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INDONESIA: Structural Adjustment Loan 

The revised draft we received today does try to address the issues identified by the 
peer reviewers and those elicited at the Bank-wide review meeting. It succeeds only to the 
extent that they were related to matters of presentation; there has been little time or 
opportunity to reassess the judgments made (e.g. on risks), elaborate the strategy/path we 
have chosen or been forced onto, or to design the most appropriate interventions. 

Needless to say, it has to be taken as given that a large cheque must be written and 
there is little scope for altering any elements of the IMF program especially since, as the 
report reiterates, these were mainly formulated by Bank staff. In this sense, the choice of 
going with a single-tranche operation is indeed a cleaner and more transparent one. Yet 
the question remains, whether all the structural reforms listed retain their salience/priority 
under the dramatically changed circumstances Indonesia now confronts. Moreover, 
should the issue of implementation capacity moderate our ambitions or lead us to 
consider sequencing more seriously? 

The fundamental issue, therefore, is whether given all the uncertainties 
including policy ( e.g. currency board), economic/financial ( e.g. banking, corporate 
debt) and political (e.g. succession) risks, it makes sense to provide$ 1 billion in 
support of a program that may be turn out to be unimplementable and which would 
then very likely help a few and saddle the people of Indonesia with a still higher 
debt burden. 

Even if the funds are not actually lost, given the Bank's already large exposure in 
Indonesia and some indications of a possible rift between the President and the economic 
team, there is also the question whether the size, content and timing represent the best use 
of our limited remaining lending capacity. It could be argued, for example, that a smaller 
operation of an emergency, humanitarian nature now could be followed by others to 
support implementation of priority structural measures once some of the uncertainties 
have played out over the next 2-3 months 

The issue of conserving headroom takes on added salience when one considers the 
need to reestablish the medium-term framework and policy agenda for sustainable growth 
in Indonesia on which clearly the Bank has to take the lead. Indeed, contrary to the 
implication of a continuation of the Fund's lead role to date in the donor coordination 
strategy enunciated in the report (para 56), the Bank group could assert its leadership in 
this regard now. 



Strategy 

The document fails to address the following strategic issues: 

Structural Reform Priorities: It is indeed true that the Bank has been pursuing (with 
varying levels of vigor and efficacy) all the elements in the reform program for several 
years, but do they have the same level of urgency or significance today? Indeed it is quite 
possible that there may be serious tensions between the short- and long-term such as in 
the financial sector (e.g. reforming the banks vs keeping credit flowing to the real sector). 
Moreover, in the present context some of the reforms may prove counterproductive or at 
least more risky. For example, privatization could lead to even greater concentration of 
wealth or economic power (recall the Mexican banks) or give further impetus to a 
nationalistic/fundamentalist backlash with ethnic dimensions as well. 

An associated question relates to the balance between focusing on immediate 
needs of restoring confidence, stabilizing the currency, defreezing the banking system, 
minimizing unemployment and ensuring food supplies on the one hand and strengthening 
the basis for long-term sustainable growth. The latter may call for pushing in areas which 
may not have as direct a relationship with the present crisis, e.g. in the area of 
environment. While stumpage fees can help the fiscal balance it is not clear that licensing 
or restricting fishing is equally urgent or even doable. (c.f. Feldstein's forthcoming 
article) In this regard our prior experience with adjustment conditionality in Indonesia is 
also worth recalling whereby structural reform medicine often may be swallowed 
( decreed) under duress but not digested. 

Choice of Instrument: Are adjustment loans the most appropriate instrument given their 
features of immediate disbursement and the usual practice of eschewing earmarking of 
counterpart funds? Insofar as there is an urgent need to import essential foodstuffs, 
medicines, etc., would import program/emergency loans make sense? These could also 
provide a vehicle for reforming/developing and monitoring the distribution channels. A 
related question pertains to the proposed rural and urban public works project loans 
(despite the spectacular success of the Village Infrastructure Projects in Indonesia) as the 
instrument for income generation. 

Specific Content: The basic thrust in terms of protecting the poor is essentially welfarist 
which countries such as Indonesia may not be able to sustain. Instead of "social safety 
nets" being the focus, would "jobs" not be a better organizing theme especially in the 
Asian cultural milieu? Moreover, public sector works can only play a small part and that 
too for a limited period. How long will it take Indonesia to dig itself out of this crisis? 
Recall as well, that even with the high growth rates, labor absorption had already become 
a serious political preoccupation. There is little on the real economy in the report, only a 
description of the external debt resolution framework. 

Regarding fiscal management, it is not clear how the fiscal implications of 
resolving the banking crisis are factored in. Similarly, the electric utility PLN is in a 



disastrous situation, already technically in default and hemorrhaging. Since most of the 
"canceled" infrastructure projects were in the private sector, it is not clear how they 
improve fiscal balance; indeed if export credit (e.g.OPIC) guarantees are called then they 
may have an adverse impact. Is the property tax increase confined to plantations and 
forestry because of the present state of the real estate industry? 

The section on financial reforms is basically a catalogue of actions and intentions 
and devoid of any analysis. Incentive issues are not discussed. Perhaps it is self-evident 
but there is no assessment of the achievement of objectives (e.g.restoring confidence) or 
efficacy of actions ( e.g. bank closure). Nor is there any indication oflessons from past 
experience with private bank failures (e.g. Bank Summa) or our failed effort to 
recapitalize state banks which lasted until last year. 

The section on improving governance which deals only with government 
corruption is simplistic and unreal. The basic line that deregulation will reduce 
opportunities for corruption is unexceptional, of course but the claims regarding tendering 
for public investments, public expenditure reviews and privatization procedures appear 
naive. The political economy of corporate governance in Indonesia including not only 
aspects of crony capitalism but also "generals in business" and the ethnic dimension are 
conspicuous in their absence. 

Risk Assessment and Mitigation 

The revised draft has significantly improved its discussion of the major risks that 
this operation faces. However, the discussion on how these are mitigated is not 
convincing and may reflect the reality that they have not been reduced. Indeed, some of 
these measures may·actually contribute to increasing the risk. 

Political Risk: Given that everyone in Indonesia knows that every major 
economic decision is approved by the President himself, Soeharto's signing the letter of 
intent was more for foreign consumption and may actually increase the political risk not 
only if the political situation unravels but also if divergence is perceived between him and 
the economic team as he attempts to balance competing political interests. 

Macroeconomic Risks: It is not clear at all how the "macroeconomic risks are 
being mitigated by undertaking this loan concurrently with an IMF program in place." In 
addition to the doubts/differences on the parameters/targets, there is a fundamental 
question whether there is indeed a financing plan 

Implementation Risks: Given our extensive and generally frustrating experience 
with Technical Assistance in Indonesia, the report appears too sanguine on addressing 
limitations in administrative capacity in the financial sector. There are potentially serious 
implementation issues outside the banking area also, and notwithstanding the wellknown 
problems with BULOG, dismantling it without alternatives could be risky in a precarious 
food supply situation with escalating social tensions. 


