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Since 1960 Malaysia has become a highly efficient producer of natural
rubber, thanks to its agricultural and trade policies. The primary pur-
pose of these policies has been to maintain political and economic
balance. Consequently, Malaysia’s leaders have concentrated on
modifying agricultural pricing policies in degree (for example, by ad-
justing to fluctuating world prices) rather than in kind, and their
policy goals have remained fairly constant. In particular, they have
endeavored to keep the producer price of rice stable and thus maintain
the real purchasing power of the country’s politically powerful paddy
farmers; help rubber and palm oil farmers improve productivity; set
taxes on rubber and palm oil at levels that provide funds for public
investment; maintain an economy with fairly low and uniform tariffs
on imported consumer goods and with very low or no tariffs on im-
ported inputs; and distribute significant amounts of the revenues ob-
tained from exports of oil to the agricultural sector. The policies used
to achieve these goals from 1960 to 1983, and their impact on Malay-
sian agriculture, are the subjects of this chapter.

Overview of the Economy

Malaysia consists of two land masses in Southeast Asia that together
cover an area of 330,434 square kilometers. One of these lies on the
southern end of the Malay Peninsula, and the other lies some 650
kilometers across the South China Sea on the northeastern part of
the island of Borneo. Peninsular Melaysia comprises 11 states and a
federal territory; the island region, which constitutes about 60 percent
of Malaysia’s total land area, comprises only two states, Sabah and
Sarawak.

The population of Malaysia in 1983 was about 14.8 million (see Table
3-1). During the 1960s the population grew at a rate of about 3.0
percent per annum, but the rate fell to 2.6 percent during the 1970s.
In 1980 the labor force totaled 5.3 million (or 39 percent of the pop-
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Table 8-1. Selected PDemopraphic Characterlstles for Selected
Years, 1960~83

a0

resteictions on Imports of manufuclured and industral goods, Riee
and cabbages are the only agricultural products under import reatrie-
tions. There have been no subsidics for imports or exports. Although
import licenses are mandatory, they are used primarily for statistical
purposes.

Another important change during the study period was a shift away
from a laissez-faire, market-oriented economy toward greater inter-

Total Urban population ‘Total Inbor force
population (percentage of in agriculture
Year (millions) total population) (percentage)
1960 8.113 25.2 n.a.
1965 9422 26-1 Aa:
1970 10.864 28.8 46.6
1975 12.248 32.0 4.4
1980 13.764 35.0 38.4
1983 14.802 n.a. n.a.

n.a. Not available.
Source: Fourth Malaysia Plan 1981-85; Malaysia Department of Statistics.

ulation); about 2.0 million (or 38 percent of all labor) were employed
in agriculture.

Almost 83 percent of the population lives in Peninsular Malaysia.
The ethnic mix there—54 percent Malay, 35 percent Chinese, 10 per-
cent Indian, and 1 percent other (Eurasians, Europeans, other
Asians)—has remained relatively stable since 1970. The principal eth-
nic groups in Sabah and Sarawak are Kadazans, Ibans, Chinese, Mu-
ruts, Malays, and Melanus. Malaysia’s ethnic composition and the
distribution of the various ethnic groups have been prominent polit-
ical issues, particularly since the racial riots in 1969.

In 1980 about 65 percent of the population lived in rural areas.
Malays make up two-thirds of the rural population, Chinese about a
quarter, and Indians and other races the rest. The Chinese have be-
come the largest racial group in urban areas as a result of the forced
resettlement of rural Chinese in 1952-54, during the communist in-
surgency (see Young, Bussink, and Hassan 1980, p. 15).

To even out the distribution of the three principal ethnic groups,
the government has promoted the urbanization of Malays. Thus be-
tween 1970 and 1980 the urban Malay community increased 6.7 per-
cent a year, in comparison with 3.7 percent for the Chinese com-
munity and 4.2 percent for the Indian community.

One of the most significant changes in the Malaysian economy since
1960 has been the move toward greater diversification of exports,
which in the past were dominated by agricultural commodities, par-
ticularly rubber. Although rubber is still important, crude oil and
petroleum products, along with manufactures, have become large
contributors to exports since the late 1970s.

The principal imports are intermediate and capital goods, in ad-
dition to food. From time to time there have been a few quantjtative

vention, as a result of the New Economic Policy (NEP) incorporated
into the Second Malaysia Plan (1971-75). Fundamentally, the NEP was
designed to prevent the recurrence of race riots, and therefore one
of its principal objectives was to correct the economic imbalance be-
tween Malays and non-Malays. Accordingly, it encouraged more Ma-
lays to participate in commerce and industry to compensate for the
perceived inroads the Chinese had made in the political sphere
(Anand 1983, pp. 8-9). The second major objective of the plan was
to "’eradicate poverty among all races.” These two objectives were to
be achieved by 1990, and it was hoped that the association between
race and economic function would eventually disappear. The imbal-
ance in income distribution, employment, ownership, and control of
wealth was to be corrected through a rapid expansion of the economy
(Rudner 1971, p. 41).

In implementing the new policy, however, the authorities have
given more attention to rural Malay poverty than to urban Chinese
poverty. Although nearly two-thirds of Malays were below the pov-
erty-level household income of M$180 per month in 1980 (in 1970
prices), 39 percent of the Indian community and 26 percent of the
Chinese were also classified as poor (see Young, Bussink, and Hasan
1980, p. 61).! Consequently, the NEP has come to be considered a
policy for the transfer of resources from the urban to the rural econ-
omy. In addition, non-Malays have begun to feel uneasy about the
proposed restructuring, which they fear will greatly reduce their
wealth and their ownership of corporate assets. Since Malay savings
have been scarce, the government has established state-owned and
state-controlled enterprises and financial institutions to acquire share
capital in existing and new companies and industries, which will be
held in trust for the Malays.

Also in accordance with the NEp, Malays are given preference when
import licenses are issued. Importers with the necessary license can
readily obtain letters of credit for their transactions from any com-
mercial bank. Furthermore, there are no restrictions on the transfer
of funds in and out of the country for legitimate business purposes,
except that amounts of M$1 million or more need prior approval of
the central bank.

Between 1960 and 1983, real GNP climbed from a low of 3.1 percent
per year to a high of 10.5 percent, for an average of 6.8 percent. In
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monetary terms, real GNP increased from M$11,837 million to :
M$53,382 million (in 1980 prices), while per capita real GNP rose from |
M$1,541 in 1960-64 to M$3,560 in 1980-83, for an average growth .-

rate of 4.0 percent a year (see Table 3-2). This growth was achieved
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without high rates of inflation, as indicated by the consumer price
index (cpr), which rose only about 4 percent a year over the entire
study period.

Real gross investment also grew at a fast pace, starting at 5.1 percent
a year in 1960-70 and then jumping to 16.2 percent in the next decade,
followed by a rate of 13.9 percent in 1980-83. Real gross investment
as a share of real GNP increased from 13 percent in 1960-64 to 34
percent in 1980-83, for an average of about 22 percent over the entire
period (Table 3-2). This growth was directly related to huge invest-
ments made during the 1970s to reduce poverty and restructure Ma-
laysian society. Some of the growth in the early 1980s was also related
to investment in the petroleum industry.

Gross savings in Malaysian national accounts, calculated as the sum
of gross domestic capital formation and the balance on the current
account, grew at an average rate of 9.4 percent a year in the 1960s,
rose to 19.7 percent in the 1970s, and then dropped to —3.0 percent
in 1980-83. As a share of real GNP, savings rose from an average of
12 percent in 1960-64 to 18 percent in 1965-69, 21 percent in 1970-
74, and 28 percent in 1975-79, closing the period of study at 25 percent
(Table 3-2).

The value of total imports, as a share of real onr, declined from 43
percent in 1960-64 to 36 percent in 1965-69 but then climbed up to
48 peicent by 1983. Total real imports followed a slightly different
patters, rising from 2 percent a year during the 1960s to 12 percent
during the 1970s, but then dropping to 4 percent in 1980-83. The
sharp rise in imports during the 1970s was due in part to capital needs
in the crude oil industry and to the emergence of other industries
dependent on imported inputs. The mix of imports also changed,
with investment and intermediate goods replacing consumer goods
as the dominant components.

The behavior of exports has also been somewhat uneven. Real ex-
ports grew at an annual rate of 3.1 percent in the 1960s and then shot
up to 15 percent in the 1970s. By 1983, however, the rate had declined
to —2 percent. The share of exports in real Nr fluctuated between
35 and 56 percent, averaging about 46 percent for the entire period.

The Importance of Agriculture

Although the value and volume of agricultural production have not
declined since the beginning of the 1960s, the position of agriculture
has changed. Thus far the charge has been moderate, with agricul-

Table 3-2. Economic and Agricultural Indicators, 1960-83

Per capita

Percentage of GNP

GNP
(Malaysian

Total Total

Gross
investments

Gross
savings

Agricultural

output

exports

imports

ringgit)

Period

13 43 49 28

16

12
18
21

1,541

1960-64

24

42
41

36
37

1,767
2,130
2,818

1965--69

23

1
i

1970~-74

20

49

38
48

40

26

1975-79

3,560
2,313

1980-83

46

22

21

Average

Source: Jenkins and Lai (1989).
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1960s to 17 percent in the early 1980s (see Table 3-2). Even though LN
real agricultural imports rose by 22.2 percent a year in the 1970s—as -
a result of rising food imports, especially rice, wheat, meat, live cattle, § ® 0
and temperate fruits and vegetables—exports in the same period N P
climbed to 25 percent a year. Agriculture is expected to contribute g8 §o§ T ? ‘? ? L? (T
substantially to the national economy up to the end of the century. LEE s
The three crops chosen for this study—paddy rice, rubber, and §§ S
palm oil—play a large role in Malaysian agriculture. Paddy is still the =
principal food crop, although per capita consumption declined from =
135.1 kilograms in the early 1960s to 112.4 kilograms in the early 1980s. 2 ?‘;
Rubber and palm oil are the main export crops. Palm oil is considered g g‘o""
a nonfood export crop, although it is consumed as a vegetable oil in S5§7 | 28888
other countries. In recent years, however, Malaysians have begun to ERE S
consume small quantities in cooking. If palm oil were considered a ; = E Eco
foo commodity in Malaysian trade statistics, the country would be " £
a net exporter of food. In 1981 the prices of rubber and palm fell and ;
their share in Gpr declined—rubber dropped to 5.5 percent after hit- 5
ting 14.4 percent in 1974, while palm oil fell from 6.3 percent to 4.4 ks 5%
percent. The relative importance of export crops over food crops can h) ‘g‘og NS
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percent, oil palm on 26.8 percent, paddy on 14.3 percent, coconuts = §§°c
on 7.4 percent, cocoa on 4.9 percent, and other crops on 4.4 percent ! @ £
(Ministry of Agriculture 1985). The ratio of nonfood crops to food d -
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M$2.71 to the U.S. dollar (see Table 3-3). This rate remained fairly "é
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when the rate went down to M$2.18 per U.S. dollar in 1979 and then 2 § 'g N I~ 0 I
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quite stable. It started out at an average of M$1.87 to the U.S. dollar = §5% RIS 2
in the early 1960s and then moved close to M$2.00, where it remained a §“€§ 2
until 1979. By 1983 it had moved to about M$2.20 per U.S. dollar. - < E
To estimate the real exchange rate in the absence of deficits or eh Taron Y m
surpluses in the current account and in the absence of trade distor- 2 ol O N g5
tions, the equilibrium nominsl exchange rate E* is first estimated (see S j REER & z1?
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the appendix to this volume for the 1* formula; see Jenking and Lai

1989 for parameler values).
This equilibrium real exchange rate is obtained as follows. The equi-

librium nominal exchange rate E* is multiplied by the ratio of the .

trade-weighted wri for Japan, the United Kingdom, and the United

States to the Malaysian cri, which has been adjusted to remove the
effect of trade di i he ino - .

cP* = a(E*EQ) P, + (1 — @) P

where a is the share of the crr made up of tradable goods, E; is the
nominal exchange rage, P, is the price index for the tradable com-
ponent of the cp1, and P, is the price index for the nontradable com-
ponent of the cpr.

The equilibrium real exchange rate varied somewhat more than the
trade-weighted rate, going from M$1.83 per U.S. dollar in 1960 to
M$2.32 in 1982 and averaging M$2.09 over this period. The equilib-
rium real value of the ringgit (¢*) depreciated by 10 percent between
the early 1960s and the late 1960s and then remained stable at about
M$2.10 per U.S. dollar until the early 1980s, when it depreciated to
M$2.30 per U.S. dollar. Thus, e* depreciated by 19.7 percentage points
over the entire study period.

Until 1979 the trade-weighted and the equilibrium real exchange
rate differed by no more than —1.9 percent (see Table 3-3). By 1983,
however, the divergence was —5.7 percent. The absence of any sig-
nificant degree of exchange rate disequilibrium was a result of stable
macroeconomic policies and the low degree of trade intervention.

Agricultural Pricing Policies

Since the 1950s, intervention in agricultural prices has remained at a
fairly low level in Malaysia, although this basic policy has been mod-
ified from time to time. Two of Malaysia’s economic objectives have
been to raise the standard of living of Malay paddy farmers and to
achieve self-sufficiency in rice production. In the case of rubber and
oil palm, the emphasis has been on stabilizing the price of the prod-
ucts at the farmgate while making sure that the government has a
share in any surplus, particularly when world prices are high.

Rubber

One reason for the lack of intervention in rubber—for example,
through a market board, which was a popular instrument in several
British colonies in Africa—was the strong opposition of British and

annpes

local investors (see Ndwards 192, b S5), Vov 1w purt, the Malaystan
governmenl was reluctant to interfere because the rubber Industry
was contributing a great deal to the cconomy. Although the world
price of rubber fluctuated congiderably during the 1950s and 1960s,
it remained high, and no price support mechanism was deemed nec-
essary. Graduated and progressive export taxes were able to capture
enough of the windfall profi n_prices were high or to reduce
the tax burden as prices fell.

RUBBER EXPORT TAX. A rubber export tax was introduced in 1907, just
after rubber became an important crop, in order to generate revenues
for public expenditures. Although the tax has undergone many trans-
formations—from a flat rate tax to a variable (ad valorem) levy and
then a specific rate based on the export price—it has remained an
important source of revenue for the government.

The current export tax on rubber evolved during the 1950s and has
remained in place since then (for details, see Jenkins and Lai 1989).
The tax is paid at the point of export by the exporters. The price that
the exporter pays to the supplier is net of the export tax (and a tax
on research and replanting) and of his own marketing margin. This
net price is reflected all the way down the marketing chain to ‘the
producer, with each link in the chain deducting its own marketing
margin from the price received. :

The base for the export tax is the weekly posted price of rubber,
which is calculated from the f.o.b. price. Before October 1977 the
posted price was a two-week moving average of the f.o0.b. price for
top-grade rubber quoted up to the previous week. The export tax
fluctuated with the world price, but there was a time lag, which ex-
porters took advantage of for speculative purposes. To discourage
such activity, the government began basing the posted price on a
four-week moving average. This reduced the week-to-week move-
ments of the posted price and the gains that could be realized from
accelerating or holding back shipments of rubber (Lim 1975, p. 30).

Although Malaysia is the world’s largest producer and exporter of
natural rubber (in 1983 it supplied 13 percent of world output of nat-
ural and synthetic rubber), world demand is highly elastic because
of the competition of synthetic substitutes. Since Malaysia is only one
of several suppliers, the export duty can only be shifted backward to
the relatively immobile factors of production, land, and labor. The
burden on labor is reduced somewhat by the alternative opportunities
available to rubber plantation workers, who also have a strong voice
in labor matters through the National Union of Plantation Workers
(NUPW). As a group, however, these workers have had a long attach-
ment to the plantations, and they lack opportunities for training in
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other types of work, the stluation is now changing, owing to a steady
flow of labor (partcularly young workers) from the rural to urban
areas, This migration has created a shortage of workers and has put
pressure on the tubber plantations to increase wages and improve
working conditions,

Malaysian rubber plantations can be divided into smallholdings,
which cover less than 100 acres (40 hectares), and estates, which cover

Avairu rr

thmes sinee the 19208, began at 0,025 sen por pound and s now 175
e per pound, In 1983 the tax gencrated M$60.176 milllon for re-
search on rubber.

The regearch tax is administered by the Malaysian Rubber Research
and Development Board (MRrDB), which coordinates and allocates
funds for the work of the RriM and a research unit in England. This
work is complemented by that of research units operated and funded

~ 10B0acres or more. Although it need not be in configuous parcels, an

estate must be under one owner or manager. Smallholders find it
difficult to shift part of the export tax burden to hired labor simply
because they do not employ wage labor outside the household, and
if they do, wage payments are usually set by employment in other
fields. In the short run, increases in the export tax merely increase
the burden on the owners of land, and on labor, because it is not
easy to shift resources in and out of rubber production. In the longer
run, there would be some impact on the price of land, although the
fact that oil palms can be planted on land used for rubber will even-
tually put a floor on the price of land. Hence, the export tax on rubber
will stimulate the conversion of rubber estates into oil palm estates.

The rubber export tax does not have the same impact on estates
and smallholdings. Although smallholders are not very responsive
to short-term price movements, they can vary tree-tapping frequency
more easily than the estates can. Furthermore, smallholders have tra-
ditionally supplemented family income through off-farm work and
thus have greater flexibility than the estates in applying labor to rub-
ber production.

RESEARCH, REPLANTING, AND GOVERNMENT POLICY. Soon after rubber

became an important crop in Malaysia, the estate owners pushed for
more research. They were particularly impressed by the success
achieved in plant breeding in the Dutch East Indies (Indonesia),
which had led to higher productivity. They also feared that their rub-
ber crops might be seriously damaged by pests and disease, as their
coffee and coconut crops had been earlier. On the advice of the Rubber
Growers’ Association of Malaysia, the government in 1925 established
the Rubber Research Institute of Malaysia (Rrim) and placed a special
tax on the sale of rubber to fund the institute. The government rec-
ognized that the private sector would have difficulty sustaining both
rubber research and replanting activities. Thus, in addition to creating
the special tax on rubber, and subsequently on palm oil, the govern-
ment administered the research and financial arrangements for re-
planting, although in both cases the industry played a leading role
in determining what was to be done. The research tax is levied ac-
cording to the volume of rubber exported, which in 1983 amounted
to 1.563 million tonnes. The rate, which has been amended many

by the major plantation agencies in Malaysia. The findings of these
private research units are disseminated at the discretion of the agen-
cles, whereas the results of RRIM projects are freely available to the
entire industry. Owing to the technological advances resulting from
these efforts, the natural rubber industry continues to attract invest-
ment, even though the relative price of rubber has fallen since the
carly 1960s.

RUBBER REPLANTING TaX. The rubber industry in Malaysia recovered
rapidly from the ravages of World War II, and by 1948 production
was some 150,000 tonnes above that of 1940 (Barlow 1978, p. 76).
Output was bound to drop, however, because most estates and small-
holdings had low-yielding and aging trees. Thus, by 1954 nearly two-
thirds of Malaysia’s rubber trees had exceeded their economic life.
The annual replanting rate among smallholders between 1947 and
1952 was a mere 0.2 percent; it was only 15 percent among the estates.

In 1951 the government introduced a tax to build up funds for
replanting. The tax was levied on export volume on a sliding scale,
based on a price formula. A year later the rate was amended to 4.5
sen per pound irrespective of the export price of rubber (this rate is
still used). In actuality the tax was collected only from smallholders,
since the tax collected from the estates was refunded unconditionally
until 1973 (for more details, see Jenkins and Lai 1989).

The proceeds from the tax were paid into a so-called Fund B and
were used in conjunction with allocations of general revenues to fi-
nance replanting grants. Fund A was created for the estates, which
until 1967 also received financial assistance from general revenues for
replanting up to a maximum of 21 percent of planted acreage. Thus,
by 1973 about 91 percent of the estates planted in 1946 had been
replanted with high-yielding clonal material and about 67 percent of
the smaltholdings had been rejuvenated. The industry is now
undergoing another round of replanting (see Barlow 1978, p. 86).

Palm Oil

The area planted with oil palms in 1983 totaled 1,253,000 hectares,
up from 54,630 hectares in 1960 and 201,000 hectares in 1970. Part of
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this increase was due to the conversion of rubber estates to oil palm
and to plantings on newly cleared jungle land.

PALM o1L ExPORT TaX. Palm oil has been exported from Malaysia since

the 1920s, but for many years commercial interest in the crop was
only moderate. Then in 1960 the private sector began to recognize
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were proprietary, much of the information was relcased in sclentific
papers at a number of conferences held in Malaysia during the 1960s.
Government-supported research was conducted by the Department
of Agriculture and was mainly concerned with the development and
testing of new varieties. In 1969, however, responsibility for t.he gov-
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the need to diversify the agricultural sector and saw oil palm as a
promising alternative to rubber. The government encouraged this
move by planting the new crop extensively in new settlements de-
veloped from jungle land. During the late 1950s and early 1960s the
shift to oil palm also received impetus from the declining price of
rubber. In contrast, the current and prospective price of palm oil was
high. Moreover, the tax burden was negligible compared with that
on the rubber industry. The tax on oil palm was calculated to be 4 to
8 percent of gross revenue per hectare, compared with 17 to 24 percent
for rubber (Lim 1979, p. 22, table 6). Another attractive feature of oil
palm was that the trees take only four years to mature after field
planting (whereas rubber trees take six to seven years), and they are
quite resistant to indigenous pests and diseases. v

To take advantage of the prevailing prices for palm oil, the gov-
ernment upped its export tax from the flat rate of 5 percent ad va-
lorem. In 1960 the tax on exports of palm cil was raised to 7.5 percent.
In 1972 the tax was converted into a graduated tax designed to tap
into the excess profits of the industry. It progressed at the rate of 2.5
percent for every M$49.20 per tonne increase in the f.o0.b. price of
palm oil above a threshold price of M$344.37 per tonne up to a price
of M$688.75 per tonne. At that level, the tax was 30 percent ad va-
lorem.

The tax on exports of palm oil is based on a monthly published
price calculated as a moving average of the f.o.b. price during the
preceding four weeks. The impact is shifted backward to the pro-
ducers, as is also the case for rubber, since the commodity is traded
in a perfectly competitive market. Although some of the effect may
be shifted to land that is particularly suited to oil palm, other factors
of production are unlikely to be affected, least of all the workers on
oil palm estates. Palm oil production is less labor-intensive than rub-
ber production, and most workers have alternative employment op-
portunities.

PALM oL RESEARCH TAX. Research has been instrumental in identifying
the economic potential of oil palm. The level of support that Malay-
sia’s private sector—notably the industry itself—provides for re-
search is unusual in a developing country. Much of the research in
palm oil prior to 1969 was carried out by the leading plantation agen-
cies at their own research stations. Although the results of such efforts

ricultural Research and Development Institute (Marpi), which is
funded by a research tax.

Because oil palm was only one of many crops investigated by MARDI,
producers argued that an agency specializing in oil palm research,
modeled along the lines of the Rubber Research Institute, was
needed. In response, the government in 1979 set up the Palm Oil
Research Institute of Malaysia (PormM), which was not only to conduct
research of its own but also to coordinate oil palm research throughout
Malaysia. Private research stations also do some work for PORIM. Its
research program is drawn up by a joint committee of industrial and
government representatives and covers all aspects of production re-
search—including processing, storage, delivery systems, marketing,
consumption, and end-uses in both the food and nonfood industries.
One area of research that has been neglected is the treatment of the
effluent from Malaysia’s palm oil mills, which has now become a
serious pollutant. The effluent is difficult to treat prior to discharge.

In 1980 the research tax on oil palm was raised from M$1.00 to
M$4.00 per tonne, irrespective of price. The fund gives PORIM access
to more than M$12 million annually for its research. Recurrent costs,
including the salaries of the research staff and operation of the re-
search facilities, are covered by a budgetary allocation.

PALM OIL REGULATORY FOLICY. In 1980 the government established the
Palm Oil Registration and Licensing Authority (PORLA) and put it in
charge of regulating, coordinating, and promoting all aspects of palm
oil production. These activities are financed by a tax of M$1.75 per
tonne of palm oil. Representatives of the industry and the government
sit on PORLA’s board of directors. Those involved in the industry are
required to obtain a license from PORLA before beginning their busi-
ness. The licenses are used mainly for statistical purposes.

One of PorLA’s principal functions is to oversee the quality of palm
oil exported from Malaysia. The authority has the power to enforce
strict measures against anyone whose practices do not meet contract
specifications or established standards. Another of its functions is to
develop new markets for palm oil and to promote the commodity in
order to maintain Malaysia’s share of the world market for vegetable
oils. PORLA also acts as the mediator in contractual disputes between
shippers and consignees.
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Paddy Rice
As already mentioned, rice is the main food crop in Malaysia. Cul-

tivation systems range from traditional methods to modern forms of
plantation agriculture. Price intervention dates back to World War II.

Papbpy prICE supPORT PoLICY. The paddy price support policy in Ma-
laysia came about because of rice shortages during the Japanese oc-
cupation (1941-45) and immediately after the war. At that time, Ma-
laysia was wholly dependent on rice imports, so that the disruption
in supply caused by the war and then by a shortfall in Burma was
devastating. The British colonial government therefore declared rice
to be a strategic good and made the attainment of self-sufficiency in
rice a policy goal. To promote domestic rice production, the govern-
ment in 1949 introduced a guaranteed minimum price (Gmp). The gmp
was linked to the world market price and was fixed one season at a
time, so that the difference between the cMp and the domestic market
price would ngt become too distorted and force the government to
buy all the paddy produced in the country. The government pledged
to buy all paddy at the prevailing minimum price.

The cMp was set at M$265 per tonne of paddy in 1949 and was
increased to M$381 per tonne in 1973 because the world price had
risen steeply. To complement the GmP (and in effect increase its level),
the government also introduced a price support scheme sponsored
by the Lembaga Padi dan Beras Negara (LPN, or National Paddy and
Rice Board). There have been several increases in the support price
since 1973, the most recent being a cash subsidy of M$168 per tonne
announced in 1980, which raised the support price to M$598 per
tonne. Initially, the cash subsidy amounted to only M$33 per tonne
of paddy sold. However, Malaysia’s rice farmers organized demon-
strations to protest the manner in which the subsidy was paid—
namely, through coupons cashable only at post offices and at the
national savings bank for the sole purpose of opening savings ac-
counts—and the subsidy was withdrawn in 1980. The subsidy scheme
introduced the next season offered a generous M$168 for each tonne
of paddy sold.

The government buys paddy at the support price and mills it into
rice. It also buys from private rice millers, provided they are able to
certify that they paid the support price. The rice is stored in the gov-
ernment stockpile. Originally intended to be a strategic source to safe-
guard against shortages, it now functions more as a buffer stock that
helps to stabilize prices. (Note, however, that rice cannot be stored
for more than six months without a serious loss in quality.)

Until 1974 the minimum price mechanism consisted of an import-
mixing regulation and import licensing that required the importer to
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purchase a certain proportion of rlee from the government stockpile
for every unit of rice imported. I'his made it possible to turn over the
stockpile quickly and allowed the government to recover the cost of
maintaining it. Part of the revenue from domestic rice sold to im-
porters is used to cover storage and administrative costs. By and l‘arge )
i i ic ri much higher
than that of imported rice, even though the quality of stockl?ile r%ce
is lower. Nevertheless, rice importers are able to recoup this price
differential on locally grown rice from the profits made on the sale
to domestic consumers of the high-quality imported rice, which com-
mands a premium price in the Malaysian market.

The government began to import rice on a government-to-govern-
ment basis through the LpN in 1974, when the high world price elim-
inated from the market those importers who could not make the cash
deposits demanded by exporters. Thereafter, the agency was giv.en
a monopoly, and rice dealers were required to buy the imported rice
from the LPN instead of importing it themselves. The producer price
is now supported entirely by the government, which mak.es up losses
through general revenue allocations. In 1975 and 1977 major irrigation
programs became operational in Kedah and Kelantan and helped to
increase the domestic output of rice. Imports were reduced, and the
cost of maintaining the producer price rose in proportion to the degree
of self-sufficiency achieved. .

Under the omp scheme, farmers are guaranteed a single price for
good, clean, dry paddy delivered to the mill. Deductions are made
for high moisture content (in excess of 14 percent), the presence of
dirt and foreign matter, and immature grains. Because the policy em-
phasizes quantity, farmers are encouraged to produce low-quality
varieties, which most consumers do not want, and to sell the !Dest-
quality paddy to private millers for premium prices. A price differ-
ential was introduced into the Gmp in 1964 to persuade farmers to
double-crop their paddy land and to plant recommended varieti.es,
but it was withdrawn in 1974 because double-cropping was being
adopted in irrigated areas as well.

Also in 1974, the LpN decided to try a grading system based on grain
length, which turned out to be somewhat more successful. Producers
of long-grain rice are paid a premium of M$33 per tonne of paddy
more than producers of medium-grain rice and M$66 more than pro-
ducers of short-grain varieties. Although the market favors long-grain
rice, there is a demand for lower-quality rice. The high end of the
market is then satisfied by imported rice, and the profit from .selling
this rice at a premium is used to support the paddy price poh;y.

This policy has reduced some of the risks of paddy growing In
Malaysia as it guarantees a minimum price and hence st.'ablhzes in-
comes. A cash subsidy introduced in July 1980 also raised paddy
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farmers’ incomes, but it had two unintended side effects. First, i
made paddy farming operations more profitable, with the result tha
large farmers began buying up small farms, displacing both owner
operators and tenants and increasing the number of landless laborer:
(Tamin 1986, p. 22). Second, because the amount of the cash subsidy

is based on the amount of paddy sold, the marketable surplus hat
increased since 1982. The rational paddy farmer sells all his paddy tc
obtain the cash subsidy and then buys his rice from the market. Befor¢
1980, rice farmers kept up to 60 percent of their output for their owr
consumption (Rudner 1971, p. 86).

With farmers selling all their output to the government for the cast
subsidy, many small rice mills in rural areas have closed for lack o
business. Meanwhile, the LF has had to expand its facilities to handle
the larger volume of paddy being marketed by farmers. By 1980 the
LPN was operating 28 integrated rice-milling complexes and was han-
dling 33 percent of the paddy produced locally. Private rice mills
processed the rest.

PApDY INPUT suBsiDY roLiCy. The subsidy for paddy inputs evolved
from Department of Agriculture fertilizer demonstrations in the early
1950s. The purpose of these demonstrations was to inform farmers
of the recommended rates of fertilizer use and the benefits of urca
and other chemical fertilizers. The favorable response of the paddy
farmers led the Department of Agriculture to launch a fertilizer sub-
sidy scheme in 1955 in a few selected states in which the cost of the
fertilizers was reimbursed by the federal government. In 1961 the
scheme was expanded to all 10 states of Peninsular Malaysia.

In the first year, the subsidy amounted to 50 percent of the cost.
It then declined by 10 percentage points annually until 1965, when
it reached 10 percent. However, the quantities of fertilizer bought by
paddy farmers increased—from 3,882 tonnes in 1961 to 12,682 tonnes
in 1965—as the farmers cam2 to recognize the benefits of using such
inputs. In 1966 a uniform subsidy of 30 percent was announced and
was extended to 1970. A budgetary allocation of M$10 million was
approved to provide fertilizer for about 89,000 hectares of paddy land.
In practice, however, only about a third of the area received subsi-
dized fertilizer in any one year, and the farmers received only enough
fertilizer for 2 hectares. These shortfalls occurred because of a great
increase in demand for subsidized fertilizer to an estimated 25,400
tonnes per year.

In 1971 the fertilizer subsidy was replaced by a credit program in
irrigated areas, since paddy farmers had by then become familiar with
the use of urea, the principal nitrogenous fertilizer used in paddy
growing, and other chemical fertilizers. The fertilizer subsidy was
continued in nonirrigated arcas. The success of the subsidy is evident
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from the willingness of paddy farmers to purchase their own fertilizer
after the subsidy was terminated (Lee 1978, p. 250). Consequently,
a market for urea and other chemical fertilizers was established in all
paddy areas, and the dealers and agents of the fertilizer firms found
themselves supplementing the work of the government’s extension

agents.

In 1973 the price of urea in the world market rose by 50 percent,
and in 1974 it rose by 233 percent. In Malaysia the price increased by
278 percent between 1972 and 1974. To help paddy farmers cope with
this increase, the government introduced a price support scheme in
1974. Tt was believed that if farmers were forced to stop using urea
because the price was too high, domestic output would decline, farm-
ers’ incomes would be reduced, and the country would need to import
more rice.

Under the scheme, farmers paid a nominal price of M$10 for a 20-
kilogram bag of urea, and any difference between this nominal price
and the market price was subsidized (the difference ranged from
M$10.58 to M$14.58 per bag). The scheme was to be terminated au-
tomatically if the price of urca fell below the threshold price, as it did
in 1976. Despite this support, the use of urea declined in 1975 and
1976. Between 1972 and 1976, Malaysia’s farmers purchased 59,365
tonnes of subsidized urea at a cost of about M$61 million. But the
estimated crop loss at the farm level during this period was M$48.5
million, and rice valued at M$59.6 million had to be imported to make
up the loss. Thus it appears that the subsidy failed to stop rice pro-
duction from declining.

In 1980 a different fertilizer subsidy scheme was introduced. This
scheme provides a 100 percent subsidy for the fertilizer required by
the average paddy farm in Malaysia (2.4 hectares or less). This size
limit was imposed to ensure that only small paddy farmers would
benefit, but many larger farms were then subdivided into units well
within the threshold size in order to benefit from the scheme (Tamin
1986, p. 22). Farm records are often incomplete, but it is not unusual
for a paddy farm to have multiple owners under the Islamic law of
inheritance.

Subsidized fertilizer is distributed to paddy farmers through rural
organizations. Each organization is paid a commission based on the
quantity of fertilizer handled, and most of the organizations (for in-
stance, the farmers’ associations participating in the Muda irrigation
scheme in Kedah) have benefited financially under the system. How-
ever, the network of commercial fertilizer agents disappeared after
the subsidy was put into effect, and Malaysian farmers now have to
depend solely on government extension workers,

Two criticisms have been leveled against the current subsidv pro-
gram. First, it is arpued that farmers” incomes could have been ene
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hanced by a higher minimu™ price or through financial assistance
for other costs, such as land | ‘eparation for poor farmers who do not
own tractors. The generalize: fertilizer subsidy, it is held, is an in-
efficient means of transferrin r income to poor paddy farmers. A sec-
ond criticism is that the De »artment of Agriculture has too easily
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taxes) to the nonagricultural price index (Pna). Between 1960 and 1983
there was a downward trend in the relative prices of estate and small-
holder rubber owing to the competition from synthetic rubber as well
as natural rubber from other countries, notably Indonesia. (For the
indices used to calculate Pya, see Jenkins and Lai 1989.) The relative

assumed that its recommen ‘ed fertilizer rates are appropriate for
given areas and soil types. De spite evidence to the contrary provided
by farmers, the department has not examined the economics of fer-
tilizer use for alternative relat.ve prices of fertilizer and paddy. Farm-
ers generally apply only the amount of fertilizer that will optimize
thei~ income. Furthermore, the Department of Agriculture has not
considered changing the reccinmended level of subsidized fertilizer,
eve:. when the price of padd; has changed.

INFRASTRUCTURE TO SUPPORT PA DY PRODUCTION. The new high-yielding
sarieties of paddy have grea 'y improved the prospects for self-suf-
ficiency. Because these varietizs need regular water supplies, it was
decided in the early 1960s to increase expenditures on drainage and
irrigatior ‘or paddy productian to 26 percent of all infrastructure in-
vestment, a sharp rise from th » 17 percent of the*1956-60 period (Tan
1987, p. 7). The amount alloc: ‘ed for these purposes fell to 21 percent
in the First Malaysia Plan (19:5-70), and in the subsequent plans for
1971-75, 1976-80, and 1981~  the proportion going to drainage and
irrigation was reduced to 16, i, and 18 percent, respectively. Because
suitable land for further irrig: tion schemes is in short supply, pro-
duction uncer the Fifth Mala'';ia Plan (1986-90) will be concentrated
in the existing paady-growin,: areas (Tan 1987, p. 33), and efforts to
achieve rice self-sufficiency will be relaxed. The proportion of expen-
ditures allocated to drainage 11d irrigation has fallen to about 3 per-
cent.

Effects of Pricing Policies

Malaysian agricultural and trade policies have been remarkably con-
sistent since 1960. They have orotected food production and helped
to develop the nonagriculturz. sector. But these policies, along with
certain taxes, have discrimin:ted against the country’s best export
crops—rubber and oil palm. This conclusion is supported by data on
the impact of intervention or relative prices, production, consump-
tion '>reign exchange, the buzget, transfers of resources, and income
dist; ution.

Relative Prices

The relative prices of rubber :nd palm oil are the ratio of their pro-
ducer pri~es (their f.0.b. price ess marketing and transport costs and

' Table 3-4. Nominal Protection Rates, 1960-83

producer price during 1980-83 was 60 percent of that during 1960~
64. In contrast, the relative price of palm oil showed no systematic
pattern, fluctuating between 8.8 and 11.5 and averaging 9.8 over the
study period.

The producer price that was used to calculate the relative price of
paddy was the guaranteed minimum, or support, price at the farm
level. Since 1960 there has been an upward trend of about 25 percent
in the relative price of paddy. The increases were most pronounced
in 1970-74, when the price moved up 10.1 percent, and in 1975-79,
when the price rose 14.8 percent.

Nominal Protection for Crops

Pricing policies in Malaysia have had a direct effect on incentives to
invest in the agricultural sector, as can be seen in the nominal pro-
tection rates for rubber, palm oil, and paddy. These rates were cal-
culated by comparing border prices relative to the nonagricultural
price index with actual prices relative to the same nanagricultural
price index. For rubber and palm oil, border prices are the f.0.b. prices
iess marketing and transport costs. For imported rice, the border price
is its c.i.f. price less the costs of milling, drying, and transport, with
conversion to paddy at the farm level calculated at 65 percent. As
shown in Table 3-4, these rates were negative for rubber and oil palm
in each five-year period of the study and therefore suggest that Ma-

- laysia’s pricing policies discriminated against these crops.

NPR

Estate Smuallholder Palm

Period rubber rubber oil Paddy NDPRj
1960-64 -8 —-15 -8 20 -9
1965-69 -7 -15 -8 -1 -9
1970-74 -9 -19 -12 4 -10
1975-79 -23 - 25 -16 39 -4
1980-83 -19 -20 -15 76 -10
Average -13 -19 -10 26 -8

Saurce: jenkins and Lai (1989).
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The direct nominal protection rate for estate rubber averaged — 1
percent between 1960 and 1983, ranging from —0.07 percent in the
early 1960s to —0.23 percent in the early 1970s. The rate was highe
for rubber produced by smallholders (on average, —19 percent) be

the export tax was based on the top grade of rubber, which small
holders were seldom able to produce. In addition, as already men-
tioned, they had to pay the replanting tax instituted in 1951, whereas
the estates had the tax rebated until 1975. The direct nominal rate of
protection for palm oil production was also negative, averaging about
— 10 percent between 1960 and 1980.

In contrast, the direct nominal rate of protection for paddy was
positive—except in 1967-69 and 1973-75, when the world price of
rice was high—and averaged 26 percent over the 1960-83 period.
Abnormally low rice prices for imported rice pushed the nominal
protection rate to 160 percent in 1983.

The impact on agricultural incentives of indirect intervention (in-
dustrial protection and exchange rate policies) is measured by nNeg,,
the indirect nominal protection rate (defined in the appendix), and
is shown in Table 3-4. ‘

indirect intervention, which affects all tradable agricultural proca-
ucts equally, had a negative impact, as can be seen from the negative
protection rate (—0.08) for the study period. Two factors account for
this negative rate. First, the (low) degree of overvaluation of the cur-
rency in Malaysia has a greater impact on the agricultural sector,
which is almost entirely tradable, than on the nonagricultural sector,
which is only partly tradabie. Second, the tariffs on imported goods
in the nonagricultural sector made nonagricultural investments rela-
tively more attractive than they would otherwise have been.

Total intervention, which includes the impact of both direct and
indirect policies, is shown in Table 3-5. Total nominal protection rates
averaged —20 percent for rubber estates and —25 percent for rubber

Table 3-5. Total Nominal Protection, 1960-83

Estate Smallholder Palm
Period rubber rubber oil Padidy
1960-64 =17 —23 ~16 9
1965-69 =15 -23 -16 -10
1970-74 -18 =27 -20 -5
1975-79 =27 —28 -19 33
1980-83 —27 —28 —14 59
Average -20 -25 =17 15

Source: Jenkins and Lai {14R9),
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smallholders from 1960 to 1983. In both cases the negative rate of
protection increased somewhat over time, as indicated by the rates
for selected years in Table 3-5. In the case of palm oil, however, there
was no noticeable trend in the negative protection rate, which av-
eraged =17 percent for the period-—————-— -

In contrast, paddy production was highly protected by total inter-
vention (because NpRpy dominated NPRj), except during the seven years
of high rice prices, as noted earlier. Total nominal protection averaged
about 15 percent between 1960 and 1983, but in recent ycars has risen
to levels in excess of 100 percent of the c.i.f. price of imported rice.
The effective protection rates were found to be similar to the nominal
protection rates both in sign and magnitude.

Production and Consumption

In response to lower net prices, rubber and palm oil producers have
been planting smaller acreages, particularly in the case of rubber,
which has been more heavily taxed than palm oil and competes with
it for land. Meanwhile, the price support given to paddy has en-
couraged farmers to grow more paddy and less of other crops. Con-
sequently, fewer workers are leaving rural areas, and the abandon-
ment of unirrigated paddy has slowed down.

To determine how the supply of rubber responds to changes in
pricing policies, it is necessary to consider how price changes affect
tapping frequencies and fertilizer practices (which in turn affect the
short-run response in output) and price expectations (which affect
decisions concerning replanting and new planting). Given that rubber
and oil palm are alternative crops for the same land and are often
grown by the same producers, a higher price for palm oil will result
in less replanting and new planting of rubber, and vice versa. Hence,
long-run supplies of rubber and palm oil will be affected by the output
price of both crops.

The change in the quantity supplied due to changes in the prices
of rubber and palm oil, relative to the nonagricultural price index

{Pna), can be expressed as a function of the short- and the long-run

elasticities of supply. The short-run elasticities of supply describe the
production response over time through more intensive tapping of the
rubber trees or shorter intervals between harvesting rounds for oil
palm, and the frequency of fertilizer applications. The long-run elas-
ticities of supply reflect the lagged response of output due to the effect
that higher prices have on decisions related to replanting and ex-
pansion of acreage. Cross-price elasticities will also influence the long-
run production response through their impact on decisions regarding
r, lanting and acieage expansion. the following, formula was used
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to dqsc.rlbe the change in the supply of rubber arlsing from a series
of price changes in both rubber and palm oil:

¢ t—k
@1 dQf = ( > Qﬂ‘-E’s*,’*-dP{‘/Pf‘) + < EQf-Ef,-R-de/P,’-*)
i=0 i=0

R

+ ( S Qf-EfP-dP?/P?)
i=0

where dQF is the change in the supply of rubber in period ¢ caused
by cumulative changes in the price of rubber and palm oil from period
1to t; QF is the quantity of rubber produced in year ¢ in the absence
of price changes; E§F is the elasticity of the supply of rubber with
respect to the change in the price of rubber that occurred in period
i; APf/PY is the proportional change in the price of rubber (relative to
nonagricultural goods) that has occurred in period i; EFF is the long-
run elasticity of supply of rubber with respect to the change in the
price of rubber that occurred in period i; ERC is the long-run elasticity
of supply of rubber with respect to a change in the price of palm oil;

dP?/P{ is the proportional change in the price of palm oil (relative to -

nonagricultural goods) that has occurred in period i; and k is the time
lag in years between a price change and the initial year when the
long-term elasticity takes effect.

The equation describing the production response of palm oil to
changes in the prices of palm oil and rubber can be written as

3 t—k
G2 dQP = (2Q9-Eg9-dp9/p9) N <2Q?-E2?-dP?/P?>
i=0 i=0

t—k
+ ( > Q?-EgR-dp,R/pf).
i=0

If one wants to determine the immediate impact of a change in pricing
policy, only the short-run elasticities are relevant, and only for the
periods in which response is to be measured.

It .is likely that the supply of paddy will respond more quickly to
a price change than the supply of rubber or palm oil. Paddy can be
Planted and harvested within six months, and two crops can be grown
In one year if sufficient water is available. In addition, paddy does
not compete for the same land as rubber or oil palm. The relationship
between changes in paddy production, dQ, and the prices of paddy
and other crops can be expressed as follows:

(33) A= [(Q{~E{f-dP{/P{) + (2Q{-E{"’-dP;"/P;">]
i=0 m

where Ef is the elasticity of supply of paddy with respect to the price
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of paddy (relative to the price of nomagricultural goods) in period i;
Qf is the quantity of paddy produced In period ¢ in the absence of
any change in price policy; dP/F} is the proportional change in the
price of paddy in year i; Ef" is the clasticity of supply of paddy with
tespect to the price of other crops that could be grown on paddy land;
in period i.

The elasticity of supply for paddy was assumed to be 0.2 in the
year of the price change, 0.3 in the following year, and fully adjusted

-at 0.4 by the third year. This figure is based on studies by Arromdee

(1969), Squire and Barnum (1976), Sahathavan (1974), and Haughton
(1983), all of which imply that despite the price and input incentives
provided, the supply response of paddy is relatively insignificant.

Other studies have indicated that the short-run elasticity of supply-
of rubber is quite low. However, the estimated elasticity for small-
holders is larger than that for estates because it is easier for the former
to allocate their time between tapping rubber and other activities than
for the latter, which have permanent work crews. In this study, 0.3
is assumed to be the short-run elasticity for rubber. Because it takes
rubber trees six years to become productive, there is a lag between
a change in pricing policies and increased production. Hence, the
long-run supply elasticity for rubber was estimated to be 0.8, based
on assumptions for short-run elasticity. A number of other studies
have also reported a low estimate (see Chan 1962; Cheong 1962; Chow
1965; Behrman 1975; Pee 1977).

The cross-price elasticity of the supply of rubber with respect to
the price of palm oil is negative because an increase in the price of
palm oil will provide an incentive to replace rubber with oil palm. If
the price of palm oil falls, however, relatively more new land will be
planted in rubber. The same own- and cross-price elasticities of sup-
ply were used for oil palm, since there are no empirical studies on
these elasticities.

Output response to changes in trade policies is measured in two
ways. First, the impact on prices and the values of elasticity param-
eters are calculated. The changes in producer prices are obtained by
multiplying the values of the effective rates of protection for the total
and the direct effects of trade policies with the ratio of the producer
prices of the commodity to the value added of the commodity adjusted
for the total effects. Second, the elasticities of supply of commodities
with respect to their nonagricultural prices and the prices of other
goods are estimated.

Table 3-6 shows the short-run direct and total effects of pricing
policies on output of rubber, palm oil, and paddy. The response ig
defined as the response occurring in the year following that in which
the policy change occurred. Between 1960 and 1974 the short-run



put of Estate and Smallholder Rubber,
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Table 3-6. Short-run Effect of Direct and Total Intervention on Out

Palm Oil, and Paddy

Total effect

Direct effect

Smallholder Palm

Estats

Palm

Smualinolder
rubber

Estate

Paddy

oil

rubber

rubber

Paddy

otl

rubber

Period

1960-64

1965-69

1970-74

1975-79

14

1980-83

\verage

Jenkins and Lai dl989).

Source:
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impact on estate rubber was a 1 percent reduction in output. When
the export tax on rubber was raised in 1974, the impact increased to
a 4 percent reduction, which then declined to 3 percent when the tax
rates were reduced in 1981. Between 1960 and 1983 short-run direct
intervention reduced estate rubber production by an average 2 per-
cent annually.

Because short-run elasticity of supply is larger for smallholders, it
is estimated that the direct effects of pricing policies reduced the out-
put of this group by an average 5 percent annually over the study
period. During the years of high taxation (1975-79), smallholder rub-
ber production declined by up to 7 percent a year. This trend mod-
erated (o 6 percent a year after tax policy was changed in 1981. The
short-run direct impact on output of palm oil was only a 1 percent
reduction in annual output between 1960 and 1982. When the export
tax on this commodity was raised in 1974, the short-run impact rose
to 3 percent. When tax policy was amended in 1981, the short-run
impact dropped to 1 percent again. In the case of paddy production,
removal of the direct effects of pricing policies would have had a
greater short-run impact. The short-run impact amounted to 4 percent
in 1960-64, —1 percent in 1968-69, and 7-14 percent in 1975-83. In
general, the short-run direct impact of the policies was somewhat
greater (in absolute value) when the world prices of rubber and palm
oil were high (and hence the export tax was large), while for paddy
the impact was greater when world prices were low.

The short-run total effect of pricing policies was a 3 percent annual
decline in average production of both estate rubber and palm oil, and
a 7 percent decline in production of smallholder rubber. Because the
direct and indirect effects on paddy production are of the opposite
sign, the short-run total effects are 3-4 percentage points per year
less than the short-run direct effects.

Table 3-7 shows the cumulative direct and total effects of interven-
tion on all three crops. The cumulative direct impact between 1960
and 1983 amounted to a 9 percent reduction for estate rubber and a
16 percent reduction for rubber smallholders. In the case of cumu-
lative total effects, output declined by 13 percent on the estates and
by 20 percent on the smallholdings. These findings strongly suggest
that the rubber export tax in Malaysia has been biased against small-
holders. During the same period, palm oil production declined by an
verage 7 and 11 percent, respectively, as a result of cumulative direct
and total effects of intervention. In the case of paddy, the indirect
effects of changes in the exchange rate largely offset the effects of
direct intervention. Thus, the output of paddy increased by an annual
average of 6 percent over the study period as a consequence of direct
intervention, but increased by only 2 percent when the cumulative

eftects of total intervention were considered.
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Table 3-8, Lffect of Direct and Total Intervention on Quantity
of Rice Demanded and Consumer Price of Ricg

Proportional change
in quantliy of rice
demanded due to

Proportional change in
consumer price of rice

intervention due to intervention
Period Diréa " Total  Diret  Total
196064 -3 ) 7 4
1965-69 1 2 -1 _5
1970-74 -1 2 1 -6
1975-79 -5 -3 12 8
1980-83 —14 ~10 34 by
Average -4 -2 10 4

Source: Jenkins and Lai (1989).

Changes in pricing policies also affect demand. Since the domestic
consumption of rubber and palm oil is negligible, we focus attention
on the consumption of rice, the basic food crop of the country. The
own-price elasticity of demand for rice in Malaysia is low (Arromdee
1969; Goldman 1975; Sahathavan 1974). A value of —0.4 is assumed
in this study. :

Table 3-8 shows that the direct effect of pricing policies in Malaysia
between 1960 and 1983 was a 4 percent decline in the demand for
rice, whereas the total effect was only a 2 percent decline. The most
significant impact of the pricing policies was that they smoothed out
the pattern of consumption in years when the world price of rice was
highly volatile. In the late 1960s, the direct effects of the policies re-
duced rice consumption by 2 to 4 percent, and by 1 to 22 percent in
the late 1970s. In the intervening decade, consumption increased in
some years and declined in others. Total intervention also reduced
rice consumption, although somewhat less. In addition, the consumer
price of rice increased by an average of 10 and 4 percent, respectively,
owing to direct and total intervention.

Foreign Exchange Earnings

Export taxes and exchange rate adjustments have served to discour-
age exports of Malaysian rubber and palm oil. In the case of rice, the
direct effects of intervention on production have by and large reduced
the need to import rice. However, these effects have been partly offset
by the indirect effect of an overvalued exchange rate.

For rubber and oil palm, pricing policies reduced the amount of
foreign exchange earned by an average of 2 and 4 percent of the total



94 Glenn P. Jenkins and Andrew Kwok-Kong Lai

agricultural exports during 1961-83 as a result of the short-run direct
and total effects, respectively. The cumulative direct and total effects
were reductions in the foreign exchange earnings of these crops by
annual averages of 11 and 18 percent. Foreign exchange was lost
imports of inputs were required. In the case of paddy, there were
savings from reductions in rice imports. Another important factor
here is that the prices of rubber and palm oil are exogenously deter-
mined. In the world market, Malaysian natural rubber has to compete
with synthetic rubber made from petroleum. Similarly, palm oil has
many substitutes among the vegetable oils, particularly soya bean vil.
In the case of rice, the short-run and cumulative direct effects were
foreign exchange savings of about 1 percent of total agricultural im-
ports for 1960—83. There was no impact on foreign exchange earnings
for paddy.

The average short-run direct effect of pricing policies was to reduce
the amount of foreign exchange available to Malaysia by slightly more
than 1 percent of the total value of agricultural exports, while the
reduction due to the total effects was about 4 percent. The reduction
in ioreign exchange owing to the cumulative direct effects of pricing
policies was about 9 percent of total agricultural exports for 1961-83,
and 15 percent in the case of the cumulative total effects (see Table
3-9).

-

The Gorernment Budget

The principal source of government revenue from the agricultural
sector is the tax on exports of rubber, palm oil, and less important
agricultural crops. Little from the budget has been spent directly to
subsidize the production of paddy. Most of the budgetary allocations
have gone into the infrastructural development of irrigation systems,
dams, roads, and processing facilities. Since 1980 Malaysia’s policy
has been to subsidize local paddy production directly, in the form of
a cash grant per unit of paddy sold. This is in addition to a direct
input subsidy equal to M$45.45 per tonne of paddy produced.

The overall impact on the budget of this taxation and the pricing
policies has been positive. Net revenues from the tax on agricultural
crops as a proportion of total government revenues have fluctuated
considerably, from 12 percent in the early 1960s to 2 percent in the
early 1980s, with an average of 7 percent for the period. Since the
introduction of the cash subsidy for paddy in 1980, the relative im-
portance of the agricultural sector as a source of government revenue
has declined (see Table 3-10). The government investment bias—
which was estimated by dividing the ratio of government investment
in agriculture to total gover~ment investment by the ratio of value
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Table 3-9. Short-run and Cumulative Effects of Direct and Total Intervention on Foreign Exchange Earnings
sovurce: Jenkins and Lai (1989).
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Table 3-10. Effect of Intervention on Government Budget, Investments, and Expenditures

Period

1960-64
1965-69
1970-74
1975-79
1980-83
Average
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added in agriculture (without intervention) to cpr—averaged 0.79 for
the period 1960-83. This bias was higher during the late 1960s and
early 1970s, when huge investments were made in irrigation infra-
structure and land development schemes. Although still substantial,
government investment in agriculture declined in the late 1970s and
continued to decline after 1980 as the nation shifted its emphasis to
industrial development and the petroleum industry.

The government expenditure bias—which is the ratio of current
development expenditure to total expenditure and the ratio of the
cDP in agriculture (in the absence of intervention) to cbr—averaged
0.10 for the period of study. In the early 1970s this indicator began
to rise, moving to 0.10 in the late 1970s and 0.18 in the early 1980s.
This reflected a shift in government expenditures toward subsidies
and service-oriented activities. Accordingly, the paddy price support
scheme is currently being financed from budget allocations instead
of income earned from rice exports.

Changes in the transfer of resources due to pricing policies have
been beneficial to paddy farmers and detrimental to the rubber and
oil palm industries (see Table 3-11). On average, the direct effects of
these policies reduced the producer surplus accruing to farmers by
about 10 percent of total agricultural cpr between 1960 and 1983,
while the total effects reduced it by 16 percent. If the nonprice trans-
fers and only the direct effects of pricing policies are considered, the
net transfer to the agricultural sector has averaged 1 percent of total
agricultural gor. When the combined effects of all price and nonprice
policies are taken into account, the net transfer for the period averages
—6 percent of agricultural Gpr. This move to a negative value is due
to the exchange rate effect.

Table 3-11. Real Transfers into (+) and out of (—) Agriculture
Due to Direct and Total Intervention

Tranfers from price and

Share of value of Share of value of nonprice policies as a
agricultural output agricultural output share of value of

(cr1 unadjusted) (cr1 adjusted) agricultural output
Period Direct Total Direct Total Direct Total
1960-64 -3 -16 -10 -13 -2 -10
1965-69 -9 =15 -1 -14 -1 -7
1970-74 -9 -17 -1 -14 -1 -9
1975-79 -15 -18 —18 -19 -3 ~5
1980-83 -5 -14 -9 -13 13 4
Average ~10 -16 -12 =15 1 -6

Source: Jenkins and Lai (1989).
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Income

Although the impact of pricing policies on income distribution car
be evaluated both before and after production and consumption have
had an opportunity to adjust, this analysis concentrates on the sit

—— uation before outputhas had a chance to adjust. Therefore, only in-
stantaneous change is discussed here. This change is measured by
the difference between the domestic value added at the producer level
and the value added for the commodity, adjusted for either the direct
or the total effects; the result is multiplied by the actual output of the
commodity. (For short-run and cumulative cases, see Jenkins and Lai
1989.)

If the direct effects of pricing policies on paddy are considere.}
alone, paddy farmers’ incomes increased by 16 percent over the pe-
riod 1960-83, although the impact varied from year to year. In the
late 1960s, for example, when the consumer price of rice was high,
the incomes of paddy farmers declined 4 percent. It was not until the
cash subsidy for paddy was introduced in 1982 that the incomes of
paddy farmers increased significantly (see Table 3-12). The effect of
total intervention on the incomes of paddy farmers was less than the
effect of direct intervention, owing to the exchange rate. On average
the pricing policies increased incomes by only 9 percent over the study
peried.

Farmers were assumed to retain 60 percent of their paddy output
for home consumption during 1960-74. After 1975 this proportion
was assumed to decline by 10 percent a year until a level of 30 percent
was reached. This assumption was made on the grounds that paddy
output increased after the major irrigation schemes came onstream.
Income from paddy was estimated to be 65 percent of total farm in-
come. After adjusting for home consumption, the instantaneous
change in income due to the direct intervention averaged 7 percent
for 1960-83. This was 9 percent lower than the direct effect on the
unadjusted income. A similar difference was observed in the total
effect of pricing policies on the adjusted and unadjusted income. The
instantaneous change in income due to total intervention declined
from 9 percent to 5 percent during 196083,

In the case of estate rubber, the effect of direct intervention was a
reduction in income in each year of the study, the average being —19
percent in the instantaneous case. The total effect on the incomes of
estate workers was higher—an average —28 percent for the period—
since the output is exported. Similarly, the incomes of rubber small-
holders during 1960-83 were substantially reduced by the direct and
total intervention in the instantaneous case. The average for direct
intervention was — 28 percent, and for total intervention ~ 38 percent.

Palm oil producers saw their incomes reduced by an average 13

sy e

Table 3-12. Instantaneous Income Changes in Rubber, Palm Oil, and Paddy Due to Direct and Total Effects

of Policies

Smallholder rubber Palm oil Paddy Paddy

Estate rubber

Total
intervention®

Direct
intervention®

Total

intervention

Direct
intervention

Total
intervention

Direct
intervention

Total
(ntervention

Direct
intervention

Total
intervention

Direct
intervention

r.ar

1460-64

11
-11

18

-20

-10
-10
~16

-31

=21
~16
-23
-39

11
-8
-12

-21
=27
-39
=31
-28

TH05-69

—28
-26
-19
-22

-40
-42
-47
-38

4

-7

i+70

10
18

11

22

39

24

28
-19

1980-83

16

-13

—28

Average

a. Adjusted for home consumption and other income earned.

Svurce: Jenkins and Lai (1989).
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percent during 1960-83 owling to the direct impact of prieing policies
and by an average 22 percent owing to total intervention, The largest
declines occurred in years of good prices for palm oil, indicating that

pricing policies effectively siphoned off producer income during
boom years.

The Political Economy of Agricultural Pricing Policies

Agricultural pricing policies in Malaysia between 1960 and 1983 were
designed to promote rice self-sufficiency, obtain the political support
of paddy farmers, and provide revenues for economic development.
Only a few adjustments were made to meet changing economic cir-
cumstances or the political pressures exerted by various groups with
agricultural interests. These groups have not joined forces because
the pricing policies that affect rubber planters, for example, are not
the same as those that affect paddy farmers. Consequently, opposi-
tion to existing pricing and investment policies has not been strong,
and change has been gradual, even in the wake of the New Economic
Policy introduced in 1971. The emphasis in the NEP is on the corporate
sector, which is dominated by non-Malay and foreign interests. Thé
government wants to restructure the sector to allow more Malays to
be involved.

This goal points to one of Malaysia’s problems—its ethnic diversity.
The government is a coalition of ethnic-based parties that strive to
promote the interests of their communities. A coalition of the coun-
try’s three main parties has been returned to power at the federal
level in all general elections since 1955. The government uses a con-
sensus approach to arrive at decisions and minimize conflict among
the parties. However, in the aftermath of the racial riots on May 13,
1969, and the adoption of the New Economic Policy, this approach
seemed to break down as the Malay party in the coalition, the United
Malay National Organization (UMNO), grew in electoral strength.
Meanwhile, the main Chinese party, the Malaysian Chinese Asso-
ciation (Mca), lost out to the multiracial opposition party, the Dem-
ocratic Action Party (pap). The Indian community is represented in
the coalition by the Malaysian Indian Congress (mic), while other
ethnic groups in Sabah and Sarawak are represented by a number of
small parties. Since electoral strength is weighted in favor of the rural
areas, and Malays form a majority of the rural population, umnoO is
often under political pressure to meet the demands of rural areas.

Before the adoption of the NEp in 1971, the government practiced
a noninterventionist approach to the economy. Since then, the NEp
has become the basis of public policies affecting the entire nation. Of
the NEP’s objectives, the desire to eradicate poverty has had the great-
est effect on Malaysia’s agricultural pricing policies. Note, however,
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that poverty In Malaysia is relatlve, as there I8 no malnutedton or
hunger. The poverty linc is defined as the minimum income needed
to obtain food, housing, clothing, utilitles, transport, health care, edu-
cation, and recreation, .

By 1975 the paddy price supports introduced by the British colonial
government in 1949 had outgrown their usefulness. Under pressure
from the Malay paddy farmers, the government ag‘reed to increase
the guaranteed minimum price for paddy, starting in 1973. Further
increases were made in 1974, 1979, and 1980, all of which were meant
to raise and maintain the income of paddy farmers above the poverty
line. In 1980 paddy farmers were also given.a cash subsidy for every
tonne of paddy sold. This direct subsidization grew out of the gov-
ernment’s desire to distribute some of the oil wealth of Malaysia t
the farmers. . . _

Besides price supports, paddy farmers receive a subS}d_y on inputs,
which in 1980 equaled 100 percent of costs. Farmers’ incomes are
directly increased by the subsidy because it reduce.s the amount they
would have spent on fertilizers and other production costs. Free fer-
tilizers are intended to increase output directly and farm incomes
indirectly. Consequently, the government was ind.ig'nant when it dis-
covered that paddy farmers were selling the fertilizer they had ob-
tained free of charge. Moral persuasion has been used to discourage
the practice, but there has been no report on the resullt. o

Before farmers can receive subsidized fertilizer, their applications
must be examined by a village leader, who is gsually a member of
umno. Paddy farmers who belong to the oppos‘itlo‘n Parti Islam (PA?),
particularly in Kelantan, often have their applications del.ayed., mis-
laid, or investigated more thoroughly than do othe-rs. Entire villages
have been excluded from the subsidy scheme until political leaders
intervened.

The decision to implement a urea price support sch_eme for paddy
farmers in 1972-76 was also an effort to maintain the income le'vel of
paddy farmers. Although the scheme failed to prevent a decline of
rice output, the government considered this tactic politically neces-
sary to demonstrate that it was trying to help the paddy. farmers.

It is not surprising that the government topk a Io'ng time to react
to the pressure of rubber smallholders seeking rellef.from pricing

policies. Although the government was aware of the impact of the
export tax on this group, it was reluctant to abolish the tax because
such action would have led to a substantial loss of revenue.‘Fur-
thermore, rubber smallholders are more disperseq geographically
than paddy farmers; hence, their political influence is no? as great.

In 1980 the government amended the old method of estimating the
price of rubber for export tax purposes and b(?gan basing it on the
f.0.b. prices of lower grades of rubber. This in effect reduced the
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export tax on rubber. Another move to assist the smallholders was
the cost-plus principle instituted in 1982 to caleulate the rate at which
the export tax became payable. These two changes were possible be-
cause the government wished to share its growing revenues from
exports of crude petroleum with the rubber smallholders in the form
of areduced export tax rate. Indirectly, the estates also benefited from
this move. e

The government has yet to act on the rubber industry’s request that
the replanting tax be removed or reduced. Although the tax, together
with a government grant from general tax revenues, is returned to
the smallholder to help him replant, not all smallholders qualify to
receive the replanting grant (they must have title to their holdings,
although this regulation has since been relaxed for those with very
small holdings, who are mainly Malays). In addition, owners with
holdings of 10 hectares or more were only allowed to receive replant-
ing grants for a third of their holdings, but this ruling was removed
in 1981.

Until the 1980s, private oil palm plantations in Malaysia were
owned mainly by nen-Malaysians. The government then intervened
to purchase the equity of plantation companies in order to increase
the Malays’ share of equity capital. The income from oil exports pro-
vided the funds for these purchases. Nationalization of these com-
panies was thereby avoided. The government considers the oil palm
industry a-source of revenue and thus the direct effects of its pricing
policies did little to stabilize palm oil prices. Since there are no small-
holders, the government is less concerned about the oil palm industry
in any case.

To reiterate, the pricing policies analyzed in this study have been
highly consistent since 1960. In accordance with these objectives, the
government has attempted to use the increasing income from crude
petroleum exports to raise the incomes of the small farmers, either
directly, through subsidies, or indirectly, through reductions in the
export tax. To this end, the policies reflect cultural, political, and
economic conditions in the country.

The agricultural sector, particularly its export crops, has been a
consistent source of revenue for economic development. Although
the importance of these taxes has declined in recent years, the gov-
ernment has been careful to encourage the growth and development
of export crops. Transfers out of agriculture in the form of taxes have
been offset in part by infusions of capital into the infrastructure of
rural areas, rubber replanting grants, paddy price support, input sub-
sidies for paddy and other crops, research facilities, extension ser-
vices, and processing facilities.

Malaysia’s particular blend of policies is the product of tension be-
tween the politically strong paddy farmers and the economically
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strong plantations and emerging Industrinl sector, Between 1960 and
1983 rubber production was taxed fairly heavily, although the gov-
ernment made every effort to maintaln its competitivencss by estab-
lishing a research organization. Although this research effort was
financed by the industry, the government made certain that the pro-
ceeds went into rubber research and thus benefited the producers.
Similarly, the replanting of new varieties of rubber trees and the di-
versification program from rubber to oil palm were largely financed
by the rubber industry, but the programs were implemented by the
government.

The stable (and high) rice price that has been the cornerstone of
Malaysia’s agricultural policy since the mid-1940s has also contributed
to the country’s general stability. Although urbanization has been
rapid, it has been educated youths rather than landless laborers who
have been moving from the rural areas to the cities. The country’s
pricing policy has also helped the more moderate and highly prag-
matic Malay political party to stay in power. In the case of rice, how-
ever, the policy has incurred a direct economic cost in the form of
additional investment in infrastructure and the additional labor re-
tained in rice production in marginal paddy-growing areas. Overall,
the policy has enabled a multiracial country to achieve rapid economic
development without serious ethnic conflicts.

Notes

1. All monetary values reported in this chapter are in Malaysian ringgit
(M$). The market exchange rate in 1983 was US$1.00 = M$2.3382, which in
December 1987 had depreciated to M$2.52 per U.S. dollar.
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