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Executive Summary of the Main Findings

The aim of this study was to analyze the impacts of economic reform policies, i.e. external trade,
investment and financial sector liberalizations, as three most important economic reforms in the 1970s and
1980s, and the 1997 crisis, known as the currency crisis (and latter it became the financial or economic crisis)
on poverty and long-run economic growth in Indonesia. The main findings are the following: 1) the
relationship between the depreciation of the rupiah against the US dollar (defined in this study as the “crisis”
variable) and the growth of per capita real GDP is negative (as expected) and significant, which may suggest
that the currency crisis in Indonesia is a type of economic shock which is strongly associated with negative
economic growth; 2) although the estimated regression coefficients of the policy variables and inflation have
the expected signs, only those of the total domestic investment-GDP ratio and the inflation rate are
statistically significant, suggesting that the specific channels through which macroeconomic reform policies
influence long-term economic growth in Indonesia are channel 1: investment growth and channel 2: price
decreases. This supports the general notion in the literature on long-term economic growth that, while growth
in consumption expenditure might be good for short-term growth, for long-term economic growth, it needs
sustainability in investment growth and long-term price stability; 3) not only the percentage change in real
GDP per capita and the percentage in poverty rate have a negative regression correlation, and it is significant
from zero at 90% confidence interval, but the growth elasticity is more than unity, suggesting that the
percentage change in the first variable contributes significantly to the linear prediction of the percentage
change in the second variable based on the observed data; 4) the link between inequality level and economic
growth rate is negative and significant from zero at 90% confidence level, meaning that higher inequality
means smaller economic growth; but the regression coefficient for inequality is not positive with the
percentage change in poverty rate. With a decomposition method, it shows that only for the period 1981-1990
the elasticity of poverty change to inequality change was positive. The gini elasticities for the other sub-
periods, however, were negative; and 5) among the three main sectors, i.e. agriculture, industry and trade,
income growth rate in the first sector appears to have the strongest and significant relationship between

sectoral growth rates and poverty reduction, suggesting that in the Indonesian case the output or income



growth in agriculture, among other sectors, is the most important source of poverty reduction. Alternatively,
the statistical relationship between the percentage change in poverty and the average agricultural yield per ha

1s negative and significant.

I. Introduction

In the beginning of New Order (NO) government led by Soeharto in 1966, the average Indonesian earned
only roughly US$50 a year, and over 80% of the country’s population lived on tiny, fragmented and scattered
farms. They had little or no access either to rudimentary health care or to basic amenities of life such as safe
drinking water or adequate shelter. About 60% of adult Indonesian could not read or write and close to 65%
per cent of the country’s population lived in absolute poverty. Faced with poverty and economic stagnation
caused by bad macroeconomic management, military confrontation with Malaysia, isolated from western
world, and domestic political instability during the Old Order government headed by Soekarno, the NO
government launched the first five year plan (Repelita I) in 1969. The government adopted import substitution
strategy to develop domestic industries and to support this, the government implemented investment and
capital account liberalization policies. In that time, such liberalization policies (as the most important
elements of the NO government’s “open door” policy towards the West) were deemed as very important to
get fresh capital from abroad. Since then, foreign capital, especially foreign direct investment (FDI), and
official foreign loans and aid started to flow into the country. To facilitate further the implementation of the
reforms, in the 1980s, during Repelita III the government launched again other two important economic
reform policies in banking/financial and foreign trade areas. The banking reform policy reduced the power of
monetary authority, and instead let market forces to determine domestic interest rates. As some restrictions on
commercial bank operation had been removed, many new national commercial banks emerged and also many
banks from abroad opened their offices in the country. The foreign trade reform policy consisted of two main
elements which were implemented in a gradual way: the shift from import substitution towards export
promotion, and the remove of some import restrictions.

All these important steps conducted by the NO government had generated a sustained rapid economic
growth especially in the 1980s up to 1997, just before the crisis emerged. Accompanied with “pro-poor”
policies in areas such as employment, education, health, cheap food, village development, and minimum
wage, the rapid and sustained economic growth has led the real income per capita to increase, the adult
illiteracy to drop dramatically, and the poverty incidence, i.e. people living under current official poverty line
as percentage of total population, to fall substantially. This experience implies that economic growth is not the
only determinant factor of poverty reduction, but with supports from the “pro-poor” policies, the growth has

greater impact than without such policies on poverty reduction.



In July 1997, following the decline of the Thai bhat, the Indonesian rupiah depreciated dramatically
against the US dollar. Since that initial decline of the rupiah, the Indonesian economy has undergone
tremendous change, as shown by a fall by about 13% in real gross domestic product (GDP). Also prices of
some goods, especially food, clothing, housing, and health, have risen substantially, real wages fell, and
percentage of population deemed as poor increased by more than 100% for the period 1996-1998.

With the above experience, the aim of this study is to analyze the impacts of economic reform policies,
focusing on trade, investment and financial sector reforms in the 1970s and 1980s, and the 1997 crisis, known
as the currency or financial crisis (which also hit Thailand, South Korea and the Philippines), on poverty and
long-term economic growth in Indonesia. Specifically, this country-case study addresses the following 3
(three) main policy questions. First, through what channels do macroeconomic (reform) policies influence the
long-term economic growth and poverty reduction in Indonesia? Second, whether a shock like in 1997 which
was characterized by a significant depreciation of the rupiah against the US dollar has a direct impact on
poverty and long-term economic growth, or how does such shock affect the relationship between economic
growth and poverty? Third, what macroeconomic policies should be adopted to prevent and/or mitigate the

impacts of such shock on economic growth and poverty reduction?

I1. Analytical Background and Conceptual Framework

Economic Growth-Poverty

In the general development debate, economic development as measured by growth in real GDP per capita
is viewed as an important, though not sufficient, means of achieving improvements in human well-being or
reduction in absolute poverty. There are findings from a lot of empirical studies using data from a large group
of developing countries which support this proposition. For instance, Dollar and Kraay (2000) investigate the
link between the income of the poor (defined as the bottom 20% of the income distribution) and overall
income or per capita GDP. The data used consists of income of the poor and mean income for 80 countries
over 40 years. The study further examines the poverty—growth relationship in cases of poor countries versus
rich countries, crisis periods versus normal growth periods, and the recent period compared to earlier times.
Their study also introduces other institutions and policies into the analysis and asks whether these influence
the extent to which growth benefits the poor. Their basic finding is that as overall income increases, on
average incomes of the poor increase by exactly the same rate. As for the impact of policies and institutions,
their study found that openness to international trade as well as improvement in rule of law (e.g. property
rights) raise incomes of the poor by raising overall per capita GDP. Overall, their findings suggest that growth

tends to lift the incomes of the poor proportionately with overall growth (Figure 1).



Similar evidence also provided by Ravallion and Chen (1997). By using data from household surveys for
67 developing and transitional economies over 1981-94, they found that almost always, poverty fell with
growth in average living standards and rose with contraction. By regressing the growth of average income for
the poorest 20% and the poorest 40% of the population against the growth of GDP per capita, Roemer and
Gugerty (1997) found that on average the poor do benefit from economic growth. An increase in the rate of
per capita GDP growth translates into a one-for-one increase in average income of the poorest 40%. For the
poorest 20%, the elasticity of response is 0.921. Another conclusion from this study is that income distribution
changes only very slowly, and that a policy that aims at redistributing income at the expense of economic
growth may have very low payoffs in terms of poverty reduction. Also Gallup et al. (1999) have estimated the
growth elasticity of per capita incomes of the poor to be close to unity, which implies that growth in average
income leads to one-for-one increase in incomes of the poor. By using data on income distribution for 27
developing countries, Timmer (1997) estimates the impact of average per capita income growth on the growth
of per capita income of each income quintile. He found that the elasticity of overall growth and the growth in
the per capita income of the poorest quintile was only 0.8 (and significantly less than one) and rose steadily to
slightly greater than one for the richest quintile. With this result, he argues that the apparent failure of growth
to reach the poor in the countries with wide income gaps, while disappointing, should not be taken as a
general indictment of economic growth itself. Using provincial data from the Philippines over the 1980s and
1990s, Balisacan and Pernia (2002) find that, on average, the growth elasticity is just above 0.5 indicating that
income growth across the country’s provinces has not translated into one-for-one to changes in the welfare of
the poor.

There are still, however, controversial arguments in the literature regarding the role of inequality as a
poverty determinant. A survey of empirical studies has found mixed results using different sample and
different econometric techniques. For instance, a summary of cross countries studies by Benabou (1996)
shows that most of these studies find a negative impact of inequality or increase in gini index of income or
consumption expenditure (as a general used measurement of inequality) on economic growth whereby a one
standard deviation decrease in inequality increases the annual growth rate of per capita GDP by between 0.5
to 0.8 points. A recent study by Deolalikar (2002) used provincial data from Thailand suggests that, while
economic growth has a strong positive effect on poverty reduction, income inequality has a sharply negative
effect. Income inequality reduces the rate of poverty reduction in two ways: first, increased inequality is
association with increased poverty after controlling for economic growth, and second, high levels of initial
inequality reduce future growth rates, thereby impeding the poverty reduction that would have taken place in

the presence of rapid economic growth. So, as economic growth and poverty is assumed (or empirically



found) to have a positive correlation, the findings suggest that changes in income inequality, along with
economic growth, jointly affect the rate at which poverty is reduced. The impact of economic growth on
poverty reduction will be smaller if economic growth is associated with worsening distribution of income.'

Figure 1: Economic Growth and Poverty
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' Of course, what matters to poverty reduction is not the degree of overall income inequality but the inequality of incomes in the
vicinity of the poverty line (Deolalikar, 2002).



Source: Figure 3 in Dollar and Kraay (2000)

Based on a panel estimator using a larger sample of countries with 10-year periods, Barro (1999) finds
that the negative impact of income inequality on GDP growth may depend on a country’s wealth level,
although even then the overall effects are weak and the relationship lacks robustness. Deininger and Squire
(1996) find that for the 95 growth spells for which data on income shares were available, there was no
systematic link between growth and inequality, but there was a strong positive relationship between growth
and poverty alleviation. In particular, growth benefited the poor in the vast majority (87.5%) of cases,
whereas economic decline hurt the poor disproportionately (in five out of seven cases). Use of better data that
allow incorporation of panel aspects (using 5-or 10-year averages) suggests, however, that the empirical
relationship weakens considerably, and may actually be reversed. This led to fear that negative inequality-
growth relationships found empirically in many studies may be similar to the famous Kuznets curve: very
robust in a cross section but disappearing once country level fixed effects were introduced. For instance, by
using fixed effects with 5-year averages for 35 countries, Forbes (1998) finds a positive and significant
relationship between income inequality and GDP growth. This relationship is robust to variations in samples
used, inclusion of different variables or different measures of inequality, and divisions of the sample by
region, initial income, and other specification tests.” On the other hand, Forbes (2000) and Li and Zou (1998),
for instance, both find positive effects of income inequality on growth.

Overall, the basic analytical framework of economic growth-poverty relationships adopted in this study is
thus the phenomenon of trickle-down effect of economic growth in the forms of higher employment (lower
unemployment) and higher wages for the poor. Provided that mechanisms exist to facilitate trickle-down of
the benefits of economic growth to the impoverished, economic growth can be an effective tool for reducing
poverty. Three factors often mentioned in the literature as the main determinants of economic growth, and
hence of poverty reduction, are growth in investment, external trade expansion (or growth in net exports), and
financial depth (or growth in M2 or bank credit) (Diagram 1). With respect to the first factor, there is a broad
agreement that a higher level of investment in a country is conducive to a higher rate of economic growth
(other things being equal), though the exact relationship depends on a number of institutional and other
factors. A standard development argument therefore runs as follows: higher investment enables higher

economic growth, which in turn generates higher employment and wages, and thus reduces poverty (Kolstad

2 Yet more such as Alesina and Rodrik (1994), Persson and Tabellini (1994), Perotti (1996), Barro (2000), and Easterly (2001) who
find evidence of a negative effect of various measures of inequality on economic growth.



and Tendel, 2002). Of course with the condition other factors develop along side the increase in investment in
favor of poverty reduction (or at least the factors remain constant).

In the context of trade liberalization and poverty, recently trade has become a very important issue in
efforts to reduce poverty in developing countries. The basic question is: does openness to trade or net export
growth enhance economic growth and poverty alleviation? There is a consensus, however, that one important
precondition for a sustained poverty reduction is a rapid and sustained labor-intensive economic growth, and,
as generally argued in the literature, one way to have that is through sustained labor-intensive export growth.’

The literature points out five channels through which growth in international trade affects economic
growth. First, increase in international trade leads to higher specialization and, thus, gains in total factor
productivity (TFP) by allowing countries to exploit their areas of comparative advantage. Second, it expands
potential external markets, which allows domestic firms to take advantage of economies of scales, thus
increasing their TFP. Third, international trade diffuses both technological innovations and improved
managerial practices through stronger interactions with foreign firms and markets. Fourth, freer international
trade tends to lessen anti-competitive practices of domestic firms. Finally, international trade liberalization
reduces the incentives for firms to conduct rent-seeking activities that are mostly unproductive.”

Over the 1990s the conviction that openness is good for economic growth was fostered by several highly
visible and well-promoted cross-country studies e.g. Dollar (1992), Sachs and Warner (1995), Edwards
(1998).> Winters at al. (2002) argue, however, that, while trade liberalization is likely to benefit economic
growth under any circumstances (because they enlarge the set of opportunities for economic agents), a quasi-
permanent effect on economic growth almost certainly requires combination with other good policies as well,
including investment policies. Studies by Taylor (1998), Levine and Renelt (1992), and Wacziarg (2001)
show that investment played a key role in linking trade liberalization and economic growth, and thus they
conclude that poor investment policies which discourage investment, could undermine trade benefits.

Due to the complexity of the linkages between growth of trade or trade reform policies and poverty, the

empirical evidence until now on trade liberalization and poverty is limited to studies of general market

? The trade-poverty debate has two main important arguments. On one side, trade expansion creates many new opportunities; it
gives better long-run prospects for more open economies, and more access to new markets for producers as well as consumers.
While, on the other side, increase in trade may also have some adverse effects: not everyone gains equally; some may lose,
especially in the short-run, and even domestic markets can be destroyed (McCulloch, 2004). See also Winters (2000a,b,c) who
developed a conceptual framework decomposing the links between trade policy and poverty.

* See for instance Lederman (1996), Grossman and Helpmann (1991) and Lucas (1988) for further discussions on this issue.

5 Recently, however, these have received rough treatment from Rodriguez and Rodrik (2001), who argue, inter alia, that their
measures of openness are flawed and their econometrics weak. Moreover, as argued in Winters at al. (2002) and Harrison (1996),
liberal trade is usually only one of several indicators of openness used, and one which often seems to weigh rather lightly in the
overall result.



reforms and economic growth, or case studies.® Winters ez al. (2002) assess the current state of evidence on
the widely debated issue of the impact of trade policy reform on poverty in developing countries. The result
shows that there is relatively little empirical evidence addressing this question directly, but a lot of related
evidence concerning specific aspects. They argue strongly that: there can be no simple generalisable
conclusion about the relationship between trade liberalisation and poverty, so that the picture is much less
negative than is often suggested in popular debate. In the long run and on average, trade liberalisation is
highly likely to be poverty alleviating, and there is no convincing evidence that it will generally increase
overall poverty or vulnerability. But trade reform also involves important adjustments, and there is evidence
that the poor may be less well placed in the short run to protect themselves against adverse effects and take
advantage of favourable opportunities (page 1).

Dollar and Kraay (2001), who examined the effects of changes in trade volumes on the poor, conclude that
since there is little systematic evidence of a relationship between changes in trade volume and changes in
income share of the poorest, the increase in growth rates that accompanies expanded trade leads to
proportionate increases in incomes of the poor.

With respect to financial depth, the general view in the new growth literature is that a well-functioning
financial system promotes long-run economic growth. They influence economic growth through different
channels. Financial markets facilitate risk diversification by trading, pooling, and hedging financial
instruments. They can help identify profitable investment projects and mobilize savings to them. Moreover,
financial systems can help monitor firm managers and exert corporate controls, thus reducing the principal-

agent problems that lead to inefficient investment (Loayza, et al. (2002).’

Diagram 1: Conceptual Framework: Economic Growth and Poverty
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® See Bannister (2001) and Winters et al. (2002) for surveys of literature/empirical studies on this particular issue.

’ There is ample evidence from firm-level, industry-level, and cross-country studies that financial development leads to higher
growth. See for instance Levine (1997) for a review of the theoretical foundations for the role of financial market development.
King and Levine (1993a,b), and empirical studies from such as Levine and Zervos (1993), and Levine et al. (1999) who have



Economic Reform Policy-Poverty

The assumption being made that the most important channel through which economic reform policies
affect the poor is income or output growth effect. So, the main issue here is the effect of an economic policy
on economic growth, given that economic growth and poverty are negatively correlated. The underlying
theme of the endogenous growth literature is that the rate of long-term economic growth can be affected by
economic policies. Although there may be disagreement on what policies are most conducive to long-term
economic growth or the sequence in which policy changes must be undertaken, there is no doubt that
economic policies can and do influence long-run economic growth. While theoretical work has usually
focused on one or the combination of policies, empirical work so far has tended to be comprehensive in the
sense of considering a wide array of policies determinants of economic growth.®

So, the conceptual framework of economic reform policy and poverty in this study is formulated as
follows. Although, economic structural reform policies such as trade, investment and financial sector reforms
are often not considered as a poverty reduction policy (or economic growth induced by increases in
investment, credit or external trade is not considered as poverty-related issues), since long-term economic
growth is an important determinant of poverty reduction, then, logically, economic policies do influence the
poor. In other words, openness to trade (trade liberalization policies), more investment (investment
liberalization policies) and more access to credit (financial sector reform policies) are good for long-term
economic growth and hence for the poor. But, of course, to enjoy the full benefits of these liberalization
policies, the growth should be “pro-poor” through its employment or/and wage effects (as discussed before),
and to facilitate this channel the reform policies should be accompanied by sound policies in areas such as
infrastructure, market access and facilitation, competition, education, health care, access to credit for the poor,
minimum wage, price stability, subsidy, and governance. In a simple way, this channel can be studied by
looking at the statistical relationship between poverty rate and growth rate in real GDP per capita (Warr,
2002).

Other channels through which economic reform policies may also affect poverty are through their

influences on income distribution (redistribution effect) and price (price effect), as illustrated in Diagram 2.°In

stressed financial development (most often measured by the ratio of M2 to GDP) as a robust causal determinant of economic
growth.

¥ See Lucas (1988), Barro (1991, 1999a,b., 2002), Barro and Lee (1994), Barro and Sala-i-Martin (1995), Bekaert et al. (2001),
Levine(1993), Oueslati (2001), Easterly and Rebelo (1993), Edwards (1997), and yet many others.

? For trade liberalization policies, another important channel is through its impact on the government’s fiscal position, as trade
liberalization also means the lost of tax revenues from import and export levies, and this may reduce the government’s financial
capability to finance poverty alleviation programs.



a simple way, these channels can be analyzed by looking at the statistical relationship between poverty rate on

one hand, and inequality and inflation rate on the other.

Diagram 2: Conceptual Framework: Economic Reform Policies and Poverty
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Most of existing empirical studies on the impact of economic crises/shocks on poverty covering
developing countries examined such impact through output fluctuation, though with different methods of
analysis or different models. For instance, with a vector auto regression technique and by using annual data
for the period 1981-1999 in Brazil, Agénor (2001) examined whether output contractions associated with
cyclical output fluctuations and economic crises have an asymmetric effect on poverty. The result indicates
that poverty responds asymmetrically to output shocks, showing less sensitivity when the economy is initially
in a downturn.

Various arguments have been offered to explain why economic crises may hurt the poor most. The most
important arguments are the following ones. First, the poor often lack the means to protect themselves from
economic shocks. They lack assets (such as bank deposits and land) and often have no direct access to credit
markets (or face prohibitive borrowing costs when they do), to smooth the impact of these shocks. Second,
due to the lack of education and skills, the poor tend to be less mobile (across sectors and regions) than better-
educated workers and are therefore often unable to switch jobs and capitalize on available employment
opportunities. Third, indirect sources of income and public transfers may decline during crises, because during
such episodes the ability of relatives (or communities) to engage in income redistribution may be reduced and
governments may be forced to adjust drastically their fiscal accounts with across the-board cuts in

. 1
expenditure.'’

1% Quoted in Agénor (2001) and Neri and Thomas (2000).
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Generally, it can be assumed that an economic shock or crisis as that in 1997 in Indonesia affects poverty
through two main channels: output reduction and domestic price increases or higher inflation rate (Diagram
3). The first one is called the unemployment effect of an economic crisis: a fall in output reduces employment
opportunity or creates higher unemployment rate, and thus increases poverty rate. The rise in poverty rate is
also expected to have a positive correlation with the increase in domestic prices through the decline in real
income; the so-called real income effect. So, in this study the effect of the 1997 crisis on poverty can be

examined by looking at the statistical relationship between poverty and output or between poverty and price

(inflation).
Diagram 3: Conceptual Framework: Economic Crisis and Poverty
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II1. Empirical Framework and Data Used

Methodologically, to obtain empirical insights into the issues raised in this study, analyses were made of
the secondary data on poverty (measured by the headcount index), per capita real GDP, inequality (measured
by Gini coefficient based on consumption expenditure) and other included variables by using several
empirical equations discussed below. In addition, an in-depth discussion was conducted with selected relevant
resource persons regarding the local poverty impact of the presence of a foreign company, in this case
represented by P.T. Freeport in Papua. This concerns with the question whether the boom of foreign direct
investment in Indonesia as the result of the investment liberalization policies during the NO era has benefited

the local communities in areas where foreign companies operated.

Empirical Equations

Four (4) different equations were used as standard methods of analysis using secondary data, namely a

simple model to estimate the impact of economic reform policies and the 1997 crisis on economic growth
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(measured by the growth rate (percentage) of real GDP per capita); a simple estimating equation to analyze
the relationship between poverty, economic growth, inflation and inequality; a decomposing poverty changes
equation, as poverty reduction is not only determined by economic growth but also by improvement in income
distribution (and the latter is also influenced by macroeconomic policies), and a simple equation to analyze
the links between poverty change and sectoral composition of growth, in order to examine whether the

relationship between poverty change and economic growth varies across sectors.

Equation 1: Determinants of economic growth

In the empirical analysis of the determinants of economic growth, this study follows the main strand of the new
growth literature in explaining long-run economic growth.''In doing so, two steps were taken. First, looked at

the effect of economic shock/crisis on economic growth without control variables:

%AY = ap + a; %AE + e )

where %AY = the percentage change in per capita real GDP, %AE = the percentage change in exchange rate of the
rupiah against the US dollar (%), and ¢ = a random variable that has mean 0 at fixed values of the predictor
variables, commonly referred to as the regression residual or the error component in the equation that captures the
effects of time invariant and time-varying unobserved variables. In this equation, the annual percentage change
in exchange rate of the rupiah against the US dollar was chosen as the ‘crisis’ variable, as the economic crisis in 1997
was started with a currency crisis: a sudden and substantial depreciation of the rupiah against the US dollar. So, the link
between a macroeconomic shock represented by this exchange rate shock and economic growth will be assessed first
before controlling for other variables that affect a country’s growth process. And then expand this structure of

regression equation with:
%AY =ap + a;%AE + a; X; + e 2)

where, X represents a set of controls postulated as economic growth determinants, and a; is a vector of
coefficients on the variables in X. As this study concerns with the impact of economic reform policies on
economic growth and poverty, the control variables in the analysis consist of three general used indicators or
ratios that represented external trade, investment and financial sector reform policies respectively, i.e. the ratio

of external trade balance to GDP, the ratio of total private domestic credit supplied by private financial

"' See Barro (1991 & 1998); Levine and Renelth (1992); Easterly and Levine (1995); Hnatkovska and Loayza (2003) and many
others).
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institutions to GDP, and the ratio of total domestic capital formation (investment) to GDP. The choice of trade
balance (export-import), instead of total trade (export + import), is based on a simple assumption that
although import is also important for domestic production and hence economic growth, net export or trade
surplus has greater impact on domestic economy as it leads to increase in foreign currency reserve and more
added value to the economy. With respect to second policy variable representing financial reform policies,
this study concentrates on credit from and to the private sector because the incentives generated by the
financial reform policy to perform efficiently are clearer and stronger for private agents. For this reason and
because data for this variable are available, in this study it is the preferred proxy for the size and activity of
financial institutions affected by the financial reform policy in the country.'’Regarding the third policy
variable, as experienced by Indonesia during the NO government, not only fixed or long-term investment but
also a short-term capital formation (including short-term capital inflow) is important in financing economic
development.

In the literature on economic growth, population and education enrollment are also considered as two
important determinants of long-term economic growth. However, as this study looks only at the impact of
economic reform policies on economic growth and poverty, and also due to lack of long-term time series data
on education enrollment so, these two variables are not included in this equation.

Besides the three policy variables discussed above, inflation (measured by changes in consumption price
index) is also included as an explanatory variable in the equation as it is being assumed that macroeconomic
policies influence price, and change in inflation rate affects output growth either through demand side
(consumers’ response to price changes) or/and supply side (producers’ response to cost changes). So, this
equation empirically examines whether these policy variables and inflation rate are strongly linked to long-run

economic growth.
Equation 2: Effects of economic growth, inflation, and inequality on poverty

This study used a simple regression equation with the percentage change in poverty rate (%AP) as the
dependent variable, and the percentage changes in real GDP per capita (%AY), the percentage change in
consumer price index (%ACPI), and level of inequality measured by gini coefficient as the explanatory
variables. Although these explanatory variables are influenced by many factors, in this equation they are
treated as exogenous since the study aims to estimate the response of poverty to given changes in these three

variables.

12 See others who also used this ratio such as Beck ez al. (2000), and Levine et al. (1999, 2000).
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%AP = ay + a; %AY + a, Y%0ACPI + a3 Gini + e 3)

Equation 3: Decomposing Percentage Change in Poverty

To examine how much do the poor benefit from the rapid economic growth, the percentage change in poverty
was decomposed into two parts, one due to economic growth and the other to change in income distribution
(inequality level). Following the methods discussed in Ravallion and Huppi (1991), and Ravallion (1992),
among others, the poverty headcount is a function of mean income and distribution at time t: P(Z/p;,L;), where
K is mean consumption given poverty line z, and L is the Lorenz curve or income/ expenditure distribution at

time t, represented by gini coefficient. The decomposition equation can be written as follows:

P(Z/wa, L) - P(Z/u1,L1) = [P(Z/pa,L1) - P(Z/p1,L1)] + [P(Z/u1,L2) - P(Z/p,Ly)] + 1 4)

The left hand side is the poverty reduction between period 2 and 1. On the right hand side, the first part is the
growth component assuming income distribution, L;, remained constant. The second part is the redistribution

component keeping mean consumption, i, constant, and the last part, r, is the residual.

Equation 4: Change in poverty by sectoral growth

To estimate the effect of sectoral growth on poverty reduction, this study used a simple equation, following the method

used by Ravallion and Datt (1996), among others, as follows:

%AP =a + asXa %AYA + Xy %AY] + asXs %AYT+ [ (5)

Where %AY A, %AY |, %AYr, are percentage changes in real value added in the agricultural, manufacturing, and trade

sectors, respectively; and x4 , X; , X are value added shares in GDP of agriculture, industry and trade respectively.

Data

This study used annual data for all selected variables given above. Data on real GDP per capita,
consumption price index or CPI (to measure inflation rate), export, import, investment and so on are from
Statistics for Indonesia published annually by the National Agency for Statistics (BPS). Poverty rate is
measured by the head-count index (HC index). As is well known, the HC index is given by the proportion of

the population for whom consumption (or another suitable measure of living standard) is less than the poverty
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line. To measure inequality in income distribution, this study uses the gini coefficient, which has been widely
applied in empirical studies. Data on the HC index and gini coefficient are published annually by the BPS,
based on consumption expenditure from the National Social and Economic Survey (SUSENAS), i.e. a cross-
sectional survey of households."*The SUSENAS contains data on expenditures and on quantities consumed.
Before 1993, the BPS defined the national poverty line as the total consumption expenditure needed to satisfy
an energy requirement of 2,100 calories per capita per day. But, since 1993, the BPS has adopted the basic
needs approach for both food and non-food calculations. A total of 52 food items has been chosen, and their
quantities have been determined after being scaled-up to satisfy the 2,100 calories requirement, and the

SUSENAS implicit prices have been used since then to derive the poverty line.

IV. Long Term Trend of Economic Growth and the 1997 Economic Crisis in Indonesia

Indonesia experienced many years of deteriorating economic growth performance during the old order
regime. But, when Soeharto, the second president of Indonesia, took power in 1966, it was changed
dramatically. On the basis of broad macro indicators, Indonesia’s economy had performed very well,
especially during the 1980s up to mid 1997, just before the crisis emerged. The country’s economy had made
an impressive structural change and a significant average per capita growth rate in real GDP (Figure 2). This
impressive average growth rate was mainly attributable, among others, to buoyant investment, including FDI,
achieved price stability, and export increased, and all these were resulted from structural reform policies

especially in financial, investment and trade areas.

Figure 2 Real GDP (at 1973, 1983, 1993 prices): 1970-2002
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Source: BPS

" As in many other studies on poverty and inequality, consumption is preferred as the indicator of well-being because it
incorporates the life cycle hypothesis, and because it is measured more precisely. Therefore, measures of poverty and inequality in
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By the last quarter of 1997, Indonesia was subject to an economic shock of sizable magnitude, initially a
currency crisis, as it started by an unexpected depreciation of the rupiah against the US dollar in a substantial
rate (Figure 3), caused mainly by huge capital outflows (capital flights), especially short-term foreign
investment. Later on, the crisis became the financial or economic crisis as the banking sector collapsed and

the country’s GDP in 1998 fell by 13.4% and in 1999 by 0.4% (Figure 4).

Figure 3 Nominal exchange rate of the rupiah against the US dollar (E): 1982-2002
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Figure 4 Growth Rates of Real GDP: 1970-2002
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There are many explanations and typologies that have been put forward to explain the 1997 crisis in
Indonesia.'*Among these, two that generally believed as the main factors of the crisis were macro-economic
policy induced and financial panic (Alba et al., 1998). With respect to the first factor, basically, the crisis was

widely deemed as the result of the pursuit of a set of inconsistent macro-economic policies. This includes the

this study will be based on consumption rather than income.
' See for instance, Corsetti et al. (1998), Feldstein (1998), Krugman (1998), Radelet and Sachs (1998), IMF (1997), and Alba et
al. (1998).
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case of a Krugman (1979) type balance of payment crisis, where the collapses of the rupiah as domestic credit
expansion by domestic bank was inconsistent with the exchange rate target, as well as the type of self-
fulfilling crises of Obstfeld (1986 and 1996). This explanation presumably also includes the presence of some
structural weaknesses reflected by the decline in competitiveness as a result of poor labor upgrading, weak
financial systems, lack of infrastructure, and not conducive tax system, which made macro-policies in
Indonesia, including trade and financial sector liberalization policies in the 1980s more likely inconsistent to
begin with. With respect to the second factor, Indonesia was subject to the equivalent of a run on a bank
where creditors, particularly those with short-term claims, suddenly withdraw from the country, leaving the
country with an acute shortage of foreign exchange liquidity. The withdrawal may be rational for creditors as
there was lack of coordination among creditors and each individual’s incentive was to withdraw first, as

she/he fears that others will withdraw before her/him.

V. Overview of External Trade, Investment and Financial Sector Reforms in Indonesia

The macroeconomic strategy in Indonesia during the 1970s and 1980s had two main characteristics. First,
an exchange rate regime oriented toward enhanced competitiveness, i.e., the achievement of a real exchange
rate target to complement the outward orientation embodied in its structural policies. This policy was
implemented through step devaluations in the rupiah against the US dollar during that period. Concerned with
preventing an appreciation of its real exchange rates, Indonesia maintained pegged exchange rate system, with
the authority intervening in the foreign exchange market to maintain the peg in the face of the large capital
inflows."”The exchange rate policy in Indonesia implied relatively predictable nominal rates, and, it can be
argued that this system encouraged the accumulation of these external liabilities in the form of unhedged
foreign obligations.

The second macroeconomic component was the adoption of a tight medium-term stance for fiscal policy.
Overall public sector budgets in the country, which had exhibited deficits not out of line with those which
characterized other middle-income developing countries at the same time, moved steadily into surplus after
mid-1980s. As the economy of Indonesia grew and the tight fiscal stance restrained and at times reversed the
growth of public-sector debt, public-sector debt-to-GDP ratio fell, which coincided with the arrival of capital
inflows into the country. This fiscal stance also promoted the depreciation of the long-run equilibrium real
exchange rate, which favored not only tradable goods relative to non-tradable goods, but also prevented the

emergence of exchange rate misalignment in the form of undervaluation of the domestic currency.

It could be argued that allowing a greater degree of nominal exchange rate appreciation may have reduced the incentives to
borrow abroad, in as much as an appreciation of the nominal exchange rate increases expectations of a future depreciation (Alba et
al., 1998).
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It is important to recognize that Indonesia had undertaken fiscal reforms and consolidation during the mid
to late 1980s and had seen very significant improvements in its overall fiscal balances. During the 1990s,
before the crisis, fiscal policy in the country remained conservative in the medium-term structural sense.

Overall, the macroeconomic policy mix pursued in Indonesia can be characterized as one in which the
nominal exchange rate was assigned to a competitiveness objective, while fiscal policy was assigned the
objective of price level stabilization.

Other macroeconomic policies which were being pursued in the 1970s and 1980s were investment, trade
and financial sector liberalizations. The liberalization policies in these three areas can be deemed as the most
important elements of the structural reforms in Indonesia during that period. Following these structural
reforms, Indonesia saw sharp increases in its external trade, investment, and money supply (M2) caused
mainly by substantial growth in domestic credits.

With respect to external trade, based on fob value, before the trade reform policy, i.e. a gradual shift from
import-substitution towards export promotion, especially export of manufactured goods and reduction of
import tariffs of selected goods, export value of Indonesia declined from almost 22.3 billion US$ in 1981 to
14.8 billion US$ in 1986. But, since 1987 it rose again to 17.1 billion US$ and in 1996 it reached almost 50
billion US$. Total import also went up from almost 11 billion US$ in 1986 to almost 26 billion US$ in 1991
and further rose to almost 42 billion US$ in 1997. This composition of change in external trade led to increase
of trade balance surplus from 9.8% in 1981 to 5.5 % of GDP in 1997, and in 1998, as caused by a huge
depreciation of the rupiah against the US dollar, increased to 22.5%. The trade intensity (total export and
import in goods and services as a percentage of GDP) also raised in 1998 but fell significantly in 1999 (Figure

5).

Figure 5: Long-term development trends of Trade Intensity and Trade Balance-GDP Ratio in Indonesia:
1982-2002 (%)
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Source: BPS

Obviously, the investment liberalization has led direct investment, including from abroad (FDI), to
steadily increase in Indonesia during the NO period. This was reflected by the increase in gross fixed capital
formation (including increase in stocks) - GDP ratio from an average 25% during 1985-89 to 32% during
1990-96. But, as a result of the 1997 crisis, direct investment declined substantially that led to a significant
fall in the ratio from 31.3% in 1997 to 16.8% in 1998 and reached its lowest level in 1999 at 11.4% (Figure
6).

Figure 6: Long-term development trend of Gross Fixed Capital Formation -GDP Ratio in Indonesia:

1981-2002
(%0)

Source: BPS

In fact, as an important result of investment reform, Indonesia was included together with other East Asia
countries, i.e. Malaysia, Thailand, Singapore, South Korea, and the Philippines, that led the developing world
in the resurgence of private short-term capital flows in the late 1980s. Indonesia quickly emerged as one
among the most important destination area within East Asia for foreign private capital flows, not only direct
but also portfolio investment, and the country’s share of total capital flows to developing countries increased
significantly since late 1980s up to mid 1990s. During the mid.1990s, foreign portfolio flows (both bond and
equity) into Indonesia expanded rapidly as did short-term borrowing.

Earlier, the bulk of the increase in domestic investment in Indonesia was financed by a corresponding
increase in national savings. But, since a few years before the crisis, the fraction of the increase in domestic
investment financed by foreign capital tended to increase (Figure 7). Also, the magnitude of private capital
inflows was much higher than the amount of foreign savings absorbed which led to substantial reserve

accumulation and associated with some private sector capital outflows (Figure 8).
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Figure 7 Trends of Total Investment and National Savings in Indonesia, 1980-1996
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Source: see Alba et al. (1998)

Figure 8 Trends of Current Account Deficit, Reserve Accumulation and Net Private Capital Flows in

Indonesia, 1980-1996
% of GDP
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With respect to the financial sector liberalization, an important result of it was the significant accelerated
growth of total private domestic credit (DC). The ratio of DC to GDP went up from 22% in 1987 to 65% in

1997. In 1998, as the crisis reached its worst condition, many banks collapsed and many big companies were
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out of business or cut their production volume, which resulted in the decline of demand for as well as supply

of new credits, and so the DC-GDP ratio in that year fell to 53% (Figure 9).

Figure 9: Growth Rates of Domestic Credit-GDP Ratio (DC GDP) in Indonesia: 1981-2002
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The trade, investment and financial sector liberalization policies have also led to demand pressures that
were obvious in the last two-three years before the crisis, reflected by significant increases in private
consumption expenditure and demand for domestic credit. In dealing with this demand pressures, the
Indonesian government relied quite heavily on monetary policy. Following a rapid growth in monetary
aggregates in 1994, which had been based on an expansion of domestic credit, monetary policy was tightened
significantly by mid-1995. The primary instrument of monetary management used by Bank Indonesia (BI),
the central bank of Indonesia, in implementing this policy was open market operations using BI certificates of
deposits (SBI), but to a certain extent BI also used discount operations. This was reinforced by measures to
control the growth of bank credit more directly. This tight monetary policy had increased domestic interest

rates and the differential between domestic and international interest rates.

VI. Long-run Development Trends in Indonesia’s Poverty and Inequality

In the beginning of NO government in 1969, the average Indonesian earned only roughly US$50 a year,
and over 80% of the country’s population lived on tiny, fragmented and scattered farms. They had little or no
access either to rudimentary health care or to basic amenities of life such as safe drinking water or adequate
shelter. About 60% of adult Indonesian could not read or write and close to 65% of the country’s population

lived in absolute poverty.
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But with a sustained rapid economic growth, the income per capita has increased significantly and, with
supports by social policies in areas such as education, health care, rural development, the adult illiteracy has
dropped and other social indicators have improved substantially during the period 1970-2000 (Table 1). The
NO regime was also able to keep inequality low with gini coefficient ranged from about 0.33 during the
1970s-1980s to 0.34 in the 1990s (Table 2). Even, inequality in the rural areas has improved since the
beginning of the regime (Figure 10). This evidence may suggest that the low level of inequality has also
enhanced the poverty reducing effect of rapid economic growth during that period.

The sustained rapid economic growth has also contributed to the steady drop in the poverty incidence, i.e.
people living under current official poverty line as percentage of total population. As shown by official
statistics, the rate fell significantly from 40% to around 11% during 1976-1996, and the biggest drop was
happened during the 1970s up to the early 1980s with 13 percentage points, while during the period 1981-93
the decline was only 16 percentage points (Table 3). Of course, this does not say that economic growth has
been the only determinant factor of poverty reduction in Indonesia. Pro-poor social spending and many other

policies towards poverty alleviation have also been responsible for major poverty reduction in the country.

Table 1 Selected Social Indicators of Indonesia and Other Developing Countries, 1970-2000
| Indicators | Beginning Period | Ending Period |
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1970 2000

Average per Capita GDP (in 1999 PPP$)*

- Indonesia 3471(5) i’i%

- East Asia & Pacific 1051 2’216

- South Asia ’ ’

1980 1999

Infant Mqrtality (per 1,000 live births) 90 4

- Indones_la . 55 35

- East As1a. & Pacific 119 74

- South Asia 86 59

- Low & Middle Income Countries

Life Expectancy at Birth (years) 55 66

- Indonesia 65 69

- East Asia & Pacific 54 63

- South Asia 60 64

- Low & Middle Income Countries
Primary Gross Enrolment Ratio (%)** 107 113

- Indonesia 111 119

- East Asia & Pacific 77 100

- South Asia 96 107
- Low & Middle Income Countries

Secondary Gross Enrolment Ratio (%)** 29 36
- Indonesia 44 69
- East Asia & Pacific 27 49
- South Asia 22 59
- Low & Middle Income Countries
. 13(M), 27(F 9M),19(F

Adult Ilhtel.‘acy (% of people aged 15 and above)*** | 321\/& 298 8§M;:22EF;
- Indonesia 41(M), 66(F) 34(M),58(F)
- East Asia & Pacific 22(M),39(F) 18(M),32(F)
- South Asia
- Low & Middle Income Countries

Notes: * Figures are three-year averages, centered on the year shown.
** The most recent data pertain to 1997, instead of 1999.
*** M=male, F=female

Source: Balisacan et al. (2002).

Table 2 Inequality in Income Distribution in Selected Countries/Group of Countries: 1970s to mid-1990s

Country/Group of Country Gini Coefficient (average per year)*
1970s 1980s 1990s

Newly Industrialized Countries (NICs)
-Hong Kong 0.41 0.37 0.45
-South Korea 0.33 0.39 0.34
-Taiwan 0.28 0.28 0.31
-Singapore 0.41 0.41 0.39
China na** 0.32 0.38
ASEAN
-Indonesia 0.33 0.33 0.34
-Malaysia 0.50 0.51 0.48
-Thailand 0.43 0.43 0.52
-Philippines 0.49 0.46 0.45
South Asia
-India 0.30 0.31 0.30
-Bangladesh 0.36 0.39 0.28




-Pakistan 0.30 0.32 0.31
-Sri Lanka 0.38 0.42 0.30
OECD na 0.33 0.34
Transition counties (East Europe) na 0.25 0.29
Middle East & North Africa na 0.41 0.38
African Sub-Sahara na 0.44 0.47
Latin America & Caribbean na 0.50 0.49

Note: * Some countries including Indonesia used household consumption expenditures, others used income for calculating
gini coefficient; ** na = data not available
Source: BPS (SUSENAS) various issues, and Deininger and Squire (1995, 1996).

Table 3 Poverty Line, Number and Percentage of Population Living under the Poverty Line in Indonesia: 1976-2004

Year Poverty Line (Rp/capita/month) Poor People (% Number of Poor People (million persons)
Urban Rural Urban Rural National Urban Rural National
1976 4,522 2,849 38.8 40.4 40.1 10.0 442 54.2
1978 4,969 2,981 30.8 334 333 8.3 38.9 47.2
1980 6,831 4,449 29.0 28.4 28.6 9.5 32.8 423
1981 9,777 5,877 28.1 26.5 26.9 9.3 313 40.6
1984 13,731 7,746 23.1 21.2 21.6 9.3 25.7 35.0
1987 17,381 10,294 20.1 16.1 17.4 9.7 20.3 30.0
1990 20,614 13,295 16.8 14.3 15.1 9.4 17.8 27.2
1993 27,905 18,244 13.4 13.8 13.7 8.7 17.2 25.9
1996 42,032 31,366 9.7 12.3 11.3 9.6 24.9 345
1998 96,959 72,780 21.9 25.7 16.7 17.6 31.9 49.5
1999 92,409 74,272 19.4 26.0 23.5 15.6 323 48.0
2000 91,632 73,648 14.6 22.4 19.1 12.1 25.2 373
2001 100,011 80,382 9.8 24.8 18.4 8.5 28.6 37.1
2002 na na 14.5 21.1 18.2 13.3 25.1 38.4
2003 na na 13.57 20.23 17.4 12.2 25.1 373
2004* na na 12.6 19.5 16.6 11.5 24.6 36.1
Source: BPS

Figure 10 Long Term Development Trend in Gini coefficients of Consumption Expenditure in Indonesia
by Region: urban and rural, 1965-2002
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Until the onset of the economic crisis, as shown before, Indonesia experienced strong declines in poverty.
The crisis, started by the end of 1997, left its mark on poverty, as official data show the poverty rate has
increased sharply, from 11.3% in 1996 to 16.7% in 1998 and 23.5% in 1999 with real GDP growth of -13.4
%. Also, inequality reflected by the gini coefficient rose substantially in 1998 indicating that income
distribution was also adversely affected by the crisis (Figure 11). However, Daly and Fane (2002) argued that
much of the apparent rise was due to an increase in the poverty line induced by higher rate of inflation in
1998. According to their own calculation, relative to the former poverty line, the poverty rate rose from 11%
in 1996 to 17% in 1998. Relative to the new poverty line, the rate increased from 18% in 1996 to 24% in 1998
and then declined slightly to 23% in 1999.'

Between regions, the poverty rates in urban areas were lower than in rural areas during the crisis (as also
in most other years), suggesting that the crisis had more adversely effect on rural than urban areas (see Table
3). Partly, the much higher poverty rate in rural areas in 1999 could be the result of many returned laid off
workers from urban areas. They were mainly employees and daily laborers in firms in manufacturing,
construction, banking and trade, the most adversely affected sectors by the crisis. Back in their villages, many
of them worked in agriculture or became traders or opened their own small businesses. While, those who
stayed in cities, they have been found to be engaged in low-income generated activities in the urban informal
sector (Amin, 1998; Hugo, 1998). It was assumed that the flow of people from urban to rural areas during the
crisis was huge, though no exact figure is available. However, one thing is obvious that agriculture and
informal sectors in both rural and urban areas have played an important role during the crisis as the last resort

for the laid off workers from the formal sector.!”

Figure 11: Long term trends of Poverty Rate (%), real GDP per capita (Y; ml. rupiah) and Inequality (Gini

' Daly and Fane (2002) argued that measured poverty after the onset of the crisis may have slightly overstated real poverty because the anti-
poverty programs that provided benefits in kind, i.e. subsidized rice, scholarships and subsidized health care and nutrition, would not have affected
the expenditure-based measures of poverty, even though they reduced real poverty, because their benefits were not included in measured
expenditure. See also recent studies on the poverty impact of the crisis such as ADB (2000), Suryahadi et a/. (2000) and Skoufias (2000).

'7 Recently, LPEM from the faculty of economics, University of Indonesia has estimated the degree of the importance of the
informal sector by regions, i.e. rural and urban areas, for the poor in 2002 and 2003. It shows that the HC index in the informal
sector in both rural and urban areas was higher than in the formal one. In 2002 the index was 16.9 (with 18.84 and 14.14 in
respectively rural and urban) compared to that in the formal sector, i.e. 10.87 (13.35 and 9.51 respectively in rural and urban areas).
In 2003, the HC index in the informal sector was declined to 15.82 (16.29 and 15.06 in rural and urban areas respectively), but still
higher than the index in the formal one, i.e. 10.44 (11.64 and 9.73 respectively in rural and urban areas).

25



coefficient): 1981-2002

2500

2000 4

1500 |

1000 |

500

86 ss8 20 oz oa o6 o8 oo o=
24
p==
20
18
16 |
14 |
12 4
10
86 88 20 o2 oa o6 o8 oo o=
——— POVERTY|
az=
40 |
38
36 |
34 |
32
30
28
86 88 20 o2 oa o6 os oo oz

INEQUALITY

The rebound of the country’s economy after 1998 has led to a drop again in poverty incidence, from
23.5% in 1999 to 19.1% in 2000 and the decline tended to continue onwards (see Table 3), and income
distribution also improved.

VII. Findings and Discussions

How Do Economic Reform Policies and Economic Crisis Affect Economic Growth?

To answer this question, the analysis covering the period 1982-2002 proceeded as follows: it started first
by examining the simple regression of the growth rate of per capita GDP (%AY) on the crisis variable (%AE)
by using least squares (LS) method. The finding of this simple growth regression is shown below:

Regression 1:

%AY=5.12 — 0.07 %AE
(7.1)  (-5.3)

R2=0.60
F-statistic = 28.12
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The finding shows that the relationship between %AY and %AE is negative (as expected) and significant,
as also illustrated obviously in Figure 12. During 1998 a large number of mainly big companies especially in
manufacturing, trade, and construction sectors bankrupted, caused mainly by the substantial price increases in
imported inputs on one hand, and financial difficulties in paying back their bank loans, including short-term
commercial loans from abroad (which they used mainly to finance long-term investments), on the other hand.
Also many banks closed down due to big losses in foreign financial transactions. As an illustration, in 1998
output in manufacturing dropped by 12.4%, and the banking sector experienced a negative growth of 27%

which led to astronomical losses which almost entirely paid for by the government.

Figure 12 Percentage Changes in exchange rate of the rupiah against the US dollar (dE) and real GDP per

capita (dY) during the Crisis in Indonesia*
(%)
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Note: * as this and other figures in this paper were made by using a program which do not have some mathematical symbols like A, so dE
and dY (also with respect to other variables) have the same meaning as %AE and %AY, respectively.
Source: BPS

However, this is not unidirectional causality as this study want to assert. The Granger causality test
indicates that the causality goes two ways. So, instead, the above finding shows association between changes
in real income per capita and exchange rate, which may suggest that the currency crisis in Indonesia is a type
of economic shock which is strongly associated with negative economic growth,

Next, the regression of the growth rate of per capita GDP on the policy indicators, i.e. the ratio of trade
balance to GDP (TB/Y), the ratio of total domestic credit to GDP (TDC/Y), and the ratio of total investment
to GDP (1/Y), and the percentage change in inflation (%ACPI), was estimated by using the same method. This

regression analysis wanted to assess the relationships between these three macroeconomic reforms policies
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and long-term economic growth in a “stable” environment without an economic shock; so %AE was not

included in the analysis. The result is shown below (Regression II).

Regression 2:

%AY= 0.4 +2.01 TDC/Y + 0.23 I/Y — 0.3 %ACPI + 0.13 TB/Y
(0.1) (0.6) 23)  (-5.3) (1.7)

R2=10.78
F-statistic = 14.23

The finding shows that all the estimated regression coefficients have the expected signs, although only
the investment ratio and inflation are statistically significant. As illustrated in Figure 13, GDP and investment
move in the same direction, and economic growth falls sharply during discrete high inflation crisis, then it
recovers strongly after inflation fall sharply. The relationships between inflation and economic growth as well
as between investment and economic growth in the new growth literature are usually thought to reflect a long
run relationship (Bruno and Easterly, 1998). So, the finding may suggest that the specific channels through
which macroeconomic reform policies influence long-term economic growth in Indonesia are channel 1:
investment growth and channel 2: price decreases. This supports the general notion in the literature on long-
term economic growth that, while growth in consumption expenditure might be good for short-term growth,
for long-term economic growth, it needs sustainability in investment growth and long-term price stability.

Finally, the link between the crisis and economic growth was assessed after controlling for the policy and

inflation variables that affect the country’s growth process. The result is presented below:

Regression 3:

%AY=-2.7 + 0.83 TDC/Y + 0.3 I/Y — 0.1 %ACPI + 0.14 TB/Y - 0.05%AE
(-0.7) (0.3) (2.9)  (-0.54) (1.96) (-1.74)

R2=0.82
F-statistic = 13.42

Figure 13 Long-term development trends of economic growth and main determinants, 1982-2002
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How Do Economic Growth and Inflation Correlate with Poverty?

In estimating empirically the effect of changes in real GDP per capita and inflation rate on change in
poverty rate, three subsequent steps were followed. First, following the approach used by Dollar and Kraay
(2000) and others, the relation between %AP and %AY was estimated econometrically for the period 1982-
2002. The result shows that, not only the two variables have a negative regression correlation, and it is
significant from zero at 90% confidence interval, but the growth elasticity is more than unity (Regression 4).
The F-statistic is statistically significant with the critical point 0.01, suggesting that %AY contributes
significantly to the linear prediction of %AP based on the observed data. The lines of %AP and %AY in Figure
14 also indicate that during the crisis period when the real income per capita fell dramatically, the poverty rate
increased significantly. Further, the scatter diagram between %AP and %AY as illustrated in Figure 15 shows
a negative regression line, although the degree of the correlation between the two variables is not high.

Regression 4:
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%AP = 6.45 - 1.99%AY
(2.16) (-3.997)

R2=0.457
F-statistic = 15.98

Figure 14 Lines of Annual Percentage Changes in Poverty Rate and Real GDP per capita
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Figure 15 Scatter Diagram with Regression Line: changes in poverty rate and real GDP per capita
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Agénor’s (2001) study on the social costs of the crisis in other affected countries, i.e. Thailand and South
Korea, also found similar evidence which provides a vivid illustration of the devastating impact that large
output contractions caused by the crisis can have on the poor. In South Korea, the urban poverty HC index
rose from 8.5% to 18% during 1997-98; and in Thailand, the incidence of poverty increased from 11.4% in
1996 to 12.9% in 1998.

As discussed before, the assumption being made that economic crisis influences poverty through two main
channels: output declines and domestic price increases or higher inflation rate (see Diagram 3). The first one

is called the unemployment effect of an economic crisis simply because a fall in output reduces employment
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opportunity or creates higher unemployment rate, and thus increases poverty rate. Horton and Mazumdar
(2001), for instance, conclude that income of the poor during the crisis in Indonesia, Thailand and South
Korea fell which not only caused by lower wages but also as a result of higher unemployment. However, a
distinction must be made between open or official unemployment and total employment which also includes
‘hidden’ or ‘disguised’ unemployment. Because, when official or open unemployment is concerned, then the
proposition that unemployment and poverty is positively related can be tested only in countries, mainly
developed/industrialized ones, where there is no “hidden” unemployment. While, in poor or less developed
countries, government data on open unemployment may not tell the true story, as total unemployment in these
countries consists mainly of ‘hidden’ unemployment, which is usually found in low-income and often
seasonal economic activities, known as the informal sector. In Indonesia too, the informal sector is obvious,
and during the crisis this sector together with agriculture acted as ‘the last resort’ for those who were laid off
from closed down or stagnated companies in the urban formal sectors such as industry, finance, trade and
construction. That is why the increase in open unemployment in Indonesia during the crisis was less dramatic,
but was accompanied by a significant shift toward the informal sector and a rise in “hidden” unemployment. It
is generally expected that in Indonesia total unemployment (i.e. official or open unemployment + unofficial or
hidden unemployment) has always been higher than open unemployment, as the informal sector that absorbed
many unemployed labor force every year has always been booming (though no official data are available on
hidden unemployment, so no one know how much total unemployment is in the country).

As illustrated in Figure 16, during the period 1982-1996 the poverty rate appeared to have a negative
growth trend, while the open unemployment rate was more or less stable around 2%-2.5% on average per year
and it started to increase since 1993 and reached 7.2% in 1995. In 1998 the open unemployment rate was
about 5.5%, or increased from about four million workers in 1997 to over five million in 1998; while the
poverty rate increased significantly. It was expected that in 1998 total unemployment rate was much higher
than 5.5%. After 1999, the poverty rate declined, while the open unemployment rate tended to increase. As a
comparison, in Thailand the open unemployment rate rose from 2.2% in 1997 to 5.3% in 1998, whereas in
South Korea the urban open unemployment rate rose from 2.6% in 1997 to 8.4% in early 1999.

Scatter diagram in Figure 17 indicates indeed that the two variables are not really correlated to each other,
or they do not have a positive relationship as generally expected. So, data on official or open unemployment

in Indonesia could not be use as a good explanatory variable in predicting poverty rate in the country.

Figure 16: Open Unemployment and Poverty Rates (%), 1981-2002
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Figure 17 Scatter Diagram with Regression Line: poverty and Open unemployment rates
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With respect to the second channel, the rise in poverty rate is also expected to have a positive relationship
with the increase in domestic prices through the decline in real income (the so-called the price or the real
income effect), and the 1997 crisis has also resulted in dramatic price increases. So, in this study the effect of
the 1997 crisis on poverty change through the price channel was also estimated, and the finding as given in
Regression 5 shows that the regression coefficient is not only positive but also highly significant from zero at
90% confidence interval. As compared to Regression 3, it is obvious that the significant effect of change in
inflation rate was stronger than change in real GDP per capita on poverty change. It is also reflected by higher
R? and F-statistic in Regression 5 than in Regression 4. The lines and the scatter diagram with regression line
between the two variables are shown respectively in Figure 18 and Figure 19.

Regression 5:

%AP = -12.46 + 0.98%ACPI
(-4.40) (5.54)

R2=0.62
F-statistic = 30.72

Figure 18 Lines of Percentage changes in poverty rate and inflation rate
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Figure 19 Scatter Diagram with Regression Line: changes in poverty rate and inflation rate
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The importance of price effect channeling the impact of the crisis on poverty is also suggested in World
Bank (2000), which found that as prices increased significantly during the period 1997-98, real wages fell by
4.5% in Thailand, 10.6% in South Korea, and 44% in Indonesia, which led poverty rates to increase in these
countries. By using data on average nominal wages per month for employees in manufacturing and agriculture
from National Wage Statistics (BPS), this study found that in 1998 the real wage in the two sectors
respectively fell by slightly more than 40% (Figure 20), and 26.4% (Figure 21).

Figure 20 Changes in Average Nominal Wages in Manufacturing and Inflation Rate (%) in Indonesia During
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Figure 21 Inflation rates and annual percentage changes in average nominal and real wages in agriculture in
Indonesia, 1992-2000 (%)
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The inflation rate used in this study is the annual percentage changes in composite CPI in a large number
of cities, and consisted of a large number of goods, including food, prepared food, clothing, health and
housing. Especially domestic price increases of the first two items hurt very much the poor, and particularly
the very poor. As shown in Table 4, the CPI for food and prepared food started to increase in 1998 and further
up significantly in 1999. The dramatic price increases for food and other items are also clearly shown in
Figures 22 and 23. The highly jumped CPI for food and other items in 1999 was not only related to the crisis
itself (caused by the depreciated rupiah), but also as a result of mounted uncertainty by domestic producers of
that items after several important events took place in the whole year of 1998 such as the riots in May
followed by the resign of President Soeharto in the same month, and several students protests that turned

violent by the end of that year.

Table 4: Composite CPI of 43 Cities: 1997-2002 (1996=100)
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1997 1998 1999 2000 2001 2002
-Food 203.9 209.2 261.7 249.0 270.0 299.3
-Prepared Food 188.8 173.9 215.9 229.5 261.5 292.9
-Housing 203.1 142.0 164.2 175.3 196.2 224.8
-Clothing 172.1 191.7 230.0 2453 267.8 280.3
-Health 197.5 179.5 217.8 229.9 255.5 2724
Source: BPS.
Figure 22: Annual Percentage Change in Consumer Price Index (CPI) and Food Price Index (FPI)):
1985-2002
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Note: for 1985 to 1989, data refer to CPI for 17 cities with April 1977 to March 1978 as base period. For 1990 to 1996, data refer to CPI for 27
cities with April 1988 to March 1989 as base period. For 1997 onward, data refer to CPI for 43 cities with 1996 as base period.
Source: BPS

Figure 23: Inflation Rate of 44 Cities in Indonesia (%): 1997-2002
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Note: for 1997, inflation rate of 27 cities (April 1988-March 1989=100), for 1998 onwards, inflation rate of 44 cities (1996=100).

Further, Table 5 provides the most important commodities in the category of food and prepared food items.
As can be seen, the price index for rice increased substantially by slightly more than 100% within one year
from 2965 in 1997 to 6198 in 1998 and continued onwards. The price index for salted fish also went up by
almost 100%, and that for coconut oil jumped even more by almost 160% during the same period. Also price

indices for other remaining food items in the table increased, though in different rates. This evidence suggests
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that the poor, especially the very poor were hardly hit by the 1997 not only through employment but also price
effect channels.

Table 5 Price Indices of 9 Essential Commodities in Rural Java (1971=100): 1993-2002

Commodity 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002%*

Rice 1691 2216 2586 2064 2965 6198 7389 8072 9049 11245
Salted fish 1803 2021 2134 2512 2865 5422 6412 7435 8400 10082
Coconut oil 1267 1500 1435 1520 1659 4263 3847 3733 4102 5163
Granulated sugar 1389 1374 1493 1571 1614 2890 2945 4034 5307 5504
Salt 914 952 992 1042 1133 2310 4436 3623 3887 4414
Kerosene 2355 2382 2389 2436 2481 2772 2870 3224 4353 6866
Soap 825 859 893 958 1005 2214 3122 3051 3231 3399
Textiles 1134 1212 1347 1460 1550 2546 3973 3451 3977 4558
Batics 1249 1313 1402 1523 1659 2286 3239 2819 3084 3470
General 1655 2038 2296 2364 2652 5331 6441 6861 7777 9628

Note: * = December

Source: BPS

There are several authors who already made an attempt to analyze the impact of the domestic price
changes on the poor with different methods of analysis, and Levinsohn et al (1999), Poppele et al. (1999), and
Frankenberg et al. (1999a,b) are ones among them. For instance, Levinsohn et al. (1999) used data on average
consumption expenditure per capita by income/expenditure groups (deciles) from the 1993 SUSENAS (BPS)
which surveyed 65,600 households throughout the entire country, to investigate whether the price increases
during the crisis have impacted the cost-of-living of poor households in a disproportionately harsh way. They
found that the poor have indeed been hit hardest, and urban poor households faced a higher cost of living than
rural poor households. Of course, since consumption baskets used in their analysis are calculated with 1993
data, their measured impacts of the price increases will diverse from the actual impacts of the
crisis.'*Nevertheless, the consumption expenditure data from the SUSENAS may give some indication about
the likely impact of the crisis on poverty through the sharply price increases for food (see again Figure 22 or
23), and food is the most important expenditure component of the poor. The 1993 SUSENAS data show that
the expenditure share of the bottom decile (the very poor households) on food was larger than that of the top
one (the very rich), i.e. 68.1% vs. 46.9%. Specifically on rice, the very poor spent almost 25% of their total
expenditure to buy the item, as compared to only 6.4% by the very rich households. Whereas data from the
1999 SUSENAS (which was not yet published by BPS during the Levinsohn et al.’ study), the expenditure
share of the very poor households was higher at 75.93%, while that of the very rich households declined to
36.13%. The expenditure share of the very poor on rice also increased to almost 33%, while that of the top

decile fell to 2.79%.

'8 See further their paper for more detailed information on the methodology used, analysis and their findings, and also from other
authors mentioned in the text above.
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Finally, the relationships between change in poverty with real GDP per capita and inflation changes were
estimated (Regression 6). The result shows that both the rate of growth in real GDP per capita and inflation
change were found to be negatively and positively related, respectively, to the percentage change in poverty
incidence. The result suggests that higher economic growth means lower poverty rate, and higher rate of
inflation means higher poverty rate. But, the regression coefficient of the income variable is not significant,
whereas the estimated coefficient relating poverty reduction to the inflation rate is significantly greater than
zero at 90% confidence interval. This finding may thus suggest that the most important channel through which
macroeconomic reform policies influence poverty reduction is price changes or increase in inflation rate.

Regression 6:

%AP =-10.5 — 0.25%AY + 0.90%ACPI

(-1.6) (-0.33) (2.8)

R2=0.62
F-statistic = 14.7

The above findings do not imply, however, that economic growth and price stability or low inflation rate
are all that needed to improve the lives of the poor. There are obviously a whole range of historical factors and
contemporary macroeconomic aspects that play a part in determining what happens to poverty. In other
words, to make sure that economic growth benefits the poor, the economic growth should not only be labor
intensive but it should also be accompanied with sound policies on areas such as land reform or asset
redistribution, education and health care facilities, access to credit market, infrastructure development, market
facilitation and market distortions elimination, fair competition, labor market flexibility, social safety net, and

agricultural development.

How Does Inequality Correlate with Poverty?

The inclusion of inequality in this study is deemed as important in analyzing the effect of economic
reform policies on poverty. Many factors affect inequality, including trade, investment and financial reforms.
Trade liberalization, for instance, may favor some sectors or industries while disfavor others, or it may bring
benefits for those who have access to trade facilities, including licenses. The investment incentives for
entrepreneurs (usually as one important component in investment liberalization policies), who are typically
better off, will increase inequality. Also investment policies in favor of FDI may put many local small or

micro enterprises out of business, thus generates higher inequality.
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Despite being subject to problems of possible endogeneity, this study has estimated the relationship
between the level of inequality and poverty change in three different ways. One way is the link between
inequality level and economic growth rate, and the result shows that the link is negative and significant from
zero at 90% confidence level: higher inequality means smaller economic growth (Regression 7). The strong
link between economic growth rate and inequality level is also illustrated in Figures 24 and 25. The
combination of Regression 6 and Regression 7 may suggest that higher inequality level means larger
percentage increase in poverty,

Regression 7

%AY = 50.7 — 1.4Gini
4.2) (-3.9)

R2=0.44
F-statistic = 15.21

Figure 24: Rate of Economic growth and Level of Inequality in Indonesia: 1985-2002
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But, as the second way, when the link between poverty change and inequality level was estimated after
controlling other two main important poverty determinants, i.e. inflation change and economic growth , it was
found that the regression coefficient for inequality is not positive with %AP (Regression 8). Figures 26 and 27
illustrate the relationships between poverty and inequality in Indonesia.

Regression 8
%AP = 62.7 + 0.90%ACPI — 0.9%AY — 2.12Gini
(1.58) (3.0) (-1.1) (-1.87)

R2=0.69
F-statistic = 12.31

Figure 26: Long term development trends in poverty rate and gini coefficient (inequality level), 1982-2002
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Figure 27 Scatter with Regression Line: Poverty Rate and Inequality Level
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Figure 26 strongly suggests that poverty rate and inequality level are both caused by economic crisis. Yet
in this analysis poverty was treated as endogenous and inequality as exogenous, as this analysis aimed to
estimate the role of inequality level as a poverty determinant."

The negative result shown in Regression 8 brought to the third way: the relative contribution of economic
growth and inequality level to poverty change was estimated by using decomposition of percentage change in
poverty (see equation 4). The result gives change in poverty rate (HC index) which would have been obtained
with economic growth without change in inequality level, or with inequality change without economic growth
from 1981 onwards in 4 subsequent sub-periods (Table 6). As can be seen, only for the period 1981-1990 the
elasticity of poverty change to inequality change was positive at 2.30, suggesting that an increase in inequality
of 1% would generate a reduction in the poverty rate of 2.3% with constant real income per capita (zero

growth). The gini elasticities for the other three sub-periods, however, were negative. *°

Table 6 Decomposition of percentage change in poverty rate (HC index) by percentage changes in real GDP
per capita and inequality: 1981-2002

Period Elasticity of poverty to Actual change of Growth only (%) Inequality only (%)
Growth Inequality poverty rate (%)
1981-1990 -0.82 0.19 -43.9 -1428.44 2.30
1990-1996 -0.67 -0.09 -25.2 -28.27 -2.02
1996-1999 2.3 -0.6 107.97 -24.93 -0.6
1999-2002 -3.8 -1.9 -22.6 -32.99 -11.65

One explanation for the finding is (as said before) the problems of possible endogeneity: not only
inequality affects economic growth, but the latter also may have influences on inequality. Furthermore, as
noted by Bourguignon and Morrison (1990) and Papanek and Kyn (1986), many factors other than economic
growth per se may affect inequality. These factors include the education of the labor force, the structure of
exports, and the presence of trade distortion. When these factors are omitted, the link between economic
growth (and hence poverty), and inequality may be spurious. Another explanation is that poverty and
inequality are not the same things. Poverty refers to the failure by the individual or household to rise above a
given minimally acceptable standard of living (the poverty line). Inequality, however, refers to the distribution

of wellbeing across households. Thus, it is very likely to have a highly unequal society (gini coefficient is

' See again the discussion in Chapter II (Economic Growth-Poverty).

20 Earlier, Asra (2002) has also estimated the relative contribution of economic growth and equity to poverty alleviation in urban and rural areas
respectively in Indonesia by using the same decomposition formulae for the period 1981-90 and 1990-1996. The results show that most of poverty
incidence drop during the period 1981-90 can be attributed to higher mean consumption at a given consumption expenditures distribution. This
growth impact was more prevalent during the 1990s (before the crisis). The decomposition shows that the change in consumption expenditures
distribution based on current prices has had an adverse effect on poverty alleviation, as in that period inequality of consumption expenditures as
measured by the Gini coefficient increased slightly. But, this finding might be different if constant prices, instead of current prices have been used.
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very high or one) in which no one is poor (no individuals or households under the poverty line). Conversely, it
is possible to a country has a very equal society (gini coefficient is very low or zero) while the poverty rate is
very high (the majority of population under the poverty line) such as in the former Soviet Union or China
prior to the economic reforms started in 1978.

But poverty and inequality are obviously linked. If the overall level of income stays constant, an increase
in inequality will generally increase poverty and vice versa. But, since the overall level of income in a country
does not usually stay the same, therefore, it is very possible for economic growth to cause a fall in poverty
rate while inequality increases; or for an economic crisis to increase poverty significantly while improving the
distribution of income. Some examples to mention here, the investment incentives for entrepreneurs, who are
typically better off, will increase inequality, but at the same time it will tend to improve economic growth and
hence reduce poverty, or, a very unequal initial distribution of assets results in a poorer use of resources than

might occur with a more equal distribution (McCulloch, et al., 1996).

Does the Sectoral Composition of Growth Matter for Poverty Reduction?

To estimate empirically the importance of the sectoral composition of growth for poverty reduction, the
analysis was consisted of two stages. The first stage covers the period 1982-1998, and the regression result
shows that among the three main sectors, income growth rate in agriculture (%AY A) appears to have the
strongest and significant relationship between sectoral growth rates and poverty reduction. The null
hypothesis that the sectoral composition of growth does not influence the rate of poverty reduction was

rejected by ¢ and F-test at the 95 per cent confidence level (Regression 9):

Regression 9

%AP = 11.55 — 10.04%AY A — 2.56%AY; — 1.82%AY7
(3.75) (2.14) (-1.92) (-1.19)

R2=10.72
F-statistic = 11.09

In the second stage, the empirical analysis covers the period 1982-2002, and the regression result show
that although the estimated coefficients of the three explanatory variables are negative (and agriculture still
have the largest estimated regression coefficient), but they are not significant from zero (so not shown here).

This can be explained by the fact that in 1999 the rate of change in poverty was still negative, while, the rates
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of output growth in industry and agriculture were positive (trade was still negative), though varied among
them (Figure 28). This phenomenon may have created a distortion to the nature of relationship between the
output growth in these sectors on one hand and the reduction of poverty on the other hand.

Nevertheless, the result in Regression 9 gives a strong signal indicating that in the Indonesian case the
output or income growth in agriculture, among other sectors, is the most important source of poverty
reduction. This proposition was also tested by looking at the statistical relationship between the percentage
change in poverty (%AP) and the average agricultural yield per ha (Yield) for the period 1974-2002, and the
result shows that the estimated correlation is negative (as generally expected) and significant (Regression 10).
Figures 29 and 30 also indicate that the relationship between the percentage change in poverty and average

agricultural yield per ha is almost perfectly linear.

Figure 28: Percentage change in poverty and sectoral growth rate
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Regression 10

%AP = 66.1 — 11.6Yi1eld
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R%2=0.5
F-statistic = 18.73

Figure 29: Poverty rate and Average Paddy Yield, 1974-2002
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Figure 30 Scatter with Regression Line: Poverty Rate and Yield
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Poverty is indeed a highly multidimensional phenomenon or process, which, by implication, obtains from

an array of factors. The World Development Report 2000 identifies institutional, social, economic and human

factors as the major causes of poverty. But, in the Indonesian context, poverty has been mainly a rural

phenomenon, and to a larger extent it has been related to the lack of development in agriculture. The

importance of agriculture is reflected by data from the National Labor Survey (BPS) which show that the

majority of total employed labor force in Indonesia was found in agricultural (Figure 31).*'

Figure 31: Percentage of Total Employed Labor Force in Agriculture and Manufacturing (%): 1985-2002
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SUSENAS data on distribution of poor families by occupation also support the notion that in Indonesia

poverty has a strong relationship with the level of development in agriculture, which shows that the vast

majority of poor families are in agricultural work, predominantly on farms (Table 7). Recent SUSENAS data

in 2002 show that almost 70% of the poor people in rural areas work in agriculture, and even agricultural

activities played a dominant role as a source of income for the urban poor (Table 8). The evidence reflects one

thing that people in the agricultural sector have always been relatively poorer than those in other sectors.

Table 7 Distribution of Poor Families by Occupation, 1996-2002 (number of heads of families in 000 persons)

1996 % 1998 % 1999 % 2000 % 2001 % 2002 %
Unemployed/others 994 2.88 941 1.90 4.063 8.47 3.560 9.26 2.349 6.33 3.072 8.61
Agriculture 21739 63.01 | 28063 56.67 25.997 54.19 20.109 51.73 23.375 62.99 20.605 | 57.75
Industry 2208 6.40 3679 7.43 6.069 12.65 5.380 13.84 4.401 11.86 4.471 12.53
Services 9560 27.71 | 16837 34.00 11.840 24.68 9.784 25.17 6.984 18.82 7.571 21.22
Total 34.500 100.0 | 49.520 100.0 47.969 100.0 38.833 100.0 37.109 100.0 35.719 100.0

2! That is why it is generally believed that in a large agrarian economy like Indonesia, only the agricultural sector interventions have a serious
claim to poverty reduction, or as argued by Mason and Baptist (1996), direct ways that policy can help to reduce poverty in Indonesia are through
improving the operation of product, land, and capital markets, particularly where the regulatory environment now works to reduce farm
profitability or inhibit entry to productive enterprises by the poor.
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Source: BPS (SUSENAS Modul, various issues).

Table 8 Distribution of Poor Families by Sector and Area: 2002 (%)

Sector Urban Rural
Agriculture 31.11 69.09
Forestry 0.23 1.34
Fishery 1.48 2.23
Mining 1.25 0.49
Industry 12.17 4.98
Electricity 0.10 0.02
Construction 9.67 3.63
Trade 14.06 5.00
Transportation 8.94 2.73
Finance 0.69 0.08
Services 8.14 2.40
Others 0.04 0.06

Source: BPS.

One interesting point from Table 7 is that in 1998 although the number of poor families in agriculture
increased, as also happened in other sectors, it declined relatively. This distribution of increased poor families
by sector during the crisis provides other evidence which suggests that agriculture was not the most affected
sector by the crisis. This is also supported by estimates from Pradhan et al’s (2000) who studied the increase
in poverty by sectors. Based on SUSENAS data from February 1996 and February 1999, their estimates
shows that although the rate of poverty in agriculture increased during that period, it declined as a percentage

of total poor families (Table 9).

Table 9 Poverty Incidence and Contribution to Total Poor by Main Sector of Occupation: February 1996 and
February 1999 (%)

Sector February 1996 February 1999
Poverty rate Contribution to total poor | Poverty rate Contribution to total poverty

Agriculture 26.29 68.54 39.69 58.38
Trade, hotel, and restaurant 7.96 8.10 17.63 11.13
Manufacturing industry 10.69 5.71 22.92 7.71

Civil, social, and private services 5.73 5.72 13.13 7.36
Transport and communication 8.85 3.32 24.02 5.58
Construction 14.04 5.42 28.97 5.52
Receiving transfer 6.58 1.86 15.57 2.65
Mining and quarrying 15.34 1.01 29.81 1.00
Others 13.29 0.10 32.00 0.27
Finance, insurance, and leasing 1.24 0.06 5.23 0.23

Electricity, gas, and water 6.10 0.16 14.48 0.17

Source: Pradhan et al. (2000).

One factor that responsible for the lower productivity in agriculture is the distribution of land, which in
Indonesia is very unequally. Data from agricultural census indicate that Indonesian agriculture is dominated
by large and increasing number of small-scale family farms. Recent agricultural census indicates that in 2003
there were 25.437 million land-using farmers, 13.663 million or almost 57% of which were marginal farmers

with less than 0.5 ha of land under their control. In 1993 the number of land-using farm households was
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20.518 millions or grown by 1.8% per year, whereas the number of marginal farmers was 10.804 million or
increased by 2.6% per year during the 1993-2003 period. In Java, where the majority of total population as
well as poverty are concentrated, the marginal farmers increased by 2.4% per year (Table 10). The marginal
farmers and farm laborers with the lowest income among all agricultural household groups have been

identified as containing the majority of poor in rural areas (Mason and Baptist, 1996).

Table 10 Number and growth rate of land-using farms and marginal farmers in Indonesia: 1993-2003

Category 1993 2003
Java Outside Indonesia Java Outside Java Indonesia
Java
Number (million)
- Marginal farmers 8.067 2.737 10.894 9.989 3.674 13.663
(69.8)* (30.6) (52.7) (74.9) (33.9) (56.5)
- Land-using farms 11.564 8.954 20.518 13.336 10.841 24.176
- Agricultural households 11.671 9.116 20.787 13.964 11.472 25.437
Growth rate per year, 1993-2003 (%)
- Marginal farmers 24 34 2.6
- Land-using farms 1.5 2.1 1.8
- Agricultural households 2.0 2.6 2.2
Note: * = % of land-using farms
Source: BPS

The Socio-economic Accounting Matrix (SAM) from BPS provides another way of looking at the positive
relationship between the level of income of farmers and the size of land they owned. In SAM, agricultural
household groups are divided into: farm laborers, individuals owning land of 0.5 ha or less, those owning land
ranging in size from 0.5 to 1 ha, and those with more than 1ha. As can be seen in Table 11, that farm laborers

are from the agricultural household group with the lowest disposable income.

Table 11 Per capita Disposable Income by Agricultural Household Groups (Rp. Thousands), 1975-1999

Agricultural household group 1975 1980 | 1985 1990 1993 1995 1999
Farm laborers 40.1 102.2 238.1 4153 468.2 616.7 1629.7
Farms with 0.5 ha or less 433 133.9 228.7 548.9 757.6 934.5 1676.9
Farm with 0.501 — 1.0 ha 57.7 154.8 342.0 656.5 901.9 1200.2 2650.5
Farms with > 1.0 ha 84.4 198.9 553.7 1035.3 1471.8 1758.8 34223
Source: BPS

How the Crisis and Economic Reform Policies Correlate with Poverty?

It was shown earlier that the currency crisis in Indonesia has a negative impact on economic growth. But
the crisis also resulted in higher inflation rate, as the huge depreciation of the rupiah was followed directly by
a large increase in inflation rate (Figure 32). The estimation shows that %ACPI and %AE both are positively

and significantly related (t-statistic was 9.3). Thus, to answer the above question, it is important to understand
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how the resulting output and price changes affect the poor. The analysis shows that the estimated regression
coefficients of %AP with respect to %AY and %ACPI were negative and positive, respectively and both are
significant. The finding suggests that income (or employment) and price effects are two important channels

through which the crisis had a negative effect on poverty.

Figure 32: Long term development trends in percentage changes in inflation rate and exchange rate of rupiah,
1982-2002
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The relationship between the crisis and poverty was also estimated directly, and indeed both variables
(%AP and %AE) was found to have a positive and significant correlation (t-statistic was 2.61), meaning that

the depreciation of the rupiah led to the increase in poverty (Figure 33).

Figure 33: Long term development trends in the percentage changes in poverty and in the exchange rate of

rupiah, 1982-2002
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Structural reforms (in this case trade, investment and financial sector reform policies) are often designed to

increase output, and sometimes too to reduce prices. Since one objective of this study is to analyze the effect
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of such reform policies on poverty, so the effect of the resulting output and price changes on the poor was
analyzed, and it shows, as before, that output and price are, respectively, negatively and positively correlated.
Of course this is a simple way in analyzing the impact of economic reform policies on poverty, given time
constraint and data problems.”*Whatever method of analysis was used, it is clear, however, that income or
output and price changes are the two most important channels through which the reforms affect the poor, and
specifically in the Indonesian case, reform policies which affect agriculture (e.g. trade liberalization in

agriculture) may have greater impact on poverty than those which affect other sectors.

VIII Conclusions and Policy Implications

The aim of this study was to analyze the impacts of trade, investment and financial sector reform policies,
as three most important economic reforms in the 1970s and 1980s, and the 1997 crisis, known as the currency
or financial crisis on poverty and long-run economic growth in Indonesia. The study finds that the
relationships between the depreciation of the rupiah against the US dollar and the growth of per capita real
GDP and poverty are both negative (as expected) and statistically significant. This suggests that the currency
crisis in 1997 in Indonesia is a type of economic shock that has negative impacts on the long-run economic
growth and poverty reduction.

With respect to the relationships between macroeconomic reform policies and long-term economic
growth, the study finds that although all the variables have the expected signs, only the ratio of total domestic
investment to GDP and inflation rate have significant correlations with the growth of per capita real GDP. The
findings support the view in the new growth literature that inflation and investment are two very important
determinants of long-run economic growth. These are two most important channels through which
macroeconomic reform policies influence long-term economic growth.

With respect to poverty, in its separated regression analyses the study finds that increases in GDP per
capita and inflation rate lowers and increases, respectively, poverty. This supports the view that economic
crisis influences poverty through two main channels, i.e. output declines and domestic price increases or
higher inflation rate. But, in its combined analysis, only inflation has been found to have a significant
relationship with poverty. This may suggest that inflation is the most important channel through which
macroeconomic reform policies influence poverty reduction. The finding does not imply, however, that

growth and price stability or low inflation rate are all that are needed to improve the lives of the poor. There

22 The literature so far provides various methodologies, from the simple one, as used here, to the extension ones, in analyzing the
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are obviously a whole range of historical factors and contemporary macroeconomic aspects that play a part in
determining what happens to poverty. In other words, to make sure that economic growth benefits the poor,
the economic growth should not only be labor intensive but it should also be accompanied with sound policies
on areas such as land reform or asset redistribution, education and health care facilities, access to credit
market, infrastructure development, market facilitation and market distortions elimination, fair competition,
labor market flexibility, social safety net, and agricultural development.

The study also finds that among other sectors, the output or income growth in agriculture is the most
important source of poverty reduction. With this finding, it can be argued that, at least in the Indonesian case,
development in agriculture to raise productivity or real income per capita in the sector is one important way to
channeling the benefits of the economic growth to the poor. Policies on such as land reform; development of
infrastructure, education, health care and housing facilities in rural areas; access to credit market for farmers,
distribution system; and market access for output are necessary for supporting the development in agriculture.

Overall, the findings of this study have two important policy implications. First, different shocks require
different macroeconomic policies to prevent and/or mitigate the impact of the shock on economic growth and
poverty reduction. With respect to this study case, the crisis experienced by Indonesia in 1997 was initially the
currency crisis. It has severely affected the country’s economy mainly because of two reasons: 1) many large
companies/conglomerates, mainly in manufacturing industry, which had market monopoly in many sub-
sectors, were heavily dependent on imports for their required materials and other intermediate inputs that they
paid in US dollar and on overseas commercial short-term loans, also in US dollar, while they were not well
performed in terms of productivity, efficiency and export; and 2) many domestic private as well as state banks
were also collapsed due to mismanagement. Many of these private banks, which were established in the
1980s, were affiliated to the collapsed conglomerates (they were in the same groups). No doubt, the unhealthy
development of banking and manufacturing sectors in the 1980s and 1990s had made the Indonesian economy
very vulnerable to the currency crisis in 1997. So, to prevent and/or mitigate the impact of such crisis on
economic growth and poverty reduction in the future, macroeconomic policies on, among many others, sound
banking/financial system, price stability, exchange rate stability, development of domestic supporting
industries producing import substitution intermediate inputs, development of competitive tax system, market
competition, and development of non-oil and gas export, and development of small and medium enterprises
and agriculture are necessary. In addition, short-term policies on social safety nets for the poor especially on

food, education and health, and public works to provide minimum income generated employment for the laid

impact of economic reform policies on poverty. See for instance McCulloch (2003) of his survey on such methodologies.
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off workers are also necessary. The Indonesian experience during the crisis has shown that such short-term
poverty alleviation programs did help much to prevent the poverty from rising further.

Second, if the majority of poverty are found in rural areas, such as in Indonesia, and an economic shock
affects urban as well as rural sectors, then there should be different government interventions directly towards
rural poverty and urban poverty in mitigating poverty effect of the economic shock Similarly, if an economic
reform has a direct effect only on agriculture, say tariffs reduction on imported agricultural commodities, then
government interventions should be focused on rural poverty, as the reform inevitably involves cost of
adjustment notably job losses in formerly protected agricultural sector. In Indonesian case, as shown in this
study, the agricultural sector was less affected than the “urban” sectors such as manufacture, banking and
trade. But, during the crisis, the poverty rate was higher in rural than in urban areas. Probably, as one reason,
this was caused by many laid off workers from the collapsed companies in urban areas who went back to their
villages. In this case, the government interventions towards rural poverty should focus especially on providing
facilities, including subsidized credit and market facilities, to prevent agricultural production (i.e. sub-sectors
affected by the crisis) from further decline, on one hand, and to supports those laid off workers to open their
own small businesses, on the other hand. In urban areas, poverty alleviation policies should emphasize
especially on social safety net and public work programs as well as development of micro and small
businesses, as also done by the Indonesian government during the crisis. The first two programs are much
more required by the urban poor than by the rural poor, as having cash for daily consumption and other basic
needs expenditure in cities is more important than in villages, also because inflation impact of a crisis is

usually greater in cities than in rural areas.
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