CHAPTER 8

INDONESIA

Indonesia’s newly elected President Abdurrahman Wahid faces a tough struggle to restore economic confidence.  The outbreak of violence in East Timor and the secessionist pressures in the Indonesian province of Aceh give the impression to foreign investors that the country is falling apart. 

As if this wasn’t bad enough, a series of banking debacles have also confronted the new government.  The new government must sucessfully deal with the banking mess along with political instability if the country’s fragile recovery is to sustain itself.  

Nosedive. Creating political and economic stability won’t be easy. Indonesia is still digging itself out from the Asian economic crisis. The country suffered through a deep recession in 1998.

· GDP shrank 13.7%, which fanned social and political unrest. 

· The rupiah fell to a low of 17,000 per dollar.

Comeback.  And yet, Indonesia survived the traumatic 1998 recession better than many expected.  In fact, some parts of the country actually prospered in 1999 as the collapse of the rupiah boosted local currency revenues from natural resource exports.  As a result, economic growth figures improved during the first half of 1999.

· Indonesia enjoyed a second successive quarter of growth in 2Q99.   

-
GDP rose 0.5% in the 2Q99, compared with 1Q99 and 1.8% against the 2Q98. 

-
The government revised its GDP forecast upward, from a 1.0% contraction for 1999 to a 0.1% growth. 

Other economic indicators were also positive: 

· May 1999 exports jumped 5% over April. 

•
Indonesia enjoyed its fourth consecutive month of negative inflation in February-May 1999.   
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•
The stock market boomed 80% between  January 99 and late June 99.  

•
The rupiah strengthened to 8,000 per dollar in May.

New Volatility.  Starting in July 1999, however, a series of events sapped investor confidence and threaten to slow down Indonesia’s growth momentum.  Foreign investors were put off by the indecision of the summer’s general election.  As a result: 

•
The stock market fell 14% from its 21 June peak.

During these uncertain times, the market was primarily driven by local investors. 

•
Unfortunately, local investors didn’t have enough resources to move the market up significantly

The Seamless Web.  Foreign investors have mostly stayed on sidelines until the dust settles.  The concerns that foreign investors have about the political instability deter the very capital inflows needed to revive investment and finance the government’s large fiscal deficit.  

At the same time, Indonesia badly needs to create a climate of confidence that would reverse the capital flight that initially sparked Indonesia’s financial turmoil.  

Of course, this seamless web we see today between Indonesian economic weak-ness and political instability is nothing new. We saw this same connection between economics and politics leading up to the 1997 crisis. 

Suharto Era

Suharto’s Legacy.   In fact, the political success of Suharto’s 32-year regime depended on delivering solid economic growth.  For years, 7% economic growth had been more than enough to outpace population growth in the fourth most populous country in the world.  This economic success story had also been enough to fend off any political challenge to his rule. 

But the day of reckoning for all the years of rapid growth and over-borrowing for white elephants finally arrived.  Financial turmoil engulfed the country.

IMF Warnings.  The IMF had given Suharto fair warning. IMF told President Suharto to abandon the mega-projects and make other radical cuts in the budget if he wanted to restore financial stability to the country.   

Of course, the sharp fall of the rupiah also made tightening Indonesian fiscal policy more difficult than in the past, since many of the government budget items were also imports, which then cost 34% more.

Without radical budget cuts, the budget deficit would balloon and would in turn make it impossible to lower interest rates without sending the rupiah on another nose-dive.  In this regard, Finance Minister Mar'ie Muhammad said that the government would face a budget deficit of 9,200 rupiah ($2.50B) unless it made big spending cuts.   

The World Bank recommended that Indonesia lift subsidies on imported fuels such as diesel and kerosene.  According to Bagus Sudiana, the Indonesian Mines and Energy minister, the currency crisis raised the cost of subsidies on imported fuels to 3,000B rupiah, nearly a third more than budgeted for the whole financial year.  Thus, if these subsidies were cut, budget savings could be substantial. 

The problem was that reducing the subsidy was good macroeconomics but bad politics, at least in the short run for President Suharto.  This was because 60% of rural households relied on kerosene for energy and lighting and many of them were poor people who would immediately be hurt by such a subsidy cut. 

The same political backlash occurred whenever the government tried to cut food subsidies.  Sharp increases in basic food prices also hurt the poor in the short run.  In fact, angry students in Jakarta demonstrated outside Bulog (the state monopoly that regulates food prices) demanding the resignation of its director and a price freeze on staple foods.


Suharto’s Downfall.  By this point Suharto was in a rapidly deteriorating political/ economic crisis.  It was also a no-win situation.  The currency crisis ultimately destroyed President Suharto’s moral authority.  Well-run economies do not have to go to the IMF for embarrassing $23B rescue packages.  The social unrest in response to the financial turmoil became an increasingly  strong political challenge to his legitimacy.  In the end, a full-fledged popular uprising ousted Suharto. 

The irony was that Indonesian corporations – whose ineptness at hedging their foreign debt contributed in no small part to the financial turmoil – hedged their domestic political bets and shielded their assets from the post-Suharto government. 

· The Salim Group, Indonesia's largest conglomerate, moved control over $1B worth of equity in a core subsidiary, Indofood Sukses Makmur, to a Singapore-listed company.


This kind of capital flight was not exactly a vote of confidence from the business community that President Suharto would weather the storm.

Habibie Era

The Habibie Transition.   When President Habibie replaced Suharto, most observers expected the worst.  Suharto’s political and financial support for Habibie’s extravagant business interests were considered part of the problem in Indonesia, rather than a solution.  

President Habibie initially confounded his critics. A financial stabilization program was put into place and the economic free-fall was arrested. But recovery took a while and the unfinished agenda was daunting. 

During 1999 Indonesia’s economy moved from depression into recession.   While the overall economy was still grim and violence persisted, President Habibie could take solace from the fact that the economy was much worse in 1998 than in 1999.  

· Back in 1998, prices were soaring and the rupiah was in a free fall. Economic and social turmoil were also triggering political unrest, punctuated by the fall of Suharto. Things were better in 1999.

Financial Stabilization.  While a real recovery was still a long ways off, Habibie’s performance exceeded expectations.  For instance, the macro-economy improved during his transition rule:   

· On IMF advice, Indonesia stabilized its currency through a rigorous monetary policy.  

· Since the rupiah sunk to an all time low of almost RP17,000 per dollar in June of 1998, President Habibie presided over a sharp recovery in the currency. 

Poverty Reduction.  In addition, President Habibie started to take actions to curtail a poverty problem that was worsened by the Asian economic crisis.  For instance: 

· Habibie and the IMF secured $14B of international aid to help finance a budget aimed at limiting the impact of the crisis on the very poor. 

Economic Free-fall Halted.  And as cited earlier, President Habibie deserves credit for generating a number of turnaround economic indicators:      

· After shrinking by 13% in 1998, the contraction in GDP began to flatten out.  

· Interest rates fell from the high 60s in August 1998 to the high 30s.  

· Inflation fell from about 60% in 1998 to an estimated 28% for 1999. 

· The fall in manufacturing output is expected to slow from over 18% in 1998 to an estimated 2% in 1999. 

Financial Train-wrecks. President Habibie left severe problems for President Wahid’s administration.   Standing in the way of a durable recovery are two train wrecks – unpaid private offshore debt and insolvent banks – that President Habibie never addressed head on. 

· The World Bank repeatedly tried in vain to get President Habibie to speed up reforms in these two areas.

Private Offshore Debt. Before the crisis, foreign investors fueled Indonesia’s robust growth with billions of dollars in net capital inflow.  In 1998 there was over $7B in net capital outflow.  Rapid growth is virtually impossible without a return of such capital.  

And yet, President Habibie’s unwillingness to seriously address the mountain of private offshore debt kept potential new investors jittery.

Insolvent Banks. President Habibie also postponed long overdue bank restructuring.  

· He protected a few well-connected bank owners even though it put the banking sector as a whole at risk.  

· President Habibie also discouraged bankruptcy for fear of hurting well-connected businesses. 

Wahid Era

Mr. Wahid’s Presidential Victory.  President Wahid’s victory in October 1999 took financial markets by surprise. His appointment of a relatively inexperienced economic team failed to foster much confidence on Wall Street. 

Investors are also doubtful about how high a priority Mr. Wahid will give to economic restructuring given the immediate need to consolidate his political position. Mr. Wahid’s politics have an economic nationalist strain and Indonesia may become less tolerant of foreigners after recent upheavals, especially in East Timor and Aceh.  

Economic Restoration.  Thus, Mr. Wahid faces a tough struggle to restore economic confidence as political uncertainty and the risk of further violence remains after his surprise victory.

· Until the Wahid administration is properly established there is a high risk that a weaker exchange rate may aggravate the country’s foreign debt problems.

· In addition, doubts over political stability may deter the capital inflows needed to revive investment and finance the government’s fiscal deficit.

· That could leave President Wahid in less of a hurry to accept the advice of international institutions like IMF and to sell state enterprises to foreign buyers.  

President Wahid’s Banking Challenge.  In addition, President Habibie’s dithering over bank reform dealt heavy blows to an embattled banking sector sinking under bad debt.  As a result, Indonesia is way behind Thailand and South Korea in reforming its banks.  

The World Bank has done its best to clean up the mess.  It set up the Indonesian Banking Reconstruction Agency (IBRA) to accomplish three tasks:  

· Eliminate corruption from bank restructuring. 

· Create more transparency in Indonesian banking.

· Ensure the state gets maximum value from the seized assets soon to be sold off.


Unfortunately, the rules were stacked against IBRA: 

· IBRA has been denied the right political cover for the tough decisions required to bring recalcitrant debtors to heel.  

· IBRA has been hampered by its inability to sell bad loans at a discount for fear of letting debtors too easily off the hook.

The recent move by President Wahid to put IBRA directly under his control is a step forward.  But other moves are also necessary if Indonesia expects a durable economic recovery:

· The bankruptcy courts, which have a record of favoring debtors, should be allowed to work.

· IBRA should be allowed to foreclose on loans and recover what it can from the sale of the collateral while still pursuing debtors for the balance. 


IBRA should be obliged to follow clearly defined and transparent procedures that would protect creditors from politically connected debtors.

Corrupt Banking System.  Sadly, the Indonesian banking crisis is not simply a question of getting the banking rules right.  The banking problems in Indonesia reflect deep-rooted financial corruption. In fact, over the years, Indonesia’s banking system has richly earned the reputation as one of the most corrupt in the world. 

The Baligate Scandal.  Particularly demoralizing was the discovery that the IBRA – the institution created to clean up corruption in the financial system – was itself guilty of corruption. The most recent scandal implicating IBRA is consistent with its history of bank corruption:  

· IBRA transferred $114M in government funds to Bank Bali, a recently nationalized commercial bank. 

· $80M “disappeared ” from the books of Bank Bali. The political opposition charges that this $80M was diverted to the Golkar Party, which in turn would use it to finance Mr. Habibie’s presidential campaign.

Impact of the Scandal. 

· Political. Finance Minister Bambang Subianto and Glenn Yusuf, head of IBRA, were both implicated in the scandal. The scandal contributed to Mr. Habibie’s defeat in the presidential election. 

· Corporate.  The scandal has shaken the confidence of foreign investors eyeing the massive assets that IBRA intends to sell.  Bank Bali was due to sell a 20% stake to Standard Chartered.  

· Donors.  The scandal has badly shaken credibility of the World Bank to orchestrate “soft reforms” in the country.

In response, the World Bank suspended loans to the government. This shortfall in funds threatened to put a hole in Indonesia’s budget & undermine growth.

The Financial Ghosts of Suharto.  Unfortunately, the Baligate debacle is only the tip of the iceberg.  For instance: 

•
In November 1999 it was learned that BNI lent an amount equivalent to $1.3B  – or four and a half times its capital – to a textile company with close connections to former president Suharto.  

This revelation is disturbing for two reasons: 

· The fact that the case was not picked up earlier shows how ineffective banking supervision remains in Indonesia. 

· The fact that the BNI was not obliged to give bad loans to IBRA for a financial workout is a reminder of the extraordinary legacy of corruption which confronts President Wahid. 

The Economic Impact.  This revelation also destabilizes the economic and financial picture in a variety of ways:

· As long as decisive action is not taken to clean up the banks, foreign investors will stay away from Indonesia.

· Without foreign investment, Indonesia will be unable to – 

-
Rebuild its economy

-
Pay off its crippling foreign debt.

If this dismal scenario continues, a number of adverse economic trends will develop:

· The exchange rate will suffer.

· Interest rates will rise.

· The huge cost of repairing the banking system will grow even larger. 

While macroeconomic indicators point to a stabilizing economy after the free-fall in 1998, business activity has yet to pick up.

· Most local banks are still too weak financially to be in a position to resume lending activity. 

· If the banks do not start lending again, there will be no multiplier effect on the economy to drive long-term growth.  

IMF and World Bank Aid.  Until Indonesia gets to the point where it can generate its own savings and investment funds to drive growth, it must rely on outside help.  Hopefully, global political support for President Wahid’s new democracy as well as serious efforts from President Wahid to reform the financial system will be forthcoming. 

If so, we can expect IMF and World Bank to resume their aid that was suspended following Baligate revelations.  This aid is critical to foster confidence on Wall Street to resume capital inflows and thereby help finance a high budget deficit, which is expected to be at least 5% of GDP in 1999. 

· The vast sums spent by the government on rescuing an insolvent banking system have created a public debt burden that could be a drag on growth for a decade or more. 

· With new loans from IMF and the World Bank approaching their limit, Indonesia also needs fresh sources of funds to service its foreign sovereign debt of $77B.

· Indonesia also needs to see the return of ethnic-Chinese investors.  
Conclusion. Indonesia must quicken the pace of banking and corporate reform if it is to attract sizable US and European funds to its shores.

Rebuilding East Timor

Coming up with an economic strategy to rebuild an Indonesia sapped by financial turmoil is difficult enough.  But economic strategists who work on this area of the world must also map out a plan for re-building the East Timor economy and its institutional infrastructure virtually from scratch. 

•
The outbreak of violence following the recent “yes” vote for political independence has devastated the East Timor economy. 

•
Indonesian troops and anti-independence militia followed a scorched earth policy when they pulled out from this former Indonesian province.   

•
They destroyed public buildings, looted banks and took most of the civil servants with them. 

Toward a New National Identity.  In addition to inheriting a devastated infrastructure, the government in Dili has broken the umbilical cord to Jakarta.  In the revolutionary fervor of the moment, this state of self-determination no doubt feels exhilarating to Dili. 


But before long, Dili must focus on the mundane business of post-conflict economic development.  The first question that must be addressed is the following:  How does Dili move away from its severe dependency on external support?  Jakarta’s support in the past was striking:

· Jakarta reportedly pumped $100M a year into the province.

· Jakarta provided two-thirds of East Timor’s provincial budget.

Given this over-dependency on Indonesian support, how does Dili develop a more self-reliant national identity? 

The knee-jerk tendency is for East Timor to move away from Indonesia and towards the South Pacific, with which it has ethnic and religious ties.  The problem is the countries of the South Pacific are poor and therefore lack much purchasing power to import large quantities of East Timor products. 

Can East Timor eventually put aside its revolutionary hatred for Indonesia and move on?  Can it identify itself with Southeast Asia, with natural trade ties to Indonesia and the countries that supported Jakarta’s occupation for two decades?  Only time will tell.

In September 1999 key Timorese leader Xanana Gusmao noted at a World Bank meeting that East Timor “must learn from the lessons of other countries, and integrate these with our own unique history and culture."

How does East Timor compare to other post-conflict countries? 

· East Timor is wracked by a legacy of violence like Rwanda.

· East Timor will have all the trappings of a national state, without being one, like Gaza and the West Bank. 

· East Timor will be run for the next few years by UN agencies and troops, like Cambodia in the early 1990s. 

· East Timor’s difficult relationship between armed local leaders and aid officials is likened to the Balkans.

Strengths and Weaknesses.  While such comparisons are useful, ultimately East Timor must follow its own path.  Coming up with a successful economic strategy that works for Dili also requires a dispassionate analysis of East Timor’s national strengths and weaknesses.  

In this regard, East Timor’s advantages include the following:

· Close to developed markets in Australia and South-east Asia.

· Potential EU preferential tariffs for being an ex-colony.

· Developed organic coffee industry with US marketing outlet.

· Potential hydrocarbon reserves in the Timor Gap and other mineral potential.

· Sites for tourism developments on beaches and in the jungle. 

In contrast, East Timor’s dis-advantages include the following:

· East Timor is poverty-stricken. 

-
Per capita GDP was under US$395 in 1997. Approximately 50% of households are clustered around the poverty line.  Key social indicators are extremely low, with life expectancy estimated at 56 years.

· It has low educational levels.

-
Only 41% of the population is literate, primary school enrollment is 70%, and secondary school enrollment is 39%.  

· Its physical infrastructure is inadequate and devastated from the recent conflict.  

-
The transportation infrastructure is limited. The island’s few roads link only the major cities and towns and not the countryside.  East Timor’s rivers and streams are not navigable, and few coastal ports are feasible.

-
Provision of social and economic infrastructure is also low.  Only 29% of households have access to water, only 22% have electricity, and just 49% of villages are accessed by paved roads.

· Dili also has an inexperienced government.

· It has security concerns along the border with Indonesian West Timor. 

· The population is too small to support labor intensive industries.

Agricultural Accent.  All things considered, East Timor’s initial economic focus is likely to be on agriculture.  

· Approximately 90% of the population reside in rural areas.

· 71% of the population derives their primary source of income from agriculture. 

· Most East Timorese live in isolated mountains in scattered hamlets and eating what they grow. 

Dili’s near term agrarian objective should be to develop self-sufficiency in rice and to increase the territory’s $20M coffee exports. 

Other Economic Sectors.  In addition, East Timor hopes to generate revenue from gold, marble and other mineral resources.  There are also plans for eco-tourism.  

Another promising source of revenue down the road will be oil.  But despite probable oil reserves of 325 million barrels and natural gas reserves of about 3,400 billion cubic feet, production will not be ready until about 2004. 

Formulating an Economic Strategy.  The task of rebuilding an East Timor economy and the necessary institutional infrastructure is large.  Are the financial resources sufficient to support rebuilding East Timor?  

· The answer is yes. 

· International financial organizations (such as the World Bank) have ample money to finance the rebuilding of East Timor. 

But the World Bank wants to make sure that East Timor does not turn into a poor- aid-dependent nation for years to come.  How does East Timor avoid such a fate?   

Lessons Learned.  The World Bank has a wealth of experience in similar situations around the globe in the 1970s and 1980s.  One of the valuable lessons the World Bank has learned is that throwing too much money at the problem can do more harm than good.  

•
For instance, too much money going into East Timor too quickly could ruin the social fabric and structure of the country.  

World Bank officials are anxious to avoid “financial overkill.”  For instance: 

· World Bank officials want to prevent a “boom” economy fuelled by temporary services for expatriate international aid officials, that could be followed by an economic “bust” when the expatriate international aid officials depart.

In fact, East Timorese leaders already complain that free spending by westerners has caused inflation in Dili’s markets.  As a result, the World Bank intends to give a measured dose of support.  For instance: 

· It will be careful not to build up an infrastructure and police force and bureaucracy that they can’t support.

One way the World Bank is offsetting the buildup of western services is to downsize the civil service in East Timor.  For instance: 

· The new streamlined civil service in East Timor is likely to be one-third the size of the previous, bloated Indonesian civil service in East Timor, estimated at 33,000 people.   

· The new civil service will have a budget of about $64M compared to the extravagant $116M budget Indonesia used to spend for the old civil service. 

· That’s a welcome change from the 5,000 “ghost workers” whose corruption drained the old economy.


Conclusion.  To sum up, massive international aid infusion could turn out to be a double-edged sword and an obstacle to sustainable economic development if it is not managed correctly. 
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Economic  Indicators





(	Weak economic team


(	Low investor confidence


(	Weak exchange rate


(	High foreign debt


(	High budget deficit


(	Foreign aid freeze
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