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FOREWORD

Policymakers everywhere are searching for lessons from East Asia's enormous success in
ecoomic development. A number of recent cross-country and thematic studies have sought to identify
and analyze the policies behind this success. Among them is The Ea Asian Miracle, a recent World
Bank publicafion, which draws in part on the Lessons of East Asia projecL Study teams, including in-
country nationals, examined in some depth the experiences of the highly successfil East Asian economies
and dte public policies underpinning them.

Sever clear contributions emerge from this set of country studies. The research;

* Highlights considerable variation in approaches within the group of East Asian
economies. For exple, some economies chose a substaial degree of goverment
intervention; others did not. The studies dispel the notion that there is a single or
uniform East Asian model of success.

* Demonstrates dtat a core set of good economic policies - such as macroeconomic
discipline, outward orientation, and humtan resource development - laid the
foundation for East Asia's success. Pragmatic policymaking - understood as being
nonideological and reversible - seems to be at the heart of these polices and merits
replicadon.

ii* Dispels some of the myths about the more idiosyncratic interventions, such as
"picking winns in industry, which sometimes produced the desired result and
sometimes did not. Beca presence or absence of insttutional featres seems to
have affected the outcomes of these interventions, applications to other regional
contets must be approachd cautously. A dominant finding of the studies is that
serious diversions from macroeconomic equilibrum were largely avoided, even by
strong intervetionists. At the same time, the later generation of industrializers were
more successful when they avoided these industrial policies.

A question not easily answered is why East Asian governmets adopted findamentally sound
policies and were apparently able to achieve better results from their active policies and to incur lower
coss fom errors. In this connection, the sudies touch on such dimensions of policymaking as the role
of the sate, leadership, and te bureaucracy. It is one thing to describe the instiutional features
accompanying a successful epiwde, however, and quite another to know why and how those features
came abot. For instnce, why did East Asian leaders apparendy hold themselves more accountable for
economic performance than has been the experience elsewhere? How did the governments manage to
gam sufficient national consensus to put difficult policies t ef These aspects of politicl economy
cannt be ignored. Our analytic tools, hower, are severely limited in penetatng these issues. in
assessig their impacts, and in assigning credit to them. These country studies are only one step,
although a significant one, in deepening our understanding of the experience of East Asia. 1t is hoped
that they will prompt additional work on the institutional foundations of rapid growth.

Gaiuam Kji
Vice Prident

East Asia and Pacific Region
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EXECUTIVE SUMMARY

Development Sategy and Macmeonuic Peformance

From a position as one of the world's poorest nations, Indonesia has recorded rapid and sustained
growth over the past 25 years- During 1965-90, GDP increased at an average rate of nearly 7 percent
per year. There have been sharp reductions in the incidence and severity of poverty and significant
improvements in a range of other social indicatms. The economy has also undergone substntial
structural change, led by an oil and commodity boom in the 1970s and more recently by an expansion
in manufactring. The share of agriculture in total output has been halved, and there has been a
significant shift towards the private sector and a greater involvement in trade.

Following the accession of President Soeharto in 1967, there have been three broad phases in the
government's approach to development The period 1967-73 was one of adjustmn and liberalization.
Under former President Soekarno, attempts at statle-1e _nport substitution had fiiled, creating a stagnant
economy with significant trade and budget def.i:s. The new government moved to restore
macroeconomic stability, passing a balanced-budget law, and introduced market-oriented reforms. The
exchange rate was devalued and unified, the fiscal deficit was elimnated and import licensing largely
abolished. Having achieved stabilization, the government addressed longer-flm goals through the first
five-year development plan, which stressed agriculture, social sectors and infrastructure.

Following sharp increases in oil and other commodity eamings, the govermment was able to
inusify its development efforts in the 1970s. Although it continued to pursue a sound macroeconomic
strategy, several other policies marked a revera from the liberalization of the late 1960s. The
govnment promoted a policy of industrial upgrading, granting state-owned enterprises (SOEs) a
dominant role in many sectors and increasing controls on investment (particularly foreig investment)
though a comprehensive licensing system. By 1980, Indonesia had developed a restrictive trade regime,
characterized by a mulitude of tariff and quaatiive barriers, creating a strong bias against exports.
Resources were draw into capital-intensive industries and the more efficient labor-intensive activities
were penalized. The economy became heavily dependent on oil revenues, and the competitiveness of the
non-oil economy was eroded by a rise in the real exchange rate (a classic example of the "Dutch
disease-).

In the 1980s, the Indonesian economy suffered severe external shocks, creatng the need for two
rounds of adjustment, in 1982-E5 and again in 1985-88. These shocks were caused by a sharp decline
in the terms of trade, as oil prices fell, and by the depreciation of dte U.S. dollar, which increased
Indonesia's exteral debt burden. Adjustment has involved exchange rate devaluation, reductions in
public expenditue and comprehensive tax and financial reforms. Following the second series of shocks,
the government also embarked on a program of trade and other regulatory reforms which significantly
reduced its role in the economy. Import controls have been removed and restrictions on foreign
investment relaxed. A duty exemption scheme has been introduced for imported inputs, offsetting the
anti-export bias of earlier policies. By the late 198Os, rapid growth had resumed, based on the expansion
of labor-intensive exports and private investment. Foreign capital has played an important role in this
expansion; foreign investment approvals increased tenPold during 1986-91 and 70 percent of this total was
export-oriented.

Government policies toward the financial sector have supported the broad framework of develop-
ment strategy. The importance of state-owned banks, which have long dominated the financial sector,
increased during the oil boom, as government revenues were channeled into the economy through directed
credit subsidies and allocations. In the 1980s, succ:ssive strucatal adjustments have led to financial
deregulation, including the removal of entry barriers and reductions in a wide range of interest rate
controls and credit subsidies. There las been a rapid expansion in the number of banks and in the
products and sevices that they offer, although at a cost of introducing some instability into the financial
system.

ix



While there have been significant changes in development strategy over time, the government
remains consistent in its pursuit of certain policies. These include macroeconomic stability, agricultural
and rural development, and public investment in infrastructure and human resources. The combination
of balanced budgets, an open capital account and, for tihe most part, prudent external borrowing has
created a stable macroeconomic environment. In addition, the government has managed the exchange
rate to maintain international competitiveness, partiularly in the 1980s. The government has sustained
an impressive growth rate in agricultural output dtrough continued investments in rural infrastructure and
services and by naintaining favorable incentives. On average, 40 percent of development expenditure
has been allocated to infrastructure provision, producing impressive increases in power, communications
and transport capacity. Successful human resource development progams have involved family planning,
infant survival and education. For tde latter, massive state spending on school building, teacher mining
and fee grants during the 1970s and 1980s enabled Indonesia to achieve universal primary education.

Estimates of productivity change and capital efficiency provide some indication of the impact that
government policy has had on economic developmenL During 167-73, rapid growth was associated with
productivity improvements and a low incremental capital-output ratio, suggesting that policy was well-
designed. In the l980s, attempts to promote investuent behind protectve barriers led to declines in total
factor productivity (TFP) and capital efficiency. For the most par, the SOEs created in this period have
performed poorly. Following the refbrms of 1985-88, when policy concentrated on promoting labor-
intensive activities, there has been a turnaround in productivity and efficiency indicators. TFP growth
in 198S-91 was matched only by its performance during 1967-73.

Instiotuions and Governance

Indonesia is governed by a bureaucratic and military elite, organized around strong presidential
leadership, which has adopted a corporatist strategy to ensure that policy making remains above direct
societal pressures. Organizations whose leadership is overseen by the state have been established to
represent mass groupings of the population, including labor, women, youth, peasants and fishermen. The
state promotes social consensus by requiring all social and political organzations to adopt the official
ideology of Pancasila, which is based on five communal and humanitarian principles. Nevertheless,
reet years have seen increasing dissent from parliament, the media, and business and labor
organizations.

The insulation of the bureaucracy enabled economic technocrats to exercise leeway in the design
of development policy. These individuals are grouped in a number of policy-making instituions, such
as the Economic Stabilization Council, dte Economic Coordinating Ministry and the Monetary Board.
In practice, policies are often approved in a series of informal meetings among senior bureaucrats,
allowing the economic ministries to present a cohesive package of proposals to the President- Following
their initial success designing policy in the early years of the Soeharto regime, economists have retained
the confidence of the political leadership and thus exert considerable intluence. They played an importnt
role in the liberalizing reforms of the late 1980s. The government has also welcomed the advice of a
series of extemal agencies when designing development strategy. Despite its success, however,
Indonesian institutions are still evolving and the country faces hurdles in a number of key sectors.

x
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L -INTODUC1ION

Indonesia straddles the equator spread across an archipelago of more than 13,000 islands with an
area of more than 2 million sq.km. With a population of 184 million in 1992, it is the world's fifth most
populous nation. The five big islands - Java, Sumatra, Sulawesi, Kalimantan and Irian Jaya - account
for 92% of the area and 94% of the population. Two-thirds of the population live on Java, which has
one of the highest population densities in the world. Some 95% of the population are Malay; 90% are
followers of Islam; but there are more than 300 ethnic and linguistic groups. Like other South East Asian
economies, Indonesia has an ethnic Chinese minority. It comprises 2.5% of the population but plays a
disproportionate role in wade, services and industry.

Like Malaysia, but unlike the East Asian countries of the north, Indonesia has a rich and diverse
base of naura resources. Java has extremely fertile soil and the outer islands are well suited for tree
cops. Fanming is well developed, comprising of rice, tree crops, spices and fisheries. Indonesia is also
rich in mineral resources, including oil.

Indonesia's history and development after Independence has two parts: the years under the helm
of President Soekarno (1948-65), often referred to as the Old Order; and the period under President
Soeharto, or the New Order Period, which has spanned the last twenty-five years. Economic activity
picked up after Independence, but gradually lost momentum, and then declined in the final years of the
Soekarno era. Since then Indonesia has had rapid and sustained growth, aided in part by the oil boom
of the 1970s.

This paper analyzes Indonesia's transformation over the past twenty-five years and the role that
public policy has played in bringing this about. The next section reviews the trends underlying this
ransformation. Section m reviews the key elements of the policy and institutional framework. Section
IV analyzes the reform process, and Section V summarizes the main conclusions.
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IL DEVIOMEjT TRANSFRATION SiNCE 1965

ang-Term Develoment flesh

Twent-five years ago, Indonesia was one of the poorest countries in the world. Its per capita
income in 1967 was only $50, about half that of Bangladesh, Nepa and Nigeria. Poverty was
widespread; estimates suggest that, in 1970, 60% of the population (or 70 million people) were living
in absolute poverty. Infa mortity was mong tIhe highest in the world, and life exptancq was lower
than other low-income countries in Asia. bidonesia was also lagging behind in education, with a
substantially higher adult illiteracy rate and considerably lower prmary and seconday enrollimene rat
than those of its neighbors..

Figue I Figure 2
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Table 1: HUMAN RESOURCE DEvELoPMENT - 1960-1990

Life
expectancy In fant Adult Primary Secondary Population
at birth mortality illiteracy enrollment enrollment per
(years) rate /a rate /b ratio /c ratio /d phvsician

1960 1990 1960 1989 1960 1990 1960 1989 1960 1989 1960 1984

Indonesia 41 61 225 64 61 23 71 118 6 47 46,780 9,410

East Asia & Pacific
- Philippines 53 64 134 42 28 10 95 111 26 73 na 6,570
- Malaysia 54 70 105 22 42 22 96 96 19 59 7,020 1,930
- Thailand 52 66 149 28 32 7 83 86 13 28 7,950 6,290
- South Korea 54 71 120 23 29 4 94 108 27 86 3,540 1,160

South Asia
- India 43 59 165 95 72 52 61 98 Z0 43 4,850 2,520
-SriLanka 62 71 71 20 25 12 95 107 27 74 4,490 5,520

All Developing

Countries 46 63 233 65 na 40 na 105 na 43 na 4,980

/a Number of infants per thousand live births, in a given year, who die before reaching one year
of age.

ib Proportion of the popuation over the age of fifteen who cannot, with understanding, read and
write a short, simple statement on their everyday life. Illiteracy rate is for 1960 except for
the following: Indonesia and India (1961); Malaysia (1970); and Sri Lanka (1963).

/c Gross enrollment of all ages at primary level as a percentage of primary school-age chlldren.
Td Computed in the same manner as the primary enrollment ratio.

Since then, Indonesia has made substantial progress. It achieved GDP growth of almost 7%
per annum in 1965-90, far above the average for low- and middle-income developing countries and
comparable to other East Asian economies. Even during the 1980s - when Indonesia was hit by a series
of external shocks - it managed to growth in excess of 5% a year. Over the past 25 years, per capita
income increased at an average annual rate of 4.5%. The percentage of poor, the absolute number of
poor and the severity of poverty have all fallen sharply, which Indonesia having the sharpest annual
reduction in the incidence of poverty among the countries analyzed in the 1991 World Development
Report. At the same time, infant mortality has fallen sharply, and life expectancy has increased by 20
years. Universal primary education was achieved, secondary and tertiary enrollment has risen sharply
and the adult illiteracy rate has fallen by almost two thirds.

The economy has also undergone substantial structural change (Table 2). First, it has become
much more open, with total trade flows now accounting for more than 50% of GDP. The growing
openness of the economy was spurred by the oil and commodity boom of the 1970s and, more recently,
by the acceleration of non-oil exports. Second, invesunent ard savings rates rose steadily from their low
levels of the early and mid-1960s to a peak in 1981, but then declined a little in the aftermath of external
shocks. Third, there has been a rapid change in the composidon of output. The share of agriculture has
been more than halved. Oil and mining was the dominant sector during the 1970s, but manufacturing
has since emerged as a major sector, maling the largest contribution to overall growth in he second half
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of the 1980s. Fourth, with the stagnation in oil output and the sharp decline in oil prices in the M9SOs,
thereliance on oil revenues has diminished both in terms of foreign exchange earnings and budgetary
contribution. Fiftih, there has been a significaiut shift towards the private sector following the reforms
of the 1980s. Its share of total investr.ent has increased, and the private sector is estimated to have
contributed 73% of overall growth since 1983. Lastly, the level of external debt which was reduced
during the 1970s, has risen sharply during the 1980s so that Indonesia is among the five largest
developing country borrowers in the world.

Table 2: STRUCTURAL CHANGE

1965 1970 1980 1990

As PerLent of GDP
Openness

Total Trade 14.0 22.2 46.8 54.7
Non-Oil Exports 4.0 7.0 11.5 15.7
Imports 7.5 10.6 15.5 26.3

Goss Domestic Investment 8.0 10.8 18.7 24.6

Gross National Savings 7.9 9.5 32.8 26.3

Sectoral Shares
Agriculture 55.0 47.5 24.3 35.9
Manufacatring 8.5 10.9 13.4 18.8
Other Industry 6.5 8.9 29.7 19.1
Services, etc. 30.0 32.7 32.1 39.1

External Debt 50.0 32.5 30.0 66.6

As Percent of Exports
Oil LNG Exports 40.0 40.5 78.5 44.8
Debt Service 11.0 6.0 13.9 27.3

Meno: Private Investment as .. .. 51.0 64.7
percent of total

Source: Central Bureau of Statistics (BPS) and World Bardc Staff Estimates.

These longer-term trends have been influenced by: (i) big shifts in Indonesia's external
environment; and (ii) the evolution of policy. Indonesia benefitted from the oil and commodity boom
of tl'e 1970s, with a terms of trade effect that amounted to 12% of GDP by 1981. In contrasr, Indonesia
was adversely affected by sharp declines in oil and commodity prices as well as exchange rate movements
during the 1980s. Together these led to negative external shocks of 15% of GDP by 1988.

Government policy has also changed over time partly in response to the changes in the exteral
environment (Iable 3). The Soekarno era following Ind- ndence in 1948, and, in particular, the period



of guided economic development (1958-65), was characterized by growing inward orientation and
government control. Next cme the initial years of the New Order Government of President Soeharto
(1967-73), during wbich macroeconomic stability was restored, the Government liberalized the trade and
payme. ts regime and there was a more favorable stance towards domestic and foreign private investment.
The-third phase was the oil and commodity boom period of 1973-81. While the Government maintained
generally sound macroecononic policies and continued to pursue its longer-term development objectives,
the trade and investment regime became increasingly inward looking and subject to government control.
Then came the decline in oil prices and associated shocks in 1982. Between then and 1985, the
Government restored macroeconomic stability, initiated key fiscal and financial reforms, but continued
to pursue strongly inward and state policies. In 1986, Indonesia sufFered a second and even sharper
decline in oil prices as well as a rise in debt service payments due to the depreciation of the U.S. dollar.
In response, the Goverment adopted a second round of stabilization measures (1986-88). k also
embarked upon some structural reforms designed to create a more outward oriented and competitive
economy. Since 1988, growth has been led by non-oil exports. xte imbalances persist but they are
due to the resurgence of private investment and consumer demand. The Govement has extended and
deepened te reform process but at a slower pace.

The remainder of this section describes the main developments in each of these periods. A
detaled analysis of the policy framework is provided in Section m.

Soekarno Era. 1949-65. In the period after Independence, economic policy was characterized
by a strong sense of nationalism rooted in anti-colonial, anti-Chinese sentiment. Despite several early
antmpts at liberalization, the policy regime became increasingly inward oriented and interventionist (Pitt,
1991; Glassburner, 1971). A pervasive regime of import and investment licenses was established, which
promoted a new group of Indonesian importers and traders who earned substan rents and became a
powerful lobby for trade restrictions.

Following the centralization of power in 1958 after the regions' unsuccessful attempts to
secede, Soekarno expounded a populist platform of "Guided Democracy and Guided Economy" based
on direct state control of production and trade. Dutch interests were nationalized, and state enterprises
took over all aspects of the economy including the import monopolies established in the earlier period.

The result was chaotic. Inflation accelerated to 1000% by 1965, foreign exchange reserves
dwindled and debt service exceeded foreign exchange earnings. The increased external borrowing and
expansion of money supply were the direct outcome of military adventr, including a confrontation with
Malaysia, and showcase projects. In these conditions, economic growth stagnated. Per capita income
fell by 15% between 1958 and 1965, so poverty (which was already widespread) increased fiurher.

New Order Goverment: The Initial Years. 1967-73. A coup attempt in September 1965 led
to the demise of the Old Order of Guided Democracy. Following a turbulent period, when thousands
of people died, a New Order Government emerged under the leadership of Soeharto, although Soekarno
remained formally as President until 1967.

A.; . rr. - C, '- . - .
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Table 3: TRENDS IN KEY ECONOMIC AGGREGATES
(real grwth; percent per annum)

1960-67 L967-73 1973-81 LQ888 198891

GDP 1.7 7.9 7.5 3.3 7.1

Non-oil GDP 1.7 7.3 8.0 4.3 7.7
Agricultue 1.6 4-1 3.4 2.9 3.0
Manufacturing 1.0 9.5 14.1 5.2 11.0
Servcer 20 9.0 10.0 5.0 7.8

Fixed Investment 1.1 23.5 11.7 -0.5 13.5
Public .. .. 11.0 -2.0 8.2
Pri-ate 3. 12.3 0.7 16.9

Non-oil Eorts 2.1 25.6 0.0 7.6 16.5

Per Capita GDP -0.5 5.2 1.3 5.3

Per Cavita Income -0.4 5.6 9.1 -0.2 5.1

Per g6Sa Consumption -0.6 3.0 5.5 1.4 5.0

Source: BPS and World Bank staff estimates.

Despite its tenuous position, the New Order Government moved early and decisively to restore
macroeconomic stability and introduce market-minded reforms (World Bank, 1968; Pitt, 1991). It
eliminated the fiscal deficit through drastic expenditure cuts and passed a 'balanced-budget' law in 1967
prohibiting domestic financing of the budget either in the form of debt or money creation. It also adopted
a stnngent monetary program to bring down inflationary pressures. The exchange rate was adjusted to
realistic levels through large devaluations, and the administered system of foreign exchange allocation
was gradually replaced by a market mechanism. Following the unification of the exchange rate in 1970
and a firther devaluation in 1971, the capital account was fully liberalized.

In paraliel the government made sweeping changes in the trade and incentive regime, taking
a more favorable line on private investment including foreign investment. It abolished the import
licensing system, and while there were some increase in tariffs in 1968, it considerably reduced import
protection. It also removed most domestic price controls, and reuned some nationalized enterprises to
previous owners. A new Foreign Investment Law, giving a 30-year guar.aatee of non-nationalization and
compensation, was enacted in 1967. Indonesia rejoined the IMF and the World Bank, which enabled it
to receive substantial foreign assistance for its adjustment program and work out arrangements to
reschedule its debt.

The stabilization and adjustment program was successful in restoring macroeconomic stabillity
and spurring recovery. By 1969, inflation had been reduced to below 20% and the external accounts
were brought int balance.
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With this success, the Government's policy focus shifted to long-term development. The first
five year plan (REPELITA 1) was formulated in 1969, with emphasis on agriculture, social sectors,
infrastructure and on industry to support agricultural production. In many ways, this plan established the
long-term development objectives of by the New Order Govemment for the ne-t twenty years.

'he Oil and Commodity Boom. 1973-81. Indonesia benefitted from the first and second oil
booms of the 1970s as well as from toe boom in other commodity prices. Net oil and LNG earnings rose
from $0.6 billion in 1973/74 to a peak of $10.6 billion in 1980181. In that year, oil/LNG accounted for
75 % of export earnings and 70% of budget revenues. The surge in oil earings provided the Government
with the opportunity to intensify is development efforts; it also posed the familiar 'Dutch disease
problem - how to protect the competitiveness of the non-oil economy from the adverse oDnsequences of
oil windfalls.

Compared with many oil exporters, Indonesia used its extra resources well (Gelb, 1988). It
achieved economic growth averaging close to 8% per year based on a strong expansion of public and
private investment (see Table 4). The non-oil economy remained buoyant, especially agriculture and
manufiacuring. Indonesia also had sound macroeconomic management, and, following the Petamina
crisis of the mid-1970s (where the state-owned oil company defaulted on foreign loans), a conservative
strategy for borrowing. By the end of the decade, the current account of the balance of payments was
in surplus and debt-service payments were below 13% of exports.

Table 4: ECONOMIC PERFORMANCE DURING THE OIL BOOM, 1973-82
(real growth rates, % p.a.)

I I I I ~~Average
1973 1974-78 1979 1980 1981 973481

Economic Activity
GDP 11.7 6.9 7.8 7.9 7.4 7.5
Non-oil GDP - 7.3 9.5 9.2 8.7 8.0

Gross National Income 11.4 9.2 12.4 19.2 14.0 11.4

Fixed Investment 12.0 11.1 8.7 15.4 12.0 11.7
Public - 10.6 -10.0 46.0 8.5 11.0
Private - 12.5 13.0 -2.0 16.4 12.3

External Trade
Non-oil Exports 4.5 8.6 -9.0 19.0 0.0
Non-oil Irmports - 8.4 6.5 14.4 21.3 10.5

Other Indicators /a
Domestic Inflation 30.6 19.2 20A 17.0 10.2 17.9
Overall Public Sector BalanceGDP -2.6 0.0 2.2 1.8 -1.3
Current Account/GNP (96) 4.0 -2.0 3.9 2.7 -2.9
Debt Service Ratio (9) 11.3 21.5 14.5 10.1 10.4

/a For the last year of multi-year periods.
Source: Central Burea of Statistics and World Bank staff estimates



Major progress was also made in reducing poverty, improving living standards and expanding
infrastruture. The Governmentrs commitment to rura development was clear in its heavy spending on
agriculture (especially rice) and rural infrasucture. The Government also did much to improve the
availability of education, health and famiy planning services. As a result of these physical and social
investments, Indonesia was able to make extremely rapid progress during the 1970s on reducing poverty
and imro social indicators.

Despite these impressive achievements, there were various policies ta marked a reversal from
the liberalization of the late 1960s and tbit accenuaed the adjustment challenges that emerged in the
1980s. First the incentive regime became progressively inward oriented and complex, creating a
substantial bias against exports and in favor of rentseeking. Second, the distortions in the trade regime
were reinfrced by investment licensing, and by credit allocation at subsidized interest rates. Third, the
public sector expanded substmtially. Public enterprises assumed a dominant role in many sectors and
pubiic investment moved into heavy industries, petrochemicals and mining. The civil service expanded
rapidly, as did the scope of baucratic interventions. Fourth, the economy became heavily dependent
on oil revenues, and competitiveness of the non-oil economy was eroded through a rise in the real
exchange rate-

External Shocks of the 1980s. Indonesia experienced major exteral shocks during 1982-88,
from two main sources: (i) a sharp decline in the exten tms of trade, largely due to the fail in oil
prices and to a lesser extent in commodity prices; and Cii) the depreciation of the US dollar vis-a-vis
major currencies during 1985-88, which added substantially to Indonesia's external debt burden.

The magnitude and trend of external shocks are shown in Table 5. They prompted two periods
of adjustment: fis from 1982 to 1985, and then from 1986 to 1988. During the first period, the
negative external shocks averaged 3% of GDP (Ahmed, 1989). During the second, the external sbocks
were much larger, averaging 15% of GDP.

First Adjustment Period. 1982-85. The first period of stabilization followed the weakening
of oil prices in 1982, the onset of a worldwide recession, and the decine in the prices of several
importamt prim exports (e.g., Lubber, palm oil and tin). By 1982/83, Indonesia's current account
deficit had widened to US$7.2 billion (7.8% of GNP). In response, the Government began a broad-based
adjustment program, designed to adcieve external balance and fiscal stability, while reducing the
economy's dependence on oil revenus. To restrain imports and improve the competitiveness of
Indonesia's non-oil exports, the Rupiah was devalued by 28% in March 1983 and thereafter was managed
flexibly. Public expenditure was sharply reduced through the rephasing of many large projects and cuts
in subsidies. At the same time, the Government encouraged savings through comprehensive financial and
tax reforms, and made major efficiency improvemes in castoms, ports and shipping. However, trade
and industrial policies became even more inward oriented and subject to government intervention.
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Table 5: IMPACT OF RNAL SHOCKS, 1983/84-1988/89
(Percent of GNP)

Actual Average

1983/84 1984185 1985186 1986/87 1987/88 1988/89 1983-88

Loss of income
Terms of trade 2.5 2.0 5.7 15.6 13.3 14.1 8.9
effect

(1981 prices)

Exchange rate -0.2 -0.3 -0.4 0.3 0.9 1.5 0.3
effect
(1981 exchange
rate).

interest rate effect 0.6 0.4 0.1 0.0 -0.5 0.0 0.1

Total effez - 2.9 2.1 54 15. - 13.71 9.

Source: IMF. and World Bank staff esfimates.

By 1985/86, the macroeconomic measures-had restored financial stability (Fable 6). The
current account deficit declined to US$1.9 billion (2.4% GNP) in 1985/86, and inflation came down
which was brought below 5%. These adjusments, however, led to short-term costs in the form of slower
growth of output and incomes, reduced private and public investment, low rates of capacity ubtlization,
and financial difficulties for industrial enterprises.

Table 6: ECONOMIC PERIFOMANCE DURItGTE ADJUSENTPERIOD
(ted growt ntis % pa.)

' ' ' ACTUAL ESTIMA} '

1982 1984-8 1926 1987 1988 1989 1990 1991

Feanomie Activity.- 
GDP -0.3 4.6 5.9 5.0 5.6 74 71 65
Non-ol 4.2 52 6.2 5.8 73 82 7.8 7.1

Gross NatioLAcome -0.9 4.0 -. 5 5.9 6.2 7.7 8.2 7.2

Fixed _lzw-a- 8.7 -5.8 -5.5 2.6 103 13.0 16.2 113l
Public 18.2 -2.9 -19.1 -4.5 10.3 6.8 9.6 5.6
Privat -0.1 -t.6 8.7 8.1 11.4 16.3 1919 13.7

Exmerul Tmde
Non-di ExpoS -0.5 10.4 4.1 25.3 14.2 21.5 6.7 122
NoROil ?npoa 14.2 -11.8 -13.6 5.0 8.0 18.9 25.4 6.7

Other Indiators /
DDomesc h1aion lb 7.6 8.1 5.8 9.6 93 63 7.9 8.5
OverallPblicSectorlalance/GDP -43 -3.0 -4-1 -2.8 -3.1 -13 1.8 -I.0
Current AccotGNP(S) -7.8 -2.6 -S.8 -2.3 -23 -2.0 -3.8 4.1
Debt Ser-ce RaSo (9) & 16.8 24.6 39.7 34.8 34.4 31.6 27.3 312

La For ia yar of multi-year peiods.
lb As mmard by the 17 citie conaune price ind (adjusted).
Ic Debt serec xceda prepaynt
Source: Cearal Bura of StalisX (BPS) and Wodd Bank saff estmates.
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The Second Adjustment Period. 198548. In 1986, the economy again suffered a series
of setbacks. This led to a 34% deterioration in the terms of trade and a jump in the debt-service ratio
from 26% in 1985 to 37% in 1986. Once again, the Government took timely actions to restore
macroeconomic stabiity. These included; (a) the introduction of an austere budget for FY86187, with
investment cut by one quarter in real tens; and (b) a 31% devaluation of the Rupiah in September.

The Goverment also embarked upon a program of trade and other regulatory reforms that
marked a break from the policies of the previous fifteen years. It aimed to stimulate non-oil exports and
investment by reducing trade restrictions and other regelations that had led to a "high cost" economy.
Its first package, announced in October 1986 elimninated import licensing for 197 items accounting for
19% of import value. Later reflhrms included: (a) a reduction in non-tariff barriers as well as in tariffs
(b) investment delicensing and the relaxation of controls on foreign investment; (c) financial deregulation
that built on the 1983 refbrms by lowering entry barriers, increasing competitive pressures and reducing
the role of subsidized credits; and (d) deregulation in other bottleneck areas such as shipping. These
measures are discussed in further detail in Section IV.

As a result of this programs, good progress was made in restoring financial stability. The
current account deficit fell from 5.8% of GNP in 1986 to 2% by 1990 and the fiscal deficit from 4 1%
of GDP to 1.3%. Inflation declined to below 7% in 1989. The debt service ratio, which had risen
sharply in 1986, began to decline briskly due to the strong performance of non-oil experts. Overall
growth was exceptionally strong (more than 6% p.a. for non-oil GDP) given the magaitude of external
shocks.

Non-oil Export Led Recovery. The pace of economic growth quickened in 1989 led by
non-oil exports and private investnent. However, this has led to substantial excess demand, exacerbated
by an easing of monetary policies in late 1989 and early 1990. Consequently, imports surged and exports
decelerated, leading to a widening of the current account deficit, a surge in external borrowing, and an
acceleration of inflation. The Government has responded by tightening monetary policy and curbing
external borrowing for public and quasi-public sector projects. These measures are gradually beginning
to take effect Investment and output growth have decelerated slightly in 1992, but still remained in
excess of 5% per annum.

Impact on Economc Outcomes

Table 7 summarizes thetrends in key economic aggregates since 1960. After the stagnation
of the early 1960s, growth accelerated following the reforms of 1966. The growth momentum was
sustained by the oil boom of the 1970s. Growth decelerated sharply in the 1980s in the face of adverse
external shotk, but never turned into decline. Policy adjustment led to a recovery of growth in the
closing years of the decade.

Investment and Saving. Figure 3 shows the trends in investnent and savings rates since
1965. Startng from very low levels, both increased rapidly following the policy reforms of 1966. The
sharp increase in savings during the 1970s reflected the growth in oil earnings. Investment rose as well,
but with a lag and not to the same extent. The high savings and investment rates during this period
reflect the fact that Indonesia was relatively prudent in its use of oil revenues, saving a larger proportion
as well as directing more resources to investment. The end of the oil boom inevitably led to a decline
in national savings. Since 1987, however, positive real interest rates and economic recovery have
reversed the decline in national savings, despite a much larger burden of debt service payments.



Table 7: TRENDS IN KEY ECONOMIC AGGREGATES
(real gwh; percent per annum)

196D-67 1967-73 1973-S1 1982-88 1988-91

GDP 1.7 7.9 7.5 3.3 7.1

Non-oil GDP 1.7 7.3 8.0 4.3 7.7
Agricultre 1.6 4.1 3.4 2.9 3.0
Manufacturing 1.0 9.5 14.1 5.2 11.0
Services 2.0 9.0 10.0 5.0 7.8

Fixed Invesment 1.1 23.5 11.7 -0.5 13.5
Public - - 11.0 -2.0 8.2
Private - - 12.3 0.7 16.9

Non-oil Exnorts 2.1 25.6 0.0 7.6 165

Per CaMia GDP -0.5 5.5 5.2 1.3 53

Per Caoita Income -0.4 5.6 9.1 -0.2 5.1

Per Cita Consumtion -0.6 3.0 55 1.4 5.0

Source BPS and World Bmk staff estmates.

Figure 3:

INVESTMENT AND SAVINGS TRENDS
(as percent of GDP)

Percent

33

28
Gross Domestic Savings

23

18
Gross Domestic Investment

8

3
-- 1956 1970 STE 19s0 19os 1990
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The investment-rate also declined sharply between 1982 and 1987. This was due tD a fail
in public investment and was the direct outcome of the Government's fiscal adjustment in response to
falling oil revenues. Private investment declined as a share of GDP, but did not fal in real terms. Gross
domestic investment has reowvered since 1987, spurred by the sharp increase in private investment after
deregulation and other reforms. Consequently, the share of private investment in total investment has
risen from 52% in 1981 to 63% in 1990.

Export Perfonrm an. The stabilization and liberalization measures of the late 1960s
stimulated a recovery in non-oil exports. At the time, non-oil exports were largely primary commodities;
together with oil, they accounted for 97% of total exports.Even more than Thailand and Malaysia,
Indonesia was a resource based economy-until the 1980s, and this was reflected in the structure of its
exports.

During the 1970s, the surge in oil revenues dominated earnings from other exports. But
primary commodity exports alo grew rapidly, despite the appreciation of the exchange rate, because of
the boom in world prices. When world commodity prices began to decline in 1980, commodity exports
fell. This decline was reinforced by a ban on log exports introduced in 1981. However, the ban on
plywuod exports was succesful in stimulatng the development of the plywood industry. It became
Indonesia's first major manufactured export and is still today its largest. In addition to plywood, textiles
became a significant export item during the first half of the 1980s.

But the major boost t manufactred exports-,-and to non-oil exports in general, came after
the exchange rate adjustment and the reforms of 1986. The major improvement in competitiveness that
followed boosted all non-oil exports, incduding primary commodities; but manufactured exports grew
especially rapidly. Within mufacted exports, plywood and textiles remained the largest items, but
other labor-intensive manufacures grew-even faster. Manufactured exports rose from only 12% of total
exports in 1985 to 45% in 1991, surpassing both oil and primary commodities:

Efficiency and Productivity Growth. Indonesiaes investment and growth have been strongly
influenced by external conditions and shifts in the policy stance. To disentangle the effects of external
influences from underlying performance, Table 8 analyzes the pattern of various aggregate efficiency
indicators.

The table shows that rapid growth during 1967-73 was spurred by its investment - its
growth, as well as its efficency induced by the policy reforms of 1966. This can be seen from the high
return on investment, the low incremental capital-output ratio (ICOR) and the magnitLde of the change
in total factur productivity (EP).

-The -substantial increase in investment, financed through the oil boom, also fueled the
growth of the non-oil econony during 1973-81. Given the-low initial capital base, these investments
continued to yield a still fairly high average return. But as investment went into more capital-intensive
areas, the ICOR rose. Economy wide efficiency also declined as policy became more inward-oriented.
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Table: AGGREGATE ECENCY INDICATORS, 1973-88

1967-73 197341 1982-8 1985-87 1988-91

A. Rate of retann DA MA 13 1 ZiQ 1.
investment (% p.a.-

B. Incremental Capi
QutLBt Ratio ICOR) 1.8 2 7.8 3.7

C. Total factor productivity
CMF Change,
Growth rate of:
Value addedt 7.8 8.0 4.0 5.9 7.5
Factor inputs
-Labor 2.8 3.0 2.8 7.3 2.1
- Capital'' 7.6 10.7 9.8 6-8 8.4

Total factor productiviW' 2.1 DA 25 -11 2 2

h Rate of growth of non-oil GDP as -a-percentage of average ivestment rate during the period.
t Using non-oil GDP.
Ic Capital stock derived by using the "perpeaW inventory method."
NTP change is calculated as the difference between rates of growth of value-added and

factor inputs Qabor and capital); the inputs are weighted by their income shares.

Source: World Bank staff estimates.

The legacy of promoting investment behind protective barriers became more apparent in
the early-1980s, after the collapse of oil prices. The Government's initial response was to protect
industry even more, through a proliferation of NTBs. Capital productivity fell sharply during 1982-85,
as did the rate of return on investment and TFP.

Following the reforms of the mid-1980s, there has been a turaund in productivity and
efficiency indicators. ICOR levds have fallen steadily as more labor intensive export industries have
emerged as the engine of growth. The decline in TFP was reversed, and its growth in 1988-91 was
matched only by its performance during 1967-73.

-2 .-
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IlL CONTINUITY AND CHANGE IN TJIE POLICY FRAAMEORK

Overview of Policy Dirctions

Over the past twenty-five years, Jndonesian policy has been marked by continuity. Not
surprisingly, the areas of continuity are those where there was an early and clear consensus among the
country's leadership. These areas are: (i) macroeconomic stability; (ii) agricultural and rural
development; (iii) improvement in social conditions and human resource development; and (iv)
infrastructure. The emphasis on agriculture, improvements in social welfare and upgrading the nation's
extremely weak infrastructure base was shared by a broad group of leaders. Their views on agriculture
were reinforced by the food crisis of 1974-75, when Indonesia was unable to buy enough rice in the
international market. As fbr the emphasis on macroeconomic stability, it came from the chaotic
experience of the mid-1960s: the hyperinflation of the 1965-66, from which emerged the balanced budget
law of 1967; the capital flight, and the complete erosion of investor confidence, from which stemmed the
decision to open the capital account; and the debt difficulties and rescheduling in the early years of the
New Order Government (1968-69) and the Pertamina debt crisis of 1975, which led to caution on external
borrowing.

There were, in contrast, two areas where govermnent policy was more ambivalent. The
first was a wilingness to rely on the market economy. Although the New Order Government took some
steps during the late 1960s to liberalize the economy, they did not last; they were overtaken by concerns
about the concentration of ownership in the Chinese minority, distrust of foreign investment, and a desire
to regulate private activity towards desired social ends. The rapid expansion of the Government
machinery during the 1970s was itself a powerful force for boosting the role of the state in ownership
and control.

The second area of policy volatility involved the tradeoff between growth and equity.
Social and regional equity have been a shared concern of both the Old Order and the New Order
Governments. During the oil boom, it was easier for the Govenment to manage the tradeoff, because
it could afford to expand rural and social infrastructure. During the reforms of the 1980s, however, the
social cost of adjustment has been a continuing theme. The Government managed the tradeoff between
growth and equity by protecting social expenditures and creating an early supply response. Even so, and
despite strong economic growth, many people concerned about the equity and regional impact of the new
prosperity. They fear that the new liberalization has created vested interest groups. In response, the
Government has continued to use suasion and regulation in an attempt to meet social and equity
objectives.

Maucroeconomic Poicies

The combination of a balanced budget, an open capital account and generally cautious
extal borrowing has created a prudent and responsive macroeconomic framework. The open capital
account has kept a check on monetary expansion through its influence on external riserves. At the same
time, although external borrowing and the drawdown/build-up of Govemment deposits have allowed fiscal
policy to deviate from a strict balanced budget rule, the absence of domestic borrowing and money
creation have ensured that Indonesia avoided the fiscal excesses common in many other developing
counties. The fiscal rule also provided an impetus to undertake longer-term fiscal reforms during the
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1980s, on both revenue and expenditure. An added feature of macroeconomic policy was active exchange
rate management as an instrument to maintain the competitiveness of the non-oil economy.

Fiscal Policy. During the 1970s, government spending grew very rapidly. However, oil
revenues were so large that the Government was able to build up a substantial stock of assets. During
the 1980s, fiscal policy had to change, to achieve macroeconomic stabilization and less reliance on oil
revenues. The Government was largely successful in achieving both of these objectives. Initially, it did
so by cutting investment. Many large capital intensive projects were rephased in 1983, and public
investment continued to decline in real terms until 1987. In addition, the Govemment undertook a
sweeping tax refonn in 1984-86, to boost non-oil tax revenues and improve the efficiency of the tax
system (Abmed, 1989; Asher, 1991). As a result, non-oil taxes as percent of non-oil GDP rose from
8.3% in 1982183 to 13.2% in 1991/92. The Goverrnent also reduced current outlays through a three-
year freeze on civil salaries (1986-88) and much slower growth in the civil service. These steps tarned
a public sector deficit of 4.9% of GDP in 1982183 into a surplus after 1990. The unexpected surge in
private investment since 1988 has created extra demand pressures requiing an even more cadtious fiscal
stance.

Monetary Policy. Fiscal policy was complemented by monetary and financial policies to
contain inflationary pressures, prevent capital flight, boost savings and improve the allocation of financial
resources. When monetary policy was lax, as in late 1989, the open capital account provided an
immediate signal of inconsistent policies, and the Govermnent was prompt to respond. Reserve money
growth as well as growth of monetary aggregates have been substantially reduced over the adjustment
period. The ability to bring down inflation and preserve depreciation in the real exchange rate is
testimony to the soundness of fiscal and monetary management albeit at the cost of high interest rates in
periods such as 1990-92.

Exchange Rate Management. Indonesia has pursued a more active exchange rate policy
han other Southeast Asian economies, particularly during the 1980s. After several devaluations in the
late 1960s, the nominal exchange rate remained unchanged for a long period after 1971. With the surge
in oil revenues, the result was a real appreciation of currency. This prompted growing concerns about
the competitiveness of the non-oil economy. The Government responded with a 34% devaluation of the
exchange rate, even though there were no balance of payments pressures. The devaluation was eroded
over the next eighteen mondts, because of the second oil price increase of 1979-80 (Pitt, 1991). Without
the devaluation, however, the real exchange rate would have appreciated even more.

Indonesia had two maxi devaluations during the 1980s - one in March 1983 at the start
of the first stabilization period, and the second in September 1986. Whereas the first devaluation was
primarily aimed at closing the large current account deficit, the second was specifically intended to
improve the competitiveness of the non-oil economy. Indonesia changed to a managed float system after
the 1978 devaluation, but the float was applied actively only from 1988.

As a result of these policies, Indonesia has been able to sustain a real depreciation of 55%
since 1983. This has contrbuted to successful adjustment in four ways: (i) stimulating a strong export
response that reduced the transitional costs of adjustment; Qii) restraining imports; (iii) facilitating trade
liberalization; and (iv) improving competitiveness and thereby supporting a strong recovery of private
investnent.

External Borrowing. Indonesia has gone through several cycles of external borrowing.
It borrowed excessively in the early 1960s, which led to the debt reschedulings of the late 1960s. As

... ., --
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shown in Fig. 6, there was a second surge in borrowing in 1975. partly driven by the state oil company
(Pertamina). Following the resolution of the Pertamina crisis, the Government brought in strict controls
on public enterprise borrowing and used the windfalls to reduc t external indebtedness. By 1980, the debt
service ratio was down to 13%.

However, in the early 1980s, the Government turned to commercial borrowing to finance
several large public sector investments. When oil prices declined in 1982, it borrowed even more to meet
the financing gap. Much of this increased borrowing was yen-denominated; so when the yen appreciated
in 1986-87, the level of debt and debt service rose considerably.'

When oil prices declined again in 1986, external borrowing was more prudently managed
than in the first adjustment period. The Government relied on concessional official financing rather than
commercial financing to support the balance of payments. Although borrowing rose after 1986, the debt
service ratio declined from 40% in 1986/87 to 30% in 1991/92, thanks to the recovery of non-il exports.
A third surge in external borrowing occurred in 1990, this time largely due to private sector investment
A growing number of large public and quasi-public projects also added to borrowing pressures. In
response, the Government moved to restrain aggregate demand, and set up a ministerial team to establish
borrowing ceilings for public and quasi-public entities.

In general, Indonesia's external borrowing over the past twenty-five years has been
prudent It has been used to finance development expenditure and to facilitate smooth adjustment.
Nonetheless, the scale of extemal borrowing in the 1980s has left Indonesia with a debt burden that is
significantly larger than that of other East Asian economies and which has largely offset the "oil
advantage" that Indonesia had previously enjoyed. In 1991, public debt service totalled $8.5 billion,
more than the revenues received from oil (excluding LNG).

Trade and Regula y Policies

Initial Liberalization. 1966-71. Despite three liberalization attempts in 1951, 1955, and
1957, the Indonesian economy became progressively inward oriented and regulated durig the Soekamo
period. The first major liberalization occurred during 1966-71, when the New Order Government
dismantled the import licensing system, removed most price controls, eliminated direct allocations of
foreign exchange, and opened the economy to foreign investment (Pitt, 1991). These changes were
introduced with extraordinary speed, unlike the reforms of the 1980s, and against a backdrop of chaotic
macroeconomic and social conditions. However, although the import licensing system was eliminated,
not much change was made to the protective structure of tariffs. And it was notable that improvement
in incentives to exporters came before the liberalization of the payments system for imports.

Inward Orientation and ReMglation. 1973-85. The appreciation of the real exchange rate
after 1971 led to increased pressures to protect industry. By 1980, Indonesia's import regime was
characterized by disparate tariff rates, and a range of non-tariff barriers (NTBs). The NTBs included an
importer licensing system, import bans and quotas, and various informal quantitative restrictions (e.g.,
the complex port and customs clearance procedures). During the early 1980s, the government expanded
the role of import licensing controls with the intention of boosting import-substitution in such basic goods
as cement, chemicals, ferilizers, synthetic fibers, and iron and steel. The Ministry of Trade issued

Depeaon of the U.S. dollar added $12.1 billion (31 peaent) to Indonesia's public debt between 1985
and 1988.
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several decrees in late 1982 and early 1983 increasing the number of products requiring an "approved-
importer" license.2 It also cut the number of approved traders was reduced, often to as few as two or
three (usually state-owned) companies. Besides nominating who may import, some decrees also
established the Department of Trade's authority to fix formal quotas. For manufactured goods, these
decisions were based on consultation with the Department of Industry, and were often linked to local
content programs. These programs, designed to increase the local content of various domestic assembly
activities, initially covered motor vehicles, tractors, diesel engines, and motorcycles, but were then
extended to construction equipment, diesel engines, home appliances and electronic goods.

By 1985 a plethora of decrees had brought a wide range of products under different forms
of import control.. This made it extremely difficult for potential investors or policy makers to get a clear
picture of the impact of the existing trade regime on the economy. It is estimated that in 1985 some
1,484 CCCN items (28% of the total) were restricted to holders of an approved-importer license. These
items accounted for about 26% of total import value and 32% of domestic value added (excluding
constuction and services).' However, the level of protection for domestic producers varied
significantly. In the most restrictive cases (e.g., some iron and steel, plastics and agricultural products),
imports were channeled through a sole importer, often accompanied by a binding quota. In other cases,
where licenses were restricted to a few approved traders, imports may have been informally controlled
through approval of the annual import plan by the Department of Trade. At the other end of the
spectrum, there were the approved-importer quotas. Of the 1,484 items under approved-importer license,
less than one quarter were subject to formal quotas. In addition, there were 24 products where imports
were banned. Ihey included automobiles, motorcycles, Tlvs and radios in CBU condition.

The combination of NTBs and high tariffs produced high rates of protection in many
manufacturing activities. Overall, the regime favored import-substitution over exports. It also favored
"basic" or 'upstream" industries over "final product" or 'downstream" industries. As a result, resources
were drawn into relatively inefficient capital-intensive activities supplyingthe domestic market. The more
labor intensivelefficient downstream producers were penalized and export growth was reduced.

Domestic Regulations and Foreign Investment Policies. The private sector in the 1970s
and the early 1980s was notjust hindered by trade-related regulations but also by a multitude of domestic
controls and procedures. The combination stifled competition, inhibited flexibility, encouraged "rent
seeking" and held back productivity improvements. The main elements of the regulatory framework
were: a restrictive investment and capacity licensing system; extensive controls on foreign investment;
a proliferation of provincial and local regulations; cumbersome land and labor laws; and an increasingly
outmoded framework of corporate law.

The main instrument of investment licensing was the Investment priority (DSP) list, which
regulated entry into specific industries for both foreign and domestic investors. The DSP list specified
four categories of investment: those open to foreign investment; those open to domestic firms seeking

2 This restricted the right to import such goods to designated traders or producers. The actual degree of
restriction depended on such fictors as the number of license holders and whether a quota was in effect.

3 These calclations include oil and petroleum product, for which there are very few license restrictions.
-' Excluding these items would increase the coverage of license restrictions to 30% of import value and

53% of domestic value added (excluding construction and services).



- 18 -

incentives;4 those open to small and medium scale industry and domestic investors without incentives;
and those closed to filrther investment. The DSP list often indicated the number of projects for which
licenses would be given, as well as the permitted capacity.

Apart from the investnent license, a firm had to obtain several other licenses and pennits,
including many at the provincial or local level, before it could commence operation. These included:
the import and export licenses described earlier, a domestic trading license, a storage permit, ;and rights,
location pernmit, nuisance license (including pollution control approval), building permit, safety permit,
tax registration and pennanent operating license. Although many of these licenses served legitimate
regulatory concems, the procedures for obtaining them were oomplex. They rep:esented a significant
barrier to entry in terms of time, money and uncertainty. The entire process of getting approval often
took more than two years from the investment proposal stage.

Foreign firms wishing to invest in Indonesia were subject to even tougher rules than
domestic firms. These included (a) generally more restrictive investment licensing criteria; (b) minimum
initial requirements for local ownership, plus specified phasing for the transfer of the company from
foreign ownership to local ownership; (c) a ban on domestic trading of outputs and marketing of
Indonesian exports as well as restrictions on what domestic inputs could be purchased; (d) limitations on
land lease; and (e) limited access to domestic capital including export finance.

Public Enteprises. Investment by public enterprise (PB) rose sharply in the 1970s and
early 1980s supported by burgeoning oil revenues. By the mid-1980s, there were 214 centrally owned
PEs plus many others at the provincial and local public levels. The central enterprises range widely in
agriculture, manufacturing, trading, banking, other services and public utilities, and are supervised by
14 ministries. The stated objectives of PEs are: (a) to earn profits and contnbute to government
revenues; (b) to contribute to national economic development; (c) to provide public utility services; (d)
to undertake pioneering activities that the private sector would not; and (e) to provide guidance to the
private sector and cooperatives, and to complement their overall activities. PEs are required to prepare
corporate plans on a rolling basis, though less than half have complied with this condition. The annual
budgets of PEs are examined by their supervising (technical) ministries and the Ministry of Finance
(MOF), which provides finance for them in the government budget. PEs are required to submit monthly
financial reports to their supervising ministries and MOF. The audit of PE accounts is undertaken by an
independent audit agency (BPKP).

The PEs in Indonesia have suffered from two systemic weaknesses. First, their financial
performance has been poor because of overstaffing, multiplicity of objectives, insufficient autonomy and
management weaknesses. Second, they have been concentrated in sectors that faced limited domestic or
import competition. Consequently, their outputs were often priced well above world prices, putting a
burden on other segments of the economy.

Deregulation and Outward Orientation. 1985-91. Beginning in 1985, the Government
started to reduce and simplify regulations in order to encourage the private sector. Deregulation has
gathered momentum over the past six years, culminating in maior reforms of trade policy, investment
licensing and transport.

4 The incentives provided to domestic investors in this category (and to all foreign investors) are
exemptions from import duties on capital equipment and the equivalent of two year's supply of raw
materials.
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-a March 1985, the Government announced an across-the-board reduction in the range and
level of import tariffs. The tariff ceiling was reduced from 225% to 60%, with tariff rates for most
products ranging from 5% to 35%. The number of tariff.evels was also reduced from 25 to 11, although
the full benefit of this rationalization was mitigated by the proliferation of license restrictions. Second,
the Government ovethauled customs, parts and shipping operations, and placed the sensitive job of
certifying imports in the hands of private surveyors (SGS). As a result, the time and cost of customs
clearance were reduced considerably.

During 1986, the Government moved to the next stage of trade policy reform. It insulated
exporters from the adverse effects of the import regime, and it began to dismantle the import licensing
system. In May, it announced measures that gave major exporters access to unrestricted and duty-free
imports. In October, following the 31% devaluation of the exchange rate, it took the first steps to
dismantle the complex import licensing system. The intention was to phase out non-tariff barriers (NTBs)
and move towards an import regime based solely on tariffs. Since then, the Govemment has announced
five further trade packages to reduce NTBs, reform the tariff structure, and reduce some export
restrictions.

Reform of NTBs. As shown in Table 9, the share of imports subject to NTBs fell from
43% in 1986 to 13% in June 1991, and the proportion of domestic production protected by NTBs has
declined from 419% to 22 %. The NTB coverage of domestic production of aradeables is lower, covering
only covers 8% of total production value. Neverteless, some important subsectors in manufacturing
such as engineering goods, paper products and food processing and a significant proportion of agricultural
goods remain subject to NTBs.
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Table 9: IMPACT OF REFORM PACKAGES ON IMPORT LICENSING COVERAGE
SINCE 1986&a

Mid-1986 End-1988 June 1991

NIB coveragc as:
% of CCCN items 32 16
% of RS items - - 10
% of importvalue 43 21 13
% of total production value 41 29 22

Memo items:
% of domestic production
coverage of NTBs:
- Manufactng 68 45 32
- Agriculture 54 41 30
- Mining and m;inerals /b 0.2 0.2 0.2

/a There is a discontinuity in the series from end-1988 due to two causes: the sbift from CCCN to the HS
system of tadffs; and the update from 1985 to 1987 production weights for calculating production
coverage ratios of NTBs. However, this discontinuity does not change the trends since 1986. Ir should
be noted that the food, beverages and tobacco industries are included in the manufacturing sector.

/b Including oil and gas.

Source World Bank staff estimates.

Table 10: CHANGES IN TEE TARIFF SCBEDULE la

Pre-1985 1989 1991

Avemagetariffmtes%
Unweiglitad 37 27 20
Weighted

-by import value 22 12 10
- by domestic production 29 19 15

Index of dispersion /b 62 93 83

la Includes surcharges.
/b NMeasured by the coefficient of variation.

Source: World Bank staff estimates.
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Tariff Reforms. The average level and dispersion of tariffs have also fallen considerably
(Table 10). The (unweighted) average tariff is now 20%, compared with 37% before 1985. The latest
reforms have concentrated on cutting tariff rates above 35%, as part of the general move towards a tariff
structure with a ceiling of 30-35%. At present, around 83 % of all items have tariff rates at or below this
range. In line with the Government's efforts to promote an open economy, the reforms in the tariff
structure ha-.e ensured that over half of the domestic output from import competing sectors have tariffs
of 10% or less.

Reform of the Export Regime. One big change in export incentives was the creation of
a duty exemption and drawback facility in May 1986. This facility partially protects exporters from the
anti-export bias that still exists in the economy, by allowing them to import their inputs free of duty, and
by allowing them to bypass the import license restriction 5 (for those products under NTBs). In addition,
the provision of pre-shipment export finance guarantee (PEFG) and export credit insurance/guarantee
(ECI) have been valuable moves for exporters. Even so, less has been done to improve export incentives
than to lilberalize imports. Over one quarter of domestic tradeables are still subject to some form of
export control.

Other Regulatory Reforms. Beginnig in 1985, the Government began to liberalize the
investment licensing system, initially through the streamlining of licenses and approval procedures. In
1989 it went much firther, replacing a partial and complex positive list with a short negative list of
activities closed to private investment. Virtually all areas of tmnufuring that were open to domestic
investors were also opened to foreign investment. Since 1989, the Governent has continued to reduce
the scope of the negative list

As a result of these reforms, investment licensing is no longer a significant barrier to entry
of firms in the tradeable goods sectors. Investors are largely free to respond to the more competitive
environment. The deregulation has also meant a much greater degree of competition from foreign firms.
This trend has been assisted by other measures to reduce impediments to foreign investment. In
particular, divestiture requirements have been relaxed, and virtually eliminated for export-oriented
investment, and the differential treatent between domestic and foreign firms in trade and access to
finance has bhen considerably reduced.

A third area where major regulatory reforms were introduced in 1989 was shipping which
plays a particularly importanit role in Indonesia. The 1989 reforms transformed the industry from being
highly regulated into one of the most liberal in the world.

Effects on Effective Rates of Protection and Comuetition. The scale of the trade reforms
can be gauged from the effective rates cf protection (ERPs). Although the estimates for 1975 in
Table 11 are not strictly comparable with those for 1987 and 1990 because of differences in methodology,
they suggest that the level and dispersion of effective protection, as well as the anti-export bias, have been
suibstantially reduced since the 1970s and the 1980s. ERPs remain high for engineering and food
industries, which are also the ones with NTBs. Despite the reforms, the level and dispersion of ERPs
are still high compared with countries that have completed comprehensive trade liberalization, and there
is a continuing bias against exports.

5 Ilmort duty and VAT exemptions can be given for either a firm's total imported inputs-if the firm
exports 65% or more of total production-or on a consignment basis (where a particular import order
is diectly linked to an export order).

J1. - :
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Table 11: EFFECTIVE RATES OF PROTECTION IN MANUFACTURING

EFFECTIV RATE OF PROTECTON (%)

INDUSTRY 1975 1987 1990

Basic Industries 38.7 8.0 5.0
Non-oil - -1.0 1.0
Oil refining -1.0 -1.0
Iron and steel basic industries 18.2 13.0 10.0
Chemicals 28.4 14.0 13.0
Cement 63.6 60.2 53.6

Capital Goods Industries 15.3 150.0 97.0

Engineering goods - 152.0 139.0

Intermediate Goods Industries 49.0 42.0 40.0

Wood and cork products -1.2 25.0 33.0
Rubber and plastic products 426.0 57.0 48.0

Consumer Goods Industries 116.2 87.0 64.6

Food, beverages and tobacco 336.2 122.0 I 124.0
Paper and paper products 87.3 31.0 20.0
Texiles, cloth and footwear 231.8 102.0 35.0

Manufactuing Total 74.1 68.0 59.0
(excluding oil refining)

All Tradeables (excluding oil sector) 29.7 26.0 24.0

Import-ompeting sector 61.0 39.0 35.0
Export-ompeting sector -6.0 -2.0 -1.0

The trade and regulatory reforms also appear to have led to an increase in competitive
pressures. Table 12 presents three tpes of evidence on the degree of competition. First, the four-firm
concentration ratio is an indication of the degree of competition between domestic firms in the domestic
market Second, the import penetration ratio (percent of imports as a percent of output available in the
total domestic market) indicates the degree of competition posed by imports. Third, the export share
measures how far firms are subject to competition in foreign markets.

Overall, competition appears to have been promoted most in textiles, wood products and
other manufacturing. The areas where competition is still limited tend to be dominated by the public
sector and by conglomerate interests. This is also an important reason why there has been less progress
on import deregulation and domestic compedtion in these sectors.
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Table 12: THE EFFECIS OF THE REFORMS ON COMPETITION
IN THE INDUSTRIAL SECTOR

cin%)

1985 /a 1919 Ic

Scctor Gowt lb Conw. Impo Export Govt /b Conc. Import Export
Share Ratio Pane? ERP Shar Share Rao Penct ERP Sha

Food,Bcv.& Tob. 22.1 602 4.4 22.0 .4 16.8 39.7 6.2 149.5 6.3
Textiles 302 40.6 5.1 02.0 11.5 4.7 13.8 8.7 79.1 16.7
Wood & Wood 22.6 18.8 0.6 25.0 28.0 3.2 11.9 0.7 -2.9 34.6
Pper & Paper Prod. 33.1 45.3 25.2 31.0 139 16.9 33.1 21.6 16.8 5.7
Chemicals & Plasdcs 51.2 49.7 33.2 14.0 3.0 30.4 18.3 33.0 39.6 4.7
Non-metallic Minas 655 602 12.0 57.0 2.2 365 342 12.6 63.3 8.9
Basic Metabl 84.6 87.1 42.0 13.0 19.0 82.7 88.1 37.8 8.3 25.0
Machinery & Equip. 37.7 49.7 54.0 52.0 1.8 1B.7 30.0 48. 48.0 2.8
Other Manula ing 39.1 75.5 35.6 240 19.9 0.09 32.6 33.9 86.1 32.0

Average (unweghted 42.9 54.1 23.6 71.1 10.6 23.3 32.5 22.5 65.3 15.2

2 setors with bighes
public prsenca 75.0 73.6 27.0 35.0 10.6 60.0 61.1 25.2 35.8 16.9

2 sectors wit lowect
public prcsenc 224 39.5 25 73.5 18.2 4t0 12.8 4.7 38.1 25.6

/a Import penetration and export shirt ave been calculated rot 1986.
/b Ibclides joint ventres.
/c Governm shar and concentration rios as % of value-added by sector.

Source: BPS: Census of Manualeuring Indutry and Wol Bak saff estmat.

Financial Markets alnd Polis

In the New Order period, the role of government in financial market and policies has
changed from extreme intervention to a more market oriented approach. As with deregulation elsewhere
in the economy, the turning points in policy are related to the fall in oil prices.

Initial Conditions. During the Old Order period, more and more of the financial sector
came under government contol. As Woo et al (1992) point out, this was mainly due to an ideology that
was averse to finncial capitalism. By 1965, government control was extensive. After a series of
nationalizations, the financial system was dominated by state banks acting as commercial, savings and
development banks. There were the 5 units of Bank Negara lIdonesia (BNI unit I functioned as dhe
Central Bank), Bank Dagang Negara (state commercial bank), 23 development banks (1 state owned
Bappindo and 22 regional development banks), 2 private savings bank and 87 private commercial banks.

As pointed out by Nasution (1983), the Central Bank also served to implement govement
spending, since the government borrowed from it in excess of the stipulated 30% of treasury reserves.

Pre Oil Boom Period: rehabilitation and consolidation. At the beginning of the New Order
period, the immediate concer was to reestablish the financial institutions as part of the rehabilitation
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program. In 1967 the government pernmtted foreign bank to operate in Indonesia through subsidiary
branches, tough they could not offer savings deposits, were limited to two branches and could not lend
outside Jakarta. Foreign banks were allowed in on a full branch basis up until 1969, then entry was
closed.

Second, the govermment restructured the state owned financial institutions through a series
of laws in 1967-69. BNI I became Bank Indonesia, the central bank, and the other units became four
independent state-owned banks: Bank Rakyat Indonesia, BNI 1946, Bank Export Import Indonesia and
Bank Bumi Daya. Together with Bank Dagang Negara there were 5 state commercial banks, each with
its own area of specialization, arranged so that at least two of the state banks covered each major
economic sector.

Bank Negara Indonesia 1946: industry/transportation, agriculture/livestock and export
producing sectors

Bank Rakyat Indonesia: cooperatives, agriculture/livestock, fishery and rural
development

Bank Dagang Negara mining and export production
Bank Bumi Daya: mining, export production and plantations
Bank Ekspor Impor Indonesia export production and marketing, plantations

The state owned developmern bank, Bappindo, was given the task of providing long term
development fimds; and Bank Tabungan tiasional remained the main savings bank Altogether, there
were eleven types of banks differentiated by ownership and function.

State banks were also given certami privileges that strengthened their position vis-a-vis
private banks: access to Bl, implicit government guarantee and extensive network of branches, and the
fact tha state-owned enterprises were required to deposit govemment funds in state banks. This
favoritism had several reasons behind it. First, state bank were the dominant players and had the bigger
branch networks. Second, the Government wanted a strong presence in the economy, based on Article
33 of the Constitudon. The usual interpretaton of the article is that economic activities which affect the
daiy life of the people should be controlled by the govermnent through state enterprises.

The central bank also played an influential role in the country's financial development, by
extending credits to non financial institutions that were mainly government related. Nasution (1983) notes
that the official reason for its actions goes beyond the lender of last resort function; the Central Bar-k has
a broader mandate 'to finance the implementation of governent programs'. As such, direct credit was
used to support large projects that could not be financed by commercial banks and also to "hide" subsidies
paid by the government to stabilize food item prices.

In 1968, the dominance of the state in the financial system was quite plain. State banks
held 74% of the total assets of deposit raking banls, and Bank Indonesia and the State banks between
them accoud for 93% of total commercial bank credit. The large nmber of private domestic banks
(10 foreign exchatge banks ad- 112 non-foreign exchange banks) accounted only for 25% of assets and
.6.3% of cit.

The development of the fiancial sector and the improving investment climate led to the
inflow of the capital needed to rehabilitate the economy. However, the banking sector remained
underdeveloped: in 1970, the MI/GDP and M2/GDP ratios remained low, at 7.1% and 9.37%.
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Woo and Nasution (1989) and Suwidjana (1984) suggest that the system of credit allocation determined
dIe structure of the banking system, because Bank Indonesia coud set the shares assigned to any bank.
The ceilngs also acted to minimize entry ito the bankdng system.

As for the seres market, up OD 192 is was not vey active and provided only a small
proportion of total credit A large number of the companies that went public were foreign, and did so
to comply witi the divestment requirements and to take advantage of generous tax concessions.

What have been the effects of this financial system? First, investment financed by credits
contributed to overall economic growth, but their productivity was poor. Allocation of credit ensured
the growing state participation in the economy, notably in the industry. State owned enterprises received
52% of total credit in 1978, and 37% in 1982.

Second, as pointed out by Woo et at (1992) non market credit allocation allowed subsidized
credit to increase its coverage, and on even more generous terms. This occurred because of pressure
from various interest groups such as estates sugar plantations and construction firms.

Third, an efficent banldng system did not develop. Sme banks did not mobilize savings,
then lend and perform their intermediation fimction. Instead, their main finction was to channel nmoney:
they were provided low cost and captive funds, and told which sectors to lend to and at what interest
rates. As Woo (1992) points out the state banks (unlike the private banks) usually did not use all of their
credit allocations. This could have been due to bureaucratic diffcltes in obtning a loan from sae
banis, inablity of bank offlicers to select acceptable projects, and/or that officers of state banks may bave
demanded side paymens from prospective borrowers. In fact state bank did indeed have problems of
mismanagement and high default rates during this period. In 1977 the government had to bail out one
of the state banks, Bank Bumi Daya. As for private banks, their ability to intmediate between lender
and borrowers was limited by the their credit ceilings.

Fourth, real imet rates on stae bank deposits were negative throughout the period of
regulated interest rates. The ratio of money supply to GDP remained low and did not increase very
much. For ML it rose from 7.1% in 1974 to 11.36% in 1982, and for M2 from 9.37% to 17.68%.

Fifth, the credit ceilings were not successfid in sterilizing the inflow of money from hie
oil revenues. Ths was because of leakages from foreign borrowing themselves due to the open capita
account Ihere were practical problem associated with adjusting ceilings quicldy and by the right
amount

Initial Oil Price Decline: First Phase Financial Refonms. Ihe response to the initial oil
price decline in the early l980s was to deregulate the financial sector recognzing the need for greater
domestic savings to finance fiuther developmeat In part, the move was also aimed at increasing the
efficiency and competitiveness of the financial sector. The main reforms were:

i) the removal of all credit cellings
ii) a reduction in the number of credit categories financed by liquidity credit

iii) the removal of controls on deposit and lending rates (outside of those still being
refinacd by Bank Indonesia) of sawe banks

iv) the removal of remaining subsidies on deposit rates paid by state banks
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Woo and Nasution (1989) and Suwidjana (1984) suggest that the system of credit allocation determined
the structure of the badking system, because Bank Indonesia could set the shares assigned to any bank.
The ceilngs also acted to minimize entry into the banking system.

As for the securities market, up to 1982 its was not very active and provided only a small
proportion of total credit A large number of the companies that went public were Foreign, and did so
to comply with the divestment requirements and to take advantage of generous tax concessions.

What have been the effects of this financial system? First, investments financed by credits
contributed to overall economic growth, but their productivity was poor. Allocation of credit ensured
the growing state participation in the economy, notably in the industry. State owned enterprises received
52% of total credit in 1978, and 37% in 1982.

Second, as pointed out by Woo et at (1992) non market credit allocation allowed subsidized
credit to increase its coverage, and on even more generous terms. This occurred because of pressure
from various interest groups such as estates sugar plantations and construction firms.

Third, an efficient banicng system did not develop. State banks did not mobilize savings,
then lend and perform their intermediation function. Instead, their main function was to channel money:
they were provided low cost and captive funds, and told which sectors to lend to and at what interest
rates. As Woo (1992) points out the state banks (unlike the private banks) usually did not use all of their
credit allocations. This could have been due to bureaucratic difficulties in obtaining a loan from state
banks, inability of bank officers to select acceptable projects, andlor that officers of state banks may have
demanded side payments from prospective borrowers. In fact state banks did indeed have problems of
mismanagement and high default rates during this period. In 1977 the government had to bail out one
of the state banks, Bank Bumi Daya. As for private banks, their ability to intermediate between lender
and borrowers was limited by the their credit ceilings.

Fourth, real interest rates on state bank deposits were negative throughout the period of
regalated interest rates. The ratio of money supply to GDP remained low and did not increase very
much. For MI, it rose from 7.1% in 1974 to 11.36% in 1982, and for M2 from 9.37% to 17.68%.

Fifth, the credit ceilings were not successful in sterilizing the inflow of money from the
oil revenues. This was because of leakages from foreign borrowing themselves due to the open capital
account. There were practical problems associated with adjusting ceilings quickly and by the right
amount.

Initial Oil Price Decline: First Phase Financial Refbtrns. The response to the initial oil
price decline in the early 1980s was to deregulate the financial sector recognizing the need for greater
domestic savings to finance furter development. In part, the move was also aimed at increasing the
efficiency and competitiveness of the financial sector. The main reforms were:

i) the removal of all credit ceilings
ii) a reduction in the number of credit categories financed by liquidity credit
iii) the removal of controls on deposit and lending rates (outside of those still being

refinanced by Bank Indonesia) of state banks
iv) the removal of remaining subsidies on deposit rates paid by state banks
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Tbe consequences of the deregulation were as expected. The removal of interest rate
controls led to an immediate rise in interest rates and deposits. Real interest rates tumed positive,
especially for state banks (see figure 1). Total time deposits increased substantially, but barely demand
deposits barely changed. Thus the MlIGDP ratio declined after the 1983 reform, while the M2/GDP
ratio increased dramadcally, from 17.7% in 1982 to 29.6% in 1988.

At the same tine, the assets of the banking system and the value of credit given continued
to increase rapidly, particularly for private domestic banks. Iheir share of total assets rose from 12.3%
in 1982 to 26.4% in 1988 and of total credit of commercial banks from 12.1% to 25%. And banking
became more competitive: the interest-rate spread of state banks fell from 3.3 % to 2.3%, and of private
banks from 7.6% to 6.6%.'

In a more competitive environment, the sluggishness of the state banks was due to their
size and the fact that they still fimctioned as state owned enterprises. They did try to adjust: for
instance, BMN 1946 retrenched some 600 people, many state banks offered early retirement, and all went
in for substantial training and upgrading. However, they were still subject to the regulations and structure
of any other state owned enterprise, so their ability to change has been limited.

Second External Shock: Liberalization of the Financial Sector. The second external shock
in 1986 prompted an extensive reform of the financial sector between 1988 and 1992. The October 1988
deregulation removed most of the entry barriers. New banks, whether joint ventures or domestic, can
be set up with capital requirements of Rp.50 and Rp. 10 billion respectively, and sound domestic private
banks are eligible for a foreign exchange license. Regulations on opening new branches were was
substnially relaxed and foreign banks were allowed to open up one sub branch in 6 other major cities.
State owned enterprises were also allowed to deposit 50% of their funds in private banks. Reserve
requirements, which were thought to be high by international standards and were thus increasing the cost
of bank services, were drastically reduced. They fell from 15% for demand deposits and 10% for saving
and time deposits to 2% of deposit liabilities. Other measures included the establishment of legal lending
limits for loans to a single borrower and to groups of borrowers; banks were allowed to issue shares; and
the tax exemption on interest on time deposits was also removed, to equalize the treatment of interest
payments and of dividends.

Later, several other policy changes were made in the financial sector. In December 1988,
some capital markets deregulation eased the requirements for companies to go public, eliminated the
limits on price fluctuations, and gave priority to Danareksa. Foreign joint ventures and local comnpanies
were alowed to become securities companies. In mid 1989, the percentage of foreign participation was
set at 49% (except for purchase of bank shares), a change that promoted a surge of overseas interest.
The equalizing of the treatment of dividends and interest payments also boosted the attractiveness of
shares.

Other measures followed, intended primarily to clarify the meaning of various rules. In
March 1989 the authorities set out the definition of bank capital, stipulated that banks could not invest
in stocks, and replaced foreign borrowing ceilings by a net open position of 25% of equity. This was
followed in February 1991 by deailed criteria for bank soundness, higher professional standards for bank
directors and commissioners, and a ruling that banks had to meet the BIS Capital Adequacy requirements
of 8% by the end of 1993.

' See Chant and Pangestu (198h.
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Finally the new barking law was passed in July 1992 and ratified in October. It laid down
that there are no more specialized banks, and only two types of banks: general banks and peoples banks.
Peoples banks are not allowed to provide demand deposits, or participate in the cleanng process and
foreign exchange services. Foreigners can now purchase bank shares. The legal status of state banks
was changed to a limited liability company, to allow them more autonomy and to be managed as a private
corporation. In October 1992, the capital requirements to set up domestic and joint venture banks were
raised by five times for the former and by double for the latter. This move appears to have been
motivated by the wish to limit the number of new banks. Liquidity credits were also reduced as from
April 1990, a change related to the deadline given by GATT to Indonesia to remove the subsidized export
credit scheme by April 1991.

What have been the effects of such extensive liberalization? Since 1988 the growth of the
financial sector has been dramatic. The number of new banks increased from 61 to 119 in 1991, and the
number of foreign banks increased from 11 to 29. The relaxation of branching requirements led to a big
increase in the number of bank offices, especially of private domestic banks whose branches expanded
from just 559 in 1988 to 2639 by end of 1991.

.1^3!s~- RThe range of new products and services has also increased. Various types of savings
schemes tied to lottery prizes and gifts were introduced, so saving deposits outside of the government
programs increased from Rp.605 billion in 1988 to Rp.9064 billion by June 1992. There was also stiff
competition for qualified staff.

The shares -of the state banks in assets and credit fell to 50% and 54% respectively by
1991; state. banks are. still dominant but no longer predominant. They faced strong competition for
deposits as well as credit to prime customers, and this pressure initially led to an increase in the deposit
rate but very little increase in the lending rate. Later, as: deposits increased and banks became very
liquid, deposit rates also started to come down. This combination led to an unprecedented increase in
credits. They were given not just for production, but also for consumer loans, real estate and reportedly
also for the stock market. The share of total credit going to "other" sectors outside of agriculture,
industry, service and trade, increased from 6% in 1988 to 12% in 1990. Monetary growth was very high
during thisperiod: 40% in 1989 for-Ml and M2, and 18% for Ml and 44% for M2 in 1990. As a
result GDP growth was also rapid, reaching an average of 7.4% p.a in 1989-90. Inflation also rose,
reaching almost.l0% in 1990, and the current account deficit increased.

In response, the Central Bank began to reduce liquidity credits in 1990, and tightened its
monetary stance. This led to some banks experiencing liquidity problems. As a result deposit rates
began to rise dramatically as banks competed for deposits to offset their tight liquidity. Banks and non
banks also began to borrow abroad.

In 1990, some-banks had a run on their deposits after rumors that they were in difficulty.
The mood, was -aggravated when in August. 1990, it was revealed that Bank Duta, one of the ten biggest
domestic foreign exchange banks had made-losses of US$400 million on foreign exchange dealings. It
became clear that at the time Bank Duta went public earlier in the year, the losses had already been made.
The Lict that the financial statements did not reveal this to the public was considered to be fraudulent,
and added to the growing lack of confidence in the stock market.

By the beginnig of 1991, money supply growth was high and inflationary concerns were
increasing. This led to the Second Sumarlin Shock in February 1991, when Rp. 8 trillion (US$4.2
billion) of deposits of state enterprises were withdrawn from the banks and shifted into SBI (Bank
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Indonesia Certificates). As a result deposit rates were increased by four to five percent, which did at
least stave off fiurther speculation. At the same time the Government brought in tougher regulations on
bank soundness, such as capital adequacy requirements and loan to deposit ratios, with strict deadlines
for meeting the requirements.

By June 1991, interest rates offered by state banks on time deposits ranged from 22% to
25%, and the highest interest rate offered oy private banks was 28%. In July 1991, the Minister of
Finance attempted to "talk down" interest rates by calling a meeting of 68 state and private banks to urge
them to lower interest rates. This resulted in some reduction in official interest rates, prompting the
banks to turn to non interest competition. They offered time, savings and demand deposits with lottewy
features and gifts, and some informally agreed negotiable rates with large deposit holders. The effective
interest rate is thought to have remained high, and there was the undesirable result that announced interest
rates did not provide the correct information to the public. Furthermore the lending rate did not fall in
line with the deposit rate.

In September 1991, the banking system was bit by another set of regulations aimed at
correcing the balance of payments deficit and curbing the inflow of capital so as to control monetary
growth and inflation. The government imposed ceilings on the borrowing of public-sector projects and
borrowing by banls, amounting to $5-6 billion over five years.

These "three shocks" - tight money, prudential regulations and offshore borrowing ceiings
- have caused considerable problems for the banking system. The tight liquidity position has been relaxed
and interest rates on SBI and deposits have fallen. However, the interest rate on lending has not come
down in tandem, partly because of the usual lag but also because of increased provisions for problem
loans.

Furthermore despite some monetary easing, banks are still slow to increase their lending.
They have been constrained by the need to satisfy their capital adequacy ratios (CAR) by the rule that
20% of credit must go to small business, and by the slowdown in the economy. Banks are placing the
money they raised in deposits into Bank Indonesia certificates and SBI, their value outstanding has
increased dramatically from Rp.9 trillion at the end of the first quarter of 1991 to Rp. 15.5 trillion by
mid 1992 and almost Rp. 18 trillion as of October 1992. Banks are willing to place their funds in SBI
at a loss because it is classified as a non risky asset and thus, does not affect their CAR. The central bank
governor also recently announced that part of the increase in SBI sales was purchases by foreigners in
search of high interest rates. It should also be noted that some of the increase in credit reflects the
increase in banks lending to customers with problem loans in order to service their debt.

At present there are signs of some financial instability in the banking sector, although it
is difficult to say on what scale. Some banks with problems have already emerged and have been
"rescued" by arranging for a merger or takeover by another bank. The problem loans appear to have -
arisen in the period of rapid expansion after the dereguiation. Strengthening of supervision is crucial in
dealing with the new competitive environment. It remains to be seen whether there will be any fiurter
fallout of new banks and whether the centl bank can avoid a finandial crisis.

On the other hand there are some signs of financial strength. Fixed investment has grown
more rapidly than the credit extended by banks, which suggests that the non financial sector is able to
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obtain the finance it needs.' T.his is partly due to the explosive growth in the capital markets. Since the
1988 deregulation, the maret capitalization expanded from just Rp. 482 billion to Rp. 15.8 trillion by
April 1991. The number of companies listed jumped from 24 to 128 by the end of April 1991. Share
prices increased rapidly in 1989-90, reaching a peak in . They then plummeted in 1991, reaching a low
of... at the beginning of 1992. They have since recovered, but not back to their earlier peaks.

bM Devdt

Indonesia's long-term agriculral growth of 4 percent per annum over 1965-90 compares
favorably with most other developing countries, and helped to underpin its overall growth. At the heart
of Indonesia's agricultural transfe 'nation was the drive for self sufficiency in rice. Based on a strategy
of massive investments in agricultial infrastructure and services, a favorable incentive regime (including
large and growing subsidies for fertilizers) and strong central direction, rice output grew by 4 percent
a year between 1965 and 1990, compared with 2.2 percent for Thailand, 0.6 percent for Malaysia and
2.6 percent for the Philippines.

For the rest, non-farm food crops, tree crops Cm the outer islands) and livestock have been
the main contributors to agricultural growth. The Government played a major role in the development
of tree crops, staffing with the nationalization of colonial enterprises and followed by a major expansion
of smanlholder plots. These were linked to nuclear or large estates, and financed by highly subsidized
credit. These measures were not as successfil the ones for rice, being more expensive and often not
achieving planned yields. Nevertheless, the area and production of palm oil, copra/coconut oil, tea and
coffee expanded during the 1970s and 1980s. Like Malaysia and Thailand, and unlike most other
developing country producers, Indonesia was thus able to maintain its income terms of trade for primary
exports in the face of declining prices. Since tree crops are produced mainly in the outer islands, the
strategy has fostered more balanced regional developmenL

In addition to its interventions in rice and treecrops, the Government has sought to promote
a diversification of fann crops through area controls and special programs (e.g., sugarcane and soybeans).
These policies have not been successful (Tabor, 1991) suggesting that the "rice model" is not readily
applicable to other crops.

Agricultura growth slowed during the 1980s, as a result of the limits to irrigation
expansion, near-complete adoption of high yielding varieties and depressed commodity prices. Rice
output has decelerated fiuther in the late 1980s but estate crops, livestock and fisheries continue to expand
at over 4 percent p.a. and are now bigger contributors to agricultural growth.

Mmufac I

Indonesia's manufacturing output grew by more than 12 percent a year in 1965-90, a
record exceeded only by the four mEast Asian NIEs". Although this growth took place from an
exceptionally low base, Indonesia's industry has nevertheless been transformed. The share of
manufacturing in GDP increased from 8.5 per cent in 1965 to 19 percent in 1990 and will surpass
agriculture as the largest sector in the economy by 1995.

9 See Chant and Pangetsu (1992).
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The stabilization and liberalization program of the late 1960s provided the first stimulus
to manufacturing growth. Companies benefitted from the resurgence of consumer demand, the
dismantling of controls on foreign exchange, and improved access to inputs (Hill, 1991).

During the next phase, which lasted from 1973 to 1985, the Govemment sought to
accelerate the pace of industrialization through a combination of import substitution policies, regulation
of investment and state ownership. Indonesia was more successful than other oil exporters in moderating
the rise of its real exchange rate. Nevertheless, in the face of a gradual erosion of competitiveness and
pressures from domestic interests, the trade regime became increasingly protectionist. Government
began to rely more on investment licensing to regulate domestic and foreign private investment as well
as to invest in capital-intensive and resource-intensive industries such as oil refining, LNG, cheniicals,
pulp and paper, fertilizer, cement and steel. The result was that although industrial growth accelerated
in the 1970s, it became increasingly inefficient. An added policy intervention that had a significant
impact was the ban on log exports in the 1981 aimed at boosting the development of wood-based
industries.

The high cost structure of industry and the end of the oil boom prompted a reassessment
of industrial strategy in the early 1980s. Although REPEL1TA IV proposed a further push to heavy
industry, economic circumstances strengthened the hands of policy makers who favored a different
approach. As part of the fiscal adjustment of 1983, several large public projects were cut back or
shelved. But the big shift in strategy came after the second oil shock of 1986. An export incentive
package was introduced in May 1986, with the aim of boosting non-oil exports. Then it became clear
that more comprehensive reforms were needed to achieve that objective, so the Government announced
a large devaluation in September 1986 and the first of a series of trade reforms in October 1986. Just
as had happened in the late 1960s, the stabilization and adjustment program of the mid-1980s boosted
manufacturing output, exports and investment. What was particularly striking was the speed with which
manufacturers responded to the reforms.

The rapid growth of manufacturing production has brought about large structural changes,
but in ways that are different from other East Asian economies. Unlike these economies, Indonesia's
manufacturing industry has been primarily based on the exploitation of natural resources. As shown in
Table 13, 60 percent of output and 90 percent of exports in 1977 were resource based.'0 By 1988, the
proportion of output was still more than 50 percent, but there had been a noteworthy shift in exports to
labor intensive goods. In contrast to exports, imports are relatively skill and technology intensive,
reflecting Indonesia's liberal policy on technology imports and foreign investment.

These trends suggest that Indonesia has moved to a labor intensive path of export-led
growth at a much later stage than other East Asian countries. The devaluation of 1986 and the sharp
appreciation of the yen boosted Indonesia's comparative advantage in labor intensive production,1
making it the cheapest source of unskilled labor in the region, apart from China.

° If agriculture and oil are included, the resource-based structure of production is even more striling.

The Rupiah was devalued by 31 percent against the dollar in September, but when combined with the
depreciation of the dollar against the yen, the rupiah's competitiveness vis-a-vis the yen improved by a
massive 65 percent.
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Table 1: INDUSTRIAL OUlTUT, EXPORTS, IMPORTS, BY FACTOR INTENSllY:
SELECTED PERIODS LB

(in % of period total)

By Facor lJaiy .Outt Exports Imorts
1977 1988 1977 1988 1977 1988

Rp"o Bd SW54.0 63.1 27.2 14.2
.- ASIPm . 46.2 30.1 67.3 15.6 20.5 6.4
--Timber p r - 4.6 16.0 4.8 32.5 2.2 3.7
- _ Minral. 8.4 7.9 17.4 15.0 4.5 4.1

Ua ellaWr 1 E22.9 26.2 1.8 22.9 9.6 10.7

TIeloon 6.9 10.7 4.3 6.8 28.6 40.5

SIiDllhubor 11.0 9.0 4.D 7.2 _34.5 34.6
100.0 100.0 100.0 100.0 100.0 100.0

La Medium d large scde entmipnsw only.

* s: Wrd Bank staff estimates.

Both foreign and domestic firms have responded to these attractions, helped by the deregulation of
.hnp and of Investae licensing. Foreign investment approvals increased ten-fold between 1986 and
.1991 to over $8 billion; and domestic investment rose by a similar proportion, to $30 billion. The
appwval data also show that 70% of foreign investment approved was export-oriented, compared with
38% in 1986. Aldtougb the share of labor intensive sectors in these investment plans is higher than in
*te pu, capkal intensive resource based investments sdll account for a significant share of total
i uveaa. The share of engineering goods, although rising, is much smaller than in other East Asian

* a

In addition to stimulating agricultural growth and developing human resources expanding
-and upgrading infrastructure was one of the early priorities of the New Order Govermment. This was
reflected in the Guidelines of State Policy and successive five-year develcc'xment plans. The expansion
and improvement of infrastructure had two objectives: to provide the conditions for sustaining economic
growth; and to integrate and foster equitable development of the regions at;O rural areas.

- -. . This emphasis on infastructure is reflected in the large share that it received in the budget.
On aveae, 40 percent of Government development expenditure has been allocated to economic
infructurne Even during the 1980s, when the Government had to cut real spending on everything, it

:* -biaotsedt nrauwtre's share. With the recovery of growth, and the surge in private investment, the
Goveanmt is placing renewed emphasis on infrasructure. But it is now opening up many areas of
-iatructr investment to the private sector (e.g., power, telecommunications, ports, roads).
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The stress on infastructure-has paid rich dividends (see Table 14). For example, the
installed capacity of the state electricity company (PLN) has increased eighteen-fold since 1970; the
number of telephone lines rose seven-fold; and the length of paved roads increased almost six-fold, nearly
eighty percent of which was at the district level. In telecommunications, Indonesia became the first
developing country to install a domestic satellite system.

-Table 14: EXPANZSION OF SELECTED INFRASTRUCTURE, 1970-90
(% p.a.)

1970-75 1975-80 1980-85 1985-90

Power 11.5 18.1 14.2 16.0
PLN sales

Telecommunications
Telephone lines 4.6 15.4 7.5 13.2

TransDort
RP!ved roads 10.2 11.3 8.0

WVater-
Land under irrigation 2.9 1.8 5.0 LO

Source: Various GOI publications and World Bank Staff estimates. -

Humas Resouee Development

SectionI highlightedIndonesia's impressiveprogress inhuman resource development. This
was the direct result of a government commitment at the highest levels, which ensured the establishmezit
of successful institutions for the delivery of basic services and the allocation of substantial resources
(financed in part by the oil boom of the 1970s) through special programs. The measures underlying the
progress im each of the main areas are described below.

Family Planning. Indonesia's success in family planning is largely due to BKKBN,- a
centrally directed but community orented coordinating ministry created to promote family planning and
community welfare. BKKBN was successful in making safe and affordable contraceptive methods
available in villages and involving the community in adopting these methods. -As a result, contraceptive
use rose from 10% in the 1960s to 50% in-1991; matching countries with much-higher per.capita levels
of income so this was reflected in a near halving of the frtility rate, from 5.6 to 3.1.

Nutrition and Infant Mortality. Indonesia has done much to reduce the incidence- of
malnutrition among children. The growth of food production and rural incomes has been a leading cause,
but government programs (including nutrition education and distribution of Vi-tamin A capsules) have
played their part These gains, along with ferility declines have, contnbuted to a sharp reduction in
infa mortality, as have government programs of immunization against childhood diseases. Acces to

t . . . .
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health services expanded during the 1980s, with the establishment of a network of nearly 6000 health
centers, each serving several sub-centers and 40 village-level health stations.

Basic Education. A massive program of school building, teacher training and subsidy
(abolition of official fees) during the 1970s and 1980s enabled Indonesia to achieve universal primary
education Ibr boys and girls. There are currently 26. .milliop, students being served by 146,000 schools
and 1.1 million primary school teachers. This effort helped boost adult literacy from 56% in 1970 to
almost 80% by 1990. Government programs have also brought about large increases in secondary level
enrollment during the 1970s and 1980s, so that prinary and secondary enrollment rates compare
favorably with countries with higher per capita incomes.

Tetiaa Education. Indonesia has also done so much to expand tertiary education.
Enrollments rose from 2% in 1970 to 9% by 1990, with most or tbis increase coming from private
instituions. Private universities and colleges now account for two-thirds of post-secondary enrollment.
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IV. TBE INSlTIJl(ONAL FRAMEWORK AND
MPLEMIENTATION OF REFORM

A country's institutional set-up covers the rules that affect the behavior of people or groups
- rules which can be in the form of formal institutions or can work more informally (Campos (1992)).
In addition it is crucial to understand the dynamic between groups. The aim of this section is to explain
the main elements of the institutional set-up underlying policy making in Indonesia, and then to analyze
how this ties in with other factors to explain the policy outcomes discussed in earlier sections.

Ihe Politica Systum and State AtonoMy 12

The dominance of a single political party in East Asia is often thought to be a reason for
the state's ability to adopt and implement long term public policy, because potential conflicts can be
inernalized. In most cases there is a mechanism through which society's wishes can be made known,
but the dominant party has control (Campos (1992)).

The essential characteristics of Indonesia's system are as follows.

First, the election of the Indonesian political elite is largely unaffected by financial
contributions from certain groups in society. Most decision makers are not elected politicians but
bureaucrats. For most of the New Order period, abundant oil revenues ensured that the government was
not beholden to individual business groups.

Second, the adoption of a corporatist strategy has ensured that policy making occurs
without direct societal pressure. The approach to the restructuring of the political system in the new
order period was greatly influenced by the experience of the mass political mobilization of the Soekaro
years. The result was a network of functionally-based representative organizations which would serve
as the conduits for channeling societal aspirations upwards to state leaders and which would be imbued
with a collectivist spirit. It was seen as both an indigenous and, more broadly, an Asian alternative to
what was regarded as the divisive Western capitalist and liberal democratic thinking associated with a
pluralism and competitive rnarty system". (Maclntyre (1991), p.24.)

Such a strategy entailed centalizing power, which was justified on grounds of national
security. Part of the strategy involved the establishment of a single body to repreaent various groups in
society, especially the five mass organizations of labor, youth, women, peasants and fishermen. The
leadership of these strategic groups was overseen by the state. In the same spirit, the nine opposition
political parties were merged into two parties: the Development Unity Party (PPP) wbich combined the
former Muslim parties; and the Indonesian Democratic Party (PDl) which combined the other nationalist
and Christian parties. Another part of the strategy was to prevent the establishment of party offices in
the villages and small towns, to limit the reach of the opposition parties. This rule was removed at the
last election in May 1992.

Third, control within the state itself was achieved in several ways. The civil servants were
put under the Civil Servants Corp. (KORPRI); and since they were integrated into of GOLKAR, they
provided a reliable part of the voting population. Civil servants, such as village heads, could "campaign"
in the villages. The army was also reorganized to reduce the power of regional commanders.

The section below analyzing the Indonesian sihtuaion draws from Maclutyre (1991).
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MacIntyre (1991) characterizes the structure that developed as one which was managed wby
a military and bureaucratic elite' in which Golkar, KORPRI and the armed forces were instruments. The
development of this structure culminated in a 1985 law requiring all social and political organizations to
adopt the state ideology of Pancasila. This is based on five social and humanitarian principles, but is used
by the government to head off factional interests. As such, in the largest Moslem country in the world,
there is no political party carrying a religious banner. Conflict within the state was effectively defused
and a national political consensus achieved, at through a consultative process between the state and toe
corporatist representatives.

Th hra of Emonmic Poly Makig

Indonesia's economic stabilization and rehabilitation in the mid 1960s did much to influence
the policy making process. The structure of the process, the existence of capable technocrats, and the
pragmatic leadership of the President were all important in ensuring hat economic policy remained
largely insulated from outside-pressures.

The official decision making process has several layers (see Figure 4). One, the Economic
Stabilization Council, which is chaired by the President, was formed in 1968 to oversee the economic
rehabilitation program. The members are the govemor of the central bank, Coordinating Minister of State
for Economic, Financial and Industrial Affairs; Chairman of the National Planning Agency (Bappenas);
and the Ministers of Agricalture, Finance, Trade, Industry and Cooperatives, Transport and
Communication, Mining and Energy, Junior Minister of Co-operatives and Chairman of Bulog. The
council gradually came to involve all ministries wbich fall under the Economic Coordinating Ministry
(EKUIN '- , -

mre; sTwo, the cabinet on economic affairs, which -meets every first Wednesday in the month,
and more ofen if there-are-special issues to be tackled. Policy proposals come from the relevant
ministries, aid are discussed at these meefings. For policies requiring Presidential decrees, and
recommendations to the President must be channeled through the Cabinet Secretary.

Three, the Monetary Board, which is chaired by the Minister of Finance. The Governor
of Bank Indonesia is Vice-Chairman; with other board members being the Ministers of Trade and
National Planning Agency as well as some non government advisors. The Monetary Board discusses
monetry and financial policies. In addition an intra-Ministerial Team (COLI) for the monitoring and
management of extemal debt was set up in 1991.

In practice, however, policies are approved away from these meetings. The minister or
miisterswill coordinate discussion and pursue the issue it with the President in a bilateral meeting. Only
when a policy has the "green lght" is itformaly presented rather than discussed at these meetings. Thus
a crucial -component in policy making is the informal meetings that take place outside the cabinet
meetings. The cohesiveness of -the economic ministries is essential for the smooth coordination and
cooperation on econonic issues.. -Indeed the main economic ministers meet on the Monday before the
Wednesday cabinet coordination meeting and also through the Monetary Board, to discuss macroeconomic
ises. These meetings are used to sort out differences so that a consensus can be presented to the
President.

1 -
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The Dynmics of the Cabint

EconoDist members of the cabinet have played an important role since the beginning of
the New Order period. Many of them came from the Faculty of Economics, University of Indonesia
(FE"J). The role of the economists in the cabinet can be traced through several developments which
began towards the end of the Old Order period.

First was the return of a group of Western trained economists in the early 1960s. Until
then the prevailing ideology was not market minded; it stressed planning and the strong role of
government in directing the economy, and it was based on the Indian model of planning. No doubt this
kind of thinking influenced the five year plans that characterize Indonesian economic planning from the
beginning of the New Order period.?

Second was the beginning of the close relationship between the Commander of the Staff
and Command School of the Army (SESKOAD) in Bandung and the FEUI economists. The economists
were invited to teach t the School. At SESKOAD fifty percent of the courses consisted of non military
subjects, and the FEUI economists taught the economics courses.' These non military oourses were
deemed necessary to prepare the Armed forces for its dual function (Dwifungsi): its military role, and
its socio-political role. President Soeharto was one of the senior army officers in the School at the time.
Tle relationship between the army and the FEUI academics was gradually institutionalized and extended
to the navy and air force. It became an influential ingredient in the removal of the Old Order
government.

The basis of economic policy of the New Order government was discussed at the Second
Army Seminar in August 1966. The economists presented the Army leadership with 'a 'cookbook' to
rehabilitate the country. General Soeharco as the Anny top commander did not only accept the cookbook
but also wanted the 'cooks' to become his economic advisers" (Sadli, as quoted in Thee (forthoDming)).

The influence of economists in policy making can be explained as follows. First, their
ability to work as a team came from their institutional link with FEUI, long standing relations with one
another, and their similarity in outlook. Second, they had early success in renegotiating Indonesia's debt,
obtaining foreign aid from the West as well as Japan, and creating the Intergovernmental Group on
Indonesia (IGGI). The group, and particularly Economic Expert Team of the President of the Republic
of Indonesia (Tim Abli Ekonomi President Republik Indonesia) did much to restore Indonesia's inter-
national creditworthiness at the beginning of the New Order period. In all their work, the President gave
them with full support, shielding them from political and military pressures.

Other than the inner group," the technocrats would come together at times of crisis. The
Pertamina affair was one example. In the mid-1970s, the state oil company borrowed heavily abroad for
its projects, which were not controlled by the government. In early 1975, it announced it was unable to

13 See Thee Khan Wie "Mohamad Sadli: Recollections of my Career", BES forthcoming.

'4 Law Faculty members of Padjadjarn University, Bandung were asked to teach law; and the Political
Science Faculty members at Gadjahmada University, Yogyakarta were asked to teach political science.

15 The members of the inner group were the Mimister of Fmance, the Central Bank Governor and the
Head of the National Planning Agency (Bappenas).
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repay some of its short term debts. Despite the fact that Pertamina had been controlled by the army,
President Soeharto did not protect the company for that reason. In fact he supported the technocrats,
as he saw the necessity to protect state revenues for the long run interests of the country. After the
resolution of the crisis, the technocrats prepared a new law to manage Pertamina. It involves monitoring
by the government through a Board of Supervisors, and requires Pertamina to hand over oil revenues
directy to the Government.

Even after leaving the Cabinet, some technocrats remained influential in their official role
as external advisers. Their successors in the cabinet were initially from FEUI. But since the early
1980s, economists from other institutions (such as the Faculty of Economics, University of Gadjahmada)
have become part of the team.

Other groups in the cabinet have also affec-d the direction of economic policy. The first
group comprises the engineers and nationalists who basically believe that the costs of protection are
justified to acquire technological capability and develop domestic industries. Beginning in the mid 1970s
the Ministry of Industry was heavily protectionist, following import substitution and the development of
strategic industries by the state. Its approval led to the usual phasing of import substitution, from final
to intermediate and capital goods, and to the development of state owned enterprises in steel, fertilizer
and cAnent. From the late 1970s until the mid 1980s the Ministry wanted to 'deepen" (through backward
and forward linkages) the industrial structure and local content policies. During the oil boom years the
economists were willing to follow this basic import substitution strategy; but when oil prices fell, they
were strongly pro deregulation. However, they lost the argument: the first response to the fall in oil
prices was to increase protection. A new junior ministry was created in 1983, the Ministry for the
Utilization of Domestic Components.

A second influence on economic policy has been the Ministry of Research and Technology,
which wants Indonesia to enter high-tech industries. Theoretically it covered nine industries. In the mid
1970s, the Minister embarked on several "high tech" projects to develop an aircraft and shipping
industry. The justification was both technological development ("leap frogging") and strategic interest
During the oil boom, when state oil revenues were buoyant, the technocrats had little ability to prevent
these projects. Indeed, as recent as 1989 the MiGnistry's mandate was expanded, with the creation of the
Agency for the Development of Strategic Industries. Ten state owned entrprises were moved from the
control and management of the Ministry of Industry and put under the Ministry of Technology.

In general, however, the deterioration in Indonesia's environment has provided more
support for reforms and a market based approach. For instance, the Minister of Industry has become
one of the most active proponents for deregulation and the Miistry for the Utilization of Domestic
components was no longer thought to be necessary in the 1988 cabinet.

External nfluenee over Poflcy

Although policy maling is centrally directed by the President through the cabinet, there
are other channels of influence over policy.

Formal Policy Inputs. The strength of the research departnents in individual ministries
varies, depending on the availabilty of researchers and the coordination within and between ministries
and agencies. The government has also used on external consultants, although the core group of
economic ministers and their advisers have produced most of the policy ideas and provided the push for
reforms. The external agencies involved in advisory work include the Harvard Advisory G.oup (which
later became the Harvard Institute for Intemational Development), the World Bank and the IMF.

-,It; ,- --=.... .' *--. -,..
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Academics, independent research agencies (e.g.. Center for Strategic and International
Studies (CSIS), CPIS and LIPI) and domestic consultants have not had a much influence on policy.
However, given the close links between the university and the government, many academics are seconded
to the government as senior officials.

E;xteral Influence over Policy.'6 The main sources of pressure for policy change are
Parliament, the press, business associations (especially the umbrella organization of the Chamber -of
Commerce and Industry) and labor unions. Tleir influence has varied over time, but has grown in the
post reform era of the mid 1980s.

Padiament. It consists of two bodies: the Peoples Consultative Assembly (MPR) and the
House of Representatives (DPR). The MPR is the highest authority in the country: it selects the
President and sets the GBHN. However, in practice it is government controlled, since more than half
of its members are government appointed and meet only once every five years.

The DPR, the main legislative body has bad some impact on policy. Maclntyre (1991)
points out that its role is often underestimated. It is dominated by the government and centers around
the President and his ministers, none of whom is a member of parliament. The list of potential and
incumbent members of DPR is controlled by the government at every election. Even so, it has had some
influence tirough its various committees, by delaying or forcing changes in government legislation.
Policy debates in Commaittee hearings are also important. Although committees cannot compel
government officials to provide infonnation, their hearings receive wide press coverage, so officials have
to take them seriously.

Ibe Prs. The press operates under self censorship as well as formal censorship. Self
censorship means the tacit understanding that certain sensitive issues (security, religion and ethnic issues)
will not be reported irresponsibly.

However, Maclntyre (1991) points out that press conmentary and letters to the editor play
a useful role in public debate. Furthermore, despite constraints, the press has maintained a critical and
lively debate on political as well as economic issues. There are many recent examples of the media acting
as a forum for public debate such as throughout the clove monopoly controversy and the automotive
deregulation. Different groups within the state also use the media to influence the shaping of public
policy.

Business-Government Relations. The main "official" representative of business interests
is the Indonesian Chamber of Commerce and Industry (KADIN). Its leaders have close ties with the
govemment. They are often seen as a tool of government rather than as representirg govemment

ints direcly.

Substantive business-government are conducted through individual industry associations.
Roughly 350 of them are registered in Indonesia and two-thirds are members of KADIN. By and large
they are not active in representing their sectoral interests, although some have influenced policy. Two
examples are the Association of Plywood and Wood Manufacturers and the textile associations.

Ihe associations of the processed wood industries has been influential in the introduction
of export bans, restrictions and taxes on the downstream products. The growth of the sector can also be

16 See Maclntyre (1991) for muore details.
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attributed to the priority credits it received. The association has run a cartel like operation to control
the amount and price of plywood exports Cits has the right to veto an exporter that does not comply),
bring forward regulations on the banning of raw and semi processed rattan, impose prohibitive taxes and
control the distribution and production of rattan goods.

The textile associations have also successfiully lobbied for policy changes. For instance,
the Spinning Industry Joint Secretariat managed to have the import monopoly on cotton removed. Apart
from direct lobbying, the association has used the press effectively. Other than associations, big business
groups rely on their own close relationships with the decision makers.'7

Labor Groups. The term labor (perburuhan) has acquired negative connotations for the
New Order government, because it was long associated with communist motivated labor organizations.
As Sadli, the first Minister of Manpower, points out, the New Order government wanted to depoliticize

the labor unions. It favored industry-wide unions, which should not be affiliated to political parties. It
adopted the German model of collective labor agreements. Thus in 1973 the All Indonesia Labor
Federation (Serikat Perkerja Seluruh Indonesia or SPSI) was formed, closely following the German model
of labor unions. Although the law allows the freedom to form unions, in practice the state controls
worker organizations and strictly supervises the establishment of unions. Furthermore, strikes were
Illegal until 1990. Since then there has been an increase in strikes, with 61 in 1990 and 130 in 1991.
Legally, a strike is allowed only if the Ministry of Manpower team in charge of the settlement of labor
disputes fails to resolve the case and permission is granted to strike. The government also sets minimum
wages, which are differentiated by area and reviewed periodically.

Oile iunpoitaut ns Fact

Bureaucracy. In general, policy making has been highly- centralized. The aut&nomy of
the state and of individual ministers in carrying out economic policy is clear. Although state intervention
was pervasive in the pre-reform period of the 1980s, the government lacked the capacity to monitor and
implement the complex system of regulatons. It is commonly observed that Indonesia's top decision
maker. are of the highest quality but the bureaucracy as a whole is weak.

The bureaucracy has not been able to attract the best people because of low pay and an
emphasis on seniority rather than performance. The government has periodically tried to correct these
systemic weaknesses. In general, an important consideration in the design of policy reforms was simpler
rules and reduced scope for the discretionary power of bureaucrats.

Legal System. There are major deficiencies in Indonesia's framework of law and its
accounting system. These deficiencies are most felt by banking and by large and medium-scale businesses
(especially foreign investors). The country also has a poor record in its legal system due to delays in
court, contradictory judgments, corruption and difficulties in enforcing decisions. There is also a
shortage of information on laws and regulations; which creates great uncertainty. 'For instance, there is
no reliable information on land records and transactions, on property or security, or on public credit.
Although the absence of an efficient legal system does not prevent commercial activity, it creates entry
barriers and adds to the costs of doing business in Indonesia.

-' l7Maclntyre (1991), p.44.
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Contimnity and Chane in Goverment PoBicy

Indonesia has had mixed success witi govermment intervention, especially where the issues
concerned have produced no clear consensus. However, the general institutional factors that led to the
adoption of the "right policies' have been first, the strong leadership provided by President Soeharto.
It was development oriented, pragmatic and had a central vision. Second, strong central authority has
allowed state to undertake painful economic reforms especially since 1986.

Third is the astute use of external agencies and consultants. They have provided valuable
policy advice and technical support, which have helped to fill an analytical gap though they have hardly
influenced the actual decisions to undertake reforms. However, the government has created a deliberate
impression of "external pressure' to adopt reforms, especially after the second external shock in 1986.
For example, in past few years major deregulation packages were announced just before the annual
meeting of donors to discuss Indonesia's foreign aid. This approach causes less domestic political fallout
and creates a sense of irreversibility.

To understand these factors and the institutional framework have interacted on the
implementation of policy, it is helpful to look at each area in turn.

Macroeconomic Poliv. Macro stabilization has long been the top priority in Indonesia,
a principle that emerged from the Old Order period. The New Order government inherited hyper-
inflation, large budget deficits and external debt. Macro stabilization is enshrined in various written and
unwritten rules, such as the balanced budget law, an open capital account, inflation in single digit,
reserves at a minimum of five months' imports, and limits on government related debt.

The influence of economists has been particularly powerful in the conduct of macro
economic policy, and it has not been challenged by other groups in the cabinet Their analytical capacity
has been used to explain the continuous stress on macro stabilization, and the appropriate responses in
the form of devaluation, austerity measures and management of the exteral debt. Although macro
economic measures are easier to implement than structural adjustment measures affecting certain groups,
the fact that there was broad agreement on macro policy (including the firm support of the president)
explains the government's ability to conduct successful macroeconomic policy.

Industrial policy. Indonesia has had mixed success with industrial policy - thephrase being
used to describe attempts to promote or favor a certain sector.

Rice is an example of successful targeting. Broad based support came not from the
decision makers but from the society as a whole. But in the case of industry, there are no comparable
achievements to record. Based on various rationales such as strategic industries, increase in value added,
and increased local content - industies such as cement, fertlizers, steel, aircraft, plywood and automotive
have received government support and protection. As already discussed, the efficiency and productivity
of these investments are still in question.
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V. CONCLUSIONS

Indonesia's transformation since 1965 highlights not only its development success, but also
the differences in its structure, initial conditions and strategy compared with those of other East Asian
economies. The main differences are: Qi) size (with a population of 182 million, Indonesia is larger than
Thailand, Malaysia and the Philippines combined); (ii) low-income status (Indonesia started from a much
lower base than other East Asian countries); (iii) natural resources (Indonesia has a much richer resource
base than other East Asian economies, including oil); and (iv) as a result, unlike the other East Asian
economies, Indonesia has until recently pursued a resource-intensive and home market oriented
industrialization strategy rather than one based on labor-intensive export-led production.

Public policy and institutions have played a central role in Indonesia's success. However,
the record on state intervention is varied. Policies have been successful in promoting desired outcomes
macroeconomic management, agriculture, human resources and infrastructure development. But
intervention in the financial and industrial sectors did not yield the hoped for results, and required later
measures to undo its legacy.

Macroeconomic Management. Indonesia's record on macroeconomic management has been
one of its strongest assets. Although its sequencing of reforms does not match conventional wisdom, the
open capital account has exerted financial discipline and enabled Indonesia to avoid many of the problems
faced by other developing countries, particularly oil exporters. However, the open capital account
combined with the potential volatility of export earnings and incipient weaknesses in the financial system
have led to long periods of high real interest rates.

Agricultural Strategy. The attainment of self-sufficiency in rice was perhaps the most
valuable achievement. It was based on a judicious combination of incentives and central direction.
Public investments in supporting infrastructure and agricultural services were crucial to Indonesia's
success. The substantial expansion of treecrops in the 1980s was also based on state intervention, but
with less good results. Public programs in other areas of agriculture have generally not been successful,
creating distortions that must now be removed without offsetting dynamic gains.

Human Resource Development. Indonesia has closed the gap in social indicators with other
countries in the region, largely thanks to aggressive programs in family planning, health and education.
Combined with the success on rice, they have achieved one of the fastest reductions in poverty and
improvements in key social indicators among all developing countries.

Infrastructure Development. Government intervention was successful in accelerating and
upgrading the country's infrastructure. The development of public institutions in key sub-sectors was an
important ingredient underlying this success. The expansion of infrastructure, in turn, has supported
sustained and broad-based economic growth.

Financial Sector. Selective government interventions - such as credit allocation, credit
ceilings and interest rate ceilings - have been largely ineffective and inefficient tools for promoting
development. The failure was due to the multiplicity of objectives, weak management of credit allocation
and the damage done to efficient financial intermediation. In fact, the Government has done much more
to boost the financial sector through deregulation and an emphasis on competition and efficiency. There
is, however, a clear need for a Government role in bank supervision, setting and improving prudential
regulations, and improving the legal framework.
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Industrialization Strategy. The record of the past twenty-five years in Indonesia suggests
that inward orientation and selective interventions have generally not been successful in promoting
industry. In the 1970s the results were- disappointing. Although a lot of industrial investment was made
behind protective barriers and under public ownership, the productivity of these investments was low and
the investments were a burden on the rest of the economy. In contrast, as shown in Figure 5,
manufacturing grew most rapidly during the two major liberalizations of the 1960s and the 1980s, when
exports recovered and private investment surged. In the reforms of the 1980s, when the industrial
structure was more developed, much of the extra investment went to new labor-intensive export
industries. This suggests that functional interventions, rather than selective interventions, are likely to
be the most effective in developing industry.

Institutional Setup. One lesson from Indonesia is that strong leadership and a cohesive
team can work well in a crisis and ensure continuity of policy. A second lesson is that the limitations
of the bureaucracy necessarily limit the scope for govermment interventions. Scarce managerial and
administrative resources in the public sector need to be used to strengthen capacity in core functions such
as macroeconomic management, legal and regulatory reforms, and the delivery of basic services. A final
lesson is that although direct public intervention has been crucial in some sectors, the state's role wil
become increasingly an indirect one as the private sector assumes more and more power and
responsibility.
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