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ABSTRACT
This study intends to evaluate the export competitiveness and diversification of agricultural
products using the data of 186 agricultural products in Malaysia for the period ranging from
1988 to 2014. Besides, this study engages in the total export of the world with Standard
International Trade Classification Revision Three-SITC Revision 3 (5-digits code) to analyse
the index of comparative advantage and export diversification of agricultural products in
Malaysia. The study also employs Balassa index of Revealed Comparative Advantage (RCA)
to measure competitiveness and Balassa measurement for export diversification. The findings
show that 56 commodities have RCA whereas, Malaysia’s export market is more diversified
in 2012. This study also empirically examines the determinants of competitiveness which are
commodities price, GDP per capita, labour participation and capital formation in agriculture
sector. In addition, GDP per capita, capital formation and trade openness have been analysed
to determine the impact of each of these variables towards export diversification of Malaysian
agriculture sector. ARDL approach to cointegration analysis estimation results indicate that
there is a long-run relationship between the variables under study. The outcomes denote that
price of commodities, GDP per capita as well as crisis in 2008 have negative association
while labour participation and capital formation are positively relatedly to competitiveness.
On the other hand, GDP per capita and dot-com bubble are negatively related to export
diversification, while capital formation and trade openness have positive relationship with
export diversification. This study suggests that government should consider intensifying the
current economic policy which focus on product diversification with value-added for

agriculture sector to increase competitiveness and export diversification.

Keywords: Revealed comparative advantage, competitiveness, export diversification



Penentu Daya Saing Eksport dan Kepelbagaian Produk Pertanian di Malaysia

ABSTRAK
Kajian ini bertujuan untuk menilai daya saing eksport dan kepelbagaian bagi produk
pertanian dengan menggunakan 186 data produk pertanian di Malaysia untuk jangka masa
dari 1988 hingga 2014. Kajian ini melibatkan jumlah eksport dunia dengan ‘“Standard
International Trade Classification Revision Three” untuk menganalisis indeks faedah
berbanding dan kepelbagaian eksport untuk komoditi pertanian di Malaysia. Kajian ini juga
menggunakan kaedah Balassa Keunggulan Komparatif Terungkap (RCA) sebagai
pengukuran daya saing dan Balassa untuk kepelbagaian eksport. Hasil kajian menunjukkan
56 jenis komoditi mempunyai RCA manakala, pasaran eksport Malaysia adalah lebih
berpelbagaian pada tahun 2012. Kajian ini juga secara empirikal meneliti faktor-faktor
penentuan daya saing seperti harga komoditi, KDNK per kapita, penyertaan tenaga kerja dan
pembentukan modal sektor pertanian. Tambahan pula, KDNK per kapita, pembentukan
modal dan keterbukaan perdagangan telah dianalisis untuk mengetahui kesan setiap
pembolehubah terhadap kepelbagaian eksport sektor pertanian di Malaysia. Keputusan ujian
pendekatan “ARDL” untuk kointegrasi menunjukkan hubungan jangka panjang terjalin di
antara daya saing dan semua pembolehubah tidak bersandar. Kajian mendapati harga
komoditi, KDNK per kapita dan krisis pada tahun 2008 mempunyai hubungan negatif
manakala, penyertaan tenaga kerja dan pembentukan modal mempunyai kesan positif
terhadap RCA. Sebaliknya, KDNK per kapita dan ‘“dot-com bubble” mempunyai hubungan
negatif terhadap kepelbagaian eksport, manakala pembentukan modal dan keterbukaan
perdagangan mempunyai hubungan positif dengan kepelbagaian eksport. Kajian ini

mencadangkan agar kerajaan mempertimbangkan penggiatan polisi ekonomi semasa dengan



memfokuskan kepelbagaian produk yang mempunyai nilai tambah bagi produk pertanian

untuk meningkatkan daya saing dan kepelbagaian eksport.

Kata kunci: Keunggulan komparatif terungkap, daya saing, kepelbagaian eksport
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CHAPTER 1

INTRODUCTION

1.1  Introduction

The world population has seen doubled up from 2.9 billion in 1960 to more than 6.7
billion in 2008 where it has created demands and these demands have been countered by the
stable growth in terms of the output of agricultural coupled with a continuing drop in the prices
of real commodity (Wik et al., 2008). The world population has then grown to more than 7.3
billion in 2015 (United Nations, 2015). Such numbers of world population are expected to grow
to almost 10 billion by 2050 and this scenario has also generated vast demands on global
agricultural production (Food and Agriculture Organization of the United Nations United

Nations, 2017).

The agriculture sector generates the source of food for consumption by humans, feed
for animals, and raw materials for agro-based industries (Edoumiekumo and Audu, 2009). It
contributes to economic growth and creates employment opportunities for the increasing
population both in farming as well as for off-farm activities. These included handling,
packaging, processing, transporting, and the marketing of food and the products of agricultural.
In recent years, an articulated agricultural revolution has been seen, bringing more value-added
activities into the downstream agro-processing sub-sector that can potentially become another
platform for effective wealth generation and increased economic growth. Ultimately, this is

expected to curb poverty as well.



However, the agriculture sector’s success has yet to be shared equally all over the globe.
Nevertheless, its sustainability to countries who are still further behind is still vague. Past
studies to name a few, OECD-FAO (2016), Fuglie and Rada (2013) and Wik et al. (2008)
discovered that the agricultural productivity still remains shallow for some countries, suffer
from increasing food shortages and the levels of hunger and poverty is high. This is especially
true in numerous of countries that are less developed such as those in sub-Saharan Africa as
well as across the developing world. Thus, it is necessary to develop the agriculture sector since

it is the engine of overall economic growth in major elements of the developing countries.

In contemplation of developing the agriculture sector, it is vital to identify the
commodity in the sector by which a country can enjoy a comparative advantage to become
competitive. A study conducted by Dunmore (1986) revealed that the agriculture sector in the
USA experienced a major adjustment when foreign import demand went down, it caused land
prices to fall, farm income declined, and farmers continued to leave the sector. The author
further stated that, at the time of the study, the volume of the USA’s agricultural exports had
plunged by more than one third and that the value had decreased by nearly 40 percent from its
peak in 1981 and this persisted until the early to mid-1990s. In May 1986, the USA entered into
a deficit in agricultural trade for the first time in fifteen years. The reduction in export volume,
value and market share clearly showed that the USA agriculture sector was no longer
competitive in world markets due to losing its comparative advantage. This scenario
demonstrated that, when a country failed to have a comparative advantage in producing the

output, it will become uncompetitive over time.



Nevertheless, Dunmore (1986) also mentioned that it is possible for a country to face a
fall in competitiveness while sustaining its comparative advantage. This means that a country
is able to be competitive without enjoying comparative advantage even when competitiveness
as well as comparative advantages are fundamentally inseparable in practical when it comes to
international trade. Generally, comparative advantage is an economic theory which is based on
the concepts of opportunity costs as well as relative efficiency in regards to resource use. For
instance, the theory of comparative advantage by Ricardo indicated that lower opportunity costs
for the production of a certain good relative to other goods will lead to competitiveness.
Therefore, a country will concentrate in producing goods with comparative advantage, whilst
on the other hand, it will trade with other countries for goods in which it has a comparative

disadvantage for the benefit of each other.

On the other hand, competitiveness is known as the capability and achievement of a
firm, sub-sector or country to market and source goods and services. The relative prices
amongst competitors has impact towards the exportation and market share’s level. This
determines if the products are inexpensive in that particular country as compared to others,
giving the exporting country added competitiveness. The competitiveness of a country is vastly
reliant on the alterations of policy in the short-run (Dunmore, 1986). Schwab and Sala-i-Martin
(2014, p.4) defined competitiveness as “the set of institutions, policies, and issues that define
the productivity level of a nation”. They initiated that the productivity level determines the
wealth as well as the profit gained through investments of an economy that result in economic
growth. Simultaneously, to achieve competitiveness, diversification is essential for a country
to vary the production of products which give comparative advantage to boost productivity and

growth.



The new era allows developing countries to have greater opportunities to expand the
choice in the products of agriculture so as to trade in other countries. Nevertheless, extended
trade lead to more rivalry that forces countries to continue to diversify their agricultural
activities specifically those which give comparative advantage (Abdullah and Alwi, 2001).
Diversification is defined as “a means to increase the continuing growth of agriculture by
improving the benefit as well as the stability of the sector” (Abdullah and Alwi, 2001).
Diversification is also associated with improving the production as well as consumption
varieties offered to a country. Diversification generally points to the growth and expanding in
the production base of agricultural which distinguishes it with specialisation. In general,
horizontal and vertical diversification are the two different forms of diversification. Horizontal
diversification is associated with the cultivation of growing variety of produces within or inside
the agriculture sector, whereas the manufacture of production inputs and the intermediary or
final outputs is known as vertical diversification. Vertical diversification comprises activities

either in upstream or downstream and the backward or forward linkages.

The demand for agricultural products is changing in unprecedented ways, which goes
to explain why the diversification of agricultural commodities is necessary in order to meet the
demand for value-added commodities. The Food and Agriculture Organization of the United
Nations (FAO, 2012) and the United Nations Industrial Development Organization (UNIDO,
2009) initiated that demand for commaodities with higher value, refined products and ready-
prepared foods is positively linked to the level of income per capita as well as urbanisation.
Apart from that, the usage of agricultural products, especially oil crops and grains, as bioenergy
production of raw material is on the rise. The changing structure of demand in agriculture

creates prospects for diversification and it generates value-addition in agriculture, especially in



countries that are developing. According to FAO (2007), the 1990°s witnessed a diversification
of production in developing countries in the world trade of non-traditional fruits and vegetables.
Increasing growth in demand for food and agricultural products with value-added has brought
a new focus on the development of agro-industries in relation to economic growth, food security
as well as poverty reduction. The agro-industries are an element of the manufacturing sector
which enhances value-addition to agricultural raw materials through processing and handling

operations and subsequently promoting growth and development.

As a whole, the agricultural sector forms an integral part of a developing country’s
economy where it supplies ample employment opportunities and secondly, value-added goods.
This also means that the value created by a worker in the agriculture sector is lower than that
created by their counterparts in the non-agriculture sector. This gap, according to a study done

by Gollin et al. (2011) is an average of four fold in developing countries.

1.2 Agriculture Background in Malaysia

In Malaysia, the agriculture sector makes up the largest share of national output other
than the manufacturing sector, creating job opportunities for labourers (Diao et al., 2007). The
agriculture sector has several sub-sectors including; palm oil, rubber, livestock, forestry and
logging, fisheries, aquaculture as well as other agriculture such as paddy, fruits, vegetables,
coconut, and more. According to Malaysia Productivity Corporation (MPC, 2015), Malaysia’s
agriculture sector contributes to national income and has the potential to support the Ringgit’s
foreign exchange valuation. This occurs during this time of huge world demand for agricultural

products owing to a rising population in the world as well as strong economic fundamentals.



According to the World Economic Forum Competitiveness Report (WEF, 2015),
Malaysia was rated as the 18" most competitive economy in the world, additionally Malaysia
remains the highest ranked among the developing Asian economies. Malaysia has to remain
competitive in this era of globalisation as competitiveness is essential to many countries in order

to be assured of growing living standards and economic growth (Ariff, 2005).

However, the increasing level of international trade, especially in the manufacturing
sector, has reduced the importance of the agriculture sector among policy makers, academics
and policy analysts. This is partly caused by the low prices of agricultural commodities in world
markets as well as the low level of technology being used in the agricultural sector. According
to Adelman (2001), economic development as a growth process requires an organised
restructuring of the factors of production. As a main sector, the agriculture sector has lower
productivity, does not contribute to technology advancement, and has yielded decreasing
returns. This has made the agriculture sector less attractive and thus, it is important that the
sector embraces new technologies while constantly boost the ability and expertise of its labour
S0 as to attain a change in operation (MPC, 2015). The transformation from a traditional sector
to a modern sector will help to achieve a higher level of productivity and increasing returns to

upsurge its competitiveness.

For a long time, agriculture has been seen as a traditional sector that gives low
productivity and merely provides a country with some employment opportunities and food
production. However, it is the foundation of a country’s development and future transformation
and thus, should never be neglected particularly for countries which are yet to shift into more

advanced sectors such as the manufacturing and services sectors based on Asian Development



Bank (ADB, 2012b). According to Maheran and Haslina (2006), Malaysia has witnessed
extensive changes in terms of its export share patterns and export merchandise amongst the
primary commodities exporters, labour base goods and machinery or capital base
manufacturing in the world market. The authors also claimed that structural effects due to the
specialisation in highly value added and demanded products caused the change in export value
that occurred. Unfortunately, agriculture has been neglected and poorly understood as to what

it can contribute to economic development (World Bank, 2007).

Nonetheless, interest in the agriculture sector has been renewed in the national
development agenda. The Malaysian government emphasises on agriculture sector as the third
engine of economic growth. In view of this, research and development are needed to stimulate
government programs in transforming the agriculture sector into one that is modern, productive,
competitive as well as diversified. For instance, the government has introduced the National
Key Economic Areas (NKEA) to support the country’s economic development and
sustainability by transforming the agriculture sector from an inefficient, small-scale industry

into a large-scale agriculture industry (MPC, 2015).

Malaysia also aims to be an industrialised and developed nation by the year 2020. The
post-independence era has clearly transformed the Malaysian economy from being heavily
dependent on agricultural activities and primarily exporting commodities towards an open
export oriented and manufacturing based economy. Specifically, Malaysia aimed to achieve a
robust manufacturing base and products with higher value-added by becoming a knowledge-
based economy through transforming the Malaysian economy from an agricultural based

economy into an export market which is more diversified (Akoum, 2016). Before Malaysia



achieved independence, the colonists’ economic interest was in the trading of spices and other
primary commodities such as tin and rubber. Therefore, the colonists encouraged the
establishment of plantations such as Dunlop Plantation, Guthrie Plantation, and Harrisons and
Crossfield due to the rising economic importance of rubber. Rahim (2012) stated that the
agriculture sector became the backbone of the country’s economy ever since Malaya became
the world’s top producer of rubber, contributing vastly to export income and bringing in foreign
direct investment. Nevertheless, the agriculture policy in the past neglected the participation of
the people in the rubber plantations. According to Mustapha (1988), the locals were left behind
with only subsistence agriculture producing largely for domestic usage as well as consumption.
On the other hand, the British and other communities continued to expand their interest in

commercial agriculture production and exporting crops.

Agricultural development, in this sense, has been influenced by national economic
development plans to reconstruct a traditional small-scale, production based sector into a large-
scale agriculture industry. This is to ultimately reduce reliance on imported goods, create more
value-added products downstream and to increase productivity and competitiveness. Therefore,
the nation has to be more competitive in this modern and trade-liberal era to raise the standard
of living as well as economic growth. Figure 1.1 shows the chronology of the Malaysian Plans
from 1966 to 2020. The First Malaysia Plan (1966 to 1970) considered Malaysia as Peninsula
Malaysia, Sabah and Sarawak and was aimed to cultivate social integration among the various
peoples and ultimately improve the development of an economy in addition to the people’s

welfare.
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Figure 1.1: Malaysia Plan, 1966-2020 (Economic Planning Unit, 1966-2020)




The Second Malaysia Plan (1971 to 1975) focused on diversifying the crops grown in
Malaysia. The highlight of this plan was the initiation of the New Economic Policy (NEP),
which was outlined by the National Action Council (MAGERAN) to eradicate poverty
regardless of race through the creation of national unity. This was incorporated in the 20 years
of the First Outline Perspective Plan (OPP1). The involvement of the government started to
take place around 1970 to 1990 in developing rural areas. The objective of this plan was to
achieve a greater reduction of poverty and to increase the Bumiputeras’ economic interest as
well as in the restructuring of society. In rural areas, new land development, regional
development and in-situ development programmes grow into essential tools for reestablishment

and decreasing the poverty in rural and regional imbalances.

The third Malaysia Plan (1976-1980) was rolled out to modernise the agriculture sector
and expand labour intensive industries. It was also aimed at enhancing the role of the agriculture
sector in generating opportunities regardless of race to increase employment opportunities. This
plan increased productivity in existing smallholdings, expanded income as well as improved
the welfare of the rural population. Agricultural development was emphasised by opening up
new lands where significant investments were injected into the improvement of drainage and

irrigation to boost the production rate of paddy and other agriculture and food crops.

Development programmes and projects were the main priorities for the agricultural
sector in the Fourth Malaysia plan (1981-1986) as depicted in Figure 1.1. The First National
Agricultural Policy (NAP1) was implemented in 1984 and aimed to maximise the income of
various groups such as farmers, livestock holders and fishermen. Furthermore, the in-situ

development included the establishment of basic infrastructure and agricultural input as well as

10



