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Intematlonal Fmanctal Support for Indonesna
- Options far U S. Pamclpatmn V

As dlscussmns between the IMF and Indonesm concennng a ﬁnanemg package progress over the
‘next several days, we will likely face the issue as'to whether the United States should participate

in some fashion beyond its shareholdings in the international financial institutions (IFIs). Our -

- preference would be to see a viable financing package emerge that i 15:100% funded by the IFls
and does not incorporate bilateral assistance. It is likely, however, that some form of Japanese

- participation will either be offered or requested. It is therefore necessary to consider how the
United. States shouId respond to an Indonesmn request for assistance or an unsohcxted offer by i

.the Japanese o - -

There are foux basic optxons that can be cnns1dered for U'S. paxtlcupatlon ina ﬁnanelal support o
- package: a multllateral bndge loan short-term swap arrangement an Ex-lm Bank facxllty ora -

medxum-term Ioan

. Mu!tzlateral Br:dge Loan A bndge loan to World Bank or A51an Development Bank loans as

R was done in the reccnt case of Thalland and i in 1995 wn.h Argentma

CTe .’I’hls is the least problematlc optten from a legal and le;_.xs]atlve perspectwe as there is an
- assured source of repayment and our part1c1pat10n in the Thal bndge dtd not ralse :
B A.szgmﬁeant Congressxonal objectlons S : o

e ,f'f "-The multtlateral bndge however, prov1des httle real ﬁnancxal 3.551stance and in the case
" of Thailand has proven ineffective i in undersconng U S support for the restoranon of ‘
T ﬁnanc: al stablhty in Southeast Asm : :

' .'Short-t‘erm Swap Arrangement The Umted States cou]d provxde Indone51a wnth a 3500 mllhon -
“to'$1, billion short-term swap line, which could be drawn on for periods to 60 to 90 days to

5 o ‘prowde 11qu1d:ty support Conditions could be placed on drawings on the swap line to limit the -
— risks that such an arrangement ‘would undercut IMF condttlonahty or that the funds woukd be .
SR Vused to ﬁnance unprudent levels of mterventlon

- . - Any dxawmg could require U S and IMF approval and could reqmre cemﬁcatlon from
: . 'the IMF that Indonesm is in comphance w1th the Fund )rogram ‘

" . 'j A reqmrement could be set for the level of grosa and net mtematlonal reserves could be o

. set to. insure that the swap hne will not be utilized to finance excesswe mtervennon and. .

. that thc re are suﬁlcxent reserves to repay the borrowwgb

_ X’Ex-Jm Bank I*aczhty A credit guarantee facxhty (CGF) of $1 bz lton or Iarger could be *
s estabhshed to ﬁnanee Indonesmn xmports of U S. good» ’ : .
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.ThlS would in essence represent “txed” aid and would provide no newl y avarlab o
financing, as Ex-Im Bank funding is already fully available for exports to Indone51a The
. “bogus™ nature of this facility would be widely recogmzed by both the private sector and :

: govemments in the OECD and in the reglon =

‘ In confrast, fmancmg from the Japan Ex Im Bank is umred and canbe used dzrectly for -

balance of' payments support

. The primary advantage of a CGF would be the symbolu, value of announcmg some form
: of dlreet US. fi nancxal support for Indones:a ‘ L :

thle a CGl for only Indonesra mrght raise some quesuons as to why the 1. S. did not

- “support Thailand wrth a sxmllar facxhty, a broader CGP for the reglon mxght reduce thlS
o problem ' ‘ : .

. Medium-Term n Loan. A $1 biltion Ioan cquld come out of the I xchange Stablhzauon Fund. The .
. ,mechamsm for this would be comparable to what was done i in the case of Mexlco although the
o scale of any loan would be far smaller : S :

o Thrs ap proach carries srgmﬁcant pohncal rlsk as it would llkely provoke a sharp outcry
~* from-Senator d’ Amato and others who opposed the Mexico bailout. It is particularly
' risky-given the pending status of the NAB on the Hill, and would likel ly lead to '

rexmposxtxon of. the & Amato restncnons on use of the ESF ,

. It would be unprecedented for a loan of thrs type to be provrded without an assured
* . source of repayment. Itis possrbie however, that an arrangement snmlar to the case of

. Mexxcc could be made usmg Indonesra s

‘Thc loan does,howeyer‘, pro_vxde ‘the‘strongestj'poss'vibies‘i‘gaal'o'f'I;T:.S.jsup"p.'ort. -
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‘ ' WASHINGTON
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UNDER SECRETARY

MEMORANDUM FOR SECRETARY RUBIN
‘ DEPUTY SECRETARY SUMMERS \

FROM: | David Lii}ton, Under Secretary (International Affairs) \?S{) A
Timothy Geithner, Assistant Secretary (International Affairs)” 5 Cor

SUBJECT: - . Draft Package of Materials on Asia
Attached is a draft package of materials describing the possibie U.S. participation in the IMF-led

program for Indonesia and our thoughts on improving economic and financial cooperation with
other countries in the Asia-Pacific region. o

Contents:

Draft Stétemem Announcing U.S. Partici.pation in Indoneéia"s {MF Program TabA
Draft Talking Points ‘for Congress and the Public | o - TabB

Q&As on U.S. Participation ‘ ‘ A . ' Tab C

Description of the Fund Program | ~ TabD

ESF Credit Facility for Indonesia | : e Tab E

. Term Sheet

- ESF Balance Sheet

Asvian Monetary Cooperation ‘ | Ta_b F

. Draft Letter from Secretary Rubin and Chairman Greenspan to Asian Colleagues

. Draft Proposal on Asian Mdnetary Cooperatién

Impact of the SE Astan Crisis on the United States _ , Tab G



Draft Statement by Treasury Secretary Robert E. Rubin

For the last scveral months, the Treasury Department and Federal Reserve have been actively

. involved with other countries in the Asia-Pacific region in supporting efforts to restore financial
stability in South East Asia and in exploring ways to strengthen the capacity of the intemational
financial system fo prevent and, when necessary, respond to financial crises. -

In this context, we welcome the announcement of Indonesia’s agreement on a financial support
package with the International Monetary Fund, the World Bank and the Asian Development
Bank. The United States and a number of other countries in the region are prepared to provide
contingent financial support that could be drawn on as a second line of defense for a temporary
period, if needed and only after recourse to IMF financing and Indonesia’s own resources. These
contingent drawings would be made in the context of implementation of an appropriate set of
additional measures linked to the IMF program of macroeconomic and structural policics.

We are also in the process of consulting with countries in Asta on ways to enhance mechanisms
for regional cooperation and, more generally, to strengthen the role and capacity of the IMF and
other international financial institutions to prevent financial crises and deal effectively and
promptly with those that actually occur. N

k¥ .

The restoration of financial stability in Asia is critical to the interests of the United States. These
countries are not only key markets for U.S. exporters, but are also crucial to our efforts to
promote growth, peace and prosperity throughout the world. In today’s global economy, the
health and prosperity of the American ¢conomy depend importantly on the stability of the global
financial system and the economic health of our major trading partners. ‘
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Draft: October 29, 1997; 6:45 pm

U.S. FINANCIAL SUPPORT FOR INDONESIA A
Talking Points for Use on Capital Hill

The United States has a strong economic and sécurity interest in helping the economies of
Asia restore their financial stability and sustain their economic growth.

—~ - Intoday’s global economy, developments in the global financial system and the
economic health of our major trading partners directly affect our own economic
health and prosperity.

- 1n 1996, the United Statés exported a total of $186 billion to Asian countries. We
also have well over $126 billion in foreign direct investment in the region.

© We have played an active role in supporting the developrﬁem of strong IMF programs

were those have been appropriate.
The IMF is close to announcing a program for Indonesia that will:

- employ tight monetaky policy to stabilize exchange markets and reverse some of
the rupiah’s depreciation since July;. _

- tighten fiscal policy through a variety of revenue increases and expenditure
reductions aimed at producing a fiscal surplus and improve budget transparency;

- strengthen the domestic financial sector through a variety of measures (e.g.,
recapitalization, mergers) and institute a number of regulatory and supervisory
reforms (e.g., improved accounting and loan-loss provisioning); -

- eliminate some importation and marketing monopolies, reduce tanffs on certain
protected sectors and eliminate certain non-tariff barriers, and improve usage of
the Reforestation Fund.

The United States intends to join a number of other countries in the region in providing
Indonesia with a second line of defense for use if needed. ’

This would take the form of contingent finance [in an amount up to $3 billion] that would
be available for a temporary period, only after recourse to IMF financing and Indonesia’s
own resources, and under other conditions that would be designed both to protect-our
interests and reassure investors.

This contingent facility is consistent with existing legal authorities for use of the Exchange
Stabilization Fund. '
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A visible U.S. commitment in this form will help enhance the prospects that Indonesia Wiil
with determined implementation of the reform measures agreed with the IMF, be able to
regain market confidence. -

- Such a tangible expression of our interest in the reglon will be hlghly valued, not
just in Indonesia, but throughout the region.

This is important to stability in the region as a whole.

We are structuring our contingent commitment so as to minimize risks to the United
States. Among the conditions we will be negotiating with the Indonesians are:

- minimum/maximum gross and net international reserves levels;

- acceleration of repayment,

- requirement for adoption of additional adjustment measures {over and above the
conditions agreed and bemg unplcmented under its IMF program) in order to
draw; and

- short-term maturities,

The contingent nature of the financing reinforces incentives for timely and full
implementation of Indonesia’s IMF adjustment program, thus minimizing the likelihood
that Indonesia would ever need to draw.
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Bilateral Financial Support for Indonesia

Question: Will the United States offer Indonesia bilateral financial support in addition

‘to an IMF program?

Answer: Secretary Rubin indicated earlier this month that we support Indonesia’s efforts to

~work with the IMF and other international financial institutions to manage to the
financial instability it is confronting.

We have had close discus_sions with the Indonesian authoritics and with officials from
the international financial institutions involved. We believe that we will be able to

~ support strongly the IF] centered program of financial support that is currently taking

shape.

We have not made a decision regarding whether or not it makes sense to offer
supplemental support financial support for Indonesia, but we do believe that a support
package for Indonesia should be centered on financing from the international financial
institutions. ‘

-- We do not see a need for any bilateral cofinancing of an IMF led package.

Indonesia’s discussions with the IMF are on-goihg and we believe it is prudent to wait
until these discussions have concluded before we make a judgement.

Qur decision on whether to extend support will be determined by our judgement about
what is in America’s interest.
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'INDONESIA: U.S. FINANCIAL SUPPORT
Effect on IMF’s Role

Question: Won’t U.S. Bilateral Support for Indonesia Undercut the Role of the IMF?
Answer: . No, it won’t. U.S. financial support does not represent cofinancing of the IMF’s
program,; rather, our resources are supplemental. Our resources will only be used

if it is determined that additional support is warranted due to unforseen financial
market pressures.

. Over the past few months, we have been working closely Awithihe IMF and with countries

in the region to make sure the central role of the IMF in responding to financial crises is
maintained. :
. We have also been working with other potential donor countries to Indonesia to induce

them to structure their support in a way that supplements IMF resources.

. In addition, we are currently pursuing a broader strategy in the region to enhance
mechanisms for regional financial cooperation that will strengthen the IMF and i 1mprove
our capacity to prevent financial crises, or deal with those that actually occur.

. - Towards this goal, we are setting up a meeting of regional central banks and finance:
"munistries in mid-November in Manila that wﬂl discuss these issues in time for the APEC
Leaders’ Mcetmg in Vancouvcr
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INDONESIA: HUMAN RIGHTS

Question: ~ How can the United States offer financial support to a country with an

abysmal human rights network like Indonesia?

‘Answer:  Our decision to make contingent financial support available to Indonesia was

then,...

or’

based on our view what was in the national economic interest of the United States.

In 1996, Indonesia was the United States’ 28th largest export market and bought $4
billion of U.S. merchandise exports. It is also a largc and increasingly important market
for U.S. service providers.

_Indonesxa is the largest economy in South East Asia with a population of 200 million

people.

.either

Regarding the human rights situation in Indonesia, I would refer you to the Departmem of
State

The United States believes that greater transparency and improvements in governance in
Indonesia will be important building blocks for allowing Indonesia to reach its true
potential. U.S. officials have discussed human rights issues with Indonesian authorities
on numerous occaisions in the past.

(I think wé need to respond that the USG is not asleep on the job regarding human nights, that we
do have concerns, but that this wasn’t a factor in our decision.)



INDONESIA FINANCIAL SUPPORT: THE RIADY FACTOR

Question: How do you respond to the accusation that the United States has offered
financial support to Indonesia as a payback for the financial support offered
by wealthy Indenesians like James Riady to President Clinton’s 1996
reelection campaign?

Answer: Such an accusation is simply preposterous and is totally groundless.

. The United States’ decision to make contingent financial support available to Indonesia
was based on our view of what 1s in the national economic interest of the United States,
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ndonesia -- Pro utline

To the best of our knowledge, this is what the IMF program with Indonesia looks like

with regard to key elements. '

‘ m_g_?arxf}f‘,xghgnge Rgl te Policy

Program will seek to stabilize exchange markets and reverse some of the rupiah’s
deprcciatién since July. The rupiah has depreciated by 36% since July which, in the Fund’s
‘view, represents an évershoming even in light of depreciation of currencies in neighboring
countries. The program- will aim to roll back the post-July depreciation to the 20-30% fange. o
However, just breventmg further depreciation is an accepteble outcomc within the parameters of
 the program. The objective will be given priority. Interest rates will have to go higher at the
outset and stay high until exchange markets respond. However, the Fund will seek to avoid an
excéssivc and pro&ﬁcted credit crunch that could worsen the banhng problem and czuse an

extended slowdown in the Indonesian economy.

" [Monetary tightening to raise interest rates at the outset of the program; 12-month
interest rate (considered the most reliable bench mark) expected to go from current 20% |

to 24-25%. (No explicit interest rate target.)]

. A foreign exchange floor that would permit total intervention of $5-7 billion, with a $5

——

" billion one month sub-ceiling.

RN
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LB A first-round of exchange market intervention of $2-4 billion, only partially sterilized.
That is, some of the contractionary effect of intervention on the domestic money supply

would be passed through to force up interest rates at the outset.

L] Subsequent intervention would be mostly or fully sterilized, i.e. its impact on monetary
— !
i e S

tcondjtion(s would be offset by an ;xpansion iﬁ‘domestic credit, zimed to preserve the
program’s target growth in base money. {f intervention is continued because markets do
not redct, monetary con&itions would gradually be tightencd so that the path for base
money prowth would fall to zero ’from an initial targetecd § percent annual growth as
intervention levels approach ;he outer limits. Since bmé money is now, at today’s

exchange rate, only about $12 billion, the program implicitly envisages considerable

sterilization.

Ejgcal Policy. ,
The fiscal program aims for a 1 percent surplus this ﬁscal year {ending March 31) and
next, primarily to cover the current cost of bank restructuring. Fiscal measures totaling about

1.5 percent of GDP are needed this year to make up for slower growth/revenues and achieve the

target.

L Petroleum product price increases to yield 0.7 percent of GDP. (Prices have been frozen
for five years.) Government accepts in principle but wants to delay till April to cushion
. . .\'._~
hardship. Fund seeking offsetting measures, including broadening VAT base to cover

commodities currently exempt.
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- Contingent VAT increase of XX% if other fiscal measures do not produce the desired

[ ——

result. (Magnitude of increase depends on size of any fiscal shortfall.)

. V Expenditures reductions will include delays or cancellations of major infrastructure and

other projects. ‘(Most were g ammounced before negotiation began with the Fund.)

= All extra budgetary a;codnis to be consolidated end brought on budget. Complete data

on such accounts to bé provided o Fund as prior action, before Board approval of

_program.

Financial Sector Restructuring
The agreed plan will include bank closings, restructurings and regulatory improvements.

Prior to IMF Board decision, the Indonesien amhorities will announce: ‘
% Closure of 18-19 small private benks, effective immediately.

S (ZonSén'amrship (government takes modim control) for sg small private banks.
Banks put under conservatorship will be closed within (2-4 ;ponﬁs] mless private
recapitalizaﬁo;x and/or merger panncxs have been found by thar Umc Staff believe all or
emost will have to e closed. IMF and World Bank technical advisors il assist in

conservatorship and restructuring.
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(Recapitalization by the gavernment of one small private bank followed by its inerger
with & private healthy Indonesian bank. Estimated cost $150 million. Treatment would
be similar to support government provided the six other private banks prior to -

conservatorship.
-- Above 26 banks account for 5 percent of total banking assets.

Two stare banks with 9% of total assets will be restructured and mcrgéd with healthy

state banks using fiscal resources. Estimated cost $300 million. World Bank already

helping prepare. .

A few insolvent regional development banks will be restructured and recapitalized with

financing by the ADB and regional governments. Véry small, but symbolic.

All deposits up o 10,000 rupizh (about $3,000) will be fully gusremteed by the
government. Holders of lerger deposits, and other creditors, including the government

‘will share liquidation proceeds.
Creation of a deposit insurance corporation.

Reégulatory reforms including improved accounting standerds, loan loss provisioning

requirements, and elimination of special tax exemptions.



.Sgucﬁx ral/Governance Meagures

« National Car Project. Indonesia to accept WTO rulihg, with accelerated
implementation. WTO ruling against NCP expected with'm four months. IMF will use
quartérly reviews to leverage, shorter normal 15 month WTO compiiancc period.- [Note:
U.S. and Japan have offered to withdraw WTO complaints under certain oonditiva‘xs.v

Ounly EU has not offered Indonesia an out.]

n Reforestation Fund (estimated $1 billion annual expenditures.) [Authorities agree to
establish act\épcablc, transparent guidelines for future expenditures from thxs fund,
subject to regular independent sudits; guidelines to be approved by Fund in conjunction

with first program review; and guidelines to be made public.]

= Elimination of all state trading company Bulog commodity import and marketing:
monopolics, except for dce. Wheat, wheat flour; and soy beans will be deregulated

immediately. -Sugar, cloves, garlic and others will be tackled later in the program.

E Elimination of special interest exemptions, including for chemicals and metals from
Government's plan to reduce average tariff levels to 10% by 2003, and possibly

accelerating the tariff reduction schedule.

= Elimination of importation and marketing monopolies on plywood and clothing. Will

be done over the life of the program.

P R



n Declaration of intent to eliminate special treatment including import subsidies, extra
budgetary financing, tariff exemptions, etc., for other strategic investment projects,
particularly the national aircraft and ship-Buiiding projects. Phase out schedule to be

developed as part of IMF program reviews.

LR Elimination of export taxes on agriculture products.

Fund en*-'isagcﬁ the program will be fully financed by IFls.
x IMF -- 36-10 billion (300-500% of quota). Three-year stand-by. Front-loaded. (May

use Thailand mode] where half the money disbursed in first two tranches.)

" World Bank -- 4.5 billion, of which $2 billion is new, $2.5 billion already in the

pipeline.

o Asian Development Bank -- $1 - 2.5 billion, including what is in pipeline.

'(‘Staff estimate $6 billion (2.2 percent GDP) current account deficit for 1997, §5 billion in *98.

Expect investment inflows to cover.

rnn s ran
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EXCHANGE STABILIZATION FACILITY FOR INDONESIA

In light of Indonesia's economic and financial situation and the potential spillover to other
countries in the region, U.S. monetary authorities would, with other interested countries, consider
provision of back-up short-term financial assistance to Indonesia in con}uncnon with a
prospective IMF program.

Such assistance would be available only on a contingent basis In the event of (a) unexpected
adverse circumstances which, despite compliance with other policy conditions under the Fund
program, increased the pressure on Indonesia’s reserves resulting in substantial depletion of
those reserves, and (b) after a determination by the IMF and the U.S. authorities that Indonesia
had taken any additional adjustment measures deemed necessary to combat the pressure, the
United States would stand ready to consider requests for financing to supplement purchases
under the [MF program, subject to Indonesia’s continued adherence to the revised set of policy
. understandings and condltwns for purchases, and to certain other conditions spec:ﬁed by the U.S.~
authorities.

The facility would be activated through a joint decision taken {with other participating countries
and] with Indonesia [and the IMF], upon determination that the resources available under the
IMF program should be supplemented. The United States would participate through the
Exchange Stabilization Fund on the terms and under the conditions outlined below. Other"
countries would participate in a form reflecting their respective legal authorities and policies.

AMOUNT: ’

» $3 billion.

.DURXHOH:

+ Life of IMF pfogram (3—y§ar Exteﬁded Fund Facility) for Indonesia, less 60 days.

DRAWINGS:

« Onarevolving basis in the~ form of short-term swaps that could be renewed at the
discretion of the U.S. authorities [throughout the duration of the agreement] [uptoa

maximum of 360 days for any one drawing).

 TERMS:

. Maturity. 60 days '
. Interest rate: Treasury cost of funds (60 days) plus an appropriate risk premium set

initially at Credit Reform Act requirements and increasing as outstandings rise above
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$[1] billion. Initial CRA premium at annual rate would be approximétely:

at Indonesia’s present rating: . 105 basis points
if downgraded one step 233
if downgraded two steps 3nl)

CONDITIONS:

+ Determination by IMF Managing Director and U.S. authorities that, due to adverse
circumstances beyond its control, Indonesia needs short-term financing to supplement
financing provided under the IMF program,;

- US. authomlcs would expect Indonesia’s gross reserves to have declined below ${20]
billion.

- U.S. authorities would expect any use of drawings on the facility for intervention to
be matched by use of Indonesia’s own reserves.

- U.S. authorities may require that Indonesian authoritics draw comparable amounts
under bilateral arrangements with other countries.

«  Written notification by IMF Managing Director that borrower remains eligible to make
purchases as scheduled under the IMF program; :

+ Determination by the IMF Managing Director and U.S. authorities that Indonesia has
made appropriate use of its own resources and has implemented any additional necessary
economic measures to counter the unexpected pressure on its reserves;

« Stipulation by Indonesian authorities that net international reserves (gross reserves net of
IMF and other extraordinary official financing, including drawings under the ESF
Facility) will not at any time be less than ${10] billion whlle such drawings are
outstanding; :

» [Daily][Weckly] reporting on reserves;.
J
» Maximum increase in outstanding drawings of $] billion in any 90 day period, beginning
with date of initial drawing;

+ At U.5. option. acceleration provision -- for example, if

- the Managing Director determines that Indonesia is no longer eligible to make
purchases as scheduled under the IMF program,;
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- Indonesia’s net international reserves fall below the above-mentioned threshold;

- Indonesia is no longer making appropriate use of its financial resources, e.g ., is
repaying other bilateral lenders ahead of schedule.

NOTIFICATION REQUIREMENT:

Under the ESF statute, the President must provide Congress a written statement that unique
or emergency circumstances require the [oan or credit be for more than 6 months of a 12

month period if it is possible that amounts will be outstanding for more than 6 months. Such

a notification would be expected to occur at the time of a drawing. (Notification is not
explicitly required by establishment of the credit facility in the absence of an actual drawing.
Notification only at the time of the first drawing would underline the presumption that.the. -
facility ' would not be used unless an unexpected development ensued.)

ASSURANCE OF REPAYMENT:

The requirement that Indonesia maintain net international reserves at or above a specified level
should provide some assurance that Indonesia is in a position to repay the ESF credit.

On a preliminary basis, Treasury lawyers do not believe that this requirement wou[d amount
to a legally assured source of repayment.

Draﬁ: 16/29/97 7:25 pm
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ESF BALANCE SHEET'
(as of September 30, 1997)*
ASSETS
"+ The ESF has toiél assets of $40.1 billion.
- Of this amount, the ESF has $30.0 billion in available resources:
- $15.5 billion in dollar balances
- $14.6 billion equivalent of foréign cs;mency (German marks aﬁd Japanese yen).

"> The remainder of the $40.1 billion is comprised of $10.1 billion equivalent of SDRs,
against which Treasury has issued $9.2 billion of SDR certificates in return for dollars.

LIABILITIES
» The ESF has total liabilities of $15.9 billion, composed of:
- $9.2 billion in SDR certificates outstanding

- $6.7'billion in SDR allocations from the IMF.

* Latest published balance sheet in Treasury Bulletin is Jfor March 31, 1997




October _, 1997

Dear Colleagues:

It is important that we follow up on our discussions in Hong Kong, where we began a useful
process to explore the lessons from the current episode of financial turbulence. Our objective
should be to use this knowledge to guide us and the broader international community in further
refining global mechanisms to reduce the risks of crisis and to help manage crises that we are not
successful in preventing.

A pote is attached that outlines a series of topics that our deputies might discuss at their
upcoming meeting. The note outlines an approach toward increased monetary cooperation in the
region in three areas:

o economic and monetary cooperation;
1 .

o IMF resources; and

o the role of the private sector.

A framework along these lines has the potential to improve significantly our capacity to deal with
risks in global financial markets. '

- It would be very helpful if our deputies could meet soon to discuss these issues.

Sincerely,
Robert E. Rubin ‘ ~ Alan Greenspan
Secretary Chatrman
Department of the Treasury Board of Governors of the

Federal Reserve System



Draft 10/27 /97

A Framework for Economic and Monetary Cooperation in Asia

This note outlines a number of suggestions that might usefully be explored in response to recent
economi¢ and financial events in Asia. They are designed to build on proposals now under
consideration in the region and in the IMF. They combine a set of regional initiatives to promotc
closer cooperation on financial issues as well as broader initiatives to promote financial stability
that we could collectively support in the IMF and other relevant fora. . ’

A regional forum jor surveillance and monetary cooperation

= Support the establishment of a regional forum for closer economic and monetary
cooperation among the countries in the Asia Pacific region.

0

The forum would bring together finance ministry and central bank officials from
key countries in the region with the IMF in a more intensive process of mutual .
surveillance and cooperation on macroeconomic and financial policy issues.

The objective would be to explore ways to monitor potential economic and
financial risks in participating countries, and encourage early actions to minimize

those risks.

The forum would be designed to complement the ASEAN Finance Ministers’
process, the EMEAP group of central banks, and the broader APEC process.

A new cocperative financing arrangement for Asia-Pacific region

= Explore the design of a new supplemental borrowing mechanism for the IMF, possibly
modeled on the existing NAB, with participation largely from the Asia Pacific region.

IMF resources: Access and 4 vaflability

. The resources available to the international community, through the IMF, to respond to
financial cnises should be appropriate in terms of size and timeliness with which they are
available.

Recent agreements to increase [MF quota resources and expand supplementary
borrowing that the IMF can draw on through the NAB will increase substantially
the amount that the IMF can lend in response to crises with systemic implications.

- Quota resources will rise by SDR 65 billion ($90 billion), of which some
SDR 45-50 billion ($65 billion) will be available for lending.
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- The distribution of quota shares will shift in favor of countries, mostly in
+ Asia, that have grown rapidly and figur¢ more prominently in the global
eéconomy.

. It would be useful 1o explore changes in IMF access policies that would provide greater
assurance that the IMF is in a position to restore market confidence in situations of severe
. financial crisis and will be able to provide the predominant share of any official financing
that may be needed. These could include:

o Passing the quota increase through fully into the amounts that countries would
normally be able to borrow from the IMF, by leaving unchanged the present (100
percent of quota) limit on normal annual access, and the (300 percent) limit on

- cumulative access;

o Rcwewmg the use of exceptional access provisions with a view 10 provndmg
‘ assurance that the IMF will be able to provide the predominant share of official
financing in circumstances where exceptional financing is justified.

. Consider establishing a new facility within the IMF to provide short term funding on a
precautionary basis to augment an exceptional stand-by or EFF program when deemed
necessary to stabilize the markets.

= It would also be useful to explore ways of ensuring that the IMF’s supplemental borrowed
resources are available in a timely fashion when needed, including for cases where the
emergency financing mechanism 15 used to speed initial disbursement, and that the IMF
makes full use of these potential resources. ‘

s - In this context, a review of procedures for activating the GAB / NAB, particularly
the interpretation of the associated liquidity test, would be appropriate.

. Examine ways to enhance the prospects that private creditors adequately assess risks and
bear an appropriate share of the burden of adjustment and financing in times of crisis.

o It might be useful to establish a working group of experts from interested
countries, particularly from emerging market economies, and relevant
international institutions (e.g., BIS and IMF) to carry forward earlier work on
orderly workout proccdures in light of recent financial market pressures in South-

" east Asia. :

New Global Initiatives to Promote Finandal Stability
" Explore means to further enhance transparency and strengthen dxsclosure standards. For

example, we might want to consider pressing for an amendment of the IMF''s Spec:a[
Data Dissemination Standard (SDDS) to provide for:
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0 Mandatory disclosure of official liabilities (current and forward), with greater
frequency.
o Broader coverage of financial institutions in order to provide a clearer picturc of

non-performing assets and degree of reliance on external sources of finance.

u - Develop concrete proposals to promote stronger, deeper and more efficient domestic
financial systems, which would enhance intcgmtion with global financial markets while
at the same time strengthening an economy’s ability to withstand shocks. Among the
topics that might be constdered are:

¢ Mechanisms for closer cooperation among market regulators and supervisors in
response to events that might develop in one country or outside the region but
affect markets across the region.

o - How national authorities can better monitor and prevent a rapid rise in the
external liabilities of the financial and corporate sectors and a shortening in the
maturity of those liabilities. :

o A proactive strategy for the adoption and xmplemenianon of etrong frameworks
for financial sectors. -

o Ways for the IFIs and international supervisory authorities to assist domestic
authorities in strengthening and deepening their financial markets. For example,
we could support an increase in World Bank and Asian Development Bank
resources directed at financial sector reforms, improved financial supervision,
banking system restructuring and capital market development.

A regional group on improvements in financial markets

. Discuss steps to improve the depth, efficiency, and integrity of financial markets in the
region, through improvements in transparency, financial supervision, capital market
development and other measures that might help reduce the vulnerability of thin markets .
to large swings in capital flows.




B. Setser & J. Gagnon/ IMI
DRAFT: October 24, 1997

IMPACT OF ASIAN CURRENCY TURMOIL ON THE UNITED STATES

SUMMARY

The Treasury Department examined the possible impact of recent currency depreciations and '
slower growth in Southeast Asia, Korea, and Taiwan on the U.S. economy. Based on
developments to date, we believe that the situation in Asia is likely to reduce the growth ratc nf
the US. GDP in 1998 by a small but significant amount, about 0.2 to 0 4 percentage points.
U.S. TRADE WITH ASIAN COUNTRIES

. 14% of U.S. exports go to the ASEAN $ plus South Korea and Taiwan.

. Most of the U.S. exports are to countries in the region -- Smgapore Taiwan, and Korca -
that have been least affected by the crisis. '

«  The four countries most affected by the crisis, Indonesm Thailand, Malaysia, and The
Phillipines, account for only 4% of U.S. exports.

. In comparison, Mexico accounted for 10% of U.S. exports in 1994 just before the peso
) _crisis.

IMPACT ON THE UNITED STATES

. The impact on the United States is not likely to exceed 0.4% of U.S. GDP.

e Estimated fall in U.S. exports: a $13.5 billion fail in U.S. exports to Korea, Taiwan, and
the five leading Southeast Asian economies in 1998, 0.15% of GDP, relative to baseline

projections.

. Estimated rise in U.S, imports: a $21.4 billion real increase in imports from Korea,
Taiwan and the five leading Southeast Asian economies in 1998, 0.25% of GDP.

. For teclhnical reasons, Treasury estimates probably overestimate the size of the impact
on the United States, particularly on the import side. \
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 MEMORANDUM ‘FOR . SECRETARY RUBIN

. DEPUTY SECRETARY. sumzas

N FROM:T’»;{"‘ 'ATlmothy F. Gelthner, ASSlStant Secretary"ru

~~:[Internatlonal Affalrs)

'»f~SUBJECT{'gf 1{ TMemorandum to Pr951dent Cllnton on U. S Exchange

.1*8tab111zatlon Facxllty for Indone51a

| "Ac'r:rou Fopcmc svm:'r

T.You need to brlef the PreSldent on our plan to announce the

United States wllllngness to ‘extend financial support-to. - ‘
Indonesia to back- -up its IMF program tomorrow in the event thatﬁ
Indonesia-and the.IMF announce their agreement on polzczes

-/

'.'.chou«mmmmn o

'v:qlgn the attached memorandum to. the Pre51dent .

Agree " ;ﬂDieagfee' r;f~"7 e1LetC5TD;ecussT_;

o fTab A*'”- Memorandum to Pre31dent Cllnton on Exchange
Tt Stablllzatlon Fac111ty for Indone51a L :

:lxqefzeU/S Llpton, DAS Zellkow, DAS Atklnson, Todd Crawford, Jlm o
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'j_ , THE DEPUTY SECRETARY OF THE TREASURY:
: E : WASHINGTON

" November 3,1997

| Dear Colleague N

1 attach a shghtly rev1sed draft of a possxble G7 statement whn.h could be released after the -
. announcement on Wednesday of the IMF Board dec131on on Indonesia. We have attempted to ’
take account of the views expressed yesterday, and would be happy for a statement of this kind
" to be released if others support this. I regard the. last paragraph as integral to the statement, as it
. lisresponsive to the concerns of some IMF members that the Fund may not be able to play an-
ISR appropnate role in resolvmg a ﬁnanmal cr151s m thelr case

‘ y 'I found our dxscussmn yesterday very helpful and thought~prm okmg, and would hke to thanl\

© * you-for convening our. small group. I expectto write agam in the next day or so to set.out some
L of our thmkmg on how to take thmgs forward : ~ : ~

Smcerely, )

ofJfS

Lawrence H ﬁummers -
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THE DEPUTY SECRETARY OF THE TREASURY
' WASHINGTON

'..Novefnbe: 3, 1997

Dear Colleague
. J
T attach a shghtly rev1sed draﬁ ofa possnble G7 statement whxch could be released aﬁer the
A announcement on Wednesday of the IMF Board decision on Indonesia. We have attempted to
take account of the views expressed yesterday, and would be happy for a statement of this kind
-to be released if others support this. Tregard the last paragraph as integral to the statement, asit.
_is responsive to the concerns of some IMF members that the Fund may not be able to play an
- appropmate role in resolvmg a ﬁnanclal cnsxs in thexr case. . :

N fo und our dxscussxon yesterday very helpful -and thought-provokmg, and would hke to thank

_;you for convening our small group. I expect to write agam in the next day or so to set out some ‘
of our thmkmg on how to take thmgs forward : : :

Fredpcvcﬁ é O 14“3
' j_f _D_Afu sv(p f?-o ,.J

PLML&C /“"j
Mﬂ gau
| /"/6/7



November 3 1997 6. 30 p m. - '

l)raft G 7 Statement on Developments in Fmanmal Markets R

: G—7 Finance thsters and Lentml Bank Govemors have been. momtormg recent market

developments in-their countries and in emergmg market economies. They believe that economtc

fundamentals in the G7 remain generally encouraging, given the progress in achieving non-

- 1nﬂattonary growth and fostering sound public finances. They agreed that all countriés share an . -

_ interest in achieving financial stability around the world and, in this context, welcomed today’s
deClSIOD by the IMF Executtve Boa:d to. support the program of reforms bemg undertakcn by the

' Indonesm G@vemment :

' Sound macroeconomlc poltaes in emergzng economtes coupled with structural rctorms in ‘
particular to strengthen banking and financial systems and promote transparency, are the key to
- growth and stable financial condmons Ministers and Governors rioted the steps that had been -

- taken to strengthen the IMF’s capacny 'to prevent and, when nccessary, respond to financial

crises, including the recent agreement to increase the quota resources of the IMF, the progress.

toward ratification of the New Arrangements to Borrow (NAB) to supplement Fund résources,

~ and the emergency ﬁnancmg procedures which had enabled the IMF to move speedlly to prowde .
excepnonal access in Thmland and Indonesna ’ « o

They agreed to Lonnnuc to kcep in contact on developments in ﬁnancaal markets, and to-
fconmder ways to ensure that the IMF and other international hncmc:lal institutions have enhanced’
capacity 1o play an appropriaté central role in supporting sound policies in emergmg markets,
promotmg ﬁnancml stablhty and reactmg promptly in case of balance of payments mses ‘
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| THE DEPUTY SECRETARY OF THE TREASURY
WASHINGTON

vaember<?, 1997

‘ MEMORAND}U‘M. FOR THE PRESIDENT
THROUGH: Robert E. Rubin M’*/

"FROM: . Lawrence H. Su .mers///e/ :
' David A. Lipton

SUBJECT: Sachs Critique of the Indonesian Adjustment Program

You raised the question of whether Jeff Sachs’ article in Wednesday’s New York Times was
‘basically accurate in its concerns over the IMF approach to Indonesia. Our view is that he is right
to distinguish between the case of Indonesia -- which is primarily a crisis of confidence, partly
borne out of contagion from markets nearby -- and the usual crises that countries face when they
call in the IMF, where high inflation and bulging budget deficits are the main concerns. However,
we think that between them the IMF and the Indonesians have devised the correct approach.

The program was largely designed by reform-minded members of the Indonesian administration,
who were able to get accepted ideas they had been pushing for years. The controversial points
toward the end of the negotiations -- such as ehmmatmg the Suharto family-controlled food
import monopoly -- had little to do with austerity. They were about improvements in governance
and the transparency of policy making, which Indonesia badly needs and the markets have
welcomed. The reduction in import monopolies, in particular, will benefit the real incomes of
Indonesian workers by bringing down food prices. :

The program takes essentially the same approach to the banking sector that Sachs recommends --
offering liquidity to those that are healthy, but closing those that are blatantly insolvent, including
a few owned by Suharto family members and associates. It also sets up formal deposit insurance
to reassure individual depositors and forestall further runs on banks. The problems in the banks
are a large part of the justification for the modest tightening of fiscal policy, which is also needed.
to offset the cost of large government subsidies that are not included irf the budget.

As for macroeconomic policy, the exchange rate has already depreciated a great deal -- it had
fallen more than 40 percent by the time the program was announced. Restoring stability is crucial
to avoid large-scale flight of domestic and foreign investors. This requires determination by the
Indonesian authorities. An approach of responding to capital flight by not raising interest rates
was tried in Mexico in January 1995, to disastrous effect. By contrast, a firm commitment to
tighten monetary policy, following our support, helped convince investors that stability would be
restored. As then, international support for Indonesia, including ours, will help creage the
confidence needed for growth to return and interest rates to decline.
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By jcffrcy D. Sachs

CAMBRIDGE, Mass,

n 2 mater of just a few

months, the Asian economles

went {rom being the darlings

o/ the Investment communtty

to  being virtual pariahs.

There was a touch of the ab-

surd in the unfolding drama, as inter-

national money managers harshly

castigated the very same Asian gov-

ernments they were prajsing just
months before.

The International Monetary Fund

has just announced a second bailout

package lor the region, about $20 bil- -

lion for Indonesia. That should, in
principal, boost confidence--But if {1 is

tied to orithodox {inancial condifions,
Ingluding_ budger cuis_and sharply

c.1cine

The Wrong Me

mmmwage
could do miore harm than g d, trans-

Torming a currency LIRS & rip-
rearing econemic downturn.

i thé Greal Deprésilon, panicked
investors fled lrom weak banks in
the United States and abroad. Since
banks borrow short term in order to
lend long term, they can be thrown
into crisis when a large rmumber of
depositors suddenly Upe.-up to with-

draw money. in the days before de.

posit insurance, individual deposl
tors would all try to be ﬁrsr. in tine for
withdrawals.

In 1933, the Federal Reserve
played it disastrously wmng Rather
than lendirig money to thé banks to
calm the panic and to show the de-

pesitors that they could indeed wiill ;

rget their money out, the Fed tight-
‘ened credit, ns financinl nrihodoxy.
preseribed, Confidence sank, and the [
nking systcin crumbled. "~
The Asian crisis |s akln to a bank
run. Investors are lining up 1o be the

irg t of the region. Much of the
R

panle self-lecding {renzy: evenif

the economles were fundamentally
healthy at the start of the panic,

nobody winis to be the last one out

when ¢urrencies are weakening and

banks are tottering because of the

rapid drain of foreign loans.

\ /
<
<

@be News ﬁm‘k ancs

'MONDAY. NOVEMBER 3, 1997

tis somehow comforting, asin -

a good morality tale, to blame
corruption and mismanage-
ment Ln Asla for the crisis.

. .Yes, these exist, and they

' weaken economic life. But the
crisis {tself Is more pedestrian: no

economy can easlly weather a pan-
e T o Conigiee, o5
pecialiy If the mon {looding tn
{ust months before.

¢ LM.F, has arrived quickly on

the scene, but the East Asian finan-
cial crisis is very different {rom the

- set of problems that the L M F. typi-

cally aims o solve.

The I.M.F.’s us ove
cans,
financing budget defieits by printing
money at the central bank, The re-

ethe th &

" weakening currency and a drain of

foreign exchange reserves. In these
circumstances, flnancial orthodoxy
makes sense: cut the budget deficit
and restrict central bank credits o
the government. The result wili be to
cut inflation and end the weakening
of the currency and loss o! foreign
exchange reserves.

Tn Southeast Asia, this Story sim-

ply doesn't apply, Indonesia, Malay-
sia, the Phlilppines and Thailand
have

ﬂ.bsg%_n_mm_mwur'
pluses, not deficits. Inflafion has

beén Jow In all of.the countries. Fore
eign_exchanpe Teserved, unfil this
p were stable or rising, not

falling.
The problems emerged in the pri-

vate sector, In all of the countries,
{ntergalional money market manag-
ers gnd investment banks wenl on a

lending binge from 1993 to 1996. To a
varying extent in all of the countries,
the short-term  borrowing from
abroed—wasUTEY, WAWISEY, o sup-
porT TonE- eI IDVestments in real

estate and other riing secs

IS,

This year, the bubble burst. Invest-
ors woke up o the weakening In
Asia’s export growth, A combination
of rising wage cosls, competition
from China and lower demand or
Asia's exports (especially electron-
its) caused exports tc stagnate in
1996 and the first part of 19%7. It
became clear that {f the Aslans were

-

The old rules and
remedies don’t
apply in the new
overseas
ECOIOITIES.,

. golng to compete, thelr currencics

/

.

would need to fall against the dollar’
so their costs of production would be
lower. 1t also became ¢lear that with
foreign lending diverted Lato real es-
tate ventures, there was some risk
that the borrowers, especially banks
and {inance companies, would be un.
able 10 service the debts if the ex-
change rates weakened. After all,
rentals on real estate developments
would be earned in ldocal currency,
while the debts would have o be

‘repald in dollars.

high save
{ngs, budget surpluses, {lexible labor

" markets, low taxation - remaln in

place, and long-term growth pros-
pects are salid. But, as often happens
in f{lnancial markets, euvphoria
turned 10 panic without missing a
beat. Suddenly, Asla’s leaders could
do no right. The money {led.

In this maelstrom, the ILMF. is
ow reportedly pressing the Asian
countries to ralse existing budget
surpluses still higher and to tighten
domestic bank credit. In the Philip-
pines recently, short-term interest
ratel were briefly pushed above 100
percent a year to meet LM.F. credit -
targets.

And, in a move that is supposed to
engender confidence but  almost
surely does the opposite, the LM.F.
has reportedly called on Thalland
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“and Indonesia to close down several
weak banks that have been caught up
in the boormsbust cycle of foreign
lending. Since the treatment of de-

. positors in such cases is open to
doubt (as deposit insurance is Im-

plicit rather than explicit), these -

calis for bank closings also worsen
the investor {light {rom the reglon.
Of course, cne can't be absolutely
sure what the LM.F. is advising,
since {.M.F. programs and support-
ng documents are hidden from pub-
lic view. This secrecy itself gravely
undermines confidence.

The Astan region needs more cre-
ative policies (Fin.tnegs. The lirst
steff would be {or the international
investment community to tell the
truth: the_currency ¢risis is not the
result of Asian povernmenr profii-
gacy. This 1§ & crisis made mainly in
the private, albelt under-regulated,
tinanclal markets.

“THEMERTELEp would be {0 let the
Aslan currencles {loat downw 0
that these countries’ exports will be

cheaper and therelore fiore compet-
{tive. Once export growih starts to
pIck up, then panicked money mar-
ket managers will begin to remem-
ber why they were until recently
singing the pralses—of the region.
This is what happened in the after-
math of (A& TVo¥ WEXICan-Srisis,
wHER W"m
they had feft Mexico [or good guickly
reCoTrsiieTel | € wake ol an ex-
portbognr""

Floatlng the exchange rate would
have two more advantages: foreign
reserves would not be squandered in
a fatled attempt to defend the cur.
resiey, i Itoront roten wagkl vl
need 1o be ralsed i an Blusoary quest
10 kogp the currency strong.

The third step would be 0 moder-
sia

at
into a recession, rather than adding
_ag’_m‘, e reglon does not need
anton budget cutting, credit tight-
ening and emergency bank closures.
It needs .stable or even slightly ex-
pansionary monetary and fiscal poli-
cies to counterbalance the decline in
forelgn loans. Interest rates willdrif:
higher as foreign Investors withdraw
their money, but those rates do'no:
peed to be artificlally jacked up by o
squeeze on domestic credit. The reg
ulation of the banking sector shoulc
be strengthened not by hasty ban¥
closures, but by pushing weak bank:
to merge with stronger ones-and by
pushing the banks to raise their cap:
tal bases.
Southeast Asla surely needed i
correction to restore its competitive

. ness. A moderate cut in foreign lenc:

ing was needed; the panic was nol [!
the currency crisis is well managed
Asia will be able to resume its rapic
economic growth. If it'is managed
with unthinking orthodoxy, the costs
could be very high, for-Asla and the

restof theworld. -~ E

Jeffrey D. Sachs Is director of t
Harvard Institute for Internatioru
Development and an gconomic cd
viser 1o governmenls in Asia 61¢
other parts of the world. :
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1998 SE 004359

DEPARTMENT OF THE TREASURY
_WASHINGTON, D.C. 20220 ;

April 6,199
R&mmended Teleghone Call

s MEMORANDUM FOR SECRETARY RUBIN

:V":,TE[ROUGH o Linda L. Robertson 4
- - Assistant Secretary [ - '
,Legrslatwe Affairs Pubhc Lrarson :

a F’ROM ' Riclr Smkﬁe]d
R o ,Deputy Assrstant Secretary (Intematronal)

s SUBJECI‘ RS - Congressronal eonsultatrons regardmg the expected announcement of the
- LT e ~,latestIMF agreement wrth Indonesra s . X

R DISCUSSION

o We recommend the followmg strategy to mform Congress about ongomg developments regardmg
. the economic ctisis in Indonesia and the IMF-led efforts to restore stability. This IMF agreement.
" will be heavily scrutinized in light of the ongoing debate regarding the President’s FY 98
' supplememal budget requests for U.S. participation in the IMF. You, D/S Summers U/S Llpton,

L VV_ “and A/S Geithner will communicate directly with Members. U/S Lipton, A/S Geithner and other . R

. Treasury staff will communicate with senior Hill staff and conduct confidential and non-.
.- confidential briefings as needed. The calls we are recommending encompass the key Senators
- ‘who were involved in successfully adding the IMF to the defense and natural disaster -
I supplemental bill and the House Members who will be key to preserving the IMF in conference :
", " and maintaining the broadest amourit of brpartlsan support needed to ensure passage of the
L conference report on the House ﬂoor ' o . :

The attached talkmg pomts have been draﬁed in a manner that drscusses the latest agreement in the B o

~* " context of the issues that have concerned Congress the most with respect IMF and borrower
- ‘country policies: moral hazard crony capitalism; trade liberalization; austerity;
- _Iaborfhuman}‘en vrronmental nghts and transparency (IMF and borrower country)

N ‘*Note The astensk denotes that a Member is out of the countl‘y, but the call Sho“]d 66 elaced -
o B House 1 - : N : . | , , e
- Speaker Gmgnr‘h (RER) "‘50600 o :
:C' i Speaker Gmgnch is reported to be avordmg meetings with °“ts'de @ oups regardmg the - “

* IMF; his last public statement indicated his drsagreement with Majority Leader Armey
- about the kmds of condrtrons that should accompany the IMF fundmg He asserted that' .



"AC

C

more Congressmnal oversnght was appropnate You also have a call mto the Spea.ker 1€
the assalult weapons ban (4/6 announcement) ' v

. Mmonty Leuder Gephardt (RER) ~501 00

'Lwder bephardt prewously oﬁ'ered toactasa Congress:onal voice, buttressmg the
- Administration’s position regarding the possibility of Indonesia’s implementation of a-

currency board. He is very conscious of his Caucus’ concerns about Indonesia’s labor and -
human rights record. ‘We will need his active assistance in.convincing Democratic

. Members that this new agreement is worthy of their support. You should hxghlnght the

p0551b111ty of IMF/WorId Bank/Govt of Indonesna/labor talks

Ll *Chatrman Ltvmgston (RER) ~53015 .

Chalrmm vamgston is reported to be plannmg a quxck vote on the House ﬂoor Just aﬁer
recess in order to make it poss&ble for the House to assent to keepmg IMF in the defense

| _*_supp. conference. His staff has maintained that the Chairman wants to see IMF move =
: -quxckly You also placed a call to hxm re: the assault weapons announcement '

- ch Obey (RER) ~5336S

<

.. jeopardizing U.S. jobs. Rep: Bonior is also scheduled to attend a CEO luncheon event this o

Rep Obey wants the IMF to do everythmg itcan to prevent Pres:dent Suharto and h!S clan ’

from personally benefitting from the IMF program. He is also mterested in the role played V o
by pnv':te ﬁnancnal mstltutlons (“halr cuts”) ‘ o A E
B ‘Chalmmn Callahan (RER) ~54931
Rep Cdllahan, due toa consntuent s concers, is parncularly concemed about the

‘Indonesia plywood monopoly You should highlight the fact that the monopoly has been .
terminated. In a similar area, Rep. Callahan has written to the Dept. regarding the softwood -

lumber Customs ruling. He advocated reversing the Customs ruling, thereby preventing

the pre-drilled studs from coming in to the U.S. outside of the May 1996 Agreement. You..- i
~* should inform him generally of Customs” plans to pubhsh a federal tegxster not}ce of a
o .propos«ad revocatnon of the mlmg s : :
‘ Rep David Bomor (RER) ~81 0) 469-3232

A Rep Bomor was quoted last week as suppomng the IMF becnuse 1t is actmg asa backstop, o

preventing-a flood of excesswely cheap imports from coming into the US., thereby

o week where Secy. Daley will dlsouss among other thmgs, the trade and market access '

o ,‘35P00t5 Of IMF programs oo

o Majm‘lty Leadw Lott (RER) ~46253

o v,c'

You have an outstandmg call to Sen Lott re: the assault wwpons ban and the softwood .
lumber issue. On the latter we belleve that he w111 look favorably upon Customs expected .



action. Wlth respect to Inddnemé;, his main concern,- expreesed by Senator Gramm, is -
-about the ehmmauon of crony capitalism. You should highlight the fact that the most
recent bank clesmgs affect the holdmgs of Presadentlal farmly members

'Mmonty Leader Daschle (RER) ~45556

o _We have worked wrth Senator Daschle s staﬁ‘ onan “Adrmmstranon paper that dlscusses '
- achievements and next steps in the IFI’s and more broadly in the labor and envrronmental
- areas. The timing for completing and releasing such a paper is still uncertam butwe
~ believe that he may raise it. We agree that it should be a useful tool in giving Democranc
Members somethmg substantive to support in these areas, similar to the statement of
' Admmr*.tratnon Pohcy durrng the fast track debate last yea;r o

Senator Sarbanes (RER) ~44524

. c Senator Sarbanes has not- expressed any partlcular concerns about Indonesla, but dunng the A, i |
" Senate floor debate was very helpful in working out Democratic and Republican -
amendments that addressed toughemng lMF pohcy wrth respect to Indonesra ‘

o Chatrman He]ms (RER) ~46342

c Charrmam Helms main concern is with Indonwa s farlure to hold free Democratrc
" elections. He was reported to have, but did not offer, an amendment that would have . -
.. withheld Us. participation in the IMF quota mcrease until Indonesia agreed to hold free o
elections. 'We expect the State conference report to go to the Senate floor shortly after .

" recess ends; thus, his interest has been focussed on achieving its passage (with Mexico City L

.~ .language attached) Although he is pro-life and does not favor hnkage he beheves that the’
) Admmrt.tranon has not been ﬂexxble enough on t}ns issue. -

o ChmrmanD’Amato(RER)~46542 |

o c_j Chaxrmam D’Amato has been consumed by the debates on ISTEA and ﬁnanclal

* modemization, His primary concern w:ll be whether any brlateral U S funds w1|I be used - | - h

~in thls round orin the future

IR Senator Hagel (JRER) ~44242

e : B *You recently spoke thh Senator Hagel regardmg the assault weapons announcement He o

‘wanted to discuss House IMF strategy. - You should seek his counsel on what other steps S
'we need to take t0 maintain Members’ support in light of the revised agreement with ‘
- Indonesia. Youalso spoke with him some time ago regarding the disposition of his: -

- constituent, Cal Energy, in Indonesia. A/S Geithner has communicated with Cal Energ3r .
- recently. Cal Energy is pleased with Treasury’s continued mvolvement and believes that - :
their project is still extant.: We will continue to monitor this situation to ensure that

" 'Indonesia empons a transparent, faxr pohcy when determmmg whlch pro_lects should
, proeeed PR o r
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o Chaxrman Stevms (RER) ~43004 '

You spoke with hun concemmg the assault weapons announcement. He is still concemed
. fabout the national security aspect of maintaining stability in Indonesia. His staffand -
. Chairmin McConnell’s staff are reported to be trave]mg to Indonma ona fact-ﬁnd mg
» mxss:on durmg the recess. . S S

N ATTACHMENTsi  Talking Points
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DEPARTMENT OF THE TREASURY .
WASHINGTON D.C. '

. A#él’é}'AN*r sééﬁﬁrARY | Apnl 27 1998

' MEMORAI‘TDW FOR DEPUTY SECRETARY SU]VIMQERS

UNDER SECRETARY LIPTON
FROM o  _ | Assmtant Secretary Genthner ’f((*‘
- SUBJE.CT:A" S Indonesxa--Worker nghts

I sent the afﬁiched"fhemorandum to State Assxstant Secretariés Roth, Larson, and Slliattﬁckf ‘
o recommendmg a letter from Secretary Albright to Indonesian Forelgn mester Alatas
: emphasmng U.s. concems about the poor worker nghts sxtuanon ’ '

Thxs issue w1ll bea subject of dlSCUSSIOII at the Wednesday, Apnl 29 meetmg chmred by Gene ‘
: Sperlmg : . . , . : :

*f.Anachmcnt 1) R



' DEPARTMENT OF THE TREASURY
. WASHINGTON D <.

) Anrll 27,‘ 1998 "_MACTI_ON,_

. ASSISTANT SECRETARY Ce

MEMORANDUM FOR - STANLEYROTH
ST ASSISTANT SECRETARY OF STATE
- EAST! ASIA ANDTHEPACIFIC

| V'ALAN LARSON | e
. ASSISTANT SECRETARY OF STATE
- "‘ECONOMIC POLICY
CFROME - :TtmothyGettImer /\ @\
, . Assistant Secretary .
Intematlonal Affalrs ;
‘ SUBJECT : Indonesm—-Worker Rtghts
S rl,'ISSUE

: "-A‘Desplte hlgh level dlscussmns that State has had serious roadblocks remain for the release of Mr.

e Pakpahan. The IMF believes it has made some headway, but that significant progress may only be . o

= "achtevable if the U.S. weighs in at a high level with the Indonesians, beginning with the Foretgn
- thster, to convince President Subarto that progress in these areas is critical for: Indonesxa s
. mtemattonal standmg and broad mtemattonal support for Indones:a at thls ttme ' '
AC’I‘ION REQUEST _’f RS 2 o

o In the context of a broader message to the Govemment of Indonesm on human nghts we thmk it

~ would be helpful if Sccretary Albnght wrote to Foretgn Munster Alatas to emphasme the followmg L

S pomts
el ;We are wntmg to ratse our senous coneerns about Indonesra s respect for human and labor ‘ E
jf'nghts ‘ ' RN : B
e - : We dppremate that Indone51a has recently mdxcated 1ts mtennon to adopt three rnore ILO

‘ 'conventlons related to core labor standards

. e To make adoptton of addmonal conventlons meamngful Indonesxa needs to conform 1ts
e - laws so that both the let‘ter and spmt of these commttments are met :

o We understand that the Dlrector Genera] of the ILO has offered addlttonal
o asswtance to help Indonesm move to full 1mplementatton of 1ts ILO comxmtments

.o In addmon to adoptmg all of the ILO conventtons related to core labor standards, we -

. believe it is equally important to. respond to the répeated 1LO concerns over the past decade‘ .

- regatdmg freedom of assocmtzon and the nght to form mdependent umons



~« Inthis regard Mr. Pa.kpahan, leader of' the Indonesra Prospenty Trade Umon should be
S freed from Jaxl at onee :

e , Further, the mtemanonal commumty Wlll be closely watchmg Indonesra s treatment of
' ~ student demonstrators and for a notlceable lmprovement on its poor record on human
nghts I : ‘

e A laek of 51gmﬁcant progress in all of these areas wrll be harmful to Indonesra 'S standmg
L and to. broad mternatronal support for Indonesra at tlns time.

. . In addmon, U S representahves in the mtematronal institutions wﬂl be rarsmg these -
' ' matters v1gorously in the penod ahead ' :

'»BACKGROUND

| The IMF pressed Indonesra on specrﬁc labor 1ssues l) the release of Mr Pakpahan, the Jalled
Ieader of the Indonesia Prosperity Trade Uriion; and 2) ratification of the four remammg ILO
eonventrons on core labor standards moludmg freedom of assocrahon »

* The Indone31an economic team (Mmrster Gmandjar in partlcular) mdrcated that 1t was, in . L
, prmcrple, prepared to take some concrete steps on labor rights, but not in response’to overt IMF -
pressure, nor did-it want any of these steps to be part of an IMF : program. Also, the team- told the
" Fund that President Suharto would neéd to be convinced that the international community is paymg :
- close attention to these and associated issues (i.e., disappeared people, treatment of student - '

demonstrators; respect for human rights), and that a lack of progress in these areas would harm

. Indonesra s mtematronal standmg and broad mtemanonal support for Indone51a at this tune

v' ‘,,‘As you know Indonesxa s record on respect for worker nghts is poor A]though Indonesra has

E adopted two of the six ILO conventions related to core labor standards (prohibition on foreed labor
- . and freedom to organize and bargain eollectrvely), it has been criticized by the ILO forovera

. decade on its practices related to freedom of association and the right to bargam colleonvely ‘
o Moreover, reeently there have been allegatrons of serrous Vlolatrons of Conventron 29 on foreed

S y?;labor

o Therefore, although the Indonesran announcement that it would ratify three more ILO conventions

" on core labor standards (abolishing forced labor, freedom from non-discrimination; and prohibiting - T o

* use of child labor) and would conform its laws to these ‘conventions, it is important to understand

- that their standmg in the international labor ‘community would be better served if they made: senousA'

V efforts to address long standing ILO concemns. Ratification of ILO conventions is welcome but o
; what is more lmportant 1s action to address problems wrth emstmg comm1tments o '

‘ Indonesm would not cormmt to ratrfy the eonventron on freedorn of assocratron which i is the srxth
JLO convention related to core labor standards It is unclear whether Indonesra mtends to address

S ~thrs convermon IR

ocer State A/8 Secretery~.l_ohn S‘hattuckv" ‘f‘f -



| Apnl 22 1998

- Indonesxa Memo to State recommendmg a letter fmm Sec. Albnght to GOI on worker nghts ,

o Drafted by MKotzenDB/ Kazz-lsls

. 'Revwwed hy MSobellKLlssakerm [{, é,cw

: USEDIM'F ¢
| 2244
JElchenberger/IDB f% A{( ?{ Cé/
: WS zhell}lc]?ﬁz}/lm 'D'Mlb (”q;L\G\
, c uercq \\AK% ‘((27 ch - .
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DEPARTMENT OF TH[ TREASURY

W;shm;,um S

- May 19, 1998

OTO: o Secrctary Rubm ]
' ~ Deputy Secretary Summers -
‘ Assnstant Secretary Robertson

 FROM: o ilmothy Uelthmr/féa 3/“/
" SUBJECT: fndonesia o

Herc are a few useful pleces on the IMF s ro[e in -

"Vthe crisis in Indonesxa - :

. Weare in thc process of draftmg a short picw for
' Aihe Secretary to send to thc Presxdent



S S

r Indones:a : - -
Is the IMF Program Responsrble for lndonesra s ("ollapsc" ;

. Ques't-ion: :

Isn’t the IMF responsrb e for the current polmcal unrest by rmposmg harsh duslmtv mcasrues on
the Indonesran people? : r : : :

. Answer: :

o 'It is lmportant not to confuse the doctor wrth the drsease The basic underl} ing cause of the
' crisis in Indonesia has been.a fundamental loss of confidence in the policies of the
- Indcnesian govemment This led to a sharp decline in’ the value of the rupiah, mtensdymﬂf
. rnﬂatronary pressures and an accompanymg detenorauon in the economzc sltuatmn

+ . .The IMF began workmg wrth the lndonesran govemment in November in an ellort to
~help it deal with the effects of the broader Asian crisis on'its economy.” The program of
. economic reforms. agreed to with the IMF at that time provided a sound foundation for -
restormg ﬁnancral stabrlrty and rmprovmg Iong run compeutrveness in Indonesra '

0 Indonesra s economic and ﬁnancral srtuatron contmued to deterrorate however as the o
.. Indonesian public and international investors began to quesnon the govemment S:
’wnllmgness to 1rnplement the reform measures agreed to with the IMF

e - Thrs ledtoa profound loss of publrc conﬁdence in the polrcles of the lndonesxan
Lo :-govemment causing the rupiah to plunge in value and the economic and ﬁnancral
" situation to detenorate marked Y. This helped to provoke demonstrations by university
o students protestlng against the govemment farlure to address the ﬁnancral crrsrs and
- attac kmg govemment corruption: S ‘ :

e Inthe wake of the deterroratmg economic condmons the lndonesran government and the
~ -7 IMF agreed on a revised.economic reforrn program in Aprrl The government’s earlier
‘ failure to act decisively to address the causes of the crisis meant that. much stronger and
‘ ‘}tpotennally more pamful medlcme was requn'ed to restore ﬁnancral stabrlrty

. lhe 5:0\'ernnrent ol lndonesra d:d mal\e unpmtant progresx m lmpl(.mentmg, the revrsed

. IMF reform program during April. These cfforts. however, werc quickly overwhelmed
by the growing publrc dissatisfaction with the govemment of. Presrdem Suharto and
g mtensrfymg student protests throughout the: country

. o« Whrle the energy price increases announced on May 4 do appear to have sparked some
o notmg and protests in Medan when they. were announeed more reLenl vrolence in Jakarta

. appears to have been driven primarily by anger over the unprov oked shooung of

i “umversrty Students by securrty forces and publrc support lor polmml retorms

i - It shou ' be noted that the lndonesran government chose both the ummg and sm, j
of the fuel price increases: The IMF program did not require fuel price mcreases
unnl .lune 30 and allowed for more g,radual mcreeses n prrees ' S



Yy

We commue to. beheve that decnswe 1mpiementatlon of the IMF reform program
- representcd the surest and most effective way for Indonesia to’ reatore imancral stablhty

It is now clcar, however that economic reform measures wrlI not bc suaccssful unless
- accompamed by political reforms desired by.the Indonesian pcop[e [Itis not the busmess
< of the IMF or the Umted States to. 1mp<>se these polmcal changes on Indonesna '

* SSS/INA,; 5719/98
" IMFCAUSEM19



o ; v..‘lm‘i‘one.siaﬂ o
~Rollback of Required Energy Price Increases

j'Qﬁestion:
D.Oe’s. .Indor:resieﬂ’orollheek'of’ener'gy_‘p‘ric_evinc'reese's jeopardi.'ze‘the IMF lprog’rarn'y? ;
Answeri | o I
o . o ,)The Government of Indonesia (GdI) chose the timing and size of the f‘ue } price increases

announced on May 4. ‘This action was not required under the IMF program until the end of
o Junt and could have been phased in more gradually at thc drsc.renon of the C‘ O[

. L The IMF and Indonesra had prevrously agreed that kerosene prices were to be ralscd by
C L less than other pnces rn an effort to hmrt the zmpact of these | mcreases on the poor. ‘

e Accordmg to the Indonesmn government the partnal rollback of pnce increases announced

. “onMay 15 will cost approxrmatcly 2 trillion. rupiah (more than $200 million). This

* - increased spendmg on subsidies will have to be financed in some way; a difficult task given.
" the Iarge budget deficit (3 8% of GDP) that has already been projected for thlS fiscal year.

. The gconomic, and polmcai srtuahon in Indonesxa has deterrorated 51gmf cantly smce the ast IMF '
dlsbursemenl on May 4 s : SR :

e The pohtxcal unrest has heavrly mﬂuenced rnarket developments w1th the ruprah .
R '_deprecratmg srgmf cantly relative to the levels envisioned in the IMF program. This has
- important implications for inflation and the effect of fuel and food subsndles onthe

~ budget deficit in lndonesra ' L S - S :

o 3 These developments wxll hkely result ina reassessment of the economic assumptlons and .

S targets that form the. basns of the IMF program

: Background S IR : ‘

. The Indonesian govermnent mcreased energy and fuel pnces on May 4 ahhough thrs step was
‘not-actually required until June 30 in the revised program. ‘Indonesia also chose to fully .-

L “rmplcment the agreed prrce mcreascs rather than phase them in nmdually

e .'I he (Jovemment s announcement of the pnce mcrcascs helped to spark violent protests

S in Medan in the’ followmg days More recent violenice in J akarta appears to have been- ,

. ,'jdrwen primarily by anger over the unprovoked. shooting of umversrtv students by security
xforce'; and pubhc support for pohtrcal reforms mcludmo the ousler of Presndent Suharto

Seleeted Fuel and Energy Pnce lncreases (Rupuah per |ler)

Prlorto ) ,Effect:ve . %Chanoe Announccd, v i ,-oChange R

. May4 ° MayS - fromMayd - . Mayls " fromMay4:
© Kerosene -~ 102800 - ..350 0 0 285.0% . - 2800 L T 00%
‘Gasoline - 7007 G200 - TR4% 10000 7 -d429%

-Auto Dieset 380 Lo T600 T ST9% . 5500 44T% . .
S ‘ T e e T cT T SSS/INAY 5518’98-7"
'ENERGPRIMIS
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lndone and F l Pnc

. In recent days questrons have arisen as to whether lndonesran fuel pnce increases - consistent

with'a provision in Indonesia’s IMF program to raise energy prices in the second quarter of this’
- year -- triggered recent turmoil. As Deputy Secretary Summers’ stated the other day, however
..one should not confuse the doctor wrth the drsease = : SRS

lndonesra began expenencrng a serious banking crisis last autumn whtch eontmuea to- thrs day
B Thrs crisis was mﬂuenced by the general Asia crisis and spread throughout the economy

o As conﬁdence was lost i in the bankmg system, deposrtors depleted accounts in weak

- banks and capital fled the country. The authorities provided massrve quuadrty support tof U :

weak banks rather than closmg them desprte their msolvency

A ‘o‘ ' Thrs hqurdrty support tnggered a huge surge in rnﬂatton and collapse in the mprah In
‘  the first quarter of this year, inflation rose at a 160%+ annualized rate; in contrast with.
Indonesia’s recent history of singlé digit-inflation. In January, the rupiah feit at one - -

“point hy 70% against the dollar. Also due to the crisis, unemployment surged In short A o

S high pnces and unemployment had begun ravagmg Indonesra s poor many months ago

V‘ 0 v:_,Also the authorttres aggravated the crisis by refusrng to taclde structural reform and
- corruption, ﬁnng the central bank’s senior management arid the head for barik : B
- restructunng and proposmg a currency board rather than addressmg central problems :

- ‘Agamst the background of the senously detenoratmg srtuauon Indonesra asked to resuscrtate ;
" its IMF program. For the latter part of March and all of April, the IMF helped lndonesra desrgn
and begm tmplementmg a revrsed package that would promote stabrltty R

B o. ‘ To gam control over the money supply, lndonesra cordoned oﬁ' llqurdtty support to 14
o banks that had been major uses of central bank ﬁnancmg Coe

-0 ‘ l‘ he IMF insisted that the Suharto govemment break up monopohes in such areas as o
‘ cloves and forestry, that were assoctated wrth the Presrdent S chr dren and fnends ,

“:The IM} staﬁ' also helped Indonesra redesrgn its 1998 budget wrth the ob}ectrve ot' allowmg for .

~higher subsidies on some food and essential items to cushion the m'tpact of the crisis on the.
- :poor while holdmg to a workable budget that would not create further rnﬂatlonary pressures

o - Instead’ of a prorected budget surplus of 1% of GDP the program allowed for a deﬁert .
. of 3.8% of GDP: . This level of deficit is seen the maximum consistent with Indonesia’ §$
L fmancrng realities. Were lndonesra s deficit to rise much further it is likely the central -

- bank would prmt money, causmg another surge n mflatmn and’ further fupiah collapse
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- (e g through food stamps) all people - nch and poor -- beneﬁt from the subs:dxes

‘ “Government spendxfxg this yézir is p@ebtéd at under 16% of GDP: The cost of | .
. subsidies will be 2.3% of GDP, making subsidies the second fargest spending i item. This
o estlmate assumes a much stronger mpxah than now. exxsts «

* The cost of subsxdxes has been rising sharply due to the collapsc in the ruplah For
example, the rupiah is now R11,000 per dollar. Many subsidized items are imported at
world pnces while consumers are being charged at a cost.of R6,000 per dollar with the

~ budget makmg up.the difference. 'Since Indonesia cannot target subsidies on the poor

!

e To keep the. levei of subsxd:es cons:stent thh Indonesza s ﬁnanclal envelope, Indonesza ‘
*decided to reduce subsxdnes by 1-1/4% of GDP from what they otherwise would have -

~ been. Toward this end, prices of many items needed to be raised, and these were

. stmctured to protect the poor. For example kerosene fuel pnces were raised 25% as
this is heavily consumed by the poor, but gasoline for cars was raxsed T1%. Subsudles
‘for tice, the basic food staple of:' the poor have been protected ' ~
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Indonesia

May 15,1998

" Key points on Price Rises

A variety of concems have been reported in the press as being among those responsible for-
-~ ‘the recent bréakdown of law and order in Jakarta. These include, pre-eminently, questions.of
f rpo[mcal réform and corruption, Certam reports have also referred to the price increases -
* introduced under Indonesia’s program with the IMF. However, as in all such cases, no precise .
" assessment of causes is possrble It should be clarified that, in all cases, the IMZF does not '

“impose’ ‘ubltrary or artificial timetables for price liberalization or subsndy removal measures

o rather they are actions that are part of an agreed package of measures that is supported by -
o 'IMF resources. Thls has been the approach followed in Indones:a, asin other countries.

" InIndonesia, while price increases to help reduce subidies and control the b'Udget' were part of -
" the package, the authorities in fact had wide discretion on the timing and pacing of those -
. -increases. The Indonesran authontles chose to 1mplement the. entlre increase in one shot

¢

Lo «It should also be noted that kerosene and diesel—used by the poorer segments of the
L _populanon ~—had much. smaller pnce rises, by desxgn, than gasohne—used in cars and more
- j‘upsoale pubhe transport : o

o ;Fma!ly, it s?houid be pomted out that the w:de rangmg structura] reforms env:saged in ,v
- Indonesia’s program have'had no sxgmﬁcant criticism from key opposition leaders and strong

s support from the public at large. The recent student demonstrations have had political reform -

_ as their objéctive. A number of permanent opposition leaders (Anuen Rais, for example) have -~
‘fnoted that econormc reforms are essenual for polmcal reform e :

. RADOC\NSIAUNDON2.WED May 18, 1998 Odpam)
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- DEPARTMENT OF THE TREASURY e Ty
- WASHINGTON, D.C. R ™3 ‘—qg

'sseggnaeo:rﬁr:réeesuw;l‘ S | *May 19 1998

MEMORANDUMFORPRESID CLIN'I‘ON s IR
FROM: - o Robert E. Rubin ® <. (L L e 2wed
SUBJEC’! . ‘- Cntrcrsm of IMFPohcxes in IndoneSIa ) . o .ﬁ:’-"@:\

- ,A number of recent press arucles have suggested that the IMF bears respon51b111ty for the
deteriorating economic situation in Indonesxa, as well as the recent surge in violence. Accordmg

B 'V; _to these critiques, the IMF-backed reform program imposed unnecessanly harsh or ill-advised -

‘reform measures on Indonesia, causing a sharp fall in the value of the rupiah, a run on the

L bankmg system, and an unnecessary increase in sensitive prices that helped precipitate the recent

violence. ‘These criticisms confuse the reasons for and the effects of the crisis wrth the

Ll appropnate response.

.;T“he pam Wthh the Indone51an peopIe are currently suffenng is the resuit of the econormc and
- financial crisis; a Series of policy missteps by the Indonesian government, and by a profound Ioss -
_.of confidence in President Suharto. The policy reform measures supported by the IMF and the
financial assistance provided by the international financial institutions were designed carefully to
~ restore stability and growth as quickly as possnble and to cushlon the 1mpact of the cnsrs on: '
g Indonesxa s most vulnerab[e c:trzens o :

‘ fThe IMF program did not mduce the cnsrs or magmﬁy 1ts costs on the Indonesran people The

o :,broader loss of confidence that is the cause of the current pohttcal and economic crisis occurred

 not because of the pohcres backed by the IMF, but as a result of the Indonesran govemment s
fazlure to dec1srvely and fully nnplement its cormmtments under the IMF program -

The Indonesian govemment must therefore bear respon51b111ty for the current polmca! unrest and - -
- violence: The reform program originally agreed to by the IMF and the Indonesian governmentin .. -
November provxded a sound foundation for restoring financial stability and i improving the long« h
run competmveness of the Indonesian economy. Had the Indonesian government enacted
necessary €Conomic reforms four months earlier when first prescnbed by the IMEF, it could have -

f avoxded the masswe hardshrp and pam whlch tmIltons of its cxtlzens must now endure

j- The progress both Korea and Thailand have made in restonng ﬁnancxal stabrhty in recent -
" -months is a testament to the fact that 1mplementatzon of sound policy measures prescrrbed
by the IMF is the surest path to economic and financral recovery :



o ‘Among the most serious mxstakes made by the Government of Indonesxa in its handling of the

economit CASIS was the provision of massive and uncontrolled liquidity support mmg

_system. This is the primary economic ‘ ing the fall in d accelerating -
o s i

inflation, which must ultimately be reflected in fuel and food prices. The government’s failure to

decisively implement structural commitments in its IMF program also contnbuted fo the loss of

conﬁdence in .the_Indonesian govemment leading»toa‘ further fall in the value of the rupiah.

. Thg ndonesian government’s fallure to pr
earlier this year may have also conmbuted to the flight of capital that exacerbated the
1mtxai CtlSlS ‘ Lo T

, The Govcrnment of Indonesra dxd rnake 1mportant progress in 1mplemenung the revrsed IMF
.. reform program during April. “These efforts, ‘however, were quickly overwhelmed by the
' growing public dissatisfaction with the government of Presxdent Suharto and 1ntensxﬁnng student
protests throughout the country IR o :

e thle the energy pnce mcreases armounced on May 4 do appear to have' sparked some’
'\ .rioting and protests in Medan. when they were announced, these increases were part of the
" difficult measures needed to address the crisis, and it is the crisis, not the measures to deal
'wrth it, that is the real cause of political instability. The more recent violence in Jakarta
- appears to have been driven primarily by a strong pubhc desire for pohtzcal reform and
: «'anger over the unprovoked shootmg of umvers:ty students o o

' -f‘ nt shouid be noted that the Indonesxan govemment chose both the tlmmg and

- increases. The IMF pro ‘did not require. rice '

/ increases until June 30 and allowed for more gradual increases in prices, but the
. Government of Indonesna decrded to increase pnces more: quxckly and more . -

Erecrgltou Iy

\

. ‘—-{ , Gwen the’ deprecmtmn of the ruprah fuel pnce increases were unavmdable 1f the

Indonesian gavernment was to bring its budget deficit under control. he budget.
_ deficit will rise to at least 3.8% of GDP this fiscal year and would have been much
higher if the Government of lndonesna had failed to take steps to reduce fuel -
o ;subsuhes : : : o

. The large pro;ected budget deﬁcxt wxli be ﬁnanced primari F and oiher'
: —_Without thxs rntemanonal suppo;,.energy ‘

| prices would have had to rise
" curently have the capacity to finance this deficit domestrcallj The only

- - alternative would have been to finance these subsidies by printing more mpxah
" which in-turn would have resulted ina debllxtatmg hypennﬂanon that stnkes most
deeply at the poor S : : :



' 'Ihe IMF showed consxderable ﬂembzhty in workmg mth the Indonesxan government to ease the
o burden on the poor as much as possxbie : :

. 3 th allgyv_eilndma to run hlgher budget deficzts than ongmaIIy agreed to in order to -
' gwe the govemment greater latitude to provxde subsidies. - A

e The price of kerosenekwhicb is heavily used by the poor, was increased only 25%,

significantly less than the rate of inflation during the first four months of the year. Its real
Jprice has therefore declined. By contrast, the price of premium gasoline, primarily
consumed by middle and upper-class citizens of Indonesia was raised by slightly more

* than 70%. Even with this price change, gasoline prices are est1mated to be only half of
inté rnatlonal prices at current exchange rates. o

We continue to beheve that the prescnpnons advocated by the IMF have represented and

continue to represent, the best possible path for Indonesm to restore financial stability and growth .
Ctoits economy. It has become increasingly clear, however, that these reforms can no longer be '

. v suceessful unless accompanied by significant polmcal reforms. While President Suharto’s -

- announcem ent of his intention to stand aside is.a hopeful sign, it is unclear that this will be

enough to stabilize the situation. We will continue to foilow events in Indonesxa closeiy in’

, conjunctlon with the Department of State
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DEPARTMENT OF THE TREASURY
'WASHINGTON p.c. - :

: VASSI:‘%TANTSECRETARY L B | - ‘;JU\\\ 0" lsga .

MEMORANDUM FOR SECRETARY RUBIN ‘
' DEPUTY SECRETARY SUMMERS
UNDER SECRETARY LIPTON

,v:FROMi - : TlmothyGerthner,{:z,r,,- |

Assistant Secretary (Internatmnal Aﬁ'alrs)

SUBJECT o Indonesra o

- Th1s isan upclate on Indonesm and the chorces we face in the short term

CEconomrc and Fmancxal Assessmcnt Hubert Neiss debnefed the Board on his mission to.
Jakarta yesterday and delivered a bleak assessment of the current economic and financial

conditions. Indone31an economists are now predicting a dechne in GDP of 10-15%, with

" inflation accelerating to as high as 100% (consumer price inflation data for May released
* yesterday already put year-over-year inflation at 52%). Manufacturing capacity utilization has -

‘been slashed and the distribution networks were severely disrupted by riots last month and the -

resultmg flight of many ethnic Chinese traders. The banking system is also teetenng ever closer' - :
to-collapse, as depos1t runs directed at banks assomated with the Suharto regime underscore
contmumg doubts about the credlhxhty of the government s guarantee of bank habllmes

“ " | Exgca! Sm;aggnL 'I‘he contmued weakness of the rup1ah (st1ll stuck bclow 1 1 000) detenoratmg
" banking system and plunging economic activity will put even greater pressure onthe -’ o
©_government’s.budgetary situation. thle the revised IMF program agreed to in April allowed for .

-~ a budget deficit.of 3.8% of GDP, the combmatron of rising subsidy costs for essential imports, ,
- bank recapitalization; and declining tax revenues could lead to a deﬁcu of as much as 6%-7%of .

Y GDP durmg thls fiscal year.

U . | There appears to be relanvely llttle scope to reduce the deﬁc1t given the polmcal and

. social sensitivity to further price increases that would reduce the cost of subsidies.- The
" increased deficit therefore likely will require $3-$4 billion of additional financing, much
. -of which will need to come from external official sources given the dlfﬁculty of tappmg
: : domesmc or mtematronal mvestors for deﬁc:t fi nancmg L

- .- The IMF is hkely to seek addltxonal up-front money in order to close thls ﬁnancmg gap

- There appears to be only limited scope for acceleration of existing. IF] ﬁnancmg plans for -
‘ Indonesra SO 1t is hkely that bﬁateral sources will also be sought o

o nggmje_&gbj_’[alki The IMF reports that substantral progress was made on corporate debt

o restructuring talks with the co-chair banks last week in New York. These talks have reconvened i in

o ‘Frankfurt this week with the full credltor steering committee. The Fund thinks that the co-chairs
* now have a much more realistic view of what is possible from the standpomt of Indonesia’ s ﬁscal

suuanon, although 1t is unclear whether the broader steenng committee is fully on board

1

“\



e There are still some issues to work out on the tentative agreement to roll over interbank lines ~
~ and to maintain trade finance exposures, but these should not prove to be a major stumbling
block to a final agreement. It is nonetheless true that Indonesia’s trade financing problems
now appear to be driven primarily by the unwillingness of Indonesian banks to take on any-
L exposure to Indonesran corporates, not the laek of avarlable ﬁmds to back letters of crecht

- Polmcal Srtuatlon The polmcal s1tuanon is substannally better than we could have hoped for

" three weeks ago, although it remains fluid, with considerable uncertainty about the nature and .
* timetable for the political transition now underway. President Habibie and parliamentary leaders
have reportedly agreed on a two-step process that could take as long as 18 months before a new -
- presidential election.” While some key opposition leaders such as’ Amien Rais appear willing to
give the Habibie govemment a year in which to institute necessary pol:ncal reforms, others

. continue to favor an immediate session of the MPR (parliament) to put in place an interim - .
. administration. The military has remamed notrceably srlent wrth some forrner generals pubhcly )

S » tadvocatmg Habxbte s nnmedtate ouster.

e ,Even 1f the Habibie govemrnent further clanﬁes 1ts trmetable for planned pohtlcal

.- _reforms, it is unlikely that there is a solution that will satisfy all elements of Indonesran
society.” Political Jockeymg has intensified as potential rivals for the presrdency try to
ﬁgure out what type of reform process wrll best suit therr aims. :

IF1 Plans The World Bank Asran Development Bank and IMF are. all makmg preparatlons to

o . restart the substantral amounts of asmstanee now in the ptpelme

e ’ Y'th our encouragement the World Bank boa.rd approved a $225 mrlhon rural
P employment pro;ect loan today

; e ‘The managements of the World Bank and the ADB would also like to schednle board dates |
.+ for consideration of two large loans, a $1 billion WB structural adjustment loan and a $1.5
~ . billion ADB financial sector loan. We have. suggested that both institutions delay setting
_ dates for consideration of these loans until we have the opportunity to assess whetherthe = .~
~ political transition scenario outlined by the new government wrlE generate the restoration of
- 'conﬁdence necessary fora successful program »

. 'The World Bank appears to be ona tra;ectory that would allow the Fund team to
' ‘spend next week in Jakarta working on the macroeconomic framework, with Board
_consideration of the SAL on June 16 or 18. This timing will give us some additional
tlme to assess the poltneal srtuatton wrthout necessanly appeanng to be obstructxve

o A . .*The IMF plans to send a new team to .lakarta late thxs week and expects to spend between two
S (and three weeks revxsmg the program before askmg the Board to consider the next tranche



- ‘Short-Term lPolicy Choices: We faoe the foll’owing policy .choices in the'short-tenh: N

‘ What types of assurance about the poltttcal outlook will be necessary before we sapport a o
res:tmptwn of non-humanitarian IF] assistance?. _

\ We are likely to face increasing pressure from the international community to move ahead, in the -
face of considerable uncertainty and risk about the political outlook. The proponents of early
reengagement can make a credible case that delay now could cause serious further damage to the
people of Indonesia, even though they would acknowledge that ulnmately there w1ll be no -
endurmg recovery w1th conﬁdence in the pohtrcal situation. -

. “In thrs context, we have been encouragmg State to urge Hablbre to lay out a clearer
' shorter tlmetable for a transmon process that wrll enjoy w1despread support

- We must recogmze, however, that the current uncertamty over the polmcal transmon may
not dv,srpate over the next several weeks, even if Hablble follows our adv1ce , :

’ What approaeiz should we talte g“ we fall to see greater clarujy on tfze polmcal out!ook 2

We are hkely to be: 1solated mtematlonally if we attempt to further delay non-humamtarran fundmg h
unless there is a renewed deterioration in the political situation. This also may be accompanied by -
charges that the U S is attemptmg to drctate the course of Indonesra s polmcal transmon '

oo A delay of ADB and WB board eonsrderatxon of non~humamtanan lendmg untrl the thxrd -

" week of June'is justified on both technical and political grounds.. It will take until the end -

* of next week for the Fund mission to get a better handle on the macroeconomic situation. - -
This delay would also allow us some. time to see whether opposition forces in favor of a ,
“much faster transition can muster mgmﬁcant popu}ar and/or mlhtary support The World o
~ Bank now appears to be on this, trajectory :

| ;-l Lo It also wriI be helpful to get Stan Roth’s assessment of the srtuatron m Jaka:rta followmg
' his tnp there this week t c : A

- Skould we be more proactrve in md:catmg our support for relaxatxor: of the F tmd progmm s -
ﬁscal targets' and repkasmg of I przce increases? . . .

‘ The IMF 18 unhkely ) push for the types of strong pohcy measures (mcreasmg controlled pnces ‘ |
_ and cutting expenditures) that would be ‘necessary to close the fiscal deﬁcxt given its '
T understandab}e desue not to be blamed for further notmg or protests ‘

. B F Iexrbxhty on the ﬁscal smlatlon in Indonesm appears to be }usnﬁed grven our concem
. that the mxpact of the cr151s on the Indonesran people be cushroned as much as p0551ble

o "..‘ " We may want to sngnal publlcly our support for IMF ﬁex1b1hty on these issues, whxle also
o stressmg that the IFI’s should play a crmcal role in strengthemng Indone51a s soc1a1 safety’



net. While the IFIé appear to share our views, it may be he!pful in our relations with
some on Cap1tol Hxll and in the reglon to hzghhght our support for this approach

We should also’; recogmze, however, that loosenmg the fiscal targets in the IMF program .
will most likely require the Indonesians to seek increased official financing. This may
well Ie ad toa push for more direct bllateral financial support trom the US.. '

 Should we support more front-loadmg or. acceleratwn of IFI monev, provrded rhe IMF has a
strong case? - : . V

: IFI management may be resistant to accelerated or additional financing from the ADB
~ and World Bank at this juncture given high existing exposures to Indonesia. The existing
- pipeline of loans already figures into the IMF’s financing scenarios from April, so

- acceleration would most hkely reqmre movmg forward with loans currently planned for
‘ 1999 and beyond ' : : ~

“ - TheIMF currently is scheduled to dxsburse approx1mately $2.8 billion in -

“additional funding over the next three months, with additional tranches of S?SO
- ‘million each scheduled for November and February 1999. The remaining $1.6
. billion of the Fund program is spread out wﬁh quarterly d:sbursements from May
- 1999 to October 2000. .

,.- * The World Bank currently has a $400 rmlhon agricultural SAL, $600 million

~ financial sector SAL, and $300 million urban employment project loan in its ,
- pipeline for its next fiscal year (starting July 1) The Bank has no addxuonal plans :
. '._for ad)ustment Iendmg for Indonesra. -

- The ADB commmcd $1 7 bllhon in cns1s-related f inancing for Indonesra in -
- addition to the $1.8 billion that will likely come up for board approval this month o

. The Bank does not currently appear to have done any plannmg regardmg the
" timing or nature of these additional lending operatlons _

/

- Itis hkely that addmonal bllateral support wxll be sought to cover part of the ﬁnancmg

gap. The Japanese, Australians and Malaysians have all offered to disburse portions of .

. their second line of defense funding in one form or another, although most of this
. financing does not appear to be des:gned to provide budgetary support.

' " The only wable domesnc source of ﬁnancmg in the near-term is most hkeiy Bank

Indone&a s foreign currency reserves, which could be run down slightly by allowmg for -
some g'rowth of net dornestrc assets : ~

- } . ‘Accordmg to the most recent public releases by Bank Indonesia, liquid reserves

" totaled $12.5 billion on May 22, which would provnde coverage of nea;rly 5
' 'months of rmports at current levcls : ‘
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1999-SE-012313

‘DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

y o~

UNDER SECRETARY ‘ : November 10, 1999 |

ACTION

MEMORANDUM FOR SECRETARY SUMMERS

FROM: Timothy F. Geithner, Under Secretary
- (International Affairs).
| SUBJECT: ‘POTUS Note on Indonesia for Visit of President Wahid o

Action Forcing Event

President Wahid of Indonesia will be in Washmgton on November 12 and is scheduled to meet -
with POTUS.

' Backgx;ouh_cl
Strong leadership. from President Wahid will be needed on énhcal economic and governance -
issues. A note to POTUS is an effective means of bringing to PO TUS’s attenuon key economic
issues that we believe he should raise with President Wahid.
Recomme:ridation

~ That you sign the attached memo.

Agree Disagree Let’s Discuss

Attachment:

Tab A: Mcm.brandum to the President

ci:: A/S Truman
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