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8.1 The Economic Consequences of Political Failure

Indonesia is still in the maelstrom set off by the Asian financial crisis. The political situation is unstable and the economic situation is depressed. However, in a sense, this is the worst of times and the best of times for Indonesia. Constitutional democracy has reappeared after its suppression in 1957 because, this time, the social dissatisfaction with political authori​tarianism has spiraled beyond the control of the army and the bureaucracy. If constitutional democracy can survive its troubled beginning, and go on to establish responsive political institutions and implement effective economic strategies, Indonesia will finally achieve the aspirations of its founding fathers in 1947, and attain the international standing that it deserves.

It is hard to have a more obvious indicator of extreme economic distress than a 36-percent collapse in real fixed investment in one year and a further 21-percent drop in the following year. Such was the dismal economic picture in Indonesia in 1998 and 1999. The financial system is dys​functional: the seven state banks that dominated the financial system before the crisis are now insolvent. The corporate sector is mired in debt, and owners of bankrupt firms are reluctant to embrace formal bankruptcy or to engage in debt-equity swaps because of the possible loss of control over the firms. The hope is that the rupiah will appreciate when political stability is restored, thence the debt-servicing problem will be greatly diminished. However, without a marked improvement in the economy, and with it the generation of economic rents to co-opt political opposition, it is unlikely that political normalcy will return any time soon.

Table 8.1

Indonesia: Pre-crisis situation

	
	1990–94
	1995
	1996
	1997

	Growth rate of real GDP (%)
	7.3
	8.2
	8.0
	4.7

	CPI growth rate (%)
	8.6
	9.4
	8.0
	6.2

	Fixed investment (as % of GDP)
	33.6
	31.9
	30.8
	32.1

	Gross domestic savings (% of GDP)
	32.3
	32.3
	33.2
	n.a.

	Current account balance (% of GDP)
	(2.2
	(3.5
	(3.4
	(3.6

	Reserve money growth (%)
	16.9
	17.8
	35.8
	38.3

	Narrow money growth rate (%)
	15.3
	13.7
	9.6
	33.2

	Broad money growth rate (%)
	24.4
	27.2
	27.2
	25.2

	Government expenditures (% of GDP)
	17.2
	14.7
	14.6
	18.0

	Government budget balance (% of GDP)
	0.4
	2.2
	1.2
	(0.7

	Foreign debt (as % of GDP)
	63.4
	64.6
	59.7
	n.a.

	Debt service ratio for all external debt
	14.4
	13.2
	16.6
	n.a.

	Exchange rate (vis-à-vis US$)
	2,053
	2,308
	2,383
	4,650

	Real exchange rate (1990=100) WPI based
	95.7
	91.3
	80.4
	126.3

	Nominal minimum wage index
	109.7
	138.4
	140.2
	n.a.

	Real wage index
	92.6
	90.3
	84.7
	n.a.

	Value of total foreign debt (US$ billion)
	86.9
	124.4
	129.0
	137.4

	Current account balance (US$ million)
	(2,985
	(6,431
	(7,663
	(4,890

	Capital account balance (US$ million)
	5,158
	10,259
	10,847
	(603

	Foreign direct investment (US$ million)
	1,693
	4,346
	6,194
	4,677

	Export value (US$ million)
	33,132
	45,417
	49,814
	53,443

	Composition of exports, value of highest four exports (1996 ranking, US$ million)
	
	
	
	

	Petroleum and petroleum products
	6,587
	6,444
	7,390
	n.a.

	Articles of apparel and clothing accessories
	4,029
	4,824
	5,321
	n.a.

	Cork and wood manufactures (excl. furniture)
	4,110
	4,664
	4,944
	n.a.

	Gas: natural and manufactured
	4,027
	4,024
	4,595
	n.a.

	Import value (US$ million)
	27,059
	40,630
	42,929
	41,694

	Composition of imports, value of highest four imports (1996 ranking, US$ million)
	
	
	
	

	Specialized machinery
	2,956
	4,016
	4,281
	n.a.

	General industrial machinery and equipment
	2,075
	2,760
	3,154
	n.a.

	Road vehicles
	1,409
	2,639
	2,505
	n.a.

	Petroleum and petroleum products
	1,609
	2,173
	2,453
	n.a.

	Table 8.1 (continued)
	
	
	
	

	
	1990–94
	1995
	1996
	1997

	Exports’ dependence on unaffected markets (%)
	31.4
	33.1
	32.9
	n.a.

	Volume of exports (index)
	138.2
	170.6
	179.2
	230.3

	Volume of imports (index)
	133.9
	196.9
	218.0
	n.a.

	International reserves minus gold (US$ million)
	10,112
	13,708
	18,251
	16,586

	Short-term foreign debt (US$ billion)
	16.2
	26.0
	32.2
	n.a.

	DS Stock Market Index ($)
	48.7
	63.5
	75.4
	20.6

	DS Stock Market Index (local currency)
	54.9
	79.6
	97.6
	61.9

	Jakarta Composite Index (average)
	399.6
	513.9
	637.4
	401.7

	Nominal lending rate (%)
	21.7
	18.9
	19.2
	21.8

	Nominal deposit rate (%)
	17.5
	16.7
	17.3
	20.0

	Non-performing loans (% of total loans)
	8.3
	10.4
	8.8
	9.0


Table 8.2

Indonesia: Changes in labor employment and output composition

	
	Composition of output
	
	Composition of labor force

	
	1986
	1996
	
	1970
	1990

	Agriculture
	24.3
	16.3
	
	66.3
	55.2

	Industry
	33.8
	42.7
	
	10.3
	13.6

	Services
	41.9
	41.0
	
	23.4
	31.2


Table 8.3

Indonesia: Forecasts for the 1999–2001 situation

	Forecasting institution and  date of forecast
	GDP growth (%)
	
	CPI inflation (%)

	
	1999
	2000
	2001
	
	1998
	1999
	2001

	International Monetary Fund, October 1999
	(0.8
	2.6
	—
	
	22.7
	5.7
	—

	HSBC Asia Economic Weekly, January 2000
	0.2
	4.0
	5.0
	
	20.4
	2.0
	7.0

	Economist Intelligence Unit, 2000:1Q
	(0.7
	4.6
	4.3
	
	20.4
	7.0
	6.8


Economic management has been frequently paralyzed since 1998. The last six months of Soeharto’s reign was characterized by futile attempts to shore up the business empires of his children and close associates, and the abortive attempt to set up a currency board to stabilize the value of the rupiah. After Bacharuddin Jusuf Habibie took over from Soeharto in May 1998, economic policy was often neglected and sometimes subordinated to Habibie’s political needs. The pressures on Habibie were immense. First he had to mobilize his widely despised Soehartoist party, Golkar, to win a respectable share of seats in the parliamentary elections in June 1999, and then he had to engage in political horse-trading to try to clinch the presi​dency in October 1999. Habibie’s reputation as an advocate for indus​trialization based on high-tech sectors, and the advocacy of his close economic advisor, Adi Sasono, for an economy organized on cooperative ownership, helped to undermine the efficacy of the various market-oriented reform programs being implemented. Habibie’s management of the economy became more difficult from August 1999 onward, when foreign aid was suspended after the military-supported rampages against the East Timorese, who had voted overwhelmingly for independence in elections supervised by the United Nations.

The surprise election of the blind Abdurrahman Wahid (widely known as Gus Dur) to the presidency resulted in the formation of a large cabinet that encompassed the wide range of interests that the coalition partners represented. The head of the economic team, Kwik Kian Gie, is from Partai Demokrasi Indonesia-Perjuangan (PDI-P), a secular nationalist party.  PDI-P is headed by Megawati Sukarnoputri, and it received the highest share of popular votes, 34 percent, in the parliamentary elections. However, the Muslim parties and Golkar cooperated to elect Gus Dur, who headed a Muslim party that won 13 percent of the popular votes.
 In the wake of violent protests by Megawati’s followers, she was elected vice-president. She is constitutionally poised to succeed the sickly Gus Dur, who suffered two strokes recently, if he does not finish his five-year term. The discord within the ruling coalition is so deep that the speaker of parliament, Amien Rais, has proposed amending the constitution to prevent automatic suc​cession to the presidency. Because many important ministers within the economic team are from parties opposed to a Megawati presidency, Kwik Kian Gie has found it difficult to assert leadership in economic policy, to coordinate the work of the various economic ministries, and to formulate a coherent development strategy out of the disparate economic programs.

Nevertheless, despite the continued confusion over economic policy and the lack of significant progress on economic reform and economic restructuring, the Indonesian economy is on the mend after the precipitous drop in GDP of over 13 percent in 1998.
 GDP growth in 1999 is widely expected to be in the range of zero to half a percent. This economic rebound is similar to the economic rebounds in Malaysia, South Korea and Thailand, albeit weaker: the financial panic has run its course, enabling the currency to strengthen and interest rates to fall, developments that will improve the balance sheets of the banking and corporate sectors.

The larger output loss and slower recovery in Indonesia compared with its neighbors should be regarded as more of a political failure than an economic failure. In the three-decade-long rule of Soeharto, he relied upon satisfactory economic growth as the justification for his stewardship of the country. Regularization of the political process was neglected, possibly because Soeharto believed such regularization would lead to a reduction in his power. So, instead of establishing political institutions and channels to resolve important socio-political issues about regime legiti​macy, political succession, administrative transparency, regional concerns, ethnic disputes and religious tensions, Soeharto resorted to political manipulation, co-optation, and occasional violence to minimize discussions of these issues. The result was that beneath the façade of stable rule, buttressed by support from the armed forces, social dissatisfaction with the Soeharto regime was rising in step with the expansion of the middle and professional classes, and in step with the growth of the economic power of Soeharto’s children.

As Soeharto entered his seventies, and as his health showed signs of decline, the tensions associated with political succession became impossible to contain, and fissures within the army appeared. The fissures multiplied and widened when Soeharto promoted his son-in-law, General Prabowo Subianto, over several more senior generals to be the head of the most powerful military command based in Jakarta (Kostrad)—the post that Soeharto held when he made his bid for political power in 1965. Soeharto’s increasing tendency toward an “all-in-the-family” approach to economic and political matters discredited him considerably within his core consti​tuencies, the army and the bureaucracy. When the Asian financial crisis, which brought financial insolvency to the business elite and economic difficulties to the urban professionals, had revealed that the aging Soeharto had become an incompetent manager, there was massive withdrawal of political support by the upper and middle classes, and the factionalism within the army and the civilian bureaucracy spun out of control. The Indonesians, unlike the Malaysians, the South Koreans and the Thais, did not have the option of expressing their outrage at gross incompetence through the ballot box, so they expressed their outrage in the only form available to them—a social explosion that produced the economic meltdown. 

8.2 The Economic Meltdown

After economic growth that had averaged 7.7 percent per year during the early 1990s and declined to 4.7 percent in 1997, the economy contracted by 13.2 percent in 1998. This single-year reversal in growth of almost 18 percentage points is one of the most abrupt one-year slides recorded anywhere in the world in recent economic history. Hundreds of firms are insolvent, and the banking system is all but moribund. Tens of thousands of Indonesians, many of whom had lived just above the poverty line, have lost their jobs. The crisis was compounded by a severe drought in 1997 that disrupted food production, and by low world commodity prices (partially due to the crisis itself) that substantially reduced export earnings.

Indonesia’s turnaround was a stunning blow, because the economy had performed well for many years. Until the 1990s, Soeharto had left the bulk of economic management to a group of technocrats (known as the Berkeley Mafia) who saw to it that the budget was kept in balance, inflation remained low, and the agricultural sector was healthy.
 For 30 years, many well-managed and competitive manufacturing firms were established that produced a wide range of labor-intensive goods for world markets. Employ​ment opportunities had expanded for the huge workforce, wages grew steadily, and millions were lifted out of poverty. For these reasons and others, by the mid-1990s Indonesia had become a favorite destination for foreign investors.

As with Thailand, Korea and Malaysia, the crisis in Indonesia resulted from a combination of weaknesses in the domestic economy, flaws in global financial markets, and mismanagement in the early stages of the crisis. Three crucial changes within Indonesia planted the seeds of the problem. First, Indonesia introduced a series of financial and banking reforms in the late 1980s that led to a very rapid expansion of the financial sector.
 Private banks were allowed to open and compete with the large state-owned banks; all banks were given much greater leeway in their lending decisions; and the stock market began to grow and develop. These changes brought many benefits, such as reducing financial intermediation costs, providing more options for Indonesians to save, and reducing the direct role of the state in allocating credit. However, the government did not develop the regulatory and supervisory capacity needed to ensure strong and sustainable financial development, and basic prudential bank​ing standards were not enforced. Many banks, both private and state-owned, were undercapitalized or were allowed to violate other prudential regulations without penalty. A growing number of major business groups owned their own banks, and many simply used the banks as lending vehicles to support their own activities, with the result that the banks had a substantial exposure to affiliated companies. In the early 1990s, non-performing loans rose quickly, and although they began to decline again starting in 1994, they remained at relatively high levels, especially in the state-owned banks. The financial sector came under growing stress, and despite the efforts of some government officials, little was done to redress the situation.

Second, the Soeharto family (particularly his children) and the family’s close allies expanded their business interests rapidly in the late 1980s and early 1990s. The children became involved in a growing range of business activities, first in natural resource-based ventures, then in manufacturing for the domestic market, and later in a range of services (such as con​struction, operation of toll roads, and financial services). There seemed to be few constraints on family business activities, especially during the heyday of rapid growth in the early 1990s. Corruption and cronyism were not new in Indonesia; in the past, substantial economic activity had been channeled to the military and a small circle of private businessmen close to Soeharto. However, whereas during difficult economic times in the past Soeharto has been willing to make tough decisions that required some sacrifice by these chosen entities, he seemed increasingly unwilling to do so when his children’s business interests were at stake.

Third, Indonesian corporations, and to a lesser degree banks, borrowed heavily from foreign creditors utilizing loans with short maturity structures. Short-term foreign debt outstanding grew rapidly from $19 billion in 1994 to $35 billion in June 1997, the latter figure being far greater than the $20 billion in foreign exchange reserves available at the time to meet these obligations. To compound the problem, very little of this debt was hedged against the risk of exchange rate movements, since (according to the World Bank) hedging would have added about 6 percentage points to the cost of borrowing. Of the total debt (short and long-term) of $59 billion owed to foreign banks in June 1997, $40 billion was borrowed by Indonesian corporations, $12 billion by Indonesian banks, and just $7 billion by the government, as shown in table 8.4. Moreover, corporations borrowed substantial amounts in foreign currencies from Indonesian banks, so the data in table 8.4 actually understate the total amount of foreign currency corporate debt.

Corporations found short-term loans attractive because of the lower interest rates on such loans and because they assumed that they would be able to roll the loans over as the economy continued to expand. Foreign lenders happily complied, often not undertaking adequate appraisal of the investments. Many of these loans went to solid, competitive firms, but a substantial portion went to companies that were closely associated with Soeharto, and that the lenders believed would not be allowed to fail. Note that Indonesian banks were much less exposed than corporations, in part because of government borrowing policies adopted in 1991 that successfully limited the amount that banks could borrow.

In the weeks that followed the depreciation of the Thai baht in July 1997, foreign creditors began to reduce their exposure to Indonesia, putting pressure on the rupiah. In August, Bank Indonesia widened the trading band within which the rupiah was allowed to float, and the currency began to depreciate quickly. Unhedged Indonesian borrowers jumped into the market to try and cover their positions, propelling the rupiah further downward. Domestic capital began to flee for safer havens offshore, adding to the pressure.

Table 8.4
Debt outstanding to foreign commercial banks (billions of dollars)

	
	
	Debt by sector
	
	
	

	
	Total
	Banks
	Public
	Non-bank private
	Short-term debt
	Foreign reserves (excl. gold)

	June 1997
	58.7
	12.4
	6.5
	39.7
	34.7
	20.3

	Dec. 1997
	58.4
	11.7
	6.9
	39.7
	35.4
	16.6

	June 1998
	50.3
	7.1
	7.6
	35.5
	27.7
	17.9


Sources: Debt data are from the Bank for International Settlements. Reserves data are from the International Monetary Fund.

In the early stages of the crisis, Indonesia was widely praised for reacting swiftly and appropriately to the unfolding events by not spending down its foreign exchange reserves, allowing the rupiah to float, and by quickly loosening rules on some types of foreign investment. Many observers believed that Indonesia would be less affected than other countries in the region. But it was not to be. Mismanagement of the crisis by the Inter​national Monetary Fund and by Soeharto turned the situation into a full-fledged panic and made the resulting economic contraction much deeper than was necessary. A major mistake was the demand by the IMF to close 16 commercial banks on November 1, 1997. There is little doubt that these banks, as well as others, were in poor shape and needed to be closed. The problem was that the banks were closed very abruptly in the midst of very volatile capital withdrawals and without a comprehensive and well-thought-out financial restructuring plan in place. The IMF’s initial program failed to include provisions for establishing deposit insurance, a plan for managing the performing and non-performing assets of these and other banks, or a strategy for strengthening the rest of the banking system. Deposits began leaving Indonesian private banks in August, but after the abrupt closures these withdrawals turned into full-fledged bank runs that seriously undermined the rest of the banking system, including healthy banks. In the months that followed, the central bank aggravated the prob​lem by providing huge lines of credit to keep certain banks open, especially those owned by well-connected businessmen. These credits added to the money supply and helped fuel inflation during the height of the crisis.

The World Bank (1998), among others, was very critical of the bank clo​sures mandated in the first IMF program, and tied them to the later mone​tary expansion. In its 1998 country report on Indonesia, the World Bank concluded:

[the bank closures] led to a loss of confidence in the banking system. Large deposit withdrawals from private banks prompted the central bank to issue emergency credits in ever increasing amounts to ensure these banks did not go under. ... rather than instilling fresh confidence in the banking system, it caused panic withdrawals of deposits from most private banks.

The crisis was mishandled in other important ways by both the govern​ment and international agencies. For example, the IMF program initially mandated overly-austere fiscal policies, and demanded that banks recapi​talize too quickly. The international community strongly, and incorectly, criticized the government for its proposed new budget in January 1998, sending the financial markets into a nosedive. Soeharto waffled on key reforms, e.g., by allowing his son to open a new bank within a week after another bank owned by the son had been closed. He first cut back on investment projects, then reversed himself and announced that he planned to allow several to proceed, all of which were controlled by his close asso​ciates. For several weeks, he publicly flirted with the ill-advised notion of establishing a currency board, further undermining his credibility and his relationship with the IMF and the international community. Finally, the focus of the initial program was simply misplaced. Both the IMF and the government gave very little attention to the two most pressing problems underlying the panic—the collapse of the banking system and the with​drawal of short-term foreign debt—until it was too late. The result was substantial doubt about the capacity of Soeharto and the IMF to manage the crisis. Enormous uncertainty developed over the direction of economic policy. Investors fled, and by early 1998 the economy was in a tailspin.

The economic crisis quickly evolved into a political crisis, beginning with Soeharto’s illness in December 1997, and reaching a peak in May 1998 with several bloody riots that culminated in Soeharto’s resignation. Many shops and homes were destroyed in the riots, and substantial economic activity was disrupted. Many Indonesians of Chinese descent fled the country because their businesses bore the brunt of the violence. Both internal and foreign trade was disrupted for several weeks after the rioting. Some foreign buyers temporarily stopped placing orders for Indonesian exports. 

The depth of Indonesia’s crisis was also partially due to simple bad luck, and the global price effects of the financial crisis. The drought in mid-1997, brought on by the effects of El Niño, reduced food production and rural incomes. Fortunately, the rains were better in 1998, and food production rebounded. World prices for oil and gas, which remain Indonesia’s largest exports, plummeted with the collapse of Asian demand. Indonesian oil sold for around $12/barrel, well below the average of about $18/barrel that prevailed between 1995 and 1996. On an annual basis, weak oil prices resulted in about $4 billion in lost foreign exchange earnings and govern​ment revenue to support the budget in 1998. Prices for a wide range of other export products fell as well, including plywood, copper and rubber, which on an annual basis cost the economy an additional $3 billion in lost revenues. Total losses of $7 billion was the equivalent of about one-seventh of total export earnings in 1997. The lost foreign exchange earnings were surely an important factor in keeping downward pressure on the rupiah. This factor alone would have caused a substantial depreciation of the rupiah, even in the absence of the collapse of the banking system and the panicked withdrawal of foreign credits.

Table 8.5

Indonesia: Tracking economic developments

	
	1997:Q1
	1997:Q2
	1997:Q3
	1997:Q4
	1998:Q1
	1998:Q2
	1998:Q3
	1998:Q4
	1999:Q1
	1999:Q2

	Growth rate of real GDP (%)
	8.5
	6.8
	2.5
	1.4
	(7.9
	(16.5
	(17.4
	(17.7
	(8.0
	3.1

	Exchange rate (vis-à-vis US$)
	2,419.0
	2,450.0
	3,275.0
	4,650.0
	8,325.0
	14,900.0
	10,700.0
	8,025.0
	8,685.0
	6,726.0

	Real exchange rate           (1990 = 100, WPI based)
	74.7
	77.8
	98.1
	126.3
	172.6
	266.6
	163.0
	132.7
	132.3
	103.0

	International reserves minus gold (US$ million)
	19,011.8
	20,336.3
	20,275.2
	16,586.9
	15,770.0
	17,949.9
	19,650.0
	22,713.4
	25,160.7
	26,318.6

	Reserve money growth (%)
	13.9
	36.6
	27.8
	38.3
	66.1
	70.1
	80.8
	59.7
	27.6
	1.3

	Narrow money growth rate (%)
	21.5
	24.8
	11.3
	33.2
	53.7
	55.4
	52.0
	26.9
	3.9
	(2.6

	Broad money growth rate (%)
	27.2
	25.7
	27.3
	25.2
	52.6
	81.5
	67.4
	63.5
	34.3
	9.2

	CPI growth rate (YOY%)
	4.5
	4.9
	6.4
	9.2
	29.9
	52.1
	79.7
	77.5
	56.0
	30.9

	Nominal lending rate (%)
	19.0
	18.7
	23.4
	26.2
	26.3
	32.2
	34.9
	35.2
	34.1
	30.3

	Nominal deposit rate (%)
	16.7
	16.1
	21.3
	26.1
	24.7
	34.3
	44.9
	52.3
	39.5
	30.9

	Export value (US$ million)
	12,405.0
	13,155.0
	13,942.0
	13,941.0
	12,516.0
	12,053.0
	12,680.1
	11,598.3
	10,165.8
	11,503.0

	Import value (US$ million)
	10,675.0
	10,737.0
	10,389.3
	9,892.0
	7,205.7
	6,097
	6,857.7
	7,176.6
	5,557.3
	5,977.0

	Volume of exports (index)
	199.5
	214.2
	241.6
	265.8
	236.0
	200.0
	207.4
	212.7
	197.4
	—

	DS stock market index ($)
	75.1
	79.6
	46.3
	20.6
	18.0
	9.1
	11.0
	23.2
	21.8
	42.3

	DS stock market index (national currency)
	98.8
	105.9
	83.0
	61.9
	85.2
	73.4
	42.6
	101.2
	103.7
	159.3




Table 8.6

Indonesia: Decomposition of growth in 1998 and 1999

	
	1998:Q1
	1998:Q2
	1998:Q3
	1998:Q4
	1998
	1999:Q1
	1999:Q2
	1999:Q3a
	1999:Q4b
	1999c

	A. Growth in GDP by sector, % real change on year
	
	
	
	
	
	
	
	

	Agriculture
	(0.87
	(1.79
	(4.52
	13.17
	0.81
	4.01
	6.21
	(4.54
	(2.01
	0.94

	Mining
	(2.13
	(5.97
	(4.50
	0.31
	(3.09
	0.11
	0.22
	0.62
	(0.41
	0.13

	Manufacturing
	0.60
	(15.70
	(14.02
	(18.01
	(11.87
	(7.87
	7.91
	(0.40
	7.8
	1.53

	Utilities
	7.14
	1.47
	0.00
	0.00
	1.82
	(25.93
	8.7
	9.34
	35.42
	7.53

	Construction
	(34.84
	(45.30
	(43.15
	(38.47
	(40.48
	(10.55
	9.85
	3.37
	2.26
	0.76

	Trade, hotels, restaurants
	0.17
	(17.01
	(24.38
	(28.96
	(18.05
	(18.21
	(0.41
	3.86
	15.21
	(0.91

	Transport and communication
	(0.63
	(14.27
	(21.84
	(23.29
	(15.10
	(17.88
	(3.15
	8.39
	11.29
	(1.41

	Financial and business services
	(6.92
	(24.78
	(25.76
	(44.18
	(26.62
	(22.80
	(7.80
	(5.51
	4.9
	(8.77

	Other services
	(3.94
	(2.13
	(3.66
	(3.02
	(3.14
	2.55
	3.04
	3.30
	2.69
	2.89

	GDP
	(3.97
	(14.61
	(16.11
	(17.72
	(13.20
	(7.95
	3.10
	0.54
	5.74
	0.12

	Non-oil GDP
	(4.40
	(15.50
	(17.50
	(19.16
	(14.26
	(8.60
	3.42
	0.84
	6.59
	0.29

	B. Growth in GDP by expenditure, % real change, year on year
	
	
	
	
	
	
	

	Private consumption
	3.98
	1.86
	(7.19
	(10.95
	(3.32
	(3.34
	(1.93
	6.42
	5.54
	1.55

	Government consumption
	(14.32
	(7.28
	(19.01
	(19.93
	(15.36
	(3.93
	5.14
	16.20
	17.21
	8.39

	Fixed investment
	(25.56
	(37.83
	(36.93
	(41.70
	(35.54
	(27.85
	(23.64
	(22.78
	(8.25
	(21.24

	Exports of goods and services
	57.55
	21.83
	22.66
	(40.38
	11.18
	(44.33
	(37.48
	(39.93
	11.43
	(32.51

	Imports of goods and services
	23.40
	8.70
	4.39
	(46.41
	(5.29
	(52.95
	(48.86
	(49.26
	(19.79
	(45.32

	GDP
	(3.97
	(14.61
	(16.11
	(17.72
	(13.20
	(7.95
	3.10
	0.54
	5.74
	0.12


a. Preliminary.

b. Forecast derived from first three quarters’ data and official full-year forecast.

c. Official forecast.

Source: Economist Intelligence Unit, Country Report on Indonesia, issue 1999:4Q.

Table 8.7

Sectors affected by trade and investment deregulation

	Import tariffs reduced
	Non-tariff import barriers removed
	Export taxes reduced
	Domestic trade regulations liberalized
	Foreign direct investment restrictions eased

	Chemicals 

Steel

Metals

Fishery products


	Dairy products

New and used ships

Sugar

Wheat

Soybeans

Garlic
	Forestry products

Leather

Cork

Ores
	Livestock

Cloves

Vanilla

Cashews
	Retail trade

Wholesale trade

Banking

Listed companies

Plantations


8.3 The Situation at the End of 1999

Table 8.6 shows GDP growth in 1998 and 1999 decomposed according to economic sector and expenditure type. The collapse in 1998 was gener​alized and relentless throughout the year. The construction sector was hit particularly hard: it experienced a 40-percent drop in activity level. The next biggest losers were in the service sector: financial and business services ((26 percent), trade, hotel and restaurants ((18 percent), and trans​port and communication ((15 percent). The only bright spot in 1998 was the export sector, which grew 11 percent thanks to the over-devaluation.

Although the full economic performance in 1999 is still not clear, we do know that the economy bottomed out in the first quarter. GDP grew 8 percent in 1999:2Q, 0.5 percent in 1999:3Q, and (expected) 5.7 percent in 1999:4Q. The only sector expected to decline more than 2 percent in 1999 is financial and banking services ((9 percent)—confirming that the banking sector is in very poor shape. The big negative development is the (expected) 32-percent drop in exports.

The widespread economic distress has translated into rising formal sector unemployment, a great concentration of employment in informal activities, and falling real wages. The World Bank estimated that real wages have fallen about 50 percent. Not surprisingly, the number of Indonesians living below the poverty line has jumped sharply, after many years of hard-fought efforts to reduce poverty.

The rupiah, which depreciated to over Rp/$16,000 in the aftermath of the May 1998 riots, appreciated to Rp/$8,025 at the end of 1998 and then to Rp/$7,085 by the end of 1999. The appreciation has provided some welcome relief on import prices, and has given some hope that foreign debts can be restructured, as discussed in more detail below. By 1999:2Q, the Jakarta stock index had returned to its level in 1997:1Q. Inflation, which had soared to 82 percent on an annual basis in September 1998, dropped to an annualized 1.6 percent in November 1999, as the rupiah appreciated. The combination of the appreciation of the rupiah and the dramatic drop in inflation enabled interest rates to fall from prohibitively high levels. The call money rate fell from 81 percent in August 1998 to 33 percent at the end of 1998, and then dropped to 12 percent at the end of 1999.

To encourage exports and investment, Indonesia introduced sweeping trade and investment deregulation measures in 1998, which should help Indonesian firms to become even more competitive in the future. As summarized in table 8.7, tariffs were reduced on a wide range of products, many non-tariff import barriers were removed, export taxes were reduced, restrictions on domestic trade (between provinces and islands) were lifted, and foreign investment regulations were liberalized. Several of the deregulation measures affect sectors that effectively had been off-limits to investors, such as forestry products, sugar, wheat and cloves, because they were under the control of associates of former President Soeharto.

8.4 The Three Big Challenges

The key problem currently facing Indonesia is political uncertainty. The big question is whether Indonesia will survive as one country or as several countries. This is a very serious issue, given the strong separatist move​ments in Aceh and Irian Jaya, and the severe Christian-Muslim clashes in the Maluku islands. Until the political situation stabilizes, Indonesia is unlikely to attract widespread investment outside of export activities. Political and social leaders must face the daunting tasks of simultaneously rebuilding the economy and redesigning the political system, a challenge that that will take years to surmount.

Beyond politics, the two most important economic problems that Indonesia faces are the malfunctioning banking system and the huge debt burden on private corporations. The Indonesian banks are severely undercapitalized, hold a large amount of non-performing assets, and have been very reluctant to extend new credit. For all intents and purposes, the banking system is moribund.

The government’s initial reaction to the panic that overtook the banking system in late 1997 after the initial closure of banks was to introduce sweeping guarantees on all bank deposits and most other liabilities.
 It also provided substantial amounts of liquidity assistance (Rp130 trillion through June 1997) to support banks facing large credit withdrawals, including some very weak banks controlled by the political elite that were later shut down. The government established the Indonesian Bank Restruc​turing Agency (IBRA) in January 1998 to oversee the bank restructuring process. IBRA has the authority to close, manage or oversee troubled banks, and to transfer assets of closed banks to its own Asset Management Unit (AMU) for eventual disposal. 

In the beginning, much of IBRA’s efforts focused on recovering the liquidity credits that Bank Indonesia had lent to support ailing banks that were eventually frozen. Progress has been made with some of the biggest banks, including Bank Central Asia, Bank Danamon, and Bank Dagang Nasional Indonesia. Since these banks (and several others) could not repay their liquidity credits, they agreed to swap the debts for shares in a plethora of affiliated companies. While this provides some comfort that the government will eventually be able to recover at least some of the funds, the mechanism for disposing of these assets has been hotly disputed.

In December 1998 the government completed an audit to separate the banks into sound banks, salvageable banks and bad banks. The banks were classified according their capital asset ratios (CAR):

	Category A banks:
	CAR ( 4 percent
	Sound banks

	Category B banks:
	(25 percent ( CAR ( 4 percent
	Salvageable banks

	Category C banks:
	CAR ( (25 percent
	Bad banks


There were 74 banks in category A, and the seven state banks that dominated the industry before 1998 were all in category C. 
 According to the government, category B banks would be eligible to participate in a state-sponsored recapitalization program, and category C banks (except for state-owned banks) would be closed unless they could raise enough capital to push themselves into category B.

In March 1999, the government announced that it would close 38 domestic private banks, nationalize 7 domestic banks, and recapitalize 9 banks. The government recapitalization program works as follows. For every one rupiah of new capital that the owners of the bank inject into the bank, the government will add 4 rupiah. In other words, the government will take on 80 percent of the cost of recapitalizing these banks. The owners of the bank will have the option of repurchasing the government’s shares within three years, and the right of first refusal to buy the shares for three to five years. In addition, the government will allow these banks to swap some of their non-performing loans for government bonds. Banks will be allowed to continue to try to collect these bad loans, and if successful, they may use the proceeds to buy back part of the government’s capital share. The proposal is attractive to many banks, since the government is providing the recapitalization funds on very generous terms. Moreover, the government will voluntarily restrict its voting rights within the banks, and not insist on replacing bank management, since these are considered to be relatively good banks.

This plan, if implemented without too many exceptions, should go a long way towards recapitalizing banks and returning some rationality to the banking system. However, it provides little incentive for the banks to either restructure debts owed by corporations or make new loans. In this way, Indonesia’s recapitalization plan differs from Thailand’s, which ties some of the government’s capital injections to the amount of corporate debt the bank writes down and the amount of new lending it undertakes. As it stands, even with the capital injections, it will be some time before Indonesian banks begin to expand their lending operations again. The recovery of the banking sector will depend on the speed with which the recapitalization plan proceeds, and the degree to which the government can introduce new measures to encourage banks to begin lending.

The second major economic challenge is the enormous amount of outstanding corporate debt. Corporations have large amounts of both foreign and domestic debt, and apart from exporters, apparently few firms are servicing their debts. Table 8.4 shows Indonesian debt owed to foreign commercial banks between June 1997 and June 1998. 
The government made its first move on the debt issue in January 1998 by suggesting a voluntary freeze on debt servicing for firms that were unable to service their loans. In June 1998, Indonesia reached agreement (the “Frankfurt agreement”) with a group of private creditors on restructuring three classes of debt, as follows:

· Trade credits. Indonesian commercial banks would repay all trade credits that were in arrears, and in return, foreign banks would make their best efforts to maintain trade credits at the April 1998 level. Bank Indonesia would guarantee new trade credits. A substantial portion of these arrears was paid in June 1998.

· Inter-bank debt. Foreign banks would exchange new loans of maturity between one and four years for obligations owed by Indonesian com​mercial banks maturing by March 31, 1999. The new loans would be guaranteed by Bank Indonesia. This mechanism has been used widely, and is generally seen as successful.

· Corporate debt. The government created the Indonesian Debt Restruc​turing Agency (INDRA) as an institutional mechanism for facilitating repayment of restructured corporate debt. Debtors and creditors must agree to restructure foreign currency payments over eight years, including a three-year grace period for principal payments. INDRA acts as an intermediary by receiving rupiah payments from the debtor and making dollar payments to the creditor. INDRA is designed to provide protection for the debtors against the risk of further real depreciation of the rupiah (i.e., if the rate of depreciation exceeds the rate of inflation), and to give assurance of foreign exchange availability for debt repayments. INDRA does not provide commercial risk protection if debtors do not make payments in rupiah.

While the first two elements of this agreement have been relatively successful, only one corporate restructuring had taken place through INDRA as of March 1999. One reason is that even with the exchange rate guarantee, current exchange rates are simply too unfavorable for most corporations to repay the debt. The plan provides little actual cash relief for debtors, since they still must make regular rupiah payments to INDRA.  Moreover, many creditors have been unwilling to substantially write down the value of their loans. Japanese banks hold about 38 percent of the loans outstanding to Indonesia, and because of their own fragile condition they were in no position to offer significant debt relief. Essentially, with both creditors and debtors in such weak financial positions, they have been unable to agree on how much debt the creditors are willing to write off, and how much the debtors are willing to repay.

The INDRA facility is available after a restructuring agreement has been reached, but does not actually provide any sort of a framework for the restructuring negotiations themselves. To further encourage restructuring, the government announced the “Jakarta Initiative” in September 1998. The initiative offers guidelines on the formation of creditor committees, stand​still arrangements, exchange of information, subordination of old loans to new credits, and other restructuring issues. However, the initiative does little to address the fundamental problem of making progress on burden sharing between the creditors and debtors. The result is that of the 234 debtors registered with the Jakarta Initiative in July 1999, only 16 had reached restructuring agreements with their creditors.

A further complication undermining both domestic and foreign debt workouts has been problems in implementing Indonesia’s new bankruptcy law, which was adopted in April 1998. The inexperience of both judges and lawyers involved in the cases has led to very few cases being decided so far. Many of the decisions that have been reached have been highly criti​cized. For example, of the 55 companies brought to the court in 1998, only 16 of them were declared bankrupt. At best, given the enormous number of distressed firms, case-by-case bankruptcy proceedings for all affected firms will take many years to sort out. Given the delays and the unpredictability of the outcomes, many firms are likely to pursue out-of-court settlements.

Despite these problems, some individual restructurings have taken place.  For example, in December, Bakrie & Brothers was able to swap $250 million in debt owed to Chase Manhattan Bank and American Interna​tional Group for $152 million in shares in Iridium, its wireless communi​cations company. In another deal, PT Trakindo Utama, the Indonesian agent for Caterpillar heavy machinery, restructured $171 million in over​due loans to Chase Manhattan. The company agreed to pay $81 million of the amounts outstanding immediately, in return for restructuring the additional $90 million over three years. Several other similar deals have either been completed or proposed. But these are just small steps forward in dealing with a huge problem. Ultimately, given the exposure of Japanese banks to Indonesia, a resolution of Indonesia’s debt problem probably will depend on assistance from the Japanese government (perhaps through the $30 billion promised to the region as part of the Miyazawa Plan) and a strengthening of the Japanese banks themselves.

8.5 Concluding Remarks

One could be tempted to conclude from the combination of the debt over​hang, the weaknesses of the banking system, and the political uncertainty in Indonesia, that a return to a sustained 7-percent annual growth may not occur in the very near future. Such a conclusion would not be justified by the economic history of Indonesia. The political and economic situation in 1965–66 was at least as bad as the present time, and sustained growth took hold from 1968 onward.
 We think that as long as civil war is absent, that foreign aid continues at existing levels, and that the policies of economic deregulation and economic restructuring are pursued vigorously, we may see an economic recovery like the one that began in 1968. The recent loosening of restrictions on foreign investment and the elimination of rent-induced trade barriers will allow Indonesia to once again reap the fruits of integration into the international economy.

For sustained economic progress to take root, one big difference between today’s economy and the Indonesian situation of 1965 must be realized. The difference is that Indonesia today must “get its institutions right” in addition to “getting its prices right.” Specifically, Indonesia must establish political institutions that will provide legal outlets for the expression of social dissatisfaction, so that such problems can be addressed. The freedom to vote for change in the political arena is now as important as the freedom to buy and sell in the market place. Democracy was the vehicle that enabled South Korea to move quickly on to new leaders who will make the changes required for continued prosperity.

Finally, Indonesia must also establish high-quality academic institutions at all levels before it will benefit fully from the new information age and the global economy. 
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�. Golkar won 22 percent of the popular votes.


�. Most sectors of the economy started recovering in the second quarter of 1999.


�.  See Woo, Glassburner and Nasution (1994) for an account of economic management from 1965 to 1990.


�.  See Nasution (forthcoming) for a full discussion.


�. See Woo (1995) for a discussion of the Indonesian financial sector before the Asian crisis.


�. Many thanks to Susan Baker for providing much of the information on which the section is based.


�. The best state bank, Bank Rakyat Indonesia, had a CAR of –35 percent, and the worst state bank had a CAR of –136 percent.


�. See chapters 3 and 6 in Woo, Glassburner and Nasution (1994). 





