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Preface

In March 1974 | submitted a Ph.D thesis entitled ‘“The Postwar
Development Pattern and Policy of the Malaysian Economy” to the
University of Singapore. A statistical part of the thesis has already been
published as National Accounts of West Malaysia, 1947 — 1971. The
present ication deals with the ive part of the thesis covering
various aspects of the pattern and dt pi policy of
the Malaysian economy. The,period covered is 1947—71. Statistical and
other publications available up to mid-1974 were consulted. I hope this
modest contribution to the general subject area of development studies
will prove useful to students and research scholars.

Professors You Poh Seng, Lim Chong Yah, and Lee Soo Ann of the
University of Singapore offered advice and encouragement. Colleagues
Ramakrishnan and Shantakumar gave me help whenever I needed it.
Computational and typing assistance were received from Miss Yap
Choo Lian, Mrs. Elsie Koo, and Miss Susan Ho. I am thankful to all
these and several other friends who have helped me in various ways.



Facts, arranged in the right way, speak for themselves;
unarranged, they are as dead as mutton.

J.R. Hicks



Introduction

This work attempts to assess the development pattern and policy of
the Malaysnan economy during 1947—71 through an analysis of
macroeconomic data from national accounts, population censuses and
surveys, industrial censuses and surveys, and other sources. The
methods of analysis are drawn from the pioneering contributions of
Clark, Kuznets, Chenery, Leontief, and several other scholars.

The most important justification for undertaking studies of the
development pattern of underdeveloped countries arises from the
observed differences between these countries and the developed
countries in the pre-industrialization era. The areas of difference include
the levels of per capna product supply of agricultural land per capita,
agricultural pi lity in the size distribution of income
and various social and polmca] factors.! A detailed assessment of these
differences led Kuznets to say:

The plea here is for greater realization of how little is known and
how much there is to be learned, and hence for greater caution in
building models and writing prescriptions; for a clearer perception
particularly on the part of policy makers, that the problems facing
the underdeveloped countries are far more difficult than they
appear at first sight, and that these countries cannot be expected
to follow the patterns of pnsenlly developed areas which had
entirely different begi

1. Aneclaborate discussion of the differences is available in S. Kuznets, Economic
Growth and Structure: Selected Essays (London: Heinemann, 1965), pp.
177 -85; and idem, **Underdeveloped Countries and the Pre-Industrial Phase
in the Advanced Countries: An Attempt at Comparison”, in The Economics
of Underdevelopment, ed. A.N. Agarwala and S.P. Singh (New York: Oxford
University Press, 1968), pp. 135 —53.

2. Kuznets, Economic Growth and Structure, p. 193. On the inapplicability of the
past pattern of development of the developed countries to the present develop-
ing countries, a recent reference is Paul Streeten, *‘The Frontiers of Develop-
ment Studies: Some Issues of Development Policy"", Journal of Development
Studies 4, 1 (1967): 2 - 24,




xii INTRODUCTION

The justi ion for a bi study of dev pattern and
development policy lies in their interrelationship. The study of
development policy is broadly the study of a nation’s planning effort
and this effort is generally to achieve a desired pattern of development.
The assessment of planning assumes special importance when we are
considering firstly a developing economy and secondly the postwar
penod Thls is due to the generally acknowledged fact that planning for

was a postwar ph and it was of special
significance to the less developed countries.”

As far as possible, Malaysia is covered as a single unit.* Where this is
not done, it is simply because of the paucity of data. It may be mention-
ed in this context that relatively more emphasis is placed on West
Malaysia than on East Malaysia.*

The time-span chosen is the postwar period.* Most of the study covers

3. “Since the war there has been a fairly general and largely unchallenged
assumption that development should be planned."* — T, Wilson, Planning and
Growth (London: Macmillan, 1965), p. 2. A brief summary on the evolution of
planning concept and the supporting arguments of Rosenstein-Rodan,
Mandelbaum, Myrdal, and the various organs of the United Nations is
available in Derek T. Healey, *‘Development Policy: New Thinking about an
Interpretation”, Journal of Economic Literature 10, 3 (1972): 758 - 61.

4. Malaysia consists of West Malaysia and East Malaysia. *'West Malaysia” is
used here 1o refer to the former ““States of Malaya" and the preceding *‘Fede-
ration of Malaya". Even though the latest official practice is to refer to West
Mataysia as Peninsular Malaysia, we prefer to use the term **West Malaysia'",
as it is widely known to students and scholars of the Malaysian economy.
Sabah (former British North Borneo) and Sarawak are together referred (o as
East Malaysia. In 1963, West Malaysia, Sabah, Sarawak, and Singapore joined
together to form Malaysia. In 1965 Singapore became an independent republic.

5. In 1970, the population of West Malaysia (8.8 million) was nearly 85% of the
total population of Malaysia (10.4 million).

6. Thechoice of the postwar period should not be understood in the sense that the
prewar period was less significant or less interesting. In fact the various histori-
cal sub-periods merge into one and form a chain of causes and effects which
together provide the economy of Malaysia we find today. As observed by
Kuznets in another context, “‘the relations, for the recent postwar period
among the sectors, factors, and other components of the economy in their con-
tribution to aggregate growth, would have to be viewed against the background
of a long-term past in which the trends in such relations could be discerned
Only such a background would provide the basis for judging the characteristics
of the process in recent years, studying their possible dependence upon some
specific aspects of the long-term past, and suggesting their possible contribu-
tion in the future”, S. Kuznets, Postwar Economic Growth: Four Lectures
(Cambridge, Mass: Harvard University Press, 1964), p. 104.
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the period 1947 —71, which was selected for two reasons. Firstly, while
during the period of Japanese Occupation there was widespread
disruption of ic activity, the rec ion was swift and for the
most part the Malaysian economy was on its feet by 1947.” Secondly,
apart from extensive trade data and certain categories of production
figures, macroeconomic data on the national economy were available
only in the postwar period. In fact, national accounts data on a firm
footing were developed only from 1960 and only for West Malaysia.*
Thus in this study of development pattern and policy, the period
covered is the postwar period with relatively more emphasis on the post-
1960 years. It was only after 1960 that planning for economic develop-
ment was seriously taken up.®

Chapter 1 is an analysis of economic growth in the postwar period.
The sources of growth from the demand side and the supply side are
identified. On the demand side, consumption, investment, and exports

7. *“'On 8 December 1941, the Japanese bombed Pearl Harbour. Next day,
Japanese troops began their invasion of Malaya. In less than two and a half
months, to the shock of the entire Malayan population, and in spite of the
resistance of the British, Australian, and Malayan defending forces, the whole
Peninsula including Singapore was overrun by the enemy.

With the Japanese Occupation, Malaya entered a period of economic
ruin,... The root cause was the fact that occupied Malaya was cut off from the
outside world, an isolation later made complete by the Allied sea blockade.

By 1947, the Malayan economy had, by and large, shaken off the effects of
the war. In that year, the production of rubber, the country's largest industry,
was already greater than in any prewar year, and the stage was now set for fur-
ther growth,” Lim Chong Yah, **Malaya™, in Asian Economic Development,
ed. Cranely Onslow (London: Weidenfeld & Nicholson, 1965), pp. 95-97.
“Malaya’ here refers to West Malaysia.

8. The integration of national accounts into an input-output framework took
place in 1960. See Chapter 3.

9. Even though the Draft Development Plan for 1950 — 56 and the First Five Year
Plan for 1956 — 60 were formulated in West Malaysia, during the period, the
“emergency" apparently had priority over planning: **... the main problem
which Iaccd the chcmmenl aflcr the war, and once most of the work of post-

had been completed, was the

Emergency caused by Cummumsl insurrection. This officially broke out in

1948, and at once it became the Government's top priority to end the Emer-

gency as soon as possible. The costs involved were very considerable; for exam-

ple, at the height of the Emergency, in 1951 and 1952, some 40 per cent to 45

per cent of the Federal budget had to be set aside for expenditure on internal

security. But by 1955, it was increasingly apparent that the situation was being
brought under control, and in 1960 the Emergency was officially declared at an

end." Lim, “Malaya™, p. 101.
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are considered in detail. The analysis on the supply side is essentially an
attempt to decompose the observed rate of growth into parts,
attributable to the growth of labour, growth of capital, and other
factors.

Consideration of growth alone does not lead to a portrayal of
developmental patterns." In Chapter 2, changes in the composition of
output and employment are analysed. In the second part of the chapter,
an assessment of the pattern of development was attempted to see how
far and how much quantitative resemblance exists between the
Malaysian pattern and the patterns described and discovered on the
basis of international data by earlier writers.

Structural change — broadly the changing composition of output,
labour force, and capital stock — arises because of the differential effect

of growth of demand and the di ial impact of logical
change on various pi ive sectors of the !

therefore constitutes the addition of new products and new processes.
The study of is thus facilit if input-output tables are

available in addition to the other national accounts tabulauons, The
tables constructed by this writer for West Malaysia from 1960 through
1967 are analysed and discussed in Chapter 3.

Economic development, more often than not, is synonymous with
industrialization. Further, almost all developing countries are practising
some amount of import restriction to promote domestic industriali-
zation. Industrialization and import substitution are the subjects for
discussion in Chapter 4. Data from the input-output tables and from
industrial censuses are used to assess the extent of import

10, “‘Growth may well imply not only more output, but also more inputs and more
efficiency, for example, an increase in output per unit of input. Development
goes beyond these to imply changes in the structure of outputs and in the
allocation of inputs by sectors.” C.P. Kindleberger, Economic Development
2nd ed. (New York: McGraw-Hill, 1965), p. 3. See also J.A. Schumpeter, The
Theory of Economic Development (New York: Oxford University Press,
1961); G.M. Meier and R.E. Baldwin, Economic Development: Theory
History, Policy (New York: John Wiley, 1957); and B. Higgins, Economic
Development: Principles, Problems and Policies (Allahabad: Central Book
Depot, 1966). Meier and Baldwin do not make any explicit distinction between
“‘growth” and “‘development”’. It is implicit in their consideration of changes
in factor snpplics and structure of demand for products as accompanying *‘rise
in output™ dumu the process of dzvelnpmem The distinction is implied also
in Higgins' d jon of th problem.

Kuznets, Postwar Economic Growrh, pp. 36 —68.




INTRODUCTION xv

substitution, export promotion, levels of nominal and effective
prolecuon. bias against cxpomng, and related aspects. Several policy
form part of the chapter.

The planning efforts of Malaysia in the postwar period in general and
after 1960 in particular are reviewed in Chapter 5. Assessment of
targets, strategies, and accomplishments comprises the core of this
chapter.

As in many other developing countries, in
Malaysia have not kept pace with the labour force expansion caused
mostly by the high rate of population growth. It was therefore thought
essential to consider the employment problem in detail. This is done in
the five sections of Chapter 6 which also contains a critical review of the
employment targets of the Second Malaysia Plan.

The Second Malaysia Plan added a new dimension to the nation’s

1 | efforts by iming the laudable objective of initiating
steps to correct economic imbalances. The planners had mainly two im-
balances in view — regional and racial." Despite the lack of
sophisticated analytical apparatuses to.analyse the objective, an attempt
is made to examine the current status of the problem in the last section
of Chapter 6.

Chapter 7 brings together the principal findings of the study.

12. As observed by the Pearson Commission, “‘the failure (0 create meaningful
employment is the most tragic failure of development””. Commission on Inter-
national Development, Pariners in Development (New York: Pracger
Publishers, 1969), p. 58.

13, In Malaysia, there are three major ethnic/racial groups: Malays, Chiriese, and
Indians. According to the census of 1970, of the total population of 10.4
million in Malaysia, 46.8% arc Malays, 34.1% are Chinese, 9% are Indians,
and the remaining 10.1% is made up of Dayaks, Kadajans, other natives, and
others. In West Malaysia, of the total population of 8.8 milion, 53.2% are
Malays, 35.4% are Chinese, 10.6% are Indians, and 0.8% are others. The
ethnic composition differs greatly between West Malaysia and East Malaysia
and within the East, between Sabah and Sarawak. See Department of
Statistics, Malaysia, /970 Population and Housing Census of Malaysia, Com-
munity Groups (Kuala Lumpur, 1972).






1. Analysis of Economic Growth

Malaysia in 1970 had a population of 10.4 million and an estimated
per capita Gross National Product (G.N.P.) of US$380. In relation to
the other countries of the Association of Southeast Asian Nations
(ASEAN) — ia, the Philippi i and Thailand —
Malaysia is next only to Singapore in terms of G.N.P. per capita.

During the last one and a half centuries, ever since the Malaysian
economy was opened up to world trade, the export sector has con-
tributed  significantly to the economic growth performance of
Malaysia.' The export sector stimulated the other sectors, promoted in-
frastructural development, contributed to government revenue, and
planted the seeds for a multiracial population. While exports of rubber,
tin, palm oil, timber, and other primary products were instrumental in
causing great hardships in the 1930s and ‘were generally the cause of
economic instability, it is unlikely that economic growth of the type
achieved in the past would have occurred if Malaysia were to develop on
the basis of primary production purely for domestic use. The economy
then would have probably been subject to the so-called low level
equilibrium trap — never coming out of the vicious circle of low pro-
ductivity, low savings, low investment, and low productivity. It is well
known that entreprencurs and capital formation are the catalysts that
make economic growth possible. In Malaysia, the export sector, which
provided (or attracted) both entreprensurs and capital, was a highly
organized sector and contributed not just to overall growth but, to a cer-
tain extent, to sustained growth.

With regard to the optimum utilization of all available data, this
chapter will first deal with an analysis of Malaysian economic growth in

1. A comprehensive and scholarly study which traced the evolution of the
economy covering the entire span of time up to 1962 is available for West
Malaysia. See Lim Chong Yah, Economic Development of Modern Malava
(Kuata Lumpur: Oxford University Press, 1967).
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the post-1960 period and then with West Malaysian economic growth in

the postwar period. As for measurement of rate of growth, the

arithmetic growth rate will be used when consecutive years are con-
sidered, and the average of the annual growth rates when a series of
years are considered.

Malaysian National Accounts
National accounts for Malaysia covering both West Malaysia and

East Malaysia are available for different periods from 1960 in the

following sources:

(1) National Accounts of West Malaysia, 1960— 1966 and the subse-
quent issues from the Department of Statistics, Kuala Lumpur
(hereafter this source will be cited as National Accounts, followed
by the relevant years);

(2) Bank Negara Malaysia, Annual Reports;

(3) First Malaysia Plan, 1966 — 1970;

(4) Mid-Term Review of the First Malaysia Plan, 1966 — 1970;

(5) Second Malaysia Plan, 1971 — 1975, and

(6) The Economic Report, 1972— 1973, issued by the Treasury of the
Government of Malaysia.

A detailed study of the above sources shows that the 1960 —64 na-
tional accounts data became outdated and were therefore inconsistent in
comparison with the oft-revised and updated 1965—70 data. A
scrutiny of the unrevised data for 1965 —68 and the revised and up-
dated data for the same period gives us the extent of adjustments re-
quired for private i di public ion expen-
diture, private capital formation, and public capital formation. Using
this knowledge on adjustments it was possible to obtain approximately
consistent figures on these items for 1960 —64. To these are added the
data on balance of trade on current account and net factor income re-
ceipts to obtain the G.N.P. series. The data are given in Table 1. The
growth rates of G.N.P. and its major components are given in Table 2.
The shares of the major components are given in Table 3.

G.N.P. Growth
From the last column of Table 2, the following observation can be

made regarding the growth rate of G.N.P. at current prices: the rate of

growth was anything but steady. For the period 1960 —71, the highest
rate of growth of 10.4 per cent occurred during 1965 and the lowest of

0.2 per cent during 1961. The low growth rate of 1961 was mainly due to

a decline in export demand and export prices indicated by the decline in
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ANALYSIS OF ECONOMIC GROWTH 5

TABLE3
PERCENTAGE CONTRIBUTION OF MAJOR COMPONENTS TO G.N.P.,
MALAYSIA, 1960-71

Percentage Share in G.N.P. of
Year Private Public Private Public  Merchandise
& ion C i Exports
1960 64.5 12.8 9.4 32 55.5
1961 68.2 13.9 9.0 6.1 49.3
1962 68.0 14.1 9.5 8.0 412
1963 68.0 15.3 95 %7 45.2
1964 66.9 16.7 9.6 7.4 432
1965 64.6 16.9 9.0 73 43.8
1966 64.0 18.1 9.8 6.5 41.9
1967 64.5 17.7 104 6.2 38.6
1968 63.8 173 10.4 6.2 40.9
1969 61.5 16.7 8.7 53 46.2
1970 61.0 18.6 1.4 6.4 4.3
1971 62.1 19.8 11.0 et 41.6

exports as a percentage of G.N.P. (Table 3) from 55.5 in 1960 to 49.3 in
1961. The high growth rate of 1965 was due to the high growth rate of
exports. The year 1969 also witnessed a high growth rate of G.N.P. (8.6
per cent) caused essentially by the high rate of growth of exports (22.5
per cent).

The justification for explaining the fluctuating G.N.P. growth rate by
means of volatile export growth rate is clear from the data in Table 3 on
percentage contribution of each of the G.N,P. components to G.N.P.
and the annual rates of these components in Table 2. For example,
private consumption demand was generally over 60 per cent of G.N.P.
The annual rate of growth of ion was the least f1 i
reflecting the influence of an annual rate of growth of population by 3
per cent, and also reflecting consumption growth caused by income
growth in some of the years. Thus the fluctuations in G.N.P. growth
rate cannot be ad | i by private ion compo-
nent. In terms of a high percentage contribution to G.N.P,, next 10
private consumption was merchandise export; and from the data in
Table 2 we can conclude that the G.N.P. growih rate fluctuations have
been mainly brought about by the Muctuations in export earnings.
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Two aspects, however, should be borne in mind. Firstly, there was
the high tempo of public consumption expenditure. From about 13 per
cent of G.N.P. in 1960, public consumption expenditure increased to
some 20 per cent of G.N.P. in recent years. This increase had some
stabilizing influence on G.N.P. Secondly, both private and public in-
vestment were extremely volatile. In a planned economy, one would ex-
pect private investment to be relatively more fluctuating and public in-
vestment to be growing relatively steadily. This was not so in the case of
Malaysia where government revenue was tied up with export earnings
and where the laissez-faire nature of the economy could not curb private
consumption, and where probably between public consumption and
public investment the latter was the residual claimant. However, in re-
cent years (for example, 1972) public investment acted as a stabilizing
force in some of the years when export growth was low or negative.
Growth at Current and Constant Prices

In Tables 1, 2, and 3, all the data are at current market prices. We
should, however, also look at growth ratés at constant prices. G.N.P. at
1960 prices, exports at 1960 prices, and related data are given in Table 5.
From the table we notice that the annual constant price G.N.P. growth
rates were nol as volatile as the growth rates of G.N.P. at current prices.
The average annual growth rates of G.N.P. for two sub-periods are
noted in Table 4. Average G.N.P. growth rate at current prices was
higher during 1965 — 70 compared to the 1960 —65 period. But, at 1960
prices, the growth rate was lower during 196570 than during
1960 —65.

As for the causes of growth of G.N.P. at constant prices, two signifi-
cant areas of interest are, firstly, the rates of investment and produc-
TABLE4
AVERAGE ANNUAL GROWTH RATE

1960 — 65 196570
(%)
G.N.P. at Current Prices 5.7 6.2
G.N.P. at 1960 Prices 6.3 5.6

Total Consumption at 1960 Prices 6.3 4.1
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8 MALAYSIA: DEVELOPMENT PATTERN AND POLICY

{ivity growth (causing capacity expansion) and, secondly, the growth of
consumption and exports (causing demand expansion). The ratio of
investment to G.N.P. at current prices averaged 15.9 per cent in 1960 —
64 and 16 per cent during 1965 —69. Thus there was little difference as
far as the tempo of investment was concerned. However, productivity
improvements occurred in specific spheres, especially the rubber and
rice sectors of West Malaysia.? In spite of this, the growth rate was low
in the second sub-period which could be explained only from the de-
mand side,

On the demand side, we have noted earlier the accelerated-growth of
public sector consumption demand. The current price data bring out the
growth of the ratio of public sector consumption to G.N.P. as follows:
the average ratio increased from 15.4 per cent during 1960—65 to 17.5
per cent during 1965 —70. But as far as real consumption is concerned,
the growth rate of consumption was lower in the second sub-period.
This was due to a slightly higher rate of increase in consumer prices (12
per cent annually). As for export demand, the export —G.N.P. ratios
from constant prices data are given in Table 5. The most remarkable
feature is the narrow range of variation in the ratio. The relationship
between export growth and G.N.P. growth was significant and stable
over time.

We may characterize rubber and tin as Malaysia’s traditional exports.
In 1960, the value of merchandise exports was $3,633 million.” Rubber
earned about $2,000 million or more than half of the total merchandise
exports. The earnings from tin in 1960 were $507 million. Throughout
the period 1960 — 70, rubber and tin retained their first and second place
in their contribution to export earnings. Together, rubber, tin, saw
logs, sawn timber, crude and partly refined petroleumn, and palm oil
made up some 80 per cent of total exports. The share of rubber in total
exports declined moderately over the 1960 — 70 period because of the ex-
pansion of other exports, and the share of tin declined more
substantially mainly due to the exhaustion of known deposits. The share
of timber and palm oil increased over the period. Timber availability
increased due to the opening up of land for development, and palm oil
production improved mostly due to the shift from rubber to palm oil

2. Seethe later sections on West Malaysia.
3. Unless otherwise stated “§" refers to the Malaysian dollar, officially known as
the “‘Ringgit"", since June 1973.
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which started in the early postwar years to counter the decline in the
natural rubber price caused by competition from synthetic rubber.
Crude petroleum production was by far concentrated in East Malaysia
and the industry had not yet obtained a significant share in total ex-

ports.

TABLE 6
GROWTH RATES OF EXPORT VOLUME AND PRICE OF MAJOR EXPORT

COMMODITIES, MALAYSIA, 196070

Average Annual Growth Rates

196065 1965-70
Commodit:

Y [Expont Export
Volume Price Volume Price

Rubber 2.6 -8.0 7.2 20
Tin -0.3 129 4.4 -1.0
Saw Logs 18.0 =03 14.0 56
Crude Petroleum| —6.2 =31 23.0 -32
Palm Oil 82 4.2 2.0 0.7

‘We have noted earlier the divergence between G.N.P. growth at cur-
rent and constant prices. Part of the explanation can be obtained from
the growth rates of volume and price of the major export commodities.
From Table 6 we note that during 1961 —65, rubber prices declined
substantially and timber and crude petroleum prices also declined. Ex-
port volume increased significantly only in respect of timber and palm
oil. During 1966 — 70, rubber prices moved upwards moderately and ex-
port volume expanded considerably. We have thus the situation of a
slightly higher growth rate in G.N.P. at current prices than the growth
rate of G.N.P. at constant prices which was however less than the
growth rate during 1961 —65. It is thus important to note that just as
real Gross Domestic Product (G.D.P.) or G.N.P. growth is
predominantly determined by export demand, export price fluctuations
cause fluctuations in nominal growth rates and these bring about fluc-
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tuations in the purchasing power in the hands of the Malaysian citizens*
These are all consequences of the high and invariant degree of export
orientation of the economy.
Extent of Export Orientation

A ble feature of the Malaysian economy has been the near
constancy of the export—G.N.P. ratio. For instance, as shown in
Table 5, the ratio was within the narrow range of 40 to 45 per cent
throughout the period 1960 —70. What is the special significance of the
observed stability of the degree of export orientation? It appears that the
maintenance of equilibrium between export-carnings and payments for
imports may require the stability in the extent of export-orientation. A
simple result to this effect can be derived as follows:

Let Y = total output
Y, output for domestic use
Y, = output for export
C, imports of consumption goods
M, = intermediate and investment goods

imports required per unit of ¥,
intermediate and investment goods
imports required per unit of ¥,
M = total imports

(Note: M, and M, are constants)

<
1

We have
Y=Y, +Y, 0}
AY = AY, + DY, @
ar_[ay, v, [ar, v
= A[ Y, X v + Y Xy (6)]
M=C, + MY, + MY, @

4 A concept of national income can be formulated which takes into account the
effect of changes in terms of trade on the purchasing power of real G.N.P. See
the section on West Malaysia.
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Balance of trade is achieved when

Y. =G, + MY, + MY, ®
from which we have

Y,( - M)=MY,+C, ®
Now let consumer goods imports be determined as

C,, = kY where k is a constant m

from which it follows
C, = kY, + kY, ®)

From (6) and (8), we have

Y. (I - M) = MY, + kY, + kY, ©

Y,(1 =M, — k)= Y,(M, + k) (10)
from which we have

AY, Ay,

T a

If the rate of growth in (11) is *‘r”, then from equation (3) above, we
readily note that

AY_ Ay, by,
T 12)

which shows that the export sector, the domestic sector, and the total
economy grow at the same rate. Hence, the degree of export orientation
remains stable as long as the parameters assumed as constants remain
50. There can be various short-run and transitory stages. Import substi-
tution may create one transition, but even then, once the initial condi-
tions are given, the extent of export orientation may have to remain



12 MALAYSIA: DEVELOPMENT PATTERN AND POLICY

stable to avoid problems of unfavourable balance of trade and balance
of payments.
Salient Features of West Malaysian Economic Growth, 194771

Our analysis so far covered Malaysia as a whole and was restricted to
the post-1960 period. A study of the growth process would be more re-
warding if a longer time-span were considered. Fortunately, it is possible
1o study the economic growth of West Malaysia over a relatively longer
period, namely, 1947 — 71. In 1971, West Malaysian G.N.P. at market
prices was little over $10,000 million and the G.N.P. of Malaysia was a
little over $12,000 million. West Malaysia thus accounted for 80 per cent
of Malaysian G.N.P. Population-wise, West Malaysia accounts for 85
per cent of Malaysia. The importance attributed to West Malaysia in a
study of Malaysian economy needs no further elucidation.

For the purposes of the analytical study of economic growth that
follows, we make use of the national accounts data for the period
1947 — 71 compiled by the writer.’

The West Malaysian G.D.P. at current market prices and at 1959
market prices for the period 1947 =71 is plotted in Figure 1. In the top
panel of the same figure, the terms of trade index is shown. The core
data on growth rates of G.D.P. and Gross National Income (G.N.L) at
constant prices for the period 1947 — 71 are given in Table 7.

Terms of trade were generally not in favour of West Malaysia
throughout the 1947 —71 period except on three occasions, namely,
1950751, 1955, and 1960. It is only during these three years that the cur-
rent price G.D.P. curve is above the constant price G.D.P. curve. The
1950/51 Korean War boom and the high export prices for West
Malaysia’s rubber and tin and other primary exports were responsible
for the peak in the terms of trade index as well as G.D.P. at current
prices. Moderate booms in world demand for rubber and tin also oc-
curred in 1955 and 1960, once again turning terms of trade in West
Malaysia’s favour. But for these exceptional periods, in all other years
G.D.P. at constant prices had to be at a higher level in order to bring
about noticeable growth in export earnings and G.D.P. at current
prices.

5. V.V. Bhanoji Rao. National Accounts of West Malaysia, 19471971
(Singapore: Heinemann, 1976). Hereafter this source will be cited as Rao, Na-
tional Accounts, 1947—1971. Relatively detailed and comparable series on
G.D.P., G.N.P., and components at current and constant prices are available
in this publication. The methods of compilation are explained in deail in the
work cited,
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TABLE 7

ANNUAL PERCENTAGE GROWTH RATES OF G.D.P., G.N.I., PER CAPITA
G.D.P. AND PER CAPITA G.N.I. AT 1959 PRICES AND PERCENTAGE
CHANGES IN TERMS OF TRADE, WEST MALAYSIA, 1947 -71

Percentage Growth Rate Over the Previous Year in
Year | G.D.P.at G.N.Lat Per Per Terms

Market Factor Capita Capita of

Prices Cost G.D.P. G.N.I Trade
1948 8.5 6.9 5.7 4.2 149
1949 7.1 6.0 4.4 34 0.0
1950 35 338 30.6 88.9
1951 -34 9.4 6.6 26.5
1952 23 —-143 -16.3 -349
1953 0.5 -4.9 =73 -19.0
1954 6.3 10.2 7.5 7.3
1955 1.6 q 5.1 2.5
1956 6.5 3.0 0.4 -10.6
1957 -0.1 -18 —-4.2 -86
1958 =17 -22 —-4.9 -47
1959 6.3 13.1 9.7 234
1960 7.4 57 2.7 20
1961 9.6 38 0.9 -17.6
1962 5.8 6.2 32 =12
1963 4.9 34 0.4 -36
1964 6.9 8.1 5.2 12
1965 6.3 8.2 5.1 49
1966 5.4 2.1 -0.9 -59
1967 22 L1 -1.7 —-62
1968 9.3 3.0 0.0 -93
1969 6.2 12.4 9.2 14.7
1970 6.2 6.1 32 -38
1971 6.5 0.1 -28 -133

Source: Rao, National Accounts 1947 — 1971, The methodology of deriving G.N.1.
from G.D.P. has been explained in deiail in this publication,
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G.D.P. at constant prices being a measure of aggregate net output,
we may consider the growth of G.D.P. at constant prices in more detail.
On the basis of Figure 1 and Table 7 we can identify some broad phases
of output growth as shown in Table 8.

The reconstruction phase was short and the process of reconstruction
swift. The economy recovered very fast from the total destruction of the
Japanese Occupation period. The G.D.P. growth rate was 8.5 per cent
during 1947/48, 7.1 per cent during 1948/49, and 3.5 per cent during
1949/50. Once the recovery was achieved, the economy did not move
very far in the production front, even though the money income earn-
ings were very high during 1950/51. The high prices for primary pro-
ducts of 1950/51 produced some growth momentum in later years and
the economy entered the slow growth phase of 1953—58. By 1956
there was i thinking in g circles not only about
political freedom but also about improvi ion and ivi
ty. The stable growth phase of 1959 —71 was the result of a variety of
steps taken by the Government and the private sectors. Significant
among these were the new planting and replanting of rubber which
brought about pi S the of oil palm,
land development, mernvemem in yield and output of padi through
doublecropping and irrigation,” and an increase in the extent of
industrialization of the economy. Of note here is the fact that the
average annual rate of growth of 6.4 per cent occurred during 1959 —
71 despite the downward trend in terms of trade caused by a declining
export price index.

The gross investment to G.D.P. ratio increased substantially during
the second phase (1959 —71) compared to the earlier years, thus creating
the conditions for domestic capacity expansion. The invest-
ment —G.D.P. ratios and the implicit ICORs are given in Table 9 for
the two major sub-periods. During the fluctuating growth phase of

1948 — 58, the investment —G.D.P. ratio amounted to only 7.6 per cent,
and this essentially helped the economy to get back to the prewar pro-
duction levels. In fact, per capita G.D.P. showed little increase when the
average growth rate for the entire 1948 — 58 period was considered. In
the stable growth phase G.D.P. growth was almost always positive and

6. The yield per acre tapped on rubber estates increased from 746 Ib in 1962 to
1,061 Ib in 1970. Most of the cstate acreage was planted with high yielding
seedlings by 1970.

7. The average yield per acre of milled rice increased from 1,145 Ib in 1959 to
1,623 lbin 1971,
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TABLE§
GROWTH PHASES OF WEST MALAYSIA, 1947 =71

Average Annual
Growth Rate (%)*
Phase/Period Description e Co
er Capita

GDP- "GP
PHASE 1 1948 — 58 | Fluctuating Growth| 2.8 03
(1) 1948—50 | Reconstruction 6.4 37
(2)1951-53 Stagnation -0.2 -2.6
(3)1954-58 | Slow Growth 2.5 -0
PHASE 1II 195971 | Stable Growth 6.4 3.4

Note: See notes to Table 7.

higher than the population growth rate. Capacity expansion during the
stable growth phase was partly to meet domestic demand which ex-
panded by an increase in the economic role of the Government.

TABLEY
1/Y RATIOS AND IMPLICIT ICORs, WEST MALAYSIA, 1948 - 71
Gross Investment (I) G.D.P.
Period to G.D.P. (Y) Ratio (%) Growth Implicit
(lagged one year) Rate (%) ICOR
194858 7.6 2.8 27
195971 12.9 6.4 20

The average percentage compositions of G.D.P. at constant market
prices for the two periods 1947 — 58 and 1959 —71 are given in Table 10.
During the period 1947 — 58, export demand constituted 53 per cent of
G.D.P. The percentage declined marginally to 49.5 per cent during the
period 1959—71. The shares of government consumption and gross
domestic investment in aggregate demand were higher during 1958 —71
than during 1947— 58. Thus during 1959 —71, even though export de-
mand at about half the aggregate demand was still the prime mover of
growth in demand, government consumption and domestic investment
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also helped to boost demand for domestic production. The slight in-
crease in the percentage of import demand in G.D.P. during the period
1958 =71 was due to the increase in the percentage of investment in
G.D.P. and the relatively higher growth rate of G.D.P. necessitating an
increase in the share of intermediate and investment goods imports in
total imports.*

TABLE 10
PATTERN OF AGGREGATE DEMAND, WEST MALAYSIA, 1947 - 58,
1959 -71

As % of G.D.P. at

Component of Aggregate Demand 1959 Market Prices
194758 1959-71
1. Private Consumption 592 57.4
2. Government Consumption 10.7 14.7
3. Gross Domestic Capital Formation 7.6 13.0
4. Exports of Goods and Services 53.1 49.5
5. Imports of Goods and Services 30.6 34.6

Total* ‘ 100.0 100.0

Note: *Sum of items 1, 2, 3, and 4 less item 5.

8. For Malaysia as a whole, the following information on the composition of im-
ports is notable.

Percentage Composition of Imports
Typeof HmponIed Grids 1961 1966 1968 1970

Consumption goods 46.7 19.6 282
Investment goods 17.0 2.5 2601
Intermediate goods 27.9 318 36.9
Imports for re-export 7.8 49 83
Miscellaneous 0.6 0.2 0.5
Total 10001000 1000 1000

Source: Bank Negara Malaysia, Annual Report, 1972,
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We shall round up this i jon on West it

growth by considering the growth rates of G.D.P. and G.N.L. The an-
nual growth rates of gross national income at constant prices were given
in the third column of Table 7. Annual growth rates of per capita
G.N.L were given in the fifth column of the same table. Considering the
1947 —71 period as a whole, it can be noticed that the G.N.I. growth
rates have been characterized by wide disparities in magnitude and
direction. By and large, the changes occurred in the same direction as
the changes in terms of trade. The average growth rates in Table 11
bring out clearly the losses in income growth due to terms of trade
changes during the different phases of output growth. As noted earlier,
during 194758, the average annual growth rate of G.D.P. was
relatively low at only 2.8 per cent. In fact, per capita G.D.P. stagnated.
However, largely due to the high export prices of 1950751 and 1955, the
average annual growth rate of G.N.I. was 4.9 per cent. This meant that
per capita income increased by 2.3 per cent even in the face of stagna-
tion of per capita output. This type of income growth through for-
tuitous circumstances cannot of course be characterized as economic
growth.

TABLE 11
AVERAGE ANNUAL GROWTH RATESOF G.D.P., G.N.L., AND PER
CAPITAG.N.I. AT CONSTANT PRICES, WEST MALAYSIA, 194771

Average Annual Percentage Growth Rate of
G.D.P. GN.L.  Per Capita
G.N.L

Period

1947 — 58 28 49 23
1959 - 71 6.4 5.6 2.6

We noted earlier that during 1959 —71, output growth was relatively
stable. However, the fact that about half the output was produced for
export had its repercussions on income growth due to the transmission
of business cycles from the trading partners into West Malaysia. The
growth rate of G.N.I. on the average was less than the growth rate of
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G.D.P. Per capita income did increase, though at different rates during
the different sub-periods. It could not have increased, in the face of
adverse terms of trade, if G.D.P. did not grow at a sufficiently high rate
to compensate for the growth rate of population and the rate of decline
in terms of trade.”

Pattern of Exports: West Malaysia

The percentage composition of exports is given in Table 12. It is clear
from the table that more than 80 per cent of the export earnings were
obtained from a few primary products. Throughout the period, rubber
and tin were the chief export earners. The percentage contribution of
rubber to export earnings was on the decline from 1960, a trend brought
about by declining rubber prices. In the post-1960 period, the contribu-
tion to export earnings from tin was maintained at a level of 20 to 25 per
cent. The export earnings from timber have increased relatively faster.
From less than 0.5 per cent in 1947, the contribution of timber export
earnings increased to 5.9 per cent in 1970.

The data on composition of exports in Table 12 can be used to com-
pute the index of commodity concentration of exports. Values of the in-
dex are given in the last column of Table 12. The index known as the

9. Kenneth E. Boulding, in his Economic Analysis, Vol. I: Micro-economics
(New York: Harper & Row, 1966), p. 42, gives the following equation for per
capita income:

LP,+ LPT+G
R A S S

where y = per capita income
L, = population outside the labour force
L, = labour force in the production sector for domestic use
L, = labour force in the production sector for export
>, = labour productivity in the first sector
P, = labour productivity in the second sector
T = terms of trade (imports per unit of exports)
G = net receipts from gifts and transfers.

Other things given, fluctuations in 7 will bring about fluctuations in v, Since T
and G are unlikely to have a permanent increasing tread, a lasting increasing
trend in y can come only through an increasing trend in £, and £,



TABLE 12
PERCENTAGE COMPOSITIONOF MERCHANDISE EXPORTS ANDINDEX
OF COMMODITY CONCENTRATION, WEST MALAYSIA, 1947 -70

Palm Palm Pine-
Rubber il Kernels apple

“other exports™ as a single

Note: * Biased upwards due to the treatment of
commodity.

Sources: Monthly Staristical Bulletin of the Federation of Mlaya (VArious issues).
Monthly Statistical Bulletin of West Malaysia (various issucs).




TABLE 12 (cont.)

Index of
Tinin Commodity
Tin | Concen- | Iron Concentra-
Timber | Metal | trates Ore | Others | Total tion*
0.46 13.63 n.a. —_ 11.21 | 100.00 72.53
0.46 11.58 8.19 0.05 | 12.65 | 100.00 63.91
0.66 12.98 11.74 0.57 | 1639 | 100.00 55.65
0.70 10.29 6.66 0.36 8.24 | 100.00 71.04
0.62 9.50 7.18 0.50 | 5.66 | 100.00 73.58
0.89 13.10 9.93 1.09 | 10.85 | 100.00 63.50
1.25 13.77 10.16 1.28 | 10.56 | 100.00 59.68
1.09 13.58 11.25 1.31 10.19 | 100.00 59.30
110 9.75 8.53 1.37 7.80 | 100.00 68.55
1.32 15.05 5.719 2.26 9.11 | 100.00 63.76
1.34 14.61 5.53 3.00 9.05 | 100.00 62.63
1.69 12.54 2.02 3.32 | 10.10 | 100.00 65.77
1.32 11.89 0.18 4.03 7.97 | 100.00 71.16
1.89 17.27 0.05 4.79 8.16 | 100.00 65.60
1.58 20.95 0.11 6.24 | 10.82 | 100.00 60.18
1.81 23.47 0.15 6.33 11.13 | 100.00 58.63
2.39 23.60 0.16 6.52 | 11.33 | 100.00 57.65
. 25.99 0.20 5.84 | 13.08 | 100.00 55.64
2.96 27.87 0.23 5.20 | 13.77 | 100.00 54.42
3.18 24.98 0.40 4.37 15.96 | 100.00 54.09
4.43 25.48 0.40 4.18 | 17.43 | 100.00 5237
5.67 25.50 0.29 344 | 18.86 | 100.00 51.96
5.11 22.87 0.19 2.84 15.15 | 100.00 55.39
5.94 23.99 0.18 249 | 19.71 | 100.00 5114
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Gini-Hirschman Coefficient of Commodity Concentration'® is com-
puted as
woy [z

where P, is the proportional contribution of commodity / to total ex-
ports. If a country exports only one commodity, then P = 1, and the in-
dex will be 100. If a country exports n commodities and if all the com-
modities contribute equal shares to export earnings, then the index will
be 100 v/(1/n) which becomes insignificant, though not zero, as n
becomes large.

In a study of 44 countries with 1954 data, Michael Michaley'" found
that the index was 31.] for developed countries and 55.1 for under-
developed countries. From the last column of Table 12, we note that the
index of commodity concentration was very high in the early postwar
years and the secular decline in the index was a post-1960 phenomenon.
While it is tempting to conclude that West Malaysia has diversified its
exports substantially in recent years, this is not entirely the case since the
index of concentration is very much affected by variations in export
prices. When the index was recalculated with all exports measured at
1959 prices, it varied little from year to year, hovering around a 60 per
cent level. In spite of this high level of commaodity concentration of ex-
ports, there did occur a modest change in the pattern of exports as the
data in Table 12 point out.” Though most of the export earnings still
come from either primary products directly or from processing of
primary products, there has been an increase in the contribution from

ing luding p ing of primary products) in recent
years. Manufacturing exports are mainly from the following in-
dustries; food products, textiles, wood and cork products, rubber pro-
ducts, and metal products.

Labour, Capital, and Growth: West Malaysia
In recent years, a method of analysis of the determinants of economic

The term and the formula are adopted from Michael Michaley, Concentration
in International Trade (Amsterdam: North Holland Publishing Co., 1962)-
The formula has also been used in I-Shuan Sun, “Trade Policies and Economic
Development in Taiwan*, in Economic Interdependence in South East Asia,
ed. Theodore Morgan and Nyle Spolstra (Madison, Wis.: University of
Wisconsin Press. 1969), pp. 99 — 123.

11, Michaley, Concentration in International Trade. p. 6.

12. Note the recent rapid increase in **other exports””.
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growth based on the neo-classical production function has become
popular.” For instance we may assume an aggregate production func-
tion of the Cobb-Douglas type with constant returns to scale:"

Y=Ae®PWL)'~*
where Y is output, K is capital input, and L is labour input.

Taking i both sides and dif iating with reference to time,
we obtain

dy _ =  BdK (1 - PdL
= + gt T
In this equation, if we know dK/K, dL/L, and 3, we can then arrive at a
decomposition of dy/y into growth rate due to capital input, growth
rate due to labour input, and < the residual.’” 3 can be estimated by
formal regression analysis if a statistical series is available on ¥, K, and
L. Where such a series is absent, an approximation to (1 — ) may be
obtained as the share of labour income in total national output.'s

The ion of the ion function apj to the data on
advanced countries has led to two principal findings which are that
growth of capital stock accounts for less than a quarter of G.D.P.
growth and that impi d resource all; ion and technols | change

For a very recent study incorporating this type of analysis, see Edward F.
Denison and William K. Chung, How Japan's Economy Grew So Fast
(Washington: Brookings Institution, 1976). The authors emphasize five major
sources of growth for Japan: increase in labour, increase in capital, the
reallocation of labour from and self- in
technology, and economies of scale.

14, An extensive discussion on the derivation and the properties of various forms
of production functions can be found in Murray Brown. The Theory and
Measurement of Technological Change (Cambridge: Cambridge University
Press, 1968).

Popularly known as Abramovitz residual. Moses Abramovitz himself called it
“‘some sort of measure of our ignorance about the causes of economic g,mwlll"
in his *“Resource and Output Trends in the United States since 187
and Proceedings of the American Economic Association 46 (1956): 5 — 23

The residual arises due to factors other than conventionally measured labour

and capital.
16. The approximation requires that the economy is working under conditions of
perfect rules of profit etc. A discussion of these

in Brown, ical Change.
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typically account for half of the G.D.P. growth."” In a study of U.S.
economic growth during 1929 — 57, Denison found that 27 per cent of
total growth was explained by the rate of growth of labour input, 15 per
cent by the rate of growth of capital stock, and the remaining 58 per
cent was attributed to improved ion, improved ete.®
The case of developing countries seems quite different. According to
Chenery, “capital accumulation has typically been shown to account for
40 to 50 per cent of total growth in developing countries”.”

With whatever available data on West Malaysia, we proceed to con-
duct the empirical exercise of identifying the sources of growth during
the stable growth phase of 1959—71. The following growth rates are
assumed in respect of labour, capital, and G.D.P.:

Average annual growth rate of labour input (dL/L) = 2.5 per
cent.”

Average annual growth rate of capital stock at constant prices
(dK/K) = 8 per cent.

Average annual growth rate of G.D.P. at constant prices (dy/y) =
6.4 per cent.

In addition to the above data, we require information on the share of
labour in total output. From national accounts data, it was found that
the average share of wages and salaries in G.D.P. at factor cost during

17. H.B. Chenery, *“Growth and Structural Change™, Finance and Development
8.3 (1971): 20. Details on studies relating to OECD and other advanced coun-
\ries are available in Edward F. Denison, Why Growth Rates Differ
(Washington: Brookings Institution, 1967).

18. Edward F. Denison, The Sources of Economic Growth in the United States
and the Alternatives Before Us. Supplementary Paper No. 13 (Washington:
Committee for Economic Development, 1962).

19, Chenery, *“Growth and Structural Change”".

20, On the basis of employment data in D.R. Snodgrass, ““The Growth and

Utilisation of Labour Supply in West Malaysia” (Unpublished paper, Kuala

Lumpur, 1972) and the First and Second Malaysia Plan reports, the average

annual growth rate for the period 1957 — 70 works out 10 2.5 %.

The basic data required here are a series on capital stock at constant prices. The

only serics available are for the period 1959 ~66 in W.I. Abraham and M.S.

Gill, *“The Growth and Composition of Malaysia’s Capital Stock', Malayan

Economic Review 14, 2 (1969): 48. In this paper , there are (wo sets of capital

stock series, the first giving an average growth rate of 7.8% and the second giv-

ing 7.6%. With regard to the increase in the tempo of investment in the later
years, for the period 1959 71 as a whole, we may assume the average growth

rate of capital stock 10 be 8%.

o
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1959 - 68 was 44 per cent. The data at our disposal give the results
shown in Table 13, The apparent conclusion with regard to the growth
of G.D.P. is that of the average growth rate of 6.4 per cent, 70 per cent
(4.5 out of 6.4) has been due to increase in capital stock, 17 per cent due
to increase in labour input, and I3 per cent attributable to other
factors.*

TABLE 13
AVERAGE ANNUAL GROWTH RATE OF G.D.P. 195971

G.D.P. growth attributableto = 2@K) _ (8 x 0.56) =45
growth of capital stock Kk

growth of labour input

G.D.P. growth attributable to
0o

G.D.P. growth, residual =08

Total =64

22. These other factors include capacity utilization, education, organization,
technology, etc. Apart from the weak data base of the above exercise, since a
minor and insignificant portion is attributable to the other factors, excessive
investment in higher education may not contribute significantly to growth. In
this context, it may be noted that the social returns to higher education are
somewhat lower than the returns to secondary level education in West
Malaysia, The results based on data for 1967/68 are available in O,D. Hoerr,
“Education, Income and Equity in Malaysia” (Unpublished paper, June
1970). Yet another aspect may be noted. One of the general observations made
by Chenery, *‘Growth and Structural Change', was that the residual in
developing economies generally accounted for no more than 2% of their rate
of growth. In our case we obtained 13%. This somewhat higher proportion
may well be due to the improvements in productivity in rubber and rice sectors.
A disaggregated study is not feasible due to paucity of sectoral capital stock
data.
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‘While the numerical accuracy of the above exercise can be a point of

doubt,? it is sufficient to show the importance of a high rate of capital
accumulation to foster the process of economic growth in a developing
country like Malaysia.

23,

There are limitations to the approach too. The stringent assumptions of perfect
competition are never fulfilled. The existence of surplus labour would put &
question on the meaning of the “growth of labour input"’. There are also con-
ceptual problems in the definition and measurement of capital stock, In the
specific case of West Malaysia, capital stock in the nature of “planted
acreage’’ may grow, but yield may come after some years. The model has not
taken into account the heterogeneity of capital. A discussion of the limitations
of the simple approach and corrections required in measurement are given in
Z. Griliches and D. Jorgenson, *‘The Explanation of Productivity Change”,
Review of Economic Studies 34, 3 (1967): 249 —83.



2. Structure Of Output and Employment

Following the lines of the international analysis of Professor Simon
Kuznets reported in his Modern Economic Growth," it may be stated
that the study of pattern the ination and
appraisal of temporal shifts in the structure of production, pattern of
product use, distribution of income, and allocation of resources.” The
pattern of product use has been studied in Chapter 1, where we have
considered the composition of G.D.P. in terms of aggregate demand
components. In this chapter, we study the change in (1) the structure of
production, that is, the sectoral composition of gross domestic product
at factor cost; (2) the distribution of income, essentially the changes in
the dlsznbuucn of income between labour and capital; and (3) the

of the di: ion being restricted to the analysis of
employment structure due to paucity of data on sectoral composition of

1. S. Kuznets, Modern Economic Growth: Rate, Structure and Spread (New
Haven and London: Yale University Press, 1966). A brief report of findings is
also given in his Six Lectures on Economic Growth (New York: Free Press,
1959). The findings were updated recently in his Economic Growth of Nations:
Total Output and Production Structure (Cambridge, Mass: Harvard Umvu»
sity Press, 1971). Two important of Kuznets who al.
the structure of employment and output in relation (o economic growth were
A.G.B. Fisher and Colin Clark. Fisher's works on the subject include
“*Economic Implications of Mauerial Progress', International Labour Review,
July 1935, pp. 5—18; *‘Production: Primary, Secondary and Tertiary",
Economic Record, June 1939, pp. 24—38; and a larger investigation dealing
with structural change, namely, Economic Progress and Social Security (Lon-
don: Macmillan, 1946). Clark’s study was a very comprehensive one covering
not just the study of employment and output composition, but various other
quantifiable aspects related to economic growth and economic development.
““The distribution of labour between industries’ was just one of the several
chapters of his volume, The Conditions of Economic Progress, 3rd ed. (Lon-
don: Macmillan, 1957).

2. The data of Kuznets on developed countries spread over several decades. For
comparison of developed with underdeveloped countries, Kuznets used data
for the 1950s.

b2
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capital stock and investment. With regard to the study of production
structure, we consider a comparison of the production structure of West
Malaysia and East Malaysia, the trends in East Malaysian production
structure in the post-1960 period and the trends in West Malaysian pro-
duction structure in the postwar period. An econometric analysis of the
‘West Malaysian production structure and a comparison with the struc:
ture of other primary export-oriented countries also come under the
study.

Changes in Production Structure

The term “*production structure’ refers to the sectoral composition
of total value added or G.D.P. at factor cost. On the basis of a
classification of all economic activities into agriculture, industry
(including mining), and services, the established fact is that in the course
of economic growth, over a long period of time, there come about
significant changes in the shares of agriculture and industry in total pro-
duct. Kuznets found that in the developed countries, the pre-modern
share of the agricultural sector in total product was a half or more and
the share declined over time in most countries.” In the underdeveloped
countries the share of the agricultural sector in the 1950s was well over
40 per cent. In most of the developed countries the share of the industry
sector in total product rose from about 20 per cent in the early phases of
development to about 50 per cent in the 1950s, at which time the share
of the sector was less than a quarter in underdeveloped countries. The
movements in the share of the services sector are neither marked nor
consistent. The share of service sector output is about the same in the
1950s in the underdeveloped and developed countries — 33 per cent and
35 per cent respectively. The explanation for the relatively lower growth
of output per capita in agriculture and the relatively faster growth of
output per capita in industry in the developed countries is in terms of the
low long-term income elasticity of demand for food and other
agricultural products and the high elasticity for non-agricultural pro-
ducts and services. This causative explanation is based essentially on the
operation of the well-known Engel’s law.*

3. The exception was Australia. “‘Apparently, the highly developed. capital
intensive agriculiure of Australia was able to maintain its share because of the

network of close relations with the more industrialized mother country"’,
Kuznets, Modern Economic Growth, p. 96.
4. “Itis well known that the Prussian Statistician Ernst Engel discovered the

uniformity that, with the growth of income above a certain minimum, con-
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Kindleberger feels that Engel’s law applies to a wider variety of goods
than just consumption goods alone.* Thus if economic growth were to
be on the basis of a constant basket of goods, there is a limit to growth.
Especially in a closed economy, *‘without new goods, and without new
entrepreneurs to arrange the transfer of capital and labour into their
production, economic development must slow down with the decline of
dernand for old products.”™® Further, “‘the demand pattern for any new
good which wins public acceptance is likely to show a slow rate of in-
crease as this acceptance is being won, a high income-elasticity in the
middle stages, and fter a decline in income-elasticity as the
physical limit of consumption is approached”’.”

Just as the argument goes from demand saturation to the need to in-
troduce new goods, the i 1 can be app from
the supply side as well; for a major source of the shifts in industrial
structure was identified by Kuznets as technological change.® The argu-
ment is that additions to useful knowledge result in the creation of a new
product, of a new process, or of a new way of using raw materials, and
thus provide the basis for a new industry; and since a new industry
usually grows for a long while at rates much higher than those of older
industries, the shifts in industrial structure also continue.

Having noted the general framework for the assessment of changes in
production structure we now proceed with our Malaysian case study.
Thmughoul lhe pmsenl chapter, unless otherwise stated, we adopt the

of ic activities. Primary sector includes
agncullurc. livestock, forestry, fishing, mining, and quarrying. Secon-
dary sector refers to manufacturing and construction. In the fertiary sec-
for, the activities grouped together are utilities, transport, storage, com-
mum(zuons. wholesale and retail trade, banklng insurance, real estate,
hip of dwelli public i jon, and defence and all

other services.

Production Structure: West Malaysia and East Malaysia
The percentage contribution to G.D.P. in 1971 of each of several.

— — sumption of food decreases as a percentage of income, even though the
absolute amount of food consumption increases.' — Charles P, Kindleberger,
Ecmmm!c Development, 2nd ed. (New York: McGraw-Hill, 1965, pp. 168 —

69).

Kindlcberger, Economic Development, p. 169.
Ibid., p. 170.

Ibid., p. 169.

Kuznets, Modern Economic Growth, p. 155,

Ltk ot



TABLE 14
PERCENTAGE SECTORAL COMPOSITION OF G.D.P. AT FACTOR COST,
MALAYSIA, 1971

Percentage Contribution
Sector of Economic o G.D.P.
Activity
West East
Malaysia Malaysia

Agriculture and Livestock Production 236 17.6
Forestry and Logging 1.6 219
Fisheries 3.0 28
. Mining and Quarrying 5.6 7.1
Total Primary Sector 338 49.4
Manufacturing 15.6 5.3
Construction 36 6.3
Total Secondary Sector 19.2 11.6
Electricity, Water, and Sanitary Services 2.8 1.2

Transportation, Storage, and
Communications 4.1 5.0
Wholesale and Retail Trade 14.4 11.6
Banking, Insurance, and Real Estate 23 1.1
Ownership of Dwellings 42 5.5
Public Administration and Defence 7.4 5.4
Other Services 11.8 9.2
Total Tertiary Sector 47.0 39.0
All Sectors — Total 100.0 100.0
G.D.P. at Factor Cost (3 Million) 8,835 1,810
G.N.P. at Factor Cost (§ Million) 8,671 1,787
F i i for 1971 in d: 9,384 1,684
Per Capita G.N.P. at Factor Cost ($) 924 1,061
Exports as % of G.D.P. at Market Prices 36.8 70.0

Sources: (1) National Accounts, 1960 — 1968.
(2) Population estimate based on 1970 Census data and the geometric
growth rate for 1960 —70. See also notes 1o Table 15,



STRUCTURE OF OUTPUT AND EMPLOYMENT 31

economic activities and the levels of per capita income in West Malaysia
and East Malaysia are shown in Table 14. The following observations
can be made. Firstly, in 1971, the per capita G.N.P. of East Malaysia
($1,061) was 14.8 per cent higher than that of West Malaysia (3924).°
Secondly, the contribution to G.D.P. from the primary sector in East
Malaysia (49.4 per cent) was much higher than the contribution of this
sector to West Malaysian G.D.P. (33.8 per cent). Thirdly, the secondary
and tertiary sector contribution to G.D.P. was higher in West Malaysia
than in East Malaysia. Finally, the extent of export orientation of East
Malaysia was almost twice that of West Malaysia. Thus even though the
per capita income was higher in East Malaysia, this was almost entirely
derived from the exports of a few primary commodities especially
timber, petroleum, rubber, and pepper.” Thus manufacturing activily
was of insignificant importance in terms of G.D.P. composition. Most
of the service industries were export supporting. It is possible that the
impact of high income was not felt on domestic manufacturing and ser-
vice sectors for two reasons: the ﬁrsl relates to lhe small SIZC of the
market'"" and the possible di of and

9.  East Malaysian income per capita being higher than that of West Malaysia is
only a recent phenomenon. Though precise data were not available for several
years, we may note that in 1961, G.N.P. per capita of West Malaysia of $791
was much higher than that of East Malaysia which was $582. These estimates
are from the statistical appendix of Report on the Econemic Aspecis of
Malaysia (by a Mission of the 1.B.R.D. under the chairmanship of Jacques
Rueff), Singapore, 1963.

10.  Timber and rubber accounted for 72% and 8% respectively of gross merchan-
disc export earnings of Sabah in 1969, Petroleum, timber, and pepper ac-
counted for 49%, 30%, and 8% respectively of gross merchandise exports of
Sarawak in 1969, The basic data are from Annual Bulletin of Statistics, Sabah,
1969 and Annual Bulletin of Statistics, Sarawak, 1970. It must be emphasized
that we are referring here to gross exports which include re-exports. In the case
of Sarawak, petroleum exports were mostly re-exports. Crude petroleum was
piped into Sarawak from Brunei, and Sarawak re-exported the petroleum
either in crude form or partly or fully refined form. Sarawak's own production
of crude oil stagnated around 50 to 60 thousand long tons during the postwar
period up to 1967. With the discovery of new sources and starting of produc-
tion at West Lutong in mid-1968, production increased to 0.4 million long tons
in 1969 and 0.8 million long tons in 1970. The prospects are that Sarawak's
domestic exports of crude and refined petroleum will increase rapidly in the
future.

11. The population of East Malaysia (Sabah and Sarawak put Iog:lh:r) in 1971
was only 1.7 million. The total area is over 77 thousand square miles; and 16
of the total population live in the six principal towns (Sandakan, Kota Km-»
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the second relates to income distribution implying that a higher per

capita income might be coexistent with highly uneven distribution of in-

come.?

Recent Trends in Production Structure: East Malaysia

The sectoral composition of G.D.P. at current prices” for East

Malaysia is given in Table 15 for 1961 and 1967 through 1971. The 1971

per capita G.D.P. was about 1.9 times that of the 1961 level; yet, there

was little change in the production structure of 1971 compared to 1961.

— _ balu and Tawau of Sabah and Kuching, Sibu, and Miri of Sarawak), while the
remaining 84% of ion are thinly distributed over a large I
area.

12. There is no data on income distribution for East Malaysia. Employment
figures for 1960, however, broadly prove our point, In Sabah in spite of the
prominence of timber exports, only S% of the (otal labour force were
employed in this sector. However, some 75% were employed in all other
primary activities. A high proportion of labour force (44%) were found in the
ice sector. The situation was worse in Sarawak. In 1960, petroleum absorbed
only 0.5% and timber only 1.2% of total labour force, while 58% of labour
force were absorbed by the rice sector. The basic data on employment are from
L. W. Jones, Report on the Census of Population, 1960, Kuching, 1962. There
is yet another picce of evidence that can be produced in regard to income
disparity in Sarawak. The following table reflects the sectoral income dis-

parity.
Employment | Value Value
1960 Added Added
Industry 1961 per Worker*

Cooy_|(5'000) O}
Rice 169.7 22 130
Forestry and Logging 15 31 5.857
Other Agriculture and Fishing 62.0 132 2,129
Mining and Quarrying 24 34 14,167
Manufacturing 115 33 2,869
Construction 4.6 10 2,174
Others 40.6 147 3,621
Total 294.3 409 1,3%

Note:* The figures are useful only to bring out the disparities in the value added per
worker by sector. The estimates have an unknown margin of error because
employment data are for 1960 and value added data for 1961. The sectoral
value added data are from the Report on Gross Domestic Product and Gross
Capital Formation for the Year 1961, Kuching, 1963. A table similar to the
one above may also be found in Malaysia — Sarawak, Development Plan,
1964 — 1968, Kuching, 1963, p. 17.

13. Constant price data are not available and because of paucity of sultable data,
no attempt has been made to compile the constant price series.
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This observation is valid, however, only with regard to the three broad
categories of economic activities — primary, secondary, and tertiary.
There could well have been intra-sectoral changes, evidence of which is
rather difficult to obtain. A few aspects of structural change within the
primary sector may be noted on the basis of data on production and ex-
ports.

Export of timber from Sabah increased by leaps and bounds during
the postwar period. In 1951 the timber export was 18,300 tons (of 50
cubic feet)." The figure for 1969 was a staggering 3.4 million tons. In
contrast, rubber exports stagnated during the postwar period up to
1967. An important reason for the ion is the fact that ing
with high yielding materials for 1961 — 69 showed a downward trend
for yearly figures on acreage new planted and the acreage replanted even
though there were marginal increases in the cumulated acreage under
high yielding materials. At the end of 1960, only 40 per cent of the total
acreage was planted with high yielding materials. At the end of 1969, of
the total acreage under rubber (261,000 acres) 62 per cent was planted
with high yielding materials. Improvement in rubber output and export
of recent years will therefore continue in future." As for other primary
sector activities, rice output fluctuated from year to year, but a
remarkable increase took place in oil palm production and export. Palm
oil exports started in 1963 with an export of only 56 tons, but by 1969,
25,500 tons were exported. Fisheries has been another growing
activity.”” We can thus summarize that currently the leading sectors of
Sabah are timber, oil palm, and fisheries. The important point to note is
that, in spite of the changes within the primary sector from time to time,
the sector as a whole has continued to be the growth leader."*

14, The data are from Annual Bulletin of Statistics, Sabah and Annual Bulletin of
Statistics, Sarawak, various issues,

It is not inappropriate to mention here the structure of land resources as it ex-
ists at present. OF the total area of 29,388 square miles, 10,633 square miles is
under “‘reserved forests” and 12,687 square miles is under “‘other state
foresis”. Of this 23,350 square miles forest area, 8,000 square miles is
classified as *‘inaccessible dipterocarp’’.

16.  Between 1955 and 1967 rubber exports fluctuated within the range 0f 19,000 10
23,000 tons. Exportsin 1968 and 1969 amounted to 24,500 and. 29,400 tons.
Fish catch increased from around 20,000 tons in the early 1960s to 34,000 tons
in 1969. :
If data at constant prices for sectoral G.D.P. were available, we would pro-
bably have found an increase in the percentage contribution from the primary
sector.
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The case of Sarawak in general is no different from Sabah even
though changes in the production structure are qualitatively different
from those of Sabah. Thus while the primary sector is always of impor-
tance, there have been considerable changes within the sector. These in-
clude the stagnation or reduction in output of rubber and bauxite,

TABLE 15
PERCENTAGE SECTORAL COMPOSITION OF G.D.P. AT FACTOR COST,
EAST MALAYSIA, 1961, 1967 - 71

Sector of Economic 1961 1970 | 1971
Activity

Primary 472 494
Secondary 10.1| 11.6
Tertiary 4.7 39.0
Total — All Sectors 100.0 | 100.0
G.D.P. at Factor Cost

($ Million) 1,668 | 1,810
Population ('000) 1,632 | 1,684
G.D.P. Per Capita (3) 1,022 {1,075

Sources:

(1) 196771: National Accounts, 19601968

() For 1961, the estimates are mere approximations supported by data in the
following sources:

(a) National Accounts, 1960~ 1966.

(b) Chen Fu-Sen, “The National Income of North Borneo, 1956 —1958"" (Ph.
D. diss., University of London, 1962), p. 230.

(©) Government of Sarawak, Report on Gross Domestic Product and Gross
Capital Formation for the Year 1961, Kuching, 1963.

From (a), we have the G.D.P. at market prices for Sabah and Sarawak. From
(b) and (¢) we have the composition of G.D.P. We have made minor ad-
justments (o arrive at G.D.P. at factor cost and its composition for 1961.

The population estimates are derived separately for Sabah and Sarawak and
(hen summed up. The estimates are based on the 1960 and 1970 Census popula-
lion totals and the derived inter-censal population growth rates. During
1960 70, Sabah's population growth rate was 3.72% per annum. Sarawak’s
was 2.76%. Both rates were geometric growth rates.

a3



TABLE 16

SECTORAL COMPOSITION OF G.D.P. AT 1959 FACTOR COST,
WEST MALAYSIA, 194771

Percentage of total G.D.P.

originating from:

Year Primary Secondary Tertiary
Sector Sector Sector
1947 494 6.4 4.2
1948 50.0 7.5 42.5
1949 514 72 41.4
1950 51.4 8.3 403
1951 49.9 8.3 41.8
1952 49.6 8.7 41.7
1953 48.3 83 434
1954 46.8 83 49
1955 52.9 9.5 37.6
1956 49.6 9.5 40.9
1957 49.8 9.2 41.0
1958 48.9 8.9 422
1959 48.6 9.2 422
1960 50.9 10.2 38.9
1961 48.0 10.1 419
1962 46.3 10.9 42.8
1963 45.5 11.2 433
1964 43.5 11.8 44.7
1965 43 123 434
1966 45.2 124 42.4
1967 453 129 41.8
1968 45.9 13.0 411
1969 46.0 12.8 41.2
1970 45.6 12.9 41.5
1971 45.0 13.2 41.8

Source: Rao, National Accounts, 1947~ 1971.
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sporadic or marginal improvements in the production of rice and pep-
per, gradual increase in output of timber, and a tremendous increase in
recent years (94 per cent during 1969/70 and 282 per cent during
1970/71) in the production of crude petroleum. Much of the recent
economic growth of Sarawak is attributable to timber and crude
petroleurn."”

Postwar Trends in Production Structure: West Malaysia
Data on the sectoral composition of G.D.P. for West Malaysia for
the 1947 — 71 period are given in Table 16. A summary of the produc-
tion structure for the two sub-periods 1947 —58 and 1959—71 is pro-
vided in Table 17. Compared to the first period, the share of the
primary sector in G.D.P. is smaller in the second period, and the share
of the secondary sector is larger. Rubber planting and mining, two tradi-
tional export activities, had relatively lower shares during 195971
than during 1947 —58. In the primary sector, activities other than rub-
ber planting and mining had & slightly higher share in G.D.P. during
1959—71 than during the earlier period. In recent years, timber, oil
palm and fishing have registered very high growth rates of output.® In
the secondary sector, manufacturing other than rubber processing and
construction improved their shares in G.D.P. during 195971 com-
pared to 1947 —58. The manufacturing sector received a *big push™ in
1958 with the inauguration of the Pioneer Industry policy. Under this
19. According Lo the estimates of G.D.P. at market prices for 1955 made by K.R.
Chou, the percentage contribution 10 G.D.P. of the then principal activities re

as follows:
Rubber 20
Rice [E]
Pepper 8
Timber 8
Petroleum 10
All Others _4
Total 100

There is no doubi that in more recent years timber and petroleum must have
contributed much higher percentages 10 G.D.P. The estimates of Chou are ap-
pended to T.H. Silcock, Fiscal Survey Report of Surawak, Kuching. 1956. The
appendix also contains rough and ready estimates of G.D.P. by three broad
sectors for 1947 through 1955. These show that in any year, about 70% of
G.D.P. is from the primary sector

20. The following growth rates computed at 1970 prices for the petiod 1966 - 70
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policy, industries qualified as ““pioneers” were accorded tax exemption
on profits for periods of between two and five years depending on the
Jevel of investment, were allowed duty-free import of necessary raw
materials in some cases, and were provided with tariff protection as and
when considered necessary. Incentives such as these, and prov\sxon of
infrastructure factilities (i i the developi of i

estates), contributed a great deal to the growth of the manufacturing
sector.

Changes in the production structure on an annual basis and with
references to the three broad sectors can be studied from Figure 2. The
overall upward trend in the percentage share of the secondary sector in
G.D.P. (at constant factor cost) and the overall downward trend in the
share of the primary sector are noticeable from the figure.”’ These trends
are broadly in line with the @ priori expectations on the pattern of

namely, the ing relative contribution to
G.D.P. of the primary sector and the i mr:reasmg relative contribution to
G.D.P. of the secondary sector as an economy progresses in terms of in-
come per capita.”

= — for the whole of Malaysia broadly illustrate our point:

Average Annual
Sector Growth Rate (%)
Rubber 6.9
Palm oil and kernels 241
Padi 6.0
Fish 82
Timber 127
Aggregate Agricultural Production Index 8.0

Source: Second Malaysia Plan, 1971 - 1975, p. 121.

~

The following are the simple lincar trends for the entire 25 years:

X, =515 - 02710 = —0.78)

X, = 6.5+ 0.271(r = 0.98)
where "'x, ** is the percentage share in G.D.P. of the primary sector,
{he percentage share in G.D.P. of the secondary sector and *1" is time.
The tertiary sector share has no clear trend, The linear trend has an 7"” of only
~0.01, and the value of intercept is approximately 42 indicating that secularly.
the tertiary sector share was constant at that level.

1S

22,

]
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Figure 2. Percentage Contribution to G.D.P. at Constant Prices, Primary,
Secondary, and Tertiary Sectors, West Malaysia, I 947 —71
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Analysis of P

An ic analysis of p ion structure® is an at-
tempt to arrive at a summary picture of the interrelationship between
the rates of growth of various economic activities and the rate of growth
of per capita income. Such a summarization helps greatly in
understanding the pattern of development over time and across space.
‘Among the various past contributions to the subject, the most notable
and often quoted works were those of H.B. Chenery and associates.*

TABLE 17
AVERAGE COMPOSITION OF G.D.P., WEST MALAYSIA, 1947-58,
195971

Average Percentage

Composition
Sector of Economic Activity of G.D.P. at
1959 Factor Cost

1957 -58(1959—71
Rubber Planting 269 | 222
Other Agriculture, Livestock, Forestry, and Fishing 17.2 18.9
Mining 5.7 52
PRIMARY SECTOR 49.8 | 463
Manufacturing: Rubber Processing 33 2.8
Manufacturing: Other than Rubber Processing 3.0 53
Construction 2.1 35
SECONDARY SECTOR 8.4 11.6
Utilities 1.2 1.8
Other Services 40.6 | 403
TERTIARY SECTOR 41.8 | 42,1
TOTAL 100.0 | 100.0

23. The results reported in this section have also appeared in the writer's

“‘Development Pattern of a Primary- Exporl—()nen(ad Economy: West
Malaysia's Postwar \ The ies 14, (1976):
37-46.

24. A recent study is H.B. Chenery and L. Taylor, “‘Development Patterns:
Among Countries and Over Time", Review of Economics and Statistics 4
(1968); 391—416. For other references, see the paper cited in footnote 23
above.
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One of the uses of the development pattern studies based on interna-
tional data is to obtain the expected characteristics of the economic
structure at different levels of per capita income. A tabulation giving
these characteristics obtained from multiple regressions on a sample of
100 countries is reported in a recent article of Chenery.” In column (2)
of Table 18, we present the expected pattern of output and labour force
composition as given by Chenery for a hypothetical economy with an
income per capita roughly comparable to that of West Malaysia in 1970.
The expected pattern obtained from regression equations is referred to

TABLE 18

STRUCTURAL CHARACTERISTICS OF A HYPOTHETICAL ECONOMY AT
G.N.P. PER CAPITA OF US$300 (CHENERY'S DATA) AND THE ACTUAL
CHARACTERISTICS OF THE WEST MALAYSIAN ECONOMY IN 1970

__,/4—‘,_#1’__
Expected or West
Structural Characteristics Normal* Mal?rsiaf
m @ (0]
e I
OUTPUT COMPOSITION
1. Primary share of G.D.P. (%) 30.4 36.2
2. Industry share of G.D.P. (%0) 23.1 18.5
3. Services share of G.D.P. ("0) 39.2 45.3
4. Utilities share of G.D.P. (%) 7.1 2.7
LABOUR FORCE
1. Primary labour as % of total
labour force
2. Industrial labour as % of total
3. Utilities and services labour
as % of total

I

Note: * The pattern relating to per capita income of USS300 at 1964 prices,
obtained from Chenery, ““Growth and Structural Change".

 Data relate to 1970.

o
25. H.B. Chenery, *‘Growth and Structural Change, Finance and Development
8,3(1971): 16-27.
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as “‘normal”’ by Chenery presumably to indicate that it is what one ex-
pects on the basis of international experience. In column (3) of the table,
the actual West Malaysian data for 1970 are given to facilitate com-
parison with the expected pattern.

We note from the table that the West Malaysian pattern is neither
very far from nor very close to the expected pattern. Given the primary
export orientation of the economy, there is little basis to expect its pat-
tern to fall exactly in line with an expected pattern derived from inter-
national experience. In fact, in their 1968 study, Chenery and Taylor
have classified development patterns into three types in relation to (1)
large countries, (2) small industry-oriented countries, and (3) small
primary export-oriented countries. With regard to the third category
Chenery and Taylor observe:

The countries oriented toward primary exports have a develop-
ment pattern that is notably different from the first two types. Pri-
mary production declines much more slowly and exceeds indus-
try up to an income level of nearly [U.S.] $800. The effects of rich
natural resources on the productive structure are illustrated in most
extreme form by Venezuela, Malaya and Iraq — the countries hav-
ing the highest indices of primary orientation.*

To serve as a bench-mark for our work, it is necessary to note some
of the results of the Chenery-Taylor study. For a comparative analysis
of time series and cross-section results the following equations were used
by them:

Cross-Section Dota (data of various countries)
logx, = o + Blogy + &logN. )

Time-Series Data (data of individual countries)
logx, = & + Blogy ?

where x, = share of sector / (primary and secondary) in G.D.P.
y = per capita G.N.P. (in 1960 US$)
N = population (in millions).
For the sake of convenience, the coefficient 3 in the above equations
may be called the sector share elasticity as it is equal to the following
ratio:

26. Chenery and Taylor, ‘‘Development Patterns™, p. 400.
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8 = Sector Share Elastict (% change in a sector’s share inG.D.P.)

o ity = (given % change in G.N.P. per capita)
In the Chenery-Taylor study, based on the sector share elasticity (8) ob-
tained from the second equation for each country, the median elasticity
was computed for comparison with the cross-section elasticity obtained
from the first equation. For small primary oriented countries the
estimates were as shown in Tabie 19. The secondary sector elasticity is
the same from time series as well as cross-section data. Thus a one per
cent increase in G.N.P. per capita is associated with a 0.34 per cent in-
crease in the percentage contribution to G.D.P. of the secondary sector.
The elasticity for primary sector differs between time-series and cross-
section data. Time-series elasticity indicates a faster decline in primary
sector share. No explanation was given by Chenery and Taylor for this
discrepancy. A simple explanation may be that since the countries are
primary oriented, the share of primary sector in G.D.P. when measured
at current prices declines faster due to secular decline in primary product
prices and the terms of trade turning in favour of the secondary sector
and against primary production.”” The cross-section elasticity is pro-
bably less influenced by such price variations.

We shall now pursue the Chenery-type econometric analysis of the
West Malaysian production structure. The regression equation to be
estimated is:

logx, = o + flogy
TABLE 19
SECTOR SHARE ELASTICITIES OF SMALL PRIMARY ORIENTED
COUNTRIES FROM CHENERY-TAYLOR STUDY

Note: * Includes ing and ion. In ed, the sector is
referred to as “‘industry”’.
Source: Chenery and Taylor, ‘Development Patterns”, p. 403.

e o

27. Chenery and Taylor do not explicitly state whether they have used sectoral
share data at current or constant prices. But, from the 1971 World Tables of
the 1,B.R.D., one would get the impression that current price data might have
been used. An earlier issue of the World Tables was the primary data source
for the Chenery-Taylor study.
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identical to equation (2) above where x; is the percentage share of a given
sector in G.D.P. at constant prices, y is G.N.P. per capita at constant
prices unless otherwise stated, and  is the sector share elasticity. The
objectives of our analysis may be explicitly stated as follows:

(1) In the situation of a primary export-oriented economy, what is the
appropriate independent variable y— per capita G.N.P. or per capita
G.N.L.?® (Note that per capita G.N.P. was used in the Chenery-Taylor
study.)

(2) How does the West Malaysian pattern compare with that of the
small primary oriented countries in general?

(3) Are there any significant differences in results if the data on sectoral
shares are at current and constant prices?

The First Question: In the situation of a primary export oriented.
economy, what is the appropriate independent variable — per capita
G.N.P. or per capita G.N.I.? Log-linear relations are estimated for the
primary, secondary, and tertiary sector shares in G.D.P. at 1959 prices
for West Malaysia on the basis of 1947 71 data. Two independent
variables have been used for each sector share regression equation. The
correlation coefficients may be considered first (Table 20). For the
period 1947 — 58, the correlation coefficients between the primary sec-
tor share and each of the independent variables, as well as the tertiary
sector share and each of the independent variables, are not statistically
significant. For the secondary sector share, even though the correlation
coefficients with each of the i variables are istically
significant, the coefficient is negalive (unacceptable @ prior) when the
independent variable is G.N.P. per capita, and is positive and relatively
higher when the independent variable is G.N.1. per capita. The second
“‘relationship’ is a better description of the growth pattern of the 1947
— 358 period. Du'ring this period, the average annual growth rate of
G.N.L. (4.9 per cent) was more than twice the average growth rate of
G.D.P. (2.2 per cent). The boost for the secondary sector share came,
during 1947 - 58, essentially from the increase in domestic demand
brought about by a relatively high rate of increase in purchasing power
which in turn came from favourable terms of trade. It is thus apparent
that the 1947 — 58 growih pattern is better described by G.N.I. per
capita variations (and not variations in G.N.P. per capita) and their ef-
fect on the secondary sector growth.

I
28, G.N.L refers 1o gross national income which is G.N.P.. adjusted for the effect

of terms of trade.
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During 1959 - 71, the primary sector was favourably influenced by
productivity improvements. The secondary sector became at least
ly outward-looking. N ing exports ituted less
than 4 per cent of total merchandise exports in 1960; but their share in-,
creased to 12.5 per cent in 1967, an indication of the change from an
inward-looking to an outward-looking strategy of growth of manufac-
turing. The growth pattern thus differs between 194758 and
1959 —71. The correlations between the primary share and G.N.P. per
capita and the primary share and G.N.1. per capita (Table 20) do not
differ much during 1959 =71. Similarly there is only marginal difference
between the two correlations with reference to the secondary share.
These results show that from the point of view of the strength of the
correlation coefficients, one can use either G.N.P. per capita or G.N.I.
per capita as the independent variable. There is, however, the need to
recognize that G.N.1. per capita rather than G.N.P, per capita portrays
purchasing power and influences demand. On this score, one may con-
sider G.N.I. per capita as the appropriate independent variable even if
the correlations are slightly higher between sector shares and G.N.P. per
capita. In conclusion, it may be stated that in respect of the study of
development patterns of primary export-oriented economigs, it is useful
{0 consider both the variations in G.N.P. per capita as well as G.N.L
per capita in relation to structural changes.

TABLE 20
CORRELATIONS BETWEEN LOG x; AND TWO VARIANTS OF LOGy.
1947 58, 1959~ 71

Correlation Coefficients
194758 195971

Dependent Variable:
Logx;

Independent
Variable: Logy

—0.2626* —0.6928
0.1465* —0.6278

G.N.P: per capita
G.N.L. per capita

Primary Sector

Secondary Sector G.N.P. percapita | —0.5472 0.9403
G.N.I. per capita 0.709 0.9071
Tertiary Sector G.N.P. per capita 0.4919*  0.1018*

G.N.I. percapita | —0.4607* 0.0336*

Note: * Not statistically significant at 5% level.
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The Second Question: How does the West Malaysian pattern com-
pare with that of the small primary oriented countries in general? In the
Chenery-Taylor study, it was found that a one per cent increase in
G.N.P. per capita in the small primary oriented countries is associated
with a reduction in the prifary sector share by 0.37 to 0.55 per cent.
The first figure was obtained from cross-section data and the second
was the median elasticity from time series analysis of various countries.
The primary sector elasticity we obtained for West Malaysia for the
1959—71 period was —0.21, less than the Chenery-Taylor estimate.”
The secondary sector elasticity in the Chenery-Taylor study was 0.34,
the same for cross-section and time-series regressions. For West
Malaysia, we obtained a secondary sector share elasticity of 0.79 on the
basis of G.N.P. per capita and 1.24 on the basis of G.N.I. per capita.
‘West Malaysian secondary sector elasticity is considerably high, and it
simply shows that primary export orientation and continuation of
primary export growth need not stand in the way of secondary sector ex-
pansion.

The Third Question: Are there any significant differences in results if
the data on sectoral shares are at current and constant prices? West
Malaysian sectoral shares used by us were derived from sectoral and
total G.D.P. at constant prices. In the Chenery-Taylor study, while
G.N.P. per capita was taken at constant prices, sectoral shares were
(most probably) from current price data. Our third question therefore is
concerned with the effect, if any, of price changes on the sector share
elasticities.® The problem is of special significance in view of the oft-
noted fluctuations in the prices of primary commodities (such as rubber
and tin in the specific context of West Malaysia). For an insight into the
problem, we compute the relevant regression equations using sectoral
shares data for 1960—71 at current and constant prices. The results in
Table 21 clearly show that the current price data give an upward bias to
the regression coefficients. While the extent of bias may not be signifi-

29. The elasticity of —0.21 was obtained on the basis of G.N.P. per capita as the
independent variable. With G.N.L. per capita, the primary sector elasticity was
-0.31.

30. Kuznets in his Modern Economic Growth did recognize the problem. He says,
““For the few countries for which we have shares in totals in both current and
constant prices (Denmark, the United States, Canada, and Australia), the
trends for the long peridds covered in the two sets do not differ sufficiently to
affect our broad conclusions."” (pp. 95— 96) The observation of Kuznets may
not hold for primary oriented countries.
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TABLE 21
REGRESSION RESULTS FROM CURRENT PRICE AND CONSTANT PRICE
DATA ON SECTORAL SHARES, WESTMALAYSIA. 196071

Constant Price Data

Correlation
Cocefficient Coefficient

Current Price Data

Correlation
Cocfficient Coefficient

Sector Share

-0.7657  —0.9571 —-0.2046 —0.6279
Secondary Share 1.3398 0.9714 0.7176 0.9213
Tertiary Share 0.2464 0.8223 0.0387 0.1381

Note: Regression of log of sector share on log of G.N.P. per cavila.

cant for each and every country, it is likely to be important in the con-
text of primary export-oriented countries.

Apart from the answers t0 the specific questions raised, it is apt to
note the important conclusions arising out of the above analysis regar-
ding the development pattern of the West Malaysian economy. The ex-
istence of a large primary sector and its extreme linkage with export de-
mand imply that (1) the primary sector has to maintain a certain tempo
of growth since through the sector the majority have to “earn” the
livelihood — the primary sector share in G.D.P, cannot, therefore,
decline too fast; (2) export orientation exposes the economy 10 terms of
trade fluctuations, with consequences on domestic demand and hence
inward-looking industrialization may be subject to unsteady growth;
and (3) a policy of outward-looking industrialization alone makes sense
right from the start for small primary export-oriented countries.

Functional Distribution of Income: Trends in West Malaysia

By the term “functional distribution of income”', we refer to the
distribution of national income between wages and salaries on the one
hand and “property income” on the other. *“Property income®” as used
here includes dividends, interest, rent (actual and imputed), and net cor-
porate profits di ividends). In several Joped countries,
historical series on the share of wages and salaries in national income
showed an upward trend.”!

-
31, Kuznets. Modern Economic Growth, p. 183, For the purpose of illustration,
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An increasing share of wages and salaries in total income could lead
to a reduction in the inequality of total income distribution. This effect
is due to the fact that generally property income is more unequally
distributed than wage and salary income. In relation to the functional

—— we give the following data for the postwar period from the LB.R.D.,
World Tables, 1971 on the percentage share of wages and salaries in national
income in the developed countries that currently enjoy a G.N.P. per capita
above US$1,000.

Percentage Sharc of Wages and
Salaries in National Income in
Country
1950 1955 1960 1965 196801
1969

Australia 51 613 645 6.6 647
Austria 554 S84 595 649 686
Belgium 53.7 533 571 61.2 63.0
Canada 623 662 686 691 7.2
Denmark 530 5716 519 63 67.7
Finland $83 560 567 6L9 647
France 22 512 s12 62 623
Germany, Fed. Rep. of 589  S88 608 654 645
Japan 372 498 511 56.1 537
Luxembourg 59.2 56.4 58.5 66.2 n.a

Netherlands 554 36 s66 637 659
New Zealand 464 57.0 S8l $9.6 635
Norway 569 598 652 65 68.2
Sweden s68 623 627 678 721
Switzerland 60.8 60.3 60.7 64.0 62.8
United Kingdom 707 725 726 740 755
United States 636 612 709 699 719

32. “The secular growth of labour’s share, which tends to be more equally
distributed among persons than that of profits or property, has undoubtedly
worked to reduce overall inequality of personal income.” T. Paul Schultz,
*Secular Trends and Cyclical Behaviour of Income Distribution in the United
States, 1944 — 1965", in Six Papers on the Size Distribution of Wealth and In-
come, ed. Lee Soltow (New York: National Bureau of Economic Rescarch,
1969), p. 83. That there is a reduction in income incquality in the advanced
countries during the twentieth century has been observed by Kuznets in several
of his studies. Special reference may be made (o *“*Economic Growth and In-
come Inequality”, American Economic Review, March 1955 and “Quan-
titative Aspects of the Economic Growth of Nations: Part VII, DI'!ldhuﬁon of
Income by Size"", Ecanomic Development and Cultural Change, Jan. 1963.



TABLE 22

SHARE OF WAGES AND SALARIES IN NATIONAL INCOME, G.N.P, PER
CAPITA, AND THE SHARE OF AGRICULTURE IN G.D.P., DATA FOR 47
COUNTRIES, 1967 OR 1968

“ Share of Wages G.N.P. Per Shareof Agri-
and Salariesin ~ Capitain culturein G.D.P

S.No. Country National Income 1964

(%) (Us$) ()
1 Thailand 28.1 130 35.6
2 Uganda 29.7 101 521
3 Papua-New Guinea 32.7 189 66.1
4 Mexico 375 464 12.9
5 Korea, Republic of 379 159 323
6 lvory Coast 394 200 382
7 Greece 40.2 663 21.2
8 Paraguay 43.5 200 325
9  Bolivia 43.8 138 19.2
10 Colombia 43.9 238 30.6
11 Ceylon 46.3 155 38.8
12 Taiwan 49.7 242 231
13 West Malaysia 49.7 297 29.7
14 Honduras 50.3 29 36.6
15 Mala 522 568 73
16 Costa Rica 525 403 23.8
17 Equador 53.7 200 316
18 Japan 53.7 1,096 10.1
19 Zambia 55.5 206 7.9
20 Ttaly 56.6 1,100 11.1
21 Venezuela 57.0 842 7.2
22 Spain 57.9 650 16.3
23 Mauritius 58.7 203 23

Source: 1.B.R.D.. World Tables, 1971.



TABLE 22 (cont.)

Share of Wages G.N.P. Per 8iare of Agri-
S.No. Country and Salariesin ~ Capita culture in G.D.P.
National Income  in 1964

(%) (US$) (%)
% Barbados 60.0 398 26.0
25 Rhodesia 61.0 214 15.8
26 Ireland 61.0 900 19.7
27 Jamaica 61.8 413 10.2
28 France 62.3 1,954 8.0
29 Upper Volta 62,9 48 317
30 Nicaragua 62.9 337 30.2
31 South Africa 63.0 580 9.8
32 Belgium 63.0 1,614 5.4
33 New Zealand 63.5 1,739 154
34 Guyana 64.2 276 21.0
35 Germany, Fed. Rep. of] 64.5 1,750 4.0
36 Finland 64.7 1,532 153
37 Australia 65.4 1,855 83
38 Netherlands 65.9 1,437 72
39 Norway 68.2 1,777 6.8
40 Austria 68.6 1,174 8.9
41 Canada 71.2 2,191 5.9
42 United States 7.9 3,541 29
43 Puerto Rico 72.1 1,192 54
4 Sweden 72.1 2,331 6.0
45 United Kingdom 75.5 1,599 31
46 Liberia 7.7 188 226
47 Panama 82.4 533 244
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distribution in West Malaysia, we wish to assess its current position
compared to other countries and changes that have occurred during the
postwar period. From now on we use the simple term *“‘wage share” to
denote the share of wages and salaries in national income.

The latest year for which wage share can be computed for West
Malaysia is 1968. In that year the share was 49.7 per cent. To know how
this compares with the wage share in other countries, we have assembled
in Table 22 data for 47 countries. The data are 1aken from the World
Tables, 1971 issued by the Economic Programs Department of the
World Bank. The lowest wage share of 28 per cent was that of
Thailand. In most of the advanced countries the share ranged from 60
to 75 per cent. Among the 47 countries, the share of wages and salaries
in national income of 13 countries was less than 50 per cent; and in the
remaining 23 countries, it was higher. In Table 22 the 47 countries are
arranged in the ascending order of the wage share and West Malaysia
ranks thirteenth in the list.

For the 47 countries listed in Table 22, in addition to wage share data
are also given on the per capita G.N.P. at factor cost in 1964 U.S. dol-
lars. For explorative interest, we may attempt (o explain the internatio-
nal variation in the wage share by the variation in the levels of G.N.P.
per capita. The following simple log-linear regression equation is
obtained:  log w = 135 + 0.14log y (r = 0.59)
where w is the share of wages and salaries in national income and y is
G.N.P. per capita. The equation indicates that a one per cent increase in
G.N.P. per capita is associated with a 0.14 per cent increase in the wage
share. In other words, for the share of wages in national income to in-
crease by 2 per cent, — for example, from 50 to 51 — the associated in-
crease in G.N.P. per capita will have to be of the order of 14 per cent.
This is enough to show that it is generally not possible to achieve a
noticeable increase in the wage share during a short span of time.

For the relationship between log w and log y given above, we have
obtained a correlation coefficient of 0.59. The square of the correlation
coefficient which in our case approximates to 36 per cent indicates the
extent to which the variation across countries in log w is explained by the
variation in log y. Since the variation in income per capita has explained
only 36 per cent of the variation in the wage share, we may try one more
relationship, this time between log w and log x, where w is the wage
share and x, is the percentage share of the agricultural sector in G.D.P.
The variable x, reflects both the variation in per capita income and the
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associated change in economic structure, The data on X, is also given
for the 47 countries in Table 22. We have obtained the following
regression equation:
logw = 1.98 — 0.20log x, (r = —0.63).

The equation implies that a one per cent decline in the share of
agriculture in G.D.P. is associated with a 0.2 per cent increase in the
wage share. In general, just as structural change requires a long period
of time, the increase in wage share also takes a long period of time.

In the case of the above relationship between log w and log y, the
square of the ing coefficient is i 40 per cent. This is
almost as low as the 36 per cent observed in the case of the relationship
between log w and log y. It is thus necessary to note that economic
growth (increase in y) and structural change (decline in x, alone cannot
satisfactorily explain the variation in the wage share. This statement can
be further elucidated as follows. If the wage share in a given economic
activity is the same across countries, then we are Justified in stating that
structural change is the most important cause of the changes in wage
share, since the overall economy wage share is weighted average of the
individual sector shares.” However, even in the same economic ac-
tivities, the wage share may not be the same across countries due to dif-
ferences in relative prices of factors of production and differences in
capital intensity of production. Moreover countries with different
natural endowments specialize in different products with the result that
it is often not possible to make a realistic comparison of wage share by
broad sectors of activities. For instance, the wage share in rice sector
may be lower in country A than country B simply because country A
uses a relatively more capital-intensive method of production. A similar
explanation is difficult if country A produces rice and country B pro-
duces rubber.

To illustrate the wage share differences by sector, we put together in
Table 23 the data available for six ECAFE countries. As an example of
the wage share differences due to differences in product, we may note

33, We can write the wage share in national income as equal to:

Ewx,
where w, = share of wages in income for sector i;

X, = share of sector  income in total national income.
1f w, were 10 be the same across countries, then the international variation in
the wage share is explained by changes in economic structure represented by
changes inx,
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that the relatively higher wage share (70 per cent or more) in the mining
sector in Japan, Korea, and New Zealand is associated with the impor-
tance of coal mining and gold mining in mining production of these
countries. In contrast, the relatively low wage share in the mining sector
of West Malaysia is associated with the predominance of tin mining in
‘West Malaysian mineral production. (Our objective here is just to note
that the products differ rather than to pin-point the reasons for the
higher wage share in coal mining and the lower wage share in tin min-
ing.) The evidence on wage share differentials by sectors and countries
in Table 23 is at best useful to point out that no simple generalizations
can be made about the causes of wage share disparities across countries.
While economic structure is an important source of wage share differen-
tials, the causes of differentials arise due to several associated factors at
work, notably the nature of products, the relative scarcity of labour
compared to other factors of production, the capital intensity of pro-
duction, the technological alternatives available, and so on — all of
which are different aspects of economic organization.

‘We now turn to an examination of recent trends in the wage share in
West Malaysia. The percentage share of wages and salaries in G.D.P.at
factor cost (at current prices) is given in Table 24 for the period
1955 67. The percentage shares are also shown in the top panel of
Figure 3. Even though the wage share has increased from 39.7 per cent
in 1955 to 45.7 per cent in 1968, we are inclined to feel that much of this
increase is a part of the anti-cyclical behaviour of the wage share.* As
may be noted from panels A and B of Figure 3 the changes in wage
share are generally in the opposite direction of changes in the export
price index. Hence, we cannot firmly conclude that the wage share is on
astable increasing trend.”

34, Labour's share in the short run has an ani yclical behaviour. A detailed
discussion of this and other aspects are covered in Tibor Scitovsky, A Survey
of Some Theories of Income Distribution’", in The Behaviour of Income
Shares (Princeton, N.J.: Princeton University Press for the National Bureau of
Economic Research, 1964), pp. 15-31.

35. Asa matter of fact, it is not right to expect relatively significant rrends in the
functional distribution of income during periods of ten or fifteen years.
However, the impetus to an upward change in the wage share in a primary
export-oriented economy like Malaysia may largely come from a possible long-
run tendency for the terms of trade to be unfavourable to the primary export
sector and the prospective changes in economic structure necessitated by such a
(endency. We may note in this connection that the economic theory relating o
functional distribution of income has been mostly developed in relation to
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Figure 3. Wage Share in G.D.P. and Export Price Index, West Malaysia, 195568
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Trends in Empl and Sectoral P

Changes in production structure are always associated with changes
in the allocation of resources. In the pre-modern times, the agricultural
sector of the presently developed countries absorbed more than half the
total labour force. The rate of absorption in these countries was less
than 20 per cent in the 1950s. More up-to-date information on per

TABLE 24
FUNCTIONAL DISTRIBUTION OF INCOME, WEST MALAYSIA, 1955 - 68
Percentage Share of Wages
Year and salaries in G.D.P. at
Current Prices
1955 39.7
1956 41.3
1957 2.7
1958 4.3
1959 41.0
1960 41.5
1961 41.6
1962 43.4
1963 43.5
1964 43.7
1965 43.8
1966 4.5
1967 45.4
1968 45.7

Sources: National Accounts, 1955 —1960.
National Accounts, 1960 — 1968.

— — “growth economics”” rather than *‘development economics’". This is the
impression one gets after consulting the theoretical literature on relative shares
— a recent comprehensive work being C.E. Ferguson, The Neoclassical Theory
of Production and Distribution (Cambridge: Cambridge University Press,
1969).

36. The rate of absorption was over 65% in the United States in 1840, Japan in
1872, and the Soviet Union in 1928. Kuznets, Modern Economic Growth, pp.
105-8.
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capita income and labour force composition is given in Table 25 for
selected countries. As we move down the income per capita scale, we
find that the agricultural sector absorption increases to 50 per cent or
more of the total labour force, manufacturing takes in less than 20 per
cent, leaving the rest to all other sectors.

Trends in sectoral composition of employment in West Malaysia may
be summarized on the basis of Table 26. The most notable changes in
the postwar period are: (1) a decline in the agricultural absorption from
65.1 per cent in 1947 to 49.4 per cent; (2) an increase in the manufactur-
ing absorption from 7.1 to 9.2 per cent; and (3) an increase in the ser-
vices sector absorption from 23.2 t0 35.7 per cent. The decline in the
agricultural absorption was due mainly to the relative decline in the ab-
sorption of rubber and rice sectors. In 1947 the two sectors together

TABLE 25
LEVEL OF PER CAPITA INCOME AND LABOUR FORCE STRUCTURE,
SELECTED COUNTRIES, 1969

Income Per
Capita (At
Factor Cost

Percentage of Labour Forcein

Country
Agri-  Manufac-  Others
culture turing
5 28 67

United States

Sweden 9 3l 60
France 16 29 55
New Zealand 13 28 59
Germany, Fed. Rep.

of 10 39 51
Japan 19 27 54
Yugoslavia 50 25 25
Chile 25 22 53
Korea, Rep. of 51 14 35
Philippines 56 12 2
Ceylon 50 12 38

Source: World Bank Group, Trends in Developing Countries, Table 2:8:
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contributed more than half of total West Malaysian employment. in
1967, their contribution declined t0 39 per cent.” The increase in the
employment contribution of the manufacturing sector was mainly the
result of adding new industries year after year, & topic that will be dealt
with in more detail in Chapter 4. With regard to the increase in the ab-
sorption of the services sector, the principal contributing activities to this
\rend were trade, transport, and government sectors. Their contribution
to total West Malaysian employment increased from 18 per cent in 1947
to 28 per cent in 1967.

From the available data on sectoral G.D.P. at constant factor cost
and the data on sectoral employment, we can attempt to trace the
postwar trends in average productivity defined as G.D.F'" per person
employed. At the outset, we wish to emphasize the limitations of data so
that the reader appreciates the rather tentative nature of our results. As
far as sectoral G.D.P. data at constant factor cost are concerned, the
most important point to note is that the data are not obtained by the
procedure of “‘double deflation”, that is, by deflating output and input
separately. In general, our data on sectoral G.D.P. at constant factor
cost refer to physical output, and not income in real terms. Thus an in-
crease in sectoral productivity (G.D.P. per employee) cannot be inter-
preted as an increase in income per person or increase in
economic welfare. With regard to data on sectoral employment, we
have summarized, in Appendix A, the differences in concepts and
definitions of the various censuses and surveys. Even though we have
taken the best available employment estimates, it is not at all possible to
assume that the estimates are extremely accurate and fully comparable.
Two simple examples will suffice. Firstly, the employment data for 1947
are based on the “‘gainful worker approach” and the data for 1957 and
later years are based on the “abour force approach”. Secondly, the
reference period and the timing of data collection differ from one en-
quiry to the other thus creating problems of comparability of data,
some of the problems being peculiar to agricultural countries.®

37, In absolute terms, employment in all the activities has increased during the

1od. The exception s the rice sector where employment has declined from

471,000 in 1947 to 370,000 in 1967. Data in absolute terms are given in the ap-
pendix to this chapter.

38, Commenting on the reduction in employment in the rice sector (padi cultiva-
tion) in 1957 compared to 1947, Mr. H. Fell, the superintendent of the 1957
Census wrote as follows: "In 1947 about 470,000 persons were recorded as
employed in padi cultivation. Ten years later the figure was 400,000, a drop of
70,000. 1s this a genuine fall or, bearing in mind that the 1947 and 1957 cen-
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It is also important to highlight another difficulty in the comparison
of average productivity measured as G.D.P. per employee. The inci-
dence of underemployment may differ across various economic acti-
vities” as well as over time in each activity. Due to lack of time-series
data on number of hours worked in each activity we compute only
G.D.P. per person and not the relatively more accurate productivity
measure of G.D.P. per man-hour.

Sectoral G.D.P. per employee (productivity) for various years during
the postwar period for West Malaysia is shown in Table 27. With regard
to all sectors productivity, the magnitude of increase was less during
1947-57 (from $1,848 to $2,101) than during the 1957 -70 period
($2,101 to $3,174). With regard to the producuvny by sectors, the mosl
notable increase occurred in the ng sector. F
declined in rubber planting during 1947— 62 but increased during

— — suses were held in different months, is it merely a seasonal phenomenon?
The evidence supports the latter.” H. Fell, /957 Population Census of the
Federation of Malaya, Report No. 14, p. 32.

39, The extent of labour force underutilization by sector in West Malaysia can be
gauged from the following data available for the year 1967.

Sector of Activity Percentage of Employed Persons
Working Less Than 25 Hours/ Week

Agricultural products requiring

substantial processing 14.0
Other agriculture, forestry, and
fishing 20.7
Mining and quarrying 42
Manufacturing 10.7
Construction 5.9
Utilities 0.6
Commerce 4.7
Transport, storage, and communications 28
Services 43
All Sectors 1.3

Source: Malaysia, Socio-Economic Sample Survey of Households, 1967~ 1968, p.
149,
The incidence of underemployment is much more in the agricultural sector
than in others. Thus the extent of sectoral productivity disparity will depend
also on the way productivity is measured — per person or per hour.
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1962~ 67 reflecting the effect of large-scale rubber replanting in the
estate sector in the years before 1962, the results of which can be obtain-
ed only after a gestation lag of some eight years. In view of the extension
of replanting to smallholder sector during the 1960—70 period, one
would expect a much higher increase in productivity in the rubber sector
in the years to come.* In the agricultural sector, aside from rubber plan-
ting, there was almost a threefold increase in productivity during
1947 — 67. One of the reasons, of course, was the decline in employment
in the rice sector which was either the result of reduction in disguised
unemployment or the result of inaccurate measurement. Besides, double
cropping, irrigation, and the use of modern inputs must have facilitated
the increase in productivity. The rapid growth of production in oil palm,
timber, and fisheries sectors also added to productivity growth in the
agricultural sector. Productivity in the mining sector more than doubled
during 1947 — 57 but stagnated in later years. As a matter of fact, the in-
crease during 1947—57 was merely a reflection of the postwar
reconstruction of the mining sector. The stagnation in later years was
due mainly to the dwindling iron ore output. Productivity in con-
struction increased during 1947 — 65 but not during 1965 —70. Produc-
tivity in the services sector has neither increased nor decreased in a con-
sistent manner. Productivity estimates of the construction and services
sectors are probably influenced by some errors of measurement.

Intersectoral productivity disparity may be assessed by computing the
coefficient of variation in the sectoral productivity data. The coefficients
of variation for the different years are as follows:

Year 1947 1957 1962 1965 1967 1970

Coefficient

of Variation: 0.53 0.65 074 055 052 042
For the purpose of computing the above coefficients, we have used the
all sectors productivity as the *‘mean”. In 1947, the economy had not
yet recovered from the aftermath of the Japanese Occupation. Produc-
tion and productivity were low in all the sectors and the coefficient of
variation was also relatively low. During 1947 - 62, productivity in-
creased in some sectors and declined in others, thus increasing inter-
sectoral disparity. The extent of disparity was less in recent years. These
statistical facts are of course subject to several limitations noted earlier.

40. ity here is used to refer 1o output per employed person. Trends in
productivity in the sense of output per acre need not necessarily conform to
trends in output per person.



3. Inter-Industry Structure and Structural Change

The principal mechanics of inter-industry analysis may be first sum-
marized as follows. The extent of inter-sectoral dependence within an
economy is represented by an input coefficient matrix, such as

I
1

A= |ad e
nle d

where I and 11 are two sectors of activity, @ is the input from sector 1 per
unit of sector I output, b is the input from sector II per unit of sector |
output, ¢ is the input from sector T per unit of sector Il output and dis
the input from sector II per unit of sector 11 output. On the basis of the
A matrix, we can compute the Leontief inverse

- Ay = [n r]
q s

from which we can find the total output requirements by sector for a
given final demand schedule.! If, for example, the final demand of sec-
tor 1 for export (or consumption or investment) is one unit, this would
require p units of sector T output and g units of sector IT output.

Substantial portions of this chapter have already appeared in the author
“Inter-Sectoral Relationship and Structural Change in West Malaysia,
1960 — 67", Malayan Economic Review, Oct. 1972, pp. 40—65.

1. The proposition may be explained with reference to a simple input-output coef-

ficient matrix,
a=la 0
0 b

_a-t= |- 0
-4 [n l/(l-b)]

62

for which we have
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For demonstrating the significance of the study of inter-industry
structure, we consider the structures of three types of hypothetical
economies: (1) an extreme case of an entrepot economy; (2) an extreme
case of an open dualistic economy; and (3) a general developing
economy. For the extreme case of an entrepot economy, we assume that
the imported goods are handcd over to the final buyers without any ad-
ditional p! ing, or even The value added is
simply the mark-up added to the value of imports. I we assume that the
entrepot handles the products of only two sectors, the input-coefficient
‘matrix will be of the form:

> ]

0 0

which states that there is no intra-sectoral and inter-sectoral dependence.
The extreme case of an open dualistic economy also has two sectors:

an export sector which produces for the world market, and a sector

which caters to the domestic market. We assume that there is no inter-

sectoral but there is intra-sectoral di that is, each

sector requires a portion of its own output in the production process,

but does not require output from the other sector. The input coefficient

matric here is of the type:

a 0

0 b
50 that there is a difference in the structure compared to the earlier ex-
treme case of an entrepot.

— — 1/(1 - a) signifies the output required from the first sector to mect a unit

of final demand on the sector. The amount 1/(1 - a) is derived as follows:
output for final demand = |
input for producing | «
input for producinga = @
input for producinga® =«

inpul for producinga” ' = 4

Totaloutput = | + a + @ + ... +a"

This sum to infinity equals 1/(1 —a) for0 < ¢ < I

For any given economy, the basic input-output relations are:

MX=AX+D

Q@ X(I-A4)=D

GX=¢-A)'D
where X is the vector of sectoral outputs, A4 is the input coefficient matrix, D is
the vector of sectoral final demands and / is the unit matrix.
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For the third case of a general developing economy, We assume both
intra- and inter-sectoral dependence. The input-coefficient matrix is of

the form
a m
n b

which is different from the one mentioned for the case of an open
dualistic economy.

The important point s to know the implications of the three different
structures. It 1S intuitively clear that as we move from no
i d to full i ds we find that the impact of 2
unit of final demand on domestic production increases. This is il-
lustrated by the numerical examples of Table 28. In the examples, we
assume that the only difference in the three economies considered is in
their inter-industry structure, all other things remaining the same (forin-
stance, the wage rates, the production sectors I and II, the production
processes, etc.). It is assumed that the three economies face an identical
set of prices. From the table, we find that the impact of a unit final de-
mand for the output of sector 1 differs in the three economies. In the en-
trepot economy a unit of final demand will simply require the unit to be
supplied — since the economy has no production activity. In the
open dualistic economy, there is production activity, though it is limited
10 two independent sectors. In the third case of & developing economy,
there is interdependence between the sectors so that meeting the
for the output of sector 1 requires the output of both sector I and sector

1L

1t is clear from our hypothetical examples that the extent of sectoral
interdependence is an important factor in determining the state of
development and the potential for further development of an economy.
The study of structural change, in terms of changing inter-sectoral rela-
tionships within an economy is an important supplement to the study of
structural change with reference to the sectoral composition of G.D.P.
because changes in sectoral composition of G.D.P. may not always
represent a change in the inter-industry structure. Thus, for instance,
given the inter-industry structure, if demand grows at different rates for
two sectors within an economy, total output and hence value added by
the sectors will also grow at different rates. Hengce sectoral composition
of G.D.P. may differ from time to time, depending ont the differences in
the sectoral growth rates of demand. Such a change in composition of
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G.D.P. need not necessarily mean a change in inter-industry structure.®

In the previous chapter, we noted the elements of the Malaysian
economic structure and traced the essentials of postwar structural
change on the basis of sectoral composition of G.D.P. In this chapter,
we shall assess the economy’s structure with the aid of input-output
analysis. The analysis is based on data for 1960 —67.

Inter-Industry Transactions Data, West Malaysia, 1960 —1967

There are no inter-industry tables for Malaysia as a whole. The
Department of Statistics of the Government of Malaysia has so far
published two sets of tables for West Malaysia, one for 1960 and the
other for 1965.° In these tables, all transactions are valued at prices
received by producers. For the purpose of detailed analysis of structural
change, we have prepared eight transactions tables covering the years
1960 through 1967. The basic data were collected from the unpublished
national accounts work-sheets of the Department of Statistics.

For each of the years 1960 — 67, detailed inter-industry tables were
first prepared on the basis of 70 to 72 production sectors. These were
then condensed into tables having 29 production sectors and a residual
sector. The system of aggregation was on the same lines as the tables
published by the Department of Statistics for the years 1960 and 1965.*

Even at the 30 by 30 sectors Jevel, the number of empty cells in the
{ransactions tables was quite large. For instance, in the 1966 table, out
of the 900 cells some 786 were empty. While part of these could be ex-
plained by ““Jack of knowledge”’ on the distribution of the “residual sec-
tor”, it was felt that for facilitating temporal comparison as well as ease
of computations, the 30 by 30 tables could be further condensed. This
second stage of aggregation was undertaken to reflect, firstly, the @
priori structural facts of the ‘West Malaysian economy; secondly, the
usual grouping of economic sectors into primary, secondary, and ter-

the writer's

2. The proof of this proposition for a two-sector economy
paper, “Inter-Sectoral Relationship and Structural Change”".

3. National Accounts of the States of Malaya, 1955—1961 (Depariment of
Suatistics. States of Malaya, Kuala Lumpur); West Malaysia Inier-Indusiry Ac-
counts, 1965 (Department of Statistics, Malaysia, Kuala Lumpur).

4. The method of preparing the tables, the description of sectors of economic &c-
tivities, and the details of valuation of output ar¢ all contained in the two
publications of the Department of Stati: cited in the footnote above.
Unless explicitly stated to the contrary, it should be understood that the data
processing procedures behind our tabulations are similar to those of the 1960
and 1965 tables.
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tiary; and thirdly, the practice of distinguishing consumer goods and
services from others. This aggregation scheme that divided the economy
into eight production sectors is explained below.

1. Primary 1 or P1 Sector which produces goods mostly for domestic
use (both consumption and intermediary). Included are agriculture
(other than rubber planting), livestock, forestry, and fisheries.

2. Primary 2 or P2 Sector which may be broadly defined as the ex-
port sector. Rubber planting and mining are included as also rubber
processing and basic metals industry.

3. Secondary 1 or S1 Sector which includes manufacturing industries
that basically produce consumer goods. The sector consists of Food,
Beverages, Tobacco, Textiles, Footwear, Furniture and Fixtures,
Leather Products, Rubber Products, and Miscellaneous Manufactur-
ng.

g4. Secondary 2 or S2 Sector which includes those industries that
generally produce intermediate and investment goods. The following in-
dustries are included: Wood and Cork, Paper and Paper Products,
Printing and Publishing, Chemical Products, Non-metallic Mineral
Products, Metal Products, Machinery, Transport Equipment, and
Petroleum Products.

5. Secondary 3 or 83 Sector which is the ““construction” industry.

6. Tertiary 1 or T1 Sector which includes all services of a “‘consump-
tion” nature. These activities are: Government Administration,

Defence, ion, Health, Other F i and Personal Services,
and Ownership of Dwellings.

7. Tertiary 2 or T2 Sector which includes Utilities, Transport,
Storage, C¢ icati Banking, and Real Estate Ser-
vices.

8. Tertiary 3 or T3 Sector which is “‘wholesale and retail trade”,

The transactions tables compiled on the basis of the eight production
sectors and an unspecified or “‘residual’ sector are given in Appen-
dix B. The sectoral value added data given in these tables are com-
parable with the data published by the Department of Statistics in their
National Accounts of West Malaysia, 1960 — 1966.* The tables given in
the appendix for 1960 and 1965 are not fully comparable with the
already published transactions tables for the two years. The main dif-

5. Thus the sectoral value added data in Appendix B are not comparable with
those in the National Accounts, 1960 — 68.
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ference will be in the distributive trade and the residual sector alloca-
tions. The general basis for obtaining the allocations (the row) of the
residual sector is as follows: on the one hand, we have the G.D.P. at
factor cost as equal to
C+I1+G+X-M-T

where Cis ion, /i i Gis g
X is export, M is import, and T is indirect tax net of subsidies; on the
other hand, we have, for each sector and for the economy, the equality
between value added and the value of output less the value of input.
Prior knowledge, therefore, of C, I, G, X, M, and T on the one hand
and the sectoral value added at factor cost and at market prices, sectoral
output, and the allocations of imports on the other hand will altogether
determine consistently the allocations of the residual sector. The residual
sector, as may be seen from the tables in Appendix B, is just as pro-
minent as some of the other production sectors. This large residual sec-
tor is the result of our ignorance as to the destination of part of
domestically produced goods and services as also a good part of the im-
ported inputs. The existence of such a large residual sector is an impor-
tant limitation of the tables and analyses based on them.®

Apart from the a priori considerations mentioned above in favour of
our aggregation scheme, a brief empirical exercise may also be con-
ducted to see whether the aggregation scheme is acceptable from the
point of view of structural analysis.” The exercise makes use of a com-
parison of output projections on the basis of a disaggregated model with
output projections from an aggregated model. ECAFE has published

6. ltmay be noted that the residual sector's contribution was ‘mostly intermediate
goods and services. It also takes care of the ustatistical discrepancy” usual in
national income accounting.

7. Several authors have considered the problem of agaregation in the context of
input-output tables. The rule of aggregation should be such as not (o create any
artificial instability in input-output coefficients. Some of the methods ad-
vanced are found, for instance, in M. Mukherjee, “‘A Method of Aggregating
Sectorsin an Industry Ti ions Table™, The ic Annual of
“he Indian Economic Journai 17, 6 (1970); and the paper by Kossov in Con-
sributions 1o Input— Output Analysis, ed. A.P. Carter and A. Brody, Pro-
ceedings of the Fourth International Conference on Input-Output Techniques,
Geneva, 1968 (Amsterdam: North-Holland Publishing Co., 1970). In the intro-
duction to this volume, on page 5, P.N. Mathur notes, “{ is becoming clear
that letel: i method of ion can be developed except
for special cases, where two rows or two columns of the input —output matrix
are pi ional, or where id ing a sector whose products are

utilized only for intermediate demand, withall of its customers™'.
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the output projections for 1970 on the basis of a 25 sector input-output
table for 1965 and on the basis of projected final demand by sector for
1970.» ECAFE’s projected final demand and projected output by sector
can be reclassified into our nine sectors. Using the final demand for the
nine sectors and our nine sector input-output tables, we can project sec-
toral output. The two sets of projections, set out in Table 29, do not dif-
fer very much except in the case of wholesale and retail trade sector
(sector T3). This is because the row “wholesale and retail trade” in the
published table for 1965 which ECAFE has used differs from the row in
our table.”

Inter-Sectoral Relationship in a Two-Sector Model

One of the essential features of economic development is the chang-
ing inter-sectoral relationship between the agricultural and non-
agricultural sectors, As a prelude to our analysis of such interrelation-
ship in the West Malaysian economy, we shall first refer briefly to the
observations of Karl A. Fox on the United States economy and of J.K.
Sengupta on the Indian economy."

From the 1947 input-output table for the United States, Fox con-
structs a two-sector table. The two sectors are designated *“Agricultural
Complex”” and ““All Other Industries”. In the agricultural complex are
included livestock products, crops, food processing, and fibre pro-

8. ECAFE, United Nations, “Sectoral Output and Employment Projections for
Malaysia: 1970 1980", in Sectoral Output and Employment Projections for
the Second D Decade, ing Techniques
Series No. 8, Bangkok, 1970, pp. 186 —209. Given the input coefficient matrix
as A and final demand vector as D gross output is obtained from

X=(-4)"'D
If D refers to a future date the assumption that A is invariant over time is
implied.

9. The difference arises because the row “wholesale and retail trade” in the
published table includes import dutics which are shown separately under a col-
umn “import trade”, Imports in turn are shown at market prices. In our table,
due to data limitations, import duty is allocated to the various production sec-
tors just as any other input and imports are shown at c.i.f. value. These dif-
ferences in one row also influence the inverse matrices and thus account not
only for the variations in the projections for the T3 sector but also for the
variations in other sectors.

10. Karl A. Fox, “The Food and Agricultural Sectors in Advanced Economies™,
in Structural and Economic ed. Tibor Barna,
Proceedings of an International Conference on Input-Output Techniques,
Geneva, Sept. 1961 (London: Macmillan, 1963); J.K. Sengupta, *Models of
Agriculture and Industry in Less Developed Economies"”, ibid.




TABLE 29
PROJECTED GROSS OUTPUT BY SECTOR FOR 1970 AT 1965 PRICES IN

MILLIONS OF DOLLARS

ECAFE Projection Projection
Basedon25 x 25 | Basedon9 x 9 | Percentage
Input-Output fnput-Output | Deviation

Sector*
Table Table'

Note *P1, P2, ... T3 refer to production sectors, R is the residual sector.
1 The table for 1965 in Appendix B.

cessing. All other production activities are included in the second sector.
From the basic 2 by 2 input-coefficient matrix, the following Leontief

inverse is obtained:

17811 0.0521
- =
03649 16314
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The above matrix indicates that if the agricultural complex were to
deliver an extra dollar of output for final demand, this would call for 36
cents of output of all other industries. If, however, all other industries
were to deliver a dollar of output for final demand, agricultural complex
would have to produce only 5 cents worth of output. In sharp contrast
to the U.S. structure is the Indian structure. The appropriate inverse
matrix for India for the year 1960/61, once again considering the
agricultural complex and the other industries, is as follows:
[ 1293 0215 ]
u-Aay=
0.051 1311

In the case of India, an increase in the final demand for the output of
the agricultural complex by a rupee would only call for a small increase
in other industries’ output. Industry, however, depends relatively more
on agriculture. Sengupta observed:

As the process of i the sector

the Agricultural Complex is expected to increase its use of inputs

from the Industrial Complex (e.g., more extensive use of fertilizers,

mechanical power and nutrients), whereas the Industrial Complex

is likely to use a lesser proportion of inputs from the Agricultural

Complex."!

For analysing structural change in West Malaysia on the basis of a
two-sector model, we identify the two sectors as primary and non-
primary. The primary sector includes the P1 and P2 sectors defined
earlier. The non-primary sector includes all other activities.” Since the
P2 sector includes rubber processing and metal manufacturing, the
primary sector defined here is broadly consistent with the concept of the
“agricultural complex”” in the earlier studies. The idea is to include the
agricultural and mineral processing industries along with their
“mother” industries, namely, agriculture and mining.

In terms of the primary and non-primary sectors, the first aspect that
‘may be considered is how much of the total output of each sector is go-
ing for final demand and how much is contributed for intermediate de-

11, Sengupta, ““Models of Agriculture and Industry”, p. 84.

12. The non-primary sector includes the S1, 52, 83, Tl, T2, T3, and R sectors. As
the deliveries from P1 and P2 to R are insignificant, it is quite appropriate to
include R in the non-primary sector.
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mand. From Table 30, we see that there is an overall declining trend in
the proportion of output going to final demand from the primary and
non-primary output produced in West Malaysia. In other words, pro-
portionally more and more output is allocated for intermediate use. This
trend is what one can reasonably expect if the economy is developing.

TABLE 30
PERCENTAGE OF TOTAL OUTPUT PRODUCED IN WEST MALAYSIA
AND MEETING FINAL DEMAND, 1960 —67

58.4| 57.0| 58.1 | 57.1(56.3 | 55.8 |55.0 | 55.6
76.2| 74.9| 73.3 [ 72.0|70.1 | 70.3 | 70.3 | 68.8

Next we consider the inter-sectoral relationship between the primary
and the non-primary sectors. This is achieved by looking at the 2 by 2
input coefficient matrices and the appropriate inverses for the period
1960 — 67 presented in Table 31. The overall trends may be summarized
as follows. Firstly, the primary sector has gradually increased its per unit
purchases from the non-primary sectors. An increase in demand for
primary output by a dollar would have stimulated the non-primary sec-
for to the tune of 10 cents in 1960; the effect is 19 cents in 1967. Second-
ly, the primary sector’s per unit purchases of its own output do not
show any definite trend. Thirdly, the non-primary sector’s per unit pur-
chases of primary output show a declining trend. The appropriate ele-
ment in the inverse matrix also shows the decline from 0.1392 in 1960 to
0.1229 in 1967. Fourthly, the intra-sectoral relationship of the non-
primary sector also strengthened during 1960—67. The per unit pur-
chases rose from 0.1911 in 1960 to 0.2604 in 1967. As a consequence the
appropriate element in the inverse also increased.

Two reasons may be advanced to explain the growing sectoral
interdependence. Firstly, the continued export-orientation of the
economy requires the continuation and the strengthening of the inter-



TABLE 31

THE PRIMARY — NON-PRIMARY INPUT COEFFICIENT MATRICES
AND THE INVERSES, WEST MALAYSIA, 1960 -67

Year A (1-4y
P NP P NP
190 | P| 03281 00751 14998 0.1392
NP | 00553 0.1911 01025 1.2458
1961 P | 03411 00703 15290 0.1357
NP | 0.0548 0.2077 01057 12715
1962 | P| 03325 00654 15091 0.1270
NP | 00576 02230 01119 12964
1963 | P | 0332 00635 15232 0.1266
NP | 0.0636 0.2362 0.1268  1.3198
1964 | P 03432 00609 15364 0.1251
NP | 00728 02518 0.1495  1.3487

1965 | P | 03477 00604 15459 012582 |
NP | 0.0671 0.2543 01391 1.3523
196 | P | 03531 00594 15602 0.1238
NP | 0.0750 02512 0.1563  1.3479
1967 | P| 03367 0059 15250 01229
NP | 0.0938 0.2604 01934 13677
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relationship between the exporting sector and the other sectors. Se-
condly, the level of per capita income in West Malaysia in any of the
years considered is high enough to be generally consistent with the
observed sectoral relations.” It should perhaps be mentioned here that

TABLE 32
INPUT COEFFICIENT MATRICES AND INVERSES, 1960 - 66, AT 1964

PRICES

A at 1964 prices (I— A at 1964 prices

e

13. *Industrial sectors become much mor¢ erdependent as income levels rise
and ...interindustry analysis may be quite important for countries having per
capita income of [U.S.] $200 - $300 ..."" Hollis B, Chenery, **The use of Inter-
industry Analysis in ing'", Structural
and Economic Development, ed. Barna, p. 14,
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industries such as fertilizers, manufactures, and petroleum refining have
been established and have grown in recent years, thus paving the way
for import itution and ti ing up of the i d tic sectoral
relationships.

While we may hypothesize that the above trends in the primary —
non-primary relationship have been a result of the establishment of
various new industries and the growth of the existing ones, one impor-
tant factor that has been ignored in the temporal comparison is the
changes in relative prices. For instance, ceteris paribus, an increase in
non-primary product prices and a decline in primary product prices are
just enough to bring about the aforementioned temporal shifts in the
various elements of the input coefficient matrices and the Leontief in-
verses. Thus it is essential to consider the input-output coefficients at
constant prices. This is attempted in the next section.

The Two-Sector Model at Constant Prices

The input coefficient matrix at current prices and a vector of price in-

dices give us the coefficient matrix at constant prices as follows:

A’ =[PI'[A][P]
where A is the matrix at constant prices and P is the diagonalized vector
of price indices.

To meet our requirements for the West Malaysian 2 by 2 matrices,
some rough and ready price indices for the two sectors are computed
with 1964 as the base year." The 2 by 2 input coefficient matrices and
the inverses at 1964 prices are given in Table 32.

While it is difficult to evaluate the accuracy of the constant price
‘matrices, some broad trends can be noted. Part of the structural change
evident in the matrices of Table 31 is also noticeable from the matrices
of Table 32. One of the features retained in the two sets of coefficient
matrices is the upward trend of non-primary output. Thus the intra-
sectoral interdependence of the non-primary sector is on the increase.
This implies that the new industries in the non-primary sector that are
set up use relatively more of the output of other industries producing

14. The sectoral value added data consistent with the input coefficient matrices in
this chapter are comparable with the value added data of the report on
National Accounts, 196066 which contains sectoral value added at 1964
prices. The price indices for computing the input coefficient matrices are ob-
tained from the implicit price deflators of sectoral value added. These price in-
dices with 1964 as the bas year are at best crude approximation (o the correct
output price indices.
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both goods and services than the output of the industries of the primary
sector. One of the trends observed in Table 31 (inverse matrices) that is
somewhat reversed in Table 32 (inverse ‘matrices) is in regard to the im-
pact of a unit increase in final demand of the non-primary sector on the
primary sector. In Table 31 we observed a declining trend. In Table 32,
there is no clear trend though one may feel that the data point to a slight
upward trend. Thus, even though the non-primary sector is increasing
its purchases of its own output, it is either maintaining or increasing its
links with the primary sector. This pattern of development may be con-
sidered typical of an industrializing, vet primary export-oriented
economy."

Analysis of the Eight-Sector Input-Output Tables: Introduction

The inter-industry transactions tables in Appendix B were drawn up
for the period 1960—67 on the basis of eight production sectors and an
unspecified or residual sector. The data in these tables may be analysed'®
for (1) sectoral sales for intermediate use, (2) sectoral purchases of in-
termediate goods, and (3) impact on the economy from a unit increase
in the final demand of a sector. The existence of an all-pervading
residual sector,"” the consideration of aggregated activities and the lack
of suitable price deflators will all impose limitations on our findings

-

15. (Recapitulation: In the U.S. economy as noted above, a dollar increase in final
demand of *“all other industries'" would stimulate the “agricultural complex”
only to an extent of § cenis.) It may be hypothesized that a decline in this
extent of stimulus is characteristic of an industrializing and relatively closed
economy.

16. The discussion in this section comes under “structural analysis” illustrated
well in Hollis B. Chenery and Paul G. Clark, Inter-Industry Economics, chs. 8
and 9 (New York: John Wiley, 1959). The West Malaysian analysis is based on
input coefficient matrices and the Leontief inverses for the years 1960 through
1967, 1t may be noted that the transactions tabies alone are given in the Appen-
dix. The input coefficient matrices and inverses are not given to save space and
minimize the number of tables. The two sets of matrices were prepared on the
IBM computer of the University of Singapore.

17. A consequence of the existence of the residual sector is that it prevents the pro-
per triangularization of the transactions and the coefficient matrices. But

input-output tables of most countries are nearly triangular as pointed out in

H.B. Chenery and T, Watanabe, *'International Comparisons of the Structure

of Production”, Econometrica 26 (1958); and also David Simpson and

Jinkichi Tsukui, “The Fundamental Structure of Input-Output Tables, An In-

ional C ison"’, Review of ics and Statistics 47 (1965).
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which are thus indicators of possible direction of structural change
rather than the accurate magnitudes thereof.

Sectoral Sales for Intermediate Use

Since each production sector sells to other sectors as also final pur-
chasers (consumers, investors, importers, and government) one of the
criteria for inter-sectoral comparison and analysis of trends in produc-
tion structure is the proportion of output of a sector going for in-
termediate use. This proportion, to a great extent, depends on the
nature of the sector and also on the structure of the economy. From
Table 33 we notice that the major producers of intermediate goods,
apart from the residual sector, are the T2 and S2 sectors. P1 and P2 sec-
tors also rank high in the production of intermediate goods. P2, the ex-
port sector, has slowly increased its contribution to intermediate use. By
and large, T3, S3, S1, and T1 sectors, by their nature, sell mainly 1o
final users. These characteristics, it should be noted, are actually implied
in the way the different sectors are classified and aggregated. (The
TABLE 34

PROPORTION OF TOTAL SUPPLY ASSIGNED TO INTERMEDIATE
USE [N DIFFERENT COUNTRIES

Country Percentage for Exports asa
and Year™ Intermediate Use Percentage of
Total Supply'

Japan, 1951
[taly, 1950
United States, 1947
Norway, 1950

West Malaysia, 1967
Singapore, 1967*

Notes: *The percentages for Japan, lialy, United States, and Norway are from
Chenery and Clark, Interindustry Economics, p. 206. These are computed
o the basis of total demand (or tatal supply) equal to domestic production
plus imports.
 Computed from Chenery and Clark's data and Appendix B.
} From Chua Wee Meng, “An Export Propelled Growth Model of
the Singapore Economy: An Interindustry Approach”, Singapore in
the International Economy, cd. Wong Kum Poh and Maureen Tang
(Singapore: Singapore University Press, 1972).
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aggregation scheme and the aggregation criteria have been mentioned
carlier.)

For the economy as a whole, the proportion of total output devoted
for intermediate use has been slowly increasing. In Table 34 we present
some data on other countries and West Malaysia for comparison, The
percentage of total supply devoted for intermediate use is high in the ad-
vanced countries, but the percentage itself seems to depend on the extent
of export-orientation of the economy. The Norwegian percentages are
closer to that of West Malaysia and both are export-oriented. (The
closeness of the percentages, most probabl. i accident. If it
is not, we may say that structural similarities of some form exist among
countries which are export-oriented, no matter what these exports are.
In Norway of 1950, the leading export sector was ““Transport”". In West
Malaysia of 1967 it was the P2 sector comprising rubber and tin,) The
links between export orientation and the percentage of output for inter-
mediate use are also well brought out by West Malaysia’s own ex-
perience during 1960 —67. From Table 35 we see the inverse relationship
between the percentage of total supply assigned to intermediate use and
the percentage of exports in total supply. Since the data in this table are
at current prices, the fall of the ratio of exports to total supply is pro-
bably exaggerated by price changes such as the fall in the export price of
rubber and the rise in prices of consumer goods and services during the
period.

Sectoral Purchases for Intermediate Use

The sectoral ratios of intermediate goods purchases to production are
given in Table 36. The service industries (T1, T2, T3) have relatively low
ratios and the manufacturing industries (S1 and S2) have relatively high
ratios. This once again reflects the nature of these industries.™ All the
production sectors except the two manufacturing sectors S1 and S2 have
stepped up their purchases from the production within the economy. S1
and S2 sectors over time are relatively more influenced by the addition
of new industries relying more and more on imported intermediate
goods. This trend is evident from Table 37 where we find that the direct
import coefficients of SI and S2 sectors are on the increase. The direct
import coefficients of all other sectors have generally declined. It is
clear, therefore, that in respect of several industries, there has been some
amount of import substitution from the input side. This type of import
substitution is most evident in the primary export sector (P2), the con-

18. Chenery and Clark, Iner-Industry Economics, p. 207.
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struction sector (S3), government and personal services (T1), and pro-
ducer services (T2). Replacement of imported inputs in these sectors re-
quired the establishment of industries producing commodities such as
fertilizers, cement and other building materials, plastics, paper products,
and stationery. These industries in turn require imported inputs. Within
the S1 and 82 sectors, the first sector produces consumer goods and the
second sector produces intermediate and investment goods. From Table
37, we see that both the secondary sectors are absorbing imported inputs
on an increasing level. The implication is that import itution has
been taking place in two spheres: the consumption goods sphere, and
the intermediate goods sphere. We will consider industrialization and
import substitution in more detail in the next chapter.

Analysis of the Inverse Matrices

From the (7 — A)~' of a given input coefficient matrix A, we can ob-
tain the column total for each sector. The total has the following inter-
pretation: ceferis paribus, an increase in the final demand by a unit for
the output of a sector will directly and indirectly cause an increase in the
total output of that and all other sectors in the economy by an amount
indicated by that sector’s column total. Thus from Table 38 we note
(hat the 1960 column total (from the appropriate inverse matrix) for the
P2 sector is 1.789; that is, if final demand (mainly export demand) for
the P2 (primary export) sector increases by $1 million, other things re-
maining the same, the total output in the economy as a whole would in-
crease by $1.789 million. As the temporal trends in the column totals are
definitely influenced by price variations, it is difficult to appraise them
seriously. However, there are a few aspects worth mentioning about the
export sector and its impact on the rest of the economy.

The impact on the total economy of the primary export sector is
cither the greatest, or at least as great as, that of the three secondary sec-
tors. Contrary to popular beliefs, there is nothing seriously wrong in
primary export orientation per se. In fact, an analysis of the develop-
ment strategies of several countries which had experienced high rates of
growth during the postwar period revealed to Chenery " that the success
in the majority of the countries was brought either by capital inflow
(moderate or high) or through a high rate of growth of primary ex-
ports.® Interestingly enough, capital inflows and primary exports went
-

19. H.B. Chenery, “Growth and Structural Change", Finance and Development 3
(1971): 24-25.
20. In Chenery's article, average annual G.N.P. growth rate 5.5% or more was
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hand in hand historicauy in West Malaysia and other primary export-
oriented countries. If some of these countries are not as modernized as
‘West Malaysia, or not enjoying as high a per capita income as that of
Wﬁt Malaysia, the blame probably cannot be put on primary export
ion based on specialization and
The primary sector is also prominent with regard to the impact of
final demand on the value added at factor cost or on factor income.
This is measured as follows: since we know the ratio of value added to
output for each sector, the inverse matrix may be pre-multiplied by a
row vector of these value added ratios, and the resultant column vector
has elements which represent the increment to G.D.P. of the economy
from a unit increment to final demand of each sector. These increments
to G.D.P. are once again on the basis of ceeris paribus assumption. It is
also possible to decompose the G.D.P. increment into “direct and in-
direct””. These may be explained with reference to Table 39, Against P1
for 1960, the direct and indirect increment to G.D.P. is shown as 0.828.
The indirect increment is shown as 0.051. The implications are as
follows. If the final demand for P1 (agriculture, forestry, and fishing)
goes up by a dollar, as a result of output increase of P1 as well as other
sectors, G.D.P. will increase by about 83 cents. However, about 78
cents being the factor income generated in the P1 sector itself, the in-
direct income generation is only to the tune of about 5 cents. From
Table 39, we notice that the primary and tertiary sectors generate
relatively more total income but very little indirect income. The manu-
facturing and construction sectors generate relatively lower total income
but their indirect income generation is more. The changes during
1960 67 are genem.lly in the dxrecuon of i mcrwsmg the indirect income
ion due to
The data in Table 39 enahle us to undemznd the great challenge a
community faces in affecting transformation of economic structure. 1f
entrepreneurial decisions on production were to be made on the basis of
value added per unit of final demand, the preference will be for those
activities which have a greater direct income increment rather than those
with a greater indirect income increment. Thus there is a natural tenden-
¢y to prefer the primary and tertiary sectors to the secondary sector. In
the course of transformation, however, as the primary sector purchases
~ —considered as **high growth"". Seven countries were listed under the high
capital inflow strategy and ten (of which Malaysia is one) under high primary
exports strategy. There are only five countries listed under the strategy of low
external dependence.
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TABLE 39
DIRECT AND INDIRECT G.D.P. INCREMENT FROM A UNIT INCREASE IN
FINAL DEMAND BY SECTOR, 1960, 1967

Year 1960
Direct + r Indirect Direct + Indirect
Sector Indirect Increment Indirect Increment
Increment Lo Only Increment to Only
G.D.P. G.D.P.
Pl 0.828 0.051 0.828 0.074
P2 0.813 0.032 0.802 0.078
S1 0.648 0.468 0.604 0.365
S2 0.685 0.354 0.606 0279
S3 0.620 0.290 0.659 0314
Tl 0.942 0.016 0.941 0.023
™ 0722 0.085 0.742 0.106
T 0.549 0.049 0.592 0.079

more and more inputs from the secondary sector, there will come about
a decline in the value added to output ratio of the sector, an increase in
the indirect income generation per unit of final demand, and a decline in
the direct income generation per unit of final demand. Since these
changes are contingent upon the purchase of modern inputs by the
primary sector, and since such purchases are required only when the
primary sector has to ially increase ion and productivi
ty, the initial condition for transformation is a high rate of growth of
the primary sector. If the size of the domestic market is a constraint on
primary sector growth, the export markets have to supply the growth
impulses. An unambiguous logical corollary of this discussion is that
countries endowed with large natural resources should not only seek
from the developed countries the transfer of capital and technology into
secondary sector but, more importantly, they should if necessary seek




INTER-INDUSTRY STRUCTURE AND STRUCTURAL CHANGE 87
such a transfer into the primary sector.” Secondary sector in general
and manufacturing activity in particular have to be more tuned toward
serving the population engaged in the primary sector and the production
activity therein. Once the initial stage of expansion of primary sector ex-
ports and related industries is complete, the manufacturing sector can
take up the role of the exporter and growth leader.

As a brief summary of the discussion in this chapter, we may note
that input-output analysis of the West Malaysian economy over the
1960 — 67 period has revealed that the structure of the economy has been
changing, that import substitution in the sphere of intermediate goods
has facilitated the structural change, and that the primary export sector
continues to be of great significance to the economy. Since much of the
structural change is attributable to the establishment of manufacturing
industries catering to the domestic market, the patterns of industriali-
zation and import substitution are discussed in detail in the next chapter.

21. For the economic growth of Southeast Asian countries, two major lines of
policies were suggested by Hla Myint: */(1) They should permit freer entry of
private foreign investment into their primary export industries and charge the
foreign enterprises the full *‘economic rent" for the use of their national
resources. This is a more profitable policy than restricting foreign investment
and suffering the loss of income from royalties and taxes. (2) They should try
to attract private foreign investment by making their resources (both natural
and human) more attractive rather than by making their markets more attrac-
tive by tarift and tax concessions. This requires them, among other things, to
devote a greater share of the royalties and taxes derived from their natural
sources to investment in social overhead capital. This is the most important
way of making their resources more attractive to foreign investment.” Hia
Myint, Southeast Asia’s Economy in the 1970's, Overall Report, Manila, 1970,
ch. |, pp. 52-53.



4. Industrialization and Import Substitution

Two types of strategies to foster industrialization and economic
development were widely debated in the past: the “balanced growth”
strategy, and the “‘unbalanced growth” strategy. The rationale for
balanced growth was obtained as follows: “Private investment in any
single industry idered by itself is di d by the il of the
existing market. The solution seems (o be a balanced pattern of invest-
ment in a number of different industries, including agriculture, so that
people working with more capital and better techniques become each
other’s customers. This is the so-called doctrine of ‘balanced
growth'.”"! The limitations of this strategy for practical implementation
are obvious: they are, inter alia, scarcity of capital and scarcity of
trained manpower. Thus, ““we must go on to ask where the capital is to
come from.! In contrast to balanced growth, unbalanced growth
emphasizes the development of selected industries with priorities based
on backward and forward linkages with the rest of the economy.’ As an
alternative to balanced growth and probably complementary (o
unbalanced growth, we have the strategy of import-substituting
industrialization policy, the rationale for which might be elucidated
thus: “a country engaged in foreign trade has established domestic
markets presently supplied by imports from abroad. Import
substitution, like export promotion, thus offers an opportunity of
growth in happy disregard of the need for an investment package. The
protective tariff has historically been a major alternative to the balanced
investment package, in the early stages of development.”™

S

I, Ragnar Nurkse, “‘Excess Population and Capital Construction”, Malayan
[Economic Review 2, 2(1957): 1 - 11.

2. lbid.

3. This strategy was preferred by Albert Hirschman, in his The Strategy of
Economic Development (New Haven: Yale University Press, 1959).

4. H.W. Singer, ““The Concept of Balanced Growth in Economic Development
Theory and Practice'", Malayan Economic Review 4,2 (1958): 9—11.

88
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In their study of industrialization policies of developing economies,
Little, Scitovsky, and Scott point out that three factors have led to the
growth of import substitution. * First, the low primary product prices of
the 1930s encouraged a move for diversification. ¢ Second, the shortage
of imported manufactured goods during the Second World War

imulated domestic And third, the emergence of
postwar balance of provided the justification for

S.  lan Little, Tibor Scitovsky, and Maurice Scott, /ndustry and Trade in Some
Developing Countries (London: Oxford University Press for OECD Develop-
ment Centre, 1970).

6. Diversification (industrialization, in fact) has been suggested by Nurkse as the
long-run solution for the instability of the primary product exporting coun-
tries. According 1o him, *“the instability of export markets for primary com-
modities makes any steady development policy difficult; discourages invest-
ment in primary production itself; generally limits the ‘economic horizon," and
destroys the sense of continuity so necessary in private as well as public plan-
ning"'. “There are two fundamental remedies, one on the side of the industrial,
the other on the side of primary producing countries. The first is to control the
business cycle.... The other basic remedy is for the underdeveloped countries to
make themselves less vulnerable to such fluctuations. This means filling the
vacuum in their domestic economies through a diversified growth of mutually
supporting activities catering largely for the home market. It means, in a word,
industrialization,” R. Nurkse, **Trade Fluctuations and Buffer Policies of
Low-Income Countries”, Kyklos 11, 2 (1958): 145, The economic crisis of the
1930s has influenced the thinking in the developed countries also, For, as Sir
John Hicks pointed out, ““The main thing which caused so much liberal opi-
nion in England to lose its faith in Free Trade was the helplessness of the older
liberalism in the face of massive unemployment, and the possibility of using
import restriction as an element in an active programme of fighting unemploy-
ment. One s, of course, obliged to associate this line of thought with the name
of Keynes. It was this, almost alone, which led Keynes to abandon his early
belief in Free Trade.” J.R. Hicks, Essays in World Economics (London: Ox-
ford University Press, 1959), p. 48. Among the studies which focused attention
on long-term changes in terms of trade, mention may be made of the follow-
ing: R. Prebisch, *“The Role of Commercial Policies in Underdeveloped Coun-
tries", American Economic Review, Papers and Proceedings, May 1959; M.K.
Auallah, The Long-Term Movement of the Terms of Trade Between Agri-
cultural and Industrial Products, (Rotterdam, 1958); Department of Economic
Affairs, United Nations, Relative Prices of Exports and Imports of Under-
developed Countries (New York, Dec. 1949); and League of Nations,
Industrialization and Foreign Trade (Geneva, 1945). On the growth of exports
of underdeveloped countries and the lack of spread effects, special mention
may be made of Hla Myint's ““The Gains from International Trade and the
Backward Countries", Review of Economic Studies 22, 2 and *The *Classical
Theory' of International Trade and the Underdeveloped Countries”, The
Economic Journal, June 1958.
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import restrictions which in turn provided protection to domestic in-
dustry.”

The motivation for import substitution in Malaysia derived largely
from the secular decline of the rubber price and the consequent need for
diversification,! as well as the need to absorb the growing labour force in

ducti Import itution thus has not been used in
Malaysia either to correct a balance of payments disequilibrium or in
pursuance of a policy of self-sufficiency,? the objective of self-
sufficiency being limited to the rice sector in Malaysia."”

The policy of restricting imports by the use of tariffs or otherwise in
an effort to industrialize has been severely criticized in recent years. It is
alleged that the policy has led to one or more of the following problems:

7. Arguments relating o primary product prices and balancc of payments have
been considered in detail by Harry Johnson in his “Tariffs and Economic
Development: Some Theoretical Issues’, Journal of Development Studies 1, 1
(1964): 3-30. Actually Johnson brands the argument in favour of tariffs on
the basis of deteriorating terms of trade as a non-argument (pp. 6= 7).

8. The need to diversify recurs in all the five-year plans — that of Malaya as well
as Malaysia.

9. Johnson, “Tariffs and Economic Development™, points out that import-
substitution is not the correct policy to achieve a balance of payments
equilibrium. A simple empirical model of Nathaniel Leff and Antonio Netto
shows that the progress of import substitution and deterioration in balance of
payments may go hand in hand. Nathanicl H. Leff and Antonio Delfin Netto,
- i Foreign and ional Di ilibrium in

Journal of Development Studies 2, 3 (1966): 218-33, As far as
Malaysia is concerned, it had no need 1o use tariffs or import substitution to
correct balance-of-payments disequilibria, for to some extent the currency,
banking, and fiscal systems of Malaysia provide a tendency towards the
automatic correction of balance-of-payments discquilibria. For more details,
reference may be made to W.M. Corden, *“The Malayan Balance of Payments
Problem", in The Political Economy of Independent Malaya, ed. T.H. Silcock
and E.K. Fisk (Berkeley and Los Angeles: University of California Press,
1963), pp.112—30.

Johnson also notes that the objectives of self-sufficiency may be achieved
through import substituting industrialization. However, as pointed out in his
““Tariffs and Economic Development"’, protection for this purpose is ineffi-
cient i and idi: f ion is a better method.

10. *“During the Great Depression the rubber/rice price ratio again fell steeply and
Government became once more interested in, this time in fact obsessed with,
the idea of stepping up domestic rice production. It was officially declared that
Malaya must achieve self-sufficiency in rice, and ever since self-sufficiency in
rice has remained the declared policy of the Government...."” Lim Chong Yah,
Economic Development of Modern Malaya (Kuala Lumpur: Oxford Univer-
sity Press, 1975), p. 175.
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excess capacity, inflation, adverse balance of payments, wrong or un-
‘suitable resource allocation, over-valued exch rates, and i -
ey of various types. !

~ While there are no doubts about the economic significance attached
to free world trade (and, one hopes, free factor movements) and even-
tual elimination of all trade barriers,  so long as such barriers exist it is
but natural that a study of industrialization should encompass the study
of import substitution through various incentives including tariffs. Con-
sidering protective tariffs, first, there is the need to know whether they
are geared to achieve the stated or desired objective. Second, there is a
need to know whether they are in the nature of creating factor market
distortions, and if so their effect on trade. " Since the eventual growth

11. A review of literature is found in Derek T. Healey, *‘Development Policy: New.
Thinking About an Interpretation”, Journal of Economic Literature 10, 3
(1972): 757 - 97. It may be noted that the criticism is directed towards import
substitution as a policy aided by protective duties and other measures. It is not
against import substitution per se. For, “‘where growth leads and import
substitution follows as a consequence of demand elasticities, locational advan-
tages, changing factor proportions, and improved technology, the decline in
imports relative to national income is normal and appropriate. To start with
import substitution, however, is to begin at the wrong end." Charles P,
Kindleberger, Economic Development (New York: McGraw-Hill, 1965), p. 310.
12. Some reduction in tariffs or an adjustment of currency parity are required if
protected industries were to compete in world markets. An interesting study of
some of the required measures (especially devaluation) is by Daniel M.
| Schydlowsky. ““From Import Substitution to Export Promotion for Semi-
Grown-Up Indistries: A Policy Proposal’, Journal of Development Studies 3,
. 4(1967): 405 —
On the effect of differential tariffs: **The effect of implicit rates of protection
of value added that rise sharply with stage of production is obviously to create
a strong bias towards confining world trade as a whole predominantly to raw
‘materials and semi-finished goods, and world trade in manufactures to capital
goods and goods whose technological superiority or luxury nature enables
them Lo overcome high protective barriers."" Johnson, *“Tariffs and Economic
Development””, p. 22. With regard to world trade, the observations of Hicks
are similar (0 those of Johnson though Hicks has made them in a different con-
text. *“There does indeed seem to be a tendency for international trade to be
settling into a form in which it consists of an exchange of capital goods for
materials, of capital goods for other capital goods, and materials for other
materials; each country endeavouring to make its own consumption goods for
itself, but relying on trade to provide it with the variety of materials that it
needs, and with the capital goods which it could not make for itself in the
quantities it requires except at prohibitive cost.” Hicks, Essays in World
Economics, p. 185.
Since differential tariffs create distortions within an economy, a crude work-

=
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of the economy depends on the extent to which the import substituting
industries can export,'* of significance therefore is the study of trends of
industrial exports. These various aspects, namely, postwar pattern of
industrialization and trends in import substitution in the Malaysian
economy, are considered in the subsequent sections.

Malaysian Industrialization: A Brief Historical Qutline

Industrial activity in Malaysia during the first half of the twentieth
century was generally limited to processing of primary products, handi-
crafts, and a few essential goods produced on a small scale including
those that cannot be economically imported such as ice and bricks. In
the wider context of Pan Malaya which includes both West Malaysia
and Singapore, even though the two important ports Singapore and
Penang have become the essential links for world trade, manufacturing
activity at the turn of the century was limited to the few activities stated
above. Industries notably missing were in the fields of textiles, wearing
apparel, footwear, paper and paper products, paints and varnishes, and
chemical products except soap and candles, and metals other than tin
smelting. ¥ The reasons for the lack of industrial development were not

— — ing rule appears to be not to have a differential tariff structure — a policy
of a uniform tariff on all imports being described as the second-best optimum
tariff structure, The case for uniform tariffs together with export subsidies has
been briefly stated by Hicks as follows: ““The scheme, which was put forward
in 1930, of imposing a uniform tariff on all imports, the proceeds of which
would be used to give a uniform subsidy to all exports, is especially interesting,
whatever its practicability may have been. For it is strictly in accordance with
Comparative Cost doctrine; it is designed to remedy the disequilibrium of
money costs, without upsetting Comparative Cost relations.” Hicks, Essays in
World Economics, p. 49. Even this policy has its limitations as pointed out by
Johnson, ““Tariffs and Economic Development””, pp. 13— 18.

14. Of note is the following: *“The establishment of a new industry as a depen-
dency of some foreign industry is at the best a very early stage in a process of
development. It may be a useful stage, but it is in the passage forward from
that stage that the main difficulties commence. It is not so difficult to establish
a few 'light industries’ behind a tariff; but to build up such industries to the
point where they can be a source of earning power on international markets is,
in most cases, a very different matter.” Hicks, Essays in World Economics, p.

194,

The Straits Settlements Blue Book 1911 gives the number of establishments
classified by activity for Singapore, Penang, Province Wellesley, and Malacca,
This list has been re-arranged into the International Standard Industrial
Classification by P.P. Courtenay. The missing industries noted in the text
above were obtained from the footnote to Courtenay's table in P.P.




INDUSTRIALIZATION AND IMPORT SUBSTITUTION 9

difficult to identify. * Firstly, the effective demand generated by foreign
trade, which could have stimulated various economic activities, leaked
abroad through the profits from mining, rubber planting, and trading
paid to foreign shareholders and remittances of parts of wage and salary
income to Europe, China, and India. Secondly, the fact that the two im-
portant ports of Singapore and Penang were free ports also acted as a
deterrent 1o the establishment of diversified industrial activity. Thirdly,
the small size of the population (2.3 million in West Malaysia and 0.3
million in Singapore 1911) and many possibly living at subsistence
level contributed in all to the small size of the market. A fourth and
more important factor that is not generally emphasized was the absence
of g policies to industrialization.

The position in regard to industrial activity in Malaysia was no dif-
ferent in the immediate postwar years. West Malaysian industry was still
limited to tin smelting in Penang, rubber processing on the west coast of
‘West Malaysia, other primary product processing activities, handicrafts,
and small-scale of goods. iewing the situa-
tion in the immediate postwar years of 1945—49, a report by the Cen-
tral Office of Information in London had this to say: ““Besides rubber
processing and pineapple canning, the Federation’s chief manufactures
are rubber tubes, canvas and leather shoes, biscuits, soap and ol pro-
ducts, plywood and rattan furniture. There are also a number of tradi-
tional crafts producing a variety of pewter and silver wares and woven
sarongs.... the nature and extent of these industries is an inadequate
structure upon which to build up any real diversification of the coun-
try’s economy though they make a valuable contribution.” "

By 1949, the Malaysian economy had recovered fully from the after-
math of Japanese Occupation, and the Federation Government made
an attempt to prepare a development plan. In 1949/50, a Six-Year Draft
Development Plan was prepared covering the period 1950 — 55, but the
plan did not put any great emphasis on manufacturing activity even
though it ized the need to the ing of raw

— — Courtenay, A Geography of Trade and Development in Malaya (London:
G. Bell, 1972), pp. 110-11.

16. Some of the reasons noted here have also been discussed by P. P. Courtenay,
ibid.

17.  An Economic Review of Malaya, 1945 — 1949, Reference Division, Central Of-
fice of Information, London, 10 June 1950, p. 33.

18. Federation of Malay, Draft Development Plan, Kuala Lumpur, 1950,
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materials and the i of light ing industries."
Thus, apart from the establishment of a Cement Works near Batu
Arang in 1953, manufacturing activity was still heavily biased towards
the traditional sectors. The 1955 Economic Survey of the Colonial Ter-
ritories reported on manufacturing activity as follows: “Much of the in-
dustry in the Federation consists in the initial processing of locally pro-
duced raw materials — and, in the case of the Penang tin smelter ... of
imported raw materials. Thus there are factories for the manufacture of
paim oil, coconut oil, various kinds of rubber sheet, and so on... There
are a fair number of fe i i in the F i
most of them on a very small scale, many being family concerns.
Manufactured products include various kinds of ships and small boats,
industrial gases, wire and wire netting, pottery, bricks, aerated waters,
various kinds of foodstuff, furniture, rubber articles (including rubber
shoes), soap and matches. The main centres of industry are around the
Klang — Kuala Lumpur district of Selangor and in Penang.”®

Two important developments have taken place after 1955. The first is
the appointment, in May 1956, of a Working Party on industrial
development; and the second is the inauguration, in 1958, of the
Pioneer Industry policy. The Working Party on industrial development
made the case for industrialization on the basis of reducing undue

of the West i y on a few primary products

and the need to absorb increasing labour force. The Working Party
recognized that active Government assistance in various directions will
be necessary both to stimulate the establishment of industry, and in
appropriate. cases to protect it.* Under the pioneer industry policy, in-
dustries that qualified as “pioneers” were accorded tax exemption on
profits for periods of between two and five years depending on the level
of investment, were allowed duty free import of necessary raw materials
in some cases, and were provided with tariff protection as and when
considered necessary. The impact of these measures was most visible
during the years after 1957. As may be noted from Table 41, employ-
ment growth in manufacturing was much faster in the post-1957 period
than during 1947 — 57.

19. A discussion and appraisal of Malaysian economic planning is taken up in
Chapter 5.

20. Colonial Office, An Economic Survey of the Colonial Territories, vol. V
(London: H.M.S.0., 1955), p. 29.

21. Federation of Malaya, Report of the Working Party on the Encouragement of
Industrial Development in the Federation of Malaya, Kuala Lumpur, 1957.




TABLE 40
EMPLOYMENT IN MANUFACTURING, WEST MALAYSIA, 1947 - 67

Industry 1947 1957 1962 1967
Food 20.7 17.7 25.0 35.0
Beverages 1.1 34 36 25
Tobacco 2.8 4.1 4.5 54
Textiles 4.3 2.8 5.0 7.7
Footwear and Apparel 146 228 255 30.0
Wood Products 38.1 288 264 30.0
Furniture 34 6.6 8.0 10.0
Paper and Products 03 0.3 0.8 32
Printing and Publishing 3.9 43 6.2 9.6
Leather Products 0.2 0.2 03 0.4
Rubber Products 23 2.1 5.7 73
Chemicals and Products 1.4 6.1 8.1 9.5
Non-Metallic Mineral 24 43 6.0 9.0
Basic Metals 27 0.9 1.5 3.0
Metal Products 5.4 8.1 8.5 11.7
Non-Electrical Machinery 19 23 2.3, 42
Electrical Machinery 1.2 1.8 28 4.5
L Transport Equipment 12.8 159 18.2 21.2
| Miscellaneous Manufacturing | 100 100 100 103
Rubber Processing 4.3 17.5 17.0 17.2
Petroleum and Coal Products 0.4
Total 1340 1600 1854 232.1

(in thousands)

Source: Donald R. Snodgrass, *“The Growth and Utilization of Labour Supply in
West Malaysia'*.



TABLE 41
AVERAGE ANNUAL EMPLOYMENT GROWTH IN MANUFACTURING,
WEST MALAYSIA, 1947 —67, SELECTED PERIODS

Average Annual %
Growth in Employment
Manufacturing Industry
1947 -57 1957-62 1962-67
Food -17 8.2 8.0
Beverages 20.9 1.2 -8.8
Tobacco 4.6 1.9 4.0
Textiles =53 15.7 10.8
Footwear and Apparel 5.6 2.4 3.5
Wood Products -32 -1.8 217
Furniture 9.4 4.2 5.0
Paper and Products 0.0 333 60.0
Printing and Publishing 1.0 8.8 11.0
Leather Products 0.0 10.0 6.7
Rubber Products -0.9 14.3 5.6
Chemicals and Products 335 6.6 34
Non-Metallic Mineral Products 79 7.9 10.0
Basic Metals 133 20.0
Metal Products 5.0 1.0 7.5
Non-Electrical Machinery 2.1 0.0 16.5
Electrical Machinery 5.0 1.1 12.1
Transport Equipment 24 29 33
Miscellaneous Manufacturing 0.0 0.0 0.6
Rubber Processing 30.7 0.6 0.2
Petroleurn and Coal Products - - b
Manufacturing Industries 1.9 32 5.0

Note: *New Industry.
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From the dpoint of growth in i
it is significant that the high growth industries during 194757 were
furniture, i and rubber ing, the highest

growth rate being in rubber processing. During the 195767 period,
these industries were not the high growth industries. Food, textiles,
paper and paper products, printing and publishing, leather products,
rubber products, non-metallic mineral products, machinery, and
petroleum products were all responsible for the higher employment
growth in the manufacturing sector during 1957 — 62 and 1962 —67.

To further substantiate that industrial activity has grown especially
after 1957, it may be stated that a World Bank Mission under the
chairmanship of Rueff has noted a spurt in industrial activity during
1959~ 61, and in the Report it was stated: ‘“The Mission has concluded,
on the basis of its survey of the trends in, and policies affecting, in-
dustrial development, that two factors stand out as being responsible for
the recent spurt in manufacturing industry which has occurred mainly in
the Federation of Malaya; the first of these is the provision of tariff pro-
tection for the domestic market in some manufactured goods and the
second is the set of policies with which the Government has maintained
a very favourable investment climate.”?

In contrast to West Malaysia, Sabah and Sarawak have insignificant
manufacturing activity. In 1971, whereas 16 per cent of G.D.P. at fac-
tor cost of West Malaysia originated in manufacturing, only 5 per cent
of G.D.P, of East Malaysia was from manufacturing. Sabah’s tradi-
tional industries were those concerned with the procesing of timber. In
addition, there were a few rice mills, copra mills, and units that manu-
facture some construction materials. Sawmilling continues to be the
most important industry. In 1951, one per cent of the economically ac-
tive population was engaged in manufacturing and the percentage in-
creased to 3.8 in 1960.” The 1960 data on manufacturing employment
reveal that more than a quarter of the total are employed in sawmilling
and related activities; and food processing, footwear and apparel, rattan
and attap products, and “‘machinery and equipment repair” industries

22. Report on the Economic Aspects of Malaysia (by a Mission of the LB.R.D,,
July 1963), Kuala Lumpur, 1963, pp. 30— 31.

23. The 1951 and 1960 censuses data are not strictly comparable. The percentages
were obtained from the 1960 Census Report. L.W. Jones, North Borneo,
Report on the Census of Population Taken on 10th August, 1960, Kucing,
1962, p.118.
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absorb over half the total manufacturing employment.** The tendency
in recent years appears to be towards greater concentration in sawmill-
ing. In 1968, for instance, sawmills and plywood factories accounted for
over 30 per cent of ing 1 Food ing and
motor-vehicle repairing were the next in order of importance.™

In Sarawak, the ically active lation in ing as
a percentage of the total increased from 0.8 in 1947 to 3.9 in 1960.% In
1960, nearly half the ing emp is d in the
sawmilling and related activities, the industries next in importance being
food processing, footwear and apparel, rattan and attap products, and
“machinery and equipment repair” and allied activities.” A somewhat
peculiar feature of Sarawak manufacturing in recent years is the
significance of oil refining in regard to value added and the significance
of wood products in regard to employment. Thus, in 1970, petroleum
products accounted for 40 per cent of manufacturing value added, but
supplied only 7 per cent of jobs in manufacturing; and value added by
wood products was only 30 per cent of the total value added but the in-
dustry d half the total o

In West Malaysia of prewar and early postwar years and in East
Malaysia of past and present, we note that the manufacturing activities
that have been established and developed are generally those relating to
the processing of primary products, small-scale food processing in-
dustries, handicrafts, and manufacturing industries ancillary to various
types of repairing activities. All these activities have a great necessity in
the smooth functioning of even an otherwise not so developed
economy, and most of these activities are free from competition from
imports. A move away from these traditional industries occurred in re-
cent years in West Malaysia. Some of the features of West Malaysian

ing structure are i in the next section.

West i of
In order to know the extent of manufacturing diversification that has
occurred in recent years, we shall consider the comparison of the com-

24. Tbid., pp. 260 61.

25. Malaysia, Second Malaysia Plan. 1971~ 1975. p. 150.

26, The data are from L.W. Jones, Sarawak, Report on the Census of Population
taken on 15th June, 1960, Kuching, 1962, p. 114, Mr. Jones made some ad-
justments 1o the 1947 data to achieve rough comparability with the 1960
figures.

27. Tbid.. p. 260.

28. Malaysia, Second Malaysia Plan, 1971~ 1975, p. 150.




TABLE 42
PERCENTAGE COMPOSITION OF VALUE ADDED BY MANUFACTURING,
WEST MALAYSIA, 1960, 1968

Percentage Contribution
Industry to Manufacturing
Value Added at Factor Cost

1960 1968

Food Products 18.2 18.5
Chemicals 16.3 13.7
Metal Products, Machinery, etc. 13.8 11.8
Wood and Cork 123 10.1
Printing and Publishing 8.6 73
Non-metallic Mineral Products 5.6 6.8
Rubber Products 5.6 5.2
Tobacco Products 4.5 58
Beverages 4.1 38
Basic Metals 3.7 49
Furniture 33 2.1
Textiles 0.7 22
Footwear and Apparel 0.7 0.2
Paper and Paper Products 04 1.4
Petroleum and Coal Products = 4.1
Leather Products = 0.1
Miscellaneous 22 2.0
Total (") 100.0 100.0

Total Value Added ($ Million) 269 851

Note: Data for rubber processing not included.
Source: National Accounts, 1960— 1968.
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position of manufacturing vaiue added in 1960 and 1968. The rubber
processing industry will not be included in manufacturing so as (o
facilitate better comparison.” From Table 42, we note that in terms of
the contribution to value added the four most important industries both
in 1960 and 1968 are food products, chemicals, metal products, and
wood products. These four industries together have contributed 60 per
cent of total manufacturing value added in 1960. Their contribution
declined to 53 per cent in 1968. The industrial base in 1968 is wider than
in 1960 with the addition of petroleum products and leather products in-
dustries, and with the rising importance of non-metallic mineral pro-
ducts industry, basic metals industry, and textile manufacturing. The
threefold increase in the manufacturing value added in 1968 compared
to 1960 was essentially due to the addition of new industries over the
period, as the contribution of pioneer industries to manufacturing
value added was less than 10 per cent in 1960; but in 1968 they contri-
buted over a third of the value added.® In 1960, there were only 32
establishments with pioneer status. In 1968, the number was 146 with
further increases in recent years.”

On the basis of the 1968 census of manufacturing data, some of the
structural features of West Malaysian industry may be noted. Of the
9,013 establishments covered by the census, 7,042 fall under the
category of small-scale enterprises employing less than 10 full-time paid

pl These small i ibuted only 8 per cent of the
total manufacturing value added. The bulk of the value added thus
came from a relatively small number of larger enterprises. Enterprises
with a majority holding by N it d 8,468 with a con-
(ribution to value added of 52 per cent and a contribution to full-time
employment of 69 per cent. A total of 545 establishments with ma-

29, In 1960, the value added at factor cost by rubber processing was $156 million
or more than a third of the total manufacturing value added, Because of the
decline of the rubber price, and in spite of increase in the volume of output, the
value added by rubber processing was only $60 million in 1968. It would be
therefore better to exclude rubber processing in the comparative study of the
composition of manufacturing output.

30, That data are from the Census of Manufacturing Industries, 1968.

3. In 1971, the number was 246. A detailed study of pioncer industrics is taken up
in the next section.

2. The 1968 Census of Manufacturing Industries asked the question **Who holds
the majority (above 50%) of the share capital in this establishment?”" The
respondents were asked to identify the citizenship of the majority
In this context, it is of interest (0 note that until § May 1973 Malaysia and
Singapore had a common stock exchange and the effective ownership of
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jority shareholding by non-Malaysians contributed 48 per cent to total
value added and 31 per cent to manufacturing employment. Small-scale
and family enterprises abound in food processing, footwear and ap-
parel, ratian and attap products, and furniture industries and various
types of repair shops. Half of the value and half of the employment
were from 791 private limited companies. Of the total of 9,013 establish-
ments, 5,785 were proprietorship organizations contributing about 8 per
cent of the value added. There were 399 cooperatives which contributed
only 0.3 per cent to value added and 0.7 per cent to employment. The
data in Table 43 summarize the industrial structure by legal organiza-
tion.

TABLE 43
INDUSTRIAL STRUCTURE BY LEGAL ORGANIZATION
|Percentage Contribution to
No. of Value  Full-time
Legal Status i Added Ei
Individual Proprietorship 5,785 8.5 14.8
Partnership 1,948 13.2 208
Private Limited Company 791 50.3 51.0
Public Limited Company 77 27.0 11.6
Co-operatives 39 0.3 0.7
Others 13 0.7 1.1
Total 9,013 100.0 100.0

— — establishments could change almost every day. This applies to companies
listed on the stock exchange.
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During 1963 — 68, whereas the larger enterprises have shown great
progress, quite in line with g il ives, there is iderabl
retardation in smaller enterprises. On the employment size criterion, the
fumber of establishments with less than 10 full-time workers declined
from 7,238 in 1963 to 7,042 in 1968. Their contribution to total manu-
facturing value added declined from 14 per cent in 1963 to 8 per cent in
1968, On the criterion of legal status of enterprise, the number of
proprietorship establishments declined from 6,126 in 1963 to 5,785 in
1968. The number of partnership and private limited companies in-
creased respectively from 1,691 to 1,948 and 563 to 791. There is no
direct data to check whether the establishment of larger firms with
various i ives and better izational practices have led to the
closure of smaller establishments or whether the smaller establishments
have grown into larger establishments.

With regard to geographical location of industry, of the eleven West
Malaysian states, only four, namely, Selangor, Johore, Perak, and
Penang, accounted for 83 per cent of value added and 83 per cent of
full-time paid employment in 1968. The situation was about the same in
1963 The four states mentioned were all on the west coast of West
Malaysia and they were historically the most developed states — with
economic development aiding and aided by infrastructure develop-
ment.” The extreme concentration of industry was not only at the state
level — it becomes more apparent when towns are considered. Of over
60 towns listed in the 1968 Census of Manufactures, eight towns, name-
ly, Johore Bahru, Prai, George Town, Butterworth, Ipoh, Kuala Lum-
pur, Petaling Jaya, and Klang, accounted for a little over 60 per
cent of manufacturing value added. One of the reasons for the concen-
tration of industrial activity in these towns is the location of industrial
estafes at or nearer to these towns.* In spite of the wider base of the in-
dustrial estates, Kuala Lumpur and Petaling Jaya, which are so close
that they can be identified as just one large city, account for 41 per cent

e

33, Generally, development of transport followed the tin belt of the west coast and
the existence of infrastructure attracted rubber to the west coast. Development
of rubber, in turn, further itated the of i For
a full discussion of infrastructure development, reference may be made to Lim
Chong Yah, Econontic Development of Modern Malaya, ch. 10.

34. O the eleven industrial cstates in West Malaysia, ten arc located in the west
coast states. Full details of the industrial estates are available in the various
publications of the Federal Industrial Development Authority. An example of
such publications is Malaysia: Your Profit Centre in Asia, issued in 1970.
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of total manufacturing value added. Of note therefore is the fact that
there is high concentration of industry at just one location.

Pioneer ies: Contribution to West ian M: i

The measures to encourage industrialization in West Malaysia includ-
ed the development of infrastructure especially in the form of industrial
estates, tariff protection where necessary, and tax reliefs for pioneer in-
dustries. In terms of the Pioneer Industries (Relief from Income Tax)
Ordinance of 1958 and the later Investment Incentives Act of 1968
which replaced the former, several enterprises were granted pioneer
status that enabled them to get income tax exemptions and other reliefs
for sepcified periods.*

The primary objective of the pioneer industry policy, namely, en-
couraging diversified industrial growth, was certainly achieved. The
policy attracted various new industries over the years. In 1959, there
were 18 pioneer establishments. In 1971, the number was 246. Employ-
ment in the pioneer firms increased from 1,296 in 1959 to 43,096 in
1971. Gross sales increased from $10.7 million in 1959 to $1,364 million
in 1971.

Table 44 brings out the comparative data on pioneer and non-pioneer
firms in 1968. The average size of the pioneer firms was much larger
than the average size of the non-pioneer industries. For manufacturing
as a whole, the pioneer firms contributed a third of the value added. In
some of the specific industries like textiles, petroleum products, basic
metal industries, and electrical machinery and appliances, the pioneer
firms contributed threequarters or more of the value added, thus in-
dicating that these industries probably would not have been established
but for the encouragement and attractions offered to them, In spite of
the larger average size, the pioneer firms employed only 19 per cent of
the full-time paid employees of the manufacturing sector. Thus the
small-sized non-pioneer firms are of great importance in providing a
livelihood for the majority of people engaged in manufacturing.

35, Itis not necessary 10 reproduce here the various provisions of the 1968 Act.
The Act provides for two types of alternative incentives: (1) pioneer status, and
(2) investment tax credit for non-pioneer companies and other forms of export
incentives. Depending on the nature of the industry, pioneer status would
qualify it for relief from development and payroll taxes for a period of two to
cight years. The pioneer company may carry over losses incurred during the tax
holiday to subsequent years. Dividends paid out of profits earned during the
tax holiday are exempted from income tax.
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In order to obtain an accurate picture of the industries that have
grown as a result of pioneer industry policy, we have to take a look at
specific industries rather than groups of industries. First, we consider
the various individual industries within the major group of “Food
Manufacturing”. In Table 45, the structure of food manufacturing in
1963 and 1968 is shown. Dairy products, grain milling other than rice
and sago milling, prepared animal feeds, sugar factories, and
miscellaneous food industries were the main industries which were
granted pioneer status. The percentage contribution of these industries
1o the value added of food manufacture in 1968 is substantially higher
than in 1963. Blachan manufacturing, sago and tapioca factories,
biscuit factories, bakeries, manufacturers of meehoon, noodles, and
related products, manufacture of soya bean products, coffee factories,
ice factories, manufacture of pickles and sauces, and vegetable canning,
factories have a reduced number of establishments in 1968 compared to
1963 and, generally, their contribution to value added has declined
noticeably in 1968 compared to 1963. Most of these industries come
under small-scale and family enterprises, and are not influenced by the
addition of pioneer establishments. They mostly cater to domestic de-
mand and, because of the large number of geographically dispersed
establishments, they are unlikely to be provided with either govern-
mental incentives or the technical and marketing expertise. They are an
excellent example of individual entrepreneurship and self-help, and they
represent a sector which requires assistance to develdp.

More up-to-date information on the structure of food manufacturing
may be obtained by assembling comparable data for 1968 and 1970.%
The data are presented in Table 46. The number of pioneer
establishments increased from 23 in 1968 to 27 in 1970. The industries
affected are prepared animal feeds, sugar factories and miscellaneous
food ing, and the of meeh noodles, and
related products. A major portion of, the increase in value added during
1968 —70 came from large rice milling and sugar factories and miscel-
laneous foods. On the basis of the data in Tables 45 and 46, within food
manufacturing we can observe that in terms of contribution to value

36.

S

The 1968 Census of Manufacturing Industries covered all establishments in all

industries. The 1970 survey of manufacturers had complete coverage in respect

of some industries and covered only establishments with five or more workers

in respect of others. 1968 data were reconst ituted to achieve comparability with

1970 data. The establishments not cavered, of course, make only some 10%
ibution to value added in i
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added, the most important industries are: (1) dairy products, (2) other
grain milling, (3) prepared animal feeds, (4) sugar factories and miscel-
laneous food products, (5) large rice mills, and (6) pineapple canning.
The first four industries included, and were influenced in their growth
by, the addition of pioneer establishments. The last two — rice milling
and pineapple canning — did not include any pioneer industries. The six
industries mentioned above together contributed a little over two-thirds
of value added by food manufacturing in 1968.

In ing, we can distinguish three sub-groups of
industries. These are (i) distilling, rectifying, and blending of spirits, (ii)
breweries, and (i) manufacture of soft drinks and carbonated
beverages. The first and the third groups did not have any pioncer
establishments. In the second group, there were two breweries and both
were pioneer establishments.” Under the first group, there were 8
establishments in 1963 and the number declined to 6 in 1968. Under the
third group there were 86 establishments in 1963 and the number de-
clined to 68 in 1968. The two breweries together contributed over half
the value added of beverages industry. In 1970, the contribution was
over two-thirds of the value added by beverages manufacturing. The
distillers and the large number of soft drinks manufacturers were the
lagging sectors.

The tobacco industry never had any pioneer establishments. There
were 136 establishments in 1963 and the number decreased to 114 in
1968. ln 1963 and in 1968, a large proportion of value added was

d in a few large In 1968, two establishments
employing over 250 paid workers on the average accounted for over 90
per cent of the value added. The number of establishments declined in
almost all employment size groups — small as well as medium — thus
indicating the monopoly of the industry by just two factories. A com-
parison of the average product prices and material costs of 1963 and
1968 proves interesting. In general, the average material prices declined.
With regard to products, the average ex-factory price of cigarettes in-
creased from $11.85 per pound in 1963 to $14.91 per pound in 1968.
Prices of other tobacco products, namely, cigars and cheroots, Chinese
variety tobacco, cut and chewing tobacco, and snuff, declined in 1968
compared to 1963. These are mostly products of the smaller and
medium-sized tobacco factories, and the price decline could very well be

37. Guinness Malaysia Bhd., and Malayan Breweries (M) Sdn. Bhd. (“‘Bhd." is
the abbreviated form of Berhad, equivalent to Limited. “‘Sdn." is the ab-
breviated form of Sendirian, equivalent to Private.)
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an indicator of slow growth in demand for these products caused by the
i i iction of the ion to ci

The textile industry was very much influenced by the addition of
pioneer establishments — as shown in Table 47. Value added in textiles
industry increased from $4 million in 1963 to $19.5 million in 1968 and
$26.6 million in 1970.

TABLE 47
NUMBER OF PIONEER ESTABLISHMENTS: TEXTILES

1963 1968 1970
No. of establishments 45 60 75
No. of pioneer establishments 5 8 20

The footwear and apparel industry consists of four minor industry
groups defined as follows: (1) footwear, except rubber and wooden, (2)
wooden clogs and sandals, (3) clothing factories, and (4) miscellaneous
wearing apparel. In 1963 there were no pioneer establishments in any
group. By 1968, two clothing factories and one under miscellaneous
apparel with pioneer status were added. By 1970, two pioneer factories
were added under the footwear industry. The value added of footwear
and apparel industry is dominated by clothing factories. The footwear
industry did not grow appreciably during 1963 —68 but, with the addi-
tion of two pioneer establishments, there was some growth during
1968 —70. The group that suffered was “‘wooden clogs and sandals’™
where the number of establishments declined from 101 in 1963 10 67 in
1968. With increasing consumer preference for factory-made leather
and plastic (imitation leather) shoes, wooden sandals do not seem to
have any growth potential.

The wood products industry has two major industries, namely,
sawmills and plywood and particle board mills. The two industries con-
tributed nearly 90 per cent of the total value added of wood products in-
dustry. There was one pioneer establishment under plywood and parti-
cle board mills in 1963. The number increased to 6 by 1968 and 14 by
1970. The Government of Malaysia in recent years was encouraging the
export of semi-finished and finished wood products in place of the ex-
port of sawn timber only. An advantage of the ‘policy is the assured
growth of sawn timber mills in addition to the growth of plywood and
particle board mills. During 1968 — 70, yet another development was the
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granting of pioneer status to 3 factories which were planning mills and
window and door mills, and an additional factory manufacturing
prefabricated wooden buildings. While the sawmils and semi-finished
and finished wood product industries have a growth potential from ex-
port demand, there are several minor industries that are bound to lag
behind. These include coffin manufacturers, carpentry shops, and rat-
tan, mengkuang, and attap product enterprises.

The principal industries under furniture and fixtures are (1) furniture
of wood and unstated materials, (2) rattan and cane furniture, (3) metal
furniture, (4) mattress manufacturing; and (5) furniture finishing,
repairing, and miscell industries. Noti decline in the
number of establishments occurred in the case of rattan and cane fur-
niture from 61 in 1963 to 50 in 1968 and in the case of finishing and
repair, etc., from 51 in 1963 to 38 in 1968. Household furniture of wood
and unstated materials contribute the bulk of value added. In 1968 there
were 3 pioneer establishments under metal furniture manufactures. Rat-
tan and cane furniture industry would have 1o be considered as a lagging
activity, and wooden and metal furniture are the leading activities.

In the paper and paper products industry, the principal activity is the

ion of ¢ and paper i There is no i
decline in the number of establishments. Two had pioneer status. Due
to the growth of dairy products and related types of consumer goods in-
dustries, there was a steady growth of demand for paper containers of
various types. Value added by the paper products industry increased
from $3 million in 1963 to $6.2 million in 1968.

The printing and publishing establishments increased from 325 in
1963 to 371 in 1968. Value added increased from $29 million in 1963 to
$52.5 million in 1968. There was only one firm which had pioneer
status. Given the fact that in any growing economy, printing and
publishing activity has growth potential, there was probably no need to
give pioneer status to a firm in this industry. In fact, there was no addi-
tion of any more pioneer firms during 1963 70 and the potential of the
industry for steady growth cannot be doubted.

Under the leather and leather products group, the two sub-groups are
tanneries and leather products. The latter includes imitation leather
products but excludes footwear and apparel. In 1968 there was one tan-
nery with pioneer status. Even though the total number of establish-
ments increased from 27 in 1963 to 32 in 1968, the value added was
neither significant nor had grown faster. Value added in 1963 was $0.7
million which increased to $1 million in 1968.
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In the rubber products industry three sub-groups may be identified on
the basis of product classification. These are footwear, tyres and tubes,
and other rubber products. In 1963 there was one factory under ‘‘tyres
and tubes” with pioneer status. In 1970 two factories under *‘tyres and
tubes” and two under “‘other rubber products” had pioneer status.
Table 48 shows the gross sales values (ex-factory) of the three products
in 1963, 1968, 1970. Itis clear that, for the most part, the tyres and tubes
factories contribute the bulk of total sales of the industry. Since West
Malaysia is a leading producer of natural rubber, it is quite logical that it
should have a strong rubber products industry. However, much
innovation has to take place before export substitution from primary
rubber to rubber products can take place at an appreciable pace. The
value added by the rubber products industry increased from $20 million
in 1963 to $47 million in 1968 — a high order of growth facilitated by
the establishment of import-substituting tyres and tubes factories — the
demand for which is ensured by the growing use of automobiles.

TABLE 48
GROSS SALES VALUE OF RUBBER PRODUCTS, 1963, 1968, 1970

Sales Value (ex-factory) in § million

1963 1968 1970

Footwear
Tyres and tubes 13 39 85
Other rubber products 14 32 31

Data on the number of establishments and value added for chemicals
and chemical products group of industries are given in Table 49. All the
industries in the group except coconut oil refineries and vegetable and
animal oils and fats had some pioneer establishments. Over the period
1963 — 70, there was considerable broadening of the industry. In 1963, 2
third of the value added came from soaps and washing compounds. In
1968, the proportional contribution of soaps and washing compounds
1o value added declined to 25 per cent. The high growth industries in re-
cent years are industrial chemicals and ch ical fertilizers, paints and
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varnishes, medicinal and pharmaceutical products, and perfumes and
cosmetics. These industries have grown mainly as import substitutes,
not only as consumer goods but also as producer inputs.

Under the industry group “Products of Petroleum and Coal", in
1963 there was one refinery and 3 factories producing miscellaneous
products of petroleum and coal. The ESSO refinery at Port Dickson
was a pioneer establishment. In 1968, there were 3 refineries and one
miscellaneous products factory with pioneer status, The total number of
establishments was 6. By 1970, the total number of establishments in-
creased 10 9, with 4 refineries and 2 miscellancous products firms with
pioneer status. Value added dati on a comparable basis are not
available for 1968 and 1970.

Data on number of establishments and percentage contribution o
value added in respect of three major industry groups are given in Table
50. In the non-metallic mineral products group, the most important in-
dustry is cement production. The four cement factories contributed
more than half of the total value added of non-metallic mineral pro-
ducts. The basic metals industry data in Table 50 exclude tin smelting.
Thus in basic metals other than tin smelting, the principal industries are
iron and steel milling and iron and steel products. The establishment of
a primary iron and stee¢! mill (Malayawata Steel Limited) also stimulated
iron foundries whose number increased from 24 in 1963 to 54 in 1968,
In the metal products group, over a fifth of the value added was
generated by the tin cans and metal boxes industry. The other leading
industries are the producers of architectural metal products and fabri-
cated structural shapes. Tin smelting and hardware, 1ools and cutlery
have declined in relation 1o the number of establishments and relative
contribution to value added. With the addition, in 1970, of a pioneer
establishment in the hardware group the industry might have picked up
in recent years.

The industry group *‘non-electrical machinery”” consists of (1) in-
dustrial machinery and parts, (2) general engineering and machinery
repair shops, (3) manufacture and repair of refrigerating, exhaust, ven-
tilating, and airconditioning machinery, and (4) agricultural machinery
and imples and and repair of h office, and
commercial equipment. Since 1963, in all the sub-groups, the number of
establishments increased. In 1963 there was one pioneer establishment
each under office, commercial, and household equipment, and
refrigerating, exhaust, ventilating, and airconditioning machinery. By
1970, two more pioneer establishments were added in the latter group.
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An important development during 1968 —70 was the addition of 3
pioneer factories to manufacture agricultural machinery and imple-
ments. With regard to the structure of value added, two-thirds of the
value added of ‘‘non-electrical machinery” was obtained from in-
dustrial machinery and parts manufacture in 1963 as well as in 1968.

The next industry group for consideration is electrical machinery, ap-
pliances, and repair. Value added of the group as a whole increased
from $4.7 million in 1963 to $20.8 million in 1968. In 1968, 58 per cent
of the value added was contributed by electrical machinery and ap-
pliance manufactures, 38 per cent by manufacture and repair of dry
cells and batteries, and 4 per cent by electrical repair shops. The
machinery and appliance industry had one pioneer establishment in
1963, 10 in 1968, and 15 in 1970. Dry cells and batteries industry had 2
pioneer factories in 1963 and there were no later additions. As a matter
of fact, the growth of machinery and appliance industry ensured the
growth of both dry cells and batteries and electrical repair shops. The
number of electrical repair shops increased from about 140 in 1963 to
238in 1968,

In the transport equipment industry three main groups of industries
may be identified: (1) shipbuilding, boat building and repair, and
marine engines, (2) manufacture and assembly of automobiles and lor-
ries, and (3) all other industries including manufacture of bicycles,
tricycles, and trishaws, manufacture of their parts and accessories, and
manufacture of other parts and accessories. In 1963, about 60 per cent
of the value added of transport equipment' was generated in ship-
building and boat building. In 1968, a third of the value added was
generated by automobile assembly plants which did not exist in 1963.
Pioneer status, however, went to bicycle and trishaw manufactures. In
1970, there were 2 pioneer factories in the manufacture of bicycles and
trishaws and one factory for the manufacture of bicycle and trishaw
parts and accessories.

The structure of pioneer factories in miscellaneous manufacturing
can be assessed from the figures in Table S1, which represent the
number of establishments. In 1968, plastic products accounted for 62
per cent of the total value added of $13.6 million of miscellaneous
manufactures.

The overall picture emanating from the above disct
summarized as follows:

on may be

1. The pioneer industry policy was built around the classical notion of
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TABLE 51
MISCELLANEOUS INDUSTRIES:
NUMBER OF PIONEER ESTABLISHMENTS, 1963, 1968, 1970

1963 1968 1970

Plastic Products 5 7 12
Surgical, Medical, and
Dental Supplies 2 2 2
Watches and Clocks — — 3
Brooms, Brushes, and
Maps 1 1 1
Pens, Pencils, Office and
Artist Supplies — 1 2
Other Miscellaneous — 1 2

Total 8 12 2

alabour surplus economy attracting foreign capital under the canopy of
free enterprise.

2. The policy was fairly successful in diversifying the industrial struc-
ture in a relatively short span of time.

3. While most of the industries were import-substituting in nature and
depended on imported inputs, there were some which depended on
domestic inputs and export markets, notable among the latter category
being rubber products manufactures, plywood and particle board mills,
and tin cans and metal boxes.

4. Some of the industries set up in the early years, notably in the food
processing and beverages group did not have any linkages with already
existing domestic industries and hence some of the domestic industries
could have suffered due to lack of government incentives and non-
expanding markets. The industries set up in later years especially those
in the metals, machinery, and transport equipment group have aided
further industrialization through backward and forward linkages.
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5. The way the pioneer establishments were added for every con-
ceivable industry — from brooms and brushes to cement factories and
steel mills — would lead to the observation that the production of any
new product was welcome. With the passing of the 1968 Investment In-
centives Act, the pioneer industry policy had been given a somewhat

ive in terms of creation and export

promotion.**

On the basis of the summary data in Table 52 on pioneer industries, a
few additional observations could be made. We would like to divide the
period 1959 —70 into two sub-periods 1959 —65 and 1965 —70. The con-
trasts between the two sub-periods are noted in Table 53. The con-
trasting experience of the two sub-periods would indicate that during the
first sub-period, employment growth was more or less incidental, with
value added growth taking the lead. In the second sub-period, employ-
ment growth took the lead.

TABLE 53
PIONEER INDUSTRIES: CONTRASTS BETWEEN TWO SUB-PERIODS
Sub-Period 1959 — 65| Sub-Period 1965 — 70

1. No.of i sed 54 times | I d 2 times
2. Average Earnings per

Employee More than doubled | No Change
3. % of Wages to Declined No Trend

Value Added
4. Ratio of Value Added

Growth Rate to

Employment Growth

Rate Generally > Unity | Generally < Unity

38. The principal incentives embodied in the Act are of two types: double deduc-
tions from income tax for certain expenses incurred in the promotion of ex-
ports, and accelerated depreciation allowance for exporting more than 20% of
production. These incentives do not apply to primary product exporters and
companies that benefit from incentives such as pioneer status and investment
tax credit.



124 MALAYSIA; DEVELOPMENT PATTERN AND POLICY

Trends in Import Substitution and Export Promotion

One of the major factors that assisted the process of West Malaysian
industrialization was import substitution.” Data for 1960 and 1967 by
industry in Table 54 are the best available material to show the extent of
import substitution and export promotion.* In 1960 tobacco products,
wood products, furniture, and printing and publishing activities had
domestic producti ising over two-thirds of total supply. By
1967, food processing, beverages, rubber products, chemicals, and non-
metallic mineral products joined the group of industries with over two-
thirds of total supply met by domestic production. All these industries,
as noted earlier, had important pioneer establishments.” Considering
the fact that in 1967, tobacco products, wood products, and furniture
had over 90 per cent self-sufficiency, we may say that for all intents, the

39. In addition to import substitution within West Malaysia, since 1963 Sabah and
Sarawak have become dependable export markets. The gradual extension of
West Malaysian tariff structure to Sabah and Sarawak meant that within the
Sabah and Sarawak markets, West Malaysian industries can compete with
others. In cases where there is a common Federation tariff West Malaysian in-
dustry can freely export to Sabah and Sarawak. In 1963 imports from West
Malaysia to Sabah comprised less than 2% of Sabah's total imports. In 1971,
more than a fifth of Sabah's imports came from West Malaysia. Sabah's ex-
ports are mainly to Japan and the Republic of Korea, timber being the main ex-
port. In regard to Sarawak, if we consider total imports excluding crude oil
from Brunei, we find that in 1963 imports from West Malaysia comprised
2.2% of the total which increased to 28.5% of the total by 1969, Exports from
Sarawak to West Malaysia are of no significance. In 1969 they amounted to
$12.8 million of a total of $642 million. It is therefore reasonable to say that
West Malaysia has indeed benefited to & great extent from the expanded
market through the federation arrangement.

40. Broad trends in import substitution and export augmentation for Malaysia as a

whole may be observed from the structure of imports and exports by SITC sec-

tions. The data are in Tables 55 to 57. As a percentage of total imports, a

decline during 196071 was observed in respect of food and live animals,

beverages and tobacco, crude materials, and miscellancous manufactured
goods. We can thus say that for Malaysia as a whole also, there was con-
siderable import substitution — especially in regard to consumer goods (Table

56). In regard to export structure, the trends are somewhat less significant ex-

cept for the increase in the percentage contribution of manufactured exports —

from an average of 2% up to 1966, to 4.2% in 1971,

Notably, dairy products, animal feedstuffs, sugar refineries, and miscellancous

food products (in food processing), the two breweries (in beverages), rubber

tyres and tubes (in rubber products), fertilizers, paints and varnishes, etc. (in
chemicals), and cement factories, structural cement products, eic. (in non-
metallic mineral products).

41,




INDUSTRIALIZATION AND IMPORT SUBSTITUTION 125

import substitution phase based on the domestic market in these sectors
is almost completed. Whereas tobacco and furniture have not entered
the export business, and these might never be able to do so because of
competition from other producers, tariffs, and other reasons, wood
products have great promise in so far as the activity amounts to export
substitution from sawn timber to finished products such as plywood,
particle board, etc. The exports under food processing are mainly can-
ned pineapples and juice. These are traditional export items of West
Malaysia. The industries that have further import substitution

TABLE 54
MANUFACTURING*: IMPORT SUBSTITUTION AND EXPORT
PROMOTION, WEST MALAYSIA 1960, 1967

Percentage of —{ Exports as
Domestic Percentage
Industry Production in of Domestic
Total Supply Output

1960 1967 1960 1967
Food Processing 43 63 11 13
Beverages 36 7 Nil 1
Tobacco Products 74 9% Nil Nil
Textiles 7 30 43 21
Footwear 10 13 Nil 16
Wood Products %4 94 29 36
Furniture 87 93 Nil Nil
Paper and Paper Products 9 bi) Nil 13
Printing and Publishing 68 73 1 3
Leather Products 40 45 Nil 5
Rubber Products 62 88 27 18
Chemicals 55 66 49 40
Non-Metallic Mineral Products | 50 RE) 4 1
Metal Products, Machinery, etc.| 17 25 1 6
Miscellaneous Manufactures 4“4 46 12 10
Petroleum Products Nil 47 Nil 30

Notes: *Rubber Processing and Basic Metals (representing tin smelting mostly)
are excluded.
Nil = Either zero or insignificant.

Source: Department of Statistics, Malaysia.
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possibilities are textiles,” footwear, paper and paper products, metal
products, and miscellaneous industries. In fact, if data were available on
the degree of self-sufficiency in 1970 and after for these industries, we
would probably conclude that for West Malaysian industry as a whole
the import substitution phase has just been completed.** With regard to
export performance of the industries, textiles and rubber products ap-
pear to have had (in 1967 compared to 1960) setbacks, in exporting. In
the case of chemicals (0o, the proportion of exports to domestic produc-
tion declined in 1967 compared to 1960. These declines, however,
should not be taken too seriously because, since new industrics catering
to the domestic market are added every year, the decline in proportion
exported rei the inuing import itution process. In fact,
these industries have done well on the export front in recent years, as the
followmg discussion will pcml out.¥
ion of net ing exports for
Malaysxa as a whole for 1968, 1970, and 1972 is given in Table 58.
It will be noted that the most promising export sectors during these
years were textiles and apparel and wood products. Food products
were also significant. The retarding sector was petroleum products.
As mentioned earlier, Malaysia’s natural advantage in timber is
now being capitalized to promote the export of wood products. Ac-
cording to the 1972 Report of the Bank Negara Malaysia, the major
markets for Malaysian wood products were the United Kingdom,
the United States, Japan, and Singapore; and ‘‘besides the boom-
ing world economy, the move by Japan to lift gradually the 20 per
cent import duty on Malaysian plywood would help stimulate the
market”.* Cotton fabrics, clothing, and footwear were also sent to

42, With the addition of a synthetic fibre factory as a pioneer firm during
1968 —70, probably the degree of self-sufficiency in textiles was somewhat
higher in 1970 and after, than in 1967.

The Finance Minister of Malaysia, in his 1973 budget speech, said ‘“In-
dustrialization in Malaysia has now reached the stage where greater efforts
must be made 1o export our manufactured goads. This is obvious when we
have gonc as far as we are likely ta go in the matter of import substitution.""

44, The data in Table 54 btained from the industry ions tables
prepared by the author based on unpublished worksheets of the Malaysian
Department of Statistics: At the time of writing, it was not possible to get the
data so as to compile the inter-industry tables for the years after 1967.

Bank Negara Malaysia, Annisal Report 1972, p. 104,

43,

&

2
&
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the United Kingdom, United States, and Singapore. In the food
products group, whereas pineapple and pineapple juice faced the
tariff walls of the European Economic Community, dairy products
and animal feedstuffs went mainly to Singapore. Retardation in
petroleum exports was mainly a reflection of the downward trend
in the export of motor and aviation fuels, and diesel and fuel oils
from Sarawak to Singapore. Singapore was the main market for

icals and ¢l ical products, tallic mineral products,
iron and steel products, and machinery and transport equipment. A
substantial portion of the non-metallic mineral products and iron
and steel products was made up of building materials, which were
in high demand by the construction sector in Singapore.* Having
noted these trends, we can conclude that wood products and tex-
tiles alone will be the export leaders in the next few years. Since
most other products are exported to Singapore either for its own
use or for re-export, it is not inappropriate to emphasize the need
for Malaysia and Singapore to come together and decide on the ex-
tent of complementary and competitive industrialization of the

TABLE 56
COMPOSITION OF MALAYSIAN IMPORTS

Percentage Distribution
Goods “

1961 1966 1968 1970 1972

Consumption Goods 46.7 39.6 36.2 28.2 25.8
Investment Goods 170 235 2L1 26.1 32.9
Intermediate Goods 219 31.8 32.6 36.9 36.3
Imports for Re-export 7.8 4.9 93 8.3 4.9

Miscellaneous 0.6 0.2 0.8 0.5 0.1
Total (%) 100.0  100.0 1000 100.0  100.0
Total ($ million) 2,816 3,380 3,552 4340 4,632

Source: Bank Negara Malaysia, Annual Report, 1972.

46. Ibid.
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future. In 1963, the Rueff mission, commenting on the
industrialization of Malaysia and Si e, noted: “‘In some cases
the result has been the establishment of branch plants of manufac-
turing enterprises both in Singapore and the Federation, with all
the social costs which this implies, as well as a tendency for both
new and existing firms to locate in the Federation to gain the
benefits of a protected market. The Mission is convinced that the
growth of the Malaysian manufacturing sector can best be assured
by (i) creating a A ian market in d Ily pro-
duced goods; and (i) judiciously using tariffs to protect this
market.”* Singapore joined the Federation of Malaysia in 1963,
but became an independent republic in 1965. However, the need for
Malaysia and Singapore to work together would arise so often in
the future that both nations might take advantage of their present
much broadened industrial base to cooperate.**

In the final analysis, the ability of an industry to export depends
on how cheaply it can produce and thus how much it can compete
in the world markets. When the initial development of an industry
was made feasible due to import substitution through protective
tariffs, the industry might have produced at a price higher than the
price prevailing in the rest of the world. This, however, should not
be taken to hinder the prospective export capability of the industry
because eventual lowering of costs and prices could be achieved
under certain conditions. Firstly, economies of large-scale produc-
tion could lead to lower costs and prices. Secondly, export sub-
sidies, if used, could reduce the export price. Thirdly, tax exemp-
tions on profits might allow the exporting industry to operate at a
lower price, for a higher price and a higher level of tax-payable pro-
fit might mean the same thing as a lower price and a lower level of
Lax-exempl profit. The identification of the influence of protection
on value added and the export capability of various West Malay-
sian industries will now be attempted.

In Appendix C the percentages of nominal and effective protec-
tion rates and the percentage bias against exporting are given for

47. Report on the Economic Aspects of Malaysia (by a Mission of the LB.R.D.,
July 1963), Kuala Lumpur, 1963, pp. 30~ 31.

48, This can also be achieved in the wider context of ASEAN. However, coopera-
tion is administratively easier between two countrics than five, and Singapore
and Malaysia are in the best position to set an example to ASEAN.
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TABLE 58
PERCENTAGE COMPOSITION OF NET MANUFACTURING EXPORTS,
MALAYSIA, 1968, 1970, 1972

Percentage of Exports

Iodusty 1968 1970 1972

Food 202 174 163
Beverages and Tobacco 1.6 25 31
Textiles, Clothing, Footwear 59 6.0 12.5
Wood Products 94 172 276
Rubber Products 2.5 3 32
Chemicals and Chemical Products 7.3 5.8 6.0
Petroleum Products 377 306 153
Non-Metallic Mineral Products 23 34 22
Iron and Steel Products 1.0 2.0 2.0
Metal Products 1.0 16 1.6
Machinery and Transport Equipment 4.6 3.9 35
Other Manufactures 6.5 6.5 6.7
Total (%) 1000 100.0  100.0

Total ($ million) 4518 5202 6023

Source: Bank Negara Malaysia, Annual Report, 1972
1969 for, 29 selected manufacturing industries of West Malaysia."

Several industries are characterized by negative percentage rate of
effective protection, and a negative or zero bias towards exporting.

49. The concepts and methods underlying the computations are explained in Ap-
pendix C. An earlier attempt to study the structure of West Malaysian tariff
structure was made by John H, Power for the years 1963 and 1965. The results
were reported in his *‘The Structure of Protection in West Malaysia", in Bela
Balassa and Associates, The Structure of Protection in Developing Countries
(Baltimore: Johns Hopkins Press, 1971), pp. 203~22. Generally speaking,
Power’s results were derived on the basis of the assumption that domestic
prices of outputs and inputs differ from world market prices to the extent of
the respective rates of duty, whereas ours were based on direct price com-
parisons. The general pattern of results remains essentially the same — except
in the case of industries which have entered export markets in recent years and
industries affected by price hikes of domestic inputs.




132 MALAYSIA: DEVELOPMENT PATTERN AND POLICY

These industries fall under two categories — the first comprising in-
dustries whose product prices are lower than the world market prices in
spite of protection through import duties; and the second category
consists of industries whose products are not protected, but which are
penalized through higher prices of inputs supplied by protected domes-
tic industries. Dairy products, pineapple canning, sago and tapioca pro-
ducts, biscuit factories, soft drinks and carbonated beverages, plywood
and particle board mills, rubber products, and manufacturers of paints
and varnishes fall under the first category. These industries have already
entered the export markets. While some of them — namely, pineapple
canning, plywood and particle board, and rubber manufacturing — are
based on inputs which are primary export products of West Malaysia,
industries such as dairy products using imported milk powder, and
paints and varnishes using imported resins and pigments also developed
into exporting industries. In the second category of industries with a
negative effective protection rate and no nominal protection, we find
iron foundries, manufacturers of boilers and tanks, manufacturers of
{in cans and metal boxes, industrial machinery and parts manufactu-
ring, boat building and repairing, and motor-vehicle body builders. All
these industries had to purchase inputs such as pig iron, iron and stell
plates and sheets, paints and varnishes, and hardware products whose
domestic prices are somewhat higher because of the tariffs and the
protected domestic market.

Industries with a positive bias against exporting typically fall under
the category of those using high-priced domestic inputs and dutiable im-
ported inputs. For example, tobacco products will never stand the test
of competition because the imported tobacco is subject to duty of ap-
proximately 300 per cent.® Industries which suffer from purchasing
high-priced domestic inputs include structural cement and conerete pro-
ducts and some of the metal products industries. Among the industries
with a positive effective protection rate and positive export bias, two in-
dustries have both low cffective protection and bias against exports.

o

50, The heavy duty on imporied tobacco and tobacco products is not governed by
any impart substitution motivation, but by the revenue motive. Historically,
the three principal import duties in West Malaysia were on tobacco, liquor,
and petroleum. The changes in import taxation over the years, the relative im-
portance of various dutics, the pattern of incidence, etc., were discussed in
detail by C.T. Edwards in **The Structure of Import and Excise Duty Taxation
in the States of Malaya and Singapore™, Malayan Economic Review 10, 2
(1965): 83 —101.
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These are textiles and soap and washing compound manufactures. The
textile industry enjoys duty-free import of raw materials, and the soap
industry depends on domestic manufactured inputs such as coconut oil
and palm oil produced at competitive prices. Chemical fertilizers enjoy a
29 per cent nominal protection and a 34 per cent effective protection,
and a 34 per cent bias against exporting. The inputs of the industry are
not subject to duties.

From the above discussion, we may note three important
observations in relation to West Malaysian industrialization and in-
dustrial export capability.

1. Industries that depend on material inputs which themselves are
exportable will have little difficulty in exporting.

2. Industries dependent on imported inputs will have to reduce pro-
duct prices either through economies of scale or through higher produc-
tivity or through lower wages and lower profit margins backed by incen-
tives of one type or other. In general, these industries will have an uncer-
tain future in any case since they depend on imported inputs.

3. Industries which depend on domestically manufactured inputs
that receive p: ion may seek ion for oo, thus
reducing their export capability; but, in the event of their receiving
cheaper inputs, they may well have the capability to export. This implies
that the Government should not grant protection to industries that use
high-priced domestic input but, instead, should grant a temporary
subsidy on input account if there is reasonable ground to expect the
input prices to fall with economies of scale in the input-producing

Policy Considerations

Our discussion here will be concerned with the pioneer industry
policy, tariff protection and import substitution, and related aspects.

In the early sixties when the pioneer industry policy was being im-
plemented, there were some doubts about the policy. Apart from the
classical doubts about the efficacy of the decisions of private enterprise,
there is one important criticism on tax concessions that go along with
the pioneer industry policy. For example, established firms may
organize new affiliates or subsidiary companies primarily to take advan-
tage of tax concessions so that the parent organization, having no
pioneer status, minimizes its own profits or even carries losses on a
number of items and credits its profits to the new affiliate which enjoys
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the tax cc i Tax i may foster manufac-
ture of new products rather than the growth of established lines of pro-
duction. Since much of the increase in value added of West Malaysian
manufacturing has been due to the increased contribution of pioneer
establishments, one may wonder whether there is any misuse of incen-
tives. However, the fact remains that the pioneer industry policy has
been successful in developing various export industries. With increasing
emphasis on granting pioneer status only to export-oriented industries,
the pioneer industry policy has obtained the necessary shift from import
substitution to export promotion. Whether the policy provided and
would provide opportunities for tax evasion by multinational firms
should be considered an aspect for investigation, the evidence on which
could be ascertained only through cooperation among various coun-
tries.*! A vigilant and incorrupt government should be able to keep at
bay any undesirable practices that could result from any policy.*

With regard to tariff protection and import substitution, in the early
sixties, it was alleged that tariff protection was not widely used by the
Malaysian Government and that there were some important interests

ing i ialization behind ion.* Over the years, the tariff
net has spread and the rates of duty which generally remained between
the 10 per cent and 25 per cent levels,* with the exception of the revenue
earners (the duties on tobacco, liquor, and petroleum), also increased to
somewhat higher levels in some cases such as assembled motor-vehicles,
chemical fertilizers, and so on. Today it is difficult to say that the
Malaysian Government is too hesitant to levy import duties — especially
when we note that the 1973 budget increased the duty on fruits from

51.

One would note the existence of six ex-pioneer oil refineries in Singapore and
three pioneer oil refinerics in West Malaysia as a development that should be a
matter of in-depth study. Once again, the need is for cooperation between
governments and coordination of governmental policies — possible if and only
if governments do not behave like-*petty traders”. It should be realized that
for Singapore factories to move to, say, Johore or for those in Johore to move
to Singapore would not be very difficult if the manufacturing operations do
not involve excessive installation costs.

52. It is often stated that foreign investors bring second-hand machinery, over-
value it, and make a capital gain. This can be avoided by a vigilant and incor-
rupt government, endowed with the necessary technical manpower.

53. E.L. Wheelwright, “Industrialization in Malaya”', in Polirical Economy of In-
dependent Malaya, ed. Silcock and Fisk,

54. The limits were noted by C.T. Edwards in his *“The Future of Import and Ex-

cise Duty Taxation in the States of Malaya and Singapore”', Malayan

Economic Review 11, 1 (1966).
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$448 per ton or 20 cents per pound to $8%6 per ton or 40 cents per
5

As for the efficacy of import duties in promoting industrialization,
the results have been noted earlier and a commendable degree of success
has been achieved. In this context, one of the general warnings for the
policy may be noted. In a short comparative statement on the in-
dustrialization policies of Malaysia and the Philippines, Rrofessor
Douglas Paauw observed: “One conclusion seems stronger for
Malaysia than for the Philippines: unless export diversification occurs,
Malaysia's open, dualistic pattern of development appears likely to
falter. Import-dependent import substitution may very soon produce
foreign-exchange bottlenecks similar to those which have plagued
development and yielded very low growth rates in many Latin American
economies.’** This warning is of considerable significance even though
foreign exchange problems have not yet appeared on the Malaysian
economic scene primarily because of the continued significant contribu-
tion of primary product exports. The entry of several of the manufac-
turing industries into export markets is an encouraging sign, and assum-
ing that nothing untoward happens in the world markets and assuming
further that the world will not tend towards more protectionism, there is
no reason why Malaysia's export-oriented manufacturing industries,
especially those based on the traditional primary commodities, cannot
continue to prosper.

There are a few emerging problems, however, that call for attention,
enquiry, and effective action. As noted earlier, some of the import-
dependent industries such as fertilizers, while obtaining duty-free im-
ports and enjoying pioneer status, seem to have a positive bias against
exporting. These industries supplying inputs to other industries within
the economy have the utmost priority in reducing costs and prices. Pro-
tection in principle will have to continue, to arrest any sporadic inflow
of goods, but in respect of most industries the duties should not have a

55. Proposing this, the Malaysian Finance Ministcr, in his 1973 Budget Speech,
told the Parliament: **Honourable Members will recall that in my last Budget
Speech | announced suspended import duties on fruits with a view to encourag-
ing more cxtensive cultivation of our own fruits which are as good as imported
fruits in every sensc of the term., This has not produced the desired results and |
therefore feel that we should go further."

56. Douglas S. Paauw, ““Comment on Part 111" in Economic Interdependence in
South East Asia, ed. Theodore Morgan and Nyle Spoelstra (Madison: Univer-
sity of Wisconsin Press, 1969), pp. 28081,



136 MALAYSIA: DEVELOPMENT PATTERN AND POLICY

permanent impact in raising domestic prices. There is another related
aspect of serious concern. As and when domestic import-substituting in-
dustries expand the scale of operations and achieve reduction of costs
and prices, there is a natural tendency for competitive imports to be
completely wiped out. This implies that whatever import duty revenue
has been collected earlier is also wiped out. The Malaysian Government,
in such circumstances, has been doing one of two things: (1) levying im-
port duties on imported raw materials (as in the case of imported tobac-
o) to make good the loss of revenue from imported final products;
and/or (2) levying other indirect taxes, notably excise duties, so that the
domestic consumer continues to pay a high price for what he buys and
continues to contribute tax dollars to the Treasury. The latter strategy of
levying excise duties has been increasingly put into practice in Malaysia
in recent years. What is more, there has been the practice, sometimes, to
increase excise duties and, in order to prevent imports, increase import
duties also.”” Such measures could contribute to rising living costs direct-
ly or indirectly. Unless the demand for a product is perfectly inelastic,
the effect of an excise duty is to reduce production since a part of the tax
is borne by the producer and a part by the consumer. Thus prospective
economies of scale and hence the potential for export may suffer a set-
back due to the levying of excise duties. Our recommendation,
therefore, is not to levy excise duties on an industry when it has even the
slightest promise of exporting its products. In general, the revenue
motive should be subservient to the efficiency motive, and the tempta-
tions to augment revenue by levying excise duties on intermediate goods
and essential consumer goods should be resisted.®

3

For example, the 1973 budget contained a number of commodities on which
fresh excise duties were levied, and import duties increased. The affected com-
modities are gas-operated stoves, air-conditioners for use in road vehicles, bat-
teries for motor-vehicles, electric i irons, electric rice cookers, electric ovencttes,
and records. Thy duty on private was raised and
the import duty was also raised.

. From 1970 lhﬂe was an excise duty on sugar. This is totally unjustified because
itisan ! ity and a source of “The retail price of a
pound of sugar in 1969 was 26¢. Comparing this with the world market price of
13¢, the retail price was higher by 100% of which import duty on raw sugar
and the effect of protection to domestic sugar refineries amounted to 80%. The
remaining 20% was the mark-up. Retail price of sugar went up to 27¢ in 1970
and 30¢ in 1971 by which year the effect of excise duty was well visible. The
point we should therefore bear in mind is that the excise duty may well add to
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A general and somewhat universal problem concerning the tariff
structure relates to the conformity of practice to theory. It is well known
that the second best optimum tariff structure essentially involves the
levy of uniform rates of import duties. Thus, as and when possible, a
government's endeavour ought to be directed towards a uniform tariff
structure. On this count, the Malaysian Government appears to be go-
ing backwards, for the tariff net is spreading ever wider and the rates of
duty are increasing. Continued spread and increasing dispersion of tariff
rates in the future may well produce price distortions of a magnitude
that will shatter the hopes of i growth of ing ex-
ports and long-run maintenance of the strength of the currency. In this
context, we may refer to the suggestions of Helen Hughes for the
Southeast Asian economies for the 1970s:

Policies determining the level of protection are the key to changes in
industrial strategy. For most Southeast Asian countries this means
lowering tariffs, but revenue requirements and pressure from exist-
ing make a ion in tariffs y difficult.
In most countries the first step towards a new policy therefore
means not so much tariff reduction as holding the line against fur-
ther tariff increases.... The next steps lie in the introduction of a
logical tariff structure. At its simplest this should be a low uniform
ad valorem tariff of not more than 20 to 25 per cent.... The
arrangement of restructured tariffs in broad bands by industry
groups rar.hcr lhan by |ndmdual products would also remove the

to e tariffs for particularly
high-cost products in the future as pressure from manufacturers
builds up.¥

In sum, therefore, the general tendency of a Government should be to
move away from differential tariffs.

Before concluding the chapter, a few very specific recommendations
may also be noted. Firstly, it is essential that the Government enquires
into the nature and causes of business failures in the small-scale sector.
This would be especially useful in the context of the proclaimed objec-
tive of the Government to promote labour-intensive industries. Second-

the price which is already very high due to protective tariffs. A small-scale pro-
ducer of sugar confectionery may not be able to buy his raw material and be in
business.

Helen Hughes, *“The Manufacturing Industry Sector™, in Asian Development
Bank, Southeast Asia’s Economy in the 1970s (London: Longmans, 1971), pp.
233— 34,

o
-
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ly, there appears to be the need to conduct a full-scale enquiry into the
growth of various pioneer establishments during and after the pioneer
status —for, whereas firms can operate on a lower margin of profit with
tax concessions, they may not do so once the concessions lapse. Thirdly,
a careful look into the prospects of input producers like cement factories
and primary iron and steel plants is very timely. If these two industries,
in particular, remain perpetual infants requiring continued protection,
they could well turn out to be the ““white elephants’ of West Malaysian
industrial sector and could be a primary source of the future downfall of
construction industry on the one hand, and consumer and producer
durables industries on the other.
In terms of the Investment Incentives Act of 1968, a scheme of export
ives has been introduced. A ding to the 1973 budget, the
scheme would be liberalized, and export allowance would be given by
way of a deduction from gross income in arriving at adjusted or taxable
income. The amount of the allowance is § cents for every dollar of the
increase in the export sales of a taxpayer. If the export increase were
based on the products incorporating not less than 50 per cent of
domestic materials or components, the allowance would be 8 cents for
every dollar increase in export. Except the industries undertaking the ini-
tial processing of primary products, all other manufacturing industries
arecﬁgibhfarbcmﬁuundﬂthescbme.msch:nwhasdwvirmeof
providing incentives to increase exports and of using domestic inputs.
Yet there are two snags of some significance. Firstly, at a time when the
need is to provide more and more jobs to prevent further increases in
the already high rate of unemployment (about 8 per cent in 1972), the
scheme may foster, in order to increase export, more and more capital-
intensive industries and a certain amount of substitution of capital for
labour in the already established industries. Secondly, the scheme may
mumgesonwofzh:aponindusuicswdmmmmu,fm,and
products too often, since the incentive is tagged to export increase.
While there is no way of preventing the first problem, the second can be
prevented by linking the incentives not only to the increase in exports of
a product but also to the maintenance of a certain volume of export of
the product by a firm. Further, i ies which have a ive ad-
vantage such as wood products, industries with a very high capital inten-
sity and hence the capacity to rationalize production methods such as oil
refineries, and industries with a very low value added content (low in-
come generation effect) such as assembly plants might well be excluded
from the scheme’s benefits.




5. Review of Economic Planning

This chapter encompasses a discussion of the targets, investment
llocati and achig of various Malaysian plans. The Federa-
tion of Malaysia came into existence in 1963 and after Singapore’s
separation from the Federation in 1965, planning activity embraced the
three constituent elements of Malaysia. Prior to 1966, plans were in-
dependently formulated for West Malaysia, Sabah, and Sarawak. For
Malaysia as a whole, for instance, there were the First Malaysia Plan,
196670 and the Second Malaysia Plan, 1971—75. To begin with, a
review of each individual plan is made, followed by an overall review of
development strategy, plan methodology, and related aspects.

Planning Before 1966

Attempts to prepare a development plan for West Malaysia started in
the early postwar years in response to the United Kingdom Colonial
Development and Welfare Act in 1945. The Act provided a sum of
£120 million for schemes of development and welfare in Colonial and
Dependent territories and set a ten-year period up to 31 March 1956 for
assistance from the funds available under the Act. The allocation from
the fund for the Federation of Malaya and Singapore was to be $42.8
million (£5 million). Towards the end of 1946, steps were initiated to
prepare proposals for assistance from Colonial Development and
Welfare funds and to formulate an overall ten-year development plan in

We are concerned here with a review of the various development plans for-
mulated and implemented by the Malaysian Government. Of note here is the
following observation: **A country was considered to be engaged in develop-
ment planning if its government made a deliberate and continuing attempt to
accelerate the rate of economic and social progress and to alter institutional ar-

which were i to block the attai of this goal."
Albert Waterston, Development Planning; Lessons of Experience (Baltimore:
Johns Hopkins Press, 1965), p. 21,

139
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accordance with the general direction of the Secretary of State for
Colonies.' The final outcome was a six-year development plan covering
the period 1950—55° and covering the geographical region of West
Malaysia (then Federation of Malaya). The Plan envisaged a total
capital expenditure of $215 million.” In its original form the Plan con-
sisted of 543 development schemes and was confined to direct govern-
ment expenditure, thus excluding the statutory bodies (for example,
Central Electricity Board, Malayan Railway, etc.) as well as the private
sector. Later when the Plan was revised in 1951, some projects pertain-
ing to statutory bodies in the fields of electricity and railway develop-
ment and projects of the Rural and Industrial Development Authority
were included.* The total capital expenditure estimate was revised up-
wards from $215 million to $557 million, mostly to take care of new
projects. Revision of estimates was again done in 1952. This time the
capital expenditure estimate of the Plan was raised to $856 million
because of “‘the general increase in costs of labour and materials”, an
effect of the Korean War boom and the high prices of imports.*

The main hurdle in the smooth implementation of the Six Year Plan
was the emergency which started in 1948 and continued during the
1950~ 55 period covered by the Plan.’ According to a Government

1. According to the Colonial Development and Welfare Despatch of 12
November 1945, *“each colonial dependency should first draw up & plan cover-
ing all the objects of development and welfare which arc thought desirable....”
Quoted in Lee Soo Ann, ““Economic Growth and the Public Sector in Malaya
and Singapore, 1948—1960" (Ph.D. diss., University of Singapore, 1968), p.

133

2. Federation of Malaya, Draft Development Plan, Kuala Lumpur, 1950.

3. To be exact, the amount was $214.643 million. The principal items of expen-
diture were: public works (367.7 million), education (§35 million), telecom-
munications ($29.6 million), drainage and irrigation ($28.8 million), and
medical services ($16.9 million). These five items add up to $178 million.

4. In the Revised Plan, the Malayan Railway Administration was allocated $117

million, the Central Electricity Board §188 million, and RIDA $3 million. Full

details of the schemes were given in Progress Report on the Development Plan

of the Federation of Malaya, 1950 — 1952, Kuala Lumpur, 1953

Ibid., pp.21 and 6 7.

6. During the period of the emergency, two somewhat interrelated problems were
tackled: firstly, the control of Communist activities and, secondly, the reloca-
tion of a large number of *‘squatters” who, on the one hand, were helping the
Communist terrorists and, on the other, required to be shifted to safer areas.
The resettlement of squatters was accomplished through the establishment of
over 550 “‘new villages”. A detailed account of the nature, causes, and effects
of the emergency is given in Rhoderick Dhu Renick, Jr., ‘“The Emergency

"
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report issued in 1952, “‘The Federation devel has
seriously fallen behind schedule owing to the diversion of finance,

als and skilled D to works, of which resettle-

ment is the most important”.” The development of over 550 new villages
with appropriate economic and social facilities and the relocation of
over 600,000 squatters could be regarded as tasks of considerable
developmental significance even though these were achieved within the
general framework of the emergency regulations.

Economic planning on a slightly more formal basis than during
1950 — 55 was undertaken with the establishment of an Economic Com-
mittee of the Executive Council in terms of a recommendation of the
London Constitutional Conference held in 1956. The Committee,
established in April 1956, had the Chief Minister of the then Federation
of Malaya as the Chairman and the following as members: the Ministers
of Finance, Commerce and Industry, Natural Resources and Local
Government, and Agriculture; and the Economic Advisor. An
economic secretariat was set up under the E.conomlc Advisor. The func-

tions of the E C ittee and the E iat were:*
(1) to advise on matters of public policy in the economic field, (2) to
repare p and capital i plans and

(3) to plan and coordinate schemes for technical assistance from
various sources, and (4) to liaise with Colombo Plan, ECAFE, etc. It
was under these terms of reference that the First Five-Year Plan,
1956 — 1960 was formulated for West Malaysia.”

The objectives of the First Five Year Plan, 1956— 1960 were
categorized under four sets of priorities. Under the first priority
were listed: (1) the re-development of the rubber industry,'® (2)
general agricultural development, (3) mining development, (4)

Regulations of Malaya: Causes and Effects’, Journal of Southeast Asian
HmoryG 2(1965): 140,
of Malaya, and the of New Villages in

the Federation of Malaya, 1952. Command Paper No. 33 of 1952, Kuala Lum-
pur, p. 8.
Federation of Malaya, Report on Economic Planning in the Federation of
Malaya in 1956 and on the ourcome on the Financial Talks held in London from
Decernber the 21Ist, 1956, to January the 10th, Kuala Lumpur: 1957, Pl
Ibid.

. The set of policies pursued by the Government in the early postwar years were
at best useful to the rubber estate sector and not the smallholders. An excellent
review of the palicies and their differential impact on estates and smallholders

e
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determination of a sound policy of land utilization, (5) stimulation
of industrial development, and (6) the construction at North Klang
Straits of an adequate port for the Federal capital (Kuala Lumpur).
Items (1), (2), and (3) were slightly elaborated. The rubber industry
development was to embrace replanting (with high yielding clones)
and other measures so as to enable the industry to meet the
challenge of competition from synthetic rubber. General
agricultural development was aimed at reducing the dependence of
the country on imported food; increasing the income and output of
the small farmer, fisherman, and forester by providing more land,
by diversifying and intensifying production, by providing better
inputs, and by encouraging better methods of production. Mining
development was to be assisted by making land available and by
providing geological information useful in the prospecting for and
development of new deposits.

Educational and health services were put under second priority; hous-
ing, transport, and power under the third priority; and the capital pro-
jects relating to government administration and defence under fourth
priority. The Plan envisaged a total capital expenditure of $1,100
million for 1956 —60 taking into account the capital expenditure pro-
gramme suggested by the World Bank,'" and the proposals of various
government departments and other public authorities. The prinicpa
means of financing were to be loans, aid, and if required withdrawals
from external reserves.

Capital expenditure targets and actual expenditure estimates for the
period 1956 — 60 are given by sector in Table 59. In terms of actual ex-
penditure, first priority went to infrastructural development (transport,
communications, utilities, and industrial sites). Agriculture received a
second priority. Social services and government sectors received the
status of residual claimants. Financial difficulties mainly caused by the
emergency (which officially ended in 1960) and the worldwide recession
of 1957 — 58 brought down the actual expenditure relative to targets by
about 15 per cent. The cut was essentially borne by social services and
the government sectors. As for physical targets and achievements,

is available in Martin Rudner, ‘‘Rubber Strategy for Post-War Malaya,
1945 — 48", Journal of Southeast Asian Studies 1, 1 (1970): 23 -36.

I1. LB.R.D., The Economic Development of Malaya (Baltimore: Johns Hopkins
Press, 1955).



TABLE 59
(GROSS PUBLIC INVESTMENT: TARGETS AND ACTUALS —FIRST PLAN,
WEST MALAYSIA, 195660

Sector Targeted Expenditure | Actual Expenditure
($mill) o of ($mill) o of
Total Total
Agriculture 265.6 23.1 275 234
Rubber Replanting 1600 139 1534 158
Drainage and Irrigation 60.0 5.2 8.3 19
Land Development 15.0 13 16.7 L7
Other 30.6 27 9.1 2.0
Transport 2355 20.5 230.1 23.7
Communications 633 55 51.6 53
Utilities 2145 187 238.6 246
Industry 15.8 1.4 12.1 1.2
Site Development 14.0 12 11 L1
Mining Survey 18 02 Lo 0.1
Social Services 2127 185 138.8 14.3
Education 954 81 60.9 6.3
Heaith 0.0 44 2.7 13
Housing 673 58 65.2 6.7
Government Buildings,|
Police, etc.* 141.3 123 73.0 1.5
Total 1,148.7  100.0 971.7  100.0

Note: *Defence excluded (actual expenditure amounted to $35 million).
Source: Federation of Malaya, Second Five Year Plan, 1961 - 1965.

notable shortfalls occurred in the programmes on drainage and irriga-
tion and land development.” Among the positive achievements during

12. For instance, the irrigation target was to increase the area under irrigation
from 270,000 acres in 1975 to 500,000 in 1960. The estimated actual achieve-
ment was 390,000 acres. The reason for the shortfall was given as the lack of



TABLE 60
GROSS PUBLIC INVESTMENT: TARGETS AND ACTUALS-SECOND
PLAN, WEST MALAYSIA, 1961 —65

Targeted it Actual
¢ 9o of : Y of
Sector
Gmil) pog | O pop
Agriculture 549.8 211 4679 194
Rubber Replanting 1408 54 130.9 5.4
Drainage and lrrigation 1243 48 108.5 45
Land Development 156.9 6.0 129.8 54
Others 127.8 4.9 98.7 4.1
Transport 5739 220 5885 4.5
Communications 1292 5.0 1128 4.7
Utilities 545.7 209 5354 222
Industry 59.6 23 59.1 25
Social Services 4422 170 4136 17.2
Education 2314 9.0 236.5 9.8
Health 1394 53 Ly 43
Housing, etc. 714 27 75.2 30
Government Buildings,
Police, etc.* 3059 117 229.7 9.5
Total 2,606.3 100.0 2,407.0 100.0

Note: *Defence excluded (actual expenditure amounted to $245 million).
Sources: (1) Malaysia, Interim Review of Development in Malaya under the Second
Five Year Plan, Kuala Lumpur, December 1963.
(2) Malaysia, First Malaysia Plan, 1966 —1970.
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the First Plan period, mention must be made of the development of the
Petaling Jaya Industrial Estate and the siting of some 150 factories
therein. Added to the development of the industrial estate was the in-
auguration, in 1958, of the pioneer industry policy. Thus a beginning
was made in fostering industrial growth.

The financing of the plan expenditure of $1,007 million was achieved
as follows: 48 per cent from current surpluses, 60 per cent from
domestic borrowing, and 28 per cent from foreign loans and grants —
which add up to 136 per cent of which 36 per cent were added to exter-
nal reserves, Of note here is the fact that the Government, which
originally planned for a possible run-down of reserves, ended up by
adding some.

The Second Five Year Plan (1961 —65) for West Malaysia'* was
much more formal than the first in so far as there were output and
employment growth (argels by broad sectors.'* The set of objec-

tives of the plan consisted of impi in rural living
full employment, growth of per capita output, diversification of
production, and social dev: . Quantitative targets were set

up by broad sectors for employment and output growth. With
regard to crops, land development, transportation, utilities, and
social services, a variety of physical targets were set. Public invest-
ment targets (double the first plan size) and actual expenditure by
sector are given in Table 60. Actual expenditure was nearly the
same as the targeted expenditure. The broad pattern of expenditure
is not different between the first and the second plans. Nearly half
the expenditure was on infrastructure, and over a fifth went to
agricultural development. For the overall targets, the achievements
were impressive: (1) as against the target of a 22 per cent increase in
G.D.P., the actual achievement was 32 per cent; and (2) the
employment target was just achieved, keeping the rate of
unemployment at 6 per cent both in 1960 and 1965, even though the
data on empl, then avail were weak.'* Oneim-
portant aspect of the employment target may be noted. The over-

13, Federation of Malaya, Second Five Year Plan, 1961 — 1965, Kuala Lumpur.

14. There was also the explicit reference to the incremental capital output ratio,
The overall ICOR for the plan worked out to 4:1, and the Plan document com-
mented that this was somewhal higher than similar ratios in other countries
because of the longer gestation periods attached 10 rubber planting, irrigation,
and similar investments.

According to more up-to-date information given in the Second Malaysia Plan,
1971~ 1975, the unemployment rate in 1965 was 6.5%. Thus we have 1o say
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achievement of the growth rarget and yet the creation of just the
targeted jobs would reveal the lack of full complementarity
between output growth and employment growth. Part of the set-
back in employment creation was due to the lower than expected
tempo of land development. The target for the Federal Land
Development Authority (FLDA) was to develop 250,000 acres to
cater for 24,000 families. The achievement was 145,000 acres and
the settlement of 12,000 families.

Apparently, most of the physical targets of the plan, except the one
under land development stated above, were achieved — this is all that
can be said on the basis of plan expenditures and growth of output.
More direct evidence on physical targets is difficult to obtain, since the
reporting of progress was generally not consistent with the framing of
targets. One example will suffice. The second plan target under irriga-
tion was 300,000 acres. The progress report (contained in the First
Malaysia Plan, 1966 — 70) stated the following:

Existing cultivated land improved 258,000 acres
Uncultivated land rendered cultivable 34,000 acres
Land rendered capable of being double

cropped 155,000 acres

It is not an easy task to deduce from the above figures whether the
original target referring to new acreage to be brought under irrigation
has been achieved. A clearcut tabulation of targets and achievements
could have been easily provided by the planners — but this was never
done, except in the case of expenditure allocations. Rather time-
consuming exercises undertaken by this writer to tabulate the physical
targets and achievements proved futile and frustrating.

With regard to the sources of investment funds for the second plan,
once again the main sources were public sector current surpluses and
domestic borrowing. The former supplied about 40 per cent of total
development expenditure and the latter about 38 per cent. The remain-
ing 22 per cent included about 13 per cent from foreign loans and grants
and about 7 per cent from the liquidation of accumulated assets. The
notable feature was the insignificant dependence on foreign loans and
foreign aid in the ing of i

Planning efforts in Sabah and Sarawak also started in the immediate
postwar period. As in West Malaysia, the first North Borneo

~ow tha the 1961 — 65 employment target has been achicved in terms of new
job creation, but the achievement has not helped in preventing an increase in
the rate of unemployment.
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Reconstruction and Development Plan (1948 — 55) was drafted against

the background of extensive damage and devastation caused by the

Occupation.'® Sterling £6 million was the envisaged expen-

dhlre of which £2. 2 million was for recomtrumon and £3.8 million for

D was on A ‘“sec-
ond” plan was later prepared covznng the penod I959 —64. '" This plan
was revised in 1963 and the from
the original $71 million to $156 million. Items of :mphaﬂs were infra-
structure and education. The third plan known as the Sabah Develop-
ment Plan, 1965 — 1970 was later integrated with and formed part of the

First Malaysia Plan, 1966 —70."

For Sarawak, the first development plan was for the period 1947/48

to 1955/56." The Plan, however, was approved only in 1950. The em-

phasis of the Plan was on reconstruction of the war-disrupted economy.

A revised version of the Plan, this time covering the period 1951 — 57,

placed emphasis on infrastructure, education, and agricultural develop-

ment. In 1954, the Plan was once again revised and extended to cover

the period 1955 - 60.2 This was further revised twice and a 1959 —63

Plan came into operation.? This revision was not the end, however, for

a 1 y Plan for the 1959 - 63 Plan was drawn up in 1960, in

16. Government of North Borneo, Reconstruction and Development Plan Jor

North Borneo, 1948~ 1955, Jesselton, 1948,

17. There was no plan document as such covering the period 1959—64. In the

report on Sabah Development Plan, 1965~ 1970, statements of capital expen-

diture pertaining to 1959 - 64 were reported as approved by the North Borneo

Legislative Council (Paper No. 31 of 1959). The following quotation will give a

general idea of the type of the Plan. **The 1959~ 1964 Development Plan was

not prepared as a comprehensive document reviewing progress over the
previous period and setting out the problems which have to be faced and the
measures necessary (0 deal with them. It was merely a statement showing the
resources which were expected to be available during the period, and disposi-
tion of expenditure under broad functional heads." Malaysia, State of Sabah,

Sabah Development Plan, 1965~ 1970.

18. Of the total government capital expenditure of $156 million, the principal
items of expenditure were: roads (342 million), water supply ($7 million),
education ($18 million), and buildings ($24 million). The data are from Sabah
Development Plan, 1965 1970.

19. Government of Sarawak, Development and Welfare Plan for Sarawak for the
years 1947/48 to 1955/56, Kuching, 1950.
- 0. Government of Sarawak, Revised Development Plan of Sarawak, 1951 o
1957, Kuching, 1952,
2l Government of Sarawak, Development Plan of Sarawak, 1955- 1960
Kuching, 1954.
22, Government of Sarawak, Development Plan, 1959 1963, Kuching, 1958
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effect revising the original Plan.* The 1959 — 63 Plan envisaged an ex-
penditure of about §150 million. The actual investment expenditure of
the Government during the 1959 —63 period amounted to $160 million?*

In 1963, a new Plan for 1964 — 68 with an expenditure of $340 million
was approved and the Plan was later incorporated into the First
Malaysia Plan, 1966 — 705

First Malaysia Plan, 1966 — 1970

Apart from qualitative abjectives such as integration of peoples and
states by promoting welfare of all, the measurable and quantitative ob-
jectives of the First Malaysia Plan may be summarized as follows:

(1) steady increases in per capita income and consumption;*

(2) generation of employment opportunities at a rate sufficient to pro-
vide productive work for new entrants to the labour force and
lowering of the rate of unemployment;

(3) stimulating new Kinds of economic activity to reduce the nation’s
dependence on rubber and tin;

(@) laying the groundwork for less rapid population growth by institu-
ting an effective programme of family planning;

(5) opening up of new land to keep pace with the formation of new
farm families; and

ey

33, Government of Sarawak, Supplement (0 the Development Plan, 1959~ 1963
Kuching, 1960.

34, The princinal items of expenditure were: rubber planting ($18.5 million), roads
and bridges (5446 million), parts and waterways (89 3 million), water supply
(57,8 million), P.W.D. plant and equipment (5133 million), cducation (§17.4
milliony, and medical and healih (894 million). These items together ac-
counted for $120.3 million, Thus government investient #3% mainly directed
Towards jnfrastructure, rubber planting, ducation, and health services. OF
fote is the following observation: *“The concept behind the 1959 — 1963 Plan
v basically that of a long-range budget 1o be adjusted from time to time in
accordance with the availability of funds and the progress of various projects.
The Plan was not framed in-terms of targets for the economy 25 a whole and
for this reason it is not possible to examine it (except project by project) with 2
view 10 finding out whether ils aims have been achieved " Malaysia, Sarawak,
Development Plan, 1964~ 1968, Kuching. 1963, p. 5

25 Ibid,

6. Froma United Nations Survey on plan targets during the 1960s in 10 African. 9
‘Asian, and 7 Central and South American countrics, we found that Malaysia
was the only country which was in the happier position of planning for an in-
crease in the ratio of consumption to income. (United Nations, Development
Plans: Appraisal of Targets and Progress in Developing Countries, New York,
1965, pp. 30, 124).
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® provision of electric power, ion facilities, and
cation services to keep ahead of foreseen demands.

To begin with, an appraisal of the overall plan targets will be attemp-
ted. ‘The sources of data are the original plan document, the document
wnuumng a mid-term review and revision of targets of the plan, and the
Mond Malaysia Plan (1971 —75) document which contains a progress
report on the First Plan.”” Table 61 shows the overall growth targets (or
projections) and accomplishments. The achieved growth rates are higher
than the expected growth rates for G.N.P. and G.N.I. An important
reason for this achievement is the better than projected performance on
the export front. As an illustration, the projected and actual export ear-
nings for the year 1970 are given in Table 62. Actual merchandise ex-
ports are 34 per cent higher than the projection made in 1965 and 16 per
cent higher than the projection made in 1969. This benevolence of exo-
genous forces has resulted in a higher than expected growth rate of in-
come and, consequently, contrary to the original Plan expectations of a
resource gap, the Plan has ended with unused investable funds. The
Plan expected an average investment/G.N.P. ratio of about 19 per cent
and a savings/G.N.P. ratio of about 16 per cent, but the actual outcome
Wwas an average investment ratio of 16 per cent and an average savings
ratio of 18 per cent. The original Plan expected the cumulative public
sector investment over the 1966 —70 period to be $3,570 million and
private sector mvesnncm to be $6, 160 million. When the mid-term
review was conducted, public sector i was slightly reduced to
$3,154 million and private sector investment was increased to $6,449
million presumably on the belief that better performance on the export
front would induce higher private investment. The actual outcome was
that public sector invested $3,153 million as planned and the private sec-
tor spent only $5,051 million. The lower than expected level of private
sector investment was probably due to the uncertainties of the period
caused by the racial disturbances of May 1969.

The original Plan has as one of its objectives a proportionately
greater growth in consumption than income. Even though this might
sound ludicrous to hard-core economic planners who would call for
“sacrifices” in the process of planned development, the objective
should not be treated as a target in the real sense. It is more the result of

27, (a) Malaysia, First Malaysia Plan, 1956 — 1970, Kuala Lumpur, 1965.
(b) Malaysia, Mid-Term Review of the Firse Malaysia Plan, 1966~ 1970, Kuala
Lumpur, 1969.
(c) Malaysia, Second Malaysia Plan, 1971 — 1975, Kuala Lumpur, 1971,



TABLE 61
G.N.P. AND G.N.I. GROWTH:
FIRST MALAYSIA PLAN, 1966 — 1970

Average Annual Original Revised | Achieved
Growth Rate of Target for
1965 — 68

Achieved
for

1965 —68
45 52
35 38
0.5 0.8

Sources: (1) Mid-Term Review of the First Malaysia Plan, 1966 — 1970.
(2) Second Malaysia Plan, 1971 - 1975.

G.N.P. at 1965 prices
G.N.I at 1965 prices
Per Capita G.N.L. at
1965 prices

TABLE 62
PROJECTED AND ACTUAL EXPORTS, MALAYSIA, 1970 (§ million)

Projection for
1970 Actual

Item for 1970

1965* 19691

Rubber, Tin, Timber, Iron Ore,
Palm Oil, and Palm Kernels

2,905 3,292

Total Merchandise Exports
Service Exports

Services

Notes: *From the First Malaysia Plan, 1966~ 1970.
tFrom the Mid-Term Review of the First Malaysia Plan, 1966~ 1970.
{From the Second Malaysia Plan, 1971 1975.
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Plan assumptions and calculations. As may be seen from Table 61, the
Plan originally expected only a 0.5 per cent per year growth in real per
capita income. With population growth taking place at an average rate
of 3 per cent per year, it is likely that per capita consumption will have
to increase even in the face of poor per capita income growth. Thus the
target on consumption growth is but a corollary of expected poor export
performance, adverse terms of trade, and anticipated low growth in pet
capita earnings. Fortunately, none of these things happened as pointed
out in our earlier discussion.

The second objective of the First Malaysia Plan (1966 —70) was the
absorption of the new entrants to labour force in pmducnve employ-
ment and ion in the rate of of the
objective in West Malaysia required the availability of an estimated
377,000 new jobs during the Plan period. As reported in the Second
Malaysia Plan document,® actual achievements fell short of expecta-
tions and the rate of unemployment in West Malaysia increased from
6.5 per cent in 1965 to 8 per cent at the close of 1970. There are two
principal factors that explain the somewhat unexpected increase in the
unemployment rate. First of all, the annual rate of growth of labour
force during 1966 — 70 averaged some 2.9 per cent as against the First
Plan assumption of 2.7 per cent. Increase in the labour force thus
amounted to 420,000 persons instead of about 370,000 persons original-
ly assumed. Secondly, new jobs during the Plan period amounted to
about 350,000 as against the expected 377,000. Even though the number
of new jobs created in the non-agricultural sector exceeded Plan expec-
tations, job creation in the agricultural sector did not take place as ex-
pected. The relatively slower growth of agricultural employment was ex-
plained as follows.”

The slack in the growth of employment in this sector was due
largely to the fact that rubber estates divested themselves of a good
portion of their work force. In 1962 -67 alone, some 54,000
workers, nearly 20% of the estate work force, were dJsplaccd from
this sector. This decline in reflected some in
rubber estate acreage as well as efforts by estates to introduce cost
savings in production.... Another factor contributing to the low
rate of labour absorption in agriculture was the shortfall in land
development....

28. Second Malaysia Plan, 1971~ 1975, p. 96.
29.  Ibid., pp. 96-97.
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Thus the two factors that contributed to the increase in the rate of
unemployment during 1966 — 70 were the relatively faster than expected
increase in the labour force and the shortfall in agricultural employment
growth. With regard to the first factor — the faster growth rate of
labour force — it is unfair to take the Government to task for inac-
curate forecasting as some degree of error is inevitable in population
and labour force projections. With regard to the second factor — the
shortfall in agricultural employment growth — the direct role of the
Government was limited to land development in the public sector whose
targets were more or less achieved.® Private sector land development
and all other aspects of agricultural development were areas not under
the strict control of the Government and, as the agricultural sector pur-
sued the (desirable) objective of productivity growth, employment
growth slackened. In retrospect, therefore, it could only be said that the
First Plan projection (target) on new job creation in agricultural sector
was probably unrealistic."!

The third objective of the First Plan was to stimulate new kinds of
economic activity to reduce the nation’s dependence on rubber and tin.
An examination of the data in Table 63 shows that in terms of real value
added, the nation's dependence on rubber was by no means less in 1970
than in 1965. The percentage contribution to value added of the mineral
sector has declined, no doubt, but this was not due to any planned
reduction; the main reasons were the depletion of iron ore reserves and
the slow-down in tin production. As regards the development of new
lines of activity, manufacturing sector (especially manufacturing other
{han rubber processing) has been gaining importance in the structure of
the economy. The Plan objectives of stimulating new kinds of activities
and reducing the dependence on rubber and tin were, of course, largely
dictated by factors such as the decline in the rubber price during most of
the post —Korean War boom period, expected exhaustion of tin
deposits, and generally unfavourable terms of trade. To be sure,
stimulating new economic activities to achieve changes in economic
structure is a natural objective of development planning, even though
only limited achievement is generally possible within a single Plan
period. Of note in the Malaysian context is the fact that reduction of

— e —

= =

30. Land development targets and achievements are discussed later in this chapter

31. The First Plan expected that 165,000 new jobs (or over 40% of 377,000 new
jobs inall sectors) would be available in agriculture during 1966 —70. The ac-
tual outcome was the availability of some 104,000 new jobs which constituted
about 30% of the 350,000 new jobs in all sectors.



BLE 63

CENTAGE COMPOSITION OF G.D.P., WEST
AYSIA, 1965, 1970

Sector 1965 1970
Rubber Planting 15.1 15.5
Other Agriculture,
Livestock, Forestry,
and Fishing 16.5 18.1
Mining and Quarrying 9.0 72
Manufacturing — Rubber
Processing
Other Manufacturing 10.4 12.8
Construction 4.1 3.8
Utilities 23 26
Services 426 40.0
G.D.P. at Factor Cost (%) 100.0 100.0
N (S mill.) 6,552 8,569
‘Source: Second Malaysia Plan for data at 1965 prices.
'TABLE 64
NEW ACCEPTORS OF FAMILY PLANNING
Peri Number of Ne\'v Acceptors
Target Achievement
1967 (May —Dec.) 31,500 20,726
1968 54,100 74,935
1969 89,100 70,575
1970 114,800 55,981
4 1971 118,200 55.081
Total 407,700 277,298

Sources: (a) Mid-Term Review, p. 120;
(b) Malaysia-Country Profile, issued by the Population Council, New

York, July 1970, p. 6.
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pendence on rubber is specifically a long-term objective.. Especially
when the Government has embarked on a land development pro-
gramme and when the land is partly planted with rubber, there is no
point in going on emphasizing in every five-year plan, the need and
urgency to reduce dependence on rubber.?

The fourth objective of the First Plan was to institute an effective
family planning programme. Targets relating to population growth and
family planning were incorporated in the Mid-Term Review of the Plan.
According 10 the review, the long-term goal is the reduction of popula-
tion growth from the present 3 per cent per annum (o 2 per cent by
1985. The National Family Planning Act came into effect in June 1966
and the National Family Planning Board of Malaysia was established.
The Board commenced clinical operations in May 1967. The targets and
achievements with regard to family planning acceptors are as shown in
Table 64. The family planning programme Was well initiated and took
off well, but the targets have not at all been achieved. In this context, it
is quite in order to make a few observations relating to target setting.
The long-term target for 1985 is a crude birth rate of 26 per thousand
which together with a crude death rate of 6 per thousand would lead to
the target 2 per cent population growth rate. The target is easy to under-
stand and probably easier 10 appraise. However, the effect of family
planning will lly be judged by reducti in completed family size
and reduction in positive fertility indicators. This point is made clear by
the data for West Malaysia shown in Table 65. With regard to the
reduction in crude birth rate, Malays have progressed as much as the
Chinese, but this observation has no significance. Other indicators show
that fertility has been controlled mostly by the Chinese and the Indians.
Thus the situation would call for more intensive family-planning activity
within the Malay community. Some of the pertinent recommendations
that can be made for family planning are: (1) the targets for all the
ethnic groups should be in terms of achieving an acceptable average
completed family size, after a reasonable length of time; (2) the targets
for new family planning acceptors should be specified by towns and
villages and by ethnic group so that the field workers and family plan-
ning personnel will know clearly whom to approach and whom to con-

32, A typical land development scheme which provides for 400 settler families will
P about 3,200 acres planted with rubber and 4,000 acres planted with oil
palm. This information is from Taib bin Haji Andak, “Smallholders and the
Federal Land Development Authority'!, Developmient Seminar, Kuching. Apr.
1964.




Crude Birth Rate® Total Fertility Ratet

1958 (1967| F 1958 [ 1967 | F
Change Change

46.0(38.1| —17.2 |[5785(5,640( ~—2.5
39.5|32.5| —17.7 | 6,735/4,610| —31.5
s & Pakistanis| 46.035.2| -23.5 |'6,370(5,230| —16.3

“Total Population  [43.3(35.2| —18.7 |6,085(5,230| -14.1

D
“Note: *Per 1000 population

~ tPer 1000 women in the age group 15~ 49.
‘Source: Malaysia-Country Profile.

TABLE 66
LAND DEVELOPMENT UNDER THE FIRST MALAYSIA PLAN
< T: 1966—-70) | Actual (1966 —70)
| TN | st
West Malaysia: FLDA 141,000 179,000
d Others | 260,000 to 310,000 151,000
Total | 401,000 to 451,000 330,000
East Malaysia: Total 140,000 164,000

vince; (3) consistent with framing the targets in terms of completed
family size, more extensive use of vasectomy and tubal ligation should
be encouraged. The first and second proposals will, in the long run, help
Vlry much in prscrvmg not only elhmc harmony but also in reducing

and 3 The third proposal is

33. One of the mast important causes of poverty in the rice sector (where the
Malays predominate) was the pressure of population growth. The argument
was most convincingly developed in Lim Chong Yah, Economic Development
of Modern Malaya (Kuala Lumpur: Oxford University Press, 1967), pp.
173-74.
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made because at present more than 90 per cent of family planning ac-
ceptors use the oral pill which may not be the best method (o achieve a
specific completed family size.

The fifth objective of the first Plan relates 1o land development. The
targets and achievements are as shown in Table 66. The overall target
was not achieved. The FLDA exceeded its target by a significant
margin. The shortfall was mainly in the other public sector and private
sector land development. The privale estates sector which developed
140,000 acres in West Malaysia during 1961 — 65, reduced the tempo
and developed only 46,000 acres during 1966 —70. The sector concen-
trated more on production and productivity improvement and less on
expansion of acreage. With regard to the FLDA targets, cven though it
exceeded the land development larget, the cumulative number of settler
families was 20,700 at the end of 1970 which was slightly less than the
target of 21,250. The first Plan noted that at least 63,000 families should
be settled on new land in West Malaysia by the end of 1970. No overall
data were available from the progress report in the Second Plan docu-
ment, but if FLDA which exceeded the land target did not achieve the
settler target, it is anyone’s guess as to what has happened to the overall
target on settlers.

Projects closely related to land development and within the general
field of agricultural development may also be considered here, the most
important being irrigation and drainage. Once again, appraisal of
targets and performance is a problem because of lack of consistency
between the way targets are set and progress is reported. On the surface
at least, it appears that the West Malaysian target has not been achieved
in time. The First Plan target was to improve over 600,000 acres
through irrigation and 290,000 acres through drainage.Without a
reference to targets, the Second Plan document reported as follows: *‘In
1966 — 70, the productivity of about 375,000 acres of cultivated land in
West Malaysia was increased by drainage and irrigation improvement
programmes”’.* A careful reading of the First and Second Plan reports
on the matter revealed that probably the First Plan document assumed
the full operation of the then proposed Muda and Kemubu schemes (the
(wo largest drainage and irrigation works in West Malaysia) by the end
of 1970. Actually the Muda project was virtually completed, but the

s

34, Second Malaysia Plan, p. 121



157

JEW OF ECONOMIC PLANNING

benefits did not yet accrue.* Construction of the Kemubu project
n in 1968 and work was still in progress at the end of 1970. In the
e of such vital projects (with an estimated cost of over $250 million),
appraisal of delays, if any, and reasons for such delays should have
en an important part of a Plan’s progress review.

_Another aspect in the sphere of agricultural development is the pro-
. to replant with rubber and other crops the acreage under old
trees. The overall replanting target was 585,000 acres and the
ient was 467,500 acres. The Plan envisaged 51 per cent replan-
g in the smallholder sector and 49 per cent in the estate sector. As it
rned out, about 65 per cent of ing was done on
only 35 per cent on estates. Nearly all of the smallholder acreage
lanted, mostly with rubber, was financed partly by Government
tance and partly by the replanting cess collected from the rubber in-
. Whereas the smallholders replanted mostly rubber, the estates
lﬂhed from rubber to oil palm and other crops.*
‘The sixth and the final objective of the First Plan relates to the further
‘development of infrastructure. Targets were set and achievements were
reported in a varying mixture of physical and financial magnitudes, thus
‘making an appraisal rather difficult. The revised allocation for
transport and communication development during 1966 —70 was
§942.6 million. The actual expenditure was less by about 21 per cent. It
- was stated lhat “‘the shortfall on the rewsed target was due mainly lo a
shortage in ion capacity, i project
‘particularly in respect of big projects requiring pre-investment studies,
and also a deliberate slowdown in project implementation, pending the
results of the General Transport Survey undertaken between September,
11967 and July, 1968,
The discussion on the First Malaysia Plan will be rounded up with a
“consideration of the pattern of public development expenditure targets
‘and achievements given in the first two columns of Table 67. The actual
expenditure was less than the target by 12 per cent. The broad pattern of

35, Against an estimated 260,000 acres Lo be brought under double cropping under
the Muda project, a the end of 1970, some 83,000 acres were double-cropped.
(First Malaysian Plan, p. 116 and Second Malaysia Plan, p. 127.)

36, The estate acreage under rubber declined from 1.86 million acres in 1965 to
1.57 million acres in 1970.

37, Second Malaysian Plan, p. 181.
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actual expenditure, however, was identical to the pattern of targeted ex-
penditure. A third of the expenditure was for infrastructure develop-.
ment. Second in order of emphasis was rubber planting, land develop-
ment, and drainage and irrigation — which together received a fifth of
the total expenditure.

Second Malaysia Plan, 1971 = 1978

The public development expenditure targets for the Second Malaysia
Plan are given in the last column of Table 67. Compared to the pattern
of actual expenditure during 1966 70, proportionately higher amounts
are to be spent during 197175 on Jand development, rural develop-
ment, industrial development, and transport development. The Second
Malaysia Plan makes a significant departure from the earlier plans in
(hat the considerations of equity, racial economic balance, and regional
economic balance have been given a high priority.

The broad policy framework of the Second Malaysia Plan has been
described as follows: “The Plan incorporates a two-pronged New
Economic Policy for development. The first prong is to reduce and
eventually eradicate poverty, by raising income levels and increasing
employment opportunities for all Malaysians, irrespective of race. The
second prong aims at accelerating the process of restructuring Malay-
sian society to correct economic imbalance, 50 as 10 reduce and even-
tually eliminate the i ifi of race with ic function.”™
The two prongs just described represent the two long-term objectives
and the Second Malaysia Plan is directed towards their achieve-
ment. Eradication of poverty is to be achieved through increased
productivity in agricultural and allied sectors, high rate of
economic growth, relatively faster growth of industry, substantial
employment creation, family planning, and provision of various
sacial services. The measures 10 achieve racial economic balance in-
¢lude increased participation of Malays and other indigenous peo-
ple in industry and commerce both in terms of capital ownership
and employment.

The principal targets of the Second Plan closely refated to the long-
term objective of eradication of poverty are: (1) a growth rate of G.N.P
at current prices of 6.5 per cent; and (2) a growth rate of employment of
3.2 per cent so that the rate of unemployment in 1975 would remain at
the 1970 level of 7.3 per cent. The investment targets, programmes, and
policies are very much related to these two objectives. With regard to the
achievement of racial economic balance, there are two significant

8. Second Malaysia Plan, 19711975, p: 1, para. 2.
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the first is to achieve by 1990 a 30 per cent ownership by
ys and other indigenous people of the total commercial and in-
activities; and the second is the stipulation that the employment
at all levels and in all sectors must reflect the racial composition
population. Regional balance is to be achieved through better
d of infrastructure, industry, and other development channels,
‘With reference ta the economic growth and investment targets, a par-
al evaluation may be made on the basis of available data for 1971 and
2. During these two years Malaysia’s rate of growth of G.N.P. was
per cent and 5.8 per cent respectively as against the 1971 —75 target
growth rate of 6.5 per cent® For West Malaysia, the target was
i average of 6.3 per cent and the 1970—71 and 1971 - 72 growth rates
ere 3.9 and 4.7 respectively. The investment targets took a peculiar
in 1971 and 1972 from an expected surplus of savings over invest-
t to an actual deficit as shown in Table 68. The deficit was largely
nced by official borrowing and net inflow of private capital funds.
total investment envisaged for 197175 was $12,150 million:
,307 million in the public sector, and $7,843 in the private sector. The
~annual averages work out to $861 million for the public sector and
$1,569 million for the private sector, In 1971, the public sector invest-
~ment amounted to $856 million — just equal to the annual average ex-
¢ for 1971—75. Private sector investment amounted to $1,371
million, about $200 million less than expected. More or less to counter-
act the shortfall, public sector investment in 1972 was $1,200 million;
d even though the private sector invested a higher amount in 1972
‘than in 1971, the amount ($1,420 million) still was not as much as the
[ ed annual average for 1971 —75. A repercussion of the public sec-
stepping up investment in 1972 and the private sector falling short of
ctations was the increased borrowing of the public sector. This is
dent from the data shown in Table 69. The Plan estimate of foreign
borrowing was realized by the end of 1972 itself, thus paving the way
for more than expected indebiedness in the future. Domestic borrowing
has not been fully tapped as per expectations, probably because of the
er than expected growth of the economy. The slower growth might
@lso have influenced the private sector investments from domestic
‘fmwm, thus leading to a shortfall in private investment. The para-
‘mount of ic growth for ing i
B Grows export caings drlined i bt 1571 an0 1972 1 1970 xpers
amounted 10 $5,163 million. in 1971 to $5,000 million, and in 1972 (o $4,900
million. During 1972, rubber price fell (0 its lowest in 25 years.
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69
RROWING AND CAPITAL INFLOW, 1971, 1972 (§ million)

Bnimau Net foreign borrowing  (public sector): 720
y ite: Annual Average (public sector): 144
‘ and 1972 Total Borrowing (public sector): 702

n Estimate: Net Domestic Borrowing (public sector): 4,440
Estimate: Annual Average (public sector): 888
‘and 1972 Total Borrowing (public sector): 1,408

Sector: Estimated Capital Inflow 1,150

Sector: Annual Average s 230

and 1972 Total Inflow 8 430
of i for ic growth con-

“‘chicken and egg™ problem, yet a higher tempo of private
inflow and carefully planned capital loans for highly productive
jects can effecuvely solve the problem. Moreover. given the
export or ion of the ions in the
nt of d i for i purposes is
vays to be expected. The problems then are to avoid the aban-
nment of important development projects due to lack of
urces during periods of depressed economic conditions and to
oid accumulation of unused savings during periods of prosperity.
problems can be overcome to some extent by lining up external
'_ ources for important development projects and by keeping a

bber shot up from a low 66.75 cents per pound in March 1973 to
emls in July 1973, a price never heard of after the Korean War
)m. The special reasons for the jump in the rubber price were
na’s purchasﬁ of 100,000 tons in early 1973, uncertain international

ary situation, and the recent destruction of a synthetic rubber
and work stoppage in another synthetic plant in Japan.® Given
Yong Mun Cheong, **Malaysia in 1973: The Search for a New Political and
Economic Order”, in Trends in Malaysia II, ed. Yong Mun Cheong
(Singapore: Singapore University Press, 1974).
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the overall prosperity of 1973 it is expected that G.N.P. growth will be
significantly higher than in 1972 and there may not be a resource gap for
investment.*! Private sector may also invest substantially from domestic
resources in construction, services, and other activities. In spite of these
developments, our earlier observation on the need to keep a ready stock
of projects and external financial sources still holds.

Our assessment of the Second Malaysia Plan will be incomplete
without stating the *‘perspective elements” of the Plan, and comparing
it with the “perspective clements” of the First Malaysia Plan. The long-
term objectives enumerated in the First Plan were: (1) to achieve a pet
capita income level of $1,500 or more by 1985, (2) to provide employ-
ment for all new entrants to labour force, (3) income redistribution, (4)
expansion of social and community services, (5) considerable expansion
of infrastructure, and (6) the reduction of the rate of population growth
from 3 to 2 per cent. A careful and thorough reading of the quantitative
aspects of the perspective plan containing macroeconomic forecasts”
for the future would reveal that the objectives and the forecasts, and the
various elements of the forecasts themselves, were probably uncoor-
dinated. The package of forecasts up to 1985 contained (1) assumed
economic growth rates, (2) expected export growth rates, (3) assumed
ICORs, (4) targeted population growth rates, and (5) targeted employ-
ment growth rates. Even though the Plan did not specify the forecasting
methodology, there should be no difficulty in guessing the method,
because when half the things were assumed and the other half were
targeted, there was no need to employ a method at all. The Plan’s fore-
casts on investment and the forecasts on exports and imports were
useful in throwing light on the resources problem, but even this discus-
sion was meaningless because the interrelationships between assumed
export growth and assumed G.N.P. growth rate, between assumed
i and targeted growth, etc., were probably not
taken into account. It is thus correct (o say that the perspective elements
of the First Plan were & package of unrelated forecasts unconnected to
realizable objectives. Since the per capita income level to be achieved by
1985 would come from the assumed G.N.P. growth and targeted
population growth, we conclude that even a long-term per capita in-
come objective was not really included, for the real target would be
simply achieving a reduced population growth rate. An appropriate
31, The 1973 budget forecasted the growth rate for 1973 to be between 8 and 9%

The actual rate may be even higher than this.
42, First Malaysia Plan, 1966~ 1970, pp. 60~ 64.
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spective plan methodology would depend on the choice of goals,
struments, and assumptions regarding exogenous variables. Thus

the goal were to achieve full employment, the perspective plan
hould contain (1) projected labour force after allowing for reduc-
population growth (an independent target for an exogenous

ble), (2) targeted number of new jobs, (3) sectoral output re-
ed to meet the target, (4) imports and investment required to
the target, taking into account the import and investment re-
quired to meet the extra consumption from extra income, and final-
.'(5) the domestic saving targets that would achieve the required
omestic resources and the export levels and inflow of capital that
‘would maintain a balance of payments equilibrium. These steps ap-
ently were not behind the so-called perspective plan up to 1985
‘contained in the First Plan document.

The Second Malaysia Plan the two i long-term,
elfare-oriented objectives of icating poverty and ing the
y. These two objectives could have been the basis for a well-
ctured perspective plan.** But whereas quantitative targets, policy
sures, and certain specific expenditure allocations have been given
the achievement of the second objective, the first objective
h affects everyone including the Malays did not receive as much at-
on as it deserved. For instance, to say that poverty arises out of low
ivity or 1o argue that a certain rate of economic growth will
entually eradicate poverty is too naive to give the goal the character of
n element in a perspective plan. The planners should have given a
titative assessment of what they considered as “poverty” and

d at least a few specific measures that would have constituted a
in the right direction. Once the objectives were specified for the
Xt 20 or 30 years, a set of consistent forecasts could have completed
perspective plan frame with the Second Plan as a part. The objec-
8 would stay on from one plan to the other, but the forecasts, sec-
al allocations, etc., would change as required.“

“The signi ofa ive plan is directly i to the radical
nature of the aims that the government of the country is striving to achieve.

Really fundamental aims cannot be expected of governments or political
8roups that arc inclined 10ward aissez-faire. They can, on the other hand, be
expected of governments aiming to change either the social or the economic
Structure or both and which realize that these processes are very slow.” Jan
Tin::rgen, Development Planning (London: Weidenfeld & Nicholson, 1967),
P52,

It is extremely important that the Plans in Malaysia distinguish clearly
forecasts, specific targets, and guidelines for the development of the economy.
The liberal use of the term *'target"" may be eschewed.




TABLE 70
INDICATORS OF THE ROLE OF
WEST MALAYSIA, 196072

GOVERNMENT IN ECONOMIC ACTIVITY,

Percentage Distribution of
Gross National Income®

Private  Corporations General
Sector and Government Government
Enterprises

Note: *National Income before subtracting net factor payments Lo abroad.

Sources: (1) Economic Report, 1972 - 1973 (Treasury)
(2) National Accounts, 1960~ 1968
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~ As a summary of the above discussion, we note that the First
aysia Plan had a perspective frame without long-run goals; lheSec
Planhadtwolongwm jectives but no ipl
; and the planners should consider setting up an appropriate
ective plan. It is in this wider context that we shall review the
ment strategy, plan methodology, and related aspects in the next
tion. The employment problem and other issues that are closely
to the two long-term goals of the Second Malaysia Plan will be
efly discussed in the next chapter.
elopment Strategy

~ The following discussion is concerned with three elements of Malay-
m developm:nt strategy: the first relates to the role of the Government
and ion; the second relates to

evelopment priorities with regard to public investments; and the third,
which is a broader issue, relates to primary export orientation as a
d ment strategy. From the early days of the tin revolution and
in the rubber era, the Malaysian economy has developed largely on
he basis of free enterprise, Whlle!hesxtuanonmainsthesam:cvm

oommmpnon sphem as the daxa for West Malaysia in Table 70

Pu asa ion of total West
1 i from 17.1 per cent in
mmnwcmtm 1972. Whereas the percentage of national income
i g in the public corporations and government enterprises
increased from 3.2 per cent in 1960 to 4 per cent in 1968, the
tage contribution to national income from the general govern-
lnclmsedfmm 12.3 per cent in 1960 to 16.1 per cent in 1972. The
mainly the i ing relative ibution of
government services to national income. The value added by
government sector is almost entirely made up of the wages and
paid to government servants. In the investment sphere, the
overnment generally contributed a share in the range of 40 to 50 per
of total investment. Thus the Government on the whole is assisting
Pprivate sector in two ways: firstly, by activating consumption de-
nd directly through relative increase in public consumpuon and in-

through the iplier effects of g and
For example, in 1968, value added (at factor cost) by general government

amounted to $1,094 million of which 80% was compensation of employees and
was income from rent, interest, and dividends.
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secondly by i ing the production of ry government
services from government enterprises (utilities, communications, etc.)
and general government (public administration, education, defence,
police, etc.).

Onceit is ized that most of the producti activities are under-
taken by the private sector and the role of the Government is to create a
favourable economic climate to foster private investment, the strategy
of development in relation to public investment priorities will have to be
mainly infrastructure oriented. That this is s in the case of Malaysia is
demonstrated by the summary data in Table 71 on the percentage

istribution of actual public /! pendi during 195670
and planned expenditure during 1971 -=75. Throughout the period, the
three principal channels of expenditure in order of importance were:
investment in infrastructure, investment in land, and investment in

human in infrast and human is
justified by their very purpose of establishing the preconditions for
i and creating the envi within which pro-

ductive private investment can grow. Infrastructure and human
resources are largely to be developed by the public sector because the
marginal private ‘benefits from investment in these areas are generally
lower than the marginal social benefits of these investments.* With
reference to investment in land, however, the question can be raised of
why this has not been left to the private sector. A brief discussion of
the factors justifying government investment in land follows.

Government investment in land went nto three main channels: land

%6, “As the marginal social benefits are 5o much in excess of marginal private
benefits, government investment in these fields has, therefore, invariably rank-
ed high in all development plans of countrics of the region." ECAFE, “A
Decade of Ds Planning and Imp jon"”, reprinted in Leading
Issues in Development Economics, ed. G.M. Meier, p. 445. ECAFE's
observation quoted here réfers to infrastructure investment. The view holds in
respect of investment in human resources also. In addition to mational
economic benefits, humanitarian and social considerations also come into the
picture in the development of ealth, education, and welfare facilities.

Ideally, an appraisal of the investment allocations has o be carried out by
looking at the social rates of return on investment in alternative channels. This
is not possible due to lack of data. However, investment in infrastructure and
investment in education and health cannot be accurately appraised since the
future benefits to society are difficult to forecast. With reference to infrastruc-
ture as el as education, while granting that investment is desirable, care has
{0 be taken to avoid unnecessary i and educated

(zero return on positive investment)in the short run-

a7,

5
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elopment, drainage and irrigation, and rubber replanting. Land
elopment activity was mainly carried out by FLDA, which was
lished in 1956, for *‘promoting and assisting the investigation, for-
tion and implementation of projects for land development and
t in the Federation of Malaya”.# In the prewar period, land
opment activity was mainly undertaken by the private sector. Th
ce of devels however, slack during the post-d it
d for various reasons.” The Working Party on Land Development
ich recommended the establishment of FLDA stated the need for
inned land development as follows:
The traditi methods of develop of agri land in
the Federation in the past have been (a) by large estates and (b) by
Malay and Chinese smallholders. Estate development does not
seem likely to expand again at the same rate as it did in the first
part of this century. Development by smallholders in most states
has lost impetus; this is due to the fact that many Chinese
smallholders now live under controlled circumstances and may
have been resettled, whilst the main areas of original Malay deve-
lopment are now generally over-populated, and there is a lack of
land in those areas for further development. The population of
this country has grown rapidly in the past few years and continues
to increase. It would, therefore, seem vitally necessary that the land
resources be carefully assessed and husbanded, and that large areas
for new development should be alienated only after being
planned.®
land development policy of the Government was largely shaped to
te rural poverty and foster rural development which were not the

FLDA, Annual Report, 1959, Kuala Lumpur.

For instance, niew rubber acreage did not grow fast not only because of (he
gloom inflicted by the Great Depression, but also because of various resric-
tions and finally the Japanese Occupaticn of 1942 45, The average annual in-
Crease in rubber acreage amounted to 134,000 acres during 1906 - 22, 90,000
acres during 1923 - 30, 42,000 acres during 1931 —40 and finally 10,000 acres
during 1941 - 50. The average improved (o 36,000 acres during 1951 — 62 large-
Iy due 1o the planting of rubber on new land developed by FLDA, The prewar
trends in capital formation in the rubber sector was discussed in detail in Lim
Chong Yah, Economic Development of Modern Malaya, pp. 103—7. Data
Quoted in this footnote are from the same source, p- 106.

Federation of Malaya, Report of the Working Party Set Up to Consider the
Development of New Areas for Land Settlement in the Federation of Malaya,
Kuala Lumpur, 1956, pp.2- 3.
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main factors behind the economic development in the prewar period,
and which were matters of considerable concern on the eve of indepen-
dence.” Over the years, FLDA for the most part and other public sector
organizations (for example, state governments) have developed thou-
sands of acres of land. During 1961 — 65, 540,000 acres were developed
in West Malaysia of which 400,000 acres were developed by the public
sector, During 1966 — 70, 284,000 of a total of 330,000 acres were
developed by the public sector. The Second Malaysia Plan target for
1971 — 75 was the development of about 750,000 acres of which a total
of about 600,000 acres were o be developed by the public sector. With
about 30 million acres still available for development, land development
would have a great role to play in the economic development of
Malaysia.?

The principal justification for government investment in irrigation
schemes arises from the consideration of cost. No single farmer will be
able to invest a sum of over $200 million in a project such as the Muda
irrigation scheme which benefits not one but many farmers and which
has a considerable gestation period. The planning and execution of such
projects cut across overall pattern of use of national resources and can
be handled only by the Government. If the Government were not to
develop the major irrigation projects, they would hardly be developed at
all,

In the sphere of rubber replanting, government intervention was
mainly in the nature of organizing financial assistance for a replanting
programme on the estates and smallholdings with relatively greater em-

e
“If Malaya's sons and daughters, so rapidly increasing, are to be fed, clothed,
educated and defended as befits a great nation, then more and more wealth
must be created from Malaya’s soils. That can be done. In fact. in Malaya it
should be easier 10 create wealth from the land than in almost any other coun-
ry in the world. There is land; there are people; there are the crops; there is the
Kknowledge. The problem is to bring these four together, so that Malaya may
become yet richer.” FLDA, No Need to be Poor: A Policy Statement, Kuala
Lumpur, Dec. 1956, p- 1.

52. The following data from the Second Malaysia Plan document (p. 131) reveal

the scope for land development. The data refer to the year 1969.

W. Malaysia  Sabah  Sarawak

(million acres)

Type of Land

Total Area 325 18.4 30.5
“Total suitable for agriculture 15.9 8.8 13.2
Area under agricultural use 0.5 0.7

Available for development
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sis on the latter.* The need for redevelopment arose out of two im-
tant factors in the postwar period. The first was the factor of ob-
ce since a large proportion of the rubber trees existing around
7 were planted before 1920 and these had to be replaced. The second
was the need to take advantage of the high yielding clones to im-
productivity and face the competition from synthetic rubber.*
e Government acted to lanti iall bilizi
ces from the rublfer industry through taxation,* by supplemen-
these resources through government grants and by providing
nting subsidies to the weaker sections among the estate owners and
large majority of smallholders. The Government thus instituted a
achi to collect and distribute funds for capital formation in the
sector. But for the role of the Government in providing financial
entives, the smallholding sector would not have been in a position to
ake replanting on a significant scale. By the end of 1970, about 92
cent of estate acreage and 63 per cent of smallholding acreage in
lest Malaysia was under high-yielding material. Still, about one million
of smallholder rubber were under low-yielding material. During
Second Malaysia Plan period, it is expected that about 60,000 acres
of the smallholder acreage will be replanted. The replanting pro-
ramme as a whole is of i i in improving produc-
and maintaini ian rubber’s ive advantage.”
Estates in gencral and the European-owned units in particular had well-
planned replanting even before
became effective. Smallholders lagged behind. By 1952, some 67% of the
~ smallholding acreage was considered to be &s old as 30 years or more by the
Rubber Smallholding Enquiry Committee set up in 1948 and which submitted
its final report in 1952. For more details reference may be made to Lim Chong
. Yah, Economic Development of Modern Malaya, pp. 123 — 24.
Tbid., p. 123.
The Rubber Industry (Replanting) Fund Ordinance, which came into force in
May 1952, set up two funds — Fund A for estates and Fund B for
Revenue for the fund: from taxes levied on the rubber sec-

~ for. A detailed discussion of the operations of the funds and an appraisal are
~ givenin Lim Chong Yah, *“The Malayan Rubber Replanting Taxes'', Malayan

Economic Review 6,2 (1961).
. SecondMalaysia Plan, 1971 — 1975, p. 135,
37.In outlining trade policy for economic development, the Pearson Commission

- endorsed the need for improvement in quality and productivity and research
into new uses as the basis for the long-run survival of primary products that
‘Compete with synthetic substitutes: *'In the long run, however, the survival of
 these products will depend on their ability to achieve improvements in quality
and productivity which will enable them to withstand the competition from
Synthetics. Research into new uses and processes may have significant pay-off
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We now come to the third aspect of development strategy, namely,
continued primary export orientation. On the one hand, the strategy has
a high degree of operational feasibility, for it has the merit, in the
Malaysian context, of a tested and known path to growth.” On the
other hand, there is the prima facie case for primary export—led
growth in future for Malaysia based on (1) the existence of undeveloped
land resources whose eventual development will augment primary ex-
ports considerably, and (2) the continued necessity 10 import industrial
raw materials and capital goods, the bill for which cannot be significant-
ty met from industrial exports. To substantiate our point, we may
quote Professors Paauw and Fei, who considered in great detail the
theory of and empirical facts relating 10 transition growth in open
dualistic economies. One of their policy statements ist

Development strategy in Malaysia and Thailand should be adapted
to an emerging growth phase, of anticipated duration of twenty to
thirty years, during which: (1) exports will continue to consist of
land-based primary products: (2) imports will undergo an import
substitution process proceeding through several categories, i€,
industrial consumer goods, industrial intermediate goods, and
capital and durable consumer goods.”

— —for some of them."* C ission on i D Partners
in Development (New York: Praeger, 1969), pp. 83— 84. Several of the earlier
studies on the future of Malaysian rubbe ustry also stressed the point,
especially with reference (o the low productivity of the smaliholder rubber and
its impact on rural poverty, An example of such a study is E.K.Fisk, *‘Produc-
tivity and Income from Rubber in an Established Malay Reservation'’,
Malayan Economic Review 6,1(1961):3-22.

In addition to Malaysia, there are several other countries which have achicved
fairly high rates of growth in the postwar period based on primary exports. The
other countries are Thaifand, Trinidad and Tobago, Jamaica, lran, Nicaragua,
Venezuela, Ivory Coast, Iraq, and Zambia, These countries and Malaysia have
been put under the strategy of primary export-oriented growth in an article by
Chenery in which various countries with high postwar growth rates have been
classified under alternative development strategies. Moderate capital inflow,
high external dependence, and high degree of industrialization are the
strategies adopted by other countries. Hollis B. Chenery, “Growth and Struc-
tural Change"", Finance and Development 3(1971):24-25.

59. Douglas S. Paauw and John C.H. Fei, The Transition in Open Dualistic

Economies (New Haven: Yale University Press, 1973), pp. 255~ 56.

@
=4
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observations are of course not intended to imply that
should refrain from export diversification and export
on to the extent possible, dictated by forces of comparative ad-
Two important points made by Anders Olgard in 1968 when
ic Adviser to the Malaysian Treasury serve to round
iscussion on development strategy:
from possible cpponumu:s in the fields of off.shore tin
g and mineral oil, timber is likely to become the export pro-
ct of the 1970s, perhaps ranking next to rubber already in 1969.
, timber may well become the major spearhead for
exports of manufactures, providing the basis for a va-
of industries in which Malaysia will have a comparative advan-
On the other hand some caution may be warranted with
to thei of export industries for pro-
s without any domestic basis in terms of raw materials,
ent and labour familiar with the problems of the products
etc. The growth of Malaysian manufacturing industries
g the 1970s will probably mainly be based on sales to the
estic market.®'
important aspect relating to i primary export
availability of resources for investment. The problem is of special
for the public sector which has dcvelopmenl pollcl&‘
pment priorities, and developi
e sources of finance for public sector development expenditure in
sia during 1960— 72 are shown in Table 72. During 1960 — 70, the
) of the Government was more or less based on the principle of ac-
lation of resources in good times and using these resources in bad
Thus during 1960 and 1961, and later during 1968 and 1969,
0 export earnings and tax revenues were on the better side, govern-
current surplus and net domestic borrowing were used to meet
ent i and also to . During the
when government current surplus was on the low side, ac-
ted resources were used in addition to domestic borrowing. With
inching of the Second Malaysia Plan, which has a public develop-
expenditure target of over $7,000 million as against the First Plan
expenditure of over $4,000 million, the public sector had to find
at a rate of about $1,500 million a year as against the
 Anders Olgard, **What is the Best Way of Diversifying Malaysian Exports and
Increasing Malaysian Export Earnings?"" Ekonormi, Supplement on the Great
Economic Debates, 1968, p. 16.
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$800 —$900 million level of the First Plan period. In 1971 and 1972
which were the first two years of the Second Malaysia Plan, domestic
borrowing and foreign borrowing were on & very high level compared to
any of the earlier years. These high levels of borrowing of 1971 and 1972
are probably reasonable pointers to the future. With government con-
sumption growing faster, it is not possible to achieve substantial in-
creases in surplus on current account. Development expenditure then

TABLE 72
FINANCING PUBLIC SECTOR DEVELOPMENT EXPENDITURE,
MALAYSIA 196072

e
Public Sources of Finance (§ million)

Sector ‘Public Net Net Changes
Year | Development | Sector Domestic Foreign ~ Special in
Expenditure |Current Borrowing Borrowing Receipts* Assetsf
($ million) Surplus

0

0

1962 1
1963 \ 517 200 210 7 2 o+ ®
1964 637 181 202 9 s4 #1191
1965“ 736 177 404 101 49 + 5
1966 | 830 209 215 35 77 24
1967 | 811 230 34 135 41 + 6l
1968 | 846 43 4 101 w56
1969 | 862 432 321 171 25 - 87
+119
+ 5
+141

Notes: Data for 1960 — 1963 refer 1o West Malaysia.
Data from 1964 onwards refer 10 Malaysia.
*Such as foreign grants,
fndicates accumulation.

Source: Treasury's Economic Report, 19721973
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to be largely met from domestic and foreign borrowing.* With
of the private sector partly subscribing for domestic debt of the
nent, investment in the private sector has to be augmented by
of capital on private account (that is, private investment from
gners). With increasing burden of repaying and servicing the exter-
debts and with probably higher levels of remittances from private
ign investors,* there is need for caution in increasing the levels of
“debt and public d p i i if the in-
is due to projects not directly related to production and produc-
‘expansion in the exporting sectors. Indeed, the Government is ful-
vare of the need for caution as the following statement indicates:
gh the country’s capacity to absorb additional loans is large and
burden still light, there is a cost to be paid on all borrowed
. It is justifiable and indeed ad to borrow as long as
are projects which are economically viable and productive enough
ay the cost.”® Such prudent thinking and action is called for not
nly in the case of external debt, but also in respect of internal debt. For
Xample, when more than half the domestic debt was drawn from the
provident funds representing the forced saving of a large
iber of people,* it is fair to say that investment of their funds should
uch as to benefit them through good returns on their savings.

On this basis, in late 1968 itself Professor Just Faaland (then Adviser on
- Economic Planning to the Malaysian Government) advocated the development
.~ of a sound capital market for long-term public debt: “‘my point is that the
1 public sector cannot be expected to play its essential part in the growth effort

unless the institutional arrangements and the incentives are so developed as to

increase significantly the amounts borrowed long term domestically and
finance public development expenditures”. Just Faaland, *“The Pro-

Supplement on the Great Economic Debates, 1968, p, 7,
~ In 1970, total foreign debt of the public sector stood at $1,142 million or about
10% of G.D.P. Servicing the foreign debt amounted to 2.2% of total export
ngs. Taking these figures into account, it is stated in the Second Malaysia
Plan (p. 80) that Malaysia has a larger capacity o undertake additional foreign
- This statement is quite right especially in view of the circumstances when
Export carnings are on the increase due to increased production and produc.
‘w:y and when the process of import substitution leads to saving of foreign ex-

Second Malaysia Plan, p. §0.
Ibid, p. 79, and Bank Negara Malaysia, Quarterly Economic Bulletin, Dec
1972, for statistics on the holders of domestic deb.
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Planning Methodology

Neither the plans before 1966 nor the two Malaysian Plans clearly tell
us the “how"" of the planning. For instance, the plans contained export
forecasts, G.N.P. forecasts, private and public consumption forecasts,
etc., but the methodology underlying the forecasts was not readily
available either in the form of a technical appendix to the Plan docu-
ment or in the form of a separate publication.

The first problem of planning methodology concerns the forecasting
methods and accuracy of forecasts. In the Malaysian context, the most
relevant and most required forecasts for a plan relate to export forecasts
__ both in terms of physical quantities and in terms of expected eamn-
ings. Physical export quantities are closely related (o production fore-
casts which can be (reated more or less as production targets for the
various sectors. Since physical quantity forecasts may turn out (0 be
more realistic than export price forecasts and since export earnings
determine most significantly government revenue and domestic ag-
gregrate demand, it will be advantageous to have at least two sets of ex-
port earnings f¢ orecasts consistent with the expected minimum and maxi-
mum prices of tubber and other important products. The Second
Malaysia Plan assumed a decline in export price for almost all the prin-
cipal primary products; hence, one would think that if export prices
were (o decline more than expected, there would be probably no way of
obtaining funds and some projects would be delayed. Contrary to this
casual observation, in 1972 when rubber price was very low, the
Government stepped in with more than its quota of investment. Thus,
since the Government does have the intention of actively counteracting
cyclical phenomena, it is in its own interest and public interest 10 have
minimum and maximum export earnings forecasts and related sets of
overall and sectoral targets. Making assumptions about minimum and
maximum prices is not €asy, but the uncertainties of planning, the pro-
blem of plan financing, and the priorities attached to projects will be
very clear if the minimum and maximun forecasts are given.

The second aspect of plan methodology refers to setting of targets
and calculation of investment requirements. Even though the First
Malaysia Plan and the Second Malaysia Plan never explicitly stated the
methodology behind the calculations, one would get the feeling that 1¢
some extent, an incremental capital output ratio (ICOR) was behind th
caleulation of overall investment targets. The 1961 —65 Plan for Wes
Malaysia did refer to the ICOR being approximately 4 to 1. The Firs
Malaysia Plan in @ table showing the projections up to 1985 referred
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sumed ICORSs for various points in time between 1965 and 1985.
First Malaysia Plan (1966 — 70) period, an ICOR of 3.9 was
. There is no reference to an ICOR in the Second Malaysia
‘Even though the earlier plans referred to an ICOR, it was pro-
‘used to derive the overall national investment target and the
I private sector investment target. The public sector investment
‘were most probably (and quite rightly) based on project-by-pro-
analysis. Whatever the case, it is useful to the general reader if
 methodology behind plan calculations are made explicit. We are not
g a case for or against the use of ICOR," we are only empha-
the utility of indicating the plan methodology,® as far as possible
a proper appraisal of performance is facilitated.

ng the First Plan period, the average annual growth rate of G.N.P. at con-
nt prices amounted 0 6% Investment as a proportion of G.N.P. amounted
an average of 15.8%. The two averages imply an ICOR of about 2.6, which
much less than the assumed ICOR of 3.9. Differences such as these may not
be of critical significance in an economy where the Government invests accord-
10 a set programme of projects and the private sector investment targets are
ly broadly indicated in the development plan.
he average annual rate of G.N.P. growth of 6.8% and the average investment
0. G.N.P. ratio of 17% envisaged for the Second Malaysia Plan would
imply an ICOR of 2.5 exactly (so exact that we begin to feel that the
has been implicitly assumed by the planners to calculate the overall
al investment targets).
ic target setting cannot be achieved by recourse to a simple ICOR ratio.
ratio varies widely across space, over time and among different economic
ties as noted by several authors [for instance, Harvey Leibenstein, in his
“Incremental Capital-Output Ratios and Growth Rates in the Short Run”,
eview of Economics and Statistics 48, 1 (1966)]. In spite of such wide varia-
it may still become necessary to use a ratio, say, o specify the private sec-
or investment targets by sector or by total. The choice of an appropriate ICOR
s largely a matter of judgement based on the economy. its past performance
envisaged development.
ether it is in the area of forecasting or target setting, it is extremely difficult
0 say which is the right method. For instance, it is casy 10 express the opinion
that more sophisticated forecasting techniques (say, on the basis of a detailed
Put-output table) and detailed planning models should be used. The impor-
tant point, however, is that these techniques and models have to be largely in
background as useful studies, for a large number of non-guantifiable socio-
ic variables also affect the final calculations in a plan. As pointed out
Albert Waterston, “*most mixed-cconomy countries with comprehensive
employ less complex methods in formulating their plans than
€conometricians would like. Nor does the preparation of an econometric
Model as a part of a procedure for formulating a plan necessarily signify that
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In summing up this discussion, it is suggested that the future Malay-
sian Plans may attempt 10 explicitly state the methodology used to ar-
rive at sectoral projections and targets. In the sphere of public sector
development projects, it may be desirable to state, as far as possible,
physical targets in addition to the development expenditure targets as at
present. [t may also be desirable to clearly distinguish projections from
targets so that a sympathetic appraisal of performance is facilitated. If
possible, targets for the private sector may be spelt out in slightly greater
detail than at present,” pin-pointing in a more cohesive manner the
financial and other facilities that are especially earmarked for the private
sector.

Albert istinguished three types of planning
in mixed economies: project planning, partial planning, and com-
prehensive planning. In his view, ““Those who would bypass integrated
public investment planning and make a great leap forward with compre-
hensive planning are not likely to arrive at their destination sooner....
The system of national planning should therefore be permitted to evolve
gradually, firstly, as soon as possible, from the project-by-project
approach to a second stage in which the country learns how to prepare
and impl a dinated public i plan preferabl
accompanied by sectoral surveys and programs; and ultimately, when
improvements in information, administration and experience permit, 10
full-scale comprehensive planning.”™ Malaysian economic planning,
over the years, has evolved into a system of partial planning. With the
inclusion of guideli for the healthy of the private sector
in tune with national policies and priorities, the spirit of indicative -

the plan will be based on the model.... Even the relatively advanced French
planners have found that they must modify their econometric models to take
account of the contrast between the elaborate and accurate algebra of the pro-
gramming methods and the blurred picture of what remains uncertain....”
‘Waterson, Development Planning, pp. 113 —14.

69. For instance, the manufacturing sector targets of the Second Malaysia Plan
are: 12.5% average annual growth in value added, 7% average annual growth
in employment and 15% average annual growth in exports. These targets were
set for West Malaysia, Targets for East Malaysia were not quantitative. If
some idea can be given about the expected growth of various manufacturing in-
dustries and what the Government considers as broad priorities in investment
allocation, they will be of great use t0 potential investors and the private sector
in seneul.

70. Waterson, Development Planning, p. 101
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is gradually being built into the system of partial planning.” It
context that some of the suggestions noted in the previous para-
nd a few others to follow are of relevance.

musccllaneous issues related to economic planning we consider
aspects of planning and imple-
in Malaysia. The ‘“‘core” agencies responsible for plan
tion, implementation, and evaluation are the National
Council and the National Development Planning
both receiving staff assistance from the Economic Planning
the Prime Minister’s Office. The core organization and
are shown in Figure 4, in which we have omitted the various
it departments, committees, etc., which have well-defined
functions and which are connected with plan formulation and
n in various ways.
Figure 4 we note that the people involved in the core organiza-
0 are government officials and ministers. There is no provi-
n within the core structure for the participation of non-officials in-
g learned men, business leaders, and others. In a democratic
like Malaysia, the parliament at the highest level, various
er and employee organizations at the lower levels, mass media
id numerous other channels exist to offer suggestions and air views on
plan. Yet, there must exist a slightly more formal way in which the Na-
nal Economic Council and the Parliament thereafter can have the
s of leading men and women other than government officials. The
set-up may take the form of an Advisory/Evaluation Panel to
¢ Minister. The broad evaluation of draft plans and the evalua-
of progress may be considered as its principal duties. The sugges-
and ideas that emerge from the panel may be useful to the Na-
Economic Council as well as the National Development Planning
mmittee,

The distinction is generally made between indicative planning of the French
type and imperative planning of the Soviet type. An indicative plan essentially
consists of forecasts of sectoral output and the priorities in development that

ider are most iate. A discussion of French planning is
given in Charles P, Kindleberger, *‘French Planning”, in National Economic
Planning, ed. Max F. Millikan (New York: National Bureau of Economic
Rescarch, 1967), pp. 279—304.




Figure 4. Malaysian Economic Planning: The Core Organization Structure

PARLIAMENT

Gives final approvals

NATIONAL ECONOMIC COUNCIL/
(Ministerial Body)

Chairman: Prime Minister
E.P.U.
Staff Assistance:

NATIONAL DEVELOPMENT
PLANNING COMMITTEE

(A Body of Senior Officials)
Responsible for Plan formulation,|
periodic review, and
implementation)

EP.U.
Serves as secretariat
ESTIMATES SUB-COMMITTEE

Appraisal and Examination
of Development Estimates

STANDARDS AND COSTS SUB-COMMITTE

Providing Guidelines for
project designs and standards

Note: The above chart does not show the interrelations between the core strucire
g e Various other govermment departmenis, etc. The chart his heen
prepared on the basis of descriptions i ch. 8 of the Second Malaysia Plar
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er innovation that can be made is in the direction of research.

0 k of the Rubber Research Institute was of i immense help in the
and ion of various . The

Agricultural Research and Development Institute eslabhshed
was also a step in the right direction, The Government can still
‘bigger role by sponsoring and activating research projects in the
tions of higher learning. Such projects should be directly related
5 targets (short-term and long-term) of planning, subject of
to the limitations of expertise and experience of the personnel
This is one of many ways of utilizing the nation’s intellectuals
-building.




6. The Employment Problem and Related Issues

For Malaysia as a whole, it is estimated that the rate of unemploy-
ment has gone up from 6.1 per cent in 1965 to 7.3 per cent in 1970."' The
situation was worse in West Malaysia than in East Malaysia. Unemploy-
ment increased from 6.5 per cent in 1965 to 8 per cent in 1970 in West
Malaysia and from 3.5 per cent to 4 per cent in East Malaysia. During
the Second Malaysia Plan period (1971 —75), the Government hoped
that 596,000 new jobs (495,000 in West Malaysia and 101,000 in East
Malaysia) would be available. This magnitude of job creation would en-
sure that employment growth would keep pace with labour force
growth and that the rates of unemployment in West Malaysia and East
Malaysia in 1975 would not increase from their 1970 levels. In this
chapter, we make a detailed study of the employment problem in West
Malaysia not only in regard to past trends but also in regard to future
possibilities.? The latter aspect is essentially an evaluation of the sectoral
employment targets of the Second Malaysia Plan.

The employment problem is in part related to the two long-term ob-
jectives of the Government, namely, eradication of poverty and restruc-
turing of society. Of interest therefore is the past trend in the incidence
of unemployment by ethnic group and the assessment of the possible

P i of present policies on the future levels of
employment and unemployment by ethnic group. Some of the other
aspects of “social restructuring”, namely, ethnic ownership of wealth
and regional income disparities, will also be briefly discussed in this
chapter.

OQutput Growth versus Employment Growth

The employment problem of Malaysia is not just an isolated case in
the world economy — it is shared by many countries. One of the
reasons for the rate of growth of employment lagging behind the rate of

-

1. Second Malaysia Plan, p. 102.
2. Data limitations preclude the extension of the study to cover [East Malaysia.

184
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of output is the nature of technical progress, including im-
ats in organization and management, which generally take the
" an increase in productivity of labour. This has the effect of
on the use of labour in the sense of reducing the employ-
with a given increase in output. The pattern of
growth may tend to assume capital-intensive and labour-
rms, thus reducing the rate of supply of jobs at a time when the
f demand for them is increasing because of increase in labour
due to high rates of population growth and increasing par-
of people in the labour force.

of development policies in solving the employment pro-
;he less dcvcloped countries has been considered i m great detail

and the other by David Turnham and lngelm Jaeger (for
).* Both studies ized that the

'in most of the less developed countries was partly due to the
the process of industrialization took shape around capital-
methods of production and the available labour force was not
absorbed by industry and other sectors.* According to the

em9.2(1972): 29-35,

nal Labour Organization, Towards Full Employment (Geneva:
1970); David Turnham and Ingelies Jacger, The Employment Pro-
;“n in Less Developed Countries: A Review of Evidence (Paris: OECD
elopment Center, 1971).

Industralization around capital-intensive methods of production also did nat
help reduce the amount of surplus labour in agriculture. Accomplishments,
therefore, were at variance with what one would expect either on the basis of
‘the historical trends in advanced countries or on the basis of the Lewis model
of economic development. The model was developed in W.A. Lewis,
‘Economic Development with Unlimited Supplies of Labour", Manchester
School, May 1954, pp. 131—91, and was further discussed in G. Ranis and
J.C.H. Fei, “A Theory of Economic Development”, American Economic
Review, Sept. 1961, pp. 533~ 65. An empirical investigation of how and why
~ actual development in India has not taken place according to the Lewis pro-
Positions is contained in A.M. Khusto, Economic Development with no
Population Transfers (London: Asia Publishing House, 1962). One of the
Observations based on Khusro's study was that when the growing urban labour
foree itself was not adequately absorbed in the relatively faster growing urban
- Sconomic activities, there did not exist enough scope for the transfer of surplus
labour from agriculture. If under such conditions, there was rural-urban
migration, caused mainly by the increase in the rural labour force, the urban
unemployment rate increases even without any “‘net' shift of surplus labour
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projections of Turnham and
unemployment by 1980 in al
about 10 percentage points.
Iy in fine and, according 1o 01
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ment in 1980 may be more than 15
six persons in the labour force.!

From the
be considered is t
and the growth rate of output.
stated that the ratio of the gro
worker) to the growth rate of tof

Jaeger,
Il the developing countries put together is
o Forecasts for West Malaysia also fall close-
ne set of projections, the rate of unemploy-

the expected increase in the rate of

per cent or nearly one out of every

— — from ag
capital-intensive development in the

drawn to the question of labour-intensive development more than ever before
under the aegis of the World Employment Programme of the LL.O., the
Council for Asian Manpower Studies, SEADAG (of The Asia Society), ete.

[,
iculture. In Tetrospect, the question may be asked: why have

of employment projecti the factor that may
he relationship between the growth rate of employment
Verdoorn in an important contribution
wih rate of productivity (G.D.P. per
tal output (G.D.P.) was fairly stable

first place? Nowadays, the attention is

“This s an average of 4 cstimates based on different assumptions. The implica.
o s that by 1980, the rate of unemployment may be 16% if the rate in 1965
was 6%, The averages hold approximately ecqually for West Asia,
South Adi, and East Asia. Sec Tumham and Jacger, The Employment Pro-

blem, p. 116 for the projections. The

information from Turnham-Jacger study

is summarized in Derek T. Healey, ‘‘Development Policy: New Thinking
about an Interpretation’", Journal of Economic Literature 10, 3 (1972): 769.
The projections were ‘made by the Economic Planning Unit (Malaysia, Prime

Minister's Office) and were quoted

in K.C. Seal, **Asian Employment and

Training Projections: Report of Case Study an Malaysia™* (Bangkok: [.L.O-
Regional Office, 1969). The E.P.U. made twosets of sectoral employment pro;
jections, one on the basis of an assumed average annual G.D.P. growth rate of
8 to 7 (High Projection) and the other on the basis of & growth rate of
479 (Low Projection). The unemployment rates obtained from the two sets

of projections are given below:

Rate of Unemployment
Setl Set 11

Since the unemployment rate given for 1970 in the Sccond Plan document 15
8% and since the plan projection for 1975 (on the basis of an average G.D.P-
growth rate of 6.77) does not indicate an increase in the rate of unemploy-

ment, the E.P.U. projections quoted

above are perhaps slightly out of date.
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45 and 0.60 for several countries.* If we translate these limits
he limits for the ratio of G.D.P. growth rate to employment
(hereinafter referred to as the employment elasticity of out-
e obtain the values of 1.82 and 2.50. In approximate terms, a
m of 2 per cent increase in G.D.P. is required for obtaining one
increase in employment. We will now examine some empirical
¢ ‘West Malaysia.
er to estimate the employment elasticity of output we require
.D.P. at constant prices and employment for a series of years.
we gave estimates of G.D.P. by sector at 1959 prices for West
for the period 1947 710 Fmploymem estimates on a consis-

for 1947, 1957, 1962, and 1967." As a first step we use data for
years to estimate employment elasticities of output by fitting
ares regression lines of the form

Log¥,= o+ flogE,

the Second Mualaysia Plan, 1971 - 1975, we have sectoral
t data for 1965 and 1970. Even though these were termed
", such data can also be used, thus providing six points t‘or

1. Verdoorn, ““Complementarity and Long Range Prajections™, Econame-

\frica 24,4 (1956): 429-50.

Verdoorn coefficient may be derived from time series data by fitting 4 log-

ir relation of the type:

1og (Y/E) = a + blog (1)

Whete ¥ is G.D.P. at consiani prices and £ is employment, The estimated

coefficient b equals 1o

r _dlogY — dlogE
dlog ¥

_y _dlogk
dlog ¥

Hence, we have

dIogE _ (| _pyand dlogy o 1

dlogy’ dlogt (1 iy
L The last stated ratio gives the ratio of the percentage growth rare of G.D.P. (d
Y to the pereentage growth rate of employment (o log £).

Rao, National Accounts of West Malaysia, 1947 1971.
Appendix A
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estimating the employment elasticity of output.” The two sets of
estimated elasticities are given in Table 7.

In terms of the correlation coefficient, the regression results on the
basis of six points are marginally better than the results on the basis of
four points. The overall elasticity appears to be acceptable since it is
statistically significant, and within the range of 210 2.5 suggested earlier
on the basis of the observations of Verdoorn. Ignoring slight variations,
the elasticity is fairly stable between 1947 — 67 and 194770, in all the
sectors except ‘‘agriculture, etc.” sector, where the elasticity increased
from 3.95 in the first set of regressions to 4.40 in the second set,
Moderate increase in the elasticity also occurred in the case of “‘utilities
and services” sectors.” The estimated elasticities in Table 73 will be used
in the next section for the purpose of evaluating the Second Malaysia
Plan employment targets.

The Second Malaysia Plan Employment Targets: An Evaluation

In a book on West Malaysi i published in
1973, David Lim devoted a full chapter to a discussion of the employ-
ment target for West Malaysia of the Second Malaysia Plan." The sum
and substanice of the author’s evaluation was that the land development
target set for 1971 — 75 might not be achieved because it was far too
high in relation to past performance, and hence much of the targeted
new job creation in the agricultural sector might not be achieved; and
that the level of planned investment of about 17 per cent of G.N.P. was

e

12. Regression lines on the basis of four points and six points are not acceptable in
a strict statistical sensc because of the very small sample size. Yet the method
has the virtue of partly eliminating seasonal and cyclical influences which
vitiate comparisons of short-run average growth rates of employment with
average growth rates of G.D.P.

13. The “services'" sector consists of commerce, government administration and
defence, education and health, and other community and personal services. It
should be noted that for these sectors the measurement of output, employ-
ment, and productivity are not yet fully perfected. For instance, in the
measurement of “real’” G.D.P., if the method of extrapolation by labour in-
put is used, it implies the assumption of zero rate of growth of productivity and
thus one should not be surprised to obtain an employment elasticity of output
equal to unity. In our case, G.D.P. of the service sector was derived as a
residual and the employment elasticity of 0.87 in the first set of regression
results indicates a reduction in service sector productivity during 1947 —67, but
over the period 1947 - 70, the elasticiry is very close 1o unily.

14, David Lim, Economic Growith and Development in West Malaysia,
1947 — 1970 (Kuala Lumpur: Oxford University Press, 1973)
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'MENT ELASTICITY OF OUTPUT BY SECTOR, WEST MALAYSIA

Estimates from Regression of Log (G.D.P.)
on Log (Employment)
Data for 4 Years* Data for 6 Years'
Estimated Correlationt |Estimated Correlationt
Elasticity Coefficient | Elasticity Coefficient

3.95 0.93 4.40 0.96
3.12 0.86 3.09 0.88
2.62 0.99 246 0.99
2.78 0.99 272 0.99
1.07 0.94 1.21 0.94
0.87 0.9 0.98 0.97
2.13 0.9 2.22 0.99

*1947, 1957, 1962, and 1967
11947, 1957, 1962, 1965, 1967, and 1970.
4 All coefficients are significant at the 5% level.

with the overall target."” Observations such

require appropriate substantiation, and in view of this we shall
a step-by-step evaluation of the targets with reference to whatever
‘we have at our disposal and within the framework of simple analy-

i *“Another area in which the provision of employment opportunities under the
Second Malaysia Plan has been disappointing concerns the level of investment.
1t has been assumed that an investment ratio similar to that obtained by the

 presently advanced countries in their pre-industrialization days will be ade-

 quate o cope with the unemployment problem. The planners have not realized
that there are great differences between the initial conditions of development in
West Malaysia and those in the developed countries and that these differences
 mecessitate a higher investment ratio as well as a different pattern of invest-
ment."” Lim, Economic Growth and Development in West Malaysia, p. 179. It
is our feeling that the West Malaysian planners know the “initial conditions™

* very well; they have not demonstrated any ignorance about the differences

between their country and the advanced countries, and the level and pattern of

investment they have envisaged is perfectly within the framework of a free
enterprise, export-oriented, land-cum-labour surplus economy.
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tical tools. Our evaluation is illustrative and no claim is made about
fool-proof accuracy.

To begin with, let us consider the overall G.D.P. growth target and
the employment growth target of the Second Malaysia Plan. For West
Malaysia, the anticipated average annual growth rate of G.D.P. at con-
stant prices during the plan period is 6.7 per cent and the targeted
average annual growth rate of employment is 3.2 per cent. The implicit
employment elasticity of output of 2.1 is certainly within the range of
2.1 10 2.2 noted in Table 73. There is thus no need for criticism on this
ground — unless the elasticity were 10 go up to, say, 2.4 during the
course of the plan period," then employment growth rate will amount
to 2.8 per cent and the rate of I instead of ining at
its 1970 level of 8 per cent, will increase to 9.8 per cent."”

In the previous paragraph we have considered the growth rate of
G.D.P. vis-a-vis employment growth rate. A perfect substitute to the
growth rate of G.D.P. happens to be the ratio of two ratios, namely,

Investment to G.D.P. Ratio
Incremental Capital-Output Ratio
The growth target of a plan is always consistent with the ratio of in-
vestment upon G.D.P. to the ICOR (which is the so-called ex ante ratio
of investment to increase in G.D.P.). Of note in this context is the
possibility of a higher ICOR (implying more capital-intensity) going
hand in hand with a higher employment elasticity of output and the con-
sequent lower growth rate in employment for a given investment (/) to
G.D.P. ratio. The mechanics are as follows: Given the //G.D.P. ratio
as 17 per cent and ICOR of 2.5 implicit in the Second Plan, an employ-
ment elasticity of 2.1 is consistent with the ICOR and hence we obtain

16. Such an increase is possible if productivity (output per man) increases at a rate
faster than anticipated, For instance, the cconomic growth targets of the Plan
may be realized without the realization of the employment growth targets. This
would be the case if there are higher than Plan-assumed improvements in pro-
ductivity in rubber, rice, timber, palm oil, fishing, manufacturing, and other
sectors,

17. Second Malaysia Plan (p. 102) estimated labour force for 1975 is 3,690,000
persons in the age-group 15-64. If the plan targets are realized, employment in
the age-group 15-64 will increase at an average annual growth rate of 3.2%
from 2,900,000 persons in 1970 to 3,395,000 persons in 1975. If the rate of
growth of employment were to be an average of 2.8%, employment in 1975
will be 3,330,000 persons and the rate will be i
one out of every ten persons.
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of growth of employment as

__ 17~ 3.2 (which is what the Plan aims).
B 2.5 % 2.1
if the ICOR were to increase during the plan period to, say, 4 (the
-average of the ICORs of over 70 countries),'” reflecting a higher
of capital intensity of production, and if the employment elasticity
utput were to increase to a higher level of 2.5 per cent, then the 17
1/G.D.P. ratio may mean an average growth rate of G.D.P. of

ywih were still to take place at an average of 3.2 per cent, then the //-
P. ratio has to increase to 32 per cent. These implications are
“speculative descriptions’ on the basis of simple macroeconomic
\etic, and there is no way of forecasting their validity in the Malay-

targeted growth rate of employment of 3.2 per cent appears to be
consistent not only within the framework of estimated and
d employment elasticity of output but also within the framework
aggregate production function. In Chapter | we have decomposed
e average annual growth rate of G.D.P. of 6.4 per cent observed for
e period 1958 — 68 as follows:

Capital
Stock Share Labour Share
Average | | of Average | |of

= (Residual) + |Annual |x | Capital |+ | Annual | x | Wages
Growth in Growth in

Rate Income Rate Income

6.4 = (0.8) + (8.0) (0.56) + (2.5)(0.44)
implicit aggregate production function is

Y = A @ KN 0

' o

expected average annual G.D.P. growth rate during 1971 —75 for
West Malaysia of 6.7 per cent, and the target employment growth rate
3.2 per cent when substituted in the above production function will
Ve us a compatible growth rate of capital stock of 8 per cent."” We
. Using the data in [.B.R.D., World Tables (1971) on the [CORs for 71 countries
for the period 195160 and 101 countries for the period 196167, two
average ICORs were calculated. The average ICOR turned out to be 4.0 in the
first period as also the second.
. 6.7 = 0.7 + (dk/k) (0.56) + (3.2)(0.44)

= 0.7 + (dk/k) (0.56) + 1.4
Hence, dk/k = (4.6)/(0.56) = 8.2,
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have no data on capital stock for 1970 and there is no way of knowing
the 1970 —75 growth rate of capital stock. Yet, the derived rate of 8 per
cent and investment to G.D.P. ratio of 17 per cent will give an average
capital-output ratio of 2.1 which is not inconsistent with the noted trend
of an increasing average capital-output ratio in West Malaysia.™

The broad conclusion from the above discussion is that in purely
numerical terms, the expected overall increases in G.D.P. and employ-
ment during 1970 —75 are mutually consistent and they are consistent
with the planned level of investment. At this stage, leaving aside the
macro targets, we will attempt an evaluation of the sectoral employment

TABLE 74
AVERAGE ANNUAL PERCENTAGE GROWTH RATE OF EMPLOYMENT
BY SECTOR, WEST MALAYSIA, 197075

Our
Estimates®

Second
Plan

Agriculture, Forestry,

Hunting, and Fishing

Mining and Quarrying -13 -0.8
Manufacturing 7.0 4.7
Construction 52 3.2
Utlities 39 7.0
Services 4.1 4.6

Note: * For the six sectors under reference, the Plan gives the following G.D.P.
arowth rates: 8.4, 2.6, 11.7, 8.7, 8.5, and 4.5 respectively. Dividing these
by their respective employment elasticities (4.4, 3.09, 2.46, 2.72, 1.21, and
0.98) we obtain the cmployment growth rates.

e e

20. The calculation is as follows: k—“ = ; =8.0%

L 179 therefore, K = 11 = 2.}
Y Y 80

The average ratio for West Malaysia increased from 138 in 1960 to 1.52 in
1966 according to the estimates of W.I. Abraham and M.S. Gill in their “The
Growth and Composition of Malaysia’s Capital Stock"", Malayan Economic
Review 14,2 (1969): 52.
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pts. To begin with, we will compare the sectoral employment growth
 assumed by the Plan and the sectoral employment growth rates
ed from the sectoral G.D.P. growth rates of the Plan and our
1 (Table 73) of sectoral employment elasticities. The results are

n Table 74.
e two sets of sectoral employment growth rates are quite different
extent of difference is relatively higher in the case of manufac-
construction, and utilities, The projected employment by sector
is given in Table 75, Even though the total employment is about
me in both sets of projections, marked differences are in three sec-
‘namely, manufacturing, construction, and utilities. Within these
sectors the Plan forecasts are higher than our forecasts in
pufacturing to the extent of 39,000 jobs and in construction to an ex-

13,000 jobs.

S

D EMPLOYMENT BY SECTOR, WEST MALAYSIA, 1975

Percentage
Excess of

Employment ( ' 000)

Plan Esti-
Second Our mate Over
Plan Estimates our Estimate

manufacturing and construction, the disparity between Plan
t of employment and our estimate of employment is greater in

turing. Assuming then that the Plan employment targets for all
% €xcept manufacturing are within realizable levels, the employ-
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ment problem can be viewed in terms of the consistency between invest-
ment and empl t targets in facturing and all other sectors
(together referred to as non-manufacturing). An attempt is made in the
next section to look into this aspect.
Employment, Investment, and External Balance:
A Simple Programming Model

A development plan cannot afford to have more objectives than in-
struments. Under conditions of no serious scarcity of manpower and
relative scarcity of i ble funds, if emp t growth imi
tion is the target, investment allocation has to be so arranged and growth
of output has to be accepted as *‘that which results' rather than “‘that
which is planned”’. Alternatively, if maximization of economic growth
is the target one has to accept employment growth that results from the

appropriate i allocation. The empl pro-
blem under a given investment constraint and with two sectors
f ing and ing) may be posed as follows:-
Maximize =, (@Y)) + &=, ayy) %)
subject to the constraints
B (dY) + B, @)=L @
and dY, = OanddY, =0 3)
where o, = Employment increment from a unit increase in

manufacturing sector G.D.P.;

oy = Employment increment from a unit increase n
non-manufacturing sector G.D.P;

8, — [nvestment requirement per unit of manufac-
wring G.D.P.;

B, — Investment requirement pPer unit of non-
manufacturing G.D.P.; *

dY, = Increase in manufacuring G.D.P. during the
Plan period;

dY, = Increase in non-manufacturing G.D.P. during
the Plan period;

1 — The maximum that a nation can invest during the

Plan period with regard to internal and external
availability of funds.

We have posed the problem in terms of maximizing the employment
increase. The joned simple linear progr ing problem
generally has the solution of a choice between o, dY, and «, dY;
either of which alone will lead to maximum employment under the
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en investment constraint.*' This implies that cither @Y, = 0 or dy, =
n practice, however, solutions that call for stagnation of a sector’s
.P. are not acceptable. Thus the problem ought to have, and will
indeed, several other constraints.
various additional constraints that exist in practice, the most im-
it one for a closed economy will be inter-sectoral balance. Since
than internally required output cannot be exported and shortfalls
put cannot be made good by importing, the relevant constraint is
maintenance of inter-sectoral balance or, in other words, the
i ce of a certain relationship between the G.D.P. increments in
o sectors. The position is different in an open economy with no
trade limitation practices. The to be i here
ited not only to the maintenance of inter-sectoral balance but also
it of external balance (equilibrium in the balance of payments). In
following paragraphs we consider the maintenance of external
as one constraml in (he planmng of empluymcm crmuon
of i

and
ation of income increments by sectors, the external balance
int is simply to ensure that the sectoral income mcrcmems will
any way cause additi ball during
period. Thus the expected increase in export earnings and in-
se in capital inflow during the Plan period have to be greater than or
A simple numerical example will clarify the point.
 Letus assume:
e, = 100 jobs per $1 million increase in manufacturing G.D.P.;
&5 = 200 jobs per $1 million increase in non-manufacturing G.D.
B =2.0and3, = 3.0

4 = $9 million.
The problem is to maximize 0.14, + 0.24Y,
subject 102Y, + 3d¥, < $9 million

N the basis of investing all the $9 million we have the following table of aler-

Increase in Employment ('000)

0.6
2 0.55
4.5 0 0.45

e he best solution is to increase G.D.P. in the second sector only as indicated.
TWo points of note here are: (1) it is the constraint that determines the final
mwm, and (2) even though it is perfectly all right to invest less than $9

on, a solution so obtained will not give maximum employment.
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equal to the expected increase in imports during the period.® Alter-
natively, the increase in imports estimated by the use of various import
propensities has to be less than or equal to the increase in exports and
capital inflow. The constraint is set as follows:

(e +8)@Y) + e+ 8,)(dY) + NdD < (dR) 3

where
e = Marginal propensity to import consumer goods — this is
assumed to be the same for income from either sector;
— Marginal propensity 1o import intermediate goods with refer-
ence to the G.D.P. of sector | (manufacturing);
Marginal propensity toimport intermediate goods with refer-
ence 10 the G.D.P. of sector 2 (non-manufacturing);
A = Marginal propensity to import investment goods with refer-
ence to total investment;
dl = Increase in investment during the Plan period;
dR = Increase in receipts from the rest of the world — mainly con-
sisting of increase in export earnings and increase in capital
inflow.
The constraint is worked out as follows. In a given base year, let us assume that
exports and capital inflow have paid for imports of consumer goods, imports
of i jate goods, and imports of i goods, We have
(X +C) =M+ M, + M)
where X and C; refer (o exports and capital inflow respectively, and where M.,
M,y and M, refer 10 imporis of consumer goods, imporis of intermediate
goods and imports of investment goods respectively. We may then write
(BX + OC) = (AM, + OM,, + HM).

Based on this, we have set up the constraint that the expected increase in €x-
ports and capital inflow should be greater than of equal to the expected
crease in imports. The principal limitation of our approach is that we have ig-
nored the dynamic economic aspects such as the interrelationship between &
given level of imported investment goods and increment in income contributed
by these investment goods, the interrelationship between this income increment
and increase in imports, and 0 on. Also, we have not explicitly taken into ac-
count the relationship between exports and income; but, when the expected in-
crease in exports is given from a Plan, a certain relation between this and in-
crease in income is implied. To be in tune with the nature of an export-oriented
economy, we ought to consider the export increase as a decision variable, and
not increase in income, Moreover, the increase in income from exports will
have secondary income generating effccts, which also have to be considered i
a realistic model. Thus, the model we are using is employed to test, within &
very limited framework, the consistency of the Second Malaysia Plan’s
e crieal magnitudes on employment, investment, and export increase, Not-
withstanding the results of the test, the success of the Plan will depend very
much on achieving the export targets of the Plan.

i~
]

B

2.
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constraint is based on some assumptions. Firstly, we have assumed
at the marginal propensity to import consumer goods with reference
is the same for both sectors. Where past data on sectoral con-
of imports are available, one can use different propensities for
ent sectors. Such a procedure will certainly enhance the realism of

inputs with reference to income. This can be computed directly
basis of data on imported inputs and G.D.P. or indirectly by first
g the marginal propensity m Ampm'l material i mpuls with reference

an increase in output by a unit. The ideal procedure is to try both
ethods and check for consi: .2 Thirdly, the int includes a
rm denoting the change in imported investment goods. Here also, if
oral distribution of imported investment goods and total investment
re available, then there should be two terms instead of one. A more
ant point, however, is the reason for relating imported invest-
it goods to total investment and not to G.D.P. The answer is as
whereas the relation between imported investment and total in-
sstment does not destroy the linearity and the simplicity of the con-

to G.D.P. For another way a relationship between imported in-
tment goods and G.D.P. can be incorporated is by relating invest-
At to increase in G.D.P. through what may be called the incremental
ed capital to output ratio. In such a case the constraint will take
rm of a linear differential inequality, a complication that is avoid-
* The fourth point in regard to the constraint is the nature of
This is the change in the “‘receipts” side of balance of payments,

i If sectoral output is proportional to sectoral G.D.P., both methods will
definitely give the same result. However, if intra-sectoral structural change
. Were (o distort such a constancy, the two methods may not give the same result.
‘The best procedure then would be to assume the most plausible levels for the

wopemm , bearing in mind past trends and expected structural change if

B denotes the incremental imported capital to output ratio, then imported
Vesument goods are given by M, = B, d¥ where M, stands for imported in-
vestment goods and d¥ for increase in G.D.P. Since we are interested in in-
in M,, we may write

dM, = 8, ddY) = §, Y

Incorporation of this in the balance of payments constraint will make it a dif-
Terential inequality. This is not pursued here in order to keep the model as sim-
Ple as possible.
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the main components of which are exports and capital inflow and a
minor item is transfer payments. In the case of the constraint (inequality
3), a new term indicating propensity 10 make transfer payments with
reference to G.D.P. may be added; or if an autonomous increase is ex-
pected, this can be shown; or if the outflow is rather steady, the change
may be assumed to be insignificant.

Collecting the three components of the simple programming model,
we put it down as follows:

Maximize & (dY)) + ;@Y m
subject to the investment constraint
B @Y, + B.@Y) =1 @
balance of payments constraint
(e + 8)@Y) + (e + 8)(@Y) + NdD = dR &)
and the general constraints
(dY,)) = 0anddY, = 0. @)

The solution of the simple programming model is easy (o obtain since
there are only two decision variables (dY, and dY;) and two principal
constraints. In general a unigue solution is possible to obtain in cases
such as these by taking (2) and (3) as equalities and solving them. It
may be noted that the term “\ (@) will assume an appropriate
numerical value and “‘dl’ is not & decision variable but a known quanti-
ty which is the increase in investment during the plan period.

In order to apply the model to West Malaysian Second Plan period,
we have to obtain the various parameters of the model, and also the
numerical magnitudes of the investment and balance of payments con-
straints. The procedures of estimation are described below step by step.

A. Values of o, and &, Asa first step we use the implicit values
from the Second Malaysia Plan. These are obtained from the data for
the period 197175 shown in Table 76.

B. Values of I and dR. Separate figures for West Malaysia are not
available. These arc deduced as follows from the information in the Sec-

B e e A e —————

25, Where there are only two decision variables and two principal constraints, &
unique solution generally exists, 10 there are more constraints, we get the solu-
tion from @ graph. If there are more than two decision variables the most
general method of solving the problem is by using the Simplex Method. The
discussion of the methods may be found in any standard text on operations
research — for example, C.W. Churchman, R.A. Ackoff, and E.L. Arnoff,
Introduction to Operations Research (New York: John Wiley, 1957).
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Malaysia Plan.* Capital formation in the private sector during
1-75 in West Malaysia is expected to be $6,175 million. Public sec-
r capital formation for the whole of Malaysia is $4,307 million. Since
ut 80 per cent of public development expenditure is to take place in
a, we use this percentage and estimate capital formation in the
ublic sector to amount to $3,446 million. Adding this to private sector
formation, the figure obtained for gross investment during
1-75 amounts to $9,621 million. Subtracting an assumed $292
nillion stock change in the private sector,” we obtain the value for fixed
stment / = $9,329 million.

 The value of dR for West Malaysia also has (o be derived from the
ures for Malaysia. A summary version of the balance of payments
en in the Second Plan is reproduced in Table 77.% The expected in-
in receipts is $1,575 million. This is made up of export earnings
4 (= $1,419 million), increase in transfer receipts (= $12 million)
nd increase in capital inflow (= $144 million). We now have to
imate the change in receipts for West Malaysia. During 1967171,
/est Malaysian exports amounted to 75 per cent of Malaysian exports.
this basis we estimate the export earnings increase to be 75 per cent
of §1,419 million which equals $1,064 million. Transfer payments are ig-
nored. According to the Second Malaysia Plan, 80 per cent of total
public development expenditure and 79 per cent of private investment
to take place in West Malaysia. Using these figures, we may
me that 80 per cent of the increase in capital inflow will be used in

Il amount to $1,179 million. From the balance of payments we note
that part of the increase in receipts has to offset errors and omissions,
etc. (a balancing item) under the payments column. For Malaysia, the
nerease under this head is $137 million. Assuming again that 80 per cent
Pﬂllis will be on account of West Malaysia, the net increase in receipts
for West Malaysia will amount to @R = $1,070 million.
C. Values of B, and f,. During 1971 —75, West Malaysian invest-
it in manufacturing is expected to be $1,850 million. Earlier we have
erved the total investment is $9,329 million. Hence non-
lanufacturing investment amounts to $7,479 million. The ratios of the
S;mndMalay:in Plan, 1971~ 1975, pp. 58,71, 89.
Ibid.

- 87, We do not have any idea about the 1971 — 75 stock change in the
Ppublic sector.

. Ibid., p. 65.




TABLE 76
VALUES OF ) AND o FOR WEST MALAYSIA

West Malaysia
Manufacturing Non-
Manufacturing

New Jobs expected to be created
during 1971 75 ('000)
Increase in G.D.P. (1975 over 1970)
at 1965 prices (§ mill.) 804 2,479
No. of Jobs ('000) per one million
dollar increase in G.D.P.

0.1561

Note: The values of & and &, respectively are 0.1343 and 0.1561.

TABLE 77
BALANCE OF PAYMENTS, MALAYSIA, 1970, 1975

R = P= R = =
Item Receipts  Payments Receipts  Payments
(8 million) ($ million)

Goods and Services 7,055 6,713
Transfers 90 1)
Net Inflow of Capital 316 -

Errors and Omissions,
etc. - 526
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investment figures to expected G.D.P. increases in the two sectors work
out to 2.3009 and 3.0169. These are taken as the approximate incremen-
tal capital-output ratios and thus 8, = 2.3009 and 8, = 3.0169.%

D. Values of e, 6,, 6,, and \. A standard procedure for estimating
thest is through ti i i The main problem,
ever, is the availability of time-series data on imports classified into
nsumption goods, sectoral inputs, and investment goods. Data are
ilable for eight years (1960 —67) from the inter-industry transactions
bles presented in Appendix B,

‘The regression results are presented in Table 78, The following values
obtained for the various parameters:

Marginal Propensity to Import Consumption goods e = 0.0642
Marginal Propensity to Import Investment goods A = 0.31%4
Manufacturing Sector Propensity for Inputs 1.0223
Non-Manufacturing Sector Propensity for Inputs & =0

~ Using these parameters, we will formuilate the first model and obtain
the optimal solution, Allowing for import substitution in consumer
g in recent years as well as during the plan period, we assume an
alternative value for ¢ — 0.04, allowing for an increase in investment
ds imports in relation to total investment, an alternative value for A
0.4 is assumed; and conjecturing the possible reduction in imported
Iputs in the non-agricultural sector, we assume an alternative 8, =
~0.02. Based on the two sets of , we abtain the foll
0 models.

Model |

Maximize 0.1343 (@Y)) + 0.1561 (d)

Subject 102.3009 (dY,) + 3.0169 (dY,) = 9,329 ($ mill.)
and 1.0865 (4Y,) + 0.0642 (dY,) = 856* (§ mill.)

*Obtained as follows: dR = 1070, A = 0.3194
di (1971 -75) = 670
Therefore \ (d]) = 214
dR — NdI) = 856

In general, a suitable time-lag between investment and output is assumed when
ICORs are computed, Since we do not have data on manufacturing and non-
manufacturing invéstment on a year-by-year basis, we have 10 satisfy our re-
Quirements with approximate ICORs.
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Model 2
Maximize 0.1343 (@) + 0.1561 (dY.)
Subject t0 2.3009 (dY;) + 3.0169 (dY,) =< 9,329 (8 mill.)
and  1.0623 (dY,) +0.0200(dY,)=< 802" ($ mill.)
*Obtained as follows: dR = 1,070, A = 0.4
dl = 670, Nal) =
Therefore dR — Ndl) = 802

The optimal solutions satisfying the constraints for the two models
and the plan targets by sector are presented in Table 79.

Before we make some observations on the basis of the results of the
two models in comparison with the Second Plan targets we must note
that except the import propensities (e, 8, &, and N), all other parameters
and numerical constraints of the two models are obtained from the Plan
itself. Needless to say, variations in the parameters will lead to variations
in resulls The results in Table 79 show that the balance of payments

int and the i constraint together lead to investment,
G.D.P. increase, and employment increase, all of which are less than
the Plan target in the case of manufacturing but more than the Plan
target in the case of noj ing. Total emy increase —
492,000 under model 1 and 493,000 under model 2 — is only marginally
lower than the Plan target of 495,000. Total G.D.P. increase also is only
marginally less than the Plan target. Thus the Plan G.D.P. target which
satisfies the employment and investment targets does not strictly satisfy
the balance of payments constraint which incorporates the Plan
forecasted export earnings. The constraint can be met if the increase in
receipts from the rest of the world is raised by $177 million in model 1
and $102 million in model 2. This no longer constitutes a problem in
view of the boom conditions of 1973 and the enhanced export earnings.
We thus conclude that within the broad analytical framework of our
exercise, the Second Plan employment targets are consistent with the in-
investment and G.D.P. targets; and together they satisfy the condition
of maintaining balance of payments equilibrium.

So far we have limited our analysis 10 a testing of the framework of
the Second Plan. Thus we have used values for «,, o, , and g, dc
rived from the Plan. We may take alternative values for these
parameters also. On the basis of past data (1947 —70), we have obtained
employment clasticities of output for manufacturing and non-
manufacturing 10 be 2.5 and 2.2 respectively. If these elasticities are
assumed for the Second Plan period, then on the basis of the initial




'TABLE 78

REGRESSION EQUATIONS FOR IMPORT DEMAND COMPONENTS
COMPUTED ON THE BASIS OF 1960 - 67 DATA FROM WEST
MALAYSIAN INTER-INDUSTRY TRANSACTIONS TABLES

Correlation
Regression Line Coefficient

1. Consumer Goods Imports in Relation to G.D.P.:
M_=0.7165 + 0.0642 Y 0.8279*%
2. Investment Goods Imports in Relation to
Total Fixed Investment
M, = —0.0623 + 0.31947 0.9240*
3a.  Imported Intermediate Goods for Manu-
facturing in Relation to Sector G.D.P.:
M, = —0.1354 + 1.0223 Y, 0.9961*
3b.  Imported Intermediate Goods for Manu-
facturing in Relation to Sector Output:

M,, = —0.1925 + 0.2897 X, 0.9965*
3¢, Manufacturing G.D.P. in Relation to

Manufacturing Output:

Y, = —0.0554 + 0.2832 X, 0.9996*

4a.  Imported Intermediate Goods for Non-

Manufacturing in Relation to Non-

Manufacturing G.D.P.:

M,,, = 0.9898 — 0.0358 Y, ~0.35601
4b.  Imported Intermediate Goods for Non-

Manufacturing in Relation to Non-

Manufacturing Output:

M, = 0.9534 — 0.0184 X, —0.2975¢
4¢. Non-Manufacturing G.D.P. in Relation to

Non-Manufacturing Output:

Y, =0.1053 + 0.6147 X, 0.9974%

Notes: *Significantat % level
FNot significant
. For data, please sec Appendix B.
. Indirect taxes on output are excluded from output value. G.D.P. is taken
at factor cost,
. Imports are the c.i.f. values.
. Regressions are estimated on the basis of data in thousand million ($).
We were not able to make any adjustments for price changes.
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(1970) G.D.P. values by sector, we note that a million dollar increase in
each sector's G.D.P. at 1965 prices during 1971 —75 is associated with
98 jobs in manufacturing and 158 jobs in non-manufacturing. Thus o,
= 0.098and o, = 0.158. Whereas e, is very close to the value derived
from the Plan data, o, is less. Since o, and o, have some relation to
capital intensity and ICOR, one may conjecture that the ICOR for
manufacturing may be somewhat higher than that assumed by the Plan
and the ICOR for ing may remain d. If we
assume then that 8, = 2.5 and 8, = 3.0, with the values for the other
parameters being the same as those of the second model (e = 0.04, 5, =
1.02, 8, = —0.02, and N = 0.4), and retaining the Plan investment and
balance of payments targets, we have

Model 3

Maximize 0.098 () + 0.158 (dY,)

Subjectto 2.5 (@Y) +3.0 (dY) <9329

and 1.06 (dY) +0.02 (@Y) < 802
‘This model gives an optimum level of employment increase equal to
467,000 jobs which implies that by 1975 the unemployment rate will be
about 9 per cent.” The optimal strategy calls for an investment of
$1,773 million in manufacturing and $7,556 million in non-
manufacturing, only marginally different from the Plan allocations of
$1,850 million and $7,479 million respectively. In this model, the
number of new jobs created at 467,000 is less than the Plan target of
495,000 because we have assumed, for manufacturing, values of ICOR
and o, higher and lower respectively than those implied in the Plan.
The actual outcomes will largely depend on the overall growth of
manufacturing, the type of new industries that will be established, the
labour intensity of the methods of production, and related factors.

30. The solutions are dY, = 709 and dY, = 2,519. The total new job creation
amounts (o 467,000 jobs, 69,000 in manufacturing and 398,000 in other sec-
tors. Employment in 1975 will be 3.407 million. Employment in the 15-64
age group works out to 3.366 million and in relation to the estimated labour
force of 3.690 million, the unemployment rate works out to 8.8 per cent. In all
our models, we have assumed that / remains at 9,329 and dR remains at 802
under all circumstances. This may not hold good, For instance, under an op-
timal strategy where the value added by non-manufacturing is more and that
by manufacturing is less than under the Plan strategy, these changes would, as
a matter of fact, imply changes in dR if not in /. Projecting these changes
would require preparing alternative export forecasts, a (ask that cannot be
undertaken within the constraints of data, time and space of our exercise, Yet
the two-sector models did show the need to account for consistency of the
various Plan assumptions, a task for which they were mainly built
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Some Aspects of Employment Strategy

The Second Plan’s targeted new job creation of 495,000 during
1971 =75 in West Malaysia is distributed sectorally as shown in Table
80.)" A quarter of the new jobs are to come from agriculture, over a
fifth from manufacturing, and nearly all the remaining new jobs are to
come from the service sector. The employment strategy is based on ex-
panded ic growth, land ! and policies to
labour-intensive industries.*

TABLE 80
PERCENTAGE SHARE IN NEW JOBS BY SECTOR, 1971 -75
Percentage Share in
Sector New Jobs
Agriculture, Forestry,
Hunting, and Fishing 253
Mining - 0.8*%
Manufacturing 21.8
Construction 6.1
Utilities 0.8
Commerce 16.0
Transport and Communications 24 46.9
All other Services 285
Total 100.0

Note: *Negative due 1o expected decline in employment, reflecting partly the closure
of iron ore mines (Second Malaysia Plan, p. 172).

31, Second Mataysia Plan, p. 109.

32 Second Malaysia Plan, ch. 7. These policies were also outlined in a paper
delivered by Prof. Just Faaland a1 the *“Great Economic Debates' of Nov.
1968 organized by the Economies Society of the University of Malaya. Pro-
fessor Faaland was then Adviser on Economic Planning to the Government of
Malaysia. (Just Faaland, *"The Promotion of Greater Economic Development
in Malavsia'’, Ekonomi, Supplement, 19681
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creation in the agri sector is very much depen-
dent on new land development. Of the 125,000 new jobs expected in
west Malaysia from the agricultural sector, 70 per cent or over 87,000
are expected from new land development. In West Malaysia the
development target during 1971 —75 is 750,000 acres of which
112,500 acres is the private sector target, 275,000 acres is the FLDA
arget and the remaining acreage is to be developed by other Public Sec-
tor agencies. According to the Second Plan document, fulfilment of the
land development target of the FLDA would lead to the settlement of
23,700 families. On this basis, it may be noted that the achievement of
‘the overall land development target may provide livelihood to over
60,000 families.” Since total employment created may be larger than the
number of families settled, achievement of the overall land development
target in effect may create employment for over 80,000 persons as en-
visaged in the Plan. The bulk of land development being the public sec-
tor target, there is no reason why the target cannot be achieved, given
the will to implement the targets. In fact, the public sector should be
prepared to undertake the development of more than its targeted share
of land if the private sector is found to lag behind in meeting its target.
In the field of manufacturing, the Plan strategy is one of encouraging
labour-intensive industries. Tariff protection, tax concessions, and other
incentives are o be geared towards attracting industries that are labour-
intensive, Elaborating on the employment target (108,000 jobs) for the
‘West Malaysmn manufactuung sector, the Plan document has the
“The of this target will require policies
to bnng about the adoption of techniques which use more labour and
the establishment of labour-intensive industries, such as textiles, elec-
tronics and ship-building.”™ There are two aspects of interest here:
firstly, the promotion of labour-intensive methods in existing manu-
facturing industries and, secondly, the promotion of new industries
which are labour-intensive. As for the first, whether or not rubber pro-
cessing, rice milling, or beverage manufacturing which are industries
already in operation can become more labour-intensive than what they
already are, is a difficult question to answer. Perhaps the scope for

33 Second Malaysia Plan, p. 133. FLDA targets (275,000 acres for 23,700
families) envisage an average of 11 acres per family. The (otal land develop-
ment target of 750,000 acres, at the average of 11 acres per family, can provide
livelihood for some 68,000 families. This is only a rough calculation.

34. Second Malaysia Plan, p. 155.
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changing the production methods in the existing industries is not very
great.”

With regard to the second aspect, namely, establishing new labour-
intensive industries, the feasibility of the strategy depends very much on
the available extent of choice among industries. It is not easy to foresee
what industries can be established and what will be their employment
contribution, However, some general observations can be made. New
industries that may be established will, to begin with, either produce for
the domestic market or for export. When the industries are primarily
import substituting, the choice of industries based on the degree of

35,

=

Broadly speaking, manufacturing activities stand in contrast to agricultural
activities in terms of the relatively low degree of availability of alternative pro-
duction methods, within each activity. Some consequences of this contrast to
the process of econamic development are enunciated in R.S. Eckaus, “The
Factor Proportions Problem in Undeveloped Areas”, American Economic Re-
view, Sept. 1955, A broad description of the nature of alternative methods in
groups of economic activities is given in ch. 20 (pp. 188 —95) of Jagdish Bhag-
wali, The Economics of Underdeveloped Countries (New York: MeGraw-Hill,
1966). One of Professor Bhagwati's observations is: “*It is really up to the
labour-abundant developing countries to direct their scientific research to turn-
ing out superior. labour-intensive techniques. Many of the scientific innova-
tions in the developed countries so far have been capital-using and aimed at
reducing labour requirements’ (p. 193). During the last decade or so, several
empirical studies provided estimales of elasticities of vapital-labour substitu-
tion in manufacturing activities. One of the first and most important contribu-
tions was K.J. Arrow, H.B. Chenery, B.S. Minhas, and R.M. Solow **Capital-
Labour Substitution and Economic Efficiency’, Review of Economics and
Statistics 43, 3 (1961): 225 —50. In that paper, the authors have proposed what
is now popularly known as the Constant Elasticity of Substitution (CES) pro-
duction function. Using the CES production function, assuming the prevalence
of constant returns Lo scale, as well as the existence of the conditions of perfect
competition in the product and factor markets, etc., it is possible Lo estimate
the elasticity of factor substitution for a given manufacturing activity by
simply estimating the regression slope of a log-linear relation between the ave-
rage output per worker (or man-hour) and the average wage. The method is so
simple that several studies have followed it 1o estimale elasticities using diffe-
rent sets of data. However, the rigid assumptions used and other limitations
cast doubt on the estimated clasticities vf substitution as pointed our by Mare
Nerlove in his **Recent Empirical Studies of the CES and Related Production
Functions™. in The Theory and Empirical Analysis of Production, ed- M.
Brown (New York: National Bureau of Economic Research, 1967), pp-
55— 122, (For West Malaysia, using the data by states for 60 manufacturing
industries, we have estimated the regression slope of the “log™ of “‘value
added per employee™ on the *log’ of “‘average wage". The slopes are statis-
tically significant for 21 industries. The results are not reproduced here as they
are of no special significance to our discussion. ).
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labour intensity of the industry may actually mean establishing in-
dustries which can take advantage of relatively cheap Malaysian labour
hence can sell their products at competitive prices. Encouraging
such industries is a sound proposition, except that they should not be
allowed to grow inefficiently under a tariff cover. In the case of in-
dustries that produce for the export market, incentives and encourage-
ment may be given to industries which are labour-intensive as well as to
those which take advantage of Malaysia's natural resources.

According to the Second Plan targets, the service sector accounts for
47 per cent of the new jobs (495,000) expected to be available in West
Malaysia during 1971 — 75. Of the expected 232,000 new jobs from the
services sector, commercial services account for 79,000, transport and
communications for 12,000, and other services (including government
services) for 141,000 jobs. These employment projections are largely
based on the premise that the growth of the agricultural and manu-
facturing activities will create a demand for the services sector output,
thus paving the way for the growth of output and employment in the
sector. For instance, the projection of 79,000 new jobs in the commerce
sector (which includes wholesale and retail trade, banking and other
financial services) is elaborated as follows: *“The growth of value added
originating in commerce over the 1971 —75 period will be in pace with
the overall growth of the economy. West Malaysian G.D.P. is projected
1o grow in current prices at an average annual rate of 6.9% and this is
expected to induce a growth rate of 5.3% in commercial activities....
Employment is projected to grow at 4.3% per year, providing 79,000
new jobs during the period.”* Projections such as these are well within
realizable limits. They can indeed be realized if the climate for economic
growth is maintained. In this context, it is relevant to discuss the objec-
tives and policies enunciated in the Second Malaysia Plan relating to the
correction of racial economic imbalances.

Goal of Economic Balance

The Second Malaysia Plan incorporates the New Economic Policy
withiits two long-term objectives of eradication of poverty and restruc-
turing of society. Restructuring society, that is, correcting the racial im-
balances in employment and ownership of wealth and reducing regional
economic imbalances, is indeed an objective whose implicit goal is
reducing interracial income disparity. These objectives are aimed at pro-

36. Second Malaysia Plan, p. 165.
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moting national unity." Promotion of national unity in turn requires

that no particular race or community feels a sense of frustration or

deprivation, since it may lead to interracial rivalry and incidents such as
the racial disturbances of May 1969 with all their ill effects on the
political and economic climate.

Indicators of racial income inequality are not lacking, even though
full-scale quantification of the problem of racial economic imbalance is
part of continuing study and research proposed under the Second
Malaysia Plan.* As for an overall indication, it can be said that the
average income of the Malay community which constitutes the
numerical majority of the population is less than that of the other two
principal ethnic groups, namely, the Chinese and Indians. Some ap-
proxi figures on hold income distribution in West Malaysia
show that about 49 per cent of the Malay households, 20 per cent of the
Chinese households, and 30 per cent of Indian households had monthly
incomes less than $150 in 1969.* Just another indicator is the disparity
between productivity levels in the sectors in which Malays are the prin-
cipal participants and the sectors in which non-Malays participate. Ac-

ing to one calculation the value added per worker in the Malay-

37. *'National unity 15 the over-riding objective of the country. A stage has been
reached in the nation's cconomic and social development where greater em-
phasis must be placed on social integration and more equitable distribution of
income and opportunities for national unity and progress. This direction
towards national unity is fundamental to the New Economic Policy." Second
Malaysia Plan, p. 1.

38, As explained in the Second Malaysia Plan, p. 36, the responsibility for such
studies rests with the Department of National Unity in the Prime Minister’s
Office.

19, Estimated Percentage of Households by Race and Income (mid —1969)

oo

48.8 6.8

18.1

Income Group

Source: The Straits Times Marketing Index, 1970 (Kuala Lumpur, 1970).
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dominated sectors amounted to $1,400 in 1967 in contrast 1o the
non — Malay-dominated sectors where the value added per worker was
$3,600 in the same year.* There are imbalances also in the educational
composition of the population. In 1967, a third of the employed Malay
population had no formal education, compared to I8 per cent and 25
per cent in the case of Chinese and Indians respectively.” Then, there
are also imbalances in the ownership and control of wealth.* Padi
farms are practically all owned by Malays, but many of these are
¢ d by Malay t t-f . Of the 4.2 million acres of land
under rubber in West Malaysia at the end of 1970, 37 per cent were
owned by Malays, 42 per cent by non-Malays, and 21 per cent by
foreigners. In the share capital of limited companies as of 1969, 62.1 per
cent was accounted for by foreigners or foreign interests, 22.8 per cent
by Chinese, 1.5 per cent by Malays, and 0.9 per cent by Indians.
According to the Second Plan document, the racial economic im-
balances ‘‘are a heritage of centuries of colonial policies and the result
of the pattern of economic development during the colonial era.”#

40. 0.D. Hoerr, “Education, Income and Equity in Malaysia" (Unpublished).
The Malay-dominated industries are rubber smallholdings, non-rubber agri-
culture, livestock and fishing, public administration, and defence. Note that
the figures relate to simple average value added per worker. They are of no use
10 judge income inequality but they roughly indicate disparities in productivity.

41. From the Socio-Economic Sample Survey of Households, 1967—1968, p. 88,
we have the following data on percentage distribution of employed persons by
educational attainment in West Malaysia:

Educational Percentage
Attainment Malays Chinese  Indians
No formal education 333 18.4 253
Primary education 57.3 58.7 54.8
Higher than primary 94 29 19.9
Total 1000 100.0 100.0

42, Second Malaysia Plan, ch. 3, has 4 detailed discussion of all the econamic im-

lances.
43. Second Malaysla Plan, p. 41.
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Even though this may be an oversimplification, the fact remains that at-
tempis to rectify racial economic imbalances of the type and on the scale
envisaged in the Second Plan have not been a significant part of
government policy in the past.* Thus in the absence of past experience,
on the basis of which one can assess the possible outcomes of the New
Economic Policy, it is appropriate to stress that the policies followed
should not condition the efforts to improve the rate of economic growth
and the efforts 1o bring about changes in economic structure.

The strategy for achieving economic balance, as enunciated in the
Plan, is based on modernization of the rural sector, provision of greater
educational opportunities to Malays and other indigenous peoples, pro-
vision of special financial assistance (0 Malay entrepreneurs, provision
of business premises and physical facilities in urban areas for the Malays
and other indigenous peoples, and so on. Each of these policies can be
discussed at length, but whether or not they contribute to expanded
economic growth as well as equitable distribution depends largely on
how the various policies will be implemented. The hope for the better-
ment in both directions lies in the ing government
“The strategy is founded on the philosophy of active participation, not
33 The growth of rubber and fin industries on the west coast states of West

Malaysia, the concentration of Chinese and Indians on the west coast, the
adherence of the Malays (o their traditional activity of padi farming, the
special forces behind their poverty and indcbtedness, and dozens of other fac-
Lors together account for the racial and regional income disparitics that we see
today. How the various forces have evalved and how they have influcnced dif-
ferept cthnic groups have been discussed in various chapters of Economic
Development of Modern Malaya, by Prof. Lim Chong Yah
In the rice sector where the Malays predominae, from the 19305 govern-
ment policy was aimed at achicving sell-sufficiency. ‘“How this policy will af-
fect the standard of living of the rice farmers has not been given enough em-
phasis.” Lim, Economic Development of Modern Malaya. p. 177. (Ch. 6 of
the book deals with the development of the rice sector, the obstacles to the pro-
gress of the sector, and government policies affecting the sector.) In the field of
education, from the early days of British rule, there developed 2 four-siream
educational system, divided along linguistic and ethnic lines, with differences
in syllabi and orientation. For more details, see Economic Development of
Modern Malaya, pp. 297—305. (Professor Lim's book contains an assessment
of all the important government policies during the colonial era in the dit-
ferent chapters dealing with the various sectors of the economy and the
chapters dealing with population, money and banking, taxation, and in-
frastructure.)
45, Second Malaysia Plan, p. 3. The New Economic Policy was the subject of a
round table discussion which formed part of a Seminar organized by the In-
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In pursuit of the goal of racial economic balance, two specific targets
have also been set in the Second Plan. These deserve special mention.
“The Government has set a target that within a period of twenty years,
Malays and other indigenous peoples will manage and own at least 30%
of the total commercial and industrial activities in all categories and
scales of operation. The Government has also stipulated that the
employment pattern at all levels and in all sectors, particularly the
Modern Rural and Modern Urban Sectors, must reflect the racial com-
position of the population.”™ With regard to the capital ownership
target, apart from providing business training, technical guidance on
projects suitable for development, etc., two direct measures are also
proposed.”’ Firstly, the Government intends to take up, through
gover P d and assisted institutions,* equity shares in joint
ventures with the private sector and these shares will eventually be
transferred to individual ownership of Malays and other indigenous
people. In this ion, it is that their Id savings
will be mobilized and invested through unit trusts and other investment
channels. To encourage shares bought by or allocated to them to remain
within the community, the Government will promote a stock exchange
based on the trading operations initiated by the unit trusts. The second
measure envisages direct investment by the Government in industrial
and commercial enterprises. These enterprises will be turned over to in-

stitute of Southeast Asian Studies, Singapore, in July 1971. The participants in
the discussion included Professors Lim Chong Yah and S.H. Alatas (of the
University of Singapore), Mr. J. Morgan (of the Far Eastern Economic
Review), and Dr. Mahathir bin Mohamad (a Malaysian politician). A varicty
of views were expressed by the speakers on the various policy issues. Most of
them recognized the need for achieving economic balance. They emphasized
also the need for political stability. For instance, on the objective of reducing
ethnic income disparity, Professor Lim, in his opening speech at the seminar,
observed: I do not think in Malaysia people differ on this objective. I think
they all like to see more ethnic balance. It is on the means (o effect the change
that they differ widely, in policy and in approach.” His concluding remark
was, “If the political solutions are there, if there is political stability, Malaysia
is likely to develop very well economically. The problem of how to share the ex-
panding cake, 100, can be handled with less difficulty. But if the cake is not
growing and if they concentrate their attention only on sharing the shrinking
cake, the time-bomb will just explode." — Trends in Malaysia (Singapore: In-
stitute of Southeast Asian Studies, July 1971), pp. 6and 9.

46, Second Malaysia Plan, pp. 41 — 42.

47. Ibid., pp. 158 — 62

48. Such as the State Economic Development Corporations.



TABLE 81
UNEMPLOYMENT RATES BY RACE AND SEX, WEST MALAYSIA, 1962,
1967

Unemployed as % of

Race and Sex Labour Force

1962 1967

All Races: Males 52 6.1
Females 8.1 8.2

Both Sexes 6.1 6.8

Malays: Males 5.6 58
Females 73 67

Both Sexes 6.2 6.1

Chinese: Males 4.7 5.6
Females 89 96

Both Sexes 6.0 6.9

Indians: Males 53 8.7
Females 8.1 10.5

Both Sexes 6.0 9.2

Source: Donald Snodgrass, **The Growth and Utilization of Labour Supply in West
Malaysia".
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idual Malay and other indj ip and as
as possnblc It is the intention of the Government to ensure that the
1l and impl ion of these will contribute to
overall growth of the economy. In addition to this declared inten-
, one also hopes that the processes of selection of the individuals for
the receipt of equity shares and for the ownership of enterprises will be
such as not to lead to feelings of *‘frustration and deprivation’* within
the Malay community itself.
The second specific objective relating to racial balance is the stipula-
tion that the racial composition of population should be reflected in the
racial composition of employment by sector.
In our earlier discussion, we have noted that under certain conditions,
unemployment in West Malaysia may increase from the 1970 level of 8
per cent of the labour force to 9 per cent or more in 1975. Since employ-
ment creation of an adequate magnitude is closely related to the long-
term objective of eradication of poverty and the goal of racial economic
balance, it is useful to consider the incidence of unemployment by ethnic
group and the consequences, if any, of the government policies on
future levels of unemployment.
In the absence of more up-to-date data,” unemployment rates by race
for 1962 and 1967 only are given in Table 81. The data show that the
unemployment rates have increased during 1962 — 67 mainly in the case
of Chinese and Indians. In 1967, the unemployment rate for males and
females taken together appears 10 be somewhat higher in the case of
Chinese and Indians than for the Malays. In the case of Chinese and In-
dian females, one out of every ten in the labour force appears to be
unemployed. In the case of males, the rate of unemployment in 1967 is
marginally higher for the Malays than for the Chinese. But, while
unemployment is a problem with regard to all the races, the problem of
underemployment is relatively more serious in the case of Malays. Of
the employed Malay males in 1967, 14 per cent worked less than 25
hours per week. In contrast, the percentage was only 4 for Chinese
males and 2 for Indian males. Similarly, of the employed Malay
females, 26 per cent were underemployed (worked less than 25 hours).
In contrast, the percentages were 9 and 3 respectively for Chinese and
Indian females.* Und prevails mostly in i agri-
49. Al the time of writing, tabulations on labour force and employment based on
1970 census data were not available,

50. Data on underemployment used here are from Malaysia, Department of
Statistics, Socio-Economic Sample Survey of Households, Malaysia,
1967~ 1968, pp. 76~ 77 (Tables).
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culture (rice ivation) and in the ion sector
which are activities in which the Malays predominate.

The employment distribution by race and sector is given in Table 82.
In view of the declared policy of restructuring the employment shares in
line with racial composition of population, it is worthwhile

i ing the populati it cording to the 1970 Cen-
sus, 53.2 per cent of the West Malaysian population were Malays, 35.4
per cent were Chinese, 10.6 per cent were Indians, and 0.8 per cent were
“others”. The racial shares of total employment in 1967 (49 per cent
Malays, 38 per cent Chinese, 12 per cent Indians, and 1 per cent others)
are not significantly different from the population composition. During
1947 — 67, the Malay share in employment increased from 45 per cent to
49 per cent, the Chinese share fluctuated around 37 per cent, and the In-
dian share declined from 16 to 12 per cent. But, as the data in Table 82
show, there are considerable differences in the trends and levels of the
racial shares in employment by sectors. With reference to the future
policy of sectoral employment restructuring, it is of interest to make
some rough calculations and examine their implications.

If the Government of Malaysia takes the measure of allocating all
new jobs according to racial cc ition of ion, in itati
terms, it will succeed in achieving sectoral restructuring of employment,
because the labour force will be replaced fully by a new generation in the
next 30 to 40 years. But we cannot lose sight of the problems that may
crop up in the intervening years. A simple quantitative projection is
given in Table 83 under two alternative strategies. The first strategy is to
allocate all new jobs created during 1971 —75 according to racial com-
position of the population. The second strategy is (1) to maintain in
1975 also the present racial shares of employment in agriculture and
“services other than commerce and transport and communications”,"!
and (2) to allocate new jobs in the remaining sectors in accordance with
the racial composition of population. The second strategy is more in ac-
cordance with some of the current practices in West Malaysia such as
appraising from time to time the racial composition of employment in
manufacturing establishments, reserving certain types of construction
proj'ecls to Malay contractors, and influencing the establishment and
employment of firms in commerce, transport, and allied sectors. Under

S1. This is how it may actually turn out. On the one hand, the non-Malays may be
reluctant to move into the agricultural sector. On the other, the Government
may be reluctant to reduce the Malay share in government services where about
two-lhirds of the employed persons are Malays.
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strategies, the differences in the projected crude rates of unemploy-
t by race for 1975 broadly indicate the type of ‘problems that may
in the intervening years. For instance the projections show that in
'975 it may turn out that the rate of unemployment for the Malays may
higher than the rates for other races. If such an outcome were to
‘enhance the frustrations of the Malays, the Government might be
forced to adopt, after 1975, policies which are much more radical than
‘what they are at present. Alternatively, if the actual outcome were to be
 different from what is projected, and if it turns out that the Chinese are
relatively more unemployed than the Malays by 1973, the outcome may
serve to enhance the fears among the minority races about their future.

There is a greal deal of difference between frustrations brought about

and fr ions that appear to have been
brought about by delxberale government aulon The lauer may pave the
way for political i ility and in per

Malaysia is not a closed economy, its fortunes fluctuate from year to
year, changes in economic structure have just started to take shape, and
historically the ethnic groups have carved out non-competing but com-
plementary sectors of economic activity. When these factors are taken
into account, it is difficult to make a strong case in favour of specific
quantitative promises to be fulfilled at a date some two decades away.

The Government of Malaysm has been instrumental in the postwar
acl of prod d productivity growth, The new dimen-
sions added to |ls planning effort are the long-term objectives of
eradication of poverty and reducing interracial income inequality. Ap-
propriate policies and programmes to achieve the goals will have to be
those that foster and not destroy the following minimum political
requirements for economic growth.*

““1. Stability. First, clearly some minimum political stability is
necessary if the members of the economic society are to plan ahead and
be assured of a relatively stable relation between their contribution to
economic activity and their rewards. One could hardly expect much
economic growth under conditions of political turmoil, riots, and un-
predictable changes in regimes.

““2. Flexibility. Second, since a country’s sovereign government must
resolve the conflicts of interest that inevitably arise in the course of

52. Simon Kuznets, Modern Economic Growth: Rate, Structure and Spread, p.
451,
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economic change and growth, it must be able to recognize these con-
flicts in good time and minimize their constraining effects on further
economic growth.

““3. Representativeness. Finally, since these conflicts are among
various groups in society, and these groups must have some means of
expression so that their interests can be considered by the government
when it broad decisions are made, some minimum representativeness is



7, Summary of Conclusions

The basic objective of the study was an analysis and assessment of the
jpostwar development pattern and policy of the Malaysian economy.
ough not an essential part of the basic objective, a few policy-oriented
‘suggestions were included in various parts of the study. The principal
conclusions and suggestions are summarized in this chapter.

Postwar Economic Growth

Considering Malaysia (East and West) as a whole, the average annual
growth rate of G.N.P. at constant prices was 6.3 per cent during
1960 — 65 and 5.6 per cent during 1965 —70, thus giving an average rate
of growth of 6 per cent for G.N.P and 3 per cent for G.N.P. per capita
for the eleven-year period. The growth rates stand favourably in relation
to the growth performance of other nations in the period of the U.N.
First Development Decade. However, there were wide fluctuations in
the annual growth rates of G.N.P. at current prices attributable to fluc-
tuations in the growth rates of export earnings. Malaysia continued to
depend on a few primary export commodities and there was no clear
evidence of any remarkable reduction in the extent of export orienta-
tion, Public consumption expenditure in parficular and public expen-
diture in general increased significantly during the period, contributing
in part to a mild inflationary pressure.

For West Malaysia, we were able to compile consistent and fairly
comparable national accounts data for a quarter century. During the
period 1947 —71, West i judged by the
in G.D.P. at current prices, was subjected to three booms — the
first in 1950 — 51, the second in 1955, and the third in 1960. These were
the only three occasions when the terms of trade were favourable to
West Malaysia.

Growth of G.D.P. at 1959 prices was high in the reconstruction phase
of 1947 — 50, indicating the quick recovery from the after-effects of ihﬂ
Japanese Occupation. G.D.P. stagnated during 1950 —53. The period

225
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1953 — 58 was characterized by slow growth and the period 1953 -7
witnessed an average annua] growth rate of 6.4 per cent. During the
period, and 1 increased both ab-
solutely and relative to G.D.P. Even though a high tempo of exports
wassthe Chlef factor in bringing about rapid growth in G.D.P., govern-
ment and i acted as ilizing influences on ag-
gregate demand and output.

The index of commodity concentration of exports was at a high level
throughout 1947 —71, reflecting the singular importance of rubber and
tin in the economy. Export diversification started only recently with the
emergence of exports from a few manufacturing industries — notably
food processing, textiles, wood and cork, rubber products, and metal
products.

An analysis of economic growth of the 1958 —71 period on the basis
of an approximate aggregate production function revealed that about 70
per cent of the average rate of growth of 6.4 per cent in G.D.P. at 1959
factor cost was attributable to the growth of capital stock. About 17 per
cent of the rate of growth was attributable to the rate of growth of
labour input and the remaining 13 per cent to other factors.

In an economy with a large proportion of output for export, trends in
G.D.P. or G.N.P. at constant prices (which is a real output measure)
may differ from trends in G.N.L. (gross national income) at constant
prices (which is a real income measure). G.N.I. is obtained as G.N.P.
adjusted for the effects of changes in terms of trade. The 1947 - 71 data
on per capita G.N.I. for West Malaysm showed several cycles with
peaks in 1951, 1955 — 56, 1965, and 1970 and troughs in 1953, 1958, and
1968. The significant empirical facts are that West Malaysia has not
been free from the effects of exogenous factors bringing about fluctua-
tions in living standards and a rapid growth in output can partially off-
set the magnitude of such fluctuations.

of Output and Empl
The East M: duction structure is less diversified than that
of West Malaysia. In 1971, in East Malaysia, nearly half the G.D.P.
came from the primary sector in contrast to a third in the case of West
Malaysia. Manufacturing activity is almost insignificant in East
Malaysia. The small size of the East Malaysian market is an important
obslacle lo a hj,gher degree of diversification. On the basis of the broad
of ic activities into primary, secon-
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and tertiary, there was little change in the East Malaysian
ic structure during 1961 —71. Considerable changes took place
regard to production and productivity within the primary sector.
During the postwar period, in West Malaysia, there was a modest
ine in the percentage contribution to G.D.P. from the primary sec-
. The secondary sector’s percentage contribution increased more
iceably. On the basis of an econometric analysis of the West Malay-
production structure, three main points were made. Firstly, for the
xplanation of changing sectoral shares of G.D.P., the choice of an in-
ndent variable (product measure or income measure) may be a pro-
in the context of a primary export-oriented economy. Secondly,
the West Malaysian primary sector share elasticity was slightly lower (in
_absolute terms). and the secondary sector elasticity much higher than
those obtained by Chenery and Taylor on the basis of an international
sample of several small primary export-oriented countries. Thirdly, in
~ the case of these countries, judging from the West Malaysian ex-
perience, econometric results based on sectoral shares at current prices
may differ significantly from those based on shares at constant prices.

International variation in labour’s share in national income was ex-
plained largely by differences in production structure, inter-sectoral
variation in the labour’s share, and other factors. There appears to be a
modest upward trend in the West Malaysian labour's share in the post-
1960 period. Much of this upward trend, however, could have been the
result of a decline in the export price index.

The rate of labour absorption in the postwar period decreased in the
agricultural sector and increased in the manufacturing and services sec-
tors. I | productivity differentials appeared to have narrowed
during the rapid growth phase of the postwar period. The evidence,
however, was subject to several data limitations.

Inter-Sectoral Relationship and Structural Change

Basic data on inter-industry transactions were compiled for the eight
years 1960 through 1967. To demonstrate the significance of input-
output analysis for the of ic structure, ical
input coefficient matrices of an extreme entrepot economy, an extreme
open dualistic economy, and a general developing economy were con-
sidered and compared. Further, it was suggested that the study of
economic structure on the basis of sectoral G.D.P. composition should
be supplemented by input-output analysis.

Brief details of compilation of the basic 1960 - 67 transactions tables
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for West Malaysia were given. On the basis of a projection test, it was
shown that condensed tables based on nine aggregative sectors could be
conveniently used for structural analysis.

Dividing the West Malaysian economy into two sectors: primary and
non-primary, the following observations were made on structural
change during the period under consideration.

1. Proportion of output used for intermediate use was on the in-
crease.

2. The primary sector’s purchases from the non-primary sector ex-
pressed as ratios per unit of primary output were on the increase.

3. The non-primary sector's pufchases (per unit of non-primary out-
put) from the primary sector were on the decline.

4. Some of these trends were affected by changes in relative prices
during the period. For example, the purchases from primary sector by
the non-primary sector were riot on the decline when data at constant
prices were considered.

5. The trends observed in inter-sectoral relations were generally con-
sistent with a developing and primary export-oriented economy.

On the basis of the nine-sector input coefficient matrices and the ap-
propriate Leontief inverses, the following observations were made.

1. West Malaysia devoted about 32 per cent of total supply (domestic
production plus imports) for intermediate use in 1967 compared to 27
per cent in 1960. On the basis of West Malaysian data for 1960 —67 as
well as data on S other countries, it was shown that the percentage of
output for intermediate use increases as the percentage of exports to
total supply falls.

2. Primary and tertiary sectors increased their purchasa from within
the n . The two ing sectors
goods and producer goods increased their purchases from the rest of the
world. It was noted that these two sectors were facilitating import
substitution in the consumer goods and producer goods spheres.

3. On the basis of the impact of a unit of final demand on total out-
put and total G.D.P., the prominence of the primary and tertiary sec-
tors was observed. It was argued that natural resource endowments
would require the rapid growth of the primary sector and industries
closely linked to these sectors. Eventually secondary sector may take
over the role of exporter and growth leader.

and Import
Industrial activity in West Malaysia in the prewar and early postwar
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pgriod, and in East Malaysia to date, was limited 1o the processing of
primary products, small-scale food industries, repair shops, and han-
dicrafts. In the post-1957 period, West Malaysian industry progressed
both in terms of a broadened industrial base and in terms of growth of
employment and output.

West Malaysian industrial activity is very heavily concentrated in the
states of Selangor, Johore, Perak, and Penang. The four states account
for 83 per cent of total manufacturing employment and the same
percentage of total manufacturing value added. As for towns, Kuala
Lumpur and Petaling Jaya alone accounted for 41 per cent of value
added.

The pioneer industry policy, under which tax concessions and other
incentives are provided, was successful in encouraging diversified in-
dustrial growth. The number of pioneer establishments increased from
18 in 1959 to 246 in 1971. pl in pioneer it in-
creased from 1,296 in 1959 to 43,096 in 1971, and gross sales from $10.7
million to $1,364 million. In 1960, the contribution of pioneer firms to
total manufacturing value added was less than 10 per cent. The con~
tribution in 1968 was nearly a third. In some specific industries like tex-
tiles, petroleum products, basic metals, and electrical machinery and ap-
pliances, the pioneer firms contributed three-quarters or more of value
added, thus indicating that probably these industries would not have
been established but for the pioneer industry policy.

There were a number of small-scale industries within the food,
beverages, and tobacco groups that showed considerable reduction in
the number of establishments. In general, these industries were more
geographically dispersed, were not the recipients of any incentives, and
depended mostly on the domestic market. In other industrial groups
such as furniture and fixtures and wood products, there were several
small-scale enterprises that were lagging behind. From an industry-by-
industry study of changes during 1963 —68 it was apparent that in-
dustrial growth was mainly due to addition of pioneer establishments.

Percentage rates of nominal protection, effective protection, and bias
against exporting were computed for 29 industries for the year 1969. On
the basis of the computed magnitudes, various categories of i
were identified. Category I industries are those with no bias against Cf’
porting and whose product prices are lower than world market prices in
spite of protective duties. Dairy products, pineapple canning, sago and
tapioca products, biscuit factories, etc., fall in this category. Category n
industries are those with no bias against exporting and whose products.
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are not protected but which purchase higher-priced inputs from pro-
tected industries. This category includes iron foundries and tin can and
metal box manufacturers. Caregory Il industries such as textiles and
fertilizers have positive bias against exporting, even though they pur-
chase duty-free inputs. The textile industry has a positive bias against ex-
porting, but the bias as well as the rate of effective protection is very
low. Category IV industries have a positive bias against exporting, and
they purchase duty-inclusive inputs. Tobacco products industry is in this
category. Industries depending on imported inputs and industries pur-
chasing high-priced domestic inputs are the ones that generally face pro-
blems in exporting.

Several policy-oriented suggestions were made in the chapter on in-
dustrialization. Some of the specific recommendations include (1)
greater cooperation and coordination between Malaysia and Singapore
in matters relating to future industrialization based on tax concessions
to multi-national firms; (2) an enquiry into the lagging small-scale in-
dustries; (3) an assessment of the growth record of pioneer firms during
and after pioneer status; (4) an in-depth study of the economic prospects
of cement factories, primary iron and steel plants, and other input pro-
ducers; and (5) a proposal to link export incentives not only to export in-
crease but also to the maintenance of a certain volume of export.

Review of Economic Planning

The Six Year Draft Development Plan, 1950— 1955 for West
Malaysia as well as its amended and revised versions were aimed at
postwar reconstruction and were, by necessity and by design, compila-
tions of capital projects of various government departments.

West Malaysia’s First Five Year Plan, 1956 — 1960 gave first priority
to agriculture and rural development, but in terms of actual public
development expenditure first priority went to infrastructure, Govern-
ment expenditure was 15 per cent less than the target with significant
shortfalls in achievement against targets with regard to land develop-
ment, drainage and irrigation, and rubber planting. A positive achieve-
ment of the Plan was the inauguration of West Malaysia’s first in-
dustrial estate at Petaling Jaya.

The Second Five Year Plan, 1961 —1965 achieved a fair amount of
success with regard to economic growth and employment creation. Ac-
tual development expenditure was about the same as targeted. The land
development target was not achieved. A full-scale appraisal of targets
and achievement was not facilitated due to lack of consistency in the
way in which targets were set and progress was reported.
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Sabah and Sarawak also had, to begin with, plans for postwar
\economic reconstruction and, later, plans for economic development.

plans were revised so often that an evaluation could not be at-
pted. The general emphasis of publ.u: was
on infrastructure, ion, and

~ An appraisal of the targets and achievements of the First Malaysia
Plan, 1966 — 1970 showed that the rate of economic growth during the
period was much higher than expected. The main reason for this was the
more than expected increase in export earnings. There were several areas
‘where the Plan did not do well. These included (1) shortfall in private in-
vestment; (2) increase in the rate of unemployment as against the target
of a decline; (3) shortfall in the family-planning new acceptars by 32 per
cent of the target; and (4) shortfall in land development by 27 per cent
of target.

The Second Malaysia Plan, 1971 — 1975 contained policies aimed at
eradicating poverty and restructuring the society. Quantitative targets
closely related to these two objectives were identified. A partial evalua-
tion of economic performance for 1971 and 1972 showed that the Plan
would probably be facing difficulties with regard to economic growth,
investment funds, and employment creation. However, since 1973 was a
year of prosperity for Malaysia, some of the problems faced in 1971 and
1972 may be overcome in the rest of the Plan period.

and ion of the ive elements of the First
am:l Second Malaysia Plans showed that the First Plan had a perspective
frame in the nature of quantitative economic forecasts up to 1985, but
these were not related to measurable long-term objectives. The Second
Plan had two long-term objectives but did not go far enough in develop-
ing a perspective frame.

The overall development strategy in postwar economic planning in
Malaysia was based on the private sector playing the leading role in pro-
duction and the public sector creating the necessary economic environ-
ment. Public investment thus was mostly on infrastructure and human
resources development. In addition, the public sector played an active
role in land development, drainage and irrigation, and rubber replant-
ing. The existence of a vast reserve of underdeveloped land, the lack of
resources in the private agricultural sector to plan and implement large
lrngauon schemes, and the need to maintain export earnings through

ductivity in rubber, ively justify the g ’s
active role in land development, irrigation schemes, and mhber replant-
ing. With regard to the vast acreage that can be developed for cultiva-
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tion, the basic source of economic growth in the next fifteen or twenty
years will continue to be primary exports. The strategy of development
adopted in the past will also have to continue. The plans contained
various forecasts and targets. It is suggested that the methodology and
the assumptions behind them may be made explicit. It is also suggested
that the private sector targets can be spelt out in more detail to the extent
possible.

The two most important agencies responsible for plan formulation
and implementation are the National Economic Council and the Na-
tional Development Planning Committee — the first a ministerial body,
and the second a committee of senior government officials, Within the

k of the ““core”” organization for planning, provision may be
made for an advisory/evaluation panel made up of intellectuals and
other leading men and women. A broad function of such a panel will be
the i ion of a plan as well as the evalua-
tion of progress.

A final suggestion is in the area of research. It is suggested that the
government sponsor and activate plan-oriented research in the in-
stitutions of higher learning.

Employment Problem and Related Issues

Unemployment for Malaysia as a whole was 7.3 per cent of the
labour force in 1970. The incidence however was much more in West
Malaysia with an unemployment rate of 8 per cent than in East
Malaysia with an unemployment rate of 4 per cent.

An appraisal of the consistency of the overall targets of the Second
Malaysia Plan on G.D.P,, and i was under-
taken using the overall incremental capital-output ratio (implicit in the
Plan) and an estimated overall employment elasticity of output. The
macro-level targets are mutually consistent. The targets appeared to be

i within the of an produc-
tion function too. A further attempt was made to check for consistency
in Plan targets within the framework of a simple two-sector program-
ming model. A certain esti level of i anda
estimated increase in receipts from the rest of the world are the principal
constraints under which the optimal sectoral G.D.P. increments have to
be determined given the sectoral incremental capital-output ratios and
the various import demand propensities. The import demand propen-
sities with regard to consumer goods, investment goods, and inter-
mediate goods were derived using the 1960 — 67 data from inter-industry
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transactions tables. Three alternative models were formulated and tried,
it was shown that the Second Plan investment, G.D.P., and
employment targets for the two broad sectors of manufacturing and
‘pon-manufacturing appeared to be broadly consistent with the balance
of payments constraint. (The models can be improved and expanded to
cover more sectors than two, and can accommodate more relevant con-
straints subject to data availability.)

The cmploymem strategy of lhe Second Malaysia Plan is based on
land d tensive industries and ex-
panded economic growth necessary to create employment opportunities
in the services sector. Of the 495,000 new jobs to be created during the
Plan period in West Malaysia, a quarter of them are to come from agri-
cultural and allied activities, a fifth from manufacturing, and the
balance mostly from the services sector. It was emphasized that the
maintenance of the appropriate economic and political climate was im-
portant for the achi of the ! and growth objecti
In this context, the goal of racial economic balance which was very
much highlighted in the Second Plan was discussed in detail. With
regard to the policy of allocating new jobs according to racial composi-
tion of the population, a rough projection of employment and
unemployment was made for 1975 to bring home the point that
unemployment rates have the prospect of differing widely among the
different races. At the present economic stage in Malaysia, it may be
better to avoid specific quantitative promises to be fulfilled some two
decades away. While it is necessary to correct racial economic im-
balances, policies and programmes should be such as not to contravene
the mini political requi; of ic growth.




Appendix A

SECTORAL EMPLOYMENT DATA, 1947 - 1970
The sources of data for the study of sectoral employment trends for
West Malaysia for the postwar period are: (1) the 1947 Census, (2) the
1957 Census, (3) the 1962 sample survy, and (4) the 1967 sample
survey.! It may be noted that absolute comparability of concepts and
definitions in these sources is hard to obtain. A short tabular presenta-
tion of the di in concepts and itions is given in Table Al.
izing the i bility of the empl data from the
aforementioned sources, Dr. Donald Snodgrass has assembled a
relatively more consistent set of sectoral employment data for each of
the four time points (1947, 1957, 1962, and 1967).* In adjusting the
data, Snodgrass depended on supporting evidence from sources such as
the Census of Mining Industries, Censuses and Surveys of Manufactur-
ing, and Annual Reports of the Ministry of Labour.* In Table A2 we
compare the total employment figures given in the primary sources with
the adjusted totals of Snodgrass. It is clear that the maximum adjust-
ment has been made to the data for 1967. This is because the adjust-
ments refer not only to covering the appropriate groups but also to

1. M.V.Del Tufo, Malaya, A Report on the 1947 Census of Population (London,
1949); H.Fell, 1957 Population Census of the Federation of Malaya, vol. 14
(Kuala Lumpur, 1960); Department of Statistics, Report on Employment,
Unemployment and Underemployment, 1962 (Kuala Lumpur, 1963); N.S.
Choudhry, Socio-Economic Sample Survey of Households — Malaysia,
1967—68: Employment and Unemployment, West Malaysia (Kuala Lumpur:
Department of Statistics, 1970).

2. Donald R. Snodgrass, ‘“The Growth and Utilization of Labour Supply in West
Malaysia” (Kuala Lumpur, 1972).

3. The methodological bases of the adjustments were explained by Snodgrass in
an Appendix prepared by him and available separately. Adjustments 1o sec-
toral employment data for 1962 and 1967 were preceded by adjustments to
population count, labour force by race, etc.
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TABLE A2
COMPARISONS OF TOTAL EMPLOYMENT FIGURES FROM CENSUSES/
SURVEYS AND THE SNODGRASS ESTIMATES

Census/ Percentage
Survey  Snodgrass Excess of
Year Figure  Estimates Snodgrass
(in thousands) Estimates
1947 1,904 1,904 Nil
1957 2,126 2,149 L1
1962 2,306 2,394 38
1967 2,365 2,721 15.3
TABLE A3
EMPLOYMENT BY INDUSTRY, WEST MALAYSIA, 1947, 1957, 1962, 1967
Year 1947 1957 1962 1967
Industry (in thousands)
Rubber Planting 505 59 688 696
Oil Palm Planting 11 13 16 36
Coconut Planting 40 37 34 31
Rice 471 398 373 370
Other Agriculture and Livestock 136 98 134 162
Forestry and Logging 13 19 2 31
Fishing 60 61 58 68
Tin Mining 43 51 42 58
Other Mining 5 9 14 n
Manufacturing 134 160 185 232
Construction 39 68 83 95
Utilities 5 12 14 17
Commerce 173 195 253 312
Transport 56 70 81 95
Storage and Communications 70 8 9 13
Other Services 197 354 388 500
Total 1,904* 2,149 2,394 2,727
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TABLE A4

EMPLOYMENT BY SECTOR, WEST MALAYSIA, 194770

TS Year | 1947 1957 1962 1965 1967 1970

Sector (in

Agriculture 1,236 1,222 1,325 1,350 1,394 1,454

Mining 48 60 56 66 69 64

Manufactur-

ing 134 160 185 217 232 270

Construction 39 68 83 90 95 103

Services 441 639 745 867 937 1,049
Total 1,898 2,149 2,394 2,590 2,727 2,940

Note: *Excluding 6,000 with unspecified sector of employment

Sources:

. Snodgrass' estimates in Table A3.
. Second Malaysia Plan, 1971 - 1975, p. 98.

covering the institutional population that has been left out by the 1967
survey. While adjustments could be made with regard to age range,
population coverage, and industrial classification (items 3, 4, and 5 in
Table Al), adjustments were not attempted, for obvious reasons, with
regard to employment concept and reference period (items 1 and 2 in
Table Al). Thus the data for various years in Table A3 quoted from
Snodgrass’ paper are comparable in a broad sense only.* The data in
this table which are for 1947, 1957, 1962, and 1967 can be extended by
broader sectors of activity so that we can add the 1965 and 1970 data
from the Second Malaysia Plan report. Employment data by sectors for
the six years are given in Table A4.

4. Achieving perfect comparability is next to impossible. One of the major pro-
blems here arises from holders of multiple occupations. To quote Bauer and
Yamey, “In the Federation of Malaya it is not unusual to find a Chinese rub-
ber small holder and his family cultivating a holding of 20 acres and having in-
terests in several other activities such as transport, a tailor’s business, a rubber
dealer’s business and a garage”', P.T, Bauer and B.S. Yamey, The Economics
of Underdeveloped Countries (Cambridge, 1957), p. 107. Even though the cen-
suses and surveys resort (o finding that particular occupation or industry which
a respondent considers as his principal source of livelihood, the problem
pointed out by Bauer and Yamey would pose many a difficulty in obtaining ac-
curate data.



Appendix B

INTER-INDUSTRY TRANSACTIONS TABLES 1960 — 1967
Explanation of Symbols
Row Titles:
P1, P2, S1, 82, 3, T1, T2, and T3 are the
Primary 1,Primary2, Secondary 1, Secondary 2,

Secondary 3, Tertiary 1, Tertiary 2 and Tertiary 3 sectors
dcscnbed in the text (p. 67).

= the residual or unspecified sector.
M = imports.
V= value added at factor cost.
T’ = indirect taxes less subsidies.
L = total.
Column Titles:

P1, P2, ... R as explained.
D = final demand.
= total.
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EFFECTIVE PROTECTION RATES
FOR WEST MALAYSIAN MANUFACTURERS

Concept of Effective Protection

n import duty on a product enhances the price of the foreign pro-
to domestic consumers. For a long time, such price-enhancing
served as protection walls for domestic industries. However, in
trast to the protection of a commodity or the industry producing
commodity, we may distinguish what may be called the “protection
production process of the industry”. Since a production process
gims at transforming inputs to outputs, protection of a process ought to
take into account not only the duties on output but also duties on input.
concept of effective protection precisely does that. Here we con-
r the rate of protection accorded to the domestic ‘“‘value added”’.
v is of signifi because are likely to be attracted
into industries which enjoy relatively high rates of effective protection.
Effective Protection Rates

~ For a given jndustry the value added by manufacture is obtained as
the excess of value of output over the value of material input. The value
added can be observed at domestic prices of output and input and the
world market prices of output and input. If the industry’s final output is
protected, under free trade the price of domestic production will ap-
proximate to the world price plus the duty thereon. If the domestic and
world prices of inputs are the same, then the value added will be higher
in domestic prices than in world prices when both are measured in terms
of a common currency. The percentage excess of value added at
domestic prices over the value added at world prices is defined as the ef-
fective protection rate.' Some of the standard formulae used to compute

1. “Implicit tariff" is a term used by H.G. Johnson — *“Tariffs and Economic
Development: Some Theoretical Issues”, Journal of Development Studies 1, |
(1964). ““Effective Tariff" s the term popularized by Bela Balassa and Max
Corden in several of their contributions. Today there are several theoretical

27



thﬁ effective protection rates can be derived, from first
follows.
Let value added in world prices = §, — M,
where S, = Value of output of industry

M, = Value of input to industry / from industry j,
Then value added at domestic prices is

SA+1-M +1)
where £, and #,are the rates of duty on output and input respectively,
Excess value added (if any) due to protection is
St - My,

Effective Protection Rate is

E-St=-Mj

‘TS =M,
d i
Dividing Numerator and Denominator of R.H.S. bys,
4= (M, 1/S)
E =
T T-MJ5)
Denoting the world-price input coefficient by a, ,
4 —a,n
E="r=g,-
which is CORDEN's Formula.
Again, from first principles,
E-St—M,

=SLoMy

—
— ~ and empirical studies employing these concepts. Some of the references
are noted below:

B, Balassa, ‘‘Effective Protettion in Developing Countries”, in Trade,
Balance of Payments and Growth. Papers in International Economics in
Honor of Charles P. Kindleberger, ed. J.N. Bhagwati, R.W. Jonee. RA.
Mundell, and J. Vanck (Amsterdam: North-Halland, 1971); idem, *“The
Effective Rate of Protection” in “‘The Kennedy Round Estimated Effects on

factures from Less Developed Areas”, Economica 34,136 (1967); idem, *'Tar-
i i i An Evaluation", Journa of Political
Economy 73,5 (1965); idem, ‘‘Trade Policies in Developing Countries™,
American Economic Review Papers and Proceedings 61, 2 (1971); G. Basevi,

strial Labor”, Review of Economics
The Use of Effective Tariffs'"*, Jour-
nal of Political Economy 79, | (1971); W.M. Corden, “The Structure of a Tar-
iff System and the Effective Protective Rate”", Journal of Political Economy
74, 3 (1966).
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added in domestic prices be denoted by V;'.

V' =S0+1)-M0A+1).

sgously, S,' =§,/(1 + 1) andM," = M, (1 +1).
|

L A
1+ !

[0+ 1) = M, (1 + )] =[S, — M,]

S — M)
—(§/~M)
5-M,

V!
S! ‘IMN ~4
T (—
[S7700+ o] =M, /(1 + )]
is BASEVI's formula.
The of effective p ion rates involves a series of

s ptions. Without giving a full catalogue,* we may mention that the
hsumplions include fixed input-output coefficients, the applicability of
“world” coefficients to the domestic economy, constant returns to
scale, the exclusion of the effects of capacity utilization levels on value
added, and so on. Most of the limitations of the measured rates stem
from the invalidity of the assumptions in particular contexts. Recently, a
‘much more significant limitation has been unearthed. This relates (o the
efficacy of the effective protection rates in indicating resource alloca-
tional pulls:

..while in a model with only two commodities we could rank the
two commodities by their effective tariffs, and infer that resources
would then move towards producing the commodity with the
higher tariff, this is not true in a multi-commodity model, for
commodities in the middle of the chain (excluding the two at each
extreme).!

2. Afull discussion of the assumptions and some of the “allowances" made in a¢-
tual computations are given in Bela Balassa and Associates, The Structure of
Protection in Developing Countries (Baltimore: Johns Hopkins Press, 1971):

3. Jagdish N. Bhagwati and Padma Desai, India: Planning for Industrialization,
Industrialization and Trade Policies Since 1951 (London: Oxford University
Press for O.E.C.D. Development Centre, Paris, 1970), pp. 336-37-



w- @- 194 S1ONAaoyd ¥384ny ‘€1

¥ Lg 0z SR PUB SSED) 'SIXOF UIPOOM “T|
(488 (48 174 PIeOg] 2P1eg pue poomAld 11
SIONAO¥d AOOM
o1 9 61 SATLXEL ‘01
VAN w 181 SIONAO¥d 0ODVEOL 6
= sg- b $98IAADG PRIBUOGIED PUE SYULICT 1O '8
SAOVHAATE
0 1 0 §paad reumry L
0 o1~ 6 SILIOPEL NS ‘9
0zz £ (] «STIIAl 203 981e] ¢
or— 66— €1 s1npoid eooide] pue ogeg 'y
= - #I1 Buruue) sjddesurg g
79- 69— sz QI pasuapuo) Afurews) snpoid Areiqt g
61 9 St BuunIvEINUEBIY Ure213-20] °|
ONRINIDVANNVIN AOOd
Sunuodxg  uonavoIg uom0Ig
SURSY STl AAWOOT  [eumON Ansnput
ey aBejuaning

6961 'ONIYNIOVANNYIN NVISAVIVIN 1S3M "ONILYOJX3
ASNIVOY SVI8 NV NOILLDT10¥d FAILDA44T ANY TYNIWON 40 SALVY FOVINIDOYIL
1>318vL

[
i
i



“$U1110d%3 U1 PIPPY IN[EA IANEEIN |
“BUIYY) WOLJ 301 paLiodul pue 01
[290] JO suosLBdWOd 30ud Jo Siseq 9yl U PANAWOS e seiq Lodxd pue U0NII0Id ANYIT, SHNON

009t 069 a4 AJqIassy 2IqOWOINY 67
0 §— o SaIpog ARIYIA-1010 ‘8T
0 v 0 Buureday pue SuIp[ng 1208 LT
0 8- 0 sued pue KISUTYORIA] [BLISIPU] "9T
INFWAINOA LIOdSNVIL
0 = 0 $3X0g [EIDN PUEB SUBD ULL "7
0 o= 0 syue] puesdog yT
6T €T L S1ONPOIJ M PUB AN €T
L 0 €l S19NPOL [BIBA [BIMRINYIY TT
8 43 91 sadeys [IMIONNG pArRdLIGR 1T
00 9% L sadeyg diseq — (391§ pue UOI] "0
0 $— 0 SaLIpUNO U0 ‘61
SIONAO¥d TVIAW ANV TVLIW
PE 144 1 $10NpO14 3121000 PUE JUBWID) [BIMDNNS ‘8]
1€ (3 € quawa) JNneIpAH LI
SLONAO¥d TVIENIA DITTVLIW-NON
9 9 [174 spunodwo)) Burysepy pue sdeog ‘91
81— - [24 s13nboe ] PUE SIYSTUIEA ‘SIUled ‘S|
vE I3 67 SIRZIIHA] [EIWIAYD) Pl
$S1ONdo¥d TYOINTHD
Buniodxg  wLl0ld  uomdAlolg
SUESY SeI  SANONH  [RUNLON Ansnpuy
ey 1

(1u02) 1D FANEVL



252 APPENDIX €

Effective Protection: West Malaysia

In Chapter 3, we referred to the basic inter-industry tables using 70
sectors of West Malaysia for the years 1960 through 1967. The inter-
industry tables could be used for deriving domestic input-output coeffi-
cients which when adjusted for price differences can give us the world
coefficients under certain conditions, Knowledge on the rates of import
duties levied on the 70 sectors would be sufficient to obtain reasonable
measures of effective protection. The only problem, however, is the
level of aggregation. For instance the sector called “‘soft drinks and car-
bonated beverages” might produce, say, Soya Bean Milk and Soda
Water. While there is no duty on the firsi, the duty rate on the second is
over S0 per cent. Aggregation thus does not permit us to cearly see the
products and inputs. Another problem is the necessity to assume that
domestic price is equal to the sum of world market price and the duty.
This may not always be so. Actual price comparisons may show that the
domestic price is higher than the post-tariff price of imported goods —
as in the case of cigarettes in West Malaysia or that the domestic price is
lower than the post-tariff price of imported goods — as in the case of
condensed milk and several other West Malaysian manufactured goods.
In addition to these problems, the residual sector in the input-output
tables is not easy to tackle as it is made up of a bundle of products and
services.

For our pumose therefore, we decided to use the information in the

1960 — 67 put tables as I y information to check

the nature of a sector, to know whether it is exporting or not, 1o assess
whether the level of exports are significant, (o subsiantiate the
prevalence of import substitution etc, To compute what may be called
crude rates of effective protection, data on outputs and inputs from the
1969 Survey of West Malaysian Manufacturing, the 1969 data on im-
ports and the schedule of duties from the 1969 West Malaysia Trade
Classification and Customs Tariff have been used. The rates of nominal
protection, that is, the percentage rate of duty on the c.i.f, value, the
computed effective protection rate, and the calculated percentage bias
against exporting are given in Table C1 for the various West Malaysian
industries.*

4. The bias is calculated as the percentage excess of world market value added
over the value added in exporting the output from domestic industry. The lat-
ter is defined as the difference between value of output at world market pric
less the value of input at domestic prices. If inputs are subject 0 heavy duties,
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The effective protection rates computed by us are called “‘crude”
because our emphasis in the computations was only on principal out-
puts and inputs. Value added is taken as the simple arithmetic difference
between value of output and value of input, disregarding stock changes.
In the case of multiple products, nominal protection rates were averaged
by using domestic production values as weights. The crude rates do not
take into account the effects of other indirect taxes. Non-traded inputs
are treated as material inputs with zero tariff. No refinements were
made for any import duty remissions and other incentives offered to in-
dividual firms. The crude rates of effective protection derived here on
the basis of observed domestic prices and average prices of the rest of
the world serve simply as approximations to the actual levels of effective
protection accorded to different industries.

—— exporting the output at world market prices may result in “*negative value
added"” for the domestic industry. Some of the less significant and not well-
covered industries of the 1969 manufacturing survey were omitted from Table
CL
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