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mL-Oia:SIA 1956-1970 ; SCONOI-lIC IlAilAGffllEriT AHD TOE ROLE OF IIIF^ 

This case-study d i f f e r s from the others i n tlie present volume i n 

that i t i s an h i s t o r i c a l s tudy/ concluding a t approximately the per iod 

x/hen the others comntence. The pasons f o r i t s i n c l u s i o n are. t l iree. 

F i r s t , i t provides an i n t r i u s ^ i c ^ U y i n t e r e c t i n g exainple.of a - success fu l 

a n t i - i n f l a t i o n prograonje and demonstrates tliat P fa l^ iHsat ion can be 

achieved even when s t a r t i n g frora a p o s i t i o n o f acute d is iequi l ibr ium. 

Secondly, i t i l l u s t r a t e s the c lose i n t e rp l ay of economic and p o l i t i c a l 

factors i n s t a b i l i s a t i o n attenpts and re-reraphasises . ^ a t f i rm government 

commitment to a s t a b i l i s a t i o n pro^rarame i s a p r e - r e q u i s i t e f o r success . 

T l i i r d l y , s ince the ro le of the I!!F i n supporting, txie s t ab i l i s a i t i pn 

pro^ranre, i n tlie negot iat ions on re-siAedVil iPg, ?ii4onesi^'s^<>^^ 

debt, ' and i n secur ing fpre i^n ass istance was s i g n i f i c a n t i,t allowSj 

ana lys is of the extent and nature of Fvmd -support. in t h i ^ . p r e - p i l . c r i s i s 

programme. ' , ; -:. 

The study i s i n f ive p a r t s . Part I . o u t l i n e i the econoiaic-aad • 

p o l i t i c a l background to the c r i s i s of 1965-166 and describes.,the 

s i t u a t i o n immediately p r i o r to the inauguration of the stp.l>il isation 

prosramoe. Part II analyses the content of the s t a b i l i s a t i o n programme 

in^lefflented between 1966 and 1570.. Part III evaluates i t s impact on 

the rate o f i n f l a t i o n , the balance o f pajmentf, S^cowth, incotae d i s t r i b u ­

t i on and s t r u c t u r a l adjustment. I t a lso dijscnsses Ipriefly tlie 

v/eakehing o f s t a b i l i t y i n 1973 and the conseauent s tab i l i ga t io f t measures 

adopted i n 1974. The study stops at th is po int as thereafter d i scuss ion 

of nacro-economic poi icy -making i n Indonesia must ,focus on the ro le 

o f o i l revenues i n the economy - a subject which does not f a l l w i th in 

the anbi t of our p ro j e c t . Part IV analyses .th^ ro le o f tlie Fund i n 

r e l a t i o n to the successive Stand-By Arransements i n place beti;een 1968 

and 1974 and the meetings of the Inter-jtovemmental Group on Indonesia, 

(IGGI). Part V summarises the study and o f fe rs some conc lus ions . 

1 Draft chapter o f a study o f Economic l l an^^nent .in- Developing! - . 
Countries md the ro l e o f tlie IMF, Current:iy i n pro.-^resg at, the 
ODI. I, am yery grate fu l to the Indonesian IHnxstry of Fihartce 
for supporting th i s study f i n a n c i a l l y j p^royidiug docuraBntatix)n, 
and f a c i l i t a t i n g , d iscuss ions V7ith Indonesian o f f i c i a l s . 



I - The Economic and P o l i t i c a l Background 

In tertos o f the oacroeconomic performance o f the Indonesian econoiny 

the twelve years between 1962 and 1973 d iv ide c l e a r l y i n t o three sub -

per iods . As i l l u s t r a t e d by Table 1, the f i r s t f i v e years were ones o f 

acute d i s e q u i l i b r i a . The rate of increase o f consumer p r i ce s rose from 

27% i n 1961 to over 1000% i n 1966; the balance of payroents (basic balance) 

was, with the exception of 1965, i n d e f i c i t from 1961, net fo re ign 

exchange reserves were negative from 1963 and from the beginning of 1966 

Indonesia was unable to se rv i ce i t s fore ign debt; r e a l per c ap i t a GDP 

dec l ined at an average annual rate of 1.3%; and the gross investment 

r a t i o averaged 8.8% per annum implying a d e c l i n i n g c a p i t a l s tock . By 

cont ras t , dur ing the l a s t four years o f the pe r i od , r e a l per c a p i t a GI* 

grew at an average annual rate of 5.8%; consumer pr ices rose at an average 

annual rate of less than 6% and the rate o f investment increased to 16.5% 

per annum. Although by 1970 the fore ign debt had been rescheduled and 

s i tbs tant ia l new a i d commitments secured, the iii;)rovement i n the balance 

of payments was not so marked during th is pe r iod witi i the b a s i c balance 

cont inuing i n d e f i c i t u n t i l 1971 and net fore ign exchange reserves 

remaining negative u n t i l 1972. (The major turnaround i n the balance o f 

payments came i n the wake o f the 1973-74 o i l p r i c e r i ses? between 

1972 and 1974 the l e v e l of net fore ign reserves increased f i v e f o l d whi le 

the surplus on b a s i c balance grew s i x f o ld . ) During the in te rven ing 

sub-per iod Indonesia experienced fundamental p o l i t i c a l change, i n the 

wake of which economic s t a b i l i s a t i o n became the primary governmental 

o b j e c t i v e . Tlie programme of s t a b i l i s a t i o n and r e h a b i l i t a t i o n is^lemented 

between October 1966 and A p r i l 1970 and the r o l e of the IMF i n s i ^ p o r t i n g 

i t , i s the prime focus o f t h i s study. We begin hot^ever, by examining 

the causes o f the d i s e q u i l i b r i a that manifested themselves i n the 

mid-1960s. 

The p r i n c i p a l cause of the h y p e r i n f l a t i o n of the 1962 to 1966 

per iod was government budget d e f i c i t s f inanced by mcmey c r e a t i o n . 

The average annual rate o f p r i c e increase (as measured by the 62-commodi^ 

Jakar ta Cost o f L i v i n g Index) was i n those years whi le the v 

of growth o f the money supply (currency plus demand deposits ) averaged 
2 

278% per annum (see Tables 1 and 2 and f i gure I ) . 

2 S t a t i s t i c a l data frora o f f i c i a l sources such as In te rna t i ona l F i n a n c i a l 
S t a t i s t i c s i s incomplete for the per iod covered i n th i s sect ion . As a 
r e s u l t i t r e l i e s heav i l y on data presented i n the B u l l e t i n of Indonesian 
Economic Studies and an unpublished thes is by Nermann (1974). 



Table 1. Indonesia r e e l e c t e d Growth;, tn f l a t i o i r and Balance g f Foments I n d i c a t o r s , 1960~74 

(1) 
Real GDP 
Growth 

Z 

(2) 
Real GDP 
Growth per 
c ap i t a % 

(3) 
Gross F ixed 
C a p i t a l f o r ­
mation to 

GDP% 

(4) 
Jakarta Cost 
o f L i v i ng 
Index % 
increase 

(5) 
Balance on 
Current 
Account 
(US $ nn) 

(6) (7) 
- Baalc Net o f f i c i a l fo re ign 
Balance exchange reserves 

(US $ an) (US $ rm) 

1960 • • • • • • a?.7 -84 98 328. 
1961 5.1 2.5 20.0 26.9 -526-, -169 129 
1952 2.4 - 0 . 1 7.7 -248 "126 117 
1,963 - 2 . 4 - 4 . 8 9.4 118.7 ^227 -104: -6' 
1964 3.8 1.3 14.3 104.7 -229 -52 -39 
1965 0.0 -2.5 3.3 305.5 -247 24 - 60 
1966 2.3 - 0 . 3 4.4 1044.7 -123 -52 -42 
1967 2.3 - 0 . 3 8.0 171 -283 -16 -56 
I96f 11.1 4.3 8.8 12.8 -251 3 -51 
1959 7.1 4.C 11.7 15.9 -383 -69 -86 
19 7o 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 -386 ;;56 285 
1973 11.3 4.9 17.9 25.8 -531 45 783 
1974 7.6 2.3 16.8 40.7 568 1090 1472 

SOUREES; Co l s . (1) , (2) and (3) IFS , var ious Issues; co l (4) for 1960 ~'&6 Newmann, 1974, Table 27 and f o r 
1967-74 IFSr from 1967 the base i s September 1966; co l s (5) and (6) IMF, Balance of Payments Yearbook 
var ious "xssuet^;Col, (7) unpxiblished Fund doctnnents, except 1970 - ' 72 fo r which source i s B . I . S . S 
%1 X , No. 2 , Ju ly 1973. 
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In 1962, the government current budget d e f i c i t was equiva lent to 63% 

of current revenue and to 74% of that y ea r ' s increase i n the money 

supply . By 1966 the d e f i c i t was equiva lent to 128% o f reventie and 857, 

,pf the increase i n the iacaey supply . Tae r a t i o of the change i n net 

claims to government to the change i n tlie domestic money supply ranged 

between 65% and 95% i n the four - year per iod (Johnsc» and Salop, 1979, 

p.53) Centra l government current revenue averaped 4.6% o f GDP from 1962 

to 1966 while expenditure averaged 9.8% (Sundrum, 1973, Table 1.) The 

very large m i l i t a r y outlays during these years were not Inc luded i n the 

budget so that these formal d e f i c i t s understate the extent of the 

imbalance betc/een revenue and expenditure. 

Table 2 . The govemmant current budget d e f i c i t and the money 
supply, 1960-1965 (bn o ld fig .) and 1966 ( bnnewBp , ) 

(1) (2) (3) (4) (5) 
Government D e f i c i t Money supply 

current % as % of (currency plus % ' 
budget ch-ange revenue demand depo- ciiange , (I) as % o f A (4) 
d e f i c i t s i t s ) 

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 97 267.2 104 123 

1964 397.9 137 140 703.1 163 91 

1S55 1602.9 303 173 2572.0 266 86 

1965 16.7 943 128 22.2 763 85 

SOURCE; Adapted from Netmanh, 1974, Tables 13> and 29. 

1 new Bp * 1;0CX) o l d . New Rp- were introduced i n Decea&er 
1965 (see heloiJ p. 14 ) 

As the rate of i n f l a t i o n increased and p r i c e expectat ions adjusted, 

the income v e l o c i t y of c i r c u l a t i o n ^ wtiich had averaged roughly 9% i n 

the 1958 to 1961 pe r i od , increased to over 13% i n 1952 and to 25.5% 

i n 19S6 (Sundrwa, 1973, Table 4 ) . As a r e s u l t p r i ces began to r i s e 

f as te r than the money supply, for example i n 1962, 1963, 1965 and 1966 

(see Tables 1 and 2 ) . 
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Figure 1. Jakarta Cost of L i v i n g Index, and Money Supply (currency plus demand 
depos i t s ) , 1960-1969, annual percentage changes. 

90CU 

sod 

700 

600 

5001 

400 

30CL 

200 

l O O l 

1960 •61 •62 '63 •64 '65 '66 
- f 
•67 

- -f 
'68 '69 

Jakarta Cost of L i v i n g Index 

Money Supply 



Despite the s i z e of the budget d e f i c i t s , expenditure as a percentage 

of GDP dec l ined from 18.7% i n 1961 to 10.6% i n 1965, whi le revenue 

dec l ined from 13.3% to 3.9% (Sundrum, 1973, Table 1). One reason for 

the dec l ine i n the government's command over resources was the performance 

of the foreign trade sector upon which i t depended heav i l y for tax 

revenue. (Up to 60% of current revenue t y p i c a l l y emanated froia taxes 

on imports and exports . ) As Table 3 ind ica tes export earnings dec l ined 

s t e a d i l y beti^een 1960 and 1964. A number of factors contr ibuted to the 

poor export performance. 

From 1958, rubber and petroleum had accounted for about 70?̂  of 

Indonesia 's export earnings . Rubber vfas produced both on p l ana t ions , 

which V7era, by and l a rge , Dutch-owned up to 1958, and by smal lho lders . 

Estate production dec l ined s t e a d i l y from 1953 to 1963. The dec l ine 

v;as a t t r i bu tab l e to ageing o f the trees and a re luctance to rep lant i n 

a p o l i t i c a l l y uncerta in cl imate (see below). Smallholders production 

increased throughout most of the per iod but the increase was not 

s u f f i c i e n t to compensate for both the f a l l i n estate production and 

the steady dec l ine i n the world p r i ce bettireen 1560 and 1965. The 

volume of rubber exports increased by 23% bettireen 1960 and 1965 while 

earnings dec l ined s t e a d i l y from $307 mn to $222 ran. Export earnings 

from petroleum peaked i n 1958. Domestic ccsisun^Jtion increased i t s 

share of t o t a l production of re f ined petroleum products from 33% 

i n 195S to 58% i n 1964 (Thomas anc'. PangiayWiia,. 1973, Table IV-0 ) . 

Turt l ier . from the po int of vietr of government f inance , the gross f igures 

for export ea imngs from petroleum and petroleum products overstate the 

amount of fore ign exchange ava i l ab le to the government s ince they 

include fore ign exchange used by the fore ign coapanies to purchase 

imports and to remit abroad. (Thomas and Panglaykim, (1973, p.05) 

estimate tliat i n the 1953-1965 period^, at l ea s t US $100 mn could be 

deducted from petroleum export earnings eacli year to obtain the net 

cont r i but ion of th i s product to government f inance. ) While the volume 

index of exports showed a 9% increase beti/aen 1960 and 1966 the terms 

of trade index showed a 24% dec l ine over the same pe r i od . 

Another f ac tor affecting, export petfcrmance was the -©yervalHeiA-: 

exchan<>e rate which acted as a tax on exports . Deta i l ed estimates of the 

degree of overva luat ion are not a va i l a b l e . Hwiever, Ilackie (1971, p.64) 

records that tlie b lack market rate fo r the Rupiah was general ly 



Table 3. Indonesia ; Year to Year Changes in Balance o f Payments Magnitudes 

1960-61 to 1969-70 (US $ nn) 

1960-61 1961-62 1962-63 1963-64 1964-65 1965-66 1966-67 1967-68 1$68^(59 1969-70 

Expcrcs (fcb) ~ 115 

in?>orts (fcb) - 307 

i n v i s i b l e s 
and Transfers 20 

T o t a l Current 
Accou i t - 4^2 

tong-cerm 

c a p i t a l 175 

B a s i c Balance - 267 

Fore ign 
Beserves - 199 

- 55 

319 

14 

278 

- 235 

43 

- 12 

55 

135 

59 

21^ 

2 

23 

- 25 

13 

10 

- 2 

55 

53 

. 2 

- 2 0 

81 57 102 

13 - 210 - 25 

- 123 - 33 

- 18 

^3 

75 

- 21 

30 

124 

200 

76 

18 

- 7 

- 160 

196 

36 

- 14 

- 45 

32, 

- 13 

19 

Source; I l g , Balance o f Payments Yearsbodc, var ious i s sue s . 

Note; A ninus s ign ind i ca te s a change that worsens the balance of payments 

122 

- 164 

- 90 

- ,132 

60 
- 72 

- 35. 

178 

- 121 

- 50 

7 

42 

49 

52 



i n the region of 300% of the o f f i c i a l e f f e c t i v e rate u n t i l about-.1958 

a^d therea f ter va r i ed between four and twelve times the o f f i c i a l r a t e . 

The de t e r i o r a t i on of i n f r a s t ruc tu re and t ransportat ion f a c i l i t i e s due 

to lack of maintenance a l so contr ibuted to the poor performance as d id 

the in t roduct ion , of. prortressively taore complex bureaucrat ic procedures 
contro ls m an attempt to r a t i on scarce fore ign exchange, 

and exchange/ The value of i n i ^ r t s a l so dec l ined s t e a d i l y from 1961 
to 1964. In 1965 the foreign exchange const ra int was such that imports 

3 

of r iccj , Indonesia 's s tap le fobdj were banned. Net fore ign exchange 

reserves were negative from 1963 and the success ive ta lance of payments 

d e f i c i t s were f inanced by foreign borrowing. By the end of 1965 

Indonesia 's fore ign debt was estimated to be i n the region o f $2.4 bn 

of which S2% was medium and long-term debt. Almost 60% of the t o t a l was 

owed to Eas te rn b l o c countr ies ( B . I . E . S . , No. 4, Jxme 1966, Table 1 ) . 

VJhat were the reasons for the huge budget d e f i c i t s of the 1960-65 

period? Sundrum (1973, pp.74-75) emphasises the revenue s ide of the 

budget. He argues ttiat i t was the dec l ine i n revenue between 1960 and 

1962 (from 13.6% to 4,3% of na t i ona l income) that p r e c i p i t a t e d the 

expansion i n budget d e f i c i t s as the governments unable to secure s u f f i c i e n t 

resources from the p u b l i c through taxat ion sought to " b i d them away by 

o f f e r ing higher p r i c e s " . Once th i s s t rategy was enflsarked upon i t 

venerated p rog ress ive ly greater increases i n the money supply as i n 

order to command a higher l e v e l of resources the government had to increase 

the money supply s u f f i c i e n t l y to cover the value of those resources at 

the p rev ious ly p r e v a i l i n g pr ices plus the increase i n t h e i r p r i c e 

r e s u l t i n g frovi the increase i n the money supply . There was a l so inc reas ing 

pressure on the expenditure s ide of the government budget de r i v ing from 

tiie rate of populat ion groJ/th i n Indonesia (of 2.5% per annum) and the 

h i s t o r i c a l r o l e of the government sector as a major employer. Between 

1958 and 1956 Indonesia 's populat ion increased from 38.43 mn to 

107.83 ran. Eoughly 10% o f the r ap id l y growing workforce was employed 

i n the se rv i ces s ec to r which inc luded tlie c i v i l s e rv i ce and the armed 

f o rces . I t was estimated that the l e v e l of o v e r - s t a f f i n g i n government 

departments and agencies vras up to 30% i n the mid-1960s, so that 

"government employment, both c i v i l and m i l i t a r y . . . cons t i tu ted a 

vast systeia o f imeoployraent r e l i e f . . . " ( B . I . E . S . , No.4. June 1356, p .28 ) . 

The s i z e of the c i v i l s e rv ice and armed forces resu l ted i n rout ine 

expenditure on wages and s a l a r i e s absorbing a large p a r t o f government 

expenditure, even though i n the hype r in f l a t i bn years the remuneration 

of c i v i l servants lagged far behind the rate of i n f l a t i o n . For example, 

3 Between 1960 and 1964 r i c e imports had averaged 1,066 metr ic tons 
or 10% to 12% o f domestic pro^duction. 



i n 1965 s a l a r i e s of c i v i l servants t o t a l l e d Rp.450 bn equiva lent to 

49% o f govemiaent revenue ( B . I . E . S . , No.SjFeb. , 1966, p .7 ) . 

Another factor was that the n a t i o n a l i s a t i o n of Dutch enten ) r i ses i n 

1557 had p laced v i r t u a l l y a l l the large - s c a l e i n d u s t r i a l enterpr i ses 

and h a l f the p lantat ions i n the governments' hands. N a t i o n a l i s a t i o n 

of B r i t i s h and Anierican ccm^Janies i n 1963, fu r ther increased govern­

ment ownership. Subs id i sa t ion of government estates and indus t r i e s 

increased r a p i d l y . For example, government c r ed i t s to state e n t e r ­

p r i se s increased from Rp.10.2 mn i n 1960 to Bp.95.8 m i n 1964 

(Thomas and Fanglay kim, 1973, p .118) . While these economic and 

s o c i a l factors cont r ibuted , a fu r ther major par t of the explanat ion 

res ides i n the p o l i t i c a l sphere. 

•file pe r iod from Indonesian independence (1949) to the adoption of 

the S t a b i l i s a t i o n and Rehab i l i t a t i on Programme i n October 1966 d i v i de s , 

i n p o l i t i c a l terms, i n t o two sub-per iods . The f i r s t , u sua l l y re ferred 

to as the " l i b e r a l " p e r i od , was baiaed on a system o f parl iamentary 

democracy pres ided over by a pres ident wi th l i m i t e d powers. Pres ident 

Sukamo he ld th i s o f f i c e throughout the p e r i o d . In 1957, a p o l i t i c a l 

c r i s i s caused by widespread r evo l t s i n the outer i s l ands b o m of 

d i s s a t i s f a c t i o n with the concentrat ion of power and resources i n Java , 

p r e c i p i t a t e d tlie impos i t ion of m a r t i a l law and the ending of parl iamentary 

democracy. The p r e v a i l i n g p o l i t i c a l phi losophy now became President 

Sukarno's caacept o f "Guided Democracy" which he descr ibed as a mixture 

of nat icna l i s iB , Islam and Marxism. The r e in t roduc t ion i n 1959 

of the c o n s t i t u t i o n o r i g i n a l l y drawn up i n 1945 but abandoned a few 

years l a t e r , bestcwed wide-ranging powers on the P re s ident . Of the 

prev ious ly prominent p o l i t i c a l pa r t i e s only the Communist Party (PKI) 

re ta ined s i g n i f i c a n t i n f l uence . I t co l l aborated with Sukamo. Under 

the nev7 p o l i t i c a l reginle the Prasidfittt shared power with tlie Army. 

However, from the beginning there were deep d i v i s i o n s w i th in the amy 

on the stance i t oiught to adopt towards StQcamo and the Anay was, 

by and l a rge , s t rong ly opposed to the PKI. This three - way a l l i a n c e 

was therefore an insecure ' one and depended c r i t i c a l l y on Pres ident 

Sukarno's a b i l i t y to maintain a de l i c a t e balance between the i n t e r e s t s 

o f tlie two opposed f a c t i o n s . In economic terms, the se izure by 

the s ta te of a l l Dutch property i n Indonesia at the end of 1957 

marked the beginning o f a much niore i n t e r v e n t i o n i s t phase which 

l as ted up to 1965. 



The rooi:s of the hjrper inf lat ion of the 1962 to '66 per iod are 

usua l l y traced to the ea r l y years of 'Guided Denwcracy'» While the 

government budget had been i n d e f i c i t each year from 1952, up to 

1957 the d e f i c i t was equivalent on average to 15% of revenue. The 

rate of increase of consuroer p r i c e s was a lso r e l a t i v e l y modest dur ing 

these years . The Jakar ta cost of l i v i n g index reg i s te red an average 

annual increase of 13% between 1951 and 1956. In 1957 however, the 

government d e f i c i t x^as equiva lent to 24% of revenue and to 51% the 

fo l lo i^ ing year . The rate of i n f l a t i o n increased frtm 8% i n 1956 to 

35% i n 1950. Hackie argues that the dec i s ion by the government i n 

December 1956 to put aside budgetary r e s t r a i n t i n the face o f the 

p o l i t i c a l chal lenge posed by the r eg iona l r ebe l l i ons represents a more 

inq>ortant turn ing po int i n Indonesia 's econotiic and p o l i t i c a l h i s t o r y 

than the n a t i o n a l i s a t i o n of the Dutch enterpr i ses i n December 1957 

which i s t y p i c a l l y viewed as the post-vjar watershed. Therea f ter 

d e f i c i t f inanc ing came to be used as a ' ' p o l i t i c a l sa fety va lue" a l lowing 

the government to " s idestep awkward questions about haw to make ends meet, 

whenever th i s might have en t a i l ed dec is ions which would have antagonised 

elements i n the p o l i t i c a l community whose support (was) e s s e n t i a l to the 

"regimft"(Mackia, 1967, p .20 ) . TS/TO c o s t l y m i l i t a r y campaigns spearheaded 

by Pres ident Sukarno and the PKI and opposed by the Aitj^r helped to 

d i s t r a c t a t t ent ion from i n t e r n a l d i sun i t y towards united act ion against 

exte rna l agents, and i n the l a t e r years o f "Guided Democracy', from the 

mounting eca i on i c d i s e q u i l i b r i a . The f i r s t was a success fu l campaign 

launched i n 1962 against the Dutch for West New Guinea.whidb, as West 

I r i a n , became par t o f Indonesia i n May 1963. The second was pa r t of the 

•po l i cy of con f ron ta t i on ' wit l i Malays ia which l a s ted from 1963 to 1966. 

The p o l i c y of confrontat ion resu l ted from the oppos i t ion of Pres ident 

Sukarno and the PKI to the formation of the federat ion of Malaya, Sarawak, 

Sabah and ( u n t i l 1966) Singap^gre, to become the na t i on of l i a l a y s i a . 

Sukamo and the PKI viewed Malaya and Singapore as. tools o f B r i t i s h neo ­

co l on i a l i sm and the formation of Malays ia as par t o f an " i i !q>erial ist 

p l o t " to e n c i r c l e Indonesia . These m i l i t a r y campaigns, contr ibuted to 

the eccxiomic d e c l i n e . I t i s estimated that during the f i r s t h a l f of 

the 1960s over one - th i r d of the fore ign debt accumnlated by Indonesia 

was used f o r m i l i t a r y expenditure. Tae dec i s i on i n 1964 to break o f f 

a l l commercial r e l a t i ons wi th Singapore and Malays ia as par t of the 

p o l i c y of c o n f r o t a t i o n a f fected almost h a l f .of Indonesia 's export 

tvaib. Fur ther , Western donors demonstrated t h e i r disappj-Vval by 

reducing t h e i r a id commitments. Another s i g n i f i c a n t d ra in on resources 



during th i s per iod were the prest ige p ro j ec t s , such as n a t i o n a l 

monutnents, t o u r i s t hote l s and inosqties, which were intended to i n s p i r e 

na t i ona l pri<!^ and un i ty and were accorded p r i o r i t y i n the government 

budget. These non-productive investments, known as the P res ident ' s 

S p e c i a l P ro j ec t s , were continued even when expenditure on development 

pro jects was being severe ly c u r t a i l e d i n the l a t e r years of the 

- hype r i n f l a t i on . 

There were atteiupts to reduce the government d e f i c i t on severa l 

occasions between 1957 and 1965 but each was abandoned before the 

ob ject ive could be reiadied. FollotJ^ing one such attempt i n 1959 i nvo l v ing 

budget r e s t r a i n t and a monetary purge ~ which invo lved reducing the 

value o f a l l Bp.500 and Rp. 1,000 denomination banknotes to 10% of t he i r 

face value and " f r e e z i n g " 90% of bank deposits over Rp.25,000 - the 

money supply was reduced by one - th i rd and the rate o f i n f l a t i o n moderated 
A 

i n 1959 and 1960 . However a number of factors conspired i n l a te 1961 

to provoke a n&a round of p r i c e inc reases . These inc luded a r i c e 

shortage whidi developed i n September 1961 tine to drought; increased 

money c reat ion to i f « « i ice the m i l i t a r y catr^aign i n West I r i a n which 

began i n e a r l y 1962; and sx>eculation brought about by the downward 

trend i n the fore ign exchange reserves . From 20% of revenue i n 1960 the 

government d e f i c i t widened to 42% i n 1961 and 63% i n 1962; the money 

supply almost doubled between 1961 and 1962; and net fore ign reserves 

dec l ined from US$*28 mn i n 1960 to $117 mn i n 1962. T ^ i i marked the 

beginning of the per iod of acute d i s e q u i l i b r i a . 

There was one major attempt to check tlie i n f l a t i o n dur ing 1963. 

S t a b i l i s a t i o n measures adopted at that time inc luded budget au s t e r i t y , 

r e l axa t ion of the many contro ls that had been introduced s ince 19. 8, 

an emergency programme t f imports made poss ib le by fore ign a s s i s t ant s 

and a new exchange rate regime designed to promote exports . The 

l a t t e r was the fourth major attempt s ince 1955 t o reform the complex 

4 G r env i l l e (1976, p . 13) describes the 'monetary reforci ' as having 
been p r ima r i l y designed to c e n t r a l i s e the f inances needed to i&^.xii 
state enterpr i ses i n the hands of the government. 



mult ip l e exchange rate system . Trie iopact of these reforms - an 

86% devaluat ipn i n the b a s i c o f f i c i a l exchange r a te , e l im ina t i on of 

e x i s t i n g export taxes, r e v i s i on of import surcharges and the - i n t r oduc t i on 

of a new exchange re tent ion schema (undei: wliich exporters r e ta ined 5% 

o f t h e i r export proceeds and a further 10-15%.iiras autcmat ica l ly a l l o ca t ed 

to them for purchasing e s s e n t i a l iE5)orts) - was estimated to be a 

deprec ia t ion of roughly 40% i n the e f f e c t i v e export rate and a somewhat 

l a rge r e f f e c t i v e devaluat ion o f the import rate (Kanesa - Thasan, 1965, 

p .361) . The s t a b i l i s a t i o n measures were introduced i n May 1963. 

As s i s t ed by a good r i c e harvest i n Apri l/May, the laeasures appeared to 

be having an impact. In the three montlis from June to August, the 

Jakar ta Cost of L i v i n g Index incre.ased by 5.8% con5>ared with a 26.3% 

increase i n the f i v e months to May (Newmann, 1974, Table 128). However 

the e s ca l a t i on of confrontat ion with Malaysia i n S e p t t i ^ c r 1963 undid 

the progress tl iat had been made. The planned r e d u c t i o n . i n the govern­

ment budget d e f i c i t i n 1963 and i t s e l im ina t i on i n 1964 were n o t achieved -

the d e f i c i t grew from 63% of revenue i n 19G2 to 103% i n 1963 md 140% 

i n 1964. Tlie new foreign exchange regu lat ions were replaced i n 1964 by 

another system whose main feature was a, new .export inducement c e r t i f i c a t e 

sdieme under whicli exporters were allowed to r e t a i n approximately 20% 

of t h e i r fore ign exchange earnings . By the end of 1964 there were three 

5 Tlie e a r l i e r attempts to remove the exchange rate b ias against 
exporters and reduce quant i ta t i ve r e s t r i c t i o n s on imports were i n 
1955 (when the exchange tax on non -es sent i a l imports was increased , 
a tax imposed on e s s e n t i a l importSj, and the e f f e c t i v e rate for 
exports devalued) 5 1957 (when exporters xjere i ssued wi th c e r t i f i c a t e s 
equal to the f u l l va lue o f t h e i r exports which were to be s o l d i n a 
free i^arket with 80% of the proceeds beiing re ta ined by the s e l l e r 
arid the remainder going to the _?ov2mment as .a tax) i etid 1959 (when 
the b a s i c o f f i c i a l rate of exchange was devalued) . Kanesa - Thasan 
(1956, p.363) de^scribes the exdiange rate systefii immediately p r i o r 
to the 1963 reform. There were "(I) three, d i f f e r en t types of exchange 
c e r t i f i c a t e s v a l i d fo r d i f f e r en t types of fore ign exchange payments 
issued against c e r t a i n . p ex ( ^ t a ge of export earnings; (2) ah exchange 
re tent ion scheme per ia i t t ing the exportejr to retain, a snml l p a r t o f h i s 
export earnings fo r use for ce r t a in categories of imports ; and 
(3) d i f f e r e n t i a l rates of import surcharges app l i cab le to d i f f e r en t 
categories of non - e s sen t i a l imports , "ttiere were^ as a resu l t^ more 
than 15 separate ImFvrt rates i n ope ra t i on " . 



e f f e c t i v e buying rates and seven e f f e c t i v e s e l l i n g rates (Johnson and 

Sa lop , 1979, p .54 ) . 

Thus.J the p r i n c i p l e cause of the h y p e r i n f l a t i o n res ided i n the 

govemnsent a t t i tude to s t a b i l i s a t i o n . Throughout the per iod from 

independence to 1965 i a t e m a l p o l i t i c a l struggles took precedence over 

eccooraic p o l i c y . During the " l i b e r a l " years (1950-1957) frequent 

changes of government (e ight cab inets , with diverse views on issues such 

as the respect ive ro les of the p u b l i c and p r i va te sectors and tfee 

appropriate stance towards foreign investment, he ld o f f i ce ) m i l i t a t e d 

against any susta ined , choherent approach to economic p o l i c y . During 

the years of "Guided Democracy" the under ly ing p o l i t i c a l i n s t a b i l i t y 

continued to determine the course of econoiaic p o l i c y . Thomas and I-^nglaj^m 

(t973s P«76) sum up the s i t u a t i o n thusi 

"The outward s t a b i l i t y at the top over the . . . years 
when "guided democracy" and "guided economy" gradual ly 
became the s tate ideo logy , provided the th in v e i l h i d i ng 
ttie deep-seated antrgonisms between competing groups 
centred around the Pres ident , the Army and the Communist 
Par ty . U n t i l one group succeeded i n u n i t i n g the var ious 
d iverse elements under one banner . . . . i t was f u t i l e to 
expect that much could be done i n economic a f f a i r s " . 

The p o l i t i c a l c r i s i s of 1965-56 paved the way for the in t roduc t i on 

of tlie S e h a b i l i t a t i o n and S t a b i l i s a t i o n programme of October 1966. 

On the nigjit o f Septeniber 30, 1955 th « . | j f a s an attempt by the PKI f ac t i on 

i n the r u l i n g a l l i a n c e to remove by force the ant i -HCI leaders 

w i th in the Army. The attempt, from wiiich Pres ident Sukamo had f a i l e d 

to d i s soc i a t e h imse l f , f a i l e d , and wi t l i in days the Amy had c a r r i ed out 

a success fu l counter coup. In SA ensuing bloody c i v i l v/ar the Anay and 

anti-Communist c i v i l i a n groups took revenge on the PICI. I t had been 

the l a rges t caamunist party outside the Eastern b l o c and China with an 

estimated three m i l l i o n raeinbers and seventeen m i l l i o n members of a f f i l i a t e d 

o rgan i sa t ions . I t was now v i r t u a l l y a n n i h i l a t e d . I t i s estimated that 

between 300,000 and 500,000 people a l l eged to be members or sympatixisers 

were k i l l e d , and tens of thousands a r r e s ted . Simultaneously, oppos i t ion 

to Pres ident Sukarno, b o m of d i s s a t i s f a c t i o n with h i s apparently 

ambivalent a t t i tude to ti»e attempted l e f t -w ing coup, grew. I t was 

ennunciated i n the f i r s t instance by student groups and u l t imate ly by 

the Arny. In March 1966 Sukamo was e f f e c t i v e l y replaced by a t r i um» f * « t » 



comprising General Suharto (commander o f the Armed Forces )s Su l tan 

Hamengkubuwono IX (the Sultan of Jogjakarata) and Adam Ma l i k . Sukamo 

was formal ly s t r i pped o f h i s remaining powers i n February 1957 and 

General Suharto was appointed act ing P res ident . In March 19683 

Suharto was appointed Pres ident . 

In the s i x months betx^een the coup attenpt and the de facto t rans fe r 

of powers the economic s i t u a t i o n had continued to de t e r i o r a t e . Over 

th i s periods the Jakarta Cost of L i v i n g Index increased by 510% whi le 

the money supply grew by 237%^. Domestic i n d u s t r i a l product ion stagnated, 

as, s tarved of imported input s , p lants operated at an estimated 20% to 

30% of capacity„ An i n e f f e c t u a l se r i es of s t d > i l i s a t i o n measures was 

introduced i n Noveriber/December 1365. These inc luded a plaxmed balanced 

budget fo r 1966, a b o l i t i o n of subs id ies to p u b l i c u t i l i t i e s and on 

petroleum products , new taxes, wage adjustments, devaluat ion and a 

currency reform^ In Deceiaber Bank Indonesia (the c e n t r a l bank) defaulted 

on l e t t e r s of c r e d i t h e l d by Japanese exporters (to the value of $2 mn). 

In Ju l y i t was announced that a programme o f s t a b i l i s a t i o n and 

r e h a b i l i t a t i o n \?as to be formulated aimed at c o n t r o l l i n g i n f l a t i o n 

and r e s t o r i ng product ion . However, the major economic p o l i c y laeasures 

were not announced u n t i l October. Between the t rans fe r of power i n 

March and the 'October Regu lat ions ' p r i o r i t y was given to conso l i da t ing 

the new p o l i t i c a l order, ending the confrontat ion with Ma lays ia (which 

was accoB?>lished i n August) aad addressing the debt problem. Sepajnoents 

due i n 1965 ataounted to $530 m or $ 1 0 0 nsi more than an t i c i pa ted fore ign 

exchange earnings i n that year ( B . I . E . S . , No.4, June 1955 p .4 ) , E f f o r t s 

to have the debt rescheduled began i n M&y and i n Ju ly Indonesia 's 

Western c r ed i to r s met under the chairmanship of the Netherlands. 

A second meeting i n mid-September to which Indonesia was i n v i t e d , was 

6 Ca lcu la ted from data i n Newmann 1974, Table 31. 

7 The currency reform of DecenJjer 13 invo lved rep lac ing o ld Rupiah 
by new ones wi th 1 new Repiah being equiva lent to Rp.1,000 o l d . 
The reason for th i s " re form" was reputed to be the i n a b i l i t y of 
the p r i n t i n g press to ^-aal with the announced increases i n c i v i l 
s e rv i ce and armed forces s a l a r i e s and the payment of bonuses for 
the Lebaran ho l i day i n l a te January. "The dec i s i on to introduce 
the new Rupiah . . . made i t poss ib l e to put i n t o c i r c u l a t i o n large 
stocks o f Bp.50 and 100 notes p r i n t e d i n 1960 that had been ove r ­
taken by the i n f l a t i o n and never used" ( D . I . E . S . , No.4, 1966, 
p .7 ) . 



attended>y delegations from Japan^ United S ta te s , West Germany., 

France, Netherlands, I ta ly^ the Uni ted Kingdom and A u s t r a l i a , as 

w e l l as b y . o f f i c i a l s from the IMF and observers from New Zealand, 

Canada and Switzer land. Agreement i n p r i n c i p l e was readied on a 

... moratorium and reschedul ing but i t wias decided to postpone drawing 

up a timetable u n t i l the next meeting i n December, i n P a r i s . In 

October 1966 the Soviet government agreed to a moratorium on debts 

u n t i l 19iS9. B i l a t e r a l reschedul ing agreements were subsequently 

negotiated wi th most of the other comiminist c r ed i t o r countr ies under 

which repayment was deferred u n t i l 1970. In the iwiantime"emergency 

r e l i e f of $li9'ffln for 1966 had been obtained"' . 'r-. 

During t l i i s pe r i od Indonesia was not formal ly a taevtev o f the 

IMF. I t had jo ined the Fund i n 11?54 and had had Stand-by irrangements 

i n 1961 and 1963. K ie l a t t e r was i n support of the 1963 s t a b i l i s a t i o n 

programme but was cance l led when the beginning of the p o l i c y of 

confrontat ion with Malays ia rendered attainment of the f i s c a l targets 

imposs ib le . Indonesia withdrew from tlie United Nations - and as a 

consequence frora the Fund and the World Bank - i n August 1965 i n p ro tes t 

at Ma lays ia ' s being admitted to men^ership. In June 1966 a Fund 

miss ion v i s i t e d Jakar ta to discuss r e - ent ry and Indonesia o f f i c i a l l y 

app l ied for menfcership i n J u l y . The Executive Board agreed terms and 

condit ions f o r r e - ent ry at the September 1966 Annual General Meeting 

and Indonesia formal ly re jo ined the Fund i n February 1967. From 

August/Septeni)er 1966 ho«/ever. Fund personnel were a s s i s t i n g i n the 

preparat ion of the s t a b i l i s a t i o n programme (Tomasson, 1970^ p .47 ) , 

and at the September meeting o f Indonesia 's c red i to r s tlie Fund Was 

asked to pre^'are forecasts of balance o f paymaits magnituda whidi 

XTOuld a s s i s t the Western c r ed i t o r countr ies i n organis ing re-schedulingp. 



II - The Rehab i l i t a t i on and S t a b i l i s a t i o n Programme 1966-1970 

At the Septeiabci 1956 meeting of the Western c r ed i t o r coun t r i e s , 

the Indonesian a i i t l ib r i t ies out l ined the programme o f ' r e h a b i l i t a t i o n 

and s t a b i l i s a t i o n " which ,i^ey proposed to pursue.. I t s four Inter^dtelated 

object ives were: 

"(a) by rendering a more proper r o l e to market fo rces - (to) 
create a wider and equal opportunity for p a r t i c i p a t i c ^ 
i n the deyelc^ment of our economy by a l l c reat ive e f f o r t s^ 
s ta te and p r i v a t e , dotiestic and foreign a l i k e ; 

(b) the achievement of a balanced State Budget; 

(c) pursuance of a r i g i d yet w e l l - d i r e c t e d c r e d i t p o l i c y 
of the banking system; 

•(d) establ ishment of a proper l i n k between the domestic 
and the i n t e r n a t i o n a l economy through a r e a l i s t i c 
exchange r a t e , and thus c reat ing s t i m u l i to reverse 
the downward trend of the balance of payments''^. 

As i t s t i t l e suggested the programme had two elements and tbe 

schedule (announced the previous month) had expla ined the cimSdrt i n 

which they were to be pursued. The programme was to have two ph£iseS2 

Tiie f i r s t phase, " r e h a b i l i t a t i o n " would begin with a per iod qt 

r e s u s c i t a t i o n " , l a s t i n g from Ju ly to December 1966, dur ing trtiidi the 

government would t ry to ensure an adequate supply of e s s e n t i a l commodities. 

This re fe r red i n p a r t i c u l a r to the s o - c a l l e d nine ba s i c commodities, -

r i c e , sugar, s a l t , kerosene, t e x t i l e s , rough b a t i k , coconut o i l , s a l t e d 

f i s h and soap. Between January and Ju ly 1967 the ecq>hasis would be on 

improving p r o d u c t i v i t y and increas ing the supply of e s s e n t i a l commodities. 

Phase two, " s t a b i l i s a t i o n " would l a s t from Ju ly 1967 to Ju l y 1963 at 

which time the eii5>hasis would switch from s t a b i l i s a t i o n to development. 

Tae September announceui^nt revealed that the r e h a b i l i t a t i o n programme 

would be p r ima r i l y concerned with four sectors : food, in f ras t ructure ; , 

exports and c l o t h i n g . With h inds i ght , and employing a y a rd s t i ck more 

fashionable now than in^ the la te 1960s, a s t r i k i n g feature of the 

Indonesian programme i s the emphasis on supply s ide measures and 

s t r u c t u r a l adjustment. Tl»e tt/in goals o f the programme •- c o n t r o l l i n g 

i n f l a t i o n and r e s to r ing production - were pursued i n tendem with 

adjustmentsbeing made whenever i t appeared that tlie des i red balance 

7 Press Statement quoted i n B . I . E . S . No.5, October 1966,. p .4 . 



between the C/o elements had been l o s t * 

The extensive changes i n the rules governing fore ign trade embodied 

i n the 'October 3 Regulat ions ' marked the beginning of the r e h a b i l i t a t i o n 

and s t a b i l i s a t i o n programme, while the u n i f i c a t i o n of the exchange 

rate i n A p r i l 1970 can be viewed as marking its completion. Below, 

we consider the thrust o f f i s c a l a id c r e d i t p o l i c y , as w e l l as the 

f i n a n c i a l and exchange rate reforms introduced, during the in te rven ing 

three and a h a l f years . : 

F i s c a l p o l i c y i 

Since budget d e f i c i t s had been the p r i n c i p a l cause of the hyper ­

i n f l a t i o n , t h e i r e l im ina t i on was a prime target of the s t a b i l i s a t i o n 

programme. The budget adopted for 1967 showed t o t a l revenue and 

expenditure balanced a t Rp , . . 81 .3 bn. While the r e a l i s e d rever .»! 

and expenditure f igures revea l a smal l d e f i c i t <of Rp. 2,7 bn) 

equiva lent to 3% o f revenue, t h i s x^as a remarkable c o i t r a s t to the 

1966 outturn which recorded a d e f i c i t (of Rpj •. 16.7 bn) equiva lent 

to 128% of revenue. How was th i s turnabout achieved? 

The expenditure s ide of the 1967 budget r e f l e c t ed the adoption 

of a progransne of "severe auste r i ty ' ' and s t r i c t cont ro l over spending. 

Current expenditure accounted for 81% of the r e a l i s e d t o t a l and of 

th i s s a l a r i e s of government employees alone accounted for 45%. The 

development budget accounted for 13% o f t o t a l expenditure and w i th in 

i t p r i o r i t y was given to r e h a b i l i t a t i n g e x i s t i n g productive capacity 

ra ther than to launching new p ro j e c t s . Expenditure was concentrated 

i n the four sectors i d e n t i f i e d as p r i o r i t i e s f o r the r e h a b i l i t a t i o n 

programme. Most of Pres ident Sukarno's '^special p ro j e c t s " were 

abandoned and the ending of the war wi th Malays ia presaged a 

reduct ion i n m i l i t a r y expenditure. Contro l over government expenditure 

was tightened i n a number o f ways. Respons i b i l i t y for the budget 

was returned to the M i n i s t r y o f F inance , a l l govemtaent expenditures 

were to be recorded i n one budget; no supplementary or s pec i a l 

budgets were allot/ed; and budgetary a l l o ca t i ons were made on a 

quar te r ly b a s i s . 



In nominal terms revenue increased more than s i x - f o l d between 1966 

and^lgj61.aad,as a proport ion of GDP i t increased from 4.1% to 10.0%. 
^ a a a i t i ona l to more accurate recording of rece ipts ^ d expenditure. 

This in^rovement was due to a number of f a c t o r s / During the years of 

h y p e r i n f l a t i o n the e f f i c i e n c y of the taxat ion system had de te r i o r a t ed . 

E f f o r t s to improve tax c o l l e c t i o n had begxm i n mid-1966. The r e s u l t s 

for 1967 were be t t e r than ant i c ipa ted i n the budget. Rea l i sed income 

tax rece ipts were more than double the budgeted l e v e l whi le corporat ion 

tax r e a l i s e d 154% of the sum ant i c ipa ted i n the budget. " Tax reforms 

and changes i n the exchange rate used for determining the l o c a l currency 

va lue of imports on which customs duty was l ev i ed a lso had a p o s i t i v e 

impact on government revenue. The in?>ort va luat ion rate was r a i sed 

f r c n P4). 10 per US $ i n October 1966, to up. 90 i n March 1967 and 

again to Rp. .130 i n Ju ly 1967. Tlie cont r i but ion of d i r e c t taxes to 

government revenue continued to be r e l a t i v e l y small*, i n 1967 only 19.8% 

of t o t a l revenue der ived from t h i s area. S i m i l a r l y , dependence on 

taxes r a i s ed i n the fore ign trade sector continued to be very high 

x/ith 40.6% o f t o t a l revenue coming from exc i s e s , i iq)ort dut ies and 

export taxes . 

A major f ac tor i n ba lancing the 1967 budget was the i n c l u s i o n of 

pa r t of the fore ign ass istance obtained i n that year i n current 

budget revenue. In February 1967 ,̂ Indonesia 's Western c red i to r s^ now 

known as the Inter-governmental Group on Indones.ia (JGGI), agreed to 

a s s i s t w i th tite r e h a b i l i t a t i o n programme. Fund est imates had ind i ca ted 

a l i k e l y balance of payments d e f i c i t o f ,$200 im i n 1967^ The.IGGI 

accepted that th i s was the l e v e l of c r ed i t s requi red i n 1967 and i t was 

expected that b i l a t e r a l negot iat ions wit l i i n d i v i d u a l IGGI members would 

r e s u l t i n loans and grants to t h i s l e v e l becoming ava i l ab l e ea r l y i n 

1967. (Immediately a f t e r the February 1967 meeting, the Uni ted States 

pledged i t s e l f to provide one - th i rd of the t o t a l ass istance made 

ava i l ab l e and Japan subsequently matched th i s offer. ) In the event 

commitments i n 1967 amounted to $173 . The Indonesians proposed ttiat 

a l l the a i d comnitted for 1557 should be made, ava i l ab l e through the 

BE (Bonus Ekspor) market. This was a free market i n export c e r t i f i c a t e s 

and as par t of the move tosirards decont ro l l i ng trade and payments 

var ious steps were taken over the l i f e o f the programme to enlarge 

the coverage of th i s market. Under the BE system (which i s d iscussed 

i n more d e t a i l belov/) exporters exdianged t h e i r earnings for a 

combination of BE c e r t i f i c a t e s , and tupiah converted at the o f f i c i a l 

r a t e . The BE c e r t i f i c a t e s could be so ld i n the open market and used 



to purchase imports from the B E l i s t of e s s e n t i a l commodities and 

raw mate r i a l s . As par t of the October Segulat ions , i t was mhounced 

that Bank Indonesia would create B E c e r t i f i c a t e s against fore ign a id 

funds and s e l l them on the open market. ( I t a l so began to 6 e l l some 

of the fore ign exchange which exporters were ob l iged to s e l l to i t . 

The di f ference between the Rp, 1 0 to the $ rate a t which the au tho r i t i e s 

purchased the fore ign exchange and the rate a t which they s o l d i t 

contr ibuted s i g n i f i c a n t l y to government revenue i n 1 9 6 7 accounting 

for 12% of tilt t o t a l . ) This procedure they argued, would a s s i s t i n 

increas ing the supply of essent ia l imports as w e l l as cont r ibut ing to 

government revenue. The IGGI donors i n i t i a l l y r e s i s t e d th i s use of a i d 

funds s ince i t would reduce the scope for a id typ ing . Although the 

Indonesians proposed that the c e r t i f i c a t e s be i ssued for use i n a 

s p e c i f i e d country, i . e . the donor country, the importers ' freedom to 

purchase any i tem aa the B E l i a t and the preponderance of consumer 

goods on that l i s t r e s t r i c t e d tlie opportunity for d i r e c t i n g the 
8 

expenditure of the a i d ftmds i n t o p a r t i c u l a r s e c t o r s . Posthumus ( 1 9 7 1 ) 

argues that two factors exp la in the acquiescence o f the donors to 

th i s use of a i d . These were "the strong support of the Indonesian 

p o l i c i e s , i n c l u d i n g the s p e c i f i c proposals regarding the forms of a i d , 

by the IMF representat ives . . . (and) the fact that the Netherlands had 

already a f te r in tens ive b i l a t e r a l d iscuss ions wi th Indonesia , accepted 

the B E mechanism as the diannel through which botii i t s 1 9 6 6 a i d as 

w e l l as i t s 1 9 6 7 a i d to Indonesia should be introduced i n t o the 

Indonesian economy" ( p . 2 1 ) . In the event sa le of c r e d i t B E accounted 

for 29% of r e a l i s e d budget rece ipts i n 1 9 6 7 . I t can be viewed as 

having f inanced the e n t i r e development budget plus 10% o f the current 

budget. 

ThuS; r e l y i n g heav i l y on foreign ass istance tlie au tho r i t i e s almost 

balanced the government budget i n 1 9 6 7 . However, the o f f i c i a l d e f i c i t , 

of R p . 2 . 7 bn , appears to understate tSie l e v e l of government borrowing 

i n 1 9 6 7 . This conclusion i s suggested by the f ac t that of the t o t a l 

increase i n domestic c r ed i t of Rp.33 bn i n 1 9 6 7 , PnP.G.3 bn went to the 

government (See Table 4 ) . An id t , (1968, p p . 2 - 5 ) quoting much la rger 

f igures for government borrowing than those impl ied by the discrepancy 

between the f i s c a l d e f i c i t and the increased claims oh the govemruentj 

8 The arguments put forward by the donors are more f u l l y discussed 
i n Posthumus,1971, p p . 1 9 - 2 1 . 



that i s P^.13.6 bn by the cent ra l government and a fur ther Rp.4.4 bn 

by the s tate e a t e rp r l s e s , suggests that the icq? l i e d extra-budgetary 

expenditure subs id ised the a c t i v i t i e s of govemfneht agencies such as 

the r i c e procurement agtsicy (BULOG) j the f e r t i l i s e r d i s t r i b u t i o n 

agency (PM P i c t an i ) and the sugar producer (PUT Gula ) . Fur ther , an 

unpt^ l i shed 1968 Fund report re fers to extra-budgetary expenditure 

of Rp.14.4 bn, Ep.13,4 bn of which was spent on r i c e procurement. 

Nevertheless , the v i r t u a l balaftce achieved i n the fon?al budget i n 

1967, coming as i t d id a f te t f i f t e e n years of p rogress ive ly l a r ge r 

d e f i c i t s , confirmed tlie goveriiment's commitment to economic s t a b i l i s a t i o n . 

During 1967 the rate of i n f l a t i o n moderated s i ^ i f i c a n t l y . The 

December -to December increase i n 1966 had been 635%. In 1967 i t was 

reduced to 112% (see Table 5 ) . However, the target had been a rate 

o f p r i c e increase i n 1957 equivalent roughly to one-tenthcf the 

previous yea r ' s r a t e . H i i s target appeared to be a t ta inab le up to the 

f i n a l quarter o f 1967. The quar te r ly rate of p r i c e increase had 

f a l l e n from 32% i n the f i r s t quarter to 10^ i n the second. In the 

t h i r d quarter i t rose to 12% and i n tlie f i n a l quarter to 31%. A number 

of factors caabined to produce th i s a c ce l e r a t i on . They inc luded a 

" r i c e c r i s i s " p r e c i p i t a t e d by a pijor secondary harvest i n September 

po inc ident w i th a wor ld shortage; fore ign exdiangie s c a r c i t y ; deprec ia t ion 

of the Rupiah and rap id monetary expansion during 1967 (see below p. 24 ). 

The acce l e r a t i on i n the rate of i n f l a t i o n i n l a te 1967 necess i t a ted 

sub s t an t i a l upward r e v i s i o n i n the estimates of government expenditure 

for 1968. Ihe o r i g i n a l budget estimates had assumed an i n f l a t i o n rate 

o f 65% i n 1967 and 30% i n 196P ( B . I . E . S . , No.9 , p . 13). The r ev i sed 

budget showed revenue and expenditure some 30% higher than the o r i g i n a l . 

With a view to inc reas ing government revenxiie the rate for sa les of 

fore ign exch^ge was r a i s ed i n January 1968 from.Rp.140 to-R{i4<2^0-per US. $. 

The va lua t i on rate for import duties was r a i sed from Bp. 13a to Rp'. 2 40 per 

US $ i n January and to Rp.275 i n June. A l s o , i n A p r i l , the p r i ces 

of petroleum products , e l e c t r i c i t y and p u b l i c transport were r a i s e d . 

The " r i c e c r i s i s " of l a te 1967 strengthened the au tho r i t i e s i n 

t h e i r view that inc reas ing the supply of the nine " e s s e n t i a l commodities" 

was v i t a l to the success of the a n t i - d n f l a t i o n programme. In p a r t i c u l a r , 

ensuring an adequate supply of r i c e a t std>le p r i c e s became the p r i o r i t y 

for 1960. Th i s was to be achieved by inc reas ing domestic p roduct ion . 



in5)orting l a rge r quant i t i e s and improving the system fo r d i s t r i b u t i n g 

r i c e w i th in Indonesia. In 1967. a new o f f i c i a l t i c e procurement agency 

(BULOG) had been charged with procur ing and d i s t r i b u t i n g the r i c e 

required for payments i n k ind to the c i v i l and m i l i t a r y se rv ices and 

with in te rven ing i n the market i n order to s t a b i l i s e the p r i c e o f r i c e . 

When the r i c e shortage developed i n the l a s t quarter o f 1967 BULOG 

he ld inadequate stocks to perform t l i i s second f unc t i on . As a r e s u l t , 

p rov i s i on was made for i t to in?)ort 600,000 tons of r i c e i n 1968 

compared to the 270,000 i t had imported the previous year . By mid-WeS 

i t became c l ea r that purchases on th i s sca le could not be f inanced 

w i th in tlie rev i sed budget est imates . Given the symbolic in^ortance 

attached to formal ly balanced budgets i t was decided to remove BULOG's 

opera.tion8 from the budget and to f inance them d i r e c t l y from Bank 

Indonesia c r e d i t . 

The formal budget for 1968 was then balanced i n l i n e with the 

rev i sed p l a n . Once again , 81% o f t o t a l expmdi ture was on the current 

budget which was e n t i r e l y f inanced from domestic resources. The 

development budget was f inanced by foreign ass istance and w i th in i t 

p r i o r i t y was accorded to f inancing production of t e x t i l e s and sugar^ 

and purchases of f e r t i l i s e r and p e s t i c i d e s . The cont r i but ion of d i r e c t 

taxes to t o t a l revenue Increased from 19,8% i n 1967 to 27.5% but 

dependence on revenue der ived from taxes on fore ign trade remained at 

r o u ^ l y the same l e v e l as i n the previous year (39.8% i n 1968 compared 

with 40.6% i n 1987). Foreign a s s i s t a i c e provided 19.2% of t o t a l 

revenue while the proport ion of t o t a l expenditure pre-empted by 

government s a l a r i e s continued to dec l ine ( to 37.2% from 45% the previous 

yea r ) . The Deceirfjer to December increase i n the Jakarta Cost of L i v i n g 

Index was 85%. 

In 1969 a new f i s c a l year , nmning from A p r i l 1 to March 30 was 

adopted. A budget covering the t r a n s i t i o n a l per iod from December 

31, 1968 to March 30, 1969, showed a smal l surplus of 8p. 143 m . 

The budget for 1969/70 showed a smal l surplus o f ' Rjy.SI A surplus 

of 1^.27.2 fan on the rout ine budget added to a i d funds of ?4 .1 Ijn qf 

f inanced the development budget. Soutina expenditure was 45% higher 

i n nominal terms than i n calendar year 1968 while developiaecit 

9 This co inc ided Td.th the r i c e crop year and was, therefore b e t t e r 
adopted to the seaScHial pattern of r ece ip ts and expenditure . 



expenditure was 232% higher . Once aga in , fore ign assistance accounted 

for o n e - f i f t h (19.6%) o f t o t a l r e ce i p t s , d i r e c t taxes for about 

one-quarter (27.3%). Taxes ra i sed i n ' t h e fore ign trade sector 

reduced t h e i r cont r i but ion to 33.8% (froto 39.3% i n 19^8). Expenditure 

on personnel dec l ined further to 27 . 8 % o f t o t a l expenditure (from 

37,7% i n 1968.> Revenue as g. percentage o f GDP had remained at around 

10% i n 1968. and 1969 and increased to 13.2% i n 1970,while expenditure 

continued at approximately 11% (Sundrum, 1973, Table 1 ) . 

C red i t P o l i c y and F i n a n c i a l Keformi 

Cred i t p o l i e y had a dual db ject iva - r e s t r a i n i n g o v e r a l l c r e d i t 

expansion « U l e .extending c r e d i t to increase suppl ies of e s s ^ a t i a l 

commodities v i a imports and increased domestic production^- Success 

was contingent i n the f i r s t instance on f i s c a l p o l i c y and r ap id 

reduct ion of t̂ ae f i s c a l d e f i c i t . As Table 4 i l l u s t r a t e s , i n 1966, of 

the Bp. 18.4 bn increase i n domestic c r e d i t , 68% had gone to the 

government. In 1967 the government share i n the increment f e l l to 

25% and the fo l lowing year to 5%. In 1969 there was a s l i g h t 

dec l ine i n the absolute l e v e l of claims xxa., the government while i n 

1970 less than 5% o f the increcient i n domestic c r e d i t went to the 

cent ra l government. (Claims on o f f i c i a l e n t i t i e s however accounted for 

a sub s t an t i a l p a r t - i n the region of 30 to 40% - of the increase i n 

domestic c r e d i t i n both 1968 and 1969). 

Steps towards r e s t r i c t i n g o v e r a l l c r e d i t expansion had been taken 

i n May 1956 with a p r o h i b i t i o n on overdrafts and new investment 

c r e d i t s . Tae October Regulations added further r e s t r i c t i o n s i n c l u d i n g 

d i r e c t i v e s tl iat import c r ed i t s were to be extended only i n s p e c i a l 

cases; export c r e d i t s were to be s t r i c t l y con t ro l l ed ; s tate enterpr i ses 

were not to be afforded pre fez^t i t i a l treatment and the l e g a l miniimim 

reserve requirement of 30% was to b e : s t r i c t l y enforced f o r a l l banks. 

In te res t rates on loans from State commercial banks were now r a i s ed 

more than three f o l d to 6 to 9% per month from 25 t o 50% per aimum. 

The new rates were s t i l l less than one - th i rd o f the p r e v a i l i n g 'curb 

r a t e s ' reported to be i n the region of 20-30% per month (G r env i l l a , 

1976). The r e s t r i c t i v e c r e d i t p o l i c y introduced i n October 1966 was 

re laxed i n A p r i l 1967. The monthly increase i n the cost o f l i v i n g 

10 The new rates va r ied accordixig to tlie nature o f ttte a c t i v i t y ; fo r 
food product ion and indust ry i t was 6% per month; for export production 
and transport 7.5%; and for f inanc ing the d i s t r i b u t i o n of b a s i c 
comnodities, 9%. 



Table 4 - Indonesia ; Monetary Survey, 1966-1974, absolute annual changes i n hps. of^JBupjafts 

1566 1967 1968 19€9 1970 1971 1972 1973 1974 

ASSETS 

Net Fore ign Assets - 0 . 3 2*7 44.6 - 4 , 5 - 8 . 8 206.4 7A.4 365.7 

Domestic C red i t 18.4 33.0 100.1 118.1 139.5 129.8 l i 3 . 8 36 .^ 387.9 

o f which: 

Claims on government (12.5) (8.3) (5.4) 1-1.7) (6.5) (14.1) (-53.1) (-24.5)(-121.1) 

Claims on o f f i c i a l e n t i t i e s (,..) ( o O (37.3) (36.0) (-10.3) (10.5) ( 21.6) ( 37.1) ( 79.3) 

Claims on p r i va te sector ( 5.9) (24.7) (57.4) (83.9) (143.3) (105.2) (195.3) (356.4) (429.7) 

LIABILITIES 

Honey Supply 19.6 - 29.3 64.7 67.2 66.8 69 .0 154. e 197.0 271.4 

Quasi Money .2 2.1 9 ,8 37.7 30.2 68.4 82.9 109.5 r 204.9 

Other items (net) - 1 . 8 4.3 70,0 8.7 38.3 - 17 .1 132. S 137.5 277.1 

SOURCE: IFS Yearbook, 1980. 



had f a l l e n to 4% i n Ilarcli (compared with 30% i n March o f 1966). Given 

t h i s improvement and i n response to complaints from the business 

community that i t was fac ing a l i q u i d i t y c r i s i s , i n t e r e s t rates were 

lowered to 4-7% per month. In Julys they were fur ther lowered to 3-5% 

per month. 

Domestic c r e d i t increased from Hp 36^.2, bn at the end o f 1966 to 

Rp 69.2 bn by the end of 1967 ( a 91,2% inc rease ) , whi le the mo^ey 

supply increased by 132% (see Table 5 ) . The expansion was p a r t i c u l a r l y 

marked i n the l a s t quarter of 1957. Tne rate of growth of domestic 

c r e d i t increased from 13.6% i n the t h i r d quarter to 50.3% i n the 

fourth quarter , whi le the rate of growth of the mmey supply increased 

from 20 .4% to 32%. Some progress v/as recorded i n r e d i r e c t i n g c r e d i t 

towards the p r i va te sector ; i t grexr by 353%. Comprehensive data on 

c r e d i t u t i l i s a t i o n i n 1967 are not a va i l a b l e . Hov7ever, Ne^naann (1974) 

estimated that between the l a s t quarter of 1956 and the l a s t quarter 

of 1967 roughly one-ha l f of the t o t a l c r e d i t extended was Bank Indonesia 

c r e d i t and that of t h i s , 40% went to a g r i c u l t u r e , which had been 

i d e n t i f i e d as the p r i o r i t y sec to r . 

Table 5 Indonesia : Consumer P r i c e s , the Money Supply and Domestic 

C r e d i t , 1966-1977 (annual percentage changes) 

Jakarta Cost 
J ? v ing Index 

Year ly 
December 
to Deceid>er 

.• Money Supply 
(M2) 

Domestic 
Cred i t 

1966 1044.7 635 753.8 103.4 

1967 171.0 112 132.0 91.2 

1968 123.0 C5 125.6 144.6 

1969 15.9 10 57.8 63.7 

1970 12.3 9 36.4 48.5 

1971 4.4 • • • 21.6 30.4 

19 72 6.5 • • • 48.5 29.4 

1973 25 .3 ». • 41.6 51.2 

1974 40.7 • . . 40.4 35.6 

Source; IFS,Var ious Issues and JJnpublished ^iftid documents. 

11 Some c red i t s f o r a g r i c u l t u r a l production and i n d u s t r i a l 
r e h a b i l i t a t i o n x/ere made ava i l ab le at rates of 1 to l i % i n June. 



The money supply (lij^ increased by a fur ther 125.6% i n 1933 while 

domestic c r e d i t expanded by 14A.6%. With a December to December 

increase i n the cost o f l i v i n g index of 85% i n 1968 domestic c r e d i t 

expanded considerably i n r e a l terms. This trend continued i n 1969 and 

1970 with domestic c r ed i t inc reas ing by 69.7% and 48.5% i n these years 

while the cost of l i v i n g index increased by 10% and 9% r fMpect ive ly 

(see Table 5 ) . The p r o h i b i t i o n on c red i t s of more than one year was 

removed with tlia in t roduct ion of a new medium-term investment c r e d i t 

scheme (provid ing c r e d i t for up to f i v e years) i n A p r i l 1969. 

The a u t h o r i t i e s ' cont ro l over the supply of c r e d i t from the commercial 
12 

banks was imi>erfect. However, the p r i va te banks accounted for only 

about 20% of bank c r e d i t whie Bank Indonesia and the s ta te banks which 

were more or less under i t s c o n t r o l , provided oO%. Further , s ince 

the commercial banks were "by and large i n an overloaned po s i t i on " ^ 

( Ismajel 1900) t h i s lack o f e f f e c t i ve cont ro l d i d not jeopardise 

the s t a b i l i s a t i o n programme. 

Turning to the demand for money, i t i s evident from Table 6 that 

as the rate of i n f l a t i o n decl ined,t l ie income v e l o c i t y of c i r c u l a t i o n 

also dec l ined and the index o f r e a l cash balances increased . The 

doxTOward trend i n income v e l o c i t y was p a r t i c u l a r l y marked from 1968 

with the l a rges t reduction - from 24.1 to 17.6 - occurr ing beti/een 

1963 and 1969.^^ The index of r e a l cash balances increased from 66 to 

91 (1S65 » 100) bettjeen these years.''"^ From 1969 restored confidence 

12 A banking c r i s i s i n August 1967 i l l u s t r a t e d tlie weakness of con t ro l 
over the commercial banks. Tt/enty-tJo p r i va te banks x̂ rere found to 
have ignored the minimuiti reserve requirements. They were suspended 
by Bank Indonesia and some of them xrere barred from resuming banking 
operat ions . 

13 Sundrum (1973) contands tiiat from 1969 the dec l ine i n the v e l o c i t y of 
c i r c u l a t i o n uas due less to re -establ ishment of confidence i n tlie 
Rupiah then to ' r e a l ' factors such as inc reas ing laonetisation and 
s t r u c t u r a l cliange r e s u l t i n g i n tlie modem sector becoming r e l a t i v e l y 
more inpo r t an t . 

14 As e a r l y as 1967 tiiere was evidence of inc reas ing confidence i n 
tile Rupiali as the rate o f p r i c e increase moderated- Hoxi^ever, tlie 
de te r i o r a t i on i n the l a s t quarter o f 1967 undid t h i s . An 
unpublished Fund documents records an increase i n ttie index o f 
r e a l cash balances from 32 i n Febmary 1967 to 45 i n August (1960 - 100) 
followed by a dec l ine to 37 by end-Movember. 



Tab le t6 t Iiidex of Real Cash Balances and Income V e l o c i t y of C i r c u l a t i o n 1956-1971 

CD • 
CoTisumer P r i c e 

Index 
(1965 400) 

% increase 

(2) 
. Honey Supply 

Index , ;/• 
(1965«100) 

% increase 

(2) - (1) , 
Index of Real 
Cash Balances 
(1965-100) 

(3) . 
. Inccane V e l o c i t y 

of c i r c u l a t i o n -

1966 1086 S85.7 861 761 . 7 9 25.5 

1967 ' 2942 I7"d.9 1993 131 68 23.0 

1968 6714 128.2 4407 121 66 ; 24.1 

1969 7786 15.9 7064 60 91 17.6 

1970 8743 12.3 9343 32 107 15.2 

1971 9129 4.4 12114 30 ^ 131 12.8 . 

Source ; C o l . (1) and (2) c a l c i l a t ed from Igs Suppt»eWt ' 4 ^ ? 2 . C6 l r3 , Sundrum 1973. 



i n the Rupiah and the consequent change i n l i q u i d i t y preference made 

the much reduced in f l a t icHi rates compatible w i th very much la rger 

increases i n 4he money supply (see Table 6 ) . 

F i n a n c i a l reforms introduced during 1968. appear to have been very 

success fu l i n s t imu la t ing the demand, for money, The most,notable of 

these was the i n t r oduc t i on . o f time deposits o f f e r ing po s i t i v e rates 

of i n t e r e s t o f , i n i t i a l l y , 6% per month for twelve month depos i ts . 

The scheme was introduce^ i n October 1968 and for the next eighteen 

months Bank Indonesia subs id ised the i n t e r e s t payments. As i n f l a t i o n 

moderated the rate of i n t e r e s t was lowered, i n stages and by January 

1970 i t w:as 2%^per month on twelve month depos i t s . As Table 7 i l l u s t r a t e s 

the scheme:was very success fu l i n a t t r a c t i n g funds to the banks. 

Between 1968 and 1969 the share of time deposits i n the mpney supply (m2) 

increased from 9.6Z to" 22,1%. - • 

'^3^)-^.2.'.. the Itô ^ to 1970,_Rups. bn and % shares 

• 
1965 1966 ! 1967 1968 1969 ! 1970 

i 

* M2 . 

(Rups.bn) 
2.66 22.55 53.67 Z25.74 233.9 .321.07 

Rups.hn % Rups.bn % Rups.bn % Rups.bn % Rups.bn % Rups-.bn % 

"o f which 
currency 1.81 68.0 14.36 63.7 34.0.5 63.4 74.5 59.2 114.25 48.8 152.79 47.6 

dentand 
^deposits .77 28. 7.n5 34. S 17.37 32.4 39.21 31.2 68.0 29.1 80,27 27.5 

•time 

34. S 

deposits .08 3.0 ,34 1.5 i 2.25 4.2 1 
* 

12.03 9.6 51.61 22.1 
: f 

80.01 24.9 

.Source; IFS Supplement 1972 



The s t ructure of the banking system was a lso being reformed over 

these years as pnrt of tlje general p o l i c y o f d e c o n t r o l l i n g ' the 

economy. The Banking Act of 1967 d isso lved the 1965 merger of Bank 

Indonesia and the state commercial banks as a prelude to r e - e s t a b l i s a i n g 

Bank Indonesia as a genuine cent ra l bank divested of i t s commercial 

banking o p e r a t i o n s . D a t a i n G renv i l l e (1976) suggests that over the 

pe r iod 1960 to 196S Bank Indonesia x;as p rov id ing on average roughly 

one - th i rd o f t o t a l bank c r e d i t to the p r iva te sec to r . This dec l ined 

to 9/? i n 1969. The 3tate commercial banks on the ottier hand, \Aio up 

to 1965 had provided ott average 4% o f c r e d i t to the p r i v a t e sector^ 

provided about tvro-thirds o f the t o t a l i n the 1965 to 1970 pe r i od . 

The responsiveness of the pub l i c to the h iph i n t e r e s t time deposits 

scheme great ly f a c i l i a t a t e d the expansion i n the ro l e of the 

conBnercial banks. 

Exchange and Tra.de Reforms: 

A c en t r a l element i n the policj ' ' of ' d e c m t r o l ' was d ismant l ing i n 

st f iges lth^ odti^lex mul t ip l e exchange rate system and removing contro l s 

on foreign t rade . Major steps towards these ends were taken i n the 

Regulations isstied i n October 196S. 

P r i o r to October 1966, i t was mandatory for exporters to exchange 

at the o f f i c i a l Foreign Exchange Fund the product of the volume of 

t h e i r exports and die ^check p r i c e ' for the product exi>orted set by 

the Department of Trade i n foreign currency. Depending on which o f 

three categories the ex;;torts f e l l i n t o ~ t r a d i t i o n a l exports (e .g . 

rubber ) , primary exports with less es tab l i shed markets ( e .g . cof fee ) , 

or nex i - t r ad i t i ona l exports (e .g . handicrafts ) - tlie exporter rece ived 

e i t h e r 20%, 50% or 100% of the foreig.i exdiange proceeds i n the f o m 

of B.Ii . (Bonus Ekspor) c e r t i f i c a t e s , and the remainder i n Rupiaii 

converted a t tlie very unfavourable o f f i c i a l rate o f Bp 10 to the 

US $. The c e r t i f i c a t e s could be used by the exporter to purchase 

imports on the B . E . l i s t or so ld on the open market. Any d i f ference 

between the o f f i c i a l "check p r i c e " and the p r i c e ac tua l l y obtained by 

the exporter could be r e ta ined . Tais was known as tlie "over p r i c e " or 

15 In add i t i on to the Centra l Bank Act , an Act al lct/ing fore ign banks 
to operate i n Jakar ta uas a l so passed during 1963. 
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DP (Deviaa Palen^kap). There were f i ve categories of imports : 

I e s sent i a l s such as r i c e and pharmaceuticals 

I I raw mater ia ls e t c . used i n forei^^i exchange earning, 
a c t i v i t i e s : 

. I l l raw mater ia l s e t c . used i n product ion for doerastic 
consumption: 

IV other ; 

V p r o h i b i t e d . 

Items from categories I , I I and III^ as w e l l an some from IV could be 

bought xjith do l l a r s obtained from the Foreign Exchange Fund at the BE 

r a t e . A l l items i n the f i r s t four categories could be f inanced v/ith 

DP making i t somex^hat mora a t t r a c t i v e tlian BE. 

iJie October 1956 Ilsgulations made clianges i n the export and import 

regimes. With a view to promoting exports , the Regulations reduced 

the proport ion of foreign -exchange earnings x-rhicli exporters had to 

s e l l to the Foreign Exchange Fund from 80% to 40% for Category I items 

and 40% to 15% for Category I I . Catej'ory I I I continued to be exempt. 

However, exporters had to s e l l 10% of earnings to r eg iona l au tho r i t i e s 

(at the Rp. lO to the US$ rate) who could use th i s to buy icqjorts or 

s e l l i t on the oren market. Bank Indonesia now began to s e l l fore ign 

exchange from the Foreign Exchange Fund at a rate that c l o se l y followed 

the free market (BE) r a t e . In add i t i on , as mentioned above. Bank 

Indonesia beq;an to s e l l fore ign c red i t s through the BE system, again 

at a rate determined by the covsmment but fo l lowing c l o se l y the BE 

r a t e . Import regu lat ions were l i b e r a l i s e d and a 200% surtax on imports 

was abo l i shed . However, with a view to r a i s i n g government revenue, the 

exchange rate used for determining the l o c a l currency value of imports 

on X7hich customs duty vras l i v i e d was ra i sed from Rp. 10 per US$ to 

Rp. 75 per US$.and 50% of import duties had to be pa id i n advance. This 

l a t t e r requirement was removed i n March 1967 but the import va lua t i on rate 

was r a i sed frora Rp. ,75 to Rp. 90 per US;?. 

Thus, follot'^ing the October 1965 lUigulations there were four 

p r i n c i p a l exchange ra tes ; the Export BE, carket-determined ra te ; the 

c r ed i t BE o f f i c i a l l y deterp.dned r a te ; the DP market-dieterrdned r a t e ; 

and the o f f i c i a l l y determined rate app l ied to the mandatory sa les by 



expoters to the Forfeijrn Exchange Fund and the ref'.ional a u t h o r i t i e s , 

' e s s e n t i a l ' government imports, and the fore ipn exdiange t ransact ions 

of fore ign o i l coti5)anies. Tlie Export 3E rate was by far the raost important 

of the four typictfteliV. covering about 70% o f fo re ign exdiange t r a n s ­

ac t i ons . A f l e x i b l e exchange rate p o l i c y was adopted with Bank Indonesia 

i n t e rvent i on i n the narlcet beinf.' l im i t ed to smoothing ««it temporary 

f l u c t u a t i o n s . 

Import and export regulat ions were a l t e red again i n Ju ly 1967. The 

three-t7ay export c l a s s i f i c a t i o n was replaced by ttro groupinjiisi In 

tlie case of Group A ( formerly Category I) the Central . Government would 

rece ive 15% o f the export earnings i n the form of a d i r e c t tax, ra ther 

tiian as a sa le of foreign exchange- i n the case of Group 3 ( fornierly 

Categories II and III) the. Centra l Government would cease to rece ive 

any of the proceeds. In the case of both groups the Regional Government 

continued to rece ive 10% of the proceeds. The Ju ly regulat ions were 

p r e c i p i t a t e d by tiie widening o f tlie d i s p a r i t y beti/een o f f i c i a l chedc .,, 

p r i ces and the actua l p r i ces being obtained by exporters . This d i f f e rence , 

the ove rp r i ce , had been allocked to grow such that an unacceptably 

large proport ion o f foreigti exchange rece ipts was be ing s o l d on the 

DP market x/ith a consequent loss o f revenue to the government. 

Under the Ju ly regulat ions dieck p r i ces continued i n ex isteace becoming 

the bas i s on which tax due to the Centra l Government i n respect o f , 

Group A products was c a l cu l a t ed . The check p r i ces x/ere hosrever s i g n i ­

f i c a n t l y inc reased . In the case of Group B products they vi'ere abo l i shed . 

ITith a viex-7 to s t i i au la t ing domestic production iivport dutias on some , 

f i n i shed goods x^ere increased while duties on raitJ mater ia l s were lowered 

and sa les taxes on sa i e domest ica l ly produced^ iii)port-conq>etin2 manu­

factures T'jere reduced or abo l i shed. In viex<r of i t s itaportance to tJie 

achievetaent of a balanced budget i n 1967 steps x^ere taken to promote 

the sa l e of fore ign assi£3tance BE c r e d i t s . For exariple, the BE t i a t 

xiras xjidened to inc lude c a p i t a l ;^oods ^ spare parts and e s s e n t i a l foodstu f f s ; 

c r e d i t BE became ava i l ab le froti a l l fore ign exchan.<':e banjcs;, doxmpay-

ments on opening l e t t e r s of c r e d i t were reduced frota 100% to 50% i n the 

case o f coasuription goods and IOC/' to 25% for other imports. Hiie 

import va lua t i on rate x.Tas again r a i s e d , frora Rp 90 to Rp .130 per 

US$. The exclianf;e rate syeten xras furttier s i m p l i f i e d with . the a b o l i t i a a . 

16 I t x/as estimated that by Ju ly ?. 7% fore ign exchange, earnings were 
going i n t o the DP market, see l i . I . E . S , No.8., October 1957. 



of the Rp 10 to the US$ r a t e . 
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Table 3 P r i n c i p a l Exchange Rates 1966 Quarter IV 
to 1970 Quarter I I (quarter ly averages o f month-end 
f igures) Rp per VSJ. 

BE DP 

Export Cred i t 

Trade Weighted Real 
Exchange Rate Jaa.1968 
" 100 (average o f monthly 
f igures) 

1966 (IV) 

1967 (I) 

(II) 

(III) 

(IV) 

1968 (I) 

(II) 

(III) 

(IV) 

1969 (I) 

(II) 

(III) 

(17) 

1970 (I) 

(II) 

85 90 

102 88 

139 132 

143 131 

136 137 

264 238 

296 271 

312 

326 

326 

326 

326 

326 

326 

378 

109 

118 

149 

165 

203 

295 

333 

416 

432 

389 

30O 

379 

373 

378. 

97.9 

83.5 

92.4 

93.7 

97.1 

93.4 

95.0 

97.3 

104.8 

SOURCESi B . I .E .S . „ var ious i s sues , ^swas, 19X4, Tables R,K-1 and 
k - 2 , and UNCTAD, unpublished f i gu re s . 

17 From December 1966 government imports had been valued at the f t i l l 
rate and the i m o r t s of s tate enterpr i ses were a l s o valued at 
th i s rate a f te r llarch 1967. 



The Export BE rate depreciated rap id ly during the " r i c e c r i s i s " of 

the l a s t quarter o f 1967 and the f i r s t quarter o f 1963 despite Bank 

Indonesia in te rvent ion i n Januarj' (sse Table 3). In 11^ 1968, i n an 

e f f o r t to h a l t specu l a t i on , regulat ions were introduced r equ i r ing 

exporters to s e l l BE innnediately to foreign exchange banks \7ho were 

required to o f fer i t for immediate s a l e . Up to Hay BE c e r t i f i c a t e s 

had been v a l i d for three months and frcta tlay for three weeks,. At the 

same time the d i s t i n c t i o n betr^een Export BE and Cred i t BE was abol ished 

with the rates be ing u n i f i e d a t Rp. 312 to the ?. In view of the 

cOTtinuing fore ign exchange shortage further regulat ions were introduced 

during June and Ju ly 1963 designed to a l t e r tlie pat tern of imports by 

discouraging less e s s e n t i a l items, and promote the use of fore ign 

. c r e d i t s . The d i s t r i b u t i o n of tlie 19S8 a i d inflot? over the year was 

very uneven v/ith r e l a t i v e l y l i t t l e becoming ava i l ab le i n the f i r s t h a l f 

o f the yea r . Japanese>credits became ava i l ab l e hx Ju ly and r e l i e v e d the 

fore ign exchan,'3e shortage to soma extent . The BE rate deprec iated 

s l i g h t l y i n the t h i r d quarter of 1968 before s t a b i l i s i n g at Rp. 326 

to the $. Tlie DP rate continued to f luctuate u n t i l the second quarter 

of 1969. Ihere. r i t s ta lH i sed at Rp. 378 per the rate at x*hich 

BE and DP were u n i f i e d i n A p r i l 1970.^^ 

In add i t ion to the exchange and trade rafonnis cientioned above other 

steps towards decontro l inc luded the a b o l i t i o n of s p e c i a l treatment fo r 

p u b l i c enterpr i ses i n the p rov i s i on of c r e d i t , reduct ion of subs id ies 

to s tate enteirprises and the promulgation of a new Foreign Investment 

La'.r i n Deceiaber 1966. The l a t t e r provided for tax ho l i d ay s , the r i ghts 

to t rans fe r p r o f i t s and ccsnpensation i n tlie event of n a t i o n a l i s a t i o n . 

How success fu l were tliese p o l i c i e s i n achieving the aims of the 

s t a b i l i s a t i o n and r e h a b i l i t a t i o n prosranEie? Below we look at t h e i r 

impact on i n f l a t i o n , the balance of payiaents, grox^th, income d i s t r i b u t i o n 

and s t r u c t u r a l adjustment. 

18 The previous BE rate o f Rp.326 per $ was maintained for a i d funds 
as an incent i ve to t h e i t greater u t i l i s a t i o n u n t i l December 1970. 
In Augvist 1971 the b a s i c exchange rate was a l t e red to Rp.415 per US 
$ and therefore remained unchanged u n t i l 1978. 



I I I - The Icyact o f the S t a b i l i s a t i o n atid Rehab i l i t a t i on Measures 

I n f l a t i o n 

Gui t i an (1981) has suggested three poss ib l e standards for assess ing 

tlie sucess of Fund-supported s t a b i l i s a t i o n prosratames. They are f i r s t , 

a po s i t i v e standard v/hich measures performance by cooj/aring the r e su l t s 

achieved under adjustment programmes to the s i t u a t i o n that p r eva i l ed 

before the p o l i c y xjeasures V7ere int roduced . This he c a l l s measuring 

'Srhat i t i s " against "what i t was % or for b r ev i t y the "is/was" c r i t e r i o n . 

The second of Gu i t i an ' s measures i s normative and compares ac tua l r e su l t s 

achieved under prograranes to the targets spec i f i ed i n those programiaeSa 

that i s , 'V/hat i s " with ' vha t should be" (the is/oujpit c r i t e r i o n ) . 

The t h i r d measure i s con jec tura l , comparing actua l performance to the 

probable outcome i n the absence of a programme, that i s a comparison of 

"x;hat i s " with "x-̂ hat xjould have been" . How does the Indonesian a n t i -

i n f l a t i o n programme score on these three c r i t e r i a ? 

On the "is/was" c r i t e r i o n tlie i n f l a t i o n record i s impress ive . Over 

the l i f e of the s t a b i l i s a t i o n programnie the annual average rate of 

i n f l a t i o n dec l ined from 1045% i n 1966 to 12% i n 19 70 and continued to 

decl ine u n t i l 1973. Comparing outcoiaes to targets (the " i s/ought" 

c r i t e r i o n ) the record i s less good. Uowever, Gu i t i an has urged the 

necess i ty of d i s t i n gu i sh ing between targets and forecasts , po in t ing out 

that targets are often forau l tated V7ith a view to i n f l u enc ing , v i a 

expectat ions , the ac tua l outcoue. They may t l ierefore, be set i n t e n t i o n a l l y 
i s 

at u n r e a l i s t i c l e v e l s . T h i s / c e r t a i n l y l i k e l y to have been the case 

i n Indonesia i n 1966 when a f te r the years of h y p e r - i n f l a t i o n s t a b i l i s a t i o n 

depended c r u c i a l l y on breaking expectat ions . Tlie i n f l a t i o n target 

for 1967 was a reduction i n the December to December increase from 

635% i n 1966 to 65% i n 1967. In the event a subs t an t i a l reduction 

X7a8 achieved but the target V7as exceeded by 47 percentage po in t s . As 

discussed above, the i n i t i a l target appeared to be a t ta inab le up to 

Septexober 1967. vJitli the exception of February 1967, when i n response 

p r i i aa r i l y to an e i g h t - f o l d increase i n p e t r o l p r i ces the cost of l i y ^ n g 

index rose by 19%, the monthly i n f l a t i o n f igures xjere folloxjing a 

doxraward trend. In the l a s t quarter o f 1967 ho^^ever a nxunber of 

factors conbined to produce a narked acce l e r a t i on i n the rate o f i n f l a t i o j | . 

The growth i n the money supply appears to have been the fundamental 

cause o f the a c c e l e r a t i o n . G r e n v i l l e , (1979) among others , has argxied 



convincing lx that t h i s , rather than the cost push inroact of r i c e p r i c e s , 
m general p r i c e formation. He contends that s ince , at the peaks 

was the c r i t i c a l f actor tot both the 1967/8 and the l a t e r 1972 r i c e 

c r i s e s , tlie non - r i c e p r i ce index f l a t tened out , the impact of the-

increased r i c e p r i c e vjas a chanjr̂ e i n r e l a t i v e p r i c e s . He agrees that 

p r i o r to 1966 r i c e p r i c e increases may have in f luenced the general p r i c e 

l e v e l i n d i r e c t l y through the money supply s i n a , as c i v i l s e rv i ce and 

m i l i t a r y s a l a r i e s were pa id p a r t l y i n r i c e , a r i s e i n the r i c e p r i c e 

would have led to a r i s e i n the budget d e f i c i t and therefore i n the 

tooney supply . Hwever, he airgues that s ince the adopticMi of the balanced 

budget p o l i c y i n 1967, and i n the absence of evidence that the money 

supply rose abnormally during or immediately a f t e r the r i c e c r i s e s , 

th is l i n k no longer e x i s t s . However, the p r ac t i c e o f paying c i v i l and 

m i l i t a r y s a l a r i e s p a r t l y i n the form of a r i c e allowance continued a f t e r 

1966. The evidence quoted above of cms ide rab l e extra-budgetary 

expenditure i n 1967 occasioned by the increased cost of the weekly r i c e 

rat ions suggests that the increase i n the money supply and the increase 

i n the r i c e p r i c e were not t o t a l l y independent of each o ther . More 

important ly , perhaps, the r i c e c r i s i s contr ibuted to the apparent loss 

of confidence i n :the government's s t a b i l i s a t i o n p o l i c i e s . Tlie r i c e 

p r i c e was popular ly reparded as the touchstone of p r i c e s t ab i l i t y ' . ' 

( A n i d t » 6 8 9 ; U i d i n a s t i l l uncerta in p o l i t i c a l and ecmomic cl imate 

such evidence of i n s t a b i l i t y threatened to put the e n t i r e st rategy at 

r i s k . Rice accounted for 31% of the weight of the Jakar ta Cost of 

L i v i n g Index. Between the end of September 1967 and the beginning o f 

February 1968 v/hen r i c e p r i ces peaked, the cost o f a k i l o of r i c e i n 

Jalcarta had r i s e n more than th r ee - f o l d . A s tab l e r i c e p r i c e was 

perceived as c r u c i a l to the success of the s t a b i l i s a t i o n programme and 

i t s achievement becarae the p r i o r i t y for 1968. Mter the r i c e c r i s i s 

ended i n February 1968» the monthly changes i n the consumer p r i c e index 

ranged between •••6% and -6% fo r the remainder of the year . The Decenber 

to December increase was 85% compared to a target of 55%, For 1969 

the target \7as to reduce by one -ha l f the rate o f p r i c e increase o f 35% 

recorded during tlie twelve months ended January 196S. The ratexes 

reduced dur ing calendar year 1969 to 10%. For 1970, the ob ject ive v/as 

to c o a t i i n ^ p r i c e increases w i th in the 1970 l e v e l and th i s was achieved, 

the ac tua l increase being 9%. 

19 Cole (1976) argues tliat the i n f l a t i o n rate could have been reduced 
to 20-30% i n one year had r i c e suppl ies been adequate i n 1967, 



These dec l ines i n the rate of i n f l a t i o n were achieved simultaneously 

with the pursu i t of apparently expansionary monetary and c r e d i t p o l i c i e s . 

As xje have seen^, the money supply increased by over 100% in both 1967 

and 1968 and by 53% and 36% respec t i ve ly i n 1969 and 1970. Domestic 

c r ed i t expanded by 91% i n 1967, 145% i n 1968, 70% i n 1566 and 48% i n 

1970. Thus money stock increased over 'he l i f e of the programme 

as the demand for money rose and the l e v e l o f l i q u i d i t y i n the 

economy increased from the abnormally low l e v e l to which i t had f a l l e n 

during the h y p e r i n f l a t i o n years . The inc reas ing demand for money x âs 

success fu l l y s t i nu l a t ed by the f i n a n c i a l reforms. McKinnon (1973) 

c i t e s Indonesia and Korea as exaicqples of the benef i t s x^^hieh can 

accrue from a rap id s h i f t from f i n a n c i a l repress ion to p o s i t i v e r e a l 

i n t e r e s t r a t e s . He suggests that the Indonesian f i n a n c i a l system x-ras 

not as e f f i c i e n t as the Korean i n d i r e c t i n g the lending made poss ib le 

by the r e a l monetary expansion i n t o h igh p roduc t i v i t y inxrestments. 

Nevertheless , tiie evidence suggests that the f i n a n c i a l reform had a 

strong po s i t i v e impact on c a p i t a l accxanulation and output-

Wliat of the t h i r d , counter f ac tua l c r i t e r i o n ? Gui t ian suggests 

that i t i s perhaps both the most con t rove r s i a l and the most appropriate 

standard by which to judge programmes. In the Indonesian case however, 

i t i s perhaps less cont rove r s i a l than i t xaight be s i n c e , by the time 

tlie programme was launched the e x i s t i n g path x^as c l e a r l y unsus ta inab le . 

I n s t a b i l i t y x^as undoiibtedly having a negative ixapact on growth and 

development. Seal per cap i ta growth rates were negative i n a l l but one 

year betx/een 1962 and 1965. The investment i.*ite dec l ined from 1961 

(with the exception of 1964) and the country ' s i n f r a s t r u c t r e v/as i n 

d i s r e p a i r . Negative r ea l i n t e r e s t rates X7ere i n e f f e c tua l i n matching 

i n v e s t i b l e funds x/ith investment oppo r tun i t i e s . L i q u i d i t y preference 

had been eroded. Tae very r e s t r i c t i v e exchange contro ls and mul t ip le 

currency p rac t i ces combined x/ith tl-ie groxring i n s t a b i l i t y had l ed to 

the grox/th o f b lack markets, c a p i t a l f l i g h t and s p e c u l a t i o n , . The 

overvalued o f f i c i a l exchange rate was a d i s incen t i ve to exporters . 

Net fore ign reserves x/ere negative and i n the twelve months to June 

1966 the rate o f i n f l a t i o n x/as mora than lj500%. The need for v/ide-

rangihp; economic reforias ^ d the establishment of a r a t i o n a l system 

for the a l l o c a t i o n of resourceis was obvious. Thus, the i n t e r e s t i n g 

counter f ac tua l i n the Indonesian case i s less x/bat x/ould have happened 

without a s t a b i l i s a t i o n programrae than X'/hat vras the rang? o f a l t e rna t i ve 

p o l i c y options open to Indraiesia i n 1955-56. Some c r i t i c s of the path 



. a c tua l l y chosen conjecture that aad i^ , not been for the success fu l 

cqiinter coup i n Sep tender 1966, Indonssia trdght have eE^iarked on a 

ia.ore c en t r a l l y planned economic development path ass i s ted p r imar i l y 

by Eastern b l o c ra ther than Western c r e d i t o r s . Th i s debate doias not 

f a l l x/ithin the compass of th i s paper. Hoxreveri i t i s i n t e r e s t i n g 

to note t i iat i n 1963 s during tlie l a s t ser ious attedpt to r i g h t the 

economy before the p o l i t i c a l upheaval of 1966, the econ(»nic p o l i c y 

package negot iated by Ptesidettt Sukarno's government with the IMF 

was s i m i l a r i n a l l i t s cent ra l features to the proj-ramne' aclopted a f t e r 

1965. Hos/ever, i t must be s e r i ous l y doubted that the a u t h o r i t i e s were 

ever f u l l y committed to iifflplementing the 1963 prograaime. Tli is lade 

of commitment perhaps r e f l e c ted a fear that pu r su i t of economic-

s t ab i l i s - a t i on might be p o l i t i c a l l y - <?iestabilising, and might threaten 

the f r a g i l e p o l i t i c a l coasensus that underlay 'Guided Democracy* . 

Balance o f Payments; 

As we have seen the balance o f payments -position had dete r io ra ted 

rapflly from 1960. Developments i n tlie trade and current account balances 

over the years of the s t a b i l i s a t i o n programme are shown i n Table 9 . 

The trade balance was i n d e f i c i t only i n 1367 and the value o f both 

imports and exports increased r ap id ly over the l i f e o f the programme. 

TBie terras of trade continued to deter io rate with the index vary ing between 

76 and 68 (1960 » 100). The volume itidex of exports however, increascfd 

s t e a d i l y fi?fan 109 i n 1966 (1960 - 100) to 154 i n .1970. The improved 

export performance was due i n large laeasure to increased o i l exports , 

which doubled i n voluiae betx-reen 1966 and 1970 as , encouraged by the nex7 

a t t i tude to foreign investment., the o i l companies i n i t i a t e d new investtoent 

progranmies, Increased exports x/ere a l so f a c i l i t a t e d by the cont inuing 

deprec ia t ion of the Supiah, tiie I w e r i n g o f exchange taxes on Category j A 

exports i n 196? ( f ron 15 to 5%) and the r e h a b i l i t a t i o n of the t ranspor ta t ion 

network. Inports increased by 35% i n value tarma i n 1967 and by a 

fur ther 3% i n 1968„ 20% i n 1969 and 12% i n 197C. In aadt of these years 

roughly one - t i i i rd of t o t a l i aports was f inanced by a i d r e c e i p t s . 

Tlie commodity con5)osition of imports a l t e red over these, years 

r e f l e c t i n g tlie success ive phases of the s t a b i l i s a t i o n and r e h a b i l i t a t i o n 

programtrse. Data i n Nexmann (1374) shos? tliat £i?/^5^onsuiaer goods ' had 

accounted .for 34% o f t o t a l imports xj-ith "rax/ mater ia ls aad a u x i l i a r i e s ; ' 

accounting for 35X and " c a p i t a l «r.oods for the remaining 31%. In 1967 

the share of consuT-«r goods increased to 44% as the a u t h o r i t i e s 



Table 9 : Indoaesia . Balance of Payiaents 1966 1970 (US $ tm) 

1966 1967 1968 1969 1970 

ESPORIS (fob) 

IlIPORTS (fob) 

TPJfflE BALANCE 

I n v i s i b l e s and Transfers 

BALANCE ON CURBENT 
A€.P-.vUNT . , 

F inancing 

Fore ign loans and grants 

M i sc . Cap i t a l t rans fers 
net . 

Mmetary llovenients 

Source; IIIF, Balance of Pay?nents YearJJok, Vo l .21 J u l y 1970, Vo l . 27 , J u l y 

19,76. ' ..̂  . :) 

, ) 

concentrated on Increaslnf: the supply o f b a s i c coimoodities. Rice 

comprised one -quarter of these consumer goods i i ^ o r t s and f in i shed t e x t i l e s 

one i i .al f . However i n the walie o f tiie r i c e c r i s i s i n l a te 1967 r i c e 

imports i n 1963 accounted f o r almost h a l f of consuaer goods imports 

T/hich increased tirieir share of t o t a l imports to 46%. T a r i f f s on i ^ j o r t s 

of f i n i shed text i l es . , which had been raised: i n k<}til 1967 i n response to 

coRtplaints that l o c a l industry was unable to coi^pfetfej were ra i sed again 

during 1968. The proport ion of f i n i shed t e x t i l e s i n consumer goods 

imports f e l l from 5Vh i n 1967 to 18% in 1968. Imports of raw cotton 

and cotton y a m on t!ie other hand incraased tan f o ld ( i n value terms) 

bet.Teen 1967 and 1900. J i t h the achievement o f p r i c e s t a b i l i t y i n 

e a r l y 1969, the emphasis of the pro,sraffime sh i f t ed aray from s t a b i l i s t a t i o n 

tot/ards promoting development. This was r e f l e c t ed i n the resurgence o f 

c a p i t a l goods imports as a proport ion of t o t a l In^Jorts. Having f a l l e n 

from 21% i n 1967 to 14% i n iy68 i t recovered to 25% i n 1969 and 34% i n 

714 771 873 995 1173 

-596 -806 -831 -995 -1116 

118 -35 42 0 57 

•241 -248 -293 -383 -433 

-123 -283 -251 -383 -376 

119 265 265 314 407 

2 30 -23 •> 56 -54 

2 -12 9 13 23 



i n 1970. In l i ne with the p o l i c y of trade l i b e r a l i s a t i o n and 

decontro l a l t e r a t i ons i n the commodity compopition of imports were 

achieved by r e l y i n g more on incent ives and less on d i r e c t c o n t r o l s . 

During 1968 a number o f steps were taken both to reduce the demand 

for imports ( i n view of the fare ign exchange siiortage occassioned i n 

pa r t by much slower than ant i c ipa ted diskursements of p ro ject aid) 

and to in f luence the cortanodity composition. Sales taxes were introduced 

on most imports , duties were ra i sed ; and some coiamodities were moved 

from the BE to the DP l i s t . In general , the lot/er exchange rate for 

BE coiamodities, d i r e c t i o n of foreign c red i t s into* the BE market 

p r e f e r e n t i a l p rov i s i on of c r e d i t for BE imports and r e l a t i v e l y lower 

imi^ort duties on BE ctmtmodities, fostered imports of the ba s i c 

commodities and c a p i t a l goods e s s en t i a l KO the s t a b i l i s a t i o n and 

r e h a b i l i t a t i o n programme. 

Th;;-fri:iall surpluses on the trade account confined wi th subs t an t i a l 

d e f i c i t s on the se rv ices account resu l ted i n current account d e f i c i t s 

throughout the pe r i od . As Table 9 ind ica tes these d e f i c i t s x/ere 

f inanced p r i m a r i l y by foreign ass i s tance . Tlie negot iat ions begun with 

Indonesia 's c r ed i to r s during d ie second h a l f of 1966 had r e su l t ed i n 

the reschedul ing of almost a l l the guaranteed debt incur red p r i o r to 

Ju l y 1966. As a r e s u l t , debt serv ice i n 1966 abjsorbed $52 m or less 

than 12% o f the amount due that year p r i o r to resc i iedul ing . The Western 

c red i to r s had agreed i n December 1966 to reschedule arrears and payments 

due i n the second h a l f of 1966 and 1967 with a grace per iod u n t i l 

1971. In October 1967 and 1968 agreements were reached on reschedul ing 

p r e - J u l y 1966 debt repayments due i n the folloc/ing year , w i th grace 

periods of three years and repayment over eleven years . During 1970 

f i n a l r e sd iedu l ing agreement was reached wi th the Western c red i to r s 

whidi obviated the need f o r fur ther annual nego t i a t i ons . During 1966 

a l so b i l a t e r a l negot iat ions with die USSR had resu l ted i n a r e sd i edu l i ng 

o f outstanding debts with a grace per iod u n t i l 1969. Subsequently, 

reschedul ing agreements vrere reached with Hungary, Czechoslovakia , 

Yugos lav ia , Eas t Germany, Poland, Romania and China. Repaj^oents on 

long-terra debt wera to rescace i n 1970 and to be made over periods 

ranging from s i x to th i r t een years . Repajmient of shor t - te rm debt 

v/as to resume i n 1968 and to be completed over periods ranging from 

two to f i v e y^a r s . A fu r ther reschedul ing was arranged with the USSR 

i n 1970. ; ' 



In add i t ion to die r esd iedu l in? aigreements, ecergency foreign 

ass istance of.$119 mn had been secured during 1966. On the bas i s of 

balance o f payments forecasts for 1967 prepared by the Indonesian 

au thor i t i e s with the assistance of the Fund, the fore ign exchange gap 

for 1957 was estimated to be o f the order of $200 mn. A request for th i s 

amount was made to the IGGI group of IJestem Johots and i n b i l a t e r a l 

negot iat ions a t o t a l of $173 mn of programme a i d was comnitted. 

Including commitments ca r r i ed over from 1966 a t o t a l of $195 en of 

programme and a further $70 ran of pro ject a i d was u t i l i s e d during 1967. 

For 1968, $325 mn of ass istance was requested from IGGI on die bas is of 

the pred icted fore ign exdiange gap f o r that year . Comnitments exceeded 

that amount (by $40 mn) but u t i l i s a t i o n x a s a t the same l e v e l as i n 1967 

ov/ing to the fact that mudi of the new comcdtnents was made ava i l ab l e 

too late i n . t h e year to be u t i l i s e d i n 1963. As a resu l t the l e v e l o f 

imports was la/er than an t i c i pa t ed . For 1969 the projected fore ign 

exchange gap was $330 ran but a t o t a l of $500 mn i n new a i d commitnents 

iiras requested from IGGI. This target was again exceeded but u t i l i s a t i o n 

was sociewhat lower than an t i c i p a t ed . At the December 1969 meeting of 

IGGI the Indonesian au thor i t i e s requested a i d cotnoitiaents of $600 mn 

for the per iod ending l larch 1971. They described the programme as being 

at the t r a n s i t i o n a l stage between s t a b i l i s a t i o n and development and 

progress ive ly l a r ^ r proportions o f p ro ject a id i n the requests from 1969 

r e f l e c t ed t h i s . 

Growth; 

The Indonesian programme i s often c o r r e c t l y c i t e d as an example o f 

s t a b i l i s a t i o n x/ith grox/th. Real GDP grov/th x/as 2.3% i n each of 1965 and 

1967 implying marginal dec l ines i n per c ap i t a GDP (see Table 1 ) . Over 

the years from 1968-70 i t averaged 8.6% per annum, or 4.1% i n per 

cap i ta terms. Performance i n 1969 and 1970 exceeded the targets impl ied 

i n the f i r s t f i v e - yea r development p lan (Repe l i ta I) of an annual average 

growth rate o f 5% over the f i ve year p e r i o d . The gross investment r a t i o , 

which had dec l ined to 4.4% in 1966 increased s t e a d i l y to 13.6% i n 1970. 

Income D i s t r i b u t i o n ; 

Income d i s t r i b u t i o n data for the years l ead ing up to and 

immediately fo l lowing the economic c r i s i s of 1965-^6 are not coaprehensive. 

Such evidence as there i s however, suggests, that, a t - l e a s t the degree 

of i nequa l i t y d id not x/iden during the s t a b i l i s a t i o n period;^ Papahiek'B 

(1986) Analysis 8f r e a l x/kges iii indi is t ry and p l ad l ^ t i bd ag r i cu l tu re 



found that by the n!id--1960s "t/ages genera l ly were h a l f o r l ess than 

h a l f of what they had been e i ght to ten years e a r l i e r " ( p . » 4 ) . Since 

the mid-1960s x^orkers r ea l wages showed a strong.upward trend wi th 

i n d u s t r i a l workers bene f i t i ng from a near doubling of both r e a l wages 

and employment. He points out that th i s pattern emerged despite the 

f ac t t i iat pre-1966 governimit p o l i c y was pro- labour x/hile the increase 

i n r e a l wages occurred a t a.time x/hen the pox/er o f organised labour was 

d e c l i n i n g . Hooinal wages lagged behind p r i c e changes both x/hen i n f l a t i o n 

x/as high and acce l e r a t ing from 1953 to 1966, leading t o a dec l ine i n 

r e a l wages and when i n f l a t i o n x/as lower and dec l i n ing leading to a 

r i s e i n r e a l x/ages. Papanek argues that economic stagnation worsened 

not only the absolute but a l so tlie r e l a t i v e po s i t i on of wage earners 

T/hile during the economic recovery r e a l wages and income increased 

more than the increase i n average per cap i t a income. Moreover, lower 

income workers botli l o s t r e l a t i v e l y more during the d e t e r i o r a t i o n and 

gained more dur ing the recovery. He suggests that income d i s t r i b u t i o n 

probably became more equitab le during the s t a b i l i s a t i o n pe r i od . A f t e r 

1970 hox/ever, he suggests tliat income d i s t r i b u t i o n prohably became more 

inequ i tab le x/ith d isproport ionate gains accru ing to s k i l l e d workers 

i n c a p i t a l - i n t e n s i v e i n d u s t r i e s . 

The conclusions of x/ork by Hughes and Islam (1901) agree i n broad 

ou t l i n e x/ith those o f Papanek. They suggest that urban i nequa l i t y i n 

Java showed l i t t l e change over the 1964 to 1970 per iod but rose very 

sharpely between 1970 and 1976. For the Outer I s lands , they found that 

urban i nequa l i t y f e l l during 1964-'70 and remained imchaiged during the 

subsequent s i x yea r s . ?or both Java and the Outer Islands they 

estimated that r u r a l i n equa l i t y decreased s i g n i f i c a n t l y between 1964 
A 1980 World Bank report a lso found evidence o f i nc rea s ing income . i n e q u a l i t y * 

and 1976./ Work by Johnson and Salop (1979) suggests that the s t a b i l i s a t i o n 

p o l i c i e s had only a marginal e f f e c t on the e x i s t i n g income d i s t r i b u t i o n . 

There x/ere, however, sub s t an t i a l s h i f t s i n d i s t r i b u t i o n i n favour o f 

the urban s e c t o r , and x/ithin the r u r a l s ec to r , i n favour of farmers 

producing non-food export crops. 

S t r u c t u r a l Adjustment; 

As we have seen rea l GDP grex/ r ap id ly over the years of the 

s t a b i l i s a t i o n prograiiDoe x/ith an annual average rate o f 8.6% from 

1968 to 1970. The f a s t e s t s e c to r a l annual average rates o f growtli 

from 1966-70 xrere recorded i n construct ion (17%), and mining and 

querying (16%). t ransport and communications grew at an average annual 

rate o f 14% and e l e c t r i c i t y , gas and water supply at 12%, v h i l e 

•between 
1970 & 
1976. 



oaaufacturing grew at 8% per annua and t rade , f inance and serv ices . 
A g r i c u l t u r e , f o res t ry and f i s h i n g 

at 7% per annum (Johnson and Salop, 1979 Table 15),/grew less r ap id ly 

than the modem sectors with production of foodcrops increas ing c t 

an average annual rate of 5% and the remainder o f the sector a t 3%. 

Four p r i o r i t y sectors had been i d e n t i f i e d i n the prof^rarame. These 

were food, t e x t i l e s , i n f r a s t ruc tu re and exports . Rice product ion 

increased a t an annual average rate of 6% while output o f other 

foodcrops (maize, cassava, sweet potatoes) decreased on average by 2% 

bet(-7een 1966 and 1970. Production of t e x t i l e s increased 139%, very 

mudi more than t o t a l manufacturing. The high rates of growth i n 

cons t ruct ion , transport and communication and e l e c t r i c i t y , gas and 

water a t tes t to the rap id r e h a b i l i t a t i o n of the i n f r a s t r u c t u r e . 

Exports increased 63% by va lue . However, most of the increase was 

due to o i l . O i l exports increased 120% by value and doubled i n volume 

terms while non~o i l exports increased 45% by value and less than 40% 

by volume. 

The p r i c e s t a b i l i t y achieved i n 1969 was l o s t i n 1973 as net 

fore ign assets expanded during the commodity boom of 1972 and the 
20 

subsequent o i l p r i c e r i s e s . F i s c a l p o l i c y was not used to neu t r a l i s e 

the massive expansion i n i n t e r n a t i o n a l reserves and therefore i n reserve 

money. Het fore ign exchange reserves increased more than f i ve f o l d 

bettreen 1972 and 1974. Rather, the balanced budget p o l i c y fol lowed 

during the previous four years was continued. Reserve requirements 

proved an inadequate instrument for c o n t r o l l i n g bank c r e d i t and, i n 
A p r i l 1974 Bank Indonesia imposed c r e d i t c e i l i n g s on the en t i r e banking 

2 1 ' 

system. Rel iance on d i r e c t c e i l i n g s became progress ive ly greater 

a f t e r 1974 such that they are noi-7 the p r i n c i p a l instrument of c r e d i t 

p o l i c y (Aghevl i e t a l , 1979, p.804) . L a t e r , i n a reversa l of tlie 

monetary reforms introduced i n 1966-70, Bank Indonesia was, i n 1975, 

i n s t ruc ted to overstep i t s c en t r a l banking funct ion and d i r e c t l y 

f inance huge debts incurred by Pertamina, the s ta te o i l company, 

which Pertamina i t s e l f was unable to s e r v i c e . Some of the trade 

20 For a d i scuss ion of the ijj5>ar.ti: of tlie o i l p r i c e r i s e s on monetary 
p o l i c y , see Arndt 1979 and IlcCai/ley, 1980. 

21 This was pa r t o f a package o f s t a b i l i s a t i o n tieasures which a l so 
inc luded a budget for 1974-'75 desired to produce a surplus roughly 
equiva lent tq the an t i c ipa ted growth i n fore ign exchange reserves : the 
in t roduct ion of a new e i ^ t e e n to ti/enty~four month time deposit bear ing 
an i n t e r e s t rate of 24% with the banks be ing subs id ised from the govern­
ment budget as deposit rates now exceeded lending rates;; and an increase 
i n reserve requirements on demand deposits (from 1Q% to 30%) and on 
time deposits (from 10% to 20%). 



l i b e r a l i s a t i o n achieved during 1966-70 was a lso undone i n the subsequent 

four years wi th a s i g n i f i c a n t increase i n the number of p roh ib i t ed 

inJportS designed to protect l o c a l manufacturing indus t ry . Dependence 

on o i l f o r export earnings and government revenue became even more 

pronounced. In 1974 o i l accounted for 70% of export earnings and fo r 

a t l ea s t 40% o f domestic revenue i n f i s c a l year 1973- '74. R^al per . . 

c ap i t a GDP growth averaged 6% over these years . However, as indicated, 
above, the evidence suggests that the d i s t r i b u t i o n of income was 

becoming more unequal . 

The 1966-70 programme was, nonetheless, a success fu l a i d apparently 

" l a7~cos t " a n t i - i n f l a t i o n programme. I ts success was a s s i s ted by a nunfcer 

of f a c t o r s . The f i r s t was a funct ion of the p a r t i c u l a r p o l i t i c a l 

conf igurat ion against x/hidi econoiaic p o l i c y was designed i n the 

immediate post - 1965 pe r i od . The p o l i t i c a l ipheaval o f 1965-66 created 

a cl imate favourable to the f u l l implementation of the s t a b i l i s a t i o n 

programme. I t brought to pox/er a government whicii succes s fu l l y c o n s o l i r 

dated i t s pof/er betrreen September 1965 and llarch 1966. Thereafter , 

Indonesia had a strong government coumitted to economic s t a b i l i s a t i o n 

and r e h a b i l i t a t i o n . The ,government's ecmomic p o l i c i e s encountered 

minimal oppos i t i on . "She groups that m i ^ t have been expected to oppose 

the p o l i t i c a l and ecmomic options chosen by the new government had 

been s i l e n c e d . The p o l i t i c a l pa r t i e s were i n d i sa r ray and e f f e c t i v e 

pressure groups drawn from, for example, the a g r i c u l t u r a l s ec to r or 

the labour movement, e i t h e r d i d not e x i s t or were, for the moment 

concentrat ing on re-grouping and r e - o r i e n t i n g themselves to the great ly • 

a l t e r ed p o l i t i c o : - economic environment. Tae business community was 

v i r t u a l l y the only i n t e r e s t group outside govemm^t t/hlch succeeded 

i n exer t ing some Influence on the prograaone. Against t l i i s background, 

a smal l group o f Indonesian technocrats sympathetic to the new p o l i t i c a l 

d i r e c t i o n and enjoying the st rong personal support of ^ 'resident Soeharto 

had unusual ly extensive scope to design and implement the s t a b i l i s a t i o n 

programme. This i s not to suggest that the success fu l implementation 

of such a prograrisae v;as contingent on ^the b l o o ^ . events of l a t e 1965 

or on tiie c m t l n u a t l o n of an autl ior it j i r lan p o l i t i c a l at&et. The c r u c i a l 

d i f fe rence betvreen the s t a b i l i s a t i o n programn^ o f 1966-70 and e a r l i e r 

attempts to acliieve econofaic s t a b i l i t y , both during the per lbd o f 

"Guided Democracy" and the p r i o r per iod of parl iamentary democracy, 

l ay i n the degree o f go\«mment commitment to economic s t a b l l l a a t l o n 

as a p o l i c y g o a l . Given the s i ze o f the d i s e q u i l i b r i a i h ' l 9 6 6 and the 



need to a l t e r expectations q u i c k l y , a g radua l i s t approach to 

s t a b i l i s a t i o n was considered to be inappropr ia te . The absence o f a 

p o l i t i c a l opposit ion and act ive i n t e r e s t groups, p a r t i c u l a r l y during 

the ea r l y stages of the "shock treatment" probably contr ibuted to the 

success of the programme, but there i s no evidence to suggest that i t 

was necessary to i t . 

A second f ac to r cont r ibut ing to the success of the programme was 

that there was l i t t l e d i f f i c u l t y , at l eas t i n the ea r l y stages , i n 

unambiguously i d e n t i f y i n g the immediate cause o f the d i s equ i l i b r i um . 

Seducing the f i s c a l d e f i c i t had c l e a r l y to be the top p r i o r i t y . A 

t h i r d f ac tor was the support provided by the IGGI group of donors. 

Between 1966 and 1970 the IGGI metobers provided a t o t a l of $1.2 bn of 

a i d while approximately $550 mn of debt repayment o r i g i n a l l y due to 

them over these years was postponed. The a v a i l a b i l i t y of such l a r g e -

sca le f inanc ing contr ibuted to minimising the i nev i t ab l e shor t - run , 

adjustment co s t s . I t a lso a s s i s t ed the success of the programme. The 

use of a i d counterpart funds i n the rout ine and development budgets i n 

1967 and therea f ter i n the l a t t e r on ly , xjas v i t a l to the balanced 

budget p o l i c y . The a v a i l a b i l i t y of fore ign ass istance reduced the. neiedL* for 

import con^ression and the acquiescence o f the donor countr ies i n the 

in t roduct ion of the a id funds through the BE system cont r ibuted - to the 

government's goal of d i r e c t i n g foreign exchange expenditure i n t o the 

purchase of e s s e n t i a l imports , thereby r e l i e v i n g shortages on the 

domestic market and cont r i but ing to the rap id reduction i n the rate o f 

i n f l a t i o n . 



IV " The Role o f the Fund 

The Ftind ro le i n the Indonesian s t a b i l i s a t i o n progranane was 

three - dimensional , comprising i n chrono log ica l order , the p rov i s i on 

of advice and t echn ica l assistance^ p a r t i c i p a t i o n i n the meetings of 

Indonesia 's c r ed i t o r s on debt reschedul ing and the p rov i s i on of new 

a i d ; and, from 1968, negot ia t ion of s i x consecutive Stand-By Arrange­

ments. Up to February 1967 Indonesia was not formal ly a menfcer of the 

Fund. Nonetheless, from mid-1966 Fund personnel woriced c l o s e l y with 

the Indonesian au tho r i t i e s i n designing and implementing the s t a b i l i s a ­

t i on programme. Shor t ly a f t e r Indonesia re jo ined , the Fund appointed 

a Resident Representative to Jakarta and therea f ter a smal l Fund s t a f f 

was oh hand to advise the Indonesian a u t h o r i t i e s . In add i t i on , dur ing 

1967, at l e a s t fourteen Fund o f f i c i a l s spent periods ranging from three 

x/eeks to s i x months i n Jakarta prov id ing techn ica l ass istance r e l a t ed 

to , for example, int roducing and administer ing taxes and improving 

s t a t i s t i c a l s e r i e s . 

This c lose co l l a bo ra t i on bett/een the Fund and the Indonesian 

au thor i t i e s equipped the Fund to play i t s second and c r u c i a l ro l e as an 

Intermediary between Indonesia and i t s c r e d i t o r s , Tiie Fund l en t i t s 

support to the s t a b i l i s a t i o n programme presented to the September 1966 

meeting of the Western c red i to r s and Japan - a programme incorpora t ing 

most of the elements reportedly inc luded i n the advice o f fered by the 

Fund o f f i c i a l s who v i s i t e d Jakarta during the preceding two months. 

Fund o f f i c i a l s p a r t i c i p a t e d i n each of the meetings of the c r e d i t o r 

group and made ava i l ab l e to i t Fund documents reviewing economic 

developments i n Indonesia and commenting on the s t a b i l i s a t i o n plans 

of the Indonesian a u t h o r i t i e s . At the request of the c r e d i t o r count r i e s . 

Fund o f f i c i a l s prepared s t a t i s t i c s on Indonesia 's ex te rna l debt and 

i t s balance of payments prospects . Fund support was c r i t i c a l i n 

c a t a l y s ing ass istance from the Western donor group. This v/as p a r t i c u l a r l y 

true during la te 1966 when rescheduling o f Indonesia 's debts was 

proceeding but no new a i d commitnients had yet been made (apart from 

some emergency assistance) . The iuq>ortance of Fund support i n secur ing 

donor agreement to the use of nê T c red i t s - through the BE system at the 

February 1966 meeting o f the IGGI: has already been noted . Continued 

broad support for the s t a b i l i s a t i o n measures adopted by the Indonesian 

au tho r i t i e s during 1967 and favourable reports to IGGI on the implemen­

t a t i on and impact of these measures contr ibuted to the dec i s i on to 



provide a further $325 raa i n a i d for the calandar year 196S. Fund 

support had again been c r i t i c a l i n ea r l y 1968 when the quickening of 

the pace o f i n f l a t i o n from la te 1967 threatened, to undermine c r e d i t o r 

confidence i n the programme. 

Somewhat pa radox i ca l l y , i t appears that Fund inf luence i n IGGI 

vras at i t s he ight during the ea r l y phase o f the s t a b i l i s a t i o n programme 

before there were formal agreements between the Indonesians and the 

Fund. By the time the f i r s t Stand-3y Arrangement t o d : e f f ec t the 

emphasis had begun to s h i f t mfay from p rov i s i on of programme a i d to 

support s t a b i l i s a t i o n towards development p ro j ec t s , Consistent w i th . 

th is nevT emphasis the ro l e of the World Bank i n IGGI became inc reas ing ly 

important. The Bank had dec l ined to take the lead ro le i n IGGI at i t s 

incept ion on the grounds that Indonesia was no t , at that time r ece i v ing 

a id from the Bank. However, f o l l a / i n g a v i s i t by i t s Pres ident i n 

ea r ly 1963 the Bank's a c t i v i t i e s i n Indonesia increased r a p i d l y . In 

May, the Bank took the, then unprecedented, step o f « .stabi l ishing a 

permanent Bank mission i n Jakar ta to advise the Indonesian government. 

The mission was headed by a Resident Represmtat ive who came to be he ld 

i n very higla regard by the Indonesian au thor i t i e s and played a key ro le 

i n the subsequent de l i be ra t ions of the IGGI. 

The f i r s t of the s i x consecutive one-year, upper c r e d i t tranche 

StandHBy Arrangements betf/een Indonesia and the Fund came i n t o operat ion 

i n February 1968. The f i n a l arrangement expired i n ilay 1974. F i n a n c i a l 

flows bets-reen Indonesia and tlie Fund are shown i n Table 10. Drawings 

under the Stand-By Arrangements were made i n 1968, 1969 and 1970. 

No drawings were made \inder the l a s t three arrangements. 'It/o smal l 

drarwings were made i n 1971 and 1972 under the Buf fer Stock F inancing 

F a c i l i t y , but i t i s tlie drawings i n the previous three years that are 

of i n t e r e s t here . 

Under the terns of the f i r s t Stand-By Arrangeiaent (February 1968 

to February 1969) a t o t a l of $51.75 m was made ava i l ab l e i n f i v e , 

insta l lments subject to Indonesia 's meeting the performance c r i t e r i a . 

The f u l l amount provided for was dratm. (Pvepurchases were to be 

made w i th in three yea rs . However, i n 1971 the Fund acceded to a 

request for a reschedul ing of repurchases such that repayments would 

be made beto/een June 1971 and December 1973.) The gross in f low of 

f i n a n c i a l ass is tance f roa the Fund during 1968 was $45.0 mn. This was 

file:///inder


equiva lent to roughly 14% of the $325 mn which the Fund estimated as 

the l i k e l y fore ign exchange gap i n 1963. The net inf loi? from the 

Fund Was equiv^alent to less than 5% o f the an t i c i pa ted gap. Hov«rever, 

with regard to f i n a n c i a l ass i s tance , the Fund ro l e i n ca ta l y s ing a id 

from the IGGI group and i n f a c i l i t a t i n g debt reschedul ing was much 

more s i g n i f i c a n t than i t s d i r e c t f inancing r o l e . 

The L e t t e r o f Intent s t ressed the government's coimnitment to 

achiev ing a balanced rout ine budget i n 1958 from domestic resources . 

The government intended to use the counterpart funds from fore ign 

ass is tance to f inance the development budget. Cash s a l a r i e s of c i v i l 

servants and m i l i t a r y perscsanel would be he ld at the l e ve l sanctioned 

at t3»e beginning of 1988 whi le , m t h regard to wages i n k i n d , cheaper 

grains would be subs t i tu ted for r i c e as mudi as po s s i b l e . The p r ac t i c e 

of quar te r ly f i s c a l reviews adopted i n 1967 would continue with expendi ­

ture author isat ions for each quarter being determined i n the l i g h t of 

rece ipts i n the previous quarter . With a view to maintaining the r e a l 

value o f revenue 5 the va lua t ion for import duties and taxes would be 

adjusted i n l i n e with the BE market r a te . Revenue from petroleum 

products s o l d domest ica l ly xrould be increased whi le fur ther steps would 

be talcen to reduce re l i ance on the foreign trade sector f o r government 

revenue. In vievr of the impact o f the r i c e shortage i n the l a s t quarter 

o f 1967 and tiie f i r s t quarter o f 1968 the L e t t e r s t ressed the importance 

o f i nc rea s ing r i c e production and domestic and fore ign p r o c u r e m ^ t ; . 

P o l i c i e s to promote exports and improve furt l ier the commodity composition 

of imports would be ii^plemented. Nev; debt would be contracted only at 

low i n t e r e s t rates and with lohg grace and repayment pe r iods . Regulations 

a f f e c t ing exports would be s i m p l i f i e d and the workinjp of the BE market 

improved. I t was the government's aim to e s t a b l i s h a par value for 

the Rupiah as soon as poss ib l e and to oradual ly reduce the divergences 

among market exdiaiige rates witl i a view to e s t a b l i s h i n g eventua l ly a 

u n i f i e d fore ign exchange market. However, the immediate p r i o r i t y was 

to s t a b i l i s e the domestic p r i c e l e v e l , and to improve the balance o f 

payments and introduce nev tax neasures to replace the revenue 

c u r r e n t l y ' d e r i v e d from tlie ispread i n the exchange r a t e s . U n t i l p r i c e 

s t a b i l i t y was achieved, the govamrient would fol lot/ a f l e x i b l e 

exchange rate p o l i c y . Bank Indonesia would intervene i n the market 

only to smooth out temporary f luctuat ions and oti ier rates would not 

be allowed to diverge from the BE taarket rate by more than 15%. 



Table 10 ; F i n a n c i a l Flows between Indonesia and the IMF 1968-74 

<US $ mn)^ 

1968 1969 1970 1971^ 1972*^ 1973*^ 1974 

Gross Inflows; 

Cred i t tranches 45.0 65.8 38.0 - " 

Buf fer stock 2.9 2.9 
Financing F a c i l i t y 

Tota l Gross Inflot/s 45.0 65.8 38.0 2.9 2.9 

P^payments 30.0 17.6 3.2 15.0 21.7 103.7 38.8 

Net in f lw/ 15.0 48.2 34.3 -12.1 -18 .0 -103.7 -38 .3 

Use of Fund Cred i t 54.0 112.0 138.0 125.0 116 23 

(outstanding balance 
at year-end) 

Quota (year-end) 207 207 260 261 282 310 313 

Credi t as % o f quota 31 54 53 43 41 7 

Other rece ipts as at end-1974 

SDR a l l oca t i ons 90.2 mn. 

Sources; IIIF, Annual Reports and IFS 

Notes; (a) From 1970 converted from SDRs at the average exchange 
rate for that year . Indonesia 's quota i n SDRs was 
260 throughout the pe r iod froci 1970 to 1974. 

(b) In 1971 a one-year Stand-By o f $50.0 mn was agreed 
but not drawn. 

(c) In 1972 a one-year Stand-By of SDR 50.0 ran was agreed 
but not draiim. 

(d) In 1973 a one-year Stand-By of SDR 50.0 xm was agreed 
but not drawn. 



The programme ou t l i ned raa i n the f i r s t instance an a n t i - i n f l a t i o n 

programme with somewhat less emphasis on the balance o f payments than • 

more recent Fund-supported programmes e x h i b i t . This reflects both the 

nature o f die d i s e q u i l i b r i a i n the Indonesian case and the f ac t that 

the programme predates the break up of the system of i n t e r n a t i o n a l 

trade and pajrraents based on f ixed exchange r a te s . At that time, w i th 

a vievj to support ing the f ixed p a r i t i e s system the Fund p laced r e l a t i v e l y 

more emphasis on i n f l a t i o n cont ro l than i t has tended to do s ince . the 

ea r l y 1970s. The programme also contained a subs tan t i a l supp ly - s ide 

emphasis. In supporting; the request for a Stand-By Arrangement the 

Fund s t a f f reported the view of the Indonesian au tho r i t i e s that i n 

order to reduce s u b s t a n t i a l l y the rate of i n f l a t i o n i t was necessary 

" to supplement t h e i r stcnger f i n a n c i a l p o l i c i e s by a r e v i v a l of 
22 

domestic production" and to use a i d counterpart funds to finance 

production i n the t e x t i l e , sugar and estate s ec to r s , as \ je l l as to 

purchase f e r t i l i s e r s and p e s t i c i d e s . They a l so reported die view of 

the Indonesian au tho r i t i e s that "the current l e v e l of i n t e r n a t i o n a l 

reseirves (was) not adequate to guard against unforseen cont ingenc i e s , " 

and d iat the arraigement requested would provide a much needed element 

of f l e x i b i l i t y and strengtlien pub l i c confidence i n the implementation 

of t he i r prograa. There tras a very vdde measure o f agreement between 

the Indonesian au tho r i t i e s a id the Fund on the k ind of programme 

required and the Fund was, i n generals s a t i s f i e d with the progress 

that had been made dur ing 1967. Tlie Fund s t a f f report on the request 

noted that "on a l l outstanding f i n a n c i a l and trade i s sues , the I n ^ n e s i a n 

au tho r i t i e s (had) c l e a r l y chosen p o l i c y a l t e rna t i ves which are 

cons i s tent wi th the purposes of the Fund."^**^ 

The performance c r i t e r i a were f i ve and r e l a t ed to monetary> 

exchange rate and foreign debt p o l i c i e s . They v/ere 

a quarter by quarter c e i l i n g on the net domestic assets of Bank 

Indonesia , l i m i t i n g die increase to Rp.24.6 bn or 50% over the 

l i f e of the agreement. 

22 Unpublished Fund document. 

23 I b i d . 

24 I b i d 
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a quarter by quarter c e i l i n g on tha net indebtedness of the 

government to Bank Indonesia, permitt ing an increase ofBp 5 bn 

or 16% over the year ; 

a c e i l i n g of $75 mn on nevz short-terra foreign borrowing; 

a requirement that the net fore ign exchange p o s i t i o n o f the 

monetary au tho r i t i e s not be lo«/er on 0 eceiaber 31, 1963 than i t 

had been one year e a r l i e r ; 

an undertaking that tiie l e ga l minimum reserve requirement of 

s tate and pr iva te commercial banks would not be reduced (from 

the p r e v a i l i n g l e ve l of 30%). 

In add i t ion there was the standard clause r equ i r ing that no new mul t ip le 

currency p r a c t i c e s , b i l a t e r a l pa3niaents agreements or r e s t r i c t i o n s on 

payoents or transfers be introduced. 

The c e i l i n g imposed i n the Stand-By Arrangeiaent on the net domestic 

assets of tlie Centra l Bank was exceeded i n the second h a l f o f June 

1963. The Indonesian au thor i t i e s explained tliat with a view to 

having greater reserve stocks of r i c e dur ing the second and t h i r d 

quarters of 1968 they had increased r i c e procurement and reduced sa les 

during the harvest season. Tli is r esu l ted i n the domestic c r e d i t 

requirements of BULOG exceeding the ant ic ipated l e v e l . By tlie end of 

June c r e d i t to BULOG had preempted "Sp 7 bn of the al loifed Rp 20 bn 

increase i n net doaeatic assets betc/een January and J u l y . For the year 

as a v/hole net c r e d i t to BULOG amounted to Rp 19.A bn while the c e i l i n g 

allowed a t o t a l increase o f Rp 24.6 bn . i n view of th is trend the 

Indonesian au tho r i t i e s appl ied to the Fund for a r rod i f i cat ion of the 

o r i g i n a l agreeraent such that , fo r the per iod from Ju ly 1 to Decerijer 30 

196S, r i c e c red i t s would be excluded from the c a l c u l a t i o n o f performance 

i n r e l a t i o n to the net dotaestic assets c e i l i n g ( ie for the purpose o f 

judging performance against the Ju ly and October quar te r ly c e i l i n g s ) . 

Fol lowing prot racted negot i a t i ons , tlie Fund, viewing the increase i n 

stocks as -'prudent and d e s i r a b l e " agreed to the mod i f i ca t i on . Towards 

the end o f the year a request for extension of th i s modi f i ca t ion to 

tiie end of the Stand-By per iod a lso met wi th a p o s i t i v e response. The 

extension was necessary because^ given die very good secondary harvest , 

BULOG had not resumed sa les o f r i c e and therefore had been unable to 



reduce i t s l i a b i l i t i e s to the government. Without the modi f i ca t ion 

the December 31 c e i l i n g of Rp 71.5 bn was l i k e l y to have been exceeded 

by Bp .13.5 bn . The o r i g i n a l c e i l i n g on net domestic assets had 

allowed for an expansion of 46.2% bett/een January and December 1968 

(or 50.3% by the end o f the Stand-3y pe r i od ) . I f one adds the I p. 19.4 

bn of r i c e c r ed i t s to BULOG outstanding at the end of Decevbev to the 

December c e i l i n g , the permitted increase during 1968 was Bp 42.4 bn or 

86.7%. 

The per iod 'covered by the 2nd Stand-By ArrangeiSi^nt corresponded 

almost exact ly with the 1969/70 f i s c a l year . The sum made ava i l ab l e 

to Indonesia was $70.0 ran i n three i n s t a l lment s . Of th i s amount, 

$59 mn x/as dra^m. lepuchases v/ere to be made x/ithin three yea r s . 

Hox/ever, as Trith the f i r s t Stand-By, repurchases x/ere rescheduled, i n 

th i s case to be completed by October 1974. The gross inf low from the 

Fimd during 1969 amounted to $65.8 lan or 17% o f the an t i c i pa t ed fore ign 

exchange gap for that year . (The net inflox/ was equiva lent to 13%). 

The Le t t e r o f Intent out l ined the improvements i n the economic 

s i t u a t i o n during 1968 s t r e s s ing p a r t i c u l a r l y the sharp dece le rat ion 

of i n f l a t i o n and increased production i n a g r i c u l t u r e , industry 

(notably t e x t i l e s ) and laining^ I t x/as noted however, that the level* 
of Indonesia's! fore ign exchange reserves was s t i l l very low. The 

ob ject ive fo r 1969- '70 would be therefore , " to strengthen the balance 

o f payments, improve net o f f i c i a l fore ign exchange reserves , and to 

fos te r h igher l e ve l s of production i n condit ions of reasonable 
25 

domestic p r i c e s t a b i l i t y . . " Food p o l i c y would continue to be a 

cornerstone of the prograraae. The rout ine budget for 1969--'70 was 

expected to show a surplus (of Rp 24 bn) x/hich, together x/ith fo re ign 

ass is tance would f inance the development budget. A subs t an t i a l increase 

i n the development budget x/as pro jected to co inc ide with the in t roduc t i on 

of the F i ve - yea r 0evelopment Plans x/ith expenditure be ing d i r ec t ed 

p r i m a r i l y towards r e h ^ i l i t a t i o n of the e x i s t i n g i n f r a s t r u c t u r e . 

The L e t t e r o f Intent at taching to th i s second Stand-By Arrangement 

reads as cMis iderab ly nore asse r t ive than the 1968 L e t t e r . The 

programme i s presented as the plans o f the Indonesian au tho r i t i e s 

for tiie fo l lowing year and the var ious targets and c e i l i n g as emerging 

from these plan.?. This may reflect on a repated evo lu t ion i n r e l a t i on s 

25 I b i d . 



between the Indonesians and tlie Fund wherein, as the rate o f i n f l a t i o n 

moderated the former exerted p rog res s i ve ly more inf luence on the 

design of the s t a b i l i s a t i o n programme and i t s p r i o r i t i e s . 

Tlie performance c r i t e r i a again r e l a t e d to monetary, exchange rate 

and fore ign debt p o l i c i e s . There was again j quarter by -quarter 

c e i l i n g on tiie net domestic assets o f Bank Indonesia allox/ini^ fo r an' 

increase o f a p 58.7 bn or 66% over the l i f e o f the programme. Unl ike 

i n the February 1968 agreement, there was not a c e i l i n g on the net 

indebtedness of the government to Bank Indonesia, but c r e d i t to BULOG 

was inc luded i n the c e i l i n g despite the modi f icat ion to the preceding 

Stand-By Arrangement to exclude i t . Tliere was a f l oor on the net 

foreirrji exchange po s i t i on of the monetary au tho r i t i e s permit t ing a 

maximum dec l ine of $20 mn from t h e i r l e v e l i n December 31, 19C8. 

The f l e x i b l e exchange rate p o l i c y was to continue t/ith Banlc Indonesia 

intervening only to prevent short-irun f l uc tua t ions and to contain 

speculat ive movements. T h i r d l y , there was a combined c e i l i n g of 

$125 ran on short - term trade and banking c red i t s (naturling i n twelve 

months or less) and uedium term c r ed i t s (of up to f i ve yea rs ) . The 

Let te r a l so inc luded a statensent to the e f f e c t that no change was 

"present ly contemplated" i n the l e ga l minimum reserve requirement 

app l icab le to state and pr ivate cocanercial banlcs. In add i t ion i t 

contained the standard clause eschex'ing new mul t ip l e currency p rac t i ces 

or r e s t r i c t i o n s on trade and payments. 

The performance c r i t e r i a were met v/ith one except ion. Tlie c e i l i n g 

on the net domestic assets of Bank Indoaesia for llarch 4, 1970 was 

exceeded by ftp 24.3 bn due to greater than ant ic ipated expansion of 

c r e d i t to BULOG for f inanc ing r i c e imports and covering losses incur red 

i n the Bimas Gotong-i ojong prograTjme designed to increase r i c e y i e l d s . 

This f a i l u r e to obseirve the quar ter ly c e i l i n g rendered Indonesia 

i n e l i g i b l e to draw the f i n a l tranche of the Stand-By funds ($11 m ) . 

The ac tua l increase i n the net domestic assets of Bank Indonesia was 

thesfore Rp 83.2 bn , an increase o f 91% s ince January 1969. As x/e have 

seen r ap id c r e d i t expais ion was compatible with p r i ce s t a b i l i t y during 

1969 ot/ing to the marlced increase i n holdings by the pub l i c o f cash 

balances. Ilox/ever, the rate o f increase during tlie f i r s t quarter 

of 1970 V7as considered to be excess ive . As a r e su l t the c e i l i n g on 

net domestic assets of Banlc Indonesia i n the t h i r d Stand-By Arrangement 

was considerably nore r e s t r i c t i v e than the preceding one allox-ring for 



an increase o f only 32%. 

Tliis t h i r d arrangement covered the per iod from A p r i l 17, 1970 

to i ^ r i l 16j 1971. Tlie anount made ava i l ab le vras $46.3 nn (or less 

than 10% o f the ant ic ipated, f inanc ing gap) i n four insta l lments . Of 

th i s $33.0 was dratm. Repurchases were ori«^inally due to be made 

v/ithin three years but the Fund agreed subsequently to a reschedul ing 

such that repurchases would be completed by June 1975. The L e t t e r o f 

Intent again an t i c i pa ted a current budget surplus which, combined with 

fore ign c r e d i t s , would finance the development budget. In add i t ion to 

the standard.c lause thete were four performance c r i t e r i a , r e l a t i n g 

to monetary po l i cy^ exchange rate reform, fore ign reserves and debt. 

Tlie c e i l i n g on net domestic assets , excluding c r e d i t to BULOG, permitted 

an increase o f Bp .61 bn (or 50%) over the fourteen months ending 

March 1971. A separate c e i l i n g on c r e d i t to BULOG invo lved a decrease 

of Rp 7 bn (15%) over the same, pe r iod . These coisfcined c e i l i n g s allowed 

for a increase of Rp 54 bn i n net domestic assets represent ing a sharp 

dece le ra t ion by coiap^rison with tiie previous fourteen month pe r i od . 

Secondly^ there was a comraitment not to reduce the l e ga l minimum 

reserve requirenent for s tate and p r i va te commercial banks. T h i r d l y , 

there was again a f l oo r on the net fore ign reserve p o s i t i o n of the 

monetary autt ior i t ies r equ i r ing that by March 1971 i t be at l ea s t 

$40 mn.higher than i t s l e v e l of January 1970 (of minus $61.3 rnn). 

F i n a l l y , there Tias a c e i l i n g on new short and medium term debt such 

that shor t term debt (witli i n i t i a l taaturity of 131 days to two years) 

contracted a f t e r tlarcli 31, 1970 v.^ould be l i m i t e d to $35 rni, whi le 

raedium t e r n debt ( i n i t i a l n a tu r i t y exceeding tiro years up to and 

inc lud ing ttrelve years) would be l i m i t e d to $70 mn. 

A major feature o f the 1970 L e t t e r of Intent was the exchange 

reform which the Indonesian au thor i t i e s committed themselves to 

in t roduc ing on ^ r i l 17, u r g i n g the BE and DP markets at the h igher 

DP rate the u n i f i e d market to cover a l l t ransact ions except imports 

and serv ices pa id for with fore ign c r e d i t s , Tiie dec i s ion to devalue 

was the r e s u l t of a dra in on foreign exchange reserves i n the l a s t 

quarter of 1969 and the ea r l y months of 1970 due to increased demand 

for imports i n c l u d i n g higher than ant i c ipa ted r i c e inroorts. IJhile 

the BE rate had been stab le at I p 325 to the $ s ince October 1968, 

and the DP rate a t ?lp 373 s ince the second quarter o f 1969, between 



September 1969 and February 1970 Bank Indonesia had had to support 

these rates by s a l e s , ch i e f l y i n t h e J P market, t o t a l l i n g $83 mn. 

vmile the devaluation becasne a cen t ra l element i n the L e t t e r of Intent , 

i t does not appear that the impetus for the change at that p a r t i c u l a r 

time came from the Fund. M advance copy of the Le t t e r of Intent 

dated Marcli 31, 1970 and annexed to a coh f idpnt i a l Fund report 

reconmiending approval of Indonesia 's request for a Stand-By, made no 

Tiention of the exdiange reform. In d iscuss ions over the previous 

eigliteen months, the F\md representatives had urged the ult imate 

adoption of a uniform exchange r a te . However, i t appears ce r t a in that 

the 1970 Stand-By would have been granted without the in t roduct ion o f 

the exchange reform. 

The perforriance c r i t e r i a set out i n the Stand-By Arrangement 

were adliered to up to Noveiriber 19'70,2^ which v/as the second " t e s t " 

date. Tl iereafter ; tliree of the c e i l i n g s v;ere not met. Sy the end of 

January the c e i l i n g on the net domestic assets of Bank Indonesia liad 

been exceeded and by March 17, 1971 the f i n a l " t e s t " date, the c e i l i n g 

had been exceeded by lip 5.9 bn . Credi t to BULOG, instead of d e c l i n i n g , 

increased margina l ly so that on March 17 i t t o t a l l e d ! ? 48 bn rather 

than the c e i l i n g of 1p 39.7 bn . Thus tlie actual increase i n the net 

domestic assets of Bank Indonesia during the fourteen months from 

January 1970 was 41% rather than the 32% increase permitted under the 

terms of the Stand-By Arrangement. T l i i r d l y , the Stand-By ArrangeKient 

had envisaged that the net foreign reserve p o s i t i o n of Bank Indonesia 

at tlie end o f the per iod would be $40 ma h igher tlian at end-January 1970. 

In the event, the net reserve p o s i t i o n was minus $41.2 mn, or $19.4 mn 

helm the ta rge t . The f a i l u r e to comply with these c e i l i n g s rendered 

Indonesia i n e l i g i b l e to drat/ the fourth and f i n a l tranche of the c r e d i t . 

I l iereafter , Indonesia negotiated a further three Stand-By Arrangements 

Xi'ith the F m d . None o f these arrangements were drawn upon. I t would 

appear that tiiey were negot iated because, somewhat i n the manner of the 

caamitraent to balanced budgets, they had come to have a symbolic 

s i gn i f i c ance i n d i c a t i n g - both domest ica l ly and perhaps to the c red i to rs 

countries^ Indonesia 's continuing commitment to economic s t a b i l i s a t i o n * 

(Frota the Fund po int of view at l eas t u n t i l 1972 the l e v e l of net 

25 The i ^ r i l 1570 Stand-Piy Arrscigement was modif ied i n May 1970 to 
take account of three minor d iscrepancies between the axdiange 
reform as ou t l i ned ?ln the L e t t e r of Intent and the prov is ions 
ac tua l l y introduced on ipril 17. 



fore ign exchange reserves ind ica ted a balance of payments ' n e e d ' ) . 

I t i s i n t e r e s t i n g to note the extent to which the c e i l i n g s under 

these l a t e r arrangements were adhered to , despite the f ac t that the 

c r e d i t wis not being used. The c r e d i t c e i l i n g s were not exceeded 

during the l i v e s of the fourth ( / p r i l 22, 1971 to A p r i l 21, 1972) 

and f i f t l i (/pvil 17, 1972 to ^ r i l 16, 1973) agreements. They were 

however exceeded during the l a t t e r h a l f of the f i n a l Stand-3y per iod 

(May 4, 1973 to May 3, 1974). The target for net o f f i c i a l i n t e r ­

na t i ona l reserves was not reached during the l i f e of the fourth 

Stand-By but Mas g reat ly exceeded over the f i f t h and s i x t h Stand-By 

per iods . The c e i l i n g s on borrowing x/ere not exceeded during the 

fourth or s i x t h agreements but rrere exceeded during the in te rven ing 

pe r i od . The extent to wluch the c r e d i t c e i l i n g s were adhered to 

up to mid-1973 combined with the rate of domestic c r e d i t expansion 

over the 1966-'70 pe r iod st rong ly suggests that;, apart from the 

d i f f i c u l t i e s experienced i n a n t i c i p a t i n g BULOG's c r e d i t needs, the 

c r e d i t c e i l i n g s under tlie successive Stand-By Arrangements were not 

r e s t r i c t i v e , with the poss ib le exception of the c e i l i n g s under tha 

t h i r d ^rangetnent which, as we have seen,^ demanded a sharp dece l e ra t i on 

i n the permitted rate of growtli. Despite the fact that only the 

f i r s t Stand-^y Arrangement could be f u l l y drawn, i t appears that the 

ro l e of Fund c o n d i t i o n a l i t y i n the success of the s t a b i l i s a t i o n 

programme x/as r e l a t i v e l y s l i ^ t . The impetus for the s t a b i l i s a t i o n 

programme had come from the Indonesian au thor i t i e s and i t s f u l l 

iraplamentation r e f l e c t ed p r ima r i l y the importance attached to 

s t a b i l i s a t i o n domest ica l ly rati ier than the d i s c i p l i n e s imposed by 

targets and c e i l i n g s negotiated under the Stand-^y Arrangements. 



V - Sumraary and Con elusions 

This paper has considered some aspects of tha Rehab i l i t a t i on 

and S t a b i l i s a t i o n programme implemented i n Indonesia betv/een October 

1966 and A p r i l ;1970. 

In F a r t I the economic and p o l i t i c a l badcground to the c r i s i s of 

1965-'66 v/as examined. The p r i n c i p a l cause o f the h y p e r i n f l a t i o n 

experienced betvreen 1962 and 1966 was i d e n t i f i e d as government budget 

d e f i c i t s f inanced by money c r e a t i o n . Some o f the s o c i a l and p o l i t i c a l 

pressures on the e j^enditure s ide o f the government budget x/ere 

i d e n t i f i e d , as were some o f the factors depressing government revenue. 

A major feature o f th i s per iod i n contrast to the fo l lowing onCs, was 

the low p r i o r i t y accorded to s t a b i l i s a t i o n as a p o l i c y ob j ec t i ve , 

^ l i l e - the major causes ^of the d i s e q u i l i b r i a were i d e n t i f i e d as domesticj 

d e t e r i c i a t i o n i n the te'rfts of trade over these years a lso contr ibuted . 

Part II descr ibed the p o l i c y measures inc luded i n the 1966 

prograaine : f i s c a l and c r e d i t p o l i c i e s , a n d f i n a n c i a l , exdiange and 

trade reforms. A balanced budget p o l i c y v/as adopted i n 1967. I ts 

iraplensentation r e l i e d on the i n c l u s i o n of the counterpart d f fore ign 

a i d funds i n government revenue, as i /e l l as g reat ly improved tax 

c o l l e c t i o n : a n d r e s t r a i n t on government expenditure . In 1967 foreign 

a id f inanced .not only devtelopment expenditure but a par t of recurrent 

expenditure as w e l l . Reliance on taxes ra i sed i n the fore ign trade 

sec to r , which.had formerly been a major source of i n s t a b i l i t y was 

reduced over the l i f e o f the prograrnme but taxes on inpor ts and exports 

s t i l l provided 34% of goverriHsent revenue i n 1969- '70. Domestic c r e d i t 

increased more than t en - f o l d i n nominal terms bett/een the end o f 1966 

and the end o f 1970. Such c r e d i t expansion was compatible with great ly 

reduced i n f l a t i o n ra tes , because as confidence i n the Rupiah vras 

restored the income v e l o c i t y of c i r c u l a t i o n decreased r ap id l y and the 

l e ve l of r e a l cash balances in t reased . F i n a n c i a l reforms, p a r t i c u l a r l y 

tlie i n t roduc t i on dur ing 1968 of titae dejSosits o f f e r ing a t t r a c t i v e r e a l 

i n t e r e s t r a t e s , were very success fu l i n s t imu la t ing the demand for 

money. .The complex mul t ip l e exchange rate system x/as reformed 

and the iiaport contro l s t/hich had p r o l i f e r a t e d during the years o f 

acute d i a e q u i l i h r i a were l i b e r a l i s e d .A dual exchange rate system 

was however^ maintained u n t i l A p r i l 1970. As x/as the case i n a 

nurriier o f tlie L a t i n American s t a b i l i s a t i o n programmes discussed i n 



i n Chapter 8, the Indonesian prograraoe was par t of a major 

r e - o r i e n t a t i o n of economic p o l i c y towards free-maritet p r i n c i p l e s . 

However, by comparison with the approach adopted i n e . g . Ch i l e i n 

1975, the Indonesian approach, was r e l a t i v e l y pragmatic. The ob ject ives 

inc luded i n both instances opening up the econos^ to the outs ide 

world by f o s t e r ing foreign investment and removing con t r o l s . However, 

the extent o f t h i s 'opening up' was less i n the Indonesian case;; 

the speed at which i t was to be accaapl ished was slower^ and the 

range o f instruments enqijpyed was less constrained by the p o l i t i c s 

economic r e - o r i e n t a t i o n , i n c l ud ing as i t d id the use o f p r i c e , 

exchange con t r o l s , and increased t a r i f f s as t r a n s i t i o n a l measures. 

Part I I I examined the iii5)act of the s t a b i l i s a t i o n measures on 

i n f l a t i o n , the balance o f payments, GDP growth, income d i s t r i b u t i o n 

and s t r u c t u r a l adjustment. With the exception 4of one major setback 

dur ing l a te 1967 and ea r l y 1968, the rate o f i n f l a t i o n dece lerated 

s t e a d i l y , from 1045% i n 1966 to 12% i n 1970. Improvement i n the 

trade balance over these years ovred much to increased.dependence on 

a s i n g l e , non-renewable export ( o i l ) . Subs tant i a l current account 

d e f i c i t s were f inanced by a id inflows and to a much l e s s e r extent by 

c a p i t a l r e p a t r i a t i o n . The l e v e l of net foreign exchange reserves 

remained negative throughout the s t a b i l i s a t i o n pe r i od . . The rea l^ 

GDP growth r a t e , which had averaged less than 2% per annum during 

1961-'66 averaged 7% between 1967 and ,1970 with the h i ^ e s t growth 

rates be ing recorded i n the modern sec to rs . The evidence suggests 

that the degree o f inccMne inequa l i t y may have decreased over the l i f e 

o f the programme, although subsequently, during the f i r s t h a l f o f the 

1970s, the degree o f income inequa l i t y increased . 

Hie programroe introduced i n 1966 was a success fu l a n t i - i n f l a t i o n 

programme. I t was suggested that the reasons for i t s success inc luded 

the p a r t i c u l a r p o l i t i c a l context v/ithin which the programme was 

implemented; i n p a r t i c u l a r the f i rm gove;mmBnt commitment to i t s 

f u l l itoplementation. A second factor was that the immediate causa 

o f the d i s e q u i l i b r i a was r ead i l y i d e n t i f i a b l e and i t d i c t a t ed the • 

main thrust of the programme. A t h i r d f ac to r was the a v a i l a b i l i t y 

o f s ub s t an t i a l f inanc ing which eased the burden of adjustment. The 

donor countr ies who were members o f the Inter-governmental Group 

on Indonesia f i l l e d between them the successive f o r e i g n exchange 

gaps estimated by the Fund and the Indonesian a u t h o r i t i e s . Foreign 



aid f inanced on average one - th i r d of Indonesia ' s ivnports over the 

l i f e o f the progranane. In add i t i on , Indonesia 's foreign debt to 

both Western and Eastern b loc countr ies was rescheduled. A f i n a l 

f ac tor was the concentrat ion on supp ly -s ide elements. The progrianme 

aimed at r e h a b i l i t a t i o n of the productive s t ructure and s t a b i l i s a t i o n 

of p r i c e s . P rov i s i on of adequate suppl ies o f e s s en t i a l commodities, 

p a r t i c u l a r l y r i c e , by means of increased imports and domestic 

product ion , was viewed as cent ra l to the p r i c e s t a b i l i s a t i o n ob jec t ive . 

Simultaneously, r e h a b i l i t a t i o n of the i n f r a s t ruc tu re and s e c t o r a l 

p o l i c i e s designed to increase production of e s sen t i a l s and exports 

contr ibuted to stu>stantially increased output from 1968. 

Part IV considered the ro le o f the IMF i n r e l a t i o n to the 

Indonesian programme. This r o l e was three-dimensional comprising; 

p r o v i s i o n of t echn ica l ass i s tance , p a r t i c i p a t i o n i n d iscuss ions on 

debt reschedul ing and p rov i s i on of new aid? and the nego t i a t i on of 

s i x ooase^ t i ve .S tand -By Arrangements^ three o f which were dravm upon. 

I t was argued that the Fund played an important featalytdac: ro le i n 

secur ing new foreign c red i t s from the Western donors and Japan. With 

regard to the Stand-By Arrangements i t was noted that only the f i r s t 

could be f u l l y drawn, and even that was poss ib le only a f t e r a modi f ica ­

t i on had been agreed, the impact of which was to ra i se the c r e d i t 

c e i l i n g s . The c r e d i t c e i l i n g s were exceeded during the second and 

t h i r d Arrangements. (In a d d i t i o n , i n the case of the t l i i r d Arrangement, 

pressure on the exchange rate had resu l ted i n a degree o f Bank Indonesia 

i n t e rvent i on i n the raaricet that proved inconqpatible wi th mainta ining 

the l e v e l of net foreign reserves s p e c i f i e d i n the programme.) 

Nevertheless , i t i s argued that the c r e d i t c e i l i n g s s pec i f i e d i n the 

Stand-By Arrangements, were no t , by and large r e s t r i c t i v e ^ and that 

f a i l u r e to meet them owed much to problems experienced by the o f f i c i a l 

r i c e procurement agency (BULOG) i n ca r ry ing out a p r i c e s t a b i l i s a t i o n 

funct ion . I t was further argued that continued domestic commitment 

to the s t a b i l i s a t i o n programme was the primary f ac to r i n i t s success, 

with the c o n d i t i o n a l i t y attached to the ass istance provided by the 

Fund p l ay ing a r e l a t i v e l y minor r o l e . 
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