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Abstract

This thesis is a study of Malaysian government policy for stimulating the role of
small and medium enterprises (SMEs) in economic and industrialization growth.
It was envisaged that SMEs would be one of the primary foundations for the
country’s future industrial growth. Besides being playing a major role in
generating employment, SMEs were to be critical in strengthening industrial
linkages, penetrating the markets and generating export earnings. It had been
emphasised that there is a need to set programmes into the industrial process
which enhance industrial linkages between SMEs as suppliers of parts and
components and large enterprises. However, as reported by UNIDO (1995) the
implementation of such programmes have not always been successful in
developing countries due to lack of communications between agencies, lack of
private sector investment, inconsistency in implementation and unfair regulatory
burdens placed on SMEs. Furthermore, the government of Malaysia (1995)
commented that common features of SMEs are poor quality, delays in delivering
their services, absence of technological innovation and a of lack managerial
capabilities. For the empirical study, a survey and an in-depth case study were
conducted to determine the government policies for encouraging linkages
between large firms and the SMEs, specifically the vendor development
programme (VDP) and the local content requirement programme (LCR). The
study uses the rich data of interviews and observation to evaluate critically the
positive and negative lessons from the two initiatives. The results from the study
show that SMEs and anchor companies welcomed government policy to stimulate
SMEs. However, several failures of the VDP were recorded at the
implementation stage. In contrast the LCR had few critical problems and
benefited SMEs and anchor companies. Numerous incentives are available in the
promotion of SMEs have not fully benefited SMEs overall due to implementation
obstacles and the managers’ preference to concentrate on the daily operation of
their SME. The concept of close relationships between an anchor company and
supplying SME:s is still relatively new and there was evidence in the fajlure of
SMEs and anchor company to communicate openly. Nonetheless, within the
study the performance of SMEs in fulfilling the operating requirements was
encouraging as evidenced by the absence of negative comments from the anchor
companies regarding on the delivery, quality and cost of the SMEs. The study
recommends that there should be a continuous communication and commitment
between anchor company and the SMEs with periodic visits and monitoring by
the appointed government agency. In addition lessons should be learnt from the
operating of the VDP concept by Proton and Japanese firms. Finally, anchor
company should have a high level of market access either to domestic and
overseas markets.
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CHAPTER 1

INTRODUCTION

1.1 Overview of the Small and Medium Enterprises

In the post Second World War era, economic progress and development
comprising annual increases in gross national product (GNP) per capita (Todaro
1994) have been closely identified with industrialisation. To be an industrialised
nation, manufacturing has to play a dominant role at the expense of agriculture and
rural development (Todaro 1994; Jomo 1993; Chowdury and Islam 1997; Alavi
1996). In many countries, multinational corporations (MNCs) have helped accelerate
the process of industrialisation (UNIDO 1995; Alavi 1996; Anuwar and Wong cited
in Jomo 1993). In the Newly Industrialised Countries (NICs) of South Korea, Taiwan
and Singapore (Chowdury and Islam 1997), the implementation of import substitution
(IS1) initially and later export-orientation (EOI) strategies (Alavi 1996; Jomo 1993)
has assisted the acceleration of the manufacturing sector. The development of the
Malaysians manufacturing sector through export-oriented strategies for example, has
led to the emergence of many large firms (e.g. PROTON — the national car

manufacturer).

Malaysia’s impressive record of economic development through the 1980s
and 1990s is well documented (Bank Negara Report, 1998 i.e. The Central Bank of
Malaysia). An average growth rate above 8% for seven consecutive years, a

considerably low inflation rate and sustained export growth is an achievement



surpassing any other, either developing country or the developed countries (further
details are discussed in chapter 2). However, economic commentators have criticised
government policy for being incoherent in the past two decades (70°s and 80’s) (Jomo
1993; Anuwar and Wong 1993; Lim 1992) with the impact on the country’s industrial
process to sustain long-term economic growth and also commented on the
significance of the role of Small Medium Entrepreneurs' (SMEs). Later in 1996 (in
the Sixth Malaysian Plan) the government, however, positioned SMEs as the
keystone in the economic and industrial policy. This has been supplemented with the
set up of well-organised government agencies such as the Malaysian Industrial
Development Authority (MIDA), the Ministry of Entrepreneurship Development
(MED), and the Ministry of Finance (MOF) etc., which illustrates the significance of
SME:s to the overall government economic policy. In practical terms, this continued
interest from a policy perspective has continued since the 1% and 2™ Malaysian
Industrial Master Plans. The hierarchy of the plan will be explained in chapter two.
The Malaysian Plan is a five yearly long-term economic development plan for the
country. The country started its five-year long-term planning with the First Malaysia
Plan in 1965 until 1970 and now is into the Eighth Malaysia Plan from year 2000
until 2005. It is important to note that the Malaysian Industrial Master Plan (IMP)

focuses only on the development of the industrial sector of the country.

! Effective from January 1998, the new definition for SMEs: Small scale industry consists of local
companies with 50 or less full time employees with annual sales turnover of not more than RM10
million. Medium scale industry comprises local companies employing between 51 and 150 full time
employees with annual sales turnover of RM 10 million to RM235 million.



The importance of SMEs for the industrialisation process was observed by
UNIDO (1995), noting that successful programmes of industrialisation are those
which move towards increasing the absorption capabilities of SMEs to make them
attractive to large enterprises. A strong SME sector is seen to be vital to a buoyant
economy, creating jobs, providing the foundations for large companies of the future
and contributing to the country’s long-term growth. In fact, it has been recognised
that a fundamental building block of Japan’s manufacturing strength was its SMEs
(Hines, 1994). SMEs are important to the final assemblers (the large corporations)
because they support the industry through activity as subcontractors in a production

system to supply parts and components or intermediate products,

SMEs have an important role, to play other than generating employment,
revenue and increase domestic value-added; as they strengthen industrial linkages
between large firms and SMEs as suppliers of components. Nonetheless, SMEs are
seen to have an important future role in generating employment opportunities,
securing home markets, earning of valuable export revenue, and strengthening of
industrial linkages. In Columbia, the expansion of SMEs has contributed to a rapid
growth in production, employment and above all in the country’s economy especially
the manufacturing sectors (Cortes, et. al., 1987). It has also contributed within other
countries such as South Korea (Song 1990; Rhee 1994; Robert 1994}, Thailand
(Thongpakde et.al. 1994), Indonesia (Thee 1994), Singapore (Soon 1994) and Taiwan
(Schive 1991). Hence the Malaysian government took initiatives to accelerate the
development of SMEs so that they could be one of the primary foundations for the

country’s future industrial thrust (Mahathir, 1995).



The increasing magnitude and significance of the SMEs is a recognised
feature of most nations. Malaysia is no exception. In her vision to be a fully
developed and industrialised nation by the year 2020, (Hamid et al, 1993) future
progress toward that end was seen to depend greatly upon the development of SMEs.
The “vision 2020 of the country recognised the importance to industrialise rapidly by
capitalising on the country’s strengths and forcefully tackling the weaknesses. In
pursuit of this policy, the government needs to deal with the problem of a narrow
manufacturing base and further needs to diversify, because most of the Malaysian
manufactured exports comes from the electrical and electronic sector (50 per cent of
the total manufacturing) and the textile industries. Furthermore there is a need to
generate local intermediate products and strengthen weak industrial linkages.
Furthermore, there has seen an inadequate development of indigenous technology, too
little value-added, too much simple assembly and production. There is also a need to
counter the rising production costs, by improving efficiency and productivity, and to

overcome the serious shortage of skilled manpower (Hamid et al 1993).

The evidence of success in nurturing SMEs to effectively fulfil such roles is
currently interspersed with disappointment at the lack of progress in many areas of
potential SME development within Malaysia (Wyer and Mason 1999). Therefore it
can be seen that the Malaysian industrial policies give SMEs an important role to play
in generating employment opportunities, in strengthening industrial linkages, in
penetrating markets and generating exports earnings, thus they have a crucial role for

tomorrow entrepreneurs. The government has strived to devise appropriate assistance



schemes and has seek to raise the level of management expertise, technological know-
how and skill levels of the employees in this very important and neglected economic

sector.

The pace and nature of the economic growth and development, before the
Asian crisis, within Malaysia, meant that there was a real need to consider support for
SME enhancement within the context of the major challenges facing future Malaysian
economic development. The future challenges confronting Malaysian economic
development will see substantial change in the nature and complexity of the problems;
rising production costs, brought about by rising cost of labour, raw materials and
overheads, and serious shortage of skilled manpower with which SMEs will have to
cope. High level management skills and creative and innovative support approaches
from the government and the large corporations to assist SMEs managers to create
markets in their linkages with large corporations were seen as a priority of the

Government.

In Malaysia, the majority of the manufacturing companies fall into the
category of SME?. The majority of SMEs are owned by Malaysian, while foreign-
owned SMEs accounted for 23 per cent of medium-scale establishments and 3 per
cent of small-scale establishments (Lim 1992, Fong, 1990). Local SMEs are generally
labour intensive and many do not use state-of-the art technology and equipment.

According to research conducted in 1988, there were 28,335 manufacturing

2 Before the new definition announcement made effective in January 1998.



companies in Malaysia, of which 92.6% were SMEs, which created 40.2% of job

opportunities for the whole industry (Mohd Asri, 1993).

However the productivity levels of SMEs were still behind the overall levels
of larger industries (NPC, 1997). SMEs productivity output only amounted to an
average of RM11, 900 compared to the larger company’s productivity output that
total up to RM 33,700. The capital intensity on the other hand for each worker only

reached RM12, 300 compared to RM45, 000 for larger industry.

Research conducted by the Government on 13,992 SMEs in 1988/89 showed
that 69% of the SMEs were family or individually owned. Considering the capital
aspect, 77% had capital of less than RM50,000 while a further 10% were between
RM350,000 - RM100,000 and the remaining 13% had a paid up capital asset value of

between RM100,000 - RM500,000 (MITI, 1994b).

The above information indicates that Malaysian SMEs were still far behind the
pace of larger industries. In order to fulfil the government’s aspiration to develop
Malaysia as an industrial country for the year 2020, many approaches have been
studied to develop SMEs in a systematic and well-planned manner at every level of
the implementation stage of the policy process. The approach of this thesis is to
examine, within the context of the impressive and remarkable record of economic
development, the government effort on the Vendor Development Programme (VDP)
and the Local Content Requirement (LCR) policy. These two policies had the long-

term view of enabling SMEs to become the eventual manufacturers and suppliers for



industrial inputs (parts and components), machinery and equipment for the

MNCs/Local Large Scale Industries (LLSIs).

1.2 Statement of Problem

Jomo (1994); Anuwar and Wong (1993); and Lim (1992) and (1994) have
noted that several Malaysian government policy initiatives were successful while
others needed further modification to support the programme. The requirement for
sustained industrialisation has led to several Newly Industrialised Countries (NICs)
examining the role of SMEs (UNIDO, 1995). Many programmes have been initiated
to enhance the linkages between SMEs and the large enterprises, including tax
incentives, umbrella and vendor systems, local content requirement, information
exchange and cluster creation to encourage SMEs to be effective (UNIDO, 1995).
The implementation of these programmes has not always been successful in
developing countries due to lack of communications between agencies and the level
of private sector involvement. Inconsistencies in implementation, unfair regulations
placed on SMEs and lack of managerial accountability were also seen to undermine
the effectiveness of these policies (UNIDO, 1995). Fundamental weaknesses in the
manufacturing sector are recognised by Malaysian government. Rafidah (1996}
indicated a lack of the industrial structure that was manifested in the relatively weak
linkages among SMEs, including the lack of support linkages with large companies

and the domination of the foreign sector without strong two-way relationships with



domestic firms’. Due to their size, inadequate capital, management, marketing,
production capacity and low utilisation of modern technology, SMEs have exhibited a
lack on inter-industry linkages, poor quality and delays in delivery to support the

large industries (Government of Malaysia, 1995).

Amongst the prominent problems facing the SMEs development nationally
are the shortage of skilled personnel, poor linkage development, lack of market
access, inadequate finance, unintended impact of policy instruments, competitions

from foreign SMEs and technological constraints (Salleh, 1990; Chee, 1986).

In Malaysia, inter-industry linkages are not widespread and the local SMEs
produce few intermediate products for large enterprises (Anuwar 1993). In most
industrial countries, the large and better-integrated industries tend to lose from their
small counterparts. The larger industries tend to supply components and intermediate
goods for large firms. However, it could be seen that these are the stages of
development of greater inter-industry linkages. Japan demonstrated strong linkages
between large and small firms (Sako, 1992; Hines, 1994; Leenders and Blenkhorn,

1988) that the Malaysian government intended to emulate.

The business environment facing smaller firms is often very difficult to assess
and it is also difficult to predict their achievement with any level of accuracy (Chee,

1986). There are many reasons for the lack of market access for the SMEs. Most

* For further details please refer to the ‘Sixth and Seventh Malaysian Plan’ by the Economic Planning



SMEs are too dependent on the local markets for sale of their products and only a
small number have successfully marketed internationally (Salleh, 1991; Sarkar et al,
1992). Academics and practitioners have advocated that the main reasons were lack
of funds, no research and development (R&D) to upgrade quality, unattractive
packaging and labelling, plus poor quality and distorted information on the demands
of the international markets (Salleh, 1991; Sarkar et al, 1992; Chee, 1986; Aziz,

1981).

A major finding from academics and practitioners is the lack of ability of
SMEs to access organised capital markets. Most of their capital funding derived
mainly from small personal savings, loans, from friends, or even relatives and
sometime pawnshops (Chee, 1986; Aziz, 1981). The discouraging factor is that
bankers are always asking for collateral, while loans from moneylenders, middlemen
and pawnshops can be even more difficult. On the other hand, SMEs difficulty in
accessing institutional credit at reasonable interest rates was seen to be due to poor
management by the SMEs themselves, thus resulting in poor credit ratings,
uncertainty about their business and the risks involved and low financial returns

(Chee, 1986).

Unfortunately (Anuwar, 1993), although government policy, regulation and
practices are not to discriminate against SMEs, however they suffer some impacts and
heavy penalties. For example, some major fiscal incentives are biased in favour of

large and capital intensive enterprises. Another example of discrimination faced by

Unit, Prime Minister Departrnent, Malaysia.



SMEs is related to government procurement policies, whereby most government bulk
purchasing and tenders favour large enterprises because of better quality and lower

prices.

The local SMEs often face severe competition from foreign SMEs
counterparts, For example, the Japanese relocated their SMEs to Malaysia because of
the rising yen and the need to serve their own Japanese firms. These SMEs have
higher levels of technology, have longer relationships with their MNCs and thus

procurements policies tend to favour them (Government of Malaysia, 1996).

Malaysian SMEs have low technology, lack innovation, lack special
equipment and have an unqualified workforce. Inadequate market access and less
R&D had substantially affected the development of new products and the upgrading
of the existing products (Government of Malaysia, 1996). Thus the creation of
linkages between large enterprises and SMEs would help promoting technology
development and technology transfer. Under the subcontracting system, the Vendor
Development Programme (VDP), SMEs were given every form of assistance by large
enterprises in terms of product quality, standard design and machinery and equipment
upgrading and even quality raw materials. The VDP was initiated in 1988 and aimed
at developing SMEs in the manufacturing of parts and components to large industries.
The local content requirement (LCR) was initiated in tandem with the automobile
industry in the mid-1960s, to encourage the consumption of local raw materials in
parts and components to be supplied to the large industries. The details of the two

initiatives are fully discussed in chapter three.
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