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ABSTRACT 


DETERMINANTS OF FOREIGN DIRECT INVESTMENT IN THE 


MANUFACTURING SECTOR OF SARAWAK 


By 


Ow Kah Yen 


This study aims to investigate the detenninants of Foreign Direct Investment (FDI) on 

manufacturing sector in Sarawak. This study adopted the annually data of FDI, domestic 

investment, Gross Domestic Product (GOP) and trade openness which ranging from 2001 

to 2012. The annually data were transfonned into quarterly data and investigate by using 

Unit Root test, Johansen and Juselius cointergration test and Vector Error Correction 

Model (VECM). The results of unit root tests show that all the variables were stationary 

at first difference which is /(1). Besides that, the cointegration results imply a strong and 

stable long run equilibrium exist between variables. Based on VECM results, the FDI on 

manufacturing sector is positively affected by all the explanatory variables in both short 

m:n and long run. Hence, the government of Sarawak should provide more incentives for 

higher domestic investment, greater market size on manufacturing sector and expand the 

degree of openness to restore the confidence of foreign investor in Sarawak. 

Keywords: foreign direct investment, Sarawak, domestic investment, gross domestic 

product, trade openness. 



ABSTRAK 


PENENTU PELABURAN LANGSUNG ASING BAGI SEKTOR PERKILANGAN 

DI SARAWAK 

Oleh 


OwKah Yen 


Penyelidikan ini dilaksanakan untuk menyiasat penentu pelaburan langsung asing (FDI) 

bagi sektor perkilangan in Sarawak. Kajian ini telah mengguna data tahunan bagi 

pelaburan dalam negeri, KDNK dan keterbukaan perdagangan dari tahun 2001 hingga 

tahun 2012. Data tahunan tersebut telah diubah kepada data suku tahunan dan dikaji oleh 

Ujian Kepegunan, Ujian Kopengamiran Johansen dan Juselius dan Unjian Penbetulan 

Ralat Vektor (VECM). Hasil kajian menunjukkan bahawa semua pembolehubah teleh 

pegun di peringkat perbezaan utama. Selain itu, keputusan kajian kopengamiran telah 

mengesankan kewujudan keseimbangan jangka panjang antara pembolehubah. 

Berdasarkan keputusan ujian VECM, FDI boleh dipengaruhi secara positif oleh ketiga

tiga pembolehubah. Oleh itu, kerajaan Sarawak perlu menyediakan insentif untuk 

mengalakkan pelaburan dalam negeri yang lebih tinggi, mengembangkan pasaran dan 

juga keterbukaan perdagangan untuk meningkatkan keyakinan pelabur asing. 

Kala Kunci: pelaburan langsung asmg, Sarawak, pelaburan dalam negen, KDNK, 

keterbukaan perdagangan. 
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CHAPTER ONE 

INTRODUCTION 

1.0 Introduction 

Foreign Direct Investment (FDI) is defined as cross-border investment by an 

enterprise with the purpose of obtaining a lasting interest in the enterprise in other 

countries. The lasting interest represents the influence of direct investors towards the 

management of the enterprise through the ownership of at least 10 per cent of voting 

power (OECD, 2013). It usually involves participating in joint-ventures, management, 

transfer of technology and expertise. Besides that, FDI also known as the growth 

enhancing factor in developing countries as it has the potential to create employment, 

enhance foreign skills and technology, productivity and improve long term social 

economical development. Therefore, in most of the countries worldwide from the 

most developed to the least developed are equally involved in the FDI activities to 

accelerate economic growth in their respective countries. 

In the last two decades, global FDI had grown rapidly because many countries 

especially developing countries depend on FDI as an important element in their 

. strategy for social economical development. According to the World Investment 

Report in 2013 published by United Nations Conference on Trade and Development 

(UNCTAD), the global FDI was revised downward by 18 per cent in 2012 for 

developed countries and it lead to a contraction to other the positive related key 

economic indicators. The report also implied that developing countries had attracted 

more FDI than developed countries in 2012. This is due to uncertainties in economic 
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climate in developed countries where investors believed there are more business 

opportunities in developing countries. The structural weaknesses in the global 

financial system, policy uncertainties, and the ever~present threat of deterioration in 

the macroeconomic environment could affect the growth of global FDI. Besides that, 

the fragility in some emerging markets and risks related to policy uncertainties and 

regional conflict could still derail the expected upturn in FDI. 

Since FDI acquires an important role in the international economy, there are various 

theories and paradigms developed by Vernon (1966), Dunning (1980), and Hymer 

(1970) to explain the determinants and motivations of FDI. The theoretical studies on 

FDI provided deeper information on the economic mechanism and behaviour of 

economic agent at both macro and micro level (Denisia, 2010). On the point of view 

of company, the paradigms provided a framework to guide a company by determining 

whether it is beneficial to pursue FDI. The first theory developed to explain FDI was 

the theory of comparative advantages by Ricardo, whereas this theory failed to 

explain FDI based on two countries, two products and a perfect mobility of factors at 

local level. Therefore, there are more theories have been introduced such as aLI 

paradigm and international production theory in order to explain FDI in further. 

For a number of years especially after the Second World War, many investors and 

researchers had turned their attention towards FDI. The top priority of policy makers 

in developing countries is to create all kinds of incentive to attract FDI by holding 

trade mission, trade fairs and dialogue with foreign investors. Many researches had 

done their investigation on the determinants of FDI in various countries to provide 

additional information for policy makers. According to the prior study, there are many 

2 



factors affecting FDI and each different country has their own major determinants of 

FDI depending on their level of income. As stated by Yasmin, Hussain and 

Chaudhary (2003), the significant determinants of FDI for upper and lower middle

income countries are domestic investment, labor force, external debt and trade 

openness, whereas urbanization, market size, inflation, current account and wages are 

the determinants for lower income countries. Besides that, Hara and Razafimahefa 

(2005) found that market size, exchange rate, price movement, cost of establishing 

Greenfield plants and deregulations of the environment for investments are the 

important determinants of FDI in Japan. 

Sarawak is a preferred investment destination because of its abundance of natural 

resources, political stability, economic environment, strategic location and stable 

business-friendly government. The FDI flow is considered as an important e]ement to 

accelerate the economic growth in the Sarawak and success in the tenth Malaysia plan. 

Although there are many studies done on this topic, yet there are no researches have 

been done on the determinants of FDI in the case of Sarawak. The lacks of detailed 

and recent data along with the rapidly changing economic environment lead to the 

difficulty to test the validity of prediction. Moreover, there is a need to study the 

major determinants in Sarawak due to the validity of the economic development 

particularly the economic integration as well as trade liberalization in Sarawak. 

The main purpose of this study is attempted to investigate the determinants of FDI in 

Sarawak, namely, domestic investment and Gross Domestic Product (GDP) 

particularly in the manufacturing sector and trade openness. The selected variables are 

transformed quarterly which cover the period from year 200 I :QI to 2012:Q4. In order 
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to strengthen the accuracy of the findings, various types of time series econometric 

approaches such as unit root test, Johansen and Juselius cointergration test, Vector 

Error Correction Model (VECM) have been applied in the study. The findings of this 

paper can be used as a guideline for future researchers on this topic. Besides that, this 

study will also be beneficial to various professional cooperation and investors who are 

interested to make their investments in Sarawak and also for policy makers to develop 

new policy. 

1.1 Background of the Study 

Foreign Direct Investment in Malaysia 

Malaysia is an open economy country which embarks on its industrialization vision. 

Recently, Malaysia has become one of the most successful Southeast Asian countries 

in attracting FDI and transformed more rapidly from an agricultural to industrial 

country through FDI. Since gaining independence in 1957, Malaysia has taken the 

advantages of tangible assets such as large labour forces and resources as well as 

intangible assets such as trade status under Generalized System of Preferences (GSP), 

liberal trade regimes, macroeconomic stability, and a resources legal infrastructure to 

encourage FDI in Malaysia. 

The reduction by 35 per cent of total investment in Malaysia in 2012 showed that 

Malaysia had succeeded in transforming its economy to high gear. There are 72.5 per 

cent of these investments were contributed by domestic sources which consistent with 

the commitment of the government to have a domestic direct investment to foreign 

direct investment ratio of 73:27. However, the high level record of total investment 

4 



I 

Pusat Khidmat Maldumat Akademilc 

ONlVERSm MALAYSIA SARAW,.\" 


,... 

implied that Malaysia has been successful in attracting large amount of high quality 

FDI through its approaches. The ecosystem approach helps to manage the fiscal 

incentives for both foreign and local investors by reducing the investment risks and 

inducing investors by the exception for unreasonable tax incentives. Malaysia has 

always been aggressive on its effort to attract FDI in manufacturing sector with output 

aimed for global market in general to spur economic growth, inducing technology 

transfer and increasing the employment (Jaafar & Hossain, 2007). 

FDI was known as one of the key drivers underlying the economiC growth 

performance experienced by the Malaysian economic particularly in establishing new 

industries, enhancing employment, trade, production and technological capabilities. 

Malaysia owns all the resources and the economics and government transforming 

projects to fully fill the needs of investors in the future. The Investment Incentives 

ACT 1968 and the Penang Master Plan 1969 has laid the legislative and planning base 

to attract FDI. All of these advantages have attracted a lot of FDI in Malaysia and 

made Malaysia as a preferred investment destination. The market oriented economy 

combined with an educated multilingual workforce and well developed infrastructure 

were the strategies to lead Malaysia in becoming one of the largest regional and 

global recipients ofFDI (Lean, 2008). 

Malaysia moving up its rankings of most competitive country in the Asia-Pacific 

region ahead of India, China and Republic of Korea due to its efficiency in goods and 

services, well developed financial market and its business-friendly institutional 

framework. Externalities posed powerful stimulus towards FDI in Malaysia from time 

to time due to its open economy. During the oil crisis in 1970, the down tum in the 
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electronics industry in the mid-year of 1980 and Asian financial crisis in 1997 have 

been reduced the FDI in Malaysia. After 1987, the government had introduced the 

liberal incentives for foreign investor by allowing larger percentage of foreign equity 

ownership in enterprise under the Promotion of Investment Act 1986. In 2004, FDI in 

Malaysia declined due to the competition from lower cost of manufacturing sector 

from other countries. There was relatively low FDI in 2001 and 2009 which was 

similar to the global trend resu ~ted from the collapse of the technology bubble and the 

global financial crisis respectively. Malaysian economy suffered a great hit that lead 

to dramatic drop in FDI inflows which was around 98.5 per cent from the global 

financial crisis in 2009. However, the FDI of Malaysia rebounded sharply from 

RM23,000 million in 2009 to RM36,576 million in 2010 and continued to rise to 37.8 

per cent in 2011. There were investments had been pending from government fiscal or 

policy changes and the slow place was expected to continue in 2013. 

Figure 1: FDI in Malaysia, 1970-2013 (RM million) 
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Foreign Direct Investment and Domestic Investment in Sarawak 

Sarawak. is the only one state which out of 13 states in the Malaysian Federation that 

achieved an A-rating from Standard & Poor's Ratings Services (S&P) due to its 

strong economy and Sarawak is known as the second biggest contributor to FDI in 

Malaysia after lohor. Besides that, Sarawak has maintained a steady economic growth 

over the past few years despite the economic global crisis. The major economic 

structure in Sarawak. was export oriented especially in primary commodities such as 

mining, forestry and agricultural that had contributed 40 per cent to total GDP in 

Sarawak.. Sarawak worked with its potential investors and strategic partners from 

lapan, Korea to pertain more FDI. According to Sarawak Corridor of Renewable 

Energy (SCORE), Sarawak. is successfully attracted approximately RM28,500 

millions of total investments. 

SCORE was finalized in the early of 2009 and it was the second largest corridors in 

Malaysia. Sarawak had embarked on the development of SCORE to increase the 

income level of residents through a high-income by 2020. The location of SCORE has 

given a spring board to the region for investors. It is located at the heart of fast 

growing region in the world and the crossroads of Asia. Besides that, Score owns and 

abundance of clean and safe renewable natural resources such as hydropower that 

provide business users a secure and clean energy at competitive level. Therefore, 

Sarawak. allowed to competitively pricing its energy to attract more investments with 

energy intensive and power generation industries that trigger a vibrant industrial 

development in the corridor due to the availability of cheaper electricity. This strategy 

was consistent with the state's ninth Malaysia plan which is to capitalize on the 

State's electricity resources. 
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There are 10 priority industries in 5 growth nodes under SCORE. Tanjung Manis 

Node was developed into the largest high value-added industries in Malaysia which is 

Industrial Port City and Halal Hub. The development of the industries had positioned 

Sarawak into the global Islamic world. Halal Hub has become a potential destination 

for Japanese with the cheaper labour and cheapest source of energy in energy based 

industries. However, Samalaju Industrial Park was one of the growth nodes under 

SCORE that attracted both domestic and foreign investments in industries. Moreover, 

the investors have tremendous opportunities to invest into the downstream processing 

activities in those industries. 

Sarawak itself also provides various investment incentives in manufacturing sector 

which include Investment Tax Allowance (ITA) and Reinvestment Allowance (RA). 

In addition, the government of Sarawak decided to grant privileges to those 

companies with Pioneer Status are exemptions from income tax, and these companies 

only have to pay tax on 30 per cent of its statutory income. With the implementation 

of those incentives, Sarawak was expected to receive additional investments in the 

future and majority of these total approved investments are foreign investment. A 

body of empirical findings highlighted that there is a strong positive bi-direction 

relationship between FDI and domestic investment where high domestic investment 

helps to induce more FDI into the host country. High value of domestic investment 

was the signal of high return in capital and increased in marginal return of FDI was 

the results of the adequate public infrastructures which decreased the cost of operating 

business. Meanwhile, some researchers claimed that domestic investment could either 

encourage or discourage FDI in an economy which depends on the relationship 

between local and foreign firms as well as the development of the sector. 
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The share of domestic investment normally was significantly large and even more 

than FDI in most economies. However, there is an opposing feature for developing 

countries due to the insufficient in internally sourced capital that depend heavily on 

FDI. This study only focused on the FDI and domestic investment in manufacturing 

industries due to the large contribution of FDI to the investment in Sarawak which is 

more than 50 per cent of total investment in all the time except from 2000 to 2003 as 

well as 2005 to 2007. As shown in figure 2, FDI initially rose gradually since 2001. 

However, there was a steep increase in FDI to RM9,602 million in 2004 and it fell 

sharply to RM242 million in the next year. Then on, the similar trend of FDI occurred 

again at a higher value and peaked at RM22,946 million in 2008. Despite the fast 

growing of FDI to RM6,535 million in 2012, it had yet to recover to the pre-crisis 

levels as it was still well below the record in 2008. 

Figure 2: FDI and Domestic Investment for Manufacturing Sector in Sarawak, 

2000-2012 (RM million) 
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9 



Gross Domestic Product in Sarawak 

Sarawak was considered as an open economy state and the economy of Sarawak was 

vacillated in tandem with the Malaysia's trend. Sarawak was the third largest 

contributor in the Malaysia which contributed 9.6 per cent of GDP share to national 

GDP in 2012. The GDP share of Sarawak was categorized into five sectors, namely, 

agriculture, mining and quarrying, manufacturing, construction and services. 

Meanwhile, the services sector and manufacturing sector are the major contributors 

towards the GDP in Sarawak. In 2012, the services sector in Sarawak accounted for 

the largest share of Sarawak's GDP which contributed approximately 37.2 per cent 

towards the state's GDP and followed by manufacturing sector with 27.4 per cent of 

GDP share. The growth of GDP in Sarawak was remained stable after the slightly 

drop to RM28 billion in 2001 resulted from the global economic downturn. The world 

economy suffered a revised downward due to the global financial crisis in 2009 and 

the Sarawak's economy was not spared from the financial crisis. 

Figure 3 shows that there was a moderate growth in GDP on manufacturing sector of 

Sarawak in 2002 and dropped suddenly in 2005. The trend of GDP in manufacturing 

sector increased again in the following years until 2007. Sarawak was easily 

susceptible to global financial shock because Sarawak highly depends on the external 

trade which shows a in the downward trend in 2008. The GDP in Sarawak was likely 

to continue to escalate to RM19,400 million in 20]2 with the federal government's 

policy and it is able to recover from the contraction brought about by the global 

financial crisis in a two-year period. The policy of the federal government appeared to 

be effective in reversing the economy downturn which resulted from the decline in 

global demand during the recession in 2008. 
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Figure 3: GOP on Manufacturing Sector in Sarawak, 2000-2012 (RM million) 
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Sources: Statistics Yearbook of Sarawak, Department of Statistics Sarawak. (2013). 

Trade Openness in Sarawak 

Trade openness was frequently used to measure the impact of international trade and 

the trade liberalization towards the state's economy. The degree of openness in the 

global economy had become the key indicator to accelerate the FDI inflows into the 

host country where the open economy's country are tend to be more vulnerable to 

gain more FDI. Since independence in 1963, Sarawak built up its economy through 

the exportation of its abundance of natural resources. During the slow global growth, 

Sarawak had given its degree of openness to the international trade level due to the 

high global demand for key commodities such as crude palm oil and crude oil. The 

higher demand for the natural resources in Sarawak had improved the Sarawak's 

economy in tandem and induces more foreign company to come over for investing in 

Sarawak. 
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The figure 4 revealed the trade openness of Sarawak ranging from 2000 to 2012. The 

degree of openness in Sarawak was grew sharply since 2000 and peaked at 200 I with 

the ratio of 1.55 per cent of GOP. However, the ratio was suddenly dropped to 1.44 

per cent of GDP in the following year and fluctuated between 1.40 per cent and 1.50 

per cent of GOP until 2008. In 2009, Sarawak had experienced the great decline in the 

trade openness which recorded the lowest point at 1.16 per cent of GOP in the history. 

The decline in openness was compounded by the low contribution of external trade. 

However, the degree of openness in Sarawak raised again in 2010 and increased 

dramatically in the following years as a result from the Sarawak has given its trade 

openness to international trade level. The high level of trade openness had reduced the 

trade barrier in Sarawak which induces more foreign investor to come over Sarawak. 

There is a slight decline in the trade openness in 2012 which changed from 1.38 per 

cent to 1.37 per cent of GOP. 

Figure 4: Trade Openness in Sarawak, 2000-2012 (per cent ofGDP) 

1.60 

1.50 

lAO 

1.30 

1.20 

1.10 

1.00 +---~--~--'----r---'---~--~---'----'---'---~--.---, 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 

Sources: Statistics Yearbook ofSarawak, Department Statistics Sarawak, (2013). . 

12 



1.2 Discussion on Relevant Issue 

Sarawak had fared well in promoting the total capital investment in order to achieve 

the Malaysia's goal which is becoming a developed nation by 2020. Sarawak is 

known as the second largest contributor of FDI in Malaysia which come after lohor. 

Based on the report of MIDA (2013), Sarawak was one of the preferred investment 

destination in Malaysia is Sarawak due to its abundant of resources. Moreover, many 

foreign investors had attracted by the stable politics, economic environment, and 

strategic location. It is well connected by air and sea as well as possessing cheap and 

clean renewable natural resources in Sarawak. In 2012, Sarawak had raised its GDP 

from RM527 million in 1963 to RMI03.5 billion through its well-diversified 

economy. Over the recent years, Sarawak was experiencing the steady growth rate of 

GDP in its economy which falls between 4.5 to 5 per cent despite the global economic 

slowdown. 

There was a RM4.7 billion worth of approved manufacturing investment had been 

lead in Sarawak in 2011. Among much of these manufacturing investment, RM2.96 

billion were came from foreign investors while the remaining came from local 

investors in Sarawak. The capital investment on manufacturing industries in Sarawak 

is expected to perform better in 2012 than the previous years due to the anticipated 

increasing of the anticipated for the external demand in Sarawak. In addition, most of 

the investment inflows were contributed by the implementation of continuation of 

several infrastructure projects under SCORE. Hence, the development of five key 

areas in Sarawak under the SCORE project is projected to be the major growth 

indicator in Sarawak in the next twenty to thirty years. 
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