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ABNYTRAK

Tudisan ini membahay mengenal mekantime pengeerak ehonomi makro di Indonesio selana doa periods yakai
periods (9a0-1 9865 vany mcrupakan iafumi-iahim vang berbahaya bagl Trdonesia dan periode (90021939 vangr
merupakan  tahn-faliun kebornntungan bagi perchonomion  Indonesia. Dndikator  wiame ehonomi makeo
meRnRfukkan  kinerja vany  mtengesankoan seloma toler-tabunier sebull Pempeseaion dalom ehosomi makeo
tesiceinbion peranan penting dalam menangani sitwasi vang focan yang erjedi podo awal periode {966- 1989 serma
goncongan baik irfersal matpnn eksternal. Sistemn duy persaiasan kedangar varg bk sérta masalal informasi
csfmatris, seperti kebijuhan indusivi vang bios, kapitalisme, dan memuncakaye pidjoman cepail pang beresiko
Masadalr pasar rewangon dar respor vang huraieg foneoep mewrbuat Imdonesia rentan terliadan Soncanoan Vong
aker herdampok negatif pada sentiment pasar rerladan Neoare.

Kati Kuncl: manafesten siatrockonomi. perdapaten sasional. inflass, money sugely, kebifolan fiseal kebifolan
mcaeter, nilal ke mata nan.

ABSTRACT

Thiv poper diveuwsses the mechanizms of macro-eoonomic drivers in dndonesia during the twe periods; the period
1960-1963 which is o damgerons vears S Indonesia and the period $980-1889 which isa miracle years for the
fddvsresionn econoam: The main moacrocconomic indicaiors showed an impressiie performance over the vewrs,
Adinsiments fn macrocconomic plays ar imporiant vole i dealine with the chaotic situation that ocenrered ar the
beginning of the period F966-TURY g well ax borh fnternal and exiernal shocks. Poor financial sestens and poor
sppervinion and avpmmeleic Dafiearation proflems, such ay indusiriad police bias, capialism, and rising up risky
fopenins. Financial merker fosues and less-responsive responses modelndonesio valnerable o shocks that wonld Sring
@ Regaiive fnpact on markel seafiment ayalase the Siafe

Keypword: maveoeconomic monagement, capital income, nflation, money supply, fsead policy, moneiare policv,
ewe e rale,

INTRODUCTION vear of living dangerously’, and this economic
turmoil ended his presidential administration.
Indonesia’s  cconomic  development  Socharto's *New Order” policy followed and

started under Sockarno's regime. However, the
gcomomic perlommance led o a disastrous
combination of hupe budpet deficits and
hyperintlation. The stagnant cconomic growth
peaked in 1965, which Sockamo called 'the
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the need [or economic slabilization program
and  pohiical-social — stability  enlorcement
became crucial for providing a primary base
for ecconomic growth. The stabilization
program plaved a remarkable role in the
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ceconomic growth of the 1970s. Inflation was
successfully controlled: the inflation rate was
kept stable. While cconomic  development
under Pelita (live years development plan)
programs continued, several macroeconomic
policy responses were quite successful in
dealing with the shocks in the 1980s, 1n effect,
GDP growth was high compared to previous
decades and stayved at a high level. Fiseal
mmbalances declmed and milation was stable,
while the real exchange rate was kept al a level
that strengthened non-oil exports.

Tﬂdﬂﬂttbml'l economy. We (ake a bro: u.! view on
mechanisms  driven  Indonesia's  macro
economy and linancial system, and iry fo draw
lessons from it. In particular we investigate the
stvlized facts on the basis of two periods, ie.,
the 1960-1949 period consisting of the years
of living dangerously  1960-1965 and the
miracle wecars 1966-19896, 'This chronology
allows a presentation of the country's boom
and Tusi L'-:f'k;}i:h associated with the  shock
experiences. During the period 1960s-1980s,
the Indomesian economy experienced several
shocks: (i) neeative domestic political shocks,
1960-1965, (i) two positive cxtornal  oil
shocks, 1973-1980, (m} the collapse ol the
state o1l company, 1975-1976, and {iv) adverse
global recession, 1982-1983, All these shocks
and many other factors have added additional
cycles to  the country’s  macrocconomic-
Imaneal  performance and  compheated
economic policy management.

This paper is structured as follows, The
first section is introduction. The transition of
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Indoncsia ceonomy from the wvears of living
dangerously to the miracle years is presented
in sections 2 and 3. I overviews key changes
m macroeconomic perlomance and  policy.

And the final section offers concluding
comments.
SHOCKS AND ADJUSTMENT

MEASURES: 19605 - 19805

The most obvious features of Tndonesian
economic development since 1960 are rapid
crowth in total and per capita income and

rapid industrialization. There are fow other
u_umlr]e.‘s, il any, m which the vanations in
economic  trends, policy  and  external
conditions are as wide as those which have
occurred in Indonesia through three decades,
1960s-1980s. The bad domestic cconomic

situation lcads to a turning point in the
country's  politics 1 1965,  achicyving
remarkably  stcady  cconomic  performance

under the New Order regimic.

il prices have boomed and husted

Trade  policies  vary  between  strong
protectionismt and  relative  openness.
Macrocconomic  policics  vary  between

conservalive  orthodoxy  and  hyperm/{lation.
Finally, a repressed financial market
liberalized to more competitive structure. This
scction reviews Indoncsia’s cconomic trends
tclated to  macro-financial  policies.  All
descriplions i the [ollowing sub-sectioms are
based on  summary data on major
macroeconomic variables given in Figure 1,
except other fisures that are mentioned across
the sub-scctions.

1%
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Sky-Rocketing Inflation and Exchange Rate
Controls: 1960-1965

In  the [960-1965, ihe Indonesia
economy  was  overhavled. The rise  of
economic and political nationalism as a
reaction to colonialism and ncocelonialism
bolstered the idea of isolationist cconomic
policy. The poliey episode began under the
Soekamo regime with a series ol ambitious
development stralegies, the so-called “guided
democracy-economy’ programs. The programs
had several objectives: (i} to increase state

ntral over means of

i
quantitative restnctions and multiple exchange
rates regime to address balance of pavments

yeodotinns (1Y to o
1 ction; {1} o use

LR RN

b

deficits  generated by macroeconomics
inbalances;  {iii) to  achieve  rapid
industrialization and to construct plant

showcase projccts; and {v) to cxpand the
military apparatus. The policics consisted of
ageressive, nationalistic policics and  were
financed by monctary financing (Woo, ct al.,
1554, :
management inevilably led o huge economic
problems in the mid-1960s. The government
beean to use its massive control over means of
production by nationalizing Dutch and other
Westem  companies. By withdrawing  rom
international organizations, World Bank, the
IMI° and the UN, the country cut off foreign
resources  and  became  inercasingly  morc

1711 [FaTa .- " 1" 1
ik, 1772 THIy L¥PC L1 CULHINEG

isolated.  The result was that cconomic

management became more diffuse.

From the early 1950s to the nuid-1960s,
the regime relied increasingly on advances
[rom the central bank t inance government's

budget deficits, Tigure 2 shows  the
government  budget  deficits and  the
expenditure  allocations. Although political

turmoil  brought frequent changes in the
cconomic  policy  repime, the Sockarno's
administration maintained fiscal discipline.
The budget deficits averaged only 1.5 pereent
of GDP in the period 1951-1957. This lgure
was remiarkably small compared 1o the anoual
average budget deficits of 5 perecnt during the
1958-1965. Scveral attemipts to halt inflation
were made. In Ausust 1939, the values of 500
and 1000 rupiah were cut by 90 porcent
respectively  which reduced the volume of
money supply by a third. In May 1963,
controls on bank lending were tightened and
covernment introduced an austerity  budeoet.
Apart from the continuing of the ‘puided
democracy-cconomy’ programs, the
confrontation with Malaysia in 965 provides
additional Tmpelus w0 nllation acceleration
through bank credit expansion.

Figure £. indonesia; government budget deficits (%% of gdp) and expendiiure
allocations [% of total), 1951-1965

1851 1852 1953

—o— ciafance
Source: Woo ef al., 1994 and World Bank.
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The country's cconomy suffered from
hyperintlation in 1965, and government had to
mtroduce new rupiah with value | rupiah from
ils previous value, 000 ruptah. During this
hyperinflation period, Tndonesian's rupiah was
depreciating slightly and hence became greatly
overvalued. 'The high excess demand for
forcign cxchange at the official rate forced the
oovernment to ration [orcign exchange by
using mulliple exchange system.

Owverall, the ‘guided democracy-
cconomy’ proprams produced inflation rates of
hoetween 1960-1964,

L FArLr FArLG

315 percent on oavor
Hill {1994) indicates that the inflation rate was
reached of almost 1500 percent in mid-1966,
Corden (1996) ciles 1000 percent in the
second quarter of 1966, while McLeod (1997)
records an annual rate of 636 pereent in 1966,
‘The World Bank and IMF data show an annual
inflation rate of around 1200 perecnt in 1966
causcd by printing moncy. In the same period
the fiscal deficit was 4.8 pereent of GDP on
i'l‘q."t:li'.iét'-. T'IIE E{!\"ETIIIIIEII‘L i'].”k!i'.;iii.t'd i.LI.IILEh i{]
delense  expendilures  rather than  buwlding
mfrastructures projects (see Figure 2), which
destabilized the economy. The consequence of
these measurcs was a slowdown in rcal GDP
urowth, reaching on average 1.9 percenl per
yvear between 1960 and 1966: in the same
period population growth was 2.2 percent a
voar. 50, the country cxpericnced a period of
ceconomic stagnation in terms of growth of
CiDP per capta. In relalions with rading
pariners, the country was restricled by high
tariff and non-tariff barriers, including import
and export licensing and exchange control
with multiple exchange rates.

Ao,
i

=]

Inflation Stabilization and Oil Boem; Mid-
19605 - 1970s

In the chaotic economic situation in
mid- 19460s, Socharto's Mew Crder”
sovernment testored economic stabihity. The
new govermment was willing (i) to implement
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a program of fiscal austerity in order to
balance government's budzet and  control
mflation, and (i1) to reestablish Indonesia's
[nancial links with the West in order Lo altract
loans, loreign grants, and investments. Afler
having reached an agreement with Western
creditors - Inter-Governmental  Group  for
Indoncsia (GG, the IMFEF and the World
Bank - on external resources, debt reliel and

new  loans, a  relabively orthodox
macroeconomic policy was adopted to control
the inflation rate. DBy  implementing

conservative fiscal and monetary policies, the

committed  jtself to

(RRERE RN L

government
monetizing its budget deficits, to enlarge role
for market forces, a welcoming attitude to
loreign direct investment. and o set a realistic
exchange rate. In addition, the central bank
stopped eranting credits to state enterprises,’
The impact of this change of macrocconomic
policy was larce. The fiscal imbalance fell 1o
around 3 and 2.5 porcent in 1970 and 1971,
tespectively. The reduction in the budget
deiicit and the associaied e tate ol creation
ol momey resulled i milation bemg brought
rapidly under control. In 1971 inflation was
down to 2.7 percent from a three-digit figure
during the 1960-1966.

netsor

B ¥ At

Along with a policy of controlling
inflation, the povernment carried out active
trade and exchange rate management, On the
cxternal side, all quantitative restrictions on
imports were abolished, the mulliple exchange
rale syslem was abandoned and an export
incentive system  with foreign exchange
certificates  was  introduced. These changes
hoosted exports among other things through a
dramatic reduction of unlawful exports. As a
resull, exports grew considerably, on average
o 7.7 percent of GDP m 1960-1968 o 14
percent and 163 percent in 1971 and 1972,
respectively. Because imports remained stable,

'This stabilization program was drawn up with IMF
assistanca in 1966,
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this ¢xport performance improved the balanee
of payvments and the budget deficit.

As parl ol monetary policy, the central
hank tightened automatic credits to state s,
The central bank credits were no longer
available to state enterprises and competition
with private cnterprises began to cmergc.
Furthermore, the control inlerest rate (the
mier-call bank milerest rate} way raised - the
rate about doubled during the 1967-1970
period — to eliminate negative real rates in the
real sector. A new tvpe of fiscal policy was
introduced: the se-called “halanced budgcet',
where the deficit between revenues and
expenditures had to be matched by foreign
debts® The combination of monetary and
fiscal policy resulted in a sizeable drop of the
crowth rate of the money stock, M1, from 764
pereent in 1966 to 339 pereent in 1970 and
29.9 pereent in 1971, This in turn triggered a
further decrcase of the inflation rate to
respectively 2.7 percent and 4.4 percent in
tenis of the unpliat GO0 dellabon and O m
1971 The most ouwlstanding  feature ol the
overall stabilization and structural adjustment
program in 1966 was the fact that economic
recovery rather than slump accompanicd the
dramatic  drop in  inflation. Real GDP
expanded steadily by more than 8 percent per
vear during 1968-1972, proving that the
program was successful in achicving high
productivity through better  allocation  of
resources and thus providing the paih ol
sustaimed economic growth, This hackground

“The balanced budget rule which is contained in the
Guidelines of State Policy was initially adopted in 1958,
It reguires that annual total budgetary expenditures
should be egual to budgeted revenues, defined to
include all foreign grants and loans. The rule also
requires that domestic revenues be sufficient to cover
current  expenditure.  including  amoeortization  of
oovernment  debt and a2 portion of developmeant
expenditure. To the extent that development
expenditures exceed public savings, the gap may
normally enly be filled by external borrawing.
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cncouraged Western creditors to form the
IGGT for monitoring the Indoncsia ceconomic
development and policy ssues and providing a
steady stream ol loans m exchange ol the cost
of policy changes, The governmentl was also
Ursuing further market-oriented
microcconomic policies, such as embarking
cxport processing zones and rchabilitation of
physical infrastructure o support  inlant
mdusiries.

In the second halt of the 1960s the
Indongsian economy tried to benefit from its

trne af

type  of
promoted by the state-owned o1l company,
Pertaming, which was funded by commercial
bank credits and oil eamings, Figure 3 depicis
oil activity of the country. The capacity of oil
sector was cxpanded steadily by around 113
percent during  1967-1972. Owver the same
period  cxports of  erude  oil  incrcased
remarkably to the level of 163.9 pereent. This
relicved the fiscal balance and balance of
prayuenis e ﬁ]lll'lilllut-; and the milation 1ale
reached s lowest level i 1971 More
importantly, these o1l revenues took away the
pre-1963  pressure of the money  stock
cxplosion and international rescrves depletion
on [1scal imbalance.

nil peoonircee Thiz ooy woac
Ol rCsOUrecs. 1 1S PoUCY Was



Figure 3. Indonesia: exports-production of crude petroleumn and oil prices, 1960-1990
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Source: IMF, fniemalional Financial Slalislios.
The outbreak ol YomKippur war  spending. In 1975 Pertamina could no longer

shocked o1l prices o 1973-1974 This first
(JPEC  shock created an almost six-lold
merease o o1l prices, the price o o1l was USD
2.7 per barrel n 1971 and rose to USD 11.6 in

1974, This ol  windfall  allowed  the
governmenl Lo finance  investment  in
mfrastructure  and  to  promote  industrial

development by supplementing or replacing
forcien and domestic private investment in
manufacturing.’  The industrics that emerged
were highly import-dependent and relant on
Lari [T protection, Perlamima ook advantage lor
this policy of industrial promotion. The state
oil company intensificd itz oil cxploration
activities and succeeded in borrowing loans
Irom  inlematiomal  nancial  markets, The
corporation  became a  giant  conglomerate
comnlex with a lot of activitics unrelated 1o the
oil sector. It gained a position similar to the
government development and planning ageney
{(Bappenas).  Unlorunalely, many ol the
company operations were nol controlled by the
government and were linanced by secrehive

3In the |ate 1970s and early 19805, government raised

trade harriers for protecting these new state-owned
entarprises, most of which were import-substituting
industries. Fram mid the mid-1970s anwards, there was
a greater government's contral an foreign  direct

investrmeant.
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o toll over ils  shorl-term loans  wlhach
amounted to more than USD [ Tallion (30
percent ol” GDP), so the company delaalied.
The ceniral bank had o take over ils debis
which resulted in a depletion of intemational
reserves. This rescue process had a greal
impact on external borrowing, The debt to
expout ratio jumped from 85 percent in 1974 to
114 percent in 1973 The question ariscs
whether the Pertamina crisis had a short-term
mpact  on macroeconomic  perlonmance,
particularly whether it had 4 negalive impact
on  govermment  mvestment.  Government
expenditure indeed increased by 31 pereent in
1976, The government lried Lo oblain new
long-lerm debis to pay ol Pertamina debls and
additional loans to expand its investment

mmvestment had a

Ain ¥ Wt ridiwsil  &iin

on  ceonomic

colter-
co

AEE L L

activity

cyelical  cffcct
{(MeCawley, 1978).

Proorama
=

Another phenomenon, the Dutch disease,
appeared al a very mild level in the aliermath
of the first OPEC shock. The windfall profits
from the oil price shock led to declined prices
of traded poods relative to non-traded goods.
This price adjustment caused a reduction in the
oulpul of traded goods along with an mcrease
in the output of non-traded goods. In addition,
the currency appreciated in real terms, so the

cxport competitivencess  worsened  (Corden,
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1984; van Wijnbereen, 1984; Usui, 1997}, The
first response of the government was to usc
monetary policy to stevilize the windfall prolits
rather than a contractimg iscal policy. In the
absence of monetary control instruments - the
bond and equity markets were virtually
nonexistent — the central bank used two
instrumcnts to sterilize oil carnings: dircet
allocation of central bank credits to state and
privale comporations; and credit ceilings. Both
msiruments were mellective in sterihizing the
oil eamings, The domestic money supply, as
measured by cither M1 or M2, grew at 329

and 373 in 1973
%

[ - L7

Hl"l‘.l"'l"ﬂt

perect
Although the public spending grew along with
oil revenues, the government kept the budget
deficit {as a percentage of GDP) low, The
country deliberately accumulated oil revenues,
and avoided the potentially expansionary
cffcets to be brought about by abundant oil
revenucs. Indonesia suceceded to sterilize part
of the windfall oil revenuces,

e T N R i ir
Paip ¥

A LB K A d

I 15781
percent because policy makers leared thai the
real appreciation due to the inflow of ol
revenues would harm the traded poods sector.
ln addition the managcd floating svstem was
adopled. This decision came as a surprise; the
country's balance of payvments was sound.
Indonesia's foreign exchange reserves stood at
5.1 pereent of GDP and the trade balance
showed a surplus of 5.2 pereent of GDP during
1978, Other explanations lor the devaluation
decision are  concerns  over ol Tesources
depletion and feear of  Increasing
unemployment in the traded sector (Woo, et
al., 1994; Azis, 1999). Morcover, Warr (1986)
argucd that the decision was motivated
primarily to improve the prolitabilily of the
tradable  sector, which had  been  under
mereasing cost pressure due 1o higher inflation
under the fixed exchange rate. The devaluation
gave a sound boost lo the country's non-oil
exports. The current account showed a sharp
surplus of 192.4 percent in 1980, So, the 1978

1 %l . 1 11 o
TS TRLPMELT wdlh ovallel Dy Ju
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devaluation ameliorated the negative impact of
the Dutch discase following the first QPEC
shock.

The second oil price shock in 1979-
1980, which resulted from the Irag-Iran crisis,
had more or less the same impact as the first
onc. High surpluses in the current account
were reached with figures of 1.9 and 3.9
percent ol GDP w1979 and 1980,
respectively, agamst a deficit level of 2.7
percent in 1978, Meanwhile GDP  growth
accelerated and approached 8 percent in 1980,

In torms of the halanee h‘m'lgct arincinle that

In torms of the halance budget principle that
had heen followed consistently since 1969, the
windfall profits from this oil boom were
treated  similarly  as  foreign  debts, Both
increased the account of govermment deposits
at the central bank. ‘This unspent account
sterilized the shock. As a result, the inflation
rate was stable in the following vear. This
improved cxchanpe ratc competitivencss and
non-oil exports still increased despite  the

tila PR | i SR Ve I
CXIHLEIICE A LTS DALELE L] JLEsCeNgs.

Adverse External Shocks and Struetural
Reforms: 1980s

In the first halt of the 1980s, a series of
cxternal shocks hit the Indonesian cconomy
and also marked the beginning of period of
ecomomic relorm. The Iirst negative shock
appeared when the world economic recession
became noticeable,  The  collapse  in
international commodity prices including ail
deteriorated  the country's terms of trade
{cxchange rate shock) and caused the current
account defieit to rise. The deficit became also
higher as a result of higher borrowing rales.
Although most of the country's long and
medium  debts were  imposed with  fixed
interest rates, chanpge in terms of trade and
intcrest rates, however raised the country's
exlernal borrowing.



The overall ctfeet of this cxternal shock
was a drop the GDP growth ratc to 2.3 pereent
m 1982, This event changed the country's
ecomomic policy perspective completely. The
key elements of the relorm were policy
measures in the macroeconomic policy mix
{exchange rate, monctary, and fiscal policy)
aimcd at cconomic stability, trade and
mvestment  deregulation,  and  domestic
Inancial  hberalization. These lTheralization
policies  aimed  al structural  reforms and
growth, such as the removal of relative-price
distortions and the reduction of state

intervention, Tahle ] csummarizes the

BATLA-l WA IRRARS LLia A H CAILARIEE T BLL (RS

chronology of these economic relorms.

In respomse o this combined exchange
rate and interest rate shock, monetary policies
were tiphtened and the authorities postponed

many major public projccts and vigorously
promoting non-oil exports. In fear of a balance
of payment crisis 28 percent devaluation was
ammounced m March 1983, The exchange rate
was sel 1o the level after the 1978 devaluation
to push up non-oil exports and to increase
revenues in the budpet. In the same vear, new
cxport incentives were introduced and import
harriers in the form ol quantitative restrictions
were raised. Ellorts 1o mereasing domestic fax
revenues were also undertaken by initiating a
reform of the tax system in 1983-1984. The
most important chanpes were the elimination
o

Precote

ThOpERI RS,

of tax holidays on new investme
and the introduction of a value added tax
effectively in 1986, in place of the former
sales tax which had apphied o manufactures
and a few services.

Table 1. Indopesia: Major Macroeconomic Reforms and Financial Liberalizations, 1960s-19%0s

Dhalizs

196d3-1903
19741947
Augunst 1997
Movember 1974
hlurch 1983
September 1980
Sinee 1960y

Exchanpe rate management

Trade and capital account
Openness
March 1985

May 1986

April 1985

Movember 1984

Chlabe 48R

January and December 1457
Movermber 1985

December 197

Moy 1990
Tune 194]
July 1992
June 19483

Wlomes and linance

IFebrwary 1984

Evonly

Floaring exchange rate regime
helanzzenl M ling sysiem
Floaring exchange rate swstem
A0 percent devaluation

28 porcenl devalualion

31 percent devaluation

Open capital aecount

Traplementation ol an acmoss-the-hoand reduction in
nominsl turifts

hdeasures o provide infernatiomally priced mpos to
SRS

Lifting subsidics. refonmed customs. port handling and
shiprping procedures in pao sews of reform packapes
Sigmi Dgynt recduclion in import Ticensing restriclions
initiated throuzh a series of measures

Feeduetion of anti-wxport bias of ade pelicy by reducing
regulatory restrictions for exporters

Elimination mddostrinl, comoodilies and impor
administrative regolations, and reduction of the total
number of tari frs

Mamsures Lo ingrease compeliliveness ol mynaliiura)
expotts and improve the domestic invesoment environment
Flimination ol bank credit ceiling and state bank infersst
rates on deposits and loans

Phased remaval ol a wide range ol loan calesores [om
avoess Lo the Contral Bank Lguidity eredits, inmedoction of
rediscount facilitias and the S (3ank of Indonesia
cerlilicules] as new Wwols Jor monetary control
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L¥ates

Events

February 1983

Duaring 19483

Farls 19405

Hince 1965
Bl 1953
Since 19&3

IFiagal

January 1954

tnroduction of new meney market instruments, money
markel paper (5PN

Feluxation of colry reguirements of domestic and jeint
venture banks and introduction of a new ser of financial
o (o erthance lmgngig] seclor elliviengey and
developing capital markcts

Impasing new rules on capial adegquacy and resorictiong on
comimircial bunk invalvement in egquity narke,

Balanced hudget system

[atrgee capilyl and imporl intensive prnjecls re-physed,
Cutbacls in government real capital expenditures.

Caontral o the use ol non concession impor related credils
‘Lax reform initiated. ‘lighening and modernization of tax
swstem administration, lalidaes [om company L an new
investment projucts veere abolished. 8 valoe added ax was
introduced, and property mxation was reformed. Follow-up
sleps o reinloree oy sdminisiration and restraints on civil
service emploviment and salaries

Sourees: Dokl and Pradhan 199, Barichetle and Flatiers (19581, Fane and Condon (1996, Ahmed and kapur ¢ 19590, and

Fane {19948
Before  the exchange rate shock
Indonesia's financial markets were under

repression. The combination of five factors lod
to highly seprecated and inefficient financial
markets (Hanna, 1994; Montgomery, 1997):
(i) extensive statc ownership; (i) a guaranteed
meome Lo slale banks [or their disbursement
lunction: (111} the imposition ol entry barriers
to protect the dominant position of state banks,
{iv) credit controls that subsidized interest
loans; and (v) the direciive thal normal sk
appraisal procedures be waived (stale banks
tended to waive the normal risk appraisal
procedures for bad credit). The financial sector
had relied on the reeyeling of the rovernment’s
oil income through the banking system. When
the prce of o1l decreased and the worldwide

recession undermimed the couniry's balunce ol

payments and fiscal balance, financial resource
mobilization was also stressed. The authorities
werge under pressure to promote  domestic
savings to maintain investinents, and were also
comeerned o reform the banking system to
mmprove  credit  allocation [(lexilnbily  and
eMciency ol credil use

The fnancial reform process began in
983 when the central bank removed cetlings

Business & Manawemnenl Revicw

on time deposit rates at state banks and also
the lending controls on all banks. Although
these reforms  inercased the flexibility of
pricing and credit allocation, entry conditions
wore not cased. Financial repression remained
overwhelming since the state banks still kept
the advantage ol thewr dommance. Since 1983
a4 series ol measures resulled m oan exiensive
liberalization in the financial sector. The
povernment  also  enacted a number of
ecomomic Telorms designed 1o boost both
domestic and  foreign  mvestments and Lo
stimulate non-oil exports. In 1988, resrictions
on the extension of bank's branch network
were  removed, as were thosc on the
cstablishment of new banks, other than purcly
l[oreign owned banks. The 1988 relomms also
reduced the legal lending limils ol non-interest
bearing reserves fo deposits from 15 o 2
percent (Fane, 1999).

A sceond negative external shock hit the
Indonesian economy in 1986, when the plunge
of the o] price caused growth Lo slagnale, with

the peak of budeel erisis. Foreiom debt also
r = g ==

incrcascd, as the Jlapancse yen appreciated in
1985, The worsening ol current account, large
natiomal debt, and a slowmg ol economic



activity made the povernment to devaluate
rupiah by the 31 percent in Scptember 1986,
Extensive trade regulations followed, aimed at
restoring the balance ol payments. A lurther
step n trade and mvestment regulations tned
to diversify the economy away from oil and
pas exports by focusing on other non-oil
cxport-oricnted  industrics  cspecially  those
mvolving the processing of raw materials.
Faxport regulations were streambned and a host
of non-tariff barriers were removed.” Measures
taken by the government to raise the
competitivencss of non-oil and pas exports
proved sucecssful, In 1989, exports of
and gas mereased significantly by 12.4 percent
of GDP., For the first time in 15 wvears the
values of non-oil and gas exports exceeded the
value of oil and gas exports (see Figure 4). A
further policy response  was  a  fiscal
contraction. Governiment spending was  cut,
subsidics wore roduced, and capital formation
slowed. In the financial scctor the sovernment
lowcred entry  barricrs to  increasc  the
uullpt:i.ii]tm Deiween staie and }_nivuic‘- Tratik s
and  between  hanks  and  other  [nancial
mtermediaries,

n=nil
Q=0

i i

In conclusion, responding to a scrics of
severe exlernal shocks, the evidence mdicales
that  macroeconomic  stabilization  and
structural reform programs executed by the
covernment during the 1980s succccded in
restoring  macrocconomic  balances  and
sirengihemmg growth by promotng the non-oil
seclor. Despite the large exlemal debl and the
constraints that it nnposes on the Indonesian
cconomy, the country was able to keep
prowing while the annual inflation rate has
remained fairly stable and at moderate level

4Feme and Gordon {1996) estimate that the real effective

of protection for manufacturing. including oil refining, fell
from 27 percant in 1987 to 11 percent in 1985, for
manufacturing, excluding ail refining, the fall was from 59
percant to 10 percent; and for agriculture from 9 percent

to 4 parcent.
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during most of part the 1980s. Owerall,
Indoncsia’s cconomic authoritics have been
able to avoid major imbalances despite the
limited room they have o maneuver. In part
this has been the result of pursuing sound
exchange rate, fiscal and monetary policies.
Also, they did not hesitate to implement the
requircd  adjustment  policics  wheneover
NECESSAry.

Economic Structure and Growth: 196(s-
198ls

Structural Change

=is ud 22 LS 4§ B W | =

Between 1960 and 1990  economic
growth and growth in income per head
averaged respectively 5.8 percent and 3.6
percent per annum. Iligh economic growth
was accompanicd by a rapid decline in the
incidence of poverty and income incguality, In
addition to cquitable and poverty reducing
growth, Indoncsia  achicved food  sclf-
sufficicney, a rapid decline in the population
growth, and an equally impressive spread ol
basic education and lileracy.

rowth Record and

The prowth rates and structure of
production achicved during 1960s until 1980s
are given in Table 2 and 3. The st lable
shows the associations between adjustment
policies and prowth. The growth achievement
in terms of 20 vears cconomic planning under
the New Ovder government is shown in Table
3. Up o the mid-1960s, Indonesia was
regarded  as  a  chromic  dropoul,  whose
economic priblems ware as serious as those of
low-income developing countries. After the
latter part of Sockarno’s  presidency,
Indonesia’s average rate of GDP growth over
the period 1960 1o 1966 was only |8 pereent
and GDP per capila busted 1o mmus 0.3
percent a year. The growth of total GIP then

rin the
i

I"l’-‘hf\llﬁl"l’-‘n’ r_'hr.n"nlt.' +i Q -.l| o
i L= L

Lo LAAFLLLIGARAS SURCLLBFL Y AP a3

major stabilization and rchabilitation period of
1967-1973. It fell slightly 1o 7.8 percent in the
whole o1l boom period, 1973-1981. However,

rareant 11
l.l'\.rl\.r'h-’lll. LiLr
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in the period of adverse external shocks, the
ceconomy activitics slumped to the growth
amounted 4.5 percent a year. In the early

deregulation period, 1987-1993, annual GDP
crowth rccovered to 6.5 poreent.

Tubfe 2 Tadonesin: Sectored Compostiion of GIP % poeh by il Preriods of Adfoforend Pofice, F960- 7903

196dE-1960* 1967-72% T975-1951 %% 10R2-H7e* PLs7-1 005
Major sectors carky stabilization and  oil boom Land 11 slower grovsth early
e elopimen rebuahilitalion deresulalion
Agriculture 1.9 4.3 3.6 ERY) 3.3
I nduscry
hlanulaciuring 1R 162 14.2 11.4 PR
Mosrs-ci] and was - - - 114 11,1
Consbruetion L0 24.7 Li.5 52 1.8
Services
Trade, henels ard reslaurans 24 1. TR a0 7
Tranzpert, & communicylion 8 a6 120 76 8.7
Banlang and finanes -23 270 37 13.5 LED
Thracellings and real eslale i .1 12.2 [ 4.2
Fublic and government a5 a0 L3.0 B3 4,3
Private scrvices 2.3 2 2. ERY a.0
GlLyjress 1.5 87 | 4.5 6.4
il per capita®=* -3 5.3 5.3 25 4.4

W # al constuntE9a0 prices, #F ul congianl 1983 prices, and  ##% a1l conslynt [P0 prices,
IMIE, drsteraaitionod Fisancka! Sratisdic, Central Bureau of Statistics Indanesia, Woo et al. {1994, and Marning (14999,

Since the end of 1960s. Indonesian
cconomic  policies were  characterized by
prudent macrocconomic policics and structural
ceonomic reforms, which have transtormed the
structure of the econoniy. Table 3 makes clear
that during four steps of five vears
development plan, the share of primary scetor
(agriculturc and mining) in Indoncsia's GDP
declined Irom 53 percent in the [irst step Lo 39
percenl during the fourth step. Agncultural
production  significantly dropped from 45
percent to 25 percent over the same period.
Although the contribution of sccondary scotor
cxpericneed a rapid increase, these measurcs

are relative small compared to the reduction of

agmiculiure production share. The contnbution
ol manufacturing in total output has increased
moderately, particularly in the period of the
sharp rise in oil prices. Thus during this high
srowlh period the country changed lrom an
agnicultural  based  economy  loward  an
mdustrial-manufacturing led economy.

Business & Manawemnenl Revicw

The agricultural sector grew steadily
during the stabilization and rehabilitation
periods (1967-1981), With concentration in
tice cultivation, agricultural growth expanded
about 4 percent (Table 2) and the country
achieved rice self-sufficiency by 1985 (Boaoth,
1989, Campos and Root, 1996). ‘This
impressive performance can be attributed to

comsiderable  degree ol macroeconomic
policies, such  as, the subsidized credit
programs, the financial  sector  constramt

relaxation, and liberalization of foreign and
trade repimes. The latter policy has a huge
impact on farmer opportunitics for agricultural
trade {Woo, et al., 1994). During the period of
o1l boom (1973-1981}, the manulacturing
sector surpassed the agncultural sector and
started to be an engine of growth for the
country’s economy. lhe two oil shocks
provided the avalabihiy ol Gmancial capital
for public and private sectors Lo nse aggregale
demand. The domestic oil and gas industries



plaved an active role in managing investments
financed by the oil boom. Following the two
devaluations and the economic reforms in the
[980, the nom-ml manulaciure sector was the

11.1 percent was kept steady comparcd with
the slower growth periods. Morcover, the 15.2
pereent cominibution ol non-ml output to (GIP
m 1959 made this sector almost as important

impulsion behind the growth in the early as the o1l sector to drive the country's
deregulation periods. The annual growth of economic activity (Woo, et al, 1994},
non-oil manufactured output in 1987-1993 at
Table X Indonesia: sectoral Composition of GDEP by the Periods of Pelita (%), 1968-195%
196840 97475 T97WHD TUREMNE
Saelar 1975:74 7870 19835:84 108830
Pelita | * Pelita 1) * Iglita |11 ** Ielita |v **
share  growthrale  share growlbh rate share growsdhrale share prowth e
‘Lotal primars production 2R £ 5100 34 453 0.7 g2 14
Agrricu e 446 4.3 31.2 500 145 4.3 246 i
Mining a2 1757 193 30 20.8 =29 4.0 0.7
il and gas - - - - 145 -3 3.4 0.3
Maon-ail and pas - - - - 1 1.2 0nr 23
Total secondary production |24 159 14.2 142 175 .l 1.1 T3
I ndustry
Ol amd was 032 133 5.3 137 114 103 3.6 0.0
Mon=-oil and pas - - - - ] 3k 9.7 .z
Construction - . 0.4 o 19 0.1
14 248 4.9 5.2 2H ] 53 23
Toial service produciion i g 34 - BT 5. Fi.7 e
Total L0a 56 1a0 7.2 Loo 1.9 Log 4.4

Maoce: 'elita {Five Years LDevelopment 1IMlan), * at constant 1973 prices, and ®= at constant 1953 prices.
Sewrce; Bank ol Teglonesia, and Central Ruregy ol Statistics Indanesia

Output Allocation and Decomposition

The pattern of Indonesian GDP

allocation has also changed significantly over
1060 1002 Table 4 5 the

I."I"\ﬁ'l'l?" CraWs
TTOanIAdT Leiks PCLF I

ir

e
myvestmenis trends i terms ol penods ol
development planning. The excess savings
over investments reached only n the periods
of third steps of five vears development plan
when the world il price was boomed. In the
periods of negative spread of saving and
imvestiment gap, the country has o maintain
mvestment level by obtaining debls and granis.

By looking at the impacts of diffcrent
policy regimes on the composition of GDP,
Table 5 shows that both the savings and the
mvestment rates mereased over time. Fach rate
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mereased by more than 21 percent belween the
period of early development (1960-1966) and
1982-1989. 'The surpe in  the domestic
investinent rate in the period 1952-1989 was

AT TR h",l el R alelsl
Lry e

Causca a trom
myvestment.  The  government,  however,
reduced public mvestment gquite sharply 1n
response to the revenue shortfall created by the
oil price decline. The cause of these reverse
trends in public and private investiment was
that the capital formation was only cxpanded
only 8 percent per year during the slower
growth period, compared with the ol boom
period which amounted 11 percent annually.
This deeline in capital formation was the most
mam reason lor the slowdown in the growth
rale belween the periods.



Tuable 4. Indonesia: Consumplion. Saving amd Dnvestment by Perviods of Pelita (3% of GDP), 1965-1959

1 9aSm0 - 197475 — 197780 — L98E85 —
197374 T97RTY (R T 1988HY
Pelita | * Pelita Il # Pelita 111 ** Pelila 1V +*
Mational savings | 1 203 TR 22
Dierrnes 136 Tnvesimen| 154 222 263 25
[nvestment-saving =37 - 1.4 e -2

sPelita (Five Years Develapment Plan), * at constant 1973 prices, and " at consant 19583 prices.

Sogres; Bunk ol Tndonesia and Central Boreau ol Statistics Tndonesia,

[ 4HG00- | aG ® 196718972

1473141 ==

T9HZ- 1Ry ree

siubilienlign und ! slioeer
carly developmenl S oil Boom 1 and 1 -
rehabilitation growth
Mational saving 4.7 4,0 223 264
Tlesrmesliv invesLmen| T4 128 2T 205
Faclor income abroad 1.1 1.8 35 4.4
Mote: # st constant [96e0 prices, ** at constant 1973 prices, and #%5% at constant F9E3 prices,
Source: Woo, etal, {1994 and World PBank.
Table 6. Indonesia: decompusition of growth in eil and non-eil GDP (%), 1970-1991
19
19701082 TURZ- LA, 190191
vl bodim slowir growth parly
- s AT deresulation
{hl G | abr 14 3.3 Z.A
Capital 30 .3 T2
Toral factor productivity 37 (1) i4
Men-oil GDEF* Labor L4 3 -
¢apital 37 4.0 -
Tastal Laclor prodluclivily .4 =07 x

Motz * T973-1901 lor ol boom peciod and T982-19588 1or slower zroaeh period
Soeurces; Woo ot al, C1994% andd Azds and Kunvoro (20007,

In the mrowth accounting exercise dome
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(20000 shown in Table 6, we can learn the
clfects ol policy and exiernal shocks on
Indonesia’s total laclor productivity (TFET).

KA Business & Managemenl Review

amounted by 0.9 percent. The low TFP value
suggests that gross inelficiency existed in the
[ndonesta ecomomy. When the ol tole lakes



into account in the orowth decompaosition, the
TFP was relatively high. The 3.7 pereent of
TFP contribution indicate that government
policies W use the proceeds from ol windlall
revenues Lo develop basic mfrastructure appear
to have positive impact on TEP. In the fall of
oil prices TI'P plunged and took respectively
minus 0.7 pereent and 0.65 pereent off the
non-oil and ol growth rate. Even the
contnbution ol labor fell. Major cause of Uhis
TFET slowdown is the weak performance of the
sectors that relied profoundly on government’s
oil revenues, The TIP recovered to 3.4 percent

in 19%5-1991 as econseouches of reforms that

Fidar bt L T LR AR FE RIS RTEDLL

relied on more markel Torces and non-ol

export-led growth,

CONCLUDING REMARKS

This paper overviewed vanous Jssues
related (o the macro-financial and economic
orowth record in Indonesia from the early
19505 - 1980s, Our startimg point was the
beginning of the Soekarno regime. In the spirit
of nationalism the regime withdrew from
international organizations. They invested
projeets that woere unfavorable for cconomic
development.  This  stralegy  trapped  the
ecomomy  mlo wrmol, and  the  Soeharto
administration took over, From the mid-1960s
to  the  mid-1990s, the "New  Order'
development stratesy brought the ecomomy Lo
high  economic  growth,  Macroeconomic
indicators were strong and the political

social environment was stable.

At lcast three strategics were effeetive in
dealing with the chaotic situation that existed
al the begimning ol the Soehario penod: (1)
mactoeconomic policies to control mflation,
(il open access to foreign funds, and (iii)
infrastructure enlarpement and upgrading. In

the  prosperous  period  of  cconomie
Ay ol WHTIENL 11-'\ oo | [N | Lia Ao it e
ucvclup LP=3E L 5 |\. JL"lL'\"'r’;u-, (RS DRLR AN L=ped I 3

experienced two 011 booms and one internal
shock (Pertamina crisis). Surprisingly, the
governinent decided to currency devaluation

Leonnic Trends and Macrocconomie Management In Indonesia: 1960s-19805

after the first oil price shock in fear of
incrcasing uncmployment in the  tradable
sector. In the early 19804 the negative ol price
shocks led Lo a remarkably comprehensive
structural adjustment. Two devaluations were
inaugurated in 1983 and 1986 and the
povernment enpaged in public expenditure
restraint, mainly by rephrasing large-capital
mtensive projects. Moreover, covernment took
severdl liheralizalion measures 1 the [nancial
and the trade sector. Through the adjustment
process, gexports of manufactures boomed, and

the cconomy recovered from stapnant crowth
in g7
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