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MALAYSIA’S INDUSTRIAL ENCLAVES:
BENEFITS AND COSTS

PETER G. WARR

'I. INTRODUCTION

foreign or domestic firms may manufacture or assemble goods for export

without being subjected to the normal customs duties on imported raw
materials or exported products. Frequently, firms occupying the zones also,
receive special treatment in the leasing of land for their factory sites, purchase
of utilities such as electricity, and exemption from other regulations normally
applying to firms producing within the domestic economy.

During the 1970s, several of the rapidly industrializing nations of East and
Southeast Asia included export processing zones among the package of policy
measures designed to attract foreign investment in manufacturing. There were
two main reasons for this interest. The first was the early and apparently
successful examples of Taiwan and then the Republic of Korea, who experimented
with export processing zones beginning in the mid-1960s and the early 1970s,
respectively. A second -and more important reason was the growing realization
that the import-substitution policies of the 1950s and 1960s did not lead to
the development of an efficient manufacturing sector.

In particular, it became widely recognized that the development of export
industries which exploit the country’s comparative advantage is discouraged by
protectionist policies. Export processing zones were seen as offering a way of
achieving greater development of efficient export industries without some of the
political costs that a general liberalization of trade policy would entail—namely,
contraction of inefficient but politically entrenched protected industries.

The importance of export processing zones in Malaysia—where they are
referred to as free trade zones (FTZs)—is unique among the developing countries
establishing these zones. No where else is their role as significant, either in
absolute terms or as a proportion of overall manufacturing activity. In 1982,
the FTZs accounted for more than half of Malaysia’s total exports of manufactured
goods. By this time Malaysia had become the world’s largest single exporter
of electronic components, of which the FTZs accounted for 90 per cent. Despite

E XPORT processing zones or free trade zones are special areas within which
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this, an assessment of the net contribution of the FTZs to the Malaysian economy
has not yet been undertaken.

A policy of maintaining existing levels of protection while simultaneously
establishing free trade zones is clearly inferior, from a purely economic standpoint,
to the abolition of protection. Nevertheless, this still leaves open the question
of whether free trade zones have positive or negative net welfare effects when
protection is maintained outside the zones. This study aims to address the
question empirically by providing a detailed benefit-cost analysis of Malaysia’s
FTZs. The analysis focuses on a comparison of the observed situation in which
free trade zones are present with the hypothetical situation in which they are
not present, cateris paribus. .

A second and related aspect of Malaysia’s export promotion policy has been
the introduction of administrative facilities to permit the production of manu-
factured goods within customs bonded warehouses. Firms wishing to use this
provision must apply for Licenced Manufacturing Warehouse (LMW) status.
As with the FTZs, imported raw materials and capital equipment used in the
production of manufactured exports may enter the country duty free. In effect,
the firm itself becomes a bonded warehouse and customs officers are located
at the factory site to ensure that none of the raw materials and capital equipment
which enter the country under the duty free provisions are disposed of on the
local market. Since the LMW program has much in common with the FTZs,
this study also includes an evaluation of the benefits and costs incurred by
Malaysia through this program.

II. HISTORICAL ORIGINS OF MALAYSIA’S FTZs AND LMWs

Malaysia is unique among developing countries establishing export processing
zones in that the initial impetus for their establishment came primarily from the
state rather than the federal level of government. The reasons for this derive
largely from the special status of the island of Penang. During the British colonial
period, Penang served as an entrepSt center for commodity exports from northern
Malaya and was also a port of immigration for Chinese and Indian workers
destined for the mines and rubber plantations. Following independence, and
until the end of the 1960s, Penang remained nominally a free port, but in practice
this privilege had been slowly withdrawn. The local economy stagnated and by
1970 the rate of unemployment in Penang was well above the national rate.

In 1971, the Penang Development Corporation was established by the State

1 Indeed, the literature dealing with Malaysia’s apparent success in promoting exports of
manufactured goods during the 1970s has largely overlooked the role played by the FIZs
in that success. For example, the FTZs receive only passing reference in the standard
references in the Malaysian economy such as Lim [3] [4] and Fisk and Osman-Rani [2].
This is presumably a consequence of the difficulty of obtaining reliable data on the zones
within Malaysia. Datta-Chaudhuri [1] provides almost the only available discussion but
is based almost entirely on the (inadequate) published statistics for the Penang zones.
This is also true of Spinanger [5].



32 THE DEVELOPING ECONOMIES

Legislative Assembly explicitly with a view to promoting the development of
Penang through the encouragement of export-oriented labor-intensive manufac-
turing. This development led soon after to the establishment of the Bayan Lepas
Free Trade Zone. The promotion of manufacturing was also an important
feature of the federal government’s New Economic Policy, which was developed
at the same time and which formed the basis for the Second Malaysia Plan
(1971-95). In particular, the development of manufacturing industry was seen
as an important component of the government’s strategy for correcting the
“racial imbalances in the economy” which had led to the turmoil of May 1969.

Subsequently, and following the Penang example, two other state development
corporations (SDCs) also established free trade zones. These were: Selangor,
the state adjacent to the federal capital of Kuala Lumpur, which established
the Sungai Way, Ulu Kelang, and Telok Panglima Garang FTZs in 1972, 1973,
and 1975, respectively; and Melaka, which established the Batu Berendam and
Tanjung Keling FTZs in 1973 and 1975. The Penang SDC also extended the
original Bayan Lepas FTZ in two further phases and established two additional
zones at Prai and Prai Wharf. Another area, known as the Pulau Jerejak FTZ,
currently contains only a state-government-owned ship building and ship repair
establishment. This makes it fundamentally different from all the other FIZs
discussed here and it will therefore be excluded from this study. Penang continues
to be the most important location for Malaysia’s FTZs. In 1982, 52 per cent
of total employment in Malaysia’s FTZs was concentrated in the Penang zones.

The institutional origins of Malaysia’s LMW program were very different
from those of the FTZs. Under the federal government’s Customs Act of 1967,
an exporter operating anywhere within Malaysia was entitled to claim the refund
or “drawback” of import duties on imported goods subsequently reexported and,
more importantly, on imported raw materials or components used directly in
the production of exports. This meant that even outside the FTZs imported
raw materials and components used directly in the production of exports were
in principle duty free. However, so much “red tape” and delay was involved
in actually obtaining the refunds that many firms apparently found the resulting
costs to be so high that they did not bother to apply for the “drawbacks” for
which they were officially eligible.

As an alternative to the drawback provision, the government introduced in
1975 the LMW system which- allowed for the manufacture of goods under
customs bond. This means that the Customs Department stations a customs
officer at the firm site to supervise the handling of imported raw material. This
material must be stored in a locked area within the factory with the keys held
by the customs officer. Finished gocds are also stored in a bonded area in a
similar way. The customs officer ensures that all imported raw material is used
in the production process (or reexported) and that all output is exported, unless
permission for a deviation from this system has been applied for and granted.
In this sense, a LMW can be thought of as an export processing zone consisting
of a single firm.

The firms utilizing the LMW provisions have tended on average to be smaller
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and more labor-intensive than the FTZ firms. Electronics manufacturers dominate
both groups of firms, but garments are proportionately more important LMWs
than FTZ firms. Furthermore, while most of the FTZ firms were foreign and
entered Malaysia for the first time when they established in the FIZ, a high
proportion of LMW firms was present in Malaysia prior to applying for LMW
status.

III. INCENTIVE PACKAGE FOR FTZs AND LMWs

The incentives available to FTZ and LMW firms are best seen within the context

of Malaysia’s overall system of export promotion. In an effort to expand and

diversify the nation’s exports the government has:

() invested directly in export-oriented and agro-based industries;

(i) introduced special investment and export incentives, largely involving
exemptions or deductions from normal company income taxation; and

(iii) provided special infrastructure facilities such as industrial estates, including
the FTZs themselves, on a subsidized basis.

FTZ firms are directly affected by the second and third of these measures.
Firms located outside the FIZs but which are producing for export are also
eligible for incentives in the second category, but these incentives are restricted
to firms which have the status of resident companies in Malaysia and which are
producing and exporting manufactured or semi-manufactured goods rather than
primary commodities. The LMW firms belong to this category.

A. The FTZ Incentive Package

More than any other Asian developing country establishing export processing
zones, Malaysia has succeeded in attracting large amounts of foreign investment
into the zones. This is especially dramatic in the case of electronics. In part,
this has been due to the favorable incentives offered. The official package has
four main components.

1. Duty-free imports of raw material and capital equipment

The Free Trade Zone Act of 1971 defines the zones to be outside of the
Federation of Malaysia for purposes of customs duties and taxes. All imported
raw materials, components, and capital equipment which is directly related to
production may enter the zones without payment of customs duties or other
taxes. The exemption does not apply to imported capital equipment which is
not directly related to production, for example, office equipment, building materials,
and vehicles. For these items duty is, in principle, payable. Similarly, all goods
manufactured in and exported from a FTZ are exempt from sales tax and excise
tax. Goods may be moved from one FIZ to another without payment of duty
or other taxes.

Goods entering Malaysia and destined for one of the FIZs must travel from
the port of entry to the zone concerned by means of a bonded container truck.
This vehicle is sealed by Customs Department officials at the point of entry and
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this seal must be intact when the vehicle arrives at the customs checkpoint at
the FTZ concerned. Goods exported from the FTZ must be transported in the
same manner.

Goods purchased by FTZ firms from within Malaysia are treated as exports
from Malaysia. The domestic seller is responsible for the payment of any export
duty which may apply and for obtaining any necessary export licence. These
goods are not subject to excise tax. Since sales to a FTZ are treated as exports
from Malaysia, the manufacturer of such goods is eligible to claim drawback
of duties on the imported raw materials and components which he may have used
in their production.

The sale on the domestic Malaysian market of output from the FTZs requires
prior government approval. Such sales are dealt with on a case-by-case basis
and they are limited to a maximum of 20 per cent of a firm’s annual output.
These sales are treated as imports into Malaysia and import duties, surtax, and
sales taxes which would normally apply to imports of these goods must then be
paid.

2. Streamlined customs formalities

. Imports into the FTZs and exports from them can be made with less customs
documentation requirements than normally applies to such imports and exports,
provided that bonded vehicles are used for transport to or from the port of entry
or exit. Sales within FTZs or between one FTZ and another can also be effected
with minimum documentation. The streamlining of administrative formalities
applies only to the Customs Department, however.

The fact that Malaysia’s FTZs were established and are still controlled at
the state rather than the federal level means that there is no federal government
authority with overall responsibility for them. From the point of view of FTZ
firms this had led to the necessity to deal with the various federal government
‘departments individually. Elsewhere in Asia, a national government authority
has typically been created with authority to intercede between FTZ firms and
the various government agencies at federal, state, and local levels. This reduces
firms’ administrative costs and, more importantly, reduces unnecessary delays in
‘obtaining approval from each of the government agencies involved to expand
plant, construct new buildings, etc. In Malaysia the absence of such an authority
has meant that delays of this kind do occur and that policy has tended to be
‘uncoordinated. : :

3. Infrastructure facilities .

Except for the customs policing of the zone perimeter, the infrastructure
facilities available to FTZ firms are similar to those provided in other types of
industrial estates within West Malaysia. Most FTZ firms have constructed their
own factory buildings. In the two Melaka zones, all FTZ firms are in this category.
In Penang six firms occupy factory buildings provided by the Penang State
Development Corporation and one occupies a building owned by the partially
government-owned company, Malaysian Industrial Estates Limited (MIEL). In
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Selangor eighteen firms in the Sungai Way FTZ and one in Ulu Kelang lease
MIEL buildings. The state government authorities have not encouraged firms
to continue to occupy government-provided factory buildings on a long-term basis.

The government-owned factory buildings are rented at or slightly below
commercial rental rates, but the land within the FTZs is leased to zone firms at
well-below market lease rates. This is the most significant subsidy element in
the provision of infrastructure to FIZ firms.?

4, Company income tax incentives

The normal rate of company income tax in Malaysia is 45 per cent (inclusive
of the 5 per cent development tax). An additional excess profit tax of 5 per cent
is applied when taxable company income exceeds 25 per cent of shareholder
funds or M$200,000, whichever is greater. A complex system of tax incentives
has been established to grant relief from these taxes. These tax incentives are
not unique to the FTZ firms, but they are an important component of the overall
package of incentives. Their stated aim is to emcourage investment in export-
oriented manufacturing. _

There are three major systems of tax relief, known as Pioneer Status, Labor
Utilization Relief, and Investment Tax Credit. These three systems are mutually
exclusive. The first two entail complete exemption from company income tax
for the specified period and the third, Investment Tax Credit, involves an
exemption which may be complete or only partial. Only one other tax incentive
may be enjoyed in addition to these three, the Export Promotion Deduction. A
fifth major category of tax exemption, the Locational Incentive, applies instead
of Pioneer Status or Labor Utilization Relief if the firm locates in a designated
Locational Incentive area. These areas do not include any of the regions currently
possessing FTZs, but suitably located LMWs may be eligible for Locational
Incentive status.®

The outcome of this tax incentive system has been that until the end of 1982
almost no revenue in the form of company income tax was derived from the
FTZs. This situation will not necessarily continue because most of the FTZ
firms, including most of the large electronics firms, have reached or are approaching
the end of their tax-relief periods. Substantial tax revenues will not begin to
be realized in the immediate post-tax-relief period, however, because of the
carry-over of losses, export promotion deductions, and capital allowances.

B. Incentive Package for LMWs

Many features of the overall incentive package available to LMW firms is
similar to that described above for FTZs. The subsidized FTZ infrastructure
facilities described above are not available to LMW firms but the provisions for
duty-free import of raw materials and components, streamlined customs formalities,

2 Details of the difference between commercial and FTZ lease rates are provided in part A
of an Appendix to this paper subsequently referred to as [8]. Copies are available on
request from the author.

3 Bach of the above schemes is described in detail in part B of [8].
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the company income tax incentive measures, and the export credit facility are
similar. To characterize the LMW package it is therefore necessary only to
describe the major differences between it and the FTZ package.

1.  Streamlined customs formalities

The LMW program is administered at the federal government level through
the Department of Customs and Excise. Firms report that the details of docu-
mentation for imported components and raw materials which are required of
LMW firms is greater than that required in the FTZs.

A problem often mentioned is that the commodity classification system used
by customs and which firms are also required to use is well out-of-date, especially
as regards electronic components. To qualify for duty-free import a commodity
must fit one of the categories listed, but modern components frequently do not
fit into any of the categories. In practice, this entails extra and unnecessary
paper work and sometimes delays.

A further problem is the requirement that customs officials hold the keys to
the storage areas containing imported raw materials. This can lead to interruptions
to the continuity of the production process. In addition, the internal layout of
factory floor space may not be altered without customs approval. This can also
cause delays. Finally, although goods can be moved within and between FTZs
with a minimum of customs formalities, this is not so for LMWs.

2. Company income tax incentives

The package is the same as that available to the FTZ firms except that a
major additional incentive category, the Locational Incentive, can be granted to
LMW firms. This arises because the LMW program places no inherent restrictions
on where the firms may locate within Malaysia. No LMW firms are currently
located outside West Malaysia, but they are widely dispersed throughout the
Peninsular states.

3. Charges levied

The provision of customs officers at the factory site is at the expense of the
customs department during periods when production is taking place. This means
that a firm using three shifts a day will have customs officials present around
the clock. If shipment into or out of the firm must occur at other times (i.e.,
when production is not occurring), however, overtime for the customs officials
must be paid by the firm itself. The firm is required to pay an annual fee of
M$1,200 for the LMW licence and is required to construct the bonded storage
areas described above at its own expense.

IV. DATA SOURCES FOR THIS STUDY

A. Survey of FTZs and LMWs

The main data source for this study, two special questionnaire surveys of FIZ
and LMW firms, were conducted by the author in October 1983 and November
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1983, respectively. The collection of primary data was essential for the success
of this research because, with the exception of the Penang FIZs, the economic
performance of mneither FTZ nor LMW firms is systematically monitored in
Malaysia. In the absence of a special survey, even the total employment in
Malaysia’s FIZs and/or LMWs could only be estimated crudely. The FTZ
survey covered all twenty-six firms in the three Selangor FTZs and all eleven
firms in the two Melaka FTZs. Since adequate data were available from the
offices of the Penang Development Corporation concerning the economic per-
formance over time of the forty-seven Penang FTZ firms, a separate survey of
the Penang FTZs was not required. The Penang data are described below.
After extensive follow-up, responses were received from all but two firms in
Selangor and one firms in Melaka. The LMW survey covered all seventy-nine
firms officially registered as LMWs in 1983. Responses were eventually received
from all but six firms, of which three had ceased operations.*

B. Penang Development Corporation Data on Penang FTZs

The Penang Development Corporation (PDC) conducts a detailed annual survey
on the economic performanc% of the Penang FTZ firms. The resuits are sum-
marized in an annual report, which aggregates firms into three industries,
electronics, textiles, and others. In addition, since 1978 the PDC has prepared
a confidential statistical summary which presents its survey data at the individual
firm level. Access to this material was provided, but data relating to individual
firms cannot be reported.

A problem which arises from the PDC industrial classification is that for the
years prior to 1978 data are available only in aggregate form at the three-industry
levels indicated above. There is a single garment manufacturer in the Penang
FTZs and this firm is the largest garment manufacturer within Malaysia’s FTZs.
Nevertheless, to protect the confidentiality of data relating to individual firms,
this firm was included within the “textiles” category prior to 1978 in the PDC’s
statistics and for consistency this classification has had to be maintained within
this study. This means that the importance of garments relative to textiles within
Malaysia’s FTZs is somewhat understated.

C. Infrastructure Costs

Data on the costs of developing the FTZs were obtained from the Penang,
Selangor, and Melaka state development corporations. This information was of
varied quality and tended to reflect accounting rather than economic cost principles.
For example, land acquired by the SDCs was sometimes acquired from the
federal government, sometimes already owned by the state government, and
sometimes purchased commercially. The average prices actually paid by the SDC
are therefore a misleading (downwardly biased) indicator of the true opportunity
cost of the land. Similar problems arise with other components of the reported

infrastructure costs.

+ Further details of the survey method and data collected are provided in part C of [8].
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Thus, where possible, commercial land lease rates were used to capture the
opportunity cost of land developed by the SDC. The sources of these commercial
price data were: the Property Market Reports, published annually since 1978
by the Ministry of Finance; industrial lease rate data, provided on a confidential
basis by commercial property valuers in Penang and Kuala Lumpur; and a 1976
Treasury document detailing industrial land values in the early 1970s.

V. ECONOMIC PERFORMANCE OF FTZs AND LMWs

A. Free Trade Zones

The aggregate economic performance of the FTZ firms over time is summarized
in Table I. To place the importance of FIZs in perspective, total exports from
the FTZs in 1982 were M$3.93 billion. From the 1983/84 Economic Report
of the Ministry of Finance, Malaysia’s total merchandise exports in that year were
M$27.97 billion and total exports of manufactured goods were M$7.72 billion.
That is, FTZ exports comprised 14 per cent of total merchandise exports from
Malaysia and 51 per cent of total exports of manufactured goods. Within the
electronics and electrical goods category, exports from the FTZs comprised fully
89 per cent of total Malaysian exports of these commodities. Total employment
in the FTZs was approximately 70,000 in 1982, which was 8.8 per cent of total
manufacturing employment in Malaysia. Clearly, production in the FIZs is
much more export-oriented than the rest of the manufacturing sector, where
import substitution predominates.

An important, and widely discussed feature of the FTZs is their use of domestic
raw materials. It is helpful to extract from the table the proportion of total
raw material use which is purchased from the domestic economy. This must
be distinguished from purchases made within the FTZs themselves. This calcula-
tion is made for 1973, 1976, 1979, and 1982. For these years the percentage of
total raw material use which was purchased locally was 2.3, 3.4, 2.8, and 3.6,
respectively. In contrast, purchases within the FT'Zs have become more important.
For the same years the corresponding percentages were 0, 4.2, 7.7, and 6.5,
respectively. Most of these purchases within FTZs occurred within the Penang
zones and there they were concentrated in the electronics and textiles industries.®
Thus, by 1978 the backward linkage of FTZ firms to other FTZ firms had become
more important than their backward linkage to the rest of the Malaysian economy.®

In Table II we present a disaggregation of Table I by industry and by state for
1982. This table is particularly interesting in the case of the electronics industry
which accounted for 85 per cent of total FTZ exports in 1982 and 76 per cent
of total FTZ employment. The table also shows that virtually all of the output

5 In the PDC annual reports on the Penang Free Trade Zones, purchases from within
the FTZs are included with local purchases in some of the aggregated tables. Readers
should be aware of this potential source of confusion.

¢ In [8] Table I is presented in more disaggregated from divided first by industry (elec-
tronics, electrical, garments, textiles, and “others”)—Tables A.1 to A.5—and then by
state (Penang, Selangor, and Melaka)—Tables A.6 to A.8.



39

MALAYSIA’S INDUSTRIAL ENCLAVES

-nopjeodio) jusdoreaeg SUBUS PUB (€861 19000 ‘ASAINS SJIOYINY  :SIDINOS

¥8 8 vL 89 89 19 8¢ 59 194 134 1 SuLry yo -ou ['l0L

60€°S $91°T Lye 06¢ STy ¥6 LT | - - - (000°T$IN)
C pred soxe; Te10],

62¢78 TLE'ES LSTLS ¥6£°6€ €9L°9C $SLTT 911°CC 09€°9T OIS 6¥1°T 1€ (000 T$IN)
pasn. AJIOI1I09S [e10],

986°LTE  SOTO¥E €989%0€  9LY'ITT  TTS'E8I 9€1'9TT  ISYY6 €09 PLIES  €8T°€T  Ofl’E (000°T$ )
pred soSem jel10],

LSL69 60S°CL £50°L9 6TS°6S 60€°€S 6L8°9F €50°CY EVLIE  16S°ST  €¥TIT  TU . (seafordtas
. . 3o *oN) juswAorduy

€LL9T 1ZL61 €ELYT L69°€S 12891 YL6'CT 90¥‘8 T6SVL  SL6'99 - L¥86T  8SS°T (000°T$ D
Juswdinbs rendes jeooy

S6Lv81 9€v'8LY 09Z°S91 112°581 680°L9 L88V9 $€9°0S €09°c6  TVI‘LST TEL'LY ¥V (000°T$N) Iuewmdnbs
Tendes pejrodury

LEO'L6T 0TH LI 890°0L1 TESEVT  PEV'S6 Sve'ee 699°CE ASNS Sl - — (000°T$) SZ1A
WOIJ S[eLIS)eW MeY

15¥°601 09.LCL €9L°19 8¥9°TS 9Ly €L6LE 80€°9C 86£0T  ISOTT  PLIE °0¢ ~ (000 T$TN)
e e S S - - -§[RLISJR UL MBI [8207] -

S6ELILT 9EEHBET LLOVSYT TEV'ILOT VELTIVT TSHTOL YLOSTL  6TLTOS ELIT9E 999°SST SPI¥ (000°T$IN)
sferxoyeur mel pojrodury
698°C11 901°9¢ PP6°C 180°8S 0€T°€T 709C1 698°LT 6Ty TLSS 8¢¢ - (000°T$IA) Sores 18207
LPEOE6'S  LSRQISE SLETLY'E TESTTOE S6T6LIT TOV'ESTT 99Z°LSTT  TST'ECL 608°8¥F TYL'ELT 6769 (000°T$ ) suodxg

861 1861 0861 6L61 8L61 LL6T 9L61 SL6T PL6T £L61 <L6l

78-7L61 SWHIL] Ty IVIOL :SWHlJ ZIJ 90 ZINVIWEOJ¥dd ALVOTIOOV

1 HI19V.L



THE DEVELOPING ECONOMIES

40

€8 €LL9T S6LY81 9'¢ LEO'LET IS7°601 S6E°LILT L6 69€°¢11 LYE0E6'S sy [Te Tejo],
L6 ¥61°6 $85°68 9'¢ 20€°T61 61T'cs $68°S1C‘T 886 880011 L85°099°T Sueulg ne[ng
'8 61¢1 789°¢T V'L SELY TLE'ST PLY'881 866 1.9 080°L8€E BR[O
69 09¢°9 8T5°S8 0'¢ - 19801 9T0°€T1E‘Y 866 011‘€ 08.°€L8°T Toguepeg
jel1s
9 CEL L95°01 1I'LT - 65L91 SLT'SY 0°0L STL09 0L8T¥1T 18710
€T 99¢ 810 g'e L6V EET 0L9°07 y0TH91 €L8 118'6Y YrTiEre SMXa,

0 0 Lig 08 - TLL 888°8 6’66 01 966°6 sjuatureny
(44 6€9°1 €¥CT T'LE - 108°€C €LTOY 001 0 £0¥°16 TBS1I309[H
9L 9€8°€T 059°L91 (A4 ovS€9 6Vv°LS SSL'8SYT 666 €T€°€ SEREPE’E $OIT0I09[H

Axsnpuy
0 < 0y
S G amgy mew CEHT GHED gney S5 ey o
/1800T 1007 payodui \Woﬁowh omammm: a 220 peiodmr \Vwam.m [eS 20T P d

juswdinby 1eudE)

S[ELIRJBINl MBY

sofes Teury

7867 ‘SWMI] ZIJ 90 SOILSIMALOVEVH,) ALVOTYoDy

II 419V.L



41

MALAYSIA’S INDUSTRIAL ENCLAVES

-uonyerodio) juewdopas( Surusd Pue (€867 1990300 ‘foAIns S JOYINY  :$90INOS

T'€e Y00v¥6 60€°S 62E78 985 LT¢ LSL'69 sy e feoL
8V L96°€9T YLV wTvs €L8 V61 . 862°9¢€ Sueurg nemg
L'yy I8P°ELT 98 0v9°’s 987°0¢ TSEL BRI
69C 955°90¢ 6¥L LYPYT LTTTOT LOT9T logue[eg
ajels
L9 TIIPI 143 yer'y STSPT $88°9 Relile]
T'€1 9291 81 850°€E POI°SE ISV'L SI[IIXIL
6'8C 768C 6 8LT PLLY TLS'T sjuoTIeD)
662 1Z€'Le 0 8 L9STT $68 [e911109[H
[ 4 €5L°0TL yE6'y 199°9% 919°79Z ¥S6°CS SOIIOII[H
Ansnpuy
<o %\&m o (000° 181D (000°1$IN) (000° 18D (000 1$IN) juswAo[dwy [€10L
/p omvm«ﬁ ow:w. A POpPV 9nJeA (8101, pred soxe], Jel0L pas[} AN1E091H so8eA 18101, I I

7861 ‘SWHI Z1A 40 SOILSIMHAIOVIVH) dLVOTIOOY
(panunuo)) II AI4V.L



42 " THE DEVELOPING ECONOMIES

of the electronics industry was exported and that almost all of its raw material
and capital goods were imported. Value added in this industry was 22 per cent
of total sales, but it is important to realize that only a fraction of this amount
constitutes a payment to Malaysian factors of production. Wages accounted for
only 38 per cent of total value added while total taxes constituted only 0.7 per cent.

An upward bias occurs in the data on value added per unit of total sales
because a few FTZ firms have continued to manufacture on a subcontracting
basis, receiving a fee for the assembly or processing services performed. This
fee is reported as “total sales” and since raw material is provided free of charge
under the subcontracting agreement, “use of raw material” is reported as zero.
For these firms, value added is 100 per cent of reported sales. This does not
affect the absolute magnitude of value added, or the relationship between value
added and total wages, but it biases upward the overall ratio of value added to
total sales. This apparently accounts for the high value added to sales ratio for
Melaka.

Rapid technological change has occurred within the electronics industry and
labor-saving technological changes have been introduced within most of the FTZ
electronic factories. This is reflected in a declining proportion of wage payments
to total sales throughout the 1970s. In 1973 this proportion was 9.1 per cent
and in 1976 and 1979 it was 7.4 and 5.2 per cent, respectively. Apparently
because of rising real wages in the electronics industry generally, the proportion
rose subsequently to 8.2 per cent in 1982. In contrast, the same proportion
remained relatively constant, at between 8 and 9 per cent, in the textile industry
throughout this period.

The survey also covered the financing of FTZ firms. For the reasons indicated
in the previous section, this survey covered only firms in the Selangor and Melaka
FTZs and no data on this subject are available for Penang. For the Selangor
and Melaka firms, borrowings from Malaysian sources were reported by fifteen
of the thirty-four responding firms. These borrowings summed to M$49.2
million and this comprised 41.8 per cent of the reported total borrowings of
these fifteen firms. Most of the Malaysian borrowing occurred among electronics
firms (74 per cent of the total) and this amount was concentrated in the smaller
electronics firms. The total borrowings of firms which did not borrow within
Malaysia were not obtained by the survey, but the fifteen firms reporting Malaysian
borrowings accounted for 39 per cent of total exports from the Selangor and
Melaka zones in 1982, so a rough estimate is that Malaysian borrowings consti-
tutes between 15 and 20 per cent of the total borrowings of FTZ firms.

B. Licenced Manufacturing Warehouses

Table III summarizes the aggregate economic performance of LMW firms.
The data relate only to the performance of these firms from the time they became
registered as LMWs. Total exports from LMWs were M$770 million in 1982,
and this comprised 2.8 per cent of total merchandise exports from Malaysia
and 10 per cent of total exports of manufactured goods. Total employment of
LMW firms was 27,800 in 1982, and this was 3.5 per cent of total manufacturing
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employment in Malaysia.” In Table IV the 1982 economic performance of LMW
firms is disaggregated by industry and by state. The table indicates that wages
accounted for 33 per cent of total value added, a similar result to that obtained
for FTZs, while total taxes comprised 0.9 per cent.

Local raw materials were used more extensively among LMW firms than FTZ
firms. In 1982, locally purchased raw material was 10.5 per cent of total raw
material use among LMW firms, compared with 3.6 per cent for the FTZs. This
is more striking in the purchase of capital equipment. In 1982, LMW firms
purchased 26 per cent of their capital equipment locally, compared with 8 per
cent for FTZ firms. Local sales were also somewhat more significant for LMW
firms, amounting to 5 per cent of total sales, compared with 3 per cent for FTZs.
In short, LMW firms are more closely linked to the rest of the Malaysian economy
than FTZ firms, despite the fact that both groups of firms are heavily export
oriented.

The data in Table V also indicate the origin of firms entering the LMW program.
A total of twenty-seven of the LMW firms had been producing within Malaysia
prior to becoming LMWs. The remainder were either new foreign firms or new
joint-venture firms. Of all LMW firms in Malaysia in 1982, those previously
producing there accounted for 46 per cent of 1982 employment, 26 per cent of
total fixed assets, and 25 per cent of the total value of output. A large group
of labor-intensive garment firms, with 55 per cent domestic ownership, dominates
this category of firms. It is notable that all five textile firms operating under the
LMW program in 1983 had been producing within Malaysia before entering
the program.

A prominent goal of the government’s New Economic Policy is to increase
the proportion of Malays employed in the industrial work force, especially in
the more highly skilled employment categories. It was initially hoped that the
FTZs and LMWs would make a significant contribution in this regard but progress
has been slow.® Firms in each of the FTZs, and Penang in particular, report
great difficulties in recruiting and retaining Malay employees in the more skilled
employment categories. Competition for the small number of qualified Malay
applicants is intense and firms report that their strongest competitor for these
workers is the government sector itself.

VI. METHODOLOGY OF THE BENEFIT-COST ANALYSIS

Since both the benefits of establishing FTZs and LMWs and the costs incurred
in doing so are essentially economic in nature, economic analysis should be
capable of indicating whether the investment has proven to be worthwhile. As
is usual, availability of data constrains this exercise somewhat. Substantial amounts
of data have been assembled on the economic inputs and outputs from the zones

7 Warr [8] provides a disaggregation of Table III by industry (Tables A.9 to A.13) and by
state (Tables A.14 to A.21).
8 See part D of [8] for a detailed discussion.



45

MALAYSIA’S INDUSTRIAL ENCLAVES

0'¥C 90,91 TT6°TS 901 9v8°CS T69°Sty §'96 €p1°8T 8YEOLL sway [[e Jelol,
1 01 LZ8 L91 IrLT PV ET 0001 0 ¥8L°96 §33818 IS0
£9¢C 162°C II‘T 0 0 61v 0001 0 LOT1 Uejue[as]
9'6v LOVT 1€¥°T 091 €696 18L°0S 786 905°1 L8806 Io3ue[es
0°stT 961 601°1 8y 8TV°C 0s6'sy 66 L6T 9LL‘6Y Sueurd nend
(9474 T80°L 8198 €61 91TV 6T9°LY 0001 0 906°8€ Jqeled
(Y 918 68071 9T SLS 008°C01 £86 009°61 P16°LY1 ue[quIag 11939N
09¢ 808C $00°8 £6C (AXAY yreoy 1's6 LLI'S 188001 yepa3]
LO1 L TANS L99°LT 8L 196°€1 SLTS9T 66 €95°T €66°EVT loqof
1S
v LIES 681°9 9T1 0959 199°SH ¥'86 $0¢£°1 PPI°18 LYo
To¢ 88T°T 0LTC 1'LT $68°6 8L9°9C Y66 y6¢ 6L0°69 SIxal,
81T L8TT 09y '8 66L°L 0v0°s8 666 w LS9°SPT sjusurIes)
1'vC LILT 86€°S 891 91¥°2T PLLOTT 0'L6 651°S 88491 [GalSsal)ic|
I'LT L60°L 19%°%€ 7' 9L1%9 6€S°LLT 9°¢6 yreiIe 081°01¢ SOTUOIR[H
Ansnpuy
(%) (000 T$IN) (000 1S (%) (000 I$IN) (000 I$IN) (%) (000 I$IN) (000 T$IN)
[8101/[e00T eseyind poyodw]  [BIOL aseyoind paurodw]  soeg 18I0 L soles polrodxyg
189071 /182071 180071 /1rodxyg 180071
juowdinbyg 1eyded S[eLISBIN MBY so[eg Jeulj

7861 ‘SWAEId MINT 40 SOLLSIHLOVAVHD) dLVOTIO0Y
Al 9T4V.L



THE DEVELOPING ECONOMIES

46

"€861 I9qUISAON “A9AINS SJIOYINY  :90INOS

Lse 6£678C S19°T 99941 OvLL6 08°LT sy e Te10L

SLE 815 0 1.9 88€‘€ 82TT S9)E}S 11O

029 8yL 0 1) 60 1443 uejmerasy

L1g 982°6T 901 $$9°C £68°S 060°1 103038

L9¢ €52°0€ zs SOL 100°€T (4544 Suemrg nejng

L 47 ¥¥0°91 0 LI0T 918°L 9T Jerd

(414 92926 9L SeIY LB6°ST 10L% UR[IqQUeS 11980N

v'9¢ ¥PS 8¢ 996 LE€6T 616°C1 14504 qepa3L

I'LT 0T6°L9 Il L0S‘E $9€°8T €60°8 Jogof
AeIS

(A4 £81°8C 24 001°1 0L6Y 619°T B0

(4% T62°6T L 99¢C L89°S 69L°T Ss[nxa],

£se 9LETS 144 y6Ec 816°0€ 9¢T’6 sjuuLIR D

S01 £9LPE YL LTS TEL'S LSLT TeSLnoaTq

9Ty STE IV LLET 08Z°L TEVLY €0¥°cT SoIIoj09Tq
Ansnpuy

s (%) (000°1$IA) (000°T$IN) (000°1$TN) (000°T$IN)
\wwwvvm %Mm w\w PoppPV onjeA [el0], Ppleq sexe], [810], Ppasn ANOMIO9H so8em TR10], Juawfoldwy [810L

7861 ‘SWMi MWW 40 SOILSNMALOVAVH]) ALVOTNOOY
(penunuopn) AI AIAV.L



47

MALAYSIA’S INDUSTRIAL ENCLAVES

"€861 JOqUISAON ‘A9AINS SJIOUINY  :92INOS
625°CT 1L6°CT 1€9°201 LT 12704 T9L°06€ L6l 9L [eloL
809 L9S 02T01 ¥ S9L'8T 18£°0€ 061 81 B0o
¥8S°1 69L°T L86°LE Y €LVIT L86°LE V'8¢ Y SIMIXSL
00C‘S $81°9 LEE'6T 6 ¥8‘8 86818 §Ce ST sjasuwIe
1281 9¢7'1 19L°€ (4 TLS6 L1891 L1 14 Te3103TH
992°¢ jATA 9ZETT L 769°91 81L°€TT 9°Cl 144 SOTUONIH

(000 1$ 1) (0001310 (000°T$TA) (%)
MINT e10j9q  juowAoldwy  SI9SSY PIXI4 SUIT] 7861 . $19SSVY PIXIg digsoumQ swHJ Jo
juewAo[dwyg 7861 T1810L 7861 T810L Jo ‘ON ‘IoI0pN Jod 7861 TeI0L el =l o Tq | ‘ON [BI0L Ansnpup
. $1988Y PoXId
eise[e]N WL Supersdo swag swig NIV

7861 ‘SWEL] MIA'T d0 SOLLSNHLOVIVH) HHHINN]

A HTdVL



48 THE DEVELOPING ECONOMIES

and on the costs of construction, but, even so, some strong assumptions must
be made for an economic evaluation of the zones to be possible.

In this exercise, the FTZs and LMWs are treated as enclaves within the
Malaysian economy. The focus is on the transfer of funds and resources between
these enclaves and the Malaysian economy. The aim is to study the net benefits
and costs, as experienced by the rest of Malaysia resulting from the existence of
the FTZs and LMWs. It must be stressed that this study is comparing the
welfare outcome for Malaysia where the FTZs and LMWs are present with the
hypothetical situation in which they are absent. The analysis disregards income
distributional considerations within Malaysia. That is, changes in incomes of all
Malaysian nationals are weighted equally but changes in the incomes of foreigners
receive zero weighting.

The estimated benefits include the net gain to Malaysia from employment of
Malaysians by FIZ and LMW firms, the net gain deriving from the firms foreign
exchange conversions into domestic currency, the gain due to purchase of local
raw material and capital equipment by firms, the net gain from sale of electricity
to firms, and the (small) gain due to the tax revenues collected from firms. The
costs include administrative and maintenance costs of the FTZs and LMWs and
the net costs to Malaysia of providing subsidized infrastructure facilities to FTZ
firms.

Four groups of shadow prices play a central role in the benefit-cost analysis.
These are the shadow prices of foreign exchange, labor, domestically produced
raw materials, and capital equipment. Available estimates of these shadow
prices for Malaysia leave a certain amount of latitude for judgement. Our
procedure is therefore to draw upon earlier studies to obtain what seem to be
the “most likely” values of these shadow prices. The set of assumptions incorpo-
rating this combination of shadow prices is referred to as ‘“‘the base case.” The
formal benefit-cost analysis determines the implications of this set of shadow
prices and then varies them parametrically around the values used in the base
case to determine the sensitivity of the overall results to changes in them.

The unit of measurement (numéraire) in which the benefit-cost analysis is
conducted is real spending (consumers’ willingness to pay) expressed in Malaysian
dollars (ringgit) at 1982 prices. The methodology used closely follows that
described in [7], to which the reader is referred. A detailed discussion of this
methodology, the derivation of the shadow prices used, estimates of the net eco-
nomic cost of leasing land to FTZ firms at subsidized rates, and the administrative
and maintenance costs of the FTZ and LMW programs is presented in detail in
[8].% Only a brief summary of the “base case” will be presented here.

Published and unpublished estimates of shadow prices for Malaysia, in particular
Veitch [6, 1977 and 1984 editions], are drawn upon to give ratios of shadow
prices to market prices as follows: foreign exchange, 1.11 (varied parametrically
between 1.0 and 1.25); unskilled labor, 0.825 (varied between 0.75 and 0.90);
domestically purchased raw materials, 0.9 (varied between 0.79 and 1.00);

9 See Tables A.27 to A.29 of [8], respectively.
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TABLE VI
BENEFIT-COST ANALYSIS OF FTZs: VARYING TERMINATION DATE

Assumed Termination Date

1982 1990 1997 2004 2012

Industry
Electronics 407 982 1,273 1,448 1,564
(17) (20) (20) 21) QD
Electrical 34 82 C107 121 131
19) 1) 21) (21) 1)
Garments 11 19 23 26 27
(a) (a) (a) (a) (a)
Textiles 84 156 193 216 231
(19) (20) (20) (20) (20)
Other 60 104 127 141 151
(b) (b) (b) () (b)

State

Penang 376 776 980 1,102 1,183
(26) (28) (28) (28) (28)
Selangor 156 432 571 656 712
(13) (17) 17 a7 (17)
Melaka 63 136 173 196 211
() (a) (a) () (a)
Total 595 1,344 1,724 1,953 2,106
(21) (23) (23) (23) (23)

Note: Units: net present value, M$ millions, 1982 prices except numbers in paren-

theses which are internal rates of return in percentage form.

a. Internal rate of return not defined because all components of time stream positive.

b. Multiple solutions exist because of alternating positive and negative components
of time stream.

domestically purchased capital equipment, 0.91 (varied between 0.82 and 1.00);%°
and electricity, 0.93. The discount rate used is an estimate of the real rate of
interest faced by Malaysia on international capital markets, 7.5 per cent.'*

VII. RESULTS OF BENEFIT-COST ANALYSIS

A. Free Trade Zones

The results of the analysis for FTZs are summarized in Tables VI and VIL
As explained above, all net present value (NPV) calculations are presented in
1982 values. It is of course necessary to impose assumptions about the behavior

10 The effects of varying these four conversion factors shown in Tables A.30 to A.33 of [8].
11 This is an average London Interbank Offer Rate from 1978 to 1982 (12.4 per cent)
expressed in real terms (giving 7 per cent) plus half a per cent risk premium,
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TABLE VII
BENEFIT-CoST ANALYSIS OF FIZs: VARYING DISCOUNT RATE

Discount Rate (%)

25 5 7.5 10 12.5
Industry ' . o )
Electronics 2,605 1,804 1,273 912 659
Electrical 216 150 107 77 57
Garments 44 32 24 18 14
Textiles 380 268 193 141 104
Other 240 173 127 97 75
State v ’
Penang 1,929 1,360 980 720 537
Selangor 1,219 830 571 395 272
Melaka, 337 238 173 130 99
Total 3,485 2,427 1,724 1,245 909

Note: Units: net present value, M$ millions, 1982 prices.

of the stream of benefits and costs occurring after 1982, the last year for which
data were available. Except in Table VI the NPV calculations presented all
assume that the performance of FTZs remains the same as in 1982, for each
year until 1997, after which the program terminates. Unless otherwise indicated,
the calculations assume a termination date of 1997 (relaxed in Table VI), a
real discount rate of 7.5 per cent (relaxed in Table VII) and the conversion
factors described above.

The central column of each of these tables depicts the results from this
base case. It is helpful to review the components of the overall benefit-cost
analysis for this case in more detail. Focussing on the aggregate net benefit
computed for all FTZ firms of M$1,724 million, the composition of this total
by source is as follows: foreign exchange conversions M$807 million (47 per
cent of total); employment M$999 million (58 per cent); local raw material use
M$162 million (9 per cent); local capital equipment use M$72 million (4 per cent);
electricity use M$99 million (6 per cent); taxes M$55 million (3 per cent);
administrative costs M$—35 million (—2 per cent); and land subsidy M$—435
million (—25 per cent).

The significant feature of the results is that net benefits are positive in all cases
examined and even when assumptions highly unfavorable to the calculation of net
benefits are made. For example, net benefits are positive even when the conversion
factor for foreign exchange is set at 1.0. That is, even if there was no net gain
to Malaysia deriving from firms’ foreign exchange conversions, the other sources
of net gain to Malaysia from the operations of FTZs—due to employment, use
of domestic raw material and domestic capital equipment, purchase of electricity,
and payment of taxes—would be more than sufficient to outweigh the net costs
incurred by Malaysia in establishing, maintaining, and administering the zones.
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TABLE VIII
BENEFIT-COST ANALYSIS OF LMWSs: VARYING TERMINATION DATE

Assumed Termination Date

Industry

) 1982 1990 1997 2004 2012
Electronics 96 218 280 317 342
Electrical 8 17 22 25 26
‘Garments 57 119 151 170 183
Textiles 9 35 49 57 62
Other 8 24 32 37 40
Total 178 413 533 606 654

Note: Units: net present value, M$ millions, 1982 prices.

TABLE IX ,
BeENEFIT-CosT ANALYSIS OF LMWS: VARYING Di§chNT RATE

Discount Rate (%)

Industry

' 2.5 5 7.5 10 12.5
Electronics 505 371 280 216 170
Electrical 40 29 22 17 13
Garments 267 198 151 118 94
Textiles 95 67 49 36 27
Other 61 44 32 24 19
Total 967 709 533 410 322

Note: Units: net present value, M$ millions, 1982 prices.

B. Licenced Manufacturing Warehouses

The results of the benefit-cost analysis of LMWs are presented in Tables VIII
and IX. These tables show the implications of variations in the termination
date and discount rate. The estimated stream of net benefits accruing to Malaysia
is positive for all years under all combinations of assumptions shown in these
tables and all combinations of shadow price assumptions discussed above.™”
This reflects the fact that, unlike the FTZ program, the LMW program was not
characterized by an initial period of high infrastructure costs (negative net
benefits). The implication of this is that internal rates of return are not mathe-
matically defined. The tables therefore present only NPV calculations.

In the base case shown in the central column of each table, the aggregate
NPV of all benefits and costs computed for the LMW program is M$533.4
million. The composition of this is as follows: foreign exchange conversion
M$193.2 million (36 per cent of total); employment M$223.3 million (42 per
cent); local raw material use M$70.1 million (13 per cent); local capital equipment

12 See Tables A.34 to A.37 of [8] for detailed results on the effects of varying shadow prices.
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use M$22.8 million (4 per cent); electricity use M$13.6 million (3 per cent);
taxes M$35.1 million (7 per cent); and administrative costs M$—24.7 million
(—5 per cent).

Total NPV is positive in all combinations of assumptions. As with the FTZ
program, the absolute size of estimated NPV depends significantly on the assumed
conversion factor for labor but this is proportionately less true of LMWSs than
FTZs. For example, if this conversion factor is 0.8, the net gain due to the
difference between wages paid and the opportunity cost of labor is 33 per cent
of total NPV, compared with 49 per cent for FTZs. The main reason for this
difference is that LMW firms are, on average, more closely integrated with the
domestic economy than FTZ firms. The gains from the use of domestic raw
materials, capital equipment, etc., thus form a higher proportion of total gains
from the LMW program than the FTZ program.

When allowance is made for the diversion of LMW firms from elsewhere
in the economy, the absolute value of the NPV of the program will obviously
be affected. But the conclusion that the net benefits of the program are positive
will not be altered. It was argued above that the diversion of firms could account
for as much as 46 per cent of all employment by LMW firms and 25 per cent
of the value of total output. Allowance for this would imply a downward
adjustment of the benefits of the LMW program, but not its administrative costs.
But since the present value of total administrative costs is less than one-twentieth
of the sum of the present value of all benefit items, regardless of the assumed
termination date, any realistic allowance for diversion of firms could not alter
the conclusion that the LMW program has generated positive net benefits to
Malaysia.

VIII. SUMMARY AND CONCLUSIONS

A. Free Trade Zones

By the end of 1982, the net benefits to Malaysia from its FTZs had already
exceeded the net costs incurred in establishing the zones. Positive net benefits
would continue to be received by Malaysia if the FTZ program continued without
change. Nevertheless, these benefits could be increased. The most important
avenue is clearly taxation. The taxes raised from FTZ firms up to 1982 were
almost negligible, but the generous tax incentives which caused this were also
partly responsible for the success of the program. The FTZs have been beneficial
to Malaysia even without substantial tax revenues being raised and, while it is
clearly desirable that revenues be raised from FTZ firms, it would be harmful
to Malaysia’s interests if the effort to raise large amounts of revenue from FTZ
firms caused an exodus of firms from the zones. This argument could not be
made as forcefully if the FTZs were only marginally beneficial, or not beneficial
at all, in the absence of significant tax revenues.

The initial tax holiday periods are now ending and Malaysia must clarify its
policy with respect to company income taxation. It would seem desirable to
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levy company income tax for FTZ firms from the end of their present tax-relief
periods, but at substantially lower rates than the 45 per cent applying to firms
operating within the domestic economy. It may be appropriate to proceed in
stages—to introduce rates in the 10-15 per cent range initially and later to
consider raising this. Subsequent policy would depend on how much revenue
was actually raised and the degree to which Malaysia’s other benefits from the
zones appeared to have been affected.

An important aspect of the taxation issue is that, so long as Malaysia applies
a corporate income tax rate which is positive but significantly below that of
the home countries of the firms operating in the FTZs, Malaysia is more likely
to benefit from transfer pricing practices than to lose from them. That is,
companies’ global tax burdens will be minimized by moving profits to Malaysia
rather than away from it. This provides a possible source of tax revenue for
Malaysia so long as Malaysia’s tax rate is positive but low enough to encourage
this practice.

The administration of Malaysia’s FTZ program is uncoordinated and, with
the recent transfer of function from state to local government authorities, this
problem seems likely to become worse. Firms must deal with a large number
of separate local, state, and federal authorities and firms’ expansion plans and
even routine operations can be disrupted by the large amounts of ‘“red tape”
involved. Consideration could be given to the establishment of a federal body,
or separate state bodies, with the power to intercede between FTZ firms and
other government agencies and also with the power to impose levies on FTZ
firms for the budgetary costs of maintaining and administering the zones.
Malaysia’s FTZs are not well maintained physically and this must be a deterrent
to new firms considering entering the zones.

The policy of providing land to new FTZ firms at heavily subsidized rates
seems to lack any continuing economic rationale. This is also true of the rules
limiting FTZ firms’ sales on the domestic market. So long as these sales continue
to be treated as imports into Malaysia and the appropriate duties are levied,
these sales simply substitute for imports and there is no apparent reason why
the restrictions should be maintained.

Customs clearance of imported raw materials and capital equipment involves
unnecessary delays and the requirement that goods be transported to and from
the port in large bonded container vehicles means that firms must accumulate
stocks at the firms and port ends to utilize these vehicles more efficiently. These
procedures could be streamlined in such a way as to reduce firms’ costs, without
jeopardizing the security requirements of the program.

The degree of linkage between FTZ firms and the domestic economy, through
the purchase of domestically produced raw material and capital equipment, has
been disappointing. It seems appropriate to consider linking future tax incentives
to this feature of the FTZ firms’ performance by making tax exemptions dependent
on this form of linkage. Nevertheless, this will not in itself cause the domestic
industrial development which must occur for a significantly greater linkage with
the FTZs to be possible. It must be recognized that the primary obstacle to
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greater linkage between FTZ firms and the local economy is not a lack of
willingness of FTZ firms to use domestically produced raw materials, intermediate
goods of capital equipment, or even a lack of incentive for them to do so, but
rather the inability of FTZ firms to obtain these materials domestically at the
required standards of quality and dependability. Policies directed at potential
suppliers of raw material and capital equipment must play the major role if
greater linkage between FTZ firms and the domestic economy is to be achieved.

B. Licenced Manufacturing Warehouses

Malaysia’s LMW program must also be considered a success. The main
avenues for possible improvement appear to lie in the taxation area, for which
the above remarks on FTZs also apply (although taxation issues are administra-
tively separate from the LMW program itself), and in the reduction of “red tape”
(which is not separate).

LMW firms report that the requirement for Customs Department approval
of any change to the factory floor plan is time-consuming, inefficient, and deters
expansion. Further streamlining of documentation requirements, especially for
importation of capital equipment, would also seem possible without threatening
the purposes of the program.

An expansion of Malaysia’s LMW program could easily be justified. LMW
firms are more closely integrated with the domestic economy than FTZ firms.
The major obstacle to this expansion appears to be administrative. The docu-
mentation requirements imposed on LMW firms are severe and the existing
procedures for policing the “bonded warehouse™ aspects of the existing program
are cumbersome and impose unnecessary costs on LMW firms.

C. Broader Conclusions

Malaysia’s export-oriented industrial enclaves—FTZs and LMWs—have con-
tributed to the country’s economic welfare mainly through their absorption of
unskilled and semi-skilled labor. The groups employed have obviously benefitted
from the increased incomes which resulted. Moreover, the increased involvement
of Malays in the manufacturing sector has contributed to the reduction of racial
tensions in the country. Nevertheless, it must be recognized that the kind of
industrial development which has resulted is essentially offshore in nature. Linkages
to the domestic economy are very limited and this type of development makes
only a modest contribution to the government’s long-term development goals.
Countries like Korea and Taiwan, which have proceeded further along the path
of industrial development, have become considerably less interested in promoting
this type of enclave development. Perhaps, a similar change of government
attitude will occur in Malaysia in the coming decade.
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