the final analysis it is households who own
corporations) then the shift in income distribution associated with higher interest
rates can aller aggregate privale consumption.

The regression results are presented in Table 1. The sample lime scrics are
from 1971 to 1988. The real effective exchange rate is a trade-weighted average
of Malaysia’s bilaeral real exchange rates with six major trading partners, where
the real exchange rate is the nominal exchange rate deflated by relative price
movements in each country’s wholesale price index. The real deposit rate is
defined as the three-month commercial bank fixed deposit rate less the percen-
lage increase in the price index." The income variable is considered in its level
form (using both GNP and private discretionary income (PDY)) and in the form
of a transformed variable to proxy permanent income (PPY). Following Bhalla
(1980) the transformation uses & weighted average of past income levels: PPY, =
0.37¢PDY, + 0.33*PDY,; + 0.3*PDY , wherc the weights correspond to a 10 per
cent discount rate, as derived by Bhalla. All nominal variables are deflated by
the Consumer Price Index and are expressed in logarithmic form (except for the
real interest rate). Estimation was done using (wo-stage least squares to avoid

error in ion and income. used for income are
the logs of real exports, real investment and real moncy supply (M2). The regres-
sions are also carried out in first differences to ensure stationarity of the crror.

Several insights can be gained from Table 1. The dangers of using GNP rather
than a measure of private income arc clearly i d by pari 7y
(1) and (2). The overall fit and the Durbin Watson coefficient improve in
regression (2). Importantly, the coefficient on the real interest rate also becomes
significant when the second specification is used. This illustrates the advantages
of disaggregation and careful specification. The finding of a positive interest
elasticity of savings differs from the results quoted in Giovannini (1985) for
Malaysia and most other developing countries; but his results use GNP and
aggregate savings rather than disaggregated data.”

Regression (2) shows all the coefficients significant and with their expecied
signs. The coefficient on contractual savings is positive, indicating that
discretionary savings are reduced pari passu with an increase in contractual
savings. Given the relative itudes of | savings and p
income,'® the marginal propensities to consume out of each, derived from the

S
\Ihis approximation holds for Malaysia as interest and inflation ratcs have been low historically.
Results similar 6 ours arc obtained by Fry (1980).

161 1987, contractual savings was about 7.5% of permanent income.
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Table 1
Determinants of Saving, 1971-88
Regression (1 2) (3) “ 5) (6)
Dependent Private  Private  Change in Household  Average  Private
Variable Con- Con-  Private Con-  Savings  Savings  Consump-
sumption  sumption  sumption Rate tion
Sample Period 197188 1971-88  1972-88 197187 197287  1971.8%
Constant 1336 2495 0004 3727 0265 3934
408)  (5.69) ©31) (137 ©.14) @24
Tncome 0862 07117 0776 0660° 3603 0573
L (2339)  (10.58) (4.80) (1.99) “.57) (4.65)
Tncome growth . 0.122¢
@73)
Contractual 0112 0065 0103 0359 0.132
savings (2.96) (0.88) 056)  (361) (3.42)
Real effective* 0104 0214 0285 1119 0.001 0253
exchange rate. L16)  (376)  (:2.80) @s1) @39)  (415)
Real deposit 0004 0004 0005 0018 -0.001 0,003
e (152 (254)  (263) (144 (LI7)  (211)
Real exports 0077
31
Houschold savings 0,130
share -461)
Adjusted R? 0985 0995 0711 0.847 0959 0995
Durbin Watson 1344 1836 2215 1766 2.268 1820
‘Income variable used is real GNP,

“Income variable is permanent discretionary income.

JIncome variable is real discretionary income.

“Income variable iy real private income.

Contractual savings s a fraction of household saving.

“Anincrease in the index significs a real depreciation,

Note: Variables expressed in real terms and natural logarithms (except deposit rate), with the exception
of model (5) where real varisbles are used,
testatistics in parentheses.

estimated elasticities, are not significantly different from each other. If anything,
the marginal pmpcnsily to consume out of EPF accumulation is higher than that
out of discretionary income. Overall then, it does not seem that the EPF has
increased private savings and it may be the cause of a slight decline in the savings
rate,

The impact of fiscal policy can also be inferred from these results. As private
incomes rise, following a tax cut for example, the private savings rate will also
rise, and vice-versa. The impact on national savings depends on how the public
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sector reacts to changes in tax revenues. Where current revenues increase in
response (0 higher taxes, overall savings will decline with a tax hike."” Similar
arguments may be made with respect to public enterprise surpluscs. With privat-
zation, the private sector’s savings rate may increase, but overall national saving
will only rise if public i i is ined such that public
savings do not also fall. Where the revenues from privatization are used to retire
domestic public debt, there will be minimal changes in income distribution
between the public and private sectors as the loss of NFPE surpluses will be offset
by reduced public interest payments.

Regression (3) is the same model as (2) but estimated in first-differences. The
results do not change substantially. The constant term is small and not signifi-
cantly different from zero indicating that a pure time trend is not an important
variable in explaining consumption or savings.

The impact of the EPF on savings is considered further in (4). Here, the
dependent variable is the log of real houschold savings, derived as described
carlier. The cocfficient for 1 savings is insignifi further supporti
the p ition that Ids simply offset | savings by reducing
saving out of discretionary income. The elasticity with respect to discretionary
income is not significantly different from unity and is consistent with economic
theory. Less conventional is the negative (insignificant) coefficient for the deposit
rate. Combined with the results of (2), this suggests that interest changes do not
affect household choices as to inter-temporal consumption, but do affect the
distribution of income between households and corporations, with the latter saving
more when interest rates and rates of return in the economy are high.

The inference that the distribution of income between households and the

sector is imp is sup d by the results of regression (5). There,
the dependent variable is the average propensily to save (defined as private
savings/private income). The independent variables are the level and growth of
real income, the real effective exchange rate, the real deposit rate and two
additional distributional variables — the share of contractual savings in household
saving, and the share of household saving in private saving. The surprising result
is that the latter two variables are significantly negative. As observed above, high
contractual savings do not induce houscholds to save more, but are offset by lower
discretionary saving. They do, however, represent a (ax on the corporale seclor,
which currently pays 11 per cent of wages to each employee's provident fund
account, and hence reduce corporate savings. The net effect is to redistribute
income from the corporate to the household sector and to reduce the average
private savings rate. A negative coefficient on the share of houschold savings
reinforces this point. When houschold incomes and saving are high relative 10
the corporate sector, the average propensity to save in the economy falls. This

-
TKnown as the Please effest (Please 1967).
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negative ion between and savings imparts a degree
of stability to overall private savings in Malaysia.

In order 1o separate out the factoral and sectoral distribution effects of the real
effective rate, ion (6) was est This is the same as (2),
but with real exports included as a separate explanatory variable. The coefficient
on the export variable, however, is small in magnitude and insignificant. On the
other hand, the real effective exchange rate improves its significance. The inter-
pretation is that it is not because the export sector saves more that consumpucm
declines in response 10 a iation but because a d ion is
of a real wage decline.

The explanation for the recent sharp rise in private savings can be summarized
on the basis of regression (2). The first and quantitatively most significant
explanation lies with the cyclical behaviour of income contrasted with the more
stable pattern of consumption. During the recession year of 1985, private savings
dropped as consumption rose by 1.6 per cent while private income fell by 12 per
cent. Permanent discretionary income, however, continued to rise by 1.4 per cent
as memorics of the 1982 down-turn in private income faded. As the recovery
strengthened in 1987 and 1988, real private income grew 1o a level almost 17
per cent higher than in 1985. Permanent income, however, grew by much less
(2.8 per cent) and hence consumption demand was less. The private scctor was
intent on rebuilding savmgs run down during the recession.

A second i was the iation of the real
rate by 30 per cent between 1985 and 1988. By itself, this would have reduced
consumption by about 6 per cent and, hence, would have added an equivalent
amount to the savings rate. Coupled with the real depreciation, booming commo-
dity prices and world demand for Malaysian manufactures led to strong profit
growth amongst Malaysi This was rei by reduced income
tax payments as losses from the recession were carried forward and corporate tax
rates reduced. Strong corporate savings added to overall private savings.
Meanwhile, lower wages and lower interest rates brought down the proportional
role of contractual savings, effectively reducing the burden on corporations.

The regression results suggest that Malaysia can ill afford to be lulled by its
current high savings rate. A large portion of these savings are transitory and can
be expected to disappear by 1990 once the process of rebuilding assets lost in
the recession is over and when expectations of high growth are revised upwards.
Although rapid medium-term growth will ensure that houschold savings stay
strong (albeit weaker than current cyclical peaks), both corporate and public
savings remain weak. The principal instruments for raising savings must be
handled with care. Higher “forced” savings are unlikely to be effective and may,
in fact, reduce the overall savings effort. High interest rates are likely to gcnerale
more savings but only if they are ic of strong
Artificial intervention in credit markets designed to rafse interest mles would nol
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generate more houschold savings. One key that should be itored
is the real exchange rate. Through accommodating a real depreciation, the
authorities have given the domestic corporate sector a much needed boost. Unless
this is sustained, the three legs of public, corporate and household saving will
remain uneven. In order (o utilize savings efficiently, then, financial
intermediation must play a key role in allocating surplus funds across sectors.

3. Financial Intermediation

The ing section d the i ance of fiscal, interest and exchange
rate, and institutional policics in changing the level and composition of savings
between the public, corporate and household scctors. The impact of these changes
on investment and growth depends on the relative case and efficiency of financial
intermediation. The changing pattern of inter-sectoral flows during the 1980s is
shown in Table 2. For cach of the main sectors, net lending can be deduced as
investment less saving. For the houschold sector, investment is assumed equal 10
the value of residential construction for the year."® Estimates of foreign invest-
ment (direct investment and reinvested profits of foreign companies) and of public
investment (adjusted to include Petronas and other of! T-budget agencies) have also
been made.

The figures in Table 2 show that the foreign scctor in Malaysia plays a large
residual role for each sector. When the public sector sharply expanded its invest-
ment and net borrowing requirements in the carly 1980s, it was the foreign sector
that provided the funds. Indeed, the large exicmal borrowings of the NFPE and
government sectors during this period are well-known. There is very little
evidence that the domestic corporate sector was squeezed out. Conversely, when
the houschold sector built up net lending surpluses from 1983-86 (and most likely
in the next two years as well), only a limited amount of this was absorbed by the
domestic corporate sector. The bulk was reflected in a growing repayment of
foreign debts and accumulation of foreign assets.

There are three main channels through which houschold savings have leaked
abroad in recent years. First, households have built up sizcable balances in pension
funds, life and gencral insurance companics and the like. These institutions invest
predominantly in safe assets, such as government securities. By tapping these
domestic funds, while sharply iling its i £ has found
itself with a surplus that has been used to prepay foreign loans. Second, household
deposits in the banking system have risen, driving down interest rates and
providing ample liquidity. In the face of stagnant investment demand, there have
been a number of financial innovations in the market. For the first time, domestic
corporations have been able to issue medium-term notes directly, often using the
proceeds to repay existing foreign liabilitics. Third, the banks themselves have

"See Department of Statistics, Yearbook of Statistics, various issues.
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Table 2
Intersectoral Flow of Funds (% of GNP)

1960 1981 1982 1983 1984 1985 1986 1987

Households
Investment 32 32 36 32 31 29 24 na.
Savings 17.4 154 13.6 149 15.1 142 202 250
Net Lending 142 122 100 117 120 113 17.8

Domestic Carporations
Investment 107 71 70 93 109 72 89
Savings 66 43 46 4.1 59 02 00 46
Net Lending 41 2.8 24 52 -5.0 <10 -89

Public Sector
Investment 137 207 230 236 19.5 172 137
Savings 63 64 67 92 9.7 131 66 42
Net Lending 74 -143 -163 <144 98 -4.1 1.1

Foreign Sector
Investment. 4.0 52 55 45 24 24 2.1 na.
Savings 12 10.1 14.1 125 53 21 03 -8.1
Net Lending 28 49 8.6 80 29 03 -1.8

Total
Investment 316 363 39.1 40.6 36.0 29.7 271 251
Domestic Savings 304 262 250 28.1 307 276 268 338
Foreign Savings 12 10.1 141 125 53 21 03 8.1

Notes: 1. Total may not add to 100 due to rounding error.
2. Rough spproximations are made to include Petronas and other NFPE's in public investmenl.

built up sizeable foreign assets as interest rate differentials between Malaysia and
the rest of the world widened.

3.1 Household savings
The finding that houscholds are largely responsible for the high national savings
rate in Malaysia conforms with similar findings for other East Asian countrics.
The distinguishing characteristic of Malaysia lics in the composition of household
savings, which reflects the nature of Malaysian financial institutions. There is
no detailed fl f-funds data which would permit the capital
accumulation and capital finance accounts for households to be constructed. But
by reference to banking sector statistics, an overview of households’ accumulation
can be achieved.
Data on the sources of funds on which draw are paratively
easy to obtin. In addition to household saving out of income, households make
use of mortgages from the banks and the Treasury and of consumer credit from
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finance companies and cooperatives. As is clear in Table 3, however, three-
quarters of houschold funds are generated through their net savings. The dis-
position of these funds is less easily identified. On average, about 20 per cent
goes into housing; a further 26 per cent goes into the Employee and other provident
funds; 2.5 per cent goes towards building up cash balances to maintain liquidity
for transactions; about 14 per cent goes into insurance companics and other special
savings schemes such as the National Savings Bank, cooperative societies, the
National Unit Trust Scheme and the Pilgrim’s Management Fund; slightly under
one-quarter is deposited in the banking system and the remainder (about 13 per
cent) is unidentified, probably going primarily into foreign deposits, equity in
coopemuvcs and firms and other assets. The residual item also contains all errors
and ions, such as the exclusion of capital ions in land and other assets
or stock accumulation.

Table 3
Household Capital Accumulation Account 1981-87 (Billion Ringgit)

1981 1982 1983 1984 1985 1986

Sources of Funds 11.0 112 12.6 15.1 14.1 159
Housing loans 20 24 1.9 22 27 1.7
Other consumer loans 0.4 0.6 1.0 1.6 L1 0.8
Savings 8.6 8.1 9.7 11.2 103 134

Uses of Funds 11.0 112 12.6 15.1 14.1 159
Housing' 24 29 28 31 2.8 2.1
Currency?® 03 0.6 0.3 0.1 0.2 04
Provident Funds 26 29 2.8 3.8 4.1 44
Bank deposits® 2.5 34 33 3.1 34 31
Other* 1.0 12 15 2.1 22 36
Unidentified® 2.1 0.1 2.0 3.1 14 22

'Includes construction plus onc-third for land.

2Excludes currency held by financial institutions.

3Deposits of other customers in commercial banks and finance companies.

“Includes National Savings Bank, life and 50 per cent of gencral insurance,

Pilgrim's management, Amanah Saham Nasional, rural and urban cooperatives.

SIncludes deposits abroad, holdings of negotiable certificates and other securities

and new equity other than through Amanah Saham Nasional deposits.

Note:  Capital transactions, such as net sale of land or other assets, are excluded.

Source: Bank Negara Malaysia, Annual Report, various issues; for “savings”, sec
Figure 1; for housing, sce Table 2.
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The data in Table 3 indicate the diversity of financial asset accumulation by
households and the importance of special schemes in mobilizing these savings.
A striking feature is the limited extent of asset accumulation in the form of deposits
with institutions that lend directly 10 industry. In Malaysia, increased deposits in
the banking system by houscholds only account for about 4.7 per cent of GNP,
In other high saving countries, a more typical figure is 9.3 per cent."? Instead, far
more Malaysian household savings pass through other channels, with an important
impact on resource allocation. Bodies such as the provident funds, National
Savings Bank, insurance companies and the like primarily invest in government
securitics and other relatively risk-free assets. In practice, it is very difficult for
the privadte sector 1o access such funds without substantial deepening of the
financial system. Thus, the principal channels of saving in Malaysia are oriented
towards mobilizing resources that can be tapped by the public rather than by the
private sector. If government is to play a significant role in direct investment, ag
was true in Malaysia over the past decade, these channels of intermediation are
appropriate. They will, however, acl asa barrier against the government’s new
policy initiative aimed at p It tor led Some
institutional change is requued o funnel savmgs back towards the corporate sector,

3.2 Financing investment

The reverse side of the coin of large houschold savings financing public sector
deficits is low corporate net borrowing and investment, Most fixed investment
in Malaysia is financed through own funds, that is retained earnings or new equity
— only about 20 per cent is borrowed.® This has resulted in a very conservative
debt ; overall the ing sector had a debt/equity ratio of 1.3 in
1985, compared with 3.6 in Korea, 3.2 in Japan, 2.4 in the Philippines and 2.1 in
Turkey. Hence, low corporate savings have been translated into low corporate
investments.

The dimensions of the differences in inter-sectoral flows between Malaysia
and other countries are shown in Table 4. The table shows that the domestic
corporate sector in Korea and Japan during high growth years was investing
more than double the amount invested by privaie Malaysians. The incremental
resources required for such investment came in equal portions from higher
corporate savings and greater mobilization of surpluses from other sectors.
Intermediation of funds for the corporate sector from the rest of the economy
averaged 12 per cent in Japan and 10.8 per cent in Korea compared with 4.5 per.
cent for Malaysia.

VSee Honohan and Atiyas (1989). Figure is an average for Cameroan, Cote d'Ivoire, Ecuador,
Korea, Portugal, Thailand, Turkey and Yugoslavia.
*Department of Statistics, Business Expectations Survey, various issues.
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Table 4
Financing Corporate Investment (% of GNP)

Period Corporate Corparate Net

Saving Investment Borrowing
Korea' 1981-85 9.1 199 10.8
Japan® 1970-74 9.5 215 120
Malaysia 1981-85 38 83 45

'Figures for Korea include quasi-corporate enterprises.

*Non-financial corporations only.

Sources: Bank of Korea, National Accounts, 1987; for Japan, Sato (1987), Tables
16.and 17.

The figures in Table 4 show a vicious circle in the patiern of saving and
intermediation; low corporale savings can only sustain low net borrowings and
hence yicld low investment rates. Part of the puzzle is that the corporale sector
has paid out ial dividends to holds; over third of its cash-flow
in 1987 and almost the entire amount in 1985 and 1986. By contrast, firms in
Japan or Korea pay out very little in dividends. One may speculatc on several
reasons why this should be the case. First, it must be recognized that although

ivi are highasap of cash-flows, the yield is quite low (4-5 per
cent on the Kuala Lumpur Stock Exchange (KLSE)) because of the very high
price/earnings ratio on the KLSE. Government regulation of the stock market,
such as guide-lines for new issue pricing and definitions of Trustee stocks, may
have some bearing on dividend pay-outs. Second, it may be the case that investors
in Malaysia are highly risk averse and opcrate with short time horizons, perhaps
because there are limited opportunitics for diversifying risk and because govern-
ment plays a minimal role in underwriting risk relative to that played by Japancse
or Korean authorities.

At the same time, banks do not readily lend to manufacturing corporations
and require conservative debi/equity ratios because of the volatility in profitability.
In countries like Korea, Taiwan and Thailand which depend primarily on

ing, any loss of competiti in the sector which might result from
rapid domestic wage growth, for example, can be offsct by aggressive government
action to depregi: h rate. Ina I-res based economy such
as Malaysia's, however, both the exchange rate and wages take their cue from
commodity prices. When these rise, as they did in the early 1980s, the com-
petiti of ing can be signi ly reduced. The cyclical patiern
of earnings presents a barrier 10 more aggressive bank lending to manufacturing
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companies and results in the low gearing observed in private domestic cor-
porations.

4. Concluding Remarks

In the coming years, Malaysia's growth strategy is likely to be increasingly
focused on development of the manufacturing sector. This will require sustained
investment to raise productive capacity. This paper addresses the issue of
whether the domestic savings mobilization cffort in Malaysia is well-equipped
1o support such a strategy. One finding is that raising savings is unlikely to be
sufficient 1o raise growth. In fact, because of the existing channels of financial
intermediation, high household savings are likely to result in accumulation of
foreign assets (reduction of foreign debt) rather than higher investment. On the
other hand, measures to increase the profitability of investment are likely to
generate high savings, both from the corporate and from the household sector as
growth accelerates.,

The overall level of domestic savings in Malaysia has averaged 28.6 per cent
of GNP from 1980-87. Of this, 7.8 per cent has come from the public sector,
largely as a result of large revenues from natural resource exploitation — first
petroleum, and more recently natural gas, logs and timber. With the decline of
energy prices, the public savings effort has faltered. However, this has been more
than offset by a dramatic rise in private scctor savings. Our analysis cautions that
this rise is likely to be lemporary. A significant portion can be attributed to the
slow response of consumption to the strong income gains of 1987 and 1988,

y as with the preceding period of stagnant growth. The
corporate sector in particular has uscd this growth 1o rebuild its financial strength,
which had eroded in the recession. For two years, during 1985 and 1986, corporate
investment was financed almost entirely by issuing new liabilitics. Once asset
positions have recovered, corporate savings will likely decline 1o long-run levels.

Households also sharply raised their savings rates in 1986 and 1987, having
adjusted consumption down to expectations of lower future income during the
preceding years of slow growth. These expectations are likely to be reversed once
the vigorous nature of the recovery is confirmed. By 1990, memories of the
recession will have faded and at this point, houschold savings levels are likely 10
decline steeply.

The government has been able t influence private savings through a variety
of instruments, by aliering the distributional balance between households and
corporations. In the early 1980s, the household sector benefited from rising
corporate contributions to the EPF, attributable 10 higher assessed rates and broader
coverage. Wages were also rising in this period and the real exchange rate
appreciated. With the economic recovery and exchange depreciation, the balance
has tilted back somewhat. Net surpluses of the EPF have shrunk as a per cent of
total savings, and profits have recouped their earlier losses. Nevertheless,
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corporate savings in Malaysia remain at low levels and further action is required

to boost p ility. Recent ions in the income lax rate, the
phasing oul of the development tax and the ringgit depreciation will help in this
regard.

As a result of institutional and other policies, Malaysia relies more heavily
on household saving than most other rapidly industrializing economies. High
houschold saving levels can be attributed 10 strong growth performance but not
o lhc prevalcnce of “forced saving” schemes. An outstanding issue is that

for i iating between the hold demand for financial assets
and the corporate sector's liability requirements have not yet emerged. Partly
because of low average corporate savings, there has been little bank lending to
the ing sector. F most 1d savings are ited in
pension funds and insurance companics which invest largely in government
securities. This structure was well-suited to a development strategy oriented
around high levels of public investment. But the incfficiencies associated with
such a strategy have led to a reversal and public investment has fallen off. With
the decline in the demand for funds by the public sector, there has been a con-
siderable surplus of funds available to the government. These have been utilized
10 prepay external loans, but this can only be a temporary expedient. New outlets
for the institutional funds must be sought.
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MALAYSIA: ISSUES IN
CAPITAL MARKET DEVELOPM

Lin See Yan

This paper addresses three specific issues in development of the capital
market in Malaysia. The first discusses the need for domestic enter-
prises 1o diversify the sources of funding for business expansion and
investment directly from the capital market rather than from the
banking sector. The paper then examines the current development and
problems in the secondary governmenu securities market. Finally the
paper evaluates the need for a bold venture capital industry to be
established to encourage and sustain the current industrialization
momentum.

1. Introduction

As an economy develops over time, there will be a growing dependence on the
financial system to play a major supportive role. Concomitant broadening and
deepening of the capital market is therefore essential if real growth is to be
sustained and if capital resources are (0 be allocated efficiently.

In recent years, a “revolution™ has been taking place in the financial seclors
of both the industrialized and less developed countries (LDCs). This revolution
is reflected in various ways: the reduction of government controls on financial

perati the elimination of strict ion lines among different types of
financial institutions; the creation of many new financial instruments combining
the factors of efficiency, liquidity, and riskiness that previously could be enjoyed

only by large and di P the of financial opx

the emergence of financial cong| that combine institutions with a wide
range of specializations in financial activities; and the widespread use of new
technologies based on latest in and icati

All these have been observed in varying degrees in the Malaysian financial system.

This paper does not attempt 1o address all these areas of development. Instead,
it focuses on three specific issues. One, the need for domestic enterprises (o
diversify their sources of funding for business cxpansion and investment,
particularly dircctly from the capital market as opposed 10 the current heavy
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dependence on bank borrowing; two, the current development and problems in
the secondary government securities market; and three, the need for a bold venture
capital industry to be established in Malaysia to help “push” the current industriali-
zalion momentum,

‘The paper first recounts the traditional arguments why Malaysia should scek
10 develop its capital market, while the next section describes the composition of
financial claims and equitics in the market. This is followed by a summary “back-
drop” of the major markets in the country, namely, the equity and the government
securities markets. The next focus is on an evaluation of the capital market, with
emphasis on secondary trading activities. The fifth part then outlines the recent
reforms undertaken in the government securities market and is followed in the
next section by a critical assessment of the current state of the market. In this
same section, some ideas are offered on how the existing system can be improved,
and in what circumstances the establishment of a financial futures markel is
appropriate. The next part broadly discusses the nature of venture capital business
and why such an industry is important for Malaysia. Finally, some brief
concluding remarks are presented.

2. Capital Market Development

The key issue facing policy-makers is not whether market-oriented LDCs should
have capital markets but rather the degree to which Government policy should
aid their development. There appears currently (o be a consensus to dispense
with the view that governments need not actively develop their financial and
capital markets, because financial development is best fostered in response to the
demand for financial services by investors and savers in the real economy.

Although less studied by academicians, greater emphasis is now given (o what
is conventionally termed the “supply-leading” phenomenon: the creation of
financial institutions and the supply of their financial assets, liabilities, and relaled
financial services in advance of the demand for them. Based on our experience,
there has been a distinct shift in the type of “supply-leading” financial
undertaken by the Bank Negara Malaysia (BNM) in the early years of the nation
vis-a-vis those undertaken in recent times. For good part, this shift reflects the
growth in maturity and sophistication of the domestic economy. It also reflects
a shift from the traditional function of financial development, which aims 0
transfer from growth itional) sectors 1o the modem sectors, 10
the function of i ing the level of iency in financial i diation, bol
in the allocational and operational sense.

The main objective of the financial system is (o achieve the structure and rate
of growth of various financial assets and liabilities which are consonant with, and
will induce the optimal characteristics of, real capital stock. There are three major
ways in which the financial system can influence the capital stock for growth
Purposes. First, it can encourage a more efficient allocation of a given total




274 THE MALAYSIAN [ECONOMY BEYOND 1990

amount of tangible wealth (capital in a broad sense), by bringing about changes
inits hip and in its ition, through i diation among the various
types of asset-holders. Second, it can encourage a more efficient allocation of
new additions — investment (0 capital stock from relatively less 1o relatively more
productive uses, by intermediation between savers and entrepreneurial investors.
Lastly, an efficient financial system can induce an increase in the rate of accumu-
Jation of capital by providing increased incentives 1o save, invest, and work.

This in tum implies that an economy without an effective capital or financial
market would suffer the allocational inefficiencics involved in having no
mechanism 1o ensure that capital is allocated where its (marginal) productivity is
greatest. 1t would also fail to achieve an optimal intertemporal allocation of
resources by equating marginal time preference with the marginal productivity
of capital. Saving rates would be adversely affected because of the lower overall
return to capital in the economy, as well as because of an unnccessarily large
spread between the retum to savers and the retum {0 investors.

Consequently, an economy without an effective capital market would suffer
considerable efficiency losses, both static and dynamic. Further, it is also natural
\hat as a market matures, it will be capable of absorbing greater risk in the system,
by transforming and by distributing risks amongst the different types of risk-
1aking agents in the market. In addition, the financial markets would eventually
become the main arena for the implementation of monetary and stabilization
policies of BNM.

3. Financial Claims and Equities

Financial development involves the evolution of financial instruments and markets,
as well as financial institutions. Financial instruments or financial claims fall into
one of wo categories — direct and indirect. Direct financial claims are issued
by non-financial units. They include bonds and g

securities, issued by households, business firms, and governments respectively.
Indirect claims, such as deposits and currency, are created by financial institutions.
These claims are called indirect financial instruments because the depositors or
{enders supply funds that are channelled indirectly 0 ultimate borrowers. In other
words, financial instituti such as ial banks, banks and
finance companies intermediate between lenders and borrowers, of between savers
and investors. They sell indirect financial instruments, such as deposits, and buy
direct claims, such as commercial bills, loans, and government securitics.

Table 1 shows the composition of the outstanding types of financial instru-
ments. It is notable that claims formed the bulk of financial instruments issued
in 1973, 1980 and 1984. The dominance of financial claims implies that the
financing needs of business enterprises, the government and the households
(collecuvely treated here as non-financial sectors) were met through loan or debt
wransactions. Equities only accounted for 9.5 per cent of the total financial
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Table 1
Financial Instruments in Malaysia
Outstanding (Smil) % Composition
1973 1980 1984 1973 1980 1984
1. Claims Against Financial Institutions 14468 51,042 95503 486 484 444
A) Marketable Instruments

Currency Issued 1,870 5,105 6,555 63 48 30
B) Non-Marketable Instruments 12,598 45937 88948 423 436 AL4
Demand Deposits 2,030 5326 8,088 68 51 38
Deposits from Public Sector 1685 6777 10792 57 64 50
Deposits from Private Sector 4625 2162 44600 155 205 208
Life Insurance & Provident Funds 4258 12211 25378 143 116 118

1. Claims Against Non-Financial Institutions 11,530 46,444 99,055 387 441 461

A) Marketable Instruments 5793 17376 3560 195 165 156
Treasury Bills 625 1,416 2,769 21 13 13
Government Securitics 5,168 15,960 30,791 174 152 143

B) Non-Marketable Instruments 5737 29068 65494 192 276 305
Loans to Public Sector 194 7% 1957 06 08 09
Loans to Private Sector 5003 25088  S8I60 168 238 274
Commercial Bills 540 318 4577 18 30 22
Total Claims 25998 9748 194558 873 925 905

ML Equity Securities

A) Marketable Corporaic lssucs 3780 7861 2042 127 75 95
(nominal valuc)

V. Total Financial Instruments 29778 105347 215000 1000 1000 1000
% of GNP (current prices) (1648) (20500  (874)

Source: SEACEN 1986.

instruments issued.! However, Table 1 does not show the amount of claims held
Wwithin the non-financial institution and the financial institution sectors. For
“example, if corporation A had issued $100 million in bonds to corporation B, this
would not be captured because inter-corporate holdings would have been netted
out for the corporate scctor as a whole. However, to the extent that we know
that hardly any significant amount of bonds or promissory notes were issued
during the period 1960 1o 1984, we can neglect this aspect altogether. In the same
- = 0000

Claims against the financial institutions are obtaincd from the liabiliics side of their balance
Mheets, while claims against non-financial insttutions are obiained from the assets side of the

sheets of financial institutions.
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manner, we can confidently say that equities are the major type of corporate
securities issued in the market.

One of the important characteristics of a country’s financial structure is the
extent to which domestic non-financial claims are absorbed or held by domestic
financial sectors. Tn Malaysia, the domestic financial institutions have absorbed
or held an increasing proportion of the issues of domestic non-financial
institutions: from about 39 per cent in 1973 to 46 per cent in 1984 of the claims
against non-financial sectors. Loans to the private sector had risen considerably
from about 17 per cent of all financial instruments in 1973 10 27 per cent in 1984.
In short, Malaysian companies depend primarily on bank borrowings to finance
(heir business operations rather than additional calls-up for capital directly from
the market place or from agents with surplus funds. This mode of financing
reflocts, to a large extent, the minor role played by the capital markets in corporate
finance so far.

The heavy reliance on debt whether through bank borrowing or bond issuance,
can have adverse effects at both the mac: ic and mi ic levels.
At the micro-economic or “firm” level, this often leads 1o unbalanced capital
structures with high gearing ratios. High debt-cquity ratios are unlikely to pose
problems so long as growth can be sustained. Al the macro-economic level, once
growth slows down or there is a significant rise in interest rates (as experienced
in 1985-86), debt servicing charges will strain the company’s cashflow regardless
of its financial acumen, thereby increasing its vulnerability to adverse develop-
ments beyond its control.

It is imperative that as the private sector assumes its place as the permancnt
engine of growth, the role of the capital market must be significantly expanded
to help finance the future development of the real econonty. The financial system
must not be left behind; it must be developed to meet the new challenges. It must
also be recognized that as the country grows, additional savings will be inevitably
generated and this, coupled with an increasing level of sophistication of savers
and investors, would mean that the capital market has to be sufficiently dynamic
and responsive to meet the portfolio desires of these agents.

For the present purposes, the focus will be mainly on the capital market and
its instruments, that is, I will not touch on the short end of the market (or, in
conventional terms, the market for near-monics and financial assets with maturitics
of less than one year).

4. Brief Summary Background of the Markets

The Malaysiart securitics market was practically non-existent until the carly 1960s.
Since then, both the markets for Government securities (MGS) and equities have
grown significantly, albeit in a rather isolated fashion. In terms of primary funds
raised, the MGS market is by far the largest, but in terms of secondary trading
activity, the equity market has flourished by comparison.
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4.1 Equity Market

The buying and selling of shares in Malaysia have been recorded as early as 1870
and represent the first instance of any form of a security market in the country,
‘The first brokers” association comprising four members was founded in 1937. The
types of equities traded were limited (o those of plantation and mining companies,
as these enterprises formed the backbone of Malaysia’s economic activity then.
Concomitant with the emergence of an equity market was a rapidly developing
banking system. The banking sector in the first few decades of the twenticth
century was characterized by a few British banks which provided the basic
services, especially in the arca of trade financing.

As the economy expanded, the banking system also grew with the establish-
ment of domestic commercial banks and other specialized financial institutions,
A satisfactory payments mechanism was thus in place and this, no doubt, has been
an important factor in facilitating the growth of the equity market. The existence
of a well-estblished banking system also promoted bank borrowing as an
important source of funds for the private sector.

As the pace of i i ion picked up, i ly after the 1960s and
1970s, the profile of equities in the market also changed, displaying a growing
d of ial and i i In general, the

stockmarket developed in tandem with the economy. Buoyant external demand
in the post-war years provided a major impetus for corporate and business
expansion and coupled with a concern to keep their gearing ratios at a prudential
level, ics found it ient Lo resort i ingly to ing from the
equity markel.

There has been a discernible increase in the total amount of net funds raised
through the stock market by way of ordinary share issues, bond issues, term notes
and loan stocks, particularly in the more recent years of 1983-84 and 1987-89.
By far, the market was dominated by equity share issues. In the two years 1983
and 1984, funds raised through the market amounted 1o M$3.8 billion, which
exceeded the entire amount raised during the preceding 22 years from 1961 (o
1982. ‘The record number of new issues in 1984 (64 issues with a total value of
M$2.4 billion) reflected the growing tendency for companies to substitute equity
capital for bank borrowing, which had become more costly with rising interest
Tates during a period of relatively tight credit. The shift towards equity capital
also reflected the need 1o comply with the requirements of the New Economic
Policy which was aimed at, among other things, meeting a target of 30 per cent

ip of the sector by the i ity. However, funds
raised through new issues declined sharply in the following two years, falling 10
$195 million in 1986 as a result of a moratorium on new share issues in 1985
and 1986. The moratorium scrved as a temporary measure 1o revive market
Confidence and to enable the stock market to consolidate. In tandem with the
Strong economic recovery and the pick-up in privaic investment in 1987-89 and
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the lifting of the moratorium, nct funds raised through the private sector (consisting
of shares, loan stock, bonds and promissory notes) increased substantially 1o M$1.8
billion in 1987, $2.9 billion in 1988 and $2.3 billion in the first half of 1989.
The publicly listed companies also took advantage of the high liquidity in the
economy to raise funds 10 finance their operations as well as © improve their
debt-equity ratios by substituting equity capital for bank borrowing.
4.2 Government Securities Market
Until the mid-1950s, Government domestic debt in Malaysia was insignificant.
There was little need to borrow as the Government generally kept the overall
account of its budget in balance, ing in the main, the pro-cyclical stance of
fiscal policy. The issue of Government securities was made mostly o meet the
i needs of the Employees Provident Fund (EPF), which was st up in
1951. The amount of Government securities outstanding initially was small,
reaching only $120 million by the end of 1961. In the last two decades, especially
in the 1980s, as a result of the rise in spending under the Government’s develop-
ment programmes and the resultant fiscal deficit, the amount of Government
securities had increased steadily. However, the market had remained skewed
towards the primary issue segment, with liule secondary trading. In general,
the market's growth was highly dependent on a caplive market created by
inistrative and legal requi for most financial institutions 1o invest in

MGS.

Over the years, the maturity structure of G ities had leng d
Since the funds were raised for the financing of development projects in the public
sector, the emphasis had been on issuing longer-term securities. On average, 15-
20 year securities accounted for about 90 per cent of the new issues annually.
Since the initiation of reforms in 1986, however, there has been a shift towards
the shorter and medium-term tenures.

Prior to the recent reforms, the interest ratcs paid on Government securities
had been relatively stable and changes had been infrequent. Adjustments were
of a one-step nature and, gencrally, lagged behind market rates. The absence of
movements in yiclds and the captive nature of the market encouraged the original
subscribers of these securities to hold them until maturity. As a consequence,
the secondary market for G securities has ined relatively under-
developed, although there is always a ready market in papers nearing their
malurity dates.

+ Inasense, the Malaysian capital market is more akin to the Japanese. First,
compare the US and Japanesc experiences in the capital markets. Private stocks
and bonds accounted for about 150 per cent of GNP in Japan, about 100 per cent
in the US. But, there are fundamental differences: in Japan, stock market capitali-
zation comprised nearly 90 per cent of the market or 130 per cent of GNP —
about two times that of 74 per cent in the US; in contrast, the private bonds market
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is virtually non-existent in Japan. In the US, straight corporate bonds accounted
for 15 per cent of the market or about 15 per cent of GNP, making up the core of
the bond market. Not unlike Malaysia, the popularity of equities in Japan is due
mainly to expectation of capital gains. Furthermore, Lhe divergence in price-
earnings ratios (PERs) between Japan and the US reflected the lack of objectivity
or rational criteria in stock price discovery in Japan. Overall, US PERs have
remained fairly constant at around 10; Japanese PERs did remain at about the
US level in the early 1970s, picked up sharply at the start of the 1980s and surged
in 1986 to reach 70 in 1987. In Malaysia, PERs are also relatively high— within
the 20-25 range.

Second, the arbitrage relationship between stock yields and yields in other
financial assets is quite weak in Japan. In general, suxk yields are expecied to
be higher than those of short-term G (these i being
those with the highest liquidity and credit-worthiness). In the US, for example,
stock yields are almost always above Treasury Bill (TBs) yields. In Japan today,
yields on stocks have remained far below those on short term Government
securities. In other words, the formation of Japanese stock prices appears to be
rather independent of the formation of prices in other financial assets to which
they should be related. This is also the Malaysian experience.

Third, as in Japan, Malaysian corporations have relied more and more on
equity funding in raising their external finances. This growing dependence is
bound to reduce profit per stock, thereby enhancing (intrinsically, at least) the
risk of holding stocks. Accordingly, before the corporate bond market can be
developed further, it is necessary from the view point of both the borrower and
the investor to ensure that stock pncm~ are formed rationally, and to rationalize

1gthen the basic arbi ip between stocks and other financial
instruments. Towards this end, both the pnclng and secondary markets for cor-
porale straight bonds should be developed from both the borrowers’ and investors’
view point. That is, as straight bonds are usually safer than stocks, they should
produce higher yields than public bonds. Measures are being taken o ensure this.
The auction of Government bonds should serve to produce an appropriate bench-
mark for the longer term rate structure,

5. Capital Market Instruments, Institutions and Secondary Trading
In order to evaluate the performance of the capital market — that is, the network
of facilities by which longer term funds are raised and allocated, or through which
ﬁnancnal assets are readjusted — it will be necessary 0 examine the structure
functioning of the various of the capital market. Although it is
Posxlhle to identify the components as markets for the corporates, government
and mortgages, their instruments, in principle, are linked through their comparative
returns and normal yield differentials. It may be noted that the * compcuuVE
cohesiveness” of the capital market can be also by an i
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Table 2
Capital Markets: Instruments and Holders

Outstanding ($mil)
1973 1988 % change

MGS 5722.1 55,830.8 975.7
Holders:! (% share)

Social security institutions (572) (60.6)

Banks & finance companies (14.6) (15.8)

Insurance companies (eX) @0

Government sector (12.2) a7

Corporate (0.4) (102)
Corporate Bonds* — 934.0 na
Loan Stock 9.0 7423 82478
Morigages 187.7 9917.5 5,283.7

Commercial banks (59.0) (74.5)

Finance companies (32.9) (23.7)

Insurance ®.1) 18
Cagamas Bonds — 1,300.0 na
Total Long Term Debt 59188 68,7246 1,161.1
Corporate Stock® 13,2833 99,1200 746.2
Holders:"

Individuals = (19.0)

Nominees — (35.4)

Corporate — (32.8)
Total Long Term Securities 19,202.1 167,844.6 874.1

% of GNP (current prices) 106.3% 206.0%

Note: n.a not applicable
—  not available
! List of holders not exhaustive
2 Includes promissory notes
3 Equivalent to market capitalization at current prices.
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of the various financial institutions involved in the several sectors of the capital
market as well as by a study of the financial instruments. Table 2 gives a profile
of the various intermediarics as they participate in the different segments of the
capital market, and of the various instruments in terms of their ultimate owners.?
Data of this kind affords a view of the overall development and relative size of
important segments of the capital market. In effect, this market is being considered
here as the market for trading in “durable” financial instruments — equities,
stocks, bonds and mortgages. Mortgages have been identified separately (to be
distinguished from Cagamas bonds) because they are being viewed as a tradeable
capital market instrument.

5.1 Structure of the Capital Market:

Over the period 1973-1988, the capital market has expanded at a faster rate than
total real output. However, the capital market mix has not shown any dramatic
changes. Housing loans or morigages remain the smallest sector of the three,
although it has expanded phenomenally over the last fifteen years. Note, however,
that while new issues explain the mortgage and MGS expansion, the equity
expansion is explicable mainly in terms of increased price/eaings multiples. In
other words, it is primarily the result of forces in the secondary and not in the
new issues primary market. Further, it is only in the recent years that new capital
market instruments, such as Cagamas bonds, corporate bonds and promissory
notes, have entered the market.

Itis worth noting that the mix of holders of MGS has not changed dramatically.
MGS i (o0 be held i y by social security institutions, parti-
cularly the EPF, and the depository financial institutions, However, there is a
perceptible rise in the holdings by the corporate sector from an insignificant share
of 0.4 per cent in 1973 to 10.2 per cent in 1988. A large part of this was held by
Petronas. The balance was mainly in the form of repose and not dircct purchases.
Apart from the lack of demand from the other groups, this stability in the profile
of holders has not encouraged trading in the MGS market, for pension funds as
investors are rarely net sellers from their portfolio, and financial institutions
generally hold MGS in amounts close to their minimum requirements. The
morigage industry is rather instituti i with the ial banks, finance

ies and life il being the major holders. For corporate
stock there is a more diverse ownership.

“Table 2 is not direcily comparable with Table 1 for a number of technical reasons. Although
Table 2 is easentially a subset of the latter, the type of deta presented relates to those instruments
which are potentially tradeable in the conventional sense (for cxamplo, not demand deposits).
Equity carporate stock in Table 2, in this respect, has been valued at current market prices rather
thas at nominal prices.
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5.2 Secondary Trading:

Financial development economists tend to place rather more emphasis on the
trading in new issues. It is recognized that the placing of primary securitics does
involve net new saving (and investment), or the transfer of funds from surplus to
deficit units. However, the sccondary trading market can be of equal importance
and at some stage, depending on the level of maturity, it can be of greater im-
portance. Active-going markets are indi le 1o the effective marketing of
new issues and trading in outstanding securities is important in its own right
because of wealthholders® constant efforts to optimize their portfolios, facilitated
through the case of asset shifts.

Capital markets, in general, can be characterized by three features: its depth,
its breadth and its resiliency. A market possesses depth when there are orders,
cither actual orders or orders that can be readily uncovered, both above and below
the market price at which the most recent transaction occurred. The market has
breadth when these orders are met in volume, coming from widely divergent
investor groups. And, resiliency exists when new orders pour in promptly to take

tage of sharp and d ions in prices, or in short, when @ price
break occurs. A security traded in a market with depth and breadth obviously
possesses great liquidity. Hence, a significant holder of MGS can readily off-load
a large amount in this market very quickly with little, if any, effect on the market
price. Full order books are ofien taken as visible evidence of depth and breadth.
But actually, all that is required is that there be many potential buyers and scllers
above and below the current rate — or more precisely, a large number of actual
and prospective trades in close, but not perfect, agreement about what is a good
deal. In sum, a market with all three of these chamacteristics is a market of small
price changes and large quantity turnover. It is both an orderly and a busy market.
Therefore, a market which lacks depth or breadth and which receives large orders
sporadically will sec all sorts of price quotes appearing. Such markets, without
price continuity, are said to be disorderly.

These obscrvations, however, should be qualified by the fact that even the
deepest and broadest markets are occasionally subjected to large price changes
and cap have a disorderly appearance. The best market will respond quickly and
completely to new information. Such large price changes are not inconsistent
with depth and breadth, and should be distinguished from large price changes
caused merely by the time sequence of orders.

Resiliency is important to the type of price continuity just discussed. Price
declines promptly bring forth buy orders. Resiliency also reflect the wide diversity
of the market players who evidently hold diverse views of market developments.
Generally, broad, deep, resilient markets are also low-cost, high-information
markets. That is, proxies for trading conditions are transaction costs in the form
of flotation costs, commissions, bid-ask spreads, and the like. It is a fact that
competition and economies of scale among dealers forces narrow spreads in
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Table 3
Secondary Trade in MGS by Primary Dealers
($mil, Nominal Value)

Years of mawrity ~ (1-2) (3-5)  (6-10) (11-15) (16:20) Al

1989

January 111 789 136.4 108.1 1524 486.9
February 16.2 08 359 12 89.5 143.6
March 49.8 68.5 1519 12.5 678 350.5
April = 439 109.9 13 — 155.1
May 02 253 838 18 18 112.9
June 03 114 28.5 — 28 43.0
July 167.0 94 1332 — 30 3126
Total 244.6 2382 679.6 1249 3173 1,604.6

markets with depth, breadth, and resiliency because the active trading and price
continuity in such markets assurcs substantial and relatively safe dealer profits,
And, the narrow spreads in turn reinforce depth, breadth and resiliency by
encouraging transactions.
Although the Malaysian markets have yet to altain that level of maturity and
istication where ive and timely market data are collected and
made readily available for analysis, it is worth mentioning that different-types of
indicators of market quality have been devised to measure price continuity, market
depth, gt ion spread and the ilization rate.’ Although these indicators are
not readily available in Malaysia, it is evident that market quality (as defined) on
the Kuala Lumpur Stock Exchange (KLSE) is at present relatively higher than in
the MGS market. A glance at charts of the NST Industrial Index in the finance
section of the Business Times will support this conclusion. It is notable that both
price rises and declines are supported by substantive volume turnover. On the
other hand, the number of secondary transactions in MGS, as recorded by the
primary dealers in the market, is still small (sce Table 3). The average tumover
in value terms over the first seven months of 1989 was $229 million, about 0.4

The New York Stock Exchange (NYSE) keeps track of these indicators. Price continuity refers
10 the size of the price variation, if any, from one trade  the next in the same stock. Ninety
per cent of all transactions recorded in the NYSE is estimated to take place with not more than
& one-eighth point variation. Market depth indicates the amount of buying and selling pressure
& stock will withstand before its prices changes significantly. The quotation spread is the
difference in price between the bid and offer. The stabilization rate is the percontage of
Ppurchases at prices below or sales at prices above the last difference price.



284 THE MALAYSIAN ECONOMY BEYOND 1990

per cent of its total outstanding value of $59 billion (in nominal terms). In
contrast, the average amount traded in cquities over the same period was $1,152
million or 3.9 per cent of the total outstanding value of equities of $29.1 billion
in nominal terms.

Therefore, a great deal more needs to be done to improve the MGS secondary
market to make it comparable in terms of activity with the equity market. Let me
now turn 1o the reforms introduced by BNM in recent years.

6. Recent Reforms
The lack of capital market instruments and the existence of stable yields on MGS
(until recently) created little desire on the part of investors to shift the composition
of their portfolios, and offered litile room for risk-taking activity (and profits) so
that porifolio preferences remained stable. The market for MGS is basically a
captive market, where the original subscribers held these securities till maturity.

In the first stage of developing the MGS market over the period 1950-1980,
attention was centered on the primary issues market. Various mcasurcs were
undertaken to make MGS a more attractive investment instrument, to widen its
ownership, and develop a secondary markel in these sccuritics. As a result, a
varicty of maturities and yields were introduced. In addition, transactions in MGS
were cxempted from stamp duty; the securities were made tenderable as payment
for estate duty at their par value; and a higher value of commission was made
payable to brokers to encourage their interest in promoting greater activity in

these i ivi holders of MGS are exempt from income

1ax. Mandatory investment in MGS served the two purposes of diversifying the
type of holders, while securing a su:ady source of funds to meet the Government's
budgetary i ina y way. More i y, the EPF,
as the largest provident fund in the country, is required to invest no less than 70
per cent of its total assets in MGS, while MGS were included as “authorized”
assets of the insurance companies for the purpose of meeting their minimum
Malaysian assets i (under the Act, 1963). Furthermore, these
securiiies were made a “trustee” investment under the provisions of the Trustee
Act, 1942. In addition, no limits were placed on the commercial banks, merchant
banks and finance companies regarding the amount of MGS eligible for inclusion
as secondary liquid assets in meeting their liquidity requirements, and MGS with
a matarity of less than one year to run were classified as primary liquid assets.
Further, discount houses were allowed Lo be established on the condition that all
their deposits were invested in either Treasury bills or MGS with a remaining
matarity of up to 3 years (subsequently, the proportion was reduced 0 75 per cent
and the maturity period of holdings extended to five years in January 1989).

The need 1o develop the MGS market to enhance efficiency in the economy
quickly become apparent when the country’s public sector financing deficit rose
1o an untenable proportion of 17.9 per cent of GNP (or M$10.7 billion) in 1982,
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thus prompting a review of the G s fi i of its
resources. The squeeze on the Government’s resources also brought into focus
important issues relating o the overall domestic financial system, namely, those
related to allocative efficiency, the ability to effectively mobilize domestic
financial resources, and the capacity of the financial system to take business risk.
A distortion developed in the system after the deregulation of bank interest rates
in 1978. The rates of return on long-term MGS generally yielded lower rates
than those for much shorter-term non-Government financial assets. This meant
that long-term funds were made available to the public sector at a much cheaper
price than shorter-term funds to the private sector. It should also be noted that
during this period, a large amount of government spending was on commercial
undertakings so that the strength of coumervaﬂmg arguments using social goals
and public good reasons are dimi allhough the
yields on MGS, coupled with y i by major instituti have
helped to contain the domestic debt servicing charges of the Government, there
was a cost involved — namely, the distortion in the allocation of funds.

The state of the MGS market in the post-1978 deregulation period gave rise
1o five areas of concern:

(i) It discouraged the development of an active secondary market in MGS,
thereby limiting the growth of a very important part of the overall capital
market;

(ii) It limited the ability of BNM to regulate and control the money supply and
credit through active open market operations;

(iii) Mandatory legal requircments squeezed and “crowded out” the supply of risk
capital to corporations, by diverting funds o MGS thereby increasing the
premium charged on more risky assets. Since risk-frec interest rates on MGS
have not declined as much as they should have in the recent environment of
low interest rates in the late 1980, the cost of funds for all other medium-
term loans have been raised as well;

(iv) It distorted the interest rate structure of the financial sector (scen as a
second-round effect), as financial institutions attempted to pass the implicit
“tax” on holding MGS (as part of the statutory requirement and liquid assets)
partly to borrowers through higher lending rates, and partly to depositors,
through low deposit rates (thus creating a cross-subsidization effect); and

(v) It underesumawd the full i lmpacl of budget deficits, thereby delaying fiscal

This is parti the rate of interest on MGS is
lower than the perceived market rale which ofien was the case in Malaysia.
This meant the interest charge liabilities of the Government will be corres-
pondingly lower, so that the real cost of the deficit is not clearly identified
in the Budget.

The apparent inefficient allocation of scarce funds in the system made it
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imperative that the MGS yield structure should promptly be made market-related.
Not only will market determined bond yields provide investors with a more
accurate assessment of portfolio choices, it will also create an appropriate
interest rate bench: k, parti ly for long- bonds. To achieve
this long-term objective of a more flexible interest rate regime, the Government
would need to be prepared to accept the uncertainty of a market-determined cost
of borrowing, knowing full well that interest costs will be higher since the Govern-
ment's borrowing needs will have to compete with private demands for funds.

A plan to develop the MGS market was conceived on the recognition that the
successful development of an active secondary market in MGS will simultaneously
require:

(i) appropriate changes in the i of monetary
in order to increase the role of the markcl in providing liquidity for the MGS
market;

(ii) continued progress in reducing the scope of captive markets in MGS by
progressively modifying the statutory requirements and revising related
regulations; and

(iii) modifications in the Government’s debt management strategy with a view
0 moving towards market-related pricing in primary issues, so as to facilitate
secondary trading.

‘The Action Plan consisted of the following steps:
Date of implementation

1. Introduce supportive financial reforms February 1987
2. Issue MGS with market related prices 1987

3. Introduce a principal dealership system for MGS January 1989
4. Auction system for shorter end of MGS primary issues January 1989
5. Auction system for MGS of all maturities

The phased introduction of auctions for Treasury bills/MGS will go a long way
towards meeting demands for both a greater reliance on market forces in setting
rates, and for a wider variety of instruments. In particular, as the auctions based
on actual market conditions take root, the longer term rate structure, with MGS
functioning as the bench-mark, will improve and help rationalize the longer term
private bond rates.

The most important institutional reform was the setting up of a panel of dealers
with whom BNM could conduct open market operations on its own initiative. The
principal responsibility falling on the dealers will be that of making markets for
customers, and underwriting new issucs. For example, when BNM calls for
compelitive bids or offers i i ities, it will be i on each dealer
to respond. A dealer will have l.he freedom to bid or offer at prices of his own
choosing, reflecting his own position in the market.
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With effect from 1987, BNM made its first move to issue MGS with market-
related coupon rates.* The policy of market-related rates has been maintained even
in the current environment of higher interest rates when the first loan of 1989
was issued on a higher yield curve. Over the years, the yield differentials between
the short and long ends of the market have been compressed from 3.6 to 2.05
percemtage points.

The principal dealership system was introduced on January 1, 1989. A total
of 18 principal dealers for Government securities were appointed, consisting of
four commercial banks, seven merchant banks and seven discount houses.® These
dealers underwrite the primary issues of MGS and are obliged to provide two-
way quotations in the secondary market. Only the principal dealers have access
to BNM's rediscount window, while the Bank’s open market operations would
be conducted through these dealers only. As such, BNM's role in the money
market changed to one of maintaining liguidity in the system as a whole and not
responding to the needs of each individual institution. Individual financial
institutions with excess liquidity or which are short of funds will have to squarc
their positions in the market and not with BNM. Institutions and individuals
wishing to purchase MGS from primary issues will have to apply through the
principal dealers.

Securities with maturity periods of up 1o ten years are now issued by way of
auction through the principal dealers, and, as such, BNM no longer accepts
advance subscription for MGS, except from the EPF. However, the longer-dated
issues are still offered on a subscription basis, for the time being.

7. Assessment of Experience with Recent Reforms

The first Government loan stock of 1989 was issued in accordance with the
reforms of January 1989 and served as a bench-mark issue. MGS with maturitics
of up 10 ten years were auctioned through the principal dealers. Given the nascent
nature of the new system, the bids received were extremely diverse, ranging from
90.00 to 100 for the 5-year 6 per cent MGS and from 83.75 to 99.99 for the 10-
year 6.5 per cent MGS. Such substantial ranges of 700 and 1000 basis points

“When the Action Plan was conceived in mid-1986, MGS rates were lower than perceived market
rates. However, when the plan was implemented, market rates had sofiened sigaificantly in the
last quarter of 1986, Therefore, market related MGS meant in effect a shift downwards of its
yield curve relative 10 its preceding levels. By the end of 1988, the coupon rates of new issues
of Government securities had been reduced by a total of 110 2.1 percentage points.

*All the discount houses were transformed into primary dealers. The discount houses traditionally
played the role of providing liquidity to the short end of the interbank money market, To support
their new rolc as primary dealers, they have been allowed 1o hold and trade in moricy market
instruments (MGS, Treasury bills, Cagamas bonds, bankers acceptances and negotiable
cenificates of depasit) of up o five years in terms of remaining maturity, compared with three
years previously.
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would be unheard of in a matured market. This is a clear reflection of the need
for further development of the market.

Trading in general has tended to concentrate on the newer issues of MGS and
the volumes have been modest. As the interest rate levels meved up in recent
months, for Macro-£conomic reasons, some existing holders of MGS incurred
capital losses in their books. The capital loss in the first quarter of 1989 on the
(otal outstanding stock of MGS of M$58 billion is estimated at M$1.4 billion,
However, since current yield levels are still below the levels prevailing prior to
the reforms in 1987, there is in fact a net capital book gain of M$3.7 billion. Two-
thirds of this net capital gain belongs to the institutional funds (particularly the
EPF) which often follow the conventional accounting of booking at cost. Overall,
bond-holders appear to be still better off despite the recent rise in yields.

7.1 Market Thinness

Gpportunitics to trade can only arise if there are 2 large number of players in the
market that hold different and contrasting views of prices and yields. The current
market at the moment still does not have a well-diversified range of players, each
with their specific investment objectives whether short or long term. [t is
necessary to enlarge the number of players to develop the market.

In this respect, BNM has taken steps to increase the number of financial

i allowed to partici in the i market. Originally limited to
commercial and merchant banks, a total of twelve finance companies (with share-
holders’ funds of not less than $30 million) are now allowed to participate. In
addition, selected merchant banks (8) have been allowed to issue NCDs, where
previously, this privilege was only extended to the commercial banks, provided
that they observe a higher liquidity ratio of 12.5 per cent of total eligible liabilities,
compared with 10 per cent for non-NCD issuing merchant banks.

Market thinness can also reflect a lack of choice in the available financial
instruments in the market. Towards this end, BNM has been not only receptive
10 the variety of financial innovations initiated by the financial institutions, but
has also played a leading role in developing and encouraging the creation of
different types of new financial instruments. A striking example is the introduction
of Cagamas bonds which are securitized mortgaged-backed bonds. Floating-rate
NCDs were also allowed to be issued in the market. To complement and support
the development of a secondary market, it is also essential to have a regular supply
of private corporate bonds. It is only in recent years that corporate bonds and
promissory notes have made their appearance in the market. To encourage privaie
sector corporations to source funds through this means, BNM introduced a set of
guide-lines (BNM 1988), with the aim of facilitati the orderly p of
both the primary and secondary markets for private debt securities.

The guide-lines set out the criteria that have to be met for the issuance of
private debt securities, including the making of a viable secondary market in such
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instruments. These guide-lines were issued with the objective of establishing a
clear framework for bond financing; hopefully, this move would encourage
companies (o raise more funds through this channel. Any company wishing Lo
issue bonds will now need to seck the prior approval of BNM.

With the introduction of scripless MGS trading in January 1990, it is envisaged
that activities in the secondary market will increase. Computerized trading
through SPEEDS (Sistem Pemindahan Elektronik (untuk) Dana dan Sekuriti) will
allow a greater variety of instruments and trades to take place. Not only will this
allow a more flexible management of portfolio in terms of speed, ease and size
of investment, but more specifically, it will encourage the participation of more
individual investors.

7.2 Regular and Anticipatable MGS Issues

Previously, Treasury Bills (TBs) were issued in an ad hoc fashion and not in
regular amounts. Since 1986, there has been a regular and anticipatable supply
of short-term securities of given types. Each week, 91-day, 182-day and 364-
day bills at regular amounts of between $100-200 million for cach series are made
available for auction through the primary dealers. It should be noted that in the
US, both short and longer-term bonds are issued on a regular basis, or at the very
least, dealers know that they can pick up these stocks at the next primary issucs,
which are made within a reasonably regular period.
On the other hand, the problems of ad hoc and irreguiar issues of MGS still
ail. Efforts have been made to move away from issuing long term issues of
MGS of 15 to 20 years, but the success has been limited mainly because of the
need to meet the EPF’s legal investment requirements for MGS.
A regular schedule of issues of MGS with standard features would help primary
dealers in their trading position. If the market knows, for example, that 10-year
IGS (or any distinct variety of bonds) will be auctioned off every 8 or 12 weeks
(not necessarily with precision), the primary dealers will be assured of a supply

of selling off their existing 10-year bonds.
Although there was an attempt (o issue MGS on a more regular basis and with
wider range of maturities (especially of the shorter to medium term range), BNM
18s been successful only in 1987 when six issues, as opposed (o the norm of three,
made. The difficulty lies mamly in co-ordinating and smoothing out the
all budget and cash-fl of the G over each fiscal
. Perhaps it is now timely for BNM to raise funds for the Government from
€ market by way of smaller but more regular issues rather than the current
thod of large and lumpy issues, highly dependent on when the Government
lres such funds. But the issues should not be too small, since a certain
um size is required 1o ensure liquidity for the issue. It would also be
ble for the market to be informed of the issue programme for the year in
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advance. In the US, the Federal Reserve Bank informs the market of its funding
requirements for cach fiscal year. In tum, this will help players in the market
plan their financial strategies.

7.3 Inadequate Float

Although there is a sizeable amount of MGS outstanding ($55.8 billion), the actual
amount available for trading is iderably smaller at $17.1 billion, after
considering that 70 per cent of the EPF’s holdings are statutory (which takes up
approximalely $24.8 billion), 60 per cent in the case of the National Savings Bank
(approximately $1.2 billion), and 25 per cent for insurance companies
(approximately $1.7 billion), while the liquidity requirement for the banks and
finance companies takes up anather $11 billioné Given that institutions such as
the EPF in particular tend to hold MGS well in excess of its legal requircments
(exceeding 90 per cent of their i p lio), this available amount is
effectively reduced further. It is perhaps timely to consider discouraging these
institutions from holding “excessive” amounts of MGS. To do so effectively,
viable alternatives that are suitable must be made available.

Technically, this “free” amount, which is not bounded by legal and mandatory
requirements, need not be taken as the real “float size” of MGS. The float, by
definition, is the amounts of MGS which are in cffect actually traded in the market.
In the Malaysian system, this float and the “free” amounts mentioned earlier are
not the same since holders of MGS in excess of the legal requircments do not
trade their excess margins. In matured markets, institutions actively seek oppor-
(unities in deriving additional income by trading on these spare margins.

Furthermore, so long as the system of advance subscription for long-term bonds
exists for the EPF, BNM is obliged to issuc them. The magnitude of the deposits
of these institutions puls pressure on BNM to disproportionately issue long-term
bonds, and at the same time deprives the “unregulated” section of the active market

of ap ially large ( aptive) demand for ities. To promote an active
MGS market, it is clear that the extent of the captive market, bound by regulatory
requi , must be pr ively reduced.

To introduce greater flexibility to the banks in meeting their liquidity

requirements (and indirectly reducing the need 1o hold excessive liquid assets
which include MGS), reduce interest rate volatility caused by temporary and
unexpected shortialls in bank liquidity, and reduce the cost of bank operations,
the commercial banks, merchant banks and finance companies have since 1987
been allowed 1o “average” their holdings of eligible liquid assets in computing
\heir liquidity requirements (by holding, on the average, sufficient liquid assets
-
“These figures are only indicative. To the extent that financial institutions hold other types of
liquid assets, the amounts will be understated, but to the extent that EPF and insurance
companies hold MGS in excess of their requirements for prudential reasons, the amount will
be overstated.
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to the i i holdings over the entire stretch of cach

llqludjly period — that is, from the 1st to the 15th, and from the 16th to the end

of each month — instead of observing the minimum requirement daily). The

procedure for averaging involves both the primary and total liquid asset holdings

and, for the purpose of compliance, a variation of up to 2 percentage points below

and above the minimum requirements only would be taken into account in the

of the liquidity i Recently, the banking system has also

been allowed to hold its stattory reserves on the basis of an average over the

reserves period. A variation of up to 0.5 percentage points will be taken into
account in the computation of the statutory reserves requirement.

7.4 Unexplored Opportunities under Present Settlement Procedures
The present settlement procedure is extremely flexible in that the day of settlement
of deals is fixed mutually between the transacting parties. Almost all of the present
trades are for cash or immediate sculement, although some are done on a weeklong
settlement period. The advantage of having an unregulated seitlement procedure
is that dealers are then allowed to undertake hedging activities, For example,
suppose I buy 10-year MGS for 99.5 today for settlement 7 days later. However,
Talso want to hedge against a possible risc in interest rate next week which could
mean a capital loss for me. To protect myself, I can short sell 8-year MGS simul-
taneously. Since a general rise in interest rates will usually affect the prices of
bonds across the board, I will be able to hedge against any losses. Although the
degree of hedging will be d ined by the yield di ials or the “basis”
between the two types of MGS, a near perfect hedge can nonetheless be built by
changing the varieties of MGS, and the amounts sold and bought continuously.
Indeed, my position can be i and changed i ly with any new
in the market it For this to occur, dealers must be willing
to exploit all the possible opportunities in the market. This will require a great
deal of technical skills on the part of the dealers in monitoring a particular stock’s
volatility and the calculation of changes in its prospective yicld on a continuous
basis. In addition, dealers must be well-versed in the different types of arbitrage
possibilitics available in the market.

7.5 Futures Market

Being able to change and hedge one’s position in the cash market with an extended
settlement period is almost like operating on a futures market. However, capital
risks may be better managed by hedging activities through the use of futures and
options. This will involve taking positions in an asset that will have offsetting
gains and losses. Thus, a position in MGS can be hedged by taking an opposite
Position in a stock option or a financial futures (interest rate) contract. For a
futures market to work, the party offering the option is required to take an opposite
view (or have precise expectations) of the market at a period of time in the future,
Whether favourable or unfavourable.
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A futures contract is simply the purchase or sale of a commodity (in this case,
a financial commodity) with settiement on some date in the future, It is equivalent
10 a forward market except that a futures contract is dealt via a recognized ex-
change. The advantage of a futures contract is that it is a homogeneous product
in the market known to a!l buyers and scllers, unlike that of a forward contract
where the characteristics of the product are specific to each transaction. Further,
there are no credit worries because in most future exchanges, counterparts do not
deal directly with each other but through the intermediary of a recognized
exchange.

There are three major reasons why people should be interested to enter into
futures. The first is because agents would like to hedge their positions. This is
known as a “natural” transaction. Let me give you two institutional examples
from the 1JS bond market.

A. ABC Corp. knows it wants 10 borrow $100 million in three months’ time.
Interest rate on 10-year bonds is 10 per cent and ABC Corp. can borrow from
the market at 10.5 per cent, which it finds acceptable. Tt can choose to borrow
now at 10.5 per cent or it can short 10-year bonds for three months settle-
ment. Suppose interest rales go up in three months' time: 10-year bond
becomes 11 per cent and ABC Corp. can borrow at 11.5 per cent. Assuming
that there is a constant relationship between the cost of borrowing and the
bond rate (neglecting margins cost and commissions), the effeciive cost of
borrowing for ABC Corp. will remain at 10.5 per cent, even with the risc in
interest rates.

A Pension Fund expects interest rates to fall in three months time. 1t would
like to invest at the current rate but does not have the funds. However, it knows
from experience that there will be an inflow of $50m from contributors in three
months time. Therefore, the Pension Fund can take out a long position for
settlement three months later, 1o take advantage of what it perceives is an
interest advantage position. Conversely, if it expects both large payments and
interest rates 10 rise, it can take up a short position.

=

The second reason why people buy futures is because they arc speculators

ially, g They are risk-tak because they are prepared to bet on

the opposite side of the “natural hedgers”. This group of agents must be present

for the viability of the futures market. The third reason is that they are traders

(called “locals” in the US bond market) who eam commissions from executing

orders for clients or by taking positions themselves. Sometimes, people do also
speculate on their hedged positions!

7.6 Essential Ingredients for a Futures Market

It is essential that the underlying cash/spot market for the MGS instrument is
highly liquid. Prices in the cash market determine prices of futures. This implies
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that even before attempting to set up a futures market, the cash market must be
wide and deep which will help to create the liquidity needed. In addition, there
cannot be absolute certainty about the future price of bonds or the level of interest
rates. Neither can there be total agreement on how the market will behave in the
fuwre. Indeed, even a small diversity in price expectations will creale oppor-
tunities for trade. It should be emphasized here that the creation of a deep cash
market requires this same lack of absolute certainty and general agreement about
future price trends.

Futures markets operate on low margins, so that the ease of cornering a
financial product (a specific contract) is increased. It is precisely because of this
that a financial future contract is made up of a basket of different varieties of
bonds. However, a basket-type of futures would not make comering more difficult
if the size of the float of each component of the basket is itself small. It must
also be realized that it may not always be easy 1o get out of a futures contract.
On most exchanges, there is a daily limit on the price movements of each type of
contract both ways.

Lastly, it is necessary 0 i and afree ing market (by
way of loan or repurchase agreements). This is not only necessary for the adequate
functioning of a futures market but even for a cash market. For example, investor
A approaches Trader B for a market in 10 years and B quotes 99-101 in $5 million.
Investor A decides to buy $5 million at 101 for settlement tomorrow. Trader B,
however, does not have any 10-year bonds but is both prepared and allowed 1o
borrow from the EPF (of course, at a price and duration determined by both
parties).

Tt is clear from these obscrvations that what happens on the cash market is
paramount. The establishment of a futures market would not help unless the cash
market is already functioning adequately. This is, of course, not 1o deny that a
futures market will enable the cash market to perform better. But there is no
“chicken and egg” problem here: the cash market comes first. Indeed, the several
ingredients required for the success of a futures market in good part are the same
for a successful cash market.

To repeat, a diversity in views (however small) is absalutely reqmr:d in any
type of market. This diversity can be by the
of players with different portfolio requirements and objectives. As such, the
participation of larger social security institutions, such as EPF and SOCSO, must
be encouraged. At the same lime, portfolio management activities and different
kinds of investment instruments (such as unit trusts in gilts and MGS, corporate
bonds and notes) should be promoted.

8. Venture Business and Capital
Venture capital activity is now at an unprecedented level in the industrialized
countries of Europe, America and Japan. Its emergence in good part reflects the
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need (o take bold decisions to invest in the newer technologics in order to stay
ahcad of the ition in an i ingly i ional ket-place. To the
extent that the Malaysian economy is also undergoing structural changes, it may
be timely to pay greater attention to the gains which can be derived from having
a domestic venture capital industry. However, we must be careful 1o be able o
distinguish between the different types of venture capital businesses so as 10 casure

f - . 5 d

that only those which are app for the are pr
To be precise, Malaysia is and has been moving away from a primary commodities
based cconomy to one which is dependent on manufacturing. In order o make
that great leap forward and to give grealer momentum 1o the pace of industriali-
zation, venture capital may indeed be made to play a vital role, by placing the
cconomy in a direction which will provide the much needed dynamism. It has
been proven in several countries that the establishment of a strong venture capital
industry can contribute significantly towards creating a stronger equity base for
industrial development, and in mobilizing private risk capital for investment in
ically in ive projects, k P with sound busi-
ness plans and high growth and profit potential, but with limited capital resources.
Malaysia’s Industrial Master Plan, 1986-1995, had identified several serious
problems adversely affecting the sound development of the manufacturing sector
in Malaysia. These include a low level of technology and lack of indigenous
capability for technological mastery and an insufficient supply of engincer/
technical level manpower that are able (o absorb and improvise technology from
foreign sources.

8.1 What is Venture Business and Venture Capital?

Although not clearly defined, venture business refers 1o knowledge-intensive and
innovative small business. One of the most important problems in venture
business development is fund raising. By its nature, this type of business generates
large capital demands for R&D and trial production of new products. Itis often
the case that its R&D field is so A that the inspection and evaluation know-
how has not been established. As a result, direct investment through a venture
capital company is not always suff ficient.

In board terms, we can take venture capital to mean the investment of long-
term, risk equity finance where the primary reward for its providers (the venture
capitalists) is an eventual high capital yield* The sources of venture capital are
many and varied, ranging from the entreprencur’s Own savings, or those of
relatives and friends, through independent or government venture capital funds
and equity arms of banks (that is, specialist subsidiaries providing equity types

e o,
*A venture capital investmentis illiquid, that s, nol subject t0 repayment on demand as with an
averdraft or following a loan repayment schedule. The investment is realized only when the
company is sold or achieves a stock market listing. [t is lost when, a5 sometimes occurs, the
company goes into receivership or liquidation. Venturc capital isrisk finance in the extreme.
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financing packages). Another particular feature is that the venture capitalist usually
has a continuing involvement in the business of the “customer” after making an
investment. This does not mean management interference, but a venture capitalist
will seek to protect and enhance his investment by keeping close to the entrepre-
neur and his team in an active supporting role. This style of operation is in marked
contrast to that of a banker or a development banker. It also differs radically from
the approach of a stock market investor, who can buy and sell at will, and rarely
even meets the management of his investment. This approach is commonly known
as “hands-on” afiercare management.

Although venture capital as an idca has been around for a while, the number
and extent of activities forged between the entreprencur and those who supply
capital, have not developed o any significant degree in Malaysia. Entrenched
culuual and institutional factors are the mam obstacles (o this innovative financing

The prevailing conservative, i d-looking business culture and
practices in our business ities is reflected in a to share manage-
ment control with outsiders. More importantly, there is no tradition of co-
operation between the ideas-man and the professional manager. That is why it
is difficult to find initial seed capital financing. The problem has to do partly with
the fact that our local banking system tends to do mainly collateral-based financing
and in part, the avoidance by banks (o take risk even at times when investible
funds is plentiful, as is the case today. To the extent that the capital market is
not well ped with a and ive existing ism for venture
capital firms to cash out their investment, their growth is being discouraged.

Despite the fact that foreign venture capital firms have shown interest in
Malaysia (and Thailand), there are insufficient domestic counterparts with a similar
degree of interest. At the moment, there are very few venture capital joint venture
companics in the country. All of them have not been too active. We also have a
Technology Park, established recently in 1988 10 encourage R&D on products
with significant industrial and commercial value. Its success will be measured
not only by the number of products which come out of the Park but by the num-
ber shown to be truly commercially viable. However, 1o the exient that the tenants
of the Park continue to encounter difficulties in oblaining financial assistance from
the banking system to fund their projects, the potential of the Park will be limited.

Itis now timely to promote the activities of both venture businesses and venture
capital ies. The Gi , on its part, is itted to providing special
fiscal incentives to promote their growth. These incentives were passed by Parlia-
ment in October 1989. More specifically, we will need a venture capital fund
facility for the Park. At present, studies are being proposed 10 establish a vanlure
capital financing facility aimed at the of
oriented technol projects, i ly those i ing small and mcdmm
enterprises (SMEs). Apart from reviewing the possible gaps in the existing
financial system in providing funds for venture businesses, resort 1o the stock
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market as a potential source of funding for the SMEs and as exit routes (through
flotation) for venture capital investors needs also to be examined.

In sum, the existence of venture capital would provide medium-term risk
finance for commercially oriented risky P projects y 10
the finance traditionally provided by the existing banking system. Easy access
10 a varicty of well-functioning and flexible venture capilal finance facilities is
essential 1o bridge the gap. Hence, the main focus would be on providing finance
for risky technology-based firms which are cither seiting up or expanding, and
whose growth begins 10 outstrip internal financing resources, or which may find
it unsuitable or difficult o borrow sufficient funds for growth from conventional
sources.

9. Conclusions

In the next few years, the domestic savings-investment gap is likely to remain
small so that there will be no serious imbalances in the current account of the
balance of payments. In other words, aggregate demand for and supply of capital
funds will be equalized. This reflects well for the country as a whole. However,
we have 10 look beyond the aggregates since it is almost certain that there will
be compositional and structural changes in the capital funds market.

One striking feature which will manifest itself increasingly over lime is the

izing of G di As a matter of policy, the Government
is already committed 1o promoting private initiative as the main engine of growth.
This immediately implies that there will be a much smaller public sector borrowing
requirement. To a large extent, the reduction on the expenditure side reflects the
Govemnment's plans to privatize further and the continual exercise of prudence.
“The fact that the Government will no longer absorb large quantities of funds will
resull ceteris paribus, in the creation of a vacuum on the demand side for funds
from the financial system. This will have important effects on institutions which
mobilize substantial savings, particularly the EPF. The EPF is the largest single
mobilizer of forced savings in the system and the bulk of its assets is held in the
form of MGS. The previous and existing convenient set-up, whereby large
demands for i ionary ing by the Gi are met easily and
directly by EPF's funds, is likely to be changed in a significant way. As such,
there is needto find alternative avenues of investment for the EPF's funds when
the Government’s financing needs are materially reduced. The problem is likely
10 be aggravated given that the amount of investible funds that must be mobilized
to fund private investment is expected 10 be much higher than in previous years,
based on the need for ined overall ic and employ growth.

To counteract against any adverse effects, which may arise from the shrinking
of the public sector as a major source of claims on the financial resources in the
economy, the capital market would need (o be rapidly developed in a well-
balanced and integrated manner. This means that, as far as practicable, all
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segments of the market must be simultancously developed. In this paper, I have
already identified five major areas which need to be developed further.

Firstly, the equity market must continue 0 expand to mect the needs of
mvesloys and savers. Secondly, the number of financial instruments must be

through the of the corporate bond market. Different
hybrids of debt securities other than straight corporate bonds, such as commercial
papers, convertibles and possibly warrants, must be encouraged so as to widen
the choice of available financial instruments for both borrowers and investors in
these debt i In this way, p of both savers and investors will
also be optimized. In this respect, the establishment of @ credit rating agency in
the near future is timely. Its presence will fill a market need to more efficiently
price bond issues in accordance with their true credit standing, thereby encouraging
companies to raise more fixed rale funds directly from the market (as opposed o
the present heavy dependence on equity and bank borrowing) and at the same
time, promote investors’ demand for papers. It is expected that a credit rating
agency would be set-up in Malaysia by June 1990.

Thirdly, trading in the secondary MGS cash market must be enhanced to
increase liquidity and allocative efficiency in the market. Fourthly, the feasibility
of establishing a financial futures market should also be studied. Such a
feasibility study will focus on the timeliness of setting up such a market, the types
of financial futures contracts that will attract interest and, if feasible, what needs
1o be done to bring about such a market in the country. Finally, the encouragement
of a rapidly expanding venture capital industry (to promotc medium-term funds
for high-risk technology-based ventures) will complement the development of the
longer end of the capital market. Such an industry will also have positive benefits
on Malaysia's pace of industrialization.
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Commentary

R. Thillainathan

Introduction
We have heard two ive and 11 ions by Dr. Homi

Kharas and Dato’ Dr. Lin See Yan. There is little that I disagree with what they
have said. This happy coincidence of views, far from making the life of the
commenlator easy has made it doubly difficult. Under such circumstances, I can
either end up being repetitive in my comments or with litle to add to what they
have said. Since I have to say something, please put up with me if I am a litte
repetitive. In keeping with an important goal of the convention I will focus on
issues rather than on methodology or findings. But this has been made possible
because I have no disagreement with the authors on these areas.

Comments on Dr. Homi Kharas’ Paper

Relationship between Savings & Growth

On the relationship between savings and growth the author's views are as follows:-

a) That raising savings is not sufficient 1o raise growth.

b) But that as growth accelerates (which is possible through the pursuit of the
right policies), it should generate the required savings from the corporate and
household sectors or even from foreign sources.

¢) The implications for economic policies are therefore obvious. What is neces-
sary for high growth is the creation of the right environment for entrepreneur-
ship and effort as well as for savings and investment.

Current Savings Rate

On the current savings raie the author states:-

a) That Malaysia’s current savings rate is high.

b) That a large portion of these savings is cyclical o transitory.

©) And that these savings can be expected to disappear by 1990 once the process
of rebuilding assets lost in the recession is over, and when expectations of
high growth are revised upwards.

d) So what do we do? The author has cautioned that the principal and soft options
for raising savings, namely through “forced” savings, or “forced” increase in
interest rates, or “forced” depreciation of the currency, should be avoided as
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they can cause irreparable damage to the economy. I share his views fully in
this regard.

Household & Corporate Savings

On household and corporate savings the author states:-

4) That in international terms the relative size of houschold savings vis-a-vis cor-
porate savings in Malaysia is on the high side.

b) That this is so because of “forced” savings and the payroll tax that cmployers
pay as part of such “forced" savings.

¢) That “forced” savings have not led to an increase but may have in fact led o
a decrease in overall personal savings.

d) And the low corporate savings and the conservatism of Malaysian bankers,
as evidenced by the lower debt to equity ratio in Malaysia compared to the
corresponding ratios for Far East economies, have led to lower corporate
investments as a percentage of GNP, again as compared 1o the rates prevailing
in the high-growth economies of the Far East.

Funnelling Savings to the Corporate Sector
On funnelling savings to the corporate sector, the author has this o say:-

a) That low corporate savings have led to low corporate borrowing and invest-
ment. The large houschold savings have been tapped in financing the equally
large public sector deficits in line with the development strategies of the 1970s
and carly 1980s which treated the public sector as the vehicle for the restruc-
tring of the economy and as its so-called engine of growth,

b) The author has pointed out very clearly that to-date the principal channel of
savings in Malaysia is oriented towards mobilizing resources that can be tapped
by the public rather than by the private sector. As the past, development
strategies have been found wanting, and now that increasing reliance is being
placed on the private sector as the engine of growth, the author states that
institutional and policy changes are required to funnel savings back towards

the corporate sector.

¢) The capital market reform of the late 1980s highlighted by Dato” Dr. Lin in
his paper may provide one ism for i hold savings,
including those mobilized by the Empl Provident Fund (EPF) and the

like, 10 the corporate sector. This will require that institutions like the EPF
participate more actively in the corporate bond market. The development of
the corporate bond market is now being encouraged by Bank Negara Malaysia
(BNM). A higher percentage of EPF’s resources should also be invested in
cquities than is being presently done. But for prudent reasons, such invest-
ments must be carried out over an extended period of ime and with an cye
for underlying market trends.
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d) As pointed out by the author, in the carly 1980s, the higher EPF rates and
broader EPF coverage, rising wage rates and the appreciating Ringgit, had led
to the biases in the composition and the utilization of savings by altering the
distributional balance between households and corporations. From the mid-
1980s, the big correction in key factor and asset prices, deregulation, as well
as reductions in corporate tax rates are improving corporate savings and
investments. To reinforce these trends we must continue 0 deregulate the
economy, reform the tax structure and even possibly reduce the EPF rate.
These suggestions are in line with the author’s own views.

Commeénts on Dr. Lin See Yan's Paper

Dr. Lin See Yan's paper is an excellent presentation on the Malaysian capital
market. It is comprehensive, describing in clear terms the current state of the
market, the major reforms that have been undertaken in the late 1980s, and the
rationale for these reforms. BNM has played a key role in bringing about these
reforms which may have even put us ahcad of Singapore in some respects. In
what follows, in view of its importance and its relationship to the issues raised
by Dr. Homi Kharas, T confine my remarks to the developments in the bond
market.

The Pre-Reform Bond Market

First let us look at the pre-reform market:-

a) There was an official or administered yield curve (AYC) for government bonds
— these bonds were almost the only type of bonds issued and traded in the
pre-reform environment.

b) BNM quoted two-way prices around the AYC.

¢) BNM supported the AYC by buying or selling bonds, within limits, at
redemption yields or yiclds to maturity (YTMs) implied by the AYC.

d) The market for bonds was largely a captive one to the extent that investors
were prepared (0 hold bonds only up 1o the quantum required by statutory
requirements.

€) The demand for bond holdings in excess of the statutory requirements, espe-
cially from investors who were not subject 1o any regulations, was minimal.
Tt was this consideration which made it possible for BNM to suppon the AYC
withou serious difficultics.

f) The sale of new issues of Malaysian Government Securities (MGS) or govern-
ment bonds was by advance subscription.

8) The market for corporate bonds was almost non-existent. This can be attributed
to the high transaction costs, in the form of high stamp duty and brokerage
commissions.
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The Post-Reform Bond Market

What is the situation prevailing in the post-reform bond market?

a) A system of primary dealers (PDs) has been set up. ‘The PDs are required to
underwrite all primary issues but not necessarily at par value, that is, while
the coupon rates are fixed, the PDs are allowed 1o quote their own bid prices.
This is what ensured the willingness of the PDs to participate in the primary
issue market even in the uncertain interest rate environment of 1989, If this
basic principle of a market-determined yield curve had not been adhered to,
the system of PDs would have collapsed even before it was launched. And
BNM must be congratulated for upholding this principle for otherwise the
reforms of the capital market it has been undertaking in recent years would
have been meaningless.

b) The sale of new issues is by auction and the allocation is related directly to
the bid prices reccived. This consideration, and the fact that PDs are allowed
1o make the bid either at a premium or a discount, imply that issue size and
YTM:s are market-determined, unlike the situation prevailing under the advance
subscription system.

¢) All PDs are required 1o quoie a two-way price for bonds which, in theory,
should ensure that a secondary market exist for bonds.

d) Corporate bonds can now be traded in the inter-bank market on the same terms
as MGS, that is, these bonds are also exempted from stamp duty and are subject
10 the same brokerage fee as MGS. This means that, unlike the previous
situation, the market environment has now been liberalized 1o a great extent.

Further Developments

‘What are the bond market developments in the pipeline?

) A scripless trading system is to be introduced.

b) A rating agency is 10 be set up to review and establish the credit rating of
cach issuer and each issue on a regular basis.

And Yet Why Has The Secondary Market Been Inactive After

Iis Strong Performance in 1987 & 19887

a) There is as yet not enough expertise amongst investors and fund managers.

b) The lack of a futures or options market does not enable investors and fund
managers to hedge or 1 take a position. One can of course take a position in
the cash market but the investments required are much larger. On the other
hand, in a futures and options market, as trading is based on margins or
premiums, the cost of investments is much lower. Therefore, the futures or
options market will be more liquid then the cash market. And the existence
of a futures or options market will enable investors and traders 0 take positions
or hedge their positions in the cash market.
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c) In this regard it is indeed heartening to note from Dr. Lin's paper that the
authorities have a full appreciation of the role of the futures or options market.
The absence of a futures or options market can in fact stunt the growth of the
cash market by forcing investors to double-up as speculators, which they may
or may not be willing to do. Therefore we hope that a market in financial
futures will be set up in the not too distant future.

How are We Ahead of Singapore?
Singapore’s Central Provident Fund (CPF) is its biggest supplier of long term
[unds Just like lhc EPF here. However, the yield that the CPF receives on its
in Gi Securities (SGS) are based on a floating
rate. These floating rate yiclds are equated to the weighted average of the savings
and 12-months deposit rates of the four leading banks. As CPF funds are long-
term in nature, they should not be treated like the short term funds of the banking
system. A persuasive case can be made for the simultaneous development of not
only a fixed rate but also a floating rate and an index-linked bond market.
However, to go only for the floating rate system as is being done in Singapore
for the CPF funds, is an extreme solution. In any case, if the government is to
issue floating rate bonds, its yields should be related to the yield on Treasury Bills,
and a premium has to be paid to the subscriber over the Treasury Bill rate 10
compensate for committing funds for long periods.

I have brought up the Singapore case only because certain economists have
advocated a similar treatment for the EPF funds in Malaysia. If that is adopted it
will be a grave mistake for the reason discussed above and the fact that, unlike
Singapore, in Malaysia there is a budget deficit and the government is a net
borrower on a very very big scale. Therefore, the distortions caused in the capital
market will be even more pronounced.
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THE MANY FACES OF REDISTRIBUTION:
A SELECTIVE REVIEW OF
INTERNATIONAL EXPERIENCE

Shahid Yusuf*

Over the past thirty years, several strategies have been adopted to
alleviate poverty and lessen income inequality. This paper reviews
the experience of several countries in this area and offers suggestions
10 developing countries for the nineties.

1. Introduction

Policies that reduce the incidence of poverty can also result in more income
equality but this is not always the case. There are instances where incomes have
risen across the board, lessening poverty, without making a noticeable impression
on distribution. In many developing countries political sentiment favours greater
egalitarianism for the sake of industrial peace, but this is a long-term goal. The
immediate concern is with measures which will alleviate poverty. Over the past
thirty years, several strategics have been deployed and much experience has
accumulated. Earlier hopes have been tempered by the meagreness of gains and
expeclations are now pitched lower. The paper atlempls to trace the recent
thinking in this arca’ with particular reference to the industrialized leaders in the
field; it examines the efficacy of the various mechanisms of redistribution, direct
as well as indirect; and it offers a view regarding the choice of policies for the
nineties by developing economics.

Redistribution can take several forms: it can involve transfers between groups
in order 10 guarantee the less well-off a minimum living standard; it can cntail
life cycle income hing through int i transfers, when younger
workers support retirces through taxes and social securily contributions; by

*The view expressed here are those of the author and not of the World Bank. T am grateful to
Shahid Javed Burki, Ehtisham Ahmad and Homi Kharas for their comments and o Tejaswi
Raparla for assistance with statistical tests.

'No account is taken of the theoretical advances in this very lively field, Those interested in
some of the knotty conceptual issucs relating to living standards might peruse Sen (1987). A
broader review of theorctical concems relating to social security can be found in Atkinson (1987).
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decreasing savmg: or borrowing externally, current consumption can be ml%d
finally can be through an accelerated d

of natural resources that constitute a nation’s stored wealth. Each of these can
raise the living standards of some or all groups within a country but by modifying
incentives and the future avai y of they can infl; the pace of
economic growth, which ultimately determines whether a certain level of welfare
is sustained over the long haul. Much of the debate that has swirled around
redistributive tax and expenditure policies originates from the tension generated
by transfers aimed at raising the consumption levels of the poor. Beyond a point,
transfers can blunt the incentives of those who must surrender resources being
redirected 1o the poor and erode the economy’s growth potential. They can also
breed a welfare mentality, which discourages recipients from secking work. For
nearly three decades afier the Second World War, the urge to redistribute appearcd
1o have the upper hand because it apparently left the growth impulse unimpaired.
But the crises and economic turbulence that have marked the past fifteen years
have brought the trade-of[ into sharper focus and aroused, in addition, a fair
measure of political opposition to redistributive action.

2. Welfare Triumphant

The immediate poslwar decades were distinctive in several respects: both
and ies enjoyed y rapid growth fuelled by
rcmarkablu gains in pmduu.xvuy as well as low and stable commodity prices.
Among the industrial nations, the experience gained in managing production
during wartime; the multiplication of controls over resources; and the perfecting
of new institutions for manipulating welfare, set the stage for interventionist,
Keynesian macro policies and laid the foundations for the welfare state, By taming
the business cycle, cutting unemployment to the minimum and making possible
a sustained increase in real incomes, post-war Keynesianism provided the
necessary economic and political backdrop for welfare pollcxcs > Atthe level of
ical change and in the fifties and

sixties, tmnsfurs to the aged, the unemployed and the poor seemed affordable both

in terms of tax burdens as well as the dilution of incentives. Whnle consisient
of was one factor i g the adopuon
of redistributive initiatives, the tacit ition between nval i and

Skidmore (1981: 2). It is noteworthy that the redistributive effect of the x system in many
developed countries has become m:gl.lg:hlz: (Atkinson 1983: 84-7), In developing countries,
tax systems are at best proportional.

Gilpin (1987: 357), Rivlin (1975. 6). Japan lagged behind other industrial countrics in the
Provision of pensions, child allowances and other bencfits. Health care benefits for all citizens
were legislated in 1958 and since the seventies Japanese welfare entitlements have approached
Pparity with those in the West (Calder 1988: 349-50).
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communist systems also exerted a pull. Socialist economies seemed in full bloom,
apparcnlly registering gains as convincing as those of the West with a far smaller
dispersion of incomes* and providing their citizenry with comprehensive income
security, education and health services.

Another force influencing postwar receptivity towards welfare programs
promising greater equality was political. Active and vocal parties representing
different segments of the political spectrum, increasingly muscular labour unions

and sop Y, P d a more inf¢ d and
ggressive participation by poorer scgr of the society.® To put it differently,
the new politics began to erase traditional grad: ions of status and i

Once the inherited social hierarchies and the claims of the established clites were

questioned, the equity of ic ar that ioned poverty and

enormous variations in life chances were soon exposed Lo public pressure.
The industrial nations retained the concept of free choice and much of the
market system, but in most countries, the fiscal and regulatory powers of the state

were greatly enb d. From an ially list position which assured
cquality before the law, the Western countries were pushed by economic
i and social aspirati closer towards a position where the state

attempted to assure each citizen the semblance of equal opportunity. The Western
democracies stopped short of a redistributive stance that would have provided
the equality of result,? partially achieved in the socialist countries, and in doing
so they highlighted the limits to redistril ion in a market economy.”

3. A Turning of the Tide

Free markets are predicated on the existence of and trade in property rights, As
the recent experience of the East European countrics and of the People’s Republic
of China shows, & dynamic market system requires well delineated and legally
buttressed, private property rights. So long as private ownership or leaschold
privileges are indistinct or entwined with those of the state, the capabilities of
the market mechanism cannot be completely realized nor can individual encrgies
be fully d 1o the task of production or ' Where the redistri-
butive practices of a market centred, welfare state result in extensive appropriation
and transfer of private property through fiscal levies, individual initiative is bound

S —
“Fhe absence of property incomes had an cqualizing effect as well.

Rivlin (1975: 1).

“Nevertheless, from around the time of the Great Depression in the thirtics, a minimum guaranice
was provided (Wilbur Mills in Skidmore. 1981: 5). “The efforts by the Federal Govemment in
the US 1o provide social security in the carly thirties and the system that emerged after the Social
Sceurity Act of 1935 are discussed by Brock (1989).

Coleman (1989: 49-56)

tSee Cheung (1986) on some property rights issues in the People’s Republic of China.




INTERNATIONAL AND DOMESTIC PERSPECTIVES 307

10 suffer. F hing transfers und the f free choice and equality
before the law that are closcly assoculad wn.h a hulthy market process.

By the early a changes, rising productivity
and redistributive policies had signi the dispersion of incomes

in the industrialized west. Since then, gmeh has been slowﬁ'. business cycles
have proven more recalcitrant, gains in productivity have slipped to shallower
trend-lines and high rates of unemployment are no longer amenable to macro-
cconomic medicine. In the post-Keynesian era, confidence in fine-tuning through
monetary and fiscal actions is being displaced by a humbled recognition of the
market frictions and institutional obstacles that dull the edge of policy tools; by
the edi and often over ing nature of supply shocks. Because
macro-management cannot assure the rates of growth that underwrite the earlier
redistributive initiatives, income transfers have begun to seem excessively orerous.
In countries such as the UK, basic benefits and the share of resources for national
insurance has fallen throughout the eighties. Economists are also coming around
to the view that the state’s efforts to improve on market processes through
planning, rules and other controls can be counterproductive. Markets in which
presence of the state is 100 obtrusive, are likely 1o be inefficient and lacking in
dynamism, Individual choices and property rights can take a certain amount of
manipulation by the state. Once the line is crossed, effort suffers. Programs of
redistribution must be calibrated, on the one hand with marke! incentives; on the
other hand with the fiscal mechanisms for raising and fi The
slower growth in the wester industrial economies in the late eighties (as compared
to the sixties and early seventies), and the unwillingness on the part of the public
1o tolerate higher taxes may indicate, at least in part, that state intervention had
exceeded the bounds of prudence and that further redistribution may no longer
be compatible with efficient market functioning.

The of socialist ies lends additional credence to this view.
State ip allowed these ies to proceed much farther towards an
egalitarian distribution of income and benefits. For a time, the ability to mobilize
and allocate economic resources through planning and central control made
possible commendable rates of growth, but the stripping of property rights, the
emasculation of the market, and the administering of economic equality, has
drained the incentive to take risks, innovate and work hard, reducing growth 10 a
crawl. Socialist efforts to reinstate inequality provide the clearest indication that
the pairing of redistribution with growth must be carefully handled o safeguard
an economy’s long term prospects. Although the future direction of Chinese
reforms may be affected by the events of June 1989, highly egalitarian distributive
policies have definitely been found wanting. The most telling remark was made
by Deng Xiaoping, “Egalitarianism will not work... it is only fair that people
become prosperous through their own hard work. It is good for some people and
some regions to be prosperous first.” Vice Premier Tian Jiyun was even more
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forthright, “Egalitarianism is a serious obstacle to each according 1o his work.
Without its elimination, it will be impossible 1o spark the people’s enthusiasm,
rapidly develop the productive forces and gradually improve living standards.”
(Karsten 1988: 31). These statements acknowledge the need to imposc restraints
in the interest of growth on the state’s redistributive efforts.

The late sixties and the first half of the seventics were arguably the high water-
mark of rcdxsmbuuvc programs in the industrial coumncs Slower growth; the

weight of ploy an aging ; the spread of
cconomies that escape the fiscal net; and the desire to sharpen market incentives,
have forced a isal of priorities regarding welfare and redistribution.

Pension obligations and the provision of health care is set to grow very rapidly
as a higher percentage of the populace crosses the age of sixty five and lives
through the late ies. Full ime empl in ing is shrinking.
The industrial ies are ing mostly part-time and casual jobs which
are likely to raise the average unemployment rate. Unless the rules for compen-
sation are altered 1o reflect flex-working arrangements, the cost of social insurance
schemes will soar.”

This shift comes at an awkward time. After more than three decades, living
with and on welfare is becoming a habit for segments of the poor and those
marginal elements of the labour force subject to chronic unemployment.'® They
have gradually come to view the various benefits, income supplements and
transfers that flow to them through the welfare bureaucracy as entitlements,
something owed to them by the better off in the socicty. Earhcr inhibitions over

“being on the dole™ are being di i by an These
changed aluludens have also mlscd Ihe reservation wage of what, in some quarters,
is ibed as the * certain kinds of jobs are now
deemed ptable by the ploy isting on welfare. Similarly, a

varicty of low paid occupations have falien from favour and become a preserve
of immigrants. While the poor have become wedded 1o their entitlements, the
social gulf separating them from white collar wurkcrs m the upper income brackets
has become wider and ing transfers is i ical. In Robert
Reich's words, “the top fifth may be losing the sense of connectedness with the
bottom fifth, or even the bottom half, that would elicit gencrosity.... It is now
possible for the most fortunate fifth to sell their expertise directly in the global
market and thus maintain and enhance their standard of living. There is less and

he Economist (1989a: 63).

"fauser (1987: 200) found that work oricntation on the part of one parent families was strong
only in Sweden and Wost Germany. 1t was weakest in Isract and the UK. The US and Canada
occupied an intermediate position.

HThe term “underclass™ has been popularized by Auletia (1982). On attitudes towards work
among the chronically poor, see Hacker (1982: 18).
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less basis for a strong sense of inter-class dependence. Neither patriotism nor
altruism may be sufficient to overcome these realities. Yet without the active
support of the fortunate fifth it will be difficull to muster the political will
necessary (o maintain, much less raise, the current levels of welfare assistance in
the industrial nations.” (Reich 1989: 28). The mobility of capital and labour within
an integrated international market tightens the constraints on redistributive
policies irrespective of the political support or economic justification they might
carry.

4. Inequality: Measurement, Characteristics and Trends

Industrial nations profoundly influence the design of economic policies and
institutions in the developing countries. Hence, the trends sketched above provide
a perspective from which to review distributive policies in the less dcvclopcd
countries (LDCs).

Alfter a strong economic start in the late fifties and sixties, many developing
countries gravitated incxorably to the issue of poverty. It was politically expedient
for recently established governments (o strengthen their legitimacy by distribut-
ing the newly earned prosperity more widely. The commerce in ideas and in
parucular widely pubhcucd strategies pursued by the socialist economies,

hed the of to alleviate poverty apart from engendering
expectations among the vocal and literate, urban dwellers. In the carly stages of
development, the machinery of planning and bureaucratic control, the power latent
in cconomic tools, also gave many relatively incxperienced regimes somewhat
deceptive notions of how casy it was (o manage growth and orchestrale economic
activities. Distribution alongside growth seemed not just socially desirable but
eminently possible,

The zeal with which many nations embraced income transfer and welfare
programs might have been influenced on the intellectual plane by the findings of
Simon Kuznets. His study of five countries, published in 1955, indicated that as
income levels rise distribution tends initially to become more skewed, following
an “inverse U™ trajectory. Continuing growth of incomes first stabilizes and then
reverses the pattemn so that affluence goes hand in hand with greater equity.”? This
finding was reinforced by a number of later studies which enlarged the sample,
combined time serics results with cross-section data and refined the methodology.
These investigations showed that the turn towards equality tended to occur at fairly
high income levels. But they were reassuring on a number of other counts. Rising
per capita incomes would reduce absolute poverty even if the overall distribution
continued deteriorating; structural changes in the economy, captured by the level
of income, explained a small part of the distributional changes, other variables

2Atkinson (1983: 23) also refers to Soltow's point that the share of income from land, which
tonds 1o be highly unequal, falls with industrial development.
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were of more importance; lastly, the “inverse U™ was not an immutable part of
the future. Although leverage could not be exerted by way of income levels, other
policy actions could ensure more benign distributional consequences than the ones
charted by Kuznets.”” The necessity for intervention seemed all the greater in view
of income distribution trends if the economy was given its head.

Mcasuring poverty, ing living and ining an accurate fix
on the distribution of income, is beset with di ies. Few pi i
attempt comprehensive surveys at regular intervals and as a result, our information
is somewhat dated and not overly reliable. It is hard (o elicit details on camings
from rich and poor alike, over even a short period of time, much less a family
life cycle, which is the more iate indicator. The well-to-do, i

ionals and the self-emp are often at pains to conceal their incomes
for the purposes of tax-avoidance, The poor frequently do not fully report their
carnings from informal/black sector activities that have begun to loom very large
in many countries, ping as well as loped.' i will also be
downplayed to deflect the envy of neighbours or the demands of relatives. Pay-
ments or consumption in kind, which can be sizable in the rural areas, is liable 1o
be underestimated. As rates of inflation differ for rural and urban inhabitants
and for various income groups ding on the ition of i
baskets, gauging real incomes or expenditures presents serious hurdles. Further-
more, urban dwellers spend on transport and rents items that do not figure
prominently in the budgets of the peasantry.'

When rather ble statistics are ined with less than perfect
indicators of poverty and distribution, only a rough idea of magnitudes and
tendencies emerges. An carly ion of Gini ients'® for d

developing countries by Kuznets (1963) arrived at 0.37 and 0.44 respectively.
Liule change was reported in the mid 60s. But this aggregate conceals con-
siderable dispersion. At the lower end of the scale lic the African countries with
weighted Gini coefficients of 0.34, while the average for Asia was 0.43. Rural

BSee Kuzmets (1955), Kravis (1960), Cline (1975), Paukert (1973), Ahluwalia (1976 a & b),
Kakwani (1988); Bigsten (1987), Field (1980), and Visaria (1979). On the relation between
the Kuznets hypothesis and individual country experience, see Chang (1980) on Taiwan and
Mizoguchi et. al. (1980) on Japan.

“Casual empiricism on the underground economy is rife. Precise estimates remain clusive. A
range of between 15 and 40 per cent is mentioned. The Economist (1989b: 34) recently claimed
that the Indian paralle] economy was responsible for up to a third of all output. It may now be
Jarger than the formal nonagricultural scctor. On estimates for the developed countries, see
Feige (1988).

SVisaria (1980).

"Although the problems with the Gini coefficient are well recognized, it is still the most
frequently used measure. Many others, with varying strengths, have been devised by Sen, Thiel
and Atkinson. See Ficlds (1980, Ch. 3) and Atkinson (1987) for an assessment.
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African economies registered coefficients as low as 0.3."7 Asian countries
covered a wide spectrum. The estimate for Malaysia in 1970 was 0.51. Korea
weighed in at 0.35 (1982), and Taiwan's was 0.28 (1978)." The People’s
Republic of China lay between the two. A basic needs program operated through
rural communes went a long way towards assuring supplies of food and essential
services to rural dwellers, while a comprehensive workers insurance system,
introduced in 1951 and financed by individual enterprises, catered (o the welfare
of the urban labour force. An attempt at measuring Chinese inequality in 1979
obtained a Gini coefficient of 0.33, possibly an overestimate, as certain income
supplements may not have been fully factored in.'*

Poverty apparently worsencd in the Latin American countries through the
sixties, followed by some improvement in the seventies.” By the end of the
scvcnucs. the oil shock and the slow growth which came in its wake, led to

in the on oil imports. Except for a
brief respite in the mid-eighties, the trend remains unfavourable. Flagging growth,
the increase in landlessness together with the disruption caused by wars, famines
and oil shocks aggravated poverty in Africa during the 70s. Industrial progress
and benefits derived from the Green Revolution has benefitted a number of Asian
economies. In terms of d.xsmbuuonal cqmly. the East and South East Asian

ies have made impr strides especially the front-runners, South Korea
and Taiwan. Higher agricultural productivity and distribution policies in India
reduced the proportion of the populace living in poverty over the period 1970-
86.2 Similarly, the lowest five quantiles enlarged their income shares in the
Philippines between 1971 and 1986. But in both cases the total number of poor
rose: 0 322 million in India (1988)* and to 30 million (an increase of 10 million)
in the Philippines (1987) or about 40 per cent and 55 per cent of the populace
respectively.” Both Malaysia and Thailand reduced the incidence of poverty. In
Malaysia the number of poor as delineated by the official poverty line, fell from
about 50 per cent of the population in 1970 to 19.3 per cent in 1987 with a
concomitant decline in the Gini coefficient.” Higher agricultural prices and a

“Haggblade, et al. (1988: 3).
“Korea's Gini cocfficient was 0,34 in 1965 and peaked at 0.39 in 1976, (Gerber 1984: 2). By
comparison, Taiwan's Gini cocfficient was 032 in 1964 and it declined gradually to 0.28 (Kuo
et. al. 1981:92.3).
Riskin (1987: 234-5), World Bank (1983).
*Bigsten (1987).

- "World Bank (1989s).
2Calculated from the Indian National Sample Survey 38th Round. For a discussion of the
definition and measurement issues, see Minhas et al. (1987).
BSec World Bank (1988b). In mid 1989 the Philippine Government announced that the
Percentage of the populace below the poverty line had deelined to under 50 per cent.
*Government of Malaysia (1989: 47).
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surge in production, narrowed the inter-sectoral dispersion of incomes in the
People’s Republic of China between 1978-82 but movements in inter-sectoral
terms of trade since that time, along with the faster expansion of the urban-
industrial cconomy, may have led 10 rising inequality through the latter half of
the cighties. Nevertheless, absolute poverty has certainly diminished from 27 per
cent of the rural populace in 1979 to 11.3 per cent in 1986, driving the number
living in poverty from 200 million to less than 102 million.

The years immediately following the second oil shock were especially cruel
Of the 82 countries analyzed by Cornia and Stewart (1987) for the period 1980-
85, only a quarter managed to sustain growth. Some 20 per cent experienced a
cumulative decline in per capita GDP. Basic scrvices, such as transport
deteriorated in Africa and Latin America and many governments were forced o
cut outlay on health, education and social sccurity. Fiscal siringency forced many
countrics to curtail food subsidies. Ten detailed country studies revealed a
deteriorating income profile in Ghana, the Philippines, Chile, Jamaica and Peru.
Absolute poverty fell in Korea and the situation was unclear for Sri Lanka,
Zimbabwe and Botswana.*

‘Whereas in the seventics, there may have been grounds for cautious optimism,
welfare and redistributive policies were severely battered by macro-economic
conditions in the first half of the cighties. In many, perhaps the majority of LDCs,
modest gains in improving the income distribution or containing poverty, slipped
away, and there is little evidence that the ground has been retrieved over the past
four years.

Although the war on poverty will doubtless continuc (o be fought in the
decades ahead, these first skirmishes have produced a few successes and have
yielded a wealth of insights on the forces that influence distribution and the extent
of poverty. The remainder of this paper assesscs the contribution of these factors.
They are distributed across five categorics:

a) structural characteristics and changes;

b) macro-economic developments;

©) sectoral changes:

d) social and institutional factors; and

¢) transfer and welfare programs.

The observations made are based largely on the experience of the developing
countries but research on the industrial economies has yielded an important fund
of knowledge and this is incorporated.

5. Structural Characteristics and Changes

Economies evolve structurally from an initial state as development proceeds and
this affects income distribution independently of policy actions, although some

#Adjustment forced many countries 10 cut back on welfare and slowed growth.
#See Cornia (1987) and Cornia and Stewart (1987).
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can reinforce such structural trends. Because of low productivity, landlessness
or the small size of farms, poverty is generally endemic in the rural sector.” This
is no less true of countries in the higher income brackets such as Brazil and Mexico
than it is for the poorest African and Asian nations. A related characleristic is
the regional nature of poverly: Mexican poor are concentrated in four regions
where subsistence farming is the norm and incomes are half the national average;
the Northeast of Brazil is home for over 40 per cent of those living in poverty;
Bihar and Eastern UP remain the poorest parts of India; seven Indonesian
provinces including East and Central Java as well as parts of Sulawesi have a
history of high inequality and poverty;” and the vast majority of the People’s
Republic of China's poor lie in eight of the western-most provinces. Incomes in
the urban/industrial sector are usually higher but also have a greater variance, there
being a wide range of employ itics in the ing and service
industrics. As the urban sector expands, the nature of jobs and earnings widens
economy-wide income disparities. Faster accumulation of savings leads initially
10 a concentration of wealth in the emerging modern sector which worsens income
inequalities. This is the stage when the economy is ascending the first leg of
Kuznet’s inverse U.

Ata higher stage of industrialization, the share of wages tends to become larger
and as these are more evenly distributed, they improve the income profile. A
decline in income from land or other property also contributes to equalization.
Socialist countries and those where the public sector straddles much of the ccon-
omy, by squeezing private property ownership, carry the process of equalization
through this avenue a step farther. Rapid industry-led growth, a yet later stage
of development, which results in labour scarcity, makes for even greater equality
through the effect on wage cammgs. But this i isnot the only path countries tend
to follow. Many have a hyp phy of the serv-
ices sector long before lhc onscl of industrial maturity. Several of lhc advanced
countries have also allowed manufacturing employment to decline to a quarter
or less of the total labour force.

On the average, value added in services is lower than in manufacturing, there
is greater dispersion in incomes, and productivity rises more sluggishly. All of
these can slow the progress towards equality in the developing countries and they

TAnand (1983: 203). Malaysian poor arc concentrated among paddy growers and rubber
smallholders.

#World Bank (1989b).

FRavallion (1988: 59 and 68) suggests that a part of the reason why regional inequality has
Persisted in Indonesia is that the redistributive INPRES program may have had  “mild aversion
10 regional cquality”. See Islam and Khan (1986; 73-96) on Indonesia; details of inequality in
the People’s Republic of China until the late seventies can be found in Riskin (1987: 225-29),
and Lardy (1980). The Northwest and the Southwest of the People’s Republic of China
experienced a decline in agricultural output per capita as compared to the national average untl
1979,
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make it harder for the mature economies to maintain their distribution coefficients
without a more aggressive use of income transfer programs.

Structural mutation is a tidal force that pushes at the foundations of the
economy. But as indicated above, it is relatively weak and overshadowed by other
measures. Similarly, the evenness with which wealth, property and education are
distributed across the populace ai the onset uf dcvclopmenl has a beanng on the
future income profile but its signi as 3

6. Macro-economic Developments
The faster per capita incomes rise the more quickly poverty will recede, though
there is no strict correlation between the changes in incomes and an improvement
in the distribution or with a reduction in numbers below the poverty line. As has
been noted, economic growth is a necasary but not a sufficient condition for
lining poverty.® Ci ry ical tests on a large scale do not uncover
strong links running from GDP growth to the incidence of poverty, but individual
country studies drawing mostly on the experience of East Asian countries, project
a much more persuasive case.” Among the developing countrics, South Korea,
‘Taiwan and Hong Kong have enjoyed the greatest measure of success at banishing

*Bhagwati (1988) had made a strong case regarding the inverse relation between growth and
poverty. He compares the Indian performance unfavorably with that of the East Asian NICs.
See also Bhatt (1988: 642). Sri Lanka was often cited s a country that was able 1o achieve an
equitable distribution and a decent living standard for the broad mass of the papulace in spitc
of low growth. This view has been challenged by Bhalla and Glewswe (1986) who show that
Sri Lanka had already attained a respectable welfare standard prior to 1960. The focd rationing,
health and education benefits provided freely between the carly 60s and 1977 raised this quite
modestly.

IPercentage share of agriculture and the primary school enrollment rate were regressed on the
percentage of population receiving the lowest 40 per cent of income. The results were as follows:

Coefficient t
Percentage sharc of agriculture 0.157 217
Primary school enrollment rate. -0.059 1.44%

R*=.037, number of obscrvations = 18.

** significant at 95 per cent level

* significant at 85 per cent level
Other explanatory variables tested were inflation; population growth rate; GDP growth rate;
percentage share of industry into GDP; percentage share of labour in the population; and
percentage share of female labour. The results were insignificant
‘The dependent variable, percentage of population receiving the lowest 40 per cent income, is
from the World Social Indicators of 1979, for 1975 (or any year in between 1973-78).
Independent variables are from the BESD data base. Growth rates and percentage share are
averaged over 1973-78. The following countries are included: Bangladesh, Brazil, the People's
Republic of China, Colombia, Cbte d'Ivoire, Egypt, India, Indonesia, Kenya, Korea, Malaysia,
Morocco, Pakistan, Philippines, Sri Lanka, Thailand, Tunisia, Venezuela. See also Fields (1980,
Ch. 6 and pp. 240-1) on the relation between growth and equality.
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poverty and equalizing incomes. In each instance, income growth, propelled in
substantial part by higher productivity, appears to have had a significant role.
These countries as well as others such as Thailand and Japan have derived imme-
diate distributional gains from growth because of the manner in which economic
expansion was achieved.

Incomes and living standards are hllched o trends in pmducuwty *# For a
variety of reasons having to do with » scale
economies™ and levels of investment in productive assets, an outward oriented
growth strategy with manufacturing as the leading sector, yields the largest

_ productivity dividends.” In other countries, which pursued an autarkic strategy
and growth was driven largely by labour and capital inputs, as in pre-1978 People’s
Republic of China, poverty lingered even though socialism narrowed income
disparities. The weight of the agriculture sector in Brazil and the importance
attached to import substituting industrialization, very probably moderated changes
in productivity during the decade of rapid growth extending from the mid-sixties.
This may explain the persistence of high Gini coefficients, although the quality
of the economic gains was one among several factors.

Research conducted in the US affirms the association between the level of
economic activity and the incidence of poverty. It is the unemployment during
years of slow growth that tends to push people below the poverty line and skews.
the income distribution.® High growth, even when it is accompanied by moderate
inflation, powerfully supports an anti-poverty program both directly through its
effects on incomes and indirectly by facilitating the financing of income transfers.”
It is easier o win political backing fur welfare programs during spells of affluence.
Export oriented that p ivity is highly ive in
its own right. But policies promoting such development can also, it seems, aid
the cause of poverty alleviation.

6.1 Resource Management

Financing the accumulation of capital necessary for rapid growth and generating
the funds for welfare programs calls for sound resource management. Establishing
abroad based and elastic fiscal system is one precondition. It is needed to support

BLevy (1988: 12) and Levy (1987: 924).

POn Korea's approach o technology absorption see Enos and Park (1988), Amsden (1989, Part

111) and Kang (1989, Chs. 4 and 5).

#The importance of scale cconomies for export-led growth is analyzed by Chichilinisky and

Heal (1986, Ch. 2).

*Nishimizu and Robinson (1986).

*Unemployment by depressing savings, affects post-retirement welfar as well. Atkinson (1983:
44).

""Blank and Blinder (1986).
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the current expenditures and capital outlay of the public sector, This is by no
means a simple il Tax payer i in most LDCs is weak,
income taxes are paid by a relatively small number of companics, the underground
ceconomy continues growing at the expense of the formal sector and tax progres-
sivity is hard to enforce. A handful of small countries with a centralized adminis-
trative apparatus that is cfficient as well as dedicated have done well in fiscal
terms but most others have failed this test. In India, Pakistan and even the People’s
Republic of China, tax evasion is very widespread, the tax base is narrow and
tax clasticity small. The tax system does not serve a redistributive function and
frequently cannot finance ial income mai and wellare prog

Faced with revenue constraints on the one hand and political pressure from
the poor on the other, governments have been drawn (o two kinds of policies.
(i) They have absorbed many of the unemployed in the public scctor and provided
a range of subsidized goods and services. The incvitable budget deficits have
been financed through the inflation tax, domestic as well as international
borrowing;* where possible, by an accelerated drawing-down of natural resources;
(ii) They have multiplied the number of public sector corporations offering
numerous, well paid jobs. These companics generally survive on the rents created
by controls on new cntrants, special licensing procedures, a variety of supportive
regulations and budgetary allotments.” The rents that (partially) underwrite the
existence of these entitics constitute an inefficient mode of taxation.

A government can accept certain fiscal limits, tailor its redistributive pohcwc
50 as o stay broadly within the revenue p and pursue i
reforms designed 1o strengthen its tax rmsmg capacity. Once the sharc of GDP
obtained through taxation increases, welfare efforts can be stepped up. From a
long term, growth oriented stand-point this could be the first best strategy and it
approximates the one followed by the East Asian newly industrialized countries
(NICs). Politically this is not the most popular approach, The tendency is o
launch ambitious anti-poverty programs and 10 use the public scctor as a means
of gencrating employment. However, if the ultimate source of better living
standards for the broad mass of the public is higher productivity, then premature
atlempts at redistributing incomes and arresting poverty through a rent- and
inflation tax-financed expansion of the public sector, has serious drawbacks.

First, the evidence from quasi-markets as well as socialist economies suggests
that a proliferation of controls, while it may increase the flow of rents, seriously
damages efficiency. Second, budget deficits and public investment affects private
investment negatively through crowding-out as well as the threat of unfair
competition.® Third, public investment tends on balance to gencrate lower

»Sachs (1989).
%On Malaysia's industrial strategy in the cightics, sec Bowic (1988).
“falassa (1988: 14) estimated a negative relationship between public and privale investment.
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economic returns than private capital spending.' Fourth, the savings propensity
of the public sector is frequently smaller than that of private industry, hence the
expansion of one at the expense of the other can depress savings over the longer
term. As savings and investment are closely correlated, a gradual decline in savings
propensity can rcbound against future growth. Fifth, quasi- Icnurcd pubhc sector

1, at y b wages, distorts i the
economy. Public enterprises become wage leaders putting pressure on the costs
of private firms. And overmanning in public bodies seriously dilutes effort, which
is injurious not only for their own efficiency but also has a demonstration effect
on the workers elsewhere. Finally, as India, the People’s Republic of China, Brazil
and many other countries have discovered, controls, licensing arrangements,
regulatory requirements and the rent-secking ethos are easily introduced, especially
in the carly stages of development, when resistance (o stale intervention is
minimal. Once these have taken root, and politically influential vested interests
have set up alliances with the government, dismantling becomes an enormously
unpopular and fiercely resisted task. For the poor, this is doubly unfortunate; an
economy rendered sclerotic by controls grows slowly and productivity suffers;®
furthermore, while the poor bencfit from the first round effects of higher public
employment, subsequent gains arc tenuous as employees seck (0 maintain their
privileges by restricting new entrants. The inefficiency of public enterprises
siphons resources from other productive activities and rents arising from various
entry barriers frequently transfer income Lo those who are already affluent and
well connected.

Most ies have savings rates and limited revenue
raising ability. Thc iull mobilization and efficicnt allocation of savings is essential
for maximizing growth and raising productivity. In the carly stages, income
redistribution through welfare assistance and public sector employment, while
often attempted, is costly and produces minimum results. The long-term impli-
cations can be serious. Some of the deleterious effects on savings can be avoided
in the socialist countries such as the Pcople’s Republic of China, which until
recently fully controfled all resource flows and within limits, could regulate both
savings and investment at will. Counans with abundant muonal resources un
also finance major poverty i without wo
on private savings or dampening private investment. Other problems asst
with large public sectors, whether in the socialist countrics or in the nat
resource based economies remain. '

The policy message is related to the one regarding growth, To the extent!
economic expansion lessens poverty, actions that reduce the flow of res
sustaining growth will affect living standards over the longer term. Fiscal cau

“See Bardhan (1984, Ch, 8); Gelb et al. (1988); Bhagwati (1988); Tanzi (1976) sad A8
(1983: 294). :
“Bardhan (1984, Ch. 4).
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makes good macro-economic sense even though it may restrict the freedom 1o
pursue redistributive programs when the tax and social security base is small. Ag
administrative capabilitics evolve, revenues can be augmented and it becomes
easier to both fund and manage the inevitably complex welfare programs,
However, it is advantageous 1o observe restraint regarding the tax/GDP ratio even
where the revenue gathering potential exists, as a negative, presumably incentive
related, correlation has been found between growth and the share of taxes in the
national product.*®

7. Sectoral Ckanges

7.1 Agriculture

Poverty is severest in the rural sector. Too many farmers have little or no land
and this depresses incomes. The solution, land reform, has been widely used but
with varying degrees of efficiency. Tt has been most effective in the People’s
Republic of China, Taiwan and Korea. Soon after the communist government
came o power in the People’s Republic of China, strong grassroots support was
mobilized to place rural property under collective ownership which in one stroke
extinguished the class of wealth landlords and flattencd the income pyramid,
although inter-regional inequality remained as did poverty.

Tn South Korea and Taiwan land redistribution occurred in two stages: under
Japanese occupation in the first half of the century and again following in-
dependence in the carly fifties. These reforms were highly successful in meeting
their objectives because the government actively sought the political support of
the peasantry and was able (o galvanize rural opinions behind a fair and far
reaching cffort, The relatively equal distribution of income in Indonesia (Gini
coefficient 0.30) can also be traced 1o the division of land holdings. Land reforms
in India, Mexico, Peru, Chile, Venczucla and Bolivia were less effective in
reducing poverty. They benefited small farmers and the landless in a segment of
the agricultural sector and in many instances, left the very poorest elements
untouched.*

OBalassa (1988: 12) found & nogative correlation between the share of government consumption
and GDP growth from a sample of 90 LDCs.

“The Japanese Dict legislated land reform in October 1946 (Calder 1988: 251) Calder notes
{hat “Postwar Japanese conservative politicians are distinctive in the intensity with which they
have pursued distributive politics as a means of sustaining their political preeminence” (Calder
1988: 256). Since 1949-52 subsidies have been the principal vehicle of support (Calder 1988:
261). Land reform raised the level of equality in South Korea by also eliminating rent payment
(Ban, Moon and Perkins 1980 301). In spite of adcquate administrative support, land reform
proceeded slowly in Brazil's i ished Northeast. 1 and a highly
uneven distribution of farm sizes remain the principal causes of poverty and inequality (Kutcher
and Scandizzo 1981: 16, 22-25). On the other Latin American countries, sce Ecksicin et al.
(1978) and Theisenhusen (1988).
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Land reform is a first step,* but it alone cannot banish poverty. Over the
longer haul what counts is nsmg labour producuvuy bcncr terms of trade for

lhc raral sector and i h ity is a function of

investment in infrastructure (m-ngauon I'acxhucs can makc a Va.s‘l difference in areas
where water is-the principal c ) | and extension.
In Taiwan, for example, the basic rural mfmslmcluxc was put in place during the
coionial period and it served as a for in the
fifties and sixties. Biological, land i iques” were i by

the Japanese who also brought agricultural research and extension (o the island,
but it was the govemnment’s ability (o capitalize on this through further refincments
that cnabled Taiwanese peasants to sustain a firm upward trend in productivity.

Such i rural g have been tried in a host of
developing countries with varying rcsulLs Chinese agriculture registered only
modest advances in productivity until farmers were allowed more latitude in
cultivation towards the end of the seventies. In India, gains appear 1o be province
specific, with some of the poorest arcas in the central and castern parts left
untouched. Several countries, for cxample Malnysna Brazil and Indonesia, with
large i have used i in y research and
extension services Lo achieve dramatic gains in productivity,* but the land and
capital intensive nature of plantation agriculture limits the distribution of benefits.
Nevertheless, new technology does trickle down to smallholders and incomes rise
even if the income distribution is slow (¢ change.

Although land reforms provide small farmers with collatralizable assets, their
access to formal credit channels is modest and the ml'ormnl market charges high
rates. thoul credit Lhcy have difficulty acq
the y from the new bi
provision of «,rcdll 0 small cultivators is good policy whether the goal is to

“The cffects of land reform are dissipaied over time unless the more prosperous farmers arc
induced o invest their savings in assets other than land. How the process has worked in Java
is described by Whitc and Wiradi (1989, esp. p. 299). Landlessness will continuc 0 haunt the
developing wodd.

Gy in rusal creates and in some instances
projects arc designed specifically with an cye 1o maximizing the number of jobs in a poor region
of the country. The Maharashtrs project in India is a famous example. Nearly 16 per cent of
Japan's large outlay on subsidics went 1o agriculturc in FY 1984, Much of Japan’s heavy public
works in the yside, creating jobs and improving the
productivity of I‘umland. These together with favorable tax treatment of land and income have
more or less crased income differentials between urban and rural households, (Calder 1988:
235, 240, 241, 243).

“lirigaticn projects and non-photoperiod sensitive rice strains that permit multiple cropping have
the strongest land augmenting effects.

“Bhatia (1987) refers also to the spur provided by competition in the warld market for plantation
crops.
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increase production or 1o lift people out of poverty. Only 20 per cent of Asian
farmers can tap the formal system for credit. Just S per cent of African cultivators
enjoy such access.*

Agricultural terms of trade are another important determinant of rural incomes
and the scale of poverty. Frequently the prices that farmers obtained are fixed
cither by government controlled purchasing agencies or in world markets.®® Few
LDCs can signi y influence i i prices, but they can and do
manipulate payments to farmers on food and a variety of cash crops. Agricultural
exports being easy 1o tax frequently attract taxation, whose incidence can be
regressive when the producers are small farmers, By and large, the prices farmers
command in these managed markets depend on their political voice. As the socio-
economic base of many African governments is urban, they have tended o use
marketing boards, dating back 1o the colonial period, to hold down food prices.
It helps secure the political backing of powerful urban Idbour and mdusl.nal blocs.
As wages are a large element of total g food
prices relieves fisca as well, I y, by ing agri 's
terms of trade, this depmsscs farm production and may worsen rural poverty *!
Where urban and rural political groups are more evenly matched as in India,
agricultural terms of trade are less biased and resource transfers from agriculture
arc small at best.

At the other extreme are countries such as Korea, Taiwan and Japan where
the government has traditionally depended on rural pohucal support of numerous
small culti . As these have ind: farmers have been
treated gencrously by way of high price supports and subsidics. These policies
have reinforced other measures designed (o lessen poverty and equalize incomes.*
The People's Republic of China has moved closer to this position as the liberali-
zation of the economy focussed initially on the rural sector.® It represents a
marked shift over the Stalinist strategy of the fifties and carly sixties, which sought
10 extract resources from agriculture 1o finance heavy industry. Indonesian farmers
gained from the devaluation of 1985, which dramatically shifted the terms of trade
in their favour and has been responsible for falling poverty in the second half of
the 1980s. Favourable trends in the Malaysian distribution, along with a decline
in absolute poverty since 1984, are also linked to the shift in terms of trade for

“Hlaggblade, et al. (1988: 8).

Sligher world market prices of agricultural exports strongly affect incomes in the subsector
concemed. For an analysis centered on Malaysia sce Bhatia (1987).

*Bates (1983, Ch. 3) and Bates (1981: 119-129).

“The effects of the Government Grain Management Fund on Korcan farm incomes are noted
in Ban, Moon and Perkins (1980: 305). Rice price supports have also been used in Malaysia
for many years, see Anand (1983: 200-1). Japan's agricultural policy and use of price supports
are described by Eguitsu (1982).

PRiskin (1987: 242-4),
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raw material exports. Clearly, price supports can exert powerful leverage. But
it is an instrument to be used sparingly as the price distortions introduced can be
deleterious for overall cconomic efficiency.™

Over time, nonfarm income has come to represent a rising percentage of (otal
incomes — between 25 and 30 per cent in sub-Saharan Africa, over 40 per cent
in Asia® Such diversification provides an escape from poverty and has the
potential for increasing income equality. To a large extent, it reflects the workings
of forward agricultural linkages, although backward industrial linkages from the
manufacturing sector are significant in a few countrics. Forward linkages arise
from food processing, equipment repair, transport and marketing activities that
generate off-farm employment. Agriculture also gives rise 10 backward linkages
chiefly for machinery, metal products, farm chemi fertilizers and building
materials. These linkages trigger multiplier effects within the rural sector which
in urn give rise to employment and higher incomes. Multiplier effects are larger
when more of the sector's demands can be met internally. The magnitude of
leakages Lo other segments of the cconomy depend on the composition of demand
and the diversity of rural industry. Where rural customers require products —
be they farm inputs or consumer items — that must be imported from urban
industries, linkages across sectoral frontiers proliferate but multiplier effects are
muted. However, when a rural manufacturing and marketing base exists, leakage
is minimized and agricultural development becomes more self-sustaining 56

The importance of rural industry and marketing has been frequently noted in
studies of poverty. Itis d by the sophi of demand
and the modemization of agriculture. The first responds to demonstration effects.
Extension and the effective dissemination of new technology paces the spread of
new farming methods, The of small rural ips scems to speed
the nucleation of industry as does the traffic in ideas and industrial techniques
from nearby cities. Manufacturing has infiltrated rural hamlets by way of puting
out urban in Taiwan, Philippi South Korea and
Indonesia have relied on rural labour for the assembly of garments and other light
consumer items, helping thereby to embed manufacturing practices.

Education and the inculcation of skills is another important factor. The

is on rural ion in East and Asia as well as in parts of the

Indian subcontinent has brought added prosperity to the primary sector. New skills
have also been infused into the rural economy by migrants returning after a stint
in some distant factory or construction site. Pakistan, India, Sri Lanka, Thailand,
the Philippines and Egypt have gained from the skilling of their rural workforce

*The scale of protection afforded to agriculture and the cffects on resource allocation are
estimated by Anderson and Warr (1987),

Haggblade et, al. (1988: 10-11).

*Haggblade, et al. (1988).
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on overseas projects. A range of engincering and other skills have also come
through military service, most notably in South Korca and Taiwan and other
nations with large modem forces.

Entrepreneurship and capital are the two final ingredients in successful rural
industrialization. To an extent they go together where capital accumulation is
facilitated by the returns from cash crops, kinship networks that mobilize small
savings, credit cooperatives or the eamings from migrant work. Taiwanese rural
development shows the first three at work. Nonfarm activities blossomed in the
People’s Republic of China once farmers were given autonomy in the late
seventies. The symbiosis between capital and entrepreneurship is apparent in
‘Thailand and the Philippines as well.

As Asian farming has modernized, linkage effects have become more
pronounced, leakages have diminished and the size of multipliers have risen. By
comparison, African agriculture, which has remained relatively backward, pro-
vides less nonfarm employ and the agricultural growth ipliers are in the
region of 1.5, or about 60 per cent of the level in the Asian economies for which
data are available.”

7.2 Industry

Industrial strategy has an important role today in alleviating poverty. Once an
economy is past the early stages of development, much of the motive force behind
growth is usually drawn from industry and it contributes disproportionately 10
advances in productivity. Industry is also a major employer** and by absorbing
labour from the primary sector, it helps relieve pressure on rural household
incomes.

By all accounts, outward oriented, state-guided policies have had a definite
edge over the kind of import-substituting industrialization adopted by several of
the Latin American countries, or even the heavy industry centred approach tried by
the People’s Republic of China and India. The scope for export-led development
may be narrower in the nineties, but in its heyday this had a number of advantages.
Light manufacturing and assembly industries allow considerable flexibility in
factor itution and are well-suited for ies with a surfeit of labour”
In particular, East Asian industry, by offering an outlet for young female workers,

THaggblade, el al, (1988: 35).

Neoclassicists blame low employment generation by industry in LDCs on distorted wages.
Labour augmenting technical change and the practice of not equating marginal rates of
substitution with wage rental ratios have also been identificd as culprits (Pack 1988: 367-9).
#pack has shown that producers have considerablc latitude in combining labor intensive with
mechanized production methods in plants. (Pack 1988a: 368; and 1987). Growth of employment
is relatcd to capital accumulation and capital augmenting technical progress. It is negatively
linked 10 the rate of labor augmentation and wage growth, the clasticity of substitution being
assumed 1o be positive (Pack 1988: 367).
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who often have few options, imp: income distribution by raising empl!
and the participation rate.*

Entry into foreign markets powerfully encouraged cost and quality com-
petitiveness. By widening sales it also made it easier 10 exploit scale economics,
East Asian producers were induced to explore the latest technologies, adapt them
to their factor supply situation and invest heavily in improvement, The absence
of high payroll taxes, as in Mexico and Brazil, minimized price distortions that
might have interfered with the efficient use of labour. This cycle Wgﬁecled
the trends in labour productivity and earnings, the fruits of which are evident all
around Asia’s Pacific rim.

Onee an export bridgehead was secured, a deeper penctration of fo

kets g ly raised p ility and gave expx the capital to
current base of operauons and diversify into other products,
and for technology transfer that sus

round of exports facilitated this transition. The East Asian counts
derived much mllcagc fmm the auention they have devoted to the:
work organi the ics of inventory
the manufacture and delivery of parts; the fine-tuning of production
Lhc exacl adap'auon of products to the needs of buyers as well as the
acorp culture tuned to flexibility in an era of very
hfe cycles; and the sedulous attention 1o detail.
Whether, the long term advantages of flexible, labour intensive.
manufacturing operations @ la Taiwan and Hong Kong, outweigh
garnered by South Korea's giant conglomerates is a moot point.' If o
hazard a guess, the distributional gains from Taiwan's approach may |
Flexibility is also an asset in a range of consumer and electrical prod
with centain types of machinery with shortening product cycles. But fle
can only be maintained, as the technological stakes rise, through ¢
investment in research, education and skills.
Korea's shift lowards larger scale, relatively capital intensive industries
lead 10 some widening of income disparities but Kcrean companies
financially better placed to compete in the technological race and to
periodic business downturn. Over the long term, growth might be
could be more stable.
Imitating the industrial efforts of East Asian NICs might still b
redistributive policy for small economies such as Malaysia. The
of China's experience over the past decade has revealed the scope for U
oriented devel of 1l-scal ing in a large counts
strategy had long favoured the spread of heavy industry for the domestic

“Papanck (1988: 55), Scitovsky (1986: 158-160).
“Mody (1989).
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These new dircctions have provided millions of new jobs and casual empiricism
would suggest that they have p dly f ble distributive in
several of the People’s Republic of China’s eastern provinces. In Jiangsu and
Fujian, in Shandong and Anhui, the rural scctor has been transformed.® The
stirrings of liberalization have begun in India, where a thriving informal sector
has materialized in the eighties. Doubtless, this is helping to dent poverty in cities
and countryside alike,®* though it still largely escapes the coarse net of official
statistics and foils the efforts of tax collectors. India has exceeded the 3 per cent
per annum “Hindu rate of growth” during 1987-9, but Kohli reminds us that
liberalization faces an uphill battle as rent seckers and vested interest groups strike
back.* :

In a few of the Latin American countries, principally Chile, the press of econ-
omic circumstances has revived interest in export-led development. How far this
has influenced the income distribution is difficult to say as statistics for the late
cighties arc scarce. Absolute poverty may be on the retreat in Chile. Brazil, with
a fairly dynamic export scctor, has yet to bring its industrial and distributive
policies under a hospitable political roof.

8. Social and Institutional Factors
8.1 Labour Market
The functioning of labour markets can have & pronounced bearing on the structure
of incomes and their distribution, but labour policies have not figured prominently
in distribution programs launched by market economies. Labour market
! ion, whether g ical pational or sub-sectoral, ises &
strong influence on distribution. Policies that improve mobility could promote
equality. Belter transport and communications, freer flow of information together
with an increase in urban amenities, enhances geographical mobility. Most
developing countries are, bit by bit, adding to the transport infrastructure but urban
overcrowding is almost universal throughout the Third World and enlarging the
flow of migrants has liule auraction. ‘While intra- and inter-industry mobility
within the stratum of low paid unskilled and semi-skilled jobs is generally high,
resulting in a fair degree of uniformily in wages, higher skilled occupations are
different matter. Unionization, education requi experience or other
credentials, present serious barriers and lead to sharp divergences in eamings.
Unions, especially those in the public sector, have balkanized the labour market
in many countries. Through the exercise of their bargaining power, they have
been able to win tenurial rights and indexed allowances, which appreciably raise

i e i g S
The spread of small-scalc wwnship and village cnterprises in the People’s Republic of China
is analyzed in Byrd and Lin (1988).

This is evident in many countrics. Its beneficial consequences for distribution were noted by
the ILO in the mid-seventics. See Pack (1977).

“Kohli (1989).
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the earnings of their members, while in choice

By their actions, unions encourage employers 10 seck capital intensive production
methods which worsen the employment picture. Unionization has left its imprint
on the economies of India, Brazil and Argentina to name just a few, but union
busting as a distributive measure has litde political appeal in countries enjoying
ameasure of electoral freedom,

Unionization is nol a major force in the People's Republic of China but
socialist labour practices and commitments regarding jobs for urban inhabitants,
ensure most industrial workers (and sometimes their children) lifelong employment
in a single enterprise. This drastically curtails mobility and ensures that differences
in earnings are sheltered from the forces of supply and demand. With liberali-
zation, fixed term work contracts, which stimulate mobility, have energized the
labour market. Political i against an ing of rules
remain obtrusive, and as in India, the future labour market flows are unclear.

Another element of labour market policies that is relevant for income dis-
tribution is the setting of minimum wage guide-lines. Some research in the US
suggess that raising minimum wages could move several hundred thousand poor
houscholds above the poverty line. The effects of such guide-lines on employment
and the wage structure have been much debated and a consensus has yet to emerge.
Where these lic above fevels determined by market forces, they probably reduce
employment and thereby could worsen incquality.* In any case, policing wage
guidelines is a difficult matier in the industrial economies, enforcing them in
developing countries is fraught with greater difficultics.

By imposing rigid controls on labour mobility, wages and employment
conditions, the People's Republic of China managed (o sustain a fairly equitable
income structure in urban as well as rural areas (though inter-sectoral differentials
were significant). Such rigidity has its long-term costs. It resulted in great
inefficiency in labour use and the penalty in terms of growth foregone must have
been high. Other countries, such as Brazil in the late sixties and early seventics,
and Korea in the carly cighties used incomes policics 1o contain the costs of
manufacturing and arrest inflation. These may have been modestly beneficial for
growth but their effects on distribution are quite ambiguous.

8.2 Education
Tt is likely that i growth in a i way as 1 by
Edward Denison. It may not make much impression on the core of poverty.

“Opinions arc divided over the effects of minimum wage levels. Fishlow has hypothesized
that falling Brazilian minimum wages worsened poverty (Fox 1983: 267). Ellwood (1989: 281)
refers to an Urban Institute Study which estimates that adjusting the minimum wage in the US
for inflation since 1970 would push 200,000 off welfare. Tests by Riveros and Parcdes (1988:
19) point to the likelihood of structural unemployment arising from minimum wage legislation.
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Employment and training programs for the poor have done little to reduce pre-
wransfer poverty in the US. Similarly, the effects of work-training for school
drop-outs are But ion in the sense of bility, i
that allows individuals to participate more fruitfully in the evolution of industrial
society, and education that cnables an cconomic system to move along an ascend-
ing curve of affluence by absorbing frosh ideas and technologies, is certainly one
of the most important instruments first in the effort 1o do away with poverty, next
in trying to achicve greater income equality.

Research on the industrial countries and stdies of the East Asian NICs, both
rigourous and impressionistic, points towards the economic value of education.
Aside from the gains in worker productivity, the deepening of managerial,
engineering and scientific skiils permits allocative and x-cfficiencies that radically
improve levels of corf per Itis ing i ingly apparent
that the competitive margins of Japanese manufacturers derive in significant part
from the quality of the workforce.® While industries in Europe and the US have
shrunk and laid off workers under the pressure of imports from developing
countrics, Japanese producers drawing on their reserves of skill and education
have partially deflected foreign threats, pushing productivity several notches
higher. 5

The East Asian experience underlies the importance of education.” It also
shows, that increasing the supply of educated manpower will eventually depress
the returns (o education, unless the human capital is effectively utilized and its
productivity enh; d through i ations in products, processes and most
decisively, in the world of work. Education needs to be complemented with
industrial policies that increase the effective demand for trained manpower in
parallel with the growth in supply.

All this has been conventional wisdom for some time and 50 it is surprising
that governments have evinced liule i or spending on educati
perhaps because the lags tend to be long.# Resources allocated to this sector are
distributed regressively: too much for higher education, accessible 10 a privileged
few, and 1o little for primary education that would aid the poor. An urban bias
also deprives the needy rural populace of vital primary schooling. Furthermore,

ion policies frequently do not take i of the private costs of public
school. Transport, books, clothing and the time spent away from household or

S ———
wrends appasent in the developed countris suggest that higher levels of cducation il be
required of those secking well-paid jobs in the service sector doring the decade of the nincties
(Edsall 1988: 94). .

papanck (1988: 65.74) and Scitovsky (1986: 140). The former also draws atiention (o labour
foce participation by women.

®Rivlin (1975 11-12). Sawhill (1988: 1093) also comments on the smallness of results in the
near term.
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farming chores can impose insuperable burdens on the poor. And borrowing to
pay for schooling is an option available o very few.*

83 Women and the Family

Rather belatedly perhaps, the research on distribution has come to recognize the
centrality of the family and the role of women.™ Future life chances depend 10 a
considerable extent on family circumstances and income level. Poor families
cannot afford good schools or provide children with either the home atmosphere
or the help they require to extract the most benefit from formal training. This
can be a serious handicap. In Africa, the institution of the extended family re-
distributes income among its members.”  Similar institutions among Indian
trading communities (e.g., the Marwaris) permit a pooling of resources that has
been vitally related to their successes in industry and commerce. Chincse kinship
networks have been equally adroit in bringing together entrepreneurship and the
community’s capital. The difference between the African and the Chinese
institutions is that the former only help to even out consumption patterns, whereas
the latter combine a redistributive function with a developmental role.

Perhaps the aspect of family economics that is of mosl interest pertains to
women, A rising prop of in the ped countries are headed
by women. They are often among the most poverty stricken, and their predicament
affects the current living standards and future income prospects of a large number
of children. Poor houscholds headed by women are also joining the ranks of the
indigent in developing countries, although it is male migration that is usually to
blame and not divorce or the dcswc of lhc young as well as the old to live in-
dependently, if necessary in Seasonal migration was always
commonplace in rural areas, but males from the poorer farming regions are now
often absent for extended periods. While such migration results in reasonably
well-paid industrial sector jobs, it generates in many cases only a trickle of
remittances, which are unstable or insufficient. The familics left behind cke out
a bare existence on minimal resources which affect nutrition, schooling and
morbidity.™

Where women can earn a livelihood through farming or from off-farm
occupations, poverty can be kept at bay. In several African countries, for example,
women are active in food processing, retailing and handicraft industries.” They
are also an important source of agricultural labour. The cconomic role they have
carved for themselves helps them to sustain living standards in the absence of

“Jimenez (1986).

™Rivlin (1975: 7), Haggblade, et al. (1988: 12),
“Haggblade, ef al. (1988: 10),

TFolbre (1986: 25).

PHlorenstein (1989).
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menfolk. But in South Asian countries women are handicapped by a variety of
cultural practices and institutions. They can be barred [rom working outside the
home; their right to inherit land or other property is often restricied by customary
law; they receive litle education; because they cannol put up the collateral, they
face difficulty in obtaining credit for farming activities; and even though women
shoulder much of the burden of child-raising, they may have scant say in the
regulation of fertility.™

Family size and poverty are linked and the dependency ratio also seems to
have a negative effect on houschold savings, which in turn has a bearing on life
cycle poverty, East Asian experience suggests that the ebbing of poverty and the
demographic transition go together. Countries that are able to bring population
growth rates down from the 2.5-3.5 per cent per annum to below 2.0 per cent
find it casier to cope with poverty, and trends in savings more favourable toward
growth emerge. A shrinking cohort size can mean better employment opportu-
nities in the future as competition is curtailed. Hence, a fall in fertility serves to
raise the living standards of older generations and shifts upwards the lifecycle
incomes of their children,™

Lowering some of the barriers that impede the entry of women into the job
market and narrowing sex related wage differentials would boost family incomes
and lessen the pinch of poverty. Higher rates of female participation and greater
sexual equality in the marketplace have lifted living standards in the West and to
a lesser extent in the NICs.™ [t is the variance in labour force participation which
explains some of the inter-group differences in poverty in Pakistan, India and
Malaysia.” Altering customs and modifying institutions is a slow process. The
public sector can hasten the pace by seuting an example that other segments of
the economy will eventually be persuaded to follow.”™ But as these efforts to draw
women into the workforce proceed, a parallel drive to raise women's educational
attainments will be necessary. Female literacy is closely correlated with family
limitation and with improved health of children.” It therefore diminishes
childbearing responsibilities and at the same time improves the chances of
employment. No doubt, other industrial and labour market policies must be

MFolbre (1986: 30-3).
Tastedin (1980).

Kuo (1981: 105) for Taiwan,

Muclibauer (1987: 45) on Malaysia.

™Carcer paths that lead to managerial positions would help elevate the status of women in the
cconomic domuin. Provision of childcare facilitics on a wide scale as in the People's Republic
of China would give them added freedom.

PFalbre (1986: 17), Birdsall (1988). Cochrane (1988: 5-7) notes that under seven years of
cducation is in some instances linked to higher fertility because of its effects on breast feeding,
but education in excess of seven years seems 1o lower fertility significandy.
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marshalled to ensure that the demand for female labour emerges, as has happened
in East and Asian ¢ ics, bul education, at least, creates the supply
potential. Women acquire options; they can, over time, make a start at nding
the ladder of occupations; and with smaller familics, houschold per capita incomes
can improve irrespective of the mothers’™ working status. It is important not to
exaggerate the links between education and fertility. Women in Bangladesh, India
and Pakistan depend on surviving sons for old age security ™ So long as pension
schemes with a universal coverage remain a distant prospeel, fertility will be slow
to decline.

9. Transfer and Welfare Programs

The variety of transfer programs in use world-wide is impossible 0 review in
the compass of a few pages. Many approaches have been tried and experimenta-
tion goes on. The targeting of narrowly defined poverty stricken groups became:
popular in the carly seventies and is still actively debated. Meeting the basic needs
of the “bottom 40 per cent” was fashionable in the latler parts of the seventies
but interest appears 1o have waned. The world is still groping towards the most
efficient and supportable arrangements, with the industrialized countries leading
the way. A quick look at the experience of some of the developed countries can
help to isolate the main issucs that the d ping countrics are beginning o
confront as their development proceeds and which they will have 1 wrestle with
in the decades ahcad.

The redistributive function is performed mainly by transfers associated with
pensions, disability | medical i 1 benefits, aid for
children, housing p and nutritional assis . All except the last two
are not specifically designed to reduce poverty but lo maintain the incomes of
workers and their dependents in the face of fluctuating earnings or certain un-
foreseen events. Nevertheless, they do serve as a buffer against poverty for the
most vulnerable clements in society.

To put the story very simply, most countries tend to follow a well defined
path. Two groups that do not fit my stylized description are the socialist m\kﬁﬂ
and the small, ol rich economies. Initially, there is an attempt to provide minimum
guarantees for old age and disability for certain politically influcntial groups such
as the military, the civilian bureaucracy and the persennel of the major public.
cnterprises.” This is gradually widened, to cover the industrial labour force and

Birdsall (1988: 517). Dependence of the aged on economic suppart from theit children,
especially in the rural areas of the People’s Republic of China, explains the failure of the one
child policy. The wubao (Five System Guaranices) operaied at the village level does :

socisl security to the old and the needy, but its coverage is small, only 3 million in 1985 25
This is the pattern observed in Latin America where social security provisions Were introduced
in the carly decades of the century (Mesa-Lago 1986: 135-8 and Mesa-Lago 1983¢ 84),
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eventually the entire working population.* Over lime, the scale of benefits is
increased and the range of income transfers widened with the inclusion of medical
and unemployment insurance. The last stage involves moving from social security
to welfare proper with the provision of housing allowances, children’s benefits

and food stamps.

This ion upwards from a minimalist program seems (o be associated
historically with a number of That is, socio-political demands for
income transfers lead 1o legislati a program of signi di i

after three conditions are met:

a) The country has experienced a sustained period of prosperity which makes
social security scem affordable, apart from being socially desirable.

b) The state apparatus has developed to a point where the financing and
administering of social security arc feasible. In very crude terms, there is a
certain threshold level of the tax/GNP ratio which must be crossed before a
credible program is in the cards.

¢) Life expectancy,* urbanization, and industrial development have reached a
stage where a substantial segment of the populace stands o gain from pension
schemes; there is, in addition, a sizable and relatively well paid industrial
workforce which secks employment insurance and is prepared to contribute
towards this scheme. To put this rather differently, it should be possible to
operate the economy at high levels of employment before social security fits
comfortably into the picture. In addition, benefits must accrue to a large
number of the non-poor before it wins broad political support.

The progression of the social security system from carly beginnings to maturity
will also pass several financial milestones. At the very outset, when the base is
narrow and political support limited, earned entitlements financed from
contributions during an individual's lifetime are the rule. At the second stage,
earned entitlements are likely to be paid for through carmarked taxes. Eventually
the benefits provided to the working population can come from general taxes rather
than special levies,

That said, there is no rule which can tell us when and how far a country should
wade into social security or how it should defray the costs. In a sense there has

®ltis a slow process. Even in Latin America, the overall coverage is under SO per cent and for

the majority it is less than 25 per cent. (Mesa-Lago 1986: 35).

OEntwisle and Winegarden (1984) found that g pension in

countries during the early seventies were a function of the old age dependency ratio, percentage

of GDP from agriculture, life expectancy, log of GDP per worker and the total fertility rate.

Mln Brazil, for instance, social security is financed, in part, through sales taxes (Mesa-Lago 1983:

92). Mesa-Lago's work suggests that in the majority of Latin American countries both the
of raising revenue for social sccurity and the benefits tend to be regressive (Mesa-

Lago 1983: 90-91).
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to be the economic and social stage setting which ensures potential financibility
and generates a demand. Next, there is the question of what is appropriate, given
the structural characteristics of the economy, administering capacity, the degree
of poverty, the conditions of the poor, and the direction of certain social trends.
Trends which scem most relevant are: first, to what extent are familics willing to
support aged parents; second, which is not unrelated 10 the first, do women work.
A relatively poor country, at an early stage of industrialization, with a weak, state
organization, which suffers from rural poverty, cannot really think in terms of
social security or elaborate welfare schemes. The bare minimum must suffice.
The [anhe: a country departs from this condition, the more relevant social sccurity
becomes.” Whether it will require targeted anti-poverty programs, above and
beyond insurance for the clderly, the disabled and unemployed, will depend very
much on the nature of the poor, the various other macro-, structural and institu-
tional forces at work and the poverty profile.

9.1 Social Security in Industrialized Countries
From the experience of developed countries it appears that income transfer
programs can be a potent way of combating poverty. The pre-transfer incidence
of poverty in the US was 24 per cent in 1983, while after transfers were factored
in just 13 per cent of I.hc populace fell below the poverty line. However, transfer
programs are 5 ing 10 per cent of the US GNP in 1981.%
They are also subject m much leakage. Only 38 per cent of the benefits reached
the poor in the US, 54 per cent in the UK.* By narrowly targeting the most
cconomlcally vulnerable groups, costs can be brought down and leakages
but the inistrative costs of s-tested p are steep — 5.2
percent o 15.4 per cent in the UK as against 3.5-3.8 per Cenl for other programs.”
Determining the incomes of the targeted population is exceedingly difficult and
this drives up the administrative costs. Nevertheless, the mood in the Wesl lS
Ieaning in this direction and the share of s-tested is
The initial gains with income transfer are ial but in the P

“Danziger et. al. (1981).

“Kanbur (1987: 121).

"Kanbur (1988: 121). Costs are even higher in the Latin American countries because of cxcess
personnel, inefficiencies and the high salaries paid to staff. They range from 2-6 per cent in
Venczucla and Guatemala, 10 10-12 per cent in Mexico and Brazil, to 14-16 per cent in El
Salvador and Panama. (Mesa-Lago 1983: 97).

MMeans-testing is most extensively used in the US and Canada and least in Israel and West
Germany; Sweden and the UK lic in between (Hauser 1987: 201). Means-testing discourages
the poor from sceking aid; first, because of uncertainty regarding eligibility; second, because it
gives rise to administrative hurdles the poor are ofien unwilling to tackle; and third, by
emphasizing, for some, the stigma of secking public largesse (Washington Pogt, 1989). Sec also
Atkinson (1983: 264).
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countrics, the advance has not slowed 1o a crawl, Income distribution in the US
was virtually unchanged for two decades and poverty was at a two decade high
of 13.5 per cent in 1987, Further reductions may depend on the future of growth
and productivity.

Tn both the US and the UK pensions account for the lions share of transfers.*
‘When combined with Medicare for the elderly, it encompasses 60 per cent of the
expenditures in the US® As populations in the Western nations age, the share
of social securily annexed by pensions could continue to grow.” Income re-
distribution primarily aids those in older age brackets, though significant amounts
also find its way through food stamps, child support and housing allowances 0
houscholds headed by women. Indexed social security benefits have greatly
diminished poverty among the elderly. As this group is expanding rapidly, the
apparcnt bias may not be unrcasonable but, at least in the US, some of the cost
has been borne by the children of the poor.”

9.2 Problem Areas

The cost of income maintenance programs, the difficulties with targeting and the
lopsidedness of benefits are three of the concerns that have surfaced, but a number
of others can be identificd which are relevant for developing countries.”

First, there are the incentive effects touched upon above. Financing a program
that will lift appreciable numbers: from the limbo of poverty generally involves
steep rates of axation on the better-off and social security levies on wage-eamers.
Initiative and risk-taking behaviour are hobbled and either tax-paycr resistance
forces a partial reversal as in the US, or tax evasion becomes institutionalized, or
the growth of employment can be curtailed. Incentives also affect the means-
tested recipients of benefits, who are subject o very high marginal tax rates. These

®This is also the casc in the Latin American countries that were among the first o introduce
social security. For instance, 80 per cent of the cxpenditune in Uruguay is on pensions. (Mesa-
Lago 1986: 141).

PKanbur (1987: 116).

Mfixacily this trend, that is, the rising share of pension in social security s already apparent in
the Peaple’s Republic of China.

% Recker and Murphy (1988: 9).

PThe investment of pension funds in seeure assets, yielding adequate real returns s a course
that d with budgetary stri ies do not always choose to follow. This,
of course, means grave problems in the future. 10 is not enough 10 just establish & pension
scheme. Ensuring that the resources flowing into it will be safeguarded is an equally important
long-term responsibility. Mesa-Lago has pointed out that in Latin America, “social security
reserves have usually been squandered or, in the best of cases, have not borne the expected
profits due 1 three reasons: the pericious effects of chronic inflation; the poor development
of cupital markets, and the low yields of inyestment.” (Mesa-Lago 1983: 96; and Mesa-Lago
1986: 144.5).
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discourage them from sceking work, as any income earned involves a substantial
loss in transfers. Lower rates mean even higher program costs.

A second source of worry is the relationship bclwr,cn labour supply and social
security. Pension schemes can carly and ploy
insurance can lengthen periods of idleness. These do matter, but an exhaustive
review of the US literature suggests that the withdrawal of labour is fairly small.™
The matter is not closed and developing countrics have yet to test these walers.

Social security schemes could depress private savings that are accumulated
in anticipation of retirement needs. Theories of savings behaviour are ambiguous
on this score and empirical investigations have not provided a clear answer,
Again, on balance, a mild negative effect is likely.” Several rescarchers have
noted the implications of the counter-factual; most old people nced support as
their own savings are gencrally insufficient. If the state does not provide pensions,
relatives must bear the costs, which eats into their savings.* LDCs must be on
their guard once they begin expanding the social security nel.

Finally, pensions along with benefits for children, housing and food supple-
ments have led to a change in living arrangements that can magnify poverty.
Social security has enabled old people and young single mothers to live apart from
their families for the sake of independence, even if it involves setling for an
existence below the poverty line.” Other factors are also influencing household
formation but the welfare system does seem to conspire against family stability,

The majority of developing countries provide the poor with income supple-
ments through food rations, subsidized health, transport and education services,
housing benefits or child support. Some of the more affluent ones such as Brazil
and Uruguay, which entered this ficld earlier in the century, extend pension
benefits to more than half of the work force. The East Asian NICs including the
People’s Republic of China, are also crossing the threshold into centrally adminis-
tered programs including retirement benefits and health care. Unemployment
insurance has been tackled by the fewest: two low income countrics, Ghana and
the People’s Republic of China (since 1986) and four lower middle income ones.™
South Korea introduced social security legislation in 1973, allowed it to lie

*Danziger et. al. (1981) and Sawhill (1988) survey the evidence.
Peter Diamond has cautioned that the historical data subjected to statistical lests arc drawn
from various stages in the develapment of Social sccurity in advanced countrics. Tt may give
no inkling as to what could happen in a developing economy where the motivations are quite
different (Skidmore 1981 6). Mesa-Lago (1986: 144) summarizes the conflicting evidence on
the relationship between social security and savings in Latin American countrics.

*Danziger et. al. (1981).

TRivlin (1975: 5). Social security plus economic opportunity has been associated with rising
rates of divorce and the relatively low rates of remarriage by women in the developed countrics
(Becker and Murphy 1988: 13-14),

*Social Security Programs Throughout the World — 1987", US Department of Health and
Human Services, Social Security Administration.
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domlan[ for a decade and a half and has recently revived it. All of them face or
arc b 0 , the ive, fiscal, incentive and social problems
listed above. With welfarc spending swallowmg, close to 9 per cent of GNP in
Brazil, the fiscal burden is beginning o tell (see Table 1), particularly on the ailing,
debt ridden economies. A few of the NICs and the People’s Republic of China
arc now ing a stage when a ial number of workers will be retiring
and life expectancies are such that they will require pension support for many
years. In fact, generous schemes in Brazil and Kuwait encourage retirement once
the statutory work period requirements have been met. At the same time, pension
benefits are on the way 10 becoming a necessity because weakening family ties
and mobility are depriving old parents of a financial anchor. South Korea and
the People's Republic of China have rapidly expanding economics and large
cohorts in prime working age categories which gives them breathing space in
which to fund pension schemes. Countries like Egypt, Brazil and Ecuador are in
a less happy macro-economic situation and may have to be frugal in legislating
benefits.

Other i i in the ping world is poverty
among women who are hauschold heads and the large number of children in the
ranks of the poor. Three of every five Brazilian households headed by women
live in poverty. Filty-four per cent of children fall into this category.® These
statistics are by no means unusual. Attending to the needs of women and children
require prog; of a parti kind: uaining‘ hild ing and nutri-
tional assi They are admini: pensive, subject to leakage and it
is frequently hard to push women cmconncd on welfare programs out of their
plight and into the mainstream of the employed. It is a problem that will test the
social services of the LDCs just as it has in the West, but the incidence of female
houschold poverty can become so severe that it cannot be ignored for long.

10. Growth and Redistribution

When income mail were being di: at the turn of the
century, universal coverage was the philosophical goal. These earlier hopes have
been dashed. Means-testing and narrower largeting are very much in the air,
Financial imperatives will ensure that unemployment insurance, nutrition
supplements and housing programs will have to follow the targeting route.'” The

“Fox (1983: 269); World Bank (1988c); and Ficlds (1980: 55). The risk of widowhood rises
with age and as life expectancics, especially of women, lengthen, the likelihood that she will
become a household head increases (Visaria 1980: 58).

1T he issue of targétting food programs for the benefit of rural poor is of importance in Brazil
which has several schemes. It is also of concern in India although total direct expenditures arc
cqual 10 0.16 per cent of GDP in 19867 and has been analyzed by Subbarao (1989: 76.7). He
cmphasizes the need (o reach the eritically malnourished. Problems with targetting are discussed
by Glewwe and Kanaan (1989).
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dilemma in the industrial as well as the developing countrics is that political
support for welfare programs wanes when substantial segments of the non-poor
and middle classes do not derive benefits, Some regressivity in education and
health spending may be a price that must be paid, and a measure of leakage
tolerated. Thus, the quest for cconomy leads to targeting, but oo sedulous a
targeting quenches the enthusiasm of those who pay for welfare. Each country
will have to find its own middle ground.

As stated earlier in the paper, income maintenance and welfare programs are.
vital instruments in the effort to improve distribution and cradicate poverty.
However, they are most willingly tolerated when the economy is strong with
unemployment on the decline. Itis in these robust periods that benefits increase.

Lean times lead to a reversal, Clearly the ic and sectoral
arc in the lead when it comes to redistribution with transfers and welfare
expenditure playing a critical y role.)” Furthy , the political

appeal of passive income support does not endure, whereas those programs that
promise to move people off welfare are casier Lo sell over the longer term.'”
Redistribution and welfare must be viewed in the context of overall macro-
cconomic and development strategy. The cost and effort of alleviating poverty
or lessening inequality, could be ;rully rcduced if from the outset planners
hed industrial, agri and macro policies keeping the
distribution goal in the forefront. It is expensive 1o try and retrieve the distri-
butional errors of development strategy by means of income transfer programs.
As all nations have learned, the political and social damage wrought by inequality
cannol be ignored or sidestepped. Al the same time, political resistance from
higher income groups impose limits on transfers. For a time socialism seemed
10 offer a way of absorbing the political discomfort arising from redistributive
policies. But the sheer magnitude of the economic penalty incurred is forcing
the reform minded socialist countries 10 view open unemployment and unequal
incomes as inevitable in their drive to ameliorate fiscal burdens, increase flexibility
and sharpen incentives for workers and entreprencurs alike.
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DISTRIBUTIONAL POLICIES AND PROGRAMMES:
THE MALAYSIAN EXPERIENCE

Zainal Aznam Yusol

“This paper reviews the broad progress that has been achieved by the
NEP and assesses the impact on alleviating poverty and reducing
income inequality.

1. Introduction

One of the few issues thal can interest many and excite some is concerned with
the benefits of ecnn()ml(, duvclopmcm in particular, who has been getting the
bcnefns of P ists have long whether there is any

or inevitability about and the distribution of income,
and beginning with Kuznets (1955), much interest has been focussed on assessing
whether in the carly phase of development the distribution of income tends to
worsen and improves only at a later stage in the development process.'

Serious interest in questions on equity and distributional issues in Malaysia
really began just after the May 1969 racial riots. The concern then was not just
with povurly and income mequahly. hul with the sensitive ethnic dimensions of
position of the Bumlpulcra

Sp ly S 4

vis-a-vis the i th i in 1957, the Fed of
Malaya, as it was known before the formation of Malaysm in 1963, cmbnrk:d on
a long period of growth and Post-ind dence ’s
development strategy was based on a laissez-faire approach to P Up

10 the end of the 19605 the state confined itself mainly (o its traditional role, that
is, the provision of basic utilities, infrastructure, education, health and other social
services, but it was active and interventionist in the agriculiural sector. While it
had a substantial involvement and presence in the agricultural sector through
agriculture and land development, it left the non-agricultural sectors, cspeclﬂuy
industry and 1o the Malays ially the Chinese and [orelgn
interests, Meanwhile, the United Malays Naunm\l Organization (UMNO), the

Malay political party within the Alliance, dominated the political life of the nation.

"The literature has become extensive. See, for example, Adelman and Morris (1973) and
Ahluwalia (1976).
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This was the cssence of the “Bargain of 1957”, a social contract which guided
the political economy of post-independence Malaya up to 1969.
Without doubt the May 1969 racial riots marked a watershed in post-war
in Malaysia. ic factors, it was argued, played a considerable
part in contributing towards the sentiments and events which launched the New
Economic Policy (NEP) in 1971. An immediate result of the May 1969 racial
rots, and political was the ion of the NEP, an
explicit policy statement on equity matters with its two-pronged objective of
eradicating poverty irrespective of race and the restructuring of society 1o correct
the identification of race with economic function. Later incorporated into a
twenty-year Outline Perspective Plan 1971-1990 (OPP), the NEP laid out explicit
cthnic equity targets.

The full record and account of progress in equity and restructuring since the
launching of the NEP and how development programmes and policies have had
an impact on poverty and income inequality remain to be written. Available
evidence, and they are scanty and patchy, suggests that the record has been
remarkably encouraging; the level of poverty has come down sharply and the
distribution of income has improved since the launching of the NEP. Even more
encouraging is that despite the severity of the recessions ir: the early 1980s, with
their adverse impact on the growth of the Malaysian economy (the nadir was
reached in 1985 when growth declined by one per cent), and the very sharp

ions in public iture together with j
deregulation and liberalization measures that were introduced, the poverty situation
did not deteriorate.*

The purpose of this paper is to review the broad progress that has been achieved
in the NEP and then to assess the impact of the distributional policies and pro-
grammes on alleviating poverty and reducing income inequality, Lack of data
will in the review and and much of it will be based on official
statistics. It will be more in the spirit of a general tour. The next section of the
paper summarizes the background of the NEP. The evidence on poverty allevia-
tion, the restructuring of society and the distribution of income since the NEP
will be taken up in the third section. Next, the types of distributional policies
and programmes are dealt with. Some of the main lessons from the Malaysian
experience in dealing with the equity issue will be taken up in the concluding
seetion.

2. The Malaysian Equity Problem: The New Economic Policy

A useful place to start discussing distributional issucs is the NEP. In the Second
Malaysia Plan 1971-75 (SMP), it was stated that the overriding objective of the

“For an account of the experience of Third World countries in coping with the recession and its
effects on the standard of living, sec Comia, Jolly and Stewart (1987).
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pronged NEP is the achi of national unity:

The plan incorporates a two-pronged New Economic Policy for development. The

ﬁm prong is to reduce and ~vcmuxlly cradicale poverty, hy Taising mcmne levels and

for all of race. The

second prong aims at accelerating the process of restructuring Malaysian society o

correct econormic imbalanices, so as to reduce and eventually eliminate the identification

of race with economic function. This process involves the modernization of rural life,

a rapid and balanced growth of urban activities and the creation of a Malay commercial

and industrial community in all categories and at all levels of operation, so that Malays

and other indigenous people will become full partners in all aspects of the economic
life of the nation.

The most controversial distributional target, the thirty per cent Bumiputera
ownership larget, was also mentioned:

The Government has set a target that within a period of 20 years, Malays and other

indigenous people will manage and own at least 30 per cent of the total commercial

and industrial activities in all categories and scale of operation. The Government has
also stipulated that the employment pattem at all levels and in all sectors, particularly
the Modern Rural and Urban Sectors, must reflect the racial composition of the
population.
How were all these grand trgets to be achieved? It was emphasized that develop-
ment will be undertaken in such a manner that in the process of growth and
expansion, it would make i ion 1o the achi nt of national
unity. It was also ized that i It by itself would not solve
the manifold problems of a pluralistic society.

The dimensions of the equity problem were gradually highlighted in the various
development plans and their mid-term reviews. Income statistics showed that the
“modern urban sector” was characterized by high average incomes, while the
“modsm rural sector” and the “government sector” had medium incomes and the
“traditional urban sector” and the “rraditional rural sector” low incomes. Employ-
ment statistics showed that the Malays were employed largely in traditional rural
activities characterized by underemployment, such as padi farming, fishing and
rubber smallholdings, and that they were not well represented in the higher level
managerial, professional and technical jobs. The non-Malays on the other hand
were preponderant in the urban areas, on estates, as factory workers, shopkeepers
and ion workers. They i the higher paying occupations.

For the first time statistics on the extent of corporate ownership by ethnic
groups was presented, and it was a revelation that the Malays owned only about
1.5 per cent, the Chinese 23 per cent and foreign interests 62 per cent. This
confirmed how bad the position of the Malays was, and, surprisingly, it showed
that the Chinese did not own or control much of the economy. The dominance
of foreign investment was also unexpected.

There were, however, no comprehensive statistics on wealth. A novelly in
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the SMP was the information assembled to show the imbalances in ownership
and control of wealth. In terms of acrcage, the plan reported that of the total of
about 4.2 million acres of rubber land in West (Peninsular) Malaysia at the end
of 1970, about 37 per cent were owned by Malays, 42 per cent by non-Malays
and 21 per cent by foreigners. For estates, in the same year, about half of the
acreage was owned by M i and half by forei No Malay owned
rubber estates. Of the over two million acres which were then under rubber

I1holdi Malays and Malays had about equal ownership. Foreign in-
terests owned about three-guarters of the oil palm and coconut estates in Peninsular
Malaysia, with the remainder being owned by non-Malays.

Additional insights into the il of ethnic were
reported in the Mid-Term Review of the Second Malaysia Plan 1971-1975 (MTR)
which was published in 1973 and which included the OPP. Data derived from
the Post-Enumeration Survey (PES) of the 1970 Population Census showed that
the top ten per cent of houscholds accounted for about forty per cent of total
household income, while the share of the bottom forty per cent of households
was only about twelve per cent. Income imbalances between the rural and urban
areas and between the races were also wide. For example, in 1970, the average
mean monthly household income of the Chinese houschold ($387) was more than
two times that of the average income of the Malay houschold ($179).

An change in P was i
in the MTR. There was a clear shift to focus more attention on the ownership of
share capital in the corp sector, izing that * ip and control

of wealth or asset is an important source of houschold income”, the MTR went
on to state that “an important element in this regard is the ownership of capital
in the corporate and non-corporate sectors of the economy”. For the first time,
passing reference was made w the concept of wealth. Wealth was 1o include
financial as well as physical assets, including land. But the importance of owner-
ship of one type of financial assel, that is, equity or share capital was especially
emphasized for “as the economy develops and modernizes, and as the country’s
financial structure becomes increasingly sophisticated, the key to the ownership
and control of wealth will be through ownership of the equity capital of various
enterprises. The Government will, therefore, take effective measures 1o enable
Malays and other indigenous people to expand their ownership of share capital”.
This implied that the original, and much broader, vision of restructuring the
ownership of wealth had now been narrowed, although with the right qualifications
and reminders.

There were other changes t0o. In the SMP no ownership targets were made
for the other Malaysians and foreign interests. The OPP rectified that and
indicated that by 1990 Malaysians would own about 70 per cent of the total share
capital of limited companies with Bumiputera (Malays and other indigenous
people) owning at least 30 per cent, other Malaysians 40 per cent and foreign
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interests the remaining 30 per cent. Within a period of twenty years Malays and
other indigenous people would own and manage at least thirty per cent of the
total commercial and industrial activitics of the economy in all categories and
scales of operation as the “desired racial pattern in sharc ownership”. It also
reassured the other intercsts that “the attainment of the growth targets of the
Perspective Plan will enable non-Malay ownership of share capital to expand by
nearly 12 per cent per year and to increase its share of the total to over 40 per
cent by 1990...." The growth of Malay ownership was seen to take place at the
expense of foreign interests; “in relation o total share capital, however, the
expansion for Malays and other indigenous people... will involve a sizeable decline
in the share of foreign interests from 61 per cent to about 30 per cent during the
period”. This elaboration gave official birth to the famous “30:40:30” ownership
restructuring target for the NEP.

For employment, there was to be a restructuring of the pattern of employment
and the target was 1o have, by 1990, one that would reflect the ethnic composition
of the population at all levels, with full employment to be attained by 1990. In
contrast to ip and empl cturing, there were no targets set for
the creation of a i C ial and ial C ity. ializ
agencics, termed “trust agencies”, such as Perbadanan Nasional (PERNAS), Majlis
Amanah Rakyat (MARA), State ic D Cor ions (SEDCs),
Urban Development Authority (UDA), Federal Industrial Marketing Authority
(FIMA), Bank Bumiputera, and later Permodalan Nasional Berhad (PNB), were
entrusted with the responsibility of providing a varicty of support and assistance
to the Bumiputera. These agencies, which cither invested on their own or had
joint ventures in various industrial and commercial activities, provided financial
and technical assi y services and d training courses.

1t was only by the mid-1970s that additional statistics were available 1o show
the extent of poverty and these were published in the Third Malaysia Plan 1976~
1980 (TMP) (Anand 1983). The TMP introduced yet another long-term target:
the incidence of poverty would be reduced to about 16.7 per cent by 1990 from.
its level of 49.7 per cent in 1970. If the Larget was reached an estimated 514,000
households would be in poverty in 1990 compared with 792,000 in 1970. The
admission that almost half (49.3 per cent) of the total number of househalﬂh
1970 were classified as officially poor, that is, with an income below the “poverty.
line” was a rather startling revelation, despitc years of respectable growth. All
these distributional targets were predicated on the assumption that the th rate.
would be of the order of eight per cent per annum over the OPP

There were 1o illusions about the difficulties of reaching for
but the i of ici was ledged, as
is unatiainable without greater balance among Malaysia’s social and
in their participation in the development of the country and in the sh
benefits from modernization and economic growth”.
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3. Growth, Poverty, Income Inequality and the New Economic Policy:
Accounting of Performance

In this section the record of growth and the trends in poverty and the distribution
of income will be summarized. As always, the lack of the right kind of statistics
have constrained efforts at a more detailed and critical assessment. Also an
analytical assessment of the relationship between growth and equity has not been
done so that establishing the causality, if this is possible, between growth, poverty
and income distribution, or putting forward hypotheses to explain the record, is
made all that more difficult. Much reiiance has to be placed on official statistics
as they are the only available set of consistent statistics whatever their limitations.
Statistical credibility does matter a great deal especially in the Malaysian context
because of the very sensitive nature of the subject.® It is not simply just a matter
of what has happened to Bumiputera, Chinese or Indian poverty levels and to
income inequality but what has been happening to inequality, not only between
the Bumiputera and non-Bumiputera but also within each ethnic group. The cthnic
dimension has, however, always been of paramount importance.

3.1 Growth: Rapid and Sustained
The Malaysian economy has in ining a relatively high level of
growth over the post-1970 period and it is expected that the growth rate of the
economy over the 1971-1990 period will be close to about seven per cent per
annum, just below the targeted eight per cent. Growth was much lower in the
1980s than in the 1970s, largely because of the recession in the early eighties.
During the past eighteen years (1971-1988), the economy grew at about 6.5 per
cent per annum, averaging 5.8 per cent during the 1981-85 period; the remaining
half of the cighties is also expected 1o reach the same level of growth. These
growth rates show a much better growth performance for Malaysia when compared
1o other Third World countries. The “industrial market economies” (USA, UK,
France, Germany and Japan) grew at 3.6 per cent per annum during the 1980-86
period. These rates were well above the average growth rates for the “Upper
Middle Income” countries (such as Brazil, Yugoslavia and South Korca).
Growth in income was also more than satisfactory over the post-1970 period
when per capita gross domestic product (GDP) grew at 5.1 per cent per annum
during the 1970s and an estimated 4.0 per cent in the 1980s. Again these rates
exceeded the performance of many other Third World economics.

3.2 Alleviating and Reducing Poverty

What has been the record on poverty and the distribution of income? Consider
poverty first. The record on alleviating poverty has been a remarkable one as

A sub- ittze on statistics and of the National Ecoromic Consultative Council
(NECC) is looking into the whole question of the statistics relating to the NEP.
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absolute poverty has declined from about half (49.7 per cent) in 1970 to about
17 per cent in 1987, and with economic recovery and growth rates reaching about
8 per cent in 1988, 7.6 per cent in 1989 and possibly 6.5 per cent in 1990, the
level of poverty is expecied 1o decline further, possibly to about 14-15 per cent
by 1990.

Different approachcs and different measurements will show different levels
of poverty. On an using the equi
purchasing power ratios caumam by Kravis and associates instead of official
exchange rates, and a poverty line of 200 “International Comparisons Project”
dollars — the level of the 46th percentile for the Indian case — the results show
a low incidence of poverty for Malaysia in 1975 of about 12 per cent:*

Percentage of population in poverty in 1975

Country Using Kravis's adjustment factors  Using official exchange rates
Malaysia 12 8
Korea 3 6
Chile 11 9
Taiwan 5 4
Brazil 15 8
Philippines 33 29
Sri Lanka 14 10

Something needs to be said on the measurement of poverty because of some
scepticism on the official estimates of poverty.® The traditional distinction
between “absolute” and “relative” poverty is stll helpful® Absolute poverty is
measured by taking a poverty linc income and then estimating the proportion of
households, or individuals, that fall below the line. Itis what goes into the poverty
linc that attracts considerable interest. Officiaily, “poverty has been defined and
measured on the basis of the prevailing standard of living in the country...” and
“...an income sufficient o purchase a minimum food basket to maintain a

in good nutriti health and the i needs in respect of food,
clothing and footwear, rent, fucl and power, transport and communications, health,
education and recreation” (Fifth Malaysia Plan, p. 83). Beyond these general

*The methodology and results are reported in Ahluwalia, Carter and Chenery (1979).

“For an account of how poverty can be measured see, for cxample, Sen 1981 and Anand 1983
The official approach is reported in the various five-year development plans. For cxamples of
a sceptical view, see Malaysian Business, August 1-15, 1989.

“Sec Sen (1989),
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statements there is little else o go by. Only recently has the poverty line been
revealed and for 1987 they are as follows:

Income ($) Family size

Peninsular Malaysia 350 512
Sarawak 429 5.24
Sabah 533 536

Using a per capita poverty line, that is, taking the size of household into account
gives a lower incidence of poverty.

Relative poverty can be measured, for example, by taking the average income
of, say, the bottom 40 per cent or 25 per cent of the population and then estimating
the number of houscholds or individuals below the relative poverty line.” The
median as a proportion of the per capita income has also been put forward as a
measure of relative poverty.® The advantages of these approaches have been well
documented and there are other ions for ive or I y
measures of poverty.”

The incidence of urban and rural poverty, shown in Table 1, declined over
the 1970-87 period, and although poverty was still higher in the rural than the
urban arcas and the bulk of the poor were in the rural areas, the profile of overall
poverty appears to show some signs of changing. The share of the urban poor
has increased: in 1976 the urban poor formed about 12.4 per cent of the total poor
houscholds, increasing to 16.8 per cent in 1984 and to 17 per cent in 1987. Also
surprisingly, the level or “intensity” of poverty, as measured by the difference
between the mean incomes of the urban poor and rural poor houscholds, was
marginal.

All states, as far as we can tell, enjoyed declining levels in poverty up o 1984,
As the effects of the recession worked through, not all states enjoyed declining
levels; poverty i d in T Wilayah F Negeri i
Selangor and Sabah between 1984 and 1987 and their level of income fell too.
‘The concentration of the poor has also shifted since the mid-1970s, with the share
of the poorest states (Kedah, Kelantan, Perlis and Terengganu) increasing from
42.3 per cent in 1976 to 44 per cent in 1987, and the share of the more developed
urbanized states (Penang, Selangor and Wilayah Persckutuan) increasing from 14.3
per cent in 1976 10 16.7 per cent in 1987. These broad statistics suggest that in
Peninsular Malaysia there were two trends, the first showing an increasing

"See Ahluwalia, Carter and Chenery (1979) for an example of measuring relative poverty.
*See Atkinson (1975).
*See Sen (1981) and Atkinson (1975).
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concentration of poverty in the poorest states, and the second, of a rising share
of the total poor in the more developed and urbanized states of Peninsular
Malaysia. In Sabah and Sarawak, compared to their level of income, the level of
poverty was high: in 1987 Sarawak ranked third and Sabah fifth in terms of the
level of income but fifth and second, respectively, in terms of the level of poverty.

Five poverty groups accounted for the bulk of the poor. Rubber smallholders,
padi farmers, coconut smallholders, fishermen and estate workers accounted for
a sizeable proportion of the total poor: 36 per cent in 1984 and a third in 1987.
Alleviating poverty among padi houscholds appears to be a difficult task as by
1987 about half of the padi houscholds were still below the poverty ling, and they
sull had the distinction of having the highest incidence of poverty. Double-
cropping of padi reduced poverty but the effects were not dramatic.

All ethnic groups recorded a fall in the incidence of poverty although there
were large differences in the levels between the major ethnic groups. By 1987,
the Bumiputera still had the highest incidence of poverty (23.8 per cent) followed
by the Indians and the Chinese. Although the comparisons are not that accurate
(because of the use of a per capita income poverty line), in Peninsular Malaysia,
the level for the Bumiputera had declined from about 46 per cent in 1976 to about
24 per cent in 1987, while for the Chinese it fell from about 17 per cent to 8 per
cent and for the Indians, from 27 per cent m 10 per ccnl over lhc same period.
Poverty in the country has become i lya In

1976 about three-quarter of the poor were Bumiputera but by 1987 their share
had increased to about cighty per cent. This scems Lo suggest that in many of
the states, especially in Kedah, Kelantan and Terengganu, poor Malay houscholds
have increased.

Tt may well be useful (o raise the question as to which ethnic group, on the
average, is now the poorest. Additional probing will be required but it may well
be that in a number of states, especially in the urban areas, the mean income of a
poor Chinese household could be very close to that of a Bumiputera household.
The evidence points (o the fact that the average income of the poor household in
the urban areas, where the Chinese predominate, is now close to the average
income of the rural poor, where the Malays predominate. Besides, in Selangor,
Negeri ilan and Wilayah F where the pr ions of Chinese are
the highest, not only has the incidence of poverty increased but also the average
income of the poor has declined in absolute terms.

The ethnicity aspects of poverty in Sabah and Sarawak differ slightly from
that of the states in Peninsular Malaysia. The incidence of poverty for Bumiputera
in Sabah increased over the 1984-87 period, with no change for the Chinese and
a sharp reduction for the Others. By 1987, the Bumiputera accounted for about
97 per cent of the poor households compared o 91 per cent in 1984, In Sarawak
poverty fell for ali races although the Bumiputera, as in Sabah, accounted for the
bulk of the poor, about 91 per cent in 1984 and 1987.
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Table 1
Peninsular Malaysia: Incidence of Poverty by
Rural-Urban Strata, 1970, 1976, 1984 and 1987

1970 1976

Total  Total Inci- Total  Total  Inci- Inci-
Stratum and number  poor dence number  poor  dence  dence
larget group of house~ o of  house— o o

house-  holds  poverty house—  holds  poverty poverty

holds  (*000)  ("000) holds — ('000)  ("000) (%)

('000) ('000)
Rural 12034 7059 587 14008 6696 47.8 247
Rubber smallholders 3500 2264 64.7 1267 738 582 427
Padi farmers 1400 1234 88.1 1879 1509 803 519
Estate workers 1484 594 400 - = - 196
Fishermen 384 281 732 28.0 17.6 62.7 26.1
Coconut smallholders 320 16.9 52.8 193 124 64.0 46.2
Other agriculture 144.1 1282 89.0 5284 2754 521 -
Other industries 3505 1235 352 5105 1395 213 -
Urban 402.6 859 213 5306 94.9 i7.9 82
Agriculture - - - 248 10,0 40.2 -
Mining 54 18 333 45 05 10.1 -
Manufacturing 84.0 19.7 25 553 95 17.1 =
Construction 19.5 59 30.2 847 6.1 17.7 =
Transport and utilitics 424 131 30.9 532 9.1 17.1 -
Trade and services 2513 454 18.1 2420 337 13.9 -
Activities not - - - 1161 26.0 24 =
adequately defined
Total 1,6060 7918 493 19314 7644 396 18.4

Sources: Government of Malaysia, Fifth Malaysia Plan 19861990 and the Mid-Term Review of
the Fifth Malaysia Plan 19861990, Kuala Lumpur: National Printing Department.
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Table 1 (continued)
Peninsular Malaysia: Incidence of Poverty by
Rural-Urban Strata, 1970, 1976, 1984 and 1987

1984 1987

Total Mean Overall Inci- Total Mean Overall Inei-
poor  income  mean dence poor  income  mean  dence

house- o income o house~ o  income o

holds the ($M)  poverty holds the (M) poverty

("000) | poor (%) ("000) poor (%)

(5M) (§M)

4020 2080 8240 24.7 4032 2240 8530 24
68.5 2200 5200 42.7 83.1 2380 5350 40.0
705 196.0 406.0 51.1 4.4 2220 462.0 502

6.7 210 632.0 19.6 49 250 670.0 15.0
10.7 262.0 6720 26.1 10.7 251.0 633.0 45
16.4 251.0 514.0 46.2 1.7 275.0 4920 39.2
813 2050 15410 82 826 280 14670 81

4834 2080 8 184 4858 2250 10740 173

Sources: Government of Malaysia, Fifth Malaysia Plan 1986-1990 and the Mid-Term Review of
the Fifth Malaysia Plan 1986-1990, Kuala Lumpur: National Printing Department.
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3.3 Restructuring Employment

Demographic and population changes have altered the magnitude of the task w0
restructure the ethnic pattern of employment. It will be more difficult than
originally envisaged. When the OPP was formulated, the Bumiputera accounted
for slightly more than half (53 per cent), Chinese 35 per cent and Indians a tenth
of the total population of Peninsular Malaysia. On a Malaysia-wide basis, that is
including Sabah and Sarawak, the percentages differ slightly. When this is done,
by 1990, the i share of the ion will be probably closer 1o 70
per cent.! If we use this proj 1990 ethnic of ion as a
basis for assessing the progress in employment restructuring, then the rate of prog-
ress has not been that rapid. Table 2 shows what has been happening to employ-
ment restructuring over the last 20 years or so. There are limitations to the data:
some are for Peninsular Malaysia and some for Malaysia as a whole, but the story
is not distorted very much whichever part of the country is considered.

There is no denying that employment has been restructured but not to any great
extent. More Bumiputera have moved into the modern and high paying sectors,
that is, the formal sector. However, if the stringent criterion, that the employment
pattern should reflect the ethnic ition of the ion at all
levels, is employed, then progress has not been that dramatic. By the end of the
decade (1990), it is estimated that the Bumiputera will account for about three
quarters of those employed in agriculture, a little more than two-thirds in
government services (69 per cent) and about 44 per cent in manufacturing. The
“Bumiputeraness™ of agriculure and of government will not change very much.
During the 1970s, out of a total of about a million jobs created in Peninsular
Malaysia, about 204,500 jobs were generated by the primary sector, and out of
this about 58 per cent were taken up by the Bumiputera. This trend was continued
during the 1980s. Bumiputera made inroads into the secondary sector and they
accounted for about half (279,800) of the new jobs (573,000), particularly in
manufacturing, created during the 1970s. For the 1980s, for Malaysia, a slightly
lcwer percentage, 51 per cent, of the new jobs (561,200) were taken up by the

(287,600). G i 1o provide an labour
market for Bumiputera: in the 1980s as much as 97 per cent (198,000) of the new
jobs (203,000) were allocated to the Bumiputera.

This is even more apparent when one looks at occupational restructuring.
Although the supply of Bumiputera pmfcssnonals and skilled labour has increased,
the i are still disp in the lower unskilled
categorics, and have made only marginal advanccmcms into the professional and
technical occupations. By 1975, they accounted for 48 per cent of those employed
in this category (a large percentage of whom were teachers and nurses) compared

“See Table 4-1 of the Mid-Term Review of the Fifth Plan for the estimated population
breakdown in 1990,
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with 47 per cent in 1970 in Peninsular Malaysia. An overwhelming proportion
of the i are still in agri ions and their share by the end
of the decade, will remain at about three-quarters, the same level as at the start
of the NEP. Bumiputera representation in key selected occupations has not shown
very rapid progress as by 1990 they are estimated to form only about 46 per cent
compared to about 44 per cent in 1980. When the proportion of registered
professionals (such as doctors, architects, engincers and lawyers) are taken into
account their under-representation is even more glanng by the end of 1988, only
a quarter of these regi d Is were o 584
per cent and 14.3 per cent for the Chinese and Indians, respectively. All these
findings can be summarized by the Duncan index of segregation which measures
the extent of changes in the degree of occupational segregation.”! Over the ten year
period, 1980-1990, the surprising finding is that the Duncan index has increased
from about 75 in 1980 10 an estimated 84 in 1990, indicating that the degree of
# has i

3.4 Restructuring Ownership of Wealth

The interest and controversy in restructuring the pattern of ownership of wealth
has dwarfed all other aspects of the NEP. Official sources, as shown in Table
Al, indicate that there has been progress in the accumulation of share capital by
the Bumiputera. Their ownership has increased from about 4 per cent in 1971
(M$279.6 million) to an estimated 20 per cent in 1990 (M$21,796 million), while
Other Malaysians, mainly Chinese, have increased their share from 34 per cent
in 1971 (M$2,233 million) to about an estimated 57 per cent in 1990 (MS$ 63,124
million), and foreign residents have seen their share reduced to an estimated 23
per cent (M$26,326 million) in 1990 compared to 62 per cent (M$4,051 million)
in 1971, These conclusions have been hotly disputed, especially by the other
Malaysians, who argue that the statistics are somewhat fudged and stacked,

nnl’axrly, against the Other Malaysians and that it just cannot be right that the
ially lower than Other Malaysians. Including
nominee i and “locally ies” under "Other Malaysians™

naturally will inflate their proportion and all this statistical sleight of hand is
misleading.” No solution appears to be in sight but one way out in reckoning
ethnic breakdowns is simply to take out the offending “nominees” and “locally

The Duncan index is derived as follows: ):[l(b) (b)) where 1(b) is the percentage of
Bumiputera cmployed and 1(nb) is the px employed, resp

ina given set of occupations. The valuc of the mdcx ranges from O (identical percentages) 10
100 (complete segregation).

"In this running controversy, it pays to read the footnotes to the tables on ownership in the
five-year development plans, They may seem innocuous but are really pregnant with
information.
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controlled companies”, or if they are retained, to be apportioned by some

rule, and timate the ip position. When this is done, rough
estimates suggest a lowering of the share of Other Malaysians and a slight increase
of that of the Bumiputera in limited companies but hardly inflating enormously
the share of the latter.

If the large and listed companies are assessed, the Bumiputera have a slightly
higher ip stake in these ies. This is certainly not the end to the
story. When control is introduced there could be a shift in the controlling position
of the various ethnic groups throughout the economy, though in which particular
direction it is difficult to foresee. Officially, and superficially, there is a reluctant
admittance that when ownership and control are taken into account, the Bumi-
pulera position appears a little better: they appear w0 control quite a bit of the
banking, plantation and mining sectors. The precise extent of the corporate sector
Lhal IS undcr comml of the various ethnic groups is shrouded in mystery; the

holdings and nominee ies produce
a Byzantine maze. thn wealth is the issuc it becomes even more complex.
‘Wealth could cover a wide range of assets, tangible and non-tangible asseis. Share
capital is only a part of financial wealth. Tangible wealth includes land (agri-
cultural and non-agricultural) and reproducible assets (dwellings, equipment,
inventories, livestock and consumer durables). Valuation of these assels must
be done if one is to have some sense of the value of the stock of wealth. There
has been no such undertaking over the past years, so one is simply left very
ignorant on the ownership of wealth in the economy.™

3.5 Entrep, i Creating a i C ial and
Industrial Community

ing, or ing, the of ip is not an easy task.
How does one go about measuring success in creating a Bumiputera commercial
and industrial community? “Input” and “output” indicators will have (o be pieced
lugcl.her fora ruduncnlary assessment. The inputs that have gone into building
up B in and industry have been very substantial,
and one only has to look at the size of the financial allocations given to agencies
such as MARA, PERNAS, SEDCs and UDA to be impressed by the financial
resources that have gone into supporting the programmes of these trust agencies.
Other input indicators such as the amount of loans and credit given out by financial
institutions, also to the Bumiputera, tell the same story. Output indicators, &
shorthand for performance and track record, however, tell a different story. On
the basis of the performance of enterprises owned by trust agencies and private

POne survey, cited in the Malaysian Business, August 1-15, 1989, of listed companics on the
KLSE has reported that when the “nct worth™ of the companics are taken into account, the
Bumiputera share amounted to 35 per cent.
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the of i has not been very
impressive. A large number of companics in which the Government has interests
has performed poorly and the prospects for salvaging them remain bleak. The
recession years in the early eightics have affected badly Bumiputera enterprises,
and the seriousness of the problem is shown by the fact that a rehabilitation fund
for Bumiputera enterprises has been set up to assist enterprises in difficultics. A
bright spot certainly has been the growing cadre of Bumiputera professionals in
the economy who have managed Lo be ensconced in various sectors of the
economy. Despite this, the stock of well-qualificd i remain
dismally in short supply.

3.6 Income Distribution
The brief review of what has been happening to poverty, employ and

p and i P ial 1 can be
brought together within the framework of the distribution of income. Wha has
happened to the distribution of income? The statistics in Tables 3, 4, 5, SA and
SB summarize the general trends in the distribution of income. Limitations of
data severely limit how far and how much can be said on this sensitive topic and
all that is said will be based on the income statistics that have been published in
the five-year development plans and mid-term reviews.

There is a consensus that the distribution of income worsened, thal is widened,
and the level of poverty also increased in Peninsular Malaysia, between 1957-
1970.* During the 1970s there had been little change in the distribution of
household income but with some indications of a slight widening.” Evidence
suggests that in Peninsular Malaysia incquality widened during the first half of
the 1970s (1971-76) and from then on improved up 1o 1987. Taking the 17-year
period as a whole with 1970 and 1987 as the terminal years, the distribution of
income showed an improvement. Houscholds in the bottom 40 per cent of the
population increased their share of total income from 11.4 per cent in 1973 10
13.8 per cent in 1987. The three year period 1984-87 must be scen in the context
of the recession years when growth slowed down.

‘What happened to the distribution of income in Sabah and Sarawak in the
seventies remains uncertain but it is unlikely that it had improved. In the eighties,
inequality narrowed but it was still higher when compared with Peninsular
Malaysia. The profiles of rural and urban poverty seemed to be different in these
two states. Inequality in both states seemed 1o be higher in the rural arcas than
in the urban areas by 1987. Rural incquality had increased probably up to the

MSce, for example, Snodgrass (1980), Lee (1975) and Tan (1982). On the difficulties with
income swtistics and whether anything can be said at all for the 1957-1970 period, sce Anand
(1983).

15Fior some views on what has been happening o income distribution, see Jomo and Ishak (1986).
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Table 3
Peninsular Malaysia: Household Income of Bumiputers and
Non-Bumiputera ($ per month)
1970-1987
(in constant 1978 prices)
Average Annual
Ethnic Growth Rate (%)
group 1970 1973 1976 1979 1984 1987 197084 1970.87
Bumiputers mean 276 334 379 474 616 614 62 49
median 192 225 256 228 420 433 74 63
Non- mean 613 720 811 864 1029 969 a0 29
Bumiputcra median 401 453 495 576 T8 682 48 35
Total mean 423 S00 565 668 792 760 46 38
median 266 383 344 475 S3 S22 58 48

Sources: Government of Malaysia, Fourth Malaysia Plan 1981-1985, F'ifth Malaysia Plan 1986-1990
and Mid-term Review of the Fifth Malaysia Plan 1986-1990, Kuala Lumpur: National
Printing Department.

Tshle 4

Malaysia: Income Share of Top 20%, Middle 40% and Bottom 40%

of Houscholds by Stratum, 1984 and 1987

(%)
Household Peninsular Malaysia Sabah Sarawak
group Total Urban Ruwal — Towl Urban Rural — Toal Urban Rural
1984
Top 20% 532 s21 495 546 517 528 548 542 SLS
Middle 0% 340 345 364 36 350 334 332 330 353
Botom40% 128 134 141 128 133 138 120 128 132
1987
Top 20% 512 508 483 526 494 522 523 492 513
Middie 0% 350 350 367 41 360 340 342 359 344
Bowom40% 138 142 150 133 146 138 135 149 143

Sources:  Department of Statistics, Household Income Surveys, 1984 and 1987,
Note: For Sabah, data includes the Federal Territory of Labuan,
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carly cightics (1984) and remained at about that level until 1987, with urban
inequality falling. Incquality in the rural arcas in both states is higher in the rural
than in the urban arcas. The disparity ratios suggest that the level of inequality
is higher in both states, especially in Sarawak, compared to Peninsular Malaysia.

The other two dimensions of inequality which have to be noted are inequality
by stratum, that is, between the urban and rural areas, and between (including
within) the cthnic groups. Inequality in Peninsular Malaysia in the urban areas
at the begmning of the NEP was much higher than in the rural arcas but towards
the end of the 1980s, the rural-urban inequality gap narrowed, although overall,
inequality was still higher in the rural arcas.

Growth has cnabled all races to raise their income levels but at different rates,
with the Bumiputera average houschold income growing at a higher rate than non-
Bumiputera income. In 1970, Malay mean monthly houschold income was about
44 per cent of Chinese income and 56 per cent of Indian income, but by 1987 it
had increased to about 61 per cent of Chinese income and &0 per cent of Indian
income. This results in a Chinese:Malay income disparity ratio of 2.29 and a
Indian:Malay disparity ratic of 177 for 1970 and 1.65 and 1.25, respectively, for
1987. Figure 1 shows the behaviour of inter-ethnic income i for
Peninsular Malaysia. There are no comparable data to show the trends in the
cthnic income disparity ratio for Sabah and Sarawak. In 1987, the mean monthly
houschold income of the Bumiputera was about 38 per cent of Chinese average
income giving a disparity ratio of 2.6, and in Sarawak, Bumiputcra average
houschold income was about 53 per cent of Chinese average income giving a
disparity ratio of 1.87,

Although evidence on the trends in intra-cthnic income inequality is difficult
1o come by, the available data suggest that over the 1970-87 period, inequality
among the Bumiputera had increased and that the level of incquality was higher
than among the non-Bumiputera by the end of the decade. In 1987, the disparity
ratio (constant 1978 prices) between the top 20 per cent of houscholds and the.
bottom 40 per cent of for the i was 7.1 pared 10 6.5
for the Chinese and 5.6 for the Indians.

Some notions of inequality are not captured by ratios. Absolute differences
can indicate a different dimension of inter-ethnic income i The data
show that in 1970 the absolute difference in mean monthly household income
(in constant 1970 prices) between the Chinese and Malays in Peninsular Malaysia
was about M$222, increasing to M$350 in 1979, M$470 in 1984 and flmf'! o
M8$398 in 1987. Thus, over the 17-year period the absolute difference in Chinese
and Malay household income increased by almost 1.8 times. )

Ethnic income imbalances are even more glaring when income che|§ by decile
groups are compared within each ethnic group. In 1987, for all cthnic groups,
the average income of the richest group, the top 20 per cent of houscholds, was
about 7.4 times that of the poorest group, the bottom 40 per cent of households,
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giving an absolute income difference of M$1,686, while the income of the middle
class, the remaining 40 per cent, was two and a half times as much with an absolute
income difference of M$403. The absolute difference in average incomes between
the Chinese and the Bumiputera houscholds in the top 20 per cent in Peninsular
Malaysia was about M$936 and the comparable figures for the next 40 per cent
and bottom 40 per cent were M$363 and M$164, respectively. The absolute
income imbalances between the Bumiputera and Indians were smaller when
compared with the Chinese: M$277 for the top 20 per cent, M$145 for the mid
40 per cent and M$108 for the bottom 40 per cent. In Sabah and Sarawak the
absolute income imbalances, especially in Sabah, were larger than in Peninsular
Malaysia.

4. Distributional Policies and Programmes

Before summarizing the policies and programmes it will be uscful to note the
strategy that was part of the NEP. What was the basic thrust of the development
strategy in Malaysia for the NEP? The option chosen can be dubbed as the
“redistribution through growth” strategy. The thinking behind the strategy was
that development would be undertaken in such a manner that, in the process of
growth and expansion, it would make i contribution to the achi 1
of national unity. An important provision of the strategy was for an interventionist
state. This was a major departure from the previous approach Lo development
but the SMP reassured that:
“The Government will participate more directly in the establishment and operation of
a wide range of productive enterprises. This will be done through wholly-owned
enterprises and joint ventures with the private sector. Direct participation by the
Government in commercial and industrial undertakings represents & significant
departure from past practice. The necessity for such efforts by the Government arises
particularly from the aims of establishing new industrial activities in selected new:
growth areas and of creating a Malay commercial and industrial community.”

Achieving ethnic cconomic balance would have to be on the basis of “active
participation” and through an expanding cconomy, and the elements of this
strategy included the modernization of the rural sector, education, urbanization
and regional balance.

Growth, it was recognized, was indispensable if progress was to be made on
the equity front, but there was also a willingness to forgo some growth for the
sake of equity. The “welfare function” had changed. There was, in i
lite di ion on options for develop ics; the generally lal'SS_”fd"
“trickle down” development strategy in the pre-1970 period was disc) N
banking on market forces was simply no longer an acceptable option- It was this
distrust of the past approach based on laissez faire values that pro’ ed the
ideological push, and dictated the types of distributional policics and Progr
that became acceptable.




366 THE MALAYSIAN ECONOMY BEYOND 19%

It is helpful 1o make a distinction between two broad types of policies. First
are those policies which have, in intention, broader economy-wide effects. The
second type encompasses policies which are sectoral and tend to be more spe-
cific 1o certain arcas in the cconomy. For the macro-type distributional policies,
two policy instruments were used: quotas and prices. For the second type of
policies and programmes, I think five major areas deserve attention: state inter-
vention, or g in the y; education and capital and
assels accumulation; agriculture and land development and mdusl.nal development.

The use of quotas has been the most pervasive policy instrument for redis-
tributive purposes. Essentially, the idea is simply 10 impose some quantitative
conditions on economic activitics before they are allowed to function, or with
conditions to meet the quota after a reasonable lapse of time. The examples are
abundant: a percentage of the share capital to be reserved for Bumiputera, Other
Malaysians and foreign interests (30:40:30 per cent, respectively); a certain
quantitative profile for employment (rcﬁccung Ihc ethnic composluon of the
populalmn at all levels); ﬁxcd for and
in ips, business premises, shophouses and Inam
The deslrablc “outcome” or target has essentially become an important guiding
principle in allocating the quota, the most famous of which has been the “at-lcast-
30 per cent Bumiputera ownership of wealth”. This target has in many instances
been the basts for the allocation of resources reaching almost a threshold of about

30 per cent of everything.
Quotas have by no means been static. Sometimes another “layer” of quota is
imposed, as for example, when state g add on it

points for the share capital of business premises o favour the residents of a
particular state. There can also be “intra-ethnic Guotas™; the requirement that a
certain proportion of the settlers in a Federal Land Authority (FELDA) scheme
should come from the state that is providing the land for the development scheme
is such an example. Another is the Amanah Saham Unit (ASN) ceiling limit of
$50,000 for unit trusts.

Quotas can be imposed, therefore, on both the demand and supply side.
Enrollment quotas hit the supply side while employment on the basis of population
shares takes care of the demand They are not symmetrical in the sense that,
in this example of human capital and labour, enrollment at the tertiary level of
education ignores proportional equality, that is, the enrollment criterion does not
use the ethnic share in total population, w] for the demand side, that is,
employment, proportional equality is the final objective.

What are the likely effects of using quotas? Much will depend on the extent
of their punitiveness, that is, whether transgressors are punished or otherwise. One
effect is that the rush to fill the quotas has affected “quality”, in a very broad
sense. Enrollment criteria, because numhcr\ matler, can and has, bcx.n lowered
to fill in Bumiputera in the lertiary Addil | entry
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conditions may be imposed to give a slight advantage to the preferred group and
this may, or may not, always work. Language proficicncy is one additional
condition that will assist in filling the guota though that is not its intention. On
the demand side, quality is affected when less qualified Bumiputera are employed
to fill in the employment quota slots. Rational employers can minimize likely
losses by “window dressing”, that is, use Bumiputera labour in job slots which
are less crucial or in the less critical arcas. For capital, some quality in investment
is lost if less commercially suitable Bumiputera are allocated the shares, or when
“front-men™ investors or “Ali-Baba” type investors receive the reserved shares
or are brought in by investment partners who prefer relatively dormant Bumiputera
investors.

The regulation of prices has also been used for redistribative purposes and is
a useful way of channelling resources to a selected clientele. There are ilems
which are subjected 10 price controls, such as those that cover essential commo-
ditics and guarantee a minimum price for padi. For padi, this has been an
important “safety net” for the lower income groups and padi farmers and amounts
to almost a scheme for guaranieeing a minimum income (at least a substantial
portion of income) for the padi farming houscholds. The price of capital is, to
some extent, also regulaied: the price of shares that are to be listed on the stock
exchange are not freely determined by the capital market as the Capital Issues
Commitiee (CIC) has a say in the final pricing of shares to be issued to share-
holders, including the shares to be allocated to Bumiputera by companics which
are undergoing restructuring. “Arms-length” and negotiated prices between
willing buyers and willing sellers are always suspected of not really reflecting
the “true” prices of the shares and usually a revaluation is conducted by
government valuers. As the share prices tend o be lower than what usually are
recommended by the companies, they tend to be oversubscribed, implying that
they have been under-priced. Some houses and business premises for Bumiputera
are sold at slightly lower prices and Bumiputera contractors applying for
government contracts usually have a slight “price” advantage. The cost of loans
to the Bumiputera under a number of loan schemes is also subsidized, and so the
cost of capital to them is lower than for others,

Incentives have also been used, but to a limited extent, as a policy instrument
for redistributive ends. Overall, under the Industrial Coordination Act, there has
been an overlapping between the granting of investment incentives and the
influencing of investors to comply with the targets for employment and ownership
meeting the NEP conditions. But there have been spcciﬁc distributive fiscal

to have p ional equality in employ-
ment, encoumgmg investors 10 havs at least 3() per cent Bumiputera ownership
and ips and ing plants o locate in the less

developed areas. Many companies had enjoyed these fiscal incentives to
their empl and ip structure. However, there have been
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some “perverse” effects in the sense lhal the original alm as far as it can be

Was L0 ency the to but the
benefits had been cnjoyed, ially, by Bumi i These
incentives have since been discontinued.

Consider now the micro-level policies and the distributive programmes which
have been implemented. Few details will be mentioned here as these programmes
have been reported in the various five-year plans and the mid-t
reviews. A very significant strategy and policy thrust for the NEP was in the
assigned role of the state in industrial development. This represented a radical
shift in development thinking in post-war Malaysia. The premise of the policy
shift was quite simply the mistrust of the reliance on free enterprisc and the
wmkmgs of market forces. The state as an entrepreneur became increasingly

and the ingl aided by the revenues from
oil, made it appear so casy. There was a tremendous sense of optimism: state
expansion took a number of forms. Public enterprises in numerous sectors of
the y, especially in ing and and government
interests in banks, i the s ies and spearheaded state
intervention in the economy. The decade saw the strengthening of existing
agencies, the establishment of a number of public enterprises and trust agencies
such as MARA, PERNAS, SEDCs, UDA, Bank Bumiputera, Bank Pembangunan,
FIMA, PNB, and rising public sector investment in other private corporations.
Regional authorities that would give the push to improving regional balance were
also established. These agencies in turn gave birth to hundreds of companies (an
estimated 900) that were involved in a variety of economx: activi For the
SMP, the total public sector d 1o
$10,255 million, increasing to $36,722 million for the Third Malaysia Plan,
$80,331 million for the Fourth Malaysia Plan and a reduced allocation of $57,512
million for the Fifth Malaysia Plan.

With rare excepuons the record of public enterprises has been quite dismal.
Shielded by amply with ial access to finance and
other resources, public enterprises have fulfilled the low expectations of critics
of government intervention in the economy. Sustaining state intervention in the

y has ial financial However, the supply of
financial resources in the 1970s to finance the growth of the public sector has
not been the key limiting factor. Instead, the supply of able and qualified man-
power has been a major ining factor in the performance of public enter-
prises, But the “financial crunch” arising from the recession years of the early
1980s forced a very sharp cutback in public spending. Wastage had been quite
rampant among many public enterprises due to the lack of clear accountability
and control.

The phenomenal growth of the state during the decade of the 1970s had been
fostered by a belicf in a scemingly unlimited supply of financial resources and
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with the ilities of the state as an P A mixture
of vested interests, combined with the use of public enterprises as a source of
and it ities for made it difficult to check

the rapid growth of such bodies. At the same time, the growth of the public
enterprises in each state through the SEDCs, for example, made it difficult to co-
ordinate and control the expansion of the activities of government in industry and
commerce, resulting in duplication and waste. The number of unprofitable
subsidiaries of public enterprises is a measure of this failure,

Policies and programmes for education and employment, or what is now
fashionably called “human resources devclopment”, occupied a strategic part in
the distributive p Faith in ational as a means of
raising the income of the Bumiputera has a long history. Much of the worry and
concern was over the supply of educated and trained manpower to meet the needs
of the growing economy and the restructuring of employment in industry and
commerce. As has been mentioned earlier, educational policies and programmes
were supposed 1o take care of the supply problem, while employment would deal
with that of demand.

There has been, during the past two decades, a tremendous growth in number
of educated Bumiputera. There is no doubt the quota policy together with the

ion in higher i ially university i in
increasing the supply of educated i Far more i now are
educated in the sciences, a major worry at the beginning of the NEP, Yet, these
successes have bred new worrics and problems, the most outstanding of which is
the concern with the quality of the educational system and the quality of the
educated manpower, i as well as i Rapid i
and the need 1o incorporate a variety of exigencies have stretched the educational
system, and declining educational standards have raised the spectre of an
entrenched decline in the quality of manpower. There is also the mismateh of
manpower. And the overhang of the educated unemployed, especially degree
holders, is a reminder of the labour problem.

On the demand side, the hiring quota has become the key policy instrument
for providing the i with i jobs. The quota takes for
granted that there are discriminating employers, that is, those who haVbl."llﬂ
for discrimination” and are therefore not ethnically blind. The quota has in fact
had an impact, gelling more Bumiputera into jobs in the moderm sector, but it
has also had some unintended effects. There is substantial

i in the unskilled i groups and, asim:nm
occupational segregation is still very much alive, because it is
less painful 1o restructure the lower level occupations. 1t is the height of folly to
expect i ployers to ically alier their higher level occu-
pations, and the supply reason for not filling in the top-level occupations, that is,
a shortage of qualifid Bumiputera, was the crstwhile scapegoat. The workings
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of the internal labour raarket also provide ample opportunities for the employer
1o indulge in his labour tastes. Even so, it seems that the scale of establishments
appears |o have somcthing to do with the hiring of Bumiputera labour: the larger
the the more. i are employed, a hardly startling revelation,

Capital and asset ion occupied a di amount of atten-
tion. Quota policies worked, 10 an extent, but with all sorts of costs. The pelicies
and programmes were quite simple and clear: encourage and regulate the private
sector (o ensure that Bumiputera have at least 30 per cent of the share capital of
limited companics. There were two overlapping concerns: (a) the low level of
Bumiputera income and savings, and “different” investment preferences, and (b)
the “get rich quick windfall” worry, or retention failure, because the Bumiputera
would sell-off their sharcs as soon as they receive their quota. Both problems, it
was believed, could be solved in an institutional swoop: create an institution that
would acqunc shares on lhe behalf of Bumiputera, and then re-ailocate these shares
[0 on ion that the recipi cannot sell them off on the open
markel, that is, create a parallel capital market with a trustee investment company
providing the link with the local capital market. PNB fulfilled all these functions
and by the end of the 1980s, more than two million Bumiputera had become share-
holders of PNB Amanah Saham Nasional, a unique unit trust scheme reserved
only for the Bumipulera.

All this was ccmplcmcnwd by another parallel track for capital accumulation,
the strategy of taking d ies by trust agencies. Acqui-
sition of forcign companies had some advantages: it was faster, it was there for
the taking, and less politically sensitive. The other option was to take-over Chinese
corporations. In not going along this sensitive rouie, there was an element of
self-selection in the takc-over strategy.'® The strategy of taking-over foreign
companies was bold and costly; the take-over of Guthrie Corporation, for example,
amounted to about $1.2 billion, and the take-over of Harrisons and eight other
related companies, $800 million,

Agricultural and industrial policies and programmes played an important part
in the package of distributional policies and programmes. Essentially, the
approach was 10 accelerale the growth of both sectors and to promote “intersectoral
shifts” in the economy, so as to enable the absorption of Bumiputera, who were
in traditional, low income, and low productivity agricultural activitics, into
modern, high income, and highly productive industrial sector activities.
Urbanizing the Bumiputera was also part of this development package. These
broad strategic and policy thrusts seemed to have, to a very large extent, worked.
There is, I I.hmk liude lhal was new or radical about the agricultural programmes
that were Al and land were
pushed hard after 1970 but it was, essentially, more of the same. In the SMP,

"Recall the recent take-over bid of Multi-Purpose Holdings Bhd. by Hume Industrics Bhd.
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FELDA's land development target was set at 1.2 million acres and it exceeded
its target. More land came under oil palm but rubber continued 0 be cultivated
in the land schemes. In the second half of the 1970s, about 886,000 hectares
were developed by FELDA and 31,000 by the Rubber Industry Smallholders
Development Authority (RISDA), while other schemes were developed as joint-
ventures.

The land formula g ly revealed some
of its costs. Selllu policy was prone (o be 0o patronizing; settlers moved into
an almost quasi-turnkey land project and scttling-in, despite
hardships, was made easier. The costs of land development were incrmnsing, due
largely w'shortage of relatively ibic land. The “ d ion” problem,
a phenomenon reﬂecung the change i m prcfcrcnu:s of the children of settlers
became i The ive costs of FELDA were also
hefty. Growth and changes in agri led to the of labour

shortage in some areas and occupations.
Industrialization helped alleviate poverty by absorbing the poor rural

and aided ing by absorbing the low income Bumiputera
houscholds into the modern sectors. The rapid growth of labour-intensive
ing industrics, parti ics and textiles, beginning in the

carly 1970s, played an important parl in creating substantial employment
opportunities during the 1970s; as many as 496,700 new jobs. In the 1980s,
402,000 new jobs were created by the manufacturing sector so that by the later
part of the 1980s, the manufacturing sector (which contributed 10 a quarter of the
GDP) was larger than the agriculture sector. The earlier scepticism that industrial
growth would bring disproportionately larger benefits to the non-Bumiputera
seemed to have been dispelled, mainly impelled by the need to accelerate the
growth of new job opportunities in view of the high rate of unemployment.
Inequality in the manufacturing sector along with commerce was higher than in
the other sectors, but industrialization has helped the Bumiputera 1o increase their
income. However, the regional dispersal of industries was not a great success.

5. Conclusion

This brief tour of the Malaysian experience in dealing with distributional problems
has been, by choice, selective and incomplete. Inevitably, for such a wide subject,
Thad to impose some severe self-constraints. Nevertheless, I think, the Malaysian

isani ing and engaging story with some warts and
some iessons that might be useful for other economies that are faced with a similar
set of Is the Malaysian experience sui generis? [ very

much doubt this to be so. Although the full story has yet to be told, the broad
evidence is so far, I think, quite robust for some gencralizations (o be made. Some
lessons are worth taking note.

First, the Malaysian experience suggests that economic growth has made a
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big difference to the level of poverty and incquality in the economy. Growth
has been beneficial and it has, as far as we can tell, not been immersing for the
poor. Sccond, somehow Malaysia has also succeeded in the slow growth and
lean years of the carly 1980s, when growth declined dramatically. In cushioning
the impact of slow growth and the cut-back in development expenditures on the
poor households, absolute income declined but the effects appear not to have hit
hard on the poor in the y. Structural adj and li ization have,
so far, not shown any negative impact on poverty. All these need to be assessed
and looked into more closely. Third, the state had an important hand in the growth
and equity story over the last twenty years or so. For an intractable plural society
with layers of segmentation, and with the twenty-year agenda of societal re-
structuring, the other options would have appeared to be 100 soft. But for all its
veneer of “radicalism™, the state’s role in many respects, I think, has had more in
common with a reformist movement rather than a radical onc. Even so, its
activities required substantial resources and, in the overworked phrase, political
will. There was, for example, no land reform to speak of, if that is an indicator
of radicalism. Also there was no nationalization, in the traditional sense of the
word, of economic enterprises, but much concern, to a large extent, with market
transactions in taking over and restructuring companies. Fourth, there is no
guarantee that in a plural society like Malaysia, success in bringing down the
statistically defined levels of poverty and inequalily in income would improve
race relations. That says ing about growth, and their influence
on race relations: there is no guarantee that high growth, low poverty and
narrowing inequality would do wonders for race relations, Finally, there is an
intriguing and nagging question. Was the “timing” of the NEP good? That is,
was the economy already in an “income equalizing” phase, so that the policies
and programmes worked because the phase made it easier?
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Table A2
Peninsular Malaysia: Disparity Ratio and
Absolute Income Imbalances (1970-1987)
(in constant prices)

375

Year Disparity ratio’ Absolute income imbalances®
CIB B ci C-B I-B (&4
1970° 23 1.8 13 222 132 90
1973* 22 1.7 13 252 143 109
1976" 23 16 1.5 303 132 171
1979° 19 1.5 12 269 159 110
19847 18 L3 14 294 110 184
1984 18 13 14 470 175 295
1987+ 1.6 13 13 398 157 241
Sources: Gi of Malaysia, Fourth Malaysia Plan 1981-1985, Fifth
Malaysia Plan 1986-1990 and Mid-Term Review of the Fifth Malaysia
Plan 1986-1990, Kuala Lumpur: National Printing Department.
Notes:  'The ratio of the mean monthly household income among the three

major ethnic groups where C = Chinese, B = Bumiputera and [ = Indian.
The difference between the mean monthly houschold income of the
three major ethnic groups.
*Data in constant 1970 prices.
“Data in constant 1978 prices.
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Table A3
Peninsular Malaysia: ploy by O ion and Ethnic Group, 1970
(percentages)
Ethnic Group
Occupation Bumiputera  Chinese  Indian Others
Professional and technical 47.0 39.5 108 27
Administrative and managerial 24.1 62.9 78 52
Clerical and related workers 354 459 17.2 L5
Sales and related workers 26.7 61.7 111 04
Service workers 443 39.6 14.6 L5
Agricultural workers 720 17.3 9.7 1.0
Production, transport and 342 559 9.6 03
other workers
Total 518 36.6 10.6 1.0
Population proportion 527 358 10.7 08
Proportional equality index of
employment by occupation*
Professional and technical 0.89 L10 1.01 338
Administrative and managerial 0.46 1.76 0.73 6.50
Clerical and related workers 0.67 1.28 1.61 1.88
Sales and related workers 051 1.72 1.04 0.50
Service workers 0.84 111 1.36 1.88
Agricultural workers 137 048 091 125
Production, transport and 0.65 1.56 0.90 0.38
other workers
Total 098 1.02 0.99 125

Source: Government of Malaysia, Fourth Malaysia Plan 1981-1985, Kuala
Lumpur: National Printing Department.

Note:  *The proportional equality index is calculated by dividing the percentage
of the ethnic group emp in cach ion by the cthnic
proportion in the population.
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Table A4
Peninsul laysia: Empl by O« ion and Ethnic Group, 1980
(percentage)
Ethnic Group
Occupation Bumiputera Chinese  Indian Others
Professional and technical 53.7 326 119 1.8
Administrative and managerial 287 62.5 6.1 27
Clerical and related workers 524 36.6 104 0.6
Sales and related workers 321 60.1 76 0.2
Service workers 54.0 337 115 0.8
Agricultural workers 69.5 18.1 114 1.0
Production, transport and 437 446 113 04
other workers
Total 53.0 353 109 0.7
Population proportion 55.1 339 103 0.7
Proportional equality index
of employment by occupation*®
Professional and technical 097 0.96 1.16 257
Administrative and managerial 0.52 1.84 0.59 3.86
Clerical and related workers 095 1.08 1.01 0.86
Sales and related workers 0.58 177 0.74 029
Service workers 0.98 099 112 1.14
Agricultural workers 126 053 111 143
Production, transport and 0.79 132 1.10 0.57
other workers
Total 0.96 1.04 1.06 1.00
Source: G of Malaysia, Fourth Malaysia Plan 1981-1985, Kuala

Lumpur: National Printing Department.

Note:  *The proportional equality index is calculated by dividing the percentage
of the ethnic group employed in each scctor ion by the cthnic
proportion in the population.
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Table AS
Malaysi ploy by O ion and Ethnic Group, 1980
(percentages)
Ethnic Group
Occupation Bumiputera  Chinese Indians  Others
Professional and technical 53.7 338 10.3 2.1
Administrative and managerial 28.6 63.6 4.9 27
Clerical and related workers 523 379 8.9 09
Sales and related workers 311 620 6.7 02
Service workers 554 334 100 12
Agricultural workers 735 169 88 0.8
Production, transport and 455 439 10.1 0.5
other workers
Total 56.6 335 9.1 08
Population proportion 55.1 339 10.3 0.7
Proportional equality index
of employment by occupation*
Professional and technical 097 1.00 1.00 3.00
Administrative and managerial 0.52 1.88 048 3.86
Clerical and related workers 095 112 0.86 129
Sales and related workers 0.56 1.83 0.65 0.29
Service workers 101 0.99 097 171
Agricultural workers 133 0.50 0.85 1.14
Production, transport and 0.83 1.29 0.98 0.71
other workers
Total 1.03 0.99 0.88 114

Source: Government of Malaysia, Mid-term Review of Fourth Malaysia Plan
1981-1985, Kuala Lumpur: National Printing Department.

Note:  *The proportional equality index is calculated by dividing the percentage
of the ethnic group employed in cach ion by the ethnic
proportion in the population.
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Table A6
Malaysia: Employment by Occupation and Ethnic Group, 1990
(percentages)
Ethnic Group
Occupation Bumiputera Chinese  Indians  Others
Professional and technical 556 303 12.1 20
Administrative and managerial 275 66.6 50 09
Clerical and related workers 55.1 352 9.2 0.5
Sales and related workers 382 554 6.0 0.1
Service workers 59.0 294 104 12
Agricultural workers 756 164 75 0.5
Production, transport and 458 423 113 06
other workers
Total 56.6 336 9.1 0.7
Population proportion 619 294 8.1 06
Proportional equality index
of employment by occupation®
Professional and technical 0.90 1.03 149 333
Administrative and managerial 0.44 2271 0.62 1.50
Clerical and related workers 0.89 1.20 1.14 0.83
Sales and related workers 0.62 1.89 0.74 0.17
Service workers 095 1.00 128 200
Agricultural workers 122 0.56 093 0.83
Production, transport and 0.74 144 1.40 1.00
other workers
Total 091 114 112 117

Source: Government of Malaysia, Mid-term Review of the Fifth Malaysia Plan
1986-1990, Kuala Lumpur: National Printing Department.

Note:  *The p i equality index is by dividing the percentage
of the ethnic group employed in each ion by the ethnic
proportion in the population.




A MATRIX FOR CONSIDERING
POLICY OPTIONS AFTER 1990

Yong Poh Kon and Lim Lin Lean

This paper attempts to clarify basic ideas about restructuring and
distribution of growth. It seeks to develop a systematic framework that
considers both these issues and which would describe clearly the
options and directions of the post-NEP economic policy.

1. Introduction

The very active discussion of Malaysia’s cconomic options after 1990 shows that
we Malaysians are attempting (o arrive at some kind of social contract in wh1ch
we seck a just, equitable and efficient aggregation or resolution of our

interes To date, much of the debate has had strong racially-biased overtones
because of the preoccupation with a system of forced restructuring based on a
political formula for ethnic shares of the economic pie. Rather than quibble over
past achicvements or shortfall of the restructuring targets under the New Economic
Policy (NEP) or suggest a political compromise for dividing up the Malaysian
economy in the future, what this paper attempts to do is to clarify some basic
ideas and principles which could help us consider more systematically the sort
of economic and social system that should evolve in the coming decades. While
these are nascent ideas that do not represent a complete answer o the economic
challenges ahead, we hope that your reactions and suggestions at this academic
forum will help to shape them further, and perhaps into tangible economic
strategies.

The paper discusses how these principles have been interpreted or put into
effect in the Malaysian economy over the past two decades. It then translates
them into a matrix of possible options open 1o Malaysia for determining its future
ceconomic scenario(s). This matrix is based on a classification of different sectors

of economic by type: those 10 g intervention aimed
at guaranteeing market and those ized by that leave

highly risk-related or uncertain, and a i ion of various ches that
could be used to influence the from ionist or quota-based policies,

to needs and means tests, to free market competition and liberalized policies based
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on mcn!ocracy We then go on to consider the 1mphcauuns of moving from the
inter iscriminatory (o the freely of the matrix.
The last part of the paper suggests that there should be an independent commission
to help determine and monitor the types of activities and policies that go into the
different quadrants of the matrix.

2. Distinguishing between Opportunities and Outcomes

One of the main reasons why il is necessary to begin by setting out some funda-
mental principles is because implicit in any consideration of distributional issues
is some normative judgement about equality or justice, When we talk about a
just and fair society for all Malaysians, or when we consider how the economic
plc should be divided whclher among individuals or ethnic groups, our
ly vary widely, shaped by where each of us are
on the income and wealth scale and by what we see to be an “optimum” distri-
bution at a point of time or an “improvement” over time. It would therefore be
appropriate (0 begin by remi that justice as a form of faimess does
not imply a case for absolute u]udlny, but that existing inequalities need 1o be
understood in terms of principles agreed in advance.
“The equality which al thinkers emphasize as desirable is not equality of capacity or
but of ci ions and manner of life. The inequality which *

they deplore is not inequality of personal gifts, but of the social and economic

environment.... Their view, in short, is that, because men are men, social institutions

— property rights, and the organization of indusiry, and the system of public health

and education — should be planned, as far as is possible, to emphasize and strengthen,

not the class (and, we should add, race) differences which divide, but the common

humanity which unites them” (Tawney, 1964).

Perhaps the most fundamental principle we should agree upon is that while
there should be equality of opportunity, there cannot be equality of outcomes in
any society or economy. A government can attempt 1o give equal opportunities
or to take steps to equalize the starting out point for all its citizens, bul it cannot
guarantee all end results or market outcomes. The underlymg consensus behind
the NEP was that the i ity was pped vis-a-vis the
other communities in the country in terms of initial access o basic economic and
human and that such i ity should be d through giving them
equality of opportunitics but there was ncvc: any agrecmcnl, cxphcn or implicit,
1o assure specific market at the

The concept of equality of opportunities however, needs w be clarified.
Inequalities exist because the dynamic processes which produced them have made
them that way; these dynamic processes are the interplay of two main sets of
factors: personal factors pertinent to an individual and group factors due to the
context or environment in which the individual has (o live and compete. The
personal factors relate to innate ability, intelli ethnic group i
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work and savings ethics and attitudes, etc. While public policies may not be able

to change innate abilities, they can have an important influence on acquired

personal factors like education and skill, and work and savings ethics and attitudes.

It is important, therefore, that in attempting to equalize opportunities for the

disadvantaged through modifying the environment, positive attitudes and cthics

are reinforced. The environmental factors, on the other hand, are shaped by long
historical processes and public policies; but since world and market environments

are inherently insecure even tight controls and regulations may not be able o

guarantee specific outcomes.

In pursuit of the equality-of-opportunities ideal, several idcas are basic but
worth reiterating:

i) First, people should not be penalized for the accidents of birth. We do not
choose to be born Malay, Chinese, Indian, Iban or Kadazan nor can we choose
our innate characteristics that might make for economic success or non-success
— these are the strict parameters that cannot be changed by public policies,
Similarly, current generations should not be penalized for the events of history
— we cannot quote the mistakes of our colonial past nor the date of arrival of
our forefathers in this country to justily perpetuation of new forms of dis-
crimination.

ii) Of course, human qualities are not completely innate — they rest partly on
clements subject to the individual’s motivation to make an cffort 10 scize
available opportunitics or to apply himself in various fields of human
endeavour. There are certain variables strictly open 1o deliberate choice of
the individual. It is these choice variables that can be influenced by public
incentives/disincentives. Education is clearly a crucial factor that determines
bath an individual’s opportunities and how he responds o these opportunitics.

iii) How individuals respond to ities differs; busil for example,
could make the most of their own enucprcncunal or creative energies, or l.hey
may attempt (0 Iobby fur amore i to reduce
and o use i ion or ions to assure themselves of

outcomes with an clement of economic rent. They could concentrate on
genuine economic enterprise or on political dealings, work within the “system™
or attempt to influence the system to their own advantage. In attempting to
influence the “choice variables”, the task of public policy should therefore be
to motivate individuals to be economically efficient rather than to rely on
political patronage.

iv) There is no genctic evidence that intelligence and qualities of leadership,
industry or sloth are the domain or prerogative of any ethnic group — there
is a randomness in the distribution of such qualitics within any given popula-
tion. The concern should therefore be for inter-personal and intra- rather than
inter-group inequalities, for poverty reduction irrespective of race rather than
for racial shares.
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The rationale for attempting to equalize opportunities should be founded on
the tacit or explicit understanding by all members of the society that glaring
disparities are unjust, unfair or incfficient in terms of the common or national
good. Given the fact of inequality of personal factors, the challenge becomes how
10 offer equality of treatment in the environment. In this context, the rules of
allocation and the rules of distribution have to be distingui: In a laissez faire
economy, the markel would be the allocaunn device. But with state intervention,
delib rules or regul the allocation or distribution of economic

benefits (or burdens) among persons or groups in the socicty. Rules of allocation
defining who should be ehglble for or have access to benefits, such as a means or
needs test for agri or larships, would be adequate if the aim
is to ensure an equal head start for everyone in a particular field of human
endeavour (which is what true equality of opporlumly is all about). But such
rules of allocation may not the final distri of the parti benefit
or burden. Very strict rules of distribution (or redistribution) — reservation of
certain rights or privileges, exclusionist policies, inflexible quotas, tax structures
— would be needed if the intention is Lo protect and guaraniee a particular
distributional outcome of who actually has what and how much.

Yet, there can be no true justice in equality or opponunuy on the basis of ngld
rules of distribution. To attempt o a outcome by enfc
rules of distribution rather than offering equal access to opportunitics would in
the longer term deny some individuals the full benefits of their personal potentials
and the socicly the benefits of their entrepreneurship, creativity, initiative, hard-
work, etc. Itis along these lines that the restrictive aspects of the NEP, especially
on the competitive environment in Malaysia, need to be reviewed:

“Equality of opportunity obtains in so far as, and only in so far as, each member of &
community, whatever his birth, or occupation or social position, possesses in fact, and
not merely in form, equal chances of using to the full his natural endowments of
physique, of character and of intelligence” (Tawney, 1964).

It is also from these perspectives that we have to be clear about what have
been rules of allocation and what have been rules of distribution under the NEP,
and what should be the appropriate rules for the post-1990 era — have we been
trying and should we try to offer equality of opportunity or to force equality of
outcomes?

Following from the above discussion, it is necessary (o emphasize that there
are different types of outcomes in the economic system. Certain economic
activities can be isolated from inherent market risks by government intervention
50 that their outcomes can be pre-determined with a certain amount of certainty.
But others hinge on innate characteristics of individuals and on how they respond
0 ities or are subject 0 i risk elements, so that the end results
are uncertain. The distinction is crucial because it does away with the erroneous
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assumption that greater and greater government intervention in the market can
guarantee quantitative targets for market outcomes in all types of economic
activities.

3. Self and the Environment

Given that opportunities and oulcomes in any society or economy hinge on

personal and i factors, £0 intervention has focusscd on
modifying the of the and social envi

factors can for, itute for, or exacerbate the i ities inherent
in personal istics. Delibx attempts o i the envi

such as NEP restructuring, could move Malaysia either toward or away from what
the “common good” would dictate as greater equality or other desirable objectives.
It is therefore i 10 unds the types of envii that could interact
with personal factors (o influence economic outcomes.

Environmental factors, as shown in Figure 1, can be thought of as either
neutral, supportive or discriminatory in terms of how they are likely o influence

ic opportunities and The neutral envi would be one
where opportunities are open to all and the rewards from these opporluml.u:s are
granted on the basis of merit. Neutral envi factors would be

consistent with a laissez faire system. In the 1960s and early 1970s, the Malaysian
cconomy was based very much on competitive markets and limited intervention
by govemment. The government role was limited 10 the provision of infrastructure,
law and order and social services, and cconomic success was seen as the concemn
of private individuals and not the direct responsibility of government. Since then,
with the NEP, the system has shifted from a traditional market-oriented economy
to a regulated mercantilisi/corporatist economy (Kasper 1988). In the last few
years, the increasing calls for greater liberalization and deregulation of the
Malaysian economy represent attempts to neutralize the environment for carrying
out business activitics,

The other boxes in the diagram incorporate rules of allocation or rules of
distribution which represent attempts (differing in degree of coercion or restriction)
10 equalize the environment for the Bumiputera to bring them on par economically
with the non-Bumiputera. Certainly, they reflect a shift away from free market
forces and a greater government role and intervention. The environment cuuld
be one supp of the ity, with a
of economic opportunities reserved for the Bumiputera or giving lhem an advan-
tage through allowing a margin of preference, as for example, in loans and tenders,
The rationale for the supportive system is to offer some privileges or head start
10 the least economically advantaged so as to balance out initial wcakncse.s
These privileges are, however, not meant to new forms of i i
or, worse yet, to ensure dominance of one group over another.

Although the reservation of reasonable proportions is provided for in Article
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153 (6) of the Malaysian Constitution,' the issue is what would represent
“reasonable proportions™. While it might be reasonable to have representation in
a particular economic sector of at least half but not exceeding the share of that
particular ethnic group's overall population proportion of the state or country, it
would be unreasonable to reserve the total sector exclusively for that community,
‘What should also be noted is that the reservation of reasonable proportions was
defined in the Constitution to refer only to positions in the public service, govern-
ment scholarships and cducation and training, and permits and licences for a trade
or business as required by Federal law; and that they were originally meant (in
the Reid Commission Report) to end fifteen years after Independence. They have,
instead, been extended in the NEP until 1990, The question, now, is whether
they should be extended further in the post-1990 era, for how long and whether
the extension should be final.

For the public environment o be supportive rather than discriminatory in terms
of promoting true equality of opportunitics, other clements are essential. The
policies intended to help the disadvantaged group(s) must be temporary in nature,
with the time frame for support clearly spelled out. The quantum of support must
be public knowledge; and where the quantum of support was initially large, this
should be reduced over time ideally to a point where the supported group(s) or
individuals can stand on their own and be economically viable units. We
emphasize this point because it is crucial that affirmative action or supportive
policies do not end up creating a subsidy mentality, dependency syndrome or
constant reliance on a “safety net” provided by the Government.

Many of the provisions under the NEP have been based on pre-determined
proportions including: the 55:45 ethnic formula for admission into institutions of
higher leamning; the provision that 30 per cent of the value of all government public
works be allocated 1o i the sti ion that all public works
contracting companies must have a majority or at least 51 per cent of the board
of directors, equity holdings and workers who are Bumiputera; insistence on 30
per cent Bumiputera equity as the condition for full exemption from the import
duty on raw ials and the sti ion that approval for new
company acquisitions needs to be obtained from the Foreign Investment
Committee (FIC) and/or Capital Issues Committee (CIC) and that at least 30 per
cent of shares be reserved for Bumiputera; and the reservation of at least 30 per

"Article 153 (6) states that “where by existing federal law a permit or licence is required for the
operation of any trade or business the Yang di-Pertuan Agong may exercise his functions under
that law in such manner or give such general directions to any authority charged under that law
with the grant of such permits or licences, as may be required 1o ensure the reservation of such
proportion of such permits or licences for Bumiputera and natives of any of the States of Sabah
and Sarawak as the Yang di-Pertuan Agong may deem reasonable; and the authority shall duly
comply with the directions”.
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cent of new housing schemes for Bumiputera applicants before approval for
development is given.

These various reserved proportions which represent increasing intervention of
the Government in economic markets have been justified as assisting the efforts
of the Bumiputera to catch up with the other ethnic groups in the country, But
obviously where the proportions reserved are not “reasonable” or where
opportunities are denied to those who do not conform to the mandatory individual
company restructuring rulings, these same policies would represent a hostile or
discriminatory environment.

A glaring case in point is the ion with share shi portions at
the level of individual firms. Although the 30 per cent Bumnpuua share of
corporate equily is supposed to be a global target, the insistence that each and
every company must have 30 per cent Bumiputera shareholding before applying
for public listing, and the direct intervention by the Capital Issucs Committee
(CIC) on pricing of shares are hostile to genuine non-Bumipultcra and foreign
investors. Not only have such policies deterred productive investments and turned
away genuine entreprencurs, they have also resulted in share acquisitions being
viewed by even the man in the street as a sure money spinner. Such practices
are classified under the hostile environment also because the insistence on the
quantitative ownership target may actually detract from support for the ingredients
necessary to create a dynamic Bumiputera business commumty able to com[mc
on an equal footing with others, both nationally and i y. O p
of share capital is an insufficient factor for control of true economic power. The
issue is whether it is better to own a small share or even no share and acquire the
necessary know-how through active involvement in the operations of the
enterprise, or to own a larger share as a “sleeping” partners.

Where Article 153 (6) has been misi or abused, an
which is privileged/exclusionist for one ethnic group but hostile/discriminatory
for others arises. Such is the case whcrc business opportunitics, permits or licences

are reserved ively for the ity, or direct g
participation in economlc acuvmcs has crowded out both Bumlpuwm and non-
Bumiputera private sector i of such ist policies

are very wide-ranging: government mnders valued below M$50,000 which are
confined to Bumiputera contractors only; government tenders where 51 per cent
Bumiputera equity is insisted upon for firms submitting tenders; reservation of
forwarding agents licences for Bumiputera only; the handling of government travel
only by Bumiputera travel dgenls. reservation of pcrans o0 operate petrol stations
built by lusively for licences for land

ion of issued only o i licences for the importation
of reconditioned and used car vehicles reserved only for Bumiputera. Yet these
provisions under the guise of the NEP are strictly a violation of Article 153 (9)
of the Constitution which states that “nothing in this Article shall empower
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Parliament  restrict business or trade solely for the purpose of reservations for
Malays and nauves of any of the states of Sabah and Sarawak".

The and of the P Nasional Berhad (PNB)
— which has been described as the greatest feat of socio-economic engineering
(Merican 1988) — and other Non-Financial Pubhc Enterprises (NFPEs) have
resulted in public sector i in the (Mencan 1988)
both in terms of direct g i in setting up i
capacities and in the aggressive acquisition of productive assets whlch are
supposed to be held in trust for the Bumiputera community. In so far as private
individuals can in no way match the resources and power of these government
institutions (many of which are giant monopolies), genuine entreprencurs, whether
non-Bumiputera, Bumiputera or forcign, may have felt the serious effects of being
crowded out. Employment in the NFPEs has also been confined mainly to the
Bumiputera. Even where it has no direct participation, the Malaysian Government
has intervened in private sector investment and enterprise, for instance, through
the Industrial Coordination Act (ICA). The ICA, which stipulates industrial
licensing and imposes on businesses ocnam quotas for Bumiputera equity share
and employ , certainly rep asi, step away from the traditional
laissez faire economy.

Counter-imaging the privileges accorded (o the Bumiputera on the basis of
their original handicap in the economy are the various forms of discrimination
suffered by those not receiving these privileges. Whereas the two boxes 1o the

right of Figure 1 show the envi from the perspective of the B
community, the two boxes to the left of the diagram reflect the cconomic frame-
work for the i 1t must be that one man’s privilege is

another’s handicap, so what is a privileged environment to one community would
be discriminatory or hostile tw others. Clearly, the economic environment would
be hostile/discrimi y to the i if they are not allowed to apply
for i or assets, i ing shares, permits and licences, or if they
are barred from participation in certain economic fields purely on the basis of
ethnicity, mspecuve of their other personal qualifications or abilitics. While
the ledge that some assi had to be given to the
Bumiputera for the success of the NEP, the environment is truly hostile to them
when they are not only deprived of access 10 new opportunities but also suffer
an actual erosion of their legitimate economic interests.

The non-Bumiputera and foreign business communities would have probably
tolerated a reasonable handicap if they were not totally excluded from various
economic acuvxum To help provide a supportive envnmnmem for active Bumi-
pulera ici| in the , the had to be prepared 1o
operate, at least within a certain lime frame, under certain known handicaps, such
as the cross subsidy on the preferential interest rates on loans to Bumiputera or

or margin given by the Malaysian Government
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1o tenders quoted by Bumiputera contractors and suppliers of government goods*
The non-Bumiputera wishing to bid for such government tenders had to be aware
and ready to give handi of fixed p ges 1o their i p

and to plan their stratcgies aocurdmgly.

What is obvious is that for the common economic good and for national unity
in the country, the two extremes of Figure 1 should be avoided. The hostile/
discriminatory environment that results in deprivation or a sense of loss among
any single community is not conducive to racial harmony, while at the same time,
the privileged exclusionist policies are ultra vires Article 153 (9) of our
Constitation. They go against the principle of truc equality of opportunities and,
more important, they breed severe distortions and mcf(lclcncles in the Malayslan
economy. Instead of enh the of i and
creative innovation, they foster reliance on political lobbying, patronage and
cronyism. Businessmen divert their energies to gaining an element of rent (through
politically-created scarcities) rather than building up profits. It is now well verified
(not just from Malaysian but also intemational experience) and documented, that

g and ions sap i ism and
, endanger i i iti and retard overall economic
growth:
“In the West, it is now being increasingly realized that the growth of government and
ion was ive, and that there cannot only be market

fulure but also government failure, m achieving industrial and overall economic
growth, Morcover, the realization is spreading that the profit-driven, decentralized,
entreprencurial search for new market opportunities and new products and processes
tends to be more pmmxsmg than the -dmuuslmnvely driven, centralized approach of
in afﬂucm and ping countries alike has shown that most
relevant economic Ig i md ble, so thal it cannot be
captured and used centrally. Morwvn political/sdministrative considerations easily
divert economic entrepreneurship into lobbying and other unproductive activities.
‘This diversion then results in fewer productive jobs and less output” (Kasper 1988,
pp. 11-12),
4. A Matrix of Options
On the basis of the above discussion, il is possible to set out a matrix of our post-
1990 economic options. In Figure 2, the x-axis classifics the sectors of economic
activity or human endeavour by the possibility of fixing and guaranteeing market

*These preference margins are as follows:

For supply of goods valucd: Proferential Rate
Below $50,000 10.0%
Between §50,000 - $100,000 7.5%
Between $100,000- §1 million 5.0%

Above §1 million but less than $5 million 2.5%
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Figure 2
A Matrix of Post-1990 Options
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Ttis ly crucial to und the distinctions between different
types of outcomes because policy makers have generally failed o recognize that
not all can be that most are highly risk-

related and insecure and that all that can be atempted is to offer equality of
opportunitics. It is this lack of recognition that has been behind the dogged
insistence to increase government intervention and tighten regulations in the belicf
that pre-determined distributional targets can thus be achieved. The y-axis shows
the range of possible approaches that could be used to influence the environment
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in relation o the type of economic and social sectors that Malaysians think should
evolve in the future.

The left-hand column of the matrix would therefore represent those economic
activities whose market outcomes can be pre-fixed as more or less certain — these
are the activities where environmental factors, rather than personal factors, exert
a dominant influence and government intervention could guarantee the outcomes
(so that the rules of allocation would correspond 1o those of distribution). In the
bottom left-hand quadrant of the matrix, government interventions to guaranice
market outcomes would be effective through some of the exclusionist policies or
fixed quotas described above. For examiple, limber or toll concessions would
guarantee sure profits for the privileged concessionaires. Entry into civil service
employment could also be considered under Type I outcome since there is
essentially no retrenchment and therefore the guarantee of a stable job (though
perhaps not of promotion). Land alienation is another example — government
provision of land guarantees a source of future income for the beneficiarics. The
government-created and operated monopolies should also be classified under this
type of outcome (though, as the performance of some of the NFPEs has demon-
strated, even for these profits cannot be assured). Those awarded turnkey or
privatization projects, especially if they are not through open tender systems, are
also assured of market success (the “overnight millionaires™).

The right-hand column of Type 111 activities, on the other hand, encompasses
those sectors of inherent market risks and insecurity, where the determining factors
for success are more dependent on the “self” or personal factors. Government
interventions in the form of quotas, for instance, justified in the past as attempts
to offer equality of opportunities to everyone starting out in the sector, cannot
ensure the market outcome. Issuance of manufacturing, business, liquor, freight
forwarding or export licences, for instance, are not tickels [0 €coNOMic SuCcess.
Profit or gain (and certainly the quantum of gain) cannot be guaranteed in
activities where there are large numbers of small to medium-size competitors.
Entry into institutions of higher learning would also fall into the Type ITI
classification of outcomes. While quotas could be used to determine entry into
universities, the outcome in terms of graduate performance would depend on
personal motivation and effort.

The middle row in the matrix those i ivities where the
outcomes are likely to be mixed; the chances of economic success are heavily
bolstered by government intervention, though still not an absolute certainty. The
enterprises likely to fall into this row would have oligopolistic characteristics, or
be heavily regulated or limited by special licensing. Examples would include
banking, finance and insurance companies where the number of licences issued
is limited and operations are tightly regulated; capital intensive industrics such
as steel and cement manufacturing which enjoy heavy tariff protection; the
awarding of large government tenders or contracts (where the probability of mak-
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ing profits is high); and at the other end of the scale, transport haulage and taxi
licences which restrict entry into these service sectors and create artificial scarcity.

Under the NEP, policy makers and planners appear to have thought along the
rows of the matrix only but have not considered the columns. They have operated
mainly along the bottom row of the matrix only, with reliance placed heavily on
discriminatory and restrictive govemnment intervention and the substitution of
political decisions for competitive market forces. In so far as there has been a
failure to recognize and accept the inherent uncertainty of cconomic outcomes,
there has been in effect the collapsing of the three columns of the matrix into
one — Type I only, and the use of increasingly siringent regulations in an attempt
to force the outcomes of essentially Type III activities. Assumptions such as
equating licensing of industries with the granting of concessions or equating share
ownership with the creation of a Bumiputera business community have led to the
reliance on quotas and other discriminatory policies which have constricted rather
than equalized opportunities and which have ended up not achieving the desired
growth and distributi jectives. Worse yet, indivi scramble
1o get into the bottom left-hand quadrant through political and even unethical
means — “knowing who™ has become more important than “knowing how”, and
the non-competitive economic order has been a fertile environment for corruption,
kickby market i i d loans, and other unsavoury business
practices.

Which quadrant of the matrix should represent the socio-economic option for
the post-1990 era and how we should move from one quadrant 1o another over
time are the crucial decisions facing all Malaysians. To decide, we need 10 be
clear about the relations between the and
of the dynamic system, about which end of the matrix we wish to move towards
and about what each quadrant implies not only in terms of strategies needed but
also the implications for the Malaysian economy, the nation as a whole, the various
ethnic groups and individuals. We should also determine the appropriate time
frame for the operationalization of any particular set of options.

We could, as under the NEP, continue 1o be concerned with attempting to

rather than itics and to be fixated with quantitative
targets. If this is the choice, we would continue to operate along the bottom row
of the matrix in a non-competitive economic order, with the focus still on quotas
for different ethnic communities in various economic sectors. The more extreme
or exclusionist the quotas fixed, the more our future economic scenario would
be depicted by the bottom left-hand quadrant. But if on the other hand, our concemn
is 10 equalize opportunities, while recognizing that markets are inherently insecure
and involve a high degree of risk or uncertainty, the move would be toward the
right of the matrix, However, if we operate only along the bottom row, the right-
hand quadrant cannot be seen as an option that equalizes economic opportunities,
even if the outcomes are accepled as uncertain, The bottom right-hand quadrant
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a P , if not a self- ing structure. Equality
of opportunities cannot be offered through restrictions or the creation of a hostile
environment — by the very definition, there cannot be equality of opportunity
by using quotas to discriminate solcly on the basis of race.

In so far as the feeling is that the Bumiputera have not yet caught up in the
economic race, and that they still need assi 10 get into the mai of
socio-economic activities and have a fair share of economic opportunities and
malerials assets, the principle of reasonable proportions could still be applied. But
rather than relying on fixed quotas to force economic restructuring, the approach
should emphasize incentives rather than disincentives. For instance, rather than
a closed government tender system or the CIC dictating share allocations and
pricing, tax incentives in terms of lower tax rales or directional bank lending and
preferential interest rates or preferential margins in government tenders (scaled
according to the size of the tenders) for firms which have restructured or show at
least bl portions of ethnic repi ion® could still achieve the same
objectives lhmugh choice rather than coercion and help to free some of the controls
that have hampered private initiative and investments.

To protect the legitimate interests of the other ethnic groups in the country, it
would be necessary 10 replace the discriminatory environment with a supportive
one. The options for a supportive environment, however, cannot be found in the
bottom quadrants; we have to move to the upper quadrants where the emphasis
is on clear definition of beneficiaries based not merely on ethnicity but on
principles of need, merit and efficiency. Rather than the over-concern with
ownershlp of :harc capusl it is crucial to shift the focus to economic dynamism,

P y and growth which should be much more
effective in closing the income gap between the ethnic groups.

‘There are essentially two sets of opuons for providing a supportive environ-
ment — o work towards of ion in different
cconomic sectors on the basis of household or individual needs and welfare consid-
erations, or to atiempt 10 glve due weight to both needs and merits in deciding
who should be the i of g policies and allocati Moving
upwards from the bottom row of the matrix, the aims shift increasingly o restoring
economic efficiency and socio-political justice and to improving total social
welfare in the country. Each successive upper row of options should represent

3As an example, a business tax incentive structure could be based on the following:

Proportion of Bumiputera Contents Tax Rate
0 - 10% 35% S
10 - 29% 254+ 5
30% and above 2 +5

and the preferential interest rate for Bumiputera loans could be in the region of 20 per cent
lower than the market rate.
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increasingly lesser economic distortions than the growth-hampering racially-
discriminatory approach. A clearer definition of the rules of allocation also leaves
Tess scope for misi ion or mi: ication of g policies by civil
servants and helps ensure that these policies/programmes actually reach those for
whom they are intended.

The set of options based on needs and welfare would, in effect, shift the

phasis from ethnic ing 1o poverty eradication. Over the almost twenty-
year period of the NEP, while inter-ethnic inequalities and even absolute poverty
levels have been dramatically reduced, the gaps between the rich and the poor
remain unbridged, if not widened. A supportive environment should, therefore,
increasingly focus on affirmative actions for the poor irrespective not only of race
but also of region and political affiliation. The attraction of this row of options
is that it will help to ensure that the truly underprivileged and powerless in the
society are the targets for policy. Defining access o or eligibility for a reasonable
proportion of reserved privileges, g i newly
created government assets and the like, on the basis of properly administered
economic need or means tests, will still be of special benefit 1o the Bumiputera
since they make up the larger proportion of the poor. If their basic needs can be
met and their incomes raised, the economic position of the Bumiputera would be
that much stronger — at least much stronger and more resilient than if the concern
were for creating instant Bumiputera millionaires (Muzaffar 1989). The welfare-
oricnted approach would also avoid the injustice of associating the problems of
poverty only with the Bumiputera community, and have the added advantage of
being cohesive rather than divisive from the national unity point of view.

In considering the needs and welfare row of options, it is necessary to dis-
tinguish between cfforts to augment economic productivity of the poor and those
intended merely as hand-outs to the poor. To raise economic productivity of the
poor, affirmative action programmes should stress efforts to build up the human
resource potential and self-reliance of the poor. In other words, efforts should
be focussed not only on the environment for the poor but also on improving the
individual potential and atitudes of the poor. Providing the poor with access to
adequate farm land, credit facilities, educational and skill training, infrastructural
support for informal sector activities and for small- and medium-size industries,
would be an i sounder h ially in the long-term as com-
pared (o a hand-out approach, While offering financial subsidies may be justifiable
for the truly destitute groups in the society, as far as possible the subsidy approach
should not be the option selected because it tends Lo encourage an unhealthy and
persistent reliance on hand-outs, does not give the poor the incentive to pull
themselves up by their own boolstraps and can lead to a sense of deprivation
among those segments of the poor who do not enjoy the same privileges.

Over time (certainly by the end of this century) the basis for allocation could
shift gradually to reduce the proportion based on needs and welfare considerations
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10 give duc recognition to individual merit and increasingly restore competitive
markets in various sectors of the Malaysian economy.* In moving into the top two
rows of lhe matrix, the scenario would involve a doing away with “big
" policies, a di: ling of the regulatory framework (certainly a
scnous reconsideration of the role of the iCA and CIC and a recognition of the
1mponancc of letting the markct fix mc price of sharcs) areduction of government
in p i gmss capital
), a reori ion by away from Lhe “big stick™ to a “carrot”
approach for influencing private sector activities, and a concomitant restoration
of the dynamlc role of the private sector (lmplymg the need to ensure that in the
process bf privatization, less efficient 1o public ones are
not crcawd) Just as there is no gain where no ns.k is taken, s0 a move to the
higher risk, freely competitive quadrants may offer the prospect of much higher
gains for Malaysia, especially in the international arena.
The over-concern with ownership of share capital dwuld certainly be redressed.
Nm only has the forced ing of share ined private
financial and not fostered Bumi-
putera enlxcprcncurshm, a 30 per cent target of corporate wealth aclually does
little for improving personal income distribution or reducing racial income
incqualitics. While “cheap shares” introduced Unrealistic windfall gains for a
fortunate few, dividends or the actual returns to investments normally account
for little or nothing of the household income of the majority of the population,
especially of the poor. A shift of focus to economic dynamism, increased
productivity and employment growth should be much more effective in closing
the ethnic income gap and in improving personal income distribution, than an
emphasis on share ownership quotas.
An option that encourages cxccllcnce. producuvuy and hard work and
izes growth and i i appears 1o be finding increasing
favour wuh those concerned with the crosion of Malaysia's domestic and
ic position especially relative 0 some of the neighbouring
countries, and with the fact that Malaysia is now one of the more heavily indebted
nations in the world. Whatever the underlying reason(s) — whether it be
recognition of the rigidities and stifling effects associated with the regulatory
framework of the NEP and the excessive costs of government intervention and
involvement, or awareneqs that Ma]xys:a will havc 1o make every effort pmslblc
to cope with i ingly aggresslve and
ity, or ibing to the ion and j prescrip-

“For example, while the Government may provide st the initial stage of introduction, free of
subsidized new seedlings, fish fry for aquaculture, fertilizers and the like, the second time around
that supplics are needed, payment should be imposed as a means of encoursging the poor 10
‘put these activities on a commercial, self-paying (and therefore, more efficient) basis.
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tions i with supply-sid ics, or simply izing that without
economic growth there is nothing or litle to redlbmbulﬁ or restructure — the
urgent call from i ing number of of M. ian society has been
for the revudlxmuon of the economy through a gmwm -oriented, more dynamic,
t-effective approach. P fmm lhc perspective of

Malaysia's pos‘nuon in the global y, the p i To
successfully compete for I'urcngn mvcsl.mcms and cxpa.nd cxpon markcls in the
context of i ingly intensc the globalization of
financial markets and the i i ization of technol ysian cannot
afford to m:unlam her rcgulatory structures when the mlemauonal tide is one of
and ism and her neigh ies are fast

emerging as serious economic threats. Bitter and costly experiences have proven
that state ies and inter ionism cannot ive capital
i ic growth, or p i ploy Ccnmnly. Malaysia’s

unemployment problem needs an urgent solution. Deregulation may also help
stimulate the growth of small- and medium-scale industrics which should also
promote entrepreneurship, while their generally greater labour intensity and more
efficient use of capital resources are what thls  country necds

At the same time, a of and private
initiative need not imply that the most dxsadvamaged in the society will be left 1o
fend for themselves. The growth-oriented strategy does not preclude measures
1o ensure that the dire poor (based on increasingly stringent needs and means (ests)
will continue o receive assistance, so that economic growth will not be at the
expense of widening inequalities between the haves and the have-nots.

5. Fitting Activities and Policies into the Matrix

What this paper has attempted to emphasize is that in considering our post-1990
options, we have Lo not only assess the various possible strategies but also to be
cognizant of the types of activities that can or cannot be influenced by these
strategics. In other words, we need to think not only of the rows in Figure 2 but
to expand our thinking to both the rows and the columns and to view the options
as an enlirc matrix,

As a final illustration of this point, Figure 3 is presented. If we exclude the
bottom row of the matrix from our future st of options (implying that we agree
that ethnic politics should not be basis of economic policies), then Figure 3 shows
how we could usefully relate policies and likely outcomes for different types of
activities 10 ensure more realistic and cffective planning. For instance, the
recognition that manufacturing is an activity where outcomes are highly uncertain
especially in the international arena means that licensing for manufacturing
enterprises should be placed within the top right-hand quadrant where there are
no restrictions on the number of licences or conditions of operation — anyone
wishing to compete should be free to compete and their success or failure is a
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Figure 3
Fitting Activitics and Policies into the Matrix
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matter of their own efforts. A freely iti i for f:

upcrauons would help ensure that entrepreneurs are kept on their toes to be

and i itive. On the other hand, since land alienation
guamnwcs ownership of a physical resource and a continuing stream of income
and would be a fundamental resource for the rural poor, the appropriate rules of
allocation should be based on needs and, if required, reasonable proportions o
ensure fair representation of all ethnic groups. Subsidy measures cspecially should
have strictly administered needs or means tests to ensure that they go 1o the
intended beneficiaries.
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Scholarships would also the i a monetary subsidy for a
certain period and would clearly be of special assistance to the poor, but this type
of affirmative action should have a proper weightage between needs and merit
— the greater the weightage given to merit, the greater the chances are that the
oulcome is not just a guaranteed subsidy but mdmduals with the education/
training and motivation to help ips are not placed
in the needs quadrant because il is important 1o avoid a “hand-out” mentality.
But what is also crucial to realize is that whereas the scholarship grant is an assured
subsidy, entry into university or college is no guarantee of passing out with a
degree. In other words, even when the allocation of places of the institutions of
higher learning is based on merit and needs, there cannot be insistence on pushing
the outcomes into the left-hand quadrant. Civil service intake too should balance
the principle of reasonable proportions with that of meritocracy.

At the other end of the scale, especially because privatization schemes, govern-
ment concessions or large tenders are more or less sure-profit activities, the most
cfficient place for them should be in the top row of the matrix — (o ensure that
they are not viewed just as get-rich quick activities allocated on the basis of
political patronage, and more importantly, to make sure that such enterprises are
efficiently operated for the common good and in the most cost-cffective manner,
they should be opened up 1o free market competition as much as possible. But in
so far as the allocation is based on competition and merit (for instance by doing
away with the system of closed government tenders), outcomes are no longer
guaranteed; hence these activities move into the middle rather than Jeft quadrant
of the top row of the matrix. Smaller government tenders, could, however, be
allocated partly on the basis of need or reasonable proportions to give a handicap
1o the disadvantaged attempting to start out in the field.

For activities where the outcomes are likely 1o be mixed, decisions on where
to place them in the matrix should be based on two types of considerations. For
activities such as bankmg finance and insurance, rc.smclcd licensing has created
cartellized or olj with p of such licences becoming
the source of wealth and the object of political lobbymg rather than true entre-
prencurship. Giving out such licences more freely on a merit basis would stimulate
genuine economic competition which is crucial in view of the increasing
intemationalization of financial and capital markets. For other smaller scale
activities where licensing still restricts free entry, such as taxi and transport haulage
licences, a proportion could be allocated on the basis of needs. Civil service
promotion is also classified in this middle top quadrant because the only justifiable
basis is merit; a civil servant has 1o earn the promotion, not merely be given it as
a means of achieving some quantitative targets.

Figure 3 is obviously not exhaustive. But we hope that the matrix can stimulate
more systematic thinking about the different types of economic activities which
require different rules of allocation. What Figure 3 does show is that the top left-
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hand quadrant is not a realistic option; in a freely competitive environment, market
outcomes cannot be guaranteed, just as the botiom right-hand quadrant cannot
offer equality of opportunities on the basis of quotas or exclusionist policies.
Locating more and more activities in the upper right- Iwnd quadmm offcrs the
potential of more dynamic ic growth and i
and a more solid basis for genuine entrepreneurship.

A final point is that the matrix underscores the importance of clearly defining
ouwomes cﬂlmcxty nceds merit and efficiency. There must be a higher body or

to help ine whether particular economic activities

have Type 1, 11 or 1T outcomes and to establish the appropriate criteria for what
constitutes needs, merit and efficiency. Such an independent commission should
also handle grievance procedures, help to instill confidence in the system among
all segments of the society, monitor progress and deviations in implementation
of the selected options and suggest flexible modifications in the light of changing
circumstances.
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Commentary

Tan Tat Wai

Di ion on income distribution in Malaysia has often been focussed at a
detailed level, arguing the non-achievements of the New Economlc Policy (NEP).
Criticisms have been on the and ing high level of
poverty, the failure to achieve the 30 per cent corporale. share distribution target
and the lack of i among busi There has been
very little discussion on whether the interpretations and perceptions of, and the
policy prescriptions arising from, the NEP are actually consistent with its present
formulation. Naturally, there has been even less attention paid o the inherent
dichotomy within the NEP and the need to balance some of the differing prioritics
embodied within the NEP. In that sense, the three papers in this session have
been extremely interesting: their subject matter span a wide range and each paper
has attempted to address key conceptual issues.

E ization of Opp ity and ization of Outcome

Dr. Zainal Aznam started his paper with the observation that the westemn mode
of economic development emphasizes the provision of equal opportunity while
the socialist world stresses equality of outcome. This observation might have
been true many years ago. Today, however, the capitalist cconomy has already
adapted some policies for better equalization of outcomes while the socialist
economy is deviating from the targetted equalization of outcomes.

In reality, what constitutes equal opportunity itself is open to debate. Precisely
because the western economic syslcm as it was originally known and conceived,
could not really provide for i of ity, the i ized world
today has built in welfare systems and minority group opportunity equalization
programmes. The introduction of some elements of socialism and the welfare
system into the industrial economics has created new problems: welfare recipients
take for granted the benefits they receive as rights when they are really benefits.
Dr. Shahid's paper highlighted the disincentive effect on growth and productivity
arising from such confusion between benefits and rights.

On the other hand, has the socialist system really achieved equalization of
outcomes? Socialist countries were, to a large extent, able to promote both growth
and equalization of outcome in the initial years. But today, the more entrenched
socialist countries exhibit stagnation in growth and privileges are accorded to
sclected elites, thus departing from equality. The key difference between the
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socialist world and the capitalist one to reward the elites lies only in the way the
elites are selected and the manner in which they are rewarded. However, the elite
group and class differentiation exist side by side in both environments.

In short, how can cconomists come up with a good mix of policies to ensure
as good an equalization of outcomes through as good an equalization of oppor-
lumly as possible? Society needs equalization of opportunity o provide the

for p ivity and hence impi in the standard of living. But
society also requires cqualization of outcomes to reduce social stratification, to
induce the feeling of sharing in success to protect the fnnls of growth and develop-
ment. History has shown that ization of dent of outcome
or vice-versa will both invite longcr term mstal:uhty 1In Malaysia, or for that matter
any other country that wants to address the question of income equality, these
two issucs must always be dealt with. If society achieves equality but had a large
share of poverty, what is the point? On the other hand, if the country keeps
growing with no distribution of income, again, what is the point?

Perception of Income Equality

When we talk about income distribution, there is no one single measurement that
can tell the whole story. And indeed as society changes, as income rises, people’s
expectations differ. When people are in such abject poverty that starvation is
always not far away, probably the most important measurement is the absolute
level of poverty. Bul as the people become a bit more affluent, and they have
cnough 1o eat and enough to wear, the issues become a nice house, and the need
for a car. But then, it is no longer poverty or the absolute level of income, but
the relative wealth distribution that becomes important.

In the last two decades, South Korea and Taiwan have been the two most
successful economics in terms of growth and development. (Singapore and Hong
Kong are excluded because these island economies are really exceptions, hence
their experiences are not easily generalized to other countries). Both South Korea
and Taiwan have seen their incomes rise very rapidly with a relatively good record
of income distribution as well. And yet today, both their peoples are very
unhappy. The South Koreans are fighting against exploitation because of the
inadequate filter down effect. In the case of Taiwan where the income distribution
is better, the gripe is mainly in pollution and environmental issues.

A Matrix Income Distribution Issues

In most countries, income distribution refers to the sharing of income and wealth
between people at the top and the people at the bottom (liken to a pyramid). In
the few cases where discussion on income distribution deals with distribution by
ethnic groups, there is usually a very big majority owning and controlling income
and wealth, But not in Malaysia. Here in Malaysia, the proportions of the majority
and the minority are relatively close. Secondly, the majority had until recently
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owned and controlled an insignificant amount of wealth. Thirdly, foreigners
owned and controlled a high share of wealth through a vast number of agents
from the minorities. Therefore, income distribution issues nced to be represented
more as a matrix than as a pyramid. There exists not just a vertical axis where
distribution must be by income class, but also a horizontal axis where distribution
by ethnic groups is also fundamental. In such a unique situation, the problems
of distribution are far more complex and the solutions must be different and
creative,

The New Economic Policy of Malaysia:

How Many Prongs Should There Be?

The New Economic Policy (NEP) was coined in precisely such an environment
10 address both these two axes. Therefore, it has two prongs. The first prong is
eradication of poverty regardless of rdce and the second prong is a restructuring
of society. When the NEP was formulated in about 1970, the perception was
that the Chinese were all rich and the Malays were all poor. Therefore, a restruc-
turing of society Lo reduce ethnic stratification by economic function and wealth
was perceived 10 be necessary for growth and harmony. In reality, and with
hindsight, the issues that have unfolded over the last eighteen years afier the NEP
show that the restructuring of society should be further separated into two aspects.
The first is ization of job distribution so that the i are not all in
the rural areas, in agricultural jobs or in the civil service but also in manufacturing,
in services, in high paying jobs and in professional and managerial jobs. The
second aspect is the ownership and control of wealth under the famous 30 per
cent, 40 per cent, 30 per cent formula for the Bumiputera, non-Bumiputera and
foreigners, respectively.

In the last decade, there have been countless assertions, claims and counter-
claims, on whether the Bumiputera have attained the 30 per cent share of wealth
and whether enough has been done to give the Bumiputera their fair representation
at various job levels. Using official Government statistics published in the various
Five-Year Plans, Mid-Term Reviews and so forth, the prevailing sentiment among
the Bumiputera is that they are far from achieving the 30 per cent wealth targel.
They have been calling for an even faster pace of restructuring. A minority, whose
ranks are swelling, are even asking for a 50 per cent share of wealth. On the
other hand, the non-Bumiputera document that the 30 per cent target is either at
and or has already been attained, and the Government is doing 100 much, too
ast for the Bumiputera by carving too much from the non-Bumiputera by using
infair policy implementation.

Many cconomists avoid the issue by saying that data is poor and inadequale.
n reality, data is never adequate. It is the skill and duty of an economist to create
roxies for, and 10 be objective in, Malaysian data is already far
setter than most ping ies and some di P ies as well. For
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example, Dr. Zainal Aznam commented that the footnotes to the specific Tabloid
in the Five-Year Plans or their Mid-Term Review allow for a clearer approxi-
mation than the Tabloid itself. The Government, and failing which the economists,
owe il to the people, Bum1pulcm or non-Bumiputera, (o very clcarly segregate
data so that no confusion or ion exists on This is
because the whole issue is extremely sensitive, with the Bumipulera thinking that
the Government is not doing enough if there is a significant shortfall from the 30
per cent target and the non- Bummulcra thinking that the Government is
the share. All that the Government and
economists need 1o do is to reclassify the Tabloid and its footnotes into “Bumi-
putera, Chinese, Indian, foreign and others”, instead of lumping company minority
holdmgs. nominees and trustees into another Malaysian category. Once this
ion is done the i holding would exceed 20 per cent
for sure and probably come rather close to 30 per cent. The corresponding foreign
share would also rise with a drop in the non-Bumiputera, non-foreign share to
about 40 per cent ievel. In short, the target is already close to achievement and
all done in a remarkable 18 years!

Take a very simple mathematical illustration and assume a social experiment
is possible to constrain the non-Bumiputera (o grow at a real rate of 6 per cent
per year, while allowing the Bumiputera to grow at 10 per cent. This 4 per cent
differential growth rate means that it will take 20 years before the Bumiputera
can narrow a gap that was 2:1 to 1:1. So to narrow a gap where in 1970 the
Bumiputera owned less than 2 per cent of the economic pie to 30 per cent within
20 years, is an extremely ambitious task which requires a very huge growth
differential between the ethnic groups! Thus, if Malaysia achieved an increase
in Bumipuiera shan: 10 25 per cent or even just 20 per cent in a mere 18 years

of or ic boom, it is one hell of an achiecvement! If
the target is set too high, the people will be misled and the leaders and elites would
have created an unnecessarily difficult and divisive task for the nation and its
people.

Unfortunately, that in itself still does not answer the issue of equality and
restructuring. This is because the Government created the Amanah Saham scheme
1o distribute the shares it acquired on behalf of the Bumiputera to a wide spectrum
of the Bumiputera. Although this act of redistribution ensures better income and
wealth distribution, it triggers another problem wealth is not mnmnualed among
a few and thus does not of Malay The
lack of Bumiputera businessmen h&s also been a bone of contention.

Thus, if the issues are reviewed in depth, the second aspect of the second prong
of the NEP (that is, ownership and control) really has two areas of emphasis. The
first area of emphasis is the ownership of wealth, such as shares, land and things
like that. The second is the question of who controls, especially who has the
biggest pool of entreprencurs. Therefore, it is imperative to ask: of ail the prongs,
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aspects and emphases, which should be accorded the highest priority?

Malaysia may achieve the wealth-share target without achieving the entre-
prencur “quota”. If the sharing of wealth target is paramount and overwhelming,
fine and good. On the other hand, if the P quota is more i
and important o the Bumiputera, then perhaps the way in and speed at which
the share is redistributed to the Bumiputera need to be different, so that more
Bumipulera businessmen have the chance to blossom. To a large extent, the
achievement of a high share of total wealth by the Bumiputera will not reduce
controversy and race relationships unless the confusion is cleared up and people’s
aspirations clarified, affirmed and agreed. Otherwise, the issue will permeate back
and forth causing endless confusion and acrimony.

Unlike creating a large pool of farmers, workers, technicians or even pro-
fessionals and managers, the creation of businessmen is probably the most difficult
and time consuming, with a very high rate of attrition. It takes a person who
wants (o take risk to become a successful businessman, whether it is big business
or small business. And yet, if the Government creates very cushy and very secured
jobs for the Bumiputera, especially for those who are well educated, the risk taking
spirit just cannot be there. Why should a person who has a very good and steady
job take the plunge and go into a high risk business venture? In other words, the
objective of rapidly creating a pool of high income Malay professionals runs
directly contrary to the objectives of creating a lot of Malay businessmen in as
short a time as possible. In this regard, the contrast of Singapore with Hong Kong,
Taiwan, South Korea and Japan is educauonal Smgaporc has a relatively small
pool of indj and is largely
dependent on foreign investment. Why" One of the strongest reasons is that
Singapore’s pay scale for executives is the best in Asia after Japan.

So, unless we are very clear in our minds which one of the objectives is the
most important and therefore define accordingly the time perspective and the
measures, we are not doing justice to our own objectives. In truth, our own long
term objective is to improve our standard of living regardless of race.

From the foregoing discussion, it is clear that the issue of equality in outcome
and opportunity in Malaysia is neither a pyramid nor a dichotomy, but a matrix.
Thus, the matrix proposed by Dr. Lim Lin Lean and Mr. Yong Poh Kon is rather
interesting. Perhaps it will be far more fruitful to use it as a new basis for
deliberation and discussion on how to pursue income distribution and restructuring.

Moving from philosophical issues to the more mundane one of reviewing
historical experience, Malaysia’s experience seems to run contrary (o other
countries. Dr. Zainal raised a couple of very interesting and useful points. Firstly,
he said land reform does not appear (o be a necessary precondition to growth and
distribution in Malaysia, contrary to conventional wisdom. Land reform may
neither be a necessary nor sufficient condition for growth and distribution for a
land surplus country.
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But how many countries are as lucky as Malaysia with a large land resource
relative to a small population? As long as there is surplus land to open up for
farming, land rcform is not required for the time being. But really can you wait?
Without land reform but new land Malaysia is beginning to see
agricultural land lying fallow. This is a waste for the country. Can Malaysia
afford this waste?

Dr. Zainal also thinks that Malaysian development differs from other countries
in another interesting way. The experiences of other countries show that during
a recession, income distribution worsens but Dr. Zainal summarized figures o
indicate that income dnsmbuuon. at least among races, seems 1o improve during
times of ion although intra-gi ion seems to worsen. Let us
examine this assertion in greater depth hy looking at the problem along both the
vertical and horizontal axes,

‘Why does Malaysia's experience run contrary to Kuznets' cross sectional study
which shows that income distribution will worsen before improving as income
starts to grow? Why have, in particular, the Malays been more immune to the
recession? Dr. Zainal's tables show very clearly that during the last recession,
the mean income and the medium income did not drop for the Malays whereas
those for the Chinese did. In other words income distribution by race improved
during the ion because the suffered more during the reces-
sion. We can ask two questions:

1) do we want a better income distribution by race if it comes not from improve-
ment by every one but decline by one group?
2) why are the Bumiputera more immune Lo recession?

1 think the answer to the first question must be a no on ethical and equity grounds.
‘The answer to the second lies largely in the povcny eradication programmes,

in particular the land gate subsidies. It is such
policies and p: not the ing ones, which have supported
Bumiputera power in times of recession. Indeed, the first prong of the NEP is
not new. Ever since the i of Malaysia, ication of poverty and

rural development programmes have always been key elements, if not the most
important elements, in Malaysia's development policy. Since oil palm takes four
years 10 grow, rubber six years and then it takes three to four more years to reach
full production, the gestation is very long. Such rural development programmes
continued to be implemented even after the introduction of the NEP and this is
really the most important element of the poverty eradication pmg;ramme Thus
by the mid-1980's when the deep ion struck, the i

induced by these rural joned the mcomcs of llw
rural lower-income group against some of the effects of the drop in commodity
prices. In contrast, large numbers of urban workers were laid off creating a
widening gap between those who remained employed and those who did not. The




o -

sezex

406 THE MALAYSIAN ECONOMY BEYOND 1990

urban employees are largely the non-Bumiputera while the rural farmers are
largely the Bumiputera, and therein lies the explanation for Dr. Zainal's obser-
vation that income distri ion imp during the i

During the NEP, although the rural lopment P d, their
importance was de-emphasized, not in absolute monetary terms, but in relative
terms. Apart from the rural development programmes, there were other policies
and objectives to be add: d specifically for ing. Large sums were
allocated for the purchase of shares and the start-up of Government companies.
However fortunate or affluent Malaysia may be, her funds are limited. We cannot
afford to push for a high pace of poverty eradication concurrently with a very

biti ing progs ysians should ask ourselves very
specifically — are we more interested in poverty cradication or are we more
interested in restructuring society, and if restructuring of society is selected, which
emphasis is more important. This specific focus on priorities in the context of
limited resources is important.

The world is changing at a very, very fast pace. In the past, labour has always
been more mobile than capital. But today, with technology to help move capital
and immigration rules to stifle labour movements, capital has become far more
mobile than labour. Moreover, among labour, information is flowing so much
faster, transportation is SO good, it is much casier for the clite, who are less
subjected Lo immigration rules, 1o migrate today. So Dr. Shahid has suggested
10 us that even in the developed countries, precisely because of this kind of
mobility, the upper one fifth of society is becoming increasingly reluctant to
support welfare programmes and subsidies to the bottom one fifth. In his verbal
presentation, he further generalized that any sort of welfare programme must really
be spread amongst a broad spectrum of the people before it can get support. He
also suggested that the relatively more wealthy are more willing to support the

bsidies of the welfare progr in times of affluence.

‘When Malaysians attempt to address the issue of a balance ‘between poverty
eradication and restructuring, both of which involve subsidies and transfers, itis
very important to take into account these two observations by Dr. Shahid on factor
mobility and the willingness by the more affluent to support subsidies. In short,
we have to deal with the perceptions of people in order 1o retain capital and key
skilled labour. If Malaysia wants to develop, she needs all the local capital she
can find and all the skills she can retain, While there is no denial that an inflow
of foreign capital is both beneficial and desirable, it cannot replace Of supersede
local investment. This is because foreign investments are not all long term: some
can run away at short notice. Al any rate, no country that weasures its indepen-
dence and wants stability can be over-reliant on foreign investment. Consider
the case of Thailand, which after two or three years of very good inflow of foreign
investment, now wants to control the flow. Malaysia can be no different.

1f Malaysia does not attempt 10 foster local investment and address the
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P of its skilled 1, an out-migration of its valued capital and skilled
personnel will run contrary to Malaysia’s long-term goal of raising the standard
of living with improvements in distribution. Without retaining skills, foreign
investments cannot be retained even if the initial flow is strong. Indeed, the United
States could reach today’s prosperity because it had an open door policy, and
continues to absorb large numbers of skilled migrants. In contrast, in Europe,
tighter control of migration with the aging of population has given rise (o labour
constraints which in turn is seen to constrain the long-run growth rate of Europe
which lags behind the US.

So, can Malaysia afford not to face the issues of priority objectively, and
address. the perceptions of its people, be it Bumiputera or non-Bumiputera in a
clear and unbiased manner? Can Malaysia grow 1o be a rich country with 45 per
cent of the population feeling aggrieved at the lack of equal opportunity? Can
Malaysia afford to pour money into restructuring programmes only o have 55
per cent of ils ion be informed i ly that the equalization of outcome
is a big failure, as they have been told consistently now for some years, contrary
10 data? I think not. Therefore, we have 10 try o strike a balance between the
equalization of outcome and the lization of op) ity. Free iti
does not work because it is not the same as equal opportunity. Lady Luck has a
role 1o play in one’s life and society has to counteract, (o some extent, without
killing the bonus/incentive effect of hard work and effort. If one is unlucky and
is bom into a very poor family, one has to start working at a very young age 10
support the family and would probably have had no chance 10 acquire a university
education. So unless society intervenes 1o give one some chance 0 acquire that
education, there is not truc cqual opportunity. But, on the other hand, Malaysia
cannot really afford to equalize outcome at all cost; the question and the challenge
is to define the extent of intervention and subsidy so as to equalize, to some extent,
the unequal opportunities due to Lady Luck and history without excessive
emphasis on equality of outcome. To do that, we must leave the simple world of
dichotomy and the pyramid. The matrix approach is at least a fresh and interesting
new way 10 address the issues which have thus far been over simplified.
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