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I CT as engi ne of growth

S. Jai Shankar

A RECENT conversation with Frank-Jurgen Richter, the Wrld Economnic
Forum s head for Asian Affairs and co-editor of a recent book called
"Recreating Asia, Visions for a New Century', has produced an interesting
observation. The distinguished gentl eman points out that w thout a clear
focus on the IT sector and tools, there would be little chance for
countries in Asia to conpete effectively in the gl obal marketpl ace.

He notes that the IT sector could help junpstart econom es such as
Mal aysi a that are inexorably being sidelined fromthe major currents
i nfluencing today's econom ¢ grow h. Conpetitive advantage built upon
Foreign Direct Investnment (FDI) inflows and cheap | abour is fast |osing
its edge. Countries such as China and Vietnam can now assune that stance
far nmore effectively. Ml aysia as such has no choice but to evolve into a
sophi sti cated hi gh technol ogy- based econony that acconmpbdates a
significant services sector

The confl uence of factors such as inmnent |iberalisation brought forth
by gl obal trade foruns and regul ati ons such as the Wrld Trade
Organi sati on and ASEAN Free Trade Area (AFTA) plus changed econonic
climte post-1997 Asian economc crisis conpounds the problem Put sinply,
t he gl obal and regional economc clinmate has changed and along with it
Mal aysi a's | ong-term econom c fortunes.

A quick ook at FDI inflows, which have gone primarily into the
manuf acturing sector, reflects the growing malaise. It is estinmated that
Mal aysi a recorded a slight contraction in approved FDIs from US$ 5.5
billion in 2000 to US$ 4.8 billion in 2001. The drop was due to cutbacks
in multinational conpanies' investnents as a result of |ower globa
econom c growth prospects |ast year. This year the approved FDIs totalled
only US$568.2 nillion as of June. Considering the dismal global economc
forecast for the year, FD inflows are not expected to grow strongly in
the last two quarters of the year. In fact, AT Kearney's FD Confidence
I ndex survey for Septenber 2002 showed that Ml aysia was not even anong
the top 25. It was ranked 22nd in 2001 and 2000. This trend, sone
econom sts believe, mght not be a tenporary blip if the current growh
nodel is not fine-tuned.

Local econom sts such as Dr Cheng M ng Yu, who heads the econonic unit
of the faculty of managenent at Miltinmedia University, agree that there is
an urgent need to identify new strategies to drive the country's long-term
econom ¢ growth. However, they do not prescribe whol esal e change, but a
gradual approach | everaging on existing strengths. The idea is to continue
enphasising the I CT sector, albeit with a nodification in approach

One area that should be the focus is the IT solutions and services
mar ket. Recent research has shown that the IT solutions and services
sector has the potential to generate significant econom c growth. For
exanpl e, a recent survey by two United States-based consulting firms -

Sal l strom Consul ti ng and Nat han Associates Inc - revealed that every 10
per cent increase in the growh rate of I T spending rai sed G oss Donestic
Product (GDP) growth by 13 per cent. The study invol ved the econon es and
I T sectors of 28 countries. The gl obal market for IT products and services
was estimated at nearly US$1 trillion in 2001 and is projected to exceed
US$1.4 trillion by 2005.

However, the manufacturing sector, which forns the backbone of the
nati onal econony and has played an inportant role in the country's



industrialisation drive in the last two decades, is currently driven by
technol ogy exports such as sem conductors, electronic conponents and

peri pherals. In other words, Ml aysia' s manufacturing strengths lie in
hardware. And continued dependency on the | ead of multinational conpanies
(M\Cs) neans that there is an inclination towards the “soft' option of
Ori gi nal Equi pnrent Manufacturer (OEM production that can be highly
conpetitive, cyclical and give razor-thin margins.

“Furthernore, value-added ratios, i.e. output |less input, have not been
high. This indicates | abour-intensive assenbly operations of M\NCs, the
relative lack of vertical integration and diversification of MNCs and
| ocal conmpanies, as well as inadequate research and devel oprent
activities,' says Steven C M Wng, who heads the soci o-econom c t hink-
tank | NSAP and has done considerable work on ICT-rel ated projects
i nvol ving | ocal SMEs.

The governnent's actions and pronouncenents over the years have clearly
indicated its awareness of the situation. A case in point is the 2003
Budget, which stresses the need to grow the ICT solutions and services
sector. In fact, one of the basic objectives of the Miltinmedi a Super
Corridor (MSC) project is to ensure that it becones a new | aunch pl atform
for economc growh with enphasis on devel opnent of application/solution
technol ogi es. To sone extent it has shown positive results. Total sales of
MSC conpani es, which are primarily related to services and solutions, are
expected to growto nearly RVb.7 billion this year conpared with RMB. 4
billion in 2001. By year-end, the project would have created an esti mated
18,900 enpl oynent opportunities, 85 per cent of which are for skilled
wor kers and 88 per cent for |ocal workers.

Unfortunately, the MSC story has waned over the |last few years, perhaps
suffering fromthe “over-hype under-deliver' predicanment, as well as the
after-effects of the dotcom bubble burst. “Unfortunately, we are stil
waiting for proven global success stories to energe from MSC fl agship
applications, which are intended to help create the critical nass for
devel opnent,' Wing notes. According to him the flagship applications have
been slow to be inplemented despite the large investnents and | ong
i npl enent ati on period. Such setbacks have affected the growh of the |oca
IT services and sol utions market.

I T solutions and services sector

The Sal |l strom Consul ti ng and Nat han Associ ates Inc study, which was
conmi ssi oned by Mcrosoft Corp, also cited IDC figures which show t hat
bet ween 1995 and 2001 | ocal spending on software and I T services in
proportion to total IT spending has been stagnant at 31 per cent. This is
| ess than percentages recorded in India, the Philippines and Si ngapore.
The relatively small size of the local IT services and sol utions market
al so nmeans that it is not able to make a significant inpact on the
nati onal GDP or international trade. This should not cone as a surprise as
in 2001 the manufacturing sector not only contributed 32.8 per cent of CGDP
growm h but also made up 90 per cent of the country's exports.

The future does not | ook bright either. Although its contribution to
total IT spending is expected to increase rapidly to about 41 per cent in
2005, the segment's share of total IT spending will remain well bel ow
gl obal nunbers. According to IDC s survey, the percentages of current and
future estinmated gl obal aggregate share are 58.6 per cent and 63.9 per
cent respectively.

Furthernore, while IT spending in Mal aysia has risen since 1995, Laura
Sallstrom the head of Sallstrom Consulting, says the Ml aysian IT sector
is not benefiting fully fromthe growth-generating potential of spending
on software and | T services. ~One possible reason for the |ack of inpact
of I T spending is the ranpant usage of pirated software in the country,



she says. According to Business Software Alliance, the software piracy
rate in Malaysia is a high 70 per cent. "The existence of piracy hanpers
rei nvestment possibilities,' Sallstrom says.

If the IT solutions and services market bucks up, its potenti al
contribution can be huge. Malaysia's IT sector enployed 141, 600 workers in
2001, representing a growh of 10.7 per cent per year from 1995 - nore
than triple the rate of growth in total enploynment in Malaysia' s econony.
However, there is still anple roomfor growh. For exanple, India s growh
rate of IT sector enploynment was 15.9 per cent per year between 1995 and
2001, and the sector enployed 561,400 people in 2001

Sal | strom Consul ti ng and Nat han Associates Inc's study indicates that
enpl oyment in the software and services segnent of Malaysia's IT sector
currently accounts for only 7.8 per cent of total IT enploynent. The
positive aspect, however, is that job opportunities in software and IT
services are growi ng faster than opportunities elsewhere in the IT sector
According to IDC, enploynment in the software and I T services market will
grow by 18 per cent annually from 2001 to 2005. But again, by conparison
the software and I T services enploynent in India is expected to grow 20
per cent per year through 2005. Considering that the 20 per cent growth
for India is based on its population which is 50 tinmes bigger than
Mal aysia's, there is certainly a lot of catching up to do.

Chal | enges ahead

It is clear that |IT-based solutions and services need to be cultivated.
However, Wong says that nmaking “big bet' investnents |ike South Korea,
where all the chaebols such as LG and Sanmsung went into I T in a big way,
can be extrenely risky and hazardous. It can also be a major drag on the
econony. "~ The safest and best course of action is still to spur snal
private start-ups but with a liberal and inviting environnent created for
foreigners and locals with the talent, energy and skills,' Wng says. He
clains that at the nmonent, a large line is still drawn between these two
cl asses of people. Wing reasons that without this group of individuals,
the prospect of growth driven by ICT services and solutions would remain a
dream for Ml aysi a.

One way to bridge the gap, he says, is by ensuring that incentives
of fered to MSC conpani es should be given nationwide to all eligible
conpani es and individuals no matter where they are located. “Proportionate
funding (one-for-two, one-for-three) should be offered liberally to
serious investors in start-ups,' he adds.

Furthernore, local financial institutions have not proven thensel ves as
open to the idea of financing ICT-based initiatives, especially those
related to “intangi bl es' such as services and solutions. This reticence of
the | ocal banking sector to support the growing ICT industry, despite the
former recording an 18 per cent junp in pre-tax profits to RVA.5 billion
in 2001, is a sore point anong public policy makers as well as buddi ng
t echnopr eneurs.

The governnment has tried to circumvent the problem by establishing
institutions such as Mal aysia Venture Capital Mnagenent Berhad ( MAVCAP)
and Mal aysi a Debt Ventures Berhad (MDV). These organi sati ons have tota
fund strength of RM.1 billion. Thus far, MAVCAP has channell ed equity
financing to four local venture capital conpanies in the
t el econmuni cati ons and photonics sectors as well as biotechnology and life
sci ences.

MAVCAP has al so i npl emented several programes to develop | oca
technopreneurs and foster cooperation between the venture capita
community and | ocal research institutions to comercialise R& findings.
MDV, whi ch began operations on Aug 30 this year, provides an alternative
source of financing for know edge-based and technol ogy-intensive



i ndustries. However, both these organisations are not angel funders, which
are usually the lifeblood for technopreneurship endeavours.

The | ack of private-sector initiative is another cause for concern. In
fact, public-sector spending, driven by expansionary fiscal policies for
five years running, has been the backbone of econom c growh since 1997.
In his 2003 Budget speech, the Prine Mnister and Fi nance M nister, Datuk
Seri Dr Mahat hir Mhanmad, says that while total public investnent
increased fromnearly RVB2 billion in 1997 to RW9 billion in 2001, there
has not been a corresponding increase in private-sector investnent. In
fact, investnment by the private sector fell fromRWO billion in 1998 to
RVB4.5 billion | ast year.

In short, there is a pressing need for increased spending fromthe
private sector. Unfortunately, the local ICT sector is still reliant on
the public sector to fuel its growh. This over-reliance is evident from
the recent statenent by the Association of the Computer and Miltinedi a
I ndustry of Ml aysia (PIKOVW chairnman Looi Kien Leong, as reported by a
daily, that as the local ICT industry is facing a soft market, the 2003
Budget shoul d have enphasi sed stinulating the industry by increasing
i medi ate public expenditure on government |CT projects.

The Sal |l strom and Nat han study offers a three-pronged policy approach to
pronote econonmic growh - general investment policies, targeted software
and services policies, and online infrastructure.

In Mal aysia, there are conpelling reasons to nurture the IT sector and
pronot e econonic growth by aggressively focusing on policies targeted at
software and I T services industries and spending. Wat is now required is
the realisation of how inportant and urgent the change nmust come. The
nation's long-termecononmc well-being rests on it. W sinply have to be
earnest about it.
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