
DILEMMAS IN INDONESIAN ECONOMIC 
DEVELOPM33NT 

Indonesian economists have often been accused of being one- 
sided, stressing economic aspects of the development effort too 
much and neglecting other equally important facets of develop- 
ment. After all, economic development is only one part of the 
totality of national progress. Democracy, nation-building, and 
social justice are some of the other ingredients of social pro- 
gress. By over-emphasising the economic side of the development 
effort, there is great danger that Indonesia will be heading to- 
ward some serious political or social trouble in the near future. 

The accusation may be true for the initial years of the present 
regime. The rather extreme position taken by most Indonesian 
economists inside and outside the Government at the time was 
a reaction to the traumatic experience of the early 1960s. As 
is well known, during the first half of the 1960s the Indonesian 
economy deteriorated progressively, mainly because economic 
considerations had been grossly neglected in all major policies 
of the Government in favour of purely political motives. Nation- 
building, with heavy emphasis on fostering national ideology, 
got top priority above the mere economic aspects of develop- 
ment. This led inevitably to stagnatioa in production and 
trade, breakdown of the economic infrastructure, and galloping 
inflation. When, at the end of 1965, a political upheaval took 
place, triggered by an attempted coup d'etat by leftist elements, 
it caused a great loss of property and of human lives. 

When the present regime took over political power in 1966, 
a number of economists, most of whom came from academic 
circles, were given a chance to carry out their program of 
economic stabilisation. It is no wonder that they put heavy 
emphasis on economic measures, with almost total neglect of 
the other aspects of development. The major concern was how 
to halt the runaway inflation as soon as possible and how to 
get the economy rolling again after years of stagnation and 
neglect. 

Now that price stability has been restored and the economy 
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has recovered from its worst moments, even economists realise 
that economic development is closely related to nation-building 
and social and political development. In fact, many economists 
are aware that Indonesia is now facing some crucial choices of 
policy and development strategy which may have far reaching 
impacts, not only on the structure of the economy but on Indo- 
nesia’s future political and social development as well. 

One such crucial choice was made in 1966 when the out- 
l i e s  of the new rules of the game for the economy were laid 
down. The decision was made then to turn away from ‘etatism’ 
toward an ‘open’ system in which a much larger role is given 
to the private sector in the conduct of economic affairs. 

During the early 1960s state interference with economic l i e  
was substantial. Partly this was a reflection of ideological con- 
victions, but partly it was done out of cold necessity since the 
Government needed to secure large amounts of resources to 
carry out its political programs, which it could do only by direct 
control of the economy because it was not growing fast enough. 
Under the slogan of ‘guided economy’ the Government inter- 
fered more and more with the normal workings of the market 
system. An ever-widening system of rationing and price control 
was introduced, replacing the method of allocation through the 
market. 

The effect of these policies on the economy was unfavourahle. 
By keeping prices of many commodities artificially low and by 
fixing the foreign exchange rate at an unrealistic level, business 
had no incentive to enter into production. Investment declined 
in all major sectors of the economy and the total volume of 
production and trade went down, except in certain sectors such 
as food crop production. But even here production barely 
managed to keep up with the increase in population. 

The sector which was hurt most by the decline in investment 
was perhaps social overhead capital. Road conditions deterior- 
ated, railways suffered, sea and air transportation, communica- 
tions, water supply, irrigation, school and health facilities all 
suffered from lack of maintenance and investment. The general 
shortage of goods and services pushed up the level of prices 
such that the repressed inflation gradually got out of control. 
Large deficits in the government budget and the declining 
volume of imports, due to shortage of foreign exchange, created 
a further push on the price level, so that when effective price 
control broke down in 1965 and 1966, prices soared. 

The social and political upheavals that culminated in 1965 
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and 1966 were at least partly caused by these worsening trends 
in the economy. Many economists and political leaders tried 
to convince the Government at the time that the Indonesian 
economy was approaching bankruptcy and that the Govern- 
ment should do something about it. But all was in vain because 
the top political leadership could not appreciate the dangers 
involved in a monetary and economic crisis. I t  came as no 
surprise, therefore, that the new administration when it took 
over the government in 1966 reversed almost all major policies 
of the old regime. 

The idea that government could and should interfere directly 
with all aspects of economic lifc was abandoned. A new slogan 
‘economic democracy’ replaced ‘guided economy’. This means 
in the first placc the maintenance of a reasonable price stability. 
It also means less direct control of prices, a more or less free 
foreign exchange system, high priority to export trade, and 
opening the economy again to private foreign investment. This 
‘open system’ is in direct contrast to the ‘closed system’ of the 
previous regimc, with its policy of inflation, widespread price 
control, rigid foreign exchange rates and administrative exchange 
allocations, an inward looking policy giving priority to import 
substitution, and a minimum of direct private foreign invest- 
ment. 

The turnaround in economic policy had considerable impact 
on all segments of economic life. Under the new rules of the 
game a much larger role is given to free market forces. One 
consequence of this is that many industries set up behind the 
protective walls of the early 1960s were forced to close down. 
Overstaffed state enterprises, including public utilities, began 
to reduce the number of their employees, thereby improving 
their efficiency but at the same time adding new unemployed 
workers to the labour market. New modern firms sprang up, 
many of them owned by foreign capital, and many of them 
competing with the weaker existing firms. 

It is clear that the new policy is creating a substantially 
different type of economic life. The decision to follow a new 
course, taken in 1966, has thus had widespread impact on the 
economy. Barring major changes in the present political lead- 
ership of the country, the basic orientation with regard to 
economic development is not expected to change, and it will 
continue to shape the pattern of growth in the foreseeable future. 

Indonesia is now entering its final year of the First Five Year 
Development Plan. In April 1974 it will start its Second Five 
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Year Plan (Repelita 11). On the whole the first four years of 
Repelita I were quite successful. Gross Domestic Product has 
increased at an average of 5.3 per cent per year between 1966 
and 1971. Under the First Five Year Plan, between 1969 and 
1971, the rate of growth was significantly higher at 7.0 per cent 
per year. This is a rcspcctable rate of growth by normal stand- 
ards. It is certainly much better than that of the first half of 
the 1960s when the average rate of growth of GDP was only 
2.0 per cent per year, less than the rate of growth of population. 

The sectors which show the highest rates of growth are 
mining, manufacturing industries, construction, trade and bank- 
ing. In  the mining sector (with an average growth rate of 11.3 
per ccnt between 1969-71), growth occurred mainly in the 
oil industry, but production of other mineral products such 
as bauxite, nickel and iron sand also increased. In the mann- 
facturing sector, gromh took place mainly in large industries, 
stimulated by the entrance of foreign companies and joint 
ventures. The construction sector has grown very fast (21.3 
per cent per year between 1969-71) due to large government 
investment in social overhead capital and to the emergence of 
new industries. Service industries such as trade and banking 
have grown in pace with the other sectors, particularly mining, 
construction, and manufacturing (11.8 pcr ccnt and 23.5 per 
cent per year respectively during the same period). 

One feature of the development during Repelita I which is 
worth mentioning is that the growth of the economy took place 
not only in the modern sectors mentioned above, but also in the 
agricultural sector, including peasant food crop production. 
Whereas between 1960 and 1965 agriculture grew only at an 
average of 1 .4  per ccnt per year, between 1969 and 1971 
during Repelita I its rate of growth was substantially higher, 
at 4.9 per cent. For agriculture this is fast growth. This high 
growth rate occurred mainly in forestry and rice production. 
Since the share of agriculture in the total GDP is almost 50 
per cent, the growth of agriculture has a major impact on the 
overall growth rate. Thus, the relatively high growth rate of 
GDP since 1968 was to a large extent due to the development 
of the agricultural sector. 

If we now look at the uses of the national products, we will 
see that gross investment expenditures (gross capital formation) 
grew the fastest. Between 1969 and 1971 it increased at 16.8 
per cent per year (as compared to 5.7 per cent per year between 
1960 and 1965). This rapid growth of investment was the major 
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cause of the increase in the national product. 
Anothcr factor which lies behind thc high growth rate of 

GDP is exports, which have grown at an increasing rate. 
Whereas between 1960 and 1965 the value of exports increased 
by only 1.9 per cent per year, between 1969 and 1971 the 
average rate of growth was 14.4 per cent. This means that 
income in the cxport sector has increased substantially, and 
also that a larger volume of imports, particularly imports of 
capital goods and raw materials needed for further expansion 
of production, is now possible. 

Rapid growth was not confined only to gross investments 
and exports; consumption expenditures increased as well. House- 
hold consumption expenditures have grown by an average of 
6 .0  per cent per year and government consumption expenditures 
by 5.9 per cent per year between 1969 and 1971. This means 
that the standard of living has increased, although the increase 
was perhaps not shared by all groups in the society. 

Those are in short the achievements of the Indonesian econ- 
omy under Repelita I. The overall performance is quite good, 
although a number of complicated problems still remain. The 
problem of unemploymert is one of them. Preliminary surveys 
show that the unemployment rate is high, particularly in urban 
areas. Even though in this respect the Indonesian situation is 
perhaps not much different from that in the other less devcl- 
oped countries, still the problem of unemployment will demand 
a great deal of attention in the coming years, particularly when 
high uncmployment persists in spite of rapid growth in the 
modern sectors of the economy. Still another problem is the 
uneven growth of different regions within the country. So far, 
the increasing pace of development has not been shared equally 
by all regions. Rapid development thus accentuates differences 
between regions, thereby creating regional sentiments which 
may lead to political unrest. Equally important is the question 
of national entrepreneurs versus foreign companies. The en- 
trance of new foreign firms into the country since 1968 has 
forced many national firms out of business. If this continues 
in the coming years it will inevitably create tensions and political 
instability. 

Now that Indonesia is on the eve of Repelita I1 after a rather 
succcssful start, it is faced with certain dilemmas which will 
have important cozsequences for the years to come. One 
dilemma is the question whether Indonesia should press for 
higher rates of growth of GNP in the future, say 9 or 10 per 
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cent per year, or turn toward more ‘social development’, with 
emphasis on employment, social justice, regional balance, etc., 
even if this means a rate of growth of income lower than the 
present one. 

If Indonesia wants to push production further in order to 
achieve a 9 or 10 per cent rate of growth of GNP, this would 
enable it to engage in larger investment programs in the future, 
including investments in the social sector; it may also lessen 
the unemployment problem. But in the meantime imbalances 
in income distribution may become worse before a turn for the 
better, and regional differcnces in growth rates may become 
even wider than they are at present. The intlux of labourers 
from rural to urban areas may increase, making the social 
problems in big cities worse. A larger inflow of foreign capital 
may accentuate the dual structure of the economy even more 
and make the growth of indigenous entrepreneurship more 
difficult. 
On the other band, by opting for more ‘social development’, 

Indonesia can begin to lower the income differences sectorally 
and regionally, invest more in education and health and other 
social services, and avoid some of the most harsh and painful 
side-effects of economic growth. However, less funds will be 
available for investment in the productive sector. With less 
capital inflow from abroad total investment may also be lower. 
This would lower the rate of growth of the economy from the 
present 7.0 per cent level to something like 4 or 5 per cent 
per year. With this lower growth rate it would be very difficult 
to eradicate unemployment. It would also be very hard to reduce 
income differences without lowering the income of higher in- 
come groups. In other words, with an overall growth rate of 
4 or 5 per cent the ‘trade-off po:blem becomes much more 
difficult if one wants to achieve distributive justice. 

One could go further and argue that it is conceivable that 
a lower growth rate is conducive to more government control 
of the economy, since sufficient investment in the social sector 
could only be achieved through extensive state intervention. 
Thus, a slow growth ol the economy combined with high social 
aspirations may in the long run produce a system in which the 
state has extensive control of the economy. It may be a social- 
istic system or alternatively it may be an autocratic system under 
military command. 

One could, of course, try for a middle-of-the-road solution 
by maintaining the present growth rate but with more attention 
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to the other aspects of development. Sufficient investment should 
continue to go into social overhead capital and directly pro- 
ductive activities in order to maintain, say, a 7 . 0  per cent growth 
rate. But any additional investment should go into the social 
sector or into programs which will reducc social and regional 
imbalances. 

The dilemma faced by Indonesia is, therefore, by no means 
a purely economic one, although it involves genuine economic 
choices. Whatever decision will be made, it is bound to have 
far-rcaching effects on the economy and on the future political 
and social structure of the country as well. 

Another dilemma which is closely related to the one we just 
discussed above concerns the problem of industrialisation. Dur- 
ing Repelita I, the focus of attention was rightly put on agricul- 
ture, particularly rice production. But now that we are entering 
Repclita 11 the problem of industrial growth is becoming more 
and more important. The important choice that has to be made 
is whether Indonesia should orient its industrial policy toward 
the forcign market or primarily toward the domestic market. 
Once thc choice has been made, it will determine the pattern 
of industrial growth for the ncxt 10 or 15 years. 

The dilemma involved in this case is that if Indonesia chooses 
to gear ifs industrial growth to the foreign market it is assured 
of a large and growing market, but it also means that industries 
have to be competitive internationally, and this would bc un- 
likely with protective policies. There would be, therefore, little 
room for fostering indigenous entrepreneurs who normally de- 
mand extensive protection by the Eovernment. Outward-looking 
policies normally also imply opening up the country to foreign 
investment, with all the political and social problems that go 
with that. 
On the other hand, if the choice is on industrialisation 

oriented toward the domestic market, then Indonesia could 
easily embark on protective policies which also happen to be 
particularly suitablc for the promotion of indigenous entre- 
preneurs. But these policies normally create inefficient and high 
cost industries with a consequent waste of resources. Besides, 
in the longer run those industries will face serious problems 
when the domestic market becomes saturated. This may not 
come until 10 or 15 years later, but once we have set up high 
cost industries behind protective walls, it will be extremely 
difficult to change the orientation of those industries from the 
domestic market toward markets abroad. It will take a great 
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deal of time and effort to eliminate protection and to make high 
cost industries competitive. 

Unless the correct decisions are made now, Indonesia will 
he facing lots of problems with its industries 10 or 15 years 
from now. But the choice has to he made now before Indonesia 
really starts with large scale industrialisation. 

Important choices have to he made also with regard to the 
role of foreign private enterprises vis-a-vis national enterprises 
and non-indigenous vis-a-vis indigenous national firms. We have 
touched upon the problem of foreign investment in a previous 
section. On top of that there is a second problem, that of in- 
digenous and non-indigenous firms. Since before the war a 
substantial part of the economy has been controlled by Indo- 
nesian nationals of Chinese descent. Partly this was the result 
of discriminatory policies of the Dutch Colonial Government 
which gave preference to the Chinese for the operation of certain 
sectors of the economy. Ever since independence the indigenous 
business groups have been demanding a larger role but so far 
with little success. Obviously this is a social and political proh- 
lem as well as an economic problem. One way or another, the 
Government has to make a decision soon as to the way this 
problem is going to be handled. 

There are a few options open for the government. Firstly, 
the Government could treat indigenous and non-indigenous 
firms equally and make no distinction between them. Secondly, 
the Government could leave the stronger non-indigenous firms 
alone but give active assistance to the weaker indigenous 
firms. Thirdly, the Government could actively promote joint 
ventures among the two groups. Whichever policy will be 
chosen, it will certainly have far-reaching social and political 
consequences in the future. 

In conclusion, we surmise that at a particular point in time 
any country will be faced with a number of important choices. 
The decision made at that moment will determine to a large 
extent thc shape of its future growth. Indonesia faccd such a 
choice in 1966 and made its decision when it turncd away from 
‘etatism’ toward an ‘open system’. Now, at the conclusion of 
Repelita I and on the eve of Repelita TI, Indonesia is again 
facing some crucial choices. The nature of those choices are 
such that they will affect not only the pattern of economic 
growth hut also the political, social, and other aspects of 
nation-building. 

Suhadi Mangkusuwondo 
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