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From boom t o bust

After recovering from the econom c chaos and hyperinflation
of the early 1960s, the Indonesian econony since the late 1960s
enbarked on a period of rapid growh which in general it was able
to sustain for the next three decades. The rapid economc growth
and transformati on which I ndonesia experienced during this period
transformed the country from being the ‘'prime economc
underperformer' anong the Southeast Asian economies in the early
1960s into an energing 'newy-industrialising econony' (NE) in
the early 1990s. This new econom c status was achieved as a result
of rapid industrial growh which transfornmed Indonesia from a
largely agrarian econony in the md 1960s to a rapidly
industrialising econony in the md 1990s. As a result of this
remar kabl e econom ¢ performance |ndonesia, along with Japan, South
Korea, Taiwan, Hong Kong, Singapore, WMalaysia, and Thailand, in
1993 was classified as one of the 'high-performng Asian
econom es' (HPAES) by the Wrld Bank in its fanmous but
controversial report on 'The East Asian Mracle'. (Wrld Bank
1993: xvi).

Despite the great differences between | ndonesia and the other
seven HPAEs in terns of |evels of econom c devel opnent, standards
of living, size of the econony and size of the population, and
resource endownents, and historical and cultural background, it
shared with the latter countries sonme simlar characteristics
whi ch, according to the criteria set by the Wrld Bank, qualified
it as one of the HPAEs, nanely rapid and sustained growth fromthe
md 1960s through the md 1990s. Qher devel oping countries have
al so grown equally rapidly during certain periods, but not at such
high rates for such a long period. Equally inportant, the rapid,



sustai ned gromh of these HPAEs was, unlike nost other devel opi ng
countries, acconpanied by a rapid decline in absolute poverty and
a relatively equal inconme distribution. Al these HPAEs also
experienced rapid denographic transitions, strong agricultural
grom h, and very rapid export growh. (Wrld Bank 1996: 8; 28-40).
The rapid and sustained economc growmh of these HPAEs was
associated with high rates of physical investnent, including high
rates of private investnent, high rates of investnent in human
capital, and high rates of productivity growh. (Wrld Bank 1993:
8).

Certainly a remarkable feature of Indonesia' s rapid economc
growh during the past three decades of the Soeharto era has been
the steady decline in the incidence of absolute poverty. Wi | e
the estimates of the exact extent of poverty reduction in
| ndonesi a have differed according to the use of a specific poverty
line concept used by various agencies and scholars, all these
estimtes have yielded the sane basic finding, nanely that the
i ncidence of absolute poverty in Indonesia has indeed declined
since the late 1960s through the md 1990s. In fact, in a
conparative study on the performance of a nunber of devel oping
countries in alleviating absolute poverty, the Wrld Bank
concluded that during the period 1970-1987 I|Indonesia had been the
most  successful anbng the developing countries in reducing
poverty. (World Bank 1990: 45).

Throughout the early and md 1990s the I|ndonesian econony
kept growing rapidly at an average annual rate of 7.5 per cent.
However, during this period rising criticism from concerned
observers were directed at the governnent for tolerating the
proliferation of what the Wrld Bank euphemstically called
‘comon | ocal practices' (Wrld Bank 1997a: 1), that is
corruption, nutually profitable collusive arrangenents between
venal senior governnment bureaucrats and business tycoons, and
bl atant nepotism by the country's powerhol ders. According to these
critics, these abuses contributed to the perceived w dening
econom c¢ disparities and the corrosion of the economc and socia
resilience of the country.

The deterioration in the political econony of Indonesia was,
anongst others, reflected in the erosion of fiscal discipline
whi ch had been a hall mark of the economc policies for the greater
part of the Soeharto admnistration. This erosion in financial
discipline was evident from the increase of off-budget public
expenditures for the funding of various costly investnent projects
of questionable economc value. (Nasution: 1995: 3-4). On the
m croeconomc level various regulations and restrictions on
domestic conpetition had been introduced which had an adverse
inmpact on the investnment climate and the economc efficiency in
vari ous sectors of the econony, as it only encouraged unproductive
rent-seeking activities. Not surprisingly, in various polls



conducted by various international or gani sati ons, | ndonesi a
consi stently ranked as one of the nost corrupt countries in Asia.
Governnent officials, however, tended to dismss these criticisns,
poi nting out that since the Indonesian econony was still grow ng
at a brisk pace, the corrosive effects of corruption, if there
were any, were vastly exagger at ed.

What ever m sgivings international aid organisations and donor
countries were having about basic weaknesses of the Indonesian
econony, specifically relating to the so-called governance issues,
their official statenents about the economc prospects of
| ndonesia were generally fairly upbeat. This was clearly evident
from the Wrld Bank's annual report on the Indonesian econony,
rel eased on 30 May 1997 which, based on the good perfornmance of
t he I ndonesi an econony during the period 1991-1996, forecast, wth
sone qualifications, a simlar robust average growmh rate of 7.8
per cent for the renainder of the 1990s. (Wrld Bank 1997a: 29).

However, by late July 1997, barely two nonths after the
rel ease of the Wirld Bank report, perceptions about the |Indonesian
econony changed suddenly for the worse, as the |ndonesian rupiah
in the wake of the depreciation of the Thai baht, the Philippine
peso, and the Malaysian ringgit, also started depreciating, first
gradually but then increasingly rapidly, as investor funds were
scranbling to reduce their exposure to |ndonesia. Unli ke the
depreciation of the Thai baht and the Ml aysian ringgit which were
initially triggered by the flight of international capital,
foll oned subsequently by donestic capital flight, in Indonesia the
rupi ah depreciation was initially triggered by the flight of
donestic capital, but subsequently followed by the flight of
international capital. Apparently the flight from Indonesia of
donmestic capital was caused by the fact that a nunber of
| ndonesi an busi nessnen were losing their confidence in the
prospects of the |Indonesian econony. (Johnson 1998: 12).

As | ndonesi an conpani es heavily indebted to foreign creditors
rushed to cover their external debts, much of it unhedged and
short-term by purchasing foreign exchange in l|large quantities
the rupiah further depreciated. In the face of persistent market
pressures on the rupiah, the Bank of Indonesia floated the rupiah
on 14 August 1997. This neasure, however, further increased the
downward pressures on the rupiah, as nore and nore conpanies
saddled with foreign loans, much of it short- term and unhedged
attenpted to purchase foreign exchange. Forei gn exchange
supplies, however, had grown increasingly scarce as foreign
creditors were becomng reluctant to I end to I ndonesi an conpani es.
(World Bank 1998:1.4).

As the rupiah continued to depreciate, the Indonesian
government on Cctober 13, 1997 turned to the International
Monetary Fund (IMF) for financial assistance to help Indonesia



solve the currency crisis. In return for a standby | oan offered by
the |IM, the Indonesian governnent pledged to inplenent a
conprehensive reform program involving a commtnent to stick to
sound nacroeconom c policies, to restructure the financial sector,
and undertake structural r ef or ns. It was hoped that the
availability of a large |IM- standby |oan, backed by a credible
econom ¢ reform program sanctioned by the IM, confidence in the
rupiah would be restored. (Sadli 1999: 17).

Thus, just like at the beginning of its reign in 1966, the
Soehart o governnent had once again conme under the tutelage of the
| M=. However, while in 1966 the IM- assistance was prinmarily
intended to lower inflation (Booth 1998a: 178), in 1997 |M
i nvol venent was sought to stemthe erosion of market confidence in
t he rupi ah.

The | M- package was to be inplenented over a three-year
period and to be tightly nonitored by the |ndonesian governnent,
assisted by experts from the IM-, the Wrld Bank, and the Asian
Devel opnment Bank (ADB). (Soesastro & Basri 1998: 18). In addition
to the IM, Wrld Bank, and ADB |oans, several countries also
offered financial assistance to help strengthen the rupiah. The
| M= rescue package provided for a US$ 43 billion standby I oan,
including a US$ 10 billion standby loan fromthe IM- itself, and
an additional US$ 4.5 billion fromthe Wrld Bank, US$ 3.5 billion
from the Asian Devel opnent Bank (ADB), and additional contingency

loans from bilateral sources, including US$ 5 billion each from
Japan and Singapore, US$ 3 billion fromthe US., US$ 1.2 billion
from Brunei Darussalam and US$ 1 billion each from China,

Mal aysi a, and Australia. (Soesastro & Basri 1998: 16).

The first step which the Indonesian governnent took to
i npl enent the agreed-upon |M-nmandated reform program was in the
field of financial restructuring. This step was considerd
necessary, as the weak banking system saddled with |arge, non-
performng |oans, had been a major factor in causing the crisis.
To this end the Indonesian governnent closed down 16 private
i nsol vent banks, including sone banks owned and controlled by the
President's relatives and business cronies. The objective of this
radical step was to show the governnent's commtnent to deal
decisively with financially troubled banks. However, instead of
restoring public confidence in the banking system the Iiquidation
of the 16 banks led to a further erosion of public confidence in
the banking system as reflected by a rush of the public to
wi thdraw their deposits from private banks. This, in turn, forced
Bank of |ndonesia, the central bank, to provide |arge anmounts of
so-called liquidity credits to the remaining private banks to
prevent their coll apse. Hence, the «crisis faced by highly
i ndebt ed conpani es was now aggravated by a banking crisis. (Wrld
Bank 1998: 1.6). Actual |y, both the IMF and the Indonesian
governnment are to be criticised for having overl ooked the danger



of summarily liquidating a relatively large nunber of private
banks wi thout realising the adverse inpact on public confidence of
liquidating banks in a country w thout a proper deposit insurance
schene.

By early January 1998 the steady depreciation of the rupiah
had turned into a runaway, free-fall depreciation unprecedented in
worl d economc history. Wile one US dollar was worth Rp. 2,400
in early July 1997, by late January 1998 its value vis-a-vis the
US dollar had tunbled to Rp.17, 000. Hence, over this period the
rupi ah had depreciated by over 80 per cent against the USD, while
t he stock exchange i ndex had dropped by sone 50 per cent.

The steep depreciation of the rupiah, which was nmuch steeper
than those of the other affected Southeast Asian countries, set in
train a chain of events which by early 1998 al nost brought the
country to near economc coll apse. Unli ke Thailand and South
Korea which had also turned to the IM- for financial assistance
and in return for this aid had from the outset inplenented
vigorously the agreed-upon reform prograns, the |Indonesian
government did not seem fully commtted to inplenment the reform
program Hence, when the rupiah failed to strengthen and the
econony continued its downward slide, the |Indonesian government in
January 1998 was forced to sign a second agreenent with the | M
which contained a nore stringent and detailed 50-point reform
program covering nmonetary policy, fiscal policy, banking reforns,
state enterprises refornms, structural reforns, and provisions on a
social safety net for the economcally vulnerable groups in
society which had been the worst affected by the protracted
economc crisis. (IMF 11, 1998).

Even after having signed the second |M agreenent, the
| ndonesi an governnent, specifically President Soeharto, stil
seemed reluctant to inplenent the agreenent faithfully,
particularly the structural reforns which were ainmed at renoving
various policy-generated barriers to donestic conpetition and
trade, such as elimnating the notorious clove nonopoly managed by
the youngest son of the President and the inport nonopolies of
Bulog, the State Logistics Agency, on rice, wheat, flour
soybeans, and garlic. Many critics attributed the President's
rel uctance to i mpl enment t he structural r ef or s to hi s
unwi I lingness to harm the business interests of his children.
I nstead of going ahead with inplenenting the second | M- package
faithfully, the President seened to backtrack on his earlier
commtment to inplenment the reform program as reflected by his
criticism that sone  of t he | M=- mandat ed nmeasures  were
"inconstitutional'. It was at this time that the President | ost
his confidence in his economc technocrats and increasingly
started perceiving the |IM-mandated reforns as containing a
"hidden agenda’ which was ained at eroding the financia
foundations of his childrens' businesses, and his political power



rather than strengthening the rupiah.

To stabilise and strengthen the rupiah, the President in
February 1998 seriously considered to introduce a Currency Board
System (CBS), a concept which Professor Steve Hanke, a prom nent
originator of this system tried to sell to the President. Under
a CBS the currency board is the nonetary institution which issues
notes and coins which are fully backed by a foreign 'reserve'
currency and fully convertible into the reserve currency at a
fixed rate and on denmand. The reserve currency is a convertible
foreign currency chosen for its expected stability. A currency
board nust by law hold foreign exchange reserves which are equa
to 100 per cent or slightly nore of the notes and coins in
circulation. (Hanke & Schuler 1994: 3). |In the case of |ndonesia
the idea was to peg the rupiah to the US dollar by guaranteeing
that the rupiah in circulation would be fully backed by
| ndonesia's foreign exchange reserves. The President tried to
mollify the IMF by arguing that he was still commtted to the I M
package, but since it had failed to stabilise and strengthen the
rupi ah, the need arose for an 'IM- plus' package, the 'plus'
apparently referring to the introduction of a CBS.

Many I ndonesian economsts criticised the idea of
introducing a CBS in Indonesia so precipitously, as foreign
exchange reserves had dropped to a little nore than US dollar 16
billion, which was considered to be too small to make a CBS
credi bl e. Moreover, the critics were concerned that under a CBS
it would be the President's relatives and business cronies who
m ght have preferential access to the precious foreign exchange
which they could obtain at the relatively favourable pegged
exchange rate, «certainly nore favourable than the prevailing
exchange rate.

It is doubtful that the President was fully aware of the
intricacies and inplications of introducing a CBS, as his only
concern was to stabilise the rupiah by pegging it to the USD. It
was only after the urgent appeals of the heads of governnment of
several donor countries and the diplomatic but clear warning of
the IMF that it would withold further financial assistance if
| ndonesi a woul d go ahead with a CBS, that the President abandoned
the idea of introducing a CBS.

However, precious tine had el apsed because of the protracted
debate about the CBS. As the rupiah failed to strengthen and
economc conditions continued to deteriorate, the Indonesian
governnent seened finally ready to inplenent the reform package
nmore seriously. Oh its part, the IM- too showed greater
flexibility and understandi ng of the worsening econom c conditions
by agreeing that |arge food subsidies for the | ow incone groups in
society was inevitable. Hence, a third agreenent was signed wth
the IMF in early April 1998 which allowed for a budget deficit of



around 3.5 per cent of CGDP, instead of the 1 per cent of GCDP
agreed upon under IM II. (IM I11, 1998). As the Indonesian
governnment this tinme was perceived to be nore seriously commtted
to inplenenting the terns of this third agreenent, the rupiah
gradually strengthened at a rate of Rp. 7,500 to Rp. 8,000 to the
US dol I ar.

In May 1998, however, |arge student denonstrations agai nst
t he governnment, sparked by the steep reduction in fuel subsidies,
came to a head when four students were killed by unknown snipers,
believed to belong to rogue elenents of the arny. In the
aftermath of large-scale riots, arson and nmass | ooting which broke
out all over Jakarta and sonme other towns, notably Surakarta in
Central Java, President Soeharto, under threat of inpeachnent by
the no longer conpliant |eaders of the Parlianment on May 21, 1998
resigned, after 14 of mnisters in charge of various economc
affairs refused to join a new, reorganised cabinet. Utimtely,
however, the fall of Soeharto was due to his inability to reverse
t he econom c col | apse of the country.

In June 1998, a fourth agreenent with the |IM was signed
whi ch took account of the further deterioration of the econony
after the third agreenent had been signed in April 1998, including
the reduced fiscal capacity of the Indonesian governnent which
made a | arger budget deficit than the one agreed upon in the third
agreenment with the IMF inevitable. As a result, an agreenent was
reached that the governnent budget deficit would be allowed to
expand to 8.5 per cent of GDP, of which 56 per cent (4.5 per cent
of GDP) was to be financed from the conmmtted external funds,
while the remainder (44 per cent of the estimated budget deficit)
would have to cone from multilateral and bilateral aid. (VWrld
Bank 1998: 2.10). This additional budget support was provided by
the Consultative Goup on Indonesia (Cd), the aid consortiumto
| ndonesia, which in its annual neeting in Paris in early July 1998
pl edged a very large aid package anounting to US$ 13.5 billion, a
| arge part of which was to be spent on budget support, including
| oans to help financing part of the routine expenditures.

Hence, within a tine span of only one year I|ndonesia had
turned froma ' boom ng econony', extolled by the international aid
community and mnany foreign econonmsts as a devel opnent nodel
worthy of emulation by other devel oping countries, into a 'nelted
down econony' dependent for its very survival on the charity of
the international aid comunity and donor countries, including
humanitarian aid provided by foreign NGO (nongovernnental
or gani sati ons).

To understand why and how Indonesia got into this unexpected
econom ¢ predicanent, the causes of the financial crisis wll be
outlined in the next section.



2. Oiqgins of the Indonesian financial crisis

Despite the cautiously upbeat assessnment of the 1997 Wrld
Bank Report on Indonesia's nediumterm economc outlook, it did
warn of a nunber of significant donmestic and external risks which
were at that tinme facing the Indonesian econony. These risks
i ncluded persistently high core inflation, a weak banking sector
a rising exposure to the property sector, a slowdown in non-oi
exports, a w dening current account deficit, and a rapidly rising
private external debt. (Wrld Bank 1997: xxi). The Report also
war ned, prophetically, that adverse developnents in the other
Sout heast Asian economes could spill over into Indonesia, and
lead to a reversal of capital inflows. These risks were nmagnified
by Indonesia's |large external debt and the increasing sensitivity
of global capital flows to changes in the above indicators. (Wrld
Bank 1997: xxi).

The events since July 1997 bear out that the above risks did
in fact materialise in Indonesia as a sudden loss of investors
confidence, triggered by the depreciation of the Thai and
Mal aysi an currencies, led to a reassessnent of the risks involved
in investing in or lending to Indonesian conpanies. In turn, this
risk reassessnent led to a considerable capital outflow and a
concom tant depreciation of the rupiah.

Since the early 1990s foreign investors and creditors, buoyed
by the prospects of the boomng Southeast Asian econom es,
i ncludi ng I ndonesia, and encouraged by the favourable assessnents
by the Wrld Bank, the IM-, and reputable credit-rating agencies,
such as Myody's and Standard’ s and Poor’s, had reckl essly provided
huge loans to these economes for investnents in the tradable and
even nore in the non-tradable sectors, particularly in property.
In providing these |oans these foreign creditors were conveniently
overlooking the systemc flaws in the financial systens and
distortions and inefficiencies in these econom es. On its part,
t he 1 ndonesi an governnent too had ignored the above early warning

signals, partly because it had little, if at all, information on
the actual magni tudes of the capital in- and outflows,
particularly the short-termcapital inflows, and partly because it
was still flush with euphoria about the boom ng econony.

The currency crises which hit the Southeast Asian countries,
i ncl udi ng I ndonesi a, si nce md 1997 were triggered by
i nternational speculators who had been targeting the currencies of
these countries for two main reasons. The first reason was their
perception that the exchange rates of the Southeast Asian
countries which had been linked to the US dollar since the md
1980s <could no Ilonger be mintained. From the tine these
currencies, including the rupiah, were linked to the US dollar,
| arge anmounts of capital at low interest rates, nuch of it short



term and unhedged, had flooded into these countries, including
| ndonesia, w thout considerable foreign exchange risk. (Kom ne
1998: 2).

Al t hough Indonesia, wunlike Thailand, had not pegged its
rupi ah exchange rate to th US dollar, it did nmaintain, through its
managed float, a quasi-fixed exchange rate tied with the US doll ar
and which was inplicitly guaranteed by the governnment that the
rate would remain closely pegged to it. (H Il 2000: 125-6). Wth
donmestic nomnal interest rates about three tines higher than
t hose prevailing abroad and an open capital account (introduced in
1972), it was not surprising that |ndonesian conpanies were
encouraged to borrow l|arge anmpbunts of funds from foreign
creditors, much of it short-termand unhedged (H Il 2000: 126).

Since 1996, however, this mechani sm began to unravel as the
inflation differentials between the Southeast Asian countries and
the U S began to widen and the Japanese yen began to depreciate
vis-a-vis the US dollar. As a result, the real effective exchange
rates of the Southeast Asian currencies, including the rupiabh,
began to appreciate, t hus resul ting in reduced export
conpetitiveness and contributing to rising current account
deficits. (Kom ne 1998: 3).

The second reason accounting for the crisis was the burst of
t he 'bubbl e econony' which had been building up in the Southeast
Asian countri es, particularly in Indonesia, Mal aysi a, and
Thai l and, during the period 1994-1996. The 'bubble econony' had,
like in Japan in the late 1980s and early 1990s, nanifested itself
in the formof a steep rise in the value of assets, particularly
in regard to land and stock prices, to levels which bore little
relationship to the real sector. The steep rise in the value of
the assets was nmade possible by the vast | oans provided by foreign
institutional investors and foreign banks. (Komne 1998: 3-4).
Wil e the 'bubble econony’' was building up, the value of both the
assets and debts of the local debtor conpanies were rising neck
and neck. However, once the 'bubble' had burst after the
reassessnment of the risks involved, the value of assets tunbled
but not that of the debts. This burst of the 'bubble econony' was
reflected in the deteriorating balance sheets of the debtor
conpani es. (Kom ne 1998: 4).

Since the early 1990s Indonesia' s private sector had gone on
a borrowing spree, which caused Indonesia s total external debt
(public plus private debt) to junp from around US dollar 70
billion in 1990 to around US$ 140 billion in md 1997 (which was
nore than twce as large as Indonesia' s total exports). O this
anount, about one half was private debt, nuch of it short-term
(wth an average maturity of only 1.5 years). Moreover, nuch of
the private sector's external debt was explicitly or inplicitly
guaranteed by the Indonesian governnent, as part of these foreign



loans were being used to finance |large-scale infrastructure
projects, to be undertaken by politically well-connected groups.
(Vi chyanond 1998: 19).

The i nvol venent of I ndonesi a' s private sect or in
infrastructure devel opnent started in 1993 when infrastructure
devel opnent (including electric power generation) was opened to

private investors, both donestic and foreign. Wth relatively
l[imted funds at their disposal, Indonesia' s private investors
were looking for relatively cheap overseas sources of finance to
fund these large-scale projects. However, involvenent in these

infrastructure projects was not only limted to private investors,
as the Indonesian governnent was also involved in several of these
projects through equity participation by state-owned enterprises
(SCESs), long-term procurenent contracts, or joint operation of
these projects with revenue sharing. (Simanjuntak 1998: 3).

The 'bubble' first burst in Thailand, but then spread to
Mal aysia, the Philippines, and finally Indonesia. Initially the
rupi ah depreciation was i ndeed caused by the contagion effect from
Thail and, as foreign investors and creditors undertook a w de-
rangi ng reassessnent of largely simlar risk exposures in the
ot her Sout heast Asian countries, including Indonesia. The sudden
concern of these foreign investors and creditors was in particul ar
focused on the large, unhedged, short-term off-shore |oans which
many | ndonesian firns and their bankers had taken during the past
year. The newy perceived risk was that these firns would be

suffering big losses if the rupiah would, |like the baht and the
ringgit, also depreciate. It was feared that this, in turn, could
very likely lead to a proliferation of bad debts anong the

| ndonesi an banks, sonme of which were known to be very weak.
(McLeod 1997b: 42-43).

As concern about this new risk exposure turned into panic
donestic and foreign investors alike started selling their shares
in listed companies, especially those considered vulnerable to
foreign exchange risk, in order to reduce their own risk exposure.
Subsequently, these investors attenpted to convert the rupiah
proceeds from these sales into US dollars (USD) or other strong
foreign currencies. (MLeod 1997b: 43). As pressure on the rupiah
increased, the rupiah began to depreciate against the upper
boundary of the intervention band. Al though the intervention band
was w dened further, pressure on the rupiah continued unabated
Havi ng witnessed the costly and ultimately unsuccessful attenpt of
the Bank of Thailand to maintain the fixed exchange rate with the
US dollar, the Bank of I|ndonesia on August 14, 1997, floated the
rupi ah.

The nove to a floating exchange rate, however, only confirned
the worst fears of both investors and the wi der public that what
had happened in Thailand and the other Southeast Asian countries



could also happen in Indonesia (MLeod 1997b: 43). As people
attenpted to get rid of their rupiah holdings as fast as they
could and convert them into US dollars or other strong foreign
currencies, the free-floating rupiah depreciated even further,
thus further confirmng the worst fears about the inexorable
downward trend of the rupiah.

Despite concern about these developnents, the initia
response of Indonesia' s economc policy-makers was not panicky as
they steadfastly held that the country's 'econom c fundanentals'
(low rate of inflation, a balanced budget, a rising but still
manageabl e current account deficit, and adequate foreign exchange
reserves) of the country were still basically sound. To stemthe
depreciation of the rupiah, the Indonesian governnent tightened
monetary policy by raising the interest rates sky-high. This
nmeasure, however, further weakened the weak banking system even
nor e, and encouraged further capital flight. (Montes &
Abdul sal anov 1998: 180).

As the various government neasures to stem the downward slide
of the rupiah turned out to be wunsuccessful, sone prom nent
| ndonesi an economists pointed to the non-economc factors
affecting the steep depreciation of the currency. For instance, in
a wdely published warning aired in early 1998 the |ate Professor
Sumtro D ojohadi kusuno, the doyen of |ndonesian econom sts and
former cabinet mnister, attributed this |oss of public confidence
to a series of what he called institutional diseases, such as
extensive corruption, collusion between governnment officials and
busi nessnmen, governnent-sancti oned nonopolies, |egal uncertainty,
and a weak judicial system Sumtro warned that getting out of
this crisis would require imediate and firm action by the
| ndonesi an gover nment , specifically by attacking t hese
institutional diseases in a nore focused manner, despite the
anticipated strong resistance from groups with vested interests in
hanpering the inplenentation of these reforns. (D ojohadi kusuno,
1998). G her critical Indonesian economsts also drew attention
to other basic factors, particularly a wde range of policy-
i nduced mcro-economc distortions, such as various regulations
and restrictions on donmestic conpetition and trade which only
benefited politically well-connected rent-seekers and over tine
had adversely affected the efficiency and resilience of the
| ndonesi an econony to weat her external shocks successfully.

Moreover, the extensive financial deregulation program which
t he Indonesian governnment had introduced in Cctober 1988 had | ed
to the establishnment of a |arge nunber of private banks. However,
this liberalisation program had not been acconpanied by the
introduction of a credible and adequate prudential protection of
the vastly expanded banking system (Montes & Abdul sal anov, 1998
180) . I nsol vent banks, controlled by the President's relatives
and cronies, were allowed to continue operating. It was only after



t he I ndonesi an governnent in early Novenber 1997 had |iquidated 16
i nsol vent banks under the IMF | agreenent that a first step was
taken to tackle the difficult problens of banking reforns.
However, nore than four years since the establishnment of the
| ndonesi an Banking Restructuring Agency (IBRA) by the Indonesian
government to restructure the banking sector, IBRA has only made
slow progress in selling the assets it controls and in
restructuring the banks because of considerable political
pressures and the lack of cooperation of well-connected bank
owner s.

Clearly, the origins of Indonesia s financial and economc
crisis were as mnmuch political as economc, and therefore nore
intractable than in the two other worst afflicted East Asian
countries, nanely South Korea and Thailand where the economc
crisis led to the speedy ouster of a discredited governnent and
the installation of a new, popularly elected governnent strongly
commtted to the economc reforns prescribed by the IM. Wile in
these two countries a confidence crisis led to a currency crisis
and subsequently to a financial and economc crisis, a politica
and social crisis was averted because of the assunption of power
of a nore credible governnent fully commtted to inplenenting
wi de-rangi ng economc reforns. (Bhanoji Rao 1998: 1401-02; 1407).

In Indonesia, however, a discredited governnent not fully
commtted to inplenenting economc reforns tried to hang on to
power for too long. Like in Thailand and South Korea a simlar
confidence crisis led to a simlar currency crisis and
subsequently to a financial and economc crisis, but then, unlike
the two former countries, escalated into a full-blowm political
and social «crisis. (Bhanoji Rao 1998; 1406-07). Unlike in
Thai l and and South Korea, in Indonesia the assunption of power of
a new governnent under President Habibie in My 1998 failed to
restore political stability, as the new president was wdely
perceived to lack political | egi ti macy. Consequent |y, t he
protracted political and social crisis, involving violent inter-
ethnic and inter-religious conflicts in various places all over
the country, severely hanpered efforts to restore the politica
and social stability so urgently needed for the econom c recovery
of the country.

The i npact of the economi c crisis

a. The econom c i npact

The severe financial crisis of 1997/98 had a devastating
i npact on the I ndonesian econony as reflected by the fact that GP
in 1998 contracted by an unprecedented -13.7 per cent. This
economc contraction was nmuch worse than in 1963 when the
| ndonesi an econony contracted by nearly -3.0 per cent. (Wrld Bank



1998: 2.1). It should be pointed out, however, that the size of
the Indonesian econony in the md 1990s, anounting to US$ 215
billion in 1997, was nuch bigger than it was in 1965 when GDP was
only US$ 3.6 billion. Moreover, because of rapid econom c growh
which far exceeded population growh during the past three
decades, per capita GP in 1997 anounted to US$ 1,075 as conpared
to only US$ 190 in 1965. (H Il 1996: 5; Wrld Bank 1985: 178;
Worl d Bank 1999: 194).

Al t hough the financial crisis had already hit Indonesia in
August 1997, CGDP in 1997 was still able to grow by 4.6 per cent,
whi ch was nuch | ower than the 7.8 per cent growth forecast by the
Wrld Bank in May 1997. (World Bank 1997: 29). However, as all

the sectors were still able to record a positive though sl ower
grow h, overall economc growh in 1997 was positive too. The
full inpact of the financial crisis on the econony was only felt

in 1998, with construction, the financial sector and busi ness
services, trade, hotels, and restaurants, manufacturing, and
transport and comruni cations recording the sharpest declines. On
the other hand, agricultural output remained roughly constant and
even recorded a very slight increase.

In 1999, however, the severe economc contraction was
reversed, as GDP again by a positive, though mniscule 0.8 per
cent. This slight recovery was to a large extent driven by
i ncreased private household and governnent consunption, which were
grpowing again at 1.6 per cent, respectively 8.4 per cent after
negative growh in 1998. G oss capital investnent, however, was
still growing at a negative rate (Thee 2000: 427). In 2000 GDP
grew at an even higher rate of 4.8 per cent, primarily due to
strong growh of manufacturing, wutilities, construction, trade,
and transport and conmuni cations (D ck 2001: 15). However, this
performance could not be sustained in 2001 due to a slackening off
of consunption growth and |ower exports due to slower growth in
the U S, the largest market for Indonesia s non-oil exports.
As a result, GDP in 2001 grew by only 3.5 per cent. Prospects for
a higher growh of CGDP in 2002 appear dim at present, with CDP
projected to grow by 4.0 per cent at nost.

As strong economc recovery requires a resunption in the
growh of donestic demand strongly supported by renewed capital
investnment (Wirld Bank 2000: 1), the failure to encourage new
capital investnent, particularly foreign direct investnent (FDl)is
a serious obstacle to Indonesia s short run prospect to achieve
speedy econom c recovery.

In addition to the financial crisis, Indonesia since 1997
al so suffered the worst drought of this century because of the E
Nino effect. The El N no drought of 1997/98 was not only severe,
but occurred twice, in July-August 1997 and in March 1998. (Wrld
Bank 1998: 1.11). Because of this drought, the planting of rice



had to be postponed by 1-2 nonths, causing a delay in the next
croppi ng season. The drought also forced the farnmers to swtch
production from rice to naize and soyabean. As a result, total
rice production in 1997 fell by 4 per <cent, <causing the
agricultural sector in 1997 to grow by only 0.6 per cent. (Johnson
1998: 16-17).

The EI Nino drought also made it very difficult to fight the
devastating forest fires in Sumatra and East Kalimantan in late
1997 and early 1998 which had been caused by the burning of
forests by the operators of large estates, transmgration
contractors, tinber concessionaires and, to a snaller extent, the
local shifting cultivators. (Wrld Bank 1998: 1.11). Besi des the
huge crop and tinber |osses, the snoke from the fires deterred
foreign tourists from visiting Indonesia and other countries in
the region, and al so caused serious danage to the health and well -
being of mllions of people. (Johnson 1998: 17).

b. The soci al inpact

The socio-economc effects of the Asian financial crisis in
| ndonesia were basically transmtted through two channels
t hroughout the socio-econom c system The effects through the
first channel were caused by the inpact of capital outflows, the
steep depreciation of the rupiah, and the contractionary effects
of tight fiscal and nonetary policies on CGDP and the various
constituent sectors. The sharp contraction of various sectors,
much of it located in the urban areas, such as construction,
financial services, and manufacturing, led to many lay-offs in
t hese sectors. The effects through the second channel were caused
by the changes in relative prices, as prices of tradable goods
(i ncluding manufactured goods) rose significantly vis-a-vis the
non-tradable goods and services as a result of the steep
depreciation of the rupiah. Hence, inflation rose steeply in
1998. (Dai non & Thor becke 1999: 2).

The effects through these two channels suggest that urban
households were affected nore severely than rural househol ds
because, first, the sectors hit hardest by the crisis were nostly
| ocated in the urban areas and therefore adversely affected urban
enpl oynent ; secondl y, inflation adversely affected the net
purchasers of foodstuffs (largely urban dwellers) because of the
steep rise in food prices in 1998, while the net producers of food
(the farmers) gained. (Dainon & Thorbecke 1999: 2-3). Hence,
urban households in general suffered nore than rural households,
specifically the farm househol ds who could grow their own food.

- Unenpl oynment




As a result of the economc slowdown in 1997 and the
subsequent severe economc contraction in 1998, |arge nunbers of
workers were laid off, particularly in the [|abour-intensive
construction, manufacturing, and nodern services sectors which are
nostly located in the urban areas. Despite the fact that hundreds
of thousands of workers were laid off, the open unenploynent rate
only increased slightly to around 6 per cent according to the
Labour Force Survey (Sakernas) conducted by the Central Bureau of
Statistics (CBS) in August 1998. (Caneron 1999: 15).

Assumng a 30 per cent contraction in nost sectors of the
formal econony, the ILO estinmated that wage enploynent would be
reduced by 5.4 mllion wage enployees. Adding this figure to the
nunber of educated wage seekers of 3.9 mllion, initial open
unenpl oyment was estinmated to be 9.3 mllion. However, because
many of these open wunenployed could not afford to remain
unenpl oyed for too long, it was estimted that about one half of
the workers laid off because of the crisis would be absorbed in
the informal sector. Hence, total open unenploynent by md 1998
was estimated to nunber 6.7 mllion people or 7 per cent of
| ndonesi a's | abour force, conpared to just under 5 per cent before
the crisis. (I1LO & UNDP 1998: 28).

Data fromthe National Socio-Econom ¢ Survey (SUSENAS), held
by the CBS in February 1998, showed large shifts in the
conposi tion of enpl oynent between the rural and urban, and between

the formal and informal sectors. For instance, enploynment in
manufacturing fell by 13 per cent, finance by 7 per cent, and
electricity by 27 per cent. However, as sone sectors, such as

finance, were only enploying a relatively snmall part of the |abour
force, even a relatively large reduction in enploynent in these
sectors only had a relatively slight inpact on total unenpl oynent.
On the other hand, enploynent in agriculture expanded because the
| abour market and the social structures in this sector were
sufficiently flexible to reabsorb the workers laid off in the
formal sector activities. (Poppele, et.al. 1999: 20).

Since many laid-off workers were forced to find self-
enpl oynent in the informal sector, both in the urban and rura
areas, in order to ensure their livelihood, the inpact of the
crisis on the welfare of the laid-off workers could ne nore
accurately estimated by | ooking at the changes in the real incones
which the laid-off workers experienced after they joined the
informal sector rather than |ooking at the change in the open
unenpl oynent rate (Caneron 1999: 15). However, as the infornmal
sector becane crowded with the |arge nunber of displaced workers,
the main outcone of this novenent was likely to be |less work and
| ower earnings for all the workers in the sizable informal sector.
(Breman 1998: 2; |LO & UNDP 1998: 25-26).



-  Absol ute poverty

The severe contraction of the econony, the attendant |oss of
jobs in the formal sector and the subsequent novenent to | ower
inconme activities in the informal sector, and the hyperinflation
and attendant drop in purchasing power which had occurred since
late 1997 led to a significant increase in the nunber of people
below the official poverty line, both in the rural and urban
ar eas. Hence, one of the proudest achievenents of the Soeharto
admnistration, nanely the sharp reduction in absolute poverty
during its 32-year rule, was reversed as a result of the severe
econom c crisis.

Al though there are varying estinmates on the inpact of the
crisis on the incidence of poverty, there is no doubt that
absol ute poverty had increased and that economc distress was
wi despread anong a | arge nunber of econom cally vul nerabl e peopl e.
Initial prelimnary estinmates by Indonesia's Central Bureau of
Statistics (CBS) in md 1998 indicated a dramatic increase in the
i ncidence of absolute poverty as a result of the economc crisis.

Whereas by 1996 11.3 per cent of the |ndonesian population (or
22.5 mllion people) were living below the poverty line, by the
end of June 1998 the percentage of people living in absolute
poverty was estinmated to have junped to 39.1 per cent (79.4
mllion people).

Assum ng that Indonesia's GDP would decline by 12 per
cent, the Wrld Bank in md 1998 canme up wth a nuch |less
pessimstic estimate than the estimates of the CBS and the ILQO
According to the Wrld Bank's estimates the incidence of absolute
poverty would increase from 10.1 per cent of the population (20.6
mllion people) in md-1997 to about 14.1 per cent (about 29
mllion people) in 1999. In view of the |arge nunbers of workers
laid off in the construction and manufacturing sectors located in
the urban areas, the Wrld Bank estimated that the poverty |evel
in the urban areas would rise from 3.8 per cent in 1997 to 8.3 per
cent in 1999, while in the rural areas absolute poverty would
increase from 13.7 per cent in 1997 to 17.6 per cent in 1999
(World Bank 1998: 3.1).

However, the Wrld Bank also pointed out that the |argest
increase in the absolute nunber of poor people would be in the
rural areas, particularly anong agricultural households hit hard
by the EI Nino drought. As sone of the regions hit hardest by the
El N no drought also happened to be anong the poorest, including
East Nusa Tenggara, East Tinor, and Irian Jaya, the incidence of
poverty in these regions could rise to a high of 42.7 per cent.
(World Bank 1998: 3.2).

More recent studies confirm that the earlier | ess



pessimstic estimates of the Wrld Bank that the inpact of the
crisis on poverty, while serious, was not as disastrous as
suggested by the CBS' s and ILO s earlier estimates. For instance,
a conprehensive study on the social inpacts of the crisis
conducted by Poppele, Sumarto, and Pritchett for the Wrld Bank
found that while the economc crisis had adversely affected the
life of many Indonesians, the social inpact had been quite
het erogeneous and less dramatic than wearlier estimates had
i ndi cat ed. According to this study overall absolute poverty had
increased from 11.0 per cent in 1997 to 13.8 per cent in 1998
whil e poverty in the urban areas would rise from 9.2 per cent in
1997 to 12.0 per cent in 1998 and in the rural areas from 12.4 per
cent to 15.2 per cent. ( Poppele, et.al., 1999: 13-14).

- Health and educati on

Anot her serious consequence of the increase in absolute
poverty was the rapid increase in the nunber of people having |ess
access to adequate food supplies as well as health and education
services. In fact, if food security is defined as a situation in
whi ch all househol ds have econom c and physi cal access to adequate
food for all the household nenbers, and where these househol ds are
not at risk of losing this access, Indonesia in 1997/98 was facing
one of the nost serious food insecurity periods in its nodern
history as a result of the economc crisis, specifically the drop
i n purchasing power of the growi ng nunber of poor people. (Tabor
et.al. 1998: 2).

Findings of a social inpact study on the crisis indicated
that the problem of food availability was nore severe in the urban
areas and in the rural areas on Java and in Eastern Indonesia. In
the urban areas the problem of food availability was largely
caused by the sharply reduced purchasing power of urban dwellers
due to higher food prices, particularly of rice. In Eastern
| ndonesia the problem of food availability was mainly caused by
the El N no drought of 1997. (Sumarto, et.al. 1999: 17- 18).

Another serious casualty of the economc crisis was the
reduced access of the |ow inconme groups to the inportant education
and health services. As many workers had been laid off and high
inflation had reduced the real incones of the |ow incone groups,
many people were not able to enjoy good nedical care, particularly
in view of the sharp increase in the prices of nedicine.
Moreover, as the prices of powdered mlk had increased steeply,
many parents were not able to buy mlk for their infant children
This had obviously an adverse effect on the physical and nental
devel opnent during a crucial period in their young |ives.

Findings of the longitudinal Indonesian Famly Life Survey
(IFLS), sponsored by the United Nations Population Fund (UNFPA)



and held in late 1997 and late 1998, indicated that the proportion
of adult persons wusing public health service centres (Pusat
Kesehat an Masyar akat, Puskesmas) had declined significantly from
7.4 per cent in 1997 to 5.6 per cent in 1998. Instead of visiting
the public health service centres, many adults sw tched towards
private providers or traditional practitioners. Simlarly, the
visits of children to integrated health services (Pos Pel ayanan
Ter padu, Posyandu) had al so decreased significantly from 56.8 per
cent in late 1997 to 41.3 per cent in late 1998. For the youngest
children (under three years of age) the drop in visits to the
health services has nmeant that a nuch reduced nunber of snal
children were receiving the inportant vitamn A Not
surprisingly, the IFLS found that the health of the poorest
respondents in late 1998 had deteriorated conpared to |late 1997
(Frankenberg, 1999: 18-28).

Many parents from the |owinconme groups were also forced to
pull their children out of school, often with the purpose that
these children could help their parents in supplenmenting their
meagre earnings. Tentative governnment estimates showed that about
6 per cent of primary school students (about 1,650,000 students)
and 13 per cent of junior secondary school students (about
1,100,000 students) had either dropped out or were at risk of
dropping out, while an additional 400,000 primary school studens
were unlikely to continue their education onto junior secondary
school. (World Bank 1998: 3.3).

Various studies on the inpact of the crisis on education
showed that the fall in enrollnent rates in secondary schools was
much larger than in the primary schools. In fact, findings of
several surveys indicated that there had either been no decrease
or even a slight increase in the enrollnent rates in primary
school s. However, it should be pointed out that even before the
crisis many children from the |ower income groups, after having
conpleted primary education, did not enroll in the secondary
schools. Hence, it was not surprising that as a result of the
crisis there had been nore drop-outs at the junior and higher
secondary schools rather than at the primary schools. (Poppele,
et.al., 1999: 29). In order to address the drop-out problem in
secondary schools, the Indonesian governnent in July 1998
introduced a scholarship program for poor secondary schoo
students together with block grants to prinmary and secondary
school s in poor areas. (Cameron 1999: 15).

Hence, yet another achievenent of the Soeharto governnent in
the field of social developnent, specifically the considerable
expansi on of education at all levels, particularly at the primary
and junior secondary l|evels, and the expansion of basic health
facilities all over the country, was being rapidly eroded by the
severe economc crisis.



C. Renedi al st eps

Wth substantial financial and technical assistance from the
| M=, the World Bank, the Asian Devel opnent Bank (ADB), the United
Nations Devel opnent (UNDP), and the Consultative Goup on
| ndonesia (Cd), the Indonesian governnent took various neasures
to protect the poor fromthe worst effects of the crisis, notably
by providing a Social Safety Net (SSN), creating short-term job

opportunities t hr ough | abour -i ntensi ve public wor ks, and
preserving the availability of the key social services. (Wrld
Bank 1998: 1). These neasures, however, were short run emnergency

nmeasures designed to alleviate the msery of the people, rather
than to put the |Indonesian econony on a sounder footing.

However, due to inadequate targeting and nal adm nistration
quite a sizable anount of SSN funds intended to alleviate the
plight of the poorest sections of the population were either
m sused, sinply wasted or even corrupted. As a result, the Wrld
Bank in April 1999 tenporarily suspended the disbursenent of funds
all ocated for SSN prograns pending an overall review of the
adm ni stration of the SSN funds.

The severe financial and crisis which had affected all East
Asian economes to a greater or |esser degree has forced
econom sts and other social scientists to take a new and nore
critical look at the performance of the so-called 'East Asian
Mracle' or 'high-performng East Asian economes' (HPAES),
particularly Indonesia which had been the hardest hit by the
econom c crisis.

Concl udi ng renar ks

Rapi d econom c change during the Soeharto era was closely
associated with the re-integration of the |Indonesian econony wth
the world econony since the late 1960s and which had been
strengt hened after the end of the oil boomera in the early 1980s.
This reintegration with the world econonuy had led to a nore open
econony, which in turn enabled Indonesia to benefit greatly from
the 'static' and 'dynamc' gains from trade as well as from the
favourabl e spillover effects fromforeign direct investnent. This
greater integration with the world or global econony was in line
with the rapid pace of global economc integration which since the
early 1990s had accelerated dramatically, as reflected by the
rapid rise in the ratio of world trade to world GP and the
equally rapid rise in the ratio of total foreign direct investnent
(FDI) to world GDP. (World Bank 1997b: 295).

However, the dramatic events during 1997 and 1998 in
Sout heast Asi a, including Indonesi a, clearly showed that



"globalisation" is a double-edged sword for these countries.

Wi |l e opening up their econom es had undoubtedly led to nore rapid
economc growh and poverty allevation in these countries, the
destabilising effects of volatile short-termcapital and | ong-term
portfolio capital novenents (Arndt 1998: 76-78) provided anple
reason in these afflicted countries to ponder whether the benefits
of closer integration with the world econony did not outweigh its
costs. Despite the fact that the 'economc fundanentals' of

| ndonesia in early 1997 were generally considered to be adequate,

these conditions neveertheless did not shield Indonesia from the
devastating effects of the currency crisis.

Wiile the positive case for closer integration with the
gl obal econony still holds, as attested by the relatively good
performance of the Indonesian econony during the period 1966-96
priority should not only be given to continue adhering to sound
nmacr o- econom ¢ and m cr o- econom ¢ pol i ci es, particul arly
conpetition policies, and human resource devel opnent, but also to
appropri ate, sustainable institutions.

One inportant lesson from the East Asian crisis of 1997/98
was that the crisis was not caused by bad economc policies, but
by the fact that its institutions were not up to carrying the |oad
when these economes went through a difficult transition period
| ndonesia's great weakness, not sufficiently realised by the
economsts, was that it had too many weak institutions and one
very strong and wunsustainable institution. Indonesia s weak
institutions were its weak and outnoded legal system its
inefficient and corrupt public service, and an underdevel oped
denocratic process. The one strong and unsustai nable institution
was President Soeharto. (de Tray 1999: 1).

The second lesson from the East Asian crisis was that
gl obalisation requires institutions to change faster than they are
able to change. (de Tray 1999: 2). In the case of devel oping
countries, including Indonesia, their capacity to change their
institutions mght have been even harder to acconplish, as they
were still grappling with the problem of building appropriate
institutions.

| ndonesi a' s | aggar dness I n bui | di ng t he appropri ate
institutions, as reflected by a weakly supervi sed and
undercapitalised banking system donestic mcroeconomc policy-
i nduced distortions, w despread corruption and unproductive rent-
seekig activities, and the venality of the governnent bureaucracy,
yielded corrosive effects which did not only wundermne the
foundations and resilience of a national econony to weather
external shocks, but also undermned the body politic and public
confidence which were essential for a society and econony to
weat her big econom c shocks successfully. In other words, the
i mport ant chal l enge  of 'good governance', once dism ssed



contenpuously as irrelevant turned out to be a crucial factor for
| ndonesi a's econom c recovery and future grow h.

During the period 1966-96 rapid economc growh, wndfall
profits from the oil boom years, and the devel opnent of its vast
natural resources enabled the New Order government, through its
Inpres prograns and redistributive policies to poor regions and
the vast expansion of transport and communications networks to
link the geographically dispersed regions together, to lay strong
foundations for a nodern, unified state and an integrated national
econony. However, as its power accunulated at the expense of
societal forces, its strong authoritarian and undenocratic nature
eventually led it to pursue self-serving policies, notably the
exploitation of the resources of resource- rich regions for the
benefit of the central governnent, which over tinme led to strong
di scontent and even separatist novenents, thus undermning the
foundations it had laid during the preceding years to build a
strong, nodern state and an integrated national econony (D ck,
et.al., 2002).

Aside from this, the accunulation of political power at the
centre also tended over tine to generate mcro-economc
interventionist policies which eroded a conpetitive business
environnent and, instead, rewarded unproductive rent-seeking
policies. These policies also gave rise to the enmergence of |arge
col lusive partnerships between political powerholders and their
busi ness clientele, many of them ethnic Chinese, which ultimtely
proved to be politically and economcally unsustainable, and
threatened the still brittle social cohesion of the nation.

Preoccupation with rapid economc growh and greed also |ed
to severe environnmental degradation and the depletion of scarce
non-renewabl e resources, which not only raised the social costs of
economc growh, but also endangered the sustainability of the
devel opnent process.

In the end Indonesia's ability for econom c recovery aqnd the
resunption of sust ai ned rapid, but also equitable and
environnental | y sustainable economc growh will not only depend
on its ability to stick to sound macro-econom ¢ and m cro-econom C
policies, but also its ability to build strong institutions, which
can establish and enforce the basic rules governing the activities
of the governnment and the public at |arge.
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