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Executive Summary

Diagnostic & Strategy

In the First Interim Report. the major findings of our diagnostic of the Malaysian GIRG industry were as
follows:

1)

i.)

i)

w.)

v.)

vi.}

the GIRG ind1stry has developed rapidly over the past five years and has made impressive progress
in demestic and export markets:

the industry continues to have features of an immature industry and the size of businesses is small
by world standards. Nevertheless, there are no structural weaknesses in the industry and as the
industry grows. it wili develop a mature industry structure;

the industry has made rapid progress in establishing corperate capability. Though corporate
capability is less developed than the industrialised countries, it is better than competitor countries
within ASEAN and other low cost countries;

over the next decade, the industry is poised to grow rapidly through a combination of higher
domestic demand and increased export opportunities. due to the greater internationalisation of trade
n rubber products:

the potential threats to the growth of tne industry are a loss of competiliveness due to rising factor
costs and the development of capability in lower cost countries, particularly if wortd-class companies
from industrialised countries locate there;

the two main barriers to accelerating the development of corporate capability are lack of access to
reasonably priced technological support to develop new compounds and products and to trouble -
shoot manufacturing operations and export market development infrastructure.

Given this diagnostic, we recommended a two pronged strategy to develop the GIRG industry:

i) accelerating the development of the industry by improving access o technological support and
markeling infrastructure;

1.} to atlract internationally mobile investors to Malaysia by offering joint-ventures with local
companies and thus both counter the threat posed by their relocating in competitor countries
and to help strengihen the Malaysian industry.

In the Second Interim Report we set out the programmes we believed would help to implement the strategy
effectively. Programmes were divided between three major and three other programmes as follows:

Major Programmes

Technology Centre

Establish a technology centre (GIRG Tec) dedicated to the needs oi the rubber product industry.
Because of the problems of cost recovery from a comparatively smali rubber product industry, the
institution should initialiy be based at RRIM and receive Government subvention, But over a three
year period, it should be transformed from a sell-accounting entily within RRIM (though with a
separate board on which the private sector participates) into a luli-fledged, independent, product
development association.

In the pencd before a full-fledged GIRG Tec. is eswablished, commission consultants Lo serve the
industry’s lechnical support requirements.




Export Market Development

Launch an export market development programme which would provide marketing assistance at an
affordable cost to GIRG exporters. The pragramme would focus on export markets in W.Europe, USA
and selected countries in the Asia-Pacific Region.

Alliances, Joint Ventures and Investor Promotion

Assist Maiaysian manufacturers identify fcreign partners for alliances and joint-ventures and promote
interest in locating in Maiaysia amongst leading intemationai GIRG manufacturers.

Other Recommendations
Underdeveloped product areas
Closed cell sponge and oil related products represent products the manufacture of which is
underdeveloped in Malaysia and for vihich demand is rising both in the domestic market and in the
Asia-Pacific region. The short-term technical support to be provided to the industry should address
issues related to existing GIRG manufacturers diversifying into these product areas.
In the case of calendered sheel and sheet products and adhesive tape. though Malaysian capability is
underdeveloped and demand is iiiCreasing, investment requirements are high and there are doubts
over vizbility. We therefore recommended commissioning feasibility studies.
import substitution

Launch a programme to identify possibilities of substituting domestic production for the large
amounts (MS250 million) of imported GIRG products.

Policies & Incentives
Prepare a position paper on reducing tariffs on imporied inputs. Discuss with the industry

association, MRPMA, ways of improving information on and Lake-up of incentives by small
businesses.
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I Sector Definition, Characteristics & Data Sources

Sector Definition

it is conventional in the rubber industry to distinguish between tyre and non-tyre industries. But
within the non-tyre industry there are a range of possible sub-divisions based either on products or
end-uses. Terminology used is imprecise with the same term used to describe different product or
end-use groupings and categories can have overiapping boundaries.

It is therefore important to clarify the definition of terms used.

In Malaysia, the Department of Statistics defines three sub-sectors of the rubber products industry -
tyre and tubes, footwear and Other Rubber Products. Whereas the first two are discrete product
categories, the latter - Other Rubber Products - covers a wide range of products serving industrial,
medical and consumer uses.

The Malaysian Industrial Development Authority (MIDA) wished to focus this study on Other Rubber
Products and within this sub-sector to exclude iatex products such as examination, surgical and
household gloves, catheters, condoms and thread in which Malaysia had already developed a world
scale industry or about which plans had already been developed. The terms of reference (TOR) of the
study listed the foliowing products:

. industrial Rubber Goods
- beltings (transmission, V-belts, conveyor, position drivers)
- hoses and tubes (moulded, wrapped, woven, hydraulic)
- mountings (engine, machinery, vibration, bridge barriers, building mounts, shock
absorbers)
- cables

. General Rubber Goods
- sports goods (golf balls, tennis balls, balls, paddlers, watersport items)
- sheeting and matting
- rollers
- hot water bottles
- floor covering
- rubber bands
- mouldings

In Malaysia, a distinction is made between industrial and general rubber goods, the latter covering
mainly consumer goods but also some products serving industrial uses.

In the international rubber proauct industry, the products covered by the study would be termed
hoses, belting and general rubber goods, though the term general rubber goods includes also latex
gloves, catheters, condoms and threads which have been excluded from our study.

We have used the term general and industrial rubber goods {(GIRG) to cover all the products included

in the study. And within GIRG, further divided products in terms of industrial rubber goods, consumer
goods and rubber compound. This terminology reflects the markets in which products are sold.
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In addition to tne products listed in the TOR there are a number of latex, foam and other products
which can or may possibly be manufactured in Malaysia. We have included these in our study. The
products covered by the term GIRG as used in this report are as follows:

. industrial Products
- beltings (transmission, V-belts, conveyor, position drivers)
- hoses and tubes (moulded, wrapped, woven, hydraulic)
- mountings (engine, machinery, vibration, bridge barriers. building mounts, shock
absorbers)
- cables
- sheeting and matting
- rollers
- floor coverings
- mouldings
- tape

. Consumer Goods
- sports goods (golf balls, tennis balls, balls, paddiers, watersport items)
- toys. balloons
- matting
- hot water bottles
- floor covering
- stationery - rubber bands, erasers
- foam bedding
- inflatable rubber products

. Rubber Compound
- masterbatch

Products such as matting and floor covering are both industrial and consumer goods.

The manufacture of rubber compound is included by the Malaysian Rubber Research and
Development Board (MRRDB) in the category general rubber goods. The main businesses of many
rubber compounders is the manufacture of compound for tyre retreading but they also manufacture
masterbatch which is an input in the manufacture of GIRG products. The manufacture of masterbatch
can thus be considered part of the GIRG sector.

Characteristics
The non-tyre industry including the GIRG sector can be divided broadly into two types of operations:

i.) operations dedicated to the manufacture of specific products such as belts, hoses and some
consumer products.

ii.)  operations based on various processes of rubber conversion such as compounding, moulding,
extrusion and calendering (see figure 1)

RAPRA @ RES&CE
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The Structure of the Rubber industry

Chemicals, Fillers and
- Natural Rubber Synthetic Rubber Additives
HBLeralS | (Soure - Agreutura) | | e micar nstnos) | | (Source - Chemicaland
. Mineral Industries)
Rubber Product Manufacture

Retreading

Calendering |

Industrial Consumer
Rubber Products Rubber Products
Y Y l Y Jr
Engineering &
Other Industries OEMs Replacement [——>» Consumer
figure 1

In the GIRG sector worldwide a high proportion of industrial rubber goods and a significant proportion
of consumer goods are made by rubber conversio.. operations. Taken together, the output of such
operations is a very wide range of products which are often not given specific product categories.
They are referred to in the industry simply as general moutdings or extrusions.

These conversion operations have considerable flexibility of product. They can easily adapt products
to meet the needs of different applications and hence of the markets that they serve.

Analysing such operations in terms of products they currently manufacture is not productive as they
are able easily to charge the product they manufacture. It is more useful to evaluate them in terms of
capabilities - t0 serve high or low value markets, to produce products of more or less technical
sophistication and in terms of their ability to meet customer needs competitively.

The focus on capabilities rather than products has an impc:tant implication. Unlike other industries
where increasing value added or serving more attractive markets often requires changing the product
manufactured, in the GIRG sector it usually requires enhancing capability. Hence strategies for the
GIRG sector are zapability driven rather than product driven and we have locused in this report on ways Lo
impreove capability.
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Data Sources

Data at the level of the GIRG sector are not readily available in Malaysia. Published information from
the Department of Statistics covering output, employment and value added do not provide
breakdown< further than the level of Other Rubber Products.

External trade statistics do not contain a discrete category for trade in GIRG products. Whilst almost
all industrial and some consumer goods are included under category 62 of the Standard Industrial
Trade Classification - Rubber Products - foam bedding and sports goods are excluded from this
category.

As a result, studies of the industry tend to use their own classifications and this makes data
inconsistent. With no standard categories we too have had to carry out our own analysis using the
definitions outlined above.

Our data sources include non-published data from the Department of Statistics prepared specially at
our request, analysis of external trade statistics, use of various reports on the Malaysian rubber
products industry, data from MRRDB which they have analysed specially for us, information from the
Malaysian Rubber Product Manufacturers Association (MRPMA) and information from MIDA's own
data- Janks.

In addition, with MIDA's help and guidance, we undertook a survey of GIRG firms to collect additional
data on the industry and its businesses. The survey does not provide statistically robust results but it
has proved a useful cross-check on official data and provided insights on the capabilities,
competitiveness and profitability of GIRG manufacturers that secondary data do not provide.

Lastly, information on the international rubber industry has been accessed from RAPRA's extensive
data banks which include statistics from the International Rubber Study Group (iRSG), trade statistics
on important export markets and a host of other industry sources.

RABRA @ RES&C®
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Il Perspectives, Performance and Economic Importance

This section profiles Malaysia's rubber products industry in the context of the international industry,
examines the position of the GIRG sector within the rubber products industry, analyses its performance
in the context of Malaysian economic growth and assesses its importance to the country’s economic
development.

International Comparisons

in contrast to Malaysia's pre-eminence as a world rubber supplier, its rubber products industry is not
prominent in the world industry. It is smaller than the industries of the leading industrialised nations,
many newly industrialised countries such as Korea, Taiwan and Brazil as well as those of the large
developing countries such as China and India (see Figure 2).

Worldwide, rubber consumption is estimated at 14.7 million tonnes. Malaysia's rubber consumption
represents less than 2% of world consumption.

International Comparison of Malaysia's Rubber Industry .
o Rubber Rubber Rubber
L consumption consumption| consumption
Group | Country (000 tonne 1992) | per capita (kg) | per $m GOPfka)
Leading USA : 2,891 1.3 05
industrial Japan 1,766 14.1 05
nations Gemany 628 8.5 04
Newly Brazil 401 26 1.0
industrialised | Korea 553 125 20
countries Taiwan 307 15.0 1.7
ASEAN Philippines (1192 3.1 44
countries Thailand 154 2.6 19
Indonesia 168 0.9 1.4
Singapore 16 59 04
Other China 1,110 0.9 27
developing india 516 0.6 1.9
countries :
Malaysia 238 12.9 57

Note:: (1) Although this is the official figure given by the Philippine authorities, IRSG has considerable ~ 9ure 2
doubts over its accuracy. The figure is probably significantly overstated.

Sources: International Rubber Study Group (IRSG), Malaysian Rubber Research and Development Board (MRRDB),
Various international publications

Unlike rubber which is an internationally traded commodity grown in a limited number of countries,
rubber product manufacture is spread across the world. Traditionally rubber products have been
manufactured in the ccuntries of consumption rather than supplied by a limited number of
manufacturing countries. Hence, the level of concentration found in the rubber industry is not possible
in the rubber products industry.
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Rubber consumption is closely com:iated with the GDP of a country which in turn is detemined by the
size of its population and level of d2velopment. The greater the GDP, the higher the demand for
rubber products and the greater th2 level of rubber consumed to manufacture them.

Relative to the size of the country, Malaysia's rubber industry is well developed. In per capita terms,
rubber consumption in Malaysia is comparable with the leading industrialised nations and
substantially ahead of its ASEAN neighbours.

In per capita rubber consumption, the Malaysian rubber products industry is catching up with major
industries such as those of Japan and Korea . In 1981, according to the medium and long term
Industrial Master Plan {IMP) document, Malaysian per capita rubber consumption at 4.7kg per capita
was below Korea's (6.6kg per capita) and substantually lower than Japan's (11.0kg per capita).
Currently, its per capita consumption is not far behind Japan's and is equivalent to Korea's.

In terms of rubber consumption per unit of GDP, industrialising countries have a higher ratio than
industrialised countries as rubber is one of the industries estabiished early in the development cycle.
Malaysia's ratio of rubber consumption to GDP is exceptionally high. It is far higher than other ASEAN
countries.

But despite its high level of per capita consumption and the greater than proportionate rubber
consumption in relation to its GDP, the industry remains comparatively small largely because of the
small Malaysiar population of approximately 18.5 million people.

Profile of the Malaysian Industry

The rubber industry in Malaysia is made up of three main sub-sectors: tyres and tubes; footwear; and
other rubber products. Of these three sub-sectors, other rubber products is the largest, both in terms
of value of output and rubber consumption, as shown in Figure 3 below. It accounts for 60% of the
value of output and over 80% of rubber consumption.

Relative Size of the Main Sub-Sectors of the Rubber Products Industry - 1992

Sub-Sector Value _Rubber consumption
M$ million % oftotal | ° nn % of i

Tyres and tubes 855 314 398 16.7
Footwear 235 8.7 6.6 28
Other rubber products 1,634 60.0 191.6 80.5
Total 2,724 100.0 238.0 100.0
Sources: Department of Statistics, MRRDB figure 3

This pattern of output and rubber consumption is unusual in international terms. In many
industrialised and industrialising nations the non-tyre sub-sector accounts for roughly half the country's
rubber consumption (Figure 4 below). Only in countries such as Singapore and Taiwan is non-tyre
rubber consumption as high as Malaysia. This unusual pattern of output is caused by a combination
of relatively poorly developed tyre sub-sector and a comparatively well developed other rubber
products sub-sector in Malaysia.

~
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_Desme the pr‘edommar-\ce of non-tyre output, the Malaysian nonttyne Rubber Consumption
industry remains small in world terms. Its output of MS 1,869 million In Non-Tyre Sector -
(USS 747.6 million) represents just over 1% of the worid non-tyre Cou T
il mry % Rubber
output of USS 65 billion. : | Con ed
Position of the GIRG Sector Malaysia .~ - 83
Talwan T4
Malaysia is unusual also in the fact that much of the ouput of the Korea -
non-tyre/non-footwear sector is made up of latex goods. In the rubber Europe : 44 -
products industry internationally, non iatex GIRG would be the most US’_‘ K 38
. . . Thailand 54
important sub sector. This results from a relatively well developed latex | (nqonesia =~ 55
goods sector and a poorly developed GIRG sector in Malaysia. Phillipines(1) = 88
Singapore 99
As Figure S shows, the majority of output and rubber consumption Note: IRSG doubts the ﬁgure 4
in the other rubber products sub-sector is made up of latex goods accuracy of these figures.
. Source: IRSG
- gloves, condoms, catheters and latex thread - which account for
over three quarters of output and rubber consumption.
|_Breakdown of Quiput of Other Rubber Products - 1992
' Value Rubber Consumption
Product Group M$ million % of total| ‘000 tonnes % of total
Latex Products
- gloves 953.9 58.4
- catheters 83.5 5.1 ‘
- condoms 10.6 0.6 :
- latex thread 2348 144 —_—
Sub-total 1,282.8 785 147 .1 76.8
GRG
- industrial and v
consumer rubber goods 2088 18.3 29.4 15.3
- rubber compound 52.4 3.2 15.1 7.9
Sub-total 351.2 215 445 23.2
TOTAL 1,634.0 100.0 191.6 100.0

figure 5
The predominance of latex based products in the output of other rubber products in Malaysia is very
different from the situation internationally. In industrialised countries such as Japan latex products

make up less than 5% of non-tyre rubber consumption, rather than the over 70% share they hold in
Malaysia.

This is because Malaysia has established a strong position as a supplier of latex goods internationally
and exports much of its output, Increasingly the main markets for latex products in the industrialised
countries are being supplied from low cost manufacturing countries. And rubber producers such as
Malaysia have a natural competitive advantage in supplying latex products for two reasons:

i.)  latex does not travel well, in terms of maintaining consistency of product;

ii.)  shipping latex products provides transport cost advantages over shipping latex - about 60% of
latex is water.
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The only country in which latex products start to approach such a dominant position in the non-tyre
industry is Indonesia where they account for 43% of non-tyre output. Indonesia too has become a
major supplier of latex gloves to the world market.

The GIRG sector in Malaysia, in comparison with the industries of the industnalised nations, is less
developed. It accounts for 19% of non-tyre output and less than 22% of rubber consumption. In
most industrialised nations the sector's contribution to output and rubber consumption would be in
excess of 70%.

Malaysia's per capita consumption of GIRG at 2.5 kg is lower than Korea's (4.8}, Singapore (5.5) and
Japan's {(5.5) and much lower thar Taiwan (9.7). But it is ahead of the other ASEAN countries
including Thailand (1.2) which is noted for its GIRG exports.

The Malaysian GIRG industry though not as advanced as those of industrialised nations is ahead of its
closest ASEAN rivals.

Industry and Sector Performance

| Rubber industry

Over the past decacz, the Malaysian economy and manufacturing industry have grown dramatically.
In the 1980s, despite a fall in GDP in 1985, the economy averaged real GDP growth of nearly 6% per
annum. There were twc phases of growth coinciding with the Fourth {1980 - 1985) and Fifth (1985 -
1990) Malaysia Plans. During the fourth Plan growth averaged 5. 1% but during the Fifth, it
accelerated to 6.7% per annum.,

In both phases, the growth of the manufacturing sector cutpaced the economy as a whole. During the
Fourth Plan the manufacturing sector grew at 5.4% per annum and during the Fifth, its average annual
growth was an impressive 13.7%. Over the decade as a whole, manufacturing growth averaged 9.4%
per annum.

But impressive as the growth of the manufacturing sector has been, over the decade the rubber
products industry outperformed the manufacturing sector. During the Fourth Plan growth was
comparatively slow at 3.6% per annum, but during the Fifth Pian, the rubber products industry
recorded the highest growth of all sectors of manufacturing, averaging an astonishing 29.3% per
annum.

Even the electronics and electrical sector, which has been the cornerstone of manufacturing growth in
the country, recorded over the 1986-1990 period a marginally lower rate of growth (26.8% per
annum). And other traditional sources of growth such as the textiles and clothing and wood and cork
products sectors recorded less than half the level of growth of the rubber products industry (see Figure
6). But it should be noted that the relative size of the rubber products industry was much smaller

~
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than these sectors.

- Comparison of the Rate of Growth
This remarkable rate of growth of of the Rubber Products Industry
the rubber industry continued in the 00T 1985 - 1990

early 1990s, though growth slowed

in 1992. Whilst manufacturing
output increased by 13.9% in 1991
and 13.5% in 1992, the index of
rubber products output increased

by 19.8%in 1991 and 8.3% in 1992,

The pattern of output growth is
reflected in increases in rubber
consumption. The decade of the
1980s was a period of very rapid
growth in rubber consumption.

Over the 1980-1992 period rubber
consumption increased from 68,000
tonnes to the 1992 level of 238,000
tonnes, an average growth rate of Source: Sixth Malzysia Plan figure 6
over 12% per annum. Even though

this is a dramatic rate of growth, the

figure does not reflect the unprecedented rate of growth in recent years.

INDEX OF PRODUCTION

The period 1980-1992 was divided into two phases. In the first phase, 1980 to 1986. rubber
consumption remained broadly static. In 1986, rubber consumption in Malaysia is estimated by
MRRDB at 71,500 tonnes, as against the 1980 figure of 68.000. In the second phase lasting six
years (1986 to 1992) rubber consumption increased over threefold, representing an average annual
growth rate of 22.2% per annum.

The Growth of GDP, Manufacturing and the
Figure 7 traces the growth of GDP, manufacturingy Rubber Products Industry 1980 - 1992
and the rubber products industry over the 1980 - Fourth PlanFifth Plan
1990 period. Because of the exceptional rate of indicator 19800'1985 1936'1990
growth the rubber products industry is well on course (%pa.) (%pa)

to achieve the IMP target of 300,000 tonnes of GDP , 5.1 6.7
) Manutacturing 54 13.7
rubber consumption by 1995, Rubber industry output 3.9 203
Rubber consumption 1.0 21.3

B Sector performance figure 7

Within this outstanding overall performance, the performance of the various sub-sectors of the rubber
products industry varies considerably. Much of the growth has been due to the rapid growth in the
output of other rubber products, and latex products in particular.

Figure 8 shows the breakdown of the value of output between the three sub-sectors of the rubber
products industry over the 1980-1992 period and the rate of annual average growth achieved by
each sub-sector.

e
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1980 1992 Average

Value of output Value of output annual growth

Sub-sector (M$ miition) (M$ million)  1980-1992 in %
Tyres and tubes 299 855 9.1
Footwear 166 235 29
Other rubber products 186 1634 19.9
Total 651 2724 19.9

figure 8

Ncte- Figures are in curre ' orices.
Sources: Department of £ -stics. Malaysian Rubber Industry - Current Status, Future Propsects. MIDA

Of the MS2. 1 billion increase in the value of rubber product output. increased output of other rubber
products accounted for nearly MS1.5billion. Output of tyres has also increased substantially by over
MSO0.5 billion, but the rate of growth has not been as impressive as that of other rubber products.
Footwear output, i Zowpariscn with the other sub-sectors, has remained stagnant.

As a result. the contribution of the three sub-sectors to industry output has changed. In 1980 other
rubber products accounted for 28% of industry output, but in 1992 the comparabie figure was 60%.
The contribution of both tyres and tubes and footwear has declined. the former from 46% to 31% and
the latter from 26% to 9%.

The growth of the other rubber products sub-sector has been due mainly to the growth in the output
of latex products.

Output of other rubber products increased from M$S 186 million in 1980 to MS 1,634million in 1992,
an increase of M$ 1,448 million. Of this increase, MS 1,205 mitlion (83%) resufted from the increase
in the output of latex products as shown in Figure 9.

Growth of Output of Other Rubber Products 1980 - 1992

1980 1992 Average
Pr Value of % of Value of % of | Annual Gr |
oduct Group Output total Output total (‘.'.2 :a‘)’wm
(MS million) _ouput 1 _(MS million) ouput i
Latex Products{1) 78 42 1283 79 26.3
GIRG
-1RG and consumer 70 38 299 18 129
- rubber compounds 38 20 52 3 2.6
Sub-Total 108 58 351 21 10.3
Total 186 100 1634 100
Note: Includes products termed general rubber goods figure 9
Sources: Department of Statistics, Rcle and Prospects of the Malaysian Rubber Products Indusiry -
Lim Sow Ching (1988)

Because of the growth of latex products the position of the GIRG sector in other rubber products has
declined sharply. In 1980, GIRG was the predominant activity in other rubber products, but by 1992
GIRG manufacture had become a very small part of the sector.
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n 1980. latex products together with some GIRG's Share in Other Rubber Products
general rubber goods contributed 42% of the Output - 1983 and 1992 Rubber

output of other rubber products. By 1992,
latex products alone accounted for 79%.
GIRG's share of cther rubber product output
fell from 58% in 1980 to 21% in 1992 as
illustrated in figure 10.

The growth rate of latex products at an average
26.3% per annum for the 1380 -1992 period
was over twice the growth rate of GIRG (figure 9).
The growth of GIRG output was constrained by figure 10
the siow growth of the rubber compound sector.

in recent years, however, output of industrial and consumer goods has been increasing faster than
other products, including latex products. Figure!1 presents recent changes in the output of other
rubber

00cs. Growth of Output of Other Rubber Products 1939 - 1992
ge
Value of % ot Value of % of
Product Output  total | Output total [ A™oo T ™"
{M$ miliion} ouput | (M$ million) ouput )
Latex Products
- gloves 600.1 K5 953.9 58 16.7
- catheters 573 5 835 L] 134
- condoms 8.4 1 10.6 1 8.1
- thread 203.6 18 2348 14 44
GIRG
-1RG and consumer 176.2 16 298.8 18 19.3
- rubber compounds 52.2 5 52.4 3 -
Total 1097.8 100 1634.0 100
figure 11

The year on year growth of each product's
output is shown in index form in figure 12, Index of Output of Other Rubber Products 1989 - 1992

2004 eccn.n-

[ 2 L]
From data provided by the Department of E 'E
Statistics. the output of at! products, except| ) : ;
gloves fell in 1992. But this is not bome 1T A EIR G & Consumer
out by either rubber consumption data or 160 oo .. N --------ELatex Gloves
by our own consultations with the industry. H i
In 1992, according to MRRDB data, rubber | . f s AL/
consumption for the manufacture of :
industrial and consumer goods increased by | (551 ,: ...........

18%. We believe that the fall in output Latex Threads

shown in the Department of Statistics 1004

oo

. . - Rubber Compound
figures may be due possibly to inaccurate 1989 1990 1991 1992
returns, figure 12
#7X BEC =7 0]
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| Exports

Much of the growth of the rubber products industry has been due to the growth of exports. Over the
1982 to 1992 period exports of rubber products increased over ten-fold from M$214 to M$2,485 as
shown in Figure 13 below.

Exports of Rubber Products 1982 - 1992
The value of rubber exports has 1982 1992
. sed faster th f Vake : - %of Vabe = %of
increased faster than exports o (M$ million) total |(M$ million) total
manufactures as a whole. The Sub-sector/product : e
growth of manufactured exports - tyres and tubes 116 6 1451
has been the prime cause of &O&Wea' ) roduct 45.2 211 181 .

-, . rubber p! S : : e e
Malaysia's remarkable economic | o104 products 1079 50 | 22003 82
growth in recent years. Over the -GG 49.7 23| 2222 ' .-8
1982 - 1992 period they increased : — == 2
nearly ten-fold from MS7.Sbillion | Total 2144 .~ 100 | 26857 100
in 1982 to over MS71.9billion in  Note:  In 1992 Malaysia also exported M$ 51 millior: of figure 13

H consumer products such as sports goods and foam bedding
1992. But rubber products exports Shich are hof incl ove

have increased faster and improved  soyrce: Malaysian Rubber Products Industry, - Current Ststus,
their share of manufactured exports Future prospects - MIDA

from 2.8% in 1982 to 3.7% in 1992.

A very high proportion of the growth of rubber product exports has been dus to the increase in
exports of latex goods. Over the 1982 - 1992 period. exports of latex products increased twenty-fold
from M$ 108million to M$2,200miliion. Of the MS$2,47 1 million increase in the value of rubber goods
exports. latex goods produsts contributed over M$2,082mitlion or 84%.

Exports of GIRG also performed wwell, but their growth failed to keep pace with latex products or
manufacturing exports as a whole. Exporis of GIRG increased by an average 16% per annum and
their value increased nearly five-fold during the 1982-1992 period. But as exports of latex products
increased so much faster, the share of industrial and consumer gcods in rubber product exports has

failen from 23% to 8%.

®  Imports and Trade Balance | Malaysian Imports of Rubber Goods 1982 - 1992
1982 1
Imports of rubber products have Value %ofl Value  %of
also increased but not as fast as (M$ million) totat | (M$ million) total
exports. The value of rubber Sub-sector/product
roducts import i f - tyres and tubes 443 28 69.5 17
proclcts impo mcreaseq 'rom - footwear 18.4 11 325 8
MS$S160.4 to M$406.4 million, an Other rubber products
increase of over threefold as shown | - jatex goods 6.0 4 50.7 13
in figure 14, -GIRG 91.7 57 2537 62
Total 160.4 100 4064 100
figure 14
ZE
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In money terms, the largest increase in imports has been due to GIRG. Of the M$246 million increase
in the value of imports, M$ 162 million (66%) was due the to the increase in imports of GIRG.

Whereas Malaysia has a large overall trade surplus of over M$2 billion in rubber products in GIRG the
country has a trade deficit. The deficit in GIRG products is due to the import of hoses and belting
which the industry has only recently started to manufacture in significant volumes.

But the trade deficit in GIRG products has fallen over the decade from over $40 million to MS 31
million. This is commendable given the fast growth of Malaysia’s manufacturing base which could
have resulted in a very large increase of imports. And, if exports of rubber products such as sports
goods are taken into account, the trade balance may be positive.

Economic importance

As 2 result of its growth during the 1980s and early 1990s. the rubber products industry has
improved substantially its position in the Malaysian economy. The industry is smali and its economic
contribution limited in comparison with Malaysia’s other industries, but this is the patern in the
rubber products industry worldwide.

The rubber products industry ranks eighth out of the fourteen major sectors of manufacturing in
Malaysia, behind not only electrical and electronic products and chemicals, the two largest sectors in
terms of manufacturing output, but also behind textiles and other resource based industries such as
food, wood and non-metallic minerals. The growth of the 1980s took place from a very small base
and altihough it was rapid, was not sufficient to turn the industry into 2 major contributor to the
manufacturing sector as shown in figure15.

Comparison of Economic Contribution
of the Rubber Products Industry
Latest year
Indicator 1981 available
Weight in value of manufacturing output (1) 3.0 5.0 (1988)
Contribution fo Malaysian value added 34 4.3 (1989)
Contribution to Malaysian employment 35 3.9 (1991)
Percentage of Malaysian manufactured exports 3.4 3.7 (1992)
Note: Weight in index and industrial production figure 15

Malaysia's rubber industry though a comparatively small contributor to the country’s manufacturing
base, makes a greater contrihution in Malaysia than the rubber product industry’s of most other
countries make to their manufacturing sector.

In industrialised countries such as Germany, Japan and the USA, the rubber product industry's
contribution to manufacturing output, manufaturing value added and manufacturing employment is
typically below 1.5%. And aithough the industry is more important in the newly industrialised
countries such as Korea, its contribution in terms of manufacturing cutput and employment does not
typically exceed 3%.
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Compared with its ASEAN counterparts, Malaysia's industry matches Indonesia's industry in terms of
the proportionate contribution it makes to manufacturing output, value added and employment, but
its contribution is proportionately higher than the industries of Singapore and the Philippines. No data
are available for Thailand.

The GIRG sector of the industry by virtue of its small share t output and exports may be considered
to make a very small contribution to Malaysia's economic development. Its share of manufacturing
output and exports is we!l below 1%. The sector provides employment to roughly 10% of the 42.6
thousand people empioyed in the rubber produrts industry. Natural rubber consumption in the GIRG
industry represents approximately 3% of rubber production in Malaysia.

It shoulc be noted, though, that official statistics underestimate the size cf the GIRG sector in terms of
output and employment. This is explored further in the following section, Industry Structure.

But the importance of the rubber industry and the GIRG sector to Ma'aysia's economic develcpment
does not lie exclusively in the extent to which it contributes to output, employment, exports or rubber
consumption. In cur view ine sectors importance lies in the role it ca.a play in economic development.

An important feature of the Malaysian eccnomy is that manufacturing growth has led economic
development. The Second Outline Perspective Plan for the 1990-2000 period {(OPPII) seeks to
continue this process and aims tc increase manufacturing’s share of GDP from the 1990 level of 27%
to 37% in 2G00. In the decade of the 1990s manufacturing is expected to average growth of 10.5%
per annum in real terms

But to achieve this ambiticus target will require a difierent strategy to that which succeeded during the
1980s.

Success in the 1980s was built on attracting internationally mobile investors using Malaysia's
competitive advantages of low labour cost, excellent infrastructure and favourable economic
environment. But for the future, Malaysia cannot hope to rely as heavily on attracting foreign
investment as it has in the past. It has lost its labour cost advantage, competitors in ASEAN offer
equally attractive incentives and competition for international mobile capital has increased from China
and East Europe.

Further, during the 1990s, Government hones to address thc problem of a narrow manufacturing
base. Currently, three sectors electrical and electronics, chemicals and off estate processing account
for over 50% of manufacturing output. During the 1980s, manufacturing perfaormance was heavily
dependent on the growth of the electronic and electrical industry. By diverisfying the manufacturing
base Government hopes to reduce dependence on one sector.

The strategy adopted by Government to counter the threat of loss of competitive advantage in
attracting foreign investment and to address the structural weakness of a narrow manufacturing base
is to broaden and deepen the manufacturing base. Emphasis is to be given to improving inter-sectoral
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linkages, both forward and horizontal. Resource based industries are expected to play a major role in
the deepening of the manufacturing base. Malaysia cositinues to export a high proportion of raw
materials in unprocessed and semi-processed form. Government hopes to increase value added by
increasing the level of processing.

Resource based inaustries such as the GIRG industry which not only have high backward linkage but
potentially also have high forward linkages with other sectors of the economy have a particularly vital
role to play in the strategy.

Growth and development of the GIRG sector would not only help broaden and deepen the
manufacturing base but also because the sector supplies other key industries such as automotive,
construction and, to a lesser extent, electricat and electronic, would also help develop inter-sectoral
linkages and help to integrate the economy.

Industry and Sector Overview

The picture that emerges from the above is that the Malaysian rubber industry though small in world
terms, is relatively to the size of the country highly developed. Per capita rubber consumption is
equal to the leading industrialised countries.

Over the past decade, the industry has outperformed Malaysia's manufacturing sector in terms of both
output and exports, a striking achievement given that the manufacturing sector's growth has been
outstanding against most industrialising and industrialised nations.

in comparison with the rate of growth of the rubber products industry worldwide, the Malaysian
industry has also performed remarkably well. Over the 1982-1989 period, UN statistics show a
growth of 3.1% in current price terms across the rubber products industry worldwide Even fast
growth industries such as that of Korea managed a growth of just over 10% per annum during this
period. compared with Malaysia’s 13.7%

But much of the growth in output and exports has come from latex products, As a result, the profile of
the Malaysian industry differs from the industries of most developed countries. The non-tyre sector is
much larger in Malaysia than internationally and within the non-tyre sector latex goods account for a
disproportionately high percentage of output and rubber consumption.

Tie value of GIRG output and exports has also increased substantially but their growth has been
overshadowed by latex products. The GIRG sector in Malaysia is comparatively less developed than in
industrialised countries. Per capita consumption is below Japan, Korea, Singapore and Taiwan but
ahead of ASEAN countries. Encouragingly in recent years, the output of indusirial and consumer
goods has started to increase at a rate faster than that of latex products.

Malaysia is a large net exporter of rubber products but in the GIRG sector in industrial goods the
country runs a trade deficit. The trade deficit is due mainly to hoses and belting.
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The rubber products industry and hence the GIRG sector do not make a large contribution to
Malaysia’s manufacturing base. And the GIRG sector is a small contributor to natural rubber
consumption in Malaysia. But the importance of the GIRG sector lies in its role in economic
development rather than its size.

Growth and expansion of the sector would help achieve government objectives in terms of broadening
and deepening the manufacturing base. It would help also to integrate an economy which currently
has few inter-sector linkages.

I/fa; 3.
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Ml Industry Structure

This section examines industry participants, the structure of output, degree of concentration,
integration and intensity of competition in the GIRG sector. [t highlights potential structural
weaknesses and strengths of the sector.

Historic Development

The GIRG sector in Ma'aysia dates back to the 1920s when Linatex was formed to manufacture rubber
lining to serve Malaysia's mining industry. But for many years afterwards, little development took
place and the sector was limited to the activities of a few companies. The modern development of the
GIRG sector can be divided into three phases.

Phase | - the period up to the early 1970s in which the industry remained in its infancy with a few
pioneering companies starting to manufacture industrial and consumer goods.

Phase Il - from the early 1970s up to the mid 1980s when the industry expanded rapidly with
the stimulus of import substitution. Most new entrants were Malaysian
entrepreneurs.

Phase It - a period from the mid 1980s to date which is characterised by growing maturity of the
industry. export orientation and very rapid growth. A large proportion of new entrants
have foreign participation.

In Phase |, companies which had been established to manufacture footwear or bicycle tubes started to
manufacture low technology moulded rubber goods. In Phase I, the range of products manufactured
expanded rapidly. The rapid growth of the economy together with protection from imports
encouraged the manufacture of other moulded and extruded products but the technical sophistication
of the products remained low. Belts and hoses, for instance. were at this stage mainly imported.

During Phase II, though a limited number of foreign companies established operations in Malaysia,
most nev: :ntrants were Malaysians who had earfier worked for one of the pioneering companies or in
other parts of the rubber industry.

In the latest phase of development, emphasis amongst new entrants has shifted towards the
manufacture of higher value added products. Foreign companies have entered tne sector either as a
response to their customers locating in Malaysia or to take advantage of the availability of cheaper
labour and in some periods. raw materials.

Industry Participants

There are no firm estimates availabie on the number of firms active in Malaysia's GIRG sector. The
Department of Statistics' records show that in 1992, 108 firms were active in the Other Rubber
Products sub-sector but do not provide furtner details of their activities. Besides, the Department's
coverage is limited to firms employing over 30 staff and hence is not comprehensive,

OF

RAERA RES&Ce:

August 1994 17




MIDA's records show that as of 31st December 1991, 71 firms were active in the GIRG sector. MIDA's
records include all licensed companies - companies with paid up capital of over M$2.5 million or 75
employees - and those which have applied for incentives. GIRG manufacturers are eligible for special
incentives in the form of tax reductions or exemptions.

But, despite the attractiveness of incentives, not all firms apply. Therefore, in order to develop a
comprehensive data base of firms active in the sector we have canvassed widely industry sources such
as the Rubber Research Institute of Malaysia (RRIM}, the Malaysian Rubber Research and
Development Board (MRRDB), the Malaysian Rubber Products Manufacturers Association (MRPMA)
as well as consulting MIDA's cwn data bank

We identified 120 firms whose main business is the manufacture of industrial and consumer goods and
rubber compounds. In addition, approximately 20 companies whose main business is the production
of rubber, tyres, footwear or latex products aiso manufacture GIRG.

Our investigations also revealed the existence of a large number of informal sector businesses engaged
mainly in the manufacture of industrial goods. These companies were often owner managed, operated
from un-licensed premises and employed one or two persons,

Such informal sector businesses were not registered with any trade association, were often not
registered for tax purposes and did not use the facilities of institutions such as RRIM. It is therefore
impossible to estimate their number accurately.

From our investigations, it is clear thai official data on output, vaiue added and employment collated
by the Department of Statistics substantially underestimates GIRG sector activity. Data on output and
employment provided by the Department of Statistics covers only firms which employ over 30
persons. But in the GIRG sector there are a large number of companies which employ less than thirty
persons and they are not included in official estimates. Export data of course have universal coverage
and when they are presented in juxtaposition to output figures reveal the extent of underrecording of
output data as illustrated in figure 16.

. Output and Internationat Trade in industrial Goods
According to the figures above, almost all 1992
domestic output of industrial and consumer (MS$ million)
goods is exported and domestic consumption | Output of industrial and consumer goods 298.8
met almost entirely by imports. This is rot less exports of GIRG (222.2)
bome out by consultation with indust plus imports of GIRG 2537

ut Dy cons ry Apparent consumption 3303
experts in Malaysia and our own survey. Tigure 16

The more plausible view is that a substantial amount of output originates in small companies and is
not recorded by the Department of Statistics.

MRRDB's rubber consumption survey is more complete but does not comprehensively cover the formal
sector and of course takes no account of the informal sector.
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Based on our own investigations we believe that a better estimate of output and rubber consumption
in the GiRG sector may be as shown in figure 17:

Estimates of the Size of the GIRG Sector
1992

_ . N2offimsin  Output Rubber consumption
. Product Group _~Formal sector __ {M$ million) (000 tonnes) -~ -
RG . e0 . 250-300 5.
“Consumer Goods = - 34 © 150-175 10
Rubber Compound 26 100-125 15

Total 120 500 - 600 50

figure 17
The information above accords with data we obtained from our survey of GIRG firms, data published
by MRPMA on company turnover and examination of MRRDB returns. But it should be noted that
these are estimates rather than hard data.

Ownership

A large majority (over 75%) of GIRG firms are Malaysian owned. Foreign participaticn in the industry

varies considerably between the 3 product areas. It is lowest in rubber compounds and highest in
consumer products as shown in figure 18;

Foreign Participation in the GIRG Sector
L Wholly foreign Joint ventures Proportion of firms with
}Pm‘dug Area owned firms with foreign firms forelgn participation
IRG 3 9 20%
Consumer Goods 3 11 41%
Rubber Compound - 2 8%
Total 6 22 _23%
figure 18

The presence of foreign firms is particularly high in sports goods and toys. In some products such as
balloons and water sport equipment the proportion of foreign ownership is very high. Of the 5
companies licensed to manufacture swimming caps for instance, all have foreign participation.

Foreign firms have been attracted to Malaysia. in addition to the country's low labour costs,
infrastructure and sound economy, by the advantage of locally available latex, saving transport costs
in moving latex, and during the late 1980s lower natural rubber prices in Malaysia. Up to 1990,
rubber consumed in Malaysia was exempt from export cess of 20 sens/kg on natural rubber. This
made natural rubber in Malaysia 6-12% cheaper than on the intemational market.

Joint ventures with Malaysian firms is the preferred investment route for foreign investment.
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Most companies within the GIRG sector are independent companies rather than subsidiaries. The
majority are family owned or closely held companies. Very few are floated on either the Kuala Lumpur
or international stock markets.

Size Distribution of Firms

By international standards, most Malaysian GIRG firms are small in terms of turnover. The largest of
these firms has a turnover below M$ 40 million (USS 15 million) which by the standards of Westen
Europe and North America would be considered the small side of medium sized.

For the analysis of size distribution within the Malaysian GIRG sector, we have followed categories
used by the Ministry of Trade & Industry (MT1) and other institutions, as follows:

. Large companies - companies which meet the criteria of eligibility for a manufacturing licence - paid
up capital of M$2.5 million or 75 employees

. Medium size - companies which employ over 30 persons and so are covered by the Department of
Statistics with paid up captial of between M$ 0.5 million and M$ 2.5 million are considered medium
sized.

. Small companies - companies employing less thon 30 persons and with paid up capital below M$
0.5 millon are considered small

Using this criteria, the size profile of firms within the GIRG sector is shown in figure 19. The highest
proportion of large firms are in consumer goods (35%) followed by rubber compounds (30%) and iRG
(28%), it should be noted that these figures cover the formal sector only. If informal firms are
included the proportion of large firms in IRG would fall substantially.

Size Profile of Firms In the GRG Sector
Size of Firm Proportion of
Product Area Large Medium Small Large firms
IRG 17 15 28 28%
Consumer goods 12 10 12 35%
Rubber compound 8 7 11 30%
figure 19

The pattern of size distribution between ihe sectors reflects their capital intensity. IRG products often
have low economic scale particularly if masterbatch can be bought in from specialist manufacturers.
Hence it is easy to establish and operate small firms in these products. Scale is discussed further
under Corporate Capability below.

The proportionally higher number of large firms in the consumer goods sector is due also to the greater
presence of foreign firms in this product area. Almost all firms with foreign participation are large

enough to require manufacturing ficenses and so employ over 75 people or have paid up capital over
MS$S 2.5 million.
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Structure of Output & Level of Concentration

As is the case with the non-tyre industry worldwide, the GIRG sector in Malaysia is fragmented. The
five largest companies account for less than 25% of sector output and the top 10 less than 40%.

But in Malaysia the situation varies considerably between the three product areas. Figure 19 shows
that whereas the IRG sector is highly fragmented the rubber compound sector is concentrated. The 5
largest rubber compound companies account for over 70% of output.

Level of Concentration in the GRG Sector
Share of Top 5
Product Area Firms In Output
(%)
IRG 35
Consumer Goods 49
Rubber Compounds i) _
figure 20

The proportion of output accounted for by large firms as defined above, is high. In IRG, they account
for 55% of output. in consumer goods 75% and in rubber compounds, over 91%. But it should be
noted that large firms in Malaysia would be considered small to medium sized woridwide.

Integration/Specialisation

The level of vertical and horizontal integration in the sector is limited. With few exceptions, rubber
producers have not on the whole ventured downstream into the GIRG sector. And, companies in other
parts of the rubber industry have also limited their involvement in the GIRG sector, though tyre and
footwear companies manufacture some GIRG products.

Within the GIRG sector, there is generally a lack of product focus or specialisation. Many companies
and particularly those established in the first and second phase of development manufacture a very
wide range of products. It is not unusual for manufacturers of industrial goods to attempt the
manufacture of consumer goods and rubber compounders, often have small moulding or extrusion
operations producing industrial products.

In contrast to GIRG industries worldwide, products made by the Malaysian GIRG industry are
predominantly of natural rubber (NR). MRROB figures show that over 85% of the rubber
consumption by the GIRG sector is of NR. For the rubber product industry as a whole the figure is
over 90%. This contrasts with the less than 20% share NR holds of non-tyre rubber consumpticn in
countries such as Japan, Germany, USA, France and italy.

The manufacture of high performance products increasingly calls for the use of synthetic rubber
alongside and often in greater proportion than NR. The focus on NR based products may
disadvantage the Malaysian industry.
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Intensity of Competition

Because of the rapid growth in output, the level of competition within the sector is low. Net profit
margins of 15-20% are common against margins of 5% to 10% in highly competitive industries.

Competition is increasing in low technology moulded products such as door stoppers, car mats and
auto components, and in some instances could be termed intense. In products such as stoppers,
competition from the informal sector is forcing formal sector businesses to exit the market In car
mats, a shake out of the industry has occurred. Many firms were attracted to the manufacture of
mats for the domestic and export markets. But most have now exited the market leaving it to a few
specialists who are able to manufacture good products at low prices.

But for the sector as a whole, for the foreseeable future competitive intensity is not likely to be high.
Evidence suggests that the rate of new entrants may have peaked. With the market continuing to
grow and the rate of new entrants slowing, competitive intensity will not increase rapidly.

Evidence of the slow down of new entrants comes from a number of sources. MIDA's rate of approvals
of projects in the GIRG sector, for instance, peaked in 1989 and 1990 when 12 and 14 projects were
approved respectively. The 1992 figure is 5 projects.

In addition, development finance institutions such as the Malaysian Industrial Development Finance
(MIDF), report that with higher returns available in otner sectors, the number of GIRG sectors
applicants for toans for new projects is low.

Strustural Strengths and Weaknesses

The sector is still far from mature. The smalil size of firms, fragmentation, lack of specialisation and
intensity of competition suggest that will be some years before the sector achieves maturity.

. Weaknesses

The main weaknesses of the sector stem from the small size of firms, their lack of product
specialisation and focus on NR based products and the absence of competitive intensity.

Small size inhibits the ability of a company to invest and to take on the challenge of developing
distant export markets. The GIRG sector internationally is becoming more capital intensive and
Malaysian firms may find it difficu’t to keep pace with new technolcgy. The high export propensity of
the sector means that continued export growth will be important in the future. Small size may inhibit
firms from taking on the chalienge of export growth.

The lack of product specialisation, aithough not infrequent in developing countries, is a disadvantage
in international markets. Rubber products are becoming more sophisticated and a lack of product
focus could prevent Malaysian firms from paying sufficient attention to product innovation. Focussing
on NR based products limits the ability to manufacture high performance products.

In the absence of competitive intensity, firms have little incentive to become more efficient, increase

value added and to develop new markets. This not only serves to undermine the interest of their
customers but can also be the cause of failing to keep pace with competition from other countries.

RAPRA KiDo RES&C2

August 1994 22




Strengths

The sector's main strengths are the large number of firms, particularly small and informal fims, and
the presence of foreign companies.

The large number of firms offers the sector the strength to withstand downturns without major loss of
capacity and the advantage that future growth could result from the activities of any number of
companies. Potentially, the large number of small ard informal sector firms could do much to address
the lack of competitive intensity and force larger firms to either diversify or increase efficiency and
value added.

Small size, although a disadvantage in terms of investment and marketing has the advantage of
keeping overheads low. In some markets, small firms can compete against competitors with greater
resources or lower factor costs.

The presence of foreign companies in the sector provides it with access to intemmational markets and
know-how. Foreign firms, particularly firms from leading industrialised nations, serve to introduce new
technology. manufacturing practices and product standards which help the industry adapt to changes
in international markets. The products they manufacture are, on the whole, up to world standards but
because of Malaysia's low cost base, can be sold at highly competitive prices. They also provide the
sector with ready access to export markets.

Overall, the GIRG sector's structure should not serve to limit its growth and development. The
structural weaknesses reflect the immaturity of the sector. As it develops, it should be able to address
its main weaknesses.

But it is possible that cushioned by its currently high profit margins and as a result of new entrants not
coming forward as rapidly as they have in the past that the sector fails to keep pace with international
competition. This could curtail the growth of the sector and cause it to fail to fulfil its potential.
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IV Markets

This section examines markets for Malaysia's GIRG products and analyses market characteristics which
will influence the sectors future growth and development.

A high proportion of GIRG products are exported. This section examines both domestic and export
markets for each of the three major product groups.

in general, the domestic market for GIRG products has been buoyant over the past five years. But,
export markets have recently been depressed. Despite recession in export markets, IRG export; have
continued to grow and consumer goods expa:ts have kept up well.

IRG

Industrial rubber goods find a wide range of applications in aimost all sectors of industry. They are
used for one of two purposes:

i.}J  asintermediate inputs in the manufacture of original equipment {OE); or
ii.) for replacement of rubber parts used in original equipment.

It is a feature of IRG products that their demand derives from trends in the end-use sectors in which
they are sold. The level of sales of the origina!l equipment in which they are used determines the
demand for IRG products.

[ | IRG Market - Domestic

In the past. demand for IRG in Malaysia has been limited by the structure of manufacturing output.
Many of the largest manufacturing sectors in Maiaysia are not intensive users of rubber products -
chemicals, off-estate processing, textile and clothing and wood are not intensive users of rubber
products as to a lesser extent are electricai and electronics. food and non-metallic mineral products.

Sectors which are intensive end-users for rubber products have in the past been comparatively poorly
developed in Malaysia - automotive and machinery. The country’'s comparatively narrow
manufacturing base resuits also in IRG sales being focussed on fewer end-uses.

In Malaysia the two most important sectors in which IRG products are used are automotive and
construction. Other important sectors are electrical and electronic, mining and printing and copying.

No firm data are available as to the proportion of IRG sales to each sector. But our survey of GIRG
manufacturers and information provided by industry sources would suggest the following pattern of
IRG sales:

. automotive is the largest end-use sector, followed by construction. These sectors together
account for roughly half the domestic sales of IRG products:;

. three other sectors - electrical and electronic, mining and printing and copying - together
account for a further 20-30% of sales;
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. the remainder of sales are divided between a large number of other sectors with replacement
parts for off-road machinery possibly largest of these other end-uses.

This pattern of output differs from the position in highly industnalised countires as follows:

. the automotive sector is less important in Malaysia than it is in countries such as Japan, the US
and Westem Europe:

. the construction and mining sectors are more important end-uses in Malaysia than in developed
countries:

. sales for use in off-road equipment are more important in developed countries and for oit and
gas field machinery are more significant in other oil and gas producers such as the UK and US
than they are in Malaysia;

. sales to the electrical and electronic sector account for a higher proportion of GIRG output in
Malaysia than they do in most deveioped countries.

The differences in the pattem of sales results from variances in levels of development of end-use
sectors in each country. We examine below levels of development of each important rubber using
sector in Malaysia along with the characteristics of the sector as a market for rubber prcducts.

Overall, 2imost ali sectors in Malaysia have been experiencing very rapid growth but particularly the
automotive sector which is 3 major user of rubber products. This has caused the domestic market to
grow rapidly.

| Automotive

Compared with countries such as Japan and the US, the Maiaysian automotive industry is in its
infancy. Consequently sales to this end use have yet to reach their fuil potential.

Prior to the mid 1980s sales of IRG automotive rubber components in Malaysia were limited to the
replacement market. OE manufacture of cars and commercial vehicles was limited to assembly from
complete knocked down (CKD) or semi-knocked down (SKD) kits with almost all the rubber
components imported.

Since then a number of important developments have taken place which have resulted in a substantial
increase in OE sales and, in tum, in the demand fcr rubber automotive components much of which has
been met by products manufactured in Malaysia.

i) inthe mid 1980s, the national car project (Proton) commenced car production in Malaysia.
Proton’s output has increased to nearly 120,000 vehicles. Proton has pursued a policy of local
sourcing
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gradually, car assemiers have started to source a greater proporticn of their rubber
components from within Malaysia because the Malaysiar. industry is now able to meet their
technical specifications cost-effectively:

iii.) the output of motorcycles has increased from 182,000 units in 1985 to over 223,000 units in
1991 with the majority of rubber components now supplied domestically:

iv.}] output of commercial vehicles has nearly doubled from 35,000 units in 1985 to over 64,000 in
1991.

It is a characteristic of supplying OE manufacturers {OEMs) in the car industry that not only must their
suppliers be able to meet their product specifications, but they must also be able to assure OEMs of a
high level of integrity of supply - product quality is maintained at a uniformly high standard and that
delivery is reliable and timely.

New suppliers find it difficult to penetrate this market even if they are able to demonstrate that their
products are able to compete on technical specification and price. Hence, the process of the GIRG
sector being able to supply Proton, the car and vehicle assemblers and motorcycle industry has been
slow.

But gradually, Malaysian auto-component manufacturers have been successful in convincing Proton
and the other vehicle manufacturers and assemblers of the integrity of their products and currently
most auto-components are sourced locally. The main exceptions are timing belts, some hoses and
tubing and engine mountings which continue to be imported.

A few of the car assemblers continue to import other rubber auto-components aiso, but the value of
these products is limited. In 1992, the total value of imported auto-components, other than hoses,
tubing and belting was MS4&million.

Despite the growth of the OE market, the replacement market remains the larger of the two market
segments. Malaysia still has a large population of comparatively old cars which continue to generate a
substantial demand for replacement parts. Most replacement parts are supplied locally, though some
assemblers continue to import branded replacement parts.

The greater size of the replacement market in relation to the OE market is unusual in developed
countries. Typically, in these countries, the proportion of sales to each market would be in favour of
OE. The predominance of the replacement market in Malaysia is caused by a combination of
comparatively low vehicle output and longer life span of vehicles.

The replacement market is served through distributors who supply retailers, garages and fleet
operations. Traditionally, success in this market has been influenced strongly by price
competitiveness. But the market is becoming more quality conscious.

The relatively less demanding nature of this market has meant that many more IRG manufacturers
supply the replacement market as compared with the OE market.
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u Construction

The importance of the construction sector to IRG sales is due to the sector's rapid expansion during the
1970s and early 1980s and the relatively low technical sophistication of the rubber products it
consumes. The expansion of the sector created the demand for rubber goods and the relatively low
level of sophistication of the products aliowed the Mataysian rubber products industry to supply them.

By the mid-1980s the construction sector was considerably larger than most manufacturing sectors
and hence had a higher demand for rubber products. In 1985, the construction sector held a 4.8%
share of GDP. In comparison the share of the largest of the manufacturing sectors - chemicals and
electrical and electronic - in GDP was less than 3.5% whilst sectors such as transportation equipment
which includes cars. accountad for around 1%.

After a period of decline in the mid 1980s, the construction sector boomed in the late 1980s and has
been growing at double digit rates during the 1990s, faster even than manufacturing. Demand for
rubber products is therefore strong and growing.

In the construction sector, rubber products are used in both structural applications such as bridge and
expansion bearings and waterstop and in indoor uses such as flooring, door stops and window seals.
These are relatively simple, low value added products in which domestic producers !iave substantial
natural protection from imports. The domestic industry has therefore heen able to meet the
construction sector's needs competitively.

[ ] Electricai and Electronics

Malaysia is 3 major exporter of electrical and electronic appliances and this has led to the electrical
and electronic sector being a substantial end-use for IRG products. E'ectrical and electronic
appliances are not intensive users of rubber products but the sheer volume of these products made in
Malaysia makes this an important end-use.

The electrical and electronic industry has grown at a very fast rate during the 1980s and this has led
to a substantial increase in demand for rubber products.

Malaysian manufacturers have been able to supply much of the needs of the foreign multinationals
manufacturing electrical and electronic appliances within the country. Most grommets, rings, seals
and profiles used by the appliance industry are made locally. In addition for some technically
demanding products such as capacitor seals, Japanese companies have established manufacturing
presence in Malaysia to supply their customers.

But in some products used in critical applications the electrical/electronic manufacturers continue to
import their requirements. They have tried to source locally in the interest of reducing costs and the
working capital tied up in imports, but are not convinced of the ability of the Malaysian industry to
provide the high integrity of supply that they are seekKing.

As is the case with supplying OEMs in the automotive industry, supplying critical parts to electrical/

electronic suppliers requires not only meeting their technical specification but assuring them of the
integrity of supply. Malaysian manufacturers have yet to achieve this.
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B Other End Uses

This includes a large range of industrial uses ranging from mining. non-metallic mineral products to
manufacturing sectors such as engineering and metal products.

Malaysia’s comparatively low GDP, caused by its small popuiation and leve! of development and the
country’s narrow manufacturing base have meant that some sectors of industry have either failed to
develop or are very poorly developed in Malaysia.

Of particular importance to the consumption of IRG products is the very limited amount of machinery
made in the country. There is no OE demand for rubber products in the manufacture of off-road
vehicles, recreational vehicles, printing and copying machinery which are major users of rubber products
in other countries.

Other types of manufacturing machinery inciuding machine tools. machinery for mining, non-metallic
mineral industry arc aiso important users of rubber products but are also poorly developed in Malaysia.

In addition, rubber products such as conveyors used in other sectors such as food, non-metallic minerals
and mining are supplied with machinery. As the machinery is not manufactured in Malaysia, it is
imported with rubber products manufactured outside the country.

Hence in these important end-uses, demand for rubber products is fimited to the replacement market.

in these sectors, demand for IRG depends in the short term, on the import of plant and equipment into
the country. Provided imports remain high, they will result in an increase in the population of plant and
equipment in the country and hence increase replacement demand for rubber products. In the longer
term it is possible that Malaysia wouid develop industries to manufacture these products. This would
constitute a major new opportunity for the supply of rubber goods.

B IRG Expaorts

The major proportion of Malaysia's IRG exports do not form specific product categories. In export
statistics they are classified as articles of rubber not elsewhere specified as shown in Figure 21,

Over the past five years, the main growth in exports Exports of IRG - 1992 Ve
has been in hoses and in other articles of rubber. —_—

) in Pr Ex )il
Exports c?f.hos_es have increased over.ﬁ've-f.old from Tubes, pipes and hoses 2’8.2
MS$5.6million in 1985 to M$S 28.2 million in 1992, COHVQYOT or fransmission bemng 5.4
Exports of other articles of rubber have more than Other articles of rubber (1) 121.2
dOUbled f(Om Mslo8.9 in l 988 tO MS I 2‘ .2mi||i0r| No’e_' (’) Inc[udos ,ubber bands and ﬁgu’e 21
in 1992. In contrast, over the same period belting erasers which may be considered consumer
exports have increased only 54% from M$ 3.5 million g?&‘;‘;’so', 5’;‘::2?:;’%’;:770%?%':;ng

to MS 5.4 million. Source: Department of Stalistics
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The majority of hose exports (55%) are of products reinforced with textiies and other matenial
followed by unreinforced hose. Higher value metal reinforced hose and hose with fittings account for a
very low proportion of hose exports.

USA, Singapare, Italy. UAE. Netherlands and Hong Kong account for over 80% of total hose exports.
These major export destinations represent a good mix of markets between countries in the Far East,
North America, Europe and the Middle East, but it is noticeable that large markets such as Germany
and UK do not have prominence as export destinations.

The majority of belting exports are V-belts. Belting exports are mainly to Singapore and other
neighbouring countries including Indonesia.

Exports of other rubber articles include flooring, articles of cellular rubber, seals and rings and erasers
and rubber band. But the largest category is by far articles of rubber not elsewhere specified (nes).
Rubber bands and erasers are in our definition, classified as consumer goods and are dealt with in
subsequent paragraphs.

Exports of other articles or rubber n.e.s. are mainly to Japan, Singapore, Thailand, the UK, USA,
Germany, Australia and Korea. !t is interesting that although the majority of exports are to countries
with higher labour costs than Malaysia’s, exports to lower cost countries such as Thailand and
Indonesia are also substantial. It indicates that in these products the Malaysian industry is more
developed that its ASEAN neighbours and able to offset their labour cost advantage.

With few exceptions, Malaysia’s IRG exports do nct command a high market share of any country’'s
market. This is due principally to the nature of IRG markets worldwide and the pattern of international
trade in IRG products. The proportion of a country’s IRG requirements that are supplied by imports is
low. In the three main world markets for IRG products, Westem Europe, USA and Japan the

proportion of non-tyre rubber consumption accounted for by imports does not exreed 25%, as shown
in figure 22.

. .. . . . The Share of Imports in Non-Tyre
The main reason for this is thg h.lgh p'ropomon of IRG wr'nch Rubber Products Consumption
are sold to OEMs. In Europe it is estimated that two-thirds Value of
of IRG sales are to OEMs. Country/Region  Imports as %

of consumption

OEWNs prefer to purchase directly from known suppliers with Japan 7%
a track record of product integrity. Increasingly they audit us e ; ;g: 5°
the manufacturing operations of their suppliers. The result is Western Europe (I, -

o ! . Note: Excludes intra EC trade figure 22
close, symbiotic relationships between purchasers and vendors. Source: Various Industry Estimate

In the face of these relationships imports find it difficult to enter the market. When OEMs decide to
import, they prefer suppliers known to them in nearby countries, hence the predominance ¢n intra-EC
trade.

In recent years, the proportion of imports in domestic consumption has increased in all industrialised
countries.
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In most world markets, Malaysian IRG exports also do not hold a significant share of imports. The
exceptions are Japan in which Malaysia is a major supplier of Japanese impaorts of automotive and
other rubber products, flocring, masterbatch and gaskets, washers and seals. But even in Japan,
Malaysia importance is greater in volume than value terms sugesting that the country is a low value
source of supply.

The main souce of imports into the industrialised countries are other industrialised countries Japan
and USA in Westemn Europe, Western Europe and USA for Japan and Western Europre and Jpan for
the USA. Industrialising countries such as Korea and Taiwan are only now beginning to make major in
roads into these countries.

The success in exporting to other industrialised market depends on developing a reputable product
integrity. And, so far, this has been confined to manufacturers in other industrialised countries.

Malaysian exports have on the whole yet to develop the reputation for product quality required to
penetrate much of the markets of industrialised countries, particularly OEMs. To date. their main
customers are distributors serving the low value segments.

Part of the problem is market presence. The small size of Malaysian IRG manufacturers limits the
amount of pro-active marketing they can carry out in export markets and to some extent, the market
intelligence they can afford.

It is not suprising that the main export destination for IRG exports are the Far East countries of Japan,
Singapore, Taiwan and Korea which are also the main source of imports. A two-way trade appears to
have developed in IRG products between these countries and Malaysia.

This is because of the familiarity of firms from these countries with the Malaysian industry. The
familiarity of these firms with the Malaysian industry has allowed them to take the iead ‘n importing
from Malaysia and this has facilitated the development of IRG exports.

Consumer Goods
Consumer goods markets are as difficult to penetrate as IRG markets. Branding and access to

distribution networks are the main obstacles. Because of Malaysia' s comparatively small population
most consumer goods are exported.

[ ] Consumer Goods - Domestic

The domestic market for consumer goods is limited by the size of the population and to a lesser extent
the income levels and lifestyles of the people.

The main types of consumer goods manufactured in Malaysia are:
. household goods such as bath mats, plungers etc
. stationery including rubber bands, erasers etc

. sports goods including snorkels, flippers, swim fins, swim caps, masks, rubber balis,
. foam bedding
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Whilst domestic demand for all products is limited by population, the markets for household goods,
stationery and bedding are comparatively better developed. Indeed, small volumes of these items are
imported.

But the large majority of sports goods manufactured have to be exported. The domestic demand for
swimming aids, for instance, and most balis is limited. This is a combination of the smali population,
the comparatively lower leisure time available to Malaysians and the lower per capita income of the
country in comparison with industrialised countries which limits participation in sperts, particularly
amongst lower income households.

In sports goods. consumers in high value segments of the market aiso have strong brand loyalty.
Hence even if a domestic manufacturer was able to make good product competitively, it may find it
difficult to sell their product in this segment unless they develop an internationally known brand. New
manufacturers may be forced to sell to lower value price sensitive segments of the market.

The combination of a small market and brand loyalty has prevented the manufacture of some rubber
sports goods. Tennis balls are an example of this. In golf balls, where demand in Malaysia is higher,
domestic manufacture has been limited to one company.

[ | Export Markets - Consumer Goods

The main types of consumer goods exported from Malaysia are rubber bands, swim caps, balloons,
rubber toys, swim aids and foam bedding as shown in Figure23.

With the excegtion of balioons, exports of consumer

goods, having increased in the 1980s, have levelled Major Consumer Goods Exports - 1992

off or fallen in the 1990s. Balloon exports, however, Vaiue of Exports|
have increased nearly four-fold ove. the past five Products (M$ million) _
ears Rubber bands 14.4
years: Swimming caps 12.4
Balloons 118

Export destinations for these products are in the high Swim Aids (snorkels, fins,
income countries of North America, Europe, Australasia | _Other water sport equipment) 7.5

and the Far East. particularly Japan, Korea and Taiwan. Ei%?’xat::? g'c?t?les 3;
In addition to consumer purchasing power, this pattern | Erasers 3.9
of trade reflects also the nationality of the foreign g»ogbballls gg
: . . . ubber toys .
mvestqrs w?o have e§tablnshed manufacturing Other balls 0.6
operations in Malaysia.

figure 23

Malaysia has a major presence in important world markets for balloons, swimming aids, erasers and
hot watrer bottles, though in balloons it trails Thailand and in swimming aids and water sport
equipment, Taiwan. In other products, however it is well behind competitiors in Taiwan, Korea, and
other industrialised countries.
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Export markets for consumer goods are difficult to penetrate. The main barriers to entry are:

i.)  brand awareness and loyalty are high. This makes it difficult for new entrants to penetrate the
market;

ii.)  product certification such as the ‘kite’ mark in the UK or approval by industry associations are
common. It takes time and expense to obtain the necessary certification.

fii.) access to distribution channels is difficult. Large chains and department stores buy only one or
two branded goods in addition to their own label offerings.

iv.) increasingly, markets such as those for sports goods have become fashion orientated and require
the ability to anticipate changes in consumer preferences.

The branded segments of the market for consumer rubber products are dominated by manufacturers
from the industrialised countries, either located in the country of consumption or with satelite
manufacturing in low cost countires and new entrants are usually restricted to selling to distributors
serving low value unbranded markets. This market segment is smaller than branded and own-label
segments and prices in Lhis segment are lower.

Foreign firms, therefore, have a particularly important role to play in the expansion of exports. They
can provide the market access necessary to develop sizeable volumes of exports and to penetrate
attractive markets. Malaysia's export performance in consumer goods has relied on firms with foreign
participation. Domestic firms have tended to stay in low value products such as hot water bottles and
bath mats.

Masterbatch

The market for rubber compound in Malaysia is limited mainly to compound for retreading. The sale of
masterbatch to downstream rubber product manufacturers is yet to become as prevalent as it is in
western industries. The sale of retread compound falls outside the scope of the study.

Masterbatch is mainly exported from Malaysia. In the domestic market, most formal sector companies
carry out their own compounding facilities. Even firms whose scale does not justify in-house
compounding have their own compounding facilities.

Exports of carbon masterbatch are mainly to Japan, Singapore, USA and countries of western Europe.
Exports of rubber compound, having grown up to 1991, declined in 1992 largely as a result of the
recession in these countries.

Developing exports of a product that serves as the basic raw material for rubber product manufacturers
requires establishing a close relationship between buyer and seller. Exports of masterbatch therefore
are mainly to countries who are familiar with the capabilities of the Malaysian industry.

There is a growing trend to sourcing-in masterbatch, Small companies find it uneconomic to compound
and concerns over pollution control are making some look to overseas suppliers.
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Market Overview

In general the domestic market for GIRG products has remained buoyant whilst export markets have
recently been depressed. The continued growth of exports of IRG in the face of difficult market
conditions overseas reflects the growing competitiveness of Malaysia's rubber products industry.

The markets for GIRG products are in general difficult to penetrate. In the case of IRG and rubber
compound, there is a need to establish a high level of confidence in the supplier. In consumer goods,
there are difficulties in penetrating markets in which branding and access to distribution networks
plays an important role.

But whilst the obstacles to developing IRG markets can be overcome slowly by newcomers, the
problems for Malaysian manufacturers of consumer products are perhaps more intractable. The
absence of a sizeable domestic market makes it particularly difficult to establish a secure base from
which to attempt to penetrate export markets. In consumer goods, foreign participation is a distinct
advantage.
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V Corporate Capabilities

In this section we examine the capabilities of Malaysian GIRG businesses and their ability to compete
internationally. Our findings are the result of detailed examination of the rubber product industry in
Malaysia. They are based on visits to some 24 companies, a detailed examination of published and

unpublished information on the industry and contacts with industry experts.

Approach

The study was undertaken in two consecutive stages:

Stag: 1 A detaited questionnaire was prepared by us and despatched by MIDA to some SO rubber
product companies. The purpose of this was to:

. ensure a uniformity of enquiry throughout the investigation

. alert the companies to the project and the issues which were being addressed

. provide a permanent record of the main features of a3 many as possible of the
companies concerned.

25 companies responded.

Stage 2 24 of the companies were visited by one or more members of the team accompanied by a
representative of MIDA. In each company discussions took place with senior management
and in all but a few cases the manufacturing facilities were visited.

Concurrently with this investigation detailed information was collected from MIDA. RRIM,
MRPMA, MRRDB and other sources on other companies.

It should be noted at this point that the selection of the companies for visit was undertaken by MIDA.
Inevitably this selection was slanted towards firms which MIDA had close contact with. This biased the
survey towards large, more progressive companies as it is companies of this type which require
manufacturing licenses or avail themselves of incentives. We sought to mitigate any possible
distortions through discussions with industry sources such as MRPMA, MRRDB, materiais suppliers
and others.

In reviewing the findings from this study we are mindful of the need to preserve the confidentiality of
the companies. The following remarks therefore concentrate on generic issues and not on the
performance of the individual companies.

General Findings

The 24 companies visited by us represented a very wide range of activities. (see figure 25). They
ranged from small businesses serving local markets, with little if any expectation or intention of
developing an export business, through to more extensive businesses with significant export activity
and an ability to serve the more demanding domestic markets such as the automotive sector. The
sample therefore reflected a great diversity of equipment and expertise.
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Although 14 of these companies employed more than 100 people not one would qualify as a large
company by UK and Western European standards - usually taken as SO0 employees. In tumover
terms the disparity in size between Malaysian and international GIRG manufacturers is even greater
with only a small handful of companies which would rank amongst the medium sized businesses in
Europe.

Summary List of Companies Visited
N2 of Tumover

Ref Emlees_ | _(MS million) Activities / Products

1 350 9.6 General Industrial & Extrusions

2 250 17.0 Rubber Bands

3 80 79 Industrial Hose

4 414 260 Abrasive Lining/Sheet

5 12 1.1 Bridge Bearings, Rubber Glops

6 250 17.6 Transmission, V-Belts

7 49 8.0 High Pressure Hose

8 30 24 Cables, Textile insulated

9 100 3.6 Specialist Moulding, Sxtrusions

10 50 20 Moulkdings for Electronics

k3 100 5.6 Rubber Aprons & Audio Parts

12 80 7.0 Heavy Mouldings

13 N/A N/A Swim Caps, Mats

14 102 6.0 Bath Mats- light Colours

15 150 9.0 Swim Fins, Masks

16 7 0.3 Seals

17 80 50 Shaped Hoses, Mouldings

18 170 10.0 Moulded Parts

19 N/A N/A Sports Balls

20 N/A N/A Condenser Seals, Air Conditioning Equipment
21 150 4.6 Compound, Auto Parts, Bearings

22 140 75 Tyre Compound, Mouldings, Rollers
23 3 N/A Rollers, Mouldings

24 35-40 25 Rubber Caps, Mats, Mouldings

25 151 35.0 Camel Back, Reiread, Compounds

Products figure 24

In general, the Malaysian industry manufactures the full range of GIRG product and this is bome out
by the companies in our survey.

The companies represented a comprehensive range of activities which tended to reflect the historical
development of the industry but with a bias towards new inward investments.

In the IRG products however there were gaps in products manufactured including some notable high
value rubber products such as:

. products for the oil industry

. proofed fabrics

o closed cellular sponges

. solid rubber medical products

. adhesive/medical tapes

. high/medium performance conveyor belts

2
O
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In consumer products, almost all products were manufactured with the notable absence of inflatable
products and tennis balis. But, in some product areas such as rubber toys and sports balls, the
manufacturing base consisted of few companies.

The gaps in products manufactured may be expiained by:
i.)  there has hitherto been only a small demand for such products in Malaysia;

ii.) entry into such markets requires resources for product development in technologies in which
there i< little experience in Malaysia and/or capital investment beyond the scale of most of the
operations represented during the course of this visit;

iti.) in products such as tennis balls and conveyors world oversupply has made it difficuit for new
entrants.

in general, products are well made and con ~rm to intemational standards. But, in almost all IRG
products, it was possible to up-grade specification and to improve aspects of product quality to
increase value added.

Resources
| Buildings and Factory Layout

Companies which had recently been set up were generally housed in premises which were well
designed and such operations were well [aid out and used good housekeeping practices. This is
reflected in better control of work in progress, quality and working conditions - an important factor
given the difficuity of recruiting into the rubber industry described in sections VI and Vil.

On the other hand many older companies which had not recently moved are working in cramped and
unsuitable buildings. Space is misused. factory layout and housekeeping is poor. However this is
probably a transient problem. With strengthening management skills the problems are increasingly
being addressed and three of the companies are moving or planning to relocate to new premises.

] Equipment

Moulding companies which had recently been set up or which had moved into new premises were in
general using new compression presses. We would have expected a greater use of injection moulding
equipment - given that they were targeting to manufacture components for the demanding information
technology and automotive markets. The situation was less satisfactory in the extrusion area where
with one notable exception the equipment was not up to modern standards and often lacked basic
down stream equipment such as haul off units etc.

Older established companies were however using equipment of varying degree of age. This is not
uncommon in the rubber industry - especially in the case of large capital equipment such as mixers the
flife of which can be significantly extended by refurbishment and replacement of major parts.
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On balance new investment has been concentrated in the moulding sector. The full benefits of this are
however likely to be eroded by the lack of good tools. This inhibits the industry’s ability to
manufacture products competitively (see section VI - Infrastructure and Support) and may restrict its
ability to compete for more advanced - and therefore higher added value - products.

Plant and equipment generlly utilise technology that may be conswlered adequate but does not
encorporate recent technological innovations for high precision such as lasers or automation including
robotics. This is not surprising given the scale of Malaysian operations.

s Laboratories, R&D Facilities

Only a few had well established laboratory resources. However there has been a significant move in
many companies towards the acquisition of quality control testing equipment and in most cases such
equipment is being set up under laboratory conditions. None of the companies visited had laboratory
facilities suitable for innovative R&D - a small amount of innovative work is being undertaken but
usually it involved the use of shop floor equipment.

Genera! Management

Inevitably there is great variability in the quality of management - as is the case throughout the world.
Some of the firms, notably but not exclusively the more recently set up operations, are generally
working to modern standards in terms of conditions of employment. working environment, the control
of waste etc.

However we found much less evidence of sound business management practices outside companies
with overseas ties. Most of the factories were overmanned, there was little evidence of investment in
people in the form of training and career development. This will inevitably change as managers find
themselves confronted with a more competitive market, higher labour costs and work force shortages.

The need for this is perceived amongst the more talented individuals in some companigs - especiaily
those family companies whose second generation management has been exposed through their
education to practices in developed countries. Progressive improvement can therefore be expected.

Improvements could be accelerated were the industry to work more cohesively in the development of
skills. Unfortunately we found little evidence of any enthusiasm for such collaboration. On the
contrary we encountered mistrust between companies, anxieties about staff being poached with loss of
in-house secrels. This leve! of mistrust extends to suppliers such as tool makers and technology
support resources such as the RRIM. There is therefore a need for a campaign to undo these
attitudes.

Marketing

We found little evidence of any formal marketing activity as it is normaily understood. There is a
general lack of knowledge or understanding of markets outside Malaysia or indeed the character of the
competitive environment. Export Sales are undertaken by senior management/proprietors but few
make consistent effort to identify new opportunities.

'
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The weakness is recognised by most of the managers interviewed for the project and there is a general
desire for better marketing information. However in many cases this seems to be perceived as an
identification of specific opportunities rather than as mechanism for the deveiopment of a structured
marketing strategy. There is clearly a need for the development of more formal information gathering
activities as weil as training in its use.

Technological Skills

We encountered few skilled and innovative technologists who were working towards a continuous
improvement of their processes. In the majority of cases there was an absence of technological
innovation and little pressure from senior management for continuous improvement in products and
efficiency. Technological expertise is in general concentrated on primary processes. We encountered
little evidence of a sound understanding of modem issues such as the cost of quality. economic
implications of long work in progress times etc.

In mitigation we would note that capacity for innovation is. to some extent a matter of scale and it
must be said that we would probably find a similar situation in developed countries amongst
companies of a similar si nd in similar

We found only very limited ability for product design. This is an important constraint since there is an
increasing trend for end users to rely on the technological competence of their rubber product makers
not only to ensure that the right compound is used but also to participate in product design and
development.

Manning Levels and Waste Management

Overall we found that manning levels were significantly higher than we would expect to find in, for
examples, the UK. As can be seen from the following chart some 75% of the companies had a
turnover of less than £20.000 sterling per employee - a level below which few if any companies in the
UK operate - and it should be noted that our survey covered the better companies in the GIRG sector.

Tumover per employee - Cumulative % of Companies
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figure 25
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The detailed reasons for this level of overmanning could not be established within the time available
for each visit. However they appear to be at least in part due to poor working conditions and factory
layout - see above. In the case of moulding operations considerable labour appears to be being used
in post finishing operations - trimming etc - the need for which might be obviated with better tooling
{which would recuce the amount of flash}.

High levels of rejects is almost certainly a further contributory factor. We encountered unacceptabiy
high levels of this throughout the industry. Technical management appear to be unable to get to grips
with this problem and there is insufficient pressure from senior management to reduce waste.

This is a critical area for competitive manufacturing and will require a great deal of attention
throughout the industry.

Ovenall Comparison with World Rubber Product Makers

Probably the mos: eiiective way to consider the relative position of the Malaysian rubber product
industry is to classify their activities in four classes as foliows:

. World Class
Has the resources and compelence Lo compele against similar companies in ils chosen market. Tre
company may however be restricted by size from being a world scale operation.

. Threshold World Class
On the threshold of becoming a world class ccmpany: may already be exporting (o a limited ex!zr:
and could become an effeclive supplier outside Maiaysia once some readily removable obstacles s7e
addressed

. Good Domestic Supplier
Is capable of supplying the more exacling levels of domestic demand but lacks the resource. - S¢G 2.
technology, equipment, market expertise. lo make a significant erlry inlo the export field.

. Domestic
salisfies the local market for simple rubber products: few resources for improvement.

In most developed countries the rubber industry is made up of a great number of companies which fall
into the Good Domestic or Domestic category. Indeed many of the smaller ones (£1 to £2 tnillion
turnover) tend to work within relatively narrow geographical confines. Such companies would not
normally consider themselves as entrants into other countries - development in the European
Community notwithstanding.

Companies providing components to the automotive and ather sectors are increasingly having to
become world class even though they may only be seeking to supply their domestic markets. This is
because many of their customers are world class and often world scale.
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| Labour Supply Costs

Malaysia has substantial unit labour costs advantages against the developed countries but is
disadvantged when compared with manufacturers in most developing countries. its labour costs are
equivalent to Poland and other countries in Central Europe.

Shop floor labour costs in Malaysia are quoted as being in the region of MS 550 to MS 700 per
month - ie between MS 8,000 and M$ 10,0600 per annum after taking account of soctal wage costs.
This is comparable to current levels in Poland.

In the UK average shop floor labour costs are of the order of MS 55,000 per annum inclusive of social
wages. This means that Malaysian rubber product manufacturers enjoy a significant - some 6 fold -
unit labour cost advantage over their counterparts in developed countries.

But in comparison with Thailand where average labour costs for unskilled labour are M$S 260 per
month, Malaysian labour costs are high. And of course labour costs in Indonesia, China and India are
considerable lower.

Our analysis shows that the Malaysian industry fails to exploit fully its competitive advantage against
manufacturers in developed countries. Overmanning and low labour productivity are dissipating
Malaysia's advantage.

Figure 28 sets out the cost of manufacture of two types of GIRG products with varying labour content.
If the Malaysian industry were exploiting fully its labour cost advantage, its cost structure would
appear as shown in figure 29.

Potential Make Up of Direct Costs.
for GIRG Part and an Engine Mount in
Typical Make Up of Direct Costs for Malaysla using European Productivity
Compound for GIRG Part and an as a Base - % Direct Costs
Engine Mount in a Developed Country GIRG  Engine
%DireciCosts | Factor Part ___ Mount
GIRG Engine N
Factor Material 55.0 74.0
. Pt Mount Direct Labour 55 33
Material 35 74 Utilities 6.0 30
Direct Labour 32 19 Manufacturing 6.0 40
Utilities 6 3 Jotal 725 840
Manutacturing 6 4 Cost Competitive
Total Direct Costs 100 100 Advantage over UK 27.5% 16%.
figure 28 figure 29

Based on the six-fold advantage Malaysia holds on labour cost, the proportion of cost made up by
direct labour would fall from 32% in a developed country to 5.5% in Malaysia for the GIRG part and
from 19% to 3.3% in the engine mount. This assumes that Iabour productivity in Malaysia is
equivalent to the West.

But our survey showed that labour productivity was 2.5 to 3 times lower in Malaysia. Malaysia's cost
advantage was therefore substantially eroded. The total cost advantage was reduced from 27.5% to
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some 16% fcr a comparatively simple GIRG part and from 16% to 10% for a2 complex engine mount.
These estimates are confirmed by comparing the proportion direct costs make up of tumover of two
UK companies, with their Malaysian counterparts are shown in figure 30.

Ratlo of costs of Direct Labour to Turnover - %

____Products A Products B
laysi K Malaysia UK
Direct L abourCosts/Turnover - % 15 34 10 27

Source: The above data for the UK are actual figures oblained figure 30
from two of Rapra’s clients during recent work (1992/3).

Note:  Products A are a combination of general rubber mouldings and extrusions - we
expect productivity to improve by a further 10% - reducing the ratio to 31%.
Products B are higher added value rubber products involving non elastomeric
components - we expect this ratio to improve to 14% before the end of 1993.

Labour productivity in Malaysia is equivalent to lower cost countries with less developed industries
such as Sri Lanka or Thailand. Hence against these countries the country has a labour cost
disadvantage.

The competitiveness of Malaysia in labour cost terms can be improved. It should be possible to
improve productivity to approach developed country levels. There are wide variations in Malaysian
labour productivity with companies with foreign ownership or participation significantly ahead of home
grown companies.

| Labour Supply

Poor supply of labour is a major constraint on expanding operations and undermines investor
willingness. Shortage of labour adds to disruption of output and high labour turnover adds to costs.
This is discussed further under Infrastructure and Support below.

B Establishment Costs & Overheads

The competitive position as regards land and building costs is similar to labour costs. They are
substantially lower than developing countries but higher than many developing countries particularly in
urban centres such as Kuala Lumpur.

Machinery costs and hence depreciation charges are lower than developed countries because
machinery is older and less advanced. In this repsect Malaysia suffers no cost disadvantagc against
lower cost countries.

Other overheads are generally much lower than developed countries particularly in family owned
businesses.

\
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Product Quality

QOverall the quality of products leaving the factory reflect a strong sensitivity to quality. Thisis a
powerful competitive edge over neighbouring rubber product countries. As indicated in Corporate
Capabilities above, Malaysia has an above average proportion of companies capable of working to or
on the thresheld of world class companies.

Against developed countries, Malaysian products on the whole meet international standards but in
many instances, product specification and performance could be improved to penetrate higher value
segments of the markets and to compete against market leaders.

Delivery and Service

Lead times of manufacturers are reasonable but with few exceptions, the industry does not work to
short order lead times which are the norm in Japan, Europe and USA.

Customer service particularly to OEMs and in export markets are not up to developed country
standards. Malaysian industry with the exception of foreign companies has not as yet developed the
ability to plan and manage distribution networks that can ensure a high level of customer service.

Capacity for innovation

Taken overall the general rubber product industry is uncompetitive vis a vis manufacturers of similar
products in developed countries. However it has a competitive edge over rubber product makers in
other ASEAN and intermediate developing countries, as set out under Corporate Capapbilities.

Infrastructure and Suppont

This is discussed in length in the following section, Infrastructure and Support. Technological support
is weak thereby failing to exploit the potential competitive advantage of expertise in rubber
technology and infrastructure developed by a large rubber industry. Export marketing infrastructure is
poor.

Competitiveness is undermined also by lack of good tool making - both in terms of local manufacturers
seeking to upgrade product and in devliery schedules.

Nevertheless, against many other developing countries Malaysia has better infrastructure and support
for rubber goods.

Supply of Technologists and Managers

Malaysia is probably better placed than most of its neighbouring competitors in the supply of
technologists. But investors are fikely to be increasingly confronted with probiems in recruiting good
local managers and technologists.
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The country is overall reasonably well endowed with rubber technologists and has some experienced
managers. However, as indicated below, many of these are locked into family owned companies and
do not represent a sufficiently mobile pool of skills. Technological skills are more focussed around
basic rubber technology than product development and production problem solving.

Inward Investment

As a location for irward investment, Malaysia can offer excellent transport and communication
infrastructure, strong economy, stable Government and an attractive package for investment.
However, in these attributes its competitors are catching up with Malaysia, especially ASEAN
countries.

And, in the shortage of labour, rising labour and establishment costs it is significantly disadvantaged.
Moreover, many competitor countries offer potentially larger markets than Malaysia, offering both
lower labour cost and entry into a large new market.

Overall Assessment

The Malaysian industry can compete on cost against industries of developed countries and has the
quality of product to pencirate these markets. However, product and quality up-grading will be
required to compete against market leaders in developed countries.

The Malaysian industry has significant cost disadvantages against other developing rouniries but is
able to compete against them because of superiority in product quality. Rising costs within Malaysia
may. however, exacerbate its cost diadvantage and competitors may catch up in quality.

There is substantial scope for improving cost competitiveness of Malaysian industry. Labour
productivity is low and wastage levels high.

As a location for inward investment, Malaysia is losing its advantages. Competitors can also offer
lower labour costs, plentiful labour and large markets.
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VIl Infrastructure & Support

In principle it is entirely possible for a rubber product company which is adequately supplied with
materials and appropriately trained people to function independently of any other external support or
infrastructure - provided they are working within an unchanging market environment. in developed
countries there are many companies of this type - they are characterised by long term stability of
management, in-house technology, product range and markets and competitive situation. Malaysia
too has its share of such companies as outlined in corporate capability above.

However, almost by definition, such companies are rarely able to manage change. They lack the
management skills, marketing knowiedge and the technical resources needed to respond to changes in
the markets, technology and the competitive environment. Their further development and, in some
cases, survival depend on ready access to one more of the following resources:

. secure supply of all the necessary materials, tools and utilities;

. technological support - product and process development, testing facilities;

. stable supply of manpower and resources for its training;

. support for the development of marketing strategies and their implementation.

Such comments may be considered to apply to all industry. However they are even more relevant to
the rubber industry because - uniikc most other materials conversion industries such the plastics or
metals sector - most rubber product makers have to make their own materials from a variety of
ingredients. Successful production of any rubber product entzils the achievement of a technological
coniipromise involving:

- the selection of the correct ingredients for a compound which will both respond appropriately to
conversion processes and result in a product capable of meeting requirements which are often
very technologically demanding;

- the use of conversion processes which themselves are capable of ‘mparting variability to the
product.

Therefore any rubber product company seeking to improve the quality of its output or to meet the
technical requirements of a new product needs resources for testing and in many cases compound and
product development. Such resources and skills are expensive and in most developed countries, only
larger or highly innovate companies have such technological and R&D resources in-house. The
remainder rely on external technology support from their suppliers of materials and equipment and
dedicated laboratories and institutions.

The need for such technological infrastructure is, as is apparent irom earlier sections, more important
for Malaysia than in more developed countries for the following reasons:

. most companies in Malaysia are too small to support such resources in-house;
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. the industry is going through a major period of technological change which raises the demand
for such resources;

. the future of Malaysian rubber industry lies in an ability to respond to technological change in
the market place.

Similarly, as we have demonstrated under corporate capabilities, the industry requires an
infrastructure capable of delivering training in technology. marketing as well as resources for export
deveiopment.

The availability of the appropriate resources is therefore essential issue for consideration. In this
chapter we comment on our findings in Malaysia.

Raw Materials, Tools and Supply of Utilities
[ | Raw Materials

There are essentially three components of materials supply:

- Natural Rubber
- Synthetic Elastomers
- Chemica! Additives and Fillers

. Natural Rubber

The GIRG industry continues t- have first class access to Natura! Rubber which still accounts for some
85% of its rubber consumption. Malaysian GIRG manufacturers have the advantage of sourcing NR
from a country which has led the world rubber industry in terms of quality. Recent steps by MRRDB
are aimed to ensure Malaysia retains this advantage, but given the fac: that NR is subject to influence
from a wide variety of agronomic and other factors, probiems with variable constituents will remain.

Potentially, Malaysian GIRG manufacturers have the advantage cf ensuring consistent supply of raw
material by working closely with their suppliers, By signing long terri, contacts with suppliers, GIRG

manufacturers would be assured consistent supply or where problems occur to work back quickly to
their origin.

In practice, however, only iarge GIRG companies with sufficient purchasing power are able to benefit
from long term supply contracts. Smaller companics would benefit by working together, perhaps
through MRPMA.

We have identified some problems in product variability which may be attributable to the wide spreac
use of SMR10 and 20 field grade which is potentially quite variable since the contents of one
component - latex/sheet material is unspecified. The situation is discussed in greater detail in Annex
A
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. Synthetic Elastomers

Unlike its major competitors the Malaysian rubber industry does not have the benefits of local supply
of synthetic rubber materials. This has little effect on the economics of GIRG operations - however
there is some loss of competitive advantage vis a vis rubber product makers operating in countries
which have SR producing resources.

The majority of world class suppliers of synthetic materials are represented in Malaysia either directly
or through agents and we have had no reports of significant problems in obtaining the required
materials. So far as we have been able to establish prices of such materials are comparable to those
paid by rubber product makers in other countries.

However overall consumption of individua! types of synthetic elastomer is low. As a result suppliers of
such materials have little incentive to provide local technical services support for their customer. Such
services are generally provided from supplier centres as far afield as Japan. This has the effect of
reducing the level of technology support available to GIRG manufacturers.

To some degree this would be offset by the setting up of indigenous synthetic rubber production.
However, so far as we have been able to establish there is little prospect of this occurring in the
foreseeable future.

There is some suggestion that Japanese synthetic elastomer suppliers are slipstreaming behind
Japanese GIRG manufacturers who are setting up operations in Malaysia and that specifications are
being manipulated to secure these companies as outlets for Japanese suppliers. This may result in
unfair advantage for Japanese suppliers and prevent other suppliers from operating in Malaysia.

. Chemicals, Additives and Fillers

Here again the situation is analogous to that of synthetic elastomers. GIRG manufacturers are heavily
dependent on imported materials but we did not identify this as a constraint on the development of
the rubber product industry. With the exceptions of carbon black and zinc oxide which are available
locally but priced above international ievels and imported industrial textiles, prices are comparable to
those paid in competing countries.

B Tools & Machinery

Access to good tool makers, capable of producing high quality moulds and dies within acceptable time
frames, is a sine-qua-non for rubber product manufacturers. It is clear from our discussions with
rubber product makers in Malaysia that they are obliged to rely extensively on tool making overseas
for higher quality tools.

Though in cost terms, Malaysian manufacturers, by shopping around in what is becoming a highly
competitive market for moulds and dies, may not be disadvantaged, in three ways the absence of
domestic supply would disadvantage the ability of GIRG manufacturers to supply high quality markets:

- distance makes it impossible to go through the process of iteration required to develop moulds
ideally suited to new products. Malaysian manufacturers have to accept moulds as delivered;
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- Distance may also result in slow response which could make it difficult to quote for new business
in time;

- long lead times in supply of moulds. in turn, make Malaysian manufacturers uncompetitive in
terms of delivery schedules.

We understand that mould and die making is improving in Malaysia. Government has targeted this
sector for promotion both in the small business sector and as part of the machinery sector.

Malaysia manufactures some machinery for the GIRG industry, theugh most of the machinery
manufactured is for the rubber, not the rubber product industry. Nevertheless, there is a plentiful
supply of internationally manufactured new and second-hand machinery available in Malaysia.
Machinery from China is particularly competitively priced against other intemational suppliers and
readily available in Malaysia.

a Utilities

In common with other Malaysian industry the rubber sector is subject to the under-supply of electricity
in certain parts of the country. Whilst this causes difficulty to some degree for all industry, rubber
product makers can be especially affected - thus.

- unscheduled power failure can cause loss of material which is undergoing curing at the time of
the cut:

- the need to clean out presses where this has occured can significantly reduce productive output
for several hours after each episode.

The average cost of electricity is comparable o that being encountered in Europe and in the USA.
Such differences as do exist have only a marginal effect on competitiveness given that energy rarely
accounts for more than 5% of total manufacturing costs.

Water supply and telecommunications and the transport network are excellent in Malaysia and
contribute to competitiveness. A cause for concern is shipping costs which are higher from Malaysia
than from competitor countries such as Korea and Taiwan. This problem is being addressed by the
Government and should ease. we understand in the next few years.

Environmental Concerns

There are three issues which come into play:

i.) Although the rubber industry is not a major polluter it does generate some hazardous wastes
and these must be disposed of under controlled conditions. There is a lack of resource for this -
indeed we suspect that there is insufficient understanding of the way to cope with it. The focus
on incentivising companies to undertake development of disposal facilities rather than through
public provision, fails to address the problem that for many types of waste public nrovision is
the only economic solution.
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ii.)  In-process environmental control is becoming increasingly important. iIn the United Kingdom an
increasing number of rubber product making companies are seeking to upgrade their systems to
achieve a new environmental standard BS7570. Malaysia lags behind in this.

iii.)  In the short term there will be a tendency for some manufacturers in industrialised countries to
seek to export their environmenta! problems to countries operating lower standards. This may
favour Malaysia where although stanaards are high, implementation and scrutiny are weak.
However such advantage will be short lived and inward investors are likely in the fong run to
wish to work to standards similar to those of their own countries.

A more systematic and structured approach to environmental concerns is required which aims to
deliver a safe environment at least cost. But clearly this issue affects many industries and should be
addressed at a higher level than the GIRG industry.

Technology Support
Ideally rubber product makers require access to six forms of technical support

. facilities for testing and analysis of materials and products;

. capabilities for compound development involving semi-scale equipment operated by
technologists with a sound knowledge of the way in which technological and performance
requirements may be addressed by suitable compound design;

. the means to provide speedy trouble shooting and failure diagnosis consultancy;

. resources for longer term collaborative R&D projects aimed at raising the technological
capabilities of specific sectors of the industry:

. information on technological trends - covering not only changes in existing technologies but also
the competitive effect of changes in other technologies:

o consultancy on quality and advance manufacturing practices.

In Malaysia technology support is provided mainly by MRRDB. Although its prime function is the
development of the rubber industry, the organisation has also responded to Govemment's objective of
higher value added within Malaysia by providing services to the rubber product industry.

MRRDB's services to the Malaysia rubber product industry are provided mainly through the RRIM,
though the Malaysia Rubber Products Research Association (MRPRA) in the UK, an organisation
established to service rubber users worldwide, can also occasionally serve as a technology resource to
the Malaysian industry.
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RRIM was originally established to serve the needs of the rubber industry. But gradually it has taken
on the role of providing technologica! support also to the rubber product industry and established a
technology centre. We examine the effectiveness of services provided by RRIM’s technology centre
and other sources of technological support which rubber product manufacturers require in the
paragraphs below.

@  Testing and Analysis

The industry has an exceptionally valuable asset in this field in the RRIM. The facilities are excellent
and the laboratories are very well equipped. The industry speaks very highly of the service and
reports frequent use of it.

| | Compound Develcpment

It is clear from our discussions with the industry. RRIM and representatives of the synthetic rubber
manufacturers that the RRIM has adequate skills and equipment to assist the industry with its
compound development. However we have formed the impression that they are not used as
frequently as they could be for the following reasons:

. There is serious concern within the industry about confidentiality cf the work undertaken by
RRIM personnel. We suspect that at least some of these concerns are the resuit of gearing of
limited anecdotal evidence. Nevertheless rubber product makers worid-wide tend to have
strong. and in many cases exaggerated, proprietorial feelings about their compounds; any
suspicion that others might benefit from work done on their behalf is therefore a disincentive.

. Project lead times can be very long. RRIM quoted an elapsed time of up to two months and
more between receiving instruction for development of a novel compound and the delivery of a
fully evaluated formulation. This should be contrasted with the two to three weeks which would
be the norm in other internationally recognised bodies.

| Trouble Shooting etc

Work of this nature requires extensive experience - especially in process and product engineering.
Such skills appear to be in short supply throughout Malaysia - if only because of the rapid
development of the rubber product industry in a short period of time. Some RRIM technologists
probably have an understanding of the issues - however we doubt whether they have the depth of
experience necessary to provide effective consultancy in this area.

The problem is ciearly more serious for the home grown rubber product company than one which has
the support of technology transfer from a world ciass company. Home grown companies are willing to
use such consultancy assistance and we have encountered instances were MRPRA has been used but
they question the levels of technical expertise available and have concerns over confidentiality,

thereby further compounding the difficulty of building up local consultancy experience, within RRIM for
instance.
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= Resources for Long Term R&D

RRIM has been and is involved in long term R&D. However much of this is focused on the exploitation
of NR rather than on broader issues confronting Malaysian rubber product manufacturers. The
principle of pre-competitive research projects supported by a number of companies is extremely
common within Westem Europe. The projects are intended to take participants to a common basis of
technological competence from which they construct their own competitive positions. ft is encouraged
by National and EC operated schemes as assisting European industry to enhance its competitiveness
in world markets.

We are led to believe that Malaysian rubber product industry would be willing to participate in such
programmes. But at present such programmes do not exist.

B Technological Information

RRIM is clearly an important channel for the formai communication of such information to individual
companies. However we have noted little evidence of any proactive dissemination of such information.
The only mechanism for this appears to be Plastics and Rubber institute of Malaysia through its
conferences and meetings. Here again this issue is more relevant to companies seeking to ensure their
technological competitiveness in export markets.

B Qualty

it is to its great credit that, as can be seen from figure 31, Malaysia ranks alongside the most highly
developed countries in terms of the number of companies registered for ISO 9000.

This interest i.s reflected in the activities of tpe_rubber product Number of Companies with
industry and it was noteworthy that the majority of the rubber ISO 9000 by Country
product makers visited had acquired or were in the process of N2 of Companles]
purchasing quality control equipment - reflecting a strong Country with 1SO 9000
commitment to the upgrading of quality. This level of interest UK 25,000
was confirmed by suppliers of such equipment. The key agency Australia 1,400
in this area is SIRIM. [ts activities in this area are clearly an USA 1.100
important component in enhancing the capability of the g::ar:‘acc;a 1&%0
Malaysian rubber product industry and could be used to Ireland 559
market the industry intemnationally. Germany 488
Switzerland 390

However it is not generally recognised that ISO 9000 is only ltgly 341

ent Singapore 250
a stepping stone along the quality route and the rubber Malaysia 200
industry’s customers are progressively movirg toward Total figure 31
Quality Management. This calis for a complete revision of Source: ISO9000 Quality Forum,
corporate attitudes to management in response to an increasingly Kuala Lumpur, May 1993
competitive and fluid world market situation. It invoives gll
personne! from the Managing Director to the telephone operator.
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Effective implementation of tiiis more often than not involves a substantial change in management
style, training and shop floor attitudes. Although the underiying idea is straightforward and the
implementation process is less formalised it nevertheless invoives a sequence of steps which are very
demanding. A total understanding and commitment is an essential prerequisite to success in the long
run. It calls for a high degree of competence in quality management and the resources to ensure that
alt steps can be introduced.

initially TQOM was primarily the province of larger companies. However smaller companies are now
moving down this path. For example Rapra Technology is currently assisting in the introduction of
TQOM to a UK rubber product maker whose turnover is of the order of anly £1 miilion.

[ | Advance Manufacturing Practices

SIRIM is also the main vehicle for this form of assistance. Whilst very few of the rubber companies can
benefit significantly from the application of advance manufacturing practices it is evident from the
majority of our visits that the productivity of rubber product making companies would be significantly
enhanced by advice on manufacturing practices and industrial engineering. This would contribute to
maijor reductions in labour utilisation, reduce the costs associated with work in progress etc.

" Overall Assessment

Though in the field of compound testing and quality improvement the industry receives an efficient and
effective service against the ideal of technological support. the Malaysian rubber product industry
would be considered poorly served.

Problems of technology support are of three main kinds:
i.) the technical skills and experience available to provide support;
ii.)  resource availability, which restricts RRIM’s ability to provide services in a timely manner;

.} alack of trust in institutions such as RRIM. The fear is that these institutions cannot provide
confidentialily because their staff are likely to be poached by other companies or set up in
business themselves.

Clearly, finding answers to these problems is in the interests of the industry itself. If it could contribute
additional esources, it may be possible to find suitable expertise if not within Malaysia, then from
overseas, to carry out work in a timely manner and to ensure that highly trained staff stay within the
technology centre rather than leave. Our finding was that industry is willing to commit greater
resources but finds the institutional set up not conducive to doing so.

It is also important to note that the uptake of funds such as the Industrial Technical Assistance Fund
{ITAF) which are designed to help industry improve technology. and quality remains low. SIRIM may
have been successful in developing interest in 1ISO 9000, but it has not been able to make available to
the industry the assistance Government has provided in the field of technical assistance as a whole.
The take-up of such incentives is discussed under Policy Framework in section VIiI.
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it is commonly believed that the reasons for poor uptake of [TAF are the same as for incentives
generally. A distrust of authority and a perception of unnecessary form filling and bureaucracy. It will
be important in the future to make such assistance more accessible.

Human Resource Availability and Training

We have identified three major issues of concern with respect to human resources.

- the supply of managers and supervisors for new businesses:

- the continuous avaiiability of appropriately trained technologists and engineers;

- a consistent supply of shop floor personnel and the ability to retain them after training.

[ ] Management and Supervision

Historically there has been little if any emphasis on developing a3 cadre of professional managers within
the home grown rubber product industry. Management has in general vested in the owners and
supervision was supplied by technologists and/or on-the-job trained supervisors. Furthermore most
home grown companies are family operations - thereby reducing the number of experienced managers
willing to transfer their experience to other firms.

The recent influx of inward investment and joint ventures has stimulated a greater emphasis on
management capabilities and this appears to be slowly working its way through to the better
companies in the country. The growing emphasis on the management of quality as indicated above is
also playing an important role. There is also anecdotal evidence of a growing appetite for training in
management as a discipline. Furthermore the long term supply may be further stimulated by transfer
of some high quality people from the public to the private sector.

But overall, management skilis are limited and when available are focused on day to day operations.
A criticai deficiency is marketing skills. Marketing, as in most family owned businesses has been
carried out by the owners. Resources and expertise available to expand markets especially overseas,
is @ major constraint for the industry.

The absence of a poo! of trained managers and supervisors which could be used to expand output or
establish new ventures is a major limitation to the industry’s expansion either organically or through
inward investment.

| Technologists

Malaysia has always been fortunate to have at its disposal excellent rubber scientists many of whom
will have honed their experience at the RRIM. However it has been less well endowed with sound,
practical rubber technologists. Such people only gain relevant experience through extensive first hand
exposure to day to day problems on the shop floor and in a manufacturing environment.
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A significant proportion of the existing stock of such people are already engaged in the industry - often
on their own account or as members of teams in some of the larger companies. Whilst there is a
steady supply of good quality new graduates in technology there is some suggestions that these are
drawn toward cleaner industries rather than the “black™ rubber industry.

We therefore perceive that the increase in highly competent local rubber product manufacturers may
be somewhat inhibited by the lack of suitable rubber technologists.

| Factory Floor Labour

There is clear and ample evidence of a shortage of supply of local labour in many parts of Malaysia.
There are also indications that this is more serious for the rubber product industry for the following
reasons:

- in areas where light “clean™ companies such as those in the electrical and electronic sectors exist
there is strong reluctance to join the rubber product industry:

- the resulting mobility of people into and out of companies causes problems in those companies
where the operation of rubber processes requires more than a few hours trainir.g;

- the advantage of low labaur costs is undermined by the need to continuously retrain the
workforce.

This places an overall constraint on expansion of existing business and is clearly contra-indicative for
inward investing companics faced with the availability of low labour costs in other ASEAN countries
and the PRC.

The human resource problem facing the industry is shared with other industries in Malaysia, but
because of the preceived “dirtiness” is particularly acute in the GIRG industry. Whilst Government’s
recent liberalisation of the recruitment of migrant labour may offer a short-term alleviation of the
situation, it is clear that the neced to continually train the workforce will in the end make this practice
uneccenomic and untenable, particularly if in view of the need to continually upgrade quality.

The longer term answer for the rubber product industry lies in a highly trained and hence productive
labour force making products of sufficiently high value to justify comparatively high wages. The
industry is fortunate in having a good supply of trained scientists and technologists but needs to
ensure that it holds on to this resource and utilises it effectively.

Much will depend on training to upgrade skills and productivity and human resource management
practices to retain staff.
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Export Marketing

Historically exports of the rubber product industry were promoted by the Malaysian Export Centre
(MEXPO). A variety of inward and outward trade missions were organised, but it was clear from our
discussions with the industry that only a small number of companies were able to benefit from such
activities.

More recently the responsibility for this has passed to the Malaysian Extemal Trade Development
Corporation (MATRADE]. Given its recent formation it is not possible to gauge its effectiveness. In
essence its role and method of operation will however primarily be reactive to enquiries be thev from
aspiring Malaysian exporters or potential customers oveiseas though it aims aiso to train smali and
medium enterprises in export marketing . It aims to use the network of commercial counsellors in
Malaysia’s foreign missions to respond to enquiries and provide information as and when appropriate.

In addition to MATRADE, in recent years MRRDB, through its Malaysian Rubber Board (MRB} offices,
has also targeted the promotion of Malaysian rubber product exports. But MRB’s activities in support
of rubber product exports are limited by resources. Recently, a decision has been taken to close a
number of its offices and to focus activities in Kuala Lumpur and London only.

Further MRB's role is promoting the use of Malaysian rubber. The promotion of Malaysian rubber
products may give rise to conflicts with its primary role. The Board’s rubber customers may construe
the promotion of rubber products as promoting the activities of competitors.

In our view, neither MATRADE nor MRB offer the type of support required by the Malaysian GIRG
industry, particularty home grown manufacturers. And, the small size of these businesses means that
they are not able to afford to carry out export development activities, in-house.

Our survzy of manufacturers revealed that almost all companies surveyed, whether home grown or
with foreig:: participation, viewed improved export development assistance as important to their
future growth. Aad, many were willing to pay a higher cost for such assistance.

From our experience of export-market development in the rubber product industry, we believe that a
programme aimed to provide company specific assistance to the GIRG sector would yield major
benefits in export development. Industry would be prepared to beaar a significant part of the costs of
such assistance.

-
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viit Policy Framework

This section examines the policy environment for the rubber products industry and the way it has
influenced the GIRG sector.

Government Attitudes & Objectives

The development of the rubber products industry in Malaysia has taken place with the active support
and encouragement of Government. For much of the past two decades, it has been a priority industry
and has benefited from tariff protection, investment incentives and direct support and subsidies.

Government motives in supporting the industry have changed with policy objectives. At various times,
growth of indigenous industry, import substitution, diversification of the manufacturing base and
increasing exports have been the prime focus of concern alongside the creation of wealth and jobs.

But for many years, underlying these various policy objectives has been always the aim of exploiting
fully one of Malaysia’s most abundant natural resources and thereby achieve the dual goals of
increasing value added within Malaysia and to break the dependence on volatile international
markets. The main obhjective of policy until recently has been to increase natural rubber consumption
within Malaysia.

Historical Development of Policy

In broad terms, Government policy has evolved through three stages as follows:

i.)  Stage | - Import Substitution
Up to the 1980s. the main aim of policy was import substilution and the key policy measure used
was tariff protection. Synthetic rubber was considered a compelitor to natural rubber and subject o
import tanils

ii.)  Stage Il - Expansion
In the Fifth Plan (1936-1990) the focus of policy was expansion. As one of 12 priority industries,
investments in the rubber industry attracted substantial tax incentives. In addition. natural rubber
consumed within Malaysia was exempt the export cess of 20 sens/kg. making the cost of natural
rubber lower Lhan on international markets. Duty on synthelic rubber was removed.

iii.) Stage Wl - Targeted Growth
From 1990, under the Sixth Plan promotion of the rubber products industry has been made more
selective. A number of products including latex gloves have been removed from the list of promoted
products. The cess has been removed and tarill protection has been reduced.

The main land mark for industrial policy in Malaysia was the Fifth Plan. The Plan conceived as a the
instrument to Kick-start the economy after the recession of 1984/85 focused on growth through
mobilising investment.

A key policy measure was the Promotion of Investments Act (1986) which offered substantial
investment incentives in the form of tax concessions granted under the Income Tax Act, 1967.
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This measure coincided with a decision by Government to exempt domestic sales of natural rubber
from the cess of 20 sens/kg levied on rubber exports. The result was to give domestic manufacturers a
6-12% raw material cost advantage over industries sourcing rubber on international markets. In
addition, in recognition of the correlation of natural and synthetic rubber use, Government remover.
the duty on synthetic rubber. Energy costs which in Malaysia were higher than international leveis
were subsidized.

These policy measures when allied to Malaysia's excellent infrastructure and stable economic and
political climate were the cause of substantial inflow of foreign investment. In latex products,
investment had become internationally mobile and manufacturers in high cost countries were looking
for a low cost manufacturing base. The presence of low priced, locally available latex in a country with
an attractive investment ciimate represented a major spur to locating in Malaysia.

Under the stimulus of these policies the GIRG sector also expanded. Investment by both foreign and
domestic investors helped the industry grow and exports benefited from the lower cost of natural
rubber. But, the sector did not experience the major influx of foreign investors witnessed in latex
products. This refiects the lack of interationalisation of manufacturing in the GIRG sector rather than
any weaknesses in policy.

In the early 1990s, with the Sixth Plan, policies towards the rubber products industry have changed.
As a resource based industry it continues to receive priority industry status. But policy has become
more selective.

Products such as latex gloves, car mats and garden hose have been removed from the list of
promoted products. Manufacturers of these products are ne longer eligible for tax and other
incentives. The export cess is no longer levied on rubber exports and the price of natural rubber in
Malaysia is now cheaper only to the export of transportation and transaction costs. Energy costs are
no longer subsidised.

Duties on many rubber products have been reduced substantially and the government has placed
rubber products on the fast track of the Common Effective Preferential Tariff (CEPT) scheme for the
ASEAN Free Trade Area (AFTA).

The changes are a response to two key factors:
i.) it is recognised by Government that in some products Malaysia has already developed into a
substantial supplier to world markets and there would be little benefit from continued promotion

and support of these products.

ii.)  the focus and objectives of government policy have changed and with it the type of promotional
and support measures government considers appropriate.
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As a result of the past decade of outstanding growth the agenda for Malaysian’s manufacturing
industry has changed. The emphasis has shifted from rapid growth of output and exports to
consolidation and strengthening of the manufacturing base through deepening and broadening and
improving inter-sector linkages.

With this agenda in mind. Government has become more selective with regard to the industries and
products it promotes. And. the emphasis of industrial support is changing from fiscal incentives to
support in upgrading skills and the productivity of labour, improving technology and strengthening the
industrial hase through promoting small companies.

The changes in policies introduced recently do not reflect a change in attitude or commitment towards
the rubber product industry. They are a reflection of the industry’s success in the past and the
changing economic environment in the country.

Current Incentives

The main incentives and support measures available currently are set out below:
| Investment Incentives

Under the Promotion of Investments Act, 1986 companies given Pioneer Status are granted a 70%
exemption from income tax (currently 34%) which is deductible against statutory income for a period
of 5 years. Government can consider giving 100% exemption on a case-by-case bases provided the
project established by the company is high tech, entails heavy capital investment and generates strong
intersectoral linkages.

An aiternative to Pioneer status is /nvestment Tax Allowance which provides for an allowance of 60% of
qualifying expenditure on plant, machinery and buildings made within 5 years of approval against
70% of its statutory income. Any allowance not utilised can be carried forward until it is utilised. This
may be a preferable incentive for companies undertaking large qualifying expenditures on long
gestation investments.

Eligibility for Pioneer Status and Investment Tax Allowanze is confined to companies manufacturing or
proposing to manufacture a promoted product or undertake a promoted activity. With the exception
of mats, garden hose and latex examination gloves, all GIRG products are promoted.

Reinvestment allowance is applicable to all manufacturing companies and consists of an allowance
against statutory income of 40% of capital expenditure incurred prior to 31 December 1995 on plant,
machinery and factory buildings for the purposes of expansion and/cr modernisation of production
facilities. This is an attractive allowance for companies who do not qualify for Pioneer Status or
Investment Tax Allowance.
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n Export incentives

Malaysian exporters are eligible for exemption of duty on imported raw materials and components
which are not manufactured locally or where they are manufactured locally, are not competitive in
price or quality. Imported machinery and equipment used directly in the manufacturing process can
be considered for duty exemption.

There are, in addition, a series of other incentives to encourage exports:

. the export Credit Refinancing (ECR) scheme provides short term credit at preferential interest
rates

. double deduction of export credit insurance premiums

. double deduction of expenses incurred in the promotion of exports. This covers expenses such
as advertising and public relations overseas, export market research, free samples, participation
in exhibitions, overseas travel and the maintenance of overseas offices

. double deductions on freight charges paid by exporters based in Sabah and Sarawak

. industrial building allowance in respect of building used as warehouses for storing goods for
export consisting of an initial 10% of cost and 2% per annum thereafter.

[ | incentives for Research Development

To encourage research and development the Government has provided a range of tax incentives as
follows:

. tax exemption for 5 years for new technology based firms;

. expenditure incurred for research approved by the Ministry of Finance is eligible for double
deduction. Other research expenditure can be deducted against income;

. buildings used for approved research receive the industrial building allowance;

. plant and machinery used for research are eligible for capital allowances and exempt from duty
and sales tax:

. double deduction is allowed for cash contributions to research institutions;

. companies established for the purpose of carrying out R&D can receive tax exemption for 5
years and can carry forward losses beyond the tax exempt period.
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[ Incentives for Training

To encourage the upgrading of skills and to improve productivity. Government has provided the
following assistance to Malaysian companies:

. companies employing less than 50 workers are eligible for double deduction of expenses
incurred on approved training. The entitiement is automatic if training is conducted at approved
institutions

. companies employing more than 50 workers can avail themselves of assistance from the Human
Resource Development Fund (HRDF) which provides contributions to the cost of training.
Companies have to contribute 1% of the wages of employees to HRDF

. industrial building allowance is available for buildings used for training
B  Assistance for Technology/Product upgrading

The Industrial Technical Assistance Fund {ITAF) operated by Bank Pembangunan and the Standards
and Industrial Research Institute of Malaysia (SIRIM) provides matching grants for product testing,
standard certification, consultancy assistance and by exception for the testing and calibration of
machinery. It also provides assistance in achieving ISO 9000.

[ ] Additional Incentives and Support for Small Businesses

Small and medium scale manufacturing companies with shareholders funds of iess than M$500,000
and at least 75% Malaysian equity are eligible for Pioneer Status if they manufacture promoted
products, full exemption from customers duty on raw materials, components or machinery if not
available locally and reimbursement allowance at 50% instead of 40%. Government has also designed
special programmes to support small businesses. A department has been established within the
Ministry of Trade & Industry (MTI) specially to help foster and support the development of smali and

medium sized industries (SMIs) which helps design programmes and works with other agencies to
implement them.

The department has earmarked six products for special emphasis in SMI development, including
plastic and rubber products. The others are automotive, transport equipment, machinery, moulds and
dyes and wood products.

The department is newly formed but has initiated three types of SMI assistance:

i.) the development of industrial estates with incubator units for SMI’'s

ii.) avendor development programme whereby large companies are incentivised to help develop
SMI vendors

iii.)  the provision of SMI development loan finance assistance through development finance
institutions
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The industrial estates are at a conceptual stage, the vendor development programime has been
launched and loan finance schemes using both Malaysian government and donor assistance are in
place.

The Malaysian Industrial Development Fund (MIDF) is the main development finance institution
involved in providing finance to SMi's. MIDF currently operates four schemes for providing loan
finance to SMi"s as shown in figure 32:

Loan Schemes for SMI's
Expenditure

Scheme Criteria covered % Financing interest Rate
ASEA/JAPAN Paid-up capital less Project 75% 6.5% p.a.
Development than M$ 5 miltion, Machinery reducing balance
Fund 51% Malaysian equity Factory for some loans
SMI Promotion Paid-up capital Project 75% up to 7.0% p.a.
Programme less than M$ 5 million, Machinery M$ 5 million | reducing balance
- Japan 51% Malaysian equity Factory for some loans
New Entreprenuers Shareholders funds of Project 85% 5% p.a.
Fund less than M$ 2.5 million, | Machinery reducing balance

100% Bumiputera equity | Factory for some loans
Modernisation Shareholders funds Machinery 75% 4 :.a
& Automation below M$ 2.5 million,
Scheme 70% Malaysian eq.iity

fioure 32

The loans provided under the scheme are on favourable terms to loans provided by both commercial
banks and development finance institutions. For instance, loans provided by MIDF outside these
schemes would carry interest at rates between 9-9.5% per annum and commercial banks lending
terms would be a few percentage points higher.

MIDF is able also to provide equity finance but this is by exception. Other sources of equity finance,
mainly targeted at Bumiputeras are also available.

Protection
Whilst tariff protection has been reduced for tyres and on some latex products industri2l rubber goods

continue to benefit from substantial protection. Most consumer goods have traditionally not had
much tariff protection.

The majority of industriai r* ~ . ;,.¢ . I1C's are subject to import tariffs of over 30%. But in the case of
“other products of vulcair ~+ u'ili - SITC code 629.999.990 - the import duty is 5% of ¢.i.f. value
and it is this category tha: - o for the majority of imports. Tariffs on the main industrial goods

are shown ir fipyre 33,
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import Tariffs on Industrial Rubber Goods

Duty Payable
Product (% of c.i.t. value)

Floor tiles 35%
Flooring materials (incl. mats) -
Structural bearings, rail pad,

precured tread, water stop 35% cr $1.20 with
Tubes, pipes, hoses 40%
V-belts 30% or $2.50 with
Flat transmission belting 40%
Belting of width exceeding 20cm 40%
Gaskets, washers, pipe seals 5%
Auto-components 30%
Other ancillaries 5%

figure 33

The nominal rate of protection shown in figure 33, is for most products close to the effective
protection. Inputs used to manufacture these products are priced either at world levels (natural
rubber), duty exempt (synthetic rubber) or subject to low rates of duty of 2% (chemicals and
accelerators). Carbon black and zinc oxide are subject to high tariffs, 30% in the case of zinc

oxide and 15% in the case of carbon black, but as noted earlier, they account for a small proportion
of total raw material cost.

The exception to effective protection being almost the same as the nominal rate is belting and
reinforced hose and other products using synthetic industrial textiles. Industrial textiles are subject to
an import duty of 15% and account for a high proportion of the raw material cost of these products.
The effective rate of protection is much lower than the nominal rates shown above.

Imports of consumer goods such as erasers, rubber toys including balloons, water sport equipment are
subject to either 5% or no duty. In the case of consumer rubber goods, in 1989 import duties were
reduced substantially on items such as water sport equipment and inflatable rubber boats.

On items subject to 5% import tariffs, the rate of effective protection is very low. when account is
taken of higher input costs of some raw materials in Malaysia. Items which are not subject to import
duty could be considered to have negative effective protection, though not to any great extent.

A recent and potentially important change in the trade regime affecting rubber goods is the Common
Effective Preferential Tariff (CEPT) Scheme which came into force in January 1993. Thc aim of CEPT is
to create an ASEAN Free Trade Area within fifteen years through progressive reductions in tariffs on
goods imported from other ASEAN countries.

The process of tariff reduction will be to proceed on either a fast track or a normal programme,
Rubber products are included in the fast track of tariff reduction, the aim of which is to reduce tariffs
to between 0-5% within seven years.,
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Evaluation of Current Policy Framework

The incentives available to the rubber products industry in Malaysia are attractive to both foreign and
domestic investors. There are major tax incentives for investment in the GIRG industry, to upgrade
technology and to carry out R&D and training.

Malaysia’s package of incentives remains comparable to that offered by her ASEAN neighbours and
superior to countries at similar levels of development such as the countries of Eastern Europe.

It could be argued that the removal of the price advantage on natural rubber in 1990 has coincided
with a reduction in the number of new entrants into the industry. The number of new projects
approved by MIDA in the rubber products has fallen in the 1990s.

But the removal of this incentive does not put Malaysia at a disadvantage. The peak of approvals in
the rubber industry was 1988 showing that the number of approvals was falling even whilst the
incentive remained in place. Moreover, with rubber prices at their current levels it is unlikely that
Government could re-impose a cess.

Tariff protection appears generally well targeted. The highest rate of nominal protection are for pipes,
hose and tubing and belting in which the country runs a trade deficit. But, to provide effective
protection for these products removal of the tariff on industrial textiles may be advantageous. No
doubt the tariff piotection is in place to promote the growth of industrial textiles and MIDA and MTI
will need to review the desirability of removing the tariff or allowing beit and hose manufacturers tariff
exemption.

it could be argued that higher protection foi other articles of vulcanised rubber, the largest single
imported item could help the industry substitute domestic products for imports. But, it should be
noted that it is this category which forms also the main item of export. Hence no infant industry type
argument could be advanced for protection.

The issue of tariff protection is not of prime importance to the rubber products industry and GIRG
sector. The GIRG sector is already a very open industry with very high proportions of its output
exported. Given the small domestic market its future depends on developing exports and this
emphasises the need for international competitiveness. If the industry is able to become
internationally competitive it will not need tariff protection.

Even CEPT which is potentially an important development is unlikely to make a major impact in the
short run on the industry. Imports of rubber goods from ASEAN countries have in the past been
subject to significantly lower ievels of duty than products from outside the region under the
Preferential Trade Agreement (PTA). Yet, with the exception of Singapore, ASEAN countries do not
form either major sources of imports or destinations of exports.
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The impact of CEPT may. however, be stronger in the long term. If AFTA develops as envisaged
ASEAN and non-ASEAN foreign investors may chose to t2ke a pan-ASEAN view of the manufacturing
decision preferring to choose one location to supply the whole of the region. This may impact
adversely upon the Malaysian industry as it is not as low cost a manufacturing centre as its
neighbours.

Whilst the incentives available to the rubber products industry and GIRG sector appear in outline to be
attractive, our survey and research revealed two major weaknesses:

i.) many of the small and medium sized are not applying for investment incentives and some do
not benefit either from export incentives:

it.)  the rate of take-up of R&D. training and loan finance are low.
The problem of take-up of incentives is due to a combination of:

i.) distrust of authority. Small businesses are concerned about tax implications of information they
may be forced to disclose in applying for incentives;

ii.)  a perception of bureaucratic processes and excessi’e form filling;
ili.}  in some cases, ignorance of the assistance available.

Of these three, the fear of authority is probably the most important. MIDA is the organisation
responsible for administering the incentive package. And, though the organisation has done much to
make its procedures and forms user friendly, it has not been able to persuade small and medium sized
enterprises that it does not hold a fiscal brief and hence concerns over tax positions should not
influence their eligibility for incentives.

Malaysian businesses are willing to invest in new factories and plant and equipment. The poor take up
of R&D, training and lost cost finance apart from revealing a distrust of authority, reflect also a
perception of long delays in accessiblity. Changes could be made to improve accessibility.
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IX Market Prospects

This section outlines market prospects for GIRG products in both domestic and export markets. It
highlignts changes that will affect the characteristics of the market for GIRG products.

Domestic Markets

Prospects for growih of demand in the domestic market are favourable. Markets for GIRG products
have been increasing faster than GDP in the recent past. and this trend will continue over the skort
and medium term - covering 5-7 years.

But over the longer term - 7-12 years, demand grewth is likely to slow and markets become mature.
In this phase, demand is likely to be ciosely correlated with GDP.

Over the short and medium term, demand growth will be led by IRG. Although consumer markets wiil
also grow rapidly, their growth will be from a low base. The domestic market for masterbatch is likely
to grow also but at a much lower rate than IRG or consumer products.

| IRG

The demand for IRG products is expected over the short and medium term to increase faster than the
OPP I projection of GDP growth of 7% p.a. It is likely also to grow faster than the projected growth of
manufacturing of 10.5% p.a.

Key end-use sectors for IRG products are expected to increase output faster than the average for the
manufacturing sector and this will result in a rapid increase in demand. Further, as the industrial base
widens, new end-uses for industrial rubber goods will emerge.

The main engine of growth in the short and medium terms will be the automiotive sector. According to
specialists in MIDA and sources in the automotive industry, the sector is poised for very rapid
expansion as a result of:

. The output of cars for sale in the domestic market is likely to double over the next S years from
the current levels of approximately 120,000 units to close to 250,000 units and could be
higher if annual vehicle testing is introduced:

. Sales of Malaysian built cars in export markets should increase substantially over current levels;
. output of commercial vehicles should increase in line with GDP;

. motorcycle output is likely also to increase in the short term, but growth is expected to come to
a halt when market maturity is reached in the next 3-5 years.

Domestic car output is likely to increase substantially when the second car project commencces the
manufacture of a Small Daihatsu designed car in 1994, The project is expected to manufacture
30,000 vehicles per annum initially anc gradually increase sales to its manufacturing capacity of
60,000.

RanBe @5 RES&C®

ey

August 1994 67




Car exports to date, have been limited by the Proton Saga being exclusively right hand drive. Exports
are hence mainly to the UK. But Proton's new model is expected to be produced also in a left hand
drive version opening up potentially a large new market.

In addition to the automotive sector other sectors which are likely also to be major sources of growth
are construction and machinery.

The construction sector has grown at dcuble digit rates over the past few years and growth shows no
sign of slackening. Projects such as the new international airport are expected to keep the construction
sector buoyant over the next five years.

Demand from the machinery sector is likely to grow as a result of two factors:

i.) the population of machinery in the country has been increasing rapidly over the past few years as
a result of a very rapid increase in machinery imports. This will create a growing demand for
replacement parts.

ii.}  Government is keen to develop the manufacture of machinery within the country and is actively
promoting both foreign and domestic investment. As domestic machinery manufacturers develop
it will create new demand for rubber products from machinery manufacturers.

The value of machinery imported into Malaysia has doubled in the past three years from M$ 8.6 billion
to over MS 16 billion. Whilst imports of all types of machinery imports have increased, key rubber
using machinery such as coastruction machinery and printing machinery have shown strong growth.

The size of the domestic market for some types of machinery is now believed to be sufficient to justify
domestic manufacture. The list of machinery considered suitable for manufacture in Malaysia includes
ofi-road vehicles for the construction industry, material handling equipment i1ciuding conveyors,
printing machinery, and food processing machinery some of which are significant users of rubber
products.

Whilst automotive, construction and machinery will be the dominant sources of growth, the electrical
and electronic sectors will also continue to grow. And. although not as important an end-use for rubber
products as automotive or machinery, the growth of the oil and natural gas sector in Malaysia will open
up new markets for IRG.

But over the longer term growth will slow down. As the domestic market for cars approaches maturity,
the high rate of growth of construction slows and new end uses are exploited so IRG growth will slacken.

The rapid growth likely to occur over the short and medium term will lead to changes in the market for
rubber goods. Two major changes to be anticipated are:

i.)  IRG markets will become more technically demanding and sales to OEMs will increase

ii.)  growth will lead to a proportionately greater use of synthetic rubber than at present.
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Although continued growth of sectors such as construction, electrical appliances and automotive will
cause demand for comparatively low value products to remain buoyant, much of the emerging new
uses for IRG will require comparatively greater technical sophistication. End-uses such as construction
vehicles, machinery. conveyors and oil and gas require greater technical sophistication.

in addition, the proportion of sales to OEMs will increase not only in the automotive sector but also as
domestic manufacture develops in machinery. OEMs demand higher specification products than the
replacement market.

It is a feature of higher specification products which meet technically demanding applications that their
use of synthetic rubbers is far higher than products sold for less demanding uses. In products such as
hoses sold for the automotive sector the content of natural rubber is low and for applications
demanding oil resistance, natural rubber is not suitable. Conveyors also use a lower proportion of
natural rubber and for oil and flame retardant uses, or food grade belts, the natural rubber content is
very low.

Over time the proportion of synthetic rubber used in the IRG sector will increase towards the high
levels prevailing in highly industrialised countries. But, given Malaysia's position as an NR producer
and the current strong bias to NR products it will take many years for the proportion of NR in rubber
consumption to approach 50% from the current 15% and it may not ever get higher than the former
figure.

| Consumer Goods

Demand prospects for consumer goods sold on the domestic market are also favourable. Consumer
expenditure is projected under OPP ll to grow at a rate of 12% p.a. and with higher incomes and
leisure time, expenditure in consumer rubber goods should increase rapidly.

The highest growth is likely to be in sports goods - swimming aids, rubber balls, inflatables - where a
combination of changing life-styles as a result of greater leisure time coupled with higher incomes
should help boost demand. But other consumer goods such as stationery and household goods
should also experience an increase in demand.

But, these markets will grow from a very small base and although growth will be high in percentage
terms, in volume terms demand will not increase substantially.

And, because population is small, these markets would tend over a period of time to saturation. Over
the longer term growth will slow, to levels not far above the rate of growth of population.

The relative openness of these markets in terms of world trade will mean that demand in Maiaysia will
become driven hy changes in product treads in international markets.
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| Rubber Masterbatch

The domestic market for masterbatch will grow as a result of higher output from small businesses. But
it will grow from a small base and will not develop into a large market.

Small and informal IRG producers have, as a result of lower overheads and fixed costs increasingly
displaced medium and large businesses in the manufacture of low value products. It is the small and
informal sector which is the main source of demand for masterbatch. This trend will continue in the
future.

As a result domestic demand for masterbatch will increase. But whilst such businesses are numerous
their rubber consumption is low. Grow*h will not result in a substantial increase in volume of demand.

Export Markets
The high export propensity of the GIRG sector means its prospects will depend also on opportunities
for export growth. We consider below Malaysia's current position and prospects in three main world

markets - W.Europe, USA and Japan.

We examine also prospects for exports to Taiwan and Korea, two main GIRG producers in the
strategically important Asia-Pacific region.

We begin with profiling size and trends in each market and then set out end-use sectors,
segmentation, sales channels and key success factors which are common to these markets.

it should be noted that market data on GIRG are not readily available and where available,
inconsistent in terms of definitions used and often out of date. This reflects the fragmented nature of
the markets for GIRG products.

We have therefore had to undertake substantial data collection in an attempt to provide indicators of
magnitude. But we cannot claim data presented are comprehensive or consistent.

L] Western Europe
Market Size
As noted in our First Interim Report, W. Europe is the largest single world market for non-tyre rubber

products, valued at just over US $ 20 billion. It accounts for just over 31% of the world market for
non-tyre products of US $ 65 billion {figure 34 below).

World Markets - Non tyre products 1992

Value Percent
US$ billion %
USA 9.5 14.6
Japan (1) 55 85
W. Europe 20.3 31.2
Others 25.7 46.0
World 65.0
Source: Various Trade Journals figure 34
Note: (1) Estimate based ur: rubber consumption.
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Western Europe is a mejor manufacturer of non-tyre products and a net exporter. lts overall output
and trade position is as shown in figure 35 below:

Western Europe - Non-tyre products
Output and External Trade - 1992

Volume
Value ‘000 tonnes of
USS$ billion finished products
Production (1) 225 2,000
plus imports (2) 45 759
less Exponts (2) (6.5) (900)
Apparent Consumption 205 1,850

Notes: (1) approximate figures based on induslry estimates  figure 35
(2) estimates based on EC data
Sources: Industry estimates, Eurostal, consultants estimates

Production

The breakdown of European output by product group is broadly as follows (figure 37).

W. European non-tyre output, 1992

Hoses and tubing

- reinforced 225

- other 15
300

Belting

- conveyor 110

- other (v and fan belts) 40
150

Floor covering 200

Other rubber products 1,200

Source: Estimates based on IRSG Key figure 37
Rubber Indicators 1993 and other
industry sources.

The largest volurae of output is in the category ‘other rubber products.” The main types of products
included in this category are formed articles {(mouldings) and profiles, a range of gaskets, washers and
seals as well as crepe and foam rubber, glues, solutions and dispersions and rubberised cloth. The
three largest product categories are formed articles, profiles and gaskets, washers and seals.

The main manufacturing countries are Germany, France, Italy, the UK and Benelux. A breakdown of
output in each country is shown in the figure facing. Over the past four years, taken together, output
in these five countries has declined marginaily.

The two main producers of hose and tubing are Germany (56.2 thousand tonnes) and Italy (52.1
thousand tonnes). In both countries output in 1992 was substantially higher in volume terms than in
1988. In Germany output was up 21% and in ltaly 10%. But as a resuit of a 44% decline in UK
output, overall output in 1992 from the five was marginally (1%), lower than in 1992, In 1988, the
UK was the largest hose and tubing manufacturer of the five countries.
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Belting output in the five countries increased from 1988 to a peak in 1990, but declined thereafter
due to recession. Overa!l, between 1988 and 1992, belting output of the five has fallen by 5% in
volume terms.

Germany and France are the main belting manufacturers and conveyor belting the main type of beiting
produced.

The output of crepe and foam rubber in the four countries in 1992 (exciuding the UK for which recent
data are not available) was 26% higher in 1992 than 1988 levels. The UK and France are the largest
manufacturers. The latest UK output figure available is for 1989.

Over the past decade, the output of hygienic and pharmaceutical articles has fallen in most
W.European countries. This is due mainly to the transfer of glove and condom production to the Far
East and especially Malaysia. Between 1988 and 1992 output declined by 7%.

The manufacture of floor covering has also fallen from 1988 levels in France, ltaly and the UK But
German output has nearly doubled resuiting in an increase in output from these four countries of 24%.
Figures for Benelux are not avzilable. Germany is now by far the largest manufacturer, in West
Europe.

Rubberised cloth output has fallen in the UK and France but has held up well in Germany and [taly.
Overall, output in the five countries fell by 12% between 1988 and 1992. Germany is the largest
manufacturer with output of nearly 13 thousand tonnes.

The output of glues, solutions and dispersions has also fallen from 1988 levels with large falls in
Benelux, Germany and France. UK output had been on a declining trend prior to 1989, the latest
year for which figures are available. italian output nearly halved between 1988 and 1991, the latest
year for which figures are available,

Germany stands out as a manufacturer of ebonite products. Output has increased by 24% since
1988.

Volumes of other rubber product output have also fallen marginally over the 1988-92 period. With
increases in Germany and France and Benelux not able to offset large falls in italy and the UK. Growth
points include the manufacture of profiles, formed articles and other rubber products in Germany and
profiles and formed articles in France.

Overall, volumes are lower than 1988 levels, but there is growth of output in Germany and France.

Trade

In W. Europe, whilst output has been falling at a relatively modest rate, trade in non-tyre products has
increased rapidly. Hard data on trade are available readily only for the EC but as the twelve countries
of the EC account for over two-thirds of W.European trade, these figures reflect the broad picture for
W.Europe.

Over the 1988-92 period, on average, EC exports have increased in volume terms by 15.2% p.a. and
imports, 9.2% p.a.

The main features of export performance have been the growth in exports within the EC. As European
Union leads to a more integrated European economy, so the greater is EC trade. Overall, less than
one-third of EC exports are to countries outside the EC but exports to countries outside the EC have
also increased in volume terms.
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The main products exported in value terms by EC countries are shown in figure 38.

EC Exports of General and Industrial Rubber Products in 1992
Total Value US$ 5.2 billion

Other 32% 20% Other rubber articles

13% Gaskets & seals
Not-reinforced .
hose 3% - S : 6% Rods, tutes & profiles
Vbelts 5% o 6% Plates & sheets
Reinforced hose 5% 5% Conveyors & transmission belts

Hose with fitlings 5%

Source: Eurostat figure 38

Imports have also grown rapidly, largely as a result of intra-EC trade increasing. But imports from
outside the EC have also grown substantially. In the large majority of cases the proportion of imports
from outside the EC has fallen marginally but total volumes are up substantially. So the volume of
imports from outside the EC has increased.

In volume terms, the main EC imponts are comparatively low vaiue products such as masterbatch,
plates and sheets and floor covering. But substantial volumes of gaskets and washers, hose and
tubing and belting are also imported. In value terms, the main products imported are gaskets,
washers and seals, hose and belting.

Figure 39 below presents both values and volumes of the main items imported into the EC in 1992
and shows the proportion of imports from cutside the EC.
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Total Volume = 565,000 tonnes Value = US$ 3.8 billion

/// .2%

Main Products Imponrted Into the EC - 1992

11.2%
> 9.2% ;
5.0% 5.1%
54% gy 85% 56% sgy O5%
E] - % from outside EC = Coverings & mats non-celluiar, not hard
; = Floor covering & mats
l: = Plates, sheets of non-cellular rubber - = Hose not reinforced
E = Gaskets, washers, seals : = Other
= Hose with fittings =2 = Rods, profile shapes
B8] = Hose reinforced = V-belts
% = Belting less than 20cms wide 2 - Masterbatch
Source: Eurostat figure 39
Imports are concentrated in product terms. The top nine products account for over 65% of total
volumes and over 70% of total value. The proportion of products imported from outside the EC is
particularly high for gaskets, washers and seals and plates and sheets of non-cellular rubber.
Although the main sources of imports are within the EC, imports from outside the EC represent a large
market. For instance the value of gaskets imported from outside the EC exceeded US $ 250 miillion in

1992.

The pattern of sourcing from outside the EC (by value) of all the main products imported is broadly
similar. The main sources are other highiy industrialised countries such as the USA, Japan or
neighbouring W.European countries such as Sweden and Austria followed by newly industrialised
countries such as Korea, Taiwan, Brazil and Mexico. Low cost countries are not major sources of
supply.

Malaysia is a significant source of supply for three main imported items, plates and sheets, rods and
profile shapes and masterbatch. These are comparatively lower value products. In all instances,
Malaysia’s share of EC imports is less than 1%. Figure 40 overleaf presents market shares of the main
sources of imports from outside the EC in 1992,

RAPRA li’ﬁ’;%\?‘) RES&Ce

August 1994 74




Non-EC Sources of Main Imports - 1992

Country of Origin - In Percent (%)
: outside Japan USA Austria Sweden Malaysia Other
Categories EEC % % % % % % %
Gaskets, washers, seais 30 58 6.8 37 39
Plates, sheets non-cellular 38 79 1.0 0.4 - China
) 0.2 - Tawan
Rods, profile shapes 17 0.2 6.3 0.1 - Taiwan
Belting less than 20cm 20 6.4 6.4 1.5 Brazil
o 1.4 Switzerland
Hose with fittings 21 39 10.3 1.3 Mexico
0.6 Turkey
V-Belts 19 6.3 1.1 South Korea
Hose not reinforced 16 3.3 3.2 3.3 1.1 Thailand
Hose reinforced 21 2.2 4.1 54 2.4 Turkey
Masterbatch 15 32 34 55 0.7

Source: Eurostat

figure 40

Clearly, in many products supply is concentrated. The top four-five suppliers account for a high
proportion of supply from outside the EC. But, there are notable exceptions in gaskets, washers and
seals, plate and sheets and in rods and profile shapes where 3 very large number of countries have

small shares of imports.

Malaysia’s ASEAN rivals, Thailand and Indonesia, do not figure as prominently as Malaysia. This
suggests that the Malaysian industry has a better market position than its closest ASEAN rivals.
Against more industrialised rubber product manufacturers, however, Malaysia is a comparatively small

supplier.

It is worth noting that the unit value of imports from the highly industrialised countries is higher than

the unit value of imports from newly industrialised countries. This suggests distinct market
<segmentation which is examined further below.

In the main imported items, the main growth in volumes has been in profiie shapes, in hose and tubing
and in gaskets. washers and seals as shown in figure 4 1. The lowest growth has been in masterbatch,

Growth of Main Imports into the EEC 1988-1992 (volumes in %)

Hose with fiitings |

Gaskets, washers, seals
Total GIRG N

Fiat belling of width » 20cms

Fioor coverings & mats SN
Plates, sheets of non-cellutar rubber

Hose reinforced §
Masterbatch

Hose not reinforced P

0 i0 20
-aff———— % Growth 1998 - 1992 —————-

T v ¥ L}

50 60 70 80

Note:  Imports of rods and profile shapes have declined in volume terms.

Source: Eurostat
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It is noticeable that in the products with the highest overall growth of imports, the proportion of
imports from outside the EC has held up well, suggesting a growth in both intra and extra-EC trade.
Figure 42 below sets out changes in the proportion of imports sourced from outside the EC for the
main growth products.

1 2 3 4 5 6 7 8
Legend 1. rods, profile shapes 5. plates, sheets (non-ceiluiar) 8
2. gaskets, washers, seals 6. floor covering, mats 1988
3. hose with fittings 7. masterbatch 8 1922
4. hose reinforced 8. belting of width >20 cms

figure 42

mports have increased fastest for products the output of which is either also rising in W.Europe
(profile shapes, fioor covering) or is at least not declining fast. The market for these products appears
to be growing and causing imports to increase. Domestic output is in general only being replaced in
some segments of the market.

The exception to this is the UK which has suffered a large loss in output and which is also experiencing
a large increase in imports. The UK is clearly likely to prove an easier market for exports from
countries such as Maiaysia than other European countries.

In addition to the industrial products noted above, nearty 30 thousand tonnes of consumer rubber
products are also imported into the EC with value of nearly US $ 300 million. The majority of these
products are imported from outside the EC.

The production of consumer rubber products has increased in Europe, particularly in Italy. Import
volumes were increasing up to 1990 but have fallen since then, possibly as a result of recession.

Market Trends

In the face of economic recession, upto 1992, the W. European market for non-tyre rubber products
held up well. The size of the market appears to have fallen from peak levels in 1990, but recovered in
1992,

The main cause of this relatively favourable performance is the strength of the European automotive
industry, which is the main end-use sector for non-tyre rubber products. After a fall in output in
1991, European car output recovered in 1992.
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W. European output of non-tyre rubber products has declined over the past five years, but only
marginally. Though import penetration has increased, exports have aiso grown, enabling
manufacturers to cushion the effect of the loss of parts of their domestic market.

The main products exported and imported (in value terms) are broadly similar. Gaskets, washers and
seals, profiies and plates and sheets are the main categories of imports and exports.

Moreover, the main sources of imports into the European market are other industrialised countries
such as Japan and USA. This suggests that individual company capability to supply rather than sector
cost advantages is the main determinant of the pattern of trade.

In 1993 economic conditions remained difficult in W. Europe. Depressed demand in Germany affected
trading conditions in many W. European countries.

Looking ahead, the prospects are of a gradual recovery, but one which progressively gathers pace.
Growth of 2-3% p.a. should be possible from 1995 onwards with the expansion of the EC to Eastern
Europe and increased world trade perhaps enabling faster growth in the latter part of the decade.

With improved economic conditions, the market for non-tyre rubber products, which is linked closely
to GDP, should also grow appreciably. Imports should also continue to grow at a rapid rate.

Imports from outside the EC are likely to grow faster than they have over the 1988-92 period. In the
past. imports have been mainly sourced from other industrialised countries with little or no factor cost
advantage. But there is growing evidence that the capabilities of countries such as Korea and Taiwan
have improved considerably in the recent past and these countries have significant factor cost
advantage over W. Europe.

Eastern Europe, is beginning also to overcome the effects of disruption caused by its transition to a
market economy. Recent investments by W. European companies should strengthen considerably the
capabilities of East European companies and these countries have factor costs lower than Korea or
Taiwan.

For Malaysia, the growth of imports into W. Europe should present a major opportunity for export
growth, not only in volume but more importantly in value terms. Currently, Malaysia’s main presence
is in comparatively low value product category markets such as masterbaich and plates/sheets.

If Malaysian capability to supply higher value product categories such as hose with fittings could be
improved, it may not only develcp presence in the main product segments of the W. European market
(in value terms) but also substantially increase the unit value of exports.

[ ] USA

Market Size

The US market for non-tyre products was valued in 1992 at US $ 9.5 billion. Uniike the EC, the US is
a net importer of non-tyre products as shown in figure 43 overleaf.
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US Market tor Non-tyre Rubber Products - 1992

Apparent

Pius Less  Consumption
Product Cateqgory Qutput Imports  Exports (sales)
Hoses & Tub.ng 1490 184 (24) 1,430
V-Belts 632 60 (62) 630
Flat Belting 461 90 (46) 505
Fabricated Products 6519  1.088 A7207) £.990
Total 9,102 1,422 (1.059) 9,465
Sources: RMA, Industry estimates figure 43

In value terms, the US market has not increased appreciably since 1988. The market is gradually
recovering from the recession of 1990 and 1991.

Sales in 1992 are estimated to be 1.8% higher than 1991 levels. The highest growth was in v-belts
(5%) and flat beiting (3%} but the large fabricated products market grew hy only 1.5%.

Output

Much of the increase in US sales of non-tyre products in 1992, was met by imports. Domestic output
remained broadly stable between 1991 and 1392 - USS 9,137 million in 1991 compared with USS
9.102 million in 1992.

In 1992, the value of output of hose and tuhing increased by 5.2% over 1991 levels, indicating
growth in real terms as price escalation was low. Qutput of v-belts also rose 5.2% in 1992 over the
proceeding year. Flat beiting recorded a 2.9% increase in output in 1992,

But the output of fabricated products, which account for 72% of total non-tyre output, fell nearly 6%
in 1992, despite the increase in total sales. This resulted in overall non-tyre output recording a small
fallin 1992 over 1991 ievels.

Trade

The US has run a trade deficit in non-tyre products for many years. During the recession, the trade
deficit fell. In the face of lower demand, imports did not increase. Exports, however, increased due to
the value of the dollar.

With the economy emerging out of recession, evidence from 1992 suggests that the trade deficit is set
to worsen again. The trade deficit in 1991 is estimated at USS 164 million. The figure for 1992 is
estimated at USS 363 million.

Exports continued to grow in 1992 over 1991 levels. Overall, exports were up 5.6% with large
increases in exports of hose and tubing (119%), v-belts {9%) and flat belting (10%). But the growth of
fabricated product exports, the largest product category, was a comparatively low 3%.

Imports, on the other hand, were up over 22% over 1991 levels with a 34% increase in imports of
fabricated products, the largest import catesory, and 7% increases in both v-belts and flat belting.
Imports of hosc and tuhing were however down 14%.

In 1992, the US had a trade surplus on hose and tubing and a small surplus in v-belts. But in flat
belting and especially fabricated products it ran a large trace deficit.
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imports

The main types of hose and tubing imported into the USA are reinforced hose (42%) and hose with
fittings (37%) with the balance 20% made up of unreinforced hose. Flat belting accounts for 60% of
total imports with v-belts making up the remainder.

In the largest import category, fabricated products which accounted for nearly 77% of total imports,
the main products imported were gaskets, washers and seals. The value of imports of these products
was in excess USS 205 million and they zccounted for nearly 20% of total imports of fabricated
products.

Other products which contributed significantly to the import of other fabricated products were ‘other
articles of unhardened rubber’ (US$ 166 million}, basketballs (USS77 million) and equipment for
watersports (USS$58 million)

Accurate data on countries of origin of imports are difficult to compile for the USA due to the reporting
formats used. Nevertheless, examining export data of the main rubber product manufacturing
countries provides indicators of the main sources of supply.

The main sources of hoses imported into the US are Japan which accounts for nearly half the value of
hose imports and the EC which contributes just under 20% of hose imports. Japan is particularly
important as a source of unreinforced and reinforced hose without fittings. The EC is an important
supplier of hose with fittings.

The remainder of the market is supplied by a large number of other countries, each holding a small
share of the market .

The supply of belting is, compared with hoses, far more fragmented. W. Europe, Japan, Korea and
Taiwan are the most important suppliers.

Japan, Korea and Taiwan are the main sources of gaskets, washers and seals, followed by the EC.
These are also the main suppliers of ‘other articles of unhardened rubber’. Sources of supply for both
these import categories are fragmented, with many countries supplying product.

The main sources of imports of basketballs is Taiwan followed by Korea. Taiwan supplies nearly US $
25 million of basketballs to the USA. It is also the main supplier of water sport equipment to the USA
with exports of over US S 24 million.

Market Trends

The US market for non-tyre products is expected to grow at 6-7% in value terms over the next five
years. This represents real growth of between 3-4% p.a.

Growth is likely to be highest in mechanical products such as gaskets, washers and seals and other
moulded and extruded industrial products. Demand for hose and belting is expected to grow less
rapidly (figure 44},
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Growth Prospects for US IRG Market

1991 - 1996
Yalue \ISS milli
Growth
Product 1991 1996 %p.3.
Hose 1295 1540 35
Belting 910 1145 47
Mechanical goods 4905 7200 8.0
Total IRG 7110 9885 6.8
Price Index 100 116.5 3.1
figure 44

Much of the growth is expected to be met by imports. Imports are likely to represent growing
competition to domestic manufacturers. The combination of a strong dollar making domestic
manufactures less competitive against imports and strong market growth should allow imports 1o grow
by close to double digit levels.

It is expected that with the formation of NAFTA, Mexico is likely to emerge as a8 major source of
imports. US companies, unable to compete against lower cost countries, are expected to locate in
Mexico.

Nevertheless, imports from countries such as Korea and Taiwan and the ASEAN countries should also
increase substantially.

Malaysia is, as yet, not a major source of imports into the USA for any product category. But nor are
its main ASEAN rivals, Thailand and Indonesia. The USA thus represents a major opportunity for the
growth of Malavsian exports.

] Japan
Market Size

Firm estimates of the Japanese market for non-tyre rubber products are not available. IRSG figures
show that Japan’s rubber consumption for non-tyre products was just over 700 thousand tonnes in
1992. This level of consumption suggests that the value of output of non-tyre products would be in
the region of US$ 6-7 hillion. Japan is a major net exporter of rubber products. In 1992 it exported
USS 1.35 billion worth of non-iyre rubber products and imported only USS 0.35 billion. Thus
apparent consumption in Japan is likely to be USS | billion less than output, at between USS 5-6
billion.

Output

Roughly half of Japan’s total rubber consumption is in the rubber products industry with the balance
going to other industrics. Qur bast estimate, based on the above, is that the vi.iue of output in the
non-tyre rubber products industry is in the region of US$S 3-4 billion.

Japanese output of non-tyre rubber products {excluding footwear) is shown in figure 14. As in other
industrialised ccuntries the highest proportion of output (67%) is in the category ‘other rubber
products’ which includes a range of mouldings, profiles and gaskets, washers and seals. Figure 45
shows only the output of the rubber products industry and thus excluces the output of rubber
products manufactured by other industries.
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~lapan’s Output of Non-Tyre Rubber Products - 1992

Volume of Output

Product ('000 tonnes) - %
Hose and tubing 305 (10)
- of which automotive 19.3
Belting 315 (10)
- of which » conveyor 18.9

» V-belts 75

= cug belts 35
Crepe & foam rubber 276 (9)
Hygenic & pharameutical 51 (2)
rubberised cloth 3.4 (1)
Sports goods, & toys 7.6 {2)
Other rubber goods 210.6 (67)
- of which « vibration dampers 442

- fenders 33

+ roller covering 58

* sheets 149

+ linings 1.6

+ packing material 32.0

* sponge products 275

+ other 81.3
Total 316.3
Sources. IRSG Key Rubber Indicators, 1993 figure 45

Other industry estimates.
Output fell 5% between 1991 and 1992 and a further 5% fall is expected in 1993 as a result of the

Japanese recession.

Trade

A very high proportion of the nen-rubber products industry’s output is exported. In 1992, the
country exported ncarly 93 thousanda tonnes of industrial rubber products with a value of USS 1,335
million. In addition. it exported USS 12 million worth of adhesive tape and USS 45 million of other

rubberised fakrics.

The main industrial rubber products exported from Japan (in value terms) are shown in figure 46

below:

Japan's Main Exports of Industrial Rubber Products - 1992

Other 1%

Plates, sheets 6%
V-belts 4%

Conveyor belting less than 20cm 5%

27% Other articles of vulcanised rubber

T / =
Conveyor belting over 20cm 5% :';;':,-F" = =
Hose and tubing reinforced with fittings 6% 21% Gaskets, washers, seals
Hose and tubing reinforced with textilea o ‘ . - -
without fitting 7% 7% Hose and tubing, not reinforced, without fittings
Source: Japan Export Statistics figure 46
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The main groups of products exported from Japan are other articles of rubber (27%), ,askets,
washers and seals (21%), hose and tubing (21%) and belting (17%).

The main destinations of Japan’s export of industrial rubber products are the USA (21%) and the EC
(13%). Japanese exports to Malaysia were worth around US$ 50 million in 1992, consisting mainly of
other rubber products, gaskets, washers and seals, hose and tubing and plates and sheets.

Overall, between 1988 and 1992 Japanese exports have been growing in volume terms at 6.3% p.a.
The main growth has been in other rubber articies, exports of which have increased 1% between
1988 and 1992.

Japan imports just over 33 thousand tonnes of industrial products with a value of nearly USS 250
million. In addition, it imports over USS 100 million worth of consumer products. but it should be
noted that this figure includes items such as goif balls which may have little nibber content and water
sport equipment only some of which is made of rubber.

The main groups of industrial rubber products imported into Japan by volume and value is shown in
figure 47.

Japan - Main Imports of Industrial Rubber Products - 1992

Volume Total = 33.1 thousand tonnes Value Total = US$ 250 million

Other 20%

V-belts 5%
Gaskeis, washers, seals 8%

Plates and sheets 10%

Masterbatch 28%

RS

‘.‘-‘-'. y

29% Others

24% Other Rubber Products

Other rubber products 29%

F16% Gaskets, washers, seals

9% Conveyor belting, all types
8% V-belts

8% Plates and sheets
6% Masterbatch

figure 47

In addition, Japan imported US$ 35 million worth of golf balls, USS 30 million worth of inflatable
rubber products, USS 18 million worth of water sports equipment, and USS 9 million of adhesive

tape.

In comparison with the EC or USA, the market for imported rubber products in Japan is much smaller.
But it is growing very rapidly.

Between 1988-92, Japanese imports of industrial rubber products have grown in volume terms by an
average 18.8% p .. The most striking growth has ween in the import of plates and sheets and
automotive rubber parts. Between 1988 and 1992 volumes of plates and sheets and automotive
rubber parts imported into Japan have increased over fifteen and six fold respectively ,

Automotive rubber parts accounted for over 32% of the total volume of ‘other rubber products’
imported into Japan in 1992 and over 34% of their vaiue. In addition to these two products, imports
of gaskets, washers, seals, car mats, hose and tubing reinforced with textiles, hose and tubing with
fitting and masterbatch have more than doubled in volume terms over the 1988-92 period.
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In value terms, the main source of industrial rubber prcducts imported into Japan are the USA and
EEC followed by Korea and Taiwan and the ASEAN countries led by Singapore. In volume terms, the
picture is broadly similar but Korea, Taiwan and the ASEAN countries have a higher proportion of
imports.

In the important ‘other rubber products’ category, (excluding automotive rubber parts}, Malaysia is
the largest source in vclume terms with a 40% share of the market, ahead of Korea (13%) Taiwan
(12%)} and China (9%). the USA {7%) and EC (5%).

But in value terms, USA is the largest source of imports with 25% of the market for imports. followed
by Malaysia (21%]}, EC (15%). Taiwan {13%) and Korea (10%). This reflects the higher unit value of
imports from industrialised countries such as the USA and the EC. In comparison with imports from
industrialising countries such as Korea and Taiwan the unit value oi Malaysia’s exports is lower also.

In automotive rubber parts Taiwan is the largest supplier to Japan in both value ang volume terms,
accounting for 45% of volume and 27% of value of imports. Other important sources are the EC
(mainly Germany]) Korea, Malaysia and the USA. Malaysia accounts for 13% of the volume of imports
and 12% of value and is a significant supplier.

The main sources of imports of gaskets, washers and seals in value terms are the USA (26%), EC
(249%). Korea {16%). Thailand (8%) and Maiaysia (8% ). Although Malaysian’s share of ‘mports of
gaskets by value is lower than Thailand’s, the unit vaiue of Malaysian exports is much higher.

Malaysia is the dominant supplier of car mats and other hygienic and pharmaceutical products
(excluding gloves) dominating both the value and volume of imports.

Malaysia is an important source of Japanese imports of masterbatch and plates, sheets and strips but
its importance is greater in volume rather than value terms. It supplies 12% of masterbatch imports by
volume but only 9% by value. The unit value of imports from Malaysia is lower than imports from
Korea and the EC {mainly France).

Malaysia accounts for 16% of the volume of Japanese imports of plates and strip (vuicanised) but
only 5% of their value. Countries of the EC (49%), USA {27%) and Thailand (11%) have a higher
share of the value of imports and the unit value of their imports is higher.

Malaysia is nat an important supplier of belting which accounts for 17% of Japan's imports (by value).
Beiting is mainly imported from USA and Switzerland.

Market Trends

The Japanese economy experienced sharp recession in 1992 and 1923. Prospects in 1994 are for a
small recovery which may gather pace in later years. But overall, prospects for growth over the next
five years are of a modest 2-3% p.a.

Even with a slow recovery, imports should continue to grow rapidly. The main cause of their growth is
the high value of the yen which makes domestic manufacturers uncompetitive. it is likely that the high
rates of growth of imports recorded between 1988 and 1992 could not only be maintained but could
be exceeded in the future when recovery combpines with a high yen to cause strong demand for
cheaper imports.

Prospects for Malaysian exports to Japan are favourable. The country has estabiished a significant
share of Japan’s main imported products. The volume of imports of products supplied by Malaysia
has been rising fast and is likely to continue to grow rapidly in the future,
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Up to now the unit value of Malaysian exports to Japan has been significantly lower than exports from
industrialised countries such as the USA and the EC countries and Korea and Taiwan. If Malaysian
exports can penetrate the markets for higher value products supplied by these countries, the value of
Malaysian exports to Japan could rise very rapidly, through a combination of volume growth and an
increase in unit values.

| Korea
Market size

No firm estimate of the value of Korean non-tyre output are available. IRSG estimated Korean non-
tyre rubber consumption to be 243 thousand tonnes in 1992, of which 25 thousand was in the form
of latex. Hence, consumption by the GIRG industry is likely to be in the region of 220 thousand
tonnes.

Based on this estimate of rubber consumption, the value of output of the Korean GIRG industry is
likely to be in the region of USS 1.5 -2.0 billion. But of this roughly half would be in the form of
bicycle and motor cycle tubes and tyres {included as GRG) and footwear. The value of GIRG excluding
these products is likeiv to be USS 800 million to USS 1 billion. The country is @ small net importer of
GIRG, with a trade deficit of USS 50 million in industrial and add a surplus of USS 20 mitlion in
consumer goods. Thus an estimate of the Korean GIRG market at between USS 0.8 - 1.0 billion
appears reasonable.

The Korean market appears to have grown rapidly during the 1980s at over double digit levels. But in
recent years, growth appears to be slowing down to @ more modest 6-7% p.a.

Output & Trade

Data on the breakdown of output by product category are not up to date or presented consistently.
The comments below reflect the views of informed sources and available data.

Korea is not a large manufacturer of hose anc tubing. It runs a large trade deficit in hose and tubing
importing USS 49 million and exporting less than USS 4 million. The main types of hose and tuhing
imported is reinforced hose with fittings (USS 35 million) followed by reinforced hose without fittings
(USS 10 million}, particutarly hose reinforced with metal.

The main source of hose and tubing imports are Japan and the USA. Malaysia is not an import source
of inports but nor are other ASEAN countries.

Korea is a major manufacturer of beiting. Output of belting (v-belts and conveyor belting) is
estimated by IRSG in 1992 at 3,349 miltion ply {each ply = 61cm x 30.3¢m). Belting output,
however is falling from a peak of 4.81 1 million ply in 1988.

In 1992, the country had a major trade surplus in v-belting. It exported over USS 18 million of v-
belting against imports of USS S million.

Korez imports and exports flat belting (transmission and conveyor belting) worth US$ 21 million.
Despite its strong presence ir. for instance, the US and EC markets, the country also imports
substantial quantities of flat beiting from Japan, the USA and in the case of transmission beiting, the
Peoples Republic of China.
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Korea imports USS 22 million worth of gaskets, washers and seals but exports only USS 13 million
worth. It also runs a trade deficit in rubber parts for mechanical uses importing close to USS 21
million whilst exporting USS 1.5 million and in other rubber parts where imports in 1992 were worth
USS 30 million and exports, USS 13 million.

The main source of gaskets, washers and seals, mechanical rubber parts and other rubber products
are Japan, the USA and Germany. Malaysia is not a major supplier of either of the three groups of
products. Of the ASEAN countries, Indonesia is a significant supplier of mechanical rubber parts.

As figure 48 below shows that the main industrial products imported into Korea are hose and tubing,
other rubber products, gaskets washers and seals and mechanical rubber parts.

Korea - Imports of Industrial Rubber Goods - 1992

Total = USS$ 175 million

Other 14%

5 Wi

| fittings 202 28% Hose and tubing

Mechanical rubber parts 12%

Gaskets, washers, seals 13% 17% Other rubber preducts

Belting 16%

Source: Korean Trade Statist;zs figure 48

In contrast to a position as a ret “.nporter of industrial products, Korea is a net exporter of consumer
rubber products such as basket and volley balls, tennis balls and other inflatable balls. It exported
USS 28 miltion worth of halls and USS 2.5 million of adhesive tapes in 1992.

Prospects

The Korean economy is forecast to grow over the next 5 years at between 5-6 p.a. Consumption of
GIRG should therefore, grow at around this rate.

As domestic consumption increase, imports are likely to grow fast for the following reasons:

i) already in the 1988-32 period, imporls increased at an average [ 1% p.a

ii) the fastest growth in imports has been in products such as belting which are Lraditionally an area of
strength of the Korean industry. This suggests a loss of compelitiveness on the pait of the Kerean
industry:

i) there is growing evidence of Korean rubber manufacturers relocating io China, to counter higher
domestic labour costs. Imports into Korea will grow as a resull.

VW —
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Fast growth of imports should present a significant opportunity for Malaysian exports. Imports of
industrial rubber products are already close to US$ 175 million. Korea is likely therefore to develop
into a significant importer of rubber products.

Currently, the country’s main source of imports are the highly industrialised countries of Japan, USA
and Germany. Neither Malaysia nor its competitor ASEAN countries have a significant position in
these markets.

Provided Malaysia can improve the capability of its GIRG industry, it has the potential to displace the
higher cost suppliers which currently dominate Korean imports. Sut it should be noted that the
relocation of Korean manufacturers to mainland China will represent substantial competition in the
future.

B Taiwan
Market size

There are no firm estimates available of the size of the Taiwanese market for GIRG. As is the case with
Korea, our order of magnitude can, however, be derived from estimates of rubber consumption and
trade data.

IRSG estimates Taiwanese non-tyre rubber consumption at close to 220 thousand tonnes of which
roughly 30 thousand is in the form of latex. Rubber consumption for GIRG in Taiwan is thus in the
region of 190 thousand tonnes.

Based on the above, output of non-tyre, non-latex rubber goods is likely to amount to around US$
1.5 billion. Of this a significant proportion, is likely to comprise bicycle and motor cycle tubes and
tyres and footwear which are ‘ncluded under general rubber goods. The output GIRG excluding
footwear and tubes and tyres is likely to amount to between USS 500 million and USS 800 million.

Taiwan is a net exporter of GIRG products, roughly balanced in its trade in industrial products but with
a USS 80 million supply in exports of consumer rubber products. Hence the Taiwanese market for
GIRG as defined for this study is likely to be worth between USS 400-700 million.

Output & Trade

As is the case with Korea, no consistent breakdown of output is available. But it is possible to
comment generally on the country’s GIRG industry and its competitiveness as demonstrated by
international trade.

Taiwan manufactures significant quantities of hose and tubing. In 1992, output of pipe and tubing
amounted to nearly 44 million metres. In 1988, the iatest year for which figures are available, hose
output was 65.5 million metres. Output of hose and tubing appear on a downward trend from peak
levels in the late 1980s.

The country is, however, a net importer of hose and tubing, importing in 1992, nearly USS 46 million
worth of hose and tubing but exporting only USS 7 million. The main import is of hose and tubing
with fittings. The main countries of origin of hose and tubing imports are Japan and Italy. Malaysia
and the other ASEAN countries are small suppliers.
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Taiwan is a'so a net importer of belting, both v-belts and flat belting. it exports USS 5 million worth of
v-balts and imports US$ 9 million. The figure for flat belting is USS 11.6 million worth of exports and
USS 22 miilion of imports. Japan is the main source of belting imports.

Taiwan is also a net importer of gaskets and seals, principally from Japan and ‘other rubber articles’
from Japan, Thailand, USA and Germany. But it is a net exporter of floor coverings and mats. erasers,
and inflatable articles and runs a very large trade surplus in articles of hard rubber. It exports hard
rubber articles to USA, Japan and Hong Kong. Exports of hard rubber articles were close to USS 55

miihion in 1992.

Figure 49 below profiles Taiwanese imports and exports of industrial rubber products:

Taiwan 's Trade in Industrial Rubber Products - 1992

Exports - US$ 143 million

Hard rubber articles 36% —
Other 21%

Hose and tubing 5%

Z /

Gaskets 8% —

Belting 12% /)

Other rubber articles unhardened 18%

Source: Taiwanese Trade Stalistics - 1992

imports - US$ 150 miliion

26% Other rubber articles (unhardened)

28% Hose and tubing

21% Belting

9% Gaskets

4% Masterbatch

12% Other
figure 49

Taiwan is particularly strong in the manufacture and export of consumer rubber products. in 1992 it
exported close to USS 100 million worth of consumer rubber products, including USS 44 million of
equipment for water sports and USS 24 million worth of basket balls. Its main export destination is

the USA followed by Japan and the EC countries.

Market Trends

Taiwan’s continued high rate of economic growth (5-6% p.a.} should lead to continued growth of
demand for rubber products. And over the next five years. the structure of Taiwan's trade with the
rest of the world should change, offering significant opportunities for exporters.

Over the 1989-92 period, Taiwan’s exports have shown littie volume growth. Exports of hose and
tubing, belting and gaskets have declined in volume terms with hard rubber articles the only product

category to show notable growth,

But over the same period, imports have increased in volume term nearly fourfold. There have been
substantial increases in the volumes of other rubber articles, gaskets and hose and tubing imported

into the country.
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This pattern of slow export growth but accelerating volumes of imports has changed Taiwan from a
major net exporter into a country which enjoys a trade surplus only in consumer rubber products. In
the future, cuimination of this trend will cause the country to become a net importer of rubber
products. And the country will rely on imported products to meet a growing proportion of its demand
for rubber products.

it should be noted, however, that Taiwanese companies have started to move offshore, looking for
countries with cheaper factor costs. China is emerging as an important country of location and the
country may start to rely on it. for much of its imports.

Malaysia and the other ASEAN countries have to date not made major inroads into the Taiwanese
market. But, imports from ASEAN countries are growing fast. Thailand, in particular, is emerging as
an important supplier, particularly of ‘other rubber products’.

Taiwan has the potential to become a major market for Malaysia. It could benefit from the growth of
imports and attempt also to displace high cost supply from Japan.

However, Malaysia will have to compete against emerging competition from lower cost countries such
as China, particularly if Taiwanese rubber product manufacturers locate there.

[ ] End-use Sectors
In the important world markets of the EC, USA and Japan, the main end-use for industrial rubber
products is automotive. For instance, in the USA. sales of mechanical rubber goods account for

nearly 70% of tota! industrial rubber product sales. Over half {53%) of the sales of mechanical goods
are to the automotive industry as shown in figure 50 below.

USA - Sale of Mechanical Rubber Goods - By End-Use

100
Other
90
Extruded and Lathe Cut
80 Automotive Rubber Products
70
60+ Other
50
| Appliances |
40 -L_Off-road machinery
_Transpord Moulded Rubber Products
304
201 Automotive
10
0~
Source: US Industrial Statistics figure 50
¥53 3%
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Apart from automotive, mechanical rubber goods are used in a large number of other end-use sectors,
each of which on its own accounts for a small proportion of total sales. The largest of these small,
other end-uses. is transport (non-automotive), off-road machinery, household appliances and oil and
gas machinery.

The importance of the automotive sector in the consumption of rubber products varies with the state
of development of the car industry. In the main countries of the EC - Germany, France, Italy and the
UK - and in Japan and Korea the automotive industry is weli developed and the importance of the
automotive end-use is likely to be as high as it is in the US.

The automotive sector is also an important consumer of non-mechanical rubber goods - belting and
hose. But for these products general industrial uses accounts for a significantly higher proportion of
total use than automotive.

In consumer rubber products, the main use is as sports foods and toys, with equipment for water
sports, balls of various kinds and balloons particularly significant. Use of rubber in household articles
such as floor covering and bedding is now less important in value terms than sports goods and toys.
in volume terms though, floor covering remains a very large end-use.

The market for consumer rubber products is much smaller than industrial rubber products.
Neverthciess as Taiwan's experience shows, it is possible to develop significant (USS 100 million)
levels of exports of these produc:s, as international markets are large.

| | Segmentation

The use of industrial rubber products is divided between the two main market segments, original
equipment (OE) and replacement. In most industrialised countries the OE segment is by far the larger
consumer of rubber products generally, though its importance various with products and end-uses.

In the case of rubber goods sold to the automotive sector in countries such as the USA, the main
rubber consuming countries of the EC, Japan and Korca which have substantial automotive industries,
the OE segment would be larger than the replacement segment in the proportion 70:30. Whilst all
new cars require rubber products, replacement demand is limited by the longevity of many rubber
products and the comparatively short lives of automobiles.

A similar dominance of OE over replacement would hold also for other important end-uses such as
other transport equipment, appliances and industrial and off-road machinery.

In belting though, the replacement segment is likely to be larger than the OE. Whilst use of v-belts as
timing belts and in new machine tools is extensive, it is likely to be less than for replacement use in
general power transmission. V-beits have a comparatively short product-life and are regarded as
consumables. The market for flat conveyor belting is also largely in the replacement segment, because
they also have a comparatively short product-life,

Purchase criteria vary between the OE and replacement segment. The OE segment tends to be more
demanding than the replacement, focusing on the specification and performance of the product and
integrity of supply - a consistently high level of quality and timeliness of delivery.

For many rubber products, the replacement segment is further divided into two sub-segments - a
branded and an unbranded segment. In the former, brand recognition built on product quality and
specification plays an impz.tant role along with price. In the latter, price is the mair. . rchase
criteria.
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Figure S1 from our first Interim Report shows purchase criteria and size of each segment. it highlights
the greater size but demanding nature of the OE segment.

riets In Highly Industriatised COuntrles

Maln Purchase Crlterla

cl mcal Spectﬁcatlon

u Success Factors and Sales Channels

Success in each segment depends on a varying set of factors. Suppliers have to be prepared to adapt
their marketing proposition to meet the key factors for success in the segment they are targeting.

In the OE segment, the main precondition for success is to establish an on-going relationship with
OEMs, to assure them of the integrity of the product and the supplier. This takes the form of selling
the product on its technical merits and the supplier in terms of capability.

The marketing effort required to develop new customers in the OE segment is almost always
substantial and suppliers must be willing to make a sustained commitment to developing the OEM

into a customer. Product adaptation, repeated product trials and independent certification are often
called for.

In the branded part of the replacement segment, product reputation is what counts. Building a brand
reputation takes time and expenditure and good quality product made to high technical specifications
are prerequisites.

The replacement market is saved by intermediaries - agents, distributors and catalogue houses. The
market is fragmented and intermediaries serve an important role in accessing end-users for
manufacturers. intermediaries will typically buy from only a few branded suppliers, selecting them
either on the size of market share and/or terms of trade they offer.

Suppliers of branded goods have to attract the attention of intermediaries able to access the largest
numbers or largest end-users. Bulk discount, quick delivery and small order sizes are used to
differentiate their market offering from other suppliers.

In the unbranded segment of the replacement market, intermediaries are mainly concerned with price.
Product quality has to be acceptable and delivery times reasonable but success depends mainly on
providing intermediaries with a product of acceptable quality at a competitive price.
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As a result, price formation varies between each segment. An example of this is the US market for
conveyor belting (RMA grade 2). Imports from Korea and other industrialising countries fetch a price
of between USS 0.17 to USS 0.19 per foot width, inch (f.w.ii. On the other hand US branded
products sold for replacement fetch a price between USS 0.22-0.24 (f.w.i) a difference of between
25% to 30%. Price to an OEM manufacturing handling systems would be about the same as in the
branded replacement segment.

The example above holds in Europe and applies to most rubber products. Of course, it is not always
possible to get accurate price comparison as price varies with product specifications.

. Implications for Malaysian Exports

Clearly, in relation to current leveis of Malaysian exports {(approximately USS 100 million) worid
markets are large. Despite rapid growth, Malaysia remains a very small supplier of industrial and
consumer rubber products to important world markets. With imports into these markets set to rise
rapidly, Malaysian exports have the potential to grow fast, both as a result of volume growth and
through increasing market share.

It is a feature of all the markets examined that the main source of imports are currently highly
industrialised countries. But in all markets, supply from lower cost industrialising countries is
increasing.

Malaysia should be well placed to benefit from these trends. Exploiting these opportunities will,
however, require improving the capability of Malaysian industry to supply demanding product
markets. It is the greater capability of the industry of industrialised countries that have insulatec them
up to now fror» competition from lower cost continues.

The trend to sourcing from lower cost countries is an opportunity but represents also potentially new
competition. Countries such as China and other ASEAN countries with lower cost bases than Malaysia
could emerge s significant competitors. To differentiate itself from them, Malaysia must develop
capability to manufacture supericr products.

It is clear also that to open up large segments of the market, particularly the OE segment, products
made to high specification and good manufacturing capability are prerequisites. These are the large
attractive markets that can offer the Malaysian industry significant and sustained levels of exports.

It is important to note that countries such as Taiwan and Korea which enjoyed substantial success in
exporting rubber products during the 1980s are finding it difficult to maintain their market position in
the 1990s. In the price sensitive segments their exports served, market positions are vulnerable to
lower priced competition. If Malaysia is to avoid their fate. Her exporters will need to build more
sustainable positions in less price sensitive segments. In addition to technical capability, this will
require also sustained marketing effort over lengthy period. This may not prove possibic for many
Malaysian’s firms as they are small,

Hence, enabling export success to occur requires government intervention in upgrading capability and
supporting export market development activities.
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X Opportunities & Threats

This section outlines the main opportunities and threats facing Malaysia's GIRG sector. The strategy
for the sector's future development will need to address ways of exploiting opportunities whilst
countering threats.

Opportunities

Over the coming decade, the Malaysian GIRG industry will have the opportunity to become a major
supplier to the Asia Pacific region and hence to become a force in the world industry. Tine opportunity
provided by increased internationalisation of trade and growing mobiiity of capita! will not be easy to
exploit. The indus.ry will face intense competition from both more developed and lower labour cost
countries but the potential rewards for success are high.

In addition, opportunities for the GIRG sector stem from favourable prospects in both domestic and
export markets. If the Malaysian industry can adapt its market offering - products, price
competitiveness, distribution channels and customer service - to exploit the growth of demand, it
should be able to expand rapidly.

The industry may also explore the manufacture of a set of products which it currently has limited
capability in. These products are likely to find outlets in both domestic and export markets and their
manufacture may prove attractive in the future.

] Domestic market

Growth of demand in the domestic market for existing products is as noted eartier likely to be rapid
providing major opportunities for the GIRG sector. In addition there are likely to be two other main
types of opportunity in the domestic market:

i.) adapting products to increase value added and meet emerging needs in the market;
ii.)  import substitution.

in the case of new types of demands emerging from the market, the industry will need to adapt
existing products to meet the higher technical sophistication for which the market is looking and thus
ensure that demand is met from domestic rather than import sources. Examples of such adaption are
hoses for the oil and natural gas industry and high performance seals and rings for both machinery
and the oil industries.

Such product adaption is not beyond the capability of the GIRG industry in Malaysia. It requires use
of synthetic rubber but no majci changes to process technology. The result will be a substantial
increase in value added.

Perhaps the greater potentiai for expansion lies in import substitution. The very high level of import
penetration in the GIRG sector - nearly 100% of output according to official estimates and nearly 50%
according to our estimates of output - affords a major opportunity for the industry.
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The' main |mport_ed ‘|tems wh!ch shogld form the focus ‘ Vaive of main Imports ofGRG
for import substitution are pipes ana hoses, beiting especially 1992 e
conveyors, seals and rings and a category termed "other articles Value
of unhardened vulcanised rubber". Tne value of imports into Product ($ million)
Malaysia in 1992 of these items is shown in figure 52. Pipes, hoses, tubing 375
Belting 405
Seals, Rings 219
Other ardicles '84.6.
] Export Markets
figure 52

The main opportunities for growth of export markets arise out of the increasing interationalisation of
trade in rubber products and the growth of supply from low cost countries. As the cost base of
industrialised countries has risen, they have turmed to lower cost countries for the supply of firstly
simple technology, low value added products and increasingly of technical higher value products where
product technology has become establisked internationally.

. Asia Pacific Region

In the context of greater intermationalisation of trade and mobility of capital, the strategic opportunity
for the Malaysian industry is to become a leading supplier of rubber products to the Asia Pacific
region.

Malaysia has extensive trading relationships with the main countries of the reeion and can supply the
region both economically and in the short icad times which international trade has started to demand.

The Asia Pacific region will become the leading region of world industrial activity and contains a large
and increasingly affluent population. [f the Malaysian industry can reaiise this objective it will be able
to become a major force in the world GIRG industry.

Up to now the main cunsuming countries of the region - Japan, Korea and Taiwan, have had low
import propensities and were themselves large exporters. But as noted in section IX above, this
situation is changing. Imports are increasing faster than exports and in some procducts where they
were strong net exporters, the countries have become net importers.

To date, the main sources of imports to these countries have been higher cost countries. But this
situation is changing. These countries have experienced high increases in manufacturing costs and low
costs sources of imports are beginning to become significant.

These trends represent a substantial opportunity for countries which combine a lower cost base with a
relatively high GIRG capability. Malaysia is well palced to exploit these trends.

Maiaysia's main advantage over other country's of the region is that its industry already supplies
Japanese OEMs located in Malays'a both in the automotive and electrical and electronic industries. it
can hope to use this track record to overcome concerns over integrity of supply. And the Malaysian
GIRG industry has developed markets also in Korea and Taiwan.
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Because these markets are difficult Malaysia's trading relationships ard the higher level of
developme..t of its GIRG industry wili be assets against competitors. However, the Ma'aysian industry
will face major challenges of improving product specifications and quality, marketing. customer service
and delivery.

The Malaysian industry would substantially improve its own capabiltiy through attracting
manufacturers from countries such as Japan, Korea and Taiwan to locate in Malaysia or form aliiances
with Malaysian manufacturers.

if the Malaysian industry can develop its market offering to compete against entrenched domestic
suppliers either itself or in alliance with intemational companies, it has an opportunity to build strong
strategic position in the region's industry.

. Other Countries

There are also opportunities in other international markets. Tne USA is the single largest consuming
country and Western Europe second only to the Far East as a rubber consuming region. These
markets do not offer the prospects for growth that the Asia Pacific region does but their import
propensity is higher and increasing. Opportunities in these markets stem from:

i.)  geographical diversification of markets;
ii.)  the penetration of higher value, main stream segments of the market;

iii.)  improved distribution channels to increase market coverage, enhance customer service and
capture higher value within Malaysia.

Although Malaysia's GIRG products are exported worldwide, in each product category, a very high
proportion of sales are to a few countries. This is partially a function of the nationalities of foreign
investors in GIRG industry and partially of Malaysia's trading relationships.

In most products it is possible to identify a range of other country markets to which it shouid be
possible to develop sizeable levels of exports. What is required is a systematic plan to target and
penetrate other priority markets.

Currently, with notable exceptions such as rubber lining, erasers, swim caps and swim aids and rubber
bands. made by foreign companies, Malaysian exports serve the less demanding, lower value
segments of the market. They have yet to penetrate main stream segments of the market where
product integrity and reputation 'ay an important part in the purchase criteria and OE segments
where technical specification 2nd product integrity are more important than price.

Our evaluation of the capabilities of Malaysian companies suggests that with some assistance, a large
number of them could develop the capability to supply these segments. The large number of
companies which have bought quality control equipment and which are planning to introduce ISO
9000 are evidence of commitment to upgrade quality. Successful penetration of these markets wouid
result in a substantial increase in exports.
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Distribution channels currently used by Malaysian companies to export rely heavily on the networks of
foreign joint-venture partners and on intermediaries. With few exceptions, Malaysian exporters lack
the market krowledge to plan, establish and mange a distribution network that provides effective
market coverage. can deliver the customer service required to penetrate higher value market segments
and which is cost effective.

By addressing the shortcoming of their distribution networks, Malaysian companies can hope to both
improve their export sales and improve the profitability of exports.

s New Products

Whilst the GIRG sector is capable of producing most products, it has to date deveioped limited
capabilities in conveyor belts and for three other products listed below:

. inflatable rubber products
. adhesive tapes
. closed ceil sponge

Conveyors have been dealt with under import substitution.

inflatable rubber products to the value of MS 5.5 million are imported into Malaysia. This is not by
itself sufficient to warrant the establishment of a new manufacturing operation.

But demand for these products is increasing in Malaysia and woridwide. The process can be used to
manufacture a wide range of products such as life rafts, motorcrafts, beach items such as lilos, swim
pools and reserve water storage facilities as well as high quality rainwear.

There are no technological reasons why infiatable products should not be manufactured in Malaysia.
The basic process is the manufacture of coated fabric using a calender. The fabric is then cut to shape
and cured in a steam autoclave. Investment costs are high with the calender alone costing M$ 3.8
million tc MS 7.5 million.

In the Malaysian industry though a number of companies claim capability, the manufacture of
adhesive tape is limited. A significant value of tapes is imported (MS$ 1.3 million) and the value is
increasing. In 1988, the value of tapes imported was only MS 0.3 million.

By itself the value of imports is not sufficient to warrant an additional facility but it suggests that there
is scope for a large increase in output for the domestic market. And there is also a growing market for
industrial and medical tape in export markets. It should be noted also that the figures above probably
do not take account of medica! tape imported into the country with bandages and a part of other
medical supplies.

The process of manufacture of these tapes involves calendering adhesives on to a base material but
the calenders are much smaller than for inflatable rubber products. In addition, to the purchase of
calenders, the process involves a large number of machines to convert wdie rolls into narrow rolls.

-
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The manufacture of closed cell sponge for the manufacture of cut-out gaskets, seals, auto seals for
doors and boots. and sub-aqua suits has also not been developed in Malaysia. These products tend
to require resistence to fuids including oil and high temperature and the material used is synthetic
rubber rather than NR.

Demand for such products is growing within Malaysia and in export markets. They tend to be high
value products. Manufacture is either by mouiding or continuous extrusion. The latter requires
substantial investment.

in the case of all these product areas, what is requried is evaluation of the propects of manufacture
firstly at pre-feasibility and if the results are encouraging, at feasibility levels.

Threats

The main threats to the future growth of the GIRG sector are the emergence of competition from lower
cost countries, the potential loss of competitiveness of the Malaysian industry and the emergence of
trade blocks and alliances that wouid shut out the Malaysian industry from major world markets.

These threats are potentially extremely serious. It is possible to envisage a scenario in which the
industry as a result of its own loss of competitiveness and competiticn from low cost compelitors loses
domestic and export markets which are price determined. At the same time it fails to penetrate or is
shut out of higher value domestic and export markets.

] Low-Cost Competition

Low cost competition is emerging from Malaysia's ASEAN neighbours particularly Thailand and
Indonesia whose industries are aiso expanding rapidly and from China and India where labour costs
are a fraction of Malaysia's.

Thailand and Indonesia share Malaysia's advantage of being major international rubber manufacturers
but their iarger labour force and comparatively lower level of economic develop.nent means that
labour is both more plentiful and cheaper than in Malaysia. Indonesia, in particular, is advantaged on
these grounds and offers a market substantially greater than Malaysia's so that it's manufacturers can
develop scale without having to export.

To date, only the Thai industry has approached the level of technical and corporate capability of
Malaysia's. The Thai industry is particularly capable in automotive products where a longer period of
domestic sourcing has created a highly competent industry. But in many other products the indusry
lags behind Malaysia's.

Other ASEAN industries and those of China and India are also as yet poorly developed in comparison
with Malaysia's. But the threat is that they may catch up fast because of rapid growth, particularly if
Lney attract inward investment.
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China and India have rapidly growing rubber industries and their wages rates are less than a quarter of
Malaysia’s. China poses a particular threat. Major westermn and Japanese rubber manufacturers have
started to invest in the country. This may resuit in product with specification and quality equivalent to
international standards being supplied at a lower cost than Malaysian products.

s Loss of Competitiveness

At the same time as low cost competition is emerging, the Malaysian industry is in danger of losing its
current competitiveness and ability to expand output. Labour costs in Malaysia are poised for rapid
increase as the labour market tightens. And, with profits remaining high, Malaysian enterprises have
yet to start to tackle the problem of iow labour productivity caused by overmanning and poor
organisation of production.

Although attempts are being made to upgrade products, improve quality and penetrate higher value
markets it is not certain that they will succeed. Without an increase in value added, higher labour
costs will result in strong deterioration in profitability and threaten the viability of the industry.

Moreover, the sheer scarcity of labour may well serve to check any expansion. Government has
allowed the import of labour on contract. But most Malaysian GIRG manufacturers cannot source a
well trained workforce from abroad and the costs of continually training a new woridorce every few
years would discourage industry expansion.

[ | Trade Blocks & Alliances

Equally important to the GIRG sector is the threat of powerful trade blocks forming in the main centres
of the world. These trade blocks are a grouping of major industrialised, rubber product consuming
countries with low cost suppliers located nearby in whose industries manufacturers from industrialised
countries have invested.

The trade blocks would result from a combination of:

. political factors such as those which have driven the EEC to lower tariffs on goods from the
central European countries of Poland, the former Czechoslovakia and Hungary and the USA to
form the North American Free Trade Area (NAFTA),

. the current mobility of capital in the rubber product industry and its search for strategic
alliances.

It is possible to envisage the EEC market being supplied by a combination of intra-EEC suppiy and low
cost supply from EEC manufacturers based in central and Eastern Europe. Also, the USA market being
supplied by a combination o US domestic manufacturers and US manufacturers based in Mexico.
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Whilst in other industries such scenarios remain possible, evidence in the rubber product industry
suggests that they are already being realised. In balloons for instance, the USA is increasingly being
supplied by US owned plants located in Mexico. The process of privatisation in Poland, former
Czechoslovakia and Hungary is resulting in EEC manufacturers acquiring manufacturing bases in these
countries.

It is a feature of the rubber product industry currently that competition from low cost countries,
concerns over environmental standards and a trend towards globalisation of the industry are causing
international capital mobility. US companies have looked to Mexico, European's towards Eastem
Europe and there is evidence that Japanese, Korean and Taiwanese and Amercian and European
companies are looking to China and the ASEAN countries.

Interationally mobile capital is looking for either green-field development, acquisition or strategic
alliances. There is evidence of alliances being formed between manufacturers in the highly industrialised
nations and between these manufacturers and suppliers in low cost countries.

Examples of the former are the recent links between Nok, the largest seal maker in Japan and
Freudenberg to jointly expioit markets in Europe, a joint-venture between Avon and S&H to make air
conditioning hose, and Avon & Clevile to make suspension parts, and also, a number of acquisitions
and alliances formed recently between US and UK and French manufacturers to supply the French auto
industry.

Examples of the alliance between manufacturers in highly industrialised and low cost countries are the
recent joint-venture between Semperit and a Czechoslovakian manufacturer and the alliance between
Trelleborg and the Indian belt manufacturers Hi'ton. Also, the recent interest shown by European
manufacturers in rubber product manufacturers being privatised in Poland and Hungary.

Perhaps of greatest concern to the Malaysian industry is the emergence of strategic alliances from which
it may be excluded in the Asia-Pacific region. If Japanese, Korean and Taiwanese manufacturers locate
manufacturing operations or develop strategic alliances with competitor countries - say China or
Indonesia - it could lead to the loss of its major strategic opportunity of becoming the major supplier to
the Asia Pacific region, the loss of its current export mariets and eventually threaten domestic markets.

Evaluation of Opportunities and Threats

In the short to medium term, the opportunities available to the Malaysian industry are clear and
immeaiate and the industry is likely to grow rapidly. The threats to growth, although potent, are not
likely to impinge upon the industry's short term growth.

Over the longer term thic threats to the industry are serious. It is Josing competitiveness at the time,
new, low cost competition is emerging. Higher labour costs in Malaysia coupled with greater
competence in competitor countries could threaten the viability of the Malaysian industry. And,
pattern- of trade are forming which could shut it out of export markets.
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Both these threats are not overwhelming and can be overcome. There is ample scope for improving
labour productivity to counter increases in wage rates and it is well within the scope of the industry to
increase value added by upgrading products and improving quality and hence afford higher labour
costs. Evidence suggests that the industry has taken important steps in this direction already.

And, if the current mobility of capital is a threat when coupled with the emergence of new trade
biccks, it can Le turned into an opporturni;iy. !f a way could be found to attract mobiie capital to
Malaysia or form strategic alliances with manufacturers in the industrialised countries, Malaysia may
develop a significant advantage over its rivals as it has achieved in latex gloves.

The key to developing strategic alliances and attracting intemnational mobile capital will lie in finding a
counter to the advantage of lower labour cost and plentiful labour supply that countries such as
indonesia and China ca.) offer. In this respect, the reiatively advanced development of Malaysia and
her GIRG industry may well prove important.

Perhaps the greatest threat to the GIRG sector will be complacency. Cushioned by current high
profits, the industry may not rise to the challenges of the future and fail to capitalise on its
opportunitics. It may choose to ignore the potential threat that it faces until the competition starts to
affect their current markets. By then it may be too late to respond to the threat that is emerging.
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Xll Strategy

Strategic Perspectives

The GIRG sector has favourable prospects in the short to medium term. But it faces threats from
emerging competitors, higher labour costs and changes in trading relationships which in the longer
term may result in a loss of some of its domestic and export markets.

The most likely scenario for the sector's future growth, is one of rapid expansion in the short-term,
followed by a slow down and perhaps even contraction in the long-run.

This is by no means an unfavourable scenario. It is the normal Industry Development
'S shaped curve for an industry's development (figure 53). By the

end of such a growth scenario, the per capita consumption of rubber | OutPut

in the GIRG sector would be high by international standards.

But Malaysia has the opportunity to build a strategic position as

a major supplier of GIRG products to the Asia-Pacific region, which
in due course will become the major industrial region of the world
and to become a substantial supplier also to other important world
markets. Against this opportunity, the likely scenario for the
development of the GIRG sector represents substantial under figure 53
performance.

Time

If the Malaysian GIRG industry can take advantage of this opportunity, it wili help achieve
Government's aim of deepening and broadening the industrial base and the integration of the
economy. Thcugh the amount of rubber consumed in the GIRG sector is not likely to represent a
substantial proportion of rubber production in Malaysia, growth of output will also lead to an increase
in domestic NR consumption

But the opportunity has a narrow time frame. The opportunity is due to transient factors such as the
current mobility of capital. Unless actionz are taken soon the opportunity will have been missed and
trade blocks emerge that shut out the Malaysian industry.

The strategy for the GIRG sector has therefore to comprise a set of decisive measures that will rapidly
change the course and speed of the industry's development. The measures proposed will have to be
designed to make a significant difference to the competitiveness of the industry.

Successful strategies from our experience address not only the issue of which markets to focus on, but
at the same time address the fundamental issue of how to outcompete rivals. It is through addressing
the issue of how to outcompete rivals that industries and their businesses can hope to address their
own weaknesses and to build upon their strengths.
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Market Focus
n Domestic Market

In the domestic market for industrial rubber goods the main sectors on which the industry will need to
focus are automotive, machinery particularly construction, printing and food processing machinery,
electrical and electronic appliances and oil and natural gas. These sector wiil not only provide rapid
growth in demand but also opportunities to increase value added and earn the types of returns which
will be necessary to cope with rising wage costs.

The construction sector will continue to be an important market but on the whole will not provide the
opportunities for added value products that are required for the future growth and profitability of the
industry.

The segments of each market on which future emphasis should be placed vary with each sector, as
follows:

Automotive - the emphasis should be on supplying the OE market, particularly products that
continue to be imported including hoses, transmission belts and engine mountings;

. Machinery - in the first place, it will be the replacement market that will offer the most attractive
opportunities and it will also enable IRG manufacturers to put before new machinery
manufacturers a well tried product;

. Electrical and Electronic appliances - the focus should be on rubber components used by OE's
for critica! application which continue to be imported.

. Oil and gzs - firstly the replacement market but eventually OE supply may be possible.

The industry should also undertake with the active cooperation of MIDA, a systematic analysis of
import substitution. Opportunities, particuiarly in hoses supplied with fittings, in conveyor belting and
in the very large amount of imports in the "other articles' rubber category. The latter may require help
in identifying products within the other rubber articles category either through the Department of
Statistics or by commissioning a small survey.

The aim of the industry shouid be to move progressively into higher value products through product
and quality up-grading. Imports of high value products should be the main focus for import
substitution.

o Export Markets
The focus for export development of IRG should be the advanced countries of the Asia Pacific Region and

Japan, Korea, Singapore and Taiwan in particular. As a second order of priority, markets in the US and
EEC which are opening up through price pressure should be targeted along with ASEAN markets.
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The aim in export markets would be to build upon the position Malaysian IRG products have
established in low value, price sensitive segments of the market to penetrate higher value, more
demanding segments. These represent the bulk of the market and provided Malaysian manufacturers
can compete on product specification and integrity, will permit both expansion in tota!l exports and
margins.

Malaysian IRG exporters should focus on OEMs. This will apen up large segments of the market, help
them move up-market but perhaps more importantly place them at the forefront of product
development. Suppliers of IRG to OEMs in Malaysia's automotive and electrical and electronic
appliance sectors are well placed to attempt to penetrate OEMs in other countries by using their track
record with such customers as a reference for the quality of their products and integrity of supply.

In consumer goods the focus should be on developing exports to western countries and particularly
markets in Western Europe and North America and to the developed countries of the Far East - Japan,
Korea, Singapore and Taiwan.

There are major opportunities in increasing exports of water sport equipment, rubber toys and
balloons. The process of export development would consist of a combination of improving market
shares in country’s where market share is currently low and in the case of some products, in
penetrating larger, higher value segments of the market.

In swimming caps, the main opportunity to increase export volumes is in improving market share of
Malaysian products in Japan and countries of Western Europe such as Spain and France. In swimming
aids , there is an opportunity to increase sales to most of Western Europe as well as Japan and other
advanced countries of the Far East.

But in markets such as inflatable balls geographical diversification must be accompanied by opening
up higher value segments in existing markets. Currently, inflatable balls are sold in the low value,
unbranded segments of the market.

The focus for rubber masterbatch exports should be the four industrialised countries of Asia-Pacific
region - Japan, Korea, Singapore and Taiwan and the large rubber product manufacturing countries of
the USA. Germany, italy, France and the UK. It is in these markets where demand for rubber
masterbatch requiring high technical skills will be greatest.

There are in addition three product groups for development in the country. Inflatable rubber products
and adhesive tape and closed cell sponge. These three product groups straddle industrial and
consumer markets and their development is aimed at both domestic and export markets.

Out-competing Rivals
The key to winning the competitive struggle is to meet customer requirements more effectively than

rivals. In turn, this requires addressing the main factors that determine the ability of an industry to
manufacture competitive products and to market them effectively.

RAPRA {Ga RESaC?

August 1994 ! 103




The strategy we propose consists of sets of measures to achieve two objectives:

i.}  accelerate the development of Malaysian industry so that it establishes strong positions in
markets before emerging competition becomes stronger by enhancing the competitiveness of
existing Malaysian manufacturers and improving their ability to market their products
effectively; )

ii.)  attract international investors with the manufacturing know how and marketing positions to
strenghten the GIRG sector to locate in Malaysia or form strategic alliances with Malaysian
manufacturers.

Together these two sets of measures will address structural and competitive weaknesses and support
the industry in exploiting the major opportunity available. They will also serve to counter the threats
of emerging competition and the formation of trading biocks that will shut-out Malaysian industry.

B  Accelerating Development

The aim of this set of measures is to build on the relatively advanced capability of the Malaysian
industry compared with lower cost rivals in order to build entrenched positions in domestic and export
markets. Lower cost competition will then find it more difficult to compete against the Malaysian
industry.

The main threats to Malaysia's competitiveness come from a combination of the following factors:

- products manufactured by lower cost competitors are beginning to catch up with Malaysian
products on specifications and quality. If this trend continues they will be able to outcompete
Malaysian products by matching their specification and quality at a lower price;

- in IRG products and some consumer products Malaysian products have not been able to
penetrate higher value segments of the market. With labour costs rising rapidly in Malaysia, the
GIRG sector needs to capture higher value markets.

The Malaysian industry can meet these threats in two ways:;

i.)  in the short term by improving efficiency of manufacture, it can for some time yet, continue to
compete on price with lower cost countries;

ii.)  in the longer term by improving quality, upgrading product specification and improving quality
systems it can begin to penetrate higher value segments where price is not as important as in
lower value segments.
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. Cost Competitiveness

Our survey revealed that there is ample scope for cost reductions in most Malaysian firms. The main
thrust of cost reduction measures would be raw material and labour costs. as follows:

- raw material costs could be reduced through a combination of cost effective compounding and
reduction in wastage levels;

- labour costs could be reduced by improving labour productivity.

As raw materials account for between 55-75% of the direct cost of rubber products small savings in
percent terms of raw material costs would make a major difference to competitiveness. For example a
10% reduction in raw material costs where they account for 60% of total direct cost would
compensate for say a 50% increase in labour costs as the latter account typically for only 10-15% of
direct costs.

Our survey showed very high levels of wastage throughout the industry. Savings of over 50% of
current levels are possible which would result in 3 5-6% reduction in direct costs.

In addition, cost effective compounding could also contribute to reducing raw material costs. An
example of how compound formulation can contribute to competitiveness is rubber mats. Success in
this low value added product has traditionally been believed to depend on labour costs. But with
rubber compound accounting for 60-65% of direct costs, experience in Malaysia has proved that skill
in compounding counts for far more than labour rates. Malaysian companies have continued to win
on price against competitors despite higher labour costs.

Manning levels in Malaysia are often more than twice the levels in the west and could be reduced
substantially. Much could be achieved through better work practices and organisation of production,
particularty movement of raw materials and work in progress. Over time, investment in automation to
minimise handling would also be productive though only in some areas.

. Increasing Value Added

The process of improving product quality has already begun in Malaysia. The large spend recently on
items of quality control such as rheometers and the interest shown in ISO 9000 are examples of this.
What is required is to add to quality control and assurance. measures to upgrade the specification and
performance of products, by improving existing products and attempting the manufacture of new
products which represent higher value addition.

Examples of product up-grading are the manufacture of hoses for the oil and gas industry or the
manufacture of hoses with fittings. But, in each product area there are a set of related products which
serve higher value markets which the industry does not currently manufacture,
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For instance, whilst the Malaysian industry manufactures a wide array of O-rings and seals, it has not
as yet been able to produce an O-ring without a dimple or an indent which would ensure a complete

seal. The value of an O-ring that can serve as a seal is several foid that of an ordinary O-ring though
its cost of production is only marginally higher.

In the normal course of events, the industry would be forced to improve efficiency and move to higher
value products as competition emerges. Manufacturers who failed to take such measures in the face
of low cost competition would perish. The danger the Malaysian industry runs in leaving the response
to market forces is that with domestic demand increasing and profitability high manufacturers may not
have the incentive to respond until emerging competitors start to make major inroads into the market.
And. by the time they respond. as a result of new trading relationships having been formed, they may
find it difficult to dislodge suppliers in higher value segments.

. Policv Measures

To accelerate the industry's response to emerging competition and rising costs, govemment has at its
disposal two sets of measures:

i.) increase the competitive pressure on the industry though:

- lower import tariffs and hence make imports cheaper;
- encourage <'.1all businesses so that thcy can increase competitive intensity:
- encourage new entrants into the industry.

ii.)  incentivise or support Malaysian businesses to undertake the required measures,

We believe that for govemment policy to be effective it will have to utilise both types of measures.
We recognise, however, that the extent to which government can act decisively to increase
competition is limited.

Tariffs have already started to be reduced and are low for the main import item (5%). Where they are
high as is the case with conveyors and hoses, a compelling case can be made for infant industry
protection. With rubber products in the fast track of CEPT, Government has also taken a major step
to reduce tariffs.

And it could be argued that government has already put in place programmes to support small
businesses and encourage new entrants into the industry through investment incentives. Our view is
that tariff reductions should continue progressively, but little would be achieved by accelerating the
process. Indeed in the case of products using industrial textiles there is a case for increasing effective
protection by lowering import duty.

But there is a case for ensuring that incentives and support to the industry and particutarly small
businesses are made more effective.
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In general. the incentives available for investment, exporting, upgrading technology and diversification
and modernising plant and equipment are generous. But many incentives are not taken up by the
large number of smali and informal enterprises. And, the infrastructure support avatlable to the
industry particularly in the form of product development and trcuble shooting are not effective.

Addressing the probiem of the take up of incentives is largely a question of changing industry’s
attitude towards authonty. In this regard involving MRPMA in providing advice to smali businesses on
the incentives available and how to obtain them should help tc break through the initial distrust of
authority. MRPMA claim it does not have the resources to expend on such educational programmes,
so joint undertakings between MIDA and MRPMA may be necessary.

. Technologicat Support

But whilst incentives are a useful way of encouraging the industry to invest and export. maior gains in
competitiveness require access to technological support in the form of consulting expertise in
improving efficiency, developing new compounds and products and trouble shooting. Given the small
size of most businesses in the GIRG sector and the rapid pace of ch~nge in the industry, such support
is even more important in Malaysia than it is in other GIRG industries.

There are two problems which need to be addressed in improving infrastructure support:
i) the expertise and resources available to the providers of the support will need to be increased;
ii.)  ITAF has to be made more accessible to the industry.

The institution with the best facilities available is RRIM. But that institution has other roles to play
besides support of the rubber goods industry, has limited resources at its disposal for supporting the
rubber product industry and consequently there are limitations in the services and expertise it
provides.

We believe that a separation of the activities of RRIM which are concerned with serving the rubber
product industry is advisable. These activities should be put into a body which is both responsible to
and largely funded by the rubber product industry.

Government contribution to the costs of support services should continue through the ITAF scheme.
But processing ITAF applications and initial approval shouid be done at the new off-shoot of RRIM,
with final approval continuing to rest with SIRIM. This will make ITAF far more accessible to the
industry and improve its uptake.

. Smail Businesses

Small businesses have an important role to play in the development of the GIRG industry:

- though the focus for development wiil be higher value products the will always be a demand for
low cost preducts.. The low overheads of small businesses make them the most cost-competitive

businesses in the sector. They will be able to withstand emerging cost competition better than
medium and large businesses;
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- they represent fiexibility in the sector in their ability to respond quickly to market forces and
strength in the form of a large number of businesses, so that individval business failure 0o not
undermine productive capacity significantly:

- they provide the competitive in* ity which ensures that there is a cGntinuous impetus towards
higher efficiency and value adc..on.

But small businesses also have weaknesses. Their main weaknesses is that they are nct able to
undertake compound. product or process development activities.

The new institution created out of RRIM should be incentivised by government with respect to working
with small and informal sector Lusnesses. It shouid receive government sub-vention on each smail
and informal sector business registered as members and for which it provides services.

. Market Development Support

In addition to improved technical support our survey revealed the need for support in another major
discipline, marketing. As a resuit of enterprises in the GIRG industry being small in world terms their
knowledge of markets and particularly export markets and access to marketing expertise was poor.

To help the GIRG industry to exploit opportunities in export markets we believe that initiating a
programme of marketing support to GIRG businesses will be important. The programnie should cover
both domestic and export market as follows:

- Domestic market - What is required is to strengthen MRPMA's market intelligence and
information dissemination role. The aim should be to build a set of market profiles for each
end-use sector and consumer product group indicating trends, market characteristics,
distribution channels, and major customers.

- Export markets - MATRADE should launch an export market development scheme waich would
assist individual companies with export market development in priority markets. The scheme
shouid require recipients to contribute to the costs of market research and market devziopment
activities.

In the case of the domestic market, there is considerable expertise in Malaysia on IRG and consumer
markets and this should be hamessed to carry out market surveys and establish a data base at
MRPMA. The data base should include a survey of imports in the other articies of rubber, SITC
629.990, category.

In the case of the export markets, what is required is a scheme such as the one currently in operation
for exports of industrial goods from India and which is now being introduced into Poland and other
countries of central and Eastern Europe. These schemes provide consultancy assistance for export
development. The assistance provided includes the development of a market entry or market
development strategy, help with initiating customer contact and follow-up assistance with
implementation. They can be made cost effective by buying services in bulk, retaining the expertise of
sector specialists and focussing on export sales rather than market pianning.
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Companies in receipt of such services contribute between 25-50% of the consultancy cost. Itis
possible to vary the level of assistance based on the size of the company.

'f such a scheme cannot be implemented than the alternative of commissioning work to provide
profiles of the main markets shouid be undertaken with the resulting reports distributed widely to the
incustry.

n Attracting Foreign Interest

Whiist providing incentives and support to the industry will be able to accelerate the development of
the industry, if the industry is to take advantage of the strategic opportunity available and become a
major supplier t¢ the Asia Pacific region, then Malaysia must succeed in attracting foreign investment.
With a small number of years available before major competition emerges. measures to accelerate the
develonment of existing manufacturers may not constitute sufficiently decisive intervention.

The current mobility of capita!l in the rubber product industry and sea: ch for strategic alliances is a
major opportunity for the Malaysian industry. But equaly it poses the threat that if invesiors move to
or develop alliancies with competitor countries, the Malaysian industry may find itself at a major
competitive disadvantage even if its industry develops rapidly.

it should be recongised tnat in attracting investment from leading international rubber goods
manufacturers, Malaysia is not well placed. Many ASEAN countries offer a comparable incentive
package to investors, have a lower cost base and offer plentiful labour and larger domestic markets
than Malaysia. And, their economic performance is aiso strong. Already many manufacturers from
the more industrialised countries have been tempted to Indonesia and Thailand.

But the Malaysian industry could offer an incentive to foreign industry that its competitors may not be
willing or able to match. And, through this hope to attract investors at the expense of competitor
industries.

If the Malaysian incustry could be persuaded to offer joint ventures and strategic alliances to
manufacturers iooking to locate in low cost countries or form alliances with lower cost suppliers, it may
be sufficient to attract a substantial number of investors to Malaysia. Offering joint-ventures to
manufacturers from tighly industrialised countries may represent a significant advantage in attracting
investors.

Investors are concerned to reduce the ricks, time and costs of investment. The Malaysian industry
would be offering a ready made vehicle for investment which could reduce the risk, time and expensc
of establishing green-fieid operations in 2 country with which the investor is not familiar.

If Malaysian firms with ccmpetent and capable manufacturing operations were to seek joint-venture
partners and alliances, the relatively advanced stage of development of the Malaysian industry could
also be a source of advantage in attracting investors. With the exception of some parts of the Thai
industry, other competitor countrics would not match the Malaysian industry in terms of products,
expertise and equipment,

RAPRA B8 RES&C?]

August 1994

’ 109




With the attraction of forming joint-ventures and alliances, Malaysia's relatively well developed
infrastructure, economic and political stability and the presence of large numbers of multinationls may
also count for the decision to locate in Malaysia.

If Malaysia is able to attract leading manufacters of rubber products, joint-ventures could help to
improve the competitiveness of Malaysia rubber products and to help market them intemationally.
Such ventures could be the vehicle for providing the know-how to up-grade products and to diversify
into higher value products.

The countries which should be targeted for attracting investors are Japan, Korea and Taiwan and the
USA followed by Germany, Italy and the UK. The manufacturers from the three highly developed Far
East nations are obvious candidates but US and European manufacturers may also be interested in
coming to Malaysia to position themselves in the Asia Pacific market.

The key to the success of this strategy lies in mobilising Malaysian industry. It is vital to the success of
this strand of strategy that sufficient numbers of competent and competitive Malaysian manufacturers
are willing to form strategic alliances with foreign manufacturers.

In mobilising the industry, in addition to presenting a persuasive case for the potential benefits of the
strategy it may be useful also to point to the success of the MARDEC group which has established a
number of world class operations through joint-ventures and alliances.

Mobilisation of investors is an activity that MIDA is well placed to carry out for the industry. They
have a strong track record of investor mobilisation and a network of offices worldwide.
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Xil Summary of Action Plan

introduction

Much of the responsibility for implementing the strategy outlined in section X1 rests with industry. In
the Malaysian context, Government’s role should be enabling, bringing about changes to policies, the
institutional framework and initiating programmes that would pump-prime initiatives that the industry
itself recognises it must undertake.

Such a role is in keeping with the Government’s wider policy framework and the methods it has chosen
to bring about industrial development. It recognises also the considerable progress that the industrial
and general rubber goods industry has made in recent years and its willingness and ability to invest in
its future.

In this respect, the first steps to enable industry to respond to opportunities and counter threats have
already been taken by MIDA and MRRDB. By disseminating, through the workskop held in September
1993, our findings on prospects, opportunities and threats te industry, MIDA and MRRDB have
started the process of alerting industry to the challenges ahead.

The response of Malaysian businesses present at the September seminar highlights the importance of
the dissemination of such information and the key actions which will enable them to respond
effectively to opportunities and threats. A large proportion of the businesses present sought technical
and marketing assistance from the consulting team through the company clinics MIDA organised. A
number also requested assistance in identifying potential foreign partners for alliances and joint-
ventures.

Overview

The Action Plan we have developed wili provide on a long-term basis the means for Malaysian
businesses to respond to opportunities and threats and thus enable them to implement the strategy
proposed. It consists of three major programmes which will bring about decisive changes in the
industry’s ability to compete as well as a set of other recommendations which will help incentivise and/
or pump-prime industry to move in the direction required. In broac summary the Action Plan is as
follows:

Major Programmes
Technology Centre

Strengthen the technical support available to the industrial and general rubber goods industry by
creating, with the help of the RRIM, an institution able to provide comprehensive technical
development services to the rubber product industry. The institution would provide problem solving
and productiprocess development and technology transler services to Malaysian manufacturers
which would enable them to improve efficiency, upgrode products and lake advantage of
opportunities lo manufaclure new, higher value products.
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As part of its support to the rubber products industry, - including parts of the industry not covered
by our study - the Government would contribute to establishment and initial operating costs thus
incentivising Malaysian manufacturers to improve efficiency and products. Over a period of 3 years,
Government support would gradually be reduced and the institution transfermed from an self-
accounting entity within RRIM to an independent product development association.

As the technology centre is likely to take time to establish, in the short-term commission consuitants
to provide problem solving and technology transfer services.

Expoit Market Development

To launch an export market development programme which would enable Malaysian manufacturers
to strengthen their position in existing markets, capture higher value markets and/or diversify
geographically.

The programme, to be launched through the Malaysian External Trade Centre (MATRADE), would
provide consultancy assistance for export development in priority markets at subsidised rates.

Alliances, Joint Ventures and Investor Promotion

Assist Malaysian manufacturers identify foreign partners for alliances and joint ventures and promote
interest amongst leading world industrial and general rubber goods manufacturers to locate in
Maiaysio.

The programme, to be launched by MIDA, would have both a company specific element in
identifying suitable foreign partners as well as a general investor promotion component

Other Recommendations
Underdeveloped Product Areas

Closed cell sponge and oil related products represent a natural diversification for the Malaysian
industry. These are high value products, the markets for which are growing in Malaysia and within
the Asia-Pacific region. The short-term technical support programme for industry should include
advice to Malaysian manufacturers on the technology of manufacture.

For calendered sheat and products of calendered sheet and adhesive lape, although Malaysian and
neighbouring country markets are growing, investment requirements are high and here cure doubts
over viability. We recommend commissioning feasibility studies.

The feasibility studies would be carried out by specialist consultanls under MIDA's quidance and
direction
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import Substitution

Launch a programme to identily and exploit import substitution opportunities. This would call for
detailed analysis of the over M$25GC million of industrial and consumer rubber goods currently
imported into Malaysia. the dissemination of information to industry on opportunities identified and
the launch of vendor development programmes to ensure compelitive products are manufactured
locally to meet customer requirements.

The work on identifying opportunities would be carried out by consultants commissioned by MIDA,
disseminating information would be carried out by MIDA with the help of MRPMA and RRIM,
whereas the vendor development component should be incorporated in the Ministry of International
Trade and Industry’s (MITI} vendor developnient programme fer small and medium sized businesses.

Policies and Incentives

MIDA to prepare a position paper on reducing tariffs on inputs with high tariff protection - industrial
textiles and carbon black. MIDA with MRPMA to examine wider dissemination of information on
incentives o increase up-take particularly amongst smali businesses..

The Action Plan is designed to overcome the limitations imposed upon Malaysian manufacturers by
their small size and the relatively recent development of the industry. The small size of most
Malaysian industrial and general rubber goods manufacturers, whilst providing the advantages of
lower overheads and structural resilience to downturns, limits their ability to support in-house
technical development and undertake export development. The relatively recent development of the
industry means that in the vital area of product and process technology Malaysian manufacturers
need to catch up with their oider established rivals in more industrialised countries.

With the implementation of the Action Pian, Malaysian manufacturers should begin to catch up with
their more advanced rivals and so exploit more fully their relative factor cost advantages. At the same
time, it should enable them to remain ahead in terms of corpcrate capability of their rivals in countries
with lower factor cost - particularly manufacturers in Malaysia’s main competitors, Thail-ad and
Indonesia. :

Timing

The speed with which these actions can be implemented differs widely. Work on identifying foreign
partners for alliances and joint-ventures and investor promotion, the commissioning of consultants to
provide short-term technical support, analysing import substitution opportunities and launching
vendor development programmes, feasibility studies on underdeveloped product areas and examining
tariffs and improving access to incentives can be started immediately with a view to implementation
within nine months.

But in the case of two of the major programmes, whilst early actions are required to commence the
process of creating the new Technology Centre and to put in place the structure and delivery
mechanisms of the export market development programme, actual implementation is likely to take
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Figure 1 - Timing of Key Steps in the Action Plan

Months

e ]
Programme/Task 12 3 4567 89 10 11 12 13 14 15 18 17 18
Technology Centre

1. Develop Comorate Plan for Centre pr—

2. Agree funding with Government, MRADB eswsem—n—"
3. Recruit staff SABGEEORENEROONERS
4. Establish management/financial systems, separation from rest of RRIM sessesnneas N
5.

Implement

Short Term Technical Assistance

1. Agree funding with Government, Industry
2. Recruit Consultants

3. Implement

Export Market Development

1. Develop plan of operations, funding

2. Recruit external consultants

3. Advertise scheme, select Malaysian marufacturers
4. Launch

Alliances/Joint Ventures/investor Promotion
1. Agree scheme and publicise

2. Mobilise Malaysian manufacturers

3. identify and mobilise Foreign Investors

4. Promote investors contact and monitor

Other Recommendations
1. Technology transfer (closed cell sponge. ol related)
as per short-term technical assistance
2. Feasibility studies (calendered sheet, adhesive tape)
- aopoint consultants
- conduct studies
-disseminate information
3. Impont substitution
- appoint consultants
- conduct study
- disseminate results, undertake vendor development
4. Tarnffs
- conduct study 1o prepare position paper
5. Incentives
- prepare matenal
- publicise
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import Substitution

Launch a programme to identify and exploit import substitution opportunities. This would cal! for
detailed analysis of the over M$250 million of industrial and consumer rubber goods currently
imported into Malaysia, the dissemination of information to industry on opportunities identified and
the launch of vendor development programmes to ensure compelitive products are manufactured
locally to meet customer requirements.

The work on identifying opportunities would be carried out by consultants commissioned by MIDA,
disseminating information would be carried out by MIDA with the help of MRPMA and RRIM,
whereas the vendor development component should be incorporated in the Ministry of International
Trade and Industry’s (MITI} vendor development programme for small and medium sized businesses.

Policies and Incentives

MIDA to prepare a position paper on reducing tariffs on inputs with high tariff protection - industrial
textiles and carbon black. MIDA with MRPMA to examine wider dissemination of information on
incentives to increase up-take particularly amongst small businesses..

The Action Plan is designed to overcome the limitations imposed upon Malaysian manufacturers by
their small size and the relatively recent development of the industry. The small size of most
Malaysian industrial and general rubber goods manufacturers, whilst providing the advantages of
lower overheads and structural resilience to downturns, limits their ability to support in-house
technical development and undertake export development. The relatively recent development of the
industry means that in the vital area of product and process technology Malaysian manufacturers
need to catch up with their older established rivals in more industrialised countries.

With the implementation of the Action Plan, Malaysian manufacturers should begin to catch up with
their more advanced rivals and so exploit more fully their relative factor cost advantages. At the same
time, it should enable them to remain ahead in terms of corporate capability of their rivals in countries
with lower factor cost - particularly manufacturers in Malaysia’s main competitors, Thailand and
Indonesia. :

Timing

The speed with which these actions can be implemented differs widely. Work on identifying foreign
partners for alliances and joint-ventures and investor promotion, the commissioning of consultants to
provide short-term technical support, analysing import substitution opportunities and launching
vendor development programmes, feasibility studies on underdeveloped product areas and examining
tariffs and improving access to incentives can be started immediately with a view to implementation
within nine months.

But in the case of two of the major programmes, whiist early actions are required to commence the
process of creating the new Technology Centre and to put in place the structure and delivery
mechanisms of the export market development programme, actual implementation is likely to take
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Figure 1 - Timing of Key Steps in the Action Plan

Programme/Task

Months

P
123 456 7 8 9 10 11 12 13 14 1§

16

17

-
18

Technology Centre
Develop Corporate Plan fer Centre
Agree funding with Govemment, MRRDB
Recruit staff
Establish management/financial systems, separation from rest of RRIM
Implement

nALWN~

Short Term Technical Assistance

1. Agree funding with Government, Industry
2. Recruit Consultants

3. Implement

Export Market Development

1. Develop plan of operations, funding

2. Recruit external consultants

3. Advertise scheme, select Malaysian manufacturers
4. launch

Alliances/Joint Ventures/investor Promotion
1. Agree scheme and publicise

2. Mobilise Malaysian manufacturers

3. identify and mobilise Foreign Investors

4. Promote investors contact and monitor

Other Recommendations
1. Technology transfer (closed cell sponge. oil related)
as per short-term technical assistance
2. Feasibility studies (calendered sheet, adhesive tape)
- a@ppoint consultants
- conduct studies
-disseminate information
3. Import substitution
- appoint consultants
- conguct study
- disseminate results, undertake vendor development
4. Tarffs
- conduct study lo prepare position paper
5. Incentives
- prepare matenal
- publicise
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longer. We estimate that the export development programme is unlikely to be implemented in a
period of less than twelve months whereas the new Technology Centre is likely to take upwards of 16
months to establish.

The timing of the key steps required to implement the Action Pian are shown sciiematically in figure 54
facing.

Costs

The major items of cost are the creation of the new Technology Centre, short-term technical assistance,
the export market development programme and the commissioning of feasibility and import
substitution studies. The other recommendations can be considered part of the ongoing functions of
the work of MIDA, MITI and MRPMA as foliows:

MIDA - identitication of foreign partnersfinvestor promotion,

analysis of tariffs on imports,

improving access to incentives.
MM - vendor development programme for smail and medium size industries {SMis}.
MRPMA - dissemination of information on incentives and opportunities.

Figure 55 below sets out our estimates of the costs of establishing and operating the new Technclogy
Centre, providing short-term technical assistance, the export market development programme and to
commission feasibility and import substitution studies. The figure only presents cost to Covernment.
It shouid be noted that industry is expected to contribute to the Technology Centre, to short-term
technical assistance and the Export Market
Development Programme.

Cost of Action Plan
The principle which has guided us in allocating 1. Tech;o:ogy tCentre 130
. . - capital cos

costs between Government and industry is that - operating costs over 3 years 550
Government as enabler should bear the costs of 680
establishing new institutions and programmes. 2. Short-term Technical Assistance 100
Put when they hane been es.tablished. it is u'p to 3. Export Market Development
industry as the main beneficiary to progressively - establishment cost 150
pay for their running costs. - operating coslts over 3 years 2325

2,475
The costs set out in figure 55, for the Export 4. Feasibility studies @ M$100k each 200
Market Development Programme and Technology  |S._Import Substitution Study 50
Centre cover 3 years. After that these Total 3,505
programmes are expected to become self figure 55

supporting. In the case of the technical support

institution, support from Government continues beyond this period but this is mainly indirect
assistance, given in the form of the Industrial Technical Assistance Fund (ITAF) which is available to all
Malaysian industries and hence is not considered a cost of the Action Plan.
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The contribution required from Government is MS$3.5 million. This is 2 comparatively modest sums
because much of the infrastructure required is already in place. RRIM has already purchased much of
the equipment required to run the Technology Centre and MATRADE is about to obtain the manpower
and administrative infrastructure required to operate the export market development programme.

Cost/Benefit Evaluation

To measure the benefits from implementing the Actior Plan we have projected the expected path of
growth of the industry, with and without the measures proposed. These projections are by their
nature, uncertain as they are based on assumptions of future economic growth and industry capability
which may not be realised.

Nevertheless, they seek to illustrate the way the Action Plan is likely to impact upon the growth of the
industry and the type of incremental gains possible from its implementation. We have focused on its
likely impact on three key measures of performance - output, rubber consumption and exports.

The main impact of the Action Plan would be to increase output and hence rubber consumption
through a combination of higher exports, sales to the domestic market and lower imports. But the
value of output is expected to show a greater proportionate increase than rubber consumptionn. The
Plan is designed to increase value added and its effect is likely to raise the value of output per tonne
of rubber consumed.

Employment is not likely to be affected greatly. Increased levels of output are not likely to result in
higher levels of employment because of gains in labour productivity.

Based on our estimates, without the Action Plan output is expected to increase by about 8.5% to the
year 2002 reaching a value of MS810 million. This is a lower rate of growth than achieved Ly the
industry during the 1980-92 period and reflects the growing maturity of the Malaysian industry. With
the Action Plan, growth is likely to be higher by 10%.

Without the Action Plan, exports are likely to reach a value of MS440 miilion by 2002. Export growth
is expected to continue at a high rate of 10% per annum bui then slow, as competition in world
markets intensifies. With the Action Plan they are likely to be higher by 11%

Rubber consumption is expected to increase from the current level of nearly 45 thcusand tonnes to 88
thousand tonnes by 1992, average growth of nearly 7% p.a.. Rubber consumption would be 8%
higher with the Action Plan with much of the growth coming in the form of higher SR consumption.

The Plan is likely to make a significant contribution to the growth of the industry. But even with the
Plan it is likely that industrial and general rubber goods industry will rernain smaller than the latex and
tyre industries and roughly half the size of Taiwan's non-tatex GRG industry.

It should be noted that the assumptions on which incremental gains have been calculated are
relatively modest. Much higher benefits could be realised.
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The purpose of our projections has been to show the cost effectiveness to Government of the measures
proposed. Returns to each measure, with the most pessimistic assumptions of success, are
nevertheless high.

If we were to use more optimistic scenario’s of success then the Plan could result in making Malaysia
into a major force in the market for industrial and general rubber €o0ds in the Asia Pacific Region.
Industry output cou!d well exceed MS 1 billion by 2002 and rubber consumption 110 thousand
tonnes.

We have been asked to comment whether in our view the effort and costs associated with the Action
Plan are justified in the Malaysiar: context. Whilst we are in no position to evaluate the relative merits
of the Action Plan against competing calls from other sectors of industry we can make two
observations, both of which support the case for implementing the Action Pian:
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Xill Technology Support

Rationale

A key finding of the diagnostic we carried out of the Malaysian industrial ard general rubber goods
industry was that as a result of small size and/or relatively recent exposure to the manufacture of
technically demanding products, many manufacturers required access to external technological
support. And, whilst the MRRDB through the RRiM had attempted to provide for this need, lack of
resources had prevented it from providing the full range of services required.

In addition, despite Government subsidising the use of consultancy services through ITAF, the
provision of services by private sector consuitants remained confined to a few individuals. Our
research showed that it was not the cost but the lack of suitable services which was the main
impediment to accessing adequate technological support.

In the context of the future development of the industrial and general rubber goods industry access to
effective technological support will be of strategic importance. Over the next decade. the industry
must increase value added to cope with rising labour and other factor costs and this wiil require
improving the specification and performance of its products and becoming more efficient. Moreover,
growth areas of demand will be for higher specification and more technically demanding products. If
the industry is to rise to these challenges, it will require access to high quaiity technology support.

These remarks should not take away from the achievements of the Malaysian industry in developing
capability. it is important to recall that there are some 30 manufacturing companies in Malaysia
which have been classed as ranging from world class to good domestic producers of industrial and
consumer rubber products. However the products in which they succeed are - with few exceptions -
relatively simple and predominantly based on natural rubber.

Whiist such firms are undoubtedly weli able to continue to develop within their existing product range,
most of them lack the technology resources/skilis necessary to exploit some of the higher added value
business which already exists and, which can be expected to develop further with the growth of the
Malaysian economy and with greater penetration of export markets.

Therefore the extent to which the local industry will be able to respond to domestic demand and to
expand its overseas sales will depend on its ability to overcome a number of technological constraints.
Some of these are long established and will need to be addressed by an intensive short term
programme of training and consultancy. However continuous development growth is likely to be
inhibited uniess the industry has access to a sound, technological resource dedicated to its needs.

Moreover, although technology is not changing dramatically, the manner in which the industry works
intemationally to fulfil customer needs is undergoing fundamental change. Malaysian businesses will
need to keep pace with these changes.

Visitors attending a major international Rubber Industry exhibition after an absence of some years
would perceive little which would surprise them, Indeed at first sight they would conclude that little
had changed. State of the art today is little different from that of recent times.
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On the material side they would certainly find new variants of synthetic elastomers and would see
some upward movement in the performance characteristics of natural rubber. They would note the
extent to which Thermoplastic Elastomers have eroded some of the market for thermosetting rubbers -
but not to the extent that kad once been expected.

Their tour of the machinery halis would certainly reveal a significant upgrading of the controls on
rubber processing machinery. They would note also some interesting technical developments
particularly in injection mculding. They would however conclude that there were no revolutionary
changes in any of the branches of the rubber industry.

Visitors would however be much more impressed by the manper in which the industry has evolved in

the past ten years. They would note tihe following characteristics of the modemn general rubber goods
industry.

ww_m Iatter in pamcular now has a much closer
understanding of rubber and is abie to participate much more closely in the design of the
products and the specifications of the elastomer and in the characteristics of the compound.

° The progressive drive in all key end use sectors for quality and consistency - and the extent to
which the rubber product industry is responding. Led by automotive manufacturers,
introduction of their own quality standards, other users are increasingly demanding their
suppliers to work at least to ISO 9000.

Wond class producers are now usmg Statust:cal Process Control and other systems to ensure
consistent quality and tight economic control.

. Ihe increasing role played by automation and materia! handling as an aid to competitiveness,
wherever scale and types of operation permit.

. The need to take account of environmental issues raised by Governments, pressure groups
Companies’ manufacturing operations are constrained by legislation such as the Environment
Protection Acts in the UK. More recently, they find themselves under pressure from their
customers to demonstrate that they have live Environmental Management Policies and new
standards - similar to 1ISO 9000 - have been developed. Increasingly end users will seek to
minimise their use of materials which cannot readily be recycled - a factor which may add
renewed stimulus to the use of Thermoplastic Elastomers,

At the end of his tour of the industry. the visitor would conclude that competitiveness in the worid’s
rubber product industry is now much more dependent on doing all things well and a constant
awareness of small changes rather than on the quest for major changes in technology.

The Malaysian rubber product industry will clearly need to follow these trends. Indeed most of the
world class companies identified in the First interim Report are already moving in that direction.

However, as we show elsewhere in that report there is a general lack of awareness of these
developments amongst many firms in Malaysia. Some may take the view they are of little relevance to
them if they merely serve the domestic market. This is not the case.

Many domestic customers for industrial rubber products are exporters and they will certainly be
moving ever closer to practices in developed countries. They will expect their suppliers to do likewise,
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The maintenance of ary form of competitive edge will also hinge on the ability to exploit best practice
and cost reductions through automation. The creation of an awareness of this, the provision of
appropriate training and the development of assistance programmes for implementation is required to
help Malaysian industry to improve its competitiveness.

Thnis perceived need has given rise to the rezccinmendation that some form of initiative be undertaken
to enhance the technological support to the industry. In this section we consider :

. The problems within the Malaysian rubber product industry and the consequent strategic
requirements and short term needs of the industry:

. The tyres of institution that could be created. their organisation, staffing. other resource
requirements and financial implications;

. A more regiona!l approach - involving the possible development of an ASEAN centre for rubber
techaology.

We conclude with reccmmendations for future actions.

The Situation in Malaysia

Problems and Implications

Essentially we have identified the followng probiems in many Malaysian rubber product companies:

i) A lack of experience in synthetic rubier:

ii.)  Insufficient knowledge/experience of processing technology:

iii.) A general lack of capability for product development and process innovation;
iv.) Insufficient technologists vith factory experience.

These issues are examined in the following paragraphs in the context of the symptoms and their
implications for future development of the industry.

. Symptoms
- Currently some 85 % of rubber consumption is in the form of nalural rubber; by contrast in
developea countries NR accounts for significantly less that 50% of rubber consumed for industrial

rubber producls.

- Synthetic materials are relatively new to Malaysia since it is only within the past 6 years or so that
such polymers have begun to be used in any significant quantities.

- A very significant proportion of the enquiries anising during the clinics run by Ropra as part of this

project were concermned wilh very basic questions cncerning Lhe properties and processability of
synthelic rubbers.
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. Implications

- The level of enquivies about synthetic rubbers suggests that there is a demand for products based on
these matenals which companies are having difficulty in fulfiling.

- Without this experience and background it will continue to be difficult for rubber product companies
to enter some of the more advanced maikets we indicated in our First Interim Report.

e Symptoms

- A high level of scrap and wasle

- High manning levels

- General levels of plant inefficiencies

- Concentration on simple processes and technologies.
. implications

- Higher than necessary costs
- Difficulties in introduction of new technologies

I f ility for 1
. Symptoms

- Few companies have any form of development lcboratory
- Little evidence of any innovation even amongst good domestic and threshold companies

. Implications
- Resiriction on ability to respond to demand flor greater variely ¢f products orising out of increase of
end use seclors
- Greater imports of - especially - higher added value producls.
logis ith
. Symptoms

- General lack of professional people
- Readiness to poach technologists from organisations such as RRIM

. Implications

- Difficulty in achieving innovation of product and process
- Problems of finding suitable people for new businesses.
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Requirements of Malaysian industry

As already noted the continuous growth and development of the industrial and general rubber goods
industry will call for a structured form of technological support. The character of the requirement
depends on both the technologies used and the nature of the market which different components of
the industry serve. In the following figure we consider and attempt to rank in terms of likely uses of
technology support the various sub-sectors within the Malaysian industrial and general rubber goods

industry.
High G'RG industrial This is the sector which can reasnnably expect 10 have gr
‘ rubber goods - level of innovative activity and would be likely to place the
components and | frequent demand on central technical support. As the (
new products industrial activity increases so will the need to participate.
P semngOEMs 1. product innovation and to ensure that efficient processes
| .andother = - USer _m converlthemostapprop fmatenals
defianding - , o
industrial users - | . _,requu'emem wil be for a vnde range of skills mdudmg
" rubber engineering . e
* _rubber chemistry and matenals
+_process/prodyclion engineering
Modest Masterbatch and With increasing use of synthetic rubbers companies mvolved m
Compounds this area are likely to be increasingly concemed w1h
. rubber chemistry and matenals :
tow IRG products There is less innovative acuvﬁy in thts area. Products ter v
serving . standardised, there is a much lower level of synthelic rubber:
construction and usage. Companies in this sector are more likely therefore ¢ '
| replacement require assistance in simple oompound development and very
1 segments. occasonal problem solving. _
Whilst it is possible that there could be a small, but sporaduc
requirement for rubber engineering support the predommant
requirement is likely to be for: S
* rubber chemistry and materials and
= 10 a lesser extent process/production engineering.

Low Consumer goods | As inthe case of the construction industry there isonly a-
modest leve! of technological innovation. New products are
more the result of new product (aesthetic) design than the
result of fundamental changes of technology . Also, this sul
. sector has the highes: presence of foreign companies which

_provides it with technological support from outside Malaysia. .-
" The requirement for technological support Is therefore more
likely to be concentrated around the manufactunng process
.and compound development. The requirement is therefore
likely to be focussed around:
» rubber chemistry and materials
« process/production engineering

Note: In all of the above cases thare may be a commensurate requirement for experimental work, figure 56
testing and analysis,
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In addition to providing for the requirements of the industrial and general rubber goods industry itself,
consideration of the requirement for technology support has to take account of the potential needs of
other parts of the rubber product industry and the end-users themselves, who may want assistance in
developing new product specifications and in designing product to meet new applications. These are

examined in figure 57.

Future Requirements of End Users and other Rubber Product Industries

Rank

_Type of Activity

Requirement for Technological Support

ModesV/
Rising

The End Use
Sector

A significant portion - some 60% of the consultancy effort
undertaken by Rapra Technology's rubber consultants is in
assisting industrial end-users in product development and failure
diagnosis. The gradual widening of the diversity of end uses in
Malaysia is likely to stimulate some demand for similar setvices.

The requirement will be for:

* rubber engineering

« rubber chemistry and materials

Resources 1or tesling will be an increasing necessity.

Low

The OE
Tyre
industry

This is the most advanced sector of the industry. The sector is
setting up its own technology centre and is therefore unlikely o
require any additional technological suppont.

Low

The Retread
industry

Experience suggests that the predominant part of this sector
uses basic technology with fittle if any requirement for
technology support. Increasing standards and safety
requirements will give rise to higher levels of quality control and
a central testing facility is likely to be required.

Rubber Footwear

This is not an innovative sector of the industry and it's
requirement for technology support is likely to be the occasional
need for assistance with compound development. The
requirement in this sector will therefore be for support in:

« rubber chemistry and materials

« _process technology

Low

Materials
Suppliers

From time to time synthetic materials suppliers do require
some technical support - usually in the area of compound
development. In the current and anticipated absence of any
synthetic rubber production in Malaysia this requirement is
likely to be only minimal. However, the availability of a rubber
product fechnology centre might stimulate a small demand for
assistance from SR manufacturers supplying into the country.

figure 57

A nctable omission from the above list is the latex industry. The technology used by that branch of
the rubber industry is not closely related to that used for solid rubber goods. And much of the iatex
industry is in any case not likely to require much technical assistance either because the technology
used is stable or because firms will have access to the resources of foreign parents. We have therefore
not provided for demand for technology support from that part of the industry.
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Role and Services
The requirements outlined above can be summarised under four activity headings:
. Problem Solving

- On site trouble shooting - undertaken by a consuitant visiting the conpany on one or more 0ccasion
during which the causes are diagnosed and on the spot aavice is given to the technologists. This is
the simplest form of activiiy cnd is usually associated with some aspects of the comgany's production
process/compound.

- The above plus laboratory investigations involving testing and analysis.

. Product/process cdevelopment

- On site or olfice ciscussions during which the scope of the development is identified and consultancy
is offered.

- Prototype development and evaluation may take place either in the consultants’ facilities or on the
company’s own equipment.

. Technology transfer

- Passive and pro-active provision of inforrmation on c'avelcpments in materials and process
technology through in-house and outsourced publications - requiring access 'o data bases and cther

sources
- Pro-active work cn a multichent basis addressing specific technological issues on a pre-competitive
basis.

- Symposia, seminars and courses conducted by in-hcuse or visiting experts.
Meeting Malaysian Requirements

To meet the industry's requirements and to provide the range of services outlined above call for the
following skills and resources:

. Skills

it will have been noted that the individual areas of demand involve a requirement for one or
more of the following skills:

i.} process/production engineering;
ii.)  rubber engineering/product development;
iii.)  rubber chemistry and materials.

This is based on Rapra Technoiogy's experience. Whilst an initial training in polymer technology
is sound basis for all three types of consultancy - relevant industrial and specialised experience
is very important - especially in the areas of process and rubber engineering. in addition the
centre would need skills in information/data handling. Ideally therefore a technology centre
dedicated to the service of the rubber product industry should be able to offer all four
capabilities - almost certainly at degree level,
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it would be rare - especially in a reiatively new industry to find any single individual with
expertise in more than one of these areas . A fully staffed centre would therefore need one each
of these bringing the ideal manning level to four.

Resources

It will also have been noted that these skills require easy and prompt access to:

i.)  facilities for compounding and processing of rubber with technicians to operate them;

ii.)  testing and analytical laboratories with appropriate staffing of technologists;
ili.} information resources - libraries, data and knowledge bases.

The Options

In determining the shcpe of the technology support institution appropriate for the Malaysian rubber
product industry, the first consideration is the types of skills and resources it would have in-house and
those it would access from external sources. An important distinction in this respect can be drawn
between institutions with and without their own hardware resourzes - compounding and processing

facilities and testing and analysis laboratories - resulting in three options:

Option | - The One Stop Shop

This option provides for an independent consultancy resource with capabilities in all major skill
areas with access to information sources. But the institution would not have its own hardware
facilities and would have to contract out or buy in services which require the use of hardware.
The institution would be able to provide a comprehensive range of expertise and services to its
customers - hence serving as a One Stop Shop - even if it has to buy in some services.

Option Il - A Technology Centre Atiached to RRIM (GIRG Tec)

T2 centre would comprise the four man consultancy team outlined above under One Stop
Shop, and would access hardware resources from the rest of the organisation. Clearly, the RRIM
with its existing technology centre and extensive hardware facilities would be the ideal
organisation to develop a full fledged technology centre. All that would be required is to
reinforce the capabilities of RRIM's existing Technical Consultancy and Advisory Unit.

Option Il - An Independent Technology Centre
This would comprise the four man consuitancy team described above but would also have its

own hardware facilities in-house and the technicians required to operate them. The centre
would be independent of any other agency.

Each of the options represents trade-offs in the range of services provided in-house, and has varying

cost and funding implications. These are described in the sections below.
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Operational Implications

Each of the three options would have different operationai characteristics. We examine below the
operational characteristics of each.

H  One Stop Shop (relying on other centres in Malaysia and elsewhere for all services)
. Consultancy Team

It is Rapra's opinion that, given the diversity of the problems likely to confront any provider of
technology support the consultancy team should comprise one Manager plus three professional
people with appropriate clerical support.

The choice of the right professionals with the right balance of skills would be very important and
it is very probable that appointees wouid require training. A key characteristic of such
consultants is a strong motivation to deal with a diversity of technical problems.

Rapra's experience - and indeed that of other Research and Technical Organisations - suggests
that such people are likely not only to offer a better quality of service but, provided there is a
steady flow of interesting work, are not predisposed to be interested in working on routine
problems witnin individual companies -(thereby overcoming one of the industry's anxieties about
the mobility from centres of excellence to competitors). Notwithstanding such motivation
salaries and benefiis would need to approach those paid by industry.

The structure of the team is shown bLelow. The Managing Consultant would clearly be active and could
specialise in one or other of the areas.

Managing
Consultant
lerical
| ——>|  Ghreal
Y Y Y
r
Specialist | ¢ Specialist I Specialist IIf

figure 58

. Location

The team would spend much of its time either on clienl's siles or with supporting organisations. It
could theoretically cperate from any location - however there are sound technological and project
management reasons for the team to be located in proximity (0 a provider of hardware based
support.
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. Resources
In addition to the normal facilities of a free standing office. the unit wou!d require excellent
telecommunication and data management equipment. The need for mobility would also call for the
centre to have its own Lransport resources.

. Running Requirements
It would need to subscribe to a large number of data bases and staflf would need to be able to attend
international conferences. [k would need to establish commercial links with providers of hardware
based support so that they have access to a responsive, cost-effective service.

] GIRG Tec - Attached to RRIM

The basic resource - a consuitancy team - would be similar to that described under the One
Stop Shop option. The team would be located at RRIM and would represent a strengthened
form of the existing Technical Consultancy and Advisory Unit. The resources in terms of
telecommunication and data management equipment would be as per the One Stop Shop and
the centre would also require access to data bases and for its staff to attend intemational
conferences.

The main difference to the One Stop Shop would be that it would have access to RRIM's
hardware resources. To ensure that it receives prompt and efficient service from RRIM the
centre would have to negotiate internal prices for the provision of RRIM services and the level of
priority it's work would have over other RRIM projects and services. If suitable arrangements
can be made for accessing RRIM's hardware services, in operational terms this is an attractive
option for the following reasons:

- a direct link would exist belween the laboralories and the consultants -thereby facilitating
project management;

- consultants nol engaged on project work would be able Lo participate in the R&D activities of
RRIM which would benelit from growing experience with synthelic rubber and the end use
seclo’s:

- the option would be the easiest to implement.

To be effective however and to overcome some of industries concems about the use of the RRIM
- (real or imaginary) it would be necessary to:

- set up the Consullancy as an entirely independent Profit Centre with its own targets. It should
have independence of resources and freedom to allocate resources as it thought fit. The GIRG
industry must be represented on its management.

- address tne need to accommodate industrial level salaries/rewards;

- ensure that the day to day needs of the rubber product industry always take priority over any
RRIM project work.
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| Independent Centre (with minimum technical resources)

. Consultancy Team

The basic structure of the team in the One Stop Shop would remain. It would however need to be
supplemented by two technicians to work in the laboratory as shown in figure 69:

Managing
Consultant .
Te%ﬁai&ran | Specialist | Specialist Il Specialist ill
Technician
figure 59

. Laboratory

In Rapra’'s opinion the minimum equipment Lo which consultcnts would require ready access would
comprise:

Mixing plant - a small Banbury plus a two roll mill;
A press - preferably two or more daylight plus simple tools;
Testing Equipment - rheometer, balances, tensometer and hand held hardness tester;
The total installed cost of this would be of the order of M$1 million.
. Location and Other Resources
These would be similar to those indicated for a One Stop Shop.

Operational Costs

We have assumed that the Consultancy team would build up as shown in the following table:

Build Up of Consultancy Team
' Year 1 Year2  Year3
‘Consultant Years 25 = 35 4
Available Resource * 310 - 440 500
* This assumes 250 effective working days a year allowing figure 60

for weekends, national holidays, leave and sickness and that
some 50% of the time available is used for consultancy work.
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On this basis we estimate that the establishment and operational costs (excluding expenses associated
with the conduct of individua! projects) would be as shown in figures 61 and 62, overieaf:

Establishment and Operational Costs for One Stop Shop - M$ ‘000
Year
1 2 3 4 5

Lapital Costs

Equipment 50 10 10 10 10
Cars 80 . - - -
Sub-total 130 10 10 10 10
Operatignal Costs

Staff

Managing Consultant 120 120 120 120 120
Consuttants 200 280 320 320 320
| Clerical 30 30 30 30 30
Sub-total 350 430 470 470 470
Other expenses

Cars 20 20 20 20 20
Rent, tocal taxes, telecommunications 100 100 100 100 100
Sundry: policy travel, subscriptions elc 80 80 80 80 80
Total Cost 680 640 680 680 680

figure 61

These are broad brush estimates which no doubt could be revised with further study. The principle we
have used in determining salaries for the consultants, is to allow the institution to either source
individuals of the highest calibre in Malaysia or a mix of local and intemational recruitement. The
salary levels shown would be sufficient for instance to hire one or two expatriates along with Malaysian

staff.

We estimate that the operation of the GIRG Tec under the aegis of the RRIM would be at a similar
level - although some savings would possibly arise in the area of rent etc if the centre was located at
RRIM. However the costs of setting up an entirely new centre with its own equipment would be
significantly higher (figure 62 overleaf).
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Establishment and Operational Costs tor independent Centre - M$ '000
Year
1 2 3 4 5
Lapital Cosls
Equipment 1000 10 10 10 10
| Cars. 80 - - " -
Sub-totatl 1080 10 10 10 10
Onerational Costs
Staft
Managing Consultant 120 120 120 120 120
Consultants 250 280 320 320 329
Clerical 30 30 30 30 30
| 2 Technicians - one in 1st year 40 80 80 80 80
Sub-total 390 510 550 550 550
Other expenses
Cars 20 20 20 20 20
Rent, local taxes, telecommunications 100 100 100 100 100
Sundry: policy travel, subscriptions etc 80 80 80 80 80
Total Cost 1670 720 760 760 760

figre 62

Meeting The Cost - Industrial Usage

Whichever option is seiected the costs of operating the unit will be high. Significant start up costs
would be involved and whilst the build up of the resource can be phased to some degree it must be
able to offer a comprehensive service within a relatively short time if it is to achieve any level of
credibility.

The fundamental question therefore is whether this form of activity could eventually become
economically viable in its own right. - ie whether industry would be willing to pay the full economic rate
for the operation of a resource of this type. Clearly the higher the utilisation the lower the unit costs.
To be viable therefore the unit will need to be well utilised.

There are essentially six sources of potential income from industry:

i.)  Problem solving for individual companies:

ii.)  Prototype development;

iii.)  The generation of information products and/or dissemination of such products generated by

other sources;
73 »
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iv) Technology Transfer through symposia, seminars and courses;
v.) Multichent projects.

In principle therefore there is a good diversity of business to go for. However it is essential to recognise
the overall customer base is refatively small - in the sections on industry’s requirements we have
identified a diversity of companies which might at some time or other use one or other of the
consultancy fadilities. In the sections below we have attempted to quantify the amount of services
industry as a whole is likely to buy from a technology support institution.

Problem Solving

On the basis of Rapra experience we have built up the following utilisation profiie based on the current
structure of the industry:

Potential Consultancy Utilisation of a Technology Centre in 1994/35 o

. Ntof | Projects/ | Days/ _Imal.mlmam:mnmm_
Source Sector Fims | firm/year | Project | Consultancy| Laboratory
GIRG Industrial OEM 20-30 0.67 5 50-80 15-20
Masterbaich & Compounds 26 05 3 10 30
GIRG Industrial - Sundry 40-30 0.5 3 15-10 45-35
Consumer Sector M 0.25 3 5 20
End-Use Sector 10 05 5 40 10
Materials Suppliers 5 10
Others 10 20
Total 135-160 150-145

figure 63

These figures suggest that 3 newly formed centre could - given good marketing - build up quite quickly
to a utilisation of approximately 135 consultant days. Recalling that we have allowed for a resource of
2 to 2.5 consultants in the first year of operation this would amount to a consultancy work load of
approximately 1 day per week for each consultant. There is therefore a perceived gap of at least 1 to
1.5 consultant days per week or a total of 150 days per annum. This would need to be addressed with
other activities - see below.

it is noteworthy that on this model there is a quite rapid build up of utilisation of laboratory services.
It is reasonable however to assume that the work will build up rapidly for three reasons:

i} The generol need to upgrade and develop new producls by the sector serving demanding industrial
customers/producls.

ii.)  The growth of the industry itsell is likely to give rise to an increased volume of work - although
growth in volume is not as important an indicator as the level of technology being used and to some
extent the number of companies active in the areg.

iii.) A growing and more diversified industrial sector will generate enquiries and requests for assistance.
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The fcliowing model of the situation in say S years time is thought to be not unreasonable.

Potential Consultancy Utilisation of a Technology Centre in 1998/99

Ne of Pmieds’ Days’ H Total estimated W‘femem
Source Sector Firms | firm/year | Project | Consultancy| Laboratory
GIRG Industrial OEM 30-40 1.0 5 120-160 30-40
Masterbatch & Compounds 26 05 3 10 30
GIRG Industrial - Sundry 40-30 05 3 15-10 45-35
Consumer Sector 40 0.25 3 10 20
End-Use Sector 20 10 5 80 20
Materials Suppliers 10 20
Others 10 20
Total 255-290 185-185

figure 64

This would represent a virtuat doubling of the requirement for consultancy bt 2 somewhat lower
increase in the volume of laboratory work. Clearly these are only indicative numbers but they suggest
that the overall work load per consultant - of whom there would be 4 by then would have risen to
about 1.5 days per week. The demand for laboratory work will have risen rather more slowly.
Nevertheless there is a still 3 high under-utilisation of 3. by above definition. highly professional team
and other sources of income will be needed.

Other Sources of Income
There is little doubt that on an ongoing basis there will be scope for the conduct of seminars, the

preparation of reports etc. It is not unreasonable to assume therefore that the make-up of activities
could evolve as follows:

Year 1 Year 5

Additional Activities 25 50
Conduct of Special Courses and Seminars 50 75
Preparation of special reports for sale to industry ie. 0 25

Cenduct of precompetitive multiclient project (We assume two projects
each calling for 50 days work divided 25:75 between the centre’s
consultants and support development work from laboratories).

Total additional income generating activities (Consultant days) 75 150

figure 65
Clearty it is difficult to gauge fully the extent to which Companies will be willing to purchase these
additional services. Rapra experience suggests that perceived need is a greater controliing factor than
is price. Success in this area will depend very heavily on marketing of the benefits of each individual
product - especially those which involve any form active involvement of companies ' own staff,

Total Potential Usz by Industry

Taking the two sets of income together we can envisage the unit being able to generate some 200
days of work for consultants in the first year or so - building up to some 400 to 450 days by the fifth
year. On that basis this would support approximately 1.5 consultant years in year 1 rising to just over
3 consultants years by year 5.
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Given the structural requirements described above for building up a four man team over a three year
pencd there wouid be shortfall of use of some 50% in the early years and perhaps as much as 25% in
the latter years. This would have two effects:

i)  Under-utilisation of skifted consultants waould mean difliculty in retaining the qualily people described
above:;

ii.j  high unit costs for consultancy.
Operuating Income

In setting fees for its services. the institution would have to balance the need to recover costs with
affordability. With underutilisation of staff, the danger is that any attempt to cover costs fully would
result in a level of fees that would make its service unaffordable to its target clientele and hence resuit
in a lower level of utilisation than estimated above.

In the case of the One Stop Shop and the Technology Centre attached to RRIM, the main revenue
income would be from consultancy services and additional income generating activities such as
conducting seminars and preparing multi-client reports. The demand for laboratory services would be
contracted out to other institutions or to other parts of the organisation. Hence, net revenue from this
source would be low.

in the case of the Independent Technology Centre, income would be derived also from laboratory
services. The independent technology centre would provide these in-house using its own staff and
hardware resources.

Of the three types of income earming services, the highest fees would be from consultancy services for
problems soiving, followed by other income generating activities and laboratory services. Expenence

shows that fees earned through consultancy are higher than from arranging seminars and courses and
considerably higher than for laboratory services.

Determining the level of fees that the industry would consider affordable is difficult. Estimating what
the industry would be willing to pay for the services of a new, or substantially improved technology
resources would require market testing. In figure 66 overleaf we set out the effects on cost recovery of
various levels of fees to illustrate financial viability of the 3 types of technology support institution.
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Levels of Fees and Cost Recovery - Year 1
One Stop Shop & Centre attached to RRIM
Caosts MS000
Amortisation of Equipment (over 5 years) 25
Operating Costs -a50
Total 575
Revenue
Case 1 M$'000 Case 2 M$'000
Consultancy services Consultancy services
135 days @ M$2,000/day 270 135 days @ MS3,500/day 470
Other Income Other Income
75 days at MS1,000/day ~a 75 days @ M$1,500/day U0
345 580
JIndependent Technology Centre
Costs M$'000
Amortisation of Equipment (over 5 years
for cars, 10 years for machinery) 136
Operating Costs -220
Total 726
Revenue
Case 1 MS$'000 Case 2 M$'000
Consuitancy services Consultancy services
135 days @ M$2,000/day 276 135 days @ M$3,500/day 470
Other Income Other Income
75 days @ M$1,000/day 75 75 days @ M$1,500/day 110
Laboratory services Laboratory Services
155 days @ MS$500/day -5 155 days @ MS$1,000 day 155
420 735
figure 66

It is clear from the above that with consuitancy services charged at a rate of MS2.000 /day, other
income earning days contributing MS1,000/day and laboratory services producing MS500/day neither
option covers it5 operating costs. This level of fees would we believe, be affordable to industry if ITAF's
50% contribution could be accessed, but is insufficient for cost recovery.

On the other hand, achieving full cost recovery requires that in the case of the One Stop Shop and the
GIRG Tec attached to RRIM that fees for professional services are raised to M$3,500/day, and from
seminars and courses MS 1,500/day is realised.

A fee of MS3,500/day is clearly excessive even by European standards. Allowing for 50% ITAF
contribution, this level of fees would mean that each 5 day project would cost Malaysian companies
over M$10,000 inclusive of laboratory costs. Moreover, it is highly unlikely that arranging courses
and seminars could net the MS1,500/day assumed for case 2. For instance, taking 15 days to
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arrange a seminar which 30 participants attend and pay MS$S00 each, is likely to net M$1,000/day
when expenses are taken into account. Our experience would suggest that many companies wouid
find paying MS 1,500/day excessive.

To achieve full cost recovery, a similar level of consuitancy fees {M$3,500) woulid have te be charged
by the independent technology centre and the consultants wouid a!so have to net MS1,50C/day in
other income generating activities. But in addition, the centre would aiso have to raise laboratory fees
to MS1,000/day.

in our view, the figures above illustrate that despite the gradual build up of consultancy staff, ail three
options are likely to fail to recover operating costs in the early years of their operation. Government
would not only have to contribute funds through ITAF but may also need to provide a direct
subvention to the institution either in the form of a capital grant and/or contribution to operating
costs.

As demand for consultancy services increases, the situation should improve. By year 5, demand for
consultancy services would have increased to over 255 days. And although staffing leveis would have
increased, the fees required to achieve full cost recovery would have falien from M$3,500/day to
MS2,000/day for the three options whereas the sum required to be raised from other income
generating activities would fall to MS1,000/day and laboratory services to MS500/day.

With ITAF support in place, the sum charged to the user for consultancy services - 50% of M$2,000/
day - would be affordable. And. the recovery required from other income generation activities is also
more reasonable. But, of course, it is uncertain whether the government would continue with ITAF
funding indefinitely.

Hence, it may be summarised that in the early years there can be little doubt that neither of the three
options is likely to achieve full cost recovery. The poor utiiisation of the resources avaiiable makes this
inevitable.

In later years, when demand for technology support is expected to increase, the financial viability of
each option should improve and with ITAF funding in place they could become financially self-
sufficient. But without ITAF funding, doubts may continue to exist over whether the fee structures
required for full cost recovery would be affordable to users.

Potential Structures for Malaysia

Having reviewed available options and their operational cost and financial implications, there are in
essence three types of organisations that could be set up to provide technology support:

i) Atechnology centre attached to RRIM (GIRG Tec) continuing as a govemment agency funded b
annual subsidy;

ii.)  Ajoint industry/government initiative to establish a product development association;

iii.) A totally industry sponsorea ac*ivity to encourage the development of a One Stop Shop.

These are considered below.

{
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| GIRG Tec - Attached to RRIIM

This is in essence an extension of the current situation . The requirement for this had already been
acknowledged as early as 1976 when a Technical Centre was set up within the RRIM to support the,
then, 50 or so rubber processing companies and encourage them to move into new p-oducts and use
RRIM testing facilities.

The service was free to rubber product manufacturers until the mid 1980s. By this time, the rubber
product sector was growing rapidly and it was absorbing increasing quantities of natural rubber. In
1990 therefore a new activity the Technicai Consultancy and Advisory Unit was set up within RRIM to
support the growth of the domestic industry.

The initial staffing targets have not been met and there is a strong reliance on RRIM personnel to
provide the necessary advice and assistance. For historical reasons there is mismatch between the
technological skills required for this work and those available within RRIM - excellent though they are
within their specialisations.

This mismatch is mcst pronounced in the areas where we perceive most significant growth production/
process engineering and service to the end use sector - although the traditional demands of Malaysian
GIRG sector for compound testing can probably continue to be met from the RRIM - even in areas
such as SR compounds. Nonetheless it would however be entirely feasible for the RRIM to continue -
at least in the short term - to be the base for the new Technology Centre provided that:

. A specific team is set up with the primary dedication of serving the developing markets
described above.

. The team selected from the highly trained and experienced individuals receives intensive training
in this type of woik and continues a programme of skill development.

. A highly pro-active marketing effort is maintained by the new unit - especially targeted at the
end use sectors.

. The team develops the services described above.

. The centre is as constituted as a profit centre so that its costs and revenues can be clearly
identified.

In addition, to involve industry closely in the work of the Centre we would suggest that a management
committee be set up for the Centre and industry representatives invited on to it. Participation by
industry in the management of the centre may help dispel the negative views held by some sections of
the rubber product industry of the benefits from RRIM's services.

The way the centre could set up charging for its services is shown below.
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Direct Problem | - Free day of consultancy io define problem and prepare programme of work;

Sotving « 50% of professional fees paid by the Company plus expenses, remainder by ITAF

Publications + 50% subsicies for general technology transfer projects including the costs
and Seminars of external sourcing eq data bases, other publications etc.

Mutticilent « Pro bono industry as a whole 100% funding

Projects « For specific interests of grouns of companies 50% contribution from industry -
whicn could include in-kind contributions (where work undertaken by the
ccmpany towards the project is valued)

figure 67
The existing cuiture within the RRIM is capable of accommodating this form of activity. The importance
of this should not be underestimated. Research oriented scientists and technologists are not normally

predisposed towards pro-active promotion of their activities - however well they may react to
enquiries and problems.

No doubt the centre would require Government subvention in the early years. But such subventions
should be clearly earmarked and kept separate from Government's overall contribution to RRIM.

In order to ensure a reasonable confidence in the activity it would be necessary for Government to
commit itself to the support of this form of agency for a period of 3 years - with a review of this
commitment in the 3rd year.

] Product Development Association

An option which provides for greater involvement of industry and hence could be considered more
attuned to the needs of industry as it sees them, would be to form a product deveiepment association.

In the Malaysian context. it should be noted that the industry through MRPMA, has asked that RRIM's
technical centre be privatised or at least made independent of RRIM. 1t is the view of the industry's
representatives that separation of the centre from RRIM and its subsequent control by industry wouid
make it more responsive to industry's needs and allow industry to contribute the resources required to
develop the centre into a comprehensive technology support institution.

Industry has informed us that currently it has reservations about the confidentiality of the services
RRIM is able to provide because it's staff are relatively poorly paid and hence easily poached. Hence
it is clear that the issue of the status of the institution and the type of organisation it becomes are
contentious issues.

In the event that it is determined to involve industry in developing the technology support institution
but where Government continues to play a role, the principle of a Research Association which was
used very effectively within the United Kingdom could be relevant. This would entail:

A body. the Rubber Products Development Association, which companies would join paying an
annual subscription commensurate wilh Lhe scale of their invoivernenl in the manufacture or use of
rubber products. The subscriplions would be used Lo:
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a) to support the basic infrastructure of the organisation - administration, the build up of
information and training of consultants and the preparation of pro bono for members
technology transfer products.

b.} as a credit balance against which individual companies could draw in terms of services
and the purchase of other products. (Clearly any use beyond the level of the credit
balance would of course be charged at costs approaching those charged to non-members)

(This is the current method of operation within Rapra Technology wiiere 50% of subscriptions go into
the credit balance.)

The Association would offer the full range of services under One Stop Shop. It would not however,
have it's own hardware resources. Industry is unlikely to raise sufficient funds to cover the MS$1 million
required for capita! equipment. Government is unlikely to consider the grant of such a sum so long as
RRIM is willing to provide its services and facilities on a subcontract basis.

The advantage of this approach lies in the fact that there would be a very early measure of industry’s
interest. Failure by sufficient businesses within the industry to join such an institution would reveal a
lack of serious commitment to deveioping a technology support institution. Government could thus
terminate the venture early.

Even with high level of industry involvement our analysis suggests that the demand for support
services is not sufficiently high to make the organisation self financing at least in the early years. The
Association would require Government subvention with a commitment for at least 3 years of support.

The board of the organisation, which could be registered as a non-profit making organisation would
represent a mix of government agencies and the industry with industry providing a majority of board
members. As long as Government funds the organisation, it is only correct that it has a voice in policy
making and supervising the organisation.

L | Totally independent Consultancy/Technology Centre

As against a product development association which represents a combination of govemment and
industry, it is possible instead to establish institutions completely independent of Government. In
principle it should be possible to do so through two routes:

i) encouraging the private sector to set up the facilities required;

ii.) setting up with Government help a new institution which is controlled by representatives of
industry.

Despite the fact that ITAF is in place, very few private sector consuitancies have emerged with the
capability of providing the type of services outlined above under One Stop Shop. Without
Government providing direct subsidy, our analysis shows that it would be many years before such an
organisation emerged.
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No doubt a number of individuals would. as they do today. continue to provide consultancy expertise
to the industry. But, a sub-optimal ievel of support would continue to be provided. Although
Government could in principle provide a direct subisdy to a private organisation to incentive it to
deveiop a more comprehensive service, such a practice is nct likely to occur. Government runs the
risk of being accused of giving preferential treatment to a company and putting money in the pockets
of individual businessmen.

Hence, if a newly private venture is likely to develop it is likely to be in the form of an initiative led by
representatives of the industry, such as the MRPMA. We can envisage two ways that this could occur:

i.)  privatisation of a government agency:
ii.)  the creation of a new organisation.

As noted earlier, MRPMA has called for privatisation of RRIM's Technical Centre. We see two main
difficulties in this proposal:

i.) as part and parcel of RRIM with its wide brief for the development of Malaysia's rubber industry
as a whole, the issue of whether the Technical Centre could be separated from RRIM requires far
wider analysis than how it can best serve the rubber product industry. Clearly, a study which is
concemed mainly with one part of the rubber product industry should not attempt to address
such a wide ranging issue;

ii.}  our analysis shows that in it's early years, a privatised centre is unlikely to be financially self
supporting.

The attraction to Government of such a privatisation is likely to be substantially reduced by the need
to continue to fund the centre. In comparison with the alternative of the technical centre remaining
with RRIM, this option would provide Government with the burden of providing subisdy without any
control over direction and activities.

Setting up a new institution for the industry is only likely to be possible with Government help and
resources. In the event that Government provides resources it may prefer a solution such as the
product development association which would provide it with some measure of participation in
decision making.

The Regional Situation

The preceding comments are concerned with the feasibility of setting up a centre for the Malaysian
industry and its customers. We believe however that there is an important strategic component which
should also be considered.

Our study indicates that, notwithstanding the limitations identified above, Malaysia currently enjoys a
technological edge over competing ASEAN rubber product making countries. The setting up of a
Technological Centre will contribute to the protection of this edge . However there is little guarantee
that similar centres will not be set up in (say), Indonesia and Thailand within the next few years,
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Indeed it is possible that, given the perceived growth in the importance of rubber products industry in
the region, some organisation - European or from another developed region - may identify an
opportunity to set up or participate in a Regional Rubber Technology Centre. If this were to occur then
there is little doubt that country within which it has been set up will derive disproportionate benefits -
not only for the rubber product industry but also for the end use sectors.

In our view therefore it is desirable that the comments conceming the setting up a Rubber Technology
Centre in Malaysia should be considered in the wider context of the feasibility of setting up a Regiona!
Centre. This would not only increase the market - and therefore the technological and financial
viability/credibility of the centre but also provide additional protection for the Maiaysian Rubber
product industry.

To this end we recommend that potentiat alliances with other technology centres be explored.

Linkages

It will have been noted that we have indicated the need for any form of centre to act as a one - stop -
shop for other resources. It will be essential therefore for the Centre, whatever it eventual form, to
establish and maintain close contacts with all major centres of rubber technology. information and
consultancy.

We would also deem it desirable if the Centre were to establish a more format relationship with a well
developed centre which would provide it with a regular transfusion of technology and consultancy
expertise.

Shont Term Needs

Hitherto we have addressed the mid-term development of the industry and the end use sector. There
is however a need for a crash programme of development work. This is clearty illustrated by the
extensive demand for the clinics which were run by Rapra Technology Ltd during the course of this
study.

It must be acknowledged that some of this demand will have included an accumulation of problems
which have arisen over a period of time. Notwithstanding this there is clearly scope for significant
initiative in technology transfer for which Malaysia is, we have indicated above, under-resourced.

We perceive this need as follows:
i.)  further clinics backed up by consuitancy visits to the sites:

ii.)  seminars on specific topics addressing many of the issues which have already been identified
above:
- Materials Technology - with particular emphasis on synthetic rubber
- Processing and product development
- Markets and end uses
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iii.) technology transfer to help develop underdeveloped product areas (see Section IV);
iii.) technology Visits to rubber product companies/end users in more developed countries.

It would be appropriate for Government to support this form of activity through subsidies of up to
50% for participating companies. Detailed proposals for such a programme should be sought from
overseas consultants and the project implemented over a period the next 12 months. We estimate
that the totai cost wouid be of the ., ger of M$ 150 to M$200 thousand of which haif would be borme
by Government.

The consultants should be asked to work through the Technical Consultancy Advisory Unit of RRIM
under the supervision of MRRDB. This wouid help start the process of bolstering the capabilities of
the Unit and start the process of marketing an enhanced technology service to the industry.

Recommendations

In the foregoing paragraphs we have presented the options available for the transfer of technology and
expertise to Malaysian rubber product makers and end users. Overall we recommend as follows:

i.)  take immediate steps to address short-term technical weaknesses - invite tenders for the
required consultancy:

ii.)  Coincidentally with the above formalise the existing activity within RRIM into a quasi-
autonomous technology centre (GIRG Tec.) with its own management and budget as described
above. The objectives of this body would be:

- market and develop confidence in the use of the Centre as a one stop shop for
consultancy and information;

- provide services and consultancy as described in foregoing paragraphs;

- establish linkages with providers of technology and consultancy - and ensure the quality
and impartiality of the latter;

- act as the main channel for ali technology support funds to the rubber industry - in this
role it would also establish and re-confirm the needs for consultancy of any company:

- establish gaps in technology which might be addressed through precompetitive projects
and set these up;

- identify the opportunity for participation in precompetitive projects being run in other
countries.

iii.) undertake a feasibility study for setting up a Regional Centre through discussions with other
international organisations of a similar nature.
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The centre would be set up for three years with a view to it becoming an independent Rubber Product
Development Association within that time and the strategic intention of creating a Regional Centre
within 5 years.

In our view, given the uncertainties over the financiai viability of a technology support institution over
the next few years. the correct approach is to bolster what currently exists and allow it to develop
gradually into an independent organisation. When the success of the concept has been demonstrated
it would be converted into an independent and more autonomous organisation.

Government would need to contribute the initial capital cost of establishing the Technology Centre -
MS 130 thousand as weli as the annual shortfall in revenue. In the first year, we estimate this would
be MS$230 thousand (see figure 13) in the second, fall to M$150-200 thousand and in year three
reduce further to M$50-100 thousand. For budgetary purposes we have allowed the sum of M$550
thousand to cover contingencies.

Benefits from this expenditure are difficuit to quantify. But in other parts of the world. realising in
output terms 20 times the value or double the level of profits to each MS spent on technical
consultancy services have been found achievable.

The short-term technical assistance would cost Government approximately MS 100 thousand. Benefits
are likely to be in the same ratio as for long-term consultancy services.

7
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XIV Export Market Development Programme

The Need

A key finding of our survey of Malaysian manufacturers of industrial and general rubber goods was
that the majority of firms had limited understanding of export markets and lacked the resources and
expertise to establish strong positions in export markets. This finding is consistent with the relatively
small size of most Malaysian industrial and general rubber goods manufacturers and their
comparatively recent exposure to export markets.

The lack of knowledge and resources to develop export markets effectively has three adverse
consequences:

i} Malaysian industrial and consumer rubber goods have a small share of most country markets and
are confined mainly to small, low value segments in which pnice is the key determinant of success.
This undersells the Malaysian industry's capability to produce products lo international specifications
and standards and in the long term. makes Malaysian exports vulnerable to competition from lower
cost countries;

ii.)  With the notable exception of companies with foreign participation, many Malaysian manufacturers
export through intermediaries. This resulls in a loss of value and may make Malaysian products
uncompelitive in price;

iiij  Export destinations for many products are confined lo a few countries. The Malaysian industry has
failed to develop export markels worldwide.

In the context of the future development of the industry. the issue of greatest strategic importance is
the development of higher value segments of the market. With factor costs in Malaysia expected to
rise rapidly. it is imperative that Malaysian manufacturers develop positions in higher value segments
where considerations of product specification and quality are more important than price and where as
a consequence, price realisation is higher.

It is a characteristic of such segments of the market - OE and high value segments of the replacement
market for industrial products and own label and branded segments of the market for consumer goods
that developing close relationships with end-users, distributors and retailers is a pre-requisite for
success. Penetrating these segments requires active marketing effort by the manufacturer and cannot
be left to intermediaries.

These market segments are demanding and call for a detailed understanding of factors for market
success and a sustained commitment to developing a strong competitive position. Given the
demanding nature of markets and the limited resources available to Malaysian manufacturers it is not
surprising that in our survey, almost all Malaysian manufacturers indicated a need for assistance in
developing export markets.

The Case for Intervention
For the Malaysian industrial and general rubber goods industry to realise its true potential, success in

export markets is essential. The limited size of the domestic market for many products makes export
development a pre-condition for sustained growth.
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In the past, in many countries including Malaysia, government policies in the support of export growth
have been confined to trade liberalisation and providing incentive structures for exporters. With the
appropriate policy in place, it was assumed that industries in which the country had comparative
advantage would be able to develop export markets.

But in recent years, studies of countries which have liberalised trade regimes ana introduced
incentives, often in support of structural adjustment programmes, show that such measures may be
necessary conditions for export growth but are not by themselves sufficient. In many countries policy
reform has not been sufficient to cause export growth.

The World Bank has recently examined the export performance of Korea, Hong Kong. Singapore and
Taiwan as weil as a group of Latin American countries - Argentina, Brazil, Columbia. Peru and
Uruguay. The analysis reveals that supply-side measures, aimed at improving the export capability of
enterprises, are an important component of successful export development strategies, alongside
appropriate trade policies.

Malaysia has the appropriate trade policies and incentives in place for export growth. But our
analysis shows, that in the industrial and general rubber goods industry it lacks the supply side-
measures to support the development of strong positions in export markets.

Supply-side measures can take the form of technical support to upgrade products, improve process
and product engineering and develop quality assurance systems (ISO9000) as well as measures aimed
at improving the capabilities of enterprises to market their products to export markets.

Models for Export Development Programmes
A very wide range of programmes and institutions have been used by Governments to support export

market development. The table below profiles the main types of programmes and institutions and the
type of services they have provided:

Programme/institution Services Provided

Missions Abroad * Market intelligence
*_On request, specific market information

Trade Promotion Organisation | ¢ As above, in conjunction with trade missions
Type | * Sponsorship of export promotion
« Sponsorship fo participation in trade fairs

Trade Promotion Organisation | » Markel intelligence, market information through own offices abroad
Type Il « Sponsorship of missions, fairs

» Sector studies

» Pro-active promotion through own offices abroad

Export Market « Subsidised consultancy services for market research and/or
Consu'tancy Programmes assistance in developing export markets

Sector Programmes for ¢+ Consultancy assistance targeted at sectors with high export ‘
Export Market Development potential, focussing on product development, production management,

quality assurance and assistance in market development
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Most countries have found the use of missians abroad to be, by itself, an inadequate form of export
development support. The missions abroad tend not to have the business acumen or marketing
expertise to provide commercially relevant information and have to cover such a wide range of
industries and issues that they cannot hope to meet adequately the needs of individuai enterprises.

in the World Bank's review of the performance of successful exporting countries in East Asia and Latin
America, one of the issues studied in detail was whether public sector Trade Promotion Organisations
(TPOs) had been effective in using foreign and government assistance to develop exports. Their
finding was that TPOs have frequently becn ineffective instruments for assisting firms in marketing
their products abroad. tending to concentrate on the provision of general information and organising
trade fairs and missions, rather than providing direct assistance in overcoming market barriers - “most
of the resulting export services are promotion activities are premature or hardly relevant for most
industries™ (Keesing and Lall).

The economy wide brief of such organisations their public secior orientation and methods of working
and passive role has limited their effectiveness. The main activity of many TPOs is to assist businesses
Dy sponsoring their participation in trade missions and fairs. It should be noted that such activities
provide ‘show cases’ for the products of a country/company and are promotional in nature. By
themselves, they seldom result ir sales, though if leads/contacts made through missions and fairs are
followed up. exports may result.

Countries such as Japan have developed superior versions of the TPO. In JETRO with its international
network of offices and far more pro-active roie, the country possibly has one of the most effective
TPOs. But for ali its capability and competence, even JETRO has shortcomings.

At the sector or enterprise level, JETRO has often had to rely on buying in consultancy assisiance to
supplement its own resources. It has proved impossible to hav . in-house capability across sectors and
types of need to provide commercially relevant support in all cases.

Recent studies have pointed to consultancy assistance rather than the work of TPOs themselves as
providing effective supply <side support. According to one authoritative source - Keesing & Lall
"Markeling manulfaclured exports from developing countnes :learring s2quences and public support -".

The heart of an effeclive support programme seems lo be consullancy assistance [complemented by
training or design assistance or whatever else may be most needed) ¢cimed at improving Lh If
capabilities of enterprises with significant capacilty and molivalion to export. and then helping them leam

In recognition of this, countries like the UK have attempted to support the export marketing efforts of
their enterprises by launching programmes rather than creating trade promotion institutions. They
have provided for their enterprises to have access to specialist consulting expertise in the industry in
which they operate and/or in the country they wish to target, at subsidised rates.

Schemes like the UK's are based on the pre-condition that available in the country concerned is a high
level of consultancy expertise in export market development which can be harnessed by enterprises.
This pre-condition is not met in some newly industrialised and many developing countries and hence
variants of the UK type of scheme have been developed for them.
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Bilateral and multilateral aid agencies and specialist export development agencies have developed
consultancy schemes whereby a country’s exporters - current or potential - have been able to access
consultancy expertise in the target market and in the relevant industry. Where industry expertise is
not available in the country concerned, a choice has been made from consultants familiar with the
country but not the industry concemed and industry specialists from another country.

We have first hand experience of a large scheme of this type in India which is sponsored by the
Overseas Development Administration (ODA) of the UK and is run on their behalf by DeCTA, formerly
the Developing Countries Trade Agency. A similar scheme has recently been introduced by the EC’s
PHARE programme in Poland and we understand new schemes are in preparation also for other
countries of centra! and eastern Europe.

The types of services provided by each scheme varies but essentially there are two models - schemes
which focus on providing marketing support and more comprehensive schemes which focus on
enhancing the competitiveness of the enterprise, oroviding support to the marketing and production
capabilities of the company, usually with 3 sector wide programme.

The former, market development schemes tend to be able to cope with a wider range of products than
the latter, more intensive and comprehensive programmes of assistance. By its nature, the more
intense and comprehensive ihe programme of assistance, the greater the resources and expertise
required and hence the need to focus on a narrow range of products. The two types of schemes, the
services provided and the indicative cost of each scheme per company are profiled below in figure 68.

. . Cost per Company
Type of Scheme & Coveragel Services Provided " (to MS '000)
Market entry development - * Market research
general manufaclurers * Markel planning and market development assistance 60
Comprehensive support - » Market research planning and development assistance
sector specific * Product development 240

» Cos! reduction

e Qualily assurance

fiqure 68

The costs outlined above are based on using UK consultants and assume that a full range of the
schemes’ services are used by the company as follows:

. Market Entry
Markel research Lo profile markel and assess enterprise’s compelitiveness, markel survey to define
largel segments, distribulion channels and priority customers and assislance with customer and
market development It assumes aboul 30 days consulting assistance is used at a rate of £400/day
plus expenses; budgeled at 25% of fees.

. Comprehensive Support
Assumes all markeling services are used. producl developmenl underlaken, cost reduction
programmes implemented and quahly assurance improved. It assumes |20 days of consulling
assislance at £400iday plus 25% of fess as expenses.
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Recommended Export Development Programme

Since our First interim Report was submitted we are informed that Malaysia's TPO, the Malaysian
External Trade Centre (MATRADE) has been substantially upgraded. From 6 professionals it is
intended to develop a team of 150 professional staff, providing both gecgraphic market and sector
expertise.

This shouid result in far more effective export promotion services to exporters. But, as we noted
eariier TPO’s have limitations particularly in providing assistance at the enterprise level. And, it would
be expecting too much of the recentiy strengthened organisation to develop the industry specific
expertise required for assisting Malaysian industrial and general rubber goods manufacturers.

We suggest therefore, that in the Malaysian context the appropriate course is for MATRADE to run a
programme of consultancy support for Malaysian industrial and general rubber goods manufacturers.
But having decided to provide consultancy support, Government wiil have to select between the two

types of consultancy schemes - market development and comprehensive support.

Cogent and persuasive arguments can be advanced for beth types of schemes to be implemented in
Malaysia. It can be argued that with government subsidising technical support through ITAF and
subventions to the technology centre (described in Section 1) the comprehensive support scheme
would merely duplicate technical support. All that is required is marketing assistance.

On the other hand, the provision cf integrated marketing and technical support dedicated to the single
objective of export growth is clearly superior to a situation where companies would have to seek
support from more than one institution and where the technical support institution may not be familiar
with the precise requirements of the export market targetted. The main pros and cons of both
schemes are summarised in figure 69 below:

Type of Scheme | Advantages Disadvantages
Market * Avoids duplicating technical support | Technical support not orientated
Development ¢ Lower cost export markets
« Consultants selected on basis of one [+ Conliicl belween markeling consuitants
specialism and not two and technology centre
» Easier to monitor and manage
Competitive * One stop support » Cost
Enhancement » Holistic approach » Duplication of technical support
¢ Accountability for performance +  May damage viabilily of technology
centre
¢ Consultants may be good at only
one discipiine

fiqure 69
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The choice between the two schemes is difficult and must be made by decision makers who are aware
of competing calls on resources. If the more comprehensive level of support offered by the
comprehensive support scheme is found affordable along with the extra demands likely to be placed
on government for increased subvention for the technology centre, then it ciearly is superior to the
market development type of scheme.

For our part, we would recommend the market development scheme for the following reasons:

(1} provided the technology centre is well manned it should be able to provide adequate technical
support Lo exporters:

(i) for the future of the industry, ir: the longer term Geveloping the lechnology centre is cf greater
significance than access to cne-olf foreign expertise Lo develop axports;

(i) because the service provided is fccused on one discipline, it is easier to manage and hence able (o
previde better value for money.

Significantly, in our experience, market development schemes have provided a better ratio of

consultancy expenditure to export growth than more comprehensive programmes aimed at providing

comprehensive support. The iatter also have longer time horizons for maturity. In the context of the

Malaysian industrial and genera! rubber goods industry, speed is important.

Outline of Operational Structure

Based on our experience, we would recommend the following action sequence for establishing the
scheme as outline in figure 70 below:

SetUp 1 + Select consultants with expertise in marketing rubber products. Negotiate
fee rates on basis of bulk purchase. Cover foliowing key targel markets:
- Japan. Korea, Taiwan, Western Europe, USA

SetUp 2 e Determine rules of scheme:

- eligibitity

- selection cniteria (priorities)

contribution from Malaysian manufacturers

application forms/data requirements

Launch » Advertise scheme in Malaysia

» Select Malaysian manufacturers

« Agree work prcgrammes/fees with consultants. Sign contracts

Monitor * Monilor progress

* Review qualily of work done and take correclive action if required

« Monitor incremental export perlormance

figure 70
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Selection of consultants is of course crucial to the success of the scheme. The <election criteria should
in our view include the following:

(ij track record of success in export market development;
(iij  expertise in marketing industnal and general rubber goods;

(i) ability to proviGe a comprehensive service covering market research, market strategy and hands on
assistance in market and customer development and export regulations, documentation and
procedures:

(ivl commitment te the success of Malaysian exports.

The aim should be to appoint only one consultancy company per main market. This ensures continuity
of approach and makes for greater accountability of performance. In addition, by purchasing a large
volume of consuitancy services from a single source, the scheme should be able to negotiate discounts
on fee rates.

But in important markets such as Japan and the USA, it may be necessary to appoint also a second
set of consultants as stand-bye. Although on the whole the likelihood of conflicts of interest in
consultants promoting more than one Malaysian manufacturer’s products s low - because the
competitive advantage of manufacturers will vary and hence the market segments and customers
targeted will differ - on some occasions the main consultant may be handling the products of a direct
competitor and the Malaysian manufacturer prefer to work with another consultant.

The criteria of coramitment to the success of the project. aithough difficult to define, is nevertheless,
very important. Experience has shown that success in such schemes lies in the consuitants identifying
closely with the companies they work with and promoting their products effectively.

In this respect, it is vita! that the consultancies are paid by and answerable to MATRADE, even if aid
agencies are used to fund the scheme. Experience shows that where aid agencies have used
consultants in their countries to support export development of products from developing countries
and paid the consuitants themselves the resuits have been variable - rather than being judged on
results, consultants have been able to justify fees on the basis of effort expended.

Setting priorities for inclusion in the scheme and making them known to Malaysian manufacturers from
the outset is important. The government must signal its intentions in providing subsidy and in the
event the scheme is oversubscribed, manufacturers should know why their applications have not
succeeded.

In our view priority shouid be given to:

(i) manulacturers currently exporting lo priorily markets looking Lo improve markel position;

(i) manufacturers of high value produclts looking Lo penetrale new, priority markets;
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{iii)  manufacturers with products with demanstrable competitiveness {meeting international product
specifications at competitive prices] and strong track records in the domestic markel looking to
export high value products for the first time.

In determining the level of subsidy, MATRADE should aim to make the scheme affordabie to the
majority of Malaysian manufacturers, particularly small businesses. To serve as guidelines of
affordability, examples can be drawn from two schemes which both use UK consultants and have
similar fee structures:

UK Marketing Initiative
50% subsidy makes scheme accessible to most UK manufacturers.

EDPI (India)
Proviaes 75% subsidy to make scheme affordable for the more successful Indian manufacturer.

Experience shows that monitoring consultants’ performance and results of the scheme is perhaps the
most important factor in ensuring success. Inevitably performance by consultants varies, despite the
most rigorous selection process. It is important to monitor progress and take corrective action where
appropriate.

Cost / Benefits

The likely costs of establishing and operating the scheme are set out in figure 71 below:

Establishment and Operating Costs for the Market Development Scheme
Travel 60 Consultancy Cost: 15 companies
Accomodation, Food 60 @ MS60.000/company 900
Communications 30 + MATRADE Operationat Costs 100
- Less Contribution from private sector

Total 150 {(25% of consultancy cost) (225)

Total " iy 1%

figure 71
The main costs of establishing the scheme are likely to be the travel and accommodation expenses

incurred by staff in visiting countries to select consultants. This is of course a one-off cost.

The main operational cost would be consulting fees and expenses and costs incurred by MATRADE in
monitoring progress, which is likely to involve foreign travel.

We have budgeted for 15 companies to receive assistance each year. This number of companies
appears appropriate given the size of the industry and number of Malaysian manufacturers able to
meet the criteria for selection. The operational costs of the schemes would be offset partly by private
sector contributions.
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In figure 71 above, we have assumed that in order to make the scheme affordable to most,
Government would be willing to subsidise 75% of the costs of consultancy. If a lower level of subsidy
is considered appropriate, the costs of the scheme to govemment would be lower.

If the comprehensive support type of scheme were selected the annual consultancy costs of the
scheme would be much higher - M$3.7 million as against MS1 million. Govermment'’s contribution
would also be higher, at the 75% level of subsidy, M$2.8 million per annum.

On the assumption that the market development scheme is selected and contribution’s from the
private sector kept to 25% of consultancy costs, then over the three year period, government would
have spent roughly M$2.5 million on the market development scheme, inclusive of establishment
costs. The returns to Malaysia of this expenditure would derive from:

(i)  increased value of exports;
(i} growing capability of the Malaysian industry to market products in export markels;

{iii)  improved compelitiveness of the industry through develnping products that succeec in export
markels.

Of these, the most easily quantified is the increased value of exports. This measure should, in our
view, form the most important criterion for evaluating the scheme.

Experience of such schemes elsewhere shows that a well run, well targeted scheme should over a five
year period from the date of assistance result in a 10:1 ratio of increased export value to consultancy
spend. Hence, if the Malaysian scheme is as well run, it should result in an increase in exports of
MS27 million, which would represent over 10% of the current value of industrial and general rubber
goods exports.
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XV Alliances, Joint Ventures & Investment Promotion

Rationale

A key part of the strategy outlined in the First Interim Report was to attract to Malaysia, foreign
manufacturers with the capability to develop strong positions in priority markets in the Asia-Pacific
region, Western Europe and the USA. The objective was not only to accelerate the development of
capability within Malaysian industry but also to defend against the threat posed by such
manufacturers locating in competitor countries.

We recognised, however, that Malaysia has lost much of its advantage over neighbouring countries as
a location for foreign investment. On the one hand, neighbouring countries now match Malaysia for
economic prospects and location incentives and are able to provide adequate infrastructure making
them more attractive to investors. On the other, Malaysia’s nising labour and other factor costs,
shortage of labour and small domestic market have started to represent substantial disadvantages
compared with neighbouring countries such as Indonesia and Thailand.

In view of this, our strategy was to use the curvently higher level of development of the Malaysian
industrial and general rubber goods industry as a means of attracting foreign manufacturers to
Malaysia. By offering foreign manufacturers the opportunity to form ailiances and joint-ventures with
Malaysian manufacturers, it would be possible to offer them an investment opportunity superior to a
greenfield venture elsewhere because:

i.)  investment costs for alliances and joint-ventures would be lower than for greenfield
developments:

ii.)  gestation periods would be shorter;

ifi.}  the overall risk would be lower for alliances and joint-ventures against greenfieid ventures.
Mobilising Local Manufacturers

For this aspect of the strategy to succeed, it is obviously vital that Malaysian industrial and general
rubber goods exporters are persuaded of the strategic rationale for entering into alliances and joint-
ventures. Such arrangements by their nature, represent loss of control on the part of Malaysian
manufacturers over aspects of their business. Hence, for manufacturers to contemplate entering into
such arrangements they must be convinced of the strategic advantages.

During the seminar arranged by MIDA and MRRDB to present the findings contained in our First
Interim Report to industry, it became clear to us that many Malaysian manufacturers were already
sensitized to the advantages of establishing alliances and joint-ventures. A number approached us for
help in identifying partners.

We believe that generating additional interest amongst Malaysian manufacturers will require MIDA, as
the Government’s foreign investment piomotion agency, to offer its services in identifying and
mobilising suitable partners. Although interested in principle in alliances and joint ventures, many
Malaysian manufacturers may not pursue the matter further as they lack the knowledge of foreign
industries required to locate suitable partners. However, if the rationale for alliances was set out
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clearly and the offer of MIDA’s services publicised within the industry we are of the view that it may be
possible to mobilise substantial level of interest within the rubber industry.

Interest is likely to be high amongst rubber compounders looking to increase value added. In
addition, o'd established industrial and general rubber goods manufacturers who have lost out in
recent years to newer, more technically sophisticated rivals with foreign partners, may view this as an
cnoartunity to regain position in the industry. Other IRG and GRG manufacturers may view it as a
means to enter new, higher value product markets whick have begun to emerge in Malaysia.

In addition to manufacturers of industrial and general rubber goods. the service provided by MIDA
should be publicised also to up stream rubber producers, processors and sheet manufacturers and to
manufacturers of other rubber products. They may view the service MIDA would provide as a
favourable opportunity for vertical or horizontal integration.

In our view, to make the programme of action required to identify and mobilise foreign investors
worthwhile, a minimum of 5 Malaysian manufacturers should be interested in taking advantage of
MIDA's services. This number is likely to be achieved comfortably given the interest already shown.

Identifying and Mobilising Foreign Investors

Numerous techniques have been used in the past to identify and mobilise foreign investors. MIDA's
¥oreign Investment Promotion Division is no doubt familiar with these technigues and based on past
experience will have its own preferred method. In the sections below, we set out our recommended
programme of action as a guideline for identifying and mobilising investors, to be modified and
amended in the light of MIDA’s own experience.

The objective would be to identify foreign manu/acturers of industrial and general rubber goods which
ideally met the criteria listed below:

Investor Profile

» strong position in attractive market segments of priority markets;

« reputation for supplying high value, high integrity product;

« relalively large resource base - finance, manpower (compared with similar business);
+ track record of M&A activity, alliances, JVs.

figure 72

As a second priority, it may also be appropriate to target distributors of rubber products that fulfil the
above criteria. They can help provide the market access Malaysian manufacturers require, even if they
cannot help with technical development. .

el -
To start the process of identification we would provide-MIDA, along with our draft final report, a tong-
list of companies from which it should be possible to find manufacturers and distributors who meet the
above criteria and who may be interested in investing or forming alliances with the Malaysian rubber
goods industry. The list woeuld include'a few companies who have on their own accord approached
RAPRA to indicate interest in the Malaysian industry.
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XVI Other Recommendations

In addition to the major programmes described in the sections above, we outlined in the First Interim
Report three further areas for action which would help accelerate the development of the Malaysian
industrial and general rubber goods industry:

- Underdeveloped Product Areas
- Import Substitution
- Tariff Reform

We consider in turn the actions required in each area.
Underdeveloped Product Areas

During our field work in Malaysia it became clear that the Malaysian GIRG industry was capable of
manufacturing most n:bber products. There were, however, a number of product areas in which the
Malaysian indiistry was underdeveloped compared with its counterparts in more developed countries.
Morcover, the areas of underdevelopment included products for which demand was likely to grow
both at home and in overseas markets and they met the important criteria of offering high value
addition. The product areas are:

. Clesed cell sponges made of synthetic rubber
Oil industry related products

. Calendered sheet and sheet products

. Adhesive tapes

"

In the case of the first two - closed cell sponges and oil industry related products - increasing
production in these product areas represents a natural process of product diversification. Indeed,
some Malaysian manufacturers have already started to explore their manufacture.

Diversification into these product areas by manufacturers of industrial rubber goods does not call for
large amounts of new capital investment. They have the equipment to manufacture them but lack
knowledge of the technology - materials and processes - involved in their manufacture.

Calendered sheet and products made from sheet such as inflatable rubber products and adhesive
tapes, require the establishment of new, dedicated plants to increase output. What we propose is the

commissioning of studies to evaluate the feasibility of their manufacture.

In the sections below for each product area we set out a brief outline of the oppcrtunity they represent
and the actions required to exploit it.

Closed cell sponges

Closed cell sponges are already being manufactured in some form within Malaysia. In this context we
are however suggesting increasing cutput of products based on synthetic rubbers such as:
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Silicone

Fire stop barriers to smoke, gas and dust
Gaskets/extreme high/low temperature resistance

Fluorositicone Gaskets, seals for aircraft. vehicles etc

EPDM Thermal insulation for refirgeration and air conditioning
Weatherstrips
Vibration damping

Nitrile Oil related insulation

Nitrile Ebonites Floats (liquid level controls) automatic relief systems

Hypalon Underwater accoustics

Polyurethane Dock fenders, cushions

PVC/Nitrile Gaskets, seals and trim for vehicles

. Foam life saving devices

d Shock/vibration control
Epichlorohydrin  * Seals and gaskets
Neoprene . Gloating hose outer covers

Individually the market for each type of product within Malaysia is small, though growing, but taken
together, these products represent a significant opportunity for Malaysian industrial rubber goods
manufacturers to enter attractive, high value markets.

Further, the consumption of these products will increase not only in Malaysia but also in neighbouring
ASEAN countries and others in the Asia-Pacific region. Currently, the production of these products
within the region is limited to higher cost countries. If Malaysia can increase capability in these
products, it will be weli placed to compete for these export markets, as well.

Making Malaysian manufacturers aware of thie applications and markets for these products, the
opportunity they represent in terms of value addition and to familiarise them with the technology
involved is the type of technology transfer activity that a technology support institution should carry
out. But it is unlikely that the GIRG Tec at RRIM that we recommend or any other institution
Government may decide to establish will be in place for some time to come and hence other measures
are necessary if the Malaysian industry is to respond to this opportunity before its counterparts in
neighbouring countries.

We recommend that the task of alerting Malaysian manufacturers to opportunities in these areas and
more importantly to familiarise them with the technology of their manufacture be included as one of
the tasks for the consultants appointed to help meet the short-term needs of the rubber product
industry.

In addition, it has been bought to our notice ., “AM ..at some of the Malaysian manufacturers
currently producing closed cell sponge arer... 0ot g viahy. The short term consultants should be
charged to investigate the cause of this. Pri « Tdar | tiiare is avery reason to suggest that Malaysian
manufacturers should be comr_. . e in this p. .. ct category.
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Oil Industry Related Products

Demand for rubber products for use by the oil industry in Malaysia is growing. Currently much of the
demand is satisfied by imports from Europe and the USA. In addition, the oil and gas industries of
other countries in the Asia-Pacific region are 3iso poised for rapid growth. If the Malaysian industry
develops capability in this field faster than lower cost rivals it should be well placed to compete in
these markets against higher cost suppliers from Europe and USA.

Exploiting this opportunity does not require the establishment of a new dedicated manufacturing
plant. Regional demand may not be sufficient for this purpose. But there is every reason to suggest
that some of Malaysia's world class companies would be able to manufacture these products
competitively.

But. these are high value products used in critical applications, hence price is not the most important
purchase criteria. The products are highly technical and require great skill in their manufacture since
failure can be both economically and environmentally catastrophic. Hence the key to market success
lies in product technology rather than cost competitiveness.

There are a very wide range of such products with the common feature of resistance to oil. Some of
the products are listed above under closed cell sponge. They too are SR dominated. Worid class and
good domestic Malaysian companies should be able to make such products. They should be exploring
sources of technology with SR suppliers and with engineers purchasing these products.

To reinforce industry’s efforts we would recommend, as in the case with closed cell sponge, that the
task of familiarising manufacturers with the technology used to manufacture these products shouid be
entrusted to consultants charged with providing short-term technical assistance.

Calendered Sheet and Sheet Products

Currently in Malaysia the capacity to manufacture calendered sheet is limited. As a result, the
downstream manufacture of calendered sheet products is restricted. A facility to manufacture
calndered sheet can sell product either as sheet or as manufactured products. The range of products
possible is large, as follows:

TypeofSheet = Downstream Products

Unsupported roofing material, reservoir linings etc.
Supported - inflatable rubber products:;
dinghies, molorised rafls. life ralls. offshore rescue rafls. large Nexible vessels
such as water storage tanks, oil booms elc.
- cut seals
gaskels elc
- coated fabrics
for garments, other applications
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In addition, such a facility would be able to make conveyor and transmission belting provided it
acquired appropriate presses and/or curing ovens.

The main markets for calendered sheet are in the first instance likely to be abroad. The Malaysian
market is likely to be very small as downstream product manufacturing has not developed as yet.

In the case of most of the products noted above, currently Malaysian demand is mainly being met
through imports. For any single product. Malaysian demand is not large encugh to warrant
establishing a dedicated facility, including conveyor belts where the volume of imports is comparatively
large (M$10 million) and infiatable rubber products (imports MS5.5 million}.

Potential export markets for these products include neighbouring countries as well as Europe, USA and
Japan. For instance, inflatable rubber products are currently being manufactured in Taiwan for the
European and US markets.

The manufacture of calendered sheet is capital intensive requiring investment of MS3.5 million in
equipment cost alone. The manufacture of sheet pruducts is labour intensive and investment costs
would not be high.

If the facility is used toc manufacture conveyor belting it would be necessary to purchase either a press
of a rotocure system for continuous curing. A press would cost in the region of MS1 million and the
rotocure MS3 million.

Given the need to address more than one market and the high investment cost involved, the
Malaysian industry aithough aware of the opportunity has to date not exploited this opportunity. In
order to stimulate interest in this area we recommend that MiDA commission a feasibility study to
investigate the manufacture of calendered sheet by itself and with a mix of downstream products.

An important consideration in this feasibility study should be the consideration of the way current
tariffs on industrial textiles effect the viability of the venture. We have recommended below the
review of those tariffs and an evaluation of their impact on a3 potential new product area may provide
additional evidence on the impact they have on the development of the industry.

It has been bought to our attention by RRIM, that a technical write-up has been prepared on this
subject in June 1993. Clearly that write-up should be used as the basis of the feasibility study and
up-dated where appropriate.

We estimate that the study is likely to cost M$ 100,000 or so, if foreign consultants are used. The
cost would be less if appropriate local consultants are found. The results of the study should be
disseminated widely to industry by MIDA through RRIM and MRPMA.
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Adhesive Tapes
There are essentially two types of tapes under consideration here:

i) Industrial
ii.)  Medical

Though a few Malaysian manufacturers claim capability in the manufacture of adhesive tape, most
adhesive tape sold in Malaysia is imported. Imports have grown from MS 0.3 million in 1988 to
MS 1.3 million in 1992 and we suspect their value to be higher as tape is also imported under the
classification of medical products.

The market for such products will continue to grow in Malaysia with economic growth and higher levels
of health care. In addition, international trade in industrial and medical tape is increasing. The
process involves mixing, calendering, the application of a backing. cutting and slitting. If purchased
new the equipment would cost of the order of MS5 million. It is a highly quality conscious product
and requires good technology to be made well.

Given the high cost of investment and the need for good technology and the fact that vaibility may
depend on export markets this is a product area that Malaysian manufacturers may be reluctant to
enter.

We recommend that MIDA commission a study to investigate the feasibility of manufacture of tapes in
Malaysia. The study should consider whether a joint-venture would improve prospects for the
undertaking.

Some tape products use industrial fabrics. As recommended for calendered sheet the consultants
should consider the impact of these tariffs on the viability of the venture. The cost of the feasibility
study is likely to be the same as for calendered sheet.

Import Substitution

The very high level of imports of industrial and general rubber goods in Malaysia (over MS250 million)
represents a major opportunity for the domestic industry to increase output.

The main source of these imports are higher cost countries such as Japan, Korea, Taiwan, US and
European countries over which Malaysia has a substantial cost advantage. If the Malaysian industry
can match the product specification, performance and high quality of suppliers from these countries it
should be able to displace them in the Malaysian market.

As noted in our First interim Report, however, the very large amount of these imports (M$ 196 million)
are grouped together under the category Articles of Rubber not elsewhere specified (n.e.s.). This
category breaks down further as follows (figure 74):
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Malaysian Imports of Articles of Rubber Products (n.e.s.)) - 1992
Code Description Value
(M$ million)
629.1 Hygernic Articles {seals, soothers elc) 115
629.2 Transmission and conveyor belting 40.5
629.9 Hard Rubber: Articles of hardened rubber
or unhardened vulcanised rubber, n.e.s. 144.0
196.0
figure 74

A further breakdown of code 629.9 reveals the following:

Breakdown of imports of Articles of Hard Rubber (n.e.s.) - 1992
Description —Yalue
(MS$ million)
Anticles of Hard Rubber 7.5
Other articles of cellular rubber 4.4
Floor covering 19
Pipe seal ring of unhzrdened vulcanised rubber 4.1
Other than pipe zeal rings 17.8
Boat of dark fenders 6.8
Inflatable articles 55
Automotive components 3.9
Rubber band 15
Other anticles n.e.s. 84.6
figure 75

Once again the main import category is articles n.e.s.. From published data it is not possible to
disaggregate import data further.

In order to alert industry as to the possibilities of import substitution, further analysis is required to
determine:

i} the specilic procucts imparted:

i) the main countnies of ongim of the products
i) the applications and end-uses

i) main customer requirements

There are two ways that this could he achieved:

i) with the conperation of the Department of Statistics, attempt further disaggregation of statistical
data;

ii.)  conduct a survey of importers and users of imported products to determine their product
requircments, reasons for importing and their requirements of a domestic supplier to replace
current source of imports.

973 2% -
RAPRA UNIDO RES&CO.

August 1994 160




Attempting to obtain disaggregated data from the Department of Statistics may have limitations. The
department may not be able to analyse data at a more disaggregate level and it may have
reservations in terms of confidentiality to release source data. Nevertheless, this avenue should be
expiored further.

The problem with the method of working through importers and users to analyse requirements is that
their numbers are iikely to be large. From our knowledge of the Malaysian industry we can identify
the following main categories of imports and this is by no means a comprehensive list:

i.) general rubber goods importers:

ii.)  importers of automotive components and vehicle manufacturers and assemblers;
ifi.}  importers and users of construction materials;

iv.) electrical and electronic companies;

v.) importers of spare parts for machinery and machinery manufacturers;

vi.) importers of sports goods:

vii.) importers and retailers of household goods.

Despite the problems invoived we believe that the large value of imports justifies further study. We
recommend that MIDA commission consultants to carry out a study of rubber goods imports. Such a
study is entirely within the scope of local consultants and the costs should be in the region of
Ms$50,000.

When the study has been completed and th2 requirements of importers identified, the process of
alerting industry to the opportunity and encouraging Malaysian industry to take on the challenge of
competing in these markets could be carried out through MRPMA and the Ministry of International
Trade & Industry’s (MiTI's) Smail and Medium Industries Division. The MITI Division has launched a
vendor development programme in which rubber goods are identified as a priority sector. The
programme, by linking large businesses with smaller suppliers provides an effective way of both
incentivising small businesses to undertake product development and large businesses to buy from
them.

Policies and Incentives

Our First Interim Report identified areas of concern regarding policies and incentives:

i.) tariffs on some imports used in the manufacture of rubber products were high and either
substantially reduced effective protection or in some case resulted in negative protectior (a

disincentive to manufacture};

ii.)  incentives to rubber product manufacturers clthough attractive were not being taken up by
smal! manufacturers. The awareness and accessibility of incentives needed improvement.

17 S—
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The concem over tariffs on imports is particularly strong in the case of zinc oxide {3%), carbon black
(15%) and industrial textiles (15%). Zinc oxide and carbon black are widely used in the industry,
though they do not usually represent a high proportion of raw material cost. Nevertheless, the effect
of tariffs is to make the domestic price higher than the world market. Where Malaysian manufacturers
receive no protection on output, higher than world market price of inputs (no matter how small a part
of total cost).results in negative protection.

We understand that the reason for protection was import substitution, by encouraging domestic
suppliers. But to our knowledge. domestic suppliers are now well established (at least for carbon
black) and hence an infant industry argument no longer applies.

The levying of tariffs on these imports is clearly not sufficient to make the Malaysian industry
uncompetitive. But if the rationale for their imposition no longer applies, they should be removed to
reduce the negative impact they have on competitiveness, no matter how small.

As against these two inputs, industrial textiles do account for a large proportion of the material cost of
products. High tariffs on this input takes away from the protection given to products such as conveyor
belting and V-belts and reinforced hose. No doubt the protection was given to encourage domestic
manufacturers. But it is not clear that competitive domestic supplier has emerged or is likely to
emerge as industrial textiles continue to be imported.

What is required is a reappraisal of the case for the continuation of tariffs on these inputs, taking
account of the trade-offs between encouraging domestic manufacture and the uncompetitiveness of
downstream users. MIDA is well placed to carry cut such a review.

MIDA has in the past, atiempted to increase industry’s awareness of incentives available through road
shows and to simplify procedures for appiication. Yet analysis of MIDA records shows that many
smaller manufacturers have not applied for incentives. The problem is not just confined to the
incentives MIDA is responsible for such as Pioneer Status and investment allowances but also to two
other key incentives:

i.) ITAF assistance for technology and product upgrading; and

ii.}  loan finance for smali and mecium industries available through MIDF and other development
finance institutions,

We recommend that with the help of MRPMA and RRIM, MIDA attempt to publicise to the industry
the range of incentives available and the procedures for application. The informaticn disseminated
should highlight also the confidentiality with which applications are treated.
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Summary of Recommendations

In summary our recommendations are:

i.) transfer technology in the fields of closed cell sponge and oil related products as part of the
programme of short term technical assistance to industry;

i) commission feasibility studies for the manufacture ot caiendered sheet and sheet products and
industriai and medical tapes at the cost of M$ 100,000 each;

iii.} commission a study of import substitution opportunities at a cost of MS50,000. Publicise
opportunities through MRPMA and RRIM and encourage domestic supply through MITT's vendor
development programme.

iv.) MIDA to camry out a reappraisal of tariffs on carbon black, zinc oxide and industrial textiles;

v.)  with the help of MRPMA and RRIM, MIDA to publicise incentives available to rubber product
manufacturers;

it is difficuit to quantify the benefits from these activities. Much depends on the outcome of
technology transfer activities, feasibility studies, re-appraisal of tariffs and the extent to which the
take-up of incentives results in additional investment in the industry. But we are of the opinion that
the sums noted above are small in comparison with the benefits that could be realised.

§
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XVii Cost Benefit Evaluation

In order to assess the impact the Action Plan outlined above is likely to have upon the development of
the industrial and general rubber goods industry, we set out below the likely growth pattern of the
industry, withand without the measures proposed. It should be noted these figures should serve as
genera!l indicators of likely performance only. They refer to future periods and are based on
assumptions of economic growth and industry competitiveness which may not be realised.

Projected Growth of the Malaysian Industry - Without Action Plan

Based on our diagnostic for the Malaysian rubber product industry. we hold the view that over the
next decade, the Malaysian industrial and general rubber goods industry is likely to continue to grow
at a rapid pace. A combination of high economic growth at home and recovery of markets abroad
should result in substantial growth.

But our view is that the pace of growth will be slower than it has been in the past because:

i.) up to now, the growth of output of rubber products has outpaced economic growth. But
gradually, the Malaysian industry will tend to the long term position where output of rubber
products is closely correlated to growth of GDP;

ii.)  export market growth wiil slow as easily exploited markets are saturated, products come under
more intence price competition from lower factor cost count-ies and Malaysian exports find
progress in more demanding markets slow to achieve.

In the sectors below we examine prospects in both domestic and export markets. to assess likely
future growth.

Domestic Market
During the Fifth Plan period 1985 - 1990, in real terms output of the industrial and general rubber

goods industry, as measured by rubber consumption, grew faster than GDP, broadly in line witn
manufacturing. Figure 76 below presents indicators of performance for the economy and the industry:

The Growth of GDP Manufacturing and IRG & GRG - Output 1885-1990
Growth during Fifth Plan

Indicator 1985 - 1990

(Rpay
GDP 6.7
Manufacturing 13.7
Construction 0.4
Rubber consumption industrial and general rubber goods (1) 125
Note (1): From 1986-1990 figure 76

Rubber consumption and hence industry output during the 1985-1990 period was held back by the
poor performance of an important end-use sector, construction. Nevertheless, growth of output was
roughly in line with manufacturing growth.

RARRA o RES&C?

s P

August 1994 164




Evidence over the past two years shows that this pattern has been broadly speaking maintained
though in 1991 rubber consumption appears not to have grown despite booming manufacturing and
construction sectors whereas in 1992, rubber consumption outpaced both manufacturing and
construction.

Looking to the future, projections ror the economy, manufacturing and construction industries are as
follows:

Indicator Sixth Malaysian Plan Qutline Perspective Plan Il
1990 - 1995 _1990-2000
(% p.a) (%p.a)
GDP 75 70
Manufacturing 115 10.5
Construction 8.0 7.0
Consumer Expenditure wa 7.2
figure 77

These estimates represent strong growth over the next decade witn slightly faster growth in the 1990-
95 period than in later years. In fact. it is likely that in the 1990-95 period, GDP, manufacturing and
construction will exceed these projections. in the 1990-93 period. GDP growth has been more than
8% in all years. manufacturing over 13% in all years, whilst construction though more erratic has
recorded 14.6% and 13.5% growth in 1990 and 1991 and 11% in 1993.

The projections above also show that growth will occur across all areas. Though manufacturing will

record the highest growth, GDP, construction and consumer expenditure are also expected to grow

rapidly. Hence, it is likely that all parts of the industrial and general rubber goods industry will face
growing markets.

There is evidence to suggest that over the next five years, domestic demand for rubber products may
grow faster than cven the manufacturing sector. Key end-use sectors for industrial products such as
automotive and ccnstruction are poised for very high rates of growth and new demand will emerge
from machinery and oil sectors as set out in our First Interim Report.

But after that period, growth is expected to slow and may well fali below the rate of growth of
manufacturing. Domestic markets for industrial and rubber goods wi!l by then start to become mature
and will grow only at the level of GDP growth. Therefore looking to the next decade, 1992-2002, it
would not be unreasonable to project the srowth of domestic demand for rubber goods at around the
rate of growth of manufacturing.

Provided the domestic industry maintains its level of competitiveness. output serving the domestic
market should therefore grow at 10% p.a.

Export Markets

In addition to domestic demand, a high proportion of the industrial and general rubber gocds ouput is
exported. Official figures would suggest that aimost all the output is exported. We believe, however,
that official figures substantially underestimate output and hence a more accurate assumption is that
£0% is exported.
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During the 1982-1992 period exports of incustrial and general rubber goods increased on average by
over 16% per annum though from a low base. Recent evidence suggests that export growth has
slowed down as a result of world recession and the fact that the industry has already exploited the
most easily accessed opportunities. Though growth remained strong up to 1991, in 1992 it slowed to
7% p.a.

With the slow down in world trade in 1923 and key markets such as Japan and much of Western
Europe remaining depressed. export growth will slow further.

But with recovery in world trade expected from 1994 onwards and a trend towards greater
international trade in rubber products, over the next five years, export growth should recover and
remain strong at 7-8% per annum for the next 3-4 years.

After that period. Malaysian industrial and general rubber goods manufacturers may find such a high
rate of growth difficult to maintain. Competition is likely to increase and easily accessed markets
become close to saturation. We would expect the rate of growth to fall to perhaps 5-6% p.a.. Hence,
over 1992-2002 decade export growth is likely to average about 7% p.a..

Main Performancze Indicators

Over the 1992-2002 period. output for the domestic market can be expected to grow at 10% p.a.
and export markets at 7.0%. Overzalii, output would be expected to grow at about 8.5% p.a. With
output increasing fast, rubber consumption will increase rapidly too. But, it is unlikely to keep pace
with growth of output demand. An increase in value added is not only desirable but must occur if the
industry is at all likely to cope with increasing labour costs.

Taking these trends on board. figure 78 presents our projections for output, exports and rubber
consumption over the 1992-2002 period without the Action Plan. We have used officiai figures as the
basis of our projection to present estimates which can be monitored easily. As we stated in the First
Interim Report, we believe official figures to be underestimated:

Projections for the Growth of the Industrial and General Rubber Goods Industry
1992-2002 Without Action Plan
indicator 1992 2002 Average Annual Growth
(MS$ million) (MS$ million) (% p.a.)
Output 351.2 810.0 8.5
Exports 222.2 440.0 7.0
Rubber consumption 445 88.0 7.0
% NR 85% 75%
figure 78

It should be noted that despite these very impressive rates of growth the industry is likely to remain
smaller than tyres and tubes (1992 output MS$855 million) and much smalier than the latex sector
(1992 output MS1283 million). Further, Malaysia’s industrial and general rubber goods industry will
remain much smaller than the industries of countries such as Taiwan. Rubber consumption in the non-
latex GRG sector in Taiwan exceeded 150 thousand tonnes in 1992,
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Projected Growth of the Malaysian Industry - With Action Pian

The Action Plan is likely to impact on all the above indicators of development. The aim of the Action
Plan is designed to improve the competitiveness of the industry in both domestic and export markets.

Hence the Malaysian industry can be expected to improve its share of the domestic market and to
increase exports.

The overall effect of the Action Pian on key indicators of performance and the specific measures which
will bring about the improved performance are shown in figure 79:

Effects of Action Plan

Alliances/JVs/investor Promoticn

Underdeveloped Product Areas

Measures Effect

QOutput: higher for both domestic and export markets
Technology Centre Grealer share of domestic market for technically

- problem solving demanding products. Export of technically demanding
- technology transter products

Export Market Development Greater marketing capability for export markets

New entrants serving both the domestic and export
markets.

New end-uses exploited.

Export Market Development
Alliances/JVS/investor Promotion

Underdeveloped Product Areas

Import Substitution Greater share of domestic market

Tarifts Improved competitiveness in domestic market
Incentives New entrants, investment

Exports: higher particularly in target markets

Technology Centre Greater manufacturing capability wili allow new market

segments 1o be exploited.
improvement in export marketing.
Exports from new entrants.

New product markets developed.

Rubber Consumption:

higher as a result of increased output, but higher value
addition likely, so increase not as high as output.

figure 79

Whilst in some instances it is possibie to quantify relatively precisely the benefit that would arise from
each meastire for other measures it is possible only to state the general effect, We set out the
expected benefits of each measure below:
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Measures

Likely Impact

Technology Centre

Export Market Tz 2'opment

Alliances/JVs/investor Promotion

Underdeveloped Product Areas

Import Substitution

Tarifts

Incentives

Difficult to measure prectsely. As a rough guideline, for
each M$ spent on consultancy, an output increase of
M$20 can be expected. Rough estimate of impact would
be M$10 million per year from 1995 onwards.

Assuming 10:1 ratio of concultancy spend to exports,
M$27 million increase in exports.

If one new venture resulits, increase of M$10 million in
oulput, M3$5 million in exports likely.

Brings forward entry into new product areas. All gains
cannot be considered incremental as area may have
developed later, without intervention. But early
development of product capability likely to result in
higher aggregate output and exports.

Systematic targeting of imported products should resuit
in lower imports. lf programme succeeds in replacing
5% of current value of imports, will cause over M$10
million increase of output.

Tarift reform should result in greater competitiveness in
domestic market, but difficult to quantify.

Should result in greater investment and hence improved
manufacturing capability and perhaps greater number of
new entrants, but dilficult to quantity.

figure 80

It should be noted that the measures reinforce each other. Hence their effect taken together would be
more than their individual parts. For instance, the improved capability and competitiveness resulting
from the Technology Centre would contribute to the success of the export development programme

and the drive for import substitution.

Based on the ahove evaluation of the effects of the measures, we expect that by the year 2002 the
key performance indicators for the industry would at least have been changed as follows:

Projections for the Industrial and General Rubber Goods industry
With Action Plan - 1992 - 2002
Incremental Galn Average
indicator 1992 2002 Oy
(M$ million)  (M$ million) (M$ million) (% p.a.)
Qutput 351.2 890 80 9.7
Exports 2222 490 50 8.2
Rubber Consumption 445 95 7000 tonnes 79
%NR 85% 70%
figure 81
7R
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The figures above indicate that we weuld expect output to be 10% higher. exports over 11% higher
and rubber consumption 8% higher. The use of both types of elastomer would increase, but SR is
likeiy to increase its share of rubber consumption fr the following reasons:

As noted in the Second Interim Report, it is our view that the future growth of rubber consumption in
the GIRG industry will result in a greater proportionate use of SR over NR. The use of both types of
elastomer will increase, but the growth of SR consumption will outstrip the growth of NR consumption.

Our view is based on the following:

i) As shown in figure 82 the proportion of NR in total rubber consumption in Malaysia is extremely
high (93%) in comparison with other major rubber using countries where the proportion of NR is
typically 30-60%. It is also higher than in the other major rubber producers. Thailand (76%)
and Indonesia (69%). This is due mainly to the higher proportion of rubber consumed in the
latex industry (62%) in Malaysia. but the proportion of NR in the GIRG industry is also very high
(86%). As the GIRG industry expands in Malaysia, the proportion of NR in total rubber
consumption, is likely to approach 50-50, wiich would bring it in line with the GIRG industries
of major rubber consuming countrirs;
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ii) over the 1986-92 period, in the Malaysian GIRG industry, whilst total rubber consumption has
increased by 11% p.a. consumption of SR has grown by over 40% p.a. leading to an increase in
SR’s share from 4% to nearly 15% of total consumption. This trend is likely to continue.

iii)  in many of the end-uses which are likely to record high growth rates in Malaysia - automotive,
electronic and electrical, machinery and the oil industry - SR is the dominant material for many

applications;
#5732 —
RAERA yning RES&Ce:

August 1994 ‘ ‘ ‘ 169




iv)  in terms of technological competence, the Malaysian GiRG industry is less familiar with
predominantly SR products than NR products. As their competence develops in predominantly
SR products. they will be able to exploit parts of the market currently met by imports and hence
increase the proportion of rubber consumed as SR.

SR consumption is likely to increase faster than NR consumption but at a rate lower than the 40% p.a.
increase recorded between 1986 and 1932,

We cstimate that SR consumption wil! increase twice as fast as the rate of growth of total rubber
consumption at 16% p.a. Thus by 2002, SR consumption is likely to have grown from the current 7.5
thousand tonnes to just over 32 thousand tonnes and its share in total consumption increase from
15% to 35%.

Overall, this outcome is by no means unfavourable to Government’s objectives of promoting greater
NR usage in Malaysia. Despite SR gaining share from NR, consumption of the latter is likely also to
increase significantly, from the current 38 thousand tonnes to 62 thousand tonnes.

Government, through MRRDB, is attempting to influence the proportion of NR used by rubber goods
industries worldwide by looking to enhance the performance characteristics of NR. We understand
that the main new developments in this respect are the marketing of ENR 25 and ENR 50 with a view
to matching SR’s oil resistance properties, de - proteinised natural rubber (DPNR) which is purer,
absorbs less water and has better dynamic properties than NR and the development of thermoplastic
natural rubber (TPNR).

These products have tremendous potential but as yet, have not been able to compete commercially on
a large scale against their synthetic rivals . If they were able to compete effectively on a large scale,
they could make a significant contribution to the proportion of NR used by the GIRG industry.

The assumptions on incremental gains above are relatively modest. For instance, the following
scenario is also possible:

i) the programme to promote alliances and joint-ventures could result in 10 new ventures being
formed which would result in additional MS 100 million of output and MS50 million in exports
instead of the MS 10 million and MS5 million respectively, assumed above;

ii.)  the comhination of the Technology Centre and the import substitution programme result in 30%
of the 1992 value of imports being manufactured domestically adding MS75 million to output
instead of the MS 15 million assumed above;

iii.}  the export market development programme result in a 20:1 ratio of exports to consultancy
spend instead of the 10:1 ratio assumed above and the mix of the Technology Centre and new
product areas contribute a further MS20 million in exports. Hence, exporis would increase by a
further MS75 million instead of the M$30 millicn assumed above.

The cumulative effect of this scenario would be that industry output wouid be well over M$1 biliion
and rubber consumption for industrial and general rubber goods over 110 thousand tonnes. The
Action Plan would thus have made a substantial difference to the development of the industrial and
general rubber goods industry and enabled the sector to compete against tyres and tubes for the
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positicn oi second fargest part of the industry after latex products. If this more favourable but still
plausible scenario is realised, the Malaysian industry would start to become a major force in the Asia-
Pacific region. Although not lixely te be as large - the Taiwanese industry it would, nevertheless,
have started to challenge it's position strongly.

in our analysis of the impact of the Action Plan we have not allowed for any gains in employment.
Gains in labour productivity are essential if the Malaysian industry is to remain competitive and hence
we believe that with the help of the Technology Centre, industry will attempt to incraase the efficiency
of labour use. No doubt the substantial increase in output would cause some increase in employment,
but on the whole, output should increase as a result of higher value added and efficiency gains rather
than higher labour usage.
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