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FmEcT NO. 497-0360 

Pursuant t o  Section 106 of t h e  Foreign Assistance Act of 1961, a s  
amended, an3 i n  accordance with the authori ty  delegated t o  me under 
Delegation of Authority No. 652, I hereby authorize the Financial  
Markets Pro jsct f o r  the  Republic of Indomsla  (Cooperat irrg Country) 
i n v o l v i ~  planned obl igat ions  3f not t o  exceed $9,OW,000 in g m t  
f u r d s  over a s ix  year period frnn da te  of aut.horization, subject  t o  
t h e  ava i l ab i l i t y  of fwds i n  accordance with the A.I.D. OYB/allowance 
process, t o  he* i n  financing fore ign  exchaqe  an3 l ~ a l  currency 
c o s t s  f o r  t he  Project. The planned l i f e  of the  Pro jec t  i s  s i x  yea r s  
from the  dat?  of initial obligation. 

The Project  cons i s t s  of i n s t i t u t i o n a l  strengthening and policy 
implementat ion a s s i s t a m e  d i rec ted  a t  inproving the  investment, 
t rading ard regulatory environnent f o r  f i n a m i a l  markets i n  
Indonesia, par t icu la r ly  the c a p i t a l  market. A.I.D. financed inputs  
will i m l u d e  technical  assistancr. ,  tralrring and commodities. 

The Pro jec t  Agreement, which may b negotiated an3 executed by the 
o f f i c i a l s  t o  whom such authori ty  i s  delegated in accordance with 
A.I.D. regulat ions  an3 Delegations of Authority, s h a l l  be subject t o  
t h e  following e s sen t i a l  t e r n s  and covenants and majur conditions,  
together wi th  such other  t e n s  and conditions a s  A.I.D. may deem 
appropriate. 

a. Solrrce an3 Oriain uf Canmodities. Nationall tu uf Semices.  

C m o d i t i e s  f inarced by A.I.D. under the  P m j r t  s h a l l  have 
t h e i r  source an3 .origin i n  the Cooperating Country o r  i n  
the United States ,  except a s  A.I.D. may o t h e r d s e  agree in 
wr'-ting. Except f o r  ocean shipping, t he  s ~ p p l l e r s  of 
c m o d i t i e s  o r  servfces  s h a l l  have t h e  Cooperating Country 
o r  the United S t a t e s  a s  t h e i r  place of nat lonaUty,  except 
as  A.I.D. may otherwise agree i n  writing. Ocean sMpping 
f i m !  by A.I.D. urlder thc Projec t  sha l l ,  except a s  A.1.D 
rczy ~ ~ d s e  i n  wriKng, be financed only on f l a g  
r~ o;' a United States .  

Ns=i-skknCirp p a -  3 . a J l )  above, -&rs fl 
i = i ? i ,  s e ~ i C t s  &-i under 'h Project  from third 



be Cclnditions Precedent 

P r io r  t o  the  disbursement of any funds under the  Grant f o r  t he  
financing of long-term technical  ass i s tance  fo r  t h e  Ministry of 
Finance (Mff 1 o r  Bank Indonesia (811, o r  t o  t h e  issuance of any 
corrmitrnent docunents with respect thereto ,  the  Cooperating 
Country w i l l ,  except a s  A.I.D. may otherwise agree i n  writ ing,  
furnish t o  A.I.D., i n  form and substance sa t i s f ac to ry  t o  A.I.D,, 
evidence tha t  MDF and B I  have appointed the  necessary 
counterparts t o  work m a W.l t i m e  and exclusive basis w i t h  t he  
consultants t o  be provided under the Project. This condition 
m y  be s a t i s f i e d  separately  by MUF and B I  w i t h  respect t o  the 
long-term technical  ass is tance each is t o  receive under the 
Project  . 

c. Covermts 

(1) The Cooper2ting Country agrees t o  develop a yearly de ta i led  
Fmplementztion and t ra in ing  plan f o r  the R o j e c t  which w i l l  
describe the sequence of a c t i v i t i e s  t o  be undertaken and persors . 
t o  be t ra ined i n  each f i s c a l  year. Mess otherwise agreed by 
A.I.D., t h e  implementation and t ra in ing  plan for each year w i l l  
be submitted t o  A.I.D. f o r  review arld approvil p r io r  t o  the  
s t a r t  of the  year covered 3y t h e  plan. 

(2) The Cooperating Country w i l l  supply s u f f i c i e n t  funds t o  maintain 
and supply ~quipment furnished under the Project. 



FINANCIAL W S  RQJECT (497-0360) 

TABLE OF CDNENTS 

P r o j e c t  Paper (PP) Face Sheet 

P r o j e c t  Authorization 

. Glassary ........................................................... 
W i n i t i o n  of F i n s n c i d  Term .........a...............m............ 

2.1 The Role c f  F i r z n c i a l  h r k e t s  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
.......... 2.1.1 The Importance o f  Investment and Savings 

2.1.2 Benefi ts  of Financia l  Markets Developrr.ent ......... 
I 

2.2 Indonesia's Financia l  Markets ............................. 
2.2.1 History of t h e  Markets .. . . . ~ . . . . . . . . m . . a ~ m m m m . m m m m  ........... 2.2.2 Current S t a t u s  of the Financia l  Markets 
2.2.3 Roblems wi th  and Presc r ip t ions  f o r  ,, 

Indonesia 's  Financia l  Parkets  m.,.....i.......m.... 

3.1 Project  Fsticnsle . . . . . . . . . . . . . . .~... . . . . . . . . . . . . . . . . . . . .m 
3.2 O o j o c t  kd and Purpose m . . m m . m m . . m . a m m m . m m m m m m a m m a m m m m m a  

3.3 R o j ~ t  &tputs  m o m ~ . . a a ~ m m m m m m o ~ m a m m m m m m m m m m m a m m o ~ m m m m . m m a  

3.3.1 k r k e t  Deregulation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
3 . 3  L n c ~ z s e d  Supply of Long-term Investment C a p i t a l  . . 
3-3.3 ImF=.wed Tracing &pability and Structure ......... 



Page 

5.1 A.I.D. P r io r i t i es  .......................................... 25 
5.2 G O 1  P r io r i t i e s  ........................................... 26 
5.3 Other Donor Pr io r i t i es  ................................... 27 

. 6 S M Y  TECHNICAL AND FINANCIAL ANALYSIS ...................... 28 

....................................... 6.1 Denard fo r  Capital 28 ......................................... 6.2 Supply of Capital 29 .............................................. 6.3 R i s k  Factors 30 . ................... . 7 SCCIk. ECONOMIC AND ENVI8aJ).ENTAL ANALYSIS 30 

7.1 Targeted Benef lciaries ................................... 30 

.................................. 7.1.1 Users of Capital 30 .............................. 7.1.2 Providsrs of Capital 34 ............................ 7.1.3 Secondary Beneficiaries 34 

.................................... 7.2 Cost Benefit Analysis 35 . ................................ 7.3 Social Soundness Analysis 38 

7 3 . 1  Targetted ard Non-Targetted Grows ................ 38 
7.3.2 Irrpact on Income Distribution ..................... 39 .............................. 7 3 3  Inpact on Erployment 39 ................................... 7.3.4 Irrpact on Women 39 

7.4 Other Economic Considemtiom ............................ 40 

................................... 7.5 Envirmnental Analysis 44 

........................ 8.3 M n i t u r i n g .  Evaluation ard A l d i t  48 
I 

8.3.1 Monl ta r i r rg  ard Evaluatlm Plan .................... 4.8 .................................. e.3.2 A L d i t  P r z d u z z s  48 



..... 8.4 Irrplementation Schedule ............................ 49 
8.5 Conditions Precedent and Covenants..................... 49 

8.5.1 Conditions Precedent............ ..................... 49 
8.5.2 Covenants......................................... 50 

ANNEXES 

STATUTORY CHECKLIST 
GO1 LETTETI OF REQUEST 
PROJECT LOGIC& FRAMEWORK 
DETAILED SCOPES OF WORK FOR LONG-TERM ADVISCRS 
TECHNICAL Ah0 FINANCIAL ANALYSIS 

E. 1: DEFINITION OF FINANCIAL MARK,FTS 
E. 2: THE CAPITAL %WET 
3 BANK INDONESIA AND M O W  MARKET OPERATIONS 
E.4: THE CO~ODITIES MARKET 
E.5: DANAREKSA CRmTIONS 

PID WROVAL CASLE 
INITIAL FNVIROIWENTAL EXAMINATION OR CATEGOiiICAL EXCLUSION 



Irrjonesi an Term Abbreviation 

ADEF 

P.T. Bahana PemSinaan BNANA 
Usaha Indonesia 

Bank Penbangunan Irdonesia BPPINDO 

Badan Pelaksanaan Pasar BPPEPAM 
Modal 

Badan P e r e m n a a n  BPPPENAS 
Pembaqunan Nasional 

Translation - 

Asian Development Bank 

Asian Develqment Equity 
Fund o f  t h e  AD0 

Agricultural  a d  Rural 
Sector Support Program 

A GOI-owned Venture 
Capi ta l  Corrpany with 
l imited investments. 

National Development 
Bad( . Provides "sof tn 
loans t o  e l i g i b l e  
develapment projects.  

Capi ta l  Market Executive 
Board. Public agency 
responsible f o r  
supervising the 
-operation of Indonesia1 s 
c a p i t a l  market 
inst itldtiorrs. 

Investment Coordinating 
Board. Public  agency 
charged wi th  s u p e m i s i q  
pr iva te  investments, 
d m e s t i c  and foreign. 

National Development 
Plaming Agency. 

I[rdorrsfaqs wer-the- 
-0: market 



P.T. Danareksa 

Ficor inves t  

ESOP 

G G I  

ICE 

I G G I  

Ika tan  h a n i t a  Penpusah - IWWI 
Indonesia 

Departemen Keuansan MOF 

W I  

F.T. -2 P-~Z 

F.T. F+zn S e j ~ t ; i - L ~  

Country Development 
S t rage ty  Sta tenent ,  
USAID/Jakart a 

k t i o n a l  U n i t  Trust.  A 
mutual fund corpora t ion 
es tab l i shed  and owned by 
the GO1 t o  a s s i s t  t h e  
Indonesianiza t i o n  of 
companies by purchasing 
shares and i s s u i n g  
mutual f w d  c e r t i f i c a t e s .  

Employee Stock Ownership 
Plan  . 
A non-bank f i n a n c i a l  
i n s t i t u t i o n  owned by 
Bank Indonesia 

Government of Indonesia 

The Indonesian 
Commodities Exchange 

I n t e r n a t i o n a l  Finance 
Corporation, B R D  

I n t  er-govermental  Group 
on Indonesia 

I n s t i t u t e  of 
I n t e r n a t i o n z l  F i m c e  

Indonesian h i n e s s -  
wanens Association 

Ministry o f  Finance 

Non-bank f i n a n c i a l  
ins t i t u t i m  

The U I  r l a G  
a u t h o r i t y  



- iii - 
Penanaman Modal Asing 

Penanaman Modal Dalam 
Negeri 

Perserikatan Perdagangan PPOE 
@ k n g  & Efek - Efek 

Pengenbangan Usah2 Swas t a  PSD 

I 

Rencana Pembangunan Uma REPELITA 
Tahun 

S e r t i f i k a t  Bank Indonesia SBI 

of f f c i a l  designation f o r  
foreign pr ivate  
investments wi th  a 
m a x i m  foreign equity 
share of 95. percent. 

Official desigqatlon f o r  
domestic p r i v ~ z e  
investments with a 
maximm f o r e i ~ n  equity 
share  of 49 percent,. 

Association foz Moiltry dr 
Securi t ies  Traders. 
Organization recent ly  
given the respons ib i l i ty  
of organizing an 
over-the-counter 
s ecu r i t i e s  market. 

Office of Pr ivate  Sector 
Development, 
USAID/J=karta 

National Five Year 
Development Plan. 

Bank Indonesia (Central. 
Bank) Cert i f icates .  A 
discount i n s  t r m n t  , 
issued in various 
denominations and w i t h  
aaturities of 15, 30 and 
90 days. 

Honey market 
c e r t i f i c a t e s  corpr isea  
of promissory notes and 
t rade  b i l l s  issued i n  
various demmina t ions  
and with matur i t ies  not  
utcedng 160 bays. 

A ren-t;ank f inancii l  
Institution ~ i t h  
dcvelopnent objectives. 



Assets 

B i l l  

Bond 

BOT 

Capital 

Capitalization 

Capit a1 market 

Commodity market 

Resources that have the potential fo r  providing future 
benefits or other resources of a firm or which can be 
converted in to  cash ard used t o  pay l i ab i l i t i e s .  
Assets are equal t o  t o t a l  l i ab i l i t i e5  plus  net worth. 

A security that represents short-term r;!iscount debt, rn 

usually issued by the goverment. 

A security that represents long-term deat. 8 

Bufld-werate-transfer. The process whereby a 
contractor agrees t o  build a fac i l i ty ,  operate it fo r  a 
period of time, then transfer wnership t o  another 
party, often, but not always, the govement. 

A fin that  both buys and s e l l s  securi t ies as an agent 
fo r  customers (broker) arrl also buys and s e l l s  
secur i t ies  f o r  its awn account and r i s k  (dealer). 

Money o r  property. Also used t o  refer  t o  net worth. 

The t o t a l  of a corpanyls - long-term debt and net worth. 
. - 

The sector of the financial markets fo r  l o n p t e n  
securities.  

An adjunct t o  a comrrodity exchange through which 
transactions executed on the  floor of the exchaqe are 
set t led . 
Assets that  are given as security fo r  a loan. 

The sector of the f imnc ia l  markets fo r  trading 
contracts representinj goods, such as rubber ard coffee. . 
see futures. 

'The tc+l uf the payments uf p r i m a l  ard Frr tc-~t  an - 
cek any me period. 



Face value 

F i m n c i a l  markets 

Fixed inves  tmmt 

Floa t  ing-ra te  bond 

Futures  

Go pub l i c  

H e d g m  

Interbank market 

A payment by a conpany t o  its stockholders.  

The c a p i t a l  r a i s e d  by a conpany through the s a l e  of 
s tock .  

See p a r  value. 

The combifation of the  c a p i t  a 1  market, money market and 
ccrnmodity market. 

Investment i n  assets which are fixed, such a s  p l a n t  and 
equipment. 

A bond whose i n t e r e s t  payment v a r i e s  wi th  the 
shor t - te rn  i n t e r e s t  rate. 

Free-on-board. The c o s t  of p l a c i r g  commodities on 
board whatever shipment conveyance i s  being used. 

S t a d a r d i z e d  c o n t r a c t s ,  wherein only the  p r i c e  an3 d a t e  
of d e l i v e r y  must bc s p e c i f i e d ,  mich cover  t h e  s a l e  of 
commodities f o r  de l ive ry  i n  t h e  f u t u r e .  Futures  
c o n t r a c t s  a r e  usua l ly  s a t i s f i e d  by t h e  s a l e  o r  purchase 
of a s e p a r a t e  c o n t r a c t  which cance l s  the  f i r s t  con t rac t  
and not by a c t u a l  d e l i v e r y  of t h e  commodity. 

the a c t  of s e l l i n g  equi ty ,  i.e., t r a n s f e r r i n g  f u l l  o r  
p a r t i a l  ownership, t o  t he  p u b l i c  f o r  the  f i r s t  t h e .  

A means of r i s k  p ro tec t ion  a g a i n s t  ex tens ive  lass due 
t o  adverse price f l u = t u a t i m s .  Usually accorpl ished by 
buying om s e c u r i t y  o r  g o d  a rd  s e l l i q  another 
s e c u r i t y  or good i n  such a way a s  t o  r e s u l t  i n  a 
riskless posi t ion .  

The process by which banks t r a d e  short-term s e c u r i t i e s  
among themselves in order  t o  ad j u s t  thei  r l i q u i d i t y .  

Investment through a f i n a n c l a l  i n s t i t u t i o n .  

Tots wbe Q1, firamid claims on a carpany's assts,  
rngt to trtal sse ts  mi:.& net e. 



Liquidi ty  

L iqu id i ty  r a t i o  

Long-term 

Market maker 

Money market 

Net present  value 

Net worth 

Note 

OTC market 

Paid-in c a p i t a l  

Par  v d u e  

The r e s i l i e n c e  of  the p r i c e  of a s e c u r i t y  t o  buying and 
s e l l i n g  pressures.  A market is l i q u i d  when there is a 
l a r g e  enough nunber of  t r a d e r s  to  .make e n t e r i n g  and 
e x i t i n g  the market easy. For banks, l i q u i d i t y  is a l s o  
used t o  refer t o  the amount of cash on hand. 

Short-term a s s e s  ts divided by short- term l i a b i l i t i e s .  

A s e c u r i t y  with a matur i ty  of  g r e a t e r  than f i v e  years .  

A s e c u r i t i e s  firm t h a t  buys and sells s e c u r i t i e s  f o r  
i t s  own account and r i s k  a t  s p e c i f i e d  pr ices .  

A s e c u r i t y  wi th  a matur i ty  o f  from one t o  f i v e  years. 

t h e  s e c t o r  of t h e  f i n a n c i a l  markets f o r  short-term 
s e c u r i t i e s .  

A p r o j e c t ' s  net con t r ibu t ion  t o  wealth, equal  t o  the  . 
discounted value of f u t a r e  cash  flows minus t h e  i n i t i a l  
investment. 

The value of a company's a s s e t s  minus its l i a b - i l i t i e s .  

A s e c u r i t y  t h a t  r ep resen t s  debt ,  u sua l ly  with a 
rnaturity less than 15 years.  Often used t o  r e f e r  t o  
such deb t  i s sued  by the  goverment.  . 

Over-the-counter market. A s e c u r i t i e s  market which 
l a c k s  a formal t r a d i n g  arena,  such a s  a s t o c k  
exchange. The t r a o i n g  occurs v i a  telephone, computer 
o r  o t h e r  types  of con tac t s  among brokers and dealers 
who genera l ly  maintain a supply of s e c u r i t i e s  m i n  
s tockn  t o  meet customer derands. The Bursa P a r a l e l  i n  
Indonesia is designed t o  be an  GTC market. 

The amount con t r ibu ted  t o  a f i rm by s tockholders  i n  
exchange f o r  their sha res  of  s tock.  

The value  of  a s e c u r i t y  shown on t h e  s e c u r i t y  
c e r t i f i c a t e s  i tself.  Also c a l l a  the  face  v d u e .  

right 

has tandare t ized  contracts, w h e d n  --tl - uf the 
l m n s a c t i m  such as q ~ - n t i t y ,  q d i t y ,  eke, date cf 
d e l i v e r y  and p l x e  o f  d r \ ' l T ~ q  must be s p c i f i c c ,  which 
cover the sale of' camnodities far either: m t  
de l ive ry  o r  de l lve ry  in t h e  fu tu re .  Rysiczls 
c o n t r a c t s  a r e  u s U y  s a t i s f i e d  by act& deUvery  o f  
t he  c m o d i t y  



- v i i  - 
Rerrium 

R i m a r y  market 

Prime r a t e  

P r i v a t e  placement 

Promissory note 

Return on equ i ty  

Secondary rrzrket 

S e c u r i t y  

S e r i a l  bonds 

Short-term 

S o f t  

Stock 

Tim depos i t  

To p r i c e  a s e c u r i t y  a t  more than par  value. 

The i n i t i a l  d h t r i b u t i o n  o f  s e c u r i t i e s  by the 
underwriter.  

The i n t e r s t  r a t e  charged by banks t o  t h e i r  b igges t  and 
most creditworthy c ~ ~ s t o m e r s .  Other i n t e r e s t  r a t e s  a r e  
s c a l e d  up from the prime r a t e .  

The p r i v a t e  s a l e  of s e c u r i t i e s ,  usual ly  t o  a smal l  
nunber of inves to r s  and without  a d v e r t i s i n g  t o  the 
public .  

A promise t o  pay. 

Earnings before  i n t e r e s t  and tax.payments d iv ided by 
t o t a l  equity.  

Trading i n  a s e c u r i t y  a f t e r  t h e  initial d i s t r i b u t i o n  of 
t h e  s e c u r i t i e s  by t h e  u n d e m r i t e r .  

A l e g a l  docunent whi'ch provides evidence of ownership 
o r  c red i to r sh ip .  

A l e v e l  which is l e s s  than t h e  c u r r e n t  market p r i ce .  
Usually used t o  r e f e r  t o  i n t e r e s t  r a t e s  t h a t  a r e  lower 
than p r e v a i l i n g  market . i n t e r e s t  r a t e s .  Also r e f e r r e a  
to  a s  s o f t  i n t e r e s t  r a t e s .  

A package of bonds t h a t  mature i n  success ive  years .  

A s e c u r i t y  with a matur i ty  of  less than one year. 

See smi-concess iondl  . 
A s e c u r i t y  t h a t  r ep resen t s  ownership i n t e r e s t  i n  a 
cmpany . 
An i n t e r e s t  bearing depos i t  o f  funds with a bank f o r  a 
c e r t a i n  per iod  of time, l i k e  a s a v i n g  account o r  a 
certificcte of depos i t  (CD). 



The Financia l  Markets P r o j e c t  is a six year,  $12.0 mi l l ion  [ e f f o r t  whose 
goal  is t o  inc rease  t he  a v a i l a b i l i t y  of long-term investment c a p i t a l  by 
suppor t ing  open f i n a n c i a l  markets. This w i l l  be accomplished by i n c r e a s i n g  
the  number of  debt and equ i ty  s e c u r i t i e s  and c m d i t y  c o n t r a c t s  a v a i l a b l e  t o  
i n v e s t o r s ,  and by inc reas ing  t he  t r a d i n g  volume of these instruments. USAID'S 
c o n t r i b u t i o n  w i l l  be $9.0 m i l l i o n  i n  ckvelopment a s s i s t a n c e  g ran t  funds 
(Section 106, SDA). The GO1 w i l l  c o n t r i b u t e  $3.0 mi l l ion  (equivalent)  i n  cash  
and i n  kind. This p r o j e c t  fol lows on the s u b s t a n t i a l  p r i o r  experience of 
USAD and the Ministry of Finance ( t h e  executing agency) i n  working t o g e t t e r  
on c a p i t a l  market development, and is viewed a s  a critical s t e p  i n  t h e  

. Goverment of Indonesia 's  (GO11 deregula t ion  process t o  promote non-oil 
.. exports .  

Given t h e  a311s desire t o  proceed wi th  t h e  deregula t ion  of s d e c t e d  
state-owned e n t e r p r i s e s ,  the  c a p i t a l  market can a l s o  p lay  a major role i n  
a s s i s t i n g  such deregula t ion  through publ ic  o f f e r i n g  of shares.  Es tab l i sh ing  
a de regu la t ion  fund t o  f a c i l i t a t e  such pub l i c  o f f e r i n g s  may be the s u b j e c t  of 
a f u t u r e  amendrent t o  t h i s  p ro jec t .  

? BAO(GROlJN3 ON FINANCIAL MARKETS 

2.1 THE ROLE OF FINANCIAL MARKEiS 

The Importance of Investment and Savincs 

Increased investment i n  c a p i t a l  a s s e t s  is c r u c i a l  f o r  Indonesia 's  
continued economic development, both t o  i n c r e a s e  t h e  p e r  c a p i t a  p roauc t iv i ty  
of its c u r r e n t  i n d u s t r i e s  and t o  develop non-oil i n d u s t r i e s  on which t h e  
coun t ry ' s  economy w i l l  i nc reas ing ly  depend. However, due pr imar i ly  t o  the 
drop i n  o i l  p r i c e s ,  t h e  o v e r a l l  l e v e l  of investment i n  Indonesia has been 
decl in ing.  h u a l  f ixed  investment dropped from 24% of GDP ($20 b i l l i o n )  i n  
t he  e a r l y  198th t o  an  estimted 208 (616.5 b i l l i o n )  in 1987.l The l a r p e s t  
investment dec l ine  occurred i n  t h e  pub l i c  s e c t o r ,  p r imar i ly  i n  l a rge - sca le  
p r o j e c t s  t o  develop non-oi l  i n d u s t r i e s .  P r i v a t e  investment, which u a s  low 
i n i t i a l l y  (only s l i g h t l y  exceeding pub l i c  investment l e v e l s ) ,  a l s o  dec l ine0  
wdue t o  t h e  d i r e c t  impact of t h e  d e t e r i o r a t i n g  terms of t r a d e  on p r i v a t e  
incomes and savings ,  a s  we l l  a s  t he  reve r se  m u l t i p l i e r  e f f e c t s  of a slowoown 
i n  apgregote demand."* On a p c s i t i v e  note,  in 1567 both  fo re ign  a m  
drrnestic fixed investment inc reased  above the level i n  1966. 

I f  W f c  and p r i v a t e  investment do n o t  EX* s L g t f k m t L y ,  -i 
w i l l  not redize the susbined econanic m s t = y  1=o f@oy ib I-! 
and growing populat ion and t o  develop further. Al- inmessing the 
e f f i c i e n c y  o f  inves ted  m p . i t d  o r  better ut- ex- przdu~tim c a p c i t y  
u U  be helpful and necessary, sustained pwth w i l l  r e w e  that a m 4  f b e a  

. . . . . . . . . . . 

1 Indonesia Pdjustment, Grwth and S s t a i n a k l e  Develacmnt,  
2 May 1506, horla bznx, p. 21. 



investment not decline over t h e  next two years and rise t o  approximately 23% 
of GCP ($19 b i l l i on )  by t h e  mi61990sm3 Much of th i s  increase rill have t o  
come from t h e  pr ivate  sector .  Its annual share  of t o t a l  investn.:r.f should 
increase from 54% of GW cur ren t ly  t o  63% by t h e  end of t h e  century,4 
representing addit ional investments of apxoximately $52 bi l l ion.  

I n  order t o  mobilize the investment necessary f o r  sustained growth, 
Indonesia w i l l  have t o  do two things. F i r s t ,  because its savings a r e  
i n su f f i c i en t  t o  finance t h i s  investment on its own, Indonesia w i l l  have t o  
rely heavily on foreign investments and borrowings. Its $38.4 b i l l i o n  of 
foreign debt and 30% debt s e rv i ce  r a t i o  indicate  tha t  Indonesia is doing so. 

' - Fortunately, 78% of Inoonesia9s foreign debt c a r r i e s s o f t  o r  semi-concessional 
terms. Furthermore, any appreciation of the  do l l a r  r e l a t i v e  t o  t he  yen ( the 
currency i n  which much of Indonesia's debt is denominated) would r e s u l t  i n  a 
decrease i n  its debt se rv ice  r a t i o .  

Second, Indonesia w i l l  have t o  s t imulate  domestic savings. The annual 
nat ional  savings r a t e  must increase 'from its current  19% of GDP t o  an 
estimated 25% by t h e  mid-199k i n  order t o  achieve t h e  aforementioned l e v e l  of 
investmentm5 ( A t  the height of t he  oF1 boom i n  the  ear ly  1980s, Inaonesia 
had a 25% savings r a t e  but i t  was not scs ta ined once o i l  prices declined. ) 
Public sec tor  savings can be increased through r a i s ing  taxes,  reducing o r  
eliminating pr ice  subsidies ,  and increasing the operating eff ic iency of 
governmental agencies. Increasing pr ivate  sec tor  savings w i l l  require  
continued deregulation of business ac t iv i t i e s .  The most i v o r t a n t  s t e p  
Indonesia can take t o  increase both sec tors '  savings and investment, though, 
is t o  fu r the r  develop its f inanc ia l  markets. . 

2.1.2 Benefits of Financial Markets Deve1,opment 

The term f inanc ia l  markets usually r e f e r s  t o  the  money market, which 
provides short-tern financing, and the cap i t a l  market, which provides 
lmg-term financing and includes t h e  stock and bond markets. he have a l so  
included within f inanc ia l  r a rke t s  the c m d i t i e s  m r k e t ,  which refers t o  t h e  
r z rke t  where comrodities cont rac t s  f o r  goods (e.g., rubber and coffee) a r e  
traded f o r  both present and fu tu re  d ~ l i v e r y .  Annex E provides fur ther  
def in i t ion  of these rrarkets f o r  the  in te res ted  reader. 

The follow&g discussion of t he  benefits  of f inanc ia l  markets centers  
l&~ely on t h e  c a p i t d  rnrket  because i t  is t h i s  r a rke t  tha t  w i l l  play the 
m a * k s t  role i n  i n c r s s i n g  the  availability of long-term i n v e s b ~ n t  cog i t z l  
in Inc3les.b. b e v e r ,  the pro jec t  w i l l  a l so  be working with the money am 
cmnz":':+i=s =k=S, s ; e A z U y  t o  the extent m e  rarkets w i l l  influems t !  
w t y  in wa rP lq-~ZZF r&e t  f rmffons.  

3 I k L ,  p. TI. 
D i d . ,  p. :m. 

5 m., pm 27. 



2.1.2.1 The Primary Benef i t  of Developing Well Regulated, E f f i c i e n t  
and Active Financia l  Markets w i l l  Be t o  Encouraqe t h e  Invest-  
ment ana savings Necessary f o r  Sustained tconomic Growth 

Investment w i l l  be encouraged because p o t e n t i a l  wers of funds w i l l  be 
a b l e  t o  choose t h e  f inancing a l t e r n a t i v e  t h a t  provides t h e  term, c o s t  and 
condi t ions  they require.  Increas ing t h e  va r ie ty  of  a v a i l a b l e  f inancing 
opt ions  w i l l  allow wers of funds t o  match t h e i r  a s s e t s  (investments) and 
l i a b i l i t i e s  (borrowings). For example, v i r t u a l l y  a l l  debt  f inancing I n  
Indonesia has a r z t u r i t y  of one year  o r  less. Borrowers usual ly  r o l l  over 
short-term loans  t o  provide funds f o r  long-term investments, which results i n  
a dangerous misrratch between a s s e t s  and l i a b i l i t i e s .  Each t i m e ' t h e  loan  is 
r o l l e d  over a new i n t e r e s t  r a t e  is es tab l i shed ,  exposing the borrower t o  the 
r i s k  t h a t  t h e  investment w i l l  become unprof i table  due t o  the increased 
i n t e r e s t  expense. The increased a v a i l a b i l i t y  of medium- and lq - te rm debt 
f inance  r e s u l t i n g  from e f f i c i e n t  f i n a n c i a l  markets w i l l  he lp  borrowers 
overcome these problerrs. 

Savings w i l l  be encouraged because p o t e n t i a l  savers  w i l l  be a b l e  t o  
s e l e c t  t h e  f i n a n c i a l  a l t e r n a t i v e  t h a t  o f f e r s  t h e  l i q u i d i t y ,  r i s k ,  r e tu rn ,  and 
term they des i re .  Increasing t h e  v a r i e t y  of savings a l t e r n a t i v e s  is 
espec ia l ly  important f o r  f i n a n c i a l  i n s t i t u t i o n s  such a s  pension funds and 
insurance companies. Gecacre they l a c k  both f inancing a l t e r n a t i v e s  i n  and 
experience w i t h  t h e  c a p i t a l  market, these i n s t i t u t i o n s  l a r g e l y  keep t h e i r  
a s s e t s  i n  short-term time depos i t s ,  but  their l i a b i l i t i e s  ( f u t u r e  payments and 
claims) a r e  mediurri- t o  long-term. Such a mismatch dramat ica l ly  inc reases  the 
p o t e n t i a l  f o r  d e f a u l t s  and/or bankruptcies. Increas ing t h e . a v a i l a b l e  savings, 
a l t e r n a t i v e s  w i l l  allow them t o  match thei r  a s s e t s  and l i a b i l i t i e s  and w i l l  
reduce t h e  l ike l ihood  of f u t u r e  problem. Furthermore, a s  they become more 
comfortable with the f i n a n c i a l  markets, t h e i r  confidence w i l l  increase, 
thereby s t i m u l a t i q  add i t iona l  savings. 

2.1.2.2 Financia l  Markets Development w i l l  Increase  t h e  A v a i l a b i l i t y  
of Equity Czpi ta l  

The presence of s t r o n g  c a p i t a l  mrkets and a g r e a t e r  r e l i a n c e  on equi ty  
f inancing a r e  e s s e n t i a l  t o  growth i n  the mnufac tu r ing  and processing of 
a g r i c u l t u r a l  and i n d u s t r i a l  goods, and the growth i n  employment required  by 
Indonesia i n  t h e  coming decades. Indonesia 's  t r a d i t i o n  of f inancing 
industrial development through a heavy dependence on shor t -  and m e G i w ~ - t z ~  
loans  i s  f i n a n c i a l l y  unteneble. Last ing development requ i res  a strong ksf  cf  
equity c a p i t a l  t o  ensure t h a t  an e c m u n i c  oewnturn does not  bankrupt t h c c s m s  
ef businesses. By e n c w r a ~ b g  investment ad s a v i n p  arr incr=s% t% w- 
e secG-itis a v z i l a e ,  t h e  devel-t of 'Lhe fkziloncial rli-nets w U  
incmse the l e v e l  of equi ty  finance r e l a t i e  to  debt f-. 

By inc reas ing  the a v a i l a b i l i t y  of d t y  finam, -op;lent c f  the 
f i n a n c i a l  markets w i l l  also s t i m u l a t e  the dev-t of Ymll and/or new 
binesses. Experience i n  t h e  U.S. and E h a a n a  has s b n  that s r r u  
businesses provide mcire jobs ,  are more innovative and pay more in taxes p e r  
amount inves ted  than big businesses. S r r a l l  and/or new b l s inesses  r e q u i r e  
access t o  f inance,  e s p e c i a l l y  equi ty  finance. They need equ i ty  i n  order  t o  
endure a s t a r t -up  period and t o  f inance  c a p i t &  investment ouring the e a r l y  
years when i n t e r n i d l y  generated cash u s u a l y  is not s u f f i c i e n t .  



As Financial Markets Develop and Investment and Savings 
Increase, t h e  Flow of Funds from Investors t o  Users OF Funds 

Become More tf 

Increased eff ic iency w i l l  take place through a var ie ty  of inechanism. 
F i r s t ,  t he  cost  of intermediation w i l l  decrease because of hc reased  
conpeti t ion t o  a t t r a c t  users and providers o f  funds. Second, the cos t  of 
r a i s ing  funds w i l l  decrease because multiple small savings accounts w i l l  be 
aggregated i n t o  l a rge  pools of investment funds. Third, funds w i l l  
increasingly be a l located t o  users based on credit r i s k ,  cash flaw and 
p r o f i t a b i l i t y ,  and less on personal re la t ionships  and co l l a t e r a l .  As a 

. result, funds w i l l  flow t o  t h e  m o s t  e f f i c i e n t  fim and individuals. Per 
-pita productivity,  income and savings w i l l  increase. 

Increased savings and investment has the fu r the r  benef i t  of  a t t r a c t i n g  
foreign investors t o  provide both debt and equity cap i ta l .  This inflow of 
foreign funds w i l l  help i n t eg ra t e  Indonesia's domestic f inanc ia l  markets w i t h  
the  in te rna t iona l  f inanc ia l  markets, fu r ther  increasing eff ic iency . The 
difference i n  cost  of funds between these markets w i l l  narrow and the  risks 
associated w i t h  i n t e r e s t  and exchange r a t e  f luc tua t ions  w i l l  be spread amcng a 
l a r g e r  number of market par t ic ipants .  

2.1.2.4 Financial Markets Development k i l l  Lead t o  Increased Economic 
k a b l l l t v  

F i r s t ,  an e f f i c i e n t  cap i t a l  market can contr ibute  t o  the  solvency of 
Indonesia's f inancial  system. The v i r tua l  absence of equity and long-term . 
debt finance weakens t h e  f inanc ia l  s t ruc tu re  of corporations. They a r e  forced 
t o  finance primarily w i t h  short-term debt, thus increasing t h e i r  leverage and 
exposure t o  i n t e r e s t  r a t e  risk. This endangers not only t h e i r  long-term 
v i a b i l i t y  but a l so  the solvency of their c red i to r s  i n  tk banking system. As 
a result, investment is res t ra ined  and inc rease .  i n  productivity,  incomes, and 
savings a r e  l imited.  Nhere firms have access t o  a developed cap i t a l  market, 
they tend to  use both debt  and equity instruments t o  finance t h e i r  g rmth ,  
with a resu l tan t  improvement i n  the  solvency of t he  f inanc ia l  system. 

Second, the  development of f inanc ia l  markets will b e t t e r  enable the  
overnment t o  monitor t he  economy and implement f i s c a l  and mnetzry  policy. 

%nancial  markets development w i l l  improve accounting rtandarCs and the 
d i t y  of f inoncial  reporting. Public t ransact ions  in securities will a s s i s t  
i n  ident i fying the f l cw  of investment and s a v i n p  i n  t he  economy. (Curen t ly ,  
if: is w'lenely d i f f i cu l t  t o  monitor these flows because many o w  
L--ivzA.-tfy). k-a- the pLd.llie diSClcsure of firianciiil infcrrrzt-inr. s;lc the 
p a  c? sarurities w i l l  a l s o  a s s i s t  tk gov~~7men t  i n  S S S S S E ~ ~  
atlc m 1 1 W  taxes, 

Cornnoditis F>roducers and Consmrs k 3 . l  Benefit by Fieuuciric 
m a r  cxpaure  t o  kaverse rrlce an0 txcnange a c e  r l u c u - l c n  
thmugn tne tevelopnent of Futures Traoino on fPe Inoonesian 
bmc;iiies uccnznpe 

This w 2 U  increzse the i n t e g r i t y  and creditworthiness of the ICE because 
p i n s  and l c s se s  a r e  taken o r  paid as  they occur i n  futures  tradinp, not just 
wl%n a contract  rrratures, t hs  decreasing the  po ten t i a l  for defaul t  i n  the face  
o f  l a rge  price changes. Because fu t !aes  t rading will es tab l i sh  a credible  



system of p r ice  s e t t i n g  f o r  t h e  c m o d i t i e s  involved, t h i s  w i l l  a l s o  promote 
increased investment i n  t h e  production of bas ic  comnodities. 

2.1.2.6 Financial Markets a r e  the Best Mechanism f o r  Deregulating t h e  
PuNic  Sector 

Se l l i ng  equity i n  state-owned enterpr ises  (SOEs) t o  t h e  public through 
the  ca i t a l  market w i l l  have severa l  benef i ts  f o r  Indonesia's economy. F i r s t ,  
it w d  i rprove public finances during t he  current  period of declining 
government revenues. The government w i l l  reduce the  need t o  w e  its limited 
resources t o  subsidize the  operating cos t s  of deregulated SGG. Second, 

". increasing t h e  r o l e  of the  p r iva t e  s ec to r  i n  public s e c t o r  dominated areas  of 
t he  economy w i l l  improve the  country's overal l  economic perforrrance. Third, 
by speeding up t h e  r a t e  of growth of the  economy, deregulation w i l l  r a i s e  the 
l e v e l  of employment. 

hplement ing de regda t ion  through the  public sale of s e c u r i t i e s  i n  t h e  
f inanc ia l  markets avoids the  problem associated w i t h  deregulating via  publ ic  
auctions o r  pr ivate  placements. These l a t t e r  mechanism tena t o  be inaoequate 
f o r  large-scale deregulation because only wealthy f i m s ,  individuals cr 
foreigners  have suff  d e n t  c a p i t a l  t o  pa r t i c ipa t e  i n  publ ic  auctions o r  
p r iva te  placements. With deregulation,  the  resources avai lable  t o  t h e  
f i nanc i a l  msrkets w i l l  be s u f f i c i e n t  t o  handle l a rge ,  complex transactions.  
Further,  t h e  public s a l e  of s e c u r i t i e s  i n  the  f i nanc i a l  markets is t h e  most 
e f f ec t i ve  method fo r  achieving widespread d i s t r i b u t i o n  of ownership. 

Employee stock ownership plans (ESOPs) o r  s imi l a r  plans t o  t r ans fe r  - 
ownership t o  employees can a l s o  be implemented m o s t  e f f ec t i ve ly  through 
developed f inanc ia l  markets. If employees were given o r  so ld  ownership i n  a 
company which was not publicly traded,  t h e i r  investment would be extremely 
i l l i q u i d .  No market, o r  only a very l imited one, would e x i s t  through which 
they  could s e l l  a l l  o r  par t  of t h e i r  secur i t i es .  By using the f inanc ia l  
markets t o  e f f e c t  an ESOP, employees w i l l  e a s i l y  be ab le  t o  l i qu ida t e  t h e i r  
investment i n  the secondary market. 

Conversely, t h e  deregulation of SO& is c ruc i a l  t o  t h e  development of t h e  
f i m n c i a l  markets. Deregulation w i l l  supply both debt and equity s e c u r i t i e s  
t o  the  f inanc ia l  markets. This w i l l  help a l l e v i a t e  t he  current  problem of a 
l a ck  of s e c u r i t i e s ,  which i n  t u rn  harrpers fu r the r  f i nanc i a l  market 
development. 3eregulation w i l l  a l s o  help convince t h e  pr iva te  s ec to r  of the 
government's c o d t m e n t  t o  developing f i n a n c i a  rnsrkets and help i n c r s s e  tx 
efficiency of the markets. These fac tors ,  in turn, w i l l  help focus p i v z k  
sect= attention on t h e  f i n a m i d  rrzrkts. As F f i v ~ L _ p  b=fnesses Weg .t=: 
~=gnfie the adrentage 07 p U y  seULng d&t a c  &ty s d t k s ,  m y  
aLsu w f l l  fssue new securities. ihe increase in tk supply am! typs of 
seclaities w i l l  cause inves tor  interest and confidence in .tcle finzrtcial - 

t o  increase. Development of ttre f fnam3.d r-rkzts ard ~k?nq&tim cf 
the m e  sector are, therefore ,  mutually supportive anc sharlo be uesignes 
and implemented i n  unison. 



2.2 INDOEESIA'S FINANCIAL MAR)(ETS 

2.2.1 History of t h e  Markets 

The public trading of s e c u r i t i e s  i n  Indonesia was s t a r t e d  i n  Jakar ta  i n  
1912 by an associat ion of Dutch stockbrokers. Two s imi la r  associat ions  were 
establ ished i n  other  cities i n  Java i n  1925. Most of the t rading involved 
s e c u r i t i e s  issued by Dutch companies o r  Dutch East Indies g o v e r m n t  
agencies. The three associations continued ac t ive  t rading u n t i l  1942 when 
they were closed Gue t o  t h e  outbreak of World War 11. 

I n  1952, a s e c u r i t i e s  exchange was reestablished i n  Jakarta,  operated by 
the Association of Money and Secur i t i es  Traders (PWE) with Bank Indonesia 
playing an advisory role. A t  t h e  time, PfUE1s membership consisted of t h ree  
h t c h  pr iva te  banks, two Dutch brokers and two Indonesian nat ional  banks. 
Trading was inac t ive  and primarily involved bonds issued by t h e  Indus t r i a l  
Bank of Indonesia (now ca l led  The Development Bank of Indonesia o r  BAPINDO) 
and stocks i n  several  Dutch companies. After the  nat ional izat ion of h t c h  
businesses i n  1958 and a subsequent ban on the  trading of Dutch company 
secu r i t i e s ,  t h e  exchange ceased trading. 

The high i n f l a t i o n  of the  1960s ensured continued inac t iv i ty  and 
precipi ta ted subs tan t ia l  c a p i t a l  f l i gh t .  To reduce cap i t a l  f l i g h t ,  i n  1968 
the Goverrrnent of Indonesia (GO11 passed a law excluding from tax the i n t e r e s t  
on time deposi ts  a t  banks. This law has come t o  be a major obstacle  t o  the  
development of Indonesia's c a p i t a l  mrke t .  

During the  ear ly  1970s Indonesia was earning subs t an t i a l  income from 
taxes on o i l  production. Bank Indonesia channeled much of t h i s  income t o  the  
f i v e  goverment banks which l e n t  t h e  funds a t  below market i n t e r e s t  r a t e s  t o  
predetermined p r io r i t y  sec tors  of t h e  e c m y .  Bank Indonesia a l s o  kept bank 
deposit and loan  r a t e s  a t  very l o w  l eve l s ,  such t h a t  the  red cost of funds 
was frequently negative. Since finance was p l en t i fu l ,  t h e  GO1 was not 
concerned about developing a c a p i t a l  rrirket. 

I n  1973 t h e  GO1 authorized the establishment of merchant banks, which was 
seen by some a s  a s t e p  toward the eventual reestablishment of t h e  cap i t a l  
market. Nonetheless, t he  stock exchange remained dormant u n t i l  a s e r i e s  of 
c a p i t a l  market decrees were issued by t h e  Ministry of Finance ()clOF) i n  1977. 
These decrees, which formed the  foundation of the  country's cur ren t  stock 
exchange, e s t a t l i shed  three c a p i t a l  market i n s t i t u t i o n s  -- t he  wit& kzxket 
F c U q  Comcil, the witdl Market Executive Agency (6A?RW) am POT. 
h i z & c s a  - at irst i tuted tax incentives for c m p m h  t o  go p-. 

The Capital  hriet Wcy Council is corrprised uf seve-rzl minis- ZGC 

tap o f f k i d s  and was created t o  prwioe capital &et pdLfry 
oance t o  the KF. B W W  was established to insti-, W t - o  am 
Zrperzte the sbck exchange, to evaluate canpania s & & ~  a and to 
monftor t he  pr-s of listed conpanies. The Chairman of BAiWC;M is  
appointed by the R e s i d e n t  of Indonesia and is a i r e c t l y  responsiUe t o  the 
Minister of Finance. Cansreksa, t h e  s t a t e  investment company, was u t t i b l i s h e C  
to p m t e  the equi tzble  d i s t r i bu t ion  of ownership of Usted s h r s  ttirou@ 
m d e m r i t i n g  s e c u r i t i e s  and issuing mutual fund c e r t i f i c a t e s  in srd1 
d e n m i t i o m  aMf lah le  ta the nrrhlfrt. 



The t ax  incen t ives  included a reduction i n  the t ax  r a t e  f o r  f i r m  t h a t  
went publ ic ,  the  ex ten t  of which was r e l a t e d  t o  the amount of equ i ty  so ld .  
Companies t h a t  went pub l i c  a l s o  benefi ted by being allowed t o  revalue the  
a s s e t s  c n  their balance sheet .  Because inves to r s  were not taxed f u l l y  on 
their investment i n  shares ,  they a l s o  benefi ted.  

For the f i r s t  s e v e r a l  years a f t e r  the implementation of these decrees ,  
the s tock  exchange grew, wi th  severa l  new l i s t i n g s  appearing each year. Then 
the  p r i c e  of o i l  plumneted, t a x  revenues decl ined rap id ly  and t h e  a11 decided 
t h a t  the p r i v a t e  s e c t o r  should be responsible  f o r  providing much of its own 
finance. The GO1 a l s o  r e a l i z e d ,  however, t h a t  Bank Indonesia 's  i n t e r e s t  r a t e  

- . regu la t ions  were i n h i b i t i n g  the flow of funds from inves to r s  t o  companies. I n  
1984, therefore ,  t h e  GO1 removed the  c o n t r o l s  on i n t e t e s t  r a t e s ,  maintained 
the tax-exempt s t a t u s  of time deposi ts  and removed t h e  t a x  incen t ives  f o r  
going public. lmmediateiy 6 t o  1 2  month depos i t  r a t e s  r o s e  t o  18-208 and 
prime lending r a t e s  t o  22-24%, where they remain tod2y. The l e v e l  of bank 
depos i t s  and loans increased subs tan t i a l ly .  Due t o  both t h i s  focus on banks 
and t h e  removal of t a x  incen t ives ,  the c a p i t d l  market declined t o  a stste of 
v i r t u a l  i n a c t i v i t y  throughout t h e  mid-1980s. 

During t h i s  time Bank Indonesia introduced two new s e c u r i t i e s ,  SBIs and 
%PUS, t o  t h e  money narket.  =Is a r e  short-term (one t o  t h r e e  month) Bank 
Indonesia b i l l s .  Bank Indonesia used .%Is a s  an open rrarket instrument t o  
c o n t r o l  the l i q u i d i t y  of t h e  banking sec to r .  SBPlls a r e  rediscounted bank 
paper w i t h  a maturi ty of up t o  180 days and a minimun denomination of 
$15,000. Banks can s e l l  t h e i r  %PUS t o  o t h e r  banks (although usual ly  they a r e  
s o l d  t o  Bank Indonesia) when they need t o  inc rease  t h e i r  l i q u i d i t y .  
Conversely, banks can purchase S61s o r  SBPUs when they have excess l i q u i o i t y .  
Neither  SBIs nor SBPUs a r e  t raded on the s tock  exchange o r  by t h e  pub l ic  i n  
general.  

I n  1987, a s  p a r t  of a broad deregula t ion plan,  t h e  GO1 announced a series 
of decrees t o  s t imula te  the c a p i t a l  market. The decrees c rea ted  a new 
over-the-counter market (Bursa P a r a l e l )  and l i b e r a l i z e d  t h e  -is t i n g  l is t i n s ,  
underwriting and t r ad ing  ru les .  

me over-the-counter market and s tock  exchange d i f f e r  i n  s e v e r a l  ways. 
I n  t h e  f o r m r ,  an i s s u e r  of s e c u r i t i e s  must have paid-up c a p i t a l  of Rp. 100 
m i l l i o n  and can be a new company. Ch i s s u e r  on t h e  s tock  exchange must have 
paid-up c z p i t a l  of Rp. 200 mi l l ion  and have be= p r o f i t a b l e  f o r  t h e  l a s t  two 
years. &nks tkt wish t o  go pub l ic  on either mrket m c s t  have been 
f i n s n c U y  sourd f o r  t h e  l a s t  two years and have mt Gank bamesia's c a p i t a  
dCer;ier;S fcr the lzst year, The o v e r - t h + w m t t r  rruiet is agcz'kd by 
PL rutjr: tc the i q u l s t o r y  overs ight  of BAF3PH. The so& amp is 
imb operated am regulated by BAFFPM. 

Far b'u*; EZ-)(E%, fSsue ,c~ must be Imoncsfan w a d  2nd mst ~ V L C E  
financial s ta tements  tnat are w i l e d  accaminp to - U y  a q a  
accounting p r inc ip les  i n  Indonesia, audited by an i n d q e n c e n t  puk l i c  
a c c o m t a n t ,  and a ~ a n f  cd by an  unconditional/unqualified opinion f o r  the  
last repor t ing  period, For the over-the-comter rr irket ,  an i s s u c ~  must subr;tit 
f inancial  statements covering t h e  period of its opera t ion o r  two y ~ z z s ,  
whichever i s  less. Fcr t h e  s tock  exchange, f i n a n c i d  statements c o v e r m  t h e  
last b o  y m  a r e  required. 



Underwriters on the over-the-counter market a r e  required t o  make a market 
(stand ready t o  buy and/or s e X  a specif ied amount of shares  o r  bonds a t  
pr ices  posted publicly by t h a t  pa r t i cu l a r  market maker) i n  s ecu r i t i e s  f o r  
which they a r e  the  lead underwriter fo r  two years, although there  is no 
s imi l a r  requirement f o r  the  s tock exchmge. Other underwriters and qua l i f ied  
f inanc ia l  i n s t i t u t i ons  may make a market i n  t he  s e c u r i t i e s  of t h e i r  choice. 
For an i s sue r  t o  obtain and maintain its l i s t i n g  on t h e  over-the-counter 
market, its secu r i t i e s  must have a t  l e a s t  two market makers. 

Current S ta tus  of the Financial Markets 

Stocks. Indonesia's s tock exchange current ly  lists 24 companies w i t h  a 
t o t a l  cap i ta l iza t ion  of approximately $100 million. Eighteen of these 
companies a r e  foreign j c i n t  ventures, th ree  or ig ina l ly  were [Xltch companies 
now l i s t e d  a s  Inoonesian firms, and only three a r e  t r u l y  domestic Indonesian 
companies. There have been no new issues  of equity s i n c e  1984 when t h e  
aforementioned tax incentives were removed. 

Few if any of the  l isted companies have gone publ ic  because they needed 
equity finance. Instead, they d i d  so  t o  take advantage of ex is t ing  tax 
incentives.  Additionally, foreign j o i n t  ventures went public t o  comply wi th  
laws requiring the gradual t r a n s f e r  of ownership t o  Indonesians and t o  obtain 
rupiah finance became t h e y  were prevented from borrowing rupiah local ly .  

# There a l s o  a r e  indications t h a t  some companies l isted i n  order t o  obtain t h e  
government l icenses  necessary f o r  expansion. 

A pos i t ive  development is t h a t  two listed companies a r e  s e l l i n g  
addi t ional  shares th is  year. There a l s o  2re indicat ions  t h a t  one o r  two new 
companies w i l l  s e l l  shares publ ic ly  before t he  end of 1988, although probably 
on t h e  over-the-counter market . ( A t  present, there a r e  no lis t i n e  of shares 
o r  bonds on this rarket, a s  i t  still is being designed and organized by 
PPUE.) This increase in a c t i v i t y  is a good ind ica t ion  of the increased 
i n t e r e s t  in the c s g i t a l  m r k e t  resu l t ing  from the December, 1987 reform 
package. 

Bonds. 6ond i ssues  have occurred every year s ince  1983. Through 1967, - 
16 separa te  bond issues  with a face  value of Rp. 536 b i l l i o n  ($317 mLllion) 
had been issued publicly. A l l  o f  t he  bonds .were issued by public s ec to r  
i n s t i t u t i o n s  -- W I N W ,  the  s t a t e  i ndus t r i a l  development bank; P.T. Jasa 
kq& the 'Loll r ~ d  authori ty;  and P,T. Papan Sejahtera ,  a middle income 

t housing firsncc i - t i t u t i a .  Jasa  Marga has been by f a r  the l c r f e s t  and most 
t requf f l t  ~ S ~ E T .  

LC=, irk& s c t c c  c a q x ~  w e r e  illwed t o  issue bancs f o r  thf 
f i r s t  t i m s  A p i i v z k l y  ~ r m d  hclding ampany and two j o i n t  ventures, a 
seas in^ m y  and a -bank firrancial irstitution (MFI), hzve done so  rn 
s e v d  otbcs phn  tr, sell bonds befcrr the end of 1988 on botr'l the stock 
@ X c t ; q p  md a v e r - w o u n t e r  mrket. JaSa Harga and 8APNXJ z l so  have issm 
new bonds W yEEr, mum 1988 t h e  most ac t ive  year ever f o r  deSt 
f i n a n c m  . Th? face value of bonds ~ t s t a n d i n g  has increased by 
apprcxirrstely Pq. 270 bf f l i on  ($160 mill ion) in 1968. 

All f inancizl  i n s t i t u t i o n s  t h a t  t rade s e c u r i t i e s  on t h e  stock exchance c r  
t he  o v e r - t h ~ w n t e r  market nus t  belong to PPLE. The membership rrow corrsists 
uf 7 goverrment, comnercial md development banks, I1 pr iva te  comnercial 



banks, 9 non-bank f inancial  i n s t i t u t i o n s ,  11 brokers and dealers,  and 
Danareksa. Bank Indonesia is an honorary member. 

Money Market. I n  the money market, SBIs, SBPUs and W I  prcudssory notes - 
remain the  primary s e c u r i t i e s  traded. Outstanding S8Is on March 31, 1987 
arnce:nted t o  $95,5 million. Government banks remain the l a r g e s t  buyers of 
SBB. SEPUs have an ac t ive  primary market but the  secondary market is 
inac t ive  and consis ts  of l i t t l e  more than repurchase agreements. 
Approximately 70 banks and NBFIs sell SBPUs t o  Ficorinvest ,  an MFI cjwned by 
Bank Indonesia, which e i t h e r  holds the  s e c u r i t i e s  u n t i l  they a r e  repurchased 
by t h e  i s su ing  k n k  or  rediscounts them t o  Bank Indonesia. Bank Indonesia 

' . then holds the  SBPUs u n t i l  they a r e  repurchased o r  mature. There is very 
l i t t l e  t rading of =Us among the  banks themselves. The t o t a l  amount of SBPUs 
outstanding on March 3l, 1987 was $571.5 mFllion. A t  t h a t  same time, the  
t o t a l  amount of MFI paper outs tanding was $583.5 million. 

The e f f e c t  of the  increased use of these money market s e c u r i t i e s  has been 
t o  s t a b i l i z e  the money market. Banks have reduced their dependence on the  
i n t e r b n k  m r k e t ,  causing interbank r a t e s  t o  become less vola t i l e .  

Commodities. The Indonesian .Commodities Exchange (ICE) current ly  t rades  
only rubber m d  coffee. Rubber is avai lable  either FOB o r  f o r  l o c a l  del ivery,  
but-coffee trades for  l oca l  delivery only. Both commodities a r e  traded only- 
through physicals contracts.  Futures contracts  a r e  not allowed. Physicals 
contracts  can, however, be traded f o r  future  delivery because t h e  ICE uses a 
retender system where contracts  can be bought o r  sold a s  long a s  they have not 
~ a t u r e d .  The ICE a l so  t rades  U.S. t e x t i l e  import quotas. . 

. - 
Trading on the ICE has not progressed rapidly f o r  a country tha t  is the 

second l a r g e s t  producer of rubber i n  the world and one of t h e  l a r g e s t  growers 
of coffee. During 1987 t h e  ICE traded 12,700 metric tons  of rubber FCB and 
2,000 metric tons fo r  l oca l  delivery valued a t  $9 mil l ion and $2.5 mill ion,  
respectively,  and 1,200 metric tons of coffee  valued a t  $4 million. 

2.2.3 Problem w i t h  and Prescr ipt ions  f o r  Indonesia's Financial Mzrkets - 
Indonesia's f inancial  markets a r e  underdeveloped; There is an extremely 

l imi ted  var ie ty  of s e c u r i t i e s  traded i n  t h e  money and c a p i t a l  markets, and 
there  z r e  no ac t ive  secondary markets. Although a c t i v i t y  has increased 
s l i g h t l y  recent ly ,  the  role of t h e  c a p i t a l  market rerains very srrall. Funds 
sA5U E Z ~  mobFlited pr inzrUy through the  banking system. Since the knks' 
f m  ZZ-P skrt kir, Wt no long-term debt o r  equity f i m n c e  i s  
'ar'q "- - - ' . F~u.Clr=$ t a k s  I o m  these funds based on c a l l a ~ d  WG 
1 3 ~ f f ~  r " ~ t i o r s f @ ,  rrct on projected cash flows; As a result, mcst 

e h i d y  lev~rccjed and s a d l  and mediun-scale enterprises z r ~  zWy m ~ b l d t o  obtain financing. Finally,  the Xf devclcp i n t o  an 
effP"f ve =c!kmp unLLil i t  allour futures  contracts  t o  be trsaed. 

Cve,xoming these problem w i l l  require a broad range of actiorrs. The 
fcUmincr List ranks sever& of We more critical act ions  acccxding t o  their 

A )  The 

Actions of Highest Importance t o  Address 
~ l J i ~ n C l . & L  PZTKfXS I T O U e T i S  

tax treatment of bank deposits, which a r e  current ly  tax-free, 



and c a p i t a l  gains, dividends and bond i n t e r e s t ,  which a r e  taxed a s  
regular income, should  be equalized. This would increase the  supply 
of funds i n  t h e  cap i t a l  market by increasing t h e  e f fec t ive  (post 
t ax)  re turn on investments. The demand f o r  funds would a l s o  
increase because the cos t  of financing would decrease when investors  
would no longer have t o  be compensated f o r  their tax exposure. 

B)  The regulatory process t o  approve the expansion of f a c i l i t i e s  o r  
investment of addi t ional  cap i t a l  should be quick and e f f i c i en t .  

C) Development of the cap i t a l  and comnodity markets has suffered 
becacse i n  each case a single g o v e r m n t  agency has been responsible 
f o r  both operating and zegulating t h e  market. These 
r e spons ib i l i t i e s  should be vested i n  separate  .organizations. The 
operational organization should operate, promote and self - regulate  
t he  market. The regulatory organization should have overal l  
regulatory respons ib i l i ty  and must concur with the self-regulatory 
measures adopted by the  operational organization. Furthermore, t h e  
divis ion of resp,msibi l i t ies  between MOF, BAPEPAM, PPLE and ICE 
should be c l a r i f i e d  and the skills of t he  professionals involved i n  
both operations and regulations should be strengthened. 

A country-wide campaign should be mounted t o  provide investors ,  
businesses and f inanc ia l  professionals wi th  education and t ra in ing  
i n  the cap i t a l  market. When investors  b e t t e r  understand both t h e  
need f o r  d ive r s i f i ed  por t fo l ias  and the  differences among i n t e r e s t  
income, dividend income and cap i t a l  gains, cap i t a l  f l i g h t  should not 
only decrease but e a r l i e r  f l i g h t  c a p i t a l  should re turn t o  . - 

Indonesia. Firms should l e a r n  how t o  i s sue  secu r i t i e s ,  and the 
rights and obl igat ions  resu l t ing  therefrom. Secur i t i es  s p e c i a l i s t s  
should be t ra ined through seminars, in ternships  and technological 
t ransfer ,  perhaps via j o i n t  ventures with foreign brokerage firms. 

2.2.3.2 Actions of Medium Importance t o  Adoress 
F i n a n c i d  Markets Problerrrs 

A) The PI rrarket should be expanded both i n  terms of t h e  var ie ty  of 
s e c u r i t i e s  offered and the nunber of f i nanc ia l  i n s t i t u t i o n s  
qual i f ied t o  be traders.  This would s t imula te  ac t ive  securities 
t rzcing a d  es t ab l i sh  benchark i n t e r e s t  r a t e s  against  which other  
dm E & ~ ~ E ! s  could be priced. It a l s o  would indiczte ttxt the  
Ki SEZZZ& . . &velapmerrt of the f inanc ia l  markets. 



Accounting standards should k ~pgraded  and Indonesian generally 
accepted accounting pr inciples  (GAAP) should be s t r en~ thened  and 
promoted. This  would improve f inanc ia l  disclosure  standards , help 
ensure the proper i n i t i a l  pricing of and subsequent accounting f o r  
investments i n  s e c u r i t i e s  and improve inves tor  confidence i n  t h e  
cap i t a l  market. It would &so help ensure t h a t  troding is not 
s t i f l e d  because investments i n  s e c u r i t i e s  a r e  incorrect ly  valued by 
accountants. It is cormon pract ice  t o  account f o r  investments i n  
s ecu r i t i e s  a t  t h e i r  initial purchase pr ice ,  not, a s  should be the  
case, a t  t h e i r  current  market value. I f  t h e  s e c u r i t i e s  have 
declined i n  value s i n c e  their purchase, s e l l i n g  would result i n  t h e  
recognition of a l o s s  which investors otherwise would not have t o  
recognize. I n  other  words, the prevail ing accounting pract ices  
discourage trading, especial ly  i n  a declining.market. 

The l ega l  system should be modernized and l e g a l  standards upgraded. 
The system should ellow f o r  the  perfection of a sec:urity i n t e r e s t .  
Security holders should f e e l  t h a t  they can enforce their r igh ts  i n  
court. 

Banking pract ices  and standards should be improved and bank access 
t o  c r ed i t  in for ra t ion  regarding poten t ia l  c l i e n t s  s.hould be 
expanded. Banks should be encouraged t o  follows prudent lending 
pract ices  and t o  ensure t h a t  borrowers a r e  not excessively 
leveraged. Firrns seeking bank loans (especial ly  gcwernment 
subsidized loans)  should not be allowed t o  exceed spec i f i c  
debt/equity r a t i o s  and/or should be -required t o  raise some of the  
funds through an accompanying i ssue  of secur i t i es .  When lending 
funds, banks should focus more on cash f l a w  and less on the  amount 
of the borrower's co l l a t e r a l .  Relationships between companies and 
banks o r  other f inanc ia l  i r s t f t u t i w r s  should be regulated s o  t h a t  
any lcans or  other t ransfers  of cap i t a l  between the two do not 
cfrcunvent o r  undermine prudent banking practices.  

2.2.3.2 Actions of Least Irrportance t o  Address 
klmnclal Markets Roblems 

A )  &nueksa l s  r o l e  i n  t h e  cap i t a l  market should be evaluated. Its 
l a r g e  ownership posi t ion,  representing over 50% of all  l isted shares  
znc ovez 3G% of dl l i s t e d  bonds, and its mutual fund c e r t i f i c ~ t e s ,  
whk9 --antee a y i e ld  of IS above time deposit  r s t m  and 
Y - e  any tfme a t  par, can lead t o  d i s to r t i ons  3.n s e c u r i t i s  

mii & w v s t  a actfve secondary market fm a e v e l o p x .  
1- -'s r e s p m s i t l l i t y  tz nzin'& price s tmbi.lity c m  M i t  

b w s t a m t  and traaing. The MW should consider a.Uewing privately  
am& nukel fmes t o  axpte with Danardaa. Finpay ,  &rc-zts 
r c c  zs bct2 an undmrikr am a mutual fwd should t~ exarrlinec; 
lxsczie cif the ptential anflicts of i n t e r e s t .  

8) Investment opportuni t ies  avail-e in Indonesia's capital ~ r k t t s  
should be p r m t e d  in te rna t iona l ly  and mechanism and p r o c e b c s  
should be i n s t i t u t e d  which can eas i ly  accommodate foreign inves tc rs  . 



The reluctance of Indonesian firms t o  d i sc lose  their f inanc ia l  
statements and/or t o  d ivers i fy  their ownership should be overcome 
through education and m a r k ~ t  development. Once the  cost  of cap i t a l  
i n  the  f inancial  markets becomes a t t r a c t i v e  r e l a t i v e  t o  t h e  cost  of 
a1 te rna t ive  sources of f inance and the  advantages of d ivers i f ica t ion  
obvious, these reluctances w i l l  more ea s i ly  be overcome. 

For t h e  c o r m d i t i e s  market t o  become ef fec t ive  and act ive,  commodity 
fu tures  contracts  should be int-3duced. 

As is obvious, the  development of Indonesia's f inanc ia l  markets depends 
on many diverse  actions of varying importance. Ivitt! reference t o  t h e  above 
l i s t e d  categories  of "Highest, Medium and Leastn, the  project  w f l l  address 
some of these  actions d i rec t ly ,  some through policy dialogue, and some e i t h e r  
not a t  a l l  o r  only i n  a l imi ted  way. By providing education and t ra in ing  f o r  
regulators,  f inanc ia l  professionals,  investors and others,  t he  project  w i l l  
d i r e c t l y  address t h e  problerrs of i n su f f i c i en t  skills and knowledge (highest C 
and Dl ana Least B and C). The project  w i l l  provide technical  ass is tance t o  
overcome the  problem of unsound o r  inadequate f inanc ia l  pract ices  (hedim A; B 
and El and Least A and D)  and policy discussions t o  overcome regulator 
problems (Highest A and ~ j .  The accounting and l e g a l  problem (Medim 8 and 
D) w i l l  not be d i rec t ly  addressed by t h e  project ,  unless they happen t o  be 
included i n  fu tu re  policy dialogue, i n  pa r t  because the World Bank and other  
in te rna t iona l  donors have pro jec t s  i n  these areas. Because funds for  
education and t ra in ing  w i l l  be avai lable  before the long-term consultants a r e  
i n  place, some actions which requi re  education and t ra in ing  w i l l  l i k e l y  occur 
first. Once the consultants a r e  residing i n  their counterpart organizations, 
t ra in ing  w i l l  continue and technical  ass i s tance  w i l l  begin. 

I n  conclusion, the preceding list of problems and prescr ipt ions  is not 
exhsustive and tray not contain c e r t a i n  act ions  which the long-term consultants 
will d e t e ~ d n e  t o  be cr i t ica .  The t ra in ing  and technical  ass is tance 
cofrponents of t he  prc jec t  a r e  aesigned t o  be su f f i c i en t ly  f l ex ib l e  s o  a s  t o  
allow f c r  the i n c l w i c n  o f  unfcrseen act ions  and/or the exclusion of actions 
mentioned here which m y  l a t e r  be determined t o  be of minimal importance. 

Although the  proELem confronting indonesials f h n c M  m r k e t s  a r e  
cmplex and la rge ly  . s t r u c t u r a l  in nature, they  can be overcome through a 
combination of policy refarms by the =I, s m  of which i t  has already 
i n i t i s t e d ,  and t e c h n i c d  ass is tance and training focused on key repulotory and , 

operating a e a s .  The gove,mentfs f inanc ia l  m k e t s  deregulation package of 
December 1987 provides strong evidence ttat t h e  GO1 recognizes and i s  



comnitt=d t o  making the changes necessary to  develop its c a p i t d l  markets and 
promote p r i v a t e  e n t e r p r i s e .  I n  a r ecen t  in terv iew wi th  the Far Eas te rn  
Economic Review, former 601 Coordinating Minis ter  f o r  Econorm-CAffairsALi 
Wardhana noted, however, t h a t  t h e r e  is a gap between pol icy  and 
implementation. He ind ica ted  t h a t  the w i l l  is there, but  a s s i s t a n c e  and 
suppor t  i n  developing a d d i t i o n a l  pol icy  reforms and irrplementing those r e f o r m  
a r e  needed. 

This  p r o j e c t  can be b e s t  described a s  i n s t i t u t i o n a l  (both t r a i n i n g  and 
t e c h n i c a l  a s s i s t a n c e )  and po l i cy  implementation a s s i s t a n c e  directed a t  
improving the investment, t r a d i n g  and r e g g a t o r y  environment f o r  f i n a n c i a l  

- markets, p a r t i c u l a r l y  t h e  c a p i t a l  market. Our approach w i l l  focus on 
suppcr t ing  continued GO1 po l i cy  reforms which f a v o r  iong-term c a p i t a l  
formation and t h e  s t r eng then ing  of market fo rces ,  and on e s t a b l i s h i n g  a s o l i d  
imple~nentat ion basis f o r  the expanded s tock ,  bond, money and c o m o d i t y  
markets, and f o r  t h e  i n f a n t  brokerage indust ry .  Inherent  i n  t h i s  approach i s  
t h a t  t h e r e  a r e  important r e a c t i v e  e f f e c t s  of  s t r eng then ing  t h e  market, smal l  
a s  i t  now may be, i n  that success  w i l l  l e a d  t o  f u r t h e r  deregulat ion.  

The r a t i o n a l e  f o r  t h i s  p r o j e c t  is c l e a r l y  s t a t e d  and supported i n  USAID1s 
CDSS f o r  FY 89 - FY 93. Major po in t s  emphasized i n  t h e  CDSS which t h i s  
p r o j e c t  addresses include:  

-- s t r u c t u r a l ,  long-term suppor t  f o r  increased employment and incomes; -- measures t o  inc rease  e f f i c i e n c y  and p roduc t iv i ty  of t h e  economy; -- suppor t  f o r  a s h i f t  of resources from t h e  p u b l i c  t o  t h e  p r i v a t e  
s e c t o r ;  and -- promoting a more open, market and trade-orierlted economy. 

Fur ther ,  this p r o j e c t  is of p a r t i c u l a r l y  high p r i o r i t y  f o r  t he  601 
became of its d i r e c t  l inkage  t o  t h e  promotion of  non-oil production capac i ty  
and exports .  W i l e  no o t h e r  donors are working d i r e c t l y  on the c a p i t ~ l  
rrzrket, t h i s  p r o j z t  is i l s o  highly complementary t o  s e v e r a l  r e l a t e d  donor 
~ f f o r t s  and t o  the o v e r a l l  I n t e r  Govermental  Group on Indonesia ( I G G I )  a c z l s  - ~- - 
cf e n c o u r a p i q  2 less regula ted ,  more productive &conmy. (A.I.D., UjI znc 
o t h e r  donor p r o g a r s  a r e  discussed i n  more d e t a i l  i n  Sec t ion  5 . )  

3.2 PROJECT GOAL AND #RPOSE 

The - a c a  cf  the F i n a n c i d  Markets R o j e c t  is t o  inc rease  t h e  a v a i l a b i l i t y  
c f  l o n g - t m  i n v e s t x c t  c a ~ i t a l  by s l p p o r t i n g  open f i n a n c i a l  rrzrkets. The 
c _ , ~ x E  D ~ C S E  5 tz i n c r k s e  t& nunher o f - a e t t  and equi ty  secuzities 2ffi 
m ~ l l t y  cziziI-c3 a=Xt ' ln  tG irwes+rr.;, and t o  i n c r ~ a s e  the t,rer'iq v c m  

* 
An active c- mrket  w a d d  also create a Unk between the pcbLLc 2m 

p r i v a t e  i n v s t m e n t  sectcrs, e s p e c i a l l y  ty providing an opportunity t o  s ~ l l  
e q d t y  s?ixes in SEs to W v i d u a l  Indtx,esian i n v e s t o r s ,  employee ~ o q s ,  
cooperat ives c r  o"ch~r p r i v a t e  organizat ia ' ls .  The approach t o  this p r o j e c t  
w i l l  t he re fo re  inc lude  suppor t  f o r  SGE deregu la t ion  a c t i v i t i e s ,  p e r h ~ p  
inc lud ing  a f u t u r e  c e i e g u l a t i o n  fund. B e c a s e  t k  d e t a i l s  of this fund are  
s t i l l  under c!kassion, it is a n t i c i p a t e d  t h a t  it w i l l  be described a m  funaea 
under a f u t u r e  p r o j e c t  anendnent. 



3.3 R E C T  OUTPUTS 

Major project  outputs w i l l  be a s  fallows: 

3.3.1 Market Derequlation - 
A major portion of t h i s  p ro jec t ' s  resources w i l l  be directed toward 

support f o r  continued GO1 deregulation of f inanc ia l  markets and f o r  ad jus t ing  
t h e  ro les  of the  MOF, BAPEPAM, Danareksa, and Bank Indonesia (B I )  as necessary 
t o  b e t t e r  regulate  2nd promote the cap i t a l  market. Conversely, t h e  p r iva t e  

- sec tor ,  including PPUE, w i l l  gradually assune grea te r  respons ibUi t ies  f o r  
market development and operation. Throughout this project ,  t h e  GO1 w i l l  take 
t h e  lead in i n i t i a t i n g  reforms, w i t h  project  resources provided t o  support 
such actions. The major regulatory outputs and reforms which might be 
an t ic ipa ted  during t h e  l i f e  of project ,  among others ,  are: 

a. 9eviewing BAFEP19M1s regulatory and operational functions, and 
providing a d e a r e r  de f in i t i on  of t h e  division of regulatory r e spons ib i l i t i e s  
among agencies involved. 

b. Strengthening t h e  technical  cap i t a l  markets s k i l l s  of hOF and 
BAPEPAM s t a f f ,  a s  required f o r  t h e i r  regulatory role .  

c. Making, as  possl.ble, t h e  f i s c a l  and monetary regulations become more 
equal f o r  long-term cap i t a l  investment. This may include changes i a  pension 
and insurance investment guidelines,  reviewing tax dis incent ives ,  evaluation.  
and possible revision of BKW investment ru les ,  and recommendations on leg21 
changes which would allow t h e  perfect ion of a s ecu r i t y  i n t e r e s t .  

d. Promoting Danareksals r o l e  a s  a mutual fund f o r  individual investors  
while r e i n g  its favored s t a t u s ,  res t ructur ing its c e r t i f i c a t e s  and 
l iqu ida t ing  its unpledged port fol io .  

e. Reviewing the operational and regulatory functions of t he  ICE, w i t h  
the  operational functions preferably being handled by the pr iva te  sector .  

CIdditional descr ipt ion and analyses of these organizations and the 
regulatory regime may be found i n  Annex E. 

Gm ths W& m y  of capitzl i n  Indonesia is l k ~ e ,  e s p c c y  I f  
WfmU -ittl f7-s e-  include^!, th i s  output is directed a t  t.Jttnrtn2 - 
tbe L?E3&c5m of wftd by inaeasing the  f l o w  of funds ttsw@ the 
c q z i t d  r - z t  i n t o  lmg-term invesbnents. hhile severdl of the m a t c r y  
chaps  tft& &me w r l l  stirmlate this process, there are policy, 
* t i k !M mcl pnmtion& actfms whFcfi also will be r ; m s e d  by t he  
I .  These include: 

a. Geveloping standards and pract ices  t h a t  encourage p o a i o n  and 
insurance firm to divers i fy  t h e i r  por t fo l lus  and inves t  in debt and equity 
issues.  This would cover not only corrpany-specific po l ic ies  but a lso  
inplenentation ass i s tance  t a  the a31 f o r  the soon-to-be-enscted pension and 



insurance  l e g i s l a t i o n ,  t h e  development of which h3s been supported by t h e  
Agr icul ture  and Rural Sector  Support Program (ARSSP) . 

be Reviewing bank r e s e r v e  requirements and r e v i s i n g  l i q u i d i t y  r a t i o s  t o  
permit  a wider range of r e s e r v e  investments by banks. 

c. Increas ing i n v e s t o r  i n t e r e s t  i n  e q u i t i e s  and bonds through 
educat ional  and promotional campaigns. 

d. Expanding ind iv idua l  and fo re ign  i n v e s t o r s '  access  t o  t h e  c a p i t a l  
market through: t h e  establishment of na t iona l  (a p o r t f o l i o  of  Indonesian 

' . s e c u r i t i e s  f o r  domestic i n v e s t o r s )  and i n t e r n a t i o n a l  (a p o r t f o l i o  of  t 'oreign 
s e c u r i t i e s  f o r  domes t i c  i n v e s t o r s )  mutual funds a s  well a s  an Indonesian Funa 
(a p o r t f o l i o  of Indonesian s e c u r i t i e s  f o r  f o r e i g n  i n v e s t o r s  ) ; i n t o r n a t i o n a l  
l i n k a g e  of t h e  s tock,  bond and/or comnoaity markets; changing t h e  s t r u c t u r e  of 
c e r t a i n  Danareksa fund c e r t i f i c a t e s ;  and o t h e r  mechanisms which would a t t r a c t  

a new inves to r s .  

em Working w i t h  Bank Indonesia t o  i s s u e  a wider v a r i e t y  of b i l l s ,  notes  
and bonds. 

f .  Creat ing a Bank Indonesia National Credit F i l e ,  i n i t i a l l y  a v a i l a b l e  
t o  i n s t i t u t i o n s  but perhaps l a t e r  t o  p r i v a t e  i n v e s t o r s  a s  wel l ,  which w i l l  
s e r v e  a s  an independent source  of information concerning t h e  credi twor th iness  
of  f i rms.  

303.3 Improved Trading h p a b i l i t y  and S t r u c t u r e  - 
The major a c t o r s  involved i n  t r ad ing  s e c u r i t i e s  a r e  the  b r o k e n  and 

d e a l e r s ,  underwriters ,  Danareksa and Bank Indonesia. The M O F  is a l s o  involved 
through t h e  regula tory  process. The outputs  of t h i s  p r o j e c t ,  i n  a d d i t i o n  t o  
the regula tory  changes noted in S e c t i o m  3.3.1 and 3.3.2, w i l l  i nc lude  a c t i o n s  
t o  s t i m u l a t e  t rading.  h h i l e  p r i v a t e  s e c t o r  s e c u r i t i e s  f i r m  should become 
s e l f - s u f f i c i e n t  i n  t h e  medium-term, t h i s  p r o j e c t  will suppor t  t h e i r  
development during t h e  near-term when t h e  rrarket w U l  be t h i n  and t h e  
e x p e r t i s e  lacking.  Addit ional  means of promoting the supply of securities 
w i l l  be t o  encourage the de regu la t ion  of s t a t e - w n e d  e n t e r p r i s e s  (SGEs) 
through the  s a l e  of e q u i t i e s  on t h e  s tock  market, and to  work wi th  f i rms 
consider ing  c a p i t a l  expansion but  uncer ta in  of f inancing d t e r n a t i v e s .  h h i l e  
t h e  propcsed SOE deregu la t ion  fund w i l l  be t h e  s u b j e c t  of an  FY €!9 amendment, 
this a c t i m  is s t i l l  included b e l w  a s  an i n t e g r d  p a t  of this pro jec t .  
Specific oufquts w i l l  include:  

be E n c m r q i n g  t h e  ha t iona l  Development Bank (i%?IhDG), R e g o n 2  
Development h n k s  (SFDs) and t h e  GO1 Venture &pita Conpsnj (PI E t b a n d  t o  
sell equ i ty  they hald i n  Indonesian corpanies t h o u g h  the stock irzrket. 



c. Establishing a nationwide automated c e n t r a l  accounts f u m t i o n  and 
check c lear ing  system by continuing t o  -port Bark Indonesia's ongoing 
program. (This program is current ly  receiving technical  ass is tance from the  
Federal  Reserve BaW of Dal las  under the Pr iva te  Sector  Develapment Pro jec t  
(4974329) .) 

d. Expading the var ie ty  a d  mber of f i n s  granted access t o  t rade  i n ,  
Bank Indonesia money market instrument s. 

e. Encouragiq the deregulation of SOEs t h r o q h  equi ty  sales.  

f .  Supporting Danareksa's e f f o r t s  t o  sell  i ts unencunbered shares  i n  
conpanies l i s t e d  on the stock exchange. 

g. Inproving pr ivate  sector  f i n a m i a l  managers' awareness arrj s k i l l s  i n  
using c a p i t a l  and commodity markets t o  raise funds and s t a b i l i z e  prices.  

h. P e n i t t i n j  fu tu re s  cont rac t s  t o  be traded through the ICE. 

Inputs  f o r  this pro jec t  w i l l  cons i s t  of t echnica l  assistance,  t r a in ing  
and c m o d i t i e s .  I n  addit ion,  thc..;2 may be a deregulation fund t o  be 
described i n  the  proposed M 89 Amendment. Promotional =port, a l thowh a 
somewhat d i s t i n z t  i r p u t ,  i s  b r d e n  down below i n t o  i ts  technical  ass is tance,  
t r a in ing  ard commodities cocrponent s. 

3.4.1 Technical Assistance - 
The technical  ass is tance team t o  be es tabl ished under tk projec t  w i l l  

act 2s 2 project  managenent un i t  with e s p o n s f b i l i t y  f o r  managing and 
comY11mtLq a l l  irputs including t ra in ing  ard commodities. Likewise, t he  
tern will be respons ibk  f o r  the f u l l  range of pro jes t  outputs, encorrpassirg 
elements of policy irrplenentation, i n s t  i t u t i o n a l  develapment ard pranot ion. 

The core  team w i l l  cons i s t  of six long-term experts  reporting t o  t h e  
D k t t -  C e n e x l  f o r  M x e t a y  Affairs ,  W. The team ( h e n  calkd the  M3F 
~ Z T )  WZ CUflde of t !  f d l 0 d ~ :  

b. D e m t y  Chisf of Party/Rwulatary Advisor - Acting as t he  d 
Pzrty's a k t z  egc, t n i s  posi t ion w i l l  be reserved for an Indonesian 
pr?fes*d e l l - v e r s e d  i n  t% k a l  k g a l  ard regulatory s y s t s m  rho can 
he$ e n s 4  t h a t  docmentation and recannerdations are appropriately d e s i g n 4  
a d  strucLmd f o r  Zndonesia. 

c Investment Analyst -- This ex?ert w i l l  work p r i m a i l y  with investors,  
e q x c l a l l y  the  pensLon a m  ins l rance  corpanies and Damreksa, on por t fd l io  
mamgement ard pranotion programs. 



d. Trade and Underwriting S p e c i a l i s t  -- This person w i l l  work c l o s e l y  
wi th  t h e  p r i v a t e  brokers and u n d e m r i t e r s ,  PPUE, and p r i v a t e  f i r m  d e s i r i n g  t o  
list on t h e  markets. He/she w i l l  a l s o  develop educat ional  program f o r  market 
promotion. 

e. Training/Promotions Manaqer -- This person w i l l  a r range  f o r  and 
manage a l l  short-term t r a i n i n g  programs, promotional campaigns and l o c a l /  
regional  seminars and workshops a s  described i n  Sec t ion  3.4.2. 

f . Adminis t r a  t ion/Logis t ics  Manager - This person w i l l  coordinate  and 
manage a l l  aspects  of corrmodity procurement f o r  t he  p r o j e c t  and l o g i s t i c a l  

. suppor t  f o r  the team. 

The MOF team w i l l  be augmented by s u b s t a n t i a l  short-term exper t i se .  It 
is a n t i c i p a t e d  t h a t  t h i s  short-term a s s i s t a n c e  w i l l  be j o i n t l y  funded by this 
p r o j e c t  and t h e  PRE Bureau F inanc ia l  Markets R o j e c t .  The total l e v e l  of 
short-term a s s i s t a n c e  f o r  t h e  p r o j e c t  team is est imated a t  60 person months, 
of which we a n t i c i p a t e  t h e  PRE Bureau w i l l  f inance  25 percent  under buy-in 
arrangements. These arrangements w i l l  c o n s i s t  of USAID preparing PIO/Ts f o r .  
submission t o  AID/W f o r  con t rac t ing  ac t ion .  Short-term a s s i s t a n c e  a n t i c i p e t e d  
dur ing t h e  l i f e  of p r o j e c t  under t h i s  team is: 

+ Deregulat ion of SOG -- 24 p/m 
+ Comnodity Market Experts 
+ Stock/Bond Experts 
+ Pension/Insurance Experts - 6 p/m 
+ Regl;latory/Legal Experts -- 6 p/m 

An Indonesian s u b c o n t r a c t o r  w i l l  a l s o  be assoc ia ted  w i t h  the MGF team. 
TRis firm's r e s p o n s i b i l i t i e s  w i l l  inc lude  t h e  a c t u a l  conduct/implementation of 
dl promotional campaigns, workshops and seminars t o  be held i? Indonesia. 
This sub-emt rac to r  w i l l  be supervised  by t h e  MOF team Training/Promotions 
Manager. S p e c i f i c  t a s k s  w i l l  i nc lude  developing TV, r a d i o  and/or newspaper 
a d v e r t i s i n g  and promotional campaigns sponsored by t h e  GO1 and the  ind iv idua l  
f i n a n c i a l  markets, and handling p u b l i c i t y  and l o g i s t i c s  f o r  local workshops 
and seminars. 

+ M t i m a l  C & i t  File -- 24 p/m 
+ Money Markets - 6 p/m 



Bank Indonesia t r a in ing  programs will be funded under the  B I  contract ,  
but w i l l  be administered by the MOF team Trainlng Manager a t  the request of 
Bank Indonesia. 

The Scopes of Work f o r  the  t e c l n i c a l  ass is tance can be fourd i n  
Annex 0 .  

3.4.2 Training 

There will be a major t ra in ing  program urder this project ,  comprised of 
short-term overseas t ra in ing ,  and l o c a l  workshops and seminars. The proposed 
content of these programs i s  a s  follows: 

Short-term overseas t ra in ing  will be provided f o r  approximately 150 
pa r t i c ipan t s  over the U t e  of the project .  Th i s  t r a in ing  w i l l  be targeted a t  
t h e  regulatory agencies-+OF, BAPEPAM, Baqk Indonesia and the  ICE; - 
i n s t i t u t i o n a l  investors ,  e q e c i a l l y  pension a d  i n s m a m e  cocrpanies; and the 
underwriting/tradirg sector,  including PPUE, brokers and dealers ,  and 
Damreksa. Regulatory pa r t i c ipan t s  w i l l  focus  on t ra in ing  through 
organizations such a s  t h e  SEC, Federal  Reserve, FDIC, and U.S. Treasury. 
I n s t i t u t i o n a l  inves tors  w i l l  receive t r a in ing  through o rgan iza t ims  such a s  
major banks and investment houses, pension and insurance f ins,  and t ra in ing  
o r  regulatory bodies involved i n  the  investment f i e ld .  The i s s u e r k r a d e r  
t ra in ing  would be targeted a t  major brokerage houses, mutual funds, N4Sl 
( W c h  operates  t h e  U.S. OTC market) ard s imilar  t rading organizations. 

Assuniq the  average overseas short-term t ra in ing  period w i l l  be one 
month, Table 1 a o w s  t h e  estimated t ra in ing  person months per  pro jec t  year f o r  
the three above mentioned t r a inee  categories.  

Project Year 

s e k t i m  of tr&mes dl1 be j o i n t l y  decided by MCF, 3ank Inem?sf=, 
tix M3F advisrry kam ard 51 expert, with  amal  L-21dq plans be- --zed 
by each p z r t 3 d p a t i q  agency. As mted abwe,  the M F  &ismy tmt wfll be 
m v o n d b l e  f o r  the i n p l e m t a t l o n  ard backstopping of a i l  training p q i a s ,  
The G D I  will be e x p c t e d  to f fnarce  in t e rna t iona l  a i r  f- f o r  all GO1 
erployees. A l l  pr iva te  sector  pa r t i c ipan t s  w i l l  k trzfred on a cost-frai ing 
trasis, with the pr iva te  sector  p a y i q  a m i n l m u n  of = of t o t a l  bani- 
costs. A.I.D. Hardhook 10 *a l l  apply f o r  a l l  oversas  t d n i n g .  



Local workshops and seminars dl1 be espec ia l ly  inportant  i n  terms of 
increasing public awareness of t6e bene f i t s  of d ivers i f ied  f i n a n c i a l  markets 
and reinforcing a pos i t ive  image a s  charges are introduced; in f  oxming and 
educating investors  of the  process ard opportuni t ies  r e l a t i n g  t o  new 
investments; and presenting pr iva te  businesses needed information on the  
process ard benef i t s  of r a i s ing  c a p i t a l  through the finarrcial  markets. We 
an t i c ipa t e  four  o r  f i v e  major workshops and seminars per year, some of which 
w i l l  be presented severa l  times i n  regional  cen te r s  such a s  Surabaya, Medan, 
BanJung, U jung Pardang and Derpasar t o  he lp  p m o t e  investment and business 
growth throughout Indorresia. A s  noted i n  the Teclnical  Assistance sec t ion  

.. above, these prograqs will be developed arrd managed unQr the M F  consultancy 
team. 

I n  addi t ion t o  t h e  foregoing workshops and seminars, the pro jec t  will, 
sponsor a pre-i rrplementation seminar i n  October o r  N o v m k  r 1988, which will 
cover basic  implementation issues ,  t o  i n c l d e  pro jec t  impact tracking. 
Pa r t i c ipan t s  will include a l l  re h vant p a r t i e s  t o  project  inplement ation,  
e-g. ,  MOF, Damreksa, PPE, Bank Indonesia, Bapepam. 

3.4.3 Commodities 

There w i l l  be a r e l a t i ve ly  m a l l  canmodity procurement program under t h i s  
project ,  t o  be funded and managed throuQl the  consult ing contracts .  
Commodities w i l l  cons i s t  of microcomputer hardware a d  software t o  a s s i s t  PPUE 
or  its operational equivalent i n  es tab l i sh ing  its broker and d e a h r  network 
ard t h e  ICE i n  i ts  t rading a c t i v i t y  needs; promotional mater ia l s  and 
advertisements re la ted t o  t h e  educational carrpaigns f o r  inves tors  and I l s t e r s ;  
and l imited s q p o r t  commodities f o r  the consult ing personnel smh a s  vehic les  
and corrputers. I n i t i a l  es t imates  have been prepared by Emst and Whinney 
urder a l o c a l  4 C  f o r  t h e  computer needs of PPLE ard urder other  contract  
arrangements by P o e r s  Research, Inc., f o r  t h e  ICE. Hoever ,  s f m e  the  
regulatory ard w e r a t i o n a l  enviroment of t h e  exchaqes  may be nor'iYiA during 
t h e  i n i t i a l  phase of t h e  project ,  USAID dl1 review t h e  approved h;sirress 
plans  f o r  P P E  ard the  ICE p r i o r  t o  procurement of carputers  o r  softwe. 
Further  d e t a i l s  on commodity purchases and budget can be found i n  Section 4. 

By the end of this pro jec t ,  in September 1994, ke ant ic ipa te  that t% 
r e s u l t s  set f o r t h  i n  Table 2 dll have k n  -Lev&. The plan for ev-&cjU 
the p r s s  made t o m r d  ac!!izvirg t h e  can i o ~ r r ?  In *&la: 5.  



End or Project Status  

1. A permanent end l o n p r a n w  
regulatory e n v i r m n t  for stocks,  
bonds a n d c o m n a d i t i e s ~ l l l  I w e  . 
been establ ished with operational 
r e spons ib i l i t i e s  separaled from 
regtda tory authority.  
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2. A t  l e a s t  f ive pr iva te  broker/ 
dea le rs  w i l l  be ahle t o  operate 
prof i tab ly  from broker/dealer 
business alone. 

3. A t  l e a s t  one new stock and two 
new bond i s sues  w i l l  be marketed 
each month, with everege da i ly  
stock t rading volme reeching 
50,000 shares per day, and t o t a l  
s tock  and bond market cap l l i za t ion  
increasing to a t  l e a s t  Pp. 5 t r i l l i o n .  

4. Comrodity futures ancl a t  l e a s t  
two new cmnodi t ies  w i l l  be traded 
on the ICE. 

5. A nationwide automated clxck- 
c lear ing  sys  teln w l l l  be aperotional. 

6. Pension and irsura~we canpa- 
nies  w i l l  grow by 5U% slwJ increase 
tote1 stock and Lnn~d IwlrJ.lngs t o  30% 
of t h e i r  port fo l ios ,  re l~resen t ing  
Rp. 3 t r i l l i o n .  

7. k n a r e l s a  w i l l  retluce the 
percentage of .' '- ~ r t f n l l o  whJch 
is unpledged a1  re 
and increase 1 

I 1. I 

Current Status  

1. BAPEPAM and ICE both regulate  and 
operate their respective markets. 
Pr ivate  dealers  (PPUE) have yet 
to list any secur i t i es .  

2. Although there a r e  about 20 broker/ 
dealers ,  only one is able  t o  p r o f i t  
from broker/dealer business alone. 

3. No new stock i ssues  s ince  1984. 
Average da i ly  t rade  is 8,000 shares. 
Total stock and bond asse t s  a r e  
almost Rp. 1 t r i l l i o n .  

4. Commodity futures  trading current ly  
not authorized. Only rubber and 
coffee a r e  traded. 

5. Checks a r e  c leared manually through 
a cen t r a l  c lear ing  house. 

6. Stock and bonds row account fo r  
less than 10 percent (Rp. 650 
b i l l i o n )  of insurance and pension 
fund investments . 

7. F i f t y  1 ' ;3anareksa1s equity 
port  TO. DC' pel. Danareksa Is 
cert. a laranteed re turn  
and I and onlly 14% 

S. 

Means of Verification 

1. Operational char t s  f o r  
BAPEPAM and ICE. 
Operational s t a t i s t i c s  
for  P W  or  brokers. 

2. Income statements, 
PWE or  BAPEPAM 
s t a t i s t i c s .  

3. BAPEPAM/MOF/PWE 
s t a t i s t i c s .  

4. .ICE, Ministry of 
Trade records. 

5. Bank Indonesia 
records. 

6. W records. 

7. Danareksa, MW 
s t a t i s t i c s .  



The t o t a l  
grant funds of 
(equivalent). 

budget fo r  t h i s  project is $12.0 million, c q r i s e d  of A.I.D. 
$9.0 million and local contributions of $3.0 million 
Local contributions are t o  include cash and i n - k i d  i routs  from 

both the Ministry of Fimnce and Bank Irdonesia and cash i rputs  f r m  PPE, 
pension ard insurance firms, and other private sector participants. Budget 
calcuiations are based on the following: 

Technical Assistance . The unbrella technical assistance contracts with 
M F  and aank Indonesia are t o  extend over f ive  years. Although vir tually a l l  
project f u d s  except the i w k i t d  support, private sector contributims, an3 
evaluation/audit and contingency funds w i l l  be provided tPrough the mSrella 
contracts, the contract budget wUl be segmented t o  track tc r ;n lca l  
assistance, training and commodities expenditures. 

Long-term advisors have been budgeted a t  $215,000 per year, inclusive of 
allowames, overhead, fees and other direct  costs. This is  believzd t o  be a 
reasonable avenge cost, although several of the lead advisors may ell have 
relatively h igh  sa lar ies  given the salary levels of experts i n  the financial 
sector. It i s  anticipated there may be a need fo r  a t  leas t  one salary waiver 
t o  exceed the FS-1 pay cap. Short-term salar ies  are budgeted a t  $15,000 per 
month including a l l  expenses, t h i s  again being an average only. The budget 
fo r  the local subcontractor fo r  promutions/workshops is estimated a t  $70,000 
per year for 5 years. 

MOF ard Ba* Indonesia w i l l  provide $1,250,000 i n  di rect  contract costs 
t o  support the technical assistance teams. In addition, they w i l l  provide 
ir+kird contributions valued a t  $400,000, which w i l l  consist uf otf i re  space, 
furniture and equijment, and local s taf f  support f o r  the teams. 

F 9  . Short-term overseas training is estimated a t  $10,000 per 
month as on an average one-month training period. This budget figure 
covers a i r '  fare, per diem, tui t ion cost a d  miscellaneous expenses. A l l  a i r  
fares are t o  be paid urder the local contribution portion. A l l  per diem shal l  
be a t  stanjard A.I.D. rates. Tuition costs w i l l  vary widely, but again are 
anticipated t o  be r e l a t i ~ l y  expensive from our experience i n  f f r c r r i a l  s c t a ;  
training. 

Conwditks. The ??E a-d E canputez --';I& is estfinatsd ta 
ust m , 0 u o ,  W e s  dl1 harrtwan, lPS, LAN m r ,  s&twa,a 
development (subcontract), mainternme ard training. PPLE costs w i l l  be 
s h a r d  50/50 between A.I.D. and FPUE. Cost-sharlrrp b e t e n  A.I.D. and t k e  
ICE, a GO1 entity, i s  covered und~,: noznal countt?~&rt funding a r r a q m n t s  a f  
the -nt. Publications, a d v x t i s m n t s ,  TV and radio promotions a x  budgeted 
at  $70,000 per year for  5 years. The consultant support commodities include 
~p t o  four wurk vehicles 2nd microcor;puters/word processors for  the office. 

Life of project funding estimates are given i n  Table 3. Table 4 
illustrates the estimated value of t he  lrputs as they relate t o  specific 



outputs. Tables 5 and 6 provide the schedule of estimated annual obl igat ions  
and commitments, and disbursements respectively,  f o r  t he  l i f e  of project .  It 
should be noted t h a t  a l l  comnitments will be made well within an 18-month 
period a f t e r  obligation,  t h e  technical  ass is tance contracts  being the  only 
major commitments planned. 

Method of  Financing. I n  Table 3 it should be noted t h a t ,  sub jec t  t o  a 
success fu l l  USAlD review of G O 1  contracting procedures, all item under 
Teclnicai  Assistance, Training and Commodities will be funded under host  
country technical  ass i s tance  contracts  (HCCs). All HCC payments w i l l  be made 
by A.1.D. d i r ec t l y  t o  the  contractors ,  based on MOF ce r t i f i c a t i on .  Pr io r  t o  
executing t he  uribrella HCCs, some l imi ted ,  d i r e c t  Ae1.D. contracting f o r  
s e l ec t ed  t ra in ing  and short-term technical  ass i s tance  nay a l s o  occur. 
Evaluations and audi t s  w i l l  be paid by d i r e c t  payment procedures using A.1.D. 
d i r e c t  contracts.  



TAeLE 3: TOTAL PROJECT W I N G  BY CXWtIW ($000) 

TECHNICAL ASSISTANCE 
a. Long-Term: 

1 0  p-y x $225 000/year 
(2 Team Leaders j 
5 p-y x sl10,000 
(Deputy mief of Party) 
I5 p-y x 6170,000 . 
(Investment, Trading and 
Training Experts? 

5 p-y x $20,000 
(Admin/Logis tics Mgr. 

Sub-total 
b. Short-Term: 2/ 

90 p-m x b15,000/month- 
c. Promotion Subcontract 

5 years x $70,000 
d. In-kind Suppcrt 

TRAINING 
n o r t - ~ e r m  Overseas 

COI.MODITIES 
a. Conputers/Sof tware 
b. Sublications/Ac!s 
c. T/A Vehicles, Equip. 

CONTINGENCY 

A.I.D. HOf BI 0Tt-d'  TOTFL - -  - - -  

1/ PWE and other pr iva te  s ec t c r  p r t i w t s .  
Exduiies a p r z x h a  t e l y  30 b n  t o  be cenkdly-funded under RE SL-~ - Financial  Markets R o j e c t .  

TAsLE 4: CCSTING OF P R E C T  OUTfWS/INPUTS ($an) 

m c d l  Assistam= 
Training 
C t n v n d  t i e s  
Ccntinpncy 
Sub-Total 

PRaKCT OUTPUTS ' 

OPE& INEmml TRACE T D T L  
urn - StPP-Y W k C V  





Thi s  s e c t i o n  describes the r e l a t i o n s h i p  of  the Financia l  Markets P r o j e c t  
t o  A w I w D w ,  GO1 and o t h e r  donor programs and p r i o r i t i e s .  

F inancia l  rarkets development r e l a t e s  d i r e c t l y  t o  AmImDw's o v e r a l l  g a i l  
of promoting broad-based and s u s t a i n a b l e  income growth and employment 

.- genera t ion ,  and mre s p e c i f i c a l l y  t o  t h e  promotion of  the p r i v a t e  s e c t o r  a s  
t h e  most e f f i c i e n t  means of  a t t a i n i n g  growth i n  income and efrployment. Finnly 
l i n k e d  t o  those  o v e r a l l  goals  is t h e  Financia l  Markets P ro jec t ' s  g o d  of 
i n c r e a s i n g  t h e  a v a i l a b i l i t y  of  long-term investment c a p i t a l  by support ing opon 
f i n a n c i a l  markets. 

I n  January 1988, Aw1.D. i s sued  a d r a f t  po l i cy  paper on f i n a n c i a l  msrkets, 
i n d i c a t i n g  its growing awareness of the c r i t i c a l  r o l e  these markets have i n  a 
well functioning p r i v a t e  s e c t o r .  This paper p a r t i c u l a r l y  stresses t h e  r a l e  
which f i n a n c i a l  markets play i n  mobil izing domestic resources ,  i n t e g r a t i n g  
domestic and i n t e r n a t i o n a l  f i n a n c i a l  s y s t e m ,  and promoting democratic 
i n s t i t u t i o n s  and widespread ownership. The d r a f t  po l i cy  paper goes on t o  
stress pol icy  and i n s t i t u t i o n a l  development a s  t h e  key p o t e n t i a l  Aw1.D. 
i n t e r v e n t i o n s  i n  f i n a n c i a l  markets. I n  reviewing t h i s  pol icy  document, it is 
concluded t h a t  not onl , t  is  USAID1s proposed F inanc ia l  Markets P r o j e c t  f u l l y  
c o n s i s t e n t  wi th  A w I w D w  po l i cy  but  it a l s o  is  on the leading.  edge of A m I o D o ' s  
evolving p r i v a t e  s e c t o r  s t r a t e g y .  As such, we be l i eve  a success fu l  f insnc ia l '  
markets p r o j e c t  i n  Indonesia w i l l  provide valuable i n p u t  i n t o  f u t u r e  A.1.D. 
p rogram worldwide. 

USAID/Indonesials Country Development S t ra tegy  Statement (CDSS), 
completed i n  January 1988, sets the s t a g e  f o r  USAID1s f ive-year  program f o r  FY 
8 W Y  93. Given t h e  c u r r e n t  progress  and p t e n t i a l  o f  Indonesia 's  p r i v a t e  
s e c t o r ,  the COSS s t r o n g l y  r e f l e c t s  A. I.D. I s  o v e r a l l  s t r a t e g y  of achieving 
incorr~e and enployment growth by inc reas ing  the r o l e  o f  t h e  p r i v a t e  s e c t o r  ana 
open markets. I n  suppor t  of t h e  Mission-wide godl of  employment and p t h ,  
e f f i c i e n c y  and produc t iv i ty  a r e  c i t e d  a s  the primary means of achieving this  
goal.  F inanc ia l  markets development, by its impact on the  e f f i c i e n c y  and 
p roduc t iv i ty  of  both f i n a n c i a l  markets and productive e n t e r p r i s e s ,  s t a n c s  2s 
me of t h e  c e n t r a l  p ro jec t  i n t e r v e n t i m  in USAID1s five-year plan. R6.s Fc 
supported i n  the CDSS by e x p l i c i t  references t o  opening f i n a n c i a l  asrk~ts  
throughout  the sub-goal entitled "Support a more open, less recd~t~tc! - rid== 
a d  d e n t e d  ecommy, inte-y and exterrsU.y." 

The U S  a l s o  establishes s e v e r a l  pro- criteria w h i c h  sre to be 
er:&2sired over the next  f ive y e m .  7hese zce: 

1. Mere a t t e n t i o n  t o  macro, s-, sM ard. ms-sectcxd concszzs 
-- A s  is aacressecj i n  various s e c t i o n s  t h r o u p o u t  this FF, f i n ~ n c i a l  rackets 
development w i l l  have a broad, macro and mrlti-sectoral iinpact. This impact 
s h a d  extend well beyond t h e  finmcial s e c t o r  itself, producing long-term 
b e n e f i t s  f o r  o t h e r  Aw1.D. s e c t o r s  inc lud ing  a g r i c u l t u r e ,  h e s l t h  and 
education.  Mission p r o j e c t s  which w i L l  b e n e f i t  i n c l u a e  t h e  ho l r ing  Guarantee 
R o g r a m  due t o  the r o l e  o f  t he  c a p i t a l  r a r k e t  i n  c r e a t i n g  a more favorable  
p u b l i c  investment c l imate ;  t h e  proposed Agribusiness R o j  e c t  due t o  t h e  



romotion of  new investment i n  agr ibus iness ;  and the  Health Sec to r  Financing 
kkojec t  due t o  t h e  s r p p o r t  f o r  the h e a l t h  insurance  indust ry .  

2. More a t t e n t i o n  to  leveraqinq and management e f f e c t i v e n e s s  p r i n c i p l e s  -- 
Leveraging p r i n c i p l e s  have two s e p a r a t e  contexts .  klrst, one of the primary 
reasons both i n v e s t o r s  i n  and i s s u e r s  of s e c u r i t i e s  u s e  f i n a n c i a l  markets is 
t o  l eve rage  funds, t h a t  is i n v e s t  borrowed funds a t  a y i e l d  g r e a t e r  than t h e i r  
cos t .  Our p a r t i c i p a t i o n  i n  t h i s  s e c t o r  is, the re fo re ,  an e x c e l l e n t  e x a p l e  of  
l eve rag ing  a d d i t i o n a l  funds i n  the  p r o j e c t  sense. This is f u r t h e r  analyzed i n  
the economic ana lys i s ,  Sec t ion  7. 

Leveraging a l s o  refers t o  the a b i l i t y  t o  br ing  o t h e r  resources,  such a s  
donors, i n t o  a s e c t o r  through o u r  inputs .  I n  this ins tance ,  both t h e  Asian 
Development Bank (ADB) and the I n t e r n a t i o n a l  Finance Corpora t i o n  (IFC) w i l l  
l i k e l y  be programming funds i n  the f inance  s e c t o r  p a r t i a l l y  based on USAID'S 
d e c i s i o n  t o  suppor t  t h i s  s e c t o r .  (See a l s o  Sect ion  5.3.) 

With r e s p e c t  t o  management e f fec t iveness ,  t h i s  p r o j e c t ' s  design has taken 
i n t o  cons ide ra t ion  t h e  f d l w i n g  points .  

0 I n s t i t u t i o n s  t a r g e t e d  f o r  development, inc luding BAPEPM, P F E a n d  
Danareksa, a r e  r e l a t i v e l y  smal l  and have very s p e c i f i c  t a s k s  t o  perform. 
I n  a d d i t i o n ,  t h e s e  i n s t i t u t i o n s  opera te  wi th in  an  inc reas ing ly  p r i v a t e  
s e c t o r  environment which stresses e f f i c i e n c y  i n  o rde r  t o  succeed. Taken 
t o g e t h e r  w i t h  t h e  f a c t  t h a t  the GO1 is t r u l y  c o r n i t t e d  t o  making t h e  
f i n a n c i a l  markets work, we conclude t h e  i . m t i t u t i o n a 1  development t a r g e t s  
under t h i s  p r o j e c t  a r e  achievable  wi th in  t he  l i f e  of p r o j e c t  and w i l l  n o t  
r e q u i r e  add i t iona l  management i n p u t s  o t h e r  than those assoc ia ted  wi th  the 
proposed t e c h n i c a l  a s s i s t a r c e  team. 

O Care has been taken throughout t he  design process t o  ensme t h a t  i n p u t s  
a r e  i n t e r r e l a t e d ,  manageable, and under t h e  c o n t r o l  of t h e  %iIbrella" MOF 
c o n t r a c t o r  t o  t h e  g r e a t e s t  e x t e n t  pcss ib le .  S ince  very l i t t l e  of the 
work w i l l  t ake  p lace  o u t s i d e  of J a k a r t a ,  t h e  management load  is 
accordingly  reduced. Also, t h e  ex i s t ence  of t h e  GO1 Cap i t a l  Karkets 
Po l i cy  Commit t e e  w i l l  reduce t h e  need f o r  inter-minister ial  nego t i a t ions  
by USAID. . 

3. More s l s t s i n e d  use of procram a s s i s t a n c e  -- Given t h e  r e l a t i v e l y  
m e H e v e l o p e d  s t a t e  of Indonesia 's  c a p i t a l  mrket, we conclude thst t h i s  
s-r is mt y e t  zppropr ia te  f a r  s e c t o r  o r  program ass i s t ance .  kvetrless, 
m & d  the ~ ~ s ~ d  d ~ ~ q & t i ~ n  fund demonstrate i t s e l f  as an effectiv= 

Of the E L  r)ofwn,lation p-m, the p c s s U t y  of ex;;a,?ci-l, *is 
uriprmt into a pu-, either as an amendmenr t o  this p n j e c t  ar s rrer 
~;pgzm,  s W d  he a x s i d e r e d .  

Recently, there have been man a r t i c l e s  in t h e  l o c z l  newsFapers 
concerning the need f o r  improving 61 donesia 's  f i n a n c i z l  maketi. In a r r r j c r  
speech on J u l y  5, B68, Minis ter  of Finance' Dr. 3.8. S m a r l i n  ou t l ined  i n  
detail the p o t e n t i a l  role and need f o r  improvements i n  the capitdl Kiarket. A 
Ijecmber 1967 GGI deregula t ion  package s u b s t a n t i a l l y  refomlea the c a p i t z l  
mzrket and c r e a t e d  a new OTC market-the Bursa P a r a l e l .  It is noteworthy t h a t  
f i n a n c i a l  markets development enjoys broad-based suppor t  and is seen  a s  either 
p o s i t i v e  o r  a t  l e a s t  m u t r a l  by a l l  i n t e r e s t  groups. 



Thus, while there  a r e  s p e c i f i c  elements of s e n s i t i v i t y  within the  overa l l  
plan, such a s  tax revisions and deregulation of SO&, there  is general 
widespread support throughout t h e  GO1 and t h e  pr iva te  s ec to r  f o r  a major 
f inancial  markets i n i t i a t i v e .  This w i l l  be spurred on by the  increasing 
pressure t o  promote non-oil exports and employment opportunities. Although we 
do not yet  know what t h e  exact content of the  a31 Repelita V w i l l  be, we f u l l y  
an t i c ipa t e  t h a t  when published it w i l l  e x p l i c i t l y  include support f o r  improved 
cap i t a l  markets i n  a manner consis tent  w i t h  steps out l ined i n  this project ,  

5.3 OTHER DONOR PRIORITIES 

Three major donor organizations have a s t a t e d  o r  ongoing i n t e r e s t  i n  
f inanc ia l  markets development--the World Bank, ADB and PC. Their  i n t e r e s t s  
a r e  as follows: 

The World Bank. A Hay 1988 Bank report  cited trade policy r e fo rm,  
en te rpr i se  deregulation and f inanc ia l  sec tor  development a s  the  th ree  sec tors  
where continued policy development f o r  s t r u c t u r a l  change i s  of highest 
priori ty.1 k i th in  the f inancial  sec tor ,  t h e  korld Bank pointed t o  the  need 
f o r  improved cap i t a l  markets, f o r  lowering t h e  cos t  of f inanc ia l  
intermediation and f o r  reducing high i n t e r e s t  r a t e s ,  a l l  of which a r e  all 
d i r e c t l y  addressed by the project. A fourth  Bank pr ior i ty-orest ructur ing 
problem l o a m  i n  major i ndus t r i a l  sectors--may be affected by the  proposed FY 
89 deregulation fund. 

The second a c t i v i t y  is a proposed program loan f o r  the f inanc ia l  sector .  
This loan would be targeted toward balance of payments support and resolut ion 
of problem loan por t fo l ios  i n  the banking system. A t  this point,  i t  is 
unclear what the policy content of t h i s  loan w i l l  be. USAID regular ly  meets 
with the f inancial  sec tor  team from Panila during t h e i r  v i s i t s  t o  Jakar ta ,  and 
w i l l  help ensure the  compatibil i ty of our e f fo r t s .  A t  this point,  there  
appears t o  be l i t t i e  overlap. 

The Bank's lending a c t i v i t i e s  i n  the f i nanc ia l - s ec to r  a r e  comprised of a 
new Accountancy Project  and a proposed medium-scale industry credit loan. The 
Accountancy Project  has as i t s  primary t a r g e t  t h e  establishment of 
professional 'standards and c e r t i f i c a t i o n  procedures f o r  a l l  accountants i n  
Indonesia. One aspect o f  t h i s  w i l l  be approximately one person-year of 
ass i s tance  t o  BAPEPM, plus re la ted  training.  USAID bs been i n  c lose  contsc t  
with t h e  World Bank on t h i s  t e shn ic t l  ass is tance component, and envisages no 
d q l i c z t i o n  of ef for t .  The Bank's ass is tance w i l l  focus on accounting and 
li+tl!c stmdards fcr individual stocks and on lnqzovinc ==-MI accxunLti.n~ 
I===!-=. 

The hnk w i l l  a l so  be conducting a N o r  I n o ~ e s i a n  firancinl sector 
study in LFEWF. USAID is c o o r d i r i t i q  with the resident h a  b n k  zmis= 
to p o v i a ~  infmation frm our pzoject f o r  the study. ke w c u h  m y  
benefi t  frcm the study r e su l t s ,  e s p e c i d l y  as input fcr mject monft6ng anc' 
evaluation. 

1 Indonesia--Ad,iustrfient, Growth and S u s t a i m U e  I j e v e l o p ~ n t .  
kor ld  Bank fieport b. 7222-IN. 



The Asian Development Bank. The ADB has two planned a c t i v i t i e s  f o r  t h e  
f i r m c i a l  s e c t o r .  The first is t h e  Asian Development Equity Fund (ADEF) which 
is an  Asian-wide $100 m i l l i o n  investment fund t o  be inves ted  approximately 70% 
i n  developed exchanges and 30% i n  developing exchanges such a s  Jakar ta .  I n  
a d d i t i o n  t o  ADB, s e v e r a l  major Japanese a M  U.S. investment banks a r e  involved 
i n  underwrit ing and managing t h e  To da te ,  there has been no investment 
i n  Indonesian s tocks ,  but  i t  is a n t i c i p a t e d  t h a t  up t o  $5 mi l l ion  may. be 
inves ted  i n  t h e  near fu tu re .  Our a s s i s t a n c e  t o  t h e  market would c e r t a i n l y  
s t r e n g t h e n  t h e  case  f o r  ADEF p a r t i c i p a t i o n  i n  Indonesia. 

The I n t e r n a t i o n a l  Finence Corporation. As t h e  p r i v a t e  s e c t o r  lending arm 
of t h e  World Bank, IFC is i n t e r e s t e d  i n  promoting t h e  ent rance  of 
i n t e r n a t i o n a l  mutual funds i n t o  Indonesia 's  c a p i t a l  market. While i t  is t o o  
e a r l y  t o  p r e d i c t  i f  and when t h i s  might occur, any s i g n i f i c a n t  improvement i n  
t h e  markets w i l l  l i k e l y  t i p  t h e  scale enough t o  b r ing  i n  t h e  IFC and s e v e r a l  
o t h e r  l a r g e  sources  of p r i v a t e  investment funds i n t o  Indonesia. The 
development of t h e  c a p i t a l  market is p a r t i c u l a r l y  important  t o  t h e  IFC because 
i t  would provide a means f o r  IFC t o  s e l l  t h e  sha res  it holds i n  many l o c a l  
ventures  t o  t h e  Indonesian public .  

AS i n  t h e  p a s t ,  USAID/1ndonesiats Dffice of P r i v a t e  Sector  tjevelopment 
w i l l  cont inue  t o  c a r r y  on r e g u l a r  working l e v e l  con tac t s  wi th  t h e  
aforementioned donors i n  o rde r  t o  s h a r e  information on t h e i r  and our p r o j e c t  
a c t i v i t i e s .  This coordinat ion  should mutually r e i n f o r c e  f i n a n c i a l  markets 
a c t i v j l e s  e i t h e r  i n  t h e  planning o r  implementation s t ages .  

6. S M A R Y  TECHNICAL AND FINANCIAL ANALYSB 

Because of t h e  f i n a n c i a l  n a t u r e  of this p r o j e c t ,  t h e  t echn ica l  and 
f i n a n c i a l  analyses have been combined, and i n  f a c t  are ind i s t ingu i shab le .  
This s e c t i o n  s m l a r i z e s  t h e  technical and f i n a n c i a l  a n a l y s i s  found i n  Annex 
E. Annex E covers analyses of  the demand f o r  c a p i t a l ,  sources (or  supply)  of 
investment , cap i t a l ,  risk f a c t o r s  i n  t h e  various markets, and the p resen t  
t r a d i n g  and regula tory  system, and has separa te  analyses of t h e  money and 
ccmmodities markets and Danareksa operat ions.  A b r i e f  surmary of supply,  
demand and r i s k  f a c t o r s  is se t  f o r t h  belw. 

6.1 EMAND FOR CAPITAL 

A second indication of denand is the l e e  k c k ? o c ~  of  imestmnt 
applh t ions  with t h e  Investment Coordinating b a d  (6Ki31). These 
a p L i c a t i o n s  r ep resen t  both new investment and u p s m i o n  requests. k n y  o f  
these a p p l i c a t i o n s ,  however, a r e  i n  sea rch  of fo re ign  p a r t n ~ r s  f o r  investment 
funds, and a r e  not  p r o g e s s i n g .  

A third i n d i c a t i o n  of dmand is t h e  c u r r e n t  l e v e l  o f  i n t e r e s t  rates. 
h e r c i a 1  i n t e r e s t  r a t e s  of 2 2 ~ 2 5 %  have p e r s i s t e d  e v e r  s i n c e  the c e i l i n g  on 



r a t e s  was l i f t e d  i n  1984 and there  appears t o  be no s ign i f i can t  change i n  
s igh t .  The s t rong demand f o r  investment loans a t  these ra tes ,  espec ia l ly  i n  a 
free foreign exchange enviroment ,  is a c l ea r  s ign  of s t rong demand. 

A f i n a l  s ignal  is the increased a c t i v i t y  i n  t he  bond market. This 
appl ies  t o  both t he  public and pr iva te  sectors .  In  the  public s ec to r  there  is 
widespread discussion of t h e  possible  Lse of bonds, build-operate-and- 
t r ans fe r ,  o r  other  financing arrangements t o  meet the  demand f o r  investment 
cap i ta l .  Examples discussed i n  Annex E a r e  telephone, housing, u t i l i t y ,  
construct ion and public se rv ice  bonds. The pr iva te  s ec to r  has a l s o  recent ly  
shown increasing i n t e r e s t  i n  c m e r c i a l  bonds, desp i te  the  remaining tax 
d i s incen t ives  and t h e  underdeveloped nature of t he  bond market. 

= - 
Over the  next ten years t he  r equ i s i t e  increase  i n  p r iva te  s ec to r  

- investment alone is approximately $52 b i l l i on ,  a s  estimated by the World 
Bank. Thus, what appears t o  be an ambitious t a r g e t  of a five-fold increase  i n  
t he  t o t a l  c ap i t a l i za t i on  of t h e  s tock and bond markets i n  the  project  EOPS, t o  
a t o t a l  of roughly $3 b i l l i o n  (equivalent) ,  may be conservative. While other  
sources of c a p i t a l  w i l l  p a r t i a l l y  help t o  meet investment needs, t h e  probable 
l a r g e  unmet demand f o r  funds lends a sense of urgency t o  the  need f o r  c a p i t a l  
market reform and development. 

6.2 SUPPLY OF CAPITAL 

As a result of r e f o r m  i n i t i a t e d  i n  1983 t h e  gross a s se t s  of t h e  
o anized f inanc ia l  s ec to r  have s ince  t r i p l e d ,  representing.an annual growth 'S r a  e of nearly 23%. These gross asse t s  now t o t a l  approxirately $55 b i l l i o n ,  ' 

o r  over 75% of Indonesia's GDP. The net e f f e c t  has been a tremendous s h i f t  of 
Indonesia's financing a s se t s  from informal markets i n t o  the formal f i nanc i a l  
system. 

One of t h e  major benef i ts  of cap i t a l  market development w i l l  be t o  
support  coniinued growth of t h e  f o m d  f inanc ia l  s y s t m  by providing a more 
varied and a t t r a c t i v e  array of f o r r a l  investment opportunit ies.  Currently a 
2% increase  i n  the  formal f i n ~ n c i a l  system would represent c lose  t o  $1 b i l l i o n  
of new investable  cap i ta l .  

Within the f inanc ia l  system t h e  supply of c a p i t a l  f o r  long-term 
investment is most dependent on a t t r a c t i n g  funds away from short-term sources, 
espec ia l ly  time deposits. Pension and insurance corpanies , whcse l i a b i l i t i e s  
are ahcst exclusively long term, a r e  an espec ia l ly  app rop rh t e  sauce of 
kng-tofm wital far  the markets. A t  pressnt the  perrsfm f u ~ c s ,  psrzzhqs 500 

a d  srzJl fm, have investable  f m  of =&Ly s2 U U m  
(eqrdvalm). Insurare c-nies, t o t a i n ~  i l j G a  inclw 
major GOI wrd amed forces s o c i a l  insurance funcs, have roughly bl biltinn i n  
investment capital. m i o n  and i n s m a m e  cunpanitr nor have l e s s  L%n l C %  cf 
their partf- (Rg. 650 b f f l h )  in stocks and boncs. Thezefcre, the 
g r t ~ s l  supFly of c a p i t a l  fran pension and imurance corrr;;anies is prot;at=ly 
s u f f i c i e n t  t o  met most, i f  not dl, of t h e  mar-term d s m d  fcr funds. 

Another po ten t ia l ly  l a r g e  source of c a p i t a  is foreign i n v e s t c ~ s .  bile 
m e n t  regulat ions  grea t ly  r e s t r i c t  t h e  a b i l i t y  of f o r e i g e n  t o  i nves t  in 
Indanesfa, except th rwgh joint venture businessis, such r e s t r i c t i ons  a r e  
beginning t o  be lessened. As noted i n  Section 5.3, severa l  p r iva te  and 
donor-sponsored mutual funds a r e  considering invest ing i n  Indonesia. 



Ind iv idua l  i n v e s t o r s ,  e s p e c i a l l y  wealthy i n v e s t o r s  d e s i r i n g  t o  d i v e r s i f y  their 
p o r t f o l i o s ,  may a l s o  become an inc reas ing ly  important  source  of c a p i t a l .  
While i n d i v i d u a l s  i n  middle and lower income groups do not  represent  a major 
source  of c a p i t a l ,  organiza t ions  such a s  Danareksa w i l l  provide such 
ind iv idua l s  a n  opportunity t o  i n v e s t  for such long-term needs a s  their  
c h i l d r e n ' s  education through s t o c k s  and bonds. 

6.3 RISK FACTORS 

I n  an  open market environment s e v e r a l  types o f  r i s k  a r e  reflected i n  t h e  
- _ l e v e l  o f  i n t e r e s t  r a t e s .  This inc ludes  t h e  risks of devaluat ion,  i n f l a t i o n  

and d e f a u l t ,  the  f i r s t  of  which has been i n s t r u n e n t a l  i n  maintaining high 
comnercial i n t e r e s t  r a t e s  i n  Indonesia. The r i s k  of d e f a u l t  r e s u l t i n g  from 
t h e  mismatch between s h o r t  and long-term a s s e t s  and l i a b i l i t i e s  w i l l  be 
g r e a t l y  reduced through c a p i t a l  market development. This  risk leaves  t h e  
h e a l t h  of t h e  economy e s p e c i a l l y  vulnerable to short-term f i n a n c i a l  shocks. 

The risks inheren t  i n  i n v e s t i n g  i n  e q u i t i e s  a r e  considerable.  Equity - 
c a p i t a l  is risk c a p i t a l  because whether i n v e s t o r s  a r e  pa id  a dividend is 
p red ica ted  on t h e  a b i l i t y  of the f i rm t o  grow and e a r n  income. Such risk 
c a p i t a l  can and should play an important r o l e  i n  Indones ia ' s  needed expansion 
of productive capacity.  Addit ional  risks assoc ia ted  wi th  ind iv idua l  
s e c u r i t i e s  inc lude  improper o r  incomplete d i s c l a s u r e  by the i s s u e r ,  o r  
riranipulation of  p r i c e  by one o r  more major inves to r s .  These r i s k s  a r e  
magnified i n  a small market which can more e a s i l y  be manipulated; y e t  t h e y  a r e  
somewhat balanced by t h e  f a c t  t h a t  abuses should more r e a d i l y  be de tec ted  i n  a 
smal l  market. Clear ly ,  the regu la to ry  system needs t o  provide safeguards 
which h e l p  prevent abuse. Both t h i s  p r o j e c t  and the World Bank accountancy 
l o a n  w i l l  a s s i s t  in c r e a t i n g  an improved regu la to ry  environment and improved 
f i n a n c i a l  d isc losure .  Ult imately,  however, i n v e s t o r s  must be educated, 
perhaps through t r a i n i n g  i n  p o r t f o l i o  management, t o  the risks and b e n e f i t s  
i n h e r e n t  i n  i n v e s t i n g  i n  t h e  c a p i t a l  market. 

While bonds a r e  genera l ly  less' r i s k y  than e q u i t i e s ,  t h e  present  i n a b i l i t y  
o f  c r e d i t o r s  t o  enforce  their  r i g h t s  under t h e  Indonesian l e g d l  system 
i n c r e a s e s  t h e  r i s k  of i n v e s t i n g  i n  bonds and o t h e r  deb t  i n s t r m e n t s ,  l h i l e  
t h e  l e g a l  system .is o u t s i d e  t h e  scope of this p r o j e c t ,  t h e  proJect  w i l l  a t  
l e a s t  p resen t  a f o r m  t o  b e t t e r  p u b l i c i z e  these l e g a l  i s sues .  

7. SOCIAL, ECOWtIC AND ENVIROWENTAL ANALYSIS 

The FinanciiL Pzrkets F r o j e c t  is not t a r g e t t e d  a t  a specific txmiunlty cr 
sc- p m ,  but  rptW a t  two f arge,  encurgassing e u ~ n o r r i  s e c t n ? ~ :  Eers 
cf cqital and p r o v b e r s  o f  capital. Benef ic iar ies within m e  two sectcars 
e described below. 

7.1.1 Users o f  C s p i t i l  

A l l  U i n e s s e s  a r e  users of  c a p i t a l .  Any firm, no t r ~ t t e r  hm small o r  
big,  needs c a p i t a l  t o  opera te  on a d a i l y  b a s i s  and t o  i n v e s t  f o r  t'le fu tu re .  
Any fh which depends on o u t s i d e  sources f o r  c a p i t a l  shollld u l t ima te ly  

. b e n e f i t  from t h e  p ro jec t .  



Manufacturing f irms tend t o  be heavy users  of c a p i t a l  and depend on t h e i r  
access  t o  c a p i t a l  to  allow them t o  i n v e s t  i n  equipment needed f o r  production. 
Even manufacturing processes which a r e  l a b o r  i n t e n s i v e  r e q u i r e  a minimal 
amount of p l a n t  and equipment. Mjnufacturing f irms a l s o  need c a p i t a l  to  
conduct day-to-day business. Thus, manufacturing firms w i l l  b e n e f i t  
s i g n i f i c a n t l y  from t h e  projec t .  

A 1985 census of t h e  manufacturing s e c t o r  ind ica ted  t h a t  there were 
12,902 l a r g e  (over 100 employees) and mediun (20-94 employees) f i m ,  98,129 - small  (5-19 employees) f i rms and 1,442,593 household and c o t t a g e  (4 o r  less 

- - employees) firms. Almost 93% of the mmufacturing fim i n  Indonesia have 
less than f i v e  errployees, 6% have 5-19 employees and only 1% have over 20 
employees. 

M o s t  i n d u s t r i e s  w i t h i n  t h e  manufacturing s e c t o r  i n  Indonesia follow t h i s  
d i s t r i b u t i o n  and a r e  predominantly comprised of very small f i rm.  This 
inc ludes  such i n d u s t r i e s  a s  food processing,  beverages and tobacco; t e x t i l e s ;  
wood and wood products;  non-metal minerals;  and f a b r i c a t e d  products.  Three 
i n d u s t r i e s ,  however, not iceably  d i f f e r  from this genera l  d i s t r i b u t i o n  by . 

having a high percentage of l a r g e  firms. 1U1 30 f i rms i n  t h e  b a s i c  metals 
indus t ry  a r e  l a r g e  and medium. In t h e  chemical, o i l ,  c o a l ,  n~bber  and p l a s t i c  
indus t ry ,  14% of t h e  fim a r e  l a r g e  and m e d i m  and 21% a r e  stnall. The paper, 
p r i n t i n g  and publishing indus t ry  a l s o  d i f f e r s  from t h e  norm i n  t h a t  5% of t h e  
f i rms a r e  l a r g e  and mediun and 22% a r e  smali., Because more 01" t h e  f i rms i n  
t h e s e  i n d u s t r i e s  a r e  l a r g e  and medium r e l a t i v e  t o  t h e  o t h e r  i n d u s t r i e s ,  l a r g e r  
firms tend t o  r e q u i r e  more c a p i t a l  than smal l e r  firms. Because t h e s e  
i n d u s t r i e s  tend t o  be c a p i t a l  i n t e n s i v e ,  they w i l l  unquestionably b e n e f i t  from 
t l ~ e  pro jec t .  It should be noted t h a t  the  firms i n  these i n d u s t r i e s  employ 
a p p r o x i m t e l y  7% of t h e  t o t a l  work fo rce ,  and 15% of t h e  workers 
i n  l a r g e ,  medium and sm211 firms.  

It is important t o  r e a l i z e  t h a t  no t  j u s t  the  l a r g e  and mediun f irm w i l l  
bene f i t .  W e  the l a r g e r  f i m  genera l ly  r equ i re  more c a p i t d ,  by v i r t u e  of  
their  s i z e  and repu ta t ion  they usua l ly  have b e t t e r  access  t o  txpital. The 
p r o j e c t  w i l l  he lp  broaden t h e  f i n a n c i a l  markets s o  a s  t o  provide f inance  t o  
smaller firms which c u r r e n t l y  have d i f f i c u l t y  f ind ing  t h e  capita;! necessary t o  
i n v e s t  and grow. , Trad i t iona l ly ,  i t  has been very d i f f i c u l t  f o r  smal l  
Indonesian f irms t o  grow because they l a c k  t h e  200-300% c a l l a t e r z l  r equ i red  by 
banks f o r  loans.  These f i rms w i l l  b e n e f i t  because t h e i r  p o t e n t i 2  sources  o f  
c a p i t a l  w i l l  i nc rease  and t h e  condi t ions  f o r  ga in ing access  t o  t i s  c a p i t a l  
will improve. A s m a r y  of  manufacturing est;htishments by siE stir; ramber of 
employees can be found in Tahles 7 a d  E ,  

Large producers of cor;r;lo0ities sLth as mbkz, &fee and, 2er;iap 
eventual ly ,  palm o i l  and copra a l s o  w i l l  GiTeztly b e f i t  fmm the pnject. 
Because the production of these ~t~ i n  hamesh is pzecmfCin'cly 
moer nucleus e s t a t e s ,  invalvin~ Puxkecs of UUXS~CS of  SIT^ f t z ,  these 
im2ividval  farmers w i l l  t l s o  berrefit s i m i f i ~ y  tram a m stable crice 
environment, increased investntent and s t r o n g e r  deknd.  To t a k e  rubber' ss an 
example, B Z  of t h e  land under c u l t i v s t i o n  and 67% of the t o t a l  proauction 
CUES from sr ra l lholder  f a r m .  



ILM AND LPRGE W A C T L R I N G  W A N I E S :  
SIZE 

NO. OF ESTNILIStMNTS PERCENT OF ESTABLISHMENTS 
~ A I U X  AN, l-lO~SEHOLD/ LARGE AND hOUSEHOLD/ 

INDUSTRY CRW MEDILR.1 SMALL COTTAGE TOTAL # MEDIUM SMALL COTTAGE 

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

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

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

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

Non-metallic mineral 1,249 12,148 105,907 f 19,X4 1% 10% 89% 
products except 
pet ro lem and coal 

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

Fabricated metal products, 1,203 4,901 34,403 40,587 3% 12% 85% 
machinery, equl p r ~ n  t 

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



TNKE 8: SMALL, MEDIW AM) M G E  M M A C T l R I M ;  CWANIES: 
N W E R  OF EMPLOYEES BY SIZE GROW (1906) 

NO. OF EMPLOYEES PERCENT W EMPLOYEES 
~ I ~ c ; E  AM> IiOUSEHOLD/ 'LARGE AlJD HOIISEHOLD/ 

INDUSTRY CnOW MI-IDICM SMALL COTTAGE TOTAL U kEDlUM SMALL COTTAGE 

T e x t i l e ,  wearing ~ p p n r c l  , 
l e a t h e r  

Wood, wood pr oduc t s 
including furni Lure 

Paper, pnper prorh~cts , 
printing, publishing 

Chemical, p e t r o l e m ,  
rubber products 

Nokme t a l l i c  mineral 
products except 
petroleum and coal 

Basic metals 

Fabricated metal products 
machinery, q~d~wrwi  t 

Other 



7.1 .2 Providers of Capital  

The users and providers of c a p i t a l  represent opposite sides of t h e  same 
equation. I f  one s i d e  benef i t s ,  s o  does the other. The providers of c a p i t a l  
who w i l l  benef i t  most a r e  institutional investors,  such a s  pension funds and 
insurance companies, and individuals.  I n  addit ion,  tk benef i t s  t h a t  accrue 
t o  i n s t i t u t i o n a l  investors  w i l l  a l s o  benef i t  t h e i r  policy holders. . 

The government, t h e  armed forces ,  s t a t e  companies, banks and many pr iva te  
companies have es tabl ished pension funds. There a r e  current ly  a s  many a s  500 

- pension funds. The l a r g e s t  such fund, P.T. Taspen, had over 3.2 mil l ion 
par t ic ipan ts  and the mil i tary  pension fund, Pe rm M R I ,  had almcst 630,000 
pa r t i c ipan t s  i n  1985. On t h e  average these pension funds inves t  73% of their 
a s se t s  i n  short-term time deposi ts ,  10% i n  s tocks  and bonds, 10% i n  r e a l  
e s t a t e  and 7% i n  other  investments. In otller words, pension funds a r e  
predominately invested short-term and, a s  a result, i t  is impossible f o r  the  
managers of the  funds t o  ensure t h a t  the funds a r e  ac tua l ly  sound. fiecause 
pension fund managers cannot c s l cu l a t e  t h e  fu ture  value of t h e i r  por t fo l ios  
with any decree of accuracy, they cannot know whether the  current  premium and 
the  earnings thereon w i l l  be s u f f i c i e n t  t o  pay fu tu re  claims. . By allowing 
pension funds t o  match t h e i r  a s s e t s  and l i a b i l i t i e s ,  the  pro jec t  w i l l  benef i t  
not j u s t  pension funds but a l s o  t he  mil l ions  of employees who someday w i l l  
depend on the  funds f o r  f inanc ia l  support. 

Indonesia has three  types of insurance companies -- l i f e ,  s o c i a l  and 
indemnity -- and reinsurance companies. Of the  t o t a l  108 insurance companies, 
77 provide indemnity insurance, 23 provide l i f e  insurance, f i v e  provide s o c i a l  
insurance and th ree  a r e  reinsurance companies. I n  1985 over 2.7 mil l ion 
individuals ,  o r  1.7% of the  population, held l i f e  insurance po l ic ies ,  a f i gu re  
which had been increasing a t  the  r a t e  of approximately 5% per year f o r  the  
previous seven years. If t h i s  growth r a t e  has continued un t i l  t he  present,  
the  t o t a l  would now exceed 3.1 million. A t  the  same time t,k l z r g e s t  s o c i a l  
insurance company, P.T. k t e k ,  k d  over 2 mill ion par t ic ipants .  Although t h e  
number of i t s  policy holders is not known, P.T. A.K. Jasa  Raharja, the  l a r g e s t  
indemnity insurer ,  has witnessed a growth of its as se t s  exceeding 50% per year 
during t he  198Q. 

As with  peniion funds, insurance corrpanies a r e  predominantly invested i n  
short-term time deposits .  U f e  i r r su rane  campanies, for exan@le, rraintain 55% 
of t h e i r  investments in time depcsits .  Ps with pension funos, t k  project  
will benef i t  insurance companies and tkir pclkyholders  by allok* the 
s t ruc tu r ing  of f i r a c i a y  sound investment p6zfciUcsm ( A d C i L b i  cztz on 
mion m d  i n s m n c e  fund's investments can be id in k.ars< Z) 

The increase in a c t i v i t y  an the p a t  of the us- and prcviaezcs GI' fwuls 
will necessar i ly  benef i t  the intermer3zzy institutfm i n  the  finaxid 
markets. This includes money market p&icipants such u banks and SF&, and 
c a p i t a l  market par t i c ipan ts  such a s  s e c u r i t i e s  &writers, brokers and 
dezlers. A l l  of these i n s t i t u t i o n s  w i l l  benef i t  from an increase  i n  bls iness  
and the development of p rofess fond  skills. They w f f l  &so bencPit by being 
able t o  decrease t h e i r  expmure t o  i n t e r e s t  rote and defau l t  risk by 
d i v e r s i i y i  ng por t fo l ios  and matching a s se t s  and I i a b i l f t i e s .  



As a c t i v i t y  i n  t h e  f i n a n c i a l  markets inc reases ,  s o  w i l l  competition. 
Increased competition w i l l  tend t o  lower t h e  fees charged by t h e s e  f i n a n c i a l  
in termediar ies .  S tud ies  i n  o t h e r  coun t r i e s ,  such a s  with t h e  OTC market i n  
t h e  U.S., have i n d i c a t e d  t h a t  p r o f i t s  of t h e  in te rmedia r i e s  rise nonetheless. 
The i n c r e a s e  i n  business more than corrpensates f o r  t h e  decrease i n  t h e  s i z e  of  
i n d i v i d u a l  fees. Furthermore, a s  t h e  cost of in termedia t ion  is reduced, a l l  
o t h e r  t h i n g s  being equal ,  i n v e s t o r s  w i l l  r e a l i z e  h igher  r e t u r n s  and t h e  c o s t  
of funds w i l l  decrease. As a result, a l l  p a r t i e s  involved i n  the f i n a n c i a l  
system, whether b ig  o r  small, use r s  of funds, providers  of funds o r  
in te rmedia r i e s ,  should benef i t .  

7.2 a3ST B E F S I T  ANALYSIS 

This c o s t  b e n e f i t  a n a l y s i s  is predica ted  on the ass.umption t h a t  t h e  
p r o j e c t  w i l l  r e s u l t  i n  t h e  seven End of Project S t a t u s  (EOK) a s  set  f o r t h  i n  
Table 2 (Section 3.5). The reader  should be cautioned,  however, t h a t  al though 
t h e  c o s t s  of the p r o j e c t  a r e  known, the b e n e f i t s  cannot e a s i l y  be ca lcu la ted .  
The problem is not  t h a t  t h e  outcomes a r e  not  quan t i f i ab le .  The funas t h a t  . 
w i l l  be r a i s e d  through t h e  p u b l i c  re issuance  of s tocks  and bonds, f o r  example, 
can  be r e d i c t e d  w i t h  some decree  of accuracy. However, quant i fy ing t h e  
economlc and s o c i a l  b e n e f i t s  which result is much more d i f f i c u l t .  For 
i n s t a n c e ,  i f  t h e  users  of t h e s e  funds i n v e s t  i n  new p l a n t  and equipment, t h e  
r e t u r n  on this investment i n  terms of income and employment genera t ion  is 
d i f f i c u l t  t o  e s t ima te  i n  advance. If a provider  of t h e s e  funds is a b l e  t o  
s t r u c t u r e  a prudent and f i n a n c i a l l y  sound pension p o r t f o l i o ,  i t  is likewise 
d i f f i c u l t  t o  p r e d i c t  t h e  e x t e n t  t o  which f u t u r e  pensioners w i l l  benef i t .  
Giver. t h e  d i f f i c u l t i e s  of quant i fy ing end-wer b e n e f i t s  of such a racro-sca le  
p r o j e i t ,  t h e  following c o s t  b e n e f i t  a n a l y s i s  examines direct economic b e n e f i t s  
only ,  based on very conservat ive  assumptions. 

The first EOPS r e f e r s  t o  t h e  ex i s t ence  of  an  environment where t h e  
c z p i t a l  market is regu la ted  and operated by s e p a r a t e  a u t h o r i t i e s .  The 
e x i s t e n c e  of such an  environment undoubtedly would b e n e f i t  the c a p i t a l  rarket, 

. . . .  
b u t  quant i fy ing t h i s  b e n e f i t  would be impassible. This EOPS, the re fo re ,  i s  
n o t  included i n  t h e  cos t -benef i t  analys is .  Ukewise,  t h e  f i f t h  EGPS regarding 
a n  automated check c l e a r i n g  system, and t h e  seventh  EOPS r e f e r r i n g  t o  chances 
i n  t h e  Danareksa. p o r t f o l i o ,  a r e  important,  bu t  unquant i f iable  i n  terms of 
b e n e f i t s ,  and have not  been included i n  t h e  analys is .  

The second EOPS s t z t e s  t h a t  a t  l e a s t  f i v e  p r i v a t e  brokerage fim w i l l  be 
a b l e  t o  opera te  pnfiL&y. Currently,  m y k  me of the approximately 20 
p r i v ~ t e  brokf iace  firm is -fitable sclcly zs a -sLt of its m r k e t  
Reiness. f i e  o t k z  firm kve OLuf.lt?r sillrrc3c a f  L i m e  or a?= suksidizries o f  
large d i v e r s i f i d  CQFW~, and v1PI G Z ~ Z L  r&et as a rrdner activfty. 
Assuning t h a t  every year m dzeady existing tmk-ge f i r m  begins t o  earn 
enwgh s d l d y  frmt the Wtd n ixke t  to ope=*  p o f i t s b l y ,  i l k  wodd not be 
m r e a s m b l e  to expect W i t  "chLs finn would g c w  by three err@lcryees per year 
m u l t i p l i e d  by Rp. 18 mi l l ion  p e r  job per yesr r e s d t i ~  i n  t o t a l  wages of Rp. 
54 m i l l i o n  per  year  over  six years. 

The t h i r d  EOPS r e f e r s  t o  t h e  expected l e v e l  of s e c u r i t i e s  and 
t r s d f n g  on t h e  c a p i t d  market. By t h e  end of the s i x t h  year ,  me new stock 
and two bond i s s u e s  w i l l  be i s s u e d  each month, average stock traa. ing volume 
w i l l  r each 50,000 s h a r e s  p e r  day, '  and t h e  t o t a l  value o f  t h e  s e c u r i t i e s  l i s t e d  
on t h e  c a p i t a i  market w i l l  r e a c h - ~ p .  5 t r i l l i o n .  We assune tPat t h e  i s suance  



of  new s e c u r i t i e s  occurs  g radua l ly  over the l i f e  of t h e  p r o j e c t  and t h a t  t h e  
va lue  of t h e  new i s s u e s  equals  t h e  c u r r e n t  average value  of Rp. 7 b i l l i o n  f o r  
s t o c k s  and Rp. 45 b i l l i o n  f o r  bonds. The result, t h e r e f o r e ,  would be 42 new 
i s s u e s  of s t o c k  and 84 new i s s u e s  of bonds b t h e  end of  t h e  s i x t h  year ,  wi th  r a t o t a l  market value ( inc luding securities a ready i s sued)  of Rp. 4.1 
t r i l l i o n .  We f u r t h e r  assume t h a t  t h e  p r o j e c t  is respons ib le  f o r  1% of this 
inc rease .  

The f o u r t h  EOPS r e f e r s  t o  t h e  ex i s t ence  of t r a d i n g  i n  c m o d i t y  f u t u r e s  
c o n t r a c t s .  Such t r a d i n g  does not  c u r r e n t l y  occur so it is extremely d i f f i c u l t  

. t o  p r e d i c t  t h e  value of  t h e  t r a d i n g  t h a t  t h e  p r o j e c t  w i l l  occasion. S ince  it 
is widely assumed t h a t  i f  f u t u r e s  t r a d i n g  is t o  begin it w i l l  be focused on 
rubber,  we w i l l  concern ourse lves  wi th  rubber only. Indonesia produced 
approximately Rp. 1.7 t r i l l i o n  tons  of rubber l a s t  year. If just 0.5% of th i s  
product ion  were hedged through t h e  t r ad ing  of  f u t u r e s  c o n t r a c t s ,  t h a t  would 
r e p r e s e n t  t h e  t r a d i n g  of c o n t r a c t s  valued a t  Rp. 8.5 b i l l i o n  per  year.  

The s i x t h  EOPS concerns an i n c r e a s e  t o  Rp. 3 t r i l l i o n  i n  i n s t i t u t i o n a l  . 
p a r t i c i p a t i o f i  i n  t h e  c a p i t a l  market. Since t h i s  investment w i l l  be p o s s i b l e  
became  of t h e  increased i s suance  of s e c u r i t i e s ,  such  b e n e f i t s  a r e  a l ready 
r e f l e c t e d  i n  the  t h i r d  EOPS. 

Table 9 c a l c u l a t e s  a p o s i t i v e  n e t  present  va lue  of t h e  costs and b e n e f i t s  
of t h e  p r o j e c t  of  almost Rp. 35 b i l l i o n  ($ 21 m i l l i o n )  using a d iscount  r a t e  
of 25%. The 25% discount  r a t e  was used because i t  approximates t h e  y i e l d  
expected from r e l a t i v e l y  s a f e  rupiah  investments. It is i w o r t a n t  t o  remember 
t h a t  many of t h e  p r o j e c t ' s  b e n e f i t s  sre impossible t o  quant i fy  and a r e  not  
inc luded i n  t h i s  c a l c u l a t i o n  and t h a t  those  t h a t  a r e  included were 
conse rva t ive ly  ca lcula ted .  Furthermore, al though t h e  costs s t o p  a f t e r  s i x  
yea r s ,  t h e  b e n e f i t s  w i l l  cont inue  long i n t o  t h e  f u t u r e  and no attempt was made 
t o  inc lude  t .his  c e r t a i n l y  s u b s t a n t i a l  value i n  t h e  a n a y s i s .  Nevertheless, 
the p r o j e c t  s t i l l  produces a l a r g e ,  p o s i t i v e  n e t  p resen t  value. 



TABLE 9:  C A L U A T I O N  OF THE NET PRESENT VALUE 
OF THE FINANCIAL MARKETS PROJECT 

(Rp. Millions) 

I TOTAL I EEFITSL/ I I NET 
YEAR I COST I EWS 2 E W S  3 EOPS 41 TOTAL I BEhEFITS 

I I I I 
I I I I 

. - 
1/ Annual stock and bond benef i ts (EOPS 3) are based on the following: - 

l#STOCKS STOCK 1 BONDS BOND ITOTAL STOWS I PERCENT TOTAL 
YEAR I U S E D  VALUE TOTAL I ISSUED VALUE TOTAL I AND BONDS I A n R B  A T f R B  

TOTAL i 42 294,000 i 60 3,7~,0(30 i 4,074,000 i ~ , i a  



7.3 SOCIAL SOUNDNESS ANALYSIS 

I n  at tempting t o  analyze  t h e  s o c i a l  impl ica t ions  of the  p r o j e c t ,  i t  must 
be kept  i n  mind t h a t  t h e  i n t e r v e n t i o n s  planned a r e  a t  t h e  macroeconomic l e v e l  
and, the re fo re ,  a r e  no t  e a s i l y  a t t r i b u t a b l e  t o  ind iv idua l s  o r  even s p e c i f i c  
groups wi th in  t h e  Indonesian economy o r  socie ty .  While i t  is thus  a n t i c i p a t e d  
t h a t  b e n e f i t s  from the  development of  Indonesia 's  f i n a n c i a l  markets w i l l  
accrue  i n  some manner t o  a l l  segments of t h e  economy, not  a l l  segments of t h e  
economy w i l l  b e n e f i t  i n  t h e  same way, wi th in  t h e  same time frame, o r  even 
equally. 

7.3.1 Target t e d  and Non-Targetted Groups 

Ind iv idua l s  and groups s p e c i f i c a l l y  t a r g e t t e a  by the p r o j e c t  a r e  those i n  
a p o s i t i o n  t o  b e n e f i t  d i r e c t l y  from an inc rease  in t he  nunber of debt and 
equ i ty  s e c u r i t i e s  and cormodity con t rac t s ,  i.e., those with money t o  i n v e s t  o r  
t h o s e  seeking long-term c a p i t a l .  This  wU1 inc lude  those al ready 
p a r t i c i p a t i n g  i n  a s u b s t a n t i a l  way i n  the f i n a n c i a l  sec to r .  However, i t  is 
important  t o  no te  t h a t  t h i s  group w i l l  be broadened a s  a result of p r o j e c t  
i n t e r v e n t i o n s ,  s i n c e  an expanded c a p i t a l  mrket w i l l  encourage much g r e a t e r  
p a r t i c i p a t i o n  ( i n  t e r n s  of both savings  and borrowings) than i n  t h e  p a s t ,  when 
t h o s e  wi th  modest a s s e t s  would have been r u l e d  o u t  a s  p layers  i n  an  
environment which deranded s u b s t a n t i a l l y  g r e a t e r  c o l l a t e r a l  than they could 
produce. 

The following a r e  examples of  p r o j e c t  b e n e f i c i a r i e s .  It is a n t i c i p a t e d  
t h a t  manufacturing is one s e c t o r  which w i l l  b e n e f i t  s i g n i f i c a n t l y  from t h e  
in te rven t ions  of t h i s  p ro jec t .  Large-scale manufacturing f i rms may a l ready  
have t h e  wherewithal t o  access  l a r g e  amounts of c a p i t a l ,  even under c u r r e n t  
condi t ions .  As noted i n  Sec t ion  7.1, however, this p r o j e c t  should prove 
e s p e c i a l l y  b e n e f i c i a l  t o  smal l  t o  medium s i z e  finrrs which w i l l  e d o y  g r e a t e r  
access  t o  c a p i t a l  and, a s  a result, w i l l  be a b l e  t o  expand and i n c r e a s e  
p r o f i t s  and employment. The smal l  landholders who grow rubber, co f fee  and, 
perhaps palm oF1 and copra -- along wi th  t h e  processors  themselves -- - a l s o  - - - - - 

s t a n d  t o  b e n e f i t  when f u t u r e s  c o n t r a c t s  f o r  t h e s e  c m o d i t i e s  a r e  t raded on 
t h e  ICE, a s  planned dur ing t h e  l i f e  of t h e  p ro jec t .  I n s t i t u t i o n a l  i n v e s t o r s ,  
e.g., pension funds and insurance  companies, w i l l  b e n e f i t  from a n  environment 
which allcws them t o  b e t t e r  match t h e i r  a s s e t s  (investments) wi th  t h e i r  
l i a b i l i t i e s .  B e t t e r  anaged  pension funds and h u r m c e  conpanies w i l l  result 
i n  b e n e f i t s  being passed on t o  those  ind iv ic tuds  covered by t h e  pension p l a r s  
and insurance  p o l i c i e s .  W v i d w l  i n v e s t o r s  ~1'7: &o benef i t  since 
Oanareksa w i l l  sodl securitis a msfi hrs- LM~o. 

G I  - n c t  s m f i c z l l y  *s*& by the ~ _ r ~ j e d  L= t-e which, even in 
a g r e z t l y  s t P e n g b x e d  e c o m i c  envirorment, w f l l  nct - a t  lesst during the 
l i f e  of this p n j e c t  -- k in E pcsfb& t o  bend% *-fly fm an i n e a s e  
in the number of Wt and eqcity securities and c a m c i t y  con t rac t s .  
Nonetheless, such i n d i v i d u l s  and g m q x  of  i n l i v f a u z l s ,  e.g., small farmers 
i n  n m - e s t a t e  crops, low=-level wage ea rne r s  i n  the informal s e c t o r ,  and the  
chron ica l ly  unemployed o r  underemployed, do s t a n d  t o  benef i t  i n d i r e c t l y  from 
a n  improved econmiic environment, a more s e c u r e  f i n a n c i a  s y s t m ,  and 
inc reased  j o b  oppor tun i t i e s .  



7.3.2 Impact on Income Dis t r ibu t ion  

The p r o j e c t  w i l l  have a p o s i t i v e  i r g a c t  i n  t h e  s h o r t  and long terms on 
incomes wi th in  t h e  t a r g e t t e d  group, Non-targetted groups w i l l  likewise 
b e n e f i t  from increased incomes, bu t  only i n  t h e  l o n g e r  term a s  t h e  impact of 
expanded f i n a n c i a l  markets is f e l t  throughout the economy. Since the v a s t  
ma jo r i ty  of t h e  non-targetted groups a r e  n o t  involved i n  or dependent upon t h e  
formal f i n a n c i a l  s e c t o r ,  we a n t i c i p a t e  no negat ive  impact on t h e i r  c u r r e n t  
income s t a t u s .  The impact of f i n a n c i a l  markets changes w i l l ,  however, g r e a t l y  
i n c r e a s e  t h e  t o t a l  l e v e l  of savings  and investment r a t h e r  than skew c u r r e n t  
resources  away from non-participants.  

7.3.3 Impact on Employment 

Employment oppor tun i t i e s  thraughout t h e  economy a r e  expected t o  i n c r e a s e  
a s  a r e s u l t  of t h e  p ro jec t .  However, while long-term b e n e f i t s  of employment 
genera t ion  through t h e  c r e ~ t i o n  of a more open-market system are t h e  s t r o n g e s t  
argument f o r  t h i s  p r o j e c t ,  t h e  short-term i n i t i a l  employment ga ins  i n  t h e  
p r i v a t e  s e c t o r  may be somewhat o f f s e t  by reduced employment l e v e l s  i n  SOEs. 
This  w i l l  depend on the  G O I ' s  proposed r a t e  of SOE deregu la t ion  and t h e  n a t u r e  
of  any f i r m  t o  be deregulated.  The GO1 approach t o  any SO€ deregula t ion  
would inc lude  s p e c i f i c  a n a l y s i s  of t h e  means by which any negat ive  employment 
impact can be minimized o r  compensated f o r ,  e.g., through r e t r a i n i n g  and 
placement e f f o r t s .  

7.3.4 Impact on Women 

I n  Indonesia,  a s  i n  marly o t h e r  developing coun t r i e s ,  p a r t  of t h e  problem 
i n  women's access  t o  credit is t h e  unsa t i s fac to ry  performance of f i n a n c i a l  
markets a s  a whole - a s i t u a t i o n  which this p r o j e c t  will attempt t o  
a l l e v i a t e .  Beyond t h a t ,  s p e c i f i c  c o n s t r a i n t s  t o  formal credit which have been 
found worldwide t o  be p a r t i c u l a r l y  lqmit ing  t o  women inc lude:  

-- Limited f i n a n c i a l  resources  a r e  more l i k e l y  t o  be d i r e c t e d  t o  men s i n c e  
they a r e  a p t  t o  hold economic cont ro l .  

-- Concessional i n t e r e s t  r a t e  p o l i c i e s  ( c r e d i t  programs) and l a r g e  
t r a n s a c t i o n  c o s t s  f o r  s e r v i c i n g  small or  new borrowers may discourage 
l end ing  t o  women because they a r e  of ten  both new and r e l a t i v e l y  small 
borrowers. 

--. S o c i a  r e s t r i c t i o n s  on n q c t i a t i n g  a~ 1st  work time i n  o p p l y i q  f o r  
leans in t h e  f o m a l  s e c t o r  result i n  higher t r a n s a c t i o n  wccstsw f o r  women. 

- b l l a t e r d  requirencr, 's ~ a y  be impossible t o  s a t i s f y  when they ere i n  t h e  
f o m  of a house, l a r d  c r  o t h e r  property. 



- Formal c r e d i t  i r s t i t u t i o n s  may not have programs which a r e  responsive t o  
t h e  types of work done o r  business run by women and which would allow, 
f o r  example, loans  t o  be paid back through multiple small deposits. 

-- Social  customs may r e s t r i c t  women's par t i c ipa t ion  i n  modern c r ed i t  
systems .l 

These a r e  generic cons t ra in t s  which have been found t o  cons t r i c t  f u l l  
female par t i c ipa t ion  i n  economies. To the extent these  apply l a r g d y  t o  women 
involved i n  very small o r  cot tage indus t r ies ,  th i s  p ro jec t  w i l l  have only an 
i n d i r e c t  impact. That is, a s  t h e  economy responds favorably t o  expanded 
c a p i t a l  markets, women st the  lower end w i l l ,  presumably, benef i t  
proportionately. This is pa r t i cu l a r ly  t r u e  i n  terms of employment 
opportunit ies.  On the  other hand, i n  the  f inanc ia l  s e c t o r  Indonesian women 
already enjoy r e l a t i ve ly  good access t o  jobs, a t  l e a s t  i n  en t ry  l e v e l  
posi t ions ,  e.g., a s  accountants, bookkeepers, t e l l e r s ,  and f inanc ia l  
analysts.  As the  f inanc ia l  s e c t o r  grows, therefore ,  s o  too w i l l  t h e  number of 
job opportuni t ies  fo r  women seeking managerial posit ions.  

Women entrepreneurs a re ,  of course, a pa r t  of t he  t a rge t t ed  group. 
However, women i n  the  forrrial business s ec to r  (not including cot tage 
i ndus t r i e s  ) nunber only about 10,000. Of  these businesswomen, approximately 
80% a r e  i n  small business, and 20% a r e  i n  mediun and l a r g e  business. An 
expanded c a p i t a l  market should allow womenfs pt i r t ic ipat ion i n  business t o  grow 
a s  access t o  credit becomes ea s i e r ,  and should provide s ign i f i can t  
opportuni t ies  f o r  business expansion f o r  those women already i n  business. 
Vir tual ly  a l l  of these 10,000 Indonesian businesswomen a r e  members of the  

. 

Indonesian Business Women 's Associa t im (INPI), and the project  w i l l  e n l i s t  
t h e  involvement of IWAPI i n  heightening awareness among businesswomen cf 
improved opportunit ies f o r  accessing capi ta l .  Such promotional e f f o r t s  w i t h  
IWAPI should help s ign i f i can t ly  i n  adCressing some of t h e  cons t ra in t s  noted 
above t o  womenfs par t i c ipa t ion  in formal borrowing system. 

The rupiah is a conver t ible  currency, t he re  a r e  no c a p i t a l  controls  i n  
Indonesia, and the  a31 is current  on its o f f i c i a l  debt service.  Yet t h e  
maintenance of t h i s  record has not been without considerable cost. Public 
debt is both a l a rge  and p o l i t i c a l l y  s ens i t i ve  i s s u e  in Indonesia -- l a r g e  
simply because of t h e  debt se rv ice ' s  ' s p i r e  iof the  g o v e r m n t  budget, and 
p d i t i r ; l l l y  s e n s i t i v e  because accamodating the increase  in a&t service 
p2-ts P a  been a t  the expense of current  g o v m t  o F + A  and has 
rsul- i n  aeq cuts i n  t h e  d e m t  budget, 

I S c h a c h e r ,  R s a  et dl., Limits t o  Productivity: Irrurovinc! komenfs Access 
t o  'Technoloc~ 2nd C r e d i t ,  Mency f o r  h t e m t i o m l  Gevelopent,  Bureau of 
R o p a m  and Policy Coordination, under Contract Nunber AID/OTil-C-l8Ol, Pray 



each of t h e  p a s t  two e a r s ;  i n  real t e r n  i t  w i l l  be about 12% less i n  FY f 88/89 than it was i n  Y 85/86. Over t h e  same per iod ,  t he  nominal amount 
a l l o c a t e d  f o r  debt s e r v i c e  has t r i p l e d  and its propor t ion  of t h e  opera t ing  
budget has increased from 28% t o  53%. 

The Indonesian c o n s t i t u t i o n  requ i res  t h a t  t h e  GO1 budget be "balanced," 
i.e., t h a t  t h e r e  be no domestic borrowing. Hence a l l  GO1 debt, which is 
incurred  t o  f inance  the  government's opera t ion  o r  development budget, is 
fo re ign  debt.  Furthermore, o f f i c i a l  e x t e r n a l  debt  management pol icy  does no t  
permit the goverment  o r  s t a t e  e n t e r p r i s e s  t o  engage i n  short-term bor rwing .  

- . Therefore,  a l l  e x t e r n a l  pub l i c  s e c t o r  debt is medium- o r  long-term. 

According t o  t h e  I n s t i t u t e  of  I n t e r n a t i o n a l  Finance (IF), t o t a l  pub l i c  
s e c t o r  debt  t o t a l e d  almost $3!..5 b i l l i o n  and t o t a l  p r i v a t e  s e c t o r  debt almost 
$13.8 b i l l i o n  a t  t h e  end of  1987. American, European and Japanese corrmercisl 
bankers be l i eve  t h e r e  is almost no risk assoc ia ted  w i t h  hard currency lending 
t o  the p r i v a t e  s e c t o r  i n  Indonesia. Their c l i e n t s  are, by and l a r g e ,  q u i t e  
a f f l u e n t  l o c a l  businessmen who have more on depos i t  of fshore  than they a r e  . 
borrowing f o r  use  i n  Indonesia. Therefore, l i t t l e  or no risk is involved as  
t h e  l o a n s  a r e ,  i n  t h e  eyes of the bankers, f u l l y  secured with o f f shore  
deposi t s .  

7.4.1 External  Debt 

The I I F  es t imates  t h a t  t o t a l  e x t e r n a l  debt  rose t o  more than $52 b i l l i o n  
by t h e  end of 1987, a s  compared with almost $43 b i l l i o n  a t  the end of 1986. 
The I I F  es t imates  t h a t  30% of t h e  debt  is denominated i n  yen and, of  t h e  
aforementioned inc rease  i n  e x t e r n a l  debt ,  $6.1 b i l l i o n  o r  67% is due t o  t h e  
apprec ia t ion  of t h e  yen. 

A breakdown of ex te rna l  debt  by type  is not  a ma t t e r  of pub l i c  record,  
al though t h e  GO1 i s  c u r r e n t l y  developing these data. Table 10 i l l u s t r a t e s  t h e  
I I F 1 s  estimate of the  debt  s t r u c t u r e .  

I n  1988, e x t e r n a l  o f f i c i a l  debt  s e r v i c e  is expected to  t o t a l  $6.9 
b i l l i o n ,  o r  35% of p ro jec ted  expor ts ,  as s h m n  i n  Table 11. Publ ic  debt  
s e r v i c e  ( including s t a t e  e n t e r p r i s e s )  is expected to  t o t a l  $7.2 b i l l i o n  o r  37% 
of p ro jec ted  exports .  

The es t imates  a r e  t h a t  t h e  amount of debt s e r v i c e  w i ! l  peak i n  1969. I f  
expor t s  grow i n  l i n e  wi th  t h e  c u r r e n t  f o r e c a s t  of U, the ceSt s e r v i c e  = t i c  
shocld pesk this year =d s tv t  t o  drop in Ee9. A t  ~ e s e  Z-ds seem a 
-me - w o n  as all iniicttims ZIZ tkt th3 cuCzm fez SG 
p x t h  f o r  tk fiscal yeer  just ended ( k z h  31, u66) is e v s  hiper thsn LtE 
S a m  1988 estbate of 2E%. 

Despite the ecManic ccets ana the nnlfm pressure 'Lo "do s m t F d n g  
a t m t  detrt s e r v i c i n g  ca t s , "  t h e  GO1 is f i rmly  cmdtted to min%fning a 
c o n v e r t i b l e  currency, avoiding c a p i t a l  c o n t r c l s  and keeping current on its 
e x t e r n a l  debt se rv ice .  Nunerous s ta tements  by the Resident and c a b i n e t  
m i n i s t r i e s  under l ine  the  GGI1s comitment t o  these t h r e e  ~ d s .  Furthermore, 
the R e s i d e n t  has refused t o  e n t e r t a i n  sugges t ions  f o r  a aeb t  reschedulinp. 
He be l i eves  a rescheduling would imair Inoonesian access t o  externid  c r e o i t  
mrkets, thus  f u r t h e r  complicat ing Indonesian economic developrent  (by 
inc reas ing  t h e  cost of o r  drying up the  GOIfs a b i l i t y  t o  borrow). Ins tead ,  



TABLE 10: IF ESTIMATES OF TOTAL DISlRSED INDONESIAN OCTDZNAL DEBT 

($ mil l ions)  

1985 1986 1987 1988 

To ta l  
O f f i c i a l  Debt 

A. To ta l  frm 
O f f i c i a l  Sources 
Mu1 t i l a t e r a l  
B i l a t e r a l  (1) 
Nat ional iza t ion  
LNG Expansion 

8. Totdl  
P r i v a t e  Sources 
of  Which: 
Comnercial 

To ta l  Pvt. 
Sec to r  Debt 

A. Medium/Long Term 
8. Short  Term 

Tota l  Debt 

(1) Includes  b i l a t e r a l ,  bonds, na t iona l i za t ion ,  and LNG expansion. 
-- Source: I F  - March 2, 1988 Report. 

TABLF U: P U B L I C  SECTOR D3€RNAL DEBT SERVICE REQUIREMENTS 

G c w m f t  D i r e c t  DeSt Debt o f  S t a t e  Corp. 

k t e s  : - - m r t  - amortizat ion;  i n t  - i n t e r e s t .  -- Sources: based on da ta  from Bank Indonesiz,, Kuhn Leob memorandm snd 
I Embassy estimates. 



Indonesia w i l l  continue its e f f o r t s  t o  res t ruc ture  without resor t ing t o  an IMF 
program or  the  Par is  Club. Indonesia is hoping f o r  new and l a r g e  ass i s tance  
from Japan and f c r  a new approach t o  handling tk appreciation of the yen. 
Without such assistance,  Indonesia's a b i l i t y  t o  s t a y  current on external 

balances ea s i ly  could be placed i n  jeopardy. A l a r g e  f a l l  i n  oil prices ,  a 
major recession i n  OECD countries t h a t  limits o r  reverses non-oil export 
growth, and a number of other  p o s s i b l l i t i e t  could upset t h e  f r c g i l e  balance 
t h a t  barely permits t h e  GO1 t o  provide t h e  se rv ices  domestic audiences expect 
while continuing t o  remain current  on external debt. The r e a l  question is the  
out  years. W i l l  non-oil exports grow by enough t o  cover the  r i s i n g  debt  

. serv ice  and growth i n  irrports necessary t o  keep the economy growing? 

7.4.2 Domestic Cebt 

A t  t h e  end of 1987, domestic bank credit amounted t o  Rp. 28 t r i l l i o n ,  
which represented an increase of 24% f ran  1986. This increase was the highest 
s h c e  t h e  monetary reforms i n  1983 and is ind ica t ive  of the  recent improvement 
i n  the  e n v i r o m n t  f o r  domestic investment. Deposit money banks extended the  
l a r g e s t  amount of c r ed i t s ,  Rp. 27 t r i l l i o n ,  s t a t e  banks extended Rp. 1 9  
t r i l l i o n ,  p r ivs te  national cormercial banks extended Rp. 6 t r i l l i o n ,  foreign 
banks extended Rp. 1.2 t r i l l i o n ,  and regional development banks extended Rp. 
786 b i l l i on .  

' .  
Direct Bank Indonesia c r ed i t s ,  primarily t o  the  two s t a t e  savings banks, 

t o t a l l e d  Rp. 1.2 t r i l l i o n  and were extended mainly t o  encourage mortgage 
lending t o  the lower income groups. During t h i s  same perioa, bank c red i t s  t o  
a l l  sec tors  of the  economy rose substant ia l ly .  The manufacturing sec to r  
received the hfghcct '.eve1 of c r e d i t s  (Rp. 1.9 t r i l l i o n ) ,  representing a 25% 
increase from the previous year, d i rected primarily a t  chemicals, p l a s t i c s ,  
t e x t i l e s ,  paper and wood products. Credits t o  the  t rade  sec to r  f o r  purchasing 
domestically traded goods and f o r  exporting f inished and semi-finished goods 
increased by 19% t o  4. 1.3 t r i l l i o n .  The serv ice  s ec to r  received Rp. 490 
b i l l i o n ,  an increase of 13%, t o  finance low-cost housing, businesses, 
e l e c t r i c i t y  and public transportation.  Credits t o  the  agr icu l tura l  s e c t o r  
increased by 20% t o  Rp. 372 b i l l i o n  i n  order t o  finance rubber, o i l  palm, 
sugar cane and tobacco plantations.  The mining sec to r  regis tered the  l a r g e s t  
increase,  53% percent, t o  Rp. 136 b i l l ion ,  to finance o i l ,  gas and coal mines. 

7.4.3 Peat ia l  E c o n m s  Impacts 
! 

The p : = t f 5  p r i ~ ~  impact M the debt m i t i o n  the E,  = a Ac-, 
of b''tCZSZSL! S C ~ O S ' S  ;)PTBCI: tO f m ,  s1kUd.d k sp& 
t r s r s f @  cf cz!st from the W c  sa301 to t k  privs* fez. k tx fmcs 
il'.?ing t c  t h ~  p i v ~ t c  sec to r  increase, t h e  public. set-2 w i l l  be &a t o  
&cre*e *it of its borrmSng, both foreign and a m s t i c ,  ut;lth is csed 
t o  support the -vate sector.  Since W c  sec to r  ba,crowing Is ~ s s a l l y  
fareign t ne  a1 stWLild be able to decreaseits atzdtional f f i g e  
bonawinp below w h a t  would have been necessary in the abence of the  project .  

I 

The project w i l l  increase the ava i l ab i l i t y  of domestic equity finmce. 
As the pr iva te  s ec to r  increases its use of such f imnce ,  the ne=J for 
addi t ional  foreign o r  domestic debt finance w i l l  decrease. As a r e s u l t ,  bcth 
the  publ ic  and pr ivate  sec tors  w i l l  be able  t o  decrease fur ther  their re l iance  
on debt finance and the hlgh8degree of leverage i n  the ecocmy w f f l  decrer;se. 



The development of t he  l o c a l  f inanc ia l  markets w i l l  increase t h e  
e f f ic iency  of t h e  flow of funds between savings and investment and w i l l  
s t imula te  addi t ional  savings and investment. This a l s o  w i l l  allow the G O 1  t o  
reduce its rel iance on foreign borrowings. Furthermore, increased f inanc ia l  
market a c t i v i t y  a l s o  w i l l  a t t r a c t  foreign cap i t a l  t o  Indonesia. Instead of 
borrowing foreign funds offshore, thase same funds w i l l  become avai lable  
domestically. The ne t  e f f e c t  of the project ,  therefore,  will be t o  improve 
t h e  foreign debt posi t ion of both the public and pr iva te  sec tors  i n  Indonesia. 

The project  w i l l  improve t h e  a b i l i t y  of t h e  GO1 t o  monitor the economy. 
- By increasing the l e v e l  of f inanc ia l  disclosure  and bringing i n t o  the formal 

s e c t o r  f inanc ia l  a c t i v i t i e s  which current ly  a r e  ca r r i ed  out informally, t he  
p ra j ec t  w i l l  provide Bank Indonesia with addi t ional  information regarding, and 
new too ls  t o  help implement, f i s c a l  and monetary policy. As a result, Eank 
Indonesia w i l l  be bet te r  ab l e  t o  control  annual i n f l a t i o n  which is between 
809%. While t h i s  l e v e l  is not onerous, it is high r e l a t i v e  t o  almost all 
other Southeast Asian nations. A t  a recent conference on the cap i t a l  r i r k e t  
held i n  3akarta,  a prominent Indonesian economist s t a t e d  t h a t  t o  ensure 
economic development s u f f i c i e n t  t o  s a t i s f y  Indonesia's growing population 
"domestic i n f l a t i o n  should be control led t o  under 5% per annunon If t h i s  
l e v e l  is not achieved and domestic i n f l a t i o n  remains higher than i n f l a t i o n  i n  
countr ies  competing w i t h  Indonesia i n  interr ,at ional markets, he then predicted 
t h a t  the  rupiah exchange r a t e  w i l l  have t o  be continuously adjusted downward. 
This requires e i t h e r  t h a t  t h e  rupiah f l o a t  f ree ly  oz t h a t  t h e  rupiah be 
devalued per iodical ly ,  a s  has happened twice i n  t he  l a s t  four years. The 
suddenness and sca l e  of these pas t  devaluations have proved.to be traumatic. 
The re la ted  cost  and pr ice  adjustments s t imulate  fu r the r  domestic i n f l a t i on ,  ' 

especial ly  fo r  manufacturing' processes which u t i l i z e  imported components. 
Domestic purchasing power, however, remains weak. J o i n t  ventures s u f f e r  
severe  lases and a r e  dissuaded from expanding, and poten t ia l  new j o i n t  
ventures may decide t o  l oca t e  i n  other  comt r i e s .  By increasing Bank 
Indonesia 's  monitoring capabi l i ty ,  the project  w i l l  reduce in f la t ionary  
pressure, decrease the  need f o r  fu ture  devaluations and brighten t h e  outlook 
f o r  domestic foreign investment. 

The f ea r  of addi t ional  devaluations a l s o  is one of the  reasons domestic 
i n t e r e s t  r a t e s ,  both i n  nominal and r ea l  t e r n ,  a r e  the  highest i n  Southeast 
Asia. Such r a t e s  appear t o  be necessary f o r  the  banks t o  a t t r a c t  deposits. 
Lhfortumtely,  such high r a t e s  a l s o  a t t r a c t  funds which might otherwise have 
been invested more productively i n  plants  and cap i t a l  equipment. By reducing 
inflatbnzzry pressures and decreasing the  cost of inteermedia'cion by i n c m s i n g  
the effmcy a d  m q e t i t i v e n e s s  of "Lhe finmchl m-kg's, inb=zst rztes 
s W d  d e c c .  Any d e a a s e  in interest r p t s  s M d  b~ 123- b E 
ckmzase in infiatim and vice  versa. 

An initial envirorrnentdl review w t s  p e r f ~ m e d  when t h i s  project  was a t  . 
the Project Ident i f ica t ion  Docunent (PID) stage. As a result of thzt revisv,  
i t  was r e c m n d e d  and approved tha t  the project  be c a t e g o i i d y  excluoed 
from fu r the r  enviromental  review (see Annex G). The a c t i v i t i e s  presently 
envisaged under the project  a r e  the same as thcse proposed st the PIE s t q e .  
Therefore, t h e  categorics l  exclusion rerrdins in ef fec t .  



8.1 ADMINISTRATIVE ANALYSIS 

The Ministry of Finance, which is the proposed execut ing  agency f o r  t h i s  
p r o j e c t ,  has the a u t h o r i t y  t o  determine Indonesia 's  c a p i t a l  market policy. I n  
add i t ion ,  i t  regu la tes  t h e  markets through BAPEPAM i n  coordinat ion  wi th  Bank 
Indonesia. The Di rec to ra te  General of Monetary A f f a i r s  w i l l  be t h e  M P  
implementing body. Within t h i s  Di rec to ra te  General, the Di rec to ra te  of  
F inanc ia l  I n s t i t u t i o n s  and Accountancy w i l l  be the day-to-day uni t  i n  charge 
of t h e  p ro jec t .  USAID has a longstanding working r e l a t i o n s h i p  with this 
Di rec to ra te ,  having worked toge the r  e s p e c i a l l y  c l o s e l y  i n  t h e  l a s t  two years  
on c a p i t a l  market i s sues  and t he  es t ab l i s tmen t  of the Bursa Pa ra le l .  I n  
a d d i t i o n  t o  t h i s  D i r e c t o r a t e l s  p resen t  s t a f f  of over 1-33 pro fess iona l s ,  it is 
a n t i c i p a t e d  t h a t  t h r e e  counterpar t  p ro fess iona l s  w i l l  be assigned t o  t h e  
s t a f f .  These t h r e e  s t a f f  menbers w i l l  each work on a d a y - t ~ d a y  b a s i s  w i t h  
t he  p r o j e c t  team s o  t h a t  t h e  MOF gains  t h e  f u l l  b e n e f i t  of  t h e  team's 
experience. 

From our s u b s t a n t i a l  p a s t  experience, we conclude t h a t  the  MOF 
implementing s t r u c t u r e  and s t a f f  a r e  f u l l y  capable of  success fu l ly  executing 
t h i s  p ro jec t .  Although t a sk - spec i f i c  short-term t r a i n i n g  is envisaged f o r  MOF 
personnel t o  develop s p e c i f i c  c a p i t a l  market s k i l l s ,  no genera l  t r a i n i n g  is 
proposed o r  requi red .  

The primary counterpar t  t o  t h e  Bank ~ n d o n e s i a  c o n t r a c t ' w i l l  be t h e  
Governor of Bank Indonesia and t h e  Managing Di rec to r  f o r  Credit. USAID a l s o  
has a good long-term working r e l a t i o n s h i p  wi th  Bank Indonesia through an 
mgoing  PASA w i t h  t h e  Federal  Reserve Board. Much of th is  p r o j e c t ' s  work w i l l  
be a cont inuat ion  of cu r ren t  e f f o r t s .  

Coordination between Bank Indonesia and the Ministry of Finance w i l l  be 
accomplished both d i r e c t l y  and through the Cap i t a l  Markets Pol icy  Council. 
This counci l  c o n s i s t s  of t h e  Minis ter  of Finance, t h e  Vice Chairman of 
BAPPENAS (the National Development Planning Board), the  Minister of Trade, 
Sec re ta ry  of the .Cabinet ,  t h e  Governor of  Bank Indonesia,  t h e  Chairman of 
BKFW, the Minis ter  of Indus t ry  and the Minis ter  of t h e  S t a t e  Secretary.  The 
main t a s k  of t h i s  Council is t o  p resen t  pol icy  a l t e r n a t i v e s  b the  h l n i s t e r  of 
Finance regarding t h e  c a p i t a l  market and Danareksa. T P i  d s o  has a 
working group c w r i s e a  of Di rec to r  k n c z l - l e v e l  o f f i c l l l s  fmn the v z r i o s  
ministries md a p c f s  wtLch P z i t l e  mst cf the &y-to-day -"y 
~ m e n t a t i u n .  This C o u d  w i l l  be ?iltl,y e s n t  fc ~==lin~; w i t h  
inter-ministerial mtte;s under this p i a j c t ,  sudr as ttE E w M  f a s  
under t h e  Ministry of Tradels  jurisdiction, a d  investmnt pcm which are 
mder various agencies inch- OW. 

Danareksa, PJE and the p e ~ i o n  f& and insurance  manics are ill 
r egu la ted  by and r e p o r t  t o  the  Di rec to r  G e n d  o f  Monetary Affairs,  MOF. 
Thus, the five-person tGF team will work thmugh the M G F  as its con tac t  f o r  
t h e  various p a r t i e s  working i n  t h e  q i td  m e t .  The MOF consu l t ing  team 
w i l l  be p h y s i c a l y  l o c ~ t e d  i n  the Oanareksa Buflding, which houses sane hOF 
s t a f f ,  the  s t o c k  e x c b n g ~ ,  Danareksa, BAiWM and o t h e r  c a p i t a l  market 
groups. USAID and Bank Indonesia a r e  only one block away. R o j e c t  
coordinat ion  will be g r e a t l y  a s s i s t e d  by the  proximity of a l l  p a r t i e s  involved* 



Within USAID, t h e  project  w i l l  be administered by the Office of Pr iva te  
Sector Development (PSD) , wherein t h e  Project  Officer assignment w i l l  reside.  
The PSD Office has developed considerable expert ise  i n  the  finance sec to r  
through the Financial I n s t i t u t i o n s  Development and t h e  Pr ivate  Sector 
Development Projects. I n  addit ion,  t h i s  office has strong l i nks  w i t h  the  PRE 
Bureau i n  AID/W. R E  w i l l  be t he  source of s ign i f i can t  ass is tance on t h e  
project  through its own Financial Markets Project  I1 which is just s t a r t i ng .  
FRE a l so  has developed a considerable number of contacts i n  t h e  U.S. . cap i ta l  
market which serve a s  a po ten t ia l  source of exper t ise  on i s sues  such a s  
deregulation, por t fo l io  management and regulatory reform. The PSD Project  
Officer w i l l  be ass i s ted  by a Project  Implementation Committe~, including P K ,  

- EPSO, FMP and LO. We conclude t h a t  the  PSD Office, a s  ass i s ted  by this 
Comnittee and the R E  Bureau, is f u l l y  ab le  t o  met its t e c h n i d  and 
administrative r e spons ib i l i t i e s  under thme proposed project .  

8.2 CONTRACTING PCAN 

As noted e a r l i e r ,  the bulk of a l l  project  implementation and delivery of 
inputs  w i l l  be handled through two umbrella contracts-one w i t h  kOF and one 
w i t h  Bank Indonesia. A descr ipt ion of each of these contracts  and contract ing 
procedures follows. 

8.2.1 Mff Contract 

This five-year contr-  st w i l l  provide a team consis t ing of s i x  long-term 
advisors plus up t o  30 person-months o f  s>hort-term assistance.  The short-term 
portion w i l l  be augmented by a 50% contribution fo r  buy-ins with the FRE . 
Bureau Financial Markets Project  f o r  an addi t ional  30 person-months. (This 
50% buy-in was l i s t e d  e a r l i e r  as  15 person-months f o r  budget estjmate 
purposes.) This contract  w i l l  a l s o  include funding f o r  the promotions 
subcontractor; f o r  ill W sponsored short-term tra ining,  estimated a t  100 
person-months; f o r  the P P E  and ICE c g u t e r  system, p r c m o t i d  c m o d i t i e s  
and campaign expenses; and comnodity support f o r  t h e  consultants. 

Subject t o  a WAID review of GO1 contracting procedures, this w i l l  be a 
Ministry of Finance host country contract  (HCC) ac t ion  in accordance wi th  
A.I.D. Handbook 11. Contractina w i l l  be done throuah f u l l  ard open 
canpet i t ion with advertisements-in the  U. S. and Ind6nesia. A prequal i f icat ion 
exercise  w i l l  determine the sho r t  list of e l i g i b l e ,  qual i f ied firms, t o  be 
l i m i t e d  t o  U S . ,  Indonesian, o r  j o i n t  ~ . ~ . - l n b o w i a n  firms. The se l ec t i cn  
p r q c s s  w i l l  be-based on technic& fac tors  first, t he  h i m t  ranked finr; 
be- selected f o r  negotiations. W and USAID w i l l  j o b t l y  ev2luzte 

Given the Ministxy o f  Finance's consiaer;iSle prior in 
a m b c t i n g  wit9 expzt r ia te  oq . anFHt ims ,  such as t k  L E Z  InstltlRa f o r  
Inteii-s';ior;d Ceveloprnent , we belleve M3f has pin& SS ti Itt c o n ~ c t i i i  
sktl ls to m t e r  such a avltnct s -s fay .   he w i l l  also 
strengthen the wcrking re la t ionsh ip  of the hff and consultants. 

A l l  t r a in ing  and pnmotional carmoGity funding under the MGF contract ,  
except f o r  the promotions subcontractor, s h ~ U  be included umer  t h e  contract  
as a flow-through only. Thus, there  w i l l  be no overhead o r  f ee  on these 
iterrs. The procurement f o r  promotional cmpafgns s M  be done by the 
promotions subcontractor. Ali other  procurement of comnodities under t h i s  



contract  s h a l l  be s o l i c i t e d  competitively by the contractor  i n  accordance w i t h  
A. I. 0. Handbook 11 procedures. The source-origin of a l l  c m o d i t i e s  , except 
f o r  l o c a l  shelf  procurements, w i l l  be Code 000-the U.S. o r  Indonesia. 

It is ant ic ipated tha t  t h i s  contract  w i l l  be i n i t i a l l y  advertised i n  
October 1988 and w i l l  be executed i n  approximately June 1989. The five-year 
contract  would then extend u n t i l  June 1994, th ree  months pr ior  t o  the  PACD of 
30 September 1994. See Annex D f o r  t h e  M f f  Scope of Work. 

8.2.2 Bank Indonesia Contract 

The five-year Bank Indonesia contract  w i l l  cons i s t  of one long-term 
expert  plus up t o  60 person+nonths of short-term assistance.  As with  the  POF 
contract ,  30 person-months of t h e  short-term ass i s tance  w i l l  consist of 50%\ 
b y - i n s  t o  the  FRE Bureau F2nancial Markets Ro jec t .  Thus, 45 person-months 
a r e  budgeted under project  fwding .  In  addit ion,  th i s  contract  w i l l  include 
funding f o r  up t o  50 months of Bank Indonesia short-term tra ining and 
consultant comnodity support. 

As i n  t h e  case of t h e  MOF contract ,  subject  t o  a USAID review of GO1 
contracting procedures, the  HCC contracting mode w i l l  a l s o  be employed f o r  
t h i s  contract  w i t h  Bank Indonesia as  t h e  contracting agency. However, given 
t h e  smaller s i z e  of t h i s  contract ,  there w i l l  not be a need for  a 
prequal i f icat ion stage. Advertisements i n  t h e  U.S. and Indonesia w i l l  be 
placed, w i t h  the competitive bid  process again being open t o  U.S., Indonesian 
o r  j o i n t  U.S.-Indonesian firms. The contracting process w i l l  o the~wise  be 
iden t i ca l  t o  t ha t  f o r  the MOF contract. Bank Indonesia, having been 
responsible fo r  reviewing a l l  expa t r ia te  contracts  f o r  t he  a31 f o r  several  
years and a l s o  having severa l  expa t r ia te  contractors  already on board, is 
f u l l y  capable t o  acininister the c m t r a c t .  This contract  should a l so  be 
advert ised i n  October 1988 and executed in about June 1989, extending f o r  f i v e  
years. The Scope of hork f o r  t h i s  contract  is set f o r t h  i n  Amex D. 

8.2.3 Other Omtracts -- - 

The only other ant ic ipated contracting or  commitment act ions  a r e  f o r  
evaluations o r  audits.  The evaluations w i l l  be performed under A.I.D. 
i n d i r e c t  contracting procedures, mt l i k e l y  w i t h  an I Q C  work order. Any 
aud i t s  would be charged d i r e c t l y  through a Project  hplemen%tim Let te r  
(PIL), most l i k e l y  ,sing the services  of a local I Q C  contract  through t h e  
USAID Office of Financial Management. 

While the p i m e  contractcr ar corrsrl'tznt is not U e y  b be an 8A 
or  Gray Pmendment e n t i t y  f o r  e i ther  con- g$ven the sp- nature of 
the work, there  are s e v ~ ~ ~ o l  pcssMLe camkste finrs w,% WL W f y  as a 
par tner  f o r  recru i t ing  s~hort-tern experts. Given the b x a d  m t m  of the two 
contrzcts ,  it is  unlikely t h a t  any one f irm could f i l l  iU. the  required 
posi t ions  from within. 



8.3 HONITORING, EVALUATION AND AWIT 

8.3.1 Monitoring and Evaluation Plan 

Given the r e l a t i ve ly  quant i f iab le  nature of this pro jec t ,  i t  is expected 
tha t  the  monitoring and evaluation processes w i l l  be very c losely associated. 
This can be done by es tabl ishing monitoring and evaluation benchmarks re la ted  
d i r e c t l y  t o  the  EOPS snd other  f inanc ia l  and economic s t a t i s t i c s .  I n  
consultation w i t h  t he  R o j e c t  Comnittee, the  Office of Pr ivate  Sector 
Development w i l l  e s t ab l i sh  evaluation benchnarks which w i l l  then be approved 
by the USAID Director i n  ear ly  FY 1989. A t  approximately t h e  same time, an 
implementation seminar w i l l  be held t o  agree upon basic  implementation issues  
( t o  include a system fo r  project  irrpact tracking) among relevant  project  
pa r t i e s ,  e.g., MOF, PPUE, Bapepam, Danareksa. 

The proposed method f o r  project  monitoring would be t o  include the data 
co l lec t ion  tasks  i n  the  quar ter ly  reporting requirements f o r  each of t h e  two 
consult ing team.  The t rade and finance macroeconomist, who w i l l  begin work. 
i n  the  USAID Economic and Policy Support Office (EPSO) i n  November, would 
a s s i s t  t h e  PSD Office i n  designing this monitoring and evaluation system. 
This  system can be in tegrated i n t o  cash flow analyses performed by t h e  GO1 and 
World Bank t o  be t t e r  assess trends i n  long-term cap i t a l  Formation. 

Monitoring the contractors1 performance would be the respons ib i l i ty  of 
the PSD Project  Officer. This would be done i n  concert wi th  t h e  Ministry of 
Finance and Bank Indonesia. The Project  Officer would also.  a s s i s t  i n  the  
ea r ly  s tages  of project  implementation t o  ensure t h a t  t h e  contractors  
e s t ab l i sh  appropriate procedures f o r  short-term tra ining,  procurement, PRE 
Bureau buy-ins and promotional canpaigns. Each of these components would then 
require  a periodic reporting system t o  enable the R o j e c t  Officer t o  monitor 
progress and conpliance with t h e  contract  and A.I.D. regulations.  

With respect t o  form21 evaluation, the e s t a b l i s b e n t  of a quar ter ly  
monitoring system should a l l e v i a t e  the need f o r  large-scale review. It is 
an t ic ipa ted  t h a t  a two-person team could perform one-month evaluations a t  the  
end of t h e  second, four th  and s i x t h  years. The second year evaluation would 
focus on both ensuring t h a t  the  delivery systems f o r  outputs a r e  i n  place and 
t h a t  progress on regulatory reform has been achieved. The second and f i n a l  
evaluations would examine overa l l  progress. 

8.3.2 Audit Procedures 

-je tssistance financed by A.I.C. and the =I Is st*je ',? a r l r ' t  by 
A L D ,  In mder t o  minimize vulnerability, t t re Hissfon w i t l  
am3st W d i C  exarrdnatiars of recuras, and as p a t  of iB v a c k s  
exambation propam, will review GOI a m  p o r e  anci mcmeV-+ I , Labion 
relating to tt.leir direct procurement f immea LBlder t're pcj*. b j e c t  
fvldfng is a l s o  avai lable  f o r  p ro jec t  a l d i t ,  fncluding host cwntry and A.I.D. 
d i r e c t  contracts ,  fallowing guidelines from the A.I.D. Inspector General's 
Office. This aud i t  coverage w i l l  be perfomled by a u d i t ~ r s  through l o c d  
representat ives  of U.S. c e r t i f i e d  public sccountant f i rm,  w i t h  a s s i s  t a m e  
from the  A.I.D. Regional Inspector General - Audit Division in PanLla. These 
serv ices  w U  be procured w i t h  project  funds by A.I.D. direct contract  
following d i r e c t  payment procedures. In addition,  A.I.D. may u t i l i z e  project  
funding t o  obtain f inancial  management technical ass i s tance  t o  assess,  and 



where necessary, a s s i s t  i n  ~ p g r a d i q  t h e  f inanc ia l  management system of 
project units.  

The fcllowing s h e d u l e  sets f o r t h  the major project milestones, t he  
ta rge t  date f o r  achieving each milestone, and the  primary party responsible 
f o r  act ions leading t o  each milestone. 

Milestone 

B i l a t e r a l  Obligation of Project 
Advertise MOF Contract 
Advertise 61 Contract 
Project  Irrplement at ion Seminar 
E s t a b l i a  MOF/BI Training Committee 
Prequalify MOF Contractors 
Evaluate B I  Proposals 
Establish USAID Monitoring Fomat 
Select  MOF Contract F ina l  Proposals 
Select  B I  Contractor 
Project  Amendment-Deregulation Fund 
Negotiate/Execute MOF Contract 
Negotiate/Execute B I  Contract 
BI/MOF Workplans Submitted 
F i r s t  Baseline Monitoring Report 
I n i t i a l  Short-term Training 
I n i t i a l  Promotion Campaign 
F i r s t  Evaluation 
Market Deregulation Conpleted 
Second Evaluation 
F i n a l  Evaluation 

Target Date 

August 1988 
October 1988 
October 1988 
Early N 1989 
Nwemher 1988 
January 1989 
February 1989 
March 1989 
April  1989 
Apri l  1989 
April  1989 
June 1989 
June 1989 
Sept. 1989 
Sept. 1989 
October 1989 
Jarnary 1990 
Sept. 1990 
June 1991 
Sept. 1992 
Sept. 1994 

Re spon s i b i l l t y  

BADPEN4S, MOF, USAID 
MtlF, USAID 
B I ,  USAID 
MOF, USAID 
M O F ,  B I ,  OTW, USAID 
MOF, USAID 
B I ,  USAID 
USAID, MOF, B I  
MOF, U S A I D  
B I ,  USAID 
USAID, MOF 
M O F  
81 
Contractors 
Contractors 
Contractors, MCIF 
Contractors, MOF 
USAID, MOF, B I  
M O F  
USAID, MOF, B I  
USAID,  MW, 61 

8.5.1 Corditions Precedent 

The following cordi t ion p m e d e n t  i s  proposed for the F i n a m i a l  Markets 
Project  Grant Agreement: 

In addition, *E $2 be st* conditions p x  '& a d  covenants, 
including G O 1  d e d q a t i m  07 a u t h o r l ~ d  signatories. 

'* Uverseas Training Off ice, BP?EMS 



8.5.2 Covenants 

The followfng spec i a l  covenants a r e  proposed f o r  the  F ina t z i a l  Markets 
Pro jec t  Grant Agreement: 

(1) The GO1 a d  A.I.D. will agree t o  e s t ab l i sh  an evaluation program a s  
p a r t  of t h e  Project .  The program w i l l  include,  during the  irrplementation 
of the  Project: (a)  co l l ec t ion  of i n i t i a l  baseline data  with reference 
t o  interim and f i n a l  p ro jec t  objectives;  (b) evaluation of progress 
t o m r d  a t t a i m e n t  of t he  interim ard f l n a l  Pro jec t  object ives  a f t e r  the  - 
second, four th  and s ix th  years  of the  Project ;  (c) iden t i f i ca t ion  and 
evaluation of problem a reas  o r  cons t ra in t s  M c h  may i r h i h i t  such 
a t t a i m n t ;  (d) assessnent of how such i n f o n a t i o n  may be used t o  he lp  
overcome such problems; and (el evaluation, t o  t he  degree feas ib le ,  of 
t h e  overa l l  development irrpac t of the  Project .  

(2) The G O 1  w i l l  agree t o  develap a yearly de ta i led  implementation and 
t ra in ing  plan f o r  the  Pro jec t  which w i l l  descr ibe t h e  sequence of 
a c t i v i t i e s  t o  be undertaken and persons t o  be t ra ined i n  each f i s c a l  
year. h e  irrplementaff on and t r a in ing  plan f o r  each year w i l l  be 
subnitted t o  A.I.D. f o r  review and approval p r io r  t o  the start of the  
year covered by the  plan. 

3 The GO1 w i l l  covenant t o  scpply d f i c i e n t  funds t o  maintain and 
-ply equipment f urnisbed under the  Project .  



Listed below a r e  s t a tu to ry  c r i t e r i a  
appl icable  t o  projects.  Th is  sec t ion  
is divided i n t o  two parts .  Par t  A includes 
c r i t e r i a  appl icable  t o  a l l  projects.  Par t  
B appl ies  t o  projects  funded from s p e c i f i c  
sources only: B(1) applies t o  a l l  projects  
funded w i t h  Development Aqsistance; B(2) 
appl ies  t o  p ro jec t s  funded from kvelopment 
Assistance loans;  and B(3)  appl ies  t o  
projects  funded from ESF. - 
CROSS REFERENCES: IS  COUNTRY CHECKLIST W TO 

DATE? HAS STANDARD ITEM 
CECKLIST BEEN REVIEKED 
FOR THIS PROJECT? 

A. GENERAL CRITERIA FOR R U C T  

and appropriations 
committees of Senate and House have been or  
w i l l  be no t i f i ed  concerning t h e  project .  

FAA Sec. 6 l l ( a )  (1). Pr ior  t o  obl igat ion 
i n  excess of $500,000, w i l l  there be 
(a)  engineering, f inanc ia l  o r  other  plans 
necessary t o  carry out t he  ass i s tance  and 
(b) a reasonably f i m  estirrate of t h e  cos t  
t o  t h e  U.S. o f  the  ass is tance? 

FAA Sec. Q l ( a )  (2). I f  l e g i s l a t i v e  act ion 
is required within rec ip ien t  country, what 
is basis  f o r  reasonable expectation t h a t  
such ac t ion  w i l l  be completed in time t o  
permit orderly sccomplisfment of purpose 
of t he  ass is tance? 

construction,  kvc benefits and casts 
been conputed t o  the extent p c t i r l r ? l e  
in accordance w i t h  p3ncQk, 
standards,  and procedures estahlikhed 
D~nsuant  t o  t h e  Water fiesources F l a n n i ~  
kt (42 U.S.C. 1962, e t  sec.17 (See 
Handbook 3 fo r  gu.idelTt'a.>- 

Y e s .  

A Congressional Not i f icat ion was 
prepared and the  Congressional 
no t i f i ca t i on  period expired without 
objection on August 17, 1988. 

(a) Yes. 

(b) Yes. 

No fu r the r  l e g i s l a t i v e  ac t ion  is  
required. 



FAA Sec. 611 (e). I f  project is capital  
assistance (e.g., construction), and N/A. 
t o t a l  U.S. assistance for  it w i l l  exceed $1 
million, has Mission Director cer t i f ied  and 
Regional Assistant Administrator taken in to  
cortsideration the country's capability t o  
maintain and u t i l i z e  the project effectively? 

FAA Sec. 209. Is project susceptible t o  
execution as part of regional or 
multilateral project? If so, why is 
project not so executed? Information and 
conclusion whether assistance w i l l  
encourage regional development programs. 

FAA Sec. 601 (a). Information and 
conclusions on whether projects w i l l  
encourage efforts  of the country to: 
(a) increase the flow of international 
trade; (b)  foster  private in i t i a t ive  and 
competition; and (c) encourage development 
and use of cooperatives, and credit 
unions, and savings and loan associations; 
(dl  discourage monopolis t i c  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 w i l l  encourage 
U.S. private trade and investment abroad 
and encourage private U.S. participation 
i n  foreign assistance program (including 
use of private trade channels and t h e  
services of U.S. private enterprise). 

- , to  the mimm 
extent pcssible, the country is 
contributing local currencies to meet the 
ccst  of c o n t r a c t u  and other services, 
and foreign cuxrencioc owned ky tk US.  
zre utilized in lieu of d a l l a s .  

FM Sec. Q2(d). Does the U.S. w n  w c s s  
foreign currency of the -;try and, if 
so, what arrangements k v e  been made for  
its release? 

FY 1988 Continuing Resolution Sec. 522. 
If assistance i s  for the ~roauct ion of.any 

No. 
N/A. 

N/A. 

The further 'development of 
Indonesia's financial markets w i l l  
have positive effects on a f reer  
flow ' of (a) international trade 
as well as capital. An increased 
l iberal izat ion of these markets 
should also have a positive impact 
on (b),  ( c ) ,  (dl and (el.  
( f )  N/A. 

The project w i l l  finance long- and 
short-term technical assistance 
from t h e  k i t e d  S t ~ t e s .  It should 
also positively impact on future 
investment by U.S. fim. 

The GO1 and the Indonesian private 
sector w i l l  provide the equivalent 
of $3.0 million far the project, 
p r i l z i i l y  f G I  r"cs. 

c m o d i t y  for export, is the c o m d i t y  
- 



l L k e l y  t o  be i n  surplus  on world markets 
a t  t h e  time the r e su l t i ng  productive 
capacity becomes operative,  and is such 
ass i s tance  l i k e l y  t o  cause subs tan t ia l  
i n ju ry  t o  U S .  producers of t h e  same, 
s imi l a r  o r  competing corrmodity? 

12, FY 1988 Continuinq Resolution Sec 552. 
(as in terpreted by conference report) .  
If ass i s tance  is f o r  ag r i cu l tu r a l  
development a c t i v i t i e s  ( spec i f ica l ly ,  any 

- - t e s t i n g  o r  breeding f e a s i b i l i t y  study, 
var ie ty  improvement o r  introduction,  
consultancy, publication,  conference, o r  
t ra in ing) ,  a r e  such a c t i v i t i e s  
(a )  spec i f i ca l l y  and pr inc ipa l ly  designed 
t o  increase  ag r i cu l tu r a l  exports by t he  
host country t o  a country other  than t h e  
United S ta tes ,  whcre t h e  export would l ead  h/A. 
t o  d i r e c t  canpet i t ion i n  t h a t  third 
country w i t h  exports of a s imi la r  cornnodf t y  
grown o r  produced i n  t h e  United States ,  and 
can t h e  a c t i v i t i e s  reasonably be expected 
t o  cause subs tan t ia l  i n ju ry  t o  U.S. export- 
e r s  of a s imi la r  ag r i cu l tu r a l  c m d i t y ;  . 
or  (b)  i n  support of research t h a t  i s  in-  
tended primarily t o  benef i t  U.S. producers? 

13. FY 1988 Continuinq ficsolution Sec. 553. 
ill the  ass is tance (except f o r  program 

i n  Caribbean Basin I n i t i a t i v e  countries 
under U.S. Tariff  Schedule: Section 807, 
which allows reduced t a r i f f s  on a r t i c l e s  
assembled abroad from U.S.-made components) 
be used d i r e c t l y  t o  procure f e a s i b i l i t y  
s tud ies ,  p r e f ea s ib i l i t y  s tud ies ,  o r  project  
p ro f i l e s  of po ten t ia l  investment i n ,  o r  t o  
a s s i s t  the  establistment of f a c i l i t i e s  
spec i f i ca l l y  designed f o r ,  the manufac t~re  
for export t o  the  l h i t e d  S ta tes  or t o  thh: 
c a n t r y  mrkets in c'lrect carpetitLen wim 
U,S. exports, of t e x t i l e s ,  an-, 
footwear, h a m @ ,  fb t  gm% (such as 
wallets of coin purses worn on the p e o n ) ,  
work gloves or leather w e a r *  ;ip~areL'i Nc. 

14. FAA U8(c). 00s the  assistance m y  
w i t h  the5viromental procedures set 
fcrrth i n  A.I.D. ~ e g u l a t i o n  163 Does the Yes. See h n e x  G. 
assista,nce place a high p r i o r i t y  on 
c f m e r v a t i o n  and sus ta inab le  ransgement 
of t rop ica l  fo r e s t s ?  Spec i f icaUy , does 



t h e  ass is tance,  t o  t h e  f u l l e s t  extent 
feasible:  (a)  s t r e s s  the  importance of 
conserving and sustainably managing fores t  
resources; (k) support a c t i v i t i e s  which 
o f f e r  employment and income a l te rna t ives  
t o  those who otherwise would cause 
des t ruc t ion  and l o s s  of fores t s ,  and help 
countries iden t i fy  and implement 
a l t e rna t ives  t o  colorizing forested areas;  
(c) support t ra in ing  program, educational 
e f f o r t s ,  and t h e  establishment o r  
strengthening of i n s t i t u t i o n s  t o  irrprove 
forest management; (d) he13 end 
des t ruc t ive  slash-and-burn agr icu l ture  by 
supporting s t s b l e  and productive farming 
prac t ices ;  (el  help conserve fo re s t s  which 
have not yet  been degraded, by helping t o  
increase production on lands already 
cleared o r  degraded ; ( f )  conserve 
forested watersheds and r e h a b i l i t a t e  those 
which have been deforested; (g) support 
t ra in ing ,  research, and o ther  act ions  
which lead  t o  susta inable  and more 
enviromnentally sound pract ices  f o r  timber 
harvesting, removal, and processing; 
(h)  support research t o  expand knowledge 'of' 
t rop ica l  fores t s  and iden t i fy  a l te rna t ives  
which w i l l  prevent f o r e s t  destruction,  
loss, o r  degradation; (i) conserve 
biological  d ivers i ty  i n  f o r e s t  areas by 
supporting e f f o r t s  t o  i den t i fy ,  es tab l i sh ,  
and maintain a representat ive network of 
protected t rop ica l  f o r e s t  ecosystems on a 
worldwide basis, by making t h e  
establishment of protected areas  a 
condition of support f o r  a c t i v i t i e s  
involving fo re s t  clearance o r  degradation, 
and by helping t o  iden t i fy  t rop ica l  fores t  
ecosystem and species i n  need of 
pmta=.rrion and establish and maintain 
szzzzz!zqriate . . iirutected a r e s ;  (,j) seek t o  
i n r - 5 ~  .tte a w ~ z z s  of U.S, government 
a g s ~ & ~  and other &mars of the  imnediat!? 
and Icnpt9lm of  trapical forests ; 
and (k) u t i l i z e  the r e s o u c e s  and a b i l i t i e s  
of dl relevant U.S. government agencies? 

16. FAA SC. 119(~)(4)-(6)* W f f l  the 
ass i s tance  (a) s lgpor t  t ra in ing  and 
education e f f o r t s  which improve the 
e p a c i t y  of recipient  countr ies  t o  prevent 
1,ms of b io lo@cd d ivers i ty ;  (b) be 



provided under long-term agreement i n  which 
t he  r e c i p i e n t  country agrees  t o  p r o t e c t  
ecosystems o r  o t h e r  wildlife h a b i t a t s ;  
(c) support  e f f o r t s  t o  i d e n t i f y  and survey 
ecosystems i n  r e c i p i e n t  coun t r i e s  worthy of 
p ro tec t ion ;  o r  (d) by any direct o r  
i n d i r e c t  means s i g n i f i c a n t l y  degrade 
na t iona l  parks o r  s i m i l a r  protec ted  a reas  
o r  in t roduce  e x o t i c  p l a n t s  o r  animals i n t o  
such a reas?  

FAA lZl(d) .  If a Sahel p r o j e c t ,  has a 
determination been made t h a t  t h e  host 
government has an adequate system f o r  
accounting f o r  and c o n t r o l l i n g  r e c e i p t  
expenditure of p r o j e c t  funds (either 
d o l l a r s  o r  l o c a l  currency generated 
therefrom) ? 

W I N G  CRITERIA FOR PROJECT 

1. Development Assistance P r o j e c t  C r i t e r i a  

a. FAA Sec. 102(a) ,  111, 113, 281(a). 
Cescribe ex ten t  t o  which 2 c t i v i t y  wul 

and 

( a )  e f f e c t i v e l y  involve the poor - in  
development by extending access  t o  economy 
a t  l o c a l  l e v e l ,  i nc reas ing  labor- in tens ive  
production and the use of appropr ia t e  
technology, d i spe r s ing  investment from 
cities t o  small towns and r u r a l  a reas ,  
and i n su r ing  wide p a r t i c i p a t i o n  of t h e  
poor i n  the  b e n e f i t s  of development on a 
sus ta ined  bas i s ,  using the appropr ia t e  U.S. 
i n s t i t u t i o n s ;  (b)  he lp  develop 
coopera t ives ,  e s p e c i a l l y  by t echn ica l  
a s s i s t a n c e ,  t o  a s s i s t  r u r a l  and urban poor 
t o  he lp  themselves toward b e t t e r  l i f e ,  and 
u t k n i s e  encourage democratic p r i v a t e  and 
I d  govermenta l  i n s t i t u t i o n s ;  
(c) s-t 3 e  se l f -he lp  e f f o r t s  cf 
tkwC@-ng coun t r i e s  ; (d) p a n o t e  tk 
p n t i c i p t i m  of w m  i n  the ra'dd 
econar* of developing cumtries and the 
i m c r o v m t  of wamenls s t a t u s ;  and 
(el utilize snd encourage r e g i W  
c o o v e t i o n  by developing coun t r i e s  7 

b. FAA Sec. 103,  103A, 104,  105, 106, 120-21. 
be s  t n e  p r o j e c t  f i t  the c r i t e r i a  f o r  t h e  
type  of funds ( func t iona l  account) being 
used? 

(a) The poor w i l l  b e n e f i t  from an 
an inc rease  i n  employment opportun- 
i t ies  generated by mre e f f i c i e n t  
f inanc i ' a l  markets d i r e c t i n g  inves t -  
ment t o  t h e  productive s e c t o r .  

The p r o j e c t  f l l l ly  rests the 
c r i t e r i a  for FAA Sec t ion  106. 



FAA Sec. 107. Is emphasis placed on use o f  
appropr ia t e  technology ( r e l a t i v e l y  smal ler ,  
cost-saving, labor-using technologies t h a t  
a r e  genera l ly  most appropr ia t e  f o r  the  
smal l  farms, small businesses ,  and small N/A. 
incomes of t h e  poor)? 

FAA Sec. 110, 124(d). W i l l  t h e  r e c i p i e n t  
country provide a t  l e a s t  25 percent  of  the  
c o s t s  of  the program, p r o j e c t ,  o r  a c t i v i t y  
w i t h  r e spec t  t o  which t h e -  a s s i s t a n c e  is t o  
be furnished (or  is t h e  l a t t e r  cost-sharing 
requirement being waived f o r  a " r e l a t i v e l y  Yes. 
l e a s t  developed" country)? 

FAA Sec. 128(b). I f  t h e  a c t i v i t y  at tempts 
t o  inc rease  t h e  i n s t i t u t i o n a l  c a p a b i l i t i e s  
of p r i v a t e  organiza t ions  o r  the  government 
o f  the country, o r  if i t  at ter rp ts  t o  
s t i m u l a t e  s c i e n t i f i c  and technologica l  
research ,  has i t  been designed and w i l l  i t  
be monitored t o  ensure t h a t  the u l t ima te  
b e n e f i c i a r i e s  a r e  t h e  poor majori ty? 

FAA Sec. 281 (b) .  Describe e x t e n t  t o  which 
program recognizes t h e  p a r t i c u l a r  needs, 
desires, and c a p a c i t i e s  of t h e  people of 
t h e  country; u t i l i z e s  t h e  country 's  
i n t e l l e c t w l  resources t o  encourage 
i n s t i t u t i o n a l  development; and suppor ts  
c i v i l  education and t r a i n i n g  i n  skills 
required f o r  e f f e c t i v e  p a r t i c i p a t i o n  in 
governmental processes e s s e n t i a l  t o  
s e l f  -goverment . 
FY 1988 Continuing Resolut ion Sec. 538. 
'Are any o t  the funds t o  be used f o r  t h e  
perfor&ce of abor t ions  a s  a method of  
f a m i l y  planning o r  t o  motivate o r  coerce 
any person t o  p r a c t i c e  abor t ions?  

Are my C f  t k  fUrdS t o  be wed t o  pzy far 
tk pesfGma- of involuntary  
s t e r U i r o t h  as a m e t b d  of family 
pla- nr t o  coerce o r  provide any 
financial incentive t o  any person to mkz 
go s t e r i l f i a t i o r r s ?  

Are any o f  the funds t o  be used t o  pay f o r  
any h i a m d i e a l  r e sea rch  which r e l a t e s ,  i n  
whole o r  i n  p a r t ,  t o  methods o f ,  o r  the  
pe r f  omance o f ,  abor t ions  o r  involuntary  

Yes. 

The p r o j e c t  is based on more than 
f i v e  years  of a n a l y t i c a l  work i n  
t he  f i n a n c i a l  markets arena ,  which 
explored  opt ions  i n  a s s i s t i n g  t he  
Q3I and the  Indonesian p r i v a t e  
s e c t o r  to achieve inc reased  employ- 
ment genera t ion  through improved 
funct ioning of f i n a n c i a l  mrkets; 
l o c a l  c a p a b i l i t i e s  w i l l  be used t o  
the mximun ex ten t  poss ib le .  

No. 



s t e r i l i z a t i o n  a s  a means of family 
planning? 

h. FY 1988 Continuing Resolution. 
Is the a s s i s t a n c e  being made a v a i l a b l e  t o  
any organiza t ion  o r  program which has been 
deterrdned t o  suppor t  o r  p a r t i c i p a t e  i n  t h e  
management of a program of coerc ive  
abor t ion  o r  involuntary s t e r i l i z a t i o n ?  

I f  a s s i s t a n c e  is from t h e  populat ion 
fun2t ional  account,  a r e  any of t h e  funds 
t o  be made a v a i l a b l e  t o  voluntary family 
planning p r o j e c t s  which do no t  o f f e r ,  
either d i r e c t l y  o r  through r e f e r r a l  to  o r  
information about access  t o ,  a broad range 
of family planning methods and s e r v i c e s ?  

i. FAA Sec. 601(e). W i l l  t h e  p r o j e c t  u t i l i z e  
competi t ive s e l e c t i o n  prccedures f o r  the  
awarding of c o n t r a c t s  ,' except where 
app l i cab le  procurement r u l e s  a l l w  o the r s?  

j. FY 1988 C m t i r ~ d n q  Resolution. How much 
of  the funcs w i l l  be a v a i l a b l e  only f o r  
a c t i v i t i e s  of economically and s o c i a l l y  
disadvantaged enterpr ises ;  h i s t o r i c a l l y  
black co l l eges  and u n i v e r s i t i e s ,  and 
p r i v a t e  and voluntary organiza t ions  which 
a r e  c o n t r o l l e d  by ind iv idua l s  who are black 
Americans, Hispanic Americans, o r  Native 
h e r i c a n s ,  o r  who a r e  economically o r  
s o c i a l l y  disadvantaged ( including women)? 

k. FAA Sec. 118(c)(l3). If t h e  a s s i s t a n c e  
w i l l  suppor t  a program or p r o j e c t  
s i g n i f i c a n t l y  a f f e c t i n g  t r o p i c a l  f o r e s t s  
inc lud ing  p r o j e c t s  involving t he  p lan t ing  
of e x o t i c  p lan  s p e c i s ) ,  w i l l  t h e  p rogam 
or p r o j e c t  (a)  be based upm careful 
aralysis of t h e  d t c x z t i v s  avzi la t r le  b 
achieve tk best s l l s t d ~ k l e  cse G? tk 
l a n d ,  arrd (b) t a k e  fuU acrwr; t  of the 
e n v i r o m e n t a l  impacts of the propcseo 
activities on b i o l o g i c s l  t iv-mityl ' r  

1. FAA Sec. 118(c)(l4). W i l l  assistance be 
used f o r  (a)  the Procurement or t s e  of  
l ogg ing  equipment; unless  an e n v i r m n k l  
assessment i n d i c a t e s  t h a t  all t imber 
ha rves t ing  opera t ions  involved w i l l  k 
conducted i n  an  e n v i r m e n t ~ y  sound 

No* 

No. 

Yes . 
Given t h e  broad n a t u r e  of t h e  t ~ o  
t e c h n i c a l .  a s s i s t a n c e  c o n t r a c t s  t o  
be awarded, i t  is un l ike ly  t h a t  any 
one f i rm o r  organiza t ion  could f i l l  
a l l  'of t h e  requi red  pos i t ions .  
There a r e ,  however, a number of  
8A f i rms  who might q u a l i f y  a s  a 
p a r t n e r  f o r  r e c r u i t i n g  short- term 
exper t s  f o r  t h e  p o j e c t l s  needs. 



manner and t h a t  the  proposed a c t i v i t y  
w i l l  produce pos i t ive  economic benefits  
and susta inable  f o r e s t  mnagement systems; 
o r  (b) act ions  which s ign i f i can t ly  degrade 
nat ional  parks or  s imi l a r  protected areas  
which contain t rop ica l  fo re s t s ,  o r  
introduce exot ic  plants  o r  animals i n t o  
such areas? 

- m FAA Sec. 118(c) (15). W i l l  ass is tance be 
w e d  f o r  (a)  a c t i v i t i e s  which would result 
i n  the  conversion of f o r e s t  lands t o  t h e  
rear ing of l ivestock;  (b) the 
construction, upgrading, o r  maintenance o r  ' 

roads (including temporary haul roads f o r  N/A. 
logging or  other ex t r ac t ive  indus t r ies )  
which pass through r e l a t i v e l y  undsgraded 
fo re s t  lands; (c! the  co lon i r a t i c i  of 
f o r e s t  lands;  o r  (dl t h e  construction of 
dams or  other  water cont ro l  s t ruc tures  
which flood r e l a t i ve ly  undegraded fo re s t  
lands,  unless with respect  t o  each such 
a c t i v i t y  an enviromental  assessment 
ind ica tes  tha t  the a c t i v i t y  w i l l  contr ibute  
s ign i f i can t ly  and d i r e c t l y  t o  inproving 
t h e  l ivel ihood of the  r u r a l  poor and w i l l  
be conducted i n  an e n v i r o m n t a l l y  sound 
manner which supports sus ta inable  
development? 

2. Development Assistance Project  Cr i t e r i a  
(Loans Chly) 

a. FAA Sec. 122(b). In fo rmt ion  and 
conclusion on capacity of t h e  country t o  N/ A. 
repay the loan, a t  a reasonable r a t e  of 
i n t e r e s t .  

b. FAA Sec. 620(d). If ass i s tance  is f u r  any 
productive en t e rp r i s e  which w i l l  compe'ce 
w i t h  U.S. enterp-rises, is thee an 

- 

a-rent tly t he  rec ip ien t  mLmtry to 
prevent expart t o  the U.S, of mre than 
20 percent of the en te rpr i se ' s  a n n d  
production #&ring the U f  e of the loan,  or 
has the requLrement t o  enter Inb sueh zn 
agn?ment ken waived by the m i d e n t  
becz~lse of a national s ecu r i t y  interest? 



FY 1988 Continuing Resolution. 
If f o r  a loan t o  a p r iva t e  s ec to r  
i n s t i t u t i o n  from funds made ava i lab le  t o  
ca r ry  out t h e  provisions of FAR Sections 
103 through 106, w i l l  loan be provided, t o  
the maximum extent pract icable ,  a t  o r  near 
t h e  prevai l ing i n t e r e s t  r a t e  paid on 
Treasury obligations of s imi l a r  maturity 
a t  t h e  time of obl igat ing such funds? 

FAA Sec. 122(b). Does the  a c t i v i t y  give 
reasonable promise of a s s i s t i n g  long-range 
plans and programs designed t o  develop 
economic resources and increase  productive 
capac i t i es?  

Economic Support Fund Project  Cr i t e r i a  

FAA Sec, 531 (a). W i l l  t h i s  ass is tance 
Dromote economic and p o l i t i c a l  s t a b i l i t y ?  
TO t he  maximum extent '  f e a s ib l e ,  is this-  
ass i s tance  consis tent  with t h e  policy 
d i rec t ions ,  purposes, and program of Par t  
I of t h -  FAA? 

FAA Sec. 53l(e) .  W i l l  t h i s  ass i s tance  be - 
used f o r  mi l i t a ry  o r  paramili tary purposes? 

ISEA of 1985 Sec. 207. Will ESF fun& be 
used t o  f inance t h e  construction,  operation 
o r  maintenance of ,  cr t h e  supplying of fue l  
f o r ,  a nuclear f a c i l i t y ?  If so ,  has the  
R e s i d e n t  c e r t i f i e d  t h a t  such country i s  a 
par ty  t o  t he  Treaty on the Non-R'dliferation 
of Nuclear Weapons o r  t h e  Treaty f o r  the 
R o h i b i t i o n  .of Nuclear Weapo~s i n  Latin 
America (the "Treaty of Tlatelolco"),  
cooperates f u l l y  with t h e  M A J  and pursues 
non-prolif era  t i on  po l ic ies  consis t e n t  with 
those of the k i t e d  S t a b ?  

This project  is not ESF-fqded. 

N/A. 

i o  the rec ip ien t  country, have S p r c  
Account (colmtqxzz) zirzangmmts b 
uade? 



Listed belw are the statutory items which normally 
w i l l  be covered routinely i n  those provisions of an 
assistance agreement dealing w i t h  its implementation, 
or covered i n  the agreement by imposing limits on 
certain uses of funds. 

These items are  arranged under the general headings 
of (A) Procurement, (8) Construction, and (C) Other 
Restrictions . 

FAA Sec. 6C2 ( a ) ,  Are there arrangements t o  
~ e r m i t  U.S. s M l  business t o  pa r t i cba t e  
equitably i n  the furnishing of c o m d i t i e s  
and services financed? Yes. 

FAA Sec. 604(a). W i l l  a l l  procurement be 
'from the U.S. except as otherwise 
determined by the Resident or under 
delegation from h i m ?  

FAA Sec. 604(d). I f  the cooperating 
country discriminates against marine 

Yes. 

insurance companies authorized to  do Indonesia does not so  discriminate 
business i n  the U.S., w i l l  c m o d i t i e s  be against U.S. marine insurers. 
insured in the W t e d  States against marine 
risk w i t h  such a company? 

is t o  be financed, is- there provision 
against such procurement when the danes t ic  
price of such c m d i t y  is l e s s  than parity 
(Exception where comnodity financed could 
not reasonably be procured i n  U.S.). 

of -advanced developing countries w h i c h  e 
o then i se  eligible under Code F4.l and whic! 
have attained a ccrrpe'iltive -ty in 
fnternatfwlal markets i n  one uf these 
areas? (Exception fo r  those countries 
which receive direct  economic assistance 
vlder the FAA and permit United States 
t o m  to  compete fo r  construction or  
engineering services financed from 
assistance programs of these countries. ) 



6. FAA Sec. 603. Is t he  shipping excluded 
from compliance with t h e  requirement i n  
sec t ion  901(b) of t h e  Merchant Marine Act No. Section 901(b) appl ies .  
of 1936, a s  amended, t h a t  a t  l e a s t  50 
percent of the  gross tonnage of cotrmodities 
(computed separately f o r  dry bulk ca r r i e r s ,  
dry cargo l i n e r s ,  and tankers)  financed 
shal l  be transported on pr ivately  crwned 
U.S. f l a g  comnercial vessels t o  the extent  
such vessels a r e  ava i lab le  a t  f a i r  and 
reasonable ra tes?  

7. FAA Sec. 621 (a). If technical  ass is tance 
is financed, w i l l  such ass is tance be Yes. 
furnished by pr ivate  en t e rp r i s e  on a 
contract  ks is  t o  the f u l l e s t  extent 
practicable? w i l l  t he  f a c i l i t i e s  and 
resources of other  Federal agencies be 
u t i l i zed ,  when they  a r e  par t icu la r ly  
su i t ab l e ,  not conpet i t ive  k i t h  pr ivate  
enterpr ise ,  and made ava i lab le  without 
undue interference wi th  domes tic programs? 

8. Internat ional  Air Transportation Fair  
'Competitive Practices Act, 19/4. If a i r  
t ransporta t ion of persons o r  property is Yes. 
financed on grant basis ,  w i l l  U.S. c a r r i e r s  
be used t o  the  extent  such serv ice  is 
avai lable?  

9. FY 1988 Continuins Resolution 
h c .  504. I f  the U.S. I;ov=rnment is a AU. A.1.D. d i r e c t  contracts  w i l l  
party t o  a contract  f o r  procurement, does s o  provide. 
t he  contract  contain a provision 
authorizing termination of such cantract  
for t h e  convenience of the  Mted  States?  



FY 1988 Continuing Resolution 
Sec. 524. If ass i s tance  is f o r  consulting 
se rv i ce  through procurement contract  Yes. Any such expenditures w i l l  be 
pursuant t o  5 U.S.C. 3109, a r e  contract  SO availabl?. b 

expenditures a matter of publ ic  record and 
ava i lab le  f o r  public inspect ion (unless 
otherwise provided by law o r  Executive 
order) ? - 

0 ,  CONSTRUCTION 

FAA Sec. 601 (dl. I f  c a p i t a l  (e 
construction1 project ,  w i l l  U. e' 
engineering and professional se rv ices  be 
used? 

FAA Sec. 6ll(c). I f  contracts  f o r  
construction a r e  t o  be financed, w i l l  thev 
be l e t  on a competitive basis  t o  maximum - W A .  
extent  practicable? 

FAA Sec. 620(k). I f  f o r  construction of 
productive enterpr ise ,  w i l l  aggregate value 
of ass is tance t o  be furnished by the  U.S. 
not exceed $100 mill ion (except f o r  
productive enterpr ises  i n  ~ g y p t  t h a t  were' 
described i n  the  CP), o r  does ass is tance N/A; 
have the express approval of Congress? 

O m  RESTRICTIONS 

FAA Sec. 122(b). If development loan 
repayable i n  do l la rs ,  is i n t e r e s t  r a t e  a t  N/A. 
l e a s t  2 percent per annun during a grace 
period which is not t o  exceed t en  years, 
and a t  l e a s t  3 percent per  annum 
thereaf te r?  

FAA Sec. M l ( d ) .  I f  fund is establ ished 
so l e ly  by u.b. contr ibut ions  and 
adrdnhtcred by an in te rna t iona l  
oz=mizz.tion, does Carptroller Gene* 
have au3it rights? 

FAA Sec. 628(h). Do arrangements exist to 
insure that k i ted  States foreign aid is Yes.  
not used in a rrramer which, contrary t o  the 
best interests of the llnfted S ta tes ,  
promotes o r  a s s i s t s  the  foreign 3id  
projects  or a c t i v i t i e s  of t h e  
C o r n i s  t-bloc countries? 
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W i l l  arrangements preclude use of financing: 

FAA Sec. l O 4 i f )  ; FY 1988 Continuina 
Res 01 u t  ion ~e-ay f o r  
performance of abortions a s  a method of 
family planning o r  t o  motivate o r  coerce 
pe r sms  t o  prac t ice  abortions; (2) t o  pay 
fo r  pL?rformance of involuntary 
s t e r L i z a t i o n  a s  method of family planning, 
o r  t o  coerce o r  provide f inanc ia l  incent ive  
t o  any person t o  undergo s t e r i l i z a t i o n ;  
(3) t o  pay f o r  any biomedical , research 
which r e l a t e s ,  i n  whole o r  par t ,  t o  methods 
o r  the  performance of abortions o r  
involuntary s t e r i l i z a t i o n s  a s  a means of 
family planning; o r  (4) t o  lobby f o r  
abortion? 

FAA Sec. 463. To make reimbursements, i n  
the  form of cash payments, t o  persons whose 
i l l i c i t  drug crops a r e  eradicated? 

FAA Sec. 620(0). To compensate owners f o r  
expropriated or  na.lc.ionalized property, 
except t o  compensatz foreign nat ionals  in 
accordance wi th  a land reform program 
c e r t i f i e d  by the  President? 

FAA Sec. 660. To provide t ra in ing  advice, 
o r  any f inanc ia l  support f o r  police,  
prisons, or other  law e n f o r c e ~ e n t  forces ,  
except fo r  narcot ics  programs? 

FAA Sec. 662. For C I A  a c t i v i t i e s ?  

FAA Sec. 636(i).  For purchase, sale, 
long-term l ea se ,  exchange o r  guaranty of 
the  s a l e  of motor v ~ h i c l e s  mnufsctured 
outs ide  U S . ,  unless a wziver is obtained? 

or adjusted service c m p e n i a t i n  tor 
r U  tary pe rs onnel ? 

FY 3.586 Continuinq ksc lu t im Sec. %5. 
70 pay U.N. assessments, a r i s a r a p  or -7 

(1) Yes. 

(2) Yes. 

3 Y e s .  

(4) Y e s *  

Yes. 

Yes. 

Yes.  

Y e s .  

Yes. 

Y=. 

Yes.  

N 1988 Continuinq Resclution See. 5G6. 
'lo carry  out provisions of rkfr sec t ion  Yes. 
209(d) i t r a n s f e r  of FAA funcs t o  
mu l t i l a t e r a l  orcanizstions f o r  lending) 5 



FY 1988 Continuing Resolutim Sec. 510. 
'To finance the export of nuclear equipment, 
fuel,  or  tectnology? 

FY 1988 Continuing Resolution Sec. 511. 
)or the purpose of aiding the efforts  of 
the government of such country t o  repress 
t3e legitimate rights of the population of 
such country contrary t o  the Universal 
Declaration of hman  Rights? 

FY 1988 Continuinq Resolution Sec. 516. 
iobe used for  publicity or propaqanaa 
purposes within- U.S. not authorized by 
Congress 3 

Yes. 

Yes. 

Y e s .  
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A C T I O N  C C ? F ; i -  I 

DATE DUE 
-. 

ACTION TAKE;: -.-- . .  - i 

-..---- REPUBLIC OF INDONESIA 
1 NATIONAL DEVELOPMENT PLANNING AGENCY 

No. : 33 &~'/K/8/1988 Jakarta, August % ,1988 

Nr. Dzvid 1;. Nerrill 
Director 
Agency for International 
Anericzn EoS~ssy 
JAKARTA 

Re: 

Dezr Yr. Merrill, 

Development 

The Government of Indonesia (GOI) hereby requests the 
assistance of the U.S. Agency for International Development 
(USAID) in the form of $. 9.0 million grant to finance the 
proposed Financial Markets Project. This priority project will be 
an important element in the GO1 program to promote nonuoil eqorts 
through its focus on improving the financial markets, including the 
stock, bond, commodity and money narkets. The goal of this project 
is to increase the availability of long-term investment capital by 
supporting open financial markets. Project inputs will inzlude 
technical assistance, training, comodities and evaluation. 

The executing agency for the project will be the Ministry of 
Fiaarce, Director General for Uonetary Affairs. The Governor of 
Bank Indonesia, and the hlznaging Director for Supervision and 
Interriel Development will also be integrally involved. The GO1 
sill contribute the equivalent of $. 3.0 million in cash and kind 
for this project including $. 1.0 million (equivalent) in private 
sector contributions. 

Ia ;2iition to the proposed U.S. Fiscal Year (FF) 1956 
obligsrlz= f w  this project, it is understood tkere :ill be s3 FY 



Life of Project: 
From FY 88 t o  N 94 
Total  U.S. Fmdlng $9 000 000 
Date Prepared: 08/1+ 

Program o r  Sector Goal: l lm hrrrrrler Mt?i~r,t~rcs of Goal Act~lcvcmcnt: 
objective t o  d d c h  project C O ~ I ~ : I . / ~ W I ~ . P ~ :  

Assbmptlons Car nchlevlng goal targets: 

To lncreare Lhr! avatlalrl l l ty  of Jrrnl- t Nmlr:r of mw/cxpnrnld Tlnss + CflI s t a t i s t i c s  + GO1 maintains the pace of i t s  deregulation 
tern Ii~vcsLmnL capi t a t  ly s l ~ l ~ n l - 1  I r a 1  k t l ~ s l l ~ ~ r  of mw Jobs + Other donor r,tuOlcs programs and pol ic ies  
opcn f inancia 1 rnarlwt s I I'cr cnplta imomc + G l P  pcr capita 

Cr*rll.tlrns i rdlcat lng Irrrpnsc has - 
lwrcm ac11Lcvcil: Errl of p r o J ~ c t  status.  

To increase thc rnrdnr c?f rleht a r l  b A (cnnnnent ord long-rnnjr! rcgt1Latory + Operational char t s  f o r  
equlty sccuri l lns  nrul ccr~inrrlLLy crrvlroruncnt for  stocks, Imwfs arwl IIWUBI\M and ICE. Oper- 
contracts aval l ;~ l i l~ t  Lo Lr~r~r!sLcrr.s, t w d  c:txru~wrlllies e s l ab l l d~ml  wLLh qlcr- ntlonnl stntlstlcs f o r  
t o  increase tlw Lrirclltq voL~mcr r f  Illnra i~ l . l r~ la l  rcqnmslbllLtlr!s *wparnted PIX or  brdtcrs  
l n s t m n t s  frtrn rcuulatory authorf ty 

-I nl. Ic!nst 5 private brdter/dcalers + 3 n c m  statements, P f W  
W I L L  bc able t o  operate profitably o r  BI\PEPAM statir,t;lcs 
I I un brdceddealer buslrcss a lom 

b . A t  l eas t  1 new stock and 2 new bond . + DNWAMMOF/RTE 
Lssrws w l l l  be marketed e a d ~  month, s t a t i s t i c s  
nwl everacy dai ly stock trading volune 
rcac4as 50,000/day; t o t a l  stock and 
lwwnl market capl tal lzat ion ifcreasing 
Lo n t  Icas t  Ruplah 5 t r l l l l o n  

4 I:ramcmll l y futures nrul i ~ t  l eas t  two + ICE, Ministry of Trerle 
I P ~  r~~r~u~rwll t lee  w l l l  bc trnrlcd on ICE records 

I II;II I#rivick automated ctmk-clcarfng + B,nk Indonesia rccords 
* . j d t ! m  w l l l  be opcra t imal  

6 I1cnr.ton and lncurance corrpanies w l l l  + MOF records 
(Iruw t ~ y  502 and incrcnw to t a l  stock 
arrl bxxl lloldlrqs t o  MT or portfol ios  
rcpmsr?ntlng Rupiah 3 t r l l l l o n  

6 Iku~nrrk w w i l l  reduce pcrccntagc! of + DanarcksaW s t n t i s t l c s  
( ~ o ~ W o l l o  which is uplc!thlcd nrwl w l l l  
rc?slnr,t~lre and incrcarr? t k  l c v e l  
of lrdlvidually owmd crtrtif lcntcs 

- - -. - - 

Assumptions for  achieving purposes: 

+ GOI malntalns i t s  comnitment 
t o  l ibcra l lza t ion  of the market and 
disengagement from private  sector 
oc t l v l t l e s  

+ Tax policy revised t o  provide carparable 
trcntmcnt of sane deposi ts  a d  deht and 
c!cyllLy holdings 

+ IMNnnCKW becomes comnitted t o  a more 
private -tor approach i n  management or  
c l~ rcg~ t l a t e s  i n  some other way 

+ nr?ntr lc t lm m movement o t  stock pr ices  
Ls n l  lmlni~ted 

+ Ikn!(lllhtlm a c t i v i t i e s  continue 



Life of Project: 
F r a  FY 88 to FY 94 - -  .- 

Total U.S. Fudl rg  $9 000 000 
Date Prepared: 08/1- 

Program or  Sector C ~ l t  1110 brordrr kasures  of Goal Achievement: 
obJs t ive  to  rhlch proJsct c a ~ t r J h l e s ~  

ksurrptici.ls for achieving goal targets: 

To ircrease ttm rvnilabil l ty uf J I I I I ~  t Wlcr of m/expanded rim + cO1 s t a t i s t i c s  + ml maintains the pace of Jts deregulation 
tern l m . % t m ~ t  capllal by slql(wrl111(1 + l&m(m of new Jobs + Other donor studies p r o ~ r a m  and policies 
open fir a c l a l  mrkela + Wr c q ~ l t a  incane + UP per capita - .. 

l lwl i t  l a s  IndlcatinQ purpose has 
lletnl aclilsved: End of project status. 

nssuqJtims for achlevlng purposes: 

To Jncrease tllo tuber or  lielit rrd + A pmmt IMCI l o n g - r a m  regulatory + Operatimal charts for + GO1 malntalra its comnltmmt 
equity securlt les arm1 c o m ~ ~ l l  ty ~ ~ v l r r r m m t  for stocks, I m b  and M P P ) (  end ICf. opx- t o  l ibe rn l i z r t im  of the market and 
contracts s v ~ l l a l ~ l e  l o  lnvrrlnrs c lnx l l t l n  estobllelwd with qwr- a t i m a l  s t a t i s t i c s  lor  . %XE nt rrm private sector t o  h r e a s e  t ~ a  L ~ I I ~ I I I Q  vol- 01 $ ! j a  aRlrml  m p o m J ~ ~ ~ t L m  separated HIE o r  brokers 
lmt ru lcn t s  ttun r e m a t o r y  auUariLy 

t A t  leagt 5 private broker/dealers + Incocnc stat-nts WE + Tax policy revised t o  provide canparable 
rill l a  bbls to operete profitably or MRPW s t a t l s t l c s  treatment of s a w  deposits and debt snd 
.(run broker/&aler businees a l cm e w i  ty holdings 

+ A1 lanst  1 ner atack acd 2 nsw bond + B(\PEPPMNX/PPLE 
Irsllm w i l l  ba mrketed each m t h ,  s t a t i s t i c s  
lurl avsrnw dally s tmk  tredlng volun 
r ~ n c l m  SU,OUJhhy; to ta l  rtock and 
Irlrwl mrket  c a p l t e l l z ~ t l m  lncreeslng , 
tu 11 leas t  Ikpleh 5 t r l l l l u l  

4 lSmndlty futures and a t  l e ~ s t  two + ICE, Ministry of Traae 
ner canodl t ies  rill be traded on ICE records 

+ Nat la r l rk  eutanated check-clearirg + Bank Indoneda records 
ayrlem w l l l  be operational 

+ Pe~lslon and lrsuranee c a y n l e s  w i l l  + HOF records 
grm by 50% and increase total  stock 
nlrl lrrrl holdlrqp to  30% of p ~ r t f o l l o s  
rel~resenting Ry~ld r  3 t r i l l i o n  

+ hnnrcksa w l l l  reduce percentage of + IjariareksahKF s t a t i s t i c s  
p r l f o l l o  d d r  1s w l e  and w i l l  
restructure sd increase= level  
of lndlvlclually owned cer t i f  lcates 

+ DIWYIEKY\ becam comnittcd t o  r nure 
private sector approach i n  management or 
deregulates i n  s o w  other way 

+ I'testrJctlm a movement of stock prices 
is elJdnated 

+ Deregulation ac t lv i t les  continue 



[Irtplts I ClRonltuda of fbtputr: Assunptlorrs for achlevlng artpub: 

+ Market deregulntlon 

+ Incrarrsd supply of lu-t(ptern 
lnvcst*ent capltrl  

' t S~paratlng MIWIVl's rowlatory on3 + GO1 statistics 
u ~eratltwkil functln~s; clearer defln- 
~ \ h r  trr dlvlslm of rqpiatory roles + ProJect evaluatlmr 

t Strmthened technlcal capital ~ r k e t  + Project m l to r ing  
shl l ls  of Hb and ON'EPW 

t Ikmvlng llrcal anetary nncl re@- 
s111ry cllslrrent~ves lor locly-tern 
c n ~ l t a l  lrwestwnt 

+ Prrmtlng Darureksala rnls as mutual 
rlrrl fur Ir~Ilvlrlual lnvaistnta ard 
I H I ~ I C ~ I Q  I t s  ravord status In market 

t Separating aperrtlonal and regulatory 
furtlons of tha ICE 

t Dsveloplng s taabrdl  rhlch encarrage 
~ m s l m  funds snd lnsuram conpanles 
l o  dlverslly p~ r t fo l l a r  

t nevlacd m e r w  and llquldlty require- 
mnta of Bank Indarsla (01) 

+ lncreaslng Itwestor Interest In secur- 
itles thou$ proootlonal can9;rl- 

+ Greater in i iv i iks l  n d  forelm access 
t o  markets e.g., ncr mutual imS, 
llnkagcs of markets, restructured 
h r e k s a  certtllcates 

+ bider 01 1uu;urr ot  m t a  and bi l ls  

+ Improved tradlng capability ud + Cbwloped private sector brokerage 
structure thrargh tralniny a d  TA 

+ BPPIMO, tiPl)o and P.T. Bahana se l l  
off efpltles thrargh stock market 

+ Ecorramic conditlom m t  affected; 
project beneficiaries' plans remaln 
stable 

+ Ilutumtcd BI check-clearlng system 



- C/3 - 
ProJect T i t l e  k W r :  Indglealn - Financial Uarkets Project (497-0360) 

M K C T I K L Y  KRIFIABLE ItiOICATORS lEI\E(S OF VERIFICATION 

+ Increased access to  private sector 
flrms trading BI m e i a r y  l n s t r w n t s  , 

+ Deregulatlm or !YES throw$ s a l e  of  
shares m stock exchanges 

+ &l& of Dansreksa wncunlxred shares 

+ Futures contracts trsded at  In 

I w t s  r ImCllementation Target (Type & Quantity) A s s u t p t i m ~  for providing Inputs: 

+ Technical Ilssiatawa over LCP 

USAID Bdqet IWT/BYPrivate + Project d o c m t a t i m  
?&tor b e t s  

(In UWXk) 

+ GO1 and prlvatc sector kdgets 
are forthcanlng 

6,900 1,650 + tka l l f l ed  TA w i l l  be avallahle 

+ Suitable candidzitm for tralnlng 
will be available 



ETAILED SUFES OF WORK FOR LONG-TERM ADVISORS 

The purpose of t he  Financial Markets R o j e c t  is t o  deregulate and 
i n s t i l ~ u t i o n a l l y  develop Indonesia's stock,  bond, comcdi ty  and money markets, 
thereby increasing both t he  nunber of debt and equi ty  s e c u r i t i e s  ava i lab le  and 
t h e  volume of t rading of these secur i t i es .  The ant ic ipated major outputs 
r e su l t i ng  from t h i s  project  ars: 

(1) a deregulated market environment through d i rec t ing  support f o r  
continued GO1 deregulation of f i nanc i a l  markets awJ f o r  adjust ing 
t he  ro les  of t h e  l d n i s t r y  of Finance (MOF), BAPEPAM, ~ a n a r e k s a ,  - 
and Bank Indonesia ( B I )  a s  necessary t o  b e t t e r  r e g d a t e  and 
promote t h e  c a p i t a l  market. Conversely, t he  pr iva te  s ec to r ,  
including PPUE, w i l l  gradually assune grea te r  r e spons ib i l i t i e s  f o r  
market development and operation. Throughout this project ,  t h e  
601 w i l l  take t he  lead  i n  i n i t i a t i n g  reforms, with project  
resources provided t o  support such act ions .  The major regulatory 
outputs and reforms which a r e  an t ic ipa ted  during the  l i f e  of 
project  include separat ing BAPEPAM1s regulatory and operational 
functions,  and providing a c l ea re r  d e f i n i t i o n  of t he  d iv i s ion  of 
regulatory r e spons ib i l i t i e s  among the  MOF, BAPEPAM and PPUE; 
strengthening the  technical  c a p i t a l  markets skills of MOF and 
BAFEPAM s t a f f ,  a s  required f o r  t h e i r  regulatory role; removing, a s  
possible,  t he  f i s c a l ,  monetary and regulatory dis incent ives  f o r  
l ong~ te rm c a p i t a l  investment which a r e  under t he  control  o r  
influence of MOF, B I ,  BAEPPM o r  t h e  GO1 Capital  Markets Policy 
Council ( t o  include possible cha es i n  and insurance "B investment guidelines,  revision o tax dis incent ives ,  evaluation 
and possible rev is ion  of BKPM investment rules ,  and 
recomnendations on l e g a l  c b n g e s  which would aUw the perfect ion 
of a s ec in i t y  interest; promotiq  P.T. Danareksals r o l e  a s  a 
mutual fund f o r  individual invesrors while reducing its favored 
s t a t u s ,  res t ruc tur ing  its c e r t i f j c a t e s  and l iqu ida t ing  its 
unpledged por t fo l io ;  and separat ing the operational and regulatory 
functions of t h e  ICE, w i t h  the  operational functions pre fe rab ly '  
being handled by t h e  p r iva te  sector .  

(2) an increased suc~ly of l o n e t e r m  cdta l  available f o r  long-term 
investmmt nee%. F l t h o w  rqubfrrZY chsnges c i t e d  above w i l l  
s t f rmla t c  t h i s  pccess, tkzz n pcliry, h s t i t r J t i o n a l  and 
pamLLior,i a c 3 . m ~  w h i r 3  w i f 7  tE adckssed by t k  GDI, t o  
wLlde =~05rs',rr;: e m  and e m  t fHt  m g e  ~ n i G n  
arrd i m m  f f i i  t o  diversify W p O r t f o l f ~ ~  and invest i n  
debt and equity iSSus ;  review- bank reserve nquiremehts and 
~ , v b i n g  liollidity n m  to pe=nit a w i d e r  range of reserve 
hesbrrerrS by bdcs;  .frrreasing -tor in&terest in equities and 
bgnds through e d u t i o n a l  ard praMtional carrgaigrrs ; expanding 
W v i 5 u z l  and f c e i g n  investors1 access t o  t h e  cap i t a l  market 
through the establishment o r  m u t d  f-, i n t e r n a t i o n d  l inkage 
of t he  stack, bond and/or m m a i t y  rrarkets, changing the 
strucklre of c e r t a i n  P.T. Danareksa fund c e r t i f i c a t e s ,  and o ther  



mechanisms which woulo a t t r a c t  new investors ;  working wi th  Bank 
Indonesia t o  i s s u e  a wider var ie ty  of b i l l s ,  notes and bonds; and 
crect ing a Bank Indonesia National Credit F i l e ,  i n i t i a l l y  
avai lable  t o  i n s t i t u t i o n s  but perhaps l a t e r  t o  pr iva te  investors - 
a s  w e l l ,  which w f f l  serve  a s  an independent source of information 
concerning t h e  zrcditworthiness of firms. 

(3) an improved t rading capabi l i ty  and s t ruc tu re  of the Indonesian 
Pinancia1 markets. With a view t o  outreaching the  major 
protagonists involved i n  t rading s e c u r i t i e s  (brokers, dealers ,  
underwriters, P.T. Danareksa, Bank Indonesia and The MOF through 
its regulatory role).  While pr iva te  s ec to r  s ecu r i t i e s  firms 
should become self-sufficient i n  the meditpterm, this project  
w i l l  support their development during t h e  near-tern when l i t t l e  
t rading w i l l  take place in the market and t rading expert ise  w i l l  
be lacking. Additional ways of promoting the  supply of s e c u r i t i e s  
w i l l  be t o  encourage the deregulation of state-owned enterpr ises  
(SOEs) through t h e  s a l e  of equi t ies  on the  stock market, and t o  
work w i t h  f i r m  co~ls ider ing c a p i t a l  expansion but uncertain of . 
financing al ternat ives .  Specif ic  outputs w i l l  include developing 
t h e  pr ivate  s e c t o r  brokerage and underwriting industry through 
t r a i n i ~ g  and technical  ass is tance and through the separation of 
t h e  operational and regulatory functions of BAFEPAM and the  ICE; 
enccuraging the  National Development Bank (BAPINDO), Regional 
Development Banks ( B H k )  and t h e  GO1 Venture Capital Company (PT 
Bahana) t o  s e l l  equity they hold ln Indonesian companies through 
t h e  stock market; es tabl ishing a nationwide automated cen t r a l  
accounts function and check-clearing system by continuing t o  
support Bank Indonesia's ongoing program; expanding t h e  var ie ty  
o f ,  and the  firms granted access t o  t r ade  i n ,  Bank Indonesia money 
market Instruments ; encouraging the  deregulation of Sl€s throush 
equity s a l e s ;  supporting P.T. Danareksa's e f f o r t s  t o  sell its 
unenmbered  shares  i n  companies l is ted or, the s t o c k  exchange; 
improving pr iva te  sec tor  f inanc ia l  managers1 .awareness and skills 
i n  w i n g  c a p i t a l  and comnodity markets t o  r a i s e  fmcis and 
s t a b i l i z e  pr ices;  and permitting fu tures  contracts  t o  be traded 
throrp& the ICE. 

Thc TA @am w i l l  be respmsihle for nranasiq~ and cxrcrbmtiqj all 
project  inputs  including t r a in ing  and camnodities. Ukewise, the  team w i l l  be 
responsible f o r  t h e  f u l l  range of p r o j s t  &buts, encupssingj elements of 
policy hplementatlon,  i n s t i t u t i o n a l  devtllcpment and ptcmotion. 

f he  TA team w i l l  consist of six long-term experts,  members of a sin@= 
Contractor uni t  c o n p e t i t i ~ e l y  selected far this project ,  reporting t o  t h e  
R o j e c t  Panager a t  the MOF. An Indonesian sl&contractor fo r  promotfond 



campaigns and various short-term experts a s  required w i l l  a l so  become memkrs 
of t h e  TA team. That sub-contractorls r e spons ib i l i t i e s  w i l l  include t h e  
ac tua l  conduct and implementation of all promotional canpaigns, workshops and 
seminars t o  be held i n  Indonesia. The performance of t h a t  sub-contractor w i l l  
be supervised by the  TA team member responsible f o r  t ra in ing  and promotions 
(see helm). Specific tasks  f o r  th i s  subcon t r ac to r  w i l l  include developing 
TV, radio and/or newspaper adver t is ing and promotional campaigns sponsored by 
t h e  GO1 and the individual f inanc ia l  markets, and handling publ ic i ty  and 
l o g i s t i c s  f o r  l o c a l  workshops and seminars. 

I n  addit ion t o  the  consult ing services  provided by t he  MOF TA team and 
i t s  sub-contractor, there  w i l l  be a Bank Indonesia (81) team, financed by the  
Financial  Markets Project  under a separate  contract ,  which w i l l  report  
d i r e c t l y  t o  Bank Indonesia and be responsible f o r  a l l  aspects of Bank 
Indonesia% development programs a s  delineated i n  Section I above. 

The MOF TA team long-term s t a f f  w i l l  cons i s t  of the  following f i v e  
consultants as described below. 

A. Chief of Party/Reaulatory Advisor 

This consultant w i l l  function as  the  d i r e c t  counterpart of the  MOF 
Project Manager i n  providing technical  ass is tance t o  t h i s  project  
and w i l l  be responsible f o r  advising the  GO1 on a l l  aspects of 
regulatory reform (as delineated i n  Paragraph I above). &/she 
shall a l so  a c t  a s  team coordinator f o r  t he  PMU, w i l l  supervise all 
a c t i v i t i e s  undertaken i n  t h e  name of the Contractor f o r  t h i s  
project ,  and w i l l  fu r ther  a c t  as  manager of the  project ' s  t r a in ing  
and commodity inputs. This consul tant ' s  respons ib i l i t i es  a r e  
l isted below. 

Develop systems and procedures f o r  t he  successful  overal l  
administration, planning, and coordination of a l l  aspects of 
the  project .  

Design and ifrplement an annual project  planning cycle which 
formulates project  workplans and budgets f o r  each individual  

-TA team member i n  accordance with t he  GOI1s annual planning 
cycle and guarantee timely disbursement of funds. 

&s&m poce5ues and arssist the MOF in the  irrplementation of 
thcs? FOCSUZS d i z t e c !  tauizd ~ f f m  of f inanc ia l  -- T i e  ---z e spected tu inpact d i r e c t l y  on 
a3je2ng the ICIs Of t3? M F ,  -An, P.T. %mr&a,  t h e  

Cmmaity (UT) am 6ank Indonesia @I), 
t o  rn effectively ~QuLs+~ and pranote the Indonetian 
wt-t'l v---n~,t. A nm+xhacstL~ LiSt of t k s e  steps t m a r d  
r&zzqdzJkim incllde s m w  BAFWAW's regulatory and 
o p e r a t i o ~ a l  functions, and providing a clearer def in i t ion  of 
the f fv i s ion  of regulatmy swponsfbilities among t h e  HOF, 
BAFQAM and FPUE; refmv-, as possible, t h e  f i s c a l ,  monetary 
and n g d a t o r y  disincentives f u  long-term cap i t a l  investment 
which z r e  under the  w n t r c l  or  inf luence of hOF, 81, BAPEPAM . 
o r  t h e  GO1 Capital Markets Policy Comcil, to include possible  
changes i n  pension and insurance investment guidelines, 



revis ion of tax disincentives , evaluation and possible 
revis ion of BKFm investment rules ,  and r e c m n d a t i o n s o n  l e g a l  
changes which would allaw the perfection of a secur i ty  
i n t e r e s t ;  promoting P.T. Oanareksa's role a s  a mutual fund f o r  
individual investors  while reducing its favored s t a tu s ,  
res t ruc tur ing  its certificates and l iqu ida t ing  its mpledged 
por t fo l io ;  separat ing the operational and regulatory functions 
of the Indonesian Cmiities Market (ICE), with t h e  
operational functions preferably being handled by t h e  pr iva te  
sector.  

Design procedures and sssist t h e  major pr ivate  s ec to r  
protagonists (most 11otably PPUE) i n  t h e  implementation of 
those procedures directed toward having the pr ivate  s ec to r  
assume grea te r  respons ib i l i t i es  f o r  market development and 
operation of the cap i t a l  market. 

Provide d i r e c t  supervision f o r  a l l  long-term TA consultants,  
both Indonesian and expatr ia te ,  employed by the Contractor. 

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

Monitor the  progress a d  pace of project  implementation. 

Assist the  USAID and the MOF i n  the design of the  mid-term and 
f i n a l  project  evaluations. . 

Advise the MOF on technical  and policy matters re la ted  t o  the  
project. 

Supervise t he  preparation of quar ter ly  repor t s  which review 
project  implementation progress, i den t i fy  operational er 
administrative problems, assess the  policy environment within 
which the project  is operatmg and make reconmendat io~  t o  the 
Project  Manager, MW, and id'-? USAID regarding management, 
implementation, and policy i s sues  which require  spec i a l  
a t t en t ion  during the current f i s c a l  year. 

Supervise t he  p repa ra t im  of an annual repor t  which reviews 
project  implementation p r a p s s  , i d e n t i f i e s  cper&'&& Ci 
administrative problem, assesses the p U c y  envL-t 
w i t h i n  w h i c h  the p r o j e  is mer;;&& ane aske5 
recomnendations to the  Knagez, MCz, am t!x! E X 2  
regarding management, w m m t a t f a n ,  iirmi W c y  i s u s  which 
require  spec i a l  a t t k t i m  i n  ttw upcbning fisca]. yas. S s e c j  
on an an t ic ipa ted  start- a t e  f a r  the iA tern of 
April 1, 1989, tfre papex b i l l  be sutmftted a t  t h  md 
of March of each year, begiming i n  k-ch 1990, and its 
recomnendations w i l l  be considered in thk ~ro.fect clanninc 
cycle f o r  the  ensuing 'project yearn begin'nini each k ~ ; r ~ l r  



Qualif icat ions  

I n  order t o  carry out these respons ib i l i t i es  t h i s  Consultant 
should have a minim of 10 years working experience i n  
cap i t a l  market development and regulation,  preferably w i t h  
respect  t o  second tier o r  over-the-counter markets. The 
consultant should have a t  l e a s t  a masters degree i n  business 
o r  economics, a l e g a l  degree or an equivalent degree o r  
cer t i f ica t ion .  R i o r  experience working i n  a developing 
country, an understanding of USAID administrative procedures, 
and/or p r io r  experience with pro jec t  management i n  the  context 
of regulatory reform are q u a l i t i e s  highly sought a f t e r  f o r  
this pasition. Indonesian language capabi l i ty  would be an 
advantage but is not required. Funds f o r  language t r a in ing  
w i l l  be included i n  the contract .  

0.  Deputy Chief of Party/Regulatory Advisor 

Acting a s  t h e  Chief of Party's alter-ego, this posit ion w i l l  be 
reserved f o r  an Indonesian professional well versed i n  t h e  l oca l  
l ega l  and regulatory systems who w i l l  help ensure t h a t  p ro jec t  
documentation and recommendations a r e  appropriately designed and 
s t ructured f o r  Indonesia. In h i s h e r  role a s  alter-ego t o  the  
Chief of Party, t h i s  consultant w i l l  provide direct technical  
ass is tance t o  GO1 and pr iva te  s ec to r  c a p i t a l  market counterparts 
i n  a l l  of the tasks  l i s t e d  above f a r  the Chief . . a r t y  i n  the  
l a t t e r ' s  absence, functioning a s  the d i r e c t  counterpart of the  MOF 
Project  Manager i n  providing technical  ass i s tance  t o  t h i s  pro3 ec t 
and w i l l  be responsible f o r  advising t h e  GO1 on all aspects of 
regulatory reform (as delineated i n  Paragraph I above). In the 
Chief of Party's atsence h d s h e  shall a l s o  a c t  a s  team coordinator 
f o r  t h e  FMU, supervising all a c t i v i t i e s  mdertaken i n  the  name of 
the Contractor f o r  this project ,  and w i l l  fu r ther  a c t  as  manager 
of t h e  pro jec t ' s  t ra in ing  and comnodity inputs. The addi t ional  
r e spons ib i l i t i e s  f o r  this consultant a r e  l i s t e d  below. 

1. As mentioned above, an Indonesian sub-contractor f o r  
-promotional carrpaigm w i l l  a l s o  become a member of the TA - 

team. That sub-contractor's r e s p o n s i b U t i e s  w i l l  include the 
ac tua l  conduct and inclementation of dl promotional 

2. In ecnjmctim rim tk spec i f i c  tzzddng plans developed by , 

t h e  TJ\ team's T x i n i n g / P i m t i o n  hanager, advise t h e  MOF, 
BAE!VM, P.T. C s n W a ,  PPE, Bank fncunesia and other  
concerned o r ~ a n i z a t i o n s  i n  the Indonesim capi ta l  market, on 
t u w n  resource developnent plans which should be irplemented 
i n  o d e r  t o  strengthen the  technics cap i t a l  markets skUls of 
s t a f f s  of those organizations. 



3. Function a s  l i a i s o n  between the  MOF, other  GO1 cap i t a l  market 
e n t i t i e s ,  t h e  USAID, and pr iva te  s e c t o r  cap i t a l  market 
protagonists on all technical, administrative,  and f inanc ia l  
matters r e l a t ed  t o  the project. 

Qual i f icat ions  

I n  order t o  carry out these r e spons ib i l i t i e s  this Consultant 
should have a m i n i m u n  of 10 years working experience i n  
cap i t a l  market development and regulat ion i n  the  Indonesian 
context, preferably with respect t o  second t i e r  o r  
over-the-counter markets. The consultant should have a t  l e a s t  
a masters degree i n  business o r  economics, a l e g a l  degree o r  
an equivalent degree o r  cer t i f ica t ion .  An understanding of 
USAID adminis t ra t ive procedures and/or p r io r  experience w i t h  
p ro jec t  management i n  t h e  context of regulatory reform a r e  
highly sought a f t e r  fo r  t h i s  position. Indonesian language 
capabi l i ty  is essen t ia l  and fluency i n  English is a l so  
required. 

C. Investment Analyst 

This consultant w i l l  work primarily with i n s t i t u t i o n a l  investors ,  
especial ly  the  pension and insurance companies, and P.T. 
Danareksa, on po r t fo l io  rrranagement and promotion programs. 
H.is/her addi t iona l  respons ib i l i t i es  a r e  listed belcw. 

1. A t  the request  of i n s t i t u t i ona l  investors ,  prepare 
recommendations on the use of those organizations1 funds, 
serving as  f inanc ia l  consultant t o  their managemant i n  the  
d ive r s i f i ca t ion  of t h e i r  portfolios.  

2. Assist those investors  i n  specifying the  elements necessary 
f o r  complete information systems per ta ining t o  investments, - 
and a s s i s t  i n  t he  design of systems f o r  be t t e r  u t i l i z a t i o n  of 
a l l  funds becoming avai lable  t o  those organizations, with due 
regard t o  the requirements f o r  l i q u i d i t y ,  and securi ty .  

3. Assist those investors i n  the development of manuals of 
Procedure f o r  investment accounting and control ,  forms and 
practices.  

- k i s t  the G team and Deputy Chief c f  Party in 
i5stLifying shcst-tern tecMc& ass i s tance  ES of 
h t i tu t iona l  investors and in developing s u i t a b l e  scopes of 
wark for t h a t  assfstarce, and recruitment of consultants . 

5-  Within the purview of his/her resporrsfbil lties, pmvioe 
day-to-bay supe rv i s im  f o r  all short-term c=ultants,  both 
f n d ~ e ~ i a n  and expatr ia te ,  enployed by the Contractor. 

6. Within t h e  purview of hisher r e spons ib i l i t i e s ,  a s s i s t  the  
Training/Romotions Manager ! n the development of s p e c i f i c  
t r a in ing  plans t o  enhance the technical cap i t a l  markets sUls  
of s t a f f s  of investor  organizations. 



7. Assist i n  t h e  des ign and implementation of projec t - re la ted  
s t u d i e s  , assessments, and demonstrations, a s  required. 

8. Provide f i n a n c i a l  management and c o n t r o l  of opera t ions  wi th in  
his /her purview. 

9. Monitor t h e  progress and pace of implementation of  t h i s  
p ro jec t  component. 

10. Assist the Chief of  Par ty  i n  t h e  des ign of t h e  mid-term and 
f i n a l  p r o j e c t  evaluations.  

11. Provide q u a r t e r l y  r e p o r t s  which review inplefnentation progress 
on consul tant  's a c t i v i t i e s ,  i d e n t i f y i n g  opera t ional  o r  
admin i s t ra t ive  p rob lem,  assess ing  t h e  po l i cy  env i roment  
wi th in  which the p r o j e c t  is opera t ing and making 
recommendations t o  the Chief of Pa r ty  on management, 
implementation, and pol icy  i s s u e s  which r e q u i r e  s p e c i a l  
a t t e n t i o n  dur ing t h e  cur ren t  f i s c a l  year. 

12. Provide annual r e p o r t s  which review implementation progress on 
consul tant  ' s a c t i v i t i e s ,  i d e n t i f y i n g  opera t ional  o r  
admin i s t ra t ive  problems, a ssess ing  t h e  pol icy  environment 
within which t h e  p r o j e c t  is opera t ing and making 
recommendations t o  the Chief of Par ty  on management, 
implementation, and pol icy  i s s u e s  which r e q u i r e  s p e c i a l  
a t t e n t i o n  i n  t h e  upcoming fiscal year. 

Q u a l i f i c a t i o n s  

In order  t o  c a r r y  out these  r e s p o n s i b i l i t i e s  this Consultant 
s h o d d  have a minimun of seven years  working experience i n  
p o r t f o l i o  management f o r  i n s t i t u t i o n a l  i n v e s t o r s ,  e i t h e r  i n  
the  capaci ty  of an e x t e r n a l  consu l t an t  t o  those  Inves to r s  o r .  
a s  an employee of (an) i n s t i t u t i o n a l  i n v e s t o r  (s) . I d e a l l y ,  
those  i n s t i t u t i o n s  where t h e  consul tant  has gained experience 
would include (publ ic  o r  p r i v a t e  sector) pension funds, 

. insurance  companies o r  mutual funds. The consul tant  should 
h2ve a t  l e a s t  a masters degree i n  business o r  econcmics, a 

: l e p l  &gee o- a.rl q d v a l e n t .  degree o r  c e r t i f i c a t i o n .  
tht-the-jcb experience my be s u k s t i t u t e d  f o r  graduate l e v e l  
ZXJCI? .~  m 7 rim Of q~ t o  the years  hands-on experience 
f= a ;r& of ~ M J  y=s G? pa&ate sctrrl stulies. 

Eeevarrt  on--jab =xpezz?-m s h d d  include hands-on use of 
cnputsz p r o p a m  Lt f i t f -  for investment decis ion making. 
WE experience w- in a developing camtry, an 

&. = cf LfSUD amhhtrative prwxlms, and/or p r i o r  
I experience wi th  pro jec t  ranagement i n  the context  of 

r e u a t m y  refcnn -ties highl s w g h t  a f t e r  f o r  t h i s  
posi t ion.  Indonesian language capab i! i t y  would be an 
actvantage but is not required. Funds f o r  language t r a i n i n g  
w i l l  be included in the contract .  



D. Trade and Underwriting Spec ia l i s t  

This consultant w i l l  col laborate  closely with the pr iva te  brokers 
and underwriters comnunity, PRJE, and pr ivate  i ndus t r i a l  o r  
comnercial firb= des i r ing  t o  list shares  o r  bonds on the  markets. 
&/she w i l l  a l s o  develop educational programs f o r  market 
promotion. Hislher addi t ional  r e spons ib i l i t i e s  a r e  listed below. 

A t  t he  request  of a var ie ty  of i n s t i t u t i o n a l  sources (pr ivate  
brokers, underwriters, PPUE, pr iva t e  i ndus t r i a l  o r  comnercial 
firms), a s s i s t  those i n s t i t u t i o n s  i n  developing procedures and 
program f o r  issuing debt and equi ty  irrstrunents on t h e  
Indonesian s tock exchanges. 

M p  those i n s t i t u t i o n s  on designing improved procedures f o r  
i n t e r ac t ing  wi th  members of t h e  f inanc ia l  markets i n  
co l lec t ing  and providing relevant information f o r  t h e  
development of prospectuses o r  other  reporting data  required 
f o r  debt o r  equity share  l i s t i n g s .  

Assist those i n s t i t u t i o n s  t o  prepare ana ly t ica l  checkl i s t s  and 
other  aids and models f o r  decision memoranda r e l a t i ng  t o  debt 
o r  equity share  l i s t i n g .  

Assist those i n s t i t u t i o n s  i n  specifying the  elements necessary 
f o r  c m p l e t e  information s y s t e m  pertaining t o  tracking 
f inancial  and l ega l  compliance requirements they w i l l  face  as 
i s suers  of debt and equity instruments. 

Assist those i n s t i t u t i o n s  i n  t he  development of ma~ua l s  of 
procedure f o r  underwriting accounting and control ,  f o m  and 
practices.  

Assist the TA team Chief and lkputy Chief of h i t y  i n  - .  . -  .. - - . . . .  . . .  . 
iden t i fy ing  short-term technical ass i s tance  needs of his /her  
counterpart i n s t i t u t i o n s  and i n  developing s u i t a b l e  scopes of 
work f o r  t h a t  ass is tance,  and recruitment of consultants. 

Within the purview of hisher respons ib i l i t i es ,  provide 
day-today supe rv i s im .  f o r  dl short-term cwlsultsnts, both 
Indonesim m d  expatr ia te ,  e@oyed by the Contzatzkz. 

10. Rovide  firancial m g e m e n t  ard control  of opezations within 
hisher purview. 

11. Monitor the progress and pace of N l e m e n t a t i o n  of this ' 
project  component. 



Assist t h e  Chief of Party i n  t h e  design of t h e  mid-tern and 
f i n a l  p ro jec t  evaluations. 

Provide quar te r ly  reports which review inplementati on progress 
on consultant Is a c t i v i t i e s ,  iden t i fy ing  operational o r  
administrative problems, assessing the policy environment 
within which t h e  project  is operating and making 
recornendations t o  the  Chief of Party on management, 
implementation, and policy i s sues  which require  spec ia l  
a t t en t ion  during the current fiscal year. 

Provide annual reports  which review implementation progress on 
consultant I s  a c t i v i  t: & ident i fying operational o r  
administrative problen;, assessing the pol ic  envirornent 
within which the project  is operating and ma Z i  ng 
recormendations t o  the Chief of Par ty  on management, 
irrplementa t i  on, and policy i s sues  which require spec ia l  
a t ten t ion  i n  t > e  upcoming f i s c a l  year. 

Qual i f icat ions  

I n  order t o  carry out these r e spons ib i l i t i e s  t h i s  Consultant 
, should have a minimun of seven years working experience i n  

s ecu r i t i e s  underwriting f o r  an investment banking 
in s t i t u t i on .  The consultant should have a t  l e a s t  a masters 
degree i n  business o r  economics, a legal degree o r  an 
equivalent degree o r  cer t i f ica t ion .  On-the-job experience may 
be subs t i tu ted  f o r  graduate l e v e l  experience on a r a t i o  of up 
t o  three years hands-on experience f o r  a maximun of two years 
of graduate scttool studies.  

Relevant on-the-job experience should include hands-on 
p r e p r a t i o n  of investment prospectuses, managing wdisclosure 
and compliancen requirements within the  legal and f inanc ia l  
framework. Experience should a l s o  include hands-on use of 
computer programs u t i l i z e d  f o r  t he  aforementioned purposes. 
R i o t  experience working i n  a developing country, an 
'Laders tanding of USAD administrative procedures, and/or p r io r  
experience wi th  project  management i n  t h e  context of 
r w ~ t o r y  reform a iz  aa l i t i e s  highly sought a f t e r  f o r  this 

I pcsl+&. InrlomM language c a p a b u t y  would be an 
advarr'sge but Is not seccir~!, Fmds f o r  language t r a in ing  
w i f t b e w i n t t e -  &I 

This a m s u l t a n t  w i l l  arrange .for and mnage dl short-term 
p m m ,  campaigrrs ;Kd l a a l / r c j i o n a l  

4 swims and workshop as described i7; Section 3.4.2, of the 
F r o j ~ t  Paper. His/her adbitional r spons ib i l i ' c i e s  a r e  listed 
b ; % e  

1. R e p a r e  the  scope or work f o r  the  c o r r p e t i t i ~ e  contract  
se lec t ion  of t h e  Indonesian subcon t r ac to r  fo r  p r m t i o n a l  
c a ~ a i g ~ .  That sub-contractor's respons ibUi t ies  w i l l  



include t h e  conduct and irrplementatim of all promotional 
campaigns, workshops and seminars t o  be held i n  Indonesj,a. 
Spec i f ic  t asks  f o r  this sub-contractor w i l l  inciude developing 
TV, radio and/or newspaper adver t is ing and promotional 
campaigns sponsored by the  GO1 and t he  individual f inanc ia l  
markets, and handling publ ic i ty  and l o g i s t i c s  f o r  l o c a l  
workshops and seminars. 

2. Within the  purview of h idhe r  r e spons ib i l i t i e s  w i t h  the  
Indonesian sub-contractor f o r  pamotional canpaigns , provide 
day-to-day supervision f o r  all short-term consultants employed 
by tha t  sub-contractor, and provide day-to-day supervision f o r  
a l l  other  short-term consultants , both Indonesian and 
expatr ia te ,  errployed by the  Contractor. 

3. Assist those protagonists impacted upon by this  p ro j ec t .  
(Indonesian i n s t i t u t i o n s  i n  the stock, bond, comnodity and 
money market community, i s suers  of s ecu r i t i e s ,  and, as  noted 
i n  the scope of work f o r  the Bank Indonesia Senior Banking 
Expert, requests from Bank Indonesia) i n  specifying the 
elements necessary t o  develop their human resource plans 
per ta ining t o  c a p i t a l  market technical  skills. 

4. Assist the TA team W e f  and Deputy chiif  of Party i n  
.! den t i f  ying shcrt-term h m n  resource technical  ass i s tance  
needs f o r  the  project ,  and i n  developing su i t ab l e  scopes of 
work ?or t h a t  assistance,  and recruitment of consultants. 

5. Assist i n  the  design and implementation of project-related 
s tudies ,  assessments, and demonstrations, a s  required. 

6. Provide f inanc ia l  management and control  of operations wi th  
his /her purview. 

7. Mmitor the  progress and pace of implementation of 
consultant I s  project  corrponent . 

8. .Assist the Chief of Party i n  the design of t h e  mid-term and 
f i n a l  project  evaluations. 

9. Rovide  quar ter ly  reports  which revhew ~ ~ 8 ~ t i o n  p o p e s s  
on consultant 's  activi-, identify- cr 

10. R o v i d e  annual reports  which review b p l m e n t a t i o n  progress on 
cocrsciltant I s  a c t i v i t i e s ,  ioent i fying operatior& c r  
administrati,? problems, t s sess ing  the policy e n v i r o m n t  
within which the pro jec t  i s  operating and making 
reconvnendations t o  tk Chief of h r t y  m ranagenent, 
i@ementation, and palicy i s sues  which require  spec ia l  
a t t en t ion  i n  the upcaning f i s c a l  year. 

I 



Qualifications 

I n  order t o  carry  out these  r e spons ib i l i t i e s  this Consultant 
should have a minimun of seven years working experience i n  
hunan resource development o r  publ ic  r e l a t i ons  f o r  (a)  major 
f i nanc i a l  i n s t i t u t i on ( s ) ,  e i t h e r  i n  t k  capacity of an 
external  cclnsultant t o  those i m t i t u t i o n s  o r  a s  an employee of 
(an) :;istit;ution(s). Ideal ly ,  those i n s t i t u t i o n s  where t h e  
consultant  has gained experience were (public o r  p r iva t e  
s ec to r )  pension funds, cmerci:;l o r  investment banks, 
insurance companies o r  mutual funds. The consultant  should 
have a doctorate  degree i n  education.gr an equivalent degree 
o r  ce r t i f i c a t i on .  On-the-job experience may be subs t i tu ted  
f o r  gradua,te level experience beyond t h e  masters degree l e v e l  
on a r a t i o  of up t o  th ree  years hands-on experience f o r  a . - .  

maximun ol' two years of graduate school s tudies .  

Prim experience working i n  a developing country, an 
understanding of USAID administrat ive procedures, and/or p r i o r  
experience w i t h  project  rranagement i n  t h e  context of 
~ e g u l a t o r y  reform a r e  q u a l i t i e s  highly sought a f t e r  f o r  this 
p t s i t i o n ,  Indonesian language capabi l i ty  would be an 
adbantagle but is not required. Funds f o r  language t r a in ing  
w i l i  be included i n  the contract .  

F. Adminis tratj.on/Logistics Manager 

This consultant  w i l l  coordinate and manage all aspects of 
comnodity procurement f o r  t h e  project  and l o g i s t i c a l  support f o r  
t h e  team. His/her addi t ional  r e spons ib i l i t i e s  a r e  l i s t e d  below. 

1. Develop s y s t m  and procedures f o r  t he  successful  overa l l  
administrat ion and l ~ g i s t i c a l  s l ppo r t  f o r  the  team. 

2. Coordinate a consolidation of quar ter ly  and annual project  
workpl.ans and budgets. 

3. -Assist team members and GO1 counterparts  i n  ident i fying 
appropria te  project-related commodities, and prepare necessary 
d o c m e n b t i o n  b prc   re those goods and services .  

I 

5. t o v i d e  wmdl s ~ i s i m  f o r  dll short-term consul tants ,  
both inaunsian and expatriate, errployed by the Contractor. 

6. Provide overs f inanc i a l  management and control  of TA 
cperetions . 



Qual i f ica t ions  , 

I n  order t o  carry out these r e spons ib i l i t i e s  t h i s  Ccnsultant 
(an Injonesian national)  should have a minimum of seven years  
working experience i n  adminstrative, procu-ement a d  f i m n c i a l  
management i n  the  Indonesian context. The consultant should 
have a t  l e a s t  a bachelors d q r e e  i n  business, f i m m e  o r  
cmmercial  law, o r  an equivalent degree o r  ce r t i f i ca t ion .  An 
~(nlerstandfng of USAID administrative procedures a rd lor  p r io r  
experience with administrative management i n  t h e  context of 
l q i s t i c a l  support f o r  an expa t r ia te  technical  team a re  highly 
sougtx f o r  thf s p d t i o n .  Indonesian, language capabi l i ty  i s  
e s s e n t i a l  ard fluency i n  English i s  a l so  required. 

The MOF t e r n  w i l l  be augmented by subs t an t i a l  s h o r t - t e n  expert ise  which 
w i l l  be j o in t ly  f u d e d  by t h i s  p ro jec t  and the  PRE Bureau Financial  Markets 
Project .  The t o t a l  l e v e l  of short-term ass i s tance  f o r  the  pro jec t  team is 
estimated a t  60 person months, o? which it is ant ic ipa ted  t h a t  t h e  PRE Bureau 
w i l l  f i name  25 percent under buy-in arrangements. Short-term assis tance 
ant ic ipated during the  l i f e  of p ra j cc t  under t h i s  team is: 

+ Deregulation of State-Omd Enterprises 24 person-months 
+ Commodity Market Expzrts 12 person-months 
+ Stock/Bond Experts 12 person-months 
+ Pension/Insurance Experts 6 person-months 
+ RegulatoryAegal Experts 6 personmonths 
As noted i n  t he  i r r j iv idual  long-ten scopes of w*, t h e  M E  TA team 

w i l l  be responsible f o r  confirming the need f o r  qecific s h o r t - t t n  
ass is tance,  preparing t h e  scopes of work f o r  each expert ,  recru i t ing  t h e  
q ~ a l i f i e d . e x p e r t s  needed, managing t h e  experts '  work, ard in tegra t ing  r e s u l t s  
cf t h e i r  services  i n t o  t he  Financial  Markets Project ,  It s h w l d  be f u r t h e r  
noted tha t ,  t o . t h e  grea tes t  ex ten t  possible,  proposed s h o r t - t e n  experts  i n  
the  foregoing f i e l d s  should be i den t i f i ed  and approved a s  p a r t  of t he  contract  
t echnica l  proposal ard bidding process. 

I n  additfon iu f ~ ~ ~ ~ ~ ~ ,  , T, 
W-L sub-contractor WU e s o  be --cncl&d tt~ M F  barn. I #a- 

s u b c o t ~ t r a c t o r ' s  ~ q o n s i b i U t i ' a C  w i l l  i-e the - cW 2e 
implemerrtation of a3L p r w n c t i c ~ ~ l  c a p s i g n s ,  e q s  anl , = i  3 ~ Y S   he^ 
i n  I d o n e s l a ,  ard its perfaxmance dill Se suptrv- by tkt S .the WJ 
team responsible f o r  trainirg ard pmmoLdms. Spesil'ic tasks f e  t h i s  
subcon t r ac to r  w i l l  i ~ l u d e  d e v e l a p i g  N, radio ard/or newqap: advzrt is ing 
a d  promotional c a v a i g n s  sponsord  by t he  GOI and t h e  irdividu.1 f i r z d a l  
markets, and hardling publicfty am! lqistlPe f o r  l o c a l  workshqs am! semimrs. 



I n  addit ion t o  t h e  consult ing services  provided by the MOF TA team and 
its sub-contractor, there  w i l l  be a Bank Indonesia (01) team which w i l l  report  
d i r e c t l y  t o  Bank Indonesia and be responsible f o r  a l l  aspects of 01's 
development programs (as delineated in Section I above). This team w.Ul be 
competitively selected and hired mc3r a Host Country Contract. The team w i l l  
cons i s t  of one long-term advisor, the Senior Banking Expert, and short-term 
ass i s tance  as noted belm. The Senior Sanking Expert w i l l  report  d i r e c t l y  t o  
Bank Indonesia and be responsible f o r  all  aspects of 81's development programs . . 
a s  delineated i n  Section I above. His/her addi t ional  respons ib i l i t i es  a r e  
l is ted below. 

Senior Bankinq Expert 

As noted above, t h i s  consultant win function a s  t he  d i r e c t  counterpart 
of the  Bank Indonesia (01). During t h e  c o n s d t a n t ' s  tenure with B I ,  
helshe w i l l  work under the  guidance of sen ior  Bank Indonesia o f f i c i a l s  
and review aspe t t s  of Bank operations which Bank Indonesia would l i k e  t o  
improve i n  areas concerning deregulation of Indonesian f inanc ia l  
markets, par t icu la r ly  i n  terms of money market operations. This 
consultant I s  r e spons ib i l i t i e s  a r e  l i s t e d  below. 

dsist a1 i n  ident i fying major areas of operations t h a t  
warrant fu r the r  analysis  and ass is tance,  advise B I  on 
appropriate s t eps  t o  follow, and t o  t h e  extent not possible,  
ou t l ine  the type, magnitude and poten t ia l  source of ass i s tance  
tha t  w i l l  allow those analysis t 3  be performed. 

Design and inplement an annual p ro jec t  planning cycle which 
formulates pro jec t  workplans and budgets f o r  the consultant 's  
project  component. 

@sign procedures and a s s i s t  B I  i n  t he  implementation of those 
procedures d i rec ted  toward deregulation of f inanc ia l  markets. 
These procedures a r e  expected t o  impact d i r ec t ly  on adjusting 
t h e  roles  of t he  MOF, BAFEPAM, P.T. Oanareksa, and Bank 

. Indmesia  (011, t o  more ef fec t ive ly  regulate  and promote the  
Indonesian c a p i t a l  market. 

Fieview t i 's  p a l l c i s  gave c m r c i a l  knk  "expcsureW and 
account-, m, hur;an and a u t m t e d  data 

p r o c s s i n g  nesds . 
L s e d  M t h e  f c r e w l q ,  d e v d t y  syst& and procedures fo r  the 
successful  ove ra l l  administration, planning, and coordination 
of all aspects of t h e  amnerc i a l  bank reserve mr:a ment 
procedmes, and t o  the extent  appl icable  t o  projec r 
objectives,  t he  impact of t h e  reserves on 81 foreign 
exchange reserves. 



Advise 01 management on the  appropriateness of current  
monetary management procedures, including rediscount 
procedures, open market prokedures, etc., and those elements 
of accounting and computerization supporting monetary 
management. Special  a t t en t ion  wil.1. be paid t o  t h e  extent  o?  

* 

computerization required a s  it r e l a t e s  t o  inter-bank 
accounting 2nd funds flaw between 81 and par t ic ipa t ing  members 
of the  banking system. 

Through a colrprehensive survey of needs f o r  types of monetary 
inst runents  which -hould be brought i n t o  use, a s s i s t  81 i n  t h e  
development and issaance of b i l l s  and notes f o r  t rading i n  
Indonesian primary and secondary markets. 

. . - 
Based on 01's i n i t i a l  implementation plan, oversee the 
development of a nat ional  credit f i le  which w i l l  provide a 
c lear ing  house of information on the  f inanc ia l  condition of 
major customers of t h e  Indonesian public and pr iva te  banking 
system. A de ta i l ed  plan of t h i s  w i l l  be provided w i t h  the  - 
Request f o r  Roposals  (RFP). 

Oversee the continued development and provide short-term 
ass i s tance  f o r  supervision o* 01's long-term cen t r a l  accounts 
and check clear ing automation project .  A deta i led  plan of 
t h i s  w i l l  be providdd with the? RFP. 

Supervise the design and implementation of.  p ro jec t - rda ted  
s tud ies ,  assessments, and demonstra tions. 

Provide overa l l  f inanc ia l  management and control  of operations 
under h i s  /her purview. 

Monitor the  progress and pace of p ro jec t  c q o n e n t  
implementation. . . 

Assist the USAID and B I  i n  the design of the mid-term and 
f i n a l  project  eva lua t i  om. 

Function as  l i a i s m  between B I  and other  WU e n t i t i e s  on all  
technical ,  aaministrative,  a d  f inanc ia l  rrztters r e e t e d  t o  
the project .  I 

17. -re qutierly reports which =view i n p k z r ~ * ~  p r o g e s s  
on th i s  p o j e c t  canponerr~, i-fying ~ * r 1  
adrrfnistrative pmbluns, a s s ~ ~ ~ f n g  ttle policy envL-pment 
within which tty p m j c c t  carponent is operat* a~ raking 
recommendat i~s  to tk *U and USAD r eg ixd iw  mnagement, 
fnplementation, and palicy issues which =quire special 
a t t en t ion  during the current  fisczl year. 

18. Prepare an an& report  which reviews implementation p r o g e s s  
of t h i s  p ro jec t  corrponent, iden t i fy ing  operational o r  



administrative problems, assessing the policy environment 
within which the  project  component i s  operating and making ' recommendations t o  the fMU and USAID regarding management, 
Smplementation, and policy issues  which require  spec ia l  
a t t en t ion  i n  the upcoming fiscal year. Based on an 
ant ic ipated s tar t -up date  f o r  t he  TA team of April 1, 1989, 
the  i s sues  paper w i l l  be submitted a t  the end of March of each 
year, beginning i n  March 1990, and its recommendations w i l l  be 
considered i n  the project  planning cycle  f o r  the ensuing 
"project yearn beginning each April. 

Qwlif i ca  t ions  

I n  order t o  carry out these r e spons ib i l i t i e s  t h i s  Consultant 
should have a minimun of 15 years of progressively responsible 
working experience i n  cen t ra l  bank o r  l a r g e  money center  bank 
operations, development and regulation,  i dea l ly  a l s o  involving 
both cen t ra l  bank money market operations and second t i e r  
markets, e i t h e r  i n  the capacity of an external consultant t o  
those types of i n s t i t u t i o n s  o r  a s  an errployee of a cen t r a l  
bank (preferably one of the Federal Reserve Banks i n  the US) 
o r  a money market instruments dealer. A t  l e a s t  f i v e  years'  
experience a s  a senior  manager wi th  a cen t r a l  bank o r  money 
center bank is required, Conceivably, a combination of 
experience wi th  the foregoing i n s t i t u t i o n s  could be 
considered. The consultant should preferably have a doctorate  
degree i n  business o r  economics, a l e g a l  degree o r  an 
equivalent degree or  cer t i f ica t ion .  On-the-job experience may 
be subs t i tu ted  f o r  graduate l e v e l  experience on a r a t i o  of up 
t o  three years hands-on experience f o r  a maximum of two years 
of g r a d e  te school studies.  

Relevant on-the-job experience should include hands-on use of 
computer programs u t i l i zed  f o r  management decision making. 
P r io r  experience working i n  a developing country and/or p r io r  
experience with project  management i n  the context of 
regulatory reform a r e  qua l i t i e s  highly sought a f t e r  f o r  t h i s  

.pas i t ion .  Indonesian language capabi l i ty  would be an 

.advantage but is not required. Funds f o r  language t r a in ing  
, w U  be included in t h e  contract. 
I 

This W ~ L  wLU &O nzm= sm-term technical ass is tance inputs  f o r  
5 m k  Indonesti p5ci5ty ~ _ L L ~ ; . ! s .  T i  ~~ assistance, t o  be provideci 
-2 ti EZ 'a -=:, ij DX~-+& tD Wal ;2pexfrri 'dy 60 person 
rrrorri;% ~ o _ r  l i f e  uf pmjDr+, with FRE Bureau also providing 25 percent 
of the ccst of s h o r t - t ~ m  v. The estimttd b r e z k m n  of 
short-tm t t d m i c d  assistznce fa 3ank Indmesia is as f o l l o w s :  

+ Autmztf on/Czta Telecommunications 30 person-months 
+ & t i o r a l  Credit F i l e  24 per;;on-months 

Bank Indonesia t r a in ing  programs wff l  be administered by the MOF team 
Training Manager a t  the  request of Bank bckmsia .  



TECMICAL A19 FINANCIAL W Y S I S  

This annex contains four parts:  (1) a general def in i t ion  of 
f inanc ia l  markets. and discussions cf (2) t h e  cap i t a l  market, (3) Bank 
indonesia and the.money market, and ( 4 )  the comnbdities 

1.3. TtE MOW MARKET 

E F I N I T I O N  OF F D W C I A L  MARKETS 

market . 

The mney market, which provides short-term finance, has no physical 
marketplace per sea It cons is t s  of c m r c i a l ,  investment and rnerchant 
banks, cen t ra l  banks, mutual funds, and dealers t rading s e c u r i t i e s  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 f inancial  i n s t i t u t i o n s  which need t o  be able  t o  invest  o r  
borrow funds fo r  a shor t  term on a ccntinuous bsis. The instruments 
commonly traded i n  a money market a r e  short-term g o v e r m n t  s e c u r i t i e s  
such as  b i l l s  and notes, g o v e r m n t  agency s e c u r i t i e s ,  time deposi ts ,  
c e r t i f i c a t e  of deposit ,  commercial paper, bankert.< acceptances and 
repurchase agreements. 

1.2 TI€ CAPITAL MARKET 

The cap i t a l  market provides medium- and lonp te rm finance, unlike 
the  mney market w;\ich provides short-term finance. Another dif ference 
between the money and cap i t a l  markets is  tha t  the  cap i t a l  market includes 
equity finance. The ava i l ab i l i t y  of equity finance is cruc ia l  f o r  
economic grwth. It is a necessary par t  of the  f i n a n c i d  fournation o f  
a l l  businesses and is especial ly  important for  new ventures w h i c h  face 
uncertain cash flows. 

To best  understand t h e  cap i t a l  market, it is helpful t o  divide it 
i n t o  the  nonsecurities and s e c u r i t i e s  segments. 

The nonsecurities segment of the  cap i t a l  market, as its name 
implies,  includes transactions which are ns t  eviaenced by negctiable 
s e c u r i t i e s .  I n  other words, the s-ities are not l i l u f C  ac freely 
traded. The i n i t i a l  invest-, thercfcrc ,  usually h a  securities 
unt i l  their a t u r i t y ,  ar -. m e  ~7 s i  
t r amac t ions  are loans,   US, mcrtpgs ard mSii. FL?and& 
i n s t i t u t i o n s  which mua l ly  p z i z i a -  in tte nonseaerjPIC s q e n t  of 
the c a p i t a l  market a r e  conme,rcial, mrtpg? and devetopnent k n k s ,  
insurance companies, pension funds and hssing ~ a r r k .  

The s e c u r i t i e s  s e ~ n e n t  of t h e  c z p i t d  rqrket  generay  is longer 
term than the nonsecurities segnent, z l t h o q h  both tend t o  be longer te-m 
than t h e  money market. The primary difference betwem these two segfrmts 



is that the debt and equity securities issued i n  the securities segment 
are negotiable. The issuers of these securities want long-term finance 
but the investors usualiy do not want to  comrrit their funds for an 
equally long term so they require that the securities be negotiable. 
Thus, the issuers obtain long-term finance while the i n i t i a l  investors 
can s e l l  the securities to  other investors whenever they want. Stocks 
and bonds, which are traded easily i n  the secondary market, are examples 
of such negotiable securities. 

Investors i n  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 w i l l  
invest i n  a developing capital market before individuals are w i l l i n g  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 f i r s t  time are so ld  i n  the primary 
market. Issuers receive funds fran investors i n  exchange for - securities. Issuers can then invest these funds in  capital asssts or use 
them for other purposes. The sale of these securities from issuers to  
investors occurs through financisl intermediaries such as investment, 
comnercial and merchant banks. These intermediaries are also responsible 
for structuring the securities, advertising the sale, and making a mrket 
i n  the securities i n  the secmd2ry market. 

The secondary rrark~t entails the traoe of securities between 
investors after the securities have been s o l d  in the primary mrket. I n  
t h i s  case, the transfer of securities and funds is between investors and 
does not involve issuers. A liquid secondary market is necessary to  
convince investors to buy secvities i n  the primary market. Prices 
prevailing in  the secon62ry mrket are used as a guideline for Uw price 
a t  which issuers could seX addtiondl securities i n  the primary rrarket. 
Secondzzy rerket tredbg s a y  o m  anmg tmks and dealers acting 
tar t m E L v e s  or on hf !xhdf cf m inus=. 

The  ties exchinge is an cstahlls,W and organized rrarket, 
l ike a stock exchance. Brokeis and deders trade contracts on the floor 
of the exctange (not over telephones or cmputcs)  fo r  themselves or 
their custaners. Ihe  contracts traded can be either physicals contrrcts 
or futures contracts. In most ccmmGity exchanges, futures contracts are 
the predominate, i f  not only, type of contract traded. 



Physica ls  c o n t r a c t s  
t r ansac t ion .  Buyers and 

a r e  s t ruc tu red  to 
sellers n e s o t i a t e  

reflect each ind iv idua l  
the specific provis ions  of t h e  

c o n t r a c t ,  such a; quan t i ty ,  qual i ty ;  p r i c e ,  da te-  of de l ive ry ,  p lace  o f  
de l ive ry  and o the r  matters .  The con t rac t  is u l t ima te ly  s a t i s f i e d  by 
paying f o r  and d e l i v e r i n g  t h e  s p e c i f i e d  cornnodity in accordance wi th  t h e  
provis ions  of t h e  cont rac t .  

Futures con t rac t s  a r e  s tandardized c o n t r a c t s  with only t h e  p r i c e  and 
d a t e  o f  de l ive ry  being open t o  negotiat ion.  The quan t i ty ,  q u a l i t y  and 
place of de l ive ry  is t h e  same f o r  a l l  f u t u r e s  c o n t r a c t s  of a s p e c i f i c  
commodity. Buyers o r  s e l l e r s  usua l ly  do no t  s a t i s f y  fu tu res  c o n t r a c t s  by 
paying f o r  o r  d e l i v s r i n g  the s p e c i f i a d  c o m d i t y ,  bu t  by c los ing  ou t  
t h e i r  pos i t ion  w i t h  the  commodity exchange's clearinghouse. Closing out  
a p o s i t i o n  requi res  t h a t ,  before  the matur i ty  of a fu tu res  c o n t r a c t ,  t h e  
buyer and s e l l e r  t r a d e  another  con t rac t  which i s  opposi te  t o  and cancels  
t h e  con t rac t  purchased previously.  For example, an inves to r  who has 
bouaht a DecerSer rubber f u t u r e s  con t rac t  would c l o s e  out  h i s  pos i t Jon  by 
s e l i l n a  - an i d e n t i c a l  f u t u r e s  con t rac t  s o  t h a t  a t  t h e  clearinghouse itis 
two c o n t r a c t s  cancel  each o t h e r  out.  It is very r a r e  t o  s a t i s f y  a 
f u t u r e s  con t rac t  by t r ad ing  t h e  spec i f i ed  ~ m m o d i t y .  

Two types of inves to r s  t r a d e  f u t u r e s  con t rac t s :  hedgers and 
specula tors .  Hedging is a p ro tec t ive  procedure designed t o  minimize 
commodity marketing and processing l o s s e s  that a r e  due t o  adverse p r i c e  
f luc tua t ions .  Hedging requ i res  t h e  purchase o r  s a l e  of t h e  necessary 
f u t u r e s  c o n t r a c t  t h a t  *:ill, when combined with a physica ls  t r a n s a c t i o n  
a l ready rrade or  about t o  be made f o r  t h e  sarre c m o d i t y ,  result i n  
o f f s e t t i n g  gains and l o s s e s  a s  p r i c e s  change over time. hedgers seek to  
avoid r i s k i n g  their c a p i t a l .  

Specula tcrs ,  on t h e  o the r  hand, v o l u n t a r i l y  risk t h e i r  c a p i t a l  with 
t h e  expecta t ion  of r ak ing  a p r o f i t .  Specula tors  at tempt t o  buy when t h e  
p r i c e  is low and s e l l  when t h e  p r i c e  is  high. S ince  hedgers and 
specu la to r s  t ake  opposi te  s i d e s  of the  market, both a r e  needed f o r  a 
commodities exchange t o  opera tea 



2. TI€ CAPITAL MARKET 

The successful  development of  Indonesia 's  f i n a n c i a l  s e c t o r  must t a k e  
i n t o  cons idera t ion  t h e  f a c t o r s  a f f e c t i n g  the supply of  and demand f o r  
c a p i t a l ,  a s  well  a s  the  e f f i c i e n c y  of t h e  c a p i t a l  market itself. 
Eff ic iency includes t h e  p reva i l ing  p o l i t i c a l  and economic condi t ions ,  t h e  
regula tory  2nd ~ E ~ E I  envirornent ,  and t h e  r o l e  of suppor t ing  agencies and 
i n s t i t u t i o n s .  

T h ~ r ~ f  c r e ,  ~f k r  t z i s f i y  descr ib ing the  c a p i t a l  rrarket i n  Inoonesia , 
t h i s  s e c t i o n  a n ~ l y z a s :  1) the derand f o r  c a p i t a l  (focusing on t h e  bond 
and equi ty  mrkets anc t h e  banking system), 2) t h e  supply of  c a p i t a l  
(focusing cn i n s u r s n t e  cosqanies and pension funds) ,  and 3) t h e  
r e g d  G t o i y  and t r z c i n c  environment. (The cmr~nodi ties market is covered 
s e c a r ~ t e l y  i n  S e c t i s n  4 cf t h i s  Annex.) This s e c t i o n  concludes with a 
Cope 2 em'- L : 

,A ,,c.,on of the  r ~ f c r r s  necesssry t o  promote f u r t h e r  f i n a n c i a l  
s e c t o r  development. 

The c a p i t a l  na rke t  b r ings  together  i n v e s t o r s  (sources of  c a p i t a l )  
and use r s  of funds (demand f o r  c a p i t a l ) .  It is usua l ly  d iv ided i n t o  t h e  
s e c u r i t i e s  and non-securi t ies  segments, both of which can be f u r t h e r  
c l z s s i f i e d  i n t o  debt  and equ i ty  segments. Figure 1 d e p i c t s  t h e  
i n t e r a c t i o n  of inves to r s  and tsers of funds through tk c a p i t a l  market 
and the types of f i n a c i a l  i n s t i t u t i o n s  and instruments c o m n l y  
u t i l i z e d .  It a l s o  i l l u s t r a t e s  t h e  interdependenc of  t h e  elements of the  
n x k e t .  Funds flow from t h e  sources  (supply s i d e  r of c a p i t a l ,  through 
f inancid in termediar ies  i n t o  the  vsr ious  f i n a n c i d  i n s t r m n t s  a v s i l a b l e  
i n  the  narket  (bcth c e t t  and equ i ty )  t o  the use r s  o f  c a p i t a l .  
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Figure 2 shows Indonesia's current  sources and uses of funds. Th i s  
bar graph c l ea r ly  ind ica tes  the almost t o t a l  dominance of debt f inancing 
a s  a source of c a p i t a l  i n  Indonesia. The indicated s i z e  of p r iva te  
equity investment , either nationdl o r  foreign j oint-venture, is 
optimistic.  The f igures  a r e  based on BKPM ( t he  state-owned investment 
coordinating board) approvals over t h e  l a s t  20 years and not on ac tua l  
funds invested i n  pr iva te  s ec to r  projects,  which a r e  d i f f i c u l t  t o  
verify.  However, recent Bank Indonesia s t a t i s t i c s  ind ica te  t h a t  ac tua l  
pr ivate  s ec to r  investment is only 4340% of the approvals indicated i n  
Figure 2. Adjusting t he  pr ivate  equity investment f igures  accordingly 
only serves  t o  fu r the r  emphasize the ove~whelming role of bank loans a s  
the  primary s w r c e  of funds i n  Indonesia. 

The Indonesian banking system is by f a r  the most powerful dr iving 
force i n  t he  f inanc ia l  s ec to r ,  providing over 90% of all debt financing 
and gathering almost 22& of t o t a l  invested funds i n  the form of savings 
deposits. The f r a g i l i t y  o t  t h i s  s i t u a t i o n  is apparent when one r e d i z e s  
t h a t  there  is  v i r t u a l l y  no contractual long-term lending. The majority 
of bank loans mature i n  60 days o r  less. Such a short-term f inanc ia l  
s t ruc tu re  is highly vulnerable t o  f luctuat ions  i n  i n t e r e s t  r a t e s  and 
funds ava i l ab i l i t y .  

Although the bond market expanded i n  ea r ly  1988, the t o t a l  of a l l  
fur,& raised i n  the  s e c u r i t i e s  sec tor  of the cap i t a l  market (both share  
issues and bond sales) is only Rp. 1,184 b i l l i on ,  an almost ins ign i f i can t  
portion of all financings. Compared t o  demand, the  supply of long-term 
cap i t a l  is severely l imited.  Most of the demand w i l l  have t o  be met 
through increased a c t i v i t y  i n  the s e c u r i t i e s  sec tor  of the cap i t a l  
market, wtiich must be fur ther  developed t o  mobilize cap i t a l  resources 
more e f f i c i e n t l y  and provide the long-term funds required f o r  econorrdc 
development. 

DE).WS FOR CAPITAL 

The demmd f o r  cap i t a l ,  par t icu la r ly  long-term cap i t a l  t o  sus t a in  
econurdc pow+..n, is quite s t rong i n  Indonesia. This  demand is most 
ezsily evidenced by the  continuous increase i n  corporate back debt which 
rqies- the primary source of funding i n  the  economy. A?ciitionally, 
the sLgifA& provided by BKPM ind ica te  t h a t  appl ica t iom f o r  exparsion 
p=xLtr ~y trrrt c m p m b  are L r c r ~ ~ ~ i n g .  Public and private  se-tar 
ts t -szs  & m y  express thEir desire f o r  ea s i e r  access t o  
lonp'cm mtsl sources, par t icu la r ly  bank loans. 

IIlt hss &% argued that cap i t z l  has been provided on a de f a c t o  
1onc-tp-m -3 the mll-over arrangement o f  short-term loans. A 
r a l - o v e r  xrangement, how~ver, normally involves a considerable degree 
of uncer tdn ty .  From the  viewpoint of borrowers, it is not ce r t a in  
whether knks a r e  going t o  renew the loan. In addit ion,  banks have a 
greater  n q c t i a t i n g  edge w i t h  rcill-over arrangements because they can 
review the c r e d i t  conditions of the borrowers a t  each renewal. Bssed on 
their findings and judgment, banks of ten chwge the  terms of l o a m ,  such 
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a s  increasing i n t e r e s t  ra tes .  On the other hand, if long-term loans were 
avai lable ,  it would be much e a s i e r  f o r  entrepreneurs t o  undertake 
long-term f inancial  planning and determine long-term budgeting and 
c a p i t a l  expansion requirements. To f i rance long-term investment 
pro'ects,  such a s  t h e  expansion of plant  o r  purchase of machinery and 
equipment, entrepreneurs must be able  t o  formulate d e f i n i t e  plans f o r  
their f inanc ia l  projections. This j u s t i f i e s  e f f o r t s  t o  strengthen the 
long-term supply of cap i t a l  t o  meet such demand. 

I 

Currently, foreign j oint-venture companies a r e  not allowed t o  borrow 
on a long-term basis through the  loca l  banking s e c t o r  because there is 
concern t h a t  their  dorrastic long-term borrwing a c t i v i t i e s  would crwd 
out t he  allegedly small domestic cap i t a l  market and because t h e  
government prefers t ha t  they import money from abroad. This policy is 
not val id  from the viewpoict of either cap i t a l  market development o r  
development of the  pr ivate  sec tor .  The cap i t a l  market, in t h i s  case a 
long-term loan market, can develop only wi th  a growing l e v e l  of supply 
and demand. 

It is obvious tha t  other  sources of long-term c a p i t a l  must be 
developed and n e w  f inanc ia l  i n s t r m e n t s  must be introduced i n  the  form of 
s e c u r i t i e s  o r  long-term deb t  obligations.  These sources should include 
corp0rat.e bonds, secur i t i zed  a s s e t  obligations,  c o m r c i a l  paper, shares 
and domestic and foreign venture cap i ta l .  It is a l s o  iffportant t h a t  
undemri te rs ,  market makers, brokers and dealers be developed and t h a t  
investors  in  and issuers of s e c u r i t i e s  be supported. 

2.1.1 Bond Market 

Despite the increzse i n  new bond issues  during t h e  f i r s t  half of 
1988, including a pr ivate  s ec to r  corporate bond, t he  bond market i n  
Indonesia is not w e l l  developed nor is it operating e f f i c i en t ly .  I n  
f a c t ,  a strong argunent can be made t h a t  u n t i l  recent ly  there  was not a 
market f o r  these debt issues  a t  all. 

Between 1983 and 1987, 16 separate  bond i s sues  were f loated m t h e  
Incicnesisn stock occhm~c. The bonds represented a cumulative nominal 

I vELUE ( i s sue  pi-=) of F$. 536 b u m  (approximately $319 mul ion  a t  
-nt s c c k n ~ z  z&ss). W e v t r ,  aLI 1 6  bonds were issued by only three 
s ~ ~ ~ n &  -2s (?,T. ;t;s@ Maqa, -h$ntm and P.T. Papan 
Sfjzm), ~2 3~ u s e  far f i v e  y-, ard v i r tua l ly  100% of tach 
Lssue wzs sd6  rt'"Pc2y t o  other govemnent agencies, primarily P.T. 
Ttspen (the p v s m m t  emgloyee pension f u n d )  and P.T. Oanareksa ( the  
povo,mnmt own& wit fxst cmpay). I n  addit ion t o  thc Rrrranaged 
r = y r ' q w  of m e  fums *ugh the govenmnt system, the interest 
rates paid on t h e  boncs were a r t i f i c i a l l y  established and usually were 
mow p e v z i l i n g  interest r a t e s  paid on short-term bank deposits. There 
has been v i r t u d y  nc secondary market trading i n  these bonds. Once so ld  
t o  Taspen or Danareksa, the bonus have been held unt i l  maturity, mainly 
because these ogencies were r e luc t an t  to recognize any loss upon sale. 
Since t he  bonds were sold i n i t i a l l y  a t  par, such a loss was almost 
ce r t a in ly  due t o  t h e i r  uncompetitive coupon ra te .  

I 



Indonesia does not appear t o  have many i n s t i t u t i o n s  o r  individual  
investors  seeking long-term investments. The main investors  i n  bonds a r e  
the pension funds and insurance companies. Only those i n s t i t u t i o n s  with 
a long-term or ien ta t ion  t o  their  investment po r t fo l io  can j u s t i f y  the lm 
yie lds  on bonds when compared t o  short-term i n t e r e s t  rates. Pension 
funds and insurance companies can r a t i ona l i ze  such an investment because 
they need t o  match a s se t s  with l i a b i l i t i e s  and secure  a s t a b l e  flw of 
long-term income. For other  investors  who a r e  less long-term or ientea,  
the  current  coupon r a t e s  a r e  not a t t r a c t i v e  because of the  prevai l ing 
high i n t e r e s t  r a t e s  pa ic  on bank deposits  a s  w e l l  a s  the tax-free s t a t u s  
f o r  i n t e r e s t  income f o r  these deposits. Pension funds, however, pay no 
taxes s o  they a r e  i nd i f f e r en t  t o  the  t ax  s t a t u s  of investment 
a1  ternat ives  . 

The continued high i n t e r e s t  r a t e  environment i n  Indonesia, i n  e f f e c t  
s ince  t h e  banking r e f o r m  of 1983, and a reduction i n  the government's 
daninance of t h e  bond market have created a s i t u a t i o n  i n  which bond 
i s sue r s  have been forced t o  increase t h e i r  coupon r a t e  w i t h  each new 
issue.  Bond i n t e r e s t  r a t e s  have increased s t ead i ly  from a low of 15.5%, 
paid semi-arinually, t o  18.5%, paid quarterly. Although these more 
frequent i n t e r e s t  payments increase t h e  ac tua l  y ie ld  t o  the investor ,  
bonds a r e  still  not competitive w i t h  short-term deposit  r a t e s  on an 
af ter- tax basis. The g o v e r m n t  has addressed t h i s  i s sue  by  ranting 
pension funds a tax exemption f o r  bond income but t h i s  does not solve 
t he  underlying problem of pr ic ing  and r e a l i s t l c  i n t e r e s t  r a t e s  i n  the  
economy. A more de ta i led  discussion of the role of pension funds a s  a 
source of cap i t a l  is presented i n  Section 2.2. 

Although the  bond market will continue t o  face s t r u c t u r a l  
d i f f i c u l t i e s  i n  t h e  near future ,  the  prospects f o r  t he  gradual 
development of t h i s  market a r e  qu i t e  pos i t ive . .  The  demand f o r  bond . . . . .  
secur i t i eq  from pension funds, insurance companies, and the commercial 
banks should increase a s  a r e s u l t  of intended l e g i s l a t i o n  and through the 
GO1 I s  development actions.  

The basic  s t r a t egy  fo r  developing the bond market should have two 
components. One should be t o  increase the number and var ie ty  of debt 
securities. The other should be t o  c u l t i v a t e  the  market by st'rru!lating 
the supply of and demand f o r  securities, providing poten t ia l  bone: holders 
wi th  specAt b c m f f v e s ,  o r  creat ing m n d  by establishing a nar #icy 
l b ~ ~ ~ c r k m  

Bonds issued by public en te rpr i ses  should be f l e x i b l e  i n  thfir 
structures and p i c i n g .  These organizat iom are in need of long-t~rm 
capital, which they have t o  r a i s e  on th?ir mn became of the s t r a ined  
conditions of t he  goverrment budget. Because of the services  they 
render, inany public corporations may be ab le  t o  f i nd  investors  i n  their 
s e c u r i t i e s  more eas f ly  than pr iva te  corporations. In addit ion,  the 
g o v c r m n t f s  back-up f o r  their a c t i v i t i e s  should also make th-e boncls 
a t t r a c t i v e .  These bonds could also be made e l i g i b l e  assets fo r  banks and 
f inanc ia l  i n s t i t u t i o n s  t o  meet their l i q u i d i t y  requirements. 



Hawever, two major i s sues  must be resolved before !mvat ive publ ic  
sectoi  bond issues  can materialize.  _The f i r s t  concern is the 
iden t i f i ca t ion  of po ten t ia l  i s suers  and investors  and how t o  c u l t i v a t e  - 
such a market. Because the cap l t a l  market in uldonesla i s  st iu not 
mature, issuing such bonds w f f l  reqcire carefu l  planning including an 
assessment of the ex i s t i ng  market, or perhaps even creat ing a new 
market. There a r e  two basic  ways t o  develop t h e  bond market. One is t o  
se l l  bonds t o  the immediate beneficiaries of the  se rv ices  provided 5y 
these public enterpr ises .  These bonds could be sold to help f i m n c e  :he 
investment programs of public enterpr ises  t o  incxease their se rv ic ing  
capacity. The following paragraphs give some exarrples of po ten t ia l  
i s sue r s  and investors.  

Telephone Subscriber Bonds. These bonds a r e  t o  be issued by t h e  
publ ic  telephone company f o r  new telephone subscribers (pr ivate  
individuals '  o r  corporate i n s t i t u t i ons )  a s  a condition for ins ta l la t ion .  - 
This method of r a i s ing  funds has an advantage which is markedly d i f f e r en t  
from t h e  palicy of r a i s ing  telephone charges t o  increase t h e  - 

self-financing capabi l i ty  of the issuing agency, Peruntel. Since 
recovering construction costs by ra i s ing  telephone serv ice  charges is a 
prolonged process, i t  does not free the  agency fran ra i s ing  the funds 
immediately necessary f o r  the  construction. I n  contras t ,  i ssuing 
subscr iber  bonds would subs t a n t i a l l y  reduce th immediate fund r a i s ing  
requirements and free the company from searching f o r  financing o r  buyers 
f o r  bonds so ld  t o  t he  public a t  large.  

Telephone subscriber bonds can be: 1) regis tered o r  bearer bonds; 
2) interest-bearing o r  discount bonds; and 3) w i t h  serial and/or term 
bonds. C a p i w i z i n g  i n t e r e s t  o r  issuing discount bonds would r e l i eve  t h e  
i s s u e r  of the burden of se rv ic ing  the debt during the ear ly  years when 
construction expenditures a r e  high snd revenues low .  Commercial banks 
could a c t  a s  t ru s t ee  and receive payments from the subscribers and 
va l ida te  authorizations f o r  ins ta l la t ion .  They could a l s o  provide a 
custodian se rv ice  t o  their bond holders. The bonds should be listed a t  
t h e  exchange t o  help encourage trading i n  the secondary markets. Such 
t rading would newsarily be a t  a discount fran the purchase pr ice  
bewuse sccof f i ry  r d e t  purchasers would not receive the benef i t  of a 
tdephme hb%lb+A. 

&rstmcz.:Ch! m. These bms rrm,'r: be issUCd to d t v t l ~ p e r s  a s  a 
am3'Lion fo-r C.LL.~&Y% a c3nst.L@tiori pemrum?st for come- b u i l d h p  i n  
mbmpol i t an  trzss. A pt'htic bouy nay fm&ia as ttrc financial m a s e r  
to i s sue  such boncs and dis*ibUccf pmcee& to vari- puhlic 
uthaitfes which need l~~ f m  to f b n c e  their urban devdcpnent 
semiccs. T h  p m m m t ,  whether ratima or local, invats substantial 
a ~ , " t s  of money f o r  developing t h  u t a n  in f ras t ruc ture .  Of ten, 
beve r ,  developers song the  mjor m d  network on which such serv ices  
are concentrated benef i t  the nost  from such h p r o v m e n t s  through an 
increased r e s a l e  value of the  property and higher r e n t a l  incomes. 
Th%retically,  the goverment should be able  t o  recover the investment 
cost through increased tax revenues, but t h i s  process takes tlme and 
costs usually cannot be f u l l y  recovered. 



Housinq Bonds. Housing financing i n s t i t u t i o n s  m y  be ab l e  t o  i s sue  
bonds direct ly t o  prospective hanemners. Such bond holders could be 
gf ven access t o  home mortgage financing a t  p re fe ren t ia l  i n t e r e s t  r a t e s  
when they buy o r  construct  houses. Bonds could be used a s  a pa r t  of the 
down payment when purchasing o r  constructing hwscs. There a r e  zurrent ly  
two housing financing i n s t i t u t i o n s  : Bank Tabungan Negara ( N a t i a d l  
Savings Bank) and P.T. Papan Sejahtera. I n  order t o  increase the  amount 
of t h e i r  bond issues ,  it may be necessary t o  combine these two 
i n s t i t u t i o n s 1  bonds. 

Public Service Bonds. Another type of bond which can be marketed 
a r e  bonds issued by institutions whose serv ices  a r e  basic  t o  the  
l ive l ihood  of t he  people, although individual benef ic iar ies  a r e  of ten  
difficult t o  identify.  A prime example is t h e  bonds issued by P.T. Jasa 
Marga, t h e  state-owned toll road authority.  These bonds a r e  backed by 
the revenue generated by t h e  to l l  roads constructed (although t o  da t e  
they a r e  not d i r ec t ly  l inked).  This type of bond could a l s o  be issued by 
t h e  electric company o r  water supply company. 

The services  of these i n s t i t u t i o n s  a r e  e s sen t i a l  to basic human 
needs and it is thus not appropria te  t o  impose beneficiary-type bonds on 
the ultimate users of t h e i r  se rv ices  (the majority of the lrsers a r e  from 
t h e  low- and lower-middle income group). k,wever, e l e c t r i c i t y  and water 
charges would provide the bond i ssuers  wi th  the bas ic  cash flows t o  
se rv i ce  their debt, which would provide t h e  required protect1 on t o  
underwriters and investors  i n  these tioncis. 

The secord concern is the r e a l i s t i c  p r ic ing  and s e l l i n g  of bonds. 
Because of the  prevail ing high i n t e r e s t  r a t e s  on deposits ,  i t  would be a 
h a d s h i p  f o r  many issuing organizations t o  i s sue  bonds a t  the market 
price. For example, i f  the  present tax pol icy were t9 remain unchanged, 
coupon r a t e s  competitive with one-year time deposi t  r a t e s  may have t o  be 
a s  high a s  30%. This  may be higher than the cos t  which many poten t ia l  
pllblic and private  s ec to r  i s sue r s  can bear. 

Despite the government Is d e t e r m i ~ t i o n  on the tax privi leges  on 
ban&, it ray still be contended t h a t  exemptions on tax  a r e  j u s t i f i e d  f o r  

discussed above. These bonds would finance public services 
w t t i r h  cannct o t k w i s e  be financed by the budget. Their issuance not 
o n l y  rL!? af th? burden on the t reasury but also a c ~ e l ~ t e s  l5e 
a!%v=&.iqmrrt of the domestic c a p i t a l  market, which i n  t u rn  pronotes the 
szLf -~Unce o f  the econany. A varie ty  of t ax  pr ivUcges could be 
m m .  Based on the  nature  of each public se rv ice ,  the degree and tyce 
of tax exerrptiahs o r  relief would vary. 

Some bond i ssuers ,  pa r t i cu l a r ly  pr iva te  s e c t o r  corporations , my 
st iU have t o  i s sue  bonds a t  a p r ice  determined by the  market. I n  order 
t o  W e  advantage of  a possible  fu ture  decl ine i n  i n t e r e s t  ra tes ,  
f l o a t i n g  r a t e  (var iable  i n t e r e s t  r a t e )  bonds may be considered. R o a t i n c  
r a t e  bonds, hawever, cannot be considered a s  a source of long-term 
finance. It is necessary i n  t h i s  case t o  determine an appropriate base 



i n t e r e s t  ra te .  A good candidate f o r  such a base r a t e  may be sane average 
of the one-year s t a t e  bank CD ra tes .  If a market f o r  g o v e r m n t  
s e c u r i t i e s  exis ted,  a set spread above the equivalent goverrment s ecu r i t y  
would be ideal .  I n  t h e  long run a w e l l  developed bond market with a 
r a t i n g  system t o  determine r e l a t i v e  risk would be the optimal method f o r  
allowing t h e  market t o  determine the  pr ice  o r  y ie ld  f o r  each bond issue.  
This i n  t u r n  would require t h e  development of a secondary market t o  allow 
bonds t o  sell a t  a premiun of discount from their i s s u e  price. 

Since t h e  deregulation package of refonns was announced l a s t  
December, there  has been a s ign i f i can t  increase i n  a c t i v i t y  i n  t h e  bond 
market. I n  the  first s i x  months of 1988, six new i ssues  have been so ld  
through the Jakarta exchange (see Table 1) and two more issues  a r e  being 
prepared. The m o s t  pos i t ive  aspect of these new issues  is t h a t  they 
include the first pr ivate  s ec to r  corporate bonds and the f i r s t  long-term 
s e c u r i t i e s  issued by a leas ing  company. 

TABLE 1: BOND ISSIES/INDONESIA, JAWARY 1988 - JJNE 1988 

Bond Amount Tenure I n t e r e s t  Rate 

P.T. Jasa Marga I State-owned Rp. 75 b i l .  8 years 17% 
T o l l  Road 
Authority 

Bapinr.0 I State-owned Rp. 60 b i l .  5 years 17% 
Development Bank 

P.T. BBD-I83 Jo in t  Venture Rp. 10 b i l .  3 years 18% 
Leasing &sing -any 

P.T. Uppindo JsFnt Venture Rp. 25 hil. 5 y e a n  17.75% 
I bn-bank Financial 

Ins ti tu t ions  

&pindo I1 Stateowned Fip. 40 b i l .  5 years 17.5% 
Development Bank 



Also pending i s sue  i n  the near fu ture  a r e  bonds from PDT. Jasa Marga, 
Tranche II f o r  Rp. 35 b i l l i o n  and P.T. Papan Sejahtera,  t he  state-owned 
howing authority,  f o r  Rp. 50 bi l l ion .  

Despite t he  pos i t ive  increase i n  bond a c t i v i t y ,  these recent i s sues  
have demonstrated the continuing constra ints  and weaknesses i n  t h e  
Indonesian bond market. These bond sales were not t o t a l l y  successful  i n  
their marketing e f f o r t s ,  primarily due t o  pr ic ing and lack  of broad-based 
and ac t ive  par t ic ipa t ion  from the i n s t i t u t i o n d l  investor  market (pension 
funds and insurance companies). The  Jasa Marga I bond sold just 48% of 
t h e  t o t a l  i s sue  during t h e  marketing period, and only a belated 
comnitment from Taspen t o  purchase the remaining Rp. 39 b i l l i o n  over time 
(by November 1988) has saved the  underwriters from holding t h e  dif ference 
i n  t h e i r  por t fol ios .  Likewise, the t r a d i t i o n a l  overdependence on Taspen 
and Danareksa t o  purchase the majority of each bond i s sue  has allowed the 
undemri te rs  t o  avoid ac t ive ly  marketing these s e c u r i t i e s  t o  a 
d ivers i f ied  rarket. Since both P.T. Taspen and PmT. Danareksa have 
declined t o  buy t h e  bonds of e i t h e r  BBD-IBJ Leasing o r  P.T. Astra 
Internat ional ,  the underwriters a r e  still holding 80% and 30% of each 
i s sue ,  respectively.  

In  conclusion there is considerable work t o  be done i n  the  areas  of 
bond pricing,  s t ruc tu re  and marketing (including the education of the 
fund managers of the various i n s t i t u t i o n a l  investors)  i n  order t o  develop 
t h i s  market properly i n  t he  future.  These a r e  all issues  t o  be addressed 
under the Financial Markets Project  through technical  ass i s tance  and 
t ra ining.  

2.1.2 E N t y  Market 

As discussed elsewhere i n  t h i s  annex, t he  Indonesian Stock Exchange 
has been operating s ince  1977 and has evolved through a series of 
reforms, tax plans and deregulation pol ic ies .  The l a t e s t  deregulation 
package (December 1987) introduced a nunber of very pos i t ive  changes 
designed t o  ease the a b i l i t y  t o  list shares and encourage trading i n  the  
seconezry rrarket. This  package a l s o  es tabl ished the new Bursa Para le l  
(mael m k e t ) ,  although t o  da t e  no companies have l i s t e d  through t h i s  
new ex&-. 

S h c ~  w s t f o n  pckage, there has been incressed a c t i v i t y  on 
t ke  and the overoll s h r e '  p r ice  index (established in 1983) k s  
r b  m ~ f i c m 3 y  from 62.6 paints  a t  tnc end of 1987 t o  over 115 
pnSnta by r&My (a 4U% increase).  The main causes of this increase 
wzz t o  be the r m v a l  of tne 4% U y  pr ice  iimits, a ~gnera l  recovsy 
in c t , , ~ b  i ) e r f amnce  by tk l i s t e d  companies, and the  revised 
p a l i c k s  of P.T. Danareksa t o  sell shares held i n  its portfa l io .  

k p i t e  t h i s  recent increase i n  a c t i v i t y ,  the Indonesian equity 
rrarket rmins s t r u c t u r a l l y  weak. The t o t a l  number of companies l i s t e d  
on the  exchange grew slowly t o  24 by 1983. However, there  have been no 
new listings s ince  then. Additionally, many of t h e  companies l i s t e d  a r e  



j o i n t  venture firms w i t h  foreign partners. These fh or ig ina l ly  l is ted 
a percentage of t h e i r  share ,  not t o  raise equity cap i t a l ,  but t o  d ives t  
foreign ownership i n  order t o  comply with goverrment regulations. As a 
result, the  t o t a l  cap i t a l i za t ion  (value of share  l i s t i n g s )  is only .a% of 
t h e  t o t a l  issued shares i n  these 24 companies. Not only is the  supply of 
s e c u r i t i e s  minimal i n  t e r m  of t h e  nmber of conpanies but the supply i n  
t e r n  of t o t a l  l i s t e d  and tradeable shares (58,569,3111 is a l so  weak. 
Table 2 provides a schedule of t h e  conparties current ly  l i s t e d  on t h e  
exchange, the  number of shares  issued, the  number of shares l i s t e d ,  and 
t h e  share  tamership of Danareksa, which holds over 50% of t h e  traded 
shares.  

There a r e  many fac tors  behind the weakness and low a c t i v i t y  l e v e l  of 
the Indonesian eauitv market. Aside from the  cyc l i ca l  conditions 
cur ren t ly  prevai l ing- in  t h e  economy, the  causes-of t he  severely 
underdeveloped s t a t e  of t h e  r a rke t  may be a t t r i bu t ed  primarily t o  an 
in su f f i c i en t  supply of s e c u r i t i e s  i n  the  market.  his i n  tu rn  can be 
a t t r i b u t e d  t o  various fac tors  which work t o  depress t h e  supply of and 
demand f o r  funds through the equity market. 

I 

I n  pr inciple ,  the equity market works a s  any other  cormodity 
market. Higher demand f o r  s e c u r i t i e s  w i l l  push up the  pr ice  of 
s e c u r i t i e s ,  which i n  turn s t imulates  the supply of more secur i t i es .  The 
market i t s e l f  can be act ivated by producing more a t t r a c t i v e  s ecu r i t i e s  
and supplying them t o  the  market. 

The present condition of the  Indonesian equi ty  market may have 
or iginated par t ly  from t h e  lack  of understanding of t he  nature of equity 
cap i t a l  by the genera public and p a r t i u y  from the  des i re  of t he  

9 overment t o  protect  the  public from losses. One of the or ig ina l  goals 
n t h e  es tab l i sh ten t  of Danareksa was t o  o f f e r  a guaranteed re turn  t o  its - 

c e r t i f i c d t e  holders and t o  intervene in the market t o  protect  pr ice  
leve ls .  Equity i n v s  t o r s  i n  Indonesia have been over-protected and 
deprived of the chance t o  make f inanc ia l  gains, which is the core of t h i s  
marketls a t t ract iveness .  I n  order f o r  t h e  market t o  supply the  equity 
c a p i t a l  t h a t  is es sen t i z l  t o  t h e  devdopmmt of t he  corporate sec tor ,  i t  
is crucial to e s t ~ b l i s h  investors1 umezstmding of the f a c t  t h a t  equi ty  
a M  is r b k  d t 2 7  -- 
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Because of tk r i s k  nature of equity cap i t a l ,  the  company can grow. 
I f  there is no r i s k  cap i t a l  avai lable  t o  entrepreneurs, they cannot 
i n i t i a t e  new business ventures which, althourfi cha rac t e r i s t i ca l ly  r isky,  
may y ie ld  high returns i n  t h e  end. Without r i s k  cap i t a l ,  venture c a p i t a l  
would not invest  i n  po ten t ia l ly  successful  new companies and they i n  tu rn  
would not be able  t o  grow. The equity mrket accepts such r i s k  cap i t a l  
and provides entrepreneurs with it. A new company o r  even an es tabl ished 
one which c a ~ o t  secure enough r i s k  cap i t a l  i n t e rna l ly  should be ab le  t o  . 
i s s u e  shares  through t h e  equity market and r a i s e  such funds. Through t h e  
equi ty  market these companies can grow. Growth momentum of pr iva te  
en t e rp r i s e  is one of t h e  leading sources of p r iva te  s ec to r  growth, and 
hence of growth i n  t he  economy. 

Equity investors should a l s o  be well informed about market 
charac te r i s t ics .  While there  is a chance t h a t  equity cap i t a l  w i l l  grow 
and investors  w i l l  r e a l i z e  cap i t a l  gains, there  is a l s o  a chance of 
suf fe r ing  a l o s s  on the investment because of declining business o r  
company fa i lu res .  I n  t h i s  serrse, equity investments o f f e r  a high 
expected re turn  and high risk. Denying the  risk nature of equity 
cap i t a l  , however, is denying equity cap i t a l  i t se l f ,  hence denying the  
base of t h e  free en te rpr i se  system. Therefore, i f  p r iva te  individual 
investors  w i t h  small f inancial  resources a r e  encouraged t o  inves t  i n  
equity,  they have t o  be throughly educated about the  nature of equity. 

In  Indonesia, p r iva te  investors  tend t o  regard equi ty  investment a s  
s imi l a r  t o  depositing money w i t h  banks. Hence, they demand high dividend 
yields  t o  compete with i n t e r e s t  income from short-term bank deposits. 
This a t t i t u d e  is due t o  a lack of understanding of t he  nature of equity 
cap i t a l  and t h e  f a c t  t h s t  excessive dividend payments may cause a 
de te r iora t ion  i n  t he  f inanc ia l  condition of the company, thereby 
undermining t h e i r  own investment. Additionally, under present conditions 
and government regulations,  the chances of making a cap i t a l  gain on an 
equity investment a r e  l imited.  

Another s t ruc tu ra l  cons t ra in t  t o  the  p r w t h  of t he  equity markets i n  
Indonesia is the argunent of ten put f o n d  by g o v e r m n t  a u t h o r i t i e s  
(including o f f i c i a l s  ,who i m a g e  the exchmge oprcrtions) that  speculation 

Even though, there  is ar@e evidence of a s t rong  demand f o r  equity 
c a p i t a l  o r  an e q u i v a l e ~ t  pc t en t i a l  s q p l y  of securities, the  nunber of 
companies Usted on the s tock  exchange i n  Jakarta has remained constant 
f o r  t he  pas t  four years. This phenomenon can be p a r t i a l l y  a t t r i bu t ed  t o  
the current  pcl icy imposed on the l i s t e d  m p a n i e s  t o  pay high dividends 
and the  limited scope f o r  c a p i t a l  gains on equity investment due t o  the  
cons t ra in t s  placed on company growth. 

I 



Histor ical ly  , severa l  companies listed on the Indonesian s tock  
exchange have ac tua l ly  paid out dividends grea te r  than their annual 
earnings. I n  all cases, t h e  dividend pay-out r a t i o  has been excessive if 
not ac tua l ly  su ic ida l .  Table 3 lists t h e  a f t e r  tax earnings and dividend 
payments made by t h e  24 traded companies in the l a s t  two years. 

This excessive dividend policy has been adopted by many companies 
r imari ly  because of the a t t i t u d e  and demands of stock investors.  

R v e s t o n  w i d e r  the 1840% i n t e r e s t  paid on time deposits with tax  
exempt pr ivi leges  t o  be more a t t r a c t i v e  than the average 15% nominal 
dividend re turn  paid on stctdcs. This reflects t h e  l imi ted  opportunit ies 
t o  r e a l i z e  c a p i t a l  gains on investments i n  Indonesia. Companies m a i n t a i ~  
th i s  w l i c y  in xde r  t o  keep their shares  a t t r a c t i v e  and not t o  subjec t  
themelves  t o  uwarranted public criticism. This pract ice  f inanc ia l ly  
burdens the  companies and makes the l i s t i n g  of addi t ional  shares 
uninterest ing f o r  them. The impact of t h i s  policy is t o  tu rn  equity 
cap i t a l  i n t o  another form of debt. 

This de te r iora t ion  of corporate s t r m g t h  undermines the i n t e r e s t  of 
c red i tors  and equity investors  a l ike .  A c red i to r% secur i ty  i n t e r e s t  i n  
t h e  asse t  value of the company decreases since high dividend payout 
r a t i o s  imply that  equity holders make claims on a s se t s  on which the  
c red i tors  normally have a higher pr ior i ty .  High dividend payout r a t i o s  
may a l s o  reduce the  i n t e r e s t  of equity investors  themselve,  a s  it 
reduces the shareholders1 cap i t a l  which is normally used fo r  fu tu re  
company expansion o r  saved a s  insurance against  fu ture  possible losses .  
This weakens the f inanc ia l  soundness of the company and reduces its 
re s i l i ence  against  fu tu re  adverse conditions. It a l s o  may deprive equity 
inves tc rs  of an opportunity t o  r ea l i ze  c a p i t a l  gains on their investment 
s ince  a company's capacity f o r  expansion and growth decrease a s  its 
reta ined earnings a r e  reduced. 

It is es sen t i a l  t h a t  there be a basic  s h i f t  i n  corporate policy 
regarding dividend payments. This must be combined wi th  an equally 
fundamental change i n  t he  "short-term, frrunediate r e tu rn  and Mgh yieldn 
philoscphy o f  equity investors  who must accept t h e  risks of a long-term 
market ~ n d  seek re turns  based primarily on a combination of c a p i t a l  gains 
and l i v f m i ' .  payments, as opposed to just dividend payments. 

k l e  =,jcz ears*& whlctr sffects the growth of an equity 
in  i m m d a  is the v q  lindted scope f a r  cap i t a l  pins. Thls 

mi- equity fnvestmmt t a a t t r a r t f v c  as a long-term investment and 
incrsses t i  cxt of equi ty  cap i t a l  for companies which obtafn long-term 
funo tb~oum such a market. 

The potential f o r  making cap i t a l  gains i s  l i m i t e d  i n  Indonesia 
p r i m v i l y  because of t he  restrictive regulations and l icens ing  
requirements placed upon corporate expansion. Capital gains can be 
rea l ized  r c ln ly  when cunpanies grow and prosper, and the growth of 
cmpanies is generally inseparable from the expansion of theFr.proauction 
o r  s e rv i ce  rendering capacity. Thus, t h e  rules r e s t r a in ing  expansion by 
companies l i m i t  t h e  scope of company growth. I n  order f o r  the  stock 
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market t o  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 inproved 
opportunities Tor companies to  expand their capacity more freely. 

It normally takes 30 days for a corrpany t o  obtain a license for 
l is t ing on the stock exchange, from the date of submission of a l e t t e r  of 
intent t o  Bapepam (the Capital Market Executive Agency which acts as 
market regulator as w e l l  as operator). This is a positive improvement 
from the previous 90 day timeframe in  effect before the 1987 reforms. 

However, the company is also required t o  obtain approvals from 
various government offices such a s  the Ministry of a t i c e ,  the Director 
General of Taxes, and the Investment Coordinating Board (WW) before 
Bapepam can s t a r t  the review process. This pre-Bapepam procedure 
normally takes another three months. In addition, companies usually have 
t o  have their assets reevaluated by appraisers before they submit the 
application forms. ?his could add another two months t o  the entire 
process and sf gnif icantly increase pre-issue casts. 

/ 

Approval by Bapepam includes a review of the issuing price, reports 
by the company appraisers and an analysis of the wfuture prospectsm of 
the company. Bapepam not only reviews the documents submitted, but often 
makes estimations and appraisals i tself .  This practice reflects the 
underdeveloped stage of the securities industry and the workings of an 
es tahlished government bureaucracy. These activit ies are be s t  l e f t  t o  
the underwriters, appraisers, and auditors. Bapepam should l i m i t  i t se l f  
to  the review of t h e  submitted prospectus, acting as a regulatory agency 
for the exchange o n l y ,  and allow the marketplace to determine t h e  actual 
value and attractiveness of a particular issue. 

BKPMts review of a canpany I s  expansion program should be 
substantially shortened or removed altogether. I n  particular, company 
expansion is one of the most important reasons why many corrpanies decide 
t o  list their  ehares on t h e  excha e. This is also a major reason for  
capital gains on equity. Hence, i 7 companies can grow more freely or i f  
a l iberal  expansion policy is adopted, it would stimulate th.supply of 
securities to the market. The value of @ty  cq%Lal i n  tnetEkt 3s 
W y  related to  the strength and growth potential uf a A 
m y  may rqard i t  as desirable t o  raise the m a , z  funes f c  
m n  through equiw capital, if it can b a y  a p i m  its mcfL'y. 
Fuz-re, growing conpanics are more attractive t;, equity f n v s L ~ ;  
hmc~, they create an increased demand far cqufty investment. I n  this 
e, the yvermnt should corsidcr fur tkr  dexqpbtfcm of the 
investment 1 ensing systm. 

Last, the equity market is sufferinp due t o  the r t thudes within the 
Indonesian b u s i N s  community i tself .  These attitudes reflect reactiarr 
to various economic restrictions as well as traditiond. business 
practices. Many potential investors with sizahle investible f uncS 
cmsider investing i n  equity capital as less attractive than  utilizing 
the funds for their awn businesses, particularly in the track or r e d  

I 



e s t a t e  sectors .  It is not unusual for small-scale businesses in  these 
sec tors  t o  r e a l i z e  a re turn as  high as 30-40% a year. For many 
investors ,  t o  i nves t  funds i n  vldertaWngs which a r e  normally c l a se ly  
guarded among a f amil y-controlled group gives better secur i ty ,  s t ronger  
control ,  and higher returns than investing i n  equity stocks. Many such 
owners consider going public t o  be a nuisance because going publ ic  

- requires  public disclosure  of their f inanc ia l  condition and would open 
their tax  l i a b i l i t y  t o  addi t ional  scrutiny.  lhis a t t i t u d e  seem t o  be 
widespread even among the  la rge ,  established en te rpr i se  owners. It w U 1  
require  subs tan t ia l  e f f o r t  on t he  pa r t  of the goverment t o  educate and 
convince these entrepreneurs t h a t  there  is an advantage t o  r a i s ing  equity 
on t h e  cap i t a l  market. The FMP's support f o r  promotional campaigns w i l l  
be directed spec i f i ca l ly  a t  th i s  need. 

2.1.3 Financial  Sector/Lending Market 

The primary i n s t i t u t i o n s  involved i n  the f inanc ia l  s ec to r  a r e  the  
f i v e  state-owned comnercial banks, pr ivate  c m e r c i a l  banks, s t a t e  
development banks (primarily Bapindo) , savings banks, t he  14 non-bank 
Financial i& t i t u t  ions, l eas ing  companies, and Bank Indonesia. The 
lending conditions and funding sources f o r  each of these i n s t i t u t i o n s  a r e  
d i f fe ren t .  

Indonesia's f inanc ia l  sec tor  has been characterized by goverment 
l e d  development policy s ince  the beginning of the "New Orderw goverment, 
and the massive infusion of foreign exchange created by o i l  s ec to r  
revenues during t h e  197Q. In  practice,  t h e  existence of this 
subs t an t i a l  o i l  surplus l i t e r a l l y  deprived the  f inanc ia l  s ec to r  of any 
real incent ive t o  strengthen the  domestic c a p i t a l  market. 

Bank Indonesia dominates t he  e n t i r e  f inanc ia l  system. The cen t r a l  
bank not Only implements monetary policy but a l s o  extends c r e d i t  ts the 
various economic sec tors  d i r e c t l y  and ind i rec t ly .  The sources of funds 
a r e  derived from government deposits ,  which a r e  basical ly  the public 
s ec to r  surplus c r ea t ed  by o i l  export revenues. The t o t a l  a s se t s  of Bank 
Indonesia accwnted f o r  almost 40% of the  sec tor ' s  t o t a l  a s se t s  in 1987. 

The f i v e  s t a t e  c m e r i c a l  banks and Bapindo have a l s o  played a 
dmdnznt rale in t h i s  sector .  The as se t s  of these six banks accxntsd 
fr of the finarrial sec tor ' s  total assets in  1967. khen d y  
-t tskfns hnks are considered, thcy accmted f o r  71% of 
assets, 66% of tutal deposits ,  and 72% of total  lendimp i n  BS7 .  

Long-term =edit is a small part  of t o t &  credit and is concer;trated 
in the state banks. Except f o r  o i l  surplus funds, there have been no 
s ign i f i can t  sources of long-term funds i n  Jndunesia. Hence, the 
long-term loans have been almost exclusively extended by the s t a t e  

* comnerical banks which u t i l i z e d  the  Bank Indonesia refinancing f a c i l i t y  
o r  l i qu id iy  c red i t s .  Bapindo, which has acce(is t o  foreign exchange loans 
from multi-national and b i l a t e r a l  sources, alriio e x t e n b  sane term 
financings. National p r iva te  banks can utau:l long-term loans u t i l i z i n g  
g o v e r m n t  sponsored investment c r ed i t s  f run the small-scale indus t r ies  



(KIK) program. In addition, since January 1984, national private banks 
have been d l l ~ e d  to  extend credits with mtur i t ies  over om year. 
However, they still are not active i n  long-term lending activities i n  any 
significant way. 

The mle  of non-bank financial institutions has been q d t e  smail 
despite the government% original intention t o  develop them. Their 
development has been neglected primarily due to  the ready availability of 
o i l  surplus funds in  the economy, and they have not been given the 
opportunity nor been required t o  function as genuinely long-term 
financing institutions. They also suffer fran a lack of long-term 
funding s wrces . 

The financial market i n  Indonesia lacks a truly developed money 
market. The interbank ca l l  and deposit markets have been active 
recently, but transactions are a l l  direct. transactions between banks. 
There are no specialized money market dealers, or discount houses. This 
severely impedes t h e  smooth development of a secondary market. 

T a E e  4 lists the 1987 asset base and market share of the financial 
institutions i n  Indonesia. 

TABLE 4: ASSETS OF FINANCIAL INSTINTIOW, AS OF 3/3/1987 

Ins ti tutions Assets Share 
(Rp Trillion) (Percent) 

(1) Central Bank 28.4 38.4 
. . .  

(2) m r c i a l  Banks: 40.2 
State Comrcfal Banks 29.5 55.6 
Rivate Rational Comrcial  Banks 8.1 
Foreign Banks/Joint Ventures 2.6 

(3) Development fanks: 1.2 1.8 
State kvsloprmt Banks -86 
Locd. & iZi.VE-% D ~ x ~ ~  3JdG 0% 

(I) s v *  knits: 
State S v i n c s  Snks 
Rivate  S a v b p  Sank 

( 5 )  Non bank Financisl Irst i tutinrs:  1,72 , 2 
, Developnent Firancial Institutions .60 

Inves tment Financial Ins t i W t  1.12 

(6) Lecsing Compnies 

Total : 73.37 98.1 
. . . . . . . . . . .  . .  . . . . . . . . . . . . . . . . . .  

I Source: Bank Indonesia Financial Statistics, 
7' 

I 

I 



Table 5 indicates the percent of t h e  t o t a l  assets  loans and funds by 
type of bank. As can be readily seen, the f ive  s t a t e  camtercial banks 
dominate the banking sector. 

TABLE 5: ASSETS, LOANS A19 RJWS BY TYPE OF BAN(, AS OF MARCH 1987 

-- -- 

Type of Bank Assets Loans Funds 
X % % 

State  Banks 7l.3 71.7 66.0 
National Private Banks 19.5 21.0 22.8 
Local Development Banks 3.0 2.9 2.9 
Foreign Banks - 6.2 - 4.4 8.3 - 

Total 100 100 100 

State-(huned Comnercial Banks. ?he sources of funds for  the s t a t e  
banks a re  mainly demand deposits, time deposits, l iquidi ty  credits  and 
long-term investment funds from Bank Indonesia. Demand deposits comprise 
3565% of the t o t a l  deposits a t  s t a t e  banks. When customers meet certain 
minimum balance requirements, the banks pay about 6% in te res t  on demand 
deposits. Time deposit maturities range from one t o  24 months. Since 
t h e  deregulation of in te res t  ra tes  i n  1983, the s t a t e  banks have 
increased the in teres t  ra tes  paid on the i r  time deposits substantially,  
t o  18019% per annum from the previous level  of 9%. As a resul t ,  time 
deposits w i t h  s t a t e  comnercial banks have grown rapidly since ane 1983. 
The outstanding amount a t  t h e  end of 1986 was Rp. 6,574 bill ion. These 
banks a l so  issue ce r t i f i ca tes  of deposit (CD). In theory, they are  
negotiable, but aue t o  the lack of established trading of negotiable 
secur i t ies ,  there is vir tual ly no secondary market. The s t a t e  commercial 
banks used t o  depend on Bank Indonesia's refinancing f a c i l i t y  as a major 
source of fma .  Since d m  13U, the outstanding amount of tht? 
liquidity cm2ts from the ccm- &ink has not increased substantially. 
However, ft still zepsented m s 2 y  3tS of tk t o t a l  funds fo r  these 
b m k s a s a f y ~ e n d l 5 € 6 .  

s ' t  came- banks tam the  largest demand and time deposit 
bases. However, i f  they ah m z  to f i n a m  long-tern corporate 
invstrrt~& activities, either tkuqp extending long-term loans or  
investing in bonds, they w i l L  have to strengthen thtfr long-tern 

,fcmding. Their long-term funling strategy w i l l  have t o  meet the 
fallowing re-ements: First, it should a t t m p t  t o  s h i f t  present 
dtpcsitors b a r d s  longer-term maturities, and t o  cul t iva te  new private 
individuzl and ins t i tu t ional  depositors. Second, in order to  make 
long-tern savinp at t rac t ive  t o  m y  savers, the savings instrunent 
should have a fa i r ly  high degree of l iquidi ty  like b a g . ,  negotiable 



ak). Third, the savings instnment should resemble a bond, such as a 
floating rate note, that is easily understood and can be traded i n  the 
market. 

a r r e n t l y  , a substantial proportion of cwnercial bank deposits is 
i n  demand deposits, on which banks pay 608% interest i f  certain 
conditions, such as the maintenance of a minimum balance, are met. I f  
these lw-cost funds are mixed with funds frun other sources, such as 
time deposits, the overall cost of funds from deposit-taking operations 
w i l l  be much lower than the d i  rect time deposit casts. The s ta te  banks' 
dependency on demand deposits is particularly high, as shown Table 6. 

TABLE 6: SHARE CF DEMAIS DEPOSITS I N  TOTAL IXPOSITS, 
As&& 

Demand Time, Savings Total 
Deposits and tX Deposits 

% % % 

State Banks 
Private Banks 

Source: Bank Indonesia. 

The resource base of these banks i n  term O$ either total  assets or 
deposit base is quite substantial. In 1987, they accounted for 71% of 
the total assets of the financial sector, and 66% of the total  deposits 
of the deposit-taking banks. They can often meet the capital 
requirements of large scale investment projects by themselves. Their 
s ize  alone sholild act as insurance against various macroeconomic, 
financial, and blsbess r i sks  to  which their loans are exposed. Their 
s ize also allows them to  mab- a large amunt of funds a t  a much lower 
cost -7 S Z F ~ ' ~  tanks, r z y  becase t t r y  enjoy ecmomies of  scale. 
This is m ' t y  entc to tfr fact -t adminfstrative costs per unit of 
f - e 4 ' + * ~ ~ ~ c i - r r O ; C m b a n k ~ e a s c s , e t m t h o J g h  
t h e a c t u d ~ o f h r n c s a y n r i = l c z f n ~ s a m .  

k p i t e  t M r  daminant s m  arrd s i r e  w i t h i n  tbe financial 

when funded directly for that p q a e  by Bank Indonesia. The World Bank 
reports that Less thin 4CX of the credits txtended by the financial 
system Pave an original maturity beymd 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 tawam the' short term. 
This base mrs t k shifted, particularly i f ,  as is the announced policy, 
there is to  be less dependence upon Bank Indonesia liquidity credits. 

I 



While there is genuine concern with regard to  the management of 
sources and uses of funds i n  the banking sector, it is worth recalling 
that comnercial banks i n  other countries extend long-term loans, even 
though their funding base remains short term. Pratection against 
possible shortfalls i n  funding or adverse changes in  interest rates when 
this kind of term mismatching exists is nonnally provided through: 1) a 
large resource base of individual banks, and careful management of their  
assets and l iab i l i t ies ;  2) an efficient interbank money market; and 3) a 
faci l i ty  through which the central bank acts as a lender of l a s t  resort. 
Because of these large banks1 resource base, it should be possible to 
establish such a structure i f  asset and l iab i l i ty  management are 
carefully and adequately undertaken. . . - .  . 

Private Commercial Banks. Of  Indonesia's 65 national private 
commercial banks, 10 are permitted to  trade i n  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 shareholder groups. The sources and uses of private comnercial 
bank funds are essentially the same as those of the s ta te  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 l and ing  activit ies concentrate on short-term loans 
(usually to related companies) w i t h  one to s i x  month maturities. 

Eleven foreign banks operate branches in  Jakarta. I n  addition, 
there is one joint venture bank, which was given a license to  operate 
before 1960. ( A t  the end of 1960, the GO1 decided to invite foreign 
banks to  operate i n  Indonesia i n  order to  promote the general policy of 
opening the country to  foreign investment, to  promote the inflow of 
f o r e i p  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 hanks are allowed to operate only within certain 
parameters. They can open only one main branch office and one sub-branch 
of Pice within bkarta. While their business activit ies are limited t o  
inside Jakarta, they csn extend loans outside Jakarta i f  done ointly - I! : w i t h  ctamestic banks. 7heir major activities are extending wor ing 
witzl cedits, mcstly ta foreign joint venture companies. They must 
&c cat& a pe-t =& -fa befare ex tending investment 
crecizs fara~ 'nr!cr f&ng=rthnareyear .  

Stzte Dedoomrrt Sanks. The= i s  oh s t a t e  developnent bank 
(Ez&m,\ .  27 T M S  u e v ~ ~ t  banks. and one nrivate develomnt 
bani. M Gpincio prs quite SU. kpinm bbrrcrs ?run ~ p n k  
Inaonsb, the gov-JTllllenC~, and rml t f la tea l  and bflaterai foreign sources 

8 (se Table 7) .  Its masit base is actually quite small. Bapindo's 
t o t d  outstanding borrowinp were Rp. 725.1 billion a t  the end of 1986. 
&pindo extends long-term investment loans working capital loans, 
povemcnt Sponsored s e a l l s d e  iMus  try k s  tmat and working u p i t a l  
loans (KIK and KMKP), and equity participation. 



TABLE 7: BAPI190-SOW F FINS, 1984 - 1986 
( ~ p .  b i l l i on )  

Capi ta l  and Retained Earnings 
Long-term Borrowings 

Bank Indonesia 
Other S t a t e  Banks 
Government 
Foreign 

Demand and Time Cepasits 

Total 

Source: BAIINW, Annual Report 1986. 

S a v i W ;  There is  one national savings bank (Bank Tabungan 
Negara, o small pr iva te  savings banks. They co l l ec t  small 
deposits  from private  individuals,  mostly i n  t h e  form of  Tabanas/Taska, a 

l? verrrnent sponsored savings scheme. BTN accounts f o r  about 10% of t h e  
o t a l  Tabanas/Taska accounts, t h e  t o t a l  wts tanding  amount of  which was 

Rp. 1,286 b i l l i o n  a t  the end of 1986. These funds a r e  u t i l i z e d  mostly t o  
f inance low-income hausing. However, b u s e  such savings are l imi ted  i n  
amount and cannot meet the necessary housing financing requirements, the  
government (through k n k  Indonesia) provides m o s t  of  the funds. The 
outstanding amount of BTN housing finance i n  March 1987 was 
b i l l i o n ,  extended t o  both pr iva te  individuals and publ ic  dev 2 opers. 

Non-bank Financial In s t i t u t i ons  ()rBFl[s). The 14 WIs operating i n  
Indonesia were formea in Urn974 to act as  intermediaries for lona-term 
f u k .  Howeve-, due t o  v a r h  mimh, they are not working a; was 
expected. lTl?eiz kc f fv i t i e s  are outsine realm of the -banking law and 
n a r r e f J f t h e ! m ~ ~ e 5 t O t a k g ~ *  

lEZs z e  c k s i f i a  irrto t u o  +: fjsvehpnent-lypt financial 
irstitutlorrs am Snvcrtment-type finan&?. Institutions. Rvtlopncnt  
fkance ccmpanies are t o  provide bmg--tczm loars and equity finance. 
Investment f b c e  eomFanfes ere *to fmcSm as investment banks cr 
secudtirs companies. A 19e3 af F m  ecra stated t h a t  
carmerci i l  banks can a l s o  undemri te  and dml in  secu r i t i e s .  Hmce, 
fnves tkmt  finance c n y n i e s  c ~ m p t e  with the comnercirl banks which have 
a s t ranger  resource tase and a wider branch netwark, 

T h e e  are Wzee development-type f inanc ia l  ~ t i t u t l o n s  operating in 
Indonesia, P.T. Pr ivate  Development Finance Canpany (PDFCI), P.T. 
Indonesia Developnent Finance Company (IPFC) , and P.T. Bahana. PDFCI and 

I 

7 -  t 
, 



IDFC provide mainly long-term loans t o  public s ec to r  enterprises.  Bank 
Indonesia is a share  owner i n  both in s t i t u t i ons .  Their source of funds 
cons is t s  mainly of borrowings frun banks and o ther  WIs on a short-term 
basis,  and from Bank Indonesia, foreign partners,  and in te rna t iona l  
lending agencies on a long-term basis. The majority of t h e i r  loans' a r e  
mediun- t o  long-term loans with matur i t ies  ranging from three t o  seven 
years. P.T. Bahana is a venture c a p i t a l  finance i n s t i t u t i m  owned by t h e  
goverment and Bank Indonesia. It was formed i n  1973 t o  provide equity 
and loan finance together with rnanagmnt ass is tance f o r  small pr iva te  
en te rpr i ses  s o  t h a t  they csn become creditworthy enough f o r  commercial 
bank borrowings. 

lhe nine investment-type f inancial  i n s t i t u t i o n s  were establ ished 
1973-74 t o  provide long-term funding. Bank Indonesia has an equity 
par t ic ipa t ion  i n  one of them and the  f i v e  s t a t e  comercia1 banks a r e  
j o i n t  venture par tners  i n  t he  others. Most of them a r e  j o i n t  venture 
companies between Indonesian partners and various foreign merchant o r  
investment banks. They a r e  allowed t o  conduct business i n  s e c u r i t i e s  
t rading and a c t  as f inanc ia l  intermediaries. Their main areas  of 
business a r e  supposed t o  be: underwriting bond and equi ty  issues;  
dealing i n  s e c u r i t i e s  and c m r c i a l  paper; ac t ing  a s  a t rus tee ;  
providing short-  and long-term debt finance; and providing equity 
finance. I n  pract ice ,  however, t h e  WIs have concentrated their 
a c t i v i t i e s  i n -  t rading - s h o r t - t e h  promissory notes among t h e i r  customers, . 

thus providing both a source and a use of funds. There is no secondary 
market t rading of t h i s  paper. These i n s t i t u t i o n s  deal mostly within t he  
interbank and call money market, with only an occasional t ransact ion a s  a 
bond underwriter or  trustee. 

Over the years these i n s t i t u t i o n s ,  which should be one of the  main 
engines f o r  cap i t a l  market development, have i n  f a c t  moved away. frun t h i s  
r o l e  f o r  two reasons. F i r s t ,  t h e i r  base of funding has remained very 
sho r t  term which compromises t h e i r  a b i l i t y  t o  inves t  i n  long-term 
assets .  Second, they tend t o  c i t e  t h e  lack  of development of the cap i t a l  
market itself a s  a reason not t o  be involved i n  what appears t o  be a 
r i sky  and m z i n a l l y  profi-e area  of business. Nonetheless, t h e  WIs 
r a i n  zn important element far fu tu re  cap i t a l  market development and a s  
Such s h d d ,  ,zeceive a s s i s m  to hPrmP r i s k  t akers  and underwriters. 

J -=+= C m z s r . .  Ti 1-5ssfl b s h s  i n  -fa s t a r t e d  i n  
1F74 t25 pcwn v q  I .c. . l l ly sbce the tanking duegula t ions  of 1983. 
c u i r s t d y ,  E3 le2sing 4- q m t e  i n  Iirdoncsia, of which 35 a r e  
joint v- -z is a s t a t c a n e d  coapany, and 47 are 
domestic cmpnies. my zt-e t o  provide f inanc ia l  l eases  mostly f o r  
indlstrhl tmhinery, a3nstmctAm ma-ry , autarobi les ,  and o f f i c e  

I equipment. It is estimated ttkt the outstanding lease contracts t o t a l l ed  
sm FQ. 920 b U o n  as of year end 1987. These companies depend on 
borrowings from banks and f a r e i w  sourcs t o  finance their leas ing  
a c t i v i t i e s .  The industry is dominated by 1 0  to  1 2  l a r g e  companies whose 
predmint source of business has been the state enterpr ises ,  



pa r t i cu l a r ly  the o i l  industry. However, the  growth of t he  leas ing  
business itself is a pos i t ive  ind ica tor  of the s t rong demand f o r  c a p i t a l  
i n  Indonesia . 

Bank Indonesia. Bank Indonesia is the  cen t r a l  bank of Indonesia, 
whose l e g a l  e n t i t y  is based on t h e  Central Bank Act of 1968. Bank 
Indonesia a l s o  1) extends credits t o  banks, which a r e  known as l i q u i d i t y  
credits, and direct credi t s  t o  s t a t e  en te rpr i ses  and 2) controls  the 
banking system, through its foreign exchange and discount windows, a s  
well a s  t h e  l i q u i d i t y  of the banks themselves, through s t a tu to ry  reserve 
requirements. The r o l e  of Bank Indonesia and the wbanics of the money 
market a r e  an in t eg ra l  pa r t  of the Indonesian f inanc ia l  sector ;  a more 
de ta i led  analysis of them is presented i n  Section 3 of this Annex. 

2.2 S U R Y  OF CAPITAL 

The supply of cap i t a l  t o  meet short-term demand is suf f ic ien t .  The 
primary problem is accessing the  supply of long-term cap i t e l  from pension 
funds, insurance companies and savings accounts. The a b i l i t y  of any 
f inanc ia l  system t o  provide an adequate supply of cap i t a l  is dependent 
upon the a l t e rna t ive  uses f o r  these monies. I n  Indonesia, several  basic  
fac tors  cause cap i t a l  t o  avoid t he  long-term market. 

High present i n t e r e s t  r a t e s  hur t  t he  bond and equity'markets and 
i n h i b i t  corporate cap i t a l  investment. Many people i n  the  business circle 
argue f o r  h e r  i n t e r e s t  ra tes .  This, however, is not  an easy so lu t ion  
f o r  Indonesia under present circumstances. Inoonesia is a cap i t a l  
def ic ien t  country, and the present high i n t e r e s t  r a t e s  reflect the  f e a r  
of c a p i t a l  f l i g h i ;  the  currkt  accwnf d e f i c i t ,  the i n f l a t i o n  r a t e ,  and a 
pervasive f e a r  of currency devaluation. 

The supply of funds f a r  t h e  cap i t a l  market is a l s o  negatively 
affected by the  unequal tax treetment f o r  s e c u r i t i e s  investments. 
I n t e r e s t  income earned on bank deposits  is current ly  tax f r ee  through an 
exception i n  t h e  tax law granted by the  Ministry of Finance. Dividend 
income, c a p i t a  gsins and intezest on bonds are f u l l y  taxable a t  up t o  a 
rr;axirmm of 35%. It is  bzsic t o  the fu ture  af  czgi ta l  market development 
that these Suo disinChl'Lve3 SE aolressd t ,  a u E ! i t f e s  and 
ccz=ective M u r e s  taken. 



TABLE 8: MARKET POSITION, 30 aE 1988 

(Rp. b i l l i o r s )  

Supply of Capital Bond % Stock % 
Invested Market of Total Market of Total . Rp. 

P.T. Danareksa 225.9 22 80.1 51 

State-owned Pension 749.7 73 47.1 30 
and Insurance Funds 

Other I n s t i t u t i o d  41.1 4 23. 5 15 
Investors 

Individuals 10.3 1 6.3 4 

Total : 1,027 100 157 100 
- 

The ro l e  of Canareksa is anayzed in d e t a i l  Section 5 of ttds 
Annex. The other two r e d i l y  i den t i f i ab l e  sources of cap i t a l  i n  
Indonesia a re  the  v s r i o e  pension funcs and insurance companies. 

2.2.1 Insurance Carpanis 

Three d i s t i n c t  types of insurance companies operate i n  Indonesia: 
l i f e  insurance ' companies, indemnity insurance companies, and soc i a l  
insurance companies wtLc!! include the social secu r i ty  and g o v e m e n t  
worker welfare s y s t m .  "ninsurmce cmgmies also operate i n  
Incbnesia. The kkst fcz  the firmcltl pasition of these conpanies 
(as a group) are F S S ~ &  in 7- 9. 



TABLE 9: FINANCIAL CONDITION CF INXNESIAN INSWNCE COP(PANIES 
(Rpo billion) 

(a) Non-life Insurance & Reinsurance Companies 
Cbrrent Assets 
Investments 

Statutory and other deposits 
Other investments 

Fixed Assets 
Other Assets 

Liabilities 
Current l iab i l i t ies  
Technical reserves 

Capital 

(b) Life Insurance Companies 
Current Assets 
Investment 

Bonds 
Shares 
Real estate 
Deposits 
Policy loan 
Mortgnge 

Fixed Assets 

Uabil i t ies  
Technical Reserve and Capital  

(c) Social Insurance Canpanies - I/ 
Current Assets 
Fixed Assets 1 

Investment Funds 

PERM ASMRI,  and 
PT. AK. JASA RAH4IUA. 



O f  the 108 insurance companies operating in Indonesia, 77 provide 
indemnity insurance, 23 provide l i f e  insurance, f i v e  provide s o c i a l  
insurance, and three a r e  reinsurance companies. As can be seen i n  Table 
9, the  funds mobilized by these conpanies a r e  primarily invested i n  bank 
d~pos i t s .  Abwt 90% of the  investable funds of r i s k  insurance companies 
bre placed i n  deposits and on ly  10% a r e  c l a s s i f i e d  a s  other  investments, 
which includes shares and bonds. I n  f ac t ,  t h i s  f i gu re  has ac tua l ly  
declined from 1985 levels .  The l i f e  insurance companies report  7% and 
9.% of their t o t a l  investments i n  bonds and shares , - respect ively,  while 
55% are placed i n  bank deposits. 

Of the f i v e  soc i a l  insurance companies, t h e  predominant ones a r e  f o r  
army veterans and goverment employees. Taspen holds the l a r g e s t  
percentage of these funds a s  a workers1 compensation fund and separately  
manages the  government employees1 pension fund. A deta i led  schedule of 
t h e  ac tua l  investments of these funds is not available.  Data from both 
Taspen and Astek, hawever, ind ica te  t h a t  t o t a l  investable  funds from 
these two companies alone exceed Rp. 1.2 t r i l l i o n  and t h a t  l e s s  than 10% 
of th i s  t o t a l  is invested i n  cap i t a l  market instrwnents, mostly bonds. 
Both companies have publicly s t a t e d  tha t  their investment philosophy is 
t o  place most of their funds i n  s t a t e  bank deposi ts  f o r  nmaximun s a f e t y  
guaranteed by the Central Bank with tex exempt monthly i n t e r e s t e n  It is  
estimated t h a t  a s  of year end 1987, W;ek and Taspen (insurance scheme 
only) had invested approximately Rp. 113 b i l l i o n  i n  either shares,  ' 

Danareksa c e r t i f i c a t e s  o r  bond issues.  

Considerable educational e f f o r t  w i l l  be necessary t o  a l t e r  this  
investment p ro f i l e  and t o  t r a i n  the f inanc ia l  managers of these companies 
i n  proper investment procedures as regards mtch ing  their long-term 
l i a b i l i t i e s  w i t h  long-term assets .  Obviars s t r u c t u r a l  changes w i l l  a l s o  
need t o  be implemented t o  sway insurance funds away -from high-yielding - . . . - . ' .  . . ... 
bank deposits. 

2.2.2 Pension Funds 

W e l l  over XI0 p r i r ~ t e l y  es tabl ished pensfon funds a r e  operating i n  
Indonesia. Additionally, mot wbUc ent-rises have created subsidiary 

C\ Ministry of f b m c ~  survey provioe,~ a s e e  profi le .  ht 
inclllding Taspen, w h i c !  manages the g0v~'TnmCnL~ eP@loyeesV pensfon fund, 
43 of me larger funds rworted t o t a l  investment f v lds  of RP. 1,091 
b i l l i o n  a s  o fW3 l  Decem~er-1966. Extrapalst ing frun these f ig& and 
considering the growth during 1987, it is estbated tha t  t o t a l  investable 
funds i n  pr iva te  and puhlic persicn funds could be a s  high a s  Rp. 4,500 
b i l l ion .  Taspen reports it ranaged Rp. 2,U8 b i l l i o n  as of 3l December 



, 

1987, or 49% of the  estimated to t a l .  There is a danger of double 
counting, however, a s  par t  of Taspenfs po r t fo l io  is also considered i n  
t h e  f igures  f o r  s o c i a l  insurance corrpanies. 

Taspen was es tabl ished in 1963 t o  provide pension funds, l abo r  
insurance (workmen's compensation) and a provident fund f o r  c i v i l  
servants.  The c q a n y  collects s l i g h t l y  mre than 8% of the monthly 
sa l a ry  of over 3.6 mill ion c i v i l  servants  i n  Indonesia. Workmenfs 
compensation par t ic ipants  now t o t a l  approximately 1@,0W employees of 
s t a t e  enterpr ises .  For year end 1987, P.T. Tdspen reported the  following 
pension fund investment f igures:  

Amount % of Total 

Bank Deposits 1,327 60.4 
Bonds 511 23.3 
S h a r s  and Danareksa Cer t i f ica tes  299 13.6 
Bank Indonesia S81 56 2.5 
Real Estate 5 0.2 

Total b i l l i o n )  

Tables 10, 11 and 1 2  p r o f i l e  t h e  43 funds f o r  which the  Ministry of 
Finance has provided data an both a combined and an individual basis. 

TABLE 10: SAWE ff 43 PP(SIW FLN3S: 
1906 t m  P H W U  

(Rp. b i l l i on )  . . 

- - 

Amount % of Total 

Time Deposits 
Shares 
Bonds 
Real Btzte 
Ranissory MI23 
Other Equities 

Total  Investment Funds 

It mst be emphasized t h a t  the f igures  presented in Table 10, when 
combined w i t h  reported amounts from Taspen, are estimates. Hcuever, the  
investment p r o f i l e  is considered cor rec t  f o r  the e n t i r e  industry. 

I 

> 
1 

I 



TABLE 11: IMONESIAN PENSION FtM ASSETS (fP. 000) 
IXCEMOLR 31, 1986 

PENSXU4 FUO FIXED ASSETS CUUCNT ASSETS OTHERS 

- - 

T O T A L  

YW. Bark Indomsla L 

YW. & Sokongau DN1846 
YEP. Danar Dana 1311tli6 
Yayasan JRnlnan Sosla 1 ttaryawan BllPINDO 
Yayasan Oark R ~ k p t  J~xk~lnsla 
YW. Bank Ekspnr 11 nr It &nesia 
Y I P .  Bar& Tahungan%gnre 
YW. & KP. Bad< Runi neya 
YEP.  Dank Dagang Eleyera 
YW. OM). Jateng - .  
YDP. BPO, J a t h  
Yw. Df'O. W J ~  

- - W. Bark b ~ t a  
YD3. HA1 Dank Pasar Serl Arthe 
W. RPU Stnllh?r a 

YW. Pr. D e ~ h  tlaslonal 
YW. Pi. Asurarwl Jasa ltrhesia 
YW. PT. P m  Srlwl.laya 
YDP. PT. TenSlang Tlmrl(~ 
Yayaean KeseJahleraen Parsem Taspen 
YW. PN. Blabak 
YW. Pertanha (~alctnpena) 
Y I P .  Krakatarl Steel 
VOT. Smren Oreslk 
W3. P i .  Asurald j9yasrayq 
YIP. P ~ M  nstek 
YEP. lntirul~ 
Y I P .  k m r i  
W. PT. Sernon Palrmmj 
YW. Elrusa 
YDP. WallgereJa Inlrxlesla 
YDP. Purbeyr 
MY2. Pertarinlki  
YW. Roche Indonoria 





'j!!ftL1 121 B f l E I V ( m  CF IMONESIAN PENSICM FUd'J IMIESTM3TS 
-R 31, 1986 (Rp. 000) 

TIME DEWSITS STOCKS BOMS REAL ESTATE PROMISORY EQUITY OTHERS TOTAL 
NOTES 

Bank Indonesia - 
& S a n g a n  O)l I846 
Danar Dana ON1846 
Yayasan 3aninan Soslal Karyawen BWINDO 
Bank flakyat Inrlonesia 
Bark .Ekspor b p o r  Inbmsla 
Bark Tahngan Ekgara 
& KP Bank h i  Daya 
Bank Dagang Ncgara 
BPO Jateng 
BPD Bth 
ml S w t  
Bank Rsta . 
HA1 B m k  Pasar Seri Partha 
BPD Sunbar 
PT. Bank Nasloml 
PT, Asuransl Jasa I n h e l a  
PT. P W  SrlwiJaya 
PT. Tanbang Tlmah 

-1- Kesejehtoraan Penery T B S ~ O  . PN, B l a W  . Psrtmina (Yaktwna) . Krakatau Stecl 6 . Se#n 0reSi.k 
, PT. Asuransl Jayasraya . P ~ M  btek 

I n t i ~ b  
, Peruri . PT. Semen Padang . Elnusa . WaligereJa Indonesia . 



U B L E  12 (continued) 
I 

PENSION FUJO TME DEPOSITS S T m S  BOMS REAL ESTATE PROMISDRY EQUITY OTHERS TOTAL 
NOTES 

w. 
YDP. 
m. 
m. 
w. 
voe. 
m'. 
w. 
YOP. 
w. 
m'. 
w. 

CARRY OVER 

mrbaya 
Pertaf iniki 
Roche xndofm?sia 
Bmh Perindustrian Gula/Kanw\q GmL 
Ohannayasa Buniputra 
WiF.taraga 
Asumi Panln 
Pegawal Runah Sakit CaroUs 
Panca Sari Puma 
PETRA . 
Y adapen L 

Asearn - - .. 

Doc* m 4 l g . 4 - 5  



Econonic Envirorr.cat 

- The presance of an inerarain8 love1 of diapoaable 
incoae and invrrtablm mavinas - Surtalnabla por i t ive  rate. of acawnic  g r w t h  - Rational monetary policiam tha t  taka i a t o  
account t h e  aquity market - Some development of a r i d d l a  c l a m  - Ecoaary l a r e a  enough t o  muppnrt cap i ta l  
market developaent - Exiatanca of Indigeneocca entre(~tocertra - C m s u e r  f a i t h  in  Inca1 cctrt elcry - I n f l a t i o o  under control  - Belle€ t h a t  r e a l  aaaata a ra  nnt tha only 
invea tmnt  mvailabla and t h e t  f inancial  
a s r e t s  c m  be n @nod Invaslmec\t 

I n s t  1 tu t lona l  Envivi%-.nl 
- Eriatence of a t t e rna t lvea  t n  hank finance - Bnnka do not  bnve cnaplete cmrtrnl ovar 

Elnsnclal myatplm m d  cnmyartlcn - Effec t iva  f inancinl  I n s t i t n t l m ~ a  f o r  the  
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market h f o r m t  ion aml c a p m y  ~nforrrl:iod - An acceptable ar t t lament  aclrema - Funded penalon Fcetdr that  a r e  allnwtd t o  
invent In t h e  market - Bcnlnnlnga of an I n a t u t i ~ a t  Invantnr market, 
including t h a  developaent of a u t u a l  funda 
and insurance c a p m l a a  - Adquato c n i c a t l o n a  - Reasonable pr lclug aclcna t o  Ittry and a d 1  ahares 

Taxation Pol lcy 

- t axa t ion  ?f compatln* Inrtrcmmta e ~ p a t t r e d  - tluti t lee t a x 4  eqtra11y w (  t h  nhcer I r t a t r r n r ~ t a  - ELlnlnation of tllelocerct lvea t o  market davelopmat - Uenmosnble c n r p ~ r a t l c w  taxea ( ( I I I ) ~  corporate taxaa 
l i m i t  dlvidc~cd dlntrfhutl Inn) - Megunta t a x a t l n ~  p o l l c l r s  tha t  I l a i t  double 
taxat ion for  d a h t f c  and l t ~ t m t a t l o n a l  invartorr  - t a x  inducemanta t o  s o  pulvlla tn of faa t  decreeace 
in poea lb i l l t  lea for  tax evnnlo~t - Enca~raaa  Inno-tam c a p l t a l  * a h  wltlc n l n h a l  
o r  t o t a l  e l imlna t lm of cnp l ta l  aa1rc11 tax 

P o l i t i c a l  Environment 

- P o l i t i c a l  a t a b i l i t y  with a g m e r a l  
underatanding of t h e  range o i  poarible 
government act ions and po l ic ies  - Lial ted p o r s i b i l i t i e s  of nat ional izat ion - Exiacmea of  a pr ivate  aector - Sense of confideoce about the future - Less than c a p l e t e  rel iance on central- 
ized planning aystem 

-.Minimal goverrnent involvaaaat i n  
non-essential industr ies  

Regulatory tnvirorment 

- Exchange operations aa a profi t raking 
buaineae - Exchange .elf r e ~ u l e t i o n  a s  major too l  - Ovaralght by government agency which 
a lao  actm aa a development i n s t i t u t i o n  - Sufficient  trained regulatory personnel - Effective hrokeragr a y r t a  r a w l a t i o n  - Effective dlacloeure mtandarda - Acceptabla accountln8 and auditing 
mtandarda - Re~ula tory  pd icLea  t h a t  a l l w  
eschar18e t o  operate f ree ly  

Ina t i tu t lnna l  Investor P o l i c ~  

- Crtldallne f o r  prudent investments by 
ina t  l t r t t ional  investors  - Dlveralfication - t l a i t d  mount. of "requiredn g w , e r n m t  
aecuriciea invemtmanta - Inclusion of equ i t i es  a s  a l l w s b l e  
8EBOta f o r  institutional investor8 - - Funded peneion fundt v i t h  a "falr" 
mount of freedom t o  invest i n  
cap i ta l  rocket aaaetr  

L q a l  Cmironmmt . 
- Favorable mvironrent m d  l e l a l  f r a a u a r k  

within which burheare r  and corporationr can 
operate - Private .nd public enterprises  considerad 
equal Under the lnr - Adequate capany law f o r  protection of r h a r t  
bolderr without rer iously affect ing 8 capanyre  
a b i l i t y  t o  finance operations. - Adequata aecuri t iea  legislation t o  protect 
minority ahareholdarm - Legal s y s t a  i n  6 i c h  dinputem are  rerolvcd 
within a short period of time - Legal myatem that  r e c o ~ n i z e s  r ight# of l i e n  
holders and prwides a b i l i t y  t o  perfect l i m a  i n  
case of legal  default 

Interest  Rata/l?schange Rate Policy 

- Beet i f  l e f t  open t o  market forcea - If  controlled, then i n t e r e s t  ra tes  equal on 
competing i n a t t u e n t a  of equal rink - Some f l e x i b i l i t y  In i n t a r e r t , r s t e s .  especial ly  
f o r  recur i t i e r  i n s t ~ e n t a  - Renronabla monetary exchange r a t e  pol icies  - Central bank involvement i n  open market 
operations of m a y  u r k e t  inatrunants t o  s a t  
hase r a t e  - A r r a l i a t l c  in te rea t  r a t e  environment f o r  ' 
bank depoaita and l o a m  a s  p r i u r y  a l t e rna t ive  

t o  capi tal  market inveatmenta 

l o r e i ~ n  Ifmeator l o l i q  

- Cncaura8a forei8n firms (who a re  i n  the d a e a t i c  
market) t o  l i r t  on the market - A l l w  l i s t i n g  of d a e m t l c  firms i n  other  markmtm 
(helpful t o  p r i c l n ~  structure and r a i a i n ~  fund.) - E n c w r a ~ a  f o r a i ~ n  inveatmenta through country funds 
and other maan# rr an a l te rna t ive  mource of funds 
for  eapnnle r  - Repatriation of psof i t s  must be allowed md doubla 
taxation e1:minated 

-' Allw forai ln  ownerrhip throunh investment i n  *! 
trnded secur i t i es  



The main conclusion which can be drawn from t h e  known data is t h a t  
t h e  available,  but as yet untapped, supply of cap i t a l  f o r  cap i t a l  market 
investments is more than adequate t o  meet imnediate and near-future 
demand. The supply of s e c u r i t i e s  can only expand a t  a measured pace and 
considering the exis t ing  base of c a p i t a l  market instruments, there appear 
t o  be more than enough funds within the  system t o  s a t i s f y  fu tu re  demand. 

Once again, t h e  challenge is to  c rea t e  the environment necessary t o  
s h i f t  t he  use of these funds away from short-term bank deposits  i n t o  more 
t r ad i t i ona l  long-term investment irrstrunents. The tax i s sue  is not a 
major constra int  f o r  pension fund investments because the Ministry of 
Finance has authorized a tax exemption f o r  i n t e r e s t  income earned from 
these funds' bond investments. It is unclear a t  this s tage  i f  this 
exemption a l s o  covers dividend income from share  holdings. As an e f f o r t  
t o  foster t h e  proper environment f o r  these funds, a s ign i f i can t  portion 
of the  technical  ass i s tance  t o  be provided i n  t h e  proposed project  must - - 
be dedicated t w a r d s  educating pension fund managers t o  s h i f t  their 
por t fo l ios  i n t o  long-term cap i t a l  market instruments. 

2.3 REGUATORY AN) TRADING PTJIROMENT 

I n  Indonesia a grea t  var ie ty  of regulations (often conf l ic t ing)  
a f f e c t  corporate investment a s  w e l l  a s  the  government's ro l e  i n  managing 
t h e  cap i t a l  market. I n  many respects,  t he  underdeveloped nature of the  
Imfonesian cap i t a l  market can be d i r e c t l y  l inked t o  ex is t ing  regulatory 
po l ic ies ,  government controls  and the l e g a l  system. Only  recent ly  has 
there  'been a concentrated e f f o r t  t o  reduce regulatory r e s t r i c t i o n s  on the 
c a p i t a l  market. 

Despite recent deregulation measures, the overa l l  envirorment is 
st i l l  overly burdened with a general philosophy of %evelopmnt through 
regulation." There is a basic bel ief  t h a t  the  government mrst be 
involved i f  development is to occur. This bel ief  is best derrwrstrated by 
the goverment 's propensity t o  c r ea t e  regulatory i n s t i t u t i o n s  before 
t he re  is a market t o  regulate.  In Indonesia, t h e  g o v e r m n t  has created 
a ' c a p i t a l  market agency a s  part o f  the btinisl'q of Finance which both 
regulates  and rranages the exchange operations. This agency, c a b h e d  
with the dominant posi+im uf Danafeksa, tias w e d   any to U - v e  thst 
the  cap i t a l  m k o t ;  sys- Is jlrst anow p v m t  pqza er6 *t 
"gging pubucR sI=?ting tmix e q d Q  .tD the go-. 

Wch is made of ttre fact that i n  mot highly developed f imn12~J - 
markets, there SZE exters ive securities Laws and regulatims. T h e e  is a 
general belief that  these laws have m y  helped to treat= a d  bevdol; 
these markets when in f a c t  the markets developed on their m n  witti  
regulat ions  and laws added l a t e r  to control  atxrses. Same f d  that to 
avoid the  prohlems which surfaced during the development of other 
markets, Indonesia mrst a t a h l i s h  s t rong r q u a t o r y  controls  a t  the 
inception. This tendency t o  r e ly  on regulat ion should be replaced w i t h  a 
philosophy of market development. 



The Indonesian regu la to ry  e n v i r o m n t  a f f e c t s  c a p i t a l  market 
development i n  two d i s t i n c t  ways: direct regu la t ions  administered 
through Bapepam and i n d i r e c t  r egu la t ions  which may be designed f o r  o t h e r  
i n s t i t u t i o n s  but a f f e c t  such r e l a t e d  a rees  a s  expansion l i c e n s e s ,  
i n t e r e s t  r a t e s  and taxes .  It i s  i n  this second a r e a  where most of t h e  
reform and deregula t ion  is needzd. 

The pr i sa ry  r e g u l s t c r y  sceccy f o r  t h e  Indonesisn c a p i t z l  r ~ r k e t  Is - Bapepam, a d i v i s i o n  of the E i n i s t r y  of Finance e s t a b l i s h e d  i n  1977. 
Eapepsn has been chargeb t c  ~ c t  ~s both the mark& regu la to r  a,% 
superv i so r ,  and a s  o p e r s t o r  of t!% s tock  exchance itself. I n  e f f e c t ,  i t  
is regu la t ing  i tself  ES wel l  a s  c o n t r o l l i n g  market developmnt throu$ 
i t s  l i s t i n g  and tracfn;  r e ~ ~ L ~ t i c r s .  

Cns of the pririzry i z ? e z i ~ m t s  t o  eas ing the regcla tory  envi rcr f ier~t  
appeais  t o  be bspepan's c r g & z i z s t i c ? s l  s t r u c t u r e  ano the c o n t f n c d  
~ r o p e r s i t y  cf i ts  s t ~ f f  t c  "evzLuate" dl z c t i o r s  X C  t o  p v i c ~  l k a r k ~ :  
protection.I1 The c u r r e n t  o r g c n i z i t i o n a l  s t r u c t u r e  of Bapeparri! 2s s h c m  
i n  F ~ E U ~ E  3, is ~ r i t i c ~ l  End i n h ~ Z  looking. The r & i n  e r i ~ h a s l s  q p z r s  
t o  be cn v i r ~ v t , s  t i ~ a t i m s ,  e v ~ l u ~ t l c n s ,  r e sea rch  ana ana lys i s  ." 

Bapeparnls cu r ren t  s t r u c t u r e  does not  proper ly  emphasize its r o l e  a s  
s t o c k  exchange opera to r  and the i n p l i e d  r o l e  t h a t ,  a s  riarket opera tor ,  i t  
skc12d  a l s o  provide a v a r i e t y  of s e r v i c e s  t o  exchange members and 
p c t e n t i a l  i n v e s t c r s .  One c f  the  major impediments t o  f u r t h e r  development 
cf s tock  exchange snd growth i n  secondary market t r ad ing  is t h e  a 

dr-= ,., , t o t a l  l a c k  of c u r r e n t  and useful  f i n a n c i a l  information and s t o c k  
r z rk~ t  performance data .  Lnalysis  of a c t u a l  co rpora te  performance f o r  
c m p ? , i e s  l i s t e d  on t h e  exchance is  p a r t i c u l a r l y  lacking.  Promotional 
sctivities, marksting of exchange products,  and t r a i n i n g  of  m a r k ~ t  
p a r t k i p a n t s  a l s o  must be enhanced. 

- 
! c ease  t h e  r egu la to ry  burdens a d  p lace  t h e  proper e q h a s i s  on En 

i n d q ~ n d e n t  s tock  exchange cpera t ion ,  i t  has been recommended t h a t  t h e  
r ~ l ~  f f Bapepam be s p l i t .  It would appear t h a t  the regula tory  funct ion  
could Osst be served i f  i t  were i n t e g r a t e d  wi th in  the appropr ia te  
d i v i s i o n  of t h e  Ministry of Finance. This should provide b e t t e r  
coordinat ion  and implementation of c a p i t a l  trarKet pol icy  and regu la t ion .  
The opera t ions  a rea  of Bapepam would become a s e p s r a t e  company 
respons ib le  f o r  managing t h e  exchange. I n i t i a l l y ,  t h i s  corpany would 



FIGURE 3: BAPEPAM (CA' 
EXECUTIVE AGMCY) ORGAN The Indonesian regulatory I 

development i n  two d i s t i n c t  way: 
through Bapepam and ind i r ec t  re! 
i n s t i t u t i o n s  but a f f ec t  such re: 
i n t e r e s t  r a t e s  and taxes. 1'; if 
reform and deregulation is need! 

The primary regulatory age. . . 

Bapepam, a divis ion of the Mini: 
Bapepam has been charged t o  a c t  .! 
supervisor,  and a s  operator of . 
is regulating i tself as  w e l l  a s  
its l i s t i n g  and trading regulat: 

One of the primary impedimi 
appears t o  be Bapepam's organizi 
propensity of its s t a f f  t o  "evd 
protection.  " The current  organ: 
i n  Figure 3, is ve r t i ca l  and in \  
t o  be on "investigations,  evalu: 

Bapepam is organized i n  suc 
invest igat ion,  evaluation and aF 
exchange. I f  f o r  no other  reasc 
such a goverment agency, these 
prospective i s suers  and undemrf 
wcos tN of r a i s ing  equity capita: 
o f ten  required t o  obtain addi t ic  
g o v e r m n t  agencies such a s  BKPI 
should be revised s o  t h a t  listir 
process. 

Bapepam 's current  s t ruc tur t  
s tock exchange operator and the 
should a l so  provide a var ie ty  of 
po ten t i a l  investors. Cne of tk 
of t h e  s tock e x c t a ~ e  and powti 
dmost t o t a l  lack cf -rent an: 
rrcrket perforname =EX. Araly: 
r-nh list= ,-r scc!!ng: 
K I v ~ ,  rcrkIr'L. Gf e%Ct;zr7, 
p-",lc$ants a l so  wt 2s eWm- 

To w e  #e r t q  buz 
infiependent stock ex&mGc oper 
role of &pepam be split. It k 
could best  be served i f  it were 
d iv is ion  of the h in i s t i y  of Ff n 
coorciina t i on  and implmenta tiofi 
The operations area of Bapepam 
responsible fo r  managing the  ex. 



still be state-owned but operate as an independent corporation. Over 
time, the actual operation of the securi t ies exchange could be transfered 
t o  the private sector. Such a structure would i n s t i l l  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 i n  many ways directly affect  capital 
market development. The main areas of concern are:T. 

+ Investment and licencing regulations, 
+ Corporate legal system, 
+ Corporate expansion regulations, 
+ Legal system for perfecting l iens  on corporate assets,  
+ Bank Indonesia regulations concerning bank reserve requirements and 

investment practices , 
+ Tax structure on financial and capital market instruments, and 
+ SLandardized 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 securi t ies professionals, and protection of 
investors. Standards of fairness and honesty must be established t o  
assure that a rarket can exis t  as a place where willing buyers and 
willing se l l e r s  w i t h  equal access to  relevant information meet. 

The actual mechanism for trading capital market instruments, or the 
structure of the marketplace i t s e l f ,  also affect  the ab i l i ty  of the 
=ket t o  operate, The trading mechanism of the capital market is 
largely influenced by the various financial intermediaries, including 
investment and merchant banks, underwriters, securi t ies brokers and 
dealers, and market makers. The main problem that  need to  be addressed 
can be summarized as follows: 

+ b c k  of market experience by brokers and dealers. These companies 
tend t o  be grossly undercapitalized, lack financial analysis 
-ab i l i ty  and do not actively market thei r  services; 

-F - k = = ~ ,  d e l e =  and underwriters rarely deal for thei r  own acccunt 
ze d y  tzke z p s s f v e  role  u fac i l i t a to r  i n  any sexritiss 
=efLm; 

+ h o = w r i t e r s  lack experienced professionals capable of structuring a 
s h z e  or bond offering fc r  a potential issuer and prqxrin~ 2 p x p r  
p s p c t l s  w i t h  f u l l  d s c l a u r e  of relevant financizl data; 

+ The concqt  of market riker is not well understood. Undezwriters 
md brokers are ayerse to  tsking r i s k  and desire cmrr;ission incore 
without responsibility; 



+ There is no a c t i v e  marketing e f f o r t  towards prospective i n v e s t o r s  by 
these f i n a n c i a l  in termediar ies .  Inves to r s  r e p o r t  that they a r e  only  
contacted a t  t h e  time of a new issue .  No ongoing market informat ion  
o r  performance a n a l y s i s  is provided by the  market brokers and 
dea le r s .  

As these companies a r e  an important and i n t e g r a l  p a r t  of any c a p i t a l  
m r k e t  development program, a major t r a i n i n g  and education e f f o r t  must be 
undertaken t o  s t r eng then  their a b i l i t y  and performance. An a d d i t i o n a l  
f a c t o r  i n  the t r a d i n g  system is Danareksa, the  stale-owned mutual fund. 
Danareksa opera t ions  a r e  covered i n  Sec t ion  5 of th is  Annex. 

The case  presented i n  t h i s  s e c t i o n  c l e a r l y  i n d i c a t e s  t h a t  t h e r e  i s  
both a s t r o n g  demand f o r  investment c a p i t a l  and an adequate supply of 
i n v e s t a b l e  funds i n  Indonesia. The main problem is the  cu r ren t  
s t r u c t u r a l  and regu la to ry  env i  ronnent which a c t s  t o  prevent t h e s e  two 
market fo rces  from meeting. The demand f o r  c a p i t a l  and the supply of 
c a p i t a l  both s u f f e r  from s i m i l a r  c o n s t r a i n t s .  This has caused t h e  market 
i tself t o  evolve i n t o  a v ic ious  circle i n  which t h e  supply of  funds has 
been forced i n t o  short-term bank d e p a s i t s  due t o  a l a c k  of investment 
a l t e r n a t i v e s  while t h e  d e ~ a n d  f o r  funas is requ i red  t o  seek bank 
f inanc ing  due t o  a l a c k  of a l t e r n a t i v e  sources.  The obvious key t o  break 
t h i s  cycle  is t o  expand the c a p i t a l  market wi th  an increased supply of 
s e c u r i t i e s .  Th is  can only be accomplished though extens ive  reforms 
wl th in  t h e  system i t s e l f .  

The r e f o r m  necessary t o  f u r t h e r  promote t h e  development of  t he  
Indonesian f i n a n c i a l  s e c t o r ,  and i n  p a r t i c u l a r  the c a p i t a l  market, 
i nc lude  : 

+ Fur the r  de regu la t ion  of the investment c r i t e r i a  f o r  both fo re ign  
investment and corpora te  expans ion. 

+ Fur the r  r e f o r m  w i t h i n  t h e  banking s e c t o r  t o  expand its invalvevent  
i n  c a p i t a l  market development, inc lud ing  bnks i nves t ing  i n  
10%-term instruments f o r  their w n  account. 

+ A r a t i o n a l i z a t i o n  of the tsx laws as reg== treskimt f= =': 
f i n a n c i a l  instruments.  

+ Education and t r a i n i n g  procrams f a r  profess icc t ' s  involvod i n  t% 
c a p i t a l  market, i n c l u d l x  pfrsim fund am i r s m n c e  cmpzny 
manzgers, brokers and cedoas, and u n a e ~ r i t ~ .  

+ Fur ther  reform wi th in  t h e  c e n t r a l  bank in t h e  Ereas of money rrsrkc: 
p o l i c i e s ,  t r easury  b i l l s ,  notes and bonds, anc tank  reserve 
requirements. 

+ Upgrading of p ro fess iona l  skills which i n c r e a s e s  the confidence i n  
f i n a n c i a l  a u d i t i n g ,  accounting and l e g a l  systerrs. 



+ Reorganization and fur ther  deregulation of the government agencies 
d i rec t ly  involved i n  exchange operations and pol icies ,  Supervisory 
respons ib i l i t ies  should be separated from actual  market management 
functions. 

Table 13 provides a m r e  detai led l i s t  of the requirements for  a 
successful capi tal  mrket .  



3 BAN( I N D O N E S I A  AND MONEY MARKET OPERATIONS 

Bank Indonesia's l e g a l  e n t i t y  is based on t h e  Central Bank Act of 
1968. While functioning a s  the  country's cen t r a l  bank, Bank Indonesia 
a l s o  extends c red i t s  t o  the  economy (namely t o  banks) which a r e  known a s  
l i q u i d i t y  c red i t s ,  and direct investment c r ed i t s  t o  s t a t e  enterpr ises .  
Bank Indonesia a l so  supervises and controls  the banking sys tern through 
its foreign exchange and loan discount windows a s  w ' e l l  t he  l i qu id i ty  of 
t h e  banks themselves through s ta tu tory  reserve requirements. 

Bank Indonesia dominates the  e n t i r e  f inanc ia l  sys  tem, not only 
through its regulatory controls  but a l s o  through its d i r e c t  management of 
monetary policy and funding of various c r ed i t  programs. Its to t21  a s se t s  
amounted t o  a l w t  40% of the  f inanc ia l  s ec to r ' s  t o t a l  assets  as  of y e a  
end 1987. This  unique combination of cen t ra l  bank and development bank 
func t iom places Bank Indonesia i n  a dominant r o l e  fo r  the future  
development of the Indonesian f inancial  sec tor .  

The ro l e  of Bank Indonesia is best  measured from the period 
beginning i n  June 1983 when a s e r i e s  of banking reforms were introduced. 
These reforms marked a s ign i f i can t  departure from the previous policy 
under which the banking sec to r  was required t o  follow s t r i c t  guidelines. 
F i r s t ,  Bank Indonesia l i be ra t ed  t h e  i n t e r e s t  r a t e s  on deposits col lected 
and loans extended by the s t a t e  commercial banks. Both the s t a t e  and 
pr iva te  banks a r e  now allawed t o  determine i n t e r e s t  r a t e s  themselves. 
Second, it removed the  c e i l i n g  on s t a t e  bank cred i t s .  This ce i l i ng  had 
been placed annually on the  allowable c r e d i t  expansion during a year and 
had been t h e  major policy too l  f o r  the cen t ra l  bank t o  control  monetary 
growth. Third,  Bank Indonesia announced its in ten t ion  t o  withdraw the  
l i q u i d i t y  c red i t  facFl i ty .  The f a c i l i t y  had been made avai lable  t o  banks 
a t  subsidized i n t e r e s t  r a t e s  as  low as 3% per year. Since then, the  
refinancing f a c i l i t i e s  have been cur ta i led ,  although they still  
cons t i t u t e  a s ign i f i can t  portion of the  s t a t e  banks' funding base. 

In  January 1984, Bank Indonesia announced addi t ional  measures as a 
seaue l  t o  the June 1, 1963 decisions. It introduced a short-term nctc 
c a i l e d  a S e r t i f i k a t  Bank Indonesia (Sf), wPich i t  uses t o  conti t l  t% 
mmey supply. It a l s o  i n s t i t u t e d  a discomt w W  f o r  -a knks 
a s  a m e t o r y  control  tool.  ihrouah these fa::' it4-= , LUlE 12%- * K  

functions as-a  lender o f  lsst re&% i n  the f a - - s y s t e r c .  
Addltiondlly, s ince  foreign exchanqe t ransac t iors  a= t p d y  
Indonesia, k n k  Indonesia-es tahlished a foreign e x = ! ! =  swa$ 
which is avai lable  t o  the c m r c i C  banks ( w i t h  a fszrip e i t t i a n ~ ~  

- 

l i cence)  and the non-bank fir ,ancial  instltuti ors (MIS ) . 
In response t o  the  banking r e f o m  of June 19E3, the  st& 

commercial banks subs tan t ia l ly  increased the i n t e r e s t  r a t e s  paia on their 
time deposits ,  which has hsd a tremendous impact on the mobilization of 
s a v i n g .  The l e v e l  of time depcsits  a t  the s t a t e  c c m c r c i ~  banks more 
than doubled over the  six-month period following Jum 1, 1963. However, 
these banks did not respond t o  the  removal of t h e  c r e d i t  cei l ings  as 



s ign i f i can t ly  a s  they did t o  t h e  i n t e r e s t  r a t e  deregulation. The reason 
for  t h i s  may primarily l i e  i n  the  slow growth of l i q u i d i t y  c r ed i t s  made 
ava i lab le  t o  the banks and t h e i r  unresponsive in t e rna l  c r e d i t  approval 
pol ic ies .  

As Table 1 4  i l l u s t r a t e s ,  time deposits within the  s t a t e  banking 
system grew rapidly a f t e r  t h e  i n i t i a l  increase i n  i n t e r e s t  r a t e s  but have - 
s ince  leveled off. The c r ed i t s  extended by the  s t a t e  banks d i d  not 
expand a s  rapidly and only showed an increase corresponding t o  increases 
i n  l i q u i d i t y  c r ed i t s  from Bank Indonesia. The l i q u i d i t y  r a t i o s  of these . 
i n s t i t u t i o n s  increased a s  well and only showed a s ign i f i can t  decrease i n  
1987 a s  loan a s se t s  increased 24% t o  Rp. 18,902 b i l l ion .  This increase 
i n  loan a s se t s  i s  the highest  s ince  the June 1983 reforms. 

TABLE 14: B W  INDONESIA UQUXDITY CREDITS AND TIE 
STATE BAM CREDITS 

(Rp. b i l l i on ,  a t  year-end) 

6ank Indonesia Time Geposits Creoits by Liquioity (1) 
Liquidity Credit a t  S t a t e  Banks* S t a t e  Banks Ratio (%) 

Amount Outs tanding 

Growth Rates (%) 

* Inclu&s rufiiah depcs i ts  i n  b p i n d o  and EX. 
(1) The n t P o  of l i q u i d  a s se t s  t o  current l i a b i l i t i e s .  

Source: 6ank Indonesia F i n a n c i d  S t a t i s t i c s .  



Although the 1983 r e f o m s  acce le ra ted  the growth of depos i t s  i n t o  
t h e  banking system, t h e r e  a r e  still s e v e r a l  a r e a s  o f  concern. The 
d e s i r e d  l e v e l  o f  increased competition among the  various types of  
f i n a n c i a l  i n s t i t u t i o n s  has not been achieved, f o r  example, a s  t h e  s t a t e  
banks continue t o  account f o r  a d i s p r o p o r t i n a t e  s h a r e  of t h e  market 
Table 15 schedules t h e  market percentage s h a r e  f o r  each type of bank. 

TABLE 15: THE Y(ARE OF GROW BAN(S 
I N  TOTAL ASSETS, FINDS, AND OUTSTANDING LOANS 

% of Assets % of Loans % of k u m s  
Group of Banks 

S t a t e  banks 73 72 72 74 72 72 67 65 6 6 
P r i v a t e  n a t i o n 2  banks 15 18 20 18 21 21 1 9  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 

Fur ther ,  Bank Indonesia p o l i c i e s  cont inue  t o  favor  the state-owned 
banks through t h e i r  d i r e c t  l i q u i d i t y  credits and concurrence i n  t h e  
e s t ~ b l i s h e d  p r e f e r e n t i a l  access t o  ("captivew) d e p a s i t s  from state-owned 
e n t e r p r i s e s .  Despite t h e  announced pol icy  to  decrease  t h e  s t a t e  banks' 
access  to then,  l i q u i d i t y  credits have inc reased  a t  an average annual 
r a t e  of 15.7% s i n c e  1983. Bank Indonesia 's  c la im on t h e  a l l -depos i t  
money banks was Rp. 8,969 b i l l i o n  a s  of  3/31/87. The s t a t e  commercial 
banks owed Bank Indonesia Rp. 6,576 b i l l i o n ,  o r  73% of t h i s  t o t a l .  

L iqu id i ty  credits a r e  i n  f a c t  a r e f inanc ing  of  t h e  banksf loans  t o  
borrowers, when t h e  loans  meet t h e  requirements o f  o f f i c i a l  development 
ob jec t ives .  These inc lude  government sponsored programs, such a s  sugar  
production and d i s t r i b u t i o n ,  a g r i c u l t u r a l  production,  expor ts ,  
manufacturing a c t i v i t i e s ,  etc. Liquidi ty  credits a r e  a l s o  rdde a v z 2 z S e  
f o r  investment purpcses (nediu* and long-term Icars). Direct c , -e~zs  
a r e  extended only t o  o f f i c i i l  e n t i t i e s  and pub l i c  e n t e r p r i s e s  t o  fi.-s:ro 
the inplementat ion of  goverment  program. hi: of ize &zt -LC 
k v ~  been extended t o  f inance  food supply and ?e?Lzi.ists (t,k stzte . .  - 
ewned o i l  c q n y )  f o r e i g  l i a b i l i t i e s .  The gove-mne+C h i  reducec: tzc 
nunber of  programs e l i g i h l e  f o r  these subs id ized  crer'z; nevertheless, 
tctsl l i q u i d i t y  credits accounted fo r  nearly 3D% of dl l ~ t i i 5  extendet  z): 
the state banks a s  of 3/3l/67. There is a l s o  concern a b u t  ttle a e c f t  
review and l end ing  p r a c t i c e s  which have envolved wil'udn these b n k s  as 
they have depenoed on these  pass-through credits am t a e  no t  aevelopee 
t he  &sic banking skills t o  compete properly.  This 3 reflected i n  the 
high level of l o a n  t r r e a r s  ( inc luding Bank Inbones is  l i q u i d i t y  c r e ~ i t s )  
i n  the  s t a t e  bank p o r t f o l i o s .  



A bas ic  irrpact of Bank Indonesia's continued policy favoring 
state-owned ba*s is the  pressure placed on the other  f i nanc ia l  
i n s t i t u t i ons ,  pa r t i cu l a r ly  i n  the area of funding. Pr iva te  nat ional  
barks, foreign barks a d  the NBFIs must r e l y  on deposit  gathering o r  the  
s a l e  of short-term promissory notes f o r  t he  majority of their funds. 
These ba&s pa r t i c ipa t e  t o  a small  degree i n  o f f i c i a l  c r e d i t s  e l i g i b l e  
f o r  Bank Indonesia l i q u i d i t y  c r e d i t s  but these loans have never exceeded 
798% of t o t a l  funding sources (less than Rp. 723 b i l l i o n  a s  of 3/31/87). 
I n  t he  case of NBFIs, the  lack of ready access t b  a long-term source of 
funding has carpromised their ro l e  a s  investment ard merchant barks. The 
par t ic ipa t ion  of the  NBFIs i n  the  development of tne c a p i t a l  market has 
been very weak ard generally l imited t o  an occasional bond underwriting. 
A s  of 3/31/87, these i n s t i t u t i o n s  held l e s s  than 3.5% of t h e i r  a s s e t s  i n  
s e c u r i t i e s  traded through the  stock exchange, 

Additional reform w i l l  be necessary i f  the  basic  s t r m t u r a l  problczs 
i n  the  f i nanc ia l  system are  t o  be resolved. The following list out l ines  
sane of the areas  which s h w l d  be addressed: 

Reviewing lending pol ic ies  t o  the  various economic sectors ,  an3 
t ightening subsidized c r e d i t s  combined with an equal izat ion of 
access t o  those funding sources by a l l  barks. 

Reviewing d i r e c t  l e d i n g  t o  s t a t e  en te rpr i ses  through the  
state-owned barks f o r  both appropriateness ard i n t e r e s t  ra tes .  

Condat ing a corp le te  aud i t  of state-owned commercial banks with 
the purpose of ident i fying poor c r ed i t s ,  taking appropriate 
measures t o  r e s t r ~ t u r e  o r  write-off non-pe r fon iq  loans. 

Undertaking measures t o  encourage a general  decline i n  bank 
i n t e r e s t  r a t e s  (both deposi t  and lending) t o  bring them more i n  
l i m  wi th  world market ra tes .  

 ekew win^ bank reserve requirements with the purpose of 
ex?arCing e l i g i b l e  ins t runents  such a s  S3Is ard traded stocks 
and bonds. This measure would a l so  encourags the dcvelcpmnt of 
the c a p i t a l  market. 

9 e  1rla;clesia a l s a  controls  the  f h n c i s l  system t 'L-oqh Lit m y  
m3et pol i t i e s .  These po l i c i e s  i nc l lde  es tab l i sh ing  Umits on t3c 
irrterSark c z 2  money market, s t ab i l i z ing  interest r a t e s  i n  the maney 
mzr4e t ,  and i t f h n c i ~  transast ions  ard e s c o u n t  r e a s  fa: - monetsry instiunents such as SBI, SWU an3 foreign exchangs swa.?s. ~ o e  
W C i f i k a t  Eank Indonesia (%I) is the only market ins t rvnent  o r  tx85~'zy 
debt  issued by Bark Irdonesia.  This instrunent  i s  i s s u d  lz-gely t o  
control  the amount of rupiah i n  c i rculat ion.  The s a l e  of 531s (purmaseci 
by batks) draws r l p i a h  out of c i r cu l a t ion  ald  their re-purchase ( d e  by 
banks) has the opposite e f fec t .  Bank Indonesia t h e z f o r s  d i r ec t ly  



influences t h e  money supply by es tabl ishing the i n t e r e s t  and discount 
r a t e s  f o r  these instruments. This is done by s e t t i n g  a minimum or  
cut-off r a t e  a t  the  da i ly  auction. As of  3/31/87, outstanding SBIs 
t o t a l l e d  Rp. 161 b i l l i on ,  of which the banking system he ld  Rp. 117 
bi l l ion .  The s t a t e  banks and Bapindo were by f a r  the major buyers i n  
t h i s  market, holding Rp. 117 b i l l i o n  o r  93.3% of t h e  t o t a l .  The i n t e r e s t  
r a t e s  f o r  these instruments has remained f l a t  a t  14% and 15% f o r  30 day 
and 90 day maturit ies,  respectively,  since August 1985. 

The second instrument ava i lab le  i n  the money market has been the  
Surat Berharga Pasar or SEW, This instrument is e f f ec t ive ly  corrmercial 
paper. T h i s  paper can be issued d i r e c t l y  by banks against  t h e i r  awn 
c r e d i t  ( f i r s t  name paper) o r  can be a s a l e  of paper backed by a loan 
a s s e t  held by the bank (two name o r  t h i r d  party paper). I n  order t o  be 
marketable, these instruments must be drawn according t o  specif ied 
regulations and be endorsed by the s e l l i n g  bank o r  NBFI. Currently t h e  
maximum maturity for  an SBPU is six months and the minimum denominstion 
was recent ly  lowered t o  Rp. 25 rrLllion. It should be noted t h a t  banks 
would tend t o  s e l l  W U  paper when they require  l i q u i d i t y  or must meet 
reserve requirements. k i l l u s t r a t e d  below, these instruments have the 
opposite e f f e c t  on the rupiah money supply (cash i n  c i rcu la t ion)  from the 
point of view of Bank Inaonesia. 

Issuer - 
Ins trunen t Se l l  e r  Purchaser 

SBI Bank Indonesia Banks Cecreases 
S P U  Bonks BI/Ficorinves t Increases 
SBI Banks (Resell ) Bank Indonesia Increases 
SBPU BUFicorinves t Banks (repurchase) Decreases 

Ficorinvest ,  a wholly-owned subsidiary of Bank Indonesia, is the 
wlLy authcrized rrarket maker 
rr=ket f o r  the repurchase of 
3/31/€7 Ffccrinvst held Fip, 

f o r  SBPb. 1t acts as t h e  ict?cvenor in the 
SBIs z t  a discount before rs "3~5ty .  As c f  
566 W i o n  i n  Wls, which r=rstrdtes 

a c i n g  bv CS spzizte k t u a l  tr.w val& (tab& L y L i  snc 
sel l ing) bcre2sed by more than four times over t h e  p r e v i o s  ye=. 
Ficorinves t has held t h e  spread between buying and sellinQ of s t 5  
within a ranse of 25 t o  50 basis  polnts f o r  rrstuities. 

The s k r p  incsease i n  banks SaI hdlr l inp s ince  14E5 reflects i n  
p a r t  poiicies t o  enhance t h e  l i q u i d i t y  of the Sf. Qn August 1, U&5, 
banks and WIs were allowed t o  s e l l  t h e i r  =Is before rraturity t o  
Ficarinvest .  Ficorinvest stood ready t o  discount %is, a t  the  i n t ~ r e s t  
rate o f  t h e  or ig ina l  S B I  i s sue  without r e ~ a r d  t o  i ts remining  maturity, 
and could au tora t ica l ly  rediscount them with Bank Inoonesia, also st the  



o r i g i n a l  i s s u e  r a t e .  Under these p o l i c i e s  t h e r e  was v i r t u a l l y  no r i s k  of  
c a p i t a l  l o s s  on SBIs, i n  effect making them as l i q u i d  a s  excess 
reserves .  Th i s  new f e a t u r e  of r e d i s c o u n t a b i l i t y  was introduced by Bank 
Indonesia t o  l e s s e n  t h e  r e luc tance  of banks t o  purchase SBIs i n  the 
absence of a n  organized secondary market f o r  these instruments,  and. t o  
s t r e n g t h e n  t h e  c e n t r a l  bank's a b i l i t y  t o  inject l i q u i d i t y  i n t o  t h e  
banking system. However, s i n c e  August 6, 1986, F icor inves t  began quoting 
secondary market d iscount  r a t e s  f o r  SBIs based on the remaining matur i ty ,  
and Bank Indonesia has l imited its rediscount ing  t o  SBIs with a remaining 
matur i ty  of 21 days o r  less. No o t h e r  secondary market e x i t s  f o r  t h i s  
ins t rument  due t o  the v i r t u a l  monopoly edoyed by Ficor inves t .  

The holdings of  F icor inves t  o f  t h e  SWUs f o r  which a p a r t i c u l a r  bank 
a c t s  a s  t h e  f i r s t  endcrser  a r e  l i m i t e d  t o  15% of the third-party 
l i a b i l i t i e s  of t h a t  bank. However, a bank which has a l ready reached i ts  
SBPU l i m i t  w i t h  F icor inves t  can o b t a i n  a d d i t i o n a l  funds from another  bank 
(or  WFI)  which is below its SBPU c e i l i n g  by i s s u i n g  a prcrnissory note  
which can be endorsed by t h e  l end ing  bank and sold t o  Ficor inves t .  Thus 
banks and MFIs  can u t i l i z e  each o the r ' s  limit, and t h e  sum of the 

I s p e c i f i e d  limits applying t o  holdings of each bank's SBPUs a t  F icor inves t  
becoms,  i n  e f f e c t ,  t h e  g loba l  limit on the  total volume of SBPUs t h a t  
can be c r e a t e d  i n  *:he system, equivalent  t o  15% of the l i a b i l i t i e s  o f  
e l i g i b l e  banks and E F I s .  This has encouraged in terbank t r ad ing ,  and 
thereby t h e  development of t h e  SBPU market. 

F icor inves t ,  which is still t h e  only marketmaker i n  SBPUs, is f r e e  
t o  set  its buying and s e l l i n g  r a t e s  wi th in  t h e  l i m i t s  e s t a b l i s h e d  by t h e  
c e n t r a l  bank. As of year  end 1986, the maximum allowable r a t e ,  which i s  
a l s o  the a t  which Bank Indonesia buys S 8 P k  d i r e c t l y  from banks and 
&-Is, was 17%. Ficor inves t  may set r a t e s  t h a t  a r e  lower than B m k  
Indonesia 's  r a t e  by up t o  f o u r  percentage po in t s  f o r  a l l  m a t u r i t i e s ,  ana 
by up t o  t~h ree  percentage po in t s  f o r  m a t u r i t i e s  of  more than one month. 
The r a t e s  a t  which F icor inves t  can rediscount  SBPLk a t  the c e n t r a l  bank 
were o r i g i n i d l y  s e t  a t  one ha l f  of a percentage po in t  and one percentage 
p o i n t  above t h e i r  buying r a t e  f o r  m a t u r i t i e s  of up t o  one month and more 
than one mth ,  r e spec t ive ly ;  these in te rmedia t ion  margins, huwever, have 
e f f e c t i v e l y  b e n  reduced t o  25 t o  50 b a s i s  po in t s  f o r  a l l  r a t u r i t i e s  
5L'lt~ PzZ-z!? 6 ,  ,1SS€. 

. - SL7z --:; i n t r ~ c u c t h n  uf new mney  market instnments, the 
zcle c f  %= kFls 51 tfie money m-ket has grown, a srall rerk~t f o r  
a c ~ ~ z , z s s  f;zs s q c c ; ,  and the s i g n i f i c a n c e  o f  the unseclsed i n t c r b n k  
triirktt t i  3 e -  :educed. hievertheless, the money market is stFU i n  i t s  
er= ly  zizss c f  e v C c p m n t  wi th  interest r a t e s  e f f e c t i v e l y  set by 5 ~ n k  
m-2. 

The i c t=o=~c t ion  o f  SiiPUs i n  e a r l y  1985 s i g n i f i c e n t l y  a l t e r e d  t h e  
s t r u c t u r e  c f  t3e in terbank mrket. Ref lec t ing  t h e i r  exce l l en t  l i q u i d i t y  
and e x m p t i m  from rese rve  requirements, SBPUs have become t h e  p r i n c i p l  
v e h i c l e  f c r  b t e r b a n k  loans  with fizturit1e-s o f  one week o r  longer .  



P a r t l y  a s  a result, t h e  importance of t h e  rupiah  in terbank market 
has diminished s i g n i f i c a n t l y .  The weekly average volume of rupiah 
in te rbank  t r ansac t ions  had r i s e n  s t e a d i l y  i n  1983/84, peaking i n  the 
third quar te r  of 1984 a t  t h e  equivalent  of more than  25% of c o m r c i a l  
banks1 requ i red  reserves .  I n  the  l a s t  q u a r t e r  of 1984, the volume of 
in terbank t r ansac t ions  f e l l  s h a r p l y  -- t o  the equ iva len t  of about 8% of 
c o m e r c i a l  banks1 rewired reserves .  S ince  1985 the weekly average 
v d u m  of rupiah in terbank t r ansac t ions  has f a i l e d  t o  rec&er, remaining 
a t  the equivalent  of  less than 10% of r equ i red  rese rves  throughout 1987, - 
w e l l  bel& 1483 l e v e l s .  

The decreased u t i l i z a t i o n  of t h e  in terbank market is due l a r g e l y  t o  
t h e  s t r u c t u r e  of t h e  SBPU rates quoted by Ficor inves t .  The posted margin 
between buying and s e l l i n g  r a t e s  f o r  SBPUs -- which has ranged between 25 
and 50 b a s i s  po in t s  -- has been lower than t h e  margin t h a t  would be 
needed t o  o f f s e t  the cost of r e se rve  requirements on in terbank borrowing, 
t h u s  rxk ing  borrowing through SWUs more economical. Also, t h e  rroney 
market i n t e r e s t  r a t e s  increased from 10.53% t o  over  15% dur in  the  p a s t  
year .  As a r e s u l t ,  non-SBPU in terbank t r a n s a c t i o n s  have rema ! ned 
concentrated i n  t h e  s h o r t e r  m a t u r i t i e s  -- one t o  s i x  days -- f o r  which 
t h e r e  is no obvious s u b s t i t u t e ,  wh i l e  SBPU t r a n s a c t i o n s  dominate i n  the 
longer  ma tu r i t i e s .  This segmentation of  t h e  market by matur i ty  p a r t l y  
exp la ins  t h e  observed wide d i f f e r e n t i a l s  between in terbank r a t e s  on the 
one hand, and SBI and SBPU r a t e s  on t h e  o ther .  

Under cu r ren t  procedures, market f o r c e s  seem t o  p lay  a minor r o l e  i n  
the determination of  SBI and SBPU r a t e s .  Although SBI r a t e s  a r e  
t e c h n i c a l l y  determined by t h e  rrarket i n  t h e  weekly SBI auct ions ,  in 
p r a c t i c e  6ank Indonesia k s  pegged t h e  cu to f f  r a t e  a t  14% throughout 
1986, l eav ing  the quan t i ty  of SBI sales t o  be demand determined. SBPU 
r a t e s  l ikewise  have moved very l i t t l e  during the l a s t  year ,  w i t h  
F icor inves t  a d j  w t i n g  its buying r a t e s  by more 25 b a s i s  po in t s  i n  
mid4986 and l eav ing  them unchanged t h e r e a f t e r .  This occurred d e s p i t e  
t h e  l a r g e  movements i n  the f o r e i g n  exchange r a t e .  Thus, Bank Indonesia 
has continuously a s s e r t e d  its own view of money market r a t e s ,  poss ib ly  
discouraging the development of t r ad ing  skills among mrket 
p a r t i c i p a n t s .  I n  t h i s  regard ,  the continuous pos t ing  of a r e l a t i v e l y  
i n f l e x i b l e  tm s t r u c t u r e  of i n t e r e s t  r a t e s  by F icor inves t  has cf t t : :  
g v z n  r ise  t o  urwarranted a r b i t r a g e  oppor tun i t i e s  and has even 
c % a ~ ~ ~ ~ p d  rrmey r m k e t  t r a d i n g  a l toge the r .  

To r a t i o r u e  the s t r u c t u r e  of money market r a t e s ,  It is necsrzy  
t o  i n c r e a s e  the role of market forces  in t h e  determinat ion  of i n t e z s s t  

s o  t h a t  the L i q u i d i t y  of money m r k e t  irstrments is p ~ v f  z ~ , r  
pr-ily by t,k rriiket r a t h e r  than by Bank b3mesia1s rl'ccwnt wlnm. 
k n k  Indonesia should l i m i t  its i n t e r v e n t i o n  t o  t h e  s h o r t e s t  rrzturi ' t is  
and &low t h e  rrzrket t o  determine t h e  y i e l d  curve. More money rzrk~t 
i r s t r m e n t s  wi th  a v a r i e t y  of  m a t u r i t i e s  should be in t rooucea  and s e a t e r  
f l e x i b i l i t y  i n  how banks can t r e a t  instruments must be grantes.  Such a n  
expanded sys  ten would allow t h e  a u t h o r i t i e s  t h e  d i s c r e t i o n  t o  in te rvene  
a s  necessary i n  order  t o  reduce i n t e r e s t  r a t e  v o l a t i l i t y ,  whi le  a l s o  



forging c lose r  l inkages between money market r a t e s ,  deposi t  ra tes ,  and 
loan ra tes .  I n  par t icu la r ,  t o  the  extent t h a t  SEPUs a re  viewed a s  a 
deposi t  subs t i tu te ,  their y i e ld s  should be i n  l i n e  with those on deposi ts  
of l i k e  matur i t ies ,  adjusted f o r  the  cost of reserve requirements. I n  
t h e  longer run, i f  par t ic ipa t ion  i n  t h e  S f f U  market were t o  widen t o  
include non-bank an3 corporate i n s t i t u t i o n a l  investors ,  prime borrowers 
could sell their  own promissory notes t o  investors e i t h e r  d i r e c t l y  o r  
through NWIs, thus  s t imulat ing the devellvment of a commercial paper 
market. Coripetition from t h i s  market could then be expected t o  keep SB?U 
r a t e s  a t  l e v e l s  c lose  t o ,  a d  possibly s l i g h t l y  below, t he  prime and 
canmercial paper ra tes .  

Bark Indonesia, i n  i ts continuing e f f o r t s  t o  improve ard s t a b i l i z e  
t he  f i r s n c i a l  enviroment ,  has urdertaken cunsiderable i n t e rna l  s teps  and 
long- raqe  planning. P l m s  an3 act ions  have involved m n e t  ary 
operations,  i n t e r e s t  r a t e  po l ic ies ,  reserve management, and technical  
operations,  such a s  bank c lear ings  ard automated check settlement 
systems. While many of these .policy agen3a ftems have been implemented, 
there  are  s t i l l  a number of s t eps  which should be taken t o  develcp the 
Bank's r o l e  i n  the  f i nanc ia l  markets. 

Among the most irrportant commitments made a re  those which a f f ec t  
banking service t o  the  public. Since April  1986 banks have been allowed 
t o  accept a wider var ie ty  of accounts, including jo in t  checking a d  
savings accounts f run individuals  and i n s t i t u t i ons .  Work is a l s o  being 
done t o  erhance the c lear ing a c t i v i t i e s  f o r  bark instruments, both i n  
Jakar ta  and i n  the r u r a l  a reas  through branches of Bank Indonesia. 
Hcwever, I 3 2  clear ing an3 sett lement mechanisms are not automated, which 
c a s e s  urdue delays and an i n a b i l i t y  t o  adjust  t o  increasing volunes. 
P r o j c t s  wlnfch w i l l  inprove t h i s  c lear ing system w i l l  i n  tu rn  provide a 
moE conducive environnent f o r  t he  acceptance of chesks within the 
Irdonesian barking system. Currently the economy i s  predominantly cash 
oriented.  

A l s a  important t o  t h e  development of both the f i m n c i a l  a d  cap i t a l  
m a s t s  Is k n k  reserve management, because it irrpacts t h e  supply of 
C-q: ,,,- &-1 i t l  t* na-4ct. A t  present, Bark Indonesia may not have an 
Iriez;rl5 v = L ~ _ t y  of monetary policy instrunents f o r  t h i s  task. cr=2 +-- : - . . be g i v w  t o  the creation of one or no= 
eO , , I ,,- iRRsmzks of rmetzzy pallcy capable of cont ro l l ing  the 
F 2 .  Ttt"o,e such instnmsts might be considered: 

N c W n t = ~ s  Ce*ificates. h i k  Indonesia could of fer  srne f o m  of 
nor~zrssezvc C a n  LlKe tne certff icates it issued i n  1970-71. These 
ccr t iF icz t=s ,  whm would e f f c t i v z l y  be treasury b i l l s ,  migtrt be of 
t h e  or EIY month maturity ard sold a t  weekly o r  b i e e k l y  auctions t o  
banks a d  ckkr mn-f inandal  buyers. The ceb t i f i ca t e  should te 
n q o t i a b l c  s a  t h a t  a secondary market could be expected t o  dwelq.  Bark 
Idones i a  m~ld then be able t o  intervene in t he  market t o  c o n d ~ t  open 



market operat ions.  The c e r t i f i c a t e s  need no t  o f f e r  any e x p l i c i t  r e t u r n  
because t hey  would be s o l d  a t  a discount .  The p r e c i s e  form of t he  
auc t ion  would need t o  be worked out ,  but  the s t u d i e s  prepared i n  
conjuct ion  wi th  t h e  c e r t i f i c a t e  i s s u e s  of 1970 should be reviewed f o r  
i n i t i a l  guidance. 

Options on Rediscounts. Monetary c o n t r o l  would a l s o  be f a c i l i t a t e d  
by ensur ing  t h a t  a reasonable proport ion of c e n t r a l  bank rediscounts  were 
f o r  nonpr io r i ty  and hence d i s c r e t i o n a r y  (i . e. non-goverment development 
p r o j e c t s )  loans .  P rec i se  c o n t r o l  over the t o t a l  volume of rediscounts  
could be ensured by auct ioning,  on a weekly bas i s ,  t h e  volume of 
non-priori ty rediscounts  requi red  to keep c e n t r a l  bank domestic c r e d i t  t o  
banks on t rack .  A l l  banks would be e l i g i h l e  t o  bid f o r  t h e  f i x e d  supply 
o f  t h e s e  rediscoun?. 

The r e l a t i o n s h i p  between money and income and the o v e r a l l  money 
supply a r e  s u b j e c t  t o  p red ic t ion  e r r o r s  .and da ta  l a g s .  To cushicn 
mistakes, a va r i ab le  r a t e  rediscount  mechanism could be introduced 
i n s t e a d  of o r  i n  tandem w i t h  t h e  t ender  system described above. The 
e s s e n t i d  e l e r e n t s  of such a scheme would be: 

Bank Indonesia announces a b a s i c  rediscount  r a t e  r e l a t e d  t o  
previous in terbank market r a t e s  o r  t o  SIBOR. 

This  b a s i c  r a t e  a p p l i e s  t o  each bank's normal rediscount  
allcwance expressed a s  sane uniform percentage of requi red  
reserves  (the use of lagged requi red  rese rve  da ta  would no t  
jeopsrdize  the system). 

Reserve rranagement , i. e., c o n t r o l  over t h e  money supply,  would 
normally aim a t  keeping banks near  t h e i r  normal allowance 
;ceilings. 

Bor rwing  i n  excess of  the normal allowance would take  p lace  a t  
penal ty  r a t e s  t h a t  rise a s  -excess borrowings increase .  The 
penal ty  c i l c u l a t i o n  would be set i n  terms of percentages of 
r e q u i i i d  reserves .  

T t i i  re-ccunt f a c i l i t y  might be o f fe red  in t h r e e  tranches. 
T k  f i z t  trmche would be the nomd.  borrowing i?Uowance 
mbei a t  zn i n t e r e s t  r a t e  t h s t  reflects adjjcstecf inttlz-r 
p r i t y  (e.g:, SDO + expected exchame r a t e  cknge  cr S E E  * 
i n f l a t i o n  c l f f e r e n t i a l ) .  The s i z e  of this t ranche  shoc la  t e  
b e d  on estir;Etes of the range of r a n d m  rese rve  f l u C t ~ t f r s .  
The secord  tranche would exert moderate pressure. Fcr exans~, 
the r a t e  might rise by 1% poin t  above t h e  b a s i c  r a t e  f o r  each - 

e x t r a  1 percent  of  r equ i red  reserves  t h a t  a c m , - c i d  tank 
b o r r w s  f r m  Bank Indonesia. This t ranche  ~ 3 g h t  be set a t ,  szy, 
3% of required  reserves .  The t h i r d  t ranche  would e x e r t  s t r o n g  
p ressure  and hence t h e  penal ty  r a t e  would rise mcre s t e e 7 l y  t h m  
i t  does i n  t h e  second tranche. The r a t e  might, f o r  example, 



r i s e  by 3% points  f o r  each extra  percent of required reserves 
t h a t  a bank borrows. Again, t h i s  tranche might be s e t  a t  3% of 
required reserves. 

The graduated penalty r a t e  has two functions. F i r s t ,  i t  
provides limited f l e x i b i l i t y  t o  cushion the  impact of policy 
mistakes and unanticipated shocks. Second, it provides 
imnediately ava i lab le  information on credit market conditions. 
h d e r  c w e t i t i v e  conditions, all banks would be paying the  same 
i n t e r e s t  r a t e  f o r  addi t ional  accomnodation through this 
rediscount f a c i l i t y .  For example, suppose Bank A is i n  t h e  
t h i r d  tranche but Bank 0 is only i n  its f i r s t  tranche. I f  t h e  
interbank r a t e  is above the f i r s t  tranche discount r a t e ,  then 
Bank B wodd increase its pro f i t s  by borrowing more from Bank 
Indonesia and lending t o  Bank A. Hence, i n  equilibrium, the  
current interbank r a t e  would tend t o  equal the  marginal- 
rediscount r a t e  t h a t  a l l  banks were paying t o  borrow from Bank 
Indonesia. There would be no spec ia l  r a t e  o r  a l locat ion i n  
favor of t h e  s t a t e  banks. 

Reserve Requirements. Varying the  required reserve r a t i o  is the 
main instrument current ly  avai lable  t o  Bank Indonesia f o r  a f fec t ing  the  
l i n k  between the reserve-base and t o t a l  money supply. But many monetary 
s p e c i a l i s t s  a r e  opposed t o  the use of this instrument on the grounds t h a t  
i t  is too blunt, i .e.,  accommodating a change i n  the required reserve 
r a t i o  causes major, sharp adjustments i n  bank port fol ios .  This criticism 
is v i l i d  if chances in t h e  reserve r a t i o  involve increases of one or  two 
percentage points t h a t  a r e  implemented i n  one o r  two steps.  But there  is 
no reason, cthef Wsn convention, fo r  r a t e  changes t o  be of t ha t  nature.  
It would be eqc;d.ly possible,  and much less des tab i l iz ing ,  t o  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. Th i s  would allow banks 
a v l e  time to adjcs t  their balance sheets ,  espec ia l ly  i f  the intended 
amount and time of the  changes was a ~ o u n c e d  i n  advance. Reductions i n  
reserve requirments  generally do not cause hanks any ser ious  adjustment 
pllohler;s. 

&q&-= ~SE.ZVS, which do not earn any i n t e r e s t ,  inpose a kind of 
?zx on f h x c  w,t,l;Sation, and the higher the reserve r a t i o ,  the  
b m  t b ~  =EX. iir L =  n;2y be bcrne by savers ,  investors,  and/or t h e  
~-csftz=y L-r-. h m - i n A ~ . z t  et71ing reserves increase t h e  ccst 
G? f i z a n c X  Li-te-zYrn in the domestic banking industry and &so 
mc=lmagc s a c 3  snl investors  t o  do their krsiness  abroad. Hence, a 
s % n ~  w e  be fc peying a capetitive re turn  on required 
rseives ,  in Csth q c s i t  and vaul t  cash fm. The interbank r a t e  
a p p e m  to  be %k atvlous choice. h n k  Indonesia could pay this i n t e r e s t  
on each bank's ryL-r: reserves fo r  every report ing period upon rece ip t  
of the r q c r t .  he i n t e r e s t  whatsoever should be paid on excess 
reserves. Eznks must be encouraged t o  hold minimal excess reserves i n  
order t o  s t z b 2 f z s  the reserve/deposit ra t io .  



Las t ,  Bank Indonesia could s t i m u l a t e  and s i g n i f i c a n t l y  a f f e c t  t h e  
develapment of t h e  c a p i t a l  market by allowing o r  even r e q u i r i n g  t h a t  
thei r  money market and rese rve  i n s t r u n e n t s  be t r d e d  through t h e  s t o c k  
exchange. T h i s  would be a s s i s t e d  i f  t h e  monopoly now enjoyed by 
F i c o r i n v e s t  as t h e  only author ized  s e c u r i t i e s  t r a d e r  and market maker f o r  
S81s an3 S P U s  were dissolved.  If SBIs ard SBPUs were a l l o w d  t o  seek 
their  own p r i c ing  through a n  open free market system, a more r e a l i s t i c  
i n t e r e s t  r a t e  scenar io  would develclp ard  an a c t i v e  secondary market f o r  
t r a d i n g  would evolve, Those i n s t r u n e n t s ,  which are backed by Bank 
Indonesia,  would tend t o  become t h e  prime paper. Other i n t e r e s t  rates, 
inc lud ing  corpora te  bonds and eventual ly  bank d e p o s i t s ,  would be set a t  a 
premiun above t h i s  government paper. Addit iona l ly ,  Bank Indonesia could 
broaden t h e  c a p i t a l  market by al lowing banks t o  accept  t h e s e  t raded 
ins t ruments  a s  l o a n  c o l l a t e r a l  a rd /or  i n v e s t  i n  these ins t ruments  f o r  . 
t h e i r  own account. 



4. TIE COWODITIES MARKET 

4.1 THE POTENTIAL ECONOMIC IMPACT OF A SU=CESSM m O D I ' T Y  EXCHANGE 

A success fu l  cormodity exchange can make an important con t r ibu t ion  
t o  t h e  economic development of a country. It does s o  both d i r e c t l y ,  by 
providing d i r e c t  employment, and i n d i r e c t l y ,  through t h e  a d d i t i o n a l  
s e r v i c e s ,  bank depos i t s ,  and o t h e r  economic a c t i v i t i e s  t h a t  s p r i n g  up i n  
support  of the  exchange. 

The employment impact of a n  exchange reaches f a r  beyond t h e  exchange 
and its immediate members. Nearly every major indust ry  is l inked  t o  an  
exchange e i t h e r  d i r e c t l y  o r  i n d i r e c t l y  by providing products and s e r v i c e s  
to  the e x c h a ~ e  and its members. It is impossible t o  measure t h i s  t o t a l  
exchange-rela t e d  employment, but  a l i s t i n g  of t h e  o r ~ a n i z a t i o n s  involved 
who a r e  not  exchance members provides an  idea  of the i n d i r e c t  benef i t s .  
Such a l i s t  would include fo re ign  brokers, commodity pool opera tors ,  
fo re ign  b a n k ,  regula tory  bodies, law f i m ,  accounting f irms,  
' te lecomunica  t i o n  f i r m . ,  d a t a  processing s e r v i c e s ,  da ta  processing 
equipment vendors, c l e a r i n g  s e r v i c e s ,  s e c u r i t y  con t rac to r s ,  news 
se rv ices ,  etc. 

The impact of an exchange measured i n  terms of employment, spending 
and bank deposi ts  can be s u b s t a n t i a l .  k i n g  Chicago a s  an example, t h e  
fal lowing s t a t i s t i c s  g ive  an i n d i c a t i o n  of the  propor t ional  con t r ibu t ion  
a success fu l  Indonesian Commodities Exchange (ICE) could make t o  
Indones i a. 

Dirett exckange-related employment i n  the  Chicago a rea  f o r  t h e  
exchanges and the  c l e a r i n g  corpora t ions ,  t h e i r  members and 
select= o q a n i z a t i o n s  providing s e r v i c e s  t o  the exchanges is 
estimted t o  have been just over 33,000 people i n  1986. 

Spending fcr exchange-related goods and s e r v i c e s  i n  the Chicago 
are2 by the exchanges and their members was about $870 mi l l ion  
i n  LC%. 

A v e r a s  r f i l y  exchanl;e-related 
$l br7!lor; anc;' $2 b i l l i o n .  

deposits i n  Chicago banks in 1966 

b o r r w i n w  were est imated betwesn 

E v q  drect job  c rea ted  by t h e  exchange is believed t o  c r e a t e  
in&-sctly LCLi j o k  i n  suppor t  a d  o t h e r  i n d s t r i e s .  On t h a t  
bas i s ,  it is est imated t h a t  t he  t o t a l  employment a t t r i b u t a b l e  
d i r e c t l y  o r  i n d i r e c t l y  t o  t h e  exchanges i n  Chicago could be 
nea r ly  110,000 people. 



There a r e  a l a r g e  number of i n t a n g i b l e  growth and development 
benef i t s  t h a t  emanate from a success fu l  exchange, inc luding those t h a t  
come from innovation and t h e  presence of c r e a t i v e  people. Innovative 
a c t i v i t y  is l ike an a c t i v e  yeast .  It c r e a t e s  even more i m o v a t i o n  and 
growth. 

Although it is d i f f i c u l t  t o  know how t h e  Indonesian Comodity 
Exchange w i l l  develop and how much business it w i l l  a t t r a c t ,  it can be 
s a i d  with a f a i r  degree of confidence t h a t  i f  i t  developed i n t o  a 
success fu l  and l i q u i d  commodity f u t u r e s  market, it w i l l  have an important  
e w n m i c  e f f e c t  on t h e  development of Indonesia. 

The success  of the ICE f u t u r e s  market depends on its a t t r a c t i v e n e s s  
t o  buyers and s e l l e r s ,  whether specu la to r s  o r  hedgers. The 
a t t r a c t i v e n e s s  of a market depends on a number of th ings ,  in& ing:  

The economic importance of t h e  commodities o r  s e r v i c e s  l i s t e d  
f o r  t rading.  

The physica l  f a c i l i t i e s .  

The e f f i c i e n c y  of communication f a c i l i t i e s  domestical ly and 
i n t e r n a t i o n a l l y .  

The s t a t e  of the banking system and its wi l l ingness  t o  suppor t  
exchange r e l a t e d  se t t l ements .  

The l i q u i d i t y  of t h e  market. L iqu id i ty  is t h e  a b i l i t y  t o  
execute l a r g e  t r ansac t ions  (buy o r  se l l  l a r g e  q u a n t i t i e s )  
quickly without s u b s t a n t i a l  changes i n  p r i c e s  o f  the goods. A 
market w i t h  high l i q u i d i t y  is pre fe rab le  t c  one i n  which t h e  
buyer o r  s e l l e r  has t o  wait  a long time t o  complete a 
t r ansac t ion ,  pay a premium, o r  s u f f d  a discount .  Specula tors  
provide l i q u i d i t y  and the re fo re  a r e  necessary t o  the success  of 
an exchmge. 

The level of t r a n s a c t i o n  costs. Buyers and sellers t r y  t o  
rd-irrdze t r a n s a c t i o n  costs a s  a percentage of the  v d u e  of  a 
~IZCP. Trarsac t ion  costs inc lude  fees  charged by an exckdnge t c  
e x e w t e  znd c l s r  t r a d e s ,  canmissiors ,  and taxes. 

The f-ss and e f f i c i e n c y  of the exchanp .  O ~ s t o m i s  want 3 
know t h a t  their  t r a n s a c t i o r s  w i l l  be processed in a faiz and 
fast mmer. They do not  want a high rate of f a i l e d  cz 
urni tched b e e s ,  w h i c h  is a s i g n  t h a t  an e x c h a n g  is nct 
opera t ing  e f f i c i e n t l y .  

S t a t e  of t h e  information s y s t e m ,  Fzrkets  that proviae 
complete, a c c u r s t e  and timely informat ion  on p r i c e s ,  t r a d i n g  
volumes, and o t h e r  i n f o r r ~ t i c : 7  a r e  much more a t t r a c t i v e  t o  
buyers and s e l l e r s  V a n  those markets which l a c k  such 
i n ?  orrra t i o n  se rv ices .  



4.1.1 Economic Benef i t s  of  Hedging and P r i c i n g  

The major reason f o r  t h e  ex i s t ence  of a commodity 
is t o  provide hedging and p r i c i n g  se rv ices .  These a r e  
b e n e f i t s  to  the c o m e r c i a 1  community. 

f u t u r e s  exchange 
very important 

The Indonesian Futures  Exchanw would allow Producers, Processors 
and expor ters  of t h e  comnodity t o  hedge t h e i r  prdducts ,  thereby reducing 
t h e i r  risk. The producers can hedge by s e l l i n g  f u t u r e s ,  thus pro tec t ing  
a g a i n s t  f a l l i n g  p r i ces .  The processors and expor te r s  can hedge by buying 
f u t u r e s ,  thus p ro tec t ing  a g a i n s t  r i s i n g  pr ices .  Overa l l ,  this reduct ion  
of p r i c e  r i s k  w i l l  make them b e t t e r  c r e d i t  r i s k s  t o  the banks, thereby 
s t r eng then ing  t h e  whole f i n a n c i a l  and commercial f a b r i c  of Indonesia. 

I f  t h e  Exchange is success fu l  i n  a t t r a c t i n g  a wide mix of businesses 
and a high volume of t r a d e ,  t h e  p r i c e s  from t h e  Exchange will become 
recognized the  world over a s  the t r u e  barometer of t h e  products t  value. 
This w i l l  g ive  the Exchange and Indonesia added v i s i b i l i t y  and added 
c r e d i b i l i t y  i n  the world of commerce. 

Summary 

I n  sumnary, a s  the ICE grows, i t  w i l l  have a r i p p l e  e f f e c t  on the 
growth of  o the r  i n d u s t r i e s .  Exchange member firms w i l l  spend s i g n i f i c a n t  
amounts of money f o r  comnodity exchange-related goods and s e r v i c e s  i n  
t h e i r  a rea .  Their  major expenditures w i l l  be f o r  s a l a r i e s  and wages, 
i n t e r e s t  , r e n t ,  da ta  processing,  t e l e x  comnunicatians , a d v e r t i s i n g  and 
promotion, and general  adminis t ra t ion .  Members of the Exchange w i l l  a l s o  
l e a s e  o f f i c e  space,  e s t ~ b l i s h  bank accounts, borrow funds t o  f inance  
t r a n s a c t i o n s ,  purchase o f f i c e  equipment and computers, h i r e  p rogramers ,  
c l e r k s ,  accountants and compliance people. These a r e  a l l  very t ang ib le  
b e n e f i t s  s e p a r a t e  from the b e n e i f t s  t h a t  accure  t o  t h e  c m d i t y  
i n t e r e s t s  who use t h e  exchange f o r  hedging and p r i c ing .  

4.2 REVIEW AND ANAlYSIS OF TI-& D(CHANIT 

4.2.1 ExrP~ncs b n e r s h i o ,  Oraanizat ion,  and S t a f f  

(35- p n e e ; ,  ~ r %  S ~ D - E ~  cf Gperiitions (20 people) ,  mc the -EZU cf 
&rket Devcmmz% (15 people). These u n i t s  are furths c i v i p -  bt:, 
d i v i s i o n s  anc subdivis ions .  Exchange o rgan iza t iona l  rules pr,vh f c r  - the fellow* mittees: cmdi t i e s ,  ~ u c t i o n  (Phys f s r l s )~ ,  t iscr 
Ractices , W t r a t i o n ,  and Membership Qlalif i c a t i o n s  . 

I 

A t  present ,  t h e r e  z r e  50 comnodity-specific membeis of the  E x c P m g  
and 278 t e x t i l e  members. Membership is a p r i v i l e g e  grznted by t h e  
Exchance Board. Members may be f u l l  members o r  a s s o c i a t e  m e m k 5 .  
Members a r e  f u r t h e r  s u b c l a s s i f i e d  a s  c m o d i t y  t r a d e r s  o r  brokezs. 
Members who wish t o  become f l o o r  members must be approved by the k i n i s t r y  
of Trade. Each of t h e  member c l a s s e s  has various r i g h t s  and dut ies .  



Areas f o r  Review. The e x i s t i n g  s t a f f  and organiza t ion  appear t o  be 
adequate t o  handle t h e  a d d i t i o n a l  d u t i e s  and r e s p o n s i b i l i t i e s  f o r  t r a d i n g  
f u t u r e s .  Cer ta in  funct ions  and s t a f f ,  however, w i l l  need t o  be 
reass igned a t  t h e  d i v i s i o n  and subdivis ion  l e v e l s .  

The primary i s s u e s  t h a t  need t o  be resolved inc lude  t h e  following: 
1) broadening t h e  members' r o l e  i n  owning and managing t h e  exchange 
shou ld  be addressed a s  a means of f a c i l i t a t i n g  the  exchange's growth; 2) 
t he  Gcchange Corn i t t ee  should have a d d i t i o n a l  r e s p o n s i b i l i t i e s  c l e a r l y  
de f ined  i n  t h e  r u l e s ;  3) a d d i t i o n a l  s t a f f  d u t i e s  and r e s p o n s i b i l i t i e s  
w i l l  need t o  be es t ab l i shed ;  and 4) t r a i n i n g  programs w i l l  be requi red  i n  
o r d e r  t o  t r a i n  t h e  e x i s t i n g  s t a f f  t o  handle matters r e l a t i n g  t o  f u t u r e s  
t rad:  ng . 

-.=commendations. The most success fu l  f u t u r e s  exchanges i n  the  world 
a r e  owned and operated by t h e  in em be^ using a consensus method f o r  
decision-rrzkina'. l'hev obera te  not  un l ike  c o o ~ e r a t i v e s ~ .  The members have . . 
a  d i r e c t  and s h o n g  i n c e n t i v e  ( se l f - in te res t ) '  t o  bu i ld  the e x c k n g e ,  
en fo rce  its r u l e s ,  p r o t e c t  t h e i r  c a p i t a l ,  and maintain and enhance t h e i r  
r epu ta t ion .  

0 Ownership, As th ings  s t a n d  now, it is p r e f e r a b l e  t h a t  t h e  
Indonesian Government cont inue  a s  t h e  owner of t h e  ICE. However, i t  
is recommended t h a t  over the next few years  s t e p s  be taken t o  allow 
t h e  members t o  gradual ly  e s t a b l i s h  an ownership i n t e r e s t  i n  t h e  
exchange. Th i s  could be done by s e t t i n g  a s i d e  a  s r ra l l  f e e  f o r  every 
t r a d e  made by a  member, wi th  such funds accumulating f o r  t h e  
purchase of the  membership. Ultimately, t h e  exchange wollld be owned 
and operated e n t i r e l y  by the member f i rms and t h e  g o v e m n t  wcdd  
then be s t r i c t l y  i n  a  r egu la ta ry  r o l e .  

As i n i t i a l  s t e p s ,  i t  is recommended t h a t :  

1. The ICE Board of Direc tors  be expanded t o  inc lude  ino iv idua l s  
e l e c t e d  by the members; the Chairman of the Ecsrd could continue 
t o  be appointed by t h e  Minis ter  of Trade. 

1. The total number of memberships i n ,  t h e  e x c k n g ~  sholild be 
l imited i n  number (perhaps 10C membership t c t d ) .  

2. The rremberships should: be of a  s i n g e  c l a s s  (no mjcr 
d i s t i n c t i o n s  be tween f uU members hip; a s s o c i a t e  rr.%&s h i p  
fo re ign  o r  d e n s t i c  members, specu la to r s  o r  heaccrs);  have 



prepetual  l i f e ;  be t r a n s f e r a b l e  ( f o r  an  openly negotiated p r i c e )  - 
to  a par ty  acceptable  t o  t h e  Board of Directors ;  confer equal 
voting r i g h t s  (one membership, one vote) ;  and confer  f l o o r  
p r iv i l eges  t o  a s i n g l e  ind iv idua l  pe r  membership. 

3. Each membership should: provide access t o  a l l  cotrmidities 
l i s ted  on t h e  exchange; and be e l i g i b l e  t o  make app l ica t ion  t o  
the clearinghouse through a c l e a r i n g  member f o r  permission t o  
exerc i se  any o r  a l l  of t h e  following t r ad ing  r igh t s :  1) t o  
trace a s  a f l o o r  t r a d e r  f o r  their own account: 2) t o  t r a d e  a s  a . - 

f l o o r  broker executing t r ansac t ions  f o r  o t h e r  members; 3) t o  
t r a d e  a s  a f l o o r  t r a d e r  executing t r ades  f o r  their  c l e a r i n g  
member only; and 4) t o  t r a d e  a s  a f l o o r  broker executing t r a d e s  
f o r  non-members. 

E f f o r t s  should be made t o  encourage ind iv idua i s  t o  ob ta in  membership 
i n  o rder  t o  become profess ional  f l o o r  t r a d e r s  ("locals")  and profess ional  
f l o o r  brokers. 

No member should be allowed t o  exerc i se  t r a d i n g  r i g h t s  on the f l o o r  
of t h e  exchange unless t h a t  member is guaranteed by a c lea r ing  member. 
See Sect ion 4.3 f o r  an exposi t ion  of t h e  clearinghouse guarantee process. 

o Committee. 

1. It is recomnended t h a t  t h e  c o r n i t t e e  s t r u c t u r e  of the exchange 
be expanded t o  permit more a c t i v e  involvement of t h e  members i n  
t h e  opera t ing of t h e  exchange and t h e  c l e a r i x h o l s e .  See a l s o  
t h e  d iscuss ion below regarding corrrrlittees. 

2. The I C E 3  should e s t a b l i s h  a Business Conduct Comiittee t o  handle 
v i o l a t i o n s  of Exchange r u l e s  not  i n v d v i n g  f l o c r  p rac t i ces .  
(Floor p r a c t i c e s  mat ters  would continue t o  be h a n d e d  by t h e  
Floor Prac t i ces  Committee.) 

o S t a f f  - 
1. The Exchame w i l l  nee5 t o  es%hlFsh s ~ e k l f k  smi: 2;rd 

the Exchange and t h e  C l e a r f h e  finan& rzvkws. The 
compliance-staff rrcst  have t6e r r p o n s i i l i t y  fcr c m u c z i n ;  
i n v e s t i g a t i o n s  o f  apparent  cr alleged v i c l a t i o r ,  cf Exchnce 
rules. -he recommend. t h a t  t h e  a u a i t  ond c c q 2 l z n c z  funct ion be 
combined wi th in  the same d iv i s ion  whkh c o a d  he un&r the 
supervis ion of 
Operations. 

2. S p e c i f i c  s t a f f  
f u t u r e s  market 

either t h e  S e c r e t a r i a t  o r  L'le Blrrea~ of 

r e s p o n s i b i l i t y  for rriarket s u r v e i l l a n c e  and 
r e p o r t i n g  must a l s o  be es tab l i shed .  



3. The a u d i t ,  compliance, and s u r v e i l l a n c e  s t a f f  must have a d i r e c t  
l i n e  of r e s p o n s i b i l i t y  through a bureau ch ie f  or t h e  Exchange 
s e c r e t a r y  t o  the  appropr ia te  Exchange Committee. For example, 
the  compliance s t a f f  m u s t  be a b l e  t o  p resen t  cases t o  t h e  
Business Conduct Comnittee e i t h e r  d i r e c t l y  o r  through a 
des ignated  Exchange o f f i c i a l .  

4.2.2 Trading Floor F a c i l i t i e s  and Procedures 

Current  Descript ion.  The e x i s t i n g  f l o o r  f a c i l i t i e s  c o n s i s t  of four  
t r a d i n g  a reas  o r  " r ings ,"  and a number of members1 booths loca ted  a r w n d  
t h e  t r a d i n g  a reas .  The clearinghouse maintains d i r e c t  terminal  da ta  
e n t r y  from the t r a d i n g  f l o o r  and a l s o  has i n p u t  c a p a b i l i t y  f o r  t he  
Reuters monitor system. Monitor screens  around t h e  t r ad ing  f l o o r  a i sp lay  
physica ls  and f u t u r e s  information on Kuala Lunpur and Singapore rubber 
markets and New York and London cof fee  markets. 

The  I C E  c u r r e n t l y  has a telephone order  e n t r y  system with procedures 
i n  p lace  t o  document and time-stamp t r a d e s  executed on t h e  Exchange 
t r ad ing  f loor .  The physica ls  t r ad ing  is done under a modified "auctionv 
system supervised by an Exchange c a l l  chairman and o t h e r  f l o o r  s t a f f .  
Ex i s t ing  r u l e s  provide f o r  a n  auct ion  committee t o  r e so lve  imnedite 
p rob lem o r  d i spu tes  a r i s i n g  on the t r ad ing  f l o o r .  

Areas f o r  Review. The e x i s t i n g  f l o o r  f a c i l i t i e s ,  procedures, and 
systems represent  a good " f i r s t  s tage"  i n  bui ld ing a f u t u r e s  f l o o r  
t r ad ing  capab i l i ty .  I n  making the t r a n s i t i b n  t o  a f u t u r e s  exchange, t h e  
fol lowing f l o o r  t r a d i n g  i s s u e s  w i l l  need t o  be resclvea:  

o t h e  type of open outcry system t o  be used; 

o t h e  kind of f l o o r  p r i c e  i n f o r r a t i o n  d i sp lay  system t o  be o e s i ~ n e d ;  

o the t r ad ing  documents and procedures necessary t o  handle c u s t m e r  
o rde r s  and t o  e s t a b l i s h  a s u f f i c i e n t  "auoi t  t r a i l n  record t h ~ t  would 
enable  r econs t ruc t ion  of t r ad ing  i n  t h e  case  of d i spu tes ;  

o the developmnt  c f  a d d i b 2 n &  f 1 o c r ; t r a c b ~  ~ z c t i c e s  an< ~ C ~ L : O E  
t o  ensure o rde r ly  and c z m p t i t i v e  t r a a  fn frUes; at 

o t h e  degrec cf stanEdhL?m ~ f z w e s  ,r= eff E Z Z  um?c:ty 
t r a d i n g  p i t s  ci a p .  

0 k i t h  slight modificat ion,  t h e  & s t i n g  f l o c  auctFcn S Y S ~ ~ R  cm CE 
maintained as the p r o c e d c e  for t h e  i n i t i d  e t z y  opening ( n c p s i n s  
c a l l N )  of each rrsrket. ~ C E  opened, &ever,  an open outcry sys tm 
should be expanded t o  enable .  t r a d e r s  t o  b id  and o f f e r  among 
themselves wi th in  t h e  t r s c i n g  r i n g  s u b j e c t  t o  established rules, 
procedures, and proper supervision.  



The e x i s t i n g  t r a d i n g  "chitsw can be maintained a s  the primary 
t r a d i n g  and c l e a r i n g  documentation. I n  aod i t ion ,  a c a t o m e r  order  
and t rading card  system should be added, inc lud ing  t h e  time-stamping 
cf o rde r s  upon r e c e i p t  a t  t h e  members' f l o o r  booths, t o  ensure t h a t  
an a u d i t  t r a i l  e x i s t s  throughout t h e  e n t i r e  order  handlf ng chain. 

F loor  p r a c t i c e s ,  procedures, and r u l e s  w i l l  need t o  be develoed t o  
p roh ib i t  various abus ive  f u t u r e s  t r a d i n g  p r a c t i c e s  and t o  c l e a r l y  
o u t l i n e  f u t u r e s  business conduct on t h e  t r a d i n g  f loor .  

Current r u l e s  au thor ize  each corrmodity cmiittee t o  e s t a b l i s h  
t r ad ing  procedures f o r  their  p a r t i c u l a r  commodities. These t r a d i n g  
procuedures should a l l  be s tandardized s o  t h a t  only one s e t  o f  f l o o r  
procedures is  used f o r  a l l  commodities t r aded  on t h e  Exchange. 

A " r e a l  t i n e "  f u t u r e s  p r i c e  r epor t ing  f l o o r  d i sp lay  system w i l l  need . - -  

t o  be develped e i t h e r  by expansion of  t h e  c u r r e n t  monitor r epor t ing  
o r  a s  a s e p a r a t e  f l o o r  d i sp lay  system. The p r i c e  r epor t ing  system 
w i l l  need t o  d i sp lay  var ious  t r a d i n g  information,  inc luding the l a s t  
t r a d e  p r i ce ,  c u r r e n t  h ighes t  bid and lowest  o f f e r ,  the d a i l y  h i ~ h  
and low p r i c e s ,  maximum d a i l y  f l u c t u a t i o n  range,  volume, se t t l ement  
prices, and open i n t e r e s t  f o r  each f u t u r e s  month open f o r  t r ad ing .  
The system mcst be  a b l e  t o  genera te  a hard copy permanent record  of 
t r ad ing  time and s a l e s ,  t r a d e  and se t t l zment  p r i c e s ,  and d a i l y  
volume and open i n t e r e s t .  

4.2.3 Exchanoe Rules 

Current Descript ion.  Exchange rules, which r e l a t e  p r i r a r i l y  t o  
physica ls  t r ac ing ,  provide a b a s i c  framework f o r  adding t h e  necessary 
f u t u r e s  t r ad ing  r u l e s .  General a reas  c u r r e n t l y  covered inc lude  
n,?mbership, brokers '  bank accounts ,  recording and accounting of 
t r , m s a c t i o n s ,  guarantee funds,  emergency r u l e s ,  v i o l a t i o n s  and sanc t ions ,  
a r b i t r a t i o n  cormi t tee ,  physica ls  t r ad ing  r u l e s ,  and rubber c o n t i z c t  rules. 

Areas of Review. The primary i s s u e  t o  be resolved is t o  i ~ n t i f y  
the a c d i t i o m l  a r e s s  t h a t  need t o  be cnvered by r u l e s  i n . o r c e r  t o  trzze 
f u t u r e s .  

t a c i n g .  Gther rules will need mincz revisisre cr a d t i o m  tc 
f a c i l i t a t e  f u t u r e s  t rading.  

o henbers Conduct - -- - This  chapter  w i l 7  me= r&cs r e L a z i ~  t c  c t s ~ m ~ i  
m r ~ j  ns , risk d i sc losure ,  segregat ion  of c ~ t o r ; ~ r  funcs , 
recordkeeping and i n s p e c t  ion ,  h a n d i n g  of CES t k r  crders , 
customers' t r a d i n g  s ta tements ,  d i s c r e t i o r ~ r y  accounts ,  and r epc r t ing  
and p s i t i o n  lirrits. 



Floor P rac t i ces  - This chapter  should cover f l o o r  t r a d i n g  
procedures, p r i c e  f l u c t u a t i o n  limits, c los ing  p r i c e  ranges and 
se t t l ements ,  handling of  f l o o r  orders ,  p r o h i b i t i o n s  a g a i n s t  various 
t r a d i n g  abuses, and r e s p o n s i b i l i t y  f o r  t r a d e s  and e r r o r s .  

C lea r in  - This chapter  should i d e n t i f y  members' r e s p o n s i b i l i t i e s  t o  
r-= c ea r ing  members, requirements f o r  c l e a r i n g  member guarantees,  and 
t h e  necessary rules t o  ensure  coordinat ion  and conformity of  
Exchange and clearinghouse opera t ions  and procedures. 

Viola t ions  and Sanctions - This e x i s t i n g  chapter  w i l l  need major 
ado i t ions  t o  c l e a r l y  i a e n t i f y  rrajor and minor v i o l a t i o n s ,  v io la t ions  
hear ing  procedures, and sanct ions .  

4.2.4 Exchange Arb i t r a t ion  I s s u e s  

Current  Description. Chapter VII of the Exchange r u l e  book 
c u r r e n t l v  ~ r o v i d e s  r u l e s  f o r  a r b i t r a t i o n  of d i spu tes  "a r i s ing  out  of the  
execut ioh  of  any contracts.I1 The r u l e s  provide' a d e t a i l e d  piocedure f o r  
s e l e c t i o n  of the a r b i t r a t i o n  panel ,  t h e  s e t t i n g  of a r b i t r a t i o n  hear ing  
d a t e s ,  and provide t h a t  the d e f a u l t  on payment of an award by a member 
s h a l l  c o n s t i t u t e  a "ser ious  o f fense  .'I A rb i t r a t ion  proceedings r a y  be 
held "within the bui lo ing of the Indonesian Cormodity Exchange 6oard o r  
a t  another  place." 

Areas f o r  Review. Exchange r u l e s  2ppear t o  provide a good g e n e r a  
framework f o r  a r b i t r a t i o n  of d i s p u t e s  over physica ls  t ransact ions .  I n  
f a c t ,  t h e  Exchange a r b i t r a t i o n  o f f e r s  an aovantage over physica l  
c o n t r a c t s  made off  the  Exchange. The ICE3 my wish  t o  e m p P i i z e  t h i s  
advantage when encouraging t r a d e r s  t o  execute physickls  t r ansac t ions  on 
the Exchange. I n  doing t h i s ,  of course,  the!track.reccrdn i n  handling 
t h e  a r b i t r a t i o n s  b e c o ~ e s  very inpor tzn t  . k r e f c r e ,  the Exchange nus t 
ensure  t h a t  its a r b i t r a t i o n  proceedings a r e  f a i r ,  prompt, and can be 
en te red  i n t o  without cons ioerable  experse. 

The Exchange r u l e s  a l s o  form a k s e  fcr adcing a r b i t r z t i o n  of 
f u t u r e s  con t rac t  d i s ~ u t e s .  I n  making t h e  Z ~ r s i t i o n ,  the f f i o w i n g  
i s s u e s  will need tc  be resolved: 

Should ther ,e  k a mcne,tsry l i r r d t a t i c n  on the s i z e  o f  ci~im that 
be a r b i t r a t e d ?  

What f c r m  a r e  w z F l e S l e  t o  r s c l v c  dzirrs  t h a t  csmct be 
a r b i t r a t e d ?  

enforce t h e  e r b i t r a t i o n  



Recommendations. 
need t o  be made by the 
comply wi th  a p p l i c a b l e  
t h e  f 011 owing: 

The a c t u a l  changes i n  the a r b i t r a t i o n  rules w i l l  
Exchange% a t to rneys  i n  order  t o  ensure t h a t  they 
l e g a l  requirements. A t  t h i s  time, we recommend 

o The scope of a r b i t r a t i o n  f o r  f u t u r e s  c o n t r a c t  d i spu tes  should be 
expanded from "execution of a  t ransact ion"  t o  inc lude  any v i o l a t i o n  
of Exchange r u l e s .  The Business Conduct Committee o r  the  Chief 
Executive should decide whether a  p a r t i c u l a r  claim can be a r b i t r a t e d  
o r  whether t h e  matter  should be handled by t h e  Business Conduct 
Conmittee, Board, o r  is otherwise not  e l i g i b l e  f o r  a r b i t r a t i o n .  

If a claim is e l i g i b l e  f o r  a r b i t r a t i o n ,  then a member should be 
ob l iga ted  by Exchange r u l e s  t o  a r b i t r a t e  a claim i f  requested by a 
c u s t o m r .  

The a r b i t r a t i o n  provis ion  should be explained i n  the  t r ad ing  
agreement s igned by a customer of a  member firm, 

An a r b i t r a t i o n  decis ion  should be appealable ,  on l i m i t e d  grounds, t o  
t h e  Board which should have the  power t o  d i r e c t  a  member t o  pay the 
award. F a i l u r e  of a  member t o  pay a c la im should s u b j e c t  the member 
t o  Exchange d i s c i p l i n a r y  ac t ion .  

o A t i n e l i m i t a t i o n , s u c h a s  o n e y e a r ,  s h o u l d b e p l a c e d o n t h e  f i l i n g  
of an a r b i t r a t i o n  claim. 

o To provide f o r  t h e  ext raordinary  ins tance  i n  which a wIber  firm's 
a s s e t s  a r e  i n s u f f i c i e n t  t o  enforce  an a r b i t r s t i o n  awsrd f c r  f raud cr 
dishones t  oeal ings  only, t h e  complaintant would have l a s t  r ecorse  
only t o  t h e  bankruptcy c o u r t s  or, a l t e r n a t i v e l y ,  the  Excknge nay 
want t o  handle such a s i t u a t i o n  by e s t a b l i s h i n g  a s p e c i a l  i r su rance  
fund, w i t h  monies t o  be obtained from a smal l  charge per t r ansac t ion .  

A r b i t r a t i o n  procedures should n o t  r ep lace  t h e  ExcPmgets own duty t o  
conduct i n v e s t i g a t i o n s  and t o  take  d i s c i p l i n a r y  a c t i o n  a g ~ r s t  
members f o r  v i o l a t i o n  of Exchange rules. 

I 

4.2.5 Corrnodity Contract  S p e c i X c z t i o n  

A m u c i d  element i n  L7e E V ~ ~ ~ E T Z  ,f P SGSS~CI f ~ r t z z s  
e x c k n g e  is the e s t a b l i s h e n t  cf f-& a x  W e U e  con- t m s  mt 
condi t ions  t h a t  are r e ~ r e s e n t a t i v s  t f  a l x  aczestatle t c  wnnc--1=: 
interests, ba th  domestic and i.nt~=rzCo~sf. The eststlisWex cf sus ;  
term and condi t ions  is n o t  always easy because troey r u s t  rzfiect the 
needs of a  broad spec t run  of i n t e r e s t s ;  i.~., produ-cen, ex;czters, 
dea le r s ,  processors ,  t r a d e r s  and inves tczs. FG? fu tu res  t r ac i i i c  t o  
succeed, such a c o n t r a c t  must  have preuetellr3nec s p e c i f l c a t l s r s  a s  tc:  
q w t i t y  of product,  l o c a t i o n s  c f  product,  c d i t y  of ~ r c w c t ,  t e r n  anc 
condi t ions  of payment, and t i n e  of de l ivery .  



It is not wi th in  t h e  scope of t h i s  r e p o r t  t o  r e c m n d  t h e  
commodities (rubber, co f fee ,  e tc . ) .  Such terIriS and condit ions must be 
a r r i v e d  a t  through consensus of t h e  members of t h e  exchange and t h e  
var ious  i n t e r e s t s  who produce, market and deal  i n  t h e  physical  product 
domest ica l ly  and i n t e r n a t i o n a l l y .  

It is recommended t h a t  ICE e s t a b l i s h  a c o m i t t e e  composed of menbers 
of  t h e  ICE, producers, Department of Agr icul ture  r ep resen ta t ives ,  
d e a l e r s ,  processors and expor te r s  t o  e s t a b l i s h  t h e  con t rac t  terms and 
condi t ions  f o r  each commodity traded on t h e  exchange. Once such terms 
and condi t ions  a r e  agreed upon, they should be recomnended t o  the  Board 
of  Direc tors  who can accept ,  r e j e c t ,  o r  modify them before submission t o  
the Advisgry Council, o r  o t h e r  appropr ia te  a u t h o r i t y ,  f o r  approval a s  t h e  
o f f i c i a l  r u l e s  of t h e  exchange. 

Discussions we held i n  J a k a r t a ,  however, i n d i c a t e d  t h a t  consensus on 
the f u t u r e s  con t rac t  terms and condit ions f o r  co f fee ,  and raybe rubber,  
should be e a s i l y  e s t ab l i shed .  Pmy of t h e  t e r m  and condit ions contained 
i n  t h e  cu r ren t  phys ica l s t  c o n t r a c t s  w i l l  be use fu l  i n  guiding t h e  
c a n n i t t e e s  t o  t h e  appropr ia t e  t e r n s  and cona i t ions  of a fu tu res  con t rac t .  

4.3 CLEARINGHOUSE 

4.3.1 S t a f f  and Organization 

Current Descript ion,  The clearingho8&e opera tes  a s  a sepa ra te  
bus iness  e n t i t y  owned and guaranteed by the  governrrent. It is under t h e  
j u r i s a i c t i o n  of t h e  P i n i s t r y  of Finmce.  The clearinghouse has a s t a f f  
of  approx imte ly  20 people organized i n t o  four  opera t ing  u n i t s  -- 
Del iver ies  (2 people) ,  Operations (11 people),  Cash (2 people),  and 
Bookkeeping (5 pecple)  . The c l e z r i n g h w s e  c l e e r s  physica ls  t r ansac t ions  
i n  rub be^ ana cof fee  and processes Vie t r a m f e r s  t o  t ~ x t i l e  quotas. T M  
organ iza t ion ' s  r u l e s  c u r r e n t l y  a r e  l imi ted  t o  physica ls  t rading.  It 
c o l l e c t s  a srral l  f e e  f o r  each t r a n s a c t i o n  c lea red ,  and f o r  th is  fee, 
guarantees the  . t r a n s a c t i o n s  t o  both prt ies.  

R e c m e n d a t i m s .  It is recornend& t h a t :  

0 The Board of C i r e z t t i s  of the  c l ~ ~ r i n g h o u r e  be compcscd of a 
n a j o r i t y  appointed from the ICE 6mrd of Di rec to r s ,  plus two members 
appointed by t h e  Chairman frcm the  comrrercial bank in^ comnunity. 



o The government should cons ider  s e l l i n g  a minori ty i n t e r e s t  i n  the 
c lear inghouse  t o  p r i v a t e  cormercial  banks who a r e  d i r e c t l y  involved 
i n  f inancing cormodity t r ansac t ions .  

o The government should,  f o r  t h e  time being; cont inue  t o  provide t h e  
f inal  guarantee o f  t h e  clearinghouse i n  t h e  i n s t a n c e  that a d e f a u l t  
o r  o the r  problem results i n  t h e  clearinghouse s u f f e r i n g  a s h o r t f a l l  
of  funds s u f f i c i e n t  t o  s a t i s f y  a l l  c r e d i t o r s .  To he lp  e s t a b l i s h  a 
contingency fund f o r  such  guarantee and t o  allow the exchange 
members t o  gradual ly  purchase a majori ty ownership i n  the 
c lea r inghowe  over t h e  coming years,  the government should consider  
s e t t i n g  a s i d e  a smal l  amount of each c l e a r i n g  fee i n  a s p e c i a l  
"member equi tyw fund, A l l  rules and regu la t ions  of t h e  
c l ea r inghowe  should be s u b j e c t  t o  approval by t h e  Advisory Council,  
o r  o the r  appropr ia te  a u t h o r i t y .  

4.3.2 Operation of  t h e  Clearinghouse 

Areas f o r  Review. I n  making the  t r a n s i t i o n  t o  a f u t u r e s  
clearinghouse,  the fol lowing i s s u e s  need t o  be resolved:  

Changes w i l l  be necessary i n  t h e  computer h a r m a r e  and i n  t h e  
sof tware  programs. (The computer is c u r r e n t l y  a t  near  fu l l  capac i ty  
wi th  approximately 40% of its opera t ing  time u t i l i z e d  i n  processing 
t e x t i l e  quota t r a n s f e r s .  I n  addi t ion ,  f u t u r e s  c l e a r i n g  w i l l  r equ i re  
new programs t o  handle funct ions  such as c a l c u l a t i o n  of margins, 
d a i l y  pays and c o l l e c t s ,  cash  and non-cash inven to r i e s ,  and the 
assignment of d e l i v e r i e s .  ) 

The type of rrargin system and t h e  acceptable  form of rrsrcin pzymmt 
w i l l  need t o  be determined. 

Clearing member q u a l i f i c a t i o n s  and f i n a n c i a  r e q u i r m e n t s  w i l l  have 
t o  be  developed. 

Various c l e a r i n g  records ,  such  a s  t r a c e  re$ters, m c i n  r e q s ,  
and de l ive ry  runs must be designed. 

I 

A clearinghocsc/clezrfnc merber k n e ~  s.vs-m WE i'af k =s 
establish&. 

clearinghoclse 5 p ~ t  i n  p m e z a t i q  t b e  re=-, WE net 
de terminel .  

A system f o r  c l m e  c c c x i n a t i o n  k t w e e n  act-mge EnG Cl~aing%se 
a c t i o n s  and opera t io r s  m l r s t  be i@mentes p r i c r  t o  c l s r i n g  f~tuzes 
con t rac t s .  

The type of guara tee  s y s t e n  w i l l  need t o  be resolved (see Secrlcn 
4.3.3 which follows). 



Recomnendations. The fol lowing recommendations a r e  l i m i t e d  t o  
po l i cy  i s sues .  S p e c i f i c  recommendations regarding computer programs, 
record  system, acceptable  forms of margin payment, an3 banking procedures 
should be made a t  a l a t e r  d a t e  a f t e r  genera l  po l i cy  i s s u e s  have been 
decided. 

o The clearinghouse should use a gross  margining system whereby each 
purchase and s a l e  would be margined a t  t h e  clearinghouse level. 

o Var ia t ion  margins should be paid  and collected on a d a i l y  bas i s .  

o Clearing members should be requi red  t o  guarantee an Exchange member 
before  t h a t  member may t r a d e  on t h e  f l o o r  o f  t h e  Exchange. 

o The rules of  t h e  c l ea r inghowe  and the Exchange should ensure c l o s e  
coordinat ion  between the two e n t i t i e s  and provide t h a t  emergency 
a c t i o n s  ordered by t h e  exchange a r e  irplemented by the clearinghouse.  

o An extens ive  t r a i n i n g  program should be designed and implemented. 
(With s u f f i c i e n t  t r a i n i n g  and s y s t e m  redesign,  the  c u r r e n t  s t a f f  
l e v e l  of t h e  clearinghouse should be adequate t o  handle t h e  
a d d i t i o n a l  workload of c l e a r i n g  f u t u r e s  t r ansac t ions .  ) 

4.3.3 Clearinghouse Guarantee Funds 

Current Descript ion.  Rules r e l a t i n g  t o  guarantee funds a r e  
c u r r e n t l y  contained i n  Chapter I V  of t h e  Exchange Rules. These r u l e s  
provide i n  p a r t ,  t h a t :  

o The clearinghouse s h a l l  r ece ive  and r z i n t a i n  the guzrantee funds; and 

o The funds s h a l l  be used t o  f u l f i l l  i n d m n i t y  a r b i t r s t i o n  claims 
w i t h i n  a d i spu te  r e s o l u t i o n  frarnew~rk of t h e  excl-mse i n  the  event 
t h a t  the l o s i n g  p s r t y  cannot psy the claim. 

Areas f o r  Review. A degree of confcsion e x i s t s  over &ths purpose of 
t h e  aua ran te r  funds and whether t h e y  stroulc be used f c  p ~ v c m t  of 

What c o n s t i t u t e s  2 c l e % r i n g  member a e f a u l t  t o  the d e ~ r f n @ o u s e  and 
w k t  i s  t h e  p r i m f t y  cf paymest f r c c  the  d e f a l t l n c  cl~arFng m e r k r ,  
excess c lear inghocse  fun=,  q ~ r a n t e e  funcs, d any n e c s s a r y  
fallm-up a s s e s s n t n t s  and liatility 1irrLitation"r 

What should be t h e  s i z e  and compcsi t im of t h e  fund, kho should 
c o n t r i b u t e ,  and how s h o d d  t h e  guarantee be refunled,  if n e c e s s ~ r y ?  



What should be covered by Exchange a r b i t r a t i o n  and what is t h e  
exchange's r o l e  i n  d i r e c t i n g  payment of a r b i t r a t i o n  awards? (See 
Sect ion  4.2.4, Exchange Arbi t ra t ion .  ) 

Recommendations 

A guarantee fund should be es tab l i shed ,  maintained, and operated by 
t h e  clearinghouse;  clearinghouse rules should  provide f o r  the  
deposi t ,  use, and d i s t r i b u t i o n  of funds; and the  clearinghouse board 
should be re spons ib le  f o r  i n t e r p r e t a t i o n  of rules and t h e  t ak ing  o f  
prompt a c t i o n  i n  the event  of a d e f a u l t  by a c l e a r i n g  member. 

The guaractee fund should c o n s i s t  of depos i t s  from c l e a r i n g  members; 
t h e  amount of t h e  depos i t  should depend on t h e  amount of business 
handled; and t h e  r u l e s  should provide f o r  t h e  r e t u r n  of t h e  deposi t  
if a member i n  good s t and ing  g ives  up its c l e a r i n g  membership. 

The use of t h e  guarantee funds should be l i m i t e d  t o  a margin, 
deposi t ,  f e e ,  assessment, o r  o t h e r  d e f a u l t  of  a c l e a r i n g  member's 
ob l iga t ion  t o  t h e  clearinghouse.  The board, not an a r b i t r a t i o n  
c o r n i t t e e ,  should determine when a d e f a u l t ,  a s  defined i n  
clearinghouse r u l e s ,  has occurred. 

Clearinghouse rules r e l a t i n g  t o  guarantee funds should inc lude  t h e  
following: 

d e f i n i t i o n  of d e f a u l t  ; 

2. procedures f o r  the prompt t r a n s f e r  of  o y n  p c s i t i o r s  fzoci tfie 
de fau l t ing  c l e a r i n g  member t o  o t h e r  c l e ~ r i n g  members; 

3 provisions f o r  pursuing clearinghocse clzins agairrs the a s s e t s ,  
inc luding exchange merberships, of t h e  d e f a u l t i n g  c lea r ing  
member; and 

4. procedures f o r  follow-up assessments and oe tenr ina t ion  c f  me 
ex ten t  of l i s k i l i t y  of c loa r ing  members. 

I 

4.3 .4  Clearinghouse Rues 
4 

Current  Descript ion.  E x b t i n g  clearinghotlsc ,rules proviae fc r  
enerzil provis ion ,  inc lud ing  c c ~ t i z c t  s u b s t i t u t i o n ,  c l e a r i n ~ h c c s e  

f i a b i l i t y  t o  con t ra - t s  w i t h  c l e a t i 7 g  menbers, a m  dszrinp member 
accounts. I n  add i t ion ,  the r u l e s  prcvide f o r  physica ls  t r a d i n ~  



se t t l ement  provisions f o r  rubber and coffee.  The r u l e s  a l s o  conta in  a 
provis ion  t h a t  "any d i s p u t e  a r i s i n g  under or i n  r e l a t i o n  t o  these 
regu la t ions  between a member and t h e  Persero  Kl i r ing  s h a l l  be s u b j e c t  t o  
t he  S e c r e t a r i a t e  of t h e  Cen t ra l  J a k a r t a  District Court ." 

Areas f o r  Review. The clearinghouse w i l l  need t o  expand i ts rules 
i n  order  t o  accommodate f u t u r e s  t rading.  I n  developing t h e  add i t iona l  
r u l e s ,  t he  following r a j o r  i s s u e s  w i l l  need t o  be resolved: 

0 The rules mcst provide f o r  c l o s e  coora inat ion  between clearinghouse 
and exchange opera t ions ,  and emergency ac t ions .  

0 Clearing membership provis ion  must be determined, inc luding 
f i n a n c i a l  requirements, nunber of exchange memberships requi red ,  t h e  
provisions f o r  c l e a r i n g  member guarantee of non-clearing e x c k n g e  
members, afid t h e  t r a n s f e r  of memberships. 

o R u l e s  and procedures must be developed f o r  f u t u r e s  c l e a r i n g ,  
inc luding t r a d e  matching and processing, f u t u r e s  c l e a r i n g  r e p o r t s ,  
p o s i t i o n  o f f s e t s ,  and p o s i t i o n  t r a n s f e r s .  

o Rules and procedures f o r  s e t t i n g  margin r a t e s ,  c o l l e c t i n g  depos i t s ,  
and accounting f o r  m r g i n  funds w i l l  need t o  be developed. 

o Delivery provision and procedures must be w r i t t e n ,  inc luding 
i ssuance  and assignment of  de l ivery  no t i ces ,  payment f o r  the  r e c e i p t  
of de l ive ry ,  c l e a r i n g  member d u t i e s ,  and de l ive ry  de fau l t .  

o The c l e a r i n g h o s e  and the exchange will need t o  work together  t o  
develop procedures f o r  detemiining d a i l y  se t t l ement  pr ices .  

Recomencetions. A number of s p e c i f i c  recornendations w i l l  .. 
n e c e s s a r i l y  need t o  be m d e  during the a c t u a l  w r i t i n g  of the ru les .  A t  
t h i s  time, we rake t h e  fol lowing g e n e r a  recormendations: 

o Since the exchange and c l e a r i n g h o s e  a r e  operated a s  s e p a r a t e  
e n t i t i e s ,  rdes szolllo provice  f c r  m c z d i n a t i o n  of ac t ions ,  
inc luding:  

3. A provision r e o l d r i n g  cooxins*Aon, inc lud ing  the e x c h a ~ e  of 
' r epor ' tnq  and f i r z n c i a l  i n f c m i t i o n ,  between t h e  chief opers t ing  
o f f i c e =  cf the  c l e a r i n g h o ~ e  and the exchange. 

o Phirnm, f i n a n c i a  requirements and rr inhm requi red  working c s p i t a l  
should  be ~ ~ r i o d i c a l l y  reviewed 2nd increased f o r  c l ea r ing  members 
handling an increased volume of  business. 



o The clearinghouse should cons ider  e s t a b l i s h i n g  a clearinghouse 
comnit tee t h a t  would meet more o f t e n  than t h e  board and would have 
r e s p o n s i b i l i t y  f o r  review of  margins, p o s i t i o n  s u r v e i l l a n c e ,  and 
o the r  matters  a s  determined by t h e  rules o r  by the clearinghouse 
board. 

o The r u l e s  should c l e a r l y  define t h e  d u t i e s  and r e s p o n s i b i l i t i e s  of 
t h e  board, t h e  clearinghouse corrmittee, and t h e  ch ie f  execut ive  
o f f i c e r  . 

o An i n t e r n a l  procedure f o r  r e so lv ing  d i spu tes  wi th  c l e a r i n g  meinbers 
p r i o r  t o  r e s o r t i n g  t o  c o u r t  a c t i o n  should be developed. I n  
add i t ion ,  rules should provide f o r  d i s c i p l i n a r y  ac t ions  by t h e  
clearinghouse a g a i n s t  c l e a r i n g  members who v i o l a t e  t h e  r u l e s  o r  
procedures. 



5. DANAREKSA OPERATIONS 

P.T. Danareksa was es t ab l i shed  a s  t h e  n a t i o n a l  investment and u n i t  
t r u s t  fund i n  December 1976 under t h e  a u t h o r i t y  of Government Regulation 
No. 25-1976. The author ized  funct ions  and ob jec t ives  of Ganareksa a r e  to: 

o a c t  a s  an i s s u e r  of  mutual fund c e r t i f i c a t e s  which a r e  secured by 
s h a r e s  and bonds purchased i n  t h e  c a p i t a l  market, 

o encourage pub l i c  p a r t i c i p a t i o n  i n  corpora te  s h a r e  ownership and 
d i s t r i b u t e  the  b e n e f i t s  of s h a r e  ownership t o  t h e  pub l i c  through t h e  
s a l e  of a f fo rdab le  s h a r e  c e r t i f i c a t e s ,  and 

o a c t  a s  a broker, d e a l e r  and undexwriter of s e c u r i t i e s  i n  the c a p i t a l  
market. Danareksa is  a l s o  authorized,  through subsequent decrees ,  
t o  "act as  2 f i n a n c i a l  i n s t i t u t i o n n  by t r a d i n g  and inves t ing  f o r  its 
own account i n  t h e  l o c a l  money market. 

The Goverment of Indonesia ( G O I )  owns all 35,000 of Danareksa's i s sued  
sha res .  Danareksals au thor ized  c a p i t a l  is Rp. 50 b i l l i o n ,  of which Rp. 
35.2 b i l l i o n  is  paid i n .  

When the s tock exchange was re-es tabl i shed i n  1977, i t  become 
apparent t h a t  the  G O 1  would need t o  in te rvene  i n  t h i s  new market, both t o  
a c t  a s  a s t a b i l i z i n g  agent  and t o  suppor t  its growth wh i l e  ensuring t h e  
e q u i t a b l e  d i s t r i b u t i o n  of s h a r e s  throughout t h e  populace. This 
Nmixed-economyn ~ p p r ~ s c h  appeared v a l i d  a t  t h e  time due t o  the  embryonic 
na tu re  of t h e  rr;arket znd t h e  g o a  of imflementing a program of 
nIndonesianizat ionn f o r  f o r e i g n - c o n t r u e d  j o i n t  ventures. As the market 
has evolved however, F.T. Canarfksa tss grown i n t o  a mul t i -b i l l ion  rupizh  
corpany w.hich k s  sssuned a m ~ c h  more complex and dominant r o l e  ' t h a n  
o r i g i n a l l y  conceived. 

While t h e  o r i ~ i n z l  concept behind t h e  establishment of Danareksa 
remains v a l i d  and there continues to te a need f o r  a broadly based 
i n v e s t r e n t  t r l s r ,  It is S s o  agzzer,t tsz: t h e  c u r r e n t  s t r u c t u r e  and 
cpora t ions  of k n c ~ ; . s ~  n s t  b= c h i n ~ e z  i7 crder t o  p r m o t e  a we l l  
aevo lged  and frz+','aziii~. czr'-d reek=. It ccn be argued t h a t  - -=-: A - 1  L-*E t-zs a t : = ' :  y t-m a cc-z- , iiiizkct  evel lop rent i n  *-" ~ ~ ~ k g r : -  - i 2 .  of is o o p b a n c e  
of  a v c y  sirs ~G-KEZ (it OWE ovz 5iZ tf ;11 sPzres listed on t h e  
e x c h m g ~ )  and t% szxzte,-e ~f fts fwt ~t--zi.ficat~, t h i s  unit trcst is 
a r t U . y  a emzy c a s e  fzr tne W r  l a c k  cf a seconGary rzrket 
i n  I n a m h e  

~ t ' i s  cibviccs tkt withcut  a s i g ~ 3 I c s c t  r e - s t ruc tu r ing  of both t h e  
method e f  q e r s t i o n  and t h e  p r e f e r e n t i c  rL!e of  Danareksa, t h e r e  w i l l  be 
no f u r t h e r  ckvelcpment cf t h e  Indoneshn  *itd market. Ganareksa 
t ~ t e y  d c t ; l i n ~ k S  t h e  s p $ y  s i d e  c f  s 2 a r e  i s s u e s  by being a vociferous 
unoe+7s.riter and p c x h e s e r  of s h z r e  and bond i s s u e s .  It a l s o  impedes the  



demand side the market through t h e  no-risk-structure of i ts  c e r t i f i c a t e s ,  
which o f f e r  both a guaranteed minlmun r a t e  of r e t u r n  and a guaranteed 
repurchase a t  f a c e  value. Hence t h e r e  is  l i t t l e  i n c e n t i v e  t o  t r a d e  t h e s e  
c e r t i f i c a t e s  o r  t o  buy s h a r e s  d i r e c t l y .  There w i l l  be l i t t l e  growth o r  
development of t h e  newly approved p a r a l l e l  na rke t  (Bursa P a r a l e l )  i f  
Danareksa is permit ted t o  dominate t h i s  exchange a s  well. 

It is recognized t h a t  t h e  c u r r e n t  s i t u a t i o n  is not  a recent  event  
bu t  has i n  f a c t  evolved over t h e  pas t  t e n  years. Unfortunately, during 
t h i s  per iod ,  a set of philosophies and wtruismsn developed t o  t h e  p o i n t  
where many of the compenyts a c t i o n s  a r e  n m  t h e  r e s u l t e o f  s e l f - f u l f i l l i n g  
prophices. For example, the s t r o n g  desire t o  r e p o r t  ever  increas ing 
p r o f i t a b l i l i t y  has l e d  t o  t h e  use  of a number of misleading and improper 
accounting p rac t i ces .  Correc t ing  t h e s e  e r r o r s  now w i l l  cause Danareksa 
t o  r epor t  a one-time w r i t e d m n  of a s s e t s  a g a i n s t  r e t a ined  eernings i n  
excess of Rp. 18 mi l l ion ,  o r  35% of repor ted  c a p i t a l  reserves.  

Danareksa a l s o  m i n t e i n s  t h a t  it has been "forcedI1 t o  buy l a r g e  
blocks of various s h a r e  i s s u e s  i n  the  market because I t there a r e  no o the r  
buyers." This seems t o  be a c a s e  of  being caught up i n  a vicious c i r c l e  
because of  t h e  cause and e f f e c t  r e l a t i o n s h i p  of  Danareksals dominance of 
t h e  market and t h e  f ixed  r e t u r n  na tu re  of t h e i r  c e r t i f i c a t e s .  They cwn 
such a l a r g e  proport ion of t h e  t o t a l  shares  i ssued t h a t  they have 
e f f e c t i v e l y  s t i f l e d  the  mrketts d e s i r e  t o  compete wi th  them, thereby 
l e a v i n g  Danareksa t h e  only "buyer" w i l l i n g  t o  make a market. They have 
been a b l e  t o  sel l  some bond c e r t i f i c a t e s  held through t h e  secondary 
market orily due t o  t h e s e  f i x e d  r a t e s  of r e tu rn .  However, t h e r e  i s  l i t t l e  
i n c e n t i v e  f o r  an inves to r  t o  purchase sha res  i n  t h e  secondary market 
which have a s i g n i f i c a n t  p r i c e  f l u c t u e t l o n  (lcss) r i s k  when Danareksa 
i t s e l f  w i l l  assune this risk and i s s u e  c e r t i f i c a t e s  which a r e  e f f e c t i v e l y  
government gusranteed boncs. 

The r e s u l t  of t h e s e  p o l i c i e s  has been t o  he lp  depress  t h e  very 
market Danareksa was c rez ted  t o  s t imula te .  Since 1977 orily 24 companies 
have l isted shares  on t h e  s t o c k  exchange; 18 of t h e s e  a r e  joint-venture 
companies t h a t  were s t r o n g y  encouraged t o  a d ~ p t  t h i s  approach i n  . . corrpliance wi th  g o v e ~ m r n t  ~ s r i t a t i o r s  on f e r e i g n  investment and t o  t ake  
a d v a c t ~ ~ e  of tax  incccLLvoc c f f e r e t .  The== P s  9eli no new s tock  i s s u e  
on the Zakzrta e x c t a s  r 5 t f  364. Thc ,~  k v e  W n  16  s q z z a t e  bond 
ME f-l-*~ f n  t;lf 6- - 2 - C  -c== 4- = -. --- -4- -y, -rr- - tf ; m e  W % ~  :m only 
tiiIef c.ff=.z-1-, S V P T l f  z&-~CC 'i -oc=--S C--L  . +&7, ,, -- .,GL k r i i - e k s ~  
and its @ c i n ~  mecPir.krs kve  sp-\/ec E t ~f-fze in t9Ls m r k ~ t  a s  no 
p r i v a t e  f i r m  have a t t ~ t = c  z bond k s ~  to a s = .  

Recently, the ~ c v m l t  i s s u e d  a cmpz%ssive series of decrees t o  
1) f u r t h e r  d e - r e g d e t e  tnc  mchen lcs  of the s t s c k  exchanse and 2 )  c r e a t e  
a new ~2rd1& r ~ r k z t  c i s l zncd  t o  a t t r a c t  m c m p a n i e s  t o  l i s t  t h e i r  
sha res .  These d e C i w  weze wclcm~ed a s  a v c y  p o i t i v e  s t e p  teri~rcs 
r e - v i t z l l z i n g  the c a p i k l  rzrk~t a s  they eUrLrztsd a number of  
p r o c e d u r d  d i s incen t ives  t h z t  h2d s f f e c t e d  t h e  supply side a f  the  
rrarket. bong t h e  mcst p c s i t i v e  c h a n p s  a r e  t h e  allowance f o r  fo re ign  



ownership of s tock  and t h e  e l iminat ion  of Danareksa's p r e f e r e n t i a l  r i g h t  
t o  purchase up t o  50% of any new s h a r e  i ssue .  The main impedirrent 
remaining is the  continued high c o s t  of equi ty  c a p i t a l  versus debt  
f inancing f o r  pass ib le  new e n t r a n t s  and the a t t r a c t i v e n e s s  of a l t e r n a t i v e  
investments i n  bank time depos i t s  f o r  poss ib le  inves to r s .  

A b r i e f  review of t h e  opera t ions  of  P.T. Danareksa revealed a number 
of admin i s t r a t ive ,  s t r u c t u r a l  and accounting problems which s e r i o u s l y  
affect t h e  company's performance and a b i l i t y  t o  f u l f i l l  its mandated r o l e  
and negat ive ly  a f f e c t  t h e  development of  the  c a p i t a l  market i n  general.  
These problem can be ca tegor ized  i n t o  three areas:  

o t h e  

o t h e  
t h e  

o t h e  
and 

dominant p o s i t i o n  of  Danareksa i n  t h e  c a p i t a l  market; 

i n a b i l i t y  t o  implement an e f f e c t i v e  s h a r e  d i s t r i b u t i o n  system t o  
pub l i c  through Danareksa c e r t i f i c a t e s ;  and 

f a i l u r e  t o  follow cons i s  t e n t  and acceptable  accounting p r a c t i c e s  
t h e  need t o  provide timely dissemination of  f i n a n c i a l  da ta  t o  

inves to r s .  

5.1 DANAREKSA MMKET POSITION 

As previously mentioned, Danareksa has grown t o  such a s i z e  over t h e  
p a s t  10 years t h a t  i t  now t o t a l l y  dominates the s t o c k  exchange. As of  
12/31/87, Danareksa owned a t o t a l  29,853,292 sha res  o r  50.97% of the  
t o t a l  sha res  listed i n  t h e  market. A breakdown of t h i s  s h a r e  ownership 
r e v e a l s  some i n t e r e s t i n g  f a c t s :  

To ta l  sha res  listed on exchange: X ,565,311 
Tota l  shsres c w n d  by Dznzreks~:  29,€53,292 

of  which: 3,609,800 a r e  pledged f o r  "back-to-backw 
c e r t i f i c a t e s  

11,221,105 a r e  pledges f o r  Danareksa 
c e r t i f i c a t e s  

U,E22,387 a r e  he ld  i n  p o r t f o l i o  
mencurbezed+ 

Unmcmhzec! ~ t n s  t h a t  t h e  SS,E:% 
a s  securfzy  for any fund c e r t i f i c a t e s  

z e  without any l i e n  and a r e  not  pledsea . 
issued.  



shares owned and available for t h i s  purpose. Th i s  s t a t i s t i c  shows that 
Danareksa has gone fa r  beyond the level of share purchasing necessary t o  
complete i t s  mandate of capital  and income distribution. They should 
ei ther  issue more cer t i f ica tes  ut i l izing thei r  existing portfolio as 
security or s e l l  these unencumbered shares outright t o  other investors. 
It is disturbing to note that despite the issuance of Dana h u m  
cer t i f i ca te  series E i n  1987, the number of shares held i n  the portfolio 
unencumbered actually increase0 by 193,192. This means that Danareksa 
was once again a net purchaser of shares i n  the market during 1987. 

It w i l l  be a long and somewhat d i f f icul t  process t o  effectively 
unwind Danareksa from its present position of aominance because of the 
absolute s ize  of its portfolio as well as the very shallow nature of the 
market. In effect ,  ffinareksa is its awn worst enemy in  the si tuat ion 
because almost any action i t  takes w i l l  have a significant impact on the 
market and share prices. Danareksa cannot just  ndumpn its shares, as the 
market is too t h i n .  Also, it m u s t  realize that  mast of the shares held 
w i l l  have to  be "marked to  market" before any buyers w i l l  show interest.  
This action h ~ s  been E n  anathema to  Danareksa rranagement who continue to  
value portfolio investments a t  the original purchase price. They simply 
refuse . to  accept a loss. Kevertheless, Danareksa should begin the 
process of disengaging i t s e l f  from the doninant role i t  has assuned and 
scale back i t s  operetions to a more rea l i s t i c  and dynamic level. 

I n  the process of relinquishing its control of the market, Danareksa 
must d s c  re-structure the terms and conditions of the cer t i f ica tes  that 
i t  issues. By the very nature of issuing a medium-term cer t i f ica te  which 
guarantees a rninimm cash divioend, based upon one-year bank deposit 
rates,  and whose future repurchase is s lso  guranteed by the issuer, 
Danareksa is  simultaneously competing wi th  the bond rrarket, the financial 
money market and the secondary share rrarket. I n  fac t ,  these cert if icates 
are a majcr impediment t o  the development of a secondary rraket for  
several reasons : 

o They guarantee a cash dividend which is unrelateo to  actual stock 
values. Therefore, they do not carry the same level of r i s k  as 
owning a share airectly. 

I 

o They are vi-tuaEy " r i s k  freen ES the f s z ~ ~ r ,  G g ~ v ~ z m s i  qency, 
gl~riii;t= '=CEU=ES~ a t  face t-A ?st= a e l i z  - = ~ F = ' T .  

Dansreksa receives long-term g o v e r m l ' s  f undr z t  S U ~ ~ Z ~ C  
in teres t  rates which l l l o w s  it t o  h c l 3  shsres i n  its p c r t f c l i o  for 
long periods. Long-tex f u n s  zre nct rczdily ~ v ~ S a 5 k  tc other 
potential traders c r  p s i b l e  fund rrznagers such as tk EZs. 



o The formula f o r  dividend payment (based on one-year bank depos i t  
r a t e s  ) perpetuates  and r e i n f  orces  t h e  market psychology towards 
immediate cash  dividend income versus s h a r e  apprec ia t ion  and c a p i t a l  
gains.  

The a c t u a l  e f f e c t  of t h e  s t r u c t u r a l  terms and condi t ions  of t h e  
c e r t i f i c a t e s  i s sued  by.Danareksa, wi th  a guaranteed r e t u r n  f ixed  t o  1 
year  bank deposi t  y i e l d s ,  is t o  impede t h e  development of  a secondary 
market by removing a l l  p o s s i b l e  s h a r e  apprec ia t ion  and r i s k h e w a r d  
mechanisms from the inves to r s .  Inves to r s  i n  Dana h u m  c e r t i f i c a t e s  
e f f e c t i v e l y  hold a term, bond-like i n s  t runen t  and need not  concern 
themselves wi th  a c t u a l  movements i n  s h a r e  p r i c e s  o r  corpora te  performance. 

Danareksa does not  i s s u e  n e w  s h a r e  u n i t  dividends ( increased 
w n e r s h i p  i n  c e r t i f i c a t e s )  i n  t h e  mutual fund i f  s h a r e  p r i c e s  increase .  
I n  f a c t ,  Danareksa hss a ves ted  i n t e r e s t  i n  suppcr t ing  s tock  p r i c e s  i n  
o rde r  t o  p x t e c t  itself a g a i n s t  its (3wn open p o s i t i o n  due t o  t h e  f ixed 
minimun r a t e  of its c e r t i f i c a t e  l i a b i l i t y .  If s t o c k s  apprec ia te  i n  
va lue ,  Dansreksa c loses  i ts  funding gap l i a b i l i t y .  However, i t  does not  
pass  on increased value t o  i n v e s t o r s  and has only r a r e l y  decreased its 
dividend payout r a t e .  This is  not a free ~ r k e t  investment t r u s t  o r  a 
competi t ive mutual fund. 

A f i n d  important reasor: why Danareksa should re - s t ruc tu re  its 
c e r t i f i c a t e s  is t h e  huge open p o s i t i o n  t h e  company c a r r i e s  between the 
n a t u r e  of its revenue sources  and its dividend l i a b i l i t y .  H i s t o r i c a l l y  
Danareksa Pas pa id  a dividend r z t e  of 18% p.a. on its Dana h u m  
c e r t i f i c a t e s ,  only occas ional ly  ad jus t ing  t h i s  r e t u r n  a w a r d  t o  r e f l e c t  
a decrease i n  k n k  i n t e r e s t  r a t e s .  However, during t h i s  same period,  
dividend i n c m  from s h a r e s  h e l d  has decreased i n  abso lu te  (per  share) 
terms. Consequently a g r e a t e r  p c r t i o n  of t h e  dividends paid out  t o  
c e r t i f i c a t e  hdders s n n ~ a l l y  is a c t u a l l y  being subs id ized by dividend 
earnings  from unencumbered sha res  and i n t e r e s t  income on bonds and bank 
depos i t s .  I n  f a c t  almost 23% of Danareka's t o t a l  i n c m e  comes from 
i n t e r e s t  e a r n i n g  i n  the  money rtzrket (bank time depos i t s  and short- term 
notes) .  If these interest r a t e s  &crease, t he  company faces  a 
s i g n i f i c a n t  I i d 5 c y  crisis. Ey cmqar i son ,  only 24.6% of t o t a l  income 
wnes ifrorc c i v l z n c s  recCve5 f i ~ '  S ~ E Z S  owned. 

As c ~ n  k s E n ,  only an a v r z g  of 37.5% of t h e  t o l l  incane f o r  t h e  
f p u r  k n a  Lnw sc - i s  comes frm civicend income f o r  t h e  skres held. 
Tne tct+ Fncme l e v 4  i s  being suspozted s t rong ly  by bond and bank 
0e~cs i t  mt~,r& incone - 56.4% c f  t o t a l  income. The bcnd y i e l d s  a r e  
f ixed  f c r  the  f ive-yesr  l i f e  o f  !3e i r s t rur ient .  However, t h e  i n t e r e s t  
rates on k n k  d e p c s i t s  are  s u b j e c t  t o  s i g n i f i c a n t  movement and a r e  
c u r r e n t l y  decreas ing t o  a level of 15-17% f o r  one-year deposi t s .  As a 
result of t h e  dependence on f i x w  bond income ( the  average f o r  all i s s u e s  



is 16.27%), these funds a r e  unlikely t o  increase t h e i r  actual  iricome 
l e v e l s  i n  the near future.  Certainly they w i l l  not increase 
s ign i f i can t ly  u n t i l  there  is  a greater  development i n  t h e  share  market, 
an ac t ive  secondary market and increased dividend income due t o  corporate 
performance . 

Additionally, Table 16 reveals the  negative spread fo r  t h e  funds 
w i t h  sn average R.O.A. of 16% when they have t r a a i t i o n a l l y  paid 16%. I n  
order t o  continue paying such a dividend yield  on the  Dana h u m  
c e r t i f i c a t e s ,  Canareksa must u t i l i z e  a considerable portion of its 
earnings from other assets .  A t  an. 18% dividend r a t e ,  Danareksa must pay 
out a t o t a l  of Rp. 10.8 b i l l i o n ,  which is approximately a Rp. 1 b i l l i o n  
s h o r t f a l l  from the t o t a l  earnings of t h e  funds. This amount equals 
almost 30% of Canareksa earnings from unencumbered bank deposits i n  
1986. This source of income, which is highly vo la t i l e ,  represents 43.9% 
of Danarekszls actual  income f o r  tht year. As i n t e r e s t  ra tes  f luc tua te ,  . 
s o  w i l l  Dmzreksa's net  e a r n i n s  as  long as  they maintain a basically 
f ixed  dividend payout policy. 

The above analysis u t i l i z e d  1986 f inancial  data.  It would appebr 
from preliminary data fo r  1987 t h a t  the negative impact of t h i s  
c e r t i f i c a t e  s t ruc tu re  is even more pronounced because bank in t e r e s t  r a t e s  
declined over the year and dividend income did not improve 
s ign i f ican t ly .  It is s t rongly recommended, therefore ,  t ha t  an in-depth 
f inanc ia l  analysis of the  company's cash flow posi t ion,  complete w i t h  
projections fo r  various i n t e r e s t  r a t e  scenarios,  be i n i t i a t e d  a s  soon a s  
possible. The current  policy of c e r t i f i c a t e  s t ruc tu re  is  a f inanc ia l  
time bomb. 

5.2 DAMREKSA/SEOONDARY MARKET DEVELOF3*IP(T 

As descriLsed sbove, bna reksa  and i t s  method of operation a r e  one of 
the  main reasons f o r  t h e  almost corrplete lack of a secondary t rade market 
f o r  shares  i n  Inaonesia. The other  impediment is an unequal tax policy 
which is d i s c r i r r i r ~ t o r y  towaids the cap i t a l  market and is  a subject  fo r  
separate  study. knareksa  can M? s t imulate  the  growth of the secondary 

undemri te r  i n  the 
tae ~EF-LS am commercial 

o Cwzzeksa should o e s 3 t  fm, k%rvening i n  the r rake t  f ~ r  its own 
p u i i c s ~  cr because cf E pc-&vec nek t o  s t ~ c i l i z e  s h t x  prices.  
A fie rrzrkt e! !vkomr; t  mrst be estzklkhed befcre i n v s t o r s  w i l l  
be ab le  t o  retlix c a ~ i t a  @rs. In  a less ranfpulsted ra rke t ,  the 

4 E-- and c ther  h t f t ~ t i o n d  i n v s t o r s  can become more act ive i n  
funding and investins f o r  their w n  account a s  well ss their 
C1is-,ts ' . 





o Danareksa should begin t o  gradually sell its excess holdings back t o  - 
the  market and diminish its overwhelming posi t ion a s  a 51% owner of 
a l l  shares listed. The cmpany should concentrate its e f f o r t s  on 
its original  r o l e  as  a wit t r u s t  fund. 

o Danareksa should allow and encourage competition i n  the mutual fund 
market. The best opportunity t o  do this is t o  work closely w i t h  
WFIs and a s s i s t  them i n  obtaining the long-term funding they 
require i f  they a r e  t o  hold shares  i n  t h e i r  por t fol io .  The 
following swap t ransact ion is an exa le of the type of act ion t h a t  -+ could be taken. This  t ransact ion wo d be beneficial  t o  botn 
par t ies  and cap i t a l  market development i n  general: 

1. A swap o r  t rade of a s se t s  is negotiated between Danareksa and a 
syndicate group of N B F I s  (possibly including c m e r c i a l  banks). 

2. Danzreksa swaps a portion of its excess (unencumbered) 
investment asse t s  (stocks, bonds, time deposits)  f o r  promissory 
notes issued by the syndicate group. 

3. 'NBFI promissory notes a r e  of medium-term maturity (3-5 y e ~ r s )  
and could carry a var iable  r a t e  of i n t e r e s t  a s  negotiated. 

4. Danareksa now holds NBFIs notes and NBFIs hold shares i n  l i s t e d  
cunaanies. Both pa r t i e s  would ncw be able t o  i s sue  a new mutual 
fund backed o r  secured by these assets .  

5. Tne new Danareksa c e r t i f i c a t e  could be a t rue  mutual income fund 
k s o 5  Lpon r a t e s  of NST notes. 

6. NjX mutual fund c e r t i f i c a t e s  would a l so  have income poten t ia l  
ks& upon ac tua l  share  performance. NBFIs would not incur  the 
same mismtch i n  revenue and l i a b i l i t y  a s  Danareksa current ly  
experiences. 

7. Incom from s d e  of EFI mutual fmds  would be avai lable  fo r  
S~CL-;  a d  carpczatc leiicing and a greater  percentage could be 

I z x t e n c ~ z  f o r  l o n g s  tc-rc t h n  current ly  offered. 

r--q .=,~etat;le secu r i t i e s  avar tahle  t o  the  investor r raket .  A 
# se-y r a k e t  i n  b ~ t h  new fund c e r t i f i c a t e s  should develop. 

A corrs i ters t le  amount cf negzt ia t ion must tske place befcre such a 
t r a r s ~ c t i o n  would be woikable. honetheless, i t  is recommended t h a t  
Ganareksa begin t h i s  process and work t w a r a s  irplementing t h i s  or  



a l te rna t ive  financial  transactions.  Such innovative action w i l l  be 
necessary i n  order t o  stimulate and develop an ac t ive  secondary market i n  
Indonesia. 

5.3 DANAREKSA CERTIFICATE DISTRIBLJTION 

One of the primary rat ionale  f o r  establ ishing P.T. Danareksa was t o  
c rea te  a vehicle which would encourage public ownership i n  the corporate 
asse ts  traded on the stock exchange and t o  pass ~ r l  the benefits, o r  
income, of such ownership t o  a wide sect ion of t he  population. This 
d is t r ibut ion  was t o  be accomplished through the purchase of shares by 
Danareksa and the s iml taneous  issue of affordable fund ce r t i f i ca t e s  t o  
t h e  people. A s ingle  c e r t i f i c a t e  priced a t  Rp. 10,000 was considered a 
proper l eve l  of affordabi l i ty .  Whether by management policy or as a 
r e s u l t  of external cin=umstances, Danareksa has f a i l ed  carry out t h i s  
function. 

Through December 1966, Danareksa had issued a t o t a l  of 15,420,300 
c e r t i f i c a t e s  consisting of the following types: 

Cer t i f ica te  Total Tot a1 Total Total Value 
TYPE Issued Sold Held i n  12/32/66 

Portfol io  (Moving Average 
Price) - 

A. Sack-to-back 1,420,300 724,043 696,257 Rp. 10, e36,469,000 
Cert i f icates  

E. Cana hum 6,000,000 5,7130,953 249,047 Rp . 62,091,071 ,000 
Cer t i f ica tes  
Series A-D 

C. Zs;;a Bond Income 8,000,000 7,610,826 385,174 fip. 6Il,OOG,CC0,0G0 
LrLt Cert i f icates  
f - 7  - -  

C ~ - t m S y  only 6.7% of the t o t z l  ce r t i f i ca t e s  issued r e m i n  in tk 
Da~~:&sa portfol io  as unsold. These ce r t i f i ca t e s  have a n m 1 n ~ l  v d u c  
of Fq. 13.3 b i l l i on  and an average value as  of 12/31/67 of ig. 12.1 
h i l l ion .  The reraining 92.3% of the ce r t i f i ca t e s  issued t s t e  been sc la .  
The pic!ilen is  t o  whom they have begn sold and how Canarcksa r e p r t s  
ac tus l  c e r t i f i c a t e  wnership. 



The main problem seems t o  have developed due t o  Danareksals 
d e f i n i t i o n  of s a l e s  t o  the  The company c o n s i s t e n t l y  r e p o r t s  
c e r t i f i c a t e  s a l e s  t o  f u n c t i o n a l  groups such a s  pension funds and 
insurance  companies a s  s a l e s  t o  individuals .  While it ray  be 
understandable t h a t  Danareksa c e r t i f i c a t e s  a r e  d e s i r a b l e  investment$ f o r  
such funds, i t  is  extremely misleading t o  r epor t  such c e r t i f i c a t e  holders  
a s  based on the number of people wi th  r i g h t s  o r  claims a g a i n s t  t h e s e  
i n s t i t u t i o n s .  There is a cons iderable  d i f fe rence  between example A and 
example B below. 

Danareksz s e l l s  100 c e r t i f i c a t e s  to 50 d i f f e r e n t  individuals .  \ 

Therefore each person (on t h e  average) owns 2 c e r t i f i c a t e s  worth Rp. 
20,000. There a r e  thus 50 ind iv idua l  people who have a "voting 
r i g h t w  i n  the mutud  funds f o r  these  c e r t i f i c a t e s .  

Example B. 

Danareksa s e l l s  100 c e r t i f i c a t e s  a s  follows: 

10 c e r t i f i c a t e s  t o  10 ind iv idua l s .  
60 c e r t i f i c a t e s  t o  pension fund A wi th  20 members i n  t h e  pension 

fund. 
X c e r t i f i c a t e s  t o  insurance  company B with 300 pol icy  holders .  

I n  t h i s  case,  10 i n e i v i d u a l s  vo te  c e r t i f i c a t e  s h a r e s ,  one pension fund 
~ n 2 g e r  votes 60 c e r t i f i c a t e  s h a r e s ,  and one insurance  canpany f i n a n c i a l  . . c l r e c t c r  v o t ~  3 c e r t i f i c a t e  s h a r e s ,  The 20 pension fund members and 
the  S O  insurance p d i c y  holders  do not own Danareksa c e r t i f i c a t e s  but 
only  have riflts &inst e i t h e r  t h e  pension fund i n  which they a r e  vested 
O i  ~ g i r u t  the z s s e t s  o f  t h e  insurance  company a s  c r e d i t o r s .  

k n a r e k s a  rakes  a cons iderable  e f f o r t  t o  p resen t  s t a t i s t i c s  i n  t h e i r  
a n n u d  r e p o r t s  -which s t a t e  t h a t  i n  the case  of example B, they have 
z c t e y  sold 1GO cert. ificates t o  some 330 indiv iduals!  They f u r t h e r  
t.;=~iZ GOW t 7 ~  C W ~ ? *  by s o c i d  ~ P S S  of the c e r t i f i c a t e  holder ,  i.e., . . 

I c i v ~  s trvz~ts ,  stuccz%? h o ~ s d v e s ,  e tc .  This is e n t i r e l y  rnisleaeing 
zs Lt ==!icy t x t  5zsLficztiom f i t  the  membership of various 
C .  - -  -- , , -'., d =:--r: WTLZZ zt'f ~ z 5 - y  t% prticular pension fun& cr 

--: c-..-2s. 

=thouF LSCZ~Z= ZZE PGVE nct been prcvided, as of 1985 over b6!% c f  
t z ~  r~--Lfk~& stlz WSZE zctlr-:ly OW& by pension funcs ,  i n s t i t u t i c n s  
anc founcztims. it& xrns that only 14% is actual ly avned by s e p a r a t e  
m e  c i s t i n c t  i n c i v i n u s l  persons. This is 2 f a i r l y  dismal performance 
t f t ~ r  10 ysars  of c e r t i f i c a t e  sdes. 

C e r t i f i c a t e  h c l c i n g  by these groups f u r t h e r  compound the prob1err.s 
cf zn a c t i v e  c ~ r i t a  rsrket as pension funds tend t o  hold the  
c e r t i f i c a t e s  u n t i l  r x t u r i t y  once purchased. It is  obvious tkt b n s r e k s a  



has n o t  fulfilled one of its major ob jec t ives  - t h e  d i s t r i b u t i o n  of s h a r e  
ownership t o  the populace. This  concentra t ion  of s a l e s  o f  Danareksa 
c e r t i f i c a t e s  is f u r t h e r  excerbated by t h e  f a c t  t h a t  most of  t h e  
c e r t i f i c a t e  holders  a r e  a c t u a l l y  government pension funds o r  t h e  na t iona l  
s o c i a l  s e c u r i t y  system. 

When one considers  t h a t  s e v e r a l  o f  t h e  companies wi th  l is ted s h a r e s  
and a l l  of the companies which have i s s u e d  bonds a r e  goverment  owned a s  
well, i t  is apparent  t h a t  t h e s e  t r ansac t ions  a c t u a l l y  complete a vic ious  
circle. It can be argued th&; the  sale of  government paper, throu* a 
government agency t o  another  government company, is a c t u a l l y  an open 
p r i n t i n g  press  fcr l o c a l  currency c i r c u l a t i o n .  Without debat ing  
macro-economic theory ,  such a pol icy  seems t o  be i n f l a t i o n a r y  and s e l f  
d e s t r u c t i v e  t o  t h e  budgetary process. 

I n  order  t o  properly and e f f e c t i v e l y  d i s t r i b u t e  t h e  b e n e f i t s  of 
c a p i t a l  market p a r t i c i p a t i o n  t o  t h e  genera l  publ ic ,  Banareksa must 
undertake a m j o r  r e - s t ruc tu r ing  of  its marketing philosophy ano sales 
d i s t r i b u t i o n  systems. A number of a c t i o n s  can be undertaken t o  s h i f t  t h e  
major i ty  ownership of  Danareksa c e r t i f i c a t e s  away from government 
i n s t i t u t i o n s  towards the genera l  public .  However, one must also r e a l i z e  
t h a t  t h e r e  a r e  a nunber of interdependent  f a c t o r s  which a f f e c t  t h e  
marke tab i l i ty  and d e s i r a b i l i t y  of Danareksa c e r t i f i c a t e s .  There is a 
very l a r g e  component of i n v e s t o r  education involved i n  t h i s  s i t u a t i o n  a s  
wel l .  

According t o  b n a r e k s a ,  i t  is poss ib le  t o  purchase their 
c e r t i f i c a t e s  through t h e  n a t i o n w i d e  network of s t a t e  banks. There 
appears t o  be a cons iderable  gap between theory snd r e a l i t y  i n  t h i s  
matt2r .  Currently over 78% of all c e r t i f i c a t e s  a r e  held wi th in  the  c i t y  
of J a k a r t a ,  w i t h  t h e  next h ighes t  concentra t ion  i n  the i n o u s t r i a l  a rea  of  
West Java. A r ev i sed  marketing plan and system of incen t ives  must be 
devised t o  s t i m u l a t e  s a l e s  through t h e  bank branch network. Obviously, 
banks w i l l  be r e l u c t a n t  t o  sell Danareksa c e r t i f i c a t e s  t? their customers 
who a r e  p o t e n t i a l  deposi tors .  Perhaps a commission-based sales i n c e n t i v e  
program can be c rea ted  i n  conjunction wi th  the  placement of a Danareksa 
employee o r  r e p r e s e n t a t i v e  i n  s e l e c t e d  branch l o c a t i o n s .  

It is recommended t h a t  f u r t h e r  s tudy  be undertaken t o  e x a r h e  the 
pcss"'lity of cresting a series of company s p a r s c r s  e r ; $ a y ~  2mefit 
phrs i i i  w P ~  employe  contr ibutiorrs  s e  rztched a t  s m  rtL3 wL* tSf 
funcs i nves ted  fn k n s r e k s a  c e r t i f i c a t e s  held in  each d o v e e l s  c m .  
This woula h a type  of con t r ibu to ry  s a v i n p  p lan  which w o d ~  s w h  
t h e  des i red  c k t i f i c s t e  d i s t r i b u t i o n  g d .  

5.4 DNNEKSA ACCOLNTING PRINCIPLES 

The t h i r d  major a rea  i n  which b n z r e k s a  has s i ~ ~ d f i m n t  prot ler is  i s  
i n  its accounting p o l i c i e s  and f i n a n c i a l  r e p c r t i n g  p rac t i ces .  The 
company has f u e d  t o  follow c o n s i s t e n t  and genera l ly  ~ t c e p t e c !  accounting 
prac  t i c s  , p a r t i c u l a r l y  i n  its published annusl r epor t s .  Compounding 
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t h i s  problem is t h e  f a c t  t h a t  the a c t u a l  a v a i l a b i l i t y  of f i n a n c i a l  d a t a  
t o  the publ ic  ( inc luding p o t e n t i a l  inves to r s )  is extremely delayed - 
sometimes more than  18 months. It is f a i r  t o  s t a t e  t h a t  t h e  published 
f i n a n c i a l  s tatements of  Danareksa do not accura te ly  r e p o r t  t h e  company's 
earnings  o r  f i n a n c i a l  p o s i t i o n  and a r e  genera l ly  s o  untimely a s  t o  be 
v i r t u a l l y  use less  t o  the inves to r .  

The primary accounting i r r e g u l a r i t i e s  observed include:  

o A gross over va lua t ion  of  investment a s s e t s  which continues t o  be 
repor ted  a t  t h e  o r i g i n a l  purchase pr ice .  A b r i e f  a n a l y s i s  shows 
t h a t  sha res  he ld  should be w r i t t e n  dawn by a t  l e a s t  18% t o  r e f l e c t  
a c t u a l  cu r ren t  market value. 

o The mixture of  a c c r u a l  and c a s t  accounting methods i n  such a manner 
a s  t o  i n f l a t e  the balance s h e e t  ( i n t e r e s t  and dividend rece ivab les  
a s  cu r ren t  a s s e t s  wi thout  any corresponding dividend payment 
l i a b i l i t y )  genera l ly  makes the  company appear s t r o n g e r  than i t  is. 

o F a i l u r e  t o  r e p o r t  dividend payments on c e r t i f i c a t e s  i s sued  a s  an  
opera t ing  expense o v e r s t a t e s  reported p r o f i t s  by more than 95%. Due 
t o  the  s t r u c t u r e  of Danareksa c e r t i f i c a t e s  which guarantee a minimum 
dividend payment equal  t o  t h e  one-year bank depos i t  r a t e ,  t h e  
company cannot "declarew a dividend payment a f t e r  year-end c los ing.  
They must show t h e  a c t u a l  dividend payments made during the  year  a s  
an opera t ing  expense. There is no r e a l  op t ion  t o  paying t h i s  
dividend even i f  the " f i n a l t t  dividend amount mmt be approved by the  
Ministry of Finance. The management o f  Danareksa c o n s i s t e n t l y  
r e p o r t s  record  earnings  when i n  f a c t  they a r e  us ing g rcss  income 
(less minimal overhead expenses) f igures .  

There i s  a combinstion of  misleading d a t a  and omission of  r e l e v a n t  
information i n  t h e  published f i n a n c i a l  s ta tements .  The i n t e r n a l  
accounting systems of t h e  company appear capable  of producing 
accura te  and r e l e v a n t  f i n a n c i a l  da ta  e a s i l y .  However, t h e r e  s e e m  
t o  be an over t  po l i cy  by management t o  p resen t  only t h e  most 
b e n e f i c i a l  p i c t u r e  of Danareksa poss ib le .  This type of 
rrLsrepresentation only com ounds t h e  p rob lem of develc t lng  a f r e e  

a! t r a d i n g  and dynamic c a p i t  r a r k e t  i n  Indonesia.  

Tie f f i o v l n g  r e c m n d a  t i o n s  r e s ~ r & n g  CErzseks~ 's Z==LC-LX - 
p r s c t i c e s  and f i n a n c i a l  r e p o r t i n g  x e  offeree :  

o Fiequizre P.T. Danareksa to  utilize the s e r v i c e s  c f  an i r ;o~m,cer; t ,  
p r i v a t e  sector accounting f i rm f o r  the prepara t ion  and pllc;r+hing o f  
all f i n a n c i a l  r epor t s .  This work should be awsrtee on 5 k tc  k s i s  
and the Pdnis t ry  of F i n m c e  should send ou t  a r e q u s t  f c r  such b i c s  
t o  till rsjcr accounting f i rm  l i c e n s e d  i n  the country a s  sccn E S  
p m s i h l e .  



The government accounting o f f i c e  (BPKP) ccn cont inue  t o  examine and 
a u d i t  Danareksa f o r  t h e  purpose of  r epor t ing  on its i n t e r n a l  
procedures and its compliance wi th  government budgetary and 
opera t iona l  p o l i c i e s .  

Require Danareksa t o  pub l i sh  q u a r t e r l y  f i n a n c i a l  r e p o r t s  t o  t h e  
pub l i c ,  These need not  be audi ted  f i n a n c i a l  s ta tements  but should 
con ta in  r e l evan t  updated f i n a n c i a l  performance i n f o m a t i o n .  
Danareksa has a f i d u c i a r y  r e s p o n s i b i l i t y  t o  d i s c l o s e  its f i n a n c i a l  
performance t o  i ts  i n v e s t o r s  i n  a t imely fashion.  I n  th i s  re spec t  
Danareksa is s i m i l a r  t o  a s t a t e  bank. 

Commission an in-depth cash flow ana lys i s  of Danareksals opera t ions  
with the goal  of determining t h e  ac tua l  depth and s t r e n g t h  of its 
f inances .  This a n a l y s i s  should a l s o  inc lude  f i n a n c i a l  projec t ions  
with s e v e r a l  d i f f e r e n t  scenar ios ,  inc lud ing  the c a s e  f o r  w r i t i n g  
d m n  t h e  investment p o r t f o l i o ,  e s t i b l i s h i n g  loss reserves ,  Snd 
charging management f e e s  and cotmissions on t h e  funds administered. 

Audit t h e  investment and f i n a n c i a l  r epor t ing  p o l i c i e s  of the company 
wi th  the goal of c o r r e c t i n g  incons i s t anc ies ,  proper ly  valuing t h e  
p o r t f o l i o ,  and e s t a b l i s h i n g  t r u e  and use fu l  r e p o r t i n g  procedures. 

It i s  important t ha t  t h e  above c r i t i c i s m s  and recormendations not be 
i n t e r p r e t e d  a s  a c o n a ~ n n a t i o n  of  t h e  work of ind iv idua l  msnbers of t h e  
accounting s t a f f  of Danareksa. On t h e  cont rary ,  they have done s n  
e x c e l l e n t  job  i n  providing re levan t  data.  It appears t o  be a rranagemnt 
dec i s ion  t o  present  t h e  f i n a n c i a l  r e p o r t s  is  such a manner a s  t o  inc lude  
t h e  incons i s t enc ies  and e r r o r s  c i t e d  above. 

I n  a d i t i o n  t o  t h e  t h r e e  r a i n  problem a reas  d iscussed ebove, P.T. 
Ganareksa requ i res  a number of admin i s t r a t ive  and po l i cy  adj ts tments  i n  
order  t o  p lace  i t s e l f  i n  a more p o s i t i v e  r o l e  wi th in  the c a p i t a l  m r k e t .  
Again, some d r a s t i c  re-adjustments must be undertaken i n  t h e  opera t ion  of 
Danareksa i f  there is t o  be any p c s s i b i l i t y  of f u t u r e  d e v e l o p i w i  of t h e  
c a p i t a l  market i n  Indonesia. Much wcrk needs t o  be done in rzny z e s s ,  
bu t  t h e  c u r r e n t  p c s i t i o n  2nd a t x i r a c e  o f  Eamzeksa is a r ~ 2 t ~  
o b s t r u c t i o n  in t h e  m;;ath cf  p c s ~ ~ s . ~  

With the impending chance i n  senicr r ~ ~ ~ g s i s t ,  t'le tb5: % zLTt 
for t h e  e s t a b l i s k n t  cf a w o r k i q  cm.it te,  convened by the P l A t z y  cf 
Finance, t o  s tudy and d e v d o p  a l m p r a n z e  s t r ~ t e g i c  Dm fcr = ftzcre 
opera t ions  of Danareks;, This c m i t t c e ,  whFc3 shodd incluos i r ; t e r s t e c  
p r t i e s  from the pz ivz te  s e c t o r ,  should have a s p e c i f i c  rrancate t o  &sign 
and i n p l m e n t  s t r u c t u r a l  changes (indu3ng t h c s e  recmende5 h e s d n )  i n  
t h e  r o l e  of PDT, Dan~reksz .  

Table 1 7  o u t l i n e s  a nmkr of r emmenaed  a c t i c n s  t o  be unoertsken 
by Danareksa over t h e  next  n ine  monti IS t o  one year. 



TABLE 17: RET-MATIONS FOn P.T. DANMFIKSA 

MEDIW-TERM ACTIONS 
(3-6 CWIIlS) 

LONG-TERM ACTIONS 
(9 MONTHS - 1 YEM OMUARDS) 

&lay issuance of DANA 141am Certif.Lcates 
Scr.les F u ~ t . l l  furtlwr 3l.tdy 

Is tkme on altcrlmtlve ~C~uctrirc-. 

Issue H.O.F. decree rctflrlrlng Damreksa 
t o  utl l . lze servlces of prlvste accounting 
firm. Send art rerprcsta Tor bids from 
accountlng Iltns. 

CamLsslon lnternal  annl ys 1s of Oanareksa 
portfol.10 with p ~ l  tn rbl erslne saleable 
Investmc?r~ts nrnl f lrarw:lsl Inl(ine:l: ar 
%ark t o  m7rltr?l:n cl!' slvilrt 1~11~1.rr1llu. 

Conmlsslnn mi lrwkjn!rwk?t~l. sllwly to  analyze 
hnarelcsa or1 A c a d ~  fltw Iiasls an1 to  
quantify emu& ~rwl lq~oct of GO1 sthsidy 
of the company. 

flegln an in-tkylth revlm nr It*? structure 
and the terms arrl cwwlltl~wa of hrtareksa 
cr?rt lf icates a s  wall ns tlie msrkettng 
p r o c ~ u r e s  currently utlllzed. 

J s s m  a dccree which speclrically limits 
the ro le  of Oanareksa as  ~rvlerwriter i n  
p r lmry  w~rkut. Occrcn ~ImiLd also 
specifically a l l m  for c q ~ e t l  tlon with 
Chnnreksa b permitttry] o L k r  canpanies 
LO k x i t ~  mLfi ~ W Y ~ S  as  well. 

OcgLn implementation of new structure 
for Danareksa c e r t i  f icates with new 
issuc (Series F) which could lnclude 
mw features such as  variable r a te  of 
return based m actual share 
pcrformancc. 

Begin re-structuring of . 
Danareksa cer t i f ica tes  t o  perform 
more l i k e  true mutual 'funds. MJm t 
dividend pay-out ra te  as applicable 
and consider re-purchase/re-sale . 
program t o  more evenly distr ibute 
cer t i f ica tes ,  

Ncgotia t e  and structure an asse t  swap 
or share and bond holdings with Wls 
for  mcdiun-tern; (3-5 years) NDFI 
promissory notes, i n  coordimtlon 
with m ministry dccree allowing 
WI caqxinles t o  compete with 
Oanareksa fo r  thei r  own mutual fund 
issues. 

Obtain the services of a private 
sector teclnlcal  advisor to  work 
di rec t ly  with President of 
Danarcksa on a -long-term basis, 
Possible assistance from USAID for  
pcrsomel identif ication and funding 
should be pursued. 

Hire private sector accounting flrm 
t o  prepare Damreska financial 
rcporls . 
Receive s ta tus  
c m i t t e e .  

reports from working 

Complete revision of system and 
financial reporting procedures. 
Publish interim financial report. 

Take appropriate action bn various 
m t t e r s  as  recomnended i n  studies 
and analysis reports requested. 

Consider re-s tructuring 601 loan t o  
Danareksa, including an option t o  
accept a write-off against 
accounting loss on share portfolio. 
MI loan balance has steadily 
Increased t o  Rp 55 bi l l ion level  
as of 12/31/86. 

Study benefits of remdving 
Damreksa from r e a l  es ta te  business 
througt~ s a l e  (and possible lease- 
back) of new building. 

Comnlssim a study t o  analyze the 
bencifits of se l l ing a percentage of 
hnareksa shares directly on the 
stock market. A par t i a l  public 
offering of shares would ra ise  new 
capital  t o  offset  losses against 
net worth for share write down. 
Nso, par t ia l ly  privatize 
Danareksa, could positively 
influence overall capital  market 
developmerit. 
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ANNEX G - 
Pro jec t  Country: Indonesia . . 

Pro jec t  T i t l e  
and Number: 497-0360 - Financia l  Markets 

Funding: PI 1988 through FY 1993 
Grant: $12.0 Mill ion 

ftT/CE P r e p r e d  By: Joseph M. Carrol l ,  Office of Private Sector  Developmnt, 
USAfD/Indonesia 

Envirornental Action Recmended: 

Pos i t ive  Deteminztion 

Negative D e t e m k ~ t i o n  
or 

Categorical  Exclusion X 

These a c t i v i t i e s  meet the  c r i t e r i a  f o r  Categorical  Exclusion i n  k c o r d a m e  
w i t h  Regulation 16, Section 216.2k) and are  excluded from fur the r  review 
because they f a l l  within c r i t e r i a  2( i ) ,  2 ( i i i )  and 2(x). 

(Refer a l s o  t o  2ttaoVed j u s t i f i c a t i o n .  ) 

- -- 

'Missf on Dire t o r  

Approved : x 
*- 
Df ~approved: 



( .! 
A. R o j e c t  Descript ion 

The Financia l  Markets P ro jec t  (497-0360) is a s i x  year, $16 mil l ion  
p ro jec t  whose goal i s  t o  promote growth of t h e  p r iva te  sec to r  i n  Indonesia. 
The primary purpose of the  p r o j e c t  i s  t o  provide the  a s s i s t ance  required t o  
develop t h e  c a p i t a l  market i n  Indonesia s o  t h a t  p r iva te  e n t e r p r i s e s  w i l l  have 
access t o  long-term financing. Assistance w i l l  a l s o  be provided t o  encourage 
f u r t h e r  l i b e r a l i z a t i o n  of the  market, i r r l u d i n g  deregulat ion of SOEs . 

I n  the  area of c a p i t a l  market development, A.I.D. w i l l  support  the  policy 
reforms i n i t i a t e d  by the  GO1 by providing t h e  technica l  a s s i s t ance  and 
t r a i n i n g  needed t o  car ry  out pol icy  changes e f fec t ive ly .  This a c t i v i t y  w i l l  
a l s o  include support t o  inves to r  education ax! promotion campaigns. 

With resard t o  deregulat ion,  A.I.D. w i l l  address the  rreed f o r  ass is tance  
t o  DAN.?PSSA, the GO1 mutual fund, i n  its conversion t o  p r i v t t e  investment 
managemeat. Otkr deregulat ion a c t i v i t i e s  w i l l  include deregulat ion of 
m u n i c i p l  f i ~ r r = e  t o  p e r n i t  munic ipal i t ies  t o  raise t h e i r  o m  revenues an3 
i s s u e  bonds. 

8. I d e n t i f i c a t i o n  and Evaluatim of Environnental Impact 

The impact of this projec t  on t h e  envirornent  i s  l i k e l y  t o  k s l i g h t  i n  
o v e r a l l  magnitude and e s s e n t i a l l y  indirect. me p o l i y  dialogue, technical  
a s s i s t a m e  and t r a i n i n g  components w i l l  have no d i r e c t  imgast on t h e  p h y s i d  

C,; enviroment.  Assistance t o  be provided t o  DAWKSA w i l l  be used t o  develop a 
- - ~ r i v a t e  investment manaa-mnt c a ~ a b i l i t ~  and w i l l  not be used t o  f i r i n c e  

d i r e c t l y  the  a c t i v i t i e s  6f any o& compahy. The c a p i t a l  markets developed i n  
t h i s  p r o j c t  w i l l  provide funds f o r  individual  p ro jec t s  of a d iverse  na turs  i n  
which- i d i v i t u d  cbyianies inves t .  However, A.~.D; w i l l .  not x t t l n  ~ v b w  
a p p r o ~ l  author i ty  o v s  t h e  a c t i v i t i e s  of those c w n i e s  o r  other uses cf  
funds obtained throuah the c a ~ i t a l  narket .  Eecause the  D~CJ=&S w a  not k 
used f o r  t h e  purpose- of carrying. out  s p e c i f i c a l l y  i d e n t i f i a a l s  a:tf v i Y e s  , rr7 
f u r t h e r  env i romenta l  review is poss ib le  o r  . - necessary. 


