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Abstract

Crigs in 1997/1998 lead the Indonesan financid sector into chaos and required bailout
from the Government to maintain the stability of banking sysem. This paper reviews the
evolution of banking sector snce 1970s to the period before criss to andyze the response
of banks to the Government policies and the impact of those palides on the fragility of
banking sysem. In generd, deregulation crested more fragile operation on banks because
of the absence of proper banking supervison. Ingbility of banks to be immune from
foreign exchange and interest rate volaility during crigs is the best example that banks in
Indonesia were not equipped with prudentia tools with respect to market risk.

Additiondly, this paper dso discusses the progress of banking and corporate sector
resructuring in Indonesia in order to provide the current condition of the banking sector.
However, banks ill find problem to sdl ther recgp bonds and extend credits for
corporate sectors after recapitdization program has been caried out. This condition will
deteriorate the banks cgpitd and lead to insolvency. Government needs to simulus the
recovery of banking and corporate sector to ensure that second round banking criss can
be prevented. Pogt criss is the best time for government to reshape the sructure of
financid sector in order to devdop a dable financid indudry in Indonesa This paper
aso highlights the future financid Sructure in Indonesia



1. Introduction

Fnancia sector restructuring has been adopted in many countries to improve the Sability
of financid sysem, egpecidly in the period of post criss. The goproach of restructuring
may be different for each country due to the country specific condition; such as macro
economic  fundamenta, corporae sector dructure, politicad dimae, culture, and
accounting sysem  This paper shows and andyzes the financid reform and restructuring
in Indonesa to assess the wesknesses of the financid indudry prior to criss and to
uggest the dructure of Indonesian financid sector in the future. The am of this paper is
to provide benefit for the readers concerning lesson to be learnt from Indonesian

experiences.

Bank redtructuring in Indonesa has been conducted since 1983 with the man purpose
was to reduce the government involvement in dimulaing economy and improve the
capability of commercid banks in mobilizing savings and depodts  The deeriordion of
foreign resarves in the beginning of 1980 due to the reduction of ail prices was the main
reeson for government to encourage banks being sdf rdiance in carying ther role as
intermediary.  Prior to 1983, Bank Indonesia (Bl) had adopted credit celing and interest
rae control. Bl dso provided credit liquidity support to banks for credits extended to
cusomers.  The most significant reform was released in 1988 (PAKTO) with the main
purpose was to provide banks more freedom to compete in the industry. The banking
sector grew rapidly without proper regulaion and supervison from BIl. This condition
leeds to the fragility of Indonesan banking indusgtry in the period of 19881997. Banking
crigs in 1997/1998 was the evidence tha the banks were unable to protect themsdves
from financid problem due to the depreciation of Indonesan Rupish (IDR). Findly,
Government needs to balout banks through recapitdization program, which is now dill
underway.

This paper will be organized in the following dructure Section 2 outlines the banking
sector pre-crigs in Indonesian; Section 3 outlines the banking sector post criss Section 4
discusses the literature review of bank restructuring; Section 5 shows and andyzes bank
resructuring in the period of pog criss Section 6 outlines the framework and progress of



corporate restructuring; Section 7 shows the dructurd reform in the area of financid
sector; Section 8 discusses the future financid dructure in Indonesia; and Section 9
condudes the discussion.

2. Banking Sector Pre-criss

This section discusses the banking sector from 1970s to 1997 (before criss) by focusing
the policy measures and the impact on banking industry. To provide the progress in the
banking sector after each reform, the discusson in this section will be divided into 3
separde sub-sections covering the period of 19701983, 1984-1987; and 1988-1997.
Ancther reason is that the reform in each period has a different focus and objective.

2.1. Period of 1970-1983

Booming peiod in the 1970s until in the beginning of 1980s brought Indonesan
Government less pad atention to the restructuring of the financid system. During that
period, Government budget relied on the revenues from oil and gas exports However,
the il prices dropped in the end of 1979s and beginning of 1980s, which lead to the
negdive trede bdance in Indonesa a leve in 19981/82 and 1982/83. The growth of
Indonesian exports, imports and trade bdance from 1978 to 1983 can be shown in the
fallowing teble

Table No.1
Growth of Exports, Imports, and Trade Balance from 1978 to 1983 (in million USD)

1978/79 1989/80 1980/81 1981/82 1982/83
Exports 7,989 13146 16,188 13,931 1,084
| mports -7543 -9,028 -11,837 -14,561 -15490
Trade 446 4118 4,351 -630 -4406
balance

Sources: Annua Report, Bank Indonesia, 1981/82 and 1982/83

Bl gpplied credit celling and interest rate control for banks before June 1983 package

reform. The am of this measure was to ensure that banks in Indonesia were dedicated to
their functions as agent of development. Banks rdlied on the liquidity support from Bl as



sources of funds. Financid postions show tha totd depodts is below totd credits for the
period of 19791984 (Grgph No.1). Under the liquidity support scheme, banks obtained a
certain margin interest for extended credit to borrowers. However, this incentive was only
for gate banks and sdected private banks, which satisfy certain minimum criteria related
to soundness rating. This incentive aso discouraged banks to find sources of funds from
public because the depost interests were less competitive compared to interest rates for
liquidity support scheme. Depost interest rate for IDR denominated currency was 15 %
per aonum a date banks and 18% per anum a private banks while subsdized interest
rate from Bl was ranging between 36% per anum. Lending rate for government credit
scheme was between 6-135% per aonum a date banks and 920 a private banks.
Lending rate for normd credit was ranging between 15-21% a dae banks and 21-36% at
private banks. A bank was better off usng funds from Bl rather than from public because
the bank was free from default risk and recelved an interest rate subsdy (Bl, 1984).
Because of this policy, subddized credits from government accounted for 75% of totd
bank credits.

Graph No. 1
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In 1984, totd of extending credits was IDR 16,135 hillion while deposits was IDR 13,337
billion. The different between credits and deposts was covered by credit liquidity from
BIl, which accounted for IDR 2,292 hillion in 1984 or 3.22% of Indonesan GDP in 1983.

Mogt credits were guaranteed by credit guarantee schemes (an government agency) to



ersure that al subsdized credits would be safe for banks and BIl. Banks were less
exposed to credit risks, foreign exchange risk and interest rate risk. Operationa risk was
the mogt ggnificat risk on Indonesa banks for the period of 1970-1983. Banking
industry was very safe and gtable due to government support. However, this sability was
sengtive to the capability of government to continue stimulating corporate sector through
subsdies.

2.2. Period of 1983-1987

However, after the balance of payment deerioraion in mid-1981 to first quarter of 1983,
Government was unable to aford paying subsdies to red sector due to limitation of
foreign resarves. To prevent from further deterioration of foreign reserves, Government
devauated the USD/IDR exchange rae from IDR 700 to IDR 970 on 30 March 1983.
Government adso begun to introduce a number of changes in monetary and banking
policy reform in 1983 with the main purpose is to resore externd and internad baance
and support continued growth. These policies included: (8) reduce government subsdies,
(b) dday large public investment projects, (c) adopt financid reforms, (d) re-shape tax
dructure and administration. In this discusson, we focus on the financid reform and the
impact of this reform to banking indudtry.

Under the June 1983 reform, Bl dill provided credit liquidity support for smdl-scde
credits and high priority credits to hdp wesk and smdl enterprises in improving ther role
in the economy and non-oil and gas exports This policy was aso intended to speedup
the soreading of wedth in Indonesa Non-priority sectors would be fully financed by
usng depost funds and credit liquidity for nontpriority projects would be removed
gradudly. This measure caused banks to seek other dternaives of funds to replace the Bl
liquidity support extended to large borrowers.  In other words, banks would manage ther
owvn funds to comply with minimum reserve requirements without usng interest rae
subsdies from Government.

Bl had pad interests on excess reserves in dtempt to give incentives for banks not
increasing their lending. This practice was continued for sometimes &fter the adoption of
the June 1983 reform. In fact, the rate was raised from 10-13% per annum in September
1983. This policy was dso designed to discourage banks to trandfer their excess liquidity
to oversess (to prevent capitd flight). However, this policy was gradudly removed after



ol prices dropped in the beginning of 1980s, which lead to the deterioration of
government revenues. Government decided to improve liquidity management for banks
by reducing the government supports, such as interest rae subsidies and credit liquidity

supports.

To improve the smoothness of reserve management for banks Bl introduced discount
window facilities and Bank Indonesa Certificates (SBI) to hdp banks to maintain ther
liquidities, especidly maintaining 15% reserve requirements. SBI is used to absorb excess
liquidity of banks while discount windows fadilities is to provide a mechanism for banks
to borrow funds from Bl when they are short of liquidities With these instruments, Bl
coud manage the reserves in the banking system indirectly through open market
operation. The rdionde of adopting these ingruments was to simulus banks to shift ther
excess liquidities to SBI and cover ther shortage of liquidities using discount windows
fedlities However, this scenario was not working smoothly and resulted in high volatility
on interbank cal money interest rates, reeching 90% per annum in September 1984. This
condition was, mainly, driven by smdl amount of the depreciaion in IDR in a few days.
On the other hand, people were Hill traumatic with devaduation in March 1983. As a
response to this Stuation, Government intervened the foreign exchange market causng
huge drained in foreign reserves from BIl. This condition reduced banks liquidity and
lead to the pressure on IDR interest rates.

The sources of funds in interbank call money were from state banks. Because the interest
rates on interbank cadl money were lower than that in depodts, most of private banks
were better off using sources of funds from interbank cal money. The discount window
faciliies from Bl were not interesting enough for private banks because these facilities
would create a negdtive point on the performance of banks. When the excess reserves on
dae banks were deteriorating in September 1984, private banks found problem to obtain
other funds to replace interbank cadl money from dae banks This condition mede the
interest rates on interbank cal money increased in September 1984. Eventudly, Bl was

able to persuade banks to use discount window facilities.

To prevent such condition occurs in the future, Bl just dlowed banks to borrow funds
from interbank cal money with a maximum 75% of depodts Additiondly, Bl
introduced Money Market Commercia Peper (SBPU) as an instrument to control money



supply. Banks should use this paper as an dterndive investment when they have excess
liquidities or sources of fuds when they are short of liquidities Bl should buy this
ingrument to provide liquidities in the banking system. In 1985, thee two ingtruments
(SBI and SBPU) were used by centrd banks to control reserves in banking system. SBI
IS desgned as an indrument to absorb excess liquidities from banking sysem and SBPU
is dedgned as an indrument to add liquidity to banking system. Discount window
facilities were intended to back up the shortage of liquidity in banking system.

The implementation of June 1983 reform changed the way of management operating the
banks. Banks should compete to improve depodts as one of the efforts to maintain ther
loan portfolios Otherwise, banks should reduce ther loans when BI reduced the
subsdies. The interest rate on deposits was increased from 18 % in March 1983 to 20 %
in March 1984. This drategy gave more incentives for depostors to get higher interest

rates.

Codg of intermediary changed after the implementation of the June 1983 reform due to the
reduction of subsgdized credits and the remova of the interest rate on Sautory reserves.
In theory, the cogt of intermediary can be shown by the following figure.
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This figure shows the various dternaives for pricing using the assumptions that depodts
are the only source of funds and loans are the only form of investment. The market
interest rate (re) occurs a the eguilibrium level between the demand for loans and the
supply of deposits. At r, the demand for loans, in money terms, is OP, and the supply of
deposts is OP,. Let us dsart by assuming the lending rate equas the deposit rate (i.e. the
banks operate a zero margin). At i, there is an excess demand for loans (P,P,) because
the interest rate for loans is the same as the interest rate on deposits (i.e. banks obtain a
zero margin). If this is the case, we can increase the supply of deposits and reduce the

demand for loans by increasing interest retes for depodits and loans. Equilibrium occurs a
point E where the demand for loans and supply of deposits is the same, @ OP, . At the



equilibrium point, the interest rate is . At 15, banks dso obtain a zero margin, but there
is no excess demand or excess supply. The next scenario is the interest rate & b where the
demand for loansis OP, and supply of deposits is OP,. If the interest rate is a r, there is
excess supply of depodts (P,P,) because the interest rate on deposits is the same as the
interet rate for loans. To obtain a margin, banks mugt adopt a higher interest rate for
loans than for depodits. Let us assume that the interest rate for loans is a r2 and the
interest rate for depodts is a n. The demand for loans and the supply of deposts will be
the same aOP,. Therefore, there is no excess demand for loans or excess supply of
deposits and banks can obtain an interest rate margin of (r, - r,). The magin in money
teem equas to [(r, - r,)xOR] or the area of r CBr, shown by Figure No.l. Many
dternatives for pricing can be goplied depending on the margin imposad by banks the
supply of depodits and the demand for loans.

The difference between the interest rate on deposits (1) and the interest rate for loans (ry)
is cdled interes margin. Banks, as intermediaries, need the margin (i.e intermediary
costs) to finance non-depost codts the cost of capitd, the risk premium on loans tax
payments, and the inditution's profit (Heffernan, 1996). The addition of a capitd
requirement leads to a higher cost of capitd. When the banking industry has achieved the
optimum level of economies of scde as well as economies of scope (i.e. optimum leve of
efficiency where the demand and supply reman fixed a the equilibrium levd), the
additiond cogt of capitd will be passed to borrowers by increesng loan interes.
Alternatively, banks can reduce the depost interest as a second choice. The man reason
is that the bank needs a certain margin to exist as an intermediary.

Asauming that the increase of deposits should be used to increase loans, Satutory reserves
and other non-earning assets. In mathematicd  form, the additiona assets can be
expressd in the following:



to' tl :do' dlz(ro' r)+(Io' I1)+(po' pl)
where,
t =total assets

d =deposits

I =reserverequirement

| =loans

p = non -earning assets

Replacing the incrementd with ] (delta), we can get the following equetion:
Mt=9d=9r+M+1p

Smulding the reserve requirement and nonearning assets (frand fip ), we can get the
fallowing equetion:

d =afd + 1l + byd

where,

a = minimum reserve requirements

b = proportion of non - earning assets

To amplify cdculation, we remove {for the next equations. Incremental of loans (1), we
can obtain from following equation:

| =d(1-a-b)

Assuming j, is the interest rate on lending and i, is the interest rate on deposts, interest
income to deposit ratio (r ) can be solved using the following equation:

[ = (il - iyd - cd)

d
_idl-a-Db)-id-cd
- d
=ij(l-a-b)-iy-c

where ¢ isthe overhead cogt of intermediary.
Lending rate can be solved from the following transformetion:

i (r+ig+c)
' @-a-b)

Findly, the spreed margin, which is the different between lending and depost interest
raes, can be obtaned (i, - i,). The illustration sbove have been widdy used by
practitioners in banking industry as one of the tools to st interest rates for loan
cusomers. However, this mathematical gpproach can be modified by incorporating more



variables in determining interest rates, such as risk premium to cover default risk of a

borrower.

Asuming that the demand for loans is sendtive to interest rates, if banks increase loan
interest rates, the default risk of credits will increese as a result of only highrisk
borrowers would gpply for credits Sound borrowers, who have lower risks, may seek
other dterndive financing with lower interest rates, such as issuing bonds and new
gsocks. Findly, the demand for loans may decrease as a result of higher loan interest retes
to cover the margin associated with additional minimum capital requirements.

The abolition of interest rate on excess reserves a Bl increased the intermediary cost for
banks. To keep intermediary cost remain condant, banks had to shift ther excess
reserves from Bl to interbank cal money or loans. This scenario encouraged banks to
maintain the level of dautory reserve as low as posshble to reduce cogt of intermediary.
The shifting excess resarves from Bl to loans or interbank cadl money brings banks to
expose the higher probability of borrowers default and increese the fragility of
Indonesan banking Industry. Efforts to reduce the fragility can be imposed by requiring
banks to adopt prudentid risk management. However, the prudentid regulaion related to
risk management was not developed yet in Indonesa

Private banks expanded ther credits in nongovernment credit scheme after the remova
of credit ceiling in 1983. However, sate banks were il the main holders of market share
due to the incentives from government to hold date enterprises accounts and channding
the government credit scheme with interest rate subsidies. The rapid expanson of credits
on private banks was not baanced with the growth of depodts. Interbank cal money was
the main source of funds for private banks and sate banks were the main suppliers. State
banks shifted their excess reserves to interbank cal money because of the gradud
implementation of a zero interest rate for excess reserves a Bl. Additiondly, banks were
reluctant to use discount windows fecilities from Bl because these facilities could affect
the rating performance. This condition implied that there was lack of reserve management
on private banks. Therefore, mechanisms to disburse temporary funds from Bl for illiquid
banks did not work properly. After banks were suffering liquidity criss in September
1984, Bl introduced money market certificaes (SBPU) by dlowing banks to issue
commercid papers when they were short of liquidities and sde them to Bl or other banks.

10



This ingrument was intended to channd temporary funds from Bl and other banks for
illiquid banks. The maket share of each group of banks in 1983 and 1987 is in the
falowing teble

Table No.2
Market Share of Each Group of Banksin 1983 and 1987
1983 1987
Public Private Public Private
sector sector sector sector
Assets | Deposits| loans loans Assets [Deposits| loans loans
State Banks 75.6 815 99.3 709 71.2 86.7 99.5 61.8
Private FX Banks 82 6.7 0.2 9.1 11.8 6.6 0.3 15.5
Foreign Banks 8.3 11.8 0.1 7.9 6.1 6.6 0.1 6.1
Private Non-FX
Banks 46 q 0 7.9 79 0 0.3 13
Regional Dev. Banks 32 C 0 4.4 3 0 0.3 3.7
Sources. Bank Indonesia Annua Repost 1983 and 1987

After the implementation of June 1983 reform, date banks ill dominated the market
share in total assets, depodts and loans. However, share of private Fx banks on loans to
private sector increased from 9.1% in 1983 to 15.5% in 1987 as a result of abolition of
credit celing. Share of date banks on deposits increased from 81.5% in 1983 to 86.7% in
1987. This condition shows that safety was the man consderation for depostors even
though the interest rate of state banks was lower. It is aso evidence to support argument
that dtate banks were suppliers while private banks were the borrowers in money market,
in atempt to improve credit portfolios in private sector. This intermediary system was not
efficient because the state banks served as an intermediary role between depostors and
private banks. Borrowers in private banks paid un-necessary intermediary cost for date
banks if depositors were confidence to private banks.

Fndly, this discusson condudes that private banks druggled to mantan ther liquidities
in the period of 1983-1987 due to the rapid expandon of loans Borrowing interbank call
money from date banks was the best short-teem solution for private banks to improve
liquidity. The gability of banking industry was sengtive to the voldility of interest rate
risk and credit risk due to high credit expansion by private banks.

11



2.3. Period of 1988— 1997

Bank reform in Indonesa continued by introducing a series of reform packeges in the
period of 1988 — 1990. The am of the reform packages was to improve the effectiveness
of intermediary roles of banks in financid sysems and to improve the dability of banking
systems.  In generd the reform packages covered the following areas. (a) promoting fair
competition among banks by dlowing new entry, widening the net work, reducing
segmentation between date banks and private banks, and giving more independence in
meking deddon; (b) promoting more prudence in banking regulation such as adoption of
net open position (NOP), Bade Capitd Accord of 1988 to assess the adequacy of capitd,
and legd lending limits (c) promoting the effectiveness of money market ingruments
and; (d) shifting from rdaively fixed to more floating interet and exchange rates. These
reform packages were issued in four editions, namely, October 1988 package (PAKTO),
December 1988 package (PAKDES), March package 1989 (PAKMAR), and January
1990 packege PAKMAR).

Prior the adoption of PAKTO in 1988, the banking industry was very redricted with
support from government funds through credit liquidities. The industry was very sound
with ammunition from government. When the government money was limited due © the
deterioration of revenue from oil and gas exports, the banking industry was encouraged to
reduce their dependency from government by dlowing banks to have more chance to
mobilize depogts through rdaiively free competition. However, the free market would
need gppropriate reguldions to ensure that prudential operation was in place. Therefore,
PAKTO contains some of new regulations with respect to capitd adequacy and legd
lending limits. The detailed of this regulation is shown in the Appendix 1

Bl had adopted the messurement of CAR in the period prior the implementatiion of
PAKTO. However, the approach of cdculaing CAR was ill based on credit portfolio
and gearing raio (the minimum percentage of cepitd over totd deposts). This approach
implied that the capitd was intended to cover the losses on loans and to back-up the
clams from depostors  The smilar goproach had been adopted in many countries in the
world prior announcement of the Bade Capitd Accord of 1988 (The accord 1988). This
accord has been adopted by dmogt al countries in the world to assess the adequacy of
capitd including Indonesia, which is dipulated in PAKTO. This accord assigns a certain
risk weights for each loan category. CAR is caculaied based on the percentage of capitd

12



base over riseweighted assets. The accord suggests that banks were required to reach, at
minimum, 8% CAR until year 1992. There was dtrong criticism from practitioners and
academicians concerning the pitfdls of Bade Accord. Hal (1995) argued that the Accord
assgns the % of risk weghts from 0% to 100% without giving dsrong argument to
dlocate the same risk weights to each borrower because the risk of each borrower faling
in the same category must be different. Hal (1995) dso argued that the Accord ignores
interest rate, foreign exchange and price risk. These risks may be sgnificant for banks
with active trading.

After the implementation of PAKTO, a number of gpplications for new banks licenses
addresed to Bl was very high, normdly coming from srong companies or group of
companies that have been wating for sometimes to enter the banking industry. The
goplication was mainly based on the experiences in the past that banking busness was
profitable without consdering what the banking indusry in the future is Within two
years dfter the implementation of PAKTO, BI granted licenses 73 for new commercia
banks and 301 for branches. The rapid growth of banks and branches encouraged banks to
be more aggressve to offer incentive for depost customers with less consderdion of the
out let for these funds Findly, private banks normdly lend their money to internd group
without a sound credit andyds. This practice lead the high levd of NPL in banking
Industry.

13



Graph No. 2
The Growth of Total Number of Banks
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There was shifting market share from date banks to private banks. This condition was
intended to response the rule that date banks enterprises are dlowed to depost their

money a private banks and obtained credit from private banks. The gragph of market
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share between group of banks is shown by Grgph No.4. The share of date banks in loans
decreased gradudly from 79.35% in June 1980 to 45.85% in March 2000.

Graph No.4.
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With such development, there were risks associated with such rapid growth in private
banks. The centrd bank is unlikdy to have the resources to monitor a large banking
system, and may fal to spot problems before they turn into crises. Mogt likely, there was
alack of trained aff and executivesin private banks due to the rgpid expansion..

Interbank cal money was the main sources of funds for private banks and the main
suppliers in the money make were dae banks. Obtaining the incentives from
government was the main compstitive strategy for sate banks until 1990s. On the other
hands, private banks were druggle to compete with stae banks in offering interest rate to
depodts cusomers. Therefore, private banks just relied on funds from interbank cdl
money and dae bank role was mainly channding excess funds from depostors and
government to private banks. This intermediary channd was not effective and creates a
higher intermediary cost for borrowers. Additiondly, private banks were dggnificantly
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sendtive to interest rate volatility. When the interest rate of SBI was very low in the
ealy of 1990 and proceeded by reduction on depost interest rates. This condition
eventudly drained foreign reserves from Bl in the peiod of January — May 1990. To stop
the bleeding, BI increased interest rates and was followed by increesng of time depost
interest rates.

The reduction of liquidity credits from BI, anounced in January and toke effect in April
1989, lead banks to increase foreign borrowing to mantan ther liquidities Banks
increased foreign exchange swep to Bl to avoid vidlation the rule of NOP. High un
hedged postions for offshore loans were the man problems in Indonesian banks in the
period of precriss Bl had adopted managed floating for exchange rate for the period
before criss, which implied that government would maintan the depreciaion of IDR
with a maximum limit (It was announced that the depreciaion would not more than 10%
per year). This policy, implicitly, sad tha government guaranteed the depreciation of
IDR would not bresk the limit 10% per year. The argument of this policy was to provide a
certainty for business people to make etimation for the future with regard to the volatility
of IDR exchange rate. However, this policy created mora hazard for banks to rely on
more funds from oversess, which required lower interest raies and lend these funds in
IDR denominated currency to obtain a higher margin. According to Nasution (1998), the
ratio of foreign borrowings of commercid banks to ther assets rose from 9.5% in 1993 to
over 18% in March 1998.

With indirect guarantee from government that exchange rate depreciaion would not more
than 10%. In other words, the currency risk of offshore loans would be 10% per year (See
Graph No.5). Assuming a bank lend the funds in IDR denominated loans with 25% per
year, the spread was Hill high. For example, if interest raie on offshore loans was 8% and
overhead cost was 3% per year, the sporead would be 4% pe year (ie 25% -
(8%+3%+10%)). Hedging for offshore borrowing was not necessary due to the certainty
of IDR exchange rate in the future. Therefore, most offshore borrowings in banks and
corporate sectors were kept un-hedged. In fact, Government faled to support the spread
in managed floating regime and, eventudly, exchange rate was soaring in 1998, reeching
a the levd of IDR 15000 in 1998. This condition lead to the economic turmail in
Indonesiain 1997 to 1998.
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Graph No.5
USD/IDR Exchange Rate and Returns

(Period May 1996 to May 1997)
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Bl adopted fixed foreign exchange rate and pegged with USD in 1970s. Under the
exchange rate control, foreign exchange rae risk was very low, but banks were exposed
with the risk of devdudion. The spirit of banks reform in Indonesa was to liberdize
exchange rate and interest rate control. Therefore, in March 1989 BI introduced NOP to
prevent banks from excessve foreign exchange rate risk exposure. Banks were dlowed to
hold, a& maximum, 25% of aggregate currency over capitd base This rule had been
revised severd times and, eventudly, current verson dlows banks to hold, a maximum,
20% NOP caculated per currency over capitd base. Violation with this rule is subject to
apendty, induding reduction of sound ratings.

2.4. Fragility of Indonesian banking industry in the period of 1988 — 1997

2.4.1. Problem loans

Credit qudity on banks had been deteriorating for many years prior to the criss in 1997.

Lack of credit andyss was the main problem for gtate banks because most of the credit
policies were intervened by government and/or top government officids. Non-performing
loans a privaie banks were normdly related to internd group of banks even though there
was legd lending limit for credits Enforcement on the legd lending limit regulaion weas
very weak from Bl due to lack of independency. The governor of Bl was a member of
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cabingt miniger, therefore, the policy of Bl was modly inline with the efforts to support
fiscd policies from government. Grgoh No.6 shows the growth of loan qudity from July
1997 to October 1999.

In February 1993, Booz Allent & Hamilton, one of the management consulting firms in
the USA, released a report, which forecast that problem loans of Indonesian banks would
account for between 5% and 20% of tota outstanding credits (Tempo, 1 June 1994). The
report aso sad that ROA of date banks had declined to the lowest point in 1992 and
would be negative in the peiod of 1994-1995. This projection was accurate when the
ROA on state banks was —0.16 in 1994. The growth of problem loans increased gradudly
from 6% in 1990, 11% in 1991 and 17% in 1992 respectively (Tempo, 1 June 1994). This
problem loan was the main source of failed banksin the period of 1990s.
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Table 3
Classified Credit for the Period of 1995 -1999

(Percent)
April  December December December
1995 1996 1997 1997 1998 1999
Total Credit (Rp. Trillion) 267 331 350 450 545 277
Classified credit as a share of total %
Sub-standard 27 2.6 2.8 26 104 10.2
Doubtful 24 33 35 25 15.2 12.8
Bad-Debt 33 29 23 32 23 9.9

State-owned Banks

Private Banks

Provincial Development Bank
Foreign and Joint Venture Banks

All Banks
State-owned Banks

Private Foreign Exchange Banks
Private Non-Foreign Exchange

Distribution of Classified credit by bank ownership %

727
16.3
55
55

67
22.8
4.9
5.3

65.9
245
48
48

52.7
423
0.43

4.6

38.9
52.7
0.1
84

52.6
231

12
232

Classified credit as percentage of total credit by bank
ownership %

104
16.6
3.7

13.8

88
134
43

11

83
44
28

0.7

48.6
18.9
211

45

329
17.3
73

0.3

Sources; Data for the period of 1995 to April 1997 was derived Nasution (1998) and for the period of December 1997
to December 1999 was derived from Bl data base.

2.4.2. Banking regulation and supervision

Under the exiging reguldions, the authaities have experienced difficulties in

detecting

problem banks a an ealy dage My view is that banking regulation in Indonesa dill

contains a number of deficiencies.

Fird, riskbased capitd requirements, which rdy soldy on credit risk, fal to assess the
true risk in banks. Theoreticaly, bank risks comprise not only credit risk, but dso interest
rate rik, foreign exchange risk and other risks This Studion leads banks to ignore risks,
which are not covered in the CAR. There are many internd reasons for banks doing o,
such as lack of knowledge of risk management and it is being too expensve to add more
capitd. This dudy finds that current capitd requirements ignore interest rate risk and
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foreign exchange rate risk, with the result that banks would probably bresk the trigger of
the minimum capita requirement if these were included in the assessment.

Second, under the BIS riskbased capitd regulatior?, dl loans to nonbanks have the
same rik weights  Good-qudity loans aitract the same risk weights as bad in the
asessment. In an extreme case, a bank may not get any revenue from doubtful loans, yet
the authorities require the same capitd for both good and doubtful loans. This example
adso shows that the expected cash flows for the doubtful loans may be zero, unless the
bank sdIs any collaerd taken, but the current minimum capitd adequacy regulaion does
not cover this issue. In addition, bank managers ill find loopholes  to escgpe the
regulation. For example, bank managers may accrue interest revenues in their accounting
sysem. Although, under this trestment, the payment of interest looks plausble on the
borrowers account baances, there is, in fact, no fresh money coming into the bank. This
dtuation is not accounted for by the minimum capitd adequecy regulation. Findly, some
banks, apparently, have negative economic vaues of cgpitd without the awareness of the
regulatory authorities.

Third, under the BIS ridebased capitd regulation, capitd is messured on a book vaue
bass Actudly, the economic vaues of capitd change continuoudy in line with changes
in the vaues of assets and liabilities. The economic vaues of assats and ligbilities  change
as a result of changes in asset qudity, voldility in interet and breign exchange rates, and
the change in vaues of intangible assets. The red vdue of capitd can be expressed by

market share prices.

Fourth, the risk assessment methodology used fals to capture the actud performance of
the management. There are two issues here Fird, the methodology lacks the ahility to
capture  management  behaviour. Second, there ae insufficient guiddines for bank
upervisors to assess management performance. In too many cases, immediately before
being dedared as a “problem” bank, the management had been given a good score in
management agppraisd. Later on, the authorities became aware that the information
ddivered to them was biased. This shows that bank supervisors failed to carry out their

tasks properly.

2 The Indonesian government has adopted the BIS minimum capital adequacy requirements since October
1988.
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Fifth, earnings ratio assessment is just based on the accounting record and the link
between the ratio and capitd is not consdered. The accounting ratio method is incgpable
of assessing the capability of banks to produce earnings in the near future. As we have
dready disussed, some banks can accumulaie unredised interest revenues in  ther
accounting system. In this case, earnings ratios fal to cgpture the true performance of
banks.

While other criticisms may be leveled agang the BIS proposd (BIS, 1988) we have
enough evidence to say that current capitd adequecy regulation is imperfect. Therefore,
banking regulaion in Indonesa needs to be re-evduated and adjused in the direction of
further enhancing prudence. Nasution (1998) criticized that the October reform in 1988
required legd and accounting sysem, which could not be built promptly in Indonesa
The disclosure was poor in banking sector due to the wesk implementation of accounting
dandard. It was reasonable to suspect that the condition was established on purpose to
provide loophole for briberies and corrupt in government agencies.  This condition is
possble as Government intervened date banks in the sdection process of credit to
customers.

As we have dready mentioned, the rgpid growth in the number o banks, offices, and
thelr exposures, a shortage of professond managers and deficiencies in bank supervison
are potentiad sources of banking crises. In fact, severa banks have suffered financid
problems, for example Bank Umum Mgapahit, Bank Pertiwi Maanu Bank, Bank
Bukopin, Bank Sampurna, Bank Duta, Bank Summa and Bapindo. The centrd bank
officidly announced that these banks had financid problems dthough the public did not
know the exact number of banks which suffered smilar financid problems because of
asymmelry of information in the banking indudry. Bapindo's falure was the latest in a
series of crises in 1994 that have heightened fears of a financid breakdown. The next sub-

section will discusses in more details concerning the bank falures casesin Indonesia

2.4.3. Bank failure casesin Indonesia before 1997 crisis
The fragility of banking indudry in Indonesa occurred due to the complexity of operation
and a large number of banks as well as their branches. Banks offered more diversified

product, such as derivatives However, the supervisory approaches and the skill of bank
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supervisors could not be improved indantly to anticipate the devedopment in banking
industry.  Therefore, Bl found difficulties to detect the problem banks from the early
dages and, findly, some banks suffered financid problems in 1990s. The following
discussion highlights some of problem bank casesin Indonesia

Bank Umum Mggpahit suffered problems in 1987 because the owners engaged in ingder
transactions using illegd CDs. The dishonesty was exposed when they faled to meet ther
ligbilities. Cetan unauthorized borrowers were dso involved. Depositors damed ther
refunds, and the case was eventudly reported to the centrad bank. In this gStuation, the
bank is officdly responsble for dl ligbilities whether the depost cetificate is origind or
counterfeit. Dishonest managers were responsble for indder transactions because dl
transactions were labelled with the name of the bank. Bank Indonesa restricted the bank
to paticipaing in deaing activities and some depostors took the bank managers to
cout. Findly, a consortium of other banks took over the bank with the am of
maintaining public confidence in the banking sysem in Indonesa However, its re
opening was put on hold until the government revoked its licence in November 1997.

The Pertiwi case exploded in 1986 because of two mgor reasons tha were interrelated,
namely, loan concentration and mismatch of funding. The case began with loan
concentration. The mgority of its loans were concentrated on properties when there was a
price boom in the late 1970s when, as we know, the Indonesan economy was booming
because of high ail prices in the 1970s When the oil price dropped in the early 1980s
demand for housing automaticaly went down because the government maintained tight
liquidity in order to ensure that the government kept enough foreign reserves to back up
its bdance of payments. As the mortgage demand dropped in a period of tight liquidity,
the revenues of housing condruction firms fel far below edtimates and repayments to the
banks were ddayed. Banks with long funding pogtions suffered from lack of liquidity as
a result of the shorter term of depodts Banks with strong group companies did not
encounter any problems because other group members provided funds ingtantly. But, for
the weak group companies, the group members did not have the cgpability to support the
banks. Findly, the management of the bank declared the bank illiquid when the rush
occurred. Bank Indonesa closed the bank's operation until the bank settled the clams
from the dearing system. Findly, other banks took over dl assats and liabilities under
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guiddines from the centrd bank with the am of preventing indability in the banking
system.

The Pertiwi's case caused the Maranu Bank to suffer a lack of liquidity as a result of a
large amount of inte-bank loans to Pertiwi. When Pertiwi suffered a lack of liquidity,
Maranu had the same problem; moreover, the dgposit customers knew about the case and
panic could not be avoided. As a generd rule, the banks, which faled to cover the dams
from the dearing system, were redricted to continuing ther participation in the dearing
sysem. Therefore, Bank Indonesa removed Maranu from the clearing system before the
bank was taken over by other banks.

The three bank fallures that we have discussed above occurred before the banking reform
of 1988. Even dfter the reform, the Indonesan authority hed experience of bank falure.
Even banks which were amongst the 10 largest banksin Indonesiafailed.

The firg large bank to fail was BUKOPIN. This bank suffered from sgnificant doubtful
credits without any secure collaterd. The case was not exposed openly by the authority to
the media because the bank is a cooperaive bank, working on behdf of the government
to devae the peformance of smal scae busness cooperative firms in Indonesa The
bank was rescued by Bank Indonesiato prevent it from collgpse.

The second large bank to fall was Bank Duta, a private bank, which had 73.39 percent of
its shares held by three charities chaired by Presdent Suharto (Schwarz, 20 September
1990). At firgt, nobody believed that Bank Duta had suffered a crigs. Financid reports
dowed a consavative peaformance with credits accounting for Rp.1,700 hillion
(approximatdy  US$0.85 hillion) of Rp.2,300 hillion (goproximaedy US$1.15 hillion) of
totd asts but the copitd base was only US$164 million (Vatikiotis 13 September
1990). Further, to Bank Duta, it appeared that reserves for loan-losses were below those
of other private banks. Nobody suspected, not even the authority, tha the idle funds were
invested in trading activities. Regulation redricts nationd private banks to running a net
foreign exchange postion not more than 25 percent of cgpitd. Indonesian bankers sad
tha Bank Duta must have run an open foregn exchange postion of around US$1-2
billion -equals to between 609,7% and 1,219.4% of capitd base- before the collgpse and
the bank adso speculated in the USHIDR exchange rate both its own account and on
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behdf of individud dlients. That trading was not recorded properly, and thus not reflected
in the financd reports. The bank thus maintaned large exposures in foreign currency
postions, therefore, when exchange rates moved in an adverse directions, the bank was
illiqud and unable to sdtle dams from creditors Fndly, the bank announced on 4
October 1992 that losses resulting from foreign exchange trading had reached US$ 419.6
million (Schwarz, 18 October 1990). Rondd Stride, a Booz Allen & Hamilton Vice
President who advised severa Indonesian banks, said:

"Indonesian banks, unsophisticated in foreign-exchange markets, have
been on the losing side of a zero-sum game and they are getting out"”
(Tempo, 18 Oct. 1990).

The datement above reveds that banks in Indonesa did not have enough experience in
foreign exchange trading compared to other traders in the markets. Findly, charities
chared by the Presdent of Indonesa Suharto, rescued the bank with fresrmoney and
replaced the management. Dicky who was a managing director in charge in trading was
sent to jail on acorruption charge for running dishonest foreign exchange transactions.

The third large bank to fal was Bank Summa in November 1992. The bank was formed
in 1988 from an exiging bank - Bank Agung Ada - in the same year when deregulation
triggered an exploson in the number of new bank licences gpproved. The dowdown in
property demand in 1990 was the main source of the criss. The bank was faced with a
financid crigs because of large loan exposures to shareholders group companies which
were involved modly in propeties. The bulk of this debt was the result of loans to
finance Summa Group's involvement in the Indonesan propety market from 198990,
when real-edtate prices were a their pesk. The Summa Group, which was st up in the
late 1970s, was intereted in insurance, leesing, office devdopment, hotds and
plantations. Mogt of Summas non-performing loans were made to Summa Group, headed
by the ddet son of Soeryadiga (the owner of Bank Summa). According to the Far
Eastern Economic Review, more than hdf of Summas non-performing loans were made

to companies within the Summa Group, (Azman, 1992).

The problem banks dso indude some medium or smdl banks such as Bank Sampurna
The bank was established after the banking reform of 1988. The source of problems aso
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came from doubtful credit to shareholders group companies. Bank Danamon, a top 10
private bank, took over the bank in early November 1992. There may have been some
other problem banks in Indonesia, but the information has not been reveded to the media

The lagt case exposed to the public before the banking criss in 1997 was Bapindo, a date
bank, in 1993. The case was offiddly published a the paliamentary hearing by the
financid authorities, namdy, the Miniger of Finance and the Governor of the centrd
bank. One of the parliamentary members had been asking about the performance of a
Bapindo borrower, Golden Key, which was suspected of having financid problems. The
borrower had outdanding credit of Rp.1,300 hillion (US$ 650 million) from Rp.9,600
billion (US$4,300 million) of tota credit or 13.5%. The bank's capitd was Rp.700 billion
(US$350 million). Therefore, the credit of the borrower was 140% of tota bank capitd.
Actudly the ROA of the bank had shrunk from 2.1% in 1987 to 1.8% in 1988, 1.1% in
1990, 0,31% in 1990 and 0.26% in 1993.

2.4.5. Crisisin 1997

The banking crigs in 1997 occurred as a result of the gradud fdl in the Indonesan
rupiah (IDR) exchange rate since July 1997. The USD/IDR exchange rate dropped from
IDR2,450 per US dollar in July 1997 to IDR11,000 per US dollar in March 1998. The
IDR depreciaed sgnificantly in March 1998 when the IMF released a negetive report on
the Indonesan budget deficit. The depreciation of the IDR caused people to have less
confidence in it and to convert ther deposts from IDR to US dollars or to other strong
currencies. The more people wanted to buy US dallars, the more US dollars disgppeared.

The crisis began in July 1997 when the IDR/USD exchange rate was IDR2,450. The fird
atack caused the IDR to dnk to the level of IDR 2511. In response to the speculation,
Bank Indonesa (Bl) incressed the spreed for US dollars (ie. the difference between
buying and sdling rates) from 8% to 12%. The widening of the spread had been used by
Bl severd times to curb speculation in IDR. The spread was only 2% in April 1995, but
rose by 3% in February 1996, to 5% in July 1996, and to 8% in September 1996. The
widening of the spread in April 1995 was to prevent a rush into dollars because of the
death of Mrs. Suharto, while other widened spreads were intended to counter rushes into
dollars because of the rumours concerning devaudtion of the IDR. However, this
drategy was no longer vadid in the period after July 1997. The demand for US dollars
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was very strong and the intervention band of Bl (ie. the market spread a which Bl has to
intervene) was not effective in dowing down the demand. The exchange rate of the IDR
was dill ungtable, srengthening for a few days by a few points and then depreciating
agan. To avoid a further wasting of reserve funds, Bl cancdled the intervention band and
let the IDR float on the market when the exchange rate stood a IDR2,800 to the dallar.

The exchange rate turmoil affected dgnificantly the wesk banks which had dready
auffered financid problems before the criss  Findly, the government revoked the permit
of 16 private nationd banks on 1 November 1997, dosed 7 banks in April 1998 and 38
banks in March 1999. The sources of problems for those banks were mainly illiquidity
and insolvency as a result of credit defaults, fraud and liquidity mismatches. With ther
liquidity mismaiched, these banks were sengtive to the rush to dollars None of those
banks financid problems occurred because of losses in foreign exchange trading (Gatra,
8 November 1997). Bad loans occurred in intemd group companies where the amounts
had dready breached the lending limits. The exchange rate turmoil affected indirectly the
liquidity of banks through the rush to draw money to be placed in other banks or oversees
banks.

In ancother initiative, the government formed the Indonesan Bank Restructuring Agency
(IBRA) a the end of January 1998. The role of IBRA includes. (1) Verifying customer
clams under the blanket guarantee scheme; (2) Disposng assets of take over banks (3)
redructuring and <dling transferred loans from banks, (4) divesting the government
ownership of recap banks.

In April 1998, there were 54 banks under the control of this agency, which comprised
four gate banks 11 regiond devdopment banks and 39 naiond private banks. The
criterion of a dck bank is ether when emergency funds from the centra bank amount to
more than 200% of the capital base or the riskbased capitd adequacy ratio (CAR) is less
than 5%. To restore public confidence in the banking system, the government announced
its intention to fully protect depostors money. Mogt of the sck banks suffered
illiquidity and insolvency as they poded huge credit defallts and suffered large
withdrawas. The only bank which suffered dgnificantly from foreign exchange trading
losses was Bank Exim, a state bank.
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From the banking criss in Indonesa, we can conclude that the depreciaion of the IDR
did not directly cause bank falure in Indonesa except in the case of Bank Exim.
However, the exchange rate turmoil made depositors less confident in the banking system
in Indonesa and encouraged depostors to put their money in foreign currencies in
oversees banks. Findly, the smal and medium sized banks suffered the most. For large
banks, problems normdly arose because of defaults by borrowers, which made the banks
illiquid or insolvent. Bank Exim, a dae bank, is the only bank, which got into trouble
because of losses in foreign exchange trading

From these experiences, it can be seen tha the Indonesan banking industry siffered
problems mostly because of default by credit borrowers. Mogst cases cited above indicae

that the sources of the problems were credit default mixed with Sgnificantly unmeatched
funding postions, some of them because of fraud mixed with large credit default (such as

Bapindo); and some of them because of foreign exchange losses (such as Bank Duta and
Bank Exim). Grgoh No. 6 and 7 provide the growth of bank operation from 1994 to
December 1999.
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Graph No.6
Growth of L oans and Deposits
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Graph No. 7

Growth of Assetsand Capital of Banks
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3. Banking Sector Post Crisis

Currency crisis in 1997 caused the performance of Indonesian banking industry was a the
lowest leve in higory. Return on assets of banks dropped sharply from 1.22 % at the end
of 1996 to —18.76 % by end of 1998. Banks posed high losses in the period of 1997 and

1998 because of the following sources:

- Indirect guarantee from government in managed floating regime lead to high un
hedged podtion a banks and the deeioraion of IDR vadue on un-hedged

positions made huge losses on banks.

- Currency crigs created problem on corporae sectors that affected dso banking

industry

- Lack of confidence to banking system forced banks to borrow funds from other
banks and rasng interest rates to restore public confidence to banking system
increased the interest rate cogts for interbank call money.

The growth of CAR and ROA for each group of banks can be reflected in Graph No.8.

Graph No.8
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diminate the problem. However, the
while people drew ther deposts and

relocated them to oversess. Mot of banks suffered negative baances at centra banks.
Liqudity support from centrd banks was eventudly given to dlow banks ill opened. BI
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had granted around IDR 150 trillion to cover negative baance of bank accounts a centra
banks during crisis. Bl dams that the liquidity supports need to be pad by Government.
However, there was dispute between Bl and government to verify the figure of liquidity
support for banks This issue is ill in the process of investigation by the Indonesian
Supreme Audit Board.

To restore public confidence, Government announced to guarantee the whole clams to
banks and increased SBI interest rates, reaching 60% per year in 1998. This policy
resored the public confidence successfully, however, this solution is just for the ligbilities
by giving high retuns for depodtors However, this policy made an additiond problem
relaed to the cgpability of loan borrowers to pay interest rates They could not afford to
pay intered to banks and, eventudly, nonpeforming loans a banks increased
ggnificantly (See Table No.3 aove). This policy implied that government shifted part of
bank losses to loan borrowers Additiondly, Bl adopts forbesrance in  minimum
requirement of CAR from 8% to 4% in 1998 because most of banks suffered huge losses
during crigs. However, this forbearance just for the period up to 2001 and 8% minimum
CAR will be restore a the end of 2001. McLeod (2000) argues that the rationde to
reduce the minimum of CAR isunclear.

4. Literaturereview on bank restructuring

Governments dways adjust banking policy and reguldion to improve the gability and the
effectiveness of financid system to respond the devdopment of the financid industry.
The adjugment could be in the form of forbearance or more dringent regulation
depending the target that the Government to achieve. The adjusgment may affect the
dructure of banking industry due to the adjusment of banks policy to be fit with new
rues and regulaions. Redructuring is the best term to replace the adusment of
government policy and regulation in financid industry.

Redructuring is the only solution to achieve financid system recovery after crigs. This
goproach has been adopted in many countries, such as Mexico in 1991/92, Argentina in
1980 and 1989, Chile 1981-1983, and Eastern Europe in 1988. However, restructuring
and reform did not dways provide good ultimate results for economy. Commitment from
al patiesinvolved in the economy plays important roles in the success of restructuring.
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The regtructuring program will be effective if we can identify accurately the sources of
the criss. Work by Long (1987) and Hinds (1988) argued that macro economic imbaance
auch as lage fiscd and bdance of payments deficits sharp changes in redive prices,
external shocks, and policy erors can lead to wesk financid dSructures, large portfolio
losses Findly, this condition causes disressed borrowing, bank runs cepitd  flight,
monetary and price ingability.

However, the structuring will be successfu if the restructuring of red sector has been
completed, othewise bank will lend money to loss making corporations. Without
corporae sector imbdance, recgpitdization of the banking sysem would only invite
another financid crigs. If it is the case, redructuring program will be difficult to bring the
recovery of the economy.

On the other hand, restructuring of corporate sector can be accomplished if there is
trandfer losses from debtors to creditors. The negotiation often takes a long time to reach
the best solution for both creditors and debtors. Incentive from government in the form of
tax relief and guarantee may speed up the process of corporate restructuring. For externd
debt, trandferring of domedtic losses to externd sector as externad debt forgiveness or
unilaterd repudiation may be the feature of restructuring as has been adopted in Mexico
ca=in 1992,

Therefore, Caprio, Atiyas, and Hanson (1994) suggest the procedures of restructuring in
banking indugtry, which condsts of diagnoss damege control, loss dlocaion, and
rebuilding profitability and credting the right incentives. These steps may be overlgoping
eech other in practicee To provide more detalled concerning the procedures of
redructuring, the following section will review the steps of restructuring. However, the
discussion just focuses on the diagnosis and the solution.

4.1. Diagnosis

Before the redructuring program is gpproved, the diagnoss tasks need to be
accomplished to identify faled inditutions, messure the losses and identify the sources of
insolvency.  Information from the diagnoss will be used to address the best goproach for

redructuring.  Government may face a lot of problems in diagnoss process. The
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folowing discusson outlines the key issues in the diagnoss of financid criss and lesson

to be learnt from experiences.

To identify the falure, normaly we refer to the adequacy of cepitd. However, the
goproach of cdculating the adequecy of capitd plays important role to produce the
accurate measure. The information on adequacy of cgpitd provided by banks may not
provide a better picture to reflect the true condition of banks. Therefore, we need to verify
the information provided by banks to obtan the red condition. Regulatory authorities
may face with severd condraints, which may cause inaccurate results in identifying
failed banks.

Faled banks have mord hazard not to reved the losses because they fear government
intervention or a run on banks. This condition leads to the inaccurate level of @equecy of
cagpitd. Government is dso rdluctant to ded with problem banks snce the man tax
revenue of the Government is from banks or the main sources of financia deficit are from
banks. It is ds0 possble that banks are controlled by politicd interest. If it is the casg,
identifying and resolving problem banks will be politicd issues rather than technica
iSsues.

Technicd issue may emerge regarding the way we cdculate the adequacy of capitd.
Book vaue of capitd is not the best gpproach to be used as an indictor to cdculate the
adequacy of capitd (Hdl 1994; Kane, 1985). Economic capitd is believed as a better
measure of the adequacy of capitd. The reason is that book vaue doesn't give the red
vadue of capitd because this gpproach ignoring the current vdue of assets and liabilities.
Book vaue of capitd assumes tha the vaue of assets and liabilities remains congant,
however, the vadue changes ovetime especidly for the vaue of financid instruments.
Loans to customers must be re-vdued by induding the vadue of collaed to obtan the
maket vaue of loans Ancother example is the postion financid market ingruments
(trading book), which can be s0ld in the market & any time because the market is very
liquid. For non-financid indrument podtion (banking book), the current vdue of
podtion dill can be cdculated usng net present vdue of future cash flows. Since the
current value is larger than book vaue, therefore, banks can recognize this different as
unredized losses. Findly the profit and loss of banks will increese If we gpply this
concept, many banks may 4ill solvent based on book vaue capitd. However, more banks
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may be consdered as faled if we goply economic cgpitd. Banks and government must
agree on the approach to identify the vaue of assats and lidbilities in cdculaing losses
before the recap program is started.

In traditiond banks losses form credits is the most Sgnificant components of the
Oeterioration of capitd. Standard procedures to messure the losses of credits will be
goproved by banks and regulaory authorities. The assessment of losses on  credits
normdly agpplies certan parameters, such as the ddinquency of payments on interes and
ingalment. For more sophidticated banks, losses from foreign exchange and interest rate
related transactions may pose a dgnificant amount. The un-matched on foreign exchange
and interest rate related postions can be used to measure the potentid losses of foreign
exchange and interest rate relaed pogtion by agpplying the edimation of voldility on
foreign exchange and interest rate returns (JPMorgan, 1994).

In generd, insolvency occurs when the economic of capitd is negative. However, esch
country may adopt different limit as a determinant of insolvency. The cut off limit needs
to be discussad thoroughly throughout the parties involved.

4.2. Distress solution

In digtress gtudion, Government may intervene ailing banks to trandfer their losses to
cusomers usng interest rates insruments. In generd, there are two approach to handle
losses a banks namdy, flows and stock solution. Flows palicy is intended to reduce the
losses @ banks and shift the losses indirectly to government or cusomers by using
interest rate mechanisms. Government can absorb aling bank losses by adopting interest
rae subsdy. This policy will have high mongary cods because liquidity support for
lossmeking banks will be expansonary in naiure and this policy is contradiction with the
need of tight money policy when the economy isin the process of structurd adjustment.

Bank losses dso can be shifted to either borrowers or depoditors. The popular technique
is to permit high spreads. Ailing banks can manage the interest rate in such away to shift
the losses to borrowers or depostors. The choice depends on the policy whether
government wants to protect borrowers or depositors. High lending interet rate will give
banks more returns, but corporate sector will loss, while lower deposit interest will
creates losses far depostors. High lending interest rate is appropriate if the red sector is
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strong enough to aosorb losses, otherwise will creste a new problem in red sector. If it is
the case, dling banks suffer not only from the liquidity because of lack confidence to
banking system, but dso deerioration of loan qudity due to high interest rates In 1980
81, Korea applied lower interest rates for lending and depostors because of heavy
indudtridization program in that period.

Ancther flow solution is to permit bank involve in outsde ther traditiond busness such
as engaging in securities busness and insurance.  In gengd, flow solutions work wedl if
the levd insolvency is smdl. The best indicator for this is when the levd of capitd
adequacy isbelow the gatuary leve but it istill pogdtive.

Stock solution techniques congs of three techniques to handle the capitd of banks. Fird,
Government can improve the capitd adequacy of banks by injecting funds from public or
private. This approach is gppropriate for banks, which are viable in the long run. Second,
Government can close the non-vidble banks through deposit protection agency to sdtle
depositors money. Third, carve out bad debts and replace them with Government bonds
or centrd bank lidhiliies. We can gpply different gpproach for different agency. The third
goproach has been adopted in the USA by edablishing the U.S. Resolution Trust
Corporation (RTC) and in Spain by establishing Spanish Guarantee Fund (SGF).

Indonesan Government adopts combination between flows and dock solutions How
solution was applied when the government increased interest rete in 1998 with the am to
restore public confidence. The increese of interest rate caused the interest rate on lending
was soaing and, findly, the borrowers faled to pay interests Stock solution was goplied
when the Government issued recap bond and gave the bonds to banks as capitd injection.

In restructuring mechanisms, there are other gpproaches caled market based solution and
government intervention. Market based solution congsts of shareholder capitd injection,
sde or mege, privdization, liquidation without deposit compensation while government
intervention condsts of nationdization, liquidation with depost insurance, asset recovery
trugt, and bank “hospital”.

Market based solution does not creste any cost to tax payers. This solution assumes that
depodtors can absorb risk by themsdves without government intervention. In - many
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countries, government is respondble for smdl depodtors under deposit  protection
scheme.  Large depostors, presumable, have capability to take care the risk on banks.
Therefore, they are responsble to asorb the risk of faled banks. The treatment on the
falure of Bank of Credit and Commerce Internationd (BCCI) in 1991 in the UK is the
bet example of the gpplication of this gpproach. Government intervention requires
public funds to intervene the process of recovery in the financid system. With respect to
this gpproach, Indonesian governmert adopts Government intervention solution.

4.3. Supplementary policies
Bank redructuring requires certain conditions to ensure that banks can restore ther

intermediary functions and improve their solvency. Capitd injection to banks without
fresh money is jus to increese book vaue of capitd. Banks 4ill have problem with
liquidity since the government securities or bonds are not marketable. Therefore, banks
dill need: fresh money to improve liquidity, borrowers to obtan revenue, and proper
upervison to ensure tha the prudentid prectices are in place. In many cases,
Government jugt issue bonds to balout banks with the expectation that banks can <l
bonds in secondary markets to get fresh money. There is no guarantee tha the secondary
market is able to absorb the bonds in the period of post crigs.

Proper banking supervison is required to ensure that banks is operated under prudentid
rules and good governance is in place. However, the normd regulation, which is gpplied
to normd condition doesn't gimulus the recovery of banking intermediation. Sundargan
(1992) suggests condition required to achieve the recovery of banking sysem that cover
the following:
- A minimd sysem or prudentid regulaion including enforcement
- Key monetary contrd reforms and support change in money market
- The speed of liberdization of interest rates and credit controls depends on the
pece of fiscal and externd policiesin achieving overdl macro economic baance
- A wide range of centrd bank operational reform including policy research, foreign
exchange maket opedions prudentid regulation, clearing and  Settlement
systems, public debt management, and accounting and bank reporting systems.

The condition above in generd, is intended to restore the intermediation function of
banks, increese solvency, and good governance in banks. Application the above condition
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depends on the commitment of dl paties involved in government. Since the politica
pressure is to drong agang the goplication of proper rules, the improvement of bank
solvency cannot be achieved.

Many countries gave forbearance in regulation to speed up the process of recovery.
German Federd Government guaranteed former eastern State-owned enterprises debts
and redricted new entry into barking sector by imposng high capitd and licensing
dandard (Meinecke, 1991). Korean Government dso goplies Government guarantee to
ensure that loans to corporate sector has low risk and to default risk of the borrowers.
Japanese Government spent JPY 8.6 trillion of public works spending and JPY 2.1 trillion
of lending for smdl firms and privae cepitd investments (Saseki, 1994). Furthermore,
The Coopedive Credit Purchasng Company was edablished by 162 financid
inditutions with a cgpitd of JPY 7.9 hillion to buy land from banks collaerd portfolio a
book or bdow market prices thus dlowing banks to rdief on the write-off of non
performing loans.

5. Bank restructuring and recapitalization programsin Indonesia

Bank redtructuring covers recapitdization programs, deveopment of secondary market
for government bonds, corporae restructuring and enhancement of banking supervison.
Each component is necessty to ensure thet the dability of banking system will be
accomplished.  The following sedion discusses the policy meesure relaed to the
components of restructuring.

5.1. Recapitalization programs

Government has recapitdized 36 banks comprisng 4 deae banks 20 private banks and
12 regiond development banks worth IDR 412,306 hillion or USD 51.5 hillion (1 USD=
IDR 8000) as of July 2000. One more bank (Bank Bdi) is ill in the process of
recapitaization completed by end of this year worth IDR 4,610 hillion or USD 058
billion. Additiondly, Government dso issued bonds worth IDR 164536 hillion or USD
20.56 billion to replace the government debts generated from BI's liquidity supports for
problem banks during criss. Totd recgp bonds from the Government accounts for 60%
of Indonesan GDP in July 2000, which is the highest of restructuring cost with respect to
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GDP in history. Hawkins and Turner (1999) inform that the highest restructuring cost was
in Chile worth 41% from GDP in 1981-1985.

Even though public confidence has been restored, mgority of banks in Indonesa suffered
dgnificant losses during criss. The bank owners were unable to inject banks with fresh
money to cover bank losses. If this condition were continued, it would invite chaos in the
economy and the cost would be even higher. Findly, Government decided to promote the
dability of banking sysem by implementing recapitdization program just for vigble
banks. This program was intended to prevent further losses for the government and to
ensure the dability of banking system in the future. Therefore, government only alows
vidble banks to exig in the banking industry and closed for non vidble banks with the
cost of the government.

Banks were classified into three categories based on the adequacy of capitd (CAR). CAR
> 4% is identified as category A; CAR >25% D £ 4% is identified as category B; and
CAR£-25% is identified as caegory C. A vidble bank is identified as bank with
minimum CAR of 4% (A category banks). Banks with CAR below 4% are required to
improve their CAR through recapitdization program to ensure that the recovery can be
achieved without any difficulties. However, only banks with CAR —25 to 4% (B category
banks) are dlowed to join the recapitdizaion program. Banks with CAR below — 25% (C
category banks) needs to improve their CAR to B category as one of the requirements to
join the recapitdization program. If C banks faled to improve ther CAR to a leest B
caegory, the banks would be suspended from the operdtions or teken over by
government. Bl hired internationd auditing firms to conduct due diligent on Indonesan
banks. The results of due diligent can be shown in the following table.
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Table No.4

Results of Classification Based on Due-diligence

Group of Banks A Category | B Category C Category  Total
National Private Banks 74 16 38 128
State Owned Banks - - 7 7
Regional Development Banks 15 8 4 27
Joint Banks 30 - 2 32
TOTAL 119 24 51 194

A bank with category bedow C is dlowed to join the recapitdizaiton program since the
owner can improve the bank caegory to B levd. Eventudly, government suspended 38
C category banks from ther operation in March 1998 and took over 13 banks in 1998 to
1999. Government adopted too big to fal policy for not dosng sysematicdly important
banks to avoid the chaos in the economy because these banks employed a large number of
employess. Closing to these banks may increese un-employment and guarantee cost for
Government.

To recapitdize banks Government aso requires the owners to inject 20% of required
additiond capitd with fresh money and the Government issues government bonds worth
80% of additiond capitd (see figure no.2). The recgp banks will hold the bonds on ther
asets and government ownership on their ligbilities. This mechanism improves the
accounting capita of banks. However, the economic vaue of capitd is not dways the
same as the accounting vaue, depending the market vaue of bonds. If the market vaue
of bonds is bdow par, the deprecigion of bonds should reduce the economic vadue of
capitd. To reflect this, Bl requires banks to re-price therr bond trading portfolios based on

market price.
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FigureNo.2

Government Capital Injection M echanism
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Recap banks need to convert their government bonds into @sh before extending credits to
regore their roles as intermediary. Government and Bl have edtablished a secondary
maket for the government bonds to simulus banks to obtain fresh money from sdling
bonds snce February 2000. Unfortunatdy, the liquidity of the market is 4ill very low
due to lack of investors who interesed in buying Indonesian bonds. Transaction in the
market is dill very low even the price is & discount (96%) in March 2000. Recap banks
are rductant to sl their bonds at discount because this discount will be recorded as loss
and affects to the adequacy of cgpitd. Additiondly, the money from sdling the bonds
may not be absorbed by corporate sector at the moment because corporate sector
resructuring is dill under way. Findly, recgp banks are Hill better off to hold up rather
than sdlling the bonds

Before the recgpitdization program takes effect, Government requires banks to make
100% loan loss reserves for non-perfoming loans to make the book vaue of these loans is
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nil ad trander these non-paforming loans to IBRA. These loans will dther be
restructured or sold by IBRA to investors. Restructured loans will be trandferred back to
banks to settle the government bonds with the agreed market prices. The proceeds of
«ling loans will be used by IBRA to buy back the government bonds. Therefore, the
success of loanswork out a IBRA will be the key success factor in bank restructuring.

5.2. Enhancing of banking supervision

Bank Indonesa has been sdting some posshle targets to persgently improve its

upavisory framework on an on-going fashion, which will address various aspects,
among othes namdy, improving good corporae governance, drengthening banking
upervison, simulaing conducive banking environment.

To promote the conduct of good corporate governance, Bank Indonesia has introduced

severd rules, anong others pertaining to the following attempts:

to enhance the competence and integrity of the bankers through the
implementation of Ft and Proper Test upon the bank's shareholders and
managemen.

to require the bank to gppoint a Compliance Director, holding the responghility to
ensure the bank’ s compliance with the exigting regulaions.

to hold up the conagency of law enforcement through the inditution of Banking
Invedtigation Specid Unit, which is proposad to evidently discover the violations
agang banking rules in order to identify the root of the problem and coerce

prompt repressive actions.

It is fully aware that the banking criss was stemmed from the wesknesses in the

performance of banking supervison. In coping with such unfavorable condition, Bank

Indonesia has been focusing its exertion toward these following aspects:

harmonization of bank supervison organization, paticulaly the sructure and
respongiility.

betterment of bank supervison management, including but not limited to the rise
of aupevidon efficiency and trangparence, enhancement of  supervisor
competence, accountability and recognition, as well as reward and enforcement.
employment of risk-based supervision

rectification of prudentia regulations with emphasis on risk control
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The efforts to cregte safe and sound banking system should be followed by the drategic
measures as to produce conducive banking environment, through:

Establishment of depost insurance program as financid safety net, which will be
a coming crucid agenda to replace the exiging blanket guarantee, expected to
come into effect by 2004.

Involvement of Public Accountant Firm in assgting the banking supervisory tasks
s tha Bank Indonesa may obtan ealy and objective information on problems
encountering the bank.

Reactivation of Banker's Association that may function as patner of Bank
Indonesa in devdoping naiond banking sysem and overseeing the bankers
conduct. Such effort is proceeded through traning and surveillance over the

members of association, aswdl as providing needed counsd.

Other efforts have been adopted to improve the sability of banking system, such as
introducing a new banking act (Act No.10 of 1998) as the amendment of Banking Act
No. 7 of 1992 and a new central bank act (Act No. 23 of 1999) as the amendment of
Centrd Bank Act N0.13, 1968. Amendments on the Banking Act No. 10 of 1998 cover in
the fallowing items:

Tranderring the authorization on bank licenang from Miniser of Finance to Bank
Indonesia

Rdaxing the maximum of foreign ownership on Indonesian incorporated banks up
to 99%.

Encouraging the development of Sharia Banking

Narrowing of bank secrecy to cover, only, the information on deposts (name and
amount) instead of the whole assets and liabilities

Adopting more comprehensve and dricter crimind sanction, and determination of
the minimum leve of criminal sanction

Egtablishing a depost protecion schemein 2004, a the latest.

Egablishing a temporay specid agency to assis the banking restructuring
program.

The above amendments were intended to improve the dability of banking system in

Indonesa
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The amendments on the Central Bank Act include the following items:

- Bank Indonesa is provided with a broad cgpacity, authority, independence, and a
sngle dear-cut responghility to sabilize the nationa currency

- The independence encompasses aress in legd, personnd, inditution, objective,
functions, management, budget and transparency substances

- Bank Indonesa is gructurdly postioned outsde the Government hierarchy, holds
full autonomy in peforming its functions and can not be intevened by the
Government and other parties.

- In line with the indegpendence, Bank Indonesia is required to uphold accountability
for its performance toward the public, as wel as to the Presdent and the
Parliament.

- The banking supervison function will be vested with an independent supervisory
agency, established by the end of 2002 at the latest.

Additiondly, Government adso introduced the Act of Foreign Exchange Treffic and
Exchange Rate System. (Act, No.24 of 1999). This Act gives legd basis for the
monitoring of the foreign exchange traffic and the enforcement of prudentia
provisons. The Act requires banks to submit a report containing the movement of
finencid assts and liabilities between resdent and nonresdent to Bank Indonesa
Complete, accurate, and timdy information of foreign exchange traffic is the key
information to support the prompt monetary policy response, which primaily is
directed & preserving the dability of nationd currency. Therefore, banks should
equip its reporting system with the adequate supporting fadilities to accommodate
such requirement.

Bl has deveoped a plan to improve the compliance of banking supervison with
internationd norms Detalled action plan will be fully implemented in year 2002

under assistance of IMF.

6. The Framework and progress of corporat e sector restructuringin Indonesia

Recapitdization program with government bonds is intended to improve the solvency of
banks. However, banks require fresh money to improve ther liquidities and good qudity
of borrowers to improve ther intermediary role and, eventudly, incresse profitability of
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banks. The scenario of this recapitdizaton program includes the edablishment of
secondary reserves for government bonds. This market will provide mechanism for banks
to sdl their bonds to the market and recave fresh money. To provide good qudity of
borrowers, government adopts redtructuring program  of corporate sectors through
Indonesan Bank Restructuring Agency (IBRA), Jekarta Informa Task Force (JTF) and
Credit Restructuring Task Force (CRTF). IBRA is responsible to restructure loans, which
have been tranderred from banks while CRTF just focuses on credit restructuring on
banks portfolio, and JTF is respongble to provide one op sarvice of loan restructuring,
which cannot be handled by IBRA and CRTF restructuring schemes.

IBRA has received loans from banking sector since when it was established (1998) worth
IDR 256,195 hillion as of 17 May 2000. Thee loans were received from liquidated
banks, takeover banks, frozen banks and recgp banks. There are some good qudity of
loans, which were transferred from banking sector. However, the loan quality from recap
banks is normaly bad. IBRA has set up an Asset Management Credit unit to workout and
restructure loans. Theloan portfolio a IBRA can be shownin thefalowing greph:



Loans 150000

Graph No.9

Loans Relocation to IBRA (in billion IDR)

200000 12-Apr-00 17-May-00

Liquidated Frozen BTO-1 BTO2 State banks Recap Total

Banks

Sources: IBRA Monthly Report, July 2000

To aply the best solution for the loans IBRA adopts the following policies (IBRA,

2000):

Rescheduling and providing assgtance if the borrowers have postive cash flows
and intention to repay the loans. The objective of this treetment is to ensure that
the loans can be improved to be performing loans.

Regtructuring the tenor, interest, principle or a combination of the three for the
borrowerswith negative cash flows but have intention to repay the loans.

Liquidation for the borrowers whose busness have no prospect but ill have
intention to repay the loans

Dedlaing bankruptcy or liquidation for the borrowers with negetive cash flows
and no intertion to repay the loans

Sdling assts for the borrowers with podtive cash flows but no intention to repay

the loans

The proceeds from loan work out will be used by IBRA to buy back the government
bonds in the future and the restructured loans will be offered to banks. To have a better
focus, IBRA identifies top 21 borrowers who account for 35.11 % of tota loans or IDR



83,939 hillion. The progress of loan regtructuring a IBRA can be shown in the following
graph:

Graph No.10
Progress of Loan Restructuring by IBRA

Others

0.03
Fully setled |

Implementation of the Final Proposal

Finalize Proposal

Restructuring Negotiation

Due Diligence

Stepsz of Restructuring

Advisory Agreement -_

o
Top 21 Borrowers
Standstill Creditor's Agreement
B Al Borrowers

Prilimanary negotiation -

5 10 15 20 25 30 35 40 45 50

% of loans

The process of debt restructuring found some problems to come up with an agreement
between debtors and creditors.

7. Structural reformsin the ar eas of financial sector

Fnancid indituion in Indonesa condsts of banks non-bank finendd inditutions
insurance companies, capitd  maket  inditutions, brokerage firms, pendon  funds,
pawnshops, and micro credits.  Banks play magor roles in providing intermediation in
Indonesa  According to Act No.23 1999, Bl is responsble for supervisng banks. Other
finendd inditutions are under supervison of Minidry of Finance. In generd, regulation
in banking indugry is more dringent then that applies for other financid inditutions in
Indonesa

The dructurd changes in financid sector may be driven from the amendment of the
Centrd Bank Act No. 23, 1999. Artice 34 mentions that banking supervison tasks will
be trandferred to an independence agency in year 2002, at the latest. This agency will be



responsble for supervisory (induding examingion) tasks on banks and other financid
inditutions.  This mega supervisory authority will be edablished to improve the
effectiveness of supervison in Indonesa  However, Bl should keep its role as the
regulatory authority for banks including licenang. This gpproach may need some efforts
for government to ensure the smoothness of the coordination between the regulatory and
supervisory bodies for banks. Others countries put the regulatory and supervisory roles in
one indtitution, such as FSA in the UK and APRA in Audrdia

Additiondly, Government will edablish a depost protection scheme to replace the
blanket guarantee in year 2004, a the latest. Theoreticaly, the protection scheme is
intended to protect smal depostors and reduce mord hazard for banks to operating in
high risk transactions. Therefore, the scheme coverage will be limited for smal depostors
and risk- based premium should be adopted.

8. Future Indonesian Financial Industry

Crigs and redructuring program may lead to a new dructure on banking sysem in
Indonesa Bank dosures and recapitdization program will affect to the number of banks
and the ownerships. Additionaly, new regulaions and supervisory agpproaches to comply
with internationd standard may change the dructure of the indudstry. This discusson
focuses on the dructure of the financid industry with respect to the number of banks,
ownaship, branching, and the role of nonbank finendd inditutions induding cgpitd
market devel opment.

8.1. Number of banks

The number of banks has been decreased since the crissin 1997 (see Table No.5) from
240in 1997 to 153 in Augusgt 2000. Detailed informetion on the number of banks can be
shown in thefollowing table.
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TableNo.5
The Number of Banks

Evolution August
Nov-97 —Agustus-00
Group of banks Oct- Liquidated , Merger New 2000
Suspended, Take Banks
Over
97

State banks : 7 4 29 5
Private Fx banks 115 34 14 67

- A Category - 28

- Recap banks 6

- Take Over 4

- Ex Joint venture 29
Private non-Fx banks o 33 1 45

- A Category - 44
- Recap banks 1
Regiond Development banks Z 1 - 26
- Recap banks - - 12
- Non-recap banks - - 14
Foreign banks 10 - 10
Total 238 68 19 2 153
The number of Offices 7781 6658

*) Bank Mandiri dan Indonesian Export Bank

Based the experiences from the lagt criss, smdl banks were more immune to the criss.
Mog of problem banks were large banks with wide network because the banks were
highly exposed to credit and market risks. The smdl number of large banks with wide
network and smdl unit banks in the regiond and didrict area is the best dructurd policy
for the future The number of banks is dightly to decrease if amdl banks will be
encouraged to merge and the entry requirement will be tighten. However, Bl is not going
to intervene directly usng power to ward the achievement of reducing the number of
banks ingead of imposing tight requirement to edtablish a new banks and to open
branches and enforcing the exit policy regulaion for insolvent banks. By end of 1999,
top 20 baks in Indonesia in which include 5 date banks account for amost 80% of
maket share in totd assets loans, deposts as shown in the following grgph. The

remaining of 20% share is dlocated to 133 smd| banks
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Cumulative Market Shares on Deposits, Loans and Assets
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8.2. Ownership

The ownership of government on banks increased dgnificantly after the recapitdization
program was imposed. However, this ownership is intended for temporary bass and will
be divested after 5 years, a the latest. However, the divesment of government ownership
can be accomplished if the performance of banks is profitable and sound. The failure of
this divestment may affect to the government budget to repay the bonds. The evolution of
government ownership and the improvement of capitd can be shown by the following

graph.
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Graph No.11
Evolution of CAR and Government's Share on Banks

Basad on the aove graph, CAR of banks improves in line with the improvement of

government ownership on banks. The ownership through recgp bonds will be fully
divested in year 2004, at the latest.

8.3. Role of non-bank financial institutions and capital market

Banking sector in Indonesa dominates the intermediary role in financid sector. This
condition is common in deveoping countries where the devdopment of non-bank
financid inditutions and capitd market is dill in ealy stages Share of bank asstts in
tota financid sector assets accounts for 91% at the end of 1998, which is the highest after
Argentina (Hawkins and Turner, 1999). The role of capitd market and stock market in
financid sector in developed country is higher than that in developing countries Table 6
shows the gructure in banking industry from various countries a the end of 1998.
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Table No.6
Role of banking industry in financial sector

Countries | Number of large | Bank claimson | Share of bank Share of
and medium gover nment* assetsin total state
domestic banks® financial sector | owned

assets banks

Indonesa . 2 91 &b

Korea 14 3 38 28

Mdaysa 15 7 78 7

Philippines | 14 23

Snggpore | 5 17 71 0

Thailand 9 0 77 2

Argetina | 8 32 98 D

Hungary 2 42 91

Audrdia 7 6 49 0

Germany 87 44 49 0

Japan 116 1 48 15

USA 182 15 23 0

Sources. Bank Restructuring in Practice, BIS Policy Paper, 1999, p. 9

The role of non-bank financid market and capitd market needs to be improved in
Indonesa to ensure that the problems in banking sector would not sgnificantly affect
to the economy as a whole  Supervison and regulaion for non-bank financid
inditutions must be dmilar to that in banking sector to avoid the mord hazard in non
bank financid indtitutions due to more relax regulation and supervison.

3 Number of banks ranked in world’s top 1000

4 Banks’ holdings of government paper as a percentage of banks’ deposits

5 This figure increased to 25% in December 1999 after the recapitalization program and the increasing of investment in Bl
certificates
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9. Conclusions

9.l

92

93

Indonesan government adopted rapid liberdization in financid sector, especidly
in banking sector in 1988. Proper regulaion and supervison ae necessay to
ensure that market liberdization is Hill in the prudentid corridors. However Bl
was unable to provide proper regulaion in reaively free competition in banking
sector. The regulation to prevent banks from losses due to voldility in foregn
exchange and interest rate is the mogt important in the liberdization of foreign
exchange regime.  Consolidated banking supervison is aso important to prevent
banks from losses due to the falure of &ffilisted companies These regulations
have been proposed in Bade Core Principles for banking supervison. However,
these regulations were not agpplied in Indonesa  Additiondly, Bl was sruggling
to enforce the regulation (legd lending limits) due to the lack of independency
from the Government. The condition above crested the fragility of Indonesian
banking sysem. However, a mager plan has been developed to improve the
compliance of the regulation to internationa standard.

Government shifted the lossss in banking sector during the criSs to red sector
through the increesing of interest rates and to tax payers through the issuance of
bonds for recgpitdization program. However, the intermediation role of banking
sector finds some problems to recover after the recgpitdization program has been
caried out. The recapitdization program itsdf couldn't restore the intermediaion
functions for banks if there is no buyer for the bonds and red sector is unable to
absorb loans from banks. Secondary market of Government bonds is not liquid
and the corporate sector redructuring finds a lot of problems due to politica
indability and uncertainty including legd framework, which causes les
confidence for borrowers and investors to continue their business and pay ther
loans.

Banks have no incentives to improve ther loans since the price of Government
bonds is dill a discount, which should be recorded as losses and reduce ther
CAR levd. On the other hand, banks needs to improve and maintain ther CAR
position to achieve 8% a the end of year 2001. Additiondly, excess resarve on
banks couldn’t be absorbed by corporate sector since the corporate restructuring is
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94.

95.

dill underway. Therefore, simulus and guarantee from Government are necessary
to spak economic activity and restore investors confidence that busness in
Indonesia will be safe and sound in the future. Theorticaly, forbearance is dso
one of the tools to restore the economic activity. However, the prudentia
regulation hes been rdaxed during the criss, such as CAR 4% and the dday of
imposing pendty due to the excess of legd lending limits

Basad on the lesson to be learnt from the crises, the future sructure of financia
system in Indonesia needs to be developed by stressing the following paints
- Provide more role for non-bank finencd inditutions in intermediary,
especidly capitd market, bond market and investment companies.
- Devedop an independent supervisory agency to responsble in superviang
dl financid indtitutionsin Indonesa
- Imposing a condgent exit policy in banking sector to ensure that sound
banks remain in the market.
- Preventing banks to expand their branches unless they have enough
interna control and information system to keep the operation in control.

However, politicd dability is one of the reguirements to convince the investors
that Indonesa is sofe for invetment, and findly reduce the risk premium of
conducting business in Indonesa  To dimulus the recovery of red sector, a joint
effort between al government agencies is necessxry to develop a breskthrough for

€economic activity.
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Appendix |
October Package (PAKTQO) of 1988

1. Newentry
- Capitd requirement for anew commercia bank establishment isIDR 10 hillion
- Capita requirement for anew rura bank establishment isIDR 50 million
- The owners of commercid and rura banks must be Indonesian or Indonesian Incorporated companies
- Foreign banks together with Indonesian or Indonesian companies can establish joint commerciad banks in Indonesia
The maximum of foreign ownership is 85%.
- No new entry for foreign bank branches and nontbank financid inditutions
2. New branches
- A ndiond bank can establish a new branch if the bank, a minimum, was classfied as a sound bank 20 times within
the last 24 months. Sound rating was established every month.
- The existing foreign banks can open branches in 7 mgor cities if the export credits account for a least 50% of tota
credits
3. Foreign exchange banks
- Branches of foreign exchange banks automatically have authorization in foreign exchange transactions
- A new foreign exchange license could be granted for a domestic bank if the bank, a minimum, was classfied as a
sound bank 20 times within the last 24 months and the minimu total assetsis IDR 100 hillion
4. Other measures
- State enterprises may put 50% of deposits with private nationd banks or non bank financid inditutions with the
maximum is 20% for each bank.



The maximum legd lending limits imposed on banks and NBFIs is 20% of capitd base to a sngle borrower and 50%
of capital base to affiliated companies or borrowers

Reserve requirements on banks lowered from arange of 5-15% to 2% of ligbilities to third parties

Limit on interbank borrowing is iminated

Fina withholding tax of 15% imposed on the interest of time deposits

Banks and NBFIs can issue new shares in capitd market

Swap premium to Bl will reflect the price in the market.

December Package (PAKDES) of 1988

. Allows the establishment of private securities exchanges

Permits licenang of whally-owned Indonesian firms and joint ventures in the financid service activities, namdy, leasing,

venture capital, securities trading, factoring, consumer finance and credit cards with maximum of 85% on foreign

participation. The exiding firms must adjust their capital within 2 years.

. Banks are permitted to set-up subsidiaries for leasing and venture capitd and to engage in factoring and credit cards without

applying separate licenses.

. Capitd requirementsfor sngle activity isin the following:

- Whally owned by Indonesians in factoring, securities trading, credit card and consumer finance is IDR 2 billion and
leasing and venture capita isIDR 3 billion

- Joint ventures in factoring, securities trading, credit card and consumer finance is IDR 8 hillion while lessng and venture
capitd isIDR 10 billion



N o g s w DN PE

Capitd requirement for multi-activity is IDR 5 hillion for wholly owned by Indonesans and IDR 15 hillion for the joint

venture.

M ar ch Package (PAKM AR) of 1989

Eliminating the ceiling on offshore borronings by banks and NBFIs

Redtricting Banks and NBFIs to hold maximum net open foreign exchange position equd to 25% of capital base

Announcing of schedule for removal of subsidy on interest rates for export credits within the year

Excluding rura banksto comply with PAKTO provisons

Eliminating existing requirement that medium and long term bank [oans must be gpproved by B

Allowing BAPINDO (the Indonesian development bank) and NBFIsto hold al types of equity

Allowing commercid banks to hold equity in financid activities with certain limits and hold equity in other firms only with
gpprova of the Minister of Finance

Assgning NBFIs and BAPINDO as under writing authorities and prohibiting banks from engaging in underwriting
activities.

January Package (PAKJAN) 1990

1. Abolishing most of subsidzed credits from Bl to banks
2. Abadlishing credit insurance by ASKRINDO (a government agency) except for the following credits loans to BULOG (a

government logigtics agency) for food stocks, investment credit for development banks, NBFIs and plantations, working



capital credits for famers, and cooperative loans. Interest rates on remaining government credit scheme increased to near-
market levels and insurance scheme is optiond a market rates.

. Nationa banks were required to dlocate, a minimum, 20% of ther loan portfolio to smal busness (the company or
individua with the assets less than IDR 600 miillion)
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Appendix |

Folicy areasures Before reform

Afver reform
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Policy messures Before reform

After reform

Date

Efter crisis Date
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