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Executive summary

Free trade agreements (FTAs) between developing countries are usually narrower in scope and less extensive in the depth of their liberalisation.  As North-South FTAs are more extensive, they can have greater negative impacts on development.

Malaysia is currently negotiating an FTA with the USA and the European Union (EU). This paper looks at the likely impact of these FTAs on small and medium enterprises (SMEs) in Malaysia.  It finds that the goods, services, investment, government procurement and intellectual property chapters are likely to have negative effects on SMEs.  

It also notes that it is unlikely for SMEs to be able to effectively benefit from the FTA. As the Third Industrial Master Plan (IMP3) notes, SMEs are less able to capitalise on market opportunities brought about by globalization as a result of their limited technical and financial capabilities.
 It also highlights that the lack of technical expertise is due to human resource shortages.
  If this takes some time to rectify (either by increasing the number of university and technical college places, or training sufficient people with the right experience), it will be a long time before SMEs can benefit from the market opening under an FTA.

For further information about the likely impact of the Malaysia-U.S. FTA on other sectors of the Malaysian economy and society, please see http://www.ftamalaysia.org/article.php?aid=156.

Introduction

Free trade agreements pose particular challenges for SMEs. As Thailand’s Office of Small and Medium Enterprises Promotion  notes, one of the global threatening factors for Thailand’s SMEs is globalization and free trade agreements because of the reduction of tariff and non-tariff barriers and the increased flow of goods and capital.
 

It is also particularly difficult for SMEs to benefit from FTAs. ‘Developing country SMEs continue to face obstacles that reduce their ability to benefit from international trade and investment and integrate into global value chains, including:

· high transaction costs for exporting, due to quality requirements and environmental and labour standards; 

· unreliable infrastructure and expensive transport, especially for remote and landlocked countries; 

· restricted access to capital and technology, and constraints to labour productivity improvements.’

Even Australian SMEs did not expect to gain much from the Australia-U.S. FTA.  In a submission to the Australian Parliament’s Senate inquiry into the Australia-U.S. FTA, a group that includes Sun Microsystems, noted that key issues include:

‘1. The unlikely opportunity that US Government Business will be available to Australian SMEs.  In Australia, doing business with Australian Government Agencies is a tortuous process and significant contracts are rarely won by Australian SMEs.  Australian SMEs will have to work with the Australian subsidiaries of US companies to win US Government businesses  

2. Administration costs for business particularly Small & Medium size Enterprises particularly with international communication costs 

3. The problems with Time zone differences 

4. Volatile fluctuating currency rates  

5. Fast Dispute Resolution processes not Dispute Resolutions Timetables that extend to years with a requirement for financial lodgments 

The initial review of this Free Trade Agreement is that it appears to provide few incentives for Australian Small & Medium size Enterprises and is a potential source of great cost and frustration for SMEs.’
If U.S.  SMEs have gained from previous U.S. FTAs, it is worth noting the size difference.  Malaysian SMEs can have up to 150 employees or RM 25 million in annual sales turnover (for manufacturing SMEs) or up to 50 employees/annual sales turnover of RM five million (for services and agriculture SMEs).
 The U.S. has a variety of standards but allows 500-1500 employees for manufacturing SMEs and annual receipts up to US$32.5 million (RM105.5million) for services SMEs.
  Thus a Malaysian SME is not comparable at all with a U.S. SME.
General characteristics of SMEs in Malaysia

IMP3 notes that the majority of SMEs are dependent on the domestic market, for example only 25.6% of output of SMEs in the manufacturing sector is exported.
 This is because SMEs face challenges to export such as non tariff barriers.
 The dependence of SMEs on the Malaysian market makes them much more vulnerable to increased competition due to and increase in liberalisation via an FTA.  

If the Malaysia-U.S. FTA is similar to existing USFTAs, then it will require all Malaysian tariffs on U.S. products to be reduced to zero percent and locked at that rate.  A European Union FTA is likely to require at least 80% of Malaysia’s tariffs on European products to be reduced to zero.

Both the U.S. and European Union are likely to require Malaysia to significantly open additional services sectors to their companies which will compete with Malaysian services SMEs.

Goods chapter

Agriculture

99.2% of active companies in the agriculture sector are SMEs.
  Both the USA and the European Union significantly subsidise their farmers, so a reduction in Malaysia’s tariffs on these products would mean that Malaysian agricultural SMEs have to face this unfair competition.

The impact of this unfair competition can be seen in Mexico after it had signed a USFTA (the North American Free Trade Agreement, NAFTA).  According to the Carnegie study, “NAFTA is the single most significant factor in the loss of agricultural jobs in Mexico.”
 Three million of Mexico’s ten million farmers have left the land since NAFTA because they can no longer make a living.

Two particular examples are examined below, rice and chicken.
Poultry farmer SMEs
6.9% of Malaysia’s agricultural SMEs are poultry farmers.
 Chicken farmers in the European Union (and the USA) are highly subsidized and consumers there prefer the fillet of the chickens so the other chicken parts are dumped in developing countries.
  
Recent news reports indicate that Malaysian chicken farmers are already struggling to cope at the current level of liberalisation.

If Malaysia has to reduce its tariffs on chicken from the U.S. or European Union via these free trade agreements, the likely impact can be seen from the experience of other countries, such as Ghana.  In 1992, local poultry farmers supplied 95% of the Ghanaian market, but when Ghana lowered its tariffs on chicken from the European Union, the flood of European imports meant that Ghanaian chicken farmers’ market share shrank to 11% by 2001.
  This is because locally grown chickens were sold at £1.60 (RM10.3) per kilo whereas chicken from the European Union was being sold at £0.92 (RM5.9) per kilo which is less than the cost of production in Ghana. 

Rice farmer SMEs
Many of Malaysia’s rice farmers are certainly small enterprises with most being family farmers.  For example, each of the 106,800 farmers in Kedah owns only two hectares of land and earn less than RM200 a month.

The USA has been insistent on Malaysia reducing interest tariffs in the FTA negotiations to date.  ‘Rice needs to be included in the talks,’ according to US Assistant Trade Representative Barbara Weisel.
  However then Agriculture Minister Tan Sri Muhyiddin Yassin noted that more than two million people, including 500,000 growers, depend on the industry and freer access would threaten padi farmers’ livelihoods.

In the period 2000- 2003, the cost of production and milling of milled rice was US$0.41 cents per kilo while the export price was US$0.27 cents per kilo. The export price was thus 34% below the cost of production.
 In February 2007, the US export price of long-grain milled rice was equal to RM1.43 sen per kilo.
 If there is a 40% tariff, the US rice would not be competitive in the Malaysian market. However, with a zero tariff, it would be competitive as local rice varieties are retailing at RM1.70 to RM2 per kilo (depending on the rice variety).

Mexico is an example of what happened to rice farmers after its U.S. FTA began in 1994.  By 2003, Mexican rough rice prices decreased by 17% due to NAFTA (controlling for other causes), causing a 14.5% decrease in Mexican production.
 Mexican milled rice prices decreased by 32% by 2003, causing a decrease in production of 9.4%.
 
Farmers are unlikely to be able to increase their exports due to private standards

Malaysian SMEs are unlikely to be able to benefit from any lower tariffs due to the U.S. or European Union free trade agreements because their subsidies will be maintained and there are a number of non-tariff barriers that are significant such as private standards.

Private sector standards such as good agricultural practices in the production of fresh fruit and vegetables are important requirements and can have fairly important trade implications.
 For example in Europe, GlobalGAP is the most important standard and will become increasingly important for sales to European retailers.

The majority of farmers in Malaysia are smallholders and for small scale farmers GlobalGAP certification is very costly because of lack of economies of scale.
 Farmers with small plots in remote locations are often dependent on middlemen and so receive lower prices for their products which makes it harder to bear the costs of implementing these private standards.
  The cost of implementing national GAP requirements alone is estimated by the Department of Agriculture to cost RM5000-10,000 per year.
 Unsurprisingly, only 13 growers in Malaysia have obtained GlobalGAP certification.

Manufacturing SMEs

As noted above, the U.S. FTA is likely to require all of Malaysia’s tariffs on U.S. manufactured products to be reduced to zero and locked at the rate.  An EU FTA is likely to require at least 80% of Malaysia’s tariffs to be reduced to zero and bound at that rate.  If Malaysia’s SMEs cannot compete once these tariffs are reduced, this is likely to significantly increase unemployment because SMEs employed 31.1% of total manufacturing employment in 2005
.

Export taxes

Based on existing EU FTAs, the European Union is likely to restrict Malaysia’s ability to impose taxes or other limitations on its exports.  If agreed to, this may increase costs for a number of Malaysian industries.  For example, Malaysia’s furniture sector is dependent on the export restrictions on raw timber which keep their inputs relatively cheap in order to remain competitive.  Without these export restrictions, furniture SMEs made no longer be able to compete.  Furniture SMEs are 6% of Malaysian SMEs in the manufacturing sector.

Impact on revenue

If Malaysia agrees to these reductions of tariffs on imports and exports in these FTAs, there is likely to be a significant loss of government revenue because Malaysia is only likely to be able to recoup 45-60% of this lost revenue from other sources
.  If this loss of revenue is passed through to the Government support programmes for SMEs, SMEs will find it even more difficult to cope with the increase in competition due to the FTAs.
Services chapter

In Malaysia, there are 12 times as many SMEs in services as there are manufacturing.
 (86.5% of SMEs are in services
). 69.3% of SMEs in the service sector are in wholesale, retail or restaurants.
 These are mainly retailers and restaurant operators.

The U.S. and the EU are likely to push Malaysia to open up its services sectors in the FTA negotiations because they are significant exporters of services.
There were 3500 SMEs in the ICT sector in 2005 (73.7% of companies with Multimedia Super Corridor status).
 Many of these are likely to be negatively affected by the intellectual property chapter, see below.

Retail sector 

Hypermarkets

In Malaysia, retailing is characterized by small stores (many of which sell the same products which are found in supermarkets),
 which employ the majority of workers in the sector,
 but significant market share has already been captured by hypermarkets such as Tesco and Carrefour in the less than two decades since the Malaysian government began relaxing the limitations on foreign ownership in the distributive trade sector.
 These large outlets which are mainly foreign-owned, now account for almost 60% of retail sales which threatens the smaller and family-owned shops, the numbers of which are likely to continue declining.
 

Malaysia has not locked in its liberalisation of the distribution sector at the World Trade Organization (via the General Agreement on Trade in Services).  The Government’s concern that the impact of existing hypermarkets on retail SMEs can be seen in the Guidelines on the Opening of a Hypermarket
 which restrict where a hypermarket can open and how long they can operate for.
However, if Malaysia agrees to open the sector further and lock it in via the free trade agreements currently being negotiated, this would increase the heavy pressure already felt by small retailers and smaller wholesalers
.  This would cause the closure of many smaller shops, loss of employment and it would require the abolition of a number of measures designed to protect the position of poorer people and disadvantaged minorities.
 

This can be seen in other developing countries which have opened the retail market to foreign hypermarkets which then force small companies out of the market.
  For example,  in Thailand, hypermarkets have had a negative effect on small shopkeepers.
  In India, even local hypermarkets find it difficult to compete with foreign ones.  For example, Matahari’s senior executive said that turnover at one of Matahari’s hypermarkets dropped by 40% when Carrefour opened a hypermarket nearby so “We don’t go head-to-head on pricing with Carrefour anymore.”
 UNCTAD goes on to discuss the employment and social effects of this and concludes that the overall developmental and social implications of liberalizing distribution services have raised justifiable concerns and have brought questions about the potential benefits of liberalization in this sector.

Professional services

2.5% of services SMEs are providing professional services.
 The USA has identified a number of barriers in Malaysia to exports of its professional services.
  If these ‘barriers’ are removed and Malaysian architects, engineers and lawyers etc have to compete with U.S. service providers, these SMEs may face serious difficulties.

It is unlikely that Malaysian professional services SMEs will be able to increase their exports to the USA and European Union because the visa, mutual recognition (and citizenship in the case of some European Union countries) requirements necessary to effectively access these markets are legally not negotiable via these FTAs.

Intellectual property chapter
Based on existing FTAs, both the U.S. and European Union FTAs will require Malaysia to increase its intellectual property protection beyond the level required by the World Trade Organization’s Agreement on Trade-Related aspects of Intellectual Property Rights (TRIPS).  This is known as ‘TRIPS+’.

Most countries are net intellectual property importers, for example 98% of patents granted in Malaysia are to foreigners
.  (Only 1.65% of SMEs registered patents,
 this is probably because they lack the resources and capability to do research and development and acquire advanced technologies
).  This means that if Malaysia agrees to stronger and longer intellectual property protection in these FTAs, the vast majority of the benefits will flow to foreigners.  Such a trend will also hamper Malaysia’s prospects in domestic research and development, see below.

IMP3 points out that in order to compete with emerging economies, Malaysian SMEs will need to acquire enabling technologies.
 IMP3 also notes the need for SMEs to improve their adherence to environmental standards by adopting more environmentally friendly technologies.
 If Malaysia agrees to broader, stronger and longer intellectual property protection (for example longer copyright and patent periods) in these FTAs, the cost of acquiring both these types of technologies will significantly increase.
Pharmaceuticals

A few of Malaysia’s generic medicine manufacturers are SMEs.  Agreeing to TRIPS+ provisions in an FTA would severely affect their ability to continue to manufacture generic medicines for sale in Malaysia and for export. This can be seen from the World Health Organization’s economic model, which estimates that similar provisions in the Colombia-US-FTA would cause Colombian medicine manufacturers to lose 64% of their market share by 2030.

Information and communications technology (ICT)

Use by SMEs
The Third Industrial Master Plan notes that SMEs generally use low levels of technology and have limited use of ICT to enhance productivity.
  The most widely used ICT application is computer aided design (24.7%), E commerce (22.5%), and computer aided manufacturing (12.9%).
 A number of the five strategic thrusts for SMEs in IMP3 require the adoption and greater use of ICT.

However, purchasing branded software is already expensive due to existing levels of intellectual property protection.  (To install Microsoft Office software alone throughout Malaysia would cost RM 4.4 billion in licensing fees which flow offshore to a foreign company).
 According to the United Nations Development Programme: 

‘The initial outlay of installing hardware coupled with the high cost of software and system maintenance has inhibited adoption of ICT infrastructure. The SMI Association of Malaysia estimates that the purchase of ICT systems from big name vendors could cost between RM10,000 to RM30,000 - beyond the budget of many SMEs unless they receive financial assistance. Additionally, the recurring costs of ownership, such as annual licence and maintenance fees, are also burdensome (Moreira, nd). And despite the fact that prices have been falling, applications such as Enterprise Resource Planning (ERP) still cost around RM40,000 (Microsoft, 2002). This is compounded by the fact that most SMEs still depend on internal sources of financing, indirect financing and personal guarantees for their funds (Lim, 2000).’

The alternative is open source software which is free and is currently being used by 249 Malaysian government agencies.
  
However, the longer and stronger intellectual property protection that the U.S.  and EU are likely to insist on in these FTAs is likely to make proprietary software more expensive and open source software harder to use.
ICT SMEs

The vast majority of Malaysian companies providing open source software support to the local market are SMEs.

As the Australian state government of New South Wales notes, ‘The Open Source technologies sector will contribute to the competitive position of NSW into the future. Its dynamic nature and the extent of innovation, collaboration and entrepreneurship in the sector can provide the basis for economic growth in modern and sophisticated economies like NSW.’

Research and development
IMP3 points out the need for SMEs to be involved in research and development and design and development activities in order to remain competitive.
 Many of the tools needed for research and development (from equipment to consumables such as chemicals and enzymes as well as the journal articles etc) are protected by intellectual property already.  If Malaysia agrees to a broader, stronger and longer intellectual property protection as a result of these free trade agreements, the cost of accessing these research tools will increase.  This will make it harder for SMEs to do the research and development needed in order to remain competitive.

Malaysia has a number of programmes to assist SMEs to do research and development.  Maintaining Malaysia’s current TRIPS-compliant levels of intellectual property protection will ensure that the funding dispersed via the Government’s research grants (for example via the Industrial Technical Assistance Fund, Technology Acquisition Fund, Commercialisation of Research and Development Fund, Industry Grant Scheme, Intensification of Research in Priority Areas, Multimedia Super Corridor Research and Development Grant Scheme)
 goes further.

Free movement of capital

Based on existing FTAs, both the U.S. and EUFTAs are likely to restrict Malaysia’s ability to impose capital controls. In 1997, Malaysia’s use of capital controls helped it to avoid the worst aspects of the Asian financial crisis and to recover from it.  An International Monetary Fund paper notes that similar provisions in the Chile-US-FTA reduce the Chilean government’s ability to manage a macro economic crisis.

Financial crises such as the 1997 one have a severe impact on SMEs as the lending from banks dries up which threatens their survival,
 demand collapses, inflation rises and the cost of imported imports rises (as the currency depreciates).
  The currency stabilisation from the 1997 capital controls swiftly benefited many Malaysian SMEs.
Government procurement 

Based on existing FTAs, both the U.S. and EUFTAs are likely to require Malaysia to open up its government procurement to their firms.  This can occur via the government procurement chapters in both FTAs and may also occur via the competition chapter of an EU FTA
.

Malaysian SMEs currently benefit from closed government procurement via a number of programs such as the Vendor Development Programme, including from government linked companies (GLCs). If Malaysia’s GLCs are adversely affected by these FTAs (for example due to services liberalisation, lower tariffs, or the competition or government procurement chapters etc), this will have a ripple effect on the SMEs which are dependent on them. To avoid this, any GLC carve outs being negotiated for the services chapter must be extended to all relevant chapters of these FTAs.
Furthermore, one of the five strategic thrusts for SMEs in IMP3 involves a continuation of this government policy of giving preference to procurement of local products and services.
 This will no longer be possible, if government procurement is opened in these FTAs, for government agencies which must treat US/EU companies the same as local ones when making procurement decisions.
In times of recession, government procurement spent entirely on locals can make the recovery faster because of the greater multiplier effect.  SMEs are particularly hurt by economic recessions.
 However, if Malaysia agrees to open its government procurement due to these FTAs, its ability to assist SMEs to recover from economic recessions will be reduced. 
In the context of the removal of local content rules (a similar effect to opening government procurement to U.S. and/or European companies) the United Nations Development Programme notes that:

‘68% of the respondent firms affirmed that they would be affected adversely. Of the 14% who felt that the removal would yield a positive effect on them, the large majority comprised firms that were not totally reliant on Proton for their domestic sales, and who were already exporting independently.

The researchers concluded that the majority of local firms, dominated by SMEs, would not be able to survive in a freer trading environment on account of several factors:

• Most of them were still young (being in business for ten years or less), and lack the experience and expertise to compete globally.

• Having become accustomed to a protected environment they have not been subject to pressures to upgrade their products or production processes.

• Because of dependence on the limited domestic market, scale economies have not been reaped. Thus products are not competitively priced, and quality and reliability are continuing issues.

• Undue concentration on the domestic market has also resulted in other aspects, such as labor costs, the logistics of on-time delivery, brand building and marketing being neglected.

• Their over-reliance on Proton puts them in a position of uncertainty since the longterm future of Proton itself is uncertain in the highly competitive global automobile trading environment.

• With the removal of the LCR [local content rules], major carmakers tend to revert to traditional suppliers or subsidiaries with whom they have had long and trusted trading links, thus sidelining local SMEs.

• Some major automakers have already established their production bases in Thailand, which will give Thai parts and component suppliers an advantage that Malaysian SMEs will have to overcome.’
Likely impact on selected aspects of the 5 strategic thrusts for SMEs in IMP3

	Strategic thrust
	Particular aspect of strategic thrust
	FTA chapter likely to hamper its achievement

	1. Enhancing the competitiveness of SMEs
	

	
	To integrate into the regional and global supply chain, IMP3 encourages SMEs to adopt ICT 
	Intellectual property chapter makes this more difficult, see above

	
	To specialise in core competencies to develop market niches, IMP3 will provide support programmes for SMEs to acquire cutting-edge technology
	Intellectual property chapter makes this more expensive, see above

	
	Strengthening inter-firm linkages will be achieved by a continuation of the government policy of giving preference to procuring local products and services
	The government procurement and competition chapters are likely to restrict this, see above

	2. Capitalising on outward investment opportunities 
	This involves greater use of ICT
	Intellectual property chapter makes this more expensive, see above

	3. Driving the growth of SMEs through technology and innovation involves:
	

	
	Adopting leading technologies including effective use of ICT.  This includes strategies to enable SMEs to acquire technologies which will help them move up the value chain.
	Intellectual property chapter makes this more expensive, see above

	
	Encouraging research and development activities which includes encouraging collaborative ventures between MNCs and SMEs to facilitate technology transfer.
	Intellectual property chapter makes this more expensive, see above. Investment chapter may restrict ability to require joint ventures.

	
	Enhancing the human capital of SMEs


	Intellectual property chapter is likely to strengthen, broaden and lengthen copyright which makes it more expensive to access educational materials needed to increase human capital. 

Increased presence of multinational companies in Malaysia due to services and/or investment chapter liberalisation may also exacerbate the existing difficulties SMEs have in hiring and retaining skilled and experienced staff due to their limited financial capacity
 which makes it difficult for them to match multinational wages.

	
	Acculturation of entrepreneurship and innovation includes encouraging transfer of technology
	Investment chapter of USFTAs severely reduces the situations in which technology transfer can be required. 

The intellectual property chapter also makes this more expensive.

	5. Enhancing the greater contribution of SMEs in the services sector notes that areas with potential for SME growth include distributive trade, professional services, logistics and ICT.
	See services chapter above for likely impact of services liberalisation

	
	In distributive trade, proposed measures include encouraging the use of ICT
	Intellectual property chapter makes this more expensive, see above.
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