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Abstract 
 
The order of financial market reform in Indonesia, which largely preceded real sector 
liberalization, was unusual as the external capital account was opened prior to domestic 
financial market reform. It is posited that changes in financial market policies in 
Indonesia were strongly influenced by changing circumstances in Indonesia’s access to 
external finance and to changing conditions in international financial markets. For 
example, the oil boom and petro-dollar recycling phenomenon reduced Indonesia’s fiscal 
and financial constraints and, consequently, domestic financial markets became highly 
regulated and credit and savings flows subject to state controls. The end of the oil 
bonanza meant tighter fiscal constraints and necessitated tax and financial reforms 
aimed at boosting savings and increasing the efficiency of domestic financial markets. 
The success of Indonesia’s financial reforms, though not without problems, provides 
another case study on the crucial role financial liberalization can play in overall 
economic development.  
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Financial markets and changing policies toward them have played a crucial role in the divergent 
development paths that have been followed within East and Southeast Asia. Most of these countries have 
endured periods of severe financial repression, episodes of high inflation, and state dominance in 
ownership of financial institutions and interventionist policies in the allocation of scarce resources, 
financial or otherwise. Programs of financial liberalization and attempts to move away from state 
dominance to more market-determined prices for financial assets and greater private sector control of 
financial institutions have likewise been common features in the development process. However, the 
timing, sequencing, and depth of reforms have all varied and in a somewhat unusual manner. For 
example, financial liberalization began sooner and went a good deal faster and further in Indonesia, 
despite its rather low income per capita, than in some of the newly industrializing economies of East Asia, 
particularly Republic of Korea and Taipei,China. Indonesia eliminated exchange controls and maintained 
an open capital account and a convertible currency since the early 1970s. Real sector liberalization, 
meaning deregulation of industry, lowering of trade and investment barriers, and reducing the role of state 
enterprises, in the main, followed financial reforms in a reverse order of sequencing.  

Indonesia, like Republic of Korea, relied substantially on concessional grants and loans from both 
multilateral and bilateral donor agencies, with external debt becoming quite large in terms of absolute 
amounts and in relationship to exports and GDP. Indonesia has also had to face balance of payments 
crises along with periods in which foreign exchange and financial resources were relatively abundant. 
What then enabled Indonesia to successfully open its capital account and liberalize its financial markets 
relatively early in the development process?  

This paper provides an analysis of how changing circumstances in the international financial 
markets and in the availability of external finance have influenced domestic financial markets, 
institutions, and policies of Indonesia. In particular, the impact of external finance on the timing, 
sequencing, and depth of policy reforms toward the domestic financial sector is examined. The role of 
external capital, particularly concessional loans from official sources, and also of loans from private 
commercial banks and direct and portfolio investment, is considered in attempting to provide an 
explanatory framework for the observed pattern of financial market development.  

 
Indonesian Financial Development from Independence to the 1990s 

 
The development of the financial sector and government policies toward the financial sector 

appear to have evolved depending on the relationship of the government with international financial 
institutions and markets in terms of creditworthiness and domestic political considerations. It is argued 
that access to international capital markets has been a crucial factor in overall economic performance in 
Indonesia. Loss of such access was associated with economic disaster under Soekarno in the early to mid-
1960s. Restoration of Indonesia’s credit standing, in turn, was vital to the economic recovery and success 
brought about under the New Order of Soeharto. However, the circumstances under which access to 
external financial resources could be sustained have undergone major changes and thus influenced the 
policies toward domestic financial markets and institutions.  

The Soekarno regime’s approach is considered first, both in its “mild” initial period (1950-1957) 
then in its more aggressive Guided economy period (1958-1965). The Soeharto (New Order) years are 
divided into an early period of stabilization and reform (1966-1973), the oil boom period of credit 
controls and preferential credit programs (1974-1982), and the financial liberalization and deregulation 
period (1983-present).  

 
Financial Repression: The Soekarno Years 

 
In the initial period following independence (1950-1957), Indonesia’s banking and financial 

system retained many of the features it had in the colonial period, though there were also some significant 
changes. First, the Dutch approximation to a central bank, the semipublic Javasche Bank, was 
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nationalized in 1951 and became the official Indonesian Central Bank, Bank Indonesia (BI) in 1953. 
There were seven remaining foreign banks (three Dutch, two British, and two Chinese) that continued 
commercial and foreign exchange operations and were basically oriented toward short-term trade 
financing. Two Indonesian state banks, Bank Negara Indonesia (BNI) and Bank Rakyat Indonesia (BRI) 
were enlisted by the government to help promote indigenous (pribumi) interests. BNI established the 
Benteng Program which provided Indonesian traders with trade credits at preferential rates. Preferential 
credit went hand-in-hand with allocation of import licenses intended to allow the Indonesians to establish 
import businesses. BRI concentrated on providing credit to indigenous small and medium-sized firms in 
industry.  

Between 1953 and 1957 BI financing of government operations was much larger than bank credit 
to private and state-owned commercial enterprises (MacIntyre 1993). Nevertheless following 
independence there was substantial expansion in both the number and commercial activity of private local 
banks. The number of these banks grew from only 15 in 1951 to 104 by 1957; the assets of the 20 largest 
of these new private banks grew more than six-fold between 1953 and 1957 (MacIntyre 1993). BI 
encouraged this development by providing subsidized credit to assist their expansion, which was deemed 
favorable in promoting local industry. The coupling of preferential credit with import restrictions intended 
to create a class of indigenous entrepreneurs. The effort fared poorly, mainly because of the weak human 
resource base. Non-indigenous (Chinese) businesses retained their dominance in the private commercial 
sector. Fragmented and poorly coordinated programs resulted from the fluid and ever-changing political 
environment in these early years. Events in 1958, however, were to mark a significant increase in the 
economic power of the state and, in particular, of state control in the financial sector.  

 
The Guided Economy and Financial Chaos 

 
The conflict with the Dutch in New Guinea led Indonesia to nationalize remaining Dutch firms in 

1958, including the three private Dutch banks. Under Soekarno’s Guided Economy, state intervention and 
control became pervasive. As MacIntyre (1993, 132) points out: “Rather than transferring former colonial 
enterprises to local entrepreneurs as happened, for example, in South Korea, however, it was decided that 
these enterprises should be owned and controlled by the state itself.”1 The government took a hostile 
stance toward foreign investment, and many investors withdrew investment capital from the country in 
the early 1960s. The hostile measures taken alienated western governments and private investors alike. 
The loss of access to western foreign aid and investment was somewhat compensated for by Russian and 
Eastern European assistance. The global competition between the Soviet Block and the Western 
democracies provided an option to governments of developing countries such as Indonesia. As developing 
countries in the late 1950s and early 1960s had little or no opportunity to tap private capital markets 
abroad, having access to concessional loans and grants from foreign sources was vital. The option of 
receiving assistance from the Eastern Block countries probably strengthened Soekarno’s hand in 
expansion of statist policies, though the option was an imperfect substitute for Western assistance. As Hill 
(1992) points out: “In the mid-sixties, Indonesia was perhaps the least industrialized of the world’s large 
developing countries ….There was no foreign equity capital in the sector, while the Soviet Union and 
other East European countries constituted the principal source for the trickle of imported industrial 
technologies” (Hill 1992, 204).  

Bank Indonesia enjoyed little autonomy as a central bank prior to 1958, but had conservative 
leadership. In 1958, Soekarno moved to seize control of the banking system so that he could turn it into 
an instrument for financing the implementation of his version of state-led industrialization. Legal 
restrictions on central bank financing of the Treasury and on reserve backing for the issue of currency 
were brushed aside, turning BI into what MacIntyre calls “a rubber stamp”. All state-owned banks were 

 
1  The contrast with Republic of Korea suggests the Indonesian government was still trying to establish its strength 

and legitimacy following the long period of foreign rule and the comparatively short period of independence.  
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then consolidated into one mega entity, Bank Negara Indonesia (BNI). By 1959, the share of the public 
sector in the allocation of credit by the commercial banks reached 57 percent compared with just 
12 percent in 1956. The private sector was increasingly crowded out and had to make do with a 
diminished share of bank credit (Arndt 1971).  

The dominant position of the state in the banking and financial industry in Indonesia was thereby 
reinforced. The collapse of government fiscal revenue resulting from the declining production and exports 
in the now nationalized plantation sector coupled with the extravagant expenditures on monuments and 
Soekarno’s other nationalistic constructions resulted in ever-widening fiscal deficits. Financing of these 
deficits triggered an inflationary spiral. The triple-digit inflation that resulted in the mid-1960s was 
largely ignited by the monetization of the huge fiscal deficits of the Indonesian central government. The 
collapse of the economy under the weight of hyperinflation, balance of payments, and fiscal crises, and 
civil war following a failed coup attempt by leftist forces led to the establishment of the New Order under 
Soeharto who formally took power in March 1966. The New Order wasted little time in seeking to restore 
ties with western donors as funds were desperately needed to import essential items and restore 
macroeconomic stability. By the late 1960s, international financial markets had become more developed 
with more liquidity resulting from US balance of payments deficits. In addition, Singapore had become 
more established as an international financial center. These changes, along with continued competition 
between the rival blocks in offering foreign assistance and the obvious possibility of receiving large-scale 
US development assistance helped encourage the New Order to effect a dramatic shift in economic 
policies, including financial policies.  

 
The New Order: Stabilization and the Open Capital Account  

 
The New Order government essentially faced the economic crisis by adopting stabilization 

measures worked out in cooperation with the IMF, World Bank, and major bilateral donors like the US. 
These measures included a devaluation, reigning in of budget deficits and moderating growth in the 
money supply, and measures to restore investor confidence and attract capital back into the country. 
Among the earliest financial reform measures were: (a) dismantling of the monolithic BNI in 1967 and 
setting up five separate state commercial banks along with a state savings bank and state development 
banks in each of the provinces; and (b) reestablishing the central bank (Bank Indonesia) in 1968. BI 
initially took a rather dim view of the existing private banks in the late 1960s. It actively encouraged 
mergers and consolidation among the private local banks and ordered 24 of them to suspend operations 
temporarily in 1967. BI strongly influenced the allocation of credit during this period through:  

 
• direct allocation of cheap credit to “priority borrowers,” such as state enterprises and Bulog (the 

state bureau of logistics which controls “strategic commodities”, largely rice);  
• by control over the deposit and lending rates offered by the state banks;  
• and through preferential liquidity credits issued largely to the state banks (see below). 
 

The first meeting of the Inter-Governmental Group on Indonesia (IGGI) took place in 1968 and 
restored Indonesia’s international credit standing. The IGGI represented in concrete terms the benefits to 
Indonesia of its new policies by providing the government ready access to external finance and expertise 
for its development programs. An immediate benefit was through debt relief provided by the US. 
Domestic financial markets became more stable as tight fiscal policies limited the need for accomodating 
money supply growth. High nominal interest rates on time deposits became positive in real terms as 
inflation rates fell to single digits in 1969. Renewed access to foreign credit facilitated the changes in 
financial policies that were urged on by western-trained Indonesian economists (the so-called “Berkeley 
Mafia”). In 1969 and 1970, the government undertook steps to unify the multiple exchange rate system 
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and to open the capital account, particularly for outflows of foreign exchange which were completely 
unrestricted after April 1970.2

By the end of the 1960s, the structure of the financial sector was dominated by state banks, 
including Bank Indonesia (share of assets: 58.9), the five state commercial banks (30.6), and 25 regional 
development banks (1.0). Among the commercial banks, the state banks accounted for 75 percent of total 
assets, with 13 percent held by 11 foreign and joint venture banks, and the rest by private domestic banks 
(see Woo 1994). 3

Among the stabilization initiatives undertaken in the late 1960s was the “balanced budget” law 
that requires government expenditures to be no greater than revenue from domestic and foreign sources 
(including foreign grants and loans from official sources). In reality, the government used inflows of 
concessional credit to finance the so-called development budget—or the noncurrent budgetary 
expenditures—to the extent that the current revenues minus current expenditures fell short. External 
borrowing by the public enterprises and the private sector were strictly monitored and controlled as 
ceilings on bank borrowing abroad were put in place when Indonesia defaulted in 1965. These were 
liberalized in the late 1960s, but BI still maintained a global quota (allocated among the various 
commercial banks) and sought to also regulate the uses of such borrowing.  

In 1967 a Foreign Investment Law was enacted in order to provide a stable institutional 
framework in which to attract capital back into the country and to direct it to sectors of priority for 
development. Restrictions were placed on foreign ownership and divestiture of 51 percent of ownership 
shares was required within a fixed time period. In addition, investments were restricted to priority sectors 
identified by the government. A Domestic Investment Law was enacted in 1968 to clarify the role of 
private domestic investment in the New Order. These measures, coupled with unification of the exchange 
rate and assurances of freedom of capital and profit repatriation through the open capital account policy, 
succeeded in encouraging the return of “flight capital” and in bringing about new foreign investments.  
 
Inflation, Inward Restrictions on Capital Flows, and the Oil Boom  
 

Inflation fears were renewed after 1971 as measured by consumer prices, hence countermeasures 
were undertaken. In particular, the government sought to limit the foreign borrowings of the private 
sector. In 1972 separate controls were placed on foreign bank borrowings and on dollar deposits held with 
Indonesian banks, and in 1973 foreign owned deposits in commercial banks were included in the 
allowable ceiling on foreign borrowing by banks. Still consumer price inflation returned to double digits 
in 1973.  

The oil bonanza meant that foreign exchange earnings and government revenues became 
comparatively abundant in a short period of time. The petrodollar recycling phenomenon meant that oil 
revenues from low absorbers such as the Gulf states created a vastly expanded deposit base for 
international lending by commercial banks and bond markets, which Indonesia was well-placed to avail 
of. This dramatic change in the availability of relatively cheap commercial bank credit provided a new 
option to loans from bilateral or multilateral donors (it also created new sources of official development 
assistance, particularly for countries with Islamic ties such as Indonesia). The “Dutch Disease” effects of 
the oil boom, however, were also felt by Indonesia in short order as the excessive inflow of foreign 
exchange led to inflation and real appreciation of the rupiah. Countermeasures were put in place that 

 
2 However, capital inflows, in the form of external borrowing by commercial banks and other entities, and foreign 

direct investment were regulated by the government, although the degree of restrictiveness was relaxed 
gradually. See Fane (1994). 

3 There were 122 domestic private commercial banks in 1969 and 126 in 1972. However, the number of such 
banks fell to only 61 by 1982. There were also over 8,000 village banks in 1969 (which can hold domestic 
currency deposits but cannot issue demand deposits) and over 9,000 in 1972. The number of these village banks 
fell to under 6,000 by 1982.  
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reflected less reliance on market forces and greater reliance on quantitative restrictions and regulatory 
controls.  

Merchandise exports more than doubled between 1973 and 1974, and though export earnings 
moderated in 1975, current government revenues, which had grown by almost 80 percent in 1974, rose by 
another 25 percent in 1975. This was principally a result of the first oil shock which dramatically 
increased the price of oil exports. During the second oil shock of 1978 to 1980, exports redoubled and 
government current revenues grew by a further 138 percent (World Bank 1995). Hence, between 1974 
and 1981, the fiscal constraint was overcome by the surge in oil receipts (Table 1). During this period 
financial policies became more and more interventionist as the state sought to keep inflation under control 
and to direct the more abundant financial resources to its priority areas. The two key policies were the 
introduction of credit ceilings and the selective allocation of credit.  

In 1974 a new regulation required 30 percent of most foreign borrowing by the private sector 
(other than for direct investments) to be deposited in noninterest-bearing accounts at Bank Indonesia. 
These regulations were largely aimed at preventing a recurrence of high inflation but also reflect the 
prevailing ambivalence toward the private sector, particularly private financial institutions, on the part of 
the government (Fane 1994).  

Bank Indonesia first imposed domestic credit ceilings in 1974 as the rate of inflation accelerated 
to more than 40 percent. Since BI was required to allocate to each bank a specific quota, it had an 
incentive strictly to limit the entry of new banks into the banking system. Nasution (1995a) reports that 
the number of state and private deposit money banks (DMBs) in 1982 was in fact 118 compared with 183 
in 1969 (Table 2).4 Use of credit ceilings forced private firms without access to state or commercial 
private banks to rely on informal or overseas sources of credit, raising their transaction costs, and, 
particularly in the case of small and medium sized firms, raising their interest costs. Credit ceilings 
administered by BI tended to be inflexible. BI had to negotiate ceilings, not only bank by bank, but also 
by each type of selective credit program. Large Indonesian firms, particularly Chinese-owned business, 
could circumvent ceilings through their ability to tap credit in the nearby financial centers of Hong Kong 
and Singapore but such an option was not widely available to the vast majority of private enterprises.5 
Binding credit ceilings have the effect of restraining growth of the money supply.6 At the extreme the 
money multiplier becomes unity as banks are unable to expand credit in line with a rise in deposits (Woo 
1994). Credit ceilings were used by Bank Indonesia in lieu of a more efficient mechanism for monetary 
policy until 1983.  
 

 
4 Woo (1994) however, reports that there were 163 DMBs in 1969,171 in 1972, and 115 in 1982. Also note that in 

recent years, the state commercial banks numbered seven, as BAPINDO and Bank Ekspor-Impou Indonesia have 
increasingly taken on the functions of commercial banks.  

5 The open capital market policy was continued during the oil boom period. Information on flows and stocks of 
financial assets held by Indonesian entities and transactions in such assets in Singapore and Hong Kong is not 
available. Hence, there is rather easy substitution between domestic and foreign financial assets. This also mean~ 
it is rather simple to get around credit ceilings. There is no data on the extent to which ceilings and other controls 
were circumvented.  

6 Domestic demand for credit was equal to or greater than the amount of credit permitted under ceilings at a given 
interest rate, necessitating credit rationing.  
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Table 1: Government Current Revenue: The Role of Oil and Gas Revenue 
 

  1970 1974 1978 1981 1983 1986 1991  
Current revenue as % of GDP 10.8 16.1 18.8 18.6 16.8 12.3 18.3  
 
Oil and gas revenue as a: 
 % of current revenue 16.9 57.7 66.5 72.6 68.4 42.3 36.2  
 % of GDP 1.8 9.3 12.5 13.5 11.5 5.2 6.6  
 
Nonoil and gas revenue as % of GDP  9.0 6.8 6.3 5.1 5.3 7.1 11.7 
of which: 
 Income tax na na 2.4 2.2 2.3 2.2 4.2  
 Sales and value added tax (VAT) na  1.4 0.9 1.1 2.8 3.9 
  Excise tax na na 1.1 0.9 1.0 1.0 1.0 
 Customs revenue na na 1.2 0.9 0.7 0.9 0.9  
 Othersb na na 0.3 0.2 0.2 0.2 1.3  
a Prior to 1986, only sales tax; after 1986, VAT plus luxury sales tax.  
b Includes land and building tax before 1991; 1991 and 1994 include export duties, nontax receipts, and miscellaneous items. 

Sources: Asher and Booth (1992), Bank Indonesia Annual Report 1993194 and 1994195, Asian Development Bank (1994), 
Central Bureau of Statistics Statistical Yearbook (various issues), IMF International Financial Statistics (1996).  

 
 

Table 2: Number of Deposit Money Banks by Ownership Category  
 

 1969 1982 1988 1991 1994 
State commercial banks  5 5 5 5 5 
Regional and development banks  25 29 29 29 29 
Private domestic foreign  
     exchange banks  7 10 12 28 51 
Private domestic nonforeign  
     exchange banks  123 60 51 101 111 
Foreign and joint venture banks  11 11 11 29 40 
Others  12 3 3 3 3 
Totala  183 118 111 195 239 
a Excludes Bank Indonesia and rural savings’banks. 
Sources: Nasution (1995a), Bank Indonesia Indonesian Financial Statistics (1995).  

 
 
Indonesia maintained a fixed nominal exchange rate between the rupiah and the US dollar from 

1973 to 1977, a policy similar to that of some other East Asian countries such as Republic of Korea and 
Thailand. The exchange rate policy coupled with high inflation in the domestic economy led to a 
substantial appreciation in the real exchange rate, estimated to be about 30 percent (Woo and Nasution 
1989). The rise in the price of nontradables relative to tradables had the particular effect of depressing 
production of nonoil exportables as importables were provided with high rates of protection both in the 
form of tariffs and nontariff barriers. Import substitution industries were also given access to inexpensive 
credit. Foreign investment inflows were attracted by these protective policies to industries such as motor 
vehicle assembly, textiles, and chemicals producing for the domestic market.  

The Export-Import Bank (Bank Ekspor-Impor) offered selected exporters subsidized credits and 
BI, in addition, allocated a substantial share of its direct commercial lending to trade. These factors were 
largely ineffective in offsetting the antiexport bias of the overall policy regime. With widespread import 
controls and high tariffs, a fixed nominal exchange rate, and inflation in excess of 20 percent per annum, 
credit subsidies alone could not make much impact on export performance. Firms in import-competing 
industries enjoyed very high effective rates of protection in contrast to exporters. It is widely believed, as 



- 93 - 
International Finance and Domestic Financial Market Development: The Case of Indonesia 

William E. James 
 

                                                     

Mackie (1995) and Seagrave (1995) point out, that many of today’s huge Indonesian conglomerates 
(Liong, Bakrie, Humpuss, Barito Pacific, etc.) owe their initial success and rise to prominent wealth to an 
initial period of access to cheap state bank credit coupled with lucrative government contracts (awarded 
without competition) and/or monopoly privileges. Unlike their counterparts in Republic of Korea (the 
chaebol), these Indonesian business groups were under no pressure to compete in international markets.7

Credit ceilings were augmented by a system of detailed government guidelines to the banks on 
the selective allocation of credit. Banks were ordered to allocate a minimum proportion of their credit 
quotas to pribumi (non-Chinese) businesses as well as to sectors designated by the government. The five 
state commercial banks were each further assigned a specific sectoral focus for their loans. It is likely that 
such loan quotas were widely flouted, particularly by private banks which often had a predominantly 
Chinese clientele. The state banks also had incentives to flout sectoral quotas, particularly if more 
profitable lending opportunities were present. The state banks were also provided a ready deposit base in 
the form of deposits of state enterprises, state pension funds, and other sources under the control of the 
government. Private banks could not compete to attract such deposits. Selective and preferential credit 
programs were conducted largely through “liquidity credits” that were assigned to the commercial banks 
by BI. BI required that a minimum proportion of loans be made by the banks to “priority” sectors (at a set 
interest rate). These loans were eligible to be rediscounted at BI with a lower rate of interest. In essence, 
the system is equivalent to the commercial bank borrowing funds from BI at a low interest rate for on-
lending at a higher (designated) interest rate. Most liquidity credits were allocated by state commercial 
banks as many government priority lending programs were closed to private banks. These nonmarket-
based credit programs proliferated and spread into a wider range of economic activities as well-connected 
businessmen and lobbies sought to join in the rent seeking encouraged by access to credit at artificially 
low interest rates. For example, eligibility for liquidity credits and access to BI rediscounting facilities 
was extended to sugar estates and refineries, rubber and palm oil plantations, and construction contractors 
by 1980. These interests often were owned by the conglomerates and business groups cited above. Those 
contractors awarded government contracts beginning in 1978 received additional benefits in the form of 
sharply reduced interest rates (13.5 percent instead of 21 percent). BI announced that 70 percent of such 
loans (as opposed to 20 percent previously) would now be eligible for rediscounting privileges at interest 
rates reduced from 10 to 6 percent (Woo 1994).  

During the entire oil boom period, macroeconomic policies were oriented toward maintaining 
stability and high growth with reasonable success. For example, inflation which in 1974 became high 
enough (over 40 percent) to threaten stability was reduced to 8 percent by 1978. Credit controls were a 
clumsy but apparently effective means of controlling inflation (MacIntyre 1993, Arndt 1979). There were 
also several successes in terms of realization of distributional objectives and sectoral targets. The 
achievement of rice “self-sufficiency” (defined as average production sufficient to meet domestic 
consumption demand) and the stabilization of rice prices were objectives that the directed allocation of 
credit contributed, even though the self-sufficiency objective was only attained in the mid-1980s. 
However, credit controls and subsidies were only one aspect of the strategy to boost domestic rice 
production and yields.8

The largest company in Indonesia, the national oil company Pertamina, became entangled in a 
web of financial misdeeds during the mid-1970s that threatened to undermine the credit standing of the 
Indonesian government (see, for example, Asian Wall Street Journal 6 December 1976). A financial 
restructuring rescue operation orchestrated by BI contained the crisis (McCawley 1978). The Pertamina 

 
7 Most of them were content to milk the profits they could extract from the heavily protected and fast-growing 

local market. The Indonesian business groups favored by the state banks were able to carry very high debt 
burdens given their preferential access to cheap credit and the absence of competition.  

8  Improvements in infrastructure, particularly in irrigation facilities, along with adoption of fertilizer-responsive 
high-yielding seed varieties were key aspects of the effort to achieve self-sufficiency in rice production by the 
mid-1980s. “Self-sufficiency” has been taken to mean achievement of a balance between consumption and 
production measured over a period of several years, with trade used to cover temporary shortfalls or surpluses.  
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scandal led to tighter control by the Ministry of Finance over the financing activities of nonbank state 
enterprises.  

Donors concentrated on assisting the government in its all-out drive to attain self-sufficiency in 
rice production and in reinvigorating Indonesia’s estate crop sectors where comparative advantage clearly 
existed (rubber, palm oil, spices, coffee, and tea). While concerns were expressed over the increasing 
dependence on oil for both foreign exchange and government revenue, donors were pleased that the 
unleashed wealth made Indonesia even more creditworthy for expanded project loans. The allocation of 
large amounts of government and donor resources to agriculture had positive benefits of improving the 
distribution of income (from what it would have been in the absence of such programs) and alleviating 
poverty as well. In the main, up until the late 1970s, most international development agencies either 
heartily supported preferential credit schemes aimed at agriculturalists (i.e., the BIMAS/INMAS 
programs) or were unconcerned about possible inefficiencies such programs may have caused. By the 
early 1980s BI presided over a system of intricate controls over the allocation of credit according to a 
complex hierarchy of social and economic priorities. The system did not reward competitiveness or 
efficiency in the allocation of credit. It left in place a banking system dominated by state banks that had 
little capacity to exercise much independent judgment about the risk and profitability of alternative 
businesses or loan projects (Arndt 1979).  

While the effects of financial repression on real economic activity have been debated 
inconclusively in terms of growth, it is very likely that the structure and pattern of industrial and trade 
development, as well as employment, were influenced in a pronounced manner by the distortions in 
financial markets. During the entire oil boom period, real interest rates (Table 3) were generally negative 
or very close to zero (Cole and Slade 1992). Artificially low interest rates, coupled with high effective 
rates of protection of large-scale and capital-intensive state and private enterprises led to serious 
distortions in relative factor prices. With Indonesia’s overall abundance of unskilled labor these 
distortions of relative prices in the industrial sector were particularly significant. Artificially cheap capital 
led to a relatively high share for heavy and chemical industries (including petroleum refining, steel, 
organic and inorganic chemicals, and transport equipment) in manufacturing GDP and exports (on a very 
low base) in the late 1970s and early 1980s (Hill 1996). Promotion of heavy and chemical industries by 
all kinds of protection and subsidies meant that light and labor-intensive sectors (e.g., textiles and apparel, 
footwear, miscellaneous manufactures) were disprotected and, consequently had an artificially low share 
of GDP and exports. 

 
Table 3: Consumer Prices and Interest Rates  

 
 Year  CPI Nominal Interest Rate 
   (% Annual Change) 
Pre-oil boom  
 1971  4.0 24.0 
 1972  6.7 18.0 
 
Oil-boom 
 1974  41.0 15.0 
 1975  18.8 15.0 
 1976  20.0 15.0 
 1977  11.0 12.0 
 1978  8.2 9.0 
 1979  20.6 9.0 
 1980  18.5 9.0 
 1981  12.2 9.0 
 1982  9.5 9.0 
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Post-oil boom 
 1983  11.8 18.0 
 1985  2.0 15.0 
 1988  8.1 18.5 
 1991  9.5 21.9 
 1993  9.8 14.5 
 1995  9.0 (est.) 15.0 (March) 
aInterest on 12-month time deposits. 
Sources: Cole and Slade (1992). Bank Indonesia Annual Report 1994195, Indonesian Financial Statistics (various issues). 

 
The Capital Investment Coordination Board (BKPM) adopted an increasingly restrictive policy 

stance toward foreign investors during the oil boom period. For example, foreign equity in vehicle 
assembly was prohibited, even though imported components and technologies play the key role in the 
industry. For this reason, the share of foreign equity in manufacturing was estimated in 1985 to be around 
12 percent (inclusive of oil and gas manufacturing), one of the smallest shares in Southeast Asia (Hill 
1992). Until the late 1980s, Japanese FDI was dominant, accounting for approximately 60 percent of the 
total foreign equity (Hill 1992). FDI was concentrated in basic metals, nonmetallic minerals, chemicals, 
and textiles. State enterprises accounted for about 44 percent of manufacturing equity in 1985, equal in 
size to the domestic private share (inclusive of oil and gas).9

Aside from priority loans with designated interest rates, however, private banks were allowed to 
set their own deposit and lending rates. This provided an avenue for a degree of competition among banks 
in attracting deposits and arranging loans for noncaptive private savers and investors. Hence, despite the 
heavily repressed financial system in general, there was a basis for competitive profit-maximizing 
behavior in the private banking sector. Between 1972 and 1982 the share of private banks in total bank 
assets contracted from 11 percent to under 6 percent. However, the existence of the private banks (mainly 
used to finance Chinese and foreign joint venture firms) had significance. The survival of private and 
foreign commercial banks and of informal private credit markets provided some instructive lessons when 
it became apparent in the early 1980s that business as usual in the state banks was no longer possible. 
Private and foreign joint venture banks increased their market shares between 1980 and 1983 (Table 4), 
reflecting their ability to lend more carefully than the state banks and to attract savings deposits from 
private sources. After 1983 private national banks continued to increase their market share, but foreign 
joint venture banks saw their share fluctuate before rising slightly in the 1990s. This provides an 
indication that decisive liberalization does not necessarily imply that foreign firms will dominate newly 
emerging markets.  

 

                                                      
9 The role of Chinese entrepreneurs and their hidden wealth is not taken into account in these estimates. For an 

interesting discussion of this issue see Seagrave (1995). 
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Table 4: Distribution of Credit by Bank Ownership Category 
(% of Total Outstanding Bank Credit)  

 
    Foreign and 

Year  Bank Indonesia State Commerical Private National Joint Venture 
  Banks Banks Banks 
1968 49 44 6 1 
1972 19 70 7 4 
1974 15 72 6 8 
1980 31 55 7 5 
1983 15 64 12 6 
1988 4 65 24 4 
1990 1 55 36 6 
1992 1 56 35 8 
1994 Negligible 43 47 10 
Note:  For Bank Indonesia, only direct credits are included; liquidity credits are excluded. Credits from regional (state) 

development banks are also excluded, these are from 1 to 3 percent of total credit.  
Source:  MacIntyre (1993), Bank Indonesia Indonesian Financial Statistics (1995).  

 
Private national banks, in particular, maintained much higher capitalization than state banks, 

which gave them a better cushion against defaults or problem loans (see World Bank 1991). The same 
degree of caution was not required by the state banks as they are ultimately under sovereign guarantee. 
Yet the private banks, both foreign and domestic, tended to price loans more assiduously and provide 
superior service. Loan expansion was faster by private banks in the period of reforms and market share 
grew further, yet bad loans were more concentrated in the state banks. State banks were still saddled with 
reliance on liquidity credits and had excessive loan to deposit ratios as compared with private banks. 
Private banks provided more services at lower cost than the state banks.  

The world recession of 1981-1983 depressed the prices of commodity exports, particularly of 
crude petroleum. Petroleum revenue was flat in 1982, and then declined sharply from $14.9 billion in 
1982 to $13.5 billion in 1983, bottoming out at only $5.2 billion in 1986 (Warr 1992). The prolonged 
period of falling commodity export prices had severe ramifications throughout Southeast Asia, slowing 
economic growth overall and forcing governments to reevaluate fiscal, financial, trade, and investment 
policies. In the wake of the debt crisis sweeping Latin America, Africa, and threatening Asia (the 
Philippines in particular), mobilization of domestic savings in order to reduce reliance on foreign loans 
took priority. The conditions in international financial markets suddenly had changed for the worse just as 
Indonesia’s financial circumstances deteriorated. The harsher terms and conditions for commercial loans 
from overseas and the tighter financial conditions which coincided with the end of the oil boom 
necessitated a profound redirection of domestic financial policies. 

 
Taxation, Fiscal Constraint, and the Financial Reforms of 1983 and 1988  
 

Indonesia could ill afford waste on as previously large a scale in the allocation of increasingly 
scarce financial resources with the decline of the oilbased economy. Current government revenues 
dropped sharply as a share of GDP as oil revenues fell (Table 1) between 1981 and 1986. Hence, the 
government announced the cancellation of a number of big, capital-intensive investment projects to reign 
in expenditures and instituted new tax measures to enhance revenues. In a bid to raise the amount of 
nonoil tax revenue collected, the income tax was simplified and improvements in tax administration were 
introduced (Asher and Booth 1992). In addition, a Value-Added Tax (VAT) Package was announced in 
1983 though it would take time to implement. These fiscal measures were then accompanied by financial 
sector reforms. Economic technocrats in the government introduced policies aimed at dismantling the 
system of credit controls and preferential allocation of subsidized credit. 
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The major financial sector reforms initiated by the Indonesian government in 1983 and 1988 
(with smaller changes in regulations in other years) have been extensively reviewed elsewhere (Nasution 
1994, MacIntyre 1993, Cole and Slade 1992, Fane 1994). By the time of financial reforms of 1983, there 
was growing evidence of the failure of programs of selective credit in the developing world (Adams 
1980). In the “new view” espoused by Adams, which gradually gained influence in the World Bank and 
other donors, lessons could be learned from the efficient operation of informal credit markets in rural 
areas in improving uses of funds and recovery of loans. Fiscally unsustainable subsidized credit schemes, 
in this view, could be profitably replaced with market-oriented credit programs that sought to build a 
deposit base and that relied on the market information lenders accumulate through competition in 
mobilizing and lending funds. These lessons were apparently grasped by most Indonesian technocrats.  

The new policies allowed the state banks to freely set lending and deposit rates of interest. The 
1988 reforms opened up the industry to new entrants both foreign and domestic.10 BI sharply curtailed its 
interventions and participation in the direct allocation of (subsidized) credit. Indirect instruments 
(Certificates of Bank Indonesia or SBIs) were introduced to facilitate monetary policy. Real interest rates 
rose sharply and became positive in real terms, removing an important element of price distortion in the 
domestic market (see Table 3).  

The radical nature of the reforms, particularly the dramatic opening to new entrants which 
reversed a policy of restricting entry (and competition) of the previous 15 years, were a reflection of the 
renewed strength of the economists within the government (MacIntyre 1993). The supply-response to the 
opening was impressive. Private and foreign banks which accounted for just 18 percent of total bank 
credit in 1983 by 1990 accounted for 42 percent and by 1994 accounted for 57 percent (Table 4). 
Financial sector reform was a glowing success in boosting the national investment ratio. Between 1973 
and 1985 I/GDP averaged 25 percent and from 1986-1992 I/GDP averaged 33 percent.11 This increase in 
investment was achieved under a regime of positive real interest rates from 1983 onwards (Cole and Slade 
1992).12 Real GDP growth averaged (1993 prices) 8.3 percent between 1989 and 1993 and was over 
7 percent thereafter (through 1995). Between 1988 and 1991 the number of private domestic banks more 
than doubled (from 63 to 129) and the number of foreign banks increased from 11 to 29 (Table 2). Asset 
growth in the private banks averaged 41.5 percent in 1983-1988 and 64.9 percent from 1989-1991 
compared with 19.7 and 20.7 percent respectively in the state commercial banks (Nasution 1995a). The 
financial reforms were an enormous success in terms of financial deepening and diversification of 
financial instruments.  

The deregulation of interest rates, easing of entry restrictions, and dismantling of credit controls 
allowed market forces to help shape financial market developments. Along with these policy changes 
were improvements in the legal and institutional components of financial markets that boosted 
development of the capital market. The development of financial markets brought about by these changes 
provided a welcome boost to growth and efficiency of real sector activity and served as a powerful 

 
10 New entrants required capital of only 10 billion rupiah for domestic commercial banks and only 50 million 

rupiah for rural banks with the deregulation package (Government of Indonesia 1988). See Cole and Slade 
(1992). The Jakarta telephone directory in 1995 reflects the incredible growth in banking, with banks covering 
74 pages compared with 62 for hotels and 33 for restaurants.  

11  Estimates of investment and savings in the national income accounts should be treated with caution. Investment 
represents gross domestic capital formation which includes changes in stocks or inventories. The latter appear to 
be unusually large. See Bank Indonesia (1995) for data and James (1995) for discussion.  

12  In growth regressions estimated by McCleery and James (1995) for Republic of Korea and Indonesia, real GDP 
growth is positively and significantly correlated with distortions in an index of real lending rates in the former, 
while the relationship is found to be negative and insignificant in the latter. Hence, while financial repression 
appeared “to work” in Republic of Korea, it did not contribute to growth in Indonesia. In Republic of Korea, 
allocation of credit was tied to export performance and this may have contributed to the result (World Bank 
1993).  
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demonstration that competition and freer markets can work effectively. However, liberalization was not 
without its pitfalls as the next section of the paper indicates.  

Changes in the structure of manufacturing industry toward higher shares for light and labor-
intensive manufacturing activities and lower shares for heavy and chemical industries resulted. 
Liberalization of foreign investment regulations began with the adoption of a “negative list” by BKPM 
and progressive reduction of the number of closed or restricted sectors. Divestiture requirements were 
relaxed for export-oriented foreign joint ventures and licensing requirements were streamlined. Export-
oriented Fill, particularly from Asian NIEs, was attracted by these regulatory changes and by the 
abundant supply of inexpensive labor (Thee 1992). The strong growth in manufactured exports (over 
30 percent per annum in real terms from 1985-1992) indicates the growth in output along lines of 
comparative advantage did follow from the deregulation measures (Hill 1995). Employment growth was 
particularly significant in labor-intensive manufacturing between 1985 and 1990 (James and Fujita 1997).  

The gains from deregulation of the financial sector, however, did not lessen the ongoing problem 
of maintaining macroeconomic stability with a wide open capital account. In 1987 and 1991 the central 
bank had to intervene in order to defend the rupiah against speculative onslaughts.13 In both cases, short-
term interest rates became extremely high as liquidity was suddenly withdrawn from the banking system 
through requiring state enterprises to withdraw deposits from the state commercial banks and to purchase 
central bank securities. The credit crunch in 1991 had strong effects on investment projects and financing 
of imports. High interest rates exposed those banks with bad loans in their portfolios leading to 
recognition that encouragement and enforcement of appropriate prudential standards had lagged far 
behind the deregulation moves.  

 
Fallout from Reform, Problem Loans, and Bank Supervision  

 
Several commercial bank failures or near-failures have occurred in recent years beginning in 

1990 with the collapse of Bank Duta (on foreign exchange trading losses of over $400 million US) and 
then the 1992 collapse of Bank Summa.14 The proliferation of new banks was facilitated by low initial 
capital requirements that were subsequently tightened in 1993 and 1994. Between 1991 and 1994, 44 new 
private and foreign joint venture commercial banks were opened (Table 2).  

By 1993 problem loans became a severe problem in the state banks, reaching over $7.5 billion in 
February or more than 2.5 times their entire paid-in capital. These bad loans were equivalent to 4 percent 
of 1993 GDP. Private domestic banks had bad loans estimated to reach $5.8 billion. At the peak in 1993, 
bad loans were estimated at almost 16 percent of all commercial bank credits. By December 1994 they 
were about 12 percent of total bank credits but were unevenly distributed with state banks (18.6 percent) 
carrying a much larger relative burden than private banks (5.4 percent). Aside from raising minimum 
capitalization standards, BI took several measures to tighten up prudential standards. BI’s “action plan” 
included: establishing task forces to monitor the state banks and requiring private banks to set up their 
own teams to monitor debts, fostering efforts at delinquent loan collection, assisting banks in arranging 

 
13  Also see below for a discussion of the effect of the Mexican crisis on Indonesia in early 1995.  
14  The Bank Summa case is of interest because it resulted in the loss of control over the flagship company of the 

Soerywidjaya family, PT Astra International, then the largest company listed on the Jakarta Stock Exchange. 
Incidentally, as in the case of the Astra group, there is a more general trend toward the business groups or 
conglomerates to either use connections to milk funds from compliant state banks or to directly move into 
banking and to use banking units to finance expansion into real estate development and other highly speculative 
activities. This causes more headaches for Bank Indonesia as bank supervisors are not able to exercise proper 
oversight. The latter trend contradicts MacIntyre’s (1993) assertion that” ...commercial banking has not been a 
core activity for the major business conglomerates in Indonesia.” The Lippo group is a good example of the latter 
trend. The huge loan losses of the state development bank BAPINDO in dealings with the shady Eddy Tansil in 
petrochemical investments (originally in partnership with Soeharto’s son Tommy) illustrate the weak prudential 
standards and lingering nontransparency.  
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prepayment of high-cost exposures, encouraging bank mergers to spread risk and improve balance sheets, 
streamlining of staffing and facilities, and increasing capital.  

These changes were supported by a number of technical assistance activities provided by donors. 
They appear to be working, as the share of bad loans in private banks outstanding credit declined to 
4.2 percent in June 1995 (Halesworth 1995).  

 
Future Directions in Development of Indonesian Financial Markets  

 
The Mexican crisis of early 1995 sent shock waves throughout developing Asia including 

Indonesia.15 In response to the threat, BI rushed to the defense of the rupiah by selling $700 million and 
raising interest rates on SBIs (Nasution 1995b). Interest rates on loans and deposits rose sharply in the 
first few months of 1995 and remained high. The high real interest rates, in turn, encouraged inflows of 
short-term portfolio investment seeking high returns, placing upward pressure on the rupiah and 
threatening to accelerate money-supply growth. BI responded by: (a) widening the daily band within 
which the rupiah may be traded for dollars, to 44 rupiah in 1995 up from 20 rupiah in 1993 and 30 rupiah 
in 1994; and (b) by moving to a more market-determined system for determination of interest yields on 
SBIs (socalled cut-out rate system is replaced by a stop-out rate where interest rates are established by 
auctioning a fixed quantity of SBIs to 21 primary dealers). The first change provides greater flexibility in 
the foreign exchange market and spreads risk to speculators. The second change helps to provide better 
market signals on interest rates since in the absence of secondary markets for securities such as 
commercial paper, there is presently no yield curve to serve this purpose.  

The government has inaugurated the new Jakarta Stock Exchange featuring computerized trading 
and other state-of-the-art facilities. However, the stock market remains undercapitalized and the market is 
quite thin.16 Daily trading is dominated by foreigners as fewer than 200,000 Indonesians are estimated to 
own any stock. Foreign investors are permitted to purchase up to 49 percent of shares in listed Indonesian 
companies. The government has sought to deepen the market and has floated shares in PT Telkom, a 
major state enterprise. The share offering however did not perform as hoped and both prices and number 
of shares offered had to be scaled back. This provides the government with the reminder that book value 
of state assets does not necessarily translate into market value (Nasution 1995b).  

The agency regulating the stock exchange, Bappepam, will need to be vigilant to guard against 
insider trading practices and other illicit activities involving company directors and financial institutions. 
Indeed, in June 1996, the agency fined two domestic companies, including one bank, for alleged 
involvement in insider share trading (see Asian Wall Street Journal 3 June 1996).  

Further development of monetary instruments might be achieved by switching government 
foreign debt into domestic debt through issuance of domestic bonds to replace foreign debt. Such a policy 
of swapping foreign for domestic debt does not imply that Indonesia will abandon the “balanced budget” 
fiscal policy, which remains a key macroeconomic policy. In addition public listing of commercially 
oriented state enterprises such as Krakatau Steel as was done with Telkom and Indosat would help further 
develop the local capital market. The implementation of privatization through transparent and above 
board procedures is essential for Indonesia’s financial development.  

 
Increasing Openness, Economic Integration, and International Capital Flows  

 
The international financial and trade environment and, along with it the role of the international 

financial institutions, has been undergoing dramatic change. The changing external environment has 
 

15  Indonesia differs from Mexico in several fundamental indicators. See Radelet (1995) and Summers (1995). 
16  Market capitalization of the Jakarta bourse has risen sharply from 79 billion rupiah ($7.9 million) in 1985 to 79.5 

trillion rupiah ($35.82 billion) in 1994. For data on market capitalization see Noerhadi (1994). Market 
capitalization in the 1990s was still relatively small compared with other Asian markets such as Bangkok, Hong 
Kong, Kuala Lumpur, and Singapore (Greenwood 1993). 
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major implications for the conduct of financial policy and the development of financial markets in 
emerging market-oriented developing countries such as Indonesia.  

In the decade of the 1990s the composition of capital inflows into the East Asian developing 
region became much more oriented toward private equity capital, continuing a fundamental shift that 
began in the mid-1980s. As late as 1989, commercial bank loans and official development assistance 
(loans) from multilateral and bilateral sources were the predominant types of capital inflows in the region 
and Indonesia was no exception (Table 5). However, between 1986 and 1990, foreign direct investment 
(FDl) inflows assumed greater importance than loans from official and commercial sources. Finally, in 
the period 1990-1995, Fill and private portfolio investment became the predominant sources of capital 
inflows to Indonesia. Indeed, between 1989 and 1994, FDI and portfolio investment totaled over 
60 percent of net capital flows to Asia, with much of these flows concentrated on high growth East Asian 
countries, including the ASEAN members and People’s Republic of China (lMF 1995).  

 
Table 5: Balance of Payments: Capital Transactions (Millions ofUS$) 

 
Capital Transactions  1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 
Official capital (net)  1,739 3,074 2,104 1,965 2,776 633 1,419 1,112 743 257 531 
Inflows  3,228 5,070 4,890 5,512 6,519 4,536 5,638 5,820 6,005 5,647 5,885 
Repayments  -1,489 -1,996 -2,786 -3,547 -3,743 -3,903 -4,219 -4,708 -5,262 -5,390 -5,354 
Private capital (net)  68 1,291 1,548 407 314 4,113 4,410 5,359 5,219 2,975 8,624 
Direct investments  308 258 385 576 682 1,092 1,482 1,777 2,003 2,108 4,641 
Other  -240 1,033 1,163 -169 -368 3,021 2,928 3,582 3,216 867 3,983 
Capital transactions (total) 1,807 4,365 3,652 2,372 3,090 4,746 5,829 6,471 5,962 3,232 9,156 
Source: Bank Indonesia Indonesian Financial Statistics (various issues).  

 
East Asian economies like Indonesia are becoming more integrated with the global economy in 

terms of both trade and financial (investment) flows. The share of manufactured goods in total exports 
increased dramatically (IMF 1995), with Indonesia being a prime example. The ability of high growth 
Southeast Asian countries to attract capital to finance investment in excess of domestic savings is 
demonstrated by the large current account deficits (4-8 percent of GDP) of recent years in Malaysia, 
Thailand, the Philippines, and Vietnam. Indonesia has run persistent current account deficits, but these 
have not been as high on average as in neighboring countries. High growth in East and Southeast Asia has 
been an attraction to portfolio managers in developed countries as booming equity markets and high real 
interest rates (adjusted for expected exchange rate changes) have become characteristic. There are 
concerns that these economies are overheating evidenced by high or increasing rates of inflation, 
widening current account deficits, and booming property markets. Given the increased dependence of 
these, markets on short-term portfolio investment flows and the precarious nature of bank and stock 
market prudential standards, there is real concern that volatile capital movements could present a serious 
challenge.  

The spillover from the Mexican crisis in late 1994 and early 1995 took Asian countries like 
Indonesia by surprise.17 Still, as was pointed out in the previous section, the Indonesian monetary and 
fiscal authorities, like others in the Asian region, responded effectively to the challenge. Speculative 
attacks on Asian currencies, including the rupiah were quickly rebuffed. Generally speaking, 
fundamentally sound macroeconomic policies in the region meant that investor confidence remained 
strong and there has been no sharp reversal of capital inflows. However, there are several areas that bear 
careful scrutiny and that may require strong additional policy responses in order to avoid destabilizing 
capital flows.  

                                                      
17 A major difference between Asian countries such as Indonesia and Latin American countries has been in the 

composition of capital flows. Asia appears to have attracted a larger component of FDI and other private 
investment that is longer-term in outlook than is the case in Latin America. See Summers (1995).  
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A recent policy development has been an agreement between central banks in the region 
(including Australia, Hong Kong, Indonesia, Malaysia, and Thailand) to join forces in providing support 
against short-term speculative attacks. Singapore and the Philippines have also indicated support for this 
effort. Agreements to repurchase US Treasury Securities within a specified time will allow these central 
banks to quickly increase US dollar holdings in order to defend their currencies. While the existence of 
these swap arrangements may be reassuring, they are unlikely to succeed if fundamental market forces are 
at work.  

Indonesia appears to be moving toward a market-based exchange rate policy with the widening of 
the daily trading band within which Bank Indonesia allows the rupiah to float. The wider band places 
additional risk on speculators while adding flexibility. Bank Indonesia holds foreign reserves equivalent 
to four or five months of imports, but those are rather small compared with short-term debt or debt service 
payments. Effectively Bank Indonesia has at its disposal additional foreign exchange resources in the 
form of standby arrangements with the IMF and accumulated savings.  

External public and private debt of Indonesia is approximately $100 billion by end-1995 and debt 
service payments absorb over 30 percent of receipts from exports of goods and services. With such a large 
external debt, maintenance of sound macroeconomic policies is essential to retain investor confidence. In 
this context, use of international equity markets to privatize Indonesian state enterprises offers the 
government of Indonesia an opportunity to raise capital for early retirement of external debts with high 
interest costs. Public share offerings of some state enterprises have had limited success in this regard. In 
the case of PT Indosat the initial public offering was close to expectations but in the cases of PT Telekom 
and PT Tambang Timah (the state tin producer) IPOs were short of expectations. Floating of shares of 
other state companies in foreign stock markets provides an attractive option for adjusting the debt burden. 
However, this option can only be exercised if the companies have reasonable balance sheets and profit. 
Many state enterprises may not meet these criteria.18 Moreover, privatization does not necessarily mean 
the government is relinquishing its control of these enterprises. In 1996 an IPO for Indonesia’s largest 
bank, state-owned PT BNI, is set to move forward. While BNI’s launch may be a success, the same would 
probably not be the case for the other state banks, such as BAPINDO. “Relationship borrowing” by 
favored private companies and individuals who feel little obligation to repay the loans they receive from 
state banks presents a major problem and is one reason for large spreads between loan and de; posit rates 
of interest and for high loan interest rates charged “normal” customers by the state banks (see Asian Wall 
Street Journal 20 May 1996). The dividing line between private and public ownership is not clear.19

There have been concerns regarding the health of the banking system and the state banks in 
particular. Corporate reforms are needed to make the management of state banks more accountable and to 
improve their flexibility. Continued efforts to increase capitalization of the banks and to improve 
prudential standards even as loan recovery efforts are stepped up are essential to maintain confidence. It is 
also likely that the number of private banks has become excessive, making consolidation inevitable.  
 

 
18  Pefindo, a government-backed investment rating agency, began operations in 1995. Its reluctance to provide 

ratings to state commercial banks, however, meant that international rating agencies became involved in this 
exercise. Moody’s gave very low ratings to the state commercial banks ranging from E (the lowest possible 
rating) to D-plus (see Borsuk 1996). Despite the low Moody’s ratings the, state banks are able to borrow the 
funds they desire from foreign and domestic sources as their borrowings amount to sovereign loans due to the 
backing of the government. Recently Pefindo received technical assistance from Standard and Poor’s. However, 
Pefindo will specialize in rating of private companies, not state banks. 

19 Ostensibly private companies that have “good” political connections borrow with what appears to be quasipublic 
guarantees. Moreover, purchases of equity may be funded by loans from state banks. 
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Conclusion 
 

Indonesia has adopted a market-based financial system and has moved away from past practices 
of directed credit and financial repression. As a result, its domestic financial markets have increasingly 
become integrated with international markets. Indonesia has adopted international standards for 
capitalization of banking institutions (the capital adequacy ratio or “CAR”) and has sought to improve 
prudential standards in order to strengthen Indonesian financial institutions. The CAR system was 
implemented in several phases between March 1992 and December 1993 (Nasution 1994). At the end the 
banks were supposed to have capital, defined as the sum of paid-in capital, reserves, and retained 
earnings, equal to at least 8 percent of assets.20 It is hard to establish the reliability of the CAR system. 
Rating agencies have tended to give Indonesian state banks low (D) ratings partly for that reason.  

At present, Indonesian interest rates in real terms are well above international interest rates such 
as LIBOR, reflecting a country-risk premium. Moreover, the large spread within Indonesia between 
lending and deposit rates indicates financial markets and institutions are still burdened by too many 
nonperforming assets and elements of inefficiency. The differentiated interest rate structure across banks 
by ownership reflects the lower risk (and therefore, expected returns on deposits) in state and foreign 
banks compared with private national banks. The small private banks pay the highest deposit rates as they 
must compensate depositors for the higher risk involved (McLeod 1994). These problems are being 
addressed through efforts to increase capitalization of the banks, reduce the incidence of nonperforming 
loans, and to further enhance the capacities of financial institutions to evaluate credit risks and collateral 
and to supervise loan collection. These changes are essential if Indonesian financial markets are to meet 
the challenges of globalization.  

Indonesia’s experience with financial sector reform is of possible interest to newly liberalizing 
developing countries (e.g., Latin America) and the transitional economies. First, financial reform in 
Indonesia was accompanied by measures to strengthen fiscal policy, including delay or cancellation of 
large-scale public projects and imposition of new and improved tax measures. This meant that when the 
financial sector was decontrolled financial savings were available for expansion of private sector 
investment.  

Second, contrary to the conventional wisdom that entry restrictions are essential to improve the 
loan portfolios of existing commercial banks, Indonesian experience indicates that opening up entry to 
new private and foreign commercial banks can strengthen the financial sector through increased 
competition. However, prudential standards and efficient regulation of banking standards lagged behind 
financial sector growth in Indonesia, resulting in “growing pains”.  

Third, multilateral institutions and bilateral donors have had a role to play in providing objective 
and credible information and support for restructuring the financial sector. The shift toward private sector 
dominance in finance in Indonesia has been facilitated by policy changes instituted in cooperation 
between the government and multilateral and other donor institutions. The provision of assistance by 
donors has relaxed the government’s budget constraint but the time is fast approaching when this will no 
longer be the case. As was pointed out above, net flows of official capital are approaching zero. The 
government must therefore prepare for harder budget constraints and nonconcessional financing. This 
means “off-budget” expenditures and subsidies to state enterprises are becoming too burdensome to 
continue. Rather, it will be necessary to privatize state companies or to shut down those that are 
nonviable.  

Fourth, Indonesian experience would provide mild support for the view that considerable 
operational independence of the central bank is closely related to price stability (Bruno 1994). One can 
compare the total lack of central bank policy autonomy in the hyper-inflationary “guided economy” 
during 1958-1965 with the subsequent periods where a form of limited autonomy was reestablished. 

 
20 State banks are allowed to include as capital “subordinated and ‘two-step’ loans”, which are loans to the 

government from donor countries or agencies for specific purposes that are channeled through state banks 
(Nasution 1995, 143n).  
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Though its independence is quite limited, operationally it is instructed to fight inflation as its top priority, 
and, in practice, this gives it a degree of autonomy.  

The wide open capital account appears to have served the purpose of disciplining fiscal and 
monetary policy. However, it also greatly complicates present efforts to control offshore borrowing, as 
domestic firms can easily circumvent attempts by the central bank to limit their access to foreign funds. 
By some estimates, private companies’ debts from offshore borrowing by late 1994 reached $38 billion, 
or over half of the government’s outstanding external debt.21 The structure of the private sector’s external 
debt is affected by the shorter maturities and higher interest rates private borrowers must accept compared 
with government entities which have access to concessional loans.  

One of the major concerns regarding the rapid increase in short-term private foreign debt is that 
much of it is actually quasi-public (Radelet 1995). Hence, a significant portion of what is labelled private 
foreign debt is allocated to finance endeavors which are affiliated with government or state enterprises. 
For this reason, state banks are often involved, and the projects financed appear to be implicitly 
guaranteed by the central government. This type of financing arrangement is usually nontransparent and 
only comes to attention when there is a large-scale failure or financial crisis. Hence, stronger supervision 
of state banks, coupled with greater discipline in “offbudget” expenditures is needed to maintain actual 
fiscal balance and to increase overall transparency.  

Both private and state commercial banks have established nonbank financing companies that have 
enabled them to circumvent legal lending limits. Bank Indonesia has cracked down on this practice and is 
refusing to issue any new licenses for these bank-related financing companies.  

Despite the dominance of the state in the financial system for much of the post colonial era in 
Indonesia, and despite the somewhat circumscribed role of the private sector within finance, the fact that a 
legitimate role for private banks was encoded into law under the New Order government in 1967 and 
1968 (Woo 1994, Nasution 1995a) is significant. The role of private and foreign commercial banks was 
muted during the oil boom era with the dominant role of the state and its credit ceilings and selective 
credit allocation schemes. However, once fiscal constraints became binding in the early 1980s, a sea 
change in policies occurred. The existence of private and foreign banks, and the radical reduction in entry 
restrictions made Indonesia’s financial markets competitive in short order. This competition forced drastic 
changes in the behavior of all banks, including the large state commercial banks.  

The existence of scandals, problem loans and bank failures can be likened to “growing pains” of 
the financial reform episode since 1988. Overall, the experiment with financial liberalization has been a 
great success despite the problems that have accompanied the reforms. The financial “growing pains” 
have been far easier to bear in an economy that is expanding by over 7 percent per annum in real terms, 
than would be the case in a stagnant economy. A slowdown in growth, therefore, could lead to serious 
consequences for Indonesian financial institutions and market participants, particularly for the state and 
private commercial banks with too many nonperforming assets. The ongoing deregulation of the real 
sector, including domestic and foreign trade and investment, is necessary to sustain economic growth. 
The particular sequencing of Indonesian financial and real sector reform mayor may not have been the 
optimal choice (Stephenson and James 1996) and there is room for disagreement between those like 
McKinnon (1973, 1982) that would favor more real sector reform prior to financial deregulation and 
opening of the capital account, and those who argue in favor of Indonesia’s approach (Thorbecke et al. 
1992). I have argued that external developments and condition$ of access to external finance have been 
influential in the sequencing of Indonesian reform policies, particularly in the domestic financial sector. 
The relative success of Indonesia’s financial reforms cannot be disputed and provides another case study 
of the significance of financial development for overall economic development.  

 

 
21 Public and publicly guaranteed debt reached $63.9 billion in 1994 (World Bank 1996).  
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