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Foreword

Occasional Papers is a monograph series established as an avenue for the
publication of policy analyses and operational research undertaken in the Bank. As the
activities and experiences of the Bank broaden and deepen, there is greater need and
scope for such analysis as a basis for the discussion of issues and the formulation of new
operations and policies.

Oceasional Papers is meant for distribution mainly within the Bank. However,

papers under this series are also available upon request to interested readers outside the
Bank.

This series is the fifth in the Economics and Development Resource Center's
research monograph program which includes Economic Staff Papers, Report Series,
Statistical Report Series, and Special Studies. Separate titles for each series are found at
the end of this paper.
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Abstract

The paper explores the role of intermediate services, defined as services which are
used as intermediate inputs in the production of other goods and services, in economic
development using the Malaysian example. Intermediate services are now critical to the
functioning of the world economy and their importance is likely to increase as information
and knowledge intensity of international economic activity increases. Intermediate services
as inputs in the production of other goods and services critically affect the competitiveness
of the economy. Accordingly, it is important from the viewpoint of economic policy
formulation to look at the inter-relationships between services and other sectors as well as
the impact of services on employment and foreign exchange earnings. The paper reveals that
intermediate services are important in terms of their essentiality as inputs to goods and
services producers as well as in terms of the direct contribution made to domestic output,
employment and foreign trade. The paper establishes the proposition that intermediate
services contribute significantly to competitiveness and that higher value-addition and
productivity are rooted in the technology embedded in the delivery of such services.



I. Introduction

In today’'s world, services lie at the heart of economic activity. In fact, the
development of post-industrial society is already perceived to be heralding the arrival of the
new service economy. At the same time, rapid technological advances of the 1980s in
computers, telecommunications and telematics have contributed significantly to the
globalization of the world’s economy. The globalization of manufacturing is now common-
place. What is relatively recent is the globalization of services: computer programmers in
India designing software for firms in the United States and transmitting it via satellite;
lawyers and financial experts in Hong Kong advising clients in Saudi Arabia; management
consultants from Boston advising companies in Africa; merchant bankers in New York and
London advising Indonesian firms on how to sell equity in the form of global depository
receipts. This is the age of information-intensive and knowledge-intensive services. Services
are now critical to the functioning of the world economy.

It is, therefore, somewhat surprising that until very recently there has been little
systematic effort in the economic literature to explore the role of services in ecomomic
development. The benign neglect can partly be ascribed to the fact that in classical economic
theory, services were considered to be unproductive.

Early theories postulated that as economic development proceeded there would be
a historical transition from agricultural societies to industrial societies and later to post-
industrial societies with a dominant tertiary services sector. This linear determinism was
called into question when data from developing countries clearly showed that even before
the transition to industrial society these economies already had a large services sector,
Economists used to dealing with the structure of industrial societies were therefore tempted
to dismiss the services sector in these developing countries as a form of disguised
unemployment because of the dominance of personal, domestic and trade services in these
economies. The net result was that the services sector failed to arouse the interest of
economists and the impression lingered that services did not contribute in any significant
way to a country’s economic development. In contrast, recent studies have argued that a
well-developed services sector is a prerequisite for economic development. Commenting on
the working of market economies in the information age, some have gone as far as to
suggest that knowledge-based services are now the mainspring of growth.? A recent
monograph published under the auspices of the Club of Rome contends that the eighties
marked the end of the megacycle of the industrial revolution and that the world was now
on the threshold of a new service economy.”

In drawing attention to the vital importance of services, the recent studies have
served to sharply pinpeint the distinction between final services and intermediate services.
As consumers, most of us are familiar with final services, for instance, haircuts, shoe shines,
household help and entertainment. Final services do not play a direct role in the output of
goods and services but have a direct impact on the utility and quality of life of the end-use
consumer. In contrast, intermediate services are activities essential as intermediate inputs to

' A. Smith, The Wealth of Nations (Penguin Books: 1776 reprinted 1977, New York),
I, Musbaumer, Services in the Global Market (Kluwer Academic Publishers, Boston, 1987).

! O, Giarini and W. R. Stahel, The Linits to Certainty: Facing Risks in the New Service Economy (Kluwer Academic
Publishers, Boston, 1959),



the production of other goods and services, for example, storage, financing, transport, and
telecommunications. There is now a growing consensus on the important direct contribu-
tions of intermediate services to the economy as a whole and the simultaneity of interactions
between these services and other productive sectors of the economy.

Intermediate services are clearly important from the policy planners’ perspective.
Intermediate services form the backbone of modern market economies; these are the services
that are internationally traded and contribute significantly to global interdependence of
economies. Some of these services have radically transformed the very manner in which
production is organized and commerce transacted. As intermediate inputs in the production
of goods and other services, they critically affect the competitiveness of those goods and
services. Policy planners need to understand the process and magnitude of the impact on
international competitiveness. From the viewpoint of economic policy formulation, it is
important to look at the interrelationships between services and other sectors as well as the
impact of services on employment and foreign exchange earnings. Furthermore, policy
makers have also been largely unaware that intermediate service industries play a critical
role in the overall industrial development of an economy and benign neglect of services with
overemphasis on the manufacturing sector would undermine parallel efforts to stimulate
growth in goods production.

This paper explores the role of intermediate services in economic development using
the Malaysian example.” The following section provides the motivation for this paper. It
discusses the early literature on services, reviews the developments that have since brought
the services sector into prominence and links the role of services to recent theoretical
advances such as the new growth theory. The third section opens with the methodology
adopted in the empirical study. It goes on to report the findings of the study based on
secondary data. The fourth section discusses the findings based on primary data collected
through a survey. The fifth section summarizes the policy recommendations.

1I. Background

The first serious study of the services sector was Colin Clark’s classical analysis.”
Clark examined the changes that occurred in the sectoral composition of output and the
occupational distribution of the labor force in the process of economic development. This
analysis advanced the hypothesis that as economic development proceeds, the share of the
primary (agriculture) sector in national output and employment declines while that of the
secondary (manufacturing) sector rises and in the transition to post-industrial society the
share of the tertiary (services) sector rises while the share of the secondary sector declines.

* The Government of Malaysia requested the Asian Development Bank for assistance to conduct a study to
determine the importance of intermediate services in the process of development in terms of its contribution to
economic growth and maintaining /enhancing the competitiveness of the Malaysian economy. The present paper is
in large part based on the findings of the study conducted under TA No. 1572-MAL: Study on the Role of Services
Sector Development, by Arthur Andersen HEM (Management Services) Sdn, Bhd. in association with Service-Growth
Consultants, [ne.

o s Clark, The Conditions uj' Eronomic PH.ISF:.’.‘-‘H {MeMillan, London, 1957,






