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Statement by [] on Indonesia’s Economic Reform Program

Two weeks ago, on January 15, the President announced a reinforced economic reform
program, which envisaged that Indonesia would take bold and immediate measures to
overcome our serious economic problems. Today, I would like to give you a progress report.

to tell you what we have already achieved and what we plan to do next.

Let me begin by bringing you up to date on our accomplishments so far. You will remember
that at the time the program was announced we pledged to sweep away virtually all of the
restrictions and distortions to economie activity that had accumulated over the vears, We also
pledged that we would undertake these structural reforms quickly, before February 1, in most
cases. Al the time, we ourselves realized that this objective was very ambitious, since the
breadth, the depth and the speed of these planned reforms had few parallels, either in our past
history or in the experience of other countries. In effect, we were pledging to recast the

economic framework of our country in the span of just a few short weeks.

This is why T am very pleased to tell you that we have fulfilled these pledges, a week ahcad

of schedule. All of these measures have already been announced in various places on various
occasions, but it still might be useful to bring them all together and summarize the major

actions we have taken.
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Farlier, we had stated that, in the current crisis, 1t was no longer possible to provide
spectal government support to spectfic enterprises or projects Accordingly on
January 21, decrees were 1ssued that revoked all special tax, customs, and credt
privileges previously granted to the National Car Program On the same day
Presidential instructions were issued directing the Minister of Financc to discontinue
all budgetary and extrabudgctary fundmg for IPTN, the awrcraft manufacturer,

effective immediately

We had also promused that all restrictive marketing arrangements wiil be
abolished, leaving firms free to produce and export their pioducts as they wish Ths
commitment has been fulfilled, as decrees and mstructions have already been 1ssucd,
which will ensure that the cement, paper, and plywood cartels will be dissolved,

effecttve February 1

Another key commitment was 10 hmit BULOG’s monopoly solely to rice This, too,

has already been done

Om bold structural reforms have encompassed many other areas, as well Domestic
trade 1n agricultural products has been fully hberalized, restrictions on foreign
mvestment m palm o1l plantations have been lifted, and tariffs on all food 1tems have
been reduced to a maximum of 5 percent Taken together, these actions will transform

and strengthen our economy, not only by creating new investment opportunities for




firms, but also by lowering prices on basic commodities for all of the people of the

country

At the same time, we are making sure that this process of economic trmsformation
will take place withim the context of stable overall economic environment To do ths,
we have submitted a revised budget to Parliament, which respects Indonesia s long-
standing balanced budget principles, but 1s based on the new assumptions of zero
growth and 20 percent inflation To keep the budget n balance under these conditions
has required serious measures to contam government spending Ctvil servants will not
be given pay mcreases this year, while domestically financed development
expenditures will actually be reduced 1n nommal rupiah terms, despite mflation and
the rupiah’s depreciation Energy subsidies will also be curtailed, by gradually

Iy

bringing both fuel and electricity prices back mnto line with world market prices,

starting with an initial adjustment on April 1

At the same time, we are making sure that the central bank wall be ablc to implement
a sound monetary policy, aimed at keeping inflation firmly under control Already,
the President has 1ssued a degree granting Bank Indonesia the autonomy to set mterest
rates 1n hine with 1ts objectives And, already, this autonomy 15 bemg utilized Today,
Bank Indoncsia announced that 1t has raised interest rates on 1s SBI cerhficates across
the spectrum of maturities, from a range of [x-y] percent to a new range of [x-y]

percent In thus way, the central bank has not only brought SBI rates mto line with
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current market conditions, but it has also signaled 1ts determmnation to mamtain a firm

policy stance until confidence in the rupiah has been restored

In brief, we have already come a long way, tn just the past few weeks But there1s still much
to do before the current cnsis 18 overcome So now let me turn to the measures that we wall
be taking 1n the future You will undoubtedly recall that at the time the President announced
the reinforced program, he mentioned that plans would soon be forthcoming to resolve the

problems of the banking system, and deal with the difficulties of corpmations which arc

finding 1t difficult to repay their foreign debts Today, I would like to announce these plans

Let me begn with the plans for strengthenmg the banking system Over the past scveral

months, the waves of economc difficulties have been taking a heavy toll on the Health of the
banking system And as this has occurred, confidence in Indonesia’s banks has begun to

wane The public has been withdrawing their deposits from the banking system, reducing the
amounts that banks can lend to corporations Foreign banks have become mcreasingly
reluctant to accept Indonesta letters of credit, making 1t difficult for the country to obtan vital

mmports Even domestic banks bave become reluctant to lend to each other

Thus serious situation demands immediate and decisive government action Accordingly, the
government has decided that from today 1t will stand bebind the commercial banks of the
country and guarantee that obhgations to depositors and creditors will be met Should any

bank encounter difficultly in making payments, Bank Indonesia, acting on behalf of the
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government, will immediately step m to make sure that these payments can bc made This

means that the public can now rest assured their bank depostts are now completely safe and

sound

At the same time, we recognize that guarantces, by themselves, ate not sufficient to solve the
problem Action must be also taken to resolve the underlying financial difficulties of the
commercial bariks For this reason, we are today establishing a new goverpment mstitution,
the Tndonesian Bank Restructuring Agency—IBRA, for short—which 1s being charged with
the task of bringing commerc1al banks back to financial health Whenever Bank Indonesia
discovers that a commercial bank 1s m financial distress, 1t will be transferred to the umbzella
of the IBRA. The IBRA will then ask the bank’s shareholders to prepare and implement an
immediate rehabilitation plan If they are not 1n a position to do so, then IBRA wili take over
the task 1tself, erther by restructuring the bank's operations and finances, ot by merging it

with other banks In this way, bank by bank, IBRA will bui'd a stronger, healthier, and more

~

competiive banking system

Finally, allow me to explamn our plans to address the problem of corporate debt As the
exchange ratc has depreciated, it has become mmereasmgly difficult for Indoncsian
corporations to service their extetnal debts Yet 1t has also proved difficult for these
corporations to negotiate new anangements with thewr creditors, on & purely bilateral basis It
has therefore become increasing mmportant that an overall framework be developed, so that

these negotiations can proceed and orderly relations between creditors and debtors be
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restored Equally, though, 1t 1s important that this framework remam mformal and

voluntary—and not 1nvolve any funds from the public sector

This 16 why T am pleased to note that Indonesia’s creditors are now m the process of forming

a Steering Commttee, which will work out just such a framework, n cousultation with a

Contact Commuttee of borrowers With such a framework, 1t should now be possible to cieate

1 “win-win” situation for creditors and debtors alike, while mummizing the nisk for both This

15 possible because, at bottom both creditors and debtors have a common 1uterest, in ensunng
(

that the corporations survive, so that they can eventually rcpay the creditors and en profits

for the shareholders Equally, 1t 1s clear that without action market conditions will only

contmue to deteriorate, and creditors and debtors will both lose

I realize that I have provided only the barest outime of the corporate debt plans A fuller
explanation will be provided shortly by Mr Radius Prawiro and Mr Pen Kent, formerly a

Direcior of the Bank of England, who is advising us on the framework



From David Robinson

To MLH3S POO5 (ACHOPRA, ASINGH, BAGHEVLI, CBROWNE CCO
Date 1/30/98 9 06am
Subject currency board option -Reply

I missed last week's debate (and so apologize 1in advance 1f I am repeating
arguments already made on this issue) However, I share the view of the
sceptics, for (inter alia) the following three reasons ‘

1 Arithmetic The impact of the interest rate/exchange rate trade off needs
to be explored carefully (as Ranjit noted in the SS meeting) In Malaysia

the praivate credit/GDP ratio 1s 170 percent of GDP If interest rates rose to
say 50 percent for 3 months (far from impossible under a currency board) this
would i1mply a transfer of about 17 percent of GDP from borrowers to depositors
[(50-10) /4*170/100] in a period of three months, placing a huge strain on
corporates/the banking system This could easily call into guestion the
viability of the arrangement ex ante

In contrast, unhedged external debt in Malaysia 1s only about 18 percent of
GDP or so The ringgit would have to depreciate by 75 percent (Fund
definition)--and stay at this level for a year--to achieve the same cash flow
effect As importantly, it would be concentrated on a far smaller group of
corporates (this may be less true in Indonesia, perhaps)

I don't know the arithmetic for the other countries, although I recall that in
Thailand 1t was similar

2 Regional aspects I would have thought that the regional aspect would be
an issue especially 1f there 1s more downside risk on the currencies (and i1f
there 1s not, we presumably don't need currency boards) At the least, a
currency board in a country whose competitor's exchange rates are fallaing
would come under additional strain, adding to the flscal costs noted above

3 Permanance I continue to believe that a fixed exchange rate/ currency
board arrangement 1s not optimal for the SE Asian countries in the longer
term If markets agree, the credibility of the arrangement would be in
question from the outset p

In sum, I am not convinced that a currency board i1is a viable option, and 1f 1t
were introduced, i1t could require huge bailouts of the banking/corporate
sector in countries with high credit/GDP ratios I agree with you, though,
that alternatives will need to be considered 1f the present situation
continues, I would prefer the option of capital controls/ foreign creditors
being forced to restructure their debt, which would at least impose some costs
on foreigners

cc MLH3S POOS5 (nweerasinghe, varora) preynolds kkoch
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To: Mr. Zamani January 30, 1998

From: Michel Camdessus ( M‘
—=q

Subject: “Rescue Plan for Indonesia in Jeopardy,” Washington Post, January 7, 1998

Thank you for you memorandum on the above subject. Like you, I have been disturbed at the
fall in the rupiah in recent weeks. However, I am sure you will agree that it is difficult to
ascribe this development to comments in the Washington Post by an unnamed IMF official
rather than to market participants' own assessment of the evolving situation in Indonesia and
to the commentary by numerous other individuals and entities.

ASLA/PACLFLC~Now that the Indonesian government has announced its strategy for dealing with the financial
and corporate sectors and made substantial progress in implementing the structural reforms

5 FEB 9B 43 14 contained in the revised Letter of Intent, I would hope the we will see a turnaround in market

N === " confidence. ‘

Let me assure you that Fund management and staff are careful in making comments to the

press. The aim always is to support the reform process in member countries and help explain
members’ policies to markets and to the public.

cc: Executive Directors
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From: "Richard P. Roulier" <Rroulier@worldbank.org>
To: MLI1S.PO1l4 (CENOCH)
Date: 1/30/98 6:02pm s\\w . W
Subject: Indonesia: IMF/WB Team _ '
TRt o e &8 N WA
Charles:

As you and I have discussed, the sheer enormity of the problems (and the
needs for a rapid and coordinated response) in Indonesia suggest that
"business as usual" doesn't work and that we all need to fashion a more
efficient way of addressing the problems. Bottom line, our different
products and deliverables, our different cultures, our different incentives
impede our working together efficiently as we both recognize we must.

Reaching this conclusion is fairly easy, proposing a workable solution is
far harder. I don't purport to have the answer, but I'd like first to
detail some of the more obvious problems and then to suggest an approach
that we might take. The "problems" listed, below, aren't the substantive
problems of how we design solutions for the Indonesian crisis; rather
these are the "problems" you and I and the Fund and the Bank need to
address if we're going to be sucessful in then dealing with the actual
substantive problems.

The IMF and the Bank have different products to offer. The IMF looks
at the macro and policy environment and provides a very rapid response
to a "systemic" crisis -- it agrees with governments on the broad
outlines of required policy adjustments. The Bank, on the other hand,
focuses not only on the broad policy perspective but then also (a)
provides the micro/institutional assistance that is necessary for our
counterparts to deal with the details of implementation and (b)
designs and finances a much longer-term development strategy and
program. The recipe is provided largely by the IMF in its LOIs -- but
then responsibility for finding the ingredients, mixing them properly
and monitoring the cake while its in the oven are largely the
responsibility of the Bank. Bottom line, I think our team in
Indonesia has made dramatic progress in the last several missions
improving the coordination between the Fund and the Bank. There is,
however, still room and need for improvement to make sure that
programs designed are implementable -- and are based on the valuable
advice that can be offered by both the technical specialists in each
institution and the regional representatives in Washington and in the
field who know the country conditions, who have excellent professional
and personal relationships with the authorities, and who have for many
years advised the Indonesians on the matters we're now debating.

As a result of the different products and processes in the Fund and
the Bank, we've grown quite different cultures. The Fund by virtue of
the crises it deals with (and of the sensitivity of information it
gathers) needs to maintain a high level of confidentiality. The Bank,
on the other hand, operates much more on the basis of consensus
building -- which is not to suggest that information flows freely from
one department to another -- but it does suggest there is a belief
that value can be added by sharing information and by being aware of
different approaches.



The dynamics of operating i1n a crisis necessitate that decisions be
made rapidly In addition 1logistics of E-Mails and faxing data often
take significant time As a result of confidentialy, need to decide
rapidly and logistics of communication, it proves difficult to provide
information to those in the field and/or in Washington who have both
(a) a legitimate need to know, and (b) knowledge and perspectives
which could benefit our team and the Indonesians

I returned from Indonesia last night I know that you've also only
returned in the last 48 hours I also know that both of us must now
immediately prepare to fly back out next week Sti1ll, i1t would be good 1f
you and I and others from the Fund and the Bank could sit together on
Monday to consider a range of possibilities that might increase our
probability of . )

providing improved service to the Indonesians,

keeping people 1in our respective organizations up to date on the

design and implementation of crisis-resolution strategies and

programs, and

benefiting from the advise and guidance that the key players in our

organizations are prepared to make available to us

The 1deas I think we should try jointly to discuss are

How we might back-stop each other in our mission planning, 1 e , the
extent to which we can be one integrated team all of whom don't have
to be i1n Indonesia at all times -- you and I perhaps playing tag for
some period so that one or the other is in the field, overlapping as
we come and go, but not duplicating each other by always both being
present,

How we could create common documents (for management/Board decisions
and information) for our respective institutions rather than first
addressing the problems and solutions in Indonesia and then needing to
format the output in a different fashion -- one set of documents for
the Fund and another for the Bank,

How we could communicate more efficiently with our own key players,

e g , by having one "reporting cable" from the field each evening that
reported back to all the key players in both institutions rather than
various people on the Fund team and various people on the Bank team

struggling with E-Mails and faxs to multiple parties -- trying vainly
to make sure that everyone 18 informed and that no one 1s blind-sided,
and

How we can assure that an integrated team approach and common
reporting and information sharing won't either (a) slow the decision
process, (b) i1mpede the IMF in reaching the agreements i1t must reach
with the government, or (c¢) violate needed confidentiality

I'm sure many of my ideas on the above topics will not be fully subscribed
to by many on the distribution list -- I also recognize that sending this
to everyone before first discussing i1t with everyone (sequentially up the
chain of command) 1s not the most politic way of introducing these 1deas

In my defense, we simply don't have time to properly grease the wheels
before getting this cart rolling My apologies 1f I have misrepresented or
overly simplified either the Fund's or the Bank's approach in my



characterizations, above Further apologies to those on the distraibution
list who would have preferred I solicit their ideas personally before
sending this to every one

Your thoughts-?

Rich

ccC Masood Ahmed <Mahmede@eworldbank org>, "Dennis N De
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Office Memorandum
To: Mr. Zamani January 30, 1998

From: Manuel Guitian W

Subject: Indonesia—MAE Mission

A mission from the Monetary and Exchange Affairs Department will visit Indonesia
for approximately two weeks. The mission will comprise Charles Enoch (Mission Chief),
Alain Ize, Luis Cortavarria (all MAE economists), and Funke Orimoloye (Staff Assistant,
MAE).

The mission will assist the authorities in the areas of bank restructuring and
operation of monetary policy. Questions regarding this mission may be addressed to
Mr. Enoch (ext. 35372).

ASIA/PACIFIC=

cc: Mr. Neiss
Mr. Enoch 4 “‘f

R:ADOC\MR\1998\MISSIONS\ED.MEM January 30, 1998 (3:00pm)



From Owen Evans

To st
Date 1/29/98 10 36am
Subject IMF/WTO--further talk with Boonekamp

[Keila, can you add this to the collection on this topic that I gave the boss
yesterday?® Thanks]

Mr Faischer

Boonekamp called again this morning (Thursday 1/29) from Geneva He spoke
again with Ruggiero, following my conversation with him yesterday, and he
reports that Ruggiero 1s now calmed down and reassured Ruggiero i1s not going
to make a fuss and will not raise these i1issues in the public domain at Davos
but may seek to chat with you in the corridor

Boonekamp informed Ruggieroc of the recent agreement to provide certain
restricted Fund documents--Ruggiero had not been aware of this and greatly
appreciates this step On being reminded by Boonekamp, Ruggiero recalls his
conversation with the MD around the time that the original Indonesia program
was being negotiated Informal communication between staff along the lines in
earlier Emails 1s something that WTO staff appreciate and want--you may wish
to be soothing on this point

Still some residual concern that the implications of the further steps re
national car project in the latest Indonesia LOI remain a bit murky to WTO
staff and thought that maybe there could haveperhaps been a bit more
communication from Fund staff on this but given speed, pressure and deadlines,
the reasons are understood Not going to be made an i1ssue of

Cheers

ccC keila,michael, ssekera, rsharer, ogoodger
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i Office Memora ndum

To: Mr. Downes January 29, 1998
Mr. Galbis

Mr. Enoch o/r ’ ) q
Mr. Neiss eé! M < e W

Mr. Vaez-Zadeh

Mr. Suzuki W L{L

o e

From:  Nicholas Roberts
Subject: Indonesia—Draft Terms of Reference

Attached are draft terms of reference for a staff visit during February 7-23. I would be grateful
for any comments you may have by noon, Monday, February 2.

Attachment

cc. PDR

O\DRAFTS\FN\NR\MISSIONS\IDN98\COVTOR.WPD January 29, 1998 (10:08am)



INTERNATIONAL MONETARY FUND
Monetary and Exchange Affairs Department
Indonesia

Draft Terms of Reference MAE Staff Visit

At the request of the Bank Indonesia (BI), Mr Nicholas Roberts 1/ will visit Jakarta
during the period February 7-23, 1998, to assist BI staff with payment system reforms The
misston will coordmate 1ts activities closely with the Fund’s resident representative, Mr Al-Eyd

\

I BACKGROUND AND INTRODUCTION

The BI National Payment Reform Commuttee has been working on a strategy for payment
system reform for around three years BI has employed a number of consultants, discussed its
reform plans with other central banks, and recerved two MAE technical assistance missions on
payment 1ssues as well as an MAE-Sponsored visit by experts from the Bank of Japan

An extenstve reform agenda has been delineated but, following difficulties arising from changes
to the timuing of settlement at the Jakarta Clearing House 1 April 1996, and subsequently the
emergence of critical problems 1n the banking sector, the pace of implementation has been slow
BI’s overriding priority at present 1s to reestablish confidence in the banking system and
consistent with this the BI Payment Reform Commuttee has identified two critical areas for
payment reforms These are adoption of new failure to settle principles and changes to the
clearing and settlement cycle to allow all payments cleared through the Jakarta Clearing House
to be settled before the end of the day

Measures to develop failure to settle rules in the Jakarta Clearing House based on loss sharing
rules have been supported by the IMF as useful step toward implementing greater discipline in
the relationship between BI and the banks and in promoting greater transparency 1n Bl s
relationship with banks These changes should help to rebuild confidence in the banking system
1n the short term, while ultimately encouraging the smooth introduction of an RTGS system by
making banks bear the costs of risks 1n the existing paper system

)
Speedier settlement of clearings made through the Jakarta Clearing House also be useful as a
confidence building measure as this will reduce credit risks

1/ Headquarters based consultant, Financial Systems and Banking Drvision

O \DRAFTS\FNMANR\MISSIONS\IDN9S\TOR2 WPD January 29 1998 (10 10am)



II MAIN TASKS OF THE MISSION

The mission will work with staff BI to refine proposals that they are to put to the Board of BI
for changes to the Jakarta Clearing House clearing and settlement cycle and to establish the
principles to be applied m the event that participants n the Jakarta Clearing House fail to meet
their settlement obligations at prescribed settlement times Some of the main 1ssues on which the
mussion will provide advice to BI staff are noted mn the sections below

A Loss-sharing Arrangements for the Jakarta Clearing House

In looking to develop principles for loss-sharing the mission will emphasize that the major short
term objective should be to establish a base for strict and credible settlement policies which do
not rely on BI providing ready access to overdraft facilities

Placing responsibility for ensuring daily settlements at the Jakarta Clearing House on
commercial banks will provide them with appropriate mcentives to reduce the risks to which
they are exposed through existing clearing arrangements However, placing an extra burden of
risks on banks, while beneficial in the long term, will require careful implementation to avoid
any short term damage to public confidence 1 the banking system The 1ssues which will need
to be resolved include

(1)  The size of failure that the commercial banks will be asked to cover The benchmark
suggested by the Lamfalussy standards 1s for failure to settle rules to ensure settlement in face of
the failure of the partictpant with the largest net debit obligation However, since the Jakarta
Clearing House operates as a deferred net settlement system without any real time information
there are no means to limit the largest net debit obligation on any day and this could potentially
be very large However, the mussion will support interpreting this requirement as requiring
banks to cover an amount equal to the largest net debit posttion recorded over the period for
which statistics on the Jakarta Clearng House have been kept In due course, and as alternative
interbank payment circuits begin to operate, this requirement could be made more stringent by
requiring that banks cover settlement of something closer to a “potentially” largest net debit
posttion

2) The extent to which the loss-sharing obligations of banks are to be collateralized
Lodging collateral 1s expenstve, but if the loss-sharing requirement 1s to provide participants
with assurance of finality the additional settlement obligation this confers on banks must be
collateralized BI may want to do some calculations of the likely cost of collateral in light of the
size of the “largest net debit posttion” which participants will be required to cover

(3) The loss sharing calculation The musston will favor a loss-sharing formula based on each
bank’s share 1n total Clearing House activity based on its “normal” level of outward debits and



inward credits The rationale for this 1s that each bank should share in any loss to the extent that
1t routinely exposes itself to settlement nisk in the Jakarta Clearmng House

(4)  The location of the failure to settle provisions The mussion will suggest that the failure
to settle principles be reflected 1n a stand alone agreement to be signed by the banks which settle
obligations at the Jakarta Clearing House The agreement could then be cross-referenced in any
existing regulations of the Jakarta Clearing House Drafting a self-contamed document will
mimmize the risks of delaying implementation of the agreement

(5) The treatment of agency arrangements Allowing banks to settle on behalf of others
raises a number of potential problems If an indirect participant fails to pay a direct participant
and this triggers the failure of the direct participant then all the banks which settle through the
direct participant could be treated as failing Also, if a direct participant fails these will trigger
problems for mdirect participants using its services To avoid this type of risk BI should
consider limutations on the size of exposures that any direct participant can undertake as an
agent and there may need to be provision 1n the failure to settle rules for indirect participants to
make alternative arrangements for clearing and settlement in the event that therr agent 1s deemed
to have falled A more sweeping alternative, and one which could be considered m the longer
term, 1s to require all participants to settle directly with BI albeit that they use agents to handle
the processing of their payments

(6) The degree of discretion that the Jakarta Clearing House rules should allow in the event
that a bank 1s unable to meet its settlement obligations The mussion will put the view that BL,
ncluding 1ts Supervision Department, must be mvolved 1n any dectsion to trigger the failure to
settle rules and 1t must have discretion to decide whether a bank 1s deemed to have failed or
whether 1t wishes to extend a lender of last resort facilities to a bank which 1s considered to be
soundly managed and well run Any attempt to reduce the discretion of BI mn this area will hkely
be counterproductive as inevitably there are occasions where a bank may be subject to
unfounded rumor, or errors in the clearing process Of course, the decision making process in
the event that a bank cannot meet its settlement obligations must be transparent and the reasons
for each decision fully documented

B Clearing and Settlement at the Jakarta Clearmg House

The musston will need to establish the precise nature of the changes which BI wish to make to
the Jakarta Clearing House clearing and settlement cycle In looking at the proposed changes
the mussion will emphasize the importance of achieving timely settlement so that the duration of
unsettled interbank obligations can be reduced, the importance of documenting the procedures
leading to settlement, and the importance of ensuring that all participants are clear about the
new procedures and are able to comply with them ahead of their introduction The principle of
speedier settlement 1s important for reducing credit risk, but equally implementation of changes



will need to be handled carefully to avoid any adverse impacts on confidence 1n interbank
payments

2

IIT MiIsSION OUTPUT

The mussion will prepare a concluding statement of 1ts findings on BI’s proposals which will be
left with BI as a draft and which will be finalized on return to Head Office
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INTERNATIONAL MONETARY FUND

January 29, 1998

To: Mr. Fischer

Subject: Indonesia--Food Situation

Attached is some information on food stocks and import
demand . While there has been a significant deterioration, it is
not possible to make an assessment, based on this information,
how critical the situation is. I was told that World Bank staff
would further look into this.

Attachment

cc: Mr. Ouattara
Mr. Sugisaki
Mr. Cross

Hubert Neiss
(4-320, ext. 37604)
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Food Logistics in Indonesia
January 28, 1998

Lo
8

Imports - December 228,000 mt
January 426,000 mt
February  500,000)
March 600,000 ) contracted for delvery
Apnli 600,000 )

Stochs - Mid-January 1,200,000 mt
(down from 2 4 mmt 1n October)

Releases 150,000 mt per month to Budget Groups
500,000 mt to market operations

No domestic procurement until late Apnl or May, and all indications are that BULOG will
not be able to procure very much from local markets and still maintain retail rice prices at
near current levels Rice prices seem to be Rp 1200-1500 per kg, up about 30 percent
from six months ago

Imports can be landed at $300/mt on the basis of current contracts, perhaps 10
percent less than thus if corruption 1s reduced Thus the monthly import bill for nce alone 1s
$150-180 M When sold into the local markets at, say, Rp 1200 per kg, each ton will
ean Rp 12 M, but a cost $300, for an impheit exchange rate of Rp 4,000 per USD The
current (thin) market exchange rate 1s about Rp 10 000 per USD, so the domestic rice
pnce 1s being held at about 40 percent of its border equivalent (and this domestic price 1s
already about 30 percent hugher than 1n mud - 1997)

Wheat and Soybeans

Soybeans have been imported commercially for several years, about 600,000 mt
last year At about $350/mt CIF, that translates into financing needs of $17 5 M per
month Wheat imports are about 200,000 mt per month, which at $200/mt 1s another
$40 M per month in financing  Just these three commodities will require about $240 M
per month in import financing Demand may slacken for both wheat and soybeans, but we

need to keep nice demand at near its current levels, and must stabilize nce pnces to do
that

PTimmer/red 1 \drafts\fox\ummer doc¢
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INTERNATIONAL MONETARY FUND

To: Mr. Fischer

Subject: Indonesia--Food Situation

Attached is some information on food stocks and import
demand . While there has been a significant deterioration, it is
not possible to make an assessment, based on this information,

how critical the situation is. I was told that World Bank staff
would further look into this.

Attachment

cc: Mr. Ouattgra
Mr. Sugfsaki

Hubert Neiss
(4-320, ext. 37604)
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Food Logistics in Indonesia
January 28, 1998
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Imports - December 228,000 mt
January 426,000 mt
February  500,000)
March 600 000 ) contracted for delivery
Apnli 600,000 )

Stocks - Mid-January 1,200,000 mt
(down from 2 4 mmt 1n October)

Releases 150,000 mt per month to Budget Groups
500,000 mt to market operations ‘

No domestic procurement until late Apnl or May, and all indications are that BULOG will
not be able to procure very much from local markets and still maintain retail nce prices at
near current levels Ruce prices seem to be Rp 1200-1500 per kg, up about 30 percent
from six months ago

Imports can be landed at $300/mt on the basis of current contracts, perhaps 10
percent less than this 1f corruption 1s reduced Thus the monthly import bill for nce alone 1s
$150-180 M When sold into the local markets at, say, Rp 1200 per kg, each ton will
earn Rp 12 M, but a cost $300, for an implicit exchange rate of Rp 4,000 per USD The
current (thin) market exchange rate1s abdut Rp 10 000 per USD, so the domestic rice
price 1s being held at about 40 percent of its border equivalent (and this domestic pnice 1
already about 30 percent higher than in mud - 1997)

Wheat and Soybeans

Soybeans have been imported commercially for several years, about 600,000 mt
last year At about $350/mt CIF, that translates into financing needs of $17 5 M per
month Wheat imports are about 200,000 mt per month, which at $200/mt 1s another
$40 M per month in financing  Just these three commodities will require about $240 M
per month in import financing Demand may slacken for both wheat and soybeans but we

need to keep nice demand at near its current levels, and must stabilize nce prices to do
that

PTimmer/rcd | \drafts\fox\ummer doc
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INTERNATIONAL MONETARY FUND

January 29, 1998

To Mr Fischer

Subject Indonesia--Food Situation

Attached 1s some information on food stocks and import
demand While there has been a significant deterioration, 1t 15
not possible to make an assessment, based on this information,
how critical the situation 1s I was told that World Bank staff
would further look into this

Attachment

cc Mr OQuattara
Mr Sugisaki
Mr Cross

Hubert Neiss
(4-320, ext 37604)
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Food Logistics in Indonesia .
January 28, 1998

1ce Imports - December 228,000 mt
January 426,000 mt
February 500,000
March 600 000 ) contracted for deltvery
Apnl 600 000 )

Stocks - Mid-January 1 200,000 mt
(down from 2 4 mmt 1n October)

Releases 150,000 mt per month to Budget Groups
500,000 mt to market operations

No domestic procurement until late Apnl or May, and all indications are that BULOG wll
not be able to procure very much from local markets and still mawmtamn retail rice prnices at
near current levels Ruce pnces seem to be Rp 1200-1500 per kg, up about 30 percent
from six months ago ‘

Imports can be landed at $300/mt on the basis of current contracts, perhaps 10
percent less than this if corruption is reduced Thus the monthly import bill for nce alone 1s
$150-180 M When sold into the local markets at, say, Rp 1200 per kg, each ton will
eam Rp 12 M, but a cost $300 for an imphcit exchange rate of Rp 4,000 per USD The
current (thin) market exchange rate is about Rp 10 000 per USD, so the domestic nice
prce 1s being held at about 40 percent of 1its border equivalent (and this domestic price 1s
already about 30 percent hugher than in mud - 1997)

Wheat and Soybeans

Soybeans have been imported commercially for several years, about 600,000 mt
last year At about $350/mt CIF, that translates into financing needs of $17 5 M per
month Wheat imports are about 200,000 mt per month, which at $200/mt 1s another
$40 M per month in financing Just these three commodities will require about $240 M
per month in import financing Demand may slacken for both wheat and soybeans but we

need to keep nce demand at near its current levels, and must stabilize nce pnces to do
that

PTimmer/red 1 \drafts\fox\ummer doc

-

6910-LLY (Z20Z) 4AdVI dM WOHA



Washingtonpost com Asian Financial News http //www washingtonp /aslaecon/asiaecon htm

VWEAHUES

08 HEWE BRIRES

Blartuing

oy gward punsls

right away.

o

1 of 4

Banks, Investors Hail Indonesian Plan

By Paul Blustein
Washington Post StafP Witer — ~ ~ =~ - LateEslt Developments
Wednesday, Jdfiuary 28 1998 Page Al13 From the AP
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JAKARTA, Indonesia, Jan 27—Foreign
mvestors and bankers cheered today's
announcement of new plans to address
Indonesia's banking and debt crises, raising
hopes that Indonesia has averted a
threatened collapse of its financial system

GET QUOTES

But the plans leave a number of thorny Enter Symbol

1ssues unresolved, ranging from relatively

narrow worries over how exactly they will

work to broader fears about Indonesia's

political stability And the moves raised fresh concerns that the
international rescue of Asia's troubled economies will bail out wealthy
lenders and borrowers, helping them avoid the full consequences of
foolish business decisions

Indonesia's currency, the rupiah, rallied after thus morming's
double-barreled announcements by the government and the
International Monetary Fund, which 1s leading a $43 billion effort to
rescue Indonesia

In the first announcement, the government said 1t 1s guaranteeing all
deposits and other obligations of Indonesian banks and setting up an
agency to restructure or merge banks with excessive bad-loan
problems In the second announcement, the government said 1t 1s
proposing that many Indonesian companies "temporarily pause" in
paying therr foreign debts pending a major, orgamzed rescheduling of
Indonesia's overseas obligations

The rupiah strengthened to around 10,500 per U S dollar n late
Asian trading, from a mormng low of about 14,000 per dollar
Although trading 1n the currency remained light, 1t reversed last
week's pattern m which the rupiah was plumbing record depths almost
every day

The rupiah's decline has meant that most major Indonesian companies
are technically insolvent because their foreign debts, denomunated 1n
dollars, have become too crushing to pay

Also heartemng for Indonesia's prospects was the generally positive
reaction of foreign bankers, who met thus mornng at the country's
central bank, according to participants at the meeting The criss has
deepened 1n part because many foreign banks are refusing to extend
letters of credit to Indonesian borrowers, raising the specter that
Indonesia won't be able to buy the imported goods and food 1t needs
to keep 1ts economy functioning properly

At the meeting, bankers closely questioned the government's
representatives on the debt 1ssue, particularly the "temporary pause"

01/28/98 12 08 43
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representatives on the debt 1ssue, particularly the "temporary pause"
1n debt service payments That phrase smacked of a debt moratorium
to some bankers

But government officials stressed that the pause 1s a voluntary matter
to be negotiated between debtors and creditors And a foreign banker
COMPOTER recalled that the government's representatives said, i effect "Right
INFORMATION: now, [the Indonesians] aren't paying anyway, so what do you want to

do? You want to work with the program or not?" Indonesia's
notoriously poor bankruptcy courts have made 1t almost impossible
for lenders to press claims against debtors

Although that answer struck a chord with bankers, some expressed
unease about other aspects of the package For instance, to cope with
the $65 billion that Indonesian companies owe to banks, "steering
commuittees" of lenders and borrowers have been established to decide
which of three broad categories Indonesia's biggest companies fit into
-- those that are viable and can afford to pay much of their foreign
debts, those that don't have viable business opportunities and should
go bankrupt, and those that fall n between and need debt payments
postponed

Foreign bankers said 1t was still unclear how the steering commuttees
would make their decisions, and whether big companies could
somehow use political clout to influence those decisions

"There are many moral hazards that are being created," said one
banker, using the economusts' term for the problems that arise when a
government bails out wealthy mvestors, banks or companies instead
of allowing the market to punush them He cited worries that, with all
their deposits and other obligations guaranteed, Indonesian banks may
resist mergers or changing the practices that got them mto trouble 1n
the first place

In an mterview, Byan Aghevly, the chief of the IMF mussion n
Jakarta, dismussed such arguments as unfair "The quid pro quo of the
guarantee 1s banks submut to authority of IBRA to put their house n
order," he said IBRA 15 the Indonesian Bank Restructuring Agency,
established along the lines of the U S Resolution Trust Corp to
rehabilitate ailing banks by selling off their old bad loans and requiring
them to merge 1if necessary

Still, no matter how carefully drafted the economuc parts of the
package are, mvestor sentiment i Indonesta may ultimately be ruled
by fears of widespread social unrest, one North American banker said

"You still have the unresolved political dynamic, which sort of
overhangs the entire economic reform package," this banker said
"And until that's ultimately solved, there's going to be a negative bias
put on any potentially positive news "

3 of 4 01/28/98 12 08 43



@ Office Memorandum

To Mr Aghevli January 28, 1998
From Hubert Neiss

Subject Indonesia--Banking Package

Byan i

I am sure we will find a number of loose ends 1n the days to come and have to take them as
they emerge One seems to me the guarantees (1f any) by Indonesian banks of loans directly
extended by Indonesian corporations by foreign banks

Question 1 As of yesterday, what was the share of the amount guaranteed by
Indonesian banks 1n the total external borrowing of corporations? Presumably, this part must
be included 1n the blanket guarantee

Question 2 Do we want new external borrowing by corporations to be guaranteed by
Indonesian banks (they will probably be quite willing to do that)? I assume, no

Question 3 If we want to close this avenue for extending the blanket guarantee to the

nonbank private sector, what 1s the best way to handle this (prohibit banks from extending
their own guarantee, exclude banks’ own guarantees from the blanket guarantee)?

cc Mr Fischer
Mr Guitian

RADOC\AI\HN\127BIJAN MEM January 28 1998 (4 48pm)



From Hubert Neiss

To SFischer

Date 1/28/98 11 Olam

Subject Korea, Indonesia, Malaysia
1 Korea - Debt Negotiations

Both Chung and Walker called (a) they expect agreement in principle to be
announced tomorrow or Friday, (b) they encountered a last minute difficulty
when Treasury {(Dan Zelico) told them that a high Fund official (presumably
you) indicated that the Fund was still dissatisfied with the results on
off-balance sheets They asked that this be clarified I suggested that we
give them our first reaction to the survey results which should be available
on Friday, and, 1f necessary, the original team should return to explore the
issue further Chung said this was agreeable David Burton i1s also talking to
Walker and the Treasury

2 Indonesia - Monitoring of Banking Package

I just found out that Charles Enoch has already left Jakarta following his
earlier plans May I (or you) suggest to Manuel that he return early next week
for at least three weeks Bijan thinks he 1s very well suited for this job and
I cannot think of another candidate that could fully function immediately,
which 1s necessary, as next week 1s crucial

3 Indonesia -- Food Situation

The World Bank 1s very concerned and Dennis 1s talking to a monitoring group
(Australia, US, Japan, and others), but it 1s not clear whether the Bank has
enough data on stocks, import needs, etc to realistically assess the
situation However, they will get back to us i1n the next two days and provade
us with whatever they have The US i1s talking about a $400 million credit (at
the market rate), for imports of wheat and rice from their surplus stocks, but
there are technical difficulties (e g , who opens LCs and who guarantees)
which have yet to be settled

|
4 Malaysia - Bank-Fund Collaboration

In a meeting with Severino and company yesterday, he complained of lack of
information and coordination on Malaysia I told him that (a) he has nothing
to complain about, and (b) we fully welcome the Bank’s help, not only in
financial sector 1ssues, but also in the i1ssues of corporate restructuring and
governance, as well as in the assessment of the large investment projects
Severino called me last night to apologize He found out that he and hais
bosses were misinformed internally and that, in fact coordination has been
taking place and has been satisfactory I asked him to make sure Sandstrom is
aware of this as he had already complained to you

cC Oevans KMoses
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January 28, 1998

To Mr Fischer
Subject Indonesia

Do you have any comments before I send this?

Attachment

Hubert Nelgsh—“

(4-320, ext 37604)
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@ Office Memorandum

To Mr Aghevhi January 28, 1998
From  Hubert Neiss

Subject Indonesia- Banking Package

Byan

I am sure we will find a number of loose ends 1n the days to come and have to take them as
they emerge One seems to me the guarantees (1f any) by Indonesian banks of loans directly
extended by Indonesian corporations by foreign banks

Question 1 As of yesterday, what was the share of the amount guaranteed by
Indonesian banks 1n the total external borrowing of corporations? Presumably, this part must
be included 1n the blanket guarantee

Question 2 Do we want new external borrowing by corporations to be guaranteed by
Indonesian banks (they will probably be quite willing to do that)? I assume, no

Question 3 If we want to close this avenue for extending the blanket guarantee to the

nonbank private sector, what 1s the best way to handle this (prohibit banks from extending
their own guarantee, exclude banks’ own guarantees from the blanket guarantee)?

cc Mr Fischer
Mr Guitian

R\DOC\AINHN\127BIJAN MEM January 28 1998 (3 28pm)
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Ok Office Memorandum M
S cc 7L .

To The Managing Director January 28, 1998

The Deputy Managing Directors
e
From  Hubert Néiss &nd Joaquin\kFerran
Subject Indonesia Board Date for First Review

~OFFLCh b DHw-

On the basis of the original program put to the Board on November 5, 1997, the second
purchase under the arrangement 1s to become available on March 15, conditional on
observance of end-December PCs and completion of the first review The review would
normally be completed around that date End-December data, however, will become available
by mid-February, and the structural measures specified in the origmnal letter of intent for
implementation by mid-March have already been taken Thus the unusually long lag (ten
weeks) mutially provided between the test date and the review 1s no longer necessary, and we
would suggest completing the first review around mid-February To avoid a long lag between
completion of the review and release of the purchase, we would suggest at the same time
modifying the schedule of purchases so that the second purchase can become available as of
February 15, and subsequent purchases at three-month intervals (that 1s, with the more usual
six-week lags after the corresponding test dates)

28 W 93 -3 U

Specifically, we would suggest setting the Board date for February 18 !

LEG agrees
/° A
cc LEG =ATITOYI/VISY
Mr Cross ¢

IThe suggested date for the first full review of the Korea program 1s February 17, the
arrangement states February 15, which 1s a Sunday, and February 16 1s a holiday
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January 28, 1998
Mr Fischer

I had a call from Mark Walker, who was very concerned that Dan Zeliko (U S Treasury) had
said that the IMF had “disavowed” 1ts earlier study on off balance sheet items He wanted to
know whether that was true, and where we stood on our follow-up review

I said that we had not disavowed the earlier preliminary study, and were just following up
with a more complete survey This was partly prompted by information about total return
swaps that had come to light (which he knew about), but we had no reason to believe that
amounts mnvolved were very large (The largest number for the total return swaps I have
heard 1s $1 2 bullion ) This 1s consistent with what you said to the bankers on J anuary 21

A short while later Mark Walker called back to say that the Treasury was adamant that the
IMF had disavowed the earlier off balance sheet study, citing top officials and Ms Lissakers
Would 1t be useful for you to speak to the Treasury to clarify the situation?

On the timing for the broader review, I said that the earliest the survey returns would be
available was now Friday, and that I would find out how long 1t would take us (and the Fed
people) to analyze them I have since learned that we should be able to get an 1dea of whether
there 1s a significant additmal problem quickly (a day or two), and I plan to get back to him
and tell lim that This would not mvolve an assessment of the cash flow implications

Separately, Peter Hayward has spoken to Terence Checki, who had been thinking of sending
someone to look 1n detail into the total return swaps mnvolving U S 1nstitutions, but appears
to have decided against that for the time being There 1s a question whether 1t would be worth
asking a rocket scientist from the Fed to go out there to look at the cash flow implications of
the total return swaps we know about and anything else that comes to light, but I am worried
about stirring things up even more An alternative would be to wait until the survey results
come 1n, but that would mean a delay 1f there does appear to be a problem

David
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From Ollie Goodger \f&"‘. Z,g b)‘&? d){

To SFischer
Subject Indonesia What Next?

On your earlier question, the following comes to my mind

1 Persuade Teh and Sakakibara to be ready for supportive intervention next
week (starting Monday) to prevent any backsliding in the exchange rate

2 Ask Kadhim to monitor on a daily basis the launching of the corporate
debt scheme (in particular, after Kent has left there may be an occasional
need to intervene in this praivate and voluntary process)

3 Make sure Enoch stays in Jakarta for the next 2-3 three weeks to assist
putting in place the IBRA and monitor the banking scheme

4 Set a Board date for the review, I would suggest around mid-February
(possibly February 18, the Korean review 1s on February 17)

5 With the help of the World Bank, assess the food stock situation, import

needs over the next three months, and the state of the distribution system
especially in the drought-stricken areas

6 Decide on the temporary second mission chief to Indonesia (I have asked
David Goldsbrough to delay departure so as not to pre-empt management’s
decision, the ground i1s adequately covered this week)

Did you talk to Mr Sullivan®

On another issue, Mr Guzman may call you He 1s annoyed/embarrassed that

1 He was not invited to the Mexican presentations
2 He did not know about Mulhas, as his appointment did not go through his
office

cc Oevans, KMoses



From Ollie Goodger (for Hneiss) (0Ollie Goodger)

To SFischer
Date 1/27/98 11 O4am
Subject Indonesia -- What next?

One point I forgot in my earlier note
7 Ask the Legal Department to prepare for technical assistance to put in
place legal provisions as well as i1mplementation guidelines to establish, as

quickly as possible, well functioning bankruptcy procedures

cC Oevans, KMoses

N
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@ Office Memorandum
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To Mr Aghevl January 28, 1998
From  Hubert Nels{{m
Subject Indonesia--Banking Package

Byan

I am sure we will find a number of loose ends in the days to come and have to take them as
they emerge One seems to me the guarantees (1f any) by Indonesian banks of loans directly
extended to Indonesian corporations by foreign banks

Question 1 As of yesterday, what was the share of the amount guaranteed by
Indonesian banks 1n the total external borrowing of corporations? Presumably, this part must
be included 1n the blanket guarantee

Question 2 Do we want new external borrowing by corporations to be guaranteed by
Indonesian banks (they will probably be quite willing to do that)? The answer must be no

Question 3 If we want to close this avenue for extending the blanket guarantee to the

nonbank private sector, what 1s the best way to handle this (prohibit banks from extending
their own guarantee, exclude banks’ own guarantees from the blanket guarantee)?

cc Mr Fischer
Mr Guitian

R\DOC\AINHN\127BIJAN MEM January 29 1998 (8 44am)
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To Mr Fischer January 28, 1998

From  Manuel Guitian /ZA_M?

Subject Indonesia—MAE Presence over the Coming Week

We are as concerned as you are that there should be a continued MAE presence mn Jakarta m
the periad following yesterday’s announcement of the plan for restructunng the Indonesian
banking sector

For that reason, Stefan Ingves, Deputy Governor, Bank of Sweden, and Olivier Frécaut,
Consultant, Banking Supcrvision Division, MAE, have remained in the field Both are very
experienced m banking sector 1ssues As you dre aware, Mr Ingves was i charge of the
Swedish bank restructuning agency, Mr Frécaut was for many years an Inspector wth the
Bank of France We had alrcady arranged for both to stay in Jakarta until the middle of next
week 1have now been in contact with Mr Frécaur, and although he has already been away
for several weeks, he 1s willing to extend until the end ot next week I wall also be talking to
Mr Ingves to see if he too can stay until that tume Thus extension may require contactung the
Govemnor of the Ruksbank, mm which case, I would get 1n touch with lum to secure his
agreement

Addrtional support can also be obtamned from APD Peter Dattels, the new assistant resident
representative was for many years in MAE And Chns Ryan. who 1s participating on

Mr Goldsbrough’s mussion, only transferred from MAE this month I would expect that both
of these could spend a substantial amount of their time working with the MAE tcam on
banking sector 1ssues Lastly, the World Bank has been arranging for Mark Carawan, from
Arthur Anderson, who 1s deeply involved in the bank restructunng in Lhaland to fly in to
Jakarta this weekend with an associate Our relationship with the World Bank seems to be
working out better 1n Tndonesia than 1n some of the other Asian countries, and

Mr Carawan—together with a World Bank team—participated fully in the MAE mussion last
week

Fnally, should Mr Ingves be unable to stay on, 1 will ask Mr Enoch to return to Jakarta to be
there by the time that Mr Ingves leaves And if Mr Ingves 1s able to stay and the situation stll
called for turther MAE mvolvement, 1 will ask Mr Enoch to go out next weekend, possibly
accompanied by additional MAE staff

ec Mr Neiss

O \DRAFTSIMRI\CEA\ADMAINDON 1 WED January 28 1398 (S <0pm)
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To: Mr. Fischer : January 27, 1998
From: Margaret Kelly ML

Subject: Response to Overseas Private Investment Corporation

Attached is a response to the letter from OPIC, which incorporates comments from LEG
(M. Siegel), on Indonesian infrastructure projects that have been canceled in the context of
the Fund program. Karen Lissakers spoke with me on their request for a meeting and said that
Treasury had not cleared this request. She said that she was following up on the issue and that
it was not necessary for staff to meet with OPIC at this stage.

Mr. Aghevli had also received an invitation to attend a meeting of Chevron Overseas
Petroleum, Inc.—also related to the postponement of its projects in Indonesia (attached). We

“ declined the invitation after checking with Ms. Lissakers.

pte d C = e
transparently and do not mvolve malor pubhc funding. ThlS is im portant to av01d a further

deterioration in the prospects for foreign direct investment.

Attachment

cc; LEG
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From: Michael Deppler

To: sfischer, mmussa, hneiss, dgoldsbrough, dburton, jferra. ..
Date: 1/27/98 9:03am
Subject: Some unvarnished overnight ruminations on Indonesia

<WP Attachment enclosed>



1 The bank guarantee scheme 1s helpful from a It pt of view, and not necessarily harmful
from a st one Main deficiency 1s that 1t’s success 1s contingent on a stabilization of the xr
(otherwise domestic holders of rupiah will try to switch to dollars and provoke a call on the
guarantee)

2 The debt scheme 1s indeterminate 1n 1ts effect, as described It may provide a window as
mkts decide what to make of 1t, but 1t does not seem to provide guidance to mkts as of now
that would necessarily stabilize the rate Need a scheme to provide that inducement

3 The mexican scheme does seem to fit the ticket 1n that firms bear the “commercial risk”
and the govt the fx risk The cost to the creditor takes the form of a forced reschd, but of a
claim on govt One advantage of the scheme 1s that 1t would take money off the mkt and help
stabilize the situation

4 The flip side of the Mexican scheme’s focus on not addressing commercial risks 1s that 1t
provides a “real” rather than a nominal anchor Basically, the schemes tides enterprises over
the period of increased external debt burden during the period 1t takes to write down (thru
inflation) the real burden of domestic debt As far as I can see, there 1s nothing 1n the scheme
to anchor the exchange rate

5 Ultimately, for the pkg to work, the nominal exchange rate must be stabilized One avenue
would consist of merging the Mexican scheme with a nominal anchor To 1illustrate suppose
the auth were to peg rate at 5000 and offer to guarantee pmt (at the 5000 rate, but on
rescheduled terms) for all enterprise external debts which were paid up to 1t at a 4500 rate
with the consent of the creditors Creditors would get a guarantee, debtors would get a 10%
subsidy as an inducement to channel pmt thru the scheme, and (via the rescheduling process)
demand for fx could be kept out of the mkt It 1s true that the wedge 1n the xr will lead to
bilateral deals between creditors and debtors at the expense of the state, but 1s that not a cost
worth paying to stabilize the situation? Note also that the scheme would not cover
commercial risks, so that imprudent borrowers and lenders would be penalized, and there 1s
nothing stopping debtors and creditors from settling outside the scheme In particular, there
could be an agreement to roll-over or reschedule voluntarily at 5000 (or some rate between
4500 and 5000) But given sufficiently tight rein on the availability of rupiah, the temptation
to do so without the creditor rolling over seems rather limited

6 With such an element 1n place, 1t seems to me a cba makes a lot of sense 1t would assure
depositors of the value of their deposits (hence curtailing the demand for fx), 1t would
provide an automatic and transparent mechanism for controlling the supply of rupiah, it
provides the prospect of an early reduction 1n interest rates--not an msignificant consideration
given the quite considerable fiscal obligations that the state 1s acquiring, 1t seems to cohere
with the country’s monetary ethos (?), and 1t provides a strong backdrop to a nominal variant
of the Mexican scheme
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To: Mr. Fischer j[j'[
Subject: Indonesia (

Two EDs (you know which ones) have asked repeatedly for the
final versions of the documents relating to the banking and
corporation packages. I thought we could distribute them to all.
If you agree please sign the attached.

January 27, 1998

\

Hubert Nei)stm

(4-320, ext. 37604)




Let me emphasize before we begin that I am here as a consultant to Mr Prawiro, given the
task of helping put 1n place a framework for dealing with the Indonesian corporate debt
problem, based on a purely voluntary, private sector approach What I will be suggesting 1s a
set of principles to ensure an effective process The general principles would of course have
to be agreed on between the Steering Commuttee and the Contact Commuttee And the
practical application of these or related principles in each case would have to be agreed on by
creditors and debtors as they meet to find a solution for each company’s debt problem
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CORPORATE DEBT
STATEMENT BY PEN KENT,
ADVISOR TO DR. PRAWIRO
27TH JANUARY, 1998
Objective

To assist in the achievement of the two aims identified in Dr. Prawiro’s statement of 27th
January, i.e., to maximize the recovery of value by the lenders; and to restore the capital and
interest payment streams of viable Indonesian corporations to sustainable levels. And to this

end to set up a framework for its realization.

Structure

Mr. David Brougham, Director of Standard Chartered Bank and Mr. Lim Ho Kee, Vice
Chairman and CEO of UBS East Asia have agreed to help put the structure of the Steering
Committee in place. Mr. Brougham has much experience of corporate restructuring and of
the region. Mr. Lim Ho Kee has wide knowledge of banking in the region. The membership
will be deliberately kept fairly small, and will consist of senior representatives of the major
national groups of banks as measured by exposure.

The Steering Committee will have a counterpart from the borrowing side in the Contact
Committee, although detailed negotiations with each borrower will have to be bilateral. The
Steering Committee will devise a structure which facilitates these negotiations. It will not be

able to handle the whole burden itself.

Accountability
The Chairman of the Steering Committee and the Chairman of the Contact Committee will

be accountable 1o their own respective constituencies; and will inform Dr. Prawiro of

progress from time to time. In particular, they will jointly inform him when they believe their

task has been completed.



The Contact Committee representing borrowcers 1is bemg put together by Mr Anthony Salim,
Mr The Ning King and Mr Rachmat Gobel This Commuttee will act as a potnt of contact on

genenc issues and may be able to facilitate the design of general solutions

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness

Confidentiality

Participants will give confidentiahity undertakings in relation to individual cases

Rules of the Game
To facilitate its mandate, the Commuttee will define certain rules of the game which will be
grouped mto two categores lender/company 1ssues, and intra lender 1ssues These rules will

include the following, although others will no doubt emerge in the course of discussions
Lender/Company

Borrowers that can service debts
Thas group must continue to do so It 1s mtended that the structure of this frameworh should

create incentives to belong to this catcgory out of self interest

Borrowers Unable to Service Debt Principles of Debt Service Pause
Start Lime  For rcasons of equity 1t 1s necessary for this category to have a
common start line for the pause This 1s the opening of business today,
Jakarta time
Coverage It embraces all foreign currency claims of financial institutions on

Indonestan privatc sector corporations, except genuine trade credits
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These claims take the form of loans, overdrafts, bonds, commercial
paper and other stmular instruments
Restructuring
There could be 3 basic tiers of solution and involvement
Objectives
The purpose 18 to restore to full creditworthiness as many of the borrowcrs as
possible It 1s possible that some of these will need to be restructured or change the
management
Borrowers
1 Those able to continue debt service which are obliged to do so
2 Those with the prospect of long-term viability, and
3 Those which are likely to be unviable without the 1njection of major new
capital and management
Banks
1 Those willing to play the most active part and where appropriate ready to

provide new money for working capital New money will be provided on a last-11,

first-out basis--1 € , superpnornty over other claims

2 Those supporting restructuring but unwilling to provide new money 1n which

case they would become jurnuor lenders

3 W& 1n anyway and ready nstead to wnte off their
~claims-aid-wave-any-nghts tndim 7 p Al ep A
KZ;7 Cea 746\ '

ga»fv' At
/e hancan. /Q-u.
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Mechanisin to define value and 1ts distribution

The two Commuittees may need to create such a mechanism when dealing with catcgories 2

7
t

and 3 above

Encouragement to Perform

The terms of each group will be structured to cncourage graduation towards best

performance
Group 1 companies 1n this category could be encouraged by some recogmtion of
their continued performance Evenif this did not maximize earnings in each case, 1t
could 1mprove the aggregate outcome if 1t encouraged Group 2 companics to graduate
to it
Group 2 companies may have to offer debVcquity conversion to give the banks both
the possibility of some upside n a recovery, and some shareholder nghts Safeguards
to protect shareholdings from subsequent dilution would be necessary The banks will
probably have to wnte down a proportion of their claims 1n order to reducc the cash
drain on the borrowers to manageable proportions Margins are likely to be widened
There may be other reward features for the banks, deferred until the recovery allows
Group 3 companies may have to be closed unless new capital 1s njected The

treatment of this group 1s likely to be much more vaned case-by-case
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Due Diligence

As far as possible, objective asscssments of the viability of companies will be necessary at
the borrowers’ expe.se Wherc information 1s incomplete; there may have to be an element
of self selection by borrowers into the three groups The structure should encourage and
demand pcrformance tests to validate such selection

Timetablcs

Phase 1 of the pause 1s expected last about 3 months Dunng this phase the Steering
Commuittee will devise its own modalities, collect 1ts own human and financial
operating resources The Contact Commuttce will be following a parallel course
Phase 2 will last for 9 months Dunng this period all negotiations with the major
company groupings m Category 2 will have made substantial progress and possibly
target dates for graduation out of Category 2 will have been set A clear body of
precedent for each of the 3 groups will have becn set
Phase 3 will aim to last for only 12 month It1s planned and hoped that all
negotiations with individual borrowers will have been concluded or be within sight
The Stcering Commuttee would stand down at the earliest possible date

Liatson

Both commuttees will have the night to convene a meeting with the othcr

Legal Prmciples and Legal Fees will be paid by the borrower The junsdiction of the

eventual restructuring contracts will be a major \nternational center of high standing Lenders

commit themselves to pooling legal advice where possible and 1mposing disciplinc on fees
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Accounting Advice
The lenders may require to hire experts to advisc on the financial strength of borrowers In
this case, the fees will be paid by the borrowers, although 1t would be helpful if lenders were
to pool the hire of such advisc to minimize costs

Intra Lender Issues
Semionity and Security/Collateral
Dunng a pause of this kind semonty and sccurity/collateral will be respected but cannot
effectively be exercised—and may have to be modified during restructuring This matter will
be considered 1n more detail by the Steenng Commuttee New money to borrowers 1n this
category will always have “super semonty” (see below)
Voting and Decision Making
For the sake of rapid progress dectsions must be dnven by commercial judgement rather than
the legal fine print of loan documents Of course the eventual agreements will nced to be

legally drafted and will be subject to a junisdiction of an acceptable international standard

@S will be taken by a 75 percent vote hywmmunmmw / _&

Burden Sharing

The framework will seek equitable burden sharing both betwecn different creditors and
between creditors and borrowers

Provisioning

Provisiomng requirements and tax treatments vary from country to country It will not,

however, be possible to tahe account of this in the burden sharing process



n

Local Currency Loans

The relationship between these loans and foreign currency loans needs further examination

Insolvency Law

The Governmnent of Indonesia will be encouraged to introduce legislative reform

L I I O 2
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Office Memorandum VA

To: Mr. Zamani

From:  Manuel Guitian Z{,»é

Subject: Indonesia—Staff Visit

January 27, 1998

In response to a request from Bank Indonesia (see attachment), Mr. Nicholas Roberts from
the Monetary and Exchange Affairs Department will visit Indonesia from February 7 to 23. He
will provide assistance to Bank Indonesia in the area of payment system reform.

Mr. Roberts has been asked to assist with preparation of recommendations for improvement
in the Indonesian payment System practices and procedures. He will also contribute to the
formulation of proposals on the clearing and settlement cycle in the Jakarta Clearing House,
including development of loss-sharing arrangements in the event that banks participating in the
Clearing House are unable to meet their settlement obligations. The need for improvement in
the clearing and settlement cycle is seen as urgent by Bank Indonesia in the context of the
worsening financial crisis.

Questions regarding this staff visit may be addressed to Mr. Roberts (ext. 36386).

Attachment

cc: Mr. Neiss (APD)

R:\DOC\AI\HS\INDONESI\ROBERTS.ED January 27, 1998 (2:09pm)
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Dear Mr Suzuks, e ™

We refer to your letter dated on December 2, 1997 regarding the MAE
technical assistance program to Bank Tndones:a 1 respect of vut National
Payment System.

I would ldie to inform you that Messrs Masanori Ishizuka and Masato
Yamasaly, Both from the Bank ot Japan have met with myself and members of

the Bank Indonesta’s Payments System Reform Commuttee  We had mtensive
discussions from Monday December 8 thrnugh Frday December 12 1997
concerning the latest operation and the regulatory practices in Indnnesta’s
payment system and our future plans as set out m the Blue Print
discusstons covered a wide range of payment syatcin tssues, and were especally

I'hese
valusble 1n allowing us to focus on several topics, mcluding the 1ssuc of
uncollateralised overdrafts extended to banks by Banh Indonesta

Howecver, the two Bank ot fapan offictals stated that the mam puipose of
thetr visit was merely for fact tinding, and that we should not expect much from
them cither regarding recommendations for smprovement, ot endorsement of
our proposed actions

Although wc have not yet recerved their intenm repotf, we understand
that the misston does nort intend to spectfy a work plan tcgarding future MAR

techmcal dssistance  What they propose 15 that Bank Indonesi should prepare
draft proposals and then, 1f neccssary, ash the Bank of Japan to comment

We have become increasingly awarc of the importance of the tole that the
Jakarta clearing and settlement cycle plays m the worsening financtal crists, and
we are urgently seeking ta recommend to our Board some inmediate short-term
improvements in our payment system practiCes and procedurcs However, wc
do not wish to compromise the quality of our recommendauons m our efforts to
mcet tight deadlines

We

SITA(RaB) TN (3 96 1d
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BANK INDONESIA Hasalaman

Cont Tetter No 30/40/UPPN  tgl Decomber 17, 1997

We therefore helieve that 1t wauld be especrally useful 1t the IME could
provide a payment system specialist 1n the very near term for perhaps two ot
three weeks to allow us to quickly tinalise our proposals regarding the Jakarta
clearng and settlement cycle, including the related “Fadure to Setde”
arrangemente  We would appreciate this spectalist’s advice and suppost i 2
manner that would allow us finalise our draft proposals, and to confidently make
recommendations to our Boatd immediately following the mssion’s visit

I would like 1o take this upporiumty 1o capress my apprecrauon for the
valuable contmibuton made by the Bank of Japan mission, and trust you wil
appreciate our destre 1o now move quichly and positively to resolve the problems
and sssues we discussed with them

é Y()Jimccmly,
A -~
4%1/

%B__Lé_
Director of Tnternal Resources Research

& Duvclopment Departient

cc IME ressdent Representanve, jalarta
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CLOSED DOCUMENT
.IN ACCORDANCE WITH THE POLICY ON ACCESS TO THE
IMF ARCHIVES

This document or Ij file has been removed as 1t belongs to the following category

Legal documents and records that are protected by attorney client privilege,
Personnel files and medical or other records pertaining to individuals,
Documents and proceedings of the Grievance Commuttee,

Records furnished to the Fund by external parties, including members, with
security marking confidential or above (declassification can be requested)
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INTERNATIONAL MONETARY FUND

January 27, 1998

To Mr Fischer

Subject Indonesia

Two EDs (you know which ones) have asked repeatedly for the
final versions of the documents relating to the banking and
corporation packages I thought we could distribute them to all
If you agree please sign the attached

\

Hubert Neﬁtw

(4-320, ext 37604)
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& Office Memorandum
R =2
To The Secretary

From  Stanley Fischer

Subject Indonesia

Attached for distribution to Executive Directors are the final versions of

1 Program for Rehabilitation of the Indonesian Banking Sector,
2 Statement on Corporate Debt by Mr Radius Prawiro,
3 Statement on Corporate Debt by Mr Pen Kent

Attachments

January 27, 1998
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Program for the Rehabilitation of the Indonesian Banking Sector
January 27, 1998

In order to restore the cc ~fidence of deposttors and creditors--domestic and foreign--in the
Indoncsian banking system, and to re-establish the soundness of the system, we are
undcrtaking a comprehensive program to rehabilitate the system  This program conipnses
two main elements Furst, the provision of a full guarantee by the Government of Indonesia
to all depositors and creditors of locally incorporated commercial banks And second, the
creation of the Indonesian Bank Restructuring Agency —IBRA—which will be responsible
for rehabilitating those banks that are at prescnt not sound and do not have good prospects of
restoring themsclves to soundness The relevant legislative and regulatory changes will be

put in place shortly

Guarantee

£

Effcctive immediately, the Government of Indonesia 1s guaranteeing that the claims of
depositors and creditors of all locally incorporated banhs will be met Both rupiah and
foreign currency clauns are covered, in the case of foreign currency claims, payment of the
guarantee will be 1n rupiah at the market exchange rate The principal exceptions to coverage
of this guarantee are shareholdings and subordinated debt The guarantee applies equally to
private, state-owned and regionally-owned banks Thus Indonesian banks are gomg to be

able to meet their commuitments We anticipate that most depositors and creditors will wish to

18 d # L1 ¢¢ 88-tHr-Le “Int




keep their funds m the Indonesian banks by rolling over matunng claims, they can rest fully

assured that they will receive payment if they do choose to withdraw thosc funds

In exchange for this guarantee, all locally-incorpolated banks will be subject to the enhanced

supervisory oversight that 1s necessary in present circumstances Banks will also be required

to pay a fee bascd on the value of theu habilities in order to help defray the possible costs of

that guarantee

The guarantee will remarn 1n place for at least two years, and will not be tcrminated before
the soundness of the banking system has been restored We will give at least twelve months’
notice of the ending of the guarantee At that point, the guarantee could be replaced by a
deposit nsurance system, the modahities of which will be studied by Bank Indonesia with the

assistance of the Asian Development Bank

Prudential requirements

Bank Indonesia, in consultation with the IMF and World Bank is developing a
comprehensive set of prudential requitements for a banking system operating with the
guarantee In this connection, Bank Indonesia will be 1ssuing additional prudential
requirements 1n order to prevent irregular practices  During the period of the guarantee, there
will be limits 1mposed on rates to ensure that banks do not offer terms substantially in excess

of market terms There will also be limits on the rates of growth of credit These himts,

# o1 22 98-MHr-4¢ 3Nl



together with prudential nonms on uncovered positions of banks’ customers will be

announced by Bank Indones:a in the next few days

Indonesian Bank Restructurmg Agency (IBRA)

As the second major element n the rehabilitation program, the government has established
IBRA, the Indonesian Bank Restructuring Agency This i1s an autonomous agency, operating
under the auspices of the Ministry of Finance It will be headed by Mr Bambang Subianto
The board will consist of both 1nstde and outside members, IBRA will be reviewed by an
independent review board which will publish its periodic assessments The agency will have
a hmited lfespan, and will be wound up once the bank rehabihitation program 1s complete
The objective 1s to restore the banking system to soundness at lcast cost to the government
within the constraints under which we are operating thus existing sharehelders will be taking
on a sharc of the burden We arc also eliminating all restrictions on foreign ownership of

Indonesian banks, so that foreign capital can help provide the resources for a fully capitahzed

banking system

In order to make IBRA fully operational at once, nitial staff are being transferred on
secondment from Bank Indonesia, the Mmstry of Finance, and other government agencies

and pnivate institutions, and the agency will be supported by foreign expert advisors

20 d ' # 61 ¢¢ 86-Ngr-L¢ ANl



IBRA will have two main functions first, it will supervise the banks in nced of restructuning,
and 1t Wi}l manage the restructuring process, and second, 1t will be the management agency
for assets that 1t acquires 1n the course of the bank restructuring In this connection, IBRA
will also take over the claims relating to the cmergencey and other hquidity and solvency
support that Bank Indonesia has provided to the banks in the past, thss transfer will serve to

mcrease the transparcncy of such operations and to improve Bank Indonesia’s balance shcet

Bank Indonesia 1s assessing the condition of the banks Those that fail to meet certain
standards are to be reviewed by IBRA Wherc relevant, shareholders of those banks are to be
given the opportunity to recapitalize their banks In the event that recapitalization does not

take place and a bank fails an IBRA-commisstoned review, IBRA will assume full

supervisory authonty over 1t

/
IBRA will consider how to restore such banks to full soundness, whether through
rccapitalization or through merger or takeover, at least cost to the public, 1n any case where
public money 1s 1nvolved, existing sharcholders will have their equity written down or
elimmated IBRA will take over responsibility for implementing the government’s plans for
merging state banks to improve their financial condition and/or operational effictency This
will include the merger of four state banks, by end-June 1998, and the introduction of new
management by the end of February 1998 IBRA will, where appropnate, also assu/mc control

of problem assets in cases in which 1t concludes that such action would enable higher

realizations from the sale of the bank or of the asset IBRA will develop a specialized asset
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management capability to maximize its recoveries  After restructuring them, IBRA will aim
to sell the banks and portfolios it has acquired This process will thus 1nclude the
privatization of the state banks over which 1t exercises control, as well as those for which 1t

assumes control as part of the restructuring process

The government will shortly 1ssuc bonds n order to provide the initial funding for IBRA
Further 1ssuances can be expected as IBRA s operations develop Over time, as recoveries

increase, IBRA will be able to become more self-financing

Bankruptcy Procedures

The government intends to give high prionty to the early establishment of more effectw{e

bankruptcy procedures within the framework of modemn bankruptcy law

Other measures

The government 1s commutted to revising the legal framework for banking operations, after a
thorough review of the central bank and banking laws and banking regulations, areas of focus
will include contract enforcement, banking disclosure, taking and realizing collateral, and
regulations on financial instruments There will be improvements in the data that banks will

be required to publish Prudential regulations will be reviewed, vanious sanctions will be

i 0 22 86-NHr-Ld
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cnforced, including withdrawals of bank licenses and the imposition of appropnate penalties

on managemcnt and directors for negligence, wilful misconduct or acting contract to the law

Conelusion

This comprehensive program reflects our determination to restore the soundness of
Indonesia’s banking system We are protecting fully the banks’ customers while dealing
forcefully with the banks themselves Once this process has been implemented, Indonesia
will have a banking system that will be able to meet fully the challenges of restoring rapid

growth to the Indonesian cconomy

LEL EL )
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Statement on Corporate Debt
by Mr Radius Prawiro
January 27, 1998
Over the past few months, the sharp decline of the rupiah exchange rate has made 1t
increasingly difficult for Indonesian corporations to service their external debts As this
occurred, 1t has become increasingly important that a strategy be developed for restoring
orderly relations between these corporations and their creditors I am accordingly announcing

today a voluntary fiamework to manage the external debts of Indonesian corporations As I

said 1n my earlier statement on 28th December, there 1s no question of public sector finance,

subsidies, or guarantees

Mr Kent, who was until recently an Executive Director of the Bank of England, has
been advising me on this framework Mr David Brougham, a Director of Standard Chartered
Bank and Mr Lim Ho Kee, Executive Vice President and CEQ 'UBS East Asia, have agreed
to help put a steering commuttee of lenders in place The steering commuttee will consist of
senior mtemational bankers from the mawm creditor countries There will also be a Contact
Commuttee of borrowers 1 have asked Mr Antony Salim, Mr The Ning King and

Mr Rachmat Gobel to assist 1n its formation

This framework 1s being set up and managed by the pnivate sector, and will be based
on voluntary agreements betwceen borrowers and lenders It 1s important for both sides of the
relationship that these agreements lead to the restoration of debt service 1n a sustainable way
The framework has two principal aims The first ts to maxumize the recovery of value by the
lenders The second 1s to restore the capital and interest payment streams of viable
corporations to sustainable levels, thereby enabling them to survive In this way, the
framework should create a “win-win” situation for debtors and creditors alike, while
minimizing the nisk for both Without action of thus kind, market conditions could continue to

deteriorate to the lasting detriment of both sides

The framework does not guarantee the viabihity of every Indonesian corporation

Those with no prospect of viability may have to close unless new capital 1s injected At the
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same time, corporations able to service their debts must continue to do so However, we need
to recogmize that i the currcnt disorderly situation, there are some companies, which are
alrcady unable to fulfil their commitments This 1s unsustainable and needs to be regulanzed
Consequently, a temporary pause in foreign currency dcbt service, both of interest and capital
would be nccded for these companics to allow ime for new arrangements to be worked out
between lenders and borrowers It would be most effective 1f this pause were to start
immediately with thc expectation that arrangements will be worked out for thc resumption of
debt service as soon as possible To this cnd, a structure 1s being developed to encourage the

borrowers to restore full debt service at the earhest possible date

The details of the framework will be worked out by the Steenng Committee 1n

consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will kcep me informed of progress

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

The arrangements regarding debt scrvice will only affect financial loans (bank loans,
bonds, commercial paper and sumilar instruments) Genuine trade debts will be excluded
from this framework, and where possible will continue to be serviced It 1s also desirable that
banks restore trade lines to allow the economy to continue to operate as ncar to normal as

possible

The architecture and implementation 1s for private sector parties to carry out Itisin
this sense that the arrangement 1s voluntary However, for reasons of equity and effectiveness
1t 1s tmportant to have a decisive start That 1s why I am asking for your understanding that

we were not able to consult you in advance

Mr Kent 1s giving more details to the foreign banking community at separate

meetings
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CORPORATE DEBT
STATEMENT BY PEN KENT,
ADVISOR TO DR PRAWIRO
27TH JANUARY, 1998
Objective

To assist in the achievement of the two aims identified 1n Dr Prawiro’s statement of 27th
January, 1 e, to maximuze the recovery of value by the lenders, and to restore the capital and
nterest payment streams of viable Indonesian corporations to sustainable levels And to this

cnd to set up a framework for its realization

Structure

Mr David Brougham, Director of Standard Chartered Bank and Mr Lim Ho Kee, Vice
Chanrman and CEQ of UBS East Asia have agreed to help put the structure of the Steering
Commuttee in place Mr Brougham has much expericnce of corporate restructuring and of
the region Mr Lim Ho Kee has wide knowledge of banking 1n the region The membership
will be dehiberately kept fairly small, and will consist of senior representatives of the major
national groups of banks as measured by exposure

The Steering Commuttee will have a counterpart from the borrowing side 1n the Contact
Commuttee, although detailed negotiations with each borrower will have to be bilateral The
Steering Committce will devise a structure which facilitates these negotiations It will not be

able to handle the whole burden itself

Accountability
The Chairman of the Steening Comrmuttee and the Chairman of the Contact Commuttce will
be accountablc to their own respective constituencies, and will inform Dr Prawiro of

progress from time to tume In particular, they wall jointly inform him when they believe their

tash has been completed



The Contact Commuttee representing borrowers 1s being put together by Mr Anthony Salim,
Mr The Ning King and Mr Rachmat Gobel This Commuttee will act as a point of contact on

generic 1ssues and may be able to facilitate the design of general solutions

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness

Confidentiality

Participants will give confidentiality undertakings 1n relation to individual cases

Rules of the Game
To facihitate 1ts mandate, the Committee will define certain rules of the game which will be
grouped imto two categories lender/company 1Ssucs, and 1ntra lender 1ssues These rules will

mnclude the following, although others will no doubt emerge 1n the course of discussions

Lender/Company
.
Borrowers that can service debts
This group must continue to do so It 1s intended that the structure of this frameworh should

create incentives to belong to this catcgory out of self interest

Borrowers Unable to Service Debt Principles of Debt Service Pause
Start Line  For rcasons of equity 1t 1s necessary for this category to have a
common start line for the pause Ths 1s the opening of business today,
Jakarta time
Coverage It embraces all foreign currency claims of financial nstitutions on

Indonesian privatc sector corporations, except genuine tradc credits
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These claims take the form of loans, overdrafts, bonds, commercial
paper and other stmular instruments
Restructuring
There could be 3 basic tiers of solution and involvement
Objectives
The purpose 1s to restore 10 full creditworthiness as many of the borrowcrs as

possible It 1s possible that somc of these will need to be restructured or change the

management

Borrowers

1 Those able to continue debt service which are obliged to do so

2 Those with the prospect of long-term viability, and

3 Those which are likely to be unviable without the 1njection of major new
capital and management

Banks

1 Those willing to play the most active part and wherg appropriate ready to

provide new money for working capital New money will be provided on a last-1n,
first-out basis—1 € , superprionty over other claims

2 Those supporting restructunng but unwilling to provide new money in which
case they would become junior lenders

3 Banks not wishing to participate in anyway and ready instead to wrte off their

claims and waive any nghts



Mechanism to define value and 1ts distribution

The two Committees may need to create such a mechanism when dealing with catcgories 2

and 3 above

Encouragement to Perform

The terms of each group will be structured to cncourage gl aduation towards best

performance
Group 1 companies 1n this category could be encouraged by some recogmtion of
their continued performance Even if this did not maximize camings in each case, 1t
could improve the aggregate outcome 1f it encouraged Group 2 companics to graduate
to it
Group 2 companies may have to offer debt/cquity converston to give the banks both
the possibility of some upside 1n a recovery, and some shareholder rights Safeguards
to protect shareholdings from subscquent dilution would be neccssary The banks will
probably have to wnite down 2 proportion of their claims 1n order to reducc the cash
drain on the borrowers to manageable proportions Margins are likely to be widened
There may be other reward features for the banks, deferred until the recovery allows
Group 3 companies may have to be closed unless new capital 1s njected The

treatment of this group 1s likely to be much more vaned case-by-case
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Due Diligence

As far as possible, objective asscssments of the viability of companies will be necessary at

the borrowers’ expe.se Wherc information 1s incomplete, there may have to be an element

of sell selection by borrowers 1nto the three groups The structure should encourage and

demand pcrformance tests to validate such selection

Timetablcs
Phase 1 of the pause 1s expected last about 3 months Dunng this phase the Steering
Commuttee will devise its own modalities, collect its own human and financial
operating resources The Contact Commuttce will be following a parallel course
Phase 2 will last for 9 months During this peniod all negotiations with the major
company groupings in Category 2 will have made substantial progress and possibly
target dates for graduation out of Category 2 will have been set A clear body of
precedent for each of the 3 groups will have becn set
Phase 3 will am to last for only 12 month It1s planned and hoped that all
negotiations with individual borrowers will have been concluded or be within sight
The Stcering Commuittee would stand down at the earhiest possible date

Laaison

Both commuttees will have the nght to convene a meeting with the other

Legal Principles and Legal Fees will be paid by the borrower The junsdiction of the

eventual restructuring contracts will be a major \nternational center of high standing Lenders

commut themselves to poohing legal adviec where possible and imposing disciplinc on fees
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Accountmg Advice
The lenders may require to hire experts to advisc on the financial strength of borrowers In
this case, the fees will be paid by the borrowers, although 1t would be helpful if lenders were
to pool the hire of such advisc to minimize costs

Intra Lender Issues
Senmiority and Security/Collateral
Dunng a pause of this kind, senionty and sccurity/collateral will be respected but cannot
effectively be exercised—and may have to be modified during restructuring This matter will
be considered 1n more detail by the Steenng Commuttee New money to borrowers in this
category will always have “super semonty” (see below)
Voting and Decision Making
For the sake of rapid progress decistons must be dnven by commercial judgement rather than
the legal fine print of loan documents Of course the eventual agreements will necd to be
legally drafted and will be subject to a jurisdiction of an acceptable international standard
Decistons will be taken by a 75 percent vote by value, notwithstanding unanimity clauses
Burden Sharing
The framework will seek equitable burden sharing both betwecn different creditors and
between creditors and borrowers
Provisioning
Provisionng requirements and tax treatments vary from country to country It will not,

however, be possible to take account of this n the burden shanng process




Local Currency Loans
The relationship between these loans and foreign currency loans needs further examination
Insolvency Law

The Government of Indonesta will be encouraged to introduce legislative reform

¥ ok ¥k ®
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same time, corporations able to service their debts must continue to do so However, we need

to rccogmize that n the current disorderly situation, there arc some compantes, which are
alrcady unable to fulfil their commitments “This 1s unsustainable and needs to be regulanzed
Consequently, a temporary pausc in foreign currency debt service, both of interest and capital
would be necded for these companics to allow tme for new arrangements to be worked out
between lenders and borrowers It would be most effective 1f this pause were to start
smmediately with the expectation that arrangements will be worked out for the resumption of

debt service as soon as possible To this end, a structure is being developed to encourage the

borrowers to restore full debt service at the earhest possible date

The details of the frameworh will be worked out by the Steenng Committee 1n
consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will kecp me informed of progress

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

Thc arrangements regarding debt scrvice will only affect financial loans (bank loans,
bonds, commercial paper and sumlar instruments) Genuine trade debts will be excluded
from this framework, and where possible will continue to be serviced It 1s also desirable that
banks restore trade lines to allow the economy to continue to operate as ncar to normal as

possible

The architecture and implementation 18 for private sector parties to carry out Itisin
this sense that the arrangement 1s voluntary However, for reasons of equity and effectiveness

1t 1s important to have a decisive start That 1s why I am asking for your understanding that

we were not able to consult you 1n advance

Mr Kent 1s giving more details to the foretgn banking community at separate

meetings
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Office Memorandum
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To: Mr. Holder January 27, 1998

)
From: Stanley Fischer %

Subject: Indonesian Bankruptcy Law

As you heard yesterday, both APD staff and the Board believe that a strong bankruptcy law
could play an important role in speeding the recovery of the Indonesian economy.

Could you please review the current law, and analyze what should be done to improve it. It
would also be useful for you to say what would need to be done to make an improved law
effective. You should consider not only the legal aspects of effectiveness, but also what could
be done to impact business behavior. In addition please recommend any technical assistance
that might be helpful, whether from the Fund or other agencies.

[t would be most useful if we could have a preliminary report by February 6; please let me
know if that would pose any difficulties.

Thank you.

cc: The Managing Director
Mr. Boorman
Mr. Gianviti (o/r)
Mr. Neiss «~
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CABLE ADDRESS
FIRST DEPUTY MANAGING DIRECTOR INTERFUND

January 27 1998

A
Mr. George Munoz .ce! KA
President and Chief Executive Officer -
Overseas Private Investment Corporation i '“')

Washington, DC 20527-0001

Dear Mr. Munoz:

Thank you for your letter of January 16, 1998 and for your support of the
economic recovery program that the IMF is helping Indonesia to put together.

With regard to the issue of CalEnergy projects raised in your letter, Karen
Lissakers has kept us informed of your concerns and we have provided her with any
information that we have concerning these projects. We also received copies of
relevant correspondence addressed to Government of Indonesians officials. I would
suggest that, for the time being, we continue to liaise through Karen Lissakers' office.
At a later date, and after the IMF staff mission returns from Indonesia, we could
arrange a meeting if questions remain on the affected projects.

Yours sincerely

Stanley Fischer

CC: MD

MR. FISCHER
MR. OUATTARA
MR. SUGISAKI -

MS. LISSAKERS
6c: Ms Lissakers wAPD_ -
EXR
MR. CROSS
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January 16, 1998 /44 ’Z&tﬁ \

Mr Stanley Fischer =
First Deputy Managing Director

International Monetary Fund
Washington, D C 20431
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Dear Mr Fischer

0 I would like to congratulate you and your staff for the tremendous effort that you have made to put
-OFFICE/} DI%D'
gether an economic recovery program for Indonesia

16 JAN B 10! aj writing to alert you to a letter (copy enclosed) that I recently sent to the Indonestan government
regarding two CalEnergy power projects that OPIC has msured in Indonesia and to request a meeting
between our two staffs The letter was delivered Wednesday by the UUS Embassy in Jakarta, n one case

by Ambassador Roy personally In drafting the letter my staff and I consulted closely with the U S
Treasury Department and discussed the matter with Karen Lissakers as well

OPIC has nsurance and finance exposure to several US Investors in Indonesia including the two
CalEnergy projects Given the importance of the IMF support program to Indonesta and 1ts potential
impact on OPIC-supported projects, as well as the potential impact on Indonesta’s ability to attract
foreign investment in the future 1f OPIC pays expropriation claims there, 1t 1s very important that OPIC
and the IMF fully understand each other’s views and positions Therefore, I think 1t would be useful for

our staffs to meet to ensure that there 1s full communication between our institutions on these important
1ssues I hope that such a meeting or meetings can te arranged 1n short order

Although OPIC has fiduciary responsibilities that we must fulfill, I want to ensure that OPIC proceeds 1n

this matter 1n a fashion that 1s consistent with the critical reform measures that IMF 1s implementing We
look forward to working with you

20552¢0

Sincerely,

George Muii
President a
Chief Executive Officer

Enclosure

1100 NFW VORK AVENIIZ K 71 ASH RAATAR N AARAT ANNY o FAX 2N 400 CART o
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OVERSEAS PRIVATE INVESTMENT CORPORATION
WASHINGTON DC 20527 USA

A
- FFICE OF THE
% Q

dl PRESIDENT
LEy

January 14 1998

His Excellency I B Sudjana
Miruster of Mines and Energy
Republic of Indonesia

JI Medan Merdeka Selatar 18
Jakarta 10110

His Excellency Mar’ie Muhammad
Miruster of Finance

Republic of Indonesra

Jl Lapangan Banteng Timur 2-4
Jakarta Pusat

His Excellency Ir Ginandjar Kartasmuta
Chairman of BAPPENAS

Jl Taman Surapati No 2

Jakarta Pusat

His Excellency Ir Dyiteng Marsudt
President Director

PT PLN (Persero)

jI Trunojoyo Blok M /135

Kebay oran Baru, Jaharta Sclatan

His Excellency Soegianto
President Director

PERTAMINA

JI Medan Merdeka Timur No 1A
Jakarta Pusat

Dear Sirs

[ am writing you in my capacitv as President and Chuef Executive Officer of the Overseas
Private Investment Corporation ( OPIC ) regarding a matter of serious concern  OPIC has
1ssued political sk msurance to CalEnergy Companv in respect of 1ts geothermal projects at
Patuha and Dieng

Ter  G0E 5137

OO NIVW YOPK AVI N 4/ NeSHINGTON D C 20527 FAX (202) <08 9859 (202) 336 3400



His Excellency I B Sudjana

His Excellency Mar’ie Muhammad

His Excellency Ir Ginandjar Kartasmita
His Excellency Ir Dyiteng Marsudi

His Excellency Soegianto

January 14, 1998

Page Two

CalEnergy has brought to OPIC’s attention the potential adverse effect of certain Indonesian government
actions on those two projects Representatives of CalEnergy have notified us that certain units with
respect to each mdividual project have been affected by Presidential Decrees Nos 5 and 39 (P D Nos 5
and 39) CalEnergy has mformed us that 1n 1ts view adverse treatment of discrete individual units
constituting part of the whole project 1s not consistent with P D No 39 In addition, contmuzd delay
arising from review or postponement of either of these projects may detrimentally affect the economics of
the projeces

Specifically, CalEnergy has advised OPIC that both the Patuha and Dieng projects currently are under
construction, justifying mclusion on the “Continue” list, rather than postponement or review pursuant to
P D No 39 CalEnergy and 1its lenders have mvested well over $300 million m Dieng and Patuha For
its part, OPIC has msured each of Dieng and Patuha as individual projects, not on a unit by unit basis

To the extent that project contracts related to either the Dieng project or the Patuha project are abrogated,
and 1n the event any such abrogation were determined to be a compensable event of expropniation under
OPIC’s contracts of msurance with CalEnergy, OPIC would pay such claims In that instance, the U S
Government, on behalf of OPIC, would seek recovery from the Government of Indonesia pursuant to the
provisions of the Agreement Between the United States of America and Indonesia on Investment
Guaranties signed on January 7, 1967, establishing the framework for OPIC programs 1n Indonesia

Our hope 1s that the Government of Indonesia will establish criteria for determining which projects to
postpone, review, or continue that are fair, transparent, and objective Any project placed on the list for
review or postponement should clearly meet the relevant cnteria  OPIC urges the Government of
Indones1a to apply the standards of P D No 39 on a transparent and expeditious basis and 1n a non-
discnminatory manner

Sincerely,

Geor%ge?

President and
Chief Executive Officer
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To The Secretary

From  Stanley Fischer g

Subject Indonesia

Attached for distribution to Executive Directors are the final versions of

1 Program for Rehabilitation of the Indonesian Banking Sector,
2 Statement on Corporate Debt by Mr Radius Prawiro,
3 Statement on Corporate Debt by Mr Pen Kent

Attachments

1

January 27, 1998



Program for the Reliabihitation of the Indonesian Banking Sector
January 27, 1298

In order to restore the cc *fidence of depositots and creditors--domestic and foreign--i~ the
Indoncsian banking systcm, and to re-establish the soundness of the system, we are
undertaking a comprehensive program to rehabilitate the system  This program compnses
two main elements First, the provision of a full guarantee by the Government of Indonesia
to all depositors and creditors of locally mcorporated commercial banks And second, the
creation of the Indonesian Bank Restructuning Agency _IBRA—which will be responsible
for rehabilitating those banks that are at present not sound and do not have good prospects of

restoring themselves to soundness The relevant legisiative and regulatory changes will be

put in place shortly

Guarantee

Effcctive immediately, the Government of Indonesia 1s guaranteeing that the claims of
depositors and creditors of all locally incorporated banks will be met Both rupiah and
foreign currency clauns are covered, 1n the case of foreign currency claims, payment of the
guarantee will be 1n rupiah at the market exchange rate The principal exceptions to coverage
of this guarantee are shareholdings and subordinated debt The guarantee applies equally to
pnivate, state-owned and regionally-owned banks Thus Indonesian banks are going to be

able to meet their commitments We anticipate that most depositors and creditors will wish to

— AN~



keep their funds n the Indonesian banks by rolling over matunng claims, they can rest fully

assured that they will receive payment if they do choose to withdraw thosc funds

In exchange for this guaranicc, all locally-incotpotated banks will be subject to the enhanced
supervisory oversight that 1s necessary 1n present circumstances Banks will also be required

to pay a fee bascd on the value of theit liabslities in order to help defray the possible costs of

that guarantee

The guarantee will remain in place for at least two years, and will not be terminated before
the soundness of the banking system has been restored We will give at least twelve months’
notice of the ending of the guarantee At that point, the guarantee could be replaced by 3

deposit insurance system, the modalities of which will be studied by Bank Indonesta with the

assistance of the Asian Development Bank

Prudential requirements

Bank Indonestia, 1n consultation with the IMF and World Bank 1s devcloping 2
comprehensive set of prudential requitements for a banking system operating with the
guarantee In this connection, Bank Indonesia will be issuing additional prudential
requirements 1n order to prevent irregular practices  During the period of the guarantec, there
will be lirmts imposed on rates to ensure that banks do not offer terms substantially in excess

of market terms There will also be hmits on the rates of growth of credit These Limats,



together with prudential nonns on uncovered positions of banks’ customers will be

announced by Bank Indonesia in the next few days

Indonesian Bank Restructuimg Agency (IBRA)

As the second major element in the rehabilitation program, the government has establhished

IBRA, the Indonesian Bank Restructuning Agency This 1s an autonomous agency, operating
under the auspices of the Ministry of Finance It will be headed by Mr Bambang Subianto
The board will consist of both inside and outside members, IBRA will be reviewed by an
independent review board which will publish 1ts periodic assessments The agency will have
a imited lifespan, and will be wound up once the bank rehabilitation prograin 1s complete
The objective 1s to restore the banking system to soundness at lcast cost to the government
within the constraints under which we are operaung thus eaisting shareholders will be taking
on a sharc of the burden Wec arc also climinaling all restrictions on foreign ownership of

Indonesian banks, so that foreign capital can help provide the resources for a fully capitahzed

banking system

In order to make IBRA fully operational at once, imitial staff are being transfcrred on
secondment from Bank Indonesia, the Muustry of Finance, and other government agencics

and private nstitutions, and the agency will be supported by foreign expert advisors



IBRA will have two main functions first 1t will supervise the banks 1n nced of restructunng,
and 1t will manage the restructuring process, and second, 1t will be the management agency
for assets that 1t acquires n the course of the bank restn stunng  In this connection, IBRA
will also take over the clanns relating to the cmergency and other liquidity and solvency
support that Bank Indonesia has provided to the banks 1n the past, this transfer will scrve to

ncrease the transparcncy of such opcrations and to improve Bank Indonesia’s balance shcet

Bank Indonesia 1s assessing the condition of the banks Those that fai] to meet certain
standards are to be reviewed by IBRA Where relevant, shareholders of those banks are to be
given the opportunity to recapitalize their banks In the event that recapitalization does not

take place and a bank fails an IBRA-commusstoned review, IBRA will assume full

supervisory authonty over 1t

IBRA will consider how to restore such banks to full soundness, whether through
rccapitalization or through mcrger or takeover, at lcast cost to the public, 1n any case where
public moncy 1s involved, existing shareholders will have their equity written down of
elimmated IBRA will take over responsibility for implementing the governument’s plans for

merging state banks to improve their financial condition and/or operational efficiency This
will include the merger of four state banks, by end-June 1998, and the introduction of new
management by the end of February 1998 IBRA will, where appropriate, also assume control
of problem assets 1n cases 1n which 1t concludes that such action would enable higher

realizations from the sale of the bank or of the asset IBRA will develop a specialized asset
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management capability to maximize its recoveries  After restructunng them, IBRA will aim

to sell the banks and portfolios 1t has acquired This process will thus include the

pnivatization of the state nanks over which 1t exerc ses control, as well as those for which 1t

assumes control as part of the restructuring process

The government will shortly 1ssuc bonds n ordcr 1o provide the initial funding for IBRA
Further 1ssuances can be expected as IBRA s operations develop Over time, as recoveries

increase, IBRA will be able to become more self-financing

Bankruptcy Procedures

The government intends to give high priority to the early establishment of more effective

bankruptcy procedures within the framework of modem bankruptcy law

Other measures

The government 1s commutted to revising the legal framework for banking operations, aftera
thorough review of the central bank and banking laws and banking regulations, arcas of focus
will include contract enforcement, banking disclosure, taking and realizing collateral, and
regulations on financial instruments There will be improvements n the data that banks will

be required to publish Prudential regulations will be reviewed, various sanctions will be

A= =~
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cnforced, including withdrawals of bank licenses and the impositton of appropnate penalties

on inanagemcnt and directors for negligence, wilful misconduct or acting contract to the law

Conclusion N

This comprehensive program reflects our determination to restore the soundness of
Indonesia’s banking system We are protecting fully the banks’ customers while dealing
forcefully with the banks themselves Once this process has been implemented, Indonesia

will have a banking system that will be able to meet fully the challenges of restoring rapid

growth to the Indonesian cconomy

EEREX



Statement on Corporate Debt
by Mr Radws Prawiro
January 27, 1998

Over the past few months, the sharp decline of the rupiah exchange rate has made 1t
increasigly difficult for Indonesian corporations to service their external debts As this
occurred, it has become increasingly important that a strategy be developcd for restoring
orderly relations between these corporations and their creditors [ am accordingly announcing
today a voluntary fiamework to manage the external debts of Indonesian corporations As I

said 1n my earlier statement on 28th December, there 1s no question of public sector financc,

subsidies, or guarantees

Mr Kent, who was until recently an Executive Director of the Bank of England, has
been advising me on this frameworh Mr David Brougham a Director of Standard Chartered
gank and Mr Lim Ho Kee, Executive Vice President and CEO UBS East Asia, have agreed
to help put a steening committee of lendcrs 1n place The steening commttee will consist of
semior mternational bankers from the main creditor countries There will also be a Contact
Commuttee of borrowers 1 have asked Mr Antony Sahm, Mr The Ning King and

Mr Rachmat Gobel to assist in its formation

This framework 1s being set up and managed by the pnivate sector, and will be based
on voluntary agreements between borrowers and lenders It 1s important for both sides of the
relationship that these agreements lcad to the restoration of debt service 1n a sustainable way
The framework has two principal aims The first ts to maximize the recovery of value by the
lenders The second 1s to restore the capital and interest payment streams of viable
corporations to sustainable levels, thereby enabling them to survive In this way, the
frameworh should create a “win-win” situation for debtors and creditors alike, while

minimizing the nsk for both Without action of this kind, market conditions could continue to

deteriorate to the lasting detriment of both sides

The framework does not guaraniee the viability of every Indonesian corporation

Those with no prospect of viabihty may have to close unless new capital 1s injected At the



same time, corporations able to service their debts must continue to do so However, we need

to rccognize that in the currcnt disorderly situation, there arc some companics, which are
alrcady unable to fulfil their commitments This 15 unsustainable and needs to be regulanzed
Consequently, a temporary pausc i foreign currency debt service, both of interest and capital
would be nccded for these companics to allow time for new arrangements to be worked out

between lenders and borrowers It would be most effective 1f this pause were to start

ymmediately with the expectation that arrangements will be worked out for thc resumption of
debt service as soon as possible To this cnd a structure is being dcveloped to encourage the

borrowers to restore full debt service at the earhest possible date

The details of the framework will be worked out by the Steenng Commuttee it
consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will kecp me informed of progress

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

The arrangements regarding debt scrvice will only affect financial loans (bank loans,
bonds, commercial paper and similar instruments) Genuine trade debts will be excluded
from this framework, and where possible will continue to be serviced It1s also desirable that

banks restore trade lines to allow the economy to continue to operatc as ncar to normal as
J

possible

The architecture and implementation 1s for private sector parties to carry out It1sin
this sense that the arrangement 1s voluntary However, for reasons of equity and effcctiveness

it 1s important to have a decisive start That 1s why I am asking for your understanding that

we were not able to consult you 1n advance

Mr Kent 1s giving more detatls to the foreign banking communuty at separate

meetings

~



Corporate Debt

Statement by Pen Kent,
Advisor to Dr Prawiro
January 27, 1998

Let me emphasize before we begin that I am here as a consultant to Mr Prawiro, given the
task of helping put in place a framework for dealing with the Indonesian corporate debt
problem, based on a purely voluntary, private sector approach What I will be suggesting 1s a
set of principles to ensure an effective process The general principles would of course have
to be agreed on between the Steering Commuttee and the Contact Commuttee And the
practical application of these or related principles in each case would have to be agreed on by

credrtors and debtors as they meet to find a solution for each company’s debt problem

Objective

To assist n the achievement of the two aims 1dentified in Dr Prawiro’s statement of 27th
January, 1e to maximize the recovery of value by the lenders, and to restore the capital and
interest payment streams of viable Indonesian corporations to sustamnable levels And to this

end to set up a framework for 1ts realization

Structure

Mr David Brougham, Director of Standard Charter Bank and Mr Lim Ho Kee, Vice
Chairman and CEO of UBS East Asia have agreed to help put the structure of the Steering
Commuttee in place Mr Brougham has much experience of corporate restructuring and of
the region Mr Lim Ho Kee has wide knowledge of banking 1n the region The membership
will be deliberately kept fairly small, and will consist of senior representatives of the major

national groups of banks as measured by exposure



The Steering Commuttee will have a counterpart from the borrowing side 1n th\e Contact
Commuttee, although detailed negotiations with each borrower will have to be bilateral The
Steering Commuttee will devise a structure which facilitates these negotiations It will not be

able to handle the . hole burden itself

Accountability

The Chairman of the Steering Commuttee and the Chairman of the Contact Commuttee will
be accountable to their own respective constituencies, and will nform Dr Prawiro of
progress from time to time In particular, they will jomtly inform him when they believe their

task has been completed

The Contact Commuttee representing borrowers 1s being put together by Mr Anthony Salim,
Mr The Ning King and Mr Rachmat Gobel This Commuttee will act as a point of contact on

generic 1ssues and may be able to facilitate the design of general solutions

Openness and Transparency

Trust among all parties would be enhanced by the maximum openness

Confidentiahty

Participants will give confidentiality undertakings in relation to individual cases

Rules of the Game

To facilitate 1ts mandate, the Commuttee will define certain rules of the game which will be
grouped 1nto two categories lender/company 1ssues, and intra lender 1ssues These rules will

include the following, although others will no doubt emerge 1n the course of discussions



b

Lender/Company
Borrowers that can service debts
This group must continue to do so It 1s intended that the structure of this framework should

create mncentives to L~long to this category out of self interest

Borrowers Unable to Service Debt Principles of Debt Service Pause
Start Lme  For reasons of equity 1t 1s necessary for this category to have a
common start line for the pause This 1s the opening of business today,
Jakarta time
Coverage It embraces all foreign currency claims of financial stitutions on
Indonesian private sector corporations, except genuine trade credits
These claims take the form of loans, overdrafts, bonds, commercial

paper and other similar instruments

Restructurimng
There could be 3 basic tiers of solution and involvement
Objectives
The purpose 1s to restore to full creditworthiness as many of the borrowers as
possible It 1s possible that some of these will need to be restructured or change the
management
Borrowers
1 Those able to continue debt service which are obliged to do so
2 Those with the prospect of long-term viability, and
3 Those which are likely to be unviable without the mjection of major new
capital and management\
Banks
1 Those willing to play the most active part and where approprate ready to provide new
money for working capital New money will be provided on a last-1n, first-out basis--1 e,

superpriority over other claims



2 Those supporting restructuring but unwilling to provide new money 1n which case
they would become junior lenders

3 Banks not wishing to participate remain free to pursue their mterests as they see fit

Mechanism to define value and its distribution

The two Commuttees may need to create such a mechanism when dealing with categories 2

and 3 above

Encouragement to Perform

The terms of each group will be structured to encourage graduation towards best

performance
Group 1 companies 1n this category could be encouraged by some recognition of
their continued performance Even if this did not maximize earnings 1n each case, 1t
could improve the aggregate outcome if it encouraged Group 2 companies to graduate
to1t
Group % companies may have to offer debt/equity conversion to give the banks both
the possibility of some upside in a recovery, and some shareholder rights Safeguards
to protect shareholdings from subsequent dilution would be necessary The\ banks will
probably have to write down a proportion of their claims 1n order to reduce the cash
drain on the borrowers to manageable proportions Margins are likely to be widened
There may be other reward features for the banks, deferred until'the recovery allows
Group 3 companies may have to be closed unless new capital 1s injected The

treatment of this group 1s likely to be much more varied case-by-case

Due Dihgence

As far as possible, objective assessments of the viability of companies will be necessary at
the borrowers’ expense Where information 1s incomplete, there may have to be an element
of self selection by borrowers 1nto the three groups The structure should encourage and

demand performance tests to validate such selection




Timetables
Phase 1 of the pause 1s expected to last about 3 months During this phase the
Steering Commuttee will devise its own modalities, collect its own human and
financial cperating resources The Contact Commuttee will be following a parallel
course
Phase 2 will last for 9 months During this period all negotiations with the major
company groupings in Category 2 will have made substantial progress and possibly
target dates for graduation out of Category 2 will have been set A clear body of
precedent for each of the 3 groups will have been set
Phase 3 will aim to last for only 12 months It 1s planned and hoped that all
negotiations with individual borrowers will have been concluded or be within sight

The Steering Commuttee would stand down at the earliest possible date

Liaison

Both commuttees will have the right to convene a meeting with the other

Legal Priciples and Legal Fees will be paid by the borrower The junsdiction of the
eventual restructuring contracts will be a major international center of high standing Lenders

commit themselves to pooling legal advice were possible and imposing discipline on fees

Accounting Advice
The lenders may require to hire experts to advise on the financing strength of borrowers In
this case, the fees will be paid by the borrowers, although 1t would be helpful 1f lenders were

to pool the hire of such advise to minimize costs



Intra Lender Issues

Semority and Security/Collateral
During a pause of th s kind, seniority and security /collateral will be respected but cannot
effectively be exercised—and may have to be modified during restructuring This matter will
be considered 1n more detail by the Steering Commuttee New money to borrowers in this
category will always have “super seniority” (see below)

\
Voting and Decision Making
For the sake of rapid progress decisions must be driven by commercial judgement rather than
the legal fine print of loan documents Of course the eventual agreements will need to be

legally drafted and will be subject to a jurisdiction of an acceptable international standard

Burden Sharing

The framework will seek equitable burden sharing both between different creditors and

between creditors and borrowers

Provisioning
Provisioning requirements and tax treatments vary from country to country It will not,

however, be possible to take account of this in the burden sharing process

Local Currency Loans

The relationship between these loans and foreign currency loans needs further examination

Insolvency Law

The Government of Indonesia will be encouraged to introduce legislative reform
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CORPORATE DEBT
STATEMENT BY PEN KENT,
ADVISOR TO DR PRAWIRO
27TH JANUARY, 1998
Objective

To assist 1n the achievement of the two aims identified 1n Dr Prawiro’s statement of 27th
January, 1 ¢, to maximize the recovery of value by the Ienders, and to restore the capital and
interest payment streams of viable Indonesian corporations to sustamnable levels And to this

end to set up a frameworh for its realization

Structure
Mr David Brougham, Director of Standard Chartered Bank and Mr Lim Ho Kee, Vice

Chamrman and CEO of UBS East Asia have agrced to help put the structure of the Steering
Commuttee in place Mr Brougham has much expericnce of corporate restructuring and of
the region Mr Lim Ho Kee has wide knowledge of banking In the region The membership
will be deliberately kept fairly small, and will consist of senitor representatives of the major
national groups of banks as measured by exposure

The Stecring Commuttee will have a counterpart from the borrowing side 1n the Contact
Committee, although detailed negotiations with each borrower will have to be bilateral The
Steering Commuttce will devise a structure which facilitates these negotations It will not be

able to handle the whole burden 1tself

Accountabihity
The Chairman of the Steenng Commuttee and the Chairman of the Contact Commuttee wiil

be accountable to their own respective constituencies, and will inform Dr Prawiro of

progress from time to tme In particular, they will jointly inform him when they believe their

tash has bcen completed



The Contact Committee representing borrowers 1s bemg put together by Mr Anthony Salim,
Mr The Ning King and Mr Rachmat Gobel This Commuttee will act as a pomﬁ of contact on

genenc issues and may be able to facilitate the design of general solutions

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness

Confidentiality

Participants will give confidentiahity undertakings in relation to individual cases

Rules of the Game
To facilitate 1ts mandate, the Commuttee will define certain rules of the game which will be
grouped mto two categories lender/company 1ssucs, and intra lender 1ssues These rules will

include the following, although others will no doubt emerge 1n the course of discussions

Lender/Company

Borrowers that can service debts

This group must continue to do so It 1s mtended that the structure of this frameworh should

create incentives to belong to this category out of self interest

Borrowers Unable to Service Debt Principles of Debt Service Pause \
Start Lime  For rcasons of equity 1t 1s necessary for this category to have a
common start Iine for the pause This 1s the opening of business today,
Jakarta time
Coverage It embraces all foreign currency claims of financial 1nstitutions on

Indonesian privatc sector COTporations, except genuine trade credits
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These claims take the form of loans, overdrafts, bonds, commercial
paper and other similar instruments
Restructuring
There could be 3 basic trers of solution and involvement
Objectives
The purpose 18 to restore to full creditworthiness as many of the borrowcrs as
possible Itis possible that some of these will need to be restructured or change the
management
Borrowers ,
1 Those able to continue debt service which are obliged to do so
2 Those with the prospect of long-term viability, and
|
3 Those which are likely to be unviable without the 1njection of major new
capital and management

Banks

1 Those willing to play the most active part and where appropriate ready to
provide new money for working capital New money will be provided on 2 last-1n,

first-out basis--1 € , superpriority over other claims

2 Those supporting restructuring but unwilling to provide new money 1 which

case they would become junior lenders

3 Banks not wishing to participate in anyway and ready nstead to wnte off their

claims and waive any nights



Mechanisin to define value and 1ts distribution

The two Commuttees may need to create such a mechanism when dealing with catcgories 2

and 3 above

Encouragement to Perform

The terms of each group will be structured to cncourage giaduation towards best

performance
Group 1 companies in this category could be encouraged by some recogmtion of
their continued performance Even 1f this did not maximize camings in each case, 1t
could improve the aggregate outcome if 1t encouraged Group 2 companics to graduate
to 1t
Group 2 companies may have to offer debt/cquity conversion to give the banks both
the possibility of some upside tn a recovery, and some shareholder rights Safeguards
to protect shareholdings from subscquent dilution would be necessary The banks will
probably have to write down a proportion of their claims 1n order to reducc the cash
drain on the borrowers to manageable proportions Margins are hikely to be widened
There may be other reward features for the banks, deferred until the recovery allows
Group 3 companies may have to be closed unless new capital 1s injected The

treatment of this group 1s likely to be much more vaned case-by-case
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Due Diligence

As far as possible, objective asscssments of the viability of companies will be necessary at
the borrowers’ expe.se Where information 1s incomplete, there may have to be an clement
of self selection by borrowers into the three groups The structure should encourage and
demand pcrformance tests to validate such selection

Timetablcs

Phase 1 of the pause 1s expected last about 3 months Dunng this phase the Steering
Commuttee will devise its own modalitics, collect 1ts own human and financial
operating resources The Contact Commuttce will be following a parallel course
Phase 2 will last for 9 months Dunng this period all negotiations with the major
company groupings i Category 2 will have inade substantial progress and possibly
target dates for graduation out of Category 2 will have been set A clear body of
precedent for each of the 3 groups will have becn set
Phase 3 will aim to last for only 12 month It1s planned and hoped that all
negotiations with individual borrowers will have been concluded or be within sight
The Steering Commuttee would stand down at the earhest possible date

Liaison

Both commuttees will have the right to convene a meeting with the other

Legal Principles and Legal Fees will be paid by the borrower The junsdiction of the

eventual restructuring contracts will be 2 major \nternational center of high standing Lenders

commut themselves to pooling legal advice where possible and imposing disciplinc on fees
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Accounting Advice
The lenders may require to hire experts to advisc on the financial strength of borrowers In
tﬁls case, the fees will be paid by the borrowers, although 1t would be helpful if lenders were
to pool the hire of such advise to minimize costs

Intra Lender Issues
Semiority and Security/Collateral
Dunng a pause of this kind, senionty and sccurity/collateral will be respected but cannot
effectively be exercised—and may have to be modified during restructuring This matter will
be considered 1n more detail by the Steening Commuttee New money to borrowers 1n this
category wall always have “super semonty” (see below)
Voting and Decision Making
For the sake of rapid progress decisions must be dnven by commercial judgement rather than
the legal fine print of loan documents Of course the eventual agreements will nccd to be
legally drafted and will be subject to a junisdiction of an acceptable international standard
Decisions will be taken by a 75 percent vote by value, notwithstanding unanimity clauses
Burden Sharing
The framework will seek equitable burden sharing both betwecn different creditors and
between creditors and borrowers
Provisioning
Provisioning requirements and tax treatments vary from country to country It will not,

however, be possible to tahe account of this in the burden shanng process



Local Currency Loans

The relationship between these loans and foreign currency loans needs further eaamination

Insolvency Law
i

The Government of Indonesta will be encouraged to introduce legislative reform
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Statement on Corporate Debt
by Mr Radws Prawiro
January 27, 1998

Over the past few months, the sharp decline of the rupiah exchange rate has made 1t
increasingly difficult for Indonesian corporations to service their external debts As this
occurred, 1t has become increasingly important that a strategy be developcd for restoring
orderly relations between these corporations and their creditors I am accordingly announcing
today a voluntary fiamework to manage the external debts of Indonesian corporations As I

said 1n my earlier statement on 28th December, there 1s no question of public sector finance,

subsidies, or guarantees

Mr Kent, who was until recently an Executive Director of the Bank of England, has
been advising me on this framework Mr David Brougham, a Director of Standard Chartered
Bank and Mr Lim Ho Kee, Executive Vice President and CEQO UBS East Asia, have agreed
to help put a stcering commuttee of lenders 1n place The steering commuittee will consist of
senior mternational bankers from the man creditor countries There will also be 2 Contact
Commuttee of borrowers | have asked Mr Antony Salim, Mr The Ning King and

Mr Rachmat Gobel to assist in its formation

This framework 1s being set up and managed by the private sector, and will be based
on voluntary agreements betwcen borrowers and lenders It 1s important for both sides of the
relationship that these agreements lcad to the restoration of debt service 1n a sustainable way
The framework has two principal aims The first is to maximize the recovery of value by the
lenders The second 1s to restore the capital and mterest payment streams of viable
corporations to sustainable levels, thereby enabling them to survive In this way, the
framework should create a “win-win” situation for debtors and creditors alike, while -

minimizing the nisk for both Without action of thus kind, market conditions couid continue to

deteriorate to the lasting detriment of both sides

The framework does not guarantee the viability of every Indonesian corporation

Those with no prospect of viability may have to close unless new capital 1s injected At the
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same time, corporations able to service thewr debts must continue to do so However, we need
to recognize that m the currcnt disorderly situation, there are some companies, which are
alrcady unable to) fulfil their commitments This 1s unsustainable and needs to be regulanzed
Consequently, a temporary pause tn foreign currency debt service, both of nterest and capttal
would be needed for these companics to allow time for new arrangements to be worked out
between lenders and borrowers It would be most effective 1f this pause were to start
immediately with the expectation that arrangements will be worked out for thc resumption of
debt service as soon as possible To this cnd, a structure 1s being developed to encourage the

borrowers to restore full debt service at the earhest possible date

The details of the framework will be worked out by the Steenng Commuttee 1n
consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will kecp me nformed of progress

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

The arrangements regarding debt scrvice will only affect financial loans (bank loans,
bonds, commercial paper and sumilar instruments) Genuine trade debts will be excluded
from this frameworh, and where possible will continue to be serviced It 1s also desirable that
banks restore trade lines to allow the economy to continue to operate as ncar to normal as

possible

N

!
The architecture and implementation 1s for private sector parties to carry out Itisin
this sense that the arrangement 1s voluntary However, for reasons of equity and effectiveness
1t 1s 1mportant to have a decisive start That1s why I am asking for your understanding that

we were not able to consult you in advance

Mr Kent 1s giving more details to the foreign banking community at separate

meetings
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To Mr Fischer

Subject Indonesia

Two EDs (you know which ones) have asked repeatedly for the
final versions of the documents relating to the banking and
corporation packages I thought we could distribute them to all
If you agree please sign the attached
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1 Program for Rehabihitation of the Indonesian Banking Sector,
2 Statement on Corporate Debt by Mr Radius Prawiro,
3 Statement on Corporate Debt by Mr Pen Kent
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Program for the Rehabilitation of the Indonesian Banking Sector
January 27, 1998

In order to restore the confidence of depositors and creditors--domestic and foreign--in the
Indonesian banking system, and to re-establish the soundness of the system, we are
undertaking a comprehensive program to rehabilitate the system. This program compnises
two main elements. First, the provision of a full guarantee by the Government of Indonesia
to all depositors and creditors of locally incorporated commercial banks. And second, the
creation of the Indonesian Bank Restructuring Agency —IBRA—which will be responsible
for rehabilitating those banks that are at present not sound and do not have good prospects of
restoring themselves to soundness. The relevant legislative and regulatory changes wi'll Be

put in place shortly.
Guarantee

Effcctive immediately, the Government of Indonesia is guaranteeing that the claims of
depositors and creditors of all locally incorporated banks will be met. Both rupiah and
foreign currency claiins are covered; in the case of foreign currency claims, payment of the
guarantee will be in rupiah at the market exchange rate. The principal exceptions to coverage
of this guarantee are shareholdings and subordinated debt. The guarantee applies equally to
private, state-owned and regionally-owned banks. Thus Indonesian banks are going to be

able to meet their commitments. We anticipate that most depositors and creditors will wish to
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keep their funds m the Indonesian banks by rolling over matunng claims, they can rest fully

assured that they will receive payment 1f they do choose to withdraw those funds

In exchange for this guarantee, all locally-incoiporated banks will be subject to the enhanced

supervisory oversight that 1s necessary in present circumstances Banks will also be required

to pay a fee bascd on the value of thexn liabilities 1n order to help defray the possible costs of

that guarantee

The guarantee will remain 1n place for at least two years, and will not be terminated before
the soundness of the banking system has been restored We will give at least twelve months’
notice of the ending of the guarantee At that point, the guarantee could be replaced by a
deposit insurance system, the modalities of which will be studied by Bank Indonesia with the

assistance of the Asian Development Bank

Prudential requirements

Bank Indonesia, 1n consultation with the IMF and World Bank is developing a
comprehensive set of prudential requitements for a banking system operating with the
guarantee In this connection, Bank Indonesia will be 1ssuing additional prudential
requirements 1n order to prevent iregular practices  During the pertod of the guarantee, there
will be limits 1imposed on rates to ensure that banks do not offer terms substantially in excess

of market terms There will also be limits on the rates of growth of credit These limuts,
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together with prudential nonms on uncovered positions of banks’ customers will be

announced by Bank Indonesia in the next few days

Indonesian Banh Restructuiing Agency (IBRA)

As the second major element n the rehabilitation program, the government has established
IBRA, the Indonesian Bank Restructuring Agency This i1s an autonomous agency, operating
under the auspices of the Ministry of Finance It will be headed by Mr Bambang Subianto
The board will consist of both 1nstde and outside members, IBRA will be reviewed by an
independent review board which will publish its periodic assessments The agency will have
a hmited lifespan, and will be wound up once the bank rehabilitation program 1s complete
The objective 1s to restore the banking system to soundness at lcast cost to the government
within the constramnts under which we are operating thus existing shareholders will be taking
on a share of the burden Wec are also elnmunating all restrictions on foreign ownership of
Indonesian banks, so that foreign capital can help provide the resources for a fully capitahized

bankimng system

In order to make IBRA fully operational at once, 1nitial staff are being transferred on
secondment from Bank Indonesia, the Mimstry of Finance, and other government agencies

and private institutions, and the agency will be supported by foreign expert advisors
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IBRA will have two main functions first, it will supervise the banks in nced of restructuning,
and it will manage the restructuring process, and second, 1t will be the management agency
for assets that 1t acquires in the course of the bank restructuring In this connection, IBRA
will also take over the clauns relating to the cmcrgency and other hquidity and solvency
support that éank Indonesia has provided to the banks 1n the past, this transfer will serve to

icrease the transparency of such opcrations and to improve Bank Indonesia’s balance sheet

Bank Indonesia 1s assessing the condition of the banks Those that fai] to meet certain
standards are to be reviewed by IBRA Wherc relevant, shareholders of those banks are to be
given the opportunity to recapitalize their banks In the event that recapitalization does not

take place and a bank fails an IBRA-commussioned review, IBRA will assume full

supervisory authority over 1t

IBRA will consider how to restore such banks to full soundness, whether through
rccapitalization or through merger or takeover, at least cost to the public, 1n any case where
public moncy 1s involved, existing shareholders will have their equity written down or
ehminated IBRA will take over responsibility for implementing the government’s plans for
merging state banks to improve their financial condition and/or operational efficiency This
will include the merger of four state banks, by end-June 1998, and the introduction of new
management by the end of February 1998 IBRA will, where appropniate, also assume control
of problem assets 1n cases 1n which 1t concludes that such action would enable higher

reahizations from the sale of the bank or of the asset IBRA will develop a specialized asset
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management capability to maximize its recoveries  After restructuning them, IBRA will aim
to sell the banks and portfolios it has acquired This process will thus include the
privatization of the state banks over which 1t exercises control, as well as those for which 1t

assumes control as part of the restructuring process

The government will shortly 1ssuc bonds i order to provide the imtial funding for IBRA
Further 1ssuances can be expected as IBRA’s operations develop Over uime, as recoveries

increase, IBRA will be able to become more self-financing

Bankruptcy Procedures

{

The government intends to give high prionty to the early establishment of more effective

bankruptcy procedures within the framework of modemn bankruptcy law

Other measures

The government 1s commutted to revising the legal framework for banking operations, after a
thorough review of the central bank and banking laws and banking regulations, areas of focus
will include contract enforcement, banking disclosure, taking and realizing collateral, and
regulations on financial instruments There will be improvements n the data that banks will

be required to publish Prudential regulations will be reviewed, various sanctions will be
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cnforced, including withdrawals of bank licenses and the imposition of appropriate penalties

on management and directors for negligence, wilful misconduct or acting contract to the law

Conclusion

This comprehensive program reflects our determination to restore the soundness of
Indonesia’s banking system We are protecting fully the banks’ customers while dealing
forcefully with the banks themselves Once this process has been tmplemented, Indonesta
will have a banking system that will be able to meet fully the challenges of restoring rapid

growth to the Indonesian cconomy

LI EEL]
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Statement on Corporate Debt
by Mr. Radius Prawiro
January 27, 1998
Over the past few months, the sharp decline of the rupiah exchange rate has made it
increasingly difficult for Indonesian corporations to service their external debts. As this
occurred, it has become increasingly important that a strategy be developed for restoring
orderly relations between these corporations and their creditors. I am accordingly announcing
today a voluntary framework to manage the external debts of Indonesian corporations. As I

said in my earlicr statement on 28th December, there is no question of public sector finance,

subsidies, or guarantees.

Mr. Kent, who was until recently an Executive Director of the Bank of England, has
been advising me on this framework. Mr. David Brougham, a Director of Standard Chartered
Bank and Mr. Lim Ho Kee, Executive Vice President and CEO UBS East Asia, ha';/e agreed
to help put a steering committee of lenders in place. The steering committee will consist of
senior international bankers from the main creditor countries. There will also be a Contact
Committee of borrowers. | have asked Mr. Antony Salim, Mr. The Ning King and

Mr. Rachmat Gobel to assist in its formation.

This framework is being set up and managed by the private sector, and will be based
on voluntary agreements between borrowers and lenders. It 1s important for both sides of the
relationship that these agreements lead to the restoration of debt service in a sustainable way.
The framework has two principal aims. The first is to maximize the recovery of value by the
lenders. The second is to restore the capital and interest payment streams of viable
corporations to sustainable levels, thereby enabling them to survive. In this way, the
framework should create a “win-win” situation for debtors and creditors alike, while
minimizing the risk for both. Without action of this kind, market conditions could continue to

deteriorate to the lasting detriment of both sides.

The framework does not guarantee the viability of every Indonesian corporation.

Those with no prospect of viability may have to close unless new capital is injected. At the
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same time, corporations able to service their debts must continue to do so However, we need
to recognize that i the currcnt disorderly situation, there are some companies, which are
alrcady unable to fulfil their commitments This 1s unsustainable and needs to be regularized
Consequently, a temporary pause tn foreign currency debt service, both of interest and capital
would be necded for these companics to allow time for new arrangements to be worked out
between lenders and borrowers It would be most effective 1f this pause were to start
1mr;1ed1ately with the expectation that arrangements will be worked out for the resumption of
debt service as soon as possible To this end, a structure 1s being dcveloped to encourage the

borrowers to restore full debt service at the earhest possible date

The details of the framework will be worked out by the Steening Commuttee 1n

consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will keep me informed of progress

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

The arrangements regarding debt scrvice will only affect financial loans (bank loans,
bonds, commercial paper and sumilar instruments) Genuine trade debts will be excluded
from this framework, and where possible will continue to be serviced It 1s also desirable that
banks restore trade lines to allow the economy to continue to operate as ncar to normal as

possible

The archatecture and implementation 1s for private sector parties to carry out Itisin
this sense that the arrangement 15 voluntary However, for reasons of equity and effectiveness
1t 18 tmportant to have a decisive start That 1s why I am asking for your understanding that

we were not able to consult you in advance

Mr Kent is giving more details to the foreign banking community at separate

meetings
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CORPORATE DEBT

STATEMENT BY PEN KENT,
ADVISOR TO DR PRAWIRO
27TH JANUARY, 1998

Objective

To assist 1n the achievement of the two aims identified 1n Dr Prawiro’s statement of 27th
January, 1 ¢, to maximize the recovery of value by the lenders, and to restore the capital and
nterest payment streams of viable Indonesian corporations to sustainable levels And to this

cnd to set up a framework for 1ts reahization

Structure

Mr David Brougham, Director of Standard Chartered Bank and Mr Lim Ho Kee, Vice
Chairman and CEO of UBS East Asia have agreed to help put the structure of the Steernng
Commuttee in place Mr Brougham has much expericnce of corporate restructuring and of
the region Mr Lim Ho Kee has wide knowledge of banking in the region The membership
will be deliberately kept fairly small, and will consist of senior representatives of the major
national groups of banks as measured by exposure

The Stecring Commuttee will have a counterpart from the borrowing side 1n the Contact
Commuttee, although detailed negotiations with each borrower will have to be bilateral The
Steering Commuttce will devise a structure which facilitates these negotiations It will not be

able to handle the whole burden 1itself

Accountability
The Chaurman of the Steering Commuttee and the Chairman of the Contact Commuttee will
be accountable 1o therr own respective constituencies, and will inform Dr Prawiro of

progress from time to tune In particular, they will jointly inform him when they believe their

tash has been completed



The Contact Commuittee representing borrowers 1s being put together by Mr Anthony Salim,
Mr The Ning King and Mr Rachmat Gobel This Commuttee will act as a point of contact on

generic 1ssues and may be able to facihitate the design of general solutions

s

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness

Confidentiality

Participants will give confidentiahity undertakings in refation to individual cases

Rules of the Game
To factlitate its mandate, the Commuttee will define certain rules of the game which will be
grouped mto two categories lender/company 1ssucs, and intra lender 1ssues These rules will

include the following, although others will no doubt emerge 1n the course of discussions
Lender/Company

Borrowers that can service debts
This group must continue to do so It 1s intended that the structure of this frameworh should

create incentives to belong to this category out of self interest

Borrowers Unable to <Servxce Debt Principles of Debt Service Pause
Start Line  For reasons of equity 1t 1s necessary for this category to have a
common start Iine for the pause This 1s the opening of business today,
Jakarta time
Coverage It embraces all foreign currency claims of financial institutions on

Indonesian privatc sector corporations, except genuine trade credits
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These claims take the form of loans, overdrafts, bonds, commercial
paper and other simular instruments
Restructuring
There could be 3 basic tiers of solution and involvement
Objectives
The purpose 1 to restore to full creditworthiness as many of the borrowers as
possible It 1s possible that some of these will need to be restructured or change the
management
Borrowers \
1 Those able to continue debt service which are obliged to do so
2 Those with the prospect of long-term viability, and
3 Those which are likely to be unviable without the mjection of major new
capital and management
Banks (
1 Those willing to play the most active part and wherg appropriate ready to
provide new money for working capital New money will be provided on a last-1n,
first-out basis--1 € , superpniority over other claims
2 Those supporting restructunng but unwilling to provide new money m which
case they would become jumor lenders ’

3 Banks not wishing to participate in anyway and ready instead to write off their

claims and waive any nights



Mechanism to define value and 1ts distribution

The two Commuttees may need to create such a mechanism when dealing with catcgories 2

and 3 above

Encouragement to Perform

The terms of each group will be structured to cncourage graduation towards best

performance
Group 1 compames in this category could be encouraged by some recogmtion of
their continued performance Even if this did not maximize earmnings in each case, 1t
could improve the aggregate outcome 1f 1t encouraged Group 2 companics to graduate
to it
Group 2 companies may have to offer debt/cquity conversion to give the banks both
the possibility of some upside 1n a recovery, and some shareholder rights Safeguards
to protect shareholdings from subsequent dilution would be necessary The banks will
probably have to wnite down 2 proportion of their claims 1n order to reduce the cash
drain on the borrowers to manageable proportions Margins are likely to be widened
There may bc other reward features for the banks, deferred until the recovery allows
Group 3 companies may have to be closed unless new caputal 1s injected The

treatment of this group 1s likely to be much more vaned case-by-case
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Due Diligence

As far as possible, objective asscssments of the viability of companies will be necessary at

the borrowers’ expense Where information 1s incomplete, there may have to be an element

of self selection by borrowers into the three groups The structure should encourage and

demand pcrformance tests to validate such selection

Timetables
Phase 1 of the pause 1s expected last about 3 months Dunng this ph:Ise the Steering
Commuttee will devise its own modalities, collect 1ts own human and financial
operating resources The Contact Commuttce will be following a parallel course
Phase 2 will last for 9 months Dunng this peniod all negotiations with the major
company groupings m Category 2 will have made substantial progress and possibly
target dates for graduation out of Category 2 will have been set A clear body of
precedent for each of the 3 groups will have becn set
Phase 3 will aim to last for only 12 month It 1s planned and hoped that all
negotiations with individual borrowers will have been concluded or be within sight
The Stcering Commuttee would stand down at the earhiest posstble date

Liaison

Both commiuttees will have the right to convene a meeting with the other

Legal Principles and Legal Fees will be paid by the borrower The junsdiction of the

eventual restructuring contracts will be a major international center of high standing Lenders

commut themselves to pooling legal advice where possible and imposing discipline on fees

\
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Accounting Advice
The lenders may require to hire experts to advisc on the financial strength of borrowers In
this case, the fees will be paid by the borrowers, although 1t would be helpful 1f lenders were
to pool the hire of such advisc to minumize costs

Intra Lender Issues
Semority and Security/Collateral
Dum:g a pause of this kind, semonity and sccurity/collateral will be respected but cannot
effectively be exercised—and may have to be modified during restructuning This matter will
be considered 1n more detail by the Steering Commuittee New money to borrowers 1n this
category will always have “super senionity” (see below)
Voting and Decision MaKking
For the sake of rapid progress dectstons must be dnven by commercial judgement rather than
the legal fine print of loan documents Of course the eventual agreements will nced to be
legally drafted and will be subject to a junisdiction of an acceptable international standard
Decisions will be taken by a 75 percent vote by value, notwithstanding unanimity clauses
Burden Sharing
The framework will seek equitable burden sharing both betwecn different creditors and
between creditors and borrowers
Provisioning

Provisioning requirements and tax treatments vary from country to country It will not,

however, be possible to take account of this in the burden shanng process




Local Currency Loans
The relationship between these loans and foreign currency loans needs further examination
Insolvency Law

The Govermment of Indonesia will be encouraged to introduce legislative reform
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CORPORATL DLBT
STATLMLN1 BY PLN KENT,
ADVISOR TO DR PRAWIRO
2711 JANUARY, 1998
Principles of Debt Service Pausc
Start Line  For reasons of equity 1t 1s necessary (o have a common start line for the pause
This 15 the opening of business today, Jekarta time

Coverage It cmbraces all foreign currency claims of financial mstitutions on Indonesian

private sector corporations, cxcept genuine trade credits These claims take the

form of loans, overdrafts, bonds, commercial paper and other stmular
mstruments )
Seniority and Security/Collateral
During a pause of this kind, senonty and \sccumy/collateral cannot effectively be
exercised—and may have to be modified during restructuring Thts matter will be considered
in more detail by the Stcering Commutice New money will al;vays have “super semority”
(sec below)
Voting and Decision Making
For the sake of rapid progress decisions be driven by commerctal judgement rather than the
legal finc print of loan documcents Of course the cventual agreements will need to be legally

drafted and will be subject to a jurisdiction of an acccptable international standard Dccisions

will be taken by a 75 percent vote by valuc, notwithstanding unanimity clauses

C \DOCS\DN\KCNT STA January 26, 1998 (1 Slpm)
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Burden Sharing

So far it 15 possible the framework will scch cquitable burden sharing both between different
creditors and betwcen creditors and bonnowers

Provisiomng

Provisioning requirements and tax treatiments vary from country to country It wall not,
however, be possiblc to take account of this in the burden sharing process

Openness ard Transparency

Trust between all parties would be enhanced by the maxumum openness

Confidentiality

Participants will give confidentiality undettakings m ielation to mdividual cases

Structure

Mr David Brougham, Director of Standard Chartered Bank has agreed to help put the
structure of the Stcering Commuttee 1n place He has much expenence of corporate
restructuring and of the 1egion The membership has been dchiberately kept fairly small, and
consists of senior representatives of the major national groups of banks as measured by
cxposure

The Steering Comumittee will have a counterpart from the borrowing sidc in the Contact
Comnuttee, although dclaxlc‘d negotiations with cach borrower will have to be bilatcral The

Stcering Commuttee will devisc a structure which facilitatcs these negotiations It will not be

able to handle the whole burden 1tself
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Objectives

The purpose is to restore to full creditworthiness as many of the borrowers as possible Itis
possible that some of these will need to be restiuctured or change the management

Restructuring

There will be 3 bastc tiers of solution and invelvement

Boriowers

1 Healthy and with the prospect of a rapid recovery to full creditworthiness

2 Those with the prospect of long-tcrm viability, and

3 Those which are likely to be unviable without the injection of major new capital and
management

Banks

1 Those willing to play the most active part and where appropnate ready to provide new

moncy for working capital New money will be provided on a last-in, first-out basis--1 ¢,

superpriority over othel clanns

2 Thosc supporting restructuring but unwilling to provide new money in which case
they would become jumior lenders

3 Banks not wishing to participate in anyway and ready 1nstead to write off their claims
and waive any nghts

Encouragement to Peiform

The terms of each group will be structured to encourage graduation towards best

performance



Group 1 companies may have to offer some defenied foes, warrants, success rewards 1n
cxchange for new money from the banks In return, the banks may have to use restraint in
increasing margins to reflcct risk

Gioup 2 companics may have to offet debt/cquily conveision (o give the banks both the
possibility of some upside 1n a recovery, and some sharcholder rights Safeguards to protect
sharcholdings fiom subscquent dilution would be necessary The banks will probably have to
write down a proportion of their clauns i orde: to reducce the cash drain on the borrowers to
manageable proportions Margins arc hikely to be widcned There may be other reward
features for the banks, deferred until the recovery allows

Group 3 companies may have to be closed unless new capital 1s injected The treatment of
this group 1s likely to be much more varied case-by-case

Due Diligence

As far as possible, objective assessments of the viabihity of companies will be necessary at
the borrowers expense Where infoimation is mcomplete, there may have to be an clement of
self sclection by borrowers wto the three gioups The stiucture should encourage and demand

performance tests to vahidate such sclecion

Tiumetables
Phasc 1 1s eapected last about 3 months The best performers may graduate out of the
framework very quichly During thus phase the Steering Commuttee will devise its own

modalities, collect 1ts own human and financial opcrating resources The Contact Commuttee

will be following a parallel course
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Liaison

Both commuittees will have the right to convenc a meeting with the other
Phase 2 will last for 9 months During this period all negotiations with the major company
groupings will have madc suostantial progicss Target dates for giaduation out of the

framework by Group 1 companics will have been set A clear body of precedent for each of
the 3 groups will have been set

Phase 3 will aim to last for only 12 month Itis planncd and hoped that all negotiations with
individual borrowers will have becn concluded or be within sight The Steering Commuttee
would stand down at the earlicst possible date

Accountability

The Chatrman of the Steering Commuttee and the Chainman of the Contact Commiuttee will
be accountable to their own respective constituencics, and will inform Dr Prawiro of
progress from time to time In particular, they will jointly inform lum when they believe their

tash has been completed

Legal Fees will be paid by the borrower Lenders commuit themselves to pooling legal advice
where possible and imposing discipline on fces

Insolvency Law

The Government of Indoncsia will be cncouraged to introduce legisiative reform

L O



Program for the Rehabilitation of the Indonesian Banking Sector
January 27, 1998

In order to restore the cc ~fidence of deposttors and creditors--domestic and foreign--in the
Indoncsian banking system, and to re-establish the soundness of the system, we are
undertaking a comprehensive program to rehabihitate the system  This program compnses
two main elements First, the provision of a full guarantee by the Government of Indonesia
to all depositors and creditors of locally incorporated commercial banks And second, the
creation of the Indonesian Bank Restructuning Agency —IBRA—which will be responsible
for rehabilitating those banks that are at present not sound and do not have good prospects of

restoring themselves to soundness The relevant legisiative and regulatory changes will be

put in place shortly

Guarantee

Effcctive immediately, the Government of Indonesia 1s guaranteeing that the claims of
depositors and creditors of all focally incorporated banks will be met Both ruprah and
foreign currency clauns are covered, in the case of foreign currency claims, payment of the
guarantee will be in rupiah at the market exchange rate The principal exceptions to coverage
of this guarantee are shareholdings and subordinated debt The guarantee applies equally to
pnivate, state-owned and regionally-owned banks Thus Indonestan banks are going to be

able to meet their commitments We anticipate that most depositors and creditors will wish to
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keep their funds in the Indonesian banks by rolling over matunng claims, they can rest fully

assured that they will receive payment 1f they do choose to withdraw thosc funds

In exchange for this guaranice, all locally-incotporated banks will be subject to the enhanced

supervisory oversight that 1s necessary 1n present circuinstances Banks will also be required

to pay a fee bascd on the value of theu liabilities in order to help defray the possible costs of

that guarantee

The guarantee will remain 1n place for at least two years, and will not be tcrminated before
the soundness of the banking system has been restored We will give at least twelve months’
notice of the ending of the guarantee At that point, the guarantee could be replaced by a
deposit insurance system, the modahties of which will be studied by Bank Indonesia with the

assistance of the Asian Development Bank

Prudential requirements

Bank Indonesia, 1n consultation with the IMF and World Bank 1s developing a
comprehensive set of prudential requitements for a banking system operating with the
guarantee In this connection, Bank Indonesia will be issuing addrtional prudential
requirements 1n order to prevent uregular practices  During the period of the guarantee, there
will be Limits imposed on rates to ensure that banks do not offer terms substantially in excess

of market terms  There will also be limits on the rates of growth of credit These himts,

4 N1 77 0R_NHA-1Z ANt
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together with prudential nonms on uncovered positions of banks’ customers will be

announced by Bank Indonesta in the next few days

Indonesian Banh Restructuimg Agency (IBRA)

As the second major element n the rehabilitation program, the government has established
IBRA, the Indonesian Bank Restructuring Agency This is an autonomous agency, operating
under the auspices of the Ministry of Finance It will be headed by Mr Bambang Subianto
The board will consist of both mnside and outside members, IBRA will be reviewed by an
independent review board which will pubhish its periodic assessments The agency will have
a hmited lifespan, and will be wound up once the bank rehabilitation programn 1s complete
The objective 1s to restore the banking system to soundness at lcast cost to the government
within the constraints under which we are operating thus eisting shareholders will be taking
(

on a sharc of the burden We are also eliminating all restrictions on foreign ownership of

Indonesian banks, so that foreign capital can help provide the resources for 2 fully capitalized

banking system

In order to make IBRA fully operational at once, initial staff are being transfcrred on
secondment from Bank Indonesia, the Mumstry of Finance, and other government agencics

and private institutions, and the agency will be supported by foreign expert advisors

: 81 77 MR-fHC-17 3N
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IBRA will have two main functions first, it will supervise the banks in nced of restructuring,
and it will manage the restructuring process, and second, 1t will be the management agency
for assets that 1t acquires 1n the course of the bank restructuring In this connection, IBRA
will also take over the ciauns relating to the cmergency and other hquidity and solvency
support that Bank Indonesia has provided to the banks 1n the past, this transfer will serve to

crease the transparcncy of sucli operations and to improve Bank Indonesia’s balance sheet

Bank Indonesia 1s assessing the condition of the banks Those that fail to meet certain
standards are to be reviewed by IBRA Wherc relevant, shareholders of those banks are to be
given the opportunity to recapitalize their banks In the event that recapitalization does not

take place and a bank fails an IBRA-commissioned review, IBRA will assume full

f

supervisory authority over 1t

IBRA will consider how to restore such banks to full soundness, whether through
rccapitalization or through merger or takeover, at Jeast cost to the pubhc, 1n any case where
public moncy 1s involved, existing sharcholders will have their equity wrtten down or
ehminated IBRA will take over responsibility for implementing the government’s plans for
merging state banks to improve their financial condition and/or operational efficiency This
will include the merger of four state banks, by end-June 1998, and the introduction of new
management by the end of February 1998 IBRA will, where appropnate, also assume control
of problem assets in cases 1n which 1t concludes that such action would enable higher

realizations from the sale of the bank or of the asset IBRA will develop 2 specialized asset

" Q1 77 NR_MHP-IT
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management capability to maximize its recoverics After restructuning them, IBRA will aim
to sell the banks and portfolios 1t has acquired This process will thus include the

pnivatization of the state banks over which 1t exercises control, as well as those for which 1t

assumes control as part of the restructuring process

The govemnment will shortly tssuc bonds tn order to provide the initral funding for IBRA
Further 1ssuances can be expected as IBRA s operations develop Over ume, as recoveries

increase, IBRA will be able to become more self-financing

Bankruptcy Procedures

The government intends to give lugh prionty to the early establishment of more effective

bankruptcy procedures within the framework of modem bankruptcy law

Other measures

The government 1s commutted to revising the legal framework for banking operations, after a
thorough review of the central bank and banking laws and banking regulations, areas of focus
will include contract enforcement, banking disclosure, taking and realizing collateral, and
regulations on financial instruments  There will be improvements in the data that banks will

be required to publish Prudential regulations will be reviewed, various sanctions will be

1=
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enforced, including withdrawals of bank licenses and the imposition of appropnate penalties

on managemcnt and directors for negligence, wilful misconduct or acting contract to the law

Conclusion

This comprehensive program rcflects our determination to restore the soundness of
Indonesia’s banking system We are protecting fully the banks’ customers while dealing
forcefully with thc banks themselves Once this process has been implemented, Indonesia

will have a banking system that will be able to meet fully the challenges of restoring rapid

growth to the Indonesian cconomy
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Office Memorandum v

To: Pen Kent January 26, 1998

e
7

From:  Stanley Fischer g}

Subject: Your statement to the banks

[ apologize for having had to wake you a few mintues ago, but we need to keep the Board on
board.

1. Attached is a suggested opening paragraph that would help ease the anxieties of the U.S.
ED. The intent is to make it clear that (a) this is a voluntary process; (b) the Kent principles
are not legally binding but rather a basis for discussion as to how to proceed; and (c) that the
final decisions on the principles to be followed will be made by creditors and debtors.

2. She also raised the question of what would happen if some creditors refused to join the
process, i.e. the free-rider problem. Can this be addressed in your statement? Should it be

addressed?

Good luck: we’re rooting for you.

ASIA/PACIF1IC=

cc: The Managing Director
I Mr. Boorman
a7 JAN 83 14 Mr, Neiss



Let me emphasize before we begin that I am here as a consultant to Mr Prawiro, given the
task of helping put in place a framework for dealing with the Indonesian corporate debt
problem, based on a purely voluntary, private sector approach What I will be suggesting 1s a
set of principles to ensure an effective process The general principles would of course have
to be agreed on between the Steering Commuttee and the Contact Commuttee And the
practical application of these or related principles in each case would have to be agreed on by
creditors and debtors as they meet to find a solution for each company’s debt problem
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Camdessus Welcomes Indonesia’s Measures

Michel Camdessus, the Managing Director of the International
Monetary Fund, welcomed the announcement today by the Indonesian
government of a comprehensive program for the rehabilitation of the
Indonesian banking sector, and a process to put in place a framework
for creditors and debtors to deal, on a voluntary and case-by-case basis,
with the external debt problems of Indonesian corporations.

Camdessus said: “These programs continue and extend the
implementation of the reinforced set of economic reforms that were
announced by President Suharto on January 15. A wide range of
measures to eliminate structural distortions and restrictions has already
been put in place before their committed date of February 1. In
particular, all special privileges granted to the National Car Program have
been eliminated; special funding for IPTN, the aircraft manufacturer has
been rescinded; restrictive marketing arrangements have been abolished;
domestic trade in agricultural products liberalized; and the BULOG
monopoly restricted solely to rice. Also, a revised budget was submitted
to Parliament.

“To prevent the further erosion of confidence in the banking
system, which has been under severe pressure in light of the
extraordinary depreciation of the rupiah, the government has decided
that from today it will guarantee the obligations of depositors and
creditors. At the same time, the government is moving decisively to
resolve the underlying financial difficulties of the banking system by

EXTERNAL RELATIONS DEPARTMENT
700 19th Street NW, Washington, DC 20431 « Telephone 202-623-7100 « Facsimile 202-623-6772
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establishing the Indonesian Bank Restructuring Agency (IBRA) that will
be given broad powers to restructure all financially weak banks.

“As the exchange rate has depreciated excessively, many
corporations have found it increasingly difficult to service their external
debt. To restore orderly debtor-creditor relations, a private initiative is
underway to put in place a framework for negotiations between
individual creditors and debtors to work out viable debt restructuring
arrangements on a voluntary and case-by-case basis. Agreements under
this framework would not involve funds from the public sector. In
addition, action to strengthen bankruptcy procedures would support
effective solutions.

“It is my conviction that the new measures will be implemented
effectively and will contribute to a resolution of Indonesia’s present
crisis,” Camdessus said.
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Draft Statement on Corporate Debt

by Radius Prawiro

Over the past few months, the sharp decline of the rupiah exchange rate has made it
increasingly difficult for Indonesian corporations to service their external debts. As this
occurred, it has become increasingly important that a stratcgy be developed for restoring
ordetly elations between these cotpotativns aud then creditors. The President has aceepled
my recommendation for an mformal, voluntary framework to manage the external debts of

N = Indonesian corporations. As [ said in my earlier statement on 28th December, there 1s no

question of public secior finance, subsidies, or guarantees,

e
/L‘Q E{f N ¢ ke To develop this framework. a steering commgt/tee of lenders is needed. Mr. David
1t L
/@[ u \ @ | Brougham. a Director of Standard Chartered Bank has agreed to help put the structure in
b}”)w %d}yw . : ! . o ariEoncnl : . :
Q » ‘% j” place. The steering committee consists of senior international bankers from the main creditor

Aj\ﬁ‘:oumrics [A list of its members 1s attached.] There will also be a Contact Committee of

%&2 & /%)rrowcrb.

The international community including the Governments of the Group of Seven, the

A IMF and the World Bank are supporting this initiative,

-

T'his framework 1s being set up and managed by the private sector, and will be based
on voluntary agreements between borrowers and lenders. Tt is important for both sides of the
relationship that these agreements lead to the restoration of debt service in a sustainable way.
The framework has two principle aims. The first is to maximize the recovery of value by the
lenders. The second is to restore the capital and mterest payment strcams of viable
corporations to sustainable levels, thereby enabling them to survive, In this way, the

framework should create a “win-win” situation for debtors and creditors alike. while

C:ADOCSUDNVCORPDEBT.STA January 26, 1998 (1:17pm)
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minimizing the risk for both. Without action of this kind, market conditions could continue o

deteriorate to the lasting detriment of both sides.

The tramework does not guarantee the viability of every Indonesian corporation.

Those with no prospect of viability may have to close.

The framework will in¢lude the following:

=
Lstas ¢ an e ¢ i /A Vzu o)

a. A~ Corporations able to continue to service their debts must continue to do so.

Pt
Y] A el . v ' > H
Wi gL o9 M. b | Atemporary pause in foreign currency debt service both of interest and capital
> wﬁ.v ;
Qe u i iy ) sttt 1o aliow e § between lenders and b
Y TN el . fortheresttoa 3ow time for new\mangemems etween lenders and borrowers
0 ef VEARETS ‘ W 2PN 2V IVERE VP
[0 Oy A N ¢ | TN ) . ) ) )
ATk " ol to be worked outk["hls pause starts immediately, this mormng. It introduces
{ Ve K 4 4
N . \ AW 2 B g . ' .
2 (r/l,@‘ < oW | order to a disorderly situation which exists at present.
. % \ . Sl - ,
« A O,g»"‘ v / Amabwy ANl o 'Q,mv 3 £ 20
IS
M/L e. A structure intended to encourage the borrowers to restore full debt service at

the earliest possible date.

The details of the framework will be worked out by the Steering Committee in

consultation with the other creditors, the Contact Committee, and the borrowers,

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors.

The pause in debt service will only affect financial loans (bank loans, bonds,
commercial paper and similar instruments). Genuine trade debts will be excluded from this
framework, and where possible will continue to be serviced. It is also desirable that banks

restore trade lines to allow the economy to continue to operate as near to normal as possible.

P. 02
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The guarantees announced today to domestic banks to enable them to honor external

liabilities will assist this process.

The architecture and implementation is for private sector parties to carry out. It is m
this sense that the arrangement is both informal and voluntary. For reasons of equity and
effectiveness it does however have to start in a concerted and orderly way. That is why I am
asking you to understand that the standstill must start immediately before you have had the

opportunity to debate the issues.

Mr. Kent, who was until recently an Executive Director of the Bank ot England, has

been advising me on this issue. He will give you more details.
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Draft Statcment on Corporate Debt

by Radius Prawiro

Over the past few months, the sharp decline of the rupiah exchange rate has made 1t
increasingly difficult for Indonesian corporations to service their external debts As this
occurred, 1t has become increasingly umportant that a strategy be developed for restoning
orderly relations between these corporations and their creditors The President has accepted
my recommendation for an mformal, voluntary framework to manage the external debts of
Indonesian corporations As I said 1n my earher statement on 28th December, there 1s no
question of public sector finance, subsidies, or guarantees

mg@\w{‘f{@/(;'@\ wg ofoc

To develop tlus framework, a steering commuttee of lenders 1s needed Mr David

Brougham, a Dircctor of Standard Chartered Bank has agreed to help put the structure 1n

place The steering commuttee conststs of senior intemational bankers from ! the main creditor

countries [A [ist of 1ts members 1s attached ] There will also be a Contact Commlttec of

o, s

borrowers
-

The mternational community mncluding the Governments of the Group of Seven, the
IMF and the World Bank are supporting this 1nitiative

Vinhntugl & ol Mo gou

This framework 1s being set up and managed by the private sector, and will be based
on voluntary agreements between borroweis and lenders It 1s important for both sides of the
relationship that these agrecments lead to the restoration of debt service 1n a sustainable way
The framework has two principle aims The first 1s to maaimize the recovery of value by the
lenders The second 1s to restore the capital and interest payment streams of viable
corporations to sustarnable levels, thereby enabling them to survive In this way, the

framework should create a “win-win” situation for debtors and creditors alike, while

C\DOCS\IDN\CORPDEBT STA January 26, 1998 (I 17pm)
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mimimizing the nisk for both Without action of this kind, market conditions could continue to

deteriorate to the lasting detrument of both sides

The framework docs not guaiantce the viability of every Indoncsian corporation

Those with no prospect of viability may have to closc

0 The framework will include the following
a Corporations able to continue to service their debts must continue to do so
@ b A temporary pause in foreign currency debt service both of interest and capital
fom e

for the rest to allow tune for new arrangements between lenders and borrowers
to be worked out This pause starts immediately, this moming It introduces

order to a disorderly situation which exists at present

c A structure intended to encourage the borrowers to restore full debt service at

the earliest possible date

The details of the framework will be worked out by the Steering Commuttee 1n

consultation with the other creditors, the Contact Commuttee, and the borrowers

The design of the plan will reflect the circumstances of each debtor and bc on terms

acceptable to creditors and debtors

The pause 1n debt service will only affect financial loans.(bank loans, bonds,
e
commercial paper and similar instruments) Genuine trade debts will be excluded from this
_(M
framework, and where possible will continue to be scrviced It 1s also desirable that banks

restore trade lines to allow the economy to continue to operate as near to normial as possible
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The guarantces announced today to domestic banks to enable them to honor external

habilities will assist this process

The architecture and implementation 1s for private sector partics to carry out Itisin
this sense that the arrangement 1s both informal and voluntary For reasons of equity and
effectiveness 1t does however have to start i a concerted and orderly way That 1s why [ am
asking you to understand that the standsull must start immediately before you have had the

opportunity to debate the 1ssues

Mr Kent, who was until recently an Exccutive Director of the Bank of England, has

been advising me on this issue He will give you more details
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¥ Office Memorandum
Yerama s
To.  Mr Neiss January 26, 1998

From  Charles Enoch(.Z&
Subject: Indonesia--Your Questions
You raised a number of questions in your fax of yesterday to Mr. Aghevli

1 You asked about the meaning of the references in the documentation to “BI enhanced
supervisory functions” and “supervisory scrutiny”. Regarding the first, with the introduction
of the guarantee the risk reward tradeoff for banks and their customers changes, and the
supervisors need to take a more direct role in managing certain aspects of banks’ behavior.
Thus BI will need to ensure that banks do not, for instance, offer deposit rates that are far out
of line with prevailing market norms: this is to be achieved through establishing indices of
average rates from a sample of banks (probably the largest seven), publishing these indices,
and requiring for the guarantee to be effective that all banks stick within a given range of these
rates. Similarly, in order to prevent switching from non-guaranteed liabilities to guaranteed
fiabilities, which may be a risk especially as regards trade credit, BI will establish prudential
ceilings on credit growth rates over the coming months, probably designed to keep rates

roughly constant in real terms.

As regards “supervisory scrutiny” BI has agreed to mcrease the resources it devotes to
investigating fraud

2. Tt is expected that BI will have criteria based on hquidity, solvency. and fit-and-properness
of management. These may vary over time, depending on the general economic situation and
the capacity of IBRA to accept large numbers of weak banks In present conditions liquidity
indicators are likely to be dominant, since they are available in real time. The mission was
informed last week that 44 banks would miss a criterion of having BI support of at least 200%
of capital, and around three quarters of these have liquidity support of at least 400% of
capital. These are the sorts of numbers of banks that BI has in mind to send to IBRA for
review. The “specified operational guidance” refers essentially to requiring that the

banks comply with those undertaking the review. Until the reviews are completed it is at
present envisaged that the banks remain under Bl supervision, with BI having increased
powers to guide their operations The mission was in fact told last week that it feels that the
first set of banks to be reviewed by IBRA will pass through this stage very quickly, as their
condition is obviously dire,

3 We have deleted the date for the completion of the reviews, in part since the first of the
reviews can be completed much more quickly than earlier stated. IBRA will take the final
decision on whether to restructure, based on its analysis of the reviews and of the results of

P. 01
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shareholders’ "efforts to recapitalize themselves We have been working particularly closely
with the World Bank in this area, and they intend to provide consultants very shortly to help
IBRA formulate a restructuring strategy At the moment Mr. Stefan Ingves, Deputy
Governor of the Bank of Sweden, and former head of the Swedish restructuring agency, is
here under MAE auspices, and is working closely with the chairman-designate of IBRA.

4. The guarantee applies to all banks now open, 1.e. not the 16 that were closed in October. It
was earlier considered whether to have a further round of closing before the guarantee was
introduced, but it was generally agreed that in the present environment such a strategy would
be risky and not worth the possible cost savings.

5. We have sought to avoid the word “liquidation” because it has very negative connotations
at the moment, following the closings of October, and we do not wish to give the impression
that there are to be successive waves of bank closings. In practice it is understood that
restructuring will in difficult cases involve the extraction of the great bulk of the balance sheet
of a bank into the asset management company and other purchasers, so that the bank no
longer exists in its present form. Infusions of public money will be accompanied by write-
downs and elimination of existing equity, and generally a change of management.

6. The seven day limitation seems to have been misinterpreted, and we have modified the
wording in the revisions to the documentation The intention is that the maturity of LOLR
lending is to be no more than seven days, as in a conventional lombnrd facility. This enables
one to define a “penalty” interest rate. Rollovers and repeated use of the facility are of course
quite likely in the present environment However, protracted use of the facility--the definition
of which is deliberately left to BI--will prompt a review by IBRA,

c¢¢c: Mr. Guitian
Mr. Knight
Mr. Aghevli
Mr. Felman
Mr. Frecaut
Mr. Roulier (World Bank)

TATHT B 8
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>~ CLOSED DOCUMENT
IN ACCORDANCE WITH THE POLICY ON ACCESS TO THE
IMF ARCHIVES
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CORPORATE DEBT
STATEMENT BY PEN KENT,
ADVISOR TO DR. PRAWIRO

277TH JANUARY, 1998

Principles of Debt Service Pause

Start Line:  For reasons of equity it is necessary 1o have a common start line for the pause.
This is the opening of business today, Jakarta time.

Coverage: It embraces all foreign currency claims of financial institutions on Indonesian
private sector corporations, except genuine trade credits. These claims take the
form of loans, overdrafts, bonds, commercial paper and other similar
instruments.

Seniority and Security/Collateral

Durine a pause of this kind, seniority and security/collateral cannot effectively be

exero1sed —and may have to be modified during restructuring. This matter will be considered

in more detail by the Steering Commitree. New money will always have “super seniority”

(see below).

Voting and Decision Making

For the sake of rapid progress decisions be driven by commercial judgement rather than the

legal fine print of loan documents. Of course the eventual agreements will need to be legally

drafted and will be subject to a jurisdiction of an acceptable international standard. Decisions

will be 1aken by a 75 percent vote by value, notwithstanding unanimity clauses.

CADOCS\IDN\KENT.STA January 26, 1998 (3:374n1)
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Burden Sharing

So far it is possible the framework will seek equitable burden sharing both between different
creditors and between creditors and borrowers.

Provisioning

Provisioning requirements and tax treatments vary from country to country. It will not,
however, be possible to take account of this in the burden sharing process.

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness.

Confidentiality

Participants will give confidentiality undertakings in relation to individual cases.

Structure

Mr. David Brougham, Director of Standard Chartered Bank has agreed to help put the
structure of the Steering Committee in place. He has much experience of corporate
restructuring and of the region. The membership has been deliberately kept fairly small, and
consists of senior representatives of the major national groups of banks as measured by
exposure.

The Steering Committee will have a counterpart from the borrowing side in the Contact
Committee, although detailed negotiations with each borrower will have to be bilateral. The
Steering Committee will devise a structure which facilitates these negotiations. It will not be

able to handle the whole burden itself.
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Objectives

The purpose is to restore to full creditworthiness as many of the borrowers as possible. It is
possible that some of these will need to be restructured or change the management.
Restructuring

There will be 3 basic tiers of solution and involvement:

Borrowers

1 Healthy and with the prospect of a rapid recovery to full creditworthiness.

2. Those with the prospect of long-term viability; and

3. Thosc which are likely to be unviable without the injection of major new capital and
management.

Banpks

i 8 Those willing to play the most active part and where appropriate ready to provide new

money for working capital. New money will be provided on a last-in, first-out basis--i.e.,
superpriority over other claims.

2. Those supporting restructuring but unwilling to provide new money in which case
they would become junior lenders.

3 Banks not wishing to participate in anyway and ready instead to write off their claims
and waive any rights.

Encouragement to Perform

The terms of each group will be structured to encourage graduation towards best

performance.



Group 1 companies may have to offer some deferred fees, warrants, success rewards in
exchange for new money from the banks. In return, the banks may have to use restraint in
incrcasing margins to reflect risk.

Group 2 companies may have to offer debt/equity conversion to give the banks both the
possibility of some upside i a recovery, and some shareholder rights. Safeguards to protect
shareholdings from subsequent dilution would be necessary. The banks will probably have to
write down a proportion of their claims in order to reduce the cash drain on the borrowers to
manageable proportions. Margins are likely 10 be widened. There may be other reward
features for the banks, deferred until the recovery allows.

Group 3 companies may have to be closed unless new capital is injected. The treatment of
this group is likely to be much more varied case-by-case.

Due Diligence

As far as possible, objective assessments of the viability of companies will be necessary at
the borrowers expense. Where information is incomplete, there may have to be an element of
self selection by borrowers into the three groups. The structure should encourage and demand
performance tests to validate such selection.

Timetables

Phase 1 is expected last about 3 months. The best performers may graduate out of the
framework very quickly. During this phase the Steering Committee will devise its own
modalities, collect its own human and financial operating resources. The Contact Committee

will be following a parallel course.



Liaison

Both committees will have the right to convene a meeting with the other.

Phase 2 will last for 9 months. During this period all negotiations with the major company
groupings will have made substantial progress. Target dates for graduation out of the
framework by Group 1 companies will have been set. A clear body of precedent for each of
the 3 groups will have been set.

Phase 3 will aim to last for only 12 month. It is planned and hoped that all negotiations with
individual borrowers will have been concluded or be within sight. The Steering Committee
would stand down at the earliest possible date.

Accountability

The Chairman of the Steering Committee and the Chairman of the Contact Committee will
be accountable to their own respective constituencies; and will inform Dr. Prawiro of
progress from time to time. In particular, they will jointly inform him when they believe their
task has been completed.

Legal Fees will be pajd by the borrower. Lenders commit themselves to pooling legal advice
where possible and imposing discipline on fees.

Insolvency Law

The Government of Indonesia will be encouraged to introduce legislative reform.

ERE I 3
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Draft Statement on Corporate Debt \ #

by Radius Prawiro

Over the past few months, the sharp decline of the rupiah exchange rate has made it
increasingly difficult for Indonesian corporations to service their external debts. As this
occurred, it has become increasingly important that a strategy be developed for restoring
orderly relations between these corporations and their ereditors. The President has accepted
my recommendation for an informal, voluntary framework to manage the external debts of
Indonesian corporations. As I said in my earlier sta:ament on 28th December, there is no

question of public sector finance, subsidies, or guarantees.

To develop this framework, a steering committee of lenders is needed. Mr. David
Brougham, a Director of Standard Chartered Bank has agreed to help put the structure in
place. The steering committee consists of senior international bankers from the main creditor

countries [A list of its members is attached.] There will also be a Contact Committee of

borrowers,

The international community including the Governments of the Group of Seven, the

IMF and the World Bank are supporting this initiative.

This framework 18 being set up and managed by the private sector, and will be based
on voluntary agreements between borrowers and lenders. It is important for both sides of the
relationship that these agreements lead to the restoration of debt serviee in a sustainable way.
The framework has two principle aims. The first is to maximize the recovery of value by the
lenders. The second is to restore the capital and interest payment streams of viable
corporations to sustainable levels, thereby enabling them to survive. In this way, the

framework should create a “win-win” situation for debtors and creditors alike, while

C JCSNIDNACORPDEBT.STA January 26, 1998 (3:06am)
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minimizing the risk for both. Without action of this kind, market conditions could continue to

deteriorate to the lasting detriment of both sides.

The framework does not guarantee the viability of every Indonesian corporation.

Those with no prospect of viability may have to close.
The framework will in¢lude the following:

ﬁ@. A temporary pause in foreign currency debt service both of interest and capital
to allow time for new arrangements between lenders and borrowers to be

worked out. This pause starts immediately, this morning. It introduces order to

a disorderly situation which exists at present.

G/ A structure intended to encourage the borrowers to restore full debt service at

the earliest possible date.

| C. A structure to encourage the lenders "tgoffer some restructuring to those
unable to service their dc,b%s/b{lt on less favorable terms to-the Bon'ower than
under the original eontracts. There will have to be burden sharing by both
lenders and,borfowers.

= e
A

(01 ) Corporations able to continue to service their debts must continue to do so.

The details of the framework will be worked out by the Steering Commitiee in

consultation with the other creditors, the Contact Committee, and the borrowers.

The design of the plan will reflect the circumstances of each debtor and be on terms

acceptable to creditors and debtors.
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The pause in debt service will only affeet financial loans (bank loans, bonds,
commercial paper and similar instruments). Genuine trade debts will be excluded from this

framework, and where possible will continue to be serviced. It is also desirable that banks

restore trade lines to allow the economy to continue to operate as near to normal as possible.

The guarantees announced today to domestic banks to enable them to honor external

liabilities will assist this process.

The archicecture and implementation is for private sector parties to carry out, It is in
this sense that the arrangement is both informal and voluntary. For reasons of equity and
effectiveness it does however have to start in a concerted and orderly way. That is why I am
asking you to understand that the standstill must start immediately before you have had the

opportunity to debate the issues.

M. Kent, who was until recently an Executive Director of the Bank of England, has

been advising me on this issue. He will give you more details.

ey
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2 Office Memorandum

€rapy $

To Mr Fischer

From  Hubert Nelsfﬁt\)

Subject Indonesia—Bank Restructurmg and Corporate Debt Restructuring Packages

January 26, 1998

With regard to the 1ssues raised during the informal Executive Board Meeting, the following
actions have been taken

1 The drafting changes to the bank restructuring package (on the importance of
amending the bankruptcy law and the reference to the AsDB 1n the deposit
isurance scheme—attached) have been sent to the mission Mr Aghevli reported
that the reference to the AsDB had been already mcorporated in thedraft The other
change might be difficult at this stage because the document has been returned to
the Indonestans and translated into Indonesian

2 On data 1ssues
. Foreign currency depostts as of end-December 1997 amounted to

$23 8 billion of which $20 2 were for residents and $3 6 for nonresidents
The distribution of these among banks 1s as follows

State Banks $8 6 billion
National private banks $10 bullion
Foreign and jomnt venture banks $5 3 billion

The reduction in foreign bank deposits between June and December was
concentrated 1n national private banks Deposits 1n state banks and foreign
banks mereased slightly (table attached) However, Peter Dattels memo of
January 26 mdicates that state banks are now having difficulty retammng
these deposits but no firm data are available

° The estimates of the mnitial cost of the restructuring agency is 12 percent
of GDP (largely to refund BI hquidity injections) The full cost of the
cleanup 1s also estimated at 12 percent of GDP The munster has not
agreed to these numbers




® Deposits and liabilities of banking system are as follows
Total rupiah deposits (Nov ) Rp 227 7trnllion 37 % of GDP
Foreign currency deposits (Dec ) $23 8 billion
Other domestic liabilities Rp 43 2tnlhion 7 % of GDP
Foreign liabilities $14 6 billion
Attachments -

cc The Managing Director
The Deputy Managing Directors
PDR
Mr Russo
Mr Cross

Contributors
Ms Kelly \
Mr Goldsbrough
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Program for the Rehabilitation of the Indonesian Banking Sector

In order to restore the confidence of depositors and creditors--domestic and foreign--in the
Indonestan banking system, and to re-establish the soundness of the system, we are
undertaking a comprehenstve program to rehabilitate the system This program comprnses
two main elements  First, the provision of a full guarantee by the Government of Indonesia to
all depositors and creditors of locally incorporated commercial banks And second, the
creation of the Indonesian Bank Restructuring Agency --IBRA--which will be responsible for
rehabilitating those banhs that are at present not sound and do not have good prospects of

restonng themselves to soundness The relevant legislative and regulatory changes will be put

i place shortly

Guarantee

Effective immediately, the Government of Indonesta is guaranteeing that the claims of
depositors and creditors of all locally incorporated banks will be met Both rupiah and foreign
currency claims are covered, in the case of foreign currency claims, payment of the guarantee
will be in rupiah at the market exchange rate The only exceptions to COverage of thus
guarantee are shareholdings and subcirdmated debt The guarantee applies equally to private
and state-owned banks Thus Indonesian banks are going to be able to meet their

\
commitments We anticipate that most deposttors and creditors will wish to keep their funds

{
%

¢
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in the Indonesian banks by rolling over matuning claims, they can rest fully assured that they

will recetve payment if they do choose to withdraw those funds

In exchange for this guarantee, all locally-incorporated banks will be subject to the eru snced
supervisory oversight that 1s necessary n present cirrcumstances Banks will also be required

10 pay a fee based on the value of their Liabihities in order to help defray the posstble costs of

that guarantee

The guarantee will rematn in place for at least two years, and will not be termunated before the

soundness of the banking system has been restored /We will give at least twelve months’

notice of the ending of the guarantee At that pownt, the guarantee;;ﬁlée replaced by a X
deposit insurance system, Lhe Qoss Jble modakilies of whith w e WOME&J 4
po il assitlonee  Cipen Lbe Ky

Prudential requirements

Bank Indonesia, in consultation with the IMF and World Bank s developing a comprehensive
set of prudential requirements of a banking system operating with the guarantee In thus
connection, Bank Indonesia will be 1ssuing additional prudential requirements 1n order to

prevent uregular practices During the period of the guarantee, there will be hmuts imposed
on rates to ensure that banks do not offer terms substantially in excess of market terms There

will also be limuts on the rates of growth of credst These limts, together with prudential

'



norms on banks’ customers’ uncovered positions, will be announced by Bank Indonesta in the

next few days

Indonesian Bank Restructuring Agency (IBRA)
!

As the second major element tn the rehabilitation program, the government has established
IBRA, the Indonesian Bank Restructuring Agency This 15 an autonomous agency, operating
under the auspices of the Ministry of Finance It will be headed by { 1 [ and will include
on its board [seven] members, of whom [sx] are designated by the Minustry of Finance, while
the other--the chief executive--will be selected by the rest of the board The board will consist
of both nside and outside members, [BRA wall be reviewed by an independent review board
which will publish its pertodic assessments The agency will have a imited lifespan, and will
be wound up once the bank rehabilitation program 18 complete The objective is 10 restore the
banking system to soundness at least cost 10 the government within the constraints under
which we are operating thus existing shareholders will be taking on a share of the burden We
are also elymnating all restrictions on foreign ownership of Indonesian banks, so that foreign

capital can help provide the resources for a fully capitaized banking system

In order to make IBRA fully operational at once, initial staff are being transferred on
secondment from Bank Indonesia, the Minustry of Finance, and other public and private

mstitutions, and the agency will be supported by foreign expert advisors
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IBRA will have two main functions first, 1t will supervise the banks 1n need of restructurning,
and it wall manage the restructunng process, and second, 1t will be the management agency for
assets that it acquires 1n the course of the bank restructuring In this connection, IBRA will
also take over the claims relating to the emergency and other iquidity and solvency support
that Bank Indonesia has provided to the banks in the past, this transfer will serve to increase
the transparency of such operations and to restore Bank Indonesia’s balance sheet

\
Bank Indonesia is assessing the condition of the banks Those that fail to meet certain
standards are to be reviewed by IBRA  Where relevant, shareholders of those banks are to be
given the opportunity to recapitalize their banks In the event that recapitalization does not

take place and a bank fails an IBRA-commusstoned review, IBRA will assume full supervisory

authority over 1t

IBRA will consider how to restore such banks to full soundness, whether through
recapitalization or through merger or takeover, ‘at least cost to the publtc, in any case where
public money 1s involved, existing shareholders will have their equity written down of
eliminated IBRA will take over responsibility t\‘ar implementing the government’s plans for
merging state banks to improve therr financral condition and/or operational effictency This
will include the merger of four state banks, by end-June 1998, and the introduction of new
management by the end of February 1998 IBRA will, where appropriate, also purchase

problem assets in cases In which 1t concludes that such purchases would enable hugher

realizations from the sale of the bank or of the asset IBRA will develop 2 specialized asset
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management capability to maximize its recoveries After restructuring them, IBRA will aim
to sell the banks and portfolios 1t has acquired Tlis process will thus include the
privatization of the state banks over which 1t exercises control, as well as those for which 1t

assumes control as part of the restructuring process

The govcmment wiil shortly 1ssue bonds in order to provide the imihal funding for IBRA
Further 1ssuances can be expected as IBRA’s opcrations develop Over tume, as rccovenes

increase, IBRA will be able to become more self-financing

...'M LOW w‘l:‘n U«"@ &&50@5%“&%)
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Other measures

&0

The government 1chomm1tted to revisirig the legal framcworh for banking operations, after a
thorough review of the central bank and banking rcgulatmn%ﬁr'eas of focus~wil-melade
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regulations on financial instruments There are to be improvements in the data that banks
will be required to publish Prudential regulations will be reviewed, varnous sanctions will be
enforced, including withdrawals of bank hcenses and the imposition of approprate penalties

on management and dircctors who fail to conform to safe and sound banking practices
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Conclusion

This comprehensive program reflects our determination to restore the soundness of
Indonesia’s banking system We are protecting fully the banks’ customers while deahing
forcefully with the banks themselves Once this process, 1s over Indonesia will have a banking
system that will be able to meet fully the challenges of restoring rapid growth to the

Indonestan economy

ESNRE
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Tabie 1 indonesia-DEMAND DEPOSITS, TIME AND SAVINGS DEPOSITS
BY GROUP OF OWNERSHIPS AND BANKS
(In bllhions of rupiah)
Bank Petsero o % - - DackSviastaNagionat - ~BankPeménntehOaeral 3¢ :BankAsing 8 Campuran’ . - o = E Samlep 2 SR R
: End of StatgBanks 7 _ ¢ s .= Hatonal Povate Banks = _Regional Governfvent Banks ~ +Boreign and Joinf Veriture Banke ~ [~ = ofal - ~. -~z . 2
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! 1007
! September TTAIT1 264142 T7119 1411728 494186 151127 81800 467 1413 96700 164527 60314 236 3999 9123322 279203
| Resident 773751 164632 650316 1408038 462776 141522 81796 487 143 76170 161847 46436 2338749 77 9622 238417
" Non Residents 1020 89810 27404 3690 31410 560 6 10 0o 00 20530 12680 3878 26250 1337090 A0887
Octohrer 8717331 297164 B27173 1419534 49,9864 138238 64762 548 163 871317 190293 53006 240 8534 987859 275170
Resident 815601 195484 54452 1415464 470024 130926 84742 5489 153 76897 190203 50196 2351704 846259 2358721 ||
Non Residents 1730 101670 28320 4070 29840 8312 10 0D 00 11420 10090 261 1 17230 141600 $0443 |
November 923167 298760 8,962 1269335 430810 118192 85242 63.4 147 898582 197879 54288 2367326 927973 25468 8
- Resident 821457 20788.0 57032 1256165 40,2200 110343 88232 534 147 83872 191099 52428 416 801713 219249
Non-Residents 1740 90870 24930 3180 28810 7849 10 00 00 14710 6780 1860 19610 126260 34839
Dzcember 932491 3975934 B,6677 1307766 454168 98619 47390 67 2 123 1467117 2345118 82112 2468367 1107774 23 823 1
+ Resident 929841 271084 §8298 1303605 428798 82212 87s80 572 12 10478 ¢ 228850 €089.2 242 5607 937694 201626
Non Residents 2650 126860 . 272890 4160 353790 160 8 10 Q0 00 38930 B460 1919 427590 17 0680 36708
1) Consist of forergn exchange private national banks non foreign
exchange povate national banks private development banks and
ppvate savings banks N
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Asian Markets—January 26, 1998

Most financial markets i the region gain strength as yen remains firm

INTALCY!

Y§ Tarwan

Thailland Malaysia Philippines Indonesia  Singapore  Korea  Hong Kong Province  Japan
SAR of China
Closing exchange rates (per $)
January 26 54 67 4 41 43 05 13,000 175 1,688 774 34 00 125 68
January 23 5475 453 43 40 12,500 176 1,745 774 3392 126 33
Percent change (+ = appreciation, 01 27 08 -38 06 34 00 02 05
- = depreciation)
Cumulative percent change since last peak -53 -43 -39 -81 -18 -47 0 -16 -10
(Dafe of last peak) (Jul 1) (Jul 11) (Jul 9) (Jul 8) (Jul 2) (Jul 7) (Jul24)  (Oct 10) (Jul 9)
Stock market mndex
January 26 425 570 1,731 474 1,256 519 8,974 8,085 17,073
January 23 423 559 1,704 451 1,260 487 8,920 8,085 16,789
Percent change 04 19 16 50 03 65 06 00 17
Cumulative percent change since last peak -38 -48 -39 -34 -37 -32 -46 -20 -17
(Date of last peak) (Jul 29) (Jul 2) (Jul 1) (Jul 30) (Jul8)  (Augll) (Aug7) (Aug 26) (Jul 28)
Overmght interest rate
January 26 205 110 120 300/ 1/ 04 255 53 86 046
January 23 205 120 120 300/658 1/ 06 246 45 80 044

1/ First rate quoted 1s the overmight interest rate for the JIBOR, second rate 1s the average mterbank rate for all banks

General comments by market participants

Japan Yen and Nikke1 boosted by expectations of a rise in nterest rates, further economic stimulus, and reports of upcoming intervention
Korea Won firms sharply on exporter sales and renewed hopes of an early conclusion to debt talks in New York
Indonesia Rupiah recovers from early lows amud reports of central bank intervention

Q \data\apdaily\Apdaily xIs
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Draft Statement on Corporate Debt
by Radwus Prawixro

. Over the past few months, the sharp dechne of the rupiah exchange rate has made 1t
mcreasingly difficult for Indonesian corporations to service their external debts As this
occurred, 1t has becoms mereasimgly mmportant that a strategy be developed for restoring
orderly relations between these corporations and their creditors I am accordingly announcing
today a voluntary framcwork to manage the external debts of Indonesian corporations As I
said 1 my earber statement on 28th December, there 18 no question of public sector finance,

subsidies, or guarantees

Mr Kent, who was until recently an Executive Director of the Bank of England, has
been advismg me on this framework Mr David Brougham, a Director of Standard Chartered
Bank and Mr Lim Ho Kee, Executive Vice President and CEO UBS East Asia, have agreed
to help put a steering comumttee of lenders in place The steering commttee will consist of
senior mternational bankers from the main creditor countries There wall also be a Contact
Commuttee of borrowers 1have asked Mr Antony Sahm, Mr The Ning King and

Mr Rachmat Gobel to assist i 1ts formation

This framework 1s being set up and managed by the private sector, and will be based
on voluntary agreements between borrowers and lenders It 1s nmportant for both sides of the
relationship that these agreements lead to the restoration of debt service mn a sustammable way
The framework has two principal aims The first 1s to maxunize the recovery of value by the
lendcrs The second 1s o restore the capital and mnterest payment streams of viable
corporations to sustainable levels, thereby enabiing them to survive In this way, the
framework should create a “win-win” situation for debtors and creditors alike, whale
mummuzing the risk for both Without action of this kind, market conditions could continue to
detenorate to the lasting detriment of both sides

The framework does not guarantee the viability of every Indonestan corporation

Those with no prospect of viability may have to close unless new capital 1s injected At the

-~
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same time, corporations able to service their debty must continue to do so However, we need
[N wWhnvh

{o recognize tha},the current disorderly s1tuat109t whach companiesare already unable to
fulfil thelr commtments]is unsustamable and needs to be regulanzed Consequ tly, a
gt d b U

temporzuy pause mn foreign currency debt service, both of mterest and caprial,-i$ needegito oans
allow time for new arrangements o be worked out between lenders and borrowers | [ oy
(e & (o,

pause starts immediately with the expectation that arrangements will be worked out for the
resumption of debt service as soon as possible To this end, a structure 1s bemng developed to

encourage the borrowers to restore full debt service at the earhest possible datc

The details of the framework will be worked out by the Steering Commuttee 1n
consultation with the other creditors, the Contact Commuttee, and the borrowers The

chairmen of these two Commuttees will keep me mformed of progress

The design of the plan will refiect the circumstances of each debtor and be on terms

acceptable to creditors and debtors

The arrangements regarding debt service will only affect financial loans (bank loans,
bonds, commercial paper and similar instruments) Genume trade debts will be excluded
from this framework, and where possible will contmue to be serviced It 1s also desirable that
banks restore trade hnes to allow the economy to continue to operate as near to normal as
possible The guarantees announced today to domestic barks to enable them to honor

external liabilities will assist thas process

The archutecture and implementation 1s for pnivate sector parties to carry out Itis
this sense that the arrangement 1s voluntary However, for reasons of equuty and effectiveness
1t 15 umportant to have a decisive start  That 1s why I am asking for your undcrstanding that

we were not able to consult you 1 advance

Mr Kent 1s gtving more details to the foreign banking commumnity at separate

meetings

w"
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Burden Sharing

So far it is possible the framework will seek cquitable burden sharing both between different
creditors and between creditors and borrowers.

Provisioning

Provisioning requirements and tax treatments vary from country to country. It will not,
however, be possible to take account of this in the burden sharing process.

Openness and Transparency

Trust between all parties would be enhanced by the maximum openness.

Confidentiality

Participants will give confidentiality undertakings in relation to individual cases.

Structure

Mr. David Brougham, Director of Standard Chartered Bank has agreed to help put the
structure of the Steering Committee in place. He has much experience of corporate
restructuring and of the region. The membership has been deliberately kept fairly small, and
consists of senior representatives of the major national groups of banks as measured by
€XpOosure.

The Steering Committee will have a counterpart from the borrowing side in the Contact
Committee, although detailed negotiations with each borrower will have to be bilateral. The
Steering Committee will devise a structure which facilitates these negotiations. It will not be

able to handle the whole burden itself.
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Objectives

The purpose is to restore to full creditworthiness as many of the borrowers as possible. It is
possible that some of these will need to be restructured or change the management.
Restructuring

There will be 3 basic tiers of solution and involvement:

Borrowers

L. Healthy and with the prospect of a rapid recovery to full creditworthiness.

2; Those with the prospect of long-term viability; and

. 8 Those which are likely to be unviable without the injection of major new capital and
management.

Banks

8 Those willing to play the most active part and where appropriate ready to provide new

money for working capital. New money will be provided on a last-in, first-out basis-
superpriority over other claims.

2. Those supporting restructuring but unwilling to provide new money in which

they would become junior lenders.

: 8 Banks not wishing to participate in anyway and ready instead to write off their claims
and waive any rights,

Encouragement to Perform

The terms of cach group will be structured to encourage graduation towards best

performance.
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Group 1 companies may have to offer some deferred fees, warrants, success rewards in
exchange for new money from the banks. In return, the banks may have to use restraint in
increasing margins to reflect risk.

Group 2 companies may have to offer debt/equity conversion to give the banks both the
possibility of some upside in a recovery, and some shareholder rights. Safeguards to protect
shareholdings from subsequent dilution would be necessary. The banks will probably have to
write down a proportion of their claims in order to reduce the cash drain on the borrowers to
manageable proportions. Margins are likely to be widened. There may be other reward
features for the banks, deferred until the recovery allows.

Group 3 companies may have to be closed unless new capital is injected. The treatment of
this group is likely to be much more varied case-by-case.

Due Diligence

As far as possible, objective assessments of the viability of companies will be necessary at
the borrowers expense. Where information is incomplete, there may have to be an element of
self sclection by borrowers into the three groups. The structure should encourage and demand
performance tests to validate such selection.

Timetables

Phase 1 is expected last about 3 months. The best performers may graduate out of the
framework very quickly. During this phase the Steering Committee will devise its own
modalities, collect its own human and financial operating resources. The Contact Committee

will be following a parallel course.



Liaison

Both committees will have the right to convene a mecting with the other.

Phase 2 will last for 9 months. During this period all negotiations with the major company
groupings will have made substantial progress. Target dates for graduation out of the
framework by Group 1 companies will have been set. A clear body of precedent for each of
the 3 groups will have been sct.

Phase 3 will aim to last for only 12 month. It is planned and hoped that ail negotiations with
individual borrowers will have been concluded or be within sight. The Steering Committee
would stand down at the earliest possible date.

Accountability

The Chairman of the Steering Committee and the Chairman of the Contact Committee will
be accountable to their own respective constituencies; and will inform Dr. Prawiro ot
progress from time to time. In particular, they will jointly inform him when they believe their
task has been completed.

Legal Fees will be paid by the borrower. Lendcrs comumit themselves to pooling legal advice
where possible and imposing discipline on fees.

Insolvency Law

The Government of Indonesia will be encouraged to introduce legislative reform.

EE O



NQ G -7 ‘S/foﬁwﬂg
T andig gt gi/xf‘m ég@

(o FF —
L’S ) 4’/ hf‘f & “’V‘“&F ﬂﬂ,ﬂ(’; {'g»ﬁ %‘5’1’&

Koo
(b pretcadaid fos That ¢ [C

P ot
ol %

-‘? o d - st A A L, e e e e ST

1D Bl

«f’fiﬂﬁﬁfé’f«i@g—» }?’@6"1\?32‘&/
Covdapvin fa ar 97 é’rf\?’gwf%

N Al g€ Sed~ ‘%"*Q@W |
Gy W gy bl o e \

T S M DS bwwuﬁ;c% &/uﬁ@f« Lo
| e, Csl opae ) ooy Rd2 2,

%f@@w Lot % \

= s

S

—




-
foorca T

(medﬁz n







CLOSED DOCUMENT

IN ACCORDANCE WITH THE POLICY ON ACCESS TO THE
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Mr. Aghevli

Room 2413
Grand Hyatt
Jakarta Indonesia

62 21 390-6426

Dear Bijan

We all appreciate the efforts of you and vour ez Please pass on to them my —and
management s—thanks and our recognition of the considerable work pressures they have
heen under.

Management has decided that we need a continucus nussion presence in Indonesia
during these critical times—ijust as we had in Korea Therctore, we will send a team
consisting of a mission chicf (David Goldsbrough or the other B4 'addition’, if he/she can
be released in lime) plus Chis Ryan, Michael Sarel, and llan Goldfajn, and an assistant,
we will also ask for a fresh PDR substitute Since the new chief cannot arrive in Jakarta
belure Wednesday evening, you should plan to leave on Friday morning, in order to
allaw one full day of averlap Please also have one or two of your team stay through
Tridav, in order to have adequate coordination with the new group. Charles Enoch
<hould also stay at least for the next one-to-two weeks to momnitor the bank
restructunng.

Rest regards and well done

Hubert Neiss



Tndonesia: Comments on Corporate External Debt Restructuring

(8 The German propnsal is 100 activist and should be st pside: at loast for the time being.
2 The Pen Kent proposal is harmfess and vintuous but it is an empty shell,
8 Selling up a structure to deal with corporate debt is a nacessury first step, but by

itelf, its announcement not likely to have mush Impact However, if it 15 announced as part of
the stategy to deal with the banking svstem it could be usefis,

4. More worle will be required to devalop the operational substance of the proposal,
Some issuey (hat will nged to be wddressed are

. how will debtors he represented? They should not be reprasented by commercial
banks.
° mechanismg for getting new money for corporations will have to be ensured hy-

establishing seniority for new moncy,

. can exporl ¢redit ageacies be given the stiff?

* to get the process working the comimitiee should begin with easy cases, .8,
corporates that ma'nly export (this would snowball in the right direction i.e., these

companies would gnsure that their supplicrs get sume credhr).

. (o make & plan work we will need to rely primarily on the self mterest of parties
invalved,

. However, some sweetensrs from (he government may be needed. There arc two types
of oplang:

- full or partial guarantee of creditors (possibly with 4 fee charged to ereditors
for the guarantee).

w rupiah subsidies to domestic eerporations 1o cover the gap between the actual
exchanes rate and why! would be a reasonable exchunge rate.

s If DDSSibIE, an :)pgn.ended SUbS;-d','r' share &r guaramee (’?\"ith pctemial adverss
implications fr the hudget and inflation) should be avoided.

- Insieed, guarantess and subsidies should be targeted (c.q,, to essential
industries, and within tiose. to “viable” corpurations only).

. the drawbacks ard risks of government incentives have to be weighed agninst the
disruptions caused by an “involunary” rollover of corporate external debt,

\ N - N o a0 R A
RA\DOC ~INMEKY WOT I Lanaegs 23, 1996 (810 5pm)
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Indonwsia Banhmng Scetor Crisis

Owver the past seveial weeks, the state of Indoncsia’s banking system has deterio ated
cetiously and 1apidly What wasoneca manageablc preblem, confined to a hmited number
ot smiall barks has sinee Novuniber spicad across the sector, affecting nearly every lacal
bank 1 the country— meluding the laige and pieviouuly state banhs More and mote hanks
have cosie undet financial suan, and those alicady under straun have tound that the pressures
o them are intenaifymg This situation ks now 1eached 2 eris stage

The unmediate problem 1s that the public is f1st losing contidence n the banking system
As fears about the financial posttion of banks h e mounted, the pubhc has begun 1o
witlidraw dcpostits, at an cver increasing pace Duung the thud quarter of 1997 the amount
of cuitency 1 circulation in the country mereased hardly 1t all During the fourth quarter 1t
mecreised by 17 peicent And in the fiist thice weeks af January alone 1t mcereased by an
alayming 24 percent With such an increasc in demand Bank Indonesia 1s having difficulty
supplying adequate amounts of new notes—ceven though the prnting plants are already
working 24 hours a day

Without immediate action, this tiend 1s likely to accelerate, since the deposit withdrawals are
based on well-founded fears about the solvency of the entize comme: cial banking
system Admuttedly, the Jatest indicators chow that the banking system 1< m 1easonable
health, with a laige amount of capital and only a very small amount ot non-pei forming loans
Thosc mdicators, however, ate highly misleading <inee they are measunng 10t the curent
1cality, but rather the situation of several months ago betore the rupiah began to plummet
Since then, more And more corpoiitions have been umahle {o pay their debts to the banks,
owing to the cconomic slowdown high domeshe mferest rates and nced to use avatlable
funds to 1epay their foreign debts As 1esnll nan pertorming loans have soarcd Based on
1easonable estumates of the tiue loan repayment problem (assuming that 17 percent of loans
ate non-pei formung, a ratio smaller than in some neighoring countries) loan losses are likely
to onceed the total amount of capital n the banking system In other words 1t 15 likely that
the banking sector 1« 1whale 1s now technically bnkrupt

This situation has 1ieady had g1ave consequence for the commercial banks Despite the
growing provision of funds by the central bank 10 enablc the systein tu cuntinue opclaling,
commerc1al banks have nonetheless been incleasingly unable t peiform their usual
funchions

4 Banhs are unable to lend o (v cor purate scutol With a shrinking deposit base,
banks have fewer aud fuwu funds available to lend—at a ime when corporations’
need for credit 1s wtensifymg

~,
)
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Draft 1/22/98-1030pm
Restructur ing Plan for Indonestan Private and Public Banks

The objecuve of the banking system restiuctuting plan is 1o restore confidence rapidly by
offering full protection to all depositors ind cieditors and by cstablishing an Indoncsian
Banh Restructuiing Agciey (IBRA) Sevaal of the measdres will require implementation
through lcgislation or emeigency deciee Key clomctts of thie bauk restiucturing plan arc to
be announced by the President on (Iriday January 23]

Cuarntee

1 The government of Indonesta will guarantee all depositors and creditors of all
locally mcorporated commer cial banks, including state banl s, except shareholders,
subordinated debt holders and comnutments that obviously conravene sound banking
pracfices

. Arrangements will be made so that all pryments can be effected promptly

L] Payments will be made on provision ot appropliate documentation, concerted efforts
will be made to combat any attempts at haudulent exercise of the guarantee

°  he guarantee 1s expected to last tor at least two years, and will be terminated only
after notice of at least six months The guarantee will not be discontinued until the
banking system 1s sound The guarwntee will be promulgated by emergency decree

g At the tcimination of the guatantec 11 will be replaced hy a deposit msimanee system
The deposit msurance system will be announced at least stx months before the
termination of the guarantce

. Liabiliues and othier votuants wits denotnutated 1 foreign currencies are to be patd in
rupiah at the maiket cxchange 1ate prey aluy, at the tunie ¢s delenmned by Bank
Indonesia (BI)

2 In eaxchange for the guarantee BI will exercise enhaneed supervisory functions
o All banks will sign a contiact witn B recognizing the authority of Bl to eacrcise 1ts
enhanced supervisory functions and the authority of IBRA to intcrvene in banics

tacing fimaucial ditficulties

° In order to prevent abuse ot the guarantce, Bl may determine a maamumn mnterest rate
on deposits, set 1t 2 maximum spread over the average interest rates offered for
ditferent maturities by a repre<entative sample of banks BI will collect and publich

ALY
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such information on the icpresentlive interest 1ates at least weekly  In addition, BI
may set bank-by-bank, a mwumum 11te of growth of credit for individual banks, on

pridential criteria

L4 To prevent fraud Bl will sulyject 2l institutions to supervisory scruliny

Indonesian Bauk Rostiucturing agency

3 The government will uusuedi ey otiblish an Indonesian Bank Restructuring
Agency (IBRA), with 2 Iifesp i hinuted to the dur 1tion of the restructuring process

. The main objective of IBRA will be to restore the banking scetor to findnclia] health at
minimum cost to the goveinment Vatious methods wall be craployed (o acliieve this
objective including mergers, financial 1estiucturing and operational restructuiiny,

° The IBRA will be an autonomous agency, directly responsible to the newly
established High Council under the chairmanship of the Preaident

L A Board of Dircctors for IBRA with competence, independence and integrity will be
responstble for ensuring appropriate stindards of governance

L Initial staff wall be seconded from BI, the Ministry of Financc, the relevant public
and private mstitutions, and foreign specrahists Tacihities will be provided by Bl

4 BI will identify those commerenl b wbs which are to be reviewed by IBRA

o These banks will sign 1 contract with IBRA and operate under specified operational
guidance ,

. Qutarde vonsultants will petionm independent ieviews on these banks by [31 July
1998]

. Sharcholders of these bauhs will be tequited 1o prepare rehabilitation plans and to
recapitalice the bank 1 accordance with tausparcnl enitertd and the findings of the
reviews

® Banks which are unable to rehabilitate and 1ccapitalize themselves as required by

IBRA will be subjected to restiuctunin,, under the authonty of IBRA
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5 IBRA 1ssuines full authonity for all banks it has deternuned will be subjected to
1estruclurniny,

L These banks will enter 1nto a conuact with IBRA sctting out their various operahng
and financial obhigations, ind making seniot managers and directors personally hable
for L1055 neghgence and walful musconduct m the implementation ol these contracts

° IBRA will assess the telative eosts ol capital iycction merger take-over or othei
restructuring It will tnget s review also 1o assess 1o what eatent probluins atc
causcd by bad banking 1athet than eatcinaliues If recapitalication is the lcast cost
option or 1f the bank 1s onc of a fined nunibur uf Wentified “systemically important
banks , the IBRA will provide subuidinated debt and/or capital Any subordinated
debt will be converted to equily if not ipad

L Equity of existing sharcholders will be wiilten down or cxunguished according to the
amount of capital mjcclion niade by the IBRA

° Insofar as tiv IBRA avquiics ownerstup of (part of ) 2 bank, 1t will seek to scll that
ownusinp as soon as this 1s commercially attiactive, and 1n any case within the

hfeuule of the agency

] Rutnauuily testictions in forcign ovnership of banks will be hifted to help 1n
Maxiieiny the vatue of recoveties and m iecapitalizing the banking sector

] Any capital o1 subordinated debt infusion provided by IBRA will be accompaned by
stups to 1cducc moral hacard, meludg generally 2 change m management

6 Problem asscts m banh. under IBRA’s authority will be placed i 1 sperialized
work out company owned by IBRA

. Asscts will be evaluated m weotd ince with tansparent criteria cstablished by IBRA
sufficient problem loans will be lett on the books of the rehabilitated banks so thdl
such banks’ problem loans 1re not brought below roughly the average level of
problem loans tor healthy banks Sales will be on the basis of professional evaluations
prepared by IBRA consultants

L IBRA Wil dispose of these assels »0 as tu maximize its rétum on tncm

7 Liquidity suppurt nill continuc to be piovided by BI to those banks outside
IBRA’s authority only for the management of shoxt term fluctuations

° Sucl: BI leuding will be for no morc than seven days, and at a penalty interest rate



SAT, 24-JAN-88 1:58 i P. 01
Eoaz=® SR “V"S_J

Office Memorandum

To: Mr. Fischer January 24, 1998
From: Bijan Aghevli '

Subject: Indonesia

[ am attaching some preliminary notes on the design of the corporate debt restructuring plan
and a statement drafted by Pen Kent (which has comments incorporated from Josh and I). We
havc already had some discussions on these principles with Radius as well as Widjojo and

Wardhana, We will continue to discuss this with the Indonesian authorities tomoyTow.

I would appreciate any early reaction by fax.

Attachments

eG: Mr. Neiss
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Corporate External Debt Restructuring

1 Establishment of a representative steenng commuttee of major creditors led by two

promment bankers from a major international bank and an Indonesian banker

s

2 The steermg commuttee will aim to sccure a short voluntary breathing space of a few
months duration mcluding both interest capital matunties Corporations able to continue to
service their debts free to do so \

3 No guarantees or public sector funds or subsidies are involved m this program

4 Genume short-term trade credits are excluded from the program as these will have to

be paid on time to permit commercial hfe to continue (These are guaranteed under the Bank

Restructuring Plan )
5 Restructuring of capital and mterest payment streams to a sustamable level (incl cp)
6 Design of restructuring plans to reflect the circumstances of each debtor and on terms

acceptable to both creditors and debtors

7 A mcchanism will be devised to 1dentify corporations which have the prospect of

viability and will benefit from the scheme Corporations which are not likely to be viable will

not be cligible Stmular debts owed to overseas export credit agencies and sumilar

PR

=

organications will be treated on the same basis as will state enterprises excepl those which

are aJready covered by government guarantees

8 Timetable Aannounce Monday all the above including leadership of steerng
committee
9 Process driven by commercial interest, not legal fine print

§CADOCS\IDN\CORPDEBT NTL January 24 1998 (3 33am)
I
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Draft Statement on Corporate Debt

by Radius Prawiro

Over the past few months, the sharp declhine of the rupiah exchange rate has made 1t
mncrcasingly difficult for Indonesian corporations to service their external debts As this
occurred 1t has become increasingly important that a strategy be developed for restoring
orderly relations between these corporations and their creditors This 1s why I am pleased to
announce today that the Prcsident has accepted my recommendation for a framcwork to
manage the external debts of Indonesian corporations

This framework 1s to be set up and managed by the gm ate sector, and will be based
on voluntary agreements between borrowers and lenders It will not mvolve any public sector
finance, funds, subsidies, or guarantees either from the Indonesian or other governments

To develop this framework, a stcering commuttee 18 being set up immediately

This committee, which will report to me, will be headed by (a foreign bank) and
(an Indonesian bank) The full composition of the steering commitiec has not yet
been established

The steenng commuttee will establish a debt restructuring framework with two

pond She B2t
principle aims The st 1s to maximize value to the lenders/ The secorrhs to restore the
e cowci
capital and interest payment strcams of viable corporations {0 sustainable levels, thereby

enabling them to survive In this way, the framework should create 2 “win-win” situation for

debtors and creditors alike, while mmimizing the nisk for both

CADOCSUDN\CORPDERBT STA January 24 1998 (3 36amn)
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The framework does not guarantee the viability of every Indonesian corporation

Those with no prospcet of viability may bave to close It will however go a long way to

preserve Jobs

The dctail of the framework 1s a matter for the steering commuittee, 1n consultation

with the creditors and borrowers but will include the followmg

ety
kf fv< ‘ﬂ&t%orary ‘r;reathlng space 1n debt service to allow new arrangements

between lenders and borrowers to be worked out
&~  Incentwves for the borrowers to restore debt service at the earliest possible
date
ﬂé Incentives for the lenders to offer some rescheduling to those unable to scrvice

therr debts but on less favorable terms to the borrower than under the ongmal

contracts
23 natlad

2, Corporations able to confinue to scrvice their debts will be &ee-to @

State enterprises will be trcated on the same terms as the private sector except those

which are already covered by government guarantees

The design of the restructuring plan will reflect the circumstances of each debtor and

be on terms acceptable to creditors and debtors

The pause m debt service will only affect financial loans (bank loans, bonds,

,
commercial paper and similar mnstrumcnts) Similar debts owed to overseas enpoit credit

onrmanteod

agencies and similar organizations will be treated on a stmilar basis Trade debts will be
‘ 253 bowdes

excluded from this framework, and will continue to be serviced to allow the economy to

~

contimuc to operate as near to normal as possible

- J— -
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@ Office Memorandum
3 =
To Mr Fischer January 24, 1998

From  Byan Aghevh »

Subject Indonesia

[ am attaching some preliminary notcs on the design of the corporate debt restructuring plan
and a statement drafted by Pen Kent (which has comments incorporated from Tosh and I) We
have already had some discussions on these principles with Radius as well as Widjojo and
Wardhana We will continuc to discuss this with the Indonesian authoritics tomoyTow

I would appreciate any early reaction by fax

Attachments

cc Mr Neiss
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Corporate External Debt Restructuring

1 Establishment of a reprcsentative steering committee of major creditors led by two
promunent bankers from a major international bark and an Indonestan banker

2 The steering commuttee will aim to sccure a short voluntary breathing space of a few
months duration including both interest capital matunties Corporations able to continue to
service their debts free to do so

3 No guarantees or public sector funds or subsidies are involved 1n this program

4 Genune short-term trade crcdits are excluded from the program as these will have to
be pard on time to permit commercial hfe to continue (These are guaranteed under the Bank
Restructunng Plan )

5 Restructuring of capital and mnterest payment streams to a sustainable level (incl cp)
6 Design of restructuring plans to reflect the circumstances of each debtor and on terms
acceptable to both creditors and debtors

7 A mechanmism will be devised to 1dentify corporations which have the prospect of
viability and will benefit from the scheme Corporations which are not likely to be viable will
not be eligible Sumuilar debts owed to overseas export credit agencies and sumilar
orgamcations will be treated on the same basis as will state enterprises excepl those which

are already covered by government guarantees

8 Timctable announce Monday all the above including leadership of steenng
committee
9 Process driven by commercial interest not legal fine print

ADOCSMDN\CORPDEBT NTL January 24 1998 (3 33m)
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Draft Statement on Corporate Debt

by Radius Prawiro

Over the past few months, the sharp decline of the rup1ah exchange rate has made 1t
mncreasingly difficult for Indonesian corporations to service their external debts As this
occurred 1t has become increasmgly umportant that a strategy be developed for restoring
orderly relations between thesc corporations and their creditors This 1s why 1 am pleased to
announce today that the President has accepted my recommendation for a framework to
manage the external debts of Indonesian corporations

This framework 1s to be set up and managed by the private sector, and will be based
on voluntary agreements between borrowers and lenders It will not involve any public sector
finance, funds, subsidies, or guarantees either from the Indonesian or other governinents

To develop this framework, a stcering committee 18 being set up immediately
This commuttce, which will report to me, will be headed by (a foreign bank) and

(an Indonesian bank) The full composition of the steering commitiec has not yet
been established

The steenng commuittee will establish a debt restructuring framework with two
principle aims Thc first 1s to maximize value to the lenders The second 1s to restore the
capital and interest payment strcams of viable corporations {0 sustamable levels, thereby
enabling them to survive In this way, the framework should create a “wm-win” situation for

debtors and creditors alike, while mmimizing the risk for both

1
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The framcwork does not guarantee the viability of every Indonesian corporation
Those with no prospect of viability may have to close It will however go a long way to
preserve Jobs

The dctat] of the framework 1s a matter for the steering commutiee, in consultation
with the creditors and borrowers but will include the followmg

a A temporary breathing space 1n debt service to allow new arrangements

between lenders and borrowers to be worked out

b Incentives for the borrowers to restore debt service at the earliest possible
date
c Incentives for the lenders to offer some rescheduling to those unable to scrvice

therr debts but on less favorable terms to the borrower than under the ongnal
contracts
Corporations able to continue to scrvice their debts will be free to do so
State enterprises wiil be trcated on the same terms as the private sector cxcept those
which are already covered by government guarantees
The design of the restructuring plan will reflect the circurmnstances of each debtor and
be on terms acceptable to creditors and debtors
The pause 1n debt service will only affect financial loans (bank loans, bonds,
commercial paper and similar nstruments) Simular debts owed to overseas expoit credit
agencies and similar organizations will be treated on a simmlar basis Trade debts will be
excluded from this framework, and will continue to be serviced to allow the economy to

contimuc to operate as near to normal as possible

w
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January 23", 1998

DISCUSSION PAPER(VERSION 3)

To: Mr. Radius Prawiro
Professor Dr. Irzan T'andjung
From' The Advisory Group
Re: Private Sector Debt Restructuring Scheme

The private sector debt problem is the key problem to be solved to help
Indonesia recover from the present financial cnisis.

We think the Govermment must now take a leading role in (i) co-ordinating
the negotiations fur the restructuring of the private scctor debt and (i) implementing
the restructuring agreements that will result from such negotiations.

The basic pringiple that we think should be followed is that the whole scheme
will be made available to both Indonesian private sector companies and their lenders
on a voluntary basis. The companies will choose between the various options open to
them depending on their financial strength, their relationship with their lenders and
their willingness to maintain a respectable credit stauding in the international
markets.

We sce three main options:

— Option ] would be choten by the strongest companies i.e. to serve their debt
punctually or negotiate on a bilateral basis with their lenders. This option would
not require government intervention,

— Qption 2 would be chosen by companies that need essentially a breathing space.
It is cutlined below under Trust No. 1 (The Dollar Trust)

- Option 3 would be available to companics that think they will have great
difficulty recovering from the current situation. It is outlined below under Trust
No. 2 (The Rupizh Trust)

[. TRUST No. 1 - THE DOLLAR TRUST
1. Debtis dealt with by the Truat in doliars,
2. Eligible debt includes arrears, if any, and instalments due in 1998 and 1999.

3. The Trust represents the borrowers and co-ordinates the restructuring
negotiations.

0 d Gl:¢ 86-Nur-Ga "NNS
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1) A multilateral agreement (Heads of Terms) 1s agned between the Trust
and the participating lenders or a Steenng Comimittee represenung the
lenders, covenng

- adetailed description of the categones of ehgible debts,
- the new agieed matunity (for example $ years)
- the new agreed grace penod (for example 4 years)

- the new interest rate applicable to be delermined as a margin over
LIBOR

- a clause allowing the capitahsation of interest for a certain penod
(for cxample two years, by using special notes such as a five year
FRN)

2) Bilateral agreements are signed between cach bonower and uts own
lenders ncorporating

- all cundiions agreed in the multilateral agreement,
- a detaled irt of all relevant transactione to be restructured

4 Companes choosmg Trust No 1 will retam freedom to borrow new doilars
without the prior authonsaton of Bank Indonesia, ualess they default on
their restructured debt

When Heads of Terms have been agreed between the Trust and the Steering
Commuttce of lenders, both borrower and Jender will assess whether the agreement
enhances or detracts from the position they would hold were they to opt out of Trust
1 and begn bilateral negotiations  The borrowers may want to opt out if the Heads
of Terms are harder to meet than their resources allow The lenders may want to opt
out 1f the Heads of 1erms are mose geaerous to then debtors than they believe far
However depending on the distribution of the debtors that enter the scheme
according to therr ability tu pay, Uus effect will be mutigated by the great
unceitanues of biateral negotiations and the extent to which Goverament support 18
extended to Trust 1

I TRUST No 2 = THE RUPIAH TRUST

Trust No 2, m addition to extending the matunty of borrewers’ Liabihitres,
removes the foreign eachange nisk from them as well It prowvides for the
termmation of debt claums on the debtor by the creditor and replaces them with
fixed claims on the Trust or a deposit with Bank Indonesia and 2n equity style
claim on the debtor It 15 demigned to tnduce both lender and botrower to be
honest about how much they expect to recover or can pay respectively It does
not act to favour oither lender or borrower but rather <ets up an impartial
tramework In formal terms therefore the Trust acts 1o overcome the asymmetry
of information between borrower and lender

To achieve these goals, entry mto the Trust involves a series of soquential
deaisions These are

cp 4 61 ¢ 96-Nur-G7 NnS
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1 Both borrower and lender agree 1o abide by and be bound by the cutcome of
chotces they make as they enier the Trust They present their agreement to the
Trust in legally binding form

2 Upon receipt of this agreement, the Trust would 1nvite the borrowes to select
which sub-Trust it wished to jotn | he borrower would have a fixed and short
period to make its selection Formal irrevocable entry 1nto the Trust would
occur upon pavment of an 2mount in rupiah equal to

Face value of loan in dollars x the Fixed Exchenge Rate appropnate to the
sub-Trust selected

Once this payment had heen received the Trust would issue a Nouce to the
lender requining him to elect which repavment option he wishes to select
Fatlure to reply to this Notice within seven calendar days of receipt would
give the Trust the night to choose which repayment opt:on to emplov

We describe below the key mechames of the Trust

1 Dollar debts are brought by the borrower to the Trust and converted into
Rupiah at a Fixed Fxchange Rate ,

2 The Trust theretore removes (he dollar habiliies of the pnvate sector
companies 35 lony as the latter aie able to produce the rupish amounts
corresponding to their dollar hiablities (compnaing principal and mterest debt
service matunties within the peniod conasidered) at the Fixed Exchange Rate,

3 The ebgible debt includes arrears 1t any, and 1998 and 1999 nstalments
(principal + interect)

4 The Scheme starts when all the 1upiah payments to the Trust have been
made

- Companics which cannot provide the rupiah amounts equivalent to their
dollar Liabikities at the Fined Exchange Rate are considered 1neligible and
cannot enter the Trust

- Rupiah foans can bo negouated with their relationship banks for companies
that would otherwise not have suffiuient liquidity in rupiah to allow them
to enter the Tiust on time,

- dollar credits are rolled over bv the lenders until the deadline to join the
Trust 15 reached, and interest can be capitalised in the meantime

S The borrowers will be ottered four ievels of kixed Exchange Rates
— Rp 3000 for jomning Trust 2 - A
~ Rp 4000 for joiung Trust 2 - B
— Rp 5000 for joiming Trust 2 - C
- Rp 6000 for joining Trust 2 - D
6 The lenders will be offered two opuions from each of Trusts A,B Cand D

61 Tixed clawm option The lenders will refinance the dollar habilitics
assumed by Trust A, B, C and D resulting from the conversion of the
dollar debt of the borrowers into rupizh at the respective Fixed

e 4 Gl ¢ 86-NUP-SZ ‘NnS
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Exchange Rates They will receive dollar denominated Rotes 1ssued by
the Trust such that ther valie equals the smual dollar habilities
multiphed by the Fixed Exchange Rate (new rupiah hiabilities) and
divided by the Ruplah Market Rate Maturity and grace penod and
other conditions would need to be discussed (for cxample 7 years with
2 years giace) As the scheme 13 cnvisaged at present, 1t may be the
case that the face value of the Notes ts not equal to their actual value

The Trust will enter tnto swap agreements to hedge #ts currency
mismateh with Rank Indonesia and other counterparties ia the private
sector

By opting fur this opuion the lenders will agrec to forgive s portion of
ther loans equivalent to the difference between the Rupiah Market
Rate and the Fixed Exchange Rate

62 Deferred Claim optwon  The lenders will receive the rupigh pad to the
Trust by the barrower in the form of a blocked account at Bank
Indonesia This account would bear interest at < rate equivalent to the 12
month SBI The lender would br permitted to make withdrawals from
his account accoiding to a schedule subject to the overall negotiations

The Trust wll not give the rupish received from the borrowers to the
lenders immediately 1 order to avord their immediate sale for dollars

The borrower will also tssue the 1rust a preference share that will give
the I nust the right to receive all distributions of capital, retaned earnings
ot proceeds from a wind-up before ordinary shareholders In addition,
the preferenw shaie would give the Trust the nght to nommatc a
majorty of the Directors The preference sharc would give to the Trust
the nght to veto any related party transaction with either the lender,
management ot ongmnal owner(s) It would also ge the Trust the
power to s¢t borrowing bunits for the Company

In return, the owners of the ordinary shares would be 1ssued with a cali
option This option would give the ordinary shareholders the night to
purchase the preterence share at any time at a price equivalent 10 the
difference between the debt stock in dollars converted at the iual
rupsah market rate (Lalculated as the average rate over a certan period at
inceplion) and the debt stock converted at the Fixed Exchange Rate
(“The Deferred Amount”) plus accrued interest at & rete to be
determuned less all dividends and/or distributions of retained earrungs ot
capital to the Trust and less any prepayments made by the borrower

The price of the call option mav be reduced with the pnor approval of

the fender for example to facilitate an acquisition of the company Such
a reduction would be irreversible

Such stnct collateralisation of the Defeired Amouat 1s necessary to avord

any temptation by borrowess tu undei-esuimate thewr dollar payment
capacity

IR 4 gl ¢ 8R-NUr-GC NS
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If the preference share 1s not bought back by the burrower witlun ten
years the Trust will hand 1t over to the tender who will thercafter have
full control of the company

The above described sequential approach should induce a fair assessment by
both partics by penalising them if they attempt to extract an unreasonable
amount from the Trust process

a The horrower has apparently dn ncentive to join the sub-Trust that has a
low Fixed Exchange Rate However, if he does this, he risks losing the
ohance of achicving a final scttlement of his labilities and finding that s
ownership of the company 15 subject to the repayment of his debts tn full
(Deferred Claim Option)

Therefore the borrower will have an incentive to choose a level that the
lender wll percerve as farr and as 2 result, the lender will then be 1nchned
to accept a final dolfar payment from the Trust in full settlement of s
claims (Fixed Claxm Option)

b The lender will wish to extract full paviment of his loans outstanding
However, once in the Trust he has to decide whether the Fixed Exchange
Rate chosen, and therefore the degree to which his Joan will be written off,
1 far If he chooses not to allow for some portion of hus loan to0 be
forgiven (Fixed Claim Option) but tnes to extract full payment via the
Deferred Claim Option he will recetve no initial payment will be subject to
rupiah nsk and may never reahse the full amount of lus claims anyway
Therefore he too will have an incentive to 1eveal his true valuation of his
outstandtng assets aflowng any discount to be formally granted quickly

Tho outline descnbed above covers the major features of a scheme that could be

presonted by the Government to the lenders and the horrowers A number of other

potnts would have o be considered as soon as the Government agrees 10 the major
principles underlying such scheme, they would include for example
\

— the choice of a cut-off date for the eligibility of the varnous categories of private
sector debt to the scheme for instance all loany sizned before the flotation of the
ruptah (August 14th 1997) and subsequent loans borrowed to refinance ~uch
loans,

— a deadline for the borrowers to join the scheme, once launched, would have to be
set Given the urgency, that peniod should not be too long, say six weebs,

— anumber of legal aspects would have to be reviewed, implying the appointment of
an Indonesian and international law firm,

~ the appointment of an accounting tirm ta register the various loans of the various
borrowers joining the scheme might have to be considered

Ll ¢ 8B-NYr-G2 “WnS
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— the beneficial owner of any assets or hahiliies remaung with the Trust at the end
of the scheme will have to be chosen 1t could be the State through the Minustry of
Finance, or Bank Indonesia, or any other public sector entity

Of course the scheme described above would be the starting pomnt for negotiations to
be held between the various parties and will be adjusted during the negotiating
process The Government obviously wall also have to be prepared to some flexibility
as far as 1ts own support 15 concermed The whole idea behind the scheme 1s to
provide for a farr burden sharing hetween borrowers lenders and the Government

J1 7 SA-NHr-G7 “NNS
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TO: Slom o ddor
23 January 1998
MEMORANDUM

To: Professor Widjojo Nitisastro
Mr. Radius Prawiro
Professor Dr. Irzan Tandjung

From: The Advisory Group
Re: Concise summary of proposed plan to alleviate the external private

sector debt problem

As you requested in our meeting today, we summarise below the key features of the
scheme explained in full in our Discussion Paper of 217 January 1997 which we
presented in that meeting.

The scheme seeks Lo provide an opportunity for an organised solution to the private
sector debt problem. It excludes both those companics that have no need for
assistance and those that should properly go bankrupt. 1t offers choices to both the
lenders and T Borrowera, both between the comprehensiveness of the schemes’
involvement in their relationship, and also between the form that a resolution will take.
The scheme will be operated on 2 voluntary basis, requiring hoth lender and borrower
approval for entry.

Neither scheme requires Government support beyond conducting nornal market Z
- e N e e .
transactions.

-

Those that enter the scheme will fall into two broad categores. The first inoludes
borrowers who are fundamentally facing a working capital problem, i.e. a short term
cash flow erisis. Thesc borrowers need the average maturity of their liabilities to be
extended. They are catered for in Trust 1 (“The Dollar Trust”).

The Dollar Trust provides a serting in which numerous borrowers and lenders can
agree a multilateral agreement that transforms shor term exterpal debt into longer
term external debt. It does this by extending both the maturity of the loans. allowing
for grace periods and by adjusting the interest rate payable. All these features would
be subject 10 negoiiation and agreeinent by both the Tuust, on behalf of the borrowers,
and 2 committee of lenders. The Government’s role would be limited to acting as a
catalyst, at least to start with, and to providing the Trust with personnel.

The second group of borrowers includes those companies that cannot afford to repay
their debts at current exchange rates, even if the principat repayments were stretched
over a longer maturity and grace periods granted. These companies need either debt
forgiveness or 10 be relieved from gtuEe rupiah depreciation risk.

18°d £1:¢ 86-NUr-S& “NNS
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The problem 1n desigrung any scheme intended to promote tlebt forgiveness is
assecsing ‘ability to pay’ Indeed any scheme that assigned a role for the Government
m determuning this would we believe, be unworkable Therefore within a framework
wnattated and supported by the Government the Rupiah Trust 1 designed to encourage
both lender and borrower 1o make a reasonable dlli fair assessment of how much the
borrower can afford to pay and of what the lender can expect to recesve It does thie
by giving both lender and borrowers ¢horces

To ensure that the Rupiah Trust is voluntary both the Jender and the borrower must
agree to take part However they muat also agree that once the outcome of therr
entry 1nto the Rupiah Truat 1s known they must abide by 1t However, there 1s nothing
preventing any borrower coming 1o an understanding with 1ts Jenders on their
respective option selection before actually jouning the Rupiah Trust  Entry mto the
Rupiah Trust tmmediately pullifies the orignal loan agreement between them for the
felevant Tstalments of the ehigible debt, subject 1o the completion of the procedures of
the Rupizh Trust scheme

Once a joint decision to enter the Rupiah Trust has been made the borrower must
choose at what exchange rate he can afford to repay his external debts He1s
discouraged from chonsing too low g rate by the structure of the Rupiah Trust (an
explanation of why 1< provided below) When he has taken this decision he must pay
over 1o the Rupizh Trust an amount in rupiah corresponding {v tus external debt
habihity when converted at thiy rate be hias chosen  lpability to pay over rupiah at this

stage renders the borrower incligible to epter the Rupieh Trust

This raises the question of the borrower finding sufficient rupiah to enter the scheme
The reason that the borrower 1s required to find rupiah 1s that this imposes a munimum
“quality’ threshold on companies The scheme 15 intended to help compames that have
fundamentally sound fong term businesses and not to bailout the reckless The rupiah
that are required should be fortheomming etther from compames own resources or from
their refationship banks 1n the first mstance  1f rupiah aie nut available from these
sources they might become available by recycling the monev that enters the Ruptah
Trust through the banking system and maybe via onc sclected bank 1a any event such
lending to the companics would require a fresh credhit gzscssmont  Falure by the
compames 1o submut to such & process would deny them access to funds and hence to
a resolution of their probleme via the Rupiah Trust

Once the borrower has paid over the appropriate amount of rupiah to the Rupiah
Trust as determined by his choice of fixed exchange rate the lender is glven a chotce
between two forms of payment  TheTirsPof the two optiuns he has aliows lum to
receive an equivalent amount of dollars when converied at the actual market exchange
rate, to the amount paid over in ruptah by the borrower In fact the lender, if he
chooscs this option, will not recerve cash but will receive dollar denomunated notes
whose resale value 13 approvimately equal to the amount duc to hum under this option
Importantly, the Notes will be 1ssued to the lender by the Ruprak Truct  The effect of
the lender selecting this option will be that he ends his relationship with the borrower
completely having allowed a significant degree at targiveness  The advantage to um
of doing thus 15 that 1t allows im a clean break’ fiom the current cnsis

38 d ¢l ¢ 96-NBr-G¢ NNS
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1€ tho londer takes this firet option, the Ruptah Trust retams the ruprah paid in by the
borrower However, it now incurs a dolar hahhitv whaose imtial vaiue equals this
amount of rupiah  Although the imitial amounts have an equal value theyjare
denormnated 1n different currencies  This means that the Rupiab Trust weuld be
exposed 10 changes in the exchange 1ale  To counteract this, and cnaure the Rupizh
Trust has no nsk it would entcr into a swap gsrgement for the relevant amounts with

Bank Indonesia  This would be the total extent of the Government’s wnvolvegient
ifi the Rupinh Trust except for providing logistical support  We would note that a
swap 15 3 market instrument and would be priced as <uch Therefore the
Government 1s not subsidising the Rupiah lrust

o\

The secotid option apen to the tender would be o recetve the rupiah pad 1o the
Rupiah Trust directly These would be paid 1nto an dceount at Bauk Indonesia in his
name However the dccount would carty restrictions on how quickly the lender could
draw 1t down to avord hum selling these rupsah i the market for dollars until after the
crisis has been resolved The account would pay a market rate of interest hnked to the

SBI rate

In additron, the lender would recetve a further, Daferred Amount 1k amount would

be calculated as the doliar amount ot the loan on entry into the Rupiah Trust

multiplied by the market exchange rate at that ttme /ess the amount paid into Trust by "
the borrower when he entered  The Deferred Amount would be paid to the lender by

the Rupiah Trust upon receipt of the rupiah requured Lo pay it fiom the borrower (see

below for detals of how the Rupiah Trust will ieceive the rupiah) After ten years, if

the lender stll had not been paid, the Trust would no Jonger owe the lender the

deftrred amount

in the meantime thwm_
Preferonca Share The share would carry the nght to recerve all forms of financial gan
deriving from ownership of the company The original owners therefore would no
longer receive any financal benefits from the company until the Preference Share had
been repurchased The oniginal owners would have the night to purchase the
Preference Share upon payment of the Deferred Amount (the source of rupiah referied
to above) The Deferred Amount would be adjusted to reflect the rupiah interest that
that had accrued on 1t any paymcats made to the Trust by the company and any
prepayments made by the onginal owners  If the Preference Share has not been
purchased by the original owner after ten years, 1t would convert into outnght
ownership of the company with no further opportumty for the original owners to
participate  This ownership would be transferred by the Rupiah Trust to the lender

Effectively it the lender chooses the secand option he [oses the chance t6 receive a
doliar denominated asset that he can sell and receive immedaate, 1f parual repavment
for In return he receives rupiah in a blocked account and the chance to receive furiher
rupiah payments that, if made, would fullv repay lus lvan expressed i rupiah at the
market ratc when the loan was entered into the Rup:ah Trust

We noted above that the scheme contains an incentive for both the borrower and the
lender to choose options that were farr  We set out below why this 1s so

R d Pl ¢ 8G-Nur-Go NNS
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To: Professor Widjojo January 23, 1998
Minister Mar’ie Muhammad
Governor Djiwandono
Minister Tunky

From: Bijan B. Aghevli

Subject: Bank Restructuring Plan and the Guarantee Scheme

I am attaching a note describing the gravity of the financial sector problem and the need to
put in place immediately the proposed bank restructuring and guarantee plans. These
proposals have now been basically finalized with Bank Indonesia. It is now necessary to put

in place all the steps required to make the announcement by Monday. I cannot exaggerate the
need for action.

Attachment
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Indonesia Banking Sector Crisis

Over the past several weeks, the state of Indonesia’s banking system has deteriorated
seriously and rapidly What was once a manageable problem, confined to a limited number
of small banks, has since November spread across the sector, affecting nearly every local
bank 1n the country—including the large and previously state banks More and more banks
have come under financial strain, and those alrcady under strain have found that the pressures
on them are mtensifying This situation has now reached a crisis stage

The immediate problem 1s that the public 1s fast losing confidence in the banking system
As fears about the financial position of banks have mounted, the public has begun to
withdraw deposits, at an ever-increasing pace During the third quarter of 1997, the amount
of currency mn circulation 1n the country increased hardly at all During the fourth quarter, 1t
increased by 17 percent And 1n the first threc weeks of January alone, it increased by an
alarming 24 percent With such an increase in demand, Bank Indonesia 1s having difficulty
supplying adequate amounts of new notes—even though the printing plants are already
working 24 hours a day

Without immediate action, this trend 1s likely to accelerate, since the deposit withdrawals are
based on well-founded fears about the solvency of the entire commercial banking
system Admuttedly, the latest indicators show that the banking system 1s 1n reasonable
health, with a large amount of capital and only a very small amount of non-performing loans
These indicators, however, are highly misleading, since they are measuring not the current
reality, but rather the situation of several months ago, before the rupiah began to plummet
Since then, more and more corporations have been unable to pay their debts to the banks,
owing to the economic slowdown, high domestic mterest rates, and need to use available
funds to repay their foreign debts As 2 result, non-performing loans have soared Based on
reasonable estimates of the true loan repayment problem (assurming that 17 percent of loans
are non-performing, a 1atio smalle: than 1n some neigbonng countries), loan losses are hkely
to exceed the total amount of capital in the banking system In other words, 1t 1s likely that
the banking sector as a whole 1s now technically bankrupt

Thus situation has already had grave consequence for the commerecial banks Despite the
growing provision of funds by the central bank, to enable the system to continue operating,
commercial banhs have nonetheless been mcreasingly unablc to perform their usual
functions

> Banks are unable to lend to the corporate sector With a shnnking deposit base,
banks have fewer and fewer funds availablc to lend—at a time when corporations’
need for credit 1s intensifying
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> Foreign banks are refusing to lend to Indonesia banks In particular, foreign banks
are no longer accepting Indonesia bank Ictters of credit, forcing companies to pay 100
percent of the costs of imports, 1n forcign exchange, even before goods are delivered

> Even domestic banks are refusing to lend to each other Since banks no longer
trust the financial condition of othcr banks, they will lend only for very short-tenn,
,and at a very high interest rates, rangmg up to 100 percent

Faced with this situation, Bank Indonesia has been forced to assume more and more of
the normal commercial banking functions, in order to keep the overall systcm afloat It has
stepped 1nto the interbank market, to recycle funds from banks with ample funds to those
which are facing hquidity shortages shortage 1t 1s offering swap facilities for exporters which
do not which to entrust their dollars to commercial banks And 1t 1s offering schemes to help
exporters obtain letters of credit Each of of these ad hoc schemes 15 justifiable and necessary
in the current situation But none of them solves the underlying problem, since 1t does
nothing to address the financial weakncsses of the commercial banks As a result, with each
passing day, the problems have steadily mounted, while confidence has continued to
dissipate, locking the banking system 1nto an ever-worsening downward spiral

Against this background, there 1s no alternative but to put 1n place a comprehensive bank
restructuring plan and a general guarantee scheme—mmediately , Admattedly, any plan
to rescue the banking system will necessanly impose large—and, at present,
unknowable—costs on the budget Yet the government has already begun to take on financial
exposure to the banking system, through Bank Indonesia’s liquidity support (1t e , loans) to
banhs, which have now grown to over 10 percent of GDP With a comprehensive

restructuring plan, there would at least be some prospect that these loans might someday be
repaid

Moreover, there 1s no doubt that the costs of inaction will be far greater If thc banking
system ceases to function, fimis will be unable to obtain financing, even to purchase the raw
materials and other supplies they neced to to continue to produce Even those few firms that
do not need financing because they have their own funds will still be unable to produce, since
the banks will no longer be able to transfer these funds to their suppliers In short, 1f the
banking system collapses, 1t will bring the entire economy down wath 1t Production will
cease, millions will become unemployed, and the standard of living for those who still have
Jobs will plummet

For these reasons, Indonesia needs to adopt the strategy that every other country facing a

sumilar situation has chosen It needs to introduce a comprehensive guarantee for all

depositors and creditors of commercial banks, together with a new agency charged with the
task of restoring the banking system back to financial health (A description of the proposed
plan, designed to meet the particular circumstances of Indonesia and bascd on discussion
with Bank Indonesia, 1s attached )

&
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Why 1s a guarantee necessary” For several reasons The situation 1s so serious that the only
way to calm the public’s fears, and convince foreign creditors to roll-over their external loans
15 for the government to puts 1ts full faith and c1edit behind the commercial banks
Admuttedly, tius guarantce will not be fully credible from the outsct It 1s only with some
tume, as the public sees that the guarantee 1s bemg honored, fully and promptly, and that the
banking system 1s truly being restructured, that confidence will gradually begin to return

Why 1s a new agency necessary” Agan, for several reasons The most important of these 1s
financial Bank Indonesia needs to be msulated from the costs of the bank restructuring
program, which need to be borne by the budget Otherwisc, Bank Indonesia 1tself will soon
begin to to ncur financial losses, which will make 1t very difficult for 1t to conduct monetary
policy and keep inflation under control In addition, Bank Indonesia needs to be mnsulated
from the political consequences of restructuring, since difficult decisions will need to be
taken about which banks will need to be taken over, recapitalized, and merged

What has been the experience of other countries? In some countries, these measures have
entailed sigmficant fiscal costs, typically of around 10 percent of GDP, spread out over a
number of years In other countries, such as Sweden, the eventual costs have been very small,
since as the situation improved, the government was eventually able to recover three-quarters
of the amount 1t had intially provided

But every case had one aspect 1n common 1n every country, this strategy has worked
Once the public was reassured that their deposits were safe, and that action was being taken
to make sure that their banks would eventually be fully sound, confidence began to return
Within a short span of time, deposits began to rise again and the banking system began to
resume 1its normal functions, helping to stabihize the overall economic situation Eventually,
the banking sector was returned to full financial health



From: Michael Deppler
To: sfischer,hneiss
Date: 1/23/98 11:55am
Subject: Indonesia

The report to the Board was moderately encouraging. I trust, however, that those on the case
are clear that no amount of restructuring or guaranteeing of the banking system will stabilize
the system unless the exchange rate is stabilized. My unease in this regard (rooted in the
altogether too reminiscent Bulgarian experience) stems from the seemingly slower progress
on corporate debt.

-\
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Indonesian Corporate Debt Restructuring Bank ~ “|RB”
(Incorporated in Indonesia)

Problem to be solved: Al the moment about USD 80 bio corperate debt of
Indonesian borrowers are’in various swages of defawlt. The debt consists of short term §

_ commercial paper, mostly denominated in IDR and USD, bilateral off-sﬁmoans,b

syndicated loans, bonds and project financing. The moneys are owed by 228 corporates
(probably less than 200 groups), and on the lenders side there is an innumerable amonnt
of privatc investors, banks, merchants hanks, funds etc.

The above constellation is not ideal for a quick restructuring process that allows
viable Indonesian companies to overcome the current grave situation. Suggestion
therefore is 1o create the above institution, which has the aim:

1) 1o ease and make more efficient the negotiation of creditors with debtors;

2) 1o provide fast solutions to debtors with liquidity problems rather than credit
standing problems;

3} to bridge viable businesses aver the Indonesian economy's adjustments phase:

4) to reschedule eligible debt once the Indoncsian economic situation has cleared
and once it can be determined over how many years the finencial burden can
be repaid;

3) to assist Indonesian borrowers to get working capital from Indonesian Jocal
banks and to keep the operations running.

What uceds 10 be done paraliel, is that the Indonesian banking system, and here ] am only
talking about foreign banks, the well managed ones of the large private owned banks anc
the government banks, are supplied with liquidity to lend working capital to viablc
borrowers, 1.c. they have to be supplied with adequate capital and liquidity te
immediately resume their vital rolc in the cconomy. In particular, it has 1o be avoided that

Indanesian banks are now starting to default on their off-shore debt, :

The Indonesian government has to assume
responsibility for this debt, otherwise the whole banking systemn will collapse completely. ;

{ 1 : A World Bank subsidiary such as IFC, or an
organization such as the ADB. and Initially a few founding commeroial banks with ston
ues to Indonesia. such as Deutsche Bank, Citibank and Bank of Tokyo-Mitsubishi & £ ¢
overmn wicnt 0f Tueloesirq -
g i A few experienced international bankers, assisted by a
Strong 1eam of credit, restructuring, and work-out specialists and a reputed chartered
accountancy firm that is able 1o ussess the value of debt..or A7 0RZ 2 SR~A VFL/
#23-
1Z : The debt to be rescheduled would be wansferred by
the individual lenders to IRB. |RB would take on this debt either in full or at various
discounts agreed to between the chartered accountant, the management of [RB and the

fo
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original lenders The proceeds from buying the loan from the onginal lenders would be
put by the lenders with [RB, pattly on deposit partly paid up as cquity The rato
deposieguity would be’dcpendent on the quality of the debl wath the equity stake
always bemg 10% of the ongnal debt amount For example a high quality debt with
little or no discount taken over by IRD, could have 90% of the proceeds on deposits and
10% paid up 8 equity A low quality debt, say 70% discounted, would result 1n @ deposit
of 20% with an cquity stake of sull 10% Ths would make the cquity stake
proparnonately hugher

To wnduce mndividual lenders 1o 1nvest in IRB s equity the Indonesian government would
have 10 guarantee

1) the due repayment of the equity or a certain ammount of the debt,

2) the payment of nterest to some extent on the liabilitics of [RB For this
the government could create & fund that would guarantee the shortfalls of
interest payments to depositors of [RB up to a certain sum,

3 not allowing Indonesian borrowers to hide belund the lengthy procedures
and uncertain outcomes of the Indonesian legal system

The JRB would then be open 1o buy corporate debt. either m full or at varjous discounts
(superwised by the accountancy firm), or to lake equily stakes in Indonesian partias 10
exchange for debt The funding of the Bank and the equity would automatcally grow
because the seller af the debt would always loan the respeetive amount to the IRB and
would provide additional equitv

The IRB would then negotiate setlemenvrestructunng/agreed discount with the debtors

Brofit distnbyuon Natusally dividends would be distribuled according to the
share 1n the equity of the IRB 1 ¢ banks which origimally sold betier debt (at no o1 litde
discount) ulumatcly get a higher yiold than the banks that sold higher discounted debt
The lawer return would, in the latter case, result from a ngher equity pertion

Winding up of th All debt vall have becn taken back in

normal arrangements, or might have been securitized and the Bank may be wound upata
considerable profit fur the equity holders

“The zbove proposai might still not
be anracuve enough for lenders to seek rescue under the IRB scheme Thercfore the
suggestion €5 that the Indonesian government would cnsure that any debt nos
uansferred to IRB would losc 1ts claim 2gainst the onginal borrower Aftes agreement on
the value of the debt tlie praceeds from the loan would be transferred to [RB under &
claim of deposu This claim to the Bank would be backed up by 8 USD XX bio AAA-
rated secunty, which would guaranice the payback of the assessad current market value
of the debt 10 the onginal lender The payback could be up-front or 1n form of a zero
coupen bond Any realized profit would then be used to cover cost and subsecquently be
distributed amongst the shareholders
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Another possibility, rather than guarantceing the equity, would be for the Indomesian
government to bach up the hiabihiics of IRB After agreement on the value of the debt, the
proceeds from the loan would be transferred to IRB under a claim of partly deposit, partly
cquity The claim to the Bank on the deposit would be backed up by a USD XX bio AAA-
rated secunty However, the ongimnal lender would participate 1n any upward potential of
the debt valuc, by shanng in the realization of any profits over the assessed value in the
debt

FELNLE ]



1.

2.

3,

/\¢~ o | 7>//4 3

Indonesia: Comments on Corporate External Debt Restructuring

The German proposal is too activist and should be set aside; at least for the time being.

The Pen Kent proposal is harmless and virtuous but it is an empty shell.

Setting up a structure to deal with corporate debt is a necessary first step, but by

itself, its announcement not likely to have much impact. However, if it is announced as part of
the strategy to deal with the banking system it could be useful.

4.

More work will be required to develop the operational substance of the proposal.

Some issues that will need to be addressed are:

how will debtors be represented? They should not be represented by commercial
banks.

mechanisms for getting new money for corporations will have to be ensured by
establishing seniority for new money.

can export credit agencies be given the stiff?
to get the process working the committee should begin with easy cases, €.g.,
corporates that mainly export (this would snowball in the right direction i.e., these

companies would ensure that their suppliers get some credit).

to make a plan work we will need to rely primarily on the self interest of parties
involved.

However, some sweeteners from the government may be needed. There are two types
of options:

= full or partial guarantee of creditors (possibly with a fee charged to creditors
for the guarantee).

= rupiah subsidies to domestic corporations to cover the gap between the actual
exchange rate and what would be a reasonable exchange rate.

- If possible, an open-ended subsidy share or guarantee (with potential adverse
implications for the budget and inflation) should be avoided.

- Instead, guarantees and subsidies should be targeted (e.g., to essential
industries, and within those, to “yiable” corporations only).

the drawbacks and risks of government incentives have to be weighed against the
disruptions caused by an “involuntary” rollover of corporate external debt.

RADOC\ATWMRK\80123NOT.IDN January 23, 1998 (8:05pm)
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Managing Director
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Dear Mr.-Gamdessusy 370¢F
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As you know, the Government of Indonesia has fo'r. ;oﬁe time been working closely
with the IMi—', through the office of the Fund's resident representative in Jakarta. In recent
months, this cooperation has increased considerably, both at the policy and technical levels,
as we have begun to implement an economic reform program supported by " three-year
standby arrangement with the Fund. As this has occurred, it has become increasingly clear
that successful,imp]ementatioln of this program will require an expansion of the Fund's
representation in Jakarta. Accordingly, we would like to request the Fund’s office be

expanded 10 include a deputy resident representative.

From our discussions with Mr, Al-Eyd, the Fund's senior resident representative, we
understand that the IMF also shares this view and that it intends to nominate Mr. Datiels to
the position of deputy resident representative. In our view, Mz. Dattels would be an ideal
candidate. He has already been able 1o establish good relations with Bank Indonesia staff, and
in addition to his credentials as an economist, he brings to Bank lndoncsia considerable
experience with central bank operations in financial markets. We would therefore full y

endorse Mr. Dattels’ nomination.
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Bank Indonesia would propose supporting this new pos:tion in the following ways
We would expand the office space of the Fund s res:dent representanuve office, and provide

another secretary and addiuonal support staff We would also assign a chautfeur-diiven car 1o

this new representative W

s AtIvVe s Rousing, bu ; ; avala

—Sunr ouUreXIsung SIock——

Youws sincerely,

Governor Bank Indonesia
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PRESS RELEASE

. THE REVOCATION OF PRESIDENTIAL DECREE NUMBER 47/1997
CONCERNING THE CHANGE IN STATUS OF SEVERAL GOVERNMENT
PROJECTS, STATE-OWNED ENTERPRISE PROJECTS AND STATE-
RELATED PRIVATE PROJECTS THAT HAD PREVIOUSLY BEEN
POSTPONED OR PLACED UNDER REVIEW

As set forth in
PRESIDENTIAL DECREEE NUMBER 5 / 1998

On 20 September, 1997, the Government of Indonesia announced the
decision to postpone or review a large number of development projects.
This measure was taken so as to strengthen the national economy in the
face of the ongoing regional currency crisis. With these postponements
and reschedulings, the government seeks to restrain short-term import
growth, cconomize on foreign exchange ecarnings, and improve the

current account so as to-bring about a rapid improvement in the overall

economic situation.

In Presidential Decree Number 47/1997 dated November 1, 1997, the
fifteen of these projects were allowed too proceed. However, since the
enactment of the change of status of the fifteen projects, the monetary

crisis has intensified and spread beyond Southeast Asia. The value of

rupiah continued to depreciate as a result of excessive monetary

volatility.
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For that reason, 1t 1s considered necessary to cnact policy measures to
economizc on expenditures in 4ll scctors After conducting a Inuic
thorough review, with respect to the decision to continue implementation
of several government pi ojects, state-owned enterprise prujects and state-
related private projects, continuation ot which had previously been
announced on the basis of Presidential Decrce Number 4771997, 1t has
heen found that they would require €normous financing and could

undermine the government’s effort Lo overcome the monetary Crises

In connection with that problem, 1t1s considered necessary to revoke
Presidential Deuiee Number 47/1997, which is enacted in Presidential
Decree Numbe: 571998 dated January 10, 1998

Thc Projects that will have theu status restored to_be placed undei
revicw are Toll Road Semarang Scction C, Toll Road Ujung Pandang, Toll
Road Pondok Aren-Serpong, JAMSOSTEK Tower, Geothermal Tower
Plant Patuha (umt 1}, Geothermal Power Plant Asahan 1, Geothermal
Powel Plant Tanjung Jati A%, énd Geotheimal Power Plant Tanjung Jati
sc» The Projects that will have theut status restored to be postponed aic
Toll Road Aloha Waru-Tamung Perak, Geothermal Power Plant Karaha
(Stage 1 PLN]), Geothermnal Power Plant Sarulla, (-eothermal Puwer Plant
Darajat Umit I and Il Combined Cycle Power Plant Palembang Timur,
Build and Operale of new airport to replace Polonia-Medan Airport, and
Improvewment of Meteorological and Geophysical Equipment

€ \mira\Um revist\ PRENGUSS8 1
1711795 13233

P
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DECREE OF THE PRESIDKNT OF THE REPUBLIC OF INDONESIA

NUMBER 5/1998
CONCERNING

THE REVOCATION OF PRESIDENTIAL DECREE NUMBER 47/1997
CONCERNING THE CHANGE IN STATUS OF SEVERAL GOVERN MENT
PROJECTS. STATE-OWNED ENTERPRISE PROJECTS AND STATE-
RELATED PRIVATE PROJECTS THAl HAD PREVIOUSLY BEEN

Considering 3

¢

POSTPONED OR PLACED UNDER REVIEW

PRESIDENT OF THE Rk PUBLIC OF INDONESIA

that 1 the context of cfforts to overcome the monetary upheaval that has
occurred 1n Indonesia over the past few months 1l 1s considered
necessary to enact policy measures (0 economize on expenditures 1n all

sectors

that after conducting a more thorough review, with respcet to the
decision to contipue implementation of several government projects
ctate-owned enteipuse projects and state-related pnvate projects,
continuation of which had previously been announced on the basts of
Picsidential Deerce Number 47/1997 has been found that these
projects require epormous funds and will create great difficultes for the

effort to overcome the upheaval,

that 1n connection with this problem ft s considered necessary to revoke
Preuidential Decree Number 47/1997 conceming the Change of Status of
Seveial Govemnment Projects, State-Owned Enterpnise Projects and State
Related Private Projects that had Previously Been Postponed Or Placed Under

Review,

In Light of

PO
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In light of

To Enact

IRST

SECOND

i Anicle 4 paragraph (1) of the 1945 Constitution,
2 Presidential Decrec Number  39/1997 concerning the
Postponement/Review of Government Projects State-Owned Enterpnse

Projects and State-Related Private Projects

IT IS DECIDED

PRFSIDENTIAL DECISION CONCERNING THE REVOCATION
OF PRESIDENTIAL DECISION NUMBER 47/1997 ON THE
CHANGE OF STATUS OF SkVERAL GOEVERNMENT
PROJECTS, STATE-OWNFD ENTERPRISE PROJECTS AND
STATI-RFLATED PRIVATE PROJECTS THAT  HAD
PREVIOUSLY BEEN POSTPONED OR PLACE UNDEKR Rk VIEW

Presidential Decision Number 47/1997, concerniig the Change of Status of
Several (-ovemnment Projects State-Owned Lnterprise Projects and State-
Related Private Projects that had Previously Been Postponed Or Placed

Under revicw, 18 revoked

I he Projects meant in the Fust Point above will have thetr status restored as

follows

A DProjects placed under review @ Th‘& we v &
2} (" (4

1 Toll Road Semarang Scction C, @ o F\efw? s

2 Toll Road Ujung Pandang, b& 4 heawe b beeon

3 Toll Road Pondok Aren-Serpong cneled

4 Jamsostek Tower, (3

s Geothermal Power Plant Patuha (unit 1),

6 Geothermal Power Plant Asahan 1,

7  Geothermal Power Plant Tanjung Jati “A”,

8 Geothermal Power Plant Tanjung Jatt “C”,

Projects to be postponed

PB4



B Projects to be postponed

9 Toll Road Aloha Waru-Tanjung Perak,

10 Geothermal Power Plant Karaha (Stage 1 PLN),

i1 Geothermal Power Plant Sarulla,

12 Geotheimal Power Plant Darajat Unit I and I,

13 Combincd Cycle Power Plant Palembang Timur

14 Build and Operate of new airport to replace Polonia-Medan Aurport,
15 Improvement of Meteorological and Geophysical Equipment

THIRD Thus Presidential decree comes into effect on the date of enactment

Lnacted n Jakarta
On January 10, 1998
PRESIDENT OF THE REPUBLIC OI' INDONESIA

SOEHARTO

P 85
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Seven projects
) .

JAXARTA (JP) The government announced last mght that it
was shelving seven megaprojects and put another eight under
review for the second time in five months

The decision was contamed wn a decree signed by President
Soeharto yesterday Mimster/State Secretary Moerdiono was
quoted by Antara as saying !

The news agency saxd Moerdiono phoned ) with the story

The 15 projects — eight power projects four toll xread pro-
jects one awpart project, one bulding project and one equip-
menl-provision project — were amang dozens origmally
shelved or reviewed m September m a bid to save balhons of
dollars of badly needed foreign currency

They were revived Nov 1 but the presidential decree anly
became known to the pubhc a week after 1t was signed

When news of their resturection came, there were allegations
of nepofism because they were projects tied to politically well-
connected business groups

The sadden about face also raised doubts about the gov-
ernment’s commitment and abihty to see through tough eco-
nomic reforms

The latest decrsion was taken by the government 1o reaffinn
s comnutment to handle the monetary cnsis Antara sad

The government had mtended to continue with the projects,
but after another review, 1t was learned they required huge
fmancing that could undernune the government’s effort to deal
with the monetary crists, Moexdiono said

Thats why the President decided to shelve them,” he sard

One of the projects affected 1s the controversial Tanjung Jaty
C power project m Jepara, Central Java The 1 320-megawatt
(PAW) coal-fired power project worth $1 77 bithon was award-
ed to Consohidated Electric Power Asia (CEPA) Indonesia m
rewand for 1ts willingness to reduce the price of another power
project, Tanjung Jat1 B also m Jepara

Other power projecis mclude the 1 320-MW coal-fired
Tanjung Jati A power plant, also in Central Java bemg devel-

k) )
T U -

[N F i‘ﬁl
- \ s a2
shelved again- -
3

oped by a consortwm made up of President Soeharto’s daugli-
ter Sth Hediats Prabowa and the Bakne Group, the 330-MW
Sarutla geothermal power project »n North Sumatra owned by
a consertium of the U.S Unocal Cerp and the Nusamba Group
of Muhammad Bob' Hasan and the 55-MW Patuha geother-
mal power plant in West Java by a consortium controlled by *
Cahformia Energy

The other power projects are the Karaha geothermal power
plant, umt one and two of the Drajat geothermal power plant,”
the Asahan I hydropower plant and the Palemibang Timur com-

bmed-cycle power plant in South Sumatra, which is sponsored
by PT Astra International (emb/prb)

-

! Projscts put imderreview '

No, Praject Vallue (USSm) Locatlon
M1 Semarang Sechan € tofl oad na C. kva
&2 W 3 10ad 51 S Sulawes
3 Ponk Aren-Serpong toll read na A Java
N 4 Jansostktower project na Jakarta
6 @ala 1 geotharmal power plast 95 W Java
6. Asahan ) bytopowes plant 160 N Sumatra
7 TarungJat A slesm gower plart 1.56) C Java
8 Fargung Jab C eleam powar pant 1770 C Juva \

| Projects postponéd”

Ho Prajeci Vatue UISSm) Locahon
{  Aigha Wane-Tg Perak ol road 247 E.Java
2 Karaha { gecthenmal power plard 380 W Java
3 Sanita geothennal porasr plant 330 N Sumafra
4 Darajat | 2 goothesmal powsr plam 475 W Java
5 Pdambang Timur combnied cycla

perwvar phanl 1695 S. Suratra
6. Construchon and management ol v

auport ; Medan Ra N. Sumatra
7 improvemem o mateoroogal

and geophysieal equiprment pecgedt na

N7
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INTERNATIONAL MONETARY FUND v °F
WASHINGTON, D. C. 20431

CABLE ADDRESS
INTERFUND

ASIA/PACIFLICw

4 FEB 98 » :Jggluary 23, 1998

e

Mr. Lengkap Bangun

Chairman

Association of Depositors of SBU Bank
Nibung Raya 154

Medan 20112

Indonesia

Dear Mr. Bangun:

Thank you on behalf of Mr. Michel Camdessus, Managing Director, International Monetary
Fund, for your recent letter on behalf of the Depositors of the Liquidated Banks in
Indonesia. Its contents will be brought to the attention of the Managing Director and shared
with all relevant parties in the Fund.

Sincerely,

Pamela J. Bradley
Chief, Public Affairs Division

External Relations Department Ce: o

MR. FISCHER
MR. OUATTARA
MR. SUGISAKI
EXR

APD -

“OAP

MR. CROSS
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To: Mr. Alberto Mulas January 22 1998

From:  Stanley Fischer gF

Subject: Your mission to Indonesia

On behalf of IMF management, let me say how delighted we are that you have agreed to visit
Indonesia to work on the corporate debt problem. In Jakarta you will be joining Mr. Kenn
Pent, former Executive Director of the Bank of England, who should be arriving there

today, with the same mission.

You will be working with Mr. Bijan Aghevli, Deputy Director of the Asia Department, who is

heading the current mission to Indonesia. The mission includes staff from the World Bank,

which whom we are collaborating closely in Indonesia; the Asian Development Bank is also

playing an important role in banking sector restructuring. The Indonesian government has

22 JA 98 1z S4agreed to the appointment of a high level IMF representative in Jakarta, who will have direct
access to the President. That representative, who is likely to be Mr. P.R. Narvekar, former
Deputy Managing Director of the IMF, should arrive shortly, and you wouid then report to
him. You should also feel free to contact me directly as necessary.

ASIA/PACLFIC=

1. The extent of the corporate debt problem in Indonesia is difficult to determine. Most
observers say that at the highly depreciated exchange rates of recent days, most companies’
liabilities exceed their assets. IMF staff now in Jakarta has made a calculation at the
aggregate level that tends to support this view. However, it is not clear why devaluation and
inflation have not significantly reduced the real value of the domestic debts of many
corporations, and why the prospects for exporters have not improved in a way that should
improve the positions of some companies.

2. It is also common wisdom that the rupiah will not stabilize until a plan is announced for
dealing with the corporate debt problem. Here too a note of caution is necessary, since the
political uncertainties associated with the President’s health, succession, and intention to carry
out the IMF program, must play a critical role in determining the exchange rate.

3. The first need is to try to determine the extent and nature of the corporate debt problem,
particularly how much of it relates to external and how much to internal debt. In doing this,
Mr. Kent and you will have the full assistance of the mission headed by Mr. Aghevli.

4. Tt will then be necessary to develop a framework in which debtor-creditor relations can be
dealt with. Given reports that few Indonesian companies are servicing their debts, most
creditors must already be showing some form of forbearance. Until the economic situation



stabilizes, and perhaps unless the currency appreciates, continued forbearance 1s likely to be
necessary On the domestic side, this will create difficulties for the banks, a problem which 1s
being dealt with separately by the Fund mussion Stefan Ingves, Deputy Govemnor of the Bank
of Sweden, 1s now 1n Indonesia working on banking sector reform and restructuring together
with Fund and Bank teams

5 We would like to make rapid progress on the corporate debt 1ssue, and possibly have
preliminary recommendattons for the Government of Indonesia early next week

e

6 The Indonesian government, working together with the Government of Singapore, has
appointed a small group under Mr Radius Prawiro to help deal with the external debt of the
corporations held by Singapore banks The group contamns some prominent businessmen and
one or two people formerly in government service The precise function of this group has not
yet been defined, and we have asked the Singaporan authonties to develop a terms of
reference so that we can understand their mandate and its restrictions You may find this a
useful group to work with, and I am sure you will want to meet with them However, you
should not feel constrained to accept either their mar Jate or the current constitution of the
group, and could propose some other institutional arrangements on the Indonesian side

7 Gaven the current vacuum on this 1ssue, whatever Mr Kent and you suggest will likely set
the pattern for dealing with this problem 1n Indonesia As you well know, there 1s a clear
tendency n such situations for both the creditors and the debtors to see virtue 1n the
government’s solving the problem We would prefer that to the maximum extent possible, the
solution mvolve negotiations between individual debtors and creditors, rather than groups of
creditors and debiors, and that government financial 1nvolvemenfb— avouded, or -- 1f

absolutely necessary -- be mmimized Wil

8 We need also to bear in mund that whatever is done in Indonesia could serve as a
precedent for dealing with similar problems in other countries 1n the region In formulating
any plan to deal with Indonesia’s corporate debt problem, we will need to give due regard to
the delicacy to the financial situation in the region, and the driving concern behind Fund
programs to avoid countries having to impose an overall standstill on debt servicing

Good luck, and thank you for taking on this assignment

cc The Managing Director
Mr Ouattara
Mr Sugisaki
Mr Boorman
Mr Neiss
Mr Aghevh
Mr Kent
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From Michael Cross

To MLH1S PO20 SANJARIA
Date 1/22/98 6 28pm
Subject Mr Zamani's complaint about comments on Indonesia -Reply

OK The MD has asked me to ask Hubert Neiss to draft him a memo 1n response
to Mr Zamani The MD was annoyed by the tone of Mr Zamani's note the last
para of which he regarded as pompous and arrogant He asked that the response
should say (1) th-+ he 1s surprised at how much credence Mr Zamani gave to the
article and (2) thst he should concentrate more on the MD's statement to the
press in Jakarta

>>> Shailendra Anjaria 01/22/98 06 22pm >>>
Just saw 1t

May I suggest you cc 1t to Jack Boorman also”
tks

CcC MLH3S POO5 HNEISS, MLH3S POO5 OGOODGER
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To: The Managing Director January 14, 1998
From: Zamani Abdul Ghani =~ "= p// 474
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< / -
Subject: “Rescue Plan For Indonesia In Jeopardy”, Washington Post, January T 199\§
{
i

I would like to draw your attention to the attached news report in ch@n
Post of January 7, 1998 on “Rescue Plan for Indonesia in Jeopardy”, particularly the adverse
role played by Fund officials in the report. In paragraph 5 of the report, IMF officials were
 stated as saying that .. the fault lies mainly with the Jakarta regime for failing to follow

| through on pledges to restructure the nation’s economy that were made in exchange for the
| bailout”. Furthermore, a senior Fund official was quoted in paragraph 7 as saying, “We would

'like to see the senior leadership in Indonesia stand up and be counted on the reforms. ... I
think the markets are asking themselves the question of just how much the senior Indonesian

leadership is committed to this program, and particularly to the reform measures that affect
the family” (of Indonesian President Suharto).

The authorities and my office regretted that such premature statements were made
as they add further to the jittery in the financial markets and unnecessary panic among
Indonesian citizens. They, in a way, strengthen the fears of a worsening in the Indonesian
economic and financial situation should further drawing from the Fund’s SBA be halted.
Furthermore, the statements catalyzed speculations by various parties over the future of the
Indonesian leader which had dampened the sentiment further. The Indonesian rupiah fell

sharply and negatively affect the performance of regional currencies, especially the Thai baht,
Malaysian ringgit and the Singapore dollar.

It is hoped that in future Fund officials should be careful in issuing such statement.

' No doubt the Fund has been criticized for its handling of the Asian financial crisis. On its part,

the media should not be the channel to express disappointment over shortfall in the
authorities’ commitment to reform measures under a Fund program. Instead, it should first be

sorted out with the authorities. Only after the Board has met and discuss the subject
thoroughly should any statement be issued.

Attachment

cc:  Executive Directors
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Rescue Plan
Hor Indonesia
I jeopardy

By Paul Blustein
and Sandra Sugive a
Wa patrl oot g

The £43 biduon nternational res
cue plen for Indonesia s economy 14
n danger of commng unstuck gov
ernment officials and private ana
Ivsts warncd vesterday 25 the Asian
nation s currencv plunged to a re
cord low and ns government an
nounced a budget that failed to mest
targets set bv the countiys cred
tors

Indonesia s troubles are Jhe latest
sign that Asias financual onisis 15
worsening despiie more than $100
bidlion mn terpational balouts that
have beer mustered bv the Interna
tional Monetary Fund for scveral of
the region s once-p1 oSperous eLono
mies

The currencies of indonesia Tha
land Malavs a and the Philippmes
have hit new lows on each hading
day of the new year And yesterdav
the Indonesian rupiah—which lost
56 percent of its value agamst the
dollar last year—agam fell the fur
tnest dropping 15 percent In morn
mg trading todav Southeast Asian
currcncies were down agan ted by
the rupiah & 7 5 percent decdme

The ielentless tarmoil 1 Asian
markets 1s mtensifving worres that
the IMT led rescues are faling t,
reverse the region« shde toward
economic and polincal Lhaos Souh
Koreas 857 hillion balout the hie
g-st ever h ¢ to be ~trengthened
two weeks ago because capital was

contimung to flee the country fore
mng the IMF and the world s richest
countries to speed loans to Seoul
ahead of schedule The free fall of
the rupiah 1s raising the prospect
that Indonesia s rescue package w.ll
also have to be supplemented or
altered i some significant #v

BionvEsDAY JOLgy 7

g

IMF o1fcials acknowledged ves
terday that the IR T
18 becomng particularl, worrsome
but they said the faul. lits mamlv
with the Jakaria regume for fading to
follow tnrough on pledges to restruc
ture the nation s economv that weie
made :1n exchange for tne bailout
Chinton admumstration officias
who have been heavily involvet
designmg the IMF packages ho'!l
similar views althougr they d=
chned to be quotes vesterday
“We wou d hke to see the sensor
leadership in Indonesia stand up and
be counted on the rejorms  a senor
IMF official sard “I think the mar
kets are asking themselves the ques
tion of just how much the semor
ndonesian leadership 18 commutted
}o this progiam, and parocularly to
the major reform measures that a1
fect the famuly” of Indonesian Pres:

{ident Suharto A numbper of Subario s

relatives own or control giant compa
nies that would lose lucrative sabsi
dies and benefits i the IMF's pre
scriptions were followed faithiuily
One possible outcome s that the
IMF, which disbursed $3 b lion m
loans to Indonesia in November, will
refuse to approve a second mstali
ment of $3 billon that 1s scheduled to
be advanced m mud March after a
review of Indonesia s performance
Government sources stressed that
a deciston 15 far from bemng made
but the sentor IMF oxrfical s ¥t
will be a hey moment for oll of
us—not just the Indonesians but for
all of us trymng to thunk through how
to deal with this situation successiul
1 3
d Andlysts said the budget unverled
vesterday by Suharto made a sus
pension of IMF assistance much
more likely beeause Jaharta was fail
1ng to fulfill promises to run a budget
surplus and was balkmg at cattng
spendimg on politically popular items
that the IMF vie &s as mefficient such
as gasoline subsidies
“The next step will probabiy be the
IMF freezing the forwarding of sunas
to Indonesta, pending a revision of th
budget’ said David Durrant a »enior
currency strategist at IDEA a New
Yorh pased mternational econonuc
consultancy “That will create a lot
more concern within the Astan re
gion, which 1s exactly what the Asian
region doesn t need at this time ”

ian Bailout ?jﬁégﬁgﬁﬁé

IMFand US officialy are 4

W0 restore stability 1n Indonest %21?55
ecause of the mmpact an EConomic

collapse there would have ¢n ths
economies of its neighbors and part’xw
because the glant multra 147 areh,
pelago has a histor 7 of Lioody confliet
between tne Mushm maonty ard b,
small ethnic Chmese Y ff -+
controls the bulk of the wealth

Indonesta could move from 4 fr

rancial crists to a poltical crists to an
ethmic pogrom ” said David Hale an
~comommust at Zurich Kemper Invest
ments 11 Chicago “This thing 1s il
VETY serious ”

A collapse of the Inaonesian res.ye
wouldn t necessarily raie the msks of
an interpational financial crsis that
IMF and US officials have feared 1n
the South horean case

The worrv i Korea has been that
ihe counvry would run out of the U §
dollars Japanese ven and other ‘hard’
currencies 1t needs to vay its short
term debtsto foreigrers And because
those debts are owea manly by large
Korean barks the danger 1s that a
default wou'd cause 4 run on the
nanon's bankmg system that would
spread to creditor banks shroad

Indonesia holds substantial curren
cv ressrves accordmg to IMD offf
cials and much of the S80 hillion that
1t owes *0 mdjor foreign financial
mshitubions 15 owed bv prvate con

glemerates and companies rather
than banks Many of them have re-
pertedl gone mto virtnal default to
foreign creditors because as the Tupt
a" tumbles thev become less able to
pav debw owed 1 dollars But pursu
g banki uptey claims in the nation s
tout ts1s nowrioush difficult, »0 many
lenders have refrained from pressing
the matter atleast for the time be ng

One of the factoss driving the rupi

ah lover m recent davs has been
concern about Suhartos health and
he prospect that a succassion battle
could trigger el stnfe IMT officials
said odher factors mught also be re

spunetble for the currencys weak

sess meluding unusually high pay

ments due this month on Eurobond
debt that coutd be forcing Indonesian
companies to scrambie for dollars

Whatever the reason, analvsts

broadly agreed that currencies are
falling 1n Southr ast Asia because local

citizens and businesses are trading 1n
local currencies for desoerately need
ed dollars
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Draft 1/22/98 -10 30 pm

Restructuiing Plan for Indonesian Private and Public Banks

The objectiye of the banking system restructuring plan 1s to restore confidence rapidly by
offering full protection to alf depositors and creditors, and by establishing an Indonesian
Baunk Restructuning Agency (IBRA) Sevcral of the measurcs will require mmplementation
through legislation or emergency decree Key elements of the bank restructuring plan are to
be announced by the President on [Friday January 23)

Guarantee

}
1 The government of Indonesia will guarantee all depositors and creditors of all
locally incorporated commercial banks, including state banks, except shareholders,
subordrnated debt holders and commitments that obviously contravene sound banking
practices

® Arrangemen{s: will be made so that all payments can be effected promptly

L] Payments will be made on provision of appropriate documentation, concerted efforts
will be made to combat any attempts at fraudulent exercise of the guarantee

® The guarantee 15 cxpected to last for at least two years, and will be termnated only
after notice of at least six months The guarantee will not be discontinued until the
banking system 1s sound The guarantee will be promulgated by emergency decree

° At the texmination of the guarantec, 1t will be replaced by a deposit msurance system
The deposit insurance system will be announced at Ieast s months before the
termination of the guarantee

L] Liabiitties and other columitments denominated 1n forcign currencies are to be paid 1n
rupiah at the market exchange rate prevailing at the time, as detenmined by Bank
Indonesia (BI)

2 In exchange for the guarantee BI will exercise enhanced supervisory functions

L All banks will sign a contract with BI recognizing the authority of BI to exercise its

enhanced supervisory functions and the authonity of IBRA to intervene in banks
facing financial difficulties

] In order to prevent abuse of the guarantee, BI may determine a maximum interest rate
on deposits, set at a maximum spread over the average 1nterest rates offered for
different matunities by a representative sample of banks BI will collect and publish

@
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such information on the representative nterest rates at least weekly In addition, BI
may set, bank-by-bank, a maximum tate of growth of credit for individual banks, on
prudential critcria

L To prevent fraud, BI will subjeet all institutions to supervisory scrutiny

Indonesian Bank Restructuring Agency

3 The government will immediately establish an Indonesian Bank Restructuring
Agency (IBRA), with a hfespan linuted to the duration of the restructuring process

L The main objective of IBRA will be to restore the banking sector to financial health at
minimum cost to the government Various methods will be employed to achieve this
objective mcluding mergers, {inancial restructuring and operational restructuring

L The IBRA will be an autonomous agency, directly responsible to the newly
established High Council under the chairmanship of the President

o A Board of Directors for IBRA with competence, independence and integnty will be
responsible for ensuring approprnate standards of governance

] Initial staff will be seconded from BI, the Mtnistry of Finance, the relevant public
and private instituttons, and forcign specialists Facilities will be provided by BI

4 BI will identify those commei cial banks whaich are to be reviewed by IBRA coleaa,

° These banks will sign a contract with IBRA and operate under specified operational
guidance

. Outside consultants will pet foim ndependent reviews on these banks by [31 July
1998]

° Sharcholders of these banks will be 1equired to prepare rehabilitation plans and to
recapitalize the bank i accordance with transparent criteria and the findings of the
reviews

o Banks which are unable to rehabilitate and recapitalize themselves as required by

IBRA will be subjected to restructuring under the authority of IBRA
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5 IBRA assumes full authonity for all banks 1t has determined will be subjected to
testiucturing
o These banks will enter into a contract with IBRA setting out their various operating
and financial obligations, and making senior managers and directors personally hiable
for gross negligence and wilful misconduct m the unplementation of these contiacts
L] IBRA will assess the relative costs of capital njection, merger, take-over, or other
restructuning It wall target 1ts review also to assess to what extent problems are
causcd by bad banking rather than cxteinahties If recapitalization 1s the least cost
option, or if the bank 1s one of a mited number of 1dentified “systemically important
banks”, the IBRA will provide subordinated debt and/or capital Any subordinated
debt will be converted to equity 1f not repaid
° Equity of existing shareholders will be written down or extinguished according to the
amount of capital injection made by the IBRA
® Insofar as the IBRA acquires ownership of (part of ) a bark, 1t will seek to sell that
ownership as soon as this 1s commercially attractive, and 1n any case within the
lifetime of the agency
° Remaining restrictions 1n foreign ownership of banks will be hfted to help
maximizing the value of recoveries and 1n recapitalizing the banking sector
o Any capital or subordinated debt infusion provided by IBRA will be accompanied by
steps to reduce moral hazard, including gencerally a change 1n management
6 Probiem assets in banhs under IBRA’s authority will be placed 1n a specialized
worh out company owned by IBRA
] Assets will be evaluated n accordance with transparent criteria established by IBRA,
sufficient problem loans will be left on the books of the rehabilitated banks so that
such banks’ problem loans are not brought below roughly the average level of
problem loans for healthy banks Sales will be on the basis of professional evaluations
prepared by IBRA consultants
o IBRA will dispose of thesc assets so as to maximize 1ts return on them
7 Liquidity support will continue to be provided by BI to those banks outside

IBRA'’s authority only for the management of short term fluctuations

Such BI lending will be for no more than scven days, and at a penalty interest rate

4

P av
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] Repeated recourse will lead BI to recommend the review of the bank by IBRA as
indicated above

8 All unrecovered costs of IBRA, as well as possible costs resulting from the

cxercise of the guarantee will be borne by the government through the 1ssuance of

bonds at a market-1clated interest rate The servicing costs will be incorporated 1n the
budget

L In return for the guarantce, bank will be required to pay a fee to IBRA, based on the
size of theur liabilitics
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SUMMARY

Issue Indonesian Presidential Decree No S 1998 dated 1/10/98 postponed without cause PLTP Darajat
Unit T and IT Geothermal Power Plant projects being exccuted by Amoseas Indonesia jointly owned by
Chevron and Texaco ( Note that Darajat Umit I and II stated 1n the decree are correctly referred to as
Dargjat Unit Il and III in the text below)

History ,

Chevron and Texaco (C&T) have been involved in Indonesia for more then a half century through its
affillate P T Caltex Pacific Indonesia (CPI) Jointly owned by C&T CPI produces over 750 000 barrels per
day of o1l as a Production Sharing Contract (PSC) operator for the Indonesian national oil company
Pertarmina (PN) This production 1s well over half of Indonesa s total o1l production and accounts for a
significant amount of Indonesia’s GNP C&T fund the capital development of CPI through use of their own
company equity “

A sister company to CPI Amoseas Indonesia (AI) similarly owned by C&T was formed 1n 1970 to cxplore
for and produce crude o1l and natural gas 1n all areas of Indonesia outside of CPI s area of responsibibity —
Sumatra While being involved in o1l and gas development in Indonesia, Al also recognized the value of
another 1n-ground natural resource —~ steam Indonesia s volcanic activity referred to as the ring of fire
has created a geologic condition which traps steam underground at high pressure, much as o1l and gas are
With similar technologies for o1l and gas aiready 1n hand 1n 1984 Al signed a joint operating contract
('JOC”) with Pertamna for the exploration and development of the Darajat steam resource and an Energy
Sales Contract (ESC) with the national power company PLN This contract along with Unocal s Salak
contract were executed contermnporaneously and were the first two geothermal contracts signed 1n Indonesta
Ininal evaluation of the resource indicated that reserves existed for at least one steam driven power plant of
55 Mega-watts (MW) This natural resource provides a ‘green , renewable and non-exportable source of
energy to dnve power plants

After conducting further exploration development of the plant and field began i 1991 and AI began
selling steam to PLN for use 1n their 55 MW Darajat power plant Darajat I (DJI) n 1994

Current and Fyture Plans

Concurrent with the development of DJI, Al began an exhaustive program of reserves delineation to
determine the extent of the resource at Darajat Simultancously at the request of Pertarmina and PLN, 1t
Lbeaga.n negotiations on amending the JOC and ESC to provide that Al would build, own and operate not only
the steam field, but also the power plant in essence selling electricity to PLN, rather than steam This
request from Pertamina/PLN was due to their lack of funds to build the plants themselves, which they were
contractually required to do anyume Al gave notwce of its intent to proceed with steamfield development
Completion of the amended coniracts 1n 1996 coincided with definition of an additional 70MW cf rescrves
and plans were begun to construct Darajat II (DJ II) which 1s referred to 1n several Indonesian documents as
‘Darajat Plant 1’ The amended contracts allow for development of up to 275 MW of electricity and
obhigated PLN to take this amount (actual ‘take or pay 1s at 85% for each Umit) if the reserves of steam to
generate {t are present

C&T, through Al took on an Indonesian national partner, Prasarana Nusantara Jaya (PNJ) managed by the
Tahyja group which hold 20 1% of all future development rights to Darajat (excluding DJI) Together we
have designed a power plant for DJ IT which 1s slated to come on-line in the third quarter of 1998 The
project 1s approximately $125 MM US of which over $80 MM s already spent (Spending will continue at
the rate of about $5 MM per month over the next several months) This project 1s financed with equity from
Chevron and Texaco, though PNT does have a cash secured bank loan for their share

It has long been thought by Al that the Darajat resource has 250 - 300 MW of total reserve potential  while
these first 2 plants account for only 125 MW Al has recently determned that reserves clearly exist for a
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Darajat III plant of 70 MW (referred to 1n Indonesian literature as Darajat Plant 2 ) and infrastructure
development has begun Under the terms of our Engineering Procurement and Construction { EPC )
contract with Stone & Webster consortium  both DJ IT and DJ III are covered by that contract In 1997,
the instruction was given to the contractor to begin construction of the turbine generator for DJ III Al has
already 1nvested upwards of $25 MM in commitments for DJ III through use of C&T and PNJ equity
Discussions have been held with PNJ for C&T to provide them with a loan for their share of DJ III rather
than having them go for outside financing

As mentioned above, the JOC and ESC 1n place define the economic terms for all development at Darajat
for these and future plants Darajat IV and Darajat V, if reserves exist for that magnitude of development
The JOC 1s executed with Pertamina a state owned entity and the ESC was originally executed with PT
PLN (Persero) the state owned himited liability electric company P T PLN (Persero) has since assigned
the contract to P T PLN Pembangkitan Tenaga Listrik Jawa Bah I aka ‘PJB I' 1n a restructuring of PLN
that took place 1n 1996/97 At that ttme PLN hoped to floart shares of PJB I to the public but that has never
materialized It 1s important to note that 1n relation to the recent Presidential decrees the government of
Indones:a 1s not & party to either contract and there 1s no provision in either contract for ‘postponement by
Pertamina PLN or the Indonesian government The only proviston relating to events of force majeure
provides that only C&T can claim Indonesian government actions as an event of force majeure such that we
are not obligated to perform under the contract Neither Pertamina nor PLN can use Indonesian
governmental actions as an excuse not to perform

Essentially, the only oblhigations of PLN under the ESC contract are to purchase the electricity and to
construct the linking transmission facilities (e g the switchyard) Neither Pertamina nor PLN ar obligated
to spend funds 1n the plant construction As mentioned above all funds expended by Chevron and Texaco
are equity funds—a point that secms to have escaped the Indonestan government officials of the tnvestment
coordinating board Our understanding of the decrees related to infrastructure postponement was that their
intent was to postpone or review projects which required mayor financing by export credit That 1s not the
situation here but we have learned that the officials who originally put Darajat on the list a) did not know
that construction was already well underway and b) believed that the project had not yet commenced
because there was no approval of a financing package by their office—the latter 1s understandable because
there was no financing package to approve and the former resulted from the officials failure to consult with
either Pertamina or PLN when putung the list together (We do note however that Unocal’s Salak project
(executed contemporaneously with Darajat) for which Unocal has an influential local partner connected to
the President 1s a continued” project even though 1t requires significant export credit financing) Two
other geothermal projects have also been listed as ‘continued projects” both requirtng export credit
financing Members of the Presidents famuly hold interest in these projects Darajat has lowest contract
electricity price of all geothermal project

The problem appears” to be that Darajat has been lumped together with projects which 8) have not yet
commenced or b)for which financing has not closed or c) require the expenditure of large amounts of state
funds in the construction phase The problem persists because 1t continues to be lumped with these other
projects The easiest way for the Indonesian govt to sausfy the IMF about “postponed’ projects 1t tried to
conttnue 1n Decree 47 of 1997 was by annulling that decree (which 1t did by Decree S of 1998)

There was little ume for the govt officials to separately consider the situation tn Darajat or to try to handle
1t by a special decree of 1ts own therefore 1t went back on the postponed’ list by default On the othe
hand, if the reason for ‘ postponement 1< that the govt 1s saying 1t will not let PLN pay for the electricity
when the plant comes online in late 1998 that would be a breach of the contract and would have serious
ramifications to tnvestment n Indonesia Additionally if a condition to IMF bailout 1s that PLN * postpone ’
its electricity purchases under executed contracts that too would be a breach of contract with serious
implications for American investment 1n Indonesia  We do not have any reason to believe that these latter
two scenarlos are the case but until we have a definitive decree removing Darajat from this postponed list
wo are operating (and spending money) under a cloud of uncertainty We cannot mothball the project
without incurring significant additional costs cancellation costs and deterioration of existing construction,
not to mention personnel difficulties It 1s simply not appropriate, economic legal or feasible to postpone’
this project at this stage



From Margaret Kelly

To Hneiss
Date 1/22/98 1 02pm
Subject Indonesia

I looked at the TOR sent from MAS on the corporate debt issue

They are fairly vague The 1ssues that could cause concern 1s the suggestion (
last point) for the government to allocate part of i1ts foreign exchange to
viable Indonesain borrowers strictly for debt servicing) But this suggestion
1s not clear - 1f the corporations have the rupiah they don't need a special
deal with BI,

I think the main message that needs to be given to MAS and the Indonesians is
the need for coordination among all parties invovled in providing advice to
the Goverment

cc SFigcher



From Margaret Kelly

To Baghevli JFelman
Date 1/22/98 12 56pm
Subject Indonesia

1 The LEG department wanted to know 1f you have the revised performance
clauses etc I've said that we have not seen anything yet but assume that
there 1s time when the misison returns to Washington to circulate the
revisions ( this on the assumption that the review and next purchase i1s not
accelerated)

If otherwise, or 1f you have something that you want departments to look at at
this stage let me know But given your other concerns I can understand that
this 1s nto hihg on your list

2 Fischer's office put through a call to me this morning from Herman
VanderWick from London ( he 1s with one of the three Investment banks that
advise the Indonesian Government ) He was expressing hs concerns about the
need to do address the financial and corporate debt issues and indicated what
they are advising BI to do and what data they have I said youmwere meeting
with their people inJakarta ( he knew that) so 1 assume you have any info I
have I will put a brief note together later - but 1f you want any details
earlier give me a call

cc Hneiss, Spratt



From Margaret Kelly

To Hneiss
Date 1/22/98 1 03pm
Subject Indonesian

The French ED wants to know 1f you plan to brief the Board on Indonesia

The German office asked 1f I would meet them for 20 minutes - I can do the
latter and also brief the French but wanted to check with you first
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INTERNATIONAL MONETARY FUND

January 21, 1998

To: Mr. Neiss

You will be interested in the attached Reuters report quoting
London analysts that Indonesian banks are repaying foreign
currency debts in rupiah.

You may wish to ask the mission to verify the accuracy of this
report. In due course, we will need to be prepared to confirm or
deny it.

Attachment

cc: Mr. Fischer
Mr. Ouattara
Mr. Sugisaki
Mr. Boorman
Mr. Cross

S.J. Anjaria h
(12-518, ext. 38357)




EMERGING MARKETS-Rupiah repayments the last resort Wj-/

By Mike Dolan

LONDON Jan 20 (Reuters) - Indonesian banks have been
repaying distressed hard currency debt in rupiah for more than a
week, a worrying development that could bring the country's
financial crisis to a head London analysts said

The repayment of dollar-denominated loans in rupiah at
current rates has only added to selling pressure on the
Indonesian unit and I1s aggravating the crisis they said

Either Jakarta decides to guarantee a selected amount of the
outstanding debts or the failure of the currency to recover will
force the country to call a unilateral halt to repayments and a
nationwide debt moratorium

"It looks more and more fike they will have to opt for the
Chilean solution from the 1980s and allow the central bank to
provide dollar iquidity to a number of key corporates and let
the rest sink or swim " said one analyst at a European bank 1n
London

Bankers in London who declined to be quoted because of the
sensitivity of repayment negotiations confirmed reports from
Singapore on Tuesday that repayments in rupiah have been seen
for at least a week and In increasingly significant amounts

Companies unable to find scarce dollars on the local market
are asking Indonesian banks to accept foreign currency loan
repayments in rupiah rather than dollars The banks are then
negotiating similar deals with western bank creditors

"Many creditors are beginning to think it 1s better to
accept dollar debts in rupiah rather than run the nisk of not
getting paid at all " said one analyst at a European bank

"The rupiah 1s then being immediately hedged though the
foreign exchange market and 1t 1s exaggerating the rupiah's
weakness - and ultimately the whole situation '

Indonesia's huge private-sector foreign currency habilities
have spiralled as a result of the rupiah's 75 percent collapse
against the dollar since July of last year

This has brought their ability to repay into question and
the consequent scramble for dollars to cover these loans has In
turn exaggerated the rupiah's slide A viclous circle has
ensued dealers sad

Indonesian President Suharto's statement last week that the
government would not bail out troubled companies sent shivers
through western creditors and has prompted some to accept rupiah
for the loans for fear of large scale bankruptcies

"What we've got in Indonesia is an unsolved debt crisis
Tight budget measures and IME commitments are all very well but
corporates and banks simply can't find enough dollars to pay off
these overseas debts and any that do appear locally are gobbled
up in a flash " said one analyst at a UK bank

'‘Until we get some 1dea of how these debts are going to be
dealt with, the rupiah will find 1t almost impossible to
strengthen "

If creditors were to hold the rupiah at current levels as a
punt on a sharp recovery in the currency, then there may be some
hope But none want to remain exposed to the ailing Indonesian
currency

Moreover the hedging of this newly repaid rupiah has
created disproporionate pressure on the currency in offshore
markets The recovery of the rupiah to about 7 000 per doliar
last week quickly reversed to more than 10 000 on Tuesday



2 000 business executives heads of state and top officials
Although Hillary Clinton 1s expected, her husband U 8
President Bill Clinton 1s not
REUTERS
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Estimates from the IMF and the Indonesian government put the
country's external debt at around $140 biilion at the end of
last year or about two-thirds of gross domestic product (GDP)
and of this some $20 billion was short-term

Around $65 billion of this lies in corporate hands and there
1s around $15 billion of commercial paper

The large number of Indonesian companies reeling from the
currency collapse makes a forum for restructuring the country's
debt extremely difficult analysts said

In South Korea, where western banks are currently rolling
over maturing hard currency debts and negotiating a
restructuring the debtors were mostly part of large
conglomerates and the government has offered to guarantee the
debts 1n any case

'The line on Korea was that it was too big to fail The
problem here 1s that we're still not sure that's the case for
indonesia," said one trader at a U S investment firm

((London newsroom +44 171 542 6762, fax 583 7239,
uk emergingmarkets news@reuters com))
REUTERS
Rtr 15 26 01-20-98

SUBJECT INDO SKOR BOND FX
Copynight (c) 1998 Reuters
Received by NewsEDGE/LAN 1/20/98 3 27 PM



Romania ex-refmin sees inflation up after VAT rnise

BUCHAREST Jan 20 (Reuters) - Romania's decision to raise
value added tax (VAT) will push up monthly inflation to about 20
percent a former cabinet minister said on Tuesday

Mircea Cosea, reform minister in the leftist government
ousted 1n November 1996 said official forecasts of a hmited
increase generated by the VAT rise would only apply "in a sound
economy "

"In this market, which relies largely on foreign goods the
higher VAT will boost retail prices by up to 28 percent " he
said

Consumer price inflation in the early months of the year
"will not be below 22 percent " he said

Under a government decree approved on Monday VAT will nse
four percent to 22 percent No VAT will be levied on household
electricity or thermal power and on fuel for household heating
VAT for most staple foods will nise to 11 percent from nine

"This was a desperate measure which Finance Minister Daianu
had to take because of the state of the 1997 budget when he took
over " Cosea said 'The budget is in bad shape as far as input
is concerned "

Some analysts estimated price rises will be confined to 10
percent after the increase

The Finance Ministry said the hike in VAT presented as a
cornerstone of reforms reflected a "new philosophy" of
Increasing indirect taxes and lowering direct ones in drawing up
the 1998 budget to meet International Monetary Fund demands

Daniel Daianu a technocrat appointed last month
acknowledged before the increase was approved that price rises
were inevitable But he stood by pledges to prune monthly
inflation to about two percent by June against 4 5 percent In
December

Raising tax revenue has always been difficuit in Romania
with tax evasion rampant despite heavy penailties

Although data on the 1997 budget were unavailable Finance
Ministry officials put the estimated budget deficit at 4 5
percent of gross domestic product in line with targets agreed
with international lenders

Romania introduced a uniform VAT in May 1993 but some goods
had reduced levels ncluding staple foods, while others were
exempt The introduction of the tax resulted in a monthly
inflation of more than 30 percent

((Lul Popescu Bucharest newsroom +40-1 312 0264))
REUTERS
Rtr 15 00 01-20-98

SUBJECT ROMA NIA
Copyright (c) 1998 Reuters
Received by NewsEDGE/LAN 1/20/88 3 01 PM
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@ Office Memorandum

To:

From:;

Subject:

Mr. Neiss January 21, 1998
Kadhim Al-Eyd Y™

Indonesia -~ Program linplementation

The rupiah plunged today, to close at 11,400; 16.3 percent lower than
vesterday’s closc. The muarker reacted negarively to press reports that Minister
Habibie is now the leading candidate tor the post of Vice President. President
Soekarto met yesterday with the leaders of Gollar and military commanders and
declared his readiness to serve for another five-year term. The rupiah slide also
reflects mounting concernis about the ability of Tndonesian banks and
corporations to meet their obiigations.

)

Share prices continued their upward trend. The index rose by 4 percent.

The National Economic Resilence Chminission held its first ineeting today
= -
under the chairmanship of President Soeharto. The President approved several
i 1
decrees enacting the fiscal. monetary and derzeularion measures contained in
o v pros
the Letter of Intent. Attached is an advance copy of the Press release, which will
be issued at 8:00 p.m. today (8:00 a.m. Washington time),

Attachments.
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To Mr Neiss Januwy 21, 1998
From  Kadhim Al-Eyd A
Subject [ndoresia -- Program Implementation
. The rupiah plunged today, to close at 11,400, 16 3 percent lower than

yesterday’s close The market reacted negatively to press reports that Mimster
Habibue 1s now the leading cand:idate for the post of Vice President President
Soeharto met yesterdav with the leaders of Golhar and military commanders and
declared his readiness to serve for another five-year term  The rupiah shde also
reflects mounting concermns about the ability of Indonesian banks and
corporations to meet therr obligations

. Share prices continued their upward trend The index rose by 4 percent

. The National Economic Resilence Commussion held its first meeting today
under the chairmanship of President Soeharto The President approved several
decrees enacting the fiscal, monetary and deregulation measures contamned in
the Letter of Intent Attached 1is an advance copy of the Press release, which will
be issued at 8 00 pm today (8 00 am Washington time)

Attachments
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The Prasident 1a¢ ssusd NPRES No 1998 'o the 'Yead L1 die
Caputal [nvestme 1t Crordinatinig Sowd (BKPM) to r2mu 7= hamiers
to foreigr investrient w palm ¢l plaptations, rdto comgicte
proce,sin 3 f gending apoucat ans o 2-esiden tal aopeey il
Investme 1t and p-oduction it 11 important s part indusd S
expected 0 imceise as a cesult

¢ The Presiden aasissusa KEPPRI S No 22 1998 estat lishing he
ngh of all farners ana Tacers to reely b y and »ell .love, to and
from all agents at a fres'y determmned market price  In adcition,
the Clove Susport and Ma keting Board (13°PC) shculd complete
all activities by June 30, 1998 at which tue 1t will be disbanded

¢ The President has 1ssued KEPPRIIS No 19/1998 ascigning
BULOG io manage che stable supply and siice of nce This
mear s that all agents are fes= to unport, buy and seil 11tyzes of
sugal

o At the same ime, the Pres dent his 1ssued INPRZS Mo 341998 ta
the Mimster 5f Agniculture, the Mimster of Home A 1irs 2and to
all Provincia, Governors to release farmers from all formal and
informal requirements for planting sugar ane

o The “iimuster of Industry and Tralde SK No 21/ MPP/K ep/1/1998
frees BULOG from the recponsibility of distnbuting Tour Flour
mullers will be permuited w sell or distnior t2 flour to any agent
effecttve Fetruary 1, 1998

In accorlance with the Memo andwr of Ecoromic end Finanzal
Policies, the Muruster of Industry anc Trade ha. been instructed to

remove v restrictiye market ng arr sigements for ceament pper and
plywooc and to prohubit orga uzatio 15 from torced marcing,

requiriny, fees or commusstons, setting production volum.s, and

setting n-arket shares or mark: ting areas

¢ Toaxcomphsh this the Virister of Indusir, and T~ d= 1ssued
Circ dar (Swrat Edaran) o 43/ VPP’1/1993 to romor = any
restrclions rn cament disinbutio, 'reluding an preluottion oc
restr ction on local rade mn brands

o The Minister ot Industry .nd Tradc also i.sued a let €1 to he
reles ant autt onties authorizing csment producars wih a general
cxporter’s li ense 10 expo * cement freely

o The Vimste of Industry .ad Trade has 19sued SK Mo
27N PP/Kep/1/1998 revicing the status aul role ot A2 INDO 0
the wood ndustry

e Tracenall ypes of paper will now be detr rmuned b/ the market

All of tte abave changes will become etfective Februw 1 1398
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Provincia, *  The 3r sident nas issued v ar ristrictions *@ all Provincial
Regulation Covermars tdirough INPRES \g 3, 06y profubitng iny

\nter eauon or restriction ntrade vithin ar berween Srovinecs
ORar/commodir, ~as 'dsructio " specifies Jhar 3]
commadities nc'uding cloves :askaws, armges wnd vanilia may
¢ Souzhtor old Y 3TV party across any distrct or provinciaj
bound. ry

v The P-xgidens 5 INPRES Vo 11998 aise requires t e immediate
enfor. ment 1 the arcaubition of ¢ tribus at 3l levels on export
goaods, and ne hag -structed the Mimster of Industry and Trade lo
renforce this by 'ssuung all necessar decrees immediale]y
Mmster of I dustry and Trade, tie Viimster of dome Affairs ang
the Minster ¢ £ Agriculture among others haye been instructed to
monticr and Lupe-ise the fy] Implementation ot thus decisiop

These measures ffill the first Stage ot the pro zram pr sented *o \he Intermnational
Monetary Fund on Januwry 13, 1973 The President continucs to verk on the nexr stage of
Program mplumentation
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PRESS RELEASE
Wednesdy, January 1, 1998

The Mational Econymic Resilience Commission
Annournces the First Stage of Implemeatation of the
Prograr of Economic and Financial
Reform and Restructuring

Thie President this moming chaired the first mezting of the Economic Resilience
Commiss.on whick reviewed the steps rejuired to effectively i nplement the first stage of the
Program of Eccnomic and Financial Refcrm and Restracturing. The President announced
afterwards a list of Goverament R.>gulations (PP), Presidential Decisions (KEFPRES), and
Prasidential Instructions (INPRES) whiclt have been signed, together with a wide range of
Ministenul decrees and ineasures. The P esident’s actions add-ess the revised Government
budget for 1998/99, and iraplemer t chanjzes in the financial and real sectors, as detailed
below.

The Budget The President has asked his Ministers t) complete as quickly as
pcasible revisions to the proposed Govimment budget for
FY199&/99. Theve revisions should be based on the assumptions of
(9% growtk, 20% nflation, and an exchange rate stabilizing at Rp
£,000/USS. He has also instructed his Ministers o incorporate the
Reforestation Fur d and the Investment Fund (RDI) into the
Governmeat’s bulget, and to sufeguard budget allocatiens for basic
health and education.

The National Car - ICEPPRES No. 20/1998 cancels KEPPRES No. 42/19%6 on the
¢stablishment of the National Car Program.
Consistent with the President’s instrucrions, all special tax and
custorns puvileg:s previously granted to the National Car Program
w (1 be dissontint ed through Minister of Industry and Trade SK No.
| O/MPP/Kep/1/1998 and SK. No. 20/MPP/Kep/1/1998, and a
IMinister o "Finance decree.
"he President also instructed the Govemnor of Bank Indonesia to
temove any special credit privileges to the project, including
notifying t anks that had been asked to provide credit.

IPTN INPRES Wo. 3/1398 instructs the Min'ster of Finance to discontinue
immediately al! budgetary and extra-budgetary funding of IPTN. The
Ml nister of Finance has notified the Munaging Director of IPTN of
this action '
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Bank Indonesia

Foreign Trade
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The Presidert has signed I'P No. 2 Tahur :$98 and PP No.13 Tzhun
1998 which include the trensters sole oversight of puslic enterprises
from the line Ministries to the Ministry of Finance. This i the first
step .u rationalizing the manager ent of public enterprises and wij]
lead o their privatization,

¢ The President encouraged the Governcr of Bank [ndonesis to
coatinue working with sxperts in this field including the IMF, and
to announce as quickly as postible transsarent and equ: table rules
for resolving any liquidity and solvency problems of private
banks,

¢ The President approved the issuance of [ finister of Finanee SK
No. 15/KMK.017/1998 which lifts the vestrictions on b -anching
of joint-venture banks and sub-branching, of fore 137 banks.

Inord:r to give Bank Indonesia autonomy ¢ implement an effective
monetary policy that wil] achieve the Goverment’s policy

object ves, the President iss 1ed KEPPRES No. 2371953 granting it
this authority immediately. Moreover, the (Government wii,
undertike a comprehensive eview and revision of the Central Bank
Law tc submit to Parliamen; to fornalize Bauk Indonesia's
autonomy,

The Prasident has issued KXPPRE 3 No. 22/: 998 which eliminates
all import restrictions on all 1ew and used ships.

Local cantent rzgulations on dairv rroducts “ive been eliminated by
the President’s instruction centained in INPRIZS No. 4/1998 together
with a decree o7 the Minister of Industry and ~rade,

The Miaister of Finance has issued the follow ng decrees:

* SK No. 16/KMK/01/199s cuts tiriffs on a.! food itemns to a
maximum of 5% in order to enst re the lowest cost fond supplies
to the population. This wil include all frod products for hurnan
consumption and will redice rariffs on mare than 500 iterns.

¢ SK No. 17/KMK/01/1998 reduces tariffs 01 all non-food
agricuitural items such as wool a1d flax by 5% in order tc reduce
production costs and increase off ciency in domestic ndustry.

All of the above changes will becom : effective February 1, 1998,
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The President ha¢ issued INPRES No ©/1998 (¢ the [Head of the

Capital Investment Coordinating Boad (BKPM) to rzmovs barTiers

to foreigr. investment in palm il plantations, :rd to comglete
processing of pending applicat ons fo- Presiden ial approval.
Investment and production in tais imp ortant export industey is
expected to increase as a result,

e The Presiden: has issued KEPPRIIS No. 22,1998 estatlishing the
right of all farmers and traders o (reely buy and sell cloves 1o and
from all agents at a freely determined market price. In adcition,
the Clove Susport and Ma keting Board (B2PC) should complete
all activities hy June 30, 1998 at which time it will be disbanded.

e The President has issued KEPPRIZS No. 19/1998 assignin3
BULDG to manage the stable sugply and 2rice of nice. Ttis
mear s that all agents are fies to imnport, buy and sell al tyes of
sugal.

e At the same time, the Pres dent has issued INPRES No. 5/1998 tc
the Minister f Agriculture, the Minister of Home Affirs and to
all Provincia. Governors to release farmers from all formal and
informal requirements for planting sugar <ane.

o The Minister of Industry and Trade SK No. 21/MPP/Kep/1/1998
frees BULOG from the responsibility of distribuling Tour. Flour
millers will be permitted to sell or distributs flour to any agent
effective Fetruary 1, 1598,

In accordance with the Memo-andurr. of Ecoromic and Finanzial
Policies, the Minister of Industry anc Trade ha; been instructed 10
remove :ny restrictive marketng arrungements for cement, peper and
plywood, and to prohibit orgaiizations from {orced marketing,
requiring fees or commissions, setting production voiumes, and
setting market shares or markuting ateas.

¢ To azcomplish this, the Minister of Indusiry and Treade issued
Circular (Surat Edaran) No, 43/v(PP/1/1993 to remaove any
restriclions cn cement disiribution, including anys prohibition ot
restriction on local trade in brands.

o The Minister of Industry end Trade also issued a let.er to ‘he
relevant authorities authorizing cement producers with a general
exporter’s license to expo.t cement freely.

o The Ministe: of Industry znd Trade has issied SK Mo
27/MPP/Kep/1/1998 revising the status and role of APKINDO in
the wood industry.

o Traceinall ypes of paper will now be determined by the market.

All of tte above changes will becoms effective February 1, 1 398,
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The Pr-sident has issued clear instrictions to aii Provincial
Governtors through INPRES Neo. 2/ 1998 prohibiting any
intervention or restriction on trade “vithin or between provinces
on any comm ity. This instructio specifies that all
commuodities ncluding cloves, saskews, orangses and vanilla may
be bouzht or «old by any party across any district or provincial
boundary.

The Prosident’s INPRES No. 1/1998 also requires the immediate
enforcement of the pronibition of retribusi at al! levels on export
goods, and hie has instructed the Minister of Industry and Trade 1o
reinforce this by issuing all necessery decrees immediately.
Minister of Ir dustry and Trade, the Minister of Home Affairs and
the Miaister ¢f Agriculture, among others, have been instructed to
monitcr and supervise the full impliementation of this decision.

These measures fulfill the {irst stage of the program prasented to the International

Monetary Fund on Januwy 15, 1928, The President continues to work on the next stage of
program :mplementation.
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From ByanB Aghevh
Subject Indonesia--Fmancial Crisis and Possible Options

We have just fimshed a long meeting, with the whole mussion (APD, MAE, and the World
Bank) trying to assess the situation The consensus 1s that the crisis 1s reaching a critical
stage The gravity of the situation 1s apparent from the following developments

. Currency holdings, which were programmed to increase by about 7 percent during
the fourth quarter, have increased by 17 percent over this period, and by a further 18
percent Just in the past two weeks Bank Indonesia 1s having difficulties supplying
bank notes—we have been told that there 1s even a risk that they may run out of
fresh notes

. As demand for currency has mncreased and deposits have been withdrawn from the
banking system, hiquidity support from Bank Indonesia has expanded dramatically
from 2 percent of GDP at end-October, to 7 1/2 percent at end-December
Alarmingly, 1t grew by another 2 percent of GDP during the first two weeks of
January \

. Despite this sharp mcrease in liquidity support, broad money (at constant exchange
rates) has remained essentially unchanged since end-October, while credit has
actually declined (2 percent)

. About 42 private banks, representing 73 percent of total assets of private national
banks, have risk-adjusted capital below regulatory norms

. The three largest private banks mn the country are all in trouble two have borrowed
about 2 percent of GDP (apiece) from Bank Indonesia, while the third has a capital
adequacy ratio of just 3 1/2 percent

. More and more, commercial banks are unable to fulfill their normal functions,
forcing Bank Indonesia to assume a greater and greater role 1n financial
mtermediation Since November, the interbank market has become highly
segmented, requiring Bank Indonesia to mtervene to recycle liquidity from surplus
to deficit banks More recently, the currency swap market has also begun to break
down, as local banks are defaulting on their obligations to deliver dollars, forcing
Bank Indonesia to consider active mtervention in this market, as well



. Since early January, foreign banks have cut their credit lines to Indonesian banks
(even state banks), and the latters’ letters of credit are no longer acceptable To
open LCs, importers must now provide margmns of 100 percent

. Reportedly, Indonesian corporates have not made repayments as scheduled on
external short-term borrowing

In brief, there 1s a danger that the financial system may be entering into a meltdown In this
environment, standard solutions may no longer be applicable and unconventional approaches
may be called for We have come up with a number of possible options Not everyone on the
mussion agrees with every option, but we hope these proposals can generate a debate and
further 1deas in Washington (SOS')

These options are in the attached notes  the first note on bank restructuring has been prepared
by Olivier Frecaut (who has not had time to clear 1t with MAE), and the second note on
corporate and external debt by Josh Felman, with contributions from others

cc Mr Mussa
Mr Boorman
Mr Guitian
Ms Tseng
Ms Kelly



Indonesia Options for Restoring Banking Sector Stability

Owing to the scope and the complexity of the bank restructuring program, a specific agency
(the Indonesia Banking Restructuring Agency, or IBRA) 1s established and begins its
activities immediately It acts on behalf of the government It 1s housed and staffed mostly
by Bank Indonesia (BI), relying on BI staff already involved in bank restructuring and on
other specialists from the ministries of finance, justice and other relevant public nstitutions,
assisted by experienced foreign experts as needed ‘

All facilities extended so far by BI to support banks facing liquidity shortages or solvency
difficulties are transferred to IBRA This includes the lender of last resort facilities extended
n the last few months (which are 1n excess of normal central bank refinancing), the
subordinated loans granted to banks rescued under BI’s auspices, and any equity participation
by BI in commercial banks All these assets are replaced 1n BI’s balance sheet by an advance
to IBRA This cleans up the central bank’s balance sheet and clarifies the fiscal nature of
bank restructuring costs At the same time, IBRA’s financial position will make transparent
the cost of the bank restructuring operation, 1 e the difference between 1ts assets (claims on
troubled banks) and 1ts hiabilities (current account with BI)

IBRA offers immediately to all private national commercial banks, on a voluntary basis and
regardless of their financial condition, a guarantee covering all their liabilities, in domestic
and foreign currencies, except subordinated debt The permanently updated List of the banks
benefitting from IBRA’s guarantee 1s available to the public on BI’s Internet site

The terms of the guarantee are described 1n a contract, drafted exclusively by IBRA with the
assistance of BI’s lawyers, and non negotiable The banks’ choice will then be limited to
taking 1t or leaving 1t Realistically, all banks except maybe a very limited number will be
obliged to request the guarantee As the contract will be the same for all banks, uniformaty,
transparency and equity will be assured The contract includes a periodic fee, based on the
amount of liabilities guaranteed, ceilings on rates served to the depositors, other norms
regarding the banks’ activities and management, and a mandate authonizing IBRA to take, on
behalf of the shareholders, specific measures whenever, 1n IBRA’s opinion, the bank 1s not
complying anymore with the applicable requirements on loan-loss provisioning and capital
adequacy

These measures mclude the faculty to prescribe the booking of provisions against impaired
assets and the corresponding losses, to net these losses against shareholders’ equity, and, after
the shareholders have been given an opportumty and have failed to adequately recapitalize
their bank, to sell 1t to IBRA 1tself or a third party, merge 1t, or appoint a team of liquidators
on behalf of the shareholders The mandate also allows IBRA to convert any claim 1t might
hold against the bank 1nto equity, after netting of the former shareholders’ interest against the
losses /



IBRA absorbs all costs associated with the resolution of guaranteed banks The claims of all
third parties are fully protected at IBRA’s expenses, except for those of subordinated debt
holders, of parties related with the owners and the management of the bank, and of other
parties to which the bank had extended unusually favorable conditions

The banks which have outstanding liquidity suppc:t from BI (now transferred 1.0 IBRA’s
books) are suspended and closed for business, unless they repay immediately or s1gn the
guarantee contract Banks will be informed about the guarantee and given an opportunity to
sign the contract before the guarantee 1s announced to the public However, they will be
allowed to reopen upon full repayment of the facilities extended by BI and verification of
their compliance with loan provisioning and capital adequacy requirements, but this second
solution will apply 1n a very few cases 1f any

Banks not guaranteed by IBRA which fail to meet their commitments are also closed and
liquidated following the provisions of the relevant laws

With the assistance of reputable international auditing firms, which would be funded through
ADB’s loans, IBRA will conduct an in-depth review of the solvency status of all guaranteed
banks, beginning with the heaviest users of 1ts resources Undercapitalized banks will be
dealt with by giving priority to the mimnimization of disruption for users of financial services
as long as the macroeconomuc situation will not be stabilized, and by progressively switching
priority towards cost minimization as the overall economic situation returns to normal In
this framework, IBRA wall foster mergers and acquisition, including by foreign investors,
with a view to consolidating the banking sector

At the same time, monthly credit ceilings, consistent with the overall monetary stance, are
allocated to each bank BI 1s responsible to monitor individual bank comphance with the
ceilings Failure to comply 1s notified to IBRA which 1mitiate supervisory intervention

After stabilization of the macroeconomic situation, banks will be encouraged to withdraw
from IBRA’s guarantee To this end, the fee charged by the IBRA will be raised in steps
IBRA’s current account with BI will be repaid by an 1ssue of government bonds, and IBRA
itself will be terminated

An additional scheme would be for IBRA to purchase certain loans (excluding the niskiest
assets or loans made to related parties) from banks 1n return for government long-term bonds,
carrying market short-term interest rates The transfer price for these assets will be based on
the effective market price, specified as book value less an adequate amount of provisions, as
established by the agency Moreover, the amount of the purchases will be linked, 1n a
specified ratio, to the amount of capital infusion provided by new and existing shareholders
In this way, currently weak banks will emerge from this program with a stronger capital base,
a healthier asset portfolio, and a more assured mterest income



Options for Dealing with Corporations’ Debt
Corporations’ domestic debt burden

The actions to address the problems of domestic banks will need to be complemented by
measures to allevia e the domestic debt burden of “he corporations, since the financial health
of the two sectors a:€ mnextricably linked The most pressing need 1s to find a way of
lengthening the loans’ maturity, since at the present time companies are not in a position to
repay This cannot be done, however, simply by lengthening nominal maturities, since all of
their debt 1s at floating rates The reason 1s that inflation 1s set to rise, making 1t likely that
nominal interest rates would also increase—which would effectively shorten the maturity of
the loan again

One way to deal with this problem would be to reschedule loans at fixed real interest rates
(specified by the government), with the principal indexed to inflation To do thus, banks could
transfer the fixed rate loans to trust accounts, which would then 1ssue paper with the same
terms to a government agency, thereby balancing their position This agency, in turn, would
then 1ssue floating rate notes to the banks, ensuring that 1ts position, too, remained balanced
In this case, the corporation would obtain cashflow relief and the certamnty of a fixed real rate,
while the bank would obtain a secure floating rate asset, which would improve 1ts income and
improve 1ts ability to lend', thereby easing the current credit crunch The government,
however, would be assuming a potential liability in the form of 1interest rate risk

Another possibility would be to allow corporations which cannot pay their bank loans to
apply for financial assistance from IBRA The IBRA would then pay on their behalf, and in
return would acquire claims on the corporations, which could be converted into equity, at
IBRA’s nitiative

External Debt Repayment

Another critical task 1s to find some means of helping corporations repay their external debt
In part, this 1s necessary because the fears of default, and the exchange controls 1t might
entail, are an important factor behind the weakness of the exchange rate (Certainly, 1t 1s
striking that Korea’s exchange rate began to stabilize as soon as the country announced a plan
for dealing with 1ts debt service problem ) In addition, though, 1t 15 necessary because at
current exchange rates the only alternative for most corporations 1s to default In this case,
any remaining financing to corporations, such as suppliers’ credits, will dry up completely,

)

'This would happen because these new assets would raise banks’ risk-weighted capital,
thereby allowing them to lend more and still comply with therr mmmimum capital adequacy
ratio And the reason they would raise their nisk-weighted capital would be that the nisk
weighting on government paper 1S Zero




forcing them to make even more wrenching adjustments, which will only intensify the
already-severe economic downturn

One way to help corporations would be to use some of the country’s foreign exchange
reserves —say, $10 billion, or about half of the central banks’ gross foreign assets—to fund
an agency that would 12pay some of the country’s private external debt Private corporations
would then retmburse the agency, but over a long time period, and possibly on subsidized
terms For example, to help reduce the corporations’ debt burdens, the loan could be
converted nto rupiah at a more appreciated accounting rate, rather than the actual market
rate

Of course, since such a facility would be highly attractive to corporations, 1t would be
necessary to find ways of limiting 1ts use, especially since the agency’s resources would not
be sufficient to repay the entire private external debt of $65 billion There would seem to be
(at least) two type of criteria that 1t could use to limt ehigibility

> The agency could attempt to pay all of the debt falling due (according to the
original contract) over a specified period Since short-term debt 1s about $20
billion, the agency could effectively guarantee payment for the next six months,
after which their currency crisis may well have eased

> The amount of lending could be specified as a ratio to any external debt relief
obtained by the domestic corporation from its foreign creditors In this way, the
agency could provide an mcentive for foreign credtors to roll over Indonesian debt

Working Capital Shortages

Exporters are finding 1t difficult to obtain working capatal credit from banks to finance
imports of materials At the same time, as letters of credit of domestic banks are no longer
accepted, exporters must provide 100 percent margin against the value of imports In
addition, large-scale exporters are particularly hard hit as banks have reached cetlings for
single-lender limits for many exporters as a result of the depreciation of the rupiah

Preshipment export credit

To provide credit to this vital sector, Bank Indonesia could expand and promote their
preshipment export credit facility To ease problems facing large scale exporters, lending
under this facility could be excluded from the single-borrower limit According to a survey,
such a facility, 1f properly implemented, could benefit 260 exporters 1n need of working
capital finance
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Letter of credit enhancement

Letters of credit of domestic banks need to be accepted internationally to facilitate trade
activity of Indonesian companies Until domestic banks are restored to health, their letters of
credit could be enhanced by additional backing The backing could be provided by a
multilateral 1nstrtution, possibly through state banks The multilateral institution would
charge a fee for the backing
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Office Memorandum

CONFIDENTIAL
To Mr Aghevli January 16, 1998

From  Stanley Fischer %L\

Subject Indonesia—Options for Restoring Banking Sector Stability <

Following are the main comments on the proposal for restoring banking sector stability
Ms Kelly will send you a separate set of detalled comments

1 Management agrees that a guarantee scheme (details to be further elaborated n
Jakarta) will be needed
2 We favor a blanket guarantee—a voluntary guarantee would be confusing to

deposttors and creditors and could backfire (deposits might start to flow from sound to
unsound banks)

3 Bank Indonesia should ensure that 1t has adequate supphes of bank notes
available If1t runs out of notes the confidence crisis could get worse

4 It 1s agreed that a restructuring agency will be needed—in the Indonesian case this
will help deal with the lack of credibility of Bank Indonesia and 1t 1s also desrable to clean up
Bank Indonesia's balance sheet and show the fiscal costs of restructuring in a transparent way

5 It 1s important that further bank closings not be announced until Bank
Indonesia or a new restructurmg agency 1s m place that can promptly close and resolve the
failed mstitutions The objective 1s to mmmmize the deteroration of assets in the falled/closed
banks

6 You will have to consider the implications of the guarantee for hqudity
management by the central bank /

7 We will need more details about what 1s meant by “dealing with undercapitalized
banks by giving priority to the minimization of disruption for users of financial services as long
as the macro sttuation 1s not stabilized, and progressively switching priority toward cost
mnimization as the overall economuc situation returns to normal”

8 If the problem 1s only a typical bank run, guarantees and a bank restructuring along
the lines suggested would be sufficient However, 1f there 1s also a run out of rupiah assets, the
guarantees and the ensuing mcrease m liquidity will result 1n serious macroeconomic instability
since 1t would be tantamount to printing cash to fund capital outflows (If the run 1s on rupiah
assets, the public would exercise the guarantee and spend the cash on foreign assets, goods,
and real assets with a resulting inflation-depreciation spiral) This underscores the need for the
Indonestans to quickly devise a plan to quickly deal with corporate sector restructuring We
will provide some guidance after the semmar on this 1ssue with the Mexicans next week
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Indonesia--Comments on Options for Restoring Banking Sector Stability

Following are some spectfic comments 1n addition to those provided by Mr Fischer

1 There 15 agreement that something has to be done to deal with the situation While
you can work separately on the banking sector and corporate sector restructuring strategy, the
banking sector strategy 1s unlikely to be credible unless a plan to deal with corporate sector
debt (including external debt) 1s announced We will provide mput on the corporate sector
1ssues after the seminar next Tuesday with the Mexicans

Critical Issues

2 Is the guarantee in domestic currency, or 1n foreign currency if the claim 1s in foreign
currency? (This matters to foreign creditors 1f there 1s a lag between calculation of the
domestic currency amount and possible exchange into foreign currency ) If in foreign
currency, 1s it credible? I e do they have the reserves to pay 1t off? Otherwise, one could think
of giving foreign creditors bonds

3 We assume that the guarantee would cover both debt habilities and off-balance sheet
items
4 How do we make sure there are no loopholes through which those 1n political favor

can beneﬁt‘7 The only ones we see immediately are in
. the price at which IBRA would buy banks (last para first page)

° the price at which IBRA would, m the “additional scheme”, purchase certain loans, and
how these “certain loans” would be chosen (last para 2nd page), but there may be
others We have no bright 1deas on how to minimize IBRA’s discretion on these
points, but we should try

5 The following 1ssues need to be clarified

o Has the shift out of bank deposits been accelerating in recent days or 1s showing signs
of slowing following the “New” program? This will help assess the amount of time
available to develop a strategy,

° Is the run on bank deposits across both state and private banks, does 1t reflect the lack
of confidence 1 all banks?

° How will IBRA know whether a bank 1s truly unable to pay its lrabilities, or 1s seeking,
say, liquidity with which to speculate against the rupiah? (Presumably, the Thai FIDF
has experience with this )
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Why 15 1t necessary to shift to monetary management by way of monthly bank-by-bank
credit ceilings 1n this context?

Are state banks, with implicit guarantee, constramed by capital constraimnt from taking
deposits? ‘

It 1s important for the restructunng agency to identify systemically important banks

SIBs will not be permitted to fail and will be recapitalized and get 11q1‘11d1ty

Non-SIBs will over time be allowed to fail as soon as arrangements are in place for

® all deposttors/creditors to be paid through a SIB
() assets to be transferred to the new asset recovery agency

Is the guarantee vahd only for liabilities outstanding on the day 1t 18 announced (what

about mterest on these?), or does 1t cover future liabilities as well? We assume 1t would have
to cover future as well, given rollover of short-term obligations But there should probably be
a time limit (a couple of years?)

8

Specific comments (by Carl Lindgren) on Olivier Frecaut’s note

The establishing the IBRA and segregating all BI support operations into that agency
is fine, whether we define the fiscal cost as the total stock of resulting claims or the
carrying cost of that stock need to be clarified, in Thailand we used the carrying cost

We should advise against making the guarantee voluntary If confidence 1s to be
restored, all Labilities (except subordinated debt and capital) should be guaranteed, if
uncertamties remain about which claims are covered and which ones are not the
guarantee may not work In order to avoid the contractual arrangements an
emergency decree may have to be passed to provide the IBRA with the necessary
authority y

It should be very clear that the government/state stands fully behind the guarantee If
the IBRA 1s the entity honoring the guarantee 1t must have an open, automatic and
immediate line of credit with the BI mn order to meet withdrawals on demand Once
the guarantee 1s n place 1t will be tested and must be met unconditionally mn order to
be credible

The fee, the cap and prudential credit imuts on mndividual banks designed to limut the
moral hazard of the guarantee may be announced up front but the plan to mcrease the
fee and other parts of the exit strategy should not be mentioned at this point
publicly--1t would only be confusing



The guarantee will give a cover for a strong restructuring of the banking sector The
deciston to close/suspend cannot be part of a contract negotiation as proposed, the
decision has to be made and imposed by the BI

The note 1s ambiguous about the closing/suspension of banks Either that 1s done
before the guarantee 1s extended in which case losses can be distributed to the private
sector and public costs hmited If those institutions are also to be covered by the
guarantee, 1t may be better for market confidence not to suspend/close them up front
but nstead maimntam them as runmng concerns and stead change management and
transfer them to government control first de facto and later de jure

It should be stressed that the IBRA should vigorously seek to establish the solvency of
the banks and write down capital and sub debt where called for

The authorities should be aware that the share-write-down 1s gomng to affect a growing
number of banks and at some point, which by nature 1s arbitrary, they may have to
decide to write down the capital but not to zero—in other words they will need the
private owners and managers as allies for governance purposes

In proposing bank-specific credit ceilings 1t should be stressed that they are for
prudential reasons and to limit the moral hazard of the guarantee—not a return to
direct monetary controls

The last pomnt m the proposal, 1 e , purchasing the worst assets from banks against
government debt should be done very carefully, and such as scheme should not be
introduced until the capital of the worst banks has been written down We have
advised agamst this sort of scheme in Thailand At this stage 1t should be used only n
banks where the IBRA already has written down the assets and taken over the
management of the bank, as the government has responsible for all the losses anyway



INTERNATIONAL MONETARY FUND
WASHINGTON, D.C. 2043l

CABLE ADDRESS
FIRST DEPUTY MANAGING DIRECTOR INTERFUND

January 16, 1998
Hon. Urban Béckstrom
Governor
Bank of Sweden
Stockholm, Sweden

1S1A/°AClDéar Governor:

As.you are aware, the IMF is centrally involved in the international efforts to stabilize the economies of
several East Asian countries, which are facing currency and banking crises of unprecedented intensity
and scale. In order to contain the problems and fir:d workable solutions for them, it is necessary for us
to bring in the very limited technical expertise that is available internationally. About a month ago we
called upon you to release your Deputy, Mr. Stefan Ingves, to assist us in Korea at a critical stage in
the negotiations with the authorities. You were kind enough to do so, and Mr. Ingves did an
outstanding job, which was much appreciated both by the authorities and our mission in the field.

We are sorry to have to call upon you and the Riksbank again, but the circumstances are critical--this
time in Indonesia, where the central bank and its senior staff are having great difficulty managing the
crisis. We have been asked to provide the central bank with one or two very senior advisers to advise
the Governor, in a quasi-executive role. The situation requires a presence of the principal advisor in
Jakarta for at least a month and we have therefore approached a couple of former central bank
governors with experience of running a central bank in a banking crisis (including your predecessor,
Mr. Dennis, who was interested but not available). Mr. Roberto Zahler, the former governor of the
Central Bank of Chile, may be prepared to accept the assignment but we would like to be able to
complement him with an expert of the caliber of Mr. Ingves, who could advise on how to manage a
centrai bank in the presence of massive banking problems. We are also approaching a third expert.

I am therefore inquiring about the possibility of the IMF again being able to count on the services of
Mr. Ingves for a visit to Jakarta next week; we envisage that he would need to stay about two weeks,
and, if possible, be prepared to make additional visits subsequently.

I would appreciate your early response on this matter. With best wishes and hoping you can help.
Yours sincerely,

Mo fouts

Stanley Fischer
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To:  Mr.Bijan Aghevli 17 January 1998
IMF (Guest at Borobod !
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Director, 1ED, £

Dear Bijan:

Let me assure you agaln that we will move as quickly as we can in the banking
area, Howaever, it may be helpful to emphasize that despite credit enhancement frem
the Bank, the commercial co-financing that constitutes most of the funding for the SME
and exporters’ facility is crucially dependent on the lavel of external confidence. | have
just communicated with the Bank mission putting together a similar facility for Thailand
and, based on their recent discussions with commercial bankers, they inform me that it
is highly unlikely we could put together such a facility for Indonesia in the coming weaks
i confidence does not improve from current levels, | "belleve an effective
implementation of the Fund's program will be the key for the recovery of confidence.

| do not share your view that a formal deposit guarantee scheme would help
restore confidence. You indicated your belief that the blanket 3 year guarantee in
Korea did not work because it was not legally binding. in this connection, you may be
interested in knowing that the Philippines has experienced the same large scale flight
to quality by depositors, and there can be no doubt about the legal standing of the
Philippines deposit guarantee scheme. In my view, credibility cannot be legisiated
where confidence is lacking in the legal systems of these economies.

After you left our meeting, we did answer your panking group’s questions
rolative to an earlier varsion of our Policy Matrix, which had been provided to them,
Your banking group then requested a revised copy, and | indicated my position that
while | am prepared to violate the Bank’s confidentiality rules and so inform our Board, |
am not willing to do so when the cooperation is only one-way. | stand ready to
exchange a copy of our Development Policy Latter and Policy Matrix for a copy of your
Letter of Intent (LOI) and the Memorandum of Economic and Financial Policies of 15
January 1998. Our Program covers a set of measures to improve govemance In the
areas of public finance, the corporate sector (both public and private) as well as in the
banking sector, and | am not going to insult your banking group by sagmenting out oniy
the banking provisions. As a result, the co-operation between our missions remains

dysfunctionai.

The Fund’s drawdown schedule which you indicated you would fax over to me
did not amve.

Best Regards.

cc: T.Patterson,
ADB Resident Representative, Indonesia

Kadhim Al-Eyd
IME Resident Mission, Indonesia

P. D3
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January 21, 1998

Hubert:

Tust a few quick notes I am dictating on the fly:

L. ADB’s intervention is extremely counterproductive as they have apparently also
written a letter to the governmient expressing their opposition to both the guarantee scheme
and the formation of IBRA.

2 The suggestion thar we take our time and await the results of their study while Rome
is burning is absurd (unrealistic in our lingo).

3. The ADB team negotiated a whole program covering all financial aspects without any
direct involvement or close consultation with us. We had seen an earlier matrix of their
policy proposals which they had sent us much earlier but we were told directly by Paul
Dickie that they will not provide us with the final Memorandum of Understanding as we did
not give them our letter of intent. This is of course, completely untrue as the ADB had been
involved closely in the preparation of the last letter of intent. They saw the final draft of the
sections relating to the financial sector and their commients were incorporated. They, of
course, wanted to have been involved in cvery aspect of the program which was unrealistic
given our deadlines.

4. We are not complaining that we werc not included in their negotiations last week. We
should take the high road and point cut that in a crisis situation we must trust cach other and
allow each institution make its own decisions. However, it 1s ironic that while they did not
include us in their negotiations, they expect us to clear everything with them.

5. In our meeting with ADB here, I specifically asked that they assign someone to our
team this week so that thev can be part of the discussions. They told me that they were all
busy in the preparation of their documents for the Board.

6. In substance, the creation of TBRA is based un solid criteria and in line with
experience of many other countries. ADB is concerned that this will undermine confidence in
Bank Indonesia. Our priority however is to give confidence to the market and our judgement
is that u separate agency with the right person at its head will accomplish it much better.

7. As for the guarantees, we have heard it all by now and J do not see what they can
contribute to the debate. We have made the judgement as an institution that the guarantee is
unavoidable at this stage, notwithstanding the litany of sins it entails.
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8. You are of course aware that their scheme is ¢ssentially the same as Bank Indonesia
will soon own the whole banking system. Liquidity credit 1s already over 10 percent o. SDP
and soaring. This passive way to deal with the crisis is hardly the way to gamn market
confidence. If Bank Indonesia were to coatinuc to be the main agent to deal with this issue
through the provision of increasing amounts of liquidity, this would completely undermine
confidence in its ability to conduct monetary policy in an effective manner.

9. [ am sure you will put all this much more elegantly.

Cheers!

Bijan

P. B2
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ASIAN DEVELOPMENT BANK

20 January 1998
Mr Suanley Fischer
First Deputy Managing Director
International Monetary Fund
Washington, D C

Dear M1 Fischer,

Proposals to Address the Indonesiau Banking Ciisis

We would like to express our appreciation to you personally for the eftorts
and the major contributions you made in comjunclion with the Managing Director 1n
strengthening and remnforcing the economic program in Indomesta  Our support 18
evidenced by the conclusion of our Fmancial Governance Reform Program amounting to
$1 § billion for which Joan negotiations were completed yesterday

We believe 1t 1s particularly important that the global financial market
appreciates the resolve of the Government 1 addressing the ongoing banking crisis in
Indonesta As you know, the market generally responds negatively to surprises and
inconsistency 1n reform packages In this regard, we wish to express our grave concern
about proposals that the IMF staff have made to Bank Indonesia (BI) and the Government
without consulting the Bank We were told of their proposal on the morming of the 19th of
January alter 1t had been presented to Government officials on the 18th of January

As we understand 1t, the IMF staff propose to establish a separate agency to
address the issues of the restructuning of the commercial banks The Agency would not
repont to the Govergor of Bank Indonesia but would expect Bank Indonesia’s Managing
Directors responsible for banking supervision to report to 1t Serious constdcration 15 being
given to appointing a foreign national 1o head thus Agency We feel that this proposal which
they contend will signal resolve to the marhet will actually do the opposite as it will
undermne BI and the program negohiated and agreed with the Bank yesterday We also feel
it will demorahze the supervision staff who must have absolute resoive in addressing the
orists  Further it will take time to put this agency in place as current Govemment
procedures require that its Tetms of Reference, leadershup and staffing be appioved by the
President Its program of action can not substantively differ from the existing agreed
program of sceking an advisor firm to addrcss mergers/sales and recapitalization of weak
banks together with due diligence reviews of the financial statements of most domesiic
commiercial banks It 15 our considered opinion that this program will surprise the market
and will suggest confusion 1n policy decisions by Bl and the Government We would urge
you 1o reverse this proposal
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The sccond proposal is to establish a deposit insurance scheme to guaiantec
commercial bank depositors We feel that such a proposal 1s wnappropriate, particululy at
this tune as it significantly increases moral hazard i banks and provides an escape from Lhic
Fesolve needed by bank supervisors to be resolute in their enforcement of banking
regulations The most important step in addressing confidence in the short tetin 15 10 ensute
that 4ll banks have sufficient liquidity to meet deposit withdrawals There 15 no greater
conflidence bullder than that The resolve to place under close supervision and/or if
appsropriate  conservatorslup those banks which most need hiquidity and to develop
rebabiitation plans including mergers and in extreme cases lguidation will build
confidcnce in the banking system over the conung weeks A clear and well published exit
policy for weak banks will assure the matket that problem banks will be attended to with
tesohhe  The policy matrix authining the Government’s program foi financial goverpance
1ctoim agreed (o with the Bank also includes a study of a deposit insurance schemc for
Indonesis We would urge you to awalt the results of that study which 1s scheduled for
vompletion by June 1998 )

We would like to again state our commitment to fully support the enhanced
Fund progiam and 1in fulfilling our responsibilities in addressing the cunent cisis in the
Lanking scctor We look forward to your response conceriung these two majoi 1ssues that
have a1ven uncxpectedly on the areas of responsibility undertaken by the Bank

':’jps very truly,
WAl

Peter H Sullivan
Vice President (East)

LY
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WASHINGTON, D. C. 20431

CADLL ADTREZD
INTERFUND

January 20, 1998

Mr. Widodo Sutiyo

Assistant to the Minister/State Secretary for Foreign Affairs
Office of the President

Jakarta

Dear Pak Widodo:

Last week, in his meeting with Mr. Fischer, the President asked that we immediately inform
him whenever any problems arose with the economic program. Unfortunately, one such
problem has already arisen. I refer to the deepening of the rupiah crisis.

Notwithstanding, the very strong reform program announced by the President, the rupiah has
continued to plummet. There are a number of factors accounting for this serious development.

First, markets remain unsettled because the government has not yet announced a strategy for
dealing with the problems of the banking sector, which are intensifying with each passing day.
We are working closely with Bank Indonesia to develop such a plan, and we are doing
everything possible so that the plan can be approved and announced by this Friday.

Second, some of the statements in the press may have given rise to a misconception that the
commitments under the program may not be fulfilled fully. Specifically, 1 am referring to
statements regarding the National Car and the IPTN airplane. While the details of these
statements do not necessarily contradict the undertakings of the program, the general
impression that they convey--that these projects will continue unaffected--is very
counterproductive. While it is difficult to be certain, it is commonly perceived that the
headline in the Jakarta Post on the National Car may have played a role in today’s sharp drop
in the rupiah. We would strongly advise that instructions be given so that everything possible
is done to ensure that no public statements are made that would undermine public confidence
in the program.

We are optimistic that the announcement of the High Council, under the President’s
Chairmanship and Professor Widjojo as the Secretary General, together with the introduction
of the relevant decrees to implement the initial program commitments, will help improve
sentiment in the financial markets. We will continue to do our utmost to provide all the
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assisiance and support we can, but ulumately 1t falls on the Indonesian policymakers to
overcome the present crisis It 1s therefore essential that the policymakers continue to be not
only of the highest professional caliber but also be publicly percerved to be tully devoted to
reform

Yours sicerely,

Byan B Aghevh
Chief of IMF Mission
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@ Office Memoranglu;n

To: Mr. Kent January 21 1998

From:  Stanley Fischer y

Subject: Your mission to Indonesia

On behalf of IMF management, let me say how delighted we are that you have agreed to visit
Indonesia to work on the corporate debt problem. In Jakarta you will be working with Mr.
Bijan Aghevli, Deputy Director of the Asia Department, who is heading the current mission to
Indonesia. The mission includes staff from the World Bank, which whom we are
collaborating closely in Indonesia; the Asian Development Bank is also playing an important
role in banking sector restructuring. The Indonesian government has agreed to the
appointment of a high level IMF representative in Jakarta, who will have direct access to the
President. That representative, who is likely to be Mr. P.R. Narvekar, former Deputy
Managing Director of the IMF, should arrive shortly, and you would then report to him. You
should also feel free to contact me directly as necessary.

1. The extent of the corporate debt problem in Indonesia is difficult to determine. Most
observers say that at the highly depreciated exchange rates of recent days, most companies’
liabilities exceed their assets. IMF staff now in Jakarta has made a calculation at the
aggregate level that tends to support this view. (I believe you have already received that
note.) However, it is not clear why devaluation and inflation have not significantly reduced
the real value of the domestic debts of many corporations, and why the prospects for
exporters have not improved in a way that should improve the positions of some companies.

2. It is also common wisdom that the rupiah will not stabilize until a plan is announced for
dealing with the corporate debt pioblem. Here too a note of caution is necessary, since the
political uncertainties associated with the President’s health, succession, and intention to carry
out the IMF program, must play a critical role in determining the exchange rate.

3. The first need is to try to determine the extent and nature of the corporate debt problem,
particularly how much of it relates to external and how much to internal debt. In doing this,
you will have the full assistance of the mission headed by Mr. Aghevli.

4. It will then be necessary to develop a framework in which debtor-creditor relations can be
dealt with. Given reports that few Indonesian companies are servicing their debts, most
creditors must already be showing some form of forbearance. Until the economic situation
stabilizes, and perhaps unless the currency appreciates, continued forbearance is likely to be
necessary. On the domestic side, this will create difficulties for the banks, a problem which is
being dealt with separately by the Fund mission. Stefan Ingves, Deputy Governor of the Bank



of Sweden, will be armving 1n Indonesia today to work on banking sector reform and
restructuring

5 We would like to make rapid progress on the corporate debt issue, and possibly have
preliminary recommendations for the Government of Indonesia early next week

6 The Indonesian government, working together with the Government of Singapore, has
appointed a small group under Mr Radius Praviro to help deal with the external debt of the
corporations held by Singapre banks The group contains some promunent businessmen and
one or two people formerly in government service The precise function of this group has not
yet been defined, and we have asked the Singaporan authorities to develop a terms of
reference so that we can understand their mandate and its restrictions You may find this a
useful group to work with, and I am sure you wili want to meet with them However, you
should not feel constraned to accept either their mandate or the current constitution of the
group, and could propose some other institutional arrangements on the Indonestan side

7 Guven the current vacuum on this 1ssue, whatever you suggest will likely set the pattern
for dealing with this problem in Indonesia As you well know, there 1s a clear tendency 1n
such situations for both the creditors and the debtors to see virtue 1n the government’s solving
the problem We would prefer that to the maximum extent possible, the solution involve
negotiations between individual debtors and creditors, rather than groups of creditors and
debtors, and that government financial involvement be avoided, or -- if absolutely necessary --
be mmimized

8 We need also to bear in mind that whatever 1s done in Indonesia could serve as a
precedent for dealing with similar problems i other countries in the region  In formulating
any plan to deal with Indonesia’s corporate debt probelm, we will need to give due regard to
the delicacy to the financial situation n the region, and the driving concern behind Fund
programs to avoid countries having to impose an overall standstill on debt servicing

9 Yesterday n Washington we met with a group of Mexican officials who have dealt with
simular problems during the last few years We will be asking one of them, Mr Alberto
Mulas, to join you in the next few days

Good luck, and thank you for taking on this assignment

cc The Managing Director
Mr OQuattara
Mr Sugsaki
Mr Boorman
Mr Neiss
Mr Aghevli
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Indonesia Fmancial Position of the Largest 300 Conglomerates

f
This note provides a rough assessment of the impact of the recent depreciation of the rupiah
on the financial health of the corporate sector, based on data from the Indonesian Business
Data Centre for the 300 largest conglomerates that account for most of the corporate sector
It does not look at the impact of high interest rate .n recent months or the 1mg. st of the

economic slowdown, both of which are likely to be sigmficant

The table below 1s based on the exchange rate moving from Rp 2,450 per U S dollar at end-
June 1997 to around Rp 9,000 per U § dollar 1n recent weeks They mndicate the following

1 Post-crists, debts amount to 150 percent of assets, 1€, the 300 conglomerates as 2
group are wsolvent Just the foreign debts are still larger than assets

2 Post-crisis, the debt/equity ratio (geanng) for the 300 conglomerates 1s at an untenable
level of 470 percent Just foreign debt relative to equity 15 330 percent

In short, the Indonesian corporate sector as a whole 1s now bankrupt Of course, the export-
oniented companies will be better off than the sector as a whole, but other domestic-market-

onented companies will be even worse off

Pre-crists Post-crisis

(In percent)

Debt/assets 70 150
Foreign debt/assets 30 110
Domestic debt/assets 40 40
Debt/equity 229 470
Foreign debt/equity 90 331
Domestic debt/equity 139 139

Prepared by Keon Lee
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Table 3 Indonesia External Debt by Matunty
End-Jun 1997 End-Sept 1997
Total external debt 1423 1311
Total medium- and long-term external debt 1090 109 2
Loans 1051 106 0
Rupiah-denomunated securities 26 10
Foreign-currency denomunated securities 13 22
Total short-term external debt 1/ 333 219
Loans 139 121
Rupiah-denomumated secunfies 142 46
Foreign currency-denominated securities 52 52
Memorandum items
Principal debt payments falling due during Oct-Dec 97 Jan-Mar 98
Total 116 84
Loans 62 51
Maturing securities 54 33

Sources Bank Indonesia, and Fund staff estimates

1/ Virtually all of short term debt 1s owed by the private sector

117198
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From Shailendra Anjaria

To Hneiss

Date 1/21/98 10 02am
Subject Briefing on Indonesia
Hubert

As you probably know, the MD will tape an interview with Ted Koppel tomorrow,
Thursday, on arrival in Washington from Paris, for broadcast tomorrow night
Although he 1s fully familiar with Asia, 1t would be helpful 1f you could
suggest specific language addressed to TV he might use 1in responding to the
following question

"Exactly one week ago, you were in Jakarta witnessing the signature by
President Suharto of a strengthened economic program that was supposed to
restore confidence Yet, since then, the value of the Indonesian rupiah has
continued in a free fall Does this mean that the Indonesian program 1s not
working, and what do you plan to do to fix 1t®"

We plan to send briefing material to MD for his reading on the flight in
Accordingly, we would appreciate receiving the suggested language by 5 pm

today Thank you very much ——
Shail
cc Ogoocdger
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;@ Office Memorandum

To Mr Fischer January 21, 1998
/
i I —
From  Hubert Neléfh{d Dawvid Goldsbrough
Subject Banking Crises in Mexico and Asia

As you suggested, we have put together some points of the Mexican experience that could be
useful for our tasks in Asia

Attachment

cc RES
MAE
PDR




Lessons for Asia from the Mexican Banking Crisis
In general, the Mexican authorities moved with imagination and pragmatism within a
framework of general, well accepted principles But when, in their view, the situation required
some deviation from these principles, they did not hesitate to do so, explaining that this
prevented much larger damage While the Mexican situation differs i some respects from
Asta--1n particular there were no runs on banks as the guarantee was credible--many elements
1n the resolution of the crisis are suggestive to the task--yet to be fully tackled--in Asia The

following points are especially noteworthy

° When widespread solvency problems threaten a potential collapse of the financial
system, there may be no practical alternative to a broad-based guarantee of banks’
liabilities To be credible, however, people and markets must have confidence 1n the
government, and the guarantee needs to be backed by an adequate external financing
package (both conditions were present in Mexico, but not, for nstance, in Thailand

and Korea)

° The guarantee, which mevitably interferes with efficient financial intermediation, can
be difficult to remove—it 1s still in effect in Mexico after three years The best
approach may be to announce a specific ime period for the guarantee when 1t is
mtroduced ( This was not done in Mexico, Thailand, and Korea, but, was done, for

instance, in Japan)

R \DOC\ATDG\BMEXICAN NOT January 21 1998 (4 13pm)



Any foreign currency hquidity support, provided by the central bank should be at

clearly penal rates (around LIBOR plus 20 percent m the case of Mexico) and with
shareholders’ equity as collateral The high penalty rates encouraged early repayment
(in about 9 months) in Mexico (Penalty rates in Korea has helped reduce hquidity

support by increasing banks’ efforts to mobilize other sources for foreign exchange)

The use of public funds for recapitalization of (non-mtervened) banks will be
needed, once improved loan classification standards and strengthened provisioning
requirements are mtroduced, in order to raise banks’ capital ratios and promote
confidence In Mexico, the capital mjections were 1n the form of purchases of
convertible debentures (In Thailand, we recommended shares, as these could be sold

later at a profit)

A pragmatic approach to the writedown of existing shareholders’ equity m
mtervened banks 1s required if, as in the case of Mexico, the legal system does not
provide for a full up-front writeoff Allowing the existing shareholders to retain a sglall
equity share (heawily diluted by the recapitalization process) may be the necessary
price of avoiding lengthy litigation Wherever possible, the remaining equity share
should be linked to performance on loan collections, 1n order to provide the
appropnate incentives for loan recovery (In Korea, there are also legal 1ssues that

delay and mhubit a full up-front wniteoff)



Incentives for the early mnjection of new private capital should be provided, in the
case of Mexico, this was done by hinking the amount of Government purchases of
banks’ loan portfolios explicitly (1 e , two for one) to the amount of fresh capital
mjected (The non-transparent pricing of bad loans and the implicit subsidy to

shareholders makes this a bit problematic, but it was a resounding success 1n Mexico)

Barners to foreign equity participation in banks should be removed at an early
stage, and the Government’s newly acquired equity stake sold as quickly as possible,
1n order to encourage a decisive restructuring of the banking system (This was done mn

Mexico, but also i Thailand, and to some extent in Korea and Indonesia)

The restructuring does not necessarly require the temporary or permanent closure of
banks InMexico, insolvent banks were not liquidated but taken over by the
government and kept running (liquidation would have been too costly and risky for the
stability of the banking system), they were then reduced in size by selling the branch
network However, early intervention to replace the management of clearly mnsolvent
mstitutions 1s cntical (The small number of banks in Mexico, or for instance in
Thailand, makes such an exercise more manageable With several hundred banks in

Indonesia, such an exercise would be more difficult)

It takes time to establish the appropriate procedures and mstitutions For

example, the temporary capitalization program only began four months after the initial



cnsis, and the loan purchase mechanism after only six months (The same was also
true, for instance, in Sweden) However, shppages from the announced timetable

should be avoided in order to preserve credibihity

It 1s very mportant for the government to explain regularly to the international
financial community, starting at an early stage, the restructuring strategy and the
measures put in place This will discourage speculation and uncertainty about

government policy and restore confidence



WAYAPADA GROUP

F/C

* SONA TOPAS TOURISM INDUSTRY

INDONESIAN G

r PANIN GROUP FC I LIPPO GROUP I MULIA
(MUMIN ALI) (MOCHTAR RIADY) * MULIA It
* PANIN BANK * LIPPO BANK
* PANIN LIFE * LIPPO LAND
* PANIN INSURANCE * LIPPO INDUSTRY
* CLIPPAN LEASING * LIPPO LIFE INS
* LIPPO PACIFIC FINANCE
LIPPOCITY \ULTIPOLAR
4 * LIPPO SECURITIES
{
KALBE GROUP CIPUTRA GROUP SINAR MAS GROUP SALIM GROUP
(BING ARYANTO) (CIPUTRA) (EKA TJIPTA WIJAYA) (FIRST PACIFIC BANK
* ENSEVAL * CIPUTRA DEV * Bl
* KALBE FARMA * INDAH KIAT
* DANKOS * TJIWI KIWIA
* INTERDELTA * SMART
* BANK MEDIA v PONDOK INDAH
PLAZA IND g%; ISEF"’ ONG
Y L—
MODERN GROUP ., | PEMBANGUNAN METROPOLITAN GROUP
* MODERN PHOTO —> |_JAYA 7 (MG)
* MODERNLAND REALTY * JAYA REAL PROPERTY * METRODATA ELECT
* MODERN BANK * JAYA BANK
* CAHAYA DEPT STORE \’
| BRANTA MULIA
ARGO MANUNGGAL
ph RAJAWALI GROUP |« ARGHA KARYA
* ARGO PANTES GOVERMENT ~ BENTOEL
*RCTI /
TRIP
F/C
IT,GARAKSA GROUP GADJAH TUNGGAL GROUP - JOMETRACO GROUP NAPAN GROL
(SJAMSUL NURSALIM) (FERRY TEGUH SANTOSA) (HENRY PRIBAL
* SARI HUSADA * GADJAH TUNGGAL * JAPFA COMFEED
* TIRA AUSTINITE * GADJAH SURYA MF « BANK TIARA
* ANDAYANI MEGAH * TRAFINDO PERKASA
* KABEL METAL
BAKRIE GROUP
(BAKRIE FAMILY) 7
* BAKRIE AND BROTHERS
* BAKRIE SUMATERA PLANTATION
* ANTV
BANK UMUM NA
DHARMALA GROUP GUNUNG SEWU GRO
(SUHARGO GONDOKUSUMO) (ANGKO SUBROTO)
* DHARMALA INTI LAND * DUTA ANGGADA REALTY
* DHARMALA SAKTI SEJAHTERA * SEWU BANK
* TJILATJAP PF
* BANK DHARMALA E/C F/C
* BBL DHARMALA LEASING
* BAYU BUANA vV
* ASTER DHARMA
* DHARMALA INSURANCE PSP GROUP
NOTE * MAREIN (TRIJONO GONDOKUSUMO)
F/C FAMILY CONNECTION  PUTFA SURYA PERIASA

* PUTRA SEJAHTERA PIONEERIND:!
* PSP BANK



INECTIONS

GROUP

PAKUWON JATI
(BURHAN URAI)

rDJAJANTI GROUP

§

I ATANG LATIEF I

W:ICARR

Banque Indosuez Group

o

PT W I Carr Indonesia
Niaga Tower
20th Floor, JI Jend Sudirman Kav 58

" PAKUWON JATI gmﬁ E?F“"'AARA Jakarta Selatan 12190, Indonesia
TEL (021) 250 5515
D BLOKMMALL  ARTIKA OPTIMA INT! FAX (021) 250 5527
A
SUDWIKATMONO
Y F/C >I USAHA MULIA |
232?5’?@7 gROUP GROUP (HASIM)
aCTV * SEMEN CIBINONG
FC TIRTAMAS
v oy > | HANURATA
> INDOMOBIL <— | GROUP (SIGIT)
CENTRAL ASIA < SON OF PRESIDENT
SON OF PRESIDENT | FIRST FAMILY Y
) l GUDANG GARAM |5 TRIAS SENTOSA
38 GROUP GROUP A
* GUDANG GARAM
AIRLINES
MA STEP BROTHER l —
SON OF PRESIDENT OF PRESIDENT PANGGUNG GROUP
vr DAUGHTER OF PRESIDENT ?3§'é|§¢mumn
RA GROUP
)
L \
J
MERCU BUANA GROUP
BARITO GROUP (PROBO SUTEDJO)
(PRAJOGO PANGESTU) CIPENDAWAFE
DRO GUNG | “BARITO PACIFIC
< TUTUT) TIMBER
SUMALINDO i
JUSA PAHLA KEDAUNG GROUP
_ ROAD) T (AGUS NURSALIM)
\/ :
GROUP | ASTRA GROUP | ASTRAINTL KEDAUNG INDAH CAN
A A
RMI * ASTRA INT'L
_YWOOD) * UNITED TRACTORS
* SUMALINDO LESTARI JAYA
* ASTRA GRAPHIA
JUP
NGKO)
'E GEMALA GROUP F/C
| (SOFYAN WANANDI) I DANAMON GROUP
* SANDOS * BANK DANAMON

* YUASA BATTERY





