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Minutes of the OC Meeting of February 11, 1998 

INDONESIA: Policy Reform Support Loan (PRSL) 

Draft 

1. The Chairman asked the Region to explain its current strategy in Indonesia to 
cope with the crisis and how its lending program is being revised. Then it should address 
the specific issues raised in relation to the Policy Reform Support Loan and the risks it 
poses. 

2. The Region stated that more work had been done than is contained in the 
documentation. The situation is in flux, and additional information would be added on 
the overall country program and on specific aspects of the operation. It emphasized that 
there are two elements that have to be addressed: the direct impacts of the financial, 
foreign exchange crisis, and the crisis in confidence that has come to surround the 
economy since the beginning of the year. The Region's strategy is to help build 
confidence while addressing the specific causes of the crisis. 

3. The Bank's overall commitment in the IMF's program is for about $2 billion in 
quick disbursing lending, in addition to about $2.5 billion of investment lending. In 
addition to the $1 billion in this PRSL, another $400 million is expected in an AgSECAL 
that will address food and food production issues for the rest of the year as the threat of 
an immediate food crisis seems to be lessening. The remaining $600 million may be 
allocated to a Financial SAL in cooperation with the ADB or another SAL, depending on 
the needs that arise. 

4. New investment operations are being developed to address pressing issues of 
employment creation and protecting living standards of the poor and near-poor who are 
being seriously affected by the crisis. A substantial amount of the existing portfolio is 
also being restructured to take advantage of the savings due to the exchange rate change 
and to help address employment and poverty related concerns. About $100 million has 
already been done, and this may rise to $1 billion. 

5. The collapse of the economy poses many immediate policy challenges to assure 
basic needs and employment, but recovery will also depend on addressing fundamental 
reforms that will take a longer time to resolve, including the restructuring of the financial 
sector, greater decentralization, and divestiture of public enterprises. Work on these 
issues must also begin immediately to help rebuild confidence in the economy. Bank 
operations address both the immediate and medium-term reforms. 

6. The Region admitted that it is very hard to foresee what will happen. They have 
three scenarios, only two of which will be reported. The worst case (not reported in the 
document) would be a complete collapse of the economy and government capacity. In 
that circumstance, there is little the Bank could do, and the lending would fall to $300-
$400 million a year in poverty related investments. A low case would involve a 



muddling through stance with little real reform. The Bank would support core activities 
in human resources and poverty. Lending would amount to $700-$900 million a year 
with no further adjustment lending. A most favorable case would include the 
government's strong continuation of the reforms already begun and would result in the 
Bank adding the promised $2 billion in adjustment lending this calendar year. 

7. Members asked what is happening in the corporate sector, which is starved for 
credit. Is there an opportunity for the Bank to assist to restore credit? It is important to 
look at what is happening in the whole financial sector, even if the operations focus only 
on the banks. The credit crunch is causing more layoffs and aggravating employment 
problems. And the combination of the unemployment and lack of credit is likely to 
discourage domestic investors and lead to more capital flight. It is important that the 
Bank take these concerns into account in designing the reforms and financial 
restructuring. Selectivity and careful sequencing will be critical in structuring the reform 
program so as not to overload the agenda. More clarity on the financial sector program 
and more details on the actions to be undertaken are needed. 

8. Some queried whether the privatization program is appropriate at this time, given 
the crowded agenda and, if so, whether more thought should be directed toward reserving 
shares for employee pension funds. One member noted that in a crisis as severe as this, a 
tight fiscal policy may not be appropriate, and restoring activity may be more important. 
There was a strong feeling in the Committee on the importance of strengthening the 
poverty alleviation and employment creation aspects of the program in general and in the 
PRSL in particular. The operation needs to be more specific on the actions in this area. 
Others noted that exposure in Indonesia is already high, so the increases had to be 
monitored carefully to be sure the additional lending is well directed. 

9. The Region responded that the situation is still fluid. The Region emphasized that 
the reform program is the Bank's agenda that was adopted by the IMF. The focus of the 
Bank's operation will be on implementation. The IMF's fiscal targets are flexible and 
will have to be adjusted to take account of the expected large food subsidies that may 
amount to $1 billion. Poverty and human resource development issues are important and 
will receive greater attention as the document is revised. The Region elaborated on a 
number of actions that would be included on the poverty and human resource side. Many 
of these will be addressed through other operations and restructuring the current portfolio. 

10. It explained in more detail the strategy in the financial sector, building on the 
recently issued government guarantee program and program for strengthening banks and 
the capacity of the government to supervise a reformed banking sector. However, some 
of those reforms will take time, and there may be little that can be done in the very short 
term to restore liquidity until it is possible to make a determination of which banks and 
corporations are potentially viable. Restoration of confidence is critical in this area and 
the work in the financial sector is moving to strengthen the financial sector to better be 
able to extend credits. The program on privatization is manageable and work is already 
underway, although the modalities may have to be revised. There has already been a lot 



of capital flight, and much if it is related to physical as well as financial fears of the 
Chinese business community. The Region has been careful to develop a policy reform 
agenda that is sufficient to build confidence and address fundamental issues, but 
achievable and not really overloaded. 

11. Several members expressed concerns about the proposal of a currency board (CB) 
that had come up recently. Such an initiative would be highly undesirable at this point 
and be a serious threat to the Bank's and IMF's program. The Region reported that 
something may be announced very soon, but many here were also opposed. The 
Chairman asked the Committee to set aside discussion of the CB and consider the 
operation on it merits. 

12. The Region pointed out that a key strategic question is how large to make this 
operation and how to tranche it. So far the Bank had only delivered a $20 million TA 
loan as part of its promised response to the crisis, while the IMF is close to releasing its 
second $3 billion tranche. It is important for the Bank to make its own major 
contribution. The signal of support is very important, but it is nonetheless a very risky 
operation. The government may not have the credibility to carry through the reforms, and 
the reforms may not restore the government's credibility in the short run. However, it 
would be very serious for the Bank and the IMF not to support the government while it is 
trying to reform. 

13 . Depending on the Committee' s evaluation ofrisk factors and how to assure 
implementation, it would be possible to do a smaller initial operation of less than $1 
billion. But it should remain a single tranche operation, with a second SAL planned 
shortly after the new government is in place to implement the next steps in the reform. 
The political agenda and selection of the new cabinet would play out in March. At this 
moment, the Region strongly supported continuing with a $1 billion operation, but if 
there were major changes, such as the adoption of the CB, the Bank' s position would 
have to be reconsidered in light of the IMF's reaction and other factors . That would be 
known before the operation went to the Board. 

14. The Chairman concluded that 

• The Region should expand the presentation of the country strategy and clearly 
situate this operation in that context; 

• This operation should be strengthened and made more specific in the 
presentation of the poverty, social development, and financial sector aspects; 

• The operation should be clearer on implementation, with more monitoring and 
benchmarks included; and 

• The Region is authorized to negotiate the operation but a decision on the 
amount of the operation should be left open at this time. Events over the next 



few days would have to be considered and a final decision made on Monday, 
February 16. 

The Committee would provide whatever support is needed for making that decision 
through further consultations. The timing would be tight, but could be managed. The 
Region agreed to proceed on that basis. 

Present were: Messrs./Mmes. Sandstrom (Chairman), Koch-Weser, Stiglitz, Rischard, 
Serageldin, G. Lamb, Marshall, Rigo, Salop, Bhattacharya, Bottelier, de Bruyn Kops, 
Peters, Beca, and C. Lamb. 
In Indonesia (by videoconference): Messrs./Mmes. De Tray, Nehru, McKay, Nordlander, 
Pomeroy, Roulier, Casanove, Shilling (Secretary), Inoch (IMF). 


