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‘A system of protection of manufacturing industry,
such as is found in many newly 1nduétrializing countries
today, is only in its beginning stage c_:f development in
"Maiawia. Just recently emergad from ;olonia} gtatus, the
ecgnomy has been, and still is, relatively very "open". N
Moreover, until recemtly, strong export performance in a
few primary commodities ha.d‘ prg.luded a balanee of payments
rationale for protection, A limited amount of manufacturing
had developed in response to market growth in the contgxt
of generally outward-locking eeonomic pouete“é}' /

This picture began to ehange in the 1960's, howevér,
and by the middle of the decade tarlffs for protection of new

* West Malaysia refers to the so-galled States of Malaya =~
i.e., all of Malaysia except Sabah and wak, Subsequently, in
this paper "Malaysia® will be usgd as short-hand for West Malaysia. .
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" manufactures had become an imporbant iséue of economic policy. And
an embryonic system of protection had already emerged. This system
ig the focus of attention in this study. Before turning to the main
task, however, it might prove helpful to put ih in i'bs historical
context with a brief review of some aspects of Malaysia's recent

economic history.

l Growth and Change in theﬁ&laysian Bconomy

The Malaysian economy was both young and smell in 1965. It was
young in the sense that political independence wag achieved only in
1957, and the ability to implement an independent economic development
policy awaited the return of inmternal secupity at the end of the 1950*s
: followihg the succéssful struggle agair}st the communist guerillas.
It was small in the sense £Mt the population of West Malaysia was
about 8 million in 1965, growing at qQout three per cent a year, vhile
" per capita gross national produck was only slightiy more than M $900
(about Us $300). _ o |

The economy was heavily dependent on exports, espeeially rubber
" and tin, as can be seen frord Tables ¥ and IX. !ﬁﬁ‘bionally, the pace
of economic activity had beén determjned by the world markets for thesé
| two commodities, not only {-.hrough the geheration of income, but also
via the inflow of foreign caplta.l for investment. Fc;llcwing World War

II there were three main cycles of eccnemi.c activity, peaking in 1951,

1956 and 1960, each deriving from a boom in Malaysia's principal exports..J:/

1/ G.B. Hainsworth, "Background nctes on Malaysian Economic Growth,"

unpublished
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Since 1955; however, exports have tended to lag behind the
growth of inééﬁe, fhe share of exports in gross domestic prOduct
" declining from 49 per cent to 4O per cent in'l966, as Table I
demonstta%es. The interruption of £he downtrend in the share of
exports in 1953-1960 by a sharp temporary rise in rubber prices,
together with & subsequent continuing decline.in rubber prices, has
made the problem of expért lag in the 1960's appear even moré sudden
and dramatic than it may in fact be. The balance of exports over
imports as a percemtage of imports (shown in Table I) dropped from an
average of 36 per cent in 1955-60 to 12 per cent in 1961-~1966.

Nevertheless, the rate of growth of the economy was sustained
at a higher level after 1960, Thévimpgtus was an investment boom
encouraged by o bold public infrastructure spemding program and by
tax, tariff and other incentives to private investment in manufacturing
industries. The more rapid growth in the 1960's as compszed to the
late 1950's, and the leading roles playgd by manufacturing and cons- -
truction are clearly brought sut in Table'III. Moreover, foreign”
'capital, as well as domestic, shifted toward import substitutionkin
manufacturing, away from the,traditioﬁal export sector. The 1860's
appeared, theh, to mark the transition away from an export-led ecogomy;

While export growth lagged,_imborts}grew more‘nearl& in line ,
wi.th income. The result was a sheep deéline in the share of net |
exports (exports minus imports) in Gross )oméstic Product, as Table
Iv indicateé: The same Table shows that the rise }n the combined
shores of Government consumption and gross investment roughly matched

this declihe, g0 thet the share of private consusption was unchanged.




TABLE I

MALAYSIAN FOREIGN TRADE*
1955-1966 -
Yo Imports Exporfs Balance Balance jExports ’fé
a, . ($ million) ($ million) ($ million) as per cent as per cent o

— 7 v of Imports _of GDP

1955 1,580 2,488 908 57 b9

1956 1,801 . 2,hk22 621, 3L 48

1957 1,870 2,351 ue1 . 26 46 -
- 1958 . 1,704 2,040 | 336 20 - k2 |

1%59 1,790 2,638 848 47 w "

1960 . 2,078 3,094 816 - 36 50 . f;if

1961 2,371 2,79 ‘123 18 46 ‘~

1962 2,5% 2,7 1% 8 .
1963 2,690 2,880 190 ' 7 43 | 'l{f
| 1964 2,754 2,986 | . 232 8 L1
1965 - 2,84k 3,334 o W k2 L
1966 2,900 3,346 Ll 15 ko N

L "~ "

' % Includes non-factor services

Source: Department of Statistics, = -
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TABLE II . *

PRINCIPAL EXPORTS OF MAIAYSIA
AS A PERCENTAGE OF TOTAL EXPORTS
. : 2§5H2558z%§E§5 .

. . : Canned
o . o Tin and . Coconut 0il Iron Ore Palm Oil Timber Pincapple
‘Year  Total Exports __ Rubber Tin Ore and Juice
, Value & Ve lue % Value g~ Value % Value % Value ¢ Value ¢
_ H@:m(; 1,117 580 50.9 221 19.8 25 © 2.2 1 0.1 32 2.9 8 0.7 2 0.2
1950 - 2,510 - 1,810 69.3 M2 16.9 55 21 9 0.3 32 1.2 18 0.7 7 0.3
H@Wm, 2,372 , .Fumm: 55.8 :m: 18,3 51 2.2 33 1.h 36 1.5 265 1.1 17 0.7
11959 2,77 1,722 39.5 299 12.1 30 1.2 100 ko 52 2.1 uw 1.3 22 0.9
.>.wwmmo | 2,927 1,829 52,5 507 . 17.3 24 0.3 140 k.8 1L 2.1 55 1.9 26 0.9
1951 2,525 1,442 54,9 . 553 21.1 25 1.1 154 5.2 aHH 2.3 ;m 1.5 25 1,0
 pHomm ’ 2,624 1,308 s52.1 520 23.5 22 0.6 175 7.3 45 2% b8 1.9 28 1.1
1953 - 2,705 . 1,374 50.8 543 23.7 27 0.8 175 5.5 A 2.” °5 v. 4 29 1.1
19 muwmw 1,303 5.9 726 26,2 12  O.b 1% 5.8 81 2.y 85 311 33 L2
_w,;w@mm 3,103 vamm, Lh,1 872 8.1 16 . 0.5 151 5.2 105 3.k 92 3.0 302 1.3
M,_\HmmmA 3,120 1,396 W7 792  25.4 20 m.m. 135 4.4 118 3.8 99 3.2 L

es; Malaysia Official Year Book 1953, Volume III, Hwof P. 522,

_ Department of Statistics, Federation of Malaya Annual Statistics of External Trade memv p. -15.
. s mwmamm of z«. qm Annual’ m.nm.«wmw os of External Trade 1965, Vol. I, p. 3.
1965, <o__.. I, p. 3.

-




- TABLE III

ANNUAL GROWIH RATES OF GROSS DOMESTIC PRODUCT . %
AND SECTORS OF ORIGIN,, 1955-1966 A
" (per cent) SN

Average . ' : T
1955- 1959- 1960- 1961- 1962~ - 1963-  1964- 1965~
1959 1960 1961 . 1962 1963 196k 1965 1966

.

1. Agriculture, Forestry, | : :
Hun'bing,and,Fishing 2.19 5.67 5.01 2.70 5.16 3.17  19.55 b,7h

2, Mining and quarrying -2.74 k40,37 10.13 1.78 6.12 =L.,00 6.88 3.48
3. Manufacturing ) 7.95 9.00 14,26 13,46 13.02 10.88.
\ . g 3.19 12.32 . . )' '_l ‘. ) 5 ‘ .:”; ) . s
L, Construction 20.89 25,65 14,17 16,79 12.50 11.11

5. Blectricity gas & water 0.49 29.63 12,86 10.13 9,20 1h.7h 12,84 14.63

6. Transport s storage and ‘
‘ communication 7.13 12.50 3.17 3.59 2.8 5.8 8.22 9.28

' 7. Wholesale and retail , .
trade 3.34 18.75 5.4  L.,77  8.78 5.62  5.,k2 5.04

' 8. Banking, Insurance & | .
' real estate 1,67 1k.52 11.27 1Q.13 - 10.3k 10.k2 9.43 10,3k

" 9, Ownership of dwellings 3.18 é.9’+ 4,08 3,53 4,92 4,69 5.17" L‘t.'26‘
10. Public administration |

" 'and defense © 2,32 2,11 0,89 2.08 9.33  6.67 6.25' 5.88

213. Services 5.83  7.0C 8.39 7.43 7.78 6.82 8.1k .6.db~
GROSS DOMESTIC PRODUCT ‘ ’ ) . U ﬂ;

AT FACTOR CCST 2.64 10.3k4. 6,15 5.11 7.57 5.83 6.80 6.k0

Sources: Ialnited Nations s Yearbook of National Accounts Statistics, New York, 1966, TP-
33“50 - T

Department of Statistics, National Accounts of West Mala sia-l95—5—l96h, Do 28
IBRD International Developmen .Assocﬁﬁmmw of the Economic
Sit‘mtion, Volo I. ' -
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The orientation toward domestic mo.nufactu.ring is seen in the
latter's rising share in the origin-of the national product,' aﬁ the
expense of agriculture (Table V). While the changing pattern of
imports shows a rise in the category, Manufactured Goods, in the
standard internctional trade classification of Table VI, we can see
from the breakdown of manufacturing imports in Table VII‘thut the
share of conswmption goods declined while that of iﬁtermediate goods
rose. This is’, of course, characteristic of the early stage of
import- substituting industrializati on.

An important question is the e:ftenﬁ to which the beginnings of
1ndustrialigation in Malaysia @deperided on tariff proﬁec‘bion and other
government policies' such as tdx exemptions, as opposed to natural
encouragement arising from the rapid growth of the domestic market.

In the cpionion of this wri‘ber, the latter was at least of equal
importance. Contrary to the experlence of some less developed coimties’,
the initial impetus tc industrialization did not come from a sudden and
drastic attempt to control imports in the face of a severe balancé of
payments crisis. Correspondingly, as will be seen.in te next section,
the average level of protection in 1965 wes modest and many manufac-.
turing industries had by then developed with no proteetion at all,
Moreover, as can be seen in Table VI, the export of manufactures (e.8es
rubber products), while small, grew rapldly between: 1969 and 1966, This
suggests that natural comparative adventage fagtors plus grcwbh of the
market played 2 larger role in initiating industrial growth in Malaysia

than in many other countries more dependent on prabect:.on.

DURRIRI P A
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TABLE V

INDUSTRIAL ORIGIN AF GROSS DOMESTIC PRODUCT

1960 PRICES
($ million)
(percentage in parentheses)

1958 1960 1964 1965 ;26_6_
1. Agriculture, Forestry, . :  :' ‘
Humbing and Fishing 1,715 (40) 1,976 (38) 2,312 (35) 2,407 (34) 2,521 (34).
2, Mining and quarrying 27c () 306 (6) 349 (5) 373 (5) 386 (5)
3. Manufacturing Yy 453 (9) 6oL (10) A (11) 866 (12)
4, Construction ) 40 (1) 158.(3) 30 (5) 30 (5) T W0 (5) -
5, BElectricity, gas & water 56 (1) 70 (1) 109 (2) 123 (2) 141 (2) -
'Eransport, stdrage and | | ! i
7 commmication 128 (3) 189 (B) 29 (3) 237 () 2590
4. Wholesale and retail trade 605 (14) 817 (16) 1,034 (16) 1,000 (16) 1,145 (15)
‘8, Banking, -ins:u-ance and | ;
real estate 59 (1) 71 (1) 106 (2) 116 (2) 128 (2) -
,,9.,0vmai~sh1p of dwellings 210 (5) 245 (5) 290 (4) 305 () 318 (&)
10. Public administration o i
' and defense 303 (7) 339 (6) hoo (6) . k25 (6) 450 (6) -
11. Services T k() 5% (1) 799 (12) B (12) %0 (12)
GROSS DOMESTIC PRODUCT \ ‘ | Yy

AT FACTCR COST 4,270 5,220, 6,630 7,081 253k :

. Sources:

1655-1964, p. 26. IBRD International Development AssoC ation,
Review of the Economic Situation, Vol. I.

United Nations, Yearbook of National Accogs Statistics , New York, 1966, ; K
pp. 233-5. Department of Statistics, ¥ Accounts of West Malaysia, '
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'~ "TABLE VI

MERCHANDISE TRADE OF MAIAYSIA
(value in § nillion Malaysian)

~ :Foods, Beverages

1966

}EORI‘S‘ : Total and tobaceos  :Crude Materials Fuels ZManufactui:ed :Goods_=
; Value Value Value : Velue % Value

o5 1,510 55T 37 2erl 15 1258 8 600.7 ko
960 2,105.0 6435 31 429.7 20 149.3 7 885.5 42
961 2,180.0 6502 30 386.0 18 42,9 6 1,000.9 L6
1962 2,387.0 6348 27 k6.7 20 15L2 6 11,1203 W7
1963 2,#63.2 718.2 29  keh.m 17 1527 6 1,168.9 18
964 24707  753.3 .5 3657 15 167.3 .7 1,184.4 48
1965 2,557.0 674 .6 26 389.9 15 174.2 7 1,318,8 . 52
1966 2,575.1  667.3 26 336 13 195.0 8 1,380.2 53
EXPORTS

1955 2,362.4 9.0 L 2,197.3 93 13.9 1 57.2 2
1966 2,905.1  103.0 L 2,694.5 93 8.2 .. 99.4 3
,;961 2,601.1 108.8 & 2,346.6 90 9.2 .. 136.5 5
¥l962 2,600,6 118.6 5 2,335.8 9% 10.9 .. 135.3 5
1963 2,673.8  113.5 b 2bolé % 330 1 5T 5
1964 2,754.0 123.1 Lk 2kee.2 88 43.0 - 2 165.7 6
1965 - 3,072.4  15L.3 5 2,679.1 87 50,2 -2 191.8 6

3,084.7 177.5 6 2,639.C 85 55.6 .2 212.6 7

' gource: Department of Statistics.
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b : TABLE VII

MANUFACTURED IMPORTS " -
. 1962 - 1965 > .

L4

Total Menufactured Intermediate Inputs Into Capital Goods. Consumption

YEAR Goods , Inputs Construction , Gouds

Vaiue (+000) Talue  (P000)7, value (T000) % Value (2000} % Value(7000) %

1962 1,124.3 : 211.5 19 1k9.5 13 333.3 30 423.0 36

L, 1953 a 1,158.9 194.5 17 149.6 13 3862 33 . 1438.6 37
b 1,088.4 180.5 17 1k6. 13 353.3 2 - hoB.5 38

196k o 1,184.4 - 203.4 26 140.7 12 wp:.w, 26 425.9 36

b '1,105.8 201.2 26 136.7 12 279.6 25 398.3 35

1965 a 1,318.3 351.5 27 - 141.L 1 365.7 28 W86 3

b 1,236.8 351.9 26 136.4 11 324.7 26 423.8 3k

1956 a2 1,380.2 335.3 25 142.8 10 W72.5 w: 26.5 31

“ b 1,299.2 327.9 . 25 138.1 11 L28.1 33 405,1 31

-8/ Tncludes re-exports.

b/ Excludes re-exports.

‘Source: - States of Malaya Annual Statistics of Bxternal Trade of 1962-1955. .
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TABLE VIII

MALAYSIAN TERMS OF TRADE, 1952-1866

L

: Export Prices

Import Prices

SOURCE: Intepnational Monetary Fund, International Financial

Tpe 150-61.

7 1ssues, PPe -

Statistics, Supplement to 19

I%7Y, D, 206. =

L Xx (Wovember

Year Terms of Trade
1952 123 122 101
1953 91 19 76
1954 88 107 82
1955 125 98 128
1956 116 101 s
1957 110 105 : 105
1358 100 100 200
1959 120 8 122
1960 127 101 126
1961 05 100 105
1962 102 101 101
1963 99 101 %
1964 100 102 98
1965 10l 93 112
1966 98 108 o1

. . *
— W . — %
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Névertheless, the trend in Malaysie is toward more protection.
And the pressures in this dlrection may be expected to increase in \
the future if recent trends in terms of trade and export earnings
continue, Por, ag Table VIII shows, export prices have generally
declined over the past decade., Moreover, the decline in rubber prices
was much sharper than for all exports, the drqp in the latter having
been dampened by rising tln'prices. And high tin prices are less

encouraging than they might be because of limitations on exports under

the international tin"agreement and, more important, because of the

foreseeable exhaustion of known reserves. So low rubber prices and

dwindling tin reserves have given rise to a certain amount of pessimism

“about continued dependence on Malaysia's traditional exports. Nor is

this-pessimism surmounted by the growing importance of new exports like
palm oil and timber. (See Table IT,)

Finally, the more modest trade surplus of recent years has its

.counterpart in a more nrecarious balance of payments situation as

indicated in Teble IX. Overall deficits occurred in 1963, 1964, 1966

and 1967. Moreover, it has been suggested that the pessimistic invest- L

. ment climate, sterming both from the decline in rubber earnlngs and the

more recent tendency of the Government to respond to the balance of

payments problem Wlth flscaL restraint, has contributed to the deficit

by discouraging private capital from abroad and encouraging outflow of
/ L.

_ 2/ L
Malaysian capital.”™ The sharp rise in "errors and omissions," evidenced

~in Teble IX, may be indicative of the latter, while the growing gap

Y

between “service'imports" and private long-term capital inflow is

2
this deét.

I am indebted to Professor Emile Despfes for enlightment on




TABIE I

. 13\

Malaysian Balante of Payments
(Ificludes Sebah and Sarawak)

‘r’ PR

1

- I i T ;‘ ii.
| 1961 1962 1963 1964 1965 1966  1967%
e — IR NRE 7T VA o i
Merchandise -
Exrpott s 3,212 3,232 3,296 J,3h6 3,752 3,808 3,685
Inports ~2,641 -2,892 =3,0L0 ,O7L ~3 2g6 «3,254 -3,163
Balance 571 34o 286 275 526 . 554 522
Services (net) -353 =204 -32k 360 7395 -k53 k38
Transters (net) 2195 -20k  -181 -7h -1 -%2 =130
Private Long-Term Capital (net) 18¢ 235 27Cv 205 150 160 1357??{
Official Long-Term Capital (net) 21 48 .87 1 o 7 18
Official Short-Term Liabilities(net)-- - -5 71 116 - -1 -183
Errors and Omiss:.ons 131 -3 «-210 274 ~-326 -336 -271
Overall ‘Surplus U) or \ ‘ . |
Peficit (-) 493 432 -77  -138 4134 -17L 24T
* preliminary. ‘ ¥
Source:  Bank Negara Malaysia, Annual Reports and Bepartment of Stetistics, West o

Malaysia Annual Sta‘blstir-s of External Trade.
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evidence of the rorreri

These de‘;elspménts seen to have ‘}vg::.sed a dilemma for eéonomic
policy, The boom in demand has kept irporte growing while éxport
growth has slowed, In additiom thére is evidence of a decline in
capital inflow and incrcase in capital outflow. To protect the'
baldnce of paynents byﬁrestrictiyé mppetary,gnd'fiscal policies would
further artifically discouragelforeign aﬁd domestic investors in what
might othérwisé be =n attragtive investuent climate. On the other
hand, to unleash domestic demand would mean a worsening of the<trade
balance, and therc is no assurance that' the capital account impro§e~
ment from greater investment profitability would offset this.

One wuy to resolve the dilemma,‘given an unfavorable world
market situation for growth of traditional exports (if that is the
Casé), would be t- step up the pace of import §ubstitﬁtion, especially
in ganufacturiqg. While devaluation acéompanied by higher taxes on
najor exports (4o prevent adverse terms of trade effects) might be
the ideal means of achieving this goal, tariff protection is an
alternative that has ébnsiderable appeal to nén—economists. Sec it
seems’likely that in this setting the pressures fof raising tariff

rates will be much stronger than in theipast.
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2. The System of Protegtion

Until>the 1960‘8, tariffs ih Malayéia tended to serve revenue
puéposes and protection of the industries of other British Cdmmonwealth
countries, rafher than Maiaysian industry. While this begah to change
afﬁef 1959 with the trend toward elimination of Comnonwealth preferences
énd the rise in the prcporﬁion of imports from. non-Commonwealth countries,
the level of tariff protection was still_quitiuldw in the early 1960's.

More%fer, there may heve been (and perhaps still are) some'imPort-‘
ant interests oppnsing deliberate industrialization~behin5’ﬁioteétioh.g/
One is the fear of the effect of a rise in the cost of living on wages of
rubber workers. The large import houses ﬁlso have tended to defend their
vested interests in distribution, though apparently some have begun thei
transformation to a role in industrial capitalism. The Treasury has
apparently preferréd tariffsqur revenue rathef than for,protec%ion. And,
finally, the nuaerically and politically dominant Malays may have fglt
some reluctance about favoring urban (predoiinantly Chinese) interests
at the expense °f rural (predoninantly Malay).

The flrst mpvrtant step toward protection, occurring in 1959, was
eséentially a reclassification that had the effect of eliminating Sommon-
wealth preferences in a number of categories. In the meantine, a Tariff
Advisory Committee had been established as a part of the new industrial

L | 4

3/ E.L. Wheelwright, "Industrialization in Malaya,* in T,H. Silcock
and E.K. Fisk, eds., The Political .‘conomy of Independent Mala
(Singapore: Eastern Universities Press, -




development policy. The cautious approach of the Government to tariff-
protection 'in the early 1960's can be appreciated from the following
excerpt from its "Notes for the Guidance of Applicants Tariff Conces-
sions (October 1961):*
..s The margin of protection‘grahted will in no
case be greater than that which will obtain for
the local manufacturer the market for goods which
can be economically produced in the Federation
‘within a reasonable period .... The Government
~will not grant exemption or protection to an extent
vhich'would permit the marketing of goods of in-
ferior quality or at excessive prices in comparison
with imported goods. It will not grant tariff con-

cessions to industry to an extent which would mater-
ially affect public revenue. '

' The Tariff Advisory Board which succeeded tﬁe Committee, was in-
strumental in establiéhing modest protective duties on’'more than 200
‘items by 1963. And it has been moderately active since then in con-
'sidéfing and in SOmglcases granting tariff protection to applicant
1ndustries. Meanwhile, Comﬁonwealth preferences finally disappeared
altogether in 1967. |
Still, as the evidence of thevnexf section demonstrates, tariffs
generally were at modest levels in 1963 and even‘in 1965. The few very ' i‘
high rates were generally for revenue_purﬁoses, on goods like tobacco
aﬁd liquor. And, while the Goverament by 1965 had made a much more

' defidite commitment to protective tariffs as a device for stimulating

“industrialization, this commitment was tampered by a concern

*/ Quoted by Wheelwright, op. cit., p. 220,




2ﬁ3

to avoid the excesses of a protection system, as is evident frém the
following statement of policy contained in the First Malaysia Plan
(1965)*:

ese. In recognition of the preblems of infant
industries and those which arise from the limited
industrial experience of the country, major at-
tention will be given to the imposition of pro-
tective tariffs....The govermment, however, is
intent -n ensuring that no more protection than

'is necessary will be accorded, for the cost of
industrialization to the domestic consumer must

be ninimised, The government #8 alsc intent that
tarirf protection will not be a@forded for periods
loager than gre absbdblutely necessary. The growth

~f the industrial sector in the long run will
demand that eventually production be extended to
supply not only the domestic morket but also markets
cverscas. This mokes it essential that domestic
enterprise be constantly prodded to increase effici-
ency so that there will be progressive reductions in
production costs.. -

The Tarifi Adviscry Board alsoc grants duty exemptions on imporfed
inputskto certain firms és a part of the Government's industrial promo-
tion program, Unfortunately, it proved impossible to take these into
account in the anulysis of the next section because they are granted on
an gd hoc firm t> firm basls, with no uniformity even within industries.
The data is kept confidential, Because these exeﬁptions pertain usually
to inputs of equipment and materials not»p§§é§¢ed in Malaysia, the duties
exempted are geherally very low, This, togétﬁer with the fact that theirl
input coefficiencs are aléo genérally‘1aw; meané thét the estimates of
rates qf protection are not likely to be very different as a result of

this omission,

*/ pp. 132-133,
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Anothervomission in the analysis of the prctectionysystem is
consideration'of Yommonwealth preferences. vBy 1963, they were relee if{%
tively unimpoftant and imports from non-Commonwealth countries |
generally ﬁredominated. Hence it is likely that the remaining
preferences simply enabled higher-priced Commonwealth products
to compete with, say, Japanese goods, SO that they did not significantly
reduce protection. |

Excise taxes are levied on only a very few commodities, mainly
liquors, cigarettes, petroleum products and matches, so that they
‘played a very minor role in the analysis of protection. |

Finally, export duties were responsible for negative protectioﬁ
in a number of industries, as the results of the next section show. o
- The major ones were Copra (5 per cent), Palm 0il (5 per cent in 1963,

7.5 per cent in 1965), Iron and Iron ore (10 per cent), Logs (10 per cent),
and Rubber. The 1atteﬁ‘was texed om a sliding scale in felation to
price. The‘ad valorem rate was calculated from the ratio of duties paid
to export value. The rates wtrekin the range of five to seven per cent
for 1963 and 1965. Tin exports were also taxed, at an even higher rate,
but %in'smelting was not ineluded in the estimates of rates of protection

for lack of input-output data.



2, The Structure of Protection

With this background, we may direct oui attentign to the structure
of protection in West'Mhiaysia as it appeared in 1963 and 1965. The year
1963 is tcé latest in which there was a Census of Manufacturing, while .
1965 is the latest year for which the less comprehensive Survey of Manu-
facturing Industries was available. A detailed breakdown of outputs -and
Enputs for 4l monufacturing industries wes obtained for 1963 as compared

to 28 for 1965. Industries common to both years numbered 27.

Nevertheless, rates‘of protection Vece estimated for a toﬁal of
45 industries For each year. This was done by assuming that phyéical
input~output relationships were unchanged between the two years and ad-
Justing the value coefficients for changes in lévels of prctection of .
outputs‘and‘inputs. The industries fcr which this procedure was followed

are noted with an asterisk in Table X. In all cases except soaps and

cleaning compounds, it was the 1965 coefficients that were deduced ih

this nmanner.

While there is no offichlly published input-output table for

~

Malaysia, it was possible tc obtain nearly complete inter-industry data

for 1965 interrelating 18 manufacturing sectors, agriculture, rubber,

 planting, forestry, iishing and mining to permit estimates for the latter

.

five non-manufacturing sectors, as well, g 5

Tﬁe rates of protection shown in Table ¥ and XII are rates of
protectlon of value added -- i.e., Z = W = v , where w is actual
recorded value added and v is value added zn free tr;de prices. Rates
of pfotection of the waole value of the product (t) are alsc shown for

comparison, Since Malaysia is a very open econouy it was impqssible to
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'deduce value added in free tradé prices from the system of tariffs and
excise taxes, on the assumption that‘where impgg;; are competing in
significant volume with domestlc producti-n the level of nominal tariff

ﬁioteétion is efrective in permitting a‘cérresponding.price or quality

differential, In four cases, however, in which imports were less than

ten per cent o1 total supply'direct price/é;mpariSOns were used to
‘estimate)the level of effective protection of the product. These are
Jbineriés and Suft Drinks for 1965 and Tcobacco Products and Refined - -
Coconut Oil for both years. Motor Veaicle (i,e., Truck) Bodies also had

less than ten per cent competing imports, but since the iﬁdustry had ne

' protection anyway, price comparisons were ndt used.

Both su-called "Balassa estimates” and "Corden estimates" were - |
calculated, the latter including in the value added base an estimate 1

of direct and indirect value added from non-traded inmputs.

The rates for éll 45 manufacturing industries covered, grouped 4;;
by end-use ceteg.ries, can be seen in Table X, Except for a number of
consumption goods industries,che rates appear generally to be low. 1In
particu}.ar, the high proportion of those with ﬁegat.ive rates stands out’

in contrast to what we find in mény sther newly industrializing countries.

o
CovE

. The'export industries, of course, could be expected tq\fall in this

category since they receive no protection from world competition, but may

use protected imputs (and may pay expcrt duties). However, a substemtial

number of other manufacturing industries had zero nominal tariffs in 1963.

and 1965 and, accordingly, hed negative rates of protection,
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TABLE X
RATES OF PROI'ECTION IN MATAYSIAN MANUFACTURING
: 1963 and 1965
(per cent)
gdustry
R . Z z t z z t
L e ‘ e
mPORTS o . v * _
" Rubber Remilling -52 -50 ~06 -4l -0 -05
latex Processing -38 -36 ~07 -49 -47 -07
Crude Coconut Oil -1k -13 ~05 -11 -10 -05
*Sago and Tapioca , -02 -2 00 -Q2 - =02 00
*Soaps and Cleaning T \ '
. Compounds -02 -02 50 -2 -02 00
Lumber and Plywood -2 -02 20 -02 ~02 00
UBBER PRODUCTS : 48 4o 16 09 =09 01
APTTAL GOODS - . :
ustrial Machinexry -07 -06 a0 ~07 -06 . 00
¥Hardware, Tools, Cutlery 11 10 06 10 10 06
S INPO CONSTRUCTION
Structural Clay Products -07 -07 - -0} -05 =05 03
Structural €ement . =07 -06 03 . 00 00 05
~Joineries - =03 -03 00 39 37 14 (20)
Architectural Metal -0l -0l 00 09 08 03
[INCERMEDIATE GOODS
. Motor Vehicle Bodies -11 =10 o0 -C9 -09 00
Iron Foundries ' -06 =05 00 -0k -03 00
. Motor Vehicle Parts -05 -5 oe -05 Ol 00
Prepared Animal Feeds -0k =03 00 -06 -06 00
Tin Cans & Metal Boxes =C2 -02 00 -03 -03 00
Wire & Wire Products 29 ’ 27 06 25 23 05
Wooden Boxes ~ 30 29 15 58 55 19
*Leather & Products 5k P52 19 5k 52 19
CONSUMPTION GOODS ‘
~ Tobacco Products -37. -36 . 86 (177) 1w 10 107
*Coffee ‘ -22: -21 05 -28 = =27 05
Biscult Factories -0g -C9 06 01 01 o7
¥Soyasbean Products -08 -08 o0 -10 -09 00 -
»airy Products | -oh © a0 05 -02 - =02 05
Large Rice Mills -2 . -2 ' Cco =02 =02 00
Refined Coconut 0il -0l -01 0 -0l -0l 00
Pottery and Chinaware R 14 12 19 18 13
Soft Drinks & ,
Carbonated Beverages 16 16 22 42 4o 31

' ‘Bieycle and Trishaw 17 16 09 12 11 08

(13)
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TABLE X (cont.)

L3

— 1%3 —I%
ndustry Balassa Corden : Balassa Corden :
: zZ z t Z 7 B S
. bbbl N m,__ it «v Sctiiiiiomarnn vl . b o
‘NSUMPTION’GOODS (cont.) ‘ _
aper and Paper Products 19 18 - 15 19 18 15
*Carpentry Shops 20 19 15 20 19 15
*Pickles & Sauces 22 21 15 .35 34 20
Brass, Pewter Products- L6 Ly 15 60 57 19
Paints, Varnishes, v
- Lacquers 59 58 1k 51 4g 15
*Qlass and Products 64 57 25 6k 57 25
*Clothing Factories 65 61 25 65 61 25
*¥Footwear 67 63 25 70 66 25
*Furniture & Fixtures ‘69 65 2C 72 67 .21
" *Spice & Curry Mills 81 55 09 9 63 10
*Plastic Products 93 83 22 93 83 22
-*Chocolate & Confectionery 133 120 21 i1 128 . 24
_¥Mechon & Noodles 146 132 19 W6 132 19
Xextiles 337 212 2l

-

R Jo X

1965 Values estimated from 1963 inter-
hsses indicate potential rates differi

industry ccefficients.
ng from effective rates.

337 212 2l

Values in parent-

-
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Neverbhelessv, despite the generally low level of protection,
: : : )
the range of rates is rother wide -- in 1965 from minus hO per cent

for Rubber Remilling t5 212 per cent for textiles (Corden estimates).

Moreover, in 1965 , there were 2 industries with Ccocrden rates of zero
or less, while 1k iﬁdustries had rates of 40 per cent or bh‘igher -
four of them above 10 per cenf. This indicates the possibility "of
considefable distortion of the price system and bias in resource
allocation despite the generally low average level of protection.
Happily, there were no industries for which value added at free trade
prices appeared to be negotive, however, sc that cases of possible
.absblute waste of rescurces were apparently absent.

~ Phere are a nurber -f interesting cases that warrant 'special
comment. The joiner‘ies industry, producing wooden flooring and frames
for dooré and windows, had more than ten per cent competing imports
in 1963 with a zern tariff, By 1965, however, the tariff was up to
20 per cent and imp-rts were virtually ail. This gave a potential

rate of protection (Balassa) of more than 64 per cent, as compared to

odmy

- minus three per cent in l§63. Because of the absence of competing

| imports, price édmparisons were made the ‘basis for estimating effective _

protection in 1965. These yielded an effactive rate of 39 per cent,

significantly below the pstential rate. | |
A similar situstion existed for soft drinl;s: éompetition with

imports at a relatively low duty prevailed in 1963, indicating that

the potential rate was an effective one. By 1965 a prohibitive duty

had virtually eliminated imports, the calculated potential rate of
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proteétion beiﬁg iéove 200‘péf»cen£. ‘Again, howéyer, pricencanpariSOns
yieldea a much 13wér rate -- 42 per cent -- through. significantly above
1963. | |

Tobacco p}oducts is an unusual case in that a very high t --
rate of protection of the whole value of the product -- is offset by
very high protection of the principal-inpuﬁb raw tobacco. Accordingly
the effective rate of protection of value added was negative in 1963
and relatively lov in 1965. Both for the final p;oduct and for the
raw tobacco inpul, price comparisons were used to get "effective" rates.

In the casc of 8offee, a low t was swamped by higher rates of
protéction on raw coffee (and other inputs) to yield effective protection
of less than minus 20 per cent.

Refined coconut oil presented the ;uzzling éase of zero bariff
and, yet, the highest potential rate of protection of any industry.
This stemmed from'the five per cent export tax on the principal input,
crude coconut oil, plus the very low margin of value added in refining.
Since Malaysia iz not a very large supplier of coconut oil to the world
market, it is reasonable to assume that the export tax was absorbed by the
domestic industry. It.seemed reasonable also to assume that this ,would
result in a lower price to domgstic refiners to equalize the gaiﬁ at the
margin fr§m export and domestic sales. Yet price comparisons for 1963,
196&, and 1965 showed no evidence that the price to domestic refiners
was lower than the export price. Hence, the effecﬁive rate turned ou; to
be minus one per cent, in contrast with the calculated potential rate of

328 per cent.
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Finally, some csnsumpfian goods industries like Spice and
Curry Mills, Chocclate and Confectionery, Mechon &@nd Noodles, and
egpeclally Textiles had estimate_s for 7 far above estimates for t
because of low margins of value added. For textiles, which had_#he
highesé effective rate of protection of any_inéustry, the value added
. ratio in free trade prices was less than four per cent.

'$ébie XI shous averageﬁrates of prctection for each end—usé
cafegory, weighted by value added invfree trade prices. The tobacco
pioducts industry has been excluded from the averaging, however, since
its very high implied free trade value added would permit its unusual
and perhaps dubious protection estimates (extfemely high t's and very
low Z's, especially for 1963) to render misleading results so far as
all of ﬁhe other industries are concerned, The rubber products'in-
dustry is treated separatély (but included in the overall average)‘bef
cause it made the transition from consumption good to export between
1963 and 1965,

While the syste@ of protection is still young and tariffs are
__generally lov, there is already evident the fami;iar pattern of bias
against exports and escalation of protection from beginning to finish-
ing.stages of praductian, The export categary stands out as being most
'strongly pehalized with'qverage Corden rates of minus 23 and minus 19
per cent, respectively, for 1963 and 1965. At the other extreme, éonn
sumption goods were nost favored with rates of 19 and 21 per cent fof
the two years. Eliminating rice milling, which may nct fully qualify
as a manufacturing activity, raises the average to 22 and 25 per cent,

-which is perhﬁps a better indication of the level of protection for

»




TABLE XTI

AVERAGE* RATZS OF PROTECTION 1N UANUFACTURING B

BY END-USE CATEGORY -
1963 and 1965

| | 1963 A
Industry Balassa Corden :Balassa  Corden g
'z Z b : 0z / .t
Exports -2l 23 -0 -20 -19 =03
Capital Goods N 03 - o -05 e O f*%
~ Inputs into Construction -06 -0 oL 03 03 ‘, 05 |
Intermediate Goads 03 03 o2 03 00 01
Consumption Goods . 21 19 10 23 o 11
Rubber Products 48 el 16 -09 =09 01
All Manufacturing -56 -06 02 =05 ~06 02
Except Exports 12 1L o8 1k 12 08

* Welghts are free trade value added.

‘ included in the averages.

Tabaces Products Industry is not
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maﬁufactured cansumptiﬁn goods. It alsc should be noted that the very
high rate for textiles has little influence on the result, since free
trade value added for that industry was in51gnif1cant despite its great
importancé in total supply.*

Capital gzods industries, like exports, are penallzed by having
to purchase protected 1rpa+s while LnJJylng little or no protection for
their prb&uctss However, the average of minus four per cent represents
only two industries: Industrial Machinery and Hardware, Tools and Cut-
lery. -Mcreover, neither is =z pure'capital goods industry., The fopmer
~ produces a high proportion of parté and spares, as well as.machinery
units. The‘latter produces a variety of hardware products in addition
to its'principal autput'qf head tools. Nevertheléss, I thinﬁ that ip-
clusion of these.ag representative of gapital goods industries is not
misleading. 'In fact, in studies of this kind it might be better to ine
clude all industries-fof which there is any total supply, even 1if it is
entirély imports, rather than restricting the analysis to industries in
- being., For we are as interested in the effects of the system on potential
és.on actual production. Aﬁd the absénée of duties, in general, on capitgl
goods in Malaysiu indicates negative protection for potential capital
goods industries,

Inputs into construction had a modest average rate of about three

per cent in 1965, indicating ansther very minor penalty on the Production

WevVv

* It should be cv1dent to the reader that in the formula
a low v means, other things equal, both a high rate and ‘ v
a low weight in the average.




of capital goods ~-- in this casé5 structures. While the penalty no

doubt would be largely passed on it would still mean a lower volume

.

of construction, assuming-that the.price elasticity of demand for the
latter is\greatervthan Zero.

The average rate for intermediate goods was only slightly above
ze'ro in both years, ‘though this masks a wide range of rates within |
the group -=- fronm minus nine per cent for Truck Bodies to 52 per cent.
‘for Leather and Leather Products. Wooden Boxes had an even higher
rate -~ 55 per. cent -- ih.1965, but this may be somewhat suspect,

Imports were 3C per cent of total supply in 1963, but had’ dropped 1))

4 par cent by 1965, Price comparisons are impossible because of the

great variety of types and qualities. Following the rule that‘imports
of more ?han ten per cent indicate competition at the margin yields the
55 per cent rate. But, given the abundance and cheapness of wood, one
suspects that domestic competition might have driven the rate below the
potential one, and that imports were not fully competing with domestic
supply.

Average rates for all of wanufacturing are alsc given in Table XI.
- Average Z (Corden) for both years was minus six per cent, while the
‘average for + was two per cent. The low level for Z and, in particular,
the fact fhat average t was‘above average Z is explained by the great
nuﬁber of industries with zero t rates and negative Z's, especially
exp;rts. When exports are eliminated, gowever, average Z for manufac-
iuring becomes 11 and 12 per cent fir 4he two years.

Average rates of protéction in 1965 for non-manufacturing sectors
can be compared with thaﬁ for manufacturing in Teble XII. Since inter-
industry &ata were not adequate for the calculation of Corden rates, only

Balassa rates are shown. Forestry and Mining are predominantly

P
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‘e2port in&ustries with substantial expart'taxes which aécounts forftheir
negative rates. Rubber plantiné_is separated from other agriculture be-
cause of its special imporﬁance in the Malaysian econduy. It was as- |
sumed that the incidence of the export tax was ﬁn the processing'of rub-
ber or on the world buyers, rather than on the growers, because of
;potential alter;ative uses of land., Admittedly, this 1s a long-run view
and if in the short run a portion of the incidence is on the grbwers the
rate protection would be negative.

Agriculture and Livestock had a modest rate of twc‘per cent pro-
tection whén tobaceo growing was excluded, The latter, hdwever,_was
protected by a duty of more than 40C per cent., Price comparisons, how-
ever, indicated that effective t for raw tobacco was only about 280 per
cent in ;963 and 236 per cent in 1965. The latter, together with a ‘
weight‘cf ope per cent for tobacco growing faised‘the estimation of 2
for agficulture to four per cent, Finally, fishing had a modest t of
two per éent; but protected inputs reduced the estimation of Z to one per
cent, |

In summary it appears that in 1965, the Forestry and Mit;ing'
sectors suffered from the system of protection, while Manufacturing ~-
except ex@o&ts.-- was fel#tivély favored. Agriculture and Fishing fell
in between. But the aversage lavel of protection even in the favored
(non-export) manufacturing sector was modest, and not much above that of
agri;ultuie. Nefertheless, as was indicated abcove, within ménufacturing
there was a wide range of.rates, with capital gosds least favored and some

cbnsumptions very highly favored.

-
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TABLE XII

AVERAGE RATES OF PROTECTION
BY MAJOR SECTQRS, 1965
: (per cent)

s . F“OI‘GS‘EJ;‘&
Mining
Rubbei Planting
Fishing

Agriculture & Livestock
without Tobacco » .

. Manufacturing

Except Exports

02
=01

~05

1k

fct

-1k
-14
00
02

06
ol

(072

%

. .,
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Rates of pratectibﬁ were also calcvlated on the basié sf'inter-
industry coefficients from the standard input-output table employed
_in‘tbis projéct.v Results for 57 sectors in 1963 and 1965 were shown
in Table XIII. Averages based on international trade weights for
eleven product groups are shown ianaﬁle XIV. The differences result-
ing from using these weights rather than Malaysian toﬁal supply weights
are interesting., Tobacco growing, for exampleyfhas a -six timeé‘greater
weight, yielding an average rate of protection for agriculture far above
that based on Malaysian weights. Again, the very high rate and weight
fﬁr sugar dominates the result in Processed Foods which would be negative
if Sugar were eliminated., The group with the hig%gst rate -- Intermediate
PPoducts II -~ is dominated by the high rate for téxtile fabrics., In the
classification based on the Malaysian coefficients and weights, this
industry was included in consumption goods. Machinery appears to have
modest protection‘but‘this is the result mainly of the inclusion of tele-
vision, radio, phonograph, and tape recorder sets in this category. Auto-
mobile; represant more than 92 per cenﬁ of the weight in the Cénéumer
Durables group, and this accounts for the appearance of negative protection
there. The international trade weight of soft drinks in the category, ’i
Beverages, is aliost nil, which accounts for the higher note in Table
XIII. | | | g

Fipally, while the rate for textile fabrics is high, it comes
nowhere near the record rate for textiles based on Malaysian input-output

relations. The principal difference is the much lower value for free "}
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TABLE XIII
RATES OF PROTECTION FRGM STANDARDIZED INPUT-OUTFUT TABLE ;
1963 and 1965 R
~ (per cent)
: . 1963 1965 :
Code Description _Balassa Corden % Bolassa  Corden %
' ' Z A 7 Z 23
01  Agriculture 22 21 16 25 23 1€
02  Fishing =10 -09 o2 =11 -10 0z
03 - Solid Fuels -0l =03 on 04 -03
ol Gas 19 16 06 18 16 Of
05 Iron Mining -26 -22 -15 -26 -22 -15
06 Non-Ferrous Metals -23 -21 -08 ~23 22 «0f
‘07  Petroleum & Natural Gas -07 -07 00 =07 -07 el
08 Construction Materisal =09 -07 00 ~03 -02 0
c9 Other Minerals 08 o7 o7 - 08 o7 . 0"
10 Meat Presexrves -06 -0k 00 -06 -0k O
11 Prepared Food (other than Meat) Lo 32 17 21 16 1
Sugar 124 106 3 232 199 6
13 Chocolate Confectlonery - 05 05 1n ~05 -0l 1
1i Dalry 0 0 05 -10 -08 ol
15 Cereal-Based Industries o} 0 oL Cl 01 0
16  Other Food Industries -13 <10 o7 -2L -19 Ol
<17 Beverages 154 12k 6l 245 - 198 10
18 Fats and Oils ok 03 05 -03 -02 %0}
19 Tobaceo ‘ -93 -83 86 18 16 1
21 Thread and Yarn 0 ' C 01 ol 03 Q
22  Textile Fabrics 78 65 25 78 65 2
23  Hosiery ' 70 e 25 7 68 2
2h Clothing 35 31 25 35 31 2
25 Sacks, Bags and Linen Gmds 25 22 20 25 22 .2
26  Shoes 9 o o5 ol 03 0
28 Sawn Wood -01 -0l O -01 -01 . 0
29  Wood Products, including . ¥
Furniture 19 15 09 ok 20 1
31  Wood Pulp 61 36 1 61 36 -1
- 32 Paper & Paper Product 17 13 12 17 13 1
33 Printed Mattex -C3 -02 03 -03 -02 0
35 Leathexr Ll 36 1k 48 39 1
36  Leather Goods Other than Shoes Lo 36 23 39 35 2
37 Rubber Goods 997 81 34 06 05 -0
38 Plastic Articles 27 23 14 33 29 1
39 Synthetic Materials 27 22 1l 29 2k 1
4o Chemical Materials Other than |
Synthetics 06 ok 05 L 10 ¢
41 Chemical Products 50 43 22 48 l2 A
bl Petroleum Products - =05 <Ol 00 -05 -0
45 Non-Metallic Mineral Products 11 09 o7 13 11
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’ _ 126-§ 1255 . :
Code Bescription . Balagsa Corden t Balagsa Corden
, Z Z 7 Z
46  Glass & Glass Products 34 29 23 33 28 23+
48  Pig Iron & Ferromanganese 16 08 00 16 08 00."
49  Ingots & Other Primary P
' Forms of Steel -11 -08 0o -1l =08 00 .
50  Rolling Mill Products -06 -05 00 -06 -05 00 .
51 Other Steel Products - =35 =0k 0 -5 -0k Q0
Non-Ferrous Metals 12 08 01 12 08 ‘)
55 Metadk Castings ~02 -02 00 -2 -02 00"
56  Metal Manufacturers 20 17 08 18 16 08
57 Agricultural Machinery ~06 «05 00 -06 ~05 00 -
- 58 Non-Electrical Machinery 09 07 06 09 07 .06
59 Electrical Machinery 18 16 11 19 17 11
60  Ships : ~08 -07 00 =07 -07 00,
6L  Railway Vehicles =06 «05 00 -06 -05 Q0
62  Automobiles - el5 «13 00 ~09 -C8 00
64  Bicycles & Motorcycles 22 19 12 29 25 13+
65  Airplanes «05 -0l 00 =05 -0l 00,
66 Precision Instruments 10 09 c8 09 c8 oy &8
67  Other Industries 22 19 1 21 18 “1h4
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TABLE XIV

BY PRODUCT GROUPS, 1963 & 1965

PRODUCT GROUP

-Agriculture and Fishing
Processed Food |
Tobacco Manufactures
Mining and Energy
Intermediate Products I
Intefmediate Products II
N?n-durable Consumer GSods
Consumer Durables
Mechinery
.Transport Equipmentf

Services ¢

v~

(per cent)

Balassa
21
12
-93
-09
09
33
22
-12
11
*06

0

Corden
l20
10
-83
-08
08
27
19
-10
09
-0h

00

Balassa
2L
16
18

-09
b
30
22
~06
11
-05

0[¢)

*Averages based op international trade weights., -

'Cordeh

22
14
16
-08
09

AR e
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trade value added in the latter case -~ less than four per cent, in
contrast with 23 -per cent of direct value added in the standard table.

Building up the same protection frbm the much larger bese yields, of

course, a much lower rate of protection‘of value added. N

('IE“
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k. WVALUATION OF THE PROTECTION SYSTEM

There are, perhaps, two basic aspects of the systeﬁ'of protection

about which some judgzements might be mede., First, is thevgeperal level

of protectiop; with the related question of overvaluation of the
MglaYsian doliar. And there is the question of the stfgcture -- the
differences in ratee ~- and their implicabioﬁs for bias in resource
"allocation, especially investmdnt.

Since there vere no restrictions ;h converbibilify and the foreign

exchange reserve of Malaysia in 1965 was adequate, overvaluation of the ‘

e, e e

dolldr could have meaning mainly in relation to an alternative set of

policies that would have implied a lower equilibrium value. The degree

\of overvaluation in thls sense will be estlmated both for a policy of

free trade and for a policy comblning free 1mports with an optlmal tax

. _—

on imports. ' In each casé, the technique Will be to estimate the devaluatlon .

required to maintain the original trade balance when the alternative
policy is adopted; "ollowing this, the additional questibn of a possible
disequilibrium in the balance of payments can be considered.
The* key elements in the calculation are the average level of
import and export duties to be eliminated and the four trade elasticities.

s, weighted by estimated totel supply of importables

’

Average import dutie
wae about ten per cent in }965. Export tax rates, weighted by exports,
averaged about five per cent. |

Next in importance to the estimation of the average import and
export taxes calculation are the estimates of the trade elasticities.

While we can safety assume the elasticity of world supply to be infinitely
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great, there seem, unfortunately, to be no available estimates of
epgs the elasticity of home demand, ey, the elasticity of world

demand, and eng? the elasticity of home $upply. So, as in the

Philippines study, plansible ranges of estimates were used, ‘Because
of the low averagé level of protection; wide variations in assumptions
about the elasticities make little difference in the reéult. Never-
théleés, available evidence about elasticities for individual commo-
atties, Walaysta's share in the vorld trade of her principal exports
and the share of imports in total supply was employed in setting the
raqgeg_;f estimates., The“rgpggs_assumed’wépe from 3 to 5 for éhd,‘from
5 to 10 for eyy, and from 1 o L for ey ..
" These were then substituted in the expression
X (F)' +°na -
M
x, (F) e

M, _hd
1+s 1+t

ks

1

where k is the required devaluatiun, X/M is the ratio of exports to
imports, s is the average rate of export subsidy (negative in thls

case), t is the average duty on imports, and F is the expression

®hs (%wa - 1)

® s+ Swa
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The results are shown in Table XV. The highest eStimate of over-
" valuation is less than eight per cent and éheklowest is slightly more
than two per cent. The estimate corresponding to the highest elagticities
(perhaps the best l.ng-run guess) is about four per cent. The reasons )
for the low estimates are, of ccurse, that average import duties are low,
whiie the removal of export duties, under the assumed values for e s,
would improve the trade balance.

\The elasticities for expsfts on both ihe supply and demand side
may seem high for a country s> heavily dependent on a few agricultural
and mineral export products. The viewpoint hére is & very long-run one,

however, the key question being the difference resulting from having

higher price for foreign exchange in lieu.

adopted more than a decade ago &

.

of tariff protection. The implication is a different economic structure,

—

with a greater diversification >f exports.

‘In particular, it is not suggested that a devaluation of the -

mggnitude of the k estimates would successfully accomodate the balance
'of.payhents to free trade, Owiné to the limitations of available reserves
a devaluation must prove its effectiveness in a shorter time period,
Moreover, there will 1nevitab1y‘occur some erosion <f the devaluatign

from increases.in the price of nen-traded goods. In any case, however,
the results for k are nst very sensitive to changes in the assumed value
for eyg. If the 1a§ter is set at a value of two, for example, the result-
ing estimate {or k is no more than eight or nine per cent even with the

lower value of unity for ep. '




TABLE XV

VIS A VIS

FREE TRADE

ESTIMATES OF OVERVALUATION

(Assuned values fvr_ehd given in parentheses)
*

®ps ®

1.0

064

059

072

3)
(5)

(3)
(5)

032 (3)
050 (5)

024 (3)
Ok2  (5)
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The other casge considered agsunes free imports plus & tax on ' o

exports des1gned to brlng the marvlnal terms of trade 1nto liqe with

domesf?gyprlce ratips. To do this the export tax should bde equal to
1 egas This neans raising the average gxport tax from 5 pér cent

“to 10 or 20 per cent, depending on whether eud is assumned to be 10 or
5. The results in fhis case are a range of eg#imates for k between

seven and eleven per cent, again indicating very little overvaluation,

Ideally, of course, the export tax shoald be applied to only a few
B M—

T AT T

N ———

exports with lov demand e}asticities.

e R S f

Finally,;we‘should note the possibility that the balance of payQ

‘ments was not in equilibrium in 1965, Referring back to Table IX, we

can see that, while there was an overall surplus gpat year, it wﬁs more
than accounted for by official borrowing (above the line). Moreover,
there ﬁere{overall deficits in four of the past five years. This auggests
‘that overvaluation may have been greater than our estimates have indicated.

A “elatud question is the "real" value of foreign edchange -- i,e.,
e

\_,-\,,—\( —

the nominal exchangc rate corrected for price changes. Since the import-

g ST st s

ance of changes in the e .axchange rate lie in affectlng; ‘ch‘. relative

N, i e oot o

prices af (1ntb;nat1wnally) trqded and non~traded gouds, it is of interest

to note independent changes in the terms of trade between these two

categories of gunds as an additi-nal influence, Sinece we have two cat-
egories of traded goods -- importables and exportables -~ we require two

corresponding real exehange rates.
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- A risc in the domestlc prices of non-traded g5ods. reduces the

real exchange ratel_wnile a rise in world prices of traded goods ==

Fa—

export or lmport -- raises the r:,al exchange rate, We have 8
i R
an “1nflator" the namlnal exchenge rate, a world trade price index
. et S 3ttt e N e

divided by an 1ndez‘of prices-of doncstlc non—tradables.

For the denominator, I have used the Retdll Price Index, and
for ’;hé numerator, the export and import unit value indexes, The for-

| mer, in particular, is not ideal, butvit is the best available proxy.

The indexes of prices, inflators and real export and impsrf exchange

rates are shown in Tables XVII and XVIII. There has been a remarkable

" o——————.

: degreé of price stability in Malaysia over the years 1954-1966 and the

nominal exchange rate remained constent. Hence changes in the real

exchange ré.tes depended mainly on changes in the export and import unit
values. The latter changed little over the period, though it was'low

| in 1965, indicating a penalty on impoxt substitution éimilar'to that
from an overvalued currency. Import prices rebounded sharply in 1966,

‘however, 50 that the 1965 result has little significance.

Movements in the export unit velue index producea significant
changes in the rc,al export e.xchange rate, the most important of which
was the decline in»the 1960 's from the high levels of the‘late 1950's.
The avérage for 1961-65 was about five per cent below that for 1955-59.
The rate of 2,86 for 1965 indicates & penalty on exports in comparison

with earller years, simllar to that from a lower nominal exchange rate.




- TABLE XVII

. . .

EXCHANGE RATE :nrnalaas, 11960-1966
* AVERAGE 195h-1959 » 100 »

v

- —

!;: Retail Price Export Unit Tiport Unlt Export = Import
a Index Value Index Value Index Inflator - Inflator
(1) (2) (3) () /(1) () /()
19541959  100.0 . 100.0 100.0 100.0 100.0
1960 - 98.8 115.6 99.5 . 117.0 100.7
96 8.6 9.6 %.5 97.0 99.9
1962 ®.7 T R 99,5 gk 100.8
1963 108 9.1 9.5 88.5 97.7
1968 1014 91.0 10C.5 89.7 99.1
1965 101.3 gt 91,6 . 93.5 904
: 1966 02,2 89.3 106.5 o | 874 10k4,2
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TABLE XVIII

MATAYSIAN EXCHANGE RATES 1960-1956
(Malaysian dollars per U.S. dollars)

Year Export’ Rate Import Rate
Nominal Real _ Nominal Real
Average. /
1954-1959 3.06 3.06 3.06 3,06
1960 3.6 3.58 3.06 3.08
. 1961 3.05 2.96 3.05 3,05
1962 3.06 .88  3.06 3,08
1963 3.06 2.7 3,06 2.9
196k 3.07 2.75 3.07 3404
1965 3.06 2.86 3.06 2.77
1966 3.08 2.69 3.08 3.2L

Source: International Monetary Fund, Ihternational Financial Statistics.
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Turning to some of the other effects of the system of protection

we might note first that protection of manufacturing may lead to an over-
statement of the rate of overall growth when the mﬁnufactﬁring sector is.
growing more rapidly than the penaligzed export sector. For the weight of
the former will be artificially high and that of the latter, artificially

low., In the case of Malaysia, however, a corraction for this kas Pro=

duced no significant change in the growth rate. The reasons are that net

protection of the nanufacturing sector was slight, while the penalty on
the export sector was probably not greater than that required to prevent
losses from terms of trade.

Agein, for these seue reason, a calculation of the "deadweight"

~.welfare loss from static resource migsallocation yieclded insignificant

values. The calculation was based on averages for the various sectors,
however, and these hide considerable variafion in leveis of protection
within the sccfﬁrs, with implied cdditional welfare loss. To estimate
this would require knowledge of demand and supply elasticities for each
industry.

In any case, it is evidenﬁ that what is significant about Malay-
siah protection is not the average level, which is low, but rather the
wide range of rates -~ from minus 4C per cent in rubber processing to
more than 20C per cent for textiles., And probably more important than
the static misallocation loss gs the effect the system will have on fubture
investment and growth, Tor there is evident already the same bias in
favor of consumption goods and ogainst exports, capital goods and inter-
mediate goods tr;at has plagued other less developed countries that began

their indusﬁrializatidn earlier.




In the case o>f Malaysia, deever,‘the bias poses no immediate

problem, since import substitutién has not yet begun to approech the
limits ofhéhe donestic rnarket in consumption gosds, Eventually, how-
ever, as these limits are approached, the pace of industrialization
muét retard to the rate governed by the growth of domestic demand
unless invesf,ment,can,'be encouraged into the aréas penalized by the
“system -~ backward linkage and eprrts. Moreover, since a pfotection
syétéh tends to genérate seli-perpetuating forces by the activities
and institutions that it spawns, the biases nay prove more difficult
to remove later on. Thus it might be fruitful to c;nsider now altgr-
natives to the continuation of these kinds of biases in the protection

of manufacturing.

) 5. PQLICY ALTERNATIVES

Hirgchman has di;tinguished four types of impoft-substitutihg
industrializati5n.§/ One that was prominent in the 19th Century was
led by exports (often primarj), which encouraged a nétura; import sqb-
stitutign in its weke as iﬁcumes and markets grew. ‘There is a strong

£

fendency in this case for comparative advantage t2> determine investment
allocation. Wars,/ég;trast,‘ereated unnaturel scarcities that have led
to the domestic production of substitutes for imp?rts. Since they tend
to afféct all imports eéually,‘however; wars are genrally neutral in

their impact on investiuent choice among alternative import substitutes.

6/ "A. O. Hirschmen, "Hirschman, "The Political Fconomy of Import
Substituting-Industrialization in Latin America™ The Quarterly Journal of
Economics, February 1968, pp. 1-32. .
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A third, and perhaps ﬁost common, typé of §QQustrial import
substitution is that whose ismetus eomes from a balance of payments
crisis. Here the tendency is to restrict imports on criteria of
essentiallty of the use of foreign exchange, while neglecting the
protective effect. The result is often a system of protection
strongly biased against backward linkage and exports,Z/ both of;which
are crucial to sustaining fapid industrial growtn beyond the first
eagy stage. While thevstructure of Malaysian protection exhibits
some tendencies in this direéti:n, as noted above, the extent of the
blas is not yet greaﬁt

A key questicn facing Melaysia is whether its primary exports
‘are in a temporary slumg or a long-run decline. If it’is the-former,
Malaysia éan elect to cont{hue to enjoy exporb-led growth with impoft-
' substifutiqn following the growth of demand.’ A policy of protection,
beyond a very modest level, would be a mistake in this case, since it
would unnecessarily penalize exports and encourage 2 iess efficient
jattern of industrializeticn. The growth of primary exports, inci-
dentally need not be in »ubber and tin. New exports like logs and
palm o1l might replace the>traditiona1 ones as the "engines of growth.,"

If, on the vther hand, the long~run prospects for these primary
exports appear less hopeful than is required for the export-led growth

process, mors emphasis on deliberate industrialization will be

7/ Ibid., rp. 18, 27. See also the present writer's Import
Substitution as an Industrialization Strategy, "Phlligpine Economic
Journal, Second Semester 1966, pp. 173-1Th.




necessary. This is Hirschman's fourth type -« rational planned import
substitution. It would be difficult to point t: an actual exanmple of
this type but if Malaysia were to become one, ghe would at least have

the benefit of lessons from the frustrating experiences of other count-

ries, in ILatin America and Asia, that allowed themselves to be deluded . “i-

By quick -and easy successes in the first stege of import-substituting
industrialization, |

Before turning briefly to these lessons, let me note, however,
that on neither prediction ~- i.e., temporary slump or longerun decline --
for primary exports does a policy of financial susterity make sense.
If it is temporary, then reserves and borrowing from abroad should pro-
vide the cushion to enable investment and growth to continue. It might
even turn out, as suggested above, that a boom investment climateAwould
protect the balance of payments via a greater net capital inflow. And,
if the downtrend in primery export earnings is permanent, there is again
no reason for promoting temporary slump eonditions in the Malaysian
economy. The alternative »f stimulating industrial import substitullon

with eventual devel: nent of new diversified exports would be the

'
obvious remedy. If this produced so much exuberance in the economy that i
inflation threatened, then Tinancial restraint would be called for. But
there is a great difference between using financial restraint to avoid = .

"overheating” and using it to counteract the balance of payments effects
of a dump in exports (or in capital inflow).
One difficulty, =f course, is that import substitution ney not

save enough foreign exchange quickly enough. Fortunateiy, however,




Malay81a s reéerva p051t101 is strong.\ Mofeovef, this is precisely

the kind of sitwation ior waich IMF credits wcre designed -~ to tide

an economy over an aagustment to a fundamental disequilibrium. K -
But the adaustgent must be a successful sne. And this under-

lines the importance of applying the lessons learned from import-sub-

’stituting industrializatidn elsewhere. In particular Malaysia should

avold the excessive pratectlon that enc-urages both allocative in-

nfficlency and prﬁdu\tlﬁn inefficlency, as well as & complacent at-

titude toward innovathn and growth. In addition, the biases against
new ekpoits and backward llnkage import substltution should be avoided.
| This means aiming at roughly uniform rates of protection at all

:stgges of fhe productién‘process and fqr exports as well, This could

be achieved either'though free trade combined with a higher pricg of

foreign exchange, or through uniform tariff rates and matching subsidies
to eprrts, since the two are equivalent, In either case, exceptious
should be made far those few exports (rubber, tin) for which terms of
trade effects m1ght be significant. ‘Depending on estlmates of world
demand elasticities, they should be taxed or receive lower subsidies.
This, 1hcidentally, would rem-ve the principal argument against deval-
uation as a menns of encouraging domestic industry. And encouragement
would be glven equally fux sale in the domestic market and for export,
Thus, the usual inhibition in the forr of a penalty exchange rate
against development of new'e ports would be missing.

While this ev1dently avoids the usual biases, the question arises,

where is the special nducement to industrialization that tariff protection



' dué‘tzies

sccords? The answer is that a favorable enough exchange rate can

give whatever level of yrotection is desired. Unfortunately, how-
ever, this is a kind of ansﬁer that never satisfies. For the
commitment to protection of "infant industfies" via tariffs or other
import restrictions is pervasive,

v

As is well known, a second-best case can be made for this kind
of protection to certain industries that arec judged to be more res-
ponsive than are others %o scale economics and time-consuming learn-

ing processes. It is second~-best because a straight subsidy would

avold the disadvantage ~f penalizing the users of thé product pro-

‘tected, and there is a welfare loss from misallocation associated with

this whethef the users are businesses or consumers (since they face a
price that does not reflect cpoortunity co5u.) Moreover, a subsidy
would avoid the 'bias against exports. . On the sther hand, a direct
subsidy must be financed by baxation and the tax system way not be
capable of raising the necessary revenue without equal oi greater
distortion than that which results from tariflf protection, So the
choice in the end is likely/to be a practical one.*

However, since the 7ains from infant industry protéction depend

on concentrated, not dispersed, growth, the temptation to extend infant

,industry protection too broadly must be avoided, Just as protectlng

"everythlng equally means protecting nothing, brlnglng too many in-

Anto the infant category simply dilutes the inducement to con-

cen’br&ked growth in the most responsive industries. Moreover, the

. *\the, however, that exchange rate adjustment avolds all of these
 fiscal difficulties.
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{ logic of the infant industry argument calls for protection of a limited

du:ation.

TheilOgic of the infant>indu§try argunent calls also, however,
for prcggctiog against forelign coupetition in the world market, as well
as at home -- i.e., for mabtching subsidies to exports. And in the case
of a coﬁntry the size of Malaysia the eventual development of mature,
efficient manufacturing industries can hardly be expected if the export

market is neglected. This again emphasizes the first-best character
thLs Aea S s est L

of exchange rate policy as a weapon %o achieve industrialization goals,}

“for it protects 1ndvstr1e< 1multaneou§ly in douegtlc and foreign markets.,

e A o b
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Finally, we should admit that commerciel pollcy is 1n part an
international problem, We wmust face the possibility of a reactive
protectionisn of the advanced countries in the face of competition from
new manufacturing indus%ries in the less developed countries. This,
together with the obvious difficulties bf basing an industrializafion on
iimited demand in the home market, leads directly to the case for
preferential trade awong less developed countries., The point is to
achieve import substitution in a wider market, so as to take mutual
advantage of the gains from concentration and scale. A country the

size of Malaysia cannot afford to neglect this option.




