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The objectives of this paper are:  (1) to review Malaysia’s commitments
and compliance with the WTO agreements thus far, (2) to assess the impact
of Malaysia’s commitments to WTO on its industrial development, and
(3) to evaluate WTO-consistent policy options that will enable the country
to advance its industrialization process.  The findings of this paper show
that Malaysia has pursued a dual industrialization strategy.  While the
export-oriented sector has been able to fulfil Malaysia’s commitments to
WTO, this has not been the case for the import-substituting sector.  Thus,
Malaysia’s compliance with its WTO commitments is incomplete and the
import-substituting sector will face considerable challenges in its future
development.

The conclusion of the Uruguay Round (UR) negotiations in 1994 and the
subsequent establishment of the World Trade Organisation (WTO) in January 1995
introduced several new dimensions to multilateral trading.  First, the new organization,
WTO, is a full-fledged international organization with a binding dispute settlement
mechanism (DSM) unlike its predecessor, the International Trade Organization (ITO).
Second, WTO has an expanded mandate and membership, of which the majority is
the developing and transition economies.  Third, most of the WTO agreements contain
provisions for reviews of their operations within five years, thereby introducing
a dynamic element in the construction and enforcement of rules for the conduct of
multilateral trading.

However, the failure to launch the Millennium Round of Multilateral Trade
Negotiations in Seattle in 2000 appears to indicate second thoughts regarding the
commitments made under the UR.  Moreover, the Asian financial crisis in 1997 and
the subsequent economic and social crisis that engulfed some of the ASEAN economies
in 1998 fueled anti-globalization sentiments and dissatisfaction with the implementation
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of the UR Agreements in these economies.  Their concerns were subsequently included
as part of the agreed work programme from the Fourth Ministerial Conference in
Doha in November 2001.  Nevertheless, the agreed work programme from Doha also
included new negotiations and new issues that may further circumscribe the
development policies of developing countries.  Thus, there is an urgent need to consider
policy directions that are WTO-consistent for developing WTO members, like Malaysia.

In the light of the above changes, the objectives of this paper are:  (1) to
review Malaysia’s commitments and compliance to the WTO Agreements thus far,
(2) to assess the impact of Malaysia’s commitments to the WTO on its industrial
development, and (3) to evaluate WTO-consistent policy options that will enable the
country to advance its industrialization process.

The paper is divided into five sections; after the introduction in section I,
a review of the UR commitments and achievements is presented in section II.
Section III assesses the impact of these commitments on industrialization in Malaysia.
WTO challenges to the future of industrialization in this country and its policy
implications are discussed in sections IV and V, respectively.  A summary of the main
findings of this paper is given in the conclusion that is the final section of this paper.

I.  URUGUAY ROUND COMMITMENTS AND ACHIEVEMENTS

Before reviewing the compliance to the Uruguay Round (UR) commitments
that has been achieved thus far, the major UR agreements will be briefly outlined.

UR Agreements for liberalizing trade in manufactures

As in the previous seven rounds of negotiations, commitments under the
General Agreement of Tariffs and Trade (GATT) at the UR, included further efforts to
reduce protection for manufactured goods in both developing and developed countries
via additional tariff reductions and bindings.  WTO also addressed the problems
associated with the reporting and valuation of goods at the border as customs procedures
can also greatly affect trade.  Hence in order to simplify transactions, the Harmonized
System (HS) has been encouraged for specifying trade flows and tariff rates.

However, one of the most important trade liberalization outcomes of the UR
is the commitment to reduce non-tariff barriers (NTBs) in manufactured goods trade.
In this regard, quotas imposed under the Multifibre Arrangement (MFA) are scheduled
to be phased out over a ten-year period, thereby facilitating the gradual integration of
the textiles and clothing sector within the normal WTO rules by 1st January 2005.
Other NTBs that are addressed in the UR agreements include import licensing
procedures and quantitative restrictions.  In the case of the former, the WTO Agreement
on Import Licensing Procedures strengthened the disciplines governing the use of
import licensing systems so that trade is not unduly restricted by these procedures.
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Hence the agreement requires Governments to publish sufficient information on how
and why licenses are granted as well as guidance on assessing license applications.
Governments are also required to notify WTO when existing procedures are changed
or when new procedures are introduced.  As for quantitative restrictions, Article XI of
the GATT generally prohibits export and import quotas against other WTO members.

Nevertheless of all the NTBs, it is the industrial, technical and health standards
that have increasingly affected trade because they vary greatly from country to country
even though these measures may be enacted for legitimate reasons.  Hence, with the
establishment of the WTO, all WTO members have become parties to the Agreement
on Technical Barriers to Trade (TBT) and the Agreement on Sanitary and Phytosanitary
Measures (SPS).  The former agreement specifies the requirements for technical
regulations, standards, and conformity assessment procedures for products and
production methods.  Governments, however, retain the freedom to choose the standards
for their respective countries and can choose whether or not to adhere to international
standards.  WTO members are, however, encouraged to enter into negotiations for
mutual recognition of results of each other’s conformity assessment procedures.  On
the other hand, the SPS Agreement deals with measures whose purpose is to protect
human or animal health from food-borne risks, animal or plant-carried diseases or
pests.  Both agreements try to reduce arbitrariness in decision-making and instead
encourage consistent decision-making by establishing national measures that are in
line with international standards, guidelines and recommendations.

Several contingent protection measures are permitted that allow countries to
suspend market access that was previously agreed.  These exceptions to MFN and
binding principles of WTO include actions taken against dumping, actions taken against
prohibited subsidies and emergency measures to limit imports temporarily to
“safeguard” domestic industries from a surge in imports.  In the case of dumping, the
WTO Anti-Dumping Agreement clarifies the methods used for ascertaining whether
dumping has occurred.  However measures to counter dumping can only be applied if
the dumping action is hurting the industry in the importing country.  For subsidies,
the WTO Agreement on Subsidies and Countervailing Measures disciplines the use of
subsidies by WTO members and regulates the actions that member countries can take
to counter the effect of the subsidies.  Under the WTO Agreement on Safeguards,
a WTO member may restrict imports of a product on a temporary basis if its domestic
industry is injured or threatened with injury as a result of a surge in imports.

Of these measures, the provisions on subsidies and countervailing duties are
likely to reduce its usage as the UR agreement removed some of the inconsistencies
in the previous agreements by explicitly defining it and categorizing them as prohibited,
actionable and non-actionable.  Prohibited subsidies are those that are contingent on
export performance or on using domestic rather than imported inputs while actionable
subsidies are those that cause adverse effects on other countries.  On the other hand,
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non-actionable subsidies are those for research, for developing disadvantaged regions,
and to meet environmental requirements.

Apart from the agreement on goods, the Agreement on Trade-Related
Investment Measures (TRIMs) that was achieved at the UR is an attempt to govern
investment by including measures that counter the trade-restrictive and trade-distorting
effects of a country’s laws regarding foreign investment.  Consequently, TRIMs outlaws
certain conditions that are attached to the foreign direct investment policies of host
economies.  For example, TRIMs prohibits the use of local content requirements and/
or foreign exchange balancing requirements as these are deemed to violate the national
treatment principle of GATT.  TRIMs also outlaws restrictions that limit the imports
of foreign firms and constraints on their exports.

The UR agreements also cover the issue of intellectual property rights as the
Trade-Related Intellectual Property Rights (TRIPS) Agreement provided the minimum
standards for the protection of intellectual property such as patents, copyright, industrial
designs, geographical indications and indications.

Due to growing awareness of the trade-restrictive effects of discriminatory
procurement practices, 12 WTO members (EU counted as one) are bound by the
“plurilateral” Agreement on Government Procurement (GPA).  The agreement basically
outlines the procedures for providing transparency of laws, regulations, procedures,
and practices regarding Government procurement to ensure non-discrimination.
Malaysia is not a party to this Agreement as yet.

Malaysia’s commitments and compliance as of 20011

In conformity with WTO, the Malaysian customs nomenclature is based on
the 1996 Harmonized System (HS).  It currently contains 10,368 tariff lines (at the
nine digit HS level) and involves 73 different rates.  In 2001, 99.3 per cent of the
total tariff lines are in the form of ad valorem duties.

Table 1 summarizes the UR tariff commitments for Malaysia in 1995.  The
bindings in table 1 comprise 65 per cent of the tariff lines in the country.  It can be
seen that bindings are most prevalent for agriculture, food, and textile and clothing
products.  Malaysia has also progressively reduced its tariffs over time so that by
2001, 58.3 per cent of its total tariff lines are duty free.

However, there are two important caveats to the tariff liberalization process
in this country.  First, continuous trade distortion persists despite liberalization due to
the wide dispersion or range in tariffs as well as tariff peaks.  Tariff peak is highest in
automobiles where the MFN applied rate can be as high as 300 per cent.  Moreover,
tariff escalation is also observed as the applied MFN tariffs for raw materials in

1 Data for Malaysia’s compliance is based on the 2001 Trade Policy Review of Malaysia (WTO, 2001).
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manufacturing is only 3.0 per cent while that for semi-processed and fully-processed
products are 7.7 per cent and 13.6 per cent, respectively.  Second, bound rates are
higher than the applied rates.  For example, the average bound and applied tariff rates
for industrial products at 2001 are 16.6 per cent and 9.9 per cent, respectively.

Table 1.  Offers made by Malaysia in the Uruguay Round agreement,
covering 5900 tariff lines

Product
Tariff

Bindings
lines

Fish product (including processed) 74 Majority at 0 per cent
Mineral products 56 Ceiling rates of 0 per cent and 10 per cent
Chemical (inorganic and organic) 509 At reduced or applied rate between 0 per cent and
Pharmaceutical products 53 30 per cent
Rubber products 214 Binding rates between 5 per cent and 10 per cent
Wood products 170 Binding rates between 5 per cent and 30 per cent
Paper products 197 Offer is to bind at reduced and ceiling rates of

5 per cent to 25 per cent
Plastic and articles thereof 500 Offer is to bind at reduced and ceiling rates between
Textile related products 1100 20-25 per cent
(yarn and articles) Ceiling bindings of 30 per cent
Footwear and headgear products 58 At reduced applied or ceiling rates between 5 per cent
Ceramic products 35 and 30 per cent

Glass and glassware 64 Majority ceiling bindings at 30 per cent
Iron and steel products 282 Bindings at reduced applied or ceiling rates between
Non-ferrous Metals 220 5 per cent, 10 per cent and 30 per cent
Electronic and electrical products 450 Largely ceiling bindings at 5 per cent and 30 per cent
Machinery and mechanical 650 At reduced, applied or ceiling rates between
appliances 25-30 per cent
Furniture products 75 At reduced, applied or ceiling rates between
Scientific equipment (including 178 5-30 per cent
optical photographic apparatus) At reduced, applied or ceiling rates from
Toys and games 73 0-30 per cent
Agricultural sector 1297 At reduced, applied or ceiling bindings ranging

from 5-30 per cent
At reduced or base rates ranging 5-30 per cent
Offer is to bind between 0 per cent and 20 per cent

Bindings at 0 per cent and 5 per cent
Bound at various levels of tariff

Source: Mahani, 1998.
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In terms of import licensing requirements, 27.3 per cent of Malaysia’s tariff
lines are subject to licensing requirements and in the manufacturing sector, these
requirements are most prevalent for chemical products, machinery and electrical
products and transport equipment, notably automobiles.  In the case of automobiles,
non-automatic licensing is utilized to implement the quota system used to regulate the
flow of imports in this sub-sector.

As for exports, in 2001, 36.2 per cent of Malaysia’s total tariff lines are
subject to export licensing requirements.  These requirements are most pervasive in
forestry products, animals and animal products, mineral products, chemicals, textiles
and clothing, footwear and headgear, and arms and ammunition.  Export duties are
not imposed on manufactured goods, nor are there any direct subsidies on exports.
However, in the drive to promote exports, several incentives are utilized to promote
exports such as import duty exemptions, duty drawback facilities, export credit
refinancing schemes, export credit insurance and guarantee schemes as well as
exemption of sales tax for exports (table 2).  Since the Asian crisis in 1998, export
conditions requirements have been withdrawn for obtaining 100 per cent foreign equity
ownership in the manufacturing sector.  The relaxation of export conditions was
extended to December 2003.

Apart from export incentives, several other tax incentives are offered for
investment (see table 2).  While most of the tax incentives apply to both domestic and
foreign owned companies alike, there are two main exceptions to the national treatment,
namely in the case of foreign providers of private retirement-income schemes and
annuities purchased from foreign-owned insurance companies.  In the case of the
former, tax deductions are only accorded to approved provident funds but there is no
information on the foreign-owned companies that are incorporated in Malaysia that
have qualified for approval.  As for the latter case, annuities purchased from
foreign-owned insurance companies do not qualify for the personal tax exemption
that is usually applicable to such payments.

Malaysia has revised its anti-dumping and countervailing legislation in order
to conform to the WTO Agreements on Anti-Dumping and on Subsidies and
Countervailing Measures.  However there is currently no safeguard legislation in
Malaysia.  Malaysia has been subjected to and has also imposed anti-dumping duties
on several products.

In the case of TRIMs, compliance is incomplete as the country continues to
implement the local-content requirement policy on motor vehicles for both new and
existing firms.  However as of 1 January 2000, it has eliminated other local content
requirements tied to investment incentives.  Apart from these, Malaysia has other
programmes that promote the use of local intermediate inputs through financial,
technical and other related assistance.  These are the Industrial Linkage Programme,
(ILP), the Vendor Development Programme and the Global Supplier Programme.  The
main objective of these programmes is to assist the development of Malaysian small
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Table 2.  Main direct tax incentives for investment

Type Status Incentive Description of Incentive

A company granted PS enjoys a partial full exemption from payment of
income tax for a given period of time.  In the case of manufacturing, for
example, the exemption involves 70 per cent of statutory income for
a period of 5 years.  The exemption can be even higher and the period longer,
however; for example, in the case of designated regions and high technology
(or R&D) companies, respectively, the exemption is 85 per cent and 100 per
cent, while for strategic projects, including approved service projects (ASP),
the exemption is 100 per cent and the period 10 years.

An alternative to PS, the ITA involves a tax credit that can offset taxes paid
on 70 per cent of statutory income; any unutilized part of the allowance can
be carried forward to subsequent years until the whole amount is used up.
The ITA is usually 60 per cent of qualifying capital expenditure incurred
within a 5-year period.  For designated regions, strategic projects, R&D
companies, companies with MSC status, and training, for example, the ITA is
larger and the qualifying period longer.

Like the ITA, the RA is in the form of a tax credit amounting to 60 per cent of
qualifying capital expenditure that can offset gains taxes paid on
70 per cent (100 per cent in designated regions) of statutory income.  It is
granted to manufacturing companies that have been operating for at least
1 year and incur qualifying capital expenditure for the expansion, upgrading,
modernization or automation of production capacity and diversification into
related products.

Upon expiry of the RA, companies that reinvest in promoted manufacturing
or food products or agricultural activities can write off such capital
expenditure within 3 years (60 per cent in the first year and 20 per cent in
the two subsequent years).  A similar allowance is provided for capital
expenditures related to the use of information technology and environmental
protection.

Companies undertaking capital expenditure on infrastructure in designated
regions are eligible for an infrastructure allowance of 100 per cent, which can
be set off against taxes paid on 85 per cent of statutory income.

Small-scale manufacturing companies with Malaysian equity of at least
70 per cent are eligible for the PS incentive.

Double deductions are allowed for the following expenses related to the
promotion of exports, freight charges for rattan and wood products (only for
manufactures in Sabah and Sarawak), export credit insurance premiums, and
the promotion of Malaysian brand names.

Pioneer Status (PS)

Investment Tax Allowance
(ITA)

Reinvestment Allowance
(RA)

Accelerated Capital
Allowance (ACA)

Infrastructure Allowance

Incentive for Small Scale
Companies

Export Incentives:

Double Deductions
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and medium-sized enterprises (SMEs) as manufacturers and component suppliers to
large companies and TNCs.

Malaysia is also progressively moving toward international standards.  Thus,
between 1996-2000, the percentage of Malaysian standards that are aligned to
international standards have increased from 20 per cent to 76 per cent.  There are
currently two organizations that have been accredited as ISO 9000 certificate bodies,
namely SIRIM QAS Sdn. Bhd. and AOQC Moody (Malaysia) Sdn. Bhd.  Based on
data provided by the Department of Standards (DSM), 153 companies have been
awarded ISO 9001 certificates and 1,663 companies were awarded ISO 9002
certifications, as of February 2001.  At the same time, there are 185 laboratories
(be it government, independent, and company-owned) that have been accredited for
specific tests and/or calibration by the DSM.

There has not been any instance of Malaysia using its sanitary and
phytosanitary regulations to restrict trade.  In the case of intellectual property rights,
Malaysia is in the process of enacting new laws or amending existing ones in
compliance with its obligations under the WTO.  Records on enforcement are not
available except for the infringement of copyrights.  As can be seen from table 3, out
of the 6,720 complaints that have been received on copyright infringements between
1987-2000, about 5,600 led to legal cases while the total value of goods seized
amounted to about RM 37 million.

Source: MIDA (2001), Malaysia – Investment in the Manufacturing Sector:  Policies, Incentives and
Facilities.

Table 2.  Main direct tax incentives for investment (continued)

Type Status Incentive Description of Incentive

Exemption for the value of
Increased Exports

Industrial Building
Allowance

Incentive for Operational
Head-quarters (OHQs)

Exemption for Shipping
Operations

Companies’ statutory income equivalent to 10 per cent and 15 per cent of the
value of increased exports is exempt from tax provided the goods exported
attain at least 30 per cent and 50 per cent value-added, respectively.

An allowance of 10 per cent of qualifying expenditure is granted in respect
of buildings used as warehouses for storing goods for export and re-export.

Companies granted OHQ status are subject to a concessionary tax rate of
10 per cent on income from qualifying services for a period of 5 years (which
may be extended for another 5 years)

Shipping company income derived or deemed to be derived from the
operations of Malaysian ships is exempt from tax.
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II.  IMPACT ON THE MANUFACTURING SECTOR

Overall development of the manufacturing sector

The promotion of the manufacturing sector in Malaysia accelerated after it
was selected for deregulation and liberalization under the First Industrial Master Plan
(FIMP:  1986-95; Malaysia, 1994).  While specific equity guidelines require at least
70 per cent Malaysian ownership, this requirement may be relaxed for up to 100 per
cent foreign equity ownership in the case of projects that involve higher levels of
exports or technology (WTO, 2001).2  In the case of the domestic market, foreign
equity ownership of up to 100 per cent may still be allowed for high technology or
priority projects, according to the discretion of the Government.

As in the first wave of FDI into Malaysia in the 1970s, the move to attract
FDI under the FIMP was again complemented by favourable external circumstances,
although the impetus came from the East Asian economies this time.  The appreciation
of East Asian currencies, rising production costs in these countries as well as the
withdrawal of privileges under the Generalised System of Preferences (GSP) from
these countries led to massive outflows of foreign capital from these countries.
Malaysia’s relatively attractive locational advantages enabled her to be a significant
beneficiary of these outflows as in the case of the first wave of FDI into the country.
In fact by 1993, Malaysia was listed among the top ten largest host economies for
both FDI flows and stock (UNCTAD, 1995).

2 These guidelines do not apply to manufacturing companies with shareholders’ funds of less than
RM 2.5 million or with less than 75 full-time employees, which are not subject to any manufacturing license
requirement.

Table 3.  Actions taken under the Copyright Act 1987,
1987-2000

Complaints Actions Legal cases

Total 6 720 6 720 5 627

Films 5 468 5 468 4 606

Music 929 929 722

Literature 103 103 87

Artistic 114 114 111

Computer 106 106 101

Source: WTO, 2001.
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Given the aggressive promotion of the manufacturing sector, it is not surprising
to find this sector to be the single largest recipient of this inflow with its share in total
FDI increasing steadily from 44.4 per cent in 1985 to 57.7 per cent in 1993 (MIDA,
1996).  The pursuit of FDI in the manufacturing sector has transformed the Malaysian
economy from primary production to the production of manufactured goods, albeit in
labour-intensive manufacturing.  This can be clearly seen in the increasing contribution
of manufacturing in the gross domestic product (GDP), employment and total exports
of the country since achieving independence in 1957.  As seen in table 4, its share in
GDP increased significantly from 13.9 per cent in 1970 to a peak of 35.7 per cent in
1997.  Similarly, its contribution to total employment rose from 8.7 per cent to a peak
of 27.1 per cent in 1997.

However, Malaysia’s relatively open stance toward capital flows did not just
invite inflows of FDI alone.  It also led to spurts of net inflows or net outflows of
short-term capital in response to market forces such as the interest rate differentials
between Malaysia and other countries as well as to anticipated changes in exchange
rates.  Prior to the financial crisis, there were two episodes of surges in outflows and
inflows, in 1986-88 and in 1991-93 (Tham, 2000).  Nevertheless the scale of these
episodes pales in comparison to the massive outflow of net short-term capital between
1997-99 as a result of the financial crisis that emerged in 1997 and the subsequent
loss of international portfolio investors’ confidence in Malaysia.  As noted by Jomo
(2001), the magnitudes of gross inflows and outflows reflect even greater volatility
than can be seen from these net flows alone.

The massive net outflow of short-term capital together with the initial tight
monetary and fiscal policies that were implemented turned the financial crisis into an
economic crisis in 1998, causing the manufacturing sector to contract (in terms of
value added at constant prices) by 13.4 per cent for that year (WTO, 2001).  Its
contribution to GDP decreased to 34.4 per cent in the same year while its contribution
to employment fell to 27.0 per cent (table 4).

More importantly, gross inflows of corporate investment also fell in 1998 as
the regional crisis depressed both investors capacity to invest through reduced corporate
profits as well as investor confidence in the region.  As part of the measures to
counter the effects of the crisis, the foreign equity restriction applied to the
manufacturing sector was partially liberalized in July 1998 till 31 December 2003 so
that foreign investors were allowed to hold 100 per cent equity ownership irrespective
of the level of exports.3  Moreover, companies undertaking projects approved under
this policy are not required to divest their equity after the period.  Although economic
recovery in the country and region has reversed the downward trend in FDI flows into
the country, it has yet to reach the pre-crisis level that was achieved in 1996 (table 5).

3 Specific activities and products where Malaysian small and medium-sized companies have the
capabilities and expertise are excluded from this liberalized equity policy.
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Nevertheless with economic recovery, the share of manufacturing to GDP
has increased to 32.0 per cent in 2000 (table 4).  It fell slightly to 30.1 per cent in
2001 due to the unfavourable external circumstances in that year and the downturn in
the global electronics cycle.  Improvements in the external environment have
contributed to the increase in the manufacturing sector’s share in GDP to 30.6 per
cent in 2003.  The share of manufacturing employment in total employment stands at
an all-time high of 27.2 per cent in 2003 and this is expected to increase further to
27.7 per cent in 2004 with the expected improvement in the economy in 2004 and
beyond.

The sector’s share in Malaysia’s trade has also grown substantially due to the
aggressive promotion of exports for this sector by stipulating export requirements for
the relaxation of domestic equity conditions in its FDI policy.  Hence, its share in

Table 4.  Manufacturing’s share of Gross Domestic Product (GDP),
employment, and exports, 1970-2004

Manufacturing
Manufacturing

Manufacturing Manufacturing

Year value added as
employment

employment as exports as
per cent of total

(’000)
per cent of total per cent of total

GDP*  employment exports

1970 13.9 290 8.7 11.9

1975 17.4 398 10.1 21.9

1980 19.6 802 15.8 22.4

1985 19.1 836 15.1 32.8

1990 27.0 1 290 19.5 62.8

1995 33.1 (27.1)** 2 027 25.7 79.6

1996 34.2 (29.1)** 2 230 26.4 80.5

1997 35.7 (29.9)** 2 375 27.1 81.0

1998 34.4 (27.9)** 2 277 27.0 82.9

1999 (29.9)** 2 343 26.4 85.5

2000 (32.0)** 2 343 26.4 86.6

2001 (30.1)** 2 558 27.6 85.8

2002 (30.1)** 2 556 26.8 85.2

2003e (30.6)** 2 680 27.2 n.a.

2004f (31.1)** 2 815 27.7 n.a.

Source: Data 1970-1999: Tham, 2001a.
Data 2000-2004: Malaysia, 2003a.

Notes: *: In 1978 constant prices;  e: Estimate;  f: forecast
**: In 1987 constant prices for numbers in parenthesis
n.a.: not available
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Table 5.  FDI inflows, by region and economy, 1988-2002 (US$ million)

1988-

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Host region/economy (Annual average)

World 190 629 255 988 331 068 386 140 481 911 686 028 1 079 083 1 392 957 823 825 651 188

Developed 140 088 145 135 203 462 219 908 269 654 472 265 824 642 1 120 528 589 379 460 334

   countries

Developing 46 919 104 920 113 338 152 685 193 224 191 284 229 295 246 057 209 431 162 145

   countries

China 8 852 33 787 35 849 40 180 44 237 43 751 40 319 40 772 46 846 52 700

ASEAN-5

Indonesia 1 269 2 109 4 346 6 194 4 678 -356 -2 745 -4 550 -3 279 -1 523

Malaysia 3 320 4 581 5 816 7 296 6 324 2 714 3 895 3 788 554 3 203

Philippines 770 1 591 1 459 1 520 1 261 1 718 1 725 1 345 982 1 111

Singapore 3 982 8 550 8 788 8 608 13 533 7 594 13 245 12 464 10 949 7 655

Thailand 1 899 1 343 2 004 2 271 3 882 7 491 6 091 3 350 3 813 1 068

Source: 1988-1995: UNCTAD, 2001.
1996-2002: UNCTAD, 2003.

total exports increased progressively from 11.9 per cent in 1970 to 82.9 per cent in
1998 and increasing further to 85.5 per cent in 1999 with the depreciation of the
ringgit as a result of the crisis in 1997 (table 4).  By 2000, manufacturing exports
constituted 86.6 per cent of total exports before falling slightly to 85.8 per cent in
2001 and further again to 85.2 per cent in 2003 due to September 11 and the downturn
in the global electronics cycle.  The growth in exports is related to imports as the
total share of manufactured imports in total imports is equally high.  In 1999, the
import share of this sector was 83.7 per cent (WTO, 2001).

Sectoral issues

The impact of Malaysia’s WTO commitments on its manufacturing sector
can be best shown in the development of its electronics and automotive sub-sectors.
This is because these two sectors represent Malaysia’s dual-track trade strategy, that
is export-orientation together with import-protection.  The electronics sub-sector is
export-oriented and it is also globally integrated through the extensive network of
trade and investment flows that permeate this sub-sector.  In terms of tariffs, the
average tariff on office, computing, and accounting machinery declined from 0.1 to
nil between 1997-2001, while the average tariff on radio, television and communication
equipment fell from 8.3 to 6.8 per cent for the same period (WTO, 2001).  The
relatively low tariffs that are imposed on this sub-sector can be attributed to its
outward-orientation since most electronic components imported into Malaysia enjoy
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duty-free access for the purpose of further processing before being exported again.
Over 97 per cent of the imports of electronic products were duty-free between 1997-
2000.  At the same time, Malaysia is also a signatory to the Information Technology
Agreement (ITA) where tariffs for most IT products which are mainly electronics,
have been eliminated since 2000.  More importantly, this sub-sector also faces
insignificant tariff barriers.  The local content requirement for this sector has been
removed in compliance with TRIM obligations.  Due to its relative openness and
integration with the global markets, current WTO commitments have not hindered its
development thus far.

The Malaysian electronics industry is in fact the single largest contributor to
total manufacturing output, employment, exports and imports in the country, revealing
the skewed development in the manufacturing sector (table 6).  In this sub-sector, the
majority of investment comes from foreign investors.  According to WTO (2001), in
1999 and 2000, foreign investment comprised 84.5 per cent and 83.6 per cent,
respectively, of approved capital investment in the electrical and electronics product
industries.  The industry also contributed approximately 2.5 per cent of global
electronics and accounted for 44.7 per cent of total exports in 2000.  Table 6 also
shows that the rapid growth in exports has been accompanied by a large growth in
imports.  The duty-free access to imports has thus contributed to its rapid growth and
development as well as its integration into world markets.

On the other hand, withholding liberalization as in the case of the automobile
sub-sector where the nominal tariffs for Completely-Built-Up (CBU) units can range
between 140-300 per cent, has resulted in continued dependence on the State for
protection.  In this sub-sector, protection has enabled both national car producers
(Proton and Perodua) to capture up to 93 per cent of the domestic market.  Furthermore,
local content requirements have created about 220 vendors that are component suppliers,
of which 40 are regarded to have export capability.

Table 6.  Performance of Malaysia’s electronics industry, 1996-2000

Production
Output Employment Exports Imports

Year
(1993 = 100)

Index
Growth RM Growth

No.
Growth RM Growth RM Growth

per cent (billion)  per cent  per cent (billion) per cent (billion) per cent

1996 163.3 12.6 76.0 7.0 329 100 5.1 64.6 13.8 68.0 6.6

1997 200.5 22.8 85.6 12.6 343 300 4.3 80.8 25.0 75.7 11.3

1998 192.1 -4.2 103.5 20.9 320 600 -6.6 114.2 41.3 96.6 27.6

1999 232.8 21.2 129.8 25.4 381 000 18.8 144.9 26.9 108.3 12.1

2000 337.2 44.8 167.1 28.7 416 976 9.4 166.8 15.1 141.0 30.2

Source: WTO, 2001.
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Nevertheless, pressures to liberalize this sector are increasing under both the
current AFTA and WTO commitments by Malaysia (Tham, 2004).  For example,
under AFTA, automobiles and auto components parts were scheduled to be phased
into the Inclusion List by 1 January 2000.  While automotive components have
adhered to this schedule, Malaysia has deferred the phasing in of CBUs and Completely-
Knocked-Down (CKDs) vehicles until 1 January 2005.  Although Malaysia has
complied with the TRIM obligation for all sectors, it has requested and was granted
an extension for the automobile sector until 2005.

Deferment has its price as Thailand is negotiating for compensation from
Malaysia for postponing the scheduled liberalization.  At the same time, the expanded
AFTA market will be captured by other ASEAN producers that are adhering to the
scheduled commitments.  In the case of the WTO, it should be noted that since this
sector has not yet been offered for binding, future negotiations to further reduce
industrial tariffs will add to the pressures to liberalize this sector.

Thus while protection has facilitated the development of the automobile
industry and the evolution of an extensive network of linkages encompassing marketing,
distribution and services, it has yet to penetrate the international market as exports are
still insignificant.  The impending pressures to liberalize under both WTO and AFTA
commitments will definitely bring about critical challenges for both the domestic car
producers and the component suppliers that are dependent on the domestic car producers
alone.  Since the national cars have yet to attain international competitiveness, it is
unclear whether the industry is sustainable as it continues to depend on protection for
holding on to its domestic market share in the country.

The dual-track trade strategy in Malaysia has contributed to the skewed
development of its manufacturing sector.  Based on table 7, it can be seen that the
non-resource-based sub-sector contributed more to total manufacturing value-added
than the resource-based sub-sector since 2000.  The share of electronics alone
constituted 29.5 per cent of total manufacturing value added in 2000.  In contrast, the
contribution of the transport sub-sector (which includes the automotive sub-sector) is
only slightly more than a third of the contribution of the electronics sub-sector for the
same year (11.0 per cent).  However, the share of electronics has dropped to 26.5 per
cent in total manufacturing value-added in 2003 while transport’s share has increased
slightly to 13.7 per cent.  Nevertheless, the dominance of the open and export-oriented
sub-sector in overall manufacturing implies that Malaysia’s WTO commitments have
not constrained industrial development thus far.  Since the automotive sector has not
been offered for liberalization as yet, it has been able to develop domestically under
substantial protection.  Although the TRIM commitments are moving toward
constraining the development of this sector, its effect is still shielded by deferment.
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Table 7.  Growth of manufacturing industries, 1995-2005

Value Added Share of Value Added Average Annual

Industry
(RM million in 1987 prices) (per cent) Growth Rate (per cent)

1995 2000 2003 2005 1995 2000 2003 2005
1996- 2001- 2004-

2000 2003 2005

Resource-based 21 814 28 210 30 500 35 914 48.3 41.9 43.4 44.0 6.5 2.6 8.5

Vegetables, 1 203 2 526 2 971 3 436 2.7 3.7 4.2 4.2 13.1 5.6 7.5

animal oils

& fats

Other food 3 504 4 010 4 132 4 438 7.8 6.0 5.9 5.4 6.2 1.1 3.6

processing,

beverages &

tobacco

Wood & wood 3 030 2 934 2 558 3 028 6.7 4.4 3.7 3.7 1.1 -4.1 8.2

products

Paper & paper 1 888 2 293 2 328 2 711 4.2 3.4 3.3 3.3 8.2 0.5 7.9

products

Industrial 2 581 3 795 4 437 5 530 5.7 5.6 6.3 6.8 6.3 5.3 11.6

chemical &

fertilizer

Other chemical 2 613 2 968 3 651 4 721 5.8 4.4 5.2 5.8 6.2 7.1 13.7

& plastic

products

Petroleum 2 477 4 521 4 742 5 598 5.5 6.7 6.8 6.9 11.4 1.6 8.7

products

including crude

oil refineries

& coal

Rubber processing 1 549 1 821 2 052 2 287 3.4 2.7 2.9 2.8 3.6 4.1 5.6

& products

Non-metallic 2 969 3 342 3 599 4 165 6.6 5.0 5.1 5.1 5.4 2.5 7.6

mineral products

Non-resource- 22 306 37 878 38 424 44 273 49.4 56.4 54.7 54.2 11.5 0.5 7.3

based

Textiles wearing 2 311 2 324 2 089 2 297 5.1 3.5 3.0 2.8 1.2 -3.5 4.8

apparel & leather

Basic metals 513 594 640 690 1.1 0.9 0.9 0.8 15.4 2.5 3.8

industry

Metal products 1 551 2 879 2 567 2 922 3.4 4.3 3.6 3.6 15.5 -3.8 6.7

Manufacture of 2 675 3 063 36 719 4 478 5.9 4.6 5.2 5.5 5.1 6.2 10.5

machinery

except electrical

Electronics 10 288 19 863 18 606 21 613 22.8 29.5 26.5 26.5 13.6 -2.2 7.8

Electrical 832 1 738 1 238 1 426 1.8 2.6 1.8 1.7 12.6 -10.7 7.3

machinery

Transport 4 136 7 417 9 613 10 847 9.2 11.0 13.7 13.3 12.2 9.0 6.2

equipment

Others 1 055 1 162 1 301 1 464 2.3 1.7 1.9 1.8 7.1 3.8 6.1

Total 45 175 67 250 70 225 81 651 100.0 100.0 100.0 100.0 9.1 1.5 7.8

Source: 1995:  Malaysia, 2001.
2000-2005:  Malaysia, 2003b.
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III.  INDUSTRIALIZING UNDER WTO:  FUTURE CHALLENGES

WTO commitments raise various challenges for its members.  First, as its
membership expands with more countries acceding to the WTO, there will be both
greater opportunities to import and export for the existing members.  At the same
time, there will also be increased competition in third country markets.  These changes
will be amplified if the acceding country is a relatively big partner in world trade as
in the case of China.

Second, in the context of developing countries, as trade and investment
liberalization progresses, more and more policy instruments may be included in the
WTO disciplines.  This will inevitably mean that there will be less policy instruments
for the utilization of industrial policy that is generally favoured by developing countries
in their pursuit for industrialization.  Thus the dynamic nature of the WTO implies
that there will always be new negotiations and new issues in trade and investment
liberalization that will in turn pose new challenges for the development of its less
developed members.

China in the WTO

As China progressively opened its economy to the external world, international
trade in that country escalated.  Thus by 2000, China had become the 7th largest
exporter and the 8th largest importer in the world in value terms, even without being
a member of the WTO (WTO, 2000).  Malaysia is ranked as the 18th largest exporter
and importer in the world in value terms for the same year.  The growing importance
of China in world trade, even without WTO membership, has posed severe competition
to other developing economies.  Liberalization of trade under WTO commitments will
undoubtedly increase the trading position of China in the world economy and hence
its accession in 2001 will undoubtedly intensify competitive pressures on other
developing economies, like Malaysia.

Although China is well known for its comparative advantage in labour-
intensive goods, its challenge to Malaysia is not restricted to the loss of both internal
and third country markets in traditional labour-intensive products alone.  Instead,
China also shares Malaysia’s comparative advantage in natural resource products and
it is at the same time moving rapidly into the assembly segments of technology-
intensive products that is currently the main export group of Malaysia (Tham, 2001b).

While it is true that Malaysia’s comparative advantage in technology-intensive
products differs from that of China’s at this point in time, both countries aspire to
move up the value-added chain in this group of products.  Thus Malaysia’s ability to
continue to compete with China in this group of products will depend crucially on the
race up the technology ladder in both countries.  Since Malaysia has yet to shift out
of labour-intensive assembly operations, the main threat of China in the WTO lies not
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just in the loss of world exports and domestic markets to traditional labour-intensive
products such as clothing, footwear and toys that are made in China.  Rather the main
threat lies in the potential hollowing out of the manufacturing base of this country
should it fail to move up the technology ladder before China succeeds in re-structuring
its manufacturing sector.

For Malaysia, the challenge thus lies in its ability to improve its physical and
information infrastructure and human resource base.  These same factors play equally
important roles in the competition for high technology FDI that both countries need to
move up the value-added chain.  China’s accession to the WTO will undoubtedly
increase its attraction to foreign investors and Malaysia will thus face stiff competition
from China for FDI.

Future of industrial policy

Industrial policy as defined by Lall (1994) essentially comprises all actions
taken to promote industrial development beyond those permitted by free market forces.
Developing countries in their attempt to industrialize and catch-up with the developed
world have used various measures to support the development of selected industries.

While theoretical discourse and empirical evidence continue to debate the
effectiveness of State intervention, this has not curtailed its continued usage in
developing and developed countries.  However, WTO disciplines on subsidies, local
content protection, export restrictions and TRIPS reduce the flexibility of governments
to pursue policies in these areas (Bora and others, 2000).  The dynamic nature of
WTO also implies that it is possible that instruments that support the development of
domestic industries or domestic firms that can affect trade may also be included in the
WTO disciplines at some point in the future.

Thus the immediate challenge to industrialization is to use WTO-consistent
policies to industrialize.  The future of industrial policy however will require effective
participation in rule making in the WTO.  This is particularly more important
post-Doha as the consensus-principle that is required before negotiations provides
room for Malaysia to effectively reject any decision that goes against its national
interest.  The need for the country to effectively participate in any new negotiations
and new issues will be discussed further in the sub-section below.

New negotiations and new issues

At Doha, four old issues were raised for negotiations (Khor, 2001).  These
are non-agriculture market access, trade and environment, clarification of rules on
anti-dumping, subsidies, countervailing measures, fisheries subsidies, regional trade
arrangements and clarification of dispute settlement.  In addition, four new issues
(or the Singapore issues) have also been raised pertaining to trade and investment,
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trade and competition policy, transparency in Government procurement and trade
facilitation.  Trade related measures to counter the problems between trade, debt and
finance are also currently being debated in the new Working Group for these issues.
For each of these issues, whether new or old, Malaysia will have to deepen her
understanding of the underlying complexities and to decide whether it will be in her
interest to have these issues included in the WTO (Khor, 2002).

Thus the challenge for Malaysia in the next and future rounds of new
negotiations and new issues in the WTO is to establish her national priorities for each
of these issues.  This is not an easy task since it will have to balance between the
need to advance the trade interests of the nation while protecting the independent
ability of the country to pursue its developmental goals (Sidek, 2002).  While the
dichotomous approach toward liberalization that has been taken thus far represents
the Government’s attempt to balance between the trade and development interests of
the country, Malaysia’s continued dependence on FDI and trade may require a more
systematic and sequential approach toward liberalization.

Since Malaysia is a small open economy, the stalled negotiations at Cancun
in 2003 does not augur well for the country as it will hinder its access to foreign
markets.  The current vogue of bilateral negotiations as opposed to a multilateral
approach toward trade liberalization can only tax the capacity of the Government to
negotiate on trade issues.  Hence it is better for the Government to work towards
a comprehensive multilateral approach in trade liberalization than to be caught in
a complex web of bilateral rules that can only confuse the domestic exporter.

IV.  POLICY IMPLICATIONS

In this section, the policy options for each of the challenges as raised in
section IV are discussed.

China in the WTO

Increasing the competitiveness of the country is necessary to counter the
challenges posed by China.  In the short-term, the shortage of highly skilled labour
that is required to increase value-added in the high-technology products of Malaysia
can be resolved by importing such skills.  But the medium to long-term solution will
require the country to increase its output of skilled labour, as well as to diversify
exports and export markets.

However, developing indigenous research and development (R&D) capabilities
is the key factor that will determine the country’s long-term ability to compete.  While
R&D expenditure has increased from RM 549.1 million in 1996 to RM 1.1 billion in
1998, thereby increasing the percentage of R&D expenditure in GDP from 0.2 per
cent to 0.4 per cent in the same duration, the current R&D policy needs further
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refining for greater effectiveness (Malaysia, 2001).  In particular, the Intensification
of Research in Priority Areas programme, or IRPA, that was created by the Government
in 1987, to centralize, manage and review the public funding of R&D, has to improve
on the commercial viability of the projects funded by this programme.  This will, in
turn, require improvement in the current collaboration between the private sector and
the research institutions that utilize this fund.

Furthermore, Malaysia will have to improve its ability to manage FDI, whereby
the focus of FDI policies has to go beyond mere incentives alone.  Instead FDI
policies have to provide an enabling environment for attracting the appropriate
investments that will facilitate the shift toward higher value-added products.  This is
especially important for the development of the Multimedia Super Corridor (MSC)
that was initiated by the Government to spearhead the development of the multimedia/
information technology (IT) that has been targeted to be the strategic sector under the
Seventh Malaysia Plan (1995-2000) (Malaysia, 1996).  Transforming the MSC vision
into reality will rest critically on Malaysia’s ability to tap on FDI and TNCs to enhance
domestic capacity in the IT sector.

Industrial policy

Current WTO-consistent rules still allow for the promotion of the
manufacturing sector by advancing science and technology (S&T) and as this conforms
to the development goal of the country, Malaysia should hasten industrial development
by encouraging research and development, including the use of subsidies.  Amsden
(1999), however, cautions the indiscriminate use of subsidies and instead advocates
a disciplined use by establishing a “reciprocal control mechanism.”  This mechanism
is essentially a set of institutions that disciplines economic behaviour based on
a feedback information that has been sensed and assessed.  In other words, recipients
of subsidies are tied to obligations and subjected to monitorable performance standards
that are redistributive in nature and result-oriented.

But in the long-term, Laird (1997), a WTO Counselor, has suggested that
a ‘good’ export policy should focus on reducing fiscal and procedural constraints to
exports, trade facilitation, and the use of generic policies such as infrastructure
development, an appropriate exchange rate policy, human capital formation, innovation
policies and joint venture agreements.  Therefore, ultimately, the effect of WTO
disciplines shifts the role of State intervention from targeting specific sectors for
development to the use of policies that address the basic supply issue of an economy
such as infrastructure development, human capital formation, and capacity building.

New negotiations and new issues

Effective negotiations require developing countries to do their homework
before they come to the negotiating table.  Therefore, it is vital that Malaysia conducts
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extensive research on the impact of the new issues and to have specific offers to make
in each of the issues that is tabled in the agenda.  In this regard, research should be
based on consultations and interactions with the private sector, non-governmental
organizations (NGOs) as well as the local research communities.  It is therefore
important to nurture local research capabilities as well as mechanisms for feeding the
outcome to the negotiators.

In assessing the implications of the proposed agreements, it is equally crucial
that a proper cost-benefit analysis of the alternative rules (agreements) and the resource
implications associated with adopting a particular set of disciplines be conducted.
This is in view of the fact that the cost of implementing WTO agreements can easily
exceed the entire development budget of a least developed country while imposing
little or no cost for the high-income countries that may already have established
mechanisms for implementing these agreements (Chadha, and others, 1999).

Malaysia should also seek useful coalitions of like-minded member countries
to prevent the large players from overriding the interest of smaller developing
countries.  In this regard, the coalitions can be subject-specific as the interests of the
developing countries can differ greatly since they are more heterogeneous than
homogeneous these days.  To illustrate, the successful conclusion of the agreement on
agriculture can be attributed to the formation of the Cairns Group.

V.  CONCLUSION

Malaysia has industrialized rapidly by tapping on the main economic drivers
of globalization such as capital and trade flows.  However the development of the
manufacturing sector is both skewed and dualistic in nature.  On the one hand, the
export-oriented sector, as epitomized by the electronics sub-sector, has grown to be
the largest sub-sector with the assistance of TNCs and trade promotion.  But on the
other hand, while the import-substitution sub-sector as represented by the automobile
sector has also grown, it remains a heavily protected sector that will face increasing
challenges from Malaysia’s WTO commitments.  Thus WTO membership will raise
several challenges to the future of industrialization in Malaysia.  These are:  China in
the WTO, the future of industrial policy and managing new negotiations and new
issues that will emerge as WTO expands its jurisdiction in trade-related issues.

The accession of new large members such as China will definitely increase
the competitive pressures that Malaysia faces in labour-intensive export goods.
Furthermore, the country’s current comparative advantage in the technology-intensive
segment is also likely to challenged by China’s shift toward the export of the same
product group, albeit in the less complex goods within this group.  However since
China also aspires to move up the value-added chain, the ability to compete with
China will depend on whether Malaysia can restructure its economy before China.
This calls for greater investment in the supply structure of the country.
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Since WTO is dynamic and as the share of developing countries in global
trade increases, developed countries will definitely aspire to bring more and more
new issues into WTO disciplines.  Thus Malaysia will have to improve its ability to
participate effectively in rule making in the WTO.  Effective negotiations require
Malaysia to improve its research capacity in assessing the impact of each of these
new issues on the trade needs of the country.  It is also equally important that Malaysia
establishes coalitions among like-minded countries in order to enhance their negotiating
power, more so in the context of ASEAN.

Current WTO disciplines already restrict the use of some of the favoured
industrial policy instruments of the developing countries such as local content
requirements.  While some have resorted to extending the transition period that is
permitted under the current disciplines, it is exceedingly unlikely that pressures to
liberalize can be stalled for an indefinite period of time.  To quote Held, and others;
(1999), “as formal barriers to trade have been eliminated, interest has shifted toward
differences in domestic regulations and laws governing competition in different
countries.  Since domestic regulations can be seen to give competitive advantage to
firms from one country over another, they can be construed as potential barriers to
trade.  Whereas earlier phases of trade liberalization merely created moves to eliminate
external trade barriers, the intensification of trade combined with the internationalization
of production have led to pressures for a much deeper harmonization of domestic
laws and regulatory structures governing business.  Evolving global markets imply
pressure for common rules to govern them.”

Consequently WTO disciplines, be it now or in the future, will not favour the
use of specific policies that target the development of selected sectors.  Rather the use
of sector-neutral policies are encouraged, especially those that address the supply of
basic issues such as infrastructure, human capital development and capacity building.
Thus the future path of industrialization will have to re-focus on the underlying
fundamental supply structure of the country rather than sector-specific development.
This will foster at the same time the development of domestic capabilities that are
needed for the country to develop independently even when its economy is integrated
with the world economy.
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