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Abstract

The term “investment climate” has various meanings.
A number of surveys on factors pertaining to
investment climate and research projects on factors
behind investment decisions (site selection) have
taken place. No report, however, has examined
investment climates from a business point of view,
including the concepts of “valuation” and “value
chain.”

In this report, we examine investment climates
through valuation and value chain frameworks, thus
offering new perspectives in the evaluation of
investment climates. Through our analysis, we
determine the characteristics of Japanese companies
in their evaluations of investment climates and
compare them to Western companies.

In comparing Japanese and Western companies,
we set out to make initial conditions as similar as
possible. We took Malaysia as a sample for a
common investment climate and designated the
electrical equipment and electronics industry as a
sample industry to survey. Our study confirmed that
Japanese companies in Malaysia evaluate investment
climates more narrowly than Western companies, due
to differences in the process of investment decision

making and differences in the missions of these
companies in Malaysia. Moreover, the study
identified that the Malaysian investment climate itself
is moving away from the view of Japanese companies
in their evaluation or perception.

Taking into consideration the recent expansion
of the value chain by some Japanese companies in
Malaysia, we suggest that these companies expand
their value chains to cope with this movement in the
investment climate.

Key words: investment climate, valuation,
Japanese/Western companies

Introduction

There have been a number of works on private FDI
activities and surveys on investment climate, which
are often used as reference for overseas expansion
strategies and local management.” Investment climate
factors considered in those reports and surveys,
however, vary between them. For example, IDA
(2002) based its principal analysis on such basic
factors as fiscal policy, financial stability and gender,
while those identified by the Japan Business Council
for Trade and Investment Facilitation (2002) included

more practical items including restrictions on foreign

* International Finance Department II , JBIC (at writing : Direct Investment Research Division, JBIC Institute)
** ABeam Consulting Inc. (The affiliations of the authors are those as of the date when the original Japanese version was

written.)

1 This report is a summary of the “Phase III Study of Asian Expansion by Western Corporations and Response from Japanese
Manufacturers,” a survey commissioned from ABeam Consulting Ltd., by the Japan Bank for International Cooperation. The
project surveyed foreign affiliates in Malaysia of the electrical equipment and electronics industries over the thirteen weeks
from September 10, 2003 to November 28, 2003. During this period, management personnel of seventeen Japanese and nine
Western-affiliated companies in the Penang and Kuala Lumpur regions were interviewed over the course of two weeks, in
addition to a questionnaire being collected from thirteen Japanese and ten Western affiliates in Penang. Japanese surveyees
ranged from integrated electronics companies to AV equipment manufacturers and semiconductor makers, while Western
surveyees mostly included companies in the fields of computers, semiconductors and electronic devices.

We would like to extend our most sincere thanks to those from the surveyed companies and other participants for their
gracious cooperation in the survey, while their names are kept anonymous for privacy reasons.



capital, requirements for technological transfer and
restrictions on land ownership.

These differences arise due to some approaching
investment climate from the viewpoint of economic
development of developing countries, and others
from that of day-to-day operation of local affiliates.
Regardless, however, past reports fell short of
evaluating the investment climate with consideration
given to such financial issues as days needed for
customs clearance affecting cash flow and, ultimately,
cost of capital, and few classified the investment
climate according to the different roles that each local
affiliate assumes, ranging from manufacturing and
sales to research and development, so that the same
locality in the same country may be classified
differently depending on the function of an affiliate.

This report is based on a framework using the
Valuation model to sort investment climate factors
into three categories, in particular those of sales,
manufacturing cost, and risk.” Within this framework,
we have compared the views of Japanese and Western
companies on the investment climate through the
analysis of data and information gathered from
surveys and interviews in Malaysia.* Our findings
include the fact that Western companies see
investment climate from a wider perspective than
Japanese companies and that, behind such a tendency,
Western companies aim to achieve broader expansion
of the value chain in Malaysia.

In Chapter 1, we illustrate the difference in
investment stance in Malaysia between Japanese and
Western companies. Chapter 2 then analyzes
differences in the breadth of view of the investment
climate between the two groups by contrasting their
decision-making processes and evaluation
benchmarks®. In Chapter 3, we reveal the mismatch
between the investment climate that Japanese
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companies seek in Malaysia and the actual situation.
Finally, in Chapter 4, we show that value chain
expansion is an effective measure for overcoming the
mismatch, and make specific suggestions.

Chapter 1: Current Status of Activity of
Japanese and Western Companies in
Malaysia

1. Japanese and Western Affiliates in
Malaysia

Let us start our discussion with an examination of the

background to Japanese and Western affiliates in

Malaysia in terms of 1) history 2) parent companies

and 3) local operation.

1) History

Both Japanese and Western companies first expanded
their operations into Malaysia in pursuit of
inexpensive labor for manufacturing labor-intensive
products. Thereafter, however, their policies diverged.
Western companies increasingly localized the
management and expanded the function of their
Malaysian operations in recognition of new potentials
of Malaysia. Japanese companies, on the other hand,
seem to continue to view the country as a source of
inexpensive labor. (See Figure 1.)

2) Parent Companies

Major Japanese electrical and electronic
manufacturers that have affiliates in Malaysia
develop, produce and market a very wide range of
goods including semiconductors, electronic devices,
PCs, AV equipment and home appliances. Most of
their Western counterparts specialize in electronic
devices and appliances, and include chip makers

represented by Intel, Texas Instruments, Infineon

2 Select reference materials on investment climate can be found at http://www.fias.net/investment_climate.html. Representative
studies of firms’ decision making on foreign direct investment include Lee, H.L. and Houde, M.F. (2000), Caves, R.E.
(1996), Dunning, J. (1997), Aggarwal, V.K. (1980), Lizondo, S. (1990), Petri, P.A. and Plummer, M.G. (1998). In Japanese,
the Japan Business Council for Trade and Investment Facilitation (2002) and JETRO’ s reference pages on overseas business
and investment. http://www jetro.go.jp/biz/world/ are abundant and useful sources of information. JETRO (2002b) and
Marugami et al. (2004) give comprehensive and insightful survey results. The JBIC Institute (2002, also available in Japanese)

offers a summary of these and other works.

3 In formulating this framework, references have been made to Tom Copeland, et al. (1994).
4 The survey and interviews were conducted in October 2003. The surveyees included thirteen Japanese and ten Western
companies, and interviewees included seventeen Japanese and nine Western companies.

5 These refer to so-called Key Performance Indicators (KPI).
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Figure 1
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Expansion of Japanese companies

In the 1950s, the weak yen and low wages drove

down exports of products made in Japan.

In the 1960s, Japanese companies started local
expansion in response to the import substitution
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Matsushita ElectricIndustrial (1965)

Background of expansion into Malaysia

Up to the 1960s:

Malaysia developed as a
primary commodity producer.

Western
companies

Expansion of Western companies

Before the 1970s, natural resource
companies from the rubber, gas and
petroleum industries had operations
in Malaysia.

Having been a U K. territory until 1957, Malaysia
experienced an increase in British proficiency
among its people and the development of a British
style legal system.
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Source: ABeam Consulting

Figure 2  Parent companies of subsidiaries in Malaysia: types of business
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Technologies and Advanced Micro Devices, PC 3) Local Operation

manufacturers represented by Hewlett-Packard and According to the categorization based on product life

Dell, and electronic manufacturing services providers cycles, Japanese electrical and electronic

represented by Jabil Circuit and Solectron. (See manufacturers that have operations in Malaysia

Figure 2.) typically specialize in products with relatively long
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life cycles and low cash requirement. Western
manufacturers, on the other hand, tend to focus on
products that require inventory management and cash
commitment, including semiconductors and PCs.¢
(See Figure 3.)

2.Decreasing Number of Japanese
Affiliates and Declining Performance
Satisfaction
According to “Survey Report on Overseas Business
Operations by Japanese Manufacturing Companies’,
JBIC Institute, 2002, some Japanese companies
decided to postpone business expansion in the Asian
region, including ASEAN-4 countries, over the
following three years on the ground that “cost
reduction is hard to achieve” and the same was
reported in the 2003 Survey.” In contrast, Western
companies have in recent years tended to be active in

investing and in expanding operations in the same
region and countries.

After growing by an average of 10% per year
from 1991 to 1998, the number of Japanese affiliates
in Malaysia has recently been leveling off or
declining. It peaked at 1,433 in 1998 and has
decreased by 6.5% during the subsequent five-year
period. (See Figure 4.)

Another survey report by the Japan Bank for
International Cooperation showed that performance
satisfaction of Japanese affiliates in Malaysia had
been on a downward trend since 2000. Evaluation of
satisfaction with profitability and with sales declined
from 3.37 and 3.11 in 2000 to 2.87 and 2.80 in 2003,
representing a substantial drop over the three-year
period (see Figure 5). According to the survey report,
the percentage of Japanese affiliates that responded
as intending to “reinforce or expand Malaysian

6 Due to these differences, Western companies exhibit stronger tendencies to expand the value chain and make a deeper
commitment to establishing efficient supply chains and improving cash flows in Malaysia. These points will later be discussed

in more detail.
7 Refer to Marugami, Takashi, et al. (2003) and ditto (2004).
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operations among ASEAN countries” has been
decreasing, while the percentage of those responded
as intending to “withdraw from or shrink Malaysia
operations” has been increasing® (see Figure 6).
Additionally, the JETRO Economic Research
Department reported in JETRO (2001) that 21.7% of
Japanese companies responding to their survey had
“plans to move manufacturing to China from other
parts of Asia, including Japan” (see Figure 7.). Future
business activities of Japanese companies in Malaysia
are thus seen to moderate, or at least not to intensify.

Figure 4  Japanese companies operating in Malaysia

—The number of Japanese companies operating
in Malaysia has been declining since its peak in 1998.

(Number of companies) 1.433 companies

1,500
oo,
1,300 | T
A 6.5% decline has been recorded
1,100 in the past five years since 1998.
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Annual growth averaged
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0 1 1 1 1 1 1 1 1 1 1 1
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

(Year)

Source: ABeam Consulting, based on data provided by JETRO Kuala
Lumpur.

Figure 5  Performance satisfaction of Japanese
companies operating in Malaysia:
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Source: “Survey Report on Overseas Business Operations by Japanese

Manufacturing Companies,” JBIC Institute, 2000-2003

3. Western Companies Seen to be
Increasing Activities in Malaysia

In contrast to the negative attitudes shown by
Japanese corporations to business expansion in
Malaysia, Western companies are increasing their
commitment and aggressively expanding operations
there. Executives from leading companies including
Intel, Agilent Technologies and Dell commented that
Malaysia played a central role in technological
Figure 6  Future directions for the Malaysian
operations of Japanese companies
J4PAREse —The percentage of companies intending to reinforce or expand

companies Malaysian operations has been decreasing, while the percentage
of those intending to withdraw or shrink has been increasing.

(The figures represent percentages of the respondents who stated an
intention to expand or strengthen Malaysian operations, those who stated
that they intended to maintain the status quo and those who responded that
they intended to withdraw from or reduce Malaysian operations).

"Maintain the current
levelof operations"

"Withdraw from or reduce
Malaysian operations"

"Expand or strengthen
Malaysian operations"

Percentages of y
the responding
companies (%)

633% 66.5%

311% —intention to

.. 262% wilhdrfiw or reduce
\- on the rise

—strong inertia to

maintain the status
quo

—~intention to expand
or strengthen on the
decline

56% 7.3%

2002 2003 2002 2003 2002 2003

(Year)

Source: ABeam Consulting, based on, “Survey Report on Overseas
Business Operations by Japanese Manufacturing Companies,”
JBIC Institute, 2000-2003.

Figure 7  Relocation of Japanese companies to China

—Increasing tendency to shift production bases to China

(21.7% of the respondents, or 141 companies out of
650 surveyed, said they had plans to relocate to China
between the fiscal years 2001 and 2004).

"Have plans to
relocate to China"

3 companies rﬁ l\‘é&
Indonesia =
Singapore

Source: JETRO, “FDI Strategy of Japanese Corporations in the Twenty-
first Century: Current Situation and Outlook,” 2001, edited by
ABeam Consulting

8 In the 2003 survey, the largest percentage (7.3%) of the responding companies answered that they intended to “withdraw

from or shrink operations” in Malaysia.



development, marketing and the supply chain,
showing their commitment to the country. (See Figure

8.)

4. Differences in Attitudes to Malaysia
Between Japanese and Western

Companies

The following summarizes the differences in attitudes
to business development in Malaysia between

Japanese and Western companies.

Figure 8

M Intel Corporation

“Malaysia is expected to remain cost-competitive
against other low cost countries including China,
India and Russia.”

“I expect Penang to continue to play an increasing
role in Intel's success, not just in manufacturing but
also in technical innovation.”

— Craig Barrett, CEO (August 2003)
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Japanese Companies

1) The number of Japanese affiliates in Malaysia
peaked in 1998 and has since shown a decreasing
trend.

2) Japanese affiliates have been showing an
increasing trend to withdraw from or shrink
operations in Malaysia.

3) Satisfaction with sales and profitability has been
declining in recent years among Japanese
companies operating in Malaysia.

Western companies Increasing Commitments and Activities in Malaysia

M Agilent Technologies M Dell Inc.

“To be a true business enterprise around the world,
not only do you need manufacturing but you need to
have R&D as well as marketing channels. Agilent is
as committed as ever to Malaysia with its excellent
business environment.”

“Malaysia, as the Asia-Pacific customer center of
Dell, plays a central role in our supply chain in Asia
linking manufacturing and sales.”

— Bill Sullivan, COO, (August 2002) — Michael Dell, CEO

Malaysia 7.790

Malaysia 5.000 Malaysia 1,600

Philippines | 5.984
Singapore 1
China [ 1227

@ Malaysia base is the largest in Asia.

@ Intel plans to invest $400 million and build
an R&D center.
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Source: ABeam Consulting

Figure 9  Excerpts from interviews

Japan [ 1900 ]
Singapore ]

Japan | 700
Singapore |_] 130

China | 530

@ Facilities in Penang play a critical role in
R&D.

@ Agilent consolidated manufacturing
locations in Asia to Malaysia.

@ Dell established APCC in Penang in 1966,
covering a wide range of functions from
manufacturing to call center.

@ In 2002, the company made a follow-on
investment to double the manufacturing
capacity of APCC.

Japanese
companies

Mal

ing operations in

v' Malaysia was a staging point in our foreign expansion, which started with

Taiwan and has now reached China and Vietnam. We will continue
ia, but have no plans for expanding the
value chain by incorporating R&D or marketing functions. (A major

Western

companies v We consider Malaysia appropriate as a target country under the “China-plus-one

strategy. The ASEAN countries have a total population of more than 500 million
and are considered a gigantic market. We cover the entirety of Asia and the US
from China and Penang. (A major PC manufacturer).

electronics company).

v/ Malaysia is no longer a low-cost center and will be home to medium to high value-

‘While we will continue to operate in Malaysia, a top management decision
has been made to principally focus new investment in East Asia upon
China. (A major i d electrical and electronics manufacturer).

From the standpoint of cash flow generation in the Western way of
thinking, Singapore and Malaysia may keep their advantage for another five
years, but China will have caught up by then. (A financial institution).

“At the present moment, there are still benefits to stay in Malaysia,” a
manager said. China certainly boasts low labor costs and other merits that
make the country a more attractive investment target than Malaysia. With
the current levels of infrastructure devel , however, it is i ibl
to shift all new investment to China. (A major integrated electrical and
electronics manufacturer).

To facilitate a timely response to quality problems and customer claims, the
R&D function should ideally be physically close to manufacturing, but in
the case of high-tech products such as semiconductors the idea is
impractical. (A major semiconductor company).

In audio components, company A, a major finished product manufacturer,

has concentrated manufacturing in Malaysia and supported our business.

But the situation will become very difficult if more electrical and

electronics manufacturers in Malaysia move their factories to China.

(*) PLM: Short for Product Lifecycle Management. It is a management technique that performs
integral management of the entire lifecycle of a product from planning, design, development
and production to post-sales support, and ion o ion and sales.
By doing so, it aims to shorten T periods, increase efficiency and
launch the right product that meets market needs at the right time.

added products. American companies such as Intel and Motorola already have a
history of more than thirty years in Malaysia and possess internally developed
talents with technical expertise. It is important to best utilize these people in the
future. (The American Malaysian Chamber of Commerce (AMCHAM).

The Malaysian operation used to be engaged only in R&D relating to
manufacturing processes, but has lately become involved in product design. In the
light of the cost of engineering labor and PLM(*) benefits, we aim to carry out
product R&D in Malaysia. (A major disk drive manufacturer).

China is not a threat to American cc operating in Malaysia. Due to regional
deployment issues, some operations started in Malaysia may be relocated to China,
but many US companies believe Malaysia and China each have different markets
behind them. Those companies that are in China are intending to tap into the
potential of the domestic China market, not to the lower cost. (The American
Malaysian Chamber of Commerce (AMCHAM).

Some US companies have recently moved their regional headquarters from places
like Hong Kong and Singapore to Malaysia, or upgraded manufacturing to produce
high value-added products. In contrast, some have moved out of the country, their
production of low value-added products and electrical and electronics
manufacturing processes, with high labor intensity and relatively low technical
content.

Malaysia abounds in excellent human resources, and US companies develop

did; for middle positions and send many Malaysians overseas
as local representatives. (The American Malaysian Chamber of Commerce
(AMCHAM).

Source: Interviews and various other materials, compiled by ABeam Consulting
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4) Japanese companies are reassessing the roles of
business operations in Malaysia in view of the
economic growth of China and changes in the
investment climate of Malaysia, including the rise
in wage levels.

Western Companies

1) Leading Western companies including Intel, Dell
and Agilent Technologies tend to make
commitments in Malaysia as a core for
technological development, marketing and the
supply chain.

2) Western companies are maintaining aggressive

business attitudes to Malaysia while showing
increasing willingness to invest in China.
These arguments could also be supported by
interviews with top and local management of
Japanese and Western companies (see Figure 9.).
Characteristically, Western companies are
aggressively expanding operations in Malaysia
along with a willingness to invest in China, while
Japanese companies are more or less maintaining
the status quo.

In the next chapter, we will discuss where the
differences arise between Japanese and Western
companies in their stance towards Malaysia, focusing
on 1) differences in the investment decisions of
Japanese and Western companies, and 2) Western
companies’ evaluation of the investment potential of
Malaysia and their plans to exploit it. (See Figure 10.)

Chapter 2: Analysis of Investment
Climate Evaluation by Japanese and
Western Companies

1. Framework of Survey and Analysis -
Appling Valuation model for evaluation
of investment climate-

In the previous chapter, we mentioned the difference
in business attitudes between Japanese and Western
companies. The former are poised to maintain the
status quo in their operations in Malaysia and their
satisfaction with profitability is declining, while the
latter, especially multi-national corporations, are
aggressive in their investment in Malaysia. In the
current chapter, we explore and analyze the
background and reasons behind this difference in
investment attitudes.

In the Valuation method, the net present value of
a business investment is generally defined as business
income, or future free cash flow determined by sales
and business cost, discounted by a factor that
incorporates the risk associated with the investment
as to potential profit generation. (See Figure 11.)

In conducting the survey, we paid special
attention to the difference of investment climate
factors that Japanese and Western companies each
weighed heavily in their investment decision making
regarding Malaysia. This is based on a belief that the
difference in importance of investment climate
factors should, in the Valuation model, reflect

Figure 10 Differences between the investment climate evaluation of Japanese and Western companies

Japanese . .
cOﬁpanies A negative stance toward Malaysia

Western . . .
companies An unwavering commitment to Malaysia

® The number of Japanese companies operating in
Malaysia has been on the decline since its peak in
1998.

® The percentage of Japanese companies intending to
withdraw or reduce has been increasing.

® Satisfaction with the performance of Japanese compa-
nies operating in Malaysia has been on a downward
trend in recent years.

e Companies are reevaluating the positioning of
Malaysian operations in a changing environment that
includes the rise of China and an increase in wage
levels.

® Representative Western companies including Intel,
Dell, and Agilent Technologies have shown their
unwavering commitment to Malaysia by positioning it
as an R&D and marketing center and a core link in

® Western companies have been maintaining a positive
stance toward Malaysia while showing an increasing
drive to invest in China.

Question . Where do the differences arise between Japanese and Western companies in their stance towards Malaysia?

® What are the differences in investment decisions between Japanese and Western companies?
® How do Western companies evaluate the investment potential of Malaysia and plan to exploit it?
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Figure 11 General framework of survey and analysis

Investment value

Financial benchmarks comprising investment value

Investment climate factors that influence
financial benchmarks (or key drivers)

Business income
(Free cash flow)

Investment value @

(*) The net present value of a
business investment is .
calculated as a projected future Risk
free cash flow, discounted by a .
factor that incorporates an (Dlscount factor)
appropriate level of risk
associated with the investment.

Source: ABeam Consulting

different financial benchmarks on which companies
place greater weight.” For example, if logistics factor
such as “transportation infrastructure” and “speed
of export and import procedures” are given greater
importance in the investment decision making
process, a company is thought to prioritize business
cost, or the finance cost for short term operation. If
the legal framework for intellectual property rights
protection is focused upon, a company is strongly
aware of risk pertaining to infringement of
intellectual property rights and therefore is regarded
as stressing business risk.

This survey report first sets out a framework that
relates various investment climate factors to relevant
financial benchmarks of Valuation model and uses
the framework to analyze differences in the
investment attitudes of Japanese and Western
companies” (See Figure 12.) The following sections
discuss the results of the analysis by explaining the
differences for each key financial benchmark - sales,
business cost and business risk.

@ Economic growth (GDP)

Sales @ Competitive environment and competitors
(Production) @ Market size and growth
@ Receptiveness to products of foreign companies

@ Wage (of direct labor)

@ Quality of assembly workers

Business cost @ Quality of design and development engineers

@ Salaries of design and development engineers

@ Political stability

@ Currency and inflation risks

@ Legislation for intellectual property rights protection
@ Development and transparency of the accounting system
@ Development and transparency of the legal system
@ Restrictions on land ownership

2. Relative Importance of Local Markets
From the results of the survey in Malaysia, Japanese
companies can be seen to place greater importance on
the market size and its growth of Malaysia and other
Asian markets, while Western companies are less
interested in those markets." It seems that Western
companies are operating in Malaysia with the aim of
exporting products worldwide, including but not
limited to ASEAN countries. This would explain the
relatively low interest they show in local markets.'
(See Figure 13. and 14.)

3. Relative Importance of Business Costs
1) Survey Results

There is a general tendency for Japanese companies
to put greater emphasis on the wage levels of direct
labor, while Western companies take into
consideration a wider range of cost elements among
the investment climate factors, including design and
development cost, transportation and inventory costs,
and administrative costs, as well as manufacturing
and processing cost. (See Figure 15.)

9 In that investment climate factors influence financial benchmarks, investment climate factors are referred to as key drivers of

financial benchmarks.

10 In this survey report, investment climate factors are broadly categorized into “state of the country,” “institutions and policies,”
“human resources,” “business environment” and “life and culture.” Lee and Houde (2000), translated by Konaka et al.
(2002), summarized them into six different categories, namely “market size and prospects for economic growth,”
“abundance of natural and human resources,” “physical, financial and technological infrastructure,” “openness to
international trade and access to overseas markets,” “integrity of regulatory and institutional framework and policies” and
“protection and promotion of investment.”

11 This may have been influenced by the fact that the Japanese companies that answered the questionnaire included many
component manufacturers serving assembling companies in Malaysia.

12 See Figure 1 for the history and background of expansion by Japanese and Western companies into Malaysia.
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Figure 13 Questionnaire results: Relationships
between exposure to local markets and
relative importance of investment climate
factors relating to sales - a comparison
between Japanese and Western companies

@ Japanese

Destination of products from Malaysia e
companies

———® Important
10 20 30 40 O Westem

companies

@The US and EU
@Asia

@Domestic Malaysia

Importance of investment climate factors relating to domestic sales in Malaysia

@Economic growth (GDP)

@ Competitive environment
and competitors

@Market size and growth

Western Japanese
companies companies

—Western companies sell mainly to ~ —Japanese companies sell mainly to
the US and European markets and Asian and Malaysian markets and
do not focus on investment climate focus on investment climate factors
factors relating to domestic sales. relating to domestic sales.

Source: ABeam Consulting, based on the questionnaire survey

2) Different Views on Costs

Based on the survey, let us compare the respective
ranges of cost factors that Japanese and Western
companies take into consideration in evaluating
investment climate. Business cost in the electrical and
electronic industry is broken down into principal
elements as shown in Figure 16. Japanese and
Western companies operating in Malaysia share the
same main objective of creating cost competitiveness
through overseas production. In expanding their
business overseas, Japanese companies care most
about materials procurement cost and manufacturing
and processing costs, which accounts for
approximately only 18% of the total business costs
and could both be driven down by low local wage
rates.

Western companies, in contrast, do not consider
low wages as a single source of competitiveness in
evaluating an overseas production plan, but typically
aim to reduce the total business cost, ranging from
product development cost to inventory management
and administrative costs.
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Figure 14 Manufacturing centers and product

destinations of Western companies

—Western companies divide the whole of Asia into three, and
give different roles to centers in China and Malaysia.

—The Malaysian center serves the markets of the US and EU
and ASEAN countries, with the strategic potential to cover
markets in the Islamic world.

SEAN $em Philippines
> Va

Islamic world

EU,d I?}?ia ppm— 7 The US
and the NS \\base '3
Malaysia, ==, /
Sinigapore ‘é =

PorY Indonesia

Australia and
New Zealand

Interview comments from Western companies

v/ The ASEAN countries have a total population of more than 500
million and are considered a gigantic market. We cover the whole of
Asia and the US from China and Penang.

(A major Western PC manufacturer).

v/ Malaysia and China each have different markets behind them.
(A major Western PC manufacturer).

Source: ABeam Consulting

3) Focus on Labor Costs by Japanese Companies
As stated above, labor costs continues to be an
important evaluation measure for Japanese
companies. According to a survey of Japanese
companies conducted by the JBIC, a majority of
respondents listed labor costs increase as a principal
management challenge in Malaysia, which indicates
that labor costs are among the most important issues

for local Japanese affiliates. (See Figure 17.)

From the 1970s through the late 1980s, for those
Japanese companies which were in search of
inexpensive labor and a shelter from the impact of

yen appreciation, Malaysia was a natural choice
because it afforded both. However, even today they

still seek the same benefit of inexpensive labor from
Malaysia, because the notion of Malaysia as a

manufacturing base is firmly set in their minds." (See

Figure 18.)

4. Relative Importance of Business Risks
1) Survey Results

According to our survey, awareness of risk measures
is generally higher among Western companies than it

is among Japanese companies. Western companies

13 In this respect, we will later discuss changes in the position of Malaysia as an investment target.
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Figure 15 Questionnaire results: Levels of importance in cost-related investment climate of Japanese and Western companies.

Japanese —Tendency to attach —No significant

@ Japanese companies Western

& Wester companics companies more importance to companies dlfference of
I labor costs importance among
mportant different factors

T3 &35 Sas 33

Importance of 2.0
investment 21
climate factors 1.0
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Design and development Materials procurement Manufacturing and processing ~ Transportation and inventory Administration

Source: ABeam Consulting, based on the questionnaire survey

Figure 16 Structure of operationg costs in electrical and electronics manufacturers

Areas of main interest

Western
companies

Taxes
Inventory -

Other  Logistics costs 77|:]' Depreciation Total
administrative _costs [ | business

Manufacturing costs costs
and processing
Materials 1~10%*

Wages of local direct labor influence

Design and 0 18% of the total business costs.*2 JdpaneSe
development 501"/ K companies
costs 0
__ b 1

’ 5%~

10%*

costs.

Source: ABeam Consulting
*1 Figures represent the central tendency of each cost as a percentage of business cost (total cost), estimated by ABeam Consulting based on interview

results and financial statements of Japanese electrical and electronics manufacturers.
*2 According to the input-output table published by the Ministry of Economy, Trade and Industry of Japan, personnel costs, including that for both direct
and indirect labor, accounted for 18% of the total costs in the electrical and electronics manufacturing industry.

Figure 17 Management issues in Malaysia as Figure 18 Interview comments
perceived by Japanese companies

Interview comments by Japanese companies
indicate their keen awareness of labor cost issues.

2002 2003

Political and social situations  28.6% Severe competition with other firms 47.6 % v In the decision making process for FDI, we first consider
labor costs, followed by procurement cost of materials. (A
major Japanese integrated electrical and electronics

Severe competition with other firms 25.0% Increase in labor costs 23.8% I

Foreign capital restrictions 25.0% Foreign capital restrictions 23.8% manufacturer).
S(Z?;;;%ge;felﬁcélvg?our 25.0% §§.§2§§§ Tfaﬁ‘s‘affﬁi;gs“and 19.0% v/ Currently, labor accounts for 6-7% of the total expenses,
repatriation of funds but continues to be perceived as an important cost item. (A
I Increase in labor costs 21.4% { Higher taxation 19.0% Japanese electrical and electronics manufacturer).
v/ We came to Malaysia primarily because of the expansion
Source: ABeam Consulting, based on “Survey Report on Overseas of a finished product manufacturer to whom we sold. The
Business Operations by Japanese Manufacturing Companies,” second reason was low labor costs. (A major Japanese
JBIC Institute, 2000-2003 component manufacturer).
This result may have been influenced by heightened interest in political
and social situations in 2002, triggered by the 9/11 terrorist attacks and 7

the retirement of Prime Minister Mahathir.
Source: ABeam Consulting, based on interview results
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<Column 1> Changes in performance evaluation measures

Japanese . .
compani¢s Performance evaluation measures in Japan

Figure 26 illustrates changes in the principal performance evaluation measures that Japanese and
Western companies have used. Even though an increasing number of Japanese companies have recently
been adopting cash flow-based measures of enterprise value, including EVA, at an enterprise level, such
measures are not widely utilized at business unit or subsidiary levels. This is possibly due to the fact that
their Malaysian subsidiaries are primarily positioned as manufacturing bases and preclude the need to
introduce overall management measures as mentioned above."

Figure 26 Changes in performance evaluation measures

Western . .
companies Performance evaluation measures in the US

M Dominance of indirect financing in the form of bank loans

- “Ordinary income” after deducting finance costs, which
represents returns to creditors, measures the extent to which the
expectations of the lenders have been met.

+ Financial institutions, the lenders, explicitly expressed their

“Ordinary income” as the key measure 1960s

M Era of final profit/EPS maximization
+ Companies sought after the maximization of net income and EPS
(earnings per share) through scale expansion, and many formed
conglomerates.
- Companies acquired or merged with businesses in non-core areas of the
process, resulting in rapid decline of profitability.

unwillingness to extend loans in the absence of sufficient levels

of ordinary income.
i 1970s

H Introduction of ROE/ROA
- In response to failures of scale expansion by conglomerates, ROE and
ROA were introduced as new evaluation measures that emphasize capital
efficiency.
+ At the same time, institutional investors started to demand management
efficiency in large corporations. This helped spread the use of ROE/ROA

M Rise of direct financing

+ Cost of capital is measured as ROE, which represents the
expected return from income and capital gains to investors, or
suppliers of funds.

- Investors, as suppliers of funds through direct financing, will

ROE as a new measure 1980s

as key measures.

B Dominance of cash flow
+ Both ROE and ROA measures were based on accounting profits and able
to be manipulated through changes in accounting standards or debt and
equity ratio. For this reason, cash flow measures came into focus as
alternatives not subject to management discretion.

sell their share holdings or refrain from establishing new
positions in the event that they do not expect satisfactory levels

v

Japanese companies are starting to adopt
Western-style evaluation measures.

Source: ABeam Consulting

of ROE (expected return). 1990s

+ The quickest way to increase cash flow was M&A. Corporate
management became increasingly occupied with money games and the
real US economy was weakened.

M Increasing use of EVA
+ Many US blue chip companies including Coca Cola, AT&T, Eastman
Kodak, and CSX have introduced EVA as a new managerial index,
followed by their European counterparts.

v

Western companies have set the trend in
adopting new management measures.

are keenly aware of risks associated with piracy and
other infringements against intellectual property
rights in investment target countries. (See Figure 19.)

This can be partly explained by the fact that
some Western companies have transferred product
development and design functions to Malaysia. At the
same time, Western companies generally exhibited

strong interest in accounting and legal systems that
have an importance on local management risk.

Knockout (or critical risks) factors for business
operations, such as security and political stability, are
high on the list of both Japanese and Western
companies.

14 During our interview at one of the electrical and electronic manufacturers, the respondent said, “Profit margin and cash flow
are key criteria for evaluating local operations. We considered introducing EVA a few years ago but decided not to on the
ground that EVA was a benchmark that was derived from the results of a business operation, not a benchmark against which
one could measure performance and act accordingly. If you tell people on the floor to improve EVA, they do not know what to
do and there will be no improvement. Rather, they understand and respond better to calls to lower costs, reduce inventory days
below a certain number, and so on. That is, local management goals should be simple. Thus, EVA was turned down.” This
situation would likely change as local operations start to assume multiple functions including logistics, customer support, and

research and development, in addition to manufacturing alone.
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Figure 19  Questionnaire results: Levels of importance in risk-related investment climate evaluated by Japanese and Western companies

Degree of importance

@ Japanese companies
< Western companies

Investment climate factors relating to

K X Not important
business risks

1 2
L I

Important

@ Legislation for intellectual property rights protection |

@Social norms against piracy
@Restrictions on land ownership

@Religious and ethnic / awareness

Strong awareness of risks with regard to the
infringement of intellectual property rights.

@Development and transparency of the accounting system

@Development and transparency of the legal system |

Japanese

@Custom of bribery companies

|

@Foreign exchange policy and inflation
—Relatively low interest in

Both Japanese and Western companies are

@Public safety factors relating to intellectual ‘ keenly aware of risk factors directly linked to
property rights, laws, 37 the state of the nation.
@Political stability regulations and institutions. a
. 3.7
@Employment practices } | i ij ;
S ) . estern
(dismissal, working hours, labor union) companies

—Western companies are
generally more risk conscious.

Source: ABeam Consulting, based on the questionnaire survey

Figure 20 Differences in relative importance of risk factors in the investment decision making
process - a comparison between Japanese and Western companies.

Investment decision
making entity

Site selection >

Investment execution and
post-investment risk management

Investment planning >

Measures and responsibilities Local management is responsible

Japanese Manufacturing division

COMPpAnies / The division often lays out a
plan in cooperation with the
planning department.

Qualitative risk evaluation

v/ Risk evaluation is often only
qualitative in nature. For example,
evaluation of site selection is
sometimes given only on a yes-or-no
basis.

for risk management are left ambiguous.

v/ Measures and responsibilities for managing the
situation in the case that anticipated risk events
should happen are left ambiguous.

v/ Plans are typically vulnerable to
fluctuations in demand.

for improvement in quality,
cost and delivery (QCD).

v A manager with factory
management expertise holds
responsibility for QCD
improvement.

Specialist team and

Western top management

companies L .
P v FDI specialists and outside experts

evaluate a plan with the involvement
of top management.

v/ Local affiliates do not participate in
plan development because of a lack

Quantitative risk assessment

v Knockout factors, such as political
instability or severe restrictions on
foreign capital, are the focus of the
assessment.

v Benefits of investment and risks are
quantitatively analyzed by using NPV,

Risk minimization efforts

v~ Companies proactively negotiate with
the local government to minimize risks.

v/ Risk management plans are developed
for all conceivable risk events, with
conditions for withdrawal clearly
defined.

Management of business risks

v~ Top management of local affiliates is
primarily held responsible for the
overall business risks of the operation.

v Internal audit teams carry out regular
examinations of the operating
performance and financial condition of

of objectivity. etc.

the local operation.

Source: various interviews

2) Different Risks Evaluation Frameworks in the
Investment Decision Making Process

In this section, we discuss how Japanese and Western

companies evaluate risks in their investment decision

making process. (See Figure 20.)

Decisions in Japanese companies as to their
foreign direct investment are primarily made by
business units (manufacturing divisions). Risk
evaluation is often only qualitative in nature. For
example, evaluation of site selection is sometimes
given only on a yes-or-no basis.

Western companies usually have a team of
specialists in foreign direct investment involved in the
evaluation process and often retain outside experts to
obtain an objective and expert opinion on investment
risk and return, reflecting their strict attitude to these
issues. As with business risks, country risk is often
quantified and incorporated into a discount rate to
calculate the net present value of an investment.
Some companies even negotiate with the local
government at the feasibility study stage, prepare
measures against all potential risks and define the
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<Column 2> Investment decision-making process
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Differences in the investment decision making process between Japanese and Western companies are
depicted in Figure 21, based on interviews and other materials.'* Decisions in Japanese companies as to
their foreign direct investments are primarily made by business units (manufacturing divisions), while
Western companies usually have a team of specialists in foreign direct investments involved in the
evaluation process and often retain outside experts to obtain an objective and expert opinion on
investment risk and return.

In the evaluation process, Japanese companies often draw upon investments made by competitors
as a reference, and rely on cooperation from advisors including trading companies. Western companies,
in contrast, make an analysis based on their individual conditions in order to differentiate from other
companies and strengthen their competitiveness. For example, a major semiconductor company
conducts their evaluation in two steps, first by checking knockout factors, i.e. critical factors that can
make or break the investment, and next by making an objective analysis using a cash flow model and
other tools.

Lastly, in implementation planning, Western companies “think on the run” filing applications and
negotiating incentives from an early stage of evaluation. Japanese companies, on the other hand, tend to
be more cautious. They take time in evaluation and wait until plans are definite before starting incentive
negotiations. Depending on circumstances, however, they will likely need to be more proactive by
lobbying local governments, investment promotion organizations, and other bodies to improve the
investment climate.

Figure 21 Differences in investment decision making process

v/ Business units ( in;

v/ Evaluation before initial

Japanese
companies

divisions) take the lead

v/ Participation of the planning
department

v/ Evaluation periods could be
as long as one to two years

screening takes as long
as one to two years.

v'Tendency to rely on
cooperation from
advisors, including
trading companies

v/ Reviews, more often then not qualitative
i nature, are conducted only from those
items, which are relevant to investment
objectves, such s low wages,

v/ Actions and plans of others

companies are highly sensitive
to the actions and plans of
competitors and peers).

v

Companies negotiate with

local governments with
great care and attention.

v A deliberate review is
made before filing an
application.

v/ Measures and responsibilities for managing

the situation in the case that anticipated risk
events should happen are left ambiguous,
v/ Plans are based on actual
developments and thus not
radical in nature.
v/ Plans are typically vulnerable
to fluctuations in demand.

Decision | Evaluation process > | I i i
;i mplementation plannin;
making AN Decision P p J -
entity and |( . 5ie Aunedlon dontion
A can ites investment N s H
o 5 2 : egotiations
evaluation | \ selected Initial screening final review site ith & _ evelopment of
period with governments risk control measures

v/ The logical conclusions of an
evaluation process may sometimes
be overturned by emotional
intervention of top management

v Collective decision making takes time,
requiring circulation of a request for
approval to as many as ten managers.

v/ FDI specialists

v/ Participation of top management

v/ Outside experts

v/ Qualitative knockout
factors, such as political
instability or severe

Vv A wide range of items
including logistics and
market environment are

v/ Active negotiations are
conducted as to what
incentives will be available

v/ Risk management plans are developed
for all conceivable risk events.
v/ Companies proactively negotiate with local

v/ Decisions are made from the
financial viewpoint considering
investment cost effectiveness.

Western restrictions on foreign comprehensively on and after expansion. __ governments to minimize risks and gain , Plans require quick payback
companies v/ Local subsidiaries do not capital, are the focus of reviewed. v/ An investment application is concessions to their advantage, such as a within one to three years.
P participate in plan the assessment.

development because of a
lack of objectivity

v/ Decisions are made within
three to six months

Source: various interviews

VE ion is

v/ Quantitative analyses of
investment cost

conducted according to best
practice guidelines prepared by
consultants or other experts.

effectiveness are
conducted using a cash
flow model and other
toals.

filed while the plan is further
reviewed for i i

ban on unionization in high tech companies,

v/ Requests made at the negotiations
are concrete and logical (e.g.
increased frequency of direct flight
service from three per week to four).

v/ Conditions for | are
simultaneously defined.

v/ All measures are considered
inordertoimplement
strategies and achieve goals.

v/ No piecemeal investment is
made and an entire plan is
immediately implemented.

/ Investment decisions can
be expedited by approval
from only a few executives.

responsibilities of each manager clearly.”” Risk
management on a post-investment basis is also cited

15 According to interviews by the authors. See Figure 21 for details.
16 A respondent from a Japanese electrical equipment manufacturer stated that there basically are no differences between
Japanese and Western companies in respect of their investment decision making process. Our focus, however, is not on the
formality of the process, but on the actual key factors that influence such decisions. It should be noted that we do not mean to
suggest the relative merits of Japanese or Western companies.

local affiliates.

as a principal responsibility of the top management of



50 Report on a Survey of Investment Climate Assessments by Japanese and Western Electrical Equipment and Electronics Companies in Malaysia

Figure 22 Comments on risks by Japanese and Western companies

jdpanese  Risk evaluation is qualitative Western

; . .. Risk evaluation is quantitative and specific.
companies and amblguous. companies q p

v/ The current issue is that the risks of demand decrease are not well  In investment evaluation, we try our best to quantify various risks and reflect them in the

considered in the investment evaluation process. If we had given a process in such forms as discount factors. There are cases where investment decisions are
little more attention to that risk, we could have decided to reign in made incorporating the evaluation of (real) options as to how follow-on investment and
the investment amount. In the future, we need to be able to withdrawal in the future could be decided and implemented.(An industry source).

quanufy ‘he risk in evalua.tmg Investment opportunities. v The profitability of investment is controlled at the local subsidiary level by
(A major integrated electrical and electronics manufacturer). strictly requiring the clearance of the hurdle rate set by corporate headquarters.

. L X X (A major Western PC manufacturer).
v Ideally, risks should be quantitatively evaluated but, in practice, we

stop short of it.
(A major integrated electrical and electronics manufacturer).

V" Employees of the subsidiary have been increasingly localized, including top
managers, while central corporate control of performance and profitability is
reiterated by assigning numerical goals and closely monitoring subsequent
achievement.

(A western manufacturer).

v/ In the event that there is little hope that a subsidiary can improve its rate of
return to the levels originally expected, we do not hesitate to close it down or
even withdraw from the business.

(A major electrical and electronics manufacturer).

Source: Interviews and other materials, compiled by ABeam Consulting

Figure 23  Questionnaire results: Relative importance of financial Figure 24 Interview comments
benchmarks in the investment decision making process - a

comparison between Japanese and Western companies, cﬁg;n:uﬁs v ROA is the official benchmark for investment decision making used in
the internal approval process. In reality, however, our focus is on such
w - Western companies focus on Japanese companies focus issues as reduction in manufacturing costs or operating profit per
companies comp rvelh enst V € ey alu a tion of pn Cos!—orlented measu‘res product. (A major Japanese electrical and electronics manufacturer).
profitability and risk, including NPV. including manufacturing

v/ Recently, we have introduced an EVA-type performance measure on the corporate

Important level, but operating profit remains the investment decision making benchmark
@ Japanese companies (A major Japanese i d electrical and el i ).
. 3.0
< Wester companies v We predominantly focus on the reduction in ing costs, and little regard

is given to other t ks such as payback period. (A Japanese f ).

. V' We do not utilize benchmarks for investment decision making that
Not important 1.0

incorporate the idea of NPV. (A Japanese manufacturer).

. Payback ][ o,;emung][r»ianﬁammg]m
Coverage of financial benchmarks [ NPV }[ period margin cost

Business
income

v Western companies have adopted EVA and other evaluation measures under

Sales

Business f o I
costs Manufacturingoostsl @ W o v

pressure from vocal shareholders. (A major Japanese component manufacturer).

L US companies started to adopt the EVA measure in the 1980s. Business

value Working capital

evaluation based solely on ordinary income lacks the viewpoint of

return on capital. (SRC report).

Taxes _____

Investment costs 7
Source: ABeam Consulting, based on the questionnaire survey
3) Case Studies: Risk Evaluation recognize risks but only on a qualitative basis, and
Case studies of the risk evaluation of Japanese and those risks are often not reflected in the financial
Western companies were conducted based on analysis upon which an investment decision shall be

interviews, and their results are summarized below. based."” (See Figure 22.)
Generally speaking, Japanese companies do

17 As a result, post-investment risk tends to be loosely managed. This view was supported by a comment from a Japanese
company that pointed out low awareness of risk as a cause for deterioration in the results of their overseas operation. There
was a case where a company implemented an FDI plan based solely on revenues from one prospective client without taking
into account the risk of reduced demand from the specific client, and consequently suffered a significant loss.

At a Western company, in contrast, a manager in charge of investment planning was not held liable for the consequences of
risk realization but actually promoted, as the manager had conducted a thorough examination of latent risks for the plan.

18 The following is the explanation of each benchmark.

Net present value (NPV) refers to the present value of future cash flow, discounted by a rate that incorporates time and risk
factors.

Payback period indicates the number of years necessary to recoup initial investment. Time value of money and risks are not
taken into consideration.

Operating margin is a measure of profit that is calculated as gross profit less sales, general expenses and administrative
expenses, and which indicates the profitability of a business.

Manufacturing costs include costs of raw materials, labor, logistics and administration.
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Figure 25 Summary: Differences between frameworks for investment climate evaluation of Japanese and Western companies
Japanese Western
companies companies
Sales Focus on Malaysian and neighboring markets ~ Production targeted to markets worldwide
Operating (Production D - Products are targeted at the Malaysian and - US and EU markets are targeted in addition to
volume) other markets in Asia domestic Malaysian and Asian markets.
T
(F‘f‘l’e cash Focus on local labor costs Balanced weight placed on various evaluation measures
oW .
) Business + Labor cost is the primary concern. + Financial benchmarks, including design and development
Investment costs - Attention to design and development and and administrative costs, are c hensively evaluated.
- administrative costs are lower. + Cash flow generation i also focused upon through atenion tofems such s nventory costs
Risks Ambiguity in risk evaluation Measurement, evaluation
; and management of risk
(Discount L o .
4 - Risk is qualitatively evaluated (yes-or-no basis).
rate) - Risk management processes are not well defined. - Risk is quantified and reflected in financial models.

« Risk is constantly monitored and strictly controlled.

Performance evaluation measures D

Focus on manufacturing costs

+ Manufacturing costs are used as a direct measure
of the value created by a manufacturing center.

Focus on net present value (NPV)

* The investment value of overseas operations is calculated by incorporating a
wide range of financial benchmarks and comprehensive measures that
represent such evaluation and play key roles in investment decision making.

Malaysia is recognized by most as being a . . . .
. . . Top management is committed to investing in
manufacturing base under the direct control

of the manufacturing division.

and managing offshore subsidiaries.

Source: ABeam Consulting

S5.Summary: Investment Climate
Evaluation and its Relationship with
Selected Financial Benchmarks

Differences in stance in evaluating the sales, business

costs and business risks, manifest themselves as the

difference in the financial benchmarks which
companies focus on. According to our questionnaire
survey, Japanese companies emphasized financial
benchmarks such as operating margin and
manufacturing costs, which are greatly affected by
labor costs. Western companies, however, prioritized
financial measures that show comprehensive business
performance, including net present value and payback
period. In other words, the scope of investment
climate evaluation is greatly influenced by what
financial goals a company pursues. (See Figure 23,
24 and 25.)

Chapter 3: Malaysia - History and the
Future

1. Asian Countries as Manufacturing
Base

1) Classification

In Chapter 3, we found that Japanese companies in
Malaysia focused on manufacturing costs, especially
labor cost, while Western companies stress total
business cost and levels of risks expressed in a
discount rate. We now make a comparison between

these evaluation methods and the actual investment
climate in Malaysia.

In Figure 27, labor costs, the main focus of
Japanese companies, is measured on the vertical axis.
Risks, in which Western companies lay emphasis and
which is represented by country risks with multiple
effects on business performance, is measured on the
horizontal axis. The chart will be utilized for
mapping various Asian countries according to their
attributes as manufacturing bases.

As a general rule, a country moves from upper
left to lower right on the chart as its economy
develops and matures. At an early stage, when its
economy is still immature, a country will be mapped
in the upper left corner of the chart, where
inexpensive labor can be effectively utilized in jobs
with a low skill requirement such as assembling. As
the economy develops and business infrastructure is
improved, country risks decline and labor costs rise,
gradually moving the plot of the country on the chart
toward the lower right, ultimately to the point where
companies are required to build their competitiveness
on an enterprise-wide basis across many functions,
not solely on low wages.

Using this framework, we mapped various
countries on a chart and divided them into five
groups according to their attributes as manufacturing
bases.” (See Figure 28. and 29.)

19 The positions are for illustrative purposes of contrasting various countries, and are not based on precise definitions.
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2) Investment Trends in Countries in Different
Positions

Report on a Survey of Investment Climate Assessments by Japanese and Western Electrical Equipment and Electronics Companies in Malaysia

Figure 27 Positioning as manufacturing center

(low)
. S RN - " »
Investment trends in some countries in different e N Attractive for siting a production
. . . . . . Compeitiveness based on center (with fears of future
positions are summarized in Figure 30. Vietnam, in inexpensv b increase in labor costs)
position 1, for example, is experiencing an increasing ‘e~ ‘e
flow of Japanese transplants attracted by inexpensive —
labor and industrious people. Korea, in position 2, has . Development and maturing of economy
o
transformed from a labor-intensive investment site to o
]
a knowledge-intensive site, laying a foundation for o -
. . Unattractive for siting s ~.
attracting controlling hubs. Eastern European a production center Competitiveness
. . .. . . based on well-developed
countries in position 5 enjoy an evaluation of business infrastructure
moderate business risk with low labor cost, S~
increasingly attracting direct investment from >
. . (High) i 1
Western corporations that include automakers and Country risks (low)
electrical and electronic manufacturers. Source: ABeam Consulting
Figure 28 Positioning of various countries as manufacturing centers®
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country risks
Source: Analysis by ABeam Consulting, based on data from R&I Country Risk Survey 2003 and IMD: The World Competitiveness Yearbook 2003

20 Labor cost (vertical axis): Each country was plotted based on labor cost of workers in the manufacturing sector published as
Business Efficiency - Compensation Levels in IMD (2003).
Country risk (horizontal axis): Country risk is a benchmark that measures risk associated with carrying out manufacturing
activities through direct investment in a given host country, and is meant to reflect the comprehensive political and economic
situation of each country. It was planned based on overall country risk rating calculated from data by Rating and Investment
Information Inc. (2003). The calculation incorporated a total of fifteen factors, including risk of civil strife and revolution,
political stability, industry maturity, fiscal policies, risk of war, external solvency and foreign exchange policies. The rating
was scaled to a maximum of 10.0, and risk of each country was so rated that a larger index number indicated a lower risk
level. Japan was not included in the above mentioned analysis, and was assumed to represent the same level of risk as other
major industrialized countries.
Countries subject to positioning: Countries subject to positioning were selected from ASEAN-4 countries, NIES-4 countries,
G-7 plus Russia industrialized countries, three Nordic countries, Central and South American countries, East European
countries, Oceania countries, and countries in other regions including Africa and the Middle East. From the countries listed
above, those which 1) have no comparable statistical data available for the same time and based on the same standard as the
others, 2) take extreme values in comparison to the other countries, i.e. countries with the hourly wage of workers exceeding
USD20 and those with country risk rating at or below 4.0, were excluded.
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Figure 29 Characteristic of each position

Characteristic of each position from companiess' viewpoin

B Charcteristic of Position

@ Company's Action & Measure

@ Base specialized in low cost labor manufacturing

A country in this position is suitable for manufacturing processes that utilize inexpensive labor without specific
skills, including the assembling of technically mature products.

A base located in this position mainly employs labor-intensive processes, and precise field management, e.g.
compilation of workflow in a manual, is critical. The value driver of this position is cheap labor, from which
many can benefit in common by expanding into the country, and companies can model their expansion on that
by predecessors, which have already taken the step for the same objective.

@ Base which exploits comprehensive competitiveness in production

This position makes the best of moderately educated human resources and reasonably developed business
infrastructure. In comparison with position 1 above, labor cost is less competitive.

This position enables a base to integrate a wide range of functions related to manufacturing, including design
and logistics, which was difficult for a base in position 1, and to create overall cost competitiveness. It is also
advisable to develop an efficient supply chain inside and outside the company, the latter in cooperation with
local partners in supporting industries in order to utilize the industrial accumulation that occurs in this position.

@ Base which seeks value-added production by leveraging matute infrastracture

This position is unsuitable for labor-intensive processes, including the assembling of mature products, due to
high labor costs.

Low business risks enables the location of a base producing high value-added, key components that require cutting-edge technologies and massive
capital expenditure. With unmatched availability of engineers and workers with strong technical expertise thanks to higher educational and income
standards, a country in this position is suitable for knowledge intensive functions including R&D and designing of leading edge products.

@ Bases for special needs - Companies usually don7t invest into this area unless they have special reason

Due to high levels of both labor cost and country risks, this position is not usually fit for locating a
manufacturing site.

In the case in which a company is to select a country in this position for locating a manufacturing base, there must be a clear advantage that is
unsubstitutable in other countries or strategic significance to the company. For example, Intel conducts front-end processes in semiconductor
manufacturing and develops their mainstay products in Israel because that country has a large pool of world class researchers and engineers.

7
’ @ Base for reaping short-term production

The situation in which both wages and country risks are low makes a country in this position attractive in the short term for locating a
manufacturing site. Since labor costs and country risks are positively correlated in general, this situation is unlikely to persist for long. The active
development of investment incentives and business infrastructure by the government, however, sometimes places a country in this position for a
limited time. Some examples include Chile, the Czech Republic, and Portugal, in which Western companies have recently been actively investing.
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Country risks (Low)

@ Prior to expanding into these countries, a company needs to prepare measures to be taken in response to future wage increases.

Source: Analysis by ABeam Consulting

3) Basic Investment Principles According to
Different Positions
As a manufacturing base, each position possesses a
different source of competitiveness. In making
foreign direct investment, one must clearly
understand the differences among positions and
ensure that the type of business, organization,
evaluation framework and staffing best suit the
investment climate in a given position. For example,
in investing in a country in position 1, local control
for risk management is indispensable. Evaluation
should be centered on manufacturing cost. In shifting
to position 2, effective expansion of the value chain
holds the key. This, in turn, necessitates
transformation of the evaluation framework to one
based on total costs and overall business efficiency, in
which local operations are rated according to their
productivity and certain authority is delegated to
local management in order to promote autonomy.
Excluding the exceptional positions 4 and 5, the type

of business and organizational structure that best fit
each position are summarized in Figure 31.

2. Changing Position of Malaysia

In the framework as depicted above, the position of
Malaysia has been changing like many other
countries. We now examine this by looking at how
the labor costs and risks of the country have shifted.
In recent years, labor costs in Malaysia has been
steadily rising, making it increasingly difficult to
attain cost competitiveness based on low wages (see
Figure 32). At the same time, the country risks of
Malaysia, despite temporary fluctuations, has been on
a long-term declining trend (see Figure 33.). These
observations lead us to believe that Malaysia has been
moving from position 1 to position 2. (See Figure
34.)

3. Summary
In this chapter, the positions of different countries as
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Figure 30 FDI developments

in countries / regions in different positions

~
~
\A

Indonesia

Abundant work force and low wages used to
make this country an attractive investment
target prior to the outbreak of the domestic
conflict, which increased its political risk.

Vietnam

Large electrical and electronics
manufacturers and others have been
expanding into this country in pursuit of
inexpensive labor and diligent employees.
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Phlllpplnes 10.00 I\ New Zealgnd
Investment in electrical and electronics \
manufacturing has dramatically increased LN
N ; 12.00
since around 1994, and many industrial parks N .
have been newly developed. Companies have ¢ The radius of a circle represents
been upgrading the functions of their 14.00 |- per capit: (}DPof[h\ccmmlry,
Philippine location as an export base. . Al N ”
470 520 570 620 670 720 7.70

(High) -

Israel - ;
Incessant conflicts with other Middle
Eastern countries make Israel a high risk :
country, but the presence of world class
researchers and engineers has lured f§ 77777
major semiconductor companies from
Japan and the US, including Fujitsu,
Motorola and Intel, to locate their
manufacturing and R&D bases there.

. Country risks
Taiwan

In the 1970s, Taiwan saw an increase in investment by Japanese companies. In recent years, ™

hollowing out of its industrial base has become an issue with a shift of production to China.

Korea
In recent years, Korea has changed the target for its investment promotion from labor intensive to knowledge intensive
industries. The country aims to attract the regional headquarters of foreign companies from which they conduct
business in North East Asia, including China, focusing on corporate "brains" that bear planning, marketing and
management responsibilities and providing to those foreigners a comfortable atmosphere in which to live and work.

Source: Nihon Keizai Shimbun, Nikkei Industrial Daily, Nikkei Marketing Journal and Nikkei Financial Daily
* Based on the results of a questionnaire survey jointly conducted by Nihon Keizai Shimbun and Nikkei Research.

Figure 31 Basic Investment P

Source of competiti

rinciples According to Different Positions

iveness  Appropriate type of business  Organizational structure Evaluation framework
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Hungary

Personnel cost in Eastern Europe is less than one-fifth of
that in Western industrialized countries. Auto manufacturers
worldwide and their component suppliers are rushing to
expand their manufacturing in Eastern Europe.

The Czech Republic

The Czech Republic is highly rated by Japanese manufacturing
companies as a manufacturing location in Europe. One hundred and one
companies were asked to list as many as three target countries for their
European expansion, and the Czech Republic came top (lsted by 27.7%
of the respondents), followed by Hungary (20.8%) and Poland (16.8%).#

Portugal

Triggered by the introduction of the euro, many auto
makers rushed into Portugal to build a manufacturing
base that serves European markets. The frantic
situation there once led to labor shortages.

Mexico

The North America Free Trade Agreement (NAFTA) that
came into effect in 1994 caused an increase in investment
by US companies toward building a manufacturing base.

Poland

Labor cost in Poland is 50-70% lower than that in
western European countries. Auto manufacturers
have built many new factories there.

Slovenia

Slovenia plans to join the European Union as early as 2004, and
Japan, the US and European companies in pursuit of low labor
costs have been accelerating their expansion into this country.

Personnel system

@ Low labor Labor intensive @production floors must be under @Labor costs
costs businesses strict control. ®QCD
@A rigorous framework for monitoring  @Payback period
and management of an operation must
be in place.
I The organization must be autonomous to achieve  MFocus on total costs and
the collective strength of different functions. business efficiency
Cost competitiveness Capltal INtENSIVE @To establish collective competitiveness, certain @®Total costs
from integration of businesses authority needs to be delegated to local @Operating earning rate
. management and local autonomy to integrate ®Internal rate of return (IRR)
functions different functions needs, in order to be promoted.
= ImFocus on controlling and specialist organizations  WAdoption of value-added
%— with strong value creation capabiliies. measures
: . Knowledge @The controlling function of operational
2 @ ngh value-added int . headquarters needs to be enhanced. @Net income
@ creation Intenstve @Business development is to be placed under the ~ @Return on investment (ROI)
businesses leadership of individual business divisions.
@Product development efforts should

WFiecld management is necessary. MFocus on manufacturing costs MPriority on equality

be based on specialization.

@Priority on equality of outcome
needs to be assured.

@Product quality needs to be controlled through
standardization of operations supported by manuals.

WPersonnel management linked to productivity

@Employee evaluation based on
productivity is effective.

@A greater localization of management
helps increase profitability.

@A key procedure is to hire and
develop outstanding talents.

WMerit based employee evaluation
@With a declining share of the total work load being

routine work, a merit-based personnel system that
evaluates quality of work becomes effective.

@Economic value added (EVA) @Personnel should be managed

independently by division.

Country risks

(Low)

Source: Analysis by ABeam Consulting

Figure 32 Changes in country risks of Malaysia

Figure 33 Changes in wage levels in Malaysia
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8 —The country risks in Malaysia &
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Source: R&I Country Risk Survey, 2003

— At the same time,
labor cost has been increasing.

Source: ABeam Consulting, based on materials and data by the International

1998 1999 2000

Labor Organization and JETRO.
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Figure 34 Difference in business development in Malaysia between Japanese and Western companies
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EMalaysia has been shifting from
position 1 to position 2.

[
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companies

—Japanese companies
have been developing
business optimized for a
country in position 1.

@Business development is
focused on labor costs.
@Companies are strongly
concerned about increasing

wages in Malaysia.
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Western
companies

— Western companies have been
developing business optimized
for a country in position 2.
\\
\\ @Cost competitiveness is collectively
I measured across functions.
,' @Decreased risk in Malaysia is

Country risks

Figure 35
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Future directions to create competitiveness

I . Improving productivity in the manufacturing function

—Increasing profitability by manufacturing products with
greater added-value

—Reducing fixed cost ratio through the pursuit of scale
economy in Malaysian operations

—Cutting down of labor costs through the hiring of workers
from low-wage countries including Indonesia

I II. Creation of competitiveness through value chain expansion

N N D:;;;if;‘,‘.nm | e
(1)

Source: ABeam Consulting

manufacturing bases have been evaluated based on
two factors - labor costs and country risks. Labor
costs are the key driver in position 1 and, as a country
moves to position 2, local operations need to enhance
business functions by taking advantage of the
improved business infrastructure that has been made
possible by the lowering of risks. We have also
demonstrated that Malaysia is shifting from position
1 to position 2.

Previously, in Chapter 2, we revealed that
Japanese companies conducting business in Malaysia
tend to focus on manufacturing costs, especially labor
costs, while Western companies evaluate local
operations based on total costs and place great
importance on the low risk level of the host country.

Putting these findings together, one can
conclude that the business stance and investment
climate evaluation of Japanese companies, which are
based on the assumption that Malaysia remains in
position 1, are causing a mismatch with the reality of

I ﬂﬂ::> To be discussed in the following sections

the country shifting to position 2. It is safe to say that
this mismatch is causing Japanese companies to take
the stance of maintaining the status quo in their
investment and business development in Malaysia,
while Western companies, in contrast, have in place a
business expansion strategy that effectively functions
in a country in position 2, and have thus been making
an aggressive commitment to Malaysia.

Chapter 4: Proposals to Japanese
Companies

1. Measures to Create Competitiveness

As noted in the previous chapter, Japanese companies
in Malaysia need to change their business strategy
which does not solely rely on low wages to maintain
and enhance their competitiveness in the coming
years. In this section, we explore the possibility of
increasing manufacturing productivity and creating
competitiveness through value chain expansion as
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measures to achieve the objective®. (See Figure 35.)

Increase in manufacturing productivity can be
achieved through three different ways. They are, first,
to shift the production to high value-added products;
second, to enlarge production scale in order to offset
the impact of labor cost increase; and, third, to hire
workers from neighboring countries with low wage
levels including Indonesia.

Creation of competitiveness through value chain
expansion refers to measures to create new sources of
competitiveness by integrating additional functions,
with the
manufacturing function of an existing location.

including design and marketing,

In the rest of this chapter we discuss the
potential benefits of value chain expansion, and the
issues and challenges of the implementation of the
measure.

2. Issues and Challenges of Value Chain
Expansion
1) Issues for Discussion and Challenges to be met
Prior to examining the detailed measures for value
chain expansion in Malaysia, one needs to check the
validity and feasibility. We raise and answer the
questions of whether value chain expansion is an
effective measure for solving the problem faced in the
country, and whether it can be successfully

implemented (see Figure 36). In the validity test,
certain measures and estimates are introduced that
quantify the costs and effect of transferring non-
manufacturing functions, including design and
development, customer support, and repair, to
Malaysia.

We then study the feasibility of value chain
expansion in Malaysia by evaluating its investment
climate, such as labor skills and business
infrastructure, with due consideration of the
constraints and restrictions specific to Japanese
companies.

2) Creation of Competitiveness Through Value
Chain Expansion

The creation of competitiveness through value chain
expansion starts with cost reduction effects within
each process and between adjacent processes (see
Figure 37.). Decentralizing value-added and control
functions to Malaysia by taking advantage of the
improving business environment of the country, and
thus establishing an effective value chain, should
potentially add to the overall productivity of Japanese
corporations. (See Steps 2 to 5 in Figure 37.)

Figure 36 Issues for discussion to expand value chain

Issues for discussion to expand value chain

Specific matters to discuss

What is the effectiveness
of expanding a value chain?

Assessment for

—Quantitative assessment of cost reduction and other effects

(D Effectiveness of partial cost reduction
(2) Effectiveness of cost reduction among processes
(® Effectiveness of value-added

expanding value chain

i
|
) (Validity study)
|
|
i
L

Can a value chain

be expanded? in Malaysia suitable?

Is the investment climate

—Evaluation of investment climate
Skill levels of human resources
Systems and policies
Degree of maturity in business infrastracture

(Feasibility study)

Is it possible to
resolve internal
constrains?

Source: ABeam Consulting

—Removal of constraints
Securitying employees within Japan
Insufficient skills in technological transfer for relocating R&D functions
(including English language skills)
Insufficient expertise in intellectual property rights protection

—Removal of structural bottlenecks
Weak alliances among R&D, manufacturing and marketing divisions
Organizational structure with the control of offshore operations by the manu
facturing division (business unit)
Low self-susutainability of overseas subsidiaries

21 Measures for sales promotion (opening of new markets) will not be discussed in this report, whose focus is on the
manufacturing competitiveness of Malaysian operations. It should be noted, however, that some companies pointed out the
potential of Malaysia as a marketing hub serving as a gateway to the Islamic world including the Middle East.



3) Estimation of the Effects of Value Chain
Expansion

In deciding whether to expand a value chain, rather
than relying on subjective assessment it is helpful to
carry out a simplified simulation that quantifies the
effects of such expansion. The effects of value chain
expansion express themselves in the different steps of
that expansion - Reduction of costs specific to
individual functions in Step 2, Reduction of latent
costs between different functions in Step 3, and Cash
flow improvements in Step 4, are among cost
reduction effects. In Step 5, the effects manifest
themselves in increased profitability as a result of the
timely launch of new products that meet the demands
of the market or customers and produce higher
customer satisfaction, leading to the Creation of
added value. One needs to conduct concrete,
quantitative and objective analyses of each of these
effects.”

Looking into the details of each effect (see
Figure 38.), taking as an example Step 2, Reduction
of costs specific to individual functions, the
personnel costs for engineers and managers who

undertake research and development and

Figure 37 Five steps in creating competitiveness

Five steps in creating
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management of local subsidiaries and affiliates is at
levels 35 to 40% of that in Japan. This means that
substantial cost savings can be achieved by
transferring research and development functions to
Malaysia or hiring local management.

Also, with regard to Step 3, Reduction of latent
cost between different functions, a survey shows that
interdepartmental communication takes up as much
as 13% of total annual indirect labor input.” Based on
this, by moving design and other indirect functions to
Malaysia a radical reduction in communication cost
between the head office and office/factory in
Malaysia can be expected.

Lastly, turning to Step 5, Creation of added
value, a 25% reduction in the lead time for a new
product launch by shortening the time necessary for
the design-to-manufacturing process is estimated to
improve profits by 6 to 8%.* This finding is a good
quantitative example of the positive effect of
reduction in lead time from value chain expansion.

competitiveness  Examples Value chain expansion
PP . e e ot o) v i) sates ) Gutoner)
Vhat is ) Reduction in Lo
eff‘e)\c}:?\tglélgfuf e A. Reduction in direct labor costs A )
expanding a value chain? — 4 Cost reduction
(Validity study)  \
\ 2 B. Cost reduction through localization of the design function.
Can a value chain [ \_f1s the investment climate[ " | Cost reduction within| . Cost reduction materials through increased local procurement B C D R
beexpanded? | in Malaysia suiable? each process D. Reduction in logistics costs, including distribution and A 4 > ’> > ’> Cost reduction
(Feasibility study) \ \/ warehouse-related expenses.
. - - E. Reduction in interdepartmental communication cost for
\::‘(’1‘335‘5‘:2;‘301 3. i cuordir?atlng design gndmanL!facturlng processes in - \
"\ constrains? Cost reduction latent preparation for commercial production. E I J
T cost among processes|  F. Alh‘ancc bemc‘cn procurement and manufacturing functions to V) Gi 42* F <> e‘%g:;iiy
\ avoid job duplication and reinforce feedback loops. 1]
G. Cooperation with suppliers in component cost reduction Local suppliers
4 efforts.
: Improvement of H. Reduced time from design to manufacture. H/1 Shorte:
cash flow 1. Fast response to product defects and customer claims. " -_-> -_-_-_-_->-_-_-_>_ _> _J__ >le_a§ EL‘;D
\/ J. Inventory reduction through the shortening of lead times.
5. . K. Early launch of new products that agilely
Creation of respond to market needs and reaping of first K - Frneeanas
added value comer's benefits (i.e. high profit margins) — AL
L. Enhanced customer satisfaction through 1]
closer communication Customers

Source: ABeam Consulting

22 Furthermore, in estimating the effectiveness of value chain expansion, it is necessary to consider the cost increase factors due

to transition in the operating structure.
23 Based on analysis by ABeam Consulting.
24 Based on analysis by ABeam Consulting.
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Figure 38 Cost reduction effects through value chain expansion

Cost reduction effects through value chain expansion

Examples of the analysis of cost reduction effects

2. An example of cost reduction effects within each process

1 * Materials costs

dirlzz?lll:k[)loorncglsts {;:i‘::ﬁzlcc";:; —The labor costs of Malaysia (engineers/managers) is at levels

35-40% of that in Japan. This means that substantial cost
: glméneeded for communication among savings can be achieved by transferring certain peripheral
| —W ivisions . .

2. . - Avoidance of job duplication § functions from Japan to Malaysia.

Cost reduction within + Inventory reduction through 3 ¢

each process /VD the shortening of lead times 3. Anexample of cost reduction effects between adjacent processes
—>Time required for communication among divisions in manufacturing industry
3. O represents 13% of total annual indirect labor input. Based on this, by moving
08t reduction latent . T B . . . .
cost among processes Current design and other indirect functions to Malaysia a radical reduction in
s Cost increase due to C}?S‘ after value communication cost between the head office and office and factory in
iti i chain expansion .
transition in the Malaysia can be expected.*
4 operating structure
Tl t of .
mlz?;fﬁ‘:x 0 5. An example of the effects of creating added-value
Pl —>A 25% reduction in the lead time for a new product launch by
sr— @ shortening the time necessary for the design to manufacturing process
: Creation of — . . . is estimated to improve profits by 6-8%.%
added value —The individual effects of value chain expansion ——

need to be quantified.

* Analysis by ABeam Consulting

Figure 39 Case studies of Japanese and Western companies

Business activities undertaken by subsidiaries in Malaysia

Expansion of a value chain

Japanese
companies

[Devel !
selpmet| [ Design ﬂ"d‘(pmmmcm
technologies |

\{amﬂacmnng)

Dlsmh\mon>

e )

Business development with a manufacturing focus

Customer
support

Company A

(Electronic device manufacturer)

Company B

(Semiconductor manufacturer)

‘Company C

Malaysia is positioned as a manufacturing base. The design and development
functions are located in Japan. While the procurement function has been
increasingly localized, key components are imported from Japan.

The Malaysian operation specializes in manufacturing. All wafers for fabrication are
imported from Japan and the procurement of other materials has been lmreasmgly
localized. The company has no plan to transfer the R&D functions to Malaysia.

Virtually all materials with the exception of a few components are procured by
the local vender and the company now aims to enhance design and

Company D
(AV equipment manufacturer)

development capabilities in Malaysia. It is also developing a system that
locally provides 24-hour customer support.

In respect of certain mature products, the company conducts various functions in Malaysia ranging from design and
development to manufacturing. It even ships the products worldwide from the location. In recent years, the company integrated
several locations in Malaysta into one, and aims to make the local subsidiary an autonomous, self-supporting organization.

L

I

)

L

L)

)

|

L)

Development of a 24-hour customer support system

L

)

)

)

)

)

)

In the case of mature product X, the subsldlarﬁ/
responsible for its processes fi from  design to global shipments.

Western c E
companies ‘-ompany
(Semiconductor manufacturer)

Company F
(Electronic device manufacturer)

Company G

The fab in Malaysia boasts a state-of-the-art facility for the back-end processes of chip
manufacturing. It is an end-to-end operation unifying various functions ranging from basic
research and development to marketing for expediting time to market. Manufacturing sites of the
company in China, Philippines and Costa Rica are under the control of the Malaysian subsidiary.

The company started its design and development activities in Malaysia in the 1990s and,
in recent years, the local center has performed a functlon ona par wnh the development
lab in the US. The company plans to lid duct ic measuring
instruments from the factory in western Japan to the Mahysmn base

The Malaysian base is the core of BTO (built-to-order) operations in the Asian
region, performing all functions from design and development to

Expansion of a value chain to adjacent functions

N

)

)

)

)

World leading development center of back-end process technologies

L

|

|

)

)

.

Design and development functions on a par with the US lab

(PC and server

Company H
(Information and communications
equipment manufacturer)

manufacturing, quality management and marketing. The company operates a
call center in Penang, which covers the entire Asia Pacific region.

The company created a value chain at its Penang location, linking together a wide range of functions
from basic research, design and development to procurement, logistics, sales and customer support,
all around the core of p ion of radio equip and data ication systems.

L

)

)

)

)

)

A call center that covers the entire Asia Pacific region

L

|

|

)

)

)

Source: ABeam Consulting, based on interview results, various materials and the questionnaire survey.

4) Current Status of the Investment Climate in
Malaysia

In order to successfully expand a value chain, it is

essential to identify investment climate factors

needed for additional functions to be incorporated

through planned expansion, and to ensure that these

requirements are ready in place. A framework
showing the relationships between the configuration
of the value chain and corresponding requirements
among investment climate factors are summarized in
the chart below. (See Figure 40.)

A review by use of the framework indicates that
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Figure 42
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the investment climate in Malaysia has been
improving to a level at which the country can
accommodate new functions including marketing,
customer support and design and development, in
addition to manufacturing. Important to note, a
number of companies, represented by Western
affiliates, give high marks to Malaysia for its multi-
ethnic, multilingual capabilities that are indispensable
for cross-border marketing, its engineering talent for
design and development, its business infrastructure,
and its legal framework for intellectual property
rights protection. This means, as the value chain is

expanded, an increasing number of investment

Report on a Survey of Investment Climate Assessments by Japanese and Western Electrical Equipment and Electronics Companies in Malaysia

climate factors need to be checked. (See Figure 41.)

4. Constraints and Restrictions Specific to
Japanese Companies

In addition to the local investment climate factors
mentioned above, other constraints and restrictions
specific to each organization need to be considered
before expanding a value chain. In the case of
Japanese companies, potential constraints and
restrictions include 1) domestic employment issues 2)
lack of skills in technological transfer for relocating

R&D functions and 3) lack of expertise in intellectual
property protection. (See Figure 42.)

Figure 41 Current conditions in Malaysia from the viewpoint of value chain expansion

Can a value chain
be expanded?

@ English speaking
clerical workers
are less expensive

s the investment climate
in Malaysia suitable?

(Feasibility study)

/
- . Operational Development of Design and P, IMznufacmr;\
What s the / headquarters | Jbasic technologies/| development e
effectiveness of /
expanding a value chain? ’
/
(Validity study) /’

@ Among ASEAN nations and China,
Malaysia is the most highly rated country
in terms of availability of engineers and

—— o

Customer
support

Distribution > Marketing >|
@ Quality and quantity of

@ Portandairport 4Malaysiaisamulti-ethnic country with
local suppliers are both infrastructure is ranked

English, Chinese and Malay languages, as well
highly ranked and hold fifteenth in the world. as Malay, Chinese and Indian cultural
in Malaysia than in researchers and development in nineteenth place in the backgrounds. It can access many different

Singapore. legislation for intellectual property rights world. markets around the world, not to mention
Is it possible to protection. countries in the East Asian region.
resolve internal
constrains? \ @ Telecommunication infrastructure has
\ been increasingly developed, including At Port Klang and Penang Port, an electronic data exchange
\ Multimedia Super Corridor as a national (EDI) system is available in addition to well-developed
\ project
\

@ With per capita GDP above USD 3,000,
physical port facilities, enabling speedy customs clearance Malaysia enjoys the highest level of economic

power (consumption potential) in the region,
excluding the NIEs.

by electronic transmission of documents.

@ Malaysia has five international airports, all of which,

including those in Kuala Lumpur and Penang, have
international air freight services.

Source: ABeam Consulting, based on interview results and other materials including those by the World Economic Forum.

Constraints and restrictions
inhibiting the value chain

Constraints and restrictions inhibiting the value chain expansion of Japanese companies

What is the
effectiveness of
expanding a value chain?

(Validity study)

Can a value chain
be expanded?

in Malaysia suitable?

Is the investment climate

(Feasibility study)

Can the constraints and

restrictions specific to each)
organization be removed?

expansion of Japanese
companies

Interview
comments

Suggested measures to be taken

Security of domestic
employment

Lack of skills in technological
transfer for relocating
R&D functions

Lack of expertise in
intellectual property
rights protection

v  Engineers in Japan tend to

v/ Offshore production has given us

v/ The design and development
function cannot be transferred
overseas, partly due to domestic
employment issues. (A major
electronics manufacturer).

v~ From a technical point of view the
function can be performed
overseas, but engineers in Japan
will lose their jobs.
(A major home electronics and
appliance manufacturer).

v~ A bottleneck for the development
of the design and development
function at the local subsidiary is
lack of English skills on the part
of Japanese staff. (A major
integrated electrical and
electronics manufacturer).

conclude that it is faster for them
to design things themselves than
to communicate with engineers
overseas in English and work in
cooperation. (A major component
manufacturer).

cost competitiveness. The
problem is that local engineers
whom the company developed as
core staff can be easily hired
away b%/ competitors with
accumulated expertise. (An
industry source).

1. With regard to technology fields that are transferable
overseas, Japanese companies can increasingly
mobilize Japanese engineers to offshore locations,
aiming to achieve a more flexible cost structure
(tactical posting of domestic engineers).

1. Companies can strengthen their knowledge
management processes through increased
documentation and document standardization.

2. Companies can improve English training programs
for Japanese engineers and promote communication
with overseas engineers.

3. At the same time, engineers from Malaysia can be

sent to Japan for the acquisition of language skills
and technical expertise.

1. Companies can establish a center for promoting the protection of
intellectual property rights and disseminate the significance and
knowledge of such protection to the divisions and sections of the whole
organization, rather than manage all related issues at the headquarters.

2. Itis advisable for companies to form cooperative relationships
with competent local patent attorneys and lawyers.

Source: ABeam Consulting, based on interview results and other materials



As potential solutions, the following bear
consideration: the domestic employment issue can be
relieved by training domestic engineers in
transferable technological fields in Japan before
posting them elsewhere and, thus, mobilizing labor
across borders; technological transfer can be better
facilitated by improving the English capabilities of
engineers and promoting communication between
engineers in Japan and overseas; and in order to
improve intellectual property protection, it is
important to disseminate the significance of and
knowledge of such protection to the divisions and
sections of the whole organization, rather than to
manage all issues at the headquarters. These
measures can be seen to reduce the difficulty in value
chain expansion by easing restrictions.

5. Initiative by Corporate Headquarters
Many Japanese companies face different issues
regarding value chain expansion at different levels of
organization, from corporate headquarters® to
divisions, to local subsidiaries and affiliates. In order
for Japanese companies to continue to grow and
develop their operations in Malaysia, organizational
barriers at various levels need to be removed as
described in the diagram below. (See Figure 43.)
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6. Autonomy of Local Affiliates
In order to solve the organizational problem that
Japanese companies face, corporate headquarters
need to control overseas entities and bring about
coordination of the company as a whole, while local
affiliates need to proactively expand the value chain.
With these objectives in mind, we suggest that
Malaysian affiliates be made autonomous managerial
bodies directly under the corporate headquarters, that
performance benchmarks be changed to cash flow
and other profitability measures from QCD (quality,
cost and delivery) and manufacturing costs, and that
authority for product development and scale
expansion be delegated to local management. (See
Figure 44.)

Conclusion: Proposals for Japanese Companies

Local affiliates, Japanese and Western alike,
expanded into Malaysia with the same goal in the
same period from the 1970s to the 1980s. Their roles,
however, are now different. Most Japanese companies
continue, as they have since day one, to see their
affiliates as a manufacturing base taking advantage of
inexpensive labor. Many of their Western
counterparts, however, have been aggressively
expanding the business functions of their local
affiliates.

A possible reason for this is the rigidity of

Figure 43 Typical organizational structure of Japanese companies

Typical organizational structure of Japanese companies

Problems that could inhibit value chain expansion

What s the
effectiveness of 1
expanding a value chain? ! Corporate

(Validity study) / headquarters*

Can a value chain
be expanded?

Ts the investment climate |
in Malaysia suitable? | 7

(Feasibility study)

;) Corporate headquarters*
!

— Corporate headquarters tend to see the Malaysian
operation as a factory under the control of the
manufacturing division, with little consideration for the
general optimization of corporate actions from an overall
perspective.

Can the constraints and

— Investment decision making, as well as post-investment
control of operations, is led by manufacturing divisions.

X ‘ Manufacturing

This hinders strategic thinking regarding expansion

X | Marketing beyond manufacturing.

restrictions specific to each) Corporate
organization be removed? divisions
\ and R&D
\ departments
\ P kil
\
\
\
\
\
\
Local
subsidiaries

Manufacturing

Source: ABeam Consulting, based on interviews and other materials

—  Alliances among R&D, manufacturing and marketing
divisions are weak.

With no regard to total cost management, performance
evaluation of local subsidiaries is conducted using t

of fictive profits based on such measurements as manufacturing
cost, QCD and intracompany price fixed by the headquarters.

—  Most management positions are occupied by expatriates
from Japan with limited terms in office of three to five
years, who tend to inherit the attitude of maintaining the
status quo from their predecessors.

Dominance of principal management positions by
Japanese expatriates hampers the development of local
managers, and the limited scope for promotion causes the
exodus of talent to Western companies.

25 The term’corporate headquarters’ refers to the entire management and control functions of the head office.
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Figure 44 Transformation to autonomous management: an example

Typical organizational structure of Japanese companies

What is the
effectiveness of ,
expanding a value chain?

Corporate
headquarters

L
(Validity study) i

Can a value chain
be expanded?

=

&D

Is the investment climate
in Malaysia suitable? |/

Manufacturing

(Feasibility study) !

Is it possible to
resolve internal
constrains?

\ Positioning of the local subsidiary

\ .
\ Status of subsidiary managers in the company
\
\ .
. Performance evaluation benchmarks
Operational control
Personnel system
Main interest areas of subsidiary management

Investment authority given to subsidiary

Source: ABeam Consulting

organization on the part of Japanese companies, and
their inertia to maintain the status quo. A three- to
five-year rotation of local management by delegated
from head quarter in Japan makes it difficult to
swiftly adjust operations in response to the changing
local environment and to proactively develop
business. Close relationship between local affiliates
and manufacturing divisions hinder the self-
motivation for enhancing design and development
functions and promoting sales to the rest of Asia.
Performance evaluation based on cost-oriented
measures including QCD and manufacturing cost
leads to partial optimization within manufacturing
divisions only, instead of an overall development of
local operations. It is not uncommon to see more than

Low-cost production center under the
control of the manufacturing division

Expatriates with limited terms in office
QCD and manufacturing cost
Controlled by Japanese managers
System that seeks equality of outcome
Decisions and opinions of the headquarters in Japan

Mostly maintenance investment

Transformation to an organization with  an example
Corporate
headquarters
% 1
1
. Manufacturing Marketing
Marketing
Cash flow ) A
profit t % 1'
7 i Local subsidiary
i r———— I I I
by Japanese expatriates ‘ comprised of local staff ]
An organization with autonomous management
directly reporting to the corporate headquarters

Managers evaluated on performance
Cash flow and profit measures
Performed by local management staff with delegated authority
Performance based system

Market environment in Malaysia and other Asian countries

AR VAR VAR VAR VAl V4

Development and expansion investment

ten manufacturing and marketing subsidiaries and
affiliates established respectively in Malaysia within
a single corporate group, as a result of both divisions
forming alliances with their respective partners.*

Such operations, however, are reaching the limit.
External factors affecting local affiliates, or the
positioning of the host country, are constantly
changing and developing, requiring structural
reforms in response by corporations.”

Needless to say, different soil needs a different
farming style. It will not be long before the approach
based solely on labor costs will reach its limit in
Malaysia. Vietnam may take over its status as a
manufacturing base, or China may leap ahead in
capital-intensive industries. Even in China, there may

26 These structural issues associated with overseas business operations may be rooted in the differences in the relationship

27

between shareholders, or owners, and management. At Western companies, rapid decision making at the top is required for the
maximization of returns to shareholders. Foreign direct investment falls under the direct command of top management, who
decide on such investment from the bird’s-eye view and subsequently widen the scope of operations in order to enhance the
valuation of overseas business. Conversely, when they determine that the business creates no value, they lose no time in
deciding on withdrawal. In fact, according to data provided by JETRO, the business survival rate of Western companies in
Malaysia is as low as 50%.

In comparison, Japanese companies have traditionally given priority to long-term growth rather than to short-term profit
payback. Consequently, basic business principles have emphasized business continuity more than profitability. The priority of
continuity has given rise to a corporate culture of maintaining the status quo. Consequently, under the influence of a bottom-
up decision making process and, specifically, manufacturing-led decision making on foreign direct investment issues, radical
changes based on the enterprise value of the entire firm have tended not to happen regarding the positioning of foreign
subsidiaries.

Peter F. Drucker wrote, “What one truly needs to know about the outside world is its changes, not its tendencies.” (Literally
translated from the Japanese text.)



arise a mismatch between the investment climate in
the country and the evaluation method employed by
Japanese companies. It is clear that the agility to
grasp the changes in other Asian countries, or ability
to accurately evaluate their investment climate, is
what is most needed of Japanese companies today.

Against this backdrop, this report analyzed
investment climate factors in the two frameworks of
financial valuation and value chain. We would hope
that these analyses serve as a guide for Japanese
companies to broaden their scope and build a new
organizational structure that frees overseas affiliates
from the sole role of manufacturing base and
promotes their autonomous growth.

Appendix: Limitations and Issues
Regarding the Survey

1. Diversity in Corporate Structure
among Electrical and Electronic
Manufacturers

Japanese and Western electrical and electronic
manufacturers have diversified types and sizes of
operations, ranging from component factories with
tens of employees to global multinational companies
hiring thousands of people. Their products
encompass a wide variety of components, home
appliances, IT equipment and semiconductor devices.
The difference in types and sizes of operations, or
nature of businesses, inevitably has a great influence
on investment strategy. It therefore needs to be noted
that the influence of differences in the nature of
business could not be entirely removed from the
effort to analyze the investment attitudes of Japanese
and Western companies and to obtain unaffected
results.

2. Asian Investment Strategy of Western
Electrical and Electronic
Manufacturers

Compared with Japanese manufacturers, Western

companies are generally less willing to disclose

information on their investment strategy, which is a

key component of corporate planning, thereby

limiting the quality and quantity of such information.

Due to geographic limitations, we did not conduct

interviews with managers of Western companies at

JBICI Review No.11 63

their headquarters (please note that we conducted
interviews with their Japanese counterparts). Such
interviews are regarded as effective and informative,
given that those headquarters effectively make
decisions on foreign direct investment. Regarding
Western companies, the analysis was instead based on
local interviews, survey questionnaires and secondary
information.

3. Cost Structure Analysis in a Value
Chain

Japanese and Western companies both classify cost
structure by product as a trade secret, and this varies
greatly according to factors including product
specification, target market and timing of research
and development, rendering it difficult to find details
for creating a model. We therefore decided not to
conduct an analysis of cost structure by value chain
factor and quantitative measurement of cost
reductions from value chain expansion.

4. Restriction on Information Disclosure

Pursuant to Confidentiality Agreement
Pursuant to the confidentiality agreement we entered
into prior to interviews with Japanese and Western
companies, disclosure of individual company names
or such information by which individual company
names can be specified was restricted, provided that
pertaining information had not previously been made
public via other media.
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