CHAPTER I1I

- WAYB OF MEETING THE DEFICIT IN THE BALANCE

- OF PAYMENT

1.

- The balance of payments problem arises when the
oxport proceeds of a country are either stagnant or not
expandin: as fast as the requirements for rising imports,
The probddm ig further agsravated during the early stages
of economic development since the import requirements rise
steeply and the prices of exportatle commodities of newly

jeveloping countries have a tendency to decline. 1In a
country where the economy is heavily dependent on the prices
and export performance of g few commodities, the problem
becomes more serious, Such is the case of %ha'ﬁa ysian
eccnomye , ,

~ Ome solution to the problem would be to develop
import = replacing industries. But "....the process of
import replacement through the development of manufacturing
indistries is only a partial remedy to the problem. We need
to exrort the praéducts of these ifdustries overseas and to
export them in larger quantities™, The extent of import
substitution is limited by the domestic market. The domestic
narket is determined by the size of population and per capita
income. In the case of Nalaysia the population size being
snall, the import substitution process hus limit to which it
is practicable. Hence basiles import substitution, recourse
h-d to be taken to expend oxports. But tirst it i? e cessary
to inerease production for domestic consumption, "If per
capita incomes are to continue to rise during the period when
nopulatian‘is growing rapidly but ex-orts are rising slowly,
then production of gools ani services fgr consumption by the
iomestic market must Tise very rapidly"<, Under the first
e eein Plan great emphasis vill be pluced on production for
iomestic market by introducing ngw industrics and expansion

>f import - peplacement proctsss”  If this target is met, it
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vill go a long way in reducing our depe | rab

6% SWilE WaY 3dl a pendence on rubber and
tin for our foreign exchange sarning and will reduce our
mcunting‘vigparrjtg af conmumer and intermediate goods.

l'li' " Tmport

The prospects of import substitution process are
best in the fi81d of manufacturing, "At the present stage
of development, the imuediate opportunities are principally
ﬁnth@;dﬂﬂesticrprcductafn of those consumer goods which
are presently imported"?, 7The magnitude of these possibi=-
lities may be seen from the estimates that only about 407
of total Malaysian Jdemand for menufactured consumer goods
of roughly 3,000 willion is presently met from local
producer while 60% is imported. Large population increase
(wvhich would otherwise necessitate larger import volume)
open wider ogportunitias for industrial development, As a
next step, when export market are established, Malaysia
should then prepare for expunsion of manufacturing industry
for export., At present most of machinary ani equlpmeitis
nocessary for consumer goods industry are importeds As
progressive expansion takes plice in consumer industiries,
it would ocut down imports ¢ caplital goods 1if Halaysia
established and expands intermediate and producer goods
industries. |

‘fhere is no clear evidence thus far that the
manufacturing development hue taken any significant effect
on the balance of payments, Bearing in uind the considera-
ble gestation period involved in developing the manufactu=
ring industry one can safely say that nmenufacturing is
unlikely to have a siggific%nt faviu§able effec§ zn th;{e

~ o of ents witiin the next few years or so. Th
?2;%223 ratgag?~growth in the last five yoars wore achieved
by tobaeco products cheuical products, macihinary, netal
nroducts,*nonumetaliic material products and busic metal
inlustries, where tho annual averase rate of increase ln net
output was about 20%.

S Theyﬁajor new projects completed between 1080 and

! , 3 . - y ) o Y . e P
1965 include three cement factories, three condensed milic
factories, two oil reflneries, two ractories maiiing asbestos

cament products, two broweries, two toxtile nmills, a tyre
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factory, a clgarette factory, a supap |

euwad g R ke tacior, gar refinery, a synthetic
detqrggnts-tagtory,;a factor}producing;menosoéiumvigulamate,
a égﬁg - box factory, an acid factory and an elluminium rolling
ﬁo‘s;tisggst'gratgzsg wili gage sufficient capacity not only

0 satisfy domestic demund but to provid t |
surplus as well, IR A e

.~ Buccessful manufacturing development requires
Ly B e °fnumercua‘predueticn,preblegt and the
provigion of a market, In order to compete, heavy subsl-
dization of infant incustry, both in the form of cheap and
adequate provision of public overhead faeilities == power,
transport, teshnical traiains for emnloyess otes -- and in
“he form of direct subsidisation is necessary. It would be
d1ffioult/afl’ industrial newccmer to succeed in breaking into
Torelgn market withcut huvine firct a previleged porcitien
in the home market, Even if the eventual alii is production
for export, a previleced market at home will have to be

. With regord to Malay:la, manutacturing development
has been made possible by the finaneial and political stabi-
lity of the country, Ther: is adequate physical infrastruct-
nre of transport and communication facilities and ol power
~nd water supplics, To proviie a previleyed market% the
new industries. were ~ranted tax relief, Detwean 1261-65
one hundred anc ten firms weve gounted cicnuer stutus corti-
Tionteg, 26 for monuf ctuve «f chewieals and chendical nroducts,
13 for food and brewerasies, 156 for metcl products and other
machinary and transport equipment, . ive ror textiles and a
larg$ variety of othar irnort sobstituting end exvort activi-
tiesgf,

" In add;ition to =ssistunce proviied by the zovarnment,
tusneial institutions in the nrivate sector have also

oliyed their part in stinvlsting menufacturing development,

Tn Melaya, (Western Malaysia) loan and advanices bydﬁommercial
banks for manufacturlng proctss hgve,increascd by #100 million
from £50 million at the end of 1360 to zlﬁo‘millicn gt‘the

ornd of 1264, In addition there has a2l beon a sicnificant

irerease In the amcunt of crailt extended by walsyolan
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tndastrial Development Finance Limited (MIDFL) amounting
Yo &bgut 344&11110:; at the end of the third quarter efg
1965," Assistance vas given to the development of both
lighg,aaﬂghgavy industries especially enterprices contri-
buting to 4H@ort;subat1tutlon and export expansion, '
enterprise such a8 those producing flour, pharmaceutical,
cosmetlos, stout, plastic articles, eleciric appliances,
cement, etc. The provis on of asslstanceforthﬂ manufact-
‘“?92°fivﬁﬂ¢exg,plywncd,and coir, is resulting not only
in the development of export.-.afning industries but aleo |
gonerating additional value added rav materials for export,?
In case of the new cement plant, the additional production
capacity has brought ovorall capacity in the industry to a
level sufficlent to meet all foresesatlc domestic demand.,
Indﬂéd,*atfpresent5 there 15 a glut in the cement industry,

1t 1s expected thut marufscturing output will
inereacz at the rata of 10% per annum. It is expectnd that
each of the following nmajor groups o1& industries will
generate annual output Increases in the order of 10% or
nore: food and brewerages, wood products, rubber products,
chenicals and chemical products, basic metals and machinary
manufacturing industriecs Egtimates on how ruch import
requirements of Malaysia will be zet by this is not availa=
ble. However, the sitainrent oi these tarcets are impera=
tive if a sifgifiCant desrce of import substitution is to
be affectad(

_The immediate effecl of investment in manufactu-
ring for import repl: cement process or for exrort will un-
doubtedly be adverse cn the balance of payments on current
account, for such a cevelopment will nscessitate greater
.nports of cepital nmachinary and equipmgnt which are not like-
1y to be much higher then In either agriculture or other forms
o social overhead c¢aplt:l, —ore part of the finance may
Le locally ovmed capitel which would otherwise heve been
invested overscas or wi'ch i vithdrevr: fron overs ag
balance, so that a credit on canitel sccount will he_p>§o
Tinance the debit on current account, thoush it 1s unlilely
that takingﬂthfltwn;effects together the bulunce ¢i »oyrments
volld benefite
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1% follows that a process of rapi uris
RIS Py O s ad ol L a process of rapid manufacturin
t“i'g“m probably increase rather than diminish -
A'th‘g£é§*~°“Pa¥lents problem, However this is only so
- ohina itlal stages when there is a great need to import
nashinary and the manufacturing industry is still in its
nianqy. Eventually it will bear fruit in form of import
replaging and alsc export products, Imports on new goods

1 then fall (or increase less than otherwise), On the
other hand, initial impo-ts of raw materials and components
will inorease, and 1f the enterprise is purely of assemb]
or proceseing, the net reduction may be quite small though

mally there should, on balance, te some frll in imports.

- Howevor, 1n the last five yenrs that we have
analysed, there does not senm tc be any appreciable gecrease
in imporis, indeed 1t has incr:zused rather stneply.l@
However, the components of impo~ts have chansed, reflecting
tc a ocartain extent the effeet of import substitution, The
proportion of imports of food, brawera;es aad tobacco has
shown a downward trend during the past five yeares, from
23,2% 1n 1361 to 25.8% in 1962 and subse:uently to 25.8%
in 1965, fThis ie primerily due to the fast rate ol growth
in tobaaco products and a moderate rate of growth in food
aroduet snd brewersces, |

~ Imports of riece have not grown apireclsbly
inspite of the fast population growth, Cutput increased
from about 340,000 tons in 1360 %o iéOS0,000 tons in 165
-~ an annual rate of srowth or 2,3%. 2roduction in
Maleya increased from 760,000 tons in 1360 to 272,000 tons
in 1965 although therc vas a daclina from 350,000 tons in
1363 to 730,000 tons in 164 due to unfavour-hle climctle
condition a% the end of 1364, Iowever Jdomnsitic consimption
satisfy about three~fifths of total consun~tion,14
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| Tae mueh shauld not be expected from the a arent
emphaiis ﬂg rice growing, ahcu§§ first note Halaggian
Governmentis &xpaetatian ds exprcssed 1in the Pirst Malaysia
Plan, It expected that output will expand by 7.6% per
annum between 1965 and 1970, Desgyite ihe increase in
population it is expected that this will enable the share
of domestic prfguctian ‘n tetal consumption to rige to over

70% in Malsya.*° Thisg will mean that the proportion of
1m rt of rice to total consumption will f21l from 40% to
| waavvr, Sabah snd Sarawak will continue to be heavy
1mportars. This woul ! umount only to a very little saving
in Halaysia's tct&l net imp)*tﬂa =

' Ths in»reqse in H?l:f“*an r$ce~grﬁmiﬁ* has two
1lmi L8, ene physical und the cther ecoroniz. The physical
limit though it eannot be ﬂxpre sad preclsely, 1s set by
the euitable land availsble and bty the forcseeable improve-
rents in Malaysian rice-zroving, lLiowever, if populotion
ecrowth continues at the rate of 0% per AHﬂLm, a point vill
beo reached in a fek ewrr when lcports of rice will again
h“va to 1ncraaqe.

R ”he econonic limit may zlrcady be reached eqr?ier.
1t has been frequently pointed ou: thzt it pays Malaysia to
excort rubber and import rice, an unusually clear case cf
the benefits to be derived from itrading on the basis of
“o"parative cost, The coct differsntial appears in general
to be 8o great that it can stand any foresecable foll in
the price of rubber., .ind if alternative crops te rubber
hive to be considered, there are other crons such 2s oil
palnm which probably offer move proiit:tle cppcrtunities than
rice, This argument 1s further strengthened by the lonce
torm dawﬁward trend in the pricc of imported rice,

In the cave of other focdstuff, breverazes and
tobuccoi tharo has beer slgrificant iﬂ’crt r,glice'ent
1

cenecially in tobuzceco, cs secn ateve,  Imports of cortain
itemg, notebly fruit »nd V”ﬁﬁi“ Ploe 5=Y w;t ipir el
cvon though thevc hus not top o codlins, o that (vith

grovth in ropulsticn) there ru't hNVuIQu o osome: 911 ia the
 of tlo of import to total consuﬁvttun, ¥ Thera seqm scope
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bothffbr 1n°?9a3€‘in~dnmestic product and fcr reduction in
consumption of some food and drink items; to achieve this
isgiégﬁainﬁﬁﬁfﬁﬁét=i“‘tﬁe forn of higher import taxes,
specially on the more income slactie foods and driy |
beVQ?P?QPriatﬂi‘ | | Q‘zktic foods and’drinks gayﬂ

. Bxpansion of exmorts ls essential irn view of the
problem arisinz from the Jownwerd irend in rubber prices.
Import replacemsnt process alone is not sufficiont, It

only provides a partial sclution to the balmnes of payments
problem, Malaysis has to export the prcducts of her manufacte
uring industrics and oxport them in larger quantities. 7o
expand export however, market has to be found, 1In thie
respect, the Government has instituted a “rade “ommissioners!'
Service in July this year, At presont there is only one
Trade Commissioner in London, ;

 With the establishment of the service, the »
Government hopes to be able to find markeis for our prudicte.
Howaver, much cainot be expocted as yet, M-lsysia muct
expect a stiff competition from the established induetrial
countries, What Mal:ysia can do is to vrodnce goods which
have not yet been established or which she can produce |
cheaply using local raw materials such as rubber shocs,
tyrecs etes Or Malar’sia can export procescad raw_matorials
such as veneer, plywood and eoir whica will result in
generating‘additicnal value -« added to raw-materials vhich
would otherwige be shi: ed abroad in an anworizod state,

Se

r The extent of private eanital inflov;hgg boon
discussed in the previous chanter whoere wo anw that it aos
helped to make zood tha ‘eficit in curvent account, But

¥ erestin: quostion is how private carlial inflov, it
the interestin: q ‘ 1nltn
it did take place on a larzer scale, would affeet the
balance of naymenis, »

‘he actual inflov cf capital of course represents
a credititgm; Soma purts of it will be spent un imports of
machinary'ana equipment for the manufacturing %ﬂauf?fids and
the remainder will bc spent on local 1abgur angwmguuxial.f
The income which is generated will h.ve its effccts on the
balance of payments. I thic forelzn investment brinss forth

complementary locally fin
otherwise have token plice, a

aneed investment which would not
llovance must be mnde Tor thes
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1mpertﬁ§d@tent iﬁéthis,extra invastmeat‘, In the longerun
import-replacement process will bear frait in the way
diseribed above, yielding a net reduction in imports,
Export preduction process will slso bear fruit,resulting in
inoreased exports., Against this gain in the balance of
trad €~th°“3h:°du¢tion of Liaports and increase of exports,
must be sot tho extra "invisibles" import in the form of
profitmitted abroad and the services of "imported"
personnel and 'mothov,

- lormally, hovever, a lon:-torm gain to the balance
of payments chould still remair, but if foreizn enterprises
3r9;h3§vilyggratected, g0 that local product gells at z
price well above the irport vhich it roplaced, it besomes
2ossible that there i no net gain in tho balance of vaymentsl?

because imports will not deeline,

- _ . From tho above anclysis we can draw a brrad
conelusion that an inflow of foreign capital would probably,
but not certainly, benafit the balance of paymente,
Docausge of various indirset repercussion as evilonced in the
analysis, the benafit tould certainly be less than it :l:ht
“irst appear tc be, This is not to deny the reneral eccnomic
tenefits to be derived from privete carital inflow, but it
would be most unwise > oxmeet private earital Inflov to
solve the balance of —syments prokblams,

4e 206 $rants

© - ‘Mmlaysia's capacity Yor undcrtagingrgnd maeving
the payments on additional oxtecnal debt is still la~:o.
the present foreign debt of ¢¥730 mil@%&n is relatively
=odestes This azmounts to loas than 10% of natlonal outnut
and about 20y of totzl nublic debt. Tho amoant of annual
neyrents on ti'ls foreisn loan ot thelr poeax i;}l ba‘}esa
tien 4% of governmont rovoaue and‘about 2 of uﬁlﬂgﬂ%&nr
oxort earn nisele “mte ie o lisht burden by counavison
-rith most develonir: countriss,
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From the point of view of foreign exchange and
bal&nQQ of payments, Mal-ysia could probaggy afford the
intercst and prineipal payments that would be required if
the entire 31{900 million need from f?geign asslgtance
were to be obtained in form of loans. However from the
point of view of Government budget, annual service pay-
ments for such large amount of borrowing on conventional
tarms would be an extremely heavy financial burden.

For this‘reason the government aims to secure
large patt of forocign financing needs on grant basis. It
i1s difficult at p-esant to see the magnitudes of financial
assistance that ray be obta ned from fcreign countries and
internati~nal agencies or to arrive at any definite view
of the terms on which such assistance may be forthcoming.
But in view of Malaysia's successful record of finaneial
mama gement and development progress, there seem to be no
difficulty to get financial support from abroad on liberal
terms, Malaysia is the type of country which international
agencies like Il.B.r.U. usually like to put their money.
The objective, therefore,is to avoid an excessive heavy
budgetary burden from additional debt service.

~  An additionsl factor why Malaysia can afford to

restrict foreign loan is the fact that the country has still
ample foreign reserve of its own. Even if exports remaincd
constant and imports increase at the rate of 5% per annum
the reserves are sufficient to finance six and a half years
of import before the reserves completely run down. However,
1t would be unwise to run down the reserves to near-
bankruptcy before obtaining foreign loan. The wisest policy
seems %o to obtain maximum official loan first without
placing too much burden on the budgetz and then to meet

the shortage by drawing down the couniry's reserves.

The analysis in Ghaptef II shows that Malavsia

is £ balanee of payments problems arisiny from the
é:cfigigg prices of rubber and mounting imports, The )
best solution seems to be to develop import replacingz induct-
tries and to expand exports. Funds to develop these indust-
ries should be obtain from private capital inflow and
official loans and grants, If the government targets are
achieved, serious balance of payments problems can be

avoided,
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