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ABSTRACT

Income inequality has been a major issue globally in recent decades, both in developing and developed
countries. This economic problem occurs when the income distribution is not evenly distributed across
households or society. High levels of inequality may dampen economic development and lead to social unrest
and poverty. In most developing countries, Malaysia is no exception, especially since the income inequality
between states or regions has widened over time due to several economic variables’ impact. Despite the
widening income inequality, there is limited empirical evidence on how these economic shocks affect income
inequality. Therefore, this study is presented to examine the patterns and the implications of economic shocks
on income inequality in Malaysia through a narrative review. This paper begins by providing an overview of
past studies, and empirical findings on income inequality and economic shocks. By analyzing these
consequences of economic shocks, this study may provide a nuanced perspective on the contribution to
mitigate the adverse impact of income inequality and help to boost economic growth. The findings from these
narratives review will provide insight into the literature gap and recommendations for future direction of
studies. Future research should explore other economic variables such as globalization and the immigration of
foreign workers to various sectors such as agriculture, manufacturing, and services, which has a significant
impact on income inequality. By addressing these gaps, it allows us to understand the drivers and
consequences of income inequality from multiple perspectives, leading to a more comprehensive and impactful
research to contribute to academic knowledge and policymaking.
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INTRODUCTION

Over the last five decades, Malaysia has undergone varying levels of development. Initially, Malaysia was
primarily an agricultural-oriented economy. In the early 1970s, the agricultural sectors played a major role in
driving economic growth. However, the global oil crisis occurred, which caused inflation and economic
instability worldwide. For oil-exporting countries, oil price fluctuations may contribute to the growth of real
national income by boosting export revenue (Apriani & Perwithosuci, 2024). Even though Malaysia is an oil-
exporting country, the impact of the oil crisis has been severe with an increase in the production of goods and
services. Changes in oil prices not only raise the production cost but also increase transportation costs and
heating bills, particularly the price of items that are produced with petroleum products (Abdelsalam, 2023). In
the 1980s, the sharp decline in global commodity prices also significantly impacted the nation’s economy due
to the contraction in the demand for rubber and tin. This reduction resulted in a recession, high unemployment,
and severe income inequality. During 1997-1998, the Asian financial crisis contributed to economic downturns
and currency depreciation. The Asian financial crisis first emerged in Thailand and affected other countries
due to excessive borrowing, unstable financial systems, and a prolonged investment boom (Corden, 2007). The
crisis triggered a decline in about 80 percent of the value of Malaysian ringgit, from RM2.50 to RM4.50 per
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US dollar (Naseem et al., 2010). This depreciation led to the increased cost of imported goods, high living
expenses, and exacerbated income inequality, specifically in the lower-income group. A similar economic
impact also occurred when the Global financial crisis hit Malaysia’s economy and caused a slowdown in
export industries. The global financial crisis also known as the Great Recession occurred in 2008 due to the
housing bubble burst, leading to economic downturns worldwide (Wang, 2024). Although the crisis impact
was less severe in Malaysia, it continued to contribute to employment declines and disproportionately
impacted vulnerable groups, which further widened the income gap. The second-greatest economic downturn
struck Malaysia, driven by the COVID-19 pandemic. This health crisis spread rapidly across the world and
was announced as a pandemic following widespread transmission by the WHO in 2020. Several measures
were adopted to curb the spread of the disease, including persistent lockdowns and social distancing measures.
Although effective, this measure has significantly impacted service sectors, leading to firm shutdowns, layoffs,
and thus amplifying income inequality (Ohnsorge & Yu, 2022). During the pandemic, households suffered
from income reductions and changes in daily consumption since the implementation of movement restrictions
(Ismail et al., 2021).

Recognizing the issue, Malaysia has introduced several strategic policies with various benefits in addressing
income inequality. In 1971, the New Economic Policy (NEP) was adopted to eradicate poverty and restructure
society across racial lines. This policy aimed to balance the economy between ethnic groups. Development
programs for rural areas targeting disadvantaged groups, including infrastructure development and agricultural
support. Affirmative-action policies for Bumiputera ownership in the economy, such as access to employment,
education, and business opportunities. Despite this measure, the income inequality between ethnic and regions
remained prevalent. In 1991-2000, the policy was replaced by the National Development Policy (NDP) with
the objective of achieving sustainable and equitable economic growth. Similar to previous policies, the NDP
also continues to eradicate poverty and inequality within society. This policy successfully lowered poverty
rates, however, income disparities persisted as a significant challenge. From 2001-2010, the National Vision
Policy (NVP) was established to create a more inclusive and sustainable economy by improving the quality of
life and narrowing the disparity. The poverty level declined, nevertheless, the income gap between ethnic and
regions continued to broaden over time. In 2010, Malaysia adopted the New Economic Model (NEM) with its
goal for Malaysia to become a high-income nation by 2020. The NEM proposed a restructuring to focus on
needs-based policies replacing race-based affirmative action. This was developed with the purpose of ensuring
that social security was distributed fairly by targeting the bottom 40% of income earners (B40) across all
ethnic groups. The model contributed to the significant GDP growth and minimized the absolute poverty
levels, yet challenges persist in the educational access gap. Recently, the long-term policy Shared Prosperity
Vision (SPV) was launched in 2019 to balance quality of life while continuing efforts to reform the economic
framework and mitigate wealth and income disparities. However, the COVID-19 pandemic exacerbated
inequality in 2020, thus challenging the early impact assessment of SPV policy. Early indicators such as Gini
coefficient show slight improvement from 0.407(2019) to 0.404(2022), indicating the initial impact of the
policy contributed to income distributions. The SPV could have a huge potential in narrowing income gaps by
2030, depending on strategic government interventions.

The transformation from agricultural sectors to service and manufacturing sectors tends to exacerbate income
inequality, particularly in developing countries (Andersson & Palacio Chaverra, 2016). Widening income
inequality may contribute to several risks such as social and political instability, and hinder economic
development (Ohnsorge & Yu, 2022). For developing countries, stable economic growth is deemed necessary
to reach a high-income country status (Shaukat et al., 2019). It is important to combat income inequality to
ensure economic growth benefits all income groups in a country. Existing studies mainly focused on income
inequality between ethnic groups, however, there are limited studies that examined income inequality across
states by taking into account the effects of economic shocks over a long period of time. Therefore, delving into
how undisrupted events and government policies affect income inequality is crucial to developing policies
tailored to the needs of each state.

The objective of this study is to analyze the emerging trends and the implications of economic shocks on
income inequality in a long-term analysis through a literature review and using the insight from the literature
gap to provide recommendations of future study direction.
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Theoretical Review

Firstly, a review on the theories related to the studies of economic shocks impact on income inequality will be
examined. The theoretical landscape surrounding economic shocks and income inequality encompasses a
variety of models that highlight how different factors interact to shape income distribution outcomes.
Understanding these dynamics is essential for policymakers aiming to address the adverse effects of economic
fluctuations on vulnerable populations.

Kuznets Theory

In the 1950s, Simon Kuznets (1955) proposed a notion that there is an inverted U-relationship between income
inequality and economic growth. The hypothesis was developed based on the empirical research conducted
during the 20" century. He believed that when a country experienced a positive trend in economic growth in
the initial development, income inequality tended to rise. Once a country reaches the highest level of economic
growth, income inequality eventually declines as the economy develops. Kuznets Theory has received both
support and challenges through various empirical studies, indicating the complex relationship between income
inequality and growth. Zaremba (2024) supported the Kuznets theory by revealing that income inequality in
socialist Asian countries rises during early economic development, however it eventually declines as growth
continues. Saipudin (2024) empirically examined the linkage between income inequality and economic growth
and found that income inequality may boost economic growth in advanced economies, aligned with Kuznets
theory. Yet, developing countries demonstrate different results that oppose the theory, implying that income
inequality hinders economic growth. This finding was consistent with Deininger & Squire (1998). Kim et al.
(2011) proposed their empirical study challenged the Kuznets theory when the results suggested economic
growth and income inequality showed a U-shaped relationship.

Income Inequality

Economic Growth

Figure 1 Kuznets Theory
Human Capital Theory

Human capital theory states that education contributes to changes in income inequality. Adam Smith believed
that some individuals inherit wealth or resources naturally from a privileged family. When children have broad
access to education, they are more likely to secure a high-paying job and earn higher income. In contrast,
children who have limited access to education tend to enter the workforce in lower-wage industries, thus
creating disparities in income level. Empirical evidence from multiple studies suggested that education plays
an important role in stimulating economic expansion (De la Fuente & Doménech, 2006). Tas (2022) indicated
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human capital contributes substantially to income inequality, particularly in tertiary education and enrollment
rates. As the education levels rise, the income level of lower-income groups increases, narrowing disparities
between poor and wealthy groups. Agil & Wahyuniati (2022) found a significant positive effect between
human capital and income inequality in Indonesia, implying that the increase in education level increases
income inequality. Conversely, Suhendra et al. (2020) revealed that growth in educational attainment and skills
tends to enhance job opportunities, which results in high-salary positions and greater income.

Institutional Theory

The institutional theory suggests the role of institutions that control economic activity may significantly
influence income distribution. According to Zwysen (2023) the implementation of minimum wages from
economic institutions may contract wage inequality, whereas less stable institutional systems increase the gap
in wage disparities, further exacerbating income inequality. Sarkhosh-Sara et al. (2020) noted that weaker
institutional frameworks allow for greater income inequality. These inefficiencies often lead to inequitable
economic resource distribution, thereby enabling pre-existing capital holders to control and generate more
income compared to others. Fabrizio (2005) revealed that the quality of institutions exhibits a significant
correlation with income distribution through its impact on investment allocations. A stable institution may
enhance the average income share and boost economic growth, narrowing the income gap between lower-
income and high-income groups.

Empirical Findings on the Trends of Income Inequality

Each country experienced fluctuations in trends of income inequality over time. Piketty & Zucman (2014)
stated that developed countries undergo an upward trend in income inequality and are likely to surge. In
developing countries, income inequality has been observed to experience inconsistent patterns, including both
upward and downward shifts (Ravallion, 2014). Amarante & Colacce (2018) found that income inequality has
been rising in developed and developing countries. Makhlouf (2023) revealed different results where the study
showed that both developed and developing countries exhibit no consistent secular trend in income inequality.
T. Kim & Ilin (2022) believed that the rising income inequality has significantly impacted lower-middle and
low-income nations, leading to an increase in poverty levels. Radhakrishna (2018) reported that the top 1%
income growth is the primary driver of the rise in income inequality, particularly in advanced economies.
Nevertheless, developing countries like India demonstrate a rising gap in income inequality between urban and
rural areas regardless of poverty reduction and expansion of economic development.
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Figure 2 Gini Coefficient in Malaysia, 1974-2022

Since the 1970s, Gini coefficient in Malaysia has recorded fluctuations, with periods of both increases and
decreases implying Malaysia has undergone significant changes in income inequality trends over the last few
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decades. During the 1990s, there was an increasing trend in income inequality across ethnicity and urban-rural
regions (Shari, 2000). Ragayah (2008) also added that Malaysia recorded the highest value of the Gini
coefficient in 1976 and gradually declined, however, it began to rise again in 1990. Safari et al. (2018)
examined the trend of income inequality in Malaysia using the period between 2007 and 2014 and suggested
that there is a declining trend, implying that there has been a degree of improvement in the distribution of
income. Rongen et al. (2024) stated that regional disparities remained a major issue regardless of the decline in
poverty levels and economic security, specifically between urban Peninsular Malaysia and rural East Malaysia.
Peng Tey et al. (2019) emphasized that there are significant differentials in income inequality across states and
the impact has been most pronounced among lower-income groups. However, interestingly, this is contrary to
a study conducted by Masseran et al. (2020). This study found that higher-income groups were adversely
affected by the increase in income inequality. The post-COVID recovery trends show that other economies
such as Indonesia, Thailand, and the Philippines are found to be aligned with Malaysia, ranging around 0.4 in
terms of Gini coefficient. This indicates that the pandemic crisis significantly widened income inequality
among developing countries.

Table 1 Income Inequality by Selected Countries

Country Year | Gini Coefficient
Indonesia 2021 | 0.379
Uruguay 2020 | 0.402
Malaysia 2022 | 0.404
Philippines | 2021 | 0.412

Bolivia 2020 |0.436
Thailand 2021 | 0.433
Peru 2020 |0.438
Chile 2020 | 0.449

Empirical Findings on the Shocks and Income Inequality

Economic shocks such as recessions or financial crises can significantly impact income inequality in many
countries. According to Mansour & Wendel (2015), the financial crisis poses a challenge to poor households
compared to wealthy groups. This issue persists further when disadvantaged groups receive limited social
assistance to cushion the impact of the crisis. Knowles et al. (1999) found that income inequality has worsened
during the Asian financial crisis in fewer countries such as Thailand, Korea, and the Philippines, whereas
Indonesia experienced a reduction in income gap. Mukhopadhaya (2002) pointed out that Singapore and
Thailand experienced a rising trend in poverty levels and income inequality during the Asian financial crisis.
Additionally, the crisis disproportionately impacted vulnerable groups as they had inadequate social support
and income reduction. Similarly, Bodea et al. (2019) also found that the Asian financial crisis worsened
economic conditions and amplified income inequality between low-income and high-income groups. In
contrast, Seker & Dayioglu Tayfur (2016) reported that real-income households, poverty levels, and income
inequality are declining due to the global financial crisis impact. Wealthy groups were more adversely affected
than low-income groups, leading to significant improvement in income allocation. George et al. (2015) found
different results, where there is growth in income inequality and poverty levels due to a reduction in welfare
benefits.

In a different study, Sheng & Gupta (2022) found oil price shocks have a substantial effect on income
inequality. In the short term, oil supply shocks tend to exacerbate income inequality, however, income
inequality gradually declines over the long term. Tan & Uprasen (2023) suggested that the fluctuations in oil
prices have varying impacts across countries. The escalation of oil prices widens the income gap in the oil-
importing country, while the oil-exporting country experienced an improvement in income distribution. Smith
& Wills (2018) concluded that the rising of oil prices promotes economic growth, yet worsens income
inequality, indicating the benefits of growth are only concentrated in urban areas. Du (2024) examined the
impact of the COVID-19 pandemic on regional inequality in China and the empirical evidence revealed the
Gini coefficient increases, highlighting that the pandemic worsened inequality, particularly within the region.
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Novianti & Panjaitan (2022) analyzed the income inequality before and during the pandemic by using Theil
Index and revealed that the value increased from 0.258 in 2019 to 0.516 in 2020. This indicates the rising
income inequality, particularly within regions. Isik et al. (2022) emphasized that the pandemic affects each
country differently. Some countries demonstrated greater income inequality during the pandemic, whereas
other countries have seen contrasting effects. Overall, the effect of the pandemic has been experienced by
growing income disparity in both developed and developing nations.

Biswas et al. (2017) examined the relationship between tax policy, income inequality, and economic growth
and found that lower-income disparities between low and median-income groups drive economic growth.
Nevertheless, adopting a tax policy to mitigate income inequality within the median and high-income groups
may dampen growth. Wu et al. (2006) summarized that imposing taxes in urban areas and expanding social
assistance in rural areas helps to address the income gap between regions. Study by Yan & Mohd (2023)
analyzed the impact of structural changes on income inequality in China and the result from the study showed
that the increase in urbanization rate significantly contributed to the higher income inequality in both urban
and rural areas. Despite this, the income distribution gradually experienced a relative improvement across
these regions over time. Soava et al. (2019) stated that developing economies experienced a surge in income
inequality accompanied by positive economic growth, confirming the Kuznets hypothesis. Next, empirical
research by Muszynska & Wedrowska (2023) explored the association between education and income
inequality and suggested that higher education levels are inclined to diminish income inequality. However, this
result was contradicted by the study Arshed et al. (2018) who found that education exhibited an inverted U-
shape relationship with income inequality for secondary levels. On the other hand, tertiary education showed a
U-shaped trend. Suryadinata et al. (2023) examined the interplay between educational attainment and income
inequality in Indonesia and found that high education influenced income distribution by increasing the
opportunity to earn higher compared to individuals with low education.

Literature Gaps

This study aims to address the existing literature gap by focusing specifically on the relationship between
crises, economic structure, economic policy, and education as primary determinants of income inequality in
Malaysia. While these variables provide a solid framework for understanding inequality, it is important to
acknowledge that other drivers, such as globalization and the immigration of foreign workers, also have a
significant impact. These two factors are the most significant forces shaping the modern world, particularly in
income inequality. This may have influenced the results, as these factors could play an important role in
analyzing income inequality. Lee (2004) studied the impact of globalization and found that innovation in the
manufacturing sector is highly associated with an increase in foreign labor. Sectors such as manufacturing and
construction are heavily dependent on unskilled foreign workers to boost growth (Kanapathy, 2006). While
Ramesh et al. (2012) suggested that the influx of foreign labor harms wages of local workers and increases the
unemployment rate. However, due to the complexity of these variables, they are not included in the main
objectives of this study. Future research could address this gap by investigating the impact of these additional
variables to better understand their contribution to income inequality. By concentrating on these selected
variables, this study seeks to provide a deeper understanding of their impacts on income inequality, while
setting the basis for future research into the wider scope.

Future Studies Recommendations

Future studies may explore the impact of globalization in determining income inequality by considering factors
such as trade and foreign direct investment, which have significant effects on income distribution. Assessing
the role of globalization may help to provide a broader view of how economic integration affects income levels
across the population. Besides that, studying the effect of migration on income inequality is also worth
considering for research. The impact of migration plays a significant role in the economy, specifically through
the employment of foreign workers in various sectors, leading to uneven income distribution among native
workers. By addressing these literature gaps and exploring new approaches, future studies have the potential to
significantly advance our understanding of income inequality and help policymakers design effective policies
and create a fairer society.
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CONCLUSIONS

The study reviews the pattern and the consequences of economic shocks on income inequality in Malaysia and
found that each economic variable has various significant impacts that affect the distribution mechanisms of
resources, leading to income disparity between regions. Malaysia has experienced a fluctuating trend on
income inequality during economic crises such as the Asian financial crisis, global financial crisis, and
COVID-19 pandemic. Crises widen pre-existing income inequality within regions. Additionally, the impacts
are influenced by different infrastructure development and policy implementation, which directly impact the
vulnerable group, as these groups experienced larger consequences from the persistent income inequality.
Analyzing the impact will lead to effective resource management as it plays an important role in shaping
income distribution and ensuring the allocation of government aid fairly based on its needs. The
implementation of welfare programs such as cash transfers and subsidies is important to cushion the impact of
crises among vulnerable groups. Policymakers should consider these perspectives when formulating strategies
to promote equity and lessen disparities. In conclusion, addressing income inequality in Malaysia requires a
thorough awareness by incorporating both domestic and global factors. This is vital to build a sustainable
policy solution and ensuring all segments of society benefit from economic growth, without exclusion.
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