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Summary

AUSTRALIA AND MALAYSIA are considering entering into a bilateral
free trade agreement (MAFTA). The possible economic implications of
MAFTA have been assessed using economic models of the global economy.
Key findings of the economic analysis are presented below.

= MAFTA will lift economic growth and welfare in both Australia and
Malaysia.

* By 2017 the increase in Australia’s real gross domestic product (GDP) is
estimated to peak at approximately 0.03 per cent above what it might
otherwise have been (the baseline).

- Welfare, as measured by the change in real consumption, is
estimated to peak at around 0.04 per cent above baseline in 2016.
Real consumption measures the aggregate quantity of goods and
services households can consume given their current and future
income flows. The higher real consumption is, the more house-
holds consume and hence the greater their welfare.

* The increase in Malaysia’s GDP is estimated to peak at 0.20 per cent
above baseline, while welfare (real consumption) peaks at 0.34 percent
above baseline.

» Total gains in welfare for both Australia and Malaysia are maximised if
MAFTA is implemented immediately rather than over a 5 or 10 year
phase in period.

* These findings are premised on:
- the free trade agreement (FTA) being implemented in 2007; and

- the FTA comprising the complete removal of tariffs on bilateral
trade, liberalisation of service trade, and dynamic productivity
gains associated with the trade liberalisation carried out under the
FTA.

» The possible economic impacts of the FTA have been quantified using
two economy wide frameworks — one to capture the macroeconomic
outcomes and time path of effects (the APG-Cubed model), and one to
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capture a ‘snapshot’ of the changes at a disaggregated sectoral and
regional level (the GTAP model).

The FTA will have implications over time. As trade liberalisation is
generally seen as being a positive step for an economy, additional
investment will occur. However, extra investment takes time to put in
place. Also, due to differences in agents’ borrowing and lending
behaviour and the need to service loans, there is no one annual number
that fully reflects the implications of the FTA. The time path of changes
in real GDP and welfare (represented by real consumption) for
Australia are given below (see charts 1 and 2).

As can be seen from charts 1 and 2, the quantum of changes in real
GDP and welfare vary over time. A common way to represent a
changing stream of benefits over time is the discounted present value
of those benefits. The present value of the net change for Australia’s
real GDP is $1.9 billion, while the change in welfare is $1.4 billion, as
shown in chart 3. The present value of the net change for Malaysia’s
real GDP is RM18.3 billion, while the change in welfare is RM18.2
billion, as shown in chart 4

- The static gains (comprising the results of the removal of
merchandise tariffs, and services liberalisation) account for around
76 per cent of the total real GDP and 77 per cent of welfare gains
estimated to arise for Australia.

- The static gains account for 96 per cent of Malaysia’s present value
gain in real GDP and 95 per cent for welfare.

- With the improved access to the Malaysian market and the greater
domestic efficiency that trade liberalisation brings, there is a rise in
real investment in Australia that peaks at 0.07 per cent above
baseline in 2010. Some of this additional investment is funded by
extra capital inflow, which sees a deterioration of the current
account by 0.05 per cent of GDP below baseline in 2015.

MEASURING THE POSSIBLE IMPACTS OF MAFTA
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1 Changein Australia’s real GDP by cause
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2 Changes in Australia’s welfare by cause
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3 Welfare and production gains for Australia from the FTA NPV 20052
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Due to the capital inflow there is a small appreciation of the Australia
currency. The Australia dollar is stronger against the US dollar in real
terms by 0.03 percentage points in 2011.

The growth in the Australia economy has positive implications for
workers. The benefits to workers comprise a mix of extra employment
and real wage growth that changes over time. With real wages that lag
developments in the labour market, there is initially a rising trend in
employment, peaking at an increase in employment of 0.02 per cent by
2007. As wages adjust over time, employment falls back to the baseline
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‘natural rate of full employment’, by which time the gains are received
via an increase in real wages of 0.03 per cent above baseline in 2027.

* Asis to be expected, trade liberalisation carried out under the FTA has
a substantial impact on bilateral trade flows. Australia exports to
Malaysia are estimated to increase by 5.5 percent. Increases in
merchandise exports account for 54 per cent of this increase, with
increased services exports accounting for the remaining 46 per cent.
Malaysia’s exports to Australia are estimated to increase by 6.3 per cent
which is primarily due to an increase in merchandise exports. For
modelling purposes, services trade liberalisation by Australia was
assumed to not occur under MAFTA.
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Introduction

AT THE AUSTRALIA-MALAYSIA Joint Trade Committee Meeting on 26
July 2004, Australia’s Trade Minister Mr Mark Vaile and his Malaysian
counterpart, Minister for International Trade and Industry, Rafidah Aziz,
agreed that the two countries would conduct parallel scoping studies of a
free trade agreement between Australia and Malaysia.

As part of this study the Australian Department of Foreign Affairs and
Trade (DFAT) employed the CIE to undertake a detailed modelling exercise
to measure the likely impacts to the Australian and Malaysian economies of
a WTO consistent free trade agreement between Australia and Malaysia
(MAFTA).

To develop a comprehensive analysis, two economic frameworks (global
general equilibrium models) have been used to quantify the economic
impacts of MAFTA. These include the:

* APG-Cubed model; and
* Global Trade Analysis Project (GTAP) model.

The APG-Cubed is a dynamic model that allows observation of the effects
of the Agreement over time. The dynamic nature of the model is a critical
feature as trade liberalisation under MAFTA may involve the phasing out
of barriers to merchandise and services trade over time. The model also
allows economic agents to have expectations and act in response to
announced policy decisions and considers both the real and financial
sectors, including international investment links and/or flows between
countries. It also allows agents to maximise welfare over time as agents can
borrow and/or lend money.

In comparison, the GTAP model is a comparative-static (that is, does not
incorporate time) model, but it does incorporate considerable commodity
and regional detail. The high level of detail makes GTAP well placed to
examine the implications of MAFTA for specific sectors of the economy.

The principal outputs of this study are the estimates of the impacts upon
the Australian and Malaysian economies as a result of preferential
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reductions in barriers on merchandise and services trade. The modelling
assumes implementation of a comprehensive agreement, with no carve-
outs for sensitive sectors. Reductions in trade barriers have been modelled
through the removal of ad valorem and specific tariffs on merchandise
trade and reductions in barriers to commercial presence and consumption
abroad for services trade. The impact of duty drawback schemes on the
effective rate of tariffs for merchandise trade has been included in the
modelling. A reduction in the barriers to investment has only been
accounted for in the services sector.

In addition, this study accounts for possible dynamic productivity gains -
additional productivity gains in the merchandise sectors that can result
from a reduction in tariffs, which are not revealed by standard economic
models. Due to limited empirical data on the possible dynamic
productivity gains for Malaysia and Australia, the study has used
conservative estimates with an associated sensitivity analysis around these
estimates.

However, while this study has taken into consideration important non-
tariff barriers, it has not explicitly set out to model the impacts that may
result from a reduction in these types of barriers. Consequently the study
does not account for any benefits that may result from encouraging
effective national competition regimes or improved customs and standards
issues.

Furthermore, the study does not take into account the impact of rules of
origin. This is because it is not yet known which type of rules of origin
regime Australia and Malaysia will agree upon and for the products to
which it will apply.

As with all modelling, results are driven in part by key assumptions on
model parameters and estimates of key inputs. To derive these parameters
and inputs, the CIE has used the most relevant and up to date information
available. Where data have not been readily available, the CIE has used
conservative estimates based on anecdotal evidence and consultations with
industry groups. To ensure robustness of results, a sensitivity analysis has
also been conducted on these model parameters and key inputs.

MEASURING THE POSSIBLE IMPACTS OF MAFTA



Macroeconomic effects of MAFTA

THE PROPOSED FREE TRADE AGREEMENT between Australia and
Malaysia will have implications for growth, trade and investment flows in
both countries. Being a fully dynamic model that integrates goods and
financial markets with a sophisticated treatment of assets and financial
variables, the APG-Cubed model is well placed to explore the implications
of the FTA for the macro-economy. The implications for the macro-
economic variables of (real) gross domestic product, welfare, exports and
imports, investment, the exchange rate and employment are reported for
both countries until year 2027.

The change in GDP is the commonly used measure of the change in
economic welfare resulting from trade liberalisation. However, changes in
real GDP reflect only changes in the overall level of economic activity and
not changes in (net) national income or welfare per se. Given the likely
change in income flows, the change in real consumption is used as the
primary indicator of the welfare gains because it captures only the income
flows accruing to domestic residents (that is, foreigner’s earnings are
excluded). The real consumption measures the aggregated quantity of
goods and services the households can consume given their current and
future income flows. The higher the real consumption is, the more the
households enjoy, and thus, the more welfare they gain. Being a dynamic
model, APG-Cubed is able to take into account the implications for the
time path of welfare since it formally incorporates borrowing and lending
behaviour, both locally and internationally, and accounts for the need to
service those loans.

What drives the results?

The magnitude of the effects reported below is primarily determined by
several factors, namely:

» the size of barriers to trade imposed by Australia and Malaysia;

* the contribution of exports and imports to GDP;

MEASURING THE POSSIBLE IMPACTS OF MAFTA



2 MACROECONOMIC EFFECTS OF MAFTA

= the extent of bilateral trade between the two countries; and

* the extent of dynamic productivity improvement implied by trade
liberalisation.

Australia has lower barriers to trade than Malaysia does. This implies that
the latter may benefit more from the FTA than the former.

Agents’ behaviour in the APG model includes forward-looking
expectations, and this will have some bearing on the results. For example,
household’s consumption in one period is determined by the lifetime
wealth as well as by the current income at point in time. In the long run,
these two behaviours converge. Because of this specification of agents’
behaviour, overshooting and kinks may be observed in some years.

Implications of MAFTA for Australia

The macro-economic effects of the FTA on the Australian economy are
shown in the series of five figures that follow. The reported results pertain
to a scenario of immediate trade liberalisation in 2007. The total impacts are
a combination of the following liberalisation measures:

* merchandise trade liberalisation in Australia and Malaysia, which in
turn consists of:

— complete removal of each country’s tariffs on bilateral merchandise
trade in 2007;

= services sector liberalisation:

— reduction of Malaysia’s tariff-equivalent barriers on service imports
from Australia in 2007 and increased commercial presence by
Australian service providers in Malaysia;

— assuming for modelling purposes there is no additional trade
liberalisation of Australian service sectors due to their already very
open nature; and

* dynamic productivity improvement associated with the above trade
liberalisation phased in over ten years beginning 2007 (productivity
gains are phased in to reflect time taken by producers to respond to
increased competition from imports).

Macroeconomic effects

The macro-economic effects of MAFTA are reported in chart2.1. For
Australia, MAFTA brings about a small positive impact. Both output and
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2 MACROECONOMIC EFFECTS OF MAFTA

2.1 Macro-economic effects of MAFTA for Australia
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Data source: APG—Cubed modelling simulation.

welfare increase above the baseline after the FTA commences. The rise in
real GDP peaks a decade out at 0.03 per cent above baseline. Real
consumption — the preferred welfare measure — peaks a decade out at
almost 0.04 per cent above baseline.

With the improved access to the Malaysian market, there is a lift in exports
from Australia amounting to 0.37 per cent above baseline in 2007, with the
increase slightly declining to 0.33 per cent two decades out.
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2 MACROECONOMIC EFFECTS OF MAFTA

With the rise in economic activity and lower barriers to Malaysia imports,
there is an increase in imports as well. However, the magnitude of the
import rise is smaller than that of export rise (in percentage terms).
Australia’s total imports rise by about 0.31 per cent above baseline after the
commencement of MAFTA. As imports are larger than exports in absolute
terms, the rise in exports is not sufficient to fully offset the rise in imports in
absolute terms. With the increase in imports exceeding the increase in
exports, the current account deficit deteriorates.

The deterioration in the current account deficit in turn implies greater
capital inflow than would have otherwise been the case. Domestic invest-
ment rises to a peak of 0.07 per cent higher above the baseline around 2010.
The higher demand for Australian currency leads to slight real appreciation
of the Australian dollar.

Welfare and production gains

The additional welfare (real consumption) and production (real GDP) gains
under MAFTA are reported in chart2.2. Results are presented in net
present value (NPV) terms, which allows a current value to be placed on
gains that may not be experienced until some time in the future. Australia
gains A$1.93 billion in real GDP and A$1.38 billion in real consumption.

2.2 Australia’s consumption and GDP gains from the FTA NPV 20052
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Sources of benefits

The sources of gains to Australia are examined in two ways. First, we
investigate the impact of each country’s own trade liberalisation on the
gains. Second, the impacts are decomposed into gains from merchandise
trade liberalisation, services trade liberalisation and dynamic productivity
improvement associated with the trade liberalisation. Chart 2.3 reports the
composition of the net present value of Australia’s gains in real GDP and

real consumption.

2.3 Sources of Australia’s gain NPV 20052
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As shown in chart 2.3, most of the Australia’s gains in real GDP come from
Malaysia’s trade liberalisation against Australia imports. In net present
value terms, about 51 per cent of increased real GDP and 77 per cent of
increased real consumption are due to Malaysia’s trade liberalisation and
associated dynamic productivity improvement.

It is also evident from chart2.3 that most of the gains are due to
merchandise trade liberalisation. In terms of net present value, about 55 per
cent of gains in real GDP and 60 per cent of gains in real consumption can
be attributed to merchandise trade liberalisation. Service liberalisation and
dynamic productivity gains have smaller impacts, each accounting for
around 20 per cent of the total gains.
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Employment

Although APG-Cubed assumes fixed labour supply and full employment
determined by the population growth rate in the long run, in the short run
employment deviates from the full employment equilibrium level because
wages adjust slowly in response to changing demand for labour. After
MAFTA commences, increases in production bring about higher demand
for labour. Although real wages increase initially, it is not sufficient to
depress the higher labour demand, resulting in increased employment.
Over time, wages adjust (increase) to ensure that employment falls back to
its baseline level. The long term gain to employment is reflected in higher
real wages.

MAFTA is forecast to have a positive, but small, impact on employment in
Australia. As shown in chart 2.4, after a downward adjustment before the
proposed liberalisation, employment in Australia increases and peaks at
0.02 per cent higher than the baseline level in 2007 and then gradually
returns back to the baseline level — the natural rate of unemployment.

2.4 Changes in employment and wages in Australia
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Data source: APG—Cubed modelling simulation.

Chart 2.4 also shows that the real wage rate, which is the difference
between the nominal wage rate and inflation, increases over time and
reaches 0.03 per cent higher than the baseline level around 2020.

Employment is forecast to drop below the baseline level from 2023.
Although this deviation is very small, being less than one hundredth of a
percentage point, it may cause concerns to some groups. Three points
should be emphasised in interpreting this result. First, it does not mean the
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employment level is lower than the current level, it is just slightly below
the level that it might have otherwise been in more than twenty years, with
employment still being projected to rise over time. Second, even though
employment is slightly lower than the baseline, the real wage rate is still
0.03 per cent higher than the baseline. Third, the drop below baseline is a
temporary deviation from the long run equilibrium. If chart2.4 was
extended beyond 2027 it can be seen that employment picks up and
gradually returns to the baseline level in the longer period, with there
being a permanent increase in the real wage rate by 0.03 per cent.

Implications of MAFTA for Malaysia

The focus of this study is on the impact of the proposed FTA on the
Australian economy. However, summary results about the effects of the
FTA on Malaysia are provided for comprehensiveness and comparability.

As shown in chart 2.5, MAFTA will have a positive impact on Malaysia,
and with the impacts being larger in magnitude than was the case for
Australia. The principal reason for this is that Malaysia has a higher degree
of protection, and hence a more distorted economy, than Australia.

Real GDP and real consumption in Malaysia will be 0.20 and 0.34 per cent
higher than the baseline level ten years out. Real consumption in Malaysia
is expected to substantially increase beginning year 2006. This is in contrast
to Australia, where real consumption is forecast to substantially increase in
2004. Real consumption in Australia increases prior to MAFTA being
implemented due to forward looking expectations exhibited by economic
agents. With the (assumed) announcement that MAFTA will commence in
2007, economic agents expect that future income will be higher as a result
of the FTA. As economic agents can borrow and lend money in the APG-
Cubed model, the expectation of higher future income as a result of
MAFTA sees agents borrowing money and bringing forward future
consumption, which acts as a stimulus to economic activity (GDP and
output) and raises welfare (consumption).

In Malaysia, increases in real consumption are delayed (relative to that
experienced by Australia) due to households allocating a greater share of
disposable income to savings rather than consumption. The decision to
save more and consume less is made in response to a small rise in the real
interest rate (not shown). Interest rates rise due to the Malaysian economy
expanding and needing greater capital. Higher interest rates promote
greater savings, and this in turn allows (in part) investment to increase. As
the capital requirements are met the interest rate declines, and households
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2.5 Macroeconomic effects of MAFTA for Malaysia
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switch from savings to consuming, hence real consumption increases from
2006 onwards.

The change in exports and imports is of a similar magnitude, although the
increase in exports is marginally higher than the change in imports in the
early years of MAFTA. The similar change in exports and imports lead to a
small improvement in the current account. Immediately following
implementation of MAFTA the current account surplus increases by 0.77
per cent, then dampens to 0.07 per cent twenty years out. To maintain a
balance in the Balance of Payments (a long run requirement), there will be

capital outflows from Malaysia initially and a real depreciation of the
Malaysian Ringgit to offset/counteract the increase in the current account
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surplus. As the current account surplus dampens over time, the Ringgit
appreciates gradually in real terms. However, because of the increase in
output, input prices are expected to increase for most of the sectors, thereby
driving up the aggregate domestic price and reducing the nominal
exchange rate. Hence there may be pressure on Malaysia to adjust the rate
at which the Ringgit is pegged to the USD.

2.6 Malaysia’s real GDP and consumption gains from the FTA NPV 20052
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MAFTA sees one set of distortions being removed from the Malaysian
economy. As such, economic efficiency rises and hence capital earns a
higher return. This leads to greater investment in the domestic economy,
with investment peaking at 0.27 per cent above baseline five years after the
commencement of MAFTA.

As shown in chart 2.6, the net present value of Malaysia’s gains in real GDP
and real consumption over 2005 to 2027 are, respectively, RM18.31 billion
and RM18.18 billion.

Different to the Australian case, Malaysia will benefit the most from its
own trade liberalisation. Over 72 and 71 per cent of Malaysia’s gains in real
GDP and real consumption, respectively, are due to its own trade
liberalisation and associated dynamic productivity gains. This is because
Malaysia has a more distorted trade regime than Australia. Service trade
liberalisation is the primary source of gains to Malaysia, accounting for 56.8
per cent of gains in real GDP and 644 per cent of gains in real
consumption. This is closely followed by merchandise trade liberalisation,
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attributing to 38.8 per cent of gains in GDP and 30.3 per cent gains in real
consumption (see chart 2.7).

2.7 Sources of Malaysia’s gain from FTA NPV 2005a

25 | Malaysia unilateral liberalisation 25 Dynamic productivity -
m Australia unilateral liberalisation m Service liberalisaion
W Merchandise liberalisation
20 20
g g
3 3
= =
@© 10 & 10
5 5
0 0
Real GDP Real Consumption Real GDP Real Consumption

& Over 2005 to 2027 discounted at a 5 per cent real interest rate.
Data source: APG-Cubed modelling simulation.

Impact of MAFTA implementation scenarios

The above results report the effect for Australia and Malaysia from the
immediate removal of bilateral trade barriers under MAFTA (with
implementation in year 2007). We now consider what happens when
Australia and Malaysia phase in the removal of trade barriers over time.
Two scenarios are considered — 5 year and 10 year phase-ins (commencing
in 2007). In each scenario, the same percentage point reduction in trade
barriers occurs every year after 2007 until the full liberalisation is achieved
in the specified time period.

Charts 2.8 and 2.9 show the paths of Australia’s real GDP and real
consumption of immediate liberalisation, five year phase in and ten year
phase in. It can be seen from these charts that immediate liberalisation
leads to a larger and earlier increase in welfare (as measured by real con-
sumption). Those results are as expected — removing trade barriers earlier
results in a greater gain net of adjustment costs (which are incorporated
and allowed for in this model). The results for Australia show that the
greatest gain in welfare (real consumption) is when trade barriers are
removed immediately. But the difference among the three implementation
scenarios considered is not overly large due to two reasons. First, Australia
already has very low levels of protection, so the gain resulting from
immediate liberalisation is not large after netting of adjustment costs.
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2.8 Australia’s GDP under different implementation scenarios
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Data source: APG-Cubed modelling simulation.

2.9 Australia’s welfare under different implementation scenarios

Changes in Real Consumption CiE
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Data source: APG-Cubed modelling simulation.

Second, the ‘immediate” liberalisation will happen in 2007 and after
discounting to produce the present value of benefits in 2005, one would
expect the difference in benefits to be quite small.

Chart 2.10 shows the net present value of the increase in real GDP and
consumption under the three implementation scenarios considered. Results
are reported for both Australia and Malaysia.
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As can be seen, the difference among the alternative implementation
scenarios considered is larger for Malaysia. This is because Malaysia’s trade
protection is relatively higher than Australia’s, and therefore the gains from
trade liberalisation are larger after netting of adjustment costs. Delaying
such large potential gains, as the slower phase in scenarios do, translates
into a substantial reduction in gains when results are expressed in present
value terms.

2.10 Present value of real GDP and consumption under different phase-in scenarios 20052

Australia ) e Malaysia . o i:
25 W immediate liberalisation 25 W immediate liberalisation
W phase-outin 5 years W phase-outin 5 years
phase-out in 10 years phase-outin 10 years
= 2.0 2
2 S
3 3
2 15 = 15
° &
2 g
= 10 £ 10
b =
0.5 —_— & 5
0.0 0
Real GDP Real Consumption Real GDP Real Consumption

2 Over 2005 to 2027 discounted at a 5 per cent real interest rate.
Data source: APG—Cubed modelling simulation.
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Sectoral effects of the MAFTA

THE MAFTA IS EXPECTED to have varying impacts at the sectoral level
due to the disparity in individual sectors’ protection and the resultant
reduction in barriers. With its considerable commodity (and regional)
detail, the GTAP framework is well suited to examining the implications
for the various sectors of the economy of the bilateral trade liberalisation
carried out under the MAFTA.

For each identified sector of the economy, GTAP results are provided for
(changes to) production and employment, export and import volumes, and
prices received by local producers. GTAP uses a slightly different measure
of welfare than that reported in the APG-Cubed modelling. The welfare
measure reported by GTAP is ‘equivalent variation’. Equivalent variation
represents the additional income that would need to be given to the
community to make consumers as well off as they would have been under
MAFTA.

It is important to appreciate that the APG-Cubed and GTAP welfare results
are not comparable. APG-Cubed measures welfare by the change in real
consumption, whereas GTAP measures the impact on welfare via changes
in equivalent variation, and these are different measures. Furthermore, the
models themselves are very different. APG-Cubed is well placed to track
the macro-economic impacts of MAFTA over time as it is a fully dynamic
macro-economic model that incorporates the real and financial sectors. In
contrast, GTAP is a comparative static model — it provides a “snapshot” of
what the economy will look like in the long run, but no detail on how the
economy gets to that long run position, nor can it properly account for the
cumulative effects of MAFTA overtime. GTAP does, however, identify a
multitude of different sectors of the economy, making it better placed to
investigate the sectoral impacts of MAFTA. The upshot being, the GTAP
and APG-Cubed results should not be compared.

Finally, although the GTAP framework provides significant sectoral detail
and can provide important insights about the effects of inter-industry
linkages, the results should, as with all economic models, be regarded with
caution. The response of any given sector to trade liberalisation depends on
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a complex set of factors affecting both demand and supply, which are
difficult to capture with precision in any model. The important things
economic models indicate is the mechanisms at work and the insights
gained.

Welfare implications of MAFTA

The GTAP modelling has been conducted so that the individual factors
contributing to changes in Australia’s and Malaysia’s welfare can be
identified. Table 3.1 shows the expected welfare gains from MAFTA broken
down into its component parts - the gains to welfare from tariff
liberalisation by both countries, dynamic productivity gains in both
countries, and the service trade liberalisation of both countries (for example
the table shows that Australia is expected to gain $1.0 million from
reducing its own tariff barriers and $42.8 million from Malaysia reducing
their tariff barriers as part of the total $186.3 million expected equivalent
variation).

3.1 Welfare effects of MAFTA

Australia

Malaysia RM million2

Equivalent
Variation Tariff liberalisation Dynamic productivity Service trade liberalisation
Australia Malaysia Australia Malaysia Commercial Consumption
presence abroad
186.3 1.0 42.8 65.9 0.3 34.2 42.1
719.2 175.4 55.1 -0.9 108.6 381.0 0

2 Exchange rates of 1USD = AUD1.29 and 1USD = RM3.8 have been used.

Source: CIE calculations

Australia

In addition to welfare gains, under the GTAP model GDP is also expected
to increase by $164.5 million for Australia and RM513.2 million for
Malaysia.

As can be seen, MAFTA has positive welfare effects for Australia
irrespective of which sources of economic impact are considered. If
merchandise and services trade is liberalised and dynamic productivity
gains occur, then Australia’s welfare is estimated to rise by $186.3 million
per year as a result of MAFTA. If only merchandise trade liberalisation
occurs without any dynamic productivity improvements or services trade
liberalisation, then Australia’s welfare is estimated to increase by $43.8
million per year.
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Malaysia

While merchandise trade liberalisation is an important contributor to the
welfare gain, accounting for around 24 per cent of Australia’s total gain, the
effect of liberalising Malaysia’s service barriers is also very important.
Service barrier liberalisation is estimated to account for around 41 per cent
of Australia’s welfare gain. This reflects the expected increase in tourism
exports from Australia to Malaysia (and the increase in related expenditure
that is associated with a greater number of Malaysian tourists) and the
increase in commercial presence.

Dynamic productivity gains, arising through increased price competition
from now cheaper imports, have a positive impact on Australia’s welfare.
Productivity gains in the Australia merchandise sectors deliver an almost
$66 million improvement in welfare. Malaysia’s liberalisation is associated
with its sectors experiencing productivity gains primarily in manu-
facturing. As such, Malaysia’s dynamic productivity gains lead to price
declines in manufacturing exports, and hence lower priced manufacturing
imports from Malaysia are received in Australia. This has a welfare
improving effect in Australia (as Australian consumers and businesses can
now purchase more imports for the same expenditure). Malaysia’s dynamic
productivity gains are associated with Australian welfare rising by $0.3
million. Overall, dynamic productivity improvements yield a welfare gain
of $66.2 million (or 36 per cent of total gains) to Australia.

MAFTA is estimated to deliver a RM719.2 million gain in Malaysia’s
welfare. Merchandise trade liberalisation accounts for approximately 32 per
cent of this total, comprising gains from Australia’s liberalisation of its
merchandise barriers (RM175.4 million) and cheaper production inputs into
Malaysia as a result of Malaysia’s liberalisation of its own merchandise
barriers (RM55.1 million).

Service trade liberalisation contributes significantly to Malaysia’s welfare
improvement, accounting for approximately RM381 million, or 53 per cent
of the total gain. The welfare gain from service trade liberalisation is
derived from a reduction in barriers to commercial presence. An increase in
foreign competitors reduces the economic rent captured by incumbents and
increases productivity within (some) service sectors. In total, the gain in
welfare from merchandise trade liberalisation and service liberalisation is
approximately RM611.5 million, accounting for 85 per cent of the total gain.

Dynamic productivity gains as a result of merchandise trade liberalisation
in Malaysia account for approximately RM108 million, or 15 per cent of the
total gain. This gain is smaller (when expressed in a common currency)
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than the welfare gain experienced by Australia as a result of dynamic
productivity. However, Malaysia’s welfare gain from dynamic productivity
expressed as a share of GDP is relatively larger at 0.02 per cent than
Australia’s at 0.008 per cent. This is because Malaysia has large dynamic
productivity gains off a small GDP base, whereas Australia has small
dynamic productivity gains off a relatively larger GDP base. Malaysia
experiences relatively larger proportional gains due to a larger reduction in
merchandise trade barriers for the majority of its industries.

In table 3.1 it can be seen that Australia’s welfare improves as a result of
Malaysia’s dynamic productivity gains, whereas Malaysia’s welfare
declines as a result of dynamic productivity gains in Australia. This latter
result arises due to the incidence of tariffs in Australia and the nature of
exports in Malaysia. Australia’s highest tariffs are in the manufacturing
sectors, and hence these sectors experience the larger dynamic productivity
gains. The productivity gain improves the competitive position of
Australian made manufactures in both the domestic market and exports
markets. Malaysia exports predominantly manufactured goods, hence
Australia’s productivity gains in the manufacturing sectors acts to displace
some Malaysian imports from both the Australian market and third
country markets, which has a slight negative effect on Malaysian welfare.

As with any quantitative analysis, the results are sensitive to the
assumptions underlying the model. Sensitivity analysis of the welfare
results presented in table 3.1 are included at the end of this chapter.

The MAFTA and its impact on Australia-Malaysia trade

Exports between Australia and Malaysia increase significantly as a result of
MAFTA. Australia is forecast to increase its total exports to Malaysia by
$198.3 million, or 5.5 per cent while Malaysia increases its total exports to
Australia by RM760.4 million, or 6.3 per cent. Chart 3.2 shows the
breakdown of the increase in exports for both Australia and Malaysia in
terms of economic sectors.
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3.2 Portion of total increase in bilateral exports by sector

u Australia Malaysia
agriculture energy
1% 1%

non
durable
28%

non
durable
32%
services
46%

durable
25%

Data source: GTAP modelling results.

Australia’s merchandise exports to Malaysia

A significant portion of the increase in Australia’s exports to Malaysia is
due to Malaysia’s liberalisation of its tariffs on merchandise, accounting for
54 per cent of the total increase in bilateral exports.

In total, merchandise exports from Australia to Malaysia increase by $107.5
million or around 6.3 per cent. Table 3.3 shows the change in bilateral
exports from Australia to Malaysia for each Australian sector.

3.3 Change in Australian exports to Malaysia by sector

$ million per cent
Agriculture 1.2 0.5
Energy 0.2 0.2
Mining 0.3 0.9
Non durable 56.2 8.5
Durable 49.5 7.1

Source: GTAP modelling results.

Australia’s own tariff liberalisation and dynamic productivity gains in both
countries have only marginal positive or negative effects on merchandise
exports to Malaysia. For example, Australia’s own tariff liberalisation,
which will improve the efficiency with which the Australia economy
operates, accounts for only 1.7 per cent of the increase in merchandise
exports to Malaysia. Dynamic productivity gains in Australia also account
for only 0.2 per cent of the increase in merchandise exports. However,
taking an average masks the importance of dynamic productivity to some
sectors.
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Malaysia’s own dynamic productivity gains have a small but negative
impact on Australia merchandise exports to Malaysia. The productivity
gain improves the competitive position of the Malaysian sectors, and hence
will act to displace some imports, including those from Australia, from the
local Malaysian market. Malaysia’s dynamic productivity gains accounts
for merchandise exports from Australia to Malaysia falling by 0.4 per cent.

Australia’s service exports to Malaysia

The largest increase in exports from Australia to Malaysia is in services
trade at $90.9 million or around a 21 per cent increase.

The increase in tourism exports to Malaysia represents the largest absolute
increase in service exports (note that the tourism and education sectors are
not identified separately in the GTAP model. Tourism, which encompasses
activities such as hotels, restaurants etc are a component of the Trade
sector, while education services are a component of the Public
administration sector, along with defence and health.). This is primarily in
retail and wholesale trade, expected to increase by $57.9 million which
makes up approximately 64 per cent of the total increase in service exports.
This is derived from an expected increase in visitors from Malaysia to
Australia as a result of a reduction in tourism barriers (see appendix A for
more detail on barriers removed). In addition, a 4 per cent increase in
education exports to Malaysia through a greater number of students
studying in Australia represents an absolute increase in service exports of
$5 million, or 5.5 per cent of total service exports. Table 3.4 shows the
expected increase in services exports from Australia to Malaysia as a result
of MAFTA.

In general, Australia’s merchandise trade liberalisation increases service
exports to Malaysia, as the trade liberalisation improves the efficiency of
the Australia economy. Malaysia’s removal of its tariffs on merchandise
trade has a negative impact on Australian service exports to Malaysia as
Australia’s merchandise exports expand at the expense of service exports.
Productivity gains in the Australia merchandise sectors also has an adverse
effect on the service sectors, as resources are attracted to the now more
efficient and competitive merchandise sectors and away from the service
sectors.
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3.4 Change in service exports from Australia to Malaysia

$ million per cent
Trade 57.9 439
Transport (other) 1.3 33.4
Air transport 21.8 33.5
Communication 0.6 33.5
Recreational and other services 4.3 33.5
Public administration, defence,
education and health 5.0 3.89

Source: GTAP modelling results.

Malaysia’s merchandise exports to Australia

As a result of MAFTA, Malaysia’s merchandise exports to Australia are
estimated to increase by RM760 million, or 6.9 per cent. The most
significant liberalisation measure driving the increase in exports is
Australia’s tariff removal, accounting for 98.4 per cent of the increase in
Malaysian exports to Australia.

Dynamic productivity gains in the Australian merchandise sectors
improves the international competitiveness of those sectors, which acts to
reduce imports from Malaysia. Consequently, merchandise imports from
Malaysia fall by RM1.7 million, or 0.02 per cent, as a result of the dynamic
productivity gains in Australia. Malaysia’s dynamic productivity gains see
merchandise exports to Australia increase by a similar RM2 million, or 0.02
per cent. The dynamic productivity gains improve the competitive position
of Malaysian sectors on a multilateral basis such that exports to all parts of
the world will now be more competitive, including exports to Australia.

MAFTA and its impact on Australian sectors

The implications of MAFTA for output, employment, trade and prices
received by local producers in the various sectors of the Australia economy
are reported in table 3.5. These results reflect merchandise and service trade
liberalisation, and dynamic productivity gains.

When interpreting the results presented in table 3.5 it is important to note
that the results are reported as a percentage deviation from baseline. Hence
when deciding whether a particular ‘result’ is of significance to the
Australia economy, it is important to have in mind the size of the sector
that is being considered.
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3.5 Impact of the MAFTA on Australia sectors Percentage deviation from baseline

GTAP sector

Paddy rice

Wheat

Cereal grains (other)
Vegetables, fruit, nuts

Oil seeds

Sugar cane, sugar beet
Plant-based fibres

Crops (other)

Bovine cattle, sheep, goats, horses
Animal products (other)
Raw milk

Wool, silk-worm cocoons
Forestry

Fishing

Coal

Oil

Gas

Minerals (other)

Cattle, sheep meat products
Meat products (other)
Vegetable oils and fats
Dairy products

Processed rice

Sugar, related products
Food products (other)
Beverages, tobacco products
Textiles

Wearing apparel

Leather products

Wood products

Paper products, publishing
Petroleum, coal products
Chemical, rubber, plastic
Mineral products (other)
Ferrous metals

Metals (other)

Metal products

Motor vehicles, trucks, parts
Transport equipment (other)
Electronic equipment
Machinery, equipment (other)
Manufactures (other)
Electricity

Gas manufacture, distribution
Water

Construction

Trade

Transport (other)

Water transport

Air transport
Communication

Financial services (other)
Insurance

Business services (other)
Recreational, other services
Public Administration etc
Dwellings

Output Employment
-0.05 -0.06
-0.06 -0.07

0.00 -0.01
0.00 0.00
-0.08 -0.09
-0.04 -0.05
-0.07 -0.08
-0.01 -0.01
-0.05 -0.05
-0.03 -0.04
0.25 0.25
-0.04 -0.04
-0.03 -0.04
0.00 -0.01
-0.01 -0.02
-0.01 -0.02
-0.01 -0.02
-0.03 -0.04
-0.05 -0.06
0.01 0.00
-0.06 -0.15
0.25 0.23
-0.04 -0.06
-0.04 -0.06
0.00 -0.02
0.04 0.02
-0.01 -0.03
-0.04 -0.05
-0.14 -0.14
-0.01 -0.11
0.02 0.00
0.03 0.00
0.02 -0.01
0.03 -0.01
0.07 0.05
-0.07 -0.09
0.01 -0.02
0.02 0.00
0.00 -0.01
0.00 -0.05
-0.04 -0.06
0.00 -0.04
0.00 -0.03
-0.01 -0.04
0.02 0.00
0.05 0.03
0.05 0.03
0.01 -0.02
-0.02 -0.05
0.09 0.07
0.01 -0.01
0.01 -0.01
-0.02 -0.03
0.01 0.00
0.02 0.01
0.01 0.01
0.02 -0.01

Export®
-0.09
-0.07
-0.05
-0.02
-0.08
-0.05
-0.08
-0.10
-0.08
-0.13
-0.25
-0.04
-0.10
-0.06
-0.01
-0.03
-0.01
-0.04
-0.09

0.04
0.31
0.87
-0.10
-0.09
0.07
0.16
0.03
-0.12
-0.19
0.39
0.25
-0.01
0.18
0.38
0.42
-0.07
0.31
0.25
0.04
0.18
-0.07
0.05
-0.16
-0.18
-0.19
-0.10
1.38
-0.06
-0.03
0.15
-0.08
-0.15
-0.18
-0.16
0.02
0.00
0.02

Import®
0.02
0.05
0.06
0.08

-0.04
0.03
0.01
0.05
0.10
0.08
0.11
0.08
0.04
0.05
0.04
0.03
0.08
0.00
0.10
0.08
0.18
0.18
0.06
0.06
0.11
0.14
0.06
0.16
0.10
0.56
0.10
0.03
0.07
0.19
0.13
0.04
0.18
0.12
0.09
0.08
0.07
0.14
0.29
0.77
0.11
0.08
0.09
0.08
0.00
0.06
0.08
0.09
0.07
0.09
0.09
0.08
0.00

Producer prices

0.03
0.02
0.03
0.03
0.02
0.03
0.02
0.03
0.03
0.03
0.06
0.03
0.02
0.02
0.01
0.01
0.01
0.01
0.04
0.03
-0.07
0.05
0.03
0.03
0.02
0.02
0.02
0.02
0.02
-0.10
0.02
0.01
0.01
0.01
0.01
0.02
0.01
0.02
0.02
-0.03
0.02
0.00
0.03
0.03
0.03
0.03
0.04
0.04
0.02
0.03
0.03
0.04
0.05
0.04
0.04
0.05
0.03

& Change in multilateral trade

Source: GTAP results
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Production levels

The total expected increase in Australian output is $208.9 million.
Australia’s highest tariffs are in the manufacturing sectors, especially non-
durables. Hence under MAFTA it is those corresponding Australian
manufacturing sectors that are relatively advantaged by the trade
liberalisation due to lower input costs and the larger dynamic productivity
gains.

The aggregated service sector experiences the largest increase in Australian
output, accounting for around 95 per cent of the total increase. The air
transport, construction, and (retail and wholesale) trade sectors have the
largest increases. Air transport and trade derive their gains from the
increase in consumption abroad from Malaysian tourists and students
studying in Australia, while construction results from the need to service
an expanding economy with new infrastructure and buildings.

Table 3.5 shows the change in output from the baseline at the
disaggregated 57 sector GTAP level. On the surface, there appears to be
some counter-intuitive results. For example, the Australia textile sector is
estimated to experience an increase in exports of 0.03 per cent but the sector
is expected to experience a small decline of 0.01 percent in output.
Although a relatively large reduction in trade barriers for Australian
textiles increases Australian textiles output (due to cheaper inputs into
production), resources shifting to the service sectors primarily as a result of
an increases in tourism and education exports attracts factors of production
(labour and capital) away from the textiles sector, thereby decreasing
output slightly. The reduction in Malaysian textile tariffs encourages
Australian production to shift from the domestic market to the Malaysian
market, thereby increasing textile exports. The decrease in Australian
production is supplemented by an increase in textile imports of 0.06 per
cent.

In general, changes in output can be explained by considering merchandise
goods liberalisation, services trade liberalisation, dynamic productivity
gains, and the interaction between those measures. In sectors that are
largely liberalised already, and hence internationally competitive
(Australia’s agricultural and services sectors), Australia’s trade
liberalisation has a positive effect on output. For those protected sectors
(typically in manufacturing), liberalisation has had a detrimental impact on
some sectors output. Whether a sector incurs a positive or negative impact
on output as a result of merchandise trade liberalisation by Australia
ultimately depends on the relative competitiveness of the Malaysian
sectors.
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Liberalisation of Malaysia’s tariffs barriers has varying effects on
Australia’s economic sectors. The impact of Malaysian liberalisation on
Australia output levels will depend on whether certain sectors in Australia
are favoured more than others by the reduction in Malaysian trade barriers
and any resulting competition between expanding Australia sectors for
resources. Due to limited resources, not all sectors can expand ad infinitum;
some will expand at the expense of others.

There will also be indirect effects that could be substantial depending on
the inter linkages between sectors. Industries increasing their exports to
Malaysia will increase their demand for inputs (unless production is
merely diverted from the domestic market or other international markets).
Hence, some sectors supplying downstream exporting sectors have
experienced a production increase as a result of the Malaysian trade
liberalisation. However, if the increased Malaysian demand results in the
price of Australia products increasing, then any (downstream) Australia
sector using that product as a production input will be subjected to a cost
increase, which may culminate in a fall in output.

The barriers to service trade in Australia are small, and hence for modelling
purposes it was assumed concessions would not be made for services trade
by Australia. The Malaysian barriers to commercial presence and
consumption abroad are more substantial, and their partial removal sees
the Australia service sectors expand their output (For modelling purposes
it was assumed that a third of foreign service barriers were removed). In
total, services production by Australian enterprises (located both in
Australia and in Malaysia) expands by approximately $219 million or 0.02
per cent. This is primarily made up of services production increasing
within Australia due to consumption abroad, although there is a small
amount that is accounted for by an increase in capital flows from
Australian firms located in Malaysia of around $20 million due to increased
commercial presence.

Malaysia’s removal of its barriers to merchandise trade in combination
with the dynamic productivity gains as a result of a reduction in Australia’s
barriers to merchandise trade sees Australia’s manufacturing sectors being
relatively better placed to compete for the factors of production (such as
labour and capital). This competition for resources has an adverse impact
on some of the service sectors, with output contracting (for example gas
manufacture and distribution, water transport, and insurance).

Furthermore, as a productivity gain translates into needing fewer inputs
per unit of output, the dynamic productivity gains can have an adverse
impact for upstream sectors if those upstream sectors themselves do not

MEASURING THE POSSIBLE IMPACTS OF MAFTA



3 SECTORAL EFFECTS OF THE MAFTA

Employment

experience a gain. Furthermore, productivity gains will act to draw
resources to the now more productive sector, at the expense of other
sectors. As the assumed dynamic productivity gains are (in part) a function
of existing trade barriers, those sectors that are already completely
liberalised or have low tariff barriers will be disadvantaged relative to the
protected sectors.

As agriculture in Australia already has a relatively low tariff level, removal
of tariff barriers does not generate as great an improvement in dynamic
productivity. Consequently, dynamic productivity effects cause a reduction
in demand for agricultural output by downstream sectors benefiting from
productivity gains, with resources being attracted to those now more
productive sectors that are relatively advantaged by the trade liberalisation
undertaken. If dynamic productivity and service liberalisation is not
included in the results, then agricultural output actually increases in five
agricultural sectors (cereals and grains, vegetables and fruits, crops, raw
milk, and fishing), rather than one (raw milk) reported in table 3.5.

Employment moves in the same direction and by a similar magnitude as
the change in industry output. The price of labour (real wage rate) is
estimated to rise marginally (0.05 per cent) across all sectors. The wage rate
rises as a result of the cost of labour being bid up by the various sectors
expanding output and competing for labour as a factor of production.

There are several sectors for which the change in output exceeds the change
in employment by a noticeable amount. For example, in the wood products
sector output is forecast to fall by 0.01 per cent whereas employment
declines by 0.11 per cent. This and similar results can be attributed to two
factors — dynamic productivity and capital for labour substitution.
Productivity gains mean that less production inputs, including labour, are
required to produce a unit of output. Hence the productivity gain drives a
‘wedge’ between the change in output and the change in employment.
While the wood products sector experiences a decline in output, the
dynamic productivity gain sees a bigger decline in labour. With rising
wages, capital is now relatively cheaper than labour (the real wage rises by
0.05 per cent whereas the cost of capital rises by 0.03 per cent). This sees
some capital being substituted for labour and hence less labour is needed
as output expands. However, due to the very small difference price rises
between the factors of production, any such substitution is likely to be only
marginal.
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Export and import volumes

Across all international markets, Australia’s total export and import
volumes increase by 0.07 and 0.09 per cent respectively under MAFTA. The
increase in exports is, however, concentrated in only 21 sectors, while
imports increase in 51 of the 57 identified sectors.

Exports increase as a result of Malaysia removing trade barriers, thereby
increasing exports to Malaysia and/or dynamic productivity gains
experienced by some Australia sectors, thereby increasing exports to all
markets.

The decline in exports at the sectoral level reflects either one of two events.
If sectoral output falls as a result of other sectors receiving a greater benefit
under MAFTA, then exports may also fall. For those sectors where output
falls but exports remain constant or increase (for example vegetable oils
and fats), it represents a diversion from the domestic to export market, with
domestic demand being met in part by increased imports. For this market
switching to occur, exporters must receive a price premium in export
markets, which typically results from a reduction in costs due to reduced
trade barriers.

The alternative scenario is one where a sector experiences an increase in
output but a fall in exports. This can be explained by the growth of
downstream sectors demanding more inputs to production that results in
trade diverting from the export market to the domestic market. For
example, the transport (other) and air transport sectors expand output by
0.01 and 0.09 respectively. As these sectors expand, they need greater
production inputs, including petroleum and coal products, which expands
output by 0.03 per cent. However, production for the domestic market is
not sufficient to meet the additional downstream demand. Hence
petroleum and coal product exports are diverted from the export market to
the domestic market (petroleum and coal exports fall by 0.01 per cent) as
the reduction in petroleum and coal tariffs in Malaysia is not sufficient to
entice exporters to continue exporting to Malaysia. In conjunction with an
increase in petroleum and coal imports from all countries (0.07 per cent),
the trade switching allows the transport (other) and air transport sectors to
expand.

Australia’s own trade liberalisation sees imports in the relatively low
protected sectors such as agriculture and services increase only marginally
when compared to the increase in imports of the highly protected sectors.
In addition, the allocative efficiency gains realised in Malaysia arising from
their own liberalisation further improves the competitive position of
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Producer prices

Malaysian exports, leading to further imports of Malaysian goods. A third
(indirect) driver of increased imports arises from Australia’s dynamic
productivity, which results in a growing Australian economy and wealthier
public. This is associated with increased (intermediate and final) demand
for goods and services leading to increased demand for both domestic
production and imports.

Twelve of the Australian service sectors are forecast to experience increases
in output, yet only 5 of these sectors experience an increase in total exports.
That is, 7 of the service sectors increasing output are forecast to experience
a decline in exports. This result can be explained by the re-allocation of
services from export markets to the domestic market. In all but the
insurance sector, sales to the domestic economy expand in response to the
growing Australian economy. As local demand increases, the service
sectors divert products from export markets to the domestic market, hence
service exports decline. The diversion of services from export to local
markets is not always sufficient to meet the increased local demand, and
hence service imports increase in all service sectors.

The overall effect of MAFTA on the prices received by local producers in
Australia is small, with any price rises increasing by less than 0.05 per cent.
Only three sectors — vegetable oils and fats, wood products, and electronic
equipment — are estimated to experience a price fall.

Prices are affected by three key aspects of MAFTA — merchandise trade
liberalisation by Australia and Malaysia, dynamic productivity gains, and
services trade liberalisation.

In isolation, Australia’s trade liberalisation leads to a fall in market prices.
The larger the reductions in trade barriers, the cheaper are Malaysian
imports. Hence, the price in Australia of the composite bundle of local and
imported product falls, with the size of the price decline depending on the
magnitude of the trade barrier being removed and the share of demand
satisfied by Malaysian imports. Other things being equal, those sectors in
Australia currently enjoying the higher levels of protection therefore
experience the largest price falls as a result of Australia’s removal of tariffs.
Trade liberalisation by Malaysia encourages additional Australia exports to
Malaysia. This additional source of demand acts to increase prices in the
Australia market.

Australian sectors experiencing a dynamic productivity gain incur a price
lowering effect as these sectors become more efficient, with competitive
pressure ensuring that the lower production costs are passed on to

MEASURING THE POSSIBLE IMPACTS OF MAFTA

27



28

3 SECTORAL EFFECTS OF THE MAFTA

consumers. This is the case for those three sectors that experience a price
decline. For example, the wood products sector experiences a relatively
large dynamic productivity gain (0.07 per cent) which is responsible for the
price of wood products falling in Australia. Dynamic productivity gains in
Malaysia have a very small negative impact on prices in Australia. The pro-
ductivity gain in Malaysia improves the competitive position of Malaysian
products relative to Australia products (in all markets). This is associated
with a small decline in demand, and hence price, for Australia products.

Finally, liberalisation of barriers to services trade by Malaysia has an
upward effect on producer prices in Australia. Although commercial
presence does not impact on the price of goods and services in Australia, an
increase in consumption abroad from an expected increase in Malaysian
tourists and students does. This is primarily in those service sectors that are
affected by consumption abroad (trade, transport (other), air transport,
communication, recreational and other services) due to the increase in the
demand for these services. An increase in these sectors’ output also
increases demand for inputs from upstream merchandise and service
sectors in the Australian economy, thereby putting slight upward pressure
on prices for nearly all sectors.

MAFTA and its impact on Malaysian sectors

Production levels

In the main, a free trade agreement between Australia and Malaysia is
estimated to have a much more significant impact on Malaysian sectors
(and the economy in general) than is the case for Australia.

Percentage changes from the baseline in output, employment, trade and
prices received by local producers in the various sectors of the Malaysian
economy are reported in table 3.6. These results reflect merchandise and
service trade liberalisation, and dynamic productivity gains.

Around 80 per cent of the identified sectors are estimated to experience an
increase in output as a result of MAFTA. However, it should be
appreciated that some of these increases are quite small (and are not
observable at the first decimal point). Twelve Malaysian sectors — 1
agricultural, 4 light and 7 heavy manufacturing — experience what could
be termed as noticeable changes in output (greater than 0.2 per cent).

Effective tariffs on agricultural imports are already very low in Malaysia,
ranging between 0-0.8 percent. As such, agricultural imports from
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Australia are unlikely to be an additional source of significant competition
under MAFTA. However, Malaysia’s agricultural sectors are relatively
disadvantaged by the trade liberalisation carried out under MAFTA.
Liberalisation of Australia’s tariffs (which are highest in manufacturing)
sees the corresponding Malaysian manufacturing sectors expanding output
(via increased exports to Australia). This is associated with resources being
attracted to the relatively favoured (manufacturing) sectors of the
Malaysian economy, and away from the agricultural sectors. Australia’s
trade liberalisation is forecast to impact negatively (albeit marginally) on 7
of the 14 identified agricultural sectors. One sector forecast to notably
benefit from a MAFTA is the wheat sector — output is forecast to be
around 0.4 per cent higher (note that this is however off a very low base of
only several million dollars). The wheat sector expands due to the growth
in downstream manufacturing sectors (which are relatively favoured under
MAFTA).
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3.6 Impact of the MAFTA on Malaysian sectors Percentage deviation from baseline

GTAP sector Output Employment
Paddy rice 0.04 0.03
Wheat 0.39 0.43
Cereal grains (other) -0.03 -0.04
Vegetables, fruit, nuts -0.02 -0.05
Oil seeds -0.13 -0.15
Sugar cane, sugar beet -0.02 -0.03
Plant-based fibres 0.02 0.02
Crops (other) -0.03 -0.04
Bovine cattle, sheep, goats, horses 0.02 0.02
Animal products (other) -0.01 -0.03
Raw milk 0.00 0.00
Wool, silk-worm cocoons -0.03 -0.04
Forestry 0.14 0.13
Fishing 0.01 -0.01
Coal 0.03 0.02
Oil 0.00 -0.03
Gas 0.00 -0.02
Minerals (other) 0.06 0.04
Cattle, sheep meat products 0.06 -0.15
Meat products (other) 0.03 -0.14
Vegetable oils and fats 0.03 -0.10
Dairy products 0.36 -0.17
Processed rice 0.00 -0.13
Sugar, related products -0.09 -0.23
Food products (other) 0.03 -0.15
Beverages, tobacco products 0.24 -0.06
Textiles 0.11 0.02
Wearing apparel 0.04 -0.06
Leather products 0.74 0.59
Wood products 0.31 0.22
Paper products, publishing 0.14 0.03
Petroleum, coal products 0.02 -0.13
Chemical, rubber, plastic 0.07 -0.09
Mineral products (other) 0.29 0.15
Ferrous metals 0.38 0.24
Metals (other) 0.07 -0.03
Metal products 0.39 0.27
Motor vehicles, trucks, parts 0.64 0.44
Transport equipment (other) 0.26 0.13
Electronic equipment 0.06 -0.05
Machinery, equipment (other) 0.20 0.07
Manufactures (other) 0.26 0.13
Electricity 0.13 -0.02
Gas manufacture, distribution 0.07 -0.04
Water 0.07 -0.05
Construction 0.18 0.08
Trade 0.08 -0.10
Transport (other) 0.01 -0.12
Water transport -0.01 -0.19
Air transport 0.00 -0.18
Communication 0.08 -0.08
Financial services (other) 0.09 -0.05
Insurance 0.14 0.06
Business services (other) 0.17 -0.01
Recreational, other services 0.09 -0.05
Public Administration etc 0.13 0.08
Dwellings 0.08 -0.06

Export®
-0.48
0.46
-0.10
-0.22
-0.19
-0.17
-0.25
-0.31
-0.14
-0.16
0.12
-0.03
-0.30
-0.14
-0.25
-0.01
-0.03
-0.09
0.53
0.21
0.03
3.99
-0.40
-0.27
0.09
1.03
0.21
0.04
0.77
0.36
0.60
-0.01
0.08
0.59
0.57
0.06
0.63
4.79
0.33
0.06
0.23
0.39
-0.07
-0.13
-0.17
0.47
-0.04
-0.06
-0.01
-0.02
-0.02
-0.02
0.40
0.18
0.00
-0.17
0.12

Import®
0.26
0.04
0.05
0.24
0.04
0.24
0.12
0.17
0.02
0.24
0.00
0.09
0.49
0.11
0.20
0.03
0.08
0.12
0.06
0.19
0.04
0.59
0.20
0.04
0.10
0.69
0.14
0.10
0.48
0.25
0.16
0.07
0.13
0.27
0.26
0.22
0.16
0.33
0.12
0.07
0.10
0.13
0.35
0.17
0.31

-0.11
0.08
0.06
0.04
0.07
0.07
0.10

-0.07
0.04
0.10
0.22
0.00

Producer price

0.11
-0.10
0.03
0.07
0.05
0.08
0.07
0.08
0.03
0.05
-0.07
0.01
0.06
0.03
0.07
0.01
0.01
0.02
-0.13
-0.05
0.01
-1.02
0.09
0.08
0.04
-0.18
-0.01
0.02
-0.01
0.04
0.01
0.00
0.02
0.00
-0.07
0.01
-0.02
-0.14
-0.02
0.00
0.00
0.00
0.01
0.02
0.03
-0.02
0.01
0.03
0.01
0.01
0.00
0.01
0.04
-0.01
0.00
0.04
0.00

@ Change in multilateral trade

Source: GTAP results.
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Four light manufacturing sectors are forecast to experience notable
increases in output — dairy (0.36 per cent), beverages and tobacco (0.24
per cent), leather (0.74 per cent) and lumber (0.31 per cent). In the case of
the leather and lumbar sectors, the principal factor behind the increase in
output is Australia’s tariff liberalisation, which is responsible for over 80
per cent of the output change. Australia’s liberalisation stimulates export
lead growth — both direct and via secondary/downstream exporting
sectors. Malaysia’s dairy and beverages and tobacco sectors have relatively
high effective tariffs, and as such experience large dynamic productivity
gains. These in turn drive the observed change in output.

For example, the beverages and tobacco sector has a tariff of 10.3 per cent.
Removing this tariff delivers a dynamic productivity gain of nearly 0.2
per cent. Hence on the one hand Malaysia’s liberalisation of its beverages
and tobacco sector is associated with a 0.15 per cent fall in sectoral output,
while on the other hand the productivity gain (which occurs on a
multilateral basis) delivers a 0.35 percent increase in output. The
productivity gain dominates, and hence output of the sector increase.

Malaysia’s highest tariffs are in the heavy manufacturing sectors (see
table A.1), hence it may be surprising that all 11 heavy manufacturing
sectors experience increases in output, and 7 of those sectors experience
noticeable changes in output. This expected output is the result of several
factors.

Firstly, liberalisation of Australia’s heavy manufacturing sectors benefits
only select Malaysian manufacturing sectors. Whether liberalisation of an
Australian sector benefits the corresponding Malaysian sector typically
depends on the tariff relativities in the Australian sectors. The Malaysian
sectors gaining the most from Australia’s liberalisation will be those in
which the corresponding Australian sectors have the higher relative tariffs.
For example, the Australian motor vehicles and fabricated metal product
sectors have the highest heavy manufacturing tariffs of 6.3 per cent and 3.5
per cent respectively, and it is the corresponding Malaysian motor vehicles
and fabricated metal product sectors whose output increases the most as a
result of Australia’s liberalisation (0.4 and 0.2 per cent respectively). Those
Malaysian sectors that are advantaged the most under MAFTA expand and
attract resources away from those sectors in which the corresponding
Australian sector has a relatively low tariff. Hence in some Malaysian
heavy manufacturing sectors, Australia’s tariff liberalisation is actually
associated with a (very small) decline in output.

Secondly, Malaysia’s own trade liberalisation could, a priori, be expected to
result in a fall in output of the heavy manufacturing sectors (as this is
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where tariffs are typically highest, both relative to other sectors in the
Malaysian economy and manufacturing sectors in Australia). However,
trade liberalisation sees distortions being removed from the Malaysian
economy, and as such the Malaysian economy expands. The expanding
economy necessitates greater local production, with resultant effect of
Malaysia’s own liberalisation being associated with a net expansion of most
heavy manufacturing sectors. The largest contraction in output in the
heavy manufacturing sectors as a result of Malaysia’s own liberalisation
occurs in the motor vehicles sector. This sector has a tariff of nearly 32
per cent being removed under MAFTA, with output of the sector falling by
a comparatively small 0.05 per cent as a result of this tariff being removed.

Thirdly, the dynamic productivity gains experienced are a factor of the
existing tariff on Australian imports and the share of Malaysia’s imports
accounted for by Australian products. As such the largest dynamic pro-
ductivity gains are incurred in Malaysia’s iron and steel (0.04 per cent gain)
and motor vehicles (0.07 per cent gain) sectors. These productivity gains see
output of the iron and steel sector rising by 0.16 per cent (out of a total
sectoral output gain of 0.38 per cent) and 0.22 per cent (out of a total
sectoral output gain of 0.64 per cent) in the motor vehicles sector.

Small productivity gains can have a noteworthy effect on a sector’s output
as they improve the sector’s competitive position on a multilateral basis.
Hence not only will the local Malaysian sectors be able to better compete
against imports from Australia, but also against imports from all countries.
Furthermore, productivity gains may displace Australian (and other
countries’) imports in third country markets. As was the case with certain
sectors being relatively more favoured under MAFTA, the same occurs
with respect to dynamic productivity gains. Greater productivity gains in
other sectors have the result of attracting factors of production to those
now more productive sectors, and away from sectors with smaller gains.
Hence even though a sector may experience an absolute productivity gain,
if other sectors” experience larger gains, then a sector’s output will contract
due to resources being competed away by the now relatively more
productive sectors. Examination of the results reveals that this outcome
occurs in 2 of the Malaysian heavy manufacturing sectors (electronic equip-
ment and machinery).

The final noteworthy factor contributing to the observed changes in
sectoral output concerns the greater commercial presence of Australian
service providers in the Malaysian economy. Opening up the Malaysian
economy to Australian service providers is thought to deliver efficiency
gains in service delivery. As such, and as all sectors use services as inputs
to production, a more efficient service sector delivers production cost
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Employment

savings to the heavy manufacturing sectors. As was the case with dynamic
productivity, such cost savings improve the competitive position of the
Malaysian sectors on a multilateral basis. The sectors benefiting the most
from liberalisation of service delivery in Malaysia are the service intensive
sectors.

Due to the conservative (commercial presence) service liberalisation effects
assumed, liberalisation of Malaysia’s service sectors typically has positive,
but small, effects. While the expanding Malaysian economy increases the
demand for domestically provided services, the major contributing factor
to the expanding service sectors is the productivity gains conferred to
domestic providers through allowing Australian service providers to
establish operations in Malaysia. For example, allowing Australia
construction firms and educations providers to establish in Malaysia, and
to operate under fewer impediments, is thought to account for around 60 to
70 per cent of the output gains experienced by the Malaysian construction
and government (includes education) sectors.

Employment typically moves in the same direction and by a similar
magnitude as the change in industry output. However, there are a few
exceptions in the light manufacturing and service sectors. Sectors in which
there is an increase in output combined with falling employment can be
primarily attributed to a combination of three factors — the sectors’” own
liberalisation, the presence of dynamic productivity gains and capital for
labour substitution.

As an example, consider Malaysia’s dairy sector. In this sector the 0.36
per cent increase in output is associated with a 0.17 per cent decline in
sectoral employment. If only the effects of Malaysia’s trade liberalisation
are considered, then the change in employment moves in line with the
change in output. Removal of tariffs on dairy imports from Australia sees
output of the local dairy sector falling by 0.05 per cent, and employment
falling by a similar 0.07 per cent.

Dynamic productivity gains mean that fewer inputs are required, including
labour, to produce a unit of output. Hence the productivity gains drive a
‘wedge’ between output and employment. For example, the dynamic
productivity gains experienced by the Malaysian dairy sector see output
rising by 0.41 per cent, but employment marginally falling (not observable
at 2 decimal places). Hence due to the large productivity gains experienced
by this sector, employment falls (albeit marginally) but sectoral output
rises.

MEASURING THE POSSIBLE IMPACTS OF MAFTA

33



3 SECTORAL EFFECTS OF THE MAFTA

Finally, there is substitution between the factors of production. Under
MAFTA the price of labour in Malaysia rises by around 0.14 per cent.
However, due to an influx of capital as a result of Malaysia doing
something good for its economy — trade liberalisation — and increased
commercial presence by Australian service providers, the price of capital in
Malaysia experiences a marginal decline (not observable at 2 decimal
places). Hence labour is now relatively more expensive, and this
encourages firms to substitute between labour and the now relatively
cheaper capital. Increased commercial presence by Australian service
providers is associated with a 0.07 per cent fall in employment in the dairy
sector.

Employment falls in 36 of the identified 57 sectors. The labour released by
these 36 sectors is employed elsewhere in the economy, thereby allowing
other sectors to expand. Indeed, the demand for labour is such that
nominal wages are forecast to increase by 0.16 per cent.

Export and import volumes

Substantial changes in trade flows are experienced by several sectors, the
most notable being the dairy, beverages and tobacco, and motor vehicles
and parts sectors. Increases in exports of these sectors reflects a
combination of two primary factors - bilateral trade liberalisation and
dynamic productivity gains.

For example, one sector with relatively high tariffs in Australia is the motor
vehicles and parts sector. Hence Australia’s liberalisation could be expected
to play a large part in any increase in Malaysian motor vehicle and part
exports. This is observed, with around 65 per cent of the increase in motor
vehicle exports (to the world) being attributable to Australia’s tariff
liberalisation. Malaysia’s own trade liberalisation can be expected to lead to
efficiency gains/cost savings in those sectors for which imports (from
Australia) are a significant production input. Hence for certain sectors,
Malaysia’s trade liberalisation is expected to be associated with an increase
in exports. As an example, dairy exports (to the world) are forecast to
increase by 3.99 percent, of which 2.94 percentage points is due to
Malaysia’s own trade liberalisation. Indeed, Malaysia’s trade liberalisation
is associated with an increase in exports in 35 of the 57 identified sectors.

Dynamic productivity gains (which improve a sector’s competitive position
on a multilateral basis) are the final important factor driving increases in
exports. The dairy and beverage and tobacco sectors experience relatively
large productivity gains of around 0.4 and 0.2 per cent respectively. These
productivity gains account for 28 per cent and 92 per cent respectively of
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Producer prices

each sectors’ increase in global exports. Dynamic productivity gains also
act to (partially) offset increases in imports, as the local sectors become
more competitive.

Exports are forecast to fall in 29 sectors. In 24 of those sectors, the fall in
exports is accompanied by an increase in sales to the local economy. Hence
in these 24 sectors, products are being diverted from export markets to the
local market in order to satisfy increasing local demand arising from
economic growth. The diversion of products from export to local markets is
not always sufficient to meet the increased local demand, and hence
imports increase.

In 4 sectors a fall in exports is accompanied by a decline in sales to the local
economy. In these sectors trade liberalisation is associated with loss of
domestic market share and contracting output. The contraction in output
acts to decrease exports and increase imports in those products. While
sectoral output may contract, Malaysia still has (intermediate and
household) demand for those products, hence imports increase in order to
fill the void left by contraction of the local sectors.

Imports increases in all but 2 sectors. The main factors behind the increase
in imports are the bilateral tariff liberalisation. Australia’s own tariff
liberalisation delivers efficiency gains to the Australian economy and this
in turn improves the competitive position of Australian exports. Malaysia’s
tariff liberalisation likewise improves the competitive position of
Australian exports. The largest decline in imports (0.11 per cent) is in the
construction sector. Allowing Australian construction service providers to
establish and operate in Malaysia means that construction services will be
delivered via commercial presence rather than cross border trade. Hence it
is not entirely accurate to say that construction imports will decline — they
will just be delivered via another mode (commercial presence).

In general, the impact of MAFTA on producer prices in Malaysia is
marginal — price movements (increases and decreases) typically occurring
at the second decimal place. Overall, in 42 sectors producers are forecast to
receive higher prices.

The stand out figure is the over 1 per cent decline in prices received by
producers in the dairy sector. This is the result of two factors — Malaysia’s
own trade liberalisation and dynamic productivity gains in the dairy sector.
In response to liberalisation of the dairy sector, Australian dairy exports to
Malaysia increase by nearly 17 per cent. The Malaysian dairy sector loses
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local market share to the now more competitive dairy imports from
Australia (domestic sales fall by 0.5 per cent), with output of the dairy
sector falling. As demand for Malaysian dairy products falls so to does the
price received by producers. Around 75 per cent of the (over) 1 per cent
decline in dairy prices is due to Malaysia’s own trade liberalisation.

The remaining decline in the producer price received for dairy products is
attributable to dynamic productivity gains. Productivity gains are
associated with production costs savings, with these savings being passed
onto consumers. The end effect is that prices received by producers will
typically fall when a sector experiences a productivity gain. Hence while
the dairy sector’s productivity gain of 0.4 per cent sees sectoral output
increase by a similar 0.41 per cent, the productivity gain sees prices
received by producers falling.

Price increases are largely the result of Australia’s own trade liberalisation.
As the competitive position of Malaysian exports to Australia improves
Malaysia will export more to Australia (bilateral exports increase by 6.3
per cent). The increased demand for Malaysian products sees the prices
received by producers being bid up.

Impact on Australian State and Territories

Due to the different composition of each State’s economy, the MAFTA will
impose individual impacts on each States gross product and employment.

Output is expected to increase by a total of $164.5 million within the
Australian economy. Of this, NSW is expected to experience the greatest
increase due to the relative size of its economy, followed by Victoria and
Queensland. Table 3.7 shows the expected change in Gross State Product
and employment as a result of MAFTA.

3.7 Change in Gross State Product and employment

Gross State Product

ACT NSW NT QLD SA Tas Vic WA Total
$ million 3.1 58.8 2.0 27.6 10.5 2.7 43.2 16.5 164.5
no 81 705 a7 493 68 43 401 171 2008

Source: GTAP results

In addition to an increase in output, employment is expected to initially
increase in each State and Territory.

In total, employment is expected to peak at around 2 008 persons in 2007,
but will then move back to long run equilibrium as wage pressures from
excess demand for labour increases. This will occur around 2020.
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Consequently employment will decline in some sectors and increase in
others as a result of labour moving between sectors. This is because it is
assumed within the GTAP model that, in the long run, the Australian
economy is at its natural rate of unemployment and there is perfect
mobility of labour. The economy cannot employ any more people so those
sectors demanding extra labour are required to source their supply from
other sectors.

The largest gain in employment is in the retail trade and construction
sectors. This is because they pull labour from other sectors of the economy
to accommodate the relatively large increase in their output ($47.4 million
and $28.9 million respectively). Most 