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- . 1. The Current Political Situation
in the People’s Republic of China

.
.
B

‘ Peking in recent months has devoted primary attention 1o putting its domestic
-~ & , house in order, a precondition for carrying out its stated goal of building a
« modernized China by the end of the century. Repeated calls for unity and stability

suggest that China's leaders are trying to put bzhind them the personal and politicz]

animositics that have plagued the lcadcrslﬁp for the past aine years and have slowed
. cconomic development. Political instability ‘over the last several years hzs
.- : contributed to an erosion of public confidence in China's leaders.” This has been :

especially true of local officials, who have been reluctunt to carry out Peking's
orders for fecar of being caught in a sudden shift in the political line.

Major party and government rﬁee’tings held last January emphasized the unity
= ‘ : theme and, more importantly, laid the groundwork for a relatively orderly
' succession to the current aging leadership. China's current leaders are essentialiy |
' the same group that has ruled the country since the Communists came to powsr : |
& | in 1949. As none of these people can be expected to survive for more than 10 ‘
-3 -years, a priority need is the grooming of younger leaders who are capable ‘of
dirccting China's. economic development program for the next 25 vears.

L e

| " The succession question took on greater urgency last summer with tha
hospitalization of Premier Chou En-lai who is generally regarded as the architect

of China's current domestic and forcign policics and the leader of the modsrate

coalition in the party. Chou remains in a rest iome but seems still to b2 in overail

control of affairs of state. The supervision of day-to-day affairs, which was Chou's

primary task for more than 20 years, has now been turned over to 70-vear-old :

o Teng Hsiao-ping. At the meetings in January, Teng was named first deputy premier '
. and is Chou's apparent SUCCESSOT. . ;

) .
i . Teng scems to be in general agreement with Chou En-lai's policies and is not
f T expected to make any major changes if and when he becomes premier. Teng has

; . a well-carned reputation as a strict disciplinarian and an able and expericnced
- é administrator. At the meetings in January, Teng was named to top positions in
s £ the party and the national military hicrarchy, thereby giving him important posts ‘ |
!

in China's three major burcaucrasies - the party, government, and military.

SR o At his age, however, Teng is an interim successor at best, Behind him are
several competent officiuls in their 40s, 50s, and 60s who were also given important
jobs: last January, The State Council that was appointed in January consists
primarily ol these and other officials ol moderate persuasion. Several are known

proteges of Chou,

N o
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The extreme lelt wing of the p:lrly,. which is headed by Mao's wife, Chiang
Ching, "was all but excluded from the new government and has Jost influence in
party affairs as well. The power of the militury, which was the dominant political
force until a few years aeo, has also been sharply reduced. Civilians have been
namzd to several top military posts, and many of the most influential military
men in the provinces were transferred away from their power bases and sent to
new areas where they have been denied top party and government positions. Peking
had reason to believe that some of these military men may have been involved
in an alleged coup plot in 1971. '

As Peking builds toward the future, the position of China's top leadzr, Mao
Tse-tung, has come increasingly into question. Mao has been out of Peking since
last summer, his longest absence from the capital since coming to power. Recently
he has stopped meeting forcign visitors, and there are signs that Chinese officials
are beginning to take a critical view of many of Mao's former policies. Some people
secm to hold Mao responsible for the political instability of recent years. Although
Mao is on record as endorsing the unity and stability theme, his physical separation
from the rest of China's leaders. raises questions about his actual view of current
developments. Mao is kept fully informed of all major developments, but the
Chairman's prolonged absence from the capital suggests that he may not fully

endorse some recent decisions. .
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" II. The Chinese Economy
3 Premicr Chiou En-lai in his government work report to the National Peoples
Ko/ . .
E : Congress last Fanuary surveyed the mixed performance of the economy in 1974

Jand suggested that the lcndcrship expects economic growth to be gradual for some
. : time. Although Chou provided few statistics on either planning or performance,
3 we believe that the Chinese cconomy grew in 1974 by only 3% - down from
+ almost 107 in 1973. Growth in industry slowed to 4%, from a respectable 12%

in 1973, and agricultural output barely matchcéd the increasc 'in population

(about 2%%). Co .

Among the factors holding back industrial growth in 1974 were:

4 . o the persistence of imbalances among the extractive, processing, and
3 ‘ ‘ finishing industries, highlighted by shortages of coal;

o sporadic work stoppages, lowcred worker morale, and reduced
productivity created by the anti-Confucius campaign; and

o the overburdening of the transportation system, particularly the railroads. i ‘
The sharpest decline occurred in steel output, which fell by 6% in 1974 to
about 24" million tons. On the positive side, the petroleum industry continued its
-strong growth, with a 20% increase in crude qutput to the 65 million ton level
during the year, while the production of electric power, tractors, chemical fibers, |

and cement also showed increases. .

_ Agricultural growth during 1974 was adversely affected by gencrally
unfavorable weather for winter wheat and for full-harvested grains. Grain output '
exceeded the 1973 Jevel of 250 million tons, rising to about 255 million tons. : ’
Nevertheless, grain production in 1974 was clearly less than the authorities hoped y :
for. Imports of grain, which were 7 million tons in 1974, will continue, with 5.4 ' % ‘

million tons alrcady slated for delivery in 1975, . [
In foreign trade, total exports rose last year, with the rapid expansion of e
earnings from oi! exports more than offsetting the impact of shrinking world ' iy
markets for traditional Chinese exports. Imports grew even faster as worldwide
inflation pushed up China's import costs. China's hard currency trade deficit
increased from the 1973 level of $370 million to perhaps $1.3 billion in 1974,
in part from heavier use of medium-term credits to finance whole plant imports. PR ey
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Chou reaffirmed the development priorities.of zariculture, light ir1du_§tn'. and
k' ' heavy industry which have prevailed since late 1972 and rcilcx:'.'ncd Chinese interest
" in expansion of trade relations with the non-Communist world. The reduction of
{..“‘ economic ministries and commissions — from 40 to 25 and from 12 to 3,
'rcspccli\'cly — announced at the NPC 2nd Chou's statement that the PRC is drawing
. :j' ) up a ten-yeer plan in addition to five-yvear and annual plans suggest that the degree
of centralized planning and managsement of the cconomy is to increase.

4 ‘ Chou also singled out the period of the Fifth Five-Year Plan (1976-80) as
crucial to PRC attainment of economic "front rank" status in the world by the
end of the cemury. The basic problem remains that of lifting the long-term rate
; ‘ of grain production above ths rate of pOpt.nlar.i'on growth. Solution of this problem
through expanding industrial inputs 1o agriculture — including inputs of foreign-
i . technology — is clearly implied in Chou's speech. In sum, Chou En-lai appears

; to have charted a course of carefully planned but slow growth for the economy
over the next 15 years. The Jeadership is in trensition and. gven the PRC's past
experience with radical tumns in economic policy, the present modsrate approach
may be difficult to maintain. ‘ ‘
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HI. China’s Foreign Trade in 1974-75
Highlights in 1974

China's forcign trade boom fell victim in 1974 to the growing problems of
the world ec2nomy. Total trade increased by about 257%, to roughly $12.5 billion,
well below the 677% increase in 1973, Most of the increase is attributable to higher
prices, with little or no growti in volume. Worldwide inflation pushed up China's
import bill while the cconomic slowdown in the West cut demand for Chinese
exports, resulting in the Jargest trade deficit i, China's history - perhaps S1.3
billion with the non-Communist world, and despite a surplus with the Communist
world, about S1 billion overall. '

Despite these cifficulties, China's balance of payments is not in crisis. Reserves
arc well in excess of the trade deficit, the level of forcign debt js managaable,
and Peking's credit rating is excellent.

China began. taking steps to relieve the financial 5que;eze last fall. Contracts
for agricultural products were doferred or canceled. Fertilizer deliveries were
postponed. Peking also increased its use of short- and medium-term credits.

Trading Partners '

Trade with the non-Communist countries posted the largest gains, accounting’
for alinost 85% of China's total trade. Imports from the developed West shot up
to slightly above $5 billion from $3.4 billion in 1973, largzly due to increased
purchases of agricultural products and machx’xiery.’ China's deficit with the developed
countries was roughly $2.9 billion. ’ '

Sino-Japanese trade jumped 50%, to $3.3 billion. China's imports, boosted
by sizable deliverics of machinery and equipment, exceeded cxports by more than
$800 million. China's exports of 4 million tons of crude oil worth. about $380
million more than offset the decline in its’ traditional exports to Japan.

* US-China trade -totaled $935 million, a smaller increase than anticipated at
mid-ycar because China canceled contracts for US grain worth about $S300 million.

‘Wheat, corn, cotton, soybeans, and other agricultural products composed about
-80% of total US exports of $820 million (see the table). US machinery and

Squipment exports rose as delivery began on equipment for the ammonia plants
purchased in 1973 and the sccond heil of the S150 million Bocing contract was
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- US-China Trade!

Million US S

E . 1972 1973 1974
g : " ) US cxports 63 690 820
; _, Agricultural products 61 578 656- 670
- ‘ Of which: .
[ ‘ . Wheat 35 < . 278 274
: : ‘ Cormn oo 24 o132 96
:, t Soybeans ' - 43 . 140
. K Cotton - 101 ‘186
: ‘ Vegetable oils 2 . 19 - 8
; Machinery and cquipment .2 .. 69 107 ="
: . Of which: NI : '
i ~ Aireraft, including .
oo engines, parts, and , .
" accessorics . .. 63 76°
Steel scrap * Cewe 24 12
Other . ‘ - 19, 31
US imports 32 64 - 115
Food, beverages, and tobacco 4 7 16
Bristles and other crude
.. animal materils 8 8 . 10
. _ . Textile fibers 4 6 5
. Nonferrous matals 2 8 11
Chemicals (including ‘
" . fireworks) 2 8 18
Cotton fabrics 2 7 26
°  Antiques and works of art 3 - 6 8
. Other 1 14 21
s ‘). Sourcc: US Department of Commerce data.
. completed. Growing purchases of cotton textiles helped boost US imports of

Chinesc goods to S115 million, up from $64 million in 1973. -

1 : US-China trade encountered scveral problems last year. Chinese complaints
over the quality of US grain caused delays in wheat shipments and the cancellation
of soybcan contracts. US controls on scrap steel exports prevented delivery on
several contracts. On the import side, shipments of Chinese shrimp were rejected

) by the Food and Drug Administration, and the Chinese at the Fall Canton Fair

. “were more vocal about the lack of most-favored-nation status for their exports.

Commodity Ilows

... Purchases of agricultural products, machinery, and transport cquipment were
largely responsible tor the growth of China's total imports. China contracted for
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almost 10 million - tons of prain in 1974, but shipping delays and contract
cancellutions droppad actuyl deliveties to 7 million tons, down from 7.7 willion
in'1973. Higher yrain prices, however, pushed the cost up to over St billion,
Imports of soybeans and cotton were up substantially from 1973, Machinery and
' cquipment imports rose sharply as larce-scale deliveries began on the §2.5 billion
worth of whole plants and other equipment ordered in 1973,

: Peking signed contracts for $900 million worth of whole plants in 1974 -
down from the record $1.2 billion level in 1973, Rapid inflation and tight world
credit markets, plus China's need for 2 kreathing spell to absorb the large amount

. of technology already purchased. were the major rezsons for the slowdown in
purchases. Contracts worth $350 million for the Wu-han steel rolling complex
composed much of the purchases. with the balance going for additional synthetic
fiber, fertilizer, and electric power plants. In contrast to the whole-plant prozram,

+ new orders for machinery and transport equipment in 1974 were off sharply from

E , the reco:d level of 1973.
S
China's exports rose by roughly S1 billion in 1974; petroleum accounted for
g almost half of the increase. Sales of cruds oil and patroleum products to Japan,
r the Philippines, Honz Kong and Thailand amounted to about 4.5 million tons
g worth S44Q. million. Rice exports benafitad from high prices, but other traditional
i

Chinest exports, particularly silk and cotton textiles, faced declining demand.

Outlook for 1975 :

China's trade this vear will be tempered by Peking's attempts to reduce its
trade deficit. Export growth will bs small. reflecting poor sales of traditional
products at the 1974 Canton fairs and recession-weakened demand in the West,
An expected doutling of petroleum exports-may do little more than offset the
decline in other exports.

- -

Imports of machinery and equipment will be substantial as large-scale deliverics
continue on 1973 and 1974 contracts. The successiul 1974 harvest and declining
. textile exports Will permit cutbacks iw ¢rain and cotton imports. Other, less essential
ce imports will be curtailed and the pace of new piant contracts may slow further.

The $700 million surplus enjoved by the United States in its trade with China
in 1974 will be cut sharply in 1975, US exports to_the PRC could fall to one-third
Tast year's level, while US imports will continue 1o risc. China's current low interest
in US agricultural products stems from an adequate domestic crop last year, a
determination to case a tight forciz exchangs situation, and dissatisfaction with

T TR e g LT
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the quatity of US wheat, corn, and soy i Pebing caneeled contracts for almost
LO million toas of US wheat dnearhy 12575, thereby eliminating the Uiited States
s supplive at least for the time hevie, A for cotton, contracts called for dolivery
in 1975 of 500,000 bales worth about STOO milhon, Chinese miterest in US cotton
has diminishied, howevers one contract for 200,000 hales has alicady been canceled

.

ad additionss] cancellations iy oceur,

*Inocontiast 1o fari products, US indudtial exports should continue (o pise
in 1975, Althoeeh new ordess for US machinety tataled only SES million in 1974,
deliveries under 1973 contiacis = potably cquipinent for the cicht Kellose animonia
plants = will peak in 1973 With export controls off, US siles of steel «crap could
rebound to the 1973 lesei or higher, Gains are dikely for such US manufactined
poods as paper, alumintm, fertilizer, dand other chemicals,

The steady rise in US imports of Chitcse poods is likely to continue ~ from
SIS million in 1974 to S128S1580 witkion in 1975, Chinese intetest in the US
market i< prowinl at a moderate pace. Diamatic changes in products of marketing
anrangenients are not to be expected this year,
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IV, The PRC Petrolemn Sitsation
Intraduction
Fifteen yeats aro, the People's Republic of China relicd on the USSR fot
“more than half of the ol it conranmed, Todey, China s the world's 13th Lareest
oil producer and Bas criorped anva potentially Liree oil exporter, Thin papes bricfly
[ . - .
teviews the davelopment of China's peottolenm industry and the recent growth of
its oil exports and aveves e prospects for fotnge cyports,
Encegy Supply Position
: The PRC produced an catimated 460 million tons (SFL basis)® of primoagy
enctgy in 1974, In thic late 1950., China telicd on conl for 98, of it Prisagy s
encrey. Since then the prinury cncrey min has wadereone considesable chanye.
As shovn below, the qole of coal has deckned, while both oil and natural s
have risen in impottance.
Petcent of Primary Lnsr sy Produced
f
1987 1974
* Coal 9 - () ;
. Hydo 2. 2 . 5
Natural pav ] 18
(0] * 2 17
3 Quarently enzipy supphics are tizhts coal production has not hept up with :
£ . demand. Altheach the tapid prowily of petoleum production eives Peline ghe H
opion of silstitutimg ol for coal, the rovetmient hat tiken only limnted stepes 4
in this direction, 3t least partly becouse of China's hops tesencs of coal. Mose 3
important, Pelang apposte 1o bohiove that macasung ol supphcs are betier vacd
to expand the petrachiconcal indudty and 1o carn much-needed forcign exchangs, 4 -
3
Gude Oil Ouiput, Reserves, and Esploration
:
: . China achicved eellsnfficieney in cnide oil proaduction in the mid- 19060, and P
: ‘ In 1974 wad the warld' 130 Lupest producer, Sehisd Tndoness, Crude ol outyat ,{,‘5
. : ew at 3 gate of 220 per yoar dsing 196570 and reached 65 nnllion tons (1.3 ,wi» :
y : R ) St
Ny , milbon lutreh pot ) an 1973 (soe the alde), %’* _
, X
E O Mandatd et Foguadont Gediads vadae of 2000 Lharsbiquy oo bdaepsam), '\
] i - ? L
3 . i  w
i Y .
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O Chine Crude OQil Preduction
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Thowsand

Millinn Warrels
Yeat Metric Tons per Day
1950 0.2 4
1955 : 09 18
1960 R 106
1965 10.5 216
1966 14.0 250
1967 14.0 280
1968 15.0 00
1969 203 A0
1970 25.% 570
191 67 724
1972 , 43.0 £60
1971 $4.4 1. N0
1914 5.0 1.300
-

Thr overnhelmine ooptien of cruds outpat is proadaced at relatncly nen fislds

LERY

Ta-chhes fistdy, posis Ol Ohe To-Nane znd Shengdi ficlda,

west and northaes

Hlean
yrrvear

e 4 (n«l-~l
niiey vrrveny

(Yumen, Taildam, Keromo, and Yea vivaae) produce a rehatinely sl ehate of
total output, (For the lecotien of the mzer Clanae prioleum foalities, we the
map.)

Thete pie no authentating estimains of off rreenevan the PR Proved revenes

ate thousht 1o beoat leset 1 Biben tess Considenay that hatee pteas hane not

teen suncyed, potentat pmiones protatiy aie much birecn The main thiusd of

the Chincee exploration sod desclopimint effert 15 stl on land.

Offthote exploraticn hov only secenth beeun and has been concenttated in
e shallow o Ha Getd The Fo Mo depeats, which are adjacent to and probaldy
part of the ol tacin undsshane the impoitant onshore Takang and Shenph fichds
should temn to producy sesshicant quanttics of o1l i the nent few vears Actinaty
in the Jdeepst water of the Yellow, § o Cluna, and South Chana sas hag been
limited to reatoseal sunves s and prehimeany dntling, Dinns the bt year, hawaer,
China b parcdosed abaat STSO il wenth of ts and suppiy st (or etfchore
explotation, Aude Trony the davelopment of the o Ha, whaek shoul! procecd

.

2
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P

apace, other afthore esplotation and development will be debibvrate, PRC activity
hete apprars to be based more on the fear that Toreisn tivaly wiil stake ot prios
claims on the continental shell, tather than on g need for additional oil,

O Refining and Transporiation

The PRC has piven high prionty to refinery constrnction since the mid-1960x,
Cutgent tefimety Copeaty is prolably in excess of SO million tons, and additional
capaciiy v under contruction, The prozeesa in copstruction and the abasnee of
Chincse interest in dmpetting pelmsry cquipment sueeests that China v able to
construct sufficicnt sefining capacity for its own needs,

Traraportation facilitics have toen prewed 4o keep pace with the erovth of
cruds il production. Until tecently most of China's osl was catnied by rail, Now,
tankers and newly constructed pipclines are carrving tapidly rrowing quantilics
of oil.

Almost half of the domestic tanker ficct, which now tolals about 600.G00
DWT, has been acquined o Built dnoe 1971 About one-fifth of the crude produced
is moved in doraitic tankers (31 amalics than S0.000 DWW, mainly from Dairen,
Tsinglao, and (Wn-huanstao, Lo schinctics in Shangkai o0d &mkin;:.

i Y L
Qi ihg

)
-
)
ol
i
-
e
=

ficld in Manchuniz to new eilloading faciisticd at the poit of (hlin-hoans 1o and
from the Sherply Goldan Shantuss Piovincs 1aihe port of Teinrtao. These yipslines
sre musinly to faahiate the expoit of ol which previonsdy moscd to pott by failioad
tanl car.

Petroleum Concunsplion

Consumption of peiralam prodacts by wetor cannot b: ostimated with any
grecizion, but it cear that the dhusplvanaesed sipply of potraloum . causng
important chaness an lmoud aacny scctor of the cconomiv. The inctearsd e of
petroleuman trancperisthion and mubitsy Lo chatsctenzed Cluna's cconomis 2ronth
i1 tecent yeoars, The azncultonal sector and the anfant petiochenncal industry
patticulatly have tvachitcd from plentifol o The feaderstop mamitams snict conteol
ovet the sllovahon of pettalvnin. Supphes ane channcled 1o phonty e, and
recutsent campaizns are moeanted for the conwmvation of petroleum,

3
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Petroleum Exporte 1978 and 1975

Pebing began to export crnde ail in 1973 with the <ale of 1 million tens
of crude oil (20,000 hyd) 1o Jopan. Prior 1o thin, exports had been himited to
small ceantitics of petiolonm products for political allics <och as Albania, Noith
Kotea, and Noith Victnam, Four million tons (50000 0'd) of crude o], worth
about S309 million, were <old 1o Japan in 1974 Another 250,000 tons of ciude
were to b shipped to the Philippines in the final quatdes of 1974, China al.o
cxported il quramtifics of pettolenm preducts 1o Hong Koae (200,060 tons)
and ‘Thailind (50,000 tens), Crude ol exporty to Japan thiv year <should reach
B mitlion tons (160,000 h/d), worth 2hout 8700 milljon. The Philippines may
teceive 760,000 tons of ctnde ealin 1975 Hone Kong and Thailand will continue

{o seceive small quantitizs of products,

Crudz oil is a welcome addition 1o China's caports, Latee imports of wheat
and an apcressive program of wheleploat purchiascs, bezinning in 1972 have foiced
Peking to scok new gncans of fmancine ifs tizde, In the next few vears, expatis
of petroleum will provide more than ST billion s hard cettency annuatly, thus

contributing measuralbly to Cluna's alaliy to pay forits rapidly expandingamyorts,

Political Uses of Oil Laports

The "ageoments 1o <hip diesed fucl to Thaland and to <ol crude il to the
F. I
Fhilippines ate part of PRC attempts to nemmalize rehtions with these stales

Proyects for Oil Laports

‘A poal of SO milhon tons of crude oil for export in 1980 appears feaatlc,
Rescrves ate lapye enovel, I produchon conlinues to prow at 2277 . the ate
achicred dunnz: 190578 = the PRO could export SO madlion tons i 1950 and

. FHC ant npaits 316 meonanad Serne ttwls i empaatted D Alluni and il LdSic Favt, snd \eond

peosdutts st drepustted feaen wavtal ethu g Eraunltea,
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still have ample supplies of oil for modemizing the cconomy. Presumably most,
or all, of any aude oil exporty would po to Japan, 15 an agrecment with Japan
s eventually concluded, the export of S0 nallion tons of oil in 1980 would provide
Japan with 1270 of ity projected consamption and, ot current prices, would carn

China more thun S3 hillion,

mipht chines it attituds tovward forsien paticipation i the development of its
prtrolcum industry, China presontly rejocts joint ventures, direet foreizsn investment,
and product shating. Nevertheless, other srrangemeants caonnot be ruled out.
Exploitation of the deeper watars off the Chiness coust is likely to requite foreign,

and particulatly US, technology,

If the PRC encounters unevpeeted difticulties in achicving the output of crude
oil neceswary to meet iitcrcased domestic and evport requirements, it coiceivably
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China: Sclecied Poetroleum Facilities
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Ny ‘ CONFIDENTIAL

Indonesia:
Recent Changes in Fortune

In the last few. years, Indonesia has shifted from heavy dependence on foreign

i financial aid to a position of relative financial independence. High world prices,

: particularly for oil, pushed exports to the US §3 billion mark in 1973, contributing
to a gain of more than $200 million in foreign exchange reserves. The performance -

: , in 1974 was even better as oil brought the Indonesians $2.2 billion, and their !
! ' exchange reserves rose to some $1.5 billion. it

: Accompanying the strong foreign sector gains was real annual growth on the
i order of 87%-10% during 1973-74. This surge beyond earlier average rates of 69-7% 0
_ & came from a combination of improved agricultural performance, increased oil
5 output, contract revisions that‘allow Indonesia to keep more of the gains from
oil, and the related stimulus to other sectors.

PR .
PR

Although living standards have doubtless improved, oil revenues have yet to J
be translated into major development gains for most Indonesians. The majority k
of them live on Java in crowded urban slums or farms too small to support the t
average family. While there is great potential for increasing agricultural yiclds and . g
: farm incomes over the longer term, only ‘limited progress has been made in this 4
area so far. The result has been a large-scale migration to urban areas, where jobs 4
are stili relatively scarce and living conditions poor. Many of the resulting social
problems and political pressures have been difficult for the Suharto government
to control.

More rapid inflation has recently begun to distort economic and social progress.
The Indonesians had ample experience with inflation during the 1960s and have
carried through cffective stabilization programs, but the institutionﬁl basc for
controlling rapid increases in the money supply and prices is still weak. In 1973,
prices rose more than 30%; in 1974 new monetary and fiscal regulations failed
to keep inflation below 40%.

CONFIDENTIAL April 1976
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CONFIDENTIAL

Notwithstanding the serious social and economic problems Indonesia !.ucs.
the outlook for rapid gains over the rest of this decade is generally good. No
significant increasc in foreign carnings is expected in 1975, Barring a sharp downturn
in oil prices, however, export revenues should thereafter rise steadily as the
dcvclopcd world recovers from the current recession. These earnings, combined
w1th moderately increasing net capital inflows, would amply cover financial capital
rcqulrcmcnts for national output growth on the order of 7%9%.

< CONFIDENTIAL
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CONFIDENTIAL

LISCUSSION
Introduction

1. For the first time in modern history, Indoncsia has begun to show some
of the growth its large resource base has long portended. The legacy of aid clientism
appears to be at end, but there are signs of other pressures that could threaten the
stability of povernment. An understanding of these new directions and pressures
requircs some perspective on key cconomic events since the mid-1960s. Drawing on
that' base, this report focuses on the surge in growth in 1973-74 and considers
Indonesian development needs and prospects in the coming years. '

Recent Economic Experience (1967-72)

2. The Sukarno era left the Indonesian economy with much to overcome.
Particularly during the period of “‘guided democracy” (1954-65), when development
was subordinated to political and military objectives, Indonesia’s economic
performance was poor compared with that of other LDCs. Although others faced
similar obstacles to growth because of inflation and large international payments
deficits, conditions in Indonesia were especially severe, as average real incomes
declined. The effects of this decline were sharpened by the population pressures on
Java, the third most densely populated large area in the world.

3. The abortive Communist coup of 1965 and subsequent fall of the
Sukarno regime provided the sort of clean break with the past that allowed the
introduction of completely new economic policies. Urged by creditors and
international organizations, the new administration of General Suharto embarked on
a major stabilization program and began relaxing some of the controls that had
hobbled the private sector. In a buoyant world economy, results were not long in
coming. During 1966-72, inflation slowed from an annual rate of almost 1,000% to a

low of 4% (see Figure 1). In the same period, real GNP growth climbed to an average

of 6%-7% per year, compared with less than 3% in the early 1960s (see Figure 2).
Gross investment as a share of GNP, encouraged by stability and government
incentives, rose gradually to reach 17% in 1972, more than double the share during
the Sukamo era (see Figure 3).

Engines of Growth

"4, Financial stability was the first priority for Suharto’s new government.
The budget was balanced in 1967, largely because of improved revenuc collection

1

' © CONFIDENTIAL
Approved For Release 2002/02/19 : CIA-RDP86T00608R000600040046-3

T T e - g R B A ST ot e




R

Approved For Release 2002/02/19 : CIA-RDP86T00608R000600040046-3 ~
* )
CONFIDENTIAL .
- Indonesia: Growth of Indenesia: ’
Mouey Supply and Growth of GNP FIGURE 2
Consumer Prices FIGURE 1 ‘
8 » Parcont
1,000 o Percont 7
[ )
900 6 e
o 4o X
Consumer
800 » ! Prices 3.
i &
1
700 o } o —
| 1962 (64
o
600 o | 2.
' Money Supply 3
500 } 565518 4.75
1 .
“ 1, and the move to put responsibility for its ’5
400 | preparation and implementation in the
hands of a single government agency. :
l: Credit tightened as interest rates were
300 * '% raised to 9% monthly instcad of annually. i
; As a result, the money supply grew only :
130% in 1967, compared with ncarly B
750% in 1966, and its growth continucd :
200 to taper off through 1971. 3 -
5. Determined to give the mar- -
100 ket a chance to work, Suharto adopted a
i gencral policy of decontrol at the same .
[}
; . time. Price controls were limited to a few
L TR ~ ot basic commoditics, and quantitative im- .
:952 64 66 68 70 712 port restrictions were virtually climi-
SB5515 475 ‘ nated. lmport tariffs were raised, and the
‘ export iax lowered. Concurrently, the
2
CONFIDENTIAL
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h ' |
Indonesia: fixed exchange rate system wasreplaed f
Investmont as a by a simpler, mote fexible multiple rate i
Share of GNP Heunt 3 system 1o help dicconrage less eanential 3
i ’ Imports and encoutage exports. A new !
: ' 17 » Porcont . . . !
F : law pranted liberal incentives and assug. '
16 ances to forcipn investors, and forcign
" properties nationalized in 1905 were pe.
turned 1o theit ownere State inductrics,
L previously enjoying favored access to
13 forcipn exchange and subsidized credit,
were foreed to tely mote on their own |
12 tesources for tehabilitation and cxpan.
11 sion. Fusther interedt tate reform in 1768
. brought about a rapid inctease in time . 5
: 10 deposits in state banks,
' 0
i . 6. These palicics restored confi-
: 5 dence for both domestic and forcign
4 ' 1. busincssmen, a point that could soon be ]
" 6 o obscrved in key cconomic dala serics, ]
' Wholesale price increases, which catlicr
| 6o had reflected the strong drive to hoard
4. ‘ goods, bepan to taperoff only a year after
| the major stabilization mcasurcs were
3 introduced, and the relevant price index .
2. actually declincd in 1969, Domestic in-
vestinent jumped 407 in 1968 and contin-
1. ucd to grow more than 20 annually for _
T e T T T Y the rest of the period. In 1968, after
1362 64 66 68 70 72 scveral years of stagnation, direct forcipn
' ; sessir an , investient began an upward trend, Fos- 5 ;
) } cign creditors once apain began to belicve that the Indoncesians could service larper i g
,; ‘ ' amounts of debt, and official long-term loans began a steady climb in 1967, with an f .+ B
: increase for that ycar alonc of $130 million. : e
e
7. Rerzwed domestic stability coincided with a world boom that cased the "‘f‘x
way for Indonesia to expand its cxports nearly 15% annually during the period, an ;}"""
S above-average performance for LDCs in this stage of development. Thus, the export o ok v
: sector, which included traditional agricultural products as well as the more agpressive QL':;,
petroleum industry, was able to make an exceptionally strong contribution to GNP ,’é‘ﬁ,
; growth. A a ;{ ’
K, 3 :“?\f
: CONFIDENTIAL L
3 A -
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Lvotution of National Policy

R With meie rzpid groswth, e nnomi Poliose wepe direstod af g o ing
dnmeetic ctability ntanational pacmente, and e jnttitutinang) chorto cominge
Hefleiting the presse s of oirditorns Cady had oerec v matiee do b gee hedlidingy
and the conservatng philosaphy of I\ advicsr: oo onami Pobiciss tented foy cagoes '
internatinnal wirhenay and domedtic eredit recteamt Thiz finsneial o ™ oatiom

however, often meant limited cippait to aich “prknown’ tiske ac the fatimey g

sthall bsinecaman

9 Althesigh cconomic policies did not deal dite iy with inoge ating
incomes in the acniculnral weotog (where et Indnneaans are cmplovedy o with
providing inhe for the growing uilan population. wme fimated PIOEIESs was made in
thee ateas In keeping with it pohoy tn incicace forcign ey hange revenyoe the
government encoutapsd traditiog ;) aciicultutal cxporte, whigh benefited fagmrs |
who grew thoewe ctops ‘

10. Some proprece wae made foward Freater «elfanfliceney n foods eren
though per capita ice consimption deadily anorased. Commctaial polioes and
EOVCrment atlitudes toward (oreigncse made W ocaact fe bning i necded e ak
and modem techmguee Supperted by new PIectaty policics and nctitutions)
changee. tural  credite for fanners ncreawd SO0 or toughh SO g resl
terme dwring 196870 Together, these facton peemiticd an antroduction of

high-yselding strains on 187 of total nceland. This facilitated 1m 1eacean fice vaclde i
averaping 6% annually duting the petiend despife nearcondang prices , f
. Ne particular program was inctituted in the atics to increase incomes f 2
, or employment  Nevertheles encontaged by povernment palicres, ncrcaced !
! domcstic and forcirn snvestment boosted manufactuting and construction, which ,
had stagnated dunng the Sukamo years. Growth an thew industhics, and the :
accompanying cxpanvon of the services wetor, provided many new johe * :
12 In shott, the government learred much about the tole of budpets and l ' =
: monclary policy in controlling inflation. Although it did not deal dircctly with the '{ !
; longstanding problem of :cahr_mng"thc domecestic matket in ways that would assure . i
) the most rapid and widespread prowth, the overgll ccononic stability and prosperity *__} é
? £. tended 1o have some positive effect on the hiving standards of many Indoncsians, " ) V
o ) t; « )
{ ; : ‘ ~3~‘
£ [
5 ' ] ' -
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Betidual Prohls e

LR Erocpite the capsideratts Fronemic gaing in thisperied pelatively figste
heads 54 wat mat aramet eome  han probicm: that haes piagurd Indarczis
thiowshant jt: hastog, Articultnee and oo pheriooding gepsained plints ted intay
Pargele asolsted Joo of mmoasl cte bue vz of beth inz P Cquate indeppal transpnrtation 2nd
inTpl gracmment poing prelicies The financig and implementation of poli
works and much sceded improimente in the ot Aational o wrpe gy
inhitited B the weairces and Ik o fraiming of the bytcauciaon Fedirmely iow
lanics for governmont woeboge continged e freesace qoituaplien, 3 p:n!\frm as
intenes in Indonesia atin othes nateone of Nesithicass Acia Heany petiance on fnicign
technicoant was pat matihed by, patalle] effozy 10 byl up indizenoge technical
and adpvinittrative <l In hatl, as has eccusrrd 3 pumbet of fimeg jn Tadanecis,
thete wat tapid growth in cxport ines and national oatdput withogt commenc;sate

di”\ﬂi!‘" "‘ cconamic and v 1al ;\’4»::{':{ amaong e ‘w\‘n;la((

14 Although aspecte of these prableme could be cited imnther LD theis : |
theer ecale and infenaty in Indonrzia pathiculariv on Java make them cipeally {
wtione 23 wourcce of political fepment neeutazed by vidhe wznt of commescial ;
progress, peatante swarmed into Jaioarly thtoughoyt thie praied to help dine s
population up wee 13 millien duting 196772 a0d make it the {1y latgeet citv n :
the developing werld 1 ffoste to accrictate a rather himited bath.conttel pProgram ,
had lullc.ammcl on a population growth tate of ab oyl 2 $% by the end of 1974 i
Developmentain 1971.74
E
15, The moct prominent feature of Indcnesian £ains 0 197174 was the
tise in forcign carnings that accomparnied the booman the ail cector Indoncsiz's net i

carnings from ol taee Anpendiv A) weee up neatly 6007 duning the period, This was
caus~d by dramalic price increates, a change in production-thanny atrangements that
gave the government a larger share of the export revenucs, and an output pain of
29%. Non-oil export commoditics also benefited from strong world demand and )
high prices Export carngs were supplemented by continued latge-scale aid, and the : «

net rosult was a 1607 increase of forcign exchange reserves. . R -
A : 16. The rapid improvement on cxternal accounts permitted preater
~ government spending for consumplion and development, Although budget data are .
! still too sparse to trace the public sector's spending fully, there are some general I

’
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indicatinns of hoow it wac allacated  Portamina ! an mnpatiant contpibmtor o

developmept eposding waz imaadved in g nambeg of larg s projestein he avy industey

and petrochomioats that aleeabad much forcien excbanee Civil eervants calarire
wore incrcand o weveral intenals enet the tetind | ead importe, primants gice,
wets ap dramatioally g the geacinment mned to bild forsd et kpiles ) oertilizey

} impott, which the govctnment epbeidizes alin indteaeed syhtantially.

1. The private «otor wae dow 1o aatch up sith the gapid prace nof

gvetnment ponding Consmptinn gn the pational accounts wenee pose only 37 in '

t 1973 but proatably mare than 1O in 1974 3¢ incene gaing began to Iy disthibuted

| mete widely Impatte of a varicty of consamer goads nceased almnst M6 both

yeare With the cxccption of texhilre, domeeti inductres producing ditectly in

feeponee I spending appeat to have cxpanded condderably fadter than duting

1967572 Foteipn funds antned snunprecedentcd amonnts despite the student upect

: of January 1974 and boosted s cxtment i manufactuting for the growang domestic
markct

18 Even with thic aitee of pending and investment, the growth of
Indoncuan productine capacity cobstantially laeeed the imcome gans R apidly fising

fead phicee atsoad and the weakness of the Indoncuan cential manciary avstem aleo

bk il e

contributed to inflation of about 407 duning 1974, Canwcquently, <tabilization

poliacs te-cmerged as key concerns for the first tune unce the immmediate
post-Sukarmmo day <

Al ™=

.

Growth in Real Outpur ’ :

AR - o

19. Fven discounting the distinctied feature of ntetnational pains, the
pettoelcum sector continued to diow rapid progress that only slackened i mid-1974
Crude ol production towe 2377 an 1973 and another 47 L vear (sc¢ Table ). In
E 1974 the ancrease i canmings retaned by the Indoncsans in the scctor was much
' larper than  the production pain, however. because of new income-shanng

arrangements with foreipn oil companics concluded catly in the veas. For 1974 these
; factors resulted n et returns of $2.2 Mlhon from oil cxports and receipts i
f, kind--$1.6 tillion more than n 1973~ thereby supporting a 307 gan in the R
3 i

R o L

contribution of the mining wctor to GNI? (scc Appendin B). Oil revenues were S

i 1. Pertanuna, Induncua’s 1ateowned ol company, has 8 monopoly aver the refining and ditntution of ) e )
: [ KA
a petrolevm products o the domertic maslet. . LS

2 The impeiur (ot powth on this otder was present even before developments in the Middle Last, but ’ o
the dramatic sty of prace incicases bepnming in Late 1973 caused some acceleration in explotation activities, ) j
toraign oil compamics spent nearly 31 bdbon dunnp the two-year peniod i additmn 1o Pertamina’s own J
] cutlsy of motc thun 3300 milion, W, -

Faar !

[
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tndandceia Fetmboum Froaductinn and fopant | stnirzd
19270 jo 1972 1971 19747
Million Rarrele
Coaede 0d} productinn 1?2 A 1946 AR L0
| KTCRIL A 274 144 Al AAQ
Ceude DR 240 2 170 m
Hefined producie in RY A &h Nt
US S pee Rarrel o
Average price of cude (fo b)) 16 pRL T R7 400 1y
Milliopt’Ss
Value of oil exports 47 AR R77 1.44R 4,690
Net goveenment teceipie 18K 208 un S04 2,104

1. ()5_;'{";:;6A_,ﬁ4|3_(’,:§7guur-;(*ig};}‘u pgip 'npy;uf‘t’u_m.»r-;l ftom Q. prenttfipzed by ot guariet fues
Appradiv A)
2. batimated

aifficicnt to cover two-thitds of total government expeaditures in 1974, comparcd
with one-third in 1973,

20, Hard mincrals pnimanily tin, copper, and bauxite -alwo regastered o
strong peeformance in 1971 but this dowed somewhat an 1974 with indudrial
recession in the principal marxel, Japan. There were no new foreign investiment
approvals in mining duting the period. Edabhidied forcipn mining companics are,
however, pushing forward with surveys, explotation, and development, Alcoa
continucd cxploration and planning for a facility to produce 1.6 million tons of
alumina annually from Iw-prade bauxite sn East Kalimantan. The International
Nickel Company began construction of a plant to praduce mickel matte.

21. The importance of oil and minerals notwithstanding, apnicultural
performance remains the key detgrminant of Indonesian growth. gains here were
encouraging. Favorable weather aided apriculture in 1973, and output increased 6%
over the drought year of 1972, Growth was about the same in 1974, Rice
production rose to 14.5 nutlion metric tons in 1973 and reached 15.3 million tons in
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1974 Produ oo ot 4,00 o0t of e s ti tdemand hoacacr and pmporte in batl
WeaATT owmers g the o goeg o D M E 4 ndiien tenr YW h of the prospoarts aont jnte

ent tiee tte baghat had s cgwn by WEY O o by () tabe g 10 T

vasd iynl\nun:wv:.s oxat PN b oof 150 CEH) e ih- procen e " thece et
and the gomceal o gquacy of gnatict srpphiec bept eedad gie Py SN PY) croagh

bebova goviceninn, ot 4calyp P Y feo ot e reed fog mvagi ot gndrtacntinn

P The faityge 4o achicar the cnal of celfsaffniceoy i tice Ly 1971 04
was s anwd o part by the coarning prroice of {aetfilizet and other (hraseosl inpupts that,
s pite genctrment sabidice, fat sptpacaed canourtent dnogc e g 4 iepprees The
btz of incentine for the farmes b nse (hemig al mpate mcant thtap:e wlural yielde
did ot incroaw a rapidih az planned Alhough the govrpmment sreprorterd abaongt
GOV MY tons in 1971 and soother }ognilaan fone i 174 the avalabilite of
fertilizer at the vallage fovel was hampered b distpibagtion prodlem: 1o ailhing f1om
high transpotlatinn oty poatly located mzsiof autlets, and untise atmaly In
addition, gmcinment pegulations often bmsded festilizet v ta STt ctops and

ateas

R Yet wime pnpattant cteps Secoan Wagn to gnoreacse vaclds [ he tapport
price of paddy wac taerd oy Apnl 1974 10 h("!;w cemprnsate © cmcrs for the
increased coxt efanpute pattioulatiy fertihizer Another price fise went into offect i
Felvuany 1978 In addition, government plans for ancivaang output eald make
Indoncaa wl-wfbiarnt g fertdizer by 1980, even allomang for 53 18 aanusl
NCTaw i corsmphon Decpite the technal prablems imvohed, the conctnment e
Al cicowiapmg e cxtabiniiment of capialantentne fioe esdates by domestic angd
forcign prvate enterpriee Portamina and two U companics ate wathing en an
cdate an wonth Sumatea that sill begin umallscale productian 1974 and
according to prewnt plane will be producing 300,000 tens annually by the end of
the decade Calten e undettalang 3 feautubily study {or 3 wmmlar Project an centryl

Sumatea on a amaller wale

24 The output of other domestic food crops, winle sagnating in 1971,

tow an 1974, <purted by bigher prices and increased acreapes and saclds BIMASS

T The penc of s iv particulatly impotient for stallistian efforte. ab nee pccountr for 3% of the

otof liming indes

4, Rexopmting i comttarmng offect of athficually low officul poe poaces on produchon, the povetnmen:
#80pied 3 mate Beutde e prcing polxy 0 bate 1912 and han allawed the ofliisl <eading prae to e
Padually A borjang with market forces

S, BIMAS 1 oan agriuliural evtenuon propram gruencd 1o help Lrrmars obtain crdit and emptone then
use of angation, fettducry, ch yoclding seed, and now spticultugsl techmques

]
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tegram:s wote cxtendod fn ogn, ¢aitava, warbean: poanats ontfon, and P 4
emallheddor cupat renps Moge alfontorn wat 3l giren to improaaes fertilper andd

inacrtio i hittggbegtine 20 fnn Bainzing mnge jeeizated Land jnto the freoram

24 Aftry vears of ctagnation fraditinmg! Frpert crops toipended well g
the bemermn in wogld cosamodity markste whoo b Daetod theourh the foeit half of 194
Hobbes prodaition, for ceample mas up 15% gn 1977 Fo acsre ealtholidere a
charr in the bercfte of highey fricot mmcatgrce megs falrn {ooneganise farmers inde
pn\ir(t moanazement gt e cetablnndy 3 nagpcdeygs n il sy woadeg w¥iy Jarpe cttates
wrwyfd provide terhnicsl attidtance o analiholders and o izt b terg
coapplating centere fe process faw nategials The gomrtnment 2lan cobeidiscd

high yicldng weodlings for amailbojder: Othey crpett creps geciut

mr palm o] i
eoffer Inbacen, and ¢ npra 2l gegictere d yrc o gl cuntpnid dugeng the oo

on The preduction of timYses the laspest non o) crpatt ogop w2t gp SN
1 197 bt gromth coacd 0 arnund £ in JA474 Cantet of the 2tow doan ing yded
hatip declincean (onsttictinn gn the Umited Mates and Japan and cecriinr cyftyrr
in tecent yeate In tesparnts o bty thesr faitoe ihe gmcinment enforoed
teductione an outpat in the woond half of lad VAt a tnear gn beepang with (he
feaent tondinore fo div ourape further foteen capital fiem mmang anta (yiting and

torcatnict forcagncre to joint ventures in pros ceung

27, PData collection on manufaciuynng industrase 31 weak gn Indonetis

-~

tecauw much production occute gn unall erdempnisee wattrred osstside the matog

cilice Trogress duting the peniod wae pod pathonlatly amptecence lareely hoegauw of

the duggih porformance nf textiles, gtowth an 19737 wae only 3%, with an upanree
to B7% 107 an 1974 Neaertheless, new capaaty areatedain andusttic: wach as cement,
chemicals. and vehidde aswembly sheuld pave the way for mare tapnd cxpantion of
production in coming yeate ;

Intcrnational i'avments Gaing

-8 The most dndang feature an the 1971 intemationsl pavments pictuie ;

was the unanticipated boost to oul prices, 2 trend that greathy intensificd in 1974 00 . i
accounted for almost half of Indoncsia’s export revenue an 1973 and chimbed to | ; 0
- more than two-thirds i 1974 (scc Table 2) The volume of ol CXPOLis rOse 3 '
dramatic 23%, to 426 million barrels i 1973, Shipments were shightly higher in
1974, but softening demand in the fourth quatter prevented a ugmificant ingrease
over the previous year's exports. Nevertheless, net ol recaipts nearly quadrupled to

®
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Tahte ) }
3
Indenecis Nalance af Paymente Summary {
4
B Millinn 18 §
92 19 1974
Fopoata(fory 1.7%7 2057 .50 f
03 R77 1.148 4,090 :
S o] (124} 1 1472 co 00
Frmguweans (0 £ 1AM DD A0
e8! R A 200
Hoe n-d f.an JAYN 4130
Tesde aeiount 144 2R 1800
EETERN 1) 4.0%1 200
Nem wiil peraic ey RTA YR A N
0 $17 140 2
| FRIETE o gompaey peafite PRl f] AR RNIRE
Fertiom production ¢t mriie o617y ? 170 674
Festzrrs produinen coas 400 147 AR
Cuttent a ;e ng ATK K0S 101 ‘
Private (o137 (ret) 427 A49% 700
IRrect ymvetimwnt frry) pA Pt AN
(htes 162 JOR ;4%
MTszal (ap3t3Y (5e1) 8¢ <40 AL3
Jorsne prante 447 624 PR
Iedtrpsiemens 6? 74 100
Overall halsmce kB2 41 1.144
Net e11008 503 cormntraone ‘ $1 A0 449 y
Chanps 1n 0003 reeesaes? g7 M K8 !
Yeatend reroenen ) $74 RO? | 4‘;‘ E.
i" - "i'""_;’__;?"*"h‘“""—"‘ e e e e e e e — [5
J A st S o2 UL am en it ge Wy tE R
4
§$2.7 Wallon s the avesage phice per bagrel of Indoncuan crude roce 1o neatly $i12 |
from 19 V084 g
i
i
29 The spectacular petrolcum dovelopments tended to mask some sharp i
Eains i other export hoice, which rose above the $2 tallion mash in 1974 despite the g
slowdown in the «wcond half of the year (scc Appendiv C). Morcover, there were
i upns of wime broademing of the cxport base, and investment in key fresource arcas
baghtencd prospects for mote rapid growth with industrial tecovery an the
developed world. '
h .
o 0. Imports (ca.f) reached $2.7 Wlhon n 1973 and increased to an
1 estimated $4.3 bilhon an 1974, reflecting tuoyant domestic demand and high world
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prices. Sharply  gising capital poods and imports, particulatly  for petioleum
praduction, and bigher food and fertilize prices were latpely responsible for this
trend. Alar pitting upward presante on itmpott expenditure was the aceeleration of
development projcctaclated impotts in the Jast quaticr of 1974,

3l Net private capital inflows incteased in both veats, Ditcet investment
in 1972 gcached S290 million and was up 1o $A455 million in 1974, despite new
testrictions on faoteign investment (we Appendix D). Much of this capital s
assacialed with Pettamina investinents, whete the strictures relating to domestic
cauity partiapation or closute of cettain sectors (o forcign investment are likely to
be ignoted,

1 Official capital inflows were some 157 above the previous year's level.
In 1973 the 1GGIE pledged SKI0 million in aid to Indonesia; $624 million was spent
by the end of December. Contrary 1o carher expectations, foreipn aid continued at a
telatively  high level in 1974, despite improvements  in Indoncesia's
talancc-of-pavments and budget positions. Actual expenditure s of 1GGT aid in 1974
weie an edtimated  $S85 milhon, somewhat less than in 1973, However,
dishursements under a Japancse roverpment-to-government loan for development of
the oil «wctor brought another $150 million, for a total of $738 million.

KRS Indonesia paid $124 million on official cxternal debts (principal and
inferest) in 1973 and was scheduled to pay another S145 million in 1974, The
rovernment has failed to respond positively to suggestions by its creditors that debi
repayment be accclerated, o repaysients will most hikely continue to follow the
schedule, Total public debt service” a< a share of pross commodity cxports was

Cabout 7% an 1974, down from 975 the previous year,

4, These payments patterns taken together netted foreign exchangpe
tewrves of $1.5 tillion by the end of December 1974, an increase of S0.7 billion
over 1973, Reserves of such mapmitude- cquivalent to about 4 months' imports—are
a new phenomenon in Indoncua and will undoubtedly be a major factor in donors'
ad decimens in 1978,

& Interpvemmenty) Griwp on Indoncus (1041 memtbers include Austialia, Austtia, Relpum, Canada,
trance, West Cernuany, Jialy, Iapan, the Netherlandr, New Zealand, Switzerland. the Unitcd Kinpdom, and
the United Staten

1. Tha ircludes repayments on ot corpotation kasny ax well a1 official rovernment loans,

n
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Inflationary Pressures

Tr T AL T ey

as. For the first time since 1968, inflation became a serious problem in
1973-74. Prices in Jukarta rose 32% and about 40% in these two years, Some of this
was due to external factors, Inflation for Indonesia's trading partners, compounded
by the effective depreciation of the rupiah relative to the yen, led to higher import
costs. Import prices rose 88% between 1972 and the third quarter of 1974 as
reflected in the following tabulation:

Tz

Index 1972 = 100

LR e

1973 1974
1 110 1 155
1 iz9 Il 181
n 140 I 188
v 160

R

> Tya-

Rice, fertilizer, and cement imports were among the items whose prices skyrocketed,

36. On the domestic side, inflationary pressures were intensificd by rapid
! increases in credit to the private sector and state enterprises, which nearly doubled
in 1973 and continucd an upward trend in carly 1974. The ultimate sources of these
funds were increased non-oil cxport camings and foreign capital, The latter was
attracted to time deposits by high interest rates and the improved credit rating of
private (and Pertamina) borrowers.

e e R

i

e g .y

-y

37, Domestic institutional factors also contributed from the supply side to
inflation. As usual, goods shortages occurred in more remote arcas because of 25X6
incfficient local transportation; credit applications for small businessmen were F
delayed in administrative bottlenccks: and complex customs procedures often

prevented imported goods from getting into the market on schcdule._

,25X6

4

3

£

:’f

38. The various institutional impediments to price stabilization were i

similar to those Indonesia faced in the 1960s. What was distinctive about the }
1973-74 case was that the source of much of the excess liquidity was not l

overworking of government printing presses, but the rapid nct inflow of money from
‘ export carnings. Ncw policies were required to deal with this new source of
.o inflation,

12
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Policy Formulation in the New Environment

39. Because Indonesia’s financial position changed so rapidly in 1973-74, !
the government did not have time to adequately develop-a concerted program to ,
allocate its newfound wealth in a way that would best serve its three major goals: ‘
controlling inflation, reducing income inequality, and providing for long-term -,3"
development needs. The policy mix adopted brought the economy a few steps closer
to cach goal but revealed that the government has yct to decide exactly what its ;
priorities are, .

40. The government, which still accouiits for a remarkably small portion of
national cxpenditures, proved inadequate to the task of acting as a conduit for the
greatly increased export carnings. Despite plahncd 60% increases in both current and
development budgets in 1974 and an 80% pay raise for government workers, the

' most notable event of the period was a shortfall in receipts in late 1974—and
possible deficit—becausc of revenues withheld by Pertamina. Nevertheless, the
government showed some capability in manipulating fiscal policy as demonstrated
by increases in luxury taxes and cuts in taxes.on mass consumption goods. In
addition, the government pressured Pertamina to curtail its foreign borrowing and I
submit to closer scrutiny of its financial activities.

41. Pertamina, vaunted as an apgressive agent of development, expanded its
extrabudgetary role with mixed consequences. With a company budget of $2 billion-
(roughly half the size of the combined current and capital accounts of the national )
government), it continued to move into housing, office buildings, hotels, roads,
fertilizer plants, and metalworking plants. “This further branching out, combined . i
with cost overruns from inflation and a shortfall in projected 1974 oil earnings, _.’f
resulted in a debt crunch with foreign creditors and a $560 million tax delinquency to
the government.

‘ 42. A new monetary policy package directed toward stemming consumer
: credit expansion, increasing domestic savings, and controlling foréign borrowing was
g introduced in early 1974. Interest rates on savings deposits and for some state bank
g lending were increased. Credit ceilings were imposed on commercial banks. Reserve
b requirements for state and foreign banks were increased. Private enterpriscs were
f

|

- required to deposit 309 of all foreign loans in non-interest-bearing accounts with the
Bank of Indonesia. Although these policies were correctly aimed at major sources of
inflation during the period, they were difficult to enforce because the state banks
are powcerful enough to effectively circumvent the will of the central bank when

they wish to do so.

13
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. 43, The government chose not to appreciate the rupiah to promote
increased imports. 1t continued to subsidize food and fertilizer imports, however,
and attempted to streamline the customs burcaucracy to facilitate morc rapid flow
of imported goods into the country. Moreover, capital goods imports for
development projects were accelerated during the last quarter of 1974,

Outlook for 1975-80

44. The economic outlook for Indonesia over the next five years or so appears
bright. During 1975-76, the key stimuli for growth will be continued access to

. foreign capital and incrcasing domestic demand for foods and consumer goods.

Thereafter, industrial recovery in the developed world should again provide the
basis for rapid export expansion. With no sharp breuak in oil prices, Indonesia should
enjoy foreign exchange revenues throughout the period that  will permit average
national output gains of 7%-9% (close to those of 1973-74). Significant as this
performance may appear, it will hardly produce an affluent society; given the
expected population expansion, per capita income in 1980 will be on the order
of $200 to $225 (1974 prices), compared with about $150 at present.

Sector Performance
45. Some of the most important devclopments should occur in agriculture.

After years of erratic support and uncoordinated intervention, the government has
recently allowed greater play for market incentives. Without abandoning this new

“position, it will be taking on greater responsibilities for extension services and public

investment to support farm production. Irrigation, new technology, and credit are
being channeled to other crops after initial concentration on rice. Projects are in
train to bring more land under cultivation in the outer islands and to develop
a number of large rice estates. The government is expected to boost expenditures
in transportation and communications to enhance domestic marketing. Morcover,
domestic fertilizer production — primarily from Pertamina projects - will increase
sharply in 1977 and should rise steadily for the next several years. By 1980, plans
call for an increase of 20%in rice yields as a result of increased fertilizer application,
double-cropping, and expansion of high-yielding varieties, which will make up close
to two-thirds of total acreage, compared with one-third at present. World demand
for food and other agricultural products should begin to rise after the current
recession. On balance, these factors promise agricultural growth on the order of
4%-5%.
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46.  Although petroleum output is temporarily stagnating, there -is cvery
likelihood that jt will shortly begin to move upward. The recent-recf-type discoverics
have the potential to push crude production up to 3 million barrels per day by
1980. The current world recession, conservation measures, and attempts to expand
alternative cnergy sources by developed countries will limit demand in 1975.
Subsequently, the Indonesian government will probably push production as rapidly
as demand allows and is unlikely to participate in formal or informal pror-tioning
schemes within OPEC. Similarly, the fact that 6il company contracts in Indonesia
allow the highest per-barrel return among OPEC countries virtually assures that
the companies will be motivated to maximize production. Around 1978, sales of
liqueficd natural gas (LNG) will begin to zud to petroleum earnings. A 20-ycar
contract has been ncgotiated with a group of Japanese utility and industrial
consumers for 400,000 barrels (crude 'oil equivalent) of LNG per day, worth some
$22 billion (1973 prices) over the life of the contract. Annual growth of encrgy
production during 1976-80 is not likely to fall much below 10% unless oil prices
deteriorate markedly

47. Manufacturing probably will grow faster than in any comparable period
in Indonesian history. Foreign investment interest in non-oil projects showed no
signs of flagging last ycar despite tightening of investment laws, as Japanese
investment approvals alone increased $450 million, or 68% over 1973. Netherlands
approvals also increased by roughly $100 million, and Hong Kong approvals rose
to a total that rivals the United States for second place. Although US non-oil
investment was uown to one-fifth the average. of the past seven years, this tends
to overlook active negotxatlons for multi-million dollar projects in petrochemicals
and mining. Government programs call fqor expansion of manufacturing on a wide
scale. Toward the end of the 1970s, several large industrial projects are scheduled
to come on itream, including fertilizer plants, petrochemical installations, oil
refinerics, and the country's first stecl complex. A variety of installations also will
be opening in processed foods, metal fabrication, finished lumber, and construction
materials. In sum, the government looks for 13% average annual growth in
manufacturing through 1980: allowing for the usual lags in implementing projects,
an estimate of 10% is probably more realistic.

48.  Other economic scctors will respond to this broad growth. Domestic
commerce  should prosper as output increases and transportation and
communications facilitics improve. The tempo of industrial construction will
continue to boom, and there will remain a sustained demand for new office space
and ‘housing. Growth in services will most likely continue its present trend as
incomes rise and increased urbanization affords more opportunity for jobs in the
citics.
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International Payments : . ’

49. .We estimate that Indonesia will require average import growth of 20%
‘ (14%-15% in real terms) to achicve 7%-9% real growth in national output. Although
3 ? this is roughly comparable to what occurrcd in 1967-72, programs to increase
_ domestic production of some consumer and producer goods will allow the capital
E , goods component to grow more rapidly than in the carlicr period. Continued
‘ v emphasis on food output, for example, will greatly reduce the necd for food
imports. Plans to cxpand capacity for fertilizer, cement, chemicals, steel, and sugar
production will allow import substitution in raw materials and intermediate goods.
The result will be capital goods imports rising at a rate of 30% (25% in real terms)
or more, sufficient to support the projected growth path.

50. Indonesia should have little difficulty financing this growth of imports,
even without concessionary aid. We expect rapid increases in both oil and other
. exports once recovery from the current global cconomic recession begins. The only
reasonable contingency that could create serious balance-of-payments problems for-
Indonesia during the next few years would be a major brcak in oil prices. We
do not believe such a break to be likely, at least through 1977; indeed, oil prices |
in 1976-77 are likely to increase at about the same rate as the prices of the goods
Indonesia imports. Beyond 1977, prospects for the international oil market arc
much more uncertain; prices could decline, but, if OPEC sticks together, there
would be strong incentives to push prices up further to relicve the growing
balance-of-payments pressures on many OPEC countries, at least temporarily. ,g

¥ 51. Table 3 presents what we believe to be a reasonable projection of it

Indonesian balance of payments through 1980. It shows continuing surpluses h ¥
" through 1979, with foreign exchange reserves building up to more than $4 billion, ,
or more than two and one-half times the current level. A deficit is projected .
beginning in 1980, but only on the assumption that oil prices remain constant
after 1977, while import prices continue to rise.

52.  We project roughly a doubling of cxports during 1975-80. Oil alone 1w
should bring in $9 to $10 billion by 1980, as production reaches some 2.2 million R
b/d.8 LNG shipments, scheduled to begin in 1978, will further boost carnings. ‘
: Non-oil exports, targeted .for increased diversification in the current development . , L
BN -plan, also have good prospects. The traditional raw material exports such as timber, 1,‘\!,.:\"& 44

8  This output kvel is based on no increase in 1975, o 7% increase in 1976, and a 10% annual increase
N thereafter. . ¢ @f
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Q Table 3 ’
Indoncsin: Balance-of-Payments Projections!
3 .
X . 1974 1975 1976 1977 1978 1979 1980
Million US $ in Current Prices
Exports 6,890 7440 8810 10160 11,710 13,210 14,750
: ‘ " Imports 4320 5,190 6,240 71540 9,020 -10,790 -12920
/ » Trade account 2,570 2,250 2,570 2,620 2,690 2,420 1,830
: : Invisibles -2,761 -2,820 3,030 -3,350 -3,690 -4 060 4,470
- Current account -191 570 460 730 1,000 -1,640 2,640
‘ Capital account? 1,335 1,160 1,250 1,370 1,500 1,680 1,870
| Change in reserves 685 590 790 640 500 40 <770
| Ycarend reserves  * 1,490 2,080 2,870 3,510 4,010 4,050 3,280
‘ Percent
! Inflation rates
3 . assumed for
%, , Oil exports 0 8 5 0 0 0
g Non-oil exports 0 6 6 5 5 5
Nen-oil imports 6 6 6 5 5 5
» 1. These projections arc based on the following real growth rates:
1. Oilexports: 0% in 1975, 7% in 1976, 10% thereaftcr. :
2. Non-oil exports: 0% in 1975, 5% in 1976, 10% thereafter. :
3. «Oilimports: 0% in.1975, 7% in 1976, 10% thercafter. '
4. Non-oil imports: 15%,. .
5. Oil Invisities: 0% in 1975, 7% in 1976, 10% thereafter. (
6. Non-oil invisibles: 11, . :
7. Official capital: -305 in 1975, 0% thereafter. :
8. Private capital: 15%.
2. Including debt service payments. i
!
¥
:' i.
rubber, and hard minerals will expand steadily, especially in view of previous 3’ o
Japanese and US investment in these areas and Indonesia's reputation as a rcliable |
supplicr in both these markets. Light manufactures, chemicals, new food crops, !

and processed fish are among product lines likely to grow more rapidly in coming
years.

§3.  Official capital inflows will most likely level off at about $500 million
annually. Traditional donors will probably decrease their lending to the $300 to
$350 million range in responsc to Indonesia's improved financial conditions. Most
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Cnew loans ate assumed to fake the form of credits from official export hanks
abroad and to be larpely on commercial terms. The remaining $150 to $200 million
will come from drawdowns in the 1GGT aid pipcline, Although there has been
much discussion of development loans with the Soviets and East Europeans, no i
significant commitments have yet been made and such amounts as are received
from the Communists in this petiod will likely temain modest,

54.  Outside of the oil scctor,? private capital inflows should be up about

15% annually, in line with import prowth. Although the projection appears

conservative in view of the 1967-72 average increase of 505, total forcipn

investment in Indonesin has already reached a hiph level - morc than $1.5 billion -

and the capital-intensive mining and forestry scctors are now being closed 1o

. Morcipners. Future private funds will probably be drawn 1o joint ventures in

manufacturing and medium-term loans for development projects in such arcias as

transportation, communications, real estate, and utilitics. Despite new, more

stringent foreign investment regulations, the government will continue to court
forcign investors to help support its ambitious development plans,

Development Consensus and Strategies

55.  Within these broad themes, the particular course aken by the cconomy
over the next scveral years will be strongly infuucnced by the ways in which tie .
Indonesian government adjusts to its new gains. Even this year, with forcipn .
exchange feserves up sharply and the volume of imports growing rapidly, Jakarta
is preoccupicd with an anomalous short-term forcign debt crisis at Pertamina that
can only scrve to remind the Suharto administration of how recently the country
has recovered from the chaos of Sukarno. Spurred by these reminders and by
shrinkages in official aid from the I1GGlI, senior officials can be expected to continue

] major c¢fforts to drum up support abroad among Communist and other i
A " non-traditional donors, and they will behave for some time in ways that highlight
] . the nation's underlying poverty rather than its recent additions to carnings.
‘ ‘ 56.  As the Indonesians become more accustomed to sustaincd growth and , VB
|

greater financial flexibility, various factions will begin to focus on particular R .

3 i development  strategies.  For  the moment, rapid development through o " \
ke ? . . - .
B .
r , ; 9. ‘In keeping with accounting conventions, oil scctor investment, which automatically reverts to Indonesia
T and is written off by the foreten companics when production beging, s included in the invisibles account
\3‘ E in the projections in Table 3, 3
'
s
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. . capital intemive fesomrce investment has captured the attention of most poditicians,
planners, and Pertamina officials, 1 present advisers remain close 1o Suhatto, the
cmphasis on development thtough this toute is likely to continue, gqualificd only
by the concern that forcign exchange holdings he kept faitly hiph,
§7. “There will probably continue to be some social unrest, Rapid prowth
in manufactiring and services and increasing productivity in farming will continue
to encourage further migration of unskilled wotkers to utban arcas, Conscquently,
the slum population of Jakatta and other citics will prow steadily, providing a
stark contrast to improving living <tandatds among employed workers, The most
scrions chstutbance in recent times has come from student apitators, who with
other piessute proups can be expected to exploit the income gap through
demonstrations and other political activitics in coming years. Nevertheless, so long
as the top military leadership maintains its present consensus on poals and methods,
the Subz:to regime should have sufficiently strong hold on domestic order to assure
that thicse intermittent pressures will not significantly alter national economic
policy
.
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APPENDIX A
OIL SECTONR DALANCE OF PAYMENTS

Table A-1 is a smnm:ny of available information on Indoncsia’s vil sector
balance of pavments. A more detailed breakdown was shown in ER R 14.20,
Indonestan Energy Developments, December 1974, The accounting procedure s
that used by the International Monctary Fund. Oil export revenucs are calculated
in pross terms, while company profits and production costs are treated as foreipn
exchange expenditurcs.

Table A1
Indonesia: Net Receipts from Qil Exports

Million US S

1973 1974
Gross vil exports 1348 4.690
Ot imports (c.if.) 43 -200
Invisibles -740 2,296
Forcipn oil company profits 428 -1,038
Foreipn oil company production costs -170 075
Pertamina production costs -142 -583
Net vil exports (net forcign cxchange
receipts from the oil sector) 565 2,194

Oil exports are estimated on a payments basis, assuming an average lag of
theee months from shipment. Thus they represent shipments during the first three
Quarters of the year and the last quarter of the previous year. A further, more
irregular, lag can oceur when Pertamina falls behind schedule in transferring its
tax payments to the central bank. This can cause discrepancics between Indonesia's
actual foreign exchange reserve position and the reserve position implied by the
current and capital accounts. For exumple, on 31 December 1974, Indonesia
reported  $1.492 billion in official reserves, whercas known data would have
suggested o figure closer to S1.8 billion. The "missing" funds are very difficult
to trace, but for accounting purposes are shown in the net errors and omissions
account of Indonesia's balance of payments. Most of the problem is Pertamina's
occasional difficulty in mecting demands from foreign creditors on its income, and
the company has been using some of these funds to roll over short-term debts.
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APPENDIX I8
NATIONAL ACCOUNTS DATA FOR 1074

Beeause ontput data on Indonesia ate somewhat spatse and slow in appearing,
It was necessary to estimate national acconnts for 1974 (sce Table 13:1). For maost
sectors, this required only a relatively straightforward extrapolation of the ontput
scrics and other statistical indicators. In the case of petroleum, the increase in
Indonesia’s shae of carnings and  the conresponding decline in the fotcign
companics’ share result in a much larget growth of the contiibution to pross national
product, which cxcludes the carnings of the forcign companics, than 1o gross
domestic product, which includes these camings.

Table B-1

Indonesia; GNP Growth by Sectos

Percent

Scctor Share Average Annual Rate of Growth

1969 1970 1971 19N 1973 1970 1971 1972 1973 1974

GNP 1000 1000 1000 1000 100.0 7.8 7.0 69 82 88103
Agpticul. .
ture 49 4 478 464 443 432 4.1 1R 2.1 56 5.6
Mining, T 49 4.8 5.6 63 175 55 231 22 30
Manufac.
turing 89 9.0 9.6 94 90 9.7 135 5.2 33 8-10
Construc- :
tion 23 27 30 34 39 256 184 2:2 227 20-25
Transpor-
tation 3.4 3.1 o 39 34 5.5 264 13.0 1.3 5-10
Trade 169 17.7 178 19.1 19.7 128 7.8 148 80 10-15
Scrvices 5.7 55 5.3 5.0 4.7 27 2.6 25 3 4.5
Other 23 9.3 9.5 93 98 8.8 9.0 6.9 6.5 10-12

1. Estimated.
Overall Growth
GNP probubly grew 8%i-10% in ral terms, slightly above the 1973 rate because:

e agriculture again performed well;

2)
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o the mining sector expanded at a record A, with unusual changes in
production<liating, and

® other sectors and cervices expanded in tespanse to higher il and farm
out put,

Sector shates were derived Trom available production and national accounts
data; the methods weed to estimate the prowth tates of vatious components of
fINE are described below,

Agriculture

Apriculture prew an estimated $75-6% as it did in 1973, Rice production was
up S95-077, other food crops continued to recover from the dioupht and to make
gans under agricultural improvement programs, and tumber output rosc about §7/,

Mining

Driven by petroleum carnings, this sector grew 30°0. About 597 of the growth
reflects increased oil output; the other 25%-30%, contract revisions that allow more
of the oil profits 10 accrue to Indonesia. Other mineral production also expanded

-0
Manufacturing

A growth rate of 8:-10% in manufacturing was led by gains in the production
of fertihizer, assembled vehicles. and suto parts. A slowdown in textiles prevented 3
more rupid overall expansion in the sector. Growth in import volume for the first
halt of 1974 - 4077 = suggests that Indonesian producers ure not encountering
sipnificant ditficultics in gining access to raw materials and capital equipment,.

S Construction

Sustained demand for new buildings, factories. and homes should have kept
: the construction industry growing at 20%-25% as in 1973.

Transportation

Lo e e

. Transportation probably again grew in the S9% 1077 range because of expanding
. § production of motor vehicles and increasing emphasis by the government on
; improving local transportation systems.

3 a4
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Trade

Rapidly increasing imports and strong demand should have sopported trade

prowth of 1077187,

Scrvices

Scrvices ate estimated to have prown 47057, <lightly more rapidly  than

population, in support of growth in other sectors,

Other

This sector is estimated to have grown above trend at 105127 as its main

components, banking and public administration, expanded in sesponse to increased

financial activity and higher government salaries,
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APPENDIX C
NON.OLL. £XPORT COMMODITIES
. Non-oil oxpotts in 1974 climbed an cstimated 357, following an BS7 rise
duting the previons year. Most of the incrcase was caused by higher prices as
commaodity markets scmamed relatively buoyant, but many products tepistered
volume increases also (sce Tables C-1 and C:2).
Table C-}
Indonesia: NonOil Exporty
Million US S
Pereent of Total
1972 1973 1974} Exports, 1974
i
Total? 880 1,609 2,200 100
Timbet 229 $74 733 kh)
Rubber 190 192 500 23
: Tin 70 93 162 7
; Coppet s 64 142 6
‘ Palm oil 41 70 140 6
Coffce 77 78. 108 )
Tea . 3 26 41 2
Tobacco 30 40 . 34 2 ¥
Pepper 22 29 27 1
Copra cake 13 17 24 1
Bauxite 6 T 12 l _
Palin kernels 4 S 10 Neg
Copra 4 S H
Other 158 209 267 12 3
i ]
i 1. bEsumated. ‘3‘

2. Because of tounding, components may not add to the totals thown.

: In 1972, timber became Indonesia’s second largest export: it retained the
-' position in 1974, as ¢xport carnings more than tripled the 1972 level. The boom
was causcd by sharp price rises resulting from the revival of Jupanese demand,
increased US demand, and improved, quality control. When demand tapered off
in the second half of 1974, prices fell, but not enough to offset gains carlier in
the year. Such spectacular growth is not likely to continue throughout the decade,
as sharp demand increases wouid be hard to sustain. In addition, the government

27
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Table (.2
Indonesia: Non-Oil Exports!
1974
Thousand Price per
Mctiic Tons? Unit (US $) Million US §
Total 2,200
Timbet 18,8004 39 - . 733
Rubber 800 625 500
Tin 24 6,835 162
Capper 237 600 142
Falm oil 280 500 140
Coffce 115 940 108
Tea .50 816 4]
Tobacco 34 1,000 34
Pepper 17 1,588 27
Copra cake 220 109 24
B-uxite 1,200 10 12
falm kernels 29 345 10
Other N.A. N.A. 267
1. Lstimated.
2. Unless otherwise noted.
3. Because of tounding. components do not add to the total shown.
4. Thousand cubic meters

-

already has plans 1o follow the lead of the Philippines und Malaysia in restricting
cuttings and promoting log processing. The market for processed lumber s a much
. more competitive one in which Indonesia, at least in the short run, will not have
an advantage.

After a long period of stagnation, mibber exports revived in 1973, This was
caused mainly by the doubling of prices, although production expanded 15% as
it became profitable to tap older trees. The revival wae slowed by falling prices
in the second half of 1974, but carnings still were up nearly 30% during the year.
Recent growth in production has come from smallhctders. who produce 70% of
Indonesian rubber. Through the rest of the decade. estates will play a greater role
in growth as more attention has been given to their rchabilitation.

Palm oil and kernels are produced only on ustates, hoth government and
private. Production was up in 1973 us crops recovered from the 1972 drought
and acreages expanded in response to improved world markets. The value of palm

28
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oil exports increased 70% in 1973 and doubled in 1974 as prices remained high.
Palm kernel exports will continue to taper off because the kernels are being used i -
' . domestically in the new crushing mill that opened in October 1973, ' ' .

j | Coffee, primarily Robusta, is grown on estites and small farms. Production H
y o has recovered from the drought of 1972 and increased slightly in 1973. High prices ’
' ' continuced to boost export reccipts in 1974, but the volume of exports remains

constrained by the slow growth in world demand. '

Tobacco production and quality were adversely affected by drought in 1972
and heavy rains in 1973. Some improvement in 1973 was due to the expanded it
usc of fertilizers, improved seed, and irrigation, combined with better weather. i
Export volume was about the same as in 1973. i

Pepper exports have stagnated in recent years because of lack of maintenance, i
fertilizer, and credit and of vulnerability to disease. Export earnings in 1974
dropped slightly. Planned rehabilitation of the pepper industry should result in
export increases in keeping with world market growth of 2% per year by the end
of the decade.

Production of rea is expected to remain constant for the rest of the decade.
Three estates are being rehabilitated, but output on others will continue to decline. :
Export earnings will depend on world prices, which rose at the end of 1973 and y
remained relatively high to increase earnings by nearly 60% in 1974. O

Copra production has been hampered in recent years by drought, ‘pests, and :
aging treés, but there was some recovery in 1974. Exports of copra have been
banned since October 1973 because shortages on the domestic market were causing
severe losses for processing mills and driving up the price of coconut oil. Copra
cake. on the other hand, will continue to be exported and take advantage of higher 2
prices, . ) ?

The state tin enterprise, currently the sole producer in Indonesia, is pursuing A
a vigorous policy of expansion and rehabilitation. Production was up 5% in 1973 é
and another 10% last year. Processing capacity is also being expanded, and by g:}‘ ‘
the end of 1975 Indonesia may be exporting only tin metal. High prices and the il
N end of the International Tin Council quota system should continue to boost cxport L AT
) revenues, which were up an estimated 75% in 1974,

29
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. Freeport Indonesia, Inc., began exporting copper concentrates from Irian Jaya
in October 1972, The volume of exports in 1974 reached 237,000 tons, double
that of 1973. High prices, especially during the first half of the year, brought
an cven greater increase in revenues.

Other non-oil exports, mainly corn, cassava, soybcans, livestock, and fish,
accounted for 127%-18% of the total during the period. The government plans to
further diversify non-oil exports in coming- years, with emphasis on capturing
markets for petrochemicals and light manufactures.

Even with the projectéd improvements in the traditional export commodities,
it is clear they will lag behind the more dynamic oil, mineral, and timber sectors.
This has definitc implications for employment and income distribution. A large
portion of the rural population depeinds on the production of the older
labor-intensive commodity exports for its livelihood. New jobs in expanding
capital-intensive sectors cannot fully absorb the large number of rural unemployed

from the ‘slow-growing traditional export sector, providing yet another obstacle

to narrowing the gap between rich and poor, which is a primary goal of the
Indonesian government for the present five-year plan (April 1974-March 1979).

30
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APPENDIX D

NEW FOREIGN INVESTMENT POLICIES

Three new pronouncements affecting the foreigh investment climate in ¥
[ Indonesia were issued last year by President Suharto. Initially, therc was confusion v
within the government and among existing and potential foreign investors, but now ¥
) it appcars that the new rules will not markedly discourage the inflow of private v
* capital.

In response to strong pressures to increase indigenous ownership in foreign
corporations, the following principles to guide foreign investment were announced
on 22 January 1974:

o all foreign investments should be in the form of joint investments with ' l
Indoncsians, ‘ 5

e the share of ownership by Indonesian nationals in foreign enierprises
should be increased gradually to 51%,

TSR AT TR e e

o the list of industries closed to foreign investment should be extended,

e the tax incentives given to foreign investors should be reduced, and
. o the number of foreigners employed in foreign enterprises should be kept
at a minimum by instituting training programs for Indonesians.

Thus far, there are few specific plans for implementing these principles. The
government hopes to spread the benefits of ownership gradually through
intermediary trustecship or escrow arrangements or by transferring shares to
retirement or weltare funds that benefit indigenous groups. Some tax arrangements
have been changed: Freeport Indonesia, for example, has had to shorten its tax
holiday from three years to one year. Such moves, however, do not appear to
be widespread. Suharto admits privately that he does not want to make foreign
elements feel threatened or to hamper development. Rather, he wants the critics
of foreign involvement in Indonesia to know his intention that the rruits of busmcss
be shared more equitably.

On 26 March 1974, the government announced that a $100 per month head
tax would be imposed on each expatriate employce of foreign businesses that are
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not mecting their oblipations to hire and train Indonesians. Although it has been
interpreted more widely by foreign investors, this regulation is meant to apply
primarily to forestry in which more than 10,000 foreigners work. The real offenders,
however, are not foreign-owned logging companics but Indonesian concessionaires
who_turn over their tracts to Filipino, Malaysian, and Singaporean contractors who
hirc few Indonesians. All foreign investment agreements contain a detailed schedule
for replacement of cxpatriates by Indonesians; most companics are adhering to
these schedules. Political pressures, however, have recently encouraged the
government to convey the impression that foreign investors are breaking the rules.

The third new regulation concerning foreign investment was among the
anti-inflation measures of 9 April 1974. The requirement that 306 of certain funds
borrowed from abroad must be deposited in _non-interest-bearing accounts was
aimed chiefly at forcign companies. This measure undoubtedly had some effcct
on stemming credit expansion, but was dropped in late 1974 when inflationary
pressures abated.

The consensus scems to be that most foreign investors have not been put
off by the new laws because they do not expect them to be strictly enforced.

Unless potential investors are given
more substantial cause to change their perceptions, they will continue to bring
their business to Indonesia.
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The Philippines: Recent Economic g
Performance and Outlook

. A solid cconomic recovery in 1973 and an unexpectedly bright trade picture
for 1974 provide the Philippines with the best opportunity in years to achicve
solid cconomic development.

. Foreign exchange holdings grew by more than US $600 million last |
year. Strong cxport performance again this year will offset higher h
costs of oil and other imports and, with growing capital inflows,
will result in another large international payments surplus,

e Agriculture has recovered from the disastrous floods of 1972. Grain
stocks are still low, but the current outlook is for a 4%-5% increase
in crop production this ycar.

° Industsial production grew 11% in 1973, although growth will slow
somewhat this year because of shortages of some key materials and _ :
& coust squccze, ;

Taking advantage of this good economic fortunc and its greater political
freedom of action under martial law, the Marcos administration has shown
aggressiveness in introducing reforms aimed at resolving some of the more persistent
development problems.

e In the past two years the government at long last has moved
» intensively on land reform. Holdings of tenanted rice and corn lands
R in excess of 24 hectares have been authorized for redistribution,

By January 1974, some 150,000 titles had been transferred to
tenants.

° There has been progress in building up the tax basc. In only two
years, tax revenues as a share of GNP increased from 9% to 14%.
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° Establishment of law and order, especiatly in Manila, as well as

policy-Induced incentives, has attracted more forcipn investment, )
< much of it into export lings, |
Sustaining the momentum  of rrowth over the longer term, however, will ;
require more difficult decisions than the Marcos administration has had to muke
since coming to power, -
,: I Fuither progress in agriculture will require strong price incentives !
1 to farmers, ax well as continued Land reform. This objective would L
tend to conflict with attempts to arrest the crosion of real wages, [
which Manila may consider necessary in order to avoid urban unrest. f
ks %
' e  Curbing inflation may require tightening of credit, which could, i
: ‘ however, slow industrial cxpansion. ’:
‘ ; ' ¥ |
e  Rapid cconomic development, particularly in agriculture, will require k :
a substantial growth of public spending. These needs will increasingly 'f :
~compete with the rising expenditures for national security and will ' L f
require a large expansion of the tax base. :
. &
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DISCUSSION

Introduction

1. Pressing cconomic problems since the declaration of martial law in
September 1972 have not diverted President Marcos from his long-term program
for cconomic and social reform. Since last fall, he has successfully dealt with a
potentially cxplosive situation in Manila brought on by acute rice shortages and
has managed to minimize the impact of petroleum shortages. At the same time,
the power to legislate by decreee has resulted in a flood of reform measures that
dee' with more basic cconomic issus, ‘

2. Many of the reforms would have been impossible in the political climate
preceding martial law. However, with the decline in the political power of some
of the wcalthy families and greater .cconomic policy responsibility in the hands
of capable government technocrats, several far-reaching policy initiatives have
resulted. An ambitious agrarian reform program has had a good beginning, although
it is expected to run into landlord opposition as the time approaches for breaking
up smaller landholdings. Changes in industrial incentives havc improved prospects
for development of manufactured exports. The administrative and financial system
has been completely revamped; tax measures stalled for more than a decade in
Congress are now an integral part of the fiscal system. Rules and regulations
governing forcign investment have becn greatly modificd.

3. A remarkable economic recovery last year, while having relatively little
to do with the reforms, has provided some breathing room in which the
administration can pursuc its strategy for accelerating economic growth and
development and has generated a high degree of optimism regarding Philippine
prospects. This report looks at the persistent problems underlying the mediocre
performance of the Philippine economy in the years Teading up to martial law
and, in light of new corrective policies, assesses the likelihood that the momentum
gained in 1973 will continue.

Persistent Problems and New Policies
Obstacles to Growth
Jllusive Self-Sufficiency in Food

4, Achieving sclf-sufficiency, particularly in rice and corn, is still a major
government objective, important not only to strengthen the balance of payments,
but also as a means of raising incomes for most of the population. Farming and
related activitics account for well over onc-third of GNP, yct the Philippines must
import more than 1 million tons of foodgrains in bad years.

'
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5. Severe setbacks in agricolture slowed propress toward setf~sufficiency and
limited cconomic growth in the years immediately preceding martial law. In 1969-72
the value of crop output increased at an average annual rate of only 2.5% as the
output of rice, the principal staple, dechimed an averapge U5 Stuppish prowth was
the result in part of unprecedented loods and crop discases and in part ol inept
policies such as unnecessarily tight credit, price controls, serious deficiencies in
the distribution of agricultural inputs, and the nonfunding of promised price
supports for high-yiclding varieties (1Y Vs) of rice, The poorest performince came
in 1972 after the worst floods in recent history devastated crops in the major
rice-producing arca of central Luzon only to be followed by widespreud drought
that hit hardest in corn-growing Mindanao. Predictably, the principal impact of
the recent setbacks has been on foodgruins. Major export crops have not been
scriously affected over the last few years and have provided increasing foreign
exchange earnings.

6. The experience of the last few years has been a sobering one for
development planners. In 1967-68 the rapid adoption of HYVs of rice led the
government to expect achievement of self-sufficiency, and the chief concern of
agronomists was finding markets for expanded production. Production setbacks have
demonstrated that.output is still primarily dependent on the weather and that
sustaining rates of technological advance will require more painstaking cfforts than
in the past, particularly expansion of irrigation and flood control facilitics. The
phase of very rapid expansion through the use of HYVs is over. They now blanket
the irrigated arca, which accounts for only one-third of the lowlands paddy arca.
Moreover, yields on' the irrigated area have already declined, in part because of
substitution of new, better-tasting (but lower-yielding) varietics of rice.

Industgial Stagnation

7. Industrial output in the Philippines grew at a modest 6.8% annual rate
during 1967-72. This growth created few new employment opportunities and,
despite preferences in the US market, contributed relatively little to export earnings.

There was, however, rapid growth of industrial exports from a small base after
the 1970 peso devaluation.

8. Several studies of Philippine industrialization have shown that over the
last two decades exchange controls, and later tariffs, fostered the development of
high-cost industries unable to compete in export markets. Most were finishing and
assembling opcrations at a relatively late stage in the production process. A
chronically overvalued peso permitted industry to acquire raw materials and capital
inputs abroad at artifically low cost — thus discouraging linkages with domestic
manufacturers and preventing greater labor absorption ~ while industrial output
commanded high prices and earned high profits in a shcitered market.

2
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9. Iovestment in industry stapnated during 1968-71 and declined sharply !

In 1972, in part because opportunities for easy import substitiution diminished, !

Reflecting this, foreipn investment in manufacturing, quite buoyant in the carly

1960s, showed a net outflow toward the end of the decade. Later, @ slowdown .
in real growth led to slackening consumer demand and substantial increases in idle o
« capacity, i
!.

Inadequate Public Investment 4

El

10. The small size of public development outlays has also tended to brake !a
cconomic growth in recent years. An important factor was the consistent failure
of administration-sponsored tax measures to win approval from Congress, With the !
significant cxception of the export tax introduced in May 1970, virtually all tax i
proposals made in the five fiscal vears leading up to martigl law were defeated, ‘
including a comprehensive tax reform package submitted with the administration's :
FY 1973 budget request.! In FY 1972, tax revenues as a proportion of GNP i
amounted to only 9.5%, onc of the lowest ratios in Southeast Asix. Total public i
expenditures as a percentage of GNP were somewhat higher at 10.5%, but less ;
than onc-fifth of these were for development purposes. As a result, improvements {
in the transport systemn and in irrigation and flood control facilitics have been 1

inadquate for support of an extensive rural development program.
Accelerating Inflation

11. Inflation has been a serious problem in the past several ycars. After rising
an average 11% annually during 1969-72, consumer prices jumped 27% in 1973 (see
Table 1). The underlying pressures in this inflation came from a devaluation in
1970, shbrtages of agricultural commodities in subsequent years, and, more recently, .
a sharp rise in import and export prices. The problem of dealing with’ domestic
inflation has been complicated by ineffective controls, inefficiently administered ‘
subsidies, and world trends beyond Philippine control. : %

12.  Rapidly rising prices have aggravated a longstanding problem of a grossly
distorted income distribution. Low income laborers have been hit hard. Indices
show that real wages of both skilled and unskilled workers have declined drastically
over the past several years. There are no specific data on other occupational groups.
However, the income share of the lowest quintile of the population stands at about
4%, slightly lower than a decade ago. This share compares very unfavorably with
most other developing countrics. Studics suggest also ‘that nutritional standards in
the Philippines are low, even in comparison with other countries in the region
with appreciably lower per capita incomes. While it is hazardous to draw conclusions
from notoriously weak data, an ECAFE study in 1971 attributcd low nutrition

. in part to the pattern of income distribution.

——

T et S e o i

1. The Philippines® tiscal year coincides with that in the United States. The particular tax package noted
here was submitted in May 1972,

Confidential
Approved For Release 2002/02/19 : CIA-RDP86T00608R000600040046-3
e e e ——




Approved For Release 2002/02/19 : CIA-RDP86T00608R000600040046-3

L -

(7]

Confidontial

Table 1

Phitippines: Indexes of Prices and Wages

1965 = 100
Real Wages! Real Wages!
Consumer Consumer
Prices Skilled  Unskilled Prices Skilled  Unskilled
, 1971 Jun 149.1 N.A. M.A. 1973 Jan 168.8 89.8 98.7
Jul 155.3 89.3 98.6 Feb 1694 ° 89.6 97.8
Aug 158.1 87.9 96.4 Mar 171.2 B8.5 90.3
Sep 159.5 87.1 96.1 Apr 175.0 86.8 94,3
Oct 1619 87.6 96.7 May 179.0 85.1 92.5
Nov 160.7 88.4 97.3 Jun 181.4 84.1 90.8
Dec 160.7 88.4 97.2 Jul 184.0 84,7 928
1972 Jan 165.3 87.1 98.9 Aug 194.3 80.4 88.7
Feb 165.2 87.1 99.1 Sep 204.0 76.8 838
Mar 165.2 87.2 99.4 Oct 200.4
Apr 1639 88.3 100.3 Nov 209.0
May 1649 88.2 100.9 Dec 2138
Jun 166.6 87.3 100.0 1974 Jan 2239
Jul 172.0 85.5 94.9 Feb 2252
Aug 177.9 829 91.5 Mar 235.5
Sep 176.8 83.9 92.3 Apr 238.7
Oct 171.5 87.0 96.1 :
Nov 169.3 88.3 97.3 1. Money wage deflated by the consumer price
Dec 167.9 89.3 98.0 index.

*

Economic Reforms under Martial Law

13.  Since martial law was declared. the government has assumed a much more
active role in cconomic development. Recent reforms, although cautious in most
instances, have made a good start in removing some of the obstacles to development.

14. In agriculture, the pgovernment has taken important initiatives, in
particular by attempting to remove some of the institutional barriers to increased
grain production and pushing ahcad with rcform of the tenancy structure. Through
the so-called Masagana 99 program, the government sharply increased credit to
farmers. The program was launched in May 1973 and by the end of the year
380 million pesos (856 million) were added to the nation's agricultural credit
resources.2 The public funds were funneled through the Philippine National Bank,
the Agricultural Credit Administration, and rural banks in order to increase lending

%, Apncultural credit in 1972 Trom public and private institutions amounted to 3.5 billion pesos, or 10.2%
of total domestic credit.

4
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on a no-collateral basis for purchase of farm inputs. The tural banking system
is being primed for a™ mich larper role in apricultural development tinancing, The
Central Bank has introduced special borrowing, and rediscount facilitios for these
banks, and plans are being implemented for a 605 increase in the number of 1atal
banks and for their agricultural lending capability to be more than doubled in
four ycars, In June the posvernment also lifted o 13-year ban on alien participation
in the rice and corn industry, thus lepalizing Chinese involvement in milling and
wholesale trade = a move that should improve marketing and distribution facilitics.
Marcos' ambitious aprarian  reform  program, which he  still considers  the '
"cornerstone of the new society,” although now running into  problems,

+accomplished more in its first year than in all the years since 1963, when the
goal of climinating share tenancy was first established.?

15.  Murcos has also introduced u number of meastres to boost industrial
growth and to reverse the net outflow of foreign investment. Most important from
the standpoint of forcign business interests have been the liberalization of policices
with regard to repatriation of capital and remittance of profits, a broadening of
the Export Incentives Act to include more types of industrics, relaxation of visa
requirements, and creation of a Labor Relations Commission to scttle all labor

disputes.

Q‘
3 16.  Other mcasures aimed at rationalizing the industrial structure seem to
3 } constitute a constructive and pragmatic approach to undoing the years of
i overinvestment in internationally uncompetitive lines. Not yet able to undertake
k fundamental tariff rcforms without severe local conscquences. the Marcos

administration has sought to relieve some of the waste of resources in other ways.
The Board of Investment has been given broader powers in forestalling investment
in "overcrowded" industries? and in channeling funds according to a strategy aimed
at employment gencration, regional dispersal, and cxport growth. In the case of
- textiles, for example, a condition of removing it from the "overcrowded" list was
that 50% of additional capacity must be for export. This approach, of coursc,
continues to run the risk of misallocation through poor administrative decisions
or corruption and is, therefore, only a partial substitute for further tariff reduction
that would force greater production efficicncy.

: 17.  Rcform of the tax structure has allowed broader scope for public
; v investment activity. Tax measures introduced since martial law have markedly
2 increased the government's revenue base. Higher personal income taxes and excise
3 : taxcs, tariff code changes that slightly increased the tax burden on imports, higher

3. For a detailed discussion ol agrarian teform, sce Appendix A.

4. The list of “overcrowded industries™ is periodically revised. It currently includes tin refining; vehicle
and tractor assembly; manufacture of paper, cold rolled steel, festilizer (cacept urca), cement, paint, tires,
copper and steel wire, radios and certain clectrical appliances; processing of coffee, cocoa, soybean oil, and
meat products; and brewing. Sugar milling was recently deleted from this list,

5
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real estate taxes, and o oneshot amnesty tax aimed at delinguent accounts helped
support o 509 increase In public development cash expend ares in FY 1973,
althougli this was mostly for flood rehabilitation. These expenditutes were originally
projected to double in the current fiscal year, but actual cash outlays are likely
to fall well short of this poal in view of the trimming necessaty o reduce
inflationary  pressures. Nonetheless, revenues will far exceed catlier projections,
mainly as a result of an increase in export taxes decreed in February, In FY 1974,
revenues as a pereent of GNP should be on the order of 140/-15%,

Key Elements of the 1973 Performance

i —

18.  The reforms — with the exception of tax measures - contributed little i
to the sharp rise in cconomic prowth in 1973. A weather-induced recovery in |
agriculture and a record surplus in international payments, coming largely from
«sharp price rises on world commodity markets, permitted cconomic prowth on
the order of 87%-10%, up sharply from the 5.5% annual average of 1967-72. Buoyant
; cconomic conditions led to a revival of investment activity. Fixed capital formation
' grew ncarly 8% after stagnating for the previous five years.

Sharp Gains in Domestic Production

B RN :

19.  Agriculture was the key to recovery. The sector (including forestry and
fishing) grew 11%, pushed along by large gains in poultry and livestock output
and particularly in forestry production. Forestry led all other sectors, reversing
its steady decline of the preceding five years. Crops. which account for the bulk

i X’ of production, expanded at a rate of 5,5¢% against near stagnation in 1972, Although 6
rice and corn, the principal staples, made notable gains, these were not realized ,

. A - . . 1

until the last quarter. For most of the year, supplics were extremely tight, Indeed, ‘

in the July-September period rice was in such short supply that city dwellers were
forced to cat a rice-corn mix. Rice imports in the second half of the year amounted
to some 250,000 tons and would have been larger had it not been for world market
shortages.

20. Other scctors of the cconomy, except mining and commerce, also
exceeded their average performance for, the previous five vears. Manufacturing
output rosc 11.1% in 1973 according to revised figures. Large gains were recorded
in metal products, cement, textiles, wearing apparel, and footwear. Many of these
items made important breakthroughs to export markets. Construction, in steady
decline for several years, continued the rapid growth that began after the severe
floods of 1972. )

v
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Record Surplus in International -Payments

it SN o e

21.  The Philippines' international payments improved markedly in 1973. The
overall payments surplus soared to some $665 million, compared with $95 million
in 1972 (sec Table 2). The improvement reflected a strong export performance,

6
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Table 2 ;
’ Philippines: Balance of Payments {
Million US $ '
1 1970 1971 1972 19731 19742
] Goods and services 85 56 .105 398 100
3 Trade balance 7 . 38 -122 275 0
3 Exports (f.o.b.) 1,083 1,148 1,108 1,837 2,600
3 Imports (f.0.b.) 1,000 -1,186 -1,230 1,562 -2,600
g Scrvices 78 -18 17 123 100
2 Transport and insurance 91 77 -87 -128 N.A.
8 , Travel , 67 38 98 60 N.A.
5 ‘ Investment income 130 -101 -125 -112 N.A. !
1 ¢ Services to the United States military K} 36 4] 42 N.A.
1 US veterans' pensions : 64 69 7 74 N.A.
Other -19 17 19 187 N.A.
4y ' Transfers . 55 64 17 159 50
¥ Private 29 34 . 8l 97 N.A.
{ Government 26 30 36 62 N.A.
4 1 Capital 199 - 141 190 184 250
3 Private long term 66 -38 -39 42 100
- Direct investment -25 -1 -11 N.A, N.A. ;
& : Other 91 -37 28  NA. NA. ;
g h . Private short term 76 p 56 64 50 3
g Central government © 39 70 157 78 100 ¥
SDR allocation 18 17 19 0 N.A.
Net eitors and omissions 147 -143 <107 -76 0 ‘}
Moncta:y movements3 22 -6 95 665 400 4
1. Preliminary. 1
2. Estimated. Rounded to the ncarest $50 million. ,i
3. A minus sign indicates an increase in forcign assets of the Philippine banking system, ,3 )
)
substantial gains in services, and an increase in private and official transfers. At ;
' the end of 1973, international reserves amounted to $876 million, compared with

MTEOET

only $288 million a ycar earlier.

22.  Eamings from trade were extraordinarily high, resulting in an estimated
surplus of $275 million in 1973 (compared with a deficit of §122 million in 1972).
Most of the trade surplus — $249 million - was realized in the first half of the
year. Later, gencral import demand and prices began to rise more rapidly, the

. yearend grain squeeze led to a sharp increase in that account, and sugar receipts

. ““ ) fell scasonally during July-October. Overall, however, the most important single
=N clement in the 1973 trade picture was the unprecedented gain in world market
B

prices for traditional cxports, particularly coconut products, logs, and lumber.
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23.  Another notable featurc of the Philippines' international economic
performance in 1973 was the turnaround in private capital flows. Preliminary
balance-of-payments data show a net inflow of $42 million in private long-term
capital in 1973, compared with a new outflow of $39 million the previous year.
Much of the increase probably reflects increased equity investment by foreign banks.

24.  Other key payments accounts generally showed sizable surpluses as well.
Net service receipts increased more than $100 million, despite the curious fact
that carnings on the travel account showed a decline that appeared to conflict

. with reports of an extraordinary increase in tourist arrivals. Large gains were

recorded in private and official transfers, mainly donations for flood rehabilitation.
Quickening Inflation and Incomes Effects

25.  The 1973 recovery was marred by rampant inflation and further erosion
of recal wages. Measures introduced by Marcos in September 1972 to control retail
prices’® were successful for a time: prices actually dropped in the last quarter of
1972 (see Table 2). By early 1973, however, the effectiveness of controls had
dissipated partly because Philippine policies could not cope with international
inflation. Consumer prices rose only slowly at first, mainly in response to higher
costs for imports and goods with a high import content. Inflation sharply
accelerated after midyear, as prices rose for such items as cereals, fish, fruits and
vegetables, clothing, fuel, and utilities. Wholesale prices showed even sharper
increases because of higher weights given to internationally traded goods and lower
weights assigned to price-controlled items. The largest increases werc in
manufactured goods, chemicals, petroleum products, and export commodities that
are also used for home consumption, especially coconut oil. According to official
indices, consumer and wholesale prices were up 27% and 51%, respectively, for
1973 as a whole.

26. As might be cxpected, real wages of urban laborers were eroded
significantly in 1973, continuing the trend for the past several years. At the end
of 1973, real wages for both skilled and unskilled workers in Manila were 207%-25%
below their 1965 level. '

The Qutlook for 1974

27. Continuing price pressures and tight food supplies may pose serious
problems for Marcos, particularly in late summer and early fall, but the overall
economic outlook for 1974 is only slightly less promising than last year and should
still provide the basis for considerable buoyancy in investment. Real growth will
probably slow to about 7%-8%, a still very healthy rate. Exports will again provide

S. Controls cover a very broad list of industrial and consumer goods and services, including utilitics, petroleum
products, fertilizer, rice, corn, sugar, coconut oil, textiles, and bus and taxi fares.

. 8
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: the major impetus. Despite pessimistic Philippine assessments, growth in export

N . . carnings may exceed 40%, even if there is considerable softening of prices in the

-3 ! latter part of the year. It will bc hard to slow inflation, however, because price

‘ 2 increases are being caused largely by external pressures. The erosion of real wages

is fast becoming intolerable and may demand corrective action. Despite good spring
crops, food supplies will remain a problem. Rebuilding of depleted stocks and
o speculative hoarding could causc serious shortages by latc summer. Heavy imports

3 : of fertilizer have improved the outlook for fall harvests. Barring an unfavorable

: ', turn in the weather, growth in crop production should be about 4%-5% for the
i year. Industrial growth will slow somewhat because of shortages of some imported
i materials and squeezing of profits in other arcas by higher costs and price controls.

i Stabilization and Incomes Problems

28. Inflation is certain to be one of the most difficult and politically pressing
! ' problems, The stabilizing effect of good harvests has been less than hoped for,
3 i and prices continued to advance rapidly through the first four months of 1974,
. ! At the end of April, wholesale and consumer prices in Manila were up 70% and
- 36%, respectively, over April of last year.

29. Apart from administered pricing for most consumer goods, the
government's anti-inflation policy has relied primarily on fiscal discipline. A windfall
gains tax on exporters, a tough line on wages, and sluggish implementation of
public works projects have-resuited in a large budget surplus in FY 1974 instead
of the deficit of 2 billion pesos originally projected. The government has, however, 5
been reluctant to risk a slowdown in econoniic activity by imposing stringent credit 5
controls. “At the end of April, commercial bank credit was up 45% over a year
earlitr. ) "

30. In any case, the government has.little leverage in holding down prices
because much of the inflation derives. from world market pressures on ‘
internationally traded goods. There is little indication that these pressures are
abating substantially. Prices remain high for such essential imports as grain, crude
oil, and industrial raw materials as well as for certain export commoditics that
are also consumed domestically. Persistent local shortages of such export items
as sugar and coconut oil, for example, recently forced the government to assume
control of sugar exporting and to pressure coconut oil producers to limit exports.

31. Inflation will hit real incomes unevenly, with particularly sharp impact
in some key areas. Farmers producing a surplus generally will continue to benefit
from high prices for rice, corn, and coconuts, while urban laborers will bear the

. brunt of cost-of-living increases. Recent labor code provisions are peripheral to

. the central issuc of higher wages and are undoubtedly small consolation to workers
who have scen the deterioration in their living standard quicken since Marcos

assumed martial law powers. The labor movement in the Philippines, however, is

.~
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; poorly organized, and its leaders are intimidated by a government with arbitrary
: powers. Apparently, Marcos feels that the risks of civil disturbance at this time .

are not great. Up to now he has granted a minor cost-of-living allowance to civil
servants and has pressured private industry to follow suit. On the advice of Cabinet
ministers, he has remained opposed to raising the minimum wage, hoping that cheap
labor will attract forcign investment. He would probably be quick to reverse his
wage policy, however, in the. event serious civil unrest threatened.

Domesrtic Production
' Agriculture

32.  Grain supplics are tight, and serious shortages are pcssible later in the
: year. Although rice and corn pioduction for the crop yeuar ending in June 1974
{ ) exceeded previous highs set in 1971, the government had been counting on much
larger harvests. The latest estimates put the combined output of rice and corn
some 700,000 tons below original projections, which were probably excessively
b influenced by exaggerated claims for the government's Masagana 99 program.
Reports also claimed. however, that conversion of land to export crops was a
significant offset to the government's drive for greater grain production.6 In any
case, harvests have been inadequate to keep markets well-supplied and to allow
for the necessary rebuilding of stocks after last vear's crop failure. Stocks of both
rice and corn are extremely low. Wheat stockpiles are also well below normal as
a result of price controls that forced millers to cut back on imports. Rice prices,
although well below levels reached last fall, have remained unusually high and in p
April were 68% above a year earlier. Indications are that speculative holdings are é
increasing in anticipation of even higher prices later in the year.

33.  Current market conditions have given the government a bad case of nerves
regarding prospective grain supplies in late summer. It recently issucd an executjve i
order requiring domestic corporations and partnerships with more than 500
employces either to go into rice and comn planting or to import the required grain ' :
o for their employees at the risk of stiff penaltics for noncompliance. It has also
o reversed its import policy. On the basis of original crop estimates, officials had
o earlier decided that imports of rice and corn would be unnecessary beyond amounts
’ already scheduled for delivery by the end of June. Since April, however, the
. . government has been feeling out international grain markets and recently contracted
. for 50,000 tons from China. In addition to large wheat imports alrcady contracted
S for, the government probably will need at least 200,000 tons of rice and 100,000
tons of corn to avert serious shortages in the lean months ahead. These may be
difficult to obtain in the prevailingly tight global markets. Meanwhile, the National
Grains Authority continues its optimistic pronQuncements while cracking down
harder on price-control evaders. .

6. This trend was probably attributable as much to landlord efforts to avoid land reform (sce Appendix A)
as to the increased attractiveness of cxport crops. .
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34. . The outlook for the fall harvest has improved with the heavy deliverics

of fertilizer in the past few months. According to the Director of the Fertilizer
Industry Authority (FIA), inventories are already adequate to meet national demand
through July, which will cover the major planting period, This does not include
dircct imports by end-users. The FIA is still negotiating for about 150,000 tons
for the balance of 1974. Total fertilizer consumption in 1974 is likely to be on
the order of 700,000 tons, less than half domestically produced.

Industry

35. Some slowdown in industrial growth is likely as a result of international
shortages of intermediate goods and industrial raw materials upon which Philippine
industry depends heavily. Consumer goods industries have been affected somewhat
from the tight supply of polyvinyl chloride. Plans to promote the domestic
machinery and clectrical equipment industries are also reported to be experiencing
difficultics because of a decrease in steel supplied by Japan. Some industrial firms
are also expericncing cost pressures, arising in part {rom protective barriers that
force them to purchasc locully produced intermediate goods that are frequently
more expensive than comparable imported items.

36. One key question on inputs at the start of the year was whether industry
would be able to import sufficient fucl. The Philippine government moved quickly
and aggressively to acquire needed oil, and the situation appears to be well in
hand now.” Output in the highly encrgy-intensive cement industry, an exception,
has dropped off seriously because of fuel problems. Domestic fertilizer production
has also been sluggish, but this is only partly the result of limited availability and
high costs of petroleum-based inputs. Lack of production incentives arising from
price controls is probably the more important reason for slow growth in output.
Transportation has also been caught in the inflationary squecze by the combination
of rising fuel costs and controls on prices charged for service. Nonetheless, essential
transport services have not been disrupted. and, apart from cement and fertilizer,
no serious slowdowns have occurred in industry.

37. Changes in general business conditions in developed economies will also
affect foreign demand for Philippine industrial commoditics. Although the economic
slowdown in Japan and the United States appears to have had limited repercussions
thus far, if condition: in these cconomies do not improve, some impact on
Philippine output and eniployment, particularly in the mining and wood-processing
industries, can be expected in the second half of the year. .

38. The investment climate, however, seems to remain favorable. Solid
investment growth seems assured at lcast for the balance of this year, given the
large number of proposed investments in advanced stages. In textiles and garments,

7. Although foreign exchange costs will be very large, the Philippines signed a contract with Kuwait in
February, which brought prospective crude supplies in 1974 to about 65 million to 70 million barrels, compared
with actual deliveries in 1973 of 63 million barzels. .
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clectrical components, wood processing, coconut oil milling, and mineral processing,
new investments aimed at the export market are pending, approved, or in process.
Plant expansions and new investment in the textile industry are well under way,
with many scheduled to commence operations before the end of the year. Recent
investment approvals for production of electrical components will markedly increase
capacity in this industry, where previous export performance has been extremely
poor compared with the relatively new competitors in Taiwan or South Korea.
The government drive to encourage greater domestic processing of local materials
for export drew a quick response from potential investors in wood processing and
coconut oil production. Several Japanese firms are planning joint ventures with
local capital in fully integrated wood-processing facilitics. Current proposals for
new investments in coconut oil production, ecither pending or approved, are
adequate to process ncarly all the exportable supplies of copra. Recent Board of
Investment action virtually closes this industry to further investment. Although
excess capacity continues to limit investment possibilities in some lines (sce
footnote 4), forcign investors, primarily Japanese, are currently exploring
possibilities in mineral processing, steel manufacture, shipbuilding, certain light
manufacturing industries such as footwear and feed milling, and tourist-related
services.

International Payments

39. Contrary to earlier fears, the Philippines should have a large paymeriis
surplus this year. Unusually high prices for most of the country's major exports

should put the trade account very nearly in balance despite a rapidly rising import
bill. .

40.  This outlook should do a good deal to assuage the anxicties of Filipinos
concerned with the effects of fundamental commercial policy questions arising this
year, in particular the impending loss of a very substantial US sugar quota. The
need for new trade concessions from the United States to compensate for the
.recent loss of other preferences in the US market is also less pressing.8

41.  If current prices hold, the tntal import bill may reach 32.6 billion, up
66% over last year. Crude oil imports could exceed $600 million in 1974, compared
with $210 million in 1973, while soaring world prices of chemicals, machinery,
transport equipment, and iron and steel will sharply escalate the import bill for
these essential items. Agricultural imports will also be up because of higher prices
for wheat, cotton, rice, and corn. Export receipts, on the other hand. may also
reach $2.6 billion, up 42% over last year. because of persistently high prices for
the country's most important primary export commodities.? Prices for sugar,

8 The sugar quota ends with the expiration of the US Sugr ‘Act on 31 December 1974. Other Philippine
trade preferences on the US market were finally phascd out in July with the expiration of the 20-year-old
Laurel-Langley Agreement governing economic relations between the two countries. The Vilipinos are very
interested in obtaining new concessions, Wit they recently suspended negotiations on a new economic treaty
with the United States and probably will await resolution of the Trade Reform Act in Congress before resuming
talks. ’

9. For a more detailed discussion of export prospects for the principal commoditics, seec Appendix B.
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coconut products, and logs and lumber have held lip extremely well thus far, Only
copper prices have dropped markedly in recent weeks. Althoupgh some general
softening of prices is expected in the second half of the yeur, most commodity
groups will post substantial gains for the year as a whole.

42.  Net carnings from other current account items probably will decline
somewhat this year. Much of the increased costs of transport and insurance should
be offset by larger carnings from tourism. Tourist arrivals in the first five months
were up 659 over the comparable 1973 period, the result of an improved
peace-and-order situation and heavy government promotion cfforts. Private transfers
on the other hand should decline substantially because of the termination of
flood-related assistance.

‘ 43, The improved outlook for private foreign investment probably will bring
- . in as much as $100 million in long-term capital during 1974 (sce Table 2).
5 ' Businessmen are undoubtedly still wary of the durability of the regime and its
new policies, but these fears seem to be fading gradually. Foreign investment in
banking has alrcady been exceptionally large this.year and probably will be "
accompanied by other long-term gains in the industrial lines noted above. Private
& short-term capital inflows probably will be slightly lower than last year in view !
of new restrictions on foreign borrowing by commercial banks. The country faces ii
a reduction in certain categories of foreign assistance. Official transfers are projected ;
to decline, and it also appears that PL-480 assistance trom the United States will ?
consist of only a small allocation for tobacco imports. On the other hand, foreign
assistance in the form of project loans will be sharply higher. The IBRD has alrcady
approved a loan package totaling $158 ‘million.

° 44, On the basis of these projections, the basic balance could be in surplus
by as much as $400 million in 1974. For international payments alone, it would . ,
appear that the Philippines will have little need to draw upon its greatly expanded
credit lines in order to backstop reserves. It has access to $700 million in long-term
credit lines arranged earlicr with bank consortia in the United States. Europe. and ! 4
Japan in anticipation of serious balance-of-payments pressures. It also has access 3
to $300 million to $400 million in oil credits provided by foreign banks. In addition
the International Monetary Fund has recently approved a standby loan of up to
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- $47 million for meeting international payments over the next year.
;‘ The Longer Term Outlook
S ' ; RO
S 45.  Sustaining growth momenium will require more difficult decisions than g i‘-:
MR Marcos has had to make since he came to office. The recent reforms in the tax 8
3 . _ structure, industrial regulations, and land tenure have by and large hurt only the '« X
¥ very wealthy, whose political influence is sharply diminished. By contrast, food N
Vi shortages and rising prices, which thus far have causcd Marcos few political v
A5 problems, have hit particularly hard in the urban working classes and cven among < anal
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poorer farmers, For the time being, unified labor pressure is lacking, students are
intimidated and have remained quict, and landless fiarmers have been satislicd with
initial progress on land reform, Discontent is growing, nonctheless, and Marcos
obviously cannot afford to risk prolonged social unrest if for no other reason than
that it would quickly crode the confidence of domestic and foreipn investors
painstakingly built up under martial law, Price controls and direct government
1 interventions in marketing, the devices used thus far to cope with threats to living
standards, are at best only stopgaps, Morcover, because of their negative effect
on production incentives, they virtually assure that the shortages will recur.
Although substantial progress has been made in increasing credit to tarmers, much
greater cfforts are needed to improve agricultural extention programs, to increase
3 the availability of agricultural inputs, and to expand irrigation facilitics to provide
1 for dry-scason cropping.

46. Manila will also have to face up to the need for greater monetary and
: fiscal restraint. Although leverage over inflation is limited by external developments,
private credit, which has been expanding rapidly, has become an increasingly
important source of price pressures and “will™fave to be under stricter cémtrols.
A more flexible interest-rate policy is also called for to increase saving and to
maintain the government's domestic borrowing program. Although the government's
budget performance has been good, it is largely the result of growth in revenues
at a rate unlikely to continue. Moreover, security expenditures have risen sharply
and now posc a scrious threat to long-range development goals. Although official
figures put military allocations it less than 15% of the total budget, actual defense
costs are undoubtedly far higher. If the costs of administering martial law and
carrying out mililary operations against the Muslims cannot be contained, the
government will be forced to trade off scarce domestic resources necessary for

* support of a development program.

47. Over the longer term, exchange ratio and reserve management policies
could present problems fur the Philippines. Since April 1972, only very minor
fluctuations have occurred in the peso-dollar exchange rate, even though the
Philippine price level has ir.creased about 50% during this period. compared with
about 10% in the United States. Recent sharp gains in export prices have so
improved the balunce of payments that there is no pressing need for exchange
rate devaluation. Indeed, with forcign exchange reserves growing rapidly, a strong
case can be made to support somet appreciation of the peso in order to increase
imports as an anti-inflationary mcasure. On the other hand. should export prices
break sharply, a peso devaluation may be needed. In either event, past Philippine
governments have been notoriously slow to act on exchange rates, a pattern of
procrastination that has gencrally tended to discourage export growth and foreign
investment in industry. So far, there have been no signs of a better track record
under martial law.

48. The Philippines is nevertheless in a much better position to cope with
temporary balance-of-payments pressures that might result, for example, trom a
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cyclical weakening of demand for primary cxports, While cconomic momentum
would certainly be slowed considerably in the event of a recession in world trade,
the country's much-improved debt structure, greatly expanded credit lines, and
assurances of continued finuncial support from the international community would
serve to cushion the impact. '

49,  Clearly the Philippines now enjoys the best opportunity in years to realize
its full growth poicntial, There is little question that the country has the resources,
both physical and human, to improve upon its rather disappointing performance
over the last decade, The cconomy would have to expand by an average of at
least 5%-6% uannually in order to absorb a rapidly expanding lubor force and to
increasce the standard of living. To ¢ ~hicve such growth will require as a first priority
a very large increase in government expendituies on public works projects, designed
primarily to increase productivity in agriculture. Manila will also have to continue
its shift in emphasis toward export industries so as to increase manufacturing's
sharc of employment and forcign exchange carnings.
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APPENDIX A
‘ ' AGRARIAN REFORM

As testimony to the importance Marcos places on fostering peasant support ,

for his regime, agrarian reform is billed as the "cornerstone of the New Socicty."

Through the 1960s, relatively little attention was given to the plight of the E

sharccroppers by Philippine leaders, including Marcos. The few attempts that were |

made to restructure agrarian society inevitably ended in capitulation to landed "

; interests, Although the current program is now showing signs of faltering, it can
boast remarkable achievements. Although the program is scen as a crucial element i

in the country's drive for self-sufficicncy in food production. for reasons discussed !

. below, its income redistribution effects are likely to be far more important for !

i the foresceable future,

i The goal of converting tenants to ownér-cultivators was established in 1963
_: : with enactment of the Agricultural Land Reform Code but was not pursucd with
) any intensity until 1970, Between 1970 and Marcos' October 1972 decree, lund
‘ reform activities were directed toward the intermediate goal of leasehold rather
than ownership and were limited for all practical purposes to the rice-farming
“‘w population. By the end of 1971, only about 90,000 share tenants had been

: converted to lesscc status, about 70%. of them in the pilot area of Nueva Ecija. ,

The goal of Marcos' program is-theadolition of the share tenancy systeim
on all rice and corn lands, which account for about 634 of the nation's cropland.
Data on the number of tenants and landlords and on the size, distribution, and
location of holdings are inadequate. but it is estimated that the Marcos decree
brought some 1 million tenants on 1.8 million hectares of rice and corn lands
held by some 350,000 landlords within the scope of the program. The Land Bank,
established in 1963, is to be the key agency in transferring funds to landlords.
Landlords are given several compensation options from which to choose: small
T initial payments in cash, supplemented with bonds, government stocks, ¢ * 1anuities,
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Marcos' attempt to accelerate the transition to owner-cultivatorship has been P
successful thus far. There have been isolated reports of landowner resistance, l
g including ploys to avoid land reform by subdividing, changing the status of tenants :
= to agricultural workers, converting rice and corn land to other crops, and outright g

‘ : eviction of tenants, It is difficult to judge how widespread this resistance is because
reporting, apart from government sources, is scant. Nonetheless. it is claimed that
through January 1974 some 150,000 tenants had become landowners through the
program, involving about 270,000 hectares (or an average of about 1.8 hectares
per new owner). The financial base of the Land Bank has been strengthened and,
in a yearend decree, Marcos ordered compensation payments to begin.
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Marcos now finds himself in a rather delicate  political situation. The Jand '
reform decree stipulated that landlords will be allowed to retain 7 hectares if they
, are self-cultivated. Thus far, however, only landholdings exceeding 24 hectares have
. been authorized for distribution, which would cover about 540,000 hectares, or
4 about 30% of the goul, 1t is feared that moving beyond the 24-hectare limit would
1 risk the wrath of an estimated 320,000 landlords, many of whom are said to be
police and military officers or government officials who represent an important .
scgment of the regime's support. Consequently, Marcos ordered an investigation :
on 4 November 1973 into the effects of land reform on owners of 24 hectares

or less.* : g

Even if the decision is made to distribute holdings in the 7-24 hectare range,

it will be nccessary to expand the scope of the program if announced goals are :
to be accomplished. A zero retention limit for landlords was originally proposed ' '
to Marcos in order that all tcnants on rice and corn land be included in the program
B ; and to prevent landlord subterfuge via subdivision to phantoms. This was rejected

as politically unworkable. Even with a zero retention limit, however, it would have
! been impossible to expand the size of tenant holdings beyond the present average
! of 1.8 hectuares. If the 7-hectare retention limit stands and non-tenanted rice and
‘ corn land (two-thirds of total rice and corn land) is exempted. a large number ‘
of tenants would be excluded from the program.. v

Ter.

The effects of land reform in the Philippines are still obscure. There are no
data yet available on the effects of transition to owner-cultivatorship. Morcover,
studies have cstablished no correlation between productivity and the carlier
transition to leasechold. rhe main effect in this case was one of ‘income
redistribution, witl, jessees retaining a much larger share of the harvest. Shifts to .
lessee $tatus did not result in significantly higher expenditures on inputs. This is
possibly attributable to the breakdown of traditional relationships between landlord
and tenant, particularly in the provision of credit. Lessees had difficulty obtaining
loans; whereas, in the sharing system, landlords generally lent money for, or
themselves paid for, farm expenses. Agricultural extension services were also
inadequate to replace the landlord's management function.

Compurisons of the Philippine agrarian reform program with South Vietnam's
remarkably successful land-to-the-tiller (LTTT) program are frequently overdrawn.
The Philippine program has a similar goal, but the circumstances under which land
reform is pursued are quite different. Apart from the fact that the motivation
to succced was much stronger in South Vietnam, where the country's survival hinged

*  The current study ordered by Marcos should shed light on the claim that to proceed with land reform
would destroy part of the regime's political base, As of now, however, there are no adequate daty to substantiate
it. In South Victnam, opposition spokesmen made the same slaim prior to the land-to-the-tiller program,
Opposition was torpedoed, however, when a rescarch unit thoroughly documented the fact that only 10%
of village officials were landlords and only 2% of lundlords were military officers.
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on the defeat of an enemy whose principal appeal was the promise of land, there
are other important differences. According to the best available data, the average
siz¢ of holdings in South Vietnam subject to land reform was more than twice
as large as in the Philippines = 13.5 hectares compared with 5.1 hectares - whereas
the number of tenants affected was slightly smaller. South Vietnam's larger holdings
were in the Southern Region, The Philippine agrarian structure may more closely
approximate central Victnam's where the LTTT program did not comfortubly fit
the situation, because many lundlords were perhaps little better off than tenants,
Studics showed that half of al landlords in central Vietnam were renting only
1 hectare or less to tenant farmers,

The Philippine reform program is more broadly based, with emphasis on credit
and cooperatives. Farmers are required to join a cooperative prior to receiving title
as a means of insuring payments, whereas South Vietnam's peasants were given
land free, with the government assuming the cost of compensation. Provision of
supporting scrvices - critical to the success of the Philippine program - was not
a serious problem in South Vietnam, because landlords did not normally participate
in the production process. The Scuth Vietnamese program also had the advantage
of sophisticated surveying techniques and use of aerial photography.

Most important, perhaps. the success of the LTTT program is attributable
to the decreased attractiveness of farmland under wartime conditions. The war
in the countryside caused large-scale population migration to urban arcas. and this
greatly altered rural Vietnamese society and facilitated land reform. Many landlords
had long before moved to cities because of insecurity : indeed. some had not received
rental income for a decade or more. Few had significant influence in rural areus
or in village or national politics.
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APPENDIX B : |

EXPORT PROJECTIONS

Philippine exports will enjoy rapid growth again this year. Export carnings
this ycar are estimated to be some $2.6 billion, up a remarkable 42% over last
year. This contrasts sharply with pessimistic Philippine estimates of zero export
growth in 1974, made at the end of the first quarter, Presumably, wide disparitics
in price expectations account for the difference between CIA and Philippine
vstimates because our cestimates of annual volume are, if anything, lower than
official Philippinc estimates.

Actual receipts from the four principal export commoditics* amounted to $727
million in the first five months of 1974, as shown in the tabulation below. On
the basis of admittedly scant data, it appears that, except in the case of copper, |
cxport volumes were sharply lower than for the comparable 1973 period. !

Estimated Estimated Actual
Volume Average Price Value
(Thousand Metric Tous) US S per Metric Ton (Miilion US S)

Total 727
Logs and
lumber! 1,050 128 134
Coconut ol 158 928 147
Sugar 700 337 236
Copper P
concentrates 350 600 210 :

1. Thousand board feet,

faan = F S NSEN

For the balance of the year, export earnings for logs and lumber, sugar, and
coppcr concentrates were estimated by assuming that Philippine export prices would.
move in a trend determincd by the current spot price and the futurc price for
yearend deliveries. It was further assumed that shipments of logs and lumber would
accelerate sharply in the latter part of the year, although export volume on an
annual basis would still be nearly 20% below lastyear's. For coconut products.
US Embassy (Manila) estimates of both volume and value were used. These
projections and assumptions yield the following rcsults:

These commoditics alone accounted for nearly 60% of Philippine racrchandise exports in 1973,
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Average Price Value "
. Thousand Metric Tons US $ per Metric Ton (Million US §) i
* !
Total 899 ) ,
Logs and lumber! 1,650 120 198 '
Coconut ofl 292 800 234 a
Sugar 750 352 264 !
Copper |
concentrates 450 450 203

1. Thousand board fcet, i

Earnings from other commodities are estimated to increasc markedly over last

yecar, as follows:
: 1973 . 1974
i
; I Average Average
R Thousand Price Value "Thousand Price Value
g Metric (US S per  (Million Metric (USSper  (Million "
Tons Metric Ton)  US §) Tons Metric Ton)  USS)
{ Total ‘ 774 999
¥ Copra 734 226 166 500 492 246
Copra meal 264 83 22 300 ’ 82 25
Dissicated
coconut 78 423 33 70 929 65
Plywood! 903 64 58 800 87 70 .
Bananas 455 92 42 500 110 55 ¥
Canned "
pineapple 9] 219 20 90 220 20 o
Gold? 469 83 39 500 120 60
All others 394 458 »
1. Thousand board feet, 3
2. Thousand troy ounces. . 3
In most cases, average commodity export. prices for the .year should easily break
previous records, even if prices decline rapidly in the second half as expected.
Export volumes are expected to ‘be sharply lower for copra and higher for meal,
consistent with plans for greater domestic processing. Continued strong demand
is expected to boost earnings for plywood and bananas. Other non-traditional
exports, mainly manufactures such as fabrics, clothing,” wood products, paper
products, furniture, and electrical appliances, should continue to do well from a
low base. °
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EAST ASIA: EXPORTS TUMBLE

Exports of the smaller East Asian countrics -- Taiwan, South Korea, Singapore,
and Hong Kong, - are plummeting, ending more than a decade of rapid expansion.
During the 1960s and 1970s, their exports, mainly light manufactures, expanded
twice as fast as world trade, permitting the cconomics ‘o weather global slumps
with case. The current decline reflects the severity of the present world recession,
and, to a lesser extent, import restrictions in Austalia and Western Europe. South
Koreca and Taiwan have been hardest hit by the trade falloff, while Singapore has
been less affected because of its position as a major entrepot.

The Export Drive

East Asian exports nosedived in the second half of 1974, the volume falliﬁg
at a 30% annual rate. A sharp contraction in US and Japanese demand, particularly
for textiles and clectronic products, was the chief cause. These two categories
account for roughly two-thirds of East Asian exports. South Korea, with 40% of
its sales going to Jupan, has been particularly vulnerable to the Japanese downturn.
The East Asian countrics have not been able to expand their sharc of the shrinking
US market as they did in the 1971 slump. In the past few years, they have upgraded
their product lines and in some instances lost a considerable portion of their cost
advantage because of currency changes. Both developments have been putting them
more directly in competition with US firms.

The timing and severity of the export decline is as follows:

\
~ Taiwan - Export volume begun dropping in the sccond quarter of 1974,
with the annual rate of decline réaching 60% in the fourth quarter. By
carly 1975, volume was 40% below the year earlier level,

South Korca — After reaching an all-time high in mid-1974, export volume
fell at a 23% annual rate in the sccond half. |

.
’

o
Singapore - Export volume climbed through mid-1974, but by ycarend
had dropped more than 107 below the peak.

Iiong Koug ~ Export volume fell off through most of 1974, cnding 10%
below the last quarter of 1973,
. .
Secret
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Fragmentary data indicate that the declines continued for all countries into carly
1975. Textile exports have been hardest hit. In the fourth quarter of 11974, the
value of textile exports was at least one-third below the previous year; the drop
in volume was even greater, Eximrts of consumer clectronics, light machinery, and
most other manufactured goods have also declined substantially,

Domestic Impact

Because of the fall in exports - the engine of growth i these economics -
real GNP in Taiwan, South Korcu, and Hong Kong leveled off or declined in the
sccond half of last ycar. Only Singapore has managed to grow at all since mid-1974.
Unemployment in thc past ninc months has_ steadily risen (particularly in South
Korea) with the reduction in the pacc of key industries. All four East Asian
governments have shifted fiscal and monetary policy away from restraint to
moderate expansion, falling back on the anti-inﬂationary front.

The falloff in domestic economic activity has resulted in a decline of imports
of raw materials, component parts, and intermediate products used largely in the
export-oriented industries. Imports of capital equipment also show signs of
weakening as unused capacity becomes widespread. The volume of imports fell
in the second half of 1974 at an annual rate of 28% below the first half peak.
Because import prices in 1974 rose faster than export prices, the composite trade
deficit jumped $4 billion, to S6 billion. With the exception of South Korea,
financing the deficit has not yet become a major problem. Seoul was among the
largest borrowers from the IMF oil facility las; year and will need additional funds
in 1975,

Outlook

East Asian trade will not revive until late 1975 or carly 1976, after the
expected upturn in US and Japancse demand. Even then considerable time will
be needed for the countrics to regain high rates of trade growth as they make
the necessary changes .in the structure of their exports. We believe the growth
rate of their exports, although below the level of the 1960s, will be amoﬁg the
highest of any regional group. (Confidential)m
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THE SOUTH KOREAN ECONOMY

Current Situation

1. South Korea's economy has been hard hit by the world
economic slump. Although real growth averaged 8.2% last year
all the gain came in the first half. Since mid-1974 output has
stagnated, unemployment risen and inflation soared. Real out-
put this year will increase only marginally, largely because
of sluggish foreign demand for South Korean goods. The payments
deficit, up sharply last year, will bulk even larger this year.
Unless substantial improvements in “he trade account occur in

‘the last half of this year,: flnan01ng the deficit will become
‘increasingly difficult.

The Domestic Scene

2. Real output, after increasing sharply during the first

half of 1974, slumped in the second half and has remained sluggish.

Although official data point to moderate gains in industrial
output since early 1975, most of the increase has gone into
already large producer's inventories. Stock volume is up 18%
over this time last year. Inventories of textile, electronics
products and basic metals are especially large. Even with
continued inventory accumulation, output of many products still
remain only slightly above mid-1974 levels.

3. The slump has pushed the jobless rate to 6.2% at the
start of 1975. Since then the rate has almost certainly increased
somewhat. In addition to job reductions, numerous firms have
cut work hours. Foreign owned firms have faced at least some
government pressure to maintain their work force despite stagnate
output. The number of bankruptcies has also increased sharply
over the past year, although imost have been small-sized operations.

4. Korea's three year-old price spiral remains a serious
problem. During the first five months of 1975, consumer prices
rose at a 37% annual rate, substantially above last year's 25%
rate. Wholesale prices were up 31% (aasnual rate) during January-
May. Seoul's 17% devaluation in December was a chief factor
spurring inflation in early~1975, although rising wage costs
have excerbated the price problem. In addition the Korean econoay
has been hurt by soaring costs for imported manufactured and
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intermediate products coming from Japan and the Unitéd States.
Altogether, these factors have more than offset the decline
in world market prices for key raw materials.

Government Policies

5. Seoul is trying to balance its conflicting goals of
maintaining output and employment while bringing inflation and
a large trade deficit under control. Although holding the
line on some expenditures, the budget deficit this year is
expected to reach nearly $1 billion, compared with $300 million
in 1974. Much of the deficit is diractly linked to increased
government subsidies.on grains and fertilizers. Defense
expenditures are also rising rapidly, financed partly from a

.recently enacted defense tax, applied to several items including

some imports. Public works and welfare outlays are all rising
fairly rapidly.

6. Credit policies, remain fairly easy. Real interest
rates are still negative by a substantial margin and credit
allocation to the private sector is. incieasing. Money supply
has also increased sharply over the past 12 months, largely
because of Central Bank financing of the budget deficit. Seoul
is still providing some industries with special loans to avoid
bankruptcies, although the need for these funds appear to be
diminishing. :

7. So far, Seoul's policy measures have been of more help
in bolstering output than in controlling inflation. As a result,
the government has relied increasingly on direct price control
measures to help slow the inflation spiral. Since late 1974,
Seoul has maintained price controls on a variety of key commodities,
‘ncluding electricity, as well as consumer products. Periodic
increases in controlled prices have been aimed at dampening
demand and improving depressed profit margins. Food prices have
been increased to help finance subsidy programs for farmers.

The Current Account Balance

8. Seoul's most pressing economic problem is the country's
deteriorating trade and payments position. Last year's trade
deficit jumped to $1.7 billion from $560 million in 1973 largely
because of higher oil and other commodity prices. The current

-account deficit totaled $I'.8 billion, up from $309 million in

1973. -We estimate that the current account deficit in 1975

will increase to about $2.2 billion. During the first half of

1975 the deficit totaled approximately $1 billion.
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9. Exports have becen falling since mid-1974. 1In first
quarter 1975 export value was down 12% and volume down 30%,
compared to first quarter 1974. Most of Korea's export short-
fall stems from the economic slump in Japan which absorbs 31%
of Korean overscas sales. Exports to Japan are down 40% this
year compared with last year. Shipments to the United States,
Seoul's largest market, are up only slightly from last year.
Leading indicators, such as letters of credit, are still sluggish

indicating a substantial reccovery in exports is still some months
away.

10. Efforts to stimulate overseas sales thus far have showed
few concrete results. The edge provided by Seoul's 17% Won
devaluation has already been largely lost because Korean inflation
has risen more severely than in Taiwan, Singapore, and Hong Kong.
Korea's chief competitors. Progress in deversifying exports
has also been slow, although Korean sales to OPEC countries have
risen sharply, they still account for a small share of total
exports. Korean suppliers have been hurt by increased trade
restrictions by countries such as Australia and Canada. EC
countries have also made it difficult for Koreans to sell in their
markets.

1l. Despite the slump imports have failed to decline signi-
ficantly in value terms. Initially higher oil and raw material
costs boosted the import bill. More recently, however, the
sharp rise in prices for intermédiate products have prevented
imports from being cut. To help dampen demand for imports,

. Seoul has initiated several measures, including an import deposit
scheme and higher tariffs on certain items. To substantially reduce
purchases from abroad, however, Seoul will have to move more
aggressively to dampen domestic demand. '

Financing the Deficit

12. As a result of Seoul's gond credit rating, last year's
deficit was financed with little d:ifficulty by tripling net
capital inflows over the 1973 level. Long-term capital inflows
accounted for $1 billion and short-term credits contributed
$850 million. For 1975, even heavier foreign borrowing will be
needed. With lenders reluctant to extend long-term funds its
likely that a greater share of more than $2 billion in needed
capital will have to come from short-term borrowing.

13. We think Seoul will probably get by the rest of 1975
without resorting to large foreign exchange drawdowns. Although
falling short of requirements, some $1.2 billion in long-term
loans have already been lined up for the rest of the year.

This includes $200 millicn from the United States, $160 million
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from the IMF oil facility, and $300 million in World Bank

Credits finalized last month. The US and Japancse EXIM Banks
have also extended credits. Government delegations have recently
toured Europe and several Middle-East countiics attempting to
round up additional financial assistance and direct investment.

l4. A serious financing squeeze could develop by the start
of 1976 unless the trade and current account deficit is substantially
reduced. At the moment, Scoul is counting on a substantial recovery
in export demand to reduce the deficit and financing requirements.
Recovery abroad, however, is likely to be slower than Seoul
: anticipates. Meanwhile, foreign commercial banks are less than
) ‘ eager to commit large financial resources to Korea until global
economic conditions improve. Thus far, Korea has managed to get
by on the strength of its good international credit rating and
; , low debt service ratio -- still under 15%. To maintain this
position, however, Seoul will almost certainly have to take
stronger actions to bring the deficit in line.
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INDONESIA: SUHARTO TO PRESS CASE FOR AID

President Suharto will underscore the need for continued
JUS economic and military aid to Indonesia during his unofficial
visit on 5 July. He will show particular .sensitivity to the
decline in US financial commitments to the Intergovernmental
Group on Indonesia (IGGI) over the past two years.

Other stops on Suharto's global itinery also feature
aid and trade discussions:

Iran -- a $200 million loan for a fertilizer complex,
and OPEC oil pricing policy;

Yugoslavia -- an $80 million loan for electric generating
equipment;

Canada -- financial participation in IGGI; and

Japan -- government backing for the $900 million Asahan
aluminum and electric power project, and trade prospects,
with emphasis on slumping Indonesian oil sales.

o

" Current Economic Situation

The Indonesian case for increased foreign financial backing
on a concessional basis has weakened in recent years. Eight years
of Suharto government have brought solid and sustained economic
gains, with annual growth in real GDP ranging from 7% to 10%.

The gush of o0il revenues in 1973-75 has added momentum to the
process of growth and augurs well for long-run .financial stability.
: Nevertheless, the country is plagued by widespread unemployment

i 25X6 i and underemployment, lack of social services and educational 25X6
opportunities, pervasive poverty in rural areas, and extreme
population pressure in the central island of Java.

The pace of economic expansion hos been tremporarily slowed
because of world recession. The government's prohlems were com-
pounded when Pertamina, the national oil compal:y, proved. unable
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to repay short-term debts to foreign banks totaling about $100
million. Pertamina also failed to transfer to the Indonesian
treasury hundreds of millions of dollars in tax obligations
funneled to it from foreign oil companics. Arrangements sub-
sequently worked out with foreign bank groups will reschedule
maturities of roughly $) billion in Pertamina notes formerly
due in 1975, Foreign earnings and foreign exchange rescrves

must cover an additional $500 million to €1 billion of 1975
obligations. :

The Pertamina problem. has not fundamentally altered
Indonesia's real growth prospects for 1975 of 6%-7% -- excellent
prospects for an LDC in this year of global rccession. Export

~gains will slow, however, given the soft international market.
Foreign receipts, assisted by capital inflows, will probably
leave foreign exchange reserves near the $1 billion mark.
Manufacturing and construction projects already under way will
continue to stimulate demand and employment. The outlook for
agriculture is favorable notwithstanding recent losses from floods
and pestilence. Stocks of fertilizer and rice are sufficient

to prevent significant shortages.

Outlook, 1976-80

For the remainder of the decade we estimate that Indonesia
will have sufficient erport earnings and capital inflows to sustain
Yeal growth averaging 7% to 9% annually. If, as expected, the
world economy begins to move up again in 1976, export opportunities
will-revive and, in turn, stimulate investment and expansion in
the domestic economy. Crude oil and liquefied natural gas will
be the key foreign exchange earners. Other exports also should"
increase steadily as éfforts continue to diversify production
and to improve the quality of goods.

The government pPreceives a major role for private investment
in national economic developmert. Economic nationalism nevertheless
is likely to lead to further restrictions on sectors open to
foreign investment, to increased taxation, and to more stringent
regulation of marketing arrangements, employment practices, and
wages of foreign companies. We expect the issue of domestic
participation in joint ventures with foreign corporations to be
handled with reasonable flexibility. Efforts to maximize oil

export earnings will continue to make Indonesia skeptical of OP'..
schemes to prorate production.

Support by international lenders and donors reinforces the

favorable prospects for Indonesia. The recent IGGI meeting
pledged another $%00 million in new government aid for accelerated
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’ development aimed at Indonesia's unemployment and income
distribution problems. In addition, previous consortium

& commitments for project aid are sufficient to allow disburse-

3 v ments of $360 million annually for the next five years. Foreign

E bankers and investors, spurred by the oil boom and high investment

3 returns, have been quick to respond to Indonesian capital needs.

8 With Pertamina's short-term debt crisis at least partially resolved,

R ; bank credit should continue to be available,
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SINGAPORE: BRIGHT SPOT IN SOUTHEAST ASIA

Singapore's Prime Minister Lee Kuan Yew, due in town this
week for an unofficial meeting with President Ford, will urge
continued US private investment in Southeast Asia. The strong S
performange of the Singapore economy in 1974 and Lee's natural
sense of independence should minimize appeals for other support.
At the same time, Lee will be able to engage in candid and
w1§g-rang1ng exchanges on such issues as Indochina and US oil
policy.

- Economic Successes

Unlike many Asian countries, Singapore has withstood the
energy crisis and world recession with remarkable success. Real ,
economic growth in 1974 came to an impressive 6.8%. Although i
well below the 11%-15% annual rates of 1966-73, it dispelle ;
fears of a serious downturn in an économy heavily dependent on !
oil refining, entrepot trade, and financial intermediation.
Soaring prices -- especially for petroleum products -- drove iy
exports up 59% to-$5.9 billidt im the face of a 3% decline in volume. .
Imports rose 63% in value to $8.5 billion, almost entirely the
result of stiff rises in the prices of raw materials and capital
goods. As in the past, the trade deficit was more than offset by
receipts, from services and capital inflows. A sizable overall
payments surplus pushed foreign reserves up to $2.7 billion at

yearend.

i

B
i
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Flexible fiscal and monetary policies have been instrumental {
in assuring comparative price stability and high employment. ;
Consumer prices increased only 13% in 1974. Unemployment decreased
to 4%, compared with 4.5% a year earlier. Even in industries hit
hardest by low export demand, layoffs were limited to 16,000
peisons, many temporary workers brought in from neighboring Malaysia.
The recently announced budget for FY1975/76, while allowing for
some job creation through public sector expenditures, calls for
no appreciable tax increases.

A a Sl e L

Long-Term Factors

Since separation from Malaysia in 1965, the tiny island
republic has capitalized on its strategic geographic position and
outstanding managerial capabilities to become a major  world
trading and financial c<enter., Singapore is the third largest
oil refining center in ihe world and the focus of the Asian dollar
~arket. It has emerced as the principal service zone for oil
exploration and develi:pment in the region. Per capita income
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in 1974 excceded $2,000.
external trade and remains
in world markets.

The economy is highly dependent on
extremely sensitive to fluctuations

For many years, the key to Singapore's development stategy
has been its encouragement of foreign private investment in
export-oriented, labor-intensive manufacturing industries. Through
aggressive government solicitation, tax incentives, and low wage
rates, Singapore has attracted substantial inputs of foreian
capital, the largest share from the United States. By 1974 the
book value of us investment totaled $600 million, mustly in
petroleum refining, electronics, and light manufacturing.

Over the past year, the government has shifted its
l strategy toward capital-intensive, high-technology industries.
i * This move was dictated by rising wage rates and tight labor
markets, which reduced competitiveness in the established
industries. - The government is pushing shipbuilding and repair,
0il equipment construction, and iron and steel in preference to
the slumping electronic, textile, and woodworking industries.
Because of generally slack demand in advanced countries, investors
are not rushing in to these new lines.

" Outlook for 1975

The outlook for this year is for growth of 6% or more, g
the rate depending on global economic conditions in the second .
half. Commodity exports are expected to expand only moderately,
but oil-related service industries should continue to grow in
line with the rapid pace of exploration in the region. Banking
and financial services should also remain strong, particularly i
if OPEC investment funds are channeled into the area, !
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NORTH KOREA: 'SERIOtJS PAYMENT PROBL;

Since late 1974, P'yongyang has experienced a series of
4 difficulties in financing its non-Communist trade. North Korea
g : is now in arrears on a large number of letters of credit issued
‘to Japanese and West European banks.

y : © At the beginning of 1975, North Korea was in default
K ; on $40 million in outstanding loans from French banks.

© North Korea remains delinquent in its payments for a 5
Finnish pulp plant delivered in 1974 despite a recent b
visit by a company delegation to P'ycngyang.

O Several West European banks have restricted lending to
North Korea as a poor credit risk.

Since early 197C the North Koreans have signed contracts L
with firms in Japan and Western Europe for nearly $600 million ‘
worth of industrial plants and related equipment, most of which :
are to be financed by medium-term credits. Whereas trade with ;
the West was roughly in balance in 1970-71 purchases of capital i
goods and grain on credit have subsequently led North Korea to L
run a grqwing trade deficit:

Million US $

1972 75
1973 170
1974 <00

In part, the current arrears in payments stem Zrom
improvident buying of so much equipment and grain.. P'yongyang
overestimated its ability to expand earnings from exports, which
did well until the Western industrial boom turned sour and
prices for principal export commodities fell, 1In addition, the
prohlems reflect poor planning and management on the part of
the North Koreans; their inexperience in Western trade and finance

has been compounded by the inflation in prices of Western imports,
freight services, and credit.

P'yongyang has shown little open concern about these payment
defaults, taking its time responding to inquiries from Western
bankers. It generally has adopted a business-as-usual attitude
in requesting new loans, seeking bids for additional whole plants,
and even attempting to purchase long-range transport aircraft.
North Korea, however, will find it difficult to expand purchases
until its present credit difficulties are cleared up.
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HHONG KONG AND THE GSP

1 .

Per Capita GNP

. Hong Kong's per capita GNP in 1974 was an estimated
. ; $1,600. This substantially exceeds per capita GNP in other
. { nearby East Asian countries. In South Korea and Taiwan, per i
4 : capita GNP last year was $500 and $700 respectively. Hong Kong's i
3 v per capita GNP exceeds that of any country scheduled to receive v

preferential treatment in the US market except that of Argeéntina ;
and Singapore. :

Export Trends

Global exports last year totaled $6.5 billion (including
re-exports), up from $5.5 billion in 1973. Domestic exports are
running about $5 billion annually, consisting almost encirely
of manufactured products. In 1973 overseas sales of these items
equaled roughly one-fiftn of total IDC exports of manufactured

goods. The only LDC's even approaching Hong Kong's share are
Taiwan and South Korea.

Hong Kong's overseas sales are concentrated in a relatively i
few countries. '

0 The United States takes one-third of total domestic exports.

o The UK and West Germany.come next, each taking about 10%.

©0 The Japane.: market takes somewhat more than 5%.

Exports are also concentrated in a few commodity lines. Textiles
and clothing account for roughly 40% of exports. Other light

manufactured goods such as electrusnic products constitute most
of the balance. -

The recent growth in Hong Kong's exports both globally and
to the US market has been substantially lower than those of
other East Asian countries. During 1970-73

0 “.1g Kong's global exports rose 100%; sales to the US
merket rose 50%.

o Taiwan's global exports rose 200%; sales to the US
market rose 220%.
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O South Korean global exports rose nearly 300%; sales
to the US market rose 160%.

o Singabore's global exports rose 130%; sales to the US
market increased 200%. :

Hong Kong's export growth continued to lag behind other East
Asian countries last year, although the difference narrowed
substantially. The colony boosted its sales to the UK market
by 14% while Singapore and Taiwan registered gains of 20% and
18% respectively. Only South Korea continued to expand sales
sharply, by 50%.

Hong Kong's US Exports:

: Exports to the United States totaled $1.7 billion last

b year. Clothing, the largest single item, accounts for rouchly
35% of total sales tc the US market. including yarns, fabrics,
and made-up goods textiles account for about 40% of Hong Kong's
US exports. Transistors account for nearly 15% of exports.
Plastic products, such as toys, dolls and artificial flowers
constitute another 15% of the total. Precision instruments
such as optical equipment, although still a small share have
been the fastest growing export item over the past several
years, roughly doubling in value during the first nine months
of 1974 compared with the same 1973 period.

- SSRGS £ s TR .-

Hong Kong's position in the US market, although slipping,
remains fairly strong. During the first half of 1974 for example,
the colony accounted for 20% of US clothing imports, only &
slightly below the 21% share held in 1970. Although the colony :
has lost ground to smaller East Asian suppliers it has more than
held its own against Japanese suppliers. The Colony's share of
US yarns, fabric and made-up textile imports has doubled since
1970, going from 4% of total imports to 8% last year. Hong
Kong also accounted for about one-fifth of US imports of toys,
gaines and sporting equipment. Last year, despite its small
si.ze, Hong Kong accounted for 3% of total US imports of
manufactured products.

N e e

T

Hong Kong and the GSPp

. Hong Kong's international economic position would not
be serxiously hurt if the Colony is excluded from the proposed
US Generalized System of Prefererces for LDCs. According to
data supplied by the colony, goods eligible for GSP account
for only about 10% of total exports to the US market. Most
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) items are of little significance, with sales to the U5 market oy
g generally running less than $2 million annually. . In terms oo
- i of global exports, the items covered by the GSP account for . 3
g only about 3% of Hong ‘Kong's total overseas sales. ! .
iy

g Hong Kong should do fairly well in the US market whether i
g or not it receives preferences. Although losing ground to i ;
E other East Asian suppliers, the colony maintains a strong g :
competitive edge over Japanese exports of light manufactures .
.to the US market. Wages in Hong Kong average about $0.60 per ’
hour compared with nearly $2.00 in Japan. ‘To meet competition :

i

from smaller East Asian countries the colony has continued to .% i
shift into product lines where price competition is less } .
important. Hong Kong, for example, has become a significant ] 4
supplier of telecommunications equipment to the US market. ) ﬁ
: A

Hong Kong has probably not benefited very greatly from 5 A
preference systems adopted by other major nations, including ' b
the EC countries and Japan. In the case of the EC, several 3
major countries have effectively limited Hong Kong's market : :
penetration through a series of formal and informal contracts. ; %
In 1973, for example, exports to France totaled $35 million ; 3
while sales to Italyvere over $40 million. Exports to Japan, ;
although increasing rapidly in recent years, amount ot less 4 .

than $600 million annually, one-third the level of exXports
to the US market. Last year sales to Japan increased somewhat
slower than exports to the United States. :
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been the strong pulling effect of the US and Japanese economies
on one another, and, in turn, their pulling effect on others

in the region. The United States has been the fastest growing
major market for manufactured goods coming from Japan and the
other northern-tier countries -- Hong Kong, Taiwan, and South
Korea. Japan has become the largest market for thé raw materials
of southern-tier countries, such as Australia and Indonesia. The
United States is Japan's leading supplier of both raw materials
and sophisticated manufactures. The other Pacific Basin countries
look mainly to Japan and the United States for imports of
manufactures. ' :
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THE PACIFIC BASIM:* RE-EXAMINING ECOMOMIC TRENDS g
' 1. Since the start of the 1960s the Pacific Basin has §
become increasingly integrated. Underlying the progress has ﬁ
!
i

2. The trend toward economic integration has continued into
the 1970s. Since 1970 trade within the region has risen 30%
annually, reaching $93 billion last year. By 1974, 43% of Pacific
Basin's total trade was within the region itself compared with
40% in 1970. The emergence of the northern-tier countries as
major manufacturing exporters coupled with higher earnings for
raw materials .exporters in the south have been important factors
behind the swelling in trade flows. The United States and. Japan,
however, still account for somewhat more than half of trade within
the region. . .

3. Financial flows within the region have
rapidly since the start of the 1970s. Despite
in Latin America and the Mid-East, about 60% of Japanese foreign
"aid is still directed to Basin countries. A growing share of

also increased

US and Japanese Export-Import Bank credits has also gone to others

in the region. US direct investment in the Basin has risen from
$7 billion in 1970 to $11 billion in 1974, while Japan's equity
investment went from $500 million to some $4 billion. ' A growing
share of capital flows has gone to raw material development
projects in countries such as Australia, Indonesia, Malaysia, and
the Philippines. Japanese investment in the United States has
also become an important factor in recent vears. :

¥The Pacific Basin is defined to include all countries bordering
on the Pacific Ocean, Oceania, and the South Pacific Islands.
Economic relations among American countries are excluded from
the discussion. The northern-tier includes Japan, South Korea,.
Taiwan, and Hong Kong. The southern-tier includes the remaining
countries minus the United States. : ‘
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4, Growing economic interdependence has caused some
friction within the past year or SO. .In large measure,
however, the Problem stems from the‘economic.slump in Japan anq
the US. Their downturn has had ‘a particularly pronounced _
impact on northern-tier countries. South Korea, for example, .
has suffered a 30% drop in export volume during the past : i
12 months largely because of falling sales to Japan. The W
southern-tier countries have algo been hurt by declini i
raw material prices, brought on partly by the fall in Japanese
requirements, Indonesia, the only Pacific Basgin OPEC member,
and Singapore, have continued to do well,

A

ioig o

cEreeEaeE

PR

5. To cope with the problems of interdependence some g i
countries are trying to diversify their foreign economic relations, : ‘
. i : South Korea, Taiwan, and Hong Kong are pPushing for greater access

8 : to the EC market. Australia is seeking to develop non-raw L i
material exports. Sluggish progress with these programs has
prompted some countries to adopt trade restriction measures.

B Canberra, in the wake of surging imports in 1974 that swung
& . the trade balance from a surplus of $2.7 billion in 1973 to a e
4 deficit of $100 million in 1974, placed import quotas on a 5 ]
long list of products, Japan has come under particularly strong |

pressure to ease jitg export drive to Australia ang others in the
region. .

RIS
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A

- 6., Over the longer-term the basic economic patterns already
in train are unlikely to change much. Trade within the region

will continue to expand rapidly although almost Certainly slowing
from the rapid pace of recent years., A major reason for the

ate of growth in Japan.
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In the years
ely to have a significant.impact

+ Nor will recent developments
in Indochina have much impact on the economic forces_at play.

Tve UNITED STATES Anp The Basin:

7. The Basin economy has become increasingly important
to the United States. US sales to the region.grew 25% annually"
between 1970 and 1974, somewhat faster than total us exports.
Last year sales reached $22 billion, one-fifth of total overseas
sales. Shipments to Japan,-Taiwanf‘South Korea, Hong Kong and
Australia have grown especially fast, in line with their generally
strong economic performance. Japan, our second largest customer
after Canada, purchased $11 billion in 1974, about 10% of total
US sales abroad. Foodstuffs account for one~fourth of US sales to
the region. However, Basin countries are an even more important
outlet for US machinery and equipment and other manufactvres.
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. 8. For many Basin countries the United States remains a ,
crucial outlet for their goods. In 1974 Basin countries exported i
$24 billion worth of goods to the United States with Japan ’
accounting for. about half. Although substantially reducing its
reliance on the US market Since 1972, about one-fourth of Japanese
exports still go to the United States. ‘Taiwan, South Korea,

Hong Kong and Singapore also send at least one-quarter of their
exports to the United States. Their total csales of $6 billion in
1974 -- almost entirely manufactured goods -~ were equivalent to
one-third of our purchases from the European Communi. ty.
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: in 1974 and has been growing by almost $1 billion annually since
) the start of the 19704, US investment in Australia alone,

: much of which has been in the mining industry, accounts for
almost one~half of the total. As a result, Australia is the
fourth largest recipient of us investments on a worldwide basis.
, Large US investments have also gone into mining industries in 4
25X60 Indonesia and the South Pacific Islands as well as export-oriented i
manufacturing sectors in South Korea, Taiwan, and Hong Kong. 3
Although investment flows have slowed because of the slump, the j
region remains highly -receptive to US investments.
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“Q 13. The northern-tier countries -- Taiwan, South Korea and
3 Hong Kong ~- are heavily dependent on their. economic ties with

i

13

k<

i

% others in the region, especially the United States and Japan. g
; About 50% of northern-tier exports -- totaling $16 billion in
T 1974 -- go to these two countries. Moreover, almost all the growth

in overseas sales through 1974 has been tied to the US and Japanese :
markets. The United States and Japan are also the chief suppliers i
of manufactured goods as well as investment funds. US sales to i
the group totaled about $4 billion in 1974, about one-fifth of our
total sales to Basin countries.

14. Hard hit by the US and Japanese economic slumps, the
northern-tier countries are trying to diversify their foreign
economic links. Thus far, however, only Hong Kong has been able i
to accomplish much, largely because of its longstanding relationship
with the European countries, especially the United Kingdom and

Germany. South Korea has had only limited success in developing ﬁ
new markets largely because of formal or informal limits placed ;
on Korean goods by West European countries. Despite efforts to &
.attract investment funds from others, Japan and the United States I
remain the chief suppliers to all three countries. ' )

15. Southern-tier countries are more closely tied to Japan’
than any other single country. About 23% of their exports 1in
1974 went to Japan which supplied an even larger share of their
imports. Trade and other economic ties with the United States are
also extremely important to the group. The United States, for
example, is the leading foreign investor in Indonesia, Australia
and the Philippines and has increased its investment stake in
Malaysia in recent years. Trade relations among the southern-
tier countries generally are not particularly important except
in the case of Indonesian-Australian trade.

L

16. Like their northern counterparts, the sou?hern-tier
countries are anxious to diversify their economic l*nks. Both
Indonesia and Australia, for example, are eager to increase
domestic processing of raw materials with an eye towards selling

e o,
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the output to Japan. Although pressures have intensified as a

result of the recent slump in Japanese and global demand for

raw materials, the basic economic ties remain strong. Compared

with other LDCs, those in the Western Pacific have generally »

been less vocal in their demands for commodity and other types %

of agreements to increase raw material export earnings. y
o

Jue RoLe oF CHINA R [
;

17. China has had little impact on overall economic patterns i
in the Pacific Basin. The bulk of its economic ties with the \
region are concentrated on Japan which has captured a substantial /
share of the Chlnese import market. Japanese sales to China . L
reached $2 billion in 1974, substantially more than any other i
country. Longer-term trade prospects are bright given the
favorable outlook for overseds Chinese oil shlpments to Japan
Chinese trade with .the United States, althouqh increasing,
remains relatively small, Trade with others in the Basin, with
the exception of Hong Kong, is of little consequence.

18. Recent development in Indochina are unlikely to have
much impact on the economic trends in the Western Pacific. By
‘the early 1970s most countries in the region had adjusted to
the drop in US military spending in the area. Moreover, with
few exceptions, the Indochina market was never particularly
important to the Western Pacific suppliers. In 1974 total
Pacific Basin exports to Indochina-amounted to only $2 billion.
Excluding the US exports, the total was only about $1 billion.
For Japan the largest supplier, exports to Indochina accounted
for less than 1% of the total overseas sales.
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