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1. There will be a meeting of the Loan Committee on Monday. 
November 17, 1986. at 3:00 p.m. in Room E-1208 to discuss an Initiating 
Memorandum for the above Loan. The Loan would be for $302 million, including 
$2 million of technical assistance, and would support ongoing trade policy 
reforms in the areas of trade restrictions, exchange rate management, port 
procedures, and taxation (policy framework attached to the IM). It would be the 
first adjustment loan to Indonesia, and would be disbursed upon effectiveness. 
A possible CFF drawing from the Fund is also under discussion. The Committee 
may wish to discuss the following issues. 

Economic Situation and Outlook 

2 . As described in the IM (paras. 2-6), the Government has responded 
firmly to a very difficult economic situation this year , particularly due to the 
fall in oil export earnings ($2 billion in 1986/87, US$ 6 billion in 1985/86). 
However, even assuming a recovery of oil prices to $18/barrel by 1988 and 
continued austerity to the extent of no real growth of public (non-interest) 
expenditures, the macroeconomic prospects appear very uncertain. This gives ------------
rise to questions in two areas in particular. / 

1 ov ou (a) An \ external fi~ancing g:;rof ~ 3.7 billion over the next two years ,~ 1.f ~ , 
111"' c~ is projected, assuming normal evels of IGGI financing. The IM 
,_,u~ ,,~ · -<./' suggests (para. 10) that World Bank loans, and CFF drawings , 
\O..:l/ .J' 
1/ e~ increases in IGGI disbursements, could provide at most $2.0 
1•

1 .., .. (1 billion of the needed amount, leaving a minimum of $1 . 7 billion to 
~ ,1;-1.•'' be financed commercially or by drawdowns of reserves. 
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Can the Region elaborate on the possibilities for increased 
flows from IGGI. the Bank and the Fund to fill the gap? c,~ 

\' 
~' 

0 How realistic is it to expect upwards of $2 billion in new 
commercial bank money in the absence of a Fund program and 
a country with limited additional debt carrying capacity? 

o Can reserve drawdowns be contemplated. given the uncertainties 
in the oil markets and the open capital account? 

o Does Indonesia intend to seek -- or can it avoid -- some form 
of debt relief. given the steep rise in scheduled debt service 
payments over the next two years (para. 8)? 
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(b) The IM notes that domestic real interest rates are high (6-12%) 
and are likely to remain so (para. 23). Sluggish domestic demand 
and the adverse impact of devaluations on firms with offshore 
borrowing and/or outputs with high import content destined for the 
domestic market are likely to accentuate the financial 
difficulties of many firms in the manufacturing sector. This in 
turn may seriously weaken the portfolios of the banking sector. 

o Is the financial sector in a position to facilitate adjustment 
in the real sectors of the economy? Can the Region elaborate 
on the "follow up" areas for financial policy? 

o What are the risks of serious financial instability and how 
does the Region assess the Government strategy for dealing with 
the problems in the manufacturing and financial sectors? 

Trade Policy Reforms 

3. The package of trade reforms announced in May and October 1986 

• 

attempts to reverse a trend of strongly protectionist policy, especially since 
the early 198Os. The May package of measures was designed to provide 
internationally-priced imports to exporters and seems to rest on the premise 
that it is possible to insulate manufacturing exporters from the "high costs" 
prevailing in the rest of the economy. 

o Is this a realistic export development strategy? 

4. The October measures went further lifting 
restrictions and import licensing requirements . At 
other importer categories" were created (para. 18). 
groups, tariffs were increased. 

a number of growth 
the same time, however, "two 
Moreover, for 138 product 

o Is there a significant risk that the tariff increases. on top 
of the devaluation and in the absence of a timetable for 
rollback. will perpetuate inefficient producers and continue 
to pull resources into protected subsectors? 

5. Trade policy reforms and greater reliance on price signals seem 
unlikely to have a significant impact on restructuring the Indonesian economy 
without major relaxation of the restrictive system of investment licensing and 
other regulatory controls of industry. While the IM describes the measures 
introduced in 1985 to simplify the procedures for approval and implementation of 
private investment (para. 25), little information is provided on whether there 
has indeed been a shift in Government philosophy away from investment controls 
and product licensing. 

o Can the Region elaborate on the Government's intentions in this 
area? (Aside from the rules governing foreign investment)? ~ 

Tranching and Conditionality 

6. Through the difficult period of the 8Os, the Government of Indonesia 
has repeatedly demonstrated its willingness and ability to take difficult action 
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to ensure prudent macroeconomic policies. At the same time, its commitment to 
• structural reforms particularly in the trade area is more recent and hence 

possibly less firmly established, notwithstanding the important initiatives that 
have been taken . The Region argues that considering cultural and political 
f a ctors and the Government's past record, neither specific undertakings b y the 
Gov ernment about future actions nor tranching of loan disbursements is necessary 
or desirable (paras. 27-29). While "areas for follow-up" are indicated ( para. 
28 and the annex), the IM sheds little specific light on the Government's 
intention, notably in protection policy and as noted above investment licensing. 

o Can the Region elaborate on policy actions and results it 
expects in these areas. and t h e time fr a me it envisages. How 
will these expectations be communicated to the Government? How 
will adequate progress be measured? 

o Can the Region elaborate on the basis for its expectation that 
the Government intends to take the needed action? 

o What would be the implications for the Bank's position of 
shortfalls in Government performance from these expectations? 

cc : Messrs . Yenal, Kaji, van der Meer, Hope, Mead, Babson, Bale , May, 
Hamilton, Schaeffer 
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Messrs. Hasan, Kopp, Michalopoulos, Roger, Jansen , Clements, El Maaroufi , 
Ms. Donovan, Choksi (o/r), Huang, Katz 


