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ABNTRAK

Tulivan ini membahay mengenal mekanlime penggerak ehonomi makro i Indonesio selama doa periode yakni
peviode [OAN-1965 vany mernpakan tahui-tahin vang berbahaya hagi Tndonesio dan peviode [9660-1989 vangr
merupakan  faln-falun kebernntungan bagi perchonomion  Indonesia. Indikator  wiama chonomi makeo
meRnRfukkan  kinerja vany  mengesankon sefoma toler-talunier sebull Pempeseaian dalom ehonomi makeo
mtemcinbon peranan peating dalam menangani sitasi vong foacan yang terjodi pada awal periods {966- 1989 serma
goncanaon baik nfernal manpun ehsternal, Sistess duyr pengawasan kevanges vang duruk seria masaladr informasi
csimetris, seperti kebijulan indusivi vang bios, kapitelisme, don mesmincakave pinfoman cepal Vong beresiko.
Masadalt pasar Fewangon dar respon vang huraing faneoop mewmbuat Tmdonesia rewton terladan SoRcanman Vons
akiar herdmapok negatif pada sentimen pasar terladan Negara.,

Kt Kuncl: manafesicn siatrockonomi. perdapatan sasional. inflass, money sugdy, kebifolan fiseal kebifokan
mcateter, nilal ik moata nan.

ABNTRACT

Thiv paper divcusses the mechanizms of macro-eoonomic drivers in dndonesia during the twe periods; the period
1960-1963 which is o dangerous vears fow Indonesia and the period 1980-1959 which o miracle years for the
fddvresion econonm: The main mocrocconomic indicaiors showed an Impressive performance over the vears,
Adinstments fn macrocconomic plaps an important vole in dealing with the chaotic siivation that ocenered ar the
beginning of the period F966-T9RY g well ax borh fnternal and exiernal shocks. Poor finencial svstent and poor
superiivion and avpmmedeic Dfieatation proflems, such oy indusirial police bias, capialism, and rising upr risky
foperins. Financial merked fosues and less-responsive responses modefndonesio valnerable o shocks that world bring
@ pegalive fnpact on marked seafiment ayaloee the Siafe

Keypword: mavrocconomic monagement, capifal income. nflation, money supply, fiseal policy, moneiary policv.
exehange raie.

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

started under Sockarno's regime. However, the
economic perlormance led o a disastrous
combination of hupe budpet deficits and
hyperinflation. The stagnant cconomic growth
peaked i 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 cconomic  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 economic  development
under Pelita (live years development plan)
programs continued, several macrogconomic
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 mmilation was stable,
while the real exchange rate was kepl al a level
that strengthened non-oil exports.

This paper presents stylized facts on the
Indonesian economy. We take a broad view on
mechanisms  driven  Indonesia's  macro
economy and linancial system, and (ry to draw
lezssons from it. In particular we investigate the
stylized 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 bust cycles associaied with the shock
experiences. During the period 1960s-1980s,
the Indomesian economy experienced several
shocks: (i) negative domestic political shocks,
1960-1965, (ii) two positive cxternal oil
shocks, 1973-1980, ()} the collapse ol the
state o1l company, 1973-1976, and (iv) adverse
global recession, 1982-1983. All these shocks
and many other factors have added additional
cyeles to  the country’s  macrocconomic-
Imancial - performance and  compheated
economic policy management.

This paper is structured as follows, The
first scction (s introduction. LThe transition of
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Indoncsia ceconomy from the wvears of living
dangerously to the miracle years is presented
in sections 2 and 3. It overviews key changes
m macroecomomic perfomance and policy.

And the final section offers concluding
comments.
SHOCKS AND ADJUSTMENT

MEASURES: 19605 - 19805

The most obvious features of Indonesian
economic development since 1960 are rapid
crowth in total and per capita income and
rapid industrialization. There arc fow other
countries, 1l any, m which the vanations m
economic  trends, policy and  external
comditions 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  in 1965,  achicving
remarkably  stcady  cconomic  performance
under the New Order regime.

il prices have boomed and busied.

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

conservative  orthodoxy and  hyperinllation.
Finally, a repressed financial market
liberalized to more competitive structure. This
section reviews Indoncsia’s cconomic trends
telated  to  macro-financial  policies.  All
descriptions 1 the [ollowing sub-sections are
based on  summary  data on major
macroeconomic variables given in Figure 1,
except other fipures that are mentioned across
the sub-scctions.

is
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Sky-Rocketing Inflation and Exchange Rate
Controls: 1960-1965

In  the [960-1965, i(he Indonesia
economy  was  overhauled. The rise  of
economic and  political nationalism as a
reaction to colonialism and necocolonialism
bolstered the idea of isolationist cconomic
policy. The policy 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
control over mecans of production; (ii) to use
quantitative restnctions and multiple exchange
rates regime to address balance of payments

deficits  generated by macroeconomics
inbalances;,  (iii) to  achieve  rapid
industrialization and to construct piant

showcasce projccts; and (v) to cxpand the
military apparatus. The policics consisted of
ageressive, nationalistic policics and  were
financed by monctary financing (Woo, ct al.,

LT m

19953 This Lype of

FalaT B
195,

management nevilably led Lo huge economic
problems in the mid-1960s. The government
began to use its massive control over means of
production by nationalizing Dutch and other
Wesiem  companies. By withdrawing  from
international organizations, World Bank, the
ML and the UN, the country cut off foreign
resources  and  became  inercasingly  morc

Hill, ECOTONIG

isolated.  The result was  that  cconomic

management became more diffuse.

From the early 19505 1o the nid-1960s,
the regime relied increasingly on advances
rom the central hank to fmance government's

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

turmoil  brought frequent changes in the
coconomic  policy  repime, the Sockarno's
administration maintained fiscal discipline.
The budget deficits averaged only 1.5 percent
of GDP in the period 1951-1957. This ligure
wis remiarkably smiall compared 1o the anoual
average budget deficits of 5 perecnt during the
1958-1965. Scveral attempts to halt inflation
wore made. In August 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  budeet.
Apart from the continuing of the ‘puided
democracy-cconomy’ programs, the
comlrontation with Malaysia in 965 provides
additional tmpelus o milaton  acceleration

through bank credil expansion.

Figure Z. indonesia: government budget deficiis (3 of gdp) and expenditure
allecations [% of total), 1951-1965
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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
introduce new rupigh with value | rupigh from
ils previous value, 000 ruptah. During Uns
hyperinflation period, Tndonesian's rupiah was
depreciating slightly and hence became greatly
overvalued. 'The hiph excess demand for
forcign cxchange at the official rate forced the
government Lo ration foreign exchange by
using multiple exchange system.

Owverall, the ‘guided democracy-
cconomy’ proprams produced inflation rates of
315 pereent on average between 1960-1966,
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 percent in 1966,
‘The World Bank and IMF data show an annual
inflation rate of around 1200 pereent in 1966
causcd by printing moncy. In the same period
the fiscal deficit was 4.8 pereent of GDP on
average. The government allocaied iunds io
delense  expendilures  tather  than  building
infrastructures projects (see Figure 2), which
destabilized the economy. The consequence of
these measures was a slowdown in rcal GDP
growlh, reaching on average 1.9 percenl per
vear between 1960 and 1966; in the same
period population growth was 2.2 percent a
vear, 50, the country cxpericneed a period of
ceconomic stagnation in tcrms of growth of
GDP per capita. In relabions with  trading
pariners, the country was restricled by high
tariff and non-tariff barriers, including import
and export licensing and exchange control
with multiple exchange rates.

Inflation Stabilization and Oil Boom: Mid-
19605 - 19705

In the chaotic economic situation in
mid- 194a0s, Socharto's Mew Crder”
sovernment restored 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 budget and  control
mflation, and (i1) to reestablish Indonesia's
[nancial links with the West in order Lo altract
loans, foreign grants, and mvestments. Afler
having reached an agreement with Western
creditors - Inter-Governmental  Group  for
Indoncsia (1GGH, the IME and the World
Bank - on external resources, debt reliel and
Toans, a  relabively orthodox
macroeconomic policy was adopted to control
the inflation rate. DBy  implementing
conservative fiscal and monetary policies, the
government  committed  itself to never
monetizing its budget deficits, to enlarge role
for market forces, a welcoming attitude to
foreign 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 2.3 porcent in 1970 and 1971,
respectively. The reduction in the budget
deiicii and the associaied m the rate of creation
ol money resulled i milaiion bemg brought
rapidly under control. In 1971 inflation was
down to 2.7 percent from a three-digit figure
during the 1960-1966.

eEwW

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 77 percent of GDP m 1960-1968 o 14
percent and 16.3 percent in 1971 and 1972,
respectively. Because imports remained stable,

'This stabilization program was drawn up with IMF
assistance in 1966,
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this cxport performance improved the balance
of payments and the budget defieit.

As parl ol monetary policy, the central
bank tightened automatic credits to state [ims,
The central bank credits were no longer
available to state enterprises and competition
with private cnterprises began to cmerge.
Furthermore, the control interest rate (the
mier-call bank inlerest rate} was 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 so-called “halanced budget',
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
percent 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
terms of the imphiait GOP dellator and O m
1971 . The maost 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 path ol
sustamed economic growth, This hackground

“The balanced budget rule which is contained in the
Guidelines of State Policy was initially adopted in 1968,
It requires that annual total budgetary expenditures
should be equal to budgeted revenues, defined to
include all forgign grants and loans. The rule also
requires that domestic revenues be sufficient to cover
current  expenditure,  including  amertization  of
aovernment  debt and a  portion of develooment
expenditure. To the extent that development
expenditures exceed public savings, the gap may
normally enly be filled by external borrawing.

Business & Manawemenl Review

cncouraged Western creditors to form  the
IGGT for monitoring the Indoncsia ceconomic
development and policy issues and providing a
steady stream ol loans m exchange of the cost
of policy changes, The government was also
PUITSUing further market-oriented
microcconomic policies, such as embarking
cxport processing zones and rchabilitation of
physical infrastructure o support  inlant
mdusiries.

In the second half of the 1960s the
Indonesian economy tried to benefit from its
oil resources. This type of policy was
promoted by the state-owned o1l company.
Pertamina, which was funded by commercial
bank eredits and oil eamings, Figure 3 depicts
oil activity of the country. The capacity of oil
sector was cxpanded steadily by around 113
pereent during 1967-1972. Owver the same
period  cxports of  erude  oil  inercased
remarkably to the level of 163.9 percent. This
relicved the fiscal balance and balance of
paymenis perfonmance, and the milaiion rate
reached s lowest level m 1971, More
importantly, these oil revenues took away the
pre-1963  pressure of the money  stock
cxplosion and international rescrves depletion
on [1scal imbalance.



Figure 3. Indonesia: exports-production of crude petroleurmn and oil prices, 1960-1990
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The outbreak of  YomKippur war  spending. In 1975 Pertamina could no longer

shocked o1l prices m 1973-1974, This st
(OPEC  shock created an almost six-lold
merease o o1l prices, the price ol o1l was 1ISD
2.7 per barrel in 1971 and rose to TUSD) 11.6 in

1974, This ol  windfall  allowed  the
governmenl o finance  investment  in
infrastructure  and to  promote  industrial

development by supplementing or replacing
forcien and domestic private investment in
manufacturing.’  The industrics that emerged
were highly imporl-dependent and reliant on
Lari [T profection, Pertamima look advantage lor
this policy of industrial promotion. The state
oil company intensified itz oil cxploration
activities and succeeded in borrowmg loans
Irom inlemational  fnancial  markets, The
corporation  became a  giant  conglomerate
complex with a lot of activities unrelated to the
oil sector. It gained a position similar to the
government development and planning agency
(Bappenas).  Unlortunaiely, many ol the
company operalions were nol controlled by the
government and were lnanced by secrehive

3In the late 1970s and early 1980s, 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

investrment.
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o toll over ils  shorl-lerm loans  wlhach
amounted to more than USD 1 billion (30
percent ol GDP), so the company delaulied.
The central bank had to lake over s debts
which resulted in a depletion of intermational
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 guestion arises
whether the Pertamina crisis had a short-term
Impact  on macroeconomic  perlonmance,
particularly whether it had a negalive impact
on  government  mvestment.  Government
expenditure indeed incrcased by 31 pereent in
1976, The government tried to oblaim new
long-lerm debls to pay ofT Perlamina debls and
additional loans to expand its investment
gorams. This investm
cyelical  coftcet on
(MeCawley, 1978).

had o
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Another phenomenon, the Dutch disease,
appeared at a very mild level m the aflermath
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
outpul of traded
in the output of non-traded goods. In addition,
the currency appreciated in real terms, so the

cxport competitivencss  worsened  (Corden,

e

goods along with an increase
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1984; van Wijnbereen, 1984; Usui, 1997}, The
first responsce of the government was to usc
monetary policy to sterilize the windfall profits
rather than a contracting [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 cetlings. Both
msiruments were ineffective m sterilizing the
oil eamings, The domestic money supply, as
measured by cither M1 or M2, grew at 329
pereent and 373 in 1973, respeetively.
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
cffeets to be brought about by abundant oil
revenucs. Indonesia suceceded to sterilize part
of the windfall oil revenuces,

a

Fatrls) . % | 1 .31 =0
it T TLPTADN Wik devalled oy Ju

n 1578 1
percenl 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 percent of GDP during
1978, Other explanations lor the devaluation
decision are  concerns  over o1l resources
depletion and feear of  increasing
unemployment in the traded sector (Woo, et
al., 1994; Azis, 1999). Morcover, Warr {1986)
argued that the decision was motivated
primarily to improve the prolitability of the
tradable  sector, which had been  under
mereasing cost pressure due to 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
1
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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 Ngures of 1.9 and 3.9
perceni 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,
[n terms of the balance budget principle that
had been followed consistently since 1969, the
windfall profits from this oil boom were
treated  similarly  as  foreign  debts, Both
increased the account of government deposits
at the central bank. ‘This unspent account
sterilized the shock. As a result, the intlation
ratc was stable in the following vear. This
improved cxchange rate competitiveness and
non-oil exports  still incrcased despite  the
exisience of ithe Duich disease.

Adverse External Shocks and Struetoral
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 Dirst negative shock
appeared when the world economic recession
became  noticeable,  The  collapse  in
international commeodity prices including oil
deteriorated  the country's terms of trade
{cxchange ratc shock) and caused the current
account deflicit 1o rise. The deficit became also
higher as a result of higher borrowing rates.
Although most of the country's long and
medium  debts were  imposed with  fixed
interest rates, chanpe in terms of trade and
intcrest rates, however raised the country's
external borrowing,



The overall cffeet of this cxternal shock
was a drop the GDP growth ratc to 2.3 pereent
in 1982, This event changed the country's
ecomomic policy perspective completely. The
key elements of the reform were policy
measures in the macroeconomic policy mix
{exchange rate, monctary, and fiscal policy)
aimcd at cconomic stability, trade and
mvestment  dervegulation,  and  domestic
Inancial hiberalization. These  liberalization
policies  aimed at  structural  reforms  and
growth, such as the removal of relative-price
distortions and the reduction of state
intcrvention.  Table | summarizes  the
chromology of these economic reforms,

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

many major public projcets and vigorously
promoting non-oil exports. In fear of a balance
of payment crisis 28 percent devaluation was
armounced m March 1983, The exchange rate
wias sel 1o the level after the 1978 devaluation
to push up non-oil exports and to increase
revenues in the budget. 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 ininating a
reform of the tax system in 1983-1984. The
most important chanpes were the elimination
of tax holidays on new investment projects,
and the mtroduction of a value added tax
effectively in 1986, in place of the former
sales tax which had applied to manulactures
and a few services.

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

Dhales

196d1-1963
197419497
Augunst 1997
Movember 1974
Mlurch 1983
September 1980
Sinee 960

|'.-?CIZ|'IﬂI'I_I:'__E rate managament

Trade and capital account
OPEnness
March 1985

May 1986

April 1985

Movember 1954

Chtioher |G

January and Lecember 1957
Movermber 1988

December [987

Moy 1990
Tune 194]
July 1992
Jurie 1983

Woney and lnance

IFebruary 1984

Exenily

Floating exchange rate regime
helanzzenl M ling sysiem
Floating exchange rate swstem
30 percent devaluation

28 porcenl devaluation

31 percent devaluation

Open capital account

Iraplementation ol an across-the-hoand reduction in
nominal turiffs

keasures 1o provide infernationally priced inpots 1o
SR

Lifting subsidies, reformed customs, port handling and
shipping procedures in pwo s of reform packapes
Signi leynt redyelion in impoart licensing restiriclions
initiated throuzh a series of measures

Feduetion of ani-export bias of ade pelivy by reducing
regulatory restrictions for exporters

Elimination industrial, commoddilies wnd impart,
administrative regulations, and reduction of the total
number of tarifts

Munsures Lo ingrease compeliliveness ol mynualiure
expotts and improve the domestic investment environment
Flimination ol hank credit ceiling and state bank inferest
rates on deposits and loans

Phased removal ol a wide range ol loan caleories lom
avess o the Contral Bank Liguidity eredits, intmodoction of
rediscount facilitias and the S8 (3ank of Indonesia
cerlilicules] as new Wwols for monetary conirol

Leonnmnic Trends and Macrocconomie Management o Indonesia: 1960s-19805



L¥ates

Events

February 1985

During [9E3

Farly 19405

Hince 1965
Bl 19%3
Since 1983

Fiacal

January 1954

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

Feeluxation of crlry requirements of domuestic and joint
venture banks and introduction of a new ser of financial
e [0 enhanges lngngin] seclor ellivieney and
developing capital markcts

Impasing new rules on capicl adeguacy and resorictions on
commercial bunk involverment in eguity murkel

Balanced hudget system

[y capilul and impor! inlensive prnjecls re-physed,
Cuthacks in government real capital expenditures.

Conteal o the use ol non concession impore related credils
‘lax reform initiated. "Lightening and modernization of tax
svslem adminisuation, Holidays Fom company s an new
investment projuects were abolished. o value added ax was
introduced, and property mxation was reformed. Follow-up
sleps Lo reinloree s adminisiration and restraints on civil
service employvment and salaries

Sources: Dekls and Pradban 1999, Barichelle and Flatiers (1994, Fane and Condon (159960, Ahmed and Kapor ¢ 19907, amd

Fane {19548,
Before  the exchange rate shock
Indonesia's financial markets were under

repression. The combination of five factors led
to highly sepregated and inefficient financial
markets (Hanna, 1994; Montgomery, 1997):
(i) extensive statc ownership; (i) a guaranteed
meome Lo slale banks lor their disbursemnent
lunction: (111} the imposition ol entry barriers
to protect the dominant position of state banks,
{iv) credit controls that subsidized imterest
loans; and (v) the direciive (hal normal nsk
appraisal procedures be waived (state banks
tended to waive the normal risk appraisal
procedures for bad credit). The financial sector
had relied on the recyeling of the povernment’s
oil income through the banking system. When
the price of o1l decreased and the worldwide

recession undermined the country's balunce ol

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

The financial reform process began in
883 when the central bank removed cellings

REUN  Business & Management Review

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 ithewr dommance. Since 1983
a senies ol measures resulled m oan exiensive
liberalization in the financial sector. The
government  also  enacted a number of
ecomomic Telorms  designed 1o boost both
domestic and  foreign  mvestments and Lo
stimulate non-oil exports. In 1988, restrictions
on the extension of bank's branch network
wore  removed, as were those on  the
cstablishment of new banks, other than purcly
loreign owned banks. The 1988 relomms also
reduced the legal lending limils ol non-interest
bearing reserves to deposits from 15 to 2
percent (Fane, 1999).

A sceond negative external shock hit the
Indonesian economy in 1986, when the plunge
ol the o] price caused growth lo slagnate, with
the peak of budget crisis. Foreigm debt also
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 in 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.
Faport regulations were streambned and a host
of non-tarifT barriers were removed.* Measures
taken by the government to raise the
competitivencss of non-oil and pas exports
proved sucecssful, In 1989, exports of non-oil
and gas ereased 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 zas exports (see Figure 4). A
further policy response  was  a  fiscal
contraction. Governiment spending was  cut,
subsidics wore reduced, and capital formation
slowed. In the financial sector the soverniment
lowcred entry  barricrs to  increasc  the
competiiion beiween state and privaie banks
and  between  buanks  and  other  linancial
intermediaries,

In conclusion, responding to a scrics of
severe exlemnal shocks, the evidence mdicales
that  macrogconomic  stabilization  and
structural reform programs executed by the
covernment during the 1980s succccded in
restoring  macrocconomic  balances and
sirenglthenmg growth by promoting the non-oil
seclor. Despile the large external 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

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

of protection for manufacturing. including oil refining, fell
from 27 percent in 1987 to 11 percent in 1995, for
manufacturing, excluding ail refining, the fall was from 59
percent to 10 percent, and for agriculture from 9 percent

to 4 parcent.
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during most of part the 1980s. Owerall,
Indonesia’s cconomic authoritics have bheen
able to avoid major imbalances despite the
Iimited room they have o maneuver. In parl
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: 1960s-
198is

Growth Record and Structural Change

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
orowth, Indoncsia achicved food  sclf-
sufficicney, a rapid decline in the population
growth, and an equally impressive spread ol
basic education and lileracy.

The prowth rates and structure of
production achicved during 1960s until 1980s
are given in Table 2 and 3. The lirst table
shows the associations between adjustment
policies and prowth. The growth achievement
in terms of 20 vears ceconomic planning under
the New Ovder government is shown in Table
3. Up to the mud-1960s, Indonesia was
regarded  as  a  chromic  dropoul.  whose
economic problems 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 1.8 pereent
and GDP per capita busted 1o mmuos 0.3
percent a vear, The growth of total GDP then

I"l’-‘hf\llﬁl"l’-‘n"l i.'hr.n"n 1t Q T
L LAFLLL AT SIROLLRFLY 1A

major stabilization and rchabilitation period of
1967-1973. 11 fell slightly to 7.8 percent 1n the
whole o1l boom period, 1973-1981. However,

T nmercant dirino
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in the period of adverse cxternal shocks, the
ceconomy activitics slumped to the growth
amounted 4.5 percent a year. In the early

deregulation period, 1987-1993, annual GDP
crowth reccovered to 6.5 pereent.

Tuble 2 Indonesin: Sectoral Composition of GIP % poh by the Periods of Adfesforent Police, 19a6-1993

196dE-1960* 1967-72% T975-1951 %% TQR2-H7* [LE7-1005*
Major sectors early stabilization and  oil boom Fand 11 slower grovsth early
developiment rehabilitation derezulalion
Agriculture 1.9 4.3 36 KR 3.2
I nduscry
Mlanulaciuring 1.8 142 14.2 11.4 £ 4
Mom-ci] and was - - - 11.4 1.1
Construetion L0 247 135 562, 109
Serviees
Trade, hoiels and reslavranis 24 1. 7.8 a0 BT
Trangpert & communicylion 5 00 120 T 8.7
Bunling and linanes -23 270 L) 13.5 Lo
el lings and real eslale 2l g1 12.2 3,5 4.2
Public and government, 3.5 a0 13.0 B3 4.3
Private scrvices 2.3 2l 2. ERY a.0
GLyrss 18 8.7 R 4.5 6.3
Cild1® per capita™=* -3 53 5.3 i 4.4

Mol # al constyant L9960 prices, #% ul conglanl 1983 prices, and #%% gl conslynt [P90 prices,
IMIE, fteraationod Fisancial Sratisiic, Central Bureau of Statistics Indonesia, Woo et al. {1994}, and Marning (1999).

Since the end of 19605, Indonesian
cconomic  policies were  characterized by
prudent macrocconomic policics and structural
ceonomic reforms, which have transtorned the
structure of the economy. 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 1o 39
percent during the fourth step. Agncultural
production  significantly  dropped  from 45
percent to 23 percent over the same period.
Although the contribution of sccondary scetor
cxpericneed a rapid increase, these measurcs

are relative small compared to the reduction of

agricullure production share. The contmbution
of 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
agricultural — based  economy  loward  an
industrial-manufacturing led economy.

Business & Manawemenl Review

The agricultural sector grew steadily
during the stabilization and rehabilitation
periods (1967-1981). With concentration in
tice cultivation, agricultural growth cxpanded
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  constraint

relaxation, and liberalization of foreign and
trade regimes. The latter policy has a huge
impact on farmer opportunitics for agricultural
trade {Woo, et al., 1994). During the period of
oill boom (1973-1981), the manulacturing
sector surpassed the agncultural sector and
started to be an engine of growth for the
country’s ecconomy. lhe two oil shocks
provided the avallabihiy ol [mancial 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 seclor was the

11.1 pereent was kept steady comparcd with
the slower growth periods. Morcover, the 15.2
percent eontribution ol non-oil output 1o GDP
m 1989 made this sector almosi as important

impulsion behind the growth in the early as the oil sector (o 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 }. Indonesia: Sectoral Composition of GDEP by the Periods of Pelita (%), 1965-195%
1968480 157475 T9TLH TUREMHE
Suelar 197574 [7ES70 19335:84 108830
Pelita | # Pelita 11 * I"alita [11 #* I"elita |V **
share  growthrale share growtbrate share growsdhorate share prowth mate
‘Total primary production 328 . 510 34 453 n.7 g2 24
Agrriculure 446 4.3 31.2 500 145 4.3 246 6
Mining 3.2 17.7 193 30 20.8 - 29 4.6 0.7
il and gas - - - - 145 -3 3.4 0.3
Mar-ad | and pas - - - - 1 F2 0nr 33
Total secondary production 1 2.4 139 14.2 142 17.8 0.1 14.1 7.3
Industry
Ol amd was 0.2 133 3 13.7 119 103 156 0%
Mon-oil and pas - 1A id 9.7 2
Construction - - - 0.4 0.7 R i1
14 248 4.9 5.2 2H ] 5.3 23
‘Toial service produciion EE R’ Y4 [EX $3 BTk 5. 4i.7 32
Total Lo 86 Lan 72 Lo 4.9 10g 1.4

Maore: 'elita {Five Years Development IMlan), * at constant 1973 prices, and ®® at constant 1983 prices.
Source; Bank ol Trglonesia, amd Central Rureay o Statistics Indonesia

Output Allocation and Decomposition

mereased by more than 21 percent belween the
period of early development (1960-1966) and

The pattern of Indonesian GDP  1982-1989. 'The surge in the domestic
allocation has also changed significantly over  investment rate in the period 1982-1989 was
19605 -1980s. Table 4 shows the savings and  canscd by a tremendous incrcasc in private

mvestmenis trends n terms ol pernods ol
development planning. The excess savings
over investments reached only m the periods
of third steps of five vears development plan
when the world oil price was boomed. In the
periods of negative spread of saving and
investment gap, the country has o maintain
mvestmeni level by obtaiming debls and granis.

By looking at thc impacts of differcnt
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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mvestment.  The  government, however,
reduced public mvestment quite 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
growih peniod, compared with the ol boom
period which amounted 11 percent annually.
This deeline in capital formation was the most
main reason lor the slowdown in the growth
rale between the periods.

3

]
[




Tuble 4. Indonesia: Consumplion, Saving and Investment by Periodys of Pelita (%% of GDP), 1265-195%

196860 — 197475 - 197730 — 198885 —
1973/74 197879 [RUETE 198RHY
Pelital * Pelita Il # Peliia 111 ** Pelila IV *+
Mational savings Il 20,3 272 X2
Dacrrmes 136 Trvesimen| 154 22.2 26.3 25
[nvestment-saving i -3T - 1.4 R -2

s Pelita (Five Years Davelopment PMlan), *
B

at eonstant 1973 prices, and =" at consant 1943 prices.
Runk ai Tndongsia and Central Boreau o Satstics Indongsia,

Table 5, Indonesia; saving and investmeni by peciods ol adjustmeni policy (" ol GDP), 1968- 1939

[t =TH R T

196719727

1497314 = T9R2- 194y rrs

slubilieulion und . slionwer
carly developmenl e : oil beom 1 and 11 .
rehabilitation growth
Mational savings 4.7 .0 223 26.4
Tlosrmeslic invesLmen| T8 125 R 205
Faclor income abroad 1.1 1.8 3.5 4.4
Mote: # at constant L960 prices, ## at constant 1973 prices, and #%F at constant 983 prices,
Source: Woo, ecal, (1994 and World Dank.
Table 6. Indonesia: decompuosition of growth in vil and non-eil GDP (%), 1970-1991
19
19701082 TURZ-1 KA. Feou-laa
il bowim slower growth iy
- deresulation
{hl G | abor 3.4 b B 2.A
Capitai 3.4 .3 o7
Toral factor productivity .7 w7 14
Mon-oil GDE* Labor L4 3 -
Capital 37 4.0 -
Tastal Baglor produclivily .4 - 07 -

Mlote: * T973-1481 Tor ofl boom peciod and T982-1988 1or slower @raei periadd

Seurces: Woo ot al, (1994 and Azis snd Kuneoro (20007,

In the growth accounting exercise dome
]'\1." .‘1 (8 Th] ' Lll I'1ﬂ'n..‘i"| ‘Iﬂf! .ﬁ'.r'iu ".1'|"II'1 YI f".l"l[{_}

P 1m
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20000 shown in Table 6. we can learn the
clfeets m policy and external shocks on
Indemesia’s total facltor productivity (TF).
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The TFP contnbubion Lo non-oil growth Tate
.I'II|1 "1THLF ] .I'\.'il I'Il"\.l"ll'l"l el il 1|"h"| '\'u".I‘L' .Ii’\\l."' 1|
hALdl 1lL ] LJ.I"n-' wila LRl '_F'n-']. dhrng TRk ER LY b

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



into account in the growth decomposition, the
TFP was relatively high. The 3.7 pereent of
TFP contribution indicate that government
policies W use the proceeds from ol windlall
revenues 1o develop basic infrastructure 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 percent off the
non-oil  and ol growth rate. Even the
contribution ol labor lell. Major cause of Uhis
TFT slowdown is the weak performance of the
sectors that relied profoundly on government’s
oil revenues, The TI'P recovered to 3.4 percent
in 1986-1991 as conscquence of reforms that
relied on more market Torces and non-oil
export-led erowth.

CONCLUDING REMARKS

This paper overviewed vanous issues
related 1o the macro-linancial and economic
orowth record in Indonesia from the early
1950s - 1980s. Our starting point was the
beginning of the Soekarno regime. In the spirit
of nationalism the regime withdrew from
international organizations. They invested
projeets that were unfavorable for cconomic
development.  This  stralegy  trapped  the
ecomomy  mlo wrmoil, and  the  Soehario
administration took over. From the mid-1960s
to  the mid-1990s,  the “New  Order
development stratesy broughl the ecomomy Lo

high  ecomomic  growth,  Macroeconomic
indicators were 5!1"011.; and the political and
social environment was stable.

At least three strategics were effective in
dealing with the chaotic situation that existed
al the begimming ol the Sochario penod: (1)
macroeconomic policies to control inflation,
{ii) open access to foreign funds, and (iii)
infrastructure enlarpement and upgrading. In

the  prosperous  period  of  cconomic
| CTTIET 'I- 41 oty | [N | | L T
uE'IrEIL.II:rII 1L IgLl JLFIILP\‘\-EU III\HIIIG‘\I“

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

Leonnmnic Trends and Macrocconomie Management o Indonesia: 1960s-19805

aftcr the first oil price shock in fear of
incrcasing uncmployment in the  tradable
sector. In the early 1980 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 ltheralization measures n the [mancial
and the trade sector, Through the adjustment
process, exports of manufactures boomed, and
the cconomy recovered from stapnant erowth
in 1982,
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