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ABSTRACT 

Indonesia in the 1980s provides an unusual and unique example of 

substantial, albeit gradual, deregulation and rapid development of a domestic 

financial system. The monetary and financial reforms were part of larger 

packages of economic reforms designed to stabilize and restructure the economy. 

First of all, this paper reviews briefly the framework of financial 

repression theory. Secondly, It examines the major monetary and financial 

reforms undertaken by Indonesia during the 1980s. The next section discusses the 

Indonesian experience in the period financial repression and liberalization. The 

question may arise: how far the reforms have changed the financial sector. To test 

whether financial reforms influence the real economy, the last section will 

investigate the effect of financial liberalization on Inflation and economic growth. 

The empirical investigations find that the positive relationship between 

Inflation and economic growth shows an evidence of short-run Phillips curve in 

Indonesia. The short-run Phillips curve is typical of a modified Phillips curve with 

the credit-availability effect added. The study also Indicates that the financial 

deregulation, triggering a period of positive real interest rates, has statistically 

affect the economic growth profoundly. Yet, the real deposit rates of interest does 

not Influence the growth of real GDP significantly. 

 

The question whether financial sector played an important role in the 

economy has become a primary topic discussion among economists since the 

1970s. Some argue that financial development does not affect economic 

development, by saying, "Finance does not matter". On the contrary, others 

believe that financial  development  can  play  an  essential  role  in  the  economic  
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development. The last believes that "finance matters". Its supporters argued that 

the lack of a developed financial system restrains economic growth and, hence, 

government policy should be directed towards encouraging the growth of the 

financial system. This can be attained by giving provision of suitable financial 

environment, taking some measures to abolish interest rate ceiling, encouraging 

saving, and promoting financial deepening. 

In this context, it would be interesting to examine the financial 

development with special reference to Indonesia. There are some reasons 

scrutinizing the Indonesian experience. First, Indonesia in the 1980s provides an 

unusual and unique example of substantial, albeit gradual, deregulation and rapid 

development of a domestic financial system. Second, in Indonesia, monetary and 

financial reforms were part of larger packages of economic reforms designed to 

stabilize and restructure the economy.
1
 Third, unlike the Latin American 

counsince it followed a prudent external debt and macroeconomic management. 

The last is partly explained why Indonesia is not included in the "Baker Plan" 

although its debt outstanding was around US$ 52 millions in 1987. 

First of all, I will summarize the framework of financial repression theory. 

Secondly, I will review the major monetary and financial reforms undertaken by 

Indonesia during the 1980s. The next section will discuss the Indonesian 

experience in the period of financial repression and liberalization. It would be 

interesting to discuss how far the reforms have changed the financial sector. To 

test whether financial reforms influence the real economy, the last section will 

investigate the effect of financial liberalization on inflation and economic growth. 

 

Financial Repression Framework: An Overview 

Two of the outstanding proponent in the financial development model is 

McKinnon (1973) and Shaw (1973), which focused their analysis on the financial 

repression.
3
 Financial repression starts from the position that capital markets are 

not efficient or in equilibrium. Countries financially repressed when their financial 

markets were underdeveloped and prices of financial assets distorted, commonly 

through a government imposed interest rate ceiling below the market equilibrium 
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rate.
4
 In such a repressed financial system, two major characteristics emerge: (1) 

real deposit rates of interest are often negative and are difficult to predict when 

inflation is high and unstable; (2) foreign exchange rates becomes highly 

uncertain. As a result, saving would be discouraged despite sound investment op-

portunities, shallow finance would commonly occur, and economic growth would 

be retarded. 

The policy recommendations which spring from an analysis of financial 

repression are usually concerned with financial liberalization, leading to financial 

deepening. The advocates believe that financial liberalization can accelerate the 

rate of economic growth through:
5
 First, freeing the interest rates from 

government controls (interest rate liberalization). Second, reducing reserve 

requirements of commercial banks. Third, ensuring that the financial system 

operates competitively under conditions of free entry. Fourth, improving the qual-

ity rather than the quantity of investment. 

The McKinnon-Shaw model has influenced many governments throughout 

the world by what popularly called financial development, liberalization, or 

reform. However, recently this measure has been questioned and challenged. It 

stems from the facts that the financial liberalization in some developing countries 

did not materialize as expected; they experienced severe financial crash and dis-

tress. Diaz-Alejandro (1985), for instance, said, "Good-bye financial repression, 

hello financial crash", on his studies of Argentina, Columbia, Brazil, Mexico and 

Uruguay. Furthermore, World Bank (1989) indicated that some developing 

countries also experienced severe financial crash and distress in their process of 

financial reform and liberalization. 

In this context, it would be interesting to examine the data collated by the 

World Bank covering 34 developing countries in Africa, Asia, and Latin America 

over the period 1974-1985. Table 1 indicates that 34 developing countries over the 

period 1974-85 experienced different levels of interest rates that can be 

categorized in 3 groups: positive interest rates, moderately negative interest rates 

(between 0 and -10 percent), and strongly negative interest rates (below -10 

percent). It is fascinating to highlight that the countries with positively interest 
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rates have considerably more favorable macroeconomic indicators than those with 

negatively interest rates. The question may arise: what factors caused the better 

performance of the countries with positive interest rates? 

Alan Gelb 
6
 postulated that there is a chain running from interest rates to 

financial depth and to saving, and from financial depth to the productivity of 

investment (World Bank, 1989, p.32). In other words, the higher the real interest 

rates the greater the financial depth and savings. However, the effect of increasing 

financial depth (i.e., financial assets will accumulate faster than non-financial 

assets) is more important in improving growth because it will lead to the 

availability of capital for more productive investment. Furthermore, Fry (1988, 

ch.6; 1989; 1990) emphasized that the effect of financial liberalization (an 

increase in the real deposit interest rates) on the quality of investment, or 

Incremental Output Capital Ratio (IOCR), appears to be far stronger than any 

effect on the quantity of investment (investment/GDP). 

Table 1 seems to support Gelb and Fry's argument. Comparing the 

countries with positive interest rates and those with moderately negative interest 

rates, for illustration, shows that the higher average GDP growth rate (5.6% 

annually compared with 3.8% annually) in the countries with positive real interest 

rates is likely due to the higher investment/GDP ratio and the change in 

GDP/investment '(IOCR). The comparison between countries with positive 

interest rates and those with strongly negative interest rates also results in the 

same conclusion. 

Table 1, furthermore, indicates the importance of financial deepening. The 

ratio of M3/GDP is commonly used as an indicator of financial growth. The Table 

shows clearly that countries with positive interest rates experience substantially 

higher M3/GDP than those with negative real interest rates. In addition, the 

increase in the stock of financial assets, as measured by the change in real M3/real 

saving (dM3/S), may be used as the other indicator of financial deepening. It can 

be seen from the Table that countries with positive real interest rates have a 

considerably higher dM3/S than those with negative real interest rates. The 

phenomena might be consistent with McKinnon and Shaw's financial repression 
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model. As they asserted, countries are financially repressed in their economy 

when their financial markets are underdeveloped and prices of financial assets 

distorted, commonly through a government imposed interest rate ceiling below 

the market equilibrium rate (Fry, 1988, ch.l; Meier, 1989, pp. 205-216). Typically, 

saving would be discouraged, despite sound investment opportunities, and 

economic growth restricted accordingly. 

Although the table can obviously describe the role of financial 

development in the economy (money matters) one should not neglect the country 

specific characteristics that might be different from the general "trend" (for 

example see section 3). 

 

The Major Financial and Monetary Reforms in Indonesia 

Indonesia is typical of a country experiencing financial repression up to 

1983. One of the major indicators of such repressed economies was the 

widespread prevalence of negative real interest rates. This was largely due to the 

inflow of oil earning from 1973 to 1982. The major concerns of the monetary 

authorities during the oil boom period were to control domestic credit expansion 

and to curb inflation. Inevitably, it led to the imposition of credit ceilings on each 

banks, maintaining high reserve requirement, and applying selective credit poli-

cies.
7
 Domestic financial institutions became increasingly focused on state-owned 

banks serving state-owned enterprises or carrying out government-sponsored 

credit programs as so called 'agents of development'. However, with the open 

foreign capital system, excess funds of banks, businesses, or individuals were 

easily invested abroad. 
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Since 1983 Indonesia has pursued a policy of financial reforms that 

constituted an integral element in the government deregulation measures.
8 

The 

objectives of the reforms are to stimulate growth and improve the efficiency of the 

domestic financial system, within the context of an open foreign exchange system. 

The reforms involved financial system and monetary policy reforms (see Table 2). 

The key reforms were aimed at liberalizing interest rates, reducing control on 

credit, enhancing competition and efficiency in the financial system, strengthening 

the supervisory framework, and promoting the growth and deepening of financial 

markets. 

 

From Financial Repression to Financial Liberalization*
1
 

Table 3 shows that Indonesia over the period 1968-91 experienced 

different levels of real interest rates that can be categorized in two periods.-

negative interest rates and positive interest rates. In Indonesia, the real interest 

rates were moderately negative during 1971-82 but have tended to be positive 

since 1983. Many observers believe that Indonesia is typical of a country 

experiencing financial repression up to 1983. One of the major indicators of such 

repressed economies is the widespread prevalence of negative real interest rates 
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(Fry, 1982, 1988; Meier, 1989, p.212). The question may emerge: Does the 

change in real interest rates affect economic growth and other key indicators? 

Since financial liberalization were launched, real interest rates have been 

positive and considerably higher than the average real interest rates of the 34 

LDCs over 1965-85 surveyed by the World Bank (1989).
9
 Arguably, there are 

some plausible reasons for this: First, the average inflation rates are lower than 

those of countries; Second, nominal interest rates are higher than those of 

countries; Third, a rapid expanding in financial intermediation and, hence, 

financial deepening as a result of financial liberalization. Let us examine each of 

these reasons. 

Indonesia had lower inflation rates than those of the 34 LDCs either in the 

period of financial repression (1971-82) and liberalization (1983-90): 16.37% and 

8%, respectively, in average per annum. It is noteworthy that Indonesia has a sub-

stantially higher economic growth in the period of negative real interest rates than 

that of positive interest rates. Booth (1992, pp. 19-23) points out the most obvious 

explanation for the decline in growth rates was: (1) the decline in the world price 

of oil leading to a decline in the income terms of trade and in government 

revenues; (2) the imposition of OPEC quotas leading to reducing the volume of 

oil output and value added in mining sector GDP; (3) the generally more 

depressed state of the world economy in the 1980s; (4) government policy 

responses to the changing economic climate of the 1980s via cutting salaries and 

wages of government employees and development expenditures. On the other 

hand, in the period of positive interest rates, Indonesia has a considerably lower 

inflation rate than that of negative interest rates. One might conclude there is a 

positive relationship between economic growth and inflation. Fry (1981) 

explained that the standard positive relationship between inflation and economic 

growth, or the short-run Phillips curves, is caused by price exceeding expected 

price in the short run as inflation accelerates and expected inflation temporarily 

lags behind. 
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Indeed, the Indonesian nominal interest rates were relatively high. To 

increase the mobilization of domestic savings, since October 1968, the banks had 

been required to pay high nominal interest rates on time deposits, but to provide 

credit at much lower rates to priority borrowers. The abundant liquidity from oil 

boom enabled the monetary authority to: (1) impose qualitative control of bank 

credit and directing credit to certain priority sectors; (2) subsidize priority 

borrowers through credit on concessional terms, and the state banks with their 

inverted interest structure (Arndt, 1981, ch. 11-12). The difference between the 

deposit and lending rates was covered partly by central bank subsidy. Interest 

rates ceiling were kept below the inflation rates leading to the negative real inter-

est rates during 1971-82. However, the real interest rates have changed 

dramatically to be positive since the 1983 interest rate liberalization. 
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Table 3, furthermore, shows the greater financial depth (M2/GDP) caused 

by higher interest rates. In Indonesia, the average annual M2/GDP in the two 

periods is 15.85%, and 28.02% respectively. It indicates the nature and significant 

role of quasi money in the economy. The removal of interest rates and credit 

ceilings for state bank operations in June 1983 tended to raise the demand for time 

deposits dramatically, and in turn increased the quasi money. As a result, M2 in-

creased steadily until 1986. After 1986 the M2 has increased more sharply then 

that of Ml as a result of the growth of the time and saving deposits as well as of 

the foreign currency deposits. This possibly stemmed partly from the Rupiah 

devaluation of 31% in September 1986. The monetary policy reducing reserve 

requirement from 15% to 2% in October 1988, moreover, seemed to accelerate 

M2 and Ml considerably. 

Does the increase in quasi money (hence the M2) lead to the increase in 

money multiplier? Graph 1 demonstrates the money multiplier (m) increased from 

1.75 in 1971, with steady rise during 1978-85 and sharp increase since 1986, to 

6.74 in 1990. This represents that quasi money has a more and more important 

role in the Indonesian economy. The regression estimation indicates that 

deregulation in financial sector has significant positive effect on money multiplier, 

M2, and reserve money, while devaluation policies have no significant influence 

on those variables.
11

 It seems that although devaluation increases real exchange 

rate, it has no impacts either on reserve money or money supply. This is likely due 

to the floating exchange rate during the period. 

In Indonesia, the oil boom years (1974-82) were marked by a persistently 

high level of state intervention in credit market. The financial deregulation in 

1983 and 1988 has resulted in a diminished role for the central bank (Bank 

Indonesia) in the allocation of credit with much greater autonomy and discretion 

being ceded to the commercial banks (Madntyre, 1991, pp. 30-32). Table 3 shows 

there is an upsurge change in total domestic credit, from the average 30.36% to 

36.33%. In the financial deregulation period, credit to government sector 

increased steadily but private sector credit decline slightly. 

 

Jurnal Ekonomi dan Bisnis Indonesia Vol 9 Tahun 1994



 

 

 

 

 

 

 

 

 

 

 

 

 

One of major objective of financial liberalization is to promote domestic 

savings. The monetarists believe that high real interest rates would stimulate 

savings and thereby permit high rate of investments. Arguably, the end of 

financial repression would encourage various types of financial savings. In 

Indonesia, the national savings seem to correspond positively to the real interest 

rates. Graph 2 shows the upward trend of the ratio of gross national saving to 

GNP. The narrow gap between saving and investment partly stemmed from rela-

tively low current account deficits. 
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One prediction of the model of financial repression is that a rise in deposit 

rate towards its free market equilibrium levels will increase the availability of 

private sector domestic credit in real terms and therefore stimulate investment. 

McKinnon (1992) and Fry (1988) postulate that higher real deposit rates of 

interest had their major impact through increased quality of investment (as mea-

sured by (lOCRs) rather than through increased investment or aggregate saving as 

share of national income. 

The effect of change in real interest rates from negative to positive has 

caused greater financial deepening, more saving in real assets being transferred to 

financial saving. However, the greater financial depth does not bring a positive 

effect on the quality of investment. Table 3 indicates the quality of investment 

(IOCR) consistently decreased as the real interest rates increased; at the same time 

the ratio of investment/GNP in Indonesia increased from 21.66%, to 32.17%. In 

other words, the relatively higher quantities of investments are not followed by an 

increase in the quality of investment. The table shows a substantial declined in the 

change in GDP/investment (IOCR), as the indicator of the quality of investment, 

during 1983-1990 when the real interest rates increased. One may argue that the 

increase in real deposit rates of interests in Indonesia helped growth only by in-

creasing the quantity of investment but not by improving the quality of 

investment. 

Several factors may account for the decline in the quality of investment in 

Indonesia. First is the existence of widespread rent-seeking activities. Indonesia 

up till now have a large number of rent-seekers (Kunio, 1988, ch.4; Robtson, 

1986, pp. 260-6), which partly stemmed from selective credit policy. The second 

factor is probably due to the foreign indebtedness. The capital productivity of the 

projects financed by foreign aid is likely to be very low because of a long 

gestation and payoff period, so that the IOCR decreased (Rana and Dowling, 

1988). The third factor is the high concentration in banking industry that made the 

banking system less efficient and productive. This phenomenon is not surprising 

since the nature of the banking system in Indonesia is dominated by state-owned 

commercial bank. In addition, Cole and Slade (1991), who have calculated the 
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Herfindahl index as an indicator of Indonesian banking system concentration 

ratio, stated that the Herfindahl index moved from 0.118 at the end of 1983 down 

to 0.098 as of the end of June 1989, and is moving steadily downward. Despite 

deregulation measure in October 1988 (Pakto 1988) regulates legal lending limit 

to protect bank from using funds to finance their own groups, state-owned bank 

were excluded from this regulation 5 months later (March 1989). The exclusion is 

based on a reason that legal lending limit regulations will only give more benefit 

to the public who have access to the bank, while the majority of the public have 

low access to the bank, for example farmers. Therefore, state-owned banks, 

as 'agents of development', should give credit for those low productive activities, 

for those who have low access to the bank. 

 

Financial Sector Reforms 

Deregulation measures have changed the structure of banking industry in 

Indonesia. Although the Indonesian financial system is still heavily dominated by 

the banking sector, deregulation of the banking sector, as illustrated by Table 2, 

has reduced the role of state banks in the banking sector, in terms of assets, 

credits, and deposits. 

The rapid growth and changing structure of the financial sector, as 

illustrated by Table 3, can be divided into two periods. At the beginning of the 

first period (1982-88), the financial system was dominated by banking, 

particularly by state commercial banks. The important of private commercial 

banks was boosted by the second round of reform in 1988-90 that focused 

primarily on reducing barriers to entry and special privileges for state banks. Since 

the lowering of entry barriers, 40 new domestic banks and 15 new joint venture 

banks have been established. No state banks have been created. Meanwhile, 

branches of banks have also grown significantly, from 1640 in April 1988 to 2842 

in March 1990. The branches are particularly important in providing more even 

access to credit and other services. Consequently, the last development in 

financial sector leads to two new phenomena: (1) competition among banks for 
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loans and deposits has been keen; (2) reducing the costs of borrowers of a loan for 

any given payment to depositors. 

It is noteworthy that deregulation measures has changed the structure of 

banking industry in Indonesia. During 1983-90, the private banks have flourished. 

In addition, their role in terms of assets, loans and funds generated has increased 

substantially (see Table 5), especially due to banking deregulation in June 1983 

and October 1988. 

The rapid expansion and strong competition created a new challenge: to 

consolidate banks' growth through strengthening the legal, regulatory, and human 

infrastructure of the financial sector. For financial institutions, the major 

constraints are: shortages of qualified staff, inadequate internal control, and sheer 

pace growth and quality of assets. For the monetary authorities, it is not easy to 

develop framework of legislation, prudential regulation and supervision to deal 

more effectively with a modern rapidly-growing financial sector. 

 

The Impacts on Inflation and Economic Growth 

Many believe that high and persistent inflation is harmful to economic 

growth. One frequently cited reason why inflation has a negative effect on 

economic growth is that inflation reduces capital accumulation, one of the key 

determinants for long-run growth. As far as the Phillips curve is concerned, the 

studies concerning the relationship between inflation and economic growth 

constitute a new paradigm, i.e. the post-third generation of Phillips curve 

(Soekarno, 1989). Yet, very few econometric evidence of the short run effects 

stabilization programs that incorporate features of the McKinnon-Shaw financial 

liberalization strategy exist. Recently, Fry (1981, 1988, 1990) has attempted to set 

up the models incorporating the interest rate reform to measure the effects of fi-

nancial liberalization on inflation and the rate of economic growth in Turkey and 

other selected developing countries. 
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In this study, I will employ and extend Fry's model to the Indonesian 

economy during the period 1969-1989. The models can be specified as 

follows: 

 

 

 

 

 

 

 

 

 

 

 

 

where INF is the continuously compounded rate of change in GDP deflator 

(DFL),M2N is the per capita money supply defined broadly, GR is the 

continuously compounded rate of growth in real GDP (1985=100), DDR is the 

change in the expected real deposit rate of interest defined as the change in (DR-

INFE), DR is the expected real deposit rate of interest defined as the continuously 
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compounded 12-month deposit rate of interest minus INFE, INFE is the expected 

inflation estimated by a far-end constrained second-order polynomial distributed 

lag, PPE is the ratio of the actual to the expected price level defined as 

DFL(1+INFE), and DUMMY is the qualitative variable represented the period of 

financial liberalization, i.e., the period after 1983. 

To avoid the "spurious regression" (Granger and Newbold, 1974; 

Granger, 1986; Engle and Granger, 1987), a test of unit root, cointegration, and 

Granger causality will be applied. The MicroTSP version 7.Of has provided all 

these time series tests. The unit root tests are important in examining the 

stationary of the time series. The UROOT command performs Augmented 

Dickey-Fuller (ADF) unit root tests when supplied with the name of a single 

series, and Engle-Granger cointegration tests when applied with a list of series 

names (Hall, et al, 1990). 

The unit root test, as shown by Table 6, indicates the absence of a unit root 

and allows the acceptance of the hypothesis that INF and GR are stationary. 

Furthermore, INF is integrated of order 0, 1(0), while GR is integrated of order 1, 

1(1). The cointegration test, as presented in Table 7, shows that inflation is 

cointegrated each other with its explanatory variables (M2N, GR, DDR), and so is 

the economic growth (GR with PPE, DR, DUMMY). 

The Granger Causality test, in addition, demonstrated that there is no 

feedback mechanism between inflation and each explanatory variable, and 

between economic growth and each explanatory variable either (see Table 8). The 

causality test between inflation (INF) and economic growth (GR) indicates that 

inflation is caused by economic growth but economic growth is not caused by 

inflation. It implies that the appropriate model is not a simultaneous equation. 
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The empirical findings can be summarized in Table 9 and 10. The 

coefficient of variables in equation 4 all agree with a priori expectations, except 

the coefficient of GR. The positive and statistically significance of GR coefficient 

supports the argument that there is a positive correlation between inflation and 

economic growth in the short run (Fry, 1981, p.8). However, when we consider 

the autoregressive and moving average (ARMA) model, as showed in equation 5, 

this relationship becomes insignificant statistically. 
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Equation 6 is a typical modified Phillips curve with the credit-availability 

effect added. The coefficient of PPE, ratio of actual to the expected price level, is 

positive and statistically very significant. This result also supported Fry's 

argument (1980; 1981) that an acceleration in nominal money growth raises the 

inflation rate (equation 4), and so PPE. This, in turn, appears to raise growth in 

real GDP (equation 6). In other words, it reflects the short-run Phillips curve 

showing the positive relationship between inflation and growth (see Graph 3). 

When we incorporate ARMA model, the result is consistent with that argument. 
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The equation 6 and 7 also suggests that the period of positive interest rate, 

as indicated by dummy variable, significantly affects the growth of real GDP. 

However, the effect of the real deposit rate of interest (DR) does not support the 

argument strongly. We cannot drop this variable because the cointegration test 

suggests the evident of cointegration. The insignificant effect of DR on economic 

growth probably stems from: (1) an increase in credit availability used for 

luxurious consumption purposes (e.g. buy luxurious car or house) rather than 

investment purposes; (2) the incremental output capital ratio decreased as a result 

of low productive investment (see table 3); (3) deregulation in the financial sector 

cannot be absorbed by the productive real sector because of a tight regulation in 

real sector. 

 

Concluding Remarks 

This paper has discussed the nature and impacts of monetary and financial 

reforms. There is no doubt that the reforms have contributed to financial 

deepening. In contrast to the earlier studies
11

, the paper demonstrates the channel 

of financial liberalization to economic growth is through quantity of investment 

rather than quality of investment. 

Financial sector reforms have been a central element in the Indonesian 

deregulation efforts. The removal of interest rate control and credit ceiling, and 

relaxation of barrier to entry led to accelerated growth, especially by the private 

sector banks, more diversified products and services, and greater competition and 

cost efficiency. This implies a more detailed supervision from the monetary 

authorities. 

The empirical investigations find the positive relationship between 

inflation and economic growth shows an evidence of short-run Phillips curve in 

Indonesia. The short-run Phillips curve is a typical modified Phillips curve with 

the credit-availability effect added. The mechanism is: an acceleration in nominal 

money growth raises the inflation rates, and so the ratio of actual to ecpected price 

level; in turn, this would raise growth in real GDP. 
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The empirical results also indicate that the financial deregulation, 

embarking on a period of positive real interest rates, has statistically affect the 

economic growth profoundly. Yet, the real deposit rates of interest does not 

influence the growth of real GDP significantly. The last is likely due to: (1) an 

increase in credit availability used for luxurious consumption purposes (e.g. buy 

luxurious car or house) rather than investment purposes; (2) the incremental 

output capital ratio decreased as a result of low productive investment; (3) 

deregulation in the financial sector cannot be absorbed by the productive real 

sector because of a relatively tight regulation in real sector. 

 

Notes 

1. The most remarkable aspect of Indonesia's policy response to oil crisis during 

1980s is that it was undertaken voluntary, quickly, and in a balance 

fashion.The structural adjustment package has been adopted since 1983 

included exchange rate management, fiscal, monetary and financial policy 
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reforms, and trade and other regulatory reforms. Further discussion see, for 

example, Djiwandono (1988); Nasution (1991). 

2. Woo and Nasution (1989) has identified three factors explaining why 

Indonesia did not experience a debt crisis in 1982-84 as did Mexico and 

Brazil: (1) a high proportion of Indonesia's external debt was borrowed at 

fixed concessionary rates; (2) the availability of significant amounts of other 

tradables prevented Indonesia's debt servicing capacity from collapsing as did 

Mexico's when the price of oil dropped in early 1982; (3) prudent management 

of the maturity structure of the debts. 

3. Subsequent theoretical refinements and further empirical studies have been 

conveniently summarized by Fry (1988: ch. 1-3) and Kitchen (1986: ch.3). 

4. Interest rate ceiling distort the economy in three ways: (1) low deposit rates of 

interest produce a bias in favour of current consumption and against future 

consumption, causing saving and investment below their socially optimum 

levels; (2) potential depositors may engage in relatively low-yielding direct 

investment instead of depositing money in a bank for subsequent lending to 

investors with higher-yielding projects; (3) bank borrowers able to obtain all 

the funds they want at low loan rates will choose relatively capital-intensive 

projects. Further detailed discussion see Fry (1989). 

5. See for example Fry (1988, chapter 2-4); McKinnon (1991, chapter 2). 

6. Gelb (1989) analysed thirty-four LDCs over the period of 1965-1985. Because 

of the sharp fall in productivity growth throughout the world economy after 

1973, Gelb split his sample into two subperiods: 1965-1973 and 1974-1985. 

As with the ealier IMF study, Gelb first classified countries qualitatively 

according to whether their real deposit rates of interest were positive, 

moderately negative, or strongly negative for each subperiod. Then he tabu-

lated average growth in real GDP and indicators of financial performance in 

each of the three interest rates categories. The results were published in the 

World Development Report 1989 and are reproduced here as Table 1. 

7. Those are the common features of government intervention in financial sector 

in both industrial and developing countries (Fry, 1988: ch. 12 and 16). 
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8. From the microeconomic point of view, deregulation in Indonesia has three 

meanings. The first is the lessening barrier to market entry. Many 'strategic' 

activities which were formerly the preserve of state are now open for private 

participation. Although this issue is known as 'liberalization' in economic 

literature, the Indonesian government avoids using this term since 

'liberalization' has a negative connotation in Indonesia's political jargon. The 

second meaning of deregulation is to reduce the rules and constraints 

governing the activities of business sector. The third aspect of deregulation in 

Indonesia is priatizatlon in the sense of transfer of public ownership to the 

private sector. Further discussion see Nasution (1991; 1990).  

9. For comparison to Table 3 see Table 1. The real interest rates data are taken 

from Alan Getb's study (1989). 

10. When we examine the behaviour of money multiplier and money supply in 

Indonesia during 1971-90, the results are (t values in parentheses): 

 

 

 

 

 

 

 

 

 

where m=money multiplier (M2/RM), M2=Ml+quasi money, RM=reserve 

money, dev=dummy variable for devaluation (i.e. equals to 1 for years 1971, 

1978, 1983, 1986; otherwise is zero), dereg=dummy variable for deregulation 

(i.e. equals to 1 for over the periods 1983-1990; otherwise is zero).  

11. Fry (1990) and Me Kfnnon (1991) pointed out that the release of financial 

repression has a major impacts on economic growth through the increased in 

the quality of investment (IOCR) rather than the quantity of investment 

(I/GDP). 
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