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Foreword

I'H1s book is part of a serie
stitution and Export Diver

of fiftcen country studies on *Import Sub-
fication in the Industrialization of Selected
Developing Countries', carried out by the Kiel Institut fur Welt-
wirtschaft under the direction of Juergen B. Donges and Herbert
Giersch, with financial support provided by the German Rescarch
Foundation  (Deutsche  Forsch insck derforsch
sbereich 86/IA). The other fourtcen country studics are published by
the Kiel Institute. They cover Brazil, Colombia, Egypt, Hong Kong,
India, Isracl, Mexico, Pakistan, Singapore, South Korea, Spain,
Taiwan, Turkey, and Yugoslavia,

The basic idea behind the common framework for these studies was
to compare and contrast the intlustrialization experience of developing
countries with different policy combinations, to derive and evaluate the
conditions for both the need and the success of a spill-over from import
substitution to export expansion, and to assess the potential for future
flows of manufactures from d ing to developed ies. As the
and trade policies as well as in
tion, and culture, cach study must speak for itself.

Like the other studies, it is hoped that this volume on Malaysia by
Lutz Hoffmann and Tan Siew Ee will provide a uscful source of infor-
mation for academic development cconomists and help to stimulate dis-
cussion on industrialization and trade policies in Malaysia and else-
wherc.

¥
countries differ in their industrialization
their size, loc

President of the HERBERT GIERSCH
Institut fiir Weltwirtschaft

and Chairman of the
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I Introduction

I. BACKGROUND INFORMATION
ON MALAYSIA

MALAYSIA, prising Peninsular Malaysia' (excluding Si
and the Borneo territories of Sabah and Sarawak, is a wnsu(uuuml
monarchy with a Parliament modelled on the British example. West
Malaysia, with an estimated area of 51,000 sq. miles, is at present more
important since approximately 85 per cent of the pcpulaurm resides
here and about two-thirds of the country’s Gross National Product
(1977) originates from here. Geographically, West Malaysia lics to the
south of Thailand in the long and narrow Malay Peninsula. To the
west, across the narrow Straits of Malacca, lies the Indonesian island of
Sumatra and to its immediate south, the independent Republic of
Singapore. East Malaysia, with a total area of 76,775 sq. miles, is 400 miles
to the east and is separated from West Malaysia by the South China Sea.

Topographically, more than half of the entire country is mountainous
and covered with dense tropical forests. The northern part of West
Malaysia is divided by mountain ranges with peaks up to 7,000 feet
high. The main central range runs parallel and near to the western
coastline from the Thai border to Malacca. East Malaysia, apart from
the major urban enclaves in or around Kuching, Sibu, Kota Kinabalu,
and Sandakan is almost exclusively hilly and covered with thick Jjungles
as in Sabah (Crocker Range), or transversed by rivers and infertile
swamplands as in Sarawak.

In both East and West Malaysia the climate is equatorial, with
characteristic features of uniform, warm, and very humid temperatures
throughout the year with abundant rainfall ially in the
months of October to January. The lightest rainfall is found in the
months of June and July in West Malaysia.

D hically, Malaysia is both i ing and complex. In 1977
the total populmun of the country was rsumaled at 12.53 million.? The
figure for West Malaysia alone was 10.54 million which comprises 5.65
million Malays (53.6 per cent), 3.71 million Chinese (35.2 per cent)
and 1.18 million Indians and others (11.2 per cent). The terms ‘immi-
grant’ and ‘indigenous races’ have long been used to distinguish the
Chinese and Indians on the one hand and the Malay populace on the
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other although some observers have their reservations regarding the
purity of these two blanket terms.?

The ancestors of the present Malays came to Malaya mainly from
neighbouring Indonesia, while mass-scale immigration of Chinese and
Indians from their respective homelands (especially between 1850 and
1930) provided the counter-movement. The Malays were attracted
to the fertile, rice-cultivation tracts of the west coast of Peninsular
Malaysia while the thriving tin-mining industry became the focal entry
point for the Chinesc immigrants. The Indians were, on the other
hand, largely imported into Malaya by the British colonialists to work in
their rubber plantations. Beginning in the late 1940s, however, such
large-scale immigration into Peninsular Malaysia had more or less

abated and the present population structure began to take shape. The
transicnt character of the carlier migrant populace thus gave way to a
more ‘settled’ population whose growth depended on the natural rate of
reproduction.*

2. OUTLINE AND SUMMARY OF
MAJOR FINDINGS

The process of mic is almost
ciated with the expansion of industry, in particular manufacturing, and
the relative decline of agriculture. Looking at the more recent history of
a large variety of developing countries, it appears that whether a
development process can be considered as successful—however success
y be defined—is largely dependent on how and under what condi-
tions this structural change takes place. Of the two facets of this pro-
cess, the progress of industry and the falling behind of agriculture, this

study focuses on the first one. The reason is that, apart from the
authors’ interest and competence in industrialization problems, after
Malaysia became an independent nation in 1957, it alrcady pos:
highly productive agricultural sector with a strong foothold in the
world market. Though agriculture certainly could still improve—and
has done so substantially since then—it was quite apparent that the
thrust of further development had to come from industry, which at that
time was a very insignificant part of the economy.

sed a

Chapter 11 begins with a description of the emergence of a manufac-
turing nucleus during the 1950s and its major structural characteris-
tics. It is scen that owing to the absence of an industrialization prog-
ramme and because of a colonial policy biased against industrial
growth, manufacturing made little progress durmg those years. Though
small-scale establish belonging to individ i and part-
ners were predominant, a relatively small numbcr of primary process-
ing firms accounted for the major part of the output. During the 1960s,
the manufacturing sector diversified substantially toward a larger va-
riety of products, and large-scale establishments became even more
important in terms of output and employment, though not in number.
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Right from the beginning facturing was heavily dina
few west-coast states and this i life d as industri:
growth gained momentum, in spite of declared policy intentions to thy
contrary.
The ience of several developing ies has indicated that
rapid industrial growth implies a set-back for agriculture because
fe from i to industry, new resources

are
are exclusively channelled toward industry, and the government’s pol-
icy and implementation capacity are largely absorbed by the industrial
sector. This study 1 that Malaysia has ged to avoid these
problems, and that its policy has been more in line with a balanced
growth as advocated in the carly 1950s by Arthur Lewis.5

Government policy toward industry only began to take shape with
the "Report of the Industrial Development Working Party’ which was
delivered to the government in 1957.(Chapter 111 describes and ana-
lyses in depth how industrial policy has developed since then and how it
affected the sector’s growth and structure) It is shown that, unlike
other developing tries, in particular those in Latin America,
Malaysia did not resort to heavy protection in order to get industry off
the ground, but favoured, at least in the beginning, various kinds of tax
incentives. Until the mid-1960s tariffs served mainly revenue purposes.
Only thereafter, when industrial growth had already accelerated, did
tariff-making become i ingly protective. By 1974 a cascaded tariff
structure was discernible with an average effective rate of about 40 per
cent, compared to about zero per cent in 1963/5. Exports were heavily
discriminated against in the sense that the effective rate for primary
exports was negative all the time and that of other exports close to zero
(1974).

The Working Party recommended tax incentives instead of protection
because it considered them to be a rather cheap means of industrial
policy in terms of social costs. Our ex-post evaluation of the incentive
system reaches the conclusion that this assumption was grossly erro-
neous. The subsidy the sector obtained in terms of taxes forgone as well
as the opportunity costs of the incentive system in terms of income and
cmployment were high. Furthermore, there are strong indications that
the incentives benefited only a few large companies and were largely
redundant in the sense that most of the investment would have taken
place without them.

If incentives were redundant and protection was low, what, one may
ask, was the government's contribution to industrial growth? Apart
from such factors as political stbility and a generally cfficient

dmini ion, it was probably a di package of supporting
measures which went along with the granting of pioneer status, of
which the tax incentives were just one part. With pioneer status, a
company, whether domestic or foreign, could fully exploit Malaysia’s
low wages and raw material costs, its market potential, and its various
favourable conditions for an export base, without being’ unduly
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restricted by government regulations. In fact, toward the end of the
1960s, the urban centres on the west coast of Malaysia were poised for
a similar rapid industrial growth as was for instance experienced by
ngapore. That this did not come about can partly be explained by
the fact that in order to maintain internal stability the government had
to ensure that the rural, mostly Malay, population did not lag too far
brhmd Ihc urbau, mainly Chinese, populace. It is quite obvious that in
ac y a distribution policy aiming at raising the
rural population to the level of cconomic well-being of its urban coun-
terpart has its price in terms of growth. This is probably even more
true if the urban-rural imbalance has a racial connotation, as is the

case in Malaysia.

In most developing countries, much of the carly industrial growth
stems from import substitution. After a certain period, however, the
possibilities for further import substitution become more limited. In a
small country such as Mal this period can be rather short. In
order to sustain high gnmlh rates, the country must produce for
export. Which commodities have opportunities for export depend not

only on stati
theory of international trade, but

comparative costs, as defined by the factor endowment
so on scale economics. The exi

ence of scale economies in the Malaysian manufacturing sector is
therefore investigated in Chapter 1V, It is found that the majority of
the industri
onomies of scale appear to exist mainly in
size establishments.

Toward the end of the 1960s it became apparent that in spite of a

operate under scale cconomies. Constant or decreasing

2 dustries with medium-

fairly high industrial growth rate, unemployment was on the increase in
Malaysia, particularly in the urban sector. The remaining sections of
Chapter IV therefore deal with a number of different aspects of the
relationship between output, growth, and employment creation. First,
estimates of substitution clasticities are prncnlcd in order to determine
the impact of wage mcrcnscs and te LIt

ploy
is found that sut lasticities are g ily low and that conse-

quently wage increases wi

uld not seriously affect employment. If tech-
nical progress is labour augmenting, as one may infer from the relative
abundance of capital in Malaysia, the low substitution elasticity
implies, on the other hand, a reduction in labour intensity and there-
fore i negative impact on employment.

A general neo-classical proposition states that the labour absorption
of production can be improved by getting prices “right’, which means in

most cases a reduction of the wage rate and/or an increase in the price

of capital. The underlying assumption is that given a certain technical
know-how, technologics are chosen according to relative factor prices.
Our test of this hypothesis comes to the conclusion that it is not gener-
ally valid. While it describes the behaviour of small firms reasonably
well, it scems that the larger firms which have become increasingly
important ysia use different criteria for the selection of tech-
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nologies. The suggestion about getting prices right may not be tenable
because it may not be worthwhile to risk a worsening of the income
distribution by widening the gap between capital and labour renumera-
tion if the employment effect is uncertain.

The possibility of choosing technologies according to local conditions
such as domestic factor prices is, of course, also dependent on the
availability of technical options which mgam dcpcnds on such factors as
technology transfer, of logies, and research
and development expenditures. It is found that the transfer mechanism
differs considerably from industry to industry, the reasons for which are
not fully understood. With regard to adaptation and research expendi-
tures, our results do not support the view frequently encountered that
developing countries make little effort to adapt and develop tech-
nologies. In Malaysia various forms of technological adaptation are
practised, and research and development expenditures are quite com-

parable to those in developed countrics.
h

Given a certain the production and empl resulting
from its application depends on !hc utilization of the capital installed.
Various sures of capital utilization used in our i igation indi-

cate that

pital is, on average, used at fairly high rates in Malaysia
compared with other developing countries. The utilization rate is high-
est in large and capital-intensive establishments. This explains why
forcign companies which are generally larger and more capital intensive
than local ones were found by Lim® to make better use of their capital
than their local counterparts.

As kind of a prelude o the analysis in subsequent chapters, the final
section of Chapter IV deals with the question of inter-industry linkages.
This rests on the familiar assumption that growth and employment
generation in an cconomy depends substantially on how final demand
expansion affects the various scctors of the economy through inter-
mdustry relationships. It is shown that manufacturing’s overall input

cocfficient is high because of the dominance of primary processing
industries. However, compared ta 1965 it has become smaller, indicat-
ing that other industries have been growing fastes

The primary processed commoditics are largely exported. Henee, it is
not surprising that a high proportion (more than 80 per cent) of manu-
cturing output is supplied to final demand which includes exports.
Due to the dominating relationship between manufacturing and the
primary scctors, the latter's output goes, on the other hand, mainly to
intermediate demand. From these observations one cannot, however,
conclude that an increase of final demand, in particular exports, for
primary processed commodities would necessarily have a substantial
positive effect on growth and employment. What may happen is that
higher exports of processed commodities would only substitute for
unprocessed exports because demand for as well as supply of, primary
commoditics is usually rather inclastic. A policy that attempts to utilize
the growth and employment potential of industries with high inter-
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I £

industry ips will th have to on other indus-
tries, some of which have been identified in this book.

Chapter V continues with a further discussion of manufacturing
growth by first presenting recalculations of the authors'? earlier esti.
mates of the sources of growth. These recalculations represent a
significant improvement over the previous investigations for the follow-

ing reasons: an almost I ge; a i ion of the data
ling to the input-outp: a scparate treatment of
primary p g industries; a more adeq lassi ion into con-

and an exten-

P ate, and i goods i
sion of the analysis into the first half of the 1970s.

For the primary processing industries, the preponderance of export
cxpansion is obvious. For some of them, however, in particular wood
mills and petroleum refining, domestic demand expansion has become
increasingly important. The latter holds good also for the other manu-
facturing industrics, which until 1968 relicd mainly on what may be
called free-trade import substitution and, especially in the earlier years,
on export cxpansion. It appears that the boom conditions which pre-
vailed in the early 1970s owing to such factors as the rise in commodity
prices and the acceleration of urban construction exceeded domestic
manufacturers’ supply capacity, leaving no room for further import

bstitution and export expansion. The increase in protection may also
have contributed to this.

The problem of cmployment creation is taken up again in Chapter
VI by making usc of alternative analytical approaches. The first
approach attempts to assess how the sources of growth compare in
terms of factor absorption. It appears that export expansion absorbed
significantly more labour per unit of output as well as capital than

import substitution and d ic demand in p: lar after
1967 when the government began to focus its attention on a higher rate
of labour absorption in facturing through p ion of labour-

intensive export industries. The period after 1968 witnessed not only
the establishment of a number of labour-intensive industrics, but
also—and partly as a result of this—a considerable reduction in the
growth of labour productivity. All these led to a job creation between
1968 and 1971 that exceeded the employment growth over the previous
five years by more than 70 per cent, whereas the change in output was
only 18 per cent higher.

The strategic role which manufacturing export production played in
the sector's shift toward a higher labour intensity is analysed morc
thoroughly with the use of a slightly modified version of a model
applied by Bancrji® to India. This model makes it possible to distin-
guish between the employment effect of export growth as such and that
of structural change within f2 d exports. By applying an
input-output table one can further scparate direct employment effects
from the indirect ones, as they result from inter-industry relations. The
empirical estimates of the model strongly confirm the hypothesis that
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structural change was an important determinant of the increase in
export manufacturing. The structural effect was found to be substan-
tially higher than the growth effect, even more so if indirect employ-
ment creation is also considered. Banerji obtained just the opposite
result for India.

The relatively high labour intensity of export cxpansion suggests that
Malaysia traded ing to its static i d ge as
defined by the factor proportions theory. A more thorough test of this
hypothesis is the so-called Leontief test which considers direct as well
as indircct factor absorption. An approximation of this test has been
performed here for the facturing trade. The hypothesis that
Malaysia exports labour-i ive products and imports capital-inten-
sive ones is confirmed for all three test years, i.c. 1963, 1968, and 1971.

Leontiefs test has been much criticized on methodological as well as
on empirical grounds. However, only a few proposals for improvement
have been made. One of them is the Fels test® which basically relates
an industry’s export surplus per labour unit to its capital intensity,
whereby capital can be measured in a varicty of ways. Performing the
Fels test for Malaysia leads to the conclusion that in 1963 the trade
pattern conformed to the factor proportions theory, whereas for the
other two years the result is inconclusive.

As is in several other developing countries, Malaysia's modern sec-
tor, whether in agriculture or in manufacturing, has been largely cre-
ated and domi by foreign i . In the as a whole,
as well as in manufacturing, the majority of the capital stock, apart
from land, is owned by forcigners. An analysis of industrial develop-
ment that does not explicitly account for foreign ownership would con-
sequently be rather incomplete. For the analysis in Chapter VII data
were utilized which are rarely ilable for most developing i
and which permitted a very high coverage of all foreign investment
activity in Malaysia during the 1960s. The question at issue is whether
foreig lled companies (FCC) i to growth and em-
ployment roughly in proportion to their economic (and political) influ-
ence derived from their majority command over the country’s produc-
tive capital.

Over the entire 1960s the contribution of FCC to growth was rather
modest at about 18 per cent, although the contribution increased
from 8 per cent during the first sub-period to 29 per cent during the
second. Compared to this, FCC performed much better in manufactur-
ing where their growth contribution was 52 per cent over the entire
period, and a high 75 per cent in the second sub-period. However,
there are strong indications that the expansion of FCC led to displace-
ment of local ies. Four industrics, in which displ of
local by forcign companies is quite certain, accounted for nearly one-
third of the FCC’s growth contribution.

Some experts hold that one of FCC's most important development
contributions is their tax payment, which enables the government to
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place public i ding to its develop priorities. For
Malaysia this view is clearly valid. About 45 per cent of all tax collec-
tions came from FCC during the observation period. Their tax con-
tribution was not only in absolute but also in relative terms (per unit of
output or capital) higher than that of their local counterparts.

In terms of employment creation, on the other hand, the FCC per-
formed rather unsatisfactorily. During the 1960s, as little as 6 per cent
of all jobs were created by FCC. Here again, manufacturing with a
contribution of 25 per cent coming from FCC showed far better results,
although this might still be considered as grossly insufficient if com-
pared with the pattern of ownership. Also in terms of employment one
can observe considerable displacement of jobs in local companies. 1f
this is taken into account, the FCC's employment contribution becomes
very small indeed.

Probably the most controversial problem is the FCC's impact on the
host count

y’s balance of payments. The detractors of foreign invest-
ment hold that their transfers of investment income ultimately would
result in a net loss of resources to the host country, whereas their advo-
cates argue to the contrary by pointing to exchange gained from
exports. This study reaches the conclusion that, as far as Malaysia is
concerned, both are right. The outflow of resources was tremendous.
The net export of investment income was more than double the
net import of long-term capital. Even in manufacturing where the rapid
expansion might raise expectations to the contrary, the excess of trans-
ferred investment income over capital import was substantial.

That the outflow of resources did not lead to a balance of payments
disaster was due 10 the very impressive trade surplus achieved by FCC
which in fact excceded the surplus of the country as a whole. The
exchange earned by FCC was more than three-and-a-half times as high
as the balance for Malaysia. The FCC in ing
contributed most prominently to this surplus.

In the last section of the chapter an attempt is made to relate the
study of forcign investment to the analysis of the sources of growth as
discussed in Chapter V. The most interesting result is that import sub-
stitution and export expansion, for which competitiveness on the home
or the export market is decisive, arc important sources of FCC's
growth, whereas locally-controlled companies rely nearly entirely on
domestic demand expansion, This shows on the one hand that a
growth strategy that emphasizes competitiveness and trade could
benefit from foreign investment. It carries on the other hand the danger
that locally-controlled companies arc outstripped by FCC, for which
further empirical evidence is provided in this section,

Having shown several instances of the importance of exports for
Malaysia’s further growth and employment creation, Chapter VIIT
tiies to assess the country’s future export prospects. It is seen that a
mere continuation of past trends and a lack of fresh policy initiative
would lead to relatively low growth rates of manufacturing during the
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second half of the 1970s with d ic demand expansion fe g
most prominently. Whether a faster growth through accelerated export
expansion is possible depends on the existing market potential, domes-
tic supply clasticity, and the sectors’ international competitiveness.

With regard to the first it is argued that a small supplier like Malay-
sia faces hardly any limitation of its export markets, with maybe a few
exceptions, as for instance textiles. There is still ample room for much
higher exports to the country’s traditional markets in North America,
the EEC, and Japan; and the ies thy Ives foresce sub i
future export markets in East and South-East Asia, the Middle East,
and Australia. However, adequate market information seems to be a
severe bottle-neck in the way of utilizing this potential, Most companies
do not undertake ic market exploration in forcign ics,
but obtain their information rather accidentally from such sources as
their foreign customers or from export agents.

Domestic supply docs not seem to have been restrained by shortages
of capital or skilled labour, although the pani lained about
shortages and high costs of raw materials. The exporters apparently
also face transport problems. Shipping facilitics and ports are consid-
ered cither inadequate or too costly.

In terms of international competitiveness the manufacturing indus-
tries seem to fare very well. However, for increasing exports further
cost reductions are deemed necessary. Also very important is the
improvement of the product quality and capacity expansion which
enable the companices to supply the lot sizes demanded on the interna-
tional markets. Hence, future industrial policy should try to act on
these factors. IF this is done competently and successfully there should
be no problem for Malaysia to achieve similar high export growth rates
as, for example, in Singapore, Taiwan, or South Korea.

| Malaya gained political independence from Great Britain in 1957, while Sabah and
Sarawak did likewise in 1963 The term West Malaysia s used interchangeably with the
Federation of Malaya (excluding Singapore) or Peninsular Malaysia.

2. Of this 12.53 million, approximately 1.12 million and (.87 million inhabitants reside
in Sarawak and Sabah respectively. In these two states, the majority groups are the
native migratory tribes, i.c. Dayaks and Ibans in Sarawak, and Kadazans in Sabah.
Malays, Chincse, and other racial groups make up the rest of the population. See
Feonomic Repart 1977/78, Ministry of Finance, Malaysia, Kuala Lumpur, p. 7.

3. The term *Malays’ is used today to incorporate all Malays and native tribes, i.c.
Senoi, Negritos, Ibans, cic. as well as immigrants of indigenous ethnic stock from
Indonesia and Philippines. See J. C. Caldwell, *The Demographic Background', in T. H.
Silcock and E. K. Fisk (cds.), The Political Economy of Independent Malaya, Eastern Univer-
sities Press Lid., 1963, pp. 59-61, and also, Department of Statistics, 1970 Popalation and
Housing Census—Community Groups, Kuala Lumpur, 1972,

4 The average rate of natural population growth in the mid-1970s was placed at 2.7
per cent. In the 19605 the rate was even higher at over 3 per cent.

5. Arthur W. Lewis, The Theory of Economic Growth, Unwin University Books, Landon,
1954
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6. David Lim, *Capital Utilization of Local and Foreign Establishmen
Manufacturing’, The Recves: of Ecomomics and Statistics, Vol LVIL, 1976

7. Lutz Hoffmann and Tan Siew Ee, ‘Patterns of Growth and Structural Change in
West Malaysia’s Manufacturing Industry 1959-68, and ‘Employment Creation through
Export Growth: A Case Study of West Malaysia's Manufacturing Industrics’, both
reprinted in David Lim (cd.), Readings on Malaysian Ecomomic Development, London, Oxford
University Press, 1975,

8. R. Banerji, Exports of Manufuctures from India—An Appreisal of the Emerging Patiers,
Kicler Studien No. 130, Tiibingen, J. C. B. Mohr, 1975

9. G Fels, The Cheice of Industry-Mix in the Division of Labosr betiween Developed and
Developing Countries, Weltwirtschafiliches Archiv, Vol 108, 1972.
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II The Growth of Manufacturing

MALAYSIA'S development performance until the early 1970s has been
generally regarded as successful.! With reasonably high real growth
rates of Gross Domestic Product averaging more than 5 per cent per
annum over the decade of the 1960s, a high per capita income relative
to her Asian neighbours of M$2,280 (1977) (about US$912),% a mostly
ble balance of p , and relatively stable prices, Malaysia
may indeed be described as a showpicce of i
development. In addition, there has been considerable structural
diversification with the gradual decline of the primary-oriented
activities and the rapid catch-up in the more modemn sccondary sector
activities, particularly facturing. M , a substantial portion
of the country’s natural resources is as yet unexploited, and with the
recent discovery of rich and extensive oil-ficlds off the coasts of both
East and West Malaysia, the future indeed holds bright promise.

In the following, our analysis of the industrial development perform-
ance of Malaysia will, of neccessity, be chiefly confined to West
Malaysia. This is unfortunate but unavoidable owing to the inadequacy
and incompatibility of data on East Malaysia.

1. INDUSTRIAL GROWTH IN WEST MALAYSIA—
AN OVERVIEW

The West Malaysian experience with industrialization in the years
following its Independence (1957) has evoked reactions which have
oscillated between salutory optimism and guarded enthusiasm. There
are several reasons for this. Judged by traditional indices such as the
growth rate of manufacturing output, exports, ctc., the performance of
the West Malaysian economy has undoubtedly been impressive, thus
raising the hopes of cconomic policy makers with regard to the capacity
of the manufacturing sector to sustain or even to improve upon its
post-Independence growth. The rate of manufacturing output growth
was 115 per cent per annum between 1960 and 1970, and 21 per cent
between 1970 and 1974. The share of manufacturing in Gross Domestic
Product rose from 8.5 per cent in 1960 to 15 per cent in 1970 and 19 per cent
in 1974.> Moreover, during the 1960s, the high output and value-added
growth had been attained in an environment of exceptionally stable
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internal prices. Retail prices rose by only about | per cent annually
during that period. The external trade balance was mostly favourable.
Only in the carly 1970s, when inflation accelerated world-wide, did
prices step up also in Malaysia. Although the Malaysian export prices
increased rapidly during the world-wide commodity boom years, the
trade balance became slightly negative in the most recent years.*

On these counts therefore, West Malaysian industrial performance
compares favourably with those of many other developing countries.
Admittedly it has the good fortune to have plentiful natural resources
and a gifted entreprencurial class. Through heavy investment in infra-
structural amenities, transport, utilities and the standard of health
reached high levels compared to other countries in A
in combination with a fairly well-cducated population—the adult liter-
acy rate in 1970 was 68 per cent—gave Malaysia a special ad g
over several other developing partners.

However, the industrial pe

srmance ha

some disappointing facets.
a steady pace, they have not been able

While industries have grown

to overcome certain pressing issucs—the problems of high urban
unemployment, unequal income distribution, and regional imbalance in
development. This has led to a controversial debate regarding the
appropriate industrialization strategy, to which this study attempts to
make a contribution through a more thorough investigation of the fac-
tors shaping industrial growth. To begin with, we will bricfly outline
the major features of industrial growth and place them in historical
perspecti

THE EMERGENCE OF
A MANUFACTURING NUCLEUS
ly, West Malaysia was a typical dependent  colonial
€Conomy concentrating on exporting primary raw materials in exchange
for its manufactured imports. Despite the unpalatable consequences of
greatly lopsided economic development and unfavourable terms of
trade, this trade pattern brought relatively high income and living
standards to the country and especially to those fortunate few who had

their stake in the export sector. While industrial growth lagged behind,
the primary export sector enjoyed high growth rates as Malaysia's
exports succeeded in capturing a rapidly increasing share of the world
market. Nevertheless, this expansion of the agricultural and primary
sector gave impetus to the simultancous growth of the transport, bank-
ing, communication, and other tertiary activities. Given the absence of
National Accounts data prior to 1955 and industrial surveys prior to
1959, the stage of industrial d F or, more apg ly, the
backwardness of the industrial sector in the 1940s and 19')()5 may be
deduced from the data in Tables AIL1 and AIL2 in the Appendix
which give the occupational distribution of the working population.

As is typical of a primary export-oriented economy, in 1947 more
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than two-thirds of the total active labour force were engaged in agricul-
ture, mostly rubber cultivation. The tertiary sector (excluding defence),
provided 22.5 per cent of total employment opportunities with com-
merce and services ranking predominantly. However, the mining
sector—mainly the tin industry—employed only 2.5 per cent of the
working population in 1947 despite Malaysia's unbeatable position as
the world's largest tin producer and exporter. This rather low employ-
ment is duc to d ic productivity increases ing in this indus-
try in the past as well as the highly capital-intensive methods of pro-
duction used in part of the tin-mining industry. While output has
increased many times between 1947 and 1970, the employment share of
this sector increased only very marginally over the same period. Man-
ufacturing, subsisting mainly on local demands, also offered negligible
employment opportunities, although by the 1947 Asian standards its
6.7 per cent employment share may be regarded as modest.

Ungil 1957 this employment structure remained virually unchanged
except for the quite rapid growth of the construction and power
sectors, both of which may partly be attributed to the resettlement of
rural populace in new ‘Resettlement Areas'—suburbanized villages
which were part of the authorities’ strategy to contain the communist
insurgency. The preoccupation of the Government with the contain-
ment of the rebellious forces is also clearly reflected in the substantial
increasc in defence expenditure and manpower absorption of this sec-
tor. Nevertheless, there was by then a perceptible drop in the employ-
ment share of the agricultural sector arising largely from declining rub-
ber prices after the Kor war boom. Still, in absolute terms, em-
ployment in the agricultural sector increased by 0.3 per cent over this
decade. Manufacturing—already diminutive—also suffered a set-back
in 1957 in terms of employ i ities. Its employ
share fell to 6.4 per cent although in absolute terms the number of
workers increased by almost 7.5 per cent to reach a figure of 135,700
employees.

The data in Table AlL1 arc at best only approximate measures of
the degree of industrialization but they do indicate the relative back-
wardness and insignificance of this sector in the immediate post-war
period. The authoritics hardly encouraged industrial development and
could in fact be held responsible for the slack pace at which industry
developed. It has been frequently experienced that in the carly stages of
industrial development, a dynamic and widespread industrial sector is
unlikely to expand rapidly without a concentrated industrial prog-
ramme being orchestrated by the public authorities. Until independ-
ence in 1957 such a programme was not only non-existent, but on the
contrary, official colonial policy in effect discriminated against indus-
trial growth. The convenience and economic worth of colonial Malaya
to the British were two-fold: first, to serve as a captive market for manu-
factured exports from Britain, sccond, and much more important, to
be a reliable and cheap source of primary raw materials for British
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mduums Given such interests, the tactical strategy of the British was

o greater i in the primary-based scc-
tors, i.c. rubber, tin, ctc., and not to encourage local industries because
they inevitably posed a threat to British manufacturers and exporters.
Thus, on the whole, this policy resulted in a relative discouragement of

manufacturing.
The discrimination against the i ial sector was reinfe by the
‘open system'—introduced by the British—which itted the liberal

inflow of commodities from abroad while, on the olhcr hand, (poten-
tial) Malaysian exports faced severe import restrictions in the indus-
trialized countries. This cffectively discouraged the growth and expan-
sion of local industrial investment. Under such circumstances, the
transformation of the industrial scctor from one of predominantly
small-scale production units scrving only rudimentary indigenous needs
to that of a modern internationally competitive sector was hardly pos-
sible without the assi of the g Besides, the fe

of development from the primary export sector to the industrial sector
was contained largely by the extremely low linkages between agricul-
tural export production and industrial output.

Thus it is understandable why the major industries operating then
were those with decisive margins of ‘natural protection’ from foreign
competition by virtue of high transportation costs and advantages of
location. Such rmerpns:s were represented mainly by primary process-
ing - industri ing of agricultural, mining, and forestry
products—and by import sul dustries, i.c. food prod
printed materials, furniture, rubber products, building suppllrs such as
bricks and cement, and light engincering goods. Handicrafts were also
commonly practised, and also repairs services.

In 1947 the leading industrics were the food, footwear and wearing
apparel, wood products, handicrafts, and engincering industries. All
had employment shares exceeding 10 per cent with an aggregate share
of about 70 per cent. In 1957, apart from the substantial decline in the
small-scale handicraft industries such as rattan factories, the same
industries still commanded a strong lead in terms of employment
shares. Together, the group of industries listed continued to hold a high
aggregate employment share of over 68 per cent.

According to the classification used by the IBRD, the handicraft
industries were evidenty the most widespread activities, flourishing
largely on local skills and expertise. They accounted for about 20 per
cent of the total industrial labour force.® But a substantial part of their
work-force were own-account or family workers. These industrial units
are typically small, employing the minimal amount of capital and are
geographically well-distributed.

The next most dustrial group consisted of primary pro-
cessing activitics. Rubbcr milling, tin smelting, oil-palm milling, and
sawmilling activities arc traditional, and in 1947 thesc industries
accounted for approximately 25 per cent of total industrial employment.
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The advantages of proximity to local markets as well as the availabil-
ity of raw materials were the basic determinants for the outcrop of the
food, beverages, and tobacco industries, though for the latter, exemp-
tion from excise duties scems to have been instrumental in its success.
Again, small-scale operational units were the rule here and technologi-
al standards or requirements were not high.

gincering activities were varied. They ranged from simple black-
smithing and tinsmithing to major engincering tasks such as the con-
struction of ships, railway stocks, and steel moulds. Repairing is a
significant activity within this group. Individual establishment sizes,
however, varied as much as the activities themselves.

Finally, the remaining group of industries embraced a diverse con-
glomeration of industrial activities which, for economic cost considera-
tions, had to be carried out locally. Hence, domestic markets for bulky
materials such as bricks, glass products, cement, and other construc-
tional inputs were almost entirely locally supplicd. Similarly, products
such as footwear, cycle tyres and tubes, furniture and fixtures, all of
which require phisticated producti hni were predomi
nantly locally produced.

Altogether, such diverse industries offered employment to only 6.7
per cent of the active labour force in West Malaysia in 1947 and this
had hardly changed a decade later. In fact, for 1957, the Census of
Population reported that 6.4 per cent of the (then) larger labour force
were engaged in manufacturing activities—a relative decline which
could be explained largely by the increase in size of the tertiary sector.
By comparison, the share of manufacturing in Gross Domestic Product
was an estimated 7.8 per cent in 1957, indicating that the labour pro-
ductivity in manufacturing hardly exceeded the national average.
Nevertheless, despite these low percentage shares, the presence and
success of the wide range of industrial activities, especially against a
backdrop of government indifference, offered substantial scope for

further ind devel in West Mal

STRUCTURAL CHARACTERISTICS OF THE EARLY
MANUFACTURING INDUSTRIES

A SIZE DISTRIBUTION

The IBRD noted in its Report® that small-scale enterprises were the
rule rather than the exception in the decades of the 1940s and 1950s.
These industrial units may be defined as employing up to twenty work-
ers. Approximately 40 per cent of the employed were own-account
workers or unpaid family helpers. In terms of racial distribution, and
except for the European-owned plantations or tin mines, between 80
and 90 per cent of the industrial employers-cum-workers were Chinese.
The same held good for ownership shares of industrial capital. This
ownership pattern can be largely explained by the coherence and thrift-
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TABLE I1.1
DISTRIBUTION OF EMPLOYMENT BY SIZE OF ESTABLISHMENTS

1959
Paid Salaries &
Sizeof Group  Establishments Gross Output Emplagees Wages
n terms of Fll-
time Empleyment
- No) % (M) % Vo) % (Msw0) %
0 1,026 9115 072 874 410
14 1916 60M5 478 5705 6,166
5-9 753 97,301 5,525 7,051
10-19 639 124,978 9,603 ,153
20-29 275 90,582 6,729 9,995
30-49 183 119,829 7117 10,324
50-99 133 267,119 9,149 14,927
100199 49 222,603 6417 10,408
200-499 25 232,776 7,325 11,405
500+ 5 35472 3,093
Total 5,004 1260120 10000 61597 10000 89,549
Under 20
employees 4,334 86.58 201,739 23.13 21,707 3522 26,780 29.81
Over 100
employces 79 1.57 490,851 38.94 16,835 27.33 27,523 3073

Source: Censws of Manufacturing, Federation of Malaya, 1959.

1968
Pad Salenes &
Seze of Group Establuhments Gross Output " W
in terms of Fall- Explape *
¥ 3
e Emplggmens ™ % (Msw0) % (Wo.) % (MSWO) %
3,347 3714 41,629 1.35 1,823 1.40 1,639 061
2,736 3038 106,792 347 8,526 6.53 9,182 34
937 1062 107961 351 593 371
7819 194750 631 879 669
394 437 169,477 551 8.00 647
334 371 255965 B3I 10,12 963
273 315 390,25 12,68 14.73 15.72
133 148 726215 2359 1433 1836
7 085 58 1899 1736 1899
20 0.22 500,975 16.27 12.80 43,679 16.38
Toual 9013 10000 3078523 10000 130257 10000 266957  100.00
Under 20
employees 7,760 86.33 451,132 14.64 29,529 22.64 38,587 14.45
Over 100
employees 20 255 18L6% 588 57920 4449 143411 sa73

Source: Census of Mansfocturing, Federation of Malaya, 1968.
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TABLE 11.1 (continued)

1971
. Paid Salaries &
Sice of Group Enablishments Gross Outpat Eolori Wages
in terms of Full-
e, Emply % (MSWO) % (Ne.) % (Mswo) %
0 65 193 349 008 B 005 41 00
1-4 201 5.96 19,491 047 860 0.51 949 0.26 f
5-9 671 199 89827 216 5168 305 7525 207
10-19 803 2381 263042 632 1195 7.06 19342 533
20-29 4341287 189653 455 11230 664 18777 517
30-49 71326 348259 836 17377 1027 32,531 B9
50-99 31139 520680 1259 26852 1587 57474 1584
100-199 199 550 820481 1992 27,746 1640 69,039  19.03
200499 136 403 1157259 2779 42201 2494 91209 2514
500+ 32095 741,962 1782 25740 1521 6591 1818
Total 3372 10000 4164149 10000 169202 100.00 362,867  100.00 I
Under 20 |
emplayees 1740 5160 37585 903 18,05 1067 27857 768 i
Over 100
emplayees 367 1083 2726702 6553 95687 5655 226220 6235

Source: Survey of Manufacturing, West Malaysia, Vol 1, 1971

iness of the Chinese business society and also by their proverbial busi-
ness ingenuity.

To a large extent, the growth and success of the local industries were |
attributable to the ability of the local entreprencurs to improvise, and !
this alsa explains the enormous variety of production techniques pre-
vailing then. But again, due to the great preponderance of miniscule
operational units, the failure of individual enterprises, measured by the
“turn-over rate'? was unduly high, although it is clear that most of those
industrial units that failed would often make a come-back under a newly
registered business name, which serves to demonstrate the resilience and
d ination of the local—predomi ly Chine: business commu-
nity.

If the employment of twenty or less full-time paid employces may be
accepted as criterion for a small-scale enterprise, then it is all too clear
that even in 1959 and 1968, small-scale establishments were as predom-
inant as in the 1940s and 1950s. Thus in both years about 87 per
cent of all facturing establi belonged to this group. How-
ever, these establishments accounted for rather low and even declining
gross output and employment shares. While in 1959 these shares
amounted to 23 and 35 per cent respectively, by 1968 they were only
15 and 23 per cent. Less than 2 per cent of the firms can be described
as reasonably big establishments (with 100 or more cmployces). In
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contrast to the small-scale establishments, their output and employment
shares are much higher and rapidly increasing as they stand to reap
the benefits of higher capital intensity, advanced technologies, and
cconomics of scale. These trends are confirmed by the 1971 Survey
data which are broadly comparable with the carlier Census data as far
as output, employment, and wages arc concerned, but not with regard
to the number of establishments.

As onc may expect, productivity and wage rates differed substantially
between large and small establishments. The relatively low labour pro-
ductivity of small-scale establishments is reflected by the fact that their
share in gross output was significantly lower than their share in em-
ployment. While in 1959 this difference of 12 percentage points was
very large indeed, it gradually declined over the years to 8 percentage
points in 1968, and less than 2 in 1971. The large-scale establishments,
on the other hand, enjoyed a comfortable lead in productivity and were
able to maintain it over the years. The difference between their shares
in gross output and employment 11 percentage points in 1959, 14
in 1968, and 9 in 1971. As the scal lisk ged to
pull up while the large ones kept their lead, there must have been los-
ers among the medium-sized cstablishments. As Table 111 indicates,
the establishments with 50-99 employces suffered a dramatic set-back
between 1959 and 1968. There is no clear-cut explanation for this. One
reason could be that low productivity industries had moved into this
group or that high productivity industries had moved out. A compari-
son of the Census data for the years 1963 and 1968 suggests on the
other hand that this size group is typically dominated by labour-
inten:

ve industries with lide technical progress, such as primary pro-
cessing of estate-type agricultural products, simple food processing, saw-
mills, rattan and cork products, preparations of local medicines, per-
fumes and cosmetics, pottery and china, and simple metal working.
The differences in produc e mirrored by similar differences in
wage rates, ‘The H-scal i pay  relati low wage

rates. Their share in the total wage bill was in 1959 lower by 16 per-
centage points than their employment share. Again, this difference
decrcased over the years to 3 percentage points in 1971, The lead of the
large-scale establishments in terms of wage rates was in 1959 surpris-
ingly small compared to their lead in terms of productivity. However,
over the years this lead had increased. The difference between their
share in the wage bill and their employment share rose from 3 percen-
tage points in 1959, to 7 in 1968, and 8 in 1971. Most likely, in 1959
the large establishments reaped extra profits by not paying their em-
ployees the wage differential justified by their high productivity,
although in the later years this was remedied to some extent.

B. LEGAL ORGANIZATION
The predominance of small-scale establish is also reflected in
the large number of firms belonging to individual proprictors or part-
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blish

ners. Large-scale arc usually ized as limited com-
panies. In fact, the share of firms under individual proprictorship or
partnership (85 per cent), is nearly equal to the share of small-scale
establishments. Judging from the data for 1959 and 1968 the structure
of blish ding to legal ization does not appear to
have changed very much over that period.

The picture looks different if we investigate the output and employ-
ment shares. Whereas in 1959 individual proprictorships and partner-
ships together accounted for more than one-third of total output, this
share declined to 23 per cent in 1968 and 16 per cent in 1971, In terms
of employment their sharc of 52 per cent in 1959 was cven higher.
This declined, however, to 39 per cent in 1968 and 26 per cent in 1971,
Private limited companies held their share in output nearly constant at
around 55 per cent, though they increased their employment share
significantly. The major gainers were public limited companics which
were of minor importance in 1959. Their output share increased from 5
per cent in 1959 to 23 per cent in 1968 and 29 per cent in 1971, In
comparison, the increase in terms of employment from 7 per cent in
1959 10 11 per cent in 1968 and 14 per cent in 1971 was less pro-
nounced. Co-of I and G d blish were
insignificant.

If we see individual propri

hips and partnerships in
with small-scale establishments it is obvious that firms with these legal
organizations should operate with low labour produc ty and pay
wages below the average. This is indeed borne out by the data of Table
1.2, However, the difference between the employment share and the
output share surprisingly not narrowed down as much as for
small-scale establishments. This reveals, what is also apparent from the
1959 Census, that a number of medium-sized establishments fall into
this group, in particular as partnerships. One may therefore venture
the conclusion that small scale does not necessarily confine a firm to
the lower end of the productivity ladder. More important could be its
legal organization as individual proprictorship or partnership which
places it at a disadvantage with regard to productivity-raising invest-
ments because of limited access to capital markets and productivity-
raising technologies. Our hypothesis that these firms also pay low
wages is confirmed for the years 1968 and 1971. Changes cannot be
observed as wage data classified by legal status are not available for
1959,

teresting changes can be observed among limited companics.
Private limited companies were leading in productivity by a substantial
margin in 1959, whereas the then insignificant public limited com-
panies operated at relatively low productivity. This situation had dras-
tically changed by 1968 and cven more by 1971. While the productivity
of private limited panics still slightly ded the average, the
public limited companies which had more than quintupled their output
share by 1971 showed now an impressive lead in productivity. Here

|
f
e
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TABL

.E 11.2

SUMMARY STATISTICS OF MANUFACTURING INDUSTRIES
OFF-ESTATES BY LEGAL STATUS OF ESTABLISHMENTS

1959
Paid
Establishments Grass Output E .
Legal Status i
(No.) % (Msvw) % (¥o.) %
I Individual
Proprictorships 2,908 58.11 150843 11.97 13,957 22565
2 Pannerships 1357 2741 300259 23.82 18082 2935
3 Private Ltd
Companies 150 B9 73,506 5828 23719 3830
4 Public Lid
Companies 58 115 62434 495 4,289 695
4 Co-operatives 25 449 543 043 952 1.54
6 Government o ol 052 604 099
Total 5,004 999 1,260,120 99.97 61,597 99.97
1&2 8522 451102 3579 32009 5200
Others 739 B BOO0IE 6421 29,558 48.00
Smirce: Census of Marufacturing, 1959, op. cit
1964
s Salanes &
Establrshments Grass Output Employees® Wages
Legal Status
(No.) % M0y % (No.) % (MSwO) %
1. Indiwidual
Proprictorships 5,785 6418 263,776 B.56 21,601 658 20001 1090
2. Partnerships 1948 2161 HB3I2 1436 MBI 2202 43874 1643
3 Povate Ltd
Companies 791 BB0 1642242 5334 G2B4B 4825 137,064 5138
4. Public Lid
Companies 7 085 710,139 2306 14309 1098 51816 1941
5 Co-operatives 399 442 4075 013 1,320 101 1,093 041
6 Government 13 0.14 9978 035 1368 1.06 3,908 147
Total 9013 100.00 3,078,523 10000 130257 10000 266,057  100.00
&2 2733 8579 712,088 2313 50412 3870 72975 27.33
Others 1280 1421 2366435 7687 79,845 6130 193882 7267

* Includes part-time employees but not unpaid employees.

Source: Consus of Marufactaring, 1968, op. cit
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TABLE I1.2 (continued)

1971 i
. ) Paid Salaries & ‘
Establiskments Gross Output Empligess® Wages |
Legal Stans 7 !
o) % (MSWO) % (M) % (Msw0) % |
1. Individual
Propriciorships 1027 3046 220869 530 16079 950  240% 663 |
2 Parinerships L8 3493 46125 1108 30802 1820 48085 1325
3. Private Lud
Companics 1019 3022 2252434 5409 04320 5575 198705 5476
4 Public Lud
Companics 125 371 1205322 2895 26082 1539 6225  23.70
5 Co-operatives 9 027 762 002 0 8 00
6. Gavernment [Tt 28505 056 1886 112 5689 158
Total 397210000 4164148 10000 169202 10000 362867 10000
12 2205 6539 682,125 1638 46881 2771 72,161 1989
Others LI67 3461 342,023 8362 122320 7229 290706 B0

Source: Survey of Manufacturing, 1971, op. cit

again the access to capital markets and advanced technologies may
have forced companies which planned for large-scale productivity-
raising investments to go public. The wages paid by these companies |
were also substantially higher than those of all other establishments.

C. REGIONAL DISTRIBUTION

Economic activity has for centuries been more marked on the west
coast of the Malaysian Peninsula than on the east coast. Consequently,
urban centres and infrastructural amenities developed first and are
most pronounced in a number of west-coast states like Penang, Perak,
Selangor, and Johor.® Thercfore these four states also attracted the |
lion’s share of investment in manufacturing. As can be scen from Table
113, more than 70 per cent of all establishments and more than 75 per
cent of output and employment were concentrated in these four states
in 1959, Another west-coast statc, Kedah, also had in the carly years a ‘
sizeable share of about 10 per cent.

What is probably more disturbing is that over the years and despite I
the professed government i ion to reduce the leration of ‘re-
gional disparitics', there scems to have been no abatement of the strong ‘
agglomerative pull. On the contrary, by 1971 the four states had
increased their share in output and employment to more than 80 per
cent. However, even among the four states regional agglomeration had
intensified sharply. By 1971 Selangor alone, which contains also the
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ABLE I1.3

WEST MALAYSIA—REGIONAL DISTRIBUTION OF MANUFACTURING
ESTABLISHMENTS AND OTHER SELECTED DATA

1959
Sataries &
FEutablivhments Girass Outpus &: ;‘;:". s &
States
(Ne.) % (MS0) R (Na.) % (AMSW00)

129

1 Jobore 189 10387 168

2 Kedah 1001 L0 810
1 Kelantan 149 2211 3.58
+. Malacca 438 L7B6 280
5 Newn Sembilan 551 2809 456
139 1301 226
R0 1256 735 1w
nH 1889 10785 1750
087 035 393 057
2152 2591 18879 3064
11, Trengganu Lot 183 030 553 069
West Malagsia 500 10000 L260,120 10000 61,597 10000 BO549 106000
Uthanized
states (-] 1 2904 5822 736 36997 60.04 ST 6L
TrE+ 1041 35 7041 630 47,384 Th.w 70,508 871
Other states LAB0 2050 MM 20 428 2300 013 2020
Source Comuy of Manufactunng, 1959, op, cit
10
- X Pad Salanes &
Eutablishments Grar Output Emplarees® Wages
States
% (M3 o (¥o) % (M) %
1 Juhore 12.48 133,802 1How 9,578 1481
2 Kedah B0 192,138 4.30 sie
3 Kelantan 396 50647 165 153
+ Malacca 457 82519 268 200
5 Negri Sembilan I 270,003 877 + B4
6 Pahang 5,682 L4 361
7 Penang 335,771 10.91 10.24
& Perak 158,339 [N 1us
49 Perhs 0.27 [N
10, Selangor 2550 1330083 4350 16,8
11 Trengganu 119 H2m 055 102

West Malaysia G013 10000 3078525 10000 130,257 10000 266,957 100.00

Usbanized
states (=) | 5.1
TeBSI0(4) 1 628)

233,193 6604 B4770 6508 183559 6870
2466995 80.14 107,189 8229 223,137 83.54

Other states 2,726 GILS528 1986 23008 1771 43820 1641

* Includes part-time employees.
Source: Census of Manufacturing, 1968, op. cit



THE GROWTH OF MANUFACTURING 23

TABLE IL3 (continued)

1971
: Paid Salaries & |
Establishments Gross Output Enplayees® Wages |
) States C 1
(No.) % (Mswm) % % (MS000) % \
7 | Johore 457 566,884 136 168 53,034 1461
1 2 Kedah 178 158,781 38 35 272
2 i Kelantan 109 46,15 LI 3 124
3 + Malacea 103 D287 22 3,736 2 1.60 |
3 i Negri Sembilan s 205309 7.1 5,19 3.1 3.96 i
§ \ Pahang 129 Y 86,977 2.1 42 +.02
2 7 Penang 473 108 4T 113 120 9
1 Perak 761708 423561 102 "5 1146
: 0 Perlis 1" 0.32 91m 02 0.1 0.10 |
' 10 Selangor LIGT 3460 1993902 479 68,025 102 4978 I
1 1 Trengganu 51 151 1935 0.5 2,163 13 107 |
1 West Malavsia 3372 10000 4,164,149 1000 169202 1000 362867 100.00
Urbanized }
] states (-) 1 206 657) 889919 694 86 666 296476 7068
\ TeBON0() T 2673 7927 3455892 BIO 141307 835 309510 8529
' Other states 6% 2073 08257 170 27,895 165 53357 1491

Source: Surcer of Manufacturing Industries, 1971, Vol. 1, Kuala Lumpur.
of P!

nation’s capital, accounted for nearly half of all output and for 40 per
. cent of total manufacturing employment.
] In spite of the pronounced regional disparities, differences in produc-
; tivity among the states were fairly small in 1959. Of the urbanized
x

states, only Johor, Penang, and Perak slightly exceeded the productivity
average, whereas Selangor ranked significantly below it. The opposite
was true in 1968 and 1971. Now Selangor had taken the lead in pro-
ductivity while the other urbanized states lagged behind.? Apparently,
the rapid agglomeraton in Sclangor coincided with fast productivity
increases. Whether productivity i indiicad: aggl ion or \
vice versa is hard 10 ascertain. Plausible hypotheses are casily found for |
both interpretations.

The regional wage structure only partly reflected the productivity
structure. In Perak, for instance, wage rates were low in 1959 com-
pared to productivity. Selangor on the other hand had relatively high |
wage rates, whereas productivity was low. In 1971 these divergencies ’
had disappeared. A clarification of the question whether the wage
structure had adapted to the productivity structure or vice versa must
be left for further studies.
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D. MAJOR INDUSTRY GROUPS

Before we enter into a discussion on the structure of manufacturing
by major industrial groups, a few words must be said about the data to
be referred to. Manufacturing Censuses have been conducted and pub-
lished for the years 1959, 1963, and 1968. In between, annual Surveys
have been undertaken which from 1970 onwards are broadly compa-
rable with the earlicr Censuses for most items, with the notable excep-
tion of the number of cstablishments. For example, the coverage used
for the 1971 Survey accounted for 95 per cent of value added and 84
per cent of total employment in 1968 according to the 1968 Census,
whereas in terms of the number of establishments the coverage was less
than 40 per cent. However, even the Censuses did not cover all indus-
tries and apparently missed out a number of establishments. Deliber-
ately not covered were the processing of agricultural products in fac-
tories on estates (except for the 1959 and 1963 Censuscs), abattoirs,
tailoring and dressmaking, tin smelting, repair of cycles and motor ve-
hicles, manufacturing of jewellery, gold-, silver- and plate-ware, and final-
ly the very small manufacturers who do not hire employees, such as
houschold craftsmen and open-air repairers. Comparing the results of
the Censuses with the National Accounts and the official employment
estimates leads to the conclusion that the Census covered in 1959 about
half of all value added and somewhat less of total employment, in 1963
more than 80 per cent of value added and more than half of employ-
ment and in 1968 over 90 per cent of value added and over 55 per cent
of employment. This makes clear that the actual output structure is, at
least for the later years, fairly well represented by the data in Table
114, while the data on the employment structure and the wage struc-
ture do not reflect the actual pattern though they can be used for com-
parisons within that table.

Bearing these data limitati in mind, the followi lusions can
be drawn from the table. Processing of cstate-type agricultural products
off estates accounted for more than half of all output, though less than
4 per cent of the establishments. If we include on-estate processing
which was in 1959 only 8 per cent lower than of-estate processing and
il we add further tin smelting with an output value close to M$500 mil-
lion in 1959—produced basically by only two establishments—it
becomes quite apparent that at this juncture manufacturing was heav-
ily dominated by primary processing activities with relatively large
cstablishments. This impression is reinforced if one considers that the
two industries which rank next in terms of output size are also mainly
primary processing (grain and oil-milling in the case of food, and saw-
milling in the case of wood products), though their establishments are
substantially smaller. Of course, the weight of these industries is less if
measured by value added, because the value-added ratio of primary
processing is typically low, but together they still have a very sizeable
share in the total value added created by manufacturing.

The high labour productivity and the high wage rate of agricultural
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processing in 1959 is remarkable. The output share is more than triple
the employment share which again is lower than the wage share. How-
ever, even more impressive is the rate at which this industry lost its
dominating position during the 1960s. Hence by 1968 the food industry
had a larger output share than off-estate processing. This decline has to
do on the one hand with a relative increase of on-cstate processing and
on the other, with a drastic reduction of the heavy agricultural bias of
the Malaysian economy (see section 11.4). With the relative decline of
this industry its strong lead in productivity decreased also. In 1968 the
wages paid were already below the average of the manufacturing sector
and even more so in 1971.

The food industry with its relatively large number of establishments
achicved its increase in output share with substantial increases in pro-
ductivity as indicated by the falling cmployment share. The same hap-
pened, though less pronounced, in the beverages, the tobacco, and the
rubber products industry. Industries which increased their output share
as well as their employment share produced textiles, footwear and
apparel, wood products, and clectrical machinery. They all paid wages
near to or below the average wage of the manufacturing sector. In
terms of broad categorics the output of these industries can be classified
as cither non-durable consumer goods or intermediate goods.

Other industries which gained in importance in terms of output
without clearly increasing or decreasing their employment share were
the industries manufacturing chemicals, petroleum and coal products
(0il refineries), non-metallic mineral products, basic metals, metal prod-
ucts, non-clectrical machinery, and transport equipment. Most of
these industries paid wages above the average. They produced mainly
intermediate products, durable consumer goods or investment goods.

For manufacturing as a whole the growth during the 1960s accom-
panied a steady increase in the degree of processing as indicated by the
overall value-added ratio. This resulted partly from rising value-added
ratios in individual industries (agricultural products, tobacco products,
textiles, rubber products) and partly from the declining weightage of
the agricultural products industry which has the lowest valuc-added
ratio of the entire sector. The overall result would have been even more
marked if the value-added ratio had not fallen in a number of indus-
tries such as food products, furniture and fixtures, non-electrical
machinery, and transport equipment.

4 COMPETITIVE VERSUS COMPLEMENTARY
GROWTH

It was argued above that as late as 1957 the Malaysian cconomy was
still a typical colonial economy with a heavy bias towards primary prod-
ucts. Manufacturing growth and structural change gained momentum
only in the 1960s when official policy, disillusioned by a steady worsen-
ing of the country's terms of trade, turned its attention to the develop-
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TABLE I1.4
STRUCTURE OF MANUFACTURING BY INDUSTRY, 19591971
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Sowrces: Census of Manafacturing Industries, 1959, 1963 and 1968; Surey of Mansfacturing
Industries, 1971.
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TABLE I1.4 (continued)
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ment of manufacturing. This structural diversification found its expres-
n also within the manufacturing sector itself as has been shown in
the previous section. A more thorough discussion of the policy meas-
ures adopted and their impact on the manufacturing sector will be
given in Chapter 111 Here we will briefly consider the question
whether the acceleration of manufacturing growth was complementary
to that of other sectors or was competitive in the sense that it retarded
the growth of other sectors of the economy.

Except for cases of outright absolute output decline, such a question
is difficult w0 answer in principle. If all scctors grow, how can one judge
ex-poit whether one sector has grown too much at the expense of
others? One way of dealing with this question is the attempt, however
inadequate it may be, to investigate whether the flow of resources has
been increasingly dirccted towards the fast-growing sectors and even-
tually withdrawn from other sectors. As a kind of background to this
investigation we may at first sce how Malaysia’s development compares
with the “normal’ pattern of growth as it has been derived in various
empirical studies. This at least provides some clues as to whether the
structural change in favour of manufacturing and at the expense of

agriculture was exceptional to, or more or less in line with, structural
changes normally observed in this phase of development.

A number of studies have been undertaken in the recent past which
aim at a deri

tion of what may be called a normal pattern of struc-
tural change during the process of economic growth as measured by the
rise of per capita income. Though the basic idea originated in the works
of Colin Clark, Hoffmann, and Kuznets,'® the more recent studies by
Chenery and the Kiel Institute!" were those which, through the usc of
large-scale computers and a huge mass of data, obained results which
may be considered as representative averages of various types of coun-
tries. In the following we will make use of the computations by the
Kiel Institute as their data permit us to distinguish between manufac-
turing and other industrial production whereas Chenery lumps all the

industrial activitics into one group. In fact, both sets of data produce
for Malaysia almost identical results. According to World Bank Stafl
Working Paper No. 154 by N. G. Carter which contains tabulations of
the Chenery equations, Malaysia's ratio of industrial output to GDP is
expected to be at 0.225 or per cent in 196512 The Kiel equations
produce for the same year a share for manufacturing of 17.7 per cent

and for construction of 4.8 per cent which together amount also to a
22.5 per cent industrial output share as defined by Chenery.

Table 11.:
dicted by the Kiel equations' with the actual structure over the period
1935 to 1975. The table clearly confirms the hypothesis that in the
1950s the Malaysian economy was still heavily biased towards the pro-
duction of primary commodities. The bias was most pronounced in
agriculture where the rubber plantations played the major role. The tin
industry is responsible for thie bias in mining and construction as the

compares the structure of the Malaysian economy as pre-
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TABLE I1.5

WEST MALAYSIA—SHARES IN GROSS
DOMESTIC PRODUCT AT FACTOR COST

Mansfacturing dgriatae  Mining & Construction Ulilities & Serices
Aaual  Expeted  Acual  Expected  Actual  Expected  Acsal  Expected

1955 8.0 16.0 405 255 9.6* 6.4 419 521
1960 85 16.1 10.7 256 91 63 417 520
1965 104 17.7 315 24 13.1 6.7 450 522
1970 150 19.1 29,1 21.8 100 68 459 523
19756 204 193 333 215 9.0 6.9 373 523

*Own estimates.
© Preliminary. For the shares of the new SNA see Section 11.1.
Sources: Expected valucs: own caleulations.
Actual values: Department of Statistics, Kuala Lumpur, National Accounts, various
issues; The Treasury, Kuala Lumpur, Eemomic Report, various
issues

share of construction alone was by more than one percentage point
lower than ex d. The ‘underdeveloped’ sectors were i
on the one hand, and utilitics and services on the other. During the
1960s and the carly 1970s the actual pattern rapidly approached the
normal pattern. Most dramatic is the falling behind of agriculture—the
increase in 1975 must be considered as temporary, resulting from an
abnormal price situation for sawn timber and palm oil—and the rapid
catching up of manufacturing. It is therefore between these two sectors
that the problem of petitive growth could y have arisen.

Though quantitatively manufacturing scems to have more than com-
pensated for what agriculture lost, in qualitative terms the changes in
these two sectors differed markedly. The heavy set-back in agriculture
between 1960 and 1965 was mainly duc to a sharp decline in the price
of rubber. The unit value of Malaysian rubber exports fell over that
period by more than 35 per cent.™ In spite of this, rubber production
continued to expand and thus lessened the decline in output value. As
the rubber acreage actually tapped remained more or less constant, the
output increase resulted from a rise of the yield per acre which in turn
was duc to a shift of rubber tapping from areas planted with unselccted
scedlings to new ones with high yielding stands.’s The planted area,
however, increased by more than 10 per cent, which was even more
than in the previous five-year period. In addition, the area planted with
oil palm, which in 1960 was still a minor crop, expanded rapidly. Simi-
larly for rice, another major crop, there was a sizeable expansion of the
cultivated arca. Altogether one may draw the preliminary conclusion
that the flow of resources into agriculture does not appear to have been
drastically hampered either by the fall of the rubber price or the expan-
sion of manufacturing. This conclusion holds good also for the second
half of the 1960s which witnessed a further expansion of the area under
cultivation. A few qualifications which slightly modify the picture must,
however, be added.

e e e g e
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I1u' increase of the acreage planted with rubber was only due to the
of smallholdings which was supported by Government pol-
icy. The estates actually reduced their planted acreage, even more so
between 1965 and 1970. As the growth of the smallholdings acreage
tapered off during the second half of the 1960s, the accelerated reduc-
tion of estate acreage led to a decline of total acreage under rubber cul-
tivation. But this was more than counterbalanced by the increase in the
acreage planted with oil palm and rice. Thus, the change of the price
structure within the agricultural sector induced changes in the structure
of plantations. As for rubber, the reduction of estate acreage reflected
partly a shift to oil palm planting and partly a disengagement from
agriculture altogether, especially by foreigners. An indication of the lat-
ter is the extremely low reinvestment rate in this sector, as will be
shown in Chapter VIL. Part of the profits not reinvested in agriculture
were obviously dirccted into manufacturing establishments as can be
readily observed in a few instances, for example in the rubber products
industry. In that sense, i ing has peted with agric ©
for financial resources. However, it is doubtful whether this can reason-
ably be labelled competitive growth. In a country with free capital
inflow and outflow, financial capital is not a scarce resource in the first
place. If there were good investment opportunities in manufacturing
they would have been scized anyway, sooner or later. Furthermore, the
extent to which ncial resources were diverted from agriculture to
manufacturing is unknown. The answer to the question whether this
was of a sizeable magnitude must be left for further research.
Whereas the drop in the agricultural share during the 1960s was duc
to falling prices—as increasing prices caused the rise from 1973

onwards—the growth of the manufacturing share reflected largely real
output growth. The domestic price level increased by roughly 1 per
cent per annum over the 1960s. The manufacturing growth rate was
not only high on average but accelerated from period to period. Over
the four five-year periods between 1955 and 1975 it rose from 4.6 per
cent to 9.9 per cent and then to 12.9 per cent and 14.6 per cent respec-

It was argued above that the fast-growing manufacturing sector
unlikely to have competed with agriculture for private investment
funds. We must now bricfly consider whether the same holds for other
complementary resources. As far as labour is concerned, this can be

answered in the affirmative. The unemployment statistics reveal that
skilled not scarce for the country as a
whole. The highest unemployment rates were recorded for the young
nd cducated sections of the population. For the age group below 25

s well as unskilled labour w

years the uncmployment rate was in 1967 around 15 per cent for the
rural and over 20 per cent for the urban labour force.'? In West
Malaysia, although there has been considerable movement of labour
out of the rural arcas to the urban sector, this cannot be regarded as
being detrimental to the rural arca's production capacity as was the




|

THE GROWTH OF MANUFACTURING 31

case in India and some Latin-American countries, since most of the
populace moving out of the Malaysian rural areas were Inrgcly cither
unemployed or d d. M ing's share in
total employment was loo low to be able m create jobs to an extent
which could seriously hinder the large agricultural sector.

Another |mp0rlanl 1 y factor is g policy and
its inves ies. Where infr 1 i is a precon-
dition to growth, the allocation of public funds and the government’s
implementation capacity become crucial determinants of a sector’s
growth potential. In the same way it can be quite important whether
the government puts its skills and energy into agricultural reforms or
into the design of a suitable policy for industrial growth. Many gov-
erments in developing countries do not have the capacity to achieve
both satisfactorily at one and the same time, not to speak of being able
adequately to monitor an adopted policy.

In Malaysia it is quite apparent, as has already been pointed out,
that in colonial times government policy and investment were exclu-
sively geared towards the fostering of agriculture. A change in attitude
began to emerge towards the end of the 1950s, the first clear sign being
the Pioneer Industries Ordinance which was passed in 1958. Whereas
the First Mala)n Plan (1956-1960) concentrated on public utilities, on
transport faciliies, and on the more dircctly productive kinds of
investment in agriculture, the Second Malaya Plan (1961-1965) formu-
lated alrcady as one of its objectives: ‘.. giving every reason-
able encouragement to industrial expansion which in the long-term
offers perhaps the greatest promise for sustained development and
diversification of the Federation economy’. 18

This new attitude, however, did not lead—as in several other
countrics—to a neglect of agriculture. On the contrary, the government
rightly recognized that in the short and medium run the dilemma of
falling rubber prices could only be dealt with by an all-out effort to
increase productivity in the rubber sector and by effective programmes
for agricultural diversification. Thus, the new development strategy
aimed at a proper balance between agriculture and manufacturing
which would gradually correct the colonial bias towards agriculture.
This is also reflected by the composition of Public Development
Expenditures (see Table 11.6). The share of expenditure for agriculture
and rural development dropped only during the Sccond Malaya Plan
and was drastically raised again during the First Malaysia Plan. The
lower share in the Second Malaya Plan was due to high expenditure for
roads and bridges (Transport) and for education (Social Services). The
first benefited almost exclusively the agricultural sector, as the main
objective of the road construction programme was to link rural com-
munities to the highway network.? The second was for the good of
agriculture as well as other sectors.

The structure of devel di makes it app that the

's financial i to industrial development was neg-

)

B e
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ligible during the First Malaya Plan. In relative terms, however, the
expenditure for this sector increased very rapidly from plan to plan
period. The biggest jump came with the Second Malaysia Plan when
the share of this expenditure reached nearly 18 per cent of the total.
But even so the expenditure share of agriculture remained at a high
level. This convincingly confirms our earlier conclusion that there was
hardly any competition for scarce resources between these two sectors.
Agriculture and fz ing grew 1 il

It is quite obvious that agriculture acted as a stimulus for manufac-
turing, especially the manufacturing of processed agricultural products.
The reverse was definitely less imp because Malaysia’s agricul-
tural export commodities which have a strong stand in the world mar-
ket did not need domestic manufacturing as an outlet.

1. Sce for example Wolfgang Kasper, Malaysia—d Study in Successful Economsic Decelop-
ment, Washington, D. C., American Enterprise Institute for Public Policy Rescarch, 1974,

2. Using an exchange rate of USSI = 2.5 Malaysian Ringgit. Sce Economic Report
1977/78, op. dit., p. 7 and p. 147.

3. The Treasury, Malaysia, Economic Repert, 1974~75, App. pp. vi, vii. According to the
recently introduced new System of Natianal Accounts (SNA) the share of manufacturing
in GDP was 17 per cent in 1970, 21 per cent in 1974, and 20 per cent in 1975, See
Department of Statistics, Preliminary National Accounts—Peninsuler Malaysia, 19701975, Sep-
tember 1977

4. Department of Statistics, op. cit

5 See I ional Bank for R fon and [ Report on the Economic
Deselopment of Malaya, Johns Hopkins Press, Baltimore, 1955,
6. IBRD, op. dit.

7. According to the figures released by the Registrar of Businesses in 1956, an annual
average of 10.000 new businesses were registered, while in the same year about 4,000
businesses withdrew. See also ‘Working Party Repart 1959' for more details.

8. Johor may, with some reservation, be regarded as an urbanized state because of its
long association with the industrially advanced neighbour Singapore—an association
which also gave risc (0 its own extensive industrial complexes in the causeway arca fac-
ing Singapore.

9 The high productivity in Negri Sembilan in 1968 and 1971 is due to the operation
of two oil refineries which accounted for two-thirds of the state’s gross output.

10. Colin Clark, The Conditions of Economic Progress, London, 1910; W. G. Hoffmann,
Stadun und Typen der Industrialisierang, Kicl, 1931, translated: The Growth of Industrial
Feonomies, Manchester, 1958; S. Kuznets, ‘Quantitative Aspects of the Economic Growth
of Nations', Econamic Development and Cultural Change, various issues since October 1956.

!1. H. B. Chenery and M. Syrquin, Patterns of Development 1950~1970, Washington
1975 G. Fels, K. W. Schatz, F. Wolter, 'Der awischen i
tur und Entwicklungsniveaw’, Weltietrtschaftliches Archia, Vol. 106 (1971), pp. 240-7.

12. IBRD, Bank Stafl Working Paper No. 154, prepared by N. G. Carter, June 1973,
mimea, p. 52 With a population close to cight million in 1965, a real per capita income of
abour US$340, and a ratio of capital inflow to GDP of ~0.03 column 2 of the Table
shows a ratio of 0.225 for industrial output

13 The expected values of i i and mining and
have been derived from the cquations, whercas that of utilities and services is obtained as
residual.

14. Department of Statistics, Menthly Statistical Bulletin of West Malaysia, Kuala Lumpur,
various issues

v ———
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15 K. A M. Anill, Export Trade and the West Melaysian Economy—An Enquiry into the
Economic Implications of Export Instability, Kuala Lumpur, 1972, Appendix.

16. 14.6 per cent is the annual real growth rate according to the Index of Industrial
Prodduction (13.6 per cent) between 1970 and 1974 plus one percentage point for price
increase in order to obtain comparability with the carlier subperiods. See Department of
Statistics, Monthly Industrial Statistics Peminsular Malaysa, Kuala Lumpur, various issues.

17. Department of Statistics, Socio-Economic Sample Surcey of Houscholds—Malaysia, 1967/
68, Kuala Lumpur.

18 Apart from the Plan documents sce also: Interim Resicio of Deselopment in Malaysia
wndrr the Second Fice Year Plan, Kuala Lumpur, 1963, pp. 12 and 20

19, First Malaysia Plan, op. cit., p. 141



III Government Policy towards
Industry and its Impact

Tuk expenditure for industrial development mentioned in the previous
chapter was, of course, only part of the government's programme to
stimulate industrial growth, Especially during the 1960s the main
emphasis was on all kinds of incentives. As for development expendi-
ture, the allocation was mostly for site development (over 90 per cent)
in the First Malaya Plan. In the Sccond Malaya Plan, 40 per cent was
for site development and the inder for industrial fi ing organ-
izations. Under the First Malaysia Plan the amount allocated to site
development had fallen to less than 15 per cent whereas financing
organizations continued to receive the major part of expenditure for
this sector. The big expenditure increase during the Second Malaysia
Plan was due to substantial dircct government engagement in manufac-
turing and related activities. All these financial activities of the gov-
emment must, however, be scen in the context of its entire industrial-
ization policy which will be described and evaluated in the following
sections,

2

I. TAX INCENTIVES

The first policy measures taken for the stimulation of industrial
development in the Federation of Malaya' were tax incentives. Their
origin can be traced 1o the ‘Report of the Industrial Development
Working Party'? delivered to the Ma ian government in 1957 after a
World Bank mission® had in 1955 made some rather general recom-

fati for industrializati Whereas the World Bank mission
stressed tarifl’ protection and depreciation allowances as effective incen-
tives, the Working Party came out in favour of tax concessions for
‘Ploncer companies’. The reasons given were that the cost of tax
cremption was small compared to the gains from increased investment,
and that tax concessions were more attractive to profit-oriented inves-
tors than capital allowances.* This belief was, however, not substan-
tiated by any empirical evidence.
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A. PIONEER LEGISLATION

The Working Party’s recommendations led to the Pioncer Ordinance
in I‘ui v-hlch gramcd a two-year income tax exemption to any new
‘pioneer’. The exemption
period was extended to three \c'xn for a ﬁxcd capital expenditure of
more than M$100,000 but less than M$250,000 and to five years for
expenditure exceeding M$250,000. When Malaysia formed in 1963
four different incentive acts existed in the four regions, namely the Fed-
cration of Malaya, Singapore, Sarawak, and Sabah. The attempts to
harmonize these scparate acts resulted in the introduction of the
Pioneer Industries Act, 1965, which stipulated higher investment
amounts in order to qualify for an extended exemption period. The
amount required for one additional year was fixed between M$250,000
and M$500,000, for two additional years between M$500,000 and MS1
million, while altogether five years could be granted if the investment
was in excess of MSI1 million. Losses incurred during the tax relief
period could be carried forward to the post-relief period. This schedule
was also adopted by the Investment Incentives Act of 1968 which
extended, however, the coverage to turing nts.
The Act was subsequently amended in 1969, 1971, and 1973. Apart
from other incentives which will be dealt with later, the Incentives Act
granted one additional exemption year cach for manufacturing a ‘prior-
y' product or for establishing a *priority’ industry and for incorporat-
ing into the products the percentage of Malaysian content specified by

the government. A maximum exemption period of ten years was
granted for investing in an arca declared by the government to be a
development area.

Pioneer companies were further allowed the following concessions.
Dividends paid out of the exempted income were free from tax in the
hands of s

archolders. The initial capital allowance of 20 per cent and
the annual allowance of 10 per cent was notionally calculated for the
relief period and carried forward to the post-relief period. The qualify-
ing conditions for pioncer status were so broadly defined that practi-
cally any new company became eligible. Only in more recent years has
4 somewhat more selective approach been adopted.

B. GROWTH AND STRUCTURE OF THE PIONEER SECTOR

The number of companies which received pioneer status and entered
commercial production increased from 18 in 1959 to 399 in 1974. Table
TILIS gives some summary tics of the pioncer sector up to 1971,
Compared to the total number of manufacturing establishments, the
number of companies which acquired pioneer status remained rather
small over the entire period. The absolute number of approvals of
of course greater, ranging between 150 and 180
per annum over the last three years. However, many approved com-
panies never came into being. According to (unpublished) annual sur-

pioncer companies
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veys undertaken by the Federal Industrial Development Authority
(FIDA) since 1968 only about half of all approved companies actually
went into production. Even if there had been many more applications it
is doubtful whether the number of pioneer companies could have grown
much faster. There were many complaints about long delays and
unco-ordinated action in the processing of applications, indicating that
the administrative machinery was already overburdened. It is quite
possible that this has discouraged a number of companies, especially
medium-sized and smaller ones, from applying for pioneer status.
Though small in number, the pioncer companies acquired in time a
very substantial share in manufacturing’s output, employment, and
capital stock. By 1971 they produced more than one-third of manufac-
turing’s output and value added and commanded more than half of the
sector’s capital stock. These figures are only slightly lower if the
National Accounts definition of manufacturing is applicd. But it must
be noted that the actual employment share is lower than indicated in

the table because of the under-enumeration of employees by the Cen-
suses and the Surveys. The large differences between the employment
shares and thos

¢ of the other indicators confirm the hypothesis that
mainly large establishments acquired pioneer status. Apart from the
administrative barriers for small-scale establishments already  men
tioned,® this was almost certainly duc to the inherent bias in the incen-

tive system towards the larger establishments. Clearly it paid those
companies with big investments more than the small
go through the approval procedures. Th

lishments to
were also less reluctant to
reveal their accounts and investment p]dns to the government, since
being mostly limited companies they were anyway obliged to face a cer-
tain degree of publicity. For public limited companies this is obvious,

but even private limited companies have in Malaysia—as in a few
other former British colonies—to file their accounts and balance sheets
with the Registrar of Companies, where anybody can inspect them on
payment of a small fec. In terms of number, in 1971 all but two
pioncer firms were limited compan
limited companic:

s. Three-quarters were private
In terms of output and value added, however, pri-
ate and public limited companies ranked equal. Public limited com-
panies were by far the biggest. On average the public limited com-
panics had a gross output per establishment of about M$12 million and
the private limited companies of nearly M$4 million. Though we have no
capital data by legal status, the hig difference in labour productivity
between public and private limited companies indicates that the former
are far more capital intensive than the lauer,

The heavy weight of limited companics in the pioneer sector is one
reason why the pioncer sector

s a whole is much more capital inten-
sive than the non-pioncer scctor. The capital share of the pioneer sector
was more than treble its employment share in 1968. This had changed
quite a bit by 1971 when the capital share was only double the em-
ployment share, the main reason being the rapid expansion of labour-
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intensive industries, for instance, textiles and electronics, following an
extensive | it paign by the g ent. In d with
the high capital intensity, labour productivity and wage rates were also
higher in the pioneer sector than among non-pioncers.

Table IT1.2 shows the industrial structure of the pioneer sector which
had cmerged by 1972 compared with the structure of the entire manu-
facturing sector. Though pioncer companies had a sizeable share in
most industrics, nearly three-quarters of the pioncer industries’ fixed
capital and gross output were accounted for by only six industries,
namely food products, textiles, wood products, chemical products, petrol-
cum and coal products, and basic metals. With the exception of food
products these are all i diate goods industries. A dominating posi-
tion of pioncer industries defined as a capital share of the respective
industries” in excess of 70 per cent existed in textiles (82 per cent),
chemical products (73 per cent), petroleum and coal products (99 per
cent), basic metals (93 per cent), and electrical machinery (73 per
cent). The first and the last industries belong to those which have been
actively promoted by the government in the recent past as labour-
intensive industries. At least for the pioncer scctor, the labour intensity
of these industries is indeed apparent as their employment shares are
significantly higher than their capital shares. Correspondingly, their
labour productivity and wage rates are below the sector’s ave age. The
textile industry on the whole is on the other hand not so clearly labour
intensive. The reasons for this are difficult to trace as detailed data
about the textile industry are scanty. The remaining three industrics
are typically capital-intensive industries with a high intake of tech-
nological know-how. Because of these characteristics the: usually
belong in many developing countries to the foreign-dominated sector,
while textiles and electrical machinery have only more recently become

a focal point of multi-national corporations’ investment activity in
developing countries. Though we will treat these problems more exten-
sively in Chapter VII, it may be mentioned here that the observed
concentration of the pioncer sector’s investment activity resembles the
forcign ownership pattern, indicating that a substantial portion of the
tax incentives has been granted to foreigners.

C. THE OPPORTUNITY COSTS OF PIONEER STATUS

From the data presented it is evident that a large portion of the
manufacturing sector was granted pioneer status and thus was exempt-
ed from paying income tax for a couple of years. This raises the ques-

tion whether the pioneer system was not a rather expensive way of
promoting industrial growth and whether the tax incentives were neces-
sary at all or, at least, to such an extent. In other words, what were the
costs and the benefits of the liberal tax incentives for the Malaysian
cconomy? Do we have to assume that the lopsidedness of the economy
inherited from the colonial era would not have been reduced without
such incentives or, on the contrary, that the incentives were largely
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redundant? A full-fledged evaluation of the pioneer system cannot be
undertaken within the context of this study. However, available data
does permit some useful calculations from which certain conclusions
can be drawn, giving some hints as to the answers which may be
expected.

The social costs of scarce resources are usually measured by their
opportunity costs. Depending on xhc society’s objective function, the
opportunity costs are the not produced or the
not employed because the resources are not used. Similarly, the sm:ml
costs of a tax incentive system can be measured by the tax revenue for-
gone and by the output and employment which could have been
created if the taxes had been collected and the revenue invested. The first
item which has to be estimated is therefore the taxes forgone.

In 1968 the Inland Revenue Department made calculations on the
additional taxes which would have been collected in the absence of
pioneer legislation. Table 1113 shows in the first column the yearly
wtals of the amounts worked out by the Department. In 1966 the total
capital stock of the companies concerned was valued at about M$250
million. Thus, by that time the taxes forgone amounted to a subsidy of
roughly 20 per cent of the capital stock. If we assume that the taxes, if
collected, would have been invested at an interest rate of 10 per cent,
the amount lost by the Malaysian Treasury would rise to over M$57

TABLE I11.3
FORGONE DUE TO PIONEER STATUS

Actual Estimated Difference in
(MS$000) (MS000) % of actual
1963 4,571 =52
1964 10,176 -7
1965 14,986 <l
1966 2,433 2
Sub-total -4
1967 28,132
1968 32,587
1969 40,521
1970 47,270
1971 54,091
Sub-total 202,601
Total 252,793

Sesrce: Unpublished summary statistics and own calculations.
Note: The tax rate was 40 per cent up to 1966. On | January 1967 a 5 per cent
development tax was added. As the business year differs from the calendar year for

most companics, a 42.5 per cent rate was assumed for 1966 and 45 per cent thereaf-
ter
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In order to find a formula by which the taxes forgone during the
later years could be estimated, a gross profit was calculated from the
Statistics Department's sales figures for pioncer companies® by applying
a 12 per cent profit rate.® From the capital stock data supplied by the
Inland Revenue Department depreciation was estimated by assuming a
10 per cent depreciation rate.'® Deducting depreciation from gross
profits and applying the relevant tax rate yields the estimated taxes
forgone shown in the second column of the table. For the years for
which actual data are available the relative error of the estimates is
given in the third column. With 4 per cent for the entire period, this
relative deviation is surprisingly small and hence it seems quite reason-
able here to estimate with the same formula the notional taxes for the
subsequent years. The growth of the capital stock was derived from the
unpublished FIDA surveys of pioncer companics. As these surveys
commenced only in 1968 the capital stock for 1967 was obtained by
interpolation,

Noting the abov ioned i ¥ . it can be con-
cluded that the estimated taxes forgone for the period 196771
exceeded M$200 million, thus bringing the amount for the entire period
since 1963 to over M$250 million. With a capital stock close to M$700
million by the end of 1971 the notional taxes amounted to a 36 per cent

subsidy of the pioncer sector's capital stock. If the tax revenue were
invested at a 10 per cent interest rate the amount forgone would come
to M$! million or 47 per cent of the capital stock in 1971. Thus, the
Working Party's optimism in 1957 that granting pioneer status would
be a cheap way of promoting industrial growth was by no means
justified. It should be noted that the ¢
here are almost certainly underestim,
subsid

ata on notional taxes presented
ates and that, therefore, the capital
is probably even larger. A comparison of the number of com-
panies covered by the Inland Revenue Department with those listed by
FIDA and the Statistics Department as pioncer companies indicates
that the Inland Revenue Department missed out quite a few. Further-
more, the 12 per cent profit rate is prabably too low for the later years.
It can be seen from the Statistics Department’s data that the profit rate
had increased over the years. This is quite plausible, because more and
more of the carly established companies must have come into a_ profit
phase, after the usual losses during the first two or three years. Finally,
we have entirely neglected the taxes forgone during the years 1959
though this amount was certainly rather small.

The opportunity costs of the pioneer system would ideally be deter-
mined within the context of a growth model which takes due account of
all the sccondary cffects of the hypothesized investment of the tax
revenue, such as the additional savings out of income gencrated by the
investment as well as their re-investment and so on. The usual proce-
dure of cost-benefit analysis would be to discount the future net output
stream generated by the investment in order to obtain its present value.
We will, however, confine ourselves to a more straightforward and sim-
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TABLE I11.4
OPPORTUNITY COSTS IN 1971 OF PIONEER TAX INCENTIVES

Effects of MS252 million public
inestment resembling that of

Public Malaysian Manufacturing
Corporations Establishments Sector

Gross output

(M$°000) 477, 536 865,310 817,023
Value added

(M$°000) 166,843 243,187 248,243
Employment

number 38,326 50,713 33,19

pler method by considering only the dircct output and employment
clfects which could have resulted from the investment at a particular
pointof time. Even this simple approach can produce widely varying
results as it requires an assumption regarding the type of investment
the government would have undertaken. The values shown in Table
L4 have been calculated on the altermative assumptions that the
nvestment of the M$252 million would have produced by 1971 an out-
put, value added, and employment resembling that of all public corpo-
rations, all Malaysian establishments or of the entire manufacturing
sector. It can be seen that in terms of value added the opportunity
costs range between 167 million and 248 million Ringgit.!* This value
added would be additional in 1971 if it could be assumed that in the
absence of the pioneer system, the M$252 million taxes would have
been actually collected which is equivalent to assuming that the tax
incentives were 100 per cent redundant. The value added of manufac-
turing as defined by the National Accounts could under these assump-
tions have grown between 1963 and 1971 at an annual rate of 14.5 per
cent or 15.2 per cent respectively as compared with the actual rate of
) per cent. The question whether we have to deduct from these
amounts a certain portion if the incentives were only partly redundant
will be handled in the next section.

Though growth is an important .objective of Malaysian policy, the
creation of jobs ranks higher because of the high unemployment rates
m certain sections of the labour force. It is therefore reasonable to
express the opportunity costs also in terms of jobs forgone. As the table
shows, the number of jobs that could have possibly been created with a
252 million Ringgit investment ranges between approximately 33,000
and 51,000, Il we assume again that the incentives were totally (100
per cent) redundant, the uncmployment rate of West Malaysia could
have been reduced from 8 per cent to 6.9 per cent or 6.3 per cent
respectively. Manufacturing employment could have grown between
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1963 and 1971 at an annual rate of 9.3 or 10 per cent respectively, as
compared with the actual rate of 7.9 per cent. As has been mentioned
above, these data lic closer to the lower than to the upper range of the
error margin of our calculations. Tt can therefore be concluded that the
opportunity costs of the pioneer system were quite substantial in the
past and are likely o increase rapidly in the future if the pioneer sector
continues to expand at the high rate of the most recent years. Accord-
ing to the latest statistics, gross output and employment of pioneer
companies rose between 1972 and 1974—in the midst of a world-wide
recession—at an annual rate of about 30 per cent and 27 per cent
respectively.

INEFITS VERSUS REDUNDANCY OF THE PIONEER SYSTEM

Several reasons support the view that investing in manufacturing in
Malaysia is very attractive to local as well as to foreign entrepreneurs
and that therefore tax incentives are largely redundant. However, the
assumption of 100 per cent redundancy made above will be unaccept-
able to most experts. This raises the question how costs and benefits
have to be caleulated in the presence of partial redundancy. As to the
costs one may first ask whether the data presented above ha
corrected according to the degree of redundancy.

In an EPU-paper it was argued that, to reckon as costs the taxes
forgone from investments which actually have materialized owing to the
presence of incentives, and which would not have been realized other-
wisc, is unjustified because the taxes could not have been collected in

ve to be

the absence of the incentive system.'? Only taxes forgone from invest-
ment, which would have come about also without the incentives (called
redundant investment), should be counted as costs.?® The benefits are
the jobs created by investment actually attracted through the incentives
(called non-redundant investment). To sce the implications of these
definitions we ma

v construct the following example.
foreign investor approaches FIDA for approval of
a proposed investment and the granting of pioncer status, making it
clear that he would choose M a as the location for his plant only
under the condition that his application for pioncer status is successful.
Following the EPU definition, FIDA would have to grant pioneer
status without hesitation so long as the new plant creates at least one
additional job, because the taxes forgone would cost nothing. On the
contrary, there might even be a gain if the company pays taxes after its
pioncer status expires, making the investment even more attractive to
FIDA. One can imagine that a critical government official may have
some second thoughts about a decision along these lines. He may argue
that this definition of costs implics a peculiar understanding of the role
taxation has to play in an cconomy. Profit taxes are treated as a kind of
windfall gain which the government is lucky to obtain if it is able to
imulate private . Though he may concede that
profit taxes can contain a windfall element, as for instance when the tax

Assume a poten
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rate 1s ively high, he probably would also maintain that taxes
have to be scen primarily as a lump-sum remuneration for the supply
of infrastructural amenities and other services by the government.
Thus, if the government exempts a company from taxes this is equiva-
lent to granting a subsidy because the services are supplied free of
charge. The tax exemption is therefore a cost item to the government,
whether the tax ption was a pr lition for the i or
not.

This way of arguing means of course that one departs from the pure
opportunity cost concept and takes into account actual costs. However,
it highlights the fact that the opportunity cost concept may not, in all
cases, lead o meaningful decision rules. In this case it would at least
be necessary to use, in addition to the EPU formula, a measure which
reflects the total taxes forgone. This is even more important as the
redundancy rate is very hard to determine within a reasonable margin
of error. Furthermore, this very shaky figure significantly affects costs
as well as benefits of the EPU ratio, thus making this measure
extremely sensitive to even minor errors. For the investments granted

ives in 1973 EPU pted to calculate the cost per job created
for various redundancy rates. For a 95 per cent, 90 per cent and 80
per cent redundancy rate, they obtained costs of M$40,800, Ms17,200,
and M$5,300 respectively. While the last amount might be acceptable
to the government the first two might not. But in reality, it is very
unlikely that the redundancy rate can be d ined within such a nar-
row range of 10 to 15 percentage points, therefore making it doubtful
whether the formula can be used as an operational base for policy pur-
poses.

The difficulty in ascertaining the actual redundancy rate with
sufficient exactness can be ci d by approaching the problem
from the opposite side, i.c. by calcul the critical redund rate
beyond which the tax incentives are considered as inefficient. To take
an example, if the pioneer sector as a whole produces a value added of
Ms451 million, as happened in Malaysia in 1971, and if the total costs
of the pioncer system in terms of value added are M$167 million as
calculated above, then the critical rate beyond which the costs out-
weigh the value added actually created is Alculated as

<(1-167). o0~
CR ( 451) 100 =~ 63

The critical rate (CR) is 63 per cent. Applying this formula, Table
L5 shows critical redundancy rates in terms of output, value added
and empl, for the three al ive i options di d
above. The table reveals that as far as income growth was the major
koal of industry promotion, i.c. value added being here the relevant
¢riterion, the critical redundancy rate was fairly high, ranging from 45

H

0 63 per cent for the three al cs. , for the empl
goal the rate was extremely low with a negative rate for one option and
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TABLE I11.5
CRITICAL REDUNDANCY RATES OF PIONEER
TAX INC TIVES, 19631971

Critical rate if public investment resembles that of

Public Malaysian Manufacturing
Corporations Establishments Sector

Gross output

(MS$000) 66 58 41

Tue added

(MS’000) 63 46 45
Employment

(M$'000) 12 16 24

A m

imum of 24 per cent for another. Having formed an idea of the
magnitude of the critical redundancy rates we may now venture to
explore how large the actual redundancy rates might have been. There
are several reasons for assuming that it has been quite high for the
pioncer sector as a whole, though not nec

rily for certain individual

industrics.

A first hint as to whether a high or a low redundancy rate has w be
expected is discernible from a survey of US-investment in South-East
Asia prepared for FIDA in 1971.%5 The thirty-cight companies surveyed
placed incentives offered by the government and tax structure only in
the tenth and the eleventh rank respectively among various factors con-
sidered as important for a decision to invest in South-East Asia. Only
two (nm]nm(\ mentioned tax incentives as a reason for the initial

“ast Asia to US investors. And typically, it was an
clectronics company which commented: ‘We were atracted o South-
because of the government, the wages and the tax holi-
Apparently, this survey points more to a high redundancy rate
than to a low onec.

An interesting  calcul

tion has been undertaken by EPU in the
aforementioned paper. First, the EPU computed for various internal
rates of return after tax, the equivalent long-
tax with no tax holiday (71) and then the
holiday (72).1¢ The then classificd 66 pioncer firms for which it
was able o calculate rates of return for the years 1958-72 (44 companies
for the period 1958-67 and 22 for 1968-72) into three groups. Group |
comprised companies with a long-run rate of return in excess of T1,
group 2 those with rates of return between 771 and 72 and, finally,
group 3 all companies whose rate of return was less than 72 For inter-
nal rates of return of 10 per cent and 15 per cent, which seem to be
representative for British and US investment,'” EPU obtained the fol-
lowing percentage distributions:

un rates of return before

ame with a six-year tax
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Target rate Share of companies with a long-run rate
of return of
r >7, <T\,>T: <T, Total
10% 42 12 46 100
15% 24 15 61 100
The concept of redundancy refers to the i decision and

therefore 1o the ex-ante or expected rates of return. What can be
observed are, however, ex-post rates of return. In order to draw infer-
ences from expost rates on ex-ante rates onc has to make an assump-
tion about the relationship between the two. Following the EPU, one
may distinguish’ between various alternative assumptions. The first is
that ex-post rates and ex-ante rates arc equal. This means that the
ex-ante rates of 42 per cent and 24 per cent respeetively for all com-
panies would have exceeded the target rate, i.e. the critical minimum
rate below which a company would not have invested, These percen-
tages represent the redundancy rates for the two alternative target
rates, because, by definition, the companies in this group expected and
realized even in the absence of the incentives, a long-run rate of return
in excess of their target rate. A comparison of the redundancy rates
with the critical rates of Table I11L5 indicates that in terms of growth
the incentive system had in all cases but one a net benefit while in
terms of employment creation the reverse was true.

The ption that all i were realized is of course
unrealistic. It is much more reasonable to assume that those companies
which ended up with a rate of return below 72 expected not to do so,
but to be somewhere above T2 If we assume again for the other two
groups that they met their expectations we can calculate the redun-
dancy rates by dividing the number of companics in the first group by
the number in the first plus the second. This yiclds redundancy rates of
78 and 62 per cent. Thus, only with the second rate can the incentive
system be said to have provided a small benefit in terms of growth if
the hypothetical public i would have bled that of public
es not. In terms of employment the
system turns out to have been grossly inefficient.

Again another assumption would be that the firms with rates of
rewrn below 72 had cither expected to end up above T1 or had
invested irrationally. The corresponding redundancy rates would be the
sum of the shares of groups | and 3. Of course, all these and
uther assumptions which could be made are purely speculative. What is
nevertheless clear from the calculations is that the tax incentive system
does not appear 1o have provided any sizeable benefits to the
Malaysian cconomy, if any at all.

Another related investigation of the redundancy problem is the carlier
work donc by EPU in connexion with investigations of the In-

corporations, but in all other ca
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land Revenue Department which did not, however, attempt to arrive at
rcdundxncv rates. One of the major findings was that only ten of the
for 78 per cent of the
taxes forgone during 1963-6. Thirty-three pioncer firms did not benefic
at all because they cither reported consistent losses or their profits in
cach year were too low to give rise to any notional tax liability. For all
but one, the average annual rates of return of the ten companics
exceeded 10 per cent. Six had rates of return in excess of 25 per cent.
These data suggest that the redundancy rates calculated by EPU would
be even higher if, instead of the number, the investment or output
shares of the firms in group 1 were used as the basis of the calculations.

As for the redundancy rate, a similar though somewhat more dif-
ferentiated conclusion to the one derived by EPU emerges, if the rate is
estimated from the results of a survey which the authors conducted in
1974 among a sample of 338 West Malaysian manufacturing establish-
ments.’® In this survey v«huh tried primarily to investigate the export
p ial of Malaysi & ers, the question was asked whether
government pmmmmn in the form of granting pioncer status had any
impact on the firms' export performance. Since only the answers of
those companies which actuaily did export were evaluated, they should
reflect reasonably well the incentive effect of the pioneer system.

For the sample as a whole, the share of companies which considered
pioneer status as unimportant was 62 per cent unweighed, and 73 per
cent if the firms' answers are weighed with their gross output shares.
The difference between the percentages indicates that large companies
in particular felt that the tax incentives did not affect them. If we add
the share of companies which attached ‘little importance’ to the pioncer
system, then the shares would rise to 68 and B2 per cent respectively. It
is remarkable to observe that one highly capital-intensive industry
which accounted for 29 per cent of the taxes forgone during 19636 felt
that the tax incentives were cither unimportant or of little importance.

f the shares arc interpreted as redundancy rates, the figures do not
diverge markedly from those derived by EPU under the second
assumption. Quite interesting is the fact that there are four to five
industries for which the reverse is true, i.c. these industries have very
low redundancy rates. They produce textiles, footwear, plastic prod-
ucts, glass products, and clectrical machinery. A common feature of
these industries is that they have significantly increased the export

share of their sales value more recently, mostly due to the establishment
of new export-oriented companies. They all scem to be clustered in the
state of Perak because this region is the only one in Malaysia where the
redundancy rate is very low. For Perak the weighed rate is only 17 per
cent and for the state's major urban centre, Ipoh, it is 31 per cent.
Thus, if there was some net benefit from the pioncer system, it has
been attained from only a few industries and accrued to only one state.
For the economy as a whole it is not unlikely that these benefits have
been outweighed by losses in other industries and regions.
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E. PIONEER STATUS AS COMPARED TO OTHER TAX INCENTIVES

The 1 I i Act of 1968 provided, in addition to an
extension of the pioncer system, other incentives, such as investment
tax credit and accelerated depreciation allowances for companies which
were not granted pioneer status. In 1971 a Labour Utilization Relief
was introduced in order to counterbalance the bias towards capital-
intensive establishments inherent in the provisions of the Incentives
Act. However, none of these incentives ever gained much importance
compared to pioncer status. In terms of number of companies the share
of pioncer approvals in total approvals was very high in 1969 with over
80 per cent while all the other incentives were negligible (Table 111.6).
What is interesting is that the share of pioneer approvals has declined
continuously, reaching a low 32 per cent in 1974. It was not that other
incentives gained in importance, but that the share of approvals with-
out incentives increased very rapidly. The significance of this change
can, however, only be assessed if these data are compared with the
shares in terms of proposed called-up capital, As the table shows, the
capital sharc of pioneer approvals did not decline very much but fluc-
tuated around two-thirds of all approvals. Of some importance was the
investment tax credit with a share of some 10 0 15 per cent, while the
labour utilization relief and the other incentives, including the acceler-
ated depreciation allowance, remained unimportant.

The story behind these figures is that apparently the smaller com-
panies increasingly realized that the pioncer system for them was unat-
tractive and therefore they preferred to obtain approval without incen-
tives. This agrees exactly with the observation discussed above that in
the past the big companies gained the lion's share of the taxes forgone
and with our conclusion that the pioneer system is biased towards large

TABLE I11.6
PERCENTAGE DISTRIBUTION OF NUMBER AND PROPOSED
CALLED-UP CAPITAL OF ALL APPROVED FIRMS
(in per cent)*

Pioreer Incestment Labour Other No Incentives
Status Tas Credit Unlization Incentvest
elief

Yar  No. Capital No. Capital  No. Capital No, Capital ~No Capital
L B 3 3 0 0 0 0 14 5
1970 s 70 9 0 0 1 0 38 18
1971 48 & 719 0 0 6 17 39 10
1972 45 69 3o 2 3 2 1 48 i6
1973 38 69 5 9 4 2 3 2 50 18
19794 32 6o 6 13 3 1 1 1 58 25

“Figures add up horizontally t0 100 for No. and Capital respectively.
"Includes aceelerated depreciation allowances.

Searces: FIDA, Annual Report, various issues; Bank Negara Malaysia, Quarterly Eeonomic Bul-
letin, Vol. 8 (December 1975), Table V1, 7.

}
I
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establishments. The question arises, however, why the smaller com-
panies did not react more intensively to any of the other incentives.
Part of the answer is probably that these incentives were again biased
towards larger companies. This is most obvious for the labour utiliza-
tion relief according to which a company can be granted tax exemption
for a period of two to five years if it employs a specified number of
employces. The schedule rangés from two years for 51-100 employees
t five years for more than 351 employces. Thus, all companics with
fifty employces and less are excluded. If the assumption is correct that
the 1968 Census of Manufacturing has fairly well covered the larger

blish but unde d the smaller ones then the labour
utilization relief excludes about two-thirds of all jobs in the manufactur-
ing sector. Furthermore, the capital intensity for the larger establisl
ments is clearly higher than for the smaller ones, even within the range
of size groups covered by the relief. The capital-labour ratio of the size
group 100199 employees is for instance about twice as high as that of
the 50-99 size group. One can therefore quite safely conclude that the
labour utilization reliel favours the big and capital-intensive firms and
is not very attractive to the small establishments.

The Investment Tax Credit has not such an obvious bias. However,
il onc considers that a tax reduction which depends on the amount
invested has a greater impact on costs and profits if the share of capita
costs in total costs is higher than if it is not, it is again q
the capi

te clear that
ntensive establishments which are mostly also the large
ones are favoured. The same holds true for the Accelerated Depre
tion Allowance. In the Incentives Act this allowance is listed under the
export incentives because a qualifying company must export at least 20
per cent of its sales value. Here agai fe sume that only
the larger companics are able to compete on the world market and can
therefore export a sizeable portion of their output.

On the whole it appears quite understandable that only very few of
the smaller companics showed any active interest in the tax incentives
offered by the government. In the light of this it is rather surprising
that in the HEX it was the smaller rather than the larger firms which
considered tax incentives as important for their export activity. It could
well be that the large companies did not consider that the incentives
had a decisive influence on their acti ty but nevertheless reaped their
benefits, whereas the small companies rightly or wrongly believed that
the incentives could influence their decisions if they could qualify for
them.

1-

F. SOME GENERAL CONSIDERATIONS CONCERNING

The empirical evidence that tax incentives are largely redundant and
benefit primarily a few large companics with high rates of return is
fairly strong for Malaysia. Similar conclusions would probably be
reached for other countries if the data were available. One is therefore
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tempted to advocate that tax incentives be abandoned in those coun-
tries. One scemingly powerful argument against such a proposal is that
tax incentives, though their net benefit might be doubtful, are neverthe-
less necessary because many countries compete with each other for for-
cign investment and tax incentives is one weapon in this game. A coun-
try which does not provide tax incentives could, according to this
argument, be at a significant dvantage.

Other things being equal, this argument is a truism. However, the
countries which look for foreign investment differ widely in all kinds of
pects important for the foreign investor. There is first the problem of
tax-sparing agreements. Where such an agreement does not exist be-
tween the home and the (potential) host country of the foreign investor
the tax incentive is ineffective because the investor has to carry the full
tax burden in his home country. Assume a Malaysian subsidiary of a
company from a developed country makes a MS10 million profit which
would be untaxed in Ma because the subsidiary qualifies for the
tax incentive. If there is a tax-sparing agreement, this profit would add
fully to the company's overall profits net of taxes. Without a tax-
sparing agreement, however, the profit of the subsidiary would be taxed
at the home-country's rate which gencrally is higher than the 45 per
cent Malay: ate. The tax incentive would therefore have no positive
impact on the com s net profit. Malaysia now has tax-sparing
i many European countrics, Singapore, Japan, and a
few others, but not the United States, Most of these agreements came
into force only in the carly 1970s. As far as foreign investment is con-
cered, it is probable for this reason alone the tax incentives
granted during the 1960s were largely redundant.

Whether tax entives can really be attractive to an investor
depends on their impact on net profits. Take an investor who intends
to build a plant which produces for the domestic market. Assume that
his profits before tax have a share of 17.8 per cent in total sales, which
was the tio of the Malaysian pioneer sector in 1970. In this
case the price of his product has to be higher by 12.4 per cent if he
pays taxes than if he does not, in order to obtain the same net profit in
both situations. Such a relatively minor price increase will in most
cases be casily made by a foreign investor either because he has a
Auasi-monopolistic position in the domestic market or because he has
obtained tarifl protection. There is h rdly any developing country,
including Malaysia, where the authorities would refuse to grant tarifl’
protection to such a relatively minor extent. If protection is granted
beyond the period for which in the alternative case the company would
be exempted from tax payments, the price increase and the tariff rate
could be lower, because the company obtains an additional net profit
after that period.

The situation is different if the new company intends to produce for
the export market. Then it has to compete in the world market and will
in general be unable to raise its prices to cover the taxes it has to pay.
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If it is a multinational corporation it may be able to reduce the tax
burden through transfer pricing, a practice which according to an
expert from the International Monetary Fund scems to have spread
rapidly.!” However, even if transfer pricing is not possible, the taxes
are only one factor which influences net profits and in many cases
probably not a very important one. Assume for instance that raw ma-
terials account for two-thirds of the company’s sales value—which again
reflects the sitation in the Malaysian pioneer sector in 1970—then a
price increase for the raw materials of not more than 12 per cent would
have a greater impact on net profits than a 45 per cent profit tax. A
similar argument holds good for wages. Considering the substantial
differences between raw material prices and between wage rates in va-
rious developing countries it becomes quite obvious that profit taxes are
seldom a decisive factor in an investment deci

on. Do these arguments
contradict the observation that foreign companies make intensive use of
tax incentives in developing countries such as Malaysia? Apart from
the fact that a profit-oriented investor will of course utilize any possibil-
ity which permits net profits to increase without additional costs, the
answer lics probably in the following remark by D
adviser to FIDA:

S. Pearson, a former

We found that industrialists generally attached considerable importance w0
obtaining pioncer status, not because of the tax reliel. . [but because it was fele
that] .. applications for tariff protection, duty exemption, import licenses, work
permits, and even power and telephone ions would be more sympathet-
ically and expeditiously dealt with when received from a pioneer than from a
non-pioncer firm 20

2. PROTECTION FROM FOREIGN COMPETITION

tin the colonial

At the beginning of this chapter it was mentioned thi
cra manufacturing commodities could move freely into  Malaysia,
imported mainly from Britain or other Commonwealth countries. Many
of the foreign suppliers succeeded in establishing their branch names
firmly in the Malaysian market, making it rather difficult for domestic
producers to compete at cqual or even lower prices.? The import
duties which existed in the 1940s and the early 1950s served exclu-
sively revenue purposes. As can be scen from Table 1117, in 1947, the
first year for which comparable data arc available, more than 80 per
cent of the revenue from import duties came from the import of petrol,
spirits, malt liquors, and tobacco products. All import duties together
accounted for about half the total tax revenue, one-quarter came from
export duties, and the remainder from minor taxes or fees, like stamp
duties and transport licences.

A. FROM REVENUE TARIFFS TO TARIFF PROTECTION
The World Bank Mission which came to Malaysia in 1954 proposed
to promote industrialization through the use of import duties. There
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was some immediate reaction to this proposal. Between 1954 and 1956
the collection of dutics from ‘others’ (see Table 111.7) more than dou-
bled, increasing their share in total import duty revenue from 10.1 per
cent to 17.0 per cent. However, the protective effect on manufacturing
was negligible. More than two-thirds of the revenue collected from this
group was accounted for by only one commodity, namely motor vehi-
cles, which at that time were not produced in Malaysia.

There were several reasons for the weak reaction to the World Bank
proposal. First, as long as Malaysia was a colony—until 1957—it was
firmly tied to the Commonwealth system and could not pursue an
independent trade policy. Sccond, it was feared that the introduction of
anifls for a varicty of commodities or an increase of existing arifls
might in the medium term lead to reduced imports and thus deprive
the government of an important source of tax revenue. Third, it was
argued that tarifl protection would benefit the urban C hinese at the
expense of the rural Malays. The income distribution would be further
shifted in favour of the already more prosperous Chinese, thereby
intensifying racial tensions. Fourth, there was strong opposition from
the foreign import agencies which feared a loss of business and also
from the mainly foreign plantation owners who were concerned about

rising costs of living for the pla

ntation workers which might lead to
wage hikes. Finally, the Working Party’s report came out in favour of
tax incentives instead of arifls.

However, their report of 1957 was not unanimously accepted. The
first departure from its policy guidelines came in 1959 when a Tarifl
Advisory Committee (TAC) was established, the tarifl schedule was
reclassified and a number of Commonwealth preferences were climi-
nated. Though the TAC is generally described as a relatively inactive
institution which granted tariffs o only a few pioncer industries,?? it
must have had some immediate impact as can be seen from the

revenue from other import duties. This revenue increased between 1959
and 1960 by 34 per cent after it had risen by only 7 per cent per
annum over the previous three years. Nevertheless, the TAC remained
rather ambiguous with regard to the question of protection and its
actions were stll significantly influenced by revenue considerations.
This is clearly demonstrated by the *Notes for the Guidance of Appli-
cants for Tarifl Concessions' issued in 1961 in mimeographed form.
Paragraph 3 of the Notes states: ‘In considering an application for
exemption or protection the government will also bear constantly in
mind the interests of the consumer and the effect of tariff charges on
the public revenue and the balance of payments position of the Federa-
tion..... [1]t will not grant tariff concessions to industry to an extent
which would materially affect public revenue.' In 1962 the TAC actu-
ally abolished a number of tariffs.

When in 1962 the merger of the Federation of Malaya, Sabah,
Sarawak, and Singapore was being considered, the Federation and
Singapore governments jointly requested the World Bank to provide a

i
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ion to report and make on the ic aspects
of the merger.® The mission, under the chairmanship of Jacques Rueff,
delivered its report in early 1963. It strongly recommended the estab-
lishment of a common market as well as the introduction of protective
tariffs. Page 56 of the report says: ‘To give effect to that arrangement,
an independent Tarifl Board should be sct up as soon as practicable,
whose advice would be required on the establishment of protective
tarifls, and the determination of the level of such tariffs.” Very soon
after the submission of the report a Tarifl Advisory Board (TAB) Act
came into force and the TAB was subsequently fully constituted. This
event must be considered as the final turning-point from a tariff policy
for revenue purposes 10 one for tarifl protection.

The impact of the TAB was again immediately visible in the revenue
from other import duties. Between 1963 and 1964 the revenue of this
group increased by 33 per cent after an increase of less than 2 per cent
per annum over the previous three years. The share of the group in
total import duty revenue rose from 22.8 per cent in 1963 to 29.1 per
cent in 1964, It should be noted, however, that the TAB's first actions
concerned mainly tariffs zi5-d-vis non-Commonwealth countries. This is
important, because it meant that the tariffs could affect domestic prices
only insofar as commodities were imported, before the tariff, from other
countries at lower prices than could have been obtained from Com-
monwealth countries. It was only in 1966 that a large number of
Commonwealth preferential rates were repealed and by 1967 these pref-
crences had disappeared altogether.

After 1965 the TAB was supported by the Action Committee on
Tarifls and Industrial Development (ACTID) which primarily consid-
ered individual applications for exemption from duty for imported
inputs and quota imposition. When exemptions were granted, ACTID
also specified the period of exemption and the permissible quantitics of
materials eligible. In most cases, the period covered only six months,
subject to review on re-application at the end of the period. Exemptions
were only considered for raw materials or components which were not
then manufactured locally. The imposition of quotas or specific licences
was in general regarded as only a temporary measure, to be removed
and superseded by a tarifl as soon as local productive capacity was in a
position to meet a significant portion of the domestic market.? Thi
intention was, however, not always realized. For example, of the fifty-
four quotas which were effective in July 1974 more than one-third came
nto existence prior to 1970 (see Table AIIL1).

The years after 1967/8 are usually considered as the period in which
Malaysia approached the familiar pattern of 4 medium to high pro-
tected developing country. An important event was the Investment
Incentives Act of 1968, Although the Act focused on tax incentives and
ion allowances, as detailed above, it gave impets to a rapid

p of the approval of c pioncers as well as non-
pioneers—which almost without exception were granted tariff protec-
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tion. The task of h all the i i lications soon
the administrative capacity of the TAB and it was gradually handed
over to FIDA which was established under the Ministry of Commerce
and Trade by an Act of June 1966. In 1970 the TAB was finally
abolished.

Two events which may be regarded as reflecting this new protective
wave may be considered. One was the 2 per cent surtax levied in 1967
on all imports, which superseded the 2 per cent single-stage turnover
tax. The other was the increase of the import duty on passenger cars
from 5 to 35 per cent, parallel to a reduction of the registration fee for
passenger cars from 25 to 10 per cent ad valorem. In 1970 the registra-
tion fee was abolished and the import duty raised to 45 per cent. The
new and increased tariffs led again to a sudden risc in revenue collected
from other import duties. Whereas the revenuc increased at an annual
rate of 4.5 per cent between 1964 and 1967 the growth rate, with over
13 per cent, was nearly three times as high between 1967 and 1970.
The share of this group in total import duty revenue which had fallen
slightly since 1964 rose from about 29 10 36 per cent. The surtax alone
amounted in 1967 to M3$43 million which was about 10 per cent of
total import duty revenue and one-third of the duty revenue from other
imports.

A further siep towards extending the protective policy was taken
with the establishment of the Capital Investment Committee (CIC) in
1969. According to FIDA, the CIC's policy could be described as fol-

lows:

In the present context of creating more employment opportunitics s a nation-
al objective, tarifl policy should be radically modificd to give positive assurance
and encouragement not only to existing industries but more particularly o
industries not yet established hut possessing good prospects for becoming via-
ble .. When translated into action, the CICs positive taniff policy became

i 10 the immed position of a protective duty on products which
were not yet produced, or for which no productive equipment had yet been
installed.2$

This was a considerable change in attitude. The CIC was not pre-
pared to t with the imposition of a tariff until an investor applied
for protection, but sclected areas itself which it considered suitable for
domestic production, then imposed a quota or a tariff and in a number
of cases made concrete project proposals cither to private investors or
the government.

Summing up, it can be said that Malaysia's tarifl policy changed
under the influence of foreign experts, notably from the World Bank,
from tariff making for revenue purposes to active protection. It appears
that the World Bank officials themselves were the first to have some
doubts about the long-term effects of the turn-around in policy recom-
mended by the Bank. In 1968 the Bank sent John Power to Malaysia
to examine the structure of protection and its impact on Malaysia's
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industrialization prospects. Because of data limitations, Power could
only investigate the protection which existed in 1963 and 1965. But in
those years the recommended policy could not yet have taken effect. It
is therefore no surprise that he reached rather positive conclusions. In
essence, he found that there was little discrimination among the princi-
pal sectors of the economy. Though there was some bias in favour of
import substitution, in particular of non-durable consumer goods, and
against exports, capital goods and intermediate goods, it was of a lesser
magnitude than in most developing countries.2¢

Another study on the structure of protection in Malaysia was under-
taken in 1971 by Panchamukhi?” under the auspices of the Economic
Commission for Asia and the Far East (ECAFE) for 1969. This study
arrived at similar conclusions to those of Power. Its results are however
of only limited use as it was d on a rather g level
and employed the 1965 input-output table which appears to be very
unreliable. Furthermore, its hodol was not suffici spelled
out, making it impossible to assess and compare the results.

Four further studies on the subject were prepared during 1974/5,
With the exception of two, they referred to different years, and em-
ployed varying methods and data, thereby making it difficult to compare
the results. Ariff studied the protection in 1970, obtaining the input-
output structure from the 1970 Survey of Manufacturing Industries.28
Edwards made his calculations for the years 1962, 1966, 1969, and
1972, using as data sources the 1963 and 1968 manufacturing censuses
as well as various surveys which appeared in the years between in
order to derive the relevant input-output structures.?? In the context of
the present study, von Rabenau investigated the tarifl structure for the
year 1974, making usc of an adjusted version of the preliminary (743
commodities by 07 industries) input-output table for 1970 prepared by
the Department of Statistics, Kuala Lumpur.3® The Economic Planning
Unit (EPU) finally did its own calculations for the same year with the
data collected by von Rabenau, employi g however the dj 1 ver-
sion of the input-output table! We will now look at the results of
these studies and attempt to assess the effects of the tariff policy which
evolved during the 1960s. In order to get an impression of the
methodological as well as the specific Malaysian problems we will first
explain the approach and the results of the von Rabenau investiga-
tion,** which scems to be the most detailed study, and then make com-
parisons with the other studies.

B. NOMINAL TARIFF PROTECTION OF DOMESTIC SALES

In order to calculate nominal tariffs on an industry level consistent
with the classification of the input-output (1/0) table, they have first to
be reclassificd from the Brussels Tariff Nomenclature into the 1/0-table
classification. Specific and mixed tariffs which amounted to about 50
per cent of total non-zero tariffs have been transformed into ad valorem
tariffs, using value and quantity data from the Malaysian trade statis-
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ties3* Tarifls on individual items were averaged up to the commodity
level of the 1/O-table classification by using equal weights. The com-
modity tariffs obtained in this way were aggregated into industry tariffs
using domestic sales (domestic production minus exports) as weights. 34
The 1/O-table employed was the preliminary 743 dities by 97
industrics table from the Department of Statistics, Kuala Lumpur, Jur
1974. It covers the year 1970 and the territory of West Malaysia. From
the 67 traded goods’ industrics, 2 were then non-existent in West
Malaysia—coal mining and crude petroleum. They have been included
in the input-output @ble because of sizeable imports of commodities
belonging to these industries. Unfortunately, the time point of the
evaluated trade restrictions, 1 January 1974, and the time covered by the
Input-output table do not coincide. With regard to the purposes for
which the input-output table has been used, mainly to obtain value.
added ratios and 10 derive weighting schemes for averaging tarifls
excis export duties, nominal and effective rates of protection, this
time span is not likely to have led to considerable deviations from the
results which would have been calculated with a 1973 or 1974 input-
output table.

From 1957 till at least 1965, nominal import tarifls were low com-
pared with other developing as well as developed countries. In 1963,
very few industries enjoyed a nominal tariff protection higher than 30
per cent. These were tobacco products, where the average tarilT was,
according to Power, 3% 177 per cent, tinned pincapples (100 per cent, 85
per cent),** alcoholic preparations for beverages (50 per cent), sqme

input items for the preparation of perfumes (50 per cent), perfumes and
cosmetics (50 per t, 25 per cent), battery parts and accumulators
(30 per cent, 15 per cent), and aluminium plates (30 per cent). 3 If one
follows Power, it appears that the tariffs increased only slightly between
1963 and 1965. The notable exception is beverages for which the aver-
age tarill moved up from 22 per cent to 73 per cent. However, the new
ysian Trade Classification and Customs Tarif®® which became
n November 1966 showed already signifi tly higher rates for
a number of items. For such commodities as imitation leather, plastic
fabrics, a number of rubber products, footwear, and

us clectrical

appliances, the rate had been raised from the earlier 15-20 per cent to
30-40 per cent or even 50 per cent. For imports from Commonwealth

rates had

countries the increase was even higher as most preferen
been abolished.

In 1974 nominal tarifls were again substantially higher than in 1965
and 1966. Besides beverages and tobacco products which were pro-
tected by 152 per cent and 146 per cent respectively, more than nine
out of a total of thirty-onc industry groups had nominal average tariffs
above 30 per cent: clothing (34 per cent), footwear (42 per cent), furni-
ture (35 per cent), chemical products (37 per cent), products of pe-
troleum and coal (81 per cent), rubber and rubber products (32 per
cent), plastic products (35 per cent), glass products (41 per cent),
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transport equipment (43 per cent). The increase concentrated on the
non-food manufactures which were protected on average by 28 per
cent, whereas in 1965 the average rate was only 12 per cent.3® The
level of nominal tanff protection of food industries (36 per cent) was
even higher than that of food fz ing industries. This
resulted mainly from the extremely high tariffs on tobacco products and
beverages.

Nominal tariffs of 1974 had the familiar ‘cascaded" structure, i.c. they
were rising with the stage of production. Primary industries, for exam-
ple, which ding to the Malaysi. tatistics exclude all kinds of
processing, were the least protected (7 per cent). This is not surprising
because they are low-cost industries in Malaysia and enjoy natural pro-
tection through high transport costs. Within the manufactured com-
modities, intermediates—including products of petroleum and coal—
received much less nominal tariff protection (20.8 per cent) than final
consumer goods (37.4 per cent). Investment goods’ industries, such as
industrial machinery, other non-clectrical machinery and shipbuilding,
were protected on average by only 104 per cent. The 1974 level of
nominal tarifl’ protection for the manufacturing sector as a whole (32
per cent) cannot be regarded as low—at least not by the standards of
industrialized countries. For instance, the nominal average rate of West
German manufacturing was 7.3 per cent in 197240 Compared to the
respective rates in developing countrics it is still moderate but not low.
According 1o the protection study of Balassa and Associates,*} the
average nominal tanfl rate of manufactures was in

Brazil 48 per cent (1967)
Chile 111 per cent (1961)
Mexico 25 per cent (1960)
Pakistan 59 per cent (1963/4)
Philippines 52 per cent (1965)

It may be noted that a surtax of 2 per cent on all imports had been
introduced in Malaysia in 1967, and this was increased 10 4 per cent in
1971. As this surtax is equivalent to an additional tariff, it is g 1
included in the tarifls presented here. Since intermediate products were
exempted from the duty increase in 1971, their additional protection in
1974 was only 2 per cent.

€. NOMINAL VERSUS REALIZED TARIFFS:

THE REDUNDANCY PROBLEM

One major problem in determining the protective effect of a nominal
tariff is the so-called ‘redundancy problem’. Nominal tariffs may have
only a potential but no realized effcct on domestic prices. They are
then called redundant. In other cases they may protect domestic sales
from foreign competition but not lead to price differentials equal to the
full extent of the tariff rates. Those tariffs are called prohibitive. The
only satisfactory way to identify such tariffs is to carry out price com-
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parisons, which is extremely difficult and time-consuming for non-
homogeneous goods. With the exception of the quota products stated in
section 2E, price comparisons have not been undertaken in this study.

Instead, the following rule has been applied in a first approach.
Nominal tariffs of 1/0-commodities which met the following three con-
ditions: import share lower than 5 per cent, non-existence of a quan-
titative restriction, tariff rate equal to or lower than 25 per cent, have
been considered as redundant and set equal to zero or to the excise tax
rate if applicable. The rationale behind this procedure is that with
non-homogencous products a tarifl can be considered redundant even if
some imports occur, provided the amount of imports as well as the
tarifl are small. If the first and the second conditions were fulfilled but
not the third, the tariff was considered prohibitive.

Only seventeen 1/0-commodity tariffs—imposed mainly on primaries
and foodstuffs—could be described as redundant according to these
criteria. Setting these tarifls equal to zero led to slightly smaller indus-
try and industry group tariffs which are called estimated realized tariffs
or adjusted tariffs (sce Table 111.8, column (1) and Table ITLY, column
(2)). For fificen 1/O-commodities import shares were lower than 5 per
cent and no quant ve restriction was imposed, but nominal tariffs
were higher than 25 per cent. They were probably prohibitive. With
one exception, all ¢ ities under consideration had export shares
lower than 10 per cent, indicating that they are perhaps not competi-
tive at international standards and hence need protection. On the other
hand, the low import shares may show that nominal tariffs are too high
to reflect full international price differentials. The respective industry
tarifls are classified as prohibitive if the share of a commodity with a
prohibitive tanifl in the industry’s sales was higher than 20 per cent.
Within this category were the following seven industries anning of
fruit and vegetables, bakerics, spirits and wine, breweries and soft

drinks, furniture and fixtures (wooden), chemical products n.e.c., cut-
lery, tools, and furniture and fixtures primarily of metal.

In a second approach, we have assumed, in addition, that tariffs
have not been fully realized if: export shares were higher than 10 per
cent (and less than 90 per cent), structures of domestic and foreign
sales were fairly equal, and the value-added ratio attributable to
exports was less than the wage share in total sales. The reasons for this
arc as follows: the industries for which the assumptions apply have
already passed the first stages of infancy and were able to export a cer-
tain amount of their production. Even if the prices charged on the
domestic market are higher than those abroad—a price behaviour
confirmed by the HEX**—value added of exports should not fall short
of a certain limit. This limit is determined by the variable or marginal
production costs which can be approximated by the labour costs. In
some cases, however, the value-added ratio of exports computed from
the input-output data and the estimated realized tarifs fell short of the
average wage share in total sales. This can be explained by a too high
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TABLE II1.9

NOMINAL TARIFFS BY INDUSTRY, 1974
(in per cent)

Tanffs Ady. Tanffs Exases Exp. Dunes Val.-Added
P {

Industry Code T) vy v Ratto
o @) (&} [} (5)
11 Agriculture {smallholdings etc.) 0275 0185 — 0.009
112 Rubber planting 0020 0.020 - 0.032
13 Ol palm estates 0020 0020 — 0.050
114 Coconut estates and smallholdings 0,020 0.020 - 0100
115 Tea estates 0010 0040 - —
16 Livestock 0.09%  0.040 — 0.030
118 Hunting, trapping & animal husbandry 0040 0.040 — =
Forestry and logging 0125 0103 - 0.138
Fishing 0010 0040 - 0.049
Coal mining 0040 0080 — =
Crude petroleum & natural gas 040 0.04) — —
Metal mining 0020 0.020 — 010
Other mining 0o 0.020 — 0.008
Slaughtering & meat preparation 047 0047 — =
Dairy products 0049 0149 0.010 —
Fruins & vegetable canning 0570 N570% — =
Fish canning 0078 0078 —
Vegetable & animal vils & fats 0.076 0.076 —
Grain milling 0.041 0.041 -
Bakeries 0221 03 = ey
Cocoa, chocolate & confectionery 0.430 0.360 e -
Ice factoncs 0.020 0.020 — =
Other food preparations incl. sugar 0341 0230 0.159 =
Animal feeds 0020 0020 — 0033
Spirits & wines 1996 199%* 0180 =
Breweries & soft drinks 1481 L4gIs 0471 =
Tobacco products 1460 1460° 0058 —
431 Spinning & weaving of textiles 0265 0 = =
532 Knitting mills 0357 0337 = =
1 Other textiles 0261 0260 - —
334 Wearing apparels except footwear 0340 03400 = 2=
335 Leather & leather products 0239 0239 — =
$36  Footwear except rubber & plastic 0418 0417 — —
M1 Sawmills & other wood mills 0.200 0.054 0.008 0047
33 Other wood & cork products 0156 0066 = =
W Furniture & fistures excl metal furniture 0350 03500 - —
45 Paper & paper products 0.075 - ==
36 Printing & publishing 0.040 — —
$51 Industrial chemicals 0113 — —
352 Paints, varnishes & lacquers 0232 — -
353 Drugs & medicines 0049 — =
15 Cleaning preparations & cosmetics 0.492 0.038 —
455 Chemical products n.e.c. 0341 0.019 -
356 Pewoleum & coal products 0814 0.561 —
357 Rubber processing 00400 — 0.205
358 Tyres & other rubber products 0.567 0.02 —
359 Plastic products 03490 = =
361 Pottery, china & glass products 0408 — —
362 Structural clay products 0.146 —_ 0.049

0.020 0.024 0.050

363 Cement, lime & plaster
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TABLE I119 (continued)

Tariffs Adj. Tariffs Exciser Exp. Duties Vel.-Added
) P L4V ¥

Industry Code ()] Ratio
) 2) @) ) (5)
Other non-metallic products 0.153 0075 - 0.047 0425
Tron & steel basic metals oz oz - 0.004 0310
Other non-ferrous basic metals 0.152  0.152 — 0.187 0.045
Cutlery, tools & metal furniture 0323 0323 = o 0.600
Structural metal products 0.181 0181 - — 0341
Fabricated metal products excl. machinery 0,105 0.105 - —_ 0.295
Industrial machinery non-clectric 0.020  0.020 - - 0.432
Business & houschold machines non-clectric 0238 0.238 0.009 -_— 0.830
Radios, TV & communication equipment 0315 0315 0.031 - 0.377
Electrical appliances & houscwares 0407 0407 002  — 0350
Other electrical appliances & machinery 0.157 0157 0.024 - 0.342
Shipbuilding & repair 0.053  0.053 - - 0.722
Motor vehicles 0478 0478 0.166 - 0.269
Motor-cycles & uther cycles 0317 0317 0.159 —_ 0.281
Other transport equipment 0024 0.024 - - 0471
Scientific equipment & misc. manufactures 0118 0.118 - - 0.240
Electric power & gas — — - — 0.670
Water supply — — - - 0713
Residential buildings —_ — - - 0.084
Other buildings =, — - - 0.340
Railways — — — - 1,000
Telecommunication lines, ete - — - - 0.150
Electrical transmission systems — — - - 0.764
Other engincering construction - — — — 0311
Wholesale & retail trade — — - = 0.772
Hotels & restaurants - - - - 0.89%
Railway transport — — — - 0.522
#42 Other land transport — - - — 0.645
3 Water transport — - — - 0.822
H O Air transport — — - — 0.382
145 Other transportation services - - - — 0.784
46 Communication - — — - 0.863
H9 Aggregate of industrics 441-444 — — - — 0646
451 Monctary institutions — — - - 0.775
432 Other financial mstitutions — — - — 0.564
95 Insurance - - — - 0.658
1 Real estates - — — - 0.891
10 Business services — — — — 0820
M1 Schouls, universities & other educational
services — — - - 0.768
A2 Rescarch & scientific institutes — — — — 1000
i Medical & other health services - — — — 0.646
Wil Movies & other entertainment services - — — — 0.899
952 Radio & TV broadcasting - = - - 0.052
5% Libraries, muscums & ather cultural
institutions = - = == 0.806
1 Repair of motor vehicles & motor-cycles - - L = 0.216
2 Other repair services n.e.c. - = - - 0.150
%3 Laundry & cleaning services = = . = 0.909
9 Other personal services = - = = 0.890

“ Tariffs arc not fully utilized. See footnote, Table 1118,
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estimate of the realized tariff, because these tariffs are supposed to
reflect international price differentials and hence they increase the
value-added ratio of domestic sales and lower the value-added ratio of
exports. 4

From the results of the HEX one is tempted to conclude that the
realized tariffs were rather low. Firms were asked what margin of
price-cut would enable them to enter foreign markets or to expand their
sales abroad. On average their answer was 7.4 per cent. Compared to
the average nominal tariff of manufacturing industries (32 per cent),
this low percentage seems to be an underestimate. On the other hand,
the answer raises some doubts concerning the protective effect of the
nominal tariffs. Apart from this, the second approach reveals that the
nominal industry tariffs of cocoa, chocol. and sugar fecti Ve
tobacco products, spinning, weaving, ctc., of textiles, wearing apparel,
and plastic products n.c.c. have also not been fully realized. The
adjusted tariffs and effective rates of protection of these twelve indus-
tries are therefore marked with an asterisk.

D. SALES AND EXCISE TAXE

In this chapter we arc mainly concerned with protective measures
directed at producers. Therefore we have to investigate which meas-
ures, other than tarifls, influence domestic producer prices. The
Malaysian sales tax has no or at least no sizeable effect on producer
prices because it is imposed on both imported and domestically-
produced goods, with raw materials and investment goods being tax
free.* The excise tax, however, is only levied on domestically-produced
goods. It lowers the domestic producer price relative to the c.if. import
price plus the @nfl. It has therefore been subtracted from the estimated
realized tarifl. The resulting vector is called nominal rate of protection
(NRP) because it shows the combined effect of tarifls and excise taxes
on domestic producer prices

Malaysian excise taxes are imposed primarily on consumption goods
and predominantly on luxury goods, though a few intermediate goods
are also taxed. The average tax on products of petroleum and coal was
56 per cent, malt liquors and soft drinks 46 per cent, spirits and
wine 18 per cent, motor vehicles 17 per cent, motor-cycles 16 per
cent, other food preparations including sugar 16 per cent.4$ These
relatively high taxes did not, however, alter very much the overall
structure of nominal protection. The most protected industry was still
the food industry (30 per cent), owing to high nominal rates of protec-
tion for beverages and tobacco products. The non-food manufacturing
sector was protected on average by 20 per cent. This seems to be not
too high although it must be noted that this average includes some
much more highly protected industries. The average protection of
primary commodities (5 per cent) was not affected.

E. QUANTITATIVE IMPORT RESTRICTIONS
The most severe protective measures are quantitative import restrie-
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tions. Three types exist in Malaysia: specific licensing, quota, and nil
issue (import ban). Under specific licensing, imports are allowed only
on the issue of a specific licence and this is normally granted since it
practically serves only special information needs of FIDA. This kind of
mformation procurement scems to be very costly in terms of time con-
sumed by private firms and of control efforts by the Customs Depart-
ment. The real quantitative import restrictions, i.c. quotas and bans,
which were in existence in July 1974, covered a broad range of traded
goods. As mentioned above, they are gencrally granted on a temporary
basis and in several cases seem to have had no great effect on prices.
This is particularly true in those cases where the quotas exceeded the
imports of recent years, like the quota on oil filters. Most important
were probably the quotas for the and yel bli
Amounts cquivalent to only | per cent of the 1966 motor-car imports
and to 20 per cent of the 1968 motor-cycle imports were allowed to
enter the country. A parison with itative import icti
enforced in November 19684 shows that the number of quota products
has i 4 sub ially (from y-five to more than ecighty
items). Of the 1968 restrictions which applied mainly to imports of
air-conditioning machines, motor vehicles, towels and cotton terry fab-
rics, and intermediate iron and steel products, only the motor-car re-
strictions were still in force in 1974, though there were cight quotas of still
older vintage.

Duc 10 the i difficultics of i ional price
for h

dities, such isons have been tried
for only a limited number of fairly homogencous goods. Price differen-
tials in excess of nominal triffs were identified for the following four
quota commodities:

" Domestic Price Nominal
BTN-Code Description T p— = Tariff
21.06 100 Active natural yeast 0.45 0.25
2501 100 Table salt
200 Rock salt and salt 0.58 0.0
liquors ; :
900 Other salt
38.11 410 Wood preservatives E
beos } 0.38 0.20
39.01 911 Rigid laminated
plates and sheets ; 0.61 god

Sowrces: Department of Statistics, Monihly Statestcs of Extersal Trade, Pevinsular Malgysia,
March 1973, Kuala Lumpur. FIDA Reports, “Trade Classification and Customs
Tanifl—1969, Incorporating all Amendments up to 31 December 1973, Kuala Lum-
pur Information by wholesale enterprises. Computations by the Economic Planning
Unit, Kuala Lumpur.
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Unfortunately, the protective effect of quotas on imports of motor
vehicles and cycles could not be assessed. This would have been most
important because of their size and duration.

F. NOMINAL PROTECTION OF EXPORTS

Export duties are levied in Malaysia mainly on the export of some
crude and processed primaries. Most important were the export duties
on rubber (20.5 per cent), tin (18.8 per cent), palm oil (15.2 per cent),
saw logs (15 per cent) and sawn timber, veneer sheets and plywood (5
per cent). The estimated export duties’ share in total tax revenue of the
Federal Government amounted to 144 per cent in 1973 and 22 per
cent in 1974, O this, rubber and tin duties were about 83 and 72 per
cent respectively.#” Some export duties are expressed as a certain per-
centage of the export price (e.g. the duties on logs and sawn timber)
while others vary on a progressing scale (e.g. the duties on rubber,
tin, and palm oil). Hence the duty rates of the latter vary greatly dur-
ing the trade (and price) cycle. The rates stated above are based on the
average prices of the last quarter of 1973 and the first quarter of 1974,
Information on relevant prices as well as the export duty surcharges on
rubber and tin was provided by the Customs Department. Industry
duty rates are weighted means of commodity duty rates. Export values
served as weights. Table 1118 shows the export dutics on an aggregate
basis. The average taxation of exports (15 per cent) seems to be very
high at first sight because only a few industries were affected by export
duties. The reason is that the average figure is a weighted mean with
exports being the weights, and West Malaysias 1970 exports con-
sisted mainly of taxed primarics.

The taxation of crude and processed primarics cannot be regarded as
an impediment to employment creation and growth since these indus-
tries’ exports are unlikely to increase if the duties were abolished. The
limiting factors here are not high production costs but inelastic world
demand and, at least in the short run, inelastic supply, although the
supply clasticity may recently have increased somewhat because stock-
ing capacities have been enlarged. An indirect discrimination against
exports in general has, however, taken place through the protection of
domestic sales. Whereas the production for the domestic market is
greatly protected by direct price-influencing measures, no equivalent
support is given for export production. It scems very unlikely that the
cexport incentives granted by the Investment Incentives Act of 1968 and
a number of other measures, like the creation of free trade zoncs, ctc.,
outweigh the bias against exports.

Quantitative export restrictions were a very rarely used tool. The list
of specific export licences contained only four items up to 20 December
1973, In order to sccure domestic supply during the economic boom in
1973, restrictions on building materials and several kinds of foodstuffs
were imposed at_the end of 1973 and in June 1974, Specific licences
seemed o have been applied on an ad hac basis and were of a tempo-
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rary nature. The same is true for a part of products which were prohi-
bited from any export (nil issue), such as sugar, wheat flour, kerosene,
ili and disinfe il ici fu icid and weed-killers.
The price cffect of some of the licences—such as the one on animal
feeds—might have been offset by import quotas imposed on the same
commodities. The export bans on basic iron and steel bars and prod-
ucts, as well as cement and cement clinker, have been in force since
1970 and 1971 respectively. They have undeniably imposed
on the expansion of those industrics and are hard to justify in the light
of the employment and export growth targets stated in the Second
Malaysia Plan.

G. EFFECTIVE PROTECTION: CONCEPTS AND MEASUREMENT

While nominal rates of protection show the percentage increase of
domestic producers’ prices, cffective rates of protection show the
increase of value added. This recently developed concept*® covers pro-
tection effects on the output side as well as taxation effects on the input
side of domestic production. Since value added represents production
costs of a single stage of production, it may be said that the concept of
cffective protection focuses on the production costs of one industry
rather than on total production costs occurring in a variety of indus-
tries involved in producing a certain commodity. The effects of a pro-
tective system on social production costs in terms of profits, wages, and
depreciation are most important for questi ing the allocati
of productive factors, the costs of protection, and the efficiency of
domestic industries.

The concept of effective protection rests, inter alia, on the assumption
that physical intermediate input cocfficients are constant and the clas-
ticities of foreign supply and demand of traded goods are infinite

m i

4 ption). If these pti are fulfilled, value
added in the free trade situat ha ized by the i of
any trade distortive measures—can be calculated from the actual
prices, the price differentials caused by p ion, and the input cost

structure of the actual situation. Empirically, the former assumption
does not seem to be too restrictive, as for many products the structure
of material inputs appears to be fairly constant. The latter assumption
requires that world market prices do not vary if the domestic protective
system is abolished. This assumption scems to be defensible for most

i For Malaysia’s main export products, how-
ever, the small-country assumption is not likely to hold good. The
reader should therefore interpret the results for the primary industries
with care.

Formula (1) was used for the calculation of effective rates of protec-
tion of domestic sales (ERPf).4* This formula is based on (2) and
yields the same results as (2). Since the latter is more familiar and is
casier to comprehend, the analysis will be given in terms of Formula
(2).
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—
1+ ERP) 7

= 2 (1~ Zain)an;

(2) M
—Zaf —
. 1-Zdf -Zaf
1+ ERP] = Z
1 _ } ‘m“n: _ - L gd.
T+ti—s  § T+ti—u ?iln,-u E“ },-:“"‘)""’
where:

of =+ 01—d) —1".‘—
 estimated realized tariff on commodity bundle
¢ excise tax rate on commodity bundle ;

export duty rate on commodity bundlcj

i ¢ estimated realized tariff on cummoduy i

export duty rate on commodi
@jy @nj : domestic value input coefficients of traded and non-

traded inputs on the basis of total sales
& ,aj : domestic value input coefficicnts of traded and non-
traded inputs on the basis of domestic sales.

Formula (2) is an extension of the so-called Balassa formula of the
ERP. It relates value added per unit of output in the protection situa-
tion to value added in the free trade situation. Value added includes
depreciation and excludes indirect taxes, e.g. sales tax and the excise
tax, on the output side. Actual input costs are, however, inclusive of
excises and tariffs. Free-trade valuc added is derived by deflating the
standardized producer’s price of 1 by the nominal rate of protection.
Furthermore, input costs of direct and indirect>® traded inputs are
deflated by the estimated realized tarifl and inflated by export duties. Tt
is assumed that export duties—which lessen the producer’s price of
exports relative to the world market price—lead also to lower domestic
prices. More specifically, it is assumed that the following relation holds:

(modified unit price’
of domestic sales)

o =] —u;p{. where p/is the domestic producer’s and user's price of
taxed products and p* is the world market price. An abolition of export

dutics would then lead to higher input prices for users in the free-trade
situation. Direct and indirect value added on non-traded inputs, i.c. the
last term of the denominator of (2), is assumed to remain approxi-
mately constant in price. This assumption may be justified in the case
of Malaysia because the overall increase in value added of all industries
producing traded goods—which reflects the general increase in factor
prices—was about zero (+ 1.8 per cent). For the sake of comparison,
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the ERPs in Table IT1.10 have also been calculated by a formula which
includes the non-traded inputs into value added—an approach generally
attributed to Corden. 5!

As scpamlt trade distorting measures apply to exports, ERPs for
exports (ERP, ) have been calculated ding to the following for-
mula:

(3)

of - Laj—Zan

,*—z_g_zzﬂ;_fu‘;‘in)‘n/
i

T+ —uy

This formula yields the same results as formula (4) which is much
casier to understand but more difficult to compute.

(4) R( 7
) [P S
i F T3
1+ LKI” a ‘
Gind f
—3% __. 2§ -Z (-2 g
—w in Tt 2 0-F sl
where =%  (‘modificd unit price’
T+t —si  of exports)
aigoan; + domestic value input coefficients of traded and non-traded
inputs on the basis of total sales.
af, af; : domestic value input coeflicicnts of traded and non-

traded inputs on the basis of foreign sales.

The free-trade export price in (4) is derived by deflating the standard-
ized output price by 1 —uj, assuming that exporters have to bear the
export duty. Exporters are—in contrast to import competitors—not
protected by the Malaysian system of tariffs, taxes, and quantitative
restrictions. They are, however taxed by export duties. Generally, costs
of raw materials for export production were not increased by tarifls on
inputs. 5 The exceptions were petroleum products. An incentive meas-
ure to exports as well as domestic sales which some industries enjoy are
the indirect effects of export dutics on mu-rmcdury goods which lower
mpu( costs of the user-industrics. Cases in point are, for example, can-
ning of fish, sawmills and other wood mills, other products of wood and
cork, tyres and tubes, and other rubber products.

Formula (4) assumes that physical input coefficients of domestic sales
and exports arc equal. Thls condition requires, strictly speaking, an
equal i of d ic sales and exports. With
industries which cxporl less than 10 per cent of their production this
assumption is not guaranteed. Therefore their ERPF: are shown with
an asterisk in Table IIL11. For the i i an insp
of the 1/O-table showed that the dity itions of d
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and export sales were roughly equal so that export ERPs are meaning-
ful. An exception was the metal mining industry which delivered tin
ores mainly to domestic users and sold iron ores predominantly abroad.
For the ERP c:llculslmns the 1/0-table had m bc shghdy modlﬁed
First, two new a port and a
and one new industry, an aggregate transport industry (449), were
introduced. This was necessary because transport and distribution costs
of inputs appeared as price mark-ups and not as separate 1/0-
commodity inputs as it was nceded for the calculations. Second, the
value-added ratios of a number of industries differed considerably from
those stated in xhc Surveys of manufacturing industries. As the 1/0-
table was preli y, the blished Surveys' 1 dded ratios
appeared in gencral more reliable. Therefore, the value-added ratios of
the [/O-table have been adjusted in twenty cases h) changmg the out-
put, under the dition that the definiti ies and the
covered outputs were identical (see Table ATIL. '2) h is basically in this
respect that the data input of EPU’s calculations and those presented
here differ.

H. EFFECTIVE PROTECTION OF DOMESTIC SALES

As was to be expected, effective rates of protection turned out to be
considerably higher than nominal rates of protection (NRP) (Table
1IL8). This was especially true for non-food manufacturing industries
where the average effective rate was more than double the nominal rate
(42 per cent in contrast to 20 per cent). Higher ERPs than NRPs result
from nominal tariff escalation. Since tariffs on primarics were generally
lower than tariffs on intermediate products and since tariffs on the lat-
ter were on average lower than those on finished manufactures, value
added of Malaysian industries was generally more protected than can
be deduced from the nominal rate of protection. Another general fea-
ture was that effective rates varied much more than nominal rates.
While nominal rates varied within the range of 0 and 182 per cent,
effective rates varied between —26 and +308 per cent. This, in turn,
more pronounced in the manufacturing than in the primary sector.

Primary industries were least protected. Their average nominal rate
cqualled lhur average effective rate (5 per cent). They are probably the
most comp dustries in Malaysia and were neither protected on
the output side nor very much taxed on the i input side.

Though the food lndus!nts with two exceptions (ice factories and
other food preparations including sugar) had higher ERPs than NRPs,
the average ERP only four percentage points higher than the aver-
age NRP. This can partly be explained by the different modes of
aggregation. In contrast to the NRP averages, ERP averages are calcu-
lated with free-trade valuc-added weights. As frec-trade value added is
derived by deflating actual value added with 1 + ERP, highly protected
industries receive a relatively small weight. Furthermore, the weight of
other food pr ions ineluding sugar had a iderable infl on the
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average. The six highest ERPs within the food industries were probably
overstated because their NRPs are likely to have been over-estimated.
These industries are:

325 : Spirits and wine 308 per cent
326 : Breweries and soft drinks 307 per cent
318 : Coa, chocolate and

sugar confectionery 229 per cent
313 : Canning of fruit and vegetables 211 per cent
329 : Tobacco products 157 per cent
317 : Bakeries 64 per cent

Industries discriminated against were other food preparations including

g he latter ituting the major sub- dity of this industry.
The ERP was —26 per cent resulting from a high input rifl on raw
sugar (49 per cent). Sugar refining seemed therefore to be an efficient
industry in West Malaysia. Because of the world-wide sugar shortage,
exports were, however, forbidden by an export ban in January 1973,

Non-food manufacturing industries received the highest protection in
effective terms. The average rate was 42 per cent. Most protected were
chemical products n.c.c. which had a negative frec-trade value added.
This resulted from a high NRP (32 per cent), lower tariffs on inputs,
and one of the lowest value-added ratios (15 per cent). Valued at world
market prices, this industry used more inputs than it produced output.
Even if considerable productivity increases for this industry are
expected, a thorough examination of their protective measures, includ-
ing the exemption of import duties on imported raw materials, is advis-
able. Nine other food facturing industries having an ERP
exceeding 100 per cent are the following:

387 : Motor vehicles 296 per cent
384 : Electrical appliances and

houseware 270 per cent
359 : Plastic products n.c.c. 268 per cent
358 : Tyres and tubes, and other

rubber products 246 per cent
356 : Products of petroleum

and coal 174 per cent
344 : Furniture and fixtures 157 per cent
354 : Cleaning preparations,

cosmetics, etc. 113 per cent
335 : Leather and leather

products 112 per cent
383 : Radio, television and

communication equipment 101 per cent

All these industries profited from tariff escalation. Generally, they
had low value-added ratios, low production values and also negligible
exports. Most were new industries destined to develop behind a shelf of
high tariffs.
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The second most protected industry after chemical products n.e.c.
was the motor vehicles industry. Though relatively large in terms of

put—the 1970 gross production value at producer’s prices amounted
© M$216 million—it was small compared to what is considered a
fitable scale of ion in industrialized ics. From the view-

point of static social costs the assemblies worked at a loss in 1974. Pro-
duction costs (value added) were about four times as high as in the frec
trade situation. Industry 358, tyres and tubes, and other rubber prod-
ucts can also not be regarded as a small industry with its gross output
value of about M$107 million in 1970. Here, the high rate of nominal
protection (57 per cent), as well as the low or even negative input
tarifls on raw materials secured a high level of effective protection.
Since exports of M$28 million exceeded imports in 1970 it is also pos
ble that the nominal tariffs were not fully realized on the domestic
market. Tariffs should be revised accordingly.

Non-food manufacturing industries with ERPs below 20 per cent
were identified as follows:

363 : Cement, lime, plaster ~b per cent
346 : Printing and publishing 1 per cent
381 : Industrial machinery

not electric 2 per cent
353 : Drugs and medicines 2 per cent
386 = Shipbuilding and repair 6 per cent
343 : Other products of wood

and cork 9 per cent
341 : Sawmills and other

wood mills 12 per cent
345 : Paper and paper products 12 per cent
351 : Industrial chemicals 16 per cent
364 © Structural metal products 16 per cent

All these industries are characterized by low nominal rates of protec-
tion. Apart from the very competitive resource-based sawmill's indus-
try, these industrics were rather small in 1970. Only printing and pub-
lishing had a gross production value of more than M$100 million. With
the exception of printing and publishing, and drugs and medicines, all
industries produced predominantly intermediate and investment goods.
Printing and publishing may have been protected at a low rate because
it docs not need tarifl protection due to its natural protection (language
barrier) and its labour intensiveness, Nominal tariffs on drugs and
medicines and hence ERPs were probably kept low by the government
in order to support national health. These industries demonstrate what
is called the natural process of import substitution that can take place,
even without protection, in the course of industrialization. In some
cases they had already made considerable progress in exporting. An
example is the cement, lime, and plaster industry which in 1970
exported about one-quarter of its production but was prevented by an
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export ban from exporting after November 1971. In 1970, seven indus-
tries on the list exported more than 10 per cent of their total produc-
tion. With their efficiency they have a real chance to move strongly into
export expansion. This overspill into exports could be supported by the
provision of better public transport and communication services as well
as special export incentives.

A number of fi ing firms were pted from the payment
of import duties on specific inputs even for their domestic sales. These
tarifl waivers, which do not include the (reduced) 2 per cent surtax, are
granted by FIDA. From the total of 53 manufacturing industries, firms
in 30 industrics were pted,** involving a total of 84 1/0-
e ditics.* All ERPs di: up to now are calculated on the
assumption that all firms of the waiver industries got cxemptions, A
comparison with the results on the opposite assumption, i.e. that no
exemptions arc allowed for, can be drawn by looking at columns (8)
and (9) of Table I11.10.5% In most cases the difference was only minor,
apart from those where ERPs without duty exemptions were already
high. Nine industries would have had ERPs of nearly 100 per cent or
higher, even without tariff exemptions on imported inputs. As the ben-
cfits of these exemptions were cither negligible or were bestowed upon
the h protected industries, it is questionable whether the exemp-
tions were really needed. In cases where an abolition of these privileges
is feared to be damaging to the economy, a slight increase of nominal
tariffs could do the same job and would involve lower administrative
cost than the approving and itoring of tariff i

I EFFECTIVE PROTECTION OF EXPORTS

A fairly general feature of the export ERPs is the negative sign, indi-
cating that exports were not only unprotected, but, on the contrary,
were discriminated against (Table 1118 column 5). The average ERP
of primarics was 13 per cent, of food industries ~39 per cent, and of
non-food manufacturing industries —45 per cent. This resulted from a
negative escalation effect of export duties: they were lower on crude
primaries than on processed primaries. Primary industries, which are
defined in the Malaysian statistics as those without any processing, sold
their products predominantly on the domestic market, namely to the
primary processing industrics. In 1970 only two of them had export
shares greater than 10 per cent.

Of the fourteen industries within the food manufacturing sector,
one-half in 1970 had export shares lower than 10 per cent. Their export
rates are therefore shown with an asterisk in Table 1I1.11. Of the
remaining industries, industry 315 (vegetable and animal oils and
fats), had the lowest ERP (=62 per cent), resulting from the export
duty on palm oil. Cocoa, chocol and sugar fecti y had an
ERP of —45 per cent. This ERP is, however, rather meaningless as the
nominal import tariff on domestically sold products created such a big
price difference between domestically sold and exported products that
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the calculated export valuc-added ratio fell under the wage ratio to
only 0.004 per cent. The same is true for tobacco products where the
calculated value-added ratio of exports was even negative.

In 1970, of the 39 non-food industries, 17 had export shares lower
than 10 per cent. The ERPs of the remaining industries lay predomi-
nantly in the range of —10 to +10 per cent. Industrics 331, spinning,
weaving, etc., of textiles, and 355, chemical products, had negative
export valuc-added ratios which means that the estimated realized
tariffs were over-stated.

Two industries were found to have ERPs significantly lower than —10
per cent: non-ferrous metal basic industries (~67 per cent) and rubber
processing (-61 per cent). These negative rates arose from the export
duties on the output of these industries.5® It might, however, be mis-
leading to present these rates, as the prices of latex and tin ore are not
independent from the prices of rubber and tin, though latex and tin ore
are tradables.

J. EFFECTIVE PROTECTION—BOGUS OR REALITY:

A COMPARISON OF ALTERNATIVE STUDIES

Hardly anyone would object to the proposition of the theory of effec-
tive protection that the impact of tariffs and other trade restrictions on
an industry's activity can only be properly assessed if the restrictions
on the output commoditics as well as those on the input commodities
are taken into account. However, to accept this proposition is fairly
casy, but to quantify the impact in a generally satisfactory way is much
more difficult. This lesson is borne out by the vast number of empirical
protection studies which have been produced over the last decade and is
reconfirmed by the various studies for Malaysia mentioned above. A
quick glance at the results of these investigations suffices to confirm
that most of the effective rates calculated by the different authors are
hardly consistent with cach other. As Shepherd rightly remarked in a
recent paper:37

While we have no quarrel with the conclusions of all the recent effective pro-
tection studies for Malaysia ... we do not have equal confidence in the estimates
of effective protection for individual industries. Indeed, except for the EPU and
von Rabenau studies. . . industry rankings of effective protection rates calculated
in the studies bear almost no discernible correlation.

The reasons which are responsible for this rather disturbing conclu-
sion have to be sought, first, in differing methodologies, second, in
incomplete information on government measures and their exact appli-
cation and, third, in varying assumptions about input structures.
Except for the first, the authors can hardly be blamed for omissions, as
precise information on government measures is hard to come by and

the most detailed—and probably most acc 2 istics on input
structures, the 1970 inpy put table, was previously not generally
ible. On all these the von Rabx and the almost simi-

lar EPU studics are probably the least defective. However, we cannot
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rely exclusively on the von Rabenau study. Its results arc most
likely to be affected by the recent accelcration of tariff making. In order
to sec whether cffective protection had an impact on the pattern of
industrialization which emerged in Malaysia it is also desirable to have
an idea on the structure of protection as it existed at some point of time
in the carly 1960s. This kind of information, can, however, only be
obtained from the other studies.

With regard to the methodology, the studies by Power and Ariff are
similar. Neither author takes into account excise taxes, but basically
only tariffs. The redundancy problem is not considered at all and pro-
hibitive tariffs arc only assumed to have been in existence in two indus-
tries in cach of the years studied. Power identified such industries as
tobacco products and refined coconut oil in 1963, and joineries and soft
drinks in 1965, whereas Arifl assumed prohibitive tariffs for tobacco
products and soft drinks in 1970. Though we do not agree with the
proposition of Edwards®® that ‘... in the Malaysian context, all tariffs
are likely to be prohibitive, . it appears very unlikely that so few
tarifls should have been prohibitive. Tariff averages were calculated by
Power™? using total supply of importables as weights, whereas with
Ariff* the output shares were the weights. Neither Power nor Ariff
allowed for tarifl i and C Ith prefe which—
contrary 1o a statement by Power (p. 209)—were still quite widespread
in 1963. Non-traded inputs were treated by Edwards according to the
Balassa approach, EPU employed the Corden approach (non-traded
inputs arc included in value added), while the other authors used both
approaches. Except for EPU and von Rabenau, none of the authors
calculated separate ERPs for domestic sales and exports.

Edwards strongly criticizes Power for basing his calculations on too
few direct price comparisons. It is true that in a competitive economy
the domestic price should, apart from transport costs, differ from the
world market price only by the differential created by trade restrictions,
provided the imported and the domestically-produced goods are abso-
lutely identical. In those cases where this assumption of homogencity is
fulfilled, direct price comparisons can therefore adequately indicate the
size of protection. The assumption of homogencity implies, however,
that one cannot reasonably compare motor vehicles with motor vehi-
cles, or lorries with lorries, or even passenger cars with passenger cars,
but only motor vehicles, lorries, or cars of a preciscly specified type. As
the latter is usually impossible to do for the entire commodity spec-
trum, most authors confine themselves to only a few price comparisons
and try to check the effectiveness of the trade restrictions by such pro-
cedures as have been described above. Edwards, however, discards this
approach and compargs, instcad, unit values of domestic production
with import unit values. It is quite obvious that such a procedure does
not accord with the th ical iderati ing price compari-
sons. Furthermore, it appears not unlikely that it systematically pushes
the protection rates upwards. A quite frequently observed trade and
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ion pattern of di ping ies is to import i-finished
goods and to add the finishing touches by domestic industries before
the commoditics are sold in the domestic market. Where this takes
place, unit values of imports must by necessity be lower than those of
domestic production, even if imports are completely unrestricted. Thus
it is not surprising that Edwards' rates tend to be generally higher than
those calculated by the other authors. For fairly aggregated industries
with a wide range of heterogencous products, like textiles or rubber
products, unit value comparisons are, of course, even more dubious, as
one cventually compares unit values of entirely different commodity
bundles.

As far as the input structures are concerned, Power, Arifl, and
Edwards used basically the same sources, namely the manufacturing
censuses and surveys. Only von Rabenau and EPU were able to work
with the new and detailed 1970 input-output table. Von Rabenau
further cross-checked the input-output table with the 1970 survey and
adjusted the value-added ratios in a number of cases. The ERPs were
then calculated with the adjusted and, for control purposes, also with
the non-adjusted input-output table. In order to identify redundant and
prohibitive tariffs additional information was necessary, some of which

was not readily available. Apparently, Edwards could not always
obtain the full or the right information as the detailed industry data in
the appendix of his report reveal. For breweries, for instance, he
assumes that the tarifl was effective for only a small portion of the
imports, because according to his calculation the notional tariff revenue
(imports multiplied by the listed duty) of M$9.9 million in 1969
substantially exceeded the figure he states as the actual tariff revenue
(MSL.5 million). However, unpublished Treasury statistics show that
the actual revenue was M$7.7 million and the taxed portion of imports
conscquently much higher. The ERP for breweries calculated by
Edwards is therefore far too low.

The coverage in terms of value added differs substantially from study
to study. Compared with the value added of the manufacturing sector
as stated in the National Accounts, only the EPU and the von Rabenau
study covered about 100 per cent of manufacturing. The coverage of
the Power study was 53 per cent for 1963 and 43 per cent for 1965,
Edwards covered 54 per cent in 1962, 61 per cent in 1966, 75 per cent
in 1969, and 72 per cent in 1972, whereas Arff achicved a coverage of
78 per cent in 1970. This varying coverage alone makes it difficult to
compare the results on an aggregated level.

Bearing in mind the differences in approach and data input, we have
attempted to extract from the various studies those ERPs which accord-
ing to our judgement were most likely effective in the mid-1960s. The
rates which are shown in Table 11111 can, of course, be only rough
orders of magnitude. The value-added structure used was that of the
1963 Census, as the surveys of 1964 to 1966 were less complete. The
notations in brackets behind the rates indicate the source from which the
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respective rate is obtained. All rates shown are calculated according to
the Balassa approach.

It was argued above that protection was not very substantial in
Malaysia until about 1967. This proposition has also been expressed by
Lim®! and other authors who might have based their judgement inter
ala on the study by Power. Edwards has challenged this hypothesis by
pointing to his results which show an increase of the overall ERP of
manufacturing from 15 per cent in 1962 to 45 per cent in 1966 and 55
per cent in 1972, Hence, he argues, protection increased most rapidly
between 1962 and 1966, and at a slower pace until 1972, Looking at
consumer goods and intermediate goods alone our rates shown in Table
HLLI could be i d as a confi ion of this as the
aggregate rates of these two commodity categories are rather high at 42
and 25 per cent.

Nevertheless, there are several reasons why it appears difficult 0
accept Edwards argument. First, Power’s study relates to the years
1963 and 1965, while Edwards' calculations for 1966 make use of the
new tarifl schedule issued in N ber 1966 which probably became
effective only in 1967, Second, Edwards does not distinguish between
revenue tarifls and protective tarifs. Though it cannot be denied that
those tarifis which were originally introduced for revenue purposes also
protected the respective industries, their strong impact on the aggre-
gate ERPs clearly overstates the protective effect of the tariff system as
a whole. Cases in question are the tariffs on tobacco products and malt
liquors (breweries) among the consumer goods. Without these two
industrics, the ERP of consumer goods for the mid-1960s is 28 per cent
instead of 42 per cent and the 1974 ERP of domestic sales comes down
from 50 per cent to 35 per cent. Among the intermediates are rubber
products which heavily influence the average rate. The high rate of this
industry is largely due to the tariff on primary rubber exports which is
clearly a revenue duty. If this industry is omitted, the ERP of inter-
mediate goods is reduced from 25 1o 6 per cent for the mid-1960s and
from 37 t0 23 per cent for 1974. Also among capital goods there are
one or two industries which unduly influence the aggregate rate. Here,
however, it is not so much a problem of specific duties for revenue pur-
poses, but more a classification problem. The dividing line between
intermediaries and capital goods is faint, and the distinction from con-
sumer goods is not always clear-cut, as some of the industries produc.
capital goods as well as durable consumer goods. Examples for the first
case are structural metal products and for the second, other electrical
machinery. Omitting cither of these two industries reduces the ERP of
capital goods for the mid-1960s from 6 to 2 per cent. The 1974 ERP is,
however, not much affected. Only the exclusion of structural metal
products brings a moderate reduction from 28 to 24 per cent. Finally, it
should be remembered that Edwards does not distinguish between pro-
tection of domestic sales and that of exports. The share in manufactur-
ing of the industries whose exports were negatively protected declined,
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particularly during the first half of the 1960s. Hence, the increase of the
ERP for total manufacturing between 1962 and 1966 is largely duc to
this structural change and not so much the result of increasing tariff
rates.

A number of important though not unexpected facts come out very
clearly from Table IIL11. The ERPs show a pronounced cascaded
structure at both points of time. Bearing in mind the qualifications
made above, it can be said that on the domestic market the protection
system is biased in favour of consumer goods and against intermediate
and capital goods. However, most discriminated against are exports of
primary-based industrics. Though the export ERPs of the other indus-
tries have to be interpreted with care, as has been argued in section
2G, their generally low or even negative values nevertheless indicate
that there is also a strong bias against manufactured exports in general,
Among consumer goods are most of those industries where the tariff
was probably prohibitive and consequently not fully utilized in 1974. It
is therefore not absolutely certain that the protection of this industry
group increased over the years. Apparently, the rise in protection con-
centrated on intermediate goods and, cven more, on capital goods. It
could well be that the data still understated this trend, as tarifl exemp-
tions for intermediate and capital goods were only taken into account
in the calculations for 1974 but not in the earlier studies. The question

whether this change in the structure of protection had an impact on the
allocation of resources will be discussed in subsequent chapters.

3. OTHER INCENTIVE ND GOVER
ASSISTANCE

{ENT

Tax incentives and protection were the two pillars on which govern-
ment policy towards industry rested. However, there were also a few
other measures—most of them only recently introduced for the promo-
tion of manufacturcd exports—which have been hardly explored up to
now with regard to their costs and benefits. As for the benefits, we may
draw some tentative conclusions from the HEX where the surveyed
cnmpanlc: were asked to state the importance of governmental promo-
tion measures for their export activity. Table I11, 12 shows how many
per cent of the firms considered the indivi as quite
important or very important. The percentages are also given for those
industrics where 61 per cent or more of the firms—weighed or
unweighed—considered the measure as either quite important or as
very important.

It is interesting that only two types of measures—duty-free imports
and the reimbursement of duties—which both raise the ERP, are
widely nckmmlrdgcd as Irnpcr(anl across the industries.? All other

tax incentives, find much less approval and then
only from a few industries. Four industries, grain milling, wood prod-
ucts, printing and publishing, and rubber products (which include
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rubber processing), did not attach much importance to any of the
measures. Four other industrics, animal feeds, tobacco products, furni-
wre and fixtures, and professional equipment, did not reply to these
questions because they considered them to be irrelevant for their own
firms. In most cases this can probably be interpreted in the same way
as if the firms had declared the measures as unimportant. Of these
cight firms, five are engaged in the processing of agricultural raw ma-

tcrials. With the exception of p £ they are all long
established in Malaysia. It is quite obvious that they have a strong
comparative advantage either because of their raw material intensity or
due to special factors (e.g. language barrier in the case of printing).

The industry which showed greatest interest in the various incentives
is the footwear industry. It is important to note that this industry
includes only the relatively small leather footwear production,
while the footwear most commonly used in Malaysia, rubber and plas-
tic footwear, and wooden clogs, are classified under rubber products,
plastic products, and wood products respectively. Hence, this is an
industry whose market is limited to the relatively small high-income
group of the population if it does not succeed in tapping foreign mar-
kets. Its interest in export incentives is therefore quite understandable.
Also very interested in the incentives are the industries producing plastic
products and textiles. For the latter this is obvious because large parts of it
were established for the purpose of export production. The plastic
products industry is relatively young in Malaysia, but nevertheless has
become very much export oriented recently. The firms in the sample
increascd their export share in total sales from zero in 1968 10 12.6 per
cent in 1970, and 22 per cent in 1973. Apparently, this industry sees
further growth | ial in export ion and is therefore keen on
government export support. A similar argument holds good for the
industrics producing glass products, clothing, and elcctrical machinery,
which rank next in terms of revealed interest in governmental export
meentives.

In order to sec the relative importance attached to the various incen-
tives by all firms together, it is convenient to add the percentages of
firms which checked ‘quite important’ with those which checked ‘very
important’. Though the weighed percentages are generally lower than
the unweighed, because the large establishments give less weight to the
incentives than the small ones, the rankings are approximately the
same. Duty-free imports and reimbursement of duties are valued sub-
stantially higher than the three next ranking measures, which are the
tax relief for the processing of raw material®® the export allowance,®
and the accelerated depreciation allowance (ADA). In the sixth rank
comes infc ion provided by g agencies, and only in the
seventh pioncer status. The double deduction of export promotional

p and govy I'p ion missions sent abroad follow next
with nearly cqual weight attached to both. As for the remaining incen-
tives, it is probably worthwhile to draw attention to the low ranking of




86

INDUSTRIAL GROWTH, EMPLOYMENT, FOREIGN INVESTMENT

TABLE II1.12

VALUATION OF GOVERNMENT PROMOTION MEASURES BY
PRIVATE FIRMS

Parcentage of firms which consider measures as: ‘

Promotion Measures quate vmpertant vary imporiant
wnicaghed  waghed  wmwaghed  waghed
% % % %

1

3

PIONEER STATUS

All firms 48 22 27.5 15.5
Textiles 91 83 636 507
Footwear 0 0 50.0 682
Plastic products 0 0 83.3 a6
Glass products 0 0 100.0 100.0
Electrical machinery ni 36 66.7 79.9
LABOUR UTILIZATION RELIEF

All firms 138 75 9.0 54
Clothing 250 442 250 318
Footwear 50.0 68.2 0 0
Paper products 50.0 60.4 0 0
Glass products 1000 100.0 0 0
SPECIAL INCENTIVES

All firms 48 20 13.2 88
Footwear ] 0 50.0 68.2
Plastic products 16.7 185 50.0 59.1
Electrical machinery 0 0 55.6 779
TR* FOR RAW MATERIAL

PROCESSING

All firms [E8} 78 286 278
Textiles 0 o w5 76
Clothing 250 1o 500 448
Footwear 0 0 100.0 100.0
Plastic products 167 74 833 26
Glass products 0 0 100.0 100.0
NM mineral products 167 09 333 763
Metal products 0 0 571 749
Machinery 50.0 5 0 0
ADA®

Al firms 206 128 159 107
Textiles 273 338 364 372
Footwear 50.0 682 0 0
Plastic products 333 259 50.0 0.1
Glass products 100.0 100.0 a 0
NM mincral products 333 6.3 333

Steel 667 815 0

EXPORT ALLOWANCE |
All firms 95 56 275

Clothing 250 10 750

Plastic products 333 259 500

Earthware 0 0 66.7

Steel 16 556

NF basic products 0 66.7

DOUBLE DEDUCTION

All firms 90 72 148 91
Clothing 0 o 50.0 76.1
Footwear 0 0 50.0 68.2
Chemicals 200 810 200 6.5

FREE TRADE ZONE
Al firms 1 08 14 55




GOVERNMENT POLICY TOWARDS INDUSTRY

TABLE T1L12 (continued)

87

Pecentage of firms whick consider measures as:

Promotion Measures quite important vy importini
umweighed  waghed  umccighed  weighed
% % % %
9. MANUFACTURING WAREHOUSE
Al firms 42 09 6.3 929
10. LOCATION ALLOWANCE
firms 16 a3 9.5 46
Textiles 9.1 83 5.5 56.1
Chemicals 0.0 8.9 0 [
Transport equipment 250 68 0 0
11 PROMOTION MISSIONS
All firms 12.7 6.5 106
Textiles 273 30.1 348
Footwear 50.0 682 0
12, DUTY FREE IMPORTS
All firms. 13.2 195 465
Food 158 237 526
Beverages 50.0 M4 216
Textiles 75 363 553
Clothing 25.0 1.0 76.1
Leather products 100.0 1000 0
Foatwear 0 0 100.0
Chemical products 0 0 410
Petraleum products 50.0 Wb 0
Plastic products. 16.7 74 7.7
Glass products 0 0 100.0
NM mineral products 167 54 88.5
Steel ] 0 790
NF basic products a o 95.7
Metal products 86 36.1 425
Electrical machinery a 0 835
13 REIMBURSEMENT OF DUTIES
All firms 143 127 323 459
Food 53 48 368 624
Beverages 50.0 8.4 50.0 216
Textiles 273 18.5 364 34.0
Footwear 0 0 100.0 100.0
Petroleum products 0 0 500 9.6
Plastic products 0 0 66.7 66.5
Glass products 0 [ 100.0 100.0
NM mineral products 167 54 333 723
NF basic products 0 0 66.7 957
Metal products 429 709 143 4.0
Machinery 16.7 243 50,0 65.5
Electrical machinery 222 140 333 487
14 {ENT INFORMATION
rms 2.7 133 10.1 109
Footwear 0 0 500 682
Plastic products 66.7 812 16.7 1.4
Metal products 429 401 286 38.5

Source: L. Hoflmann, Interim Report ..., op. cit., Table 17,
Note: For the weighed percentages gross output data were taken as weights.
TR®

ADA*

ax Rebates
Accelerated Depreciation Allowances.
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free trade zones and licensed manufacturing warehouses®® which have
aroused so much discussion over the recent years. Our findings suggest
that their importance for the ion of new i , especiall
from foreign sources, has probably been overstated in the debate. In
Malaysia not even one industry gave these incentives much weight.

I. The Federation comprised the area now called West Malaysia or Peninsular
Malaysia.

2. Federation of Malaya, Report of the Industrial Decelopment Working Party, Kuala Luro-
pur, Government Printers, 1957

30 Bank for R and Develop (IBRD), Report an the
Economic Development of Malaya, Baltimare, 1955

4. Sce the Report, pp. 378, and for a discussion T. N. Tan, ‘Import Substitution and
Structural Change in the West Malaysian Manufacturing Sector 1939 1970', University
of Malaya, Kuala Lumpur, 1973 (mimeo), pp. 3211.

5. The Table includes companies whose pioneer status has already expired.

6. It may be added that in arder to apply for pioncer status the applicants had to
complete many detailed forms. This required familianty with accounting practices and
proper investment planning which many of the smaller local entreprencurs did not pos-
sess. Furthermore, these entrepreneurs, mostly Chinese, had 1o deal with a number of
only loasely dinated Malay-d G i There were lan-
guage difficultics as well as reluctance to apply, especially during periods of political ten-
sion, as for instance during and after the 1969 racial riots

7. These shares are not shown in the table

8. Department of Statistics, Census of Marufacturing Industries-West Malaysia, 1969,

9. This 12 per cent profit rate is the average rate for the years 19636, 1t was very stable
during that time, varying by less than one percentage point.

10 10 per cent was roughly the average rate in the manufacturing sector from 1968
onwards, when capital stock data became available for the first time.

11, Ringgit is the offical denomination of the Malaysian currency, also called the
Malaysian dallar.

12. Economic Planning Unit, "Tax Incentives for Industry’, mimeo draft, Kuala Lum-
pur, December 1974,

13. To these arc added service cost of non-redundant investment minus wx gain on
non-redundant investment afier the end of the tax holiday

14, 1t could be argued that only the value added additionally created by the incentives

ould i owever, th hereis that the redundancy rate has again
to be determined beforchand. Secondly, it is more reasonable (0 balance total costs against
total value added rather than against the valuc-added increment.

15. Rescarch & Forecasts Inc. (New York), ‘A Survey of US-Investment in Southeast
Asia’, Kuala Lumpur, 1971 (mimco).

16. Under the assumption that cost and bencfits just balance over the first two years
and that the third year brings a net benefit of about half the valuc of all subsequent years
we have:

21+1)°r i F (1 - 0.069) 2 (1+7)°r
T Ll o ani Ty SO SOSH T
0452+, 3 -
h pem B oL, 27045
n=l (Len)® (140

it

where 1 is the internal rate of return afier tax, 0.45 the tax rate and 0.069 the present
value at 10 per cent of delaying the start of depreciation on cach dollar of capital expend-
iture until the end of a six-year tax holiday.

17. W. B. Reddaway in collaboration with S. J. Potter and C. T. Taylor, ‘Effects of
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UK Dircet Investment Overseas, Final Report', Survey of Current Business, various issues.

18. See L. Hoffmann, ‘Interim Report on Methodology and Results of the HEX',
Regensburg, 1974 (mimeo).

19. M. Casanegra de Jantscher, ‘Steueroasen—Pro urd Contra’, Finanzierung und
Entwicklung (Finance and Decelopment), Vol. 13, No. | (March 1976), p. 1.

20. D.S. Pearson, ‘Review of Project Processing Procedures and Palicies’, FIDA,
Kuala Lumpur, 1970 (mimeo).

21 D. Lim, Ecnomic Groweth and Davlopment in West Malaysia, 1947-1970, Kuala Lum-
pur, 1973, p. 270,

22. Sce for instance T. N. Tan, op. dit., p. 250.

23. IBRD, Report on the Economic Aspects of Melaysia, p. 111,

24. FIDA, “Tariffs: Structure for an Efficient Utilization of Resources for 19711975,
Kuala Lumpur, 1970 (mimeo).

25, FIDA, Tariffa ..., pp. 7-8.

26. J. Power, "The Structurc of Protection in West Malaysia', in The Structure of Protec.
tion in Deceloping Countries, ed. by B. Balassa and Associates, Baltmore, 1971, p. 219

27. V. K. Panchamukhi, *Eficctive Protection and Intrarcgional Trade—A Case Study
of Malaysia’, ECAFE Secrctariat, 1972 (mimeo).

28. K. A M. Arifl, ‘Protection for Manufactures in Peninsular Malaysia’, Hitotsubashi
Jewrnal of Economics, Vol. 15, No. 2 (1975), pp. 41-53.,

29. C. Edwards, ‘Protection, Profits and Policy—An Analysis of Industrialization in
Malaysia’, University of East Anglia, Norwich, July 1975 (draft report, mimeo).

30. K. von Rabenau, “Trade Policies and Industrialization in a Developing Country:

The Case of West Malaysia®, Malayan Economic Raiew, Vol. XX1, No. 1, April 1976,

31. EPU, *Effective Protection and Industrialization Policies, April 1975 (mimeo).

32. With the permission of von Rabenau, deliberate use is made in the following of the
eited paper and unpublished computer print-outs without further quotation.

33 Department of Statistics, Monihly Statistics of External Trade, Pesinsular Moalaysia,
March 1973, Kuala Lumpur.

34. On the problem of tariff averaging see K. von Rabenau, ‘Empirical Problems of
Effective Rates of Protection: An Evaluation of Past Experience’, The Palustan D
Ressw, Vol XIV, No, 2, Summer 1975, pp. 162-3.

35. Power, op. it p. 212. Unfortunately, Power did not describe the averaging proce-
dure used for the calculation of industry tari

36. The second rate is the Commonwealth preferential rate.

37. Malayan Trade Classification and Federation of Malaya Customs Tariff—effective
| January 1962

8. Malaysia Trade Classification and Customs Tariff, 19%66—cffective | November
1966,

9. Caleulated from Table 9.5 of Power's study using 1963 output data as weights and
excluding commaodities listed under exports

40. Sce U. Hiemenz and K. von Rabenau, Effeltice Protektion, Tubingen: Mohr und
Siebeck, 1973, p. 163, This rate includes tariffs on mining products,

41. See Balassa and Assodiates, op. cit., pp. 123, 162, 195, 249, 279. It should be noted
that the above-stated rates are adjusted neither for redundancy nor overvaluation of cur-
rency

42 The HEX revealed that 30.1 per cent of the surveyed companies are forced 1o sell
their products on forcign markets cheaper than on the domestic market. L. Hoffmann,
“Interim Report on Methodology and Results of the HEX', op. it., Table 20.

43. An underlying assumption here is that input cost structures of domestic and for-
cign sales are approximately cqual. This should be ensured if the first two conditions are
fulfilled.

#. The Treasury of Malaysia, ‘Sales Tax in Malaysia’, Kuala Lumpur, 1972, pp. 4, 6.

45, Malaysian excises are predominantly specific taxes. They were transformed into ad
salorem taxes on the basis of c.i.f. import unit values and averaged by the use of domestic
sales weights.
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46. Panchamukhi, op, cit.

47. See The Treasury of Malaysia, ‘Economic Report 1974-75, Kuala Lumpur,
November 1974.

& section is considered 0 spell out the methodology in thix study. For
introduction to the theory of effective protection see W. M. Corden, “The Struc-

rifl System and the Effective Protective Rate', Joursal of Political Econsmy, Vol
74, June 1966, pp. 221-37, and W. Ethicr, ‘General Equilibrium Theory and the Con-
cept of Effective Protection’, in H. G. Grubel and H.G. Johnson (eds.), &ffective Tariff
Protectin, Geneva, 1971, pp. 1743, The empirical problems are more explicitly dealt
with in Kurt von Rabenau, ‘Empirical Problems of Effective Rates of Protection’, op. cit

49 For a detailed description and discussion of the formula see von Rabenau, 'Empiri-
cal Problems of Effective Rates of Protection”

50. Only the traded inputs in the non-traded inputs ofj are considered

51. Corden, op. cit.

52. Often tariffs on raw materials have to be paid first and are reimbursed later. This
information was given by officials of FIDA and the Treasury. However, according to the
HEX, & number of exporters are complaining about import duties on imported raw ma-
terials. [t may be that they find the application procedure 100 cumbersome or the re-
imbursement tog slow

3. The corresponding industries are marked with a W in Table 11111

. This information was provided by FIDA

55 It is 10 be noted that anifl exemptions o the reimbursement of import dutics
increase the ERP3 for all benefiting industries, irrespective of whether they are import.
substituting or export-oriented industries.

96 Tt should be noted that the export duty on tin is actually imposed on tin ore, As
oaly about | per cent of the tin ore production is exported, this duty was treated as an
export duty on smelted tin

97. G. Shepherd, “Industrial Growth During the First and Second Malaysian Plans',
IBRD, 1975 (mimeo, draft), p. 29.

58. Edwards, op. cit, p. 93. Edwards justifies this statement by pointing to the low
transport costs within Malaysia and the alleged practice of the government of imposing
taniffs until the domestic manufacturer supplics the whole of the domestic market. The
latter could be misunderstood. More correctly anc should say that the government rarely
repealed a taril, irrespective of the market share of domestic producers. The first argu-
ment implicitly assumes linear homogencous production functions, a hypothesis which is
refuted by our caleulations preserited in the next chapter. It further assumes camplete
h d

of imported and d p goods, which is obviously quite

unrealistic

59. Power, ap. cit, p. 218,

60. Anll, op. cit., p. 45

6l Lim, Econome Grouth and Decelopment in West Melaysia, p. 225 Kasper, op. cit, p
7

2
62. It should be nuted that the HEX tables arc on a higher aggregation level than the
ERP data discussed in the previous section. See also pp. 78-9, ubove,

63. To encourage the processing of domestic raw materials, including agricultural
produce, the government provides for an additional one year tax relicf or an additional
investment tax credit of 5 per cent for companics achieving the specified local content of
at least 50 per cent. For this purpose certain products based on the utilization ohdomes.
tic raw materials have been gazetted as *priority’ products.

O According to the export allowance the following amount is deductible for income
X purposes

Value of exports in assexsment year - Average export of three preceding
yean

x MS0.20

Gross sales in assessment year

65. A variation of the Frec Trade Zone is the provision of Licensed Manufacturing
h h whally for export, but not located within Free

W
. by es p B
Trade Zone Areas, can still enjoy all the facilitics accorded to factories in Free Trade Zones




IV The Anatomy of Manufacturing
in the Early 1970s’

IT has been shown in the previous chapters that manufacturing grew
rapidly during the 1960s and that the government used a number of
policy instruments with varying emphasis to foster this growth.
Whereas industrialization was | in the beginning in order to
reduce the lopsided structure of the cconomy through diversification, in
the later years, the government placed much more weight on employ-
ment creation and on the restructuring of socicty towards a more cqual
participation of all ethnic groups in the modern, non-agricultural sec-
tor of the cconomy.

When manufacturing growth began to spread to a larger variety of
industrics, this meant of necessity some substitution of previously
tmported commodities. But it is to be expected that the gradual policy
shift from using mainly tax incentives as promotional devices to more
protective practices has led o an acceleration of import
which, in some cases, may have exceeded what appears reasonable from
a static efficiency point of view. We will come back to this question in
the next cl

pter. However, onc point is clear. In a country with a
small domestic market, such as Malaysia, import substitution can be
a means of growth for only a short period. When the possibilities for
further import itution are exhausted, the facturing growth
rate cannot exceed that of domestic demand for such commodities,
unless it is sustained by export expansion. Assume a real GDP growth
rate of about 5 per cent, as was actually achicved in Malaysia during
the 1960s, and an income elasticity for manufactures of, let us say, 1.5,
then growth without export expansion is limited to an annual rate of
about 7.5 per cent in the long run. With a 3 per cent population
growth, s neither a sufficient contribution of the cconomy’s most
dynamic sector to the i Il-being of the lation nor can it
help very much to achieve the policy objectives. As roughly half the
manufacturing growth is usually due to increases in labour productiv-
ity, manufacturing employment would grow by litle more than the
population growth rate. Employment in the manufacturing scctor is
still small in absolute terms and such a low growth rate would there-
fore hardly contribute to a reduction of unemployment. It also leaves
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no room for giving those groups of the population, until now predom-
inantly engaged in the traditional sector, a chance for greater partici-
pation in the modern sector, as postulated by the government.

Apparently, the government began to realize this problem towards
the end of the 1960s. In the Second Malaysia Plan the government for
the first time expressed its i to the and
active promotion of manufactured exports and the dnmesuc production
contributing to it. In the light of this interdependent set of policy objec-
tives, i.c. growth, employment creation, restructuring of society, and
export expansion, we will examine the anatomy of the manufacturing
sector as it emerged from the 1960s.

I. SCALE ECONOMIES

Established theorems of the theory of international trade state that,
with constant or decreasing returns to scale, a country’s optimal pat-
tern of production and trade is determined by its factor endowment.
Given certain domestic and foreign demand conditions, the ranking of
industries ding to their factor intensities indi the p
a country should produce under a free trade régime. With increasing
returns to scale, this conclusion is not valid any more, as Matthews?

first demonstrated. Cost reductions through scale cconomies can swamp
a country's initial disadvantage in the production of certain com-
moditics. Many different industry rankings and consequently multiple

cquilibria with widely differing patterns of production and trade are
possible. The actual pattern is principally indeterminate and depends
basically on historical accidents which can originate from or at least be
influenced by policy measures. Hence, the knowledge of whether and in
which industries scale economies exist becomes of paramount impor-
tance for policy makers.

In this sccuun we prcscn( and discuss estimates of scale elasticitics
for M s g industrics. The esti were under-
taken in order to see whclhcr Malaysia may opt between alternative
industrialization patterns, without recourse to a continuation and, even-
tually, further acceleration of trade restrictions. In some ways, scale
cconomics are of greater strategic significance for small countries than

for large ones. Limited resources and a small domestic market make a
gn trade than a large one. How-
ever, if certain lines of production are governed by scale economies, a
small country has cither to abstain from the production of those com-
modities, or it has to develop a substantial export drive in order to real-
ize the scale economies. The estimates presented may be considered
quite reliable. They arc based on establishment data for fairly
homogencous industries and, therefore, avoid most of the usual short-
comings resulting from aggregation.

small country more dependent on forei

A THE DATA

The data underlying the statistics presented below were collected by
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the Malaysian Department of Statistics for its 1970 Survey of Manufac-
turing Industries, West Malaysia. Of the 3,192 companies surveyed,®
about 2,750 were included in the evaluation. The rest belonged to small
industrics for  which calculations scemed meaningless from a
methodological point of view. For reasons of confidentiality, the basic cal-
culations were done by the Department of Statistics with the assistance
of the authors.
The information evaluated covers gross value of output, cost of
ial d, full-time empl value of fixed assets, and
salary and wage payments.* The data were taken as supplied by the
respondents. This of course involves some errors. However, because of
the size of the sample, it can be expected that most errors cancel out
and that the basic trends are not obscured. The only exception is prob-
ably the data on fixed assets since depreciation mostly does not cor-
rectly reflect the wear and tear of equipment. As long as all companies
overstate depreciation and therefore understate the value of their assets
by more or less the same percentage, this does not distort our analysis.®
I'he basic ical p s, like the ffici of ion and
correlation, would remain unaffected. Only the absolute values would
be biased downwards, a fact that should be kept in mind if the sample
staustics are compared with data from other sources.

B THE ESTIMATION PROCEDURE

Usually, the proper estimation of scale cconomies suffers from data
insufficiencics. Where only time series arc available, changes in capital
utilization over time and technical progress obscure the scale cffect. In
the absence of establishment data, cross-section estimates have to rely
on regionally disaggregated industry data. In this case, there may not
be cnough regions to provide statistically significant estimates, or the
¢ ity position of the industries may differ ically be-
tween regions. The c i i from blist data dis-
cussed here avoid these shortcomings as they are based on sufficient
numbers of observations and the low level of aggregation guarantees a
fairly homogencous product mix within cach industry.

Two different estimation procedures were employed. The first starts
from the familiar Cobb-Douglas production function and obtains the
scale clasticity (v) as the sum of the output clasticities of labour ()
and capital (§):

(1) v=a+B
where @ and B are estimated from:
(2) ImV=y+alnL+finC®

The second approach starts from the non-lincar homogencous CES-

production function. The scale clasticity is estimated directly from the
following equation:
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8) | 3
o
which is obtained through a linearization of the logarithmic form of the

CES-function.”

GN INVESTMENT

(3) mv= 1..7+u|n1_+u6|n’-' ""b!“

C. THE ESTIMATED ELASTICITIES
The two approaches produce in our sample remarkably similar esti-
mulrs of the scale elasticity. Thi Sukgcs(s on the one hand that the
d clasticities can be idered as fairly reliable, and on the
ulhcr that equation (2) is for most industries a sufficient description of
the relationship between primary factors and value added.
Tables IV.la, b, and ¢ show the scale elasticities for industries with
increasing, constant, and decreasing returns to scale respectively. The
supported by the following regression

close similarity of the estimates

which was calculated for the two columns of Tables IV.1a, b, and c:
() YRMENTA = —0.0489 + 1.0348 YeDF
~0.1346) (0.9514 2 =092
0.0368)\ 1.1182

The constant term in (4) is close to zero and the gradient not
significantly different from 1.2 The two series of scale elasticities can
therefore be considered as equivalent.

From the tables it is immediately clear th

t the majority of manufac-
turing industries in Malaysia operates under increasing returns to scale.
The common proposition of traditional trade theory that constant or
decreasing rewurns to scale are the rule cannot apparently be accepted
for Mala Thirty-one out of the 55 industries show increasing
returns, only 6 can be considered as having constant returns, while the
few cases
where the classification according to these three categories is ambig
ous, because one elasticity value is larger while the other is sma]lcr
than onc. However, this does not affect the general impression that
increasing returns are more common than constant or decreasing
returns.

remaining 18 operate under decreasing returns. There are

D. SCALE ELASTICITY AND E SHMENT SIZE

A well-known hypothesis states that increasing returns appear pre-
tly in big companies which can establish a more efficient divi
all companies.*® This argument

domi

sion and organization of labour than s
has led to the quite common proposition that scale economics typically
occur in industries where the average size of the establishments is large.
The general validity of this proposition is, however, dubious. First, it is

obvious that what is a large establishment in one industry need not be
a large one in another. 1 a large textile company is compared with a
small oil refinery, the first may be found to realize scale economics
while the sccond does not, though the textile company is absolutely
smaller than the refinery. Second, measuring size in terms of average
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TABLE I1V.la
INDUSTRIES WITH INCREASING RETURNS TO SCALE, 1970

No.  MLC. Industry YeoF  VEMENTA
4191 Soaps, washing & cleaning compounds 1494 Lase
7 3055 Large rice mills 1339 1346
5 3140 Soft drinks & carbonated beverages 1321 1310
31 4111/2/3  Compressed liquefied gases,
industrial chemicals & fertilizers 1.314 1.273
+ 30219 Dairy products 1280 1207
35 4192 Medicinal & pharmaceutical products 1.256 1.253
50 4739/99 Radio communications, clectrical
cquipment manufacturing & repairs 1225 L1s7
" 3098 Prepared animal feeds 1213 1212
2 uz Rubber smokehouses off-cstates 1193 14
47 4569 Other stamped, pressed, coated &
miscellancous metal products L6l 1159
43 4520 Architectural metal products L161 1160
% 3613 Metal household fumniture 1152 1183
6 3200 Tobacco products 1145 1060
10 3080 Cocoa, chocolate & confectionery 1143 1144
39 4350 Cement & concrete products 1141 1147
i M Perfumes, cosmetics & toiletries L 1.000
2 300 Printing, publishing & allied
industries Lo 1LOM
38 4330 Potiery, china & earthenware 1.103 0.844
52 483172 Motor vehicle bodies & assembling 1.088 1.038
i3 4130 Paints, varnishes and lacquers 1.082 1.084
H 61 Hiscuit manufactunng 1.079 1101
4630 General engincering & machinery
repairs 1.069 1.082
27 Paper boxes, bags and containers 1.064 1.062
1 Brass, copper, pewter &
aluminium products 1058 1.063
17 3300 Textile manufacturing 1.055 1.059
25 3611 Houschold furniture of wood or
unstated materials 105 1051
2 351 Sawnulls 1.052 1.061
45 4561 Tin cans & metal boxes L0488 1043
3 1331 Crude coconut oil mills off-estates 1.046 1.050
- 4530 Wire and wire products 1.029 1145
42 4510 Fabricated structural shapes 1021 1022

Sowrce. Department of Statistics, Kuala Lumpur, Swrey of Manfacturing Indwstries, 1970,

TABLE IV.lb
INDUSTRIES WITH CONSTANT RETURNS TO SCALE, 1970

Neo  MLC. Industry YCDF VKMENTA
W 463 Industrial machinery and parts 1.006 1.008
2 e Vegetable and animal oils and fats 1005 1005
6 3054 Sago & tapioca 1002 1.009
10 w1029 Primary iron & steel milling &
steel shapes 0992 Lo11l
12 3096 Caffee factorics 0.978 Lo1o

2 3512 Plywood & particle board mills 0.934 1.163




96  INDUSTRIAL GROWTH, EMPLOYMENT, FOREIGN INVESTMENT

TABLE IV.lc
INDUSTRIES WITH DECREASING RETURNS TO SCALE, 1970

No. MLC Industry YCDF YKMENTA
9 3062 Bakery products 0.967 0.966
5 485172 Manufacture & assembly of bicycles,
trishaws, parts & accessories 0.943 0.888
30 4010/90 Rubber products 0911 0.888
37 4310 Structural clay products 0.900 0902
55 4940 Plastic products 0.887 0.893
5 3032 Pickles & sauces 0.869 0867
18 3411 Footwear, other than rubber & wooden 0869 0.876
51 481172 Shipbuilding, boatbuilding & repairs 0853 0.894
[ TPITE} Rubber remilling & latex processing
off-estates 0.843 0.840
19 3432 Clothing factories 0816 0.806
41 “21 Tron foundnes 0.809 0795
24 3531 Wooden boxes, cases & crates 0.762 0611
53 4834 Motor vehicle parts & accessories 0709 0.709
23 3513 Planing mills, window & door
mills, joinery works 0.637 0.636
28 3729 Articles of paper n.c.c. 0611 0.640
20 3419/40 Miscellancous wearing apparel and
made-up textiles 0.580 0,575
13 3097 Ice factonies 0423 0411
" 3091 Mechoon, noodles & related products 0.300 0.037

Source: As per Table IV la.

output or employment makes the mcasure dependent on the degree of
capital utilization, a problem of particular relevance in developing
countries. Third, there is the more technical aspect that the establish-
ments included in the sample of an industry may not cover that output
range in which the (technically possible) scale economics materialize.
More reasons could be brought forward. However those mentioned
may suffice to justify a test of the proposition. A first rough inspection
of the data indeed gives the impression that large and medium-sized
blish are more frequently d among the industri
with increasing rather than among those with decreasing returns. This
impression is supported by a serial correlation over the fifty-five indus-
tries between size—mecasured by an industry’s average value added—
and scale clasticity which produces a significantly positive Spearman
correlation coefficient of 0.50."* For Malaysia, it seems, therefore, to be
generally true that scale cconomies are realized mainly in industries
where the establish are on average sufficiently large.

E. CAPITAL INTENSITY AS A DETERMINING FACTOR

If the result obtained in the previous paragraph is accepted, the
question arises whether the coincidence of scale economies and big
establishments also means that scale economies appear mainly in
capital-i ive industries. Orthodox ic theory does not provide
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a cogent argument in favour of this proposition. But from empirical
cvidence it is well-known that size and capital intensity are frequently
positively correlated. If this is so in our case, the industries with
increasing returns to scale should also be rather capital intensive.

In order to test this hypothesis one has first to decide on an appro-
priate measure of capital intensity. Recent theoretical and empirical
work leads ta the conclusion that the simple capital-labour ratio
obtained by relating the total value of capital to the total number of
employees or man hours is, for certain purposes, an inadequate indi-
cator as it neglects the human capital. If we relate scale cconomies—
as Chamberlin does—to the degree of labour division and organiza-
ton we probably can expect that scale economies are correlated with
skills. Industries with high e cconomics should therefore rank
higher in terms of capital intensity if human capital is included—as in
the Lary-measure—than if it is not.

i. Three Measures. These considerations suggest alternat
different indi The first indi is the diti ca|
ratio:

5 € Value of fixed assets
L 7 Number of paid full-time employees

I'he second is the Lary-measure which, according to Lary'? incorpo-
rates human capital:
6 ¥ - Value added

L Number of paid full-time employees

I'he relationship between (5) and (6) is casy to establish by writing (6)
as

Apparently, the two measures will rank equally only if the capital pro-
ductivity ¥/C is constant over time or is invariable between industries
and can therefore be considered as a mere scale factor.

The Lary-measure may be interpreted in the following way. Given
& certain state of technology, the capital productivity can differ between
establishments for two reasons. Either the other factor, labour, varies in
quantity or it varics in quality. The first would principally affect V/L
only marginally, as a rise of ¥/C due to an increase in L is checked by
« decrease of /L. There remain thercfore differences in the quality of
labour which do not affect C/L, but ¥/¢.13

A third measure may be constructed, following a recent suggestion
by Morawetz.'* He proposes a capital-labour ratio in which the various
categorics of capital and labour are weighed with accounting prices. As
our data do not permit a disaggregation of labour and capital as pos-
tulated by Morawetz, we can only consider accounting prices for cach
factor as a whole. Without entering into extensive discussion on
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accounting prices, we will for the moment consider only the classical
proposal that accounting prices should be determined according to
allocative efficiency. This means that, in general, the accounting prices
should equal the factors’ marginal productivities. With this rule, capital
intensity may be calculated as the ratio of the output clasticities of capi-
tal and labour which in tumn are derived from production functions:$

&=L

(9) ranks an industry higher than 13) whcntver the mdusm, in quts-
tion uses capital with a rel ly high y and
labour with low marginal productivity. (9) reflects, |hcrcfurc the indus-
tries’ specific relative scarcities of labour and capital.

ii. Companson of the Measures. Table IV 2 shows the capital intensities
according to the three measures for the 55 industries of Table V.1
Though we are primarily interested in the relationship between scale
cconomics and capital intensity, we may first go briefly over the differ-
ent rankings of ind foll the three A quick look at
the table reveals immediately that the rankings differ substantially.
However, all three rankings are positively correlated with one another,
though the correlations between fja and C/L and between fla and
V/L are very low and statistically insignificant. If one assumes that a
factor's marginal productivity varies positively with its quality, one
could expect a higher correlation between Bja and V/L rather than be-

TABLE 1V.2
CAPITAL INTENSITY BY INDUSTRY, 1970

No. MIC Industry CIL ViL A=fla
3 s Compressed, liquefied gases,

chemicals and fertilizers 45862 223095 006
92 48312 Motor vehicle bodies assem-

bling 1686508 38746 0.0636
40 441029 Primary iron & steel milling

& steel basic shapes 342937 117412 035518
13 3007 lee factonics 184564 82230 0318

43021729 Dairy products 163718 19319 07146

32 4121/29  Vegetable & animal oils & fas 133408 39873 02146
% 473999  Radio communications, electr-

cal industrial mftgs. & re-

pains 128497 65591 0.0494
33 4130 Paints, varnishes & lacquers 11379 166819 15888
39 4350 Cement & conerete pmdutu 103078 86085  0.2343
36 4194 Perfumes, cosmetics &

toiletries 101300 257005 11263
S 4812 Miig & assembly of bicycles,

trishaws & parts 100376 7BOGH  0.8537
31 4812 Shipbuilding, boatbuilding &

repains 100040 50632 03739
4w Soaps, washing & cleansing

compounds 91715 268833 02137
38 4330 Pottery, china & carthenware 90112 553576 00536

16 3200 Tobacco products. 90066 215126 0.3697
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TABLE 1V.2 (continucd)

No. MLC Industry ciL VIL  K=fla
27 321 Plpzr boxes, bags & containers  8.2757 64019  0.37%
2 4510 Fabricated structural shapes 80407 63461 02298
n 312 Plywood & particle board mills 73384 32516 -0.0504
45 4561 Tin cans & metal boxes 70713 58639 05295
7 w055 Large riee mills 70157 80766  0.1907
1 3098 Prepared animal feeds 65185 100199  -0.1300
4530 Wire & wire products 64656 52822 04834
17 3300 Textiles 61480 33768 03101
15 3140 Soft drin.h & carbonated
beverag 58454 B5071 03473
47 4%69 Sump(d e
misc. metal products 55568 53080  0.1723
30 4010/%  Rubber products 5494 60746 0.0275
313 Crude coconut oil mills off-
estates 50842 90200 02049
29 3800 Printing, publishing & allicd
industrics 48824 6622 02015
55 4940 Plastic products 47662 33957 0435
46 4563 Brass, copper, pewter &
aluminium products 45M2 54129 01349
10 3080 Cocoa, chocolate & confec-
tionery 43797 47018 02735
2% 3613 Metal household furniture 43783 44826 0.1850
37 4310 Structural clay products 42565 32243 02094
I 1121/23 Rubber remilling & latex
processing ofl-catates 37490 103145 04397
53 483 Maotor vehicle parts &
accessorics 37381 30627 04692
21 3511 Sawmills 37239 53587 0.361
3 49 Medicinal & pharmaceutical
products 35231 98102 02399
2 un Rubber smokehouses off-estates 30770 50341 0.2006
43 452 Architectural metal products 20489 600 03220
12 309% Coffee products 2737 4392  0.04%0
20 343940 Miscellancous wearing apparel
& made-up textiles 26729 16669 0.5971
7 3513 Planing mills, window & door
mills & joineries 26374 25%4 00288
5 3032 Pickles & sauces 26116 42613 0.0%5
8 3061 Biscuit manufacturing 24388 30461 01735
8 3729 Articles of paper n.c.c. 23520 26606 03368
9 3062 Bakery products 23392 3213 02008
18 3411 Footwear, other than rubber
& wooden 2.2442 3.0466 0.3349
6 3054 Sago & tapioca 213% 47689 0.0829
19 4630 General engincering &
machinery repairs 17971 47362 01862
o301 Mechoon, noodles & related
products 16385 2395 02018
25 3611 Household furniture of wood
or unstated material 16032 3419 02875
18 4623 Industrial machinery & parts 15117 38147 0.1063
4 M2 Iron foundries 13810 30626 03897
24 3531 Wooden bmn, cases & erates 13493 26360 0.0460
19 3432 Clothing factoris 08772 23621 06237

Source: As per Table V. la.
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tween /e and C/L. Though such a difference can in fact be observed, it
is istically insignifi The S lation cocfficient is in
the first case 0.14 and in the second 0.12 (Table 1V.3).

Assuming, as usually, a falling marginal productivity curve for capi-
tal, it may be said that a very low marginal productivity occurs when
capital has been employed very extensively. A high marginal productiv-
ity of labour, on the other hand, may under a corresponding assump-
tion reflect a rather low cmployment of labour® and/or the employ-
ment of highly skilled labour. If the fet-ratio is very low compared
to the C/L-ratio, it is quitc unlikely that this can be explained entirely
by the employment of highly skilled labour. In most cases the employ-
ment of wo little labour on too much capital will be responsible for
part of the rank difference between a low K-coefficient and a high
C/L-ratio."?

This will definitely be the case if other indicators do not confirm that
the industry in question is skill intensive. Following Lary, an indicator
for skill intensity could be the wage rate. Our data show combinations
of a high capital-labour ratio, a low K-coefficicnt and a low wage rate
in the industrics producing cement and concrete products (4350),
pottery, china and carthenware products (4330), vegetable and ani-
mal oils and fats (4121/29), and ice (3097).® One may suspect there-
fore, that the aforementioned industries employ too litte labour com-
pared to their capital input.

It is interesting to note that deviations in the other direction—a low
rank according 1o the (/L-ratio and a high rank according to the
K-coeflicient—are both less extreme and less frequent. One of the few
examples of this kind is the miscellancous wearing-apparel producing
industry (3439/40). It therefore appears legitimate to conclude that the
employment of too much labour on the given capital occurs less fre-
quently than the alternative case.

iii. Scale Economies and Capital Intensity. Turning now to the relation-
ship between scale cconomies and capital intensity, it can_be inferred
from Table 1V 3 that industries with increasing returns to scale tend to

be capital intensive whereas industries with decreasing returns are
more labour intensive. This is particularly true if capital includes
human capital. The correlation between the scale clasticity and the
capital intensity is higher for the Lary-measure (r, = 0.64) than for
C/L (ry = 0.42).

It cconomics of scale are positively correlated with capital intensity
on the one hand and with firm size on the other, it follows that, on
average, big companies should be more capital intensive than small
ones. Table IV.3 shows that there is in fact a positive rank corr
between size and capital intensity. Here again the correlation is higher
with the Lary-measure than with the capital-labour ratio.

Summing up, it can be said that, according to our estimates, the
majority of West Malaysi
increa;

's manufacturing industries operates under

g returns to scale. The country's comparative advantage in
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manufacturing produrtion and trade is therefore not rigidly determined,
but may be modelled by a carcfully designed policy according to the
national objectives. This frecdom of choice has, however, its price. The
scale cconomies can be realized only with relatively big and capital-
intensive cstablishments. This contains the dangers of oligopolistic
market structure and low empl y ion capacity, wh an
industry confines itself to the domestic market. Neither danger should
be underrated. Unemployment is already onc of Malaysia’s major
socio-cconomic problems and oligopolistic supply tends to aggravate
other similarly undesirable problems like uncven income distribution,
high-costproduction, and political influence of powerful economic
interest groups, including foreign ones.

2. FACTOR SUBSTITUTION

We may now turn to a parameter which is important for an evaluation
of the impact of industrial growth on employment and income distribu-

tion, the clasticity of substitution. Though the estimation of substituti
clasticitics has become a kind of standard routine in many empirical
studies, it still poses substanti hodological problems, We do not

intend to discuss these problems here, as this has been done extensively in
the literature.' It may only be mentioned that our estimates which have
been made on a fairly disaggregated level are likely to have a low aggrega-
tion bias. As small-scale establishments are not included in our sample the
mis-specification bias should also not be too large.

The impact of the substitution elasticity (g) upon the factor composition
and the factor shares is well-known. Nevertheless, two problems
may be spelt out bricfly. In the process of growth with technical prog-
ress the labour absarption depends crucially on the substitution elastic-
ity.? In the case of 0 =1 neither labour- nor capital-augmenting
technical progress affects the labour intensity.2 However, if 0> 1, a
labour-augmenting progress increases the labour intensity and conse-
quently the demand for labour while a capital-augmenting progress
reduces the labour absorption. The reverse holds for 0 <1.

The second problem relates to the question whether the substitution
clasticity provides a reliable measure of the change in income distribu-
tion due to factor price changes. It is argued below that estimated clas-
ticities can be quite reliable in this respect, provided the proper cstima-
tion procedure has been chosen. They do not necessarily depend on
specific ions of the inal productivity theory of distribution,
though the literature seems to convey this impression.

A. THE ESTIMATION PROCEDURE

Four altemative approaches were applied. The first has been used
most frequently in the literature because it requires the least amount of
information. The estimation equation as developed by Arrow, Chenery,
Minhas and Solow?? is:




MANUFACTURING IN THE EARLY 1970s 103

(10) In(%)=n0nl.n(%)
The second cquation is a modified version of the one developed by
Diwan: 3

C)\ - W
(1) l"(f) =b+oln (T)
The third is derived from the VES-function as stated by Lu and
Fletscher:4

(12) ln(T")-udln(L)uln(f)

The fourth, finally, is equation (3) given above.

While in (10) and (11) the elasticity is csumau:d directly, for (12)
and (3) it has to be calculated from the esti p 2$ In the
latter case the problem arises that minor estimation crrors of the para-
meters may add up to a substantial error in the clasticity.2¢ Another
problem with (12) is that the two independent variables are those
which are regressed on one another in (11). If (11) produces a good fit,
the parameters of (12) must be unreliable because of intercorrelation
between the independ iables. Finally, idering (11) and (12)
as cquivalent rests on the implicit assumption—inherent in our
transformation—that the capital productivity is constant. This follows
from the simple tautology in (7) above. If this assumption does not
hold, (11) will have a downward or upward bias depending on whether
the capital productivity (V/C) increases or decreases.

For the same reasons it is only equation (10) that estimates a
@ which correctly indicates distribution dmngcs duc to l'auor price

changes—whether we call this a icity or
not. This is again easily d d by a simple tautology:

w
i w-L

L

or in growth rates:
VoWV
M p~i-r

Apparently, the wage share in value added does not change if the
labour productivity growth cquals the growth of the wage rate and
lhcr:furt 0 = 1. If the estimated clasticity turns out to be greater than
1, the wage sharc in value added must increase, while it decreases if
a is smaller than 1. The 0 estimated with (11) does not permit this

pretation, as an exp of tautology (13) shows:
3
15) 5=

RIS
=l
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or in growth rates:

For an analysis of the distributional impact of factor price changes we
would have to assume again that the capital productivity is constant or
we would have to correct the estimated o according to the observed

changes in capital productivity.
In conclusion it may be said that (10) probably produces quite
bl t 1 bl are to be ana-

of ¢, if distributi T
lysed. The problems of collinearity posed by the other approaches are
compounded by the fact that capital stock data are usually quite shaky
and, most likely, even less reliable in developing countries where valua-

tion and depreciation practices are frequently rather haphazard.

B. THE ESTIMATED SUBSTITUTION ELASTICITIES

The estimated values of the substitution clasticity are reproduced in
Table IV.4, In view of the above-mentioned short-comings of the esti-
mation procedures it is amazing that—apart from the Kmenta-
approach—ithe alternative estimates do not produce substantially differ-
ent results. The values obtained with equations (10) and (12) are
remarkably similar. There are only few cases where these two estimates
contradict cach other with regard to the question whether the clasticity
is greater or smaller than one.

Of the 55 industries, the majority 35 can be said to have an clasticity
of less than 1, for 17 the clasticity is greater than | and only for 3 is it
approximately equal o 1.37 The impression that low substitation elas-

ticities are more common in Malaysia's manul: g than
high ones is reinforced by the foll ing considerations. Equation (10)
has been derived from a linear homogencous production function. It is

implicitly assumed that productivity increases due to wage increases
result only from the substitution process and not from a realization of
scale cconomies. If scale cconomies are present this assumption is not
valid and the estimated clasticity is biased upwards. As about hall of
the industries with substitution elasticities of greater than | operate
under increasing returns to scale, it appears likely that the number of
industries with a substitution elasti

ty of less than 1 is even greater,

It was mentioned above that the estimation cquations have been
derived under the assumption that the reward of a factor equals its
marginal productivity. If this assumption does not hold, the substitu-
tion elasticity is biased again. From the estimation equations (10) and
(1) it is immediately clear that the estimated clasticities are biased
upwards if the wage is lower than its marginal productivity, and down-
wards if the reverse is true.

For Mala it can be shown that the wage is generally lower than
the marginal productivity**—particularly in industries with increasing
returns to scale—and that the estimated substitution elasticities are
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therefore biased upwards. This confirms the impression that the num-
ber of industries with an clasticity of less than | could even be greater.
These qualifications seem to be correct from a theoretical point of
view. Of more practical importance is, however, the question whether
the labour productivity (or capital intensity) increases at all to the
measured extent and thereby reduces the labour absorption per unit of
output (or capital). A politician may also be concerned about certain
distributional changes that result from the wage mcrcasc. For all this,

the elasticity as d by (10)—without any q ion—is of
interest.

We may summarize our findings as follows. The rather low substitu-
tion el in Mal 's [E ing industrics suggest that in

most industries wage i would not y affect emp
A caveat has, however, to be added immediately. Our statement is
v

alid only for a given point of time and for a given range of tech-
nologies available at that ume. It is qunc possible that wage increases
have some impact on the impl

of productivity-raising tech-
nologics. In time, the trade-off between wages and employment may
therefore be higher. In view of the clasuc supply of capital in Malaysia,
itis ble that labour. ical progress is more fre-
quently encountered than capital-augmenting progress. In this respect
Malaysia would be at variance with what is generally assumed for
developing countrics. If this hypothesis is correct, the low clasticity of
substitution in most industries would mean that the technical progress
reduces the labour intensity and consequently the demand for labour.
This would point to another trade-off between technical progress and
employment. As far as the income distribution between labour and cap-
ital is concerned it scems that wage increases do not in most industries
induce substitution of labour by capital to such an extent that the wage
share is reduced. Apart from other factors which may influence the
wage share, the limited substitution activity is more likely to act in
favour of an increasing wage share.

SUBSTITUTION ELASTICITY, CAPITAL INTENSITY,

AND ESTABLISHMENT SIZE

From time series data which are not reproduced here, one can
observe for practically all industries in Malaysia an increase of capital
intensity and average establishment size over time. This raises the
question whether the substitution elasticity is likely to increase or de-
crease with increasing capital intensity and establishment size, If it in-
creases, the rise in capital intensity and establishment size over time

will probably accelerate. This would reduce the employment creation
and add to the development of oligopolistic market structures. A rising
substitution clasticity also would make it more difficult to increase the
share of labour income.

i. Rising Capital Intensity and Substitution. With regard to the relation-
ship between capital intensity and substitution elasticity, the following
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two tests may be conducted. The first measures the correlation between
an industry’s average capital intensity and its substitution elasticity.
The second starts from the elasticity formula for the VES-function. As
has been pointed out by Fleck, Finkbeiner, and Casutt,?® the VES sub-
asticity decreases if the sum of the estimated parameters 4

stitution ¢
and ¢ is greater than | and increases if it is smaller than 1.

Both tests show in our case that the substitution clasticity increases
with rising capital intensity. In the first test we found a positive serial
correlation  between  capital intensity and  substitution clasticity.
Measuring capital intensity according to (6), ry is at 0.33 significantly
different from zero. As for the second we found, among the 45
industries with a statistically significant VES estimate, 32 where the
substitution clasticity increases with rising capital intensity. The clastic-
ity remains constant in one industry and decreases in only 12

It is remarkable that all except three of the 32 lndu\lnt\ with
increasing substitution elasticity have an clasticity value of less than 1.
In case of the CES estimate with equation (10) they are the metal
boxes, rubber products, and steel industry (4561, 4010/4090 and 4410/
4429). One can therefore expect that with rising capital intensity the
number of industries with substitution elasticities of greater than | will

increase at the expense of those with ¢ cities of less than

may conclude that, with rising wages, the employment possibil
well as the chances for a higher share of labour income would worsen.

Substitution and
tion elastici

stablishment Size. 1f capital intensity and substitu-
correlated it
has been said above that a positive correlation must also exist between

an be concluded from what

are positively

cst. bstituti

nt size and n elasticity. Indeed, the serial corre-
lation cocfficient with 0.42 is significantly different from zero, if size is
measured by average value added. On’ average one would thercfore
expect that the substitution possibilities are greater in big establish-
ments than in small ones,

This conclusion as well as the one concerning the relationship be-
tween capital intensity and substitution elasticity should, however, be
tempered with some reservations. The calculations discussed above
showed that on the one hand capital intensity and establishment size
ith the scale clasticity and, on the other, the
iases the estimated substitution elasticity upwards if it
is greater than 1 and downwards if it is smaller than 1. We can there-
fore not exclude the possibility that the correlations found in the last
two sections are mainly duc to the bias in the substitution elasticities.

Another conclusion follows immediately from our results. Industrics
wherein the substitution elasticity rises with increasing capital intensity
will on average have ralhrr ‘m.lll or medium- sllrd :smbhshmcms
since they have the cha ically low substi icities of this
type of industrics. Indeed, of the 32 industries mentioned above there
arc only five where the establishment size is larger than the average of the
entire manufacturing sector.

are positively correlated

scale clasticity
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D. THE IMPLICATIONS FOR EMPLOYMENT GREATION

AND INCOME DISTRIBUTION

The possibilitics for substitution between labour and capital appear
in most industries rather limited. However, with rising capital intensity
the scope for substitution seems to increase. The practical signiﬁmncc
of :hxs rcsull is nox mmcd:a(«ly dr.\r While the cconomist's interest in

t in ics stems from the idea
that there uughl be ways and m:ans ofcmplo)lng more labour per unit
of capital, empirical estimates like ours merely indicate the possibility of
supplanting one factor by the other, and not the direction in which this
substitution will take place. In our case, for instance, the increase in
the substitution elasticity with rising capital intensity may imply that a
firm tends to substitute more readily capital for labour—and not vice
versa—the more capital intensive it becomes. As capital intensity is
closely correlated with size one may also say that with increasing size,
firms increasingly substitute capital for labour.

The still generally low substitution elasticity has on the other hand a
positive distributional impact. If wage increases do not induce a drastic
replacement of labour by capital, part of the wage rise will take place
at the expense of capital income. The risc in the substitution elasticity
with increasing firm size leads, however, to the conclusion that bigger
companics are less prepared than small ones to accept such a redis-
tribution,

If the hypothesis holds that the elastic supply of capital in Malaysia
tends to favour labour-augmenting technical progress, the low substitu-
tion clasticity in most industrics means that the technical progress
reduces the labour intensity and consequendy the demand for labour.
On the whole, therefore, our estimates do not provide a very optimistic

outlook on facturing empl possibilities and it

the need for a more cogent empl riented i ialization pol-
icy.

With regard to the estimation techniques it may be said that our
estimates of scale clasticities can be considered as fairly reliable. The
estimates of substitution clasticitics are, on the other hand, biased by
several factors. However, the most simple estimation technique pro-
duces quite reliable estimates of the clasticity, if the impact of wage
increases on income distribution is to be investigated. The more sophis-
ticated techniques are, in general, less trustworthy, as the estimated
paramcters are affected by collincarity between the independent vari-
ables and inaccuracics of capital stock data.

3. SCALE ECONOMIES AND SUBSTITUTION IN THE
SMALL-SCALE SECTOR

In 1974 a survey of small-scale establishments was conducted by
Chee Peng Lim of the University of Malaya. The survey covered 19 in-
dustries and 399 cstablishments. The data were used by G. T. O'Mara®®
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for the estimation of scale elasticities and substitution elasticiti This
gives us the opportunity to check whether our major findings are also
valid for the small-scale sector or whether this sector differs system-
atically from manufacturing as a whole with respect to the production
conditions.

A SCALE ELASTICITIES

For the purpose of comparison it is fortunate that O'Mara employed
the same type of equation for the estimation of scale elasticities, i.c. the
Cobb-Douglas function and the Kmenta approximation of the CES-
function. His Cobb-Douglas version differs only formally. It can be
written as:

a7) lnLL=1'*(a+5—l)lnL+Bln(%)

The parameter of In L is then the scale clasticity minus one. The
‘ES-version is transformed in a comparable way, so that In V/L
appears as dependent variable instead of In V. The basic difference to
(17) is that a squared term of the capital-labour ratio is added.

There is, however, a difference to our approach with regard to the
definition of labour and capital. For both, two alternative definit
were used. One method converts all workers to a full time equivalent
basis but otherwise treats labour as homogencous. This conversion is
important because—different from our sample—part-time workers and
unpaid family workers play an important role in the small-scale sector.
The alternative method weighs labour inputs by their relative wages,
assuming that relative wages reflect skill differences. In the following, £
denotes labour according to the first method and L* if the second
method is employed.

As for capital, we have used in our calculations the value of fixed
assets under the implicit assumption that the flow of capital services is
proportional to this measure of the capital stock. We have noted above
that this approach poses problem: so far as it neglects differences in
the composition and the utilization of the capital stock. O'Mara has
ttempted to deal with these problems in the following manner. He dis.

tinguishes between services from machinery and equipment, and those
from buildings and construction. Then the competitive cquilibrium serv-
ice flow (SK) from a fully utilized capital stock is:

(18)  SK = (0.08 + 0.1) KME + (0.02 + 0.1) KC
= 0.18 KME + 0.12 KC

0.08 is the depreciation rate for machinery and cquipment (KME) and
0.02 that for buildings and construction (KC) according 1o the
Malaysian Income Tax Ordinance of 1967. 0.1 is the assumed market
rate of return. It can be seen that this approach amounts basically to
giving the value of machincry and equipment a 50 per cent higher weight
than that of buildings and construction. In a second step SK is multi-
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TABLE IV.5
SCALE ELASTICITIES OF THE ENTIRE SMALL-SCALE SECTOR

 Deinition of Cobb-Douglas CES (Kmenta)
our Capital

L SK 1.279 (0.045) 1.277 (0.045)

Le SK 1327 (0.051) 1.327 (0.052)

L ESK 1.220 (0.047) 1.224 (0.047)

L* ESK 1275 (0.053) 1277 (0.054)

Source: O"Mara, op. cit., Tables 4,6, 11, 13
Nute: Numbers in parentheses are standard errors,

plicd by a ratio of actual output to the desired one as reported by the
surveyed firms, in order to take account of the capital utilization. The
product is denoted by ESK.

Table V.5 shows the scale clasticities of the small-scale sector as a
whole for alternative definitions of labour and capital. In all cases
significant positive scale cconomies are observed. It is interesting to
note that the consideration of capital utilization leads 1o a lower elastic-
ity while the inclusion of skill variations increases the clasticity. How-
ever, both effects together approximately balance out. The impression
that positive scale cconomies dominate is confirmed by the estimates
for eight industry groups shown in Table IV.6. Some of the scale elas-
ticities are even higher than the largest values found in our sample. On
the whole, therefore, O'Mara’s results du not dnﬂ'cr fmm ours, namcl)
that the majority of Malaysi: ind p
under increasing returns to scale.

With regard to the variation of the scale clasticity with the estab-
lishment size, O'Mara obtained, however, a different result from ours. In
Chee's sample it scems to be the small firms which produce under
increasing returns whereas for the larger firms constant returns are
estimated. This conclusion follows from estimates for a data set par-
titioned h) firm size. Since most likely Chee's and our sample hardly
'l\(‘rldp in terms of establishment size, it could well be that the scale
clasticity is a U-shaped function of the establishment size. Indi-
visibilitics in personnel and basic cquipment could be responsible for
scale cconomies in the very small firms, as is also assumed by O'Mara,
whereas the very big ones may derive cconomies of scale from the em-
ployment of huge production aggregates.

B SUBSTITUTION

For estimating the elasticity of substitution, O'Mara uses equation
(10) stated above which assumes constant returns to scale (CRS-
version) and the following equation for the case of non-constant returns

(19) In-4n+bln FtemL
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with the substitution clasticity being

b
(20) o=y

However, (19) p i i imations of the scale clasticity
and the substitution eclasticity. That is why we have omitted this
approach from our calculations. Onc should therefore interpret the
results with care.

For the entire sample of 248 establishments O'Mara obtained a sub-
stitution elasticity of 0.49 with equation (10) and 0.35 with (19). The
elasticities for the eight industry groups are shown in Table IV.7. Most
values are very low. In fact, except for sawmills, all elasticities turn out
to be smaller than unity. Thus. o Mam s estimates confirm again our
results that the subst i are g lly rather low in

s facturing ind

TECHNOLOGIES IN OPERATION

Scale and substitution elasticities provide useful indications of poten-
tial effects on production and employment resulting from factor expan-
sion and the influence of changing factor prices which affect the substitu-
tion between labour and capital. After the carly enthusiasm with the
scientific clegance of these indicators and their measurement, it has,

however, meanwhile been widely recognized that they have several
short-comings, some of which have been discussed above already, and
that they obscure a number of important technological problems. It can-
not be emphasized enough that it is only ‘potential effects’ which the
clasticities indicate and even lhns only if there is some constancy in
entreprencurial behavi ional sct-up, ical
and all other circumstances which have an impact on the implementa-
tion of technologies. Furthermore, little is known empirically as to
which factors actua

change,

y determine the choice of technology and where
technological bottle-necks exist. We will deal with some of the relevant
problems in the following sections, using as empirical basis the results
of the HEX.

A THE CHOICE OF TECHNOLOGY

Orthodox economic doctrine states that the choice of technology is
determined by the prices of the factors of production. This is not a wis-
dom based on empirical evidence, but the logical conclusion derived
from an lication of the profit imization principle to the ordinary
neo-classical two-factor model. According to this doctrine a labour-rich
country like Malaysia should employ labour-intensive techniques of
production and export commodities which can be produced with rela-
tively little capital per labour unit. If the techniques actually in opera-
tion do not comply with this postulate, it is usually assumed that the
factor prices are ‘wrong’. The palicy conclusion is that factor prices
have to be adjusted through subsidics or taxation. Surprisingly, the
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model itsell is rarely questioned. It is not unlikely that in a world
which is distant from the ideal conditions of a perfectly competitive
market, considerations other than factor prices decisively influence the
choice of technology.

In order to test this hypothesis, the firms surveyed in the HEX were
asked which factors were important for them in the choice of technol-
ogy. Table IV.8 shows the weighed and the unweighed percentages of
all panies which i the al ive factors as either quite
important or as very important. The factors are ordered according to
the sum of the weighed percentages for ‘quite important’ and ‘very
important’. If one looks through the list, it becomes immediately
apparent that a number of factors other than labour and capital costs
arc considered by the firms as very important for technological deci-
sions. It is remarkable that the quality of the product ranks highest,
with a notable distance to the next factor. This reveals, firstly, that the
quality of the product is crucially dependent on the technology em-
ployed, an argument very much neglected in economic literature. Sec-
ondly, Malaysian cntreprencurs scem to be convinced that a product
with a low quality standard does not sell and therefore need not be
produced in the first place. Thirdly, as quite a few of the companies sur-
veyed did not export, or did so only very marginally, the high percen-

TABLE IV.8
FACTORS DETERMINING THE CHOICE OF TECHNOLOGY

Percentage of Firms which Consider Factors as:

Fagtors Quite Important Very Important
Unweighed Weighed Unweighed Weighed
1. Quality of the product 16.8 1.8 65.9 73.1
2. Volume of annual 253 16.6 56.7 58.2
production
3. Raw matcnial costs 28.3 43.9 36.2
t. Price of the machines 238 39.9 36.5
5. Familiarity with a
technology from 20.4 23.2 274 35.6
experience in other
countrics
6. Labour costs 26.8 25.5 31.1 249
7. Average batch size 27.4 21.3 27.7 225
of production run
Interest on capital 23.8 21.6 23.6 14.6
9. Usage of technology by 213 149 14.0 19.2
competitor
10. Trade mark of equipment 195 27.4 7.3 6.3
1. Elimination of labour
for other reasons than 20.1 17.7 9.1 1.5

labour costs
12, Other factors 0.6 0.2 4.6 15.6
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tages indicate that quality is not only essential for exports but also for
the domestic market. This confirms the view expressed by Lim®! that
the Malaysian market has become very brand-conscious under the
dominating influence of foreign companies during colonial times. It also
suggests that the market is fairly competitive, because only in a com-
petititve market does low quality production reduce the sales volume.

On average, the quality factor does appear to be more or less equally
important for small and for large establishments. However, there are
differences by industry. For instance, the large establishments of the
non-metallic mineral products industry do not weigh quality high in
their technological choice, whereas the small ones do. The opposite is
the case in the industry producing chemicals. Most likely these differ-
ences are due to the fact that the small establishments typically pro-
duce other commodities than the larger ones.

The second most important factor affecting the choice of technology
pro-

is, according to the companics' replies, the volume of the ann
duction. Apparently, a greater volume of production is more efficiently
produced with a different technology than by simply adding more pro-
duction units of the kind presenty in use. This suggests that the scale
number of industries are due to the

cconomies observed above for
fact that the technologies employed vary systematically with the estab-
lishment si ired by output volume. There are only two industries
where the volume of production does not appear to be an important
determinant of the technology, at least for the large establishments.

© me

hese are the leather products and the petroleum products industries
For the latter the explanation is probably that the technology is consid-
cred as fixed, i.c. not variable with the production volume for techni-
cal reasons.

The costs of raw materials are stated as the third most important
factor for the choice of technology. Small establishments attach some-
what more weight to this factor than the larger ones. The fact that raw

material costs are given so much importance is interesting in the light
of the above-mentioned model which implicitly assumes that raw ma-
terials are not substitutable for other inputs and that their costs are
therefore irrelevant for technological considerations. The survey results
suggest that this assumption is not correct. If this is the case, then the
raw material costs must indeed be of considerable importance, as their
share in total costs is on average much larger than that of labour costs

or capital costs. For the sample as a whole, the share of raw material
costs in gross value of output was 64 per cent in 1973 whereas the
share of labour costs was only 6 per cent. The pure capital cost may
have had a share of 10 to 15 per cent. Thus, total costs are obviously
much more sensitive to changes in raw material costs than to changes
of any other cost item. The industries for which the raw material costs
seem to be of little or no importance for technological considerations
mal feeds, footwear, paper products, and chemical prod-
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As for the remaining factors shown in Table IV 8, it can be said tha.
the smaller establishments attach more weight than the larger ones to
such factors as price of machines, labour costs, average batch size of
pmducuun run, and interest on capital, while the reverse is true for the

il with a technology from experi in other ies and the

d k of the equipment. It may be luded that the large estab-

lishments were primarily those whose behaviour did not tally wuh the
familiar pti about the ial choice of

With regard to policy, our results may be considered as a warning
against too simple prescriptions. A policy which attempts to bring the
individual choices of technology in accordance with national objectives,
for instance the employment objective, may not get very far if it
confines itsell to getting factor prices right. If these choices are at all
amenable o policy measures, it may require a more comprehensive pol-
icy programme to achieve the desired results.

B THE TRANSFER OF TECHNOLOGY

The choice of a certain technology does not, of course, depend only
on the factors mentioned above, but also on the range of technologies
actually accessible to the entreprencur. In a country which does not
produce its own technologies, .n is the case in many developing coun-
tries, the range of availabl logics is crucially d dent on the
mech m by which technologies are transferred from other, tech-
nologically more advanced countries. It is therefore of considerable
interest to know how, and under what conditions, this transfer takes
place.

In the HEX the companies were asked whether they co-operate
technologically with foreigners through the uuhuuon of licences, em-
ployment of foreign p I, technical c or
common research. Among these four alltmamu, the cmploymzm of
foreign pers | was ntioned most i (39 per cent of the
companies). Next came common research (29 per cent) and technical
co-operation agreements (27 per cent), whereas licences (18 per cent
appeared ta be of minor importance. However, when the companies
were asked what they considered the best way to transfer technology, it
became apparent that the former question had missed out an important

alternative, namely the training of its personnel overseas. Thus it may
be said that, on average, training overseas and employment of foreign
personnel are scen as the best ways to transfer technologies. However,
some individual industries put more emphasis on one of the other
alternatives, as can be seen from Table 1V.9. For instance, licences
seem to be more important than any of the other possibilities for the
machinery industrics and quite a few more industrics made subsxanual

use of licences. A similar holds for hni
agreements which are apparently of primary |mporlznce in Ihl! indus-
trics producing clectrical hinery and Com-

mon research, on the other hand, seems to be practised equally or
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TABLE IV.9
THE TRANSFER OF TECHNOLOGY BY SELECTED INDUSTRIES

Percentage of Firms importing Technology throwgh

Licences Foraign Technical Comman
Personnel Co-operation Research
Agreements

All Firms 177 7 268 2.3
Food products 250 60,7 2.1 429
Beverages 40.0 60.0 30.0 0.0
Textiles 5.9 647 5.9 235
Paper products — 00 400 200
Chemicals 200 40.0 400 40.0
Chemical products 250 625 625
Petroleusn products 0.0 50,0
Plastic products 5 455
Earthenware == 500 50.0
Glass products = 6.7 333
NM muneral products 38,1 381
Stecl 500 357
NF basic products 750 1000
Metal products 50.0 250
Machinery 0.0

Electrical machinery 667

Transport equipment 46.2 385

relatively more than the other possibilities in the i d

chemicals, chemical products, petroleum products, earthenware, and
non-ferrous  basic products. One should, therefore, be careful with
generalizing conclusions. Our results suggest that the transfer mecha-
nism differs considerably from industry to industry, the reasons for
which are as yet little explored.

An important feature of technological transfer contracts is the revi-
sion clause. A contract which is subject to periodical revisions at rela-
tively short intervals is usually less rigid and leaves more room for
technological flexibility on the part of the receiving partner than con-
tracts of long duration. In Malaysia, a surprisingly low percentage (9
per cent) of such contracts contained any revision clause at all, though
there were a few industries where this share was substantially higher.
To these belonged the industries producing machinery (38 per cent),
non-metallic mineral products (29 per cent), plastic products (27 per
cent), electrical machinery (25 per cent), metal products (19 per cent),
steel (14 per cent) and textiles (12 per cent). However, these clauses can in
most cases be said to stipulate not excessively long revision periods. In 45
per cent of the contracts the period is less than five years, in 48 per cent it
lies between five and ten years and in only 7 per cent is it longer than ten
years. Long periods of over ten years occur only in the food and elec-
trical machinery industries.

A smooth technology transfer is generally scen as a good thing for
the receiving country. Though litde is known, even in theory, about the
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bencfits a country may reap from such a transfer, it is quite obvious that
the transfer has disadvantages which can be quite substantial in cer-
tain circumstances. A familiar example is the case where an advanced
technology replaces indigenous technologies and thereby creates unem-
ployment. A considerable cost item can also be conditions in the con-
tract which restrict the receiving partner’s freedom of action. From a
policy point of view such conditions are particularly harmful if they run
counter to national policy objectives. Export restrictions, for instance,
limit the industry’s growth potential, especially in a small country.
Conditions which inhibit the receiving partner from purchasing know-
how from sources other than his contract partner, or which prescribe
the selling prices for his products, or force him to buy his inputs from the
contract partner, all have a tendency to reduce the competitiveness of the
receiving partner, thereby leading to inefficiency with all its negative
consequences for employment and growth.

able IV.10 shows that for the total of the firms which were sur-
veyed in the HEX and had forcign capital participation, licences, or
some other kind of technical co-operation, such restrictions were on

average not very important. However, this is very different for certain
industries. Export restrictions were frequently used in the industries
producing tobacco products, petroleum products, chemical products,
transport equipment, and plastic products, The purchase of know-how
was substantially restricted in the industries producing leather prod-
ucts, plastic products, machinery, and beverages. Input buying re-
strictions played a major role in the transport equipment, beverages, and

E: IMLIO
HNICAL CO-OPERATION
INDUSTRIES

Percentage of Firmy with Teckical Co-operation Agreements which:

Cannot Cannot Bur  Mave to Buy Have to
Exportto Knowhee  Inputs from
Certanfrom Other Speafied
Countries Sources Sources
All Firms 157 "3 n "
Beverages 250 375 375 37.5
Tobaceo products 100.0 — -
Leather products — 100.0 -
Wood products n 22 —
Printing & publishing — 182 —

Chemical products
Petroleum products

Plastic products 167

NM mineral products B3

Steel 250

NF basic products — — —

Metal products 182

Machinery 200 40.0

Electrical machinery 18.2 9.1
545 273

Transport cquipment
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chemical products industrics, while selling price prescriptions oceurred
mainly in the leather products, petrol products, machinery, and
beverages industrics. These data suggest that certain industries are par-
ticularly affected by certain restrictive measures. In a number of cases
the results are quite plausible. For instance, it is probably not an unex-
peeted result that the tobacco products and the petroleum products
industries which are largely in the hands of foreign multinational com-
panies cannot export to countries where affiliates of the same company
already exist. It is also not surprising that the car assemblies in the
transport equipment industry have to buy their inputs from specified
sources, and so on. A more comprehensive explanation of the pattern
emerging from our data is, however, not possible without further
research in this still largely unexplored area.

The transfer problem, it must be stressed, is not Just a matter of get-
ting technological know-how into the country, but also of disseminat-
ing it within the country. This became apparent from the answers to
the open-cnded questions of the HEX. Various measures to speed up
the spread of know-how were a few les of which may
be mentioned here, One proposal was to provide training through gov-
emment agencies, like specialized departments within the ministries,
the Standards Institute of Malaysia, or the National Productivity
Gentre. A seafood exporter, for instance, complained that the govern-
ment prescribes that exported shrimps should not have a bacteria count
of more than 100,000 but does not show how it could be done. In other
industrics, for instance the iron and steel and the structural metal prod-
ucts industry, there were establishments which considered a mutual
xchange of know-how within the same industry as beneficial. The
non-ferrous basic metals industry (mainly tin), on the other hand, sug-

gested the organization of common research, eventually with govern-
ment support.

€ RESEARCH AND THE ADAPTATION OF TECHNOLOGY

It was argued above that most developing countries obtain their
technological know-how from more advanced countries. The firms sur-
veyed in the HEX mentioned as sources the USA, the industrialized
countries of Europe, in particular Germany, and also Japan, Taiwan,
and the Philippines. Several times it was cxpressly stated that tech-
nologics employed in the latter three countries fit Malaysian circum-
stances better than the more advanced technologics of the highly indus-
trialized countries. This is interesting because it casts some doubts on
the validity of the common prejudice that entrepreneurs in developing

countries are not receptive to the employment of intermediate tech-
nologies but strive always for the most up-to-date ones.

How far the hypothesis is correct that Malaysian firms do little to
develop their own techniques of production is very difficult to say. What
seems 1o be pretty clear, however, is that domestic firms undertake
considerable efforts to modify or to adapt imported technologies. In a
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few industries the expenditures for research and dc\clupmcnl cannot be
said to be low if compared with i of i ialized coun-
tries. The firms surveyed in the HEX spent on average 2.4 per cent of
their sales value on research and development. As Table 1V.11 shows,
some of the industries known to be rescarch intensive in industrialized
countrics also spend relatively much on research and development in
Malaysia. These are the industries producing chemicals, plastic prod-
ucts, and machinery. In industrialized countries other industries which
belong to this group are the clectrical machinery and the transport

TABLE IV.11
DIIURF n\ RE

I\DL kallb \l-\LA\’hl'\ (1974) A\'() f}l!if(’\l R}.I’Uﬂl I(A OF
GERMANY (1973)

Malaysia Fed. Rep. of
Germany

ood products
Grain milling

Beverages 0.2
Tobacco products
Animal feeds n.a.
les 0.4
Clothing
Leather products 14
Footwear
Wood products 04
Paper products na.
Printing & publishing n.a.
Chemicals
Chemical products a4
Petroleum products n.a.
Rubber products 2.8
Plastic products 4.1
Earthenware 1.0
Glass products ’
NM mineral products 0.8
Iron & steel products 0.6
NF basic products 0.6
Metal products 0.9
Machinery 3.1
Electrical machinery 58
Transport cquipment 3.1
Total 2.4 29

Soarces. L. Hoffmann, ‘Interim Report on Mecthodology and Results of the HEX', op.
cit., Table 28, H. Echterhoff-Sevenitt, ‘Forschung und Entwicklung in der Wirtschaft',
Wirtschaft und Wissemschaft, H. 4 (1975), Beilage; unpublished material of the Stifter-
ver band for die Deutsche Wissenschaft.
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equipment industries. At least for the latter, the research and develop-
ment expenditure is very low in Malaysia. This is probably explained
by the fact that the Malaysian automobile industry consists only of
assembly plants which by their nature do not develop new models. A
similar argument holds good for the clectronics industry which is part
of the electrical machinery industry. The high share for wood products
and non-ferrous basic products, two of Malaysia’s major export indus-
tries, is remarkable. To this group belongs also the rubber products
industry though its revealed share is significantly lower, probably

because much of this industry’s rescarch needs are covered by special
rescarch instituti such as the Mal Rubber Rescarch Institute.
It appears likely that the success of these three industries on the world
market is not only due to their raw material intensity, as the factar
proportions theory of international trade would suggest, but is also the
result of substantial research efforts made to gain a competitive edge
through the supply of high quality products. The remaining high shares
in Table IV.11, such as for leather products, beverages, and steel, are

probably duc to special factors which may be only temporary. Argu-
ments which support this assumption can be found in all three cases,
We shall not, however, go into such details here,

The way in which N

aysian firms adapt advanced technologies to
meet local conditions can be seen from V.12, The replies obtained by
the H refer to the following five aliernatives:

1. Breaking up an automated line into individual s

2. Using less expensive, lower production-capacity equipment at
multiple shift production in combination with highly productive
equipment at single shift.

Changing the man-machine ratio compared 10 the usual ratio fol-
lawed in highly industrialized countries.

{

+. Upgrading an inexpensive universal machine to a special machine
by means of attachments.

Increasing the running speed of the cquipment to obtain more
output per unit of time.

Increasing the running speed (alternative 5) was most frequently
mentioned. Forty-one per cent of all firms employ this method. A paral-
lel to developments in other countrics seems to exist here. Japan, for
instance, been frequently cited as a country which improved its
mternational  competitiven

by running second-hand machinery
imported from the industrialized countries, in particular the USA, at
higher speed and with more shifts. In Malaysia, industries producing
plastic, glass, chemical, paper, food, and steel products all appear to
make substantial use of this method.

Nearly one-third of all firms (31 per cent) change the man-machine
ratio which has to be interpreted as the employment of more labour per
unit of capital. This method is of particular interest in the light of the
attempts by the government to reduce unemployment. The industries
which resort 1o this device most frequently produce machinery, trans-
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TABLE IV.12
ALTERNATIVE MEANS OF TECHNOLOGY ADAPTATION BY
SELECTED INDUSTRIES

Percentage of Firms using Aliernatize
2 3

1 2 i 5
All Firms 204 12 03 4.0
Fuood products 286 321 357 57.1
Grain milling 3.1 2.1 154 30.8
Animal feeds — — 333 333 333
Beverages 200 200 40.0 10.0 40.0
Tobacco products - 2.1 308 154 23.1
Testiles - 25 412 353 471
Clothing 250 - 250 500 50.0
Leather products - - — 333 333
Footwear = i
Wood products 35.5 452
Paper products 60.0 60.0
Printing 105 211
Chemicals 0.0 40.0
Chemical products 188 62.5

Petraleum products

Rubber products 182
Plastic products 7.7
Earthenware 50.0
Glass products 66.7
NM mineral products 476
Steel products 471
NF basic products — 25.0
Metal products 37.5 438
Machinery 250 315
Electrical machinery 333 333
Transport equipment 385 385

port equipment, footwear, plastic products, chemical products, and tex-
tiles.

Alternative 4 (the di of i i i 1 hi
seems to be of slightly less importance. T}us method is widely used in
the steel, plastic products, paper products, and the clothing industrics.
he combination of multiple shifts with highly productive single shift
cquipment and the breaking up of automated lines (alternatives 2 and
1) were less frequently mentioned. The first was of major importance
only in the industries producing plastic products, transport equipment,
and steel, whereas the latter played a significant role in the earthen-
ware, transport equipment, and plastic products industries.

In conclusion it may bc sald lhal our rcsulu do not support the view
that, first, manufacturin

in devel ics make no or
only little financial effort to improve their produx.uun methods and
product quality through rescarch and development and, second, that
litle adaptation of imported technologies takes place. In Malaysia,
substantial adaptation efforts scem to have been made, though the
method varies from industry to industry. This general statement does
not, of course, exclude the fact that there are also industries which, for
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whatever reason, do not adapt at all (petroleum products) or only very
little, like printing and publishing and the rubber products industrics.
In the petroleum products industry little scope for adaptation may
exist, whercas the rubber products industry, for instance, produces
largely with techni developed in, or for, Malaysi:

5 CAPITAL UTILIZATION

The question what kind of technology should optimally be chosen
a developing country has for long been discussed under the tacit
assumption that once a certain technology is installed, the capital em-
ployed will be fully utilized. In the late 1960s, this assumption has
increasingly come under attack, after a number of country studies came
to the conclusion that in the developing countries investigated the util-
ization rate was lower than in the industrialized countries. Little, Scit-
ovsky, and Scott,*? for instance, concluded in their comparative study
that “the chronic under-utilization of manufacturing capacity is as
common among developing countries as urban unemployment’, though
they admitted that ‘statistics are few and not very reliable’.

Reliable evidence on capital utilization in developing countries is,
indeed, very scanty. The World Bank has recognized this problem and
has therefore launched a number of country studies, one of which

relates to Malaysia.? The results which have since been published will
serve in the following as a basis of comparison with our own results
obtained with the HE

A ALTERNATIVE MEASURES OF CAPITAL UTILIZATION

The difficulty of getting useful information on capital utilization is
not only a matter of data scarcity but also one of concepts. Full capac-
ity may on the one hand be objectively defined as the technologically
maximal producible output, given a certain capital stock, and on the
other, subjectively, as what in a specific society is considered as the
maximum output, taking into account social, cultural, and religious
constraints. For instance, the social laws may prohibit a full utilization
of textile plants on a three-shift basis because women are not permitted
t work on night shifts. Such constraints are surely more frequently
¢ d in developing ics than in developed countries. Their
impact on the feasible utilization of capital is, however, difficult to
assess. With reference to the two alternative possibilities of defining full
capacity, we will distinguish in the following between objective and
subjective measures of capital utilization.

The first objective measure expresses the number of da plant was
in operation in 1973 as a percentage of the number of total available
days (365) in the year. The percentages shown in column (1) of Table
V.13 arc weighed averages for the various industries. For reasons
stated below, total sales were used as weights for all measures in
Table 1V.13.34 The second objective measure is the number of hours
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the plant operated on average per day as a per cent of twenty-four
hours (column (2)). Column (1) multiplied by column (2) gives the
number of the yearly operation hours as a per cent of all 8,760 (24 X
365) available hours. These percentages which are shown in column (3)
indicate by how much actual output fell short of the technological max-
imum output. It should be realized that all three measures are unsatis-
factory as they account for capital utilization in terms of running time
only and not in terms of running intensity or running speed. Howe:
as the running speeds are likely to differ from machine to machine, it is
hardly possible to obtain morc adequate information without looking at

cach unit separately. The estimates presented here should therefore be
considered as approximate indicators of capital utilization.

In order to arrive at subjective measures, the firms were first asked
what they themselves consider as full capacity in terms of daily opera-
tion hours (subjective daily maximum). The answers are given in col-
umn (6). A similar question in terms of days was not raised because it
sumed that holidays arc the same for all firms and that their
cration would, ly, affect only the utilization level but
not its structure. The aclual daily operation hours were then calculated
as a percentage of the subjective daily maximum. If these percentages
which are given in column (4) arc multiplied with column (1), one

obtains the yearly of ion hours as a percentage of the subj

yearly maximum (column (3) ).

can lu

B. THE OBSERVED UTILIZATION

For manufacturing as a whole, our data confirm the conclusion
drawn by David Lim® from his own survey, that capital utilization
in Malaysian ing is high, and substantially higher than in
many other developing countries for which data are available. Both
the objective as well as the subjective measures indicate high ut
suming generally higher values than the former
in terms of daily

ation
rates with the latter,

ones. The respondents’ perception of their capacit
operation hours is quite high, with more than twenty-onc hours per
day. Consequently, the daily utilization as seen by the respondents
(column (4) of Table IV.13) is on average not very much higher than the
objective daily utili .mun (column 2) although there are substantial dll-
ferences for indivi ind ies. One may lude that Malay:
manufacturers not only regard an operation at more than two-and-
one-half shifts on average as feasible but also practise it, as the objec-
tive daily utilization corresponds to more than nincteen actual opera-
tion hours per day.

This first, quitc optimistic, impression that one gets from Table
V.13 must, however, be qualified in various respects. The year 1973 to
which the data refer was an exceptionally good onc in Malaysia, duc to
the world-wide commodity boom. It could well be that under more
normal conditions capital utilization would be lower than the dat
indicate. Furthermore, the utilization rates of Table IV.13 are




| |

MANUFACTURING IN THE EARLY 19705 127

ly infl d by the weighing scheme applied for obtaining
industry specific and overall average rates.

In this study, sales values, as an approximation for output, were
used as weights. The reason is that the utilization rates are supposed to
indicate how much of potential output (Xp) was actually pmduccd (X.)
For the aggreg the utilization rate can th be as
XolXp- D:;aggrcgaung this ratio for i = 1, 2 ... n industries yields:

Yo L3Xd, Xpi
X, P X X

with 23 -q

i Xp
It is scen that the appropriate weights are the full-capacity output val-
ues. As these values were not dircctly available, actual outputs (sales)
were used as weights,

The calculations by Lim show that large establishments generally
have higher utilization rates than smaller ones. Weighing with sales
values leads therefore to average rates which are higher than
unweighed averages. Lim, who used alternatively value of fixed asscts.
value added, and empl as weights, obtained overall utili:
rates in terms of ycarly operation hours—comparable to column (3) of
Table IV.13—of 74.9 per cent, 64.7 per cent and 65.9 per cent respec-
tively, as compared with an unweighed rate of 54.6 per cent. Thus, the
difference between the weighed and the unweighed averages is quite
high, which means that the utilization rates of large and small estab-
lishments differ significantly.

The high overall rates, finally, are partly due to the heavy weight
which primary processing industrics, such as tin and rubber processing,
have in the Malaysian industry mix. Omitting the tin industry reduces
the overall rate of column (3) from 70.2 to 63.3 per cent. If, in addition,
the rubber industry is excluded, the overall rate comes down to 61 per
cent. It should also be noted that of the twenty-seven industries for
which utilization rates could be computed, the majority (sixteen) util-
ized less than 60 per cent of their objective capacity (column (3))
whereas one-third remained below the 50 per cent line. All these
cations point to the fact that, despite high overall rates, there is
ample scope in Malaysian manufacturing to increase output and to
produce more efficiently through a better utilization of capital.

6. LINKAGES AND VERTICAL INTEGRATION OF
INDUSTRIAL PRODUCTION

It is a well-known fact that in the course of economic development
the vertical integration of an cconomy tends to increase. The carly
stages of development are usually cha ized bv pnmary
of raw materials and the duction of durabl,
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consumer goods, which frequently take the form of adding some finish-
ing touches 1o imported semi-finished goods. When development pro-
ceeds, production spreads to i jate goods and i goods,
and the flow of commoditics and services from one industry to
another—from the lower stages of production to the higher—steadily
swells. Final demand in terms of consumption and export is no longer
the only outlet of production but is increasingly supplemented by
intermediate demand. As such, vertical integration widens an economy’s
growth potential and creates employment opportunities. It can also
reduce the dependency on imported intermediate and capital goods.

Such considerations have given the analysis of structural interdepend-
ence with the tool of input-output tables prominent importance. In
revealing the impact of spontancous changes of cconomic data or policy
actions, not only on the industry dircctly affected but also on all inter-
related economic activities, it can be of considerable help to the
policy maker in the selection of suitable measures in the right dosage in
order to achieve the national goals. The significance of input-output
analysis for such problems has already been amply demonstrated above
in the discussion of Malaysia’s tariff policy.

A first attempt to construct an input-output table for West Malaysia
was made in 1960. This was followed by another table for 1965. Both
tables have several short-comings due to the non-availability of ade-
quate statistics at the time of their preparation. In spite of t Lo Sum
Yee¥ managed to obtain considerable insight from their analysis. A
substantially more refined input-output table has recently been con-
structed for the year 1970. Whereas the earlier two tables were square
matrixes, distinguishing between 29 and 30 industries respectively, the
1970 table shows in its original (unpublished) version 743 input com-
modities and 97 receiving industries. For the purpose of the subsequent
analysis this table has, however, been condensed to a square matrix
with 52 entries and exits, of which 50 belong to the manufacturing sec-
tor, while the first and the last represent the rest of the economy. As
already mentioned in section 111.2, the original print-out supplicd by
the Department of Statistics was carcfully vetted and compared with
other data sources. This led to a number of revisions. The Input-Output
Table published by the Department may therefore not tally with ours in
all respects.

A THE INPUT STRUCTURE

The problem of vertical integration can be approached cither from
the input side or from the supply side of the industries concerned. Fol-
lowing the above characterization, one would expect for the manufac-
turing sector of a typical less developed country a predominance of
two types of industries: one, which consumes large amounts of
domestically-exploited raw materials in order to export them after some
basic processing, whercas the other relics primarily on imported scmi-
finished goods and sells its output to domestic consumers or foreign
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purchasers. On the input side, the first type of industry would depict
high overall and domestic input cocfficients and the latter a high
coeflicient of imported inputs.?”

On the output side, both industries would show large deliveries to
final demand, in the first case export and in the second, consumption
or export, while the supply to other domestic industries would be of
only minor importance.

Dealing at first with the input side, it can be observed from Table
1V.14 that the overall input flici of 0.71 for ing as a
whole is quite high in Malaysia. In ison, the input
of manufacturing is only 0.60 in Taiwan ;md 0.32 in West Germany.3®
The coefficient of domestic inputs (0.52) is substantally higher than
the coefficient of imported inputs (0.20). This points to the fact that, if
manufacturing is defined inclusive of primary processing,®® the first
type of industries would still weigh heavily in that sector, whereas the
second type is of comparatively less importance. In Malaysia the major

industries of the first type produce vegetable and animal oils (mainly
palm oil), rubber, and tin. These three industries consume 46 per cent of
all inputs and 60 per cent of the domestic inputs into manufacturing. If
they are excluded, the overall input coefficient of manufacturing reduces
10 0.64 and the domestic input coefficient to 0.33, whereas the imported
input cocfficient rises to 0.30.

If one compares the 1970 input coefficients with those of 1965, one
finds that the coefficients were even higher in the mid-1960s. The
overall input cocfficient of manufacturing was 0.83 in 1965. That of
domestic inputs was 0.68 and that of imported inputs 0.16.4° Quite
obviously this largely reflects the fact that the industries of the first
type have expanded less rapidly than the rest of manufacturing and
consequently reduced their weight in the manufacturing sector. A com-
parison with 1960 is not possible, because the 1960 input-output table
does not show the intra-industry flows.

The input coeficients of Malaysian manufacturing are not only high
if compared with those of less raw material-rich countries like Taiwan
and with more advanced countries like Germany, but are also substan-
tially higher than in the rest of the economy. The overall coefficient of
the primary sector is only 0.18 and that of the tertiary sector 0.32. The
domestic input coefficient is 0.12 for the first and 0.25 for the latter.
Hence, there is basically a one-way interaction between the primary

sector and manufacturing. Whereas the primary sector acts as a major
supplier for manufacturing, it purchases rather litte in return. Also the
tertiary sector purchases, in relation to its output, much less from the
other sectors of the economy than manufacturing.

The heavy reliance on supplies from the primary sector is not
confined to the three export industries already mentioned. A number of
other industries also process primary commodities for export, though
on a smaller scale, or produce for the domestic market. To the first
belong fruit and vegetable canning (mainly pineapple canning), fish
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TABLE IV.14

DOMESTIC AND IMPORTED INPUT COEFFICIENTS, 1970
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canning, animal fecds (mainly tapioca), and partly wood mills (mainly
sawn timber). Orientated towards the domestic market are meat prep-
arations, grain mills, bakeries, and partly wood mills. In all thesc
industries fairly high overall input coeflicients coincide with high

domestic input coefhicient

The other type of industries mentioned above, which process

imported goods for sale in the domestic market or for export, are also
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represented in Malaysia. However, several are still in the infancy stage
or have just grown out of it. Tha( is why they have little impact on the
input fici -of the ing sector. They can be easily
identified if one looks into Table IV.14 at column (4) in conjunction
with column (3). It can be seen that quitc a few industries’ input sup-
ply depends heavily on imports. Of those which import more than
two-thirds of their input, the industrics producing other food prepara-
tions, tobacco products, plastic products, fabricated metal products,
motor vehicles and other transport cquipment, mainly sell their prod-
ucts in the domestic market. This is partly true also for the textile
industry which is however the major supplicr of the very export-
oriented clothing industry (knitting mills and wearing apparel). The
industries which process in Malaysia imported materials for export are,
besides the clothing industry, the electrical machinery industry, and, to
some extent, also the petroleum products industry. For the latter, this
is however only correct for West Malaysia, because its oil input comes
mainly from East Malaysia.

B THE STRUCTURE OF DEMAND

The predominance of industries which produce for final demand is
clearly visible from Table IV.15. Only 17 per cent of manufacturing
output is absorbed by intermediate demand while all the remainder
goes 10 final demand, mainly in the form of consumption and export
and only a little as investment. In comparison, the share of interme-
diate demand is as much as 53 per cent in Germany. The function of the
primary scctor as a major supplier for manufacturing is reflected by
the fact that it delivers 72 per cent of its output to intermediate
demand. The tertiary scctor, with 25 per cent only, on the other hand
sells little more in relative terms to other producers of the economy
than manufacturing. If the three major export industrics, vegetable oil,
rubber processing, and non-ferrous metals, are omitted, the share of
intermediate demand increases from 17 to 26 per cent and that of final
demand decreases corrrspondmglv Huwr\cr the share of final demand
is still very high pared to ies, duc to the fact
that manufacturing is still very much orientated towards the domestic
market for consumer goods.

The same factors which have reduced the overall input cocfficient
between 1965 and 1970 are probably also responsible for the slight
increase in the share of intermediate demand in total demand from 15
to 17 per cent and for the corresponding decline of the final demand
share. It can be expected that this shift towards intermediate demand
will accelerate in the future. On the one hand, production for inter-
mediate demand will increase within the industries and, on the other,
several industries which already supply a high proportion of their out-
put to intermediate demand will continue to grow faster than the aver-
age. To the latter belong, for instance, the industry producing paper
and paper products with an annual growth rate of gross output be-
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TABLE IV.15

SALES TO FINAL AND INTERMEDIATE DEMAND, 1970
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tween 1963 and 1971 of 24 per cent, as compared with the manufactur-
ing growth rate of 14 per cent, industrial chemicals (23 per cent), pe-
troleum and coal products (45 per cent), cement and concrete prod-
ucts (16 per cent), other NM mincral products (24 per cent), and iron

and steel products (31 per cent).

For manufacturing as a whole, the bulk of final demand consists of
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exports. If one follows the official input-ouput data which differ slightly
from our adjusted input-output table and the data used in subsequent
chapters, onc obtains an export sharc in final demand of 59 per cent for
1970.4" This is significantly less than in 1965 when the export share was
still 65 per cent. Omitting vegetable oils, rubber processing and non-
ferrous metals, the share is 20 per cent in 1970 and 27 per cent in 1965.
‘Thus, on the whole, exports had become less weighty in final demand by
1970 as compared with 1965, largely because the three major export
industries sold relatively less to final demand than the rest of manufac-
turing, as pointed out above. However, all other industries together
apparently became more export oriented during the second half of the
1960s, an observation which will be supported by facts supplied below.
After exports, private consumption took, with 35 per cent, a very
high share of final demand. 'l'hr muuuﬁcluring sector's deliveries to
public ion were negligible. Fixed i and inventories
cach had a share of only 3 per cent. Hence, in this respect also, final
demand reveals the characteristic structure of a typical less-developed
country with a strong bias towards primary production. It is remarkable
that the decline in the export share mentioned above was mostly com-
pensated for by an increase in the private consumption share, which in
1965 was only 28 per cent. Manufacturing growth in Malaysia appar-
ently ok on the familiar pattern in which a developing country pro-
ceeds during its first stages of industrialization from primary processing
of raw materials to the production of consumer goods for the domestic
market. Whether the share of investment has also slightly increased
over the period of observation is difficult to assess. Of the 7 per cent
which remain in 1965 after deducting export and consumption, 5 per

cent are declared as unspecificd and 2 per cent as fixed investment. If
one assumes that about 2 per cent have to be allocated to inventories,
the share of total investment would at most have increased by only two
percentage points.

€ DIRECT VERSUS INDIRECT DEMAND

In a country where final demand is such an important outlet for
manufacturing production one might expect that changes in final
demand would not produce strong secondary effects on intermediate
stages of production. But this is not certain, as it is mainly due to the
large size of the primary processing industries that final demand gets
such an overwhelming weight, The above calculations have demon-
strated that all other industrics together supply a substantial portion of
their output to intermediate demand. For that reason changes in final
demand may well induce sizeable secondary output and growth
changes and by this also affect employment. To detect the areas where
the impact of such changes is strongest, the indirect effects will be
analysed in this section.

One may define, along familiar lines, the ex-post cquality of supply
and demand as follows:
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(1) X+M=Fex;

X is the economy’s gross output vector, M are imports, F final demand,
and X;j the demand for inputs. Defining M as the sum of final (M) and
intermediate (M;j) import goods, (1) may be rewritten as

(2) X~ (Xjj—My) =F - Mg

Introducing a matrix A4 with the input coefficients aj = Xjj/ X;j as
its elements and a matrix € with the imported input coefficients
cij = M/ Xj, (2) becomes

(3) XU-(4-0)=F-Mp

One may simplify the notation by defining (4 — €) =B and (F — Mp)=Fp,
and write alternatively.

4 X=(U-(a-0N'Fp
or
(5) X=(-B)'Fp

(4) and (5) give the gross output X which corresponds to a final
demand Fj, for domestically-produced goods. One can also compute
with these equations the gross output change required for a given final
demand change under the assumption that the coefficients of the 4 and
C matrix are stable. Stability of the A matrix can be reasonably
assumed for a certain period. Stability of the € matrix is, however, less
certain. In a country which embarks on an import substitution strategy
for intermediate goods also, it must be assumed that several imported
input coefficients will decline over time. Theoretically, they all could
become zero, if domestic production completely substitutes for imported
inputs. In that case the gross output change cffected by a change in
final demand would be at its maximum. Apart from this, the
C-coeflicients can be affected by changes in the terms of trade. A
decline in the terms of trade due to rising import prices increases the
C-cocfficients and vice versa.

If we abstract from terms of trade changes, the stability of € would
imply that no import substitution at all takes place. A general increase
of the C-cocfficients is, on the other hand, not very likely in a country
which already imports a substantial portion of its inputs and attempts
to reduce it by import substitution. If this is correct, one may consider
the gross output change due to a final demand increase, as calculated
with (5), as the minimum change, and compare this with the theoreti-
cal maximum, realizing that the actual change is likely to lic some-
where in between.

Table IV.16 shows the maximum and minimum changes defined
above due to a unit increase in final demand and the differences be-
tween the two. It is quitc clear from the table that the rankings of
industries differ for the two criteria. With the import leakage (positive
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TABLE IV.16

FINAL DEMAND MULTIPLIERS WITH AND
WITHOUT IMPORT LEAKAGE, 1970

Demand M
Sectar Without Witk n—@
Leakage Leakage
n (&)
A. Primary sector 1.3358 0.1630
B. Meat preparation 17414 0.1116

Dairy products
Fruits & vegetable canning

Grain mills & animal feeds
Bakeries

Cocoa and chocolate

Ice factories

Other food preparations
Spirits and wines

Breweries & soft drinks
Tobaceo products

Textile spinnimg

Knitting mills

Other textiles

Wearing apparel exc. footwear
Leather products

Footwear cxc. rubber & plastic
Wood mills

Other wood products
Furniture & fixtures

Paper & paper products
Printing & publishing
Industrial chemicals

Paints & varnishes

Drugs & medicines

Cleansing detergents & cosmetics
Other chemicals

Petroleun & coal products

Plastic products

Pottery and china

Structural clay products
Cement and concrete products
Other NM mineral products
lron & stecl products
Non-ferrous metals & tin

Tooks, cutlery & metal furniture
Structural metal products
Fabricated metal products
Non-electrical machinery
Business & houschold machinery

Communication equipment, appliances 0.9620
Other electrical machinery 1.0595
Shipbuilding & repairs 0.2364
Motor vehicles 21655
Other transport equipment 15341
Other misc. manufactures 14123
C Tertiary sectar 0.2819
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). the highest sccondary demand generation is created by the primary
processing industries such as vegetable and animal oils, non-ferrous
metals, and rubber processing, where the demand multiplier is about 2,
i.e. the total demand increase is about 100 per cent higher than the
change in final demand. Other industries which also have relatively
high demand multipliers arc similarly engaged in some kind of simple
raw material processing, for instance bakeries (1.9), textiles spinning
(1.8), fruit and vegetable canning (1.8), fish canning (1.8), iron found-
ries (1.7), grain milling (1.7), wood milling (1.7), ete. This again
reflects the fact that the manufacturing sector is still substantially
dependent on the primary sector for its domestic inputs. If there were
no import leakage (zero C-matrix) it would be mostly other industries
which rank high according 0 the demand multiplier, Table 1V.16
shows that the highest *potential’ demand multipliers exist for motor
vehicles (3.3), wearing apparel (3.2), textile spinning (3.2), dairy products
(3.0), other food preparations (2.8), other chemi 2.7), and other
transport equipment (2.6),

What can be concluded from these caleulations for a policy that aims
at a

als

gorous demand generation throughout the cconomy by stimulat-
ing final demand? Given existing import leakages, one may argue that
final demand of the raw material processing industries should be
increased, because they present the highest demand multipliers. The
wisdom of such a policy
can be exported in cither unprocessed or in processed form. Their sup-
ply is, furthermore, rather inelastic in the short and medium run. What
may happen, therefore, is that unprocessed raw materials previously
exported are diverted toward domestic processing industries. This m

s, however, dubious. Several raw materials

be desirable for its own sake, because it increases the country's value
added and possibly employment, but it does not generate secondary
demand 1o the extent suggested by the demand multiplier. The policy
would therefore be ineflective in this respect. That leads to the consid-
eration to concentrate on non-primary processing industrics with rela-
tively high demand multiplicrs, such as furniture and fixtures, other
chemicals, rubber products, cte. In order 10 have a sizeable impact
from a stimulation of these industries their weights in the manufactur-
g sector must, of course, also be taken into account, In absolute
terms, a large industry with a relatively small multiplier may generate
more secondary demand than a small one with a high multiplicr.
An alternative strategy would be the attempt to exploit the unutil
portion of the ial demand multiplier by import sut
From column (3) of Table IV.16 it can be seen that the industries
where the unutilized portion is highest are gencrally also those with the
greatest potential demand multipliers, such as motor vehicles, wearing
apparel, other transport equipment, dairy products, other food prepara-
tions, tobacco products, textile spinning, metal products, ctc. The selec-
tion of industries for such an import substitution strategy should, of
course, not be guided by the criterion of potential additional demand

zed
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generation alone. There have been several examples, in particular in
Latin America, where indiscrimi government  requi [
increase the domestic input content by a fixed percentage every year
have led to grossly inefficient production of intermediate goods. The
potential demand gencration can, thercfore, be only onc among a
number of other criteria which take into account the long-run compara-
tive advantage of the industri erned.

D. BACKWARD AND FORWARD LINKAGES

It is a well-known fact that the expansion of an industry not only
generates demand for its inputs, but may also, if it produces interme-
diate goods, induce the expansion of other industries which use the
commoditics additionally produced as inputs. The connexion with sup-
plier industries has been called by Hirschman*? backward linkage and
that with user-industries forward linkage. Rasmussen®? who invented
these concepts had already carlier proposed the following measures
which have been generally accepted. The backward linkage is basically
the demand dardized by the ighed average of all
matrix clements. If the clements of the inverse in cquation (5) are
denoted by r, the formula for the backward linkage is:

Whereas the backward linkage is obtained by adding up the columns,
the forward linkage is calculated by adding up the rows and standard-
izing correspondingly:

Tt is quite obvious that in terms of production incentives the forward
linkage is generally much weaker than the backward linkage. Whereas
an output increase in a certain industry actually creates demand for the
required inputs via backward linkages—a demand which has somehow
to be satisfied, cither by domestic production or by imports—the sup-
ply of domestically-produced inputs via forward linkages is for a poten-
tial user only one possible source among several others. If he is really
determined to produce, he can always do so by purchasing his inputs
from foreign sources, except when imports are restricted by tarifls or
quotas. It can, therefore, be said that the realization of forward link-
ages is likely to act as an effective incentive only :l’lmpuns are severely
restricted, a case which is not very relevant in Malaysia.

Table 1V.17 shows the backward linkage, the forward linkage, and
the sum of both under the assumption that the imported input
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TABLE IV.17

BACKWARD AND FORWARD LINKAGES BY

INDUSTRIES, 1970

Backward Forward
Sectar Linkage Linkage B+ F;
() ()

A. Primary sector 08292 5.5068 63360
B. Meat preparation 11523 0.7088 18612
Dairy products 1.0629 0.709 1.7725
Fruits & vegetable canning 1.2765 0.7072 1.9838
Fish canning 12472 0.709 1.9563
Vegetable and animal oils 1.4376 09136 23513
Grain mills & animal feeds 11745 11524 23270
Bakerics 13438 0.7076 20514
Cocoa and chocolate 0.9821 0.7090 16911
Ice factories 09770 0.7223 1.6993
Other food preparations 0.9428 10919 2018
Spirits and wines 0.8536 0.7094 15631
Breweries & soft drinks 0.9313 0.7074 16387
Tobaceo products 08214 0.7076 1.5291
Textile spinning 13047 11379 2426
Knitting mills 0.8036 07071 15108
Other textiles 0.759% 0.7547 15144
Wearing apparel exc. footwear 0.7673 0.7101 14774
Leather products 1.0453 0.7955 18409
luul-.nx exc. rubber & plastic 09351 0.7089 1L6H0
Wood mi 11758 1.2270 24028
Other wood products 1.0427 0.8203 1.8631
Furniture & fixtures 11665 0.7328 18994
Paper & paper products 0.9673 10350 20023
Printing & publishing 09411 08521 1.7932
Industrial chemicals 0.9584 L0425 2.0009
Paints & varnishes 0.9539 08071 17610
Drugs & medicines 0.8954 07122 16076
Cleansing detergents & cosmetics 0.9400 07133 16534
Other chemicals 1.1208 0.7686 18894
Petroleum & coal products 07546 11200 18747

Rubber processing 13636 08257

Rubber products 10731 08603

Plastic products 0.8894 0.7761
Pottery and china 09911 0.7865 17777
Structural clay products 0.9%0 0.7443 1.7384
Cement and conerete products 0.9224 0.8966 18191
Other NM mineral products 0.9739 0.7516 1.7255
Iron & steel products 12077 11607 23685
Non-ferrous metals & tin 13868 07922 2179
Tools, cutlery & metal furniture 0.9295 0.7288 1.6383
Structural metal products 0.9471 07514 16965
Fabricated metal products 0.9391 1.0581 1.9973
Non-electrical nudnnrry 0.8%9 1.0831 1.9801
Business & houschold machinery 0.7819 0.7300 15119
Communication cquipment, appliances 0.9364 0.7070 16435
Other electrical machine 0.8775 0.7300 1.6076
Shipbuilding & repairs 0.9296 07139 16435
Motor vehicles 07734 0.7092 14826
Other transport equipment 0.7934 0.7170 1.5104
Other misc. manufactures 0.8833 0.7492 16326
C. Tertiary sector 0.9433 5.3184 62618
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coefficients are positive and constant. The backward linkage, therefore,
exhibits the same ranking of industries as the demand multiplier with
import leakages in Table IV.16. It can be seen that for manufacturing
the backward linkage is generally higher than the forward linkage,
which is a further reason for placing more emphasis on the former.
This again reflects the fact that the manufacturing industries are pur-
chasing sub ially more i diate inputs from d ic sources
than they supply to the home economy. The opposite is true for the
primary and the tertiary sectors which both have extremely high for-
ward linkages and rather low backward linkages.

Though the forward linkages do not act as powerful incentives, it
may be useful for planning purposes to know where these linkages arc
highest. If the planning agency observes that an industry with a high
forward linkage has a comparative advantage in the country—like wood
mills and grain mills in Malaysia—or appears desirable for other
reasons, it may want o support this industry by providing incentives
to the user-industries, and may simultancously raise the value added
created in the country. To take an example, the sawn timber produced
in large quantities by Malaysian wood mills may cither be exported, as
has been done with the major part of the output in the past, or its high
forward linkage may be utilized by actively promoting user-industries
which produce all kinds of wood products, such as wooden boxes,
crates, knocked-down furniture, pre-fabricated parts for the construc-
tion industry, ctc., and thereby get more value added and employment
from the processing of domestic or imported raw materials. The for-
ward linkages suggest that such chances could exist, apart from wood
and grain mills, in the industries producing iron and steel, textiles
(spinning), petroleum and coal products, other food preparations, non-
clectrical machinery, industrial chemicals, paper and paper products,
cte. Tt r;“u\y be noted that several of these industries also have high
backward linkages, and therefore a high combined backward and for-
ward linkage (last column of Table IV.17) gives them the role of key
industries within the manufacturing sector.

|- Sections IV.1 and 2 were co-authored with Bernhard Weber. Sce alsa L. Hoflmann
and B, Weber, *Economies of Scale, Factor Intensitics and Subst 2
for Malaysia's M, Industries’,
1976

2 R.C_O. Maithews, *Reeiprocal Demand and Increasing Returny', Ressew of Economic
Studies, Vol. 17 (1949-50), pp. 149 IF

About oac-half of all industrics were covered fully, while for the rest anly establish-

ments with five ar more employees were surveyed

4 The classification by industries follows the Federation of Malaya Industrial
Classification (1963), which is broadly comparable to the International Standard Indus-
trial Classification (ISIC)

5 With regard to depreciation, it appears that small companies behave differently
from their bigger counterparts. However, too little is known about this to allow the for-
mulation of a more accurate hypothesis.
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6. Equation (2) is the logarithmic (lincarized) form ol ¥=y288 where ¥ stands for
value added, L for labour, C for capital, and @ and 8 for the output clasticities of
labour and capital respectively.

7. The GES-function is defined as: v=7(sc® o -8)17%) % where 81 a distibuion

parameter 7 is an efficiency parameter, 5 is a substitution parameter, and » the scale-
clasticity. Equation (3) was developed by J. Kmenta, ‘On the Estimation of the CES Func-
tion', International Economic Review, Vol. 8, 1967. For a survey of the discussion of these and
other estimation approaches see 1. Nadiri, ‘Same Approaches to the Theory and Measure-
ment of Total Factor Productivity: A Survey’, Jourmal of Ezonomic Literature, Vol. B,
Menasha, Wisconsin, 1970, pp. 1137-77. It nl-muld be noted that the last two variables in
equation (3) are highly correlated. This docs not, however, affect the value of ».

8. This follows from the fact that (3) approaches (2) as the parameter of (n.-‘{)'
"'“J(h.f)' it can be

scen that M1 -8 ewd=y which is cquivalent 0 equation (1), if the parameter of

(g e

9. The 5 per cent-confidence interval is given in brackets in equation (4.

10. See for instance E. H. Chamberlin, “The Theory of Monopolistic Competition—A
Reurientation of the Theory of Value', Harvard Economsc Studies, Vol. 38, Cambridge, 1948.

1. Measuring size by average capital stock and average employment gives lower cor-
relation cocfficients of 0.34 and 0.18 respectively

12. H. Lary, Imports of Mamafacturcs from Les Developed Couairies, National Bureau of
Economic Rescarch, New York, 1968

13, ¥ may be defined on the one hand as the difference between gross output (0) and
mput (M), and on the other as the sum of capital and labour incomes.

O-MeL.weCer

A skill improvement of the employed labour may increase 0 without raising M by the
same absolute amount. This will happen if O increases with the intermediate input
coellicients being constant. On the income side, the output increase s balanced by cither
higher wages or higher capital rentals (r) Lary assumes that the skill improvements are
reflected in higher wages

14 D. Morawetz, * jon in Developing
Countries—A Survey, l'l-ulm_/nmul Vol. 84, lmdnn. 1974.

15. 8 and a are defined as:

approaches zero. Writing (3) as ¥ =inyes(i-)mL e miac—

B fian 4

K is then

e
wo
u

It may be noted that allocative efficiency requires a deviation from marginal produc-
tivitics in the presence of increasing or decreasing returns to scale. However, this is of no
concern in our case, as the deviation is of the same relative magnitude for all factars and
therefore cancels out in (9).

16, There exists in fact a negative correlation between @ and the employment
coelficient L/V. The Spearman coeflicient is ~0.32 and significantly different from zero.

17. For example, the combination of a high C/L- and a low K-ratio is found in the
following industries (see Table 1V.2): (3097), (4111/3), (4121/4129), (4191), (4330),
(4350), (4739/4799), (4831/2)

18. In these industries we observed wide divergencies between the marginal productiv-
ity of labour—measured by Cobb-Douglas functions—and the wage rate. Therefore, the
high productivity may be duc 10 a too small input of unskilled labour.

Another skill-i could be the skill ients which have been calculated by L.
Hoffmann, Interim Report on the HEX, op. cit., for the Malaysian manufacturing industries.
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Because of the different classification, these coefficients arc not directly comparable with
our present data.

19. See for instance Z. Griliches, ion Biases in Esti of P
Functiony', Jowrnal of Farm Econemics, Vol. 39, Menasha, Wm'nmm, 1957; P. Dhrymes,
“Some Extensions and Tests for the CES-Class of Production Functions', Revicw of Ezonom.
ws and Statiscs, Vol. 47, Massachusctis, 1965; and M. Girgis, ‘Aggregation and Mis-
specification Biases in Estimatcs of Factor Elasticity of Substitution—The Case of Egypt',
Weltwirtschafiliches Archiz, Vol. 110, Kiel, 1974,

20. See W. Vogt, Theorue des wirtschafilicken Wechstums, Frankfurt, Vahlens Handbucher
der Wirtschafts- und Sozialwissenschafien, 1968,

21, Assuming a constant factor price ratio.
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V  The Sources of Industrial Growth

HAVING discussed in some detail the major structural characteristics of
the manufacturing sector as it emerged from the 1960s, we now come
back to the question of what made manufacturing grow as it did. Not
that we feel capable of explaining fully the growth mechanism, but by
looking at what has been called the ‘sources of growth’ and at the
background of the course of policy as analysed in Chapter 111, one can
see bly well h hough not why facturing growth
came about. It also provides valuable guldcs to the question whether
Malaysia made a wise use of its growth potential, taking into account
the constraints of its policy targets. Furthermore, it can serve as a basis
for conditional forccasts of future growth opportunities for Malaysia's
manufacturing sector.

I. OUTPUT EXPANSION VERSUS INCOME
EXPANSION: CONCEPTS AND DATA

The concepts of measuring the sources of growth are those employed
in carlier studies by Hoffmann and Tan.! Define:

(n D=Y+M-X

@ v=%

=M
3 w=y
W ox=%
where

D = internal market
Y= szlts of local industry

We then have the identity
(5) Y — Yo =vg (D) — Do) +Dy (o —Hy) + Dy (%1 — %g)
(5.1) (5.2) (5.3)
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or

(6) 1=2021 =Do) Dy (o —Ki) Dy (%1 — %)
I‘YD yl_yD yl_yo
(6.1) (6.2) (6.3)

with indices 0 and 1 denoting different points of time.

(5) can be used to measure the inter-sectoral spread of the sources of
growth, while (6) gives their mlra-:c(loral shares. The first term on the
right side of each equation ic demand exp the
second import substitution, and lhc third export expansion. It should
be noted that production, imports, and exports are related in (2) to (4)
to the local market and not, as is usual, to internal supply.? The refer-
ence system is accordingly the growth of the local market or balanced
growth @ la Nurkse. The advantage of this concept over various others
has been demonstrated elsewhere.?

Morley and Smith* have propased i h for
measuring lmpurl substitution because rhn fccl xhnr mnccpn such as
those used in our papers understate the actual extent of import substi-
tution. The Morley-Smith method was not employed in this study
because we have serious doubts whether it makes sense to auribute 1o
import substitution also the production of inputs which have never
been imported as the method implies. Furthermore, the Morley-Smith
approach is difficult to interpret, as the authors themselves acknow-
ledge. Assume that car imports decline because of protection. This
would (among other reasons) imply import substitution in the steel
industry, though its competitiveness (compared to imports) may actu-
ally have not changed. The fact that import substitution (or export
expansion) cannot be attributed any more to causes um_m.mng ina
particular industry, limits sub Ily the ibility of * i
the growth pattern by isolating ‘causes’ (through cross-section analysis)
whose quantitative impact differs from industry to industry

The concepts outlined above try to assess the performance of an
industry in its attempt to obtain a larger share of the internal market
and to improve its export position. This performance depends on the
competitive strength of the industry, which may be developed by the
industry itselfl or be artificially created through trade policy. As sup-
plicrs compete in gross supply the measures were stated in gross terms
From a policy point of view it might be of considerable importance to
know the impact of import substi and export on
income and on resource allocation. The latter may be defined more
specifically cither as capital allocation or as labour allocation. We will
not, however, use this specification here.

I'he income creation that can be attributed w import substitution
and export expansion is the corresponding value added. IF we assume
that the factor price ratios from activity to activity do not change very
much and that there are no substantial monopoly rents, these value-
added figures also indicate how the allocation of primary factors
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llabour and capital) u affected by import substitution and cxpnn
The ion of the above into val
lcmls can be done in several ways. Let us define:
4 =V
(7 "Ey

where Vis value added and n the value-added ratio. Equation (5) could
then be written in value-added terms as
(8) Vi = Vo =vo (Dymy —Dong) + Dyny (o — ) + Dymy (x; — xg)
Two objections may be raised against this direct translation into
value-added terms. First, the change in market is a matter of gross
supply and demand and should, therefore, not be measured in net
terms. Second, an increase in the value-added ratio means a higher
resource allocation to the industry in question or a higher monopoly
rent of that industry which cannot directly be attributed to market
growth, import substituti or export i and which should
therefore be brought out separately. Taking this into account (8) can
be rearranged into

{9) Vi = Vo = novg (Dy=Do) + Dynglplo —Hy) + Dyng(xy —xg) + Dyvy(ny —ng)
(9.1) (9.2) (9.3) (9.4)

This equation equals the onc used by Lewis,® except for the export
term (9.3). The increase in value added duc to market growth, import
substitution, and export expansion is measured by kecping the value-
added ratio of the initial period constant. Expression (9.4) can be
interpreted in several ways. For an individual industry a positive value
of (9.4) could mean that the industry increases the degree of processing
of its secondary inputs and attracts therefore more primary factors
(labour and capital), cither by ecmploying factors that were before
unemployed or by enticing away employees from other industries or
sectors. It could also mean, however, that the primary factors employed
in the industry receive higher incomes. In particular, there could be a
rise in the monopoly rent if the market of the industry is protected
against foreign competitors. Conversely, if (9.4) is negative cither a
shift towards higher usc of raw materials and less use of primary fac-
tors, or a relative decline in factor incomes could have taken place.

The data used in this study differ in two respects from those em-
ployed in our carlier investigations cited above. First, the coverage is
almost complete, except for omissions in the original sources like the
Malaysian trade statistics and the manufacturing censuses and surveys
and, second, the classification follows closely that of the (unpublished)
detailed input-output tables prepared by the Malaysian Department of
Statistics for the year 1970.¢ This classification has been used here in
order to enable an extension of our carlier calculations to include the
indirect effects resulting from backward and forward linkages between
different industries.
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Wuh lhc more detailed data now a\anlablc it was possible to improve
the ion into di and i
goods, although it is realized that any such classification may raisc
well-founded objections. It was further decided to present and discuss
separately the development of the major primary processing industries,
which mostly produce for the world market, because their heavy weight
distorts the overall plc(urr The following analysis begins with these
i ies and in the sub section with the non-

primary processing manufacturing industries.

2. THE PRIMARY PROCESSING INDUSTRIES,

19631974
By 1963, Malaysia's manufacturing scctor was sill heavily domi-
nated by primary p g ies. Two industries, rubber process-

ing and non-ferrous metals (mainly tin), alone accounted for more
than onc-half of all manufacturing output. If palm oil processing and
wood mills arc added, the share of these industrics becomes nearly
two-thirds. The 4.9 per cent growth rate of the five industries as shown
in Table V.1 was quite moderate between 1963 and 1968, but after that
year it increased to 7.1 per cent until 1971, and to an impressive 30 per
cent for the period 1971-4.

Several factors contributed 1o this development. The acceleration of
the growth rate up to 1971 was on the one hand due to a tapering-off
in the fall of the rubber price. The increase in the output volume could
therefore overcompensate for the price decline, thereby leading to a
higher output value. On the other hand there was a strong tendency
toward diversification, with palm oil processing, wood milling, and oil
refining growing rapidly. The growth of oil palm processing partly
reflects new plantings, for instance on the publicly organized FLDA-
schemes,” and partly the substitution of palm oil cultivation for rubber
cultivation. The increase in wood milling was encouraged by the sub-
stantial profit margins which could be realized by exporting sawn
timber instead of logs. The expansion of oil refining, finally, was due to
the decision of two major oil companies to set up oil refincries in West
Malaysia for the processing of crude oil from the Middle East for domes-
tic consumption.

In spite of their fairly high growth rates, the share of these industries
declined by 1971 to less than 50 per cent, because other manufacturing
industrics expanded even more rapidly as will be shown in the next
section. Only between 1971 and 1974 did the share again increase as a
result of the world-wide boom in commodity prices. With the
levelling-off of the boom after 1974 the declining trend of the share is
expected to continue.

The sources of growth are obvious for three industries—palm oil pro-
cessing, rubber processing, and non-ferrous metals—which produce
almost exclusively for export. Wood mills and oil refinerics, however,
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also supply the domestic market. Therefore, for these two industries an
investigation of the sources of growth along the lines described above
makes more sense.

Table V.2 summarizes the sources of output growth of wood mills
and petroleum products. For wood mills it is quite clear that import
substitution was never a source of growth during the observation
period, mainly because imports of sawn timber were rather low right
from the beginning. The expansionary forces of this industry were at
first exports, but later the domestic market increasingly accounted for
the output growth. The reason for this changing pattern is the con-
struction boom which gradually built up after the mid-1960s and cul-
minated in acute shortages of construction materials in the carly 1970s,
In order to secure an adequate supply for the domestic market the
Government temporarily introduced an export ban on sawn logs.  °

For petroleum products the situation was different, since until 1968
import substitution was the most important growth source. Prior to
1963 Malaysia produced only a very small portion of its consumption
needs. This changed rapidly with the cstablishment and increasing util-
ization of the capacity of the two oil refineries. Whereas in 1963 domes-
tic production was less than 9 per cent of domestic consumption it
increased to 86 per cent by 1968. However, after that the fast-growing
consumption outran production and the share declined to 71 per cent
in 1971 and 63 per cent in 1974. As the refining capacity cannot be
gradually expanded because of the indivisibility of production units,
further growth of this industry will have to wait until the establishment
of additional refining units.

TABLE V.2
THE SOURCES OF OUTPUT GROWTH OF WOOD MILLS
AND PETROLEUM PRODUCTS

Import Substitution Export Expansion Domestic Demand
- xpansion
Absolute Share Absolute Share Absolute Share
Wood Mills
1963-71 1,588 0.7 138,651 61.6 84,960 377
1963-8 98 0.1 82,640 75.5 26,762 244
1968-71 1,451 1.3 22,369 193 91,880 79.4
1971-4* 8,973 1.5 —124344 205 722870  119.0

Petroleum Products

1963-71 136,923 72.1 38,243 20.1 14,633 7.7
1963-8 98,086 59.4 59,124 35.8 7,890 4.8
1968-71 1,864 7.5 —43,168 —174.8 66,003  267.2
1971-4* 9,315 2.2 -94,743 -22.1 514,827 1199

*Preliminary
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The carly growth phase of the petroleum industry was not only
based on import substitution but partly also on export expansion. In
the period 1963-8 export expansion accounted for more than a third of
output growth. This may appear implausible since domestic out-
put was not even sufficient to satisfy local demand. However, what

ppened was that Malaysia imp low quality 1 from the
Middle East for its own consumption, while it exported its own high
quality petroleum at a correspondingly higher price. As pollution—the
major drawback of low quality oil—was not (then) a serious problem in
Malaysia this kind of trade was d ly to Malaysia's ad: ge. The
export continued in later periods, but its expansion could not keep pace
with that of the domestic market. The export ratio consequently fell.

It was argued above that the sources of growth defined in gross out-
put terms do not adequately reflect their impact on income and
resource allocation. A better, though not ideal, expression for this is a
formula in value-added terms (cquation 19). The problem with a
value-added formula is that changes in value added indicate changes in
resource allocation only in a rather competitive situation.

Table V.3 provides an overview on the sources of valuc-added
growth. Value-added data are, unfortunately, not available for 1974.
I'he sources could thercfore be calculated only up to 1971. For the first
sub-period (1963-8) the picture differs only marginally from that for
output growth. During the sccond sub-period (1968-71), however, the
valuc-added ratio significantly declined for both wood mills and pe-
troleum products, but value added still increased in absolute terms.
What these observations indicate is that the two industries contributed
much less to income growth than the growth of output may suggest.
The reason, apparently, was rising prices of raw materials. As far as
the raw materials came from other sectors of the economy, this meant a
redistribution of income within the economy. This was clearly the case
for wood mills. For petroleum the situation was different because part
of the crude oil came from the Middle East and part from East
Malaysia. Hence, in this industry Malaysia benefited from the growth
in output only to a rather limited extent.

The result of a decrease in the valuc-added ratio was that the
growth sharc of the other sources turned out to be higher than for out-
put growth, ie. the calculations presented in Table V.2. The conclu-
sions drawn from that table are consequently reinforced by the value-
added calculations.

3. THE MANUFACTURING INDUSTRIES, 1963-1974

The manufacturing industries which were not engaged in primary
processing were responsible for the high and accelerating growth rate of
total manufacturing during the observation period. Whereas the annual
rate of increase of these industries was 13.8 per cent between 1963 and
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1968, it rosc to 14.4 per cent for the period 1968 to 1971 and a high
184 per cent from 1971 to 1974. The rate for the last sub-period, how-
ever, overstates the acmal or real growth in ompu\ because from 1971
onwards the Mal by the 1d-wid:
inflationary wave, suffered for the first time since independence from
major increases in its domestic price level. As no price index for manu-
facturing output is available the impact of inflation on the growth of
manufacturing real output cannot be adequately assessed.

A. MAJOR TRENDS BY INDUSTRY GROUPS

The type of industries which were causing this fast growth can be
identified from Tables V.4 and V.5. Consumption goods grew at a rate
below average. Their share in fi ing output y fell
from nearly 70 per cent to about 60 per cent. Intermediate goods grew
very fast from 1963 to 1968 and from 1971 to 1974. In the intermediate
period (1968-71) their growth rate was below the average. It should,
however, be kept in mind that the primary processing industries ana-
lysed in the previous section are all producing intermediate goods. Their
inclusion in this category would lcad to a rather different conclusion.
Investment goods, finally, expanded rapidly over the entire period and
continuously increased their share in total output from about 8 per cent
in 1963 to nearly 11 per cent in 1974.

As to the sources of growth, we find our carlier results® derived from
a smaller data set, largely confirmed, as far as the observation periods
are comparable. Between 1963 and 1968 import substitution was the
most important growth source, in spite of rather low protection at that
time. Most of this import subsmuuon must have been what may be
called fi de import sub i i.e. an impos ing output
growth in accordance with the ‘normal’ change of the country’s com-
parative advantage in the course of development.? The expansion of the
domestic market was a little less important than import substitution,
whereas export expansion made only a minor contribution to output
growth.

In the earlier investigation quoted above, the sources of growth were
also calculated for the period 1959-63. Comparing the two sub-periods,
one finds that import substitution and export expansion had increased
during the sccond sub-period at the expense of domestic demand

ing growth between 1963 and 1968,
a period of modcralc owcrall _growth, was largely sustained by success-
ful competition with forcign supply on the home market as well as on
the world market.

After 1968, when overall growth accelerated, domestic demand
expansion again became the most important source of output growth,
whereas import substitution and export expansion reduced their growth
contribution. In the carlier investigation it was found that export
cxpansion dedlined only marginally until 1970. This difference in the
results is party due to the shorter observation period of the earlier
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study and partly due to the inclusion of some of the primary processing
industries which are treated separately in the present study.

The reasons for the of d ic demand expansion as
the dominant growth source may have been two-fold. On the one hand
the acceleration of overall growth provided the opportunity for domes-
tic manufacturers to produce increasingly more for the home market
without having to fight for market shares with foreign suppliers. The
increase of protection after 1968, on the other hand, made exporting
less attractive than selling on the home market, as was also revealed by
the HEX. If domestic demand had not grown so fast, the rise in pro-
tection might have led to more import substitution.

The period 1971-4 witnessed an extraordinary boom in Malaysia
duc to the domestic price explosion for the major export commodities,
in conjunction with a construction boom. This explains why, in spite of

a high manufacturing growth rate, export expansion became negligible
and import substitution even negative. The latter implies that domestic
producers could not hold their market share on the home market in
spite of a quite comfortable rate of protection. A plausible explanation
for this is that domestic producers were unable or reluctant to increase
their capacity fast enough to keep pace with the rapid rise in demand.
Another possibility is that supplicrs from industrialized countries
pressed strongly for more sales in countries like Malaysia to compen-
sate for losses suffered in their own markets caused by the reduction in
demand following the heavy world-wide recession which coincided with
this period. Domestic demand expansion therefore appears as the only
growth source for this period.

If one again makes the distinction between goods for consumption,
intermediate use, and investment one discovers that the decline of
import sub and export ion during the second sub-period
(1968-71) was almost cntirely accounted for by intermediate goods. If
our interpretation of the data is correct it must have been in the cate-
gory of industries where demand first outran domestic supply. Along the
same line of thought it can be argued that during the next sub-period
domestic supply of ion goods and inve: goods must have
become inclastic, because negative import substitution occurred mainly
in these two industrial categorics, whereas it was almost zero for inter-
mediate goods. Also, export expansion declined onl) in the former two
groups and ined virtually unchanged for i goods.

The contribution of the sources of growth to the change in valuc
added are shown in Table V.6 for the period 1963 1w 1971. Here it
becomes clear that the rise in income and resources utilization of manu-
facturing as a whole even exceeded output growth, as the value-added
ratio continuously increased. The change of the valuc-added ratio con-
tributed nearly 10 per cent to value-added growth. The contribution
was slightly higher in the second sub-period than in the first.

This positive growth contribution of the change in the value-added
ratio is, however, exclusively due to a sharp risc of the value-added
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TABLE V.7
CHANGES IN MARKET RATIOS AND SHARES

OF GROWTH SOURCES, 1963-1968
PENINSULAR MALAYSIA (per cent)

Industry IR Change
I Meat preparation 237
2 Dairy products 3304
3 Fruits-veget. canning 10.14
4 Fish canning 631
5 Veget, & animal oils —1167
6 Grain mills & animal feeds 26.90
7 Bakerics 013
8 Cocos & chocolate 16.16
9 lee factories -3.49
10 Other food prep 19.59
1S wines 447
12 Breweries, soft drinks 18.92
13 Tobaceo products 214
14 Textile spinning 2162
15 Knitting mills 1430
16 Other textiles 357
17 Weaning apparel exc. footwear 12,69
18 Leather prod. 1951
19 Footwear exc rubber & plastic 3.50
20 Wood products exe. wood mills 744
21 Fumiture & fixtures B.66
22 Paper & paper products 6.21
23 Printing & publishing 1036
24 Industrial chemicals 1565
25 Paints & varishes 1516
26 Drugs & medicines 107
27 Cleansing detergents & cosmetics 402
28 Other chemicals 2326
29 Rubber products exc. rubber mills 20.95
30 Plastic products 3382
31 Pouery & china 971
32 Structural clay products 075
33 Cement & concrete products 40.15
34 Other NM mineral products 19.70
45 Iron & steel products 12.77
36 Tools, cutlery, metal furniture +.05
37 Structural metal products 2384
34 Fabricated metal products b4l
39 NE industrial machinery 522
40 Business & househald machinery 312
41 Communication equipment & appliances 19.58
42 Other clectncal machinery 2332
43 Shipbuilding & repair ~12.08
44 Motor vehicles 1593
45 Other transport equipment 5.00
Other manufactures ~26.55
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TABLE V.7 (continued)
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15 Skare EE Skare DE Skare
68.94 1.9 19.12
2469 n2
75.28 3.52
8243 6.93
-9.17 148.16
~0.4 18.12
-8.77 107.87
14.31 3550
3.87 1135
9.35 2895
1291 3127
34.09 2357
2259 6829
13.68 11.68
15.94 1384
76464 52946
54.29 789
093 4160
17.75 65.96
316 75.09
8.53 44.63
2084 3487
580 66.66
1005 31.26
4342 354
~1486 103.54
-21.72 108.04
2257 1270
1684 77.91
3.16 39.68
819 35.18
1187 9161
2.0 14.65
~0.09 31.65
19.99 1358
~1881 6581
880 3063
7.70 6191
47 51.59
64.96 220
850 13.01
1.97 1362
-311 63.11
425 741
386 32.50
~1582 084




158 INDUSTRIAL GROWTH, EMPLOYMENT, FOREIGN INVESTMENT

TABLE V.8
ROWTH SOURCES, 19631968
AR MALAYSIA (M$'000)

ABSOLUTE
PENINSU

Industry 1S Absolute
1 Meat preparation 62048
2 Dairy products 4600246
3 Fruits-veget. canning 540412
4 Fish canning 265727
5 Veget & animal oils
6 Grain mills & animal feeds
7 Bakeries
B Cocoa & chocolate
9 lee factories

10 Other food prep

UL Spirits & wines

12 Brewerics, soft drinks

13 Tobacco products

14 Textile spinning

Knitting mills

16 Other texiiles

17 Wearingapparel cxe. footwear
18 Leather prod

19 Footwear exc. rubber & plastic
20 Wood prodducts exc. woed mills
21 Furniture & fixtures

22 Paper & paper products

25 Printing & publishing

24 Industrial chemicaly

25 Paints & varnishes
2

Drugs & medicines

7 Cleansing detergents & cosmetics 233015

28 Other chemicals B3

29 Rubber products exc rubber mills 2024865

30 Plastic products 5680

31 Pottery & china 37024

32 Structural clay products 17444

33 Cement & concrete products 3151538

3 Other NM mineral products 136870

35 lron & steel products 2683288

36 Tools, cutlery, metal furniture 1696

37 Structural metal products 969023

38 Fabricated metal products H1618

39 NE industrial machinery 1186649

40 Business & houschold machinery 128017

41 Communication equipment & appliances 2244437

42 Other electrical machinery 1384112 262
43 Shipbuilding & repair —98015 ~0.19
4+ Motor vehicles 6.58
45 Other transpart equipment 054
46 Other manufactures 2253572 ~4.20

Nete. The absolute values in these series of tables have to be divided by 100 in order w0

add up 1o the output change
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TABLE V.8 (continued)
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EE Absoluts Stracture DE Absolute Structure
10736 0.07 17214 005
1773119 12.32 806634 227
1919726 13.34 89861 025
14.32 173381 049
122970 ~0.85 1985363 559
-7255 -0.05 2734717 7.70
-85101 ~0.59 1046350 295
93047 065 231357 065
7754 0.05 222702 063
681060 +.73 2108327 5.94
19374 0.13 46910 013
6.18 615205 1.73
1152558 8.01 3482820 981
701952 488 599538 169
4099 065 81661 023
-7 -0.53 52946 0.15
864928 6.15 128661 036
2418 0.02 108177 030
163370 114 606850 171
26574 0.18 630810 1.78
42686 030 223170 063
279637 194 6417 1.26
277461 193 3186771 8.98
433314 3.0 1347316 380
490745 341 400550 113
~71343 -0.50 497038 140
-371527 -2.58 1847611 521
313731 218 176574 050
~876197 -6.09 4051327 1141
53562 037 670756 189
45919 032 197056 056
59356 041 458088 129
1234998 858 753460 212
- 188 -0.00 63317 0.18
807790 561 548921 1.55
-60212 -042 210592 0.59
140894 0.98 490081 138
238897 1.66 1919483 541
129853 0.90 1403498 3.95
253367 176 8614 0.02
243282 1.69 372279 1.05
32461 0.23 223425 063
8724 0.06 - 190709 ~0.54
167747 117 297082 0.82
17376 0.12 146280 0.41
310071 215 ~ 16499 ~0.05
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ratio in the industries producing consumption goods, in particular dur-
ing the second sub-period, whereas the ratio declined slightly for inter-
mediate goods and strongly for investment goods. Without more infor-
mation on the industry details concealed by these aggregates it is not
possible to give an explanation for these diverging developments. The
problem will therefore be discussed in the next section.

THE INDUSTRIAL STRUCTURE OF THE SOURCES OF GROWTH
In this section uhul.mons of the sources of grow! th are presented for
all 46 [F d ies of the Malaysi put nomen-
clature, except the pnmnn processing industries alrt:ld) covered above.
As it would be o tedious to dmuss the tables in detail, i.e. industry

by industry, we will c on ighting a few of the
developments which appear most interesting in the context of this
study.

In the period 1963-8 grain milling and animal food (unfortunately
lumped together) was the most outstanding industry in terms of import
substitution. Tts intra-industry share of import substitution was over 80
per cent (Table V.7) and it accounted for nearly one-quarter (23.4 per
cent) of the manufacturing sector’s entire import substitution (Table
V.8). High intra-industry shares were also measured for textiles, elec-
al machinery, and motor vehicles, all industries which were favour-
ite targets of the government's industrial promotion activity. A high

intra-industry share docs not, of course, necessarily imply a high con-
tribution to the import substitution of the manufacturing sector, as this
largely depends on an industry’s relative weight. However, textile spin-
ning and motor vehicles also accounted for a substantial portion (14
per cent) of overall import substitution.

For export cxpansion, the highest intra-industry shares were regis-
tered in the industrics producing canned fish, canned fruit and vege-
tables, business and houschold machinery, and wearing apparel. The
largest contributions to the sector’s export expansion were made by fish

canning, fruit and vegetable canning, dairy products, cement and con-
crete products, and tobacco products. Here again it turns out that there
is only a partial overlapping between industries with a high intra-
industry share and those with a large contribution to the sector’s export
expansion.

Looking at the data sets for import substitution and export expan-
sion, one arrives at the following interesting conclusions. First, the
industries which are successful in export expansion are mostly different
from those which rely heavily on import substitution. For a given and
short cnough period this is probably not very surprising, as onc may
argue that export expansion follows import substitution and neither
coincides with, nor precedes it. Secondly, and more particularly, it can
be observed that the industries which were successful in export expan-
sion over the sub-period were all engaged in some kind of processing of
natural resources or were typically labour-intensive industries. How-
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ever, labour intensity was only important for the export expansion of
the respective industries in question, whereas the processing of
resources was the type of activity dominating the sector’s €Xport expan-
sion. Together, the five industries mentioned accounted for more than
50 per cent of total export expansion.

If, for the sake of clarity, we now concentrate on the contribution to
the sector totals of the growth sources, the following observations can
be made for the subscquent sub-period 1968-71 (Tables V.9 and
V.10). Grain milling was still the most important import-competing
industry, followed by motor vehicles, iron and steel, and other food
preparations. The first three industrics were, for different reasons, all in
one way or another supported by the government: grain milling as a
vital industry for the supply of the most important basic food, motor
vehicles (assembly plants) officially promoted in the interest of job crea-
tion, and iron and steel as an industry heavily dominated by the
government-owned Malayawata-complex.

The new-comers in export expansion were industries such as rubber
products, non-clectrical industrial machinery, clectrical machinery,
other wood products, bakeries, meat preparation, drugs and medicines,
and other transport equipment. They alone accounted for some 66 per
cent of total export expansion, though as mentioned above the total
was rather small. For that reason one cannot attach too much weight
to this observation. However, it remains a noteworthy fact that export
expansion apparently began to spread to a larger variety of industries,
most of which are also labour intensive. Some of them, like rubber prod-
ucts and other wood products, are engaged in higher stages of the
processing of domestic resources.

Coming to the next sub-period (1971-4), we find that negative
import substitution prevailed over the entire sector (Tables V.11 and
V.12). It is remarkable that the highest negative import substitution
was now observed in the industries which were leading in (positive)

import itution or export ion in the previous sub-periods,

such as grain milling, other food preparations, iron and steel products,
non-electrical industrial machinery, and motor vehicles. As was argued
before, a plausible explanation for this could be inclasticity in supply
from domestic producers. However, this explanation becomes less ten-
able il one looks at the data for export expansion. Some of the indus-
tries with the highest negative import substitution belonged at the same
time to those with the highest export expansion. Furthermore, all
industries with high export expansion such as other food preparations,
wearing apparel, communication equipment, and motor vehicles, had
simultancously negative imporl substitution. These observations speak
more for lhr |vaolhr .m: in this period of depressed demand in the
industri. A ysia became a dumping ground for foreign
supply. The export expansion may have acted as an auxiliary outlet for
the produce which could not be sold on the Malaysian market because
of the heavy competitive pressure from foreign supply.
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TABLE V.9

CHANGES IN MARKET RATIOS AND SHARES
OF GROWTH SOURCES, 1968-1971
PENINSULAR MALAYSIA (per cent)

Industry 1R Change

1 Meat preparation 3314
2 Dairy products
3 Fruits-veget. canning
4 Fish canning
5 Veget. & animal oils
6 Grain mills & animal feeds
7 Bakeries
B8 Cocoa & chocolate
9 lec factories
10 Other food prep.
11 Spirits & wines
12 Breweries, soft drinks
Tohacco products
14 Textile spinning
15 Knitting mills
16 Other textiles
17 Weanng apparel exc. footwear
18 Leather prod.
19 Footwear exc. rubber & plastic
20 Wood products exc. wood mills
21 Furmiture & fixtures
22 Paper & paper products
23 Printing & publishing
24 Industrial chemicals
25 Paints & vamnishes
26 Drugs & medicines
27 Cleansing detergents & cosmetics
28 Other chemicals

29 Rubber products exc. rubber mills 272
30 Plastic products 18.60
31 Pottery & china 9.97
32 Structural clay products 840
33 Cement & concrete products 201
34 Other NM mineral products 513
35 Tron & steel products 2565
36 Tools, cutlery, metal furniture 158
37 Structural metal products 1482
38 Fabricated metal products 853
39 NE industrial machinery -233
40 Business & houschold machinery 783
41 Communication equipment & appliances 352
42 Other electrical machinery 6.55
43 Shipbuilding & repair -5
44 Motor vehicles 1625
15 Other transport equipment 2449

46 Other manufactures 159




THE SOURCES OF INDUSTRIAL GROWTH

TABLE V.9 (continued)

OR Change 1S Share EE Shere DE Share
36.53 88.86 9.10 203
-4.40 -31.99 ~43.02 175.07
1344 7.50 -23503 327.53
54.64 +1.67 10.57 4774

9.59 11233 ~-27.76 1543
1581 29.03 ~-1.87 12.83
824 3088 48.71 20.39
2524 53.30 2044 26.24
~1.38 1228 10.73 76.98
1538 +.16 4.04 51.78
~3.93 558.63 -259.03 ~199.60
761 2080 8.25 70.94
1034 6.04 3146 6249
567 29.53 5.88 64.57
12.75 68.05 20.06 1187
341 67.67 17.99 14.32
53.00 74.97 17.95 7.06
1212 24.07 3.77 72.14
526 5.97 1521 78.81
1159 8144 365.44 —546.88
7.54 24.55 -433 79.78
14.18 60.06 10.59 2934
4.95 1824 -0.35 82.10
036 -18.31 2111 97.19
=37.10 4742 ~200.76 25334
8.03 1136 86.21 042
~0.94 51.22 -54.77 103.55
5.00 38.14 -19.29 8114
1.7 13.70 45.15 4113
18.97 33.02 0.64 66.33
10.96 62.58 6.21 31.20
13.58 2646 16.30 51.22
-2.26 6.63 =14.10 107 46
.23 2429 9.93 65.76
2177 86.26 -13.03 26.77
348 38.31 45.72 1595
17.90 3042 6.32 63.25
10.74 47.37 12.28 40.34
0.69 —42.45 55.09 8736
18.24 4085 5431 483
537 19.48 10.24 7027
1.5 2946 22.53 47.9
-487 ~52.21 540 146.80
16.06 69.43 -082 3139
7.2 91.57 10.19 =177
1593 86.50 -0.28 13.77
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TABLE V.10

ABSOLUTE GROWTH SOURCES, 1968-1971

SULAR MALAYSIA (M§'000)

Industry 1S Absolute Structure

I Meat preparation 1021982 226

2 Dairy products ~307141 ~0.68

3 Fruits-veget. canning - 20252 ~0.04

4 Fish canning 3242560 7.16

5 Veget. & animal oils 584137 129

6 Grain mm. & animal feeds 7692600 16.98

7 Bakeri 206960 046
8 Cocoa & chocolate 421108 0.93
9 lce factones 6190 ~0.01
10 Other food prep. 4368313 964
11 Spirits & wines 167590 ~037
12 Breweries, soft drinks 085
13 Tobacco products 435153 0.96
14 Textile spinning 1169689 2.58
15 Knitting mills 306267 068
16 Other textiles 27064 0.06
17 Wearing apparel exc. footwear 2264303 5.00
18 Leather p 146873 032
19 Footwear exc. rubber & plastic 80019 0.18
20 Wood products exc. wood mills 32576 007
21 Fumniture & fixtures 370779 082
22 Paper & paper products 1435440 3.7
23 Printing & publishing 885032 195
24 Industnial chemicals — 582258 —-128
25 Painis & varnishes 388863 0.86
26 Drugs & medicines 46581 0.10
27 Cleansing detergents & cosmetics 1060294 234
28 Other chemicals 778247 1.72
29 Rubber products exc. rubber mills 283656 063
30 Plastic products 1069857 236
31 Pottery & china IH278 087
32 Structural clay products 256702 0.57
33 Cement & concrete products 221687 049
34 Other NM mineral products 53453 012
35 Iron & steel products 5011810 11.06
36 Tools, cutlery, metal furniture 68969 015
37 Structural metal products 949168 2.09
38 Fabricated metal products Nhﬂ&‘ﬂ 34
39 NE industrial machinery —147
40 Business & household machinery 0.74
41 Communication cquipment & appliances 147
42 Other electrical machinery 124
43 Shipbuilding & repair ~0.14
44 Motor vehicles 5568730 12.29
45 Other transport equipment 1341623 296
46 Other manufactures 1521628 336

Note: See footnote of Table V 8.
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TABLE V.10 (continued)

EE Absolute Structure DE Absotute Structure
165 23349 004
-6.50 1680223 3.00
9.98 —BBAT -138
1294 3714416 664
-227 80259 0.14
~2.55 1109271 1.98
513 136633 024
2.5¢ 207369 037
~0.08 38490 -007
620 5121749 9.16
122 55681 01l

241 1319514 2

3562 4499636 8,05
367 2557183 457
1.42 53418 0.10
011 5731 001
853 213328 038
0.36 440074 0.79
321 1056080 189
356 218753 ~0.39
-1.03 1204752 215
3.98 701324 125
-17337 027 3982305 712
671387 10.56 3090871 5.53
— 1646287 ~2589 2077422 371
361666 5.69 1750 0.00
1133913 1783 2143616 383
-393577 619 1655328 2.9
934788 14.70 851552 1.52
20808 033 2149332 384
39132 062 196589 035
158175 249 555122 0.99
—47099 741 3589302 642
21859 034 144686 026
~757513 BIE 1595700 278
82311 129 28718 0.05
197242 110 1973587 353
380777 599 1250664 224
864916 13.60 1371568 245
445364 7.00 39613 0.07
350314 551 2403414 430
43042 677 916738 164
1484 0.10 176169 031
- 66369 ~1L04 2517635 4.50
149374 2.35 25098 -005

4960 -008 242331 043
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TABLE V.11
CHANGES IN MARKET RATIOS AND SHARES

OF GROWTH SOURCES, 19711974
PENINSULAR MALAYSIA (per cent)

Industry IR Change ER Change

I Meat preparation -383 3.28
2 Dairy products 401 063
4 Fruits-veget. canning ~8.50 -6.30
4 Fish canning -8.77 132
5 Veget. & animal oils 16.12 11.34
6 Grain mills & animal feeds ~1281 -0.65
7 Bakeries 261 2.07
8 Cocoa & chocolate -11.99 42.81
9 lce factories 2.13 0.67
10 Other food prep. -23.42 515
11 Spirits & wines 3.51 -1.52
12 Breweries, soft drinks 3.18 437
13 Tobacco products -0.33 —0.48
14 Textile spinning 11.50 2.70
15 Knitting mills 1101 246
16 Other textiles 4.76 244
17 Wearing apparel exc. foatwear ~7.04 32.85
18 Leather products -2237 0.92
19 Footwear exc. rubber & plastic -839 -0.67
20 Wood products exc. wood mills 8.3 -11.67
21 Fumniture & fixtures —~7.5 8.28
22 Paper & paper products -7.27 -3.24
23 Printing & publishing 143 045
24 Industnial chemicals 045 -248
25 Paints & varnishes 0.33 ~1.55
26 Drugs & medicnes 30.11 -1033
27 Cleansing detergents & cosmetics ~1.29 -4.78
28 Other chemicals 764 449
29 Rubber products exc. rubber mills ~4.58 ~0.98
30 Plastic products -5.39 172
31 Pottery & china ~1043 1145
32 Structural clay products —485 835
33 Cement & cancrete products -2.67 -4.31
34 Other NM mincral products -7.57 -2.16
35 lron & steel products -2209 246
36 Touls, cutlery, metal furniture ~5.19 ~0.27
37 Structural metal products -6.11 147
38 Fabricated metal products 0.19 3.50
39 NE industrial machinery ~13.99 -1.52
40 Business & household machinery -8.85 —1.34
41 Communication equipment & appliances ~7.15 563
42 Other electrical machinery -9.5¢ 4.54
43 Shipbuilding & repair -3.91 1143
4+ Motor vehicles ~14.58 2,69
45 Other transport equipment ~18.76 365
46 Other manufactures =717 226




THE SOURCES OF INDUSTRIAL GROWTH

TABLE V.11 (continued)

1S Share EE Share DE Share

~37.89 3248 10540

1nn
~41.59
-24.46
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TABLE V.11
GHANGES IN MARKET RATIOS AND SHARES
OF GROWTH SOURCES, 19711974
PENINSULAR MALAYSTA (per cent)

Industry IR Change ER Gang,

-3.83

Meat pepistcn
Dairy products
Fruits-veget canaing

oils

srain mulls & animal feeds

Hakeric

Coxoa & chocolate

ler factorios

Orher food prep

11 Spirits & wines

12 Brewenies, soft dninks

13 Tobacon products

14 Testile spunaing

1 Kaiwting mills

it Onher textiles

17 Weanng apparel exc footwear

1€ Leather products

Foutwear axc rubber & plastic

Woud pruducts exc woud mills

Funuture & fistures

2 Paper & paper producs

25 Printing & publishing

24 ladusinal chenucals

25 Paint & vamshes

2 Diugs & medicnes

27 Cleausing detergents & cosietics

26 Other chemicals

2% Rubber products exc vubber mills
s

om

30 Suwctucal clay producs

34 Coment & cwnereic produces
3 Ouher NM muncra! producss
35 Lios & atee) produces

3 Toobs, cutlery, mesal fumire
3 Siuciucal meta! produc

A1 Communication equipment & appliance
4 Other clessowcal machunen

45 Shipbuiking & copan

A Moior vohucios

A Other wansport equipmen

o Other manutactures
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TABLE V.12
ABSOLUTE GROWTH SOURCES, 19711974
PENINSULAR MALAYSIA (M§'000)

Industry IS Absolate Structure

1 Meat preparation ~159140 022
2 Dairy products 1296771 -1.78
3 Fruits-veget. canning -532379 073
4 Fish canni 802318 L10
5 Veget. & animal oils 1084715 ~150
6 Grain mills & animal feeds — 10866173 14.95
7 Bakeries 190816 -026
8 Cocoa & chocolate 437771 060
9 lce factories 1 ~0.03
10 Other food prep 2023
1L Spirits & wines -0.13
12 Breweries, soft drinks -0.51
13 Tobaceo products 017
14 Textile spinning -6.98
15 Knitting mills -082
16 Other textiles —0.1
17 Wearing apparel exc. footwear 091
18 Leather prod. 0.64
19 Footwear exc. rubber & plastic 083
20 Wood products exc. wood mills 033
21 Furniture & fixtures 045
22 Paper & paper products 257
23 Printing & publishing -0.51
24 Industrial chemicals 033
25 Paints & varnishes -0.03
26 Drugs & medicines -170
27 Cleansing detergents & cosmetics 0.28
28 Other chemicals -105
29 Rubber products exc. rubber mills 124
30 Plastic products ~622335 086
31 Pouery & china - 080
2 Suuctural clay products - 174208 024
33 Cement & concrete products -915717 071
34 Other NM mineral products — 197016 027
35 Iron & steel products - 14403540 1981
36 Tools, cutlery, metal furniture ~359293 049
37 Structural metal products — 574686 079
38 Fabricated metal products 74961 ~0.10
39 NE industrial machinery ~ 13077952 17.99
40 Business & househald machinery ~618777 085
41 Communication equipment & appliances -3073182 423
42 Other electrical machinery ~2006204 276
43 Shipbuilding & repair —53247 0.07
4 Motor vehicles ~11474348 15.78
45 Other transport equipment ~2793467 384
46 Other manufactures - 1286765 177

Note. See footnote of Table V.8.
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TABLE V.12 (continued)
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EE Absolute Structure DE Absolute Structure
078 “27117 0.17
117 10168168 3.79

=225 2206828 082
6.84 2882768 1.08
437 183559 0.68

-3.15 30458864 1136
0.86 847597 032
891 1285017 0.48
0.03 N7 0.02

18.45 25021776 9.34

-0.23 37408 0.01
293 5231546 1.95

-0.99 10633212 3.97
679 8153178 3.04
077 876559 033
023 79681 0.03

17.55 4132001 1.54
0.11 544007 020

-027 1768455 0.66

-1.95 770893 029
204 269214 0.10

—4.75 5181401 1.93
0.68 7447029 278

-7.38 10445760 3.90

~0.59 3060899 114

-242 -310871 -0.12

—4.32 8652998 33
255 1109847 0.41

110 11633839 434
.72 5398970 2,01
365 643021 024
171 464279 0.17

~4.75 9188249 343

-032 763408 0.28
9.17 25904848 9.66

=011 558111 021
079 3066253 114
7.50 12230190 4.56

-8.14 15885140 5.93

-0.54 1103057 041

1381 9032101 337
44 5731850 2.14
089 97721 0.04
12.09 16144830 6.02
311 3583781 1.34
232 3311507 124
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TABLE V.13

THE SOURCES OF VALUE-ADDED GROWTH

BY INDUSTRY, 1963-1968

(Ms°000)

Industry IS Absolste  Structure

| Meat preparation 125 008
2 Dairy products 14008 9.05
3 Fruits-veget. canning 1500 097
4 Fish canniny 416 027
5 Veget. & animal oils -391 -025
6 Grain mills & animal feeds 14924 9.65
7 Bakeries 21 00!
8 Cocoa & chacolate 515 033
9 lee factories ~198 -0.13
10 Other food prep. 11493 743
11 Spirits & wines 388 025
12 Breweries, soft drinks 5654 365
13 Tobacco products 783 0.51
14 Textile spinning 10497 678
15 Knitting mills 1287 083
16 Other textiles 21 001
7 Wearing apparel exc. footwear 1699 110
16 Leather prod 367 0.24
19 Footwear exc. rubber & plastics 567 037
20 Wood products exc. wood mills 303 025
21 Fumiture & fixtures 846 055
22 Paper & paper products 2096 136
23 Printing & publishing 6761 43
24 Industrial chemicals 7199 465
25 Paints & varnishes 880 057
26 Drugs & medicines 203 0.19
27 Cleansing detergents & cosmetics 133 073
28 Other chemicals 3418 221
29 Rubber products exc. rubber mills 7994 517
30 Plastic products 4156 269
31 Pottery & china 1409 091
32 Structural clay products ~110 -007
33 Cement & concrete products 14829 9.58
34 Other NM mineral products 323 021
35 lron & steel products 812 3.76
36 Tools, cutlery, metal furniture 461 030
37 Structural metal products 319 2.15
38 Fabricated metal products 4129 267
39 NE industrial machincry 816 376
40 Business & houschold machinery 388 025
41 Communication equipment & appliances B504 5.50
42 Other clectrical machinery 5256 340
43 Shipbuilding & repair 483 -031
4 Motor vehicles 13352 8.63
45 Other transport equipment 1064 0.69
46 Other manufactures -8203 -530
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TABLE V.13 (continued)
EE Absolute Structare DE Absolute Structare VR Absolute Structure
21 34 0.08 47
5399 2456 2.09 ~2205
5331 249 021 -20%
3231 271 0.23 234
92 1487 126

-8 3301 281 5147
-209 2580 2.19 124
147 366 031 715
50 1448 123 =112
1743 5396 459 -173
89 217 0.19 188
4554 3148 268 3499
1943 5871 499 20250
1924 1643 140 -293
292 253 0.22 -284
—49 34 0.03 163
2439 354 0.30 ~753
5 266 0.23 -3
619 2299 1.96 502
57 1358 116 -32

154 806 0.69 -
1058 1689 144 -1691
1425 16377 13.93 ~1300
1233 3834 3.26 4050
1809 1477 126 1408
-386 2690 229 263
- 1800 8952 761 177
1 670 0.57 1404
—3459 15996 13.60 7391
230 2887 246 ~75%
204 876 075 510
376 2904 247 -1075
5811 3545 30 4147
-0 149 013 825
1749 1189 1ol 5702
163 572 049 =121
482 1678 143 652
1047 B418 7.16 -6199
636 6879 585 ~2918
769 26 0.02 - 1186
921 1410 1.20 -619
123 818 0.72 -366
43 -4 -0.80 -7
643 1120 095 ~245
64 3 046 -612
1128 -60 ~0.05 326
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TABLE V.14
THE SOURCES OF VALUE-ADDED GROWTH
BY INDUSTRY, I%ﬂ—197l
(M$'000,

Industry IS Absolute Structure

Meat preparation
Dairy products
Fruits-veget. canning
Fish canning
Veger. & animal oils
Grain mills & animal feeds
Bakeries
Cocoa & chocolate
lee factories
Other food prep
Spirits & wines
Breweries, soft drinks
Tobaceo products
Textile spinning
Knitting mills
Other textiles
Wearing apparel exc. footwear
Leather prod
Footwear exc. rubber & plastic
Woad products exc. wood mills
Fumniture & fixtures
Pipfr & paper products

Printing & publishing
Industrial chemicals
Paints & varnishes
Drugs & medicines
Cleansing detergents & cosmetics
Other chemicals
Rubber products exc. rubber mills
Plastic products
Pottery & china
Structural clay products
Cement & concrete products
Other NM mincral products
Tron & steel products
Tools, cutlery, metal furniture
Structural metal products
Fabricated metal products
NE industrial machinery
Business & houschold machincry 585
Communication equipment & appliances 2412
Other electrical machinery 2036
Shipbuilding & repair 291
Motor vehicles 18201
Other transport equipment 3661
Other manufactures 5289

~0.05
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TABLE V.14 (continued)

EE Absolute Structure DE Absolute Structure VR Absolute Structure

250 161 55 0.03 -132
~1161 ~746 4724 237 534
1741 1119 -2426 -122 -2308
1250 8.03 5643 284 -157
-118 6 65 0.03 ~519
~168 1151 0.58 17350
a1l 339 0.17 ~1600
337 432 022 2026
o 245 -0.12 ~244
13048 655 14773
319 0.16 -1
7507 377 ~1503
11754 591 14541
6895 346 3806
144 0.07 409
15 001 71
519 026 3840
825 041 -171
4132 2.08 1277
468 -024 3078
4234 213 1983
2087 1.05 -109
19971 10.03 1763
10863 546 -3371
8885 446 -1827
9 0.00 —1923
1046 525 3874
7673 385 -5
3932 1.98 2812
8484 426 -1925
981 049 ~158
3164 159 -319
18562 932 2675
754 038 670
3050 254 -313
35 0.02 -119
7136 359 ~700
H16 222 -1815
5901 3,00 191
69 003 1847
8703 437 -6297
1557 3317 167 -3486
30 820 041 527
-218 8269 4.15 ~12098
407 -70 —0.0 760
-17 842 042 -575
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TABLE V.15

THE SOURCES OF VALUE-ADDED GROWTH

BY INDUSTRY, 1963-1971

(M$°000)
Industry 1S Absolute Structare

Meat preparation 217
Dairy products 15566
Fruits-veget. canning 1231

Fish canning 5820
Veget. & animal oils 36
Grain mills & animal feeds 24755
Bakeries 532
Cocna & chocolate 1257

Ice factories -229
Other food prep. 26729
Spirits & wines -303
Breweries, soft drinks 8854
Tobaceo products 1678
Textile spinning 17873

ng 2334

Other textiles 40
Wearing apparel exc. footwear 809%
Leather prod 1035
Footwear exc. rubber & plastics s
Woud products exc. wood mills 427
Furniture & fixtures 2605
Paper & paper products 8233
Printing & publishing 13879
Industrial chemicals 9213
Paints & varnishes 3079
Drugs & medicines 546
Cleansing detergents & cosmetics 6656
Other chemicals 9744
Rubber products exc. rubber mills 9732
Plastic products 12976
Pottery & china 3460
Structural clay products 1480
Cement & concrete products 21853
Other NM mineral products 612
Iron & steel products 18381
Toals, cutlery, metal furmiture 665
Structural metal products 8481
Fabricated metal products 11281

NE industrial machinery 4026
Business & household machinery 1423

41 Communication equipment & appliances 16568
42 Other electrical machinery 9744
43 Shipbuilding & repair ~995
+4 Motor vehicles 42306
45 Other transport equipment 6007
46 Other manufactures ~3663
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TABLE V.I5 (continued)
EE Absolute Structure DE Absolute Structure VR Absolute Structure
237 55 0.02 ~662
5102 4118 1.73 1894
6338 -1238 -0.52 2504
7001 3296 138 -769
-202 1558 0.65 ~246
204 4096 172 10741
590 2921 1.23 - 1461
424 597 025 4030
13 1191 0.50 ~349
3381 13836 581 14481
470 389 0.16 13
6322 7700 3.23 3058
6162 12897 542 41461
3328 3722 1.56 3332
5% 302 0.13 -53
-48 39 002 316
4156 567 0.24 2118
67 1039 0.44 -840
1552 5993 2.52 1946
539 927 0.39 3045
-6 4663 1.96 1595
2372 3285 1.38 -3734
1878 33731 14.17 -137
3773 8331 3.50 2804
-2688 6800 286 o
1570 2699 113 ~1571
-7907 19565 8.22 4111
a71 2417 1.02 - 1892
-35 19008 7.98 11591
553 7691 3.23 ~3838
421 1409 0.59 697
1503 6336 266 ~2015
5938 12110 5.09 8379
51 330 0.14 2123
624 2330 0.98 1166+
53 639 027 ~1507
1436 6251 2.63 546
289 13011 546 —10661
5037 11962 502 -3575
2155 9% 004 -39
2849 4377 184 ~7491
1813 1924 081 —4193
91 "3 0.05 376
754 2825 119 - 18972
617 494 021 ~1300
1248 1683 0.71 -11%
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For the sources of growth in terms of valuc added it was shown
above that the change of the degree of processing (change of the
value-added ratio) made a positive growth contribution for manufactur-
ing as a whole, but not for all of the three major commodity groups. If
one looks at the detailed industry data (Tables V.13 to V.15) one can,
in fact, obscrve that for the majority of the industries—26 in the first
and 25 in the second sub-period—the value-added ratio has declined.
The positive growth contribution for total manufacturing and that for
consumption goods originated from a very small number of industrics.
In the first sub-period, tobacco products alone accounted for 94 per
cent of the entire sector’s net growth contribution due to a change in
the value-added ratio. In the sccond sub-period this share was still 45
per cent. The intra-industry growth ibution of the valuc-added
ratio change was also very high with 70 per cent over the first sub-
period and 43 per cent over the second. This industry developed during
the observation period from an indigenous labour-intensive industry
into a forcign-domi d fairly capital-i ive industry.'® Hence, it
may be concluded that the extraordinarily high increase in value added
mainly accrued to (foreign) capital.

From what has been said, it follows that without the tobacco industry
the change in the value-added ratio would hardly have made a positive
contribution to manufacturing’s valuc-added growth during the first
sub-period. The next five industries with a high growth impact of the
value-added ratio change were rubber products, iron and steel, cement
and concrete products, industrial chemicals, and breweries. Without
these industries and the tobacco industry, valuc-added growth of manu-
facturing would have fallen behind output growth. In the second
sub-period tobacco products, grain milling, and other food products
were the three major industries which alone already accounted for 150
per cent of the fa ing sector's val dded growth resulting
from a changing value-added ratio. Hence, for this period it is found
in that this source of value-added growth would be negative if only
a rather small number of industries were left out. In most of the indus-
tries mentioned one can expect that, as in the tobacco industry, the
growth contribution due to a change of the value-added ratio was to a
great extent the result of an increasing capital intensity and conse-
quently reflected a rising capital income.

Summing up, we come to the conclusion that the contribution to
value-added growth of manufacturing, resulting from an increasing
value-added ratio, originated from a very small number of industries
and probably mainly took the form of capital income. The latter is
likely to be the case in a developing country where the capital intensity
increases over time, but wages remain more or less constant because of
an clastic labour supply. If the rate of return to capital does not decline
and wages do not go up, an increase in the valuc-added ratio almost by
definition goes along with a rising capital intensity and, consequently, a
more than proportionate growth of capital income. Where a declining
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value-added ratio is observed, as was the case for the majority of the
industrics, an increase in labour productivity (in value terms) must
have taken place without a comparable rise in wages or in the rate of
return.'?

L. Hoffmann and Tan T. N., ‘Pattern of Growth and Structural Change in West
\hl-ysu; Manufacturing Industry, 1959-68', Kgjian Etmeni Melyi, Vul Vi
(December 1971), reprinted in:
Oxford University Press, 1975,

Tmport Sobssition -Export r.-p.m.m and
Growth in an Open Developing Economy: The Case of West Malaysia’, Welnrirtschafl-
lickes Arckiz, Vol. 109, No. 3 (1973); L. Hoffmann and Tan S. E., ‘Employment Creation
‘Through Export Growth: A Case Study of West Malaysia’s Manufacturing Industrics', in
H. Giersch (ed.), The International Disision of Labour—Problems and Perspectives, Tubingen,
1974, reprinted in D. Lim (ed.), Readings..., op. cit.

2. Sec the pioneering article by Hallis B. Chenery, *Patterns of Industrial Growth', The
American Economic Review, Vol. 50 (1960), p. 624.

3. Sce Lutz Hoffmann and Tan T. N,, ‘Pattern of Growth and Structural Change in
West Malaysia’s Manufacturing Industry, 1959-1968, p. 44. Only two technical
points need o be mentioned here. When balanced growth s the reference system, the
widely discussed juint effect problem (cf. Chenery, op. cit.; M. L. Eysenbach, *A Note on
Growth and Structural Change in Pakistan's Manufacturing Industry, 1954 10 1964,
Pakistan Deselopment Review, Vol. IX, Karachi, 1969, p. 58, and George Fane, ‘Import
Substitution and Export Expansion, Their Mcasurement and an Example of their Appli-
cation', Pakistan Development Review, Vol. X1, 1971, p. 1) becomes irrelevant. Secondly,
the balanced growth concept does not give distorted results when exports arc important,
as can happen with the supply concept. Assume for instance an increase in production for
exports without a change in imports. This would reduce the impart-supply ratio which is
usually used as the criterion for import substitution. The conclusion would consequently
be that import substitution has taken place though it was, in fact, export expansion.

4 Samuel A Morley and Gordon W. Smith, ‘On the Measurement of Import Sub-
stitution’, The Amercan Economic Review, Vol. LX, 1970, p. 728,

5.8 R. lewis, Economic Policy and Industrial Greceth in Pakistan, London, Allen and
Ln-m 1969,

A more aggregated version of the tables has been published by the Department in
1975 under the title *Input-Output Tables 1970—Peninsular Malaysia’, op. cit.

7. FLDA stands for Federal Land Development Authority. It is officially known as
FELDA

8. L. Hoffmann, ‘lmport Substitution-Export Expansion and Growth in an Open
Developing Economy: The Case of West Malaysia', pp. 454-75.

9. For a fuller Ihmrrual discussion of this argument sce L. Hoflmann, Impertsubstitution
w ‘achstum in En von Argen-
tumsen, Brasilien, cu. und Kolumbien, Tubingen, Mohr und Siebeck, 1970,

10. According to our estimates, the ratio of fixed capital per employee was with 4,718
in 1963 significantly below the average of about 6,000 and in 1970 with 7,840 higher than
the average of roughly 6,500

1. The following relationship holds by definition:

vepEefiren
If the valuc-added ratio (z) goes up and a decline in price (p) or labour productivity
(X/L) is considered to be unlikely, then a constant rate of return (r) and a constant wage
(t) imply a rising capital intensity (C/L). On the other hand, if capital intensity, rate of
return, and wage arc constant, the valuc-added ratio can only fall if the price or the
labour productivity or both increase.




VI Growth and the Absorption of
Primary Factors

THE quite impressive growth rates achieved by Malaysi:
ing sector should not create any over-enthusiasm about the country”
progress in cconomic development. 1t must be remembered that industrial
growth is not good for its own sake. Among other targets, it has to con-

tribute 1o the eradication of unemployment, underemployment, and
h the question by how much

poverty. In this chapter we will deal w
and in which way manufacturing growth created jobs and thereby
helped 1o reduce unemployment. The problem of underemployment
will not be considered as there are at present no data available which
would permit a proper or adequate assessment of this problem. Neither
will the poverty aspect be explicitly considered, as this is a major
rescarch area of its own, However, as employment creation is onc
important—if not the most important—way to reduce poverty, our

findings will permit tentative conclusions about the impact of industrial

growth on poverty.

ion that a developing country should make

It is a common propos
use of its abund.

labour and ¢ ¢ on its scarce capi-
tal. Malaysia is an exception to the rule in the sense that capital
apparently is much less scarce than in most other developing countries.
One may therefore question whether an analysis of capital absorption is
of any political relevance in this particular case. Our impression is that
is important. It may be truc that Malaysia’s growth is not limited by
the supply of capital. But it is limited by the rather small size of its
domestic capital market and, 1o some extent, also by the foreign mar-
kets it is able to tap, in competition with its export-experienced Asian
neighbours. If this is the case, then it obviously matters whether the
output is produced with much or with little capital, as the employment
of labour will correspondingly be low or high. Hence, it is the impact

on employment which calls for a study of capital absorption.

/UNEMP[.()\'ME T

Available employment statistics suggest that, in spite of rapid struc-
tural change and high industrial growth, the employment situation has
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worsened over the 1960s. With the labour force growing by more than
3 per cent per annum, the rate of active unemployment has risen from
about 6 per cent in 1962 to around 8 per cent in 1970, Though these
rates might not appear starting if compared with those of other
developing countries, the unemployment situation has become a major
concern of the government because of its heavy concentration in the
young and urban scctions of the population (see Table VL1). In 1967,
more than 75 per cent of the unemployed were younger than twenty-
five, and 65 per cent had never had any job previously.?

The rapid incr

se of the Tabour force requires employment creation
in all productive scctors of the economy. However, the existing unem-
ployment can—at least in the longer run—only be abolished through
industrialization. More labour absorption in the low-income urban serv-
sector can at best be considered as a short-term, transitional solu-
tion. “There is little chance of getting the young urban unemployed back
on the land. Malaysia will be lucky if it can prevent, with its land
development schemes, further acceleration of rural-urban migration.
The raral-urban dichotomy which is common to many developing
countries is aggravated in the Malaysian case by the fact that the rural
n is mainly Malay while the urban arcas are dominated by
The land sctlement schemes, because of racial balance in
terms of income and the fact that Ma

ic

ys constitute the majority in the
smallholders’ sectorg benefit almost exclusively the poorest groups of
rural Malays. The non-Malays, even if they were prepared 1o move to
rural arcas, would theref, under present conditions have limited
opportunities to find a job. In view of the under-representation of
Malays in the modern sector, the government is, on the other hand,
very reluctant to adopt a policy that would bring urban Malays back to
rural areas. All this implies that the government has to follow a policy
that leads to increasing job creation through industrialization. The
question then is how to industrialize to achieve a suff
ployment creation.

t rate of em-

TABLE VI.I
WEST MALAYSIA—UNEMPLOYED AS A PERC

TAGE OF

ABOUR FORCE * 1967- 1968
Acticely Unemploved Passively Unemplored Total Unemployed

Age Group
Usrben  Rural  Toal  Utban  Rural  Total Urban  Rural  Total
15-19 290 168 205 42 65 58 332 263
20-24 158 90 114 21 25 24 179 138
35-64 KX K [ 4.1 29
Total 99 54 68 19 23 22 U8 17 90

Seurce: Department of Statistics, Kuala Lumpur, Socio-Economic Sample Surses, 1967/68, op.
dit.
“The labour force concept used here includes the employed, the unemployed actively
looking for a job (actively unemployed) and the uncmplayed not actively looking for &
job but who will accept a job if given (passively unemployed)
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2. THE SOURCES OF GROWTH AND THEIR IMPACT
ON EMPLOYMENT

Between 1962 and 1970 manufacturing contributed 51 per cent to
West Malaysia's growth of GDP, but only 24 per cent to the creation of
jobs. This is clearly an unsatsfactory employment record, particularly
in view of the important role manufacturing has to play in the elimina-
tion of unemployment. One may well ask whether the worsening of the
unemployment situation over the 1960s is not mainly due to the
incapability of manufacturing to create jobs at a sufficient rate,
although it had become the leading growth sector of the economy

The discussion of the previous chapter has shown that manufacturing
growth resulted mainly from import substitution and domestic demand
expansion, and little from export expansion. The experience gathered in

that an inward-looking strategy
ve to growth, but is unlikely to

other developing countries sugg
can, over a certain period, be conduc
contribute much to employment. If it could be shown that import sub-

stitution and domestic demand expansion had the same effect in
Malaysia, where they were only partly the result of government
strategy, we would have an initial ¢

planation for the poor cmployment
performance of manufacturing. This would suggest the hypothesis that
a more outward-looking strategy may be better suited for creating jobs
and for reducing unemployment.

We have already argued along these lines in an carlier study.> How-
ever, the present investigation differs from the carlier one in that it uses
different and more detailed concepts of measurement. The coverage is
also broader. In terms of output and trade it is complete if compared
with official statistics. The employment and capital data do not cover a

number of small-scale activitics like abattoirs, tailoring and dressmak-
ing, tin smelting, repair of motor vehicles and bicycles, making of jewel-
lery, gold, silverware and plateware, which, however, are also not
covered in the official manufacturing censuses and surveys. This does
not make much difference so far as capital is concerned, though it docs

matter for employment. However, as most of these industries do not
expand very fast and sometimes even decline in importance, their omis-
sion has litle impact on the employment change in which we are
interested.

A CONCEPTS OF MEASUREMENT
‘The change in employment may be written as follows:
() Ly —Lo=lo (¥y = Yo) + Yo (Iy —lo) + (¥y = Yo) (b — lo)

[ is the dircet labour coefficient (employment divided by gross output)
and L

ad ¥ are, as in foregoing chapters, employment and gross out-

put. The output change (¥, — Yo) can be split according to formula
(5) of Chapter V into the sources of growth, i.e. import substitution
(1S). export expansion (EE), and domestic demand expansion (DE).
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This gives us:
(2) Ly —Lo=IyIS+1y EE+1y DE+ (I — 1) Yo+l —l) IS+
(21) (2.2) (23) (2.4) (2.5)
(h —lo) EE+ (i — k) DE
(2.6) (2.7)

Expression (2) divides the change in cmployment into the labour
absorption of the growth sources, the productivity effect of the growth
sources, and an independent productivity cﬂcc! For instance, (2.1)
shows the labour absorption of import ion, (2.5) is the produc-
tivity effect of import substitution, whereas (2.4) is a productivity effect
which is independent of any growth source. Our earlier studies failed to
take into account the productivity effect of the growth sources, which is
not negligible as will be scen below.

A similar expression to (2) can be derived for the change in capital,
If the components of this expression are related to those of (2), one
obtains the capital intensities of the growth sources. It should be nomd
that the concept of capital employed in the calculati P
below comprises only the value of hinery and i includi
transport equipment, but not land and bunldmg: The latter two have
been excluded because land and buildings are comparatively less scarce
in a developing country and, secondly, unlike machinery and equip-
ment they are not normally regarded as ready substitutes for labour.

B. LABOUR ABSORPTION

The labour absorption of the sources of growth during the two sub-
periods, 1963-8 and 1968-71, is shown in Tables VI.2 and VL3 for
total fz ing, both including as well as ing primary pro-
cessing. The tin industry has been omitted altogether, because its inclu-
sion leads to grossly distorted results for the first sub-period. The data
by industry are found in Tables AVL.I-AVL3.

Table VI.2 reveals that for the period 1963-8 the pattern of labour
absorption resembles that of output growth. Import substitution, the
most important gmw(h source during that pcnod created most of lhe
jobs, followed by d ic demand and npon
In fact, ing the labour ab 1
with the comparable output data of Table V.5 shaws lh:ll lhe shares of
the sources in output growth and labour absorption are almost identi-
cal. That means that labour absorption per unit of output was more or
less the same for all three sources. A different distribution of the
sources, given the same change in output, would consequently neither
have increased nor reduced the labour absorption in this period.

Similar conclusions follow if the primary processing industries arc
included. However, the share of export expansion in labour absorption,
which is now more than twice as high as it is without primary process-
ing, is also slightly higher than the share in output growth (21.6 per
cent). Apparently, the very export-oriented primary processing indus-
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TABLE V1.2

LABOUR ABSORPTION THROUGH MANUFACTURING GROWTH,
1963~ 1968

Import Substitution Expart Expaniiom
@n o @en Smo 220 260 Sum

Including primary

processing
Employed 25,039 19,100
% of sub-total 40.3

Excluding primary
processing

Employed 43001 -21.231 9446 3809 5637
% of sub-total 8 19
Productic-
D tic- Dimarnd Sub-Total ity Total
Expansion s
23 @n Sum @
Including primary
processing
Employed FLA 14T 19909 57,225 20541 36,684
% of sub-toral WE 1000 (641)
Excluding primary
Processing
Employed 20220 <1051 19070 47376 20843 26,533
% of sub-total W05 100 (56.0)

ies absorbed more labour per unit of output than the average of man-
ufacturing.

The most striking fact which emerges from Table V1.2 is the large
impact of the risc in labour productivity on employment. Taking the
independent productivity effect (2.4) alone, employment creation is
lower by some 36 per cent than it would have been without a produc-
tivity change, if’ primary prnu—»slng is included, and by 44 per cent
excluding primary processing. Considering in addition the productivity
effect of the growth sources, actual employment creation is as low as 39
per cent of potential employment creation (no productivity change)
including primary processing, and only 32 per cent without the latter.

This is much less than could be expected if one looks at the aggregate
labour productivity of manufacturing, which rose from 23,238 (exclud-
ing tin) in 1063. to 26,684 in 1968. The c.nlculauons p(um to the fact
that the ¢ gEres productivity the
negative impact of the productivity effect on employment creation.
Such an understatement will always be found, if output growth tends to

be above the average rate in industries which employ a relatively large
proportion of the sector’s labour force, or, in other words, which have a
high labour-output ratio (low labour productivity).*

Apart from disembodied technical progress, an increase in labour
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productivity occurs il cither capital utilization or the employment of
capital per unit of labour increases. If the productivity cffect differs
between the sources of growth, one can infer that there are differences
with regard to the change in capital utilization or capital intensity be-
tween industries which rely on either import substitution, export expan-
sion, or domestic demand cxpansion.

Table V1.2 shows that the productivity effect was largest in ahmlme
as well as relative terms in import substituti Next came d
demand expansion, and last, export expansion. Comparing import sub-
stitution and export expansion only, onc may infer that import-
competing industries either started off with a rather low capital utiliza-
tion in 1963, which, however, improved after 1968, or that they have
become increasingly more capital intensive. These findings would sup-
port a common charge levelled against import-competing industries,
that, because of protection, they can both afford to produce with low
capital utilization as well as ln(rtasc their capital intensity, disregard-
ing the country’s Export i on the
other hand, had a rrhll\'rly low producln'nv effect. That leads to the
conclusion that export-oriented industries produced more efficiently
with regard to capital utilization and/or were also more in line with the
country’s comparative advantage.

TABLE VI.3
LABOUR ABSORPTION THROUGH MANUFACTURING GROWTH,
19681971

Import Substitution Export Expansion
@noesn se @2 @26) S
Including primary
processing
Employed 2795 4077 20718 1426 2482 16748
% of sub-total 305 247
Excluding primary
processing
Employed 2608 4148 2050 4529 633 5162
% of sub-total 105 102
Domestic Demand SihTuad "'“:“’""' et
: Sub-To o
Expansion a2,
25 27 Sm (24)

Including primary

processing
Employed 33,078 3045 67922 -3615 64,307
% of sub-total 4“8 (94.7)
Excluding primary

processing

Employed 28216 -3.263 24953 50615 ~-9,735 40,860

% of sub-total 493 (80.8)
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If one tumns to the next sub-period, 1968—71 (Table V1.3), one finds
an enormous change in the pattern of labour absorption. The mag-
nitude of the change strongly suggests that it reflects, at least partly,
the change in government policy toward industry around 1968 which
has been extensively described above. The government’s increased con-
cern about job creation n manufacturing and its introduction of labour
utilization incentives may have contributed to the substantial increase
in labour absorption per unit of output. Whereas the change in output
(including primary processing) was only 18 per cent higher during the
sccond sub-period than in the first, labour absorption increased by 74
per cent. The much higher labour absorption was duc to a much lower
productivity effect. It will be shown below that one of the major
reasons for this must have been that manuracmrmg output growth
shifted towards more labour-intensive lines of pr

inguishes the second Imm the first sub-
period is the relative distribution of labour absorption as compared to
output growth. Whercas in the first sub-period the distribution of

Another feature which dis

labour absorption was almost identical with that of output growth, we
lly
higher for export expansion, somewhat higher for import substitution,

find for the second sub-period that labour absorption is substant

and significantly lower for domestic demand expansion than could be
expected from the distribution of output growth. For this period the
reduction of the share of export expansion from 10.2 to 6.1 per cent
was clearly detrimental to employment creation. If there had been even
more emphasis on export expansion—and less on protection which
scems 1o have promoted domestic demand expansion—the manufactur-

ing scctor could have created more jobs.

C CAPITAL ABSORPTION

The da ital absorption shown in Tables V.4 and VL5 mir-
ror most of the developments described above. For the first sub-period,
the share of import substitution in total capital absorption is

for ca,

significantly higher than the corresponding share in output growth and

labour absorption. This observation underlines the above conclusion
that import-competing industrics became more capital intensive. The
fairly high negative productivity effect on employment further points to
increasing capital utilization, as already suggested above. Export
cxpansion absorbed less capital than the shares in output growth and
labour absorption indicate, if primary processing is included, but
slightly more if it is excluded. The non-primary export-oriented indus-
tries apparently were not so clearly labour intensive during this sub-
period. The relatively low capital absorption of domestic demand
expansion is remarkable, particularly if contrasted with the high capi-
tal absorption of import substitution. Our interpretation of this
phenomenon is that domestic drm.uul rxpanslun mainly occurred in
already blished labour-i i i whereas import sub-
stitution was dominated by more recently established production lines
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TABLE V1.4
CAPITAL ABSORPTION THROUGH MANUFACTURING GROWTH,
19631968

Import Substitution Export Expansion
@n (2.5) Sum 2.2) (2.6) Sum

Including primary

processing
MS'000 243,632 ~61,369 182263 98,556 -28,547 70,009
% of sub-total 3.8 20.7
Excluding primary
processing
MS'000 205,768 -61201 144,477 55385 19,329 36,05
% of sub-total 56.4 141
Productic-
s
Dm;!l(l'null SbTetel ity idal
Expansion Hfer
(2.3) @7 Sum (24)
Including primary
processing
MS'000 104856 ~18334 86522 338,79 -52,738 286,056
% of sub-total 255 1000 (84.4)
Excluding primary
processing
MS'000 G425 - IBT00 75,558 256,091 60,250 195,841
% of sub-total 295 1000 (76.5)
which benefited from the capital-biased rather than employment-

promoting incentive system.

As for labour absorption, there are also significant changes in capital
absorption in the sccond sub-period. The structure of capital absorp-
tion is now more or less in line with the pattern of output growth,
except that the capital absorption of export expansion is relatively low.
This means that import substitution must have become less capital
intensive, export expansion much more labour intensive, and domestic
demand expansion more capital intensive. Most likely the new import-
competing and export-oriented activities responded to the government’s
urge to employ more labour, whercas the fairly capital-intensive import
substituting industries of the previous phase were now diverted to
domestic demand cxpansion.

The shift in capital intensity of the sources of growth between the
two sub-periods comes out even more clearly from Table VL6 where
capital and labour absorption are related to each other. The capital-
labour ratio of the overall change in output was only halfl as high in the
second sub-period as in the first. This was due to a significant reduc-
tion in the capital intensity of import substitution and a dramatic shift
towards labour intensity in export expansion. Only domestic demand
expansion became more capital intensive as already indicated above.
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TABLE VI.5

INDUSTRIAL GROWTH, EMPLOYMENT, FOREIGN INVESTMENT

CAPITAL ABSORPTION THROUGH MANUFACTURING GROWTH,
19681971

Import Substtation Export Expansion
@n @ Smo (220 @26)  Sum
Including primary
processing
MS'000 N5,067 —27457 87710 12,169 11,962 24131
% of sub-total 314 87
Excluding primary
processing
MS'000 113,904 27753 86,151 6643 2425 9,068
% of sub-total 393 41
Productc-
D emand
’ ""';"': — SubTotal ity Total
paie Effect
H o @n S (24)
Including primary
processing
MS'000 180421 -22306 167,025 278,866 50971 227,895
% of substotal 599 100 ®1.7)
Excluding primary
processing
MS'000 152450 28397 124053 219272 —60957
% of sub-total 366 100.0

TABLE V1.6
Y OF THE SOURCES OF GROWTH

CAPITAL INT

VALUE OF FIXED ASSETS PER MAN IN MALAYSIAN DOLLARS
Import Export Domestic Demand — Sub-

Substitution Expantion Expansion Totat  Totd
Exd Il Exd. Ind Exd Ind
PE PE PE  PE PE PE

Including primary

processing

1963 1968 9490 7901 5160 4904 4346 5920

1968- 1971 4654 4232 853 1441 5484 4,106

Excluding primary

processing

19631968 4687 6373 5863 6,39 3,226 3,962 5406 7,381

19681971 4621 4152 1467 1757 5403 4971 4332 3873

Note: Excl. P.E. means excluding productivity effect and incl. P.E. including productivity
effect. The first refers to the factor absorption according to formulac (2.1) — (2.3),
whereas the latter is based on (21) + (2.5), (22) + (26), and (2.3) + (2.7).
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These data provide additional cvid for the hypothesis that more
reliance on export expansion, in particular in ion with cffective
government support for more labaurqnlcns:vc production, can substan-
tially ibute to the reduction of through fz

turing growth.

3. STRUCTURAL CHANGE AND EMPLOYMENT
FROM EXPORTS

The rapid fall of capital intensity in export expansion between the
two sub-periods, as discussed in the previous section, suggests that the
structure of manufactured exports shifted swiftly toward more labour-
intensive products. To ascertain more accurately the impact of the
changc in export suuclurc on employment creation, the total change in
empl i by factured exports will be split into sev-
eral mmpnncnu The procedure is basically an extension of the analy-
tical devices employed above.

A THE MODE OF MEASUREMENT
Using the same notations as before we can write down the following
identity for employment generated by a change in exports in industry i

3 Lh-Lh koXio

L Xin

Il we define

= X
() Fpyem mzx

(3) may be expanded to:

5 Lfi =Ly = Xig Uy —lig) +hio (Xey = X) % lpp (K = X;)
(5.1) (5.2) (5.3)
+ iy —lio) (Xiy — Xio)
(5.4)

An increase of export demand docs, in most instances, affect employ-
ment not only in the industries directly concerned but also in a number
of activities which produce intermediate and investment goods for the
export industrics. Hence, it makes sense to caleulate the direct and
indirect employment changes by using the inverse of the domestic
transactions matrix as discussed in section 1V.6. For this purpose we
have only to substitute the dircet labour coefficients of formula (5) by
the total (direct plus indirect) labour coefficients which are:

(6) 1 =11-B)"

(5) divides the total change of employed labour engaged in the produc-
tion of manufactured exports into a productivity effect (5.1), a struc-
tural effect (5.2), a volume change effect (5.3), and a joint or combined
cffect (5.4). The productivity effect is the change in employment due to
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a change in labour productivity. It is comparable to the independent
productivity effect calculated in the previous section, except that here it
relates to exports only and therefore is smaller than the productivity
effect of output growth.

In order to understand the structural effect and its distinction from
the volume change effect one has to be clear about the meaning ofx.
This variable denotes the value the exports of industry i would assume
in year 1 if their share in total exports were the same as in year 0. I,

for instance, total exports are 100 in year 1 and 50 in year 0 and if
industry i had an export of 5 in year 0, then X, is 100 x 0.1 = 10. Sub-
tracting this hypothetical export value of 10 from actual exports in
year 1, let us say 12, gives the (xp(u'l rh.nlg(haml if multiplied with
due to

the labour coeflicient, the corresy nt incry
a change of the export structure in favour of mdus(rv 1. If, on the other
hand, Xjo is substracted from Xjj onc obtains the export change of indus-
try i that would occur, if these exports grew at the same rate as total
exports and therefore keep their share in the total constant. In our
example the difference would be 10-5 =5,

The combined effect (5.4) again contains a structural effect and a
volume change effect. They may be interpreted as the impact on em-
ployment of productivity changes in over- or under-proportional export
growth (structural productivity cffect) and proportional export growth

(volume change productivity effect). With these extensions the final
equation 10 be estimated reads:

(1) L= Lio = Xio (s —Yio) + lio (Xer — Xin) + bio (Koy — Xio)
(7.1) (7.2) (7.3)

iy~ Lio) (Xin = Xia) + (ly — Lio) (Xiy — Xio)
(7.4) (7.5

B OTHE QUANTITATIVE IMPACT OF STRUCTURAL
EXPORT ( ANGE
The change in export structure between the two sub-periods and its

impact on employment generation can be estimated by calculating for-
mula (7) for the entire observation period (1963-71). The dircct em-
ployment change and its components are found in Table VL7, whereas
Table VI8 shows the direct plus indirect employment change.

The results strangly confirm our hypothesis that structural change
was an important determinant of employment growth in export man-
ufacturing. The structural effect was substantially higher than the vol-
ume change effect in direct employment generation and somewhat
higher if indirect employment creation is also considered. If rubber
processing is excluded the structural effect is about four times the vol-
ume change effect for the direct employment change and about three-
and-a-half times that for the total.

The significance of this obscrvation can be assessed if one compares
our results for Malaysia with those obtained by Banerji* for India.




GROWTH AND ABSORFTION OF PRIMARY FACTORS 189

Banerji calculated the employment change due to exports for the period
1964-70 by making use of formula (5). For direct employment genera-
tion he found a structural effect which is only a quarter of the volume
change effect, and for the total employment change the structural effect
was even negative by a
change effect.

The reasons for the large negative structural effect of rubber proces:
ing are obvious. The restructuring of agricultural estate production
towards oil palm cultivation reduced the relative importance of rubber
production and exports. In value terms, exports were still lower
because of the sharp decline of the rubber price. Similar arguments
hold for the tin industry although the tin prices had moved upwards.
The effect was much smaller and here it was mainly the depletion of
alluvial tin reserves which slowed down the growth of tin exports. In
volume terms, tin exports rose by only 0.6 per cent between 1963 and
1971,

Large positive structural effects resulted from two types of industries.
I'he first are the ‘new’ primary processing industries, palm oil and
wood mills, which accounted for 63 per cent of the direct and 87 per
cent of the direct plus indirect structural effect. The second are the
more recently blished lak intensive industries, such as textile
spinning, wearing apparel, other chemicals, and non-clectrical as well
as clectrical machinery. These industries caused 33 per cent of the
direct but only 23 per cent of the total structural effect.®

Of considerable interest are the differences between direct and total
employment generation. However, when drawing conclusions from
these differences one should be aware of the fact that certain indirect
cffects calculated arc unlikely to materialize in reality. Consider the
primary proce

lar absolute amount as the positive volume

sing industries which rank on top in terms of indirect
ment effects, suggesting that an increase in export demand for
these commodities substantially s production and thereby employ-
ment in the supplying industries, basically forestry and agriculture.
This is, however, an illusion. What happens if processing facilities are
crected or expanded is largely a substitution of raw material exports for
the export of processed material. Hence, additional jobs are created
mainly in the processing plants and it is therefore merely the direct

cmple

Apart from this it is interesting to note that certain so-called labour-
intensive industries create very few jobs indirectly, mostly because the
majority of their inputs are imported. Examples are wearing apparel
with a direct structural effect of 2,055 jobs and a total structural effect
of 2,063 jobs, or business and houschold machinery where the corres-
ponding figures arc 475 and 491 respectively. In order to get more
employment out of these activities it is important to promote further
vertical integration by substituting their imported inputs for domestic
production.

Among the capital-intensive industries are, on the other hand,
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OWTH,

activitics which gencrate a very substantial amount of indirect em-
ployment. For instance petroleum and coal products and industrial
chemicals both create through structural change much more cmploy-
ment indirectly than directly, although they belong to the most capital-
intensive activities. A closer inspection of the data and further analysis
may reveal that certain industrics usually considered as capital inten-
sive are capable of generating substantial employment and might there-
fore be suitable for promotion.

Turning now to the structural and the volume change productivity

effects, we observe a large negative impact of the first for both direct
(-42 per cent)” and total (~46 per cent) employment generation,
whercas the latter is low but positive (+10 per cent) for the direct
change and negative (=18 per cent) for the total change. If rubber pro-

cessing is excluded the anomaly of a positive dircet volume change
productivity effect disappears. The difference also narrows down

The fact that the negative employment impact of productivity change
was relatively more important for the structural rather than the volume
change effect leads o the following conclusion. Although the activities
which recorded an over-proportional export growth contributed rela-
tively more to labour absorption than those which just managed to
keep their share constant, they also increased their labour productivity
faster than the others. This may have been partly due to rising capital
intensity but probably to a greater extent to improved X-efficiency.

4. COMPARATIVE ADVANTAGE AND THE
FACTOR INTENSITY OF TRADE

I'he previous discussion revealed that output growth, and in particu-
lar growth for exports, had a changing impact on labour absorption
However, the hmhngs do not provide any answer to the question as
's manufacturing scctor produced and traded in
ive advantage. In our

whether Malay

accordance with the static principles of compara
carlier study we concluded. first, that in manufactured goods Malay
had developed its comparative advantage in resource-based industries®

and, second, that its imports, if produced at home, were more labour
intensive than its exports.® The first conclusion suggests the utilization
of comparative advantage, il natural resources are considered as the
ter confirms the

country’s most abundant factor of production. The
{ paradox, and hence violates the principle of comparative
ntage if labour is the most abundant factor. 1t is not intended here
to enter into a discussion of how to define comparative advantage with
more than two factors of production. What interests us is the question
whether the exploitation of the possibility of accelerating industrial
growth through the primary processing of domestic natural resources led

Leontice
ad;

to such a low labour absorption per unit of capital in the remaining part
sturing that exports became on average more capital inten-
sive than imports.

ol manul
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Our carlier investigation is not really a confirmation of the Leonticf
paradox as it considered, unlike Leontief, only the direct factor inten-
sity of exports and imports. With the data now at hand we are in a
position to estimate the direct plus indircct factor intensities, and
henee, to apply the Leontief test to Malaysian manufacturing. How-
ever, by dealing with manufacturing only we still deviate from Leon-
tief's procedure. If we define the share of commodity i in exports and
imports as sE; and sM; respectively, the formula to be estimated is:

Tk sM/E I sM;
M/ LM ‘ ; 4
) KM/ i i

KEILE  ThisEJTisk;
:

ki and k; are the direct plus indireet capital and labour coefficients as
defined above. I (8) is greater than 1, imports are more capital inten-
sive than exports. The so-called factor proportions theory which is
based on the static principle of comparative advantage would be
confirmed. If, on the other hand, (8) is smaller than 1, we would have
just anather example of the Leonticl paradox.

From what has been said above it is clear that natural resources are
animportant determinant of Malaysia's manufacturing exports. In
such cases, it has been argued by various authors and acknowledged by
Leontief,' that the test should be performed without the major
resource-based industries. We have therefore excluded those industries
for which the natural resource factor scems to be of utmost importance.
Specifically, the palm oil, wood milling, rubber processing, petroleum,
and coal as well as tin smelting industries were among the first indus-
tries that were omitted from the analysis. In a subsequent run of the
me computation, some other industries like non-metallic mineral prod-
ucts, grain milling products, ete., were excluded from the sample in
order o ensure that only internationally mobile products were consid-
ered. ”

Tables VL9 and VI.10 below set out the results of our investigation
on the factor endowment structure of West Malaysian trade in manu-
factures. The data s re for the three years, 1963, 1968, and 1971.
Two alternative definitions of capital were used in the calculations—
first, fixed capital investment comprising only machinery and transport
cquipment, and sccond, total capital investment, incorporating land,
buildings, and other capital outlay besides machinery. If we use the
hirst definition of capi and omit only the five major resource-based
industries, formula (8) is estimated at 1.282 for 1963, 1.100 for 1968,
and 1.229 for 1971. With 1otal capital the comparable ratios are 1.481,
1.094, and 1.176. Taking the first capital definition but a reduced sam-
ple of forty industries the ratios become 1.302, 1.213, and 1.284 for the
respective years.

Except maybe for 1963, a year for which only estimated and hence
less reliable capital data are available, the calculations support the
hypothesis that West Malaysian trade in manufactures conformed with
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the factor proportions theory. They contradict our earlier findings
based on direct labour and capital inputs only. Qualitatively the results
are neither affected by the inclusion of immaobile capital equipment nor
by the omission of non-tradeable resource-intensive industries. Also,
the development over time is basically the same in all alternative cal-
culations.

The decline of the ratio between 1963 and 1968 and its increase
thereafter underline the fact, already observed above, that export
expansion was fairly capital intensive in the first sub-period, at least

intensive than domestic demand expansion, but rather
ing is

more capi
labour intensive in the sccond sub-period. 1f primary proc
excluded, as has been done in the Leontiel test, export expansion dur-
ing the first sub-period was even more capital intensive than import
substitution (Table VL6). An attempt to explain this rather surprising

phenomenon will be made in the next section,

5. FACTOR INTENSITIES AND

HE TRADE PATTERN

The Leonticl test has been much criticized. However, few proposals
have been made for a superior test of the hypothesis that trade follows
the principle of comparative advantage as defined by the factor propor-

tions theory. Of more recent origin is a test by which Fels' analy
the trade patterns of West Germany. The test is straightforward.

-section regression between the trade surplus (or
. This test has the clear

It consists of a cros
deficit) per unit of labour and capital intensit
advantage in that it circumvents a number of problems inherent in the
Leontief test. One of these s inaccurate input-output data and the

arbitrariness of taking an input-output table for a year which has been

selected for reasons other than to perform the test. Anather is the fact

that the outcome of the test often depends very much on the type of
industries which have been included or excluded. There is no fool-proof
eriterion for a proper selection of the sample.

I'he formula to be estimated for the Fels test may be written as fol-

lows:

M;

L
Ihe symbols on the left side of the equation denote the specific indus-
try's export, import, and employment, whereas K; stands for the capital
intensity. Ky is measured in four different ways: mobile capital
{machinery and transport cquipment) per employee (VC/L); wtal fixed
capital (including land and buildings) per employee (TC/L); capital
income per employee ((F=1)/L), and value added per employee, as
proposed by Lary (V/1
Equation (9) is estimated for the years 1963, 1968, and 1971, as well
as for the changes of the trade surplus and the capital intensity be-
tween 1963 and 1968 and between 1968 and 1971, Additional regres-

(9) =a+bk;
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sions were calculated with the wage rate (W/L) as independent vari-
able.

Statistically significant results were obtained for the year 1963 and,
as far as changes arc concerned, for the period 1963-8. These results
are summarized in Table VL11. For 1963 all regression coefficients are
negative and highly significant. That means a high export surplus per
unit of labour was associated with a low capital intensity and vice
versa. Apparently, Malaysia’s trade pattern in 1963 was quite in line
with its P d
theory.

3t ge, as stip by the factor proportions

The best explanation is given by mobile capital. As total fixed capital

TABLE VI.I11
TRADE PATTERN AND CAPITAL INTENSITY, 1963 AND 1963 1968

1963
D et St gt
X 4.7 (j';i(g)) ve s
BF o
e omnom e,
4 I?Ef;’) (:‘1‘?}») 4 0.73
Lou 3%:‘1’) ~(1i,4;}) r 036

1963 - 1968

B E oF
aZe 0.76
3 ’[‘[;q) Ay 0.68
"3‘("5-?’) A 038

Note: The r-ratios are given in brackets
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includes immobile land and buildings it is quite reasonable that its
explanatory power is weaker. The strongest influence on the trade pat-
tern, however, is exerted neither by the capital intensity with mobile or
total capital but by the capital intensity according to Lary, which
includes human capital as well. The mean clasticity of this variable
(2.6) is substantially higher than that of the intensity with mobile capi-
tal (0.9).

The good results for 1963 could not be attained for 1968 and 1971,
The regression coefficients were all statistically insignificant, though the
signs were, as expected, negative in almost all instances. However, even
more disturbing than this is the fact that the regressions for the
changes between 1963 and 1968 yiclded highly significant positive
for the period 1968-71

regression coethicients (Table VI11), whers

the coeflicients again were insignificant.

How could the positive cocfficients be explained? They imply that
the export surplus per labour unit rosc in those industries which
increased their capital intensity. At first, one may note that this result
is quite in line with our Leontiel test which showed that, compared to
imports, exports became more capital intensive between 1963 and 1968,
An explanation for these observations could be the following. Betwe
1963 and 1968 Malaysia witnessed a substantial incre: i
in new manufacturing activities. Most of it was of foreign orij
be seen in the next chapter. Several of them, especially the foreign
ones, were intended for exports. As was argued earlier, the Malaysian
market is too small o sustain a larger varicty of competing modern
plants. Furthermore, with Singapore and Hong Kong facing problems
land shortage and also, to a certain extent, that of labour shortage,
Mala
compared with these “traditional” loca

ysia became increasingly attractive for foreign export processing, as

ons for such activities. As any
new investment is gencrally more capital intensive than existing plants it
is therefore not implausible that capital intensity increased in industries
which recorded a comparatively high export growth,

A final remark may be made on the regressions with the wage rate.
It is probably not surprising that the regression cocflicient of the wage
ate always has the same sign as that of the capital intensity. This

merely indicates that the higher productivity achieved by more capital
per labour unit leads on average also to higher wages. However, from
the fact that the mean elasticity of the wage rate (with r spect to the
trade surplus per labour unit) is considerably higher with 3.7 than that
of labour productivity (V/L), which has a value of only 2.6, one may
conclude that the income distribution between labour and capital is

positively biased towards the latter in more capital-intensive industrics.
because it implies that export growth in
n capital-intensive lines of production is
likely not only to reduce unemployment but also to change the distribu-
tion of income in favour of labour and thus reduce inequality in the
Malaysian cconomy.

This is an interesting result

labour-intensive rather than
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| Department of Statistics, Kuala Lumpur, Soio-Economic Sample Survey of
Howscholds—Malaysia, 1967-1968; First Malaysia Plan 19661970, Kuala Lumpur, 1966; Sec-
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3. Hoffmann and Tan Sicw Ee, Employment Creation through Export Grosech: A Case Study of
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calculated fiest, for all individual industries and then summed and, sccond, for aggregate
employment and output, the difference (4) between the two is:

SEeY XYY
< (e -5) =
where the dat denotes growth rates. If the difference d is positive, the sum of the individual
productivity effects is larger than the aggregate productivity effect. The formula indicates
that this is the case if the weighed average output growth rate is larger with labour share
weights than with output share weights. This will take place if growth rates are high in
thuse activities where the labour share is larger than the output share and vice versa.

5. Baneni, Exports of Mansfactures from India. An Appraisal of the Emerging Pasiers,
p. 276,

6. The sum of the two industry categorics already exceeds 100 per cent. This is
because of the large negative elements recorded for certain industries like rubber process-
ing which make for a relatively small total.

7 The percentages show the relative reduction of the productivity and volume change
effects discussed above.

8 Holimann and Tan S. E., Employment Creation thiough Expert Growth .., p. 410,

9 Ihid. p. 411,

10, J. Vanek, “The Natural Resource Content of Foreign Trade, 1870-1955, and the
Relauve Abundance of Natural Resources in the United States’, Reviexe of Ecomamics and
Vatitior, May 1959, and also W. W. Leonticf, *Factor Proportions and the Structure of
American Trade: Further Theoretical and Empirical Analyses’. Resiew of Economics and
Matuties, November 1956,

1. G, Fels, “The Choice of Industry Mix in the Division of Labour between
Developed and Developing Countries’, Weltusrtschaftliches Archic (Reviewe of World Econom-
i), Val 108, 1972, pp. 71-121.




VII The Impact of Foreign Direct
Investment

IN previous chapters we have stressed the fact several times that for-
cign direct investment is an important clement in the Malaysian
economy. However, the question which role foreign investment played
in industrial development has remained open until now. In this chapter
we will try to provide tentative answers, although the conceptual
difficulties of quantifying the impact of foreign investment in a develop-
ing country are intricate, as the proliferating literature on the subject
amply demonstrates. Since the various arguments to be considered are
widely scattered over a large number of publications, it seems advisable
o introduce our investigation with a concise summary of the debate
(section VII.1) and a brief discussion of the basic conceptual difficulties
(section VIL.2).

Foreign investment in Malaysia's manufacturing sector is a rather
recent phenomenon which has to be seen as the latest link in a long

historical chain of foreign cconomic involvement in the Malaysian
cconomy. As almost all forcign investment before the post-world-war
period of industrial growth took place in the primary scctor, trade and
transport, and utilities, it is in these sectors where the impact of foreign
investment in the past is reflected today. Because of the historical rela-
tionship between past and today’s foreign investment activity we feel
that an adequate assessment of the impact of foreign investment on
industrial growth should not be restricted 1o an analysis of manufactur-
ing only. In this chapter, the coverage of our investigation has conse-
quently been extended to include other sectors of the ecconomy.
althougt i 1 in greater detail.

ing is

I. PROS AND CONS OF FOREIGN DIRECT
INVESTMENT: A SKETCH OF THE DEBATE

There are basically two main strcams of thought regarding the
ment in developing countries. One, which may
be attributed to liberal ists, focuses its di on growth, the
balance of payments, and employment. Under the usual assumptions of
a competitive cconomy, constant terms of trade, full employment, non-

impact of foreign inv
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existence of external effects, and independence of the domestic capital
stock from imported capital, MacDougall® forecasts a positive growth
cffect of foreign direct investment, even when all profits of the foreign
investment are transferred to the home country. Growth, measured as
an increase of per capita income, takes place because the capital import
raises the marginal productivity of labour and thereby real wages. The
increase in labour income is largely at the expense of income which,
prior to the capital import, accrued to the existing capital stock,
because the capital import lowers the marginal productivity of capital.
However, as long as the marginal productivity of capital is positive the
rise in labour income will more than compensate for the income decline
of the existing capital.

In the case of open profit transfer, additional income increases can
be obtained if the profits are taxed. Indeed, Streeten? considers the tax
receipts from foreign direct investment to be the major benefit to the
host country, as it is frequently rather difficult to collect taxes from
domestic income receivers. Several authors have, however, wondered
whether even these tax benefits can be sufficiently realized. Foreign
investors, especially if they are multi corporati pp i}
have ways and means to evade tax obligations. Such practices as trans-
fer pricing, high royalty payments to the parent company, fees for sup-
plied technology, excessive salary payments to expatriates, etc., have
become the best known.

When unemployed labour exists, the imported capital may create
new jobs and thereby alleviate the unemployment problem. This aspect
has gained special attention in the context of dualistic economy models,
developed by authors like Fei and Ranis, Jorgenson, Lewis and
Quayum.? Here it is assumed that the economy consists of a modern
sector where-labour is fully employed and paid more or less according
1o its inal productivity and a ditional sector where labour is
under- or unemployed and paid more than its marginal productivity,
though less than in the modern sector. The imported capital is invested
in the modern sector, but employs labour which migrates from the
traditional sector. This continues until labour is fully employed in both
sectors of the economy and wages are equalized throughout.

Growth and employment creation have been stressed even more than
the positive balance of payments effects. A deficit in the balance of
payments—which is indced a major problem of most developing

i y be reduced, ding to this view, first by the capital
inflow which finances the direct investment and second, by the output
produced by the foreign companies, if it substitutes for imports or is
exported. With regard to the latter, substantial discussion has taken
place as to whether import substitution actually improves or worsens
the balance of payments* Import substitution may, for instance,
worsen the balance of payments if the import replacement achieved by
a foreign company is outweighed by its imports of capital goods and
raw materials and its profit transfers.
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Foreign direct investment is considered much less beneficial by
authors who challenge some of the underlying basic assumptions. Tra-
ditional trade theory had already forecasted that under certain condi-
tions output expansion induced by capital import may worsen the
terms of trade and reduce income. Edgeworth* called this ‘damnification’
and Bhagwati® spoke of ‘immiscrizing’ growth. With regard to employ-
ment, foreign capital may have negative cffects if the assumption of
independence between domestic and foreign capital made above does not
hold. It has been frequently observed that foreign investment displaces
indigenous production and, being more capital intensive, climinates
more jobs than it creates. Excessive profit transfers can, finally, drain the
exchange reserves to such an extent that sufficient needed raw materials
and spare parts cannot be imported. This hampers production and thus
growth and employment.

A few authors have also discussed the impact of foreign investment
on income distribution. By paying relatively high wages to a small
group of skilled urban workers, foreign companies are said to make
income distribution more unequal. A higher incquality favours on the
other hand the capital-intensive production of durable consumer goods
and luxuries at the expense of the labour-intensive production of non-
durables. This again has a negative employment effect and, if the sup-
ply of capital is limited, also reduces growth.

The other stream of thought represents a continuation and further
claboration of ideas originating from the older theoreticians of imperial-
ism, though only some of the authors may be called neo-marxists.
Baran” argues that foreign i in developing countries |
growth, because it prevents the ition from a feudal.
social system to a capitalistic system. He thought mainly of the tradi-
tional colonial investment in extractive industries.

More recent contributions stress the general disintegration of the
developing country’s economy resulting from the activity of foreign
companies. They do not deny that some growth of per capita income
takes place in the modern sector of the economy, but this goes along,
according to this view, with increasing under-employment and immise-
rization of the remainder of the cconomy. Sunkel® foresees a subslannal
increase of under-cmploy because of displ of ind
production by foreign compnnws with h)ghlv capital-intensive tech-
niques of production. The disi ion results in a ing of the
income distribution. The general welfare decreases even where posi(ivc
growth rates of overall per capita income are measured. Where 20 per
cent of the population reccive more than two-thirds of national income
as, for instance, in Kenya, Rhodesia, and Ecuador,® the cconomic
well-being of the vast majority of the population is grossly underrated
by a measure like per capita income. A further complaint of these
authors is the excessive transfer of resources generated by foreign com-
panies. They argue that the transfer of profits, open or hidden, far out-
weighs the influx of investment capital. The balance of payments prob-
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lem thus created & the country’s d d on foreign capital
and foreign political infl An indep devels policy
which serves the needs of the poor has hence become virtually impos-
sible.

One may wonder whether the profit transfer can really reach such
magnitudes that it exceeds the capital import. In a number of cases it
can indeed, partly beciuse of an ambiguous policy towards foreign
investment in the past. In several countries, forcign capital was
attracted by all kinds of incentives, while at the same time reinvestment
of profits in licu of transfers was declared to be desirable. This resulted
in a rapid lation of sizeable foreig d assets which today
by far excced the original capital import. If only part of the profits are
now transferred, it really can be larger than the import of new capital.

The liberal cconomists would argue that in such a case the forcign
companics should regain the exchange by exporting, and they would
judge their balance of payments effect by netting all their international
t i This is not ack iged by the other line of
thought. First, it is said, developing countries cannot export sufficiently
because of import restrictions in developed countries and second, such
exports should not be credited to the foreign investment alone, as the
export could also have been effected by a domestic company.

The latter argument raises an intriguing imputation problem. Any
imputation of certain costs or benefits to a foreign investment makes
explicitly or implicitly an assumption about what might have happencd
without the foreign investment. Liberal economists tend to assume that
the foreign investment is additional in the sense that, without it, no
© ble alternative develop can be exp d to take place.
Their opponents are more inclined to believe that it is the very pres-
ence of forcign investors which hampers cconomic development and
that therefore in their absence an uninterrupted development would
praceed. However, even among this group doubts have been raised as
to whether it can be reasonably assumed that a positive alternative
development would come about in a country which is embedded in a
predomi 1 italistic world economy. Furthermore, the kind of
expected al ive develof has as yet i pecil For
empirical purposes this concept is therefore not (yet) operational.

2. THE ALTERNATIVE SITUATION

The arguments discussed in the previous scction suggest that theoreti-
cally one could assume as al ive to the foreign i any of
the three following situations or combinations thereof:1
No cor from d

which substitutes for the output forgone.
b. Investment from domestic sources which produces equivalent output

and employment.
¢. No corry i

sources and no import

from d

sources, but import of
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the commodities which otherwise would have been produced domes-
tically.

In their foreign investment study for Malaysia, Lall, Mayhew, and

Page!! assume alternatives (b) and (c). The reason is stated in Lall

and Elek'? as follows:

In excluding the alternative of doing without a firm's output, we have really

made an assumption about how a government of a country valucs the domestic

of a dity. If the g allows hing o be pro-

duced, using scarce inputs that could be used clsewhere, (including the forcign

exchange used to service foreign capital) it scems sensible and consistent to

assume that the goods would be valued sufficiently to be produced by local
investors or, in the absence of domestic production, imported.

App ly, this ing rests on the that the government
does not only provide the general institutional framework within which
production takes place, but, in addition, takes a distinct stand on which
commodities are to be produced and which not. This may be the case
in a country such as India where an acute shortage of foreign exchange
forces the government for balance of payments reasons to regulate pro-
duction and foreign trade by strict licensing. However, this is not so in
Malaysia where exchange reserves arc plentiful and policies towards
production and trade are fairly liberal.

In spite of this objection, alternatives (b) and (c) may still be
reasonably assumed if only inal i of foreign i are
o be evaluated. This is indeed what Lall and Associates do. Their
object of study is a rather small sample of some twenty foreign-
controlled companies. In our case, however, where all foreign com-
panies op ing in Mal are under di ion, alternatives (b) and
(¢) can hardly be generally assumed. For an cconomy in which roughly
60 per cent of the organized sector are foreign owned, it is impossible
to say which pattern of production and import would have evolved in
the absence of foreign capital. Calculations of costs and benefits of for-
cign investment would consequently be very unreliable if such assump-
tions were made.

Take as an example alternative (b). If the output contribution of
foreign investment is to be calculated, the gross output of that invest-
ment has to be netted by the output from a domestic investment in the

alternative situation. Any assumed value of the latter, however, would
be a mere speculation and the output contribution imputed to foreign
investment a very ambiguous figure. Assuming (c) poses an additional
problem. If imports are the alternative to production resulting from
foreign investment, any increase in production would be valued as a
balance of pay P! g import itution and as such cred-
ited to the foreign imuunrm. This clearly overstates import substitu-
tion and the balance of payments effect of foreign investment as
has been argued elsewhere.’? What remains then, is alternative (a)
which has generally been assumed in this study, except for a few cases
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mentioned below, where alternatives (b) or (c) appeared more appro-
priate. Alternative (a) implies a number of further assumptions of which
the following three are the most important:

1. The opportunity costs of imported capital are zero. It is additional

to domestic capital and does not influence its development.

2. The opp ity costs of labour employed in foreign panies are
zero. That labour would be unemployed without the foreign
investment.

The opportunity costs of domestic capital invested in foreign com-
panies are zero.

Malaysia’s f ble balance of | an elastic
supply of foreign capital and opportunity costs close to zero. The

ption of independence of domestic capital from foreign capital
should also be generally valid. Cases of asset stripping and displace-
ment of domestic capital do not appear to be very frequent.

Opportunity costs of labour are zero as far as unemployment exists.
The statistics indicate that pl in Malaysia is dingl.
high in urban areas, especially among the young. As most foreign com-
panics are located in urban arcas the assumption of very low opportu-
nity costs cannot be too wrong.

Assumption (3), finally, is plausible, because domestic capital is by
all indications not really scarce. Interest rates have in the past been
rather low in Malaysia and in the 1960s it was even a net exporter of
capital.

On the whole, thercfore, assumption (a) does not scem very

Of the three al ives it is the only p which
does not require subjective ‘guesstimates’ about the alternative situa-
tion. The evaluation is based entirely on statistical observations and is
therefore more reliable than the other two assumptions.

o

3. CONCEPTS OF MEASUREMENT

According to the issues raised in the debate attempts have been
made o measure the impact of forcign direct investment in Malaysia
on growth, tax reccipts by Malaysi horiti and the
balance of payments. The concepts of measurement for most of the
cffects are straightforward and simple. Only for the balance of pay-
ments cffect has a somewhat more sophisticated concept been used.

A. THE CONTRIBUTION TO GROWTH

The contribution of foreign capital to growth is measured as the
foreign-controlled companies’ (FCC) share in the change of gross
domestic product (GDP) at factor cost. The remainder of the change in
GDP is ib i to locally lled panics (LCC) unless stated
otherwise. The gross product was given preference over the net product
in order to ensure that diverging depreciation practices do not distort
the results.
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Most calculations are based on nominal instead of real changes. The
first reason is that no time series for changes in real terms are avail-
able. Second, the rate of inflation during the period under observation
was extremely low so that no serious bias can be expected from a util-
ization of nominal values, and third, the shares, however calculated,
would only be distorted if the price changes of the two aggregates
related to each other difler significantly.

An exception was, however, made for those important primary com-
modities produced in Malaysia whose prices changed substantially over
time. For rubber and palm oil (included under agriculture) real values
were also calculated by deflating the nominal values with export-unit-
value indices. This deflation can, of course, only approximate real val-
ues. There were no price indices available which could be used to
deflate inputs as well as output.

B. TAX RECEIPTS

The taxes paid by FCC are shown in relation to total taxes. Direct
taxes paid by employces of the FCCs and taxes on distributed profits
could not be calculated. The total direct taxes resulting from the activ-
ity of FCCs are therefore underestimated. Indirect taxes cover export
duties, import duties, excises, surtax, road transport fees and licences,
in accordance with the classification used by the Malaysian Treasury. '

EMPLOYMENT CREATION

The question how many jobs have been created by FCC is not casy
to answer. Data on employment by FCC are available only for 1970. Tt
was therefore necessary to estimate employment for previous years.
This was done by deflating the 1970 figures with the growth rates of
salary and wage payments. The assumption implicitly made is that
alaries and wages per employee have remained constant during the
period of observation. As far as wage rates have actually increased our
assumption implies an overestimation of the number of jobs created.

An idea as to the likely extent of overestimation may be obtained by
looking at the wage increases in the manufacturing and mining sectors
for which data are available. As these two sectors belong to the modern
part of the economy, the observed wage increases probably indicate the
upper limit of wage rises in Malaysia. Corresponding corrections of the
estimated employment creation have, however, been calculated only for
these two sectors.

Another difficulty is the displ of labour employed by LCC.
his is a much more scrious problem than the displacement of local
output, as FCC usually produce a comparable output with substan-
tially less labour than LCC. Under assumption (a) discussed above,
displacement would be identified only in those cases where the con-
tribution of FCC exceeds 100 per cent, ic. if employment by LCC
declines. This is not very satisfactory. However, we were unable to
invent a better approach.
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D BALANCE OF PAYMENTS EFFECTS

Two approaches have been used for measuring the balance of pay-
ments effects of foreign investment. The first starts from assumption (a)
and attempts to record all balance of payments transactions resulting
from the activity of FCC. These are attributed to foreign investment
because it is assumed that they would not have taken place in the
alternative situation.

The second approach takes account of the arguments raised by the
theoreticians of imperialism. It is assumed that in the alternative situa-
tion local investment would have led to the production of the respective
commoditics. The balance of payments effects resulting from the pro-
duction as such—export of output or import of input—are therefore not
counted. This corresponds to assumption (b).

The first approach may be defined as follows. The net balance of
payments effect is the net sum of long-term capital import (Kp), short-
term capital import (K,), and export of commodities (Xy) minus the net
sum of exported profits and interest (/f,), wages and salaries paid to for-
cigners (Wy), and import of intcrmediary goods and capital goods (Mj):
(1) By= Ky + Kps + Xy — (UIfe + Wy + My)

Tt should be noted that the long-term capital import as well as the
exported profit and interest include undistributed profits,'s which can-
cel out in (1) as they appear in the first magnitude with a positive and
in the second with a negative sign.

The sccond approach counts only the long-term capital import and
the exported profit and interest, because it is assumed that all other
transactions, such as commodity export and import, short-term capital
movements, and salary and wage payments to forcigners, are directly
related to current production. The sum of long-term capital import and
profit transfer will be called resource effect:

Y R=Kp-1I.

Besides the balance of payments cffect as defined by (1) and the
resource cffect (2), an attempt has been made to calculate the impact
on the balance of payments resulting from import substituting produc-
tion by FCC on the onc hand and export-oriented production on the
other. For that purpose the formulae (5) and (6) of Chapter V have to
be split into foreign and domestic components. There are various pos-
sible ways of doing this. The most straightforward one seems to be the
following. Take from equation (5) expression (5.2) which
import substitution. (5.2) may be transformed as follows:

(B) 2yt w0 - )

v D, . n
= (¥ - Xp) v,T;n,., Xpo) * (Yai - Xy) - u_,:[Y""' Xdo)

wherein the index [ stands for foreign and d for domestic. For export
pansion we have o dingly




212 INDUSTRIAL GROWTH, EMPLOYMENT, FOREIGN INVESTMENT

D D
(#) Dyl —x0) = (X = 5 Xfo) * (Xar = 5 Xao)

and for domestic demand expansion:
(5) vo(Dy—Do) = vfo (D1—Do) + vdo (Dy—Do)

Import substitution resulting from FCC is thus measured as that
part of the FCC's increase in supply to the domestic market which
raises their market share. Export expansion is the increase in the FCC’s
export supply which exceeds the growth rate of the domestic market.
Domestic demand expansion of FCCs, finally, is the output which
keeps their market share constant. However, when looking at the bal-
ance of payments effect we are only concerned with import substitution
and export expansion.

Bode and Miiller-Debus'® have pointed to the fact that this way of
splitting into a foreign and a domestic component may raise interpreta-
tion problems. FCC do not only compete with imports but also with
LCC. It may thercfore happen that we measure with (3) a positive
import substitution for FCC which is in fact only a displacement of
LCC. For LCC, import substitution would in those cases be very low
or even negative.

If the output of LCC decreases while that of FCC increases, dis-
placement is rather obvious. However, if the output of both increases
the problem is much more difficult. Most likely, it would require a
case-by-case investigation to find out whether or not displacement has
occurred. As this would be a too-cumbersome undertaking, one may,
instead, work on the assumption that LCC are displaced whenever
their share in the domestic market decreases absolutely or relatively in
favour of FCC. This should in most cases be a reasonably good approxi-
mation of reality.

In order to allow for different uses and interpretations of the calcula-
tions, three different stages of displacement may be distinguished:

Stage 1: FCC’s output increases while that of LCC decreases.

Stage 2: Output of both FCC and LCC increases, but the market share
of LCC decreases.

Stage 3: Output and market share of both FCC and LCC increase, but
the market share of FCC increases more than that of LCC.

With these definitions it is possible to differentiate between import
substitution and displacement. The import substitution imputable to
FCC is obtained by deducting from the forcign component according to
formula (3) that part of the increase in output which is displacement of
Stage 1, 2, or 3 respectively.

If the import substitution thus calculated is considered as import sav-
ing which improves the balance of payments, the alternative situation
(a) can no longer be assumed. One has to assume that in the alterna-
tive situation imports would have increased by exactly the same
amount as that which is now produced as import substitution. Appar-

ently, this corresp to the ali ion (c) outlined above.
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4. THE DATA

The debate concerning the vices and virtues of foreign investment in
developing countries could have been carried out less heatedly if more
solid empirical facts had been available. In most countries there are no
official statistics which contain data on fnmgn mw.c:lmem and the
activities of foreign ies, and the It lves substan-
tially contribute to the confusion by being unduly restrictive in releas-
ing information to the public. With regard to data collection by the
government Malaysia is a notable exception. Since 1962 the Depart-
ment of Statistics has carried out six surveys of private and public
limited companies which show separate statistics for foreign- and
locally-controlled firms. Most of the surveys have, however, never been
published. The distinction between foreign and  locally-controlled
companies is made according to the majomy sharcholdmg (more than
50 per cent) by forei, and Mal

The coverage of the surveys for the purpuse of a ' study of forcign
i is quite satisfa y. It has p over the
years. In all years it was intended to cover all registered limited com-
panies, though in the earlier years thc percentage o( qucsuonnmrcs
returned was lower or the questi were i
Thus, out of 3,200 companics surveyed in 1962, the qucslmnnllru
returned by only about 2,000 could be tabulated. In 1966, 4,491 com-
panics were surveyed and 3,315 returns evaluated. For 1968, only the

number of questi i actually 1 d is k hich was

3,036.
In spite of this increasing trend in overall coverage, the foreign-
lled ies were probably covered to a very high percentage

right from the beginning, for two rcasons. First, only a very few
forcign-controlled firms were not organized as limited companies. Sec-
ond, the companics omitted from the earlier surveys were mostly very
small. As foreign firms are typically much larger than local ones, it was
mainly local firms for which no data could be obtained. From this it
follows that in terms of output and, even more, of investment the
undercoverage was much lower than might be expected from the num-
bers stated above.

Besides the surveys of limited companies, a number of other official
statistics, such as the census and the surveys of manufacturing indus-
tries, the rubber and oil palm statistics, etc., contain since 1968 data on

forcign companies. The Federal Industrial Devel Auth
(FIDA) has undertaken since 1968 an annual (only pardy publuhcd)
survey of by the hority, which again distin-

guishes between foreign and local firms. Finally, there were available for
this study data from a survey of about 330 manufacturing companies
which the authors conducted in 1974 with the support of the Ministry of
Trade and Industry.!?
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5. THE PATTERN OF FOREIGN OWNERSHIP

If onc comy

es the foreign scctor with the organized local sector,
foreign ownership appears to be very high in Malaysia (Table VIL1).
In 1970 forcigners owned as much as 61 per cent of the share capital in
the cconomy. Foreign ownership was highest in modern agriculture and
mining which both almost exclusively produce for export. Not only the
production of these raw materials but also their export trade is heavily
dominated by forcigners as can be scen from the high percentage of
foreign share capital in wholesale trade.

These observations are not surprising as it was foreign companics,
mainly British, which enabled Malaysia, still under colonial rule, to
become the world's largest producer of such important raw materials as
rubber and tin. Thus, Malaysia is an outstanding example of a colonial
investment pattern and the resulting economic structure the country
adopted when it became politically independent. The foreign domina-
tion in the primary sector was neither a matter of choice of a sovereign
government nor something that could reasonably be changed drasti-
cally in the short period since Independence (1957).

This is different in the other sectors of the economy, where forcign
ownership is lower than in the primary sector, but still high in absolute
terms. It might have been even higher if a striving business-minded
section of the population, the Malaysian Chinese, had not existed. The
Chinese who immigrated into Malaysia in the nineteenth century and
the first quarter of the twentieth, and who now constitute about one-
third of the population, hold nearly all the remaining equity capital,
whereas the Malays and other indigenous groups own only 2 per cent
of the cconomy’s share capital. As the other sectors, in particular manu-
facturing, became major investment areas only after Independence, it
was at least with the approval, if not through outright promotion by
the Malaysian government, that foreign investors became so heavi y
entrenched in the secondary and the tertiary sectors of the economy. It
may be concluded that, at least in principle, a possibility existed to
limit forcign involvement in the more modern industries. The question
whether it was worthwhile not to do so will be the theme of the sub-
sequent sections.

The picture which emerges from the data on share capital ownership
can, however, be misleading if not correctly interpreted. It should be
kept in mind that the dividing line between local and foreign com-
panies is drawn according to majority ownership. If more local invest-
ors have a minority share in foreign firms than vice versa, the foreign
ownership is overstated. The equity ownership, furthermore, is not
identical with the ownership of fixed assets. Besides the fact that there
are companies which have a different legal organization and therefore
are omitted from the calculation, the share capital may under- or over-
represent the value of fixed assets, depending on the extent of outside
financing through loans.
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TABLE VII1.1
FOREIGN OWNERSHIP IN THE MALAYSIAN ECONOMY, 1970
Share Capital Value of Fised Assets
Ms000 Foreign % Ms000 Foreign %
Agriculture (1,432,400) (75.4) (14,901,620°)  (25.4)
Rubber 1,134,163 .7 0,890, 204
Ol palm 2,945,810 503
Coconut 208,237 6.8 1,051,550 6.7
Tea 14,260 548
Mining (543,497) (72.5) (311,600) (55.1)
Tin 434,477 715
Other 109,020 764
Manufacturing 1,348,245 996 1,128,400 50
Construction 58419 341 63,500 5.9
Transport 81,847 120 (na)
Trade (605, 164) (63.6) (na)
Wholesale 450,593 70.1
Retail 154,571
Finandial sector (636,850) (na)
Banks 3,549
Insurance 70
. Other 535,631
Other industries 582,516 (n.a)
Total 5,288,978 60.7 (16,405,120) (27.6)

* Own Estimates.
Sourcer: Finanaal Sutrey of Limited Companies, 1970, Rubber Statisties Handbook, 1970, Oil

Palm, Coconut and Tea Stanstics, 1970; Survey of Manufactuning Industries, 1970; Censu of
Minsng Industries, 1970; Survey of Construction Industner, 1970

For the cconomy as a whole the picture looks markedly different if
the value of land under cultivation is included. An attempt roughly to
estimate the land value of the major crops has been undertaken in
Table VILL. The method applied is the calculation of the present value
under the assumption of an infinite life time. From the sources stated in
Table VIL1, an annual net output (gross output minus use of fertilizer,
maintenance and wages) per acre of M$256 was estimated for rubber,
MS$700 for palm oil, and about M$200 for coconuts. For tea it was
assumed that the net value is the same as for coconuts. Assuming a
rate of return of 10 per cent the values shown in Table VILI are
obtained. The relatively low percentages of forcign ownership in rubber
and coconut which determine the low average are due to the large
amount of land under Malay d 1k cultivation. The data
for mining, manufacturing, and construction are taken from the respec-
tive censuses and surveys. Omitting the other sectors for which no data
are available or could be estimated, the foreign share in the cconomy’s
assets as a whole turns out to be much lower than it is in terms of
share capital. It is also quite clear that the ownership balance between
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Malays and Chinese becomes much more even if land ownership is
taken into account.

As manufacturing has been the most dynamic sector since Independ-
ence and was increasingly considered by policy makers as the
cconomy’s engine for develop the foreign hip in this scctor
deserves special attention. Table VIL.2 shows the foreign share in fixed
asscts, paid-up capital, and paid-up plus loan capital, as derived from
the HEX and the 1970 FIDA survey. Though the samples of the two
ys differ in size and cumposmun the results are remarkably simi-
lar and also consistent with the much larger sample of the Financial
Survey of Limited Companies, All three surveys indicate that foreigners
own about 60 per cent of the capital in manufacturing. Noteworthy is
the difference between the foreign ownership in fixed cts as shown
by the manufacturing survey (Table VIL1) and that according to the
HENX. Part of the difference may be due to different coverage. Whereas
the manufacturing survey covered M$1,128 million asset value for
1970, the corresponding figure of the HEX for 1973 was only MS945
million. However, the reason for the difference could also be the diverg-
ing methods of computation. The manufacturing survey applies the
majority rule, while in the HEX the foreign ownership was calculated
according to the percentages as stated by the companies. That means
that minority shares are also allocated 1o the respective groups. If the
samples were identical, the difference would indicate that forcigners
own more of the manufacturing capital stock than suggested by the
majority ownership, because they participate substantially in locally-
controlled companies through minority shares

Of interest also is the difference between the share in paid-up capital
and that in paid-up plus loan capital which is not large for the entire

surve

sample but only for a fe

ndustries. A positive difference occurs if the
percentage of loans from foreign sources falls short of the share of for-
cign paid-up capital. It has frequently been alleged that foreign com-
panies tend to finance their operations with loans raised in the host
country instead of supplying suffi
data show that

nt own investment capital. Our

sub-

ndeed the loan contribution from local source:
stantial, but they do not support such a sweeping statement. First, the
ratio of loans to paid-up capital is only one to five in the FIDA sample
and, secondly, the difference between foreign and local loans is simply
not large enough. For individual industries, on the other hand, the

argument has more \Ac|ghl For instance, in the footwear and the plas-
tic products ind the loan from local sources is
significantly higher than that from foreign ones. But there are also
counter-examples, In the machinery and transport equipment indus-
tries forcigners supply most of the loans.

If one looks at the major countries of origin of foreign capital in
Table VIL2, onc gets the impression that most of the capital is not
coming from the industrialized countries in North America and Europe,
but from a few Asian and South-East Asian countries, like Singapore,




THE IMPACT OF FOREIGN DIRECT INVESTMENT 219

Hong Kong, and Japan. As far as Singapore and Hong Kong arc con-
cerned this impression could be wrong. It appears not unlikely that the
supplying companics residing in these countries are themselves affiliates
of multinational corporations who have their head offices in London or
New York. In a few instances it was possible to confirm this assump-
tion though its general validity could not be ascertained.

6. THE CONTRIBUTION TO GROSS DOMESTIC
PRODUCT AND GROWTH

The value added created in all FCC was 18.6 per cent of Gross
Domestic Product in 1962, 16.1 per cent in 1966, and 18.3 per cent in
1970 (Table VIL3). Over the entire observation period (1962-70) the
contribution to growth of GDP was 17.7 per cent (Table VIL4). While
during the first half (1962-6) the contribution was much lower with
only 7.5 per cent, this increased considerably over the second half
(1966-70) 10 28.6 per cent. Though this is quite substantial in absolute
terms, it is hardly satisfactory if viewed against the heavy dependence
on foreign capital. Also, the FCC's sharc in gross investment with
average of 23 per cent over the entire period was not very high. 1

A AGRICULTURE VERSUS MANUFACTURIN

The difference in the FC growth contribution between the two
subsperiods essentially originates from a much better performance in
agriculture and manufacturing during the second sub-period. Between
1962 and 1966 the FCC’s value added in agriculture declined due to a
21 per cent reduction in rubber which was hardly compensated for by
an increase in other crops. This drop was not only nominal because of
the fall of the rubber price, but also real. The growth contribution of
FCC was consequently negative. Three factors are probably respon-
sible for this development. First, it appears that foreign capital began to
disengage from agriculture in favour of manufacturing. There is no
direct evidence for this for the first sub-period, but for the second sub-
period it can be observed that the acreage cultivated by foreign estates
decreased slightly while that of locally-owned estates increased. Second,
foreign estates increasingly replanted with oil palms land which was
formerly under rubber cultivation. This is casily explained by the
downward price trend for rubber and the upward trend for palm oil. It
was also shown above that the annual net value of output per acre was
much higher for palm oil than for rubber. Third, within the rubber sec-
tor the land was largely replanted with high yielding stands at the
expense of unselected seedlings which resulted in a temporary shortfall
in production.

During the sccond sub-period the FCC's value added in agriculture
rose by 35 per cent and even more so in real terms, because the rubber
price still declined. This was the result of the replanting activity over
the previous years which led to a moderate increase for rubber (12 per
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cent) and a trebling for palm oil. Within the agricultural sector the
FCC contributed as much as 59 per cent to valuc-added growth while
their share in the growth contribution of all FCC was about one-third.
In manufacturing the FCC's contribution to growth was also rather
low during the first sub-period. This can probably be explained by the
following factors. Up to the mid-1960s there was little active encour-
agement of foreign investment by policy measures. The effective rate of
protection was negligible and other incentives had just begun to take
shape, culminating in the Investment Incentives Act of 1968. In conse-
quence, foreign investment in manufacturing was rather low. In the
years 1962, 1964, and 1966 it amounted 1o only 38 per cent of forcign

investment in agriculture.

This changed drastically in the second sub-period when foreign
investment in manufacturing nearly doubled and now even exceeded
foreign investment in agriculture. Value added in FCC contributed as
much as 25 per cent 1o the growth of GDP and accounted for thre

quarters of the growth in manufacturing. By 1970 the manufacturi
FCC's gross rate of rewrn on invested capital (share capital) was 24.5
per cent and thus about the same as in agriculture (24 per cent), while
in LCC it was only 14 per cent. This development is likely to have
been fostered by the change in policy towards manufacturing, in par-

ticular the foreign sector. The introduction of a new tarifl’ schedule in
1966 and subsequent tarifl increases raised the effective rate of protec-
tion of domestic sales for manufacturing as a whole to about 40 per
cent. The 1968 Investment Incentives Act and various government

promotion campaigns also contributed their share to the rapid rise of
forcign-owned manufacturing.
A remarkable feature of the second sub-period is the conspicuous dif-

lerence in growth between foreign branches and subsidiaries. Whereas

a subsidiary has a legal personality of its own this is not the case for a
branch. Subsidiaries can also have local particig

tion which is not pos-
sible with branches. In consequence the policy of the host country tends
ta favour subsidiaries.

In 1966 the value added in branches of foreign companies was more
than 50 per cent higher than that in subsidiaries. This was mainly due
to the heavy weight of branches in agriculture. Between 1966 and 1970
the value added of branches rose somewhat in agriculture and manu-
but declined in mining and trade, so that as a result the
contribution of all branches to GDP growth was close to zero (-1.7 per

cent). Hence, subsidiaries were those which exclusively accounted for
the high contribution of F to GDP growth. In agriculture the sub-
" value added doubled because of the rapid expansion of palm
it more than trebled within

sidiarie:
il production. whereas in manufacturing

of only four years. One reason for this

the relatively short time

may have been better investment conditions granted to ics by
the government. It is also noteworthy that profits as a percentage of

sales value were in manufacturing at least generally higher for sub-
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sidiaries than for branches. Over the years 1966, 1967, 1968, and 1970
profits amounted to 7 per cent of sales in manufacturing subsidiaries
and 3.2 per cent in branches. This should, however, not be overrated
as the correct measure would be the rate of return on aplul which

could not be obtained for b hes and subsidi . The
lower profit-sales ratio for bmnchcs could simply be due to the l';m that
the primary p ing of dities, which means a

huge sales value but a rather low value added, is mainly done by
branches. This argument is supported by the observation that the sales
value of manufacturing branches in 1970 was only some 20 per cent
lower than that of subsidiaries. It could also be that branches find it
casier to hide or to transfer profits abroad through price manipulations
because they are uncontrolled by local partners. It is, of course, also
possible that the differences in profit ratios reflect in fact different
investment opportunities due to a differentiating government policy.

B. MANUFACTURING BY INDUSTRY

Because of the sizeable impact of manufacturing FCG on growth during
the second sub-period, a more detailed investigation of that sector is
required. For this, data can be used from the 1968 Census of Manufac-
turing, which for the first time showed data by industry for LCC and
FCC separately, and from subsequent surveys. The time span (1968
71) is unfortunately still rather short and the results have therefore to
be interpreted with care. The overall picture which emerges from these
data is very similar to that revealed by the financial surveys as pre-
sented in Table VIL3. The contribution of manufacturing FCC to
GDP growth is 20.8 per cent as compared with 21.1 per cent in Table
VIL4 and to the growth of the manufacturing scctor 67.1 per cent
instead of 75.3 per cent.

The Department of Statistics is not permitted to publish data for
industries with less than three establishments. For a few industries
separate data for LCC and FCC are therefore not obtainable and it is
not possible to allocate completely the FCC's contribution to manufac-
turing growth to the various industries. Keeping these data limitations
in mind the following conclusions may be drawn from Table VILS.

Only four industries account for 62 per cent of the allocated growth
contribution, i.c. processing of agricultural products, tobacco products,
printing and publishing, and non-metallic mineral products. Among
agricultural processing it is rubber processing and in the non-metallic
mincral industry cement production which produce all the additional
value added. If in addition beverages and textiles are included, one
already has three-quarters of the contribution to growth. Apparently,
the strong impact of manufacturing FCC on growth results from a
ruhcr smal.l number of mduslncs Most Ilkcly these industries have a

i in Malaysia due to their closeness to
raw matcrial (ruhbu‘ processing, cement, partly tobacco products), to
the domestic market (cement, tobacco products, beverages, and pub-
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TABLE VIL5

FOREIGN-CONTROLLED MANUFACTURING COMPANIES®
CONTRIBUTION TO GROWTH BY INDUSTRY, 1968-1971

Change in Change in
Value Added Value Added @ "
of LCC and of FCC $
Ity I
) @ [2)+ (1) x 100] [2)+E (1) x 100)
Processing of

agricultural products 7.2 9.2
Food products 43 05
Beverages 143.0 27
Tobaceo products 1246 89
Textles 773 27
Clothing & footwear 214 08
Wood products 104 06
Furniture 12.2 0.2
Paper products 499 08
Printng & publishing 79.2 53
Leather products 12.2 0.0
Rubber products 95.4 25
Chemicals 376 2.3
Petroleum products 100.0 08
NM mineral products 58.8 318
Basic metals -04 —
Metal products 243 10
Machinery —
Electrical machinery 294 13
Transport equipment X — - —
Other industries 15,387 2913 189 06
Unallocated 22,391 108,013 (482.4) (23.1)
Total 467,580 313,836 67.1 67.1

lishing) and/or because of labour intensity (rubber processing, textiles,
and printing).

The question whether FCC have displaced local companies cannot
be fully answered here according to the concepts proposed in section
4D. However, displ has probably taken place wh the
FCC’s share in an industry's value-added growth exceeds 100 per cent,
because it implies an absolute decline in LCC's value added. According
to Table VIL5 this is clearly the case in the beverages and Iui).lccu

dustries. If the industries are more disaggreg: one finds i
cases, for instance in the industries producing ice-cream and cement.
These four industries account for 30 per cent of the allocated contribu-
tion to growth by FCC. This suggests that displacement has been of
considerable importance.

. THE REGIONAL lMPA(.T

‘\s in most P 1 growth in ia was
in the past very hcdvlly concentrated in a few regions. Although the
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dualistic structure that emerged was not as pronounced as in many
other countries, it had a number of the familiar undesirable effects on
employment and income distribution. It is therefore one of the govern-
ment’s objectives to reduce the regional imbalance. A variety of regional
development plans have been worked out and the incentive system for
private investment provides special benefits for the location of plants in
less developed arcas.

The extent of regional imbalance can be seen from Table VIL6.
Economic development has in the past been heavily concentrated on
the west-coast states of which one state, Selangor, alone accounted for
more than a quarter of GDP in 1970 though only 18.5 per cent of the
population lived in that state. The three states of Sclangor, Perak, and
Johor together produced 62 per cent of GDP and contained half the popu-
lation. If the data permitted a further regional dllaggn:gauon one would
find that within these states economic activity is concentrated in rather
small regions. For Selangor, for instance, it has been estimated by
Shankland Cox!* that the Klang Valley area alone accounts for 25 per
cent of West Malaysia's or 89 per cent of Selangor's GDP.

From Table VIL6 it can be seen that manufacturing growth as a
whole has accentuated this regional imbalance and even more so that
of the FCC. Two-thirds of the FCC's increase in value added over the
observation period was produced in Selangor. If one adds Perak, Johar,
and the west-coast island of Penang, one already has 94 per cent of the
FCC’s growth. Hence, foreign i d the
task of achieving a more balanced rcgwnal structure of production
throughout the country.

D COUNTRY OF ORIGIN AND INCENTIVES

If the contribution to growth of FCC is classified according to coun-
try of origin of the companies in question, one finds that one-third
originates from British and 23 per cent from Singaporean companies.
As the latter arc probably also largely affiliates of British companies it
may be concluded that the former colonial power in the country still
has, after nearly twenty years of ind, d a lasting infl on
the economy’s development. However, this is likely to change in the
near future. Whereas the contribution to growth of British and Singa-
porean companies more or less equals their share in value added in
the years 1968 and 1971, the growth contribution of FCC from other
countries is significantly higher than their value added share in 1968,
US-American companies, for instance, contributed in 1968 only 5 per
cent to the FCC's value added, but accounted for 14 per cent of the
change in value added.

In urdcr to encourage mvnlmcm Malaysia grants, like :ncr.d other
devel tax to ‘pioncer . The
plunccr sccwr altogether contributed 27.2 per cent to the growth of the
manufacturing sector which is not very much if one considers that by
1971, 54 per cent of the manufacturing capital stock was held by
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pioneer ies. Foreigy lled pioneer ies made up for
74 per cent of the pioncer sector’s growth which is about the same per-
centage as their share in the pioneer sector’s value added. Apparently,
FCC were the major receivers of tax benefits. In view of the weak
growth performance it may be said that in terms of growth the tax con-
cessions have hardly paid off.

7. TAX RECEIPTS

Taxes collected by the Federal Government in 1962 amounted to
16.6 per cent of West Malaysian GDP and in 1970 to 20.1 per cent.
The annual growth rate of direct taxes (14.2 per cent) was one-and-a-
half times as high as that of indirect taxes (9.3 per cent). The share of
direct taxes in total taxes increased from 27.6 to 35.1 per cent (Table
VIL7). With these changes in the tax structure, Malaysia followed the
familiar pattern observed in other developing countries.

All limited companies together accounted in 1962 for 73 per cent of
total dircct taxes and for 52 per cent of indirect taxes. From the FCC
alone came 58 per cent of direct taxes and 40 per cent of indirect taxes.
In terms of total taxes the share for all limited companics is 58 per cent
and for FCC 44 per cent. By 1970, the contribution of all limited com-
panics had increased substantially to 70 per cent whereas that of FCC
remained about constant at 45 per cent. Thus, the increase came
entirely from LCC. The constant share of FCC was the result of a
declining share for direct taxes (42 per cent) and an increasing share
for indirect taxes (47 per cent). The relative decline of direct taxes paid
by FCC reflects, first, a faster growth of LCC which produced in 1962

TABLE VIL.7
FEDERAL GOVERNMENT TAX RECEIPTS, 1962 AND 1970

1962 1970"
M$ million % MS million %

Direct taxes 243 27.6 701 35.1
Indirect taxes 637 724 1,299 64.9
Export duties 177 20.1 258 129
Rubber 93 10.6 80 4.0
Tin 67 7.6 130 6.5
Others 17 1.9 48 24
Import duties,
Excise, Surtax 373 424 806 40.3
Licences & Other 87 99 235 1.8
Total Taxes 880 100.0 2,000 100.0

“West Malaysia.
"Malaysia.

Source: The Treasury, Malaysia, Economic Report, 1973-74.
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only 35 per cent, but in 1970 as much as 67 per cent of all limited com-
pantes’ value added®® and, secondly, the improvement of tax collection
from LCC. In 1962 direct taxes collected from LCC amounted to only
10.6 per cent of value added as compared with 14.1 per cent for FCC.
By 1970 this ratio had risen for LCC to 17.3 per cent and for FCC to
19.4 per cent. Hence, mn relative terms the collection of direct taxes had
improved significantly more for LCC than for FCC. The opposite can
be sad for mdirect taxes where the ratio to value added rose from 22.5
to 30.1 per cent for LCC and from 25.5 to 39.6 per cent for FCC.
However, this 1s probably not so much due to an improved enforce-
ment of tax laws, but 1s merely reflective of different selling and purchas-
ing practices. For instance, FCC import a much higher portion of
thewr mputs than LCC and were therefore much more affected by the
ncrease in tandls between 1962 and 1970.

The data presented here contirm the hypothesis that the tax pay-
ments by FCC are quite hugh and can therefore be considered as a
major beneht to the host country. This is further supported by Table
VILS which shows, if compared with Table VILI, that the FCC's rela-
tive contnbution to tax receipts has generally been higher than their

ownership in share capital. Here agamn, one observes over ume a
dechning share of FCC's contribution to direet taxes from 79 per cent
m 1962 to b3 per cent i 1970. Ther share in indirect taxes fluctuates
around 76 per cent up to 1968 and falls w 66 per cent by 1970. By
mdustry, the ranking according o tax contnbution 1s very similar to

FABLE VIL.8

FAXES PAID BY LIMITED COMPANIES, |962/64/ 68/70
Direct Taxes Indsrect Taxes
Locai & Share of Share of
Foreygn Foreten Foregn
ompantes Compantes Compaztes
\smon % %
Agncuiture 40,408 9 7.9
Rubber i 0.0 8.1
Other nin .1
Minug &
Quarrymng 104003 6.1 183,978 w08
Tin 3,929 74 27,581
Othey 87 497
Manulactunng ni4 13,2649 758
Construcuon ol +879 129
Trade 5 1,504,236 738
Whoiesale nld 1,336,367 80
Retaud 2.2 147,004 &)
Other Indusines W TR
Total 09,502 e $u45,605 "o

Sewrce, Depurtment of Statsues, Fieaadd Survey of Limuied Companies, op. ol
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the ranking by ownership. A notable exception is the high share of
manufacturing FOC in indirect taxes. As already mentioned, this is
probably duc to high import duty liabilities of the respective com-
panies.

1f the FCC’s contribution to direct taxes is split between those from
subsidiaries and those from branches, one finds for all years (since
1966), and cven for 1970, that the share of the former is significantly
lower than that of the latter. This is probably to be explained by the
fact that almast all the more recently founded establishments which
have been granted tax exemptions were subsidiaries. 1f one assumes
that without the exemptions the ratio of direct taxes to value added
would be the same for subsidiaries as for branches, one obtains for
1470 an amount of about MS40 million as taxes forgone which is 28
per cent of the direct taxes actually collected from subsidiaries.

& EMPLOYMENT CREATION BY
FOREIGN-CONTROLLED COMPANIES

Emplovment in the hase vear of the observation period was esti-
mated as described in section 3C. The method used impiies an over-
estimate of jobs actuallv created by FCC. The correction applied for
manufacturing indicates that the margin of error of about 11 per cent is
not very large. For mining 1 is also not high in absolute terms though
high i relative terms because the uncorrected employment creation is so
low

A AGRICULTURE VERSUS MANUFACTURING

The share of FGC i the economy’s employmen: was extremely low
Table VI1.9) with B.9 per cent in 1962 and B4 per cent in 1970. The
contribution o emplovment creation was even lower (5.8 per cent).
This poor performance of FGC was largely due w 2 drasuc fall of em-
plovment on foreign rubber estates Although some of the labour was
apparently shifted to oil palm cultivation there was still 2 net loss in

the foremm sector. Manui FUC which contributed
most w GDP did 50 ulso in terms of employment. However, the con-
tribution to the emp growth of i and of the entire

cconomy was, with 20.3 and 3.8 per cent respectively, approximately
half as large as the growth contribution

Thiese observations seem to coufirm the hypothesis that FCC do not
help much in solving the loyment prot of less
countries. But this cannot be taken as an unavindable fuct and has there-
fore to be taken as given. That can be clearly seen for Malaysia if one
splhits the observaton period o two sub-periods, because 1t was only
duning the second hall of the 190U that the government actively tried to
mduce mvesiors, especially loreign ones, 10 operate more labour nten-
swvely. The consequences of this change in policy are most obvious in
manufacturing. Whereas during the first sub-period employment in
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TABLE VIL.9

EMPLOYMENT IN WEST MALAYSIA AND FOREIGN-
CONTROLLED COMPANIES, 1962-1970

Wt Malayne Foragn Compenses  Shere of Forrign Camparses
(%)

(000) (v00)
Agriculture 12620 165.7 131
Forestry, fabing, hunting 891 . =
Rubber e 1536 210
Other agriculture e 121 9
Mining & Quarrying %1 169 W01
204)
Tin il 169 359
204)
Other 90 — -
Masulacturing 1854 1y i
(17 5)
Construction 25 04 L
Trade 2531 a7 ]
Other Indusiries 24 - —
Toual 237 8o
19
Wt Msiara Farngn Companics Share of Farrign Companis
(%)
Agriculture 13690 1576 o
Forestry, fishiog, huntiog 5116 = =
Rubber 019 1200 170
Oher agriculture w5 Ve 06
Mining & Quarrying B0 174 24
Tin e 174 72
101 = _
Manufacturing 0 w0e 1o
Cotruction 780 12 41
Trade 2950 o 50
Other Tndustries 5610 = =
Total 27830 7338 a4
Change 19621970

Woit Malayua  Forgn Compemier  Share of Forrgn Share of Forrige Companses
(v0) (o) Companies in Total for Wesr Malarse
(%)

(%)

Agriculiure 1070 81 -7
Forcury, fihiog, hunting [:23 = =
Rubber -262 -136 -74
Other agneulture 507 55 57

Mining & Quarrying 89 [ ol
Tin 278 03 (] ol
Other ' 3= - -

1066 3 27 58

Construction 45 23 1100.0) 035

rade Uk byl 122 [

2
{
£
£
i
|

|

o
z
£

#
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TABLE VIL.10

THE CONTRIBUTION OF FOREIGN-CONTROLLED COMPANIES
TO EMPLOYMENT CREATION, 1962-1970

Change 19621966
Shkare of Foreign
West Foreign Share of Foreign  Companies in
Maiaysia Campanes Companits Tatal for
West Malaysia
w0 w0 % %
Agriculture 9 -89 -a5 -3
Forestry, fishing,
hunting 75 = — —
Rubber -21 ~166 (791 -59
Other agriculture 40 7.7 133 27
Mining and Quarrying 12 19 158 07
(-0.1)
Tin " 19 173 07
(=0.1)
Other 1 —_ — -
Manufacturing 40 14 35 05
04)
Construction 5 02 10 -
Trade 36 26 72 09
Other Industries % — — =
Total 283 -29 -1 -10
Change 19661970
Skare of Foreign
West Fereign Share of Foreign  Companies
Malaysia Compantes otal for
Wosr Malariia
0 o % %
Agnculture 13 08 61 05
Forestry, fishing,
hunting 8 — — —
Rubber -5 -170 (-340.0) -10.1
Other agriculture 10 178 178.0 106
Mining and Quarrying 1 —14 -82 -08
Tin 17 -82 -08
Other 0 — —
Manufacturing 67 372 148
Construction -10 (=210 13
Trade 6 417 15
Other Industrics 7 - —

Total 168 289 172 172
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manufacturing FCC nearly stagnated, it increased over the second sub-
period by as much as 157 per cent (Table VIL.10).3' This was due to
rather capital-intensive foreign investment during the first half of the
1960s which led to a sharp rise in labour productivity (5.6 per cent per
annum), while with the more labour-intensive investment of the second
half, productivity even declined slightly (~0.6 per cent per annum).

In agriculture the development was less clear-cut, although the em-
ployment performance of FCC was also significantly better in the second
sub-period than in the first. On the forcign rubber estates, employment
fell continuously over the entire period, partly because the foreign-
owned acreage under rublxr cultivation was reduced and partly
because of productivity g large-scale replanting with high yiclding
stands. The latter was stimul by ial government idi
which originally were designed o improve the profitability of rubber
smallholders. With the rapid expansion of oil palm cultivation by FCC
over the second sub-period, employment was, on the other hand,
expanded so a whole, em-
ployment remained more or less constant. Further shifts from rubber to
oil palm are, however, likely to reduce employment as the labour

for the foreign agriculural sector

required per acre is much lower for oil palm than for rubber. In 1971

on the ey rs for oil palm and 128

tes the average was 79 man-y

man-years for rubber

B MANUFACTURING BY INDUSTRY

For the period 1968-71 for which more detailed data on foreign-
controlled manufacturing are available the contribution of FCC to the
employment growth of the manufacturing sector was, 26.7 per cent,
(Table VIL11) about the same as that for the period 196670, while
the contribution to the cconomy's employment growth was significantly
s

higher (11 per cent). Compared to foreign ownership and the FCI
still not very much in absolute terms, but it
is a further improvement over the earlier periods, since it means a 50
per cent higher employment creation by manufacturing FCC in this
period than by all FCC wgether during the period 1966-70.

Similar o the growth contribution, the employment creation was

growth contribution, this i

concentrated on a few industries. The texule, the electrical machinery,
and the clothing industry, printing and publishing, and primary pro-
cessing of agricultural products together accounted for 59 per cent of
the allocated employment creation by manufacturing FCC. However,
the ranking of industries in terms of FCC's growth contribution differs
from that in terms of employment creation. For instance, the foreign
tobacca companics contributed much to growth but little to employ-
ment. The reverse is true for the clothing industry. This suggests that

there may exist a trade-off between growth and employment creation in
the sense that a policy which selectively promotes foreign investment in
certain industries in order to maximize growth is likely to forgo em-
ployment opportunities.
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TABLE VIIL.11

EMPLOYMENT CREATION BY FOREIGN-CONTROLLED
COMPANIES, 1968-1971

£y Change
Vomat " (@mx100]  [(@)+E () x 100)
Lec @ Fee Fee
" ( ® )
Primary processing &
agricultural products 3,535 1,289 17
Food products 280 04
Beverages 442 06
Tobacen products 540 0.7
Texules 2,498 33
Clothing and footwear 1,279 L7
Wood products 601 08
Furniture 146 02
Paper & paper products 213 03
Printing & publishing 1276 17
Leather products 6 <
Rubber products 2 =
Chemical products 776 Lo
Petroleum products 171 1000 02

Non-metallic mincral
products 2849 585 205 0B
Iron & non-ferrous.

metals (=1 _89 01
Tron & wmetal products 2 215 07
Manufacture of

machinery — - -
Electneal products 2,063 1459 07 19
Transpart cquipment 1,963 - — —
Other industries 1,865 1,040 24 15
Unallocated 14,185 7,262 (51 1) 9.5)
Tatal 6340 20410 26.7 2.7

The displacement of LCC by FCC led to an absolute employment
reduction by the former in the industrics producing ice-cream, soft
drinks, cosmctics, and tin cans. As far as LCC could have provided the
output actually pmduced by FC an assumption which appcars
justified for all the ind d, except electri Y,
and a few others, the negative employment effect of FCC due to dis-
placement was even higher, as FCC generally operate more capital
intensively than LCC. This may be illustrated by the following exam-
ple. Assume that the output realized by the foreign tobacco firms was
produced by the more labour-intensive LCC. This would have
increased employment in the tobacco industry by 8,846 jobs and
reduced the employment contribution of FCC in manufacturing from
26.7 per cent to 15.2 per cent.

C. THE REGIONAL IMPACT
It was shown above that the mdnufnc(unng FCC's conmhuuun to
growth is heavily 4 in a few relatively well-developed states
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TABLE VII.12
PLOYMENT CREATION BY
'ROLLED COMPANIES, 19681971

REGIONAL
FOREIGN-CO

Employment Change in: 0% 1o

State LCC & Feo Fce

() (2) (3)
Selangor 27,385 9,320 34.0
Negri Sembilan 768 -48 -6.3
Perak 9,207 2,387 259
Pahang 3,801 582 153
Johor 9,767 3,837 39.3
Perlis -37 1 (-0.3)
Kedah 1,588 657 414
Penang 8,174 3,621 4.3
Melaka 944 224 23.7
Trengganu 862 100 116
Kelantan 218 =271 -1243
Unallocated 16,766 — =
Total 76,341 20,410 26.7

and therefore further accentuates regional disparity and distributional
incquality. For employment it is also true that FCC's employment is
more regionally concentrated than that of LCC, but not as much as for
the growth contribution. Whereas Selangor alone accounts for 63 per
cent and Selangor, Perak, and Johor for 84 per cent of the growth con-
tribution, their share in fz ing FCC’s empl nt creation is
only 46 and 76 per cent respectively (Table VILI2). This difference
points to the fact that the already more advanced states attract the
more capital-intensive type of foreign investment. As unemployment is
highest in the urban arcas,?* this regional employment impact of for-
cign capital is dcfinitely undesirable because it means that the FCC's
employment creation is lowest where it is most needed and vice versa.

D. COUNTRY OF ORIGIN AND INCENTIVES
The structure of employment creation by country of origin of manu-
facturing FCC also differs markedly from the structure of growth con-
tribution. Most remarkable is the low share of less than 10 per cent of
British companics in employment creation which accounts for one-third
of the growth ibution. For the A i ies too, the differ-
ence between the share in growth contribution (13.7 per cent) and in
employment creation (2.6 per cent) is very large. It can be said, with-
out exaggeration, that the rather low employment creation of FCC as
compared to their growth contribution can be mainly attributed to the
investment originating from these two countries. Investment from other
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sources, even from Singapore, was clearly much more conducive to the
creation of jobs.

The pioncer scctor’s share in manufacturing employment creation
(52.7 per cent) was much higher than its growth contribution (27.2
per cent). This suggests that the government's pressurc on pioneer
companics to rely on more labour-intensive production techniques and,
in particular, the special i i ives for i
industries such as the electronics industry, were quite effective. Within
the pioncer scctor, however, the FCC's share in employment creation
(55.5 per cent) was lower than their growth contribution (73.8 per
cent). From this would follow that the LCC rather than the FCC re-
acted positively to the government’s employment policy.

9. THE BALANC

OF PAYMENTS EFFECTS

Before we enter into a discussion of the balance of payments effects
of FCC it may be worthwhile to take a look at those balance of pay-
ments items of Malaysia which mainly are the result of private enter-
y. As can be scen from Table VIL13, Malaysia enjoyed
during the 1960s a sizeable surplus in its trade balance. As the world's
largest producer of rubber and a position it gained through the
export of high-quality products, it was able to finance its entire demand
of imported commodities by its export sales. In that respect Malaysia is
different from most other developing countries.

The trade surplus was, however, apart from a net import of services,
largely offset by a substantial outflow of resources and short-term capi-
tal. Although there was a net import of private long-term capital, this
was overcompensated by a net outflow of investment income. If the
country’s substantial exchange reserves (M$2.9 billion in 1970) had not.
vielded a quite comfortable investment income from abroad, the net
outflow of resources which amounted on average to 7.2 per cent of the
trade surplus and 0.5 per cent of GDP would have been even larger.
Unfortunately litde is known as to what constitutes the export of
short-term capital as this is lumped together with the errors and omis-
sions. It is not unlikely that quite a large portion of the amounts under
this category are also investment income which has not been declared
as such. In the following we will deal first with the resource effect, as it
is part of the net balance of payments or exchange effect. It should be

prise activ

T bered that the caleul of the resource effect implies the
ption that in the al situation (b), investment from domes-
tic sources would have produced cquivalent output and employ .

A THE RESOURCE EFFECT

Table VIL14 reveals the amazing fact that the outflow of resources
(negative inflow) originating from foreign direct investment was, during
the years under observation, at M$964.7 million, more than four
times as high as the outflow of resources of M$233.1 million for
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Malaysia as a whole (Table VIL13). That means that without capital
import by locally-owned companies and investment income from
abroad, the country would have lost on average about 2 per cent of its
GDP 1o foreign-resident owners of the capital stock or, in other words,
that the growth rate would have been roughly 40 per cent lower than it
actually was. If the alternative situation (b) is accepted as a plausible
assumption one would conclude that foreign investment did not pre-
vent growth but acted as an effective brake on the pace of growth.

The FCC's drain on the country’s resources resulted not so much
from a low capital import, but from large transfers of investment
income. Whereas the FCC accounted for 93 per cent of Malaysia’s
import of private long-term capital, their net transfer of investment
income was 56 per cent higher than that for the country as a whole. As
©tioned, the difference was made up by investment income

¢ m
from abroad originating largely from the high exchange reserves. The
reserves themselves, however, essentially stemmed from exports by
FCC in the past. Thus, under the assumption that LCC would not
have exported equivalent amounts in the alternative situation, one
might value the resource effect correspondingly lower.

Industry-wise the loss of resources mainly originated from forcign
investment in the major primary industries, rubber and tin. These two

alone accounted for 80 per cent of the outflow. Manufacturing made up
another 15 per cent, of which the larger part probably has to be at-
tributed to primary processing of agricultural products and to tin
smelting.

In terms of investment income, the ranking of the industries 1s more
or less similar though the share of rubber and tin is lower (56 per cent)
and that of manufacturing higher (18 per cent). The differences in the
shares of the outflow of resources are due to the rather low capital
import by the former as compared to the latter. Manufacturing was
absolutely the largest importer of long-term capital, followed by the
rubber industry and wholesale trade. Apparently, the rapid structural
change which led to a doubling of the share of manufacturing in GDP
over the 1960s was significantly backed up, if not initiated, by the large
amounts of foreign capital which were now attracted to the still rather
small manufacturing sector, a phenomenon resembling that of earlier
periods when the primary sector had been the exclusive target of for-
eign investors. Tt may be noted that there is onc industry, other min-
ing, where the FCC in Malaysia were net reccivers of investment
income. Most likely these are payments which accrued to the head
offices of oil companies residing in West Malaysia but operating in the
wider South-East Asian arca, including East Malaysia.?

For the sub-period 1966-70 it is possible to distinguish between the
resource effects of branches and those of subsidiaries. As can be seen
from Table VILI5, the outflow of resources was caused almost entirely
(97 per cent) by branches. The carlier investments in the primary scc-
tor, mostly in the form of branches, yielded high investment incomes,
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whereas most of the new capital was invested in subsidiarics, in par-
ticular in the manufacturing, the wholesale trade, and the oil palm sec-
tors. The investment income of branches was more than twice as high
as that of subsidiaries, whereas their share in the FCC's capital import
was less than 30 per cent. The reasons for the clear tendency of FCC to
establish new firms in the form of subsidiaries have already been stated
above. In rubber and oil palm culti and in ‘other industries', cap-
ital was even withd from branches. The high i income
of branches was on the one hand simply due to the larger volume of
forcign capital bound to this type of firm, as most of the FCC in the
primary sector founded under colonial rule were branches. It appears on
the other hand that in rubber cultivation branches have been more
profitable than subsidiaries. Over the obscrvation period profits as a
per cent of sales value were on average 32 per cent in the former and
19 per cent in the latter. No information is available which could be
used to explain this difference. It is, however, plausible that branches
were able 1o produce at lower costs because, being older, they had
already wnitten off their investment.

Summing up, it can be concluded that our results strongly support
the hypothesis that the resource effects of FCC tend to be negative. The
different observations made for branches and subsidiaries underpin the

significance of investment income originating from capital accumulated
in the hands of forcigners over a long period and the balance of pay-
not as favourable

ments problems it can create if the trade balan
as in Malaysia. As alrcady mentioned, it appears not unlikely that the
resource effect was even larger than our calculations indicate, as the

large short-term  capital export may also partly consist of investment
income which has not been declared as such.

B THE EXCHANGE EFFECT

The net balance of payments or exchange cffect can only be caleu-
lated for the years 1966-70. The tables of the previous section show,
therefore, the relevant data for this sub-period. It should, however, be
noted that the size of the resource effect for the sub-period cannot be
directly compared with that for the entire period, because the former is
based on data for four years, whereas the calculation for the entire
period includes only two additional years although the period is twice
as long as the sub-period.

Table VILI6 reveals that the trade surplus of FCC outweighs by far
their negative resource effect and their other transactions (royalties,
salaries to non-residents, short-term capital export). The exchange
carned by FCC is more than three-and-a-half times as high as the
comparable balance for Malaysia shown in Table VII.I3. Thus, our
obscrvations strongly support the hypothesis of those liberal economists
who assume the alternative situation (a) and forecast a positive net
balance of payments effect of foreign direct investment.

The sources of the trade surplus are not casy to trace. Table VIL16
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the resp of the companics which however are misleading
wuh regard to the sectoral structure of the trade surplus, because a com-
pany reports sales and purchases only as exports and imports if it does
the transaction with a foreign partner directly. If, for instance, a tin
mine company sells its output to a domestic foundry, the export of the
tin bars appears under manufacturing and not under tin mining. Exports
of rubber estates handled by agents are recorded under wholesale trade
and not under rubber cultivation. It is not possible to adjust the data
correctly in order to obtain a proper allocation according to sector of
origin, but one can make a few rough estimates from the sales figures,
as in the rubber, the oil palm, and the tin industry the output is almost
entirely exported. Assuming that wholesale trade acts only as inter-
mediary and, therefore, has zero export, the trade surplus of rubber
would be around M$2,000 million, that of other agriculture M$400 mil-
lion and that of the tin industry M$950 million, leaving a trade surplus
for manufacturing of about M$450 million. Hence, the ranking of the
industries according to the trade surplus is broadly similar to that by
the outflow of resources, though the absolute amounts diverge some-
what.

Again if a distinction is made between branches and subsidiarics, one
finds that branches which account on the one hand for 97 per cent of
the outflow of resources are, on the other, also the major exchange earn-
ers. Only 0.5 per cent of the exchange carnings of FCC are realized
diaries. This rather weak performance of subsidiaries is due to

by subs
the orientation toward the domestic market which this type of invest-
ment assumed during the 1960s, in particular in the manufacturing sec-
tor, The required imports of capital goods and raw materials were not

balanced by exports. The trade balance was consequently negative.
amounts in

The retail trade, which does not export except for margina
border areas—and even there it cannot be measured statistically—will
always have a negative trade balance.

C. THE IMPACT OF IMPORT SUBSTITUTION AND
EXPORT EXPANSIO
Foreign i in f: ing has
of contributing to balance of payments problems ol‘ the host country by
aiming exclusively at production for the domestic market instead of
substituting for inputs or exporting. At a superficial level, our above cal-
culations could be viewed as an empirical confirmation of this argu-
ment as the trade balance of manufacturing FCC turns out to be
strongly negative. However, this certainly is not sufficient evidence. A
negative trade balance can also occur if imports are substituted or if at
least part of the output is exported. Furthermore, the argument has to
be qualified against the background of a reference system which could,
for um.mcr, be the performance of LCC. In the following, the import
ion and export expansion of FCC is therefore compared with
that of LCC. Of course, the output increase defined as import substitu-

been accused
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tion and export i ding to the f lac outlined above
can again only be reckoned as an improvement of the balance of pay-
ments il an assumption is made about the alternative development. The
only reasonable assumption which can be made in this context is the
alternative situation (c) which implies that without the output attri-
buted to import substitution and export expansion of FCC, equival
amounts would have been imported, though the corresponding exports
would not have taken place. This assumption confirms that the import
substitution and export expansion attributed to LCC remains unaf-
fected by the activity of FC
The calculations presented are for the period 1968-71 and are only
for sclected industries. For manufacturing as a whole a calculation
would also have been possible for the period 1966-70. However, this
was not undertaken because of the classification problem outlined in

the previous section, which would have caused severe distortions in the
results. It has 10 be emphasized that the calculations of import sub-
stitution and export_expansion for a short period of only three years
poses a problem. The formulac which were originally developed to
measure the sources of growth in the medium and long run are fairly
sensitive to data changes. As in a short period changes of output,
s, the results
cannot represent trend phenomena and should, therefore, be inter-
preted with some reservation.

imports, and exports are strongly affected by cyclical factor

Table VILI7 shows the calculated import substitution and export

expansion of both FCC and LCC for the total of the selected industries.

TABLE VIL.17

IMPORT SUBSTITUTIO
AND LOCALLY-(

10N OF FOREIGN-
L 19681971

Foraign- Locally-
controlled controlled
Companies Companies
Absolute MS'000
Import substitution 176,865 —147,852
+ Export expansion 49,667 3,348

= Trade balance effect
+ Demand expansion
= Output change
Shares in %

Import substitution 6.2 -26.6
Export expansion 13.0 1.9
Demand expansion 39.8 124.7

100.0 100.0

Sources: Department of Statistics, Census of Mansfacturing Industries, West Malaysia, 1968;
Surcey of Manufacturing Industries. Peransular Malavna, 1971, Own Estimates.
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The data do not at all confirm the hypothesis that FCC are heavily
oriented toward the domestic market. On the contrary, whereas the
import substitution of LCC is negative and their export expansion neg-
ligible, 46 per cent of the output increase of FCC was import compet-
ing and 13 per cent export expansion. Roughly speaking then, onc
could say that 60 per cent of the output increase of FCC would—under
the assumption of the alternative situation (c}—have contributed to an
improvement of the balance of payments, while the import substitution
and export expansion of LCC had on balance a negative balance of
payments effect. This statement neglects, of course, all conceivable
kinds of indirect effects.

The intra-industry shares of import substitution and export expan-
sion shown in the last three columns of the upper part of Tables VIL18
and VIL19 are not very informative for short periods, as the rather
small output changes which appear in the denominator produce cither
very high or very low shares. Of greater interest are the inter-industry
shares which appear in the lower part of the tables. According to these
data, import substitution in the foreign sector was concentrated on a
few industries such as tobacco products, printing and publishing, and
clectrical machinery which together accounted for about 55 per cent of
the total. The concentration was cven more pronounced in export
expansion, where tobacco products alone had a share of 44 per cent,
and rubber products and clectrical machinery together another 23 per
cent. It should be noted that our data relate 1o West Malaysia only. It
is quite possible that the high share of tobacco products results from
exports to East Malaysia. The foreign-controlled tobacco industry con-
sists practically of only one monopoly (Rothmans). Rubber products
have a clear comparative advantage duc to their raw material intensity,
and electrical machinery because of its labour intensity.

Among the LCC, import substitution is strongly negative for a
number of industrics, implying that those LCC were unable to prevent
increases in the market shares of foreign competitors. Substantive
import substitution was only achicved by the clothing industry. Second,
third, and fourth in rank are the producers of wire and wire products,
paper and paper products, and footwear. In terms of export expansion
only two industries were of some importance—saw mills and rubber
products—both of which have a strong ‘natural’ comparative advantage
in Malaysia because of their raw material intensity,

The extent of displacement of LCC by FCC can be deduced from the
last column in the lower part of Table VIL.21 in comparison with that
of Table VIL20. Displacement of Stage 1, as defined in section 4D
above, took place in quite a number of industrics. These were, in order
of importance of the displacement effect, tobacco products, soft drinks,
clectrical machinery, ice factories, rubber products, and ice-cream.
Without these displacements the output change of LCC could have
been about 25 per cent higher.

Displacement of Stage 2 can be identified through a comparison of
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the third column in the upper part of Table VIL.19 with that of Table
VILI8. Here it is seen that in addition to the industries already men-
uoncd displacement may have taken placc in pnnung and publulnng,
and and B
displacement of Stage 3 another fcw industries will be added
Nevertheless, one thing scems to be clearly revealed by this exercise—
that duplatrmcnl of LCC by FCC is probably a fairly widespread
phenomenon in Malaysia which should not be underrated by policy
makers.
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VIII  Conditions and Prospects for
Further Export Expansion

ysia's i

HAVING investi 4 Malay in the past
under the two-fold impact of the country’s industrialization policy on
the one hand and the massive involvement of foreign capital on the
other, we may now turn to the question how it might develop in the
future. We do not intend to venture into the futile effort of forecasting
future growth, but rather to indicate emerging trends and to evaluate
views expressed by the manufacturers themselves during the export
survey (HEX) conducted in 1974,

I. TRENDS OF OUTPUT AND TRADE

In determining trends of output and trade we adopted the following
approach. First, semi-logarithmic trend functions were estimated for
output, export, and import. Such trend estimates imply a levelling off of
the growth curve. In particular, the extraordinary increase between
1971 and 1974, which was, of course, partly inflationary, is treated as
an upward aberration from the trend. The annual growth from the
actual 1974 values to the 1980 trend values is consequently compara-
tively low.

The next round consisted of a calculation of the sources of growth for
the period 1974 (actual) to 1980 (trend). The results were then
inspected industry by industry. Revisions of the original data were
made if the results for a certain industry appeared implausible.
Exports, for instance, may have been projected too high, implying a
decline of the domestic market, or a tendentially declining import ratio
may suddenly have made a large jump upwards, and so on. After sev-
cral rounds of such revisions and calculations of the growth sources the
results shown in Tables VIILI and VIIL2 were obtained. Although
the results include estimates for the primary processing industries, we
will abstain from commenting on them as they are, by necessity, highly
questionable. A few remarks on the major groups of the non-primary
manufacturing industrics may, however, be appropriate.

Table VIIL3 shows the trend values of output and trade for 1980 as
compared with the actual values of the years 1963, 1968, 1971, and
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TABLE VIIL3

OUTPUT AND TRADE OF NON-PRIMARY MANUFACTURING
INDUSTRIES, 1963-1980

Output Import Export
1963
Consumption goods 784,300 1,009,212 98,631
Intermediate goods 256,100 401,903 35,193
Investment goods 90,100 334,462 3,987
Sum 1,130,500 1,745,577 137811
1964
Consumption goods 1,384,200 1,039,564 219,204
Intermediate goods 574,700 461,669 87,341
Investment goods 199,400 412,128 19,436
Sum 2,158,300 1.913,361 326,098
1971
Consumption goods 2,056,040 987,286
Intermediate goods 833,900 87,171 59
Investment goods 344,400 453,563 39421
Sum 3,294,340 2,028,020 481,337
1974
Consumption goods 3,231,900 337,900 653,396
Intermediate goods 1,555,100 500 222,300
Tnvestment goods 576,000 1,613,100 110,041
Sum 5,363,000 5.061,500 945,737
1950
Consumption goods 4,869,200 2,408,966 916,756
Intermediate goods 2,374,600 1,219,400 321,400
Investment goods 49,700 2,147,834 149,460
Sum 8,093,500 5,776,200 1,387,616

1974. The fairly low increases of the totals between 1974 and 1980 are
remarkable. For output the annual growth rate is only 7.1 per cent, as
compared with the rather high rates of the carlier sub-periods (1963-8,
13.8 per cent, 1968—71, 14.4 per cent and 1971-4, 18.4 per cent). This
is, of course, due to the fact that the actual 1974 value substantially
surpassed the trend. For the period 1971-80 the annual growth rate
of 15.8 per cent is significantly higher. Similar observations are made
for exports and imports. The export growth rate is 5.8 per cent,
whereas it was 18.8, 13.9, and 27 per cent respectively in the carlier
sub-periods. For imports we find a growth rate of only 2.3 per cent, as
compared with 1.9 and 36 per cent earlier.

Assuming that the estimated trend values would materialize, this
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would lead to a distribution of the change in output among the sources
of growth as calculated i in Table VIIL4. Of interest arc the rather low
shares of import jon and export expansi and the corre-
dingly high share of ic demand i If one
lhtsc shares with those of Table V.5, one finds that there is a continu-
ous downward trend of the import substitution and export expansion
shares, interrupted by exceptionally low values from 1971 to 1974, and
an upward trend of the domestic demand expansion share. For the
three industry groups the trends are most pronounced in the groups
producing consumption and investment goods, and are less clear for
intermediate goods.

TABLE VIIIL.5
REGIONAL STRUCTURE OF MANUFACTURING EXPORTS
OF WEST MALAYSIA (per cent)

Official Trade HEX
Statistics SITC 6-8
1961 1973 1974
39.2* 24.7 253
(16.2) (17.6) (20.3)
u.md Kingdom 2.0 7.0 6.5
Germany F.R. 4.8 2.1 2.0
France 3.7 16 0.3
Italy 48 33 0.1
Netherlands 0.9 36 4
Other )
Japan 1.7 17.9 14.8
Australia 0.9 1.6 1.8
India 4.7 19 na.
ASEAN (10.5)
Singapore 9.8 1.9 9.2
Thailand 1.4 0.5 09
Indonesia 0.3
Philippines 0.1
Hong Kong 1.6
Other East Asia 7.8
Middle East 16.1 23.9 0.6
Eastern Europe 4.0
Latin America, Africa 1.2
Other countries 0.8
100.0 100.0 100.0

* USA only

" Including New Zealand

Sowrce: Department ul&uu.‘nm Kuala Lumpur, Annual Stetistics of External Trade, 1961
and 1973; HEX, op. ci
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The calculations which have, of course, only an experimental charac-
ter nevertheless point to the fact that a mere continuation of past
trends would increasc the orientation toward the domestic market. This
may not be desirable for the following reasons. If the phase of extensive
import substitution nears its end, as the calculations seem to indicate, a
high output growth cannot be sustained by the expansion of the domes-
tic market alone, as has been argued in several previous instances.
Assume, for example, a growth of real income of 5 per cent per annum
and an income clasticity for manufactures of 1.8 which is, probably,
already on the high side, then output growth is limited to 9 per cent
per annum. If productivity changes as in the past, manufacturing em-
ployment would grow by not more than 4-5 per cent, a rate which is

certainly insufficient to make a significant impact on y
Furthermore, if the developments between 1963 and 1971 continuc,
domestic demand expansion will i ingly become more capital
intensive. A rising share of domestic demand ion may th

act as an additional brake on labour absorption in manufacturing.

If we assume that domestic demand expansion is unlikely to become
substantially more labour intensive, the only way out of the dilemma is
to have more export expansion. This could significantly increase labour
absorption, first, because output could grow faster and, second, because
of the higher labour intensity of export expansion as compared with the
other growth sources. The Malaysian government seems to be aware of
this, because in the Third Malaysia Plan (1976-1980) it sets a much
higher target for fi ing export g h—19.2 per cent per
annum in nominal terms—than our trend projections indicate. The
question then is how can more export expansion be achieved. An idea
of the answer 1o this question can be obtained from an analysis of the

P d by P in Malaysia on their own posi-
tion vis-a-vis exporting. The following sections will provide a summary
of the respective findings of the HEX. For details the reader may refer
to the appendix of the HEX.

2. MARKETS FOR EXPORT EXPANSION

The export expansion that can be achieved depends on the one hand
on the existing market potential and, on the other, on the domestic
supply elasticity as well as competitiveness. As for the first, one may
argue that for a small country like Malaysia the market potential will
hardly be a limiting factor. In the past, most of Malaysia’s manufac-
tured exports went to North America, the EEC, and Japan (Table
VIIL5). Although import tariffs against exports from developing coun-
tries are relatively high in these countrics, even very large export
increases of manufactured goods from Malaysia are unlikely to face
market limitations if they are sufficientl petitive to jump the tariff
walls.

For individual commodity groups, like textiles, quantitative import
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restrictions may exist which effectively inhibit further export expansion.
In such cases the industries concerned have to look out for new mar-
kets. Some indication that this has already occurred in the past may be
scen in the fact that between 1961 and 1973 the share of other coun-
tries as purchasers of manufactured exports has risen from 16.1 to 23.9
per cent. It is also noteworthy that the firms surveyed in the HEX
listed South-East Asia in the first position amongst the important
future export markets, although the present share of the South-East
Asian bloc in Malay very small. The Middle East coun-
tries and Australia were mentioned equally often as, for instance,
Japan. Hence, market potential does not appear to be a limiting factor
for export growth.

The statement that sufficient markets exist does not mean that this is
also realized by potential exporters in Malaysia or that the markets are
casily accessible. Many producers in developing countries cannot
afford, or do not have the expertise, to undertake systematic market
rescarch in foreign countries. They obtain information about export
markets rather accidentally from such sources as their foreign custom-
ers or from export agents. It is quite obvious that such channels are
unlikely to transmit objective and unbiased information.

In the HEX the companies were asked how they obtained informa-
tion on sales possibilities in forcign markets. The answers confirm the

presumption that customers and export agents are the major sources of
information, in particular for smaller companics as the positive differ-
ence between the unweighed and weighed percentages indicates (Table
VIIL6). One should, however, consider that in the Malaysian case, the
answers may partly reflect the presence of subsidiaries of multinational
cor only. Such subsidiaries frequently sell their entire produce
to other subsidiarics of the same corporation. 1t is then only natural that
wformation on sales possibilities comes exclusively from the purchasing

company.

Next in importance, after customers and export agents, are its own
representatives in foreign countries and Malaysian trade offices abroad.
In principle, these are fairly independent and objective information
sources, although the representatives may again be only subsidiarics or
affiliates of the same corporation. It is of interest that more systematic
market research is of so lite importance. Thus, this may be an area
where the government could provide incentives or become actively
involved in order to promote the export of a larger variety of products
and to a larger number of countries.

Problems of market information and market access may further arise
i the producers do not arrange the exports themselves but sell their
output to agents who then conduct the export business according to
their own preferences and interests. In the interviews for the HEX
there were quite a number of companies which had no idea which
countries were the final buyers of their products. The knowledge about
the forcign market is particularly poor if the agent resides abroad.
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TABLE VIIIL.6
SOURCES OF INFORMATION ON EXPORT MARKETS

Percentage of firms which consider sources as

Souifes quile smportant or very important
Unweighed Weighed

Own representatives in the

foreign country 40.3 345
Participation in fairs

in foreign countrics 5.8 5.3
Market studies prepared by

foreign Chamber of Commerce 10.6 6.9
Foreign market research

undertaken on own behalf 20.6 19.9
Foreign customers 63.0 48.2
Export agent 43.4 38.3
Suppliers of cquipment 7.9 4.1
Forcign partners 27.5 26.1
Malaysian Trade Officers

abroad or/and the Ministry

of Trade and Industry 31.8 233
Embassics and High C: i

in Malaysia 15.9 15.1
Domestic Chambers of Commerce

or/and domestic associations of

manufacturers (e.g. FMM) 25.9 18.1
Other ways 153 14.2

Source: HEX.

According to the HEX, more than one-third (36 per cent) of all manu-
factured exports are made through agents. Industries for which this
share is much higher are leather products (100 per cent), paper prod-
ucts (100 per cent), transport equipment (95 per cent), beverages (87
per cent), grain milling (76 per cent), footwear (60 per cent), and tex-
tiles (59 per cent).

Of the agents exports, only a
minor percentage (28 per cent) are located in Malaysia. However,
another 40 per cent reside in neighbouring Singapore. A further 17 per
cent reside in the United Kingdom, the former colonial power, whereas
the rest is distributed over such countries as Hong Kong (5 per cent),
North America (4 per cent), and other Asian countries (2 per cent).

That the producers themselves consider lack of market information
as a serious problem is underlined by the fact that 44 per cent of the
companies stated in their general comments to the HEX that the gov-
ermment should disseminate relevant market information to producers
cither by way of sales surveys or by organizing trade fairs abroad. The

handline Malavsi i 4
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Malaysian Trade C issi or Commercial Attachés could pro-
vide assistance in this respect. At present, however, some producers
alleged that these i are indiffe to their

P
requests for more market information.

Finally, the large number of forcign-controlled companics in
Malaysia raises further difficulties for the penetration of foreign mar-
kets. Though some companies feel that they are capable of exporting,
they simply do not do so because they are merely subsidiarics or
branches of multinational corporati Over 30 per cent of local
industries emphasized that being part of a world-wide chain of ‘sister’
companies they are not permitted to export to markets where another
branch company operates. It is perhaps necessary for the government
to revise the terms of conditions offered as incentives to foreign com-

blishing subsidiary plants in Malaysi

panies intent on

3. AVAILABILITY OF INPUTS AND
INFRASTRUCTURE

How fast and vigorous domestic supply can react o the challenge of
ready foreign markets is largely dependent on the availability of inputs
and infrastructural facilities, as well as on adequate organization and
administrative machinery. In order to find out whether these factors
had in the past a negative influence on exports, the companies were
asked in the HEX to check which of the factors listed in Table VIII.7
prevented them from exporting more than they did.

The answers show that for the majority of companies there was
neither a problem of hiring skilled labour nor one of acquiring financial
or real capital. However, quite a few companies seemed to have faced
difficultics in procuring raw materials, although it is not clear from
these answers whether the difficultics were due to real shortages or
were just a matter of high prices. The industrics with most frequent
complaints about raw material problems are the producers of non-
ferrous basic products, leather products, grain milling, wood products,
and metal products, and the smaller producers of tobacco products,
chemicals, and transport equipment.

Real shortages may have existed in such industries as wood products
and non-ferrous metal products (which include tin) because the boom-
ing world commodity markets made exports of locally-produced raw
materials very attractive. In the case of wood products the government
had to introduce a temporary export ban on sawn logs in 1973 in order
to secure domestic supply. The smaller tobacco producers have a tough
stand against one big company which almost monopolizes the
Malaysian market for tobacco products of the non-traditional indige-
nous type.

The majority of manufacturers, however, seem to have been worried
more by high raw-material costs than by shortages. This comes out
quite clearly from the open-ended questions which gave the companies
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TABLE VIIL.7
IMPEDIMENTS FOR INCREASING EXPORTS

Percentage of companies
which consider impediments as quite important

Impediments or very important
Unweighed Weighed

Shortage of skilled labour 14.8 8.8
Shortage of capital 16.8 7.1
Difficulties in procuring

raw materials 377 39.7
Difficultics in getting

machinery and equipment 88 5.7
Handicap in competitiveness

due to higher prices for

domestic inputs 33.0 214
Difficulties in getting

government approval 15.5 16.2
Lack of knowledge about

potential foreign markets 37.7 194
Incomplete sales

organizations 19.6 85
Competitive practices by

the rival domestic exporters 2255 17.1
Branches or subsidiaries

of your company arc already

established in the foreign

markets R 16.1 16.6
Your licence does not

permit you o export 7.8 6.1
Other reasons (please state) 19.5 21.9
Source: HEX.

interviewed the opportunity to report on their most pressing problems.
Here the imposition of import duties on raw materials—including those
matcrial inputs used for producing export goods—was severely criti-
cized by the majority of producers. In fact almost 65 per cent voiced
their objection to these import duties. Their basic contention here is
that import duties will blunt the competitive edge of their products in
the world markets. This is probably a valid criticism, given the fact
that on average 49 per cent of all inputs are imported and that an
export tax is also levied on certain exports from Malaysia. This latter
tax has been severely criticized by about 45 per cent of firms surveyed.
W h:lu the government does provide tax rebates on duty paid or duty
d ks, inefficiency and inordi delays of all sorts encountered
by exporters in getting these rebates have become negative factors in
the consideration of larger exports. Excessive red-tapism and burcau-
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cratic set-backs have afflicted twenty-two of the industries surveyed.
These burcaucratic inefficiencies take the form of delays in granting
ences (import and export), processing of application forms, and more
important, customs clearance for imported raw materials that serve as
inputs, and lastly, export clearance. Such administrative incfliciencies,
if continued, would probably dampen the enthusiasm of producers o
make bigger inroads into the export markets. It is perhaps necessary to
indicate here that, according to some producers, even spare parts for
imported machinery are not excluded from tax duties, although the

customs regulations stipulate such exemptions.
Some exporters also expressed their dismay and surprise over the
many export control measures imposed by the government. If the gov-

ernment strives for continued expansion of local industries then it is
beyond their comprehension why such restrictions should be imposed
at all. These export control measures include sales quotas, rigid export
licences, and trade embargoes on certain countrics, the last being based
on political justification.

In general, there is very little complaint about lack of infrastructural
facilities. This is not surprising as Malaysia's infrastructure is on the
whole quite well developed. However, there are problems with the
external as well as the internal transport system. According to the
HEX, inadequate shipping facilities posc a serious threat o the suc-
cessful export drive of local producers. These problems are complex
and varied as 45 per cent of the exporters explained themselves. The
most common problem is, however, the acute shortage of external ship-
ping facilities. There are insufficient ships as well as shipping routes—
to Africa, Indonesia, and Middle East countries especially. Besides this,
there is an urgent call for cheaper shipping scrvices and the construc-
tion of larger and more modern ports specifically at Penang, Johor

Bahru, and Klang. In the view of the companies the soaring interna-
tional shipping freight rates are a constant reminder to the government
of the need to provide cheap shipping facilities—perhaps through gov-
ernment subsidies or other means.

Though sufficient external transport facilities are most crucial to
exporting activity, internal transport problems must not be neglected.
Problems of tonnage restriction on lorries (that some fecl are outdated),
insufficient lorries and railwagons must, according to the respondents,
also be attended to promptly if the government is scrious in its attempt
to intensify exporting activities. The internal transport problem com-
monly affects those industries, e.g. timber and cement industrics, which
produce bulky goods.

4. INTERNATIONAL COMPETITIVENESS

1£ supply is sufficiently elastic and markets arc available, the interna-
tional competitiveness of potential exporters is crucial for export suc-
cess. Competitiveness is basically a matter of prices or costs and of
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product quality. However, the quantity an exporter is able to supply
can also be important. The latter is not identical with the question of
sufficient supply elasticity as discussed above, but is more a problem of
technologies applied, which may or may not permit the production in
batch sizes required by foreign purchasers.

In the HEX the companies were asked several related questions in
order to find out, first, how they view their international competitive-
ness vis-a-ois their position on the home market, sccond, how far com-
petitiveness has been a determining factor for exports, as compared
with market access and supply elasticity and, third, which factors
mostly affected competitiveness.

A EXPORT PROFITABILITY

For an entreprencur it is sometimes difficult to assess his interna-
tional competitiveness, although he would mostly have a clear under-
standing about the profitability of exports and domestic sales. A firm
which rates its export profitability low can be expected to be a high-
cost producer who achieves satisfactory profits only on the sheltered
home market. Statements about high or low export profitability are
therefore a good indicator of international competitiveness as seen by
the companies.

Table VIIL8 shows that 48 per cent of the companies consider the
profitability from exporting smaller or substantially smaller than that of
domestic sales if the answers are unweighed, but only 36 per cent if the

answers are weighed. If one takes into account that even in industrial-
ized countries domestic sales are frequently preferred over exports, as
Linder! has demonstrated, these percentages are probably not high.
The great difference between the unweighed and the weighed percen-
tages suggests that larger companies should find it much easier to turn
to export markets than smaller ones. This result is of course not unex-
pected. Scale cconomies, higher product quality, better market informa-
tion, and so on are all factors which usually make large companies
more competitive on the international market than small firms.

TABLE VI1I1.8

PROFITABILITY FROM EXPORTING IN COMPARISON WITH
HOME MARKET (per cent)

Percentage of companies which

consider profitability as:

Unweighed Weighed
substantially smaller 20.8 14.2
smaller 27.2 219
the same 20.1 25.4
higher 18.0 10.8

substantially higher 13.8 27.8
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If onc looks at the detailed industry data (see HEX—Appendix) one
finds that the export profitability is rated substantially higher than the
profitability of domestic sales by more than a quarter of the firms in
only five industries. These are non-ferrous basic products where the
weighed percentage is 51 per cent, rubber products (48 per cent), food
products (35 per cent), electrical machinery (29 per cent) and wood
products (27 per cent), i.c. basically all industries which have in the
past been Malaysia's most impx p of fz d prod-
ucts. Together in 1973, according to the HEX, they accounted for
about 87 per cent of all manufactured exports.

The export profitability is rated substantially lower than that of the
domestic market in such industries as beverages with a weighed percen-
tage of 89 per cent, paper products (61 per cent), clothing (57 per cent)
and non-metallic mineral products (34 per cent). One should, however,
clearly distinguish here between industrics with a high ge for
lower or ially lower export profitability and at the same time a
significant percentage for higher export profitability on the one hand,
and such industries where the answers are unambiguous in favour of
cither lower or higher export profitability on the other. To the first
category belongs for instance the clothing industry where 32 per cent of
the companies state a higher export profitability as compared to sales
on the home market. Apparently, we have here a case where part of the
industry is internationally competitive and the other part not. The
reason may be that part of the industry produces mainly for domestic
consumption while another, more modern part, produces for export or,
simply, that our industry data lumps together industrial activities which
difer significantly in their production characteristics.

“The reasons for lower export profitability as compared with domestic
sales are indicated in Table VIILY, which is basically only a confirma-
tion of our ing that i 1 it and relative

TABLE VII1.9

REASONS FOR LOWER PROFITABILITY OF EXPORT
MARKET AS COMPARED WITH DOMESTIC MARKET

_ Percentage of companies
which consider reasons as quite important

Reasons or very important
Unweighed Weighed
Greater financial risk 29.8 19.2
Lower volume of orders 36.8 19.6

More competition in the

international markets 84.6
Longer time for payment 19.1
Lower prices 69.1
Too high transport costs 76.1
Too high costs for marketing 28.7
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export profi are closely 1; However, the table also
confirms the significance of high transport costs as an obstacle for
exports.

Another indication of the fact that manufacturers in Malaysia fare
reasonably well in terms of international competitiveness is the observa-
tion that only 30 per cent of the companics surveyed state that forcign
competitors force them to sell at lower prices on the foreign market
than at home (sce the Appendix of HEX). The necessary price-cut
which would enable the companics to enter forcign markets or to
expand sales abroad was on average given as only 7.4 per cent. The
highest price-cuts were mentioned by the producers of non-metallic
mineral products (29 per cent), paper products (24 per cent), and
beverages (23 per cent). Even these percentages are not high if com-
pared with other developing countries where, supported by high tariffs,
the domestic price is sometimes twice or three times the world market
price.

B. THE SIGNIFICANCE OF COMPETITIVENESS AND

ITS DETERMINANTS

The relative significance of competitiveness for past export perform-
ance, as compared with supply elasticity and market access, is
revealed by Table VIILIO. The most important factor by far which
affected exports positively is good quality and design of the product.
This is clearly related 1o international competitiveness. What is inter-
esting here is the fact that the companies consider the impact of good
quality on their exports to be more important than low costs. The
(weighed) percentages found for cost determining factors such as wage
costs (36 per cent), freight costs (40 per cent), large scale of production
(49 per cent) are much lower than for the quality factor (85 per cent),
although it may be noted that they play a somewhat larger role for
small companies than for large ones, as can again be concluded from
the positive difference between the unweighed and the weighed percen-
tages.

Second in importance, afier product quality, comes the abundance of
raw materials which is related to supply elasticity. Other factors affect-
ing supply elasticity such as export credits were in the past apparently
of minor significance. Access to foreign markets is also rated relatively
low. However, marketing facilities which are an important clement of
market access are rated high by small companies though not so by
large oncs.

The factors which were responsibile for export success in the past
are, of course, not necessarily the same as those which may help to in-
crease exports further. If, for instance, a company has exported much of
its output duc to high product quality it may in the future be able to export
more only if it lowers costs. This scems to be exactly the case
with Malaysia’s manufacturers. They consider cost reductions as the
most effective way to increase exports in the future (Table VIIL11).
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TABLE VIII.10
FACTORS AFFECTING EXPORTS POSITIVELY

Percentage of companies
F which consider factors as quite important
aclors or very important
Unuweighed Weighed

Relative abundance of

basic raw materials 60.6 65.8
Lower wage costs than

abroad 59.4 358
Low freight costs 388 40.2
Relatively large scale of

production 59.1 488
Use of standardized

technologics 55.9 39.8
Availability of marketing

facilities 58.6 49.7
Slow growth of the

domestic markets 34.0 327
Preferential access to

foreign regions 314 325
Short delivery period 4.7 30.2
Good quality and design

of the product 80.8 84.5
Good access to export

credits 356 224
Low costs of export credits 27.7 17.9
Excess of capacity 38.8 326

Second in importance comes the expansion of the productive capacity
and only third, the adaptation of quality and design to international
standards. It is probably not surprising that the latter is stressed much
more by the small companies than the large ones. A policy programme
of the government which aims at increasing exports may therefore focus
on measures which help the companies to reduce costs and increase
their capacity. This should, however, be administered selectively, as
quite a few companies found that they could also increase exports by
making better use of existing capacities.

An export promotion policy would also have to take into account
why companies may be at all interested to increase exports, because
such a p can only be L if it is in line with the interest
of the companies. The possible reasons for the companies’ interest in
export expansion are given in Table VIIL12. Most important is the
greater scope for expanding the size of the company which was men-
tioned by 65 per cent (weighed) and 73 per cent (unweighed) respec-
tively.
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TABLE VIIL.11
POSSIBLE OWN EFFORTS FOR INCREASING EXPORTS

Perce e o)
Fasiiri which mmdm:}aa{u as quite important
or very important
Unweighed Weighed

Increasing the utilization

of existing capacity 57.1 44.4
Increasing the productive

capacity 68.8 59.1
Creating export departments 30.8 19.8
Creating and extending

forcign sales organization 316 20.7
Creating adequate customers’

services 41.7 30.1

Adapting the quality

and design of products to

international standards 65.9 484
Giving preference to

foreign orders over local

ones 27.7 17.9
More market research 474 345
Reducing production costs .7 64.3

The fact that this factor seems to have more weight for the smaller
than for the larger companies suggests that there are at least two differ-
ent motives for company expansion via exports. One is probably that in
a small market the scope for growth through home market sales
appears limited, in particular for large companies with modern tech-
nologies which, due to scale economies, require large output volumes.
Another may be that a small market can casily be monopolized by one
or a few relatively large companies, so that small firms find it difficult
to survive if they do not find export outlets.

Both interpretations are consistent with the factors which were men-
tioned next in importance. These are cost reductions through scale
cconomies and better utilization of existing capacities. The factors
which rank more or less equally with capital utilization, ic. to take
advantage of fast-growing forcign markets and to maintain or increase
the market share, are also indications of the companies’ desire to get
around problems arising out of market limitations.

Summing up, it can be said that, according to the companies sur-
veyed, past export success of Malaysia's manufacturers largely resulted
from high product quality and raw material availability. Howe
future export increases will not only depend heavily on the possi
of reducing costs, but also on the ability to expand their productive
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TABLE VIII.12
BLE REASONS FOR INCREASING EXPORTS

Percentage of companies
which consider reasons as quile important
or very important

Unweighed Weighed

Reasons

Saturation of the demand

for your products in the

domestic market 41.3 32.7
Increasing pressure for

cfficiency and higher

productivity coming from

domestic competitors 36.4 226
The possibility to reduce

unit costs through production

on a larger scale 70.3 53.7
Greater scope for expanding

the size of your enterprise 72.9 64.7
To take advantage of fast

growing foreign markets 58.3 39.9
To maintain or increase the

present market share 58.8 56.9
To make better use of

existing capacity 63.2 56.7
To sell excess production

in times of domestic recession 42.4 38.4
To diversify the export supply 27.5 19.0

To capture new markets

in foreign countries or

regions (please specify where) 48.7 126
To take advantage of

preferential treatment

(e.q. tariff preferences)

in foreign markets 342 34.0
To provide yourself with the

financial and other benefits
arising from official export
promotion programmes 27.2 17.9

capacity. In particular, the small companies will have to continue to
reach international quality standards. The companies have a positive
interest in increasing exports because it enables them to avoid difficul-
ties resulting from the small size of the Malaysian market.

1. St. Burenstam Linder, An Euay on Trade and Transformation, Uppsala, 1961,
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TABLE AllL.l
EMPLOYMENT BY ECONOMIC SECTORS, WEST MALAYSIA
(SELECTED YEARS)

197 1957 19657 1970%
Sectors
(o) % (w0) % (w0) % (00) %
| Primary 12882 687 13033 613 14160 546 14540 522
(i) Agriculture,
Forestry & Fishing 12405 662 12448 585 13500 521 13690 491
(i) Mining &
Quarrying 53 28 660 25 BAO A
2. Secondary 1397 24 2085 96 3070 119 400 143
(i) Manufacturing 1262 6701957 64 270 B4 2920 105
(i) Building &
Construction 135 07 KTE 32 w0 %3 TR0 28
3 Tertiary T3 298 6193 201 BeTO 915 9590 345
(i) Electnaty,
Gas, Water, e1c. 46 02 113 06 160 06 2000 08
(ii) Transport &
Sommunication 659 35 4B 33 010 44 150 40
(iif) Commerce & Trade 1730 92 12 7 W50 106
(i) Private & Public
Services 210 104
(v) Defence 987 4614630 179 S0 190
(v) Othery 61 04 181 08
Total working
population 18752 100.0' 21262 1000 25900 1000 27830 100.0
Total population 49081 — 62788 — 79123 — BI04 —

*The IBRD data shows the manufacturing sector a3 providing cmployment 0 7 5% of

the 1947 active labour force. This figurc scems o be rather on the high side and the 1957

Census figure of 6.7 per cent scems more reasonable

Searces: 'E, L. Wheelwright, ‘Industrialization in Malaya’, in T H. Silewck and E. K
Fisk (eds.), The Poliical Economy of Independent Malaya, Eastern Universitics Press, op

3First Malaysia Plan, 19661970, pp. 35, 53 & 81 and Mid-Term Review of First
Malaysia Plan, p. 17,
Mid-Term Revew of Second Malayna Plan, 19711975, p. 71
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TABLE AllL.2
MALAYA: EMPLOYMENT BY INDUSTRY GROUPS,
19471957
1947 1957 1947-57
Industry
(00) % (w0) % (W0) o ckange

1. Food 17983 143 17.506 -22
2. Beverages L3 09 1733 55.1
3. Tobacco 2791 22 347 128
4. Textiles, ropes, nets 4120 33 2779 -326

5. Footwear & wearing
apparel 14764 117 22788 543
6. Wood products 17.135 136 19.998 16.7
7. Fumniture 3415 27 6583 927
8. Paper products 0305 02 0316 36
9. Printing & publishing 273 22 4319 586
10. Rattan, auap & cane 21010 167 8800 -58.1
11. Rubber products 2334 19 200m -9.9
12 Chemicals 1393 L1 1958 40.1
13. Non-metallic minerals 2361 19 4252 80.1
14. Basic metals 2701 21 0873 -67.7
15, Metal products 3223 26 2738 -15.0
16. Engincering machinery 16934 134 23577 38.2
17. Electrical machinery 123 10 2180 83
18, Miscellancous 10600 84 9930 -6.3
Total 126,161 100.0 135,709 76
Total of labour force 18752 — 20262 — 2510 134

Sowrce: E. L. Wheelwright, ‘Industrialization in Malaya’, op. cit., p. 211,
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TABLE AIIL.1
WEST MALAYSIAN IMPORT QUOTAS AND IMPORT BANS,
JULY 1974

BTN-Code Deseription Quota in % Base Year
0403 9|o} Butter in airtght containers 50 1969
90| Other
0701 500 Cabbage na na
1o 1o
120] Cereal flours of wheat or meslin 0
1102 101 Meal and groats of wheat or meslin:
in packings of over 10 Ib. 0
102 in packings of not over 10 Ib
1210 000 Grass meal and grass pellets 50 1971
1805 000 Cocoa powder, unsweetened na na
19.05 100 Prepared foods obtained by the swelling
or roasting of oats of oats products na na
2006 100 Active natural yeasts 40 1972
01 110 Fish meal 50 1967

2502 100 Rice bran

2302 90 Bran (except riee bran), sharps and
wther residues derived from the 0 1964/65
sifting, milling o working of cercals
ar of leguminous vegetables

2403 900 Beet pulp, bagasse, and ather waste of

sugar manufacture; brewing and 0

distilling dregs and waste; residues,

except tapioca refuse and sago refuse

2505 000 Wine lees; argol 0
23507 000 Sweetened forage; other preparations
of a kind used in animal feeding 50 1964/65
2501 100] Table salt; pure sodium chloride
200)  Rock salt and salt liquors 20 1968
900]  Other
2710 800 Liguid for hydraulic brakes 120
2716 0 Bituminous mistures based on natural
asphalt, on natural bitumen, 20 1960
mincral tar pich (for example
bituminous mastics, cut-backs)
2842 100 Sodium chlorate 0
2856 100 Calaum carbide a0 1971
2923 110 Monosodium glutamate, other salts
or denvatives and preparations thereol 0
3218 200 lnks for duplicating machines na na
W03 000 Activated carbon 60 1970
3811 410 Wood preservanves, being preparations
430 other than surface coatings;
containing insecticides or fungicides,
for application by impregnation Ll (U
3811 990 Benzene hexachlonde (BHC) insecticide
preparations 10 1970
3819 200 Liquids for hydraulic transmission 120 1972
3901 911 K-md laminated plates and sheets na na
39.02 320 Polyvinylchloride resins in powder form Ed 1971
3902 a1 K.gul laminated plates and sheets
other than imitation leather of
polyvinylchloride in sheets na na
3903 330 Rigd laminated plates and sheets
in semi-manufactured forms 25 1970
4002100 Condoms 25 1968
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TABLE ALIL.I (continued)

279

Description

Quota 18 % Base Year

4102

51.04

EENT]

5509
%05
56.07

66,01

6814

70.04
005
70.06
70.18

7313

221

591
900

8313
8418

8501

85.01

8508
8702
87.09
87.10

90.01
90,03
90,04

200
100
000

Bovine cattle leather (including
bufalo leather) and equine leather

Textile suiting
materials

Textiles

Textile suiting materials

Textile suiting
matenals

Textile suiting
matcrials

Umbrellas, other than those covered

with silk, cotton, or fabric of man-made fibres
Friction matenial of a kind suitable

for brakes, for clutches or the like,

with a basis of asbestos, other

mineral substances or of cellulose

Glass sheets.

Optical blanks
Corrugated sheets and plates of iron or steel
Stcel wire ropes
Chain and parts thereof of iron

and steel (industrial chains)
Crown corks
Ol filters, air filters and parts

ther

Generatory of not more than 120
kilowatts

Electne motors.

Spark plugs

Motor vehicles

Motor-cycles

Bicycles (including children’s
bicycles in the normal form of adults,
bicycles) not motorized

Spectacle lenses

Spectacle frames

Spectacles, corrective, protective or other

na
na.

60

100

100

150
na
10

120
130

100

150
150
150

1970

1970

na.
na.

1970

1970

1971

191

1971/72
1969
na.
1969
1971/72
1967
1971
1971
1969/70
na.
1966
1968
1967
1969

1969
1969

Source: Federal Industrial Development Authonty (FIDA), Kuala Lumpur.
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TABLE AIIL.2

1/0 VALUE-ADDED RATIOS REPLACED BY RATIOS FROM THE
MANUFACTURING SURVEY, 1970

1/0-Industry Deseription 10 value- Sursey  Survey velue-
Code added ra industry  added ratio
(%) code (MIC) (%)
411 Meat preparation Ll 3011,3012 425
312 Dairy products 169 3021,3029 238
323 Animal feeds 66 3098 10
326 Breweries and soft drinks 470 3130,3140 541
329 Tobacco products 265 3200 300
334 Wearing apparel, except 3432,3439
footwear 177 3440 21.7
341 Sawmills 291 3511,3512 360
343 Other products of wood 3513,3515
and cork 629 3516,3531 294
344 Fumiture and fixtures
(wooden) 184 36 306
945 Paper and paper products 23 37 218
346 Printing and publishing 30.5 38 50.9
351 Cleaning preparations,
cosmetios 354 4191 4194 53.9
357 Rubber processing 93 210122 199
nz
358 Rubber products 2.5 40 429
371 lron and steel basic e 10,4421 300
industries 29
374 Structural metal products 44 4510,4520 341
4550
381 Industrial machinery not 342 46104623 43.2
electric 4630
31 Hlectrical appliances and
houseware neg. 4721 350
385 Other electnical machinery 139 AT11LAT9 342
187 Motor vehicles ni 4831 4832 269
4834

Sowrces: Department of Statistics, Preleminary Input-Ouiput Table for West Malayna, 1970,
Sursey of Manufacturing Industries, West Malaysia, 1970
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TABLE AIV.1
DIRECT PURCHASES OF DOMESTIC AND IMPORTED INPUTS, 1970

oo Domestic  Imported Total
Inputs Inputs Inpute
A. Primary sector 501686 228523 730200
B. Meat preparation 173064 4337 177401
Dairy products 40009 40385 BO3%4
Fruit & vegetable canning 34236 4679 38915
Fish canning 63528 891 6419
Vegetable and animal oils 363261 13665 376926
Gramn mills & amimal feeds 121157 464019
Bakeries 7921 53157
Cocoa and chocolate 8384 13513
Ice factories 3408
Other food preparations 11632 16869%
Spirits and wines 1882
Breweries & soft drinks 19776 41302
Tobaceo products 152478 18955
Textile spinning 25168 60891
Knitting mills 5101 6774
Other textiles 3400 +H89
Wearing apparel, exc. footwear 46638 51180
Leather products 2687 5553
Footwear, exc rubber & plastic 2930 8100
Wood mills 11894 195669
Other wood products %091 17049
Furniture & fixtures 8919 23241
Paper & paper products 15903 27314
Printing & publishing 39759 79385
Indusinal chemicals 29982 56684
Paints & varnishes 10142 17977
Drugs & medicines 5477 450
Cleansing detergents & cosmetics 2425 48206
Other chemicals 10017 19839
Petroleum & coal products 117807 126934
Rubber processing 8980 1220417
Rubber products 3099 80365
Plastic products 19778 27386
Pottery and china 2841 7467
Structural clay products 270 10611
Cement and concrete products XM 27537
Other NM mineral products 11488 23465
Iron & steel products 20260 6H6F
Non-lerrous metals & tin 83488 T
Tools, cutlery & metal furniture 3053
Structural metal products 24379 39405
Fabricated metal products 478 65026
Non-electrical machincry 24838 37906
Business & houschold machinery 4167 7307
Communication equipment appliances 16708 27435
Other electrical machinery 33264 45292
Shipbuilding & repairs 430 2209
Motor vehicles 173529 190723
Other transport cquipment 24558 28298
Other miscellancous manufactures 38441 50923
€ Tertiary sector 645 1456081
Total cconomy SIZASB0 2005420 7330000

Manufacturing sector
(Not inchuding sectors A & C) 08456 1435254 5143710
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