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No plan existed to tap permanent non-inflationary sources of
revenue to replace these temporary resources, representing in effect a
forced loan from the importing community. Instead, in April 1956, the
Government lowered the prepayment requirement on imports of industrial
raw materials,l/and.the prepayment account became a net drain on the
budget, This drain continued into the third quarter of 1956 as stiffer
screening of import license applications resulted in increased rejections
and hence speedier refunds. It reached a peak when the import license
office closed down during August while administrative procedures were
being overhauled, The budget deficit rose in 1956 and inflationary
methods of finanecing were again used, Central Bank advances to the
Government increased by L60 million rupiahs in the second quarter and by
another 1le3 billion in the third quarter of 1956,

The collapse of the price of rubber in the sarly part of 1956 ,
brought about a reversal of the balance of payments; the gold and foreign 1
exchange holdings fell by $138 million in the first seven months of the ;
year, While this drain on reserves served to offset the expansionary
impact on the money supply of the rise in bank credit and the reappearance
of the budget deficit, it could not be allowed to continue indefinitelys
The Government undertook to stop it first by stiffening the screening of
import license applications, Then, in Avgust and September, the Government
twice altered the already complex system of multiple exchange rates, in
effect carrying cut a partial devaluaiion and a proliferation of rates.
To tide over the situation until these changes began to make themselves
felt, Indonesia drew $55 million from the International Monetary Fund on
August 2, after repaying an earlier drawing of $15 million in June,

Two politically inspired developments also contributed to reduce
the external deficit of Indonesias One was the repudiation by the Indonesian
Government of the debts to the Netherlands which it had assumed upon
acquiring undisputed sovereignty over the country in 19L9, thereby saving
about 100 million rupiahs (about $9 million) annually on the servicing of
these debts. The other was the unilateral reduction by two thirds of the
pension payments to former Netherlands Indies civil servants, which the
Government brought about by repudiating the guarantee of the guilder value
of these pension payments and adjusting them to the official rate in effect
since the formal devaluation of the rupiah in 1952,

The minimum statutory reserve requirement against the Central
Bank's demand liabilities had to be suspended in July 1956, However,
from the end of August to mid-October, reserves rose by about $22 million
and the suspension has now been revoked,

1/ On imports of raw materials, the prepayment required at the time of
applying for an import license was made equal to the amount of foreign
exchange taxes payable or (where no such taxes were applicable) to 50
per cent of the c, and f, value, The balance of the prepayment wasg

made payable at the time the foreign exchange license was granted, Since
November 16, 1955, the prepayment required of "national" importers for

imports of raw materials had been only half of the full requirement,
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The new exchange system, which embodies higher foreign exchange
taxes on many goods, will affect the budgetary position in two wayse On
the one hand the higher taxes should ¥ield increased revenue, but on the
other the lower imports resulting from these taxes and from the administra-
tively imposed restrictions will cause current refunds of importers!?
prepayments upon delivery of the goods to exrceed new collections for a
times It is too early to assess the net result of these opposing changes
on the budget,

Conclusion

The Indonesian financial position continues to be precarious, The
budget deficit has not been eliminated in spite of the stabilization
program of September 1955 and inflationary financing was again used in the
second and third quarters of 1956, There appears to be little hope of
abandoning its use in the near future, Bank credit, which had been
relatively stable for the three years ending in September 1954, has been
expanding at an excessive rate in the last two years, The balance of
payments was agair in defiecit in the first eight months of 1956 and the loose
budget and credit policies have made it necessary once more, in attempting
to stop the drain on reserves, to rely on variations in the intensity of
import and exchange restrictions and in the complexity of the system of
multiple exchange rates,

Balaneing the budget would seem to require heroic measures,
The size of the civil service is excessive and needs to be reduced,
However, this may be politically impossible so long as equally attractive .
alternative opportunities for employment are not availables Political J
instability in the country adds to the problem since it requires that heavy .
expenditures on defense, home affairs, and justice be made every years
The establishment of internal security and of the rule of law throughout
the islands would permit large reductions in expenditures which are not now
possible, and would open the way for a large increase in productive ;
activity, 1

Bringing the expansion of bank credit down to a rate consistent
with the growth of the economy appears to call for good judgment, the
willingness to act, and the ability to withstand the pressures wiich
adoption of such a policy is sure to generate, The Bank Indonesia has all
of the powers needed to implement this policy. Its basic statute which
took effect in 1953 enables it to influence domestic credit through its
discount policy and open market operationss. An ordnance of January 15, 1955,
gives it the power (a) to fix minimum reserve requirements for commercial
banks and to specify the form in which these reserves shall be held, (b) to
impose credit ceilings either on specified types of operations or on an
overall basis, (c) to prohibit certain types of credit operations, (d) to
fix minimum and/or maximum interest rates chargeable by banks, (es to
license banks and prescribe the conditions under which they may operate,
(f) to require the submission of such data as it may need, and (g) conduct
examinations of books and records of banks,
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It is true that discount policy may be ineffective insofar as most
large banks arf branches of foreign banks and have ready access to foreign
maney'markets,./ and that open market operations are presently impossible
in the undeveloped Indonesian money market. However, judicious imposition
of minimum reserve requirements, or preferably of credit ceilingy would
greatly influence the amount and type of credit outstanding, While it would
not be easy to estimate the legitimate needs of the economy for additional
credit at any particular time, given the uncertainties of Indonesian economic
life and the unreliability of statistics, this would not be impossible and

the result might be better than ‘the unregulated expansion of credit of the
last two years.

There is no simple solution to the bslance of payments problem,
The 1956 deficit is largely due to the decline in world prices for rubber,
Indonesia's principal export, However, it would be neither as large nor as
intolerable from the standpoint of the level of reserves, were it not for the
fact that the demand for imports is inflated as a result of the loose budget
and credit policies and the shortages built up by tight import and exchange
restrictions in effect between August 1952 and September 1955,

While it is important to devise ways and means of minimizing the
impact on the Indonesian economy of fluctuations in world prices for raw
materials which Indonesia exports, it 1s even more urgent to strengthen the
external position of *the country by eliminating the inflationary pressures
originating from within, This might be.the first step toward adopting a
policy of deliberately countering the pressures generated by the fluctuations
of the balance of payments through fiscal adjustments and measures to
influence credit, Such a policy need not be spelled out here, While it
would require difficult adjustments in the economy, it offers the best hops
for Indonesia until the country!'s great economic potential can be deveioped
and its dependence on a few raw material exports can be reduced through
diversifications

1/ The Bank Indonesia rates of interest on discounts and advances vary
from 3 to 6 1/2 per cent, depending on the collateral, The foreign
banks are Dutch, British, and Chinese, The Netherlands Bank rate is
currently 3 3/l per cent, while the Bank of England rate is § 1/2
per cent,





