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Abstract

Malaysian politics has long been dominated by tensions arising out of inter-ethnic
inequality. However, economic policy in the earlier years of independence took a
laissez-faire approach. Following the racial riots in 1969, there was a re-think on
policy and the New Economic Policy (NEP) was promulgated in 1970. The
underlying objective of the policy was to achieve national unity, which entailed
improving the economic and social status of the Malay (Bumiputera) community vis-
a-vis the non-Malays (non-Bumiputeras), especially the Chinese. The policy also
attempted to transfer ownership of industries to the Malay (Bumiputera) community
to develop a capitalist economy under the control of the Malay (Bumiputera) ethnic
group. This study argues that, whilst the policy was successful at the outset in
generating economic growth and reducing poverty, especially in the rural areas, it
became obsolete even for that narrow purpose. The exclusive focus of the policy on
inter-ethnic inequality made it insensitive to the problem of intra-Malay inequality.
Due to the very success of NEP in the earlier years, the Malay community has become
less homogeneous and cross-cutting cleavages have begun to emerge. Also, Malay
tolerance of intra-Malay inequality has begun to erode. Many of Malaysia’s current
economic and political problems can be explained by the failure of income
redistribution policy to reflect these changes within the Malay community. The
argument is presented here using an analysis of the trends in income distribution. The
required data are obtained from the literature and also from the Malaysian Family Life
Survey (MFLS).
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Chapter 1

Background, Objectives and Organisation of the Study

1.1 Background of the Study

In 1970, the Malaysian government announced the New Economic Policy (NEP),
which was to be carried out in the span of twenty years (1971-1990). The formulation
of the NEP came about after the race riots in 1969, which were perceived to be the
result of a glaring economic imbalance between ethnic groups, particularly between
the Malay and the Chinese. Thus, it is not surprising that the underlying objective of
the NEP was to attain national unity and foster nation-building. These objectives were
to be achieved through a two-pronged strategy: eradicating poverty irrespective of
race, and restructuring the society so as to correct the economic imbalances that exist
between ethnic groups. Under the NEP, the government played an active role in
raising the Malay income through poverty reduction measures in the rural area and the
expansion of employment opportunities in the urban area. The government also
played an active role in increasing the share of the Malay corporate wealth targeted to
reach 30.0 percent by the year 1990. Thus, the NEP could be viewed as an affirmative
action economic policy to advance the Malay socio-economic position, finally
reducing the existing imbalances with other ethnic groups. The National Development
Policy (NDP) replaced the NEP when it came to end in 1990. While there are
adjustments in terms of strategy and priority, nonetheless, the main spirit of the NEP,
i.e. to preferentially uplift the economic and social status of the Malay, is still

maintained in the NDP.

During the NEP period (and also during the National Development Policy), Malaysia
experienced very rapid economic growth. Indeed Malaysia has been recognised as one
of the “economic miracles” of East Asia (World Bank, 1993). It is not surprising
therefore that the government has highlighted this remarkable economic growth as a

vindication of the success of the NEP. It has been argued that the NEP has provided



the basis for socio-political stability in the multiethnic society of Malaysia, which in
turn allows the economy to grow rapidly and improve income distribution. In the
Second Outline Perspective Plan (OPP2) 1991-2000, it has been claimed that
(Malaysia 1991, p. 98):

“A remarkable achievement of the NEP was that it significantly improved
income distribution without adversely affecting growth. In fact, the economy
was able to achieve a high rate of economic growth during the 1971-1990
period on the account of the social and political stability created by the
NEP”,

The above claim has raised expectations that ethnicity (i.e. the pro-Bumiputera
policy)l would remain the cornerstone of economic policy in Malaysia. Indeed, as
mentioned above, ethnicity is still the basis in formulating and implementing the NDP
(1991-2000). However, continued use of ethnicity as the foundation of economic
policy is no longer coherent, and hence could only be undertaken with the risk of
greater discontent, paradoxically amongst the Malay community. This discontent is
due to the success of the NEP in uplifting the economic position of the Malay as a
group. However, this has changed the structure of Malay society because the
distribution of income and wealth has changed within it. As a result of the success of
the NEP, poverty amongst the Malay has been reduced substantially, a Malay urban
working class has emerged, and the Malay middle class and new rich Malay have
expanded. Thus the Malays are no longer so homogeneous, economically speaking, as
they were in the early years of the NEP. This was expected since the aim of the NEP
was to make ethnic groups more equal, regardless of how unequal each group might
be within. The NEP was about redistribution between ethnic groups, not individuals.
It could not address tension created by intra-group inequality amongst the Malay

community.

As a result, while there may have been improvement in the overall income
distribution in the country, the problem of intra-ethnic inequality, particularly

amongst the Malay, has remained a significant problem throughout the NEP period. It

! Bumiputera literally means the “son of the soil". The Malays are the main Bumiputera in Peninsular
Malaysia. In Sabah, the main Bumiputera are Kadazan, Bajau and Murut, while in Sarawak they are
Iban, Malay, Bidayuh and Melanau. Since this paper concentrates on Peninsular Malaysia, the term
"Malay" and "Bumiputera” will be used interchangeably.



seems that intra-Malay inequality could easily have been played down at the onset of
the NEP, as the Malay tolerance towards inequality was high, when there was still
significant inter-ethnic inequality in the country. Intra-Malay inequality could no
longer be played down once the intra-ethnic differences were reduced. A high intra-
Malay inequality would lead to the emergence of cross-cutting cleavages,2 and hence,
deeper social and political cleavages would evolve in the society (Rae and Taylor,
1970). The formation of cross-cutting cleavages would deepen socio-political
divisions and conflicts would arise not only between the Malays and non-Malays, but
within the Malays themselves. Furthermore, the NEP could only be sustained if the
tolerance of the Malay towards intra-Malay inequality remained high. However, there
is a limit to the societal tolerance towards inequality (Hirschman, 1973). The
persistence of high inequality amongst the Malay would be likely to erode their
tolerance towards it. Thus, continuation of ethnicity as the basis of economic policy,

such as the NEP, would be incoherent and unsustainable.

Therefore, policy with regards to income redistribution has to confront intra-ethnic
redistribution. This requires policy reform. For example, if the policy is to be coherent
and address effectively the problem of intra-ethnic inequality, the redistribution policy
should focus on the poor, regardless their ethnic groups. The problem with this kind
of policy reform, however, is that it might be difficult to accomplish since the NEP is
articulated in the political rhetoric of ethnicity. When the political sphere is still
immersed in ethnicity, the rhetoric of distribution along ethnic lines is expected to
continue. In other words, as long as the solution to economic problems is a political
one, and as long as political parties continues to pursue inter-ethnic distribution issues
to garner and maintain their political support, the issue of intra-ethnic distribution
might be difficult to address. The failure to address intra-ethnic distribution issues, in
turn, would prove to be socially and politically destabilising, particularly to the Malay

community.

2 Cleavages are the criteria that divide the members of the society into groups. There are three general
cleavages: (i) ascriptive or trait (e.g. race); (ii) attitude or opinion (e.g. ideology or preferences); and
(iii) behaviour or action (e.g. voting). Cross-cutting cleavages are the extent to which individuals are
divided by one cleavages (e.g. race), but will be brought together by another cleavage (e.g. religion).
For a more detailed discussion, see Rae and Taylor (1970).



However, despite the significance of the intra-ethnic inequality problem, the current
Prime Minister, Mahathir Mohamad, continued to insist that inter-ethnic inequality
will remain the main focus of Malaysia’s economic policy. Consider the following

paragraph, where he re-iterated his stance (Mahathir Mohamad, 1998, pp. 33-34):

“The NEP, it must be iterated, was not concerned with making all the
bumiputeras earn equally, or share equally, the wealth distributed amongst
them. ...The intention of the NEP was to create in the bumiputera community
the same division of labour and rewards as was found in the non-bumiputera
communities, particularly the Chinese. ... The equitableness was not to be
between individuals, but between communities” .

This leads to the central argument advanced in this study. The study argues that the
pro-Bumiputera economic policy, i.e. the NEP, has lost its raison d'étre. While the
NEP has been successful in the past in generating economic growth and development
of the country in general, and in the development of Malay in particular, it is unlikely
to be sustainable due to the following two reasons. First, for the NEP to be
sustainable, a coherence of interest amongst the Malay is necessary. This coherence of
interest implies that there should be less fragmentation or division within the Malay
community. However, since what matters for the NEP is the equality between ethnic
groups rather than between individuals, the NEP is more likely to create division
amongst the Malays themselves. In fact, as will be seen later in this study, even
though declining, there has been a persistent high level of intra-Malay inequality
during the NEP period. This suggests that deeper division amongst the Malay
community has emerged, and hence the emergence of cross-cutting cleavages (Rae
and Taylor, 1977). In other words, there emerged diverse and conflicting interests
within the Malay community. In such a situation, it would be difficult for the rhetoric
of ethnicity, which views the conflict of economic interest simply in ethnic terms to
solve the problem of economic conflict within the Malay community. The ethnicity-
oriented policy, such as the NEP, will be impotent to respond to the new problem of
inequality. As a consequence, the Malay political party (UMNO) that initiated the
NEP (and created the expectations of greater equality in the distribution of income)
found that it became a hostage to its own rhetoric. The political rhetoric of ethnicity
cannot articulate a coherent response to the new problem of distribution. The

contradictions have continued to become more apparent in recent years.



One might argue that the problem of intra-ethnic inequality, particularly amongst the
Malays, had existed even at the outset of the NEP. Why has it only now become a
matter of concern? Why is it politically and socially destabilising now and not before?
The answer to this question lies in the attitude of society with regard to inequality.
This leads to the second reason why the exclusive emphasis on inter-ethnic inequality
of the NEP would make it unlikely to be sustainable. The socio-political stability
during the last three decades or so, which is claimed attributable to the NEP, is a
manifestation of the “tunnel effect”. The term “tunnel effect” is a term used by
Hirschman (1973) to describe the changing tolerance of a society towards inequality.
In this regards, the NEP, which is articulated in the political rhetoric of ethnicity, was
initially accepted by the majority of the Malay since the existing income inequality
did indicate a clear demarcation between the Malay and the Chinese. The majority of
the Malay were poor and rural, while the Chinese were rich and urban. Ethnicity, as
the cornerstone means of the NEP to solve the economic problem facing the Malay
community, then became doubly attractive because it leads to the empowerment of
the countryside and the creation of a domestic market for industrial products. Indeed
the policy has been successful in securing the support of the Malay for the NEP.
Initially, the tolerance of the Malay to intra-Malay inequality was high since the NEP
in a sense functioned as the “hope factor” to the Malay. They perceived the NEP
would improve their economic condition. However, as intra-Malay inequality
remained high over time, there was a shift in the spotlight from inter-ethnic (Malay-
Chinese) inequality to intra-Malay inequality. The persistence of high intra-Malay
inequality subsequently changed the perception of the Malays towards intra-Malay
inequality. Intra-Malay inequality that was tolerable before was no longer acceptable,
and the tolerance of it has been eroded. Consequently, towards the end of the NEP
period, the support of the Malay community towards UMNO started to fall apart. This
is evidenced in the general elections in the 1990s, particularly in the 1999 general
election. The results of the 1999 general election showed that UMNO had
significantly lost the traditional support of the Malay. Rough estimation revealed that
about 70 percent of Malay voted against UMNO (see discussion in Section 6.3 of
Chapter 6).



However, it should be mentioned that the erosion of tolerance towards intra-Malay
inequality (and consequently the support for UMNO) was not so much that the Malay
were under an illusion about the success of the NEP or harboured a “false hope”. This
is most unlikely since the NEP was actually successful beyond its narrow objective,
and reduced overall inequality and poverty in the country. The erosion of the tunnel
effect was due to the unintended effect of the NEP. The NEP created an expectation
of greater equality not only between ethnic groups (e.g. Malay and the Chinese), but
equality within ethnic groups (e.g. intra-Malay) as well. Therefore, while the NEP
might have produced rapid economic growth, reduced inequality between the Malay
and the Chinese, reduced poverty amongst the Malay, as well as increasing the Malay
economic position, the insignificant improvement of intra-Malay inequality during the
NEP then became a problem, at least as far as the Malay were concerned. The NEP
had been successful in terms of achieving its original objectives, but that success then
changed the Malay perception of what constituted success. The “hope factor” or the
expectation created by the NEP changed the perception of the Malay that what might
have been considered as a success in the past (i.e. achieving the NEP objectives) was
viewed now as a failure. This partly explains the recent socio-political tension that has

arisen amongst the Malays in Malaysia.

The two arguments described above seem to indicate that the success of the NEP is
paradoxical. The paradox is that while the NEP has claimed to achieve remarkable
economic growth, and indeed has transformed not only the structure of the economy
but also the Malay community, this very success of the NEP has créated new
problems that leads to its continuation becoming difficult, if not impossible. By
neglecting the intra-ethnic inequality problem, the NEP may have planted the seeds of
future problems for itself. The economic position of the Malay might have been
improved, but the Malays have disintegrated. The government that articulated the
NEP in the political rhetoric of ethnicity appears to have become its own captive. This
leads back to the central argument of this study that the ethnicity-oriented policy, i.e.
the NEP, while it may have been successful in the past, paradoxically is unsustainable

(see Figure 1.1.1).



Figure 1.1.1: Ethnic Nationalism (Ethnicity-Oriented Policy) and Income Inequality

Ethnicity-Oriented Policy
(Emphasis on redistribution along
ethnic lines, not individuals. Intra-
ethnic inequality is acceptable)

Reduction of inequality between ethnic
groups is likely to create (or maintain)
high inequality within ethnic groups.
(Chapter 3 and 4)

Emergence of cross-cutting cleavages;
deeper social, economic and political
division within the ethnic group. The
policy that was initially coherent, later
becomes incoherent.

Erosion of tolerance towards intra-ethnic
inequality. (Tolerance towards intra-
ethnic inequality is essential for
maintaining the support to the ethnicity-
oriented policy).

(Chapter 6)

(Chapter 5)

Ethnicity-Oriented Policy

becomes incoherent and unsustainable.




1.2 The Research Question and Objective of the Study

The study is motivated by two main reasons. First, some observers of Malaysia’s
economic development have argued that Malaysia appears to represent one of the
success stories of a developing economy [see for example Chowdhury and Islam
(1996) and World Bank (1993)]. During the implementation of the NEP (1971-1990),
Malaysia has achieved a very rapid economic growth and structural change, together
with declining poverty and inequality. While to certain extent these observations are
correct, what they fail to see is that these achievements are basically the initial impact
of the NEP. As mentioned earlier, the NEP is articulated in the language of ethnicity.
The policy appears to be coherent when majority of the Malays were in poverty (i.e.
they were basically economically homogeneous) and there is greater tolerance of the
Malays towards intra-Malay inequality. When the policy successfully raised income
of the Malays and substantially reduced poverty amongst them, the question of intra-
Malay inequality come to the surface. It can no longer be ignored. Articulating the
policy in the political rhetoric of ethnicity then become internally inconsistent. Thus,
along with the economic success, the NEP is also sewing the seeds of future problems

for itself.

Second, the study is also motivated by the realisation of the importance of income
inequality and poverty in the policy choice debate in Malaysia. Despite its
importance, attention to the effect of growth on inequality and poverty, as well as the
impact of income distribution on policy choices, seems to have received less attention
in recent years. The focus of policy debate is more on the way to sustain the rapid
economic growth rather than on how the rapid growth has affected income and wealth
distribution. This is regrettable since in the final analysis, whether development has
taken place or not, is not so much depend on how fast income have grown, but rather

more on who has benefited from that growth.

It is with this motivation that the study seeks to answer the following central question:
is the NEP, a policy based on ethnicity, sustainable? Keeping this basic question in
mind, the central aim of the study is therefore, to show that despite the success of the

NEP in enhancing the economic well-being of the Malay, concomitantly it has also



resulted in greater division amongst the Malay via its effect on income and wealth;
and to argue that the tolerance of the Malay towards inequality has changed. This in
turn, entails investigation of the patterns and trends of income distribution in Malaysia

that will encompass the following aspects:

(1) to examine and analyse the trends and changes in income inequality in
Malaysia, covering the overall inequality, within and between area
inequality (urban and rural) and also within and between ethnic groups
inequality (particularly the Malay and the Chinese);

(ii) to estimate and analyse the contribution and the effect of different sources
of income to the overall income inequality;

(1)  to measure and explore the question of polarisation, i.e. the "disappearing
middle-class” in Malaysia;

(iv)  to assess the extent of poverty in Malaysia and the contribution of different
groups of population to total poverty; and

(v) to analyse the political consequences of the trends and changes in income
inequality and poverty.

It should be mentioned here that it is not the intention of this study to pass judgment
on whether the NEP is good or not for development of the Malay community in
particular, and for the country’s development in general. What this study intends to do
however, is to examine and describe the pattern of income inequality in Malaysia
before and after the implementation of the NEP, and then to draw some political

implication from the observed pattern of income distribution.

1.3 Literature Review

As can be seen, this study is concerned with income distribution and the New
Economic Policy (NEP) in Malaysia. In general, literature with regards to income
distribution and the NEP in Malaysia could be divided into two lines of research.
First, there are studies that mainly focus their discussions on the trends and patterns of
income distribution before and after the implementation of the NEP as well as on the

relationship between income inequality and socio-economic development in



Malaysia. Second, there are studies that focus on the politics of the NEP, where
implicit in these studies is the assumption that political factors are more prominent in
shaping the NEP as well as its implementation. Among others included in the first
group are the studies by Snodgrass (1980), Anand (1983), Ikemoto (1985), Perumal
(1989), Shari and Zin (1990), Shireen (1998) and Shari (2000), while included in the
second group are the work of Milne (1976), Mauzy (1997), Torii (1997) and Stafford
(1998).

Snodgrass (1980) examines income inequality in Malaysia from 1957 to 1970. He
uses income distribution figures mostly from the government survey data - Household
Budget Survey of the Federation of Malaya (1957-58), the Federation Saving Survey
(1959), the Socio-Economic Sample Survey of Household 1967-68, the SRM/Ford
Social and Economic Survey 1967/68, and the Post Enumeration Survey (PES) 1970.
He finds that there has been a substantial increase in income inequality between 1957
(i.e. the year of Malaysia’s independence) and 1970 (i.e. the year the NEP was
announced). The income of higher income groups is found to grow faster (in
percentage terms) than those of the bottom 80.0 percent of the population. Also,
income inequality is greater amongst the urban households than amongst the rural
households, and the urban household income is double the income of rural households
on average. He also found that between 1957 and 1970, the Malay ethnic group
experienced the largest increase in income inequality. Furthermore, on average, the

non-Malay households earn more than double the income of the Malay households.

Anand (1983) probably has undertaken the most thorough study on income inequality
and poverty in Malaysia. He examines income inequality in Malaysia at the onset of
the NEP period using income data from the Post Enumeration Survey (PES) 1970. He
decomposes income inequality to examine the contribution of inter-ethnic and inter-
regional inequalities to total inequality by employing the Theil index of inequality. He
found that about 90.0 percent of income inequality arises from inequality within each
ethnic group. Similarly, Anand (1983) found that there are large income inequalities
within rural as well as within urban households. Urban-rural inequality only explains
a small portion of the total household income inequality. Hence, he suggests that

policies that aim at reducing inter-ethnic economic imbalance would probably have a

10



limited impact on reducing the overall inequality. Anand (1983) also estimates the
extent of poverty in Malaysia using the income data from the Post Enumeration
Survey (PES) 1970. He found that 78.1 percent of poor households are Malay and
therefore poverty is overwhelmingly a problem of the Malay. In addition, poverty also
is overwhelmingly a rural problem. Anand (1983) calculated that 87.7 percent of poor

households are found in the rural areas.

While Snodgrass (1980) and Anand (1983) examine income inequality in the 1957 to
1970 period, Ikemoto (1985) examines income inequality and its decomposition for
the period before and after the implementation of the NEP, i.e. between 1957 and
1980. He uses income data from the Household Budget Survey (HBS) 1957/58, the
Post Enumeration Survey (PES) 1970, and the Household Income Survey (HIS) 1980.
He finds that the Gini index of income inequality has increased between 1957/58 and
1970, but declined between 1970 and 1979. His findings also confirm the results of
Anand (1983) that it is intra-ethnic inequality, particularly inequality amongst the
Malay and rural households, which contributed a large portion to the total inequality.
Thus he concludes that, while the NEP might have been successful in reducing the

overall inequality, inequality within each ethnic group is becoming significant.

Perumal (1989) examines income inequality and economic growth in Malaysia for the
period of 1957 and 1984. Besides the sources used by Snodgrass (1980) and Ikemoto
(1985), he also uses income data from the National Agricultural Census 1977 and
Household Income Survey (HIS) 1984. His main focus is on examining the
relationship between economic growth and income inequality, i.e. the Kuznet’s
inverted-U hypothesis. He finds that income inequality has risen from 1957/58, peaks
in 1976, and decreases thereafter. He carried out a regression analysis with the Gini
index as the dependent variable and GNP per capita as the independent variable. His
results suggest that there is a presence of Kuznet’s inverted-U hypothesis, where the
turning point is estimated to occur in 1976. He argues that the rapid growth of the
economy after 1957 has resulted in a significant increase in income inequality due to
the widening rural-urban, as well as inter and intra-ethnic, income inequality. This

trend continues until the middle of the 1970s, when growth was then associated with a
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declining income inequality due to a reduction in both rural-urban as well as inter-

ethnic income inequality.

Shari and Zin (1990) examine the trends and pattern of income inequality in the post-
NEP period, i.e. between 1970 and 1987. Their main aim was to assess the trend of
income inequality since the implementation of the NEP in 1970. Besides the
distribution figures already published by the previous authors, they also used the
published figures from the Household Income Survey (HIS) 1987. Their studies show
that income inequality initially increases in the earlier period of the 1970s, peaks in
1976, and declines thereafter. They argue that the apparent decline in income
inequality after 1976 could be explained by the “redistribution through growth”
strategy, which underlies the NEP. Most important are the rural development and
education programs. They argue that these programs appear to benefit the poorest
section of the population, which happens to be in the rural areas. Since the Malay
constitute the largest proportion of the rural population, strategies that were aimed at
raising the income of the rural household has resulted in the rural and the Malay
household incomes increasing at a faster rate than those of the other groups, and

hence reduced income inequality over time.

Shireen (1998) examines the trends of income inequality and poverty in Malaysia in
the 1980s. She uses income distribution figures from the Household Income Survey
(HIS) of 1980, 1984, 1987 and 1989. Unlike the previous authors who examined
income distribution only for Peninsular Malaysia, she also examines the trends of
income distribution in Sabah and Sarawak. With regards to Peninsular Malaysia, she
found that the Gini index of income inequality has consistently fallen throughout the
1980s. This is also true for rural and urban households, as well as for each ethnic
group. She also observed that the largest declined in income inequality is amongst the
Chinese. Shireen (1998) also performs decomposition of income inequality to its
various sub-group components using the Theil index of inequality. Her results
confirm the earlier studies that intra-groups (intra-ethnic and intra-area) inequality

explain most of the total income inequality.
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The most recent study was done by Shari (2000). He examines the trends of income
inequality between 1971 and 1995, i.e. during the NEP and the earlier period of the
NDP (1991-2000). For the period of the NEP, he uses income inequality figures
available from the previous studies, while income inequality figures in the post-NEP
(1991-1995) are derived from the Seventh Malaysia Plan (1996-2000). Here, he
reviews the trends of income inequality during the NEP period (1971-1990) already
studied by Shari and Zin (1990). However, his main focus is on the impact of
liberalisation measures implemented since the mid-1980s on income distribution.
Shari (2000) shows that the declining trend of income inequality during the NEP
period has been reversed in the post-NEP period. Between 1990 and 1995, the Gini
index of income inequality has increased, and thus the rapid growth of the economy in
the early 1990s is no longer associated with declining income inequality.
Furthermore, he also shows that the income gaps between groups have begun to
widen after 1990. The Chinese-Malay, and the Indian-Malay, as well as the urban-
rural disparity ratios have increased from 1990 to 1995. He argues the increase in
income inequality after 1990 might indicate that liberalisation measures did not
victimise and alienate all sections of society. He argues that while liberalisation
measures might have marginalized the peasant and urban low-income workers, the
upper and middle-income groups might have been benefited from them, hence

widening the income inequality.

Unlike the above authors, the works of Milne (1976), Mauzy (1997), Torii (1997) and
Stafford (1998) focus on the politics of the NEP. These studies in turn fall into two
lines of arguments. The first are those who argue that the NEP is shaped by internal
(domestic) political forces and power struggle. The work of Milne (1976), Mauzy
(1997) and Torii (1997) fall in this category. Milne (1976) and Mauzy (1997) examine
the interaction between the Malay and the Chinese political parties (UMNO-MCA)
and how it has shaped and determined the implementation of the NEP. They view the
political process of the NEP as an inter-ethnic political game where UMNO and MCA
become the major players. Among others, Milne (1976) argues that the political
influence of the MCA in economic policy-making process diminished substantially

when the influential ministerial posts such as the Minister of Trade and Industry and
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the Minister of Finance (previously held by the MCA) were later held by UMNO.’
Thus, since the racial riot in 1969, UMNO has started to consolidate its political
hegemony on the economic policy-making process by controlling the influential

ministerial posts and is in the position to assert a pro-Malay (Bumiputera) policy.

Mauzy (1997) also follows this line of argument. She argues that UMNO’s political
hegemony over economic policy-making process has been more entrenched in the
1980 under the Mahathir administration, and therefore the political influence of MCA
in economic policy-making is diminishing further. While both Milne (1976) and
Mauzy (1997) focus their analysis on the interaction between UMNO and MCA, Torii
(1997) on the other hand, examines the extent to which the internal power struggle
within the Malay political party (UMNO) itself is the main determinant in shaping
and implementing the NEP. He argues that Malay nationalism was at its peak in the
1970s and the Malay nationalist appears to have a major influence in UMNO. It is in
the 1970s that the NEP restructuring objective is pursued rigorously. However, Torii
(1997) argues that it has been gradually thinned away in the 1980s as the influence of
Malay nationalism in UMNO has faded away.4

The second line of arguments of the politics of the NEP is the argument put forward
by Stafford (1998). He argues that the NEP is shaped by the interaction between
external economic forces and the response from the state, rather than by the political
demands of the Malay and the Chinese as argued by Milne (1976) and Mauzy (1997)
or by the political demands of certain faction within UMNO as argued by Torii
(1997). Stafford (1998) argues that the external economic forces limit the ability of
the government to rigorously implement and carry out the restructuring objective of
the NEP. In other words, in pursuing the NEP restructuring objective, the government
is viewed as attempting to balance the desire to realise rapid growth via greater
liberalisation of the economy and the desire for uplifting the economic position of the

Malay. This balancing action of the government, in turn, shaped the NEP and its

? The Minister of Trade and Industry has allocated to UMNO since 1969, while the Finance Minister
has also been allocated to UMNO after the resignation of Tun Tan Siew Sin from MCA in 1974.

* In the mid-1980s, there were various liberalisation measures undertaken by the government,
particularly with respect to attracting foreign investments.
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implementation. Therefore, the liberalisation measures undertaken by the government

since mid-1980s could be seen in this light.

As seen above, the subject matter of the present study is not really new. The novelty
of the present study, however, rests on two aspects. First, it attempts to combine the
two lines of research, and second, the data employed in the present study is different
from the data employed in the previous studies. This study examines the distributional
impact of the NEP on the one hand, and also how the distribution of income explains
political interaction between different groups in the Malaysian society on the other.
Given the close connection between economics and politics in Malaysia, exploration
on the link between the economic and politics of the NEP would be not only
interesting, but also useful. In this regards, Gomez and Jomo (1997, p. x) has rightly
pointed out that a political economic analysis of the Malaysian economy, deemed
necessary because of the link between economics and politics, has become stronger

since the 1980s.

As already mentioned, none of the previous studies on income distribution really
focus their attention on the game theoretic problems as well as the interaction between
different groups in the Malaysian society that arises from the distributional impact of
the government policy, i.e. the NEP. On the other hand, studies on the politics of the
NEP did not use income distribution as the basis of their argument. This is
unsatisfactory since the argument for the formulation of the NEP is the income
imbalances between ethnic groups in Malaysia. Besides, the centre of analysis in the
studies by Milne (1976, 1986), Mauzy (1997), Torii (1997) and Stafford (1998) is the
state. The state is viewed as having to balance the forces that demand the NEP
objective to be met and the forces that oppose it. In contrast to these studies, here the
individual is the centre of the analysis. It attempts to understand the impact of the
NEP on income distribution on the one hand, and the relationship between income
distribution and individual behaviour with regards to their political choices on the
other. The trend in income distribution is used as the basis to explain individual
behaviour with regards to their political choices. The link between income distribution

and the political choices of the individual could be found by looking at it from
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rational choice perspective as well as by employing Hirschman’s (1973) argument on

the changing tolerance of society towards income inequality.

With regards to the second aspect, the data employed in the present study is different
from the data employed in the previous studies. Most previous studies on income
distribution in Malaysia used government survey data that was published in aggregate
form. While aggregate data did contribute to understanding changes in income
distribution in Malaysia, the factors that contributed to inequality and poverty were
difficult to examine from that aggregate data. In this study, besides the income data
available so far, additional data from the Malaysian Family Life Survey (MFLS) were
employed. It was possible to disaggregate the MFLS income data not only by location
(rural-urban) and ethnic groups (Malay, Chinese and Indian), but by the sources of
income as well. Thus, the MFLS data permitted analysis to be carried out to identify
the factors that contributed to inequality and poverty. Besides, previous studies only
examine the contribution of inequality in different population subgroups to total
inequality. This study extends the analysis to examine the contribution of inequality
from different sources of income to total inequality, the question of polarisation and
the contribution of different groups to total poverty. Furthermore, a better poverty
index is used in this study besides the head-count ratio and poverty income gap ratio
that have been generally used in most of the previous studies as well as in government
documentation. Therefore, the broader and deeper analysis on the different income
data set (MFLS) undertaken by this study could be used to compare findings from
previously studies that used the government survey data, and also used to substantiate

and verify the previous findings.

1.4 Methodology and Organisation of the Study

The study will be organised in seven chapters, which consist of four essays related to

income distribution and the NEP in Malaysia.

Chapter 1 describes the background, objectives and organisation of the study.
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Chapter 2 describes the data and measures used to calculate income inequality and
poverty. The study relies on the Malaysian Family Life Survey (MFLS) data, but data
that has already been published from previous studies and government documents is
used as well. The most commonly used measures of inequality are used here — the
Gini, Theil and Shorrock’s indices of inequality — where these indices are
decomposed to examine the contribution of different population subgroups and
different income sources to total inequality. The Wolfson index of polarisation (W) is
used to examine the question of polarisation. With regards to poverty measures,
besides the usual simple head-count ratio (H) and poverty income gap ratio (I),
poverty measures employed in this study includes Sen (S), Clark, Hemming and Ulph
Index (P*), and Foster, Greer and Thorbecke (FGT). The FGT index of poverty is

decomposed to examine the contribution of different groups to total poverty.

Chapter 3 is the first of the four essays in this study. It examines the trends and
changes of income inequality as well as poverty in Malaysia using the MFLS data.
Here, a comparison is also made with other previous studies that mostly use the
government survey data. Income inequality is decomposed to examine the
contribution of between- and within-group inequality to total inequality. The same is
also carried out for poverty. The question of polarisation (which does not appear to

have been investigated in previous studies) is also examined in this first essay.

Chapter 4 is the second essay of this study, an extension of the first essay (Chapter 3).
It examines the contribution of different sources of income to total inequality, again

an investigation not previously carried out.

Chapter 5 and 6 are the third and fourth essay of this study, respectively. These essays
examine the political implications of the trends and pattern of income distribution.
Using the rational choice framework, these two chapters attempt to show why the pro-
Malay economic policy (NEP), while successful in bringing the Malay into the
mainstream economic activities, has however become incoherent, and hence
unsustainable. Nevertheless, the lines of argument in these two chapters are different.
Chapter 5 examines how the NEP emerged from Malay nationalism and also how the

nationalist approach to the Malay economic problem has resulted in the neglect by the

17



NEP of intra-Malay inequality. Consequently, there is a persistent high intra-Malay
inequality, and cross-cutting cleavages begin to emerge. Thus, the nationalist

argument for continuation of inter-ethnic redistribution becomes incoherent.

Chapter 6, on the other hand, examines why intra-Malay inequality has become a
problem now, and not at the earlier period of the NEP even though evidences show
that intra-Malay inequality is actually high at the earlier period. In other words, intra-
Malay inequality is tolerable in the earlier period of the NEP, but not in the later
period. This has been reflected in the decline of support from the Malay community to
UMNO, a party that initiated the NEP. The main proposition here is that this is a
manifestation of the Hirschman (1973) “tunnel effect”, i.e. there has been a changing

tolerance towards inequality amongst the Malay.

Chapter 7 is the final chapter. It summarises the main arguments and concludes the

study.
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Chapter 2

Data and Measures

2.1 Introduction

This chapter describes the sources of data as well as the measures that will be
employed to evaluate the level of inequality and poverty in Malaysia. Most studies on
income inequality and poverty in Malaysia have employed the government survey
data undertaken by the Department of Statistics, Malaysia. The Department of
Statistics (Malaysia) periodically conducts a survey of household income from which
figures regarding income inequality are published. This study however employs a
different set of income data, which is available from the Malaysian Family Life

Survey (MFLS).

With regard to measures of income, the most commonly used indices of income
inequality are used here, namely the Theil, Gini and Shorrock’s indices of inequality.
The Theil index is decomposed to examine the contribution of different population
subgroups to total inequality, while the Gini and Shorrock’s indices are decomposed
to examine the contribution and effect of different income sources to total inequality.
Another related aspect, which escapes the discussion on income inequality in
Malaysia, is the question of polarisation. Here, the Wolfson index of polarisation (W)
is used. With regard to poverty, better poverty measures than the usual head-count
and poverty income gap ratios are considered here. These are the Sen (S), Clark,
Hemming and Ulph (P*), and Foster, Greer and Thorbecke (FGT) indices of poverty.
The Foster, Greer and Thorbecke (FGT) index of poverty is decomposed to examine

the contribution of different groups to total poverty.



The chapter is organised as follows. Section 2.2 describes the MFLS data and other
sources of data employed in the study. Section 2.3 discusses the various measures of
inequality, while Section 2.4 deals with the measure of polarisation. The final section,

i.e. Section 2.5, discusses measures of poverty.

2.2 The Sources of Data
2.2.1 The Malaysian Family Life Survey (MFLS)

The present study employs household income data from the Malaysian Family Life
Survey (MFLS), which was conducted in Peninsular Malaysia by the RAND
Corporation, USA. There are two surveys — the MFLS1 and the MFLS2.! The MFLS1
was fielded in 1976-1977, while the MFLS2 was fielded in 1988-89 as a follow-up
survey to the MFLS1. The main purpose of the MFLS1 was "to provide data for
estimating the magnitude of key economic and biomedical relationships affecting
birthspacing, family size, and breastfeeding patterns of families in Peninsular
Malaysia" (Terry Fain and Tan Poh Keong, 1982, p. 1), while the purpose of the
MFLS2 “was to enable study of household behaviour in diverse setting during a
period of rapid demographic and socio-economic changes” (Haaga et.al, 1993, p.1). In
both surveys, information was collected through interviews on fertility related events,
marriage, employment, migration, income and wealth, attitudes and expectations
regarding family size and composition, community characteristics, time allocation and
transfers of resources. Thus, the information gathered in both surveys seems not only
suitable for demographic related studies such as fertility, family planning, marriage
and migration as the surveys intended, but also appropriate for studies on income

distribution since information on income and wealth was also collected.

'The first Malaysian Family Life Survey (MFLS1) was funded by the U.S. Agency for International
Development. The MFLS1 was conducted by the RAND Corporation in collabouration, initially, with
the Department of Statistics of the Government of Malaysia, and subsequently, with Survey Research
Malaysia Sdn. Bhd. For more information about the survey, see Butz and Da Vanzo (1978). The
second Malaysian Family Life Survey (MFLS2) was a colloborative project between RAND and the
National Population and Family Development Board of Malaysia, with the support from the National
Institute of Child Health and Human Development (USA) and the National Institute on Ageing (USA).
For more information about the MFLS2, see Peterson (1993).

20



The household samples in both the MFLS1 and the MFLS2 were selected from a
sampling frame designed by the Malaysian Department of Statistics. It should be
mentioned that the household samples of the MFLS included only households with at
least one ever-married woman aged 50 years or younger, i.e. one who had been
married at least once, regardless of her present marital status. Therefore, the
household samples of the MFLS were not fully representative of the entire population
of Peninsular Malaysia. However, it is most likely that households that did not fall
within the MFLS sampling criteria were small and insignificant. Therefore, even
though the household samples of the MFLS might not be fully representative of the
entire population of Peninsular Malaysia, nonetheless analysis of the MFLS data

would still provide useful information on the distribution of income in Malaysia.

The relevant data used in the analysis is taken from the following questionnaires of
the MFLS1: MF1 (Household Roster), MF4 (Female Time Budget), MF5 (Male Time
Budget), and MF6 (Income and Wealth). On the other hand, the data from the MFLS2
is taken from these questionnaires: MF25 (Household Economy), MF21 (Household
Roster), and MF26EB and MF27COMM (Community Level Data). There is a total of
1263 and 1512 households in the MFLS1 and MFLS2 samples, respectively.
Households with incomplete data are omitted. The number of household samples left
for analysis in the study totals 1245 for MFLS1 and 1507 for MFLS2. The household
samples in the MFLS can be classified according to their location (i.e. rural or urban)
and their ethnic groups. When comparing between ethnic groups, households
classified as "Other races" are omitted. “Other races” constitute only about 0.1 percent

of the total respondents.

The MFLS gathered information generally on all income received by the household —
cash and non-cash income, which included the value of self-activities such as
housework products and services for own consumption. Income data was collected on
agricultural production, ownership of animals, businesses owned, services performed,
gifts from non-household members, inheritance or dowries received, income from
insurance, pensions, retirement programs and interest; income received from renting
rooms, houses or land; ownership of land; and possession of durable goods. Thus, the

concept of income used in the MFLS was fairly broad and the income data could also
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be classified according to its sources. Here household income, which refers to total

annual income received by each household, is broadly grouped into the following

sources:
(1) Paid employment — refers to income before tax received from work, which
is mainly wages and salaries, including bonuses as well as payments in-
kind;

(if)  Self-employment — refers to gross income from self-employment including
income from agriculture and business activities;

(iii)  Rent (from property such as housing, and land), interest and dividends;
(iv)  Pensions and employment provident funds (EPF);

(v) Remittances;

(vi)  Welfare payment and zakat?;

(vii) Inheritance, gifts and dowries;

(viii) Home produce and consumption, and

(ix)  Others

Thus, the MFLS data sets allow analysis to be carried out not only to examine within-
and between-group contribution, but also to examine the contribution of different

source of income to total inequality.

Table 2.2.1 below shows the proportion of MFLS household samples by ethnic groups
as well as by location (rural-urban). Table 2.2.2 on the other hand shows the MFLS
rural and urban household samples by ethnic groups. It was estimated that the
population in Peninsular Malaysia in 1988 was made up of 58.0 percent Malays, 32.0
percent Chinese and 10.0 percent Indian (See Haaga, J.G. et.al 1993, p.5). Other
ethnic groups made up less than 1.0 percent. Therefore, with regards to the MFLS2
(1988/89), the household samples appear to be fairly representative of this distribution

of ethnic groups.

2 According to the Shariah (Islamic Law), zakat is a compulsory payment that is due to the poor from
the wealth of well-to-do Muslims.
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Table 2.2.1: MFLS Data: Number and Percentage of Households of the MFLS Sample,
1976/77 and 1988/89.

MFLS1 (1976/77) MFLS2 (1988/89)
No. % No. %
Rural Households 722 57.99 965 64.03
Urban Households 523 42.01 542 35.97
Malay Households 591 47.47 911 60.45
Chinese Households 496 39.84 399 26.48
Indian Households 147 11.81 184 12.21
Others 11 0.88 13 0.86
Total Households 1245 100.00 1507 100.00

Table 2.2.2: MFLS Data: Number and Percentage of the MFLS Rural and Urban Household
Samples by Ethnic Groups, 1976/77 and 1988/89.

MFLS1 (1976/77) MFLS2 (1988/89)
No. % No. %
Rural Households 722 100.00 965 100.00
Malay 435 60.25 688 71.30
Chinese 201 27.84 182 18.86
Indian 76 10.53 86 8.91
Others 10 1.39 9 0.93
Urban Households 523 100.00 542 100.00
Malay 156 29.83 223 41.14
Chinese 295 56.41 217 40.04
Indian 71 13.58 98 18.08
Others 1 0.19 4 0.74

Table 2.2.3 summarises the MFLS household income data — the total, mean, median,
standard deviation and the number of household samples. Table 2.2.4 compares the
household income statistics from the MFLS data with the government survey data
reported in Shari (2000). Interesting enough, a comparison of the mean, median as
well as income shares of the MFLS data with the figures reported in Shari (2000)
shows that both sources appears to produce more or less comparable figures. Thus,
while the MFLS household samples might not be as representative as the government
survey, nonetheless, it can still provide useful information on the income distribution

in Malaysia.
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Table 2.2.3: MFLS Data: Summary of Household Income Data, 1976/77 and 1988/89.

Standard
Total Mean Median Deviation n
1976/77
By Population Groups
All Households 7759289 6232 3840 9825.113 1245
Rural Households 2988184 4139 3106 4641.70 722
Urban Households 4771105 9123 5425 13633.07 523
Malay Households 2242082 3795 2647 4095.55 591
Chinese Houscholds 4389536 8850 5747 12368.83 496
Indian Households 1089441 7411 4220 13636.27 147
By Income Sources
Paid Employment 4555731 3659 2224 5829.11 937
Self-Employment 2769058 2224 118 8147.67 769
Rent,Interest and Dividends 97192 78 0 703.81 127
Pensions and EPF 10182 8 0 107.98 14
Welfare Payment/Zakat 1080 1 0 22.72 5
Remiltance 67750 54 0 306.80 347
Inheritance, Dowries and Gifts 11889 10 0 145.33 15
Home Consumption & Production 219338 176 0 670.08 286
Others 27069 22 0 194.20 80
TOTAL 7759289 6232 3840 9825.11 1245
1988/89
By Population Groups
All Houscholds 19849517 13172 9000 15173.74 1507
Rural Households 10527669 10910 7310 13669.17 965
Urban Households 9321848 17199 12738 16811.23 542
Malay Houscholds 10160719 11153 7200 14006.95 911
Chinese Households 6902714 17300 12140 16583.30 399
Indian Households 2462786 13385 10465 10261.18 184
By Income Sources
Paid Employment 11877028 7881 5400 10834.35 1141
Self-Employment 4843315 3214 0 8136.25 706
Rent, Interest and Dividends 642061 426 0 2566.96 271
Pensions and EPF 661656 439 0 4382.66 107
Welfare Payment/Zakat 4293 3 0 56.50 19
Remittance 996128 661 0 2613.74 542
Inheritance, Dowries and Gifts 130184 86 0 520.87 67
Home Consumption & Production 480715 319 0 1409.66 428
Others 214137 142 0 1498.53 106
19849517 13172 9000 15173.74 1507

TOTAL
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Table 2.2.4: A Comparison of Mean, Median and Income Share of Household Income from
the MFLS Data and Previously Reported Data.

Shari (2000) MFLS
1976 1987 1990 1976/77 1988/89
All Households
Mean 514 1074 1163 6232 (519) 13172 (1098)
Median 313 738 808 3840 (320) 9000 (750)
Income share of:
Top 20% 57.7 51.2 50.4 57.88 51.77
Middle 40% 31.2 35.0 35.3 32.21 34,90
Bottom 40% 11.1 13.8 14.3 991 13.34
Rural Households
Mean 392 852 927 4139 (345) 10910 (909)
Median 262 629 697 3106 (259) 7310 (609)
Income share of:
Top 20% 54.5 48.3 47.1 51.65 52.47
Middle 40% 33.7 36.7 37.1 37.20 34.06
Bottom 40% 11.8 15.0 15.8 11.15 13.47
Urban Households
Mean 830 1467 1591 9123 (760) 17199 (1433)
Median 495 1004 1104 5425 (452) 12738 (1062)
Income share of:
Top 20% 55.9 50.8 50.6 57.79 48.41
Middle 40% 322 35.0 35.1 31.68 36.29
Bottom 40% 11.9 14.2 14.3 10.53 15.30
Malay Households
Mean 345 868 931 3795 (316) 11153 (929)
Median 233 612 677 2647 (221) 7200 (600)
Income share of:
Top 20% 53.8 50.2 49.5 53.91 53.72
Middle 40% 34.5 35.7 35.7 35.66 33.24
Bottom 40% 11.7 14.1 14.8 10.42 13.04
Chinese Households
Mean 787 1430 1582 8850 (738) 17300 (1442)
Median 480 1021 1137 5747 (479) 12140 (1012)
Income share of:
Top 20% 56.0 48.9 49.2 55.70 48.65
Middle 40% 314 36.0 35.7 32.78 35.71
Bottom 40% 12.6 15.1 15.1 11.52 15.64
Indian Households
Mean 538 1089 1201 7411 (618) 13385 (1115)
Median 329 799 881 4220 (352) 10465 (872)
Income share of:
Top 20% 524 472 47.7 58.00 43.07
Middle 40% 33.0 359 35.8 28.11 39.06
Bottom 40% 14.6 16.9 16.5 13.89 17.87
Note:

The mean and median income reported by Shari is the current monthly household income. The mean
and median income of the MFLS data reported here is the current annual household income. The
current monthly household income of the MFLS figures is given in parenthesis.
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2.2.2 Other Sources of Data

Since the MFLS data is only available for two periods — 1976/77 and 1988/89 — to get
a better picture on the trends and changes in income inequality over a longer period,
the study has also relied on the readily available figures on income inequality and
poverty. Readily available figures on income inequality such as the Gini index,
income shares and poverty incidence have been obtained from official government
documents such as the Outline Perspective Plan (OPP) and Malaysia Five-Year Plans.
In addition, published figures on income inequality and poverty have been obtained
from the previous studies. Among those who have studied income distribution in
Malaysia are Snodgrass (1980), Anand (1983), Ikemoto (1985), Perumal (1989), Shari
and Zin (1990), Shireen (1998) and Shari (2000). These studies, in turn, have used
readily available data from official government documents or from the government

surveys listed below:
a. Household Budget Survey (HBS) of the Federation of Malaya 1957/58
(Department of Statistics).

b. The Socio-Economic Sample Survey of Households 1967-1968 (SES)
(Department of Statistics).

c. Survey Research Malaysia/Ford Social and Economic Survey 1967/68
(Survey Research Malaysia Sendirian Berhad).

d. The Post Enumeration Survey (PES) of the 1970 Population Census,
(Department of Statistics).

e. Household Expenditure Survey 1973 (HES) (Department of Statistics).
f. National Agricultural Census 1977 (NAC) (reference year 1976).

g. Household Income Survey (HIS) 1980 (reference year1979) (Department
of Statistics).

h. Household Income Survey (HIS) 1984 (Department of Statistics).
i. Household Income Survey (HIS) 1987 (Department of Statistics).

j.  Household Income Survey (HIS) 1989 (Department of Statistics).
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In addition, other data such as that on economic performance and elections that is
relevant to the study has come from various relevant sources. These include official
publications and reports such as Annual Economic Report of the Ministry of Finance,
Bank Negara Malaysia Annual Report, Monthly Statistical Bulletin of Bank Negara
Malaysia. Data published by international institutions such as the International

Monetary Fund and The World Bank has also been used.

2.3 Measures of Inequality

There are many measures of inequality that have been proposed in the literature, and
each measure has its own strengths and weaknesses. An index of inequality is a scalar
measure of an array of numbers describing different aspects of distribution. Thus
there is loss of information in constructing any index of inequality. This study,
therefore, has reported a number of commonly used measures — Gini, Shorrocks,
Theil and Wolfson indices -- to capture different aspects of inequality. The Gini,
Shorrocks, and Theil indices of inequality are decomposable into its various
components. In general, the decomposition of an income inequality index can be
divided into two categories. First, when the income data can be classified into
different mutually exclusive and exhaustive groups, it is possible to examine how
much of the total inequality is due to "intra-group" inequality and how much is due to
“"inter-group” inequality. For this purpose, the study has used the Theil index of
inequality, which is then decomposed to its "intra-group" and "inter-group"
contribution. Decomposition of the Theil inequality index provides a measure of the
amount of contribution of the different groups to total inequality. The inter-group
component is defined as the inequality index when intra-group income differences are
suppressed. Hence, it is the level of inequality resulting from income disparities
between different groups. On the other hand, the intra-group component is the level of
inequality resulting from intra-group income differences, i.e. when between-group

income differences are suppressed.
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Second, when income is derived from different sources such as labour, capital and
transfers, it is possible to examine the contribution of inequality in the income sources
to total inequality. For this purpose, the study has considered two measures of
inequality, which are decomposed to examine the contribution of different sources of
income to total household income inequality. The first measure is the usual Gini
inequality index. Here, the Gini decomposition is performed following the method
described by Yao (1997). The second measure is Shorrock's index of inequality, that
is a variance measure, explained in Shorrocks (1982). The calculation of Theil, Gini

and Shorrock’s indexes, as well as their decomposition is explained below.

2.3.1 Theil index

Consider a population that consists of n number of households. Let y = (yi, ¥, ..., Yn)
denote an income distribution among the n households, where y; is the income of
household i (i=1, 2, ...,n). Let also the arithmetic mean income of the distribution be

,i.e. p=1/n (Zy;), where i=1, 2,..., n. Theil index is then expressed as follows:

[l] T(y’n)=(1/n) { Z { [YI/P] [ln (yl/l’l)] } }9 where i=1’23"-3n-

Now, suppose that the households can be classified into m groups. There are ng
households in each group, where k=1,...,m. Let household income in group k be
denoted by xk = (xk[, ey xknk), and let py denote their arithmetic mean income, i.e. ik
= llnk(Zxk), where k=1, 2, ..., m. The groups are mutually exclusive and exhaustive,
which means that no household is a member of more than one group, and that the sum
of ny for all groups taken together is equal to the total number of households, n, and
that union of the sets {x*} is the set {yi}. The Theil index, T(y,n), can then be

decomposed as follows:
[2] T(y.n) = [ 3 (u/p) TS0 (/) 1+ { T (u/p) (In (i/p) (mi/n) }

where k=1,...,m; and T(x*,n) = (I/n) { ¥ { [x*/pi] [In (x*/w)] } }, where k=1, 2, ...,

m and i=1,2, ..., n.
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The Theil index of equation [2] can be broken down into two parts, Tw and Tg, as

follows:
T(y,n)=Tw + Ts
where Tw = [3 (/) T(x*,n¢) (ne/n) 1, and Te={ > (/W) (In (u/p)) (ng/n)}.

The first part, Tw, can be interpreted as the "intra-group" (within-group) inequality
contribution to inequality, while the second part, Tp, can be regarded as the "inter-
group" (between-group) contribution to inequality. The percentage contribution of
within-group inequality is then derived by taking the ratio of Tw to T(y,n) and
multiplying by 100. Similarly, the percentage contribution of between-group

inequality is derived by taking the ratio of Tg to T(y,n) and multiplying by 100.

2.3.2 Shorrock's Index and Decomposition

Once again, consider a population that consists of n number of households, i=1, 2,
...,N. Their income is derived from k sources, say sources r = 1, 2, ...k. Let y;" be the
income derived from source r by the i"™ household. The aggregate income for that i™
household, yi, is the sum of y;’, summed over r=1, 2, ..., k. Let also the symbols p
and L, represent the arithmetic mean of y; and y;" respectively. If I is the index of

inequality of y;, then Shorrocks (1982) demonstrates that,

[11CA=1{z, ..., 2.}, where, z= yi+( - ), fori=1,...,n, and

[2] CrB= L{y1,....,¥n} - I (Wy,...,Wn), where wi=(yi- yi"- W), fori=1,...,n.

C.* could be interpreted as the value of inequality index if income in all other sources
other than source r were equally distributed. In other words, C,A is the inequality
index if the only source of income differences arose from source r. C,B on the other

hand, could be interpreted as the decline in inequality index when income from source

r is equally distributed, while all other income source remain unaffected. Shorrocks
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(1982) also demonstrates that the two components, C* and CrB, can be
unambiguously separated if the inequality measure selected comes from a limited
class of measures, such as the square of coefficient of variation. Therefore, the
inequality index I can be decomposed into the contribution of each income source.
The aggregate inequality then is the sum of these components over the entire range of

the income sources, r=1, 2,...k, i.e.

31 H{y1, Y25 oY }=2.Se(Yi1se - s¥ns¥i1's--»¥n'), Where Shorrock (1982) has demonstrated
that;
[4] Syt Yyt o¥a) = (12 CA + ).

The fractional contribution of source r to the total inequality is S/I, and the
percentage contribution could be obtained by multiplying this amount by 100. The
inequality index, I, considered here is the C-Square, i.e. the square of coefficient of

variation.

Besides examining the contribution of each source, it is also interesting to calculate
the likely impact of each source on total income inequality. Thus, it would be
worthwhile to estimate the proportion of inequality that would remain if the only
source of income differences is from source r, while inequality in the rest of the
sources were eliminated; and also to estimate the proportion of inequality that would
remain if the income from source r were equally distributed while the distribution of
the rest of the sources remains unchanged. Let the former be denoted o, while the
latter B". Following Jenskins (1995) and Papatheodorou (1998), o and PB" are

calculated as follows:

[5] o =C/*1and
[6] B =(-CPYI
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2.3.3 The Gini Index and Decomposition

The most commonly used measure of income incquality is the Gini coefficient. It is
the ratio of the difference between the line of complete equality and the Lorenz curve
to the triangular region underneath the diagonal (line of complete equality). The
Lorenz curve plots the percentage of the population on the horizontal axis, starting
with the poorest, while the vertical axis is the percentage of total income. The Gini
coefficient is exactly one-half of the relative mean difference, which is defined as the
arithmetic average of the absolute values of differences between all pairs of incomes

(Sen 1997, pp. 30-31), i.e.

[1] G = (1/2nw) { 3 Tilyi- il

If income is arranged in a descending order, i.e. y; > y2 > ...> ¥,, then the above

expression is reduced to the following:
[21 G =1 + (1/n) = /(*W)[y1 + 2y2 +...+ nY,]

One of the attractions of using the Gini coefficient as an inequality index is that “it is
a very direct measure of income difference, taking into account the differences
between every pair of incomes” (Sen 1997b, p. 31). In most other measures of
inequality, only the distance between the mean value and income levels is considered

in the expression of inequality.

When the total income is divided into a number of sources, the Gini coefficient
measuring the total income inequality can be decomposed into its various sources.
Yao (1997) develops a new decomposition approach which is simple to follow and
applicable regardless of how the population is grouped. Following Yao (1997),
consider a population that is divided into n groups. Let m; denote the mean income of
group i (i=1,2,...,n), m the mean income of the total population, p; the population
share of group i, and w;, where w; = pimy/m, is the income share of group i in total
income. Yao (1997) expresses the Gini index measuring total income inequality as

follows:
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[1] G=1-} pi(2Qi-wy),i=1,2,...,n.
i=1

n n
where Y pi=l, Y w;=1, wi=pimy/m, and
i=1 i=1

1
Q=Y wy, fork=1,2, ..., n, is the cumulative income share from group 1 to group i,
k=1

and p; and w; follow an ascending order of m; (m; < m; <...< m,). Now, suppose that
the total income is derived from F sources. Let wg=p;mg/m¢ denote the income share
of group i in the total income arising from factor f (f=1,2,...,F), where p; is defined as
above, my is the population mean income of factor f, and mg is the mean factor income
of group i. If pi's and wy's are arranged so that they strictly follow a monotonically
ascending order of group mean factor income mg’s (or mp < m g <...< mg), the Gini

coefficient for income source f is defined as follows:

n
[2] Gy =1- 2 pi(2Qsi - wr)

i=1

where

n i

Y pi=l, Qg = Y wg is the cumulative income share from group 1 to i with p;'s and

i=1 k=1

w;'s following mg < m g <...<m. If pi's and wg's follow an ascending order of group

mean total income, my's, instead of group mean factor income, mg's, the same equation

can be used to calculate the factor concentration ratio, Cs, as below:

n
[3] C¢=1-3 pi(2Qs - wn)

i=1

with p;'s and wg's following m; < m; <...< m,. Substituting equation [3] into equation

[1], the Gini index can then be decomposed as:
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F
G= ZWfo
f=1

where,

F F

Ywr =) mgm=l
f=1 f=1

In other words, the Gini index of total income is the weighted average of
concentration ratios. Thus, the decomposition of the Gini index only involves the
factor concentration ratio, Cs's, and the factor income shares in total income, wg, and
does not involve the calculation of factor Gini index, Gy's. Dividing the factor
concentration ratio, Cg, with the total Gini index, G, gives the relative concentration

coefficient, gg, which is defined as follows:

F
[4] gr= Ci/G, and Z wigr=1
f=1

If the ordering of mfi’s is exactly the same as that of mi’s, then C=Gzg. If the ordering
of mfi’s is different from that of mi’s, Yao (1997) demonstrates that C¢ < Gy¢. The
relative concentration ratio, g, shows the effects of income source f on total
inequality. If the gr value for an income factor is greater than unity, that income factor
is said to be an inequality-increasing factor, which means that, ceteris paribus, an
enlarged share of that income factor will lead to an increase in total income
inequality. On the contrary, if the g¢ value of an income factor is less than unity, that
income factor is said to be an inequality-decreasing factor. The percentage
contribution of an income source can then be obtained by multiplying the wsgr value

of the income source by 100.
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2.4 Measure of Polarisation

Wolfson (1994, 1997) has shown that inequality measures such as the Gini index are
unable to capture the distributional changes with regards to changes in the share of
income held by the middle-income group. As a result, analysis that examines only the
inequality aspect of income distribution might have missed relevant aspects of how
the distribution has really changed. It is for this reason that Wolfson (1994, p. 358)
has suggested that measures that captures the changes with regards to the middle of
the distribution, i.e. the question of polarisation, should be included when examining

distribution of income. Thus, the question of polarisation merits investigation.

Hypothetically, polarisation can be perceived as signifying two aspects of
distributional changes — “spreadoutness” and bimodality (Wolfson 1997, p.402).
Spreadoutness signifies that there are fewer individuals or households with middle
level income, i.e. the distribution is spreading out from the middle. Bimodality, a
concept that is related to “spreadoutness”, denotes the clustering of formerly middle
level incomes at either higher or lower levels. Thus, polarisation is said to exist when
income is largely concentrated in both end of the distribution, with less in the middle.’
Distribution X is said to be more polarised than distribution Y if income distribution
in X is more bimodal in the sense that it contain more poor and rich, but fewer people
in the middle. In this sense, polarisation can also be perceived as the degree by which
a population is divided between the “haves” and the “have-nots” (Ravallion and Chen,

1997, p.366).*

* It might be for this reason that the concept of polarisation is also known as the "disappearing middle-
class" phenomenon.

* A more polarised distribution does not necessarily imply that the distribution is more unequal. This
could happen if there is a transfer of income within the poorest half of the population as well as in the
other richest half, such that the gainers are poorer than the losers. In this case, inequality will decrease,
but polarisation might increase. To take an example given by Ravallion and Chen (1997, p.367),
suppose there are four people with incomes £1, £2, £3 and £4. We take £0.50 from the person with £2
and give it to the person with £1, and we take £0.50 from the person with £4 and give it to the one with
£3. Thus the new distribution is £1.50, £1.50, £3.50 and £3.50. Obviously inequality has fallen,
because gainers are poorer than losers. However polarisation has increased, in the sense that the
distribution is now more sharply divided into “rich” and “poor” than previously.
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Here, a measure of polarisation developed by Wolfson — called the Wolfson index of
polarisation (W) — is considered. Wolfson (1994, 1997) developed a measure of
polarisation that is based on the Lorenz curve. His derivation of the polarisation
measure begins with the demonstration that both the Lorenz curve and the polarisation
curve could be derived from a cumulative density function (cdf) for a distribution of
income (Figure 2.4.1a). The derivation of the Lorenz curve shown in Figure 2.4.1c
involves one intermediate step between the cumulative density function (cdf) and the
Lorenz curve. This step involves exchanging the axes of the cumulative density
function (cdf) of Figure 2.4.1a so that population percentiles are ranged along the
horizontal axis and income along the vertical axis, followed by dividing each
individual income by the mean income. The result of this transformation is as in

Figure 2.4.1b.

Integrating the curve in Figure 2.4.1b from the origin to the right will result in the
Lorenz curve as in Figure 2.4.1c. The derivation of Wolfson’s polarisation curve also
follows a similar and parallel path of graphical transformation of the cumulative
density function (Figure 2.4.1a) as with the derivation of Lorenz curve. It begins with
exchanging the axes of the cumulative density function (Figure 2.4.1a), so that
population percentiles are ranged along the horizontal axis and income along the

vertical axis, but then continues with the following order of operations:

i. individuals’ income is normalised by dividing by the median (rather than
the mean as in the derivation of Lorenz curve);

ii. the horizontal axis is then shifted up to touch the resulting median-
normalised parade at the mid-point of the horizontal axis, the 50"
population percentile, which is now equal to one as a result of the
normalisation; and

iii. the curve for the 50 percent of the population with income below the

median, i.e. the curve that now lies below the horizontal axis, is then
flipped around the horizontal axis.
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Figure 2.4.1: Graphical Development of Lorenz and Polarisation Curves.

Population
Figure 2.4.1a
Income
Figure 2.4.1b Figure 2.4.1d
Figure 2.4.1¢ Figure 2.4.1e
|

Source: Wolfson (1997, p.405).

The result is a curve as shown in Figure 2.4.1d. For any population percentile along
the horizontal axis, Figure 2.4.1d shows how far its income, expressed as a proportion
of the median, is from the median. The curve in Figure 2.4.1d therefore indicates the
degree of spread of income distribution from the middle (50™ population percentile).
A less spread-out distribution, i.e. one with a larger middle class, will have a curve

that is lower.
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Figure 2.4.1d however does not capture the second notion of polarisation, which is
bimodality, since a progressive transfer wholly on one side of the median will result
in a second curve that crosses the first. To overcome this problem, Wolfson
performed a simple transformation of Figure 2.4.1d that makes it simultaneously
sensitive to both distributional attributes — spreadoutness from the middle and
bimodality. This involves integrating the curve in Figure 2.4.1d out in both directions
from the mid-point along the horizontal axis (where by construction the height of the
curve is zero) to get the “cumulative spreadoutness” or polarisation curve shown in
Figure 2.4.1e. The area under this polarisation curve, W, is the measure (index) of

polarisation.

Both the Lorenz (Figure 2.4.1c) and polarisation curves (Figure 2.4.1e) can actually
be brought together in one graph as shown in Figure 2.4.2. Figure 2.4.2 shows the
usual Lorenz curve. The only addition here is that there is a tangent line to the Lorenz
curve at the 50" population percentile, with the vertical axis extended down to meet
this tangent line. Wolfson demonstrated that if the vertical axis of the polarisation
curve in Figure 2.4.1e is renormalized by multiplying it by the ratio of the median to
the mean, and then tilting the horizontal axis until it has the same slope as the tangent
line to the Lorenz curve at the 50 population percentile, the transformed polarisation

curve is identical to the Lorenz curve.

It can be shown that, W, the area under the polarisation curve of Figure 2.4.1e, i.e. the
scalar indicator of the extent of polarisation or the size of the middle class, is a simple
transform of the lightly shaded area in Figure 2.4.2. The lightly shaded area in Figure
2.4.2 between the tangent line and the Lorenz curve is,

[1]1 T - Gini/2

The area under the polarisation curve of Figure 2.4.1e, W, is

[2] W = (T-Gini/2)/(m/p)
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where m/u is the slope of the tangent line to the Lorenz curve at the 50™ population
percentile; m is the median; u is the mean; and T is the area of the trapezoid defined
by the 45 degree line and the median tangent. T in turn equals the vertical distance
between the Lorenz curve and the 45-degree line at the 50™ population percentile.
This in turn is equal to the difference between 50 percent and the income share of the
bottom half of the population, which is denoted by 0.5 — L (0.5). For a perfectly equal
distribution of income, W has a value of zero, which is its minimum value. For a
perfectly bimodal distribution, W has a value of 0.25, which means half of the
population has zero income and the other half has 2y (with the median being equal to

@ in this case).

Figure 2.4.2: Wolfson Measure of Polarisation Based On the Lorenz Curve

1 -
D Gini (x .5)
El Polarisation (transformed)
Lorenz
45-Degree Line
\ Median Tangent Line
0

Source: Wolfson (1997, p.407).
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In order to have an index that has a similar range of values as the Gini, i.e. between 0
and 1, Wolfson arbitrarily defined W as having four times the area discussed so that

the Wolfson polarisation index became as follows:’

[3] W = 2(2T-Gini)/(m/p)

Thus, Wolfson’s index of polarisation (W), like the Gini index, has a value between 0
and 1. As mentioned above, the value O indicates that there is no polarisation, while
the value 1 indicates a complete polarisation. Zero polarisation occurs in a situation
where there is complete equality, while complete polarisation occurs when half of the

population has zero income and the other half has twice the mean.

2.5 Measures of Poverty

A decline in income inequality does not necessarily imply that there will be an
improvement in the standard of living of the poorest section of the households. Even
when there has been a decline in income inequality, one cannot conclude with
certainty that there is also a reduction in poverty, since it is possible to have an
improvement in the overall income inequality, but the poorest section of the
households could become poorer or at least remain the same. For instance, inequality
index can show an improvement if there is a transfer of income from the richest to the
less rich people amongst the rich, with no change to the poor section of the society.
Therefore, the question is: what happens to the poorest section of the households? The
question of poverty needs examination. There are basically two steps to poverty
assessment (Sen 1997b, p.165). The first is to identify who are the poor among the
population, and the second is to gather the relevant data describing the poor to arrive

at an aggregate poverty index of the population.

5 Ravallion and Chen (1997, p.369) expressed Wolfson's index of polarisation, W, as follows: W =
2(u* - p)/m; where p* is the distribution-corrected mean income (given by the actual mean times 1
minus the Gini index), p" is the mean income of the poorest half of the population, and m is the median

income.
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The most common approach to identify the poor is by defining the income poverty
line, i.e. the borderline of income that separates the poor from the non-poor. Thus,
those incomes falls below the poverty line are considered to be the poor. While this
approach seems simple, it actually involves complex and difficult conceptual issues.
The problem is determining the appropriate poverty line. There are different
perceptions on poverty, and therefore various suggestions on how to define the
poverty line. Indeed, there is often disagreement on how to define the poverty line.
Basically there are two approaches: the absolute approach and the relative approach.
The absolute approach defines the poverty line independent of the standard of living
of the general population. This approach involves a concept of a minimum standard of
living, i.e. the minimum level of consumption (for instance nutritional requirement)
for survival. Thus, the poverty line is the estimated cost of the bundle of goods
necessary to ensure that the basic minimum requirements are met. The difficulty
however is to identify what these minimum requirements are. Usually this refers to
physical requirements for survival, for example, nutritional requirements. Thus, one
of the most important components of basic requirements is food expenditure, which is
usually based on food energy intake level. In addition, a certain amount of non-food

items such as housing and clothing is also included.

The relative approach however, defines the poverty line in relation to the general
standard of living that prevails in the society. This approach defines a person as being
poor when his or her income is significantly below the national average. One relative
measure defines poverty as the situation at the lower end of the income distribution
scale, for example the bottom 10 or 20 percent. However, using this definition,
poverty will only be diminished if complete equality of income is achieved, since the
bottom 10 or 20 percent will surely always exist whenever income is not equally
distributed. Besides, this relative approach to poverty is also likely to give no

indication on the quality of life of the poor.

With regards to income poverty line in Malaysia, it is surprising to find that income
poverty lines were not officially published until the publication of the Mid-Term
Review of the Fifth Malaysia Plan in 1989, where the official income poverty line in

1987 as mentioned in the Mid-Term Review of the Fifth Malaysia Plan was RM350
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for a household of 5.14 persons in Peninsular Malaysia (Shireen, 1998, p. 151). This
is quite surprising since poverty eradication is one of the main objective of the NEP,
and poverty incidence has been reported in various government official documents
long before. Shireen (1998) however has taken the trouble to estimate the income
poverty line from 1978 to 1990, using the income poverty line estimated by Mahbob
(1976) as her point of reference.’ She derived her estimation of the income poverty
line by updating annually, component by component the Mahbob (1976) income

poverty line. Table 2.5.1 below shows her estimation of the income poverty line.

Table 2.5.1: Income Poverty Line in Peninsular Malaysia (current prices), 1977-1990.

Year Poverty Line Income (RM)
1977 252.36
1978 264.47
1979 273.08
1980 287.33
1981 318.07
1982 339.98
1983 352.34
1984 353.00
1985 352.47
1986 353.40
1987 356.17
1988 366.02
1989 375.98
1990 389.41

Notes: (1) 1977-1983: household size of 5.4 persons; 1984-1990: household size of 5.14 persons. (2)
The government has changed the average household size in 1993 to 4.8 persons.
Source: Shireen (1998, p. 153).

Shireen (1998, p.153) claimed that her estimation is “very close to those given by the
EPU” and is fairly correct. In this study, the income poverty line estimated by Shireen
(1998) is employed, which is RM252.36 for a 5.4 member household in 1977 and
RM366.02 for a 5.14 member household in 1989. While this could be a source of

disagreement, it is nonetheless sufficient for the purpose of the present study.

Once the income poverty line has been determined, the next step is to determine how
much poverty exists with reference to it. Below we discuss the measures of poverty

that are mostly used in the literature and in this study.

§ Unpublished EPU paper by Mahbob (1976) estimated that the income poverty line in 1976 was
RM252.36 for a household of 5.4 persons in Peninsular Malaysia (See Shireen 1998, p.151).
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2.5.1 Head-Count Ratio (H)

One of the simplest and the most widely used measures of poverty is the "head-count
ratio", or the poverty incidence. The head-count ratio is basically the proportion of
total population whose income falls below the specified poverty line. Thus, suppose
there are n households, whose income is yj, y2, ..., ¥a. Let z be the income poverty
line, and there are m households with income yi, y3, ..., Ym, that are less than (or equal

to) z, then the head count ratio (H) is simply the ratioof mto n, i.e.

H(y,z) = m/n

However, one of the shortcomings of the head-count ratio is that it fails to take into
account the extent to which the income of the poor falls below the income poverty
line. The poor who are just below the income poverty line and the poor who are really
in destitution are treated as the same by the head-count ratio. In other words, it
ignores the "depth" as well as the "distribution” of poverty (Sen 1997b, p.168). Thus,

the poverty-income gap ratio might be preferred.

2.5.2 Poverty-Income Gap Ratio (I)

The poverty-income gap measures the sum of the shortfall in income of each of the
poor from the poverty line. Thus, it measures the depth of the poor person’s poverty.
If the income of the i"™ poor person is y;, and the income poverty line is z, then the
poverty-income gap is z-yi. If the total income unit that are poor is m, then the
aggregate gap of all of the poor would be the summation of all individual income gap,

ie.,
I=Y (z-y),i1=1,2,...,m.
The advantage of the poverty-income gap is that it identifies the total amount of

income needed to lift all the poor up to the poverty line, i.e. the minimum amount of

income needed to wipe out poverty. Since the above expression ignores the number of
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people falling below the poverty line, the poverty-income gap ratio is preferred. It is a
normalised version of the poverty-income gap, to make it independent of the number
of the poor (as well as the currency in which poverty income is recorded). The
poverty-income gap ratio is obtained by normalising the above expression by dividing

it by the factor mz;
=3 (z-yi)/(mz),i=1, 2, ..., m.

Yet shortcomings of this index remain. The poverty-income gap ratio still ignores the
distribution of income among the poor, i.e. how the total income gap is divided
among them. For instance, a transfer of income from the poorest household to a less
poor household, but leaving the recipient household still below the poverty line would
not be reflected in a change of the index. Thus, both H and I indices are “best seen as
partial indicators of poverty” (Sen 1997b, p.169). To overcome the problem, Sen
(1997) proposes a distribution-sensitive of poverty measure, which is discussed

below.

2.5.3 Sen Index (S)
Sen (1997b) proposed an improvement on the poverty measure by combining a
measure of distribution among the poor (G,) with the head-count ratio (H) and the

poverty-income gap ratio (I). Thus, this index introduces a welfare function, which is

sensitive to income distribution among the poor. The Sen index is defined as follows:
S=H[I-{-D{1-Gy (m/(1+m))}]

For a large number of poor, the Sen index is reduced to,

S=H[I+(1-1) Gy].

A problem with the Sen index is that a transfer from a poor household to a less poor

household could decrease the index if the latter crosses the poverty income line
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resulting from the transfer. This property of Sen index might be tolerable if both
households were just a little bit below the poverty line and were close to each other.
This might be tolerable since the transfer contemplated to enable the less poor
household to cross the poverty income line were likely to be small. However, if the
household that loses out suffers significantly as a result of the transfer, the decrease of
the index would be questionable. Clark, Hemming and Ulph (1981) have suggested a

partial remedy to the problem of the Sen index, which is explained below.

2.5.4 Clark, Hemming and Ulph Index (P*)

A partial remedy to the problem of the Sen index suggested by Clark, Hemming and
Ulph (1981) is to make the greater is the sacrifice of the household making the
transfer to enable someone to cross over the poverty line, the lesser is the amount, if
there is any, of poverty reduction. Thus, if there is a transfer from a poor person to a
less poor person who is near to the poverty line, such that the latter crosses the
poverty line, the poverty index may be decreased. However, the poorer the person
making the transfer, the lesser the power of that transfer is to reduce the poverty
index. An index, P*, which was suggested by Clark, Hemming and Ulph (1981) that

holds such properties is defined as follows:

P* = 1- [H {(1-A)(1-D}"® + 1-H)M

where A is the Atkinson index over the income distribution of those who fall below

the poverty line. The Atkinson index is defined as below:

A =1-(ye/pp)

where y. and p, are equivalent and mean income, respectively, for the poor. The
equivalent income, Y., is defined as that income which makes the utility function

equal to the mean of the utility of the poor. Thus,

[ye]"® = (1/m) Y[yi]"™®, summed over i=1,,...,m.
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The Atkinson index is defined for a particular utility function in these calculations:
U(y) = (1/B)[yi1"®, where i=1,2,...,m, those below the poverty line.

To ensure the concavity of the utility function, the parameter € must be less than
unity. The parameter € is regarded as an inequality aversion parameter in the Atkinson
index of inequality. It can be regarded as a poverty aversion parameter in the context
of P* index because here what is being considered is income distribution among the

poor.

2.5.5 Foster, Greer and Thorbecke index (FGT)

All of the above poverty indices are not decomposable in the sense that they do not
necessarily establish sensible relationships between subgroup poverty and overall
poverty with a view to determining how much each subgroup contributes to total
poverty. Foster, Greer and Thorbecke (1984) proposed an index, which was not only
designed to overcome this shortcoming, but also generalised the H and I poverty

indices. The FGT index is defined with respect to the parameter o > 0 as follows:
FGT(a) = ¥ (z - yi5)°/nz®, summed over i=1,...,m.

For a=0, the head-count ratio is obtained, i.e. FGT(a)=H. For a =1, the FGT(a)=HI
where I is the poverty-income gap ratio. It becomes more interesting for a =2, where
the above expression becomes the following:

FGT(a=2) =H [ I + (1-)*(CVm)’]

where CV, is the coefficient of variation of the income of those who fall below the

poverty line, which is defined as below;

(CVm)* = X (tm — Y1)/ ().
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Here, pny is the mean value of the income of the poor, and y;, i=1,2,...m, is the income
of the i individual among the poor. Thus, as can be seen above, for a =2, the FGT(c)
index has taken into account the income distribution among the poor. To see how
decomposing the FGT(a) poverty index could be done, suppose that there are k
mutually exclusive and exhaustive subgroups of the sample population. Group j
contains nj number of individuals, and the sum of n; for j=1,...,k is equal to n, the total
population. Not all individuals in any subgroup may have income below the poverty
line, which is z. They are only m; number of poor individuals in group j. Thus the sum
of m; for j=1,...k is equal to m, the total number of the poor individuals in the sample.

Those who fall below the poverty line is given by:

FGT(a) =3, (ny/n) FGT; ().

The FGT index for subgroup j of the above equation is given by:

FGT; (o) = [ ¥ (z - yi) V[njz"],

summed over the counter j=1,2,....,k, where y;; is the income of the it person whose

income is below z in the jlh subgroup. The percentage contribution to total poverty
index of the j'h group is given by [(ny/n)FGTj(a)]/ FGT(a) * 100.
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Chapter 3

Income Inequality and Poverty: Evidence from the
Malaysian Family Life Survey (MFLS) Data

3.1 Introduction

Many have investigated the question of income inequality and poverty in Malaysia.
Among others, there are the studies by Snodgrass (1980), Anand (1983), Ikemoto
(1985), Perumal (1989), Faaland et.al (1990), Shari and Zin (1990), Shireen (1998)
and Shari (2000). These studies use income distribution figures provided by the
government survey data such as the Household Budget Survey (HBS) of the
Federation of Malaya 1957/58, the Socio-Economic Sample Survey of Household
1967-1968 (SES), the Post Enumeration Survey 1970 (PES), the Household
Expenditure Survey 1973 (HES), the National Agricultural Census 1977 (NAC), and
various Household Income Surveys (HIS). Here, a different income data set from the
previous studies is used: the income data from the Malaysian Family Life Survey

(MFLS).

The MFLS data set consists of information that could be used to carry out an analysis
of income inequality as previously achieved. Furthermore, using the MFLS data set,
the present study also attempts to examine the question of polarisation, an aspect of
income distribution that appears to have never been investigated before. Besides, this
study also employs a better poverty index than in the previous studies. The commonly
used measures of poverty in the previous studies as well as in government documents
are the head-count ratio and poverty-income gap. These measures have shortcomings
for gauging poverty [see for example Fields (1994), Sen (1997b) and Zheng (1997)].
Using the information provided in the MFLS data set, better measures of poverty - the
Sen index (S), Clarke, Hemming and Chu (P*) index, as well as Foster, Greerer and
Thorbecke (FGT) index - are calculated. Thus, analysis on income distribution of the

income data set available from the MFLS not only allows comparison to be made



between the findings of the present study with the previous studies, but also allows

the present study to complement and substantiate the findings of the previous studies.

The MFLS data is available for two periods — 1976/77 and 1988/89. As such, the
MFLS data analysis only gives a snapshot view of the changes of income inequality
between these two dates. To get a better picture of the trends and changes in income
inequality over a longer period, this chapter will also rely on published income
distribution figures that are readily available in the government documents as well as
in the previous studies. Nevertheless, the changes of income inequality and poverty
between these two periods covered by the MFLS data are likely to capture the
changes in income distribution during the New Economic Policy (NEP), which is

implemented in the 1971-1990 period.

This chapter is organised into five subsections. Following this introduction, the
following Section 3.2 will examines income inequality of the overall, rural-urban, and
each ethnic group, as well as the contribution of between-group and within-group
inequality to total inequality. Section 3.3 examines the question of polarisation, while
section 3.4 analyses the extent of poverty. Section 3.5 summarises as well as

concludes the chapter.

3.2 Income Inequality

This subsection reports the results of the analysis on income inequality of the MFLS
data and compares the results of this study with the findings of the previous studies.
The examination of income inequality covers the overall inequality, inequality within
and between areas (urban and rural), and also inequality amongst and between ethnic
groups. Furthermore, the contribution of between- and within-group inequality to total
income inequality is also examined. Measures of inequality as well as decomposition
of income inequality to the between- and within-group contribution presented here

has been discussed in Chapter 2.
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3.2.1 The Overall Income Inequality

Table 3.2.1 below reports the distribution of household income from the MFLS data
analysis. It shows that between 1976/77 and 1988/89 household incomes increased, as
indicated by the increase in the mean household income. The results also suggest that
between 1976/77 and 1988/89, there was a reduction in the overall income inequality
as indicated by the fall in the Gini, Shorrock’s and Theil index of inequality. For
example, the Gini and Shorrock’s indices of inequality fell from 0.5418 and 2.4852 in
1976/77 to 0.4666 and 1.3271 in 1988/89, respectively. It can also be seen that the
middle and lower income groups increased their income share, while the upper
income group lost out. Thus, between 1976/77 and 1988/89, i.e. between the earlier
and towards the end of the NEP period (1971-1990), income inequality generally

improved.

Table 3.2.1: MFLS Data: Distribution of Household Income, 1976/77 and 1988/89.

1976/77 1988/89
Gini Index (G) 0.5418 0.4666
Shorrock’s Index 2.4852 1.3271
Theil Index 0.5889 0.4055
Income share of:
Top 10% 41.76 35.65
Top 20% 57.88 51.77
Middle 40% 32.21 34.90
Bottom 40% 9.91 13.34
Mean 6232 13172
Median 3840 9000

Table 3.2.2 and Figure 3.2.1 below show the figures on income distribution in
Malaysia as reported in previous studies and government documents. It suggests that
income inequality initially increased at the beginning of the first half of the 1970s,
reaching a peak in 1976, and declined thereafter until it reached the lowest level in
1990, and started to deteriorate again after 1990. Thus, it seems that the results from
the MFLS data analysis reported above fell within this longer trend of income
inequality in Malaysia. It could be observed from Table 3.2.2 that, while there was a
reduction in income inequality during the 1970-1990 periods, it never fell back to the

pre-NEP level. The lowest Gini coefficient during the implementation of the NEP
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(1971-1990), which is 0.445 in 1990, was still higher than the Gini coefficient in
1957/58 and 1967/68. It also appears that the middle and lower-income shares
increased, while income share of the upper income group declined. However, the top
20 percent of the population still held more than half of the total household income,

which is also found in the MFLS data analysis.

Table 3.2.2: Overall Household Income Distribution in Peninsular Malaysia, 1957-1995.

Income Share of:

Mean (RM  Median (RM Gini Top Middle Bottom

per month)  per month) Coefficient 20% 40% 40%
1957/58 215 156 0.412 48.6 35.5 159
1967/68 140 154 0.444 51.3 344 14.3
1970 264 166 0.513 55.7 32.9 11.5
1976 524 313 0.529 57.7 31.2 11.1
1979 693 436 0.508 55.7 324 11.9
1985 1095 723 0.480 53.2 34.0 12.8
1987 1074 738 0.456 51.2 35.0 13.8
1990 1163 808 0.445 50.4 353 14.3
1993 n.a. n.a. 0.459 n.a. n.a. n.a.
1995 2007 n.a. 0.464 n.a. n.a. n.a.

Note:
n.a. = not available

Source: Snodgrass (1980), Malaysia (1990, 1996) and Shari (2000).

Figure 3.2.1: Trends of Gini Coefficient, 1957 to 1995.
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Besides examining how Malaysia performed in terms of income distribution between
the periods available, it might be interesting to have a rough idea on how Malaysia
performed in terms of income distribution compared to other countries. Table 3.2.3
shows income inequality in Malaysia was comparable to income inequality of some
Latin American countries. Table 3.2.4 shows income inequality in the early 1970s for
sixteen selected countries that were more or less at the same level of development and
Borda score'. It can be observed that the performance of Malaysia in terms of income
inequality is not that impressive. Income inequality in Malaysia was worse compared
to developing countries in Asia such as Taiwan, Sri Lanka, India, South Korea, and
Philippines, and also to some developing countries in Latin America such as
Venezuela, Chile and Argentina. Income share of the lower income groups was lower,
while the income share of the high-income group was higher in Malaysia, compared
to the countries mentioned above. Only three of the sixteen countries (Peru, Honduras
and Brazil) selected in Table 3.2.4 had an income distribution (in the late 1960s and

early 1970s) that was more uneven than Malaysia.

The recent ranking by Jong-II You (1998) also showed that the ranking of Malaysia in
terms of income inequality has not changed much (see Table 3.2.5 below). Compared
to the eight "East Asian Miracles" countries, Malaysia stood out the last. Besides,
among the 66 countries listed and compared by Jong-Il You (1998), Malaysia ranked
49 out of 66, i.e. ranked in the bottom third. Indeed, when ranked among the countries
classified as the upper-middle income group, Jong-Il You (1998) found that Malaysia
had the highest income inequality. Therefore, while Malaysia has been describes as
one of the "East Asian Miracles" (World Bank 1993), its performance in terms of
equitable distribution of income has unfortunately never been that extraordinary. A
rough comparison with other countries reveals that, while there has been a reduction
in income inequality in Malaysia, the level of income inequality could still be

considered relatively high.

' The Borda's method of rank-order scoring gives points equal to the rank value of each country in each
criterion of comparative ranking. This produces a complete ordering based on all the criteria taken
together in terms of lowness of the sum of ranks (Borda score).
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Table 3.2.3: Gini Coefficient of Selected Latin American Countries and Malaysia.

Country 1979-1981 1989
Argentina 0.389 0.461
Brazil 0.574 0.625
Colombia 0.578 0.515
Costa Rica 0.451 0.410
Panama 0.376 0.446
Uruguay 0.452 0.420
Venezuela 0.512 0.498
Malaysia

Government Survey Data 0.508 (1979) 0.445 (1990)

MFLS data 0.544 (1976/77) 0.473 (1988/89)

Source: (i) Fiszbein and Psacharopoulos (1995, p. 73, Table 3-1) in Lustig (1995); (ii) Shari
(2000).

Table 3.2.4: Comparisons of Income Inequalities between Selected Countries.

Share of:

Bottom Bottom Bottom Bottom Borda
Country 20% 40% 60 % 80% Score
Taiwan (1971) 8.7 21.9 38.5 60.8 4.0
Sri Lanka (1969-1970) 7.5 19.2 34.7 56.6 10.0
Yugoslavia (1973) 6.5 18.4 36.0 60.0 11.0
India (1964-65) 6.7 17.2 31.5 51.1 17.0
South Korea (1976) 5.7 16.9 323 54.7 18.0
Argentina (1970) 4.4 14.1 28.2 49.7 25.5
Chile (1968) 4.4 13.4 27.2 48.6 27.5
Philippines (1970-1971) 3.7 11.9 25.1 46.1 34.0
Costa Rica (1971) 33 12.0 25.3 45.2 37.5
Turkey (1973) 34 114 23.9 434 42.0
Mexico (1977) 2.9 10.3 23.5 45.5 45.5
Venezuela (1970) 3.0 10.3 23.2 46.0 45.5
Malaysia (1970) 3.3 10.6 22.8 43.5 46.5
Peru (1972) 1.9 7.0 18.0 39.0 59.5
Honduras (1967) 2.3 7.3 15.3 32.2 60.0
Brazil (1972) 2.0 7.0 16.4 334 60.5

Source: Meier (1984, p. 79, Table 1).
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Table 3.2.5: Ranking of Income Inequality Between Selected Countries.

Country IR  Rank Country IR Rank Country IR Rank
Hungary 3.2 1 Finland 6.0 23 Australia 9.6 45
Bulgaria 35 2 Italy 6.0 24 UK 9.6 46
Poland 39 3 Ghana 6.3 25  Venezuela 10.3 47
Rwanda 4.0 4 China 6.5 26  Peru 10.5 48
Bangladesh 4.1 5 Israel 6.6 27 Malaysia 11.7 49
Japan 43 6 Algeria 6.7 28  CostaRica 12.7 50
Nepal 43 7 Morocco 7.0 29  Mauritania 13.2 51
Spain 4.4 8 Canada 7.1 30  Dominican R. 13.2 52
Sri Lanka 44 9 Denmark 7.1 31  Mexico 13.6 53
Netherlands 4.5 10 Jordan 7.3 32 Colombia 15.5 54
Belgium 4.6 11 Philippines 7.4 33  Zimbabwe 15.6 55
Sweden 4.6 12 France 7.5 34 Botswana 16.4 56
India 4.7 13 Tunisia 7.8 35  Senegal 16.7 57
Pakistan 4.7 14 Jamaica 8.1 36  Chile 17.0 58
Ethiopia 4.8 15 Thailand 83 37  Kenya 18.2 59
Indonesia 4.9 16 Switzerland 8.6 38  Lesotho 20.7 60
Uganda 49 17 Bolivia 8.6 39 Honduras 235 61
Taiwan 52 18 Hong Kong 8.7 40  Tanzania 26.1 62
Korea 5.7 19 New Zealand 8.8 41 Guinea-Bissau  28.0 63
Germany 5.8 20  Zambia 8.9 42  Panama 29.9 64
Cote d'Ivoire 5.8 21 USA 8.9 43 Guatemala 30.0 65
Norway 5.9 22 Singapore 9.6 44  Brazil 32.1 66
Note:

IR (Inequality Ratio) = income share of the top quintile/income share of the bottom quintile.
Source: Jong-Il You (1998, Table 1, p. 40).

What the above findings show is that there is no doubt that income inequality in
Malaysia declined from 1976/77 to 1988/89. This has been indicated by both the
MFLS data analysis of this study as well as the analysis of government survey data in
previous studies. Indeed, the success in reducing inequality during the implementation
of the NEP has been regarded as one of Malaysia’s economic successes (Malaysia
1991, p. 98). However, it appears that when a comparison is made with other
countries, the success appears not to be that extraordinary. Income inequality in
Malaysia appears to be still relatively high when compared to other countries at a
similar stage of development. Indeed, the achievements in reducing income inequality
could have been much better given the fact that the economy is growing rapidly, and
hence Malaysia is in a better position to undertake redistribution programs.
Furthermore, Malaysia’s success in reducing income inequality might not be much to
be admired when income inequality after 1990 is taken into account. As already

shown earlier, after 1990, income inequality in Malaysia began to increase.
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3.2.2 Rural and Urban Income Inequality

Table 3.2.6 reports the rural and urban household income distribution from the MFLS
data analysis. It shows that between 1976/77 and 1988/89, both rural and urban
household income increased quite significantly. However, while the rural household
income significantly increased, there is no significant improvement in the distribution
of rural household income between 1976/77 and 1988/89. The Gini index for rural
households only fell from 0.4824 in 1976/77 to 0.4708 in 1988/89, i.e. a very
marginal improvement in rural income inequality. The Shorrock’s index of inequality
on the other hand showed that there was a worsening income inequality among the
rural households. Besides, it appears that the rural upper and lower income groups

gained their income shares at the expense of the rural middle-income group.

On the contrary, income inequality among the urban households improved quite
dramatically. The Gini index for the urban household decreased from 0.5343 in
1976/77 to 0.4230 in 1988/89, while the Shorrock’s index fell from 2.2333 to 0.9554.
It also appears that income share of the urban upper income group fell, while income
share of the urban middle and lower-income groups increased. Thus, figures in Table
3.2.6 implies that the fall in the overall income inequality could be mainly attributed
to the fall in urban income inequality, since there was almost no improvement in the

rural household income inequality.

Table 3.2.6: MFLS Data: Distribution of Rural and Urban Household Income, 1976/77 and
1988/89.

1976/77 1988/89
Rural Urban Rural Urban
Gini Index (G) 0.4824 0.5343 0.4708 0.4230
Shorrock’s Index 1.2578 2.2333 1.5699 0.9554
Theil Index 0.4240 0.5673 0.4300 0.3239
Income share of:
Top 10% 34.81 41.37 36.86 32.66
Top 20% 51.65 57.79 52.47 4841
Middle 40% 37.20 31.68 34.06 36.29
Bottom 40% 11.15 10.53 13.47 15.30
Mean 4139 9123 10910 17199
Median 3106 5425 7310 12738

54



A comparison of the results from the MFLS data (Table 3.2.6) with the results
reported in the previous studies (see Table 3.2.7) shows that there seems to be a
conflicting view with regard to rural household income inequality. The MFLS data
analysis shows that there is lack of improvement in rural income inequality between
1976/77 and 1988/89. However, the results from previous studies and government
documents indicate that rural income inequality improved. The Gini index reported
from previous studies fell from 0.500 in 1976 to 0.427 in 1987, while the Gini
calculated from the MFLS data only fell marginally from 0.4824 in 1976/77 to 0.4708
in 1988/89. Besides, in the previous study it was found that both the lower and
middle-income groups increased their income shares, while the upper income group
lost out. The result from the MFLS data analysis however shows that the upper and
the lower income groups incresed their income share at the expense of the middle-
income group. With regards to urban households income inequality, however, the
result from the MFLS data analysis appears to be in agreement with the results

reported in the previous studies.

Table 3.2.7: Distribution of Rural and Urban Household Income in Peninsular Malaysia,
1970-1995.

1970 1976 1979 1984 1987 1990 1995

Urban Households
Mean Income (RM per month) 432 843 1121 1541 1467 1617 2596
Median Income (RM per month) 265 506 611 1027 1004 n.a. n.a.
Gini Coefficient 0.494 0512 0503 0466 0449 0445 n.a.
Income Share of:
Top 20% 55.0 55.9 55.6 52.1 50.8 50.6 n.a.
Middle 40% 32.8 32.1 32.1 34.5 35.0 35.1 n.a.
Bottom 40% 12.2 12.0 12.3 134 14.2 14.3 n.a.
Rural Households
Mean Income (RM per month) 202 385 590 824 853 951 1300
Median Income (RM per month) 139 257 382 596 629 n.a. n.a.
Gini Coefficient 0.463 0.500 0466 0444 0427 0428 n.a.
Income Share of:
Top 20% 51.0 54.5 53.2 49.5 48.3 47.1 n.a.
Middle 40% 359 33.7 344 364 36.7 37.1 n.a.
Bottom 40% 13.1 11.8 124 14.1 15.0 15.8 n.a.
Note:

n.a.=not available
Source: (i) Snodgrass (1980); (ii) Shari and (1990); (iii) Malaysia (1990, 1997); (iv) Perumal
(1989); (v) Shireen (1998).
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The explanation for this conflicting result could arise from the differences between
the MFLS data and the government survey data used in the previous studies, such as
the concept of income being employed, and also on the sample selected as well as the
size of the sample. With regards to the concept of income used, it appears that the
concept in the MFLS data is fairly comprehensive (see Chapter 2), and indeed fairly
similar to the concept and definition of income found in the Post-Enumeration Survey
(PES), which is used by Anand (1983). Thus, differences in the concept of income

used could be ruled out as the source of the conflicting results.

It is worth mentioning again that the household samples in both the MFLS1 and
MFLS?2 were selected from a sampling frame designed by the Malaysian Department
of Statistics. Thus the sampling frame of the MFLS was the same as the sampling
frame of the government survey. The differences therefore might only lie with the
household samples selected and their size. The household samples of the MFLS
include only households with at least one ever-married woman aged 50 years or
younger, i.e. one who has been married at least once, regardless of her present marital
status. Thus, households that do not contain a woman who has been married once, or
contain an ever-married woman over the age of 50, were not included in the sample.
However, it could be argued that most households are likely to contain at least one
ever-married woman aged 50 years or younger. Therefore, even though the MFLS
samples excludes households that do not contain a woman who has been married
once, or contain an ever-married woman over the age of 50, the probability of this
occurring will be low. Thus, while the degree of representativeness of MFLS samples
might be less than that of the government survey, nonetheless the aggregate data of
both MFLS and government survey might not be significantly different from each
other. This might explain why a comparison of the mean and median income, as well
as income shares of the various income groups between the MFLS data and the

government survey data shows that they are quite similar (see Chapter 2).

It also should be noted that the results are different only with regards to rural
household inequality. With regard to the urban household inequality, there seems to
be a similarity between the MFLS and the figures reported in the previous studies.

Therefore, while the sample of the MFLS is relatively small and not as fully
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representative as the government survey, there is no strong reason to believe that the
findings from the MFLS data with regards to the rural income inequality are wrong,
and hence to be disregarded. As far as the rural income inequality is concerned, the
results from the MFLS data analysis has thrown some doubt on the prevailing
perception in the previous studies that income inequality amongst the rural

households has improved between the early NEP period and towards its end.

With regards to income inequality between the urban and rural household, there is
evidence that the income gap between the rural and urban household has been
narrowing in the NEP (1970-1990) period. Table 3.2.8 and Table 3.2.9 below show
the urban-rural disparity ratio - the ratio of the mean income between the urban and
rural households, which signifies the income gap between the rural and urban
households. The urban-rural disparity ratio calculated from the MFLS data fell from
2.204 in 1976/77 to 1.576 in 1988/89, while the urban-rural disparity ratio calculated
from the figures reported in the previous studies fell from 2.19 in 1976 to 1.70 in
1990.

Table 3.2.8: MFLS Data: Urban-Rural Disparity Ratio in Peninsular Malaysia, 1976/77 and
1988/89.

Year Urban-Rural Disparity Ratio
1976/77 2.204
1988/89 1.576

Source: Calculated from Table 3.2.6.

Table 3.2.9: Urban-Rural Disparity Ratio in Peninsular Malaysia, 1970-1995.

Year Urban-Rural Disparity Ratio
1970 2.14
1976 2.19
1979 1.90
1984 1.87
1987 1.72
1990 1.70
1993 1.75
1995 2.00

Source: Calculated from Table 3.2.7 and Shari (2000, Table 4, p.121).
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The decline in the urban-rural disparity ratio implies that between 1976/77 and
1988/89, rural household income increased at a faster rate than the urban household
income. In other words, rural household income seemed to be catching up with the
urban household income, and subsequently, improving the income gap between them.
However, in the post-NEP period (post-1990), the urban-rural disparity ratio was
reversed, i.e. it rose to 2.00 in 1995. Thus in the post-NEP, it seems that the urban
household income rose at a faster rate than the rural household income, thus widening

the income gap between them.

3.2.3 Income Inequality Within and Between Ethnic Groups

Table 3.2.10 below reports the distribution of household income by ethnic groups
from the MFLS data. It seems that income distribution among the Malays followed
quite a similar pattern with the distribution of rural household income (see Table 3.2.6
above). This should be obvious since the majority of the Malay lives in rural areas.
Between 1976/77 and 1988/89, the Gini index showed that there was only a marginal
improvement in income inequality amongst the Malay households, while the
Shorrock’s index showed that income inequality amongst the Malay worsened. On the
other hand, there was quite a substantial improvement in income inequality amongst
the Chinese and Indians. These observations are still within the long-term trend of

inequality (see Table 3.2.11 below).

Table 3.2.10 also shows that the relative position of the Malay in terms of income
inequality changed. In 1976/77, household income amongst the Malay was more
evenly distributed than among the Chinese and Indians. In 1988/89, however, the
distribution of household income amongst the Malay was the most unevenly
distributed when compared to that amongst the Chinese and Indians. Besides, for the
Chinese and Indian households, the income share of their middle and lower-income
groups increased, while the income share of their high-income group declined. On the
contrary, for the Malays, the high-income group and the lower-income group
increased their income share, while the middle-income group lost out. Thus, while the

Chinese and the Indians made a significant improvement in the distribution of
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income, the Malay did not show any significant improvement, and in fact became the
most unequal of the ethnic groups. This seems to be interesting given the fact that
there was an explicit redistribution policy in favour of the Malays. What these results
imply is that, while the redistribution policy of the NEP might have benefited the
Malays, the benefit was distributed unevenly among them. The Malay lower and
upper income group gained more than the Malay middle-income group. This might
partly explains why income inequality amongst the Malay did not show much

improvement.

Table 3.2.11 below shows the household income distribution of the three major ethnic
groups in Malaysia - the Malay, Chinese and Indian - that have been reported in the
previous studies. With the exception of a slight decrease of income of the Chinese and
the Indians in 1987, Table 3.2.11 suggests that throughout the NEP (1970-1990)
period, the income of the three ethnic groups increased. Between 1970 and 1976,
income inequality amongst the Malay households initially increased, and declined
thereafter until 1984. However between 1984 and 1987, income inequality amongst

the Malay household increased slightly, before it started to decline in 1990.

Table 3.2.10: MFLS Data: Distribution of Household Income by Ethnic Group in Peninsular
Malaysia, 1976/77 and 1988/89.

1976/77 1988/89
Malay Chinese Indian Malay  Chinese Indian
Gini Index (G) 0.5009 0.5130 0.5146 04810 0.4249 0.3620
Shorrock’s Index 1.1645 1.9534 3.3855 1.5772 0.9189 0.5877
Theil Index 0.4389 0.5200 0.6376  0.4418 0.3246 0.2281
Income share
Top 10% 36.43 39.77 46.52 37.54 32.68 27.07
Top 20% 53.91 55.70 58.00 53.72 48.65 43.07
Middle 40% 35.66 32.78 28.11 33.24 35.71 39.06
Bottom 40% 10.42 11.52 13.89 13.04 15.64 17.87
Mean 3795 8850 7411 11153 17300 13385
Median 2647 5747 4220 7200 12140 10465
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Table 3.2.11: Household Income Distribution by Ethnic Groups in Peninsular Malaysia,
1970-1995.

1970 1976 1979 1984 1987 1990 1995

MALAY
Mean Income (RM per month) 177 345 513 852 868 940 1600
Median Income (RM per month) 122 233 332 581 612 n.a. n.a.
Gini Coefficient 0466 0.494 0470 0469 0477 0.428 n.a.
Income Share of:
Top 20% 52.5 53.9 52.6 51.9 50.2 n.a. n.a.
Middle 40% 34.8 343 35.5 34.8 35.7 n.a. n.a.
Bottom 40% 12.7 11.8 11.9 13.3 14.1 n.a. n.a.
CHINESE
Mean Income (RM per month) 399 787 1094 1502 1430 1631 2895
Median Income (RM per month) 269 480 636 1024 1021 n.a. n.a.
Gini Coefficient 0455 0505 0473 0452 0430 0423 n.a.
Income Share of:
Top 20% 52.6 56.1 52.8 51.1 49.2 n.a. n.a.
Middle 40% 335 31.3 353 349 35.7 n.a. n.a.
Bottom 40% 139 12.6 11.9 14.0 15.0 n.a. n.a.
INDIAN

Mean Income (RM per month) 310 538 776 1094 1089 1209 2153
Median Income (RM per month) 195 360 522 770 799 n.a. n.a.

Gini Coefficient 0.463 0.458 0.452 0.417 0.402 0.394 n.a.
Income Share of:
Top 20% 54.2 52.6 50.8 48.4 47.2 n.a. n.a.
Middle 40% 31.5 32.7 36.3 35.3 35.9 n.a. n.a.
Bottom 40% 14.3 14.7 12.8 16.3 16.9 n.a. n.a.

Source: (i) Snodgrass (1980); (ii) Shari and Zin (1990); (iii) Malaysia (1990, 1996).

Income inequality among the Chinese appeared to follow the trends of the overall
income inequality, with an initial increase between 1970 and 1976, but a decline
thereafter. As for the Indians however, in contrast with the experience of the Malay
and the Chinese there has been a consistent decline throughout this period, from 1970
to 1990. The picture for the Malay community is more complex. There was no
decrease in income inequality from 1970 to 1987. Inequality worsened. Improvement
occurred between 1987 and 1990. The government stopped publishing intra-ethnic (as
well as rural and urban) distribution figures that were readily made available until
1990. It is likely that intra-ethnic inequality worsened for at least the Malay ethnic

group.?

2 This could be foreseen from the acknowledgement of the government that inequality improvement in
the last two decades have not occurred evenly for all the three major ethnic groups. Income inequality,
even amongst the Bumiputera, is still high (Malaysia 1991, p.100). The latest published figure in the
Mid-Term Review of the Seventh Malaysia Plan shows that the overall inequality in 1997 increased to
0.470. Information on intra-ethnic inequality is still unavailable in the Mid-Term Review of the
Seventh Malaysia Plan. Even though it is possible that intra-Malay inequality could fall given that
inequality amongst the Chinese and Indian increased, the probability of this is likely to be small. It is
more likely that intra-Malay inequality is also rising as the overall inequality.
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It appears that during the NEP (1970-1990) period the Malay household income rose
at a faster rate than that of the Chinese and the Indians. Thus, even though income
inequality amongst the Malay was the highest of the three ethnic groups, nonetheless
income inequality between the Malay and the other ethnic groups improved. Table
3.2.12 and Table 3.2.13 show that there was a decline in the income disparity ratio
between the Chinese as well as the Indians and the Malay. However, after 1990, the
income gap between the Chinese and the Malay started to increase again. It should be
noted that, while there was a narrowing in the income gap between the Malay and the
Chinese, as well as with the Indians, the income of the Malay nonetheless was still

considerably less than that of the Chinese and the Indians.

Table 3.2.12: MFLS Data: Income Disparity Ratio Between Ethnic Groups, 1976/77 and
1988/89.

1976/77 1988/89
Chinese-Malay 2.332 1.551
Indian-Malay 1.953 1.200
Chinese-Indian 1.194 1.292

Source: Calculated from Table 3.2.10.

Table 3.2.13: Income Disparity Ratio Between Ethnic Groups, 1970-1995.

1970 1976 1979 1984 1987 1990 1993 1995

Chinese-Malay 2.25 2.28 2.13 1.76 1.65 1.74 1.78 1.81
Indian-Malay L.75 1.56 1.51 1.28 1.25 1.29 1.29 1.35
Chinese-Indian 1.29 1.46 141 1.37 1.31 1.35 n.a 1.34

Source: Calculated from Table 3.2.11 and Shari (2000, Table 4, p.121).

Using the MFLS data, the analysis was taken further to examine income distribution
amongst each ethnic group by their location, i.e. rural and urban. The results are
presented in Table 3.2.14. It can be seen that, with the exception of the Indian, both
the Malay and Chinese rural households experienced a worsening income distribution.
It also appears that the upper-income as well as the lower-income groups of both the
Malay and Chinese rural households increased their income share significantly at the
expense of their rural middle-income groups. On the contrary, between 1976/77 and
1988/89, income inequality among the urban households improved across all ethnic
groups. The income share of the urban upper-income group declined, while income
share of the urban middle and lower-income groups increased across all ethnic

groups.
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Thus figures in Table 3.2.14 partly explain the observation that there was not much
improvement in income inequality amongst the rural household, nor amongst the
Malay households. It seems that there was not much change in rural household
income inequality since there was not much change in income inequality amongst the
rural Malay, Chinese and Indians. Likewise, the reason for the lack of any perceptible
improvement in the Malay income inequality was associated with the lack of
improvement in income inequality amongst the rural Malays, although the urban

Malay income inequality declined marginally.

Table 3.2.14: MFLS Data: Distribution of Rural and Urban Household Income by Ethnic
Groups, 1976/77 and 1988/89.

1976/77 1988/89
Malay  Chinese Indian Malay  Chinese Indian
Rural Households
Gini Index (G) 0.4880 0.4254 0.3542  0.4878 0.4328 0.3419
Shorrock’s Index 1.0402 0.9182 1.4246 1.9306 1.0132 0.4264
Theil Index 0.4106 0.3328 0.3105 0.4790 0.3431 0.1931
Income share
Top 10% 34.83 33.26 30.31 38.93 34.63 25.89
Top 20% 51.51 48.54 43.54 54.18 49.71 41.11
Middle 40% 38.02 36.50 35.63 32.68 35.51 39.29
Bottom 40% 10.47 14.96 20.83 13.13 14.79 19.60
Mean 3044 6351 4645 10142 14184 10586
Median 2202 4944 3447 6531 10200 8850
Urban Households
Gini Index (G) 0.4589 0.5339 0.5574 0.4324 0.4042 0.3513
Shorrock’s Index 0.8894 2.0224 3.1388 0.8675 0.8092 0.5728
Theil Index 0.3577 0.5568 0.6822  0.3222 0.2915 0.2177
Income share
Top 10% 33.98 41.05 50.20 31.20 32.31 26.84
Top 20% 51.03 57.16 63.64 48.89 47.35 41.14
Middle 40% 35.53 32.63 25.08 36.93 35.79 39.80
Bottom 40% 13.44 10.22 11.28 14.18 16.85 19.06
Mean 5890 10553 10372 14272 19913 15841
Median 4007 6545 5339 10102 14820 13414

Table 3.2.15 below shows the income disparity ratio between ethnic groups by
location. It is clear from Table 3.2.15 that the income gap between the Malay and the
Chinese, as well as that between the Malay and the Indians in both the rural and urban

areas showed an improvement. For instance, the Chinese-Malay disparity ratio in the
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rural areas declined from 2.086 in 1976/77 to 1.399 in 1988/89, while in the urban
areas the ratio declined from 1.792 to 1.395. These figures imply that the income of
the Malay is catching up with the income of the Chinese (as well as with the Indians)

in both the rural and urban areas.

Table 3.2.15: MFLS Data: Income Disparity Ratio Between Ethnic Groups by Location,
1976/77 and 1988/89.

1976/77 1988/89

Rural Households

Chinese-Malay 2.086 1.399

Indian-Malay 1.526 1.044

Chinese-Indian 1.367 1.340
Urban Households

Chinese-Malay 1.792 1.395

Indian-Malay 1.761 1.110

Chinese-Indian 1.017 1.257

Source: Calculated from Table 3.2.14

Besides examining the income gap between ethnic groups, it is also interesting to
examine the urban-rural income gap for each ethnic group. Table 3.2.16 below reports
the urban-rural income disparity ratio by ethnic groups, which is calculated from
Table 3.2.14. It is apparent that urban-rural income disparity narrowed for all ethnic
groups. The urban-rural income disparity ratio of the Malay for example, declined
from 1.935 in 1976/77 to 1.407 in 1988/89. Thus, between 1976/77 and 1988/89, not
only was there a narrowing income gap between urban and rural households, and also
between ethnic groups, but was a narrowing urban-rural income gap for each of the

major ethnic groups as well.

Table 3.2.16: MFLS Data: Urban-Rural Income Disparity Ratio by Ethnic Groups, 1976/77
and 1988/89.

1976/77 1988/89
Malay 1.935 1.407
Chinese 1.662 1.404
Indian 2.233 1.496

Source: Calculated from Table 3.2.14.
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3.2.4 Decomposition of Income Inequality by Population Sub-Groups

The income disparity ratio, which is used above to indicate the extent of income
inequality between different groups, however simply reflects the mean income
differences between these different groups. The ratio therefore fails to take into
account the differences in income within the group. Thus, there is a need to
investigate the extent to which inequality between and within groups contributes to
total inequality. For instance, the disparity ratio has shown that the income gap
between the rural Malay and the urban Malay (see Table 3.2.16 above) narrowed
quite significantly. Why then was this decline in the urban-rural income gap never

reflected in a significant reduction in income inequality amongst the Malay?

Besides, as observed earlier, even though the overall income inequality declined from
1976 up to the end of the NEP period, when compared to other countries at the same
level of development, it could be argued that Malaysia did not show a really
remarkable performance in terms of income inequality as it did in terms of economic
growth. This raises an interesting question. Why is it, despite the rapidly growing
economy, and hence being in a better position to carry out redistribution programmes
under the NEP,? Malaysia did not make a really significant improvement in terms of
total income inequality? The explanation for this probably lies in part in the growing
role of intra-group inequality. Thus, while there might have been a reduction in inter-
group inequality during the NEP period, simultaneously there also might have been an
increase in intra-group inequality. The reason for this is fairly obvious - the NEP is
more concerned with reducing inter-group rather than intra-group inequality. Thus,
the impact of the reduction in inter-group inequality on the total inequality will be
minimal if there is simultaneously a significant increase in intra-group inequality. The
reduction in total inequality as a result of the decline in inter-group inequality will be
offset by the increase in intra-group inequality. The contribution of between- and
within-group inequality to total inequality, which will be examined below, will shed

some light on this argument.

? High economic growth is a prerequisite for the implementation of the NEP since redistribution under
the NEP is designed to be from newly created rather than existing wealth.
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Table 3.2.17 below reports the decomposition of the Theil index to its inter- and intra-
area inequality contribution to total inequality. It is clear that in both 1976/77 and
1988/89 the contribution of rural-urban inequality to total inequality was significantly
small compared to the contribution of inequality within the rural and urban household.
Furthermore, Table 3.2.17 also indicates that the contribution of rural-urban
inequality to total inequality significantly declined, while the contribution of
inequality within the rural and urban household increased. This implies that the role of
inequality between rural and urban households in explaining the changes in total
inequality became less importance. On the contrary, inequality within rural and urban
household not only important, but also became increasingly crucial in explaining the

total inequality between 1976/77 and 1988/89.

Table 3.2.17: MFLS Data: Theil Index and the Contribution of Inter- and Intra-Area (Rural-
Urban) Inequality to Total Inequality, 1976/77 and 1988/89.

1976/77 1988/89
% %
Theil index Contribution Theil index Contribution
Inter-Area 0.0766 13.02 0.0254 6.25
Intra-Area 0.5121 86.98 0.3802 93.75
Total 0.5887 100.00 0.4055 100.00

Table 3.2.18 below reports the contribution of inter- and intra-ethnic inequalities to
total inequality. It shows that the contribution of inter-ethnic inequalities to total
inequality was relatively small compared to the contribution of intra-ethnic
inequalities. This implies that it was inequalities within each ethnic group that
explained most of the total inequality. Moreover, not only have intra-ethnic
inequalities explained most of the total inequality, they have also become more

important between the periods under study.

Table 3.2.18: MFLS Data: Theil Index and the Contribution of Inter- and Intra-Ethnic
Inequality to Total Inequality, 1976/77 and 1988/89.

1976/77 1988/89
% %
Theil index Contribution Theil index Contribution
Inter-Ethnic 0.0756 12.85 0.0196 4.99
Intra-Ethnic 0.5130 87.15 0.3734 95.01
Total 0.5887 100.00 0.3931 100.00
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Therefore, both Table 3.2.17 and Table 3.2.18 suggest that it is intra-groups inequality
that contributed the most to total inequality. Indeed, it became more crucial in
explaining total inequality between 1976/77 and 1988/89. On the other hand inter-
group inequality was less important in explaining the changes in total inequality.
Thus, based on the above findings, it could be argued that the decline in the overall
income inequality between 1976/77 and 1988/89 was due to the reduction in inter-
group inequalities, i.e. a decline in income inequality between the rural and urban
households, as well as inequality between ethnic groups. However, since
simultaneously there was an increase in intra-group inequality, i.e. inequality within
the rural and urban households, as well as inequality within each ethnic group, the
reduction in total income inequality was not as great as it would have been if there
had been no increases in intra-groups inequality. This explains why even though total
income inequality declined between 1976/77 and 1988/89, it nevertheless still

remained quite high.

The Theil decomposition analysis was also carried out further to examine the
contribution of inter-ethnic and intra-ethnic inequality to the rural and urban income
inequality. Table 3.2.19 below reports the results. As found above, figures in Table
3.2.19 also suggest that the main determinant of both the rural and urban income
inequality was inequality within-ethnic groups rather than inequality between-ethnic
groups. In fact, as found above, the contribution of inter-ethnic inequality to both the
rural and urban income inequality declined, while the contribution of intra-ethnic
inequality increased over the period under study. This provides the explanation for the
marginal decrease in rural household income inequality observed earlier. The decline
in total rural income inequality was only marginal due to the significant increase in
intra-ethnic inequality. As indicated in Table 3.2.19, the contribution of intra-ethnic
inequality to total rural inequality increased quite substantially, i.e. from 86 percent in

1976/77 to 98 percent in 1988/89.

Table 3.2.20 below reports the contribution of rural-urban inequality to total
inequality for each ethnic group. As can be clearly seen from Table 3.2.20, the
contribution of rural-urban inequality to total inequality across all ethnic groups was

relatively small compared to the contribution of intra-area inequality. Indeed inter-
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area inequality contribution to each ethnic group inequality declined between 1976/77
and 1988/89. On the other hand, the contribution of intra-area inequality to total
inequality of the ethnic groups was large and increased between 1976/77 and 1988/89.
Table 3.2.20 also suggests that the contribution of inter-area inequality to the Malay
income inequality significantly declined from 11.4 percent in 1976/77 to 2.7 percent
in 1988/89. The decline seems relatively more significant compared to the Chinese
and the Indian. Besides, the increase in the contribution of intra-area inequality to
total inequality of the Malay is also more significant compared to that of the Chinese
and the Indians. Therefore, the Malay experienced quite a huge decline in inter-area
(rural-urban) inequality. However, this huge decline in inter-area inequality of the
Malay was not manifested in a huge decline in their total income inequality since
simultaneously there was also quite a huge increase in intra-area inequality amongst

them.

Table 3.2.19: MFLS Data: Theil Index and the Contribution of Inter- and Intra-Ethnic
Inequality to Total Inequality by Location, 1976/77 and 1988/89.

1976/77 1988/89
Theil index % Contribution Theil index % Contribution

Rural Households
Inter-Ethnic 0.0588 13.87 0.0096 2.24
Intra-Ethnic 0.3650 86.13 0.4206 97.76
Total 0.4238 100.00 0.4303 100.00
Urban Households
Inter-Ethnic 0.0293 5.16 0.0118 3.90
Intra-Ethnic 0.5378 94.84 0.2897 96.10
Total 0.5670 100.00 0.3014 100.00

Table 3.2.20: MFLS Data: Theil Index and the Contribution of Inter- and Intra-Area (Rural
and Urban) Inequality to Total Inequality by Ethnic Groups, 1976/77 and 1988/89.
1976/77 1988/89
Theil index % Contribution Theil index % Contribution

Malay Households
Inter-Area 0.0499 11.36 0.0120 2.71
Intra-Area 0.3889 88.64 0.4299 97.29
Total 0.4388 100.00 0.4418 100.00
Chinese Households
Inter-Area 0.0283 5.44 0.0138 425
Intra-Area 0.4916 94.56 0.3108 95.75
Total 0.5199 100.00 0.3246 100.00
Indian Households
Inter-Area 0.0758 11.90 0.0195 8.54
Intra-Area 0.5618 88.10 0.2086 91.46
Total 0.6376 100.00 0.2281 100.00
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For comparison, Table 3.2.21 below shows the contribution of inter-ethnic and inter-
area inequality to total inequality reported in the previous studies. It shows that the
results found in this study are in conformity with the findings in other studies such as
of Ikemoto (1985) and Shireen (1998). Thus, evidence shows that income inequality
in Malaysia is largely explained by intra-ethnic and intra-area (within group) rather
than inter-ethnic and inter-area (between group) inequalities. The implication of the
results is that, since intra-ethnic and intra-area inequality is the main determinants of
income inequality, the aim to reduce the overall income inequality in Malaysia will
only be effective if the focus is more on improving intra-ethnic and intra-area (within

group), rather than inter-ethnic and inter-area (between group) inequality.

Table 3.2.21: A Comparison of Inter-Groups Contribution to Income Inequality (%).

Ikemoto (1985) Shireen (1998) MFLS Data

1970 1979 1984 1987 1989 1976/77 1988/89
Inter-Ethnic 18.0 11.1 8.4 7.3 8.7 12.85 4.99
Inter-Area 16.0 9.7 11.3 9.0 9.7 13.02 6.25

Source: (i) Ikemoto (1985, Table IVD, p. 355); (ii) Shireen (1998, pp. 94-98).

3.3 Polarisation

This subsection examines the question of polarisation. In general, the concept of
polarisation is related to the degree by which the population is divided between the
“haves” and the “have-nots” (Ravallion and Chen, 1997, p.366). Polarisation occurs
when the income is largely concentrated in both end of the distribution, with less in
the middle. Thus, distribution X is said to be more polarised than distribution Y if
income distribution in X is more bimodal in the sense that it contain more poor and
rich, but fewer people in the middle. It is in this sense that the concept of polarisation

is also known as the "disappearing middle-class" phenomenon.

It is important to examine polarisation alongside inequality since inequality measures
such as the Gini index employed above are not able to capture all the distributional
changes that might have taken place, and which might be of concern and importance
in policy making. Wolfson (1994, 1997) demonstrates that inequality measures such

as the Gini index are unable to capture changes in the share of income held by the
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middle-income group. Thus, analysis that examines only the inequality aspect of an
income distribution miss relevant aspects of how the distribution has really changed.
Therefore, there is a need to investigate the question of polarisation, which is a new
aspect that has emerged in the discussion of income inequality in the recent literature
[See for instance Wolfson (1994, 1997); Levy and Murnane (1992); Jenkins (1995)].
Indeed, Wolfson (1994, p. 358) suggests that when examining a distribution of
income, measures related to polarisation should be included. Here, the analysis on the
question of polarisation is done by employing an index that has been proposed by

Wolfson (1994), which has already been discussed in Chapter 2.

Table 3.3.1 below shows Wolfson’s polarisation index (W) calculated from the MFLS
data. Between 1976/77 and 1988/89, Wolfson’s polarization index (W) for all
households decreased from 0.4836 to 0.4209. Thus, it seems that there is no evidence
that the Malaysian society has become more polarised between the two periods under
investigation. Therefore, generally speaking, between the 1976/77 and 1988/89, the
decline in overall income inequality observed earlier is followed by a decrease in
polarisation. Furthermore, there is also no evidence of polarisation amongst the rural

and urban households, or amongst the three major ethnic groups.

Table 3.3.1: MFLS Data: Wolfson's Index of Polarisation (W), 1976/77 and 1988/89.

1976/77 1988/89
All Households 0.4836 0.4209
Rural Households 0.4255 0.4060
Urban Households 0.4976 0.3684
Malay Households 0.4795 0.4352
Chinese Households 0.4364 0.3706
Indian Households 0.3613 0.3380

The analysis is extended further to examine the question of polarisation amongst the
three major ethnic groups by their location. The Wolfson index of polarisation (W) of
each ethnic group by location is reported below in Table 3.3.2. The results show that
there was no evidence of polarisation amongst the urban households of the three
ethnic groups. However, the Wolfson index of polarisation (W) shows that there was

evidence of marginal increase in polarisation amongst the rural Chinese and the rural
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Indian households. The Wolfson’s polarisation index (W) for the rural Chinese
increased from 0.3366 in 1976/77 to 0.3648 in 1988/89, while the Wolfson’s
polarisation index for the rural Indian increased from 0.2627 to 0.2898. Therefore, the
rural Chinese and Indians became more polarised in 1988/89 than in 1976/77. In
contrast with the rural Chinese and Indians, while there was no significant
improvement of income inequality amongst the rural Malay, nevertheless they did not

become more polarised.

Table 3.3.2: MFLS Data: Wolfson's Index of Polarisation (W) by Location and Ethnic
Groups, 1976/77 and 1988/89.

1976/77 1988/89

Rural Households

Malay 0.4863 0.4137

Chinese 0.3366 0.3648

Indian 0.2627 0.2898
Urban Households

Malay 0.4507 0.4381

Chinese 0.4861 0.3315

Indian 0.4445 0.2936

However, while the Wolfson polarisation index (W) does not indicate any increase in
polarisation within the Malay (and rural) households, another indicator for
polarisation, i.e. the income share of the “middle” income group, shows contrary
results. Table 3.3.3 below calculates the income share of the variously defined
middle-income group by population subgroups (see also Table 3.2.6, Table 3.2.10,
and Table 3.2.14). In general, the results shown in Table 3.3.3 mostly agree with the
results shown in Table 3.2.1 and Table 3.2.2 above. For instance, Table 3.3.3 shows
that the income share of the middle-income group for the total household increased
between 1976/77 and 1988/89. Thus, it confirms the calculated Wolfson polarisation
index (W) that there was no evidence of increase polarisation within the total number
of households. It also confirms the results for the urban as well as for the Chinese and

Indian households?”
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Table 3.3.3: MFLS Data: Income Share of the Middle Income Group, 1976/77 and 1988/89.

1976/77 1988/89
Middle Middle Middle Middle Middle Middle
20% 40 % 60% 20% 40% 60 %
All Households 12.37 25.27 39.75 13.69 28.04 43.84

Rural Households 14.81 29.75 45.73 13.63 27.68 43.13
Urban Households 11.84 24.59 39.20 14.81 29.96 46.22

Malay Households 13.95 28.32 43.54 12.98 26.58 41.94
Chinese Households 12.89 26.15 41.25 14.64 29.82 45.97
Indian Households 11.82 23.29 36.68 15.87 32.26 50.40

Rural Households
Malay 14.45 29.57 45.85 13.09 26.62 41.53
Chinese 15.29 30.95 47.01 14.33 29.00 45.32
Indian 15.21 31.06 48.85 16.54 33.08 52.73
Urban Households
Malay 13.56 27.74 44.81 14.13 29.46 45.93
Chinese 12.46 25.50 40.35 14.99 29.74 46.63
Indian 9.95 20.31 32.05 17.12 33.21 51.79
Note:

Middle 20% = income share of decile 5 to decile 6 of the households; Middle 40% = income share of
decile 4 to decile 7 of the households; Middle 60% = income share of decile 3 to decile 8 of the
households.

However, Table 3.3.3 indicates that the income share of the middle 20%, middle 40%
and middle 60% of the Malay and rural households fell between 1976/77 and
1988/89. The income share of the rural Chinese middle-income group also fell
between the two periods, while the income share of the rural Indian middle-income
group increased. These figures appear to be contrary to the results from the Wolfson
polarisation index (W). While it did not indicate any increase in polarisation within
the Malay (and rural) households, the income share of their middle-income group, i.e.
another indicator for polarisation, indicated an increase in polarisation. On the other
hand, while the Wolfson index (W) indicated an increase in polarisation within the
rural Indian community, the income share of their middle-income group indicated this
is not the case. The only consistent result is for the rural Chinese household, where
both the Wolfson polarisation index (W) and the income share of their middle-income
group showed an increase in polarisation within them. Thus, the findings on
polarisation for the Malay and rural households, as well as for the Indian households
were inconclusive. It seems that the Wolfson index of polarisation (W) missed one

important aspect of intra-group changes amongst the Malays: that the top and the
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bottom income group fared better than the ‘middle’ income group between 1976/77

and 1988/89.

3.4 Poverty

Earlier discussions on income inequality have shown that there was an improvement
in the overall income inequality between 1976/77 and 1988/89. However, a decline in
income inequality does not necessarily imply that there will be improvement in the
standard of living of the poorest section of the households. Even when there has been
a declined in income inequality, one cannot conclude with certainty that there is also a
reduction in poverty, since it is possible to have an improvement in the overall income
inequality with, at the same time, the poorest section of the households becoming
poorer or at least to remaining the same. For instance, ceteris paribus, suppose there
is a transfer of income between the rich sections of the population, such that the loser
is richer than the gainer. In this case, income inequality may well be improving but
the situation of the poorest section of the society remains unchanged. Therefore, the
question on what happens to the poorest section of the household, i.e. the question of
poverty, needs examination. Indeed, this question is particularly important in
Malaysia because of the New Economic Policy, where one of the objectives is to

reduce poverty.

Table 3.4.1 below shows the head-count ratio, i.e. the poverty incidence in Peninsular
Malaysia reported in the government documents. It shows that poverty incidence was
remarkably reduced from 49.3 percent in 1970 to 15.0 percent in 1990. Furthermore,
the incidence of poverty amongst the rural and urban households also declined from
58.7 and 21.3 percent to 19.3 and 7.3 percent respectively. Poverty incidence amongst
all ethnic groups also showed a substantial reduction. In particular, the incidence of
poverty amongst the Bumiputera was reduced substantially from 65.0 percent in 1970

to 20.8 percent in 1990.
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Table 3.4.1: Incidence of Poverty (%) in Peninsular Malaysia, 1970 and 1990.

1970 1990

Peninsular Malaysia 49.3 15.0
Rural 58.7 19.3
Urban 21.3 7.3
Bumiputera 65.0 20.8
Chinese 26.0 5.7
Indians 39.0 8.0
Others 44.8 18.0

Source: Malaysia (1991).

However, it has been argued that the head-count ratio is not a satisfactory index to
show the state of poverty in a population [see for example Fields (1994), Sen (1997b)
and Zheng (1997)]. Basically, the head-count ratio is the proportion of total
population whose income falls below the specified poverty line. While it does give
some information on the state of poverty in the population, the shortcomings of the
head-count ratio as a measure of poverty is that it fails to take into account the extent
to which the income falls below the poverty line. Furthermore, it also fails to take into
consideration the distribution of income of those who fall below the specified poverty
line. In other words, the head-count ratio ignores the "depth" as well as the
"distribution" of poverty (Sen 1997b, p.168). Therefore, if income is transferred from
the poorest person to the least poor such that it enables the least poor to cross over the
poverty line, this seems to reduce poverty in terms of the head-count ratio. However,
while it reduces the head-count ratio of poverty, it also could be the case that the
quality of life of the remaining poor has worsened. Thus, apart from the head-count
ratio (H), which is normally reported in the government documents as well as in the
previous studies, there is a need for a better measure of poverty. Here, apart from the
head-count ratio (H), the indices employed in the study are the poverty-gap ratio (I),
Sen index (S), Clark, Hemming and Chu index (P*), and Foster, Greer and Thorbecke
index (FGT). These are among the better indices of poverty that have been proposed

in the literature.
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Table 3.4.2 below reports a set of poverty indices for 1976/77 and 1988/89, calculated
from the MFLS data. All of them indicate that poverty declined over the period under
study. The poverty incidence (H), i.e. the fraction of total household living below the
poverty line declined significantly from 45 percent in 1976/77 to 22 percent in
1988/89. The results also show that not only did the proportion of the total household
who lived in poverty decline, but that the depth of poverty also improved as reflected
by the decline in the poverty gap ratio (I) from 0.48 in 1976/77 to 0.35 in 1988/89.
Furthermore, the distribution of income among the poor also improved as reflected by
the decline in poverty indices of S, P* as well as FGT (a=2). Poverty also declined

across all ethnic groups as well as across location (see Table 3.4.3 and Table 3.4.4).

In fact, further examination of rural and urban poverty by ethnic groups also indicates
a similar finding — poverty declined (see Table 3.4.5 and Table 3.4.6). In general,
there is agreement among all the poverty indices that poverty declined between
1976/77 and 1988/89. This finding therefore not only confirmed, but also
substantiated the government published figures that there was a substantial reduction
in poverty. With all the poverty indices showing agreement, it can be stated with

confidence that poverty really declined between the periods under study.

Since poverty indices are calculated for different population sub-groups — Malay,
Chinese and Indian as well as rural and urban - it might be an interesting exercise to
examine to what extent each population sub-group contributes to total poverty. Most
poverty indices are not decomposable, in the sense that they do not necessarily
establish sensible relationships between subgroup poverty and overall poverty with a
view to determining how much each subgroup contributes to total pdverty. The index
proposed by Foster, Greer and Thorbecke (1984), however, addresses this problem.
The FGT index allows poverty to be decomposed into its various components’

contribution.
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Table 3.4.7 below reports the decomposition of poverty FGT (0=2) by area. It shows
that it is the rural household poverty that contributed the most to total poverty. Indeed
between 1976/77 and 1988/89, the contribution of rural household poverty to total
poverty increased. Table 3.4.8 reports the decomposition of poverty FGT (a=2) by
ethnic groups. It shows that the contribution of Malay household poverty to total
poverty was similar to that of rural households. Further investigation shows that the
contribution of poverty amongst the Malay to the total poverty was significantly large
in both the rural and urban areas (Table 3.4.9 and Table 3.4.10). What these
decomposition exercises show is that, while poverty amongst the Malay household
has been substantially reduced, they still formed the largest group under poverty. This
implies, while poverty amongst the Malay has significantly declined, the decline was

much slower compared to that of the Chinese and the Indian.

3.5 Conclusion

This chapter examines the question of income inequality and poverty in Malaysia.
While many authors have investigated this question, most however normally
employed the income data set and the published figures from the government survey
data. This study uses a different data set from the previous studies, which is the MFLS
data set. The advantage of using a different data set is that it allows a comparison of

results to be made with the findings from the previous studies.

Furthermore, the availability and accessibility of the MFLS data set also allow
examination to be made on the question of polarisation, which a new aspect of
investigation on income inequality. This question never seems never to have been
addressed before in previous studies. Besides, in this study, a better index of poverty
has been calculated than that normally calculated in the previous studies as well as
government documents. Moreover, here the poverty index (FGT poverty index) has
also been decomposed to its various component contributions, which also has never
been done before. Thus, the information from a different data set could not only allow
comparison to be made, but also to complement and substantiate the findings of the

previous studies.
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The study found that there is evidence that overall income inequality declined
between the periods under study. In this regard, it appears that the results from the
MFLS data analysis seems to be in agreement with the results reported in previous
studies. However, while previous studies showed that rural income inequality
declined quite significantly, the results from the MFLS data showed that there is lack
of improvement in rural income inequality. The same could be said for income
inequality amongst the Malay. Therefore, as far as income inequality amongst the
rural and the Malay households are concerned, the results from the MFLS data
analysis appeared to cast some doubt on the prevailing perception in the previous
studies that income inequality amongst the rural and the Malay household was
considerably reduced during the NEP period. It appears that analysis of a different
income data set, i.e. the MFLS data, tells a different story on the rural and the Malay

households income inequality.

The study also shows that, even though declining, one of the possible explanations for
the persistence of the high level of income inequality in Malaysia is the growing
importance of intra-groups inequality in explaining the total income inequality. The
contributions of intra-ethnic as well as intra-area (urban and rural) inequalities to total
inequality are significantly large. Indeed, the contribution of intra-group inequality to
total inequality rose between 1976/77 and 1988/89. On the contrary, the importance of
inter-groups inequality to explain the changes in total inequality declined. This
finding seems to be in agreement with the findings of the previous studies such as
Anand (1983), Ikemoto (1985) and Shireen (1998). Therefore, it could be argued that
the decline in income inequality between 1976/77 and 1988/89 was mainly due to the
reduction in inter-group inequalities, i.e. a decline in income inequality between the
rural and urban households, as well as inequality between ethnic groups. However,
since intra-group inequality remains high (i.e. inequality within the rural and urban
households as well as within each ethnic group), the reduction in total income
inequality was not as significant as it would have been if there was also a significant
reduction in intra-group inequality. This explains the fact that even though total
income inequality declined between 1976/77 and 1988/89, it nevertheless still
remained quite high. This in turn also explains why there was almost no improvement

in the position of Malaysia relative to other countries in terms of income inequality.
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On the question of polarisation, there is no evidence that there is a “disappearing
middle-class” within the total households in Malaysia between 1976/77 and 1988/89.
Thus, the declining overall income inequality seems to be followed by the
enlargement of the middle-income group. However, further examination showed that
there was inconclusive evidence of polarisation for the rural and the Malay
households, as well as for the rural Indian households. The only evidence of
polarisation was found within the rural Chinese household. It seems therefore, while
the rural Chinese experienced a declining income inequality between 1976/77 and
1988/89, nevertheless they became more polarised. With regards to poverty, this study
confirms the results from previous studies as well as from poverty figures reported in
the government documents that there was a substantial reduction in poverty. All the
poverty indices employed in the study, which are better indices previously reported,
showed that poverty has been reduced substantially. Thus, the results found in this
study provide clear evidence and confirms that poverty has been reduced in Malaysia.
It was also found that, while poverty amongst the Malay has been substantially

reduced, nonetheless they still represent the major contributor to total poverty.
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Chapter 4

Inequality Decomposition By Income Sources

4.1 Introduction

The purpose of this chapter is to examine the contribution of inequality in income
sources to total inequality in Malaysia. Previous studies on income inequality in
Malaysia, such as Anand (1983), Ikemoto (1985), and Shireen (1998) examined the
personal income distribution in Malaysia, which included examination of the
contribution of inequality within and between population sub-groups to the total
inequality. Therefore, while these studies contributed to the understanding of income
inequality in Malaysia, they did not however explain the whole story. The reason for
this was that these studies treated income as if it was a single lump. In reality,
however, income is usually derived from a range of sources such as income from
labour, capital and transfers. The proportion of each source in total income is unlikely
to be the same and also unlikely to be distributed evenly throughout the population.
The questions then arise as to what extent the inequality of these sources contributes
to total inequality and what impact they have on it. Thus, these questions merit
investigation. Unfortunately, examination of this aspect of income inequality is still
absent in Malaysia, which might be due to the unavailability and confidentiality of the
relevant income data in Malaysia. Using the Malaysian Family Life Survey (MFLS)
data, this study attempts to bridge the existing gap in the literature, and hopefully will

improve and shed further light on the understanding of income inequality in Malaysia.

This chapter is organised as follows. Section 4.2 briefly describes the data and
discusses the method of inequality decomposition. Section 4.3 examines the structure
of household income. The results of the decomposition, i.e. the contribution of the
various income components as well as their impact to total income inequality, is

examined and discussed in Section 4.4, 4.5 and 4.6. Section 4.7 concludes the chapter.



4.2 Data and Method of Inequality Decomposition

This chapter employs household income data from the MFLS, which has already been
described in Chapter 2. The MFLS gathered information generally on all income
received by the household — cash and non-cash income, which included the value of
self-activities such as domestic produces and services for own consumption. Income
data was collected on agricultural production, ownership of animals, businesses
owned, services performed, gifts from non-household members, inheritance or
dowries received, income from insurance, pensions and retirement programs, and
interest; income received from renting rooms, houses, or land; ownership of land; and
possession of durable goods. The household income of the MFLS refered to total
annual income received by each household. For the purpose of this chapter, household
income is broadly grouped into the following sources: (i) paid employment — refers to
income before tax received from work, which is mainly wages and salaries, including
bonuses as well as payments in kind; (ii) self-employment — refers to gross income
from self-employment which includes income from agriculture and business
activities; (iii) rent (from property such as housing and land), interest and dividends;
(iv) pensions and employment provident fund (EPF); (v) remittances; (vi) welfare
payment and zakat'; (vii) inheritance, gifts and dowries; (viii) home produce and

consumption, and (ix) others.

Two decomposable measures of inequality are calculated - the Shorrock's index and
the Gini coefficient (Pyatt, Chen and Fei 1980; Shorrocks 1982; Adams 1994; Yao
1997). Reddy and Chakravarty (1998) for instance, have employed both these indices
in their study on the role of income from forestry in income inequality and poverty in
India. The decomposition of the Gini coefficient and Shorrock's inequality index is

also explained in Chapter 2.

! According to the Shariah (Islamic Law), zakat is a compulsory payment that is due to the poor from
the wealth of the well-to-do Muslims.
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4.3 The Structure of Household Income

Table 4.3.1a and Table 4.3.1b present the structure of household income for 1976/77
and 1988/89 respectively. It is clear that paid employment constituted the major
portion of total household income, followed by self-employment. About three fifths of
total household income was derived from paid employment. Self-employment made
up about one third to one fourth of the total household income. Therefore, taking both
the paid income and self-employment together, labour income formed the main source
of household income. The share of income from capital (rents, interests and
dividends, pensions and EPF) and transfers (welfare payments, remittances,
inheritance, dowries, and gifts) appeared to be relatively small compared to income
from labour. These facts appeared to be entirely true for rural and urban households,
as well as for each ethnic group. Thus, it is clear that across all households - either by
area or by ethnic - paid employment formed the major source of household income,

followed by self-employment.

Between 1976/77 and 1988/89, it was found that the share of self-employment in the
total household income declined. The share of paid employment remained almost
about the same. On the other hand, the share of income from capital and transfers -
particularly rents, interests, dividends, pensions, EPF and remittances - increased.
Nonetheless, it still remained relatively small. There also existed minor differences
between ethnic groups. In 1976/77, it appeared that the share of paid employment in
the Malay and Indian household income was relatively larger than that in the Chinese.
On the other hand, the share of self-employment in the Chinese household income

was relatively larger than that in the Malay and the Indian.
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A simple correlation was performed between total household income and its various
sources. The correlation coefficient for both 1976/77 and 1988/89 is shown in Table
4.3.2a and Table 4.3.2b respectively. There was a high correlation between total
income and income from paid employment as well as self-employment for both
1976/77 and 1988/89. In 1976/77 the correlation coefficient between total income and
self-employment appeared to be relatively higher than that between total income and
paid employment. In 1988/89, however, the reverse was true. The correlation
coefficient was relatively higher between total income and paid-employment than
between total income and self-employment. The correlation coefficient between total
income and income from capital (rent, interest, dividends, pensions and EPF) was
higher in 1988/89 than in 1976/77. Thus, generally speaking, paid and self-
employment were positively and relatively highly correlated with total income
compared to the rest of income sources. Capital income (particularly rent, interest and
dividends) was also found to be positively and quite highly correlated with total

income in 1988/89.

4.4 The Contribution and Effect of Income Sources on Overall Inequality

Table 4.4.1a and Table 4.4.1b respectively present the decomposition of Shorrock’s
and the Gini inequality indices to their various income source components. The
magnitude of contribution of income source to aggregate inequality from Shorrock’s
decomposition was not exactly similar to the Gini decomposition. However, both
decomposition methods showed that a significantly large portion of total income
inequality was contributed by labour income — paid and self-employment. This
finding is quite similar to Fields (1979) in his study on urban income inequality in
Colombia. The rest of the sources of income made only a relatively small
contribution. However, there was a growing role of rent, interest and dividends as
well as pensions and EPF as determinants of aggregate inequality. This could be seen
from the increased contribution of these sources to aggregate inequality between

1976/77 and 1988/89.
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The question that needed further investigation was why was it that labour income —
paid and self-employment - contributed a large portion of the aggregate income
inequality, while the rest of the sources were smaller? What was the explanation for
this observation? One possible explanation was that if paid and self-employment
accounted for a significantly large portion of aggregate income inequality, then it was
likely that paid and self-employment were highly unequally distributed. By the same
logic, if the rest of the sources accounted for only a relatively small portion of
aggregate inequality, then it was likely that these sources were relatively equally
distributed. However, this was not the case. Table 4.4.1a and Table 4.4.1b show that
the inequality indices (both Shorrock’s and Gini) for both paid employment and self-
employment appeared to be relatively the most equally distributed sources of income
compared to the rest of the sources. Income from capital (rents, interests, dividends,
pensions and EPF) and transfers (welfare payments, remittances, inheritance, dowries

and gifts) on the other hand, appeared to be relatively highly unequally distributed.

The contribution of income source to total inequality depends on the degree of
inequality within each source and the importance of each source. The bulk of
household income comes from paid and self-employment. Their weight ensures that
they make a major contribution to total inequality, even though they are more evenly
distributed than other sources of household income. By extension, although capital
and transfer income are unequally distributed, their lack of weight ensures that their

contribution to household income inequality is limited.

The above observation was still unsatisfactory. It only showed how much each source
contributed to total income inequality. It did not tell the attribute of the sources, i.e.
the likely impact of each source on inequality. One of the ways to examine this
attribute was by comparing the percentage share of the income source to total
household income with the percentage contribution of the source to aggregate
inequality (Adger 1999). If the percentage share of the source in total household
income was larger than its percentage contribution to aggregate inequality, then the
source had an equalising (positive) effect on aggregate inequality. On the other hand,
if the percentage share of the source in total household income was smaller than its

percentage contribution to aggregate inequality, then the source had an unequalising

94



(negative) effect on aggregate inequality. Adger (1999) employed this method to
identify the effect of income source on income inequality in his study of income
inequality in Vietnam. However, Yao (1997, p. 28) pointed out that there was a more
direct way of identifying which income source served to increase or decrease
inequality. This attribute of income source could be identified by looking at the
relative concentration coefficient (gr) derived from the Gini inequality decomposition.
According to Yao (1997, p. 28), a relative concentration coefficient (gr) of more than
the value of unity (one) implied that an income source had an unequalising (negative)
effect on total inequality, while a value less than unity (one) implied that the income

source had an equalising (positive) effect on ine:quality.2

From Table 4.4.1b it could be observed that in 1976/77 the percentage contribution of
paid employment to aggregate inequality was smaller than its percentage share in total
household income. Meanwhile, the percentage contribution of self-employment to
aggregate inequality was higher than its percentage share in total household income.
Furthermore, the relative concentration ratio (gf) for paid employment was less than
one, while the relative concentration ratio (gf) for self-employment was more than
one. Thus, it is clear that in 1976/77 paid employment had an equalising (positive)
effect on aggregate inequality. On the other hand, self-employment had an
unequalising (negative) effect on aggregate inequality.3 In 1988/89 however, both
sources had an equalising (positive) effect on aggregate inequality. Another
observation that is worth mentioning here is that rent, interest and dividends
consistently had an unequalising effect on aggregate inequality, both in 1976/77 and
1988/89. Besides, pensions and EPF had a positive impact on inequality in 1976/77.

In 1988/89 however, they became unequalising sources.

2 If the relative concentration coefficient (gr) of an income source has a value of more than one, it
implies that, ceteris paribus, additional increments of that income source will lead to an increase in
total income inequality. On the other hand, if the relative concentration coefficient (g¢) of an income
source has a value of less than one, it implies that, ceteris paribus, additional increments of that income
source will lead to a decrease in total income inequality.

3 As being mentioned earlier, the contribution of each income source to aggregate inequality is not
similar between the two methods of decomposition. Thus comparing the percentage share of income
source in total income with the percentage contribution of income source in aggregate inequality
derived from the two methods might produce inconsistent results. Here the effect of income source on
inequality is identified by looking at the relative concentration ratio (gf) as well as comparing the
percentage share of income source in total income with the percentage contribution of income source in
aggregate inequality derived from the Gini decomposition only. The relative concentration ratio (gf)
derived from Gini decomposition appears to give a consistent results.
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Comparing the percentage share of income source in total income with the percentage
comtribution of that income source to aggregate inequality, or looking at the relative
comcentration ratio of that income source, revealed only the attribute of the income
source. It did not give the real magnitude of the impact of the income source om
ageregate incquality. The magnitude of the impact of each source of income om
aggregate inequality can be gauged from the respective figures of a and B derived im
Sherrock™s decomposition (see Table 4.4.1a). The figures of @ and B for paid
employment and self-employment confirmed the importance of these sources im
determining aggregate inequality. The a for paid employment indicated that if all
other sources of income had been equalised except income from paid employment,
total household income inequality would have remained at about 35.0 percent of its
actual figure in 1976/77. Thus, if paid employment had been the only source of
differences in income, total household income inequality would have been reduced by
65.0 percent. Looking at it differently, if income from paid employment had been
equalised while the rest of the sources of income remained the same, the B for paid
employment would have indicated that total household income inequality would be at
73.0 percent of its current level. In other words, if inequality in paid employment had
been eliminated, the total household income inequality would have declined about
27.0 percent. On the other hand, if self-employment had been the only source of
income differences (a), total household income incquality would have remained at
about 69.0 percent of its current level. If the differences in paid employment had been
eliminated and the rest of the sources remained unchanged (B), total houschold
income inequality in 1976/77 would have been reduced to about 36.0 percent of its
current level of inequality — a reduction of 64.0 percent of the aggregate income
inequality. For sources other than paid and self-employment, it appeared that if
inequality in these sources had been eliminated, there would have been no significant
reduction in total income inequality. Thus, it appeared that the most effective way to
reduce total income inequality in 1976/77 was by reducing inequality in self-

employment, followed by reducing inequality in paid employment.

In 1988/89, the B for paid employment showed that if paid employment had been

equalised while the rest of the sources remained the same, total income inequality
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would have been at about 54.0 percent of its actual figure — a reduction of about 46.0
percent. On the other hand if inequality in self-employment had been eliminated, then
total inequality would have been reduced by only about 29.0 percent. Therefore, while
eliminating inequality in self-employment had been the best strategy to reduce total
inequality in 1976/77, it appeared that this changed for 1988/89. In 1988/89, the most
effective way to reduce total income inequality was by reducing inequality in paid
employment. Furthermore, the [ for rent, interest and dividends as well as for
pensions and EPF showed that, if these sources had been equalised, aggregate
inequality would have remained at 89.0 and 91.0 percent respectively. In other words,
aggregate inequality would have been respectively reduced by 11.0 and 9.0 percents.
While this was only a small reduction in aggregate inequality, nonetheless it was
significant compared to the figures in 1976/77. For example, the B for rent, interest
and dividends in 1976/77 showed that if inequality in this source had been eliminated,
aggregate inequality in 1976/77 would only have been reduced by about 2.0 percent.
This is relatively smaller than the 1988/89 figures where if inequality in rent, interest
and dividends had been eliminated, aggregate inequality would have been reduced by
about 11.0 percent. This result therefore confirms that there was a growing role of
inequality of rent, interest and dividends (as well as pensions and EPF) as

determinants of aggregate income inequality between 1976/77 and 1988/89.

4.5 The Contribution and Effect of Income Sources on Rural and Urban
Inequality

The decomposition of Shorrock’s and Gini inequality indices was also carried out for
the rural and urban households. The results of Shorrock’s decomposition for 1976/77
are shown in Table 4.5.1a, while those for 1988/89 are shown in Table 4.5.1b. The
results for the Gini decomposition for 1976/77 and 1988/89 are shown in Table 4.5.2a
and Table 4.5.2b respectively. With regards to rural household inequality, the
decomposition analysis showed that in 1976/77 paid employment contributed more
than 50.0 percent to rural household inequality. This was followed by self-

employment which contributed about one third of the rural household inequality.

97



86

"PIZUBYOUN SUTBWDI SIOINOS SUY JO IS21 3} JO UOHINGLISIP Y} AIYm PANQLISIP A[[enba 219m 1 30INOS WOIJ FWOOUT 3
Jv urewas pinom ey Aijenbaut 1210 jo a8euao1ad oy = 0014 *J paInqINsIp Ajjenbs 3w003q $30INOS Y3 JO ISAI DY) JOJ FWODUT Y S[IYA X IOINOS WO S SIDUIIJIP SLWOdUL JO 201n0s A[UO 24 JI UTBUIAI P[NOM
ey Aienbaur (101 Jo 58w1ua21ad 31 = 014 ‘0 ‘Alijenbaul (€101 01 § 30IN0S JO UCNNQLIUOD 3FLIuaIad SYI= OO [ 41/S ‘AIfenbaul (2103 0) 1 321N0S JO UOHINQLIUOD AIN[OSqE Yl = g {PaNoaJjEUN UIBWDI 30INOS
JWI0JUT 1YI0 [[e Iy ‘pAaINqIIsIp Ajjenba st 1 901n0s WOy SwWoduT uaym Xapur Ayrenbaut ur surosp oy = 'O I 90INOS UIOJ} ISOIE SIOUIISHIP 3UI0dUL JO 321M0S A[uo ay) J1 xaput Aiffenbout = ‘O ‘uoneuea
JO 1u310133200 parenbs oy = parenbg-3 awioou pIOYIsNOY [B10) PUE 1 9IINOS WIOL) SWOOUL UIMIA] JUSIONJI0D UONIBIALIOD Y} = *d ‘Owoou] PIOYasnoy Jejo} ul I 30IN0S WOY WO0dUI JO 2IeYS o) = 0] 4(1/r)

910N
000 £8°66 LO'66 00001 6666 10°001 9666 0T'86 9L0¢ STI8 001x'g
00001 £0°0 ¥20 000 01°0 000 100 £5°0 81'8L L6'6T 001x D
00001 010 85°0 000 S0°0 100- £0°0 LYl ILEL 9¢+T 001T+I/'S
€€€TT 72000 0€10°0 10000 21000 1000°0- 90000 09200 £9¥9°1 0¥bs 0 'S
€€€TT 8£00°0 8020°0 10000 20000 £000°0~ 01000 £0+0°0 S9PS'1 L8IY'0 a0
£€€2°T 90000 £500°0 1000°0 72000 00000 £000°0 L1100 19vL°1 £699°0 vO
£LETT ££9S°3Y 1LPLPY 1LEYOE) 071S0¢ 0965 61% 6¥LT 091 088€°€S 98€T°€1 11£6'1 parenbg-D
00001 $650°0 00210 15000 yL10°0 ¥920°0- 75200 80910 LEESO 0Stt'0 d
00001 9€0 68'1 800 $8°0 200 €10 8l 7€9¢ 18'85 0014(1i/")
PIOY3sno} ueqin
000 LE66 0906 8766 8666 00001 20001 £5'86 86°0L 788 001+ g
00001 710 AN S1°0 y1°0 000 200 L9°0 y9¢ 76°L9 0010
00001 8¢°0 9LS €70 800 000 000 LO'1 €L'TE $S°6S 001x1/'S
8LST'1 LY00'0 ¥ZLO0 $S00°0 01000 00000 00000 ¥€10°0 LIIY0 06bL°0 'S
8LST'1 6,000 8110 1600°0 70000 00000 7000°0- $810°0 159€°0 LEY'0 a0
8LST'1 91000 99700 81000 81000 00000 70000 8000 ¥85¥°0 £¥58°0 vO
8LST'1 £€66'€H1 $88T Y1 8791°LYT 1060°1T 1£96°42¢ 1€£0°61 1 SLIO'LOI zse 0005T parenbg-D
00001 99010 8S6£°0 yEL10 £1200 96000 6000°0- 90€1°0 s o 972L0 ‘d
00001 €€0 (A% 4 Lz0 260 100 €10 680 89°F€ 9v'8g 001(1i/m)
PIOY3sSnOY [eany
1VIOL SIPYIO uonduwnsuo) s SIDUBHIILIY jeqe7 AdAd spuapiaiq  udwlodwy juswhojdwy
® »® »® ¥ »® -JPS pred
dnpold S[Imoq sjuawied SUOISUdJ 1S919)u]
w0 e ATRET | EXJIEYVN ‘“quay

"LL/9L6T ‘BIIY AQ $321n0S SWOdU] AQ Alifenbau] Jo uonisodwoda(] s, §0010yS Bie(] STIAN Bl S+ 998l



66

"PABUEYOUN SULBWIIL SIINOS Y] JO 1531 Iy JO UOHNALASIP YD [IyM PanqQinsip Ayrenba 315m 3 3010 WOy FWOSUE S
3t urewas pinom yewy Agenbaus (€101 Jo a3e1ua01ad o = P 1. “f ‘PINALASIP AfTenba sw0oaq $303M0s Ay} JO 1531 Ay J0§ 3Woout 3 I “3 32INOS WL ST SIOUILIJIIP JWIOOUT JO OMOS AJUO D) JI UIBWAT PIriom
ey Lenbauy je103 Jo o3eusatad ay = Q14 v ‘Anfenbaus jeio) 03 1 301n0s JO uonnquuod adeiuaoiad aypi= 0Q141/S ‘Anenboul 2101 01 1 33108 JO uonnQiRuOd ANJOSqE A = ‘S ‘P3IIAJFLUR UIBWII 90MOS
awodut IO f1e Ay ‘paynguusip A[fenba st 2 901n0s WO MWOIUY BAYM Xapur AJijenbaur W SuNDIP AP = gD *4 92INOS W01} ISOIL SIOUIBIHIP JWIOIUL JO 305108 A[UO B J1 XSput Aenbour = ) ‘woneuea
J0 1u51213500 pasenbs ayy = pazenbg-D) 'oWOOUT PIOYISTOY [E30) PUE I 201005 WIOIJ SWOOUL USIMIDG 1UIIOLJI0D uene|3100 S = ‘d ‘dWOdL PIOYISNOY {2101 Ut 1 92IN0S WO SWODUS JO ARYS A} = QO] 4, (ti/1)

DI0N
000 80°66 ££°66 L3866 8Y'v6 00°001 6v'C8 $5°06 8pLL LELS 001« 'd
00001 Tl 0Z0 010 607 00°0 96°L1 8b¢ (4.3 74 08'8% 001+ "®
00001 Lot 0 Tio 08y 000 ELLY 91’9 LI9€T 1Lsh 00T+1/'S
$SS6°0 20100 000 11000 65700 0000°0 ¥691°0 81900 19tT0 L9EVD B
$$66°0 88000 $900°0 21000 LZS0°0 00000 €L91°0 £060°0 6120 TLOr0 e
¥556°0 91100 61000 01000 16£0°0 00000 91LI0 7££0°0 1LETO 799+°0 v
¥556°0 €979'C6 T8TSET SLSHS LYSYyl 190" Eb1 1$99°79 L60L'9Z SHP9'S 0811 parenbg-3
0000} 89600 0L60°0 79500 9L£T0 ¥790°0- S8iv'0 SOPE0 ISLY'0 ¥59°0 0
007001 A% 0Tt o 0TS 000 £TS £S°€ 05°0T 0829 0014(1i/r)
PIOYISNOY ueqan)
000 $5°66 6196 9,66 €0°L6 96'66 $5°66 v0°L8 SE'19 9r'vs 001 ¢
00°001 ¥8°0 8t'[ v e 000 Lo ¥$'T YT e wTs 001x 0
00°001 $9°0 $9T 61°0 65T 200 85°0 St 24D AR 001x1/'S
66951 10100 91100 0€00°0 LOYOO £000°0 26000 91210 12L5°0 €ILLO 'S
66951 0000 66S0°0 8€00°0 99$0'0 90000 1L00°0 ¥£02°0 8909°0 6¥i1L0 e
66951 ZE100 €200 72000 $£0°0 00000 1100 66£0°0 SLESD 9LT8°0 vO
66951 95£6'1T1 L9£6'81 L8TS'6C 808L ¥l 706£°082 9091'1% ££90°S¥ 1926'9 8875°T parenbg-3
00001 £0L0°0 YLITO 60500 rAZAKI] 08£0°0 06900 19840 87790 99.9°0 d
00001 $0'1 15°¢ 980 98y 00 9'1 L6T 9817 17Ls 00 L (/1)
PIOYPSNOL] jeiay
IVIOL SPYIO uondunsuo) IR) SIDUE)) LY jexe7 AdA spuapialq  JuawAolduryy Juawdojdury
¥ ¥ » » » RIEIN preg
Rapary sumoq sumseg SUOISU g 1S9aug
wogy ‘queyIayuy AIRJIAA ‘uay

‘68/8861 ,Q0u< a S33IN0OG WO} NQ \OZNDTOCM Jo COCEG%OUQD $.jo0u0ygs e STTJ 91°Cv =1qe].



001

‘Jy81am Ayrjenbaut 1019e) = JSym ‘ones uonenuadUOd
10308} 9ANEIRI = J3 1O ul Jusu0dod J0)0) = JOIM ‘ONEl UONENUIIUOD JOIOE) = JO) 1j DINOS I0J JUIIDNJI0D (U1 = JO) 'DWI0OUL [£I0) UI J 30INOS JO AIBYS JUWIOOUI = JM ¢J 92INOS JOJ WODUT 9FLIIAL = Ju
910N

00°001 0000'1 0000'1 €VES0 £VES0 €VES0 00001 €216 TVLOL
LT0 L2000 €SEL0 #1000 826£°0 8896°0 9€00°0 €€ SIYI0
YLl YL100 09160 £600°0 $684°0 25260 68100 €LT uonduinsuoy) 2 9npo1d SWoH
200 20000 79820 10000 62S1°0 0£660 80000 L S)ID % SALMO(] ‘ddUBILIdYU]
81°0 81000 €€120 01000 6ET1°0 or16°0 $800°0 LL soouBNIWoY
€0°0- £000°0- LST¥'1- 10000~ ¥9SL°0- LL660 20000 [4 edeZ % sjudwAed 2IBJ[O M
o T100°0 60260 9000°0 026v°0 660 €100°0 4| JddH % suoisuaq
66'1 66100 €TPE'T 9010°0 TLILO £296°0 8v10°0 el SPUapIAL(] 79 1S9IA)U] WUy
oré6v 016¥°0 615€°1 €292°0 TTTL0 £9.8°0 7€9€°0 €1€€ awkordwg-y19s
99t 799%°0 816L°0 16v2°0 0£ZH 0 80850 L88S0 1LES juswkojdwy preg
U—o——om-om :&Q.—D
007001 00001 0000'1 vT8Y°0 ¥784°0 $T84°0 00001 6E1¥ TV1OL
90 9t00°0 80P’ 72000 LLLYO L886°0 €£00°0 ¥1 SI2YI0
Lv'S LYSO'0 €891 9200 6119°0 08160 EV0°0 6L1 uondwnsuo)) 2 3onpoid SWOH
90 9%00°0 86691 72000 10280 15660 L2000 14 SYID 29 SAUMO(J ‘@duBILIBYU]
wo Y000 0SS0 02000 S61T0 0€£€6°0 76000 8¢ soouBWY
100 10000 £986°0 00000 6SLY'0 TL66°0 10000 0 1eYeZ % SsjudwiAed 21ej[9M
¥0'0 ¥000°0 STEE0 20000 $091°0 $266°0 €100°0 S J4dd % suoisuad
91'1 91100 L90€'T 95000 $0€9°0 8086°0 638000 LE SPUDPIAL( 29 1S21A)U] Y
01°9¢ 019€°0 6010°1 THL10 72050 ¥SSL°0 891¢€°0 SEPI wowkojdwg-}198
L8'SS L8SS0 86560 $69C°0 1190 10£9°0 9850 61T wowojdwy pred
pIoyasnoy [eany
uoynqLIIuod FEIT 9/30=)3 FRIL i) IR m Ju
%

LL/I9L6] ‘Baly pue $321N0g Swodu] \AD \Q:wﬂwv:— Jo :OmwmmOQEOODQ o) ered S14IN e’ ¢y 2lqel



101

“1ySom Kyijenbout 10308 = JSiM (O11BI UONBNHUIIUOD J0IOBY ANR[AI = J3 ‘0) ul Jusuoduiod
10108} = JDJM ‘OlRI UOIIENUIOUOD JOJOBY = J7) ¢} 90INOS IOJ JUDIOLJI00 I = JO) ‘9UIOOUl [BJO} Ul J 92INOS JO IBYS SUIOOUI = JM ‘] 9IINOS JOJ SWOOUI 9FRIGAR = Jwi

90N
00001 00001 00001 0ecr'o 0€eyo 0€eyo 00001 661LI1 TVIOL
(A% €100 SI8T°1 95000 866¥°0 $686'0 ¢r110'0 £61 s1YI0
80 78000 5890 S€00'0 66870 £L160 0c10'0 90¢ uondwnsuoy) 2 95npold SWOH
0t’0 0£00°0 PLILO £100°0 ge0e0 68L6°0 000 €L SPID 79 SOLMO(] *oUBILIYU]
06¢ 06£0°0 60SL0 §910°0 9L1£°0 PLL8'O 0cs00 ¥68 SaduenIuISy
000 00000 1069'1- 00000 6v1L°0" 0t£66°0 00000 0 187 29 SJUdWARJ 2IBJ[OM
$89 6890°0 660¢°1 06200 1¥SS°0 S6¥6°0 £CS0°0 006 Jdd % suorsusd
009 00900 £669°1 $$20°0 881L°0 S8v6°0 £G£0°0 L09 SPUSpIAI( % 15319 Uy
y9'vC YoreTo [444AN woro 980S°0 16280 0S0T°0 §Tse wowAo[dwyg-§[3S
919§ 91950 £V68°0 9LETO £8LE°0 0L6Y0 08290 10801 wowfordwy pred

PloYasnoj ueqa)
00°001 00001 0000°1 80LY°0 80LY°0 80LY°0 00001 01601 TVIOL
¢80 68000 CLIB80 0v00°0 LY8E0 18L6°0 0100 1481 SO
£0'€ £0£0°0 €980 £Ev10°0 £90¥°0 y168°0 1S£0°0 £8¢ uonduinsuoy) 2 sonpoid dwoy
¥8°0 ¥800°0 91860 0¥00°0 129%°0 98960 98000 ¥6 SYID 79 SAUMO( “ddourILIRYU]
90°¢ 90£0°0 00€£9°0 Y9100 99670 91880 98100 0es SIdUENIWSY
100 10000 928¢0 10000 1081°0 LS66°0 ¥000°0 L4 1eyeZ 29 sjuowiked drej[om
oLt 0L10°0 L920°1 08000 te8y’o L9L60 §910°0 081 ddd % suoisusd
96V 9600 7899°1 $£200 £68L°0 8£96°0 L6200 Sze SPUSPIAL( 79 1S3I9MU] Uy
19°9¢ 1992°0 £6S6°0 £6Z1°0 L6vy0 CILLo 98LT0 6£0¢ wawkojdwyg-jjo8
£6'8S £68S°0 10€0°1 YLLTO 6Y8Y°0 €090 12LS°0 1729 yuswhodwy preg

PIOY3snOyY [eany

uopnqriuod FEITY RY RS JOom D JO n Ju
%

"'68/8861 ‘B2iy pUB S92INOS aWodU] Aq Ajenbauf jJo uonisodwoda( win) eie STIN 4 S & 2lqeL



Besides, there was also a notable contribution of home produce and consumption (i.e.
more than 5.0 percent) in rural household inequality. The rest of the sources made
only a minor contribution. In 1988/89, paid employment continued to make the largest
contribution to rural household inequality, followed by self-employment. There also
had been a notable increase in the contribution of rent, interest and dividends of about

5.0 -8.0 percent to rural inequality.

Looking at the relative concentration ratio (gf) and also comparing the percentage
share of income source in rural household income with the percentage contribution of
the source in rural household inequality, in 1976/77 (see Table 4.5.2b), paid
employment was an equalising source, while self-employment, rent, interest and
dividends, as well as home produce and consumption were unequalising sources. In
1988/89 however, it was also found that paid employment became an unequalising
income source. On the other hand, self-employment, home produce and consumption
had become equalising income sources. Rent, interest and dividends continued to be

an unequalising income sources.

The value of B in Table 4.5.1a reveals that in 1976/77 reducing inequality in paid
employment would have been the best strategy to improve rural household inequality,
followed by reducing inequality in self-employment and home produce and
consumption. The B for paid employment for instance shows that if paid employment
had been made equal, while the rest of the sources remain unaffected, rural household
inequality would have been about 49.0 percent of it actual figure in 1976/77. This
means if paid employment had been made equal, then there would have been a
reduction about 51.0 percent from the current level of rural household inequality. In
1988/89 (see Table 4.5.1b), reducing inequality in paid employment continued to be
the most effective way to improve rural inequality, followed by reducing inequality in
self-employment. Besides, reducing inequality in the rent, interest and dividend would
also have been one of the significant strategies to improve rural household inequality
in 1988/89. The B for rent, interest and dividends shows that if rent, interest and
dividends had been made equal, ceteris paribus, rural household inequality could

have been reduced about 13.0 percent from its 1988/89 level.
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Decomposition analysis of the urban household inequality for 1976/77 reveals that
self-employment made the largest contribution to urban inequality, followed by paid
employment. The rest of the sources made only a minor contribution. In terms of the
attribute of the income source, paid employment was found to be an equalising
income source, while self-employment as well as rent, interest and dividends were
found to be unequalising income sources. In 1988/89, paid employment made the
largest contribution to urban inequality, followed by self-employment. Besides, there
was also quite a significant contribution of rent, interest and dividends (6.0 percent),
and also pensions and EPF (7.0 — 17.0 percent) in urban inequality. Paid employment
continued to be an equalising source in 1988/89 as in 1976/77. Self-employment, rent,
interest and dividends, and also pensions and EPF were unequalising sources in

1988/89.

The B for paid and self-employment indicates that reducing inequality in both sources
would have significantly improved urban household inequality in 1976/77. However,
it appeared that reducing inequality in self-employment was effective than reducing
inequality in paid employment. The B for self-employment indicates that if the rest of
the sources had been left unaffected, while equalising self-employment, urban
household inequality would have remained at 31.0 percent of the inequality level in
1976/77 - a reduction about 69.0 percent. In 1988/89, this no longer held. The  for
self-employment shows that if self-employment had been made equal, ceteris paribus,
urban household inequality would have remained at 77.0 percent of the inequality
level in 1988/89. Thus, the expected reduction in the level of urban inequality was
only about 23.0 percent. Reducing inequality in paid employment turned out to be the
most effective way to improve urban inequality in 1988/89. The B for paid
employment indicates that if inequality in paid employment had been eliminated and
inequality in the rest of the sources remained unchanged, urban inequality would have
been expected to decline to about 43.0 percent of the 1988/89 inequality level. In
addition, reducing inequality in rent, interest and dividends as well as inequality in
pensions and EPF would also have contributed to quite significant improvement in

urban inequality in 1988/89.
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4.6 The Contribution and Effect of Income Sources on Ethnic Groups Inequality

The decomposition of Shorrock’s and Gini inequality indices was also carried out for
the major ethnic group — Malay, Chinese and Indian. The results from Shorrock’s
decomposition analysis for 1976/77 and 1988/89 are respectively shown in Table
4.6.1a and Table 4.6.1b, while the results from Gini decomposition is shown in Table
4.6.2a and Table 4.6.2b. In general, the results of both Shorrock’s and Gini
decomposition analysis for the major ethnic group shows quite a similar pattern to
that already found and described earlier. Therefore, the same remarks would apply.
The results show that across all ethnic groups, in a significant portion of each ethnic
group inequality was contributed to by paid and self-employment. The contribution of
rent, interest, and dividends increased quite notably between 1976/77 and 1988/89
across all ethnic groups. The rest of the sources made only a small contribution to
inequality of each ethnic group. For the Malay households, it was found that paid
employment was an unequalising source, while self-employment was an equalising
source, both in 1976/77 and 1988/89. Rent, interest and dividends were equalising
sources in 1976/77, but became unequalising sources in 1988/89. For the Chinese and
the Indian households, paid employment was an equalising source, while self-

employment and also rent, interest and dividends were unequalising sources.

Looking at the B for the Malay households, it is found that in 1976/77, reducing
inequality in paid employment would have significantly improved income inequality
of the Malay household, followed by reducing inequality in self-employment. For the
Chinese and the Indian however, it was the other way round. For these households,
reducing self-employment would have been the best strategy to improve their income
inequality in 1976/77, followed by reducing inequality in paid employment. In
1988/89 however, all three ethnic groups exhibited similar results. The B across all
ethnic groups shows that the best strategy to reduce inequality would have been by
reducing inequality in paid employment, followed by reducing inequality in self-
employment. Besides, there was also further scope for improving inequality through
reducing inequality in rent, interest and dividends. For the Indian household, it also
appeared that reducing inequality in pensions and EPF was also one of the ways to

improve their income inequality in 1988/89.
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