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A note from the Editor
Our region is currently confronted by a host of new social and economic
policy challenges. This issue considers a number of these very topical concerns.
One set of questions is related to the consequences of the remarkable growth
witnessed by many countries of the region. The first paper analyses the process of
urbanization in China and its implications for social policy. The second paper discusses
Malaysia’s experience with interventions to achieve growth while reducing inequality.
Another concern of the region’s economies is the impact of global developments on
their macroeconomic management. The third paper looks at the influence of global
interest rate developments on the Thai economy. Policymakers are also engaged in
a constant effort to improve the efficiency of their financial sectors to better support
economic development. The fourth paper considers the effects of domestic
privatization and foreign direct investment on the financial sector in Asia-Pacific
Economic Cooperation (APEC) economies. The fifth paper studies the role of the
informal credit market in providing rural finance in India.
Urbanization is one of the most important phenomena of our times. The
majority of the world’s population will soon be located in urban areas. Urbanization
in China is of particular interest both because of the large numbers involved and
because of the pace of its progress. The authors of the first paper consider the role
of social policy in managing Chinese urbanization. Social policy has been used both
to control internal rural-urban migration and to influence the coping mechanisms of
urban areas. A critical overview of the recent history of these issues is provided.
The key influences of social policy on the nature of urbanization are identified, while
taking into account labour mobility, rural-urban income and social welfare inequality,
and coping mechanisms. Three options are offered for the future of urbanization in
China. One is planned and controlled urbanization as in the past. This is posited to
be unlikely to succeed. A second option is urbanization through market forces.
Such an approach is deemed to be unlikely to achieve development goals. The
authors recommend a third solution, which they term ‘balanced social development.
Its features are: avoidance of incentives for rural-urban migration, conversion of
temporary urban residents into permanent settlers, specific policies for farmers who
relocate, and rural development measures.
The second paper considers growth and inequality in Malaysia. A wide
range of Asia-Pacific countries are currently faced with the dilemma of high growth
being experienced in tandem with rising inequality. The lessons of Malaysia in
undertaking policies to encourage equity while achieving rapid increases in aggregate
income are useful for further explanation of this issue. The author provides one of
the first comprehensive analyses in this regard with an explanation of the economic
and policy environment after 1990. A number of recent studies have suggested that
inequality started to rise in the 1990s after decades of decline. It is concluded here,
however, that there is no clear evidence of a rising inequality trend. Transferable
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lessons are suggested for countries in the region who are tackling the inequality
dilemma in the current environment of globalization and deregulation.
An immediate issue facing regional policymakers is the global economic
environment’s repercussions on domestic macroeconomic policy. Growth in
Asia-Pacific countries has been supported by a benign environment of low interest
rates in developed countries with the United States being a critical element of these
conditions. With this scenario in the process of changing, it is relevant to consider
a case study of the possible effects of external interest rate shocks on the Thai
economy. The authors utilize a general economic equilibrium model which allows the
costs and benefits of a policy to be measured through its effect on consumer welfare.
The two considered scenarios are a single period increase in United States interest
rates and a more prolonged rise. Finally, the choice of a domestic exchange rate
regime is considered in the context of changes in global liquidity. A flexible exchange
rate is considered to be the most effective means of stabilizing domestic
macroeconomic variables. Policy recommendations are offered regarding the
conditions which need to be put in place to allow for a freely floating exchange rate
regime are described.
The fourth paper considers an important aspect of economic liberalization in
the region – the development of the financial sector through the alternative channels
of domestic privatization and the introduction of foreign direct investment (FDI). The
author evaluates the relative importance of the two approaches for the small open
economies of the Asia-Pacific Economic Cooperation (APEC) countries. This analysis
is particularly relevant, as domestic privatization was the preferred method of
liberalization for many countries in the region up until the 1990s. The conclusion is
that greater access to the global financial system through FDI contributes more to
growth in these economies than liberalization through domestic privatization. The
article cautions against the restriction of foreign participation in the financial sector,
as there may be inefficient resource allocation leading to lower growth.
Informal credit undoubtedly plays a critical role across developing countries
in combating poverty. The last paper provides an analysis of the informal credit
market in India with an overview of the sector, as well as a case study on a village
moneylender. The moneylender is seen as a complement to financial services provided
by formal credit institutions. Loans are highly flexible in size, type of clients, and
contractual terms. It is suggested that an inclusive rural finance sector will require
that formal institutions adopt a decentralized strategy to work alongside informal
entities in providing financial services.

Shamika Sirimanne
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URBANIZATION AND SOCIAL POLICY IN CHINA
Bingqin Li and David Piachaud*

Urbanization in China has in part been subject to centrally planned
control and in part has resulted from the pressures of industrialization
and economic development. One of the major, if neglected, influences
has been the social policies controlling internal migration and influencing
urban-rural inequalities in income and social welfare. Urbanization poses
continuing and growing challenges for social policies. This paper
explores three approaches of possible future urbanization: planned
and controlled urbanization, free-market development and balanced
social development. The paper emphasizes the importance of
a balanced social development approach, as it would maintain social
stability, cater to the needs of large and small cities and urban and
rural areas, and help to narrow the rural-urban gap in terms of social
provision.

China is experiencing rapid urbanization in terms of increases in the urban
population and the number of its cities and towns.1 During the era of central
planning (1949-1978), the urban population2 increased by 114 million. The total
number of cities increased from 132 to 223 (table 1). By the end of 2005, the
percentage of the population in urban areas reached 43 per cent of the total
population and the urban population was 562 million, that is, 390 million more than
in 1978 (figure 1). In the same period, the number of cities increased from 223 to
660. From 1978 to 2004, the number of towns increased from 2,851 to 19,171. It
has been estimated that by 2020 the urban population will comprise 60 per cent of
the total population (Li, 2001a).
* Bingqin Li, Lecturer in Social Policy, and David Piachaud, Professor of Social Policy, both of the
Department of Social Policy, London School of Economics, London, United Kingdom.
1

With reference to the population, the terms “urban” and “rural” are defined on the basis of
household registration (hukou). If a person works and lives in cities and holds an urban hukou,
he/she is considered to be an urban citizen. Reference to areas are more complicated. An area can
be registered as “urban” according to several indicators: total population, population density and
economic indicators, including GDP and the structure of the economy (agriculture, industry and
services) in terms of number of employees and total outputs (Ministry of Civil Affairs, 1993).
2

People living in cities or towns.
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In the “Suggestions for Making the 11th ‘Five-Year Plan’” (Central Committee
of the Chinese Communist Party, 2005), it was recognized that urbanization would
be an important contributor to the development of balanced economic development
in China. President Hu Jintao, in an early 2006 talk, suggested that urbanization
was an unavoidable feature of social and economic development and also a major
sign of industrialization and modernization. The official acknowledgement of the
role of urbanization suggests the State’s determination to accelerate urbanization.
In line with the official position, numerous research studies also emphasize the
necessity and urgency of pushing urbanization forward. The emphasis on rapid
urbanization in China is based on two arguments. First, China’s urbanization rate
is behind that of other countries which are at the same stage of industrialization
Table 1. Number of cities and towns in China
Year

Total number of citiesa
(towns not included)

Major citiesb

1978

193

3

97c

93d

2 851

1983

289

3

145

141

–

1988

434

3

183

248

11 481

1993

570

3

196

371

15 086

1998

668

4

227

437

19 216

1999

667

4

236

427

19 756

2000

663

4

259

400

20 312

2001

662

4

265

393

20 358

2002

660

4

275

381

20 601

2003

660

4

282

374

20 226

2004

661

4

283

374

19 171

Source:

2

Cities at
regional level

Cities at
county level

Towns

Administration Net, various years <www.xzqh.org>.
a

The definition of towns changed over time. Prior to 1964, “town” meant: an area with more
than 2,000 permanent residents, of which 50 per cent or more are not working in agriculture.
Between 1964 and 1984, “town” meant: (a) an area with more than 3,000 permanent residents,
of which 70 per cent or more are not working in agriculture or (b) an area with more than
2,500, but less than 3,000 permanent residents, of which 85 per cent or more are not working
in agriculture. After 1984, “town” meant: (a) an area hosting a county-level government;
(b) a township with fewer than 20,000 people and 2,000 or more of whom are not working in
agriculture; or (c) a township with more than 20,000 people and more than 10 per cent of the
population are not engaged in agriculture; or (d) if in a remote area, mountainous area,
small-sized mining area, small harbour, tourism area, or border area, fewer than 2,000 people
working in non-agricultural work may also be approved as a town (National Bureau of Statistics
of China, China Statistical Yearbook, 2005).

b

Directly under central government control:
1998.

c

Cities at the provincial level.

d

Cities at the regional level.

Beijing, Tianjin, Shanghai and Chongqing after
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Figure 1. Urban population and rural population
1,400

Urban

Rural

1,200

(million)

1,000
800
600
400
200

19
7
19 8
7
19 9
8
19 0
8
19 1
8
19 2
8
19 3
8
19 4
8
19 5
8
19 6
8
19 7
8
19 8
8
19 9
9
19 0
9
19 1
9
19 2
9
19 3
9
19 4
9
19 5
9
19 6
9
19 7
9
19 8
9
20 9
0
20 0
0
20 1
02
20
0
20 3
0
20 4
05

0

Source:

National Bureau of Statistics of China, China Statistical Yearbook, various issues.

Note:
Between 1978 and 2005, the total population of China increased from 962.6 million to
1,307.6 million; the percentage of urban population (people living in urban areas and not working in agriculture)
increased from 17.9 to 43 per cent of the total population.

(Wen, 2001; Zhang, 2003; Chen, 2005). As a result, the process of urbanization
should be accelerated in order to catch up with industrialization. Second, developed
countries have a higher urbanization rate; therefore, for China to continue to grow
and improve its economic structure, a higher urbanization rate is necessary
(Li, 2001b; Wang, 2003; Zhu, 2003).
Whether or not the rate of China’s urbanization is too slow for
industrialization is debatable (Li and Ji, 2004). Most previous research has focused
on whether urbanization should be accelerated and whether urbanization should
include towns or be focused only on big cities. However, little attention has been
paid to the relationship between urbanization and social policy, i.e., various social
provisions, such as health care, education and training, housing, social protection
for older persons and for the unemployed, as well as various social services which
will cater to basic needs, such as childcare, schooling and assistance in finding
employment. A careful review of past policies regarding urbanization in China
shows that two urbanization processes occurred side by side: urbanization directed
by the State and urbanization driven by economic growth (Shen et al., 2002). The
State-directed urbanization process raised enormous challenges for social policies
in terms of providing infrastructure and services, as well as in creating employment

3
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opportunities. At the same time, “natural urbanization” processes, in which people
move to cities to pursue economic interests, have also generated higher pressure
on social provision. The latter has become a major cause of urban social problems
and tensions.
In the nineteenth century, urbanization posed huge problems for social
conditions following the industrial revolution in the United Kingdom and later in
other parts of Europe and the United States. Terrible public health problems
occurred, such as epidemic diseases as a result of the lack of clean water and an
efficient waste-disposal system. Until these matters were tackled, the growth of
cities was constrained by health problems. Slum housing in London, as described
by Charles Dickens, caused appalling destitution. Children’s lives were blighted
by poverty and malnutrition, as well as by the cruel demands made on child
labourers.
The development of industry depended on the development of literacy
and numeracy. As factory employment replaced agricultural labour, unemployment
became a devastating social problem. Social policies that offered better housing,
education and labour protection, as well as the development of social safety nets,
helped to support the growing number of people in cities and sustain long-term
urbanization. The countries that industrialized early are now very largely urbanized.
Some people seek to combine urban and rural life by living in suburbs or commuting
to cities from rural areas, but only a small proportion is genuinely rural. Thus, the
development of social policies for health, housing, education and social protection
were crucial for industrialization and the urbanization that went with it. Such policies
were also crucial in determining the social consequences of urbanization.
By contrast, large parts of Asia, Africa and Latin America are currently
experiencing rapid urbanization.
The pattern and consequences of this
phenomenon are markedly diverse. The extent of slums and shanty towns, health
problems, educational provision, social protection and inequality differs greatly
between urban and rural areas. The degree to which cities suffer from the social
consequences of urbanization is related largely to the availability of necessary
social provisions.
In this paper, we examine the history of urbanization in China and the
impact of the application of social policies. We discuss different approaches to
urbanization and how social policy may help or hinder the process of urbanization.
The emphasis of the paper is on the important role of appropriate social policies in
facilitating urbanization in the context of balanced social development.

4
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A SHORT HISTORY

When the People’s Republic of China was established in 1949, 10.6 per
cent of the total population lived in cities. Between 1949 and 1980, the urbanization
rate in terms of the population increased by only 8.8 per cent, with the average
growth being 0.28 percentage point per year (Xu, 2004). In this period, the State
gave priority to the development of heavy industry. Urban development relied
primarily on government funding. The national urbanization strategy favoured smaller
settlements over larger settlements. Industrial facilities were scattered; for security
reasons, sometimes they were located in towns in remote mountainous areas with
little or no infrastructure. The restriction of labour mobility through a household
registration system (hukou) enabled the Government to control the size and growth
of towns and cities. The hukou system is described further below and also in ADB
(2005).
Although the economic reform process implemented from the late 1970s
quickly revitalized the economy, China’s urbanization policy continued to reinforce
rural-urban divisions. Urbanization was regarded mainly as a measure to cope
with the pressure of surplus rural labour, the result of rural economic reform and
increased labour productivity. A guiding principle for urbanization was to avoid
large-scale rural-to-urban migration into large cities. The National Urban Planning
Conference in 1980 decided “to control the scale of large cities, develop medium
cities at a reasonable pace and develop small cities actively” (China Urban
Construction Yearbook, 1989). Starting in 1995, a number of pilot programmes for
institutional reform in selected towns were established to experiment with policies
that would help facilitate urbanization. The experiences of several towns were
presented as success stories, but their success was the subject of much debate.
Success could be the result of unexpected economic growth in the regions where
the towns were located (ADB, 2005), or the successful towns could be geographically
close to large and medium-sized cities, which could have helped the small towns
to attract outside investment (Li, 2003). Their success might not have as much to
do with the implementation of the development plans, as had been claimed. Such
towns can be found in the south of Jiangsu Province and the Pearl River delta area
(Li, 2003). After 2000, a series of central government guidelines were published
making official the policy of actively developing towns. In 2002, the sixteenth
Central Committee of the CPC further emphasized that the urbanization process
with Chinese characteristics should be one of compatible development of towns
and cities (ADB, 2005).

5
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The size of towns and cities is crucial for the State’s management of
urbanization. The principle has been to promote the development of towns and
small cities and restrict the expansion of large cities. The result of this urbanization
process is clear. As shown in tables 1 and 2, more than 20,000 towns and 360
small cities were set up between 1995 and 2000 (although some recent
amalgamation reduced the number since 2000).
Table 2. Number of cities according to size
Year

Total

2 million
or more

1 million to
2 million

1995

640

10

22

43

192

373

1996

666

11

22

44

195

393

1997

668

12

22

47

205

382

1998

668

13

24

48

205

378

1999

667

13

24

49

216

365

2000

663

13

27

53

218

352

2001

662

25

141

279

180

37

2002

660

33

138

279

171

39

2003

660

33

141

274

172

40

Source:

0.5 million to 0.2 million to
1 million
0.5 million

Under 0.2
million

National Bureau of Statistics of China, China Statistical Yearbook, various issues.

Note: The statistics have been calculated as follows: based on the population who are registered as
urban residents and not working in the agricultural sector. According to China City Statistical Yearbook
(2003, p. 592), a city is an administrative unit approved by the Ministry of Civil Affairs. In terms of size of
population (p. 585):
• Small cities: fewer than 0.2 million people.
• Medium-sized cities: 0.2 to 0.5 million people.
• Large cities: 0.5 million to 1 million people.
• Super large cities: 1 to 2 million people.
• Megacities: more than 2 million people.

In contrast to the pre-reform period, urbanization from the 1980s was no
longer solely determined by State control. Booming industrialization in rural areas
and the market economy, together with large numbers of farmers leaving the farming
sector, became forces driving urbanization. Migration of this type helped to boost
the economy in cities and increased the number of large cities (0.5-1 million
population), super large cities (1-2 million) and mega-cities (2-4 million people)
(table 2). Despite the State’s tight control, the population of some large cities in
south-eastern and inland areas grew rapidly. The two largest cities in China, Beijing
and Shanghai, each have populations of more than 15 million. Since 2000, these
two cities have been growing by more than 350,000 persons per annum.

6

Asia-Pacific Development Journal

II.

Vol. 13, No. 1, June 2006

ISSUES THAT URBANIZATION HAS ALREADY POSED
FOR SOCIAL POLICY

China’s urbanization process since 1978 is unique in the world because:
(a) countries promoting industrialization through market-driven economic growth
seldom control labour mobility as China has been doing and (b) China has been
suppressing the growth of large cities in favour of towns and small cities. In
theory these two aspects were congruous because, if farmers were attracted to
towns and small cities, the pressure on large cities would be lessened (Zhang,
2003). However, it is important to emphasize that the labour control and urbanization
strategy has so far demonstrated government failures in many aspects and this
has raised questions about the role of social policy.
First, cities, especially large cities, were reluctant, or found it difficult, to
cope with the rapid increase in the urban population. Beijing and Shanghai used
restrictive measures to prevent people moving into the cities from outside. However,
in the 1990s, registered residents increased by 1.3 million in Beijing and 1.8 million
in Shanghai. These numbers do not include the even larger number of rural-tourban migrants who are not registered in these cities (Yuan, 2003). Because of the
rapidly growing population in these large cities, their infrastructure, resources and
capacity to provide social services were severely strained. Also, local urban
authorities were not ready or willing to deal with the increased social needs of
“outsiders”. This situation has created an urban underclass not considered the
equal of urban citizens (Li, 2004). The majority of workers from rural areas are not
really participants in urban life; they do not even live an urban lifestyle. For example,
they do not bring their children to live with them, go to hospitals in cities, or travel
by public transport; moreover, they do not have any plans for the future as urban
citizens would have expected, as Li (2006) notes below:
What we can observe is strong dependence (in particular with
respect to psychological support on the people back at home),
relatively closed social circles among fellow migrants and readiness
to run back to their villages when things go wrong. A minor
health problem can send a person back home and subsequently
cause the loss of his/her job in the city. The costs of lacking
lifelines, such as accessible and affordable childcare, schools,
hospitals, public transportation, and public leisure facilities, are
high, both to migrants and the economy. Many migrants were
aware of the growing pressure on urban unemployment and the
potential to get injured or become ill. Driven by a strong feeling
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of uncertainty, they were willing to trade many things for money:
family life, health, safety... This puts them in a very vulnerable
position in urban society.
Second, developing towns and small cities, as carried out by local
governments so far, has proved costly and unsustainable. Apart from real estate
development and infrastructure construction, local governments have treated
building up towns and cities as an achievement which would be appreciated by
the higher authorities. As a result, thousands of small development zones were
designated in order to attract investors (Xinhua Net, 2004). Local governments
were eager to construct cities and towns but did not think carefully about the
employment opportunities that would be available to the settlers. On many
occasions, local industries were unable to survive, because of their slow response
to market demand, poorer technologies, smaller scale of production and long
distances to markets. As a result, many small cities became empty towns soon
after they were constructed (Gu, 2004).
Towns also suffered from poor infrastructure, poor environment, poor
education and less developed social security systems. Although towns could offer
urban status to potential rural migrants, they were not as attractive to farmers as
the authorities had previously thought they would be. Even if some farmers sought
work in these towns, they would be reluctant to give up their land and become
urban citizens (Zhu, 2004).
Third, urbanization may not be a sufficient solution to rural poverty. Urban
opportunities attract better educated people to cities. The economy of many poor
villages, losing many migrant workers, has declined because of the outflow of able
and better educated labourers. Therefore, urbanization has made some of the
poorest areas even poorer (Wang, 2004).
Fourth, urban expansion into surrounding peri-urban areas has resulted
in a large number of farmers losing farmland to urban developers. In the last
20 years, Shanghai has taken farming land away from more than 1 million farmers.
Since 1993, one third of a million farmers around Beijing have lost their land.
Overall, it has been estimated that 40 million to 50 million farmers in peri-urban
areas and fast-growing areas have lost their land. The number is growing by
2 million per year (Han, 2005). Currently, farmers receive a small amount of money
for the loss of their land;3 such an amount could support them only for a few
3

According to the Land Administration Law of China (NPPC, 2004), the compensation for arable
land under requisition includes compensation for land (6-10 times the average annual land output in
the previous 3 years), and resettlement (4-6 times the average annual land output in the previous
3 years). According to the Ministry of Land Resources (2004), the total compensation should exceed
30 times the average annual land output of the previous 3 years.
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years. In poorer areas, farmers have not received even the promised small amount
of compensation on time (Yu and Yang, 2003).
After losing their land, the majority of farmers, including those who went
to work in cities, became poorer than before. In terms of social security, landless
farmers were not treated as urban residents. In most cases, they did not have any
social protection. In some better off areas, such as Zhejiang Province,
a contribution-based social insurance programme was set up. However, only
a very small percentage of the landless farmers were covered by social insurance
(Qu, 2004).
These failures suggest that the State’s direction of the urbanization process
did not really achieve its original goals, that is, the development of towns in order
to urbanize the rural population and restrict the growth of very large cities.
Major changes are planned for the eleventh five-year plan period. Urban
bias is to be corrected by the Government’s intention to pursue more balanced
reform aimed at further reducing poverty. Following this line of thought, the State
decided to embark on the development of what is called the “new countryside”, in
which rural areas and agriculture will receive more favourable treatment and benefit
more from national development than before. However, whether this goal of more
balanced growth will be achieved remains to be seen. One important determinant
will be the role of social policy in facilitating urbanization goals, which is the focus
of the next section.

III.

THE INFLUENCE OF SOCIAL POLICY
ON URBANIZATION

The role of social policy in generating the two previously described patterns
of urbanization cannot be overestimated. Social policy helped to block people
from rural areas from entering cities and it reinforced the differences between rural
and urban areas, ensuring that, when former farmers came to work in cities, they
were treated differently. It also helped to deter people from moving to small towns
which were designed to fulfil urbanization goals.
Past control and gradual removal of labour mobility
A central characteristic of China’s urbanization was the co-existence of
the promotion of industrialization and the control of labour mobility. Such control
lasted for nearly 50 years and could be traced to the early days of the People’s
Republic. Since 1958, the State has used the hukou system to differentiate rural
residents from urban residents. According to the “Regulations on household
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registration in the People’s Republic of China” (zhonghua renmin gongheguo hukou
dengji tiaoli), (People’s Congress of the People’s Republic of China, 1958), individuals
who wanted to live outside the local areas where they were registered had to
report to the local authorities and acquire permits to move (Article 10); upon arrival
at their new residence, they had to report and register with the hukou registration
authorities there (Article 13). Rural residents moving to urban areas had to present
evidence of employment, school registration or a special permit granted by an
urban hukou registration authority before they could settle there (Article 10).
Over the years, this control of migration has been gradually relaxed. In
the early 1980s, the State allowed peasants to come to work in cities on the
condition that they present on the spot valid identification and certificates. Workers
from rural areas without official urban residency or temporary residency and
permission to work in cities were considered as “black households” (heihu) or
“blindly floating population” (mangliu). If caught, they would be sent to “arrest and
eviction stations” (shourong qiansong zhan). They would have to pay
a fine or perform unpaid labour before being sent back to their home villages.
This form of control did not prevent farmers from migrating to cities. On
one hand, they were “pushed” out of their home villages because of changes in
the agricultural sector, many simply driven by destitution and the lack of work on
the farm (Shen, 1995; Huang, 1999); on the other, they were “pulled” to cities by
job opportunities and the hope of earning a higher income (Zhang and Song,
2003). Government controls may have slowed the urbanization of rural labour but
they manifestly failed to stop it. While the migrants to cities might have been
better off than before, they often remained second class citizens in the cities. The
long-lasting misery of rural workers in cities, however, reached a turning point
when several high-profile cases were publicized involving workers from rural areas
having been tortured or even killed (Li, 2004).
Under tremendous public pressure, the 1982 regulations were replaced
with “Administrative measures on the helping and administration of poor urban
vagrants and beggars (draft)” (State Council, 2003). According to the new
regulations, the previously mentioned arrest and eviction centres were transformed
into “help centres”, which would offer food and accommodation to desperate former
farmers4 in cities. They also arranged health care for emergency patients that met
basic requirements, contacted the migrants’ closest kin and, if necessary, provided
tickets for them to travel back to their place of origin.

4

10

Help centres also help beggars and homeless people who are urban residents.

Asia-Pacific Development Journal

Vol. 13, No. 1, June 2006

In the eleventh five-year plan period (2006-2010), the Government intends
to pay more attention to the role of urbanization vis-à-vis rural poverty. Urbanization
will not be limited to small cities and towns; the urbanization of large cities is
being recommended (Central Committee of the Chinese Communist Party, 2005).
Inequality between urban and rural incomes
Ultimately the determinant of labour mobility during the central planning
era and in the post-reform period has been the economic structure and the
availability of resources. These resources include production materials, energy,
infrastructure and various social provisions. The State directed a development
strategy which was deliberately designed to favour urban areas. Over a period of
50 years, this has created increased inequality between urban and rural areas.
The inequality can be expressed in both economic and social terms. The
development strategy of the central planning era kept the urban living standard at
a very low level and pushed rural areas into destitution. At the end of the central
planning era in 1978, the average annual consumption per person in cities was
311 yuan renminbi, allowing for inflation; this was 22.6 per cent higher than that in
1957, a growth rate of only 1 per cent per annum. (Currently, the exchange rate
for US$ 1.00 is approximately Y8). During this period, the structure of consumption
remained almost unchanged; most household spending was on food and clothing.
The levels were much lower for rural residents. Annual net income per person in
1978 was on average Y134, only 40 per cent of the average urban consumption
(National Bureau of Statistics of China, various years).
In the early 1980s, rural reform quickly improved the living standard of
rural households in many areas. The most rapid changes occurred between 1978
and 1984. The incidence of poverty fell from 33 per cent to 11 per cent (Ministry
of Agriculture, 1998). Income per capita was increased by 15 per cent every year.
The number of people comprising the rural poor fell from 260 million to 89 million.
During the aforementioned period the gap between rural and urban areas was
narrowed (see figure 2). However, it did not last long.
From 1985 to 1988, rural income grew by 5 per cent per annum but this
rate of increase fell to 2 per cent during the period 1988–1991 (Lu, 2001). The
progress in rural areas was soon overshadowed by urban growth (Fan et al., 2000).
Many rural areas have failed to improve and a large number of rural residents still
live in absolute poverty. Many people living close to the poverty line fell deeper
into poverty because of unexpected events such as natural disasters and bad
harvests, or running short of working capital (Jalan and Ravallion, 1998 and 2000;
Chen and Ravallion, 2004). In 1998, not long before farmers were allowed to travel
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Figure 2. Widening gap between rural and urban income
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Note:
Income of urban households refers to disposable income per person. Income of rural households
is income per person after tax. This means rural household income also includes income for re-investment in
the following year. As a result, the disposable income for rural households should be even lower.

to cities, the average income of urban residents was Y5,425 but that of rural
residents was Y2,162 (National Bureau of Statistics of China, various years). In
2005, the average income of urban residents was Y10,493 and that of rural residents
Y3,255. Urban income almost doubled between 1998 and 2005, whereas rural
income increased much more slowly. In 2005, the ratio of urban to rural income,
as published in official data, was about 3:1. However, ‘‘income’’ has different
meanings to urban and rural residents. According to household surveys carried
out by the National Bureau of Statistics of China, in 2004 the average annual
disposable income per capita was Y9,421 in urban areas and Y2,936 in rural areas.
Moreover, the coastal and eastern regions of the country are better off than the
western remote areas. If we look at the 12 western provinces, the average
disposable income per capita per annum was Y7,996 in urban areas and Y2,157 in
rural areas.
Rural and urban areas in China are as distinct as two different countries.
The differences between them have attracted a massive inflow of workers from
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rural areas to urban areas. Income inequality has caused resentment between
rural and urban residents, which in turn threatens social stability, especially in large
cities where the inequalities are most visible.
Inequality between urban and rural social welfare
During the central planning era, urban residents, even those with very low
incomes, enjoyed the benefits of a social welfare system that offered protection
from the “cradle to grave”. They would receive free education, job allocation after
completing their education, housing and related benefits, health care, childcare,
pension and various forms of labour protection at zero or only symbolic cost.
These forms of welfare were distributed through the urban household registration
system. The majority of the population in rural areas did not enjoy any of the
benefits which were available to urban residents. They were expected to rely on
their family to provide basic and practical assistance. In some special
circumstances, such as basic health care, some support could be obtained at the
community level in the villages or from urban volunteers such as “barefoot doctors”
(Li, 2004). The key to the endurance of this highly unequal system was the almost
total control of labour mobility.
Social policy after 1978 was designed to accompany the pro-urban growth
model. Welfare reform served to maintain the differences between rural and urban
areas and between people holding different household registration in cities. The
gaps in social policy can be demonstrated by the unbalanced changes in key
social policy areas in urban and rural areas:
1.

Improved urban health protection and the collapse of rural cooperative
health care

In urban areas, since the 1980s health care has no longer been fully funded
by the State. Various schemes emerged to control costs and raise funds for
providing basic health care. Major efforts have been made in developing
a health-care system which will be funded by social and private insurance and in
developing a community health-care system; however, widespread dissatisfaction
remains with the system. In contrast, the rural cooperative health-care system,
which should in theory offer primary health care to nearly 90 per cent of the
population, collapsed as the ability of rural collectives to raise and pool funds for
health care fell under the influence of the household responsibility system. Hospitals
in towns and counties depended less on public funding and more on collections.
In terms of spending, in 2000, urban health care absorbed 57.2 per cent
of the total budget for health and rural health care absorbed the remaining
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42.8 per cent. In 2004, the percentage of urban spending increased to 65.1 per
cent and rural spending dropped to 34.9 per cent of the total. The ratio of urban
to rural health care spending per person increased from 3.8 in 2000 to 4.2 in 2004
(Ministry of Health, 2006).
The impact of such differences in the health-care system between rural
and urban areas is significant. In the 1990s, more than 50 per cent of the
cooperative health-care clinics were operated as for-profit enterprises (Ministry of
Health, 1999). The Third National Public Health Survey in 2003 showed that
44.8 per cent of the urban residents and 79.0 per cent of the rural residents did
not have any form of medical or health-care insurance. In view of the fact that
more than half of the total health-care spending was funded by individuals and
given the gap between rural and urban income, it became much more difficult for
a rural resident than for an urban resident to be covered by public health care.
2.

Urban elite education system and deteriorating rural education

Since the initiation of economic reform, primary and secondary education
has increasingly turned towards selecting and training talent for higher education.
China’s school system, which offers extra funding and allocates better teachers to
“beacon” schools, was designed to be selective. Most such schools were set up
in urban areas.
In terms of the number of schools, in the period 1977-1985 the number of
urban primary schools increased from 33,000 to 57,000 and middle schools
increased from 19,000 to 24,000. By contrast, in rural areas the number of primary
schools decreased from 949,000 to 766,000 and the number of secondary schools
dropped from 182,000 to fewer than 70,000 (Zhang, 2003).
In terms of funding, in the 1990s education at various levels became more
geared towards paid education and government funding was reduced. Funding
from the central Government, provincial governments and regional governments
for rural education amounted to less than 15 per cent of the total spending on
education. At the national level, on average, government spending on a rural
student is one tenth that of the spending on an urban student. At the provincial
level, the ratio is 1 to 3. A 1999 survey showed that, in half the counties of China,
primary school students on average received less than Y10 from the Government’s
“public education fund”. By contrast, students from Beijing received Y757.6 and
students from Shanghai received Y747.4 (Zhang, 2005). The funding profile for
middle school education is similar. The number of middle schools in rural areas is
four times that of such schools in urban areas. However, rural schools receive
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only 38 per cent of the total funds available. The disparity in State funding for
rural and urban education is very serious.
State-funded higher education used to be one of the important routes for
social mobility for good students from rural areas. In the late 1990s, the State
decided that households would have to pay tuition fees to cover part of the cost of
higher education. The fees for ordinary universities were as high as the average
annual income of an urban employee (Xiao, 2003). Since scholarships for students
from a poor background were very limited, higher education became less accessible
to rural students.
Such differentiated investment in education has significantly affected the
quality of the rural labour force. Among the 480 million rural labourers, 420 million
have not completed the standard nine years of compulsory education. In 2002,
91.7 per cent of the illiterate and semi-literate employees in China were rural
labourers working in the agricultural sector. From a similar perspective, 83.7 per
cent of the people who completed only a primary school education are working in
agriculture (China Labour Statistical Yearbook, 2003). A 2004 survey showed that
most workers coming from rural areas had only a primary (10.6 per cent) or
secondary education (54.9 per cent); however, they were considered the better
educated (9.6 years of school) among all rural labourers (7.5 years). In general, the
average educational level of the rural labour force is nearly three years shorter
than that of the urban labour force (Li and others, 2005). This means that, if more
rural workers are urbanized, the average level of skills of migrant workers in cities
will be further reduced. Although not the only cause, this has contributed to the
paradoxical “shortage of migrant workers” (mingong huang) in urban industries:
on one hand, there is an oversupply of unskilled labour, on the other, many factories
cannot find qualified workers to fill job vacancies. The education system has
failed to meet the needs of urbanization and respond to the root cause of many
social problems, such as unemployment and the lack of momentum for further
economic growth.
3.

Social security

Up to 1997, China had implemented a two-part social security system:
social insurance for some urban employees and social relief for the poorest people.
Those not covered by social insurance and those in rural areas, if they fell into
poverty, would have to rely on social relief. Social relief was based on
means-testing and other conditions, such as the inability to work and being without
relatives (Zhang, 2001). The social insurance system depended on employer
contributions. Over time, the State increased the types of social insurance for
urban citizens and cut the government administration charges in order to reduce
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the burden of contribution by employers. The responsibility of making social
insurance contributions was also extended from the State sector to the collective
and private sectors (Zhang, 2001).
In rural areas, in the 1980s the State began to experiment with a new
social security system which was aimed at shifting the approach from the existing
“collective security” system to “social security”. Individuals were the main
contributors to their social security funds. Rural collectives could also contribute
on a voluntary basis. By the end of 1998, more than 65 per cent of the rural areas
adopted the social safety net scheme, which covered more than 800 million rural
residents. However, in many rural areas, because of low income and lack of
administrative ability, contributions to social security schemes were not made as
planned. As a result, the rural social security system largely collapsed. What is
more, labourers from rural areas were not entitled to the social welfare of urban
citizens, even if they worked in cities. Their rural hukou meant that they were
covered only by rural social security, if any was available. This made rural-tourban migrants vulnerable to industrial injury, ill health, poverty and other risks.
Even if they had already been working and living in cities, they had to resort to the
land and their extended family back in rural areas to guard against such risks.
Using social policy as a coping mechanism
The Government deliberately maintained a wide rural-urban gap.
Nonetheless, it became the aspiration of farmers to break through barriers in order
to work and live in cities. However, they were repeatedly obstructed by the lack of
social provisions for them in cities and the differential treatment they experienced.
The result was mounting social problems in the major destinations of rural-tourban migrants.
Driven by the pressures posed by instability, some local governments began
to clear the barriers that the rural-to-urban migrants faced in getting into the urban
labour market. They provided job centres, free legal services for migrant workers
to collect delayed salary payments, and basic labour protection. Yet, these were
no more than “fire-fighting” policies. So far, they have only exposed more problems,
such as lack of participation, new instances of poverty and social exclusion, tensions
between different social groups and the like. These problems increasingly point to
the need for social policy reforms at a deeper level.
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THE CHALLENGES AND THE FUTURE OF
URBANIZATION IN CHINA

Given China’s current rate of economic growth and the gap between rural
and urban areas, the reality is that urbanization will continue to occur with or
without State intervention. Very large cities will continue to strongly attract rural
migrants, with the levels of income being the highest and the opportunities for
jobs and improved lifestyle being brightest in such urban centres. At the same
time, the State still faces the challenge of how to strike a balance between providing
for the needs generated by rapid urbanization and developing medium-sized and
small cities and towns to relieve the pressure on very large cities. It is a challenging
task to use urban policies not only to manage real estate and property development,
but also to make different locations attractive, especially for the purpose of diverting
the flow of migrants in order to relieve the high pressure on a small number of
large cities. Ultimately, urbanization needs to serve balanced long-term economic
development and help to maintain social stability rather than to tip the balance
and reinforce rural poverty and urban crises.
The challenges lie in (a) how to use social policy to respond to the need
for maintaining a productive labour force and urban stability, (b) how to make
smaller cities also attractive to migrants and (c) how to balance urbanization and
rural development. Failures in the past suggest that social policy is crucial to
successful urbanization at any level. In the remainder of this paper, we discuss
three different models for urbanization and examine how social policy can be used
to facilitate urbanization or even shape urbanization and contribute to balanced
development.
1.

Planned and controlled urbanization

Planned and controlled urbanization is not new to China. However, from
historical experience, it is prone to fail. There are many different push and pull
factors which can contribute to urbanization. Government intervention by investing
in infrastructure is only one of them. Policymakers can control the economy, as
had been done during the central planning era, by ensuring full employment,
designating where industries should go and who could work in the resulting jobs.
This approach requires enormous ability to plan and control. Such exercises had
been attempted not only in China, but also in Albania, Cuba, the Democratic
People’s Republic of Korea and Ethiopia (Sjoberg, 1998; Woube and Sjoberg, 1999).
The experience of pre-reform China suggests that planned urbanization is
overly ambitious given the ability of the State to manage and the scale of the
resources that are involved (Fuchs and Demko, 1977; Ericson, 1988; Fan, 1997;
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Sjoberg, 1998). Unless the State obtains a complete understanding of all the
contributing factors and learns how to manipulate urbanization accordingly, it is
very unlikely that urbanization will happen as the planners intend (Buckley, 1995;
Houston, 1979; Kojima, 1996; Sjoberg, 1998; Woube and Sjoberg, 1999). Certainly,
average levels of living during the central planning era were far below current
levels and there is little pressure to return to such a planned and controlled system.
2.

Free market development

The State may, on the other hand, leave urbanization to the power of the
free market, allowing people to migrate freely, according to the demand for labour
and higher incomes or the better prospects available in cities. This means that
whoever intends to move into cities is free to do so. A precondition for urbanization
to be directed by the market is that cities which can offer attractive jobs to people
will be able to cope with the pressures posed by increased numbers of people.
Without matching social provisions, such as affordable housing, health care,
education and social protection, uncontrolled urbanization can easily lead to negative
social consequences. These include overcrowded living conditions or homelessness
(Serageldin et al., 2003; Chase, 1997; United Nations, 1996), a higher crime rate
(HABITAT, 1996; United Nations, 1994; Tesfaye, 1992), unemployment (Harris and
Todaro, 1970; Deshingkar, 2004), deteriorating health (Kerr-Pontes et al., 2003;
Martens and Hall, 2000; Osoro, 1991; Gubler, 1998), poverty and inequality
(Deshingkar, 2004; Mukherji, 2001; United Nations, 1996) and environmental damage
(Varis and Fraboulet-Jussila, 2002; United Nations, 1996; Kwai and Balamurugan,
1991). These conditions affected the developed world during the industrialization
period and are getting increasingly out of control in the metropolitan areas in many
developing countries in South and South-East Asia, Latin America and Africa. One
can see rural-to-urban migrants trapped in slums and pressed to the bottom of the
society. The externalities created by such migration are considerable and can
potentially threaten the sustainability of urban growth and social stability. All these
social problems are social costs that can counter the benefits of urbanization. As
pointed out by HABITAT (1996, p. xxxvi) “Without competent and accountable urban
governance, much of the potential contribution of cities to economic and social
development is lost”.
How could social policy help to resolve these problems? As we can see,
social policy can help to lift people out of the trap of poverty in cities and improve
the ability of cities to provide not only economic growth, but also liveability.
The provision of decent and affordable accommodation and living facilities can
improve living conditions for the poor and reduce the externalities of poor
neighbourhoods for the rest of the city. Social protection, including health care,
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pension, unemployment benefits and minimum income support, can be used to
help in reducing various social risks. Education and training help to build up
a productive labour force and increase social mobility not only for rural-to-urban
migrants but also for future generations. Yet, if social policies are developed in
cities only, this may exacerbate the problem, encouraging even more people to
migrate.
3.

Balanced social development

Urbanization driven by free-market forces poses a major dilemma. If the
gap between urban and rural areas pulls people out of rural areas and leads them
to the largest cities and the State uses social policy to cater to the needs of
people in big cities, this will itself be a driving force for increased rural-to-urban
migration, causing further imbalances in rural and urban areas. What the
Government of China did to develop towns and small cities could be seen as an
attempt to address this central dilemma. The Government tried to develop different
levels of cities to attract investment and foster urbanization of the rural population.
However, that attempt was only to achieve an economic target; little consideration
was given to the development of social policy. As a result, the attempt to balance
economic growth did not sufficiently involve accompanying social provisions. The
problems with such a strategy were discussed previously. Given the constraints of
State-led or free-market urbanization, we emphasize that proper usage of social
policy is necessary in order to guarantee a stable and sustained process of
urbanization. If we look into China’s future, whether small cities and towns can
function as the State intended is very much related to how social policy is used to
cultivate social development. To achieve the Government’s own goals of balanced
development and to obtain higher and sustainable level of urbanization, social
policies can function in several aspects.
The first of these is to “neutralize” social policy, i.e., to prevent making
social services and protection into factors that would attract more migrants. In
this sense, social policy should not be used to widen the gap between large cities
and small cities, or the gap between rural areas and urban areas. Migration is
often driven by income disparities and employment opportunities. However, the
choice of destinations for long-term settlement after migration can be related to
the level of social provision. This aspect has been studied by McCormick and
Wahba (2005) with regard to the role of education, and by Mincer, (1977) regarding
schooling as well as by Li (2006) and Bolnick et al. (2006) concerning the choice of
future destinations once rural-to-urban migrants have settled in cities. In this way,
it is important to ensure that social policy is designed to achieve the outcome that
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people may migrate motivated by the prospect of urban economic development,
rather than to run away from the inadequacy of rural or small-town social provisions.
The second aspect is to turn temporary or seasonal workers from rural
areas into permanent settlers. Urbanization of people should not be limited to
working in cities. It also means that people from rural areas can live and participate
in urban society like other urban citizens. For this, the need for permanently
settling migrants in cities with their families should be addressed rather than
leaving migrants as unsettled second-class urban citizens. This would require
providing migrants with affordable accommodation, employment opportunities and
social protection as urban employees, and the equal opportunities provided by
education and training so that they will be able to move up the social ladder.
The third aspect is to set up mechanisms to incorporate farmers into the
urban system. Farmers who move to cities, whether voluntarily or involuntarily, if
they have had to give up their land, need to receive support in order to survive in
cities and enjoy the status of urban citizens. In the long run, regulations are
needed to protect private property rights and offer mechanisms for a smooth
transition from rural to urban life. This can be in the form of compensation for the
loss of land through a cash payment, education and training for employment, and
social protection against the new risks the farmers have to face in cities.
The fourth aspect is to engage in rural development. As mentioned
previously, the release of much of the rural labour force through increased agricultural
productivity and the growing rural population can meet the increasing demand of
urban industry for a productive labour force to support further urbanization. Yet,
without effective rural development, urbanization will only add to the rural-urban
divide.
In summary, the central theme for the social development approach to
urbanization is to take advantage of the supportive role of social policy to offer
basic social protection for both rural and urban areas and provide a smooth
transition for people to resettle permanently in cities. The past experience of
China suggests that accelerated urbanization, if not supported by social policies
that aim at balanced social development, will not follow the State’s direction and
continue to generate negative social consequences. Therefore, the challenge for
future urbanization in China is to achieve a more balanced socio-development
approach which tries to cater to the needs of both urban and rural areas, and to
narrow the rural-urban gap in terms of social provision.
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V.

CONCLUSION

In this paper, we have examined China’s urbanization policy. We can see
two processes of urbanization: (a) small town development driven by the State
and (b) massive inflow of rural-to-urban migrants to large cities. By putting social
policy into this context of urbanization, we argue that social policy has not been
properly developed to facilitate small town development. On the contrary, it has
been used deliberately as a barrier to limit migration to large cities. The results are
clear. Small towns are not attractive and often are abandoned. Large cities are
under tremendous social pressure.
It is not clear how rapidly China will urbanize in the future. What is clear
is that the importance of social policies has not been fully recognized: urbanization
policy has been driven by an impulse to “catch up” with the West, before a careful
assessment of what is involved and what is feasible has been made.
There seems to be little doubt that social policy in many spheres, in central
and local governments, will have a major impact on (a) the extent of rural-to-urban
migration and (b) the social consequences – the impacts for good and ill – of
urbanization. Other factors that are critical include the external and internal
economic environment, the rate of industrialization, the level of agricultural output
and rural income levels, to name a few. Social policies however are crucial. This
paper compared a balanced social development approach towards urbanization
against the State-planning and free-market approaches. Given the financial,
information and institutional constraints for central planning and the possible social
consequences of uncontrolled free-market urbanization, the balanced social
development approach is a good way forward for supporting urbanization.
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GROWTH WITH EQUITY:

THE MALAYSIAN CASE

Renuka Mahadevan*

While Malaysia is one of the few economies which has successfully
enjoyed economic growth with equity from 1970 to 1990, recent studies
suggest that income inequality rose in the 1990s. This paper re-examines
these arguments in the light of Malaysia’s economic development and
the policies undertaken for the 1990s and beyond. In relation to
Malaysia’s progress to a second-tier newly industrializing economy, its
success with growth and equity enables important lessons to be drawn
for increasingly open developing economies facing the challenges of
globalization and deregulation.

I.

INTRODUCTION

Growth with equity has always been a central concern of policymakers.
While countries in Latin America and Africa have major problems with poverty and
income inequality, evidence shows that the rapid economic growth in East Asia
accompanied improvements in income distribution, thereby accentuating the
favourable effect of economic growth in alleviating poverty (World Bank, 1993).
The literature on the relationship between income inequality and economic
growth stands divided on both theoretical and empirical grounds. Inequality is
generally perceived as a necessary precondition for eventual improvement of
everyone’s income; this argument is formalized in the celebrated Kuznets (1955)
inverted U-curve hypothesis. The implicit assumption in testing the Kuznets curve
is that causality runs from growth to inequality. This assumption has been
challenged on the grounds that inequality also affects growth. These views have
been questioned further by the notion that there is no trade-off between growth
and equity.
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Studies by Ram (1988), Anand and Kanbur (1993) and Jha (1996) provide
mixed evidence on the existence of a trade-off between economic growth and
inequality. Research by Birdsall, Ross and Sabot (1995), Perotti (1996) and Glyfason
and Zoega (2001) claims to show that equality is good for growth. On the other
hand, empirical evidence provided by Barro (1999 and 2000) suggests that there is
a certain threshold of income growth beyond which an economy can be expected
to benefit from inequality, and this was found to be true for rich countries.1 Thus,
the current wave of research on income inequality has failed to confirm or reject
the Kuznets hypothesis definitively. These days, the literature is littered with calls
for careful reassessment of the relationship between economic growth and inequality
in order to evaluate the specific channels through which the variables may affect
one another.
In the light of the above discussion, Malaysia has been chosen as a case
study to discuss growth and equity, as the country has successfully avoided the
trade-off between growth and equity in an ethnically diverse society from 1970 to
1990. Interestingly, recent studies have suggested that there was an increase in
income equality in the 1990s. However, in making their arguments none of these
studies have sufficiently considered the policy or economic environment after 1990.
Thus, the objectives of this paper are threefold. First, a closer look at Malaysia’s
growth-equity relationship for the 1990s is warranted given the end of Malaysia’s
National Development Policy from 1991 to 2000. Second, the paper examines
where this relationship may be headed under the National Vision Policy 2001-2010.
Third, transferable lessons from Malaysia’s success are drawn for the benefit of
other developing economies.
The paper is organized as follows. The next section briefly reviews
Malaysia’s macroeconomic performance and the third section examines trends of
poverty incidence in both Peninsular Malaysia and East Malaysia.2 The fourth section
discusses overall income inequality patterns while the fifth section deals with
interracial and interregional income inequality. The sixth section relates the observed
income inequality trends to the two economic policies implemented over the periods
1970-1990 and 1991-2000, and comments on the implications of the current
economic policy for the period 2001-2010. The seventh section analyses where
Malaysian inequality may be heading, and the eighth section concludes by drawing
1

Influenced by Keynes’s General Theory of Employment, Interest and Money, it is believed that
individual saving rates rise with the level of income. If this is so, then a redistribution of resources
from the rich to the poor tends to lower the aggregate rate of saving in an economy. Through this
channel, a rise in inequality tends to raise investment. In this case, more inequality would enhance
economic growth, at least in a transitional sense.

2

Malaysia is made up of East Malaysia comprising the states of Sabah and Sarawak, and West
Malaysia (often known as Peninsular Malaysia) comprising 11 other states.
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lessons for other countries from Malaysia’s success in dealing with growth and
equity.

II.

THE MALAYSIAN ECONOMY

Malaysia is one of the fast-growing economies in the Asian and Pacific
region that has done well despite the setback of the 1997/1998 financial crisis.
Table 1 shows that inflation and unemployment rates have been low and Malaysia’s
average annual GDP growth rate was 7 per cent over the last three and a half
decades. While much of this growth was driven by growth in the manufacturing
sector, the World Bank (1993) noted that the rapid manufacturing growth helped to
absorb women and Malays into the modern labour market and helped to alleviate
poverty and inequality. The increase in real GDP per capita has been strong,
growing from M$1,932 in 1970 to M$15,380 in 2003 (currently US$ 1 = approximately
3.67 Malaysian ringgits).
Table 1. Selected macroeconomic indicators in the economy
(percentage)
1971-1975

1976-1980 1981-1985

1986-1990

1991-1995 1996-2003

Real GDP growth

7.1

8.6

5.1

6.7

8.7

5.7

Inflation rate

2.9

2.4

3.1

1.4

3.5

2.3

Unemployment rate

6.6

6.2

5.9

7.5

3.9

3.3

Source:

Ministry of Finance, Economic Report, various issues.

Overall, Malaysia’s growth performance has been enviable. This was not
a coincidence as growth, poverty alleviation and redistribution in Malaysia from
1970 to 1990 were achieved under circumstances of interventionist policies and
market coordination (Rasiah and Shari, 2001). The country’s New Economic Policy,
which was implemented between 1971 and 1990, had “redistribution through growth”
as one of the main instruments for achieving its overriding objective of promoting
national unity. The success of the Plan made it possible to achieve political stability
in a multi-ethnic society, which later became a very important factor in attracting
foreign direct investment (FDI) for fuelling further growth. The Plan was then
succeeded by the National Development Policy 1991-2000, which retained the
Plan’s basic strategy of growth with equity. Today, Malaysia is spearheaded by the
National Vision Policy 2001-2010, which emphasizes a more balanced and equitable
participation among Bumiputras3 and non-Bumiputras.
3
This Sanskrit word literally means “sons of the soil” and generally refers to the indigenous people
of Malaysia.
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The interventionist State strategy of Malaysia was to help raise the living
standards of Malays, also known as Bumiputras among the Malaysians. The
proportion of Malays in the population, which was about 55 per cent in the 1960s,
rose to 65.5 per cent, while that of the Chinese and Indian ethnic groups made up
25.6 per cent and 7.5 per cent respectively of the total population in 2003. By
ethnicity, the incidence of poverty in Peninsular Malaysia was also highest for the
Bumiputras, at 65 per cent in 1970. While the incidence of poverty was successfully
brought down to 20.8 per cent by 1990, that of the Chinese decreased from 26 per
cent to 5.7 per cent, and that of the Indians declined from 39.0 per cent to 18 per
cent over the same period. The rural-urban divide is also reflective of the income
disparity between non-Bumiputras and Bumiputras, as the latter group forms the
majority of those who live in rural areas.

III.

POVERTY

Table 2 shows the difference in poverty levels in East Malaysia and
Peninsular Malaysia. As expected, Peninsular Malaysia’s poverty rates in the rural
areas are lower when less developed East Malaysia is included. In 1979, the rural
population in East Malaysia made up 62.3 per cent of the total population, and
80 per cent of the poor lived in rural areas. In 2003, the rural population proportion
declined to 37.5 per cent.
Table 2. Incidence of poverty
(percentage)
Peninsular Malaysia
Year

30

Aggregate

Rural

Urban

East Malaysia
No. of poor
households
(thousands)

Aggregate

Rural

Urban

No. of poor
households
(thousands)
1 000

1970

49.3

58.7

21.3

791.8

52.4

n.a.

n.a.

1976

39.4

47.8

17.9

764.4

42.4

50.9

18.7

975.8

1984

18.4

24.7

8.2

483.3

20.7

27.3

8.5

649.4

1990

15.0

19.3

7.3

448.9

17.1

21.8

7.5

619.4

1993

10.5

14.9

4.4

325.3

13.4

18.6

5.3

517.2

1995

9.1

14.1

4.1

329.5

8.7

14.9

3.6

417.2

1997

n.a.

n.a.

n.a.

n.a.

6.1

10.9

2.1

332.4

1999

n.a.

n.a.

n.a.

n.a.

7.5

12.4

3.4

409.3

2000

n.a.

n.a.

n.a.

n.a.

5.5

10.3

2.2

253.4

2002

n.a.

n.a.

n.a.

n.a.

5.1

11.4

2.0

267.9

Source:

Malaysia (1981, 1986, 1991a, 1991b, 1996, 2001a and 2003).

Note:

n.a. means not available.
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Table 2 also shows that the aggregate poverty incidence has declined
uninterruptedly in the period 1970-1997. In fact, the reduction in the incidence of
poverty to 15 per cent in Peninsular Malaysia by the end of 1990 exceeded
the target of 17 per cent set when the New Economic Policy was initiated.4 The
targets for the urban and rural groups in Peninsular Malaysia were also achieved.
The number of poor households has consistently decreased over the period
1970-1997, with the largest decline occurring in the period 1976-1984, showing
the first signs of success of the Plan’s initiatives.
There has however been a slight increase in the proportion of households
below the poverty line for Malaysia, from 6.8 per cent to 8.1 per cent over the
period 1997-1999. The risk of becoming poor after the financial crisis is expected
to be higher for households in urban areas, as the rural poor largely are not
employed in the crisis-affected sectors of the economy. The thrust of the Seventh
Malaysian Plan 1996-2000, to reduce poverty in Malaysia to 5.5 per cent by 2000,
was met but that of the Eighth Malaysian Plan 2001-2005, to reduce the aggregate
incidence of poverty to 0.5 per cent by 2005, would seem a little ambitious.
Although the incidence of poverty has decreased over time, rural poverty
remains very much higher than its urban equivalent. Unlike the urban areas where
occupational employment is wide-ranging in various sectors and hence income
earned can vary substantially, the rural sector is mainly agricultural in nature. In
general, urban poverty decreased more rapidly than rural poverty, and this
contributed more to a fall in overall poverty. As poverty is mainly a rural problem,
the development of the agricultural sector was given high priority in order to alleviate
poverty. Table 3 shows the expenditure allocated to agricultural and rural
development with a variety of programmes undertaken by the Government to raise
rural income, as set out in the Malaysian Plans over time. In in situ, or area
development, the idea was to overcome problems of low productivity and poverty
by providing basic physical and economic infrastructure as well as social amenities.
It is hoped that the schemes set out in the Eighth Malaysian Plan for rural
development would bear more fruit in the future. To increase the participation of
the rural population in income-generating activities, the scope for credit facilities
for rural industries is to be expanded to include tourism and agriculture, as well as
the services sector. The National Vision Policy states that for in situ development,
rehabilitation and consolidation of land is still given priority, and the replanting of
old commercial crops with new higher-yielding clones and the use of better planting

4

The New Economic Policy was explicit in its concern for Peninsular Malaysia, as Sabah and
Sarawak’s ethnic problems were quite different and less pressing than that of Peninsular Malaysia.

31

32

Other programmes

100

24.2

1.1

21 201.9

4 666.2

1.0

90.3

269.7

101.8

105.8

127.2

25.6

819.1

1 925.5

2 744.6

105.5

–

54.7

241.8

554.8

198.2

Malaysia (1971, 1976, 1981, 1986, 1991a, 1996 and 2001a).

7 415.1

1 793.5

83.5

1.9
0.9

(M$)
1 155.0

MP = Malaysian Plan; n.a. = not available.

100

26.3

1.4

64.8

139.0

–

0.4

0.8

0.1

3.5

9.8

13.3

–

–

0.3

2.4

3.0

–

5.7

(%)

Sources:

4 242.0

0.7
0.8

–

32.8

57.0

8.9

258.8

729.4

988.2

–

–

24.5

177.7

217.8

–

420.0

MP3

100

22.0

0.0

0.4

1.3

0.5

0.5

0.6

0.1

3.9

9.1

13.0

0.5

–

0.3

1.2

2.6

0.9

5.5

(%)

(1976-1980)

Note:

expenditure

Total planned development

development expenditure

Total agriculture and rural

1 114.1

57.2

7. Other programmes under the

Ministry of Agriculture

29.6

32.7

Research and extension

Input subsidy

Agricultural credit and marketing

0.7

0.2

31.2

9.0

6. Support services:

5. Fisheries

0.4

14.9

18.5

3. Forestry
0.4

2.1

6.5

89.8

273.8

0.2
8.6

8.7

363.6

4. Livestock

other land schemes

Regional development and

New land development

2. Land and regional development:

–

0.4

–

17.6

Rural flood control and coastal erosion

Rehabilitation

4.4

342.6

188.5

8.1

–

Drainage and irrigation

–

13.1

(%)
(M$)

557.4

(M$)

MP2
(1971-1975)

MP1

(1966-1970)

Replanting

programmes

Integrated agricultural development

in situ development:

1. Assisting traditional farmers/

Programmes

46 320

8 608.6

–

172.9

761.3

500.0

434.6

241.0

63.0

1 466.3

2 513.1

3 979.4

189.4

–

64.5

386.5

860.3

892.0

3 033.6

(M$)

100

18.6

–

0.4

1.7

1.1

0.9

0.5

0.1

3.2

5.4

8.6

0.5

–

0.2

0.8

1.9

1.9

5.3

(%)

(1981-1985)

MP4

35 300

7 325.0

329.3

28.9

586.1

396.8

264.4

130.9

120.8

657.1

2 117.5

2 774.6

–

72.2

812.7

581.2

200.3

1 021.8

2 688.2

(M$)

100

20.8

0.9

0.1

1.7

1.1

0.8

0.4

0.3

1.9

6.0

7.9

–

0.2

2.3

1.6

0.6

2.9

7.6

(%)

(1986-1990)

MP5

54 705

8 215.2

236.2

n.a.

n.a.

1 282.5

370.0

191.4

18.4

930.5

1 184.0

2 114.5

n.a.

n.a.

n.a.

844.6

n.a.

n.a.

3 864.2

(M$)

100

15.0

0.4

–

–

2.4

0.7

0.4

0.1

1.7

2.2

3.9

–

–

–

1.5

–

–

7.1

(%)

(1991-1995)

MP6

99 037

8 139.3

n.a.

n.a.

n.a.

354.3

465.3

176.3

143.8

807.0

475.9

1 282.9

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

2 941.9

(M$)

100

8.2

–

–

–

0.4

0.5

0.2

0.1

0.8

0.5

1.3

–

–

–

–

–

–

3.0

(%)

(1996-2000)

MP7

Table 3. Expenditure allocation for agricultural and rural development, 1966-2005
MP8

110 000

7 900.0

n.a.

n.a.

n.a.

719.0

414.3

127.5

225.2

570.1

274.2

844.3

n.a.

n.a.

n.a.

n.a.

n.a.

n.a.

2 265.1

(M$)

100

7.1

–

–

–

0.7

0.4

0.1

0.2

0.5

0.2

0.8

–

–

–

–

–

–

2.1

(%)

(2001-2005)
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techniques are being undertaken. As set out in the Third Outline Perspective Plan
for 2001-2010, the main strategy for poverty eradication was providing employment
opportunities in higher-paying jobs. Since the poor are engaged largely in
agriculture, they are encouraged to be involved in modern farming and non-farming
or off-farm activities. In better targeting benefits for the poor, a more concerted
effort needs to be made towards reducing poverty across Malaysia’s states.

IV.

OVERALL INCOME INEQUALITY

Although the relevant data for studying income inequality are those
concerning wealth, as is the case in many other countries, data on wealth are nonexistent in Malaysia; hence, income is used as a proxy. Furthermore, inequality
data and Gini coefficients for Malaysia are based on income and not expenditure
data. Table 4 shows that income inequality increased for all categories until 1970,
and table 5 shows a decline in the trend of Gini coefficients from 1970 to 1990.
Table 4. Gini coefficients, 1957/58-1970
1957/58
(Adjusted)

1967/68
(Ford Survey)

1970

1970a

Peninsular Malaysia

0.412

0.444

0.502

0.5129

Rural

0.374

0.399

0.463

0.4689

Urban

0.429

0.447

0.494

0.5073

Malays

0.342

0.400

0.466

0.4664

Chinese

0.374

0.391

0.455

0.4656

0.347

0.403

0.463

0.4722

Area

Race

Indians
Source:

Snodgrass (1980).
a

Data are from Anand (1983).

It can be seen in table 5 that, although the New Economic Policy was first
implemented in 1971, its impact was not felt in Peninsular Malaysia during the
early years. Income inequality persisted until the mid-1970s, but undoubtedly
there has been a decline since then to 1990. For Malaysia too, there was a fall in
the Gini ratio from 1970 to 1990. In general, the Gini coefficients in Peninsular
Malaysia can be expected to be higher than that of East Malaysia, as the less
developed states of Sabah and Sarawak have a higher proportion of rural households
than urban, and income dispersion in rural areas is more even than in urban areas.
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Table 5. Gini coefficients, 1970-2002
Year

Peninsular
Malaysia

East Malaysia

1970

0.513

0.501

1976

0.529

1979

0.508

1984

0.480

1987

0.456

1990

0.445

0.493

0.446a

0.442c
b

1993

0.459
0.464a

1995

0.456c
b

1997

0.470

0.443c

1999
2002
Source:

0.461

c

Anand (1983), Malaysia (1981, 1986 and 1991a).
a

Malaysia (1996).

b

Malaysia (1999).

c

Malaysia (2001a, 2001b and 2003).

Interestingly, the reported Gini coefficients since 1990, shown in table 5,
are quite different depending on which official publication is used, but the reported
trend could be generalized as indicating an increase from 1990 to 1995 and possibly
to 1997 and 1998 as a result of the previously mentioned financial crisis, but
income inequality not only decreased in 1999 but it also almost reached the same
level as that in 1990. Thus, the concern raised by many studies, such as those by
Shari (2000), Yusof (2001) and Rasiah and Shari (2001), on the seemingly U-turn
direction of the Gini ratio since the 1990s, is not borne out by the evidence shown
in figure 1. One reason for the previous studies’ claim stems from their use of
different publications (as noted in table 5) to report the Gini ratios. While there
was some volatility and structural adjustment5 taking place in the economy during
the decade of the 1990s, income inequality was still on a downward trend until
1999, as seen in figure 1. However, there has been an increase in the Gini coefficient
from 0.443 in 1999 to 0.461 in 2002. While this is a worry, it is too early to tell if
this trend will continue or is merely a reflection of the recovery from the financial
crisis.

5

This refers to coping with significant flows of FDI, the increased importance of the electronics and
the information and communication technology industries, the establishment of the Multimedia Super
Corridor Programme and the greater role of private entrepreneurship.
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Figure 1. Gini ratios for Malaysia, 1970-2002
0.52
0.50
0.48
0.46
0.44
0.42
0.40
1967
Source:

1974

1981

1988

1995

2002

Anand (1983), Malaysia (1981, 1986 and 1991a).

Although the information on income inequality relating to the existing data
points does not allow us to establish a direct statistical empirical link between
growth and income inequality, it is clear that there has been little trade-off between
growth and income inequality since the mid-1970s.6
It is however unfortunate that no data are available on the income inequality
trend in Peninsular Malaysia after 1990. It is not exactly clear why the Malaysian
authorities have since then shifted their focus to East Malaysia. One reason could
be that the New Economic Policy, launched in 1971, set targets only for Peninsular
Malaysia that were to be attained by 1990. Thus, further reporting on Peninsular
Malaysia was deemed unnecessary. Another likely reason could be that the shift
was to address the neglect of East Malaysia and exploit the growing potential by
consciously developing and modernizing the states of Sabah and Sarawak. Even
if these reasons are valid, they are unsatisfactory, as more could be gained by
reporting for both Peninsular Malaysia and East Malaysia.
It is further suspected that there may be political reasons for not publishing
the Gini coefficients for Peninsular Malaysia, or not reporting the possibly widened
Gini ratios by ethnic group after 1990. One such motive may have been to highlight
the success of the New Economic Policy to gain the confidence of the Bumiputras
and to enable the smooth handover of power within the political party in October
2003. On the other hand, an important economic reason could be the deliberate
move of the Government to gradually steer the economy away from strong
redistributive policies. The move from the New Economic Policy to the National
6

To date, the Kuznet’s hypothesis for Malaysia has been tested using cross-sectional data by
Anand (1983) and Hashim (1997), and time series data by Perumal (1989). While there are mixed
conclusions, none of these studies had more than 10 degrees of freedom to validate their findings
statistically.
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Development Policy and then to the National Vision Policy has already been criticized
as being less aggressive in terms of redistributive plans. This shift in policy direction
reflects the Government’s decision to allow market forces to play a greater role so
that economic growth is not hampered by unnecessary intervention.

V.

INTERRACIAL AND INTERREGIONAL INCOME INEQUALITY

Here, a closer look is taken at ethnic inequality as well as rural-urban
inequality. Interethnic economic imbalances improved with a fall in the income
disparity ratios (which is the ratio of the mean income of one group to the other)
between Bumiputras and non-Bumiputras over the period 1970-1987, as seen in
the table below.
Table 6. Income disparity ratios
Peninsular
Malaysia

BumiputrasChinese

BumiputrasIndians

Rural-Urban

1970

1 : 2.29

1 : 1.76

1 : 2.14

1976

1 : 2.28

1 : 1.57

1 : 2.12

1979

1 : 1.91

1 : 1.54

1 : 1.90

1984

1 : 1.76

1 : 1.28

1 : 1.87

1987

1 : 1.65

1 : 1.25

1 : 1.72

1990

1 : 1.70

1 : 1.29

1 : 1.73

1990

1 : 1.74

1 : 1.28

1 : 1.71

1995

1 : 1.80

1 : 1.33

1 : 1.99

1997

1 : 1.83

1 : 1.42

1 : 1.97

1999

1 : 1.74

1 : 1.36

1 : 1.81

2002

1 : 1.80

1 : 1.28

1 : 2.11

East Malaysia

Source: Data were obtained from Shari (2000), Malaysia (1996 and 2003) and Department
of Statistics (2002).

Table 6 also shows that the mean income is highest for the Chinese followed
by the Indians. The increase in interethnic income disparity trends from 1990 to
1995 is not surprising as the inclusion of the states of Sabah and Sarawak can be
expected to lower the mean income of Bumiputras far more than that of the other
races. However, it is unclear if the fall in the ratio from 1995 to 1999 shows any
real improvement in ethnic imbalances, as Malaysia was then in the midst of the
1997/1998 financial crisis. Since the decade of the 1990s, Malaysia has been
undergoing a period of adjustment and this transition in the form of structural
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changes in the economy, where there is a greater shift towards services and higher
value added manufacturing activities, may have caused income imbalances that
favoured some ethnic groups more than others. Thus, although all income groups
shared in the ample opportunities springing from the rapid annual increase in GDP
from 1990 to 1999, they did not do this equally, as Chinese and Indian household
incomes rose more than those of Bumiputras. In general, there is no clear trend in
income disparity ratios since 1990. With the rural-urban income disparity, table 6
shows a fall until 1990 and an increase from 1995 to 1999, after which no discerning
trend emerges.
Table 7 shows that income inequality declined within the three ethnic groups
in line with one of the aims of the New Economic Policy. The declines within each
ethnic group however varied and the non-Bumiputras experienced greater reduction
in income inequality than the Bumiputras. With rural households, income inequality
declined faster than urban inequality. As no data on Peninsular Malaysia were
available beyond 1990, further analysis is not possible.
Table 7. Interracial and interregional Gini ratios
for Peninsular Malaysia
Bumiputras

Chinese

Indians

Rural

Urban

1970

0.466

0.466

0.473

0.469

0.503

1976

0.506

0.541

0.509

0.500

0.512

1979

0.488

0.470

0.460

0.482

0.501

1984

0.469

0.452

0.417

0.444

0.466

1987

0.447

0.428

0.402

0.427

0.499

1990

0.428

0.400

0.394

0.409

0.445

Source:

Shari (2000).

While reducing income disparity between races is one of way of reducing
overall income inequality, another (possibly easier and politically more acceptable)
way is to address the urban-rural divide because of the disproportionate presence
of Malays in rural areas. Although regional development was mentioned as early
as the mid-1970s in the Third Malaysian Plan 1976-1980, efforts to implement the
plans have been rather slow and little success has been achieved, as the main
focus was on the country’s more developed states. The table below highlights the
urban-rural differences.
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Table 8. Some data on Malaysian states

State

Population
(thousand)
in 2000

Urbanization
rate in 2000
(percentage)

Poverty incidence
1995
2002
(percentage)

More developed
Johor
Melaka
Negeri Sembilan
Perak

2 721.9

63.9

3.1

1.8

634.1

67.3

5.3

2.7

858.9

55.0

4.9

2.2

2 109.7

59.5

9.1

7.9

Pulau Pinang

1 307.6

79.5

4.0

1.4

Selangor

4 175.0

88.3

2.2

1.1

Less developed
Kedah

1 652.0

38.7

12.2

10.7

Kelantan

1 314.9

33.5

22.9

12.4

Pahang

1 290.0

42.1

6.8

3.8

204.5

33.8

11.8

10.1
16.0

Perlis
Sabah

2 656.4

49.1

22.4

Sarawak

2 071.8

47.9

10.0

5.8

899.0

49.4

23.4

10.7

23 266.0

61.8

8.7

5.1

Terengganu
East Malaysia
Source:

Malaysia (2001a and 2003).

The table shows that, except for Pahang, all other less developed Malaysian
states have a relatively high incidence of poverty. The situation is not to be taken
lightly in view of the fact that 44 per cent of the population lives in these less
developed states and they are predominantly Malays. Among the less developed
states, the relatively higher urbanization rates of Sabah, Sarawak and Terengganu
reflect some potential to provide employment in expanding urban areas and to
help reduce poverty. This may be one of the reasons for the Government to turn
its attention to setting targets for East Malaysia rather than limiting its focus to
Peninsular Malaysia as in the past. Currently, agriculture and mining are the
economic mainstays for the less developed states but the Government has plans
for infrastructural development and for broadening the manufacturing base in these
states. This can be expected to generate positive spillover effects, but there is the
danger that the gains will accrue to the possibly more enterprising upper-income
groups, such as Chinese businessmen, when these relatively backward states are
developed. Overall, it is noteworthy that all states have experienced a decline in
the incidence of poverty from 1995 to 2002.
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EFFECT OF REDISTRIBUTIVE POLICIES ON
INCOME INEQUALITY

The Success of the National Economic Policy in the period 1971-1990
The National Economic Policy has been hailed as a successful model for
redistributive policies. There is consensus among studies such as those by Lucas
and Verry (1996), Hashim (1997) and Rasiah and Shari (2001) as to why and how
income inequality was reduced in this period. Key distributional policies and their
effects on income distribution and other aspects of the economy during this period
are reviewed by drawing from these studies.
The urgency of the Malaysian inequality problem was the result of the
country’s worst racial riots, experienced on 13 May 1969. They resulted in
a fundamental shift in public policies, with the announcement of the New Economic
Policy in order to achieve racial economic balance. This paved the way for an
interventionist State strategy to create a Malay commercial and industrial community.
Alongside the implementation of the New Economic Policy in 1971, there
was a move away from import-substitution to export-orientation in Malaysia’s
economic restructuring efforts. With the establishment of free trade zones in 1972
and the creation of a liberalized foreign investment environment in the form of the
Promotion of Investment Act passed in 1986, Malaysia was poised for increased
growth. The Government took the initiative to lead the economy and State
expansion took the form of numerous public enterprises in manufacturing, commerce
and banking. Public sector employment growth was strongest in the 1970-1981
period (World Bank, 1993). The privatization policy launched in 1983 also allowed
Bumiputras to extend their participation in business. Under the Industrial
Co-ordination Act, foreign investors were influenced to comply with New Economic
Policy employment and ownership targets for Bumiputras through the granting of
specific fiscal incentives.
The 1980s saw a strengthening of existing bodies and the establishment
of new public enterprises and trust agencies, which provided a range of financial,
educational and training services to Bumiputras. Institutions such as the Majlis
Amanah Rakyat, Bank Bumiputra Malaysia Berhad and Perbadanan Nasional were
given wider roles and access to capital to raise the position of Bumiputras. While
statutory bodies such as the National Corporation and National Equity Corporation
were used to implement and promote Bumiputra ownership in leading sectors, the
Urban Development Authority on a national level dealt with urban sectors ranging
from property development to retailing and other services.
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There was also direct intervention with the use of employment quotas for
getting Bumiputras into non-agricultural jobs whereby written proficiency in Bahasa
Melayu7 was imposed in order to provide an advantage for the Bumiputras. Targets
set for the ethnic composition of employment in each major sector were also
successfully met by 1990. In tertiary education, the importance of restructuring
has been explicit in the form of a quota which, in the early days of the New
Economic Policy, reserved 75 per cent of places for Bumiputras, though the quota
was later lowered to 55 per cent. This saw the proportion of Bumiputra students
at public universities increase from 12 per cent in 1970 to about 70 per cent in
1995. Obviously, the opportunities that this afforded, initially in public service and
more recently in industry, have aided those Bumiputras fortunate enough to attend
university.
The National Development Policy in the period 1991-2000
The National Development Policy which superceded the New Economic
Policy in 1991 and was carried through until 2000, has been seen as less aggressive
in terms of income distribution. Unlike the Plan, no time frame was set for achieving
distributive targets in the associated five-year development plans of the National
Development Policy. While there was still emphasis on the strategy of growth with
equity, the National Development Policy relied on the private sector to be responsive
and proactive in attaining these objectives. This is in line with the Government’s
move to ride on the waves of globalization and liberalization. While this meant
that there would be increased economic opportunities for non-Bumiputras, one
cannot rule out the positive outcome of the development of more genuine and
capable Bumiputra businessmen and entrepreneurs, given the environment in
Malaysia.
Nevertheless, the privatization efforts of the Government remained an
important means of enhancing Bumiputra participation in the corporate sector.
The Third Outline Perspective Plan 2001-2010 reports that, as of April 2000, the
Government privatized a total of 180 companies, of which 109 were managed and
controlled by Bumiputras. Also, while the New Economic Policy concentrated and
succeeded in increasing Bumiputra participation in the non-agricultural sectors,
under the National Development Policy, the emphasis was on raising the quality of
Bumiputra participation in the corporate sector. Table 9 shows the employment by
ethnic group in various sectors of the economy.

7

Bahasa Melayu, which is the mother tongue of the Bumiputras, was adopted as the medium of
instruction in Malaysia from the 1970s.
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Table 9. Employment by sector and ethnic group
(percentage of total employed)
Agriculture,
Mining
forestry
and
and
quarrying
fishing

Year

Groupa

1970

Bumi
Chinese
Indians
Bumi
Chinese
Indians
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians

68.0
21.0
10.0
73.1
16.4
9.7
75.0
16.1
8.3
0.7
76.4
16.1
6.7
0.8
76.1
11.7
6.0
0.8
75.8
16.9
6.7
0.6
74.9
13.5
7.4

Others

4.2

1980

1985

1990

1995

2000

2003

Source:

Manufacturing

Utilities

Construction

Transport
and
communication

Finance, Government
Wholesale
insurance,
and
and
real estate
other
retail
services

25.0b
66.0
8.0
34.0
54.7
10.6
51.9
33.1
12.8
2.2
48.8
38.9
10.8
1.5
57.5
22.0
10.6
1.5
63.2
22.9
11.2
2.7
63.3
22.8
11.0

29.0
65.0
5.0
40.9
50.4
8.0
45.1
43.3
11.0
0.6
50.3
36.9
12.2
0.6
49.8
30.3
11.3
0.5
53.9
33.1
12.5
0.5
54.5
32.6
12.4

48.0
18.0
33.0
67.1
9.7
22.6
70.7
13.9
15.1
0.3
69.8
12.9
16.6
0.7
72.1
10.4
11.1
0.2
69.9
12.7
17.2
0.2
72.3
11.9
11.8

22.0
72.0
6.0
39.1
53.4
6.4
42.2
51.1
5.9
0.8
43.0
49.9
6.2
0.9
37.4
41.1
4.7
0.9
45.2
47.8
6.1
0.9
43.9
45.7
5.4

43.0
40.0
17.0
50.6
30.2
13.9
51.5
34.4
13.4
0.6
54.1
32.4
12.8
0.7
53.2
29.4
11.7
0.4
57.3
28.2
14.1
0.4
56.2
28.7
12.1

24.0
65.0
11.0
35.2
58.3
7.4
36.1
56.0
7.1
0.8
38.2
54.1
6.9
0.8
36.5
50.0
6.1
0.9
42.4
50.2
6.4
1.0
40.5
51.3
7.1

n.a.
n.a.
n.a.
36.9
55.3
7.4
42.5
46.9
9.7
0.9
41.1
47.4
10.3
1.2
45.1
42.3
9.3
1.0
43.4
45.2
10.6
0.8
45.8
41.7
10.0

n.a.
n.a.
n.a.
59.4
29.2
10.1
65.7
24.7
8.9
0.7
66.4
24.9
8.1
0.6
64.4
21.2
6.8
1.0
66.4
25.6
7.7
0.3
69.5
22.2
7.3

2.9

0.5

4.0

5.0

3.0

1.1

2.5

1.0

Malaysia (1976, 1991a, 1991b, 2001a and 2003).
a

Bumi refers to Bumiputras.

b

This figure is only for the mining industry and is unlike that for all other years.

It can be seen that, in the agricultural sector, the proportion of Bumiputras
employed did not decline in view of the fact that it was 68 per cent in 1970,
76.4 per cent in 1990 and 75 per cent in 2003; in manufacturing, the increase in
Bumiputra participation was quite insignificant. While there was some increase in
Bumiputra participation in the transport, finance, insurance and real estate sectors,
as well as in the wholesale and retail sectors from 1990 to 2000, Chinese domination
in most sectors has declined, except in the wholesale and retail sector. The
proportion of Indians involved in most of the sectors has also declined over time.
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Table 10. Employment by occupation and ethnic group
(percentage of total employed)

Year

Groupa

Professional
and
technical

Teachers
and
nurses

Administrative
and
managerial

Clerical
workers

Sales
workers

Service
workers

Agriculture
workers

Production
workers

1970

Bumi
Chinese
Indians
Bumi
Chinese
Indians
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians
Others
Bumi
Chinese
Indians

47.2
37.7
12.7
53.7
32.6
11.9
58.8
30.9
8.7
1.6
60.3
30.8
7.7
1.2
61.7
30.1
7.3
0.9
63.2
29.3
6.8

n.a.
n.a.
n.a.
64.5
28.7
6.3
64.2
28.9
6.4
0.5
68.1
25.1
6.3
0.5
71.1
22.2
6.2
0.5
73.1
20.3
6.1

22.4
65.7
7.5
28.7
62.5
6.1
34.8
57.5
5.1
2.6
33.3
58.7
5.3
2.7
34.2
57.6
5.4
2.8
34.7
57.0
5.5

33.4
51.0
14.3
52.4
36.6
10.4
54.1
37.8
7.6
0.5
54.9
36.9
7.8
0.4
55.6
36.5
7.6
0.3
56.2
34.3
9.3

23.9
64.7
11.0
32.1
60.1
7.6
33.2
59.2
6.8
0.8
36.0
56.5
6.5
1.0
39.2
53.2
6.3
1.2
40.2
52.4
6.4

42.9
62.5
13.4
54.0
33.7
11.5
61.6
27.8
10.1
0.5
61.5
27.0
10.6
0.9
66.5
25.4
10.8
0.3
64.3
24.1
10.8

67.8
20.8
9.6
69.5
18.1
11.4
75.9
15.2
8.2
0.7
76.4
15.8
7.0
0.8
76.0
16.0
7.2
0.8
75.3
17.0
7.0

31.3
59.9
8.6
43.7
44.6
11.3
47.3
41.8
10.5
0.4
48.5
40.4
10.7
0.4
49.7
38.8
11.1
0.4
50.6
37.5
11.5

Others

0.7

0.5

2.8

0.2

1.0

0.8

0.7

0.4

1980

1985

1990

1995

2000

Source:

Malaysia (1991a, 1991b and 2001a).

Note:
Data for 2003 were published using different employment categories. It was not possible to
reconcile them with the above categories, hence, they were omitted.
a

Bumi refers to Bumiputras.

Large imbalances in the racial pattern of occupational employment in the
1970s was first noted by Anand (1983). For 1970, Anand found that Bumiputras
constituted 85 per cent of all farmers but only 28 per cent of all sales workers, and
in the administrative and managerial, clerical and related, and production worker
categories, the Bumiputras accounted for little more than 30 per cent of the
workforce. In contrast, the Chinese constituted less than 13 per cent of farmers
but some 60 per cent of sales workers, 57 per cent of production workers and
46 per cent of the administrative and managerial, clerical and related personnel.
Table 10 shows that there has been an increase in Bumiputra participation in all
occupational categories over that time except in the number of agricultural workers.
The most notable increase of about 10 per cent from 1985 to 2000 comes from
teachers and nurses, as there has been more government control in these jobs
given the large number of government-owned schools and hospitals in Malysia.
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There have also been increases in the Bumiputra occupational share in the
categories of sales workers, i.e., a 7 per cent and a 5 per cent increase in the
professional and technical workers categories respectively. However, the smallest
proportion of Bumiputras, at 34.7 per cent in 2000, was seen in the administrative
and managerial positions, which remain dominated by the Chinese. The low
make-up of Bumiputras in this category is the least successful aspect of restructuring
of the society in the decade of the 1990s (Malaysia, 2001a).
Another unsuccessful policy has been the capital and assets accumulation
policy of encouraging and regulating the private sector to ensure that Bumiputras
held at least 30 per cent of the share capital of limited companies. Initiated under
the New Economic Policy in 1971, this policy was continued under the National
Development Policy. While there was a marked increase in the share from 2.4 per
cent in 1970 to the highest level of 20.6 per cent in 1995, the target of 30 per cent
has yet to be achieved, as shown in table 11. In fact, there has been a decline in
the Bumiputra share since 1995.
Table 11. Corporate equity ownership
(percentage)
Non-Bumiputras

Foreign

1970

Year

2.4

32.3

63.4

1975

9.2

37.5

53.3

1980

12.5

34.3

43.0

1985

19.1

35.9

26.0

1990

20.3

46.2

25.1

1995

20.6

43.3

27.7

1999

19.1

40.3

32.7

2000

18.9

41.3

31.3

2002

18.7

43.2

28.9

Source:

Bumiputras

Malaysia (1991a, 2001a and 2003).

Note:
The figures do not add to 100 as the information on nominee
companies is not included.

The highest proportion of Bumiputra equity ownership was found to be
between 25 per cent and 29 per cent in the agricultural, construction and
transportation sectors; that in the manufacturing sector remained low at 10.5 per
cent in 2002. The share of foreign equity on the other hand increased in the
1990s, reflecting the significant inflow of FDI. In line with the efforts to revitalize
the economy after the 1997/1998 financial crisis, there was a relaxation of regulations
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on foreign equity ownership. As a result, foreign equity ownership in the
manufacturing sector was highest at 56.3 per cent in 1999.
Studies such as Shari (2000), Yusof (2001), and Rasiah and Shari (2001),
which have voiced concern over the rising trend of income inequality, point to the
possible cause of this as being a government policy reversal towards liberalization,
deregulation and privatization since the late 1980s. However, in the era of
globalization, Malaysia has little choice but to allow the more responsive and less
bureaucratic private sector to take up the challenges of operating in a more
market-friendly and competitive global environment. This is a timely move on the
part of the Government, as income inequality is a less politically sensitive issue
than it once was due to the remarkable increase in living standards experienced in
the economy.
There have been claims by Ragayah, Ismail and Shari (2000) and Shari
(2001) that increases in capital intensity and manufacturing employment, resulting
in a wide dispersion of wages and salaries, explain the resurgence of income
inequality in Malaysia. While it is true that wage differentials in Malaysia have
grown as the demand for skilled labour outpaces the demand for unskilled workers
(Rasiah and Osman-Rani, 1995; World Employment Report, 1998) and have been
further exacerbated by the entry of unskilled migrants, the assertion that this
situation has caused income inequality is not supported by any analysis partly due
to the lack of data, as noted by the studies. Importantly, their point is still an
unconvincing concern in the long run. Wage stretching simply reflects low elasticity
of skilled workers in the short run. This is a temporary phenomenon that takes
place in the interval before an accommodating supply-side response is guaranteed.
The long-run supply elasticity of skilled workers would be much greater and will
eventually reverse the initial wage stretching.
The increases in capital intensity and manufacturing employment are
inevitable for an economy such as Malaysia’s, which has been attracting FDI since
the 1980s. For the development/modernization hypothesis, it is believed that,
even if FDI initially stimulates growth in only some leading or favoured sectors, the
growth in these sectors could in the long run facilitate more even income distribution
via positive spillover effects. While Athukorala and Menon (1997) show how
FDI-related export-led industrialization has generated employment opportunities
and reduced income inequality, Mahadevan (2002) notes that FDI in manufacturing
is currently at a low level on the technology ladder. This means that the concern
about wage levels being stretched if demand for skilled workers outpaces the
supply may be overstated. Furthermore, FDI inflows into Malaysia have slowed
down from an annual increase of 78 per cent in the period 1988-1991, to 20 per
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cent in the period 1990-1995, and to 7 per cent in the period 1995-2000.8 This,
together with the financial crisis of 1997/1998, has blurred the effect of FDI on
income distribution.
Even if FDI increased income inequality, for Malaysia today, FDI is
a necessary evil to gain access to better technology and remain competitive in the
global market. However, if FDI is aimed at higher value added manufacturing
activities, then wage levels can be stretched if the human resources development
policy does not sufficiently ensure that there are enough high-skilled workers, and
this would widen the earnings differential. In order to reduce the earnings differential,
the Government has to increase its budget allocation for education and training at
the macro level while firms should provide both pre-entry and in-service training
for their workers. Thus, if policies related to human resources development can be
devised appropriately and implemented effectively, the purported increase in income
inequality due to FDI can be checked.
In this regard, the efforts of the Government of Malaysia so far are in the
right direction. The government development allocation for education and training
has been consistently rising from M$5,812 for the period 1986-1990 to M$22,660
for the period 2001-2005. In terms of higher education, while enrolment for diplomas
and degrees has increased about 2.5 times from 1995 to 2003, the proportion of
those in the work force with a tertiary education increased from 7.2 per cent in
1987 to 17.1 per cent in 2003. Malaysia (2001b) projects that the latter figure
would rise to 35 per cent in 2010 and this would be met by an average annual
growth rate of about 6 per cent over the period 2001-2010 in the categories of
administrative and managerial workers and professional and technical workers.
However, one view of FDI and international openness is that it benefits
most of the domestic residents who are already well-off in the sense that rich
groups are better able than others to take advantage of the opportunities offered
by trade expansion. While trade liberalization has distributional consequences,
that is, there are “winners” and “losers” in the short run, it is also true to say that
not all losers may come disproportionately from the disadvantaged group. To the
extent that trade openness raises national income, it strengthens the fiscal ability
of a society to provide safety nets or consider options to help the Bumiputras
directly.

8

These figures were calculated using data from World Investment Reports published by UNCTAD.
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The National Vision Policy in the period 2001-2010
The National Vision Policy is similar to the National Development Policy
without being less or more aggressive in its redistribution stance. While the strategy
of reduced State involvement was adopted under the National Development Policy,
with the National Vision Policy, the Government has indicated areas in which it will
address possible economic imbalances arising from its market-oriented approach.
For instance, the Third Outline Perspective Plan for 2001-2010 has plans to:
(a)

Be target-specific in their poverty eradication programmes in remote
areas and among Bumiputra minorities in Sabah and Sarawak;

(b)

Promote a conducive environment for Bumiputras to face the
challenges of globalization by facilitating and assisting in the
promotion of their products overseas and enabling Bumiputra
entrepreneurs to venture into niche international markets;

(c)

Promote effective participation of Bumiputras and other
disadvantaged groups in a knowledge-based economy with
a Bumiputra information and communications technologies agenda
to obtain recognition as reliable and capable market players;

(d)

Retrain (unemployed) social science Bumiputra graduates with
market-related knowledge and skills to benefit from employment
opportunities in other sectors of the economy.

In addition, the National Vision Policy would continue achieving
Bumiputra equity ownership of at least 30 per cent by 2010 without resorting to
microrestructuring of existing ventures. Here, the Government is open about its
limited intervention in this particular goal, probably realizing that this may never
happen in view of the fact that it has been unsuccessful since 1970. There is also
continued emphasis on enhancing regional balance through the rapid development
of the less developed states. Here, a gradual approach to developing the less
developed states should be encouraged, as too rapid an increase in the urbanization
rate without appropriate evenness in income dispersion (by means of sustained
employment generation) would lead to greater overall income inequality.
Lastly, the National Vision Policy intends to have Bumiputra participation
in leading sectors reflect the ethnic composition of the population. This has an
advantage in that the racial employment targets would be implemented in relation
to flows rather than stocks, as the racial allocation of new labour force entrants
would be in proportion to the population ratios of the racial groups. In terms of
Bumiputra employment in major sectors, table 9 shows that the agricultural and
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utilities sectors could do with a decrease in Bumiputra participation. While some
improvement has taken place in Bumiputra participation in manufacturing and
non-government services, the racial make-up of 66 per cent Bumiputras (in line
with the ethnic composition of the population) has yet to be achieved in these
sectors.
However, employment restructuring by sector alone will help only to narrow
income differences between the races but not to eliminate them. The occupational
structure of employment within each sector too has to be balanced racially so
that the income differences between the races will be reduced more effectively.
Table 10 shows that Bumiputra participation improved in all occupational categories
but there is a dire lack of Bumiputras in the administrative and managerial category.
Production, sales and clerical workers also need an increase in Bumiputra
participation of about 10 per cent in order to achieve the 66 per cent target in
relation to the population’s ethnic composition.

VII.

WHAT NOW FOR MALAYSIAN INCOME INEQUALITY?

Although Malaysia’s redistributive policies in the past have been successful,
Rasiah and Shari (2001) note that the Government could have better managed its
ethnic-based redistributive policies as “access to carrots was hardly countered by
the stick of discipline” and if some of “the promotion of crony interests that sapped
the economy of rents” could have been avoided. However, this is bound to happen
in any society with a government strongly involved in addressing ethnic imbalances.
It must however be true, in the case of Malaysia, given its record of economic
success, that these effects may have been insignificant. Furthermore, the increased
role of the market forces underlying the National Development Policy and the
National Vision Policy can be expected to keep a check on such effects in the
future.
The market-oriented approach of the National Vision Policy is further
welcome, as redistributive action of any kind, if undertaken at the considerable
cost of growth, is unlikely to be sustained and effective. The widening of relative
inequalities, if accompanied by rapid economic growth in the expansion of
productive capacity and its effective utilization, need not necessarily have
long-lasting adverse effects. As long as economic growth keeps income inequality
at a “tolerable” level, it should not cause concern. However, just what this level
becomes the 64 million dollar question. Perhaps a different type of question can
throw some light on this issue.
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Given Malaysia’s development and achievements so far, how important is
ethnic economic imbalance today? It can be argued that a more unequal society
currently is likely to confer more benefits than harm in the long run (Nelson, 1993).
This brings forth another question as to whether there should be a limit to the
provision of continued support and opportunities to the disadvantaged ethnic
group.9 Snodgrass (1980) notes that the responsiveness of the ethnic groups in
Malaysia to economic opportunities is (or has been) different and the capacities of
different groups to respond may vary systematically given differences in achievement
motivation. At the risk of over-simplification, Snodgrass provides evidence of
the cultural hypothesis which fundamentally says that, “something in Malay
culture – or could it be a ‘culture of poverty’ generated by Malay poverty itself? –
makes the Malays immobile, irresponsive to economic opportunity and therefore
poor, while something in Chinese culture – or in a ‘culture of immigrants’ – makes
the Chinese mobile, more adept at seizing economic opportunities, thrifty, and
therefore relatively prosperous”. Snodgrass explains that such characteristics are
inherent, or at least difficult to change, and this is a powerful deterrent to direct
efforts to ameliorate economic inequality. Thus, in the past, while the New Economic
Policy has been successful in raising the living standards of Bumiputras, what
needs to be avoided is for Bumiputras born in the second generation during the
New Economic Policy period, to consider it their right to be favoured without
having to work hard for it. This is summed up in Somun (2003) who quotes the
former Prime Minister of Malaysia, Mahathir Mohamad’s words on this matter: “...
Malays lean on the crutches of Malay privileges in order to protect themselves.
Malays consider these crutches as symbols of their superior status in the country.
The sad thing is that they are not even using the crutches properly”.
In conclusion, what does the future hold for the Malaysian income inequality
trend? While the trend was seen as leveling off until 1999, there was an increase in
2002. Figure 1 does not exclude the possibility that the 1990s and the early 2000s
saw fluctuations (not necessarily large) in income inequality. Although it is important
to determine whether this is a temporary interruption in an otherwise continuous
downward trend, this has to await further statistical evidence in view of the fact
that the Malaysian economy is still undergoing major structural changes.

9

While it is acknowledged that this is a highly sensitive and debatable matter, it provides another
avenue of looking at the issue.
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TRANSFERABLE LESSONS?

While the experience of the unequalizing consequences of faster growth
was not borne out in the Malaysian growth process, it appears that there is no
single general trend in the evolution of the distribution of incomes that applies to
all countries over the past two centuries. Declining inequality has not been the
rule in modern industrial societies, any more than rising inequality is found in all
industrializing economies.
To the question of whether the twin objectives of growth and equity can
be pursued simultaneously, there is clearly no direct or simple answer. In the field
of economics and other social disciplines, growth and equity often are seen as
a zero-sum game but this need not be the case as growth is necessary to gain
equity (thereby supporting the trickle-down effect) and so is equity necessary for
growth (thus the need for redistributive policies). The relevant question is then:
how can an appropriate balance of growth and equity be achieved to maximize the
benefits of both objectives to improve overall income and welfare? As Fields
(1980) concludes, “Growth itself does not determine a country’s inequality course,
rather, the decisive factor is the type of economic growth”. This in some sense is
a warning against a rapid pace of industrialization, which may promise growth in
the short run but the pace may not be right if the economy is ill-equipped to
support the growth path in the long run. This would cause a large divergence in
the incomes of people and hence an increase in income inequality. Not only is the
growth-equity relationship complex but it is also fragile, as it could become
a vicious cycle whereby inequity can prevent growth and poor growth can in turn
lead to unrest and lower the chances of improving equity.
More often than not, a revolution or uprising of some sort motivates
Governments to intervene and prescribe redistributive policies to stabilize the
economy. However, Governments today need only look around to see that they
should not wait before acting. Malaysia was blessed in that the May 1969 riots,
which forced the Government to reassess its economic objectives with redistribution
as a key thrust, did not turn out to be one of those social revolutions which
overturned the class structure. Snodgrass (1980) highlights the operation of ethnic
policies on behalf of a politically dominant but economically weak community as
the motivation behind the riots in Malaysia. While Malaysia’s initial rural development
policies were not as successful as had been hoped,10 they nevertheless provide
lessons to agricultural-based developing countries to draw up better plans for
reallocating resources.

10

For a detailed analysis, see Snodgrass (1980).
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In Malaysia, rapid and sustained economic growth, educational
advancements, affirmative action programmes, tolerance or acceptance of the
Government’s redistributive policies, and luck, have all helped contribute to a sunny
story about Malaysian equity. While there is no one-size-fits-all approach to
improving income inequality, an appropriate institutional prerequisite and
a commitment on the part of politicians are however essential for successful policy
formulation and implementation. Salleh and Meyanathan (1993) explain how political
will and institutional strength enabled the Government of Malaysia to engineer
fundamental changes in development strategy, with redistribution as one of the
objectives. A coalition of ethnic-based political parties, in which the Malay grouping
is the dominant partner, has retained power since 1955. The long stay of a single
political party in power can be advantageous in implementing policies that have
long-term objectives. In Malaysia, political stability is unique as it reflects a social
contract between the ethnic groups, allowing Malays to dominate the governance
of the country while Chinese business interests remain intact.
In evaluating government actions towards maintaining the balance between
growth and equity, the right emphasis is not on a simple, State versus market
approach, but on the closeness of fit between strategy, circumstances and
institutional capability on one hand, and development goals on the other. It takes
time as well as the right group of people to build and cultivate the synergy between
these various aspects to ensure that equity co-exists with growth, be it in
a developing country or in a more open economy. For an economy intending to
deregulate and become more open, the process towards such a move should be
gradual so as to give the economy and its people enough time to cope with the
demands and consequences of openness. Importantly, the Government needs to
ensure that equity issues are not sidelined; redistributive policies go hand in hand
with new opportunities arising from globalization.
Lastly, at the risk of being obvious, it is important to acknowledge that the
size of the economy has a significant role to play in terms of the ease of
implementing redistributive policies. Malaysia’s geographical size turned out to be
manageable; it enabled the effective and swift implementation of the Government’s
economic policies to successfully enjoy growth with equity.
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THE ROLE OF INTEREST RATES IN BUSINESS CYCLE
FLUCTUATIONS IN EMERGING COUNTRIES:
THE CASE OF THAILAND
Ivan Tchakarov* and Selim Elekdag**

Emerging economies have enjoyed an exceptionally favourable economic
and financing environment throughout 2004 and 2005, supported by
solid global growth, low interest rates and suppressed credit spreads.
The easy-money policy of the United States of America in recent years
has spread worldwide, creating an environment of low interest rates in
international markets. If global interest rates were to take a sudden
course upward, this would increase the cost of borrowing for emerging
economies and lead to less hospitable financing conditions for emerging
markets. The purpose of this paper is to measure the effect of shocks
on global interest rates on real activity in Thailand. The analysis employs
the Global Economy Model developed by the Research Department of
the International Monetary Fund and finds that it would be best for
Thailand to minimize the effects of rising global interest rates if it were
to follow a flexible exchange rate policy.

I.

INTRODUCTION

Emerging market countries have enjoyed an exceptionally favourable
economic environment throughout 2004 and 2005. Solid global growth,
a broadening investor base and soaring asset prices buoyed by abundant global
liquidity have dramatically suppressed credit spreads. Moreover, an accommodative
United States monetary policy in recent years has helped create an environment of
low interest rates in international capital markets. However, if global interest rates
were to take a sudden upward course, this would increase the cost of borrowing
for emerging market countries and lead to less hospitable financing conditions for
them.
* Asia and Pacific Department, International Monetary Fund, (IMF), Washington, D.C. E-mail:
itchakarov@imf.org.
**

Research Department, IMF, Washington, D.C.
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The purpose of this paper is to measure the effects of global interest rate
shocks on real activity in Thailand. The paper also investigates how three different
exchange rate regimes – flexible, managed float and fixed – would affect key
macroeconomic variables in Thailand under shock conditions. The methodology
of this paper involves conducting simulation experiments of alternative policy
scenarios, using the Global Economy Model developed recently by the International
Monetary Fund Research Department.
Of course, Thailand is not the only emerging market country that would be
affected by higher United States interest rates. Our analysis could certainly be
applied to a wider pool of emerging market countries, not only in the Asian and
Pacific region but also throughout the world. Thailand provides an excellent case
study of the subject at hand mainly because, in the Asian and Pacific region,
Thailand was the first country that initiated a tightening cycle in August 2004;
therefore, the issue how this policy action would affect the domestic economy
arose first in Thailand. The paper finds that it would be best for Thailand to
minimize the adverse effects of rising global interest rates by implementing a flexible
exchange rate regime. The paper also discusses the conclusion in a regional
context.
The rest of the paper is organized as follows. Section II describes the
importance of interest rates in determining business cycles in emerging market
countries. Section III provides an overview of the model and its calibration.
Section IV describes the effects of a 1 per cent United States interest rate rise on
the Thai economy. Section V discusses an experiment that resembles the global
bond market rout of 1994. Section VI assumes a more prolonged United States
interest rate hike when Thailand is calibrated to be more vulnerable than in the
baseline case. Finally, Section VII provides conclusions and implications for policy.

II.

INTEREST RATES AND BUSINESS CYCLES

Interest rates are a key determinant of business cycles in emerging market
countries. Over the last decade, many such countries have coped with frequent
and large changes in the interest rates that they face in international financial
markets. These changes have usually been associated with significant business
cycle fluctuations. This observation is illustrated in figure 1, which graphs output
and country interest rates for six emerging market countries.1 Periods of low interest
rates are typically coupled with relatively rapid economic expansion, whereas times
of high interest rates are often associated with lower growth.
1

We should note that, as in Neumeyer and Perri (2005), country interest rates include the United
States interest rate plus individual countries’ Emerging Markets Bond Index spreads.
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Figure 1. Real interest rates and GDP in selected emerging market countries
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Note:
Output is the seasonally adjusted real GDP; it is detrended using the HP filter (using a linear
trend to separate the trend from the cycle yields similar results). The interest rates are constructed as the sum
of the 90-day United States treasury bill and the J.P. Morgan Emerging Markets Bond Index Global Spread for
the respective country, adjusted for expected inflation in the United States.

The link between interest rates and output in emerging market countries is
markedly different from that in developed economies. While figure 1 demonstrates
that interest rates in emerging market countries are clearly countercyclical, in the
developed countries interest rates are at best acyclical. Figure 2 depicts this
relationship for four, small, open, developed countries. This point is further
reinforced by the correlation coefficient estimates for these countries shown in
table 1.
Why is the impact of interest rates different in emerging market countries
and developed economies? Theoretical models usually find that interest rates are
not a key determinant of business cycle fluctuations for developed economies.
Moreover, in these models, interest rates exhibit either acyclical or procyclical
patters, which accords well with the findings of figure 2.
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Table 1. Correlation of real interest rates with GDP
Emerging economies
Argentina

Brazil

Mexico

Republic of Korea

Philippines

Thailand

-0.64

-0.41

-0.24

-0.49

-0.31

-0.14

Australia

Canada

Sweden

New Zealand

0.30

0.32

0.00

0.18

Developed economies

Source:

Authors’ calculations.

Figure 2. Real interest rates and GDP in selected developed markets
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Note:
Output is the seasonally adjusted real GDP; it is detrended using the HP filter (using a linear
trend to separate the trend from the cycle yields similar results). The interest rates are the 90-day money
market rates, adjusted for expected inflation.

In contrast, Neumeyer and Perri (2005) develop a business cycle model
that is consistent with the empirical regularities observed in emerging market
countries. The key feature is that firms have to pay for factors of production
before production takes place. The need for working capital makes the demand
for labour sensitive to interest rate fluctuations. If interest rates increase, working
capital becomes more expensive and firms tend to reduce their demand for labour.
In addition, the utility function specification ensures that labour supply is independent
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of interest rate fluctuations. This guarantees that falling labour demand leads to
a lower level of equilibrium output. While there is no reason to believe that this
mechanism may not be relevant for a developed country as well, it underscores
the kind of adjustment that has to be introduced in a model framework to generate
countercyclical interest rates.
In addition, real interest rates in emerging market countries lead the cycle,
whereas in developed economies interest rates lag the cycle. This point is illustrated
in figure 3, which shows the cross correlations between GDP and interest rates for
both groups of countries. Emerging market countries depict a distinctive U-shaped
pattern, whereas in developed countries, the cross correlations exhibit a concave
shape and are less synchronized.
Figure 3. Cross correlations between real interest rates and GDP in
emerging markets and developed economies
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III.

THE GLOBAL ECONOMY MODEL WITH
THE FINANCIAL ACCELERATOR

The Global Economy Model (GEM) is a new type of policy model based on
strong microeconomic foundations, in which consumers and firms maximize utility
and profits respectively.2 The policy model of choice in IMF over the last two

2

For details, see Bayoumi (2004).
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decades was MULTIMOD. While that model is able to generate realistic dynamic
responses to cyclical disturbances, its lack of solid theoretical foundations
makes it susceptible to the “Lucas critique”. In particular, policy analysis using
reduced-form equations that fit the data but are only loosely tied to theory cannot,
among other things, properly account for resulting shifts in behaviour. GEM, on
the other hand, combines production, consumption, trade, nominal and real rigidities,
as well as international financial markets in a coherent theoretical framework.
GEM has many important strengths. First, GEM can study policies in
a general equilibrium setting, thus taking into account the full range of interactions
between consumers and producers as well as linkages across sectors and countries.
Second, the costs and benefits of a policy can be measured directly by the impact
on consumer welfare, rather than by using less accurate and more ad hoc proxies
of welfare. Third, GEM has a very flexible structure, so that one can include or
exclude features easily in accordance with the issue at hand.
However, moving to a model with tight theoretical structure may impose
some limitations. First, models are not easy to build and run. Second, the need
to create a large interlinked structure occasionally constrains theoretical
specifications and hence model properties.3 Third, calibration is time-consuming,
as the model concepts do not dovetail with existing data.4 Fourth, the capital
account is not richly modelled and, therefore, issues related to capital flows are
given only a cursory consideration.
A. Extending the Global Economy Model
Figure 4 displays the simplest version of a two-country GEM structure.5
Labour and capital are combined to produce a single type of tradable good that
can be used for consumption or investment. Given the preferences of consumers,
firms and the government, these goods are then distributed across countries.
We extend the basic version of GEM in two ways. First, we allow for
balance sheet-related credit market frictions. As will be discussed in detail below,
this creates a valuation channel that amplifies the impact of external shocks on the
domestic economy. Second, we add another country, which we call the “rest of
3

For example, since the model is based on a single representative consumer, it cannot be used to
address issues of income distribution.
4

For example, it is not easy to split output into traded and non-traded goods or to determine the
role of commodities and semi-finished goods in production.
5
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Figure 4. Simple GEM structure
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Bayoumi (2004).

the world”. This composite third country, among other things, allows a more realistic
calibration of international financial and trade linkages.
One of the key features of our model is that the foreign interest rate is the
sum of the global interest rate, plus a country-specific external finance premium.
In the context of emerging market countries, hikes to world interest rates do not
usually translate into equivalent movements in country interest rates due to the
presence of country risk premiums. These premiums may also be positively related
to global interest rates, and may therefore amplify the interest rate cycle initiated
by industrial countries.6 The attempt to analyse the relationship between interest
rates and real activity is also complicated by the fact that these premiums respond
systematically and countercyclically to business conditions in emerging market
countries.7
Against this backdrop, our model endogenizes the risk premium by
assuming that it is inversely related to the conditions of the domestic economy’s
balance sheets. For example, if a shock triggers a decline in asset prices, this
lowers the value of firm equity, thereby increasing the debt-to-equity ratio and thus
raises the risk premium. In other words, it becomes increasingly difficult for an

6

Evidence in support of this notion can be found in Fernandez-Arias (1996), Kaminsky and Schmukler
(2002) and Uribe and Yue (2003).
7

See, for example, Cline (1995), Cline and Barnes (1997), Cantor and Packer (1996) and Eichengreen
and Mody (1998).
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emerging market country to finance investment when the country faces unfavourable
shocks, thus generating a vicious cycle.
We formally model these credit market frictions by incorporating the financial
accelerator into GEM.8 The financial accelerator captures two salient features of
emerging market countries that complicate the conduct of monetary policy. First,
these countries can typically borrow only in foreign currency denominations,
a phenomenon labelled “original sin”.9 Second, emerging market countries usually
have imperfect access to capital markets. Foreign credit is typically associated
with an external finance premium which is linked to the condition of borrower
balance sheets. Through the impact on the balance sheets of an emerging market
country, these credit market frictions may substantially magnify the effects of shocks
on the economy.10
Balance sheets and the financial accelerator
The financial accelerator mechanism amplifies the effects of shocks to the
global interest rate on the domestic economy. Adjusted for expected exchange
rate movements, the domestic interest rate is the sum of the foreign interest rate
plus the risk premium. Therefore, interest rate hikes in the foreign country induce
interest rate increases in the domestic economy. Owing to nominal rigidities, this
also leads to a rise in the real domestic interest rate, which in turn engenders
a contraction in real activity. Furthermore, the fall in asset prices generated by the
output drop increases the debt-to-equity ratio, thereby raising the premium. This
additional channel further suppresses consumption, investment and production
beyond the initial impact caused by the foreign interest rate hike.11
B. Model Calibration
The long-run properties of the model are calibrated for Thailand, the United
States and the rest of the world (RoW). Table 2 provides a summary of the key

8

The closed economy version of the financial accelerator was developed by Bernanke, Gertler and
Gilchrist (1999).
9

For details, see Eichengreen and Hausman (1999).

10

Elekdag, Justiniano and Tchakarov (2006) provide empirical evidence supporting the inclusion of
the financial accelerator into models attempting to capture these key emerging market country features.
11

Furthermore, in the context of a flexible exchange rate regime, an increase in the foreign interest
rate would induce a depreciation of the domestic currency. Given balance sheets with currency
mismatches, the depreciation would inflate the value of foreign currency-denominated debt, further
amplifying the impact of the shock.
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steady state ratios calibrated using 2004 annual data. Size is based on a simple
average of the shares of these countries relative to the global population and real
GDP. Thailand makes up 1 per cent, the United States 19 per cent, and RoW
80 per cent of the world. Consumption- and investment-to-GDP ratios for Thailand
and the United States are calculated from national accounts data. Since the precise
computation of these ratios for RoW would require aggregating all individual
countries’ consumption and investment data, it is simply assumed that consumption
and investment in RoW account for 67 per cent and 33 per cent of output
respectively.
Table 2. Model calibration
Thailand

United States

Size

0.01

0.19

0.8

Consumption-to-GDP ratio

0.67

0.86

0.66

Investment-to-GDP ratio

0.26

0.18

0.33

Imports-to-GDP ratio

0.58

0.12

0.04

Import of consumption goods-to-GDP ratio

0.17

0.09

0.02

Import of investment goods-to-GDP ratio

0.41

0.03

0.02

Imports from Thailand-to-GDP ratio

RoW

n.a.

0.002

0.004

Imports from United States-to-GDP ratio

0.05

n.a.

0.036

Imports from RoW-to-GDP ratio

0.54

0.118

n.a.

70

n.a.

n.a.

Risk premium (basis points)
Source:

IMF, International Financial Statistics; Bank of Thailand; and authors’ calculations.

The imports-to-GDP ratio is large in Thailand, amounting to 57 per cent of
GDP. The share of goods imported from the United States is 5 per cent of GDP;
the rest of the goods are imported from RoW. The United States is a much less
open economy with an imports-to-GDP ratio of 12 per cent of GDP. The imports
from Thailand are negligible, with the bulk of imports coming from RoW, which is
almost a closed economy with an imports-to-GDP ratio of 4 per cent of GDP.
Imports from the United States and Thailand account for 3.6 per cent and 0.4 per
cent of GDP respectively.
The deep parameters in such microfounded models are calibrated based
on estimates from microeconomic studies. These deep parameters define the
long-term responses of firms and consumers, such as the elasticity of substitution
among different types of goods and the responsiveness of the hours worked to
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changes in real wages, as well as the sensitivity of consumption to movements in
real interest rates.
Currently, the only available GEM calibration for an emerging market country
is based on the Czech Republic, upon which our calibration draws.12 However,
since we have incorporated balance sheet-related credit market frictions, we need
to calibrate the steady-state external finance premium as well. The risk premium
is calibrated using the Emerging Markets Bond Index Global (EMBIG) spread for
Thailand. The premium has been steadily decreasing since the 1997 Asian financial
crisis, and its average value in 2004 was 70 basis points, which we use in our
baseline simulations.
The monetary framework assumes inflation targeting. Monetary policy for
the United States and RoW follows a classic Taylor rule, with no weight on the
exchange rate. Since the Asian crisis, in 1997, Thailand has adopted an
inflation-targeting regime that targets only core inflation and does not provide for
an explicit or implicit target of the exchange rate. At the same time, the Thai
authorities routinely intervene in the foreign exchange market to prevent excessive
baht volatility. In the that sense, although the de jure policy does not call for
targeting the exchange rate, the de facto regime takes into account baht fluctuations
when formulating monetary policy. Therefore, to capture better the actual conduct
of monetary policy in Thailand, the model posits the Taylor rule augmented with an
explicit targeting of the exchange rate. Our baseline simulation assumes that the
weight on the exchange rate is smaller than the weights on expected inflation and
the output gap.13

IV.

THE EFFECTS OF A 1 PER CENT UNITED STATES
INTEREST RATE HIKE

To model an increase in international interest rates, we consider a 1 per
cent hike in the United States interest rate. The shock lasts one quarter, after
which United States interest rates are governed by the Taylor rule. The foreign
interest rate shock moderately suppresses economic activity in Thailand, as shown
in figure 5. Although Thai monetary policy limits transitional volatility in the foreign
exchange market, the shock still induces a mild depreciation, implying that about
half of the increase in the foreign interest rate is transmitted to the domestic interest
rate.
12
13

For details, see Laxton and Pesenti (2003).

The weights on output, inflation and the real exchange rate in the Taylor rule are calibrated to 0.5,
1.3 and 0.2 respectively.

62

Asia-Pacific Development Journal

Vol. 13, No. 1, June 2006

Figure 5. Impulse response functions in Thailand to a 1 per cent
interest rate shock in the United States
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Note:

The impulse response functions are computed as percentage deviations from the steady state.

The impulse response functions in figure 5 depict the dynamic behaviour
of key macroeconomic variables. The figure shows that the real variables hit their
respective troughs four to five quarters after the onset of the shock. Consumption,
investment, labour effort and output drop by 0.04 per cent, 0.57 per cent, 0.23 per
cent and 0.19 per cent relative to the steady state respectively. Owing to the
presence of adjustment costs, the capital stock reaches a low point of -0.08 per
cent relative to the steady state 10 quarters after the shock. Because the risk
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premium is calibrated to be only 70 basis points in the steady state, there is only
a minor reduction in entrepreneurial net worth, reflecting the negligible role of the
balance sheet channel in this scenario.14
Table 3. Cumulative losses from a 1 per cent
United States interest rate hike
Thailand

United States

Output

-0.23

-0.46

Consumption

-0.28

-0.52

Investment

-0.51

-1.21

Capital stock

-0.62

-1.34

Source:

Authors’ calculations.

The cumulative costs of the interest rate shock are also limited. Table 3
computes the cumulative output, consumption, investment and capital stock losses
for Thailand and the United States caused by the United States interest rate
increase.

V.

A REPEAT OF THE GLOBAL BOND MARKET
ROUT OF 1994?

The United States monetary tightening cycle during 1994 was followed by
heightened bond market volatility and the widening of emerging market country
credit spreads. The Federal Reserve began raising policy rates in February 1994.
During the following 12 months, the federal funds rate doubled to 6 per cent in the
course of seven successive rate increases. Bond market volatility and 10-year
United States treasury yields shot up by 250 basis points, peaking at 8 per cent in
November 1994. In the process, international portfolio managers shifted their
exposure from short-term to longer-dated securities. This resulted in a marked
widening of emerging bond market yield spreads from 405 basis points at the end
of 1993 to about 800 basis points by mid-December 1994.
The current benign global market conditions for emerging market countries
are reminiscent of the period preceding the sell-off of 1994. Low interest rates in
major financial centres, a broadening investor base and soaring asset prices buoyed
by abundant global liquidity have dramatically suppressed credit spreads on
14

The slight oscillation in the impulse response functions are caused by an additional delayed
increase in Thai interest rates needed to mop up second-round inflationary pressures.
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emerging market bonds. These factors have created a very favourable external
environment for emerging market borrowers – with the EMBIG composite spread
declining from about 725 basis points at the end of 2002 to 237 basis points at the
end of 2005 – despite the onset of monetary policy tightening in the United States,
significant commodity price volatility and a further widening of global imbalances.
Nevertheless, the risks that did not materialize in 2004 and 2005 remain
a concern. Government bond yields and credit spreads remain quite low, leaving
plenty of room for further increases in global interest rates. An unanticipated spike
in United States treasury yields could trigger a widening of credit spreads on
emerging market bonds. Under these circumstances, emerging market countries
would face higher borrowing costs, and underlying vulnerabilities that have been
masked by the recent benign external financing environment could quickly resurface.
A. United States Monetary Policy and
emerging market country spreads
A recent IMF study found that mature market interest rates and global
liquidity have become the most important determinants of emerging market spreads
after September 2001. The 2004 Global Financial Stability Report of the IMF
estimates a simple econometric model with a view to identifying the drivers of the
latest emerging bond market rally. Theoretical models suggest that the econometric
specification should include relevant measures of country-specific fundamentals,
global liquidity as represented by mature market interest rates, the expansion of
demand for emerging market bonds, caused by a widening investor base, and risk
preferences.
The study finds that the explanatory variables are statistically significant
and intuitive: improved fundamentals, greater investor demand and decreased
volatility all drive down spreads. More critically, however, the estimation results
indicate that liquidity stemming from accommodative United States monetary policy
has become the most important factor driving the recent emerging bond market
rally.
B. A Sudden Decrease in Global Liquidity
To mimic a sudden decrease in global liquidity, we consider a larger and
more protracted increase in global interest rates. In addition, we calibrate the
steady state external finance premium to 700 basis points, thereby making Thailand
more financially vulnerable relative to the previous simulation.15
15

The EMBIG composite spread averaged about 730 basis points during the 1990 to 2004 period.
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After the most recent tightening cycle began in mid-2004, the federal funds
rate reached 2.5 per cent during the first quarter of 2005. At the time, it was
believed that the Federal Reserve would continue to raise rates to a “neutral” level.
Roughly speaking, a neutral rate should minimize inflationary pressures without
dampening economic growth. Various estimates suggest that such a rate ranges
between 3 per cent and 5 per cent, implying a midpoint of 4 per cent. Against this
backdrop, we assume a scenario in which United States interest rates increase by
2 per cent in four consecutive 50-basis-point increments, reaching the neutral rate
of 4 per cent after a year.16
To highlight the importance of balance sheet-related vulnerabilities, we
consider experiments with and without the financial accelerator present. As shown
in figure 6, a prolonged increase in United States interest rates would imply
a relatively severe recession in Thailand, which would be further exacerbated with
the presence of credit market frictions.
To further highlight the adverse implications of this harsher global interest
rate increase, table 4 presents the cumulative declines in key macroeconomic
variables. In the case without the financial accelerator, the model implies cumulative
decreases for output, consumption, investment and the capital stock of 1.8 per
cent, 2.3 per cent, 1.8 per cent and 2.6 per cent respectively. The presence of the
financial accelerator adds considerably to the cumulative losses, with output and
consumption falling by 2.9 per cent and 3.1 per cent, whereas the losses are even
larger for investment and the capital stock, which both drop by 8.1 per cent.
Table 4. Cumulative losses in Thailand from a 2 per cent
interest rate hike in the United States
No financial accelerator

Financial accelerator

Output

-1.80

-2.90

Consumption

-2.31

-3.09

Investment

-1.75

-8.10

Capital stock

-2.60

-8.08

Source:

16

Authors’ calculations.

Also note that, as mentioned in Section V, the magnitude of the shock is consistent with the
parallel increases in the federal funds and long-term interest rates during the global bond market rout
of 1994.
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Figure 6. Impulse response functions in Thailand to a 2 per cent interest
rate shock in the United States lasting for four quarters
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The impulse response functions are computed as percentage deviations from the steady state.

The impact of higher global interest rates is more severe in the presence
of credit market frictions, since the financial accelerator generates a vicious cycle.
The external shock causes a decline in asset prices as well as depreciation of the
baht currency. The former decreases the value of the firm, whereas the latter
inflates the value of foreign currency-denominated liabilities. Both work in parallel
to cause a deterioration in Thai balance sheets, which then increases the risk
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premium. Coupled with rising international interest rates, the higher premium raises
the opportunity cost of investment further, thereby choking off the process of capital
accumulation, which in turn decreases output and thus investment demand further.

VI.

WHAT ROLE FOR MONETARY POLICY?

As a final experiment, we ask which exchange rate regime can best limit
the negative economic impacts of higher United States interest rates. We assume
that monetary authorities in Thailand can pursue three different exchange rate
regimes via a Taylor-type interest rate rule. The first is a flexible exchange rate
policy that targets only inflation and the output gap. The second is a fixed exchange
rate policy that targets the baht/dollar exchange rate exclusively. 17 The third is
a managed float in which the monetary authority simultaneously targets inflation,
the output gap and the baht/dollar exchange rate.18
Our simulations indicate that Thailand would minimize the adverse effects
of higher United States interest rates if it implemented a flexible exchange rate
regime. The stabilization properties of the three regimes are contrasted in figure 7
and in table 5. The tabulated cumulative losses underscore the severity of the
economic losses that Thailand could face, especially when a fixed exchange rate
regime is implemented. Further reinforcing this finding, figure 7 shows that under
the peg, macroeconomic variables are more volatile and their declines longer lasting.
Table 5. Cumulative losses in Thailand under three different
exchange rate Regimes
Flexible

Managed float

Peg

Output

-1.60

-2.90

-12.26

Consumption

-1.93

-3.09

-13.40

Investment

-2.63

-8.10

-27.60

Capital stock

-2.81

-8.08

-28.86

Source:

Authors’ calculations.

17

We assume that all regimes, including the peg, are fully credible. Some may consider this
a relatively strong presumption, but it facilitates our analysis and is a natural benchmark. See Gertler,
Gilchrist and Natalucci (2003) for an example of a peg with a small probability of a collapse. Also
note that, from the perspective of Thailand, there are two bilateral exchange rates: the baht/United
States dollar rate, and the baht against the local currency unit of RoW.
18

Under the managed float, the weight on the exchange rate is smaller than that on inflation and
the output gap.
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Figure 7. Impulse response functions in Thailand to a 2 per cent interest rate
shock in the United States under three different exchange rate regimes
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The lack of nominal exchange rate flexibility implies a more severe and protracted
adjustment process.
The intuition for the results is as follows. Under the fixed exchange rate,
foreign interest rate shocks are transmitted directly to the domestic economy,
satisfying the uncovered interest rate parity condition. Because prices adjust
sluggishly, higher nominal interest rates imply higher real interest rates, which induce
a contraction in output. Once again, the financial accelerator – acting through the
balance sheet channel – magnifies the output drop. The rise in the real interest
rate causes a contraction in asset prices, which increases the debt-to-equity ratio
in Thailand. The rise in the debt-to-equity ratio increases the external finance
premium, thereby increasing the opportunity cost of investment further, which in
turn, completes the vicious cycle by dampening investment and output yet again.
In contrast, under a flexible exchange rate regime, the domestic nominal
interest rate is no longer strictly tied to the foreign interest rate, and is also governed
by a standard Taylor rule. Under this regime, a rise in the foreign interest rate
triggers a depreciation of the nominal exchange rate, which presents a trade-off.
On one hand, the depreciation is beneficial as expenditure-switching promotes
demand for Thai exports, thereby stimulating aggregate demand. On the other
hand, the depreciation increases the value of foreign currency-denominated liabilities,
which through the financial accelerator mechanism would dampen economic
activity further. Since Thailand is a very open economy, the gains owing to
expenditure-switching dominate the losses stemming from the balance sheet
channel. Finally, note that the managed float is an intermediate case.

VII.

CONCLUSION

This paper evaluated quantitatively the impact of rising foreign interest
rates on real activity in Thailand. In particular, it uses a version of the IMF Global
Economy Model, augmented by balance sheet-related credit market frictions, to
investigate how key macroeconomic variables in Thailand would respond to
increases in United States interest rates.
Most importantly, the paper studies how the Thai monetary authorities
may best respond to foreign interest rate shocks. We compute impulse response
functions to a protracted United States interest rate increase under a fully flexible
exchange rate regime, a managed float and a fixed exchange rate regime. Our
results indicate that the fully flexible exchange rate regime stabilizes real
macroeconomic variables the best. The depreciation of the exchange rate creates
expenditure-switching effects that dominate the balance sheet effects.
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The main policy implication of the paper, therefore, is that the best monetary
policy option for the Thai authorities would be to pursue a flexible exchange rate
regime in order to better handle the challenges of an external environment
characterized by rising global interest rates.
In terms of the requisite legal and institutional framework, Thailand is well
equipped to pursue a freely floating exchange rate regime. Thailand introduced an
inflation-targeting framework in 2001, which provides for keeping core inflation
between 0 and 3.5 per cent. Other commonly cited prerequisites for the proper
functioning of a inflation-targeting regime, such as the central bank’s operational
independence, transparency and accountability, capacity to monitor, model and
forecast inflation in the economy, and the availability of effective tools for monetary
policy implementation are also in place. In that sense, the de jure exchange rate
regime is consistent with the prescribed policy advice. At the same time, the Thai
authorities have elected to limit excessive fluctuations in the exchange rate in
addition to only following the path of core inflation. The paper argues, therefore,
that abiding by the original rules formulated in the setting-up of the inflation-targeting
regime may limit volatility in key macroeconomic variables.
While, as argued above, many of the conditions for successful
implementation of inflation-targeting consistent with a pure floating exchange rate
regime are formally in place, there are a number of areas where further action
might be required. In particular, well-developed financial markets in addition to
sound and well-developed financial systems may facilitate the conduct of monetary
policy and the pursuit of a flexible exchange rate. To this end, the Thai authorities
have recently approved the second stage of the Capital Market Master Plan which
calls for (a) an increase in the size of equity and debt markets relative to the
banking sector; (b) a reduction of the transaction cost of asset market participation;
and (c) an increase in the number of available instruments in the financial markets.
The policy implication has a much more general appeal as it should not be
construed to be limited only to instances when global interest rates are on the rise.
It would be equally important for monetary policy to support a freely floating
exchange rate regime provided that there is a change in the global environment.
For example, the surge in capital flows to Thailand in the first quarter of 2006
further demonstrates the difficulties that the authorities may face in resisting
market-determined exchange rates. If the Federal Reserve slows down the pace
of tightening, any additional interest rate hikes in Thailand would lead to a widening
of interest rate differentials and upward pressure on the baht. While this would
help in containing inflation, it could lead to lower exports and lower economic
growth.
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In that sense, continued intervention on the foreign exchange market may
lead to a conflict between the domestic and external objectives of monetary policy.
Market segmentations and relatively interest-inelastic capital flows may have allowed
the authorities to smoothen exchange rate appreciation while controlling domestic
liquidity through sterilized intervention. However, should the recent surge in capital
inflows persist, sizeable continued intervention would lead to problems in controlling
domestic liquidity.
The policy implications deriving from the paper are not limited only to
Thailand and can be easily extended to a wider set of developing Asian and Pacific
economies. For example, one piece of advice often extended to economies in this
region is to allow for greater exchange rate flexibility to stimulate domestic demand,
support growth, reduce external imbalances and, in this manner, to contribute to
the smooth unwinding of the global imbalances. Indeed, over the past two years,
a number of economies in the region, including the Republic of Korea and Taiwan
Province of China, have allowed greater exchange rate flexibility, which has lead to
more balanced and robust economic growth. In that sense, this paper provides
a modest, but opportune, contribution and justification for the debate regarding
exchange rate flexibility in the region.
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HOW FINANCIAL DEVELOPMENT CAUSED
ECONOMIC GROWTH IN APEC COUNTRIES:
FINANCIAL INTEGRATION WITH FDI OR
PRIVATIZATION WITHOUT FDI
Debasis Bandyopadhyay*

Politicians fashionably argue in favour of financial development to
promote economic growth following the seminal study of King and Levine
(1993a and 1993b). Financial development, however, could come
through alternative channels that are sometimes not compatible in small,
open economics. A relatively popular channel promotes privatization
of domestic financial intermediaries but with restrictions on foreign
ownership. The other competing channel works through foreign direct
investment (FDI) requiring foreign ownership of national assets. Until
the last decade of globalization, from the 1960s through the early 1990s,
in many Asia-Pacific Economic Cooperation (APEC) economies and
especially in East Asia, privatization of national banks went hand in
hand with barriers against FDI. The recent trend in globalization creates
a political tension between those who welcome and the others who
oppose FDI. This paper evaluates the relative contribution of those two
alternative channels of financial development to economic growth. The
model of analysis builds on King and Levine (1993b) but restricts its
attention to small open economies of APEC. Contrary to the previous
findings, privatization of the domestic financial sector alone turns out
to have a negative impact on the growth of productivity and a weakly
negative impact on the growth rate of per capita income. This
discrepancy could possibly be rationalized by a special characteristic
of the APEC sample where endogenous credit rationing by privatized
banks could have lowered the relative proportion of entrepreneurs in
the economy for reasons presented in Stiglitz and Weiss (1981). In this
environment, FDI could serve as a catalyst to increase entrepreneurial
access to international credit, which in turn could raise productivity by
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inducing additional entrepreneurial activities in the economy. However,
financial integration led by FDI does bring the prospect of lower
economic growth due to increased business fluctuations, especially for
the small open economies. Nevertheless, it is surprising to find that
a significant improvement in efficiency and growth was experienced by
the APEC nations through the international channel with the flow of
FDI. Consequently, barriers to globalization out of purely nationalist
concerns may be ill-fated even for small open economies.

Key Words: FDI, Financial Integration, Privatization, APEC, Efficiency, Growth
Regression, Financial Development Indicators.
JEL Classification: C20, C82, F23, F36, F43, O16, O38

I.

INTRODUCTION

Foreign direct Investment (FDI) often takes the form of a one-way flow of
capital and technology from a group of rich countries to the developing world.
Conflicts of interests that stem from that unidirectional flow give rise to politically
charged debates. The APEC experience, on the other hand, is an interesting case
of distinction.
The 21 members of APEC account for more than 50 per cent of the
world’s output. The United States of America and Japan, the two main sources of
FDI in the world, and China, one of the world’s largest recipients of FDI, are
members. FDI flows both ways among most of the other 18 members, which are
small open economies. Urata (2003) reports that the multidirectional flow of FDI
has been an integrating force in APEC, promoting efficiency among its members.
It provides financial resources for fixed investment that facilitates technology
diffusion. It also offers alternative sources of finance to indigenous entrepreneurs
who would otherwise be constrained by the volume of capital that the domestic
financial intermediaries can mobilize within their respective economies.
The emergence of APEC coincides with a change in the global political
atmosphere that has favoured structural changes, as well as in the domestic financial
institutions of the member economies. Those changes have been mostly
complementary to regional financial integration and hence suitable for attracting
FDI. However, Urata (2003) notes that those changes have not been uniform and
significant impediments to FDI exist even within APEC. In a study about FDI in the
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South-East Asia, Ritchie (2002) reports that, despite trade and financial liberalization,
the countries in that subregion have only limited success in leveraging foreign
technology to foster economic growth.
The origin of such opposition to FDI can be traced to international politics.
The strong national bias in some of the big sources of FDI induced by the influential
members of APEC, such as the United States and Japan, generate cynicism among
the opponents of FDI. They argue that the philosophy of liberalization misses the
important issue of national interests. For example, Bora and Graham (1997) note
that “some individuals feel a sense of national loss when foreigners acquire existing
domestic companies”. Others raise concern about an undue increase in
macroeconomic volatility in small open economies from global financial integration.
In a study conducted by IMF, Prasad and others (2003) warn about such a possibility.
FDI, however, supplies relatively less volatile and potentially plentiful sources
of capital. Noorbakhsh, Paloni and Youssef (2001) note that FDI serves to balance
loan and equity capital in private investment without the heavy drag of debt service.
This serves a nation especially well following a debt crisis.
Nevertheless, cynicism against political manipulation by the big players
and concerns for macroeconomic fluctuations, the adverse effects of changes in
domestic institutions on political stability, negative impacts on the indigenous culture
and the environment have all contributed to large fluctuations in FDI in APEC. In
particular, the FDI inflows to the developing East Asian members of APEC show
(see table 1) a sharp increase from about $70 billion in 1995 to more than $90
billion in 1997, a sharp decrease in 1998 to $82 billion, followed by a resurgence in
the next two years, but a sharp decline again in 2001.
Table 1. FDI inflows into APEC economies in East Asia
(billions of United States dollars)

FDI inflows
Source:

1995

1996

1997

1998

1999

2000

2001

70.16

83.18

90.61

82.07

93.35

127.51

89.97

UNCTAD, World Investment Report 1996-2002.

FDI brings into a country a significant volume of financial resources that is
complementary to managerial and technical knowledge from abroad. This
complementarity between foreign technology and foreign capital plays a significant
role in injecting a growth spurt in the recipient country. Nevertheless, some of the
highest barriers to FDI in some East Asian countries have been in the areas of
financial services. Hardin and Holmes (1997) construct an index of barriers
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measured in equivalent units of ad valorem taxes and report that barriers to financial
services could be as high as 95 per cent in the Philippines and 88 per cent in the
Republic of Korea and Thailand. A similar index of barriers to FDI used by Petri
(1997) implies that barriers in the area of services that include financial services in
particular are about three times higher than in manufacturing and three to five
times higher than in the primary sector in the East Asian countries. Clearly, the
flow of FDI faces significant resistance when it comes to offering financial services.
The opponents of FDI-led financial integration argue that growth could be
achieved as well with a better financial system at home, following an influential
finding by King and Levine (1993a): “better financial systems stimulate economic
growth”. However, their result holds in a closed economy model. Consequently,
the conclusion applies to the health of the global financial system as opposed to
that of a country. It may be unwise, therefore, to control the flow of international
credits that FDI brings into small open economies.
A political tension does exist, however, in the absence of a clear assessment
of the contribution of FDI that facilitates regional financial integration relative to
that of the liberalized national financial institutions when it comes to economic
growth in a small open economy. The current political debate in APEC regarding
the potential contribution of FDI in the small open economies of East Asia would,
therefore, benefit from such a study.
This paper does just that. In particular, based on the theoretical framework
modelled in King and Levine (1993a and 1993b), it examines empirically the
contribution of FDI-led financial integration relative to the contribution of the
privatized domestic financial institutions to economic growth in small open
economies of APEC.
King and Levine use four special indicators to measure financial
development. This paper identifies one of those indicators, the degree of
privatization of the domestic financial intermediaries, to reflect most closely the
development of the domestic financial sector. It uses a combination of the remaining
three indicators to measure how easily the private sector can access the international
credit market as a result of FDI. It then compares the relative contribution of the
two parallel sources of financial development to economic growth. The findings
from this comparative study offer significant evidence and important insights that
are quite relevant for assessing the potential contribution of FDI in other small
open economies of the developing world.
Following the introduction there is a brief review of the background
literature. A discussion of the key variables, the methodology of the empirical
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analysis and data sources follows. The main findings and concluding remarks are
summarized in the conclusion. Appendix tables 1a to 3b contain a summary of
findings from several regressions. Appendix table 4 includes the complete data
set and the formulas for constructing the variables used in this paper.

II.

THEORETICAL BACKGROUND

Recently, theoretical models have linked financial development to long-run
economic growth not only through its positive effect on capital mobilization but
also through its beneficial effect on the total factor productivity in an economy.
Greenwood and Jovanovic (1990) emphasize the benefits of economies of
scale in the processing information on the marginal efficiency of investment that
financial intermediaries introduce as they develop over time. Bencivenga and Smith
(1991) highlight the role of diversification of liquidity risk. Financial intermediaries
pooled savings in order to keep the level of liquid assets that investors prefer to
leave in order to meet their unforeseeable liquidity risk to the minimum level possible.
Consequently, it is possible to allocate a higher proportion of funds to finance
innovative projects and this raises the total factor productivity or overall efficiency
in the economy. Saint-Paul (1992) emphasizes the role of the financial intermediaries
in diversifying the risks of investment through technological and financial
diversification. In the model a financial sector reduces the risk of specialized
investment and, hence, increases the expected return from it, encouraging a higher
rate of saving and investment in fully specialized capital that raises productivity in
the economy. Pagano (1993) concludes that greater efficiency among financial
intermediaries implies that a higher proportion of available savings in an economy
would be channelled to augment the economy’s capital stock. King and Levine
(1993b) argue that a more efficient financial intermediary sector channels a larger
fraction of savings to finance a greater number of innovative projects. This increases
the technological advancement rate and the growth rate of final goods.
The common experience in APEC includes increased privatization of banks
and insurance companies due to a lower government share in the total assets of
the domestic financial intermediaries, as well as increased internationalization of
the credit market due to FDI. Interestingly, most of the member countries in East
Asia allow the privatization process to go hand in hand with government policies
designed to protect the profit of domestic financial institutions against international
competition and, in particular, against FDI. These policies could help to perpetuate
a high saving and low productivity state by limiting the number of innovators within
the economy for reasons described in Stiglitz and Weiss (1981).
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Stiglitz and Weiss (1981) argue that the probability of bankruptcy increases
as the interest rate increases such that a bank’s net expected return from additional
lending may actually decrease if the lending rate increases beyond a maximum
limit. This possibility may persuade banks to set their profit-maximizing interest
rate below the market-clearing rate, creating an excess demand for credit and
a rationing equilibrium in the economy. In particular, they argue that a higher
interest rate lowers the number of prudent applicants via an adverse selection
effect and encourages each applicant to undertake greater risks via a moral hazard
effect. Consequently, as the interest rate increases the probability increases
that borrowers will not pay back. Stiglitz and Weiss show that often it is likely that
the optimum interest rate for banks could be high but may still lie below the
market-clearing interest rate in a capital-poor country.
By the law of diminishing returns, capital-poor members of APEC are likely
to have a relatively high level of marginal product of capital. Consequently, in
a closed economy and, in particular, in the presence of political barriers against
the flow of multinational credits to domestic firms, the market-clearing interest rate
in the economy turns out to be higher than the optimum interest rate that maximizes
the profits of the privatized financial intermediaries.
The privatized domestic financial intermediaries may be better than the
Government in mobilizing savings, and a high interest rate may generate additional
savings. However, the economy may still end up with many unsatisfied
entrepreneurs who wish to make prudent investments but would simply not be
able to find the necessary working capital to run their projects. Privatization, in
this case, would lower economic productivity by creating “credit rationing”
endogenously. Political barriers to FDI may help perpetuate this high saving and
low productivity state.
The flow of multinational credit could act as a catalyst to shift this rationing
equilibrium in two ways. First, it would increase the flow of international credit
directly to the potential entrepreneurs, then increasing the relative proportion of
entrepreneurs in a nation. Second, the use of relatively advanced technology by
multinational companies may indirectly lead to an increase in the mean return and
a possible reduction in uncertainty concerning the prospects of all domestic firms,
which could now deal with these foreign companies, accompanied by a decrease
in the deadweight loss for the whole nation that would be associated with
bankruptcy.
In other words, FDI could raise entrepreneurial participation in the economy
because it shifts the rationing equilibrium directly by providing access to credit
from multinationals and indirectly by raising the mean returns of all projects, which
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increases the number of successful projects receiving loans also from the privatized
national banks. The activities of additional entrepreneurial activities, in turn, could
increase overall macroeconomic productivity.
On the other hand, to the extent that the growth of FDI aggravates business
fluctuations and hence uncertainty in returns to private investment in a small open
economy, the probability of bankruptcy would increase for any given interest rate.
In response, the privatized banks would confine their supply of credits to a smaller
set of entrepreneurs. Also, some risk-adverse entrepreneurs would not pursue
their investment projects facing the increased uncertainty due to the presence of
FDI. This scenario outlines a possible negative impact of FDI on economic growth.
Consequently, it is not clear from the abstract theoretical perspective alone
how economic growth has come to APEC. We would need to design a model for
empirical analysis to determine the importance of FDI relative to other competitive
channels in transmitting growth to this regional grouping of economies.

III.

THE MODEL

The model of analysis for this study follows the general framework of King
and Levine (1993a and 1993b). However, it links national economic growth to two
distinct channels of financial development. The twin channels refer to the domestic
(or national) financial intermediaries versus global financial systems.
First, greater efficiency in the national financial system due to privatization
enables innovators to have more capital given the amount that a nation saves. In
a macroeconomic equilibrium, investment equals national savings plus capital inflows
from abroad. Consequently, the increased flow of multinational credit that
accompanies FDI also helps to boost total investment. Note also that under
endogenous “credit rationing”, such as described in Stiglitz and Weiss (1981), only
the number of entrepreneurs who can get loans is limited; the size of the loan
received by each successful applicant however is not limited. Hence, a greater
privatization of banks may increase the total volume of investment in the economy,
even if it does not increase the number of entrepreneurs. An increased flow of
multinational credit, on the other hand, could increase both the size of the loan
and the number of entrepreneurs who receive loans.
Let INV denote the ratio of investment to GDP, FI denote a financial
development indicator and Z denote a vector of indicators of other aspects of
economic development. Then, it follows from the above discussion that
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∂INV
> 0.
∂FI

For a given capital-output ratio Ω, which also depends on the financial
and other indicators of development, the growth rate GK of capital per capita
directly varies with the difference between the investment rate INV and the sum of
the population growth rate n and the depreciation rate DEP of capital such that
(2)

GK =

INV
– (DEP + n), Ω = E (FI, Z).
Ω

For reasons discussed previously, greater access to the international credit
market, facilitated by FDI, brings additional entrepreneurs into the economy. The
activities of additional entrepreneurial activities, in turn, generate positive external
effects to increase overall macroeconomic productivity1 and hence the growth rate
GTFP of total factor productivity. Consequently,
(3)

GTFP = F (FI, Z),

∂GTFP
> 0.
∂FI

Along its transition path to the steady state, the growth rate of per capita
output GYP is a function of GK and GTFP as follows:
(4)

GYP = GTFP + α GK, 0 < α < 1,

where the parameter α measures the output elasticity of output with respect to
capital in a Cobb-Douglas production technology.
The key independent variable for the empirical exercise consists of one of
the four financial indicators (FI) that King and Levine (1993b) list: LLY, measured
by the ratio of liquid liabilities to GDP; PRIVATE, measured by the ratio of total
credit received by private enterprises to total credit in the accounts of the public
and private enterprises; BANK, measured by the share of the domestic assets of
private financial intermediaries in the total domestic assets of the private financial
intermediaries and the central bank; and PRIVY, measured by the ratio of credit
received by private enterprises to GDP. Each of these four financial indicators
measures a unique aspect of financial development in a country. LLY measures
the overall liquidity per unit of GDP. PRIVATE signals the distribution of overall
liquidity between the private enterprises and the public sector. Unlike PRIVY, it
does not measure the total volume of credit available to an economy per unit of its
1

Bandyopadhyay (1997) models an economy where growth of total factor productivity due to
technology diffusion increases with the relative proportion of the workforce that conducts innovative
activities.
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GDP. The two financial indicators BANKS and PRIVY play crucial roles in the East
Asian context, and deserve special attention.
BANK measures the extent of private control in the domestic financial
sector. Some regard BANK as an indicator of efficiency in the country’s financial
sector. However, in countries which block FDI, endogenous credit rationing could
emerge to limit productivity-augmenting entrepreneurial activities. Consequently,
part of the beneficial effects due to increases in BANK, as suggested by King and
Levine, could be offset in countries that follow a policy of protection from
international competition.
PRIVY refers to the total volume of multinational credit per unit of GDP
that the business sector can access. In the East Asian subregion, FDI accounts
for a significant share of PRIVY primarily because that subregion consists of small
open economies. Consequently, PRIVY could be used as a quantitative measure
for financial integration brought about by FDI in this subregion and, therefore,
PRIVY serves as a proxy for FDI in this paper. In particular, it measures the
contribution of FDI indirectly through the implication of FDI on the access of
a country’s private sector to multinational credit. Table 2 below provides a set of
descriptive statistics to characterize the data.
Table 2. Descriptive statistics of the data
Descriptive
statistics
Mean

LLY

BANK

PRIVATE

PRIVY
(proxy
for FDI)

GYP

GK

GTFP

INV

0.5786

0.8685

0.8964

0.5071

0.0360

0.0588

0.0184

0.2718

Median

0.4974

0.9095

0.8372

0.4895

0.0333

0.0462

0.0169

0.2565

Standard deviation

0.3108

0.1206

0.3498

0.2676

0.0255

0.0465

0.0173

0.0587

0.0819

Maximum value

1.7819

1.0000

2.4016

1.1352

0.1607

0.0500

0.4331

Minimum value

0.2269

0.4404

0.5214

0.1153 -0.0136 -0.0085

-0.0134

0.1816

On average, countries enjoy a high level of development. Also, the
distribution has a slight upward bias, since the mean exceeds the median for all
variables except BANK. Nevertheless, there is a wide variation in the data and, in
particular, the variance is significantly large compared with the mean for each
variable, indicating suitability of the data for conducting a successful empirical
analysis. Table 3 reports how the four financial indicators are correlated.
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Table 3. Pair-wise correlation coefficients among
financial development indicators
Correlation coefficients

LLY

BANK

BANK

0.5512 (0.1478)*

PRIVATE

0.2182 (0.1569)

0.4038 (0.0660)*

0.8784 (0.0785)*

0.1834 (0.0661)*

PRIVY
Note:

PRIVATE

0.1809 (0.0454)*

The values in parentheses are standard errors.
* Indicates significance at the 99 per cent confidence interval.

Note that LLY and PRIVY are highly correlated while BANK and PRIVY are
weakly correlated. Recall that LLY is a measure of overall liquidity in proportion to
GDP; PRIVY is a measure of the private access to the international credit market;
and BANK measures the degree of privatization of the domestic financial sector.
The high correlation between LLY and PRIVY, therefore, suggests that the source
of a greater volume of liquidity in APEC is greater private access to the international
credit market due to FDI. A low correlation between BANK and PRIVY could
suggest that the national and international sources of finance are possibly not
complementary but competitive substitutes. It is important to note that BANK
relates to the assets of domestic financial intermediaries. It neither includes funds
directed overseas by domestic financial intermediaries nor that channelled into the
domestic economy from overseas financial intermediaries. Since the portion of
financial services provided by FDI is significant in East Asia, BANK stands out as
the most distinctive financial indicator of the state of the domestic financial sector.
Table 4 below shows how the financial and growth indicators are correlated.
Table 4. Correlation coefficients between financial and
growth indicators
Correlation
coefficients
GYP

LLY

BANK

PRIVATE

PRIVY

0.3018 (0.0064)*

-0.0245 (0.0071)*

0.4587 (0.0048)*

0.3756 (0.0087)*

GK

0.3196 (0.0118)*

0.2275 (0.0118)*

0.4476 (0.0079)*

0.4123 (0.0146)*

GTFP

0.1867 (0.0043)*

-0.2334 (0.0044)*

0.3234 (0.0033)*

0.2250 (0.0059)*

0.3401 (0.0321)*

0.2952 (0.0295)*

0.4741 (0.0217)*

0.4917 (0.0449)*

INV
Note:

The values in parentheses are standard errors.
* Indicates significance at the 99 per cent confidence interval.
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Note that BANK is negatively correlated to both the growth rate of per
capita income (GYP) and the growth rate of total factor productivity (GTFP).
Government policies that protect the domestic sector from foreign competition
may be responsible for offsetting the positive effects of the privatization process
for generating such significantly negative correlations. Another contributing factor
could be inflation that typically follows privatization.
The privatization process may indirectly push the government increasingly
to rely on seigniorage or inflation tax that typically retards economic growth. We
note from table 5 that the variable GL, which denotes the amount of loans channelled
to the government as a percentage of GDP, actually decreases as BANK increases.
Table 5. Results from regression of government
loan on BANK
GL = 0.38494 (0.1180)* – 0.31629 (0.1360)* BANK
Adjusted R2 = 0.1499
Note:

F-statistics = 5.410

The values in parentheses are standard errors.
* Indicates significance at the 99 per cent confidence interval.

Table 6 offers further evidence that a higher value of BANK also
accompanies a higher ratio of currency to GDP, which leads to inflation that
negatively affects productivity growth.
Table 6. Results from regression of BANK on the
currency to GDP ratio
M1 = -0.2645 ( 0.1049) + 0.4933 (0.1182) BANK, M1 = Currency/GDP
Adjusted R2 = 0.3697
Note:

F-statistics = 17.43

The values in parentheses are standard errors.
* Indicates significance at the 99 per cent confidence interval.

To isolate the contribution of BANK and FDI, therefore, one needs to perform
appropriate regressions only after controlling for various macroeconomic factors
that may lead indirectly to possible correlations. Following King and Levine (1993b),
the study controls for independent effects on growth that arises from a set of five
degree of
economic factors: Zi, i = 1, ..., 5 such that = Z1 = TRADE, measuring degree
openness; Z2 = GOV, measuring the share of government expenditure in GDP;
Z3 = INF, measuring the inflation rate; Z4 = LYO, measuring the log of the per
capita GDP level in the initial year; and Z5 = LSCH, measuring the log of the
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secondary enrolment rate in the initial year. TRADE captures the positive effect of
specialization from international trade. GOV captures the negative effect of the
average tax burden. INF controls for the adverse effect of inflation tax. LYO
factors out the autonomous differences due to diminishing returns as functions of
the level of economic development measured by the initial per capita income.
LSCH captures the positive effect of labour quality due to country-specific schooling.

VI.

EMPIRICAL METHODOLOGY AND DATA

The growth theoretical framework of King and Levine as described above
serves as a guiding principle for organizing the relevant data and the empirical
experiment for this study. Let Y denote the set of growth performance indicators
{INV, GK, GTFP, GYP}, which are the dependent variables. Let X denote the set of
financial development indicators {BANK, PRIVY, LLY, PRIVATE}, from which a unique
independent variable is chosen. Let i = 1, 2, ..., N denote the index for countries,
and t = 1, 2, .., T denote the index for time intervals. The specific restrictions on
the data, following King and Levine (1993b), are given by using the following formula:
(5)

Yit = Constanti + β YX Xit +

Σθ Yj Z itj + uit,

Y

∈ G, X ∈ FI,

j = 1, .., 4

where, uit describes an i.i.d. error that is normally distributed with zero mean and
a finite variance. All variables for the study turn out to be integrated of order zero
or stationary. Consequently, the causality implied by the estimated coefficients
would be meaningful.
Note that, by (1), (2) and (4), the model allows the possibility that a better
financial system at home, measured by a higher value of BANK, would be sufficient
for ensuring economic growth. In other words, holding the effect of PRIVY (or FDI)
constant, the model does not restrict the partial effect of BANK on the economic
growth indicators from becoming positive and significant. If the partial effects of
BANK on the growth indicators exhibit more positive and significant effects than
PRIVY (or FDI) only then a small country may seriously weigh the merits and demerits
of a policy of limiting FDI to protect national financial intermediaries. Consequently,
the above experiment would be quite relevant when FDI competes with the domestic
financial sector.
King and Levine (1993b) use 30-year averages between 1960 and 1990
but for a large set of countries around the world. The APEC sample contains only
21 economies and imposes a tight constraint for any empirical analysis.
Consequently, the study includes 10-year averages for the period 1964-1993 to
expand the data set. The data set has been compiled from various sources.
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Information on financial indicators has been collected from the International Financial
Statistics database of the International Monetary Fund, except for Hong Kong,
China; and Taiwan Province of China. The information on Taiwan Province of
China has been collected from The Statistical Yearbook of the Republic of China,
published by Administrative Yuan, whereas that for Hong Kong, China, has been
obtained from Hong Kong Statistics published by its Census and Statistics
Department. After adjusting for missing information, 37 data points were found in
the sample consisting of 3 time periods and 17 out of the 21 members of APEC,
since the relevant information from Brunei Darussalam is not available.
The issue arises that a division of data into three time periods could bias
the estimated coefficients of equation (5) that exclude time-specific effects. A full
panel data study would be ideal to identify those effects. Unfortunately, the small
sample size implies that the degrees of freedom would be too small to perform
a meaningful panel data exercise. However, a modification of equation (5) that
allows for a time effect λ can be used to get unbiased estimates of the coefficients
as follows:
(6)

Yit = Constanti + λt + β YX Xit +

Σ

θ Yj Z itj +
j = 1, .., 4

uit, Y

∈ G, X ∈ FI

Some manipulations of equation (6) yield a new equation, which is similar
to equation (5) but does not have any constant and is given by using the following
formula:
(7)

˜ +
Y˜ it = β YX X
it

ΣθYj Z˜ itj + u˜ it ,

j = 1, .., 4

N
˜ =X –1ΣX ,
X
it
it N
it
i=1

1 N
where, Y˜ it = Yit – ΣYit ,
Ni = 1

1 N
Z˜ itj = Z itj – Σ Z itj , j = 1, .., 5.
Ni = 1

Appendix tables 1a to 3b present results from regressions using equations
(5) and (7).

V.

MAIN FINDINGS

Appendix tables 1a and 1b compare the relative contribution of all four
financial development indicators to economic growth that BANK, the indicator of
financial development through the domestic channel, stands out an unique in its
weakly negative impact on the growth rate of per capita output. To discern this
negative impact on economic growth in more detail we focus on the results
presented in appendix tables 2a and 2b. The first columns of those tables contain
the same information as the second column of appendix tables 1a and 1b. The
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information presented in appendix tables 2a and 2b show that BANK has a weakly
negative effect on the growth rate of per capita output GYP, but has a stronger
negative effect on the growth rate of TFP (or efficiency) GTFP. It does have
a strong and positive effect on the investment rate INV and a weakly negative
effect on the growth rate of capital GK. These findings isolate BANK as the
incorrect indicator for growth-promoting financial development in APEC. These
results, therefore, stand out in sharp contrast to the findings of King and Levine
(1993b) which report BANK to have a significantly positive impact on all aspects of
economic growth. The financial indicator LLY measures the amount of all loans,
but it includes the stock of domestic currency as well. The latter does not
correspond to the volume of financial services. Moreover, if the government has
a tendency to finance its expenditure by increasing money supply following
privatization, as suggested in a previous discussion of tables 5 and 6, then LLY
would overestimate the beneficial aspect of financial development on growth after
privatization. The indicator PRIVATE is a measure of the efficiency in allocating
funds only with the traditional assumption that a higher portion of loans directed to
government represents a lower efficiency in allocating resources. It does not,
however, capture the size of the financial development. The indicator PRIVY, on
the other hand, can be expressed as a combination of a size indicator such as LLY
as well as an efficiency indicator such as PRIVATE. Moreover, by definition, PRIVY
accounts for the loans received by private firms only and therefore excludes the
currency part of the liquidity that is related to seigniorage, which is a factor harmful
for growth. By definition, M1 is included in LLY whereas PRIVY excludes M1 from
LLY and adjusts the difference by the efficiency factor defined by PRIVATE.
Precisely, PRIVY can be expressed as follows:
(8)

PRIVY = PRIVATE* (LLY-M1),

where, M1 = Currency/GDP.

M1 represents the part of liquidity measured by LLY that is primarily utilized
by the government. It follows that PRIVY primarily measures the flow of multinational
credit from abroad through an efficient channel. The most important channel in
this context would be the flow of FDI, which also represents an efficient channel
because of it is guided by the profit motive. In other words, the definition of
PRIVY captures the effect of the flow of FDI both on capital accumulation and on
the growth of TFP. Therefore, PRIVY constitutes a relevant proxy for FDI as far as
financial sectors are concerned.
Empirical findings presented in appendix tables 3a and 3b show that PRIVY
has a significant positive effect on all four growth indicators in the APEC economies.
The effect is transmitted through three channels. They are a higher real per capita
physical capital growth rate, improved efficiency in other production factors and
a higher investment rate. In other words, unlike the privatization at home that has
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only mobilized capital but has not increased efficiency or per capita output growth
rates, the flow of FDI from abroad has contributed to economic growth in APEC
through all three channels.
Theoretical models suggest that financial development can take two forms,
improvement in efficiency and increase in size. The findings reported above suggest
that the privatization of domestic financial intermediaries indicated by BANK possibly
measure only the latter. On the other hand, PRIVY, the proxy for FDI, induces both
a greater volume of financial services as well as a better efficiency of allocation.

VI.

CONCLUDING REMARKS

Government-owned banks typically fail to allocate resources efficiently.
The privatization of banks improves efficiency in mobilizing savings as well as in
channelling them to potential investors. The regression results presented at the
end of this paper highlight, however, that the contribution of financial development
to growth in the APEC economies has come mainly from greater access to the
global financial system via FDI rather than privatization.
The results also highlight that the greater privatization of domestic assets
has led only to a higher rate of saving and a higher rate of accumulation of capital,
while the flow of FDI into APEC contributed to the increase in the overall efficiency
and the resulting growth in the total factor productivity. The increased access to
multinational credit has presumably increased the participation of entrepreneurs
who would otherwise be credit constrained in the economy.
In addition, evidence presented in this paper indicates that the growth of
national financial institutions by itself has lowered TFP growth while the growth of
FDI-led multinational credit by itself improved TFP growth. This result is noteworthy,
since it implies that barriers to FDI inflows into financial services for the protection
of the interests of the domestic financial intermediaries would be a bad economic
policy to follow in small open economies. Such a policy may mobilize capital but
would impede productivity growth.
Thus, the study of APEC reveals that the concern of nationalist governments
against financial integration led by FDI is ill founded. Such policies would likely
lower the efficiency of resource allocation and hinder growth. Unfortunately,
however, East Asian members of APEC maintain significant entry barriers to foreign
providers of financial services. Consequently, the credit ratings of the domestic
banks in those countries depend to a large extent on the quality of the expected
support from the State rather than on the quality of banks’ balance sheets and
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profitability. This paper suggests that a key to economic growth for these East
Asian countries is the appropriate usage of FDI for efficient allocation of resources,
facilitated by a freer access to the international credit market.
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APPENDIX TABLES
Appendix table 1a. Equation (5)
Results from regressions of growth rate on financial
development indicators
X

Y

LLY
(National-FDI mix)

GYP

GYP

GYP

GYP

0.022456
(0.012911)*

BANK
(National)

-0.020165
(0.009860)*

PRIVATE
(National-FDI mix)

0.002725
(0.008780)

PRIVY
(Primarily FDI)

0.025887
(0.012307)**

CONSTANT

0.083039
(0.028092)***

0.083627
(0.027621)***

0.076768
(0.029759)**

0.101541
(0.025775)***

INF

-0.105152
(0.064491)

-0.137447
(0.061922)**

-0.126163
(0.067028)*

-0.072238
(0.064906)

TRADE

0.006879
(0.004454)

0.008930
(0.004040)**

0.009593
(0.004470)**

0.009745
(0.004189)**

LYO

-0.015732
(0.004113)***

-0.012696
(0.004225)***

-0.015118
(0.004315)***

-0.009889
(0.002926)***

Adjusted R2

0.37

0.39

0.31

0.33

F-Statistics

5.21

5.60

4.23

5.41

Note: “a” refers to regressions using equation (5) that omits time-specific effects and “b” refers to
regressions using equation (7) that allows for time-specific effects. Standard errors are in parentheses below
estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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Appendix table 1b. Equation (7)
Results from regressions of growth rate on financial development
indicators, with time dummies to control for paradigm shifts
X

Y

LLY
(National-FDI mix)

GYP

GYP

GYP

GYP

0.032698
(0.010527)***

BANK
(National)

-0.017589
(0.007505)**

PRIVATE
(National-FDI mix)

0.009412
(0.013502)

PRIVY
(Primarily FDI)
TRADE

0.061933
(0.011048)***
0.007119

0.008094

0.06854

0.007636

(0.003515)*

(0.004024)*

(0.005817)***

(0.003270)**

-0.019041

-0.005342

-0.018389

-0.012055

(0.003422)***

(0.002910)*

(0.004240)***

(0.002233)***

Adjusted R

0.57

0.46

0.45

0.61

F-Statistics

12.92

7.20

7.5617

LYO
2

19.88

Note: “a” refers to regressions using equation (5) that omits time-specific effects and “b” refers to
regressions using equation (7) that allows for time-specific effects. Standard errors are in parentheses below
estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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Appendix table 2a. Equation (5)
Results from regressions of growth indicators on BANK
X

GK

GTFP

INV

BANK

Y

-0.020165
(0.009860)*

GYP

-0.035421
(0.018813)*

-0.073815
(0.027348)**

0.061932
(0.023805)**

TRADE

0.008930
(0.004040)**

0.026765
(0.008375)***

GOV

0.035862
(0.009755)***

-0.175421
(0.138738)

INF

-0.137447
(0.061922)**

-0.213898
(0.119144)*

LYO

-0.012696
(0.004225)***

-0.030248
(0.008942)***

-0.025730
(0.010201)**

0.061173
(0.020008)***

0.047513
(0.022475)**

LSCH

-0.086522
(0.048993)*

-0.256106
(0.149503)*

CONSTANT

0.083627
(0.027621)***

0.027142
(0.060942)

0.082948
(0.025531)***

0.272953
(0.066686)***

Adjusted R2

0.39

0.334965

0.327133

0.330882

F-Statistics

5.60

4.022078

6.834127

4.560434

Note: “a” refers to regressions using equation (5) that omits time-specific effects and “b” refers to
regressions using equation (7) that allows for time-specific effects. Standard errors are in parentheses below
estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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Appendix table 2b. Equation (7)
Results from regressions of growth indicators on BANK,
with time dummies to control for paradigm shifts
X

Y

GYP

GK

BANK (health of
domestic financial
system)

-0.017589
(0.007505)**

0.021890
(0.013543)

TRADE

0.008094
(0.004022)*

0.025287
(0.007843)***

GTFP

INV

-0.027133
(0.012538)**

0.024745
(0.013505)*
0.035155
(0.008176)***

GOV

-0.244252
(0.180474)

-0.124582
(0.052934)**

-0.67468
(0.148108)***

INF

-0.189988
(0.108330)*

-0.063169
(0.041230)

-0.261001
(0.115225)**

LYO

-0.005342
(0.002910)*

LSCH

-0.019226
(0.010624)*
0.030777
(0.022833)

Adjusted R2

0.46

0.49

0.26

0.62

F-Statistics

7.20

6.65

4.82

14.71

Note: “a” refers to regressions using equation (5) that omits time-specific effects and “b” refers to
regressions using equation (7) that allows for time-specific effects. Standard errors are in parentheses below
estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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Appendix table 3a. Equation (5)
Results from regressions of growth indicators on FDI indicator
Dependent

GYP

GK

GTFP

INV

PRIVY

0.025887
(0.012307)**

0.073735
(0.020954)***

0.030512
(0.009021)***

0.100019
(0.023300)***

TRADE

0.009745
(0.004189)**

0.023573
(0.007119)***

Independent

GOV

0.034216
(0.008221)***
-0.106512
(0.047314)**

-0.169752
(0.128069)

INF

-0.072238
(0.064906)

LYO

-0.009889
(0.002926)***

-0.012353
(0.005006)**

-0.005304
(0.002174)**

-0.012245
(0.005673)**

CONSTANT

0.101541
(0.025775)***

0.106213
(0.040649)**

0.080976
(0.018849)***

0.322785
(0.046785)***

Adjusted R2

0.33

0.39

0.21

0.53

F-Statistics

5.41

8.61

3.46

10.99

Note:

-0.074161
(0.047059)

Standard errors are in parentheses below estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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Appendix table 3b. Equation (7)
Results from regressions of growth indicators on FDI indicator,
with time dummies to control for paradigm shifts
Dependent

GYP

GK

GTFP

INV

PRIVY

0.061933
(0.011048)***

0.097527
(0.025133)***

0.030338
(0.008648)***

0.122926
(0.028022)***

TRADE

0.007636
(0.003270)**

0.024981
(0.007443)***

Independent

GOV
LYO

-0.012055
(0.002233)***

-0.013461
(0.005079)**

0.035326
(0.008207)***
-0.054136
(0.040609)

-0.227891
(0.131393)*

-0.007496
(0.001758)***

-0.012953
(0.005688)**

Adjusted R2

0.61

0.48

0.43

0.60

F-Statistics

19.88

11.73

9.90

14.67

Note:

Standard errors are in parentheses below estimated coefficients.
* Coefficient is statistically significant at the 90 per cent confidence interval.
** Coefficient is statistically significant at the 95 per cent confidence interval.
*** Coefficient is statistically significant at the 99 per cent confidence interval.
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98

0.3748

0.7046

0.2459

0.2269

REPUBLIC OF KOREA III

MALAYSIA III

MEXICO III

NEW ZEALAND I

0.7449

0.2530

0.3282

REPUBLIC OF KOREA I

REPUBLIC OF KOREA II

0.9469

1.0563

0.6899

0.7834

0.7905

0.9723

0.7993

0.7623

0.9358

0.9373

JAPAN III

1.7819

HONG KONG,
CHINA III

0.8522

0.8218

HONG KONG,
CHINA II

JAPAN II

0.7266

HONG KONG,
CHINA I

0.3146

1.2540

TAIWAN PROVINCE
OF CHINA III

0.7645

0.6501

TAIWAN PROVINCE
OF CHINA II

INDONESIA III

0.4020

TAIWAN PROVINCE
OF CHINA I

0.4404

0.9618

0.9314

0.9075

JAPAN I

0.7236

0.3908

CHILE III

CHINA III

0.4825

CANADA III

0.9696

0.3770

0.4582

CANADA I

0.5101

AUSTRALIA III

CANADA II

0.9582

0.4239

AUSTRALIA II

0.9316

0.4974

AUSTRALIA I

BANK*

LLY*

COUNTRY

0.7765

0.5214

0.8849

0.9543

0.8843

0.8678

0.8569

0.8372

0.9213

0.8449

0.7863

0.7183

0.6649

0.9792

0.8765

0.8608

0.7556

0.8276

0.6728

0.5551

PRIVATE*

0.1153

0.1844

0.6775

0.5269

0.3843

0.2481

1.1352

0.8690

0.8282

0.9834

0.5740

0.3186

0.8464

0.8042

0.4895

0.4195

0.2529

0.5408

0.2898

0.2529

PRIVY*

0.0174

-0.0034

0.0333

0.0652

0.0568

0.0727

0.0291

0.0266

0.0702

0.0370

0.0454

0.0542

0.0617

0.0588

0.0560

0.0638

0.0465

0.0713

0.0083

0.0139

0.0325

0.0123

0.0126

0.0260

GYP+

0.0227

0.0097

0.1268

0.0892

0.1001

0.1082

0.0462

0.0508

0.1087

0.0639

0.0464

0.0618

0.0392

0.1582

0.0883

0.1107

0.0198

0.0748

0.0271

0.0384

0.0293

0.0138

0.0227

0.0343

GKx

0.0106

-0.0063

-0.0048

0.0385

0.0267

0.0402

0.0152

0.0114

0.0376

0.0179

0.0315

0.0356

0.0500

0.0114

0.0295

0.0306

0.0406

0.0489

0.0002

0.0023

0.0237

0.0081

0.0058

0.0157

GTFP+

0.2492

0.2130

0.3020

0.3294

0.2978

0.2247

0.3013

0.3175

0.3569

0.2877

0.2623

0.2902

0.2440

0.3314

0.3159

0.2565

0.2266

0.3627

0.2060

0.2358

0.2392

0.2282

0.2454

0.2680

INV+

0.4576

0.3018

1.3327

0.6487

0.6784

0.3676

0.2016

0.2603

0.1958

0.4864

2.4647

1.7551

1.6700

0.7926

0.8633

0.4930

0.5848

0.3446

0.5335

0.4998

0.4140

0.3579

0.3194

0.2947

TRADE+

Appendix table 4. Complete data set

0.1543

0.0851

0.1493

0.1019

0.1355

0.1729

0.0905

0.1012

0.1090

0.0975

0.0701

0.0758

0.0781

0.2603

0.2159

0.2009

0.1057

0.0918

0.2015

0.2136

0.2116

0.1780

0.1713

0.1536

GOV+

0.0563

0.3490

0.0160

0.0552

0.1431

0.1101

0.0119

0.0398

0.0535

0.0689

0.0721

0.0764

0.0457

0.0685

0.0727

0.0453

0.1660

0.0753

0.0271

0.0735

0.0416

0.0422

0.0865

0.0520

INF+

9.0189

7.5437

7.5864

7.8364

7.1981

6.3975

9.7920

9.4940

8.8157

5.9733

8.8960

8.2771

7.6610

8.3248

7.9217

7.1846

7.2762

5.1912

9.5656

9.3759

9.0282

9.4026

9.2412

8.9834

LYO+

4.3175

3.9703

3.9703

4.5109

4.0254

3.5553

4.5433

4.5109

4.4067

3.6636

4.2767

3.8918

3.3673

4.3581

4.1503

3.5978

4.1897

3.6109

4.6347

4.5109

4.0254

4.5433

4.4659

4.1271

LSCH+

0.1752

0.0824

0.2141

0.0955

0.1083

0.1038

0.2897

0.3166

0.3160

0.1086

0.1864

0.1931

0.2899

0.0829

0.1494

0.1237

0.1817

0.1251

0.1252

0.1752

M1/GDP
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0.6920

0.8895

0.8735

0.6118

0.6343

0.8364

0.3813

0.6546

0.6462

0.6342

0.6602

SINGAPORE II

SINGAPORE III

THAILAND II

THAILAND III

UNITED STATES I

UNITED STATES II

UNITED STATES III

0.8326

0.8033

0.7365

0.8260

1.8501

2.4016

0.8820

0.6932

0.6374

0.5516

0.5724

0.3005

0.8488

0.6795

0.4335

0.2759

0.0133

0.0135

0.0236

0.0628

0.0385

0.0492

0.0614

0.0819

0.0272

-0.0136

-0.0020

0.0041

0.0035

GYP+

0.0175

0.0140

0.0224

0.1279

0.0553

0.1607

0.0932

0.1341

-0.0085

-0.0006

0.0056

0.0367

0.0245

GKx

0.0081

0.0093

0.0169

0.0244

0.0219

0.0010

0.0334

0.0416

0.0297

-0.0134

-0.0036

-0.0069

-0.0038

GTFP+

0.1816

0.1981

0.1961

0.3419

0.2749

0.3921

0.4331

0.2997

0.2319

0.2379

0.2011

0.2299

0.2554

INV+

KEY FORMULAS:

x Data source: King-Levine data set or Nehru-Dhareshwar data set.

+ Data source: World Data published by World Bank.

* Data source: International Financial Statistics of International Monetary Fund.

I indicates the period 1964-1973; II the period 1974-1983; and III the period 1984-1993.

0.9115

0.9000

0.7910

0.8801

0.1598

0.1931

0.4748

0.1723

PRIVY*

0.2017

0.1825

0.1091

0.6517

0.4744

3.4056

3.5473

2.4060

0.9319

0.9056

0.5684

0.5728

0.5896

TRADE+

0.1774

0.1798

0.2075

0.1054

0.1151

0.1131

0.1118

0.1159

0.2193

0.2902

0.0862

0.1614

0.1677

GOV+

0.0288

0.0658

0.0396

0.0387

0.0608

0.0245

0.0387

0.0332

0.0312

0.0663

0.0859

0.0592

0.1182

INF+

9.7654

9.6167

9.3940

6.7277

6.3038

8.8977

8.2634

7.3969

6.7226

6.8857

6.4333

9.3051

9.2332

LYO+

4.5433

4.4188

4.2485

3.4340

3.2581

4.2627

3.9512

3.8067

2.3979

2.4849

4.2195

4.4543

4.3944

LSCH+

0.1727

0.1791

0.2400

0.1075

0.1424

0.2328

0.2565

0.2827

0.1123

0.1169

0.0801

0.2245

0.1249

M1/GDP

TRADE is the calculated by dividing the total value of exports and imports by GDP and 10-year averages are used to construct data points.

Information on the five country-specific control factors comes from World Data.

PRIVY is calculated by dividing IFS line 32d by GDP and 10-year averages are used as data points. There is not enough information to
construct PRIVY for Hong Kong, China; and Indonesia.

PRIVATE is calculated by dividing IFS line 32d by the sum of IFS line 32a to 32d and 32f and 10-year averages are used to construct data
points. There is no information on PRIVATE for Hong Kong, China; and Indonesia.

BANK is calculated by dividing the sum of IFS lines 22a to 22f by the sum of IFS lines 12a to 12f and 22a to 22f. Each data point is
constructed by the respective 10-year average. There is no information on BANK for China; Taiwan Province of China; Hong Kong, China; and Singapore.

LLY is calculated by dividing the sum of IFS line 34 and line 35 by the GDP for each year. Then, 10-year averages are calculated. For Taiwan
Province of China and Hong Kong, China, LLY is calculated by dividing M2 by GDP.

Note:

1.2483

0.3557

PAPUA NEW GUINEA III

0.7451

0.9403

SINGAPORE I

0.9259

0.3176

0.2935

0.7025

0.6945

0.8811

PHILIPPINES III

0.7994

0.9178

0.2670

0.4927

NEW ZEALAND II

NEW ZEALAND III

PRIVATE*

PAPUA NEW GUINEA II

BANK*

LLY*

COUNTRY
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GOV is the amount of government expenditure divided by GDP and 10-year averages are used.
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Note:

GL = TL – PRIVY and TL = PRIVY/PRIVATE.

TL denotes the ratio of total loans to GDP.

GL denotes the ratio of loans channelled to government to GDP.

GTFP is constructed by assuming α = 0.3, following King-Levine (1993b), such that by (4) GTFP = GYP – 0.3 GK.

Depreciation rate and gross investment data are calculated and collected respectively to facilitate extrapolation of the data. In the process of
calculating the depreciation of Mexico, it is found that its annual depreciation rates are 0.00006 and 0.00013, whereas those of other countries are between
0.05 and 0.22. It is expected that the data on real gross domestic fixed investment in Mexico is represented in thousands and so it is multiplied by 1,000
for adjustments.

GK = [Ln real per capita Capital Stockt+10 – Ln real per capita Capital Stockt+1]/10. The information on real per capita physical capital stock is
from Nehru-Dhareshwar Rivista de Analysis Economic (1993) 108(1):37-59 <http://www.worldbank.org/html/prdgm/grthweb//ddnehdha.htm> for all
economies except Taiwan Province of China; Hong Kong, China; and Papua New Guinea. For Taiwan Province of China, the information is from The
Statistical Yearbook for the Republic of China. For Hong Kong, China; and Papua New Guinea, the information is collected from King-Levine Capital
Fundamentalism, Economic Development and Economic Growth, Carnegie-Rochester Conference Serieson Public Policy Vol. 40 (1994). <http://
www.worldbank.org/html/prdmg/grthweb/datasets.htm>.

GYP = [Ln real GDP per capitat+10 – Ln real GDP per capitat+1 ]/10

The information on growth indicators are collected from World Data published by the World Bank unless specified otherwise.

INF is constructed by using the formula [Ln(Dt+10) – Ln(Dt+1)]/10
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IMPLICATIONS OF INFORMAL CREDIT FOR POLICY
DEVELOPMENT IN INDIA FOR BUILDING INCLUSIVE
FINANCIAL SECTORS
Shaheel Rafique*

This paper examines the characteristics of the informal credit market in
India by giving a historical overview of that market. It also provides
a microlevel analysis of the role of informal credit, with the help of
a case study of a migrant professional moneylender in an Indian village.
India has a long history of professional moneylending. This paper is
part of an ethnographic study which fills a research gap in the study
of the informal credit market in India.
This paper addresses two
main issues. The first is the place of a Kabuliwallah, (professional
moneylender in the village financial system) and the complementarities
with other intermediaries in a village, as well as other dimensions of
that business in a district. The second is the implications of the research
for formal financial institutions in India.
Data from the account books of a Kabuliwallah show that he was
complementing the financial services provided by the formal credit
institutions operating in the same geographical area. It is a unique
business approach, with flexible contractual terms and conditions.
The study concludes that, although the informal sector is acknowledged
in policy, it is not clear as to how the formal sector should operate in
the presence of the informal sector, where the activities of a professional
moneylender is a good example. Keeping in view the findings presented,
the paper concludes that the adoption of a decentralized process for
the formulation of a financial intermediation strategy is required for
building an inclusive formal financial sector.

* Currently Rural Development Consultant, North-Eastern Development Finance Corporation Limited,
Assam, India.
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I.

INTRODUCTION

The characteristics of rural financial markets differ from region to region in
India owing to regional variations in the rate of economic development in the country.
Therefore, there is a growing need to understand the informal financial markets of
various regions within the country separately. The informal financial market is part
of a country’s informal economy; we know from previous research that the informal
economy forms a significant part of the larger economy of a country (Kundu and
Sharma, 2001).
The country also has a vast informal financial sector operating in the rural
areas but very little is known about this sector, other than the wide variations that
occur in business transactions across the country (Mahajan and Ramola, 1996).
With loan sizes varying from $150 to $300 and with interest rates ranging from 3 to
10 per cent per month, with easy accessibility, low transaction costs to the borrower,
flexible terms and provisions for multiple loan facilities, the functioning of the informal
sector has strong implications for microcredit policies, particularly in rural areas of
India.
Rural credit policies in India have been influenced by policies set out during
the pre-independence period, as in most colonial countries. Colonial credit policies
were directed mainly towards agricultural credit as the economy of the country
was rural based. Those policies were a measure to expand institutional credit to
rural areas. Accordingly, policies were directed towards imposing restrictions on
traditional financial institutions so that formal financial institutions under the colonial
rule could supply credit.
Today, the major sources of institutional finance in India are banks. In
recent years, microcredit or microfinance (with the potential for providing savings,
insurance and leasing financial services) as a group-lending programme – a relatively
new feature in the Indian financial rural financial system – has been promoted
though banks and non-governmental organizations (NGOs) by the National Bank
for Agriculture and Rural Development (NABARD). What had been initiated as
a pilot initiative in the 1990s has now grown into a large, national-level
microfinance programme. The main reason for developing this programme was to
improve upon the weakened delivery system, poor recovery, high operating costs,
non-viability and high dependence on subsidies of banks and cooperatives.
Moreover, the banks were facing high transactions cost when financing small
borrowers, who required credit in small quantity (Nanda, 1995).
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INFORMAL CREDIT IN PRE-COLONIAL INDIA

The rural and urban areas of India have a long history of moneylending
and informal credit. Moneylending is referred to as an “art” in the Vedic era during
the period 2000-1400 BC. In the Rig Vedas, there is reference to debt or rina and
in the Satapatha Brahmana, a usurer is referred to as kusidan. In the Buddhist
Jatakas, moneylenders are referred to as seth (Jain, 1929). It is evident from the
ancient writings of Manu that transactions in the form of moneylending and banking
existed in the second and the third centuries AD (Jain, 1929). Evidence from
manuscripts, historical records and government archives gives the impression that
usury was present as one of the various forms of economic activity in the past.
One’s caste also played an important role in credit relations during the pre-colonial
period. Furthermore, there were landlords in the villages and professional
moneylenders, whose exclusive business was moneylending. These lenders relied
on their own capital for their moneylending business.
There is also extensive evidence of usury in India during the sixteenth and
seventeenth centuries AD. During the Mughal era, land revenue, was the main
reason why peasants were in debt, as it accounted for about three fourths of their
produce (Habib, 1964). As a result, usury flourished during this period; the usurer
was referred to as khameja. Credit transactions in medieval India were based on
personal relations, without a legal system; most of the credit was available for
working-capital requirements and not for starting a new venture (Rothermund, 1993).

III.

INFORMAL CREDIT IN COLONIAL INDIA (1850-1947)

During the nineteenth century moneylending in India was directed towards
obtaining social power and commercial control (Subramanian, 1987; Schrader, 1993).
Under the administration the former United Kingdom of Great Britain and Ireland,
indigenously developed bankers provided credit to agriculturists and artisans, and
they financed internal trade for the country, while European companies were confined
to financing external trade (Jain, 1929). For large transactions, hundis (or promissory
notes) were issued, which could be cashed within a specific time period. On the
other hand, trader moneylenders supplied peasants with seeds and food grains on
credit; occasionally, they gave cash credit for dowry and for other life cycle rituals.
The Deccan Riots of 1875 were one of the important events in the modern
history of India. After the riots, the Deccan Riot Commission claimed that rural
indebtedness was the main cause of the riots. The Commission reported that the
riots were directed towards moneylenders who charged high interest rates to offset
the risk of non-repayment as a result of irregular monsoons. These moneylenders
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were mostly migrants such as people belonging to groups known as Multani Shroffs,
Marwaries and Chettiars; they combined trading with money-lending in different
parts of the country. With the transition of the rural economy from subsistence to
cash crop production in the early part of the eighteenth century, the role of the
trader moneylender became even more important in the rural agrarian economy of
India (Schrader, 1993).

IV.

POLICES FOR FINANCIAL SECTOR REFORMS

During colonial rule, various policy changes took place to develop the
credit delivery system. As a result, the Indian financial system was well developed
by the year 1950. However, this system was functioning only in urban areas.
Most of the facilities from the formal financial system were utilized by the urban
commercial and industrial sectors.
According to the All India Rural Credit Survey Committee (1954),
cooperatives and rural banks were politically influenced, lacked professional
management, and suffered from viability problems associated with mounting overdue
loans, as well as a lack of coordination with regard to short-term credit. The
Khusrao Committee in 1986 observed similar problems and related these to the
structure of production, selection of wrong borrowers, staff agitation and bainami
loans. The various committees constituted by the Government recommended the
following policies over the years:1

1

•

Have regional rural banks adopt the practices of commercial banks;

•

Confine the activities of the regional rural banks to the rural areas
only;

•

Make provision for setting up private sector banks;

•

Redefine the scope of the “service area approach”, by reordering
the branch network with the inclusion of commercial banks within
the service area;

•

Concentrate the financial sector reforms on the removal of practices
such as loan waivers, speedy recovery, careful targeting of loans,
phasing out of subsidies and removing the ceiling on interest rates
on loans and deposits.

Summarized from the papers of Narayana (1993) and Misra and Puri (1994).
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CONTEMPORARY TRENDS IN THE INFORMAL
CREDIT SECTOR

Official surveys shown contemporary trends in the informal sector credit
service. Official figures have shown a sharp decline in the share of rural debt
owed to moneylenders, landlords, cultivators and traders, which accounted for
80 per cent of all debt in 1951. National surveys have reported the debt outstanding
from informal credit sources in urban areas to be 30 per cent of the total. Such
surveys have also reported a decline in the debt of rural households in the informal
sector by 12 per cent within 10 years, i.e., from 83 per cent of the total in 1961 to
71 per cent in 1971, declining further to 39 per cent in 1981 (Germidis et al.,
1991). The All India Debt and Investment Survey of 1980-1981 showed the
expansion of institutional credit and reduction in the share of landlords, traders,
friends and relatives and a consequent reduction in the share of moneylending to
about 16 per cent in the rural credit markets (Gadgil, 1986; Binswanger and
Khandker, 1995). However, a particular microlevel study conducted by Jones (1994)
in the state of Rajasthan showed that, instead of a decline in the use of informal
credit, there was in fact an increase in the use of informal credit in one village in
terms of the number of loans as opposed to the trend projected by the
above-mentioned official macrolevel surveys with respect to the volume of debt.

VI.

A CASE STUDY OF A VILLAGE MIGRANT MONEYLENDER:
IMPLICATIONS FOR POLICY

The microlevel analysis shows the role and market niche occupied by
a migrant professional moneylender, known as a kabuliwallah, in a rural financial
market of a village in Assam, where he operates in a multi-ethnic situation among
local moneylenders, banks and co-operatives. These kabuliwallahs belong to the
Pushtun ethnic group of migrants from Afghanistan who live in India. There are
members in this group from two or three clans living in north-eastern India, who
are in the business of moneylending.
The case study was developed by analysing the supply side of the debt
market in terms of the volume of debt over a year and the distribution of the debt
within various segments of the rural financial market. A large portion of the data
has been taken from studies conducted during 1994 and 1995. The primary data
have been analysed from the personal account books of a moneylender who
documented each transaction with his clients. These data were seldom accessible
to anyone. The data for this case were drawn from one village, Hirapur, in the
state of Assam.

105

Asia-Pacific Development Journal

Vol. 13, No. 1, June 2006

Village Economy
Hirapur is a village with many agribusiness activities. Paddy (rice) is the
main. Apart from paddy, the farmers cultivate jute, oil seeds, pulses and vegetables.
Most of the produce is exported to different parts of the state and to other states
in the country. Owing to the presence of abundant fresh water, jute is extensively
cultivated as a cash crop. The village also produces a large quantity of jute
products, and local traders also sell cotton.
The majority of the farmers have sharecropping contracts with landlords
within and outside the village. Under the Sukani system, the land is subdivided
and the rent is paid in cash; under the adhi system, rent is paid in kind. In
general, the adhi system is followed; it is also called the adhi sukti contract, in
which the tenant contracts to deliver a fixed quantity of grain irrespective of the
character of the harvest. However, the more common procedure is for the tenant
and the landlord to divide the crop according to a particular ratio, which is fixed by
the landlord.
The rural areas of Assam have a history of rural indebtedness. Apart from
the standing crops, the inhabitants in the rural areas of this state have very little to
offer as security or collateral for loans. The rates of interest that moneylenders
charged during the colonial period ranged from as high as 37.5 per cent to 75 per
cent of the total crop. During that period, foreigners such as traders and Marwari
mahajans were the main moneylenders. Officers of the former British administration
reported that more than half the village population was in debt.2 They also reported
that whatever may be the composition of inhabitants in a village, a Marwari mahajan
or a kabuliwallah was always present as a source of informal credit in most of the
districts of Assam. Likewise, friends and relatives were also reported as sources
of consumption credit, and wealthier businesspersons formed a source of trade
credit in Assam.
Hirapur is similar to other villages in the river valley plains of Assam,
with a conglomeration of settlements having a multi-ethnic population. The village
centre falls within one developmental block. The state agricultural department has
divided the entire village into two village-level extension worker service areas or
elekas, calling them Hirapur-I and Hirapur-II. The two areas, however, comprise
one panchayat. 3 Hirapur has 724 Assamese households, with a land holding of

2
3

From Barooah, D.P. (1978). Assam District Gazetteers (Guwahati, Government of Assam Press).

A gaon panchayat is a village community organization, which is also recognized by the Government
as a village governance unit that administers areas within a specific geographical area.
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1,971.9 hectares, 720 Maymensingia Muslim households with an operational land
holding of 646 hectares, 512 Kachari households with 496 hectares and 203 Bengali
households with 68.26 hectares of land, as recorded in 1994/95.
Village Financial System
The village financial system is composed of the formal and the informal
financial sectors. The following sections of this paper first examine the informal
credit system in the village and then the role of the kabuliwallah. The sections
discuss the various types of financial services given by him and the nature of his
business with respect to the livelihoods in that village. Further, the role of the
formal financial system is shown and compared with the role of the kabuliwallah.
Informal Financial System
The informal financial system caters to both informal credit as well as
informal savings. There are trader moneylenders, casual moneylenders with
a regular profession and professional moneylenders such as the kabuliwallahs. The
moneylenders belong to both the indigenous and migrant communities. The
composition of moneylenders in the village of Hirapur resembles the typical informal
credit market in India.
Table 1. Village moneylenders: primary occupation, ethnic group,
size of business and average loan size

Primary
occupation

Sex

Ethnic
group

Business size
Average loan
(in Indian rupees) size of total
(total loans
loans
outstanding)
outstanding
(thousands
of rupees)

(Rupees)

Average
number of
loans
(per month)

Farmer/
businessman

Male

Maymensingia

2 500

10 000

6

Grocery owner

Male

Bangali

800

3 000

8

Farmer/
businessmen

Male

Maymensingia

900

3 000

5-7

Teacher

Female

Maymensingia

65

400-1 200

10

Teacher

Male

Kachari

50

1 000-2 000

4 -5

Grocery owner

Male

Maymensingia

500

4 000

8
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As can be seen from table 1, village moneylenders in Hirapur belong to
almost all the ethnic groups present in the village. Credit relations among local
ethnic groups are confined within their communities. For example, the “lady teacher”
is the only female moneylender in the village and her clients are mainly kamlas
(daily wage labourers) and women belonging to the Maymensingia community, to
which she also belongs. Similarly, there are three teachers from the Kachari tribal
community, they provide credit exclusively to members from their community. The
Kacharis prefer to borrow from these teachers because they rely on moneylenders
from their own community (table 1 shows data only with respect to one of these
teachers). As may be seen the average size of the loans provided by the Kachari
moneylender was relatively smaller than that of the other village moneylenders.
There is however a possibility that the other teachers practising moneylending
within the Kachari community could be supplying larger loans. Table 1 also shows
that there are moneylenders in the village, such as grocers, farmers and traders,
who were providing loans ranging in value from $8 to $84 (Rs. 400 to Rs. 4,000)
(US$ 1 = about 46.3 rupees).
Presence of Group Savings and Credit Associations
Two group savings and credit associations are located in Hirapur. The
teachers of the village established Sakhyah Hasutya Pujaya in 1980; their main
objective was to improve the financial security of the member teachers. Initially,
the pujaya had 20 members and each member contributed Rs. 100 per month to
the kitty. The association was dissolved and the fund was liquidated after five
years to avoid payment of taxes when the fund exceeded Rs. 200,000. In 1990, it
was once again started with contributions of Rs. 200 per month. The members
were allowed to borrow as much as 80 per cent of their deposit. Loans were
disbursed only after six months had elapsed, when a certain amount of savings
were mobilized. The size of the loans provided reached as high as Rs. 3,150.
The second association in the village, called the Hirapur Higher Secondary
Nidhi, operated with the aim of giving members access to credit for medical
expenses, home consumption, and wedding and life cycle ceremonies. A maximum
of Rs. 20,000 could be taken out as a loan for the above purposes. Membership
was however confined to schoolteachers only, although a number of these teachers
were also part-time traders with small businesses.
Kabuliwallah Credit
A migrant moneylender, Mr. A. Khan provides a good case study. His
credit provision shows the complementarities with the formal sector and the niche
occupied in the rural financial market. The following sections throw light on the
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rural business of Mr. Khan. They unveil the role he plays (the business of
moneylending is often shrouded in secrecy) in the financial system of Hirapur village
in terms of the type of credit supplied, the size of loans, the timing of the loans,
the screening of borrowers and the type of ethnic groups he serves by analysing
the data from his personal account books.
The account books of the kabuliwallah, Mr. Khan, revealed that he was
supplying credit to people from various ethnic groups and for various purposes in
Hirapur, as well as to a number of people in the district town. Three types of loans
were supplied by him: one-day loans, for which money was borrowed for a day
and returned the same day or the day after, and interest was charged at the rate of
3 to 5 per cent on a daily basis; the second type of loan included that taken for
a specific length of time, and the interest rates on such loans were between 5 and
10 per cent per month; and the third type included large loans disbursed for
a period of six months, and the interest charged was at the rate of 3 to 10 per cent
per month depending on the type of borrower. The structure of financing was
examined, taking into account the volume of debt and size with respect to various
loan purposes. The moneylenders provided credit services with innovative and
novel credit contracts.
One-day Loan System with Daily Interest Charge
Innovative credit contracts are an important feature of the moneylender’s
business in the village. An example is the provision of “One-day loans” for clients
with different livelihoods. In addition to the regular village market in Hirapur,
a weekly village market haat is held on Wednesdays depending on the decision of
the village committee in charge of the haat. Since the quantum of goods sold is
generally higher than normal on these days, certain businesses need to increase
their stock of goods the day before the haat, and therefore require working capital.
A number of businessmen borrow from the kabuliwallah, Mr. Khan, for this purpose.
These businessmen are those who had to meet their working capital needs for
their farm-processing units (mainly aricanut-processing factories) and those in regular
trading businesses. The schoolteachers who are members of the Hirapur Higher
Secondary Nidhi borrow from the kabuliwallah when they need working-capital
credit for their part-time business.
As can be seen from table 2, Mr. Khan supplied 23 one-day loans in the
course of a month in Hirapur so that borrowers could invest in their business
during the haat. All these loans were taken the night before the haat and then
returned in the evening of the haat or the day after. Moreover, apart from one
teacher and a government official, the rest of the borrowers were full-time
businessmen.
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Table 2. Permanent borrowers of Mr. A. Khan’s one-day loan
for the Wednesday market

Borrowers’
occupation

Number
of Loans

Daily Interest
rate (%)

Amount
(Indian
rupees)

Remarks

(United States
dollars)

Regular business

7

33 000

695

5

Frequently

Butcher

4

80 000

1 684

8

Regularly

Farmer businessmen

7

39 000

821

2

Frequently

Fruit vendor

3

3 000
10 000
5 000

63
211
105

2

Not frequently

Teacher

1

2 000

42

5

Regularly

Food Corporation
of India officer

1

30 000

632

5

Regularly

23

202 000

4 253

Total

The highest individual loan, Rs. 30,000, was given to an employee of the
Food Corporation of India office in Hirapur at the rate of 5 per cent per day. That
person needed working capital to invest in the sugar wholesale business. In terms
of the category or type of borrowers, the highest amount for a loan, Rs. 80,000,
was given to four butchers for the purchase of goats from the wholesale goat
market. They were charged a higher interest rate of 8 per cent a day, while the
moneylender also supplied such credit to seven small businessmen, seven farmerscum-businessmen and three fruit vendors at an interest rate of 2 per cent per day.
It is revealing that, after advancing about Rs. 202,000 in loans, Mr. Khan
made a profit of about Rs. 10,790 (or $227) a day as earnings from interest from
one-day loans in view of the fact that all loans were repaid after a day. These
loans were exclusively for working-capital requirements for a specific group of
clients, and the loan sizes varied from Rs. 2,000 to Rs. 30,000. Furthermore,
Mr. Khan explained that these borrowers were his permanent customers who had
been doing the same business for many years and were borrowing more or less
the same amount of money every month. However, collateral is not required for
such loans.
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Monthly Interest Rate Loans Without a Fixed Repayment Period
Mr. Khan also supplied credit to borrowers, charging monthly interest rates;
such loans were normally against collateral either with pernotes or pawned jewels.
He supplied the loans for various purposes. They were not extremely small loans
which is contrary to the general perception that only very small loans are provided
by rural moneylenders.
Such loans were provided to clients from various occupations and also to
members belonging to specific ethnic groups. The timing of the loans varied
according to the purpose of the loans. The interest charged by the kabuliwallahs
on these loans also varied according to the type of client and the size of the loans,
which in general banking terminology are called differential interest rate loans.
This was also a general characteristic of the kabuliwallah credit service, cutting
across rural and urban areas of north-eastern India.
In examining the volume and number of loans, one can see that Mr. Khan
adds variety to his credit portfolio. Table 3 shows that credit was given for a wide
range of loan purposes over the course of a year. The credit purposes have been
classified into five broad categories: credit for household purposes, bribes,
purchase of land, working capital and travel.
The highest number of loans (52.4 per cent) was provided to meet the
working-capital requirements of rural businessmen, which comprised about 80 per
cent of the total loan volume in 1995. On the other hand, 23.0 per cent of the
loans were provided for household consumption purposes and formed only 6.3 per
cent of the total loan volume. The other 9.5 per cent of loans were made for the
purpose of paying bribes, which accounted for 8.6 per cent of the total loan volume;
7.1 per cent of the loans were for the purpose of purchasing land, which accounted
for 2.9 per cent of the total loan volume. The same number of loans were also
made for the purpose of medical treatment and travel. Therefore, clearly the focus
was more on the provision of working-capital loans for small businesses in the
village.
It was also seen that pawn loans occupied half of Mr. Khan’s loan portfolio
in terms of loan volume. Out of the total number of loans, eight pawn loans
ranging in value from Rs. 24,000 to Rs. 100,000 were made to businessmen, with
the total value being Rs. 269,000. This type of loan accounted for 50.2 per cent of
the total loan volume.
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Table 3. Classification of loan purpose, by number and volume
Number of loans
Loan purpose

(No.)

(%)

Amount
(Indian
rupees)

(United States
dollars)

(%)

Household purpose
Marriage

1

3 000

60

House repair

1

8 000

160

Purchase of television

1

2 800

56

Purchase of bullock

1

2 000

40

Pay rent

1

4 000

80

Purchase motorcycle

1

2 800

56
178

Medical treatment

3

8 900

School admission

1

2 000

40

Subtotal

10

23.8

33 500

670

6.3

For bribe

4

9.5

46 000

920

8.6

Buy land

3

7.1

15 500

310

2.9

Working capital for business
- Labour payment

1

35 000

56

- Repair machine

1

2 800

700

- Aricanut-processing

1

2 000

40

Factory extension

1

16 000

320

Working capital in
aricanut processing

9

179 000

3 580

Labour payment

1

100 000

2 000

Jute processing

1

18 000

360

Purchase stock

1

12 000

240

Repair truck

1

28 000

560

Cloth shop

3

23 000

460

Fruit vendor

1

1 000

20

Pharmacist (urgent need)

1

7 000

140

Subtotal
Travel
Total

112

22

52.4

423 800

8 796

79.3

3

7.2

16 000

320

2.9

534 800

10 696

100
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Selection and Screening of Borrowers
The selection and screening of borrowers by Mr. Khan is another important
feature of his business. First, he abides by the norms of the society by not
having any transaction with women, which is a cultural specificity aspect of his
business. However, there was a stray case where one loan of Rs. 2,000 was made
to a woman for the purpose of paying for her sons’ admission to a private school.
Second, he provided credit to borrowers belonging to specific occupational groups.
Although loans were made to various types of borrower, by and large, a greater
proportion of credit was supplied to a certain group of borrowers belonging to
a specific occupational group. Like most informal lenders, the kabuliwallahs are
also more concerned with the adverse selection process than moral hazard
(Aryeetey, 1996).
Table 4. Classification of occupation of borrowers, by
loan volume and number
Number of loans
Major occupation

Year-1

Government Job
Others (landlord)
Total

Volume of loans
Year-1

Year-2

No.

Amount in
Indian rupees

27

26

170 000

84.2

357 800

66.9

7

14

31 800

15.8

157 000

29.4

No.
Businessmen

Year-2

(%)

Amount in
Indian rupees

(%)

–

2

–

–

20 000

3.7

34

42

201 800

100

534 800

100

Third, he gave first preference to those people having a regular business
and second preference to those holding government jobs. He generally prefers
clients with a regular source of income. As can be seen in table 4, 79 per cent of
the loans in year-1 and 62 per cent of the loans in year-2 were extended to
businessmen in the village, whereas the rest of the loans in both those years were
made to borrowers in government jobs. About 60 to 80 per cent of the total loan
volume was disbursed to the business community in the village. In year-2 however,
loans (4.7 per cent by volume) were also given to landlords in the village.
Furthermore, within the occupational groups, it appears that Mr. Khan
prefers to lend money to a certain type of borrower in order to diversify his portfolio.
Table 5 shows that 28.6 per cent of the total number of loans were made to
schoolteachers, who comprised 9.6 per cent of the total loan volume. The teachers
were the largest single type of borrower in the village. After teachers, a group of

113

Asia-Pacific Development Journal

Vol. 13, No. 1, June 2006

Table 5. Classification of borrower types, by loan number and volume

Types of borrower

Number of loans
(No.)

Petrol station employee
Aricanut businessmen
Doctor
Teachers
Nurse

(%)

Amount of loans
(Indian rupees)

(United States dollars)

(%)

1

2.4

12 000

253

2.2

10

23.8

197 000

4 147

36.8
18.7

1

2.4

100 000

2 105

12

28.6

51 200

1 078

9.6

1

2.4

2 800

59

0.05

Landlord

1

2.4

18 000

379

3.4

Shopkeepers/grocers

8

19.0

44 800

943

8.4

Petrol station owner

1

2.4

35 000

736

6.5

Barbers

2

4.7

4 000

84

0.07

Watchmen

2

4.7

10 000

210

2.0

Rice mill owners

1

2.4

2 000

42

0.03

Truck owner

1

2.4

28 000

589

5.2

Farmer businessmen

1

2.4

30 000

631

5.6

42

100

534 800

11 259

100

Total

businessmen involved in processing aricanut were provided with 25 per cent of the
total loans which formed 36.8 per cent of the total loan volume that year; it was
the highest in terms of the volume of credit disbursed to any single group. This
was followed by 19 per cent of the total loans extended to shopkeepers in the
village, which corresponds to 8.4 per cent of the total loan volume. Table 5 shows
that, apart from teachers, the aricanut businessmen and the shopkeepers in the
village were important clients of the Kabuliwallah. Furthermore, along with these
major groups of borrowers he also disbursed credit to 10 other types of borrower.
Credit Delivery and Ethnic Specificity
Mr. Khan’s loan portfolio has been classified in terms of ethnic groups,
which reveals that he serves the majority of ethnic communities in the village.
As can be seen from table 6, in the two succeeding years the trend in the
supply of credit to various ethnic groups shows that most of the loans to the
Maymensingia Muslim and Bengali communities. In the case of the Maymensingia
Muslim community, it accounted for 47 per cent and 69 per cent of the total
number of loans respectively for year-1 and year-2. The second highest number of
loans went to the Bengali community, which accounted for 44.1 per cent and
19 per cent of the total number of loans in year-1 and year-2 respectively.
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Table 6. Loans with monthly rate of interest, according to
ethnic composition
Number of loans
Year-1

Ethnic group

Maymensingia

Loan volume

Year-2

Year-1

(No.)

(%)

(No.)

(%)

(Indian
rupees)

Year-2
(%)

(Indian
rupees)

(%)
60.7

16

47.1

29

69.0

70 000

34.7

324 800

Bihari

–

–

1

2.4

–

–

2 000

0.4

Malayali

2

5.9

3

7.1

19 000

9.4

40 000

7.5

Bengali

15

44.1

Marwari

–

Assamese

1
34

Total

8

19.0

112 500

55.7

156 000

29.2

1

2.4

–

–

12 000

2.2

2.9

–

–

300

0.01

–

–

100

42

100

201 800

100

534 800

100

However, in terms of loan volume the supply was slightly different. In
year-1, 55.7 per cent of the total volume of credit was supplied to the Bengali
community, whereas in year-2, 60.7 per cent of the total volume of credit was
supplied to the Maymensingia Muslim community. It is however important to note
that, although the Assamese community was a major group in the village, only
3 per cent of the total number of loans were made to one member of that community
in year-1, that is, a share of 0.1 per cent of the total volume of credit. Likewise,
one loan was made to a Marwari client in year-2, but in this case the loan formed
2.2 per cent of the total loan volume for that year.
The Assamese community refrained from borrowing money form
professional moneylenders in Hirapur because they can easily borrow money from
wealthy friends and family members without interest. Most of the small businessmen
that borrow from the moneylenders belong to the Bengali community. The aricanut
merchants who borrow money from the kabuliwallah belong to the Maymensingia
Muslim community. Data on his business examined for five years also show that
the majority of the borrowers in Hirapur were from these two communities.
Business Relations with Formal Financial Institutions
The books of Mr. Khan, as a professional moneylender, also revealed his
business relations with formal financial institutions. Table 7 shows that he supplied
three loans to members of the commercial bank worth a total of Rs. 50,000. Four
loans were made during the puja (worship) season to four employees of the
cooperative bank, with the loans ranging from Rs. 20,000 to Rs. 80,000. He also
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Table 7. Mr. A. Khan’s credit transactions with employees
of financial institutions
Number of
transactions

Clients

Place of
transaction

Amount
(Indian
(United States
rupees)
dollars)

Month

3

Commercial bank
employees

Hirapur

50 000

1 053

August

4

Cooperative bank
employees

Nahat

80 000
65 000

1 684
1 368

August
September

35 000

737

September

40 000

842

September

20 000

421

September

550 000

11 579

840 000

176 842

1

Manager, State
Bank of India

8

October

deposited Rs. 550,000 in the State Bank of India in a particular year because the
bank needed cash and the kabuliwallah was asked to deposit the amount for only
one month. The Bank provided interest of 2 per cent for this service.
Credit Policy of the Kabuliwallah
Therefore, the business strategy, in terms of lending within a pre-determined
budget, investment planning, responsive to clients’ needs, provision of weekly and
one-day working-capital loans, as well as the provision of credit to employees of
formal institutions, has helped the kabuliwallahs to establish a profitable
business in Hirapur.
Furthermore, the credit business of Mr. Khan and that of the commercial
bank in the village complemented one another in the rural credit market of Hirapur.
In this particular case, the kabuliwallah did not disburse any loans smaller than
Rs. 2,000 to any of his clients as a policy specific to the credit market in which he
was operating. He also had other lending policies, such as in the case of teachers
for whom he had a ceiling or quota that varied from Rs. 10,000 to Rs. 20,000. For
small traders, the amount did not exceed Rs. 50,000. Similarly, for very big clients,
the maximum limit was Rs. 100,000. Apart from clients in Hirapur, he also had
32 clients from various other parts of the district who borrowed from him, with
loans ranging from Rs. 5,000 to Rs. 30,000.
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Informal savings in Hirapur village
Informal savings were also a feature of the rural financial market in Herapur.
The bank provided savings facilities to community members in the village. Only
the small businesses and those in government jobs availed themselves of these
deposit facilities. Poor farmers did not utilize the facilities because they were
(a) not aware of such saving facilities in the bank or (b) found it time-consuming to
withdraw money from the bank. Instead they preferred to keep their money with
money guards who are often wealthy businessmen or respectable persons in the
village, who kept the money for safekeeping. Poor farmers could withdraw the
money any time they wanted, especially during weekly market days for the purchase
of goods.
This feature is quite similar to the “money keepers” in many West African
countries, such as Ghana (Adams, 1992; Christensen, 1993); such people are known
by several local names. In this case, the “money guards” did not charge any or
pay any interest for providing safe-keeping services, but used the money to invest
in their own business and made it available to farmers whenever they needed it.
Apart from moneylenders, one chit fund company also operated in the village as
an informal savings entity.
Formal Credit System
From the foregoing discussion, we have seen that Hirapur village has
a distinct informal financial market, with various entities providing credit and savings
facilities. In particular, this informal credit market has been functioning in the
presence of a distinct formal credit market, with various banks and cooperatives
providing financial services. Table 8 and the following sections will show features
of the formal credit market and compare the role of the commercial bank and
cooperative bank to that of the kabuliwallah in the credit market of Hirapur village.
The State Land Development Bank and the commercial bank are the only
two banks located in Hirapur village centre. The commercial bank was established
in 1971. The Apex Co-operative Agricultural and Rural Development Bank, a land
development bank sponsored by NABARD and the state government, was
established in 1994. There are other bank branches located in the Hirapur Block,
which is the district administrative area.
Table 8 shows that there is a distinct formal credit system for rural
development for the entire Hirapur Block, comprising a network of branches of
formal financial institutions, each branch having provisions for targeted credit set
by the District Rural Development Agency. We found that the commercial bank of
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Hirapur village had 23 per cent of the total targeted schemes for rural development,
of which 96 per cent of the schemes were accepted by the commercial bank in
1994/95. The following sections describe the credit provisions made by the
commercial bank, with data having been obtained from bank ledgers.
Table 8. Hirapur block formal bank branches and district rural
development credit schemes
Number
Bank

Branches

Target

Proposed Accepted

Pending

Rejected

UBI

1

30

70

53

17

–

RRB

1

10

18

10

8

–

2

20

25

20

5

3

15

20

20

10

4

15

7

10

7

SBI

1

85

163

84

27

Cooperative bank

1

30

21

7

14

–

Hirapur Punjab
National Bank

1

75

142

72

–

70

Central Bank of India
Total

30

1

50

38

35

3

–

15

330

504

311

91

100

Table 9. Commercial bank in Hirapur: loan volume and number

Type of loan

Loan volume
(with subsidy)
(Indian rupees)

Percentage of loan volume
(United States
dollars)

(%)

Number of loans
(No.)

(%)

Term loans
– IRDP loans

59 857

1 260

4.6

14

38.9

– Non-IRDP loans

503 828

10 606

39.1

14

38.9

Prime minister’s
Rojgar Yojana

114 000

2 400

8.8

4

11.1

Consumer loans

536 200

11 288

41.6

3

8.3

75 000

1 579

5.8

1

2.8

1 288 885

27 134

100

36

100

Staff loans
Total
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Table 9 shows the classification of the bank loans under six categories:
IRDP loans, non-IRDP loans, employment loans, consumer loans and staff loans.
The bank disbursed 41.6 per cent of its total loan volume as consumer loans and
39.1 per cent as non-IRDP loans, but these corresponded to 8.3 per cent and
38.9 per cent respectively of the total number of loans. Although 38.9 per cent of
the total numbers of loans were IRDP loans, they corresponded to a small part
(4.6 per cent) of the total loan volume. Therefore, the IRDP loans were small in
size. There were also four employment loans and one staff loan, which formed
a share of 8.8 per cent and 5.8 per cent respectively of the total loan volume.
Table 10. Bank: purpose of loan, by volume (with subsidy) and number
Loan type & purpose

Loan volume
(Indian rupees)

Number of loans
(%)

(No.)

(%)

19.4

Term loan
IRDP
– Dairy

24 906

1.9

7

– Bullocks

13 884

1.1

3

8.3

– Bullock cart

11 068

0.9

2

5.6

– Poultry

10 000

0.7

2

5.6

– Housing

150 000

11.6

1

2.8

– Grocery

68 828

5.3

7

19.4

– Furniture shop

31 000

2.4

2

5.6

Non-IRDP loans

– Stationary shop

10 000

0.7

1

2.8

– Colour television

10 000

0.7

1

2.8

224 000

17.4

1

2.8

10 000

0.7

1

2.8

536 200

41.6

3

8.3

– Purchasing of truck
– Bookstall
Consumer loans
PMRY loans
– Stationary shop

38 000

2.8

1

2.8

– Furniture

48 000

3.7

2

5.5

– Grocery

28 000

2.7

1

2.8

Staff loan
– House Building
Total

75 000

5.8

1

2.8

1 288 886

100

36

100
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A detailed classification of loan purpose under different types of credit
provision in terms of loan volume and number is shown in table 10. Among the
IRDP loans, the highest number of loans (19.4 per cent) were disbursed for
purchasing dairy cattle, which accounted for 1.9 per cent of the total loan volume.
The volume of credit was relatively low when compared with just 8.3 per cent of
the total number of loans for purchasing bullocks, which formed 1 per cent of the
total loan volume. In addition, small amounts of loans were disbursed for purchasing
bullock carts and poultry.
In the non-IRDP category, loans were disbursed for the construction of
houses and establishing groceries, furniture shops and stationary shops, and
purchasing television, a truck and establishing a bookstall. The highest number of
loans (19.4 per cent) in this category were disbursed for the establishment of
groceryshops, which accounted for 5.3 per cent of the total loan volume. On the
other hand, the highest amounts in terms of loan size were disbursed for purchasing
a truck and for the construction of a house; these accounted for 17.4 per cent and
11.6 per cent respectively of the total loan volume. In the above table, the purpose
for the three consumer loans was not mentioned specifically in the account books;
these loans comprised a very high proportion (41.6 per cent) of the total loan
volume.
There were four employment loans under the Prime Minister’s Rozgar Yojana
Scheme (for educated but unemployed youth) for the purpose of establishing
a stationary shop, furniture shop and a grocery store; they formed 11 per cent of
the total number of loans and 8.8 per cent of the total loan volume. There was
one staff loan disbursed for the purpose of house construction, which was about
6 per cent of the total loan volume.
Thus, 36 loans were disbursed that year, which had a total value of
Rs. 1,288,886, and all these loans were for the purpose of starting a new business
or for the purchase of fixed-capital assets. There was however no loan purpose
seen in the account books that could be ascribed to loans exclusively for meeting
working-capital requirements.
Role of the Cooperative Bank, Commercial Bank and the Kabuliwallah in the
Village Credit Market
In the previous sections the characteristics of the informal credit market,
including the detailed role of the kabuliwallah and the banks in terms of the various
structural characteristics of their business, have been examined by specifically
looking at the following: types of borrower, types of financial product, purpose of
loans and types of policy.
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Table 11. Loan size according to number and volume
Percentage of number and volume of loans, according to loan size
Range of loan
size (Indian rupees)

Cooperative bank

Commercial bank

Mr. A. Khan

No.

Volume

No.

Volume

No.

Volume

(%)

(%)

(%)

(%)

(%)

(%)

Up to 5 000

–

–

41.7

5.0

42.9

8.9

5 001-10 000

–

–

25.0

7.0

16.7

10.2

10 001-15 000

4.8

1.5

8.3

3.2

14.3

13.8

15 001-20 000

–

–

2.8

1.2

4.8

6.3

20 001-25 000

19.0

9.8

–

–

7.1

13.1

25 001-30 000

–

–

2.8

2.2

7.1

16.2

30 001-35 000

9.5

5.9

–

–

4.8

12.5

35 001-40 000

28.6

24.9

5.5

6.0

–

–

40 001-45 000

–

–

–

–

–

–

45 001-50 000

–

–

–

–

–

–

50 001-100 000

33.3

45.1

2.8

5.8

2.3

18.7

100 001-200 000

4.8

12.8

2.8

11.6

–

–

200 001-400 000

–

–

8.3

58.0

–

–

>400 001

–

–

–

–

–

–

100

100

100

100

100

100

Table 11 shows that 41.7 per cent of the loans provided by the commercial
banks and 42.9 per cent of the loans provided by Mr. Khan were about Rs. 5,000
in size; the cooperative bank did not provide loans in this range. Although
a similar number of loans were disbursed by the bank and Mr. Khan for loans
ranging up to Rs. 5,000, the provisions made by the bank were for start-up
capital for new businesses, whereas the kabuliwallah was disbursing loan for
working-capital requirements and for consumption purposes, as explained
previously. This was also the case in terms of the purpose of the loans within the
range of Rs. 5,001 to Rs. 20,000. It is worth mentioning at this point that the
self-help group present in the village had given access to their books of account,
and it was found that it had 19.9 per cent of the loans within the range of
Rs. 1,000 to Rs. 5,000, and the rest of the loans were below Rs. 1,000.
The chi-square test results show that there is significant difference between
the number of loans disbursed by the kabuliwallah and the banks (P<0.001) within
the different ranges of loan sizes. The difference is attributed to the fewer than
expected number of loans disbursed by the cooperative bank, which were up to
Rs. 5,000 in size, and the fewer than expected number of loans that were bigger
than Rs. 25,001 in size, which were disbursed by Mr. Khan.
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Comparison of Loan Size and Interest Rates in the village Credit Market
The average size of monthly interest loans provided by the kabuliwallah
was about Rs. 13,400, with the interest rate being 8 to 10 per cent per month. On
the other hand, the Group Savings and Credit Associations in the village were
providing an average loan size of Rs. 3,150 at one interest rate of 2 per cent
a month. Microcredit self-help groups operating in Hirapur and neighbouring
villages were providing similar loans at similar interest rates as those of the Credit
and Savings Associations of Hirapur. Therefore, both the Savings and Credit
Associations and the self-help group were providing very small loans as compared
with the Banks and the kabuliwallah.
However, the specific features of the kabuliwallah in credit provision are
the following: the various sizes of loans, duration of credit and the interest rates
which depended on the amount of credit and the type of borrower. Furthermore,
in this particular district town where Hirapur village is situated, kabuliwallahs were
providing loans varying in size from Rs. 100 for 10 weeks extended to tea-estate
workers to between Rs. 5,000 and Rs. 100,000 extended to small businessmen in
the villages and urban centres. Although the loan sizes provided by the commercial
banks operating in the same area were similar to those of the kabuliwallah, the
credit provisions differred with respect to loan purpose. The banks provide loans
or start-up capital, whereas the kabuliwallahs provide working capital to meet
recurring costs in a business as well as loans for consumption purpose. In addition,
as seen in the case study, within the same range of loan size, the credit provision
differs in terms of the volume of loans vis-à-vis banks and the kabuliwallah.

VII.

CONCLUSION

Historically, moneylending has been an important part of the Indian
economy. During the medieval period, moneylenders financed the administration
of various rulers. Since Vedic times until today, they have been an important part
of the rural and urban economy of India. Moreover, moneylending in the rural
areas of India has influenced the underlying premise of formal rural credit policies
in the past. In fact, the first post-independence rural credit policy initiative in
1950-1951 took rural indebtness with moneylenders to be an important indicator
for developing policies.
The alienation of the formal sector from mainstream requirements of the
rural financial market in terms of the various financial products that they deliver
has enabled the informal sector, particularly the various types of moneylenders
and the kabuliwallah in Assam and other parts of north-eastern India, to operate in
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niche markets in a sustainable manner, with their own portfolio and products.
Despite the restrictions on the scale of operation, the informal sector has been
complementing the credit services of the formal sector in the province of Assam
and perhaps in other parts of the country. Policymakers in the formal financial
sector need to have a deeper understanding of the various dimensions of the
informal financial sector, as shown by the role of the kabuliwallahs compared with
the local banks.
In another revealing study on informal credit markets in Africa, Aryeetey
(1996) contends that the demand for loans from moneylenders with higher rates of
interest usually comes from borrowers with no other option. This view cannot be
generalized, as can be seen from this study; the poor people borrow from
moneylenders even when they have different options. They either had no access
to the services of formal financial institutions or they lacked information. It should
be pointed out that the view that moneylenders charge high rates of interest and
make credit unattractive for borrowers seeking working-capital loans or loans for
fixed investment should not be generalized. There are country- and region-specific
variations, that is, specific to particular rural credit markets such as in Africa.
Again, as has been seen in the case of Mr. Khan’s business in Hirapur village, this
particular moneylender was providing working-capital loans for small businesses in
the village. There is also evidence that kabuliwallahs such as Mr. Khan have been
supplying similar working-capital loans to small entrepreneurs in the urban areas
of north-eastern India, and pawn brokers belonging to the Jain religion have been
providing consumption loans in the villages of Rajasthan (Jones and Rafique, 1997).
In all these cases, high interest rates were not the deciding factor for borrowers;
rather, accessibility, flexibility, confidentiality and customer-tailored loan contracts
were more important to the borrowers.
Another aspect of the rural financial market is that moneylenders do not
always provide credit to the poorest of the poor in the rural areas, as exemplified
in this case. The poorest of the poor do not come within the purview of this type
of moneylender. Here, unlike the bank, the moneylender is not functioning to
off-set the risk of non-repayment, but he is concerned about the inherent
delinquency in the regular monthly repayment of the interest on his loan as a result
of the low capacity of poorer borrowers to generate a higher return on investment
with the loan money. In fact, they complement commercial credit services provided
by banks and cooperatives. This is also similar to a provision the Kisan Credit
Cards Scheme, which extends short-term credit to farmers for their cultivation
needs, in the rural areas of north-eastern India. A recent interaction with community
members in a tribal village in the state of Assam revealed that such credit cards
were provided to fairly better-off farmers; the poor or the “ultra” poor did not have
access to such credit card facilities.
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Since the poorest of the poor are left out by all the components of the
village financial system, they either get loans from their friends and relatives, or
they are pushed to such a level of deprivation that they are compelled to send
their children out to beg or come out themselves to beg during the lean months
when there are not enough menial jobs available in the villages or in the surrounding
areas.
Government intervention in the credit market so far has not been able to
reduce the market power of the informal sector. This situation has only contributed
to changes in the type of borrowers in the informal market (Hoff et al., 1993). The
various strategies to remove moneylenders from the market have forced the informal
lenders to do business in the areas of the market with the highest levels of risk.
Integrating the different segments of the market has been done through
group formation and linkages with banks. Instead of just linkages, which would at
best improve information exchange between the two sectors, a further step could
be on-lending or retailing microcredit funds through the informal lenders for greater
integration of the different segments of the financial markets (Aryeetey, 1996). Other
than microcredit (e.g., short-term working-capital loans), microfinance products could
be retailed through these informal lenders, such as microinsurance and leasing
contracts (infrastructure and equipment).
Policy proposals for the informal financial sector have been made in
response to the existing financial dualism in the rural financial markets of developing
countries. Therefore, banks serving the rural areas could take two main policy
positions: they could either compete with the professional moneylenders to eliminate
completely their existence, or they could decide not to compete in the market by
being separate entities in the financial system. At the same time, linkages with
the moneylenders could be established to use them as commission agents, or for
on-lending funds (retail funds), and to encourage people to save in banks (Ghate,
1992b; Crow, 1994; Bolnick, 1992). Whichever option the formal sector chooses,
initially it will have to “mimic” the efficiency features of the informal sector. An
in-depth understanding of the functioning of the informal sector will be necessary.
Next could be the substitution of the direct mechanisms used by moneylenders,
such as the introduction of new rules for screening, providing incentives to repay
and enforcing credit contracts.
It may be pointed out here that the main focus at the initial stages of
a financial intermediation strategy at the provincial level needs to be the local
adaptability of regional policy. This aspect should be monitored by the formal
sector over a period of time in order to determine how well the different financial
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products, particularly credit, adapt to local market segments. Therefore, national
policy guidelines need to be tailored to local issues, which should be framed after
a detailed understanding of the rural financial markets has been obtained.
An inclusive financial sector is a term that needs to be defined in the
context of this case study so that the implications from the study will be in context
with regard to the process of “building an inclusive financial sector”. This term
may be defined as the ability of the financial institutions to be able to develop
low-cost financial products and services after developing an understanding of the
financial market in which they operate. After a proper understanding of the market
segments has been reached, an effort should be made to prepare strategies to
create links with the informal sector to share information about clients and possibly
retail microfinancial products and services, with the informal sector being obligated
to pay recovery and services charges included in a negotiable contract. Financial
operations that provide a wide range of financial services in a cost-effective manner,
with integration of the various segments of the market, will go a long way towards
sustaining the successful achievements made so far in the frontiers of rural finance.
This will occur without compromising on the financial viability of the programme.
Thus, a policy for the decentralization of a financial intermediation strategy in the
rural areas needs to be developed by the formal financial institutions along with
policies for organizational restructuring and formation of capital in order to provide
financial services in a cost-effective manner alongside the informal sector in rural
areas.
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