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Discussions for the final review under the extended arrangement were held in Jakarta during
November 3—13. The mission met with Coordinating Minister for Economic Affairs Dorodjatun
Kuntjoro-Jakti, Minister of Finance Boediono, Minister of State-Owned Enterprises Laksamana
Sukardi, Bank Indonesia Governor Burhanuddin Abdullah, other senior officials, parliamentarians,
and representatives of the private sector.

The staff team comprised Messrs. Citrin (head), Schwartz, Bingham, Wolfson, and

Ms. Richter Hume (all APD), Messrs. Baldacci (FAD) and Tadesse (PDR), and Ms. Fisher
(Assistant, APD), and was assisted by Messrs. Nellor, Khatri, and Taylor of the Fund’s Jakarta
Office. The mission worked closely with overlapping FAD, LEG, and MFD technical assistance
teams, and with the World Bank and AsDB.

The Extended Arrangement (SDR 3.6 billion) was approved on February 4, 2000, and was extended
on January 28, 2002 by an additional year, through end-2003. Ten reviews have been completed and
a tolal of SDR 3.3 billion has been purchased, bringing Indonesia’s obligations to the Fund to

SDR 6.7 billion (Annex I and Table 1). A purchase of SDR 344 million will become available on
completion of the review.

In completing the last review (October 8, 2003), Directors welcomed the favorable progress under
the program and were encouraged by the continued improvement in macroeconomic performance.
They emphasized that maintaining sound policy implementation would be essential to preserving
investor confidence after the Fund program concludes at the end of the year. Also, further progress
was needed to strengthen the investment climate, especially in the areas of governance and legal
reform, as economic growth remained below potential. Consistent and timely implementation of the
economic strategy laid out in the government’s “White Paper” would be key in this regard.

All end-September quantitative performance criteria were met, although the indicative target on base
money was exceeded by a small margin (LOI, Table 1). Progress against the September structural
benchmarks was also satisfactory (LOI, Table 2). In view of the continued progress in policy
implementation, the staff supports the authorities’ request for completion of the review,

The attached report is an update of developments for the final program review. A more
comprehensive assessment of economic developments and overall performance under the program
will be provided at the time of the Article IV consultation in early 2004.
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EXECUTIVE SUMMARY

Performance under the program

While macroeconomic developments continue to evolve in line with the program’s
objectives, investment has yet to revive as needed to boost long-term prospects. GDP
growth edged up to 3.9 percent in the third quarter (year-on-year), driven by private
consumption with investment remaining sluggish. Inflation continues to trend down, to
5.3 percent in November, and external reserves have risen further. Although still
generally positive, financial market sentiment has cooled off. The rupiah is stable and the
stock market has remained near a 3’4 year high, but government bond yields have risen

sharply.

Macroeconomic policies are on track, and all end-September quantitative
performance criteria were met with margins. However, the indicative target for base
money was exceeded by a small margin. Key issues included:

» With bond yields rising and base money growth increasing, the mission stressed that
further interest rate cuts at this stage could put the recent gains in exchange rate
stability and inflation at risk. The authorities agreed to maintain policy interest rates
at current levels for the time being.

# Fiscal policy remains on track to achieve the 2003 deficit target (1.9 percent of GDP),
although revenues continue to underperform. The 2004 budget targets a further
decline in the deficit to 1.3 percent of GDP. Nevertheless, the step-up in domestic
financing (in the absence of debt rescheduling) will need to be managed carefully.

Performance against the program’s structural benchmarks through September has
been broadly satisfactory:

» The bank divestment program is proceeding well, boosted by the TPO of state bank
BRI, and IBRA recoveries should exceed the full-year target. Progress has also been
made in strengthening the financial sector safety net and advancing privatization.

» However, a recent scandal at bank BNI and continuing concerns about the state
banks’ growth strategies highlight the need to strengthen their accountability and
governance. Further efforts are also needed on legal and other reforms to improve the
investment climate,

Post-program relations with the Fund

The authorities intend to maintain a close policy dialogue with the Fund in the
context of Post Program Monitoring (PPM). In addition to safeguarding Fund
resources, it is expected that PPM will provide the authorities with a useful external
assessment of economic conditions and policy developments.

Two PPM Board meetings are anticipated in 2004. The first of these will coincide
with the Article IV consultation, which will undertake a retrospective of Indonesia’s
recovery and policy performance. Staff visits will complement the PPM missions.
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I. PERFORMANCE UNDER THE PROGRAM AND ECONOMIC OUTLOOK

As the arrangement draws to a close, policy implementation has continued to be

satisfactory, and the economic recovery is advancing. GDP growth is slowly gaining pace,
inflation continues to decline, and a further increase in external reserves is helping to reduce
the economy’s vulnerability to external shocks. Nevertheless, significant challenges remain
to maintain economic stability and investor confidence as the program ends and next year’s
elections draw near. Efforts to strengthen the investment climate also need to be intensified,
as Indonesia continues to perform below its economic potential.

Performance under the program

2.

Macroeconomic developments have continued to evolve in line with the

objectives under the program (Table 2 and Figure 1):

GDP growth in 2003 is still expected to be in the range of 3; to 4 percent.
Growth in the third quarter rose to 3.9 percent (year-on-year) from 3.8 percent in
the second quarter. With private consumption growth remaining strong, GDP
growth could reach the upper end of the range envisaged under the program.
Investment remains sluggish, however (up less than 3 percent so far this year).

Inflation should end the vear below 6 percent (in line with staff projections at the
tenth review). Headline inflation dropped to 5.3 percent in November (year-on-
year), from about 6 percent the previous two months, reflecting largely a decline in
food price inflation. Core inflation was 7.0 percent, unchanged from October and
down only slightly from 7.3 percent in September.

The external current account surplus is turning out higher than expected, but
this has been offset by lower private capital inflows (Table 3). With gas exports
and worker remittances running above target, the current account surplus has been
revised upward further to $7% billion (3.5 percent of GDP). However, the latest
data suggests that private capital inflows, notably foreign direct investment, have
been weaker than expected. The end-year projection for gross reserves has
consequently been left broadly unchanged at $35 billion.

The real effective exchange rate has
remained broadly stable this year,
and remains around 235 percent
more depreciated than its pre-crisis
level (Text Figure 1). Given the
depreciation of the dollar against other
currencies, Indonesia's NEER has
declined by about 3 percent so far this
year.
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While financial market sentiment remains generally positive, it is somewhat
less bullish than at the time of the last review (Text Figures 2 and 3). Although
the rupiah has remained stable and the stock market remains near a 3% year high,
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bond yields have risen sharply. While the latter partly reflects rising global interest
rates, and a sell-off of bonds by bank-sponsored mutual funds (driven partly by
technical factors), it also reflects some retrenchment in the previously strong
sentiment toward rupiah assets."
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3 All end-September performance criteria were met and satisfactory progress was

made against the structural benchmarks for this review (through September). As
discussed below, progress is also being made toward achieving the quantitative targets and
structural benchmarks set for end-December.

4. Although the end-September NIR and NDA targets were met with margins, the
base money target was missed by a small amount (Table 4). However, with inflation
continuing to decline and the exchange rate remaining stable, Bank Indonesia (BI) continued
to ease interest rates, reducing its key policy rate (the overnight deposit facility rate) by a
further 25 basis points in late October {the one-month SBI rate has eased cortrespondingly, to
just under 8% percent).

5. The budget deficit (Rp 16.2 trillion) was well within the end-September ceiling of
Rp 25.6 trillion, with expenditure running significantly below budget (Table 5).
Revenues, however, have continued to underperform, owing mainly to lower-than-expected
income tax receipts (reflecting lower interest withholding and corporate taxes, as well as
higher refunds). The revenue shortfalls were more than offset by lower recurrent spending
(partly reflecting delays in subsidy payments). Implementation of the development budget
has picked up, following an acceleration of project execution in the third quarter.

6. Performance against the structural reform objectives under the program is
broadly on track (Table 6). The bank divestment program is proceeding (although the sale
of Bank Lippo has been delayed and has had to be relaunched—see 919), and while the third
quarter target for IBRA cash recoveries was not met, the full-year target is expected to be

" There were significant net withdrawals from bank-sponsored mutual funds in October and
November (Rp 12 tritlion or 15 percent), following steps to tighten supervision of these
funds. In addition to clarifying that the funds were not covered by the blanket deposit
guarantee, banks will be required to cease guaranteeing returns to investors in their mutual
funds (prompting some banks to unwind their funds).
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met, if not exceeded (see §25). All the remaining structural benchmarks through September
have been met, with the exception of the sale of BI's overseas subsidiary, which, as noted at
the tenth review, 1s running slightly behind schedule. (The sale was launched later than
expected and will now be completed early next year.)

2004 economic outlook

7. The mission reviewed the macroeconomic outlook for 2004. With GDP growth in
2003 now likely to be in the middle of the 32— percent range, and with the external
environment strengthening, the staff’s projection for 2004 has been raised to 4% percent
(from 4 percent). With lower inflation expectations beginning to take hold, and administered
prices remaining unchanged (see 18), the staff projects inflation to decline to around

5 percent in 2004, assuming that the rupiah stays stable and Bank Indonesia maintains a
cautious monetary stance. (Core inflation is projected to decline to 5% perccnt.)2

8. Indonesia’s external financing needs are still expected to be manageable in 2004
provided that investor confidence is maintained. International reserves are projected to
decline by about $1'% billion without the recourse to exceptional financing of recent years,
but this loss should start to reverse in subsequent years, provided that fiscal consolidation
remains on track and private capital flows start to pick up from their presently depressed
levels. In the meantime, reserves should remain comfortable in relation to imports and short-
term debt. Provided market confidence is maintained, the budget financing outlook should
also remain manageable (Table 7). The staff’s assessment of Indonesia’s debt sustainability
remains unchanged from the last review, with public and external debt ratios projected to
decline steadily over the medium term. A more comprehensive assessment of the medium-
term financing outlook and debt sustainability will be undertaken at the time of the 2004
Article IV consultation.

II. POLICY DISCUSSIONS

9. The main priority of the mission was to seek assurances that policies were on
track to facilitate a smooth transition to the post-program environment. To this end the
mission focused on ensuring the continuation of a sound macroeconomic framework and
adequate progress in the structural reform agenda. The latter discussions focused primarily
on bringing IBRA’s operations to a successful conclusion and ensuring that steps were being
taken to place the state banks on a sounder footing. The mission also continued to emphasize
the importance of pushing ahead with legal and other reforms to strengthen the investment
climate.

? The authorities broadly agree with this outlook, although they have a slightly higher growth
projection {4.8 percent) and wish to retain a more conservative inflation target (6% percent).



A, Macroeconomic Policies
Monetary and exchange rate policy

10.  The mission expressed concern about the recent pace of interest rate reductions
(a cumulative decline of 225 basis points between June and October) (Text Figure 4). While
welcoming that the fall in inflation this year [a s

- . . . i Text Figure 4. Interest Rates and Monetary Condition Index
has facilitated a decline in interest rates, the | (In percent per annurm}

mission noted that base money growth "
remained high and that with indications that |, .
the risk premium for rupiah assets might be
widening, the scope for further interest rate ]
cuts in the period ahead had narrowed
significantly. Also, the latest interest rate
cut in late October (25 basis points) came 10
during the days when the rupiah was under

some pressure and government bond YieldS | jui  awe  swer  ower  dwes  aprss e oo
WEre rising.3 In the event, it was agreed that
absent a significant improvement in inflation, interest rates should be kept unchanged at their
present levels. Bl also noted that it expected base money to come back in line with the
program path, and expressed confidence that the end-year indicative target would be met.
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11.  Since the mission, BI has left policy rates unchanged, despite the decline in
inflation in November (the data was released on December 1). BI has so far kept its
overnight depostt facility rate unchanged at 8% percent and the Governor has stated publicly
that interest rates now have less scope to decline. The one-month SBI rate has remained
broadly stable (at 82 percent) as a result.

12. The mission continued to support a gradual move to an inflation-targeting
framework. Bl is preparing the groundwork for a gradual move to inflation targeting during
2004. However, as technical preparations for such a move are not yet complete, BI agreed
that monetary policy should continue to be guided by a base-money path in 2004 (see 5 of
LOI) to avoid unsetthing markets through an abrupt shift in the monetary regime at the end of
the Fund arrangement.

Fiscal policy

13.  The mission agreed with the authorities that the 2003 budget deficit (1.9 percent
of GDP) remained achievable. While revenues were likely to be lower than projected in the
revised budget (perhaps by as much as Rp 7 trillion or 0.3 percent of GDP), these shortfalls
should be offset by lower expenditure, provided that spending remains relatively restrained in

* The rupiah came under some pressure for a few days in October, in the wake of the sell-off
in mutual funds and the revelation of a major fraud at bank BNI, but soon stabilized at
around Rp 8,500 per dollar.



-8-

the fourth quarter. The authorities noted that, while the revised budget had approved higher
spending on the development budget, this would in practice be difficult to realize, and there
was also further room to contain spending as some contingency funds remain unallocated.
Efforts would also be made to raise revenue collections, so as to avoid an undesirable
compression of expenditure, and budget execution would be monitored closely over the
remainder of the year to ensure that the budget deficit target was achieved (see 4 of LOI).

14, The 2004 budget was approved by Parliament in early November (Box 1). The
budget targets a deficit of 1.3 percent of GDP (slightly lower than the 1.4 percent of GDP
envisaged at the time of the tenth review).! The primary surplus is expected to be broadly
unchanged (at around 2 percent of GDP), with a decline in o1l revenues (due to lower oil
prices®), offset by lower outlays on subsidies and transfers to the regions (the latter primarily
reflects the effect of lower oil prices on subsidies and lower oil revenues on transfers). The
budget also provides for an increase in development spending.

15. The mission discussed the authorities’ plans to contain a number of risks to the
2004 budget outlook. These related primarily to the revenue outlook and the risks associated
with the significant increase in the domestic financing requirement in 2004:

o Revenue risks (Text Table 1). The mission welcomed the development of a detailed
action plan to further strengthen tax administration (yielding 0.2 percent of GDP), but noted
that the increase in non-eil tax revenue assumed in

Text Table 1. Fiscal Operations

the budget (0.8 percent of GDP) appeared (In percent of GDP)
optimistic. The authorities acknowledged that the — —
revenue target is ambitious, but considered this Proj. Budget _ Swff |
appropriate in light of the need to raise the non-oil Revenue w177 112
revenue effort. In their view, there remained o e B2

- significant upside potential on the revenue side, Nontex 1/ L9 16 16
particularly if the recent efforts to increase tax Expenditure 07 1o 19

compliance and reduce tax avoidance were

A ! Deficit 19 13 L3
sustained. They also noted that the budget is based
. . . . Memorandum items:
on a conservative oil price assumption. To the Primary balance 21 20 21
extent that downside risks remained, they believed Non-oil primary balance R
that, as in previous years, there was sufficient room 17 Non ol

for maneuver on the spending side to ensure that the
budget deficit target would be achieved. The budget contains a significant allocation for
contingencies (0.5 percent of GDP).

. Financing risks. The mission noted that the recent increase in bond yields illustrated
that the outlook for domestic financing (in particular the projected step-up in domestic bond
issuance) still contained some downside risks, particularly with respect to the price at which

* The official deficit target is 1.2 percent of GDP, as the budget treats deposit insurance
premia as revenue (rather than financing) and has a higher assumption for nominal GDP.

’ The budget assumes a price for Indonesian oil ($22 per barrel) that is somewhat lower than
implied by the latest WEO projections ($26% per barrel).



Box 1. 2004 BUDGET

The 2004 budget was approved by Parliament on November 10. The main parameters are broadly
unchanged from the government proposal presented in August, with the following key features:

e A budget deficit target of 1.3 percent of GDP (down from 1.9 percent of GDP projected for 2003)." The
primary surplus is cxpected to remain broadly unchanged in 2004 (at around 2 pereent of GDP), with a decline

fn oil revenues off_se_t by an increase in non-oil tax revenues, a decline Budget Macroeconomic Assumptions
in outlays on subsidies and lower transfers to the regions. The under-
lying macroeconomic assumptions are broadly unchanged {see table). 2003 2004
Stalt Budjet Stall
* Total revenue is targeted to decline by 1.0 percent of GDP, Goe
consisting of: (i) a 1.5 percent of GDP decline in oil and gas revenues, | ot e
reflecting lower oil prices; (i1) a projected decline of (.3 percent of (In trillions of mupiah)
GDP in nontax revenue, owing mainly to lower profit transfers from I Mation
state-owned enterprises; and (iii) an increase in tax revenues by Period averuge 66 63 54
0.8 percent of GDP, from continued improvement in tax Exchangs tate
administration {0.2 percent of GDP) and ongoing efforts to increase Period average BATS B4N0 Re600
tax compliance. Inigrest rate
Period average 10.0 #3 8.5

i H i Indonesian oil price (S/bbi) 274 2.0 26.5
¢  Expenditure is budgeted to declllne by 1.6 percent of GDP.l O oo 00 o o e
Interest payments are projected to decline by 0.7 percent of GDP, in

line with the assumed decline in domestic interest rates. Primary spending is projected to fall by 0.9 percent of
GDP due mainly to: (i) lower subsidy outlays (0.6 percent of GDP), arising from lower oil prices (0.4 percent of
GDP)?, and some reduction in non-fuel subsidies (e.g., the subsidized interest credit program); and (ii) lower
transters to regions (0.6 percent of GDP), reflecting the decline in oil and gas revenues, as well as some
streamlining of the special autonomy fund.

» Development spending is projected to rise by 0.2 percent of GDP in 2004. The largest share of the
development budget is allocated to education, transportation, and health and social assistance and programs
targeted at poverty alleviation.

Budget Financing
{In percent of GDF)
e  The budget deficit will be financed primarily from domestic
sources (see table). In the absence of debt rescheduling, net external 2003 B’ﬁ;‘:t
debt repayments are projected to rise to 0.8 percent of GDP (from
0.2 percent in 2003). The budget assumes foreign loans of $3.3 billion  {Pudest deficic 19 13
{of which $1 billion in program loans) against projected amortization  |amortization 28 34
payments of $5.2 billion. With proceeds from privatization and IBRA Domestic 1/ L7 11
. . Externai 2/ .1 2.3
asset sales projected to decline to 0.5 percent of GDP (from
1.9 percent of GDP), net domestic financing from other sources is Gross financing 47 47
Proj ected to rise to 1.6 percent of GDP. This net ﬁnancing requirement f,;'f;;jg WIBRA ?; (1};
is to be covered partly by government bonds (net issues of 0.5 percent Other domestic 4/ V2
of GDP),’ a drawdown of central bank deposits (1.0 percent of GDP) 1 achutes debloboacks and 15RA band redempiors.
L. s / Net of rescheduling.
and deposit insurance premia (0.1 percent of GDP). 3/ Excludes sovereign bond issuance,
4/ Deposit withdrawals and issuance of governmeni bonds,

! The deficit ratios reported in this box are based on staffs estimates of nominal GDP and the program
treatment of deposit insurance prenia (shown below the line).

2 The budget assumes that fuel prices will remain unchanged from current levels in 2004.

* The budget assumes gross bond issuance of 1.7 percent of GDP, partly covered by a sovereign bond issue.
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the government will be able to place its bonds next year.6 In response, the authorities
indicated that they have some flexibility in their funding sources to minimize such risks.
Over and above the levels assumed in the budget, Parliament has authorized a larger
sovereign bond issue’ and there is also scope for increasing the drawdown of government
deposits at the central bank (financing from this source will need to be coordinated carefully
with BI to ensure consistency with the monetary program).

16.  The mission welcomed the good progress that continued to be made on the
reform of tax and customs administration. The program to expand large taxpayer offices is
proceeding, although the increase in the number of taxpayers under such offices may fall
somewhat short of the end-December benchmark (35 percent of tax collections). Satisfactory
progress has also been made on the reform of customs administration (focused on trade
facilitation, improving governance and strengthening the payments system). As noted above,
plans for extending the reforms in 2004 are well advanced. In addition to securing the
revenue goals for next year (through further efforts to enhance taxpayer registration, audit
coverage, and arrears collection), the priority will be to: (i) further the modernization of tax
administration (by reforming audit procedures, expanding the large taxpayer offices and
introducing a pilot office for medium-size taxpayers); (i1) simplify VAT administration;

(iii) strengthen the governance framework; and (iv) modemize tax office information
technology.

17. Satisfactory progress has also been made on the other elements of the fiscal
reform agenda. The decrees implementing the restructuring of the Ministry of Finance are
being finalized and the reorganization is expected to commence in early 2004 (the initial
focus will be on the creation of a new treasury department and the rationalization of the
budget preparation and execution functions). In the area of fiscal decentralization, steady
progress 1$ being macde to improve regional budget reporting. (The annual accounts for 2001
and 2002, covering over 95 percent of the regions, show that the regions have been running a
combined surplus of ¥2—1 percent of GDP in the last two years). The timeliness of budget
reporting needs further improvement, however (only 30 percent of regions have reported
their March 2003 outturns), and the introduction of a new budget classification will need to
be managed carefully to avoid confusion at the regional level.

18. The authorities’® plans to reintroduce an automatic fuel price adjustment
mechanism and eliminate fuel subsidies have been put on hold. The authorities have
concluded that implementing such a sensitive reform in an election year would pose
insurmountable difficulties. As the budgetary impact of delaying this reform is modest

(0.2 percent of GDP) the authorities have decided to keep domestic fuel prices and electricity

8 The budget assumes that bonds issued next year will carry a yield of 13 percent. A
100 basis point increase in yields would raise interest costs by 0.1 percent of GDP.

7 The budget assumed a sovereign bond issue of $500 million. This could be increased to up
to $1 billion.
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tariffs unchanged at their present levels for the time bf:ing.8 Although the impact on the
budget is small, the mission encouraged the authorities to reinstate an automatic fuel price
mechanism as soon as international oil prices return to more normal levels.

B. Structural Reforms
Financial sector

19.  The mission discussed the status of IBRA’s bank divestment program. While the
sale of bank BII was being completed (ahead of schedule), IBRA suspended the sale of bank
Lippo in late October, as the bids received in the sale launched in August were unacceptably
low (less than 65 percent of IBRA’s floor price). The authorities are determined to sell Lippo
and have just relaunched the sale with a view to completing it by February (see 47 of LOI).
The divestment of IBRA’s remaining bank, Permata, is still scheduled for launch in early
2004, once pending legal issues are resolved. (These relate to the financial scandal which
affected Bank Bali, one of Permata’s constituent banks, in 1999.)

20. The divestment of shares in state banks is also proceeding. The initial public
offering for bank BRI has been completed, in which a 40 percent share in the bank was
offered for sale. The offering, which was heavily oversubscribed, raised Rp 4 trillion, of
which Rp 2.7 trillion will accrue to the government (the remainder will be used to strengthen
the bank’s capital base).

21. The mission expressed concern, however, about the continued fragilities in the
state banks. In addition to general concerns about the financial condition of the state banks,
serious questions have been raised about bank BNI (the second largest bank), following the
exposure of a major fraud in one of its branches. The fraud, which involved fictitious letters
of credit, is expected to cost the bank around Rp 1% trillion, almost half the bank’s profits in
2003. (BI had previously formally notified BNI about its weak internal controls and
procedures, but the management had taken no action.)

22 Steps have been taken to address the problems at BNI. The government has called
an extraordinary general meeting for December to change the management of the bank and is
taking measures to ensure that the systemic problems with the bank’s internal controls are
addressed. In this regard, the first task of the new management of the bank will be to submit
to BI an action plan to address the weakness in the bank’s infernal controls and management
systems (see 9 of LOI).

23.  The mission urged the authorities to maintain close oversight of the other state
banks. In late September, three new external commissioners were appointed at Bank
Mandiri, and an action plan to strengthen the bank’s financial condition is in place.”

¥ The budgetary impact is limited to the effect of keeping kerosene prices unchanged, as any
higher subsidies associated with rising oil prices would be more than offset by higher oil
revenue.

? The plan sets specific targets for improving the bank’s liquidity, earnings, and cost of funds,
and reducing its exposure to corporate borrowers.
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Nevertheless, concerns about state banks’ performance remain, particularly with regard to the
pace of corporate lending. In this regard, the authorities agreed with the need to monitor
closely Bank Mandiri’s compliance with its action plan (see 9 of LOI). The mission
welcomed that Mandiri’s 2004 business plan would maintain a tight limit on its corporate
lending. However, it encouraged the authorities to expedite work on the development of a
strategic plan for the future of the Mandiri (and the other state banks) that would provide a
framework for increasing private sector participation.

24, In conjunction with the overlapping MFD team, the mission reviewed progress
in reforming the financial sector safety net. Work in the key areas is well advanced.
Legislation establishing the new deposit insurance agency was submitted to Parliament in
early November, and reforms to BI's lender of last resort facility have been finalized for
inclusion in the amendments to the BI Law.'® The mission welcomed the progress made, but
urged both the government and BI to work cooperatively with Parliament toward a timely
passage of these amendments, as well as to finalize transitional arrangements for managing
bank resolution after IBRA’s mandate expires in early 2004 (the deposit insurance agency
will not be established until early 2005). With regard to the latter, the authorities have
decided that, in the interim, routine cases of bank resolution will be managed by BI; systemic
cases will be resolved by the government in consultation with BI {see {8 of LOI). The
deposit guarantee will be transferred to the Ministry of Finance.

IBRA issues

25.  IBRA’s cash recoveries are expected to exceed the annual target of

Rp 18 trillion. Recoveries through September (Rp 13.8 trillion) fell short of the third-quarter
benchmark (also Rp 18 trillion). However, payments due from recently completed sales,
amounting to around Rp 7 trillion, should be sufficient to ensure that the annual target is met.

26.  Further progress has been made in resolving the bank shareholder settlement
agreements. The transfer to IBRA of the remaining assets pledged under the large
agreements for banks closed in 1998-1999 is nearly complete, and their sale has raised

Rp 3.5 trillion so far in the fourth quarter. To expedite recoveries under the large agreements,
IBRA has decided to offer for sale the promissory notes pledged under the four agreements
(the so-called “MRNIAs”) that were only partially collateralized (rather than continue to
press the shareholders to settle their obligations in full)."' With respect to the remaining
smaller agreements, progress remains slow {only half the agreements are close to being
settled) and the enforcement of agreements of noncooperative shareholders continues to be
disappointing. Nevertheless, the authorities remain committed to bringing the outstanding
cases to closure before IBRA’s mandate expires in early 2004.

10 Parliamentary consideration of amendments to the Bl law are yet to be completed. The aim
1s to have a comprehensive package of reforms, including the lender of last resort facility, the
establishment of a new supervisory agency, and the creation of a supervisory body for BI
enacted in one set of amendments.

' The sales have a floor price to ensure that returns are comparable to those realized from the
other agreements.
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27.  IBRA is making progress in resolving the cases of some of its largest debtors:

. Texmaco. After a setback, IBRA is now making progress resolving its holdings of
convertible bonds ($3.1 billion) in its largest obligor, Texmaco.'” (The bonds had been
offered for sale in September, but no bids were received.) To address the problem that the
financially troubled conglomerate, as a single entity, is not an attractive investment, the
authorities are finalizing a strategy to sell the bonds of the two constituent divisions
separately (see §7 of LOI). (This would require some restructuring of the terms of the bonds
to remove cross-collateral provisions.) The authorities emphasized that they were determined
to avoid any further bail out of the conglomerate and that their aim was to dispose of the
government’s claims on Texmaco to private investors as soon as possible.

. APP, In late October, APP signed a Master Restructuring Agreement with IBRA and
official creditors who together represent about 40 percent of the debt of its Indonesian
subsidiaries. While private creditors have been disappointed by the terms of the agreement, it
may well be approved by sufficient numbers to make the agreement effective (at least three-
quarters of the creditors need to approve}, given the poor prospects of securing a more
favorable settlement through the legal system in Indonesia."* IBRA is proceeding with the
sale of its APP debt positions (with a face value of around $950 millicn).

28.  The government has finalized its strategy for handling the assets that remain
unsold when IBRA’s mandate expires in February 2004. The remaining assets will be
transferred to public holding companies, with the strategic aim of selling the assets as soon as
possible. Given the poor quality of the remaining assets, recoveries in 2004 and beyond are
likely to be low, although sales of bank shares will help achieve next year’s budget target
(Rp 5 trillion).

Legal reform and public sector governance

29. The mission reviewed the preparations for the Anti-Corruption Commission and
the status of other legal reforms. While the process of selecting the ACC’s commissioners
is now in train—the authorities expect the commissioners to be appointed by end-
December—the mission urged the authorities to expedite other necessary steps, such as
appointing the ACC Secretary General, needed to make the ACC operational. (Even if the
Commissioners are appointed in December, as expected, the ACC will not be operational
until early 2004, at the earliest.) Work on the Commercial Court is proceeding satisfactorily.
Parliament has completed a draft bill establishing the Judicial Commission, and has
submitted it to the President for consideration. However, parliamentary discussion of the

'2 Texmaco is a major industrial conglomerate (employing some 20,000 workers), consisting
of two basic units (textiles and engineering). In 2001, IBRA restructured Texmaco’s
nonperforming loans, in an agreement that was widely considered as being excessively
favorable to the conglomerate. Texmaco is in significant financial difficulties, and has
recently defaulted on bonds owed to IBRA.

13 A few creditors, representing a little less than 10 percent of total debt outstanding, have
launched legal action to obtain more favorable terms.
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amendments of the bankruptcy law and the foundations law has continued to be delayed by
the backlog of bills for discussion in Parliament.

30.  Progress has been made on the agenda to strengthen public sector governance.
The third round of special audits of state-owned enterprises has been completed, with the
exception of the cement company Semen Gresik whose audit is still underway. (The
government hopes to complete Semen Gresik’s audit by end-year.) The fourth round of
audits is underway and is expected to be completed in the second half of 2004,

Other reforms

31.  Privatization receipts are performing better than expected. The recent divestment
of Indocement (October) and bank BRI (November) raised Rp 3.8 trillion, bringing total
privatization receipts so far this year to Rp 6.2 trillion. With the recently launched IPO for
PGN, the state-owned natural gas company, expected to raise another Rp 122 trillion, the
original budget target of Rp 8 trillion could be achieved (provided the IPO is completed by
year-end).

32.  The mission reviewed the authorities’ plans to further efforts to strengthen
Indonesia’s anti-money laundering (AML) framework. The Financial Action Task Force
on Money Laundering (FATF) has indicated that *“‘significant progress” will need to be made
in the implementation of Indonesia’s AML framework in 2004, for it to be removed from
FATEF’s list of non-complying countries. In addition to the submission of an implementation
plan to FATF by February 2004, other pending issues, such as the funding of the Financial
Intelligence Unit and the protection of witnesses and informants, will need to be addressed.

Relations with the Fund and other issues

33. The mission discussed the modalities for post-program monitoring (PPM). It was
agreed that, in addition to safeguarding Fund resources, PPM would provide a useful vehicle
for maintaining a close dialogue with the authorities and providing the Fund’s assessment of
economic conditions and policy developments to the donor and international investor
communities. The authorities agreed with the staff’s proposal to have two formal PPM
discussions in 2004, complemented by staff visits. The first PPM discussion would coincide
with the 2004 Article IV consultation (scheduled for April). The latter would also provide an
opportunity to undertake an in-depth retrospective of Indonesia’s performance under the
series of Fund-supported programs of recent years.

34, The mission reviewed progress in strengthening BI’s external audit mechanism
in line with the Fund’s safeguards policy. The mission welcomed the progress BI had
made in implementing staff recommendations to strengthen audit and accounting procedures
(all of the main recommendations have now been implemented), but indicated that staff
continue to believe that the involvement of an independent accounting firm in BI’s external
audit mechanism, along the lines of the mid-2003 review of foreign exchange reserves,
would provide the necessary assurances of the quality of BI’s financial statements. The
Supreme Audit Agency, BI’s constitutionally appointed auditor, while acknowledging the
need to continue efforts to strengthen BI’s external audit, is still not convinced of the merits
of recruiting an independent accounting firm to undertake this work. It continues to prefer to
work with its peers in other countries as a way of building up capacity in the agency. The
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State Audit Agency also reaffirmed its interest in obtaining technical assistance from the
Fund.

TII. STAFF APPRAISAL

35. As the current arrangement draws to a close, Indonesia’s economic performance
has continued to improve. The economic recovery is slowly gaining pace, inflation has
continued to ease, and a further increase in external reserves is helping to reduce the
economy’s vulnerability to external shocks. Sound macroeconomic management combined
with steady progress in key structural reforms has helped restore confidence and lay the
foundations of a durable recovery.

36.  Nevertheless, significant challenges remain. Chief among these is the need to
maintain investor confidence and macroeconomic stability after the program expires. Skillful
economic management will be required and remaining fragilities will need to be addressed,
notably with respect to governance in the state banks. Further efforts are also needed to
strengthen the investment climate, as business fixed investment remains weak and Indonesia
continues to perform below its long-term economic potential.

37. Maintaining recent progress in fiscal consolidation remains a key priority. The
budget deficit was well within the end-September ceiling, and while revenues have continued
to underperform, the annual deficit target of 1.9 percent of GDP remains achievable. The
2004 budget, which targets a deficit of 1.3 percent of GDP, is a welcome further step toward
fiscal consolidation. The government’s plans to extend the reform of tax and customs
administration in 2004 and to push ahead with the restructuring of the Ministry of Finance to
strengthen expenditure management are also welcome, but staff encourages the authorities to
reintroduce an automatic fuel price mechanism as soon as practicable. Achievement of the
budget deficit target will require careful management as the revenue targets set by Parliament
are ambitious. The large step-up in reliance on domestic debt financing in the 2004 budget,
while manageable, highlights the importance of maintaining market confidence next year.

38.  The staff urges the authorities to maintain a cautious monetary stance, The
steady decline in inflation and the stability of the rupiah this year have facilitated a welcome
reduction in interest rates. However, with inflation risks becoming more balanced, an over-
aggressive easing of interest rates at this stage could jeopardize recent gains in inflation and
exchange rate stability. The staff supports the authorities’ intention to move gradually to
inflation targeting, and to continue to use base-money targets as a guide for monetary policy
in the meantime,

39, IBRA is continuing to make good progress toward completing its asset sales
program. While cash recoveries fell short of the September benchmark, IBRA is expected to
meet its full year target. The bank divestment program is proceeding, despite a temporary
setback in the sale of bank Lippo, further progress has been made in resolving the bank
shareholder settlement agreements, and the authorities are taking steps toward resolving the
case of IBRA’s largest debtor, Texmaco. The strategy for handling IBRA’s unsold assets
after its mandate expires in February 2004 has also been finalized, as have the plans for
managing bank resolution responsibilities until the new deposit insurance agency is
established.
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49. The exposure of irregularities at bank BNI has underlined the need to
strengthen the oversight and accountability of the state banks. The authorities” actions to
strengthen the management of the bank, as well as the steps planned to overhaul the bank’s
internal controls, are welcome. Efforts to strengthen oversight of Bank Mandiri, through the
appointment of additional external commissioners, are also commendable. However, close
oversight of the bank in the pericd ahead remains important to ensure that the bank continues
to comply with the action plan to strengthen its financial condition. It will be critical that the
government, as majority shareholder, continues to support etforts in this area.

41.  Other areas of the structural reform agenda are, for the most part, proceeding
on schedule. The privatization program is performing better than expected, and with the
successful completion of the IPO of state bank BRI, the original Rp 8 trillion target for
receipts may now be achieved. Further progress has been made toward the establishment of a
strengthened financial safety net, but timely passage of amendments to the BI Law are
needed to take this process forward.

42. Further efforts are needed to accelerate legal reforms and strengthen public
sector governance, The staff welcomes the progress being made to develop the Commercial
Court and the Judicial Commission as well as to strengthen governance of state-owned
enterprises. However, although the process of selecting the commissioners for the Anti-
Corruption Commission is now in train, the objective of making the ACC operational by end
year is running behind schedule. The staff urges the authorities to ensure that this is achieved
as early as possible in 2004. Staff also urges the authorities to work with Parliament to secure
the long-delayed passage of the amendments to the bankruptcy law and the foundations law.

43, In view of the continued progress in policy implementation, the staff supports
the completion of the eleventh and final review under the extended arrangement. Much
has been achieved under the program and the economy has been placed on a sounder footing.
The authorities recognize that the immediate chalienge in the period ahead will be to
maintain investor confidence after the program draws to a close, and that this will require the
maintenance of sound macroeconomic management as well as consistent and timely
implementation of the economic strategy laid out in the government’s White Paper. The staff
looks forward to continuing to support the authorities in the implementation of their
economic program and welcomes their intention to maintain a close policy dialogue with the
Fund in the context of post-program monitoring.
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Figure 1. Recent Macroeconomic Developments
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Sources: Data provided by the Indonesian authorities; CEIC; Danareksa Research Institute; and Fund staff estimates.

1/ Nonfood, excluding administered prices.
2/ June 1997=100.
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Table 1. Indonesia: Schedule of Reviews and Purchases

Purchases
Date In Millions In Percent Conditions
of SDR of Quota

Completed purchases
February 4, 2000 260.00 12.5 Approval of extended arrangement
June 2, 2000 281.50 13.5 First review completed by the Board
September 10, 2000 309.65 14.9 Second review completed by the Board
September 10, 2001 309.65 4.9 Third review completed by the Board
January 28, 2002 275.24 132 Fourth review completed by the Board
April 26, 2002 27524 13.2 Fifth review completed by the Board
June 21, 2002 275.24 13.2 Sixth review completed by the Board
December 5, 2002 27524 13.2 Seventh review completed by the Board
March 28, 2003 344.06 16.5 Eighth review completed by the Board
June 25, 2003 344.06 l6.5 Ninth review completed by the Board
Oclober 8, 2003 344.06 16.5 Tenth review completed by the Board
Total 3,293.94 158.4
Remaining purchases
December 19, 2003 344.06 16.5 Eleventh review and end-September 2003 performance criteria
Total 344.06 16.5

Total 3,638.00 175.0
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Table 2. Indonesia: Selected Economic Indicators, 1998/99-2004 1/

1998/99 1999 2000 2001 2002 2003 2004
Est. Proj. Proj.
Real GDP (perceni change) -13.6 0.8 4.9 3.4 37 38 4.5
Domestic demand -17.2 21 4.0 51 1.9 4.5 4.7
Of which:
Private consumption -5.5 4.6 1.6 4.4 4.7 4.5 30
Gross fixed investment -37.9 -18.2 16.7 7.7 -0.2 25 35
Net cxports 2/ 44 29 1.0 -1.5 1.3 (.5 0.0
Errors and omissions 2/ -1.3 -0.9 -1l 0.5 -2.4 0.0 0o
Savings and investment {in percent of GDI*)
Gross fixed capital investment 2.7 20.1 21.8 21.8 20.2 21.0 20.7
Gross national savings 26.5 237 27.2 26.7 24.7 24.5 234
Forcign savings -39 -3.6 =53 -4.9 -4.5 -3.5 26
Prices {12-month percent chanpe)
Consumer prices {end period) 46.5 2.0 9.3 12.5 10,0 3.5 5.0
Consumer prices (period average) 64.8 20.7 3.8 115 119 6.6 54
Public finances (in percent of GDP)
Central government revenue 3/ 149 16.8 20.0 20,8 13.6 18.7 17.7
Central government cxpenditure 17.2 18.3 21.1 24.5 0.4 20.7 19.1
Central government balance 23 -1.5 -1.1 -3.7 -1.8 -1.9 -1.3
Central government debt 66.6 88.6 100.3 50.9 80.2 60.% 61.9
Money and credit {percent change, end of period)
Rupiah M2 109 17.0 13.8 13.6 7.9 9.3 1.0
Basc money 325 355 28 2.1 8.3 9.9 11.6
Privatc sector credit (at current cxchange ratc) -26.3 -54.3 16.8 1.6 18.3 18.2 12.2
One-month SBI rale (period average) 43.2 22.7 12.4 16.5 14.9 10.0 3.5
Balancc of payments (in billions of U.S. dollars)
Qil and gas {net) 42 5.9 86 6.4 5.6 5.9 6.0
Non-oil ¢xports (f.o.b) 41.1 41.0 50.3 44.8 46.3 48.9 517
Non-oil impurts (¢.0.0) -30.7 -28.0 -37.1 -31.3 2311 -34.3 -38.2
Current account balance 4.6 5.8 3.0 6.9 7.8 7.3 6.0
Overall balance 0.9 0.0 1.2 2.9 0.9 0.3 -0.6
Gross reserves
In billions of U.8. dollars (end period) 4/ 20.3 243 29.4 28.0 32.0 351 33.6
In months of imports 33 53 7.1 6.6 7.0 72 6.4
As a percent of short-term debt 5/ 60.3 78.1 97.1 84.6 130.6 196.4 208.5
External debt {imedivm- and long-term}
In billions of U.S. dollars 149.9 148.7 141.7 131.2 123.8 127.6 122.4
(1n percent of GDP) 144.9 94.9 943 92.7 74.9 61.6 537
Exchange rate
Rupiah per U.S. dollar (period average) 9,849 7,855 8422 10,246 9,295 8,575
Nominal effective exchange rate 6/ 28.0 33.7 323 28.0 37 307 302
Real cffective exchange rate 6/ 49.5 63.9 62.6 59.6 72.5 766 78.0
Memorandum items:
Indoncsia ofl production {'000 bepd) 1,476 1,471 1,388 1,320 1,260 1,200 1,150
Indonesian oil price (US$/bbl) 1.9 17.4 281 236 235 27.4 6.5
MNominal GDP (in trillicns of rupiah) Lo19 1,100 1,265 1,449 1,610 1,780 1,962
Nominal GDP (in billions of U.S. dollars) 104 140 150 141 173 200 229

Sources: Data provided by the Indonesiun authorities; and Fund staff cstimates,

1/ Fiscal ycar 1998/99 (starting April 1), Calendar ycars from 1999 onward, with the exception of public finances

for 1999 and 2000 which are based on fiscal year 1999/00 and the ninc-month fiscal ycar from April to December, respectively.
2/ Contribution to GDP growth. Errors and omissiens includes stockbuilding.

3/ Includes grants.

4/ From 2002 onward reflects higher reserves reported in general ledger.

5/ Short-term debt is on a remaining maturity basis before rescheduling and including IMF repurchases. Series updated

to reflect revised data on corporate seotor amortizations,

6/ Period average (June 1997=100).
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Table 3. Indonesia: Balance of Payments, 2000—04
(In billions of U.S. dollars)

2000 2001 2002 2003 2004
Actual Actual Estimate Projection Projection

Current account 8.0 6.9 7.8 7.3 6.0

Trade balance 21.8 19.8 20.9 204 195

Exports (fob) 65.4 574 592 63.3 66.4
Qil and gas 15.1 12.6 12.9 14.4 4.7
Non-oil and gas 50.3 44.8 463 48.9 51.7
Imports {cif) -43.6 -37.3 -383 -42.8 -46.9
Oil and gas -6.5 -6.2 -1.2 8.6 -8.7
Non-¢il and gas =371 -31.3 <31.1 -34.3 -38.2
Services (net) -13.8 -12.9 -13.0 -13.1 -13.5
Nonfactor services (net) 6.6 -7.0 -74 -7.5 =16
Factor services -7.2 -5.9 -5.6 -5.6 -5.9

Capital account -6.8 9.8 -7.0 -7.8 -6.4

Nenfinancial public scctor -N8 =26 -3.6 -4.3 -2.6
isbursements 4.1 2.9 2.3 2.0 35
Amortization -4.9 -5.5 -6.0 -6.3 -6.0

Banking sector (net) -0.6 0.5 0.9 L9 1.3
Disbursements L3 22 2.5 3.6 10
Amortization -1.8 -1.7 -1.6 -1.7 -1.7

Private sector (net) -5.4 77 -4.3 -5.4 -3.3
FDI, gross inflows LR 2.3 2.3 1.6 1.8
Other -8.4 -10.0 -6.6 -7.0 -7.1

Partfolio investment -1.9 -0.2 1.2 14 1.4
Other private sector (ref) -6.4 9.8 -7.8 -B.4 -8.4

Overall balance 1.2 -.9 0.9 -0.5 -0.6

Financing -1.2 19 -0.9 0.5 0.6
NIEK -3.5 0.0 -4.3 2.6 0.6

Gross reserves -3.0 1.4 -36 -3.1 1.5
Reserve liabilities 1.5 -l.4 0.9 0.5 -0.8

Public sector rescheduling 1/ 2.4 2.9 6 EW 0.0

Memorandum items:

Gross reserves (e.0.p.) 2/ 294 280 320 35.1 33.6
In months of imports of goods and nonfactor services 7.1 6.6 7.0 7.2 6.4
As a ratio to short-term debt 0.97 0.85 131 1.96 2.08

Non-oil and gas exports, volume growth (percent) 176 -7.9 -1.2 1.0 4.0

Non-oil and gas imports, volume growth (percent) 289 ~13.1 -6.5 4.2 8.0

Terms of trade, percent change 100 -1.4 0.2 -0.9 -1.4

Current account (in percent of GDP) 53 49 4.5 35 26

Stock of public sector external debt (excluding state-owned banks) 80.0 75.8 78.4 77.3 73.8
(In percent of GDP) 533 336 4353 371 324

Nonfinancial public sector debt service/XGNES 3/ 12.4 17.4 18.0 15.9 14.3

Indonesian cil price 274 233 24.2 274 26.5

GDP {in billions of 17.S, dollars) 150 141 173 209 229

Sources: Data are provided by the Indonesian authorities, and Fund staff estimates.

1/ For 2003, consists of debt relief amounting to $3.0 billion from Paris Club creditors and $0.1 billion from other ereditors.
2/ From 2002 onward reflect higher reserves reported in BI's general ledger.
3/ Before rescheduling and including IMF repurchases,
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Table 4. Indonesia: Monetary Survey, December 2002-December 2003

(In trillions of rupiah, unless otherwise indicated) 1/

2002 2003
Dec, Mar., Jun. Sep. Dec
Actual Actual Program Actual Program
{End-of-period)
Monetary Survey
Net foreign assets 178.8 181.1 186.9 184.8 193.4 1869
{In billions of U.S. dollars) 253 259 26.7 264 27.6 26.7
Net domestic assets 674.6 667.3 687.0 7151 655.0 748.1
Net claims on government 515.2 51R.6 507.0 496.0 484.2 507.4
Claims on private sector 369.0 380.0 404.0 423.0 4258 443.7
Rupiah claims 295.7 305.0 3270 345.9 3483 366.6
Foreign exchange claims 733 75.0 77.0 77.1 773 71.1
Other items (net) -209.6 -231.3 -224.0 -203.% -215.0 -203.0
Broad money (M2} 8534 848.4 8739 £99.9 B8R .4 935.0
Rupiah broad moncy 743.4 7402 759.5 782.2 773.7 813.9
Currency 80.7 723 77.1 79.9 81.1 91.0
Depasits 2/ 662.8 667.9 6824 702.3 692.6 7228
Forcign cxchange deposits 110.0 108.2 114.4 117.7 1147 121.1
Bank of Indonesia
Net international reserves 155.1 162.1 165.3 161.0 165.4 161.0
Net domestic asscis -16.8 -36.9 -333 -25.4 -29.4 9.0
Net claims on government 3/ 172.0 1759 188.1 175.1 182.6 184.2
Claims on private scctor 83 84 8.6 8.4 92 8.6
Claims on DMBs -80.9 -96.2 -110.5 -104.8 -122.6 -102.6
Open market operations -113.3 -127.9 -142.6 -141.9 -154.3 -134.7
Other items (net) -116.3 -125.1 -119.5 -59.3 -98.7 993
Basc moncy 4/ 1383 125.2 132,0 1356 135.9 152.0
Currency oulside banks 80.7 723 771 799 8l.1 91.0
DMBs 56.0 51.0 531 54.0 531 592
Nonbank deposits 1.6 1.9 1.8 18 1.7 1.8
Memorandum itcms:
Base money test date 5/ 1322 123.0 1287 134.1 1350 146.6
NIR of BI (in billions of U.S, dollars) 222 23.2 23.4 23.0 236 23.0
Money multiplier (rupiah broad money) 5.4 5.9 58 5.7 57 5.4
Basc money velocity 6/ 1.7 14.2 13.6 13.5 13.5 12.0
Rupiah broad money velecity 6/ 22 24 24 23 24 2.2
Annual percentage change;
Broad moncy (constant cxchange rate) 7.6 74 7.7 87 7.3 9.6
Rupiah broad money 7.9 B.6 8.5 g2 8.0 9.5
Base money 83 7.1 10.0 9.5 9.7 9.9
Private sector claims 7/ 219 24.9 250 228 236 20.1

Sources: Data provided by Indonesian authorities; and Fund stafT estimates,

1/ All foreign currency denominated compoenents arc valued at the program exchange rate.
2/ Ingludes nonbank private scetor deposits held at BI (Rp 1.6 trillion at December 2002).

3/ As part of the BLBI resolution, BI's net claims on government were reduced by Rp 20.2 trillion (reflected in the figures from

September 2003). Bl's capital reserves (under other items, net) have been reduced by a corresponding amount.

4/ Data on base moncy differ from those presented in Table 2 of the MEFP, which arc based on period averages rather than end-point values.

5/ Test date outcome based on 30-day average centered at end-month,
6/ Caleulated using end-period quarterly GDP, annualized.

7/ Adjusted for transfers to and from IBRA, Projections make allowance for credit growth associated with IBRA bond-for-loan swaps, IBRA

loan and asset sales, and privatization.
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Table 5. Indonesia: Summary of Central Government Qperations, 2001-04

2001 2002 2003 2004
Revised Budget Proj. Budget [/

{In trillions of rupiah}

Revenues and grants 301.1 300.1 340.3 3333 348.1
Oil and gas revenues 104.1 72 78.6 78.6 57.1
Non-oil and gas revenues 196.5 2229 261.7 254.4 250.5

Tax revenues 162.4 193.7 230.4 221.4 2592
Nontax revenues 2/ 34.5 221 Y EEX:2 ilLe

Expenditure and net lending 354.4 328.4 3773 367.8 3743

Central government expenditure 2733 2208 2584 249.6 2553
Current expenditure 226.1 1928 199.0 195.0 191.5

Personnel LN 398 50.4 497 56,7
Subsidies 714 A0 34.7 342 263
Tnteresi 94.9 E9.9 Tz T 657
External 289 254 21.3 23.3 244
Domestic 66,0 64.5 48.9 48.9 41.3
Other 15.0 234 41.7 I8 42.8
Development expenditure 3/ 41.6 35.4 59.0 4.4 63.8
Statistical discrepancy 5.6 Lo 0.0 0.0 Q.0

Transfers to regions Rl.1 9%.5 118.3 118.2 119.0

Overall balance -53.3 -2R.3 -36.9 -34.4 -26.2

Financing 533 283 389 344 26.2

Domestic 46.5 24.0 34.0 37.7 42.4
Bank fisancing 4/ 72 218 -2.5 1.2 0.7
Cash recovery of bank assets 5/ 28.0 43.3 27.6 26.0 5.0
Privafization of nonfinancial assets 35 7.6 6.4 8.0 5.0
Other 7.8 -5.1 2.5 2.5 Lg

External 6.8 4.3 2.9 3.2 -16.2

(In percent af GDF)

Revenues and grants 20.8 I8.G 19.0 18.7 17.7
Qil and gas revenues 72 4.3 4.4 4.4 29
Non-il and gas revenues (3.6 13.8 14.6 14.3 14.8

Tax revenues 11.2 12.0 12.9 124 15.2
Nontax revennes 2/ 23 1.8 1.8 1.9 L&

Expenditure and net lending 24.5 20.4 21.1 20,7 141

Central government expenditure 18.9 i4.3 14.4 14.0 13.0
Current expenditure 15.6 2.0 11.1 11.0 9.8

Personnel 2.7 25 25 2.8 2.9
Subsidies 53 2.5 1.9 18 1.3
Interasi 6.6 5.8 4.0 4.1 33
Cxternal 2.0 1.6 1.3 1.3 1.2
Domastic 4.6 4.0 2.7 2.7 2.1
Othey 1.0 1.4 2.3 2.2 22
Development expenditure 3/ 2.6 2.2 33 kN 32
Statistical discrepancy 0.4 0.1 0.0 0.0 0.0

Transfers to tegions 5.6 6.1 6.7 6.6 6.1

Overall balance -3.7 -1.8 <21 -1.9 -1.3

Financing 3.7 1.8 2.1 1.9 13

Domestic W 1.5 19 1.9 2.2
Bank financing 4/ 0.5 -1.4 -1 0.1 14
Cash recovery of bank agsels 5/ L9 2.7 1.5 1.5 03
Privatization of nonfinancial assets 0.2 0.5 0.4 0.3 0.3
Other &/ 0.5 -0.3 0.1 0.1 0.1

Fxternal 0.5 @3 0.2 0.2 -0.8

Memorandum items:

Primary balance 2.9 3.8 2.0 2.1 2.0

Non-oil primary balance -4.3 -1.0 -2.4 -2.3 -0.9

Non-oil overall balance -10.9 -6.4 -6.4 -6.4 -4.2

GDP {in trillions of rupiah) 1,449 1,610 1,791 1,780 1,962

Sources: Data provided by the Indanesian authorities; and Fund staff estimates.

1/ In the authorities' presentation (i.e., treating deposit insurance premia as nontax revenues) and using their estimate
of nominal GDP (Rp. 2,000 trillion}, the deficit would be 1.3 percent of GDP.

2/ Includes grants (Rp 0.5 trillion in 2001, Rp 0.3 trillion in 2002 and 2003, and Rp 0.6 trillion in 2004).

3/ Excludes military expenditures, which are included in other current expenditure.

4/ Tix 2003, includes net Issuance of domestic debt,

5/ For 2002 and 2003, includes total IBRA receipts (rather than only the amount needed to finance the deficit).

4/ Deposit insurance premia in 2003 and 2004.
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Table 6. Indonesia: Structural Benchmarks

Measures

Status’

September 2003

Collect at least Rp 18 trillion in cash by IBRA (net of
expenses).

Launch IPO for BRI,

Finalize strategy for the resolution of assets that may
remain unsold at the end of IBRA’s mandate.

Expected by year end (cash
collection of Rp 13.8 trillion
through September)

IPO concluded in November

Completed in December

December 2003

Launch majority divestment of remaining two IBRA
banks.

Announce strategic plan for future of Bank Mandiri.
Complete the expansion of large taxpayers’ offices to
increase coverage to 35 percent of the tax collections

of the Directorate General of Taxation.

Ensure that the Anti-Corruption Commission is fully
operational.

Achieve budget privatization target of Rp 8 trillion.

BII sale being finalized; launch of new
Permata expected earty 2004

In process

In process

In proccss

Receipts projected at Rp 7-8 trillion

' All structural benchmarks through June 2003 have been completed, with the exception of the sale of BI's
overseas subsidiary (now expected in early 2004).
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Table 7. Indonesia: Medium-Term Fiscal Projections, 2001-03

2001 2002 2003 2004 2005
(In percent of GDP)
Fiscal accounts
Primary balance 29 3.8 2.1 2.1 25
Interest 1/ 6.5 5.6 4.1 35 3.4
Overall balance -3.7 -1.8 -1.9 -1.3 -0.9
Financing
Gross requirements 8.3 5.5 6.2 4.8 4.5
Deficit 37 1.8 1.9 1.3 0.9
Amortization 4.6 3.8 42 3.3 3.6
External 33 3.1 2.5 23 2.1
Domestic 2/ 1.2 0.7 1.7 1.2 L3
Sources 83 5.5 6.2 4.8 4.5
External disbursements (including rescheduling) 3.8 33 24 1.4 1.4
Privatization and asset recoveries 2.1 32 1.9 0.6 0.5
Other domestic financing 3/ 24 -1.0 1.9 29 2.7
Public debt
Total 90.9 80.3 66.8 61.1 57.1
External 4/ 41.8 354 299 27.0 24.8
Domestic 5/ 49.1 44.9 369 341 324
Memorandum items:
Other domestic financing (in trillions of rupiah) 34.0 -15.5 337 56.3 57.6
Deficit financing 3.7 1.8 1.9 1.3 0.9
Net domestic financing 32 1.5 2.1 2.2 1.6
Net external financing 0.5 0.3 -0.2 -0.8 -0.8
Key assumptions
Real GDP growth {annual ratc) 34 3.7 3.8 4.5 5.0
Domestic interest rate (short-tcrm real) 4.5 2.9 3.0 3.5 4.0

Sources: Data are provided by the Indonesian authorities; and Fund staff estimates.

1/ Includes interest assumed on a new BLBI-related note, estimated at Rp 1 trillion (0.05 percent of GDP)
in 2004, and Rp 5.2 trillion (0.2 percent of GDP) in 2005,

2/ Excludes amortization on the stock of hedge bonds and BI indexed bonds, which are to be rolled over.
In 2003, includes IBRA debt redemption of Rp 8 trillion, and debt buybacks of Rp 8.5 trillion.

3/ Includes domestic debt issuance.

4/ Includes short-term debt.

5/In 2003 includes Rp 51.5 trillion for debt write-off related to BLBI resolution.
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Table 8. Indonesia: Indicators of External Vulnerability, 1996/97-2003

19%6/97  1997/98  1998/99 1999 2000 2001 2002 2003
Key economic and market indicators
Real GTIP growth (in percent) 82 1.7 -13.6 0.8 49 34 3.7 38
CPI inflation (period average, in percent) 5.7 1LY 64.8 20.7 38 11.5 11.9 6.6
Shoet-term {ST) interest rate (in percent) 12.1 15 48.2 227 12.4 16.5 14.9 10,0
Sovereign bond secondary market spread (bps, end of period) 114 508 839 458 677 479 347
Exchange rate NC/US$ (end of period) 2,419 8325 8,685 7,085 9,595 16,400 8,950
External sector
Current account balance (in percent of GDP) 34 -1.1 4.5 4.1 53 4.9 4.5 33
Wet FDI inflows (in percent of GDP) 3.7 6.3 3.5 24 1.8 1.8 1.3 0.8
Expart growth {U.S. dollar value, GNFS) 9.7 6.8 -154 1.8 26.5 -10.9 2.9 5.1
Real effective exchange rale (1995 = 100) 106.6 81.3 53.9 69.7 68.3 65.1 79.1 830
Gross international reserves (GIR) (in billions of U.S. dollars) 25.8 10.7 203 243 29.4 28.0 32.0 351
GIR in percend of shori-ierm debt at remaining maturity 84.1 303 60.3 78.1 97.1 84.6 130.6 196.4
Net internaticnal reserves (NIR) (in killions of U.S. dollars) 26.7 13.3 15.9 16.0 17.8 18.3 222 242
Total gross external debi (in percent of GDP) 60.3 994 156.9 102.7 99.6 975 75.8 623
Of which: Short-term debt {original maturity in percent of GDP) 6.1 6.5 12.1 6.9 5.3 4.7 0.9 0.7
Private sectot debl (in percent of GDP) 229 46.1 66.7 43.0 43.5 423 28.2 225
Total gross external debt in percent of exports of GNFS 2432 237.1 308.0 285.0 2127 2202 203.8 190.7
Public sector 1/
Qverall balance (in percent of GDP) 0.8 -1.6 -2.2 -1.5 -1.1 -3.7 -1.8 -1.9
Primary balance (in percent of GDP} 2.0 0.0 0.8 24 4.0 29 g 2.1
Debt-stabilizing primary balance (in percent of GDP) 2/ 2.3 2.3 2.3 2.1
Public sector gross debt (in percent of GDP} 3/ 245 66.1 70.1 92.1 104.1 94.2 82.3 68.2
External debt from official creditors (in percent of total) 635.3 63.4 49.3 340 444 438 42.5 4316
External debt from private creditors {in percent of tetal) 282 296 22.6 133 0.6 0.5 0.4 0.3
Daomestic debt linked to foreign currency (in percent of total) 0.0 0.0 0.0 28 26 29 1.9 1.0
Domestic debl linked to ST interest rate or inflation (in percent of total) 0.0 0.0 0.0 19.8 16.7 16.1 17.8 18.7
Public sector net debt (in percent of GDP)
Financial sector
Capital adequacy ratio (in percent} 4/ 5/ 6/ 11.8 8.2 -52.2 -8.1 21.6 18.2 201 214
NPLs in percent of total loans 4/ 6/ 113 50.9 325 14.2 11.0 6.2 5.6
Provisions in pereent of NPLs 4/ 6/ o4 344 34.5 §7.0 88.8 94.0 130.0 152.5
Return on average assets (o percent) 4/ 6/ -8.7 03 0.6 1.4 23
FX deposits (in percent of total deposits}) 222 L5 259 19.2 208 20.2 18.2 16.6
FX deposits (in percent of gross intemational reserves) 320 123.7 72.9 65.6 308 52.5 49.0 46.7
FX loans (in percent of total loans) 200 39.8 369 37.6 39.8 328 28.9 226
Financing requirements
Gross external financing requirement (GEFR) (in billions of U.S. dollars) 25.3 404 29.7 227 14.8 18.9 10.1 10.5
Of vhich : Amortization of MLT debt, public (in percent of total GEFR) 7/ 40.8 20.1 42.4 43.8 533 49.6 97.5 89.3
Amortization of MLT debt, private (in percent ol tola]l GEFR) 8/ -29.4 51.7 312 387 47.5 51.5 65.0 66.0
Maturing ST debt (in percent of total GEFR) 36.8 24.0 42.0 429 533 355 14.8 14.3
Current account balance (in percent of totul GEFR) 31.8 42 -15.5 <254 -54.4 -36.6 -77.3 -69.7
Gross public scetor financing requirements (GFSFR) (in billions of U.S. dollars) 9/ 43 6.3 53 4.9 5.2 11.8 9.8 12.5
Of which: Amortization of MLT debt (in parcent of total GPSFR) 10/ 143.9 624 56.6 55.2 17.3 30.1 46.9 42.1
Maturing short-term debt (in percent of total GPSFR) 3.2 1.4 0.0 0.0
Overall public sector deficit (in percent of total GPSFR} -439 37.6 434 44 8 4.7 43.9 31.2 322

1/ Nonfinancial public sector {including state~-owned enterprises). For 1999 and 2000, data are for FY 1999/00 and FY 2000, respectively.

2/ Based on GDP growth of 2.4 percent (annual average for 1995/96—2002) and a real interest rate of 5 percent.

3/ Medium- and long-term debt. Excludes outstanding IMF purchases.

4/ From 1999 onward, top [5 banks only (which account for over 80 percent of total deposits).

5/ Data for 1996/97 and 1997/98 are for December 1996 and December 1997, respectively.

6/ End-June data for 2003.

7/ Includes banking seclor amortizations and IMF repurchases.

8/ Due to data deficiencies, this item represenis net MLT capital flows to the corporate sector {(which were positive prior to 1997/98) and net portfolio investment flows.
9/ Includcs short-term debt (all external).

10/ Based on fiscal data for external MLT amortization {net of rescheduling), domestic debt amortization, and IMF repurchases.



Table 9. Indonesia: Indicators of Debt Service to the Fund, 200110

(In billions of U.S. dollars)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Debt scrvice to the Fund
Charges 0.48 0.28 0.27 0.26 0.22 0.19 16 0.12 0.08 0.06
Repurchases 1.75 2.37 1.35 0.93 1.01 132 1.77 2.21 1.22 0.57
In percent of cxporis of goods and nonfactor services 26 4.1 24 1.7 1.7 20 24 2.7 1.5 0.7
In percent of lotal nonfinancial public sector debt service 203 22.8 153 12.1 11.8 14.1 19.3 222 13.5 7.2
In percent of reserves of Bank Indonesia 1/ 8.0 83 4.6 3.6 3.9 4.8 6.0 7 36 1.6
Outstanding Fund credit 9.21 3.83 9.53 8.59 7.10 5.78 4.01 1.80 0.57 0.00
In percent of GDP 6.3 5.1 4.6 3.8 29 22 1.5 0.6 0.2 0.0
In percent of nonfinancial public debt 12.4 11.3 12.3 11.6 10.2 8.8 6.4 3.0 1.0 0.0
In percent of reserves of Bank Indonesia 1/ 329 27.6 27.1 25.8 223 18.4 12.6 54 1.6 0.0
In percent of quota 348.8 3135 3326 300.0 262.7 2138 148.5 66.5 21.2 0.0
Total nonfinancial public sector debt service
In percent of exports of goods and nonfactor services 17.6 13.0 15.6 14.1 14.3 14.1 12.3 12.3 10.8 93
In percent of GDP 78 6.7 5.1 4.3 43 4.2 3.6 3.6 3.1 2.6

1/ End of period reserves.

-9Z-
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INDONESIA: FUND RELATIONS
(As of October 31, 2003)

L Membership Status: Joined February 21, 1967; Article VIII

IL. General Resources Account SDR Millions Percent of Quota
Quota 2,079.30 100.00
Fund holdings of currency 8,646.96 415.86
Reserve position in Fund 145.50 7.00
.  SDR Department SDR Millions Percent of
Allocation
Net cumulative allocation 238.96 100.00
Holdings 38.36 16.05
IV.  Outstanding Purchases and Loans SDR Millions Percent of Quota
Extended arrangements 6,713.16 322.86
V. Financial Arrangements
Type Approval Date  Expiration Date Amount Amount Drawn
Approved (SDR Milliong)
(SDR Millions)
EFF Feb. 04, 2000 Dec. 31, 2003 3,638.00 3,293.94
EFF Aug. 25, 1998 Feb. 04, 2000 5,383.10 3,797.70
Stand-by Nov. 05, 1997 Aug. 25, 1998 8,338.24 3,669.12

VI.  Projected Obligations to Fund (SDR Millions; based on existing use of resources
and present holdings of SDRs):

Forthcoming

2003 2004 2005 2006 2007

Principal 142,13 678.07 774.81 1,015.64 1,359.70
Charges/Interest 3521 142.10 12592 _ 108.02 84.02
Total 177.35 820.18 900.73 1,123.67 1,443.72

VII. Exchange Arrangements

The rupiah has floated since August 14, 1997. The market exchange rate was Rp 8,495 per
U.S. dollar on October 31, 2003. Indonesia has accepted the obligations of Article VIII,
Sections 2, 3, and 4, and maintains an exchange system free of restrictions on payments and
transfers for current international transactions. A multiple currency practice arising from the
foreign exchange subsidy for food imports was abolished on December 31, 1998.
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VIII. Article IV Consultation

While the extended arrangement is effective, Indonesia is on a 24-month consultation cycle,
subject to the terms of Decision 12794-(02/79), adopted July 15, 2002, as amended. The last
Article IV consultation report (EBS/02/65) was discussed by the Executive Board on

April 26, 2002.

IX. Safeguards Assessments

Under the Fund’s safeguards assessment policy, Bank Indonesia (BI) is subject to the
transitional procedures with respect to the EFF arrangement, approved on February 4, 2000 and
scheduled to expire on December 31, 2003. The transitional procedures require a review of only
BI’s external audit mechanism. This assessment determines whether BI publishes annual
financial statements that are independently audited in accordance with internationally accepted
standards. The assessment of BI’s external audit mechanism completed on March 15, 2002,
revealed significant weaknesses and recommended remedial actions to address identified
vulnerabilities. The recommendations concerning the establishment of an independent audit
committee at BI and the publication of BI’s audited financial statements have been
implemented. A mid-year audit of BI's foreign exchange reserves (conducted by the
independent accounting firm of PricewaterhouseCoopers) was completed in October 2002. The
report indicated that international reserves data reported to the Fund had been underestimated at
June 30, 2002, due to timing issues and other compilation discrepancies. The audit also found
control weaknesses in BI’s foreign reserves operations, which have since been mostly
addressed. The staff has recommended the continued involvement of an independent firm in
BI’s external andit mechanism and is following this up with the authorities.
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COORDINATING MINISTER OF ECONOMIC AFFAIRS

REPUBLIC OF INDONLESIA

Jakarta, Indonesia
December 10, 2003

Mr. Horst Kéhler

Managing Director

International Monetary Fund

Washington, DC 20431

Dear Mr. Kohler:

L. This letter marks the final review under Indonesia’s Extended Arrangement with the

Fund, which concludes at end-2003. Over the four-year period of the arrangement,
macroeconomic stability has been restored, the banking system has been recapitalized, and
most banks taken over during the crisis have been divested. In addition, balance of payments
vulnerability has been reduced sharply with a fall in external debt and a rebuilding of foreign
reserves, While important challenges rémain, the key objectives under the program have
largely been met, and we believe the external financing situation next year can be managed
without further exceptional balance of payments support from the international community.
Our Economic Policy Package announced in September reaffirms our efforts to foster
economic growth by maintaining macroeconomic stability and further advancing structural
reforms.

2. Turning to progress under our economtc program for 2003, a good record of policy
tmplementation has been achieved, and we are on track to meet our broad macroeconomic
objectives. In particular, GDP growth of 4 percent in 2003 is expected, and inflation should
finish the year at around 6 percent. With the global recovery gaining strength, GDP growth
should pick up next year to close to 5 percent, and we expect inflation to remain moderate at
6 to 7 percent.

3. All end-September quantitative performance criteria were met; the indicative target
on base money was exceeded by a small margin, but the target for end-December is expected
to be achieved (Table 1). With regard to the September structural benchmarks set for this
review {Table 2): (i) the IPO for BRI has been successfully completed; (ii) we have decided
on the resolution strategy for assets that may remain unsold at the end of IBRA’s mandate
(see below); and (iii) while IBRA cash collections through September were somewhat lower
than expected owing to a slight delay in certain sales programs, our cash collections are on
track to meet the full-year target.

4, Achieving a sustainable fiscal position remains a key priority. The deficit outturn for
the first three-quarters of the year was well within programmed levels. To achieve the 2003
program budget deficit ceiling of 1.9 percent of GDP, we are monitoring revenue
developments closely and are exercising restraint over non-priority spending. Parliament has
approved the 2004 budget, targeting a deficit of 1.2 percent of GDP. The budget strives to
increase non-oil revenues through continued efforts to strengthen tax and customs
administration, while preserving priority development and other social spending. With no
further external debt rescheduling from Paris Club creditors, the financing of the budget will
shift toward domestic sources.
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5. The stability of the rupiah and decline in inflation over the past year have enabled
Bank Indonesia (BI) to achieve a significant reduction in interest rates. The scope for further
reductions in interest rates in the period ahead is now limited. Looking ahead, BT will
continue to implement a cautious monetary policy stance. In this context, while we are
preparing the groundwork for a gradual shift to a formal inflation targeting framework,
monetary policy in 2004 will continue to be guided by a base money path consistent with our
inflation objective.

6. Discussions with Parliament on amendments to the BI Law continue. We are working
to reach agreement with Parliament on amendments to establish a lender of last resort facility
administered by BI, a new financial supervisory agency in due course, and a supervisory
body aimed at enhancing institutional credibility while preserving policy independence.

7. With regard to IBRA, as noted above we continue to make good progress toward
asset sales. We are finalizing, ahead of schedule, the sale of a 51 percent stake in bank BII,
and plan to sell another 20 percent to retail investors by the end of the year. The majority
divestment of bank Lippo was recently postponed, due to unacceptably low bids, but was
relaunched in December, with completion expected by February. The divestment of a
majority stake in Permata, the remaining IBRA bank, will be launched in early 2004, subject
to resolving outstanding legal issues. We are working on a plan to resolve outstanding
obligations of IBRA’s largest debtor, the Texmaco group. The plan would ensure that there
will be no further public financial assistance to the conglomerate. It is based on the existing
Master Restructuring Agreement signed between IBRA and the group in 2001, and aims to
dispose of the group’s exchangeable bonds held by IBRA in two bundles, with the textiles
and engineering divisions offered separately so as to maximize investor interest,

8. IBRA’s existing mandate expires in February 2004. We have decided to transfer the
remaining assets to several self-liquidating holding companies for future disposal. These
holding companies will be managed by the Ministry of State-Owned Enterprises. Until such
time as the new deposit insurance agency is established, IBRA’s deposit guarantee
responsibilities will be transferred to the Ministry of Finance. Its bank resolution functions
related to individual banks will be managed by Bank Indonesia and in systemic cases by the
government in coordination with Bank Indonesia according to the prevailing banking and
central bank laws.

9. As part of our efforts to restore the soundness of the banking sector, we are
strengthening the oversight and accountability of the state banks. At bank Mandiri’s
shareholders meeting last September, we appointed additional independent commissioners,
and we are also monitoring closely the bank’s performance under its business plan. Also, a
business plan for the bank is being drawn up for 2004, which we will review shortly. As has
been well publicized, recent irregularities at BNI have surfaced, revealing serious control
weaknesses in the bank’s operations. We are taking prompt steps to address these weaknesses
through changes in the bank’s management, and the adoption of a time-bound action plan to
strengthen the bank’s internal controls.

10. We are also making progress to improve public sector governance, an important
element of our structural reform agenda. The selection of commissioners of the Anti-
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Corruption Commission {ACC) is underway, and resources have been allocated in the budget
for its operations. The appointment of the commissioners 1s expected to be completed by the
end of December. These steps will enable the ACC to commence operations in early 2004.
We remain committed to working with Parliament to ensure the expedited passage of
amendments to the Bankruptcy and Foundations Laws, and the Judicial Commission Bill.

11.  Inview of the progress in policy implementation, we request completion of the
eleventh review under the Extended Arrangement. The challenge in the period ahead will be
to maintain investor confidence through the maintenance of sound policies. For this purpose,
we are committed to the timely implementation of our Economic Policy Package, which aims
to maintain macroeconomic stability, strengthen the financial sector, and generate higher
investment, exports, and employment. As we implement our economic policies, we intend to
maintain a close policy dialogue with the Fund and the international community.

Sincerely yours,

/s /s/ /s/
Dorodjatun Kuntjoro-Jakti Boediono Burhanuddin Abdullah
Coordinating Minister for Minister of Finance Governor

Economic Affairs Bank Indonesia



Table 1. Indonesia: Quantitative Performance Criteria (PC) and Indicative Targets (IT)
Under the Extended Arrangement, 2003 1/

Mar. Jun. Sep. Dec.
Irc Actual pC 2/ Actual pPC 2/ Actual [T
Monetary and fiscal targets
Net domestic assets (NDA) of Bank Indonesia -24.5 -36.9 -18.0 -329 =219 -289 -0.0
Base money (indicative target) 3/ 129.3 123.0 1345 128.7 134.1 135.0 146.6
Overall central government balance 4/ -1.6 10.1 -15.6 -22 -25.6 -16.2 -34.4
External targets (in billions of U.S. dollars)
Net international reserves (NIR) of Bank Indonesia 5/ 222 232 22.0 236 22.5 236 23.0
Contracting or guaranteeing of new noncessional external debt 6/ 0.3 02 0.6 0.2 1.0 0.6 1.5
Of which : Government debt to commercial ereditors 0.2 0.0 0.2 0.0 0.2 0.0 0.2
Stock of short-term cxternal debt ourstanding 2.5 03 25 0.1 2.5 0.1 25

..zg...

1/ Definitions are contained in the Technical Memorandum of Understanding (EBS/03/33, Supplement 1). Continuous performance criteria are: the nonaccumulation of
public external arrears and no securitization or forward sale of receipts from natural resources.

2/ Adjusted targets for NIR and NDA.

3/ Base money targets are one-month averages centered on end-month.

4/ Cumulative balances from beginning of fiscal year (floor). Central government bonds issued to district and provincial government are included as financing of the central
government deficit.

5/ Quistanding stocks (floor).

6/ Cumulative amounts from beginning of fiscal year (ceilings).
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Table 2. Indonesia: Structural Benchmarks

March 2003

L]

*

Finalize comprehensive plan for financial sector safety net.
Formulate plans and targets for audits, tax arrears collection, and
registration of taxpayers.

Collect at least Rp 3 trillion in cash by IBRA (net of expenses).
Adopt implementation schedule for the restructuring of BTN.

April 2003

Conclude majority divestment of Bank Danamon.

Launch majority divestment of Bank Lippo.

Finalize blueprint for strengthening the treasury and budget functions of
the Ministry of Finance.

Issue ministerial decree liberalizing conditions under which VAT refund
claims may be approved.

June 2003

Collect at least Rp 7 trillion in cash by IBRA (net of expenses).

List TPO for Bank Mandiri on the stock exchange.

Appoint additional commissioners to ensure each state bank has four to
five commissioners in place.

Launch a fourth round of performance audits of state enterprises.
Produce report on 2002 local government finances, with coverage of at
least 85 percent of jurisdictions.

Complete sale of BI’s overseas subsidiary.

September 2003

Collect at least Rp 18 trillion in cash by IBRA (net of expenses).
Launch IPO for BRL

Finalize strategy for the resolution of assets that may remain unsold at the

end of IBRA’s mandate.

December 2003

Launch majority divestment of remaining two IBRA banks.

Announce strategic plan for future of Bank Mandiri.

Complete the expansion of large taxpayer offices to increase coverage to
35 percent of the tax collections of the Directorate General of Taxation.
Ensure that the Anti-Corruption Commission is fully operational.
Achieve budget privatization target of Rp 8 trillion.

Rpl.2tn
4

RN

v
In process

Rp 13.8 tn
v

v
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Press Release No. 03/225 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA
December 19, 2003

IMF Completes Eleventh and Final Review of Indonesia’s EFF Program, Approves
US$505 Million Disbursement

The Executive Board of the International Monetary Fund (IMF) completed today its 11th and
final review of Indonesia's performance under an SDR 3.6 billion (about US$5.3 billion)
Extended Fund Facility arrangement (see Press Release No. 00/4). The completion of the review
enables the release of SDR 344 million (about US$505 million), which would bring total
disbursements under the program to SDR 3.6 billion (about US$5.3 billion).

At the conclusion of the Executive Board's discussion on Indonesia's economic and structural
reform program, Shigemitsu Sugisaki, Deputy Managing Director and Acting Chairman, stated:

“The Indonesian authorities are to be commended for bringing their Extended Arrangement with
the Fund to a successful conclusion. An impressive fiscal consolidation and disinflation effort,
together with reduced external vulnerability, have laid the basis for a sustained improvement in
growth and employment prospects in the period ahead. The Fund is encouraged by the
government’s determination to build on these achievements by further strengthening the
institutional and governance underpinnings for a durable recovery of investment and business

activity.

“Policy performance since the last review has continued to evolve favorably. Fiscal
consolidation continues to advance. Budget execution is on track to achieve the 2003 deficit
target. The 2004 budget, underpinned by ongoing reforms to tax and customs administration,
represents a further step towards a sustainable fiscal position. Maintenance of market confidence
will help ease the transition to the increased reliance by the authorities on domestic financing

sources expected in 2004,

“A stable exchange rate and continued declines in inflation have allowed reductions in interest
rates in support of the economic recovery. With inflation risks now more balanced, Bank
Indonesia’s commitment to maintain a cautious monetary stance will help safeguard the hard-
won gains in inflation and exchange rate stability.

“Satisfactory progress continues to be made with key structural reforms. The divestment of
government ownership in banks is proceeding well; the Indonesia Bank Restructuring Agency is
making good progress in bringing its asset sales programs to a successful conclusion; and
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preparations toward the establishment of a strengthened financial safety net are at an advanced
stage. It will be important to sustain these reform efforts and, in particular, to follow up
decisively on the recent steps to address the financial irregularities at a major state bank by
strengthening the governance and monitoring of state banks.

“In the period ahead the challenge before the Indonesian authorities will be to maintain investor
confidence through the continuation of sound policies, while acting vigorously to strengthen the
investment climate to enable Indonesia to realize its economic potential. The government’s
economic package for 2004, as set out in its “White Paper”, provides a sound framework for
meeting this challenge. The Fund will continue to work closely with the authorities to assist with
the implementation of these reforms, and looks forward to maintaining a close policy dialogue in
the context of post-program monitoring,” Mr. Sugisaki stated.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



