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INLOTESIA 1966-1970 : ECONOMIC MAWAGOUEHT AWD THE ROLE OF THU nF!

This case-study differs from the others 1n the '\re.,ent volume in
that it is an historical study, concludm- at approxmatelj t:he périod
when the others cormence . The reasons for 1ts mcluqlon are: three.
"Flrst, it prov1des an 1ntnns‘1ca11y mtere...tmg example of. a-succgssful
anti- mflatlon programne and demonstrates taat stah;.),lsatlon can he
achieved even wheu starting from a posz.t:.on of acute. disequilibrium.
:oecondlyq it 1llastrates the close mterplay of economic and political
factors in stablllsatlon atter"ts and te-emuasmes Jthat firm govemmment
commtment to a ..tablhsatlon prowanme 1s a pre-reqms:.te for sucgess.
Thlrdly, smce t‘le role of tne I.!I‘ 1n surzpo::tmb the stabllxsatlon
pro"ramre, in’ the negotxatlonb on re—sahedqlmg Iudonesz.a ;. foreign-
debt and in securing forel';n ass:.stance was significant Lt allows:
analysls of the extent and nature of Fund Ssupport. in this..pre-oil. erisis
prohramme ot ‘ e e

“The stﬁdy 'ié in five pbarts. ) Part I outlmeﬂ the economic .aud.
pohtlcal backgrounfl to the crz.sls of 1965—6‘ and describes. the
situation umed:.ately prz.or to the inauguration of the stabilisation
programe ., " Part II analyses the content of the stabll,lsatmn prograrme
nm,)lemented betucen 1966 and 12 70 Part IIT evaluates its impact on
the rate of J.nfla.t:l.on9 the balance of paymeuts, gron rth, income distribu-
tmn and structural ad_]ustment It also d:.;scusses briefly the-
veakering of stab:.ll.ty in 1“73 and the .congequent stabiligatiod measures
adopted in 1974, The s tudy stops at th:.s "aomt as thereafter discussion
of nacro-economc pollcy-makmc in Indonesia must .focus on the role
of oil revenues in the economj - a subject. wiich does not fall within
thé arbit of our plo_]ect. Part v analyses thg role of the Fund in
relation’ to the success:.ve ot:md By Arrangements in place betuween 1968
and 1974 and the meetmgs of the Inter-governmental Group on Indonesia,

(IGGI) . Part.V surmmarises the study and offers some conclusions.

1 Draft chapter of a study of Economc lianage rent in Developing
Countries and the role'of the IMF, currem:ly in pro:ress at the
ODI. I, am very grateful to the- Indonesxan 1finistry of Fihance -
for supportlnb this study financially, providing documentation,
and facilitating discussions with Indonesian officials.
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I - The Economic and Political Background

In terms of the macroeconomic performance of the Indcnesian economy ,
the twelve years between 1962 and 1973 divide clearly into three sub-
periods. As illustrated by Table 1, the first five years were omes of
acute disequilibria. The rate of increase of consumer prices rose from
27% in 1961 to over 10007 in 1966; the balance of payments basic balance)
was, with the exception of 1965, in deficit from 1961, net foreign
exchange reserves were negative from 1963 and from the beginning of 1966
Indonesia was unable to service its foreign debt; real per capita CDP
declined at an average annual rate of 1.3%; and the gross investment
ratio averaged 8.87 per annum implying a declining capital stock. By
contrast, during the last four years of the period, real per capita GDP
grew at an average anaual rate of 5.87; consumer prices rose at an average
annual rate of less than 67 and the rate of investment increased to 16.57
per annum., Although by 1970 the foreign debt had been rescheduled and
substantial new aid commitments secured, the improvement in the balance
of payments was not so marked during this period with the basic balance
continuing in deficit until 1971 and net fofeign exchange reserves
remaining negative until 1972. (The major tumaround in the balance of
 payments came in the wake of the 1973-74 oil price rises: between
1972 and 1974 the level of net foreign reserves increased five fold while
the surplus on basic balance grew six fold.) During the intervening
sub-period Indonesia experienced fundamental political change, in the
wake of which economic stabilisation became the primary governmental
objective, The programme of stabilisation and rehabilitation implemented
between October 1966 and April 1970 and the role of the IMF in supporting
it, is the prime focus of this study. We begin however, by examining .
the causes of the disequilibria that manifested themselves in the
mid-1960s .

The principal cause of the hyperinflation of the 1962 to 1966
period was government budget deficits financed by money creation.
The average annual rate of price increase (as measured by the 62-commodity
Jakarta Cost of Living Index) was 7‘7J in those Yyears while the % ..
of growth of the money supply (currency plus demand deposits) averaged
2787 per annum (see Tables 1 and 2 and figure 1).

Statistical data from official sources such as International Financial
Statistics is incomplete for the period covered in this section, As a
result it relies heavily on data presented in the Bulletln of Indonesxan
Economic Studies and an unpublished thesis by Newmann (1974) .
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Table 1. Indonesia: Selected Growth, Inflatiom and Balance of Payments Indicators, 1960~74

(n - (2) (3) (4) (5) (6) : (n.
Real GDP  Real GDP Gross Fixed Jakarta Cost Balance on  Bastc Net official foreign
Growth Growth per Capital for- of Iiving Current Balance exchange reserves
4 capita % mation to Index 7 Account o .
GDPZ increase (US % m) (US § m) . (US $ m)

1960 - ang ! 98 8
1961 5.1 2,5 20.0 26 9 ~526- -169 129
1952 2.4 -0.1 7.7 12%.9 -248 . ~126 17

1553 -2.4 ~4.8 9.4 118.7 .. ~227 ~104 -6
1964 3.8 13 . 143 | 104.7 229 52 -39
1965 - 0.0 2.5 5.3 305.5 -247 24 -60
1966 2.3 ~0.3 4.4 1044.7 -123 52 a2
1967 2.3 ~0.3 8.0 7 - -283 -16 S s
1967 . 11.1 4.3 8.8 - 12.8 <251 E 3 _5'1
1959 7.1 4.2 - 11.7 15.9 -383 ~69 -86
1870 7.5 3.2 13.6. 12.3 ~376 ~20 ‘ -34
1971 5.9 6.6 15.3 4.4 -418 5 -91
1972 9.4 © 8.5 18.8 6.5 -385 356 285
1573 11.3 4.9 17.9 25.8 -531 45 783
1974 7.6 2.3 16.3 40,7 568 11090 " 1472

——

SOUREES 5 ~ Cols. (1), (2) and (3) IFS, various issues; col (4) for 1960 ~'66 Newmann, 1974, Table 27 and for

196774 1IFSY from 1967 the base is September 1966: cols (5) and (6) IMF, Balance of Payments Yearbook
various issueq}colz (7) unpublished Fund documents, except 1970 -'72 for which source is B.I.E.S.,
Yol X, No. 2, July 1973.
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In 1962, the government current budget deficit was equivalent to 637
‘of current revenue and to 74% of that year's increase in thé money
supply. By 1966 the deficit was equivalent to'128Z of revenue and 857
‘ of the increase in the inoney supply. The ratio of the chanée in net
claims to gbvernment to the change in the domestic money supply ranged
between 652 and 957 in the four ~ year period (Johnson and Salop, 1979,
p.53) Central government current revenue averased 4.67 of GDP from 1962
to 1966 while expenditure averaged 7.8 (Sundrum, 1973, Table 1.) The
very large military outlays during these years were;not-inclhd?d.in.the
budget so that these formal deficits urderstate the extent ofifhe

imbalance between revenue and expenditure.

Table 2. The government current budget deficit and the money
supply. 1960-1965 (bn old Rp .) and 1966 (bn new Rp.. ) .

(1) (2) (3) (4) (5

Governnent Deficit Money supply
current KA as 7 of (currency plus Z L -
budget cheange revenue demand depo- change . (1). as. % of A (%)
deficit " sits) I L N
1960 ' 10,2 -26 20 47.8 37 79
1961 26.3 158 42 67.0 40 - 137
1962 47,2 79 63 131.1 96 74
1963 167.7 255 97 267.2 104 o123
1964 397.9 137 140 703.1 163 - . 91
1565 . 1602.9 303 173 2572.0 266 86
1966 ©  16.7 943 128 22.2 763 85

§9URQ§£ tdapted from Newmann, 1974, Tables 13:and 29,

1l new Rp ¢ 1,000 old . Hew Rp were introduced in December
1965 (see below p. 14 )

As the rate of inflation increased and price expectations adjusted,
the income velocity of circulation, which had averaged roughly 9% in
the 1958 to 1961 period, increased to over 137 in 1352 and to 25.5%

in 1956 (Sundrum, 1973, Table ﬁ). As a result prices-ﬁegan to rise
faster than the money supply, for example in 1962, 1963, 1965 and 1966
(see Tables 1 and 2).
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IIOOT— Figure 1. Jakarta Cost of Living Index, and Money Supply (currency plus demand
deposits), 1960-1969, annual percentage changes.
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Despite the size of the budget deficits, expenditure as a percentare
of GDP declined from 18,77 in 1961 to 10.67 in 1965, while revenue
declined from 13.37 to 3.2%7 (Sundrum; 1973, Table 1). One reason for
the decline in the government's commend over resources was the performance
of the foreign trade sector upon which it depended lhieavily for tax
revenue. (Up to 607 of current revenue typically emanated from taxes
on imports and exports.) As Table 3 indicates export earnings declined
steadily between 196Q and 1954. A number of factors contributed to the

poor export performance.

From 1958, rubber md petroleum had accounted for about 70% of
Indonesia's export earnings. Rubber was produced both on planations,
which wera; by and large, Dutch~owned up to 1958, and by smallholders.
Estate production declined steadily from 1953 to 1963. The decline
was attributable to ageing of the trees and a reluctance to replant in
a politically uncertain climate (see below). Smallholders production
increased throushout most of the period but the increase was not
sufficient to compensate for both the fall in estate production and
the steady decline in the world price between 12960 and 1965, The
volune of rubber exports increased by 237 between 1960 and 1965 while
earnings declined steadily from $307 m to $222 =an, Export earnings
from petroleum peaked in 1958. Domestic consumption increased its
share of total production of refined petroleum products from 337
in 195% to 587 in 1964 (Thomas and PanglayKim,. 1973, Table IV-0).
Turther, from the point of vieuv of government finance, the gross figures
for export earmings from petroleum and petroleum products overstate the
anount of foreign exchange available to the governnent since they
include foreign exchange used by the foreign companies to purchase
imports and to remit abroad. (Thomas and Panglaykim, (1573, p.85)
estimate that in the 1258-1965 period, at least US $1C0 mn could be
deducted from petroleum export earnings each year to obtain the net
contribution of this product to govermment finance.) While the volume
index of exports showed a 97 increase between 1960 and 1966 the tems

of trade index showed a 247 decline over the same neriod.

fmother factor affecting export rerfcymance was the 9vervaluesd
exchange rate vhich acted as a tax on exports. Detailed estiuates of the
degree of overvaluation are not available. However, ilackie (1971, p.64)

records that the black market rate for the Rupiah was generally
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Table 3. Indonesia : Year to Year Changes in Balance of Payments Magnitudes

196061 to 1969-70 (US $ mn)

i ot

1960-61 1961-62 1962-63 1963-64 196465 1965-66 1966-67 - 1967-68 1968569  1969-70

Experes (£b) -~ 115 - 55 - 55 - 25 . 2 8 57 2 12 178
“Imports (fcb) - 307 319 - . 135 13 -20° 13 -210 - 25  ~164 - - 121
Invisibles ‘ _ o , ) | : .

‘and, Transfers - 20 1% o~ 59 . 10 0 30 - 7 - 45 - 90 - 50
‘;‘:_'T;Tothl Cufrent. T . ” S oo : ‘
Accouat - -4%2 . 7 278 ¢ 210 - 2 - 18 126 - 160 2, -1 - 7
Long-cern S B L : . . D R
capital 175 - 235 2 55 93 = 200 196 - 13 60 42
Basic Balance - 267 . 43 . 23 53 75 - 76 36 19 - 712 49
Foreizn . ' ’ _ . ‘ : _ L
Reserves - - 199 - 12 - 123 =~ 33 : 21 18 -~ 14 5° - 35 . 52

Source: IMF, Balance of Payments Yearsbook, various issues.

Note __ A ninus sign indicates a change that worsens the balance of payments
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in the region of 3007 of the official effective rate until about .1958
and thereafter varied betweer four and twelve times the official rate.
The deterioration of infrastructure and transportation facilities due

to lack of maintenance also contributed to the poor performance as did
the 1ntroduct&rolg orggrgggéve%ytnoretcomplex burgaucratlc procedures
and exchange! The value of 1:§Ott: :?s:?%eiiiggi s%giﬁxlygﬁggm 961

to 1964. In 1965 the foreign exchange constraint was such that imports ..-°
of rice, Indonesia's staple food . were banned.3 Net foreign exchange
réserves were negative from 1963 and the successive halance of payments
deficits were financed by foreign borrowing. By the end of 1565
Indonesia's foreign debt was estimated to be in the region of $2.4 bn

of which 927 was medium and long-term debt., Almost 60Z of the total was

owed to Eastern bloc countries (B.I.E.S., No. 4, June 1966, Table 1).

What were the reasons for the huge budget deficits of the 1360-65
period? Sundrum (1973, pp.74~75) emphasises- the revenue side of the
budpget. He arpues that it was the decline in revenue between 1960 and
1962 (from 13.6% to 4,37 of national income) that precipitated the
expansion in budget deficits as the government, unable to secure sufficient
resources from the public through taxation sought to '"bid them away by
offering higher prices”. Once this strategy was embarked upon it
senerated progressively greater increases in the money supply as in
order to command a higher level of resources the government had to increase
the money supply sufficiently to cover the value of those resources at
the previously prevailing prices plus the increase in their price
resulting from the increase in the money supply. There was also increasing
pressure on the expenditure side of the government budget deriving from
tie rate of population growth in Indonesia (of 2.5% per annum) and the
historical role of the government sector as a major employer. Between
1952 and 1956 Indonesia's population increased from 38.43 mn to
107,23 rm. Toughly 10% of the rapidly growing workforce was employed
in the serwiees sector which included the civil service and the armed
forces. It was estimated that the level of err—staffinglin government
departments and agencies was up to 30% in the mid-1960s8, so that
"government employment, both civil and military ... constituted a
vast systeu of unemployment relief ..." (B.I.E;S., No.4. June 1956, p.28).
The size of the civil service and armed forces resulted ian routine
expenditure on wages and salaries absorbing a large part of government
expenditure, even though in the'hyperinflétibnfyeﬁrs the remuneration

of civil servants lagped far behind the rate of inflation. For example,

3 Between 1960 and 1964 rice imports liad averaged 1,006 metric toms
or 10% to 127 of domestic production.
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in 1965 salaries of civil servants totalled Rp.450 bn equivalent to
497 of povernment revenue (B.I.E.S., No.3,Feb., 1966, p.7).

Another factor was that the nationalisation of Dutch enterprises in
1957 had placed virtually all the large - scale iﬁdus'tri.al enterprises
and half the plantations in the governments' hands. Nationalisation
of British and American companies in 1963, further increased govern-
ment ownership. .Subsidisation of government estates and industries
. increased rapidly. For example, govefnment credits to staté enter-
- prises increased from Rp.10.2 mn in 1960 to Rp.95.8 ma in 1964
(Thomas and Panglay kim, 1973, p.118). While .these economic and
social factors contributed, a further major part of the explanation

resides in the political sphere.

The period frou Indonesian independence (1549) to the adoption of
the Stabilisation and Rehabilitation Prdgtatnmé in October 1966 divides,
in political terms, into two sub-periods., The first, usually referred
to as the "liberal" period, was based on a system of parliamentary
detiocracy presided over by a president with limited faowers. President
Sukamo held this office throughout the perio;l. In 1957, a.political
crisis caused by widespread revolts in the outer islands born“of
dissatisfaction with the concentration of power and resources in Java,
precipitated the imposition of martial law and the ending of parliamentary
democracy. The prevailing political philosophy now became President
Sukarno's concept of ‘‘Guided Democracy" which he described as a mixture
of naticnalism, . Islam and Marxism. The reintroduction in 1959
of the constitution originally drawn up in 1945 ‘but abandoned a"f'ew
years later, bestowed wide-ranging powers on the President. Of the
previously prominent political parties only the Communis t Party (PKI)
retained significant influence. It collaborated with Sukarno. Under
the new political regime the President shared power with the Army.
However, from the beginning there were deep &ivisioné within the army
on the stance it ought to adopt towards S‘uk'arho and the Avnmy was,
by and large, strongly opposed to the PRI, This three ~ way alliance
was therefore an insecure one and depended critically on President
Sukarno's ability to maintain a delicate balance between the interests
of the two opposed factions. 1In economic terms, the seizure by
the state of all Dutch property in Indonesia at the end of 1957
marked the beginning of a much more’ interventionist phase which
lasted up to 1965. | '
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The roots of the hyperinflation of the 1962 to '66 period are
usually traced to the early years of ‘Guided Democracy'. While the
govermnent budget had been in deficit each year from 1952, up to
1957 the delClt was equivalent on average to 157 of revenue. The
rate ofk increase .qf consuner prices was also relatively modest during
Fhese years. The Jakarta cost 6£ living index registered an average
énnual inc.rea_se‘ of 132between 1951 and 1956. In 1257 however . the
géve;:nment‘ deficit was equivalent to 247 of revenue and to 517 the
foilowiﬁg yéar. The rate of inflation increased from 8% in 1956 to
35Z in 1953. Mackie argues that the decision by the goverament in
December 1956 to put aside budgetary restraint in the face of the
politicalrchallenge posed by the regional rebellions represents a more
important turning point in Indonesia‘s economic and political history
than the nationalisation of the Dutch enterprises in December 1957
4_ whi.ch is tyvically vi.'ewed'aa the post-war watershed. Thereafter
deficit financi,ng cane to be used as a ‘political safety value’ allowing
the govemﬁtent fo "sidestep awkward questions aboutlow to make ends meet,
whenever this might have entailed decisions which would have antagonised
elements in the political commmity whose support (was) essential to the
"ragime” (Mackié, 1967, p.20). Two costly military campaigns spearheaded
by President Sukarno and the PKI. and opposed by the Awwy helped to
distract atteni:ion from internal disunity towards united action against
external agents, and in the later years of "Guided Democracy', from the
mounting economc dlsequllxbna. The first was a successful campaign
launched in 1962 agamst the Dutch for West New Guinea.which, as West
Inan, became part of Indones:.a in May 1963. The second was part of the

'policy of confrontatmn with Malaysia which lasted from 1963 to 196G6.
The policy of confrmtanon resulted from the opposition of President
Sukarno and the PKI to the formation of the federation of Malaya, Sarawak,
Sabah and {until 1966) Si;ngapgre, to become the nation of lialaysia.
~Sukarmo and the PKI viewed Malaya and Singapore as tools of British neo-
colonialism and the formation of lMalaysia as part of am "imperialist
plot" to enéiréie Indonesia. These military campaigns, contributed to
th:el economic decline. It is estimated .that during the first half of
the 1960s over one;third vof4 the foreign debt accumulated by Indonesia
was used fof miiitary expenditure. The decision in 1964 to break off
all commercial relations with Singapore and Malaysia as part of the
policy of cmfroﬁtation affected almost ihalf of Indonesia's export
trads. Further, Western donors demonstrated their disappiival by

reducing their aid commitments. Another significant drain on resources
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during this period were the p;estige'projects9 such as national

' monuments, tourist hotels and mosques, which were intended to inspire
national pride and unity and were accorded priority in the government
budget. - These uon*ﬁrbductive investmeﬁts, known as the President7s
Special Projects, were continﬁéd even ﬁhen expénditure on development
projects was being severely curtailed in the later years of the

* ‘hyperinflation.

'There were attempts to reduce the government deficit on several
occasions between 1957 and 1965 but each was ebandoned before the
objective could be reached. Followxng one such attempt in 1959 involving
budget restraint and a monetary purge -~ which invelved reduéing the
value of all Bp.500 and Rp.1,000 denomination bamknotes to 10% of their
face value and "freezing" 90% of bénk'dépoéitsJover Rp.25,000 ~ the
money supply was reduced by one~third and the rate of inflation moderated
in 1959 and 19604.' However a number of factors conspired in late 1961
to provoke a new romd of price increases. These included a'rice
shortage which developed in September 1961 ¢sze to drought; increased
money creation to £fi:ence the military campaign in Hest Irian which
began in early 1962; and speculation brodéﬂglabout b& the downward
trend in the foreign exchange reserves. From 202 of revenue in 1960 the
governuent deficit widened to 427 in 1261 and 637% in 1762; the money
supply almost doubled between 1961 and 1962§‘and‘net“fo:eign”reserves .
declined from US$22% m in 1960 to $117 m in 1962. Tiis marked the
‘heginning ofithe period‘6£ acute diseduilib;ia.

'Theré'was ong major #ttempt to check the inflation during 1963.
 Stabilisation measures adopted at ;hat»tiﬁé‘included budget austerity,
relaxation of the many controlé that had been introduced since 1D. 8,
an ‘emergency programme cf imports madé ﬁbésible by foreign assistante
and a new exchange rate re°1me designed to promnote exports. The
latter was the fourth magor attenpt 31nce 1955 to reform the complex

4 Grenville (1976, p.13) describes the 'monetary reform' as having
been primarily designed to eventralise the finances needed to letich
state enterprises in the hands of the government.
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multiple exchange rate systems. The impact of these reforms - an

867% de\iéluatipﬁ in the basic official exchange i'a.te, elimination of
exi,stin’g' export taxes, reyision of import surcharges and the:introduction
of a new exchange. retent_iqn scheme (under which exporters retained 57

of their export proceeds and a fﬁ:ther _IG"ISZ.was‘ automatically allocated
to them for purchA‘asin’g esgential impo:!;s) - was estimated to be a
depreciation of roﬁghljr 40% in the effective exi)ort rate and a somewhat
larger effective devaluation of the import rate (Kanesa ~ Thasan, 1966,
P.361) . The stabilisation measures were introduced in May 1963.

Assisted by a good rice ha\r_\r'es‘,t in .Apri.llMa_y, the weasures appeared to
be having an inipact. In the three months from June to August, the
Jakarta Cost of L1v1ng Index J.ncreased by 5.8% compared with.a 26.3%
mcrease in the f1ve mom:hs to May (Newmann, 1974, Table 128). However
the escalat:.on of confrontauon with Malaysia in Septgiber 1963 undid

the progress that had been made . The planned reduction in the govern-

" ment budget def:.cu: in 1963 and .u:s elimination in 1964 were not achieved -~
the deficit grew from 637 of revenue in 1962 to 1037 in -1963 .and 1407

in 1964, e new forelgn exchange regulatxons were replaced in 1964 by
another system whose main feature was a new export inducement certificate
‘gchene under which exporters were allowed to retain approximately 207

of ‘their foreign exchange eammgs. B;r the end of 1964 there were three

5 The earlier attempts to remove the exchange rate bias against
exnorters and reduce quantltatlve restrlctlons on 1mports were .in
1955 (when the exchange tax on non-essentfal imports was increased,

a tax imposed on essential imports, .and the effective rate for
exports devalued); 1957 (when exporters were issued with certificates
equal to the full value of their exports which were to be sold in a
free market with:80% of the proceeds being retained by the seller
aiid the remainder going to the government as.a tax); and 1959 (when
the basic official rate of eXchange was devalued). Kanesa -~ Thasan
(1966 p.363) describes the exchange rate system imediately prior

‘to the 1963 reform., There were (1) three different types of exchange
.certificates valid for different types of fore1gn exchange payments
issued against certain. percentage of export earm.ngs (2) @i exchsnge
retention scheme perwitting the exporte;.' to retain a small part of his

- export earnings for use for certain categories of imports; and
(3) differential rates of import surcharges applicable to different
categories of non-essential imports. There wexe, as a result, more
than 15 separate impurt rates in operation".
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effective buying rates and seven effective selling rates (Johnson and
Salop, 1979, p.54).

Thus, the principle cause of the hyperinflation resided in the
government attitude to stabilisation. Throughout the period from
independence to 1965 ianternal political struggles took precedence over
economic policy. During the "liberal” vears (1950-13957) frequent
changes of government (eight cabinets, with diverse views on issues such
as the respective roles of the public and private sectors and the
appropriate stance towards foreign investment, held office) militated
against any sustained, choherent approach to economic policy. During
the yvears of "Guided Democracy” the underlying political instability
continued to determine the course of economic policy. Thomas and ranglayiim

(1973, p.75) sum up the situation thus: '

"The outward stability at the top over the ... years
when "guided democracy" and "guided econouy! gradually
became the state ideology, provided the thin veil hiding
the deep-seated antegonisms between competing groups
centred around the President, the Army and the Commmnist
Party. Until one group Succeeded in uniting the various
diverse elements under one bamner .... it was futile to
expect thaot much could be done in economic affairs”.

The political erisis of 1965-66 paved the way for the introduction
of the Rehabilitation and Stabilisation programme of October 1966.
On the night of September 30, 1955 thiif ™ #as an attempt by the PKI faction
in the " ruling alliance to remove by force the anti-PKI leaders
within the Army. The attempt, from which President Sukarno had failed
to dissociaté himself, failed, and within days the Army had carried out
a successful counter coup. In aa ensuing blocdy civil war the Army and
anti~Communist civilian groups took revenge on the PXI. It had been
the largest communist party outside the Eastern bloc and China wi.th an
estimated three million members and seventeen million members of affiliated
organisations, It was now virtually anniliilated. It is estimated that
between 300,000 and 500,000 people alleged to be members or sympathisers
were I;illed, and tens of thousands arrested. Simultaneously, opposition
to President S‘ukamo,. born of dissatisfaction with his apparently
ambivalent attitude to the attempted left-wing coup, grew. It was
ennunciated in the first instance by student groups and ultimately by
the Army. In March 1966 Sukamo was effectively replaced bjr'a triumvirate
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comprising General Suharto (commander of the Armed Forces) Sultan
Hamengkubuwono IX (the Sultan of Jogjakarata) and Adam Malik. Sukarno
was formally stripped of his remaining powers in February 1967 and

~ General Suharto was appointed acting Fresident. In March 1968,

Subharto was appointed President.

In the six months between the coup attempt and the de facto transfer
of power, the economic situation had continued to deteriorate., Over
this period, the Jakarta Cost of Living Index increased by 5107 while
the money supply grew by 23726. Domestic industrial production stagnated,
as, starved of imported inputs, plants operated at an sstimated 20% to
307 of capacity. An ineffectual series of stabilisation measures was
introduced in November/Deceﬁber 1265. These included ‘a plauned balanced
budget for 1966, abolition of subsidies to public utilities and on
petroleum products, new taxes, wage adjustments, devaluation and a
currency reformz In December Bank Indonesia (the central bank) defaulted

~on letters of credit neld by Japanese exporters (to the value of $2 mn).

In July it was announced that a programme of stabilisation and
‘rehabilitation was to be formulated aimed at controlling inflation
and restoring production. However, the major economic policy measures
vere not announced until October. Between the transfer of power in
March and the 'October ﬁegulations' priority was given to.consolidating
the new political order, ending the confrontation with ifalaysia (which
was accomplished in 2ugust) and add_ressing the debt problem. Repayments
due in 1966 amounted to $530 mn or $100 m more than anticipated foreign

' . exchange earnings in that year (B.I.E.S., No.4, June 1966 p.4). Efforts

to have the debt rescheduled began in May and in July Indonesia's
Western creditors met under the chairmanship of the Hetherlands.:

A second meeting in mid-September to which Indonesia was invited, was

6 Calculated from deta in Newmann 1974, Table 31.

7 The currency teform of December 13 involved replacing old Rupiah
by new ones with 1 new Repiah being equivalent to Rp.1,000 old.
The reason for this "reform” was reputed to be the inability of
the printing press to gz2al with the announced increases in civil
service and armed forces salaries and the payment of honuses for
the Lebaran holiday in late January. '"'The decision to introduce
the new Rupiah ... made it possible to put into circulation large
stocks of Bp.50 and 100 notes printed in 1960 that had been over-
taken by the inflation and never used” (B.1.E.S,, No.4, 1966,
p.7.
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attended by delegations from Japan, United States, West Germany,
Frénce, Netherlands, Italy, the United K mgdom and Australia, as
well as by.officidls from the IMF and observers from New Zealand,
‘Canada gnd Switzerland. Agreement in"pfiﬁ‘cﬁﬂe vias reached on a

_ moratorium and réscheduling but it Wwas dec:.ded to postpone drawing
up a timetable until the next meeting in December, in Par1s. In
October 1966 the Soviet government agreed to a moratorium on debts
vatil 1969, Bxlateral reschedulmg agreemdnts were subsequently
negotzated with most of the other commmst creditor countries under
which repayment was deferred wntil 1970. In the meantme ‘emergency
relief of $119'im for 1966 had been obtained'. -~ . e’

During this period Indonesia was not formally a member of the

MP. It had Jolned tae Fund in 17 54 and had had Stand-~-by Arrangements
in 1961 and 1963, The latter was in support of the 1963 stabilisation
programmé but was cancelled when the begmm.ng of the policy of
confrontat:.on with Malaysia rendered attainment of the fiscal targets
"hlmuoss:.ble. Indonesia withdrew from the United Nations - and as a
consequence from the Fund and the World Bank - in August 1965 m protest
at Halajsxa 8 being admitted to membership. In June 1966 a Fund
mss:.on visited Jakarta to discuss re~entry and Indonesia officially
applled for membership in July. The Executive Board egreed terms and

" ¢ondi tions for re-entry at the Septerber 1966 Annual General Heeting
and Indonesia formally rejoined the Fund in February 1967. From
August/September 1966 however, Fund personnel were assisting in the
preparation of the stabilisation programme (Tomasson, 1970; p.47),

and at the Septembe: meeting of Indonesia‘’s creditors the Fund was

asked to prejpare forecasts of balance of payments magnitude which

would assist the Western creditor countries in organising re-scheduling. .
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II - Thg\Rehabilitation and Stabilisation Piqgfamme 1966—1219

At the‘Septegbe§;1966 meeting of the Western creditor countries,
the Indonesian d&tﬁbritiea outlined the programme of ‘‘rehabilitation
and stabilisation” which they proposed to pursue. Its four inters&elated

objectives were:

"(a) by rendering a more proper role to market forces, (to)
create a wider and equal opportunity for part1c1pat10n
.in the development of our economy:by all creative efforts,
state and private, domestic and foreign alike; :

(b) the achievement of a balanced State Budget:

(¢) pursuance of a rigid yet well-directed credit policy
of the banking system;

(d) establishment of a proper link between the domestic
~and. the international economy through a realistic
exchange rate, and thus creating stimuli to reverse
the downward trend of thelalance of payments''/

As its title suggested the progrémme had two eleménts and the’
schedule (announced the previous month) had explained the exder in
which they were to be pursued. The programme was to have two phases:
The first phase, “rehabilitation" would begin with a périqd of
“:ésuscitation", lasting from July to December 1966, during which the
government would try to ensure an adequate sdpply of essential commodities.
This»referred in particular to the so-called nine basic'commodifieav~
rice, sugar, salt, kerosene, textiles, rough‘baﬁik, coconut oil, salted
fish and soap. Between January and July 1967 the emphésis would be on
improving productivity and increasing the supply of essential commodities.
Phase two, 'stabilisation' would last from July 1967 to July 1968 at
which time the emphasis would switch from stabilisation to development.
The September. announcerint revealed that the rehabilitation programme
would be primarily concerned with four sectors : food, infrastructure,
exports and clothing. With hindsight, and employing a yardstick more
fashionable now than in: the late 1960s,-a striking feature of the
Indonesian programme is the emphasis on supply side measures and
structural adjustment, The twin poals of the programme - controlling
inflation and restoring production — were pursued in teandem with

adjustmentsbeing made whenever it appeared that the desired balance

7 Press Statement quoted in B.I.E.S. No.5, October 1966, p.4.
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between the two elements had been lost.

The extensive changes in the rules governing foreign trade embodied
in the 'October 3 Regulations' marked the begianing of . the rehabilitation
and stabilisation programme, while the unification.of the exchange
rate in April 1970 can be viewed as markingits completion. Below,
we consider the thrust of fiscal and credit policy, as well as the
financial and exchange rate reforms introduced, during the intervening

three and a half yaars.:

Fiscal policy:

Since budget deficits had been the principal cause of the hyper-
inflation, their elimination was a prime target of the stabilisation
programme. The budget adopted for 1967 showed total revenue and
expenditure balanced at Rp,;.81.3 bn. While the realised rever ..
and expenditure figures reveal a small deficit (of Rp}v 2,7 bn)
equivalent to 37 of revenue, this was a remarkable contrast to the
1966 outturn which recorded a -deficit (of Rp): 16.7 bn) equivalent
to 1287 of revenue. How was this turnabout achieved?

The expenditure side of the 1967 budget reflected the adopﬁtio’n
of a programme of “severe austerity’ and strict control over spending.
. Current expenditure accounted for 31Z of the realised total and of
this salaries of government employees alone accounted for 45%. The
development budget accounted for 137 of total expenditure and within
it priority was given to rehabilitating existing productive capacity
rather than to launching new projects. Expénditure was concentrated
in the four sectors identified as priorities for the rehabilitation
programme. Most of President Sukarno's “special projects’ were
abandoned and the ending of the war with Malaysia presaged a
reduction in military expenditure. Control over government expenditure
was tightened in a number of ways. R33ponsibilit9 for the budget
was returned to the Ministry of Finance, all govermnment expenditures
were to be recorded in- one budget; no supplementary or special
budgets were allowed; and budgetary allocations were made on a

quarterly basis.
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In nominal terms revenue increased more ‘than six~fold between 1966
e LB P T 2 oo OF Teeipee: gnd wpendi s
This improvement was due to a number of factors/ During thé’years of
hyperinflation the efficiency of the taxation system had deteriorated.
Efforts to improve tax collection had begun in mid-~1966., Thé results
for 1967 were better than anticipated in the budget. Realised income
tax receipts were more than double the budgeted level while corporation
tax realised 154% of the sum anticipated in the budget. ' Tax reforms
and changes in the exchange rate used for determining the local currency
value of imports on which customs duty was levied also had a positive
impact on government revenue. The import valuation rate was raised
frem Rp. 10 per US § in October 1966, to Rp, 90 in March 1967 and
again to Rp..130 in July 1967. The contribution of direct taxes to
government revenue continued to be relatively small, in 1967 only 19.83
of total revenue derived from this area. Similarly, dependence on
taxes raised in the foreigﬁ'trade sector coatinued to be very high
with 40.6% of total revenue coﬁing f?om excises, import duties and

export taxes.

A major factor in balancing the 1567 budget was the inclusion of
part of the foreign assistance obtained in that year in current
budget revenue. In.Februafy 1967, Indonesia's Westem creditors, now
known as the Inter—governmental Group on Indonesia (IGGI),. agreed to
assist with the rehabilitation programme. Fund estimates had indicated
a likely balance of payments deficit of $200 m in 1967, The.IGCI
accépted that this was the 1e§e1 of credits required in 1967 and it was
expected that biléferal negotiations with individual 16GI members would
result in loans and.gfants,to this level becoming available early in
1967, (Immediately after the February 1967 meeting, the United States
pledged itself to provide one-third of the total assistance made
available and Japan subsequently matched this offer) In the event
comnmi tments in 1967 amounted to $173 m, .  The Indonesians proposed that
all the aid committed for 1957 should be made. available through the
BE (Bonus Eksﬁqr) market. This was a free market in export certificates
and as part of the move towards decontrolling trade and payments
various ste?s were taken over the life of the programme to enlarge
the cbverage of this market. Under the BE system (which is discussed
in more detail‘Below) exporﬁers exciianged their eamings for a
combination of BE certificates, and Tupiah converted at the official

rate., The BE certificates could be sold in the open market eand used
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to purchase imports from the BE list of essential commodities and

raw materials. As part of the October Regulations, it was snnounced
that Bank Indonesia would create BE certificates against foreign aid
fundé and sell them on the open market. (It also began to sell some

of the foreign exchange which exporters were obliged to sell to it,

The difference between the Rp. .10 to the § rate at which the authorities
purchased the foreign exchange and the rate at which they sold it
contributed significantly to government revenue in 1967 accounting

for 127 of the total.) This procedure they argued; would assist in

, 'iv.ncreasing the supply of essential imports as well as contributing to
government revenue., The IGGI donors initially resisted this use of aid
funds since it would reduce the scope for aid typing. Although the
Indcnesiaﬁs proposed that the certificates be issued for use in a
specified country, i.e. the donor country, the importers' freedom to
burchase zny item on the BE list and the preponderance of consumer
goods on that list restricted the opportunity for directing the
expenditure of the aid funds into particular sectors? Posthumus (1271)
argues that two factors explain the acquiescence of the donors to

this use of aid. These were ‘'the strong support of the Indonesian
policies, {ccluding the specific proposals regarding the forms of aid,
by the IMF rqp;esentgtives_... (and) the fact that the Netherlands had
already after intemnsive bilateral discussions with Indonesia, accepted
the BE mechanism as the channel through which both its 1966 aid as
well as its 1967 aid to Indonesia should be introduced into the
Indonesian economy” (p.21). In the event sale of credit BE accounted
for 297 of realised budget receipts in 1967. It can be viewed as
having finanéed the entire development budget plus 107 of the current

budget.

Thds:'relyiﬁg heavily on foreign assistance the authorities almost
balanced the'government budget in 1967. However, the official deficit,
of Rp.2.7 bn, appears to understate the level of government borrowing
in 1967. This conclusion is suggested by the fact that of the total
increase in domestic credit of Rp.33 bn in 1967, Rp.8.3 bn went to the
government (See Table 4). Amdt, (1962, pp.2~5) quoting much larger
figures for government borrowing than those implied by the discrepancy

between the fiscal deficit and the increased claims on the government,

8 The arguments put forward by the donors are more fully discussed
in Posthumus,1971, pp.19-21.
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that is Bp.13.6 bn by the central government and a further Rp.4.4 bn
by the state emterprises, supgests that the impliéd Extrawbudgetary
expenditure subsidised the activities of govermnment ageéncies such as
the rice procurement agency (BULOG):, the fertiliser distribution
agency (PM Pictani) and the sugar producer (PN Gulaj; Fu:ther; an
wpublished 1968 Fund report refers to extra;Budgétary expendi ture
of Pp.14.4 bn, Rp.13.4 bn of which was spent on rice'procﬁrémént.
Nevertheless, the virtual balance achieved in thé‘formal budge? in
1967, coming as it did after fifteen years of progressively larger

deficits, confirmed the government's commitment to economic stabilisation.

During 1967 the rate of inflation moderated significantly. The
December -to December increase in 1966 had been 635%. In 1967 it was
reduced to 1127 (see Table 5). However, the target had been a iate
of price increase in 1967 equivalent roughly to one-tenth cf the
previous year's rate. This target appeared to bé attaxnable up to the
final quarter of 1957. The quarterly rate of price increase had
fallen from 32% in the first quarter to 107 in the second. In the
third quarter it rose to 127 and in the final quarter to 312,_ A number
of factors combined to produce this accelération. &héy included a

"rice crisis" precipitated by a peur secondary harvest in September
coincident with a world shortage: foreign exchange sEa&city; depreciatian
of the Rupiah and rapid monetary expansion‘durihg'1967'(See below p. 24 ).

The acceleration in the rate of inflation in late 1967 necessitated
substantial upward revision in the estimates of government eipéﬁditure
for 1968, The original budget estimates had assumed an inflation rate
of 657 in 1967 and 30% in 1946& (B.I.E.S., ¥o0.9, p.13). The revised
budget showed revenue and exprenditure some 30? higher than the original.
With a view to increasing government revenue the rate for sales of
foreign exchange was raised in January 1962 from. Rp. 140 to- Rp&:ﬁp'per Us. $.
~ The valuation rate for import duties was raised from 8p.130 to Rp. 240 pei '
US $ in January and to Pp.275 in June. Also, in April, the prices
of petroleum products, electricity and public transport were raised.

The "rice crisis” of late 1967 strengthened the suthorities in
their view that increasing the supply of the nine "essential commodities"
was vital to the success of the mti-inflation programme. In particular,
ensuring an adequate supply of rice at stable prices became the priority

for 1968, This was to be achieved by increasing domestic production,
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importing larger quantities and improving the system for distributing
rice within Indonesia. In 1967 a new official rice procurement agency
(BULOG) had been »éhargedwith procuring and distributing the rice
required for‘paymants in kind to the civil and military services and
with intervening in the market in order to stabilise the price of rice.
When the rice shortage developed in the last quarter of 1967 BULOG
held inadequate stocks to perform this second function. As a result,
provisioﬁ was made for it to import 600,000 tons of rice in 1968
compared to the 270,000 it had imported the previous year. By mid—1968
it became clear that purchases on this scale could not be financed
within the revised budget estimates. Given the symbolic importance
attached to formally balanced budgets it was decided to remove BULOG's
operations from the budget and to finance them dirééily fiom Bank
Indonesia credit. ' '

The formal budget for 1068 was then balanced in line with the
revised plan, Once again, 817 of total expenditure was on the current
budget which was entirely financed from domestic resources. The
development budget was financed by foreign aésistance and wifhin it
priority was accorded to financing production of textiles and shgars
and purchases of fertiliser and pesticides. The contribution of direct
taxes to -total revenue increased from 19.8Z in 1967 to 27.57 but
dependence on revenue derived from taxes on foreign trade remained at
roughly the same level as in the previoﬁs yvear (32.2% in 1963 compared
with 40.67 in 1967). Foreign assistance provided 19.2% of total
revenue while the proportion of total expenditure pre~empted by
government salaries continued to decline (to 37.2% fromvész the previous
year). The December to December incrzase in the Jakarta Cost of Living

Index was 857.

In 1969 a new fiscal year, running from April 1 to March 30 was
adopted.g A budget covering the transitional period from Deéember
31, 1963 to.March 30, 1969, showed & smell surplus of Rp. 143 m.
The budget for 1969/70 showed a small surplus of "“Rg.91 @n. A surplus
of Rp 27.2 bn on the routine budget added to aid funds of Rp 91.1 hu of
financed the development budget. TRoutine expenditure was 457 higher
in nominal tewms them in calandar year 1968 while development

’

9 This coincided with the rice crop year and was, therefore better
adopted to the seasonal pattern of receipts and expenditure.
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expenditure was 2327 higher. Once again, foreigh 'assistapée accounted
for one- fifth (19.6%) of total receipts, direct taxes for abmit»
one~quarter (27.3%). Taxes raised in the foreign trade sector
reduced their contribution to 33.8% (from 39.3% in 1968). Expenditure
on personnel declined further to 27.8% of total eipen;iitt;re (from
37.7%Z in 1968.) Revenue 28 = percentage of GDP had remained at around
107 in 1968 and 1969 ad increased to 13.27 in 1970,wh11e expendlture
continued at approximately 117 (Sundrum, 1973, Table 1).

Credit Policy and Pinancizl Reform:

C.reditlﬁbiicy had a dual objective ~ restraining overall credit

expans:.on wiile. .extending credit to increase suppliees of essential
comnodities via imports and increased domestic production.: -Success
was contingent in the first instance on fiscal policy and rapid
reduction of the fiscel deficit. As Table 4 illustrates, in 1966, of
the Rp. 18.4 bn .i.ncrease in domestic credit, 687% had gome to:the
government. In 1967 the government share ia the increment fell to
25% and the followmg year to 5%. In 1969 there was g slight

decline m the absolute level of claims on. the government while in
1970 1less than 5% of the mcrement in domestic credit went to the
central government, (Claims on offlcial entities however accounted for
2 substantial part - in the region of 30: to 40% - of the increase in
domestic credit in both 1963 and 1969). '

Steps towards :éstricting overall credit expansion had been taken
in May 1966 with a prohibition on overdrafts and new investment
 credits. The October Regulations added further restrictions including
directives that import credits were to be extended only in special
cases; export credits were to be strictly controlled; state enterprises
were not to be afforded preferential treatment and the legal minimum
reserve rqiiuirément of 307 was to be:.strictly enforced for all banks.
Interest rates on loans from State commercial banks were now raised
more than three fold to 6 to 57 per month from 25 to 50% per annum.
"The new rates were still less than one~third of the prevailing fcurb
rates " repo‘i'ted to be in the region of 20-30% per mouth (Gremville,
1976) . "f‘he restrictive credit policy introduced in October 1966 was
relaxed in April 1967. The monthly increase in the cost of living

10 The new rates varied according to the nature of the activity; for
food production and industry it was 6% per month; for export production
and transport 7.5%Z; and for financing the dlstnbutlon of basic
commodities, 97%.
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Table 4 - Indonesia : Monetary Survey, 1966-1974, ab_soiuté annual changes in bns o€ § ll_upig_x_x_s"

ASSETS

Net Foreign Assets

Domestic Credit

- of wt;ich:
Claims on government
Claims on official entities

Claims on private sector

LIABILITIES
HMoney Supply
- Quasi Money

Cther items (net)

1969

1973 1974

1966 1967 1968. 1970 1971 1872
-0.3 2.7 44.6 ~4,5° -4.3 -8.8 206.4 74.4 - 365.7
18.4  33.0  100.1 118.1  139.5  129.8 3.8  36.9° 387.9
(12.5) (8.3 (5.4 (1.7 (6.5 (141 (-53.1) (~24.5)(-121.1)
(00 (7o (37.3) (36.0) (-10.3) (10.5) ( 2I.6) ( 37.1} ( 79.3)
(5.9) (26.7) (57.4) (83.9) (143.3) (105.2) (195.3) (356.4).(429.7)
19.6 ©29.3 647 . 67.2 . 66.8  69.0  154.8  197.0 271.4
.2 2.1 9.8  37.7 30.2 68.4 2.9 - 109.5: 204.9
-1.8 4.3 70.0 8.7 38.3  -17.1 132.5

137.5 . 277.1

SOURCE: IFS Yearbook, 1980.
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had fallen to 47 in ilarch (compared with 307 in March of 1966). Given
this improvement and in response to complaints from the business
community that it was facing a liquidity crisis, interest rates were
lowered to 4~77% per month. In July, they vere fuf;her lowered to 3-5%

per month.11

Domestic credit increased from Rp 362 bn at the end 0%41966 to
Rp 69.2 bn by the end of 1967 (' a 91.2% increasé); vhile the money
supply increased by 1327 (see Table 5). The expansion was paréicularly
narkec in the last quarter of 19567. The rate of growth of domestic
credit increased from 13.5% in the third quarter to 50.3% in the
fourth quarter, while the rate of growth of the money supply incfeased
from 20.47 to 327. Some progress was recorded in redirecting credit
towards the private sector: it grew by 3537%. Comprehensive data on
credit utilisation in 1967 are not available. However, Hevmann (1274)
estimated that between the last quarter of 1966 and the last quarter
of 1267 roughly ome-half of the total credit extended was Bank Indonesia
credit and that of this, 407 went to agriculture, which had been

identified as the priority sector.

Table 5 Indonesia: Consumer Prices the lioney Supply and Domestic

Credit, 1966-1977 (annual percentage changes)

Jakarta Cost
Iiving Index

December . Money Supply Domestic

Yearly to December g (12) Credit
1966 1044,7 635 753.8 103.4
1967 171.0 112 132.0 91.2
1968 123.0 2 125 .6 144 .6
1969 15.9 10 57.8 63.7
1970 12.3 9 36.4 48.5
1971 h.b 23.6 30.4
1572 6.5 P 48.5 29.4
1973 25,3 ces 41.6 51.2
1974 40.7 eee 450.4 35.6

Source: IFS,Various Issues and Unpublistied Remd documents.

11 Some credits for agriculturel production and industrial
reiabilitation were made available at rates of 1 to 1{% in June.
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The money supply (Pa) increased by a further 125.67 in 1952 while
domestic credit expanded by 144.6%. With a December to Decemwber
increase in the cost of living index of 857 in 1962 domestic credit
expanded considerably in real terms. This trend continued in 1962 and
1970 with domestic credit incrcasing by 69.77 and 48.57 in these years
while the cost of living index increased by 107 and 97 rxeapectively
(see Table 5). The prohibition on credits of more than one year was
removed with the introduction of a new medium-term investment credit

scheme (providing credit for up to five years) in April 1969.

The authorities' control over the supply of credit from the commercial
banks was 1’.mperfe(:t:.12 Howewver, the private banks accounted for only
about :20% of bank credit while Bank Indonesia and the state banks which
vere more or less under its control, provided (07. Further, since
the commercial banks were "by and large in an overloaned position",
(Ismael 1930) this. lack of effective control did not jeopardise

the stabilisation programme.

Turning to the demand for money, it is evident from Table 6 that
as the rate oi:" inflation declined,the income velocity of circulation
also declined and the index of real cash balances increased. The
downwrard trend in income velocity was particularly marked from 1968
with the largest reduction - £rom 24,1 to 17.56 - occurring between
19632 and 1969.13 The index of real cash balances increased from 66 to

91 (1565 = 100) between these yrem:s.14 From 1962 restored confidence

12 A banking crisis in August 1967 illustrated the weakness of control
over the cormercial banks. Twenty-tiro private banks were found to
have ignored the minimum rescrve requirements. They were suspended
by Bank Indonesis and some of them were barred from resuming bamnking
onerations.

13 Sundrum (1973) contends that from 1269 the decline in the velocity of
circulation was due less to re-—establishment of confidente in the
Rupiah then to 'real' factors such as increasing monetisation and
structural caange resulting in the modern sector becoming relatively
more important,

14 As early as 1967 there was evidence of increasing confidence in
tiie Rupiah as the rate of price increase moderated. However, the
deterioration in the last qjuarter of 1967 undid this. 2An
unpublished Fund documeantsrecords aa increase in the index of
real cash balances from 32 in February 1957 to 45 in August (196C = 100)
followed by a decline to 37 by end-November.
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'Table 6 i Iidex of Real Cash Balances and Income' Velocity of Circulation 1966-197L

R ¢V 2 @ (2 - (. 3. ...
- Consumer- Price . Money Supply| - . Index of Real - Income Velocity
‘.~ Index Z increase : Fadéx-;: ;1 Z increase |  Cash Balances of circulation
(1965 500) ' (1965= 100} | (1965=100)
1966 " | 3 1086 985.7 861 . 761. % 25.5 -
1967 2942 - 496.9 1993 131 68 - . 23.0
1968 | . 6714 128,2 4407 121 66 R TSN
1969 7786 15.9 7064 60 91 17.6
1970 8743 12.3 9343 32 107 15,2
1971 9129 bt 12114 30 : 131 12.8

Source: Col. ~(1) and (2) calctlated from

IFS Supplemest’3J?2. Col=3, Sundrum 1973.
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in the Rupiah and the consequent change in liquidity preference made
the much reducéd inflation rates compatible with very much larger
increases in the money supply (see Table 6).

Final@;;iai reforms introduced during 1968 appear to have been very
succes:li.ful in stimulating the demand.for money, ‘'The most.notable of
these was the introduction. of time deposits offering positive rates
of interest of, initially, 67 per month for. twelve month deposits.
The scheme was introduced in October 1968 and for the next eighteen
months Bank In;l;:nesia subsidised the interest payments. As inflation
moderated the rate of interest was lowered, in stages and by January
1970 it was Z,leef month on twelve month -deposits. As Table 7 illustrates
the schemg,:waé very successful in attracting funds to the banks.

Between 1968 and 1969 the share of time deposits in the money supply (M2)

increased from-9.6% to 22,17,

o

Table 7. The Compoments of the Money Supply 19€5 to 1970, Rups. bn and % shares

b . e e et e e e = e e e e e e
: 1265 1966 ! 1967 1968 1969 I 1970
N : P ‘ f
_— T T VI AR -
;" S 2,66 22.55 53.67 125.74 233.9 . 321.07
(Rups.bn) o

ey P PO S ..{}_ - — .! - F ~~~~~~ —— W -
| Rups.bni| 7 'Rups.bni 'Z ?ups.bn - % [Pups.bn| 7 Rups.bn| % [Rups.bn| %
e SO DRSS PNV SUNE SRR S ———
"of which . ’ ‘ ‘
currency 1,81 | 63.0} 14.36 163.7 34__.0..) 63.4 74.5 59.21] 114.25 48.8 1152.79 | 47.6
 denand 77 | 28. | 7.5 |34.5 of
?;deposits . . .8 4 B 17}.37 32.4 39.21131.2} 6€8.0 { 29.1 , 83.27 {27.5
oy ’
*time f ‘ ,
(deposits| .08 | 3.00 34| 15| 2.25| 4.2} 12.03 9.6| s1.61] 22.1 - so.c1 24.9!
- e ek st e ...z'-_,-_.‘ T .. N, ".-..i - e o e ke - e — .,_-._:.‘-» 2 i f !
«Source: IFS Supplement 1972
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The structure of the banking system was also being reformed over
these years as part of the general policy of " decontrolling’ the
economy. The Banking Act of 1967 dissclved the 1965 merger of Bamnk
Indonesia and the state commercial banks as a prelude to re—-establisiiing
Bank Tndonesia as a genuine central bank divested of its commercial
banking operations.15 Data in Grenville (1976) sugpests that ovér the
neriod 1960 to 1263 Bank Indonesia was providing on average roughly
one~third of total bank credit to tie privéte sector. This declined
to 97 in 1969. The State commercial bankﬂ'on tne other hand. who up
to 1965 had provided on average 47 of credit to the private sector.
provided about two-thirds of the ﬁotal in the 1965 to 1270 period.

The responsiveness of the public to the hich interest time deposits
scheme greatly faciliatated the expansion in ‘the role of fhe |

comnercial banks.

Exchange and Trade Reforms:

A central element in the policy of ‘decontrol’ was dismantling in
stages'thg cdmplex multinle exchange rate system and removing controls
on foreign trade. lajor steps towards these ends were taken in the

Reprulations issued in October 19€5.

Prior to Gctober 1266, it was nandatory for exporters to exchange
at the official Foreign Exchange Fund the product of the volume of
their exports and the ‘check nrice’ for the product exﬂorted set by
the Department of Trade in foreign currency. Depending on which of
three categories the excorts fell into - traditional exports (e.g.
rubber) , primary éxports with less established markets (e.s. coffee) .
or non~traditional exports (e.g. handicrafts) ~ the exporter received
either 20%Z, 607 or 1007 of the foreign exchange proceeds in the form
of 3.1, (Bonus Eksnor) certificates, and the remainder in Rupiah
converted at the very unfavourable official rate of Rp -~ 10 to tue
U3 $. The certificates could be used by the exporter to purchase
itports on the B.E. list or sold on the open market. Any difference
between the official "check price” and the price actually obtained by

the exporter could be retained. This was known as the "over price” or

15 In addition to the Central Bank Act, an Act allowing foreign banks
to operate in Jakarta was also passed during 19638.
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DY (Devisa Palenckap). There were five categories of imports :

1 essentials such as rice and pharmaceuticals
II  rar materials etc. used in foreien exchange earning
activities;
. III rav materials etc. used in production for doemstic
consumption:

IV other;

v prohibited.

Itens fron categories I, I1 and IIi; ag well as some from v éould be
bought with dollars obtained from the Fofeign Exchange Fund at the BE
rate. All items in the first four categories could be financed with

DP ngking it somewhat more attractive than BE.

The October 1956 Regulations nade changes in the export and import
regimes, With a view to prortnoting'exportsD the Regulations recduced
thé proportion of foreign-exchange earnings which exporters had to
sell to the Toreisn Exchange Fund from 807 to 407 for Category I items
and 407 to 15% for Category II. Catepory III continued to be exempt.
However, exporters had to sell 107 of earuihgs to regidnallﬁuthorities
(at the Bp.l0 to the US$ rate) who could use this to buy imports or
sell it on tlie omen market. Bank Indonesia now began to sell foreign
exchange from the Foreign Exchange Fund at a rate that closely followed
the free market (BE) rate. In additioﬁ, 28 mentioned above. Bank
Indonesia beganLCO sell foreigen credits through the BE system, again
at a rate determined by the government but following closely the BE
rate. Import regulations were liberalised and a 2007 surtax on imports
was avolished. However, with a viev to raising govemment revenue, the
exchange rate used for determining the local currency value of impofts
on which customs duty was livied was raised from .Bp. 10 per US$ to
Rp. 75 per USy.and 50% of import duties had to bé paid in advance. This
latter requirement was removed in liarch 1967 but tue import valuation rate
was raised from Rp. .75 to Rp. 90 per US§. | |

Thus, followiny: the October 13266 lepulations there were four
principal exchange rates. the Ekport BE; market~determined rate; the
credit BE officially determined rate: the DP market—determnined rate;

and the officially determined rate applied to the ﬁandatory sales by
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expaters to the Foreien Exchange Fund and the re-ional authorities,
'essential' sove:mment imports. snd the foreifrm exchange transactions

of foreign oil companies. The Export BE rtate was by far the most important
of the four typicadly covering about 707 of foreign exchange trans-
actions. A flexible exchange rate policy was adopted with Bank Indonesia
intervention in the market bein; limited .to smoothing eut temporary

fluctuations.

Import and export regulations were altered again in July 1967. 7The
three-way export classification was replaced by two groupings: In
the case of Group A (formerly Category I) the Central Government: would
receive 15" of the export earmngs in the form of a dlrect "ax, ather
than as a sale of forelgn exchange in the case of Group 3 (formerly _
Categones 11 and IIT) tho Central Government would cease to rece:.ve
any of the »roceeds. In the case of both groups the Regional ‘Government
continued to receive 107 of the proceeds. +The July regulations were-
precipitated by tae widening of the disparity between official check . .
prices and the actﬁal prices being obtainéd by exporters. This difference,
the overprice, had been alloved to grow sué’:x that an unacceptaply
large proportion of foreign éxchgnge receipts was bein‘g, sold on the
DP market with a conSéquent loss of revenue to the government.
Under the July reg,u.latibns vc‘de'ck prices continued in gx_istence becomi:_xg,
the basis on which tax dﬁe to the Central Sovernment in respect of .
Group A products was calculated. Tae check prices were hovever sipni-
ficantly increascd. 1In the case of Group B products they were abolished.
With a view to btmmlatmp don: es tic production import dutlf*s on some .
finished goods were increased vhile duties on raw mate::.alo.we.re lowered
and sales taxes on ‘éozie domestically prod,uced.,‘ import—competing manu-
factures were reduced or abolished. ' InAview of its imp‘ortancg to the
achievenent of a Baléncéd budget in 1967 steps were taken to promote.
the sale of foreigh assistmce'BE credits. For example, the BE Tist
was widened to include capiﬁal »00ds ‘spare parts and essentia.l foodstuffs;
credit BF became avallable froa a11 foreigzn excvanne banks downpay~—
ments on openmo 1etters of credit were reduced From 100%Z to 50% in the
case of consurption goods and 10CH to 257 for other imports. The
import valuatmn rate was again raised, from Rp 90 to Rp  :130 per
US§. The exmange rate syeteu was further simplified with the abolition

16 It was estimated that by July 277 offoreign exchange earnings were
going into the DT market, see J.I.U.S. No.8, October 12567.
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of the Rp 10 to the US3 rate.17

Table 3 Principal Exchange Rates 1966 Quarter IV
- to 1570 Quarter II (quarterly averqges of montk-end
- figures)  Rp. per US$.

—4-

~ BE DP Trade Weishted Real
e Credl Exchange Rate Jen,1968
xport redit = 10C (average of monthly
P firures)
1967 (1) 102 88 118 2ot
(1I1) 139 “132 149 .o
- (III) | 143 - 131 165 N
() 136 137 203 .
1968 (1) 264 238 295 97.9
(i1) k3?6 ; 271 333 83.5
(x11) I Vi 416 L 92.4
(1v) 326 432 " 93,7
1969 (I) 326 382 97.1
(II) 326 380 93.4
(11II) 326 379 ? - 95.0
) I
| T 326 378 7.3
i L
1970 (1) | 326 | 378 ! 104.8
(11) B b/ L |
i
: |
SOURCES: B.I,E,S.; various issues, Neuganp 1974, aBleé R, K1 and -

K-2, and UNCTAD unpubllshed figures .

.y

17 From Decdember 1966 ﬁovernment 1moorts had been valued at the full
rate and the imorts of state enterprises were also valued at
this rate after llarch 1967.
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The Export BE rate depreciated rapidly during the "rice crisis" of
the last guarter of 1967 and the first quarter of 1962 despite Bank
Indonesia intervention in January {sz2e Table 8).. In llay 1968, in an
effort to halt speculation; regulations were iﬁtroduced.requiring
exporters to sell BE immediately to foreign exchanpe banks who were
required to offer it for immediate sale. Up to llay BE certificates
had been vélid for three months and frca May for three weeks,. :At the
same time the distinction between Export BE and Credit BE was abolished
with the rates being unified at Rp. 312 to the §. In view of the
continuing foreirn exchange shortaze further regulations ﬁere introduced
during June and July 1968 designed to alter the pattem of imports by
discouragin; less essential items; and promote the use of foreign .
.credits. The distribution of the 1958 aid inflow over the year was
very uneven with relatively little becoming available in the first half
of the year. Japamese:credits became available in July and relieved the
foreien exchance shortagze to some extent. The BE rate depreciated
slightly in the third quarter of 1958 before stabilising at Rp, 326
to the §. The DP rate continued to fluctuate until the second quarter
of 1969, There..':r .it stalilised at Rp. 278 per $, the rate at which
BE and DP were unified in April 1970.:%

In addition to the exchangce and trade reforms mentioned above other
steps towards decontrol included the abolition of special treatmént for
public enterprises in the provision of crelit, reduction of subsidies
to state enterprises and the promulgation of a new Foreign Investment
Lawv in December 1966. The latter provided for tax holidays, the rights

to transfer profits and compensation in the event of nationalisation.

How successful were these p011c1es in achieving the aims of the
stabilisation and rehabilitation prooramme? Below we Yook at their
impact on inflation, the balance of payments, growth, income distribution

and structural adjustment.

18 The ptevious BE rate of Rp.326 per $ was maintained for aid funds
as an incentive to theit sreater utilisation until December 1970.
In August 1971 the basic exchange rate was altered to Rp.415 per US
$ and therefore remained unchanged until 1978. ,
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III - The Impact of the Stabilisation and Rehabilitation lleasures

Inflation

Gu1t1an (1981) has suggested three poséible standards for assessing
‘the sucess of Fund~uupporte_ stabilisation provrammes. ‘They are first,
a positive standard whlgh meesures perfqrmance oy comparing the results
achieved under adjﬁstment programmes to the situation that prevailed
before the poiiéy neasures were introduced. This he calls measurlno
"shat it is" against ‘what it was”, or for brevity the "“is/was" criterion.
The second of Guitian's measures is norﬁative and compares actual results
achieved under prograumes to thé'ta;gets spécified in those programmes,
that is, Wﬂnat 1s " with "what should be" (the is/ought criterion).
The third measure is con;ectural, comparlng actual performance to the
probable outcome in the absence of a programme, that is a comparison of
"what is" with ''what would have been'. low does the Indonesian anti-

inflation programme score on these three criteria?

On the "is/was" criterion the inflation record is impressive. Over |
the life of the stabilisation programze the annual average rate of
inflation declined from 1045% in 1966 to 122 in 1970 and continued to
decline until 1973. Comparing outcomes to targets (the "is/ought"
criterion) the record is less good. ‘However, Guitian has urged the
necessity of distinguishing between térgets and forecasts, pointing out
that targets are often formultated with a view o influencing, via
expectations, the actual outcomé. fhey may therefore, be set intentionally
at unrealistic levels. Thls/certalnlj likely to have been the case
in Indonesia in 1966 when after the years of hyper-inflation stabilisation
depended cruc1311y on breaklnp expectations. The inflation target
for 1967 was a reduction in the December to December increase from
635% in 1966 to 65% in 1967. In the‘event'a substantial reduction
was achieved but the target was exceeded by 47 percentage points. As
discussed abové, the initial target app‘earedu to be attainable up to
Sentember 1967. Uith the exception of February 1967, when in response
prinarily to an eight—-fold increase in petrol prices the cost of liying
index rose by 137, the monthly inflation figures &ere following a
downward trend. In the last quarter of 1967 however a number of

factors conbined to produce a marked acceleration in the rate of inflatiosm.

The growth in the money supply appears to have been the fundamental

cause of the acceleration. Grenville, (1979) among others, has argued



- 34 -

conv1nc1ng1{ that this, rath%r than the cost %PSh 1%% %t of rice prtfes ok
was the cntfcgfn?;gtogr gebogtfmt?}féol%?/eﬂcgdegh: lagersiggf ’rfget © peats
crises, the non-rice price index flattened out, the impact of the(
increased rice price was a change in relative prices. He agrees that
pridr to 1966 rice price increases may have influenced the general price
leyéllindirectly through the money supply sinc2, as civil service and
military salaries were paid partly in rice, a rise in the ricg price
would have led to a rise in the budget deficit and'tﬂeréfore in the
money supply. However, he afgﬁes that since the adoptién of the balanced
budget policy in 1967, and in the absence of evidence that the money
supply rose abnormally during or meadxately after the rice crises,

this link no longer exists. However, the pract1ce of paying civil and
military salaries partly in the form of a rice allowance .continued after
1966, The evidence quoted above of considerable extra—buagetary
expenditure in 1967 occasioned by the increased cost of the weekly rice
rations suggests that the increase in the money supply and the increase
in the rice price were not totally independent of each other. Mdre
importantly, perhaps, the rice crlsls contr1buted to the apparent loss
of confidence in :the government's stabilisation policies. The rice
price was popularly resarded as '“the touchstone of price stability"
(Arndt19689:425d in a still uncertain political and economic climate
such evidence of instability threatened to put the entire strategy at
risk. Rice accounted for 317 of the weight of the Jakarta Cost of
ILiving Index. Between the end of September 1967 and the beginning of
February 1968 when rice prices peaked, the cost of a kilo of r1ce in

'~ Jakarta had risen more than three~fold. A stable rice prlce was
nerceived as crucial to the success of the stabilisation prosramme and
its ach1evement becane the prlorlty for 1968, After the rice crisis
ended in February 1968, the monthly changes in the consumer price index
ranged between +6% and -67 for the remainder of the year. The December
to December increase was 857 compared to a target of 557. For 1269

the target was to reduce by one-half the rate of price increase of 357
recordéd‘during the twelve months ended Januaryv1§69. The ratevas ‘
reduced during calendar year 1969 to 10Z. Y¥or 1970, the objeétive was
to entzinaprice increases w;tnln the 1970 level and this was achieved,

the actual increase being 9%.

19»C61e-(1§76) argues that the inflation rate could have been reduced
to 20-30% in one year had rice supplies been adequate imn 1567.

-
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These declines in the rate of inflation were achieved simultaneously
with the éﬁrsuit of apparently expansionary monetary and credit policies.
As we have seen, the money supply increased by over 1007 in both 1967
and 1968 and by 537 and 367 respectively in 1969 and 1970. Domestic
credit expanded by 91% in 1967, 1457 in 1968, 707 in 1966 and 487 in
1970. Thusykeal money stock increased over the life of the programme’
as tﬁe demand for money rose and the level of liquidity in the
economy increased from the abnéormally low level to which it had fallen
during the hyperinflation years. The increasing demand for money was
successfully stirulated by the financial reforms. lMcKinnon (1973)
eites Indonesia and Korea as exauples of the benefits which can
accrue from a rapid shift from financial repression to positive real
interest rates. He suggests that the Indonesian financial system was
not as efficient as the Korean in directing the lending made possible
by the real monetary exvansion into high productivity investments.
llevertheless, the evidence suggests that the financial reform had a

strong positive impact on capital accumulation and output.

What of the third, éounterfactual'criterion? Guitian suggests
that it is perhaps both the most controver31a1 and the most approprlate
standard by which to Judge programmes. In the Indones1an case however,
it is perhaps less controvers1al than it might be since, by the time
the programme was launched the exxstlng path was clearly unsustainable,
Instablllty was undoubtedly hav1ng a negatlve 1mpect on growth and
development. Real per capita growth rates were negative in all but one
vear between 1962 and 1966. The 1nvestment 1a£e declined from 1961
(with the exception of 1964) and the countty s infrastructre was in
disrepair. WNegative real 1nterest rates were 1neffectua1 in matching
investible funds with investment opportunities. Liquidity preference
had been eroded. The very restrictive exchange controls and multiple
currency practices combined with the groving instability had led to
the srowth of black market39 cepita1 flipht and speculation.. The
overvalued official exchange’fate ﬁas a disincentive to exporters.
Net foreign reserves were negative and ia the twelve months to June
1966 the rate of inflation was more than 1,500%. The need for wide-
rangihs economic reforus and the establlshment of a rational system
for the allocation of resources was obv1ous. Thug, the 1nterest1ng
counterfactual 1n the Indone51an case is less what would have happened
vithout a stablllsatlon Drogramme than what was the range of alternatzve
policy options open to Indonesia in 1965 66, 8Some critics of the path
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.actually chosen comjecture that sad it not been for the successful

. coynter ‘coup in September 19656, Indonesia might have erbarked on &
more centrally planned economic development path assisted primarily
by.Eastern bloc. rather than Westeérn ‘creditors. This debate does not
fall within the compass of this paper. Hovever, it is ir'lltevre‘s‘i':ih’g _
to note that in 1963, during ‘the last se'riouriattérﬁpﬁ to ng‘ut the
economy before the politiéal upheaval of 1966, th& economic pohcy- ‘
package negotiated by President Sukamo's govemment with” the IMF
was similar in all its central features to the orovratme adopted after
1¢65. " However, it must be seriously doubted that the aut‘hont:.es vere
ever fully coumitted to iwplementing the 1963 programme. This lack -
of ‘commitment perhaps reflected a fear that pursuu: ‘of econom:.c ' _
stabilisation might be politically destabilising, and misht threaten v |
the fragile political comsensus that underlay “Guided Democracy .

Balance of Payments:

As we have $een’ the balance of payments position had deteriorated
rapilly from 1760. Developments in the trade and current account balances
over the vears of the stab:.h.sat:.on programe are shown in Table 3.

The trade halence was in c'efl.cxt only in 1967 ‘and the value of both
imports and exports mcreased rapJ.dlj over the 11:.e of the programme.

The terms of trade contmued to detenorate w:.th the mdex vary:mg between
76 and 68 (1960 = 100), The volume 1‘1dex of exnorta however, increased
steadily from 109 “n 1966 (196a - l'm) to 154 in 197&.. . The improved
export performance was due in larg:e x“easure to mcreaséd oil exports, .-
vhich doubled in volume between 1966 and 1970 ab, encouraged by the new
attitude to foreign mvestment the 011 companies m:.txated new investment
programmes, Increased exports were also facxlltated by the contlnu:mg
depreciation of the Ruplah, the 1ower1nf* of excllange taxes on Category &
exports’ in’ 1964 (from 15 to 5%) and the rehabllltatlon of the transportation
network, Inports mcreased by 35/' in value tamu m 1967 and by a .
furthér 3% in 1963n 207 in 1969 and 1..,, m 197¢. In eacu of these years

roughly one-tiiird of total izports was f;;xa.'lcea by aid receipts.

1 The conmd'dity comp;aéitibn"of impo:t# alterec over these years
reflecting the successive phases of the staoiliéation and rehabilitation
programme. Data in Newmann (1274) show tuat 1nﬁ consuier goods” had
accomted for 34% of total imports m.th ‘raw matenals and auxiliaries;
accounting for 357 and “capital goods for the remammﬂ 31%Z. In 1967

the share of consumer oods 1ncreas¢=d to 44 as ‘the_autr;ontle.sv
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Table 9 ; Indonesia . Balance -6f Payments 1966-1970 (US ¢ m) -

‘1966 1967 1968 1963 1970

EXFO?IS (fob) . ' - 714" 771 873 995 » 1173

IIMPORTS (fob) - © . =596 ~806 - ~831 -995 —1_116_
TPAME BALANGE o118 -35 4 0 57
Invisibles and Transfers  -241 ~248 =293 -3383 - -433
BALANCE ON CURBENT o R
AéSSUNT . . -123 -283  -251 ~383 376
Financing
Foreign loans and grants 119 265 265 314 407
Mi .'c"ital‘iiangfers - . L .
;:t‘ * : . . 2.+ 30 =23 - % 5% ~54
Monetary liovements o 2 mig . 9 L 13 23

Source: IiF, Balance of Payments Yearlugk. Vol.21 July 1970, Vol.27, July
1976,

B

vl

coqcegtgatédVon_increasingrghe supply of basic' commodities. TFice
comnriséd one -juarter of these consumer goods imports and finished textiles
one‘naif..:aowever, in the wake of the rice crisis in late 1967 rice
imports in.19§8 accounted for almost half of consumer goods imports
which'increased their share of total imports to 463, Tariffs on ifports

of finished textiles, which had been raised:in A»ril 1967 in response to
complaints that local industry was unable to compéte, were raised again
during 12638, The proportion of finished textiles in consumer goods
imports fell from 51% in 1367 to 18% in 1968.  Imports of raw cotton

and cotton yarn on tue other hand incrzased tem £old (in value terums)
betreen 1967 and 1943, Jith the achievement of ‘pricé stability in

early 1569, the emphasis of the programme shifted aay from stabilistation
towards promoting development. This was reflected in the teshrgencérbf
capital goods imports as a proportion of total imports. Having fallen
from 21% in 1967 to 14% in 1968 it recovered to 297 in 1969 and 34% in
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in 1970. In line with the pollcy of trade 1iberalisation and
decontrol alterations in the commodity composition of imports were
achieved by relying more on incentives and less on direct controls.
During 1968 a number of steps were taken both to reduce thé demand
for imports (1n view of the fareign exchange sliortage occassioned in
part by much slower than antlclpated dlslursnments of ptOJect aid)
and to. influence the cormodity compos1t10n. Sales taxes were Lntroduced
on most imports_ duties were raised; and some commodities were moved
froﬁ the BE to the DP list. In general, the lower exchange rate for
BE cormodities, direction of foreign credits into the BE market
preferential provision of credit for BE imports and relatively lower
import. duties on BE comnodities, fostered imports of the basic
cormodities and capital goods essential xo the stabilisation and

rehabilitation programme.

Thi “scall surpluses on the trade account combined with substantial
deficits on the services account resulted in current account deficits
throughout the period. As Table 9 indicates these deficits were
financded primarily by foreign assistance. The negotiations begun with
Indonesia's creditors during the second half of 1566 had resulted in
the rescheduling of almost all the cuaranteed debt 1ncurred prlor to
July 1966. As a result, debt servige in 1966 absorbed $52 tm or less
than 127 of the amount due that year prior to rescheduling. The Western
creditors had agreed in December 1966 to reschedule arrears and paymeats
due in the second half of 1956 and 1967 with a grace period until
1971. In October 1967 and 1968 agreements were reached on reScheddling
pre~Ju1y 1966 debt repayments due in the following year, with grace |
periods of three years and repayment over eleven years. Durlng 1970 ”
final rescnedullng arreement was reached with the Western creditors
which obviated the need for further annual negotiations. During 1966
also bilateral negotiations with the USSR had resulted in a rescheduling
of outstanding debts with a grace period until 1969. Subsequently.
rescheduling agreements were reached with Hﬁngary,’Czechoslovakia,
Yugoslavia, East Germany, Poland, Romania and China. Repayments on
long-term debt wera to resexe in 1970 and to be made over periods
ranging from six to thirteen years. Repayment of short-term debt
was ‘to resume in 1968 and to(be.completed over periods ranging from

two tO fxve vears. A further rescheduling was arranged with the USSR
in 1970. : -
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In additidn to the rescheduling agreements, emergency foreign
assistance of $112 mn had been secured during 1966. On the basis of
balance of payments forecasts for 1967 prepared by the Indonesian
authorities with the assistance of the'Fund;tthé foreign exchange gap
for 1967 was estimated to be of the order of $200 mm. A request for this
amount was made to the IGGI group of \lestemn lonors and in bilateral
negotiations a total of $173 m of programme aid was committed.
Including commitments carried over from 1966 a total of $195 mn of
programme and a further $70 mn of project aid was utilised during 1957.
For 1968, 5325 mm of assistance was requested from IGGI on tie basis of
the predicted foreign exchanse gap for that year. Commitments exceedrd
that amount (by $40 m) but utilisationwms at the same level as in 1967
owing to the fact that much of the new commitments was made available
too late in. the year to be utilised in 1963. As a result the level of
imports was lower than anticipated. TFor 19569 the projected fdreignl
exchange gap was $380 m but a total of $500 mn in new aid coumitments
was requested from IGGI. This target was again exceeded but utilisation
was sonewhat lower than anticipated. At the December 1969 meeting of
IGGI the Indonesian authorities requested aid commituments of $600 mn
for the period ending llarch 1971, They described the programhé as being
at the transitional stapge between stabilisation and development and
progressively larger proportions of project aid in the requests from 1969
reflected this.

Growth:

The Indonesian programme is often correcfly ciied as aﬁ example of
stabilisation with growth. Real GDP growth was 2.3% in each of 1966 and
1967 implying marg1na1 declines in per capita GDP (see Table 1). Over
the years from 1948-70 it averaoed 8,67 per annum9 or 4,17 in per -
capita terms, Performance in 1969 and 1970 exceeded the targets 1mp11ed
in the first five-year development plan (Repelita I) of an annual average
growth rate of 57 over the five vear. period. The gross 1nvestment ratio,
which had declined to 4.4% in 1966 increased steadiiy to 13.67 in 1970.

Income Distribution:

Income distribution data for the years leading up to and
immediately following the economic crisis of 1965-66 are not couprenensive.
Such evidence as there is however, suggests. that at. least the degree .
of inequality did not widen during the stablllsatlon perxod Papanek'
£1980) dinalysis 8f Féai wagés in inddstry and piaﬂtatiod agrxédituié\
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found that by the mid-1960s "wages generally were half or less than
half of what they had been eight to tem years earlier” (p.84). Since
the midf19603 worke;s real wages showed a strong.upward trend with -
industrial workers benefiting-from a near doubling of both real wages
and employment. He p01nts out .that this pattern emerged despite the

| fact tnat pre~1966 govemwent policy was pro-labour while the increase-
in real wages occurred at a time vhen the pover of organised labour was
declining. ilominal wages lagged behind price changes both when inflation
wvas high and eccelerating from 1953 .to 1966, leading to a deécline in
real wagea and vhen inflation was lower and declining leading to a
rise in real wages. Papanek argues that economic stagnation worsened
not only the absolute but also the relative position of wage earners
while dprﬁ;g the economic recovery real wages and income increased
more’thgn tﬁe increase in average per capita income. Iforeover, lower
income workers both lost relatively more during the.deterioration' and
gained more during the recovery, He suggests that income distribution
probably became more equitable during the stabilisation period. After
1970 ho&ever, he suggests that income distzibution probably became more
inequitable‘wi;h disproportionate gains accruing to skilled workers

in capital-intensive industries.

The conclusions of work by Hughes and Islam (1981) agree in broad
outline with those of Papanek. They suggest that urban inequality in
Java showed little change over the 1964 to 1970 period but rose very
sharpely between 1970 and 1976. For the Outer Islands, they found that
urban inequality fell during 1964~'7C and remained unchanged during the
subsequent gix Years."For'both Jeva and the Outer Islands they
estimated that rurai inequality decreased sxgnlflcantly between 1964

*be tw 1 W B £ 1ity*
ovores  and 18767 TRy TRREta"ind §213) TYBYES Suabette TR fae” SRR HASINALS
1976. policies had only a marglnal effect on the existing income distribution.

There were; however, substantial shifts in distribution in favour of
the urban sector, and within the rural sector, in favour of farmers

producing nbn-food'equ:t crops.

Structural Adjustment:

As we have seen real GDP grew rapidly over the years of the
stabilisation programme with an annual aVeeaoe rate of 8.6% from
1968 to 1970. The fastest sectoral annual average rates of growth
from 1966-70 vere recorded in constructlon (177) , and mining and
quarying (16%7). Transport and communleatlons grew at an average annual

rate of 147 and electricity, gas and water supply at 127, while
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rmnufacturing grev at 87 per annum and trade, finance and services, ',
: T 1cu1ture, forestry and fishing
at 7% per annum (Johnson and Salop, 1979g'rab1e 15),/grew less rapidly
than thé modern sectors with produqtlon of foodcrops increasing ct
an ‘air"eragé annual rate of 57 and the remainder of the sector at 37.
Four pnorlty sectors had been 1dent1.f1ed in the programme. These
wvere food, textxles, infrastructure and expor:s. Rice production
increased at an annual average rate of 6% while output of other
foodcrops (maize, éasSava, sweet potatoes) decreased on average by 27
between 1966 and 1970. Production of Itextiles increased 1397, very
much more than total manufacturing. The hish rates of growth in
construction, transport and communication and electricity, gas and
water attest to the rapid rehabilitation of the infrastructure.
Expotts increased 637 by value. However,vmos_t of the increase was
due to oil. O0il exports increased 120% by value and doubled in volume
terms while non-oil exports increased 457 by value and less than 407

by volume.

The price stability achieved in 1969 was lost in 1973 as net
foreign agséts expanded during the commodity boom of 1972 and the
subsequent oil price rises.zo Fiscal policy was not used to neutralise
the massive. exéansion in international reserves and therefore in reserve
money. Het foreign exchange reserves increased more than five fold '
between 1972 and 1974. Rather, the balanced budget policy followed
during, the previous four years was continued. Reserve requirements
proved an inadequate instrument for controlling bank eredit and, in
April 1974 Bank Indonesia imposed credit ceilings on the entire banking
system.21 Peiiance on direct ceilings became progressively greater
after 1974 such that they are nov the primcipal instrument of credit
policy (Aghevli et al, 1979, p.804). Later, in a reversal of the
monetary reforms introduced in 196670, Bank Indonesia was, in 19753,
instructed to overstep its central banking function and directly
finance huge debts incurred by Pertamina, the state oil company.
wvhich Pertamina itself was unable to service.  Some of the trade

20 For a discussion of the impazt of tie oil price rises on monetary
policy, see Arndt 1979 and McCawley, 1980..

21 This was part of a package of stabilisation rieasures which also
included a budget for 1974-'75 des1gned to produce a surplus roughly
equivalent to.the anticipated:growth in foreign exchange reserves; the
introduction of a new eighteen to twenty-four month time deposit bearing
an interest rate of 247 with the banks being subsidised from the govern-
ment budget as deposit rates now exceeded lending rates; and an increase
in reserve requirements on demand deposits (from 107 to 30%) and on
time deposits (from 107 to 20%).
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liberalisation ach1eved ‘during 1966~7O was also undone in the subsequent
four years with a 31gn1f1cant 1ncrease in the number of proh1b1ted
1mports des1gned to protect local manufacturinp 1ndu try.r Dependence

on 011 for export earnlngs and government revenue became even. more
pronounced. In 1974 oil accounted for 70% of export earnlngs and for
at least 407 of domestic revenue in flscal year 1973- 7. Real per .
capita GDP growth averaged 6% over these years. However, as 1nd1cated
above, the evidence suogests that the dlstrlbutlon of income was

becoming more unequal .

The 1966~70 programme was, nonetheless, a successful and apparently
"low~cost" anti~inflation programme. Its success was assisted by a number
of factors. The first was a function of the partlcular p011t1ca1
configuration against wvhich economic policy was de81gned 1n the '
irmediate post -~ 1965 perxod. The polltlcaltpheaval of 1965~66 created
a climate favourable to the full implementation of the stabilisation
programme. It brought to power a sovernment which successfully consoli=
dated its power between September 1965 and ilarch 1966. Thereafter,
Indonesia had a strong governument cormitted to economic stabilisation
and rehabilitation. The govemnment's economic'policies'encounteted
minimal opposition. The groups that might have been expected to oppose
the political and economic options chosen by the new government had 1
been silenced. . The political parties: were in disarray ‘and effectxve
pressure groups drawn from, for example, the agriculturel‘seccor or
the labour movement;.either did not exist or were, for the moment
concentrating on re-grouping and re-orienting themselves to the gfeatly':
altered politico. ~ economic environment. Tae business communlty was
v1rtually the only interest .group outside govemment which succeeded
in exertxng,some_1nf1uence_on the programme. Agalnst thls'background,

a small group of Indonesian technocrats sympathetic to the new politicel
direction and enjoying the strong personal support of President Soeharto
had unusually extensive scope to design and implement the stabilisation
programne. This is not to .suggest that the successful implewentation

of such a prograrme was contingent oa.the bloody events of Tate 1965

or on the continuation of an authoritarian political order. The crucial
difference between the stabilisation prograume of 1966~70 and earlier"
attempts to achieve economic stability, both during the perzod of
"Guided Democracy” and the prior per1od of parllamentary democracy, o
lay in the degree of oovernment commltment to economic stabxlzaation e
as a pol1cy goal. Given the 31ze of the disequilibria in’ 1966 and the
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need to alter expectations quickly, a gradualist approach to
stabilisation was considered to be 1nappropr1ate. The absence of a
political oppos1t1on and actlve lnterest groups, partlcularly during
the early stages of the "shock treatment" probably contributed to the
success 6f the progremme, but there 1s no ev1dence to suggest that 1t

was necessary to it.

A second factor contributing to the success of the'ptogramme was
that there was little difficulty, at least in the early stages, in
unambiguously identifying the immediate cause of the disequilibrium,
Reducing the fiscal deficit had cleariﬁ.tb be the top priority. A
third factor was the sﬁpport provided by the IGGI group of donors,
Between 1966 and 1970 the IGGI mémbers provided a total of $1.2 bn of
aid while approximately $550 mn of debt repayment origingily due to
them over these years was postponed. The availability of .such large-
scale financing contributed to minimising the inevitable{éhort*tun ~
adjustment costs. It also assisted the success of the proétamme. The
use of aid counterpart funds in the routine and development budgets in
1967 and thereafter in the latter only, was vital to the balanced
budget policy. The availability of foreign »ass,is tance, réduced theb. neegd for
import compression and the acquiescéﬁcerf the dgnor‘;buntriés in the
introduction of the aid funds through the BE system contributed.to the
government's goal of directing forelgn exchange expenditure into the
purchase of éssential imports, thereby relieving shortages on the
domestic market and contrlbutlng to the rapld reductlon in the rate of

inflation.
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IV - The Role of the Iund

The Fﬁné"rolg in the Indonesian stabilisation programme was
three - dimensibdal, compriéing in chronological order, the provision
of advice and technical aséistance;‘péfticipation in the meetings of
Indonesid's créditérs on debt rescheduling‘and the provision of new
aid; and, from 1968, negotiation of six consecutive Stand-By Arrange-
ments. Up to February 1967 Indonesia was not formally a member of the
Fund. Nonethéless from mid~i966 Fund personnel worked closely with
the Indones1an authorltles in designing and 1mplement1ng the stabilisa-
tion programme. Shortly after Indonesia re;oxned, the Fund appoznted
a RPesident Representative to Jakarta and thereafter a small Fund staff
was oh hand to advise the Indonesian authorities. In addition, during
1967, at least fourteen Fund officials spent periods ranging from three
weeks to six months in Jakarta providing technical assistance related
to, for example, introducing .and administbriﬁg taxes and impfoving

statisticdl series.

This close collaboration betveen the Fund and the Indénesian.
authorities equipped the Fund to play its second and cfucial role as an
intermediary between Indonesia and its creditors. The Fund lent its.
support to tﬁe stabilisation programxﬁe presented to the September 1966
meeting of the Western creditors and Japan ~ a programme incorporating
most of the elements reportedly 1nc1uded in the advice offered by the
Fund officials who visited Jakarta during the preceding two months.
Fund officials partxclpated in each of the meetlngs of the creditor
group and made available to it Fund documents reviewing economic
developments in Indonesia and commenting on the stabilisation plans
of the Indonesian authorities. At the request of the creditor countries,
Fund officials prepared statistics on Indonesia's external debt and
its balance of payments prosvects. Fund support was critical in
catalysing assistance from the Western donor group. This was particularly
true during late 1966 when rescheduling of Indonesia's debts was
proceeding but no new aid commitments had yet been made (apart from
some emergency assistance). The importance of Fund support in securing
donor agreement to the use of new credits-through the BE system at the
February 1966 meeting of the IGGI has already been noted. Continued
broad support for the stabilisation measures adopted by the Indonesian
authorities during 1967 and favourable reports to IGGI on the implemen-
tation and iwmpact of these measures contributed to the decision to
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provide a further $325 mn in aid for the calandar year 1968. Fund
support had again been critical in early 1968 when the quickening of
the pace of inflation from late 1967 threatened, to undermine creditor

confidence in the programme,

Somewvhat paradoxically, it appears fhat Fund influence in IGGL
was at its height during the early ohase of the stabilisation programme
before there were formal agreements between the Indonesians and the
Fund. By the time the first Sta:ld-ﬁy Arréxlgement took effect the
emphasis had begun to shift avay from provision of programme aid to
support stabilisation, towards dévelopmeﬁt projects, Consistent with
this newv emphasis the role of the World Bank in IGGI became increasingly
important. The’Bank had declined tovtake the lead role in IGGI at its
inception on the grounds that Indonesia was not, at that time receiving
aid from the Bank. However, following a visit by its President in
early 1963 the Bank's activities in Indonesia increased rapidly. In
lMay, the Bank took the, then unprecedented, step of «stabilishing a
permanent Bank mission in Jakarta to advise the Indonesian government.
The mission was headed by a Resiﬁeﬁt Representative who came to be held
in very high regard by the Indoﬁeéian authorities and played a key role
in the subsequent éelibéxatioﬁs of the IGGI,

The first of the sik consecutive'one~year, upper credit tranche.
StandrBy Arrangementé between Indonésia and the Fund came into operation
in February 1568.: The fjhal arféngemént expired in llay 1974. Financial
~ flows between Indonesia and the Fund are shown in Table 10. brawings

under the Stand-By Arrangemeﬁts were made in 1968, 1969 and 1570. -
"No drawings vere made under the last three arrangements, Two small
dravings were made in 1971 and 1972 under the Buffer Stock Financing
Facility, but it is the_dfawings in the previous three years that are

of interest here.

Under the terms of thé first Stand-By Arrangement (February 1968
to February 1969) a total of $51.75 mn was made available in five | .
installments subject to Indonesia’s meet{hg the performance criteria.
The full amount provided fbr was drawn. (Repurchases were to be
made within three years. However9 in 1971 the'Fqnd acceded to a
request for a rescheduling.of repdrchases such that repayments would
be made betieen June 1971 and Décember 1973.) The gross inflow of

financial assistance froa the Fund during 1968 was $45.0 mm. This was
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equivalent to roughly 147 of the $325 mn which the Fund estimated as
the likely foreign exchange gap in 1965, The net inflow f'rorﬁ the
Fund was equivalent to less than 57 of the anticipated gap. However,
with regard to financial assistance, the Fund role in catalysing aid
from the IGCI group and in facilitating debt reschedulmg was much

more significant than its d:.rect financing rcle.

The Letter of Intent stressed ‘the government's commitment to
achieving a balanced routine budget in 1968 from domestlc resources.
The government intended to use the counterpart funds from foreign
assistance to finance the development budget. Cash salar:.es of civil
servants and military personnel would be held at the level sanctioned
at the beginning of 1968 whlle, with regard to wages in k:.nd cheaper
grains would be substituted for rice as much as poss:.ble. The practice
of quarterly fiscal reviews a’dopted'iﬁ 1967 would continue with expendi~
ture authorisations for each quarter being determlned m the light of '
receipts in the previous quarter. With a view to maz.ntammg the real
value of revenue, the valuation for import duties and taxes would be
adjusted in line with the BE market é'ate. Revenue from petroleum ‘
products sold domestically would be mcreased wh:.le fLrther steps would ‘
be taken to reduce reliance on the foreign trade sector for govérnment
revenue, In view of the iupact of the rice shortage in the last quarter
of 1967 and the first quarter of 1968 the Letter stressed' the importance
of increasing rice production and domestic and f'b_reig;I brocureﬁent’..
Policies to promote exports and improve further the 'commod'ity composition
of imports would be implemented. New debt would be contracted only at
lov interest rates and with long gcrace and repayment periods. Regulations
affecting exports would be 'simplified and the working of the BE market
improved, It was the government 8 alm to estabhsh a par value for
the Rupiah as soon as possible and to sradually reduce the dxvergences
among, market exchange rates with a view to establishing eventually a
unified foreign exchange market., Hovever, the immediate priority was
to stabilise the domestic price level, and to improve the balance of
payments and introduce nev tax neasures to replvace ‘t‘he revenue
currently ‘derived from the spread in the exchehge rates, Until price
stability vas achieved, the governuent would follow a flexible
exchange raté policy. Bank Indonesia would intervene in the market
only to smooth out temporary fluctuations and otier rates would aot
be allowed to diverge from the BE market rate by mere than 157.
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Table 10 : Financial Flows between Indonesia'and the IMF 1968—7Q
' {Us § m)? |

b d

1968 1965 1970 1971° 1972 1973%¢ 1974

Gross Inflows:
- Credit tranches 45,0 65.8 38.0 - - -~ -

Buffer stock 2.9 2.9

Financing Facility
Total Gross Inflows  45.0 65.8 38.0 2.9 2.9 - -
Repayments 30.0  17.6 3,2 15,0 21.7 103.7 38.8
Het inflow 15.0  42.2 34,8 -12,1 -18.8 -103.7 =-38.5
Use of Fund Credit  64.0 112.0 138.0 125.0 116 23 -
(outstanding balance
at year—~end)
Quota (year-end) 207 207 260 261 282 3lo 313

Credit as % of guota 31 54 53 45 41 7

T

Other receipts as dt end~1974

SDR allocations 90.2 mn.

§gurceséA LiF, Annual Reports and IFS -

Notes : (a) From 1970 converted from SDRs at the average exchange
rate for that year. Indonesia‘'s quota in SDRs was
260G throughout the period from 1970 to 1974,

(b) In 1971 2 one-year Stand-By of $50.0 mn was agreed
bat not drawn.

(¢) In 1972 a one-year Stand-By of SDR 50.0 tm was agreed
.but not drawn. : , :

(d) In 1973 a one-year Stand~By of SDR 59.0 mn was agreed
but not drawn.
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The programme outlined was in the first instance an anti-inflation
programme with somewhat less emphasis on the balance of payments than -
more recent Fund-supported programmes exhibit. This reflets both tie
nature of the disequilibria in the Indonesian case and the fact that
the programme predates the break up of the system of international
trade and payments based on fixed exchange rates. At that time, with
a view to supporting the fixed parities system the Fund placed relatively
more emphasis on inflation control than it has tended to do since.the
early 1970s. The programme also contained a substantial supply-side
emphasis. In supporting the request for a Stand-By Arrangement the
Fund staff 'reported the view of the Indonesian authorities that in
order to _redgce substantially the rate of inflation it was necessary
"to supplement their stonger financial policies by a revival of
domestic production"zzand to use aid counterpart funds to finance
production in the textile, sugar and estate sectors, as well as to
purchase fertilisers and pesticides. They also reported tie view of
the Indonesian authorities that ''the current level of international.
reserves (was) not adejuate to guard against unforseen contingencies,"
and that the arrangement requested would provide a2 much needed element
of flexibility and strengthen public confidence in the implemntatlon
of their program. ~23 There vvas a very wide measure of agreement between
the Indonesian authorities and the Fund on the kind of programe »
required and the Fund was, in general, satisfied with the progress
that had been made during 1967. The Fund staff report on thé request
noted that "on all outstanding financial and trade issues, the Irdonesian
authorities (had) clearly chosen policy alteratives which are

consistent with the purposes of the Fund."24

The performance criteria were five and related to monetary,

exchange rate and foreign debt policies. They were :-

~ a quarter by quarter ceiling on the net domestic assets of Bank
Indonesia, limiting the increase to Rp.24.6 bn or 50% over the

life of the asreement.

22 Unpublished Fund document.
23 1Ibid.

24 Ibid
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- a quarter by quarter ceiling on the net indebtedness of the
government to Bank Indonesia, permitting an increase ofRp 5 bn

or 167 over the year;
~ a ceiling of $75 m on new short-term foreign borrowing:

a requirement that the net foreign exchange position of the
monetary authorities not be lower on Jecember 31, 1963 than it

had been one year earlier;

- an undertaking that the. legal mininum reserve requirement of
state and private commercial banks would not be reduced (from

the prevailing level of 307).

In addition there was the standard clause requiring that no nevw multiple
currency practices, bilateral payments apreements or restrictions on

payments or transfers be introduced.

The ceiling imposed in the Stand-By Arrangement on the net dowestic
assets of the Central Bank was exceeded in the second half of June
1568, The Indonesian authorities explained that with a view to
having greater reserve stocks of rice during the second and third
quarters of 1968 they had increased rice procurement and reduced sales
during the harvest season. This resulted in the domestic credit
requirements of BULOG exceeding the anticipated level. By the end of
June credit to BULOG had preempted Rp 7 bn of the alloved Rp 20 bn'
increase in net dowestic assets betieen January and July. For the year
as a whole net credit to BULOG amounted to Rp 19.4 bn while the ceiling
allowed a total increase of Rp 24.6 bn. In view of this trend the
Indonesian autijorities applied to the Fund for a wodification of the
orizinal agreement such tinat, for the period from July 1 to Dacerber 30
1965, rice credits would be excluded from the calculation of performance
in relation to the net domestic assets ceiling (ie for the purpose of
judging performance against the July and October quarterly ceilings).
Following protracted negotiations, the Fund, viewing the increase in
stocks as "prudent and desirable’ arreed to the modification. Towards
the end of the year a request for extension of this modification to
the end of the Stand-By period also met with a positive response., The
extension was necessary because, given the very good secondary harvest,

BULOG had not resumed sales of rice and therefore had been unable to
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reduce its liabilities to the government, Without the modification
the December 31 ceiling ofRp 71.5 bn was likely to have been exceeded
byRp .13.5 bn, The original ceiling on net domestic assets had
allowed for an expansion of 46,27 between January and December 1968
(or 50.37 by the end of the Stand-By period). If one adds the 1p.19.4
bn of rice cre.dits to BULOG outstanding at the end of December to the
December ceiling, the permitted increase during 1968 wasRp 42.4 bn or ..

86.77.

The period-covered by the 2nd Stand-By Arrangefent corresponded
almost exactly with the 1969/70 fiscal year. The sum made available
to Indonesia was $70.0 mn in three installments. Of this amount,
$59 mn was drawn. epuchases were to be made within three years.
However, as vith the first Stand-By, repurchases were rescheduled; in
this case to be completed by October 1974. The pgross inflow from the
Fund during 1969 amounted to $65.8 mn or 177 of the anticipated foreign
exchange gap for that year. (The net inflow was equivalent to 13%).

The Letter of Intent outlined the improvements in the economic
situation during 1968 stressing particularly the sharp deceleration
of infljation and increased production in agriculture, industry
(notably texti;les) and winingg It was noted however, that the level’
of Indonesia's foreign exchange reserves was still very low. The
objective for 1969-"70 would be therefore, "to strengthen the balance -
of payments, inprove net official foreign exchange reserves, and to

foster higher levels of production in conditions of reascndble
' w25

domestic price stability.. Food policy would continue to be a
cornerstone of the programme. The routine budget for 1969--'70 was
expected to show a surplus {of Bp 24 bn) which, together with foreign
assistance would finance the development budget. A substantial increase
in the development budget was projected to coincide with the introduction
of the Five-year Development Plan, with expenditure being directed
primarily towards rehabilitation of the existing infrastructure,

The letter of Iﬁtent attaching to this second Stand-By Arrangement
reads as considerably nore assertive than the 1968 Letter. The
prograsme is presented as the plans of the Indonesian authorities

for the following year and the various targets and ceiling as emerging
from these plans. This may reflect on a repated evolution in relations

25 1Ibid.



tetween the Indonesians and the Fund wherein, as the rate of inflation
moderated the forwer exerted progressively more influence on the

design of the stabilisation programme 'and its priorities,

The performance criteria again related to monetéry, exchange rate
and foreign debt policies. There was again - quarter by-quarter
ceiling on the net domestic assets of Bank Indonesia allowing for an’
increase of Rp 58.7 bn or 66% over the life of the programme. Unlike
in the February 1968 agreement, ther=z 'was not a ceiliang on the net
indebtedness of the government to Bank Indonesiz, but credit to BULOG
w7as included in the ceiling despite the modification to the preceding
Stand-By Arrangement to exclude it. Tuere vas a floor on the net
foreim exchange position of ithe monetary authorities permitting a
naxinmun decline of $20 mn from their level in December 31, 19(8.

The flexible exchange rate policy was to continue ¥7ith Bank Indonesia
intervening only to prevent short~run fluctuations and to contain
speculative movements. Thirdly, there was a combined ceiling of

$125 2 on short-term trade and banking credits (maturing in twelve
months or less) and uwedium teym credits (of up to five years). The
Lettgr also included a statement to the effect that no change wés
"rresently contemplated” in the legal winimum reserve requirement
applicable to state and private commercial bamks. In addition it
contained the standard clause escheving new multiple currency practices

or restrictions on trade and payments.

The performance criteria were met with one exception. The ceiling
on ihe.net domestic assets of Bank Indonesia for March 4, 1970 was
exceeded by Rp 24.% bn due to greater than anticipated expansion of
credit to BULOG for financing rice imports and covering losses incurred
in the Bimas--Cotong= ojong programe designed to increase rice yields.
This failure to observe the quarterly ceiling rendered Indonesia
ineligible to draw the final tranche of the Stand~By funds ($11 m).
The actual increase in the net domestic assets of Bank Indonesia was
theefore Rp 83.2 bn, an increase of 917 since January 196%. As we have
seen rapid credit expansion was compatible with price stability during
1969 owing to the marked increase in holdings by the public of cash
balances. However, the rate of increase during the first quarter
of 1970 was considered to be excessive. As a result the ceiling on
net domestic assets of Bank Indonesia in the third Stand-By Arrangement

vas considerably more restrictive than the preceding one allowing for
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an increase of only 327,

This third arrangement covered the period from #April 17, 1970

to fpril 16, 1971. The armount made available vras $46.3 m (or less
than 107 of the amticipated financing gap) in four installments. Of
this $33.0 vas drawn. PRepurchases were orivinally due to be made
within three years but the Fund agreed subsequently to a rescheduling
such that ;epurchaqes would be completed by June 1975. The Letter of
Intent again anticipated a current budget surpius which, combined with
foreign credits, would finance the development budget. In addition to
the standard.clause thetre were four petrformance criteria, relating

to moneﬁary policy, exchange rate reform, foreign reserves and debt.
The ceiling on net domestic assets, excluding credit to BULOG. permitted
an increase ofRp .61 bn (or 507) over the fourteen nonths ending
ilarch 1971, A separate ceiling on credit to BULOG involved a decrease
of Rp . 7 Bn (157) over the same period. These corbined ceilings allowed
for a increase ofRp 54 bn in net domestic assets representing a sharp
deceleration by comparison with the previous fourteen month period.
Secondly, there was a cormitment not to reduce the legal minimum
reserve requirenent for state and private commercial banks. Thirdly,
there was agzain a floor on the net foreipgn reserve position of the
nonetary authorities requiring that by March 1971 it be at least

$40 mn. higher than its level of January 1970 (of minus $61.8 m).
Finally, there vas a ceiling on new short and medium term debt such
that short teru debt (with initial maturity of 131 days to two years)
contracted after March 31, 1970 would be limited to $35 m, while
medium term debt (initial maturity exceeding two years up to and

including twelve years) wounld be limited to $70 m.

A major feature of the 197C Letter of Intent was the exchange
reforrn which the Indonesian authorities committed themselves to
introducing on April 17, merging the BE and DP markets at the higher
DP rate the unified market to. cover all transactions except imports
and services paid for with foreign credits. The decision to devalue
was thé result of a drain on foreign exchange reserves in the last
quarter of 1962 and the.early months of 1970 due to increased demand
for imports including higher than anticipated rice imports. Uhile
the BE rate had been stable at p 325 to the 5 since October 1968,
and the JP rate at }p 370 since the second gquarter of 1962, between
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September 1969 and February 1570 Bank Indonesia had had to support
these rates by sales, chiefly in the )P market, totalling $338 m.
While the devaluation became a central element in the Letter of Intent,
it dbes not appear that the impetus for the change at that particular
time came from the Fund. #n advance copy of the lLetter of Intenj:
dated March 31, 1970 and annexed to a confidential Fund report
recommending approval of Indonesia's request for a Stand-By, made no
nention of the exchange reform. In discussions over the previous
eiphteen months, the Fund representatives had urged the ultimate
adoption of a uniform exchange rate, However, it appears certain that
the 1970 Stand-By would have been granted without the introduction of

the exchange. reform.

The performance criteria set out in the Stand-By Arrangement
were adhered to up to November 1970,26 which was the second "test"
date. Thereafter. three of the ceilings were not met. 3y the end of
January the ceiling on the net domestic assets of Bank Indonesia had
been exceeded and by March 17, 1271 the final "test” date, the ceiling
had been exceeded by 3p 6.7 bn., Credit to BULOG, instead of declining,
inéreased marginally so that on March 17 it totalled ¥p 48 bn rather
than the ceiling of }p 39.7 Ln. Thus the actual increase in the net
domestic assets of Bank Indonesia during the fourteen months from
January 1570 was 417 rather than the 327 increase permitted under the
terms of the Stand-By Arrangement., Thirdly, the Stand~By Arrangement
had envisaged that the net foreisn reserve position of Bank Indonesia
at the end of the period would be $40 mn higher than at end-January 1970.
In the event, the net reserve position was minus $41.2 mn, or $19.4 mn
below the target., The failure to comply with these ceilings rendered

Indonesia ineligible to draw the fourth and final tranche of the credit.

Thereafter, Indonesia negotiated a2 further three Stand-By Arrangements
with the Fund., None of these arrangements were drawn upon. It would
appear that they were negotiated because, somewhat in the manner of the
couri tment to balanced budgets, they 1ad come to have a symbolic
sipnificance indicating -~ both domestically and perhaps to the creditors
countries, Indonesia’s continuing commitment to economic stabilisation-

{(From the Tund point of view at least until 1972 the level of net

26 The /pril 1970 Stand-by 2Arrangement was modified in May 1970 to
take account of three minor discrepancies bDetween the exchange
reforn as outlined in the Letter of Intent and the provisions
actually introduced on #pril 17.




foreign exchange reserves indicated a balance of payments ‘need'’).
It is interesting to note the extent to which the ceilings under
these later arrangements were adhered to, despite the fact that the
credit was not being used. The credit ceilings were not exceeded
during the lives of the fourth (4pril 22, 1971 to April 21, 1972)
and fifth (April 17, 1972 to April 16, 1973) agreements. They were
however exceeded during the latter half of the final Stand-3y péridci
(May 4, 1973 to May 3, 1974). The target for net official inter—
national reserves was not reached during the life of the fourth
Stand-By but was greatly exceeded over the fifth and'sixth Stand-By
periods. The ceilings on borrowing were not exceeded during the
fourth or sixth agreements but vere exceeded during the intervening
period. The extent to which the credit ceilings were adhered to

up to mid-1973 combined with the rate of domestic credit expansion
over the 1966-'70 period strongly sugcests that, apart from the
difficulties experienced in anticipating BULOG's credit needs; the
credit ceilings under the succéssive Stand~By Arranpements were not
restrictive, with the possit le exception of the ceilings under the
third Arrangement which, as we have seen, demanded a sharp deceleration
in the permitted rate of growth, 7Tespite the fact that only the
first étanddiy Arrangement could be fully drawm, it appears that the
role of Fuﬁd conditionality in the success of the stabilisation
prozramne was relatively slight. The impetus for the stabiliéation
programme had come from the Indonesian authorities and its full '
implementation reflected primarily the importance attached to
stabilisation domesticallv rather than the disciplines imposed by

targets and ceilings megotiated under the Stand-By Arrangements.



V - Summary and Conclusions

This paper has considered some aspects of the Rehabilitation
and :Stabilisation programme implémented in Indonesia between October |
1966 and April 1970. ' | '

In Part I ‘the econowic and political background to the crisis of
1965~'66 was examined. The principal cause of the hyperinflation
experienced between 1962 and 1966 was identified as government budget
deficits financed by woney creation. Some of the social and political
pressures on the expenditure side of the government budget were
identified. as were some of the factors depressing government revenue.
A major feature of this period-in contrast to the following one, was
the low priority accotded to stabilisation as a poli'cy objective.
While the major causes of the disecuilibria were identified as domestic,

detericration in the terfis of trade over these years also contributed.

Part II deseribed the policy measures included in the 1966
programme : fiscal and. credit policies,and financial, exchange and
trade reforms. A balanced budget policy was adopted in 1967, Its
implementation relied on the inclusion of the counterpart of foreign
aid funds in government revenue, as well as greatly improved tax
collection:and restraint -on government expenditure. In 1567 foreign
aid financed not only development expenditure but a part of recurrent
expenditure as well. ' Reliance on taxes raised in the foreipn trade
sector, which had formerly been 2 major source of instability was
reduced over the life of thé prograrme but taxes on imports and expofts
still provided 347 of goverhment revenue in 1969--'70. Domestic credit
increased more than ten-fold in nominal terms between the end of 1966
and the end of. 1370. Such é¢raedit expansion was compatible with greatly
reduced inflation rates, because as confidence in the Rupiah was
restored the income velocity of circulation decreased rapidly and the
level of real .cdash balanceesd increased. Financial reforms, particularly
the introduction during 1968 of time deposits offering attractive real
interest rates, were very successful in stimulating the demand for
money. - 'The complex multiple exchange rate system was reformed
and the import controls vhich had proliferated during the years of
acute disequilibria were liberalised.i dual exchange rate system
was hovever, maintained until Agril 1970, As was the case in a

nutber of the Latin American stabilisation prozrammes discussed in



in Chapter 8, the Indonesian programme was part of a major
re~orientation of economic policy towards free-market principles.
However, by comparison.with the approach adopted in e.g. Chile in

1975, the Indonesian approach, was relatively pragnﬁtic. -The objectives
included in both instances opening up the economy to the outside

world by fostering foreign investment and removing controls. However,
the extent of this ‘opening up’ was less in the Indonesian case;

the speed at which it was to be accomplished was slower; and the

range of instruments empbyed was less constrained by. the politics-
economic re-orientation, including as it did the use of price,

exchange controls, and increased tariffs as transitional measures.

Part III examined.'the impact of the stabilisation measures on
inflatibn‘, the balance of payments, GDP growth, income distribution
and structural adjustment. With the exception of one major setback
during late 1967 and early 1968, the rate of inﬂatidn‘deceie.rated. AN
steadily, from 10457 in 1966 to 127% in 1970. Improvement in the
trade balance over these years owed much to increased.dependence on
a single, non-renewable export (oil). Substantial current account
deficits were financed by aid inflows and to a much lesser extent by .
capital repatriation. The level of net foreign exchange reserves
reméined negative throughout the stabilisatien period.. ,'fhe real .
GDP growth rate, which had averaged less than 2% per annum during .
1961-'66 averaged 7% between 1967 and 1970 with the highest growth
rates being recorded in the modern sectors. The evidemce suggests
that the degree of income inequality may have decreased aver: the life
of the programme, although subsequently, during the first half of the

1970s, the degree of income inequality increased.

The programme introduced in 1966 was a syccessful anti-inflation
programme. It was suggested that the reasons for its success included -
the particular political context within which the programme was
implemented, in particular the firm government commitment to its
full implementation. A second factor was that the immediate cause
of the disequilibria was readily identifiable and it dictated the.
main thrust of the programme. A third factor was the availability
of substantial 'f-inancing whi;:h eased the burden of adjustment. The
donor countries who were members of the Inter—governmental Group -
on Indonesia fille‘.d between them the successive foreign exchange

gaps estimated by the Fund and the Indonesian authorities. Foreign
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aid financed on average one-—third of Indonesia’s imports over the

life of the programme. In addition, Indonesia's foreign debt to

both Western and Eastern bloc countries was rescheduled., A final
factor was the concentration on supply-side elements. The programme
aimed at rehabilitation of the productive structure and stabilisation
of prices. Provision of adeqﬁate supplies of essential commodiﬁies,
particularly rice, by means of increased imports and domestic
production, was viewed as'cent:al to the price stabilisation objective.
Sirultaneously, rehabilitation of the infrastructure and sectoral
policies designed‘to increase production of essentials and exports

contributed to substantially increased output from 1968,

Part IV considered the role of the IMF in relation to the
Indonesian programme. This role was three-dimensional comprising
provision of technical assistance, participation in discussions on
debt rescheduling and provision of new aid; and the negotiation of
six consecutive_Stand-By Arrangements, three of which were drawn upon.
It was argued that the Fund played an important gatalytit: role in
securing new foreign credits from the Western donors and Japan. With
regard to the Stand-By Arrangements it was noted that only the first
could be fully drawn, and even that was possible only after a modifica-
tion had been agreed, the impact of which was to raise the credit
ceilings. The credit ceilings were exceeded during the second and
third Arrangements. (In addition, in the case of the third Arrangement,
pressure on the exchange rate had resulted in a degree of Bank Indonesia
intervention in the market that proved incompatible with maintaining
the level of net foreign reserves specified in the programme.)
Nevertheless, it is argued that the credit ceilings specified in the
Stand-By Arrangements, were not, by and large restrictive, and that
failure to meet them owed much to problems experienced by the official
rice procurement agency (BULOG) in carrying out a price stabilisation
function. It was further argued that continued domestic commitment
to the stabilisation programme was the primary factor in its success,
with the conditionality attached to the assistance provided by the

Fund playing a relatively minor role.
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