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CHAPTER I

INTRODUCTION

Background

Indonesia's foreign exchange earnings since 1965 owed much to the exports'

revenues generated from its petroleum sector. Between 1968 and 1973, an average

contribution of petroleum to the total exports was more than 40 percent. By 1976, the

contribution of petroleum in Indonesian export earnings was about 72 percent (US$ 5.3

billion). As a member of Organization of Petroleum Exporting Countries (OPEC),

Indonesia gained a significant benefit of the oil boom during 1974-1976. In January 1974,

the OPEC decided to increase the oil price from US$ 3.1 to US$ 11.7 per barrel; soon

after, the Arab countries embargoed shipments of oil to the United States and the

Netherlands in January 1974.

The major shares of the foreign exchange earnings went to the government.

Consequently, the government foreign reserve increased drastically from US$ 202 million

in 1970 to US$ 1.6 billion in 1974 (IMF, 1978). The oil revenue contribution to the total
. .

government revenue amounting to about 49 percent in 1974175 fiscal years, declined

1
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significantly in 1989/90 to 21 percent; then increased again to 29.6 percent In 1991/92

(CBS Financial statistics, 1993).

.An increase in the prospects of the balance of trade, due to an increase in the

exports of oil and capital-inflow (as equity and soft loan) to finance imported capital

resulted in a significant increase of the high powered money. The net capital account

increased from US$ 0.5 billion 1971 to US$ 1,3 billion 1977 (Subarjo, 1987). Under the

floating exchange rate mechanism, the surplus in current account and capital account

would result in currency appreciation. Rosendale (1981) estimated that rupiah effective

exchange rate had appreciated by 3 percent in 1973.

However, Indonesia's government adopted a fixed exchange rate during the oil-

boom period. To maintain the nominal exchange rate, the government sterilized the

surplus on the balance of payments through market operation. Because of a large increase

in the foreign reserve, the high powered money automatically increased. The total money

supply increased from 320 billion rupiahs in 1971 to two trillion rupiahs in 1977 (IMF,

various issues). The amount of bank credit had also increased from 680 billion rupiahs

in 1972 to four trillion rupiahs in 1977 (Bank Indonesia, 1980). The increase in the

money supply, lowered the interest rate, encouraging domestic investment expenditure.

Investors bought more imported capital goods to increase output. While, irillation also

increased significantly from 9 percent per year in 1970 to 33 percent in 1974, then

dropped to 12 percent in 1977 (IPS, various issues). During 1971-76, the share of the
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imported capital goods was around 38 percent of the total imported goods, while the

share of the intermediate goods was around 42 percent.

A substantial amount of investment by the Indonesian government in steel,

cement, fertilizer, paper and agro-chemicals and high level of a tariff for consumers'

goods in the period of 1971 to 1977 showed very clearly that the government was

adopting import-substitution policy. Pitt (1971) estimated that there were 26 industrial

sectors having effective protection more than 100 percent. By comparing with the other

industrial sectors that compete with imported goods that have effective protection of 66

percent, he concluded that the Indonesian government trade policy fell under a category

of inward-looking. The level of a tariff in 1973was 52.3 percent, 22.5 percent and 19

percent for consumer, intermediate and capital goods respectively.

Todaro (1989) described that the inward-looking policy is to encourage

indigenous 'learning by doing' in manufacturing and the development of indigenous

technologies appropriate to a country's resource endowment. Inwards looking or import-

substitution policy entails an attempt to replace commodities that are being imported,

usually manufactured goods, with domestic sources of production and supply. According

to Panero (1986) that there are two stages ofimport substitution which have sharply
.,

contrasting effects. The first stage, the substitution of home-produced consumer goods

for imported consumer goods, is usually characterized by rapid growth in industrial

output and employment, accompanied by a significant decline in the share of imports in
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total demand for manufactures. The second stage, or substitution of home-produced for
I

imported capital goods and intermediate products, is characterized by slow industrial

growth, some sharp declines in employment opportunities, and little further reduction,

or evens an increase in the import component of total demand for manufactures. It is

argued that under import-substitution policy, the typical strategy is first to erect tariff

barriers or quotas on the importation of certain commodities, and then try to setup a local

industry to produce these goods.

The economic rationale put forward for the establishment of import-substituting

manufacturing operation is that the industry will eventually be able to reap the benefits

oflarge-scale production and lower-costs. It is expected that the balance of payments will

improve as fewer consumer goods are imported.

One most obvious effect of many import substitution strategies has been their

impact on traditional primary-product exports. To encourage locally manufacturing

through the importation of cheap capital and intermediary goods, the exchange rates are

often artificially "overvalued". Overvaluing exchange rates, in import substitution

policies, would encourage capital-intensive production technology still further, which
\

penalizes the traditional primary-product export's sector by artificially raising the price

of exports in foreign currencies.
.,
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The Heckscher-Ohlin theory (1933) suggests that countries that are riqh in capital

will export capital intensive goods, and countries that have much labour will export labor-

intensive goods. Therefore, overvaluing the currency would encourage investors to invest

in capital-intensive production methods resulting in inefficient resource allocation.

Accordingly, Indonesia that has plenty of excess labour, should emphasize more

on producing tradable labor-intensive goods. But, the artificially increase in the price of

exports in foreign currency, would cause local producers to be less competitive in the

world market and discourage local producers to produce tradable goods.

Between 1973 and 1976, the oil export increased from US$ 1.6 to US$ 6.1

billion. 'However, the growth of Indonesia's manufactured output decreased from 16

percent of the GOP to less than 10 percent of GOP. Declined in the domestic

manufactured output was followed by an increase in the imports of the manufactured

goods. By 1976, the import of manufactured good into Indonesia was around US$ 2.2

billion that were far exceeded exports. Some economist called this phenomenon as a

Dutch-disease. The Dutch-disease occurs when the exploitation of natural resources such

as oil, is accompanied by a fall in the output of manufacturing industry. This is because

oil exports cause the currency to appreciate causing the domestically produced
.,

manufactures to be priced out offoreign markets. A prolonged Dutch-disease could make

the country in a serious economic problem and inability of country to manage the external

shocks.
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,
WaIT (1992) argued that dependence on petroleum exports has brought with it

two major problems. First, the instability of international petroleum prices has meant

instability of both exports' earnings and government revenues, leading to significant

problems of short-term macroeconomics adjustment. Second, while exports' revenues

from petroleum were clearly beneficial, their domestic absorption produced medium-term

structural problems within the Indonesian economy. Then, uncontrolled inflation and

severe recessions at home combined with heavy external indebtedness have produced not

only economic hardship but political turmoil as well.

It was estimated that the correlation between Indonesia's commodity terms of

trade, an index of the average international prices of its exports to those of its imports

and an index of the international price of petroleum is very strong. Consequently, any

changes in Indonesia's external trading environment are dominated by changes in

international petroleum prices.

Problem Statement

This study attempts to look into the role of macroeconomic management in

avoiding the potential of severe economic instability. Indonesia's exchange rate policy is
.,

a major component of the policy adjustments to be studied. The general research problem

may be identified as follows: what is the impact of real effective exchange rate changes
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on Indonesia's manufacturing exports? and how effective is the rupiah devaluation as an

instrument for the export-lead growth strategy?

Except crude palm oil, the trend in world market prices for Indonesia's plantation

crops' exports has declined since 1970. Studies have suggested that the growth of world

demand for these commodities be very low due too low income elasticity. Furthermore,

the elasticities of supply and demand with are also low, as a result, devaluation will only

bring minor effect to the exports of these commodities. Therefore, this study will only

concentrate on the manufactured exports which are more responsive to the change in

exchange rate.

Export's performance of manufactured goods is more important because it can

generate higher "economic growth. Wai (1990) suggested that, it is useful to make a

distinction between the impact of the currency depreciation on exports of commodities

and exports of manufactures and services. Therefore, a more specific research problem

is to analyse the impact of the rupiah devaluation on the exports of the selected

Indonesia's manufactured goods. This study will dis-aggregate the manufactured goods

into 14 sub-groups (2 digit SITe). This dis-aggregation is made because an analysis

based on aggregate relationship covering all manufactured goods could produce

misleading results, owing to differences in the degree of sensitivity to price and income

changes among types of exports of manufactured goods.
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In inward-oriented countries that adopt import-substitution policy, the exchange

rates were generally overvalued, while in outward-oriented countries maintained realistic

exchange rate. Apparently the outward-oriented countries continued to gain export

market shares in manufactured exports while inward-oriented countries experienced

losses in foreign market. Singapore is one best example of a country that has successfully

pursued export-promotion strategy. Over the last twenty years, Singapore has built

herself into a major manufacturing and trading centre for Southeast Asia. Since 1980,

manufactured goods have accounted for an average 59 percent of total exports, while

total merchandise exports contributed on average about 30 percent of GDP. Balassa

(1989) found that there was a group of developing economies that maintained realistic

exchange rates that had contributed to export expansion and to import substitution.

Lewis and Devarajan (1992) argued that exchange rate policy and management

are nearly universal elements in the standard adjustment package prescribed for

developing economies, reflecting popular recognition of the sweeping influence that this

single price has on incentives to produce for exports. Under a fixed exchange rate regime,

the objective of devaluation is to reduce pressure on the balance of payments and to

remove distortions in the relative price oftradables and n~ntradables. While the objective

of exchange rate management is to reduce the impact of adverse external development,

through open market operations.
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Villegas (1990) argued that devaluation is an important tool in sti~lating and

restructuring exports, though it is not a guaranteed recipe for growth; similarly, exports

.do not guarantee economic growth. Devaluation is powerful force in stimulating growth

but the internal economic structure must also can support and finance the growth. For

example, the Philippine depreciation in 1985 did not stimulate growth or exports because

its economy could not produce for the world market as it took place during low

investment, high consumption and political turmoil.

Therefore, the knowledge about the changes of the exchange rate to the economy,

specifically it's impact on the Indonesia's manufactured exports is very important,

eventhough, the international competitiveness of the manufactured exports is not only

determined by the level of the exchange rate. For Indonesia's competitiveness is

determined at least, by three critical factors; exchange rate, labour wages and the tariff-

free status in the Generalized System of Preferences (GSP) in the U.S market.

Organization of the Study

This study is organized as follow; Chapter I provide the background information

explaining the nature of the problem, the research objectives and its justification. Chapter

ITpresents an overview of the Indonesian Economy. Chapter ITI describes the Indonesian

Manufacturing Performance within the period of analysis. While Chapter IV provides a
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I

comprehensive view and assessment of existing literature in an attempt to develop a

conceptual model. The theoretical framework to support the specification of the model

is presented in Chapter V . .The empirical export demand model is discussed in Chapter

VI, followed by the discussion on 'the estimation method on Chapter VIT. The findings

and data analysis and simulation are presented in Chapter VIII. Chapter IX will discuss

the results of the causality test between exports and economic growth. Finally Chapter

X summarizes the results, the efficacy of the devaluation and policy implication and

suggestions for further research.
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