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2.

PROJECT AUTHORIZATION

FINANCIAL MARKETS PROXECT
PROJECT NO. 497-0360

Pursuant to Section 106 of the Foreign Assistance Act of 1961, as
amended, ard in accordance with the authority delegated to me under
Delegation of Authority No. 652, I hereby authorize the Financial
Markets Project for the Republic of Indonesia (Cooperating Country)
involving planned obligations of mot to exceed $9,000,000 in grant
funds over a six year period from date of authorization, subject to
the availability of funds in accordance with the A,.1.D. OYB/allowance
process, to help in fimancing foreign exchange ard lccal currency
costs for the Project. The planned life of the Project is six years
from the date of initial obligation.

The Project consists of institutional strengthening and policy
implementation assistance directed at improving the investment,
trading and regulatory envirorment for fimancial markets in
Indonesia, particularly the capital market. A.I.D. fimarced inmputs
will include technical assistance, training and commodities.

The Project Agreement, which may be negotiated and executed by the
officials to whom such authority is delegated in accordance with
A.I.D. regulations ard Delegations of Authority, shall be subject to
the following essential terms and covenants and major conditions,
together with such other terms and conditions as A.I.D. may deem
appropriate.

a. Source and Origin of Commodities, Nationality of Services.

(1)

(2}

Comodities financed by A.I.D. under the Project shall have
thelr source ard origin in the Cooperating Country or in
the United States, except as A,I.D, may otherwise agree in
wr'ting., Except for ocean shipping, the swppliers of
comodities or services shall have the Cooperating Country

- or the United States as their place of nationality, except

as A.1.D. may otherwise agree in writing. Ocean shipping
firerced by A.I.D. urder the Project shall, except as A.I1.D
mzy ctherwise agres in writing, be financed only on flag
vesssls gf the United States.

Nocoawithstanding pasagzmaph 3.a2.(1) above, spplisrs of
tozinding services required under the Project from third
couttries may have their natiomality in countriss
reizbering or within the sama region as Indoresia ard in
courias ircluded in A.I.D. Geographic Code 501,

-\K



b. Conditions Precedent

Prior to the disbursement of any funds under the Grant for the
financing of long-term technical assistance for the Ministry of
Finance (MOF) or Bank Indonesia (BI), or to the issuance of any
commitment documents with respect thereto, the Cooperating
Country will, except as A.I1.D. may ctherwise agree in writing,
furnish to A.I.D., in form and substance satisfactory to A.I.D.,
evidence that MOF and BI have appointed the necessary
counterparts to work on a full time and exclusive basis with the
consultants to be provided under the Project. This condition
may be satisfied separately by MOF and Bl with respect to the
égng-tgnn technical assistance each is to receive under the
oject.

c. Coverants

(1) The Cooperating Country agrees to develop a yearly detailed
implementztion and training plan for the Project which will
describe the sequence of activities to be undertaken and persons
to be trained in each fiscal year. Unless otherwise agreed by
A.I.D., the implementation and training plan for each year will
be submitted to A.I1.D. for review and approval prior to the
start of the year covered by the plan.

(2) The Céoperating Country will supply sufficient funds to maintain
and supply equipment furnished under the Project.

vig N, Merriil
Director
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GLOSSARY

Indonesian Tem Abbreviation

P.T. 8ahana Pembirmaan
Usaha Indoresia

Bank Pembanguran Irdonesia

Badan Pelaksamaan Pasar
Modal

Badan Kocrdinesi
Pergnaman Modal

Badan Perencanaan
Pembangunan Nasional

Badan Usahz Millk Negzra

'

S8ank Iaresis

Bark Pemtangunan Dasrah
Bursz Paralal

ADB
ADEF

ARSS

BAHANA

BAPINDO

BAPEPAM

BKPM

BAPPENAS

3UMN

M

&0

Translation
Asian Development Bank

Asian Development Equity
Fund of the ADB

Agricultural ard Rural
Sector Support Program

A GO0I-owred Venture
Capital Company with
limited investments.

National Development
Bark. Provides "soft"
lcans to eligible
development projects.

Capital Market Executive
Board., Public agercy
responsible for
supervising the
operation of Indonesia's
capital market
Institutions.

Investment Coordimating
Board., Public agercy
charged with supervising
private investments,
domestic and foreign.

Natiomal Development
Plaming Agency.

State-Owned Commercizl
Enterprise.

8ark Imndoresia, The GOI
centrzl bark, with
responsibilities simila-
to the U.S. Federzl

Tve Systam.

Regional Development Bark

Indoresia's over-the-
counter market



P.T. Danareksa

Ficorinvest

Ikatan hanita Pengusaha
Indonesia

Departemen Keuangan

DANAREKSA

ESOP

GCI
Ice

IFC

IGGI

IWAPI

MOF

Country Development
Stragety Statement,
USAID/Jakarta

National Unit Trust. A
mutual fund corporation
established and owned by
the GOI to assist the
Indonesianization of
companies by purchasing
shares and issuing
mutual fund certificates.

" Employee Stock Ownership

Plan

A non-bank financial
institution owned by
Bank Indonesia
Government of Indonesia

The Indonesian
Commodities Exchange

International Finance
Corporation, 1BRD

Inter-governmental Group
on Indonesia

Institute of
Internationzl Finance

Indonesian Business-
womens ' Association

Ministry of Finance

Non-bank financial
institution

Over-the-counter (market)

The GCI tcll roec
authority

A middle-income housing
finance institution



Penanaman Modal Asing

Penanaman Modal Dalam
Negeri

Perserikatan Percdagangan
Uang & Efek - Efek

Pengembangan Usaha Swasta

Rencana Pembangunan Lima
Tahun

Sertifikat Bank Indonesia

Surat Berharga Pasar Uang

- 1ii

PMA

PMDN

PPUE

PSD

REPELITA

SBI

SePu

Official designation for
foreign private
investments with a
maximum foreign equity
share of 95.percent.

Official designation for
domestic privaie
investments with a
maximun foreign equity
share of 49 percent.

Association for Moiwy &
Securities Tracers.
Organization recently
given tbe responsibility
of organizing an
over-the-counter
securities market.

Office of Private Sector
Development,
USAID/Jzkarta

National Five Year
Development Plan.

Bank Indonesia (Central
Bank) Certificates. A
discount instrument,
issued in various
denominations and with
maturities of 15, 30 anc
S0 days.

Money market
certificates comprisea
of promissory notes and
trade bills issued in
various denominations
and with maturities not

exceeding 180 cays.
State-owned enterpzise
A non=bark financizl

institution with
development objectives.



Assets

Bill

Bond
BOT

Broker/dealer

Capital
Capitalization
Capital market

Clearinghouse

Commodity market

Contract

.
Dazt sszvizs

Dast s=2zvice m=tic

‘e

- v -

DEFINITION OF FINANCIAL TERMS

Resources that have the potential for providing future
benefits or other resources of a firm or which can be
converted into cash ard used to pay liabilities.
Assets are equal to total liabilities plus ret worth.

A security that represents short-temm c!iscount debt,
usually issued by the govermment.

A security that represents long-term deot.
Bulld-operate-transfer. The process whereby a
contractor agrees to build a facility, operate it for a
period of time, then transfer ownership to another
party, often, but not always, the govermment.

A firm that both buys and sells securities as an agent
for customers (broker) and also buys amd sells
securities for its own account and risk (dealer).

Morey or property. Also used to refer to net worth.
The total of a rompany's long-term debt and net worth,

The sector of the fimancial markets fof long-term
securities.

An adjunct to a commodity exchange through which
transactions executed on the floor of the exchange are
settled,

Assets that are given as security for a loan.

The sector of the finincial markets for trading
contracts representing goods, such as rubber ard coffee.

Sea futures,

The totzl of the payments of principal and imtesest on
de=t di—ing any one period.

Tctal debt sexvice during one period divided by
eamings befare interest and tax payments for that sane

period.
To price a security at less than par value,



Lividend

Equity

Face value

Fimancial markets

Fixed investiment

Floating-rate bond

FoB

Futures

Go public

Hedging

Interbank market

- VYV =
A payment by a company to its stockholders.

The capital raised by a company through the sale of
stock.

See par value,

The combimation of the capital market, money market and
canmodity market.

Investment in assets which are fixed, such as plant ard
equipment,

A bond whose interest payment varies with the
short-tem interest rate.

Free-on-board. The cost of placing commodities on
board whatever shipment conveyance is being used.

Standardized contracts, wherein only the price and date
of delivery must be specified, which cover the sale of
commodities for delivery in the future. Futures
contracts are usually satisfied by the sale or purchase
of a separate contract which cancels the first contract
and not by actual delivery of the commodity.

the act of selling equity, i.e., transferring full or
partial ownership, to the public for the first time.

A means of risk protection against extensive loss due
to adverse price fluctuations. Usually accomplished by
buying one security or good ard selling ancther
security or good in such a way as to result in a
riskless position.

The process by which banks trade short-term securities
among themselves in order to adjust their liquidity.

Investmerit through a fimancial institution.

Use of cdoht to increase the expectad retuen on egquity.
Lev=raps is messiced by the ratio of long-tarm dest to
long-t==n dest plus equity, Also called firencial
leverzge or gearimg,

Total value of firancizl clalms on a company's assetis,
Equal to total assets mirus net worth.



Liquidity

Liquidity ratio
Long-term

Market maker

Medium=term

Money market

Net present value

Net worth

Note

OTC market

Paid-in capital

Par value

PezTection

Physiczls

- vi -

The resilience of the price of a security to buying and
selling pressures. A market is liquid when there is a
large enough number of traders to make entering and
exiting the market easy. For banks, liquidity is also
used to refer to the amount of cash on hand.

Short-term assests divided by short-term liabilities.
A security with a maturity of greater than five years.

A securities firm that buys and sells securities for
its own account and risk at specified prices.

A security with a maturity of from one to five years.

the sector of the financial markets for short-term
securities.

AR project's nmet contribution to wealth, equal to the .
discounted value of future cash flows minus the initial
investment.

The value of a company's assets minus its liabilities.

A security that represents debt, usually with a
maturity less than 15 years. Often used to refer to
such debt issued by the government. .

Over-the-counter market. A securities market which
lacks a formal trading arena, such as a stock
exchange. The trading occurs via telephone, computer
or other types of contacts among brokers and dealers
who generally maintain a supply of securities "in
stock" to meet customer demands. The Bursa Paralel in
Indonesia is cdesigned to be an GTC market.

The amount contributed to a firm by stockholders in
exchange for their shares of stock.

The value of a security shown on the security
certificates itself. Also called the face velue,

Establishing a leczl right to 2 cettor's essets.

Nonstancardized contracts, wherein gll sspects of the
transaction such as quantity, quality, rrice, cate of
celivery and place of onlivery must be specifiec, which
cover the sale of comodities for either current
celivery or celivery in the future. Physicals
contracts are usuzally satisfied by actuzl delivery of
the commodity



Premium

Primary market

Prime rate

Private placement

Promissory note

Return on equity

Secondary market

Security

Semi-concessional

Serial bonds

Short-term
Soft

Stock

Time depesit

Undszw=iting

- vii -
To price a security at more than par value.

The initial distribution of securities by the
underwriter.

The interest rate charged by banks to their biggest and
most creditworthy customers. Other interest rates are
scaled up from the prime rate.

The private sale of securities, usually to a small

nunber of investors and without advertising to the
public.

A promise to pay.

Earnings before interest and tax payments divided by
total equity.

Trading in a security after the initial distribution of
the securities by the underwriter.

A legal document which provides evidence of ownership
or creditorship.

A level which is less than the current market price.
Usually used to refer to interest rates that are lower
than prevailing market interest rates. Also referrec
to as soft interest rates.

A package of bonds that mature in successive years.

A security with a maturity of less than one year.

See semi-concessional.

A security that represents ownership interest in a
company.

An interest bearing deposit of funds with a bank for a
certain period of time, like a savings account or a -
certificate of deposit (CD).

Buying an issue of securities fraom a company and
reselling it to investors.
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l. SUMMARY

The Financial Markets Project is a six year, $12.0 million effort whose
goal is to increase the availability of long-term investment capital by
supporting open financial markets. This will be accomplished by increasing
the number of debt and equity securities and commodity contracts available to
investors, and by increasing the trading volume of these instruments. USAID's
contribution will be $59.0 million in de2velopment assistance grant funds
(Section 106, SDA). The GOI will contribute $3.0 million (equivalent) in cash
and in kind. This project follows on the substantial prior experience of
USAID and the Ministry of Finance (the executing agency) in working togetrer
on capital market development, and is viewed as a critical step in the
Government of Indonesia's (GOI) deregulation process to promote non-oil

exports.

Given the GOI's desire to proceed with the deregulation of selected
state-owned enterprises, the capital market can also play a major role in
assisting such deregulation through public offerings of shares. Establishing
a deregulation fund to facilitate such public offerings may be the subject of
a future amendment to this project.

2. BACKGROUND ON FINANCIAL MARKETS

2.1 THE ROLE OF FINANCIAL MARKETS

2,11 The Importance of Investment and Savings

Increased investment in capital assets is crucial for Indonesia's
continued economic development, both to increase the per capita proouctivity
of its current industries and to develop non=-0il industries on which the
. country's economy will increasingly depend. However, due primarily to the
drop in oil prices, the overall level of investment in Indonesia has been
declining. Annual fixed investment dropped from 24% of GOP ($20 billion) in
the early 198Cs to an estimated 20% ($16.5 billion) in 1987.1 The largest
investment declime occurred in the public sector, primarily in large-scale
projects to deveiop non-oil industries. Private investment, which was low
initially (only slightly exceeding public investment levels), also declineo
"due to the direct impact of the deteriorating terms of trade on private
incomes and savings, as well as the reverse multiplier effects of a slowcown
in aggregate demand." On a positive note, in 1587 both foreign anc
domestic fixed investment increased above the level in 1986.

If punlic and private investment do not expand significantly, Incocnesis
will not reslize the sustained economic growth mecesszsy to employ its laze
and growing population and to develop further. Althouch imcreasing the
efficiency of invested capitzl or better utilizingc excess production capacity
will be helpful and necessary, sustained growth will reguire that amnuzl fixec

1 Indonesia Adjustment, Growth and Sustainstle Develooment,
2 May lSob, Woria banx, p. </.
2 1Ibid., p. 27. -
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investment not decline over the next two years and rise to approximately 23%
of GDP ($19 billion) by the mig-1990s.> Much of this increase will have to
come from the private sector. 1Its annual share of total investn.:nt should
increase from 54% of GDP currently to 3% by the end of the century,?
representing additional investments of approximately $52 billion.

In order to mobilize the investment necessary for sustained growth,
Indonesia will have to do two things. First, because its savings are
insufficient to finance this investment on its own, Indonesia will have to
rely beavily on foreign investments and borrowings. Its $38.4 billion of
foreign debt and 30% debt service ratio indicate that Indonesia is doing so.
Fortunately, 78% of Inaonesia's foreign debt carries soft or semi-concessional
terms. Furthermore, any appreciation of the doilar relative to the yen (the
currency in which much of Indonesia's debt is denominated) would result in a
decrease in its debt service ratio.

Second, Indonesia will have to stimulate domestic savings. The annual
national savings rate must increase from its current 19% of GDP to an
estimated 25% by the mid-1590s in order to achieve the aforementioned level of
investment.” (At the height of the oil boom in the early 1980s, Inconesia
had a 25% savings rate but it was not sustained once oil prices declined.)
Public sector savings can be increased through raising taxes, reducing or
eliminating price subsidies, and increasing the operating efficiency of
governmental agencies. Increasing private sector savings will require
continued deregulation of business activities. The most important step
Indonesia can take to increase both sectors' savings and investment, though,
is to further develop its financial markets. .

2.1.2 Benefits of Financial Markets Development

The term financial markets usually refers to the money market, which
provides short-ternn financing, and the capital market, which provides
long-term financing and includes the stock and bond markets. We have also
included within financial markets the commodities market, which refers to the
merket where commocdities contracts for goods (e.g., rubber and coffee) are
traded for both present and future delivery. Annex E provides further
definition of these markets for the interested reader.

The following discussion of the benefits of financial markets centers
largely on the capitzal market because it is this market that will play the
greatest reole in increasing the availability of long-term investment capitzl
in Inconesia. However, the project will also be working with the money anc
camozitiss meckets, espezizlly to the extent those markets will influencs the
way in widch the lomg-teom cepital market functions.

3 Inic., p. Z7.
4 1mig., p. .
3 Ihid., p. Z7.
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2.1.2.1 The Primary Benefit of Developin? Well Regulated, Efficient
and Active Financial Markets will Be to Encourage the Invest-
ment ana S>avings Necessary Tor Sustalned tconomic Growth

Investment will be encouraged because potential users of funds will be
able to choose the financing alternative that provides the term, cost and
conditions they require. Increasing the variety of available financing
options will allow users of funds to match their assets (investments) and
liabilities (borrowings). For example, virtually all debt financing in
Indonesia has a meturity of one year or less. Borrowers usually roll over
short-term loans to provide funds for long-term investments, which results in
a dangerous mismatch between assets and liabilities. Each time the locan is
rolled over a new interest rate is established, exposing the borrower to the
risk that the investment will become unprofitable due to the increased
interest expense. The increased availability of medium- and long-term debt
finance resulting from efficient financial markets will help borrowers
overcome these problems.

Savings will be encouraged because potential savers will be able to
select the fimancial alternative that offers the liquidity, risk, return, and
term they desire. Increasing the variety of savings alternatives is
especially important for financial institutions such as pension funds and
insurance companies. Because they lack both financing alternatives in and
experience with the capital market, these institutions largely keep their
assets in short-term time deposits, but their liabilities (future payments and
claims) are medium- to long-term. Such a mismatch dramatically increases the
potential for defaults and/or bankruptcies. Increasing the. available savings
alternatives will allow them to match their assets and liabilities and will
reduce the likelihood of future problems. Furthermore, as they become more
comfortable with the financial markets, their confidence will increase,
thereby stimulating additional savings.

2.1.2.2 Financial Markets Development will Increase the Availability
of tcuity Capital

The presence of strong capital markets and a greater reliance on equity
financing are essential to growth in the manufacturing and processing of
agricultural and industrial goods, and the growth in employment required by
Indonesia in the coming decades. Indonesia's tradition of financing
industrial development through a heavy dependence on short- and mecium=-tecw
lozns is financially untenzble. Lasting development requires a strong bass
ecuity capital to ensure that an economic cownturn does not bankrupt thousancs
cf businesses. By encouracing investment and savings anc increzsing the typess
o securities available, the development of the fimancizl recxets will
increzse the level of equity finance relative to debt firsce.

0
-4

By increasing the availabtility of eguity fimance, ceve=lopment cf the
financial markets will also stimulate the development of small ana/cr new
businesses. Experience in the U.S. and Encglang has shown that small
businesses provice mcre jobs, are mcre innovative and pay more in taxes per
amount invested than big businesses. Small and/or new businesses require
access to finmance, especially equity finance. They need ecuity in order to
endure a start-up period and to finance czpital investment ouring the early
years when internzlly generated cash usually is nct sufficient.
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2.1.2.3 As Financial Markets Develop and Investment and Savings
Increase, the Flow of Funds from Investors to Users of Funds
Will Become More tfficient

Increased efficiency will take place through a variety of iechanisms.
First, the cost of intermediation will decrease because of increased
competition to attract users and providers of funds. Second, the cost of
raising funds will decrease because multiple small savings accounts will be
aggregated into large pools of investment funds. Third, funds will
increasingly be allocated to users based on credit risk, cash flow anc
profitability, and less on personal relationships and collateral. As a
result, funds will flow to the most efficient firms and individuals. Per
capita productivity, income and savings will increase.

Increased savings and investment has the further benefit of attracting
foreign investors to provide both debt and equity capital. This inflow of
foreign funds will help integrate Indonesia‘s domestic financial markets with
the international finmancial markets, further increasing efficiency. The
difference in cost of funds between these markets will narrow and the risks
associated with interest and exchange rate fluctuations will be spread ameng a
larger number of market participants.

2.1.2,4 Fipmancial Markets Development Will Lead to Increased Economic
Stability

First, an efficient capital market can contribute to the solvency of
Indonesia's financial system. The virtual absence of equity and long-term
debt finance weakens the financial structure of corporations. They are forced
to finance primarily with short-term debt, thus increasing their leverage and
exposure to interest rate risk. This endangers not only their long-term
viability but also the solvency of their creditors in the banking system. As
a result, investment is restrained and increases in productivity, incomes, and
savings are limited. Where firms have access to a developed capital market,
they tend to use both debt and equity inmstruments to finance their growth,
with a resultant improvement in the solvency of the financial system.

Second, the development of financial markets will better enable the

Eovernment to monitor the economy and implement fiscal and monetary policy.
inancial markets development will improve accounting stancards and the
ouzlity of finzncial reporting. Public transactions in securities will assist
in identifying the flow of investment and savings in the ecoromy. (Currently,
it is extremely cifficult to monitor these flows because many occur
Fivately). Increasing the public disclesure of fimancizl informetion anc the
i transacTion of securities will also assist the govermment in assessing

st callecting taxes.

2.1.2.5 Commocities Producers and Consumers Will Benefit bv Regucinc
THELT EXPOSUTE tO AAVEISEe FIiCe ang tXCHance nate rlUCTUETICrS
througn tne Levelopment of Futures Traoing on the Inoonesizn
Tomocities txchance (JCE)

This will increase the integrity and creditworthiness of the ICE because
czins and lcsses are taken or paid as they occur in futures trading, not just
vhen a contract matures, thus decreasing the potential for dgefault in the face
of large price changes. Because futures trading will establish a credible



5

system of price setting for the commodities involved, this will also promote
increased investment in the production of basic commodities.

Z.1.2.6 Financial Markets are the Best Mechanism for Deregulating the
Public Sector

Selling equity in state-owned enterprises (SOEs) to the public through
the capital market will have several benefits for Indonesia's economy. First,
it will improve public finances during the current period of declining
government revenues. The government will reduce the need to use its limited
resources to subsidize the operating costs of deregulated SCEs. Second,
increasing the role of the private sector in public sector dominated areas of
the economy will improve the country's overall economic performance. Thirg,
by speeding up the rate of growth of the economy, deregulation will raise the
level of employment. ‘

Implementing deregulation through the public sale of securities in the
financial markets avoids the problems associated with deregulating via public
auctions or private placements. These latter mechanisms tend to be inacequate
for large-scale deregulation because only wealthy firms, individuals cr
foreigners have sufficient capital to participate in public auctions or
private placements. With deregulation, the resources available to the
financial markets will be sufficient to handle large, complex transactions.
Further, the public sale of securities in the financial markets is the most
effective method for achieving widespread distribution of ownership.

Employee stock ownership plans (ESOPs) or similar plans to transfer
ownership to employees can also be implemented most effectively through
developed financial markets. If employees were given or sold ownership in a
company which was not publicly traded, their investment would be extremely
il1liquid. No market, or only a very limited one, would exist through which
they could sell all or part of their securities. By using the financial
markets to effect an ESOP, employees will easily be able to liquidate their
investment in the secondary market.

Conversely, the deregulation of SOEs is crucial to the development of the
financial markets. Deregulation will supply both debt and equity securities
to the financial markets. This will help alleviate the current problem of a
lack of securities, which in turn hampers further financial market
development. Deregulation will also help convince the private sector of the
government's commitment to developing fimancial merkets and help increase tns
efficiency of the markets. These factors, in turn, will help focus privats
secteor attention on the financizl markets. As private businesses becin to
Tecognize the advantace of publicly selling dett anc equily sscizities, they
alsu will issue new securities. The increase in the suprly arnc typss of
securities will cause investor interest and confidence in the finmencial
merkets to increase. Development of the financizl markets and deregulaticn cf
the public sector are, therefore, mutually supportive anc shoula be cesigrec
and implemented in unison.
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2.2 INDONESIA'S FINANCIAL MARKETS

2.2.1 History of the Markets

The public trading of securities in Indonesia was started in Jakarta in
1512 by an association of Dutch stockbrokers. Two similar associations were
established in other cities in Java in 1925. Most of the trading involved
securities issued by Dutch companies or Dutch East Indies government
agencies. The three associations continued active trading until 1942 when
they were closed cue to the outbreak of World War 11.

In 1552, a securities exchange was reestablished in Jakarta, operated by
the Association of Money and Securities Traders (PPUE) with Bank Indonesia
playing an advisory role. At the time, PPUE's membership consisted of three
Dutch private banks, two Dutch brokers and two Indonesian national banks.
Trading was inactive and primarily involved bonds issued by the Industrial
Bank of Indonesia (now called The Development Bank of Indonesia or BAPINDO)
and stocks in several Dutch companies. After the nationalization of Dutch
businesses in 1558 and a subsequent ban on the trading of Dutch company
securities, the exchange ceased trading.

The high inflation of the 1960s ensured continued inactivity and
precipitated substantial capital flight. To reduce capital flight, in 1968
the Government of Indonesia (GOI) passed a law excluding from tax the interest
on time deposits at banks. This law has come to be a major obstacle to the
development of Indonesia's capital market.

During the early 1970s Indonesia was earning substantial income from
taxes on o0il production. Bank Indonesia channeled much of this income to the
five government banks which lent the funds at below market interest rates to
predetermined priority sectors of the economy. Bank Indonesia also kept bank
deposit and loan rates at very low levels, such that the rezl cost of funcs
wvas frequently negative. Since finance was plentiful, the GOI was not
concerned about developing a capital market.

In 1973 the GOI authorized the establishment of merchant banks, which was
seen by some as a step toward the eventual reestablishment of the capital
market. Nonetheless, the stock exchange remained dormant until a series of
capital market decrees were issued by the Ministry of Finance (MOF) in 1977.
These decrees, which formed the foundation of the country's current stock
exchange, estatlished three capital market institutions —— the Capitzl Market
Folicy Council, the Capital Market Executive Agency (BAPEPAM) ana P.T.
Larzseksa — anc imstituted tax incentives for companiss to go putlic,

The Capitsl Market Policy Council is comprised of several ministsrs anc
other top GGI officizls and was created to provice capital market palicy
cuigance to the MOF. BAPEPAM was established to institute, regulate anc
gperate the stock exchange, to evaluate companies seeking a listing ang to
monitor the progress of listed companies. The Chairman of BAPEPRM is
appuinted by the President of Indonesia and is airectly responsible to the
Minister of Finmance. 0Danareksa, the state investment company, was estatlishec
to promote the equitable distribution of ownership of listed shares throuch
underwriting securities and issuing mutual fund certificates in smzll
denominations available to the public.
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The tax incentives included a reduction in the tax rate for firms that
went public, the extent of which wac related to the amount of equity sold.
Companies that went public also benefited by being allowed to revalue the
assets on their balance sheet. Because investors were not taxed fully on
their investment in shares, they also benefited.

For the first several years after the implementation of these decrees,
the stock exchange grew, with several new listings appearing each year. Then
the price of oil plummeted, tax revenues declined rapidly and the GOI decided
that the private sector should be responsible for providing much of its own
finance. The GOI also realized, however, that Bank Indonesia's interest rate
requlations were inhibiting the flow of funds fram investors to companies. In
1984, therefore, the GOI removed the controls on interest rates, maintainedg
the tax-exempt status of time deposits and removed the tax incentives for
going public. Immediately 6 to 12 month deposit rates rose to 18-20% and
prime lending rates to 22-24%, where they remain today. The level of bank
depocsits and loans increased substantially. Due to both this focus on banks
and the removal of tax incentives, the capital market declined to a state of
virtual inactivity throughout the mid-1580s.

During this time Bank Indonesia introduced two new securities, SBIs and
SBPUs, to the money market. SBIs are short-term (one to three month) Bank
Indonesia bills. Bank Indonesia used SBIs as an open market instrument to
control the liquidity of the banking sector. SBPUs are rediscounted bank
paper with a maturity of up to 180 days and a minimum denomination of
$15,000. Banks can sell their SBPUs to other banks (although usually they are
sold to Bank Indonesia) when they need to increase their liquidity. )
Conversely, banks can purchase SBIs or SBPUs when they have excess liquioity.
Neith:i SBIs nor SBPUs are traded on the stock exchange or by the public in
general.

In 1987, as part of a broad deregulation plan, the GOI announced a series
of decrees to stimulate the capital market. The decrees created a new
over-the-counter market (Bursa Paralel) and liberalized the existing listing,
underwriting and trading rules.

The over-the-counter market and stock exchange differ in several ways.
In the former, an issuer of securities must have paid-up capital of Rp. 100
million and can be a new company. An issuer on the stock exchange must have
palid-up capitel of Rp. 200 million and have been profitable for the last two
years. Banks that wish to go public on either market must have been
financizlly sound for the last two years and have met Bank Indonesia's capital
recuiTements fcr the last year. The over-the-counter maTket is coesated by
FAE subject to the regulatory oversight of BAPCPAM. The stock exchange is
both operated ano regulated by BAPEPAM,

For both metkets, issuers must be Inconesian companies anc must provice
financial statements that are compiled accoruing to generally accerted
accounting principles in Indonesia, audited by an indepencent putlic
accountant, and accompanied by an unconditionmzl/ungualified opinion for the
last reporting period. For the over-the-counter market, an issuer must submit
financizl statements covering the period of its operation or two yesars,
whichever is less. Fcr the stock exchange, finmancial statements covering the
last two years are required.
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Uncerwriters on the over-the-counter market are required to make a market
(stand ready to buy and/or sell a specified amount of shares or bonds at
prices posted publicly by that particular market maker) in securities for
which they are the lead underwriter for two years, although there is no
similar requirement for the stock exchange. Other underwriters and qualified
financial institutions may make a market in the securities of their choice.

For an issuer to obtain and maintain its listing on the over-the-counter
market, its securities must have at least two market makers.

2.2.2 Current Status of the Financial Markets

Stocks. Indonesia's stock exchange currently lists 24 companies with a
total capitalization of approximately $100 million. Eighteen of these
companies are foreign jcint ventures, three originally were Dutch companies
now listed as Indoresian firms, and only three are truly domestic Indonesian
companies. There have been no new issues of equity since 1984 when the
aforementioned tax incentives were removed.

Few if any of the listed companies have gone public because they needed
equity finance. Instead, they did so to take advantage of existing tax
incentives. Additionally, foreign joint ventures went public to comply with
laws requiring the gradual transfer of ownership to Indonesians and to obtain
rupiah finance because they were prevented from borrowing rupiah locally.
There also are indications that some companies listed in order to obtain the
government licenses necessary for expansion.

A positive development is that two listed companies are selling )
additional shares this year. There also are indications that one or two new
companies will sell shares publicly before the end of 1588, although probably
on the over-the-ccunter market. (At present, there are no listings of shares
or bonds on this market, as it still is being designed and organized by
PPUE.) This increase in activity is a good indication of the increased
interest in the capital merket resulting from the December, 1987 reform
packace.

Bonds. Bond issues have occurred every year since 1583. Through 1567,
16 separate bond issues with a face value of Rp. 536 billion ($317 million)
had been issued publicly. All of the bonds were issued by public sector
institutions -~ BAPINDO, the state industrial development bank; P.T. Jasa
mMzrca, the toll rocad autherity; and P.T. Papan Sejahtera, & midcle income
housing finznce institution. Jasa Marga has been by far the largest and mest
freguent issuer.

Duzing I1SEE, r—ivats sector caranies were allowed to issue boncs for the
first time. A pivet=ly owned hclding company and two joint ventures, a
leasing comsany ad & ron-bank fTirarcial institution (NBF1), have dore so anc
severzl others plan to sell bonds befcre the end of 1988 on both the stock
exchiange and over-the-counter market. Jasa Marga and BAPINDQ also have issuea
new boncs this year, making 1588 the most active year ever for debt
financings. The face value of boncs outstanaing has increased by
appreximetely Rp. Z70 billion ($160 million) in 1968.

All financizl institutions that trade securities on the stock exchange cr
the over-the-counter market must belong to PRUE. The membership mow consists
of 7 government, commercial and cevelopment banks, 11 private commercial
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banks, § non-bank financial institutions, 1l brokers and dealers, and
Danareksa. Bank Indonesia is an honorary member.

Money Market. In the money market, SBIs, SBPUs and NBFI promissory notes
remain the primary securities traded. Outstanding SBIs on March 31, 1987
amc:nted to $95.5 million. Government banks remain the largest buyers of
SBls. SBPUs have an active primary market but the secondary market is
inactive and consists of little more than repurchase agreements.

Rpproximately 70 banks and NBFIs sell SBPUs to Ficorinvest, an NBFI owned by
Bank Indonesia, which either holds the securities until they are repurchased
by the issuing bank or rediscounts them to Bank Indonesia. Bank Indonesia
then holds the SBPUs until they are repurchased or mature. There is very
little trading of SBPUs among the banks themselves. The total amount of SBPUs
outstanding on March 31, 1587 was $571.5 million. At that same time, the
total amount of NBFI paper outstanding was $583.5 million.

The effect of the increased use of these money market securities has been
to stabilize the money market. Banks have reduced their dependence on the
interbank market, causing interbank rates to become less volatile.

Commodities. The Indonesian Commodities Exchange (ICE) currently trades
only rubber and coffee. Rubber is available either FOB or for local celivery,
but coffee trades for local delivery only. Both commodities are traded only
through physicals contracts. Futures contracts are not allowed. Physicals
contracts can, however, be traded for future delivery because the ICE uses a
retender system where contracts can be bought or sold as long as they have not
matured., The ICE also trades U.S. textile import quotas.

Trading on the ICE has not progressed rapidly for a country that is the
second largest producer of rubber in the world and one of the largest growers
of coffee. During 1987 the ICE traded 12,700 metric tons of rubber FGB and
2,000 metric tons for local delivery valued at $9 million and $2.5 million,
respectively, and 1,200 metric tons of coffee valued at $4 million.

2.2.3 Problems with and Prescriptiorns for Indonesia's Financial Markets

Indonesia's financial markets are underdeveloped. There is an extremely
limited variety of securities traded in the money and capital markets, and
there are no active secondary markets. Although activity has increased
slightly recently, the role of the capital market remains very smell. Funcs
still === mobilized primarily through the banking system. Since the banks'
funcs == short temm, almest no long-term debt or equity firance is
aveilz="=, Fisthemmcre, banks lozn these funcds based on callatersl zanc
pe—sore! relztiormships, nct on projected cash flows. As a result, mest
corcaniss = highly leversged and smell and mediumescale enierprises zrs
vi=tuszlly umshble to obtain financing. Finally, the ICE camnot develop into an
effective exthance until it allows futures contracts to be tracec.

Overcoming these protlems will require a broad range of actions. The
fallowing list rarmks severzl of the more critical actions accerding to their
Impertance.

2.2.3.1 Actions of Highest Importance to Address
FInenclal Merkets FIonLens

A)  The tax treatment of bank deposits, which are currently tax-free,



B)

C)

D)

2,2.2.2 FActions of Medium Importance to Adoress

R)

10
and capital gains, dividends and bond interest, which are taxed as
regular income, should be equalized. This would increase the supply
of funds in the capital market by increasing the effective (post
tax) return on investments. The demand for funds would also

increase because the cost of financing would decrease when investors
would no longer have to be compensated for their tax exposure.

The regulatory process to approve the expansion of facilities or
investment of additional capital should be quick and efficient.

Development of the capital and commodity markets has suffered
because in each case a single government agency has been responsible
for both operating and regulating the market. These
responsibilities should be vested in separate organizations. The
operational organization should operate, promote and self-regulate
the market. The regulatory organization should have overall
regulatory responsibility and must concur with the self-regulatory
measures adopted by the operational organization. Furthermore, the
division of responsibilities between MOF, BAPEPAM, PPUE and ICE
should be clarified and the skills of the professionals involved in
both operations and regulations should be strengthened.

A country-wicge campaign should be mounted to provide investors,
businesses and financial professionals with education and training
in the capital market. When investors better understand both the
need for diversified portfolics and the differences among interest
income, dividend income and capital gains, capital flight should not
only decrease but earlier flight capital should return to

Indonesia. Firms should learn how to issue securities, and the
rights and obligations resulting therefrom. Securities specialists
should be trained through seminars, internships and technological
transfer, perhaps via joint ventures with foreign brokerage firms.

Financial Markets Problems

The SEI market should be expanded both in terms of the variety of
securities offered and the number of financial institutions
qualified to be traders. This would stimulate active securities
tracinc and establish benchmark interest rates against which other
getbt seci=ities could be priced. It also would indicete that the
GCI suxzcrts cevelopment of the financial markets. ‘

IrctEihorn=l investors, such 2s persion funds and insurance
comcardss, should be encouraged to fellow prudent financizl ano
actusrizl rractices and to invest part of their portfolics in
mecir- st long-teom securities. They should be discouragea from
investing predominantly short-term. They should also be able to
estzblish and alter their investment policies as needed due to
changing mecket concitions.



C)

D)

E)

1

Accounting standards should be upgraded and Indonesian generally
accepted accounting principles (GAAP) should be strenpthened and
promoted. This would improve financial disclosure standards, help
ensure the proper initial pricing of and subsequent accounting for
investments in securities and improve investor confidence in the
capital market. It would aiso help ensure that trading is not
stifled because investments in securities are incorrectly valued by
accountants. It is common practice to account for investments in
securities at their initial purchase price, not, as should be the
case, at their current market value. If the securities have
declined in value since their purchase, selling would result in the
recognition of a loss which investors otherwise would not have to
recognize. In other words, the prevailing accounting practices
discourage trading, especially in a declining market.

The legal system should be modernized and legal standards upgraded.
The system should 2llow for the perfection of a security interest.
Security holders should feel that they can enforce their rights in
court. .

Banking practices and standards should be improved and bank access
to credit information regarding potential clients should be
expanded. Banks should be encouraged to follows prudent lending
practices and to ensure that borrowers are not excessively
leveraged. Firms seeking bank loans (especially gcvernment
subsidized loans) should not be allowed to exceed specific
debt/equity ratios and/or should be .required to raise some of the
funds through an accompanying issue of securities. When lending
funds, banks should focus more on cash flow and less on the amount
of the borrower's collateral. Relationships between companies and
banks or other financial institutions should be regulated so that
any lcans or other transfers of capital between the two do not
circunvent or undermine prudent banking practices.

2.2.3.2 Actions of Least Importance to Address

R)

B)

Financlal Markets Froblems

Danareksa's role in the capital market should be evaluated. Its
large ownership pesition, representing over 50% of all listed shares
&nc over 30X of zll listed bonds, and its mutual fund certificates,
which guzrantee a yield of 1X above time deposit rates and
recusThese any time at par, can lead to distortions in securities
prices ang can prevent an active secondary markst from ceveloping.

erskss's responsitility to meintzin price stability can inmhitit
investment ang trading. The MGF should consider allowing privately
owrec mutu=l funcs to compete with Danareksa. Finally, Danereksz's
tols 2s both an underwriter amu a mutual fund should be examines
becaise off the potential conflicts of interest.

Investment opportunities available in Indonesia's capiteal merkets
shoula be promcted internationally and mechanisms and procecices
should be instituted which can easily accommocate foreign investcrs.
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C) The reluctance of Indonesian firms to disclose their financial
statements and/or to diversify their ownership should be overcome
- through education and market development. Once the cost of capital
in the financial markets becomes attractive relative to the cost of
alternative sources of finance and the advantages of diversification
obvious, these reluctances will more easily be overcome.

D) For the commodities market to become effective and active, commodity
futures contracts should be int—aduced.

As is obvious, the development of Indonesia's financial markets depends
on many diverse actions of varying importance. With reference to the above
listed categories of "Highest, Medium and Least", the project will address
some of these actions directly, some through policy dialogue, and some either
not at all or only in a limited way. By providing education and training for
regulators, financial professionals, investors and others, the project will
directly address the problems of insufficient skills and knowledge (Highest C
and D, ano Least B and C). The project will provide technical assistance to
overcome the problem of unsound or inadequate financial practices (Medium A, B
and E, and Least A and D), and policy discussions to overcome regulator%
problems (Highest A and B’. The accounting and legal problems (Medium C and
D) will not be directly addressed by the project, unless they happen to be
included in future policy dialogue, in part because the World Bank and other
international donors have projects in these areas. Because funds for
education and training will be available before the long-term consultants are
in place, some actions which require education and training will likely occur
first. Once the consultants are residing in their counterpart organizations,
training will continue and technical assistance will begin.

In conclusion, the preceding list of problems and prescriptions is not
exhaustive and may not contain certain actions which the long-term consultants
will determime to be critical. The training and technical assistance
components of the preoject are designed to be sufficiently flexible so as to
allow fcr the inclusicn of unfcrseen actions and/or the exclusion of actions
mentioned here which may later be determined to be of minimal importance.

3. PROJECT DESCRIPTION

3.1 PROJECT RATIONALE

;a'.

Tne tacmnicsl ang fin 2! m=lysis comaucted for this project (see
Amex ©) confizms that et the =1t time in Inconesia, there is both a
strong demenc o lonc-t=sm investment capital anc an equelly strong potential
supply of capitzl. Nevertheiess, public perceptions and regulatory and
structizzl reslitiss imetit sursly ano demand from meeting freely in the
marketplace.

i

Although the protlems confronting Indonesia's financial markets are
complex and largely structural in nature, they can be overcome through a
combination of policy refarms by the GCI, some of which it has already
initizted, and technical assistance and training focused on key regulatory and
cperating areas. The govermment's financial markets deregulation package cf
December 1587 provides strong evidence that the GOI recognizes and is
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committed to making the changes necessary to develop its capital markets and
promote private enterprise. In a recent interview with the Far Eastern
Economic Review, former GOI Coordinating Minister for Economic Affairs Ali
Wardhana noted, however, that there is a gap between policy and
implementation. He indicated that the will is there, but assistance and
support in developing additional policy reforms and implementing those reforms
are needed.

This project can be best described as institutional (both training and
technical assistance) and policy implementation assistance directed at
improving the investment, trading and regylatory environment for financial
markets, particularly the capital market.  Our approach will focus on
suppcrting continued GOI policy reforms which favor long-term capital
formation and the strengthening of market forces, and on establishing a solid
implementation basis for the expanded stock, bond, money and commodity
markets, and for the infant brokerage industry. Inherent in this approach is
that there are important reactive effects of strengthening the market, small
as it now may be, in that success will lead to further deregulation.

The rationale for this project is clearly stated and supported in USAID's

COSS for FY 89 - FY 93. Major points emphasized in the CDSS which this
project addresses include:

structural, long-term support for increased employment and incomes;
measures to increase efficiency and productivity of the economy;
-- support for a shift of resources from the public to the private
sector; and - .

promoting a more open, market and trade-orierfted economy.

Further, this project is of particularly high priority for the GOI
because of its direct limkage to the promotion of non-oil production capacity
and exports. While no other donors are working directly on the capitel
market, this project is also highly complementary to several related donor
efforts and to the overall Inter Governmental Group on Indonesia (IGGI) gcals
of encouraging 2 less regulated, more productive economy. (A.I.D., GOI znc
other donor procrams are discussed in more detail in Section 5.)

3.2 PROJECT GOAL AND PURPQSE

The gzl of the Finmancizl Markets Project is to increase the availability
cf long-tezm investment cepital by supporting open financial markets. The
=cject oi=oese is oo increasse the number of gebt and equity securities anc
conmocity contTsots sveilznle to investors, and to increase the trzcing volums
v these imsttuments.

An active caritzl market would also create a link between the public anc
private investment sectors, especially hv providing an opportunity to sell
eguity shares in SGEs to individual Indoresian investors, employse groups,
cooperatives cr other privete organizaticins. The approach to this project
will therefore inclucde support for SCE deregulation activities, perhaps
including a future ceregulation func. Because the details of this fund ars
still under ciscussion, it is anticipated that it will be described and funcea
under a future project amendment.

*
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3.3 PROJECT OUTPUTS

Major project outputs will be as follows:
3.3.1 Market Deregulation

A major portion of this project's resources will be directed toward
support for continued GOl deregulation of financial markets and for adjusting
the roles of the MOF, BAPEPAM, Danareksa, and Bank Indonesia (BI) as necessary
to better regulate and promote the capital market. Conversely, the private
sector, including PPUE, will gradually assume greater responsibilities for
market development and operation. Throughout this project, the GOI will take
the lead in initiating reforms, with project resources provided to support
such actions. The major regulatory outputs and reforms which might be
anticipated during the life of project, among others, are:

a. Reviewing BAPEPAM's regulatory and operational functions, and
providing a clearer definition of the division of regulatory responsibilities
among agencies involved. '

b. Strengthening the technical capital markets skills of MOF and
BAPEPAM staff, as required for their regulatory role.

c. Making, as possible, the fiscal and monetary regulations become more
equal for long-term capital investment. This may include changes in pension
and insurance investment guidelines, reviewing tax disincentives, evaluation.
and possible revision of BKPM investment rules, and recommencations on legal
changes which would allow the perfection of a security interest.

d. Promoting Danareksa's role as a mutual fund for individual investors
while recucing its favored status, restructuring its certificates and
liquidating its unpledged portfolio.

e. Reviewing the operational and regulatory functions of the ICE, with
the operational functions preferably being handled by the private sector.

Additional description and analyses of these organizations and the
reolatory regime may be found in Annex E.

3.3.2 Increased Supnlv of Lono-term Investment Capital

Fitmush the totzl sucrly of capitzl in Indoresia is large, especislly if
Pinformel” c=nitsl flows =we included, this output is directed at balancing
the cist—ibucion of cepitzl by increasing the flow of funds throuch the
canitzl mesket into long-term investments. While several of the regulatery
chernces citeg sbove will stimilzte this process, there are palicy,
instititionel and promotional actions which alsc will be adoressed by the
GCI. These incluce:

a. Developing standarcs and practices that encourage pension and
insurance firms to diversify their portfoliocs and invest in debt and egquity
issues. This would cover not only company-specific policies but also
implementation assistance to the GOI for the soon-to-be-enzcted pension and
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insurance legislation, the development of which has been supported by the
Agriculture and Rural Sector Support Program (ARSSP).

b. Reviewing bank reserve requirements and revising liquidity ratiocs to
permit a wider range of reserve investments by banks.

¢. Increasing investor interest in equities and bonds through
educational and promotional campaigns.

d. Expanding individual and foreign investors' access to the capital
market through: the establishment of national (a portfolio of Indonssian
securities for domestic investors) and international (a portfalio of foreign
securities for domestic investors) mutual funds as well as an Indonesian Fund
(a portfolio of Indonesian securities for foreign investors); international
linkage of the stock, bond and/or commodity markets; changing the structure of
certain Danareksa fund certificates; and other mechanisms which would attract
new investors.

e. Working with Bank Indonesia to issue a wider variety of bills, notes
and bonds.

f. Creating a Bank Indonesia National Credit File, initially available
to institutions but perhaps later to private investors as well, which will
serve as an independent source of information concerning the creditworthiness
of firms.

3.3.3 Improved Trading Capability and Structure

The major actors involved in trading securities are the brokers and
dealers, underwriters, Danareksa and Bank Indonesia. The MOF is also involved
through the regulatory process. The outputs of this project, in addition to
the regulatory changes noted in Sectiors 3.3.1 and 3.3.2, will include acticns
to stimulate trading. While private sector securities firms should become
self-sufficient in the medium-term, this project will support their
development during the near-term when the market will be thin and the
expertise lacking. Additional means of promoting the supply of securities
will be to encourage the deregulation of state-owned enterprises (SCEs)
through the sale of equities on the stock market, and to work with firms
considering capital expansion but uncertain of financing alternatives. While
the propcsed SOE deregulation fund will be the subject of an FY 89 amencment,
this actisn is still included below as an integral part of this project.
Specific outputs will include:

2. Developing the private sector brokerage and unceswriting incustry
troouch tozining and technical assistance and through the seperstion of the
ooerationzl and regulatory functions of BAPEPAM and the ICE as citeZ in
Section 3.3.1.

b. Encouraging the National Develcpment Bank (BAPINDC), Regionsl
Development Banks (8PDs) and the GOI Venture Capital Company (PT Eahana) to
sell equity they hald in Indonesian companies through the stock merket.
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c. Establishing a nationwide automated central accounts function and
check clearing system by continuing to support Bark Indonesia's ongoing
program. (This program is currently receiving technical assistance from the

Federal Reserve Bank of Dallas under the Private Sector Development Project
(497-0329).)

d. Expanding the variety and number of fims granted access to trade in,
Bank Indonesia money market instruments.

e. Encouraging the deregulation of SOEs through equity sales.

f. Supporting Danareksa's efforts to sell its unencunbered shares in
companies listed on the stock exchange.

g. Improving private sector fimancial mamagers' awarermess ard skills in
using capital and commodity markets to raise funds and stabilize prices.

h. Pemmitting futures contracts to be traded through the ICE.
3.4 PROECT INPUTS

Inputs for this project will consist of technical assistance, training
and conmmodities. In addition, thcv2 may be a deregulation fund to be
described in the proposed FY 89 Amendment. Promotional sucport, although a
somewhat distinct irmput, is broken down below into its technical assistance,
training ard commodities comporents.

3.4,1 Technical Asslstarce

The technical assistance team to be established under the project will
act as 2 project management unit with responsibility for mamaging and
coardirating all imputs including training and commodities. Likewise, the
team will be responsible for the full range of project outputs, encompassing
elements of policy implementation, institutional develcpment ard promotion.

The core téam will consist of six long-term experts reporting to the
Director G=neral for Moretzry Affairs, MOF, The team (here callsd the MOF
tezm) will consist of the following:

z. Cnisf of ---‘-v/?rul:.tc:'v Advisor = This pecson will be Segonsitl=
foo =visot oe it ur. 21 Zects oF TegUlatory refarm as noted in Sectfon
7.3.1 a¢ s7=ll a=t as teanm coordirmtor ard marager oFf the trzining and
caomocity irputs.

b. Deouty Chief of Party/Regulatory Advisor — Acting as the Chisf of
Party's altac egc, this position will be reserved for an Indorestan :
professionzl well versed in the local le=gal ard regulatory systems who can
help ensure that documentation and recommerdations are appropriately designed
ad structured for Indormesia.

c. Investment Analyst — This expert will work primarily with investors,
especially the pension and Insurance companies and Danareksa, on portfolio
marnagement ard promotion programs.
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d. Trade and Underwriting Specialist —- This person will work closely
with the private brokers and underwriters, PPUE, and private firms desiring to
list on the markets. He/she will also develop educational programs for market
promotion.

e. Training/Promotions Manager -- This person will arrange for and
manage all short-term training programs, promotional campaigns and local/
regional seminars and workshops as described in Section 3.4.2.

f. Administration/Logistics Manager — This person will coordinate and
manage all aspects of commodity procurement for the project and logistical

". support for the team.

The MOF team will be augmented by substantial short-term expertise. It
is anticipated that this short-term assistance will be jointly funded by this
project and the PRE Bureau Financial Markets Project. The total level of
short-term assistance for the project team is estimated at 60 person months,
of which we anticipzte the PRE Bureau will finance 25 percent under buy-in
arrangements. These arrangements will consist of USAID preparing P10/Ts for .
submission to AID/W for contracting action. Short-term assistance anticipated
during the life of project under this team is: ‘

+ Deregulation of SOEs -- 24 p/m
+ Commodity Market Experts -- 12 p/m
+ Stock/Bond Experts -- 12 p/m
+ Pension/Insurance Experts - 6 p/m.
+ Regulatory/Legal Experts -~ 6 p/m

An Indormesian sub-contractor will also be associated with the MOF team.
This firm's responsibilities will include the actual conduct/implementation of
all promotional campaigns, workshops and seminars to be held in Indonesia.
This sub-contractor will be supervised by the MOF team Training/Promotions
Manager. Specific tasks will include developing TV, radio and/or newspaper
advertising and promotional campaigns sponsored by the GOI and the individual
figancigl markets, and handling publicity and logistics for local workshops
and seminars.

In aodition, B8ank Inconesia will be assisted by cne long-term Senicr
Sanking Expert who will report directly to the central barnk and be resfcnsible
T =.i espects of Zank Inconesia development progcrams net2c UNGET O OULDUTS
abcve. This expest will zlso mamage short-teow techniczsl assistance inpucs
fcz Sank Incoresia pricrity programs. This short-term assistance is expectec
to total aprroximetely &0 person months over the life of the project, with FRE
Bu-eau aiso provicing 25 percent of the cost of these short-tesw exgesis. The
estimsted breakdown of shcri-term technical assistance for Bank Inconesiz is
as follows:

+ Automstion/Dzta Telecommunications - 30 p/m
+ Natioral Crecit File -— 24 p/m
+ Morey Markets -~ 6 p/m
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Bank Indonesia training programs will be funded under the BI contract,
but will be administered by the MOF team Training Manager at the request of
Bank Indonesia.

The Scopes of Work for the technical assistance can be fourd in
Annex D.

3.4.2 Training

There will be a major training program under this project, comprised of
short-term overseas training, and local workshops and seminars. The proposed
conrtent of these programs 1s as follows: ,

Short-term overseas training will be provided for approximately 150
participants over the life of the project. This training will be targeted at
the regulatory agencies--MOF, BAPEPAM, Bank Indomesia and the ICE;
institutional investors, esaecially pension and insurarce conpanies, anrd the
underwriting/trading sector, including PPUE, brokers and dealers, and
Damareksa. Regulatory participants will focus on training through
organizations such as the SEC, Federal Reserve, FDIC, and U.S. Treasury.
Institutional investors will receive training through organizations such as
major banks and investment houses, penslon and insuramce fims, and training
or regulatory bodies involved in the investment field. The issuer/trader
training would be targeted at major brokerage houses, mutual funds, NASD
(which operates the U.S. OTC market) ard similar trading organizations.

Assuming the average overseas short-term training period will be one
month, Table 1 shows the estimated training person months per project year for
the three above mentiored trainee categories, .

TABLE 1;: SMMARY OF SHORT-TERM OVERSEAS TRAINING
(Person Montns per Year)

Organization ' Project Year
1 2 3 4 5 ¢ Total
REGULATORY AGENCIES 5 20 10 5 5 5 50
INSTITUTIONAL INVESTORS 5 10 10 10 10 5 50
ISSFRS/TRADERS 5 10 18 1 1 5 50
TUTAL 15 A0 X ZZ 25 15 150
3 E—3 F— = E— == ——1

The selection of trairees will be jointly decided by MOF, S3ank Indoresiz,
the MOF advisory team ard Bl expert, with ammual training plans being precazed
by each participzting agency. As noted above, the MGF advisory team will be
resoonsible for the implementation ard backstopping of all training programs.
The GOI will be expected to finarce intemational air fare for all GOI
erployees, All private sector participants will be trzined on a cost-sharing
basis, with the private sector paying a minimum of 25% of total tralning
costs. A.I.D. Hardbook 10 shall apply for all overseas training.
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Local workshops and seminars will be especially important in temms of
increasing public awareness of the benefits of diversified financial markets
and reinforcing a positive image as changes are introduced; informing and
educating investors of the process and opportunities relating to new
investments; and presenting private businesses needed information on the
process ard benefits of raising capital through the financial markets. We
anticipate four or five major workshops and seminars per year, some of which
will be presented several times in regional centers such as Surabaya, Medan,
Bandung, Ujung Pandang and Derpasar to help promote investment and business
growth throughout Indoresia. As noted in the Technical Assistance section
above, these programs will be developed and managed under the MOF consultancy
team.

In addition to the foregoing workshops and seminars, the project will:
sponsor a pre-implementation seminar in October or November 1988, which will
cover basic implementation issues, to include project impact tracking.
Participants will include all re kvant parties to project implementation,
e.g., MOF, Darareksa, PPUE, Bank Indonesia, Bapepam.

3,4,3 Commodities

There will be a relatively small commodity procurement program under this
project, to be funded and managed through the consulting contracts.
Commodities will consist of microcomputer hardware and software to assist PPUE
or its operational equivalent in establishing its broker and dealer network
and the ICE in its trading activity needs; promotional materials and |
advertisements related to the educational campaigns for investors and lsters;
and limited swpport commodities for the consulting personnel such as vehicles
and computers. Initial estimates have been prepared by Emst and Whinrey
under a local IQC for the computer needs of PPLE and under other contract
arrargements by Powers Research, Inc., for the ICE. However, since the
Tregulatory ard operational envirorment of the exchanges may be mocifisd during
the initial phase of the project, USAID will review the approved tusiness
plans for PPLE ard the ICE prior to procurement of computers or software.
Further details on commodity purchases and budget can be found in Section 4.

3.5 END OF PROJECT STATUS

By the end of this project, in September 1594, we anticipate that the
results set forth in Table 2 will have been achlevec, The plan for eveluszzi:

the prog-ess made toward achiaving these resulis can be foud in Section E,
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ANTICIPATED END OF PROJECT STATUS

End of Project Status

1. A permanent and lonpg-range
regulatory environment for stocks,
bonds and commadities will have
been established with operational
responsibilities separated from
reqgulatory authority.

2. At least five privete broker/
dealers will be able to operate
profitably from broker/dealer
business alone,

3. At least one new stock and two
new bond issues will be marketed

each month, with average daily

stock trading volume reaching

50,000 shares per day, and total
stock and bond market capilization
increasing to at least fip, 5 trillion.

4, Commodity futures and at least
two new commodities will be traded
on the ICE.

5. A nationwide automated check-
clearing system will be operational.

6. Pension and insurapce compa-
nies will grow by 5U% alx] increase
total stock and bond holdings to 30%
of their portfolios, representing
Rp. 3 trillion.

7. Danareksa will reduce the
percentage of '*~ rtfollo which
is unpledged ai Ny
and increase

{ e

3.

4,

5.

6.

7.

Current Status

BAPEPAM and ICE both regulate and
operate their respective markets.
Private dealers (PPUE) have yet
to 1ist any securities.

Although there are about 20 broker/

‘dealers, only one is able to profit

from broker/dealer business alone.

No new stock issues since 1984,
Average daily trade is 8,000 shares.
Total stock and bond assets are
almost Rp. 1 trillion.

Commodity futures trading currently
not authorized. Only rubber and
coffee are traded.

Checks are cleared manually through
a central clearing house.

Stock and bonds now account for
less than 10 percent (Rp. 650
billion) of insurance and pension
fund investments.

Fifty | * 7 Danareksa's equity
port’o oc ecd. Danareksa's
cert. a Jaranteed return
and 1 and only 14%

S.

Means of Verification

1.

2.

3.

4,

Je

Operational charts for
BAPEPAM and ICE.
Operational statistics
for PPUE or brokers,

Income statements,
PPUE or BAPEPAM
statistics.

BAPEPAM/MOF /PPUE
statistics.

ICE, Ministry of

Trade records.

Bank Indonesia
records.

MOF records.

Danareksa, MOF
statistics.
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4, FINANCIAL PLAN

The total budget for this project is $12.0 million, comprised of A.I.D.
grant funds of $9.0 million and local contributions of $3.0 million
(equivalent). Local contributions are to include cash and in-kind inputs from
both the Ministry of Fimance and Bank Indonesia and cash inmputs from PPUE,
pension ard insurance fims, and other private sector participants. Budget
calcusations are based on the following:

Technical Assistance. The umbrella technical assistance contracts with
MOF and bank Inconesia are to extend over five years. Although virtually all
project funds except the in-kind support, private sector contributions, and
evaluation/audit and contingency funds will be provided through the umbrella
contracts, the contract budget will be segmented to track *tecinical
assistance, training and commodities expenditures.

Long-term advisors have been budgeted at $215,000 per year, inclusive of
allowances, overhead, fees and other direct costs. This is believed to be a
reasonable average cost, although several of the lead advisors may well have
relatively high salaries given the salary levels of experts in the financial
sector., It is anticipated there may be a need for at least one salary waiver
to exceed the FS-1 pay cap. Short-term salaries are budgeted at $15,000 per
month including all expenses, this again being an average only. The budget
for the local subcontractor for promotions/workshops is estimated at $70, 000
per year for 5 years.

MOF ard Bark Indonesia will provide $1,250,000 in direct contract costs
to support the technical assistance teams. In addition, they will provice
in-kind contributions valued at $400,000, which will consist of office space,
furniture and equipment, and local staff support for the teams.

Trai%gg. Short-term overseas training is estimated at $10,000 per
month based on an average one-month training period. This budget figure
covers air fare, per diem, tuition cost amd miscellaneous expenses. All air
fares are to be paid urder the local contribution portion. All per diem shall
be at standard A.I.D. rates. Tuition costs will vary widely, but again are
anticipated to be relztively expensive from our experience in firencial sector
training.

Workshops ard semiress, totalling approximstaly 60 over the lifs of e
project (including seminecs repested in s2verzl reciors] centess), ===
estimated to cost $10,000 2asn. Approximestely 50% of tls cost will De boore
by participation fees for private sectar attardess,

Camadities, The PPE ard ICZ computar procirenent is estimated to
cost 500,000, which includes all hazdware, WPS, LAN server, softwase
develcpment (subcontract), maintenarce ard training. PPLE costs will be
shared 50/50 between A.I.D. and PPUE. Cost-sharing between A.I.D. and the
ICE, a GOI entity, is covered under no-mal countespart funding arrangements of
the gzant. Publications, advertisements, TV and radio promotions are budgeted
at $70,000 per year for 5 years. The consultant support commodities include
up to four work vehicles and microcomputers/word processors for the office.

Life of project funding estimates are given in Table 3. Table 4
1llustrates the estimated value of the irputs as they relate to specific
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outputs. Tables 5 and 6 provide the schedule of estimated annual obligations
and commitments, and disbursements respectively, for the life of project. It
should be noted that all commitments will be made well within an 18-month
period after obligation, the technical assistance contracts being the only
major comnitments planned.

Method of Financing. In Table 3 it should be noted that, subject to a
successtull USAID review of GOI contracting procedures, all items under
Technical Assistance, Training and Commodities will be funded under host
country technical assistance contracts (HCCs). All HCC payments will be made
by A.1.D. directly to the contractors, based on MOF certification. Prior to
executing the umbrella HCCs, some limited, direct A.I.D. contracting for
selected training and short-term technical assistance may also occur.
Evaluations and augits will be paid by direct payment procedures using A.I.D.
direct contracts.
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TABLE 3:

TOTAL PROJECT FUNDING BY COMPONENT ($000)

COMPONENT

TECHNICAL ASSISTANCE
a. long-ierm:
10 p-y x $225,000/year
(2 Team Leaderss
5 p~y x $110,000
(Deputy Chief of Party)
15 p-y x $170,000
(Investment, Trading and
Training Experts)
5 p-y x $20,000
(Admin/Logistics Mgr.)
Sub~-total
Short-Term: 2/
90 p-m x $15,000/month
Promotion Subcontract
5 years x $70,000
In-kind Suppcrt

TRAINING ’

a. ohort-Term Overseas
150 months x $10,000

b. Workshops/Seminars -

COMMODITIES
a. Computers/Software
b. Publications/Ads
¢. T/A Vehicles, Equip.

EVALUATIONS/AWIT

CONTINGENCY

TOTAL

SOWRCE OF FUNDS

A.1.D. MOF BI otHRY TOTAL
5,450 750 250  — 6,45C
1,100 - 250 - 1,350
350 @~ @ - - 350
- 250 150 — &00
750 200 100 450 1,500
30 — - 300 600
250 - - 250 500
350 - - - 350
100 — - - 100
20 —= - = 200
150 __ 50 _ — - 200
$,000 1,250 750 1,000 12,000
 ———— L - —— E — — L - —— g ———— 4

1/ PAUE and other private sectcr participants.
Z/ Excluces approximately 30 p-m to be centrally-funded under PRE BuTeszu

Financial Markets Project.

TASLE 4: CCSTING OF PROJECT OUTPUTS/INPUTS ($000)
) ) PROJECT QUTPUTS

INPUTS DERPER~ INVESTMENT TRAE TOTAL

LATION SPFRLY  CAPACTTY
- R.I.C.c Tect vicel Agsistance 2,0 1,5C 2,800 €,53C
Trainimg 3= . 3= =0 1,0%C
Evaluztion 75 X 75 xT
. Cormtingency 50 = o) 15C
Sub=Total 2170 R .6/5 S, 000
GCI.»  ¥echnical Assistance 550 530 553G 1,650
. Training 350 350 350 1,050
Camodities —_— — 250 250
Contingency 50 - -— 20
Sub-Total $30 900 1,150 LUED
TOTALS 3,725 3,450 4,825 12,000
EEEER E - 3 t - — — 4 EERTTT
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TADLE 5: ESTIMATED ANNUAL AID OBLIGATIONS/COMMITMENTS ($000)

INPUTS Fyeo FY89 FYS0 FY91 FY92 FY93 FY94 TOTAL
OpL/COM  0BL/COM 0BL /COM 0BL/COM 0BL/COM 0BL/COM 0BL/COM LoP

Technical Assistance 3,447/0  0/3,447 1,953/1,953  0/0 1,500/1,500 0/0 0/0 6,900
Training 500/0 0/500 300/300 0/0 250/250 0/0 0/0 1,050
Commodi ties 200/0 0/200 500/500 0/0 /0 0/0 0/0 700
Evaluation 0/0 0/0 100/100 0/0 100/100 0/0 0/0 200
cbntingemy 0/0 0/0 __0/0 0/0 150/150 0/0 0/0 150
TOTALS 4,147/0  0/4,147 2,853/2,853  0/0 2,000/2,000  0/0 0/0 9,000

BREEERERE Pt SRss - === Pt o 3+ SSEmmmnss sS=sSsm=n ==S=====

TABLE 6: ESTIMATED ANNUAL AID DISBURSEMENTS ($000)

INUTS FYo8  Fyes a7 N 1)) Fysz FYs3 FYss  Tota
Technical Assistance -0- 400 1,000 1,300 1,400 1,400 - 1,400 6,900
Training ~0- 200 250 250 150 100 100 1,050
Commodities -()- 150 250 . 100 100 | 50 50 700
Evaluation -0~ ~0- 50 50 -0~ 50 50 200
Contingency ~0)- -0~ =0~ -0- 50 50 50 __150
TOTALS * -0- 750 1,550 1,700 1,700 1,650 1,650 9,000

reres P ——— L 2 -4 3 < s====== =S===== SR b+ 44 ======
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5, A.I.D., GOI AND CTHER DONOR PROGRAMS

This section describes the relationship of the Financial Markets Project
to A.I.D., GOI and other donor programs and priorities.

S.l A.1.D. PRIORITIES

Financial markets development relates directly to A.I.D.'s overall goal
of promoting broad-based and sustainable income growth and employment
_ generation, and more specifically to the promotion of the private sector as
the most efficient means of attaining growth in income and employment. Firmly
linked to those overall goals is the Financial Markets Project's gozl of
increasing the availability of long-temm investment capital by supporting opsn
financial markets.

In January 1588, A.I.D. issued a draft policy paper on financial markets,
indicating its growing awareness of the critical role these markets have in a
well functioning private sector. This paper particularly stresses the role
which financial markets play in mobilizing domestic resources, integrating
domestic and international financial systems, and promoting democratic
institutions and widespread ownership. The draft policy paper goes on to
stress policy and institutional development as the key potential A.I1.D.
interventions in financial markets. In reviewing this policy document, it is
concluded that not only is USAID's proposed Financial Markets Project fully
consistent with A.I.D. policy but it also is on the leading edge of A.l.D.'s
evolving private sector strategy. As such, we believe a successful financial
markets project in Indonesia will provide valuable input into future A.I.D.
programs worldwide.

USAID/Indonesia's Country Development Strategy Statement (CDSS),
completed in January 1988, sets the stage for USARID's five-year program for FY
85-FY 93. Given the current progress and potential of Indonesia's private
sector, the COSS strongly reflects A.I.D.'s overall strategy of achieving
income and employment growth by increasing the role of the private sector ana
open markets. In support of the Mission-wide goal of employment and growth,
efficiency and productivity are cited as the primary means of achieving this
goal. Financial markets development, by its impact on the efficiency and
productivity of both financiai markets and productive enterprises, stancs as
one of the central project interventions in USAID's five-year plan. This is
supported in the CDSS by explicit references to opening financial markets
throuchout the sub-goal entitled "Support a more open, less regulated meTks:
anc trace oriented economy, interrmelly and externzlly.”

The CDSS also establishes several program criteriz which are to be
emphasized over the next five years. These zre:

1. Mcre attention to macro, structursl, sectorsl and cross-secterzl conceoms
- As is accressed in various sections throughout this #=, financial markets
development will have a brosd, macro and multi-sectoral impsct. This impact
should extend well beyond the fimancial sector itself, producing long-term
benefits for other A.I.D. sectors including agriculture, hezlth and

education. Mission projects which will bernefit incluce the hHousing Guarantee
Progrsm due to the role of the capital market in creating a more favorable
public investment climate; the proposed Agribusiness Project due to the
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romotion of new investment in agribusines§; and the Health Sector Financing
Broject due to the support for the health insurance industry.

2. More attention to leveraging and management effectiveness principles =--
Leveraging principles have two separate contexts. First, one of the primary
reasons both investors in and issuers of securities use financial markets is
to leverage funds, that is invest borrowed funds at a yield greater than their
cost. Our participation in this sector is, therefore, an excellent example of
leveraging additional funds in the project sense. This is further analyzed in
the economic analysis, Section 7.

Leveraging also refers to the ability to bring other resources, such as
donors, into a sector through our inputs. In this instance, both the Asian
Development Bank (ADB) and the International Finance Corporation (IFC) will
likely be programming funds in the finance sector partially based on USAID's
decision to support this sector. (See also Section 5.3.)

With respect to management effectiveness, this project's design has taken
into consideration the following points.

° Institutions targeted for development, including BAPEPAM, PPUE and
Danareksa, are relatively small and have very specific tasks to perform.
In addition, these institutions operate within an increasingly private
sector environment which stresses efficiency in order to succeed. Taken
together with the fact that the GOI is truly committed to making the
financial markets work, we conclude the institutional development targets
under this project are achievable within the life of project and will not
require additional management inputs other than those associated with the
proposed technical assistaice team.

e Care has been taken throughout the design process to ensure that inputs
are interrelated, manageable, and under the control of the "umbrella" MOF
contracter to the greatest extent pessible. Since very little of the
work will take place outside of Jakarta, the management load is
accordingly reduced. Also, the existence of the GOI Capital Markets
Policy Committee will reduce the need for inter-ministerial negotiations
by USAID.

3. More sustained use of procram assistance — Given the relatively
uncerdeveloped state of Indonesia's capital merket, we conclude that this
s=ec=rr is not yst sppropriate for sector or program assistance. Mevertheless,
showld the proposed derequlation fund demonstrate itself as an effective
conoonent of the GCI ceregulation program, the possitility of expancing this
ca—cnent into a progoam, either as an amendment to this project or & new
grocram, should be considered.

5.2 GOI PRIORITIES

Recerntly, there have been many articles in the local newsgapers
concerning the need for improving Indonesia's finmancizl markets. In a mejer
speech on July 5, 1568, Minister of Fimance Dr. J.B. Sumarlin outlined in
getail the potential role and need for improvements in the capital market. A
December 1587 GOI deregulation package substantially reformeo the capital
market and created a new OTC market--the Bursa Paralel. It is noteworthy that
financial markets development enjoys broad-based support and is seen as either
positive or at least neutral by all interest groups.
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Thus, while there are specific elements of sensitivity within the overall
plan, such as tax revisions and deregulation of SOEs, there is general
widespread support throughout the GOI and the private sector for a major
financial markets initiative. This will be spurred on by the increasing
pressure to promote non-0il exports and employment opportunities. Although we
do not yet know what the exact content of the GOI Repelita V will be, we fully
anticipate that when published it will explicitly include support for improved
capital markets in a manner consistent with steps outlinmed in this project.

5.3 OTHER DONOR PRIORITIES

Three major donor organizations have a stated or ongoing interest in
financial markets development--the World Bank, ADB and IFC. Their interests
are as follows:

The World Bank. A May 1988 Bank report cited trade policy reforms,
enterprise deregulation and financial sector development as the three sectors
where continued policy development for structural change is of highest
priority.l Within the financial sector, the World Bank pointed to the need
for improved capital markets, for lowering the cost of financial
intermediation and for reducing high interest rates, all of which are all
directly addressed by the project. A fourth Bank priority--restructuring
problem loans in major incustrial sectors--may be affected by the proposed FY
89 deregulation fund.

The second activity is a proposed program loan for the financial sector.
This loan would be targeted toward balance of payments support and resolution
of problem loan portfolios in the banking system. At this point, it is
unclear what the policy content of this loan will be. USAID regularly meets
with the financial sector team from Manila during their visits to Jakarta, and
will help ensure the compatibility of our efforts. At this point, there
appears to be little overlap.

The Bank's lending activities in the financial ‘sector are comprised of a
new Accountancy Project and a proposed medium-scale industry credit loan. The
Accountancy Project has as its primary target the establishment of
professional standards and certification procedures for all accountants in
Indonesia. One aspect of this will be approximately one person-year of
assistance to BAPEPAM, plus related training. USAID has been in close contzct
with the World Bank on this technical assistance component, and envisages no
duplication of effort. The Bank's assistance will focus on accounting and
listing stancarcds fer individual stocks and on improving BATS=AM accounting
procedurss,

The Bzank will also be conducting a2 mzjor Inacnesian fimancizl sector
study in 15€8-85. USAID is coordinzting with the resicdent werle Sank acviscos
to provice infoomation from our project for the study. Wwe wouls mutuzily
benefit from the study results, especially as input fer project monitcring anc’
evaluation.

1 Indonesia--Adjustment, Growth and Sustainable Development.
World Bank keport M. /727z=INU.
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The Asian Development Bank. The ADB has two planned activities for the
firancial sector. The tirst 1s the Asian Development Equity Fund (ADEF) which
is an Asian-wide $100 million investment fund to be invested approximately 70%
in developed exchanges and 30% in developing exchanges such as Jakarta. In
addition to ADB, several major Japanese and U.S. investment banks are involved
in underwriting and managing the ADEF. To date, there has been no investment
in Indonesian stocks, but it is anticipated that up to $5 million may be
invested in the near future. Our assistance to the market would certainly
strengthen the case for ADEF participation in Indonesia.

. The International Finance Corporation. As the private sector lending arm

of the World Bank, IFC is interested in promoting the entrance of
international mutual funds into Indonesia's capital market. While it is too
early to predict if and when this might occur, any significant improvement in
the markets will likely tip the scale enough to bring in the IFC and several
other large sources of private investment funds into Indonesia. The
development of the capital market is particularly important to the IFC because
it would provide a means for IFC to sell the shares it holds in many local
ventures to the Indonesian public.

Rs in the past, USAID/Indonesia's Office of Private Sector Development
will continue to carry on regular working level contacts with the
aforementioned donors in order to share information on their and our project
activities. This coordination should mutually reinforce financial markets
activities either in the planning or implementation stages.

6. SUMMARY TECHNICAL AND FINANCIAL ANALYSIS

Because of the financial nature of this project, the technical and
financial analyses have been combined, and in fact are indistinguishable.
This section summarizes the technical and financial analysis found in Annex
E. Annex E covers analyses of the demand for capital, sources (or supply) of
investment capital, risk factors in the various markets, and the present
trading and regulatory system, and has separate analyses of the money and
commodities markets and Danareksa operations. A brief summary of supply,
demand and risk factors is set forth below.

6.1 DEMAND FOR CAPITAL

While there is no easy way to measure the potential demana for capital in
Inconesiz, thers are many indicaticrs that it is quite strong. Demand is most
s=cily evidencec by the continuous incresse in corporate bark cect, wiish
Tepresents the primary source of funding in the economy. Qurrertily, the
Inconesian banking system provides over S0% of total gebt finencirc, gathering
almost 22% of total invested funds in the form of savings cdeposits.

A second incication of demand is the large backlog of investmen:
applications with the Investment Coordinating Board (BKPM). These
applications represent both new investment and exparsion recuests. mbany of
these applications, however, are in search of foreign partners for investment
funds, and are not progressing.

R third indication of demand is the current level of interest rates.
Commercial interest rates of 22-25% have persisted ever since the ceiling on
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rates was lifted in 1984 and there appears to be no significant change in
sight. The strong demand for investment loans at these rates, especially in a
free foreign exchange environment, is a clear sign of strong demand.

A final signal is the increased activity in the bond market. This
applies to both the public and private sectors. In the public sector there is
widespread discussion of the possible use of bonds, build-operate-and-
transfer, or other financing arrangements to meet the demand for investment
capital. . Examples discussed in Annex E are telephone, housing, utility,
construction and public service bonds. The private sector has also recently
. shown increasing interest in commercial bonds, despite the remaining tax
disincentives and the underdeveloped nature of the bond market.

Over the next ten years the requisite increase in private sector
investment alone is approximately $52 billion, as estimated by the World
Bank. Thus, what appears to be an ambitious target of a five-fold inmcrease in
the total capitalization of the stock and bond markets in the project ECPS, to
a total of roughly $3 billion (equivalent), may be conservative. While other
sources of capital will partially help to meet investment needs, the probable
large unmet demand for funds lends a sense of urgency to the need for capital
market reform and development.

6.2 SUPPLY OF CAPITAL

As a result of reforms initiated in 1983 the gross assets of the
organized financial sector have since tripled, representing. an annual growth
rate of nearly 23%. These gross assets now total approximately $55 billion,
or over 75% of Indonesia's GDP. The net effect has been a tremendous shift of
Indonesia's financing assets from informal markets into the formal financial
system,

One of the major benefits of capital market development will be to
support coniinued growth of the formal financizl system by providing a more
varied and attractive array cf formal investment opportunities. Currently a
2% increase in the formal finencial system would represent close to $1 billion
of new investable capital.

within the financial system the supply of capital for long-term
investment is most dependent on attracting funds away from short-term sources,
especially time deposits. Pension and insurance companies, whcse liabilities
are almest exclusively long term, are an especially approprizte source of
long-term capital far the markets. At present the persion funcs, perhaps 500
lzrge and st=ll funcs, have investable funcs of approximstely £ killion
(equivalert). Insurance companies, totalling 107 firms ang inclucing the
major GOI and armed forces social insurance funcs, have roughly & billion in
investment capital. PFension and insurance campanies now have less than 1C% cf
their partfolios (Rp. 630 billion) in stocks and boncs. Thezefcre, the
prtential supply of capital from pension and insurance companies is probatly
sufficient to meet most, if nmot all, of the near-term demand fcr funos.

Another potentially large source of capital is foreign investcis. While
current regulations greatly restrict the ability of foreigners to invest in
Indonesia, except through joint venture businessuis, such restrictions are
beginning to be lessened. As noted in Section 5.3, several private and
donor-sponsored mutual funds are considering investing in Indonesia.
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Individual investors, especially wealthy investors desiring to diversify their
portfolios, may also become an increasingly important source of capital.

Wnile individuals in middle and lower income groups do not represent a major
source of capital, organizations such as Danareksa will provide such
individuals an opportunity to invest for such long-term needs as their
children's education through stocks anc bonds.

6.3 RISK FACTORS

In an open market environment several types of risk are reflected in the
level of interest rates. This includes the risks of devaluation, inflation
and default, the first of which has been instrumental in maintaining high
commercial interest rates in Indonesia. The risk of default resulting from
the mismatch between short and long-term assets and liabilities will be
greatly reduced through capital market development. This risk leaves the
health of the economy especially vulperable to short-term financial shocks.

The risks inherent in investing in equities are considerable. Equity
capital is risk capital because whether investors are paid a dividend is
predicated on the ability of the firm to grow and earn income. Such risk
capital can and should play an important role in Indonesia's needed expansion
of productive capacity. Additional risks associated with individual
securities include improper or incomplete disclosure by the issuer, or
manipulation of price by one or more major investors. These risks are
magnified in a small market which can more easily be manipulated; yet they are
somewhat balanced by the fact that abuses should more readily be detected in a
small market. Clearly, the regulatory system needs to provide safeguards
which help prevent abuse. Both this project and the World Bank accountancy
loan will assist in creating an improved regulatory environment and improved
financial disclosure. Ultimately, however, investors must be educated,
perhaps through training in portfolio management, to the risks and benefits
inherent in investing in the capital market.

While bonds are generally less risky than equities, the present inability
of creditors to enforce their rights under the Indonesian legal system
increases the risk of investing in bonds and other debt instruments. While
the legal system is outside the scope of this project, the project will at
least present a forum to better publicize these legal issues.

7. SOCIAL, ECONOMIC AND ENVIRONMENTAL ANALYSIS

72 TARGETED BENEFICIARIES

The Financial Msrkets Project is not targetted at a specific comunity cr
sccizl croup, but rather at two large, encompassing econamic sectors: users
cf capital and provicers of capital. Beneficiaries within thcse two sectors
are described below.

7.1.1 Users of Capital

All businesses are users of capital. Any firm, no matter how small or
hig, needs capital to operate on a daily basis and to invest for the future.
Any firm which depencs on outsice sources for capital should ultimately
‘benefit from the project.
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Manufacturing firms tend to be heavy users of capital and depend on their
access to capital to allow them to invest in equipment needed for production.
Even manufacturing processes which are labor intensive require a minimal
amount of plant and equipment. Manufacturing firms also need capital to
conduct day-to-day business. Thus, manufacturing firms will benefit
significantly from the project. :

A 1985 census of the manufacturing sector indicated that there were
12,902 large (over 100 employees) and medium (20-94 employees) firms, 98,129
small (5-19 employees) firms and 1,442,593 household and cottage (4 or less
. employees) firms. Almost 93% of the manufacturing firms in Indonesia have
lesi than five employees, 6% have 5-19 employees and only 1% have over 20
employees.

Most industries within the manufacturing sector in Indoresia follow this
distribution and are predominantly comprised of very small firms. This
includes such industries as food processing, beverages and tobacco; textiles;
wood and wood products; non-metal minerals; and fabricated products. Three
industries, however, noticeably differ from this general distribution by
having a high percentage of large firms. All 30 firms in the basic metals
industry are large and medium. In the chemical, oil, coal, rubber and plastic
industry, 14% of the firms are large and medium and 21% are small. The paper,
printing and publishing industry also differs from the norm in that 5% of the
firms are large and medium and 22% are smali. Because more of the firms in
these industries are large and medium relative to the other industries, larger
firms tend to require more capital than smaller firms. Because these
industries tend to be capital intensive, they will unquestionably benefit from
the project. It should be noted that the firms in these industries employ
approximately 7% of the total manufacturing work force, and 15% of the workers
in large, medium and small firms,

It is important to realize that not just the large and medium firms will
benefit. While the larger firms generally require more capital, by virtue of
their size and reputation they usually have better access to capital. The
project will help broaden the financial markets so as to provide finance to
smaller firms which currently have difficulty finding the capital necessary to
invest and grow. Traditionally, it has been very difficult for small
Indonesian firms to crow because they lack the 200-300% collaterzl required by
banks for loans. These firms will benefit because their potentizl sources of
capital will increase and the conditions for gaining access to this capital
will improve. A surmary of manufacturing estahblishments by size anc number of
emgloyees can be found in Tables 7 and &.

Large producers of comodities such as rubher, coffes anc, perfars
eventually, palm oil and copra also will cirectly benefit from the project.
Because the production of these commocities in Inaonesia is pregominantly
uncer nuclews estates, invalving hundrecs of thousancds of small farmess, these
incividual farmers will zlso benefit sicnificamtly from a mcre stable price
environment, increased investment and stronger demand. To take rubber as an
example, 82% of the land uncder cultivation and 67% of the total proauction
comes from smallholder farms.
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TAOLE 7¢  SMALL, MEDIWM AND LARGE MANUFACTURING COMPANIES:
NOMBCR d ESTABLISIMENTS BY SIZE GROUP (1986)

NO, OF ESTABLISHMENTS PERCENT OF ESTABLISHMENTS
LARGE AND HOUSEHOLD/ LARGE AND HOUSEHOLD/

INDUSTRY GROUP MEDIWM SMALL COTTAGE TOTAL # MEDIUM SMALL COTTAGE

Food, beverages, Lobacco - 3,880 36,953 443,796 484,629 1% 8% 92%

Textile, wearing apparel, 2,869 14,865 149,336 167,070 2% 9% 89%
leather

Wood, wood products 1,204 15,501 487,135 503,840 0% 3% 97%
including furniture

Paper, paper products, 604 2,706 9,136 12,446 5% 22% 73%
printing, publishing

Chemical, petroleum, coal, 1,626 2,552 7,844 12,022 14% 21% 65%
rubber products

Non-metallic mineral 1,249 12,148 105,907 119,304 1% 10% 89%
praducts except
petroleum and coal

Basic metals 30 0 0 30 100% 0% 0%

Fabricated metal products, 1,283 4,901 34,403 40,587 3% 12% 85%
machinery, equipment

Other 157 8,503 205,036 213,696 0% 4% v 96%

Total 12,902 98,129 1,442,593 1,553,624 1% 6% 93%
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TADLE 8: SMALL, MEDIUM AND LARGE MANUFACTURING COMPANIES:
NUMBER OF EMPLOYEES BY SIZE GROUP (1986)

NO. OF EMPLOYEES PERCENT OF EMPLOYEES
LARGE AND i HOUSEHOLD/ LARGE AND HOUSEHOLD/
INDUSTRY QROWP MEDIWM SMALL  COTTAGE TOTAL # MEDIWM SMALL COTTAGE
Food, beverages, tobacco 219,449 281,457 1,077,435 1,878,341 28% 15% 57%
Textile, wearing apparel, 381,360 122,010 210,620 713,950 53% 17% 29%
leather
Wood, wood products 181,883 111,600 765,600 1,059,083 17% 11% 72%
including furniture
Paper, paper products, 56,680 23,156 17,270 97,106 58% 24% 18%
printing, publishing
Chemical, petroleum, coal, 248,631 22,522 13,514 284,667 87% 8% 5%
rubber products
Non-metallic miperal 88,995 89,326 265,835 444,156 20% 20% 60%
products except . '
petroleum and coal
Basic metals 15,647 0] 0 15,647 100% 0% 0%
Fabricated metal products 179,375 36,842 87,640 303,857 59% 12% 29%
machinery, equipment
Other 12,015 63,398 414,276 489,689 2% 13% 85%
Total 1,684,035 750,311 2,852,190 5,286,536 32% 14% S54% .
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7.1.2 Providers of Capital

The users and providers of capital represent opposite sides of the same
equation. If one side benefits, so does the other. The providers of capital
who will benefit most are institutional investors, such as pension funds and
insurance companies, and individuals. In addition, the benefits that accrue
to institutional investors will also benefit their policy holders.

The government, the armed forces, state companies, banks and many private
companies have established pension funds. There are currently as many as 500

- pension funds. The largest such fund, P.T. Taspen, had over 3.2 million

participants and the military pension fund, Perum AKABRI, had almest 630,000
participants in 1985. On the average these pension funds invest 73% of their
assets in short-term time deposits, 10% in stocks and bonds, 10% in real
estate and 7% in other investments. In other words, pension funds are
predominately invested short-term and, as a result, it is impossible for the
managers of the funds to ensure that the funds are actually sound. Because
pension fund managers cannot calculate the future value of their portfolios
with any decree of accuracy, they cannot know whether the current premiums and
the earnings thereon will be sufficient to pay future claims. . By allowing
pension funds to match their assets and liabilities, the project will benefit
not just pension funds but also the millions of employees who someday will
depend on the funds for financial support.

Indonesia has three types of insurance companies -- life, social and
indemnity -- and reinsurance companies. Of the total 108 insurance companies,
77 provide indemnity insurance, 23 provide life insurance, five provide social
insurance and three are reinsurance companies. In 1985 over 2.7 million
individuals, or 1.7% of the population, held life insurance policies, a figure
which had been increasing at the rate of approximately 5% per year for the
previous seven years. If this growth rate has continued until the present,
the total would now exceed 3.1 million. At the same time the largest social
imsurance company, P.T. Astek, had over 2 million participants. Although the
number of its policy holders is not known, P.T. A.K. Jasa Raharja, the largest
indemnity insurer, has witnessed a growth of its assets exceeaing 50% per year
during the 1980s.

As with pension funds, insurance companies are predominantly invested in
short-term time deposits. Life insurance companies, for example, maintain 5%
of their investments in time depcsits. As with pension funcs, the project
will berefit insurance companies and their pclicyholders by allowing the
structuring of finmancizlly sound investment pe=tfalics. (Adcitionzl casts on
pension and insurence fund's investments can be foud in Ammex )

7.1.3 Secondary Beneficizries

The increase in activity on the part of the users and previcers of funcs
will necessarily benefit the intermecizry institutiors in the finenmcizl
markets. This includes money market participants such as banks and NeFls, anda
capital market participants such as securities underwriters, brokers and
dezlers. All of these institutions will berefit from an increase in business
and the development of professiomal skills. They will also bencfit by being
able to cecrease their expesure to interest rate and default risk by
diversifying portfolios and matching assets and liabilities.
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Rs activity in the financial markets increases, so will competition.
Increased competition will tend to lower the fees charged by these financial
intermediaries. Studies in other countries, such as with the OTC market in
the U.S., have indicated that profits of the intermediaries rise nonetheless.
The increase in business more than compensates for the decrease in the size of
individual fees. Furthermore, as the cost of intermediation is reduced, all
other things being equal, investors will realize higher returns and the cost
of funds will decrease. As a result, all parties involved in the financial
system, whether big or small, users of funds, providers of funds or
intermediaries, should benefit.

T 7.2 COST BENEFIT ANALYSIS

This cost benefit analysis is predicated on the assumption that the
project will result in the seven End of Project Status (EOPS) as set forth in
Table 2 (Section 3.5). The reader should be cautioned, however, that although
the costs of the project are known, the benefits cannot easily be calculated.
The problem is not that the outcomes are not quantifiable. The funos that .
will be raised through the public reissuance of stocks and bonds, for example,
can be predicted with some decree of accuracy. However, quantifying the
economic and social benefits which result is much more difficult. For
instance, if the users of these funds invest in new plant and equipment, the
return on this investment in terms of income and employment generation is
difficult to estimate in advance. If a provider of these funds is able to
structure a prudent and financially sound pension portfolio, it is likewise
difficult to predict the extent to which future pensioners will benefit.

Giver- the difficulties of quantifying end-user benefits of such a macro-scale
project, the following cost bermefit analysis examines direct economic benefits
only, based on very conservative assumptions.

The first EOPS refers to the existence of an environment where the
capital market is regulated and operated by separate authorities. The
existence of such an environment undoubtedly would benefit the capital market,
but quantifying this berefit would be impossible. This EOPS, therefore, is
not included in the cost-benefit analysis. Likewise, the fifth ECPS regarding
an automated check clearing system, and the seventh EOPS referring to changes
in the Danareksa portfolio, are important, but unquantifiable in terms of
benefits, and have not been included in the analysis.

The second EOPS stztes that at least five private brokerage firms will be
able to operate profitably. Currently, maybe che of the approximately 20
private brokerage firms is rrcfitable sclely 25 2 zesult of its capital market
business. The ogther firms have other sources of income or aoe subsicisries of
large diversified companiess, and view the caitz! market as a minor activity.
Assuming that every yesar an already existing brokerage firm begins to earn
enough salely from the capitz! merket to opeszte profitably, it would not be
unreasonable to expect that this firm would grow by three emglouyees per year
multiplied bty Rp. 18 million per job per yesr resulting in total wages of Rp.
54 million per year over six years.

The third EOPS refers to the expected level of securities issuance and
trading on the capital merket. By the end of the sixth year, cne new stock
and two bond issues will be issued each month, average stock tracing valume
will reach 50,000 shares per day, and the total value of the securities listed
on the capital market will reach Rp. 5 trillion. We assume that the issuance
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of new securities occurs gradually over the life of the project and that the
value of the new issues equals the current average value of Rp. 7 billion for
stocks and Rp. 45 billion for bonds. The result, therefore, would be 42 new

issues of stock and 84 new issues of bonds b{ the end of the sixth year, with
a total market value (including securities already issued) of Rp. 4.1

trillion. We further assume that the project is responsible for 1% of this
increase.

The fourth EOPS refers to the existence of trading in commodity futures
contracts. Such trading does not currently occur so it is extremely difficult
. to predict the value of the trading that the project will occasion. Since it
is widely assumed that if futures trading is to begin it will be focused on
rubber, we will concern ourselves with rubber only. Indonesia produced
approximately Rp. 1.7 trillion tons of rubber last year. If just 0.5% of this
production were hedged through the trading of futures contracts, that would
represent the trading of contracts valued at Rp. 8.5 billion per year.

The sixth EOPS concerns an increase to Rp. 3 trillion in institutional -

participation in the capital market. Since this investment will be possible
because of the increased issuance of securities, such benefits are already
reflected in the third EOPS.

Table 9 calculates a positive net present value of the costs and benefits
of the project of almost Rp. 35 billion ($ 21 million) using a discount rate
of 25%. The 25% discount rate was used because it approximates the yield
expected from relatively safe rupiah investments. It is important to remember
that many of the project's benefits are impossible to quantify and are not
included in this calculation and that those that are included were
conservatively calculated. Furthermore, although the costs stop after six
years, the benefits will continue long into the future and no attempt was made
to include this certainly substantial value in the analysis. Nevertheless,
the project still produces a large, positive net present value.
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TABLE S: CALCULATION OF THE NET PRESENT VALUE
OF THE FINANCIAL MARKETS PROJECT

(Rp. Millions)

[ TOTAL | BENEFITSL/ | | NET
YEAR : CoST } EOPS 2 EOPS 3 EOPS a= TOTAL BENEFITS
! 1 [ |
1989 | (1,270) | 54 1,540 8,500 | 10,4594 9,142
190 | (2,620) | 54 3,880 8,500 | 12,434 10,237
151 | (2,870) | 54 5,820 8,500 | 14,376 | 11,839
152 | (2,870) | 54 7,760 8,500 | 16,314 | 13,272
1993 | (2,7%0) | 54 9,700 8,500 | 18,254 15,212
1994 | (2,790) | 5S4 11,640 8,500 | 20,15 17,152
] —
TOTAL | (15,210) | 324 40,740 51,000 | 92,064 76,854

- e— e — T o - S S G e e S G S S S S - A S - S S S S0 G S S S S e S S A e S S G S A S S S -
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NPV @ 25% = 34,686

1/ Annual stock and bond benefits (EOPS 3) are based on the following:

[#STOCKS ~ STOCK | #30NDS BOND TOTAL STOCKS| PERCENT TOTAL
YEAR | ISSUED VALUE TOTAL | ISSUED VALUE TOTAL AND BONDS | ATTRB ATTRB
l |

|
!
I |
I I I I
1989 | 2 7,000 14,000 | 4 45,000 . .180,000 | 194,000 | 0.C1 1,540
1950 | 4 7,000 28,000 | 8 45,600 360,000 | 388,000 | 0.01 3,880
1951 | 6 7,000 42,000 | 12 45,000 540,000 | 582,000 | 0.01 5,820
1992 | 8 7,000 56,000 | 16 45,000 720,000 | 776,000 | 0.01 7,760
1993 | 10 7,000 70,000 | 20 45,000 $00,000 | 70,000 | 0.01 9,700
1994 | 12 7,000 84,000 | 24 45,000 1,080,000 | 1,164,000 | 0.01 11,640
' : —
[
TOTAL | 42 294,000 | 84 3,780,000 | 4,074,000 | LT, 7LD




38
7.3 SOCIAL SOUNDNESS ANALYSIS

In attempting to analyze the social implications of the project, it must
be kept in mind that the interventions planned are at the macroeconomic level
and, therefore, are not easily attributable to individuals or even specific
groups within the Indonesian economy or society. While it is thus anticipated
that benefits from the development of Indonesia‘'s financial markets will
accrue in some manner to all segments of the economy, not all segments of the
econ;Ty will benefit in the same way, within the same time frame, or even
equally.

T 7.3.1 Targetted and Non-Targetted Groups

Individuals and groups specifically targettec by the project are those in
a position to benefit directly from an increase in the number of debt and
equity securities and commodity contracts, i.e., those with money to invest or
those seeking long-term capital. This will include those alreaqy
participating in a substantial way in the financial sector. However, it is
important to ncte that this group will be broadened as a result of project
interventions, since an expanded capital market will encourage much greater
participation (in terms of both savings and borrowings) than in the past, when
those with modest assets would have been ruled out as players in an
environment which demanded substantially greater collateral than they could
produce.

The following are examples of project beneficiaries. It is anticipated
that manufacturing is one sector which will benefit significantly from the
interventions of this project. Large-scale manufacturing firms may alreaay
have the wherewithal to access large amounts of capital, even under current
conditions. As noted in Section 7.1, however, this project should prove
especially beneficial to small to medium size firms which will enjoy greater
access to capital and, as a result, will be able to expand and increase
profits and employment. The small landholders who grow rubber, coffee and,
perhaps palm oil and copra -- along with the processors themselves -= -also -
stand to benefit when futures contracts for these commodities are traded on
the ICE, as planned during the life of the project. Institutional investors,
e.g., pension funds and insurance companies, will benefit from an environment
which allews them to better match their assets (investments) with their
liabilities. Better .sanaged pension funds and imsurance companies will result
in benefits being passed on to these individuals covered by the pension plans
and insurance policies. Incividual investors will zlso benefit since
Danareksa will sell securities to a much broacer aucisnce,

Groups not specifically targetisc by the prrject z-e those which, even in
a greatly strengthened economic envirorment, will nct — at least during the
life of this project — be in z pesition to benefit cirectly from an increase
in the number of cebt and equity securities and commocity contracts.
Nonetheless, such individuzls and groups of incdiviouzls, e.g., smell farmess
in non-estate crops, lower-level wage earners in the informeal sector, and the
chronically unemployed or undersmployed, do stand to benefit indirectly from
an improved economic environment, a more secure financial system, and
increased job oppertunities.
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7.3.2 Impact on Income Distribution

The project will have a positive impact in the short and long terms on
incomes within the targetted group. Non-targetted groups will likewise
benefit from increased incomes, but only in the longer term as the impact of
expanded financial markets is felt throughout the economy. Since the vast
majority of the non-targetted groups are not involved in or dependent upon the
formal financial sector, we anticipate no negative impact on their current
income status., The impact of financial markets changes will, however, greatly
increase the total level of savings and investment rather than skew current
resources away from non-participants.

7.3.3 Impact on Employment

Employment opportunities throughout the economy are expected to increase
as a result of the project. However, while long-term benefits of employment
generation through the creation of a more open-market system are the strongest
argument for this project, the short-term initial employment gains in the
private sector may be somewhat offset by reduced employment levels in SOEs.
This will depend on the GOI's proposed rate of SOE deregulation and the nature
of any firms to be deregulated. The GOI approach to any SCE deregulation
would include specific analysis of the means by which any negative employment
impact can be minimized or compensated for, e.g., through retraining and
placement efforts.

7.3.4 Impact on Women

In Indonesia, as in many other developing countries, part of the problem
in women's access to credit 1is the unsatisfactory performance of fimancial
markets as a whole = a situation which this project will attempt to
alleviate. Beyond that, specific constraints to formal credit which have been
found worldwide to be particularly limiting to women include:

-- Limited financial resources are more likely to be directed to men since
they are apt to hold economic contral.

-~ Concessional interest rate policies (credit programs) and large
transaction costs for servicing small or new borrowers may discourage
lending to women because they are cften both new and relatively small
borrowers.

— Due to sex seccecztion in lzber meckeis and occupzation structures, wamen
are mere likaly then men to lack —ofitsnle invesomert opportunities. In
some cases, women mey be unfamilizs with the concept of berrowing money
in the Tormel sectzs, since credit procsams tend to be publicized through
men's networks.

-~ Social restrictions on negctiating and lost work time in applying for
lcans in the formal sector result in higher transaction "ceosts" for women.

—- Collaterzl requirements may be impcssible to satisfy when they are in the
form of a house, land cr other property.
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-~ Formal credit institutions may not have programs which are responsive to

the types of work done or business run by women and which would allow,
for example, loans to be paid back through multiple small deposits.

-- Social customs may restrict women's participation in modern credit
systems.

These are generic constraints which have been found to constrict full
female participation in economies. To the extent these apply largzsly to women
involved in very small or cottage industries, this project will have only an
indirect impact. That is, as the economy responds favorably to expanded
capital markets, women st the lower end will, presumably, benefit
proportlonately. This is particularly true in terms of employment
opportunities. On the other hand, in the fimancial sector Indonesian women
already enjoy relatively good access to jobs, at least in entry level
positions, e.g., as accountants, bookkeepers, tellers, and financial
analysts. As the financial sector grows, therefore, so too will the number of
Job opportunities for women seeking managerial pesitions.

Women entrepreneurs are, of course, a part of the targetted group.
However, women in the formal business sector (not including cottage
industries) number only about 10,000. Of these businesswomen, approximately
80% are in small business, and 20% are in medium and large business. An
expanded capital market should allow women's participation in business to grow
as access to credit becomes easier, and should provide significant
opportunities for business expansion for those women already in business.
Virtually all of these 10,000 Indonesian businesswomen are members of the
Indonesian Business Women's Association (IWAPI), and the project will enlist
the involvement of IWAPI in heightening awareness among businesswomen of
improved opportunities for accessing capital. Such promotional efforts with
IWAPI should help significantly in adcressing some of the constraints noted
above to women's participation in formal borrowing systens.

7.4 QTHER ECONOMIC CONSIDERATIONS ~~ =~~~ ~ 7777 770 =~

The rupiah is a convertible currency, there are no capital contraols in
Indonesia, and the GOI is current on its official debt service. Yet the
maintenance of this record has not been without considerable cost. Public
debt is both a large and politically sensitive issuve in Indonesia -- large
simly because of the debt service's share of the government budget, and
palitlcally sensitive because accommodating the increase in dsbt service
paymenis has been at the expense of current govermment opeszations and has
resulited in deeo cuts in the development budget.

The FY 88/89 development budget is projected to be less than helf its
naninal level of FY 85/86. The operating bugpset decrezsed in nominzl temms in

1 Schunacher, Dsa et al., Limits to Productivity: Imorovinc women's Access
to Technolocy and Credit, Agency for International Development, Buresu of
Program and Policy Coordlnation, under Contract Number AID/OTR-C-1801, May
1580.
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each of the past two years; in real terms it will be about 12% less in FY
88/89 than it was in FY 85/86. Over the same period, the nominal amount
allocated for debt service has tripled and its proportion of the operating
budget has increased from 28% to 53%.

The Indonesian constitution requires that the GOI budget be “balanced,"
i.e., that there be no domestic borrowing. Hence all GOI debt, which is
incurred to finance the government's operation or development budget, is
foreign debt. Furthermore, official external debt management policy does not
permit the government or state enterprises to engage in short-term borrowing.
. Therefore, all external public sector debt is medium- or long-term.

According to the Institute of International Finance (IIF), total public
sector debt totaled almost $31.5 billion and total private sector debt almost
$13.8 billion at the end of 1987. American, European and Japanese commercizl
bankers believe there is almost no risk associated with hard currency lending
to the private sector in Indonesia. Their clients are, by and large, quite
affluent local businessmen who have more on deposit offshore than they are
borrowing for use in Indonesia. Therefore, little or no risk is involved as
the loans are, in the eyes of the bankers, fully secured with offshore
deposits.

7.4.1 External Debt

The IIF estimates that total external debt rose to more than $52 billion
by the end of 1987, as compared with almost $43 billion at the end of 1586.
The IIF estimates that 30% of the debt is denominated in yen and, of the
aforementioned increase in external debt, $6.1 billion or 67% is due to the
appreciation of the yen. '

A breakdown of external debt by type is not a matter of public record,
although the GOI is currently developing these data. Table 10 illustrates the
IIF's estimate of the debt structure.

In 1988, external official debt service is expected to total $6.9
billion, or 35% of projected exports, as shown in Table 1l. Public debt
service (including state enterprises) is expected to total $7.2 billion or 37%
of projected exports.

The estimates are that the amount of debt service will peak in 19€5. If
exports grow in line with the current forecast of 11X, the cebt service rstic
should peak this year and start to crop in 1585, At presart this seams &
ressoretle assumrtion as all indicstions zre thet the outtmn foo expert
growth for the fiscsl year just ended (Mzrcth 31, 1566) is even higher than the
Januzry 1988 estimate of 28X%.

Despite the econanic costs ang the palitical pressure to "co samething
about debt servicing costs,” the GOI is firmly committed to meintaining a
convertible currency, avoiding capital contrcls and keeping current on its
external debt service. Numerous statements by the President and cabinet
ministries underline the GOI's commitment to these three gcals. Furthermore,
the President has refused to entertain suggestions for a debt rescheduling.
He believes a rescheduling would impair Indonesian access to external creoit
markets, thus further complicating Indonesian economic development (by
increasing the cost of or drying up the G0I's ability to borrow). Instead,
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TABLE 10: IIF ESTIMATES OF TOTAL DISBURSED INDONESIAN EXTERNAL DEBT

($ millions)
1985 1986 1987 1988
Total : 29,538 33,034 38,492 39,802
. DOfficial Debt
A. Total fram 21,179 25,377 31,472 32,752

Official Sources

Multilateral 5,307 7,027 9,690 10,459

Bilateral (1) 15,872 18,350 21,782 22,333

Nationalization - - n/a n/a

LNG Expansion - - n/a n/a

B. Total 8,360 7,656 7,020 7,010

Private Sources

of which:

Commercial 5,687 4,232 n/a n/a
Total Pvt. 7,723 10,721 13,750 13,397
Sector Debt

A. Medium/Long Term 2,589 5,450 8,517 7,947

B. Short Term 5,134 5,271 5,134 5,271
Total Debt 37,525 43,755 52,242 53,199
Notes :

(1) Includes bilateral, bonds, nationalization, and LNG expansion.
- Source: IIF - March 2, 1588 Report.

TABLE 11: PUBLIC SECTOR EXTERNAL DEBT SERVICE REQUIREMENTS

($ millions)

Govern't Direct Debt Debt of State Corp.

Amc int Totzl Anczt  Int  Total
1586 2,575 2,152 4,728 264 104 348
15e7 3,425 2,313 5,738 25 96 321
1968 4,525 2,565 6,890 24 82 323
1589 4,575 2,675 7,254 230 60 250
1590 4,805 2,668 7,077 15G 47 237
1551 4,528 2,614 7,140 e 23 142
Nctes:

- amort - amortization; int - interest,
-- Sources: based on data from Bank Indonesia, Kuhn Leob memorandums and
Embassy estimates,
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Indonesia will continue its efforts to restructure without resorting to an IMF
program or the Paris Club. Indonesia is hoping for new and large assistance
from Japan and fcr a new approach to handling the appreciation of the yen.
without such assistance, Indonesia's ability to stay current on external
balances easily could be placed in jeopardy. A large fall in oil prices, a
major recession in OECD countries that limils or reverses non-cil export
growth, and a number of other possibilities could upset the fragile balance
that barely permits the GOI to provide the services domestic audiences expect
while continuing to remain current on external debt. The real question is the
out years. Will non-oil exports grow by encugh to cover the rising debt

. service and growth in imports necessary to keep the economy growing?

7.4.2 Domestic Debt

At the end of 1987, domestic bank credit amounted to Rp. 28 trillion,
which represented an increase of 24% from 1986. This increase was the highest
vince the monetary reforms in 1983 and is indicative of the recent improvement
in the environment for domestic investment. Deposit money banks extended the
largest amount of credits, Rp. 27 trillion, state banks extended Rp. 19
trillion, private national commercial banks exterded Rp. 6 trillion, foreign
banks extended Rp. 1.2 trillion, and regional development banks extended Rp.
786 billion,

Direct Bank Indonesia credits, primarily to the two state savings banks,
totalled Rp. 1.2 trillion and were extended mainly to encourage mortgage
lending to the lower income groups. During this same period, bank credits to
all sectors of the economy rose substantially. The manufacturing sector
received the highest ‘evel of credits (Rp. 1.9 trillion), representing a 25%
increase from the previous year, directed primarily at chemicals, plastics,
textiles, paper and wood products. Credits to the trade sector for purchasing
domestically traded goods and for exporting finished and semi-finished goods
increased by 19% to Rp. 1.3 trillion. The service sector received Rp. 450
billion, an increase of 13%, to finance low-cost housing, businesses,
electricity and public transportation. Credits to the agricultural sector
increased by 20% to Rp. 372 billion in order to finance rubber, oil palm,
sugar cane and tobacco plantations. The mining sector registered the largest
increase, 53% percent, to Rp. 136 billion, to finance oil, gas and cocal mines.

7.4.3 Pctentizl Economuc Impacts

The pociect's primary impact on the debt position of the G, as a resuls
of incoessing the private sector's access to finance, should T spead the
trarster of c=ct Trom the public sector to the private secicr., fs the funcs
Tflowing tc the private sector increase, the public sactcr will be ahle to
decrease that p=rt of its borrowing, both foreign and comestic, wnich is useg
to support the private sector. Since public sector borrowing is necessarily
fareign dett, the GOI shouuld be able to decrease its accitionzl foozign
borrowings below what would have been necessary in the absence of the project.

The project will increase the availability of domestic equity finmence.
As the private sector increases its use of such finance, the nee. for
additional foreign or domestic debt finance will decrease. As a result, bcth
the public and private sectors will be able to decrease further their reliance
on debt finance and the high degree of leverage in the economy will decrease.
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The development of the local financial markets will increase the
efficiency of the flow of funds between savings and investment and will
stimulate additional savings and investment. This also will allow the GOI to
reduce its reliance on foreign borrowings. Furthermore, increased financial
market activity also will attract foreign capital to Indonesia. Instead of
borrowing foreign funds offshore, those same funds will become available
domestically. The net effect of the project, therefore, will be to improve
the foreign debt position of both the public and private sectors in Indonesia.

The project will improve the ability of the GOI to monitor the economy.

_ By increasing the level of financial disclosure and bringing into the formal
sector financial activities which currently are carried out informally, the
project will provide Bank Indonesia with additional information regarding, and
new tools to help implement, fiscal and monetary policy. As a result, Bank
Indonesia will be better able to contrel annual inflation which is between
8-9%. While this level is not onerous, it is high relative to almost all
other Southeast Asian nations. At a recent conference on the capital market
held in Jakarta, a prominent Indonesian economist stated that to ensure
economic development sufficient to satisfy Indonesia's growing population
"domestic inflation should be controlled to under 5% per annum.” If this
level is not achieved and domestic inflation remains higher than inflation in
countries competing with Indonesia in interrational markets, he then predicted
that the rupiah exchange rate will have to be continuously adjusted downward.
This requires either that the rupiah float freely or that the rupiah be
devalued periodically, as has happened twice in the last four years. The
suddenness and scale of these past devaluations have proved. to be traumatic.
The related cost and price adjustments stimulate further domestic inflation,
especially for manufacturing processes which utilize imported components.
Domestic purchasing power, however, remains weak. Joint ventures suffer
severe loses and are dissuaded from expanding, and potential new joint
ventures may decide to locate in other countries. By increasing Bank
Indonesia's monitoring capability, the project will reduce inflationary
pressure, decrease the need for future devaluations and brighten the outlock
for domestic foreign investment. '

The fear of additional devaluations also is one of the reasons domestic
interest rates, both in nominal and real terms, are the highest in Southeast
Asia. Such rates appear to be necessary for the banks to attract deposits.
Unfortunately, such high rates also attract funds which might otherwise have
been invested more productively in plants and capital equipment. By reducing
inflationary pressures and decreasing the cost of intermediation by increasing
the efficisncy and competitiveness of the fimancizl markets, intecest rates
should declime, Any decresse in interest rates should be raflectes in:
gecrease in inflation and vice versa.

7.5 ENVIRONMENTAL - ANALYSIS

An initial envirormental review was performed when this project was at
the Project Identification Document (PID) stage. As a result of that review,
it was recommended and spproved that the project be categoriczlly excluced
from further environmental review (see Annex G). The activities presently
envisaged under the project are the same as these proposed at the PID stage.
Therefore, the categorical exclusion remains in effect.
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8. IMPLEMENTATION

8.1 ADMINISTRATIVE ANALYSIS

The Ministry of Finance, which is the proposed executing agency for this
project, has the authority to determine Indonesia's capital market policy. In
addition, it regulates the markets through BAPEPAM in coordination with Bank
Indonesia. The Directorate General of Monetary Affairs will be the MOF
implementing body. Within this Directorate General, the Directorate of
Financial Institutions and Accountancy will be the day-to-day unit in charge
of the project. USAID has a longstanding working relationship with this
Directorate, having worked together especially closely in the last two years
on capital market issues and the establishment of the Bursa Paralel. In
addition to this Directorate's present staff of over 120 professionals, it is
anticipated that three counterpart professionals will be assigned to the
staff. These three staff members will each work on a day-to-day basis with
the project team so that the MOF gains the full benefit of the team's
experience. .

———t] |

From our substantial past experience, we conclude that the MOF
implementing structure and staff are fully capable of successfully executing
this project. Although task-specific short-term training is envisaged for MOF
personnel to develop specific capital market skills, no general training is
propoesed or required.

The primary counterpart to the Bank Indonesia contract will be the
Governor of Bank Indonesia and the Managing Director for Credit. USAID also
has a good long-term working relationship with Bank Indonesia through an
ongoing PASA with the Federal Reserve Board. Much of this project's work will
be a continuation of current efforts.

Coordination between Bank Indonesia and the Ministry of Finance will be
accomplished both directly and through the Capital Markets Policy Council.
This council consists of the Minister of Finance, the Vice Chairman of
BAPPENAS (the National Development Planning Board), the Minister of Trade,
Secretary of the Cabinet, the Governor of Bank Indonesia, the Chairman of
BKPM, the Minister of Industry and the Minister of the State Secretary. The
main task of this Council is to present policy alternatives to the Minister of
Finance regarding the capital market and Danareksa. This Council 21so has a
working group comprisec of Director Generzl-level officizls from the various
ministries and agencies which handle most of the cay-to-gzy polizy
implementation. This Council will be especizllv imprrtant foo ce=ling with
inter-ministerizl metters uncer this project, such as the IZ which falls
under the Ministry of Trace's juriscictionm, and investment pclicies which are
under various agencies inclucing BK™M.

Danareksa, PAUE and the persion funcs and insurance companies are all ' -
regulated by and report to the Director General of Monetary Affairs, MOF.
Thus, the five-person MGF team will work through the MCF as its contact for
the various parties working in the capital merket. The MOF consulting team
will be physically located in the Canareksa Building, which houses some MOF
staff, the stock exchenge, Danareksa, BAPEPAM and other cepital market
groups. USAID and Bank Indonesia are only one bhlock away. Project
coordination will be greatly assisted by the proximity of all parties involved.
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Within USAID, the project will be administered by the Office of Private
Sector Development (PSD), wherein the Project Officer assignment will reside.
The PSD Office has developed considerable expertise in the finance sector
through the Financial Institutions Development and the Private Sector
Development Projects. In addition, this office has strong links with the PRE
Bureau in AID/W. PRE will be the source of significant assistance on the
project through its own Financial Markets Project 1I which is just starting.
PRE also has developed a considerable number of contacts in the U.S. capital
market which serve as a potential source of expertise on issues such as
deregulation, portfolio management and regulatory refocrm. The PSD Project
Officer will be assisted by a Project Implementation Committee, including PPS,
EPSO, FMP and LO. We conclude that the PSD Office, as assisted by this
Committee and the PRE Bureau, is fully able to meet its technical and
administrative responsibilities under the proposed project.

8.2 CONTRACTING PLAN

As noted earlier, the bulk of all project implementation and delivery of
inputs will be handled through two umbrella contracts--one with MOF and one
with Bank Indonesia. A description of each of these contracts and contracting
procedures follows.

8.2.1 MOF Contract

This five-year contr:ct will provide a team consisting of six long-term
advisors plus up to 30 person-months of short-term assistance. The short-term
portion will be augmented by a 50% contribution for buy-ins with the PRE
Bureau Financial Markets Project for an additional 30 person-months. (This
50% buv-in was listed earlier as 15 person-months for budget estimate
purpcses.) This contract will also include funding for the promotions
subcontractor; for all MOF sponsored short-term training, estimated at 100
person-months; for the PPUE and ICE computer systems, promotional cormodities
and campaign expenses; and commodity support for the consultants.

Subject to a USAID review of GOI contracting procedures, this will be a
Ministry of Finmance host country contract (HCC) action in accordance with
A.I.D. Handbook 1l. Contracting will be dore through full and open
competition with advertisements in the U.S. and Indoresia. A prequalification
exercise will determine the short list of eligible, qualified firms, to be
limited to U.S., Indonesian, or joint U.S.-Indonesian firms. The selecticn
proccess will be based on technical factors first, the highest ranked firm
being selected for negotiations. MOF and USAID will jointly evaluate
techniczl propesals.

Given the Ministry of Finmance's considershle prior experience in
contracting with expziriate organizatiors, such as the Harvard Institute for
Interrationzl Cevelopment, we believe MOF has gzinmed all recuisite contrzctirg
skills to administer such a contract successfully. The HCC mooe will also
strengthen the werking relstionship of the MOF and consultants.

All training and promotional commocity funding under the MOF contract,
except for the promotions subcontractor, shell be included uncer the contrac
as a flow-through orly. Thus, there will be no overhead or fee on these
items. The procurement for promotional campaigns shall be done by the
promotions subcontractor. All other procurement of commodities under this
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contract shall be solicited competitively by the contractor in accordance with
A.I.D. Handbock 11 procedures. The source-origin of all commodities, except
for local shelf procurements, will be Code 000--the U.S. or Indonesia.

It is anticipated that this contract will be initially advertised in
October 1988 and will be executed in approximately June 1985. The five-year
contract would then extend until June 1994, three months prior to the PACD of
30 September 1994. See Annex D for the MOF Scope of Work.

8.2.2 Bank Indonesia Contract

The five-year Bank Indonesia contract will consist of one long-term
expert plus up to 60 person-months of short-term assistance. As with the MOF
contract, 30 person-months of the short-term assistance will consist of 50%
buy-ins to the PRE Bureau Fipancial Markets Project. Thus, 45 person-months
are budgeted under project funding. In addition, this contract will include
funding for up to 50 months of Bank Indonesia short-term training and
consultant commodity support.

As in the case of the MOF contract, subject to a USAID review of GOI
contracting procedures, the HCC contracting mode will also be employed for
this contract with Bank Indonesia as t“e contracting agency. However, given
the smaller size of this contract, there will not be a need for a
prequalification stage. Advertisements in the U.S. and Indonesia will be
placed, with the competitive bid process again being open to U.S., Indonesian
or joint U.S.-Indonesian firms. The contracting process will otherwise be
identical to that for the MOF contract. Bank Indonesia, having been
responsible for reviewing all expatriate contracts for the GOI for several
years and also having several expatriate contractors already on board, is
fully capable to administer the contract. This contract should also be
advertised in October 1988 and executed in about June 1589, extending for five
years. The Scope of Work for this contract is set forth in Annex D.

8.2.3 Other Contracts -

The only other anticipated contracting or commitment actions are for
evaluations or audits. The evaluations will be performed under A.I.D.
indirect contracting procedures, most likely with an IQC work order. Any
audits would be charged directly through a Project Implementztion Letter
(PIL), most likely uwsing the services of a local IQC contract through the
USAID Office of Financial Management.

8.2.4 Gray Arenament Contracting

While the prime contractcr ar comsultant is not likely tc be an 8A
or Gray Amendment entity for either contzact given the specizlizec nature of
the work, there are several pessible cancicate 6A firms who micint qualify as a
partner for recruiting short-term experts. Given the brocad nzture of the two
contracts, it is unlikely that any one firm could fill all the reguired
positions from within.
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8.3 MONITORING, EVALUATION AND AUDIT

8.3.1 Monitoring and Evaluation Plan

Given the relatively quantifiable nature of this project, it is expected
that the monitoring and evaluation processes will be very closely associated.
This can be done by establishing monitoring and evaluation benchmarks related
directly to the EOPS and other financial and ecocnomic statistics. In
consultation with the Project Committee, the Office of Private Sector
Development will establish evaluation benchmarks which will then be approved

. by the USAID Director in early FY 1989. At approximately the same time, an

implementation seminar will be held to agree upon basic implementation issues
(to include a system for project impact tracking) among relevant project
parties, e.g., MOF, PPUE, Bapepam, Danareksa.

The proposed method for project monitoring would be to include the data
collection tasks in the quarterly reporting requirements for each of the two
consulting teams. The trade and finance macroeconomist, who will begin work .
in the USAID Economic and Policy Support Office (EPSO) in November, would
assist the PSD Office in designing this monitoring and evaluation system.

This system can be integrated into cash flow analyses performed by the GOI and
World Bank to better assess trends in long-term capital formation. '

Monitoring the contractors' performance would be the responsibility of
the PSD Project Officer. This would be done in concert with the Ministry of
Finance and Bank Indonesia. The Project Officer would also. assist in the
early stages of project implementation to ensure that the contractors
establish appropriate procedures for short-term training, procurement, PRE
Bureau buy-ins and promotional campaigns. Each of these components would then
require a periodic reporting system to enable the Project Officer to monitor
progress and compliance with the contract and A.I.D. regulations.

With respect to formel evaluation, the establishment of a quarterly
monitoring system should alleviate the need for large-scale review. It is
anticipated that a two-person team could perform one-month evaluations at the
end of the second, fourth and sixth years. The second year evaluation would
focus on both ensuring that the delivery systems for outputs are in place and
that progress on regulatory reform has been achieved. The second and final

evaluations would examine overall progress.

B.3.2 Audit Procedures

Procject assistance financed by A.I.C. and the GCI is subject to aucit by
A.I.D. In crder to minimize vulnerability, the Mission Comtzoiier will
conduct periodic examinations of recorcs, and as pert of its voucher
examination program, will review GOI accounting procecures anc cocumentation
relating to their direct procurement finmancea under the prcject. Project
funding is also available for project audit, including host country and A.I.D.
direct contracts, fallowing guidelines from the A.1.D. Inspector General's
Office. This audit coverage will be performed by aucitcrs through locezl
representatives of U.S. certified public accountant firms, with assistance
from the A.I.D. Regional Inspector General - Audit Division in Manila. These
services will be procured with project funds by A.I.D. cdirect contract
following direct payment procedures. In addition, A.I.D. may utilize project
funding to obtain financial management technical assistance to assess, and
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where necessary, assist in upgrading the financial management system of

project units.
8.4 IMPLEMENTATION SCHEDULE

The following schedule sets forth the major project milestones, the
target date for achieving each milestone, and the primary party responsible
for actions leading up to each milestore, '

Milestone Target Date Responsibility
Bilateral Obligation of Project August 1988 BAPPENAS, MOF, USAID
Advertise MOF Contract October 1988 MOF, USAID
Advertise BI Contract October 1588 BI, USAID
Project Implementation Seminar Early FY 1589 MOF, USAID
Establish MOF/BI Training Committee November 1988 MOF, BI, OTO*, USAID
Prequalify MOF Contractors January 1589 MOF, USAID
Evaluate BI Proposals February 1989 BI, USAID
Establish USAID Monitoring Format March 1989 USAID, MOF, BI
Select MOF Contract Fimal Proposals Rpril 1989 MOF, USAID
Select BI Contractor April 1989 BI, USAID
Project Amendment-Deregulation Fund April 1989 USAID, MOF
Negotiate/Execute MOF Contract Jure 1589 MOF
Negotiate/Execute BI Contract June 1589 Bl
BI/MOF Workplans Submitted Sept. 1989 Contractors
First Baselime Monitoring Report Sept. 1989 Contractors :
Initial Short-term Training October 1989 Contractors, MOF
Initial Promotion Campaign January 1990 Contractors, MOF
First Evaluation Sept. 1950 USAID, MOF, BI
Market Deregulation Completed Jure 1991 MOF
Second Evaluation Sept. 1992 USAID, MOF, BI
Fimal Evaluation Sept. 1954 USAID, MOF, BI
8.5 CONDITIONS PRECEDENT AND COVENANTS

8.5.1

Corditions Precedent

The following condition precedent is proposed for the Fimancial Markets

Project Grant Agreement:

Prior to the commitment of any furds by A.I.D. for t=cinical assistamce,

the MF and Bank Indoresiz will have appointad tes—nerson and
ore-person Tull-time countsrpe=t tmams, respectively. These courterpacts
will work exclusively with the consulting teams on tasks related to this
project.

In addition, ther= will be starcdz—d cornditions prec ‘'ent ard covenants,
including GOI designation of authorizd signatories.

¥ Uverseas Iralning Office, BAPPENAS
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8.5.2  Covenants

The following special covenants are proposed for the Finmancial Markets
Project Grant Agreement:

(1) The GOI ard A.I.D. will agree to establish an evaluation program as
part of the Project. The program will include, during the implementation
of the Project: (a) collection of initial baselire data with reference
to interim and final project objectives; (b) evaluation of progress
toward attaimment of the interim and final Project objectives after the
second, fourth and sixth years of the Project; (c) identification and
evaluation of problem areas or constraints which may imhibit such
attaimment; (d) assessment of how such information may be used tohelp
overcome such problems; and (e) evaluation, to the degree feasible, of
the overall development impact of the Project.

(2) The GOI will agree to develop a yearly detailed implementation ard
training plan for the Project which will describe the sequence of
activities to be undertaken and persons to be trained in each fiscal
year. The implementation and training plan for each year will be
submitted to A.I.D. for review and approval prior to the start of the
year covered by the plan.

(3) The GOI will covenant to swpply sufficient funds to maintain and
supply equipment furnished under the Project.



ANNEX A
5C(2) - PROJECT CHECKLIST

Listed below are statutory criteria
applicable to projects. This section

is divided into two parts. Part A includes
criteria applicable to all projects. Part
B applies to projects funded from specific
sources only: B(l) applies to all projects
funded with Development Assistance; B(2)
applies to projects funded from Development
Rssistance loans; and B(3) applies to
projects funded from ESF.

CROSS REFERENCES: IS COUNTRY CHECKLIST WP TO Yes.
DATE? HAS STANDARD ITEM
CHECKLIST BEEN REVIEWED
FOR THIS PROJECT?

A. GENERAL CRITERIA FOR PROJECT

1. FY 1988 Continuing Resolution A Congressional Notification was
Sec. 523; FAA Sec. 634A. Describe how prepared and the Congressional
authorization and appropriations notification period expired without

committees of Senate and House have been or objection on August 17, 1988.

will be notified concerning the project.

2. FAA Sec. €11(a)(1). Prior to obligation
in excess of $500,000, will there be

(a) engineering, financial or other plans (a) Yes.

necessary to carry out the assistance and

(b) a reasonably firm estimate of the cost (b) Yes.

to the U,S. of the assistance?

3. FAA Sec. 6l1(a)(2). If legislative action No further legislative action is

is reguired within recipient country, what required.

is basis for reasonable expectation that
such action will be completed in time to
permit orcerly accomplishment of purpcse
of the assistance?

4, FAA Sec. €1(k); FY 1588 Continuinc

hesalution 382, X .. 17 project is oo N/A.

water or water-related land resource
construction, have benefits and costs
been computed to the extent practicanle
in accorcdance with the primciples,
standards, and procedu*es EStebllShEd
pursuant to the Water Resources Flanning
Act (42 U.S.C. 1562, et sec.)? (See ATD
Handoook 3 for guidelines.)
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6.

7.

8.

9.
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FAA Sec. 6l1(e). If project is capital
assistance (e.g., construction), and

total U.S. assistance for it will exceed $1
million, has Mission Director certified and
Regional Assistant Administrator taken into

N/A.

consideration the country's capability to

maintain and utilize the project effectively?

FAR Sec. 209. Is project susceptible to
execution as part of regional or
multilateral project? If so, why is
project not so executed? Information and
conclusion whether assistance will
encourage regional development programs.

FAA Sec. 601(a). Information and
conclusions on whether projects will
encourage efforts of the country to:

(a) increase the flow of international
trade; (b) foster private initiative and
competition; and (c) encourage development
and use of cooperatives, and credit
unions, and savings and loan associations;
(d) discourage monopolistic practices; (e)
improve technical efficiency of industry,
agriculture and commerce; and _
(f) strengthen free labor unions.

FAA Sec. 601(b). Information and
conclusions on how project will encourage
U.S. private trade and investment abroad
and encourage private U.S. participation
in foreign assistance programs (including
use of private trade channels and the -
services of U.S. private enterprise).

FAA Sec. 612(b), 636(h); FY 1588
Continuing Resolution Sec. U5, Describe
steps taken to assure that, to the maximum
extent pessible, the country is
contributing local currencies to meet the
cost of contractuzl and other services,
and foreign currencies ownecd by the U.S.
are utilized in lieu of dallers.

FRA Sec. 612(d). Does the U.S. own excess
Toreign currency of the country and, if
so, what arrangements have been made for
its relezse?

FY 1988 Continuing Resclution Sec. 522.
If assistance is for the proouction of .any
commodity for export, is the commodity

N/A.
N/A.

The further development of
Indonesia's financial markets will
have positive effects on a freer
flow of (a) international trade

as well as capital. An increased
liberalization of these markets
should also have a positive impact
on (b), (c), (d) and (e).

(f) N/A.

The project will finance long- and
short=-tem technical assistance
from the United Stztes. It should
also positively impact on future
investment by U.S. fimms.

The GOI and the Indonesian private
sector will provice the equivalent
of $3.0 million for the project,
primerily for loczl costs.
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13.
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1 kely to be in surplus on world markets

at the time the resulting productive

capacity becomes operative, and is such
assistance likely to cause substantial

injury to U.S. producers of the same,

similar or competing commodity? N/A.

FY 1988 Continuing Resolution Sec 552.

(as interpreted by conference report).

If assistance is for agricultural
development activities (specifically, any
testing or breeding feasibility study,
variety improvement or introduction,
consultancy, publication, conference, or
training), are such activities

(a) specifically and principally designed
to increase agricultural exports by the
host country to a country other than the
United States, where the export would lead N/A.
to direct competition in that third

country with exports of a similar commodity
grown or produced in the United States, and
can the activities reasonably be expected
to cause substantial injury to U.S. export-
ers of a similar agricultural commodity; .
or (b) in support of research that is in-
tended primarily to benefit U.S. producers?

FY 1988 Continuing Rcsolution Sec. 353,
Will the assistance (except for programs

in Caribbean Basin Initiative countries
under U,S. Tariff Schedule: Section 807,"
which allows reduced tariffs on articles
assembled abroad from U.S.-made components)
be used directly to procure feasibility
studies, prefeasibility studies, or project
profiles of potential investment in, or to
assist the establishment of facilities
specifically desicned for, the manufactire
for export to the United States or to third
country markets in direct competition with
U.S. exports, of textiles, apparel,
foctwear, handbags, flat goocs (such as
wallets of coin purses worn on the person),
wark gloves or leather wearing apparel? Ne.

FAA 118(c). Does the assistance comgply

with the environmental procedures set

forth in A.I1.D. Regulation 167 Does the Yes.
assistance place a high priority on

conservation and sustainable management

of tropical forests? Specifically, does

See Annex C.
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the assistance, to the fullest extent
feasible: (a) stress the importance of
conserving and sustainably managing forest
resources; (i) support activities which
of fer employment and income alternatives
to those who otherwise would cause
destruction and loss of forests, and help
countries identify and implement
alternatives to colorizing forested areas;
(c) support traininy programs, educational
efforts, and the establishment or
strengthening of institutions to improve
forest management; (d) help end
destructive slash-and-burn agriculture by
supporting stable and productive farming
practices; (e) help conserve forests which
have not yet been degraded, by helping to
increase production on lands already
cleared or degraded ; (f) conserve
forested watersheds and rehabilitate those
which have been deforested; (g) support
training, research, and other actions
which lead to sustainable and more
environmentally sound practices for timber
harvesting, removal, and processing; _
(h) support research to expand knowledge or
tropical forests and identify alternmatives
which will prevent forest destruction,
loss, or degradation; (i) conserve
biclogical diversity in forest areas by
supporting efforts to identify, establish,
and maintain a representative network of
protected tropical forest ecosystems on a
worlowide basis, by making the
establishment of protected areas a
condition of support for activities
involving forest clearance or degradation,
and by helping to identify tropical forest
ecosystems and species in need of
protection and establish and maintain
gor—orriate protected aress; (J) seek to
irmcrease the awsreness of U.S. govermment
agencies anc other doncrs of the immediste
and long-term velue of tropical forests;
and (k) utilize the resources and abilities
of all relevant U.S. government agencies?

FAA Sec. 119(g)(4)-(6). Will the
assistance (a) support training and
education efforts which improve the
capacity of recipient countries to prevent
loss of bioclogical diversity; (b) be

(a)
(b)

(c)

(d)

(e)

(f)
(g)

(h)

(i)

(3

(k)

N/A.
N/A-

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.

N/A.



B.

17.

R/5

provided under long-term agreement in which
the recipient country agrees to protect
ecosystems or other wildlife habitats;

(c) support efforts to identify and survey
ecosystems in recipient countries worthy of
protection; or (d) by any direct or
indirect means significantly degrade
national parks or similar protected areas
or introduce exotic plants or animals into
such areas?

FAA 121(d). If a Sahel project, has a
determination been made that the host
government has an adequate system for
accounting for and controlling receipt and
expenditure of project funds (either
dollars or local currency generated
therefrom)?

FUNDING CRITERIA FOR PROJECT

1.

a.

b.

Development Assistance Project Criteria

FAA Sec. 102(a), 111, 113, 281(a).
Describe extent to which activity will

(a) effectively involve the poor in
development by extending access to economy
at local level, increasing labor-intensive
production and the use of appropriate
technology, dispersing investment from
cities to small towns and rural areas,

and insuring wide participation of the
poor in the benefits of development on a
sustained basis, using the appropriate U.S.
institutions; (b) help develop
cooperatives, especially by technical
assistance, to assist rural and urban pocr
to help themselves toward better life, ard
otherwise encourage democratic private and
Jlocal govermmental institutions;

(c) suppart he self-help effarts cf
develoring countries; (d) promote the
perticipetion of warmen in the natiorel
economies of ceveleping countries and the
imcrovement of women's status; and

(e) utilize and encourage regional
cooperation by developing countries?

FRA Sec., 103, 103A, 104, 105, 106, 120-21.
Loes the project fit the criteria for the

tyoe of funds (functional account) being
used?

(c) N/A.
(d) N/A.

N/R.

(a) The poor will benefit from an
an increase in employment opportun-
ities generated by more efficient
financial markets directing invest-
ment to the productive sector.

(b) N/A.

(c) N/A.
(c) WM&,

(e) N/A.

The project fully meets the
criteria for FRA Section 106.
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FAA Sec. 107. Is emphasis placed on use of

appropriate technology (relatively smaller,
cost-saving, labor-using technologies that
are generally most appropriate for the
small farms, small businesses, and small
incomes of the poor)?

FAA Sec. 110, 124(d). Will the recipient

country provide at least 25 percent of the
costs of the program, project, or activity
with respect to which the assistance is to
be furnished (or is the latter cost-sharing
requirement being waived for a "relatively
least developed" country)?

FAA Sec. 128(b). If the activity attempts

to increase the institutional capabilities

of private organizations or the government -

of the country, or if it attempts to
stimulate scientific and technological
research, has it been designed and will it
be monitored to ensure that the ultimate
beneficiaries are the poor majority?

FAA Sec. 281(b). Describe extent to which
program recognizes the particular needs,
desires, and capacities of the people of
the country; utilizes the country's
intellectual resources to encourage.
institutional development; and supports
civil education and training in skills
required for effective participation in
governmental processes essential to ‘
self-govermment.

FY 1988 Continuing Resolution Sec. 538.

Are any of the tunas to be used for the
performance of abortions as a method of

family planning or to motivate or coerce
any person to practice abortions?

Are any of the funcs to be used to pay for
the perfczrance of invcluntary
sterilization as a method of family
plaming cr to ccerce or provide any
financial incentive to any person to under
go sterilizations?

Are any of the funds to be used to pay for
any biomecdical research which relates, in
whole or in part, to methods of, or the
performance of, abortions or involuntary

N/A.

Yes.

Yes.

The project is based on more than
five years of analytical work in
the financial markets arena, which
explored options in assisting the
GO0I and the Indonesian private
sector to achieve increased employ-
ment generation through improved
functioning of financial markets;
local capabilities will be used to
the maximum extent possible.
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sterilization as a means of family
planning?

FY 1988 Continuing Resolution.

Is the assistance being made available to
any organization or program which has been
determined to support or participate in the
management of a program of coerciwve
abortion or involuntary sterilization?

If assistance is from the population
functional account, are any of the funds
to be made available to voluntary family
planning projects which do not offer,
either directly or through referral to or
information about access to, a broad range
of family planning methods and services?

FAA Sec. 601(e). Will the project utilize

competitive selection procedures for the
awarding of contracts, except where
applicable procurement rules allow others?

FY 1588 Continqigg Resolution. How much

of the funcs will be available only for
activities of economically and socially

disadvantaged enterprises, historically
black colleges and universities, and
private and voluntary organizations which
are contralled by individuals who are black
Americans, Hispanic Americans, or Native
Americans, or whg are economically or
socially disadvantaged (including women)?

FAA Sec. 118(c)(13). If the assistance

will support a program or project
significantly affecting tropicel forests
including projects involving the planting
of exotic plan species), will the program
or project (a) be based upon careful
arzlysis of the alternatives avzilable to
achiesve the best sustzinehle use of the
lang, and (b) take full account of the
envirommental impacts of the propeses
activities on biclogicsl civersity?

FAA Sec. 118(c)(14). Will assistance be

used for (a) the procurement or use of
logoirg equipment, unless an environmentzl
assessment indicates that all timber
harvesting operations involved will be
concducted In an environmentzlly sound

No.

N/A.

Yes.

Given the broad nature of the two
technical .assistance contracts to
be awarded, it is unlikely that any
one firm or organization could fill
all of the required positions.
There are, however, a number of

8A firms who might qualify as a
partner for recruiting short-term
experts for the project's needs.

N/A.

N/R.

. i" |-H5 |—-n
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manner and that the proposed activity

will produce positive economic benefits
and sustainable forest management systems;
or (b) actions which significantly degrade
national parks or similar protected areas
which contain tropical forests, or
introduce exotic plants or animals into
such areas?

FAA Sec. 118(c)(15). Will assistance be
used for (a) activities which would result
in the conversion of forest lands to the
rearing of livestock; (b) the
construction, upgrading, or maintenance or
roads (including temporary haul roads for N/A.
logging or other extractive indusiries)
which pass through relatively und=graded
forest lands; (c) the colonization of
forest lands; or (d) the construction of
dams or other water control structures
which flood relatively undegraded forest
lands, unless with respect to each such
activity an environmental assessment
indicates that the activity will contribute
significantly and directly to improving
the livelihood of the rural poor and will
be conducted in an environmentally sound
manner which supports sustainable
development?

Development Assistance Project Criteria
TCoans Only)

FAA Sec. 122(b). Information and

conclusion on capacity of the country to N/A.
repay the loan, at a reasonable rate of
interest.

FAA Sec. 620(d). If assistance is for any

productive enterprise which will compete

with U.S. enterprises, is theze an

agreement by the recipient country to N/AR.
prevent expart to the U.S. of mcre than

20 percent of the enterprise's annuzl

production during the life of the lcan, or

has the requirement to enter ints such an
agresment been waived by the Presicent

because of a national security interest?
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FY 1988 ContinuingrResolution.

If for a loan to a private sector

institution from funds made available to
carry out the provisions of FAA& Sections
103 through 106, will loan be provided; to
the maximum extent practicable, at or near
the prevailing interest rate paid on
Treasury obligations of similar maturity
at the time of obligating such funds?

FAA Sec. 122(b). Does the activity give

reasonable promise of assisting long-range
plans and programs designed to develop
economic resources and increase productive
capacities?

Economic Support Fund Project Criteria

FAA Sec. 531(a). Will this assistance

promote economic and political stability?
To the maximum extent feasible, is this
assistance consistent with the policy
directions, purposes, and programs of Part
I of th- FAAR?

FAA Sec., 531(e). Will this assistance be

used for military or paramilitary purposes?

ISDCA of 1585 Sec. 207, Will ESF funds be

used to finance the construction, operation
or maintenancc of, ocr the supplying of fuel
for, a nuclear facility? If so, has the

President certified that such country is a

party to the Treaty on the Non-Praliferation

of Nuclear Weapons or the Treaty for the
Prohibition of Nuclear Weapons in Latin
America (the "Treaty of Tlatelalco"),
cooperates fully with the IAEA, and pursues
non-proliferation palicies comsistent with
those of the United States?

FAA Sec. 0%, If commoditiss zre o be

granted sc that sale procescs will scomue
to the recipient country, have Speciz!
Accht.?nt (counterpart) arrangements been
rade .

N/A,

N/R.

This

N/A.

N/A,

N/A.

N/A.

project is not ESF-funded.
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S5C(3) = STANDARD ITEM CHECKLIST

Listed below are the statutory items which normally
will be covered routinely in those provisions of an

assistance agreement dealing with its implementation,

or covered in the agreement by imposing limits on
certain uses of funds.

These items are arranged under the general headings
of (A) Procurement, (B) Construction, and (C) Other
Restrictions.

A. PROCUREMENT

l.

2.

3.

Se

FAA Sec. 602(a). Are there arrangements to

permit U.S. small business to participate
equitably in the furnishing of commodities
and services financed?

FAA Sec. 604(a). Will all procurement be

Trom the U.S. except as otherwise

determined by the President or under
delegation from him?

FAA Sec. 604(d). If the cooperating
country discriminates against marine
insurance companies authorized to do
business in the U.S., will commodities be
insured in the United States against marine
risk with such a company?

FAA Sec. 604(e); ISDCA of 1980

Sec. /Us(a). If non=U,.S. procurement of
agricultural commodity or product thereof
is to be financed, is there provision
against such procurement when the domestic
price of such commodity is less than parity
(Exception where commodity financed could
not reasonably be procured in U.S.).

FAA Sec. 604(a). Will construction cT

enginesring services be procured from firms

of advanced developing countries which are

otherwise eligihle under Code S41 and which

have attained a competitive capability in
internatioral markets in one of these
areas? (Exception for those countries
which receive direct economic assistance
under the FAA and permit United States
forms to compete for construction or
engineering services financed from
assistance programs of these countries.)

Yes.

Yes.

Indonesia does not so discriminate

against U.S. marine insurers.

N/R.

N/A.

\ D
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6. FAA Sec. 603. 1Is the shipping excluded
from compliance with the requirement in
section S01(b) of the Merchant Marine Act  No. Section 901(b) applies.
of 1536, as amended, that at least 50
percent of the gross tonnage of commodities
(computed separately for dry bulk carriers, .
dry cargo liners, and tankers) financed
shall be transported on privately owned
U.S. flag commercial vessels to the extent
such vessels are available at fair and
reasonable rates?

7. FAA Sec. 621(a). If technical assistance
is financed, will such assistance be Yes.
furnished by private enterprise on a
contract basis to the fullest extent
practicable? will the facilities and
resources of other Federal agencies be
utilized, when they are particularly
suitable, not competitive with private
enterprise, and made available without
undue interference with domestic programs?

8. Interpational Air Transportation Fair
Tompetitive Practices Act, 1974. If air
transportation of persons or property is Yes.
financed on grant basis, will U.S. carriers
be used to the extent such service is
available?

S. FY 1988 Continuing Resolution
Sec., 504, If the U.S. Government is a All A.I.D. direct contracts will
party to a contract for procurement, does so provide. ‘
the contract contain a provision
authorizing termination of such contract
for the convenience of the United States?
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FY 1988 Continuing Resolution

Sec. 524, If assistance is for consulting
service through procurement contract
pursuant to 5 U.S.C. 3109, are contract
expenditures a matter of public record and
available for public inspection (unless
otherwise provided by law or Executive
order)?

B.. CONSTRUCTION

1.

2.

3

FAR Sec. 601(d). If capital (e.g.,
construction) project, will U.S.
engineering and professional services be
used?

FAA Sec. €l1(c). If contracts for
construction are to be financed, will they
be let on a competitive basis to maximum
extent practicable?

FAA Sec. 620(k). If for construction of
productive enterprise, will aggregate value
of assistance to be furnished by the U.S.
not exceed $100 million (except for
productive enterprises in Egypt that were
described in the CP), or does assistance
have the express approval of Congress?

OTHER RESTRICTIONS

1.

3.

FAA Sec. 122(b). If development loan
repayable in dollars, is interest rate at
least 2 percent per annum during a grace
period which is not to exceed ten years,
and at least 3 percent per annum
thereafter?

FRA Sec. 3Ql(d). If fund is established

salely by U.S. contributions and
adninistered by an international
argenization, does Comptroller Generzal
have audit rights?

FAA Sec. €20(h). Do arrangements exist to
insure that Lnited States foreign aid is
not used in a manner which, contrary to the
best interests of the United States,
promotes or assists the foreign 1id
projects or activities of the
Communist-bloc countries?

Yes. Any such
$0 available.

N/A.

N/A.

N/A.

N/A.

N/A.

Yes.

expenditures will be
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a.

b.
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Will arrangements preclude use of financing:

FAA Sec. 104(f); FY 1988 Continuing

Resolution Secs. 525, 538. (1) To pay for
nerformance of abortions as a method of
family planning or to motivate or coerce
persns to practice abortions; (2) to pay
for performance of involuntary
steriiization as method of family planning,
or to coerce or provide financial incentive
to any person to undergo sterilization;

(3) to pay for any biomedical research
which relates, in whole or part, to methods
or the performance of abortions or
involuntary sterilizations as a means of
family planning; or (4) to lobby for
abortion?

FAR Sec., 483, To make reimbursements, in
the form of cash payments, to persons whose
illicit drug crops are eradicated?

FAA Sec., 620(a). To compensate owners for
expropriated or na‘tionalized property,
except to compensat2 foreign nationals in
accordance with a land reform program
certified by the President?

FAA Sec. 66C. To provide training advice,
or any financial support for police,
prisons, or other law enforcerment forces,
except for narcotics programs?

FAAR Sec. 662. For CIA activities?

FAA Sec. 636(i). For purchase, sale,

long-term lease, exchange or guaranty of
the sale of motor vehicles manufactured
outside U.S., unless & wziver is obtained?

FY 1988 Continuing Resclution Sec. 503,

1o pey persiors, annuities, retirement pay,
or acjusted service corpensation for
military personnel?

FY 1588 Continuing Resclution Sec. 5CS.

Yo pay U.N. assessments, arcesarages or dues?

FY 19588 Continuing Resclution Sec. 5(€.

1o carry out provisions of rARA section
209(d) (transfer of FAA funcs to
multilateral orcanizations for lending)?

)

(2)

(3)

(4)

Yes.

Yes.

Yes.

Yes.

Yes.

Yes,

Yes.

Yes.

Yes.

Yes,
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FY 1988 Continuing Resolution Sec. 510. Yes.

To finance the export of nuclear equipment,

fuel, or technology?
FY 1988 Continuing Resalution Sec. 511.

For the purpose of aiding the efforts of Yes.
the government of such country to repress

the legitimate rights of the population of

such country contrary to the Universal
Declaration of Human Rights?

FY 1588 Continuing Resolution Sec. 516.

1o be used for publicity or propaganca Yes.
purposes within U.S. not authorized by
Congress?
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ANNEX B

ACTION TAXE:

DATE = ' REPUBLIC OF INDONESIA

BY:

E NATIONAL DEVELOPMENT PLANNING AGENCY

RETURN

- -] JAKARTA, INDONESIA

< LA

No. : ‘jjg‘/\/K/S/lQBS Jakarta, August % ,1988

Mr. David N. Merrill

Director

Agency for Iaternationel Development
American zZnpbassy

JAXARTA

Re: Financial Markets Project

Dear Mr. Merrill,

The Government of Indonesia (GOI) hereby requests the
assistance of the U.S. Agency for International Development
(USAID) in the form of 8. 9.0 million grant to finance the
proposed Fimancial Markets Project. This priority project will be
an important element in the GOl preogram to promote non=oil exports
through its focus on improving the financial markets, including the
stock, bond, commodity and money markets. The goal of this project
is to increase the availability of long=term investment capital by
supporting open financial markets. Project 1inputs will inzlude
technical assistance, training, commodities and evaluation.

The executing agency for the project will be the Ministry of
Finarnce, Director Gemeral for Monetary Affairs. The Governor oI
Bank Indonesia, and the Managing Director for Supervision and
Internzl Development will also be integrally involved. The GOI
will contribute the equivalent of S$. 3.0 million in cash and kind
for this project including 8. 1.0 million (equivalent) in private
sector contributions.

I>» z2dition to the proposed U.S. Fiscal Ysar (FY) 1958
obligz=<izz Zfor this project, it is understood <zere <ill1 be zd FY
z==zc-i=ent 1o add the proposed dersgulatic: fuzd Lo

2 saterprisss as earlier discusss:Z.
t0 your favourable respooss zad <thzzx rou for

Cec.:




Project Title & Number:

NEX C

PROJLTY DESIGN SuMdnny

LOGICAL FRAMEWORK

Indonnsin -~ Flrnanclal Markets Project (A97-0360)

Life of Project:
From FY 88 to FY 94
Total U.S. Funding $9,000,000

Date Prepared: 08/ lﬂéF—L__

NNWATIVE SUMMARY

GOJECTIVELY VERIFIABLE INDICATORS

MEANS OF VERIFICATION

IMPORTANT ASSUMPTIONS

Program or Sector Goal: The hrowder
objective to whitch project cantritmtes:

To increase Lhe avallabltlty of loiw-
temm Ilnvestment capital by supporthing
open financial markets

Measures of Goal Achievement:

+ Munber of new/expanded Timns
¢t thuter of naw Jobs
+ I’er caplta income

GNTI statistics
Other donor studies
G prr caplta

Assumptions for achleving goal targets:

+ GOI maintalns the pace of its deregulation

programs and policies

Project Purposn:

To increase the mmitsaic of deht Al
equity sccuritins mixl comnexlity
contracts availabhla Lo Liwestors, mvd
to Increase the tradliv) volime of thnse
instruments

Conditions indlcating purpose has
Iwen achieved: End of project status,

+ A pemmanent and long-tange requilatory
environment for stocks, bonds and
commsilties establidhed with oper-
al.tmal responsibilities separated
fram regulatory authorlty

4 AL least 5 private broker/dealers
will be able to operate profitahly
I run broker/dealer business alone

+ At least 1 new stock and 2 new bond
Lssues will be marketed each month,
Myl average dally stock trading volume
reactns 50,000/day; total stock and
o} market capltalization fncreasing
to at least Ruplah 5 trillion

1 Lowenll by futures amvl at least two
1w comuvuflties will be trived on ICE

1 M lonwide automated check-clearing
awyslem will be operational

t Penslon and insurance companies will
firow by 50% and increase total stock
wid bornd holdings to 30% of portfolios
representing Ruplah 3 trillion

+ Danarvksa will reduce percentage of
portfollo which 1s vpledged aned will
restructure and increase the level
of Individually ownd certif lcates

L+

+

+

FS

+

Operational charts for
BAPEI’M and ICE, Oper-
ational statlstics for
PPUC or brokers

Income statements, PPUEC
or BAPEPAM statistics

DAPEPAM/MOF /F1PLE
statistics

ICE, Ministry of Trarle
records

Bank Indonesia records

MOF records

Danarcksa/MOF statistics

Assumptions for achlieving purposes:

+ GOI maintalns its commitment
to liberalization of the market and
disengagement from private sector
activities

+ Tax policy revised to provlde comparable
treatment of some deposits and debt and
equity holdings

+ [IVINANCKSA becomes committed to a more
private sector approach in management or
deregulates in some other way

+ Mostriction on movement of stock prices
{s ellminated

+ Derequlation activities continue
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FROJECT DESIGN

SUMARY

PREL IMINARY LOGICAL FRAMEWORK

Project Title & Number: Jndorpsia - Fijpncial Markets Project (497-0360)

Lif2 of Project:
From FY 88 to FY 94

Total U.S. Funding $9,000,000
Oate Prepared: 08/12788

NARRATIVE stMwny

IECTIVELY VERIFIABLE INOICATORS

MEANS OF VERIFICATION

IMPORTANT ASSUMPTIONS

Progtam or Sector Goalt The broader
objective to which project contribules)

To increase the avatlability of Jumg-
term investment capltal by styporiiyg
open (i :oclal markets

Measures of Goal Achievement:

+ Nunder of new/expanded Firms
+ luber of new jobs
+ Per caplita income

+ GO1 statistics
+ Other donor studies
+ (OP per capita

Assumpticns for achleving goal targets:

+ GOI1 maintains the pace of .its deregulation
programs and policies

Project Puiposes

To increase the rumber of debt and
equity securities arni commmullty
contracts available to inveslors l‘li
to Increase the Lradling volime o' t
instruments

[ =:1.]

Cerviitiors indicating purpose has
been aclileved: End of project status.,

+ A permanent and long-range regulatory
shivirmment for stocks, Loreis and
c lmxlltles estobl §shied with oper-
allmal responsibilities separated
fyom regulatory authoriiy

+ At least 5 private broker/dealers
will he sble to operate profitably
‘from broker/dealer business alone

+ M least 1 new stock and 2 new bond
issies will be marketed each month,
ainl average daily stock trading volume
rearhes 50,000/irlay; tntal stock and
taxul market capitaltzatlon Increasing
tu al least Rupiah 5 trillfon

4+ hemodity futures and at least two
new commodities will be traded on ICE

4+ Natiorwide automated check~clearing
sysien will be operational

+ Peision and irsurance companies will
grow by 50X and increase total stock
andd bored holdings to 30% of portfolios
representing fuplah 3 trillion

+ Daparcksa will reduce percentage of
porifolio which is unple and will
restructure and increase the level
of individually owned certificates

+ Operational charts for
BAPEPAM and ICE. Oper-
ational statistics for

or brokers

+ Income statements, PPLE
or BAPEPAM statisfics

+ BAPEPAM/MOF /PPUE
statistics

+ ICE, Ministry of Trace
records
+ Bank Indonesia records

+ MOF records

+ Ganareksa/MOF statistics

Assumptions for achieving purposes:

+ GOI maintains its commitment
to liberalization of the market and

dlser?agement from private sector
sctivities P

+ Tax policy revised to provide comparable
treutmentyof some deposits and debt and

equity holdings

+ DANAREKSA becomes conmitted to s more
private sector approach in management or
deregulates in some other way

+ Restriction on movement of stock prices
1s eliminated

+ Deregulation activities continue

.
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Pl"oject Title & Nurber: JIpxinnesia - Fipmnclal Markets Project (457-0360)

NNUMATLVE SLIeNY

PRIECTIVELY VERIFIADLE INDICATORS

MEANS OF VERIFICATION

IMPORTANT ASSUMPTIONS

Outputs:

+ Market deregulation

+ Increased supply of long-term
investment capital

+ Isproved trading cnpabuity snd
structure

=

Magnitude of Outputes:

+ Separating BAPEPNM's  regulatory and
ujieratlonal: functions; clearer defin-
Lo of dlvlslon of reyulatory roles

+ Strengthened technical capital mtket
skills of MOF and ONEPAM

+ Hewnving fiscal, monetary and regul-
aLory luslmentives for long-term
capital fnvestment

+ Promoting Danareksa's rnle as mutual
(il for individuel Investors and
tmbkicing its favored status In market

+ Separating operational and regulatory
functions of the ICE

+ NDaveloplng standards which encourage
pension funds and insurance companies
ta dlversify portfollios

+ Nevised reserve and liquidity require-
ments of Bank Indonesia (Bl)

+ Increasing investor interest in secur-
jties through promotional campaigns

+ Greater indivicusl snd foreign access
to markets, e,9., new mutual funis,
1inkages o" markets, restructured
Danarecksa certificates

+ Wider BI issuance of notes and bills

+ Creation of BI national credit file

+ Developed private sector brokerage
through tralning and TA

+ BAPINDO, BP03 and P.T. Bahana sell
off equities through stock market

+ AMutomated Bl check-clearing system

+ GOI statistics
+ Project evaluations

+ Project wmonitoring

Assumptions for achieving outputsi

+ Economic conditions not affected;
project beneficiaries’ plans remain
stable



’

- C/3 -
Praject Title & Numbar: Indones!in - Financial Markets Project (497-0360)

NVRATIVE Sthsmany OBJECTIVELY VERIFIABLE INOICATORS MEANS OF VERIFICATION

IMPORTANT ASSUMPTIONS

+ Increased access to private sector
firms trading BI monetary instruments

+ Deregulation of SNEs through sale of
shares on stock exchanges

+ Sales of Danareksa unencumbered shares

+ Futures contracts trsded at ICE

Inmputss Implementation Target (Type & Quantity)
USAID Budqet MOF /B1/Private + Project documentation
(In 30003)

+ Technical Assistance over LOp 6,900 ' 1,650
+ Training 1,050 1,050
+ Commod]ties 700 250
+ Evsluatinns/Audits 200 -0~
+ Contingency ~ 150 * __ 5%

T0TN. . 9,000 ' 3,000

Assurptloqs\ for providing inputs:

+ GOI and private sector budgets
are forthcoming :

+ Qualified TA will be avallable

+ Suitable candidates for training
will be available



ANNEX D
DETAILED SCOPES OF WORK FOR LONG-TERM ADVISORS
I. PROJECT BACKGROUND

The purpose of the Finmancial Markets Project is to deregulate and
institutionally develop Indonesia's stock, bond, commcdity and money markets,
thereby increasing both the number of debt and equity securities available and
the volume of trading of these securities. The anticipated major outputs
resulting from this project are:

(1)

(2)

a deregulated market environment through directing support for
continued GUL deregulation of tinancial markets and for adjusting
the roles of the Ministry of Finance (MOF), BAPEPAM, Danareksa,
and Bank Indonesia (BI) as necessary to better regulate and
promote the capital market. Conversely, the private sector,
including PPUE, will gradually assume greater responsibilities for
market development and operation. Throughout this project, the
GOI will take the lead in initiating reforms, with project
resources provided to support such actions. The major regulatory
outputs and reforms which are anticipated during the life of
project include separating BAPEPAM's regulatory and operational
functions, and providing a clearer definition of the division of
regulatory responsibilities among the MOF, BAPEPAM and PPUE;
strengthening the technical capital markets skills of MOF and
BAPEPAM staff, as required for their regulatory role; removing, as
possible, the fiscal, monetary ard regulatory disincentives for
long~term capital investment which are under the control or :
influence of MOF, BI, BAPEPAM or the GOI Capital Markets Policy
Council (to include possible chan?es in pension and insurance
investment guidelines, revision of tax disincentives, evaluation
and possible revision of BKPM investment rules, and
recommendations on legal changes which would allow the perfection
of a security interest; promoting P.T. Danareksa's role as a
mutual fund for individual investors while reducing its favored
status, restructuring its certificates and liquidating its
unpledged portfolio; and separating the operational and regulatory
functions of the ICE, with the operational functions preferably
being handled by the private sector.

an_increaseg sucply of long-term capital available for long-term

investment nescs., Although regulstcry changes cited above will
stimlate this process, there == pelicy, institutional and
promotiorel actions which siso will be adcTessec by the GOI, to
Inluce ceveloming stancesrs ad praciices that emcourage pension
are imsurance firms to diversify their portfalios and invest in
debt and eauity issues; reviewirg bank reserve requirements and
revising licuidity retics to pecmit a wider range of reserve
investments by banks; -increasing investor interest in equities and
bonds through educational and promotional campaigns; expanding
imgiviguzl and fcreign investors' access to the capital market
through the establishment of mutuzl funds, international linkage
of the stock, bond and/or commocity markets, changing the
structure of certain P.T. Danareksa fund certificates, and other
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mechanisms which woulc attract new investors; working with Bank
Indonesia to issue a wider variety of bills, notes and bonds; and
crecting a Bank Indonesia National Credit File, initially
available to institutions but perhaps later to private investors
as well, which will serve as an independent source of information
concerning the creditworthiness of firms.

(3) an improved trading capability and structure of the Indonesian
Tinancial markets. With a view to outreaching the major
protagoriists involved in trading securities (brokers, dealers,
underwriters, P.T. Danareksa, Bank Indonesia and The MOF through
its regulatory role). While private sector securities firms
should become self-sufficient in the medium-term, this project
will support their development during the near-term when little
trading will take place in the market and trading expertise will
be lacking. Additional ways of promoting the supply of securities
will be to encourage the deregulation of state-owned enterprises
(SOEs) through the sale of equities on the stock market, and to
work with firms considering capital expansion but uncertain of -
financing alternatives. Specific outputs will include developing
the private sector brokerage and underwriting industry through
training and technical assis:iance and through the separation of
the operational and regulatory functions of BAFEPAM and the ICE;
encouraging the National Development Bank (BAPINDO), Regional
Development Banks (BFDs) and the GOI Venture Capital Company (PT
Bahana) to sell equity they hcld in Indonesian companies through
the stock market; establishing a nationwide automated central
accounts function and check-clearing system by continuing to
support Bank Indonesia's ongoing program; expanding the variety
of, and the firms granted access to trade in, Bank Indonesia money
market instruments; encouraging the deregulation of SOEs through
equity sales; supporting P.T. Danareksa's efforts to sell its
unencumbered shares in companies listed on the stock exchange;
improving private sector financial managers' .awareness and skills
in using capital and commodity markets to raise funds and
stabilize prices; and permitting futures contracts to be traded
throvh the ICE,

II. THE MOF TECHNICAL ASSISTANCE TEAM

The MOF technical assistance (TA) team to be estzhlishec under the
Financial Markets Project will zct as the cirect courtergest ¢ the MCF
Project Manager (nominated by the Uirscizr usneral fco Monetzwy Affei=s, MGF),
within the framework of the Project Marspement Undt (PMU). The PMU will
consist of the MOF counterparts, the techmical assistance te=am and the USAIT
Project Ofvicer.

The TA team will be resporsible for managing and cocrtinmating all
project inputs including training and commocdities. Likewise, the team will be

responsible for the full range of project outputs, encompassing elements of
policy implementation, 1nstitutiona; cevelopment and prumction.

The TA teanm will consist of six long-terﬁ experts, members of a single
Contractor unit competitively selected for this project, reporting to the
Project Manager at the MOF, An Indonesian sub-contractor for promotional

4
L
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campaigns and various short-term experts as required will also become membors
of the TA team. That sub-contractor's responsibilities will include the
actual conduct and implementation of all promotional campaigns, workshops and
seminars to be held in Indonesia. The performance of that sub-contractor will
be supervised by the TA team member responsible for training and promotions
(see below). Specific tasks for this sub-contractor will include developing
TV, radio and/or newspaper advertising and promotional campaigns sponsored by
the GOI and the individual financial markets, and handling publicity and
logistics for local workshops and seminars.

In addition to the consulting services provided by the MOF TA team and
its sub-contractor, there will be a Bank Indonesia (BI) team, financed by the
Financial Markets Project under a separate contract, which will report
directly to Bank Indonesia and be responsible for all aspects of Bank
Indonesia's development programs as delineated in Section I above.

The MOF TA team long-term staff will consist of the following five
consultants as described below.

A. Chief of Party/Regulatory Advisor

This consultant will function as the direct counterpart of the MOF
Project Manager in providing technical assistance to this project
and will be responsible for advising the GOI on all aspects of
regulatory reform (as delineated in Paragraph 1 above). He/she
shall also act as team coordinator for the PMU, will supervise all
activities undertaken in the name of the Contractor for this
project, and will further act as manager of the project's training
and commodity inmputs. This consultant's responsibilities are
listed below.

1. Develop systems and procedures for the successful overall
administration, planning, and coordination of all aspects of
the project. -

2. Design and implement an annual project planning cycle which
formulates project workplans and budgets for each individual
‘TR team member in accordance with the GOI's annual planning
cycle and guzrantee timely disbursement of funds.

3. Design pzocesures and sssist the MOF in the implementation of
thesz crocedioes dizected towz=d deregulation of financial
mErksIs. Tnese proceaquses =re= sxpected to impact directly on
acjusting the rolss of the MG, 5RPePAM, P.T. Danareksa, the
Inconesizn Commocity Exctenge (ICE) anc Bank Indonesia (BI),
to mcre effectively regulate and pramote the Indonesian
capital meckst. A non—=xhaustive list of these steps towaczc

ztion include secarating BAPEPAM's regulatory and
operatior2l functions, and providing a clearer definition of
the civision of regulatcry responsibilities among the MCF,
BAPEPAM and PPUE; removing, as possible, the fiscal, monetary
and regulatory disincentives fcr long-term capital investment
which are under the contrel or influence of MOF, BI, BAPEPAM
or the GOI Capital Markets Policy Council, to include possible
changes in pension and insurance investment guidelines,

t
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10.
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revision of tax disincentives, evaluation and possible
revision of BKPM investment rules, and recommendationson legal
changes which would allow the perfection of a security
interest; promoting P.T. Danareksa's role as a mutual fund for
individual investors while reducing its favored status,
restructuring its certificates and liquidating its unpledged
portfolio; separating the operational and regulatory functions
of the Indonesian Commnodities Market (ICE), with the
operational functions preferably being handled by the private
sector.

Design procedures and assist the major private sector
protagonists (most tiotably PPLE) in the implementation of
those procedures directed toward having the private sector
assume greater responsibilities for market development and
operation of the capital market.

Provide diract supervision for all long-term TA consultants,
both Indonesian and expatriate, employed by the Contractor.

Supervise the design and implementation of project-related
studies, assessments, and demonstrations.

Monitor the progress and pace of project implemenfation.

Assist the USAID and the MOF in the design of the mid-term and
final project evaluations. - - )

Acvise the MOF on technical and policy matters related to the
project. .

Supervise the preparation of quarterly reports which review
project implementation progress, identify operational cr
administrative problems, assess the palicy environment within
which the project is operating and make recommencatiors to the
Project Manager, MOF, and t'-» USAID regarding management,
implementation, and policy issues which require special

-attention during the current fiscal year.

Supervise the preparation of an annual report which reviews
project implementation procress, icentifies opezaztionz! cr
administrative problems, assesses the policy envizorment
within which the project is opers-ing anc mskes
recommencations to the Froject Marmger, MCF, and the USAT
regarding management, inmcismentaztion, and policy issues which
require special attention in the upcoming fiscal yezs., Baseg
on an anticipated start-up cate for the TA tean of

April 1, 1589, the issues paper will be submitted at the enc
of March of each year, beginmning in March 1590, and its
recommendations will be considerez in the project planning
cycle for the ensuing "project year" beginning each April.
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Qualifications

In order to carry out these responsibilities this Consultant
should have a minimum of 10 years working experience in
capital market development and regulation, preferably with
respect to second tier or over-the-counter markets. The
consultant should have at least a masters degree in business
or economics, a legal degree or an equivalent degree or
certification. Prior experience working in a developing
country, an understanding of USAID administrative procedures,
and/or prior experience with project management in the context
of regulatory reform are qualities highly sought after for
this position. Indonesian language capability would be an
advantage but is not required. Funds for language training
will be included in the contract.

Deputy Chief of Party/Regulatory Advisor

Acting as the Chief of Party's alter-ego, this position will be
reserved for an Indonesian professional well versed in the local
legal and regulatory systems who will help ensure that project
documentation and recommendations are appropriately designed and
structured for Indonesia. In his/her role as alter-ego to the
Chief of Party, this consultant will provide direct technical
assistance to GOI and private sector capital market counterparts
in all of the tasks listed above fnr the Chief - . arty in the
latter's absence, functioning as the direct counterpart of the MOF
Project Manager in providing technical assistance to this project
and will be respormsible for advising the GOI on all aspects of
regulatory reform (as delimeated in Paragraph I above). In the
Chief of Party's absence he/she shall also act as team coordinator
for the PMU, supervising a2ll activities uncertaken in the name of
the Contractor for this project, and will further act as manager
of the project's training and commodity inputs. The additional
responsibilities for this consultant are listed below.

1. As mentioned above, an Indonesian sub-contractor for
‘promotional campaigns will alsoc become a member of the TA
team. That sub-contractor's responsibilities will include the
actual conduct and imglementation of all promotional
campaigns; werkshoos ard seminess to be held in Indonesia.
Rlthouch thet sub-contractor's perfocomance will t= supervised
by the TA teamn membder resporsiiie oo t=ining anc promctions
(s== bslow), the Deputy Chief of Pe—Ty will provioe
Indoresian-specific technicsl cirections on capital merket
promotional campaigns to the sut-contractor.

2. In conjunction with the specific trzining plans developed by
the TA team's Training/Promotion Manmager, advise the MOF,
BAPEPAM, P.T. Denareksa, PPUE, Bank Inconesia and other
concerned orcanizations in the Indonesian capital market, on
human resource development plans which should be implemented
in orcer to strengthen the technical capital markets skills of
staffs of those organizations.
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Function as liaison between the MOF, other GOI capital market
entities, the USAID, and private sector capital market
protagonists on all technical, administrative, and financial
matters related to the project.

Qualifications

In order to carry out these responsibilities this Consultant
should have a minimum of 10 years working experience in
capital market development and regulation in the Indonesian
context, preferably with respect to second tier or
over-the-counter markets. The consultant should have at least
a masters degree in business or economics, a legal degree or
an equivalent degree or certification. An understanding of
USAID administrative procedures and/or prior experience with
project management in the context of regulatory reform are
highly sought after for this position. Indonesian language
capability is essential and fluency in English is also
required.

Investment Analyst

This consultant will work primarily with institutiomal investors,
especially the pension and insurance companies, and P.T.
Danareksa, on portfolic management and promotion programs.
His/her additional responsibilities are listed below.

1,

2.

3.

€.

At the request of institutional investors, prepare
recommendations on the use of those organizations' funds,
serving as financial consultant to their managemant in the
diversification of their portfoliocs.

Rssist those investors in specifying the elements necessary

for complete information systems pertaining to investments, ..
and assist in the design of systems for better utilization of
all funds becoming available to those organizations, with due

regard to the requirements for liquidity, and security.

Assist those investors in the development of manuals of
procedure for investment accounting and control, forms and
practices.

Pssist the TA team Chief and Deputy Chief cf Party in
igentifying short-temm technical assistance neecs of
irstitutionzl investors and in developing suitable scopes of
wark for that assistarce, and recruitment of consultants.

Within the purview of his/her responsibilities, provice
day-to-day supervision for all short-term consultants, both
Indonesian and expatriate, employed by the Contractor.

within the purview of his/her responsibilities, assist the
Training/Promotions Manager ‘n the development of specific
training plans to enhance the technical capital markets skills
of staffs of investor organizations.
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7. Assist in the design and implementation of project-related
studies, assessments, and demonstrations, as required.

8. Provide financial management and control of operations within
his/her purview. .

9. Monitor the progress and pace of implementation of this
project component.

10. Assist the Chief of Party in the design of the mid-term and
final project evaluations.

11. Provide quarterly reports which review implementation progress
on consultant's activities, identifying operational or
administrative problems, assessing the policy environment
within which the project is operating and making
recommendations to the Chief of Party on management,
implementation, and policy issues which require special
attention during the current fiscal year.

12. Provide annual reports which review implementation progress on
consultant's activities, identifying operational or
administrative problems, assessing the policy environment
within which the project is operating and making
recommendations to the Chief of Party on management,
implementation, and palicy issues which require special
attention in the upcoming fiscal year. :

Qualifications

In order to carry out these responsibilities this Consultant
should have a minimum of seven years working experience in
portfalio management for institutional investors, either in
the capacity of an external consultant to those investors or.
as an employee of (an) institutional investor(s). 1Ideally,
those institutions where the consultant has gained experience
would include (public or private sector) pension funds,
‘insurance companies or mutual funds. The consultant should
have at least a masters degree in business or econcmics, a
leczl decree o. ar, equivalent degree or certification.

=the=jcb experisnce may be substituted for graduate level
exderience on - i tic of W to three years hands-on experience
for 2 meximan of two yes—s of gracuate schocl studies,

Relevant on-the-job experience should include hancs-on use of
computsr programs utilizes for investment cecision making.
Pricr experience working in a developing country, an
ureerstanding of USAID aaministrative procedures, and/or prior
experience with project management in the context of
regulatory reform are aualities highii sought after for this
pesition. Indonesian language capability would be an
advantage but is not required. Funds for language training
will be included in the contract.

A\
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Trade and Underwriting Specialist

This consultant will collaborate closely with the private brokers
and underwriters community, PPUE, and private industrial or )
commercial firms desiring to list shares or bonds on the markets.
He/she will also develop educational programs for market -
promotion. His/her additional responsibilities are listed below.

1.

3.

S,

6.

7.

8.

S.

10.

1l.

At the request of a variety of institutional sources (private
brokers, underwriters, PPUE, private industrial or commercial
firms), assist those institutions in developing procedures and
programs for issuing debt and equity instruments on the
Indonesian stock exchanges.

Help those institutions on designing improved procedures for
interacting with members of the financial markets in
collecting and providing relevant information for the
development of prospectuses or other reporting data required
for debt or equity share listings.

Assist those institutions to prepare analytical checklists and
other aids and models for decision memoranda relating to debt
or equity share listing. .

Rssist those institutions in specifying the elements necessary
for cumplete information systems pertaining to tracking
financial and legal compliance requirements they will face as
issuers of debt and equity instruments.

Rssist those institutions in the dev:lopment of manuals of

procedure for underwriting accounting and control, forms and
practices.

Rssist the TA team Chief and Deputy Chief of Farty in -... .. ...
identifying short-term technical assistance needs of his/her
counterpart institutions and in developing suitable scopes of

work for that assistance, and recruitment of consultants.

Within the purview of his/her responsibilities, provide
day-to-day supervision. for all short-term consultants, both
Incdonesizn and expatriate, empioyed by the Contr a.CtG..

wWithin the pioviaw of his/hes responsitiiities, z=zist the
Trzining/Promocions Manzper in the cevelommernt of specific
trzining plans to enhance the tactmical camitzl mewkets skills
of staffs of targeted institutiors which issue securities.

Rssist in the design and implementation of project-related
studies, assessments, and demonstrations, as requirec.

Provide financial management and contral of operations within
his/her purview.

Monitor the progress and pace of implementation of this °
project component.



0/9

12. Assist the Chief of Party in the design of the mid-term and
final project evaluations.

13. Provide quarterly reports which review implementation progress
- on consultant's activities, identifying operational or
' administrative problems, assessing the policy environment
within which the nroject is operating and making
recommendations to the Chief of Party on management,
implementation, and policy issues which require special
attention during the current fiscal year.

14, Provide annual reports which review implementation progress on
. consultant's activit es identifying operational or
- adninistrative problen. , assessing the policy environment
' within which the project is operating and making
recommendations to the Chief of Party on management,
implementation, and policy issues which require special
attention in the upcoming fiscal year.

Qualifications

In order to carry out these responsibilities this Comsultant

, should have a minimum of seven years working experience in
securities underwriting for an investment banking '
institution. The consultant should have at least a masters
degree in business or economics, a legal degree or an
equivalent degree or certification. On-the-job experience may
be substituted for graduate level experience on a ratio of uwp
to three years hands-on experience for a maximum of two years
of graduate school studies.

Relevant on=the-job experience should include hands-on
preparation of investment prospectuses, managing "disclosure
and compliance™ requirements within the legal and financial
framework. Experience should also include hands-on use of
computer programs utilized for the aforementioned purposes.
Prior experience working in a developing country, an
‘understanding of USAID administrative procedures, and/or prior
experience with project management in the context of

: regulztory reform are qualities highly sought after for this

! pesition. Indonesizn language capability would be an
acvantage but is not recuired. Funds for language training
will pe inclured in the comcract.

E. T=zininc/Pranctiors Maraper

This consultant will arrange for and manage all short-term

trzining programs, promctional campaigns and local/rc jional

seminers and workshops as described i Section 3.4.2. of the

gzgject Paper. His/her adcitional —esponsibilities are listed
™

1. Prepare the scope of work for the competitive contract
| selection of the Indonesian sub-contractor for promotional
¢ ‘ campaigns. That sub-contractor's responsibilities will

N
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include the conduct and implementation of all promotional
campaigns, workshops and seminars to be held in Indonesia.
Specific tasks for this sub-contractor will inciude developing
TV, radio and/or newspaper advertising and promotional
campaigns sponsored by the GOI and the individual financial
markets, and handling publicity and logistics for local
workshops and semipars.

2, Within the purview of his/her responsibilities with the
Indonesian sub-contractor for promotional campaigns, provide
day-to-day supervision for all short-term consultants employed
by that sub-contractor, and provide day-to-day supervision for
all other short~-term consultants, both Indonesian and
expatriate, employed by the Contractor.

3. Assist those protagonists impacted upon by this project. .
(Indonesian institutions in the stock, bond, commodity and
money market community, issuers of securities, and, as noted
in the scope of work for the Bank Indonesia Senior Banking
Expert, requests from Bank Indonesia) in specifying the
elements necessary to develop their human resource plans
pertaining to capital market technical skills.

4, Pssist the TA team Chief and Deputy Chief of Party in
$dentifying shcrt-term human resource technical assistance
needs for the project, and in developing suitable scopes of
work ‘or that assistance, and recruitment of consultants.

5. Assist in the design and implementation of project-related
studies, assessments, and demonstrations, as required.

6. Provide financial management and contral of operations with
his/her purview.

7. Monitor the progress and péce of implementation of
consultant's project component.

8. -Assist the Chief of Party in the design of the mid-term and
final project evaluations.

9. Provide quarterly reports which review implementztion procress
on consultant's activities, identifying opesstiorel cr
agninistrative ctlems, a=sessing the policy envicorment
within which the project is ogperating anc maxinc
recommendations tp the Cdef of Pazty on marscement,
implementation, and policy issues which require special
attention during the current fiscal yezr.

10. Provide annual reports which review implementation progress on
comsultant's activities, icent{fying operatioral cr :
administrative problems, assessing the palicy environment
within which the project is operating and making
recommendations to the Chief of Farty on managenent,
implementation, and policy issues which require special
attention in the upcoming fiscal year.

.
'

’
:
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Qualifications

F.

In order to carry out these responsibilities this Consultant
should have a minimum of seven years working experience in
human resource development or public relations for (a) major
financial institution(s), either in the capacity of an
external ccnsultant to those institutions or as an employee of
(an) Znstitution(s). Ideally, those institutions where the
consultant has gained experience were (public or private
sector) pension funds, commerci:l or investment banks,
insurance companies or mutual funds. The consultant should
have a doctorate degree in education.or an equivalent degree
or certification. On-the-job experience may be substituted
for graduzte level experience beyond the masters degree level
on a ratio of up to three years hands-on experience for a
maximum of two years of graduate school studies.

Priur experience working in a developing country, an
understanding of USAID administrative procedures, and/or prior
experience with project management in the context of
regulatory reform are qualities highly scught after for this
pesition. Indonesian language capability would be an
advantage but is not required. Funds for language training
will be included in the contract.

Administration/ngistics ManagEgi

This consultant will coordinate and manage all aspects of
commodity procurement for the project and logistical support for
the team. His/her additional responsibilities are listed below.

1.

2,

3.

3.

é.

Develop systems and procedures for the successful overall
administration and logistical support for the team.

Coordinate a consolidation of quarterly and armual project
workplans and budgets.

‘Assist team members and GOI counterparts in identifying

appropriate project-related commodities, and prepare necessary
documentation to prc Jre those goods and services.

Coorcinzte the igenmtificetion of all project snort-term
tectniczl sssistance neads, the development of' suitable scopes
or weok for tiet assistance, anc reccuitment of comsultants.

Provide overzll supervision for all short-term consultants,
both Inoonesian and expatriate, employed by the Contractor.

Provide overzll financial management and contral of TA
operztions.
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Qualifications

In order to carry out these responsibilities this Consultant
(an Indonesian nationzl) should have a minimum of seven years
working experience in adminstrative, procucement ard fimancial
management in the Indonesian context. The consultant should
have at least a bachelors degree in busiress, fimance or
commercial law, or an s¢uiivalent degree or certification. An
vndexstarding of USAID administrative procedures and/or prior
experience with administrative management in the context of
logistical support for an expatriate technical team are highly
saught for this position. Indonesian language capability is
essential ard fluency in English is also required.

ITI. SHORT-TERM TECHNICAL ASSISTANCE

The MOF team will be augmented by substantial short-term expertise which
will be jointly furded by this project and the PRE Bureau Fimancial Markets
Project. The total level of short-term assistance for the project team is
estimated at 60 person months, of which it is anticipated that the PRE Bureau
will fimance 25 percent under huy-in arrangements. Short-termm assistance
articipated during the life of praject under this team is:

+ Deregulation of State-Owned Enterprises 24 person-months
+ Commodity Market Experts . 12 person-months
+ Stock/Bond Experts 12 person-mont'hs
+ Pensior/Insurance Experts § person-months
+ Regulatory/legal Experts 6 person-months

As noted in the individual long-term scopes of work, the MGF TA team
will be responsible for confiming the need for specific shori-taom
assistance, preparing the scopes of work for each expert, recruiting the
qualified-experts needed, mamaging the experts' work, and integrating results
of their services into the Fimancial Markets Project. It should be further
noted that, to the greatest extent possible, proposed short-temm experts in
the foregoing fields should be idermtified and approved as part of the contract
technical proposal ard bidcing process.

/
IV, THE TECHNICAL ASSISTANCE ToAM SCE-CONTRACTIR

In addition to the fcoegoinc MOF TA t==m memoeTs, an Icoresion
sub-contractor will also be sssociszted with the MGF team. That
sub-contractor's responsibilitiss will imclide the actual conduct arc
implementation of ali promcticrsl campaigns, weokshops and seriress o be held
in Irdonesia, ard its perfcmmance will be supsrvissd by that memdes o the PWU
team responsible for training ard promotions. Specific tasks for this
sub=contractor will include develaping TV, radio ard/or newspaps:s acdvertising
and promotional carpaigns sponsored by the GOI and the individuzl firencial
markets, and hardling publicity ard logistics for local workshops ard semirars.
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V. THE BANK INDONESIA TEAM

In addition to the consulting services provided by the MOF TA team and
its sub-contractor, there will be a Bank Indonesia (BI) team which will report
directly to Bank Indonesia and be responsible for all aspects of Bl's
development programs (as celineated in Section 1 above). This team vill be
competitively selected and hired uncdar a Host Country Contract. The team will
consist of one long-term advisor, the Senior Banking Expert, and short-term
assistance as noted below. The Senior Sanking Expert will report directly to
Bank Indonesia and be responsible for all aspects of BI's development programs
ii Eeéigeited in Section I above. His/her additional responsibilities are

sted below.

Senior Banking Expert

As noted above, this consultant will function as the direct counterpart
of the Bank Indoresia (BI). During the consiiltant's tenure with BI,
he/she will work under the guidance of senior Bank Indonesia offlcials
and review aspects of Bank operations which Bank Indonesia would like to
improve in areas concerning deregulation of Indonesian fimancial
markets, particularly in terms of money market operations. This
consultant's responsibilities are listed below.

1. Assist 8I in identifying major areas of operations that
warrant further analysis and assistance, advise BI on
appropriate steps to follow, and to the extent not possible,
outline the type, magnitude and potential source of assistance
that will allow those analysis to be performed.

2. Design and implement an annual project planning cycle which
formulates project workplans and budgets for the consultant's
project component.

3, Design procedures and assist BI in the implementation of those
procedures directed toward deregulation of financial markets.
These procedures are expected to impact directly on adjusting
the roles of the MOF, BAPEPAM, P.T. Danareksa, and Bank
-Indonesia (BI), to more effectively regulate and promote the
Indonesian capital market.

4 In conjunction with the specific training plans developed by
tne TA te=m's Training/Promction Manager, advise BI on human
resascts cevelopment plans widch shoulc be implemented in
tm==T to sizencthen the trmniczl fimancizl anc capltal
me—kets skills of BI st=ff.

5. FReview £I's policies governing commercial bank “expesure" and
relevant accounting, recorting, human and automated cata
processing needs.

6. Eased on the foregoing, develop systems and procedures for the
successful overall administration, planning, and coordination
of all aspects of the commercial bank reserve management
procedures, and to the extent applicable to projec
objectives, the impact of those reserves on BI foreign
exchange reserves,
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8.

9.

10.

11.

12,

13.

14,

15.

1s.

17.

ls.
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Advise Bl management on the appropriateness of current
monetary management procedures, including rediscount
procedures, open market procedures, etc., and those elements
of accounting and computerization supporting monetary
management. Special attention will) be paid to the extent or
computerization required as it relates to inter-bank
accounting and funds flow between 81 and participating members
of the banking system.

Through a comprehensive survey of needs for types of monetary
instruments which ~hould be brought into use, assist BI in the
development and issuance of bills and notes for trading in
Indonesian primary and secondary markets.

Based on BI's initial implementaticn plan, oversee the
development of a national credit file which will provide a
clearing house of information on the financial condition of
major customers of the Indonesian public and private banking
system. A detailed plan of this will be provided with the -
Request for Proposals (RFP).

Oversee the continued development and provide short-term
assistance for supervision of BI's long-term central accounts
and check clearing automation project. A detailed plan of
this will be provided with the RFP.

Supervise the design and implementation of- project-rezlated
studies, assessments, and demonstrations.

Provide overall financial management and control of operations
under his/her purview. -

Monitor the progress and pace of project cuomoonent
implementation.

Assist the USAID and BI in the design of the micd-term and

final project evaluationrs.

Function as liaison between BI and other PMU entities on all
technical, administrative, and financial matters related to
the project.

RAovise the MGF on techniczsl anc policy metiess rei=tec to the
=cject.

Prescare guzarterly reparts which review implementztion progress
on this nroject component, icentifying opesatiorsl or
adrinistrative problems, assessing the palicy envirorment
within which the project component is operating anc making
recommencations ‘to the MU and USAID regardinc management,
implementation, and palicy issues which require special
attention during the current fisczl year.

Prepare an annuzl report which reviews implementation progress
of this project comporent, identifying operational or

; Y
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administrative problems, assessing the policy environment
within which the project component is operating and making
recommendations to the PMU and USAID regarding management,
implementation, and policy issues which require special
attention in the upcoming fiscal year. Based on an
anticipated start-up date for the TA team of April 1, 1589,
the issues paper will be submitted at the end of March of each
year, beginning in March 1990, and its recommendations will be
considered in the project plunning cycle for the ensuing
"project year"™ beginning each April.

Qualifications

In order to carry out these responsibilities this Consultant
should have a minimum of 15 years of progressively responsible
working experience in central bank or large money center bank
operations, development and regulation, ideally also involving
both central bank money market operations and second tier
markets, either in the capacity of an external consultant to
those types of institutions or as an employee of a central
bank (preferably one of the Federal Reserve Banks in the US)
or a money market instruments dealer. At least five years'
experience as a senior manager with a central bank or money
center bank is required. Conceivably, a combination of
experience with the foregoing institutions could be
considered. The consultant should preferably have a doctorate
degree in business or economics, a legal degree or an
equivalent degree or certification. On-the-job experience may
be substituted for graduate level experience on a ratio of up
to three years hands-on experience for a maximum of two years
of graduzte schoal studies.

Relevant on-the-job experience should include hands-on use of
computer programs utilized for management decision making.
Prior experience working in a developing country and/or prior
experience with project management in the context of
regulatory reform are qualities highly sought after for this
-position. Indonesian language capability would be an
-advantage but is not required. Funds for language training
will be included in the contract.

This expert will 2iso meneze short-term technical assistance inputs for
8ank Indonesis —crity poocrmrs. hds short-terr assistance, to be providec
uncer the =1 ts=sm comtTect, is expected to totel zpproxdmately 60 person
morths over the life of the project, with PRE Bureau also providing 25 percent
of the cost of these short-term expests. The estimated brezkdown of
short-term tachniczl essistznce for Sank Indonesia is as follows:

» 4 Automztion/Dzta Telecommunications 30 person-months
+ Natiomal Crecit File 24 person-months
+ Money Marksts é person-months

Bank Indonesia training programs will be administered by the MOF team
Training Manager at the request of Bank Indonesia.

i
1



ANNEX E
TECHNICAL AND FINANCIAL ANALYSIS

This annex contains four parts: (1) a general definition of
financial markets, and discussions cf (2) the capital market, (3) Bank
indonesia and the money market, and (4) the commodities market.

1. DEFINITION OF FINANCIAL MARKETS

1.] THE MONEY MARKET

The money market, which provides short-term finmance, has no physical
marketplace per se. It consists of commercial, investment and merchant
banks, central banks, mutual funds, and dealers trading securities by
telephone and/or telex. The money market serves the needs of bulk users
of funds, such as governments, banks, pension funds, insurance companies
and other financial institutions which need to be able to invest or
borrow funds for a short term on a ccntinuous basis. The instruments
commonly traded in a money market are short-term government securities
such as bills and notes, government agency securities, time deposits,
certificates of deposit, commercial paper, banker's acceptances and
repurchase agreements.

1.2 THE CAPITAL MARKET

The capital market provides medium- and long-term finance, unlike
the money market wiiich provides short-term finance. Another difference
between the money and capital markets is that the capital market includes
equity fimance. The availability of equity finance is crucial for
economic growth. It is a necessary part of the financial foundation of
all businesses and is especially important for new ventures which face
uncertain cash flows.

To best understand the capital market, it is helpful to civide it
into the nonsecurities and securities segments.

The nonsecurities segment of the capital marke:, as its name
implies, includes transactiors which are naot eviaenved by negctiable
securities. In other words, the sectzities are not licuic cr freely
traded. The initial investcrs, ther=fcre, usually hold the securities
urntil their maturity, convession or recemrHon. Exarliss of suoh
trarsactions are loans, leases, mcrtgepes ard pertnesshiss. Fimancizd
institutions which usually pezticipates in the nonsecuritiss segment of
the capital market are commercial, mertgage and development banks,
insurance companies, pension funcs and lessing corpanies.

The securities segment of the capital market gemerally is longer
term than the nonsecurities segment, although both tenc to be longer term
than the money market. The primary cifference between these two segments

T~
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is that the debt and equity securities issued in the securities segment
are negotiable. The issuers of these securities want long-term finance
but the investors usual.y do not want to commit their funds for an
equally long term so they require that the securities be negotiable.
Thus, the issuers obtain long-term finance while the initial investors
can sell the securities to other investors whenever they want. Stocks
and bonds, which are traded easily in the secondary market, are examples
of such negotiable securities.

Investors in the securities segment of the capital market include
commercial and investment banks, securities brokers and dealers,
insurance companies, pension funds, trust departments, mutual funds and
individuals. It is usually the case that financial institutions will
invest in a developing capital market before individuals are willing to
do so. The trading of securities can occur in a fixed place, like a
stock exchange, or over telephones and computers, as is the case with
over-the-counter markets.

Two aspects of the securities segment of the capital market are
discussed here: the primary market and the secondary market.

New securities being sold for the first time are sold in the primary
market. Issuers receive funds from investors in exchange for
securities. Issuers can then invest these funds in capital assets or use
them for other purposes. The sale of these securities from issuers to
investors occurs through financial intermediaries such as investment,
commercial and merchant banks. These intermediaries are also responsible
for structuring the securities, advertising the sale, and making a market
in the securities in the seconcary market.

The secondary merket entails the trace of securities between
investors after the securities have been scld in the primary market. In
this case, the transfer of securities and funcs is between investors and
does not involve issuers. A liquid secondary market is necessary to
convince investors to buy securities in the primary market. Prices
prevailing in the seconcary market are used as a guideline for the price
at which issuers could sell accitional securities in the primary market.
Secondz—y market tredinc ususlly ocours among bookers and dealers acting
for themszlves ar on the behzlf of other invesirss.

The primesy and seconcesy meskess sre commlimentzry. The primery
maTket meecs the seconczry mecket to assuse investoss of iquidity anc
the seconcary merket neecs the primary merket to provide a supply of
securities,

1.3 THE COMMODITIES EXCHANGE

The cammodities exchange is an established and organized market,
like a stock exchange. Brokers and dealers trade contracts on the floor
of the exchange (not over telephonmes or computess) for themselves or
their customers. 7The contracts traded can be either physicals contracts
or futures contracts. In most commodity exchanges, futures contracts are
the predominate, if not only, type of contract traded.
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Physicals contracts are structured to reflect each individual
transaction. Buyers and sellers negotiate the specific provisions of the
contract, such as quantity, quality, price, date of delivery, place of
delivery and other matters. The contract is ultimately satisfied by
paying for and delivering the specified commodity in accordance with the
provisions of the contract.

Futures contracts are standardized contracts with only the price and
date of delivery being open to negotiation. The quantity, quality and
place of delivery is the same for all futures contracts of a specific
comnodity. Buyers or sellers usually do not satisfy futures contracts by
paying for or delivering the specifizd commodity, but by closing out
their position with the commodity exchange's clearinghouse. Closing out
a position requires that, before the maturity of a futures contract, the
buyer and seller trade another contract which is opposite to and cancels
the contract purchased previously. For example, an investor who has
bought a December rubber futures contract would close out his position by
selling an identical futures contract so that at the clearinghouse ids
two contracts cancel each other out. It is very rare to satisfy a
futures contract by trading the specified zommodity. :

Two types of investors trade futures contracts: hedgers and
speculators. Hedging is a protective procedure designed toc minimize
commodity marketing and processing losses that are due to adverse price
fluctuations. Hedging requires the purchase or sale of the necessary
futures contract that +ill, when combined with a physicals transaction
already made or about to be made for the same commodity, result in
of fsetting gains and losses as prices change over time. Hedgers seek to
avoid risking their capital.

Speculaters, on the other hand, voluntarily risk their capital with
the expectation of making a profit. Speculators attempt to buy when the
price is low and sell when the price is high. Since hedgers and
speculators take opposite sides of the market, both are needed for a
commodities exchange to operate.
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2. THE CAPITAL MARKET

The successful development of Indonesia's financial sector must take
into consideration the factors affecting the supply of and demand for
capital, as well as the efficiency of the capital market itself.
Efficiency incluces the prevailing political and economic conditions, the
regulatory and lecal envirorment, and the role of supporting agencies and
" institutionrs.

Therefcre, after trisfly describing the capital market in Indonesia,
this section anzlyzss: 1) the demand for capital (focusing on the bond
and equity markets anc the banking system), 2) the supply of capital
(focusing on insurance companies and pension funds), and 3) the
regulatory and tracing environment. (The commooities market is covereg
secarately in Secticn 4 of this Annex.) This section concludes with a
corsicerztion of the refcims necessary to promote further finmancizal
sector development.

The capital market brings together investors (sources of capital)
and users of funds (demand for capital). It is usually divided into the
securities and non-securities segments, both of which can be further
classified into debt and equity segments. Figure 1 depicts the
intersction of investors and wsers of funcds through the capital market
and the types of financial institutions and instruments commenly
utilized. It also illustraztes the interdependency of the elements of the
market. Funds flow from the sources (supply sice) of capital, through
financiel intermediaries into the various financial inmstruments available
in ths market (both ce=t amd equity) to the users of capital.
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Figure 2 shows Indonesia's current sources and uses of funds. This
bar graph clearly indicates the almost total dominance of debt financing
as a source of capital in Indonesia. The indicated size of private
equity investment, either national or foreign joint-venture, is
optimistic. The figures are based on BKPM (the state-owned investment
coordinating board) approvals over the last 20 years and not on actual
funos invested in private sector projects, which are difficult to
verify. However, recent Bank Indonesia statistics indicate that actual
private sector investment is only 43-60% of the approvals indicated in
Figure 2. Acjusting the private equity investment figures accordingly
only serves to further emphasize the overwhelming role of bank loans as -
the primary source of funags in Indonesia.

The Indormesian banking system is by far the most powerful driving
force in the financial sector, providing over S0X of all debt financing
and gathering almost 22% of total invested funds in the form of savings
deposits. The fragility ot this situation is apparent when one realizes
that there is virtually no contractual long-term lending. The majority
of bank loans mature in 60 days or less. Such a short-term financial
structure is highly vulnerable to fluctuations in interest rates and
funds availability.

Although the bond market expanded in early 1988, the total of all
furus raised in the securities sector of the capital market (both share
issues and bond sales) is only Rp. 1,184 billion, an almost insignificant
portion of all finmancings. Compared to demand, the supply of long-term
capital is severely limited. Most of the demand will have to be met
through increased activity in the securities sector of the capital
market, which must be further developed to mobilize capital resources
more efficiently and provide the long-term funas required for economic
development. R

2.1 DEMAND FOR CAPITAL

The demsnd for capital, particularly long-term capital to sustain
econonic crow.n, is quite strong in Indonesia. This demand is most
easily evidenced by the continuous increase in corporate bark debt whrich
recresents the primary source of funding in the economy. Additionzlly,
the statistiss provided by BKPM indicate that applications for exparsion
p=miss cy locz! companies are increasing. Public and private sector
erterrrises continually express their desire for easier access to
long-term czsitzl sources, particularly bank loans.

It hes been argued that capital has been provided on a de facto
long-tezm basis through the roll-over arrangement of short-term loans. A
rall-over arrangement, however, normally involves a considerable degree
of uncertainty. From the viewpoint of borrowers, it is not certain
whether banks are going to remew the loan. In addition, banks have a
greater negotiating edge with rall-over arrangements because they can
review the credit conditions of the borrowers at each renewal. Based on
their findings and judgment, banks often change the terms of loans, such
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as increasing interest rates. On the other hand, if long-term loans were
available, it would be much easier for entrepreneurs to undertake
long-term financial planning and determine long-term budgeting and
capital expansion requirements. To finance long-term investment
proiects, such as the expansion of plant or purchase cf machinery and
equipment, entrepreneurs must be able to formulate definite plans for
their financial projections. This justifies efforts to strengthen the
long-term supply of capital to meet such demand. _

\

Currently, foreign joint-venture companies are not allowed to borrow
on a long-term basis through the local banking sector because there is
concern that their domestic long-term borrowing activities would crowd
- out the allegedly small domestic capital market and because the
government prefers that they import money from abroad. This policy is
not valid from the viewpoint of either capital market development or
development of the private sector. The capital market, in this case a
long-term loan market, can develop only with a growing level of supply
and demand.

It is obvious that other sources of long-term capital must be
developed and new financial instruments must be introduced in the form of
securities or long-term debt obligations. These sources should include
corporate bonds, securitized asset obligations, commercial paper, shares
and domestic and foreign venture capital. It is also important that
underwriters, market makers, brokers and dealers be developed and that
investors in and issuers of securities be supported.

2.1.1 Bond Market

Despite the increzse in new bond issues during the first half of
1588, including a private sector corporate bond, the bond market in
Indonesia is not well developed nmor is it operating efficiently. 1In
fact, a strong argument can be made that until recently there was not a
market for these debt issues at all.

Between 1983 anc 1587, 16 separate bond issues were floated on the
Indonesian stock exchange. The bonds represented a cumulative nominal
valie (issue price) of Ro. 536 billion (approximately $319 million at
curTent exchangs ratss),. However, all 16 bonds were issued by only three
stats-owned ente—r—is= (P.7. Jesa Marga, Sapinao and P.T. Papan
Sejahtess), 211 the boncs were for five yeass, and virtually 100% of each
issue was salc cizestly to other goverrment agencies, primarily P.T.
Taspen (the govermment em-loyee pemsion func) and P.T. Danareksa (the
govermment ownec unit toust company). In adcition to the "managed
recycling” of these funcs through the goverrment system, the interest
rates paid on the boncs were artificially established and usually were
beiow preveiling interest rates paid on short-term bank depcsits. There
has been virtually nc secondary market trading in these bonds. Once socld
to Taspen or Danareksz, the bonds have been held until maturity, mainly
because these agencies were reluctant to recognize any loss upon sale.
Since the bonds were sold initially at par, such a loss was almost
certainly due to their uncompetitive coupon rate.

(Vv
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Indonesia does not appear to have many institutions or individual
investors seeking long-term investments. The main investors in bonds are
the pension funds and insurance companies. Only those institutions with
a long-term orientation to their investment portfalio can justify the low
yields on bonds when compared to short-term interest rates. Pension
funds and insurance companies can rationalize such an investment because
they need to mmatch assets with liabilities and secure a stable flow of
long-term income. For other investors who are less long-term orienteg,
the current coupon rates are not attractive because of the prevailing
high interest rates paic on bank deposits as well as the tax-free status
for interest income for these deposits. Pension funds, however, pay no
taxes so they are indifferent to the tax status of investment
alternatives.

The continued high interest rate environment in Indonesia, in effect
since the banking reforms of 1983, and a reduction in the government's
dominance of the bond market have created a situation in which bond
issuers have been forced to increase their coupon rate with each new
issue. Bond interest rates have increased steadily from a low of 15.5%,
paid semi-annually, to 18.5%, paid quarterly. Although these more
frequent interest payments increase the actual yield to the investor,
bonds are still not competitive with short-term deposit rates on an
after-tax basis. The government has addressed this issue by cranting
pension funds a tax exemption for bond income, but this does not solve
the underlying problem of pricing and realistic interest rates in the
economy. A more detailed discussion of the role of pension funds as a
source of capital is presented in Section 2.2.

Although the bond market will continue to face structural
difficulties in the near future, the prospects for the gradual
development of this market are quite positive. . The demand for bond
securities from pension funds, insurance companies, and the commercial

banks should increase as a result of intended legislation and through the
GOI's development actions. .

The basic strategy for developing the bond market should have two
components. One should be to increase the number and variety of debt
securities. The other should be to cultivate the market by stimulating
the supply of and demand for securities, providing potential bonc halders
with special incentives, or creating demand by establishing a mew prlicy
framewcrk.

Bonds issued by public enterprises should be flexible in their
structures and pricing. These organizations are in nesc of long-tsrm
capital, which they have to raise on their own because of the strained
conditions of the government budget. Because of the services they
render, many public corporations may be able to fing investors in their
securities more easily than private corporations. In addition, the
government's back-up for their activities should also make these bonds
attractive. These bonds could also be made eligible assets for banks and
financial institutions to meet their liquidity requirements.
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However, two major issues must be resclved before innovative public
sectoy bond issues can materialize. The first concern is the
identification of potential issuers and investiors and how to cultivale
such a market. Because capl market in onesia 1S s no
mature, issuing such bonds will require careful planning including an
assessment of the existing market, or perhaps even creating a new
market. There are two basic ways to develop the bond market. One is to
sell bonds to the immediate beneficiaries of the services provided by
these public enterprises. These bonds could be sold to help finance the
investment programs of public enterprises to increase their servicing

capacity. The following paragraphs give some examples of potential
issuers and investors.

Telephone Subscriber Bonds. These bonds are to be issued by the
public telephone company for new telephone subscribers (private
individuals or corporate institutions) as a condition for installation.
This method of raising funds has an advantage which is markedly different
from the palicy of raising telephone charges to increase the ;
self-financing capability of the issuing agency, Perumtel. Since
recovering construction costs by raising telephone service charges is a
prolonged process, it does not free the agency from raising the funds
immediately necessary for the construction. In contrast, issuing
subscriber bonds would substantially reduce the immediate fund raising
requirements and free the company from searching for financing or buyers
for bonds sold to the public at large.

Telephone subscriber bonds can be: 1) registered or bearer bonds;
2) interest-bearing or discount bonds; and 3) with serial and/or term
bonds. Capitalizing interest or issuing discount bonds would relieve the
issuer of the burden of servicing the debt during the early years when
construction expenditures are high and revenues low., Commercial banks
could act as trustee and receive payments from the subscribers and
validate authorizations for installation. They could also provide a
custodian service to their bond holders. The bonds should be listed at
the exchange to help encourage trading in the secondary markets. Such
trading would necessarily be at a discount from the purchase price
because seconcary market purchasers would not receive the benefit of a
telephone imstallztion.

Corstrucion toncs. Thess boncs coulc be issued to developers as a
concition for octzining & consttuction permit for commercial buildings in
metropolitan aress. A public bogy mey function as the finmancial manager
to issue such bones and distribute the proceeds to various public
authcrities whdch nesa long-tesrm funcs to finance their urban development
services., The goverrment, whether retional or local, invests substantial
amounts of money for developing the urtan infrastructure. Often,
however, developers z2long the major road network on which such services
are concentrated benefit the most from such improvements through an
increased reszle value of the property and higher rental incomes.
Theoreticzlly, the government should be able to recover the investment
cost through increased tax revenues, but this process takes time and
costs usually cannot be fully recovered.
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Housing Bonds. Housing financing institutions may be able to issue

bonds directly to prospective homeowners. Such bond holders could be
given access to home mortgage financing at preferential interest -rates
when they buy or construct houses. Bonds could be used as a part of the
down payment when purchasing or constructing houses. There are currently
two housing financing institutions: Bank Tabungan Negara (National
Savings Bank) and P.T. Papan Sejahtera. In order to increase the amount
of their bond issuves, it may be necessary to combine these two
institutions' bonds.

Public Service Bonds. Another type of bond which can be marketed
are bonds lIssued by institutions whose services are basic to the
livelihood of the people, although individual beneficiaries are often
gifficult to identify. A prime example is the bongs issued by P.T. Jasa
. Marga, the state-owned toll road authority. These bonds are backed by
the revenue generated by the toll roads constructed (although to date
they are not directly linked). This type of bond could also be issued by
the electric company or water supply company.

The services of these institutions are essential to basic human
needs and it is thus not appropriate to impose beneficiary-type bonds on
the ultimate users of their services (the majority of the users are from
the low- and lower-middle income group). Huwever, electricity and water
charges would provide the bond issuers with the basic cash flows to
service their debt, which would provide the required protection to

underwriters and investors in these bonds.

The second concern is the realistic pricing and selling of bonds.
Because of the prevailing high interest rates on deposits, it would be a

hardship for many issuing organizations to issue bonds at the market
price. For example, if the present tax policy were t> remain unchanged,
coupon rates competitive with one-year time deposi’ rates may have to be
as high as 30%. This may be higher than the cost which many potential
public and private sector issuers can bear.

Despite the government's determination on the tax privileges on
boncs, it may still be contended that exemptions on tax are justified for
the bonds discussed above. These bonds would finance public services
which cannct otherwise be financed by the budget. Their issuance not
only re=lisves some cf the burden on the treasury but also accelsrates the )
cavelogment of the domestic capital market, which in turn promotes the
salf-raliance of the economy. A variety of tax privileges could be
granted. Based on the nature of each public service, the degree and tyre
of tax exemptions or relief would vary.

Some bond issuers, particularly private sector corporations, may
still have to issue bonds at a price determined by the market. In order
to take advantage of a possible future decline in interest rates,
floating rate (variable interest rate) bonds may be considered. Floating
rate bonds, however, cannot be considered as a source of long-term
finance. It is necessary in this case to determine an appropriate base
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interest rate. A good candidate for such a base rate may be some average
of the one-year state bank CD rates. If a market for government
securities existed, a set spread above the equivalent government security
would be ideal. In the long run a well developed bond market with a
rating system to determine relative risk would be the optimal method for
allowing the market to determine the price or yield for each bond issue.
This in turn would require the development of a secondary market to allow
bonds to sell at a premium of discount from their issue price.

Since the deregulation package of reforms was announced last
December, there has been a significant increase in activity in the bond
market. In the first six months of 1988, six new issues have been sold
through the Jakarta exchange (see Table 1) and two more issues are being
prepared. The most positive aspect of these new issues is that they
include the first private sector corporate bonds and the first long-term
securities issued by a leasing company.

TABLE 1: BOND ISSUES/INDONESIA, JANUARY 1988 = JUNE 1988

’

Company Type Bond‘Amount Tenure Interest Rate
P.T. Jasa Marga I State-owned Rp. 75 bil. 8 years 17%
Toll Road
Authority
Bapintio I State-owned Rp. 60 bil. 5 years 17%

Development Bank

P.T. BBD=-IBJ Joint Venture Rp. 10 bil. 3 years 18%
Leasing Leasing Company
P.T. Astra Pzivate Sectoy Ps. 60 bil. 5 yeass 18.5%
Intesmetionz Hlcding Cama=ny
tcr Local Cor-
pocrate Growp
P.T. Uppinco Xint Venture Re. 25 bil. 5 years 17.75%
, Non=bank Finmancial
Institutions
Bapindo II State-owned Rp. 40 bil, 5 years 17.5%

Development Bank
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Also pending issue in the near future are bonds from P.T. Jasa Marga,

Tranche II for Rp. 35 billion and P.T. Papan Sejahtera, the state-owned
housing authority, for Rp. 50 billion.

Despite the positive increase in bond activity, these recent issues
have demonstrated the continuing constraints and weaknesses in the
Indonesian bond market. These bond sales were not totally successful in
their marketing efforts, primarily due to pricing and lack of broad-based
and active participation from the institutional investor market (pension
funds and insurance companies). The Jasa Marga I bond sold just 48% of
the total issue during the marketing period, and only a belated
commitment from Taspen to purchase the remaining Rp. 39 billion over time
(by November 1988) has saved the underwriters from holding the difference
in their portfolios. Likewise, the traditional overdependence on Taspen
and Danareksa to purchase the majority of each bond issue has allowed the
underwriters to avoid actively marketing these securities to a
diversified market. Since both P.T. Taspen and P.T. Danareksa have
declined to buy the bonds of either BBD-1BJ Leasing or P.T. Astra
International, the underwriters are still holding 80% and 30% of each
issue, respectively.

In conclusion there is considerable work to be done in the areas of
bond pricing, structure and marketing (including the education of the
fund managers of the various institutional investors) in order to develop
this market properly in the future. These are all issues to be addressed
undgr the Financial Markets Project through technical assistance and
training. )

2.1.2 Epuity Market

As discussed elsewhere in this annex, the Indonesian Stock Exchange
has been operating since 1977 and has evolved through a series of
reforms, tax plans and deregulation policies. The latest deregulation
package (December 1987) introduced a number of very positive changes
designed to ease the ability to list shares and encourage trading in the
seconczry market. This package also established the new Bursa Paralel
(parallel maiket), although to date no companies have listed through this
new exchangs.

Since e cerequlstion psckage, there has been increased activity on
the sxchange and the overall share price index (established in 1S€3) has
risen sicnificantly from 82.6 points at the end of 1987 to over 115
peints by mig-May (a 40% increase). The main causes of this increase
appezT to be the removal of the 4X caily price iimits, a general recovery
in cocoporsts performance by the listed companies, and the revised
palicises of P.T. Danareksa to sell shares held in its portfalio.

Despite this recent increase in activity, the Indonesian equity
market remzins structurally weak. The total number of companies listed
on the exchange grew slowly to 24 by 1583. However, there have been no
new listings since then. Additionally, many of the companies listed are
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joint venture firms with foreign partners. These firms originally listed
a percentage of their share, not to raise equity capital, but to divest
foreign ownership in order to comply with government regulations. As a
result, the total capitalization (value of share listings) is only 21% of
the total issued shares in these 24 companies. Not only is the supply of
securities minimal in terms of the number of companies, but the supply in
terms of total listed and tradeable shares (58,569,3115 is also weak.
Table 2 provides a schedule of the companies currently listed on the
exchange, the number of shares issued, the number of shares listed, and
tge share ownership of Danareksa, which holds over 50% of the traded
shares.

There are many factors behind the weakness and low activity level of
the Indonesian equity market. Aside from the cyclical conditions
currently prevailing in the economy, the causes of the severely
underdeveloped state of the market may be attributed primarily to an
insufficient supply of securities in the market. This in turn can be
attributed to various factors which work to depress the supply of and
demand for funds through the equity market.

In principle, the equity market works as any other commodity
market. Higher demand for securities will push up the price of
securities, which in turn stimulates the supply of more securities. The
market itself can be activated by producing more attractive securities
and supplying them to the market.

The present condition of the Indonesian equity market may have
originated partly from the lack of understanding of the nature of equity
capital by the general public and partially from the desire of the
government to protect the public from losses. One of the original goals

n the establishment of Danareksa was to offer a guaranteed return to its
certificate halders anc to intervere in the market to protect price
levels. Equity investors in Indonesia have been over=-protected and
deprived of the chance to make financial gains, which is the core of this
market's attractivenmess. 1In order for the market to supply the equity
capital that is essentizl to the development of the corporate sector, it
is crucial to.establish investors' umcerstanding of the fact that equity
caz-itel is risk cazital.

Eouity canite’ Gidimetely asc= T =“sks involvec in corperate
activities, thowever, beczuse of it, lence=s (notakly bankers and bond
holoess) can extenc fimencing., Ecuity is in this sense collateral cr
seciucity for receiving cett finan_inc Lencers should hesitate to make
lcars o ,'JL:"h-:SE bonzs if the debt/equit ty ~atio of the comgany is too
high. ty works as & cushion to protect cebt halders by absorbing
negetive sshocks when the economy sags anc company revenues shrink.

\
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Because of the risk nature of equity capital, the company can grow.
If there is no risk capital available to entrepreneurs, they cannot
initiate new business ventures which, although characteristically risky,
may yield high returns in the end. Withoui risk capital, venture capital
would not invest in potentially successful new companies and they in turn
would not be able to grow. The equity market accepts such risk capital
and provides entrepreneurs with it. A npew company or even an established
one which cannot secure enough risk capital internally should be able to
issue shares through the equity market and raise such funds. Through the
equity market these companies can grow. Growth momentum of private
enterprise is one of the leading sources of private sector growth, and
hence of growth in the economy.

Equity investors should also be well informed about market
characteristics. While there is a chance that equity capital will grow
and investors will realize capital gains, there is also a chance of -
suffering a loss on the investment because of declining business or
company failures. In this sense, equity investments offer a high
expected return and high risk. Denying the risk nature of equity
capital, however, is denying equity capital itself, hence denying the
base of the free enterprise system. Therefore, if private individual
investors with small finmancial resources are encouraged to invest in
equity, they have to be throughly educated about the nature of equity.

In Indonesia, private investors tend to regard equity investment as
similar to depositing money with banks. Hence, they demand high dividend
yields to compete with interest income from short-term bank deposits.
This attitude is due to a lack of understanding of the nature of equity
capital and the fact that excessive dividend payments may cause a
deterioration in the financial condition of the company, thereby
undermining their own investment. Additionally, under present conditions
and government regulations, the chances of making a capital gain on an
equity investment are limited.

Another structural constraint to the growth of the equity markets in
Indonesia is the argument often put forward by government authorities
(including officizls who manage the exchange operztions) that speculation
in the stock market is not desizatle, This phi_cscohy is based on the
dees concemn thet lntoreive speculative noves in egquity investment will
everturlly lesc to 2 s of the w-*k-., Jeanz::izing many small
investors. Sp= '1:;10n, by gefirdtion, is an act of taking business risk
in the hcpe of czin. hHence, investing in @ company with the hope that
the compzany will crow and rezlize high returms is consigered to be

speculating.

Even though there is ample evicence of a strong demand for equity
capital cor an eguivalent pctential supply of securities, the number of
companies listed on the stock exchange in Jakartz has remained constant
for the past four years. This phenomenon can be partially attributed to
the current pclicy impesed on the listed companies to pay high dividends
and the 1imited scope for capital gains on equity investment due to the
constraints placed on company growth,

l

¢
L
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Historically, several companies listed on the Indonesian stock
exchange have actually paid out dividends greater than their annual
earnings. In all cases, the dividend pay-out ratio has been excessive if
not actually suicidal. Table 3 lists the after tax earnings and dividend
payments made by the 24 traded companies in the last two years.

This excessive dividend policy has been adopted by many companies

E:imarily because of the attitude and demands of stock investors.
vestors consider the 18-20% interest paid on time deposits with tax

exempt privileges to be more attractive than the average 15% nominal
dividend return paid on stecks. This reflects the limited opportunities
to realize capital gains on investments in Indonesia. Companies maintain
this policy in order to keep their shares attractive and not to subject
themselves to w.warranted public criticism. This practice financially
burdens the companies and makes the listing of additional shares
uninteresting for them. The impact of this policy is to turn equity
capital into another form of debt.

This deterioration of corporate strength undermines the interest of
creditors and equity investors alike. A creditor's security interest in
the asset value of the company decreases since high dividend payout
ratios imply that equity holders make claims on assets on which the
creditors normally have a higher priority. High dividend payout ratios
may also reduce the interest of equity investors themselves, as it
reduces the shareholders' capital which is normally used for future
company expansion or saved as insurance against future possible losses.
This weakens the financial soundness of the company and reduces its
resilience against future adverse conditions. It also may deprive equity
investcrs of an opportunity to realize capital gains on their investment
since a company's capacity for expansion and growth decrease as its
retained earnings are reduced.

It is essential that there be a basic shift in corporate policy
regarding dividend payments. This must be combined with an equally
fundamental change in the "short-term, immediate return and high yielg"
philescphy of equity investors who must accept the risks of a long-term
market znc seek returns based primarily on a combination of capital gains
anc civicend payments, as opposed to just dividend payments.

Ancoes peics constraint which sffects the growth of an equity
market in Inccresia is the very limited scope for capital gaims. This
makss equity investment unattractive as a long-term investment and
increzses the cost of equity capital for companies which obtain long-term
funcs through such a market.

The potential for making capital gains is limited in Indonesia
primerily because of the restrictive regulations and licensing
requirements placed upon corporate expansion. Capital gains can be
realized mzinly when companies grow and prosper, and the growth of
companies is generally inseparable from the expansion of their.proouction
or service rendering capacity. Thus, the rules restraining expansion by
companies limit the scope of company growth. In order for the stock
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TABLE J: SCHFDULE OF DIVIDEND PAYMENTS,
COMPANY PROFILES, 1986 AND 1987 (IN MILLION RP.)

S e G P e == SER=EsS=EnmnsSERIsS==cSE e S S S e P P
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1 ) ' ] ] = ] " ] ]
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! PP. ASIRANST JIWA PANIN DUZIYIA} 907 ! 650 1 71.66%! 933 ! BOO ! B5,74%!! - ! 428.40 !
! PP, SART HUSADA | 1,907 | 098 3 62.33%! 1,621 ) 1,249 ' p2,12%!! 119.83 ! - !
! PT. PAN.UNION THSURAIKE ! 260 ! 226 ' 86.92%! 327 ! 226 Y 69, 01% - ! 137.70 !
! Pr. IIGHTS I (2,361)} 0 0.00%} (596) ! 0! 0.00%! ! - ' - '
! PP, PRIZI THDORESHA | 127 ! 216 ! 60.59%! 775 ) 156 ) 20.19%)) 117.90 !} - !
! Pr. DELPA DIAKARIA ! (821)! 0!  0.00%! 1,168 ! 0! 0.00%! ! - ! - !
S PT. NOTEL PRAPATAN ! (46) 0! 0.00%! 444 ! 0! 0.00%! ! -- ] -~ 1
}PE. JAKARTA INT'L, HOPEL | 4,268 ! 4,016 )  94.10%! 7,472 0 4,006 ' 53.75%!! 794.23 ) 1,025.88 !
! PT. PRODENTA | 338 ! 633 ) 1H7.69%! M0 ! 287 3 BAI%S S - f - 5
: : : : : ""':""‘ ""= “ ] ]
! AVERAGHK ! 3,056 ' 2,697 ! 88.25%! 4,820 ! 3,007 '} 62.39%!! - ! - !
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market to become truly attractive to both investors and equity issuers
and to function as an efficient marketplace for providing necessary
capital for private sector enterprises, there need to be improved
opportunities for companies to expand their capacity more freely.

It normally takes 30 days for a company to obtain a license for
listing on the stock exchange, from the date of submission of a letter of
intent to Bapepam (the Capital Market Executive Agency which acts as
market regulator as well as operator). This is a pesitive improvement
from the previous 90 day timeframe in effect before the 1587 reforms.

However, the company is also required to obtain approvals from
various government offices such as the Ministry of Justice, the Director
General of Taxes, and the Investment Coordinating Board (BKPM) before
Bapepam can start the review process. This pre-Bapepam procedure
normally takes another three months. In addition, companies usually have
to have their assets reevaluated by appraisers before they submit the
application forms. This could add another two months to the entire
process and significantly increase pre-issue costs.

Approval by Bapepam includes a review of the issuing price, reports
by the company appraisers and an analysis of the "future prospects" of
the company. Bapepam not only reviews the documents submitted, but often
makes estimations and appraisals itself. This practice reflects the
underdeveloped stage of the securities industry and the workings of an
established government bureaucracy. These activities are best left to
the underwriters, appraisers, and auditors. Bapepam should limit itself
to the review of the submitted prospectus, acting as a regulatory agency
for the exchange only, and allow the marketplace to determine the actual
value and attractiveness of a particular issue.

BKPM's review of a company's expansion program should be
substantially shortened or removed altogether. 1In particular, company
expansion is one of the most important reasons why many companies decide
to list their ¢hares on the exchange. This is also a major reason for
capital gains on equity. Hence, if companies can grow more freely or if
a liberal expansion palicy is adopted, it would stimulate the.supply of
securities to the market. The value of equity cacital in the' mackest is
highly related to the strength and growth potential of a company. A
conrcany may regard it as desirable to raise the necessary funcs foo
exgzarsion through equity capital, if it can freely exgang its capacity.
Fusthermore, growing companies are more attractive to egquity investcos;
hence, they create an increased demand far equity investment. In this
Teczrd, the government should consider further dereculation of the
investment licensing system.

Last, the equity market is suffering due to the attitudes within the
Indonesian business community itself. These attituces reflect reactions
to various economic restrictions as well as traditional business
practices. Many potential investors with sizable investihle funcs
consider investing in equity capital as less attractive than utilizing
the funds for their own businesses, particularly in the trade or real
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estate sectors. It is not unusual for small-scale businesses in these
sectors to realize a return as high as 30-40% a year. For many
investors, to invest funds in undertakings which are normally closely
guarded among a family-controlled group gives better security, stronger
control, and higher returns than investing in equity stocks. Many such
owners consider going public to be a nuisance because going public
requires public disclosure of their financial condition and would open
their tax liability to additional scrutiny. This attitude seems to be
widespread even among the large, established enterprise owners. It will
require substantial effort on the part of the government to educate and

convince these entrepreneurs that there is an advantage to raising equity
on the capital market. The FMP's support for promotional campaigns will
be directed specifically at this need.

2,1.3 Financial Sector/Lending Market

The primary institutions invalved in the financial sector are the
five state-owned commercial banks, private commercial banks, state
development banks (primarily Bapindo), savings banks, the 14 non-bank
financial institutions, leasing companies, and Bank Indonesia. The
éi?ging Eonditions and funding sources for each of these institutions are

erent.

Indoresia's financial sector has been characterized by government
led development policy since the beginning of the "New Order" government,
and the massive infusion of foreign exchange created by oil sector
revenues during the 1970s. In practice, the existence of this
substantial oil surplus literally deprived the financial sector of any
real incentive to strengthen the domestic capital market.

Bank Indonesia dominates the entire finmancial system. The central
bank not only implements monetary policy but also extends credit tc the
various economic sectors directly and indirectly. The sources of funds
are derived from government deposits, which are basically the public
sector surplus created by oil export reverwes. The total assets of Bank
Indonesia accounted for almost 40% of the sector's total assets in 1987.

The five state comerical banks and Bapindo have also played a
dominant rale in this sector. The assets of these six banks accounted
for 43% of the financizl sector's total assets in 1567. When only
teposit taking banks are considered, they accounted for 71X of to=2
assets, 66X of total deposits, and 72X of total lendings in 15§&7.

Long-term credit is a small part of total credit and is concertrated
in the state banks. Except for oil surplus funds, there have been no
significant sources of long-term funds in Indunesia. Hence, the
long-term loans have been almost exclusively extended by the state
commerical banks which utilized the Bank Indonesia refinancing facility
or liquidiy credits. Bapindo, which has access to foreign exchange loans
from multi-national and bilateral sources, alio extencs some term
financings. National private banks can extend long-term locans utilizing
government sponsored investment credits from fhe small-scale industries



E-20

(KIK) program. In addition, since January 1584, national private banks
have been allowed to extend credits with maturities over ore year.

However, they still are not active in long-term lending activities in any
significant way.

The rale of non-bank financial institutions has been quite small
despite the government's original intention to cdevelop them. Their
development has been neglected primarily due to the ready availability of
oil surplus funds in the economy, and they have not been given the
opportunity nor been required to function as genuinely long-term
financing institutions. They also suffer from a lack of long-term
funding sources.

The financial market in Indonesia lacks a truly developed money
market. The interbank call and deposit markets have been active
recently, but transactions are all direct transactions between banks.
There are no specialized money market dealers or discount houses. This
severely impedes the smooth development of a secondary market.

Table 4 lists the 1987 asset base and market share of the financial
institutions in Indonesia.

TABLE 4: ASSETS OF FINANCIAL INSTITUTIONS, AS OF 3/3/1587

Institutions Assets Share
(Rp Trillion) (Percent)
(1) Central Bank ~ 28.6 38.4
(2) Commercial Banks: ' | 40.2 :
State Commercial Banks 29,5 55.6
Private National Commercial Banks 8.1
Foreign Banks/Joint Ventures 2.6
(3) Development Eanks: 1.2 1.8
State Develpopment Banks .86
Local & F=ivaie Development Sanks o34
(4) Savings Baniks: «73 .-
State Savings Sznks .68 :
Private Savings Banks 05
(5) Non bank Fimancizl Institutinms: 1.72 o2
, Development Financial Institutions .60
Investment Financial Institutions 1.12
(6) Leasing Companies 52 1.2

Total: 73.37 98.1

Source: Bank Iﬁdonesia Fimancial Statistics.

L
’
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Table 5 indicates the percent of the total assets loans and funds by

type of bank. As can be readily seen, the five state commercial banks
dominate the banking sector.

TABLE 5: ASSETS, LOANS AND FUNDS BY TYPE OF BANK, AS OF MARCH 1587

Type of Bank Assets Loans Funds
X % 3

State Banks 71.3 n.7 66.0

National Private Banks 19.5 21.0 22.8

Local Development Banks 3.0 2.8 2.9

Foreign Banks : 6.2 4.4 8.3
Total 100 100 ' 100

’

State-Owned Commercial Banks. The sources of funds for the state
banks are mainly demand deposits, time deposits, liquidity credits and
long-term investment funds from Bank Indonesia. Demand deposits comprise
35-65% of the total deposits at state banks. When customers meet certain
minimum balance requirements, the banks pay about 6% interest on demand
deposits. Time deposit maturities range from one to 24 months. Since
the deregulation of interest rates in 1983, the state banks have
increasec the interest rates paid on their time deposits substantially,
to 18-19% per annum from the previous level of 5%. As a result, time
deposits with state commercial banks have grown rapidly since June 1583.
The outstanding amount at the end of 1986 was Rp. 6,574 billion. These
banks also issue certificates of deposit (CD). In theory, they are
negotiable, but cue to the lack of established trading of negotiable
securities, there is virtually no secondary market. The state commercial
banks used to depend on Bank Indonesia's refinancing facility as a major
source of funcs. Since June 1S3, the outstanding amount of the
liquidity crecits from the central bank has not increased substantially.
However, it still represented nea=ly 3CX of the total funds for these
banks as of ye=r end 1SE£,

The stzte commercizl banks have the larpest demand and time deposit
bases. Howaver, if they are resquired to finance long-term corporate
investmernt activities, either trmough extending long-term loans or
investing in boncs, they will have tp strengthen their long-term
,funding. Their long-term funcing strategy will have to meet the
following regquirements: First, it should attempt to shift present
depcsitors towards longer-term maturities, and to cultivate new private
individuzl and institutional depcsitors. Second, in order to make
long-temm savings attractive to many savers, the savings instrument
should have a fairly high degree of liquidity like (e.g., negotiable
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CDs). Third, the savings instrument should resemble a bond, such as a

float{.ng rate note, that is easily understood and can be traded in the
market.

Currently, a substantial proportion of commercial bank deposits is
in demand deposits, on which banks pay 6-8% interest if certain
conditions, such as the maintenance of a minimum balance, are met. If
these low-cost funds are mixed with funds from other sources, such as
time deposits, the overall cost of funds from deposit-taking operations
will be much lower than the direct time deposit costs. The state banks'
dependency on demand deposits is particularly high, as shown Table 6.

TABLE 6: SHARE OF DEMAND DEPOSITS IN TOTAL DEPOSITS,
2

Demand Time, Savings Total
Deposits and CO Deposits
X X X
State Banks 48.6 51.4 © 100.0
Private Banks 36.8 T 63.2 : 100.0

Source: Bank Indonesia.

The resource base of these banks in terms of either total assets or
deposit base is quite substantial. .In 1587, they accounted for 71% of
the total assets of the financial sector, and 66X of the total deposits
of the deposit-taking banks. They can often meet the capital
requirements of large scale investment projects by themselves. Their
size alone should act as insurance against various macroeconomic,
financial, and business risks to which their loans are exposed. Their
size also allows them to maobilire a large amount of funds at a much lower
cost than smallss banks, meinly because they enjoy economies of scale.
This is prige~ily cue to the fact that administrative costs per unit of
funds motilizes gacline a5 the size of the bank increases, even though
the actuzl cost of funcs mey r=mein the same.

Despitea their comimant strength and size within the financial
sector, the state banks continue to lend mest of their funcs on a
stort-term basis and only extend term credit to other state enterprises
when funded directly for that purpose by Bank Indonesia. The World Bank
repcrts that lesss than 40X of the credits extended by the financial
system have an original maturity beyond 12 months. There is a genuine
concern by the management of these banks against extending term credit
since their depcsit base is so heavily weighted towards the short term.
This base must be shifted, particularly if, as is the announced palicy,
there is to be less dependence upon Bank Indonesia liquidity credits.

¥
¢
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while there is genuine concern with regard to the management of
sources and uses of funds in the banking sector, it is worth recalling
that commercial banks in other countries extend long-term loans, even
though their funding base remains short term. Protection against
possible shortfalls in funding or adverse changes in interest rates when
this kind of term mismatching exists is normally provided through: 1) a
large resource base of individual banks, and careful management of their
assets and liabilities; 2) an efficient interbank money market; and 3) a
facility through which the central bank acts as a lender of last resort.
Because of these large banks' resource base, it should be possible to
establish such a structure if asset and liability management are
carefully and adequately undertaken. o o

Private Commercial Banks. Of Indonesia's 65 national private
commercial banks, 10 are permitted to trade in foreign exchange and are
classified as national private foreign exchange banks. Most of the
others are small local banks which act as captive financial companies for
their sharehalder groups. ~ The sources and uses of private commercial
bank funds are essentially the same as those of the state banks.
Borrowings from the central bank are available to the private banks, but
because of the cumbersome procedures involved, they are not utilized as
widely. Their landing activities concentrate on short-term loans
(usually to related companies) with one to six month maturities.

Eleven foreign banks operate branches in Jakarta. In addition,
there is one joint venture bank, which was given a license to operate
before 1560. (At the end of 1960, the GOI decided to invite foreign
banks to operate in Indonesia in order to promote the general policy of
opening the country to foreign investment, to promote the inflow of
foreign capital, and to benefit from the technological transfer of modern
banking practices.) No new permits, however, have been granted since
1570. In order not to impede the development of the domestic banking
sector, foreign banks are allowed to operate only within certain
parameters. They can open only one main branch office and one sub-branch
of fice within Jakarta. While their business activities are limited to
inside 3akarta, they can extend loans outside Jakarta if done jointly
with comestic banks. Their major activities are extending working
capitzl cedits, mestly to foreign joint venture companies. They must
alsc octzin a pemmit fzam Sank Indonesia befare extending investment
crecirts for a pesioc of longer than one year.

State Develoomert Banks. Ther= is one state development bank
(Eapinoc.), 27 regiomal cevaiopment banks, and one private development
bank. Al but Bapindo are quite small. Bapindo borrows from Bank
Ingonesia, the government, and multilateral and bilateral foreign sources
(ses Table 7). Its depcsit base is actually quite small. Bapindo's
total outstanding borrowings were Rp. 725.1 billion at the end of 1986.
Bapindo extends long-term investment loans, working capital loans,
government sponsored small-scale industry investment and working capital
loans (KIK and KMKP), and equity participation.
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TABLE 7: BAPINDO—SOURCE OF FUNDS, 1984 - 1986
(Rp. ballion)

1385 1586
Capital and Retained Earnings 190.9 ‘ 269.9
Long-term Borrowings 663.5 725.1
Bank Indonesia 535.6 593.3
Other State Banks 10.1 9.2
Government 71 13,2
Foreign 117.1 109.4
Demand and Time Deposits 162.7 234.4
Total 1,017.1 1,229.4

Source: BAPINDO, Annual Report 1986.

Savings Banks. There is one national savings bank (Bank Tabungan
Negara, BT}%; and two small private savings banks. They collect small

deposits from private individuals, mostly in the form of Tabanas/Taska, a
vernment sponsored savings scheme. BTN accounts for about 10% of the
otal Tabanas/Taska accounts, the total outstanding amount of which was
Rp. 1,286 billion at the end of 1586. These funds are utilized mostly to
finance low-income housing. However, because such savings are limited in
amount and cannot meet the necessary housing financing requirements, the
government (through Bank Indonesia) provides most of the funds. The
outstanding amount of BTN housing finance in March 1987 was Rp. 1,351
billion, extended to both private individuals and public developers.

Non-bank Financial Institutioms (NBFIs). The 14 NBFIs operating in
Indonesia were farmea in 1573-1574 to act as intermediaries for long-term
funcs. However, due to various constrzints, they are not working as was
expected. 'Their activities are outsice the realm of the banking law and
none of them === azllowad to take omprsits, '

Ne-is azxe classifisg inmto two typ=s: c=valopment-type financial
irstitutions anc investment-type fimancizl institutions. Development
finance companies are to provide long-t=rm lcans and equity finance,
Investment finsnce companies are to function as investment banks cr
seanxities companies., A 1983 Ministry of Finance decree stated that
commercial banks can also underwrite and deal in securities. Hence,
investment finance companies compete with the commercial banks which have
a stronger resource base and a wider branch network.

There are three development-type financial institutions operating in
Indonesia, P.T. Private Development Finance Company (PDFCI), P.T.
Indonesia Development Finance Company (IDFC), and P.T. Bahana, POFCI and
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IDFC provide mainly long-term loans to public sector enterprises. Bank
Indonesia is a share owner in both institutions. Their source of funds
consists mainly of borrowings from banks and other N8FIs on a short-term
basis, and from Bank Indonesia, foreign partners, and international
lending agencies on a long-term basis. The majority of their loans are
medium- to long-term loans with maturities ranging from three to seven
years. P.T. Bahana is a venture capital fipance instituticn owned by the
government and Bank Indonesia. It was formed in 1573 to provide equity
and loan finance together with management assistance Yor small private
enterprises so that they can become creditworthy enough for commercial
bank borrowings. .

The nine investment-type financial institutions were established in
1973-74 to provide long-term funding. Bank Indonesia has an equity
participation in one of them and the five state commercial banks are
Joint venture partners in the others. Most of them are joint venture
companies between Indonesian partners and various foreign merchant or
investment banks. They are allowed to conduct business in securities
trading and act as financial intermediaries. Their main areas of
business are supposed to be: underwriting bond and equity issues;
dealing in securities and commercial paper; acting as a trustee;
providing short- and long-term debt finance; and providing equity
finance. In practice, however, the NBFIs have concentrated their
activities in trading short-term promissory notes among their customers,
thus providing both a source and a use of funds. There is no secondary
market trading of this paper. These institutions deal mostly within the
interbank and call money market, with only an occasional transaction as a
bond underwriter or trustee.

Over the years these institutions, which should be ome of the main
engines for capital market development, have in fact moved away.from this
role for two reasons. First, their base of funding has remained very
short term which compromises their ability to invest in long-term
assets. Second, they tend to cite the lack of development of the capital
market itself as a reason not to be involved in what appears to be a
risky and merginally profitable area of business. Nonetheless, the NSFls
remain an important element for future capital market development and as
Such shoulc eceive azssistance to become risk takers and underwriters.

lessinc Comsaniss, The ls=sing business in Indonesia started in
1574 =x¢ nes grown ve=y Tamirdly since the banking deregulations of 1963.
Curremtly, €3 leasing companiss operate in Indonesia, of which 35 are
joint ventice companies, ore is a state-owned company, and 47 are
domestic companies. They ate= to provide financial leases mostly for
industrisl mechinery, corstruction machinery, automobiles, and office
equipment. It is estimated that the outstanding lease contracts totalled
some Rp. 520 tillion as of year end 1987. These companies depend on
borrowings from banks and foreign sources to finance their leasing
activities. The industry is dominated by 10 to 12 large companies whose
predominant source of business has been the state enterprises,
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particularly the oil industry. However, the growth of the leasing

business itself is a positive indicator of the strong demand for capital
in Indonesia.

Bank Indonesia. Bank Indonesia is the central bank of Indonesia,
whose legal entity is based on the Central Bank Act of 1966. Bank
Indonesia also 1) extends credits to banks, which are known as liquidity
credits, and direct credits to state enterprises and 2) controls the
banking system, through its foreign exchange and discount windows, as
well as the liquidity of the banks themselves, through statutory reserve
requirements. The role of Bank Indonesia and the me~hanics of the money
market are an integral part of the Indonesian financial sector; a more
detailed analysis of them is presented in Section 3 of this Annex.

2.2 SUPPLY OF CAPITAL

The supply of capital to meet short-term demand is sufficient. The
primary problem is accessing the supply of long-term capitel from pension
funds, insurance companies and savings accounts. The ability of any
financial system to provide an adequate supply of capital is dependent
upon the alternative uses for these monies. In Indonesia, several basic
factors cause capital to avoid the long-term market.

High present interest rates hurt the bond and equity markets and
inhibit corporate capital investment. Many people in the business circle
argue for lower interest rates. This, however, is not an easy solution
for Indonesia under present circumstances. Indonesia is a capital
deficient country, and the present high interest rates reflect the fear
of capital flight, the current account deficit, the inflation rate, and a
pervasive fear of currency devaluation.

The supply of funds for the capital market is also negatively
affected by the unequal tax treatment for securities investments.
Interest income earned on bank deposits is currently tax free through an
exception in the tax law granted by the Ministry of Finance. Dividend
income, capital gains and interest on boncs are fully taxable at up to a
maximum of 35%. It is besic to the future of camital market development
that thess two disincentives be adcressec by the authorities and
cooTective measures taken.

From the pesition of the bong and stock marksts today, Table &
provides some incicstion cf the sources (supply sice) of investment funcs.

v\
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TABLE 8: MARKET POSITION, 30 JUNE 1988

(Rp. billions)

Supply of Capital Bond X Stock 4
Invested Market of Total Market of Total
Rp. Rp.

P.T. Danareksa - 225.9 22 80.1 8

State-owned Pension 749.7 73 47.1 30

and Insurance Funds

Other Institutional 41.1 4 23.5 15

Investors :

Individuals : 10.2 1l 6.3 4
Total: 1,027 100 157 100

The rale of Danareksa is analyzed in detail Section 5 of this

Annex. The other two readily identifiable sources of capital in
Indonesia are the various pension funes and insurance companies.

2.2.1 Insurance Companies

Three distinct types of insurance companies operate in Indonesia:
1life insurance companies, indemnity insurance companies, and social
insurance companies which include the social security and govermment
worker welfare systams. Reinsurance companies also operate in
Indonesia. The lztest cza for the financizl position of these companies
(as a growp) are presented in Tahle S,



E-28

TABLE 9: FINANCIAL CONDITION OF INDONESIAN INSLRANCE COMPANIES
Rp. billion)

1585 1586
(a) Non-life Insurance & Reinsurance Companies
Current Assets 230,316 256.802
Investments 343,395 351.751
Statutory and other deposits 293.223 351.518
Other investments : 50.172 40,273
Fixed Assets 35.231 35.967
Other Assets 85.382 63.612
Liabilities A 497.111 471.190
Current liabilities 285.971 232.251
Technical reserves ) 200,519 237.882
Capital 251.114 298.404
(b) Life Insurance Companies '
Current Assets . 84.804 91.526
Investment 278.918 413,054
Bonds ’ 12.744 28.013
Shares 32.62 38.042
Real estate 6.931 5.529
Deposits 142.312 226.425
Policy loan 60.583 84,399
Mortgage 23,227 30.646
Fixed Asvets 44,885 61.855
Liabilities 379.635 536.320
Technical Reserve and Capital 352.224 500.286
(c) Social Insurance Companies 1/
Current Assets : 47.642 64,963
Fixed Assets ! 24.6803 €2.032
Investment Funcs SEE.L35 1.207.579

Sowzce : Ministry of Finance

1/ Includes : PT. TASPEN,
PERWM ASTEK,

PERWM  ASASRI, and

PT. AK. JASA RAHARJA.
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Of the 108 insurance companies operating in Indonesia, 77 provide
indemnity insurance, 23 provide life insurance, five provide social
insurance, and three are reinsurance companies. As can be seen in Table
9, the funds mobilized by these companies are primarily invested in bank
osposits. About 90% of the investable funds of risk insurance companies
ale placed in deposits and only 10% are classified as other investments,
which includes shares and bonds. In fact, this figure has actually
declined from 1985 levels. The life insurance companies report 7% and
9.% of their total investments in bonds and shares, ‘respectively, while
55% are placed in bank deposits.

Of the five social insurance companies, the predominant ones are for
army veterans and government employees. Taspen holds the largest
percentage of these funds as a workers' compensation fund and separately
manages the government employees' pension fund. A detailed schedule of
the actual investments of these funds is not available.  Data from both
Taspen and Astek, however, indicate that total investable funds from
these two companies alone exceed Rp. 1.2 trillion and that less than 10%
of this total is invested in capital market instruments, mostly bonds.
Both companies have publicly stated that their investment philosophy is
to place most of their funds in state bank deposits for "maximum safety
guaranteed by the Central Bank with tax exempt monthly interest." It is
estimated that as of year end 1987, A-tek and Taspen (insurance scheme
only) had invested approximately Rp. 113 billion in either shares,
Danareksa certificates or bond issues.

Considerable educational effort will be necessary to alter this
investment profile and to train the financial managers of these companies
in proper investment procedures as regards matching their long-term
liabilities with long-term assets. Obvious structural changes will also
need to be implemented to sway insurance funds away -from high-yielding. ... ... ...
bank deposits.

2.2.2 Pension Funds

Well over 300 privately established pension funds are operating in
Indonesia. Additionzlly, mcst public enterprises have created subsidiary
companies gr associations (vavasan) which marage sizeable pension
portfolics, adding ancther TS to 20 funcs o the total. These pension
funds s== cuorently urmeoiated (a3 persion func law has bean uncer
gggg}ﬁeratinn fcr over tes yssTs) arc reiiatle gata are cifficult to

R Ministry of Firance survey provioes a sample profile. Mot ,
inclucing Taspen, which manages the goverrment amployees' pension fund,
43 of the larger funds reported total investment funds of Rp. 1,091
billion as of 31 December 1586. Extrapalating from these figures and
considering the growth during 1587, it is estimated that total investable
funds in private and public pension funcs could be as high as Rp. 4,500
billion. Taspen reports it managed Rp. 2,158 billion as of 31 December
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15987, or 45% of the estimated total. There is a danger of doubl‘e

counting, however, as part of Taspen's portfalio is also considered in
the figures for social insurance companies.

Taspen was established in 1963 to provide pension funds, labor
insurance (workmen's compensation) and a provident fund for civil
servants. The company collects slightly more than 8% of the monthly
salary of over 3.6 million civil servants in Indonesia. Workmen's
compensation participants now total approximately 160,000 employees of
state enterprises. Far year end 1587, P.T. Taspen reported the following
pension fund investment figures:

Amount X of Total
Bank Deposits . 1,327 60.4
Bonds ' 511 23.3
Sharss and Danareksa Certificates 299 13.6
Bank Indonesia SBI 56 2.5
Real Estate o 5 0.2
Total (Rp. billion) Rp. 2,198 100%

2 ——+ f——

Tables 10, 11 and 12 profile the 43 funds for which the Ministry of
Finance has provided data on both a combined and an individual basis.

TABLE 10: SAMPLE OF 43 PENSION FINDS: COMBINED
= I98¢ FINARCIAL PROFLILE
(Rp. billion)

Amount X of Total
Time Deposits ' 731,071 6E.8
Shares 73,962 £.E
Bonds &,055 £.3
Real Estate 111,624 o3
Promissory Not=s 5,257 C.5
Other Equities 80,095 7.3
Total Investment Funds 1,051,038 10C%

It mst be emphasized that the figures presented in Table 10, when
combined with reported amounts from Taspen, are estimates. However, the
investment profile is considered correct for the entire industry.

4
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TABLE 11: INDONESIAN PENSION FUND ASSETS (RP. 000)
DECEMBER 31, 1986
PENSION FUND FIXED ASSETS CURRENT ASSETS INVESTMENT OTHERS TOTAL
FUNDS

YOP. Bank Indonesla v - 20.738.880 81.793.032 - 102.531.912
YOP. & Sokongan DNI'46 8.163.516 74.502.330 216.179.085 65,387 .459 364,232,390
YOP, Danar Dana [MI'4d 17.783 14.865 498,450 144,067 675.165
Yayasan Jaminan Sosial Karyawan BAPINDO - 16.793 19.879,593 - 19.896.3086
Yayasan Dark Rakyat Iixknmsla 25,137 4.210.879 131.526.216 - 135,762,232
YOP. Bank Ekspor Impor lndunesia 182 2,262,753 109.440.353 1.916.893 113,620,181
YDP. Bank Tabungan Negara 13.520.246 289.477 . 36,152,480 - 49,962.103
YOP, & KP. Bank Buni Naya i 5.110.649 16.297.661 29.712.548 - 51.120.858
YOP. BPD., Jateng - 13.230 95.318 738.062 - 846.610
YDP, BPD, Jatim 955 221,192 1.185.283 . - 1.407,430
YDOP., BPD. Sumut 212.133 1.470 179.144 - 392.747
YD, MAI Bank Pasar Sari Attha - 7 166.510 - - 166,517
YOP., B Sumbar - 425,600 1.057.384 - 1.482.984
YOP, PT. Bank Naslomal - 61.264 162.660 2.104 226.048
YDP. PT. Asuramsl Jasa liddoimsia 170.150 2.770.926 12.303.105 - 15,244,181
YOP. PT, Punk Sriwl jaya . 1,014,313 781.962 42,549,098 - 44,345,373
YOP. PT. Tambang Tlmnll 1.257.340 - 7.376.257 32.744.421 429,317 41,.807.335
Yayasan KessJjahteraan Parsero Taspen 921 1.865.276 5.114.606 54,312 7.035.115
YIP. PN. Blabd( - 61.6}3 1-230.299 - 10291.932
YOP. Pertamlna (Yalktapena) 2.377.792 10.072.798 189.142.754 63.040 201,656,384
YDP. Krakatay Steel 52.151 2.866.019 21.207.255 - 24,125.A425
YOP. Semen Gresfk A.474 430,053 10.594 .944 - 11.035.501
YDi’. PT. Asuransi Jayasrayq 1.042 55.032 1.069.037 - 1.125.111
YOP. Perum Astsk 6.566 12,297 6.356.517 4.074.270 10.449.650
YO, 1Intirub - 5.603 2.005.000 - 2,010.603
YOP. Perurd 2,163,941 493,736 16.520,212 1.553.650 20.731.539
YOP. PT. Semon Padanyg 62.320 23.305 7.560.142 - 7.654,857
YOP. Elrusa - 209.902 2.623.948 - 2.808.950
YDi?. Pertafiniki - $2.703 111.945 - 164.738
YOP. Roche Indonesla - 15.433 122.500 - 137.933

CNRY OVER 34,177.801 175.983.060 1.058.754.936 73.639.157 1.348.554.083

.
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TABLE 11 (continued)

- 2 -
PENSION FUND FIXED ASETS  CURRENT ASSETS INVESTMENT OTHERS TOTAL
FUNDS
CARRY OVER 34.177.801 175.983.060 1.058.754.936 73.639.157 1,348.554,083
YOP, Buruh Perlndustttan Gula/Karung Goni 26.516 587.037 16.222.086 - 16.835.636
YOP. Dharmayasa Bum|putera 873.261 106.150 4.762.308 - 5.7A1,719
YOP. Kintaraga 9.166 154.830 6.116.058 - 6.280.054
YDP. Asuransl Papin - 6.794 385.016 - 391.810
YDP. Pegawal Rumah Sakit Carolus 3.813 9.381 917.096 - 930.290
YOP. Panca Sari Purna 1.119.035 63.066 2.067.081 - 3.249,182
YOP, PETAA 478 3.888 433,336 286.333 724,035
YOP, Yadapen " 23,136,351 28.991 962.514 - 24,127,856
YOP. Aseam - - 53 418.490 - 418,543
- TaT1T AL ) 59,346,420 176.943.259 1.091.038.941 73.925.490  1.401.254.110
Doc. 80O
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TADLE 121 BREAKDOWN OF INDONESIAN PENSION FUND INVESTMENTS

A% |

P

67.790.196

R_ 31, 1966 (Rp.
PENSION FUND TIME OEPOSITS STOCKS BONDS REAL ESTATE PROMISORY EQUITY OTHERS TOTAL
NOTES .

. Bank Indoresia = 74.750.000 758.032 6.285.000 - - - - 81.793.032
. & Sokongan BNI'A6 135,929.597 - - 45.950.329 - - 34,299.159 216.179.085
. Damar Dana BNI‘'A6 - 225,000 - - 264,369 - - 9.081 498,450
« Yayasan Jamlpan Sosial Karyawan BAPINDQ 15,580.000 1.028.368 1.971.225 - 1.300.000 - - 19.879,593
. Bank Rakyat Indoresia 111.795.660 12.6768.203 - 7.052.273 - - - 131.526.216
< Bark Ekspor Impor Indonesia 59.288.957 19,446,750 - 29.877.267 - 827.379 - 109.440,353
. Bank Tabungan Megara 35.460,300 - - 692.180 - - - 36.152.480
. & KP Bank Buni Daya - { 23,685.399 - 5.110.649 - 916.500 - 29.712,.548
. Bank Dagang Negara 58.574.174 °  2.051.595 6.7 61.250 - - - - 67.387.019
. BPD Jateng 100.000 625,000 - 13.062 - - - 738.062
. BPD Jatim 950,000 ' - - - - - 235,283 1.185.283
« BPD Sumut 50.000 - - 1.850 - 127.294 - 179.144
. Bank Duta . 996.100 745.281 - - - - 4.568.933 6.300.314
. MAI Bank Pasar Serl Partha 116.340 - - - - 2.000 48.170 166.510
« BPD Sumbar 1.038.500 : - - - - - 18.684 1.057.384
. PT., Bank Nasioml 15.000 - - 87.138 - - 60,522 162,
« PT. Asuransi Jasa Invlonesja 10.685.578 - 880,000 170.150 - 360.000 207.377 12.303.
« PT. Pupuk Sriwl jaya 37.105.769 276.440 - 1.014.313 - - 4,152,556 42.549. ..
« PT, Tambang Timeh 13.505.633 9,117.323 1.345.000 1.977.015 3,966.983 332,500 2.492.967 32.744 .42
~~an Kese jahteraan Perserg Taspen 2.949.000 - - 1.571.208 - - 594.398 5.114.60
. mo Blabak 991.150 loolm - - - - m-m9 1-230.29
+ Pertamina (Yaktapena) 118,353.693 - 44,227,721 8.640.875 - - 17.620,465 180.148.75
« Krakatay Steel 'Y 13,249.038 1.008.015 6.000.000 - - - 95.202 21.207.25
. Semen Gresik 9.918.50C 210.010 - - - 67.500 398.934 10.594.94
« PT. Asuransi Jayasraya 618.537 - - - - 450,000 500 1.069.
« Perum Astek 3.375.200 320.000 300,000 11,372 - - 2,349,100 6,356,
o Intirub - - - - - - 2.005.000 2.005..
+ Peruri 12.824.000 - - 2.163.940 - - 1,532,272 16.520.2
« PT. Semen Padang 4,345,000 980.000 20.000 1.649.525 - - 574.617 7.569.1
. Elrnusa 1.184,585 - - 1.141.019 - 251,102 114,242 2.688.9
. Waligereja Indonesia 950,000 - - 168,787 - - .3.692,000 4.,816.7

CARRY OVER 724,925,331 72.941.441 107.857.321 5.266.983 3.341,275 76.155.711 1.058.278.25



TABLE 12 (continued) - 2 =

4

PENSION FUND TIME DEPOSITS STOCKS BONDS REAL ESTATE PROMISORY EQUITY OTHERS TOTAL
NOTES

CARRY OVER 724.925,331 72.9A1.441 67.790.196 107.857.321 5.266.983 3,341,275 76.155.711 1.058.278.258
YOP,. Purbaya : 126,500 51.190 - - - - 64.563 242,
YOP, Pertafiniki 45,000 17,500 - - - - 49,445 111,
YOP. Roche Indonesia - - - - - - 122,500 122,
YOP. Buruh Perindustrian Gula/Karuny Gonl 15.835.000 - 300.000 - - - 87.086 16.222,
YOP, Dhammayasa Bumiputra 1,770.000 730.000 - 2.262.308 - - - 4.762,
YOP. Mintaraga ‘ 4,796,000 - - 1.200.115 - - 119.943 6.116,
YOP. Asuransi Panin 181.922 86.738 - - - - 116.356 385,
YOP, Pegawal Rumah Sakit Carolus 898.054 13.112 - - - - 5.930 917.
YOP, Panca Sarl Purma 962,091 100.000 951.760 - - - 33.210 2.067..
YOP., PETRA . 375.836 10.000 - A7.500 - - - 433.3

- ~.. 418,450
T T O0OT AL 751.031.321 73.962.155 69.055.196- 111.623.762 5,266,983 3.341,275 76.758.249 1.091.038.941

Doc. 8007P/pg.A-5
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TABLE 131 RECOMMPNDATIONS FOR A_SUCCESSFUL CAPTTAL MARKET

Economic Environment

The presence of en incressing level of dispossble
incoms and investabls savings

Sustainable pasitive rates of economic growth
Rational monetary policies that tske iato
account the equity market

Some devalopment of a wmiddle class

Economy large enough to support capital
market development

Existence of fndigeneous entrepreneurs
Consumer faith Iln local curtenry

Inflation under control

Belief that resl assets are not the only
investment available and that financial
asgets can ba & good {nvesiment

Institutional Enviropment

Exintence of alternscives to hank finance

Banks do not have completa contral over
Einanclal syatem and companien

Effective financial fustitutimms for the
marketing of aquities ~..
Extstence of bretcis, dealsrs and undervritars
Sufficianc trained personnel

An adequate supply of fairly priced sacurities
Beginnings of au inatitutlonal eystem for making
data svailabla to the publiet prica and

warkat information sand company Informaifon

An acceptable asettlement schems

Funded pensfon funds that are allowed to

invest in the market

Beginnings of sn inatutionsl fnvestnr market,
including the development of mutusl funds

snd insurance companiss

Adaquate communications

Reasonable priciug scheme to huy snd sell shares

Taxation Policy

Taxation of compsting instriments sjuaitised
Fquities taxad equally with other fnstrimants

Political Eavironment

-
»

Political stabilicy with s general
understanding of the range of possible
government actions and policles

Limited possibilities of nationalization
Existence of a private sector

Sense of confidence shout the future
Less than complete reliance on central-
ized planning system

Mininal govermment involvement in
non-essential industries

Regulatory Environment

Exchange operations as a profitmaking
businens

Exchange self regulation as major tool
Oversight by government sgency which
also acts as a development institution
Sufficient trained regulatory personnel
REffectiva hrokerage system regulation
Effeactive disclosure standards
Acceptable accounting and auditing
standards

Regulatory pslicies that allow
exchange to oparate frealy

Institutional Investor Policy

Guldaline for prudent investments by
fnstitutionsl investors

Legal Environment .

-

Favorable anvironment and legal framevork
within which businesses and corporations csn
operate

- Private and public enterprises considered

equal under the law

Adequate company law for protection of share-
holders without serioualy affecting a company's
ability to finance operations.

Adequata securities legislation to protect
minotity shareholders

Legal system in which disputes are resolved
vithin a short period of time

Legal system that recognizes rights of lien
holders and provides ability to perfect 1liens in
case of legal default :

Interest Rate/Exchange Rate Policy

Best if left open to market forces

1f controlled, then interest rates equal on
competing instruments of equal risk

Some flexibility in interest rates, especislly
for securities instruments

Reasonable monetary exchange rate policies
Central bank {nvolvement in open market
operations of money market instruments to set
bhase rate

A raalistic interest rate environment for =
bank deposits and loans as primary alternative

to capital market investments

Foreign Investor Policy

Encourage foreign firms (vho are in the domestic
market) to list on the market

Flimfnation of dislncentiven to market development - Diversification = Allov listing of domestic firms in other markets
Reanonable corporation taxes (Jilgh corporate taxes - Linited amounts of “required” government (helpful to pricing structure and raising funds)
limit dividend dintributfon) securities investments ~ Encourage foreign investmeats through country funds

= Adequats taxation policies that }imit double ~ Inclusion of equities as allowsble and other means as an alternative source of funds
taxation for domestic and {nternstional investors sssets for institutionsl investors for compsnies

~ Tax inducements to go publlic to offaet decreases ¢ = Funded pension fundr with a "fair" « Repstriation of profits must be allowed and double
in posaihilitles for tax avasfon amount of freedom to invest in taxation eliminated

- Encourage long-term capigal gain with minimal capital market assets = Allov foreign ownership through {avestwent in «
or total eliminatlon of capital galns tax traded securities
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The main conclusion which can be drawn from the known data is that
the available, but as yet untapped, supply of capital for capital market
investments is more than adequate to meet immediate and near-future
demand. The supply of securities can only expand at a measured pace and
considering the existing base of capital market instruments, there appear
to be more than enough funds within the system to satisfy future demand.

Once again, the challenge is to create the environment necessary to
shift the use of these funds away from short-term bank deposits into more
traditional long-term investment instruments. The tax issue is not a
major constraint for pension fund investments because the Ministry of
Finance has authorized a tax exemption for interest income earned from
these funds' bond investments. It is unclear at this stage if this
exemption also covers dividend income from share holdings. As an effort
to foster the proper environment for these funds, a significant portion
of the technical assistance to be provided in the proposed project must . -
be dedicated towards educating pension fund managers to shift their
portfolios into long-term capital market instruments. '

2,3 REGULATORY AND TRADING ENVIRONMENT.

In Indonesia a great variety of regulations (often conflicting)
affect corporate investment as well as the government's role in managing
the capital market. In many respects, the underdeveloped nature of the
Inconesian capital market can be directly linked to existing regulatory
palicies, government controls and the legal system., Only recently has
there been a concentrated effort to reduce regulatory restrictions on the
capital market.

Despite recent deregulation measures, the overall enviromment is
still overly burdened with a general philocsophy of "cevelopment through
regulation."” There is a basic belief that the government must be
involved if development is to occur. This belief is best demonstrated by
the government's propensity to create regulatory institutions before
there is a market to regulate. In Indonesia, the goverrment has created
a capital market agency as part of the Ministry of Finance which both
regulates and manages the exchange operations. This agency, combined
with the dominent position of Danareksa, has caused many to beliave that
the capital macket system is just another goverrment procmam ard that
"gaing public" means selling their equity to the govermmerit.

Much is mage of the fact that in most highly developed firmancial
markets, there are extersive securities laws and regulztions. There is a
general belief that these laws have actually helped to create anc develcp
these markets when in fact the markets deveioped on their own with
regulations and laws added later to control abuses. Some feel that to
avoid the prohlems which surfaced during the development of other
markets, Indonesia must estahlish strong regulatory contrals at the
inception. This tendency to rely on regulation should be replaced with a
philosophy of market development.

‘ \f/\
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The Indonesian regulatory environment affects capital market
development in two distinct ways: direct regulations administered
through Bapepam and indirect regulations which may be designed for other
institutions but affect such related areas as expansion licenses,
interest rates and taxes. It is in this second area where most of the
reform and deregulation is neesdsd.

The primary regulatesy zsgency for the Indonesian capitsl merkst is
Bapepam, a division of the Ministry of Finance established in 15977.
Eapepam has been chargec tc act 2s both the market regulater anc
supervisor, and as operator of the stock exchange itself. In effect, it
is regulating itself zs well as controlling market cevelopment through
its listing ang tracing rszulaticrs.

Cre of the primery impeziments to easing the regulatory envircrment

Fropersity cf its staff tc "evazluate" all zctions ancd to provics "maoket
protection." The current organizational structure of Bapepam, as shown

in Figure 2, is vsrticzl and inwasd leooking. The mein emghasis epreass

to bs cn "investigaticns, evaluzticns, research ana analysis.”

Eapepam is corganizes in such a way as to overemphasize the
investizaticn, evalustizn znd zppocval precsss for listing on the
exchange., If for no ciher reason than the time reguired to work with
such & gevernment azsnCy, tnsse procedures are sessn as a gisincsntive tc
Frescective issyers anZ uncesmwriters. Bapepam precedures aca tc the
"eest" of raising ecuity cegitzl, Furtheomere, potential issuers are
often rscquired to obtzin acciticnal licenses and approvals from cother

covernnent agencies such es 2XPM and the Ministry of Finance. Procedures
should be revised so that listing on the stock exchange is a "one-step

p-csess,”

Bapepam's current structure does not properly emphasize its role as
stock exchange operator and the implied role that, as market operatcr, it
shcld also provide a varisty of services to exchange members and
potential investers. One of the major impediments to further development

T tha stock exchange and growth in secondary market trading is the
glmsst total lack of currsnt and useful finencial information and stock
rarkzt performance data. Fnalysis of actual corporate performance for
conpanies listec on the exchange is particularly lacking. Promotional
activities, marxzting of exchange products, and training of markst
particzipants alsc must be enhanced.

Tz ease the regulatory burcens and place the proper emchasis on en
indepsndent stock exchange cperation, it has been recommended that the
rcle o Bapepam be split. It would appear that the regulatory function
could best be served if it were integrated within the appropriate
division of the Ministry of Finance. This should provice better
coordination and implementation of capital market policy and regulation.
The operations area of Bapepam would become a sepsrate company
responsible for managing the exchange. Initially, this company would
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still be state-owned but operate as an independent corporation. Over
time, the actual operation of the securities exchange could be transfered
to the private sector. Such a structure would instill greater investor
confidence. .

The second area of concern within the overall regulatory environment
is the complex system of regulations and government decrees which cover a
wide spectrum of the economy and in many ways directly affect capital
market development. The main areas of concern are:

+ Investment and licencing regulations,

+ Corporate legal system,

+ Corporate expansion regulations, :

+ Legal system for perfecting liens on corporate assets,

+ Bank Indonesia regulations concerning bank reserve requirements and
investment practices,

+ Tax structure on financial and capital market instruments, and

+ Standardized accounting and disclosure regulations.

There are, of course, certain aspects of the capital market which do
require regulation, such as disclosure of material information by
issuers, qualification of securities professionals, and protection of
investors. Standards of fairness and honesty must be established to
assure that a market can exist as a place where willing buyers and
willing sellers with equal access to relevant information meet.

The actual mechanism for trading capital market instruments, or the
structure of the marketplace itself, also affect the ability of the
market to operate, The trading mechanism of the capital market is
largely influenced by the various finmancial intermediaries, including
investment and merchant banks, underwriters, securities brokers and
dealers, and market makers. The main problems that need to be addressec
can be summarized as follows: '

+ Lack of market experience by brokers and dealers. These companies
tend to be grossly undercapitalized, lack financial analysis
cacability and do not actively market their services;

- Ecoksrs, dezlers and underwriters rarely deal for their own account
anc oly tske z passive raole as facilitator in any securities
tarsaction;

+ Unceowriters lack experienced professionals capable of structuring a
shaTe or bond offering for a potential issuer and preparing a pocper
poospectus with full cisclesure of relevant financizl cats;

+ The concest of market maker is not well understood. Uncezwriters
and trokers are averse to taking risk and desire commission income
without responsibility;
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+ There is no active marketing effort towards prospective investors by
these financial intermediaries. Investors report that they are only
contacted at the time of a new issue. No ongoing market information
or performance analysis is provided by the market brokers and
dealers.

fis these companies are an important and integral part of any capital
market development program, a major training and education effort must be
undertaken to strengthen their ability and performance. An additional
factor in the trading system is Danareksa, the stale-owned mutual fund.
Danareksa operations are covered in Section 5 of this Annex.

2.4 CONCLUSION

The case presented in this section clearly indicates that there is
both a strong demand for investment capital and an adequate supply of
investable funds in Indonesia. The main problem is the current
structural and regulatory environment which acts to prevent these two
market forces from meeting. The demand for capital and the supply of
capital both suffer from similar constraints. This has caused the market
itself to evolve into a vicious circle in which the supply of funds has
been forced into short-term bank deposits due to a lack of investment
alternatives while the demand for funds is required to seek bank
financing due to a lack of alternative sources. The obvious key to break
this cycle is to expand the capital market with an increased supply of

securities. This can only be accomplished though extensive reforms
within the system itself,

The reforms necessary to further promote the development of the
ingfnesian financial sector, and in particular the capital market,
nclude: L '

+ Further deregulation of the investment criteria for both foreign
investment and corporate expansion.

+ Further reforms within the banking sector to expand its invalvement
in capital market development, including banks investing in
long-term instruments for their own account.

I

+ A rationalization of the tax laws as regarcs ecuzl tresbpent ==
financial imstruments.

+ Education and training procrams for professicrzls invalved in tae
capital market, including pension fund anc imsusance company
managers, brokers and cealers, and undeswritess,

+ Further reform within the central bank in the zreas of money marzket

policies, treasury bills, notes and bonds, anc tank reserve
requirements.

+ Upgrading of professional skills which increases the confidence in
financial auditing, accounting and legal systenms.
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+ Reorganization and further deregulation of the government agencies
directly involved in exchange operations and policies. Supervisory
;esponsibilities should be separated from actual market management

unctions.

Table 13 provides a mere detailed list of the requirements for a
successful capital market.
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3. BANK INDONESIA AND MONEY MARKET OPERATIONS

Bank Indonesia's legal entity is based on the Central Bank Act of
1968. While functioning as the country's central bank, Bank Indonesia
also extends credits to the economy (namely to banks) which are known as
liquidity credits, and direct investment credits to state enterprises.
Bank Indonesia also supervises and controls the banking system through
its foreign exchange and loan discount windows as well the liquidity of
the banks themselves through statutory reserve requirements.

Bank Indonesia dominates the entire financial system, not only
through its regulatory controls but also through its direct management of
monetary policy and funding of various credit programs. Its totzl assets
amounted to almost 40% of the financial sector's total assets as of year
end 1587. This unique combination of central bank and development bank
functions places Bank Indonesia in a dominant role for the future
development of the Indonesian financial sector.

The role of Bank Indonesia is best measured from the period
beginning in June 1583 when a series of tanking reforms were introduced.
These reforms marked a significant departure from the previous policy
under which the banking sector was required to follow strict guidelines.
First, Bank Indonesia liberated the interest rates on deposits collected
and loans ex*ended by the state commercial banks. Both the state and
private banks are now allowed to determine interest rates themselves.
Second, it removed the ceiling on state bank credits. This ceiling had
been placed annually on the allowable credit expansion during a year and
had been the major policy tool for the central bank to control monetary
growth., Third, Bank Indonesia announced its intention to withdraw the
liquidity credit facility. The facility had been made available to banks
at subsidized interest rates as low as 3% per year. Since then, the
refinancing facilities have been curtailed, although they still
constitute a significant portion of the state banks' funding base.

In January 1984, Bank Indonesia announced additional measures zs a
sequel to the June 1, 1963 decisions. It introduced a short-term ncte
called a Sertifikat Bank Indonesia (SBI), which it uses to contrcl the
money supply. It also instituted a discount wincow for commercis! Sanks
as a monetary control toal. Through these facilities, tne contTel Sank
functions as a lender of last resort in the firencizl systam,
Agditiomally, since foreign exchange tramsactiors aze totzlly free in
Indonesia, Bank Indonesia established a foreign exchance swap facility
which is available to the commercizl banks (with z foreign exchangs
licence) and the non-bank financial institutiors (NeFlIs).

In response to the banking reforms of June 1%€3, the state
commercial banks substantially increased the interest rates paig on their
time deposits, which has had a tremendous impact on the mobilization of
savings. The level of time depcsits at the state ccmmercial banks more
than doubled over the six-month period following June 1, 1983. However,
these banks did not respond to the removal of the credit ceilings as
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significantly as they did to the interest rate deregulation. The reason
for this may primarily lie in the slow growth of liquidity credits made

available to the banks and their unresponsive internal credit approval
policies.

As Table 14 illustrates, time deposits within the state banking

system grew rapidly after the initial increase in interest rates but have

since leveled off. The credits extended by the state banks did not
expand as rapidly and only showed an increase corresponding to increases
in liquidity credits from Bank Indonesia. The liquidity ratiocs of these
institutions increased as well and only showed a significant decrease in
1987 as loan assets increased 24% to Rp. 18,902 billion. This increase
in loan assets is the highest since the June 1983 reforms.

TABLE 14: BANK INDONESIA LIQUIDITY CREDITS AND THE
STATE BANK CREDITS
(Rp. billion, at year-end)

Bank Indonesia Time Deposits Creoits by Liquioity (1)

Liquidity Credit at State Banks* State Banks Ratio (%)
Amount Outstanding
1982 3,742 1,231 7,474 13
1983 4,365 2,831 8,854 19
1584 4,670 3,457 10,283 22
1985 6,230 5,337 12,670 15.2
1586 7,126 6,725 15,240 14.3
1987 7,638 6,576 18,902 10.3
Growth Rates (%)
1983 16.6 125.9 18.5 46
1984 ' 7.0 23.5 16,1 15.8
1985 33.4 52.6 23.2 (30.9)
1986 14.4 26.1 20.3 ( 5.9)
1587 7.2 (2.3) 24 (Z7.5
* Incluces rusish depcsits in Bapindo and EiN.
(1) The ratio of liquid assets to current liabilities.
Source: Bank Indonesia Financizl Statistics.
7P
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Although the 1983 reforms accelerated the growth of deposits into
the banking system, there are still several areas of concern. The
desired level of increased competition among the various types of
financial institutions has not been achieved, for example, as the state

banks continue to account for a disproportinate share of the market.
Table 15 schedules the market percentage share for each type of bank.

TABLE 15: THE SHARE OF GROUP BANKS
IN TOTAL ASSETS, FUNDS, AND OUTSTANDING LOANS

X% of Assets & of Loans % of Funos
Group of Banks

1985 1986 1987 1985 1986 1987 1585 1586 15867

State banks 73 72 72 74 72 72 €7 €5 €6
Private national banks 15 18 20 18 2 2 19 22 23
Regional development banks 4 3 3 3 3 3 4 4 3
Foreign banks 8 7 6 6 5 4 11 10 8

Further, Bank Indonesia policies continue to favor the state-owned
banks through their direct liquidity credits and concurrence in the
estublished preferential access to ("captive") deposits from state-owned
enterprises. Despite the announced policy to decrease the state banks'
access to them, liquidity credits have increased at an average annual
rate of 15.7% since 1983. Bank Indonesia's claim on the all-deposit
money banks was Rp. 8,969 billion as of 3/31/87. The state commercial
banks owed Bank Indonesia Rp. 6,576 billion, or 73% of this total.

Liquidity credits are in fact a refinancing of the banks' loans to
borrowers, when the loans meet the requirements of official development
objectives. These include government sponsored programs, such as sugar
production and distribution, agricultural production, exports,
manufacturing activities, etc. Liquidity credits are also made aveilizile
for investment purpcses (medium- and long-term lcans). Direct crezizs
are extended only to official entities and public enmterprises to fisance
the implementation of government programs. Mest of the direct coesizs
have been extended to fimance food supply and Pertamina's (the stats
owred 0il company) foreicn liabilities. The govermment has reduces tne
nurber of programs eligible for these subsidized crecits; nevertheless,
tctal liquidity credits accounted for nezrly 30% of sll lcars extencec oy
the state banks as of 3/31/87. There is also concern about tte crecit
review and lending practices which have envolved within these banks &s
they have depenced on these pass-through credits anc have not cevelopec
the basic banking skills to compete properly. This is reflected in the
high level of loan errears (including Bank Indonesia liguicity crecits)
in the state bank portfolics.

W
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A basic impact of Bank Indonesia's continued policy favoring
state-owned barks is the pressure placed on the other firamcial
institutions, particularly in the area of funding. Private national
barks, foreign barks and the NBFIs must rely on deposit gathering or the
sale of short-term promissory notes for the majority of their funds.
These barks participate to a small degree in official credits eligible
for Bank Indormesia liquidity credits but these loans have never exceeded
7-8% of total funding sources (less than Rp. 723 billion as of 3/31/87).
In the case of NBFls, the lack of ready access to a long-term source of
funding has compromised their role as investment and merchant barks. The
participation of the NBFIs in the development of the capital market has
been very weak ard generally limited to an occasional bond underwriting.
As of 3/31/87, these institutions held less than 3.5% of their assets in
securities traded through the stock exchange.

Additional reform will be necessary if the basic structural problems
in the fimancial system are to be resolved. The following list outlires
same of the areas which should be addressed:

o

Reviewing lending policies to the various economic sectors, ard
tightening subsidized credits combined with an equalization of
access to those funding sources by all barks.

Reviewing direct lending to state enterprises through the
state~-owned barks for both appropriatermess ard interest rates.

Conducting a complete audit of state-owned commercial banks with
the purpose of identifying poor credits, taking appropriate
measures to restructure or write-off non-perfoming leoans.

Undertaking measures to encourage a general decline in bank
interest rates (both deposit and lending) to bring them more in
lire with world market rates.

Reviewing bank reserve requirements with the purpose of
exparcing eligible instruments such as S3Is ard traded stocks
ard bords. This measure would also encourage the development of
the capital market.

Bak Inccnesia also controls the fimercizl system thoough ifis money
m=ck=t paliciss, These policies include establishing limits on the
irterbank czl morey market, stabilizing interest rates in the money
maztket, and Iinfluencing transactions and discount rates for cises:
monetary instrumemts such as SBI, SBPU ard foreign exchange swass. The
Sertifikat Bank Indonesia (SBI) Is the only market instrument or treasury
debt issued by Bark Indonesia. This instrument 1s issued largely to
control the amount of rupiah in circulation. The sale of SS1s (purchased
by barks) draws rupiah out of circulation amd their re-puzchase (sals by
banks) has the opposite effect. Bank Indonesia therefore directly
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influences the money supply by establishing the interest and discount
rates for these instruments. This is done by setting a minimum or
cut-of f rate at the daily auction. As of 3/31/87, outstanding SBls
totalled Rp. 161 billion, of which the banking system held Rp. 117
billion. The state banks and Bapindo were by far the major buyers in
this market, holding Rp. 117 billion or 93.3% of the total. The interest
rates for these instruments has remained flat at 14X and 15% for 30 day
and 90 day maturities, respectively, since August 1985.

The second instrument available in the money market has been the
Surat Berharga Pasar or SBPU., This instrument is effectively commercial
paper. This paper can be issued directly by banks against their own
credit (first name paper) or can be a sale of paper backed by a loan
asset held by the bank (two name or third party paper). In order to be
marketable, these instruments must be drawn according to specified
regulations and be endorsed by the selling bank or NBFI. Currently the
maximum maturity for an SBPU is six months and the minimum cenominztion
was recently lowered to Rp. 25 million. It should be noted that banks
would tend to sell SBPU paper when they require liquidity or must meet
reserve requirements. As illustrated below, these instruments have the
oppesite effect on the rupiah money supply (cash in circulation) from the
point of view of Bank Inconesia.

Issuer
Instrument Seller Purchaser Supply
SBI Bank Indonesia Banks Lecreases
SBPU Banks BI/Ficorinvest Increases
SBI - Banks (Resell) Bank Indonesia Increases
SBPU BI/Ficorinvest Banks (repurchase) Decreases

Ficorinvest, a wholly-owned subsidiary of Bank Indonesia, is the
orly authcrized merket maker for SBPUs. It acts as the intscvenor in the
mecket for the repurchase of SBIs at a discount before matuzitv. As cf
3/31/87 riccrinvest held Rp. $66 hillion in SePls, which recressaniec
trazing by €5 seperate NBFIs. Actuzl tracding valume (totsl tuyirs anc
selling) increased by more than four times over the previous yssz-.
Ficorinvest has held the spread between buying and selling of S&°ls
within & range of 25 to 50 basis poinmts for 2ll maturities,

The sharp increase in banks'! S8I holdings since 15€5 reflects in
part policies to enhance the liquidity of the SEI. On August 1, 1SES,
banks and NBFIs were allowed to sell their SBIs before maturity to
Ficorinvest. Ficorinvest stood ready to discount SBIs, at the interest
tate of the original SBI issue without regard to its remaining maturity,
and could automatically rediscount them with Bank Inconesia, also at the
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original issue rate. Under these policies there was virtually no risk of
capital loss on SBls, in effect making them as liquid as excess

reserves. This new feature of rediscountability was introduced by Bank
Indonesia to lessen the reluctance of banks to purchase SBIs in the
absence of an organized secondary market for these instruments, and.to
strengthen the central bank's ability to inject liquidity into the
banking system. However, since August 6, 15986, Ficorinvest began quoting
secondary market discount rates for S8Is based on the remaining maturity,
and Bank Indonesia has limited its rediscounting to SBIs with a remaining
maturity of 21 days or less. No other secondary market exits for this
instrument due to the virtual monopoly enjoyed by Ficorinvest.

The holdings of Ficorinvest of the SBPUs for which a particular bank
acts as the first endcrser are limited to 15X of the third-party
liabilities of that bank. However, a bank which has already reached its
SBPU 1imit with Ficorinvest can obtain additional funds from another bank
(or NBFI) which is below its SBPU ceiling by issuing a promissory note
which can be endcrsed by the lending bank and sold to Ficorinvest. Thus
banks and NBFIs can utilize each other's limit, and the sum of the
specified limits applying to holdings of each bank's SBPUs at Ficorinvest
becomes, in effect, the global limit on the total volume of SBPUs that
can be created in the system, equivalent to 15% of the liabilities of
eligible banks and NeFIs. This has encouraged interbank trading, and
thereby the development of the SBPU market. :

Ficorinvest, which is still the only marketmaker in SBPUs, is free
to set its buying and selling rates within the limits established by the
central bank. As of year end 1986, the maximum allowable rate, which is
also the rzt= at which Bank Indonesia buys SBPUs directly from banks and
NBFIs, was 17%., Ficorinvest may set rates that are lower than Bank
Indonesia's rate by up to four percentage points for all maturities, ana
by up to three percentage points for maturities of more than one month.
The rates at which Ficorinvest can rediscount SBPUs at the central bank
were originzlly set at one half of a percentage point and one percentage
point above their buying rate for maturities of up to one month and more
than ore morth, respectively; these intermediation margins, however, have
effectively been reduced to 25 to 50 basis points for all maturities

singe Mzooh £, 15E€E,

Since S 1522 introcuction of new money market imstruments, the
rcie of = N=1s in the money macket has grown, a small market for
gccestzmees has omerges, and the significance of the unsecured interbank
marks: has beer reduced. Nevertheless, the money market is still in its

zrly preses of cevelopment with interest rates effectively set by Bank
Indonesiz.

The irtsocuction of SBPUs in early 1585 significantly altered the
structize of the interbank market. Reflecting their excellent liguicity
and exempticn from reserve requirements, SBPUs have become the principal

vehizle for interbank loans with meturities of one week or longer.
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Partly as a result, the importance of the rupiah interbank market
has diminished significantly. The weekly average volume of rupiah
interbank transactions had risen steadily in 1583/84, peaking in the
third quarter of 15984 at the equivalent of more than 25% of commercial
banks' required reserves. In the last quarter of 1984, the volume of
interbank transactions fell sharply -- to the equivalent of about 8% of
commercial banks' required reserves. Since 1985 the weekly average
valume of rupiah interbank transactions has failed to recover, remaining
at the equivalent of less than 10%¥ of required reserves throughout 15987,
well below 1983 levels.

The decreased utilization of the interbank market is due largely to
the structure of the SBPU rates quoted by Ficorinvest. The posted margin
between buying and selling rates for SBPUs -- which has ranged between 25
and 50 basis points -~ has been lower than the margin that would be
needed to offset the cost of reserve requirements on interbank borrowing,
thus meking borrowing through SBPUs more economical. Also, the money
market interest rates increased from 10.53% to over 15% during the past
year. As a result, non-SBPU interbank transactions have remained
concentrated in the shorter maturities -- one to six days -- for which
there is no obvious substitute, while SBPU transactions dominate in the
longer maturities. This segmentation of the market by maturity partly
explains the observed wide differentials between interbank rates on the
one hand, and SBI and SBPU rates on the other.

Under current procedures, market forces seem to play a minor role in
the determination of SBI and SBPU rates. Although SBI rates are
technically determined by the market in the weekly SBI auctions, in
practice Bank Indonesia has pegged the cutoff rate at 14% throughout
1986, leaving the quantity of SBI sales to be demand determined. SBPU
rates likewise have moved very little during the last year, with :
Ficorinvest adjusting its buying rates by more 25 basis points in
mid-1986 and leaving them unchanged thereafter. This occurred despite
the large movements in the foreign exchange rate. Thus, Bank Indonesia
has continuously asserted its own view of money market rates, pessibly
discouraging the development of trading skills among market
participants. In this regard, the continuous posting of a relatively
inflexible term structure of interest rates by Ficorinvest has cftzn
civen rise to urwarranted arbitrage opportunities and has even
tiscoursped monsy merket trading altogether.

To rationalize the structure of morey market rates, it is necessz-y
to increase the role of market forces in the determination of intsrest
rziaes, so that the liquidity of money market imstruments is provices
primarily by the market rather than by Bank Indonesia's discount wincow.
Bank Indonesia should limit its intervention to the shortest maturitiss
and allow the market to determine the yield curve. More money markst
instruments with a variety of maturities should be introcuces and crezter
flexibility in how banks can treat instruments must be grantec. Such an
expanded system would allow the authorities the discretion to intervene
as necessary in order to reduce interest rate volatility, while also

)
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forging closer linkages between money market rates, deposit rates, and
loan rates. In particular, to the extent that SBPUs are viewed as a
deposit substitute, their yields should be in line with those on deposits
of like maturities, adjusted for the cost of reserve requirements. 1In
the longer run, if participation in the $BPU market were to widen to
include non-bark ard corporate institutional investors, prime borrowers
could sell their own promissory notes to investors either directly or
through NBFls, thus stimulating the develipment of a commercial paper
market, Competition from this market could then be expected to keep SBPU
rates at levels close to, and possibly slightly below, the prime and
commercial paper rates.

Bark Indonesia, in its continuing efforts to improve anmd stabilize
the fimencial enviroment, has urdertaken considerable internal steps and
long-range planning. Plans ard actions have involved manetary
operations, interest rate policies, reserve management, and technical
operations, such as bank clearings ard automated check settlement
systems, While many of these .policy agenda items have been implemented,
there are still a number of steps which should be taken to develop the
Bank's role in the fimancial markets.

Among the most important commitments made are those which affect
banking service to the public. Since April 1986 banks have been allowed
to accept a wider variety of accounts, including joint chiecking amd
savings accounts from individuals and institutions. Work is also being
dore to erhance the clearing activities for bark instruments, both in
Jakarta and in the rural areas through branches of Bank Indonesia.
However, the clearing and settlement mechanisms are not automated, which
causes urdue delays and an inability to adjust to increasing volumes.
Projects which will improve this clearing system will in turn provide a
more conducive envirorment for the acceptance of checks within the
Indonesian banking system. Currently the economy is predomimantly cash
oriented,

Alsy important to the development of both the fimancial armd capital
mz-kets Iis Sank resacve management, because it impacts the supply of
canital in the mazkeat. At present, Bark Indoresia may not have an
adszuats va—ety of monetary policy instruments for this task.
Conside—=i‘on shouls therefore be gilven to the creation of one or more
fimgrcsz® Insuments of monetary policy capable of controlling ths
ressove Sess.  Three such instruments might be considerec:

Nen—res=ove Cestificates. Bank Indomesia could of fer some form of
nor—resezve c_zim like tne certificates it issued in 1970-71. These
certificates, which would effectively be treasury bills, might be of
three or six month maturity amd sold at weekly or biweekly auctions to
banks and cther non-fimancial buyers. The certificate should be
negotiable so that a secondary market could be expected to develop. Bark
Indoresiz would then be able to intervere in the market to conduct opsn
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market operations. The certificates need not offer any explicit return
because they would be sold at a discount. The precise form of the
auction would need to be worked out, but the studies prepared in
conjuction with the certificate issues of 1970 should be reviewed for
initial guidance.

Options on Rediscounts. Monetary control would also be facilitated
by ensuring that a reasonable proportion of central bank rediscounts were
for nompriority and hence discretionmary (i.e. non-government cevelopment
projects) loans. Precise control over the total volume of rediscounts
could be ensured by auctioning, on a weekly basis, the volume of
non-priority rediscounts required to keep central bank domestic credit to
banks on track. All banks would be eligible to bid for the fixed supply
of these rediscoun*z.

The relationship between money and income and the overall money
supply are subject to prediction errors and data lags. To cushicn
mistakes, a variable rate rediscount mechanism could be introduced
instead of or in tandem with the tender system described above. The
essential elements of such a scheme would be:

0 Bank Indonesia announces a basic rediscount rate related to
previous interbank market rates or to SIBOR.

o This basic rate applies to each bank's normal reciscount
allowance expressed as some uniform percentapge of required
reserves (the use of lagged required reserve data would not
Jeopardize the system).

0 Reserve management, i.e., control over the money supply, would
normally aim at keeping banks near their normal allowance
ceilings.

0 Borrowing in excess of the normal allowance would take place at
penalty rates that rise as -excess borrowings increase. The

penalty calculation would be set in terms of percentages of
required reserves.

0 This recisccunt facility might be offered in three tranches.
The first tranche would be the normel borrowing allowance
groviced 2t an interest rate that reflects adjusted intsress
parity (e.g., SIS0 + expected exchange rate change cr SIS(F «
inflation cifferential). The size of this tranche shoulg te
besed on estimetes of the range of random reserve fluctuzticrs,
The secord tranche would exert moderate pressurs. For exampls,
the rate might rise by 1% point above the basic rate for each
extra 1 percent of required reserves that a commercial bank
borrows from Bank Indonesia. This tranche might be set at, say,
3% of required reserves. The third tranche would exert strong
pressure and hence the penalty rate would rise mcre steeply than
it does in the second tranche. The rate might, for example,

7
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rise by 3% points for each extra percent of required reserves

that a bank borrows. Again, this tranche might be set at 3% of
required reserves.

The graduated penalty rate has two functions. First, it
provides limited flexibility to cushion the impact of policy
mistakes and unanticipated shocks. Second, it provides
immediately available information on credit market conditions.
Under competitive conditions, all banks would be paying the same
interest rate for additional accommodation through this
rediscount facility. For example, suppose Bank A is in the
third tranche but Bank B is only in its first tranche. If the
interbank rate is above the first tranche discount rate, then
Bank B would increase its profits by borrowing more from Bank
Indonesia and lending to Bank A. Hence, in equilibrium, the
current interbank rate would tend to equal the marginal- -
rediscount rate that all banks were paying to borrow from Bank
Indonesia. There would be no special rate or allocation in
favor of the state banks.

Reserve Requirements. Varying the required reserve ratio is the
main Instrument currently available to Bank Indonesia for affecting the
link between the reserve base and total money supply. But many monetary
specialists are opposed to the use of this instrument on the grounds that
it is too blunt, i.e., accommodating a change in the required reserve
ratio causes major, sharp adjustments in bank portfoliocs. This criticism
is valid if changes in the reserve ratic invalve increases of one or two
percentace points that are implemented in one or two steps. But there is
no reason, cther than convention, for rate changes to be of that nature.
It would be equally possible, and much less destabilizing, to carry out
gradual changes over a period of several months, e.g., an increase of
one-tenth of one percent a week over ten weeks. This would allow banks
ample time to agjust their balance sheets, especially if the intended
amount and time of the changes was announced in advance. Reductions in
raemz:ve requirements generally do not cause banks any serious adjustment
problens.

Reguirec resscves, which do not earn any interest, impose a kind of
tax on fimanciszl imtesmediation, and the higher the reserve ratio, the
fioner the wex. 7= hiooen mey be borne by savers, investors, and/cr the
cecositony I=Esisions., Non=interest ezssning reserves increase the cost
cf finmancizl irmcezmeciztion in the domestic banking industry and alsc
encourage savess anc investors to do their business abroad. Hence, &
stoong case can be mede for paying @ conpetitive return on requirsd
reserves, In both cepesit and vault cash farm. The interbank rate
appezrs to be the covious choice. Bank Indonesia could pay this interest
on each bank's rszuised reserves for every reporting period upon receipt
of the repcrt. Ne interest whatsoever should be paid on excess
reserves., Banks must be encouraged to hold minimal excess reserves in
orcder to stebilize the reserve/depcsit ratio.
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Last, Bank Indonesia could stimulate and significantly affect the
development of the capital market by allowing or even requiring that
their money market and reserve instruments be traded through the stock
exchange. This would be assisted if the monopoly now enjoyed by
Ficorinvest as the only authorized securities trader and market maker for
SBIs ard SBPUs were dissolved, If SBIs and SBPUs were allowed to seek
their own pricing through an open free market system, a more realistic
interest rate scenario would develop and an active secondary market for
trading would evolve., Those instruments, which are backed by Bank
Indoresia, would tend to become the prime paper. Other interest rates,
including corporate bonds and eventually bank deposits, would be set at a
premium above this govermment paper. Additionally, Bank Indonesia could
broaden the capital market by allowing banks to accept these traded
instruments as loan collateral and/or invest in these instruments for
their own account,
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4, THE COMMODITIES MARKET

4.1 THE POTENTIAL ECONOMIC IMPACT OF A SUCCESSFUL COMMODITY EXCHANGE

A successful commodity exchange can make an important contribution
to the economic development of a country. It does so both directly, by
providing direct employment, and indirectly, through the additional
services, bank deposits, and other economic activities that spring up in
support of the exchange.

The employment impact of an exchange reaches far beyond the exchange
and its immediate members. Nearly every major industry is linked to an
exchange either directly or indirectly by providing products and services
to the exchange and its members. It is impossible to measure this total
exchange-related employment, but a listing of the organizations involved
who are not exchange members provides an idea of the indirect benefits.
Such a list would include foreign brokers, commodity pool operators,
foreign bank., regulatory bodies, lav firms, accounting firms,
‘telecomunication firms, data processing services, data processing
equipment vendors, clearing services, security contractors, news
services, etc.

The impact of an exchange measured in terms of employment, spending
and bank deposits can be substantial. Using Chicago as an example, the
fallowing statistics give an indication of the proportional contribution
? successful Indonesian Commodities Exchange (ICE) could make to

ndonesia.

1. Direct exchange-related employment in the Chicago area for the
exchanges anc the clearing corporations, their members and
selecteg crganizations providing services to the exchanges is
estimated to have been just over 33,000 people in 1586.

2. Spending fer exchange-related goods and services in the Chicago
ireisby the exchanges and their members was about $870 million
n 1Se€.

2. Visltcos oo touzists attracted to Chicago specifically because
Y The sxTEns== was estimsied st $i0 million to $15 million for
isss,

L., Averzge czlly exchenge-related deposits in Chicago banks in 1586
amounitas to S« oiilion,

3. Averzze caily exchange-related borrowings were estimated between
$1 billion ang £2 billion.

€. Every cirect job created by the exchange is believed to create
indirectly three jobs in support and other industries. On thzt
basis, it is estimsted that the total employment attributable
directly or indirectly to the exchanges in Chicago could be
nearly 110,000 pecple.
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There are a large number of intangible growth and development

benefits that emanate from a successful exchange, including those that
come from innovation and the presence of creative people. Innovative
activity is like an active yeast. It creates even more innovation and

growth.

Although it is difficult to know how the Indonesian Commodity
Exchange will develop and how much business it will attract, it can be
said with a fair degree of confidence that if it developed into a
successful and liquid commodity futures market, it will have an important
economic effect on the development of Indonesia.

The success of the ICE futures market depends on its attractiveness
to buyers and sellers, whether speculators or hedgers. The
attractiveness of a market depends on a number of things, incl ing:

1. The economic importance of the commodities or services listed
for trading.

2. The physical facilities.

3. The efficiency of communication facilities domestically and
internationally. :

4, The state of the banking system and its willingness to support
exchange related settlements.

5. The liquidity of the market. Liquidity is the ability to
execute large transactions (buy or sell large quantities)
quickly without substantial changes in prices of the goods. A
market with high liquidity is preferable tc one in which the
buyer or seller has to wait a long time to complete a
transaction, pay a premium, or suffcur a discount. Speculators
provide liquidity and therefore are necessary to the success of
an exchange.

6. The level of transaction costs. Buyers and sellers try to
minimize transaction costs as a percentage of the value of a
trace. Trarsaction costs include fees charged by an exchangs ic
exscute and clezr trades, commissions, and taxes.

7. The fzirmess and efficiency of the exchance. Customers want o
know that their transactiors will be processed in a fair and
fast manner. They do not want a high rate of failed eor
umatched traces, which is a sign that an exchange is nct
operating efficiently.

€. State of the information systems. Markets that provice
complete, accurate and timely information on prices, tracing
valunes, anc other information are much more attractive to
buyers and sellers than those markets which lack such
information services.
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4.1.1 Economic Benefits of Hedging and Pricing

The major reason for the existence of a commodity futures exchange
is to provide hedging and pricing services. These are very important
benefits to the commercizl community.

The Indonesian Futures Exchange would allow producers, processors
and exporters of the commodity to hedge their products, thereby reducing
their risk. The producers can hedge by selling futures, thus protecting
against falling prices. The processors and exporters can hedge by buying
futures, thus protecting against rising prices. Overall, this reduction
of price risk will make them better credit risks to the banks, thereby
strengthening the whole financial and commercial fabric of Indonesia.

If the Exchange is successful in attracting a wide mix of businesses
and a high volume of trade, the prices from the Exchange will become
recognized the world over as the true barometer of the products' value.
This will give the Exchange and Indonesia added visibility and added
credibility in the world of commerce.

4,2.1 Summary

In summary, as the ICE grows, it will have a ripple effect on the
growth of other industries. Exchange member firms will spend significant
amounts of money for commodity exchange-related goods and services in
their area. Their major expenditures will be for salaries and wages,
interest, rent, data processing, telex communications, advertising and
promotion, and general administration. Members of the Exchange will also
lease office space, estzblish bank accounts, borrow funds to finance
transactions, purchase office equipment and computers, hire programmers,
clerks, accountants and compliance people. These are all very tangible
benefits separate from the beneifts that accure to the commodity
interests who use the exchange for hedging and pricing.

4,2 REVIEW AND ANALYSIS OF THE EXCHANGE

4,2,1 Exchance Ownership, Oroanization, and Staff

’

Currert Cescrintion. The ICE currently has a staff of accroximetely
70 peomie cc=rizes into three major operating units — The Secc==sist
35 peccie), the Surssu of Operations (20 people), anc the Bus=su cf
Market Develoomert (15 people). These units are furthss civices inte
divicions anc subdivisions. Exchange organizational rules procvice fer
the fcllowing committess: Commocdities, Auction (Physizsls), Ficcr
Practices, Artitsation, and Membership Qualifications.

2.0

At present, there zre 50 commodity-specific members of the txchangs
and 278 textile members. Membership is a privilege granted by the
Exchance Board. Members may be full members or associate members.
Members are further subclassified as commodity traders or brokers.
Members who wish to become floor members must be approved by the Ministry
of Trade. Each of the member classes has various rights and duties.
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Areas for Review. The existing staff and organization appear to be
adequate to handle the additional duties and responsibilities for trading
futures. Certain functions and staff, however, will need to be
reassigned at the division and subdivision levels.

The primary issues that need to be resolved include the following:

1) broadening the members' role in owning and managing the exchange

should be addressed as a means of facilitating the exchange's growth; 2)
- the Exchange Committee should have additional responsibilities clearly
defined in the rules; 3) additional staff duties and responsibilities
will need to be established; and 4) training programs will be required in
grdcr to train the existing staff to handle matters relating to futures

rading.

~“ecommendations. The most successful futures exchanges in the world
are owned and operated by the members using a consensus method for
decision-making. They operate not unlike cooperatives. The members have
a direct and strong incentive (self-interest) to build the exchange,
enforce its rules, protect their capital, and maintain and enhance their
reputation.

o Ownership. As things stand now, it is preferable that the

Indonesian Government continue as the owner of the ICE. However, it
is recommended that over the next few years steps be taken to allow

- the members to gradually establish an ownership interest in the
exchange. This could be done by setting aside a small fee for every
trade made by a member, with such funds accumulating for the
purchase of the membership. Wtimately, the exchange would be ownec
and operated entirely by the member firms and the government weuld
then be strictly in a regulatory role.

As initial steps, it is recommended that:

1. The ICE Board of Directors be expanded to include incividuals

- elected by the members; the Chairman of the Ecard could continue
. to be appointed by the Minister of Trade.

2. The Board of the ICE shoulc have responisibility fio establishing
the rules, rogulations and ooeszting proceci—ess on the exzhance,
and submitting a1l =des, secitiztions and mecific=tions thesect
to the Advisory Council, cor cotner aocropriste asutheity, foo
ratification and ar—oval.

s} Membershig.

1. The total number of memberships in, the exchanges should be
limited in number (perhaps 10C memberships totzl).

2. The memberships should: be of a single class (no majer

distinctions between full membership, associste membership
foreign or domestic members, speculators or heogers); have
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prepetual life; be transferable (for an openly negotiated price)
to a party acceptable to the Board of Directors; confer equal
voting rights (one membership, one vote); and confer flocor
privileges to a single individual per membership.

3. Each membership should: provide access to all commidities
listed on the exchange; and be eligible to make application to
the clearinghouse through a clearing member for permission to
exercise any or all of the following trading rights: 1) to
trace as a floor trader for their own account; 2) to trade as a
floor broker executing transactions for other members; 3) to
trade as a floor trader executing trades for their clearing
member only; and 4) to trade as a floor broker executing trades
for non-members.

Efforts should be made to encourage individuais to obtain membership

in order to become professional floor traders ("locals") and professional
floor brokers.

No member should be allowed to exercise trading rights on the floor

of the exchange unless that member is guaranteed by a clearing member.
See Section 4.3 for an exposition of the clearinghouse guarantee process.

0 Committee.

l. It is recommended that the committee structure of the exchange
be expanded to permit more active involvement of the members in
the operating of the exchange and the clearinghouse. See also
the discussion below regarding committees.

2. The ICEB should establish a Business Conduct Committee to hanale
violations of Exchange rules not invalving flocr practices.

(Floor practices matters would continue to be handled by the
Floor Practices Committee.)

) Staff

l. The Exchange will nesd to estzblish spetifis auciz
compliance responsitility st the division level, Trne auzi<ing
function would inciuce revisw of members' fimancizl repests, ==
well as the conduct of augdi=s c= investigetions of fimencizl
matters. At least initially, the aucit unit couic cover beon
the Exchange and the Clearinchouse financiz! reviews., The
rompliance staff must have the responsibility fcr conoucting
investigations of apparent cr alleged viclatiors cf Exchange
rules. We recommend that the aucif and compliznce function be
combined within the same division which could be uncer the
supervision of either the Secretariat or the Bureszu of
Operations.

2. Specific staff responsibility for merket surveillance and
futures market reporting must alsc be established.

W
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3. The audit, compliance, and surveillance staff must have a direct
line of responsibility through a bureau chief or the Exchange
secretary to the appropriate Exchange Committee. For example,
the compliance staff must be able to present cases to the
Business Conduct Committee either directly or through a
designated Exchange official.

4.2.2 Trading Floor Facilities and Procedures

Current Description. The existing floor facilities consist of four
trading areas or "rings," and a number of members' booths located arcund
the trading areas. The clearinghouse maintains direct terminal data
entry from the trading floor and also has input capability for the
Reuters monitor system. Monitor screens around the trading floor aisplay
physicals and futures information on Kuala Lumpur and Singapore rubber
markets and New York and London coffee markets.

The ICE currently has a telephone order entry system with procedures
in place to document and time-stamp trades executed on the Exchange
trading floor. The physicals trading is dorme under a modified "auction"
system supervised by an Exchange call chairman and other floor staff.
Existing rules provide for an auction committee to resolve immedite
problems or disputes arising on the trading flocr. ~

Areas for Review. The existing floor facilities, procedures, and
systems represent a good "first stage" in building a futures floor
trading capability. In making the transition to a futures exchange, the
following floor trading issues will need to be resclvea:

(o] the type of open outcry system to be used;

0 the kind of floor price information display svstem to be cesigned;

o} the trading documents and procecures necessary to handle customer
orders and to establish a sufficient "aucit trzil™ record that would
enable reconstruction of trading in the case of disputes;

0 the development cf additisnal flocrftracing
to ensure orderly and competitive tracing In

o} the degree cf stanca-cizztion between e cifisr=nt comazity
trading pits cr rings.

Recommencaticns. In crzer to resclve tne a=cve issuss, we maxs the
fallowing recommencations:

) with slight modification, the existing floor aucticn system can te
maintained as the procecuze for the initizl czilv openimg ("cpering
call") of each market. Crce opened, howsver, an Open OULCIy Systenm
should be expanded to enztle traders to bid and offer among
themselves within the tracing ring subject to established rules,
procedures, and proper supervision.

W
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) The existing trading "chits" can be maintained as the primary
trading and clearing documentation. In acdition, a customer order
and trading card system should be added, including the time-stamping
of orders upon receipt at the members' floor booths, to ensure that
an audit trail exists throughout the entire order handling chain.

0 Floor practices, procedures, and rules will need to be develoed to
prohibit various abusive futures trading practices and to clearly
outline futures business conduct on the trading floor.

0 Current rules authorize each commodity committee to establish
trading procedures for their particular commodities. These trading
procuedures should all be standardized so that only one set of floor
procedures is used for all commodities traded on the Exchange.

(o] A "real time" futures price reporting floor display system will need
to be develpec either by expansion of the current monitor reporting
or as a seperate floor display system. The price reporting system
will need to display various trading information, including the last
trade price, current highest bid and lowest offer, the daily high
and low prices, maximum daily fluctuation range, volume, settlement
prices, and open interest for each futures month open for trading.
The system must be able to gemerate a hard copy permanent record of
trading time and sales, trade and settlement prices, and daily
volume and open interest.

4,2.3 Exchange Rules

Current Description. Exchange rules, which relate primarily to
physicals tracing, provide a basic framework for adding the necessary
futures trading rules. General areas currently covered incluce
nembership, brokers' bank accounts, recording and accounting of .
transactions, guarantee funds, emergency rules, violations and sanctiors,
arbitration committee, physicals trading rules, and rubber contract rules.

Areas of Review. The primary issue to be resolved is to iocentify
the acditional arezs that need to be covered by rules in orcer to trzce
futures. '

Recommenceticrs. The fallowing recommenceziors relate o mElcs
z-szs trat will peed additional rmiies Tor the conouct of futisss
ttacing. Other rules will need mincs ‘-vis*'-rw cr aocitioms to
facilitate futures trading.

o} Members Conguct - This chapter will neec rules relsting tc customer
maIcins, Tisk disclosure, segregation of customer funcs,
recorckeeping and inspection, hancling of custdmer orcerss,
customers' trading statements, discretionary accounts, anC reperting
and pesition limits.
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o Floor Practices - This chapter should cover floor trading
procedures, price fluctuation limits, closing price ranges and
settlements, handling of floor orders, prohibitions against various
trading abuses, and responsibility for trades and errors.

o} Clearing - This chapter should identify members' responsibilities to
clearing members, requirements for clearing member guarantees, and
the necessary rules to ensure coordination and conformity of
Exchange and clearinghouse operations and procedures.

o} Violations and Sanctions - This existing chapter will need major
adoitions to clearly lcentify major and minor viclations, violations
hearing procedures, and sanctions.

4.,2.4 Exchange Arbitration Issues

Current Description. Chapter VII of the Exchange rule bock
currently provides rules for arbitration of aisputes "arising out of the
execution of any contracts." The rules provide a detailed procedure for
selection of the arbitration panel, the setting of arbitration hearing
dates, and provide that the default on payment of an award by a member
shall constitute a "serious offense.” Arbitration proceedings may be
held "within the builoing of the Indonesian Commodity Exchange Board or
at another place."

Areas for Review, Exchange rules appear to provide a good general
framework for arbitration of disputes over physicals transactions. In
fact, the Exchange arbitration offers an aovantage over physical
contracts made off the Exchange. The ICEB mey wish to emphasize this
advantage when encouraging traders to execute physicazls transactions on
the Exchange. In doing this, of course, the Mtrack.reccrd" in handling
the arbitrations becormes very important. Therefore, the Exchange must
ensure that its arbitration proceedings zre fair, prompt, and can be
entered into without consicerable experse.

The Exchange rules also form a base fcr adecing arbitrztion of
futures contract disputes. In making the tTarmsition, the fciiowing
issues will need tc be resoclved:

g

o khat e cf clzims may Le arciTwsisct

0 What a-e the recuizements for emis—ing imto az=itmsoiont (Foo
example, o both parties have to agzee oo the menoes coiigated to

arbitrate a clzim if recuestec tc o= st by & customer?)

0  Should there be a monetary limitaticn on the size oF claim that mey
be arbitrated?

o What ferums are aveilzble to resclve clzims that cannct bte
arbitrated?

(o] Who will enforce the arbitration award?
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Recommendations. The actual changes in the arbitration rules will
need to be made by the Exchange's attorneys in order to ensure that they
comply with applicable legal requirements. At this time, we recommend
the following:

o The scope of arbitration for futures contract disputes should be
expanded from "execution of a transaction" to include any violation
of Exchange rules. The Business Conduct Committee or the Chief
Executive should decide whether a particular claim can be arbitrated
or whether the matter should be handled by the Business Conduct :
Committee, Board, or is otherwise not eligible for arbitration. -

0 If a claim is eligible for arbitration, then a member should be
obligated by Exchange rules to arbitrate a claim if requested by a
customer.

0 The arbitration provision should be explained in the trading
agreement signed by a customer of a member firm.

0 An arbitration decision should be appealable, on limited grounds, to
the Board which should have the power to direct a member to pay the
award. Failure of a member to pay a claim should subject the member
to Exchange disciplinary action.

o R time limitation, such as one year, should be placed on the filing
of an arbitration claim.

0 To provide for the extraordinary instance in which a member firm's
assets are insufficient to enforce an arbitration award for fraud cs
dishonest cealings only, the complaintant would have last recorse
only to the bankruptcy courts or, alternatively, the Exchance may
want to handle such a situation by establishing a specizl imsurance
fund, with monies to be obtainmed from a small charge per tranmsaction.

0 Arbitration procedures should not replace the Exchange's own cuty to
conduct investigations and to take disciplinary action azzinst .
members for violation of Exchange rules.

4.2.5 Commodity Contract Specificztion

A crucizl element in the cevelcpmert of z successfLl futisss
exchange is the establishment of Tair amc eguitable comtmzst tsoms anc
concitions that are representative ¢f anc accepiable tc commescizt
interests, both domestic and intesreticnzl. The estatlisiment of sush

needs of a broad spectrum of interests, i.e., procucers, exccrters,
deslers, processors, traders and investcss. For futures tresing to
succeed, such a contract must have preceterminec specificaticrs as tc:
quantity of product, locations of product, cuality of pooccuct, terms anc
conditions of payment, and time of delivery.
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It is not within the scope of this report to recommend the
commodities (rubber, coffee, etc.). Such terms and conditions must be
arrived at through consensus of the members of the exchange and the
various interests who produce, market and deal in the physical product
domestically and internationally. .

It is recommended that ICE establish a committee composed of members
of the ICE, procucers, Department of Agriculture representatives,
dealers, processors and exporters to establish the contract terms and
conditions for each commodity traded on the exchange. Once such terms
and conditions are agreed upon, they should be recommenced to the Board
of Directors who can accept, reject, or modify them before submission to
the Advisory Council, or other appropriate authority, for approval as the
official rules of the exchange. :

Discussions we held in Jakarta, however, indicated that consensus on
the futures contract terms and conditions for coffee, and maybe rubber,
should be easily established. Many of the terms and conditions contained
in the current physicals' contracts will be useful in guiding the
committees to the appropriate terms and concitions of a futures contract.

4,3 CLEARINGHOUSE

4.3.1 Staff and Organization

Current Description. The clearinghouse operates as a separate
business entity owned and guaranteed by the government. It is under the
jurisciction of the Ministry of Finance. The clearinghouse has a staff
of approximately 20 people organizeg into four operating units --
Deliveries (2 people), Operations (11 people), Cash (Z people), and
Bookkeeping (5 pecple). The clearinghouse clesrs physicals transactions
in rubber ano coffee and processes the transfers to textile quotas. The
organization's rules currently are limited to physicals trading. It
callects a small fee for each transaction cleared, and for this fee,
guarantees the transactions to both parties.

Arezs for Feview. while it is heslthy to have & cectain amount of
autonomy in the management of the Ixchange anc the cles-inghouse, the
decree cf indepencsnce nescs to te limites. Any conflizts cf intersst
that rizt azise in ohe resclutisn of —m=oliems exising Yoo TeCing

activity can be hancleC tTnoough —SToesly Tsvtec Tuies EnC ITOCeOLTSs.

The ownership of the clesringhouss anc the govexrment's role as the
Wtimste guzsantzr cf the exchangs snculic be reviewses T S50 the
greatest incentives fcr members tc help the exchangs coow anc succeed
while limiting, but not eliminating, their risk,

Recommendaticns, It 1s recormengec that:

0 The Board of Directcrs of the clearinghouse be compesed of a
majority appointed from the ICE Board of Directors, plus two members
appointed by the Chairman frem the commercial banking community.

Ky
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o The government should consider selling a minority interest in the
clearinghouse to private commercial banks who are directly involved
in financing commodity transactions.

0 The governnment should, for the time being, continue to provide the
final guarantee of the clearinghouse in the instance that a default
or other problem results in the clearinghouse suffering a shortfall
of funds sufficient to satisfy all creditors. To help establish a
contingency fund for such guarantee and to allow the exchange
members to gradually purchase a majority ownership in the
clearinghouse over the coming years, the government should consider
setting aside a small amount of each clearing fee in a special
"member equity" fund. All rules and regulations of the
clearinghouse should be subject to approval by the Advisory Council,
or other appropriate authority.

4.3.2 Operation of the Clearinghouse

Areas for Review. In making the transition to a futures
clearinghouse, the following issues need to be resolved:

o} Changes will be necessary in the computer haraware and in the
software programs. (The computer is currently at near full capacity
with approximately 40% of its operating time utilized in processing
textile quota transfers. In addition, 7utures clearing will require
new programs to handle functions such as calculation of margins,
daily pays and collects, cash and non-cash inventories, and the
assignment of deliveries.)

o The type of margin system and the acceptable form of margin psyment
will need to be determined.

o] Clearing member qualifications and fimancizl requirements will have
to be developed.

o Various clearing recorcs, such as trace recisters, marcin recazs,
and delivery rurs must be designed.

’
o] A clearinghouss/cleazing member banking systam will have to ==
establishec.

o Clearing memtes customss trace accounng systems, anc tne c=—es of
clearinghouse input in generating these reccocs, will pesc o =
determinec.

o A system for clcse cocrcination between Exchange anc Cleasinghouse
actions and operatiors must be implementec pricr to clesaring futioes
contracts.

o The type of guaratee system will need to be resclved (see Section
4,3.3 which follows).
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Recommendations. The following recommendations are limited to
policy issues. Specific recommendations regarding computer programs,
record system, acceptable forms of margin payment, and banking procedures
should be made at a later date after general policy issues have been
decided.

o] The clearinghouse should use a gross margining system whereby each
purchase and sale would be margined at the clearinghouse level.

o Variation margins should be paid and collected on a daily basis.

o} Clearing members should be required to guarantee an Exchange member
before that member may trade on the floor of the Exchange.

o} The rules of the clearinghouse and the Exchange should ensure close
coordination between the two entities and provide that emergency
actions orcered by the exchange zre implemented by the clearinghouse.

o An extensive training program should be designed and implemented.
(With sufficient training and systems redesign, the current staff
level of the clearinghouse should be adequate to handle the
additional workload of clearing futures transactions.)

4,3.3 Clearinghouse Guarantee Funds

Current Description. Rules relating to guarantee funcs are
currently contained in Chapter IV of the Exchange Rules. These rules
provide in part, that:

o The clearinghouse shall receive and maintain the guzrantee funds; and

o The funds shall be used to fulfill incemnity arbitrztion claims
within a dispute resolution framewcrk of the exchange in the event
that the losing party cannot pay the claim.

Areas for Review. A degree of confusion exists over the purpose of
the guarantes funds ancd whether they shouic be usea for payment of
arbitration awasds fo— viclation/of exchangs rules. 7o cizzify this
matter, the fcilowing issues nesd to be restliveg:

- -

o} What is the preoss wse of 2 cdlas=singhouss gussEniss TUnCT

(o] Who cortzcls the funcs and imtscorets the rules anc proceols
regarcing cspesits, maintenancs, anc uwss cf the gussantss Funcs?

o] wWhat constitutes a clezring member cefault to the clezrinchouse and
what is the pricrity cf pavment from the cdefsulting clsaring member,
excess clearinghouse funds, guarantse funcds, and any necessary
follow-Up assessmants and lizbility limitation?

(o] What should be the size and compesition of the func, whc should
contribute, and how should the guarantee be refunced, if nmecessary?

WA\
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o} What should be covered by Exchange arbitration and what is the
exchange's role in directing payment of arbitration awards? (See
Section &4.2.4, Exchange Arbitration.)

Recommendations

0 A guarantee fund should be established, maintained, and operated by
the clearinghouse; clearinghouse rules should provide for the
deposit, use, and distribution of funds; and the clearinghouse board
should be responsible for interpretation of rules and the taking of
prompt action in the event of a default by a clearing member.

0 The guarantee fund should consist of deposits from clearing members;
the amount of the deposit should depend on the amount of business
handled; and the rules should provide for the return of the deposit
if a member in good standing gives up its clearing membership.

o] The use of the guarantee funds should be limited to a margin,
deposit, fee, assessment, or other default of a clearing member's
obligation to the clearinghouse. The board, not an arbitration
committee, should determine when a default, as defined in
clearinghouse rules, has occurred.

0 Clearinghouse rules relating to guarantee funds should include the
following:

1. a definition of default;

2. procedures for the prompt trarmsfer of ocen pesitions from the
defaulting clearing member to other clezsring members;

3. provisions for pursuing clearinghouse claims agains the assets,
including exchange memberships, of the cefaulting clearing
member; and

4. procedures for follow-up assessments and cstermination cf the
extent of lizstility of cl=aring members.

elleging viclatise of excmange riles shclls NCT De gussenmctses oV o=
clesringhouss cuzszrtse Tuncs. The exerangs astizesiios ganel oo
Business Conduct Conmittse shoulc cirect the exchange menmcer losing
the arbitratiorn tc make pavment ang take acticn agzirst any memcso
who fzils to comply. (Ses Section 4.2.4, Zxchange Asmitsswicn.,

4.3.4 Clearinghouse Fules

’

Current Description. Existing clearinghouse rules provice fco
general provision, including ccrtract substitution, clearinghcuse
iability to contracts with clezring members, and clezring member
accounts. In addition, the rules prcovide for physicals tracing
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settlement provisions for rubber and coffee. The rules also contain a
provision that "any dispute arising under or in relation to these
regulations between a member and the Persero Kliring shall be subject to
the Secretariate of the Central Jakarta District Court."

Areas for Review. The clearinghouse will need to expand its rules
in order to accommodate futures trading. In developing the additional
rules, the following major issues will need to be resolved:

0 The rules must provide for close coordination between clearinghouse
and exchange operations, and emergency actions.

o} Clearing membership provision must be determined, including
financial requirements, number of exchange memberships required, the
provisions for clearing member guarantee of non-clearing exchange
members, and the transfer of memberships.

o} Rules and procedures must be developed for futures clearing,
including trade matching and processing, futures clearing reports,
position offsets, and position transfers.

0 Rules and procedures for setting margin rates, collecting deposits,
and accounting for margin funds will need to be developed.

0 Delivery provision and procedures must be written, including
issuance and assicnment of celivery notices, payment for the receipt
of delivery, clearing member duties, and delivery default.

o} The cleasringhouse and the exchange will need to work together to
develop procedures for determining caily settlement prices.

Recommencstions. A number of specific recommendations will .
necessarily neec to be made during the actual writing of the rules. At
this time, we nake the following general recommendations:

(o] Since the exchange and clearinghouse are operated as separate
entities, rules shouwlc provice fcr coccdination of actions,
including:

1. ITZ5 asctoval Yo chengss i ciss—imchouse nules thet affect
clsaring anc sstiiements.

2. A provision that the clea-incheuse mest implement emergency
actions taken by the IC=.

3. A provision requiring cocrairation, including the exchange of
"renorting and firancial infcrmetion, between the chief operatlng
officers of the clearinghouse anc the exchange.

o] Mirmimur fimancizl requirements and minimum required working cepital
should be periocdically reviewed and increased for clearing “members
handling an increased volume of business.
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The clearinghouse should consider establishing a clearinghouse
committee that would meet more often than the board and would have
responsibility for review of margins, position surveillance, and
other matters as determined by the rules or by the clearinghouse
board.

The rules should clearly define the duties and responsibilities of
the board, the clearinghouse committee, and the chief executive
officer.

An internal procedure for resolving disputes with clearing members
prior to resorting to court action should be developed. In
addition, rules should provide for disciplinary actions by the
clearinghouse against clearing members who violate the rules or
procedures.
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5. DANAREKSA OPERATIONS

P.T. Danareksa was established as the national investment and unit
trust fund in December 1976 under the authority of Government Regulation
No. 25-1976. The authorized functions and objectives of Danareksa are to:

o act as an issuer of mutual fund certificates which are secured by
shares and bonds purchased in the capital market,

o} encourage public participation in corporate share ownership and
distribute the benefits of share ownership to the public through the
sale of affordable share certificates, and

o] act as a broker, dealer and underwriter of securities in the capital
market. Danareksa is also authorized, through subsequent decrees,
to "act as & finmancisl institution" by trading and investing for its
own account in the local money market.

The Government of Indonesia (GOI) owns all 35,000 of Danareksa's issued
shares. Danareksa's authorized capital is Rp. 50 billion, of which Rp.
35.2 billion is paid in.

When the stock exchange was re-established in 1977, it become
apparent that the GOI would nesd to intervene in this new market, both to
act as a stabilizing agent and to support its growth while ensuring the
equitable distribution of shares throughout the populace. This
"mixed-economy" apprcach appeared valid at the time due to the embryonic
nature of the market and the gozl of imclementing a program of
"Indonesianization” for foreign-controllied joint ventures. As the market
has evolved however, F.7. Danareksa bes grown into a multi-billion rupizh
company which has assumec a much more complex and dominant role than
originally conceived.

While the originzl concept behind the establishment of Danareksa
remains valid and there continues to be a need for a broadly based
investment trust, it is zlso sppacent tr.a;‘. the current structure and
cperations of Cenassxsz must be chenges in crder to promote a well
geveloped and frss-trz=ing cacits! mecksz. It can be argued that
Caresskse hes ecwuzlly oscome & csissent = ::;;t:l ma—kat cevelopment in
Cizect contTacic=on o< its c—cinsl mercsts. Secause of its cominance
of & very smell ma-ks: (it owns over 5Tk cf 211 shzres listed on the
exchange) anc the stouctize of its func cectificates f this unit trust is
actizlly & primecv cawse Tor the aimost tow=l lack of a seconcery marcket
in Indonesiz.

It is obvious that without a significant re-structuring of both the
method cf cperstion anc the preferent;a. rcle of Danareksa, there will be
no further develcpment ci the Indonesian czpital market. UDanareksa
totally dominztes the supply side cf share issues by being a vociferous
uncerwriter and pucchaser of share and bond issues. It also impedes the
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demand side the market through the no-risk-structure of its certificates,
which offer both a guaranteed minimum rate of return and a guaranteed
repurchase at face value. Hence there is little incentive to trade these
certificates or to buy shares directly. There will be little growth or
development of the newly approved parallel market (Bursa Paralel) if
Danareksa is permitted to dominate this exchange as well.

It is recognized that the current situation is not a recent event
but has in fact evolved over the past ten years. Unfortunately, during
this period, a set of phllosophles and "truisms" developed to the point
where many of the company's actions are now the result-of self-fulfilling
prophices. For example, the strong desire to report ever 1ncreasing
profitablility has led to the use of a number of misleading and improper
accounting practices. Correcting these errors now will cause Danareksa
to report a one-time writedown of assets against retained earnings in
excess of Rp. 18 million, or 35% of reported capital reserves.

Danareksa also maintains that it has been "forced" to buy large
blocks of various share issues in the market because "there are no other
buyers." This seems to be a case of being caught up in a vicious circle
because of the cause and effect relationship of Danareksa's dominance of
the market and the fixed return nature of their certificates. They own
such a large proportion of the total shares issued that they have
effectively stifled the market's desire to compete with them, thereby
leaving Danareksa the only "buyer" willing to make a market. They have
been able to sell some bond certificates held through the secondary
market only due to these fixed rates of return. However, there is little
incentive for an investor to purchase shares in the secondary market
which have a significant price fluctuztion (lcss) risk when Danareksa
itself will assume this risk and issue certificates which are effectively
government guaranteec boncs.

The result of these palicies has been to help depress the very
market Danareksa was crezted to stimulate. Since 1977 only 24 companies
have listed shares on the stock exchange; 18 of these are joint-venture
companies that were stronclv encouraced to adocpt this approach in
compliance with government ;in*tations on fcreign investment and to take
advantace of tax incertives ciTered. Thare hes beein no new stock issue
on the Jekarta exchancs since _saa Thers have Sesn 16 se;a:ate bond
issues Vio=tec In the o= since 855, ot = oF tnese wert from only
tices _......m scvestment agenciss. Ac=in, I empesss that Cenarsekse
and its icinc mecherisme have servec as & ceterert in this merket as mo
Erivaie fﬁrms have attenctec 2 bond issue to caie.

Recently, the govermment issued a camprenersive series of decrees to
1) further ce-regulate tne mechanics of the stock exchange and 2) create
a new parallel markst desizmed to attract new companies to list their
shares. These cdecress were welcomed as a very pesitive step towares
re-vitalizing the capitzl merket as they eliminztsd a number of
procedural disincentives that had affected the supply side of the
market. Among the mest pesitive changes are the allowance for foreign
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ownership of stock and the elimination of Danareksa's preferential right
to purchase up to 50% of any new share issue. The main impediment
remaining is the continued high cost of equity capital versus debt
financing for possible new entrants and the attractiveness of alternative
investments in bank time deposits for possible investors.

A brief review of the operations of P.T. Danareksa revealed a number
of administrative, structural and accounting problems which seriously
affect the company's performance and ability to fulfill its mandated role
and negatively affect the development of the capital market in general.
These problems can be categorized into three areas:

o the dominant position of Danareksa in the capital market;

o the inatility to implement an effective share distribution system to
the public through Danareksa certificates; and

o] the failure to follow consistent and acceptable accounting practices

and the need to provide timely dissemination of finmancial data to
investors.

5.1 DANAREKSA MARKET POSITION

As previously mentioned, Danareksa has grown to such a size over the
past 10 years that it now totally dominates the stock exchange. As of
12/31/87, Danareksa owned a total 29,853,292 shares or 50.97% of the
total shares listed in the market. A breakdown of this share ownership
reveals some interesting facts:

Total shares listec on exchange: 58,565,311
Total shares owned by Danareksa: 25,853,252
of which: 3,809,800 are pledged for "back-to-back"
certificates

11,221,105 are pledges for Danareksa
certificates

14,822,387 are held in portfolio
unencunbesec®

o de & o= o
A totel o7 .22

e shasss ownes =oe actuslly usec as security
tes issuss, Since ¢he beck-to-tack cectificates
; e-isswe mutus®l fumcs, the actuzl percentace of
shares pledgez on the Cane Umum cectifizztss is only 43% cof the total

ere without any lien and are not plecged |

® Unencurbered mezns that the shares
stes issued.

as security fer any fund certific

VY
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shares owned and available for this purpose. This statistic shows that
Danareksa has gone far beyond the level of share purchasing necessary to
complete its mandate of capital and income distribution. They should
either issue more certificates utilizing their existing portfolio as
security or sell these unencumbered shares outright to other investors.
It is disturbing to note that despite the issuance of Dana Umum
certificate series E in 1987, the number of shares held in the portfolio
unencumbered actually increased by 193,192. This means that Danareksa
was once again a net purchaser of shares in the market during 1987.

It will be a long and somewhat difficult process to effectively
urwind Danareksa from its present position of cominance because of the
absolute size of its portfolio as well as the very shallow nature of the
market. In effect, Denareksa is its own worst enemy in the situation
because almost any action it takes will have a significant impact on the
market and share prices. Danareksa cannot just "dump™" its shares, as the
market is too thin. Also, it must realize that most of the shares held
will have to be "marked to market" before any buyers will show interest.
This action has been an anathema to Danareksa management who continue to
value portfolio investments at the original purchase price. They simply
refuse to accept a loss. Nevertheless, Danareksa should begin the
process of disengaging itself from the dominant role it has assumed and
scale back its operations to a more realistic and dynamic level.

In the process of relinquishing its control of the market, Danareksa
must alsc re-structure the terms and conditions of the certificates that
it issues. By the very nature of issuing a medium-term certificate which
guarantees a minimum cash diviogend, based upon one-year bank deposit
rates, and whose future repurchase is also guaranteed by the issuer,
Danareksa is simultaneously competing with the bond market, the financial
money market and the secondary share market. 1In fact, these certificates
are a majer impediment to the development of a secondary market for
several reéasons:

o They guarantee a cash dividend which is unrelatec to actual stock
values. Therefore, they do not carry the same level of risk as
owning a share directly. .

o They are victually "risk free" as the issuer, & govesmmsnt acency,

-3
e - ) g c—— - - B o 1T oo - om—— 2
guarantass ~epurThass et Tace velie less g oslight commlssion.

0 The issuer, [ana-swsz, owns over 50X cf all sheses listTer znc sven
though mecst shares held are nct seciTing these certifizates, the
issuer coes not toece actively, Canerexses hes histozizsly been 2
net buyer for its own account. OCther investors are rsluctant to
even attempt to compete yith Canarexssa.

) Danareksa receives long-term governments funcs at subsicizec
interest rates which allows it to hcld sheres in its pestfclio feoo
long periods. Long-term funcs are nct readily avaeilahie to other
potential tracers cr pessible fund managers such as the NEFls,
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(o] The formula for dividend payment (based on one-year bank deposit
rates) perpetuates and reinforces the market psychology towards
immediate cash dividend income versus share appreciation and capital
gains. .

The actual effect of the structural terms and conditions of the
certificates issued by Danareksa, with a guaranteed return fixed to 1l
year bank deposit yields, is to impede the development of a secondary
market by removing all possible share appreciation and risk/reward
mechanisms from the investors. Investors in Dana Umum certificates
effectively hold a term, bond-like instrument and need not concern .
themselves with actual movements in share prices or corporate performance.

Danareksa does not issue new share unit dividends (increased
ownership in certificates) in the mutual fund if share prices increase.
In fact, Danareksa has a vested interest in supporting stock -prices in
order to protect itself against its own open position due to the fixed
minimum rate of its certificate liability. If stocks appreciate in
value, Danareksa closes its funding gap liability. However, it does not
pass on increased value to investors and has only rarely decreased its
dividend payout rate. This is not a free market investment trust or a
competitive mutual fund.

A final important reasor; why Danareksa should re-structure its
certificates is the huge open position the company carries between the
nature of its revenue sources and its dividend liability. Historically
Danareksa has paid a dividend rete of 18% p.a. on its Dana Unum
certificates, only occasionally adjusting this return dowrward to reflect
a decrease in bank interest rstes. However, during this same period,
dividend income from shares held has decreased in absolute (per share)
terms. Consequently a greater pertion of the dividends paid out to
certificate hclcers annually is actually being subsidized by dividend
earnings from unencumbered shares and interest income on bonags and bank
deposits. In fact almost 23% of Danareka's total income comes from
interest earnings in the money market (bank time ceposits and short-term
notes). If these interest rates cdecrease, the company faces a
significant licuizicy crisis. By comparison, only 24.6% of total income
cames (from civizencs received for shzzes owned.

The sitfzi’e inm this Investoes sosition =—e even meoe spparent when
cne znalyzss the conpeosision of zzzn Zzne Unum funcd. Table 16
illustrztes the income sousse fo ez fund. P.T. Danareksa income from
each of these scuszes (hels unencumcesed in its pestfalio) is also shown,

As czn be s=en, only an averace of 37.5% of the totzl income for the
four Cena Unum series comes from civicend income for the shares held.
Tne tectzl incomes level is being susported strongly by bond and bank
gecesit intersst income - 58.4% of total income. The bond yielcs are
fixed for the five-year life of the instrument. However, the interest
raetes on bank depcsits are subject to significant movement and are
currently cecreasing to a level of 15-17% for one-year deposits. As &
result of the dependence on fixeo bond income (the average for all issues
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is 16.27%), these funds are unlikely to increase their actual income
levels in the near future. Certainly they will not increase
significantly until there is a greater development in the share market,
an active secondary market and increased dividend income due to corporate
performance.

Additionally, Table 16 reveals the negative spread for the funas
with &n average R.0.A. of 16% when they have traditionally paid 18%. In
order to continue paying such a dividend yield on the Dana Umum
certificates, Danareksa must utilize a considerable portion of its
earnings from other assets. At an 18% dividend rate, Danareksa must pay
out a total of Rp. 10.8 billion, which is approximately a Rp. 1 billion
shortfall from the total earnings of the funds. This amount equals
almost 30% of Canareksa earnings from unencumbered bank deposits in
1986. This source of income, which is highly volatile, represents 43.59%
of Danareksa's actual income for that year. As interest rates fluctuate,
so will Danzreksa's net earnings as long as they maintain a basically
fixed dividend payout policy.

The above analysis utilized 1986 financial data. It would appezr
from preliminary data for 1987 that the negative impact of this
certificate structure is even more pronounced because bank interest rates
declined over the year and dividend income did not improve
significantly. It is strongly recommended, therefore, that an in-depth
financial analysis of the company's cash flow position, complete with
projections for various interest rate scenarios, be initiated as soon as
possible. The current policy of certificate structure is a financial
time bomb.

5.2 DANAREKSA/SECONDARY MARKET DEVELOPMENT

As described zbove, Danareksa and its method of operation are one of
the main reasons for the almost complete lack of a secondary trade market
for shares in Inoonesia. The other impediment is an unequal tax palicy
which is discrimimstory towards the capital market and is a subject for
separate stucy. Canareksa can help stimulate the growth of the secondary
market by implementing sevezzl new policies:

o Danzs=isz shoula not comtinus o act 2s an underwriter in the
primesy meckst anc relincuisn Tis role to the NBFIs anc commercial
banks.

o Canareksz should cesist from intscvening in the market for its own
purpcses oT because cf & pecteivec need to stanilize share prices.

A fres marks:i environment must be established befcre investors will
be able to reslize capital gzims. In a less manipulated market, the
NEFIs anc cther institutionzl investors can become more active in
funding ang investing for their own account as well ss their
clients'.



TAMLE_16:__DANA_UMUM_FUND

1986
D_A!A_Ui_llﬁ THCOMP FROM T of INCONE FROM X of INCOME FROM X of INCOME FROM X of TOTAL INCOME| TOTAL EARNINC
SERIES DIVINFHDS Tatal RAIK DRIORITR Total BOND total PROHISSORY Total FOR SERIES ASSETS FOR R.0.A,
for for THTERFPST « NOTES for (OR PT DANA| SERIFS (SHARES, FOR
flarien flartan Serifeq REKSA PORT- DEPOSITS, EACH
FOL10) RONDS AND SERIES
NOTES) OR
DANAREKSA
TORTFOL1O
A 1,310,175,744 52.4 218,342,114 8.713 884,741,167 35.4 89,114,002 3.56 [2,502,573,027 |14,913,107,000 {16.8%
B 480,362,708 8.9 1A2,30A,306 30.7 1.177,866,618 46.3 } 105,751,329 4.1 [2,546,208,961 {15,347,305,000 {16.6%
c R36,841,000 17.8 199,542,182 17.8 924,394,520 41.7 59,850,795 2,7 12,216,628,477 |15,480,338,000 [14,.3%
] h.oss.llo.sua 43.2 492,468,794 20,1 794,677,111 32.5 | 102,429,512 4.2 ]2,445,706,106 |14,952,721,000 [16.4X
TOTAL ,683,310,136 7.8 1,480,861,395 19.3 3,781,679,396 IN.9 | 357,145,638 3.7 . 9,711,196,571 [60,693,478,000 16,02
PT DANAREXS
(own port-
folio) +268,387,576 A2 3,392,122,720 43.7 1,085,973,690 13.9 27,747,142 A 17,774,331,098 {60,088,540,000 |[12,9%
GRAND TOTAL 17,485,527,669

T3
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o Danareksa should begin to gradually sell its excess holdings back to
the market and diminish its overwhelming position as a 51% owner of
all shares listed. The ccmpany should concentrate its efforts on
its original role as a unit trust fund.

o Danareksa should allow and encourage competition in the mutual fund
market. The best opportunity to do this is to work closely with
NBFIs and assist them in obtaining the long-term funding they
require if they are to hold shares in their portfolio. The
following swap transaction is an example of the type of actisn that
could be taken. This transaction would be beneficial to both
parties and capital market development in general:

l.

2'

A

R swap or trade of assets is negotiated between Danareksa and a
syndicate group of NBFIs (possibly including commercial banks).

Darareksa swaps a portion of its excess (unencumbered)
investment assets (stocks, bonds, time deposits) for promissory
notes issued by the syndicate group.

'NBFI promissory notes are of medium-term maturity (3-5 years)

and could carry a variable rate of interest as negotiated.

Danareksa now holds NBFIs notes and NBFIs hold shares in listed
companies. Both parties would now be able to issue a new mutual
fund backed or secured by these assets.

The new Danareksa certificate could be a true mutual income fund
based upon rates of NSFI notes.

NoF1 mutual fund certificates would also have income potential
based upon actuzl share performance. N8FIs would not incur the
same mismatch in revenue and liability as Danareksa currently
experlences.

Income from sale of NSFI mutual funds would be available for
accitionzl corperzte lencing and a greater percentage could be
extences for longss tesms than currently offered.

Carsreicsz wolls =“=~"'v=._"y clute its conirent pesition as
ShETS owres anc ;ssus g new certificate backed by the
co=xitwosthiness of the svncicete of NeFls.

Tne net result cf suzh & transaction woulc be a shift in share
ownesship towarcs the privete sectar and an increase in the
meTketakle securities azvailsble to the investor merket. A
seconczsy market in both new fund certificates should develop.

corsicerztle emount of negctiation must take place befeore such 2

transaction woulc be workable, MNonetheless, it is recommended that
Canareksa begin this process and work towaros implementing this or

Va4
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alternative financial transactions. Such innovative action will be
necessary in order to stimulate and develop an active secondary market in
Indonesia.

5.3 DANAREKSA CERTIFICATE DISTRIBUTION

. One of the primary rationale for establishing P.T. Danareksa was to
create a vehicle which would encourage public ownership in the corporate
assets traded on the stock exchange and to pass on the benefits, or
income, of such ownership to a wide section of the population. This
distribution was to be accomplished through the purchase of shares by
Danareksa and the simultaneous issue of affordable fund certificates to
the people. A single certificate priced at Rp. 10,000 was considered a
proper level of affordability. Whether by management policy or as a
result of external circumstances, Danareksa has failed carry out this
function.

Through December 15686, Danareksa had issued a total of 15,420,300
certificates consisting of the following types:

Certificate Total Total Total Total value
Type Issued Sold Held in 12/31/86
Portfolio (Moving Average
Price)
A. Eack-to-back 1,420,300 724,043 €56,257 Rp. 10,836,469,000
Certificates
B. Dana Umum 6,000,000 5,750,953 249,047 Rp. 62,0%1,071,000
Certificates

Series A-D

C. tena Bond Incone 8,000,000 7,610,826 385,174 Rp. 80,000,0C0,000
it Certificates

Tem=l 15,420,300 14,085,622 1,334,476 Rp.152,527,3:C,000

Currently only 8.7% of the total certificates issued remzin in the
Canacexsa portfolio s unmscld. These certificates have a nominal value
of Fz. 13.3 billion and an average value as of 12/31/&7 of Rp. 12.1
billion. The remaining $2.3% of the certificates issued heve been scla.
The creblem is to whom they have been sold and how Danareksz repcIts
actuzl certificate ownership.
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The main problem seems to have developed due to Danareksa's
definition of sales to the "public." The company consistently reports
certificate sales to functional groups such as pension funds and
insurance companies as sales to individuals. While it may be
understandable that Danareksa certificates are desirable investments for
such funcs, it is extremely misleading to report such certificate holders
as based on the number of people with rights or claims against these
institutions. There is a considerable difference between example A and
example B below.

Example A.

Danareksz sells 100 certificates to 50 different individuals.
Therefore each person (on the average) owns 2 certificates worth Rp.
20,000, There ere thus 50 indivioual people who have a "voting
right" in the mutusl funds for these certificates.

Example B.

Danareksa sells 100 certificates as follows:

10 certificates to 10 individuals.

60 certificates to pension fund A with 20 members in the pension
fund.

30 certificates to insurance company B with 300 policy holders.

In this case, 10 incividuals vote certificate shares, one pension fund
manager votes 60 certificate shares, and one insurance campany financial
cirector votes 30 certificate shares. The 20 pension fund members and
the 300 insurance pclicy holders do not own Danareksa certificates but
only have tights aceinst either the pension fund in which they are vested
or aceirst the sssets of the insurance company as creditors.

Canareksa makes a considerable effort to present statistics in their
annuzl reports which state that in the case of example B, they have
actuzlly solc 100 certificates to some 330 individuals! They further
Erezk cown tne ownesstis by social class of the certificate holcer, i.e.,
civil s=srvants, stucenis, housewives, etc. This is entirely misleacing
gs in zezlity tness Zfassificatiorns fit the membership of various
funsziornel ooz witon &Ts actuslly the particular pension funds e

S e
e e S i -
eEE322. =2 _Js.

tne certiflizates sciZ were actuzlly owned by pension funcs, instituticns
anc founcztiors. This means that only 14% is actually owned by separate
anc cistinct incividuzl persons. This is & fairly cismzl perfocrmance
gvter 10 years of certificate sales.

Certificate helcings by these groups further compound the problems
cf an active carital market as pension funcs tend to hold the
certificates until maturity once purchased. It is obvious thet Danareksa
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has not fulfilled one of its major objectives - the distribution of share
ownership to the populace. This concentration of sales of Danareksa
certificates is further excerbated by the fact that most of the
certificate holders are actually government pension funds or the national
social security system.

When one considers that several of the companies with listed shares
and all of the companies which have issued bonds are govermment owned as
well, it is apparent that these transactions actually complete a vicious
circle. It can be argued tha. the sale of government paper, through a
government agency to another government company, is actually an open
printing press fcr local currency circulation. Without debating
macro-economic theory, such a policy seems to be inflationary and self
destructive to the budgetary process.

In order to properly and effectively distribute the benefits of
capital market participation to the general public, Danareksa must
undertake a msjor re-structuring of -its marketing philosophy ano sales
distribution systems. A number of actions can be undertaken to shift the
majority ownership of Danareksa certificates away from government
institutions towards the general public. However, one must also realize
that there are a number of interdependent factors which affect the
marketability and desirability of Danareksa certificates. There is a
very large component of investor education involved in this situation as
well,

According to Danareksa, it is possible to purchase their
certificates through the nation-wide network of state banks. There
appears to be a considerable gap between theory and reality in this
matter. Currently over 78% of all certificates are held within the city
of Jakarta, with the next highest concentration in the inoustrial area of
West Java. A revised marketing plan and system of incentives must be
devised to stimulate sales through the bank branch network. Obviously,
banks will be reluctant to sell Danareksa certificates t» their customers
who are potential depositors. Perhaps a commission-based sales incentive
program can be created in conjunction with the placement of a Danareksa
employee or representative in selected branch locations,

It is recommended that further study be undertaken to exzrmine the
pessizility of creating a series of company sponscrec emploves benefit
plars in which employee contributions zre matched at some ratis wilh 22
funcs invested in Cansreksa certificates held in each employse's name.
This would be a type of contributory savings plan which woulc acconpiish

the desired cectificate distribution goal.
5.4 DANAREKSA ACCOUNTING PRINCIPLES

The third mejor area in which Danzreksa has significant protlems is
in its accounting policies and financial repcrting practices. The
company has failed to follow consistent and generally accepted accounting
practices, particularly in its published annuzl reports. Compounding
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this problem is the fact that the actual availability of financial data
to the public (including potential investors) is extremely delayed -
sometimes more than 18 months. It is fair to state that the published
financial statements of Danareksa do not accurately report the company's
earnings or financial position and are generally so untimely as to be
virtually useless toc the investor.

The primary accounting irregularities observed include:

o] A gross over valuation of investment assets which continues to be
reported at the origimal purchase price. A brief analysis shows
that shares held should be written down by at least 18% to reflect
actual current market value.

(o] The mixture of accrual and cost accounting methods in such a manner
as to inflate the balance sheet (interest and dividend receivables
as current assets without any corresponding dividend payment
liability) generally makes the company appear stronger than it is.

o Failure to report dividend payments on certificates issued as an
operating expense overstates reported profits by more than 95%. Due
to the structure of Danareksa certificates which guarantee a minimum
dividend payment equal to the one-year bank ceposit rate, the
company cannot "declare" a dividend payment after year-end closing.
They must show the actual dividend payments made during the year as
an operating expense. There is no real option to paying this
dividend even if the "fipal" dividend amount must be approved by the
Ministry of Finance. The management of Danarsksa consistently
reports record earnings when in fact they are using gress income
(less minimal overhead expenses) figures.

o} There is a combination of misleading data and omission of relevant
information in the published fimancial statements. The internal
accounting systems of the company appear capable of producing
accurate and relevant fimancial data easily. However, there seems
to be an overt policy by management to present only the most
beneficial picture of Danareksa pessible. This type of
risrecresentation only compouncs the problems of develcring a fres
trading and dynamic capital market in Indonesia.

The Tellowing recommencations regarding Damareksa's ascouniing
practices and financial reporting are offerec:

o Regquire P,T. Danareksz to utilize the services cf an incesencent,
private sector accounting firm for the preparation anc putliishing of
all fimancizl reports. This work should be awzrced on & tic basis
and the Ministry of Finance should send out a reguest fcr such bics
to all mejor accounting firms licensed in the country as scch as
possible.

et
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0 The government accounting office (BPKP) ccn continue to examine and
audit Danareksa for the purpose of reporting on its internal
procedures and its compliance with government budgetary and
operational policies.

0 Require Danareksa to publish guarterly financial reports to the
public. These need not be audited financial statements but should
contain relevant updated financial performance information.
Danareksa has a fiduciary responsibility to disclose its financial
performance to its investors in a timely fashion. In this respect
Danareksa is similar to a state bank.

0 Commission an in-depth cash flow analysis of Danareksa's operations
with the gozl of determining the actual depth and strength of its
finances. This analysis should also include financial projections
with several different scenarics, including the case for writing
dosn the investment portfolio, estsblishing loss reserves, and
chargcing management fees and commissions on the funds administered.

0 Audit the investment and fimancial reporting policies of the company
with the goal of correcting inconsistancies, properly valuing the
portfolio, and establishing true and useful reporting procecures.

It is important that the above criticisms and recommendations not be
interpreted as a concemnation of the work of individual members of the

accounting staff of Danareksa. On the contrary, they have done an
excellent job in providing relevant data. It appears to be a management

decision to present the financial reports is such a manner as to include
the inconsistencies and errors cited zbove.

5.5 CONCLUSIONS/RECOMMENCATIONS

In addition to the three main problem areas discussed above, P.T.
Danareksa requires a number of administrative and policy adjustments in
order to place itself in a more pecsitive role within the capital market.
Again, some drastic re-adjustments must be undertaken in the ogeration of
Danareksa if there is to be any possibility of future developmert of the
capital market in Indormesia. Much werk needs to be done in memy zveszs,
but the current pesition and cominence of LCanareksa is a melcs
obstruction in the "path of precress.”

With the impencing change in senicr merss=ment, the timing is oight
for the establishment cf a working conmittes, convened by the Ministcy cf
Fimance, to stucy and cevelop z long-range siTatezic plan foo the futuse
operations of Danareksa. This committee, which should incluce intecestec
parties from the private secter, should have a specific mancate to design
and implement structural changes (inzlucing thcse recommendes hecein) in
the role of P.T. Danareksa.

Table 17 outlines a number of recommenged acticns to be uncertzken
by Danzreksa over the next nime montis to orme year.
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RECOMMENDATIONS FOR P.T. DANAREKSA

JMMEDIATE ACTTON
W ERTHID)

MENTUM-TERM ACTIONS
(3-6 MONTHS)

LONG-TERM ACTIONS
(9 MONTHS - 1 YEAR ONWARDS)

A)

B)

)

D)

E)

F)

G)

C%
I ——————

Delay issuance of DANA Hwm Certificates
Serles F mntil further study
Is done an altermative stiucture.,

Estahlish worklig commlttee on Danareksa
to davelop loij-rampe skralegles and
Implomentation of recommervled structural
chamyjes.

Issua M.0.F. decree rerpilring Danareksa
to utillze services of private accounting
firm. Send out requests for bids from
accounting firms,

Cormission Internal annlys{s of Danareksa
portfollo with gnal to determine saleable
investments and financiol Impiack of
"mark to mavket" of shme partfollo,

Commission an lndlepurklent stinly to analyze
Danareksa oh A cash flow basls and to
quantify amount and fmpact of GOI subsidy
of the company.

Begln an in-tlepth review of the structure
and the terms and convditlons of Danareksa
certificates as well as tlie marketing
procedures currepntly utilized,

Jssua a decree which specifically limits
the role of Danareksa as wunderwriter in
primary market. Decren should also

specifically allow for competition with

Danareksa by permitting other companies
Lo lIssue mutual funds as well.

n)

B)

c)

D)

£)

F)

Degin implementation of new structure -

for Danareksa certificates with new
issve (Series F) which could include
new features such as variable rate of
return based on actual share
performance.

Begin re-structuring of

Danareksa certificates to perform
more like true mutuval ‘funds. Adjust
dividend pay-out rate as applicable
and consider re-purchase/re-sale
program to more evenly distribute
certificates.

Negotiate and structure an asset swap
of share and bond holdings with M)Fls
for medium-term (3-5 years) NOFI
promissory notes, in coordination
with new ministry decree allowing
NOFI companies to compete with
Danareksa for their own mutual fund
issues.

Obtain the services of a private
sector technlcal advisor to work
directly with President of
Danareksa on a long-term basis.
Possible assistance from USAID for
personnel lidentification and funding
should be pursued.

Hire private sector accounting firm

to prepare Danareska financial
reports.

Recefve status reports from working
committee.

A)

B)

c)

D)

E)

Complete revision of system and
financial reporting procedures.
Publish Interim financial report.

Take appropriate action dn various
matters as recommended in studies
and analysis reports requested.

Consider re-structuring GOI loan to
Danareksa, including an option to
accept a write-off against
accounting loss on share portfolio.
G01 loan balance has steadily
Increased to Rp 55 billion level

as of 12/31/86.

Study benefits of remdving
Danareksa from real estate business
through sale (and possible lease-
back) of new building.

Commission a study to analyze the
benéfits of selling a percentage of
Danareksa shares directly on the
stock market. A partial public
offering of shares would raise new
capital to offset losses against
net worth for share write down.
Also, partially privatize
Danareksa, could positively
influence overall capital market
developmenit.
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ANNEX G

INITIAL ENVIRONMENTAL EXAMINATION OR CATEGORICAL EXCLUSION

Project Country: Indoresia

Project Title
and Number: 497-0360 - Financizal Markets

Funding: FY 1988 through FY 1953
Grant: $12.0 Million

IZZ/CE Prepared By: Joseph M. Carroll, Office of Private Sector Development,
USAID/Indonesia

Enviromental Action Recommended:

Positive Detemminztion

Negative Dstemminmztion
or
Categorical Exclusion X

These activities meet the criteria for Categorical Exclusion in accordance
with Regulation 16, Section 216.2(c) and are excluded from further review
because they fall within criteria 2(i), 2(iii) and 2(x).

(Refer also to attached justification.)
Action Requested 3y: ;¢~xéf7f3%%ﬂbe44vf Date: Z 57/315?’

David N, Merrill
‘Mission Director

Concurrence: ;;a“"afl°11‘

N1551on Env1rormentéi'ﬁff1cer

Approved: X
d&gapproved:

Date:

Clez—rres: LO:PScott (Drzft)
PSD:Grast ;%/ !

w
[
)
]
oy
't



A. Project Description

The Financial Markets Project (497-0360) is a six year, $16 million
project whose goal is to promote growth of the private sector in Indonesia.
The primary purpose of the project is to provide the assistance required to
develop the capital market in Indonesia so that private enterprises will have
access to long-term financing. Assistance will also be provided to encourage
further liberalization of the market, including deregulation of SCEs.

In the area of capital market development, A.I.D. will support the policy
reforms initiated by the GOI by providing the technical assistance and
training needed to carry out policy changes effectively. This activity will
also include support to investor education and promotion campaigns.

With rega-d to deregulation, A.I.D. will address the need for assistance
to DANAREKSA, the G3I mutual fund, im its conversion to privete invastment
management. Other deregulation activities will include deregulation of
municipal Timernce to permit municipalities to raise their own revenues and
issue bonds.

B. Identification and Evaluation of Envirormental Impact

The impact of this project on the enviromment is likely to be slight in
overall magnitude and essentially indirect. The poli-y dialogue, technical
assistance and training components will have no direct impact on the physiczl
enviroment. Assistance to be provided to DANAREKSA will be used to develop a
private investment management capability and will not be used to fimance
directly the activities of any ome company. The capital markets developed in
this project will provide funds for individual projects of a cdiverse nzturs in
which indivicual companies invest. However, A.I.D. will. not retzin review ard
approval authority over the activities of those companies or other uses cf
funds obtained through the capital market. Because the proceeds will mot be
used for the purpose of carrying out specifically identifiable aztivities, mo
further envirormental review is possible or necessary. '

" €. Recomended Envirormental Action

On the basis of the discussion sbove, it is recommerdsd thet the polizy
dizlogue, techniczl assistamce and training components bs  catagozizslty
ex2luded from further enviromment ceview pimsuant to A.IS. Reguizsion 1<
Pzrzgraph 216.2(c)(2)(1) and (iii). It is Tisther recommerged thzt the iscsl
cusTency loan assistance activities = cgtegoiseiiy exciiger foom Tooo=s
zeview pussuant to A.I.D. Regulation 16, Fazezmeon 22£.272)(2)(x). 3Sezauss
the loan procesds represent conmtziortions by the U.S. t0 an Institutisn whizh
is ot carrying out specificelly idemtifizSle  aotivitise, meithes zn
Envizommental Assessnent nor an Envizcrmentsl Impast Ststement Is mezuised,

»’



