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Abstract

This study is concerned with alternative industrial strategies for
employment creation. The two strategies are export-oriented and import

substitution industrialisation.

Malaysia tried the import substitution strategy and achieved some degree
of success in the period 1957 to 1970. But with high unemployment and the
limitation of the domestic market, another strategy then had to be pursued. So
in the early 1970s, (emulating the newly industrialised countries) Malaysia

embarked on an export-oriented industrialisation strategy.

Two instruments are used by the Malaysian government to promote those
strategies; fiscal incentives and trade policy. The study finds that fiscal incentives
have promoted export-oriented industrialisation. Trade policy initially helped
import substitution but in later years the policy was liberialised to approach a
free trade regime. The effects of these two instruments are examined through
their influence on the cost of capital to manufacturers. The study finds that fiscal

incentives have reduced capital cost much more than trade policy.

The study then examines the manufacturing sector’s ability to generate
employment. Two methods are used; an estimation of elasticity of substitution
and a case study of the characteristics of export-oriented and domestic-oriented

establishments.

The elasticity of substitution measures flexibility to absorb labour. The
estimates show that export-oriented establishments have greater substitution

possibilities than domestic-oriented ones.

These estimates are substantiated by qualitative information, namely
establishments responses to policy changes. This information is obtained through

a detailed study of establishments characteristics. Two industries - textiles and



electrical/electronics - were chosen as case studies. The characteristics show that
in general export-oriented establishments can absorb more labour through high

growth rates and einployment size.

Thué, export-oriented industrialisation can generate more employment
than import substitution because its elasticity of substitution is larger and there

is higher absorption of labour by export-oriented establishments.

The thesis suggests two ways to increase employment: first, to promote
EOI because its employment potential is greater than ISI, and second, to increase
the proportion of labour used through changes in relative factor price because
capital-labour substitution exists. The labour coefficient can be increased by 8
— 25 per cent if factor market distortions are eliminated. This increase represents

120,000 to 360,000 new jobs in the Malaysian manufacturing sector.

Two policy thrusts are suggested for the promotion of EOI:

(1) Liberalisation of trade policy, namely the reduction not only of average
tariff but also its dispersion. The present low and stable exchange rate
regime should be maintained, because it encourages exports.

(2) Reform of the fiscal incentive system. More direct and indirect exporting
industries should be added to the list of promoted industries/activities. In
addition, new export incentives should be introduced such as providing
utilities for exporters at levels equal to other competing countries and

benefits of existing ones increased.

Relative factor prices can be changed through trade policy and fiscal
incentives. The import duty (tariff) on machinery and equipment should be
reduced and exemption of import duty withdrawn, so that capital prices move
closer to world levels. One of the fiscal incentives, the Investment Tax Allowance,
should stop because its benefits directly favour capital users. On the other hand,
benefits to labour users should be introduced, for example the government should

offer an abatement of income for labour incentive to support labour use.
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GENERAL INTRODUCTION

A question that often comes to the mind of government planners is; which

direction should industrialisatioh follow? |

Malaysia tried the import substitution strategy and achieved some degree
of success in the period 1957 to 1970. But with high unemployment and the
limitation of the domestic market, another strategy then had to be pursued. So
in the early 1970s, (emulating the newly industrialised countries) Malaysia
embarked on an export-oriented industrialisation strategy. However, import
substitution industrialisation is still practised, particularly ‘in certain industries

like motor vehicles.

This study will examine which industralisation strategy to follow in respect
of employment creation possibilities. In other words, we will seek a policy that

has the larger employment potential.

Following the Hecksher-Ohlin-Samuelson Model, Malaysian export-
oriented industries should be labour-intensive, thus fully taking advantage of
Malaysia’s labour which is cheaper than developed countries. Export-oriented
industries, of high growth potential, should use labour-intensive production
methods so as to attain one of the main objectives of industrialisation, namely

employment creation. We will investigate this line of reasoning.

Before going further into the discussion of the objectives and organisation
of the study, it may be helpful to summarise the import substitution and export-
oriented industrialisation strategies. Therefore, the discussion below covers only
issues relating to industrial strategy, not broader issues on the inward-and

outward-looking strategies.!

1 Inward-and outward-looking strategies include a wider spectrum of the economy such

as agricultural sector, export of primary commodities and implicit gains of education
and training.

17



Im itution Ex -orien r

Import substitution (ISI) promotes domestic production of previously
imported manufacfured goods and simultaneously protects the domestic markets
for those gpods. The goal is to create opportunities for growth and increase the
welfare of the nation.2 ISI is a reaction when one group of countries is edonorhically

better off, and have greater wealth and capital than another group of countries.

The ISI strategy used direct instruments such as tariff, quotas and other
import restrictions on imports and a multiple tier exchange rate system. These
make imports expensive and domestic production of these goods becomes very
profitable. Beside direct instruments, there are also indirect ones such as

government purchasing policy.

The early use of ISI (1914-45), particularly in Latin American countries
however was not due to the policies adopted but rather induced by the external
situation.®* The external factors were two world wars and deep depression, which
together halted exports of primary commodities from LDCs and caused shortages
of imports of manufactured goods from developed countries. After the 1950s
howéver, ISI was adopted as a means of reducing imports. In other cases ISI is

merely a way out of balance of payments difficulties.

ISI often follows two stages; viz:

i) Mainly the production of consumer goods. The process involves the
adoption of existing production techniques. This is also known as the
easy stage. Many countries apply this type of ISI because they can
protect domestic markets quite easily by the imposition of tariffs and
the foreign exchange earned can be used to finance import of

intermediate goods.

2 Bruton, H., 1989 “Import Substitution” in Chenery, H. and Srinivasan, T, N., (eds),

Handbook of Development Economics, Vol. 11, Elsevier Science Publishers, B.V,
page 1602.

Schmidt, H., 1984. “Industrialisation Strategies in Less Developed Countries: Some
Lessons of Historical Experience” in Kaplinsky, R., (ed),” Third World
Industrialisation in the 1980s: Open Economies in a Closing World,” Journal of
Development Studies, Vol 21, No. 1, October.

' 18



ii) Production of capital and intermediate goods. Although this is a more
difficult stage, if it is successful the rewards will perhaps be greater;

indigenous technical skill and know-how could be developed.

ISIis adqpted in many countries, for example Brazil, Argentina, Mexico,
India, the Philippines and Nigeria. Success is more evident in counfries thaf
adopted the first-stage ISI (for example Brazil). Those that concentrate on the
second-stage (like India) have grown more slowly but have succeded in developing
indigenous technology. The success of ISI can be measured by Gross Domestic
Product (GDP) increases and the growth of the manufacturing share in GDP. After
the easy stage has been in place for some years, it is found that ISI cannot sustain
a reasonable economic growth. Many ISI countries experience a slowing output
and productivity growth as time goes on. Furthermore, industrial efficiency may

be low and be reflected in the high output costs compared with imported prices.

The dismal performance* of ISI leads to discussion about the strategy’s

weakness. Among them;

a) The excessive protection measures distort factor and product markets
and cause inefficient resource allocation from other sectors to ISI
sectors.

b) Although imports of consumer goods are reduced, those of intermediate
goods, which are needed for ISI production, will have to increase and
this may cause balance of payments difficulties.

¢) Measures to promote ISI discourage exports. By definition, these
measures are contrary to the requirements of free trade; high tariff,
quotas and restrictions prevent the flow of trade. In some cases the
gains from ISI sectors and measures like export tax have moved
investment away from export to ISI sectors.

d) The ISI regimes need strong government participation. ISI usually

For example, ISI countries like Brazil, Egypt, India and Chile only managed annual
growth rates between 2 to 4 per cent during 1960-1970. See Krueger, A. O.,
1978. Liberalization Attempts and Consequences, New York, Ballinger

Publishing Company for National Bureu of Economic Research.
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means control and licensing; these are administratively complex and
often inconsistencies creep into the system. Such situations easily breed

corruption and discourage private initiative.

These and other similar problems faced by ISI countnes meant that other
strategies were tned Export-onented 1ndustnahsat10n (EOI) was seen as the new
policy. It advocates that industrialisation should be spearheaded by exports.
Countries that adopted EOI (most notable ones being Newly Industrialised
Countries such as South Korea, Taiwan, Hong Kong, and Singapore) have shown
tremendous economic growth. For example, the South Korean per capita Gross
National Product grew by 8 per cent annually for the period 1962-1977.5 Empirical
support for the success of EOI comes from the significant correlation found between
export expansion and output growth. The five countries mentioned achieved 8 to
11 per cent annual growth of GDP over the period 1965-78 and annual
manufactured export growth rates of 20 to 40 per cent over the same period.®

The main instruments associated with EOI minimise price distortions; they
allow market forces to allocate resources, so that the economy expands in line
with its comparative advantage. They include liberalisation of imports, adoption
of ‘realistic’ exchange rates and incentives for exports. Another part of EOI is
that even though it advocates exports, ISI activities are not penalised. EOI also
encourages the integration of the domestic economy into the world economy
through competition (efficient use of resources), and externalities (economies of
scale). For countries with balance of payments deficits, EOI also helps growth;

export proceeds relieving import shortages.

Although EOI has proved to be a successful strategy, there are a number

of important qualifications to consider:

5  Hong, W., 1981, “Export Promotion and Employment Growth in South Korea” in
Krueger A., Lary, H.B., Mason, T. and Akrasanee, N., (eds), Trade and

EMM&LQMM&JMMMM Vol 1, Chicago,

University of Chicago Press for the National Bureau of Economic Research

6 See Schmidt (1984), op. cit
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(a) Some consider the high GDP growth of the NICs is a result of favourable
international conditions and not due to deliberate economic policy. After
the Second World War, the developed countries opened their markets
to developing countries. International financing such as massive

- economic aid programmes was set up. Multinational companies
relocated from developed countries to LDCs to take advantage of the
low labour costs. Those LDCs with strong government, good
infrastructure, and an important geo-political location took advantage
of these opportunities and prospered. .

(b) EOI has produced too many ‘footloose’ industries, with minimal linkages
to the rest of the host country, which have low value added and
providing little transfer of technology. It is easy for these industries
to relocate, if conditions in the host country change for the worse. This
criticism is mainly directed at multinationals. However, these
industries do contribute significantly to the host country in terms of
employment generation.

(c) Many doubt that the past success of the NICs can be repeated under
conditions of a slowdown in the world economy and more protectionism
in developed countries.

(d) Others disagree that economic liberalisation is a fundamental
requirement for the success of EOL? In South Korea the government
intervenes strongly, by introducing regulations, import facilities and
foreign exchange controls that make investment in the export sectors

very attractive; this is the opposite of a liberal approach.

So far, this discussion has looked at EOI and ISI as alternatives. However,
many see them as strategies that should be implemented together. EOI cannot
succeed unless preceded by ISI which will provide the industrial structure, skill
and technology needed to export successfully. This theory however does not have

much empirical support - the aggressive exporting countries like Hongkong and

?  For example see, Amsden, A., 1989. Asia’s Next Giant: South Korea and State
Industrialisation, New York, Oxford University Press.
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Singapore did not use ISI much and those that are very committed to ISI (like
India) find it difficult to switch to export production. The ISI experience is not
necessary especialljr in the case of transfer of production by the multinationals.
However, recent studies show that some countries (for example Brazil and Korea)
regard thesé twd si.:ra>te‘gie‘s as (‘:or‘np‘lex.nent.ary. ‘A(‘:cording‘ to Kirkpétﬁck, Leé and
Nixson, “Korea practises combined policies of selective ISI and EOI, with ISI being
used to develop local mahufacturing capacity which prolvides the basis for

subsequent exporting activities.”

Other countries adopt both strategies together but often with ISI industries
separate from EQOI and with different measures applied to each of them. One
example is Malaysia, where EOI industries are mainly electronic assembly
factories located in special industrial areas, isolated from other domestic
industries. On the other hand, the ISI industries are mainly those producing

consumer goods, such as food and plastic products.

ISI is perceived has having an unfavourable effect on employment. High
percentage rates of industrial investment and output growth are accompanied by
relatively slower absorption of labour. Moreover, ISI production processes are
usually capital-intensive ones imported from developed countries which do not

match LDCs factor proportions.

On the other hand, EOI is supposed to encourage the development of
industries according to a country’s comparative advantage which means, in LDCs,
industries that are labour-intensive (labour being cheaper than capital). Hence
export growth (i.e. increase in output) will create more employment. The EOI

employment generation capacity is only useful if there is no full employment.

The above points will be tested in this thesis.

8 Kirkpatrick, C.H., Lee, N. and Nixson, FI., 1984. Industrial Structure and Policy in

Less Developed Countries, London, Allen & Unwin, page 199. Also, see Amsden
(1989), ibid.
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Objective of the Study

In many Less Developed Countries (LDCs) industrial development means
the adoption of developed countries’ factor proportions. This requires use of more
capital than labour in production processes. But LDCs usually have abundant
labour and little capital. If developed countries’ factor proportions are to be

adopted by LDCs, this may not use factors of production in the best way.

Furthermore, one of the economic objectives of the Malaysian
government is to provide employment through industrialisation. With rising urban
unemployment, the industrialisation strategy chosen must be one that can absorb

abundant labour.

The future of Malaysian industrialisation depends on the flexibility of
substitution between factors of production. The success of incentives or policies
to encourage more use of labour is largely dependent upon this flexibility.
Industrial development that uses factor proportions similar to the country’s factor

endowment will produce a balanced and stable development.

The objective of the study is to identify which industrial strategy - ISI or
EOI - can generate more employment. The study uses two approaches: it

calculates the elasticity of substitution and then conducts two case studies.

The elasticity measure quantifies the ease with which the two factors of
production (capital and labour) can be substituted for each other. The values of
elasticity can be useful to policy makers for monitoring and changing relative

prices to ensure greater labour absorption.

However, it is only an aggregate measure. To give a more meaningful
analysis, the elasticity should be supplemented by qualitative information. In
this respect, case studies were made in the electrical/electronic and textile
industries to find out about export-oriented establishments’ (EOEs) and domestic-
oriented establishments’ (DOEs) characteristics. The findings from the case

studies must be interpreted with care, due to the limited number of
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establishments (20 textiles and 14 electrical/electronics).

This study contains eight chapters. The first three chapters provide
background information on Malaysian industrial development and the policies

used to promote EOI and ISI, namely trade policy and fiscal incentives.

Chapter 1 summarizes the manufacturing sector growth since
independence (1957) to the present. It touches on structural change, growth and
capital intensity. This chapter also divides the industries into exports, import-
competing and non-import-competing in order to analyse their performance in
absorbing labour. Export industries are found to employ more workers than

import-competing ones.

Chapter 2, on trade policy, starts by discussing the instruments used.
They include tariff, exemption from duty, qualitative restriction and exchange
rates. The trade policy was initially used to promote ISI but was later liberalised
in order to help EOL. However, the degree of ISI was not excessive, as reflected
by the effective protection rate, so that the change to EOI was not too difficult.

The effect of trade policy on the users’ cost of capital is also estimated.

To complete the background information on factor market distortion,
chapter 2 also includes a discussion on the Malaysian labour market. Real wages
have increased and the labour market is found to be segmented and not very

responsive to market forces.

Chapter 3 covers fiscal incentives as set out in the three main Acts -
Pioneer Incentives Act (1965), Investment Incentives Act (1968) and Promotion
of Investment Act (1986). The three Acts are compared in terms of the amount
of benefits and the basis on which they are given. Fiscal incentives reduce the
users’ cost of capital significantly (by much more than trade policy does). It was

also shown that incentives are used to promote EOI.

Chapter 4 sets the scene for the estimation and comparison of the

elasticity of substitution. Two models are selected for estimation purposes - the
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Constant Elasticity of Substitution (CES) and the Translog Function (Translog).
This chapter then compares the elasticity of developed countries, LDCs and
Malaysia. Developed countries estimates are higher than LDCs, while Malaysia’s
conform with those of LDCs.

Chapter 5 calculates the elasticity of substitution of Malaysian electrical/
electronic and textile industries. The two factor estimates (CES) are calculated
at the industry, EOEs, DOEs and product levels (5 digits). The three factor
substitution (Translog) is only done for EOEs and DOEs. These estimates conclude
that:

— The EOEs substitution is greater than DOEs.

— There are only slight changes in the elasticity values from 1979 to 1985.

They are mainly around 1.0.
— The industry estimates are not representative of the product level.
— The three factor substitution can be collapsed into two which means

that skill is not a separate factor of production.

Chapters 6 and 7 deal with the case studies of electrical/electronic and
textile industries respectively. The electrical/electronic industry is found to be
dualistic: the EOEs are easily identified from DOEs in terms of ownership, product
and location. The textile industry is the opposite - it is not possible to differentiate
between the two types of establishments just by looking at the above criteria.

However, the EOEs and DOEs characteristics can be summarised as

follows:

@) The different characteristics are:
¢ EOEs capital size is larger than DOEs.
* EOEs level of technology is more advanced.

¢ DOEs capital productivity is higher.
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(i) The similar characteristics are:
¢ There is some backward linkage but none in the forward direction.
* The largest wage increase is among production workers.
¢ Pioneer status is the most popular incentive.

¢ Both use the cheapest production methods.

(iii) Differences between industries are:

Electrical/electronics Textiles

¢ EOEs products are different from Overlapping products.
DOEs.

¢ EOE:s are located differently EOEs and DOEs are in
from DOEs similar location.

* EOEs are foreign owned while No distinct pattern of
DOE:s are local owned ownership.

¢ EOEs employment size is larger. DOEs are larger.

¢ EOEs capacity utilisation rate DOE:s are higher.
is higher.

¢ EOEs proportion of unskilled DOEs are higher. -
workers is higher.

¢ Itis unclear which establishment EOEs are higher.

has higher capital intensity
¢ DOEs have higher labour EOEs are higher.
productivity.

In terms of performance during the period 1979-85 , EOEs showed better
results than DOEs. Their output is higher, rate of employment reduction is

smaller and capital growth is slower.

Chapter 8 summarises the findings of the previous ones and suggests
policies for employment creation. It is shown that EOI can generate more
employment than ISI because its elasticity of substitution is larger and EOEs can

absorb more labour through high growth rates and large employment size.
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The thesis suggests two ways to increase employment: first, to promote
EOI because its employment potential is greater than ISI, and second, to increase
the proportion of l;abourvused through changes in relative factor price because
capital-labour substitution exists. The labour coefficient can be increased by 8
— 25 per cént if factor market distortions are eliminated. This increase represents

120,000 to 360,000 new jobs in the Malaysian manufacturing sector.

Two policy thrusts are suggested for the promotion of EOI:

1) Liberalisation of trade policy, namely the reduction not only of average
tariff but also its dispersion. The present low and stable exchange rate
regime should be maintained, because it encourages exports.

(2) Reform of the fiscal incentive system. More direct and indirect exporting
industries should be added to the list of promoted industries/activities. In
addition, new export incentives should be introduced such as providing
utilities for exporters at levels equal to other competing countries and

benefits of existing ones increased.

Relative factor prices can be changed through trade policy and fiscal
incentives. The import duty (tariff) on machinery and equipment should be
reduced and exemption of import duty withdrawn, so that capital prices move
closer to world levels. One of the fiscal incentives, the Investment Tax Allowance,
should stop because its benefits directly favour Capital users. On the other hand,
benefits to labour users should be introduced, for example the government should

offer an abatement of income for labour incentive to support labour use.

All monetary values in this study are Malaysian Ringgit.
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CHAPTER 1

"MANUFACTURING SECTOR GROWTH AND
STRUCTURAL CHANGE

1.1 Review of Studies

. . .

LL1 view of i n In rialisation in Malaysi

The study of the Malaysian manufacturing sector started with
Wheelwright (1963)}, followed by Lo (1972)%, Ridzuan (1972)3, Lim (1973)* and
Hoffmann and Tan (1980)°. These studies, generally, discussed the growth

performance and structure of the manufacturing sector.

Study of Growth

Wheelwright looked at the contribution of manufacturing to employment
and output and also at the possibility of using tariffs to help develop the

manufacturing sector.

1 Wheelwright, E.L., 1963. “Industrialisation in Malaya”, in Silcock, T.H. and Fisk, E.K,,

The Political Economy of In ndent Malaya: A in Development,
University of California Press.
2 Lo,S.Y., 1972. The Development Performance of West Malaysia 1955-1967, Singapore,

Heinemann Educational Books (Asia), Ltd.

3 Ridzuan, A., 1972. Growth, Structural Change and Employment Creation in the
Malayan Manufacturing Industries since Independence , Ph.D. dissertation, The
University of Hull, unpublished.

4 Lim, D., 1973. Economi rowth and Development in W Malaysia 1947-1
Kuala Lumpur, Oxford University Press.

Hoffman,L.and Tan, S.E., 1980.In rial Growth, Empl ntand ForeignInv
in Peninsular Malaysia, Kuala Lumpur, Oxford University Press.
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Even though Lo studied the development performance of the industrial
sector, he also analysed income and expenditure, saving and investment, and
money and prices. His analysis of labour and structure of production was more

detailed than Wheelwright.

As part of his analysis of economic growth and development, Lim chose
to examine the rate of the industrial sector growth in the economic diversifica-
tion programme. One of the main issues was the ability of the manufacturing
sector to absorb labour and he showed this to be quite high. Lim also suggested
export—oriented industrialisation which concentrated on labour—intensive

products as one of the ways to develop the manufacturing sector.

The most detailed study of manufacturing sector structure and growth
was carried out by Ridzuan. He ranked industries by their value added and
net import ratios and then studied the factors that contributed to the growth

experienced by the various industries.

From there, Ridzuan moved to the sources of growth, and especially the
deviation from the proportional growth path. He also linked the forward and
backward linkages to industrial growth in order to determine which industries

should be developed, based on their linkage effect.

The latest study on manufacturing structure and growth was by Hoffman
and Tan. The difference of this study when compared with earlier ones is the
inclusion of more measurements and additional concepts. It introduced the
analysis of scale economies; linkages between factor substitution and scale;
between factor substitution and capital intensity; and the impact of foreign direct
investment. Sources of growth, namely export, import—substitution and
domestic expansion, were examined for their capacity to absorb labour and

capital.
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Study of Employment

The study of employment creation in the manufacturing sector was
pioneered by Ridzﬁan, and Osman-Rani® and Anwar? picked this subject as
the main theme of their work. Ridzuan started his analysis by looking at the
factors that determined changes in manufacturing employment. These factors
are: change in total output; change in product mix and productivity. Change
in product mix (i.e. mixture between consumer, intermediate and investment

goods) is the factor that most affected employment.

Anwar did a wider study on industrialisation and employment creation,
and linked employment creation with several factors that influence it. These
factors are: fiscal incentives; tariff policy; size of manufacturing establishment;
manufacturing exports and regional concentration. Employment absorption was
found to be highest through import substitution and domestic demand
expansion. Small and medium scale establishments were shown to have high
employment creation capability compared with the larger ones. Thus, small
and medium scale establishments should be encouraged through import

substitution and domestic expansion policies in order to create employment.

Osman-Rani covered a similar topic to Anwar but (iiffered in emphasis.
Osman-Rani looked at regional industrial balance and labour employment
through technology and size of manufacturing (using different size criteria from
Anwar). He concluded that small and medium size establishments can have
the short-run function of creating employment, as well as ensuring regional
balance, because theée establishments have localized sub—markets, depend on

agglomeration economies and linkages and absorb part—-time and home workers.

6 Osman-Rani, H.,1978. “Employment Aspects of Industrialisation: Malaysia’s Experience”,
Occasional Paper, No. 9, Faculty of Economics, National University of Malaysia.

7 Anwar,A., 1982. Industrialisation and Employment Creationin a Developing Economy:
An Analysis on Malaysia , Ph.D. dissertation, University of Kent, Canterbury,
unpublished.
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Other Studies

Most of the other studies on industrialisation have looked at the effect
of fiscal incentives and tariffs. The question of protection is important for
pioneer or infant industries but can also lead to the inefficient use of factors of
production. Examples of these studies are Power (1971)%, Edwards (1975)%, Von
Rabenau (1976)%, Ariff (1975)", Hooi (1983)'2 and Teh (1975)%.

Ariff extends his work to include the effect of protection and incentives
on manufactured exports growth. .Manufactured exports growth is important
because of its strong relationship to gross national product and employment.
Ariff found that incentive systems produced a favourable bias towards capital-

intensive and large—size establishments.

Other areas of interest in the manufacturing sector were small-scale

industry (Chee; O’Mara)*, import substitution industries (Tan; Ariff)!* and

8  Power, J.H., 1971.“The Structure of Protection in West Malaysia” in Balassa, B. and

Associates, The Structure of Protection in Developing Countries, Baltimore,

Johns Hopkins University Press for the World Bank.

®  Edwards, C.B.,1975. Protection, Profits and Policy: An Analysis of Industrialisation in
Malaysia, 2 Vols. Ph.D. dissertation, University of East Anglia, Norwich, unpublished.

10 Von Rabenau, K., 1976.“Trade Policies and Industrialisation in a Developing Country:
The Case of West Malaysia”, Malayan Economic Review, Vol. XXI, No.1, April.

1 Ariff, K. A.M., 1975. “Protection for Manufactures in Peninsular Malaysia”, Hitotsubashi
Journal of Economics, Vol. 15 No 2, February.

12 Hooi, E.L., 1983. Trade Policies and Their Effects on The Growth and Structure of
Manufacturing Industries in Peninsular Malaysia: 1960-1980 , Ph.D. dissertation,
School of Economics, University of the Philippines, unpublished.

13 Teh, K.P., 1975. Protection, Fiscal Incentives and Industrialisation in West Malaysia
since 1957 , Ph.D. dissertation, Oxford University, unpublished.

14 Chee,P.L.,1975. The Role of Small Industryin Malaysian Economy, Ph.D. dissertation,
Faculty of Economics and Administration, University of Malaya, unpublished.

O’Mara, G.T., 1975. “An Econometric Analysis of Small Scale Industry in Malaysia”,
Northwestern University, IBRD.

15 Tan, T.N., 1973. “Import-Substitution and Structural Change in the West Malaysian
Manufacturing Sector 1959-1970”, University of Malaya, Kuala Lumpur, mimeo.

Mohamed Ariff, K. A.,1974. “Industrialisationin Peninsular Malaysia: An empirical
Analysis of Import Substitution and Market Expansion”, in Suzuki, N. (ed), Asian
Industrial Development, Proceedings of the Symposium in Appraisal of Import
Substitutionand Prospects of Export-oriented Industrialisation with Special Reference
to Southeast Asia.
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capital utilisation capacity (Gan'®; Hoffmann and Tan'’; Lim'; Cheong'®).

1, 1.2 Review of Sﬁj;digﬁ on Capital Intensity

Discussions on the structure and characteristics of the manufacturing
sector will, inevitably, touch on capital intensity. The desire to use optimally
a country’s factor endowments (namely labour and capital) prompts intense
discussion on whether that country should pursue labour—intensive or capital—
intensive production processes. Based on the well-known Heckscher—-Ohlin—
Samuelson model, a country with an abundant labour force (usually a developing
country) should concentrate on labour—intensive industries, while a country with
more capital (usually a developed country) should focus on capital-intensive
industries. But this theory is contradicted by the “Leontief Paradox” (1954)%.
He showed that the United States, which is a capital-surplus country, exports

labour—intensive products.

Exports of developing countries need not always be labour—intensive
because their production processes, more often than not, are constrained by
imported technology which is usually capital-intensive. Usually this type of
production technique is transferred from developed countries in order to utilise
the relatively low labour cost, but labour—intensive techniques are only used

in certain stages of the production process.

16 Gan, W.B., 1974. Capital Utilisation in West Malaysian Manufacturing Sector: A Case
Study on Eleven Manufacturing Industries, M.Ec thesis submitted to the Faculty of
Economics and Administration, University of Malaya, unpublished.

17" Hoffman and Tan (1980), op. cit,

18 Lim, D., 1976. “Capital Utilisation of Local and Foreign Establishments in Malaysian
Manufacturing”, The Review of Economics and Statistics, Vol. LVIIL

19 Cheong, K.C., 1973. “Production Functions, Capacity Utilisation and Technological
Progressin Developing Countries: An Analysis Using West Malaysian Data”, Kajian

Ekonomi Malaysia, Vol. X, No. 2, December.

20 Leontiefshowed that for the United States, which is a capital abundant country, exports
are less capital intensive than her competing imports. The controversy continues
with works supporting and rebutting Leontief's Paradox. One of the later works is
by Leamer, E.E., 1980. “The Leontief Paradox, Reconsidered”, Journal of Political
Economy, Vol.88 No. 3, June.
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Hence, the topic of capital intensity generates a lot of interest; and in a
developing country concentration on labour—intensive production processes
cannot be taken for éranted as the best course of action. What follows is a review
of selected studies on capital intensity, in particular looking for the reasons
why industﬁes become more capital-intensive and the effect of incentives on

capital and labour use.

Lim?' used Lary’s index*? to calculate Malaysian manufacturing
industries’ capital intensity (for 1968 census data). For that period the
capital-intensive industries were petroleum and coal products, beverages,
tobacco, chemicals and chemical products, non-metallic mineral products, food
manufacturing and processing of estate-type agricultural products. The
labour—intensive industries were footwear and wearing apparel, leather and

leather products, furniture and fixtures, other machinery and paper products.

Teh® extended the coverage period to 1963, 1968 and 1971. The
industries that Teh identified as capital-intensive and labour—intensive were
the same as those noted by Lim. The rankings of the Lary’s index for the three
years were found to be quite similar. This meant, that, although there were
minor changes in industries’ ranking, the industries that were identified as
capital-intensive or labour—intensive were basically unchanged throughout the

period 1963 to 1971.

Osman-Rani* loeked at the relationship of capital intensity and size of
establishment. Establishments were categorized according to the quantum of

their gross sales. The categorisation is broad, being only three categories; small,

2 Lim (1973), op. cit,

2  Lary’sindexisthe value added per worker. Forfurtherexplanation see Lary, H.B., 1968.

Imports of Manufactures from Less Developed Countries, New York, National

Bureau of Economic Research.
Teh (1975), op. cit,
Osman-Rani (1978), op. cit.
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medium and large. Large establishments were found to be twice as capital—

intensive as small or medium ones.

After using the Lary’s index for the above calculation, Osman-Rani tried
another measurement which used the capital utilisation approach. Basically
the measurement is a capital-labour ratio where capital is measured by fixed
assets. This is a stock—flow concept and can be affected by the degree of capital
utilisation, factor prices and technological changes. The ratios also do not take
into account the efficiency aspect, unlike Lary’s index. This measurement , with
its differences, produced the same result as the Lary’s index. Both calculations

used the 1968 census data.

The relationship between capital intensity and establishment size
according to the number of workers employed was studied by Anwar?. The
industries were classified into small (less than fifty employees), medium (fifty
to two hundred employees) and large establishments (m;)re than two hundred

employees). The data used was 1963, 1968 and 1973 census data.

The results obtained by Anwar were comparable to those of Osman-Rani.
The magnitude of the measurement (Lary’s) was similar. Hence the conclusion
was that establishments with a large number of employees were capital—
intensive. The suialler establishments were mostly labour—intensive. It would
be interesting to see if this conclusion still holds for electronic components
establishments which employ large numbers of employees and are considered

to be labour—intensive.

A more detailed study of capital intensity was carried out by Hoffman
and Tan?®. They used three measurements, namely, the capital-labour ratio,

the value added per worker and Morawetz’s index. Morawetz’s index is the ratio

% Anwar (1982), op. cit.
%  Hoffman and Tan (1980), op. cit.
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of the output elasticities of capital and labour. The rankings of the three
measurements were very weakly correlated. After weighing the merits and
implications of th'_e three measurements, Hoffman and Tan came to the
conclusion that there were more capital-intensive industries than labour-

intensive ones.

The 1970 data was used at a more disaggregated level (four digit MIC
code). Hence, this study could be linked with others (namely Lim and Teh) if
one is interested in the trend of which industries were capital-intensive and
which were labour—intensive. This study is also different from the others in
that it covered the relationship between scale economies and capital intensity
and showed that industries with increasing returns to scale are usually

capital-intensive.

These studies indicated that industrial growth might not necessarily
bring the biggest employment opportunities if it is based on increasing returns
to scale and large size firms. This conclusion is derived from linking different

aspects of production characteristics to capital intensity:

¢ Osman-Rani found that it is pointless to encourage an upward trend
of the average firm size because this will only encourage more use of

capital.

¢ If the Malaysian manufacturing sector is to develop, industries with
increasing returns to scale should be promoted. But, as Hoffman and
Tan concluded, establishments with returns to scale are capital-

intensive ones.

* Anwar showed that the bigger the number of workers an establish-

ment employed, the more capital-intensive it became.

¢ Lim advocated that labour—intensive industries should be the base
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of industrial development strategy but showed that there was no
relationship between industrial growth and capital intensity (or lack
of capital intensity). Therefore, labour—intensive industries should

be encouraged because of their employment generating capacity.

Thus, it seems difficult to increase employment opportunities through
the manufacturing sector. To encourage large establishments (large in terms
of sales, or with increasing returns to scale, or which employ many workers)
will only increase the capital intensity. Thus, employment creation, which is

one of the main objectives of industrialisation, will not be easily achieved.

To make matters worse, government incentives have made capital
cheaper relative to labour. There are more capital incentives than labour ones.
Several studies such as Teh (1975)*’, Young (1980)%, Anwar (1982)%®, World Bank
(1981)%, Edwards (1975)*!, Hoffmann and Tan (1980)*2 and Hooi (1983)* showed

the effect of these incentives on the cost of capital.

1.2 Malaysian Manufacturing Sector Growth
1.2.1 The Period BQerQ. Independence,

During this period the Malayan economy was already oriented towards

exports and imports. This open-ness was reflected in the rate of gross export

21 Teh (1975), op. cit.

2  Young, K., Bussink, W.C.F. and Hassan, P., 1980. Malaysia: Growth and Equityina
Multiracial Society, Baltimore, The Johns Hopkins University Press.

2 Anwar (1982), op. cit.

30 World Bank, 1981. “Malaysia’s Manufacturing Sector: Development Issues and Policy
Options”, Report No. 3187-MA, 3 Vols., Washington.

31 Edwards (1975), op. cit.
32 Hoffman and Tan (1980), op. cit.
33 Hooi (1983), op.cit.
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proceeds/GDP which was, on average, 47.7 per cent for 1947-1960. The economy
benefited from its dependence on exports; the GDP increased by 60 per cent
from $ 2,982 millidn (1947) to $ 4,852 million (1957). The first growth push
was in 1950-1951 when the hostilities in Korea increased the demand for raw
materials sﬁch as rubber and tin. The second push was in 1955-56 due to the

economic prosperity experienced by U.S.A and Europe.

The manufacturing sector in Malaya* constituted only 14.8 per cent of
the GNP (1952)% and provided 7.5 per cent of the employment opportunities
(1947)*. Economic activities were mostly agriculture (especially rubber ) and
tin mining. These two sectors together contributed about 72 per cent of the GNP

(1952) and 69 per cent of employment (1947).

Malaya’s industrial activities were also closely associated with rubber
and tin, and were mainly primary commodity processing such as rubber milling

and packing, saw milling and tin smelting. Other industries were:

Handicrafts; which includes activities like attap making and rattan

ware, tailoring and dressmaking.
Food, drink and tobacco.

Engineeriﬁg;which includes railway workshops, dockyards, installation

and repair work, foundries and forges.

Other manufacturing; which includes bricks, tiles, rubber goods,

furniture, newspaper, printing and photography.

34 After 1963 Malaya became Malaysia and comprises Malaya (now called Peninsular
Malaysia), Sabah and Sarawak.

3 Federation of Malaya, Industrial Development Working Party Report, 1957, Appendix

I, Table F, page 52.

3  Lim, Chong-Yah, 1967. Economic Development of Modern Malaya, Kuala Lumpur,
Oxford University Press, Table 7.9, page 52.
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The growth of certain industries was the result of overseas demand; for
example concentrated latex, tin and pineapples. Other industries owed their

growth mainly to the expanding domestic market.

Figure 1.1 shows that in 1947 the handicrafts industry has the largest
number of employees. This is to be expected as this industry requires mostly
labour and little capital. On the other hand engineering and other manufac-
turing industries together employ about the same number of workers as the
handicraft industry while presumably using more capital because of the nature

of their activities.

Figure 1.1
Federation of Malaya; Workers Engaged
in Secondary Industries 1947 (Thousand)

I Handicraft

o Processing

Si Food, Drink and Tobacco
B Engineering

H Other Manufacturing

36.4

Source: Federation of Malaya, 1957. Report of the Industrial Development Working
Party. Kuala Lumpur, Government Printers, Appendix IV, page 59.

One interesting feature of industrialisation of that time was that many
new ventures were started for products which were relatively labour-intensive
and required little capital. However, failures among these new ventures were

common.; often the local products were unable to match the superior quality
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of imported goods. These new ventures were supposed to be the foundation of
Malaya’s industrial development. Noting these failures, the Industrial
Development Working Party recommended that a large amount of capital was
needed to develop the industrial sector, irrespective of the capital-labour ratio
used?. Thé report also warned that the introduction of capital would restrict

the scope for employment of unskilled labour?®.

There is no published data on capital usage in the manufacturing
industries during this period. The Industrial Development Working Party
estimated that even though there were considerable reserves of capital in the
country, only a small proportion was used for industrial investment®®. This lack
of domestic capital investment was compensated by foreign capital investment.
The World Bank Mission*® provided data on gross private capital formation. This
is shown in table 1.1. Since there is no breakdown of capital formation data
according to sector, the only conclusion that can be drawn is that the biggest

part of the capital increase was in the form of machinery and equipment.

During the pre-independence period, most establishments in the Malayan
manufacturing sector were small-scale family enterprises. The number of
workers employed in these enterprises was usually less than 20. Few of the
establishments had large—scale and highly capitalised production processes or

were funded by large amounts of capital.

Nearly 40 per cent of the workers in the manufacturing sector were
owners of the establishments or unpaid family members. This was especially
so in establishments with less than 10 workers. Hence, establishments of these

size used very little capital because the labour was cheap.

37 Federation of Malaya (1957), op. cit, page 6.
% Ibid, page 18.
% Ihid, page 20.

40 International Bank for Reconstruction and Development (IBRD), 1955. Report on The
Economic Development of Malaya, Baltimore, Johns Hopkins Press.
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Table 1.1
Gross Private Capital Formation, Malaya

($ Million)
1949 1950 1951 1952 1953

Fixed Capital Formation

Machinery, equipment, etc. 70 95 115 150 115
Commercial vehicles and :

vessels 15 20 50 65 50
New buildings 50 60 80 110 100
Agricultural and mining '

rehabilitation and

development (n.e.s.) 60 40 40 35 35
Rubber replanting 20 25 40 45 40

Total 215 240 325 405 340
Value of Physical Increase
in Stocks

Rubber -15 +30 -60 + 5 -10

Tin +40 -85 + 5 -5 +5

Other +45 =35 +20  +100  +30
Total +70 -90 =35 +100 +25

Total: Gross Private Capital
Formation 285 150 290 505 365

Source: International Bank for Reconstruction and Development, 1955. Report
on the Economic Development of Malaya, Baltimore, Johns Hopkins

Press.

The Industrial Development Working Party recommended that the
development of the Malayan industrial sector should be based on an import
substitution strategy, and thus be centered on the production of consumer goods.
The industries to be promoted were food processing, beverages, building
materials, textiles and pottery. These were recommended on the grounds that

the forecast population growth would provide the market for these products.
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Benham calculated the output for the Malayan manufacturing
industries4l. These figures included Singapore which was at that time part of
Malaya. It can be seen that in 1947 wood products industries were the most
important in terms of output. Next in terms of output importance was the
beverage industry. In 1949, beverage became the leading industry. Output

data for 1947 and 1949 are shown in figure 1.2.

Figure 1.2
Malayan M anufacturing Output 1947 and 1949

300 T

Key:

1. Pottery, glass and chemical products.
2. Foundries and metal industries.
3. Transport equipment and repair.
4. Weaving and dressmaking.
5. Food manufacturing.
6. Beverages.
7. Tobacco.
8. Wood products.
9. Printing and publishing.

10.  Rubber products.

11.  Others.

41 Benham, F., 1951. The National Income of Malava 1947-49. Singapore, Government
Printing Office.
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It is difficult to see whether the industry with the largest output
employed the biggest number of employees. One would have thought that the
wood products industry, which has the biggest output, employs the largest
number of workers. However, it is difficult to relate industry output to number
of employéés as this cannot be confirmed or otherwise by reference to the

published statistics.

1.2.2 The Period between 1957 and 1968

In the twelve year period, Malaysian economic growth was one of the
highest among non—Communist countries. In Asia, only Japan and Taiwan had
higher rates. Malaysian GDP grew at 6.4 per cent per annum during the
1960-1965 period. Rapid growth occured in spite of stagnating export earnings
and a sluggish rate of expansion in export volumes. The stagnation is due to

the fall in rubber prices and the failure of iron ore to increase its export volume.

The domestic demand provided the impetus for output growth. Domestic
output grew at 9.2 per cent while exports grew at 2.8 per cent (for 1960-1965).
Public investment, in the form of development expenditure, played a bigger role
than private investment in generating growth. The public investment grew at
28 per cent per annum while the private ones (mainly in planting of perennial

crops and import substitution manufacturing) at 5 per cent.

The government also encouraged structural economic changes but
diversification efforts had not yet substantially reduced the heavy dependence

on agriculture.

After independence, the government adopted a strong industrialisation
policy in response to the rapid population growth and the heavy dependence
of the economy on a few primary commodities. The agriculture sector was not
able to provide enough employment for a population which was growing at about
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2.5 per cent per annum*2. Fluctuation in prices of rubber and tin, the two
mainstays of the Malaysian economy, meant that diversification was needed

to stabilise revenue.

The "ﬁrst two economic evaluation reports of the Malayan economy were
done by the World Bank. The preliminary report called the “Report on the
Economic Development of Malaya”, was made in 1955 and has been discussed
earlier. The second report, called the “Report of the Industrial Development
Working Party 1957”, advocated the use of tax incentives to promote
industrialisation. The Working Party’s recommendations led to the 1958 Pioneer
Industries Ordinance. This ordinance also includes tariff protection and other

quantitative restrictions for imports.

During the period 1957 to 1965 the manufacturing share of GDP grew
by 4.1 per cent per annum and at 12.3 per cent per annum from 1965 to 1968.

In the same period, manufacturing employment grew at annual rates of 3.4 and
2.7 per cent respectively. This showed that manufacturing output or GDP grew
much faster than its ability to create employment.

Table 1.2 shows that from 1965 to 1968, the manufacturing sector’s share
of GDP grew at 6.2 per cent per annum (from 11.0 per cent to 13.2 per cent).
During the same period, the manufacturing employment share only grew at 2
per cent per annum (from 8.4 per cent to 9.1 per cent). The primary and tertiary

sectors performed much worse than manufacturing.

The primary sector only grew at 0.25 per annum while the tertiary sector
experienced a negative growth rate. During this period, both sectors (primary

and tertiary) reduced their employment share.

42 See Sidhu, M.S and Jones, G.W., 1981. Population Dynamics in a Plural Society:
Peninsular Malaysia, Kuala Lumpur, UMCB, page 35.
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Table 1.2
Peninsular Malaysia:The Composition of Gross Domestic Product
and Employment by Economic Sector, 1957-1968 ( in percentages)
1957 1965 1968
Sector
GDP EMP GDP EMP GDP EMP
Primary 45.7 61.3 39.6 54.9 39.9 54.6
Secondary 11.1 9.6 15.3 11.9 17.1 124
Manufacturing } 64 11.0 8.4 13.2 9.1
Building & } 11.1 3.2 4.3 3.5 3.9 3.3
construction }
Tertiary 43.2 29.1 45.1 33.5 43.0 33.0

Note: GDP = Gross Domestic Product

Department of Statistics, Monthly Statistical Bulletin, Kuala Lumpur,

Sources:

various issues.

EMP = Employment

Malaysia, Malaysia Plans, Kuala Lumpur, Government Printers, various

issues.
Lim, D., 1973.

nomi

n
1970, Kuala Lumpur, Oxford University Press, pagel12.
Wheelwright, E.L., 1965. Industrialisation in Malaysia, Melbourne University

Press.

Of the four sectors (primary; manufacturing; building and construction;

and tertiary) manufacturing registered the highest GDP growth rate but was

second in employment growth rate.

It is clear that the manufacturing sector had a dominant role in

generating economic growth,

an increasing share in GDP and a high GDP

growth rate. Unfortunately its impressive GDP contribution did not produce

comparable growth in employment opportunities, and this was one of the main

reasons for embarking on a change of the industrialisation policy.

1.2.2.1 Overview of the 1959, 1963 and 1968 Data

In 1959, the largest industry in terms of value added and employment
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was food production (table 1.3). This is not unexpected because immediately
after independence the manufacturing base was very small and food is a basic
requirement. Othér leading industries were mainly resource-based, such as
wood products, rubber products and tobacco. Even though food production was
still the leaaing industry in term of value added in 1968, other industries such
as chemicals and chemical products, non-metallic mineral products and printing,
publishing and allied industries had also became important. These new
industries can be regarded as more capital-intensive than the previous leading

industries which were mainly resource-based.

This pattern is also seen in manufacturing employment. Resource—based
industries and food production provided the biggest employment opportunities
in 1959 and 1963. The wood products industry became the largest employer in

the manufacturing sector in 1968.

When growth rates are considered, rather than absolute levels, the
picture is different, with higher growth rates achieved by the “new” industries
such as printing, publishing and allied industries, chemicals and chemical

products, non—-metallic mineral products, metal products and machinery.

1.2.2.2 Capital Intensity

Many measurements may be used as indicators of capital intensity; for

example:

1) Labour—output ratio.
ii) Capital-labour ratio.
iii) Value added per worker.
iv) Capital-output ratio.

v) Value added per unit of capital.

None of these are perfect for measuring capital intensity and discussion
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Table 1.3

Peninsular Malaysia: Value added and Employment for 1959, 1963 and 1968

Value Added ($’000) Employment Annual Growth Annual Growth
full and part-time workers per year Rate Rate
Industry of Value Added of Employment
1959 1963 1968 1959 1963 1968 (1963-68) % (1963-68) %

Food 103877.4 121935.8 251947.8 10694 13817 18937 12.8 54
Beverages 19636.2 -  24637.7 65221.2 1898 2221 2313 17.6 06
Tobacco Products 21698.4 53315.1 102708.6 3165 3925 4055 115 0.5
Textiles - 7624.6 35131.3 - 1364 5079 28.9 24.5
Footwear &Wearing apparel - 74717 13802.2 - 1240 3469 10.8 18.7
Wood Products 64175.1 92739.6 169850.7 8570 12028 19536 10.6 8.4
Furniture and Fixtures 6610.9 16045.3 18559.4 1154 2431 2777 3.6 2.2
Paper and Paper products - 5784.9 11185.3 . 612 1432 116 15.2
Printing, Publishing and Allied Industries 32595.3 55269.8 946528.8 4228 6938 9510 9.4 54
Leather and Leather Products - 1254.7 1787.8 - 196 346 6.08 9.9
Rubber Products 28624.5 434321 91622.3 5485 6883 8434 13.2 34
Chemicals and Chemical Products 28645.9 79216.9 142942.4 2073 4063 5746 10.3 5.9
Non-Metallic Mineral Products 249864 51873.6 111079.1 2710 4950 7213 13.5 6.4
Basic Metal Industries - 6771.7 38107.9 - 727 3061 334 27.1
Metal Products 18064.2 42896.2 70120.5 2508 5350 8026 8.5 6.9
Machinery 12622.5 27824.5 45248.2 2225 4181 6007 84 6.2
Electrical Machinery - 8871.7 37375.9 - 634 2143 27.1 22.5
Transport Equipment 307121 11269.8 33676.3 2549 1682 3615 20.0 14.8
Plastic Products - 3492.5 15052.2 - 588 1911 276 21.7

All other ! 206479 395302 826613 3548 1094 1260 . .

Note: 1 Includes Surgical and Medical Supplies Measuring, Controlling, Laboratory and
Scientific instruments, Musical instruments, Toys, Sporting and Athletic goods and product of petroleum.
(The industries included in this category varied from year to year)

Source: Department of Statistics, Census of Manufacturing Industries, 1959, 1963 and 1968.




of their weaknesses was extensive. For example, Bhalla*® highlighted the

problems faced when using these indicators.

For the years 1959 and 1963, data on capital (such as value of fixed
assets) are unavailable. Hence, for these years, only value added per worker

ratios are calculated (see table 1.4).

For the 1959 data, the value added per worker (V/L) measurement shows
the chemical and chemical products and food manufacturing to be industries
requiring the smallest number of workers; in other words, they are
capital-intensive. Likewise machinery, except electrical machinery, and rubber
products industries can be classified as labour—intensive. The ranking in the
middle range of the scale is very mixed. The reason for the different rankings
in each of the three years may be the measurement itself**. Another possible
cause is the nature of data; it is so aggregated that it groups sub—industries

which are labour-intensive together with capital-intensive ones.

In 1963, chemicals and chemical products, electrical machinery and
tobacco products were the most capital-intensive industries. The value added
per worker showed that textiles, plastic products, footwear, furniture and
fixtures and rubber products industries were labour—intensive industries, and

this follows the usual perception of these industries in other countries.

For the 1968 data, overall the ranking of capital-labour ratio correlates
quite strongly with those of value added per worker. (The Spearman’s rank
correlation between V/L and K/L is 0.764). Because of the reasonable correlation

between the two measurements, capital-labour ratio is chosen as the indicator

43 Bhalla, A.S. (ed.), 1981. hnol nd Employment in In
Approach, Geneva, International Labour Office.

4 See Stern,d .d.,1977.Th loyment Im fIn rial In nt; iminar
Report. World Bank StaffWorking Paper No: 255, The World Bank, WashingtonD.C.
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Peninsular Malaysia: Capital-Labour and Value Added Per Worker, 1959, 1963 and 1968

Table 1.4

Value Added per worker ($'000)

Capital-labour ratio

Industry

1959 1963 1968 1968
Food Manufacturing 9.71 8.85 13.33 12.26
Beverages 10.42 11.11 28.19 26.10
Tobacco Products 6.89 13.51 25.32 12.39
Textiles - 5.59 . 6.89 10.19
Footwear and other wearing apparel - 6.02 3.98 2.29
Wood products 7.46 7.75 8.69 5.36
Furniture and fixtures 5.7 6.17 6.71 3.05
Paper and paper products - 9.43 7.81 9.64
Printing, publishing and allied industries 7.75 7.94 9.9 8.49
Leather and leather products - 6.41 5.15 4.80
Rubber products 5.21 6.33 10.86 8.47
Chemicals and chemical products 13.89 19.61 25.00 33.63
Products of petroleum and coal - - 200.00 341.96
Non-metallic mineral products 9.26 10.53 15.38 23.71
Basic metal industries - 9.35 12.50 37.67
Metal products 7.19 8.0 8.77 73.51
Machinery except electrical machinery 5.68 6.66 7.52 5.25
Electrical machinery - 14.08 17.54 15.78
Transport equipment 5.85 7.14 9.34 15.92
Plastic products - 5.95 7.94 9.88
Other Miscellaneous Industries 5.81 35.71 11.56 9.26

Source: Department of Statistics, Census of Manufacturing Industries, 1959, 1963 and 1968,




of capital intensity. However, there are cases where the rankings between the
two measurements are very different, namely the tobacco products and metal
products industrieé. In those cases, the use of capital-labour ratio is chosen
because the ranking order of capital-labour ratio is considered much more

realistic than that produced by value added per worker.

By 1968, products of petroleum and coal has emerged as the industry
with the highest capital intensity. The metal product and basic metal industries
have changed from being quite labour-intensive (1963) to very capital-intensive.
Chemicals and chemical product and beverage industries have maintained their

capital intensity at about the same level.

At the other end of the ranking scale, industries such as footwear,
furniture and fixtures, machinery except electrical machinery, wood products

and rubber products are still very labour—intensive in 1968.

Food manufacturing and paper and paper products became more
labour—intensive; electrical machinery and plastic products became more

capital-intensive.

1.2.2.3 Growth Rates

In table 1.3, annual growth rates of value added and employment are
calculated for the period 1963 to 1968. Basic metal industries had an extra-
ordinarily high value added growth rate of 33 per cent per annum. Second came
textiles with 29 per cent; followed by plastic products and the electrical
machinery. Basic metal industries also had the highest employment growth
rate of 27 per cent. Interestingly, the three industries just mentioned between

them have the second, third and fourth highest employment growth rates.
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With the exception of footwear and leather production, in all other

industries the growth rate of value added exceeds that of employment.

It is unfortunate that the capital data is unavailable, and hence the
increase in value added cannot be linked with increase in use of capital. Growth
in the manufacturing sector from 1963 to 1968 required much capital because
the industries with highest value added growth rates were capital-intensive
industries. One example is basic metal industries which had the highest value
added growth rate and proved to be also a capital-intensive industry (ranked

3 in table 1.4).

Lim*® showed that the rate of employment increase in the manufacturing
sector was only half of the increase to value added. This figure is considerably
lower than expected by the First Malaysia Plan, 1966-70. Thus, the failure of
government planners to observe this empirical evidence allowed over—optimism
about the ability of the manufacturing sector to absorb labour. If the annual
growth rates of employment and value added had been compared, the planners
would have realised that the employment absorption capacity of the

manufacturing sector was low*®,

The manufacturing sector, in the period immediately after independence,
made a substantial contribution to the economy. It increased its GDP share
and recorded the highest employment growth rate. New industries were also
introduced. These proved to be “leading industries” in terms of their contribution
to value added and employment opportunities.' These leading industries were

textiles, electrical machinery and plastic products.

5 Lim (1973), op. cit, page 150.

46 In general, Lim’s conclusion prevails, but for a few industries, the two growth rates are
almost equal, for example the textile, wood products, rubber products and electrical
machinery industries. The growth rates in table 1.3 differ from Lim’s in time
coverage and measurement of growth.
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L2.3 The Period from 1968 fo the Present,
1.2.3.1 Macroeconomic performance

The 1970s v&ere a time of rapid growth and structural transformation of
the Malaysian economy. The GDP grew at 7.8 per cent per annum during
1971-1980. The government introduced the New Economic Policy (NEP) in 1970
which has twin objectives; poverty eradication and the restructuring of
Malaysian society. Rapid economic growth is necessary for successful

implementation of the NEP.

The government diversification efforts resulted in structural changes in
the economy. Manufacturing grew quickly and new crops (such as oil palm)
became increasingly important. The petroleum sector was a big new economic

presence.

Both domestic and external demand provided the thrust for the overall
expansion of output during the decade. During 1971-75, public sector
.development expenditure was the main source of growth and provided
counter—cyclical stabilisation during years of low exports and private
investment. - However, external sector demand accelerated during 1976-80 and
induced a significant increase in output. Domestic demand also increased

considerably providing additional stimulus to grbwth"’.

Exports grew at 7.6 per cent per annum while domestic consumption grew
at 8.4 per cent during 1971-80. Total public investment increased at the rate
of 12.6 per cent per annum. While, during 1971-75, a major proportion of public
development expenditure was for investment in construction related activities,
the major thrust of the public sector effort during 1976-80 was on projects

directly connected with the NEP. Private investment grew at about the same

47 Fourth Malaysia Plan, page 16.

51



rate (12 per cent) and was largely stimulated by the expansion of external
demand and through the availability of funds (domestic saving and foreign

| capital).

During the decade, Malaysia’s balance of payments position continued
to be favourable, despite fluctuation in the world economy and slower economic
growth amongst Malaysia’s trading partners. The trade balance in the
merchandise account recorded a sgrplus of $ 22 billion for 1976-80 compared

with a surplus of $ 4 billion for 1971-75.

The only unfavourable development during this period was the increasing

inflationary pressure.

Following the oil price boom in 1979/80, the government embarked on
an ambitious expansion programme, driving total capital formation to a peak
of 38 per cent of GNP. Although this protected the economy against the global
recession in 1981-82, it led to unbalanced growth and to high fiscal and current

account deficits.

Expansionary fiscal policy, coupled with a property boom, sustained
growth through 1984. However, pressures were accumulating; real wages rose
faster than productivity, the real exchange rate appreciated; property prices

soared; and total public debt was approaching the same level as GNP.

1985 and 1986 saw Malaysia’s deepest recession. The government took
drastic measures to pull the economy out of the recession and to correct the
imbalances. The recovery began in 1987; the economy grew at 6-7 per cent in
1988 and growth was led by the mahufacturing sector. This period also saw
the result of structural changes introduced over the years — the manufacturing
sector overtook agriculture as the main contributor to GDP. However, the
recovery may be short—-term because it is too dependent on external factors and

furthermore domestic private investment is very low and unemployment is high.
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1.2.3.2 Structural Change

During 196§ to early 1980s, the manufacturing sector in Malaysia grew
quickly, in terms of both output and emplbyment‘“, and also its structure
changed because of new incentives. The 1968 Industrial Incentive Act
encouraged the formation of export—oriented industries. In addition, multi-
national companies moved some of their production to lower wage countries,
such as Malaysia. Thus Malaysia became a major producer of a few specialised

products.

In 1970, the leading sub—sectors in terms of employment were, (in
reducing order of importance) foodvmanufacturing, wood products, and printing,
publishing and allied industries. In use of capital, the ordering of industries
is slightly different from that of employment; it being food manufacturing

industries, chemical products, non-metallic and basic metal products.

The manufacturing value added breakdown also showed a similar pattern
in 1970. The same is true of the pattern of employment and capital usage (see
table 1.5). The largest contributor of manufacturing value added was the food
manufacturing industry. More detailed analysis indicates that more than half
of the value added is generated by palm oil processing. In recent years, following
a concerted effort by the government, Malaysia has become one of the world’s
largest producers of palm oil. Hence it is encouraging to note that this
agricultural product has also become important in the manufacturing sector.
Another resource-based industry that has'inci‘eased its share of value added

is rubber products.

The most remarkable change was found in electrical machinery. From
being an insignificant contributor of employment and value added in 1970, it

became one of the most important in 1979.

48 Hoffman and Tan (1980), op. cit.
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Table 1.6

Peninsular Malaysia: Distribution of Capital, Employment,and Value Added in the Manufacturing Sector
for the years 1970 and 1979 (in percentages)

2%

1970 1979
Industry
Capital Employment Value Added Capital Employment -Value Added
Food Manufacturing’ 134 13.0 16.1 20.7 125 19.3
Beverages 38 - 1.8 3.6 2.3 1.2 25
Tobacco Products 31 1.8 7.2 2.1 16 2.6
Textiles 4.3 5.3 2.3 10.8 89 5.8
Footwear and other wearing apparel 0.8 3.8 1.1 1.2 4.5 1.5
Wood products? 4.7 174 10.0 9.4 12.2 9.9
Furniture and fixtures 0.4 1.3 0.8 0.7 1.7 0.7
Paper and paper products 1.3 1.7 0.8 13 14 0.9
Printing, publishing and allied 4.8 7.5 6.2 33 ) 4.3 3.6
industries
Leather and leather products 0.3 0.4 0.2 0.1 0.2 0.1
Rubber products® 4.1 5.6 44 6.4 72 9.8
Chemical and chemical products 10.7 4.6 9.4 5.6 3.3 6.1
Products of petroleum and coal 6.7 0.3 35 1.6 0.1 3.5
Non-metallic mineral products ' 8.9 1.3 6.9 6.5 3.7 4.1
Basic metal industries 8.1 2.2 2.8 31 2.0 2.1
Metal products 3.8 5.2 3.8 3.6 45 3.8
Machinery except electrical 1.2 4.6 25 2.1 34 3.1
machinery

Electrical machinery 3.0 2.1 2.8 8.4 174 12.5
Transport equipment 3.5 3.2 31 5.2 3.6 3.6
Plastic products 1.7 2.8 1.2 2.5 3.2 1.9

Notes: 1 = Palm oil refining included.
2 = Sawn timber included.
3 = Rubber processing excluded

Source: Department of Statistics, Survey of Manufacturing Industries, 1970.1979,




Table 1.5 also shows how the distribution of capital changed a lot in the
manufacturing sector. Industries like food manufacturing, chemical and
chemical products','. basic metals and non-metallic mineral products, which
absorbed the most capital in 1970, had their share of capital lowered in 1979.
New indusfries like textiles, wood products, electrical machinery and transport
equipment gained a bigger share of capital. The increased share of cépital for
textiles and electrical machinery coincides with their increased share of value
added. Even though textiles is classified as a labour-intensive industry, its
increased share of capital was dueA to a big increase in production from 1970 to

1979. The same is true of electrical machinery.

Government action in the wood and transport equipment industries is
the probable reason for higher use of capital. During the period 1970 to 1978,
Malaysia became a major producer and exporter of wood products, (sawn logs
and plywood), as a result of opening new logging areas by the government.
Through government import substitution policy, local assembly of motor vehicles
was encouraged. High tariffs and duties were imposed on imported motor

vehicles.

Two industries emerged from virtually nil to positions of importance
between 1970 and 1979, namely electrical machinery and textiles. Older
resource—based inciustries such as palm oil processing, wood and rubber products
also played a bigger role. As a result the pattern of manufacturing employment,

capital and value added was altered.

The above industries are now major providers of employment, use more

capital and contribute a big share of value added.

1.2.3.3 Capital Intensity

The capital-labour ratios (table 1.6) show that generally industries have
higher ratios in 1979 than in 1970. However, some industries that were very
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capital-intensive in 1970 have lower capital-labour ratios in 1979, for example

non-metallic mineral products, petroleum products and chemical products.

In 1979 when using the capital-labour ratio as the indicator of cai)ital
intensity, petroleum and coal products remains easily the most capital-intensive
industry in the Malaysian manufacturing sector, albeit with a declining capital—
labour ratio. One possible explanation is that while capital has reduced slightly
because of depreciation (assuming no new refineries were built), employment
has increased. Other very capital-intensive industries are non-metallic mineral
products, chemical products and basic metals. The leading industry in
non-metallic mineral products is cement and in chemical products the leaders
are fertilizers and pesticides. All of these processes are usually accepted as

being very capital-intensive.

The industries identified in 1979 as being capital-intensive do not differ
from those identified in the period 1959 to 1968. Similarly the industries
identified as being labour—intensive in 1979 are more or less the same as those
identified in 1968. They are; footwear and wearing apparel, wood products,

furniture and fixtures and machinery.

Electrical machinery, in 1979, has become very labour-intensive (in
1970, its ranking was in the middle of the scale). The reason is the
establishment of electrical and electronic components firms whose main activity
is assembly of components, using large numbers of unskilled female workers*.
Thus, the electrical and electronic components industry is, at first sight, a case
of successful industrialisation. This industry has increased its output and its
contribution to manufacturing value added and at the same time, has provided

employment.

499  See Cheong K.C. et al, 1981. “Comparative Advantage of Electronics and Wood-

Processmg Industrxes in Malaysia”, Comparative Advantage of Manufacturing
Industries Series No.7, Institute of Developing Economies, Tokyo, page 48.
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Table 1.6
Peninsular Malaysia: Capital-Labour and Value Added Per Worker
for 1970, 1976 and 1979
Capital-labourratio Value-added per worker
Industry
1970 1975 1979 1970 1975 1979

Food Manufacturing 14 23 25 17 22 27
Beverages 28 26 28 28 34 35
Tobacco Products 23 14 20 55 23 28
Textiles n 22 18 6 7 11
Footwear and other wearing apparel 3 4 4 4 5 6
Wood products 4 12 12 8 8 14
Furniture and fixtures 4 8 6 8 7 7
Paper and paper products ' 10 3 14 7 11 12
Printing, publishing and allied industry 9 10 12 12 12 14
Leather and leather products 10 4 6 7 5 7
Rubber products 10 13 13 11 15 23
Chemicals and chemical products 31 28 26 28 25 31
Products of petroleum and coal 288 196 188 161 158 471
Non-metallic mineral products 90 42 27 72 14 19
Basic metal industries 49 30 24 18 16 19
Metal products 10 12 12 10 11 14
Machinery exceptelectrical machinery 3 8 9 8 13 16
Electrical machinery 19 8 7 18 13 12
Transportequipment 14 10 22 13 10 17
Plastics 8 12 12 6 7 10
AllManufacturing 13 15 15 14 13 17

Source: Department of Statistics, Survey of Manufacturing Industries, 1970, 1975, 1979.

The reverse trend is shown by rubber products, plastic and machinery,
where new technologies probably required more capital. This is especially true
in the machinery industry where one of the main activities is the manufacture

of air—conditioners.

The second indicator for capital intensity is Lary’s index, that is value
added per worker. Like the capital labour-ratio, this indicator also shows that
petroleum and coal industry is the most capital-intensive. Another observation
linking labour—capital ratio and value added per worker is that they are both
moving in the same direction. In other words, if the capital-labour ratio
indicates that an industry has become more labour—intensive, the same trend

can be detected in the value added per worker, which falls.

The two capital intensity indicators; namely capital-labour (K/L) and

value added per worker (V/L) ratios have a strong correlation. For 1979, the
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Spearman’s correlation coefficient between K/L and V/L is 0.84. The two
indicators showed a similar direction and ranking position. Hence either one

of the indicators can be used as measure of capital intensity.

1.2.3.4 Wage and Non-Wage Share of Value Added

Another characteristic of the manufacturing sector that confirmed the
relative importance of capital is the share of wage and non-wage components
in industries’ value added. Table 1.7 refers. For most of the industries, the
non-wage share is greater than that of wage in all the four years selected; 1970,
1979, 1985 and 1988. The exceptions are textiles, footwear, furniture, wood
products, painting and leather products. Even in those industries, the non-wage
and wage shares were about the same; wage was much greater than non-wage

in none of the industries.

Although the high non-wage share of value added has shown that capital
contribution is greater than labour and the capital-labour ratio is increasing
(as shown in the previous section), the share of non-wage value added vis-a-vis
wage share only increased slightly over the period 1970-1988 (see table 1.7).
About half the industries still have wage share of more than 30 per cent of the
value added. The rapid structural transformation experienced by the
manufacturing sector in the 1980s did not result in drastic change in the pattern
of wage and non-wage contributions, as shown by the marginal increase of the

latter.
The largest non-wage share in value added can be found in petroleum

products, tobacco, beverages and non-metallic mineral products industries.

The unchanged pattern of value added share proves that capital

contribution is important in Malaysian manufacturing between 1970 and 1988.

1.2.3.5 Comparison of Growth Rate

The manufacturing sector output grew quickly during the period 1970 —

1979. Most industries registered growth rates of at least 8 per cent per annum
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Table 1.7
Peninsular Malaysia: Wage and Non-Wage Share of Value Added,
11970, 1979, 1985 and 1988 (in Percentages)
Share of Value added
1970* 1979 1985 1988
Industry Wage Non- Wage Non- Wage Non- Wage Non-
Value Wage Value Wage Value Wage Value Wage
Added Value Added Value Added Value Added Value
Added Added Added Added
Food Manufacturing 21 79 16 84 24 76 21 79
Beverages 19 81 16 84 19 81 20 80
Tobacco Products 14 86 16 84 11 89 15 85
Textiles 40 60 30 70 49 51 34 66
Footwear & other wearing apparel 47 53 47 53 57 43 48 52
Wood products 44 56 33 67 53 47 39 61
Furniture and fixtures 48 52 50 50 52 48 49 51
Paper and paper products 34 66 32 68 34 66 29 n
Printing, publishing
and allied industries 37 63 39 61 42 58 45 55
Leather and leather products 30 70 39 61 48 52 45 55
Rubber products 38 62 18 82 31 69 22 78
Chemicals and chemical products 20 80 20 80 26 74 22 78
Products of petroleum and coal 12 88 4 96 11 89 15 85
Non-metallic mineral products 24 76 26 74 24 76 21 79
Basic metal industries 29 71 30 70 30 70 28 72
Metal products 38 62 29 71 41 59 39 61
Machinery exceptelectrical .
machinery 48 52 31 69 47 53 31 69
Electrical machinery 26 74 31 69 36 64 34 66
Transport equipment 35 65 32 68 37 63 21 79
Plastics 36 64 31 69 35 65 - 32 68

Note: * = The 1970 data is taken from Tan,T.N., 1973. Import-substitution and Structural Change in the West
Maelaysian Manufacturing Sector 1959-1970, M.Ec Thesis, University of Malaya, Appendices VandVI,
pages 308-310.

Source: Department of Statistics, Survey of Manufacturing Industries, ,1979,Industrial Survey, 1985, 1988.

while some industries like electrical machinery and rubber products grew at
35 and 28 per cent respectively (table 1.8). The output growth was accompanied
by growth in capital and labour. Usually capital had a higher growth rate than
labour but exceptions can be found in quite a few industries, namely tobacco
production, leather products (which has a negative capital growth rate), chemical
products, non—metallic mineral products, basic metal products and electrical

machinery.
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Table 1.8
Peninsular Malaysia: Growth Rates of Labour, Capital and Output,
. 1970 - 1979
v Rate of Growth
Industry (1970 - 1979)
| Labour  Capital Output
Food Manufacturing 10.3 17.3 17.3
Beverages 6.4 6.5 9.8
Tobacco Products ' 9.5 7.8 2.3
Textiles 14.5 23.1 22.1
Footwear & other wearing apparél 124 17.6 16.2
Wood products 6.8 10.5 13.7
Furniture and fixtures 13.8 16.8 9.3
" Paper and paper products , 8.6 12.1 13.3
Printing, publishing and allied industries 4.7 8.2 8.2
Leather and leather products 3.4 -0.9 2.2
Rubber products 13.6 174 28.3
Chemicals and chemical products 7.2 5.2 9.7
Products of petroleum and coal 1.6 9.7 19.4
Non-metallic mineral products 22.7 8.7 11.6
Basic metal industries 9.4 2.0 12.9
Metal products 9.1 11.8 13.2
Machinery except electrical machinery 7.4 18.6 174
Electrical machinery 36.6 24.5 25.4
Transport equipment 12.1 16.8 12.3
Plastics ; 12.2 16.6 19.7

Source: Department of Statistics, Survey of Manufacturing Industries, ,1970, 1979.

Even though capital generally outgrew labour, there were several
industries where the opposite was true and which may therefore have been major
sources of employment, namely chemical products, non—-metallic mineral
products, basic metal industries and electrical machinery. (The labour growth
of electrical machinery, which was at a phenomenal rate of 37 per cent, was 2
points more than its output growth rate. This industry also has the highest

capital growth rate.)
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The main feature of the period 1968 to 1979 was the establishment of a
small number of industries that quickly become very important in terms of
output, value addé_d and employfnent. These industries developed because of
government incentives (electrical and electronic components), or demand and
market facfors (textiles, cement, plastics) or the availability of raw materials

(palm oil manufacturing, wood products and rubber products).

1.3 Import Substitution and Export-oriented Industries

Industrial development is influenced by trade regimes, such as incentives,
tariffs, taxes and quotas imposed by the government. Therefore, it helps to study
industrial development by looking at trade categories. This will be done by

classifying industries as import substitution or export—oriented®.

Several measurements have been used for classifying industries as import

substitution or export-oriented®. In this study we will use a ratio of residual

between domestic output and domestic consumption®.

Statistic: T, = C,-P

where C, = domestic consumption

P, = domestic production

%  For the explahation of differences between the “export-oriented”, “export-promotion”,
“export-led” and “outer-oriented” concepts, see Mohamed Ariff and Hill, H., 1985.

Export-Oriented Industrialisation: The ASEAN Experience, Allen and Unwm

Sydney. For the Malaysian case, the “export-oriented” concept is considered most
appropriate.

51 See for example: Desai, P., 1969, “Alternative Measure of Import Substitution”, Qxford

Economic Papers (New Series), Vol. 21 and Hoffman, L. and Tan, T.N., 1971. “Pattern
of Growth and Structural Change in West Malaysia’s Manufacturing Industry 1959-

68", Kajian Ekonomi Malaysia, Vol. VIII, December.
52 Krueger, A.O., Lary, H.B., Mason, T. and Akrasanee, N., (eds), 1981. Trade and

Em plgxmg t in Devel Qp ng Countries: Individual Smd ies, Vol. 1, Chicago, The

University of Chicago Press for National Bureau of Economic Research.
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T, is then compared with a pre determined value, namely X. X takes
three values: X, X, and X,. An industry is classified as export—oriented if T, <
X,; import competing if X, < T, < X,; and non—competing if X, < T, < X,

The value of X, is usually zero. If an industry is an export—oriented one,
its production is always greater than consumf)tion. Therefore the industry’s

Ti will be negative.

The value of X, varies in the range of 0.5 — 0.99, depending on the degree
of disaggregation at which the analysis was conducted. If the industry represents

a nonhomogeneous product group, X should take a value close to the upper limit.

When the industry is non—competing, X, would necessarily be 1.0 because

there would be no domestic production (i.e P, = 0)

The “T statistic” produces three classifications. The first is “export—
oriented”, where the growth of output is due to external demand, and the
majority of production is for export. The second is called “competing— import”
where domestic production can only survive with protection. (These are
commonly called import substitution industries). The third is “non—competing

imports”, where there is no domestic substitute available.

This classification is shown in table 1.9. In 198l, the export—oriented
industries were: food manufacturing; tobacco; footwear and wearing apparel;
furniture; wood products and rubber products. The first four of the above
industries were import substitution industries in 1970. The change in food
manufacturing may be caused by palm oil which has become one of Malaysia’s
major exports. Clothing did the same for the footwear and wearing apparel
industry. The wood and rubber products are traditional export—oriented
industries (their positions remained unchanged from 1970) their main exports

being sawn timber and rubber tyres and tubes respectively.
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Ariff® calculated the source of manufacturing growth using Hoffmann
and Tan’s method. The resulting categorization of industries according to source
of growth is slightly different from that in table 1.9. For example, Ariff identified
rubber products as non-competing whereas it is export-oriented according to
the “ T statistic”. One possible reason for the difference is that Hoffmann and

Tan use the difference between two periods while the “T statistic” does not.

Some of the classifications in table 1.9 raise further questions. For
example, it is a popular belief that textiles is an export—oriented industry but
it is identified here as import—competing. Two explanations may be put forward.
The first one is that the textile industry’s imports are actually twice its exports;
the industry has to import much of its intermediate input (equipment, fibres,
cotton). Hence, the overall result, after taking into account the difference
between exports and imports, is that the industry is competing—imports rather
than export—oriented. The second explanation is the level of disaggregation.
The industries presented so far are very aggregated and within some industries
very different tradeable products are grouped together. Batek making and
knitting mills products a‘re for export while dying, bleaching and printing and
natural fibre spinning products are for domestic consumption. Further examples
can be found in food production; most of the items under this category are either
imported (butter, ‘dairy products) or produced for local consumption (biscuit,
rice). But the biggest value item in this industry is palm oil which is mainly
for export. If export-oriented palm oil is removed, the remaining food production

industry will be import substitution.

Another example is the electrical and electronic industry. Malaysia is

one of the largest exporters of electronic components, especially semi—conductors.

8  Mohamed Ariff, KA., 1974. “Industrialisation in Peninsular Malaysia: An Empirical
Analysis of Import Substitution and Market Expansion” in Suzuki. N (ed), Asian

Industrial Development, Proceedings of the Symposium in Appraisal of Import
Substitution and Prospects of Export Oriented Industrialisation with Special

Reference to Southeast Asia.
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Table 1.9
Peninsular Malaysia: Classification of Industries According to Trade Orientation
1970 1981 T Statistic
Industry
Output Domestic Output Domestic 1970 - 1981
Consumption Consumption
Food Manufacturing 843.56 1251.17 10042.92 7370.53 0.325 C -0.362 X
Beverages 79.09 88.45 717.32 737.78 0.105 C 0027 = C
Tobacco Products 274.66 247.82 958.17 883.81 0.108 C -0.084 X
Textiles ' 97.69 272.35 1477.59 1739.29 0.641 NC 0.150 C
Footwear and other wearing apparel 39.52 45.27 720.78 288.28 0.127 C -1.500 X
Wood products 329.95 272.86 2809.44 1170.54 -0.209 X -1.400 X
Furniture and fixtures 28.48 33.95 286.02 247.22 0.161 C -0.156 X
Paper and paper products 34.23 125.07 323.79 761.09 0.726 NC 0.574 NC
Printing, publishing and allied industry 143.53 163.84 898.54 961.23 0.123 C 0.065 C
Leather and leather products 7.30 8.81 25.66 28.55 0.171 C 0.101 C
Rubber products 119.52 109.62 1341.52 1236.52 -0.091 X -0.085 X
Chemicals and chemical products 275.39 489.61 1625.06 3210.26 0.797 NC 0.493 NC
Products of petroleum and coal 173.17 231.15 4120.73 5935.43 0.564 NC 0.308 NC
Non-metallic mineral products 148.05 169.08 1599.34 1776.04 0.124 C 0.099 C
Basic metal industries 104.95 290.89 994.69 2292.29 ' 0.639 NC 0.566 NC
Metal products ‘ 140.46 223.40 1343.42 1646.77 0.371 NC 0.184 C
Machinery except electrical machinery 73.63 418.73 978.51 3383.07 0.824 NC 0.711 NC
Electrical machinery 96.16 200.65 4535.87 5153.04 0.521 NC 0.119 C
Transport equipment 127.23 505.22 1292.82 2983.32 0.748 NC 0.566 NC
Plastics 39.45 40.97 595.93 597.31 0.037 C 0.002 C

Note: 1. The outputand domestic consumption data isin million $. The 1970 data is taken from Tan, T.,N., “ Import Substitution and Structural Change in the
West Malaysian manufacturing Sector 1959-1970”, M.Ec. Thesis, University of Malaya, 1973,(unpublished) Appendix V &VI, p 308-310. The
consumption data for 1981 is taken from Survey of Manufacturing Industries, 1981 and Annual Statistics of External Trade for Peninsular Malaysia,
1981, both published by the Malaysian Department of Statistics.

2. X =Export-oriented i_ndustry NC = Non-competing im;iorts industry C = Competing imports industry

Source: Department of Statistics, Survey of Manufacturing Industries, 1970,1979; Census of Manufacturing Industries., 1981, Annual Statistics of External Trade
for West Malaysia; 1981,vol I and II.



Yet when this trade is aggregated with others like household electrical goods
and cables and wires, they turn the industry into an import—competing one.
Another often forg;)tten fact is that imports are very high for the electrical and
electronics industry; in fact higher than exports. Many components for
household electrical goods are imported, and then assembled here. Thus it is
reasonable to suggest that overall the electrical and electronic industry is an

import substitution one.

Classification of the petroléum and coal industry needs explanation. It
is felt that the 1970 classification as a non—competing import industry is correct.
However, the 1981 “T Statistic” shows that it should be an import competing
one. We feel that the classification should remain as in 1970. The reason for
the change in the “T” value is that during the early 1980s, the government
increased the production of oil in order to finance its increasing expenditure.

Thus the numerator in the “T Statistics” became smaller.

Although this “T statistic” has produced results that are different from
other studies, it is still preferred because it only uses the difference between
domestic consumption and production. Its weaknesses lie in the aggregative
nature and in the difficulty of matching trade (exports and imports)

classifications with those of industrial sectors.

Analysis will be made at a more disaggregated level in chapters 6 and
7, to give better insight into the two industries selected for more detailed study,

namely textiles and electrical/electronic.

1 Intensi I itution and Expor
In ri
On average, export—oriented industries have lower capital-labour ratios
than import substitution ones (see table 1.10). However, the distribution of these
ratios for export—oriented industries is rather extreme. Three out of the six

export—oriented industries have quite high ratios while the other three are very
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low. Footwear and wearing apparel industry, one of the export—oriented ones,
is the most labour-intensive industry in the Malaysian manufacturing sector.
High labour intensity in export—oriented industries is consistent with the factor
proportion theory and is expected because Malaysia’s competitive advantage is
supposedly.her lower labour cost. This labour advantage makes the wearing
apparel, wood products and furniture industries very competitive in the world

market.

The distribution of the import substitution industries’ capital-labour ratio
is much more balanced. Most of these ratios lie between 10.0 and 20.0 (table
1.10). Among these industries electrical and electronic machinery has the second
lowest capital-labour ratio, probably because the main product of this industry
is semi—conductors where certain steps in the assembly process, as recently as
1983, could be done manually. On the other hand, there are import substituting
industries which are very capital-intensive. These are the non-metallic
industry (the main product is cement, of which freight is a high proportion of
cost) and the beverages industry (activities like distilling and bottling require

a high input of capital).

Most non—competing import industries have a high capital-labour ratio,
because of the high technology used in production. Usually imported technology
is used, for example in motor vehicle assembling, manufacturing of machinery,

and iron and steel.

When comparing the 1983 capital-labour ratios with those of 1979
(tables 1.6 and 1.10), the general trend is upwards. Only a few industries,
such as textiles, clothing, furniture and leather have become less
capital-intensive. However, the share of labour and capital in output gives a
slightly different picture. Labour share rose except for machinery industry. For
capital share the movements are a bit mixed. For those industries that have
become more labour—intensive only textiles and leather registered a lower share

of capital. Surprisingly some industries which showed a higher capital-labour
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ratio like paper products, non—metallic mineral, basic metal and transport

equipment, have a lower share of capital.

The increase of labour share should be interpreted with care because
during the -period 1970 to 1979, wages in the manufacturing sector increased
on average at 6 per cent per annum®. Hence the increased share may not be
as high as the data shows because this increment is affected by both the number
of workers and increased wages. The answer to the conflicting trends of capital
share (in which some industries have a decreased share) and the higher
capital-labour ratio lies in the variables used in the measurement. For the
capital-labour ratio, labour is measured by the number of workers per year

whereas in calculating the share of labour, wages paid is used instead.

Table 1.10 shows another measurement of capital intensity, namely, the
value added per worker. When this ratio is ranked and then compared with
the ranked capital-labour ratios, the result is similar to that in section 1.2.2

(the period 1957 to 1968).

In summary, it was shown that export—oriented industries performed
better than import—substituting ones in terms of employment creation.
Export—oriented industries had lower capital-labour ratios. Thus, it seems that
the switch of industrialisation policy from import substitution to export—oriented

is justified.

5  SeeSoon,L.Y.,1986. Wages and Labour Welfarein Malaysia: An Analysis ofthe Impact
of Export-led Industrialisation, Faculty of Economics and Administration, University
of Malaya, Kuala Lumpur, unpublished.
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Table 1.10

Peninsular Malaysia: Comparison Between Capital Intensity, Share of
Labour and Capital, in Output and Trade Orientation
of the Manufacturing Industries, 1983.

Capital-  Value-added Share of Output Trade
Labourratio PerWorker Orientation
Labour% Capital%
Food Manufacturing 36.31 20.68 34 25.1 X
Beverages 50.89 458 9.8 58.2 c
Tobacco Products 33.48 58.36 4.4 222 X
Textiles 15.22 8.67 13.3 469 C
Footwear and other wearing apparel 4.37 5.47 18.6 26.2 X
Wood products 13.91 10.08 14.1 418 X
Furniture and fixtures 7.55 7.85 19.8 38.1 X
Paper and paper products 26.41 14.11 11.2 63.8 NC
Printing, publishing and allied 14.93 19.92 19.9 36.8 (o}
industries
Leather and leather products 10.34 9.68 11.6 38.9 C
Rubber products 23.24 20.61 114 50.8 X
Chemicals and chemical product 33.19 32.44 82 353 NC
Products of petroleum and coal 28291 142.29 0.7 144 NC
Non-metallic mineral products 44.13 22.29 59 41.6 C
Basic metal industries 52.98 27.92 4.4 30.6 NC
Metal products 19.31 16.38 10.7 36.4 C
Machinery except electrical 15.00 17.89 12.5 29.5 NC
machinery
Electrical machinery 11.87 13.69 9.5 21.6 C
Transportequipment 23.73 22.47 11.4 39.8 NC
Plastics 15.51 11.01 12.1 47.9 C
Note: X = Export-oriented industry C = Competing imports industry
NC = Non-competingindustry.

Source: Department of Statistics, Survey of Manufacturing Industries, 1983.
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Chapter 2

TRADE POLICY

2.1 Introduction

The comparative advantage theory is a logical and convincing reason to
encourage trade between countries. A country should concentrate on producing
and trading goods which it has in abundance. Goods are thus produced
efficiently and trade grows. The effect is a corresponding increase in a country’s

output and economic growth.

However, for many countries achieving independence in the past 40 years
the opposite concept, that economic growth could be obtained without external
dependence, also had its attraction and many of them adopted an import
substitution strategy. Trade policies were used to encourage domestic

production; the most common instrument being import tariff.

Although countries pursuing an import substitution policy initially
achieved growth, it could not be sustained especially after the “easy—import
substitution” phase! . There were also some negative aspects of the strategy;
protected inefficient industries, distortions in resource allocation and heavy

dependence on imported inputs.

Because of these shortcomings countries then began to look for another

strategy that could offer sustained economic growth. Export—oriented strategy

1 “Easy-import substitution” is usually associated with setting up of industries that
produce basic consumer goods.
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proved in many cases to be the answer?. Its main instruments are the
antithesis of import substitution — minimum protection and liberalisation of

exchange rates. Malaysia has followed this course to an extent.

We begin the chapter by noting the various trade instruments. Section
2.2 examines trade instruments to identify the pattern and degree of import
substitution and export—orientation. Among the instruments discussed are
tariff, exemption from import duties, duty drawback facility, import restriction
and quota and exchange rates. Section 2.3 analyses the changes introduced
in trade strategy since Independence in 1957. The analysis shows that trade
policy was initially used to promote import substitution but was later liberalised
to encourage exports. This change took place quite easily because the degree
of protection was not extreme. The effects of trade policy on employment are
then examined through its influence on the cost of factors of production.

Section 2.4 quantifies this effect on the cost of capital.

Since the effects of trade policy are analysed only through changes in
cost of capital, a discussion on Malaysian labour is provided for reference in
section 2.5. The Malaysian labour market is found not to be very competitive.
Wages do not generally respond to market forces and real wages have been
increasing. Changes in capital and labour costs will influence the demand for

labour through the relative factor price mechanism.

2.2 History of Malaysian Trade Policy

Bruno® suggested that countries develop according to a trade pattern

which has five phases:

2 Examples of economic success through export-oriented strategy are found in Asian
Newly Industrial Countries and Brazil.

3 Bruno, M., 1978. “Short-Term Policy Trade-Offs Under different Phases of Economic
Development” paper presented to Symposium on “Past and Present of the World
Economic Order”, Stockholm, August 25-27.
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Phase I - Imposition of quantitative restrictions on imports.

Phase II - Quantitative restriction is still an important instrument for

Phase III -

Phase IV -

Phase V -

protection but the control mechanism becomes complex and is
supported by supplementary price measures, tariffs and export
rebates. Even when there are export subsidies, the effective
exchange rate on exports is always lower than on imports, which
are highly protected.

Rationalisation of import tariffs; some tariff subsidies are replaced
by formal parity changes. These may take the form of a devalua-
tion—cum-liberalisation package accompanied by external grants
to facilitate expansion of imports.

This a successful culmination of Phase III liberalisation efforts.
There is much greater uniformity of incentives. Inter alia, the
effective exchange rate on exports is equated to that on imports.
There is full convertibility on current account and no quantitative
restrictions. There is a pegged exchange rate in equilibrium or
a flexible rate regime. Monetary and fiscal policy are employed
as instruments to achieve payments balance, instead of reliance

on an exchange control mechanism.

Because of the nature of its economy, Malaysia did not strictly follow

this pattern. Even before Independence, Malaysia was an open economy and

much of its development was attributed to trade. During the pre-Independence

period the mainstays of the Malaysian economy were its primary commodity

exports — rubber and tin. Imports, especially from the United Kingdom were

easily available. Since the pre~Independence period Malaysia continues to be

an open economy, for example in 1986 exports were equal to 57 per cent of Gross

Domestic Product while imports were 51 per cent.

This open-ness, especially in the pre-Independence period, resulted in

tariffs being charged at a minimal level, mainly for revenue purposes. However,
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after Independence (1957), tariffs were regarded as a tool to promote
industrialisation. Very few quantitative restrictions were used. Tariffs were
mostly for import substitution goods. Malaysia started its export—oriented
industrialisation after 1968. This was done by giving fiscal incentives to new
investments and encouraging specific industries (which were different from the
existing import substitution ones). Reduction of tariffs was done very gradually.
There was no liberalisation of the foreign exchange rate to help export

promotion because it was already relatively free from government interference.

Because the tariffs in Malaysia are quite moderate when compared with
other developing countries, the transformation of its trade pattern from import
substitution to export promotion took place quite differently from Bruno’s phase
II. However the import substitution control mechanism did in certain cases
resemble that of phase II; there were supplementary price measures,
government purchasing policy and export rebates. There was no rationalisation
of tariffs nor liberalisation of imports. Exchange rates were never restricted.
In fact, to a certain extent we can say that export-oriented industrialisation
co—e;:isted with import substitution. The export—oriented industrialisation
policy was more like Singapore’s, in that only fiscal incentives were given.
Policy never reached the Taiwanese or South Korean level of direct and

substantial government intervention.

In the early 1980s, the Malaysian government introduced a new
industrialisation policy based on heavy industries, and directly funded the
establishment of steel plants and factories. Under this second round of import

substitution very high protection was given to the relevant products.
To explain these broad trends, we need to analyse the trade instruments

used. The main one is tariff (import duty). The protection effect of tariff can

be measured by nominal and effective protection rates.
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The non-tariff instruments include exchange rate, quantitative
restriction and others like price supervision, local content quota and government
purchasing criteria. The last group of instruments (price supervision, local
content quota and government purchasing criteria) will not be discussed because
it is difficult to quantity their effects and their role in providing protection for

local industries is thought to be minimal.

221 Tarff

This discussion on tariff includes exemptions from import duties, duty
drawback and refund of duty. It notes the institutions that have the power to

impose tariffs or give exemption and the quantum and trend of import duties.

2.2.1.1 Tariff Institutions

Before Independence minimal tariffs were levied, mainly for revenue
purposes. Protection for manufacturing industries was limited to products not

competing with imports from Britain.

After Independence, tariffs were used as a tool for promoting
industrialisation. For this purpose the government established in 1959 the
Tariff Advisory Committee (TAC). TAC was not a statutory body and its seven
members were mostly from the private, commercial and industrial sectors. Its
principal function was to investigate individual applications for tariff protection,
tariff exemption on raw materials and duty drawbacks, and advise the Minister
of Commerce and Industry accordingly. As a result of the TAC formation, the
number of items which were accorded protective rates increased from 25 (1962)
to more than 200(1963)*. The tariff schedule was reclassified and a number

of Commonwealth preferences eliminated.

4 Most of the discussion in this section is taken from Lee, K.H., 1986. “The Structure and
Causes of Malaysian Manufacturing Sector Protection”, in Findlay, C. and Garnaut,

R., The Political Economy of Asean and Australia, Allen and Unwin,
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Following the 1963 merger of Malaya and Singapore to form Malaysia,
the Tariff Advisory Board (TAB) was established. TAB became operational and
replaced the TAC in the latter part of 1964. Its principal functions were:

(i) to advise the Federal Government on the establishment of a
common market in Malaysia for all goods and products produced

or manufactured in significant quantities in Malaysia;

(ii) to advise the Federal Government on the establishment and
maintenance of a common tariff or protective duties for the

protection of products for which there is to be a common market.

With the separation of Singapore from Malaysia in 1965, an Action
Committee on Tariff (ACT) was set up to advise the Malaysian government on
the economic implications of the separation and on tariff matters. The
committee was later reconstituted as the Action Committee on Tariff and
Industrial Development (ACTID). Though not constituted by any statute of
Parliament, it possessed extensive powers of jurisdiction above those of the TAB
and it was in fact serviced by the TAB. ACTID’s function was primarily to
consider individual applications for tariff protection, import duty exemption,
duty drawback on raw material and component parts, and import restriction.
Its tasks .were later extended to include consideration of pioneer status
applications, export incentives and almost all matters related to industrial
development. ACTID had more power .and processed applications faster than

TAB.

The effect of TAB and ACTID could be seen by the changes introduced
to tariffs. From 1962 to 1970, 396 new tariffs were introduced, and rates on
274 of the 811 tariffs existing in 1962 were increased. By contrast, tariff rates

were lowered for only 92 items and sub-items during this period.
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In 1969, the Capital Investment Committee (CIC) was formed. Its
members were cabinet ministers, and its tasks were to set tariff policy, to
impose protective duties on existing products, and to set tariffs to protect
products that had not yet been produced. It was also to be the supreme
authority responsible for overall policy for investment and industrialisation in

Malaysia. Its functions were®:

(i) reviewing current policies and programmes of industrial
development at federal and state levels, where there existed an
apparent lack of coordination, (individual states were continuing to
set up their own industrial estates and competing among them-
selves for investment), with the view to coordinate them into an
integrated programme of accelerated industrial development,

particularly of labour intensive and export—oriented industries;

(ii) identifying development priorities, guidelines and incentives for
effective establishment of these labour intensive and export—

oriented industries; and

(iii) streamlining existing government machinery in order to speed up

decision making on industrial development.

The powers of CIC far exceeded those of TAB and ACTID and in 1970
the latter two bodies were disbanded. However, new bodies were needed to take
over their functions and a new Tariff Advisofy Committee (TAC) and a Special
Advisory Committee on Tariff (SACT) were formed under the Federal Industrial
Development Authority (FIDA), later known as the Malaysian Industrial
Development Authority (MIDA). SACT advised the government on any request

which was considered urgent and which concerned measures of protection and

5 Lee, ibid, page 109
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promotion of industries referred to it by the government. The new TAC took

over the functions of the disbanded TAB.

In 1971 the CIC ceased to function. SACT is currently one of the two
bodies ( the other is the Treasury) with power to impose or remove tariffs and
duties. Serviced by the Tariff Unit in MIDA, the SACT retains all the former
functions of ACTID and has also taken over the functions of the TAB, which
the TAC (now quietly forgotten) was supposed to replace. Although the CIC
was dissolved, its investment promotion policy remained in the early years of
the SACT. The SACT introduced a system of suspended tariffs where a
protective duty was announced in advance (to be imposed when production
started) for selected industries and thus indicating investment opportunities.
With the announcement, an import quota would also be imposed. When the
industry was established, the quota would be reduced progressively and the
suspended duty would replace it. Later, SACT felt that the system of suspended
tariffs had not proved to be an effective means of promoting investment or
industrial development and by the middle of the 1970s the system was

abandoned.

Since MIDA services the SACT, most applications concerning tariff
protection (setting and change), import restriction, exemption from duty and

duty drawback go first to MIDA. MIDA can also initiate reviews of tariffs.

2.2.1.2 Tariff Rates

Import duties consist of:
(i) surcharge or surtax on a flat basis;
(ii) import duty based on either a percentage of the c.i.f value (an ad

valorem rate) or a fixed amount per unit of goods .
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Either one or the other or both can be applied.

Table 2.1

Distribution of Tariff Rates According to
the Customs Tariff Schedule ,1979 and 1982

Tariff Rate Number of Items
(% ad valorem)

1979 1982
0 1809 1590
14 1 416
5-9 42 31
10-19 264 268
20-29 883 829
30-39 202 214
4049 20 ) 129
50-74 98 75
75+ 3 4
Specific Rates 525 450
Total No. of Items 3947 4006

Source: Government of Malaysia/UNDP/World Bank, Malaysian
Industrial Policy Studies Project Report No.1., Tariff and
Tariff Related Incentives in Malaysia, 1984, unpublished
report.

Prior to 1978 a surtax on imports was levied af 3 per cent but after 1978
it became 5 per cent. The distribution of tariff rates in 1979 and 1982 shown
in table 2.1 illustrates the tariff levels in Malaysia. In 1979, the largest
category of items was that which did not have any tariffs (1809 out of a total
3947 items or 46 per cent). Of those items that had to pay import duties the
biggest group (883 items or 22 per cent) fell into the 20 — 29 per cent ad valorem
range. Only a small percentage of items (2.5 per cent) paid more than 50 per

cent rate.

By the mid 1970s the Malaysian government indicated its intention to
reduce the level of protection in order to promote more efficient domestic
industries (the Third Malaysia Plan 1976-1980). This is borne out by the
direction of changes in tariffs and duty announced in the annual budgets of 1980

to 1988 inclusive. Table 2.1 shows that 2.5 per cent of items were levied at
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the highest rates (over 50 per cent) in 1979 but this proportion fell to 1.9 per
cent by 1982. Some increases of import duty have been made very selectively:
(1) for revenue and public health purposes e.g, tobacco and liquor; (ii) for
passenger cars as a protective measure in view of the heavy industry policy,
i.e the Proton Saga. OVérall, the trend has been a reduction, with the exception

of certain items.

2.2.1.3 Exemption from Import Duties

Exemption can be either full or partial. The degree of exemption of raw
material and machinery depends on whether the finished products are for the
domestic or export market. Different conditions apply for raw material and

machinery as follows:

Raw Material

Exemption for imported raw material for the companies producing for
the local market will not be granted if there is already a local producer of that
raw material, regardless of its price or quality. Full exemption from import

duty is normally given when :

¢ final products are made with inputs that have not received exemption

* without the exemption products could not compete against imports.
Partial exemption may be granted in cases where:

e only with partial exemption can the industry concerned compete
effectively against imports in terms of cost and can enjoy reasonable

profits.
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* raw materials/ components undergo very little local processing and

therefore receive little value added.

Exemption will also not be given for industries that have adequate

protection.

For exporters, even if locally produced inputs are available, exemption
can still be given for imported ones if the quality of the local input is inferior
to and its price is higher than imports. In this case exporters can claim full
exeinption from both surtax and import duties. For exporters, exemption is a
kind of export subsidy making it more competitive as it can lower production

cost.

For companies producing for local markets exemption from duty provides
a second level of protection. The first level of protection is from duties levied

on competing imports.

Machinery

Criteria for exemption from import duty for machinery are the same for

both domestic and export production; they are:

e the machinery must be critical to the production line;

e the machinery is not available locally

Recently the government removed or reduced the duties and taxes on a

wide range of machinery items.

2.2.1.4 Duty Drawback Facility

Duty drawback is given on raw material or other inputs used in the

production of finished exported goods. There are several conditions to this
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facility; the two most important ones being: (i) the raw materials and
components must be imported by the manufacturer, and (ii) the final products
must be exported within twelve months of the date on which the import duty

was paid.

Of the two forms of export subsidy (i) exemption from import duty and
(i1) duty drawback, the former is more popular. The reason is that drawback
involves more procedures and, by definition, the duty has to be paid first and

later reclaimed, with an adverse effect on cash flow.

2.2.2 Import Restriction and Quota

In Malaysia, these two trade instruments are not widely used. Import
restrictions are classified under three schedules in the Customs (Prohibition

of Imports) Order:

(1) total prohibition based on political and moral reasons,
(i1) restriction for the purpose of national security or consumer safety,

(iii) primarily for the protection of Malaysian industries.

Quotas are given on a case by case basis and coordinated through the

SACT.

In principle the degree of import restriction or quota is based either on
Malaysian industry’s expected production capacity or the previous year’s
imports. In practice, if restriction is the method chosen, imports are usually
set at 60 to 70 per cent of the previous year’s imports. If a quota is used
however, it is based on the capacity rather than the production of the domestic

industry and is therefore often more protective of domestic producers.
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By any standard, the extent of import restriction/quota is not large. In
fact, there has been a move away from quantitative restriction as a form of
protection. In 1973 for example, 135 items or 4.2 per cent of the total number
of import items were subject to import restriction/quota By 1978 the number
had declined to 110, or 2.8 per cent (table 2.2). This trend has continued into

the 1980s. In the 1982 budget, quantitative restrictions were retained on only

12 items.
Table 2.2
Classification of Items Subject to Quantitative
Restriction, 1973 and 1978
Category 1973 1978
No. of items % No. of items %
Import quotas 119 3.7 100 2.5
Total prohibition 16 0.5 10 03
Import licensing 86 2.7 109 2.7
223 219
No restriction 2977 93.1 3705 94.5
Total 3200 100 3924 100
Source: Lee(1986), op cit.
2.2.3 Nominal] and Effective Protection

Many studies of the structure of protection in Malaysia have been carried

out since the mid 1960s; Power® , Panchamukhi’ , Ariff® , Edwards® , Von

6 Power, J. H., 1971.“The Structure of Protection in West Malaysia”, in Balassa, B. and

Msoclates,m&mﬂmﬁ&ﬂeﬂmmﬂeﬂ_qmmm Baltimore, John
Hopkins University Press.

" Panchamukhi, V.R.,1972. “Effective Protection and Intra-Regional Trade: A Case Study
of Malaysia”. Bangkok mimeographed, ESCAP Secretariat.

8 Ariff, KA M., 1975. “Protection for Manufactures in Peninsular Malaysia”, Hitotsubashi
® Edwards, C. B., 1975. Protection, Profits and Policy : An Analysis of Industrialisation in
Malaysia, Ph.D dissertation, University of East Anglia, unpublished.
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Rabenau!®, Lee!! and the Government of Malaysia/UNDP/World Bank.!? There
is no complete series of NRP and ERP data from 1960 to the present time.
Instead there are rates for selected years extracted from the above studies.
Those rates are pooled to form a series from 1963 to 1982 (as the latest NRP
and ERP rates available are the ones found in the Government of Malaysia/
UND/World Bank study). The Power and Ariff ERP estimates were chosen
to represent the period up to 1970 because their approach is similar (using tariff

schedule) to those estimates for the period after 1970.

Comparison of the estimates from these studies must take into considera-

tion the following factors:

e Estimates were calculated for different times, at each of which the
incidence of effective protection could be expected to be different as
a result of policy changes affecting particular nominal tariff rates,

and as a result of a shift in underlying parameters;
¢ Different methods were used;

* Even when the same time period has been examined, different

sources of data have been used.

The nominal rate of protection (NRP)?® pattern follows the earlier
discussion on tariff. The SACT started to take a moderate stand towards tariff
only after 1975. Therefore it is understandable that tariff measured by NRP
kept increasing from 1963 and only started to fall in 1982 after reaching a peak

10 Von Rabenau, K., 1975. “Trade Policies and Industrialisation in a Developing Country:

The Case of West Malaysia”, Economic Discussion paper, No. 55, Regensburgh,
University of Regensburgh.

11 Lee(1986), 0p cit.

12 Governmentof Malaysia(Economic Planning UnitYUNDP/World Bank, 1984, Malaysian
Industrial Policy Studies, Project Report No. 1, Tariff and Tariff Related Incentives
in Malaysia, unpublished report.

13" Nominal rate of protection is defined as the percentage excess of the domestic price over

the world market price, resulting from the application of protective measures.

82



of 25.1 per cent in 1979. For effective rate of protection (ERP), the pattern
is slightly different. In the period 1973 to 1978 when NRP was increasing, ERP
actually declined. However, it rose after that to a second peak of 46.0 per cent
in 1982." A possible explanation of this opposite trend lies in the types of goods
on which the NRP is levied. If the NRP of inputs is increased, then the
industry will experience lower ERP. On the other hand, if NRP is increased

on final goods, then the industry will enjoy higher ERP.

There are wide variations of NRP and ERP among industries. For
example the lowest NRP is consistently rubber remilling and latex processing
while the highest is always tobacco products. The range between the lowest

and highest NRP is 93 percentage points in 1963 which increases to 210 in

Figure 2.1

Unweighted Nominal (NRP) and Effective
(ERP) Protection Rate of Malaysia
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Source: 1963 and 1965 rates from Power (1971), 1970 rates from Ariff (1975), 1973 and
1978 from Lee (1986) and 1979 and 1982 from Economic Planning Unit
(1984)

14 Effective rate of protection is defined as the percentage excess of domestic value
added, obtainable by reason of the imposition of tariffs and other protective
measures on the product and its inputs, over world market value added.
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1978% . ERP has an even wider range. The industry with the lowest ERP is
always rubber remilling and latex processing. However, the industry with the
highest ERP changes from textiles (337 per cent in 1963) to chemical fertilisers
(248 per cent in 1970) and to motor vehicles (317 per cent in 1978).

If we look at protection according to major product group, consumer
durables is least protected in 1963 but becomes highly protected in 1978.
Effective protection for intermediate i)roducts with lower levels of processing
is consistently far less than that for industries producing intermediate products
of higher levels of processing. Lee also showed that importables have a higher
ERP than exportables?® .

Malaysia can be considered as belonging to the group of countries with
a moderate protection system. The degree of protection is measured through
the NRP and ERP rates and the types of instruments used. Malaysia, with
the highest average NRP of 25 per cent and ERP of 46 per cent, shares a group
with countries like Thailand, Brazil and Ivory Coast. On the other hand, the
group with a high protection rate has members such as Tunisia and Pakistan

with average ERP rates of 251 per cent and over 100 per cent respectively.!’

The main instrument used by Malaysia is the tariff system. Countries
with a more restrictive system often practice import licensing (Pakistan, Uru-
guay) and quantitative restriction (Peru, Korea, Tunisia). Uruguay even in-

troduced a system of exchange surcharges to contain the demand for imports.

18 For more detailed discussion see Lee (1986), op cit., and Economic Planning Unit , ibid.
Lee’s discussion included classification by major product groups and resource based

sectors. Economic Planning Unit analysis is even more disaggregated - by 5 digit
MIC.

18 See Lee(1986), op cit., page 118 table 4.3

17 Forcomparative studies ontrade regimes of several LDCs, See Krueger, A.O., Lary, H.B;

Mason, T. and Akrasanee, N., (eds), 1981. Imd&nndﬁmuxme_unﬁsmmng
Countries: Individual Studies, Vol. 1, Chicago, University of Chicago Press for the

National Bureau of Economic Research
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Most countries adopted a protective trade regime as a response to
balance of payments problems (Chile, Korea, Thailand and Uruguay). Malaysia,
with a surplus balance of payments, did it to promote import substitution
industries. With the advent of export-oriented industrialisation, many
countries (Brazil, Chile, Thailand, Korea and Malaysia) lowered their protéction
rates. Malaysia went a step further in promoting export-oriented industrialisa-
tion by giving incentives like duty drawback. Brazil and Thailand also adopted

a similar strategy.

In terms of types of products that are given protection, Malaysia
resembles most other LDCs; consumer goods are more protected than inter-

mediate and capital goods.

2,24 Exchange Rate

A foreign exchange regime can be used to achieve industrialisation
objectives, in particular when seeking a move of resources from non—tradables
to tradables (import—competing and exports). Devaluation can be considered
as a uniform tariff which raises the domestic price of imports. On the other
hand, devaluation also acts like a subsidy for exports. Thus, industries
producing tradables become more profitable relative to those producing non-
tradables. Resources then move to the tradables industries. However, this line
of reasoning must be treated with caution. Several qualiﬁcations are discussed,

for example by Corden (1980) .

Up until the late 1960s the Malaysian foreign exchange rate was pegged
directly, and within a very narrow band, to the Pound Sterling. In 1967,

18 Corden, W.M., 1980, “Trade Policies” in Cody, J., Hughes, H and Wall, D. (eds), Policies

mmmmm:wmgmﬁmmgﬁs Oxford University Press for the
World Bank.
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Malaysia entered into an agreement with Singapore and Brunei for inter-
changeability of currencies with Singapore and Brunei. This agreement was
abandoned in 1973. In 1975, the exchange rate was “floated” and related to

a basket of the currencies of Malaysia’s major trading partners.

An analysis of exchange rate can be based on either the nominal or real
effective exchange rates. The following discussion is based largely on work
done by Gan (1989)® . The nominal effective exchange rate (NEER) is the
summary of the overall pressure on the Malaysian Ringgit in the foreign

exchange market. It can be measured by this index:

n
NEER =11 e w, (1
i=1 _
where e, = number of units of domestic currency per unit of
currency i1=1, 2,...... n

w, = weight given to currency i.

Real effective exchange rate (REER) is a summary measure of a country’s
competitiveness vis—-a-vis a select group of trading partners. This measurement

takes into account domestic price changes and is calculated by the formula.

n
REER = ]I (e p i (2)
1=1 Pa

1% Gan, W.B., 1989, “The Ringgit Exchange Rate and the Malaysian”, in Lim, K.C. and
Maham,ZA (eds). mwmmmwmm

published for the Malaysian Economic Association.
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Where P

, = price index of country of i

P, = price index of home country

With the advent of generalised floating, which was first introduced in
1975, NEER showed a steady appreciation of the Ringgit against other
currencies until 1985. It depreciated sharply by 18 per cent the following year.

These two measurements show that the exchange rate appreciated
during the 19701985 period. This affected the competitiveness of the export
industries as the price of exports increased. However, Gan found no evidence
that the Ringgit had been managed to stabilize the real effective exchange rate
in order not to erode too much the country’s competitiveness. But if we
examine the variability of the Ringgit nominal effective exchange rate (0.0243),
it was much smaller than other independently floated currencies such as the
US Dollar (0.0342). Thus, the excﬁange rate system can be characterised as

"managed floater".

Figure 2.2
Indices of the Ringgit Nominal and Real Effective Exchange Rate (1978 = 100)
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Source: Gan (1989), op cit,
Note: Index isinverse of the value of the Ringgit.
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2.3 Trade Policy Changes

The question we want to ask is whether trade policy has helped in the
switch from import substitution to export promotion. The answer is to look
at changes in tariffs and their effect on export—oriented and domestic—oriented

establishments.

Tariffs were quite low after Independence but increased to reach a peak
in the CIC period (the early 1970s). Beginning from the mid 1970s, tariff policy
took a more moderate turn. The protective tariff policy associated with import
substitution was moderated as a pre-requisite for export promotion. This
change in tariff policy was reflected in the movement of NRP and ERP. The
NRP increased from 10.2 per cent in 1963 to its peak of 25.1 per cent in 1979
and fell to 18.8 per cent in 1982 (figure 2.1). The decrease of NRP is in line
with the government policy of promotion of exports which reduced tariffs and
surtax and in some cases eliminated the latter. Fewer goods face import
restriction now. ERP had a different pattern; it increased from 1963 (21.7 per
cent) to 1970 (43.8 per cent), declined to 1978 (39.3 per cent) and increased
again to 1982 (46.0 per cent). The latest figure is a little higher than the
previous peak and may be due to the very high import tariff of certain goods

under the heavy industrialisation policy.

There are several reasons why protection was reduced, and most of them
are linked to export promotion. Among them — a need for higher economic
growth, diversification, attracting foreign investment, increasing employment
and economy of scale. Another equally important reason is that as a country
develops there is a need to produce intermediate goods. Less protection for

consumer/final goods will direct resources to intermediate goods.

Overall, it can be said that trade measures did help the export promotion
strategy but only to a limited extent. Import substitution industries still enjoy
a higher degree of protection as indicated by the increased ERP. Even though

nominal tariffs are reduced and there is the additional benefit of exemption from
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import duty and duty drawback, an over—valued exchange rate (shown by a

lower value of NEER® in figure 2.2) has reduced the benefit to exporters.

A tariff, if any, should be uniform and as low as possible. The .market
will then decide the geographical distribution of industries, based on compara-
tive advantage. However, uniform tariffs can only be achieved in nominal terms
and uniform effective tariffs are almost impossible to get. In Malaysia, most
tariffs are made-to-measure. Hence there are some highly protected industries
while some others have negative protection. Korea has proved that import
substitution and export promotion objectives can be achieved (or maybe
accelerated) by made-to-measure tariffs,?! which provides cross-subsidisation
between the two sectors. For example, if export activities were not profitable,
the government compensates by setting a very high tariff level. This allowed
companies to sell goods locally at a high domestic price. Malaysia's made-to-
measure tariffs are not applied in the same manner as Korea's; there is no

cross subsidisation and exports quota requirement.

This made-to—measure tariff was successful in Malaysia in promoting
import substitution industries. However, Lee? found that the pattern or degree
of protection has moved resources to inefficient industries. He cited examples
like textiles (with ERPs in subsectors ranging from 35 per cent to 120 per cent
in 1978), the tyre and tube industry (170 per cent) and the motor vehicle
assembly industry (317 per cent). The EPU% study found that tariffs favour
producers of final goods over producers of inputs and that there are wide

variations of rates even within the same industry groups.

In Malaysia, the made-to-measure basis was not only introduced for
tariff but for other measures as well, namely exemption from import duty and

duty drawback. For domestic markets, the latter two measures do not alter

20 A lower NEER value means that fewer Malaysian Ringgit is needed by her trading
partners indicating that Ringgit is expensive.

21 Krueger, Lary, Mason and Akrasanee, (1981), op cit.
2  Lee(1986), op cit,
2 Economic Planning Unit(1984), op cit.
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the nominal protection of the finished goods. Exemption from import duty and
duty drawback are direct fiscal benefits to the recipient of the concession. This
reduces the protection effect of similar inputs produced domestically and
reduces the incentive for future local production of those inputs. On the other
hand, these measures lessen the disincentive to export—oriented industries

because the production cost to exporters is reduced.

The most important instrument for export promotion is the exchange
rate. Other measures have only limited influence. Direct export subsidies
(including exemption from direct taxes on export earnings) are against General
Agreement on Tariffs and Trade rules. The export subsidies usually allowed
are: subsidised credit, provision of infrastructure, manipulation of input prices
and temporary tax holidays and other tax reliefs (if given to both exporting and
non—exporting industry). These export subsidies, in particular exemption from
import duty and duty drawback, provide an element of free trade. However,
export subsidies cannot be given excessively because other countries might
retaliate. For most of the 1970-1985 period, the Ringgit was over—valued and
its depreciation in 1986 was due to the domestic recession rather than
government action. There was almost no intervention from the government
because it wanted to maintain a policy of not strongly interfering with market

forces. Furthermore the appreciation was not considered excessive.

Some signs can be seen of what is called the Dutch disease during the
period of economic expansion (1980-1984)* , but this is ‘not due to the
improvement in the terms of trade. Government counter—cyclical behaviour has

a more dominant effect on the exchange rate than the terms of trade®*. In an

% The Dutch disease refers to the coexistence within the traded goods sector of boom-
ing and lagging subsectors. The increase in real income as a result of the boom,
raises the level of real spending in both tradeables and non-tradeables sectors.
This raises the relative price of non-tradeable goods which translates into a
higher real product wage for the tradeable sector and a lower one for the non-
tradeable. This stimulates resource allocation from the tradeable to the
non—tradeable sectors. In addition, real currency appreciation caused exports to
decline. For further explanation see Corden, W. M., and Neary, J. P., 1982.
“Booming Sector and Deindustrialisation in a Small Open Economy”, Economic
Journal, 92. Also see Gan(1989), op. cit.

%  Mazumdar, D., 1989. “Labour Markets in Structural Adjustment in Malaysia”, Kuala
Lumpur, Economic Planning Unit Human Resource Development Project, mimeo.
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attempt to sustain a large counter—cyclical expenditure, the government
borrowed heavily in the international market. The large inflow of capital led

to an appreciation of the Malaysian Ringgit.

Price of non-tradables rose relative to the price of tradables. The
manufacturing sector and the rubber and other plantation agriculture, which
represents the tradable sector, experienced a decline in the rate of return on
capital. On the other hand, the rate of return for the construction and retail

sectors (non—-tradables) was higher in that period than during 1970s.

The shifts in relative prices and profitability led to reallocation of
resources from tradables to non-tradables. This is measured by growth
performance. The manufacturing real value grew at 8.5 per cent per annum
(1980-1984) compared with 12 per cent per annum for 1974-1979. The non-
tradables growth rate was 11 percent per annum for 1980-1984 while in
1974-79, it grew at 8.2 percent per annum.

We see that Malaysian trade policy started with import substitution and
later added export promotion. Both policies remain in place in the late 1980s
and co—exist successfully. The success of the transition is due to the moderate
protection level. For example among ASEAN countries, after Singapore,
Malaysia had the lowest average tariff rates (NRP) in 1978% . Beside this
relatively weak intervention by the Malaysian government, export promotion
is also hélped by the fact that its exporting industries are completely different

from those of import substitution.

So far the success of export—oriented industrialisation has come from

relatively few industries. To broaden the coverage, high tariffs on some

% See Mohamed Ariff and Hill, H., 1985. Export-oriented Industriaglisation: the ASEAN
Experience, Allen and Unwin, page 80. The definition of tariff differs among ASEAN
countries. For example,in Malaysia and Singapore tariffrefers only to custom duties
on imports while in Philippines and Thailand it includes indirect taxes which
discriminate against imports. On the other hand, Indonesia defines tariffas import
duties and sales tax on imported goods (as a percentage of c.i.f. import values).
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products need to be further liberalised since they have a negative effect on
export-oriented industries. In this respect Gan?’ found that 60 to 70 per cent
of the tariffs originally designed to protect domestic production of manufactured
goods are ultimately borne by those producing for export.

In conclusion, we can say that Malaysia has moved from import
substitution to export—oriented strategies and that various trade measures have
been used to ensure the success of each strategy. However, tariff protection
associafed with import substitution activities imposed a considerable burden

on the export of manufactures.

2.4 Quantifying Trade Instruments.

Trade instruments discussed in the previous sections were; tariff,
quantitative restriction, exchange rate, and exemption from import duties.
Trade instruments may be administered in such a way that the cost of capital
differs between various users. For example, if import of capital is only allowed
for import substitution industries, then the cost of capital is cheaper for these
industries and more expensive for others. In another example, imported capital
may be allowed at a tariff rate mucﬂ lower than for other imports. In cases
such as these capital is relatively cheap when compared to other inputs. As
a result, there is a tendency to use capital-intensive production techniques.
This section will investigate the effect of each trade instrument on the cost of

capital and will quantify it.

2.4.1 Tariff and Quantitative Restriction

We first look at the tariff pattern (nominal and effective) according to

end—user (table 2.3).

27 Gan, W.B., 1987. “Transition towards Export-oriented Industrialisation in Malaysia”,
paper presented at the National Centre for Development Studies Conference on
Export-oriented Strategies in Developing Countries, Canberra, August 31 - September 4
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Table 2.3

Nominal and effective rates of protection by product group: Malaysia

Nominal Effective
Product Group 1963* 1965* 1970 1973* 1978* 1979 1982 1963* 1965* 1970 1973* 1978* 1979 1982
Processed food 9 11 - 17 17 13 9 6 7 - 17 24 24 9
Beverages and tobacco 21 46 - 160 147 188 79 17 73 - 105 4 -194 111
Construction materials 6 7 11 17 8 15 16 7 9 73 4 23 17 19
Intermediate products I 4 4 -4 3 5 25 22 8 9 -19 -7 0 47 36
Intermediate products 11 14 13 11 21 24 26 27 27 25 52 43 42 69 63
Nondurable consumer goods 14 14 12* 28 24 26 22 19 20 17" 42 85 49 43
Consumer durables 1 - 126 55 55 40 37 -11 -5 103 194 173 151 165
Machinery 5 5 20 29 22 19 15 6 6 64 83 39 34 29
Transport equipment - - 25 1 0 12 12 - - 164 -7 -5 11 12
Notes: * = Estimates on free coefficient + = Includes processed food

Not available or included in another category

No recent estimates of ERP (later than 1982) is available.
Source: 1963, 1965, 1970, 1973 and 1978 from Lee (1986). 1979 and 1982 are based on the NRP and ERP figures by EPU (1984).



The classification of end—user in that table is based on the one used by
Power (1971). For the 1979 ERP estimates, there are a few end—users with
very big negative values and they changed to big positive values in 1982. An
ERP of less than —100 indicates an activity which has a positive domestic value
added but a negative equivalent value added in a free trade situation. This
means that the activity does not make commercial sense in the unprétected
environment. Because of this and the drastic change of values between the
two periods, three industries were excluded from the 1979 ERP. They are
pineapple canning (-593), coconut oil (-396) and biscuit factories (-1385). When
these industries are excluded, the grouped ERP value is consistent with the
other years. However, tobacco manufacture with ERP of —613 (1979) could
not be excluded because it is the main item in the second end-users group in
table 2.3. In 1982 its ERP took a positive value and its value is again

consistent with that of other years.

Using either the NRP or ERP criteria, the values for the machinery
group lie in about the middle of the range. The NRP ranking showed that the
tariff structure encourages the import of capital goods — machinery was ranked
third highest in 1973 but became third lowest in 1982. In terms of value, the
peak of machinery’s NRP (28.9 per cent, 1973) was still in the 20 to 30 per cent

range which was occupied by one third of all entries.

Machinery’s ERP values are higher than its NRP; 82.7 per cent in 1973,
decreasing to 28.7 per cent in 1982 to become the fifth lowest. Although the
low NRP succeeds in making capital easily available, the correspondingly low
ERP is not high enough to encourage domestic production of capital equipment.
Usually, to encourage domestic production, the government has to provide a
situation in which these activities are viable and profitable. This can be
achieved through high domestic prices. The high price of imported products
(due to high import duty) will enable a similar domestically produced goods to

be sold at the equivalent price level.
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Our second perspective looks into rate differences between import

substitution and export—oriented industries and between periods.

Importables’ NRP is lower than that of exportables in 1973 (see table
2.4). However in 1978, the NRP for the two sectors is almost the same. ERP
gave a different picture; exportables is a disadvantaged sector with an ERP
lower than that of importables. In 1978, exportables even experience negative

ERP.

During the import substitution period (after Independence in 1957 until
mid 1970s) NRP for most groups was higher than during the export—oriented
period (after mid 1970s to the present). The ERP followed the same trend as
NRP; low rates reaching a peak by the mid 1970s and then declining, but with
a few years lag behind NRP. '

Table 2.4

Average Nominal and Effective Rétes of Protection,
Manufacturing Sector, Malaysia, 1973 and 1978

1973 1978 1973 1978
Importables 4.3 12.7 8.8 23.0
Exportables 9.1 12.5 6.4 -17.0
Other 35.4 21.7 48.6 55.9
Total
Manufacturing 28.2 18.8 37.4 34.2

Source: Lee K.H.(1986), op cit, page 118.

Although differences exist in NRP/ERP rates of importables and
exportables, there is no intended discrimination in import of capital between

these two sectors. Unlike other developing countries, Malaysia has no import
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licensing system where companies or industries can only import if they possess
a licence. Hence, in the absence of such a scheme, cost of capital cannot be
made cheaper by making it available to only certain industries and not to
others. Similarly import quotas or quantitative restrictions require an import
licensing system to be effective. Malaysian usage of these instruments is in
any case limited to a few goods and is based on political and health criteria.
There is no quantitative restriction on capital by type of product or type of

industry.

We will now look at tariff changes and their effect on the user’s cost of
capital. Data from table 2.3 is used for this purpose. User’s cost of capital is

calculated for the various years, followed by comparison of estimates.

The user’s cost of capital is the monetary cost of securing the use of one
unit of capital per period of time. This measurement derived from the marginal
productivity conditions of maximising a firm’s net worth?® as developed by
Jorgensen. Based on the neo-classical theory of capital accumulation, the
demand for capital stock is determined with the objective of maximising a firm’s

net worth.

We assume that the net worth, W, is:

W =] e ™[Rt)-Dt)]dt. (3)
o
where R(t) = revenue before taxes at time t

D(t)= direct taxes at time t.

r = rate of interest

The revenue function, R, is:

R = pQ-sL-ql (4)

B Jorgensen, D.W., 1963. “Capital Theory and Investment Behaviour”, American
Economic Review, Vol. 53, No. 2.
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where

where

quantity of output
quantity of labour services
total investment

price at output

wage rate

price of capital goods.

The function for direct taxes, D, is as follows:

D

g

> R ™

Oe

u [pQ - sL — (v6q + wrq — x) K] | (5)

rate of direct taxation

proportion of replacement chargeable against income tax
purposes

proportion of interest chargeable against income
proportion of capital losses chargeable against income.

capital stock
rate of depreciation

rate of change of the price of capital goods

The net worth function is then maximised subject to two constraints;

i) the firm faces a standard neoclassical production function Q = f(K,L)

where f, f, >0, f,,f;; <Oand f =£,>0

i) Net investment is equal to total investment less replacement; where

replacement is proportional to capital stock. This constraint takes

the form:

K=1-8K

&

The maximisation produces two marginal productivity conditions:
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The numerator for the second condition is the after—tax user’s cost of
capital, because it is derived from the after—tax net worth function (equation
{3)?°. This function is the difference between the net revenue (equation {4})
and the direct taxes paid by the firm (equation {5}). The direct taxes are equal
to the tax rate multiplied by taxable income (i.e gross revenue plinus variable
input costs and capital allowances plus capital gain). Assuming that all capital
gains from changes in the price of capital goods are transitory so that ;1 =0,

then the user’s cost of capital, C, becomes

1—uv 1-uw
C=¢q T o+ g r
__a I ]
C= 1-uv)d+0 -uw)r (8)
1-u

2 For a complete derivation of equation (7) which is obtained from maximising W, the
after—tax net worth function, with two constraints (neoclassical production
function and rate of growth of capital stock), see Jorgenson, D. W., and
Stephenson, J. A., 1967. “Investment Behaviour i¥YU.S. Manufacturmg, 1947 —
1960" Eggngmg];r;ga Vo] 35 No. 2. The before— tax user's cost of capital is:

Chqr +8-§
This term is obtained from maximising the before—tax net worth function,

W* = [ em™R(t) dt
[4]

with two similar constraints as in the after— tax case. Note that the before— tax
net worth function differs from that of after—tax in the sense that the former (W*)
is not reduced by the direct tax (D). For derivation and explanation of the before
— tax user's cost of capital, see Jorgenson, D. W., 1967, ‘The Theory of Investment
Behavior”, in Ferber, R., Determinants of Investment Behavior, National Bureau

of Economic Research, New York.

Coew, M., 1968, “Effects of Tax Policy in Investment in Manufacturing”, American
E_cgg_q_u;Bmgm LVIII (May), obtained a similar function as equation (7) for the
after— tax user’s cost of capital by using the net revenue flow method.
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From equation (8), it can be seen that changes in the rate of direct
taxation (u) effect the user’s cost of capital in two opposing ways. For example,
if u is increased, its primary effect is to increase C. However this increase is
partly offset by the indirect effect of allowing larger write-off for depreciation

(d) and interest rate (r) for all "fixed" manufacturing costs.

In the next chapter, we introduce modifications to take into account the
effect of tax holiday and capital allowances. To measure the effect of tariff

changes, the user’s cost of capital becomes:

1-u

c o A4m) [ (1-uv) &+ (1 —uw)r ] 9)

where m = tariff on capital goods.

Capital equipment is assumed to have a life of 10 years, thus & is 0.1.
The depreciation tax allowance is assumed to be a constant 10 per cent per year
even though there are cases where companies are allowed accelerated
depreciation (varying depreciation will be discussed in chapter 3). The corporate
profit tax, u is 40 per cent. Both v and w take the value 0.1. The price of
capital, q, is assumed to be constant. Tariff rates are the NRPs found in table

2.3. The interest rates of the various years, r, are as follows:

Year: 1963 1965 1970 1973 1978 1979 1982
r (%) : 4.0 5.0 8.0 © 9.0 7.5 7.5 10.75

Table 2.5 shows that although the NRP in 1982 was lower than the 1979

rate, the 1982 user cost is higher than in 1979. This is because of the higher

interest rate in 1982.
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Table 2.5

Estimates of User’s Cost of Capital for
Capital Equipment

Year ¢ = User’s cost of capital % change
1963 0.235xq -
1965 0.252 x q 7.2
1970 0.345x q 36.9
1973 0.392x q 13.6
1978 - 0.342x q -12.8
1979 0.333xq . - 2.6
1982 0.382xq . 14.7

2.4.2 Exchange Rate

Exchange rate movement affects not only the capital cost but also labour
cost and level of employment. In line with discussions in other sections in this
chapter and the next one, only the capital cost will be calculated. However,
we will also include in the discussion the broader implications of exchange rate
appreciation on labour cost and employment, in order to provide a comparative
view. The user’s cost of capital will only measure the cost of imported capital

input.

As mentioned in section 2.2.4, no sectors or industries are given prefer-
ential treatment. Foreign exchange policy has never intended to make capital

cheaper to certain sectors relative to others.

However, the exchange rate has varied over the years. In view of this,

we incorporate these changes in the users’ cost of capital. Equation (9) becomes:

fql+m)[(1-uv)d+ (1 —uwr]

C= - (10)

where f = the real exchange rate of Malaysian Ringgit
per unit of US Dollar
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US Dollar is used as a surrogate of the exchange rate because it is one
of the major trading. partners of Malaysia and the majority of capital equip-
ment was imported from the United States®*. The user's cost of capital is trans-
lated into Malaysian Ringgit by multiplying equation (9) with the domestic price
of capital (q x Ringgit-US exchange rates). Results of the calculation are as

follows:
Table 2.6
Estimates of Users’ Cost of Capital Inclusive
of Foreign Exchange Effect
Year Users’ Cost of Capital % Change
1963 0.111xq -
1965 0.116x q + 4.0
1970 0.134 x q + 15.0
1973 0.194xq + 44.1
1978 0.177x q - 82
1979 0.161xq - 90
1982 0.163xq + 1.0

Appreciation of the Ringgit exchange rate reduces the user’s cost of
capital and vice versa. However, for some years, the results go against this
rule because of other stronger effects, such as interest rate and tariff.
Furthermore, the period covered (up to 1982) does not really capture the period
of marked appreciation of the Ringgit (1983-1985).

The Ringgit exchange rate appreciation affects demand for labour in

several ways:

i) The price of exportables will rise and reduced demand for exports will

decrease employment.

30 The full list of the US-Malaysia real exchange rates from 1963 to 1987 can be found in
Appendix B. For calculation purposes, the reciprocals of real exchange rates were
used to give the correct trend.
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ii) Importables will be cheaper, the consumer price index will be less.
Assuming that nominal wages still increase at the same rate as in
the pre-appreciation period, real wages will rise and employment will
bé reduced as labour cost to producers increases (assuming a constant
level of productivity).

iii) A rise in real wages will increase real income. Thus more employment
will be created due to the raise in real expenditure. Appreciation will
also increase the income in the non-tradeable sector which will
generate more demand for non-tradeable goods. As a result, demand

for labour (employment) will rise.

When all these effects are considered, it is difficult to establish the net
outcome; without item (iii) — income effects — employment will definitely fall.
Thus the direction of demand for labour will depend on which effect has the

strongest influence.

Although it is difficult to determine the total effect of exchange rate
movements on employment, there are, however, indications that show capital
as a more attractive factor of production than labour. Mazumdar confirmed
that the Malaysian manufacturing real wage increased dramatically during the
period that the Ringgit appreciated.3! On the other hand, capital costs have
been reduced due to the changes in tariff and exchange rates and the benefits
of fiscal incentives (as shown in sections 2.4 and 3.5). The fiscal incentives

reduced the cost of capital very significantly.

Further discussion on the labour market in section 2.5 will analyse the
reasons for upward wage movement while comparison of bias for both the

factors of production is done in section 8.2.

31 Muzamdar, D. 1989, “Labour Markets in Structural Adjustment in Malaysia”, Kuala
Lumpur, Economic Planning Unit Human Resource Development Project, Mimeo.
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2.4.3 Exemption From Import Duties

Exemption will further reduce the cost of capital and the amount depends
on the prevailing tariff rates of the capital equipment concerned. To illustrate
this we use equation (3) and table 2.5. Tariff [variable m in equation (3)] was
reduced from 28.9 per cent in 1973 to 22.3 per cent by 1978. Correspondingly,
the users’ cost of capital (C) was reduced by 14 per cent. Thus a full exemption

will result in very substantial reduction of capital cost.

Exemption is more likely to be given to export—oriented establishments
(EOEs) than domestic—oriented establishments (DOEs) for the following

reasons:

(i) EOEs are mainly located in special industrial areas (like FTZs and

LMWs) and thus usually get automatic exemption.

(ii) EOEs’ level of technology is higher than DOEs and they thus need
more technically advanced equipment. This equipment is definitely
not available locally. On the other hand, import substitution
establishments (DOEs) mainly use lower technology and equipment,
which can found locally. Therefore, export—oriented establishments
and those that use high technology benefit more from this policy.

From tables 2.5 and 2.6, we can say that trade policies only marginally
increase the price of capital. Capital is also easily available and there are some
cases of encouragement of the use of capital (for example exemption from
duties). The present trend which reduces nominal tariffs on capital will further
encourage its usage. The availability and cost of capital are not differentiated
between sectors, end—user groups or industries. We cannot say that import
substitution industries’ capital is cheaper or more available than export—
oriented industries. Indeed there are indications that capital use is more

attractive to EOEs than to DOEs.
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2.5 Malaysian Labour Market

One factor that strongly affects the demand for labour is the wage-rental
ratio. The preceding sections have studied the changes in the cost of capital,
so we now should discuss the labour market, in particular the wage trend, in

order to complete the picture.

Malaysian nominal earnings increased substantially from 1968 to 1987
(table 2.7). The compound nominal annual growth rate was 7.0 per cent in the
period 1968-87 and 8.7 per cent for 1972-87. The difference in the two rates
shows that higher wage growth occurred after 1972; and this coincides with the
rapid economic growth experienced by Malaysia in that period. Real rates show
fluctuations; there are two periods where real earnings decline; from 1973 to
1975 and again in 1986. During the period of wage rise, the unemployment
rate also increased; in 1982 the unemployment rate was 3.34 per cent and it

became 7.38 per cent in 1986.32

Influences on wage and unemployment can be divided into two;
government policies and labour market rigidities. Government policies can

again be separated into two:

(i) government wage policy
(ii) government macroeconomic responses to external and internal

conditions.

There is no explicit government wage policy such as a minimum wage,
but it influences the overall wage level through public sector wage increases.
Since .the government is the country’s largest employer (employing about
800,000 people in a 4.5 million workforce in 1984) any changes in the public

sector wage level will certainly be felt also in private sector wages.

32 See Mazumdar, ibid, Appendix Table A.3.1.
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Table 2.7

Nominal and Real Annual Earning
of Malaysian Manufacturing Sector

Annual Earnings ($)
Year Nominal Real
1968 2049 3686
1969 2144 3870
1970 2115 3751
1971 2145 3743
1972 2132 3601
1973 2104 3218
1974 2632 3428
1975 2838 3539
1976 3127 3799
1977 3420 3967
1978 3631 4013
1979 4063 4337
1980 4526 4526
1981 5281 4814
1982 5859 5046
1983 6475 5378
1984 7095 5672
1985 7663 6106
1986 7617 6026
1987 7487 5858

Compounded annual rate of growth (%)
196887 7.0 24
1972-87 8.7 3.3

Source: Richardson, R and Soon, L.Y.,1990. Wage Trends and
| Structures in Malaysia. Economic Planning Unit,
unpublished report.
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In 1980, government made a major salary revision, and gave large
increments to most levels of employees. Gross salaries increased between 30
to 46 per cent with the larger percentage increases in the more junior
categories.®® At the senior level, government employees received increased
allowances for entertainment and housing in addition to increments in basic
salary of between 12 and 15 per cent. This salary revision has an impact

because of its big quantum relative to the earlier ones.

Government responses to external and internal conditions indirectly
influence the wage level. Macroeconomic developments initially pushed wages
upward but a severe recession in 1985 caused unemployment; in some
circumstances wages would have fallen but institutional wage-setting

maintained the rate of wage increment and wages continued to rise.

The petroleum and commodity price boom of 197 9-80 increased sharply
government revenue and expenditure. The petroleum share of manufacturing
exports increased from an average of 17 per cent dui'ing 1976-1978 to 24 per
cent and 28 per cent in 1979 and 1983 respectively. Public expenditure as a
percentage of GDP also rose from 24 per cent prior to 1979 to 37 per cent in
1983.3 Public expenditure was increased in order to absorb the rise in oil
revenue and also to reduce the effect of industrial countries’ recession, due to
the second oil shock, on the Malaysian economy. The creation of government-
owned corporations rapidly expanded public sector employment both directly
and indirectly. By 1980 the public sector had become the single largest

employer in the country.

The price of oil and other primary commodities collapsed in 1985. The
government undertook drastic fiscal cutbacks to correct budget deficits. These

external shocks induced retrenchments and layoffs in the mining, construction

33 See Richardson, R. and Soon, L.Y. 1990, Wage Trends and Structures in Malaysia,
Economic Planning Unit, unpublished report.

34 Gan (1989), op. cit.
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and retail sectors. Unemployment was further aggravated when the
government froze public sector employment. However, these developments did
not cause wages to fall; the structure of public sector pay, with fixed increments

and seniority is unresponsive to market forces.

Government emphasis on turning the manufacturing sector into the
largest contributor of Gross Domestic Product (GDP) is also partly responsible
for the “stickiness” in the wage rates. When agriculture was the main
contributor, external shocks could be absorbed and were reflected in the
changing wage rates. The modern plantation sector which includes rubber and
palm oil has a well developed mechanism to distribute gains and losses from
commodity price swings through productivity clauses and price bonuses in wage

contracts.

The manufacturing sector does not have that mechanism, in fact many
wages are set in collective agreement every three years or so where workers

obtain a wage increment regardless of their or the company’s performance.

That observation notwithstanding, the electronics and textile industries
experienced a drop in wages and in some cases retrenchments. A possible
reason why this did not happen to other manufacturing industries (which
continued to face upward pressures on wages), is that the two industries mainly
employ female workers (and trade unions were not allowed) whereas in other
industries the proportion of females is smaller. Therefore, wage competition

between these two industries and others is not so strong.

In the period 1981-1985 the Ringgit became a much stronger currency.
The appreciation was due to the petroleum price boom (1979) and the
subsequent increase in public expenditure financing by external borrowings.
External borrowings rose from about 2 per cent of GDP during the period 1976-

1980 to 11 per cent in 1982.3 The appreciation resulted in the increase of real

35 Gan (1981), op. cit.
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wages as the nominal wages continued to rise and prices (especially of imports)
declined. Also as the Ringgit appreciated Malaysian exports fell due to higher
export prices. Higher prices coupled with recession in developed countries had
damaging effects as shown by the reduced manufacturing exports. As a result

unemployment increased.

Institutional factors in the wage-setting process make wages inflexible
to market conditions. Statutory conditions of employment include: termination
and layoff benefits, Employees Provident Fund (EPF), fixed overtime and bonus

allowance. There are also trade unions in some industries.

The Employment Act (1955) determines minimum benefits and
conditions for private sector employment. Employees are entitled to annual
leave, sick leave, maternity leave, paid holidays and weekly rest days and
termination and layoff benefits. Employees whose services are terminated by
employers must be compensated accofding to the number of years worked. The
benefits of terminated workers are further improved by the amendment of the
1955 Act and the introduction of Termination and Lay-off Benefits Regulations
in 1980. The 1980 Regulations entitled workers to certain termination benefits
if they are laid-off after 12 months of continuous service. A worker is

compensated with not less than 10 days wages for every year of employment.

The Employees Provident Fund requires a mandatory contribution from
both employer and employee for the latter’s retirement. Presently the
employer’s minimum contribution is 11 per cent of monthly wage while
employee’s is 9 per cgnt. Prior to 1980, the rates were 7 and 6 per cent

respectively.

There is increasing unionisation, particularly in non-manufacturing
areas such as the plantation sector. Union membership increased four-fold
between 1968 to 1981. However, the unionised percentage of the manufacturing

labour force varies between 14 to 20 per cent during 1985-85.3¢ Two regulations

36 Richardson and Soon (1989), gp. cit.
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in the Industrial Relations Act (1967) restrict the formation of trade unions in
pioneer industries. This was a thorny issue for workers in the electronics
industry who failed to form trade unions, and as an alternative the government
encourages the formation of in-house unions. The increasing awareness of
workers of their rights and bargaining power as trade unions reduces the power

of employers to adjust salary downwards even in times of economic slowdown.

The method of wage setting may also have contributed to wage rigidity.
In the public sector and large scale private establishments, employees receive
a pre-set annual salary increment regardless of the current economic conditions.
In many cases especially in the public sector, the increment is automatic.
During an economic slow-down, if there is no rigidity, the salary of existing
employees is expected to decrease in line with the firm’s performance. However
in the 1985 recession employees continued to receive their annual increment.
This is in contrast with the new entrants who received lower starting salaries
than those who entered the same post in the pre-recession period. This shows

that wages of existing workers are sticky and cannot move downwards.

The debate about the flexibility of wages in Maléysia continues; The
World Bank concluded that the Malaysian labour market is highly competitive
whereas Richardson and Soon argued that it is segmented between broad
sectors and occupations. However, there is evidence that wages increase even
at the time of a rise in unemployment. On the other hand, capital costs have
been reduced through t.rade‘policy and fiscal incentives as shown in sections
2.4 and 3.5. These relative changes in the price of capital and labour will

influence the labour absorption in the manufacturing sector.
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Chapter 3

FISCAL INCENTIVES

3.1. Introduction

The effect of fiscal incentives on employment creation will be studied
through (i) various types of establishment and (ii) changes in the incentive
system. In particular, we will ask whether fiscal incentives promote or hinder
the growth of export—oriented and domestic—oriented establishments and note

their effect on the relative cost of factors of production.

There are a number of studies on fiscal incentives in Malaysia such as
Teh, Shepherd, Fong, Chee and Economic Planning Unit (EPU)!. Teh and EPU
are probably the most detailed in analysing the merits or demerits of various
incentives. Teh calculated the benefits of tariffs and tax holidays and the
average rate of return of 25 selected establishments. The EPU study used the
capital subsidy equivalent measure for comparing the various incentives. Other
studies give descriptive treatments; Fong and Lim further link the incentives

with several industrial growth indicators such as investment and output.

This study intends to update the previous ones. With the exception of

Shepherd, other studies do not cover the changes to incentives. Thus, we begin

1 Teh, KP., 1977. Pr ion, Fiscal Incentives and In rialization in
since 1957, University of Malaya, monograph series.

Shepherd, G., 1980. “Policies to Promote Industrial Development”, in Young et.al.,
i in a Multiracial i Baltimore, the Johns
Hopkins University Press.

Fongetal.,1984.“Onthe Fiscal Incentive Policies for Investment: The Cases of Post-
wardJapanand Malaysia”, Institute of Developing Economies, Tokyo,JRP Series No.
43.

Chee, P.L.,1987. An Introductionto the Malaysian Industrial Master Plan, Petaling
Jaya, Pelanduk Publications.

Government of Malaysia, Economic Planning Unit 1974, Tax Incentives for Industry,
unpublished report.
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by looking at incentives over the period starting with Independence(1957) and
ending with the Promotion of Investment Act (1986). For each of the three Acts
— Pioneer Industries (1965), Investment Incentives (1968) and Promotion of
Investment (1986) — we will discuss the basis and type of benefits given. This
is done in séction 3.3. The implications of these changes are discussed in section
3.4 where it is shown that fiscal incentives are used to promote export—oriented

industrialisation.

The studies mentioned eariier only look at the general merit or demerit
of each type of incentive and the benefit for individual establishments. This
study will go further and check whether incentives distort the capital market
and affect employment creation (section 3.5). The users’ cost of capital indicates

that fiscal incentives substantially reduce the cost of capital.

The chapter closes with a review of the overall effect of trade policy and
fiscal incentives (section 3.6). The analysis done in sections 3.3 to 3.5 will be
joined together with those of trade policy to evaluate their overall effects on
industrialisation and employment. In particular, we will note whether policies
encourage import substitution or export—oriented industries and which of these

industries has the bigger employment creation capability.

3.2 Categories of Incentives

Fiscal incentives effect the economy at two levels:

(i) The economy-wide level where fiscal incentives are used to achieve
the industrialisation objectives set by government. At this level
incentives are usually seen as a package; for example to encourage

foreign investment, exports or import substitution.

(i1) The establishment-level where benefits of incentives are felt, in the
form of reduced income tax, exemption from import duties,
tax—spared dividend and others.
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Since there are many incentives offered, it may be useful to state some

of their features before describing them in detail:

@)

(ii)

(iti)

Across—the-board versus differential incentives.

 Across—the-board incentives are given equally to all industries

which meet the requirement. With differential incentives, different
benefits are given to different industries. The rationale for the
differential incentives is that certain industries are more important

or that certain industries need more help than others.

Investment-based versus earning-based incentives.
Investment-based incentives are given depending on the amount
invested by establishments and thus favour establishments with a
large cépital base. Earning-based incentives are based on the
establishments financial results. Incentives based on earnings tend
to benefit only viable/profitable ventures whereas it might be argued
that it is the unprofitable ones that need help.

Incentives based on “prize principle”. ‘

In this case the government sets specific objectives or requirements
and benefits will only be granted if establishments fulfil those
requirements. Incentives of this type cover location, labour usage,
local content and export of products. The problem with this type
of incentive is that it is usually too specific and as a result difficult

to implement.

Types of Benefits

» Tax holidays.

During the tax holiday period, income tax and development tax? are not

2

As of 1989, the income tax and development tax rates for companies are 40% and 5%

respectively.
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Aimposed on the income derived from the establishment’s activities:

(i) Pioneer status takes the form of tax holiday and other benefits, and
is acros’_s—-the—board for all industries, although some “prize” criteria

- are used for an extension of the benefit period. Under the Pioneer
Industries Act (1965) and Investment Incentives Act (1968), pioneer
status was based on the level of investment. The basis was changed

to types of product under the Promotion of Investment Act (1986).

(ii) Labour utilisation relief is a tax holiday based on employment and

other “prize” criteria.

(iii) Locational incentive is a tax holiday based on location and level of
investment or employment size. Additional tax holiday is based on

“prize” criteria.

e Allowances and deductions.

Relief under these incentives takes the form of income tax and
development tax exemption (full or partial) of adjusted income arising from the

establishment’s activities:
(i) Investment Tax Credit is a tax relief based on investment level and

other “prize” criteria.

(i1) Investment Tax Allowance replaces the Investment Tax Credit
under the 1968 Act but now the basis has changed from investment

level to product type.

(iii) Reinvestment allowance is investment-based and given to establish-

ments that are not eligible for any other form of tax incentive.
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(vi) Export incentives are “prize” based; allowances and deductions are
given based on exporting activities, for example, export marketing

expenébs can be deducted twice from taxable income.

(vii) Abatement of Adjusted Income is based on “prize” criteria of
increasing exports, development of designated location and

development of small-scale industries.

¢ Infrastructure facilities

Free Trade Zones (FTZs) and Licensed Manufacturing Warehouses
(LMWs) are industrial areas or industrial site where inputs and outputs are
exempted from import and excise duties. These facilities are mainly occupied

by exporters.

* Depreciation

Accelerated depreciation allowances are across-the-board and
investment-based. These allowances enable establishments to write off capital
cost faster than provided for by the normal tax accounting procedures.
Establishmenté that qualify are those that are not eligible for pioneer status

or Investment Tax Credit but which export more than 20 per cent of their output.

¢ Dividend

Tax—exempt dividend is an across-the—board incentive and is part of the

pioneer status incentive.

eDuties

Import duty exemption is for selected establishments, mainly based on

products exported.
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o (Credits

Export credit refinancing (ECR) is across—the-board and gives much
reduced rates for bank finance to exporting establishments, if they meet local

material content and value added criteria.

3.3 Changes to Malaysian Fiscal Incentives

In general, the government’s industrialisation objective has been to
increase the level of investment. Thus one of the earliest and most valuable
incentives encouraged infant industries or pioneer establishments. However,

more specific objectives are found in the later incentives; for instance:

(i) To influence the composition of industrial development where, for
example, incentives are used to promote export—oriented or heavy
industries;

(ii) To achieve specific objectives such as increased employment, wider

use of local raw material or greater regional dispersal of industry.

Fiscal incentives have undergone many changes since they were first

introduced in 1958. These changes?® can be looked at from three points of view:

(i) Movement away from encouragement of import substitution towards
expoit— oriented industrialisation.

(ii) Changes in the basis on which the incentives are given.

(iii) Development of new types of incentives to reflect government

industrial policy, direction or emphasis.

rIn ries, Investment Incentiv nd Promotion
Investment Acts.

Table 3.1 summarizes the main features of the various Acts in the

Malaysian incentive system.

3 For detailed listing of the changes see Appendix A
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Table 3.1

Malaysian Fiscal Incentives System

Incentive Basis Benefit
I:  Pioneer Industries Act (1965)
1) Pioneer Status Capital investment Tax holiday for 3-5 years
II: Investment Incentives
Act (1968)
2) Pioneer Status Capital — Tax holiday for 2-5 years
investment
— (a) Dividends are exempted from tax.
— (b) Capital expenditure on existing asset
incurred after tax relief period is
eligible for capital allowances.
— (c) Loseses during the tax relief period
can be carried forward.
3) Labour Utilization Relief Employment — Tax holiday for 2-5 years
~ (a), (b), (c)
4) Locational incentive Location and either - Tax holiday for 58 years
capital investment
or employment - (a),(b),(c)
6) Investment Tax credit Capital investment — Tax credit
— Tax relief carried forward
— Tax exempt dividend
6) Export Incentives Export volume -~ Deductions for promotion work
~ Accelerated depreciation allowance
- Export allowance
IOI: Promotion of Incentives
Act (1986)
7)  Pioneer Status Promoted products/ Tax holiday for 10 years
activities
8) Investment Tax Promoted products/ Allowance up to 100% of capital expenditure
Allowance activities
9)  Abatement of
adjusted income
i) promoted industrial area An abatement of 5 per cent of adjusted income
ii) compliance with the An abatement of 5 per cent of adjusted income
government policy on
capital participation/
employment
10) Accelerated Depreciation Capital investment An initial allowance of 20 per cent and an
Allowance annual allowance of 40 per cent
11) Reinvestment Allowance Expansion and A tax allowance of 40 per cent of
diversification capital expenditure
12) Export Incentives

(i) Export Credit
refinanding scheme

(ii) Export Allowance

(iii) Doubled deductions on
export credit insurance

premiums

(iv) Double deduction for
expenseson promotion of

exports

Domestic content of
material and value added

Trading activities

Domestic
insurance

Promotion activities

Refinancing help
Allowance of 5 per cent of export value
Double deductions

of premium in adjusted income

Double deduction in adjusted income
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The 1965 Act was primarily interested in increasing investment as a
means of generating economic growth. The Investment Incentive Act (IIA)
introduced in 1968 began to look differently at the role of industrialisation. Its
role was no longer confined to increasing the level of investment but also
included other objectives such as increasing employment, encouraging the export
of manufactures, and dispersing industrialisation. The coverage of IIA was much
wider; benefits were given for three groups: pioneer companies, non—pioneer

companies and exporters.

A major shift in the direction of incentives came with the introduction
of the Promotion of Investment Act (PIA) in 1986. PIA basically has the same
types of incentives as the repealed ITIA but the basis on which the benefits are

granted has changed. There are two main thrusts of this Act:

(i) promotion of selected products and activities

(i) promotion of exports

For the first objective the relevant incentives are pioneer status and
investment tax allowance. The second objective uses the export credit
refinancing scheme, export allowance, double deduction of export credit

insurance premiums and double deduction of export promotion cost.

Pioneer status is the most important and popular incentive in all the

Acts. It is given to an industry or a product provided that:

i)  the industry does not already exist or the product is not at present
produced in Malaysia on a commercial scale, and
ii) there are good prospects for further development, and

iii) it isin the public interest to do so.

The basis for granting this incentive is the same for the 1965 Act and

the IIA, namely the level of capital investment. However, for the PIA, it is

)
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changed to type of product or activity. The list of promoted products or activities
touches many parts of manufacturing industry. It contains capital-intensive
and labour-intensive products and activities but the relative importance of each

is not easily seen.

This change of basis reflected a new thrust of industrialisation policy,
away from generally increasing the level of investment, towards finding niches
for certain products and activities so that Malaysia would be among the world’s

leading producers of those products.

A new feature of the incentive system (introduced in the PIA) allows one
company to enjoy pioneer status for different products or activities. Benefits
can be renewed or extended if an establishment begins to make a new product

or engages in a new activity which separately qualifies for pioneer status.

Another basis, earnings, is also used in the IIA and PIA. IIA allowed
losses to be carried forward, thus encouraging loss-making companies. But it
also rewarded profitable companies by allowing tax exempt dividend. In the
PIA, the direction is clearer; reinvestment allowance is given to companies who

are expanding their activities.

The next important incentive in the IIA is the Investment Tax Credit
(ITC) or its equivalent the Investment Tax Allowance (ITA) in the PIA. This
incentive is given to non-pioneer companies. In IIA it was based on the level
of capital investment while in PIA the basis was types of promoted product/

activity. ITA is more generous than ITC.

The 1968 Act can also be regarded as the beginning of the export-oriented
industrialisation phase, as it introduces export incentives. This effort is further
enhanced in the PIA which offers many incentives for exporters and traders of

exported products.
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The two bases for export incentives in the 1968 Act are; (i) volume of
export sales, to qualify for export allowance and deduction due to marketing
activities, and (ii) capital expenditure, to qualify for accelerated depreciation

allowance.

Under the PIA, export incentives are granted on a more varied basis;
trading and production activities, amount of credit used, marketing efforts and

the combination of value added and local content.

PIA still maintain other objectives introduced in the IIA such as
dispersion of industrial locations and employment. However, these incentives

are not given as much emphasis as before.

The accelerated depreciation allowance, which under the IIA, was only

limited to exporting companies is now extended to all companies.

3.32 FreeTr Zone and Licensed Manufacturing Warehouse A

The export promotion effort received a big boost from the Free Trade Zone
Act in 1971 and the Licensed Manufacturing Warehouse Act in 1975. In order
to facilitate exports, establishments located in these two areas are exempt from
import duties and excise tax. Such companies continue to be eligible for other

incentives such as pioneer status and investment tax credit.

3.3.3 Industrial Coordination Act (1975)

In 1975, the government introduced the Industrial Coordination Act. All
manufacturing establishments which exceed a minimum investment have to
comply with the equity and employment requirements of the New Economic

Policy*. Establishments are required to have at least 30 per cent of their equity

4 See Young, K. ,Bussink, W. and Hassan, P., 1980. Malaysia: Growth and Equityin A
"~ Multiracial Society, Baltimore, The Johns Hopkins University Press for the World

Bank, page.184
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and employment participation from the Bumiputera (Malay) group. In 1986,
the government relaxed the equity requirement, by increasing the foreign equity
level from 40 to 80 per cent in certain cases. (Equity liberalisation is not strictly
an incentive, but it is included here because of its relevance in promoting
export—oriehted activities). Export—oriented activities are allowed higher foreign
equity than the domestic-oriented ones. Even within export—oriented activities,
the higher the proportion of products exported, then the higher the foreign equity

allowed for that establishment.

3.4 Implications of the Incentives

The effectiveness of fiscal incentives used by the Malaysian government

to promote industrialisation can be observed in three ways:

(i) how they influence the mix of export—oriented and domestic—
oriented industries;
(ii) how they influence factor proportions; and

(iii) whether the incentives reward efficient establishments.

Each of these is now discussed.

Mix of Export—orien nd Dom

Since there are many incentives offered, it is useful to see their individual

and collective effects in influencing establishments’ market orientation.

Although the administrative process is quite cumbersome, pioneer status
is the most popular incentive because its benefits are the best. Pioneer status
is free from market orientation but it was one of the factors that attracted many
multinational companies to set up export—oriented activities in Malaysia (for
example the electronic industry in the early 1970s). The pioneer establishments
under the ITA(1968) mainly concentrated on the domestic market, to take

advantage of the import substitution policy pursued at that time. Furthermore,

120



for many of these local establishments it was their first business venture, hence
they were probably unsure of venturing into the export market. Under the PIA,
it is difficult to"A say whether pioneer status encourages exports or
domestic—oriented activities because the list of promoted products/activities is
so diverse. ‘Thus, pioneer status by itself does not determine market orientation
but is a major attraction to direct foreign investment which is primarily involved

in exports.

There are two types of invéstment; the first has the clear aim of fully
exporting the products arising, as in the case of foreign direct investment, and
the second is investment for the domestic market. Since the first group is
already meant for exports, any export incentive is an additional benefit. The
question is whether export incentives are attractive enough to change the

orientation of the second type from domestic to export markets.

The main drawback of the export incentives such as export allowance
and abatement of adjusted income vis—a-vis the pioneer status and investment
tax credits is that the former give a lower rate of tax exemption or credit than
the latter. Export incentives also have fewer benefits; for example they do not
allow tax exempted dividends or losses to be carried into the post—incentive
period. Therefore, unless the returns from exports are worth the risk taken,
export incentives alone would not make domestic investors change their market

orientation.

Some export incentives originally imposed complicated qualifying
conditions, for example the abatement of adjusted income for exports in PIA
was based on value added and value of local content. The change to volume
exported in the latter part of the same year (1986) reflects the dissatisfaction

over the earlier qualifying rules .

The most attractive incentives for exporters only are the FTZ and LMW
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arrangements and the relaxed equity requirements. For the FTZs and LMWs,
the import duties exemption for input is very useful and establishments can
enjoy it concurrently with pioneer status or investment tax credit. Although
FTZ and LMW incentives are very effective, the government was criticised for
setting up FTZs because of their supposed minimal contribution (with the
exception of employment), to the domestic economy. Likewise the liberalisation
of foreign equity participation is only beneficial to foreign investors. It is not

effective in encouraging more local establishments to become exporters.

Thus, of the many incentives, pioneer status and the investment tax
credit incentives are the ones most widely used. In 1981, Malaysian Industrial
Development Authority (MIDA) approved pioneer status for 102 establishments,
investment tax credit for 94, labour utilisation for 1, location for 12, other
incentives for 7. Another 397 projects were approved but received no incentives®.
Out of these 613 approved projects, 143 (about 23 per cent) of them were
export—oriented ones. Unfortunately, comparison with later years cannot be
made because MIDA stopped publishing data on market orientation of approved

projects.

From the above discussion, we can conclude that although efforts to
encourage export—oriented establishments have been intensified, the resulting
effect is not very positive, as shown by the small number of applications for
export—oriented projeéts compared with other projects. The intensification of
these efforts is shown in the increased number of export-related incentives
offered by the PIA as compared to the IIA. Because of its superior benefits,
pioneer status is still the most popular incentive. Therefore, unless
establishments already have export—oriented activities, they would not switch
activities just on the strength of export incentives alone. Benefits such as FTZ

and LMW are more effective for this purpose.

5 MIDA, 1981 Annual Report, pages 28-31
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3.4.2 Factor Proportion

There are no severe import restrictions in Malaysia, when compared with
other developing countries, in particular the Latin American ones.
Establishments can freely import capital and raw materials. Therefore, the
analysis here is not on the effect of rationing of capital but rather on how
incentives influence the cost of production and production techniques through

the benefits given by capital- and employment-based incentives.

The most attractive incentives are based on level of investment. The
earliest incentives directly made capital a more favoured production input than
labour because tax holidays were given based on the level of investment®. The
more capital used, the more benefits an establishment would receive; benefit
increases correspondingly with the amount of capital used. The 1968 Act
introduced a criterion other than level of investment, that is size of employment,
the benefits continuing to be in the form of tax holiday. The government avoided
giving an employment subsidy as this would entail a financial commitment.
Capital users still had more incentives to choose from; pioneer status,
investment tax credits, locational and accelerated depreciation allowance. For

labour users there were only two; labour utilisation relief and locational.

Hence, it seem that incentives have not been used to encourage
establishments to adopt or switch to labour-intensive techniques. The incentives
system assists the use of capital more than that of labour. Indeed, the labour
utilisation relief was not often used and was rdropped in the 1986 reform of
incentive system (PIA). Of the applications approved by MIDA in 1980, only
two establishments obtained labour utilization relief out of the total 460 that
were given approvals. By contrast, 177 establishments received pioneer status

or investment tax credit.

6  Pioneer status and investment tax credit are the most popular incentives and are given
on the basis of investment level.
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The PIA list of promoted products and activities covers a wide range of
items; some labour—intensive like made—up garments, some capital-intensive
like computers. TH_us, without investigating in detail each production process,
it is difficult to see whether these incentives encourage the use of capital or
labour. Thé export incentives under PIA also seem to be neutral because they
are mainly concerned with the volume exported. However, accelerated
depreciation and re-investment allowances (under PIA) clearly benefit only

capital users.

Employment incentive, which was absent from the original PIA was
reintroduced in the 1986 amendment but only as one of the qualifying criteria
for extension of pioneer status. An establishment can also get the same benefit

by fulfilling the capital requirement.

In summary, although the incentive system has moved towards a more
neutral base, there are still enough capital based ones to make the use of capital
more attractive than labour. Certainly the export incentives are not closely
linked with the use of labour and the government does not especially promote

labour—intensive export—oriented industries.

3.4.3 Efficient Establishments

Incentives can also be examined to see whether they promote efficient
or inefficient industries. The majority of incentives under the IIA and PIA are
based on level of investment or certain “prize” criteria. Profit performance of
the establishment is not considered. Hence, incentives do not differentiate
between an efficient establishment and an inefficient one. In fact, pioneer status
under the Investment Incentives Act seemed to actually encourage inefficient
establishments by allowing losses in the pioneer period to be carried over into

the post pioneer period and also to be a source of tax exempt(tax—speared)

124



dividends. PIA too does not emphasis efficiency because the incentives are based

on products or activities that the government wishes to promote.

Two incentives are however given on the basis of efficiency. The first is
the (amendéd) abatement of adjusted income for export. Its original complicated
formula was quickly abandoned although it has since reappeared as the
qualifying criterion for Export Credit Refinancing. Abatement of adjusted
income is now based on the volume exported. The greater the adjusted income
(profit) the greater the financial benefit and so this rewards establishments that
are more successful in their exporting activities. The ‘second incentive is the
reinvestment allowance. This is given to establishments to assist expansion

and diversification, in other words establishments that are doing well.

Another efficiency criterion was introduced in 1988 when the government
cancelled one of the pioneer status and investment tax allowance benefits; losses
incurred during the relief period cannot be carried forward and set against the

post—pioneer income.

The above efficiency criteria are very few. Thus, an efficient establish-

ment can still obtain the incentives albeit at lower amounts.

3.5 Quantifying the Effects of Incentives

It is possible to quantify the effect of changes in the incentives over the
period 1968 to 1986 with reference to the cost of capital. In section 3.3, it was
shown that incentives in both years were attractive to capital users. The
changes from 1968 to 1986 also seem to favour this type of manufacturer over

those that are labour—intensive.

The user cost of capital measurement used for this purpose was developed
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by Jorgensen” as discussed earlier in section 2.4 and later modified to suit
particular situations. Here we use two of these modifications; the first one

by Guisinger® and the second by Teh®.

Guisinger’s user cost of capital refers to tax holidays and accelerated

depreciation rates while Teh’s is for incentives in the form of tax allowances.

Guisinger’s user cost of capital is in the form of

qlr+d-(u/s) = {(d,/(1+i}}]

(1)
1 - u( S:H / S‘:‘)
where  d, is the economic rate of depreciation in year t
d’, is the depreciation allowance in year t permitted by the tax law.
h is the number of years for which complete exemption from

corporate taxes is granted under a tax holiday scheme.

i is the discount factor.

n is the economic life of the asset

C is the annual rental value of capital (user cost of capital)

r is the annual interest rate on the finance required to purchase the

capital asset.

sy = Xy {1/(1+i)}}

u is the corporate profit tax rate.

7 Jorgensen,D.W.,1963. “Capital Theory and Investment Behaviour”, American Economic
Review, Vol. 563 No.2. :

8  Guisinger, P, 1981. “Trade Policies and Employment: The Case of Pakistan”, in Krueger
etal(eds). nd Employment in Developin ntries: Individual ies, Vol
I, Chicago, University of Chicago Press for the National Bureau of Economic
Research, page 58.

9 Teh(1977), op.cit., page 125.
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Conditions under which equation (1) is valid are:

(a) The value of the asset is restored at the end of each year to its
original cost by an investment equal to the economic depreciation
incurred during the year (i.e. there is continuous replacement of

older assets);

(b) the asset is financed completely by equity, whose costs to the firm

are not deductible from income for tax purposes; and

(c) the corporate income tax liability is passed on in the form of a higher
rental cost rather than being absorbed by the supplier of equity
capital.

The equation (1) above is slightly modified from Guisinger’s original. In
the original equation, price of capital, q, is made up of foreign exchange price
of the capital asset, (P), the exchange rate of local currency per unit of foreign

exchange (f) and tariff on capital goods (m). Therefore,

q=P {1 +m).

The effect of trade policy on price of capital has been discussed in the
previous chapter. Hence, we will exclude f and m from the equation to
concentrate on the effect of fiscal incentives. Furthermore, a differentiated
foreign exchange rate between sectors is not significant in the open economy of
Malaysia, i.e. f is constant over sectors and only varies over time. Thus for the

purpose of simplicity q is assumed to be M$100.

The second measurement by Teh captures the effect of tax allowance.

Thus, the user’s cost of capital becomes:

C = (r+d)(1-uy) (2)

4
1-u
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where y = capital allowance (exempt from income tax).

The user cost of capital will initially be calculated for a “neutral situation”
for equation (1) and (2). Then C will be calculated for various incentives. A
comparison between user cost of capital in a neutral situation and those that
include incentives will be made in order to see how much the cost of capital

has been reduced.

The two major incentives packages are the Investment Incentives Act
(1968) and Promotion of Investment Act (1986). User cost of capital is used to

analyse incentives under these two Acts. The following are the parameters;

Parameter 1968 . 1986
d 0.1 0.1
i 0.08 0.121
q M$100.00 M$100.00
n 10.00 10.00
r 0.08 0.121
u 04 04

Data for n and therefore d was estimated by Nagaraj!® for the Malaysian
case. The values of r were those prevailing in the relevant period™. i is

assumed to take the values of r.

Tables 3.2 and 3.3 show the effect of incentives on the cost of capital in
1968. The inceatives were (i) accelerated depreciation rate that allowed
companies to amortize capital assets at 20 per cent per annum, (ii) tax holiday
for a period of 6 years granted under pioneer status (this period could be
extended by two years under certain conditions), and (iii) investment tax credit
in the form of an allowance given against taxable income. In 1968 the allowance
was 25 per cent of capital expenditure. It was later increased by another 5 per

cent and in 1971 the rate became 40 per cent.

10 Nagaraj, S., The Determinants of Investment Behaviourin West Malaysia, M.Ec. thesis
submitted to the Faculty of Economics and Administration, University of Malaya,
unpublished.

11 Bank Negara Annual Reports.
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Table 3.2

Annual Rental Value of a M$100 Machine under
Various Incentives Policies in 1968

Policy - User cost Reduction in user cost
. of capital of capital (%) from
MS$ per annum neutral policy

(1) Neutral Policy
r=0.08d=d'=0.1
u=04 23.33 -

(2)  Accelerated Deprecia-
tiond =0.2 ' 22.06 6

(3) Tax holiday for the
period of 6 years h = 6 19.90 15

(4) Tax holiday for the
period of 8 years h=8 18.48 21

(5) Taxholiday h=6
and accelerated
depreciation d=0.2 17.71 24

Table 3.3

Annual Rental Value of a M$100 Machine Under Incentives in
the Form of Tax Allowance; 1968

User cost of Reduction from
Policy- capital neutral policy
M$ per annum (%)
(1) Neutral Policy
r=0.08,d=0.1,u=04 30 -
(2) Investment tax credit
of 25% y =0.25 27 11
(3) Additional credit
of 5% y=03 26.4 13
(4) Increased capital
allowance, y = 0.4 25.2 16
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Some establishments can enjoy both pioneer status and accelerated
depreciation rate simultaneously for different parts of their operations. For
example pioneer étatus is given for a new investment while accelerated
depreciatio‘n is for expansion of existing plant. Establishments that have

accumulated tax credits can carry them over to the post pioneer period.

Pioneer status, as expected, is shown to be a better incentive than
accelerated depreciation in terms of reduction the cost of capital. A six-year
tax holiday reduces user cost of (;apital in a neutral situation by 15 per cent
while accelerated depreciation reduces the cost by only 6 per cent. Investment
tax credit also does not match a tax holiday, as it reduces user cost of capital
by only 11 per cent (if the allowance is 25 per cent). Only if the allowance is

large (for example 40 per cent) does the benefit match pioneer status.

In structure, the incentives available in 1986 differ little from those in
1968, except that they are given at a greater rate. A tax holiday can be enjoyed
for a period of up to ten years for a particular product or activity. But the same
establishment can then qualify for another pioneer status based on another
product or activity. Tables 3.4 and 3.5 give the effect of incentives in 1986.
The user cost of capital under a neutral policy has increased, due to the increase
in interest rates. . The biggest reduction (46 per cent) is recorded by ten year
pioneer period incentives. Investment tax allowance of 100 per cent is almost
equivalent to pioneer status, showing 40 per cent capital cost reduction. The
1986 order of incentives attractiveness does nof; differ from that of 1968; most
attractive is pioneer status followed by investment tax allowance and then
accelerated depreciation. For an establishment that does not qualify for the
five year tax holiday, investment tax allowance of 100 per cent gives almost
the same benefit. Therefore, although most establishments seek pioneer status
and this is also the most widely enjoyed incentive, establishments do not lose

much in benefit if granted investment tax allowance instead.
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Table 3.4

Annual Rental Value of a M$100 Machine under
Various Incentives Policies in 1986

Policy User cost of Reduction in user cost of
. capital capital (%) from
MS$ per annum neutral policy

(1) Neutral Policy

r=0.121,d=d'=0.1

u=04 30.17 -
(2) Accelerated

Depreciation d= 0.2

d,;=04,d,=0.4

d,=0.2 27.59 . 8
(3) Tax holiday for period

of 5years,h=5 24.14 20
(4) Tax holiday for the

period of 10 years

h=10 16.14 46
(5) Tax holiday h=5

and accelerated

depreciation 19.92 34

d=0.2

Table 3.5

Annual Rental Value of a M$100 Machine under Incentives in
the Form of Tax Allowance; 1986

Policy

User Cost Reduction from
of capital neutral policy (%)
MS$ per annum

(1) Neutral Policy r=0.121
d=0.1, u=04

(2) Investment tax allowance

of 100%
y=10

(3) Reinvestment allowance
of 25%
y=025

(4) Increased reinvestment
allowance of 40%
y =04

36.80 -
22.10 40
33.12 10
30.90 16
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Reduction percentages shown in tables 3.2 to 3.5 in some ways can be
used as an indicator of which incentive to chose if an establishment qualifies
for more than one. But for an establishment that can only qualify for one

particular incentive there is of course no choice.

In summary, user cost of capital or the annual rental value of capital is

substantially reduced by the various incentives offered.!?

3.6 Comparison of Fiscal Incentives and Trade Policy

The analysis in this section will begin by comparing the effect of fiscal
incentives and trade policy on the cost of capital; whether they act in the same
way or in opposing ways. We will also look into the influence of both policies

in promoting import substitution and export—oriented industrialisation.

3.6.1 Effect of Policies on Cost of Capital

First, we compare how the two policies (fiscal and trade) are
administered. Fiscal incentives are mostly administered piecemeal although
there have recently been efforts to consolidate them (for example Promotion of
Investment Act 1986). The various incentives have different qualifying criteria,
making the appiication and award process complicated. Applicants also have
to consider carefully which one to apply for as some incentives are mutually
exclusive. Among the trade policy instruments, only tariffs are based on case
by case criteria. Although import restrictions are based on the same criteria

as tariffs, their incidence is too low to be considered important. Exchange rates

12 In their survey of subsidy to capital in Malaysia, Lim and Anuwar arrived at the
same conclusion as this study, i.e investment incentives reduce the cost of capital.
They further proved that the provision of capital subsidies did encourage greater
capital intensity in Malaysian manufacturing in 1979.

See, Lim, D. and Anuwar, A., 1989. Malaysian Human Resources Development Plan
Project, Module III, Study No. 6 on Manufacturing, unpublished report.
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are applied equally to the whole economy. Thus, trade policy seems to be less

complicated than fiscal incentives.

The second éomparison looks at the most important instruments of both
policies. The most widely used and most beneficial fiscal incentive is pioneer
industry status which gives tax exemption of otherwise taxable income. This
will benefit capital more than labour users as cost of labour is already deducted
in arriving at taxable income. Without pioneer status only interest on capital
can be deducted when calculating the adjusted income. However, under this
incentive a tax holiday is given based on the level of capital invested. Tariff is
the most widely used instrument to execute trade policy. Its effect is however
the opposite of pioneer status; it increases the cost of capital. From the early

1980s exchange rates have become a prominent instrument.

Tables 3.6, 3.7 and 3.8 are restatements of tables in chapter 2 and the
present chapter for the purpose of comparing how fiscal incentives and trade

policy affect the cost of capital.

Most fiscal incentives have -the effect of reducing the cost of capital (table
3.6). For example a six year tax holiday in 1968 reduces capital cost by 14.7
per cent and if the exemption period is longer then the benefit is larger (20.8
per cent for eight year exemption). The latest package introduced in 1986 (the

Promotion of Investment Act) is even more generous to capital users.

The effects of trade policy are not as clear cut as those of fiscal incentives.
Tariff produced increases in users’ cost of capital (C) from 1963 to 1970 but this
cost fell in 1978 and 1979. The effect of exchange rates in C is to amplify these
changes (compare tables 2.5 and 2.6). But when the exchange rate was over—
valued it nullified the increase in C due to tariff, as shown by figures for 1973.
NRP and ERP provide another perspective on the cost of capital. The decreasing
trend of NRP implies an overall cost reduction. However the ERP is of more
interest; it shows that the capital machinery industry is not over protected.
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Table 3.6

Reduction in Cost of Capital Due to Fiscal Incentives

Type of policy Percentage of reduction
1968 1986
1) Accelerated Depreciation 5.5 8.5
Allowance
2) 5 year tax holiday - 20.0
3) 6 year tax holiday 14.7 -
4) 8 year tax holiday 20.8 -
5) 10 year tax holiday - 46.5
6) Investment Tax Credit (25%) . 11.0 10.0
7) Investment Tax Allowance (100%) - 40.0
8) Increased Capital Allowance 16.0 16.0
Table 3.7

Change in Cost of Capital Due to Trade Policy

Percentage change from the
previous period

Years Tariff only Tariff and exchaﬁge rate
1963-1965 + 72 + 4.0
1970 +36.9 +15.0
1973 +13.6 + 44.1
1978 -12.8 - 82
1979 - 26 - 90
1982 . +14.7 + 1.0
Table 3.8

NRP and ERP for Capital Equipment for 1963-82 (%)

Year: 1963 1965 1970 1973 1978 1979 1982
NRP 5 5 20 28.9 22.3 18.8 15.1
ERP 6 6 64 82.7 38.6 33.9 28.7

134




Therefore the prices of imported and domestic capital goods need not be kept

high to ensure the survival of that industry.

Thus, the effect of trade policy is slightly at variance with fiscal
incentives. * Fiscal incentives substantially reduce the cost of capital while trade
policy increases it marginally. However, it must also be said that trade policy,
in certain cases, allows exemptions from import duty which reduce the cost of

capital.

3.6.2 Effects of Policies on Import Substitution and Export—oriented
Industries

Fiscal incentives and trade policy have been used in many countries as
tools to promote import substitution (ISI) and/or export—oriented industrializa-

tion (EOI). This subsection will investigate:

— which policy promotes which type of industrialisation,
— the degree in which these policies are carried out,

— whether one contradicts the other.

For the first task, the fiscal incentives can be divided into two groups.
The first group comprises incentives that are neutral to both strategies — pioneer
status, tax credit allowance and accelerated depreciation allowance. This group
is by and large the most important and heavily subscribed. The second group

consists of incentive of export promotion.

Studies have shown that the industries established between 1957 and
the early 1970s were mostly of the ISI type!*. Pioneer status, per se, is neutral
to ISI and EOI. Beside helping to establish domestic industries it also attracts

foreign investment with an export market orientation. Subsequent changes

B3 Hoffmann. L. and Tan, S.E., 1980. Industrial Growth, Employment, and Foreign

mmﬁmg_nn_EmmMLM&m Kuala Lumpur, Oxford University Press, page
151.
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to the incentives system introduced many incentives to exporters. Therefore,

fiscal incentives could be regarded as instruments that promote EQOI.

Trade policy, namely tariff, was used initially to protect local industry,
as shown iﬁ the relatively high values of ERP. In the latter part of the 1970s,
tariffs were slowly lowered. Exchange rate has only been used as a trade
instrument since the early 1980s, and the Ringgit is undervalued in order to
boost exports. We conclude that trade policy initially aimed to help ISI but
recently has shifted in favour of EOI.

The second point of comparison is the degree to which these policies are
implemented. An extremely protective policy to promote domestic industries
can be harmful to export promotion effort. Very high tariffs will move resources
away from export—o‘riented industries to import substitution ones. Import
substitution policies may be considered extreme when domestic industries are
so protected that their growth rate exceeds that of domestic demand. Export-
oriented industries should not be encouraged to the point that the domestic

marginal rate of transformation exceeds the international one.

One indicator of the degree of implementation of ISI policy is the level
of ERP. From figure 2.1, the highest average ERP is 46.0 (1982). In the same
year, the mode of ERP distribution falls to the 3040 range. These figures
are very much lower than some other developing countries; Pakistan on average,
has ERP of 2004. Other indicators such as the absence of an import licensing
scheme and minimal quota control, reinforce the earlier observation that ISI is
not implemented to an extreme degree. These two instruments are most often
used if a country wants to highly protect a particular industry. An exception

must be made for heavy industries where very high ERP (production of cars)

14 See Krueger, A., 1983. nd Employment in Developin ntri
Conclusions, Vol. 3, Chicago, The University of Chicago Press for National Bureau
of Economics Research, page 34.
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or total restriction (production of steel bars) was implemented.

Domestic resource cost (DRC) could be a measure of how far the EOI
policy is pursued. DRC represents a social valuation of domestic resources used
per unit of foreign exchange saved. If DRC exceeds one, it shows that EOI policy
has reached a point where it is actually not beneficial to the country. The study
by EPU'® estimated that the DRC of 16 out of 46 Malaysian industries exceeded
the value 1.0. With three exceptions these 16 industries are based primarily
on imported inputs and/or are highly protected. Again import licenses and
quotas could be used as in South Korea, to provide relatively cheap capital and

inputs. In Malaysia, these practices are only limited to establishments in FTZs.

The evidence shows that neither fiscal incentives nor trade policy was
pursued to an unjustifiable extent. In general we can conclude that the present
policy is more inclined to EOI, but ISI is also pursued in selected industries

(for example heavy industry).

A third check is now made on whether one policy nullifies the other.
An ISI instrument, tariff, raises the cost of inputs, and this may jeopardize EOI
efforts. On the other hand, generous export incentives may direct resources
away from ISI. Even though nominal tariffs have been decreasing, the ERP
continues to rise. Assuming constant returns to scale production process and
the increasing ERPs are for inputs, this will definitely hurt exporting
establishments. The EOI instrument that overcomes this problem is FTZ and
LMW.  Their almost automatic tariff eicerﬁption on inputs protects
establishments in these types of location from tariff changes. However it is
limited to a small number of areas and establishments. Other export incentives,
such as abatement of adjusted income and promotional allowances are only
successful<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>