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Abstract

Globalization, the twentieth century buzzword, mastated into a Zicentury nightmare — the global economic
crisis. Globalization refers to the greater intemcectedness among nations. It is also seen asmfhementation of
socio-economic policies which gave priority to netrkorces while the state takes on a diminishee. Olpening up
to international trade has helped many developat@ns achieved economic growth. Financial libeedlon, part of
the globalization process, resulted in unprecedegtewth in financial institutions and financialopiucts. However,
globalization has not brought the promised econdmeitefits of efficiency and equity; instead thetasva widening
of income inequality. The 1997 East Asian finahciésis (EAFC) and the recent global financiakihighlighted
the weaknesses of globalization: increased instyabihd iniquity of economic progress.
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1. INTRODUCTION

Globalization is seen as the implementation ofs@cionomic policies which gave priority to marketces while the
state takes on a diminished role. According to Bakpstein and Pollin (1998) globalization entailstep-up in the
level of economic interaction between different minies leading to a qualitative shift in the redaiship between
nation-states and (national and international) etacklt was primarily in the 1980s when globaliaatigathered
momentum, that led to the development of glob&éke<i(or world cities). The mark of a global city its
disproportionate share of finance and businessicgerreadquarters (Sassen, 2006). Global citiestitore
“strategic sites” in which leading-edge global ftioos are peformed. Friedmann (1986), view thisanization
process as intricately linked to global economicés and that the world cities are the ‘basing gbifor global
capital. Similarly, Fanstein ( 2001), attributedhetincreasing deregulation of financial marketsyatization of
industry that occurred in the wealthy world cities New York, London, Tokyo, Paris and the Ransta&adhe
consequences of global economic forces . The mbaljzation fraternity views it as a positive dexghent for
mankind as they perceive the globalization procassopening doors to more opportunities. Howeveth wi
globalization, industrialized countries experiencedlining employment and widened income inequalltyhile for
many developing countries, globalization has notufht the promised economic benefits.

2. GLOBALIZATION AND THE ECONOMY

The most visible aspect of globalization is globation of the economy. Globalization has been npmsible with
the liberalization of trade, foreign direct investmts and capital flows. The resultant economic ghararising from
the hive of economic activities have been radicdlath in the developed and developing countrieshé developed
countries, three economic sectors; namely, bankiregirance and specialist services have flourisShegésponse to
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the internationalization of transactions. The egnit structure of global cites in the developedrtoas had lead to
social polarization. This is due to the fact tha teading sectors are the business and servicesrsethus this
shaped the types of occupations in these citiedichotomized labor force. On the one hand, pridests
specialized in control functions and on the otherast pool of low-skilled workers who are employedhe personal
services and the hotel and tourist industries tteter to the privileged classes (Sassen-Koob, 18Rdd in
Friedmann 1986). As for the developing countries, opening up teernational trade has helped them achieved
economic growth. Export —led growth was the cenéem of the industrial policy that had enrichedumber of the
Asian countries. However, to many of these natithmes promised economic benefits have not mateedliZhere is a
growing divide between the haves and the haves Wiide liberalization of financial sectors hasuked in financial
instability becoming more widespread. The libewaiion of the banking sector of most developingntoes (like
Malaysia), has been spurred by the seminal workglainnon (1973) and Shaw (1973). They advocatarfaial
liberalization and development as growth enhan@ognomic policies. Financial liberalization advesateduced
direct intervention of the state in the economy awVocate instead, a market-oriented economy ugiige
mechanism to allocate resources. According to dilimation theory, when interest rates and creddcation are
market determined, efficiency in the financial seds raised, thus help ensure that the more ptogumvestments
are financed. They provided convincing theoretgralund to advocate a finance-led development gtyate

3. FINANCIAL LIBERALIZATIONIN MALAYSIA

Financial liberalization was introduced in Malaysin October 1978. According to Awang Adek (19%4g, freeing
of interest rates was a conscious policy measurBdnk Negara Malaysia (BNM) to promote a more #beand
competitive financial system. With this move, tt@rmmercial banks were free to set interest ratesléposits of 12
months and less, as well as the prime lending.retesever on several occasions, the deregulatioogss had to be
put on hold or reversed when the economy facedradvehocks. For example, the protracted globah@oic
recession in the early 1980’'s affected Malaysi@enemy adversely. Market determination of inteneges was
suspended during the tight liquidity period fronB590 January 1987. On October 21, 1985, all bardte required
to tie their respective deposit rates (for depasiitap to 12 months maturity) to not more than fiecentage points
of the rates offered by the two leading domestitksaThis arrangement was dismantled in Februa8y 1Bowever,
in September 1987, BNM re-imposed control on therast rates yet again. This time the restrictippliad to the
base lending rate (BLR). Commercial banks’ BLR wexguired to be no more than 0.5 percentage pabuse the
BLR of the two leading banks. The margin by whiehding rates can exceed the BLR was limited to faucentage
points. This arrangement remained in force untbriaryl, 1991 when the BLR was freed from the adBtrimtive
control of the central bank, Bank Negara Malaysia.

From February 1, 1991 onwards, each commercial lcankset its own BLR according to its own cost wids.
Except for interest rates on limited priority sesttending, market forces freely determined alleotinterest rates.
Commercial banks were allowed to declare their @R subject to a ceiling rate calculated in refeeto their
own cost of funds, including the cost of maintaghistatutory reserves, meeting liquid asset requergmrstaff and
overhead costs, but excluding cost of provisiontfad and doubtful debts. This BLR framework waernded to
create a new interest rate regime whereby bothgitepad lending rates would be determined by maféetes
besides being more responsive to liquidity cond#ioThis move was aimed at fostering greater fiktyifor banks
to pursue their own lending strategies. This framwvas further liberalized in 1995. With effecofn November
1995, each banking institution was free to quaeoin BLR at any level subject to an industry ogjlrate which

was determined in relation to the three-month btk weighted average rate of each month

The policy framework laid by the nat®first Industrial Master Plan (IMP) and the sulpsent liberalization and
deregulation of the economy after the recessiomnsyefithe mid 1980s provided the foundation foridagrowth of

the manufacturing sector (Bank Negara Malaysia919%he manufacturing sector has played a sigmificale in

various aspects of the Malaysian economy (in teofnsontribution to export earnings and employmenBank

Negara Malaysia recognizes that a sound and sfioaigcial system is a necessary pre-condition tieady economic
and social development in Malaysia. In this regahés consciously developed a modern and sophtsti financial
system to mobilize and allocates the country’s weses for productive use. Financial liberalizatiotroduced in

1978 was said to be a step towards this goal.
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4. FINANCIAL LIBERALIZATION AND CREDIT ALLOCATION

As is the case for most economies, banks are ther sappliers of credit to finance productive intrasnts and other
debt-financed activities. Shanmugan (1988) foumat bank credit played a major role in the operatiof the

Malaysian public listed companies investigated;ilevthe econometric analysis by Tan (1995) rewkdhat bank
credit exerts a positive and significant influemeceeconomic activity and that the causal relatignbletween the two
variables is unidirectional, i.e., from bank lo@aneconomic activity. The growth and availability mdink credit had
always been a cause for concern. Reduced crediabks can cause a ripple effect on total creditlave in an

economy. This is reasoned out as follows: reduceditcby banks has a direct effect on firms; besithat, firms

themselves are “banks”; as they provide credihtrtcustomers and suppliers, which would alsoffexted. Thus

the reduction in credit by a bank has a multipfflect on an economy (Stiglitz, 1992). This scenhas been
played out in the 1997 East Asian Financial CrisidVlalaysia, many firms experienced tight credihditions when

banks decided to lower the amount of overdraftlifees, or withdraw altogether, the facilities prided earlier.

Bankruptcies among the small business entrepremneens wide spread due to the credit squeeze. Tdentreredit

crunch that arose from the global economic crisisnother testament to the importance of creditaulity.

Proponents of financial liberalization stressed ttexregulation will result in more efficient credilocation. There
are many econometric studies that showed increaldechted efficiency of investment after finandibleralization

has occurred. Saint—Paul (1992) cited in Williamaod Mahar (1998) found that the gains from ineddmancial

development stemmed from increased efficiency enahocation of investment rather than from a langgdume of

investment. However, in developing countries, fitiahliberalization often changes significantly thector allocation
of credit; typically the shares of services sectomisumer loan and property related credit tenoh¢cease at the
expense of industry (Akyuz, 1993) . Atiyas (1994ted in Caprio, Atiyas and Hanson (1994), foewitlence, that
in Korea; credit flows moved from light industrialanufacturing to services, utilities and constuctafter financial

liberalization had occurred. Alba (1999) pointed that financial liberalization could lead to angealized surge in
bank lending and greater banking exposure to thleestate sector.

An analysis on the growth and direction of commarbank loans from 1975 to 2003 in Malaysia is gitere. The
aim is to ascertain if the sector allocation ofdirdnas changed after financial liberalization wasoduced in
Malaysia. Table 4.1 tabulates the percentagearsfdaiven out by the commercial banks to the vargmctors in the
Malaysian economy from 1975 to 2003. These figunelicate that there was a surge in lending assaltref
financial liberalization in Malaysia. When finaatiliberalization was first pursued in 1978 (withetremoval of
some interest ceiling rates), high loans growtbk veds registered in the 80’s, especially in 198G&kvhegistered the
highest growth rate (year to year) to date. Thiglileg boom was interrupted by the economic recassfche mid
1980s especially during 1985-1987. Financial Eieation was put on hold or even reversed sindegbi@troduced
in 1978, as explained earlier; it was only in 19¢iat there was full deregulation of lending rateg/ith full
deregulation, there was once again a surge in tamtkng in the years leading up to the East Asiaarfcial crisis
(i.e. from 1995 to 1997).

Charts for the share of the loans secured by 9 meajonomic sectors in Malaysia are shown belownF@hart 4.1,
it is quite obvious that the broad property sed¢tmk the largest share of the loans given out lgydbmmercial
banks. The trend line fitted for the broad propeector (Chart 4.3) shows that the increase (ingr¢age) over the
years is quite steep. The share of loans secuyethé) manufacturing sector remained almost unchéragter

financial liberalization was introduced. Chart 4Hows that the share of loans secured by the oth®rsectors
(Transport & Communication sector and the Finamtglrance and Business Services sector) are Idwerthat of
the manufacturing sector. However, the rate ofdéase in the former two sectors is much more siganti This

implies that the allocation of credit to the tworwee sectors have increased substantially comp#éoethe

manufacturing sector.

Chart 4.2 shows that three sectors experiencecasiag shares in the loans obtained from the cooiatdranks,
namely the wholesale, retail & hotel sector, adtize sector and mining & quarrying sector. On thker hand,
consumption credit, stock & shares sector saw #tares of loans increased over the years. Hewea ibe observed
that financial liberalization did affect the sectaltocation of credit in Malaysia. The share ofvéme sectors,
consumer loans and property related credit inctbagethe expense of industry. As noted by Tan %)9¢he

3
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dramatic pick up in the lending activities of conmgial banks during the post liberation period isnswhat
consistent with the McKinnon-Shaw hypothesis ioéficial liberalization. However, increased lengis not

Table 4.1 : Loans and Advances According to Sectors (In Percentage)

Bector — 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984| 1985 1986 1987
fgriculture 7.5 6.6 6.9 7.1 6.6 7.8 7.5 7.2 6.5 6.1 6.0 6.1 6.0
ining and quarrying 1.6 1.3 1.0 1.0 0.8 1.0 11 17 17 11 1.0 0.8 0.8
anufacturing 196 17.1f 16.7 181 16.8] 223 23.3] 20.9 20.1 18.1 175 17.1 17.5
Flectricity 0.0 0.0 0.0 0.0 0.0 1.3 0.7 0.5 0.3 0.1 0.3 0.1 0.1

holesale retail & hotel 28.1 28.5 28.3 27.9 29.9| 231 228| 217 20.8 19.9 19.1 18.9 18.8

Broad property 18.9 18.3( 20.4 21.0] 229| 254 282| 304 30.8 33.1 34.7 35.4 36.6
lransport ,Storage

g& comunications 1.4 15 17 17 2.2 1.9 2.4 2.4 2.0 1.8 1.6 14 1.3
Financing, insurance and

pusiness services 6.4 6.9 8.5 6.7 4.3 6.2 8.6 9.2 11.1 12.0 11.9 11.6 10.9
Btocks and shares 2.9 2.8 2.3 2.4 2.7 1.0 14 1.6 17 2.1 2.2 2.4 2.1
Consumption credit 0.0 0.0 0.0 0.0 0.0 0.7 0.8 1.0 1.0 11 1.2 1.2 1.2
Dthers 13.6 16.9 14.1 14.1 13.7 9.2 3.1 3.4 4.0 45 45 5.1 4.8

lNotal loans & advances 100.0] 100.0f 100.0f 100.0f 100.0] 100.0] 100.0f 100.0] 100.0 100.0] 100.0f 100.0] 100.0

Source: Monthly Statistical Bulletin; Bank Negara Malaysia, various issues
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Sector 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
Agriculture 54 54 52 44 44 359 24 23 24 20 23 24 29 30 29 27
Mining and quarrying 14 13 19 09 08 05 04 0§ 03 03 04 04 04 03 0.3 0.3
Manufacturing 19.4 20.9 23.2 24.3 24.0 23.Q 240 244 21.4 19.0 189 18.5 184 17.4 17.1 16.7
Electricity 02 03 03 07 048 08 22 249 19 14 17 24d 209 13 14 1.3
Wholesale retail & hotel 18.4 17.4 15.4 14.4 134 13.1 12.4 12.1 11.0 10.4 10.1 9.4 9.8 9. 9.4 9.3
Broad property 35.1 31.9 30.0 28.9 30.1 30.0 26.3 26.4 23.9 34.9 36.4 36.1 37.3 39.7 40.9 42.(
Transport ,Storage

& comunications 15 19 17 24 14 17 18 17 2d 34 34 379 3.0 27 28§ 3.2
Financing, insurance and

business services 10.4 1149 11.3 11.9 129 145 124 134 114 98 101 9.1 89 9.0 8.7 8.1
Consumptiom credit 14 17 24 2§ 2644 33 368 37 64 62 57 60 60 63 6.3 675
Stocks and shares 19 27 28 3 23 26 58 44 54 83 64 71 67 62 6.1 6.2
Others 48 54 64 63 71 70 80 89 143 49 43 43 47 43 43 4.2
Total loans & advances | 100.(0100.9100.0100.¢100.(0100.9 100.9100.0 100.¢0100.0 100.(¢ 100.¢ 100.0 100.0 100.1 100.

Source: Monthly Statistical Bulletin; Bank Negara Malaysia, various issues

Chart 4.1 : Loans Secured by The Manufacturing, Property, Finance, Insurance & Business Services
and The Transport & Communication Sectors
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Chart 4.2: Loans Secured by The Agriculture, Mining & Quarrying, Retail & Hotel, Stock & Shares and
Consumption Credit Sectors
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Chart 4.3: Trendline for The Broad Property Sector
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Chart 4.4 : Trendline for Manufacturing Sector
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necessarily a positive development. In fact, ddeggun may make matters worse by causing the systeraspond

more flexibly to bad signals. Examples - Chileks@ssive investment in real estate in the 1980gI\Rank, 1990),

Malaysia’s excessive lending to risky projectshia tid 1990s. (Corsetti et. al., 1998) and of cetine US property
boom in the last decade or so. With the liberéliraof interest rates, banks and other financitdrimediaries have
more freedom of action, hence increasing the oppdits to take on riskier projects in return fagher profits.

5. GLOBALIZATION, CONTAGION AND INCOME INEQUALITY

Economists at the IMF had created a databaserttwdstfinancial crises over the last 30 years. Almaber of crises
that occurred during that period is an astoundipg, hnd these crises usually occurred in the Ipgnkiurrency or
sovereign debt sectors. Financial liberalizatiod #re increase in global capital flows is seenawehcontributed to
the rise in these crises (Newsweek, 2008). A nunsbempirical studies have also found that libeation of the
financial sector has contributed to the bankinigex in a number of countries including the 199%tHssian

Financial Crisis ( Demirgic-Kunt and Detragiaci®98, Cole and Slade, 1998, Zhuang, 2002 and @&} and
2008). The five economies that were worst hithe 0997 East Asian financial crisis (EAFC), namégrea,

Indonesia, Philippines, Thailand and Malaysia lizelalized their financial sector sometime beftire onslaught of
the banking debacle. Yee (2004, 2008) found thegtritial liberalization, bank lending rates and ridt#&o of M2 to

foreign exchange contributed to the Malaysia’s lragkrisis in 1997-98.

Contagion has become more common with the advegtobfalization. For instance, a crisis that startetlorway,
Sweden and Finland spread contagiously to the Eamgountries in 1992-93. Then in 1994-95, the Waxicrisis
erupted, followed by the Latin American crisis. €80to home, the collapse of the Thai baht on 1887 caused the
contagion in East Asia. The turmoil and chaos vmertdlocalized to East Asia. The EAFC induced aidedh global
demand, which in turn led to slow down in socialdstments in Latin America and a sudden rise incbst of
imported medicine in Africa (Bende-Nabende, 200Rast, but not least, “the contagion of the ceritutiye global
economic crisis. This crisis began in the “suipag’ housing mortgage sector in the United Statethen spread to
the banks which had invested in financial instrutedimked to the value of these sub-prime mortgagéisen news
of a fire-sale of one of the largest and oldestkban the US, Bears Stearns Inc.; was announcelllanch 2008,
global financial stocks plummeted.

The 1997 EAFC and the recent global economic ctigihlighted the weaknesses of globalization: iases
instability and the iniquity of economic progreBairing economic prosperity, the rich and the wealibts the lion

7
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share of the wealth. However during the downtung, more vulnerable segments of the population (ssdarmers,
small business entrepreneurs and wage earners)in aggheral, those who had no role in bringing akibe crisis
bore the brunt of the burden and hardship. Durlrg EAFC for example, millions of people lost theaurce of
livelihood (Yellen, 2007). Bankruptcies among ttmea#l business entrepreneurs were wide spread dtletoredit
squeeze brought on by the onslaught of the EAR@ere was not enough food, medicine or milk fa thildren;
while civil unrest and street demos with lootingclime common (Mahathir, 2002). Mahathir had strethad
globalization can bring benefits but only if itgszen a human face and that a globalized world didw& meaningless
unless it is an enriched and an equitable worldiririgy that crisis, the country’s respective goveeninand central
bank had to intervene to help stabilize the econofy noted by Stiglitz (2002); that for a while, 1997 and 1998,
the EAFC appeared to pose a threat to the entirllv@oonomy. Similarly, in this recent global eoaric meltdown,
governments had to pump trillions of dollars int@ teconomies in order to stem panic and to profhedinancial
systems (The Economist, 2009). In this crisis wdjnary folks are the most badly affected, saoaprompt such
statements as :

“Free trade means moving away jobs” and “What eotingecovery? Recovery is only for the rich”
(CNN.com/Caffertyfiles, 2009)

A common denominator in New York and London, is ¢hét from industrial to service employment andaathe
shift of manufacturing jobs to East Asia and othemi-peripheral locations (O’Loughlin and FriedscR002). Thus,
to these workers who lost their source of livelidpglobalization is not a positive development. @throwing cities
experience a similar economic fate as globalizafwocesses change the character of the nationallcoad
economies. In developing countries on the othedhthere’s increased employment; brought abouhbyopening
their economy. Opening up to international trads halped many countries grow and deregulation rdnitial
sectors has resulted in an unprecedented growihaincial institutions, financial products and atmnomic growth.
Yet, available data indicate that income distribmtin a number of Asian countries has become maegual in
recent years (Medhi 1994). His findings have beemoborated by the World Bank (1998), which shoWwatt
inequality has risen in China, Hong Kong, Thailamdl the Philippines. The World Bank attributed tfise to two
factors; firstly, a rise in returns to higher edima which has driven a wedge between the earnifigskilled and
unskilled workers and secondly, the concentratioeconomic activities in certain areas, mainly urbahich has led

to regional income disparityAccording to Bende-Nabende (2002), by the late $986@e fifth of the world’s people
living in the highest-income countries had:

86 per cent of thorld GDP; the bottom fifth just 1 per cent.
82 per cent o thorld export markets; the bottom fifth just 1 pent.
68 per cent afdign direct investment; the bottom fifth just Ir gent.

6. CONCLUSION

Contrary to theory, globalization did not resultefficiency and equity for the countries that @ided in the global
system. Financial liberalization, part of the gliistion process did not lead to increased efficiem the credit
allocation process for the case of Malaysia. Theres of service sectors, consumer loans and psopteted credit
increased at the expense of industry. The dramalcup in the lending activities of commerciainka during the
post liberalization period is somewhat consisteith whe McKinnon-Shaw hypothesis of financial libkzation.

However, increased lending is not necessarily d@ipesdevelopment. In fact, deregulation may havedm matters
worse by causing the system to respond more flgxiblbad signals. Besides, liberalization has Hedg®d to an

increased fragility of a country’s banking systéith the liberalization of interest rates, banks aher financial
intermediaries have more freedom of action, henceeasing the opportunities to take on riskiergety in return for
higher profits. The recent global economic crikiatthad its roots in the “sub-prime” housing moggaector in the
United States is the latest case in point.
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