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DEFINITION OF EVATWUN TERMS

Definition of Evaluam Terms

Investment operations:

Company: The entity i mplementing the pr-oject an
party

Investment: | FCb6s financing instrument(s) in the e
underwriting commitment, etc.

Operation: | FCds objectives, activities, and resu
investment

Project: The company objectives, capital investments, funding program, and related
business activities being partially fi
evalation

Example: 0OThrough this operation I FC provided $

million cement manufacturing expansion project in the form of a $20 million A
loan, a $30 million-Ban from commercial banksd a $5 million equity
i nvest menté

Financial markets

projects: All projects where the company is a financial intermediary or financial services
company, including agency lines and private equity investment funds

Non-financial

marketsprojects: All other projects o met i mes redectredotpr ajseotr £ al

Non-investment

operations: Advisory Servicgseviously callechnical assistarmed advisory services

Outcomes of non

investment

operations: Outcomes refer to implementation of recommendations or advice

Impacts of

non-investment

operations: Impacts refer to the changes that occur following the implementation of
recommendations

Example: 0 An advi soparajion seeommeandea that the country amend the

leasing law to incorporate best practice in similar markets in the region.
Outcome: the country amended the leasing law in accordance with the
recommendation. Impact: the leasing industry
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FOREWORD

Foreword

The Asian Crisis of the late 1990s affected Indonesia more severely than any other country in that
regi on. The ensuing political and economic cha
economic recovery. This Country | mpact Review
approach and operations in Indonesia before, duringtemthefcrisis and covers operations

undertaken by IFC over the period of fiscal years (FY92@38 For most of this period,

Il ndonesi a r anteklargbst eommtrynegposuresC 6 s

The evaluation concludes that before the crisis IFC had bro#slsopdart to the Indonesian

private sector to include more local sponsors and gegrocwimpanies. During the crisis, IFC
successfully restructured most of its client companies in financial distressisPHsC began to

develop new clients anldaincreased its support to financial intermediaries focused on SMEs.
However, IFC has made little progress in supporting a larger private sector role in infrastructure and
in helping deepen the financial markets.

IFC investment projects evaluated tvemwhole period show a development outcome success rate

of 47 perceiiit well below IFGnide average of 59 percent, but on par with the average of 45

percent achieved in the rest of East Asia (excluding China). In terms of environmental, health, and
socialEHS) outcomes, Indonesian projects have demonstrated far less satisfactory pgBormanc
percent) thathelFC average (67 percerfarting in 200aFC Advisory Services in Indonesia
expanded substantially, with the establishment of the ProgEastéon Indonesia Small and

Medium Enterprise Assistance (PENSA). However, there have been limited linkages bétween IFC
advisoryservices and investment operations, and most advisory operations were established too
recently to be evaluated.

This evalu#on calls for a stronger IFC role in infrastructure development going forward, including

by strategically and operationally partnering with the World Bank and other multilateral development
banks (MDBSs) to help dovetail sector reforms and investmen®RTalso recommends that IFC

focus on helping Indonesia develop a-teng, local currency debt market while scaling up its

sypport to small and medium enterprises (SMESs) in underserved regions of the country through
regional SM#eriented commercial bankl he evaluation also recommends better I[FC

environmental, health, and social supervision to improve compliance and foster development
effectiveness.

The lessons and recommendations in this CIR are consistent with and complement those in the

Indonesia Guntry Assistance Evaluation (CAE) prepared by the Independent Evaluation Group of
the World Bankcirculated on June 28, 2007.

Vinod Thomas
DirectorGeneral, Evaluation

Vil






EXECUTIVE SUMMARY

Executive Summary

Context

1. The Asian Crisis of the late 1990s affected Indonesalgeply than any other country in
that region. Ensuing political and economic changes have been difficult, thus slowing economic
recovery.

2. Investments by both the public and private sectors in 2005 and 2006 weiicsitithi
bel ow | n daisisdeselsald partiqulargethe share of infrastructure investment in GDP has
declined since 1998. Capacity constraints in infrastructure services have emesiged as ar

3. Al t hough the countryds banki ngzedsinet2@®2) has
banks are unprepared to scale up theiténglending from a base that is preidamtly funded

from shortterm deposits. Moreover, nonbank financial institutions (e.g., fdaéespension, and

mutual funds) do not function adeglyates intermediaries between the-teng savers and the

longterm, private sector borrowers because of incomplete reforms in the th@td ma

4, Although poverty is back down togresis levels, the rate of poverty reduction has slowed

in the first halbf this decade. Gains in poverty reduction depend to a large extent on the

performance of the agriculture sector, which employs 45 percent of Indonesians. However,
agricltural growth has been stagnating. Revitalizing the rural economy will requirasis emph
valueadded processing, stronger linkages between SMEs and farming communities, and sustainable
natural esources management.

5. This Country I mpact Review (CIl R)ppreacal uat es

and operations in Indonesia befaturing, and after the crisis. It covers operationdaketeby
IFC over the period FY198#006 and is concurrent with the /@0 Sountry Assistance
Evaluation CAE) covering operations undertaken by the World Bank in Indonesia during the period

k

FY1P®2 006. The report addresses four key eval ua:

goproaches or strategies for its operations in Indonesia before the crisis? (ii) How did the crisis affect
| F C 8 dopmket anel investment outcomes? (iii) How effect  wa s -terid @§pensestdh o r t
the crisis? and (iv) How did IFC adjust its strategy after the crisis?

How effective were | FC6s approaches or st
crisis?

6. Prior to FY1997, Istippbdt of privatersectoredgvelapmentrini or i t i es

Indonesia were not articulated in any single document. Instead, inference from various project
doauments indicates that IFC gave priorityi)esupporting tradable goods sectors such as textiles,
agibusiness, @micals, and general manufacturinipdigasing and diversifyifr@d dient base;

(iif) supporting privatization, particularly in infrastrucnce(ivhelping deepen financial markets.

In FY196, the World Bank Group (WBG) introduced, on alpdisis, joint World Bank, IFC, and

MIGA Country Assistance Strategies (CASs). The first such joint CAS for Indonesia was submitted
totheWBGS s B oExecudive ®@ifector@he Boardin June 199V just before the Indasian

country crisis emergednd wasmplemented only partially as a result.

7. Before the crisis, | FCO0s invest ment commi tn

In addition, IFC was able to play a strong catalytic role by mobilizing about USkhAsdbB
every dollar it committeld=C was successful in supporting tradable goods sector projects and in

iX
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diversifying and increasing its client base in Indonesia. However, despite giving high strategic priority

to supporting a larger private sector role in infrastructure and deepemiogifimal mar ket s, | FCO s
investment in infrastructure was quite limited, and its financial market operations supported only

small and medium enterprises (SMESs) through financial intermediaries. IFC was selective in choosing

its partners in Indonesia, as evigdrny the smallergportion of projects with higtisk intensity

at approval (48 percent), as compared witwiB€ sample evaluated by IEG (58 percent).

Importantly, IFC avoided doing business with groups closely associated with President Suharto. Its

lower risk intensity would prove to be a ketof in the performance IBTC6 gortfolio during and

after the crisis. These factors all contributed to the overall results described further below.

How did the crisis aff ecoutcomds€Cds devel opment a

8. During the crisis years (182800), IFC focused on restructuring its problemtineass

and protecting them from contentious sponsors or
operations averaged only one project per year with an fimaregjieg commitment of US$16.9

million. These investments were mainly in the expented agribusiness and textile sectors. No

B-loans were mobilized during the crisis years.

9. The development outcome of the Indonesia portfolio was adversely bff¢ioted

prolonged recovery of the country from the crisis. In particular, projects with weak sponsors
(generally the smaller projects) and those that had minimal or no export revenue, suffered most
among IFC projects. Projects in financial distregodtkad long time to restructure (i.e., more than

two years) also had low development outcomes. Severgpadimg IFC projects with foreign

currency loans were nonetheless successfully restructured and achieved satisfactory development
outcomes becaustlow debt leverage at the onset of the crisis.

10. IFCG imvestment outcome success rate in Indonesia was depressed by the crisis, with the
impactonn FC6s | oan portfolio being particularly sever
proportion of hign-qualty sponsors, howevérFC6s equi ty portfolio was | ess

Compared with the projects evaluated in Eastern Europe and Central Asia, which were affected by

the Russian Crisis of 1898, the Indonesian projects underperformed in terms of both

develpment and IFC investment outcomes. The most likely explanation for this difference is the

quicker recovery of the Russian economy and its impact on the neighboring countries, in addition to

thefat or s di scussed bel owrCdd adwmgr dsopdrhsee.countryads

How ef fect i vtermwapsnsd te-tie@mssis>s hor t

11. As local businesses began to experience the full effects of the crisis, IFC focused its activities

on addressing the need to restructure the liabilities of existing clierdsidadiEm with working

capital, rather than on developing new clients or financing capacity expansions. The restructuring

strategy categorized clients according to the likelihood of a need for restructuring, the size of their

IFC exposure, and the coenty of the case. The objective was to resolve the easiest cases first,

and within this groygive priority to clients with large IFC exposures. An important element of the

restructuring strategy was cooperation with the World Bank to focus the @avernins att enti on o
systemic restructuring issues faced by private sector companies that required government

intervention.

12. IFC had 41 client companies at the onset of the country crisis and undertook rescheduling

and restructuring operations involvinglight companies, of which 11 are considered successful,

with a total original IFC net commitment of about US$900 million. In the remaining five cases, IFC,

the company sponsors, and other creditors did not reach an agreement for a financially viable

recovery plan. The five failed restructurings led to bankruptcy or liquidation of the companies, with

some | imited recoveatyotoafl I|IFoCoss osfe nliFoQd sl oeagnusi,t yb uitn v
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for the failed restructuring attempts includeeljioaliyy or fraudulent sponsorship in an
environment of a weak judiciary, crop disease, and natural disasters. IFC ultimatelydwrote off 5
percent of the total net commitment to these five companies.

How did IFC adjust its strategy and operations after tis& crisi

13. During the postrisis years (20836), IFC continued to focus on supporting existing clients

still in the recovery or initial expansion stage, but also began to develop new clidatdy partic

more recent years. IFC has also increased itstgogpmncial intermediaries focused on SMEs.

This support has so far been focused on the more developed island of Java, and significant potential
exists to expand activities to less developed parts of the country through regiorieh&dE
commerciabanks. Exporbriented agribusiness and textile industry clients continued to receive
support, but IFC still has no investment operations in the infrastructure and extragtiye indu

sectors. This is largely because the Indonesian Government Basdhatdar regulations for

awarding infrastructure and mining projects to private sector companies and has not bid out many
such contracts to date. Likewise, IFC has not increased its involvement in the area of capital market
development, including thergorate bond market, because of incomplete reforms.

14. | FC8s invest ment ecpsisyears Hawe mveragedifour pnogectstahde p o st
US$103.3 million in commitments, including US$7.7 million of equity per year. An average of

US$4.7 million of Bans has been mobilized per fyesill low compared to the peesis lgel and

IFC-wide average. IFC has recently increased its investment staff in Indonesia in anticipation of
increased investment operations, particularly in the infrastructure arachthed fnarket sectors.

15. IFC Advisory Services in Indonesia increased substantially in FY2002 witkufhefstart

the multidonorfunded Program for Eastern Indonesia Small and Medium Enterprise Assistance
(PENSA) facility to assist SMEs. During thewep@riod, IFC has implemented 80 advisory

savices projects aggregating to about US$26 million of funding commitments. Most advisory
services operations are too recent to evaluate; however, there have been limited linkages between
IFC Advisory Services diinvestment operations. A consulting firm undertook-gemidreview

of PENSA in 2006 and recommended changes in organization, pracessbssory services

product lines. As a result, IFC consolidated regional offices and product lines teyinergase

and reduce overhead costs. At the same time, IFC opened PENSA offices in Aceh and Nias to help
with the postsunami economic recovery.

Overall results and implications for IFC going forward

16. | FC8s mature | ndonesi aplopmanvoatsomarsacaess rggerob j e ct s
46 percent (by number of projeGtsjell belowFC-wide average of 60 percent but comparable to

the East Asia (excluding China and Indonesia) average of 45 percent. The lower rate is largely
explained by the crisisasvwed t he nature of the countryods and

17. In terms of EHS outcomes, Indonesian projects have demonstrated far less satisfactory
pefformance (55 percent) thdaC average (68 percent). There is no valid reason for thesiadon
por tf olEH®dmplignae mate to continue six years after the crisis. Better IFC EHS
supervision of the Indonesian portfolio is crucial to improving EHS compliance and fostering
development effectiveness.

18. | FC8s investment outcomef thelodbsiesi al FED S
has had a 58 percent ssxcrate comparedItC-wide average of 74 percent in terms of the

proportion of loan investments being paid with interest according tmiha or rescheduled

termsIFCO equity portfolian Indonesia has had an investment success ratecot&dip

comparable td-C-wide average of 31 percent, but significantly worse than the East Asia success

Xi
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rate (excluding China and Indonesia) of &&pe The similarity witkC-wide average can be
attributed to the relatively high proportion of-t@k (or higkquality) project sponsors, some of

whom honored | FC6s equity put options despite the
Asia is partly due to the longer recovery period frerritis in Indonesia. The equity investment

performance helped make | FCds I ndonesian portfoli
19. Looking ahead, some of | FCO0s recent activities

impactandneedtobesa | ed up . Tchisis agribusinEsS prgectp hawe een designed to
strengthen supply chain linkages, including independent farmers, while IFC financial intermediary
clients have been successful in reaching out to SMEs. IFC can build diortisagetfed

agribusess and SME sectors to foster linkages to environmentally sustainable agriculture and
forestry pretices.

20. On the other hand, IFC has not been able to contribute to the development of infrastructure

and the longerm bond market in fonesia. These areas are emerging as constraints to growth in

the country. Without progress on reforms, IFC will continue to have limited opportunities to support

private participation in infrastructure and corporate bond issuances. Cooperation rgreds to im

between the World Bank, IFC, and other multilateral development banks (MDBSs) active in Indonesia

to focus the Governmentds attention on these issu

Recommendations

21. Going forward, the evaluation calls for a stronger IFC role in infrastructunendenthy
strategically and operationally partnering with the World Bank (and other MDBS) to pursue and help
dovetail sector reforms and investmentsrdj@trecommends that IFC target its support to

helping Indonesia develop a ldegn, local currenaebt market while scaling up support to SMEs

in underserved regions of the country through regionaldetiied commercial banks. The

evaluation calls attention to the pgbiS compliance of the Indonesia tiolio and recommends

better IFC EHS supervisido improve compliance and foster development effectiveness. Finally,

the report recommends that IFC scale up its agribusiness project operations with greater attention
for environmentally sustainable forestry and agricultural outcomes and strayeemnittkSMES,

the farm population, and rural communities.

22. The lessons and recommendations in this CIR coincide with, and complement, those in the

Indonesia CAE. Both reports suggestthaiMB&d s act i vi ti es in I ndonesia fo
country impove its business environment for sustained performance, allowing higher levels and a

better quality of private sector investment, including in the infrastructure sector.
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Rangkuman Eksekutif

Konteks

1. Krisis Asia pada akhir tahun 1990an berdampak leditpbda Indonesia
dibandingkan negara lainnya di wilayah tersebut. Penpdateinan politik dan ekonomi yang
menyusul adalah sulit, dengan demikian memperlambat pemulihan ekonomi.

2. Investasi oleh sektor publik dan swasta di Indonesia pada tahun 20056 daasih
jauh di bawah tingkat sebelum krisis. Khususnya, porsi investasi infrastruktur di dalam GDP
menurun sejak tahun 1998. Akibatnya, muncul kéedalala di dalam layanan infrastruktur.

3. Kendatipun sistem perbankan negara telah menjadi stabibagian besar

diswastanisasi sejak 2002, fmamk tidak siap untuk meningkatkan pemberian pinjaman jangka
panjang mereka dari suatu basis yang sebagian besar didanai dari deposito jangka pendek. Lagi
pula, lembagembaga keuangan nonbank (contohnyaress jiwa, dana pensiun, dan reksa

dana) tidak berfungsi secara memadai sebagai perantara antara penabung jangka panjang dan
peminjam sektor swasta jangka panjang karena reformasi tak lengkap di pasar obligasi.

4. Kendatipun kemiskinan kembali ke tingklelim krisis, tingkat penurunan kemiskinan
melambat dalam paruh pertama dekade ini. Keberhasilan dalam penurunan kemiskinan
tergantung sebagian besar pada kinerja sektor pertanian, yang mempekerjakan 45 persen
penduduk Indonesia. Namun demikian, pertuarbpkrtanian mengalami kemandekan.

Revitalisasi ekonomi pedesaan harus menitikberatkan proses yang meningkatkan nilai tambah,
meningkatkan hubungan yang lebih erat antara UKM dan komunitas pertanian, serta manajemen
sumber daya alam yang berkelanjutan .

5. Coauntry Impact Review (CIR) ini mengevaluasi keefektifan pendekatan dan operasi
strategis IFC di Indonesia sebelum, selama, dan setelah krisis. Ini melipopeEsiasang
dilaksanakan oleh IFC selama periode fiskal2D@@dan bersamaan dengan C&AEIEG-

WB yang mencakup operagerasi yang dilaksanakan oleh World Bank di Indonesia selama
periode fiskal 19892006. Laporan tersebut menjelaskan empat pertanyaan evaluasi kunci: (i)
Seberapa efektif pendekatan atau strategi IFC untuk melaksanakepersinya di

Indonesia sebelum krisis? (i) Bagaimana krisis mempengaruhi hasil pembangunan dan investasi
IFC? (iii) Seberapa efektif tanggapan jangka pendek IFC terhadap krisis? dan (iv) Bagaimana IFC
menyesuaikan strateginya setelah krisis?

Seberapa&fektif pendekatan atau strategi IFC untuk opgpasasinya di Indonesia
sebelum krisis?

6. Sebelum Tahun Fiskal 1997, prioptawitas strategis IFC yang mendukung
pengembangan sektor swasta di Indonesia tidak dijelaskan di dalam suatu dokumen tunggal.
Sebaliknya, kesimpulan dari berbagai dokumen proyek menunjukkan bahwa IFC memberikan
prioritas untuk: (i) mendukung sektor barang dagangan seperti tekstil, agrobisnis, kimia, dan
manufaktur umum; (ii) meningkatkan dan mendiversifikasi basis klief tk&dikung

swastanisasi, terutama di dalam infrastruktur; dan (iv) membantu menajamkan pasar keuangan.
Dalam periode fiskal 1996, World Bank Group (WBG) memperkenalkan, berdasar percontohan,
gabungan World Bank, IFC, dan Country Assistance Strate§eM(GA. Gabungan CAS

pertama untuk Indonesia dikirimkan kepada Dewan Direksi Eksekutif WBG (Dewan) dalam
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bulan Juni 19%i7tepat sebelum krisis negara Indonesia niudeun sebagai akibatnya hanya
dilaksanakan sebagian.

7. Sebelum krisis, komitmen investasirdi@rata sebesar US$109 juta per tahun. Di
samping itu, IFC dapat memainkan suatu peranan katalitis yang kuat dengan memobilisasi lebih
kurang US$1.4 dari pinjarnuntuk setiap dolar yang menjadi komitmennya. IFC berhasil di
dalam mendukung proygitoyek sektor barang dagangan dan di dalam mendiversifikasi dan
meningkatkan basis kliennya di Indonesia. Namun demikian, kendatipun memberikan prioritas
strategis yang tinggi untuk mendukung suatu peranan sektor swasta yang lebih besar di dalam
infrastrukturdan memperdalam pasar keuangan, investasi IFC di dalam infrastruktur agak
terbatas, dan operagierasi pasar keuangannya hanya mendukung usaha kecil dan menengah
(UKM) melalui perantara keuangan. IFC bersikap selektif di dalam memitifitnaitya di

Indonesia, sebagaimana dibuktikan oleh porsijmayelk yang lebih kecil dengan intensitas

risiko tinggi yang disetujui (48 persen), jika dibandingkan dengan sampel skala IFC yang
dievaluasi oleh IEG (58 persen). Selain itu, IFC menghindari melakigkalegsn
kelompokkelompok yang berkaitan erat dengan Presiden Suharto. Intensitas risiko yang lebih
rendah akan terbukti menjadi suatu faktor utama di dalam kinerja portofolio IFC selama dan
setelah krisis. Faktfaktor ini semuanya memberikan sumbekgpada hadilasil keseluruhan
sebagaimana dijelaskan lebih lanjut di bawah.

Bagaimana krisis mempengaruhi hasil pembangunan dan investasi IFC?

8. Selama tahdtahun krisis (1982000), IFC fokus pada restrukturisasi investasinya yang
bermasalah dan melimginya dari para sponsor yang tidak baik atau kreditur yang tidak
kooperatif. Operasi investasiati@ |IFC hanya satu proyek per tahun dengan suattaata
komitmen pembiayaan senilai US$16,.9 juta. Inreatasasi ini terutama adalah di sektor
agobisnis dan tekstil yang berorientasi pada ekspor. Tidak ada Bnyamgimobilisasi

selama tahudtahun krisis.

9. Hasil pengembangan portofolio Indonesia sangat dipengaruhi oleh pemulihan krisis yang
berkepanjangan pada negara. Khususnya,-proyekdengan sponsor yang lemah (pada

umumnya proyeproyek yang lebih kecil) dan yang mempunyai pendapatan ekspor yang sangat
kecil atau tidak mempunyai pendapatan ekspor, adalah yang paling menderita di antara proyek
proyek IFC. Proyefiroyek yang berada aalkesulitan keuangan yang memerlukan waktu yang
lama untuk membaik (yaitu, lebih dari dua tahun) juga mempunyai hasil pembangunan yang
rendah. Beberapa proymbkyek IFC yang tidak melakukan ekspor dengan pinjaman dalam mata
uang asing namun demikian ba&fmelakukan restrukturisasi dan mencapai hasil pembangunan
yang memuaskan karena kemampuan membayar utang yang rendah di awal krisis.

10. Tingkat keberhasilan hasil investasi IFC di Indonesia dipengaruhi oleh krisis, yang
berdampak cukup besar terhadap faibopinjaman IFC. Karena dimasukkannya proporsi

sponsor dengan kualitas tinggi, namun demikian, portofolio saham IFC tidak terganggu terlalu
parah. Dibandingkan dengan preyelyek yang dievaluasi di Eropa Timur dan Asia Tengah,

yang terkena dampak akibari Krisis Rusia tahun 1898, proyelproyek Indonesia

menunjukkan kinerja yang rendah dilihat dari hasil investasi IFC dan pengembangannya.
Penjelasan yang paling mungkin untuk perbedaan ini adalah pemulihan ekonomi Rusia yang lebih
cepat dan dampakanterhadap negaragara tetangga, di samping féfakdor yang

dibicarakan di bawah berkaitan dengan tanggapan negara dan IFC sendiri.
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Seberapa efektif tanggapan jangka pendek IFC terhadap krisis?

11. Ketika bisnis lokal mulai mengalami-efek penuh dakrisis, aktivitas IFC difokuskan

pada upaya memenuhi kebutuhan untuk mengatur kembali kéwgajdjdnan dari kliddien yang

ada dan memberikan modal kerja kepada mereka, dan bukan dengan mengembdathgkan klien

yang baru atau memperluas kapagitabipyaan. Strategi restrukturisasi mengatur kategori klien

klien sesuai dengan kemungkinan perlunya restrukturisasi, besarnya eksposur IFC mereka, dan
kompleksitas kasus. Tujuannya adalah menyelesaikliad@syang paling mudah terlebih dahulu,

dan didalam kelompok ini, memberikan prioritas kepadekkéerdengan eksposur IFC yang

besar. Suatu elemen yang penting dari strategi restrukturisasi adalah kerja sama dengan World Bank
untuk memfokuskan perhatian Pemerintah pada mesealah restruktsaisi sistemik yang

dihadapi oleh perusahgmrusahaan sektor swasta yang membutuhkan campur tangan pemerintah.

12. IFC mempunyai 41 perusahaan klien di awaldaisimengupayakan opegsarasi

penjadwalan kembali dan restrukturisasi 16 perusahadnd kliemtaranya dianggap berhasil,

dengan suatu total komitmen bersih IFC asli lebih kurang US$900 juta. Pada lima kasus lainnya, IFC,
sponsor perusahaan, dan kreditur lainnya tidak mencapai suatu kesepakatan untuk suatu rencana
pemulihan yang dari sisuegan layak. Lima restrukturisasi yang gagal mengakibatkan kepailitan

atau likuidasi perusahgmarusahaan, dengan beberapa pemulihan terbatas terhadap pinjaman lama
IFC namun menjadi kerugian investaaniFC. Alasaralasan kegagalan upaya restrségindli

antaranya adalah kualitas sponsor rendah atau tidak jujur dalam suatu lingkungan judisial yang lemah,
penyakit tanaman, dan bencana alam. IFC pada intinya menghapuskan 55 persen dari total net
komitmen terhadap kelima perusahaan ini.

Bagaimana IF@engatur strategi dan operasi setelah krisis?

13. Selama tahdtiahun setelah krisis (200&), IFC terus fokus untuk mendukung klien

klien yang ada dan masih dalam tahap pemulihan atau perluasan awal, tetapi juga mulai
mengembangkan kliglen yang baru, tgama di tahutahun terakhir. IFC juga telah

meningkatkan dukungannya terhadap perantara keuangan yang difokuskan pada UKM.
Dukungan ini difokuskan pada pulau Jawa yang lebih maju, dan mempunyai potensi besar untuk
mengembangkan aktivitas ke bagggiaryang belum berkembang melalui Herk umum

dengan orientasi kepada UKM di daerah.-Klien industri agrobisnis dan tekstil yang

berorientasi pada ekspor terus menerima dukungan, tetapi IFC masih belum mempunyai operasi
investasi di sektor infrastruktlan industri ekstraktif. Ini umumnya dikarenakan Pemerintah
Indonesia tidak menerbitkan peratyraraturan yang jelas untuk menyerahkan gooygék

infrastruktur dan pertambangan kepada peruspdrasmahaan sektor swasta dan hingga saat ini
tidak matenderkan kontrakontrak tersebut. Demikian pula, IFC tidak meningkatkan
keterlibatannya di lingkup pengembangan pasar modal, termasuk pasar obligasi perusahaan,
karena perbaikan yang tak lengkap.

14. Operasi investasi IFC selama tafahan setelah krisatarata adalah empat proyek

dan dengan nilai komitmen sebesar US$103,3 juta, termasuk US$7,7 juta investasi saham per
tahun. Rataata US$4,7 juta pinjardArtelah dimobilisasi per tafiumasih lebih rendah
dibandingkan dengan tingkat sebelum krisistdaateaskala IFC. Baharu ini, IFC telah

menambabh jumlah staf investasinya di Indonesia untuk mengantisipasi meningkatnya operasi
investasi, terutama di sektor pasar keuangan dan infrastruktur.

15.  Advisory Services IFC di Indonesia meningkat tajam selamde fiskal 2002 dengan
dimulainya fasilitas Program for Eastern Indonesia Small and Medium Enterprise Assistance
(PENSA) yang didanai oleh banyak donor untuk membantu UKM. Selama periode kaji ulang,
IFC telah melaksanakan 80 proyek advisory servigas tigal komitmen pendanaan lebih
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kurang US$26 juta. Sebagian besar operasi advisory services baru saja dimulai sehingga tidak
dapat dievaluasi; namun demikian, ada tautan terbatas antara Advisory Services IFC dan operasi
investasi. Sebuah perusahaarukass melaksanakan suatu kaji ulang skala menengah terhadap
PENSA pada tahun 2006 dan merekomendasikan perpbalizehan dalam organisasi,

proses, dan produk advisory services. Akibatnya, IFC mengkonsolidasikiaantantor

regional dan lini produk wrkt meningkatkan sinergi dan mengurangi biaya overhead. Pada saat
yang sama, IFC membuka kaifeomtor PENSA di Aceh dan Nias untuk membantu pemulihan
ekonomi pasesunami .

Hasithasil keseluruhan dan implikasi terhadap kemajuan IFC

16. Proyekproyek investatC di Indonesia yang matang memperlihatkan suatu tingkat
keberhasilan hasil pembangunan sebesar 46 persen (dilihat dari jumfahauiogkkawah
ratarata skala IFC sebesar 60 persen tetapi sebanding demgtnAata Timur (tidak

termasuk Cindan Indonesia) sebesar 45 persen. Tingkat yang lebih rendah sebagian besar
dijelaskan sesuai dengan krisis maupun kondisi negara dan respon IFC.

17. Dari sisi hasil EHS, proypkoyek Indonesia telah memperlihatkan kinerja yang kurang
memuaskan (55 persemjmieda rataata IFC (68 persen). Tidak ada alasan yang sah mengenai
tingkat kepatuhan EHS yang rendah dari portofolio Indonesia sampai terus berlanjut enam tahun
setelah krisis. Pengawasan EHS IFC yang lebih baik atas portofolio Indonesia adalah sangat
penting untuk memperbaiki kepatuhan EHS dan mendorong keefektifan pembangunan.

18. Hasil investasi IFC di Indonesia menunjukkan dampak dari krisis. Portofolio pinjaman
IFC mempunyai tingkat keberhasilan 58 persen dibandingkan demgtngsiedéa IFC sebesar

74 persen dari sisi proporsi investasi pinjaman yang dibayar dengan bunga sesuai dengan syarat
syarat asli atau yang telah dijadwalkan ulang. Portofolio saham IFC di Indonesia mempunyai
suatu tingkat keberhasilan investasi sebesar 38 saisanding dengaatarata skala IFC

sebesar 31 persen, tetapi jauh lebih buruk daripada tingkat keberhasilan Asia Timur (tidak
termasuk Cina dan Indonesia) sebesar 43 persen. Kesamaan deaigaskedtal FC dapat
dikaitkan dengan proporsi yang relatif tinggi darsspproyek dengan risiko rendah (atau
kualitas tinggi), sebagian di antaranya merupakan equity put option dari IFC terlepas adanya
krisis. Tingkat keberhasilan yang lebih rendah relatif terhadap Asia Timur sebagian karena
periode pemulihan yang lebihdadari krisis di Indonesia. Kinerja investasi saham membantu
membuat portofolio Indonesia dari IFC secara marjinal menguntungkan selama periode kaji
ulang.

19. Melihat ke depan, sebagian dari aktivitas |FCa&kinirini mempunyai potensi

berdampak terhadaprmgembangan yang kuat dan perlu ditingkatkan. Dengan demikian,
proyekproyek agrobisnis setelah krisis telah dirancang untuk memperkuat tautan rantai pasokan,
termasuk petani independen, sementara ittkkéarperantara keuangan IFC berhasil
menjangkaWKM. IFC dapat mengupayakannya di sektor agrobisnis dan UKM untuk

mendorong tautan ke prakf@mlaktek pertanian dan kehutanan yang ramah lingkungan.

20. Sebaliknya, IFC belum mampu memberikan sumbangan kepada pembangunan
infrastruktur dan pasar obligasi janggnjang di Indonesia. Asgaa ini muncul sebagai
kendalé&kendala bagi pertumbuhan di suatu negara. Tanpa adanya kemajuan dalam reformasi,
IFC hanya akan mempunyai kesempatan yang terbatas untuk mendukung partisipasi swasta di
dalam infrastruktur dan e&inobligasi perusahaan. Kerja sama perlu diperbaiki antara World
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Bank, IFC, dan badtank pembangunan multilateral lainnya (MDB)yang aktif di Indonesia
untuk memusatkan perhatian Pemerintah kepada rmags#dhh ini.

Rekomendasekomendasi

21. Ke depan, elaasi mensyaratkan suatu peranan yang lebih kuat dari IFC dalam
pembangunan infrastruktur yang bermitra secara strategis dan secara operasional dengan World
Bank (dan MDB lainnya) untuk mengupayakan dan membantu mencocokkan perbaikan sektor
dan investadiaporan merekomendasikan agar IFC menargetkan dukungannya untuk

membantu Indonesia mengembangkan suatu pasar utang mata uang lokal jangka panjang sambil
meningkatkan dukungan terhadap UKM di daerah tertinggal melahardaniium dengan

orientasi kepadaKM di daerah. Evaluasi meminta perhatian terhadap tingkat kepatuhan EHS
yang rendah terhadap portofolio Indonesia dan merekomendasikan pengawasan EHS IFC yang
lebih baik untuk memperbaiki kepatuhan dan mendorong keefektifan pembangunan. Pada
akhirnya, lagran merekomendasikan agar IFC mendorong epeeaasi proyek agrobisnisnya

dengan perhatian yang lebih besar kepada hasil kehutanan dan pertanian yang ramah lingkungan
dan tautan yang lebih kuat dengan UKM, masyarakat pertanian, dan masyarakat pedesaan.

22. Pelajaraipelajaran dan rekomendasiomendasi di dalam CIR ini bertepatan dengan,

dan melengkapi yang ada di dalam CAE Indonesia. Kedua laporan menyatakan bahwa aktivitas
WBG di Indonesia terfokus untuk membantu Indonesia memperbaiki lingkungantbisnis u
mendukung kinerja yang berkelanjutan, sehingga memungkinkan investasi sektor swasta ke
tingkat yang lebih tinggi dan berkualitas lebih baik, termasuk sektor infrastruktur.
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IFC Management Response telHEG

IFC inndonesial9®932006

An Independer@ountry Impact Review

(January 14, 20p8

l. Introduction

1. Management acknodlg e s | EGds i nfle b E@de ndndomasisoteie vn® i n
aperiodb over 15 years, a time which severely tes
institutonand | FCds responsi veness ring,andafterdtre Yinarcialp me n t

crisis. The report is well structured and presents important lessons of experiencstriatestiee
challenging environment to all investors, including IFCia@ethe legal rights of the creditors in
the aftermath of the crisis. Overall, Management agrees witiethbdiection of the report and
finds its recommendations largely consistent with recent 1&@ésiiin the country.

2. ThereportnotesthaFICds operations in I ndonesia had g
corresponding with major developments of the economy. Prior to the crisis, IFC approached the

rgpidly rising industrial sector with caution because of the risks associated with the ofose link

major companies with the political establishment. The report rightly points out that good project risk
management at entry reduced the impact of the A
getting hit harder than most other affected coantrie

3. The onset of the Asian financial crisis in Thailand in July1997 and Indonesia a few months

| ater resulted in serious financial distress f
country focus. The IEG report shows that restructuringsefto twothirds of the firms were

successful, including rerporting enterprises with large foreign currency loans. While IFC

conceatrated on restructuring its client companies in distress, the report also notes that its micro
economic and legal wor&lped both its sister institutions and the Indonesian government in
tackling several i mportant institutional weakn
reportalsogggests that the financi al cr vimnmgntahad an a
performance as companies placed top priority on financial survival and recovery over routine matters
such as emonmental reporting and compliance.

4. Duringthepost r i si s years, | FC continued to o0focu
remvery and initial expansion stadée report indicates that this strategy resulted in keeping the

risks at entry wethanaged, and provided breathing space for pursuing new clients. At the same time,
Management also realizes that crises offer new emdméixpected investment opportunities.

5. Management notes that IEG data show clear improvements in project development impact,
including environmental performance. However, the degree of improvement may be less clear given
that the sample of evaluated €@sid postrisis projects is still relatively small (12 crisis and post

crisis projects versus 41 projects approved before the crisis). As indicated in the specific response to
Recommendation 5 below, IFC is taking steps to improve the environmemtahpeeof its

projects in the country.
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6. The report also concludes that | FCds pursuit o
investments have been constrained by slow policy reforms and legal problems. Management believes

thatin light of the urgencyé&fe t asks and the governmentod&s recent
programs in those areas, IFC is-pasitioned to provide significant support, ranging from

assitance in project preparation and structuring to finding credible sponsors antypomgdi

term bcal currency finance. In addition, investment opportunities in this sector will increase the

scope for IF&@Norld Bank collaboration beyond the strategy formulation level.

7. Management recognizes the fact that there are still a range afitsshegcomings in the

financial sector in Indonesia. Management also emphasizes that the aftermath of the financial crash

led to a cautious strategy, particularly in pursuing larger projects in this and other fields. This was the

only possible strategyen the lack of reliable judicial processes at that time, which led IFC to work

with credible sponsors it could trust. At the sam
increased emphasis on financial sector activities and projects whichydiekeldge the small and

medi um enterprises (SME) and microfinance sector.
efforts in advisory services.

8. We particularly note the followingsiaconcl usi ons

1 To reducdhe percentage of people in poverty and vulnerable economic conditions,
Indonesia will need to substantially increase efficient investments, most of which will
have to come from the private sector atvaldef economic activities;

1 The two problem area$the Indonesian economy with little engagement of IFC
investments have been the infrastructure sector and specific financial markets sub
sectors; fields in which IFC has increasingly turned its attention to in the last few years;
and

1 While Indonesia haslong tradition in SME lending, which has shown to be more
robust during the financial crisis than the commercial banks serving larger enterprises,
the reportdés recommendati on mdrofimar@et i nui ng | F
fits well withl F C drent nuwltiple efforts in those fields.

9. Subject to the elaborations in the following section, Management generally agrees with the
reportds recommendations and is pleased to note t

Il. Response to Specific Remmmendations

10. Recommendation 1. IFC should develop and follow a more systematic mediterm
(three- to five-year horizon) country approach to identifying investment opportunities in
areas of high impact, country competitive advantage, and unmet demand irer to channe/
IFC investments into projects with the greatest potential development impact and
demaonstration effect.

Management Response
11. IFC agrees that competition and transparency is central to achieving the type of efficient
infrastructure servicesath | ndonesi ads devel opment needs, and tF

during the contracting process. IFC is committed to supporting infrastructure development and was
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one of the major sponsors and orgé&mi zers in an
November, 2006, attended by top government officials and representatives of the private sector.
Among the otcomes was proposal by the Government of Indonesia to have IFC prepare and

structure the first 10 infrastructure projects in cooperationwitte countryds Project
Department (KKPPI). IFC has been working with the World Bank and the Government in

identifying model transactions to be prepared for examination, and the quality of the procurement
process is a key issue for joint reviewthtl&overnment.

12. IFC believes that the reforms are most likely to be adopted broadly when the benefits are
demonstrated through actual projects. IFC is in the final stages of agreeing on a major advisory
sevices mandate to bring infrastructure best geactithe bidding for a large power project. IFC is

also working on other advisory roles in the power sector and is cooperating with the World Bank and
the Government of Indonesia to establish a specialized financial institution, currently called the
Indonesian Infrastructure Financing Facility (IFF). Those activities and transactions will seek to
demonstrate the gains from transparent and competitive contracting processes.

13. Recommendation 2: IFC should seek to work in sequence and/or in parallel with
IBRD to address remaining privatization priorities, especially large enterprises and
infrastructure, with IBRD policy work and IFC postprivatization funding, and use existing
Joint mechanisms, such as the Sublational Finance Department to promote publieprivate
partnerships and provide funding to municipal utilities projects.

Management Response.

14. In the financial sector, IFC has been supporting the consolidation and strengthening of the
banking sector, and strengthening the capacity of rural banks and naderiofitizutions. IFC has
disbursed nearly $150 million in kergn Rupiah loans, most of which will be used for local credit

to SMEs.

15. With respect to the local currency bond market, the World Bank, the Indonesian Ministry of
Finance, and the Capital Mar8upervisory Authority (BAPEPAM) have held a series of

confeences and a policy dialogue onlpamk financial markets, including Rupiah bonds in 2007.

The ddogue has revealed a number of policy and capacity issues for which IFC can play a role in
filling the gaps. These include tax policy, the lack of an active secondary market, the lack of liquid
repurchase and derivative markets, and a need to strengthen mechanisms for registration, trading and
settlement, Addressing these issues will help builohfidence of institutional investors in the

local currency bond market, thereby increasing its liquidity particularly for corporate issuers. IFC will
consider how it can effectively play a role in building these markets through demonstration
transactionas well as advisory support.

16. Recommendation 31/FC can scale up and diversify its agribusiness operations and
continue to focus on stronger linkages with SMEs, farmers and communities, while ensuring
sustainable environmental, health, and safety (EHS) préces.

Management Response.

17. Management agrees and is strongly supporting linkages between SMEs and lead firms in key
domestic commodity based sectors, focusing on supply chains in agriculture, fisheries and forestry.
IFC will expand its focus on value clegproaches in #fiternational Development Association

XXi
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(IDA) countries in East Asia starting with Vietnam, but extending to Indonesia and Cambodia, as
the benefits both in terms of development impact and investment are clear. In that context, IFC will
make sure that those projects will pursue environmentally sustainable practices.

18. In Indonesia, the linkages advisory work has led to increased sales in markets for several
agricultural products. As an example, IFC has supported a cluster of 20 SMiasecsades of

acacia furniture based on sustainable harvested wood. IFC will seek to scale up this work in other
agibusiness supply chains. To ensure focus, the Country Manager is now responsible for both
investments and advisory services.

19. Recommendation4 IFC can scale up its support to SMES in underserved regions of
the country through regional SME oriented commercial banks.

Management Response:
20. IFC has a focus on this area. Management considers rural banking crucial, and it will ensure
thatgreateratnt i on i s gi ven t o] &WES dreeveil mmpanenft time dmmwnt

Managment has started in Java as there are financial intermediaries that can be utilized.

21. Efforts are being undertaken to reduce or eliminate policy impediments to effective rural

banking, including restrictions on support from foreign parties and limitations on the number of

branches per province. Similar to the commercial banking sector, IFC is working on efforts to

consolidate the many small and weak institutions into more efée@s/that can make the

technology and human capital investments needed to effectively serve SMEs sector in the regions.

Only in the event that the Government improves these policies (on which IFC is providing help) will

IFC be ina positiontoscaleuds5 oper ations in outlying areas. unt |
be limited.

22. Recommendation5. IFC can improve the EHS compliance rate of the Indonesian
portfolio with better EHS supervision.

Management Response.

23. In Indonesia, a number of investmergstinto jeopardy during and post crisis, and legal

action had to be sought against sponsors. This has contributed to the lower than average EHS
compliance rates. Management agrees that improvements in supervision can be gained and it has
been implementiran increased supervision program for the past 18 months. Management is

increasing the number of projects physically visited and has been steadily increasing the knowledge of
the potfolio. The orgoing decentralization is expected to further strengi@ncontacts and help

collect, monitor and improve EHS in the client companies.

XXii
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Chairpersonds Summary
Development Effectiveness

IFC inndonesial9®932006

An Independent Country Impact Review

(Meeting of January 23, 2008)

1. On January 22008, the Informal Subcommittee of the Committee on Development
Effectiveness (CODE) considered the IEG reportSlenWorld Bank in Indonesia2@969

Country Assistance Evajuatidi-C in Indonesia:18&D06. An Independent Country Inipact Rev
(CIR)together with the draft IFC Management Response.

2. Indonesia Country Impact Review (CIR).The CI R evaluated the eff
strategic approach and operations in Indonesia between fiscal years (FY) 1990 and 2006. The CIR
describedthe hi ft in | FC6s operations before, during
that | FCds strategic priorities have been alig
development. Among the areas supported, IEG noted that more nem#tdd in supporting a

larger private sector role in infrastructure, and in boosting the financial markets. IEG also

emphasized the need to strengthen the environmental, social, health, and safety (ESHS) compliance
of projects, which have had lower sattsfy performance in Indonesia than the overall IFC

average. Some other recommendations were: (i) strategically partner with the World Bank and other
multilateral development banks (MDBSs) to introduce sector reforms and investments to promote the
role ofprivate sector in infrastructure and to develop adomglocal currency debt market; (ii)

scaleup and diversify its agribusiness operations, working more closely with small and medium
enterprises (SMEs), farmers and communities; and (iii) scalgonpfeuSMES in underserved

regions through regional SMEented commercial banks.

3. IFC Management ResponselFC management agreed with the thrust of the findings and
recommendations, which were being incorporated into its operations. In the arassuaftine

and the financial sector, Management elaborated on its ongoing activities and its work with the
World Bank. Management commented on its work in supporting the linkages and supply chains in
the agriculture sector and plans to expand valueaphadaches in International Development
Association (IDA) countries in the East Asia region. It assured that greater attention would be given
to SME development in remote areas, but also remarked on the need for the government to improve
policies to enablgreater IFC involvement. To improve ESHS compliance rate, Management said
supervision is being increased, and with the decentralization of IFC operations, IFC would
strengthen its client contacts and monitoring.

4. Comments from the GovernmentA statemenbn behalf of the Indonesian authorities

was circulated for the meeting. The government welcomed the CIR, which they considered
constructive. For |1 FCds role, the Government
in infrastructure, includy in the transportation sector. It noted the need to improve the link

between IFC Advisory Services and investment operations-ufcahidgliversification of support

to agribusiness was welcomed, taking into consideration the impoeasoergj fod security.

5. Main Conclusions and Next StepsCODE members welcomed the opportunity to

consider the CAE and the CIR together, which provided a comprehensive review of the Bank and
IFC activities. With regards to IFC operations, issues of ESHS comptidimteleetween IFC

XXlii
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Advisory Services and investment were raised. A few members stressed that the Bank and the IFC
needed to address the constraints in infrastructure, which was noted by the two World Bank Group
institutions.

6. The need to strengthen ESH&ptiance was emphasized. A member stated that IFC

ought to better understand the reasons for weak compliance in this area and Management should

outline the steps being taken to address tlenmanagement believed that the main reason for the lower
ESHScompliance was the Asian financial crisis when a large number of companies experience financial distres
While IFC helped to restructure many clients, a few involved litigations. In the process, IFC supervision was aff
and there was impact onde&hpBance It was also noted that IFC is strengthening the overall oversight of ESHS
with the revised policies for environment and social development, better understanding of ESHS issues in the fi
sector, and more proactive supervisiorCiatelgdigdgBforojEloesmember insisted that according to

IEG the problem of compliance is not confined to projects active at the time of the Asian crisis but

it includes the entire study period in addition to the most recent years, a fact whichrig&iconf

7. Link Between IFC Advisory Services and Investment Operation8. member sought

more information on the need to link advisory services and investment operations and actions being

taken to address the matt#fC management responded that whieratds@and investment operations

were not veelbrdinated in the past, the situation has changed more recently. It elaborated on the role of the Cou
Manager in delivering a coordinated and aligned package of advisory sekeséseaimtithyastaeit. Li
infrastructure and the private sector, IFC management emphasized the attention given to coordination with the
Bank.

8. Crisis Management.A member asked whether IFC has systems in place in anticipation of

a crisis, based on less learned in Indonesia and other countifi&s said that since the Asian and

Russian crises, it has established a more formal portfolio management system where the credit risk ratings of p
assessed every quarter. This provideatmarhasitptatorating situation. In addition, IFC said that if there

are macroeconomic issues in a country, its portfolio is subjectest to a@erimiie stregotential impact

of a crisis and to consider mitigating actions.

Jiayi ZouChairperson, CODE
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CHAPTER
INTRODUCTION

1. Introduction

The review period covering FY 182006 is divided into three subperiods: thensis subperiod
of FY199@97, the crisis subperiod of FY 18880 (related to the Asian Crisis of @98, and the
postcrisis and politicalansition subperiod of FY2@@b. This evaluation addresses four key

evaluative questions about | FCb6s operatifo

areasfollows: () w ef fective were | FCds arpmindonesih
before the cantry crisisin late 1997; (lmtv di d t he cr i s ierdandihvestmen
outcomesfc)low ef f ect i v dermvesponse tb Bdcsisis;sahddaiyvitid IFC adjus
its strategy after the crisi$fe evhuation assesses both &H8vestment projects and advisory
services operations.

ns i

or
| FCO

During the review period, IFC had 79 approved and committed investment projects, whichjinvolved

103 transactions and a total of US$1,436 million of commitments, inclug8ihignmilseén of
equity. IFC also implemented 80 advisory services pr@botg US$26 million of funding

commitments from IFC and donors in aggregate, of which US$13 million was spent through June

30, 2006. Since the early 1990s, Indonesia has beethamOngpuntries with the largest IFC
investment portfolio.

Evaluation objective

11 The objective of this evalwuation is t
strategies and operations in Indonesia during the review period. This reviewnaekied zy
three distinct subperiadbke precrisis years of 198@6; the Indonesiarountry crisis years of
199899 (precipitated by the Asian Crisis of @8®)7 and the postisis and polital transition
years of 20@06. These three subperiods lsaNmstantially different features from an economic,
business (private sector), and political perspective, asiésigilyed in chapter 2. IE@urposely

ans

chose to evaluate this period to: (a) highlight the major underlying issues for the development of

private sector during the fnésis period that contributed to the severity of the crisis and that
continue to hinder private sector investments, economic growth, and employment creation;

(b) highlight | FCO0 giesraedopemtionsendndonasia, durirg ramd sifteratHe

country crisis, which can provide a rich source of experiences and lessons for IFC going forward; and
(c) assess the impacts of the country scrisis
that had reached operational maturity (i.e., with at least two years of operating results) just before or

during the crisis. The four evaluative questions addressed by this review are:

How effective were | FC06s a piplndonesiatbefse ther

crisis?

str

n

‘N rn

V

str

(0]

a

How did the crisis affect | FCds devel opment

How ef fect i v-ermwesmonse tbBécsisisd hor t
How did IFC adjust its strategy after the crisis?
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Review scope and methodology

1.2 To answer theuwgstions above, this evaluation:

Identifies the approaches, priorities andesggat e s t hat gui ded | FCds i nves
services operations in Indonesia during the study period,

Identifies the universe of op@raally mature IFC investmerdsd @aluates these for

development outcomes, IFC investment outcomes, and IFC work quality throughout the

project cycle (i.e., appraisal, supervision as well as IFC role and contribution, or
doadditionalityd) wusing the ipnar oljFeCedts |Eexvpealn deevda | u
Project Supervision Report (XPS&)stem administered by IEG. Investment projects that

are not yet operationally mature, but approved in FX@)GFe partially evaluated for

IFCO appraisal quality and for project risk intensitypadeg, to look into the trend in

these two variables between thecpsis and the postisis projects;

Compares the performance of the Indonesian mature investment portfolio withttimse

East Asia Region atfelC-wide results for projects evaluateder the XPSR system;

Identifies the factors affecting the outconfiékeninvestment projects and, to the extent

that data is available, also the outcomes and success drivarpléted IFC Advisory

Servicegoperations; and

Identifies the aspectstbe business climate that currently hinder private sector

developmetnin general.

1.3 During the review period, IFC had 79 approved and committed investment pfogcts

involved 103 transactiémmd US$1,436 million of commitments, including US$2bn willi

equity. Of the 79 projects, 61 were operationally mature at the end of FY2006, of which 16 had been
evaluated under the regular XPSR system. The other 45 operationally mature projects without XPSR
evaluations were evaluated directly by IEG foreisw using the XP3Igstem evaluation

framework.IEG also evaluated, just for IFC appraisal quality and for project risk intensity at

approval, the remaining eight projects approved in FO0Evat were not yet operationally

mature. The latter evaioas were used to see the trends in the project portfolio appraisal quality

and risk intensity between the-grisis and the post crisis peridthese 69 evaluated investment

projects involved a total of US$1,204 million of IFC commitments, inclu@Ri’wsllion of

equity.

1.4 During the review period, IFC also implemented 80 advisory services projects aggregating to
about US$26 million of funding commitments from IFC and various donors, of which US$13

million had been spent through June 30, 2006. ybpeerent (by amount) of the advisory projects

have been undertaken since FY2003 as part of the Program for Eastern Indonesia Small and Medium
Enterprise Assistance (PENBAjtiative. These advisory services operations were funded through
four differentinstruments as follows: (i) PEN82&7 operations involving US$6.8 million (53

percent); (ii) Technical Assistance Trust Funds (T884pperations involving US$4.3 million (33
percent); (iii) Foreign Investment Advisory Services (& BS)perationsivolving US$1.5 million

(11 percent); and (iv) Funding Mechanism for Technical Assistance and Advisory Services
(FMTAAS)d two operations involving US$0.4 million (3 percent). IEG reviewed the completed
advisory services operations with IFCeselfuatins and validated the performance ratings using its
advisory services evaluation framework.
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15 Based on the findings of the evaluation, the review identifies the challenges for IFC in
Indonesia going forward, and makes recommendations on how IFC can enelealieeges to
help address the current economic and private sector development needs of the country.

1.6 For this evaluation, an IEG team visited Indonesia in December 2006 and met with IFC
clients, government ministraaglagencies, and legal and accogifitims to discuss various aspects

of I'FCbdbs operations, the business climate and
investments and growth in general. IEGladsadiscissions with IFC and World Bastiaff in

Jakarta.

Reportstructure

1.7 Chapter2 of this report briefly describes the Indonesian country context during the review
period, particularly those private seated aspects that contributed to the severity of conditions

in Indonesia and those that will continue to pose challengegdeeitmment and IFC going

forward. Chapter 3 describes | FCb6s strategies
advisory, and restructuring operations. Chapter 4 summarizes the main findings and conclusions of
the evaluation, and Chapter 5 ligtsntiain recommendations for IFC management.






CHAPTER
EVALUATION CONTEXT

2. Evaluation Context

The Asian Crisis of 19888 affected Indonesia more severely and for a much longer period ¢f time
than any other Asian country. The Indonesian country crisis persisted over the p&9@antd

helped end the 3@ar Suharto Government in 1998, which in turn led to a democratic and
decentralized system of government. But the ongoing political and economic transitions hjave been
difficult, thereby constraining the rate of economic recova2006. Spending for infrastructure

has declined as a proportion of GDP since 1998. Emerging capacity constraints in infrastrycture
services are increasing costs for businesses and also limiting economic growth. While thejbanking
system has been refodnstabilized, and largely privatized since 2002, the greater proportiopn of
private commercial bank funds are either loaned to consumers or invested in government securities
because banks cannot lend to corporations on-tetomd¢pasis, given their funglibase of mainly
shortterm savings deposits and stemntn time deposits. Ndryank financial institutions (e.qg., Iifm
insurance, pension and mutual funds) are unable to function as intermediaries betereen lofig
savers and lortgrm private sector caate borrowers because a liquid-teng local currency
corporate bond market has not yet developed, even though the Government began te issue long
term local currency boniis2002

Indonesia is among the ten largest IFC country investment portfolios

2.1 The Asian Crisis of 198898 affected Indonesia more severely and for a much longer period

of time than any other Asian country. The Indonesian country crisis persisted over the @eriod 1997
99 and helped end they38ar Suharto Government in 1998, whithrinled to a democratic and
decentralized system of government. The severity of the Indonesian country crisis was largely due to
weaknesses in the financial structure and the terms of the liabilities of the private corporate sector
and the banking sectofhe persistence of the Indonesian country crisis, compared to Korea,
Thailand, and the Philippines, for example, was partly the result of the Indonesian political transition
after 1998, but mainly due to the weak and corrupt Indonesian judiciangamdegi\agencies

involved in the restructuring of the commercial banks and their main private corporate borrowers,
who experienced financial distress due to the crisis. It is in this context that IFC adjusted its
strategies and operations during thewewégiod.

2.2 The Indonesia country risk indicators showed an improving business climate before the
crisis, deterioration during and following the crisis, and improvements only afteigRf92.1

shows three independent country risk or business clidieétars for Indonesithe Heritage
Foundation/Wall Street Journal énxdof Economic Freedom (HF/WSthe Institutional Investor
Cauntry Credit Rating (IICCRand the International Country Risk Group (ICRG). These
independent indices all showed sonpedvement during the period 1894, with thélCCR

showing a medium countigk level throughout the early 1990s, some deterioration from 1996 until
about 199899, and improvements during the period 28@2 Al three risk ratings indicated a high
riskcountry situation in 1998 due to the continuing security and political risks associated with the
Asian Crisis. The IICCR rating stayed atfisgtfrom 1999 to 2003, and improved to the threshold
of mediurrisk only in 2004.
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Figure 2.1: Three independeountry risk indicators for Indonesia show deterioration in the late
1990s during the Asian crisis and improvement after 2002

INDONESIA: Trends in country risk indicators
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NoteThe three indicators (I I CCR, HF/WSJ, and | CRBeconsdergas from 1 to 10
highrisk an IICCR rating of less than 30, or an HF/WSJ rating lower than 60. The ICRG composite country eigkuseorys RGYt routin

but is used by other international financial institutions, with a $wne0fdesddred very highk.

Sourcelndependent Evaluation Group

The precrisis subperiod199@96

2.3 Il ndonesi ads econo midbbwasaremiarkablereandhncireoreditherrisernfg 1 9 9 0
the Asian O0tiger economi es 6. ratdthasave@@eBabgut8&Ow at a ¢
percent (in real terms) within a narrow range of 7.2 percent to 9.0 percent per year. GDP per capita

also increased steadily from US$612 in 1990 to US$878 incb@8eaimt 2000 US Dollarshe

foreign exchange rate deptes gradually each year. The economy also underwent a slow but

steady change with the share of agriculture in GDP falling from 19.1 percent in 1990 to 16.7 percent

in 1999, while the share for industry increased from 39.1 to 43.5 percent. Econtbmiagrow

fueled by high investment levels with total gross fixed capital formation at an average of almost 28
percent of GDP. Despite a relatively high gross domestic savings rate, slightly higher than the total

gross fixed capital formation rate (as peocf€BDP), investments were funded to a significant

extent by foreign borrowings because of their availability and comparably lower interest rates. In

addition to the good economic performance of Indonesia, the Government also appeared very stable
under a authoritarian and centralized political system that provided comfort to foreign private

commercial lenders. Both the Indonesian private corporate sector and the Government had

accumulated large amounts of mostly $biort foreign debts estimated toéneaached 25 percent

of GDP and 166 percent of foreign currency reserves by the end of 1996. Thesmdghoetgn

debts set the stage for the foreign exchange and financial crises that emerged in Indonesia in the

second half of 1997, following thetstdthe Asian Crisis in Thailand in May 1997.
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24 Foreign Direct InvestmerfDI) flows to Indonesia increased during thecpses period

spurred by high levels of domestic investment in the service and agribusiness sectors and by foreign
investment in thpaper printing and textile sectorSDI inflows declined during the crisis period

and resulted in a net outflow during the periodd?@@d. The overall slow economic growth and
country risk trends since 19 9dioproétabiditytreredf | ect ed
(figure 22).
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The crisis subperiod (1999)

2.5 Indonesia sufferatie deepest GDP contraction (negative 13.1 percent GDP growth in

1998, and an average of negative 2.5 percent {8829@nd the longest recovery period, among

the countries affected by the Asian Crisis @db)leEconomic recovery was prolongedulse of

the political crisis and transition triggered by the financial crisis, starting with the end of the Suharto
Government (after 32 years in power) in May 1998. In the following three years, Indonesia had three
presidents, one appointed and two deaticelly elected, and eventually adopted a drastic

government decentralization plan in 1999. The plan devolved a substantial amount of governmental
authority to the local government units, including fiscal and economic decision making and delivery
of government services. However, these local government units had little capacity to address
economic development and business issues, as well as civil service management challenges.

2.6 The economic costs of the Indonesian crisis were substantial, with fegdrigremsing

from 17.7 percent of the population in 1996 to a peak of 23.4 percent in 1999, before gradually
dropping to 16.7 percent in 2004. GDP per capita declined 42 percent (in nominal US dollar terms)
between 1996 and 1999, before recovering tH86 level in 2004. Bank loan defaults by the
corporate sector were very high due to their large debts, which were maialynsiomth in local

and foreign currency. The financial distress in the corporate sector in turn caused the majority of
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banls to also fail because of the high-periorming local currency loans held by the corporate
sector. The rebuilding of the Indonesian banking sector also took longer than in Korea and in
Thailand because of alleged corruption and conflicts of interagtlayofficials in the Indonesian
Bank Restructuring Agency (IBRA), the entity charged with the task of restructuring the distressed
banks, as well as the high incidence ofovassrship between banks and corporate borréwers.
Investors, including IF@ced serious challenges enforcing their iiglgtal in a weak judicial

system

Table 2.1: Indonesia suffered the deepest GDP decline and the slowest recovery among countries
affected by the Asian Crisis of 1887

Annual GDP growth rates of countmesdcted by the Asian Crisis

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Indoresia 7.6% 4.7% (13.1%) 0.8% 49% 3.8% 4.4% 47% 5.1% 5.6%
Thailand 5.9% (1.4%) (10.5%) 4.5% 48% 2.2% 5.3% 7.0% 6.2% 4.5%
Malgsia 10.0% 7.3% (7.4%) 6.1% 8.9% 0.3% 4.2% 57% 7.2% 5.2%
Korea 7.0% 4.6% (6.8%) 9.5% 85% 3.8% 7.0% 3.1% 4.7% 4.0%
Philppines 5.8% 5.2% (0.6%) 3.4% 6.0% 1.8% 4.4% 49% 6.2% 5.0%
Vietnam 9.3% 8.2% 5.8% 4.8% 6.8% 6.8% 7.1% 7.3% 17.7% 8.4%

SourceGlobal Development Finance database, World Bank

The postrisis and political transition subperiod (2060

2.7 Postcrisis economic recovery focused on rebuilding the banking sector, a process that
included the privatization and recapitalization of the once dominant govemnaehbanks,

reducing crosswnership between banks and industrial business groups, and providing a
government guarantee of all savings deposits in order to restore confidence in the banks. Smaller
banks were merged and several banks attracted foreign private sector invesbusldimpeof

the banking sector was essentially completed by 2004, at which timesthpotvtEd crisis

program was closed. However, commercial banks have not yet significantly increased their medium
and longterm lending to corporations. Insteaanmercial banks have increased primarily their

lending to consumers and households, while maintaining their large holdings of government bonds
related to the bank recapitalization program. This commercial bank lending pattern is partly due to
their shortterm funding base in the form of demand or savings deposits, partly due to many bank
managers still having pending legal cases related to bad corporate loans made prior to the crisis, and
partly due to the slow reduction in ypmforming loan rates in theorporate loan portfolios.

2.8 The fiscal deficit that reappeared in 1998 and continued up to 2005 prompted the

Government to substantially reduce fuel subsidies in 2005 in an attempt to have a more balanced

budget. The sustained difficult fiscal situatiohthe low levels of local private sector and foreign

investment during the period 2808 resulted in a declining total gross fixed capital formation from

an average of about 28 percer@bBP during 199897, to an average of about 20 percent of GDP

during 200006. In particular, there was a significant lack of infrastructure investment, which
contributed to the | ow GDP growth rates in the po
investment in the infrastructure sector as a percentage of Gidh iwwer than for other midele

income countrie@ppendix G.
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29 The political transition from an autocratic centralized government to a democratic and
decentralized government was to be implemented over two yed2j200th a focus on local
governmentinit capacity building. However, the program still has a long way to go with respect to
the decentralization of the fiscal and economic functions, particularly in terms of local government
capacity and implementing rules and regulations. This has iresulieh uncertainty within the

private sector.

2.10 Many norexporting Indonesian businesses are avoiding foreign currency debts because of
the concomitant foreign exchange risks, and foreign banks have not yet resumed significant lending
to Indonesian busieses because of the perceived high country risks. At the same time, local
businesses have limited access tetdomglocal currency loans needed to fund investments-in long
term assets. Incomplete reforms related to issuance and trading of corpaatevbstmdent by

pension funds and life insurance companies in corporate bonds, and local commércial banks
reluctance to provide lotgym corporate loans contribute to this limited access. In addition,
government decentralization had led to uncerthioty government regulatory approvals and

oversight of private investments. Finally, substantial underinvestment in infrastructure since the start
of the country crisis has led to serious infrastructure constraints, such as electricity shortages, that
advesely affect business activities and costs. These factors have contributed to a slow recovery of
private sector investments and economic growth, and pose major challenggeséonihent.

2.11 Recently, many manufacturing companies, including some IISClaianinstalled their

own captive electricity generation facilities because of the unreliable electricity supply from the
national grid. Furthermore, exporiented industries with very competitive foreign markets have
invested in labor savings tecbgas to remain internationally competitive, becauserigidhess

of the labor regulations. These private sector actions reflect both neverigipastd old or pre

crisis issues that are obstacles to higher levels of investment, economiadjewtiowment

creation during the pestisis period. Other major concerns of the Indonesian private sector today
include the following:

Therigidnes®f labor laws that maki very difficult and expensive for companies to

dismiss employees;

Inadequatenfrastructure (electricity, transport, water supply, etc.);

The lack of longerm local currency financing for those earning only local currency revenues
and not in a position to hedge the devaluation risk associated with foreign currency loans;
Unclear lgal and regulatory requirements for private secegments, particularly foreign
investments, in many sectors, including infrastructure, mining, drahkdimancial

institutions; and

Unresolved solvency problems experienced by sevebainkdimacial institutionse(g,

life insurance and pensioatitutions)(SeeAppendix G.
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Box 2.1: Underinvestment and low levels of private sector participation in infrastructure are
challenges for Indonesia

World Bank Indonesia Publc Expenditure Review 2007: Key Findings omfrastructure:

1 Indonesia invests too little in infrastructure and needs to increasedtdrasspending by the
equivalent of about 2 percentage points of GDP;

1 The water and electricity sectors are in crisis. A decade of low investment has resulted in insu
capacity and power shortages in the electricity system and deterioratirjgripedviges; and

1 Private investments in infrastructure have declined sharply since 1997, particularly in the wate
and transport sectors. Before the crisis, private sector investment commitments were on aver
equivalent to 380 percent of g@rnment development spending for infrastructure. During the p
200304, it declined to less than doarth of government spending, despite the low levels of publ
investment in infrastructure. Since 2000, about 90 percent of private secteninveistitastructure
was in the telecommunication sector. It has been difficult to attract private investments into s¢
traditionally dominated by stat®ned enterprises due to uncertainties related to the legal systen
absence of a governmetnategy for investment guarantees and contingent liabilities, and funda
issues behind underpricing of infrastructure services for social and political reasons.

Sourcpending for Devel opment: Maki n gdlnddnesia Rliblis Expeaditurel n
Review 2007, World Bank (second edition), June 2007, page 74

Postcrisis investments have remadrtgelow the prerisis levels

212 I ndonesiads i nves t-anssrsibpeliod, aeneasuredby thergrpsst he post
fixed capital formation (GFCF) as a percentage of GDP, have remained baieis [meels as

shown in figur@.3. Public sector inwesent, or GFCF, during 2086 averaged 5.1 percent of

GDP, which is about 2.5 percentage points lower than tbesseverage of 7.6 percent of GDP.
Likewise, private sector investment duringd@&veraged 15.3 percent of GDP, which is about

4.7 percentage points lower than thegigis average of 20.0 percent of GDP duringd269D.

The stegncrease of about 2.0 percentage points in total GFCF from 2003 to 2004 is encouraging,
but even the total GFCF in 2006, equivalent to 21.7 percent ofgHiiPabout 5.9 percentage

points below the average for 18800f 27.6 percent of GDP. The inability of the Indonesian
economy (i.e., GDP) to grow much faster than the 4 to 6 percent annual rate ddeA§=003
(table21), despite buoyant intelioal economic conditions, is largely explained by continuing low
levels of total investment in the country.

2.13 Low postcrisis investment in Indonesia, particularly by the private sector, has serious

i mplications for | FCO&s swategidpriotities andoobjectivesinsthe and i mp |
country. As explained further in the next chapte
varying degrees its advisory services operations, are driven by demand from the private sector. If the

level @ private sector investment in a country is low (relative to GDP), then the opportunities for

IFC to undertake investment and advisory services operations will also be limited. This is because

IFC will find it more difficult to find suitable private sectoi nvest ment s t hat meet | FC
criteria for financing, strategic priorities, and the requirement of an IF&deldieole (or
doadditionalityd). Fur t h e dpoblicrpartnership) mvesineenten publ i ¢ s

infrastructure seices, such as electricity supply and transport services, is also needed to encourage
broader private sector investments. Thus, the low levels of both public sector and private sector

10
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investment in Indonesia during the pwitis subperiod are majorengi ment s t o | FCOs
implementation of its country assistance strategies and priorities.

Figure 2. 3: crisininvestmendsiare 6tikk belpvwopsetis levels

35 ‘ —- ‘
| Pre-crisis period e Bt oo oo [l |

64| gs {1 Public GFCFA(inwstments) as % of GDP|
.S 75 | o 8 Private GFCF (investments) as % of GDP
185G 1884 1865 1967

As a percentage of GDP

i

1.1 "o
1860 1991 19e@2 1806 1858

Note GFCF is Gross Fixed Capital Formation. DuirBig ff#9@verage privatese8FCwas20.0 percent of GDP and the average public

sector GFGkas7.6 percent of GDP, for an average total GFCF of 27.6 percent of GDPO@ thim@\2&@@e private sector GEEF

15.3 percent of GDP and the average public seciasBE@Ercent of GDP, for an average total GFCF of 20.4 percent of GDP.

SourceCentral Bank of Indonédgiaistry of Finance, Global Development Finance database, World Bank; Indonesia Public Expenditure Review
2007.

Conclusion

2.14 In summary, the Asian Crisfsl89898 precipitated an Indonesia country economic crisis

that was deeper and lasted longer than in any other Asian country. The Indonesian country crisis
also led to the end of the-#@ar autocratic Suharto Government and ushered a transition to a
denocratic and decentralized government system. Since the crisis started, investment levels in the
country have fallen significantly belowapisis levels and have not fully recovered, even up to 2006.

In particular, Indonesia has underspent on infragteyand capacity constraints in infrastructure
services have emerged. Maporting businesses are avoiding foreign currency loans because of
devaluation risks, but there is no {tsrg local currency corporate bond market, and commercial
banks havertiited capacity for providing loterm loans because their funding base comes mostly
from shortterm deposits. They are also still cautious about corporate lending because of the legacy
of the crisis, and instedavor consumer loans. This is the coniewthich the relevance,

i mpl ementation, and performance of | FC0s strat
as challenges and opportunities going forward, are evaluated.

11
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IF@® STRATEGIES AND BREIONS IN INDONESIA

3.1 FCO0 s
Indonesia

Strategil es

and

Bef or e F Ydstr&8teyic priorities i@ hdonesia weopport exporbriented and import
Substituting projects; increase and dive
infrastructure; and deepen the financial markets. IFC had very limitectntges infrastructure
and its financial markets operations were limited to supploetisigall and medium enterprises
(SMES, without any initiatives geared toward deepening the financial markets. However, |
succeeded in supporting the agnitass and SME sectors.

| FC8s investment commitments averaged ab
about US$17 million per year during the crisis, and increased to about US$103 million per
the crisis. Before the crisiECImobilized about US$1.42 dibBns (i.e., financing by third partie
through IFCintermediationpfor every US$1.00 it committed on its own. Since thelE@sis,
mobilized only US$0.05 ofi@ans per US$1.00 of IFC commitment.

The developmentoutcomeuc cess rate of 46 percent (b
Indonesian investment projects is comparable to the East Asia average success rate (45 ¢
excluding China and Indonesia), but belowwlteé average (60 percent), because of tise ditis
Indonesian portfolio development outcome success rate could have beeadvéi€enot
successfully rescheduled or restructured 11 out of 16 projects that were in financial distreg
of the country <c¢ri si ssia howekef bas a mmparabieynveptmean
success rate (33 percent) to-Wi@e average equity success rate (31 percent), despite the cq
crisis. The equity portfolio performed worse than the East Asia equity success rate (43 per
excluding China drindonesia) because of the relatively slowecigisteconomic and stock
mar ket recovery in Indonesi a. As a resu
project portfolio was marginally profitable during the review period. Howsdweeslan projects
success rate for environmental, and social (Eld&seffas lower théiRC average.

IFC Advisory Services in Indonesia increased substantially steNR@DD with a significant
increase in donor trust funds, followed in FY2002kéthtarup of the multdonorfunded
Program for Eastern Indonesia Small and Medium Enterprise AsSHEARA {acility to assist

rsify

FC had

out US
year after

S

Yy numb
ercent

s because

t folio
untry

cent

Ft, |

SMEs. During the review period, IFC implemented 80 advisory services projects aggregat|ng to

about US$26 million of fdmg commitments. Most advisory services operations were imple|

mented

too recently to be evaluated.

Private sector demand and IFC corporate strategic priorities drive IFC country

operations

3.1 | FC6s investments in a c onysetviceg, are éived byi
private sector demand as well as | FC0s ¢
among others, requireavedud ded r ol e and contri bution

assistance is not defirigdany predetermined investmanadvisory services program for a

by |

n var.y
orpor a
FC

specified future time period (e.g., the next three fiscal years), because IFC cannot tell in advance

which private sector entities will seek its support and among these, which inveisadeistsry
services operations) wil/ meet | FCb6s ope

strategic priorities by sector and thdrased on their potential for high development impacts and

consistency with
peopleds | ives,

| F dlifate private esactardevdiopmegt, improsges i
and reduce poverty. | FC

advisory services operations) to ensure that they meet minimum country development and
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investment outcome expeias, and thdFC has some vakaglded role and contribution that a

commerci al l ender or private sectyearindicativeest or canhn
corporate strategies, work program, ctasjade budget, a
i mpl emented in a decengonaand ectat depaamentwthave hr ough | FC
their own strategies, work programs, and budgets. Based on these regional and sector strategies,

work programs, andibgets, IFC establishes cowtgmel strategic priorities and an indicative range

of investment levels it hopes to achieve in a country, as well as the intended sector distribution of

these investments during the next three fiscal years. However, the investments and advisory services
operations that materialize depend on demand from the private sector for IFC support.

| FCds Strategies

| F C 6 =risjg strategies were not articulated in a strategy document; joint Country
Assistance Strategy (CAS) papers started only in FY2007

3.2 Before FY 296, IFC did not articulate its country strategies in a single doaumeh&mey

must be inferred from: (a) | FCds overall corpor at
strategies and the regional strategies of the various IFC sector dspanthregional departments;

and (c) the various project appraisal documents submitted to the Board. To illustrate, the following
strategic factors or guiding principles for |1 FCb&s
project documents sent teetBoard during FY198@6, and from discussions with IFC operations

staff:

Supporting expouriented projects in agribusiness, and textiles where Indonesia has a

comparative advantage, and impolistituting projects in chemicals and general

manufacturig to help diversify the economy;

Expanding | FCb6s client badier,ecompaniesh new, and part
Supporting privatization, particularly in infrastructure;

Supporting financial markets development; and

Avoiding business with groups or spamstosely associated with politically affiliated

parties.

3.3 Starting in FY1996, the World Bank Group (WBG) introduced joint Country Assistance

Strategies (CASs) on a pilot basis. The first WBG joint CAS for Indonesia was prepared in FY1997,

and issued juss ghe Asian Crisis began in Thailand in May 1997. This joint CAS articulated the

foll owing strategic focus f ord20086eBod: operations in

Supporting a larger private sector role in infrastructure;

Supporting the deepeningfiofincial markets by further development of the equity and
longterm corporate bond markets, and by strengthening housing finance companies and
secondier banks that lend to micro, small, and medium industries;

Supporting agribusiness development;

Suppoting human capital development, particularly management training, private provision
of higher education, and development of the health services infrastructure; and
Supporting institutional capacity building of SMEs, particularly outside the main island of
Java.

14
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3.4 The emergence of the Indonesia country crisis later in 1997 made the June 1997 CAS
obsolete. During the crisis subperiod @®9)7 IFC shifted its focus to restructuring its projects
facing financial distress, protecting its investments, andisgpigowriable existing clients with
working capital loans or term loans to complete ongoing projects.

3.5 The two subsequent CASs of January 2001 and October 2003 durinectisespearsd
political transition s ub p discussadl betbow.fHomeeed thésé C6s r
only partially materialized.

3.6 The 2001 joint CAS summarized the WBG private sector development strategy, that was
presented in a parallel refiomhdonesia: World Bank Group Private Sector Development Strategy
The strategwasas follows:

Helping Indonesia accelerate and complete the recovery from the crisis through banking and
corporate restructuring;

Addressing structural weaknesses in the economy through advisory services, policy advice,
and partnerships, as well as ag@VBG projects to: (a) improve public governance and
reduce corruption, (b) improve corporate governance, (c) reform legal and judicial systems,
(d) develop a modern competition policy framework, (e) promote foreign direct investment,
and (f) reduce thele of the state through privatization of stataed enterprises;

Promoting longerm sustainable growth through: (a) development of the SME sector,
including provision of policy advice on the business environment, piloting innovative
programs, helpingstablish SME support services, and building financial intermediaries,
through IFC investment and capacity building initiatives, (b) promoting the role of the

private sector in rural and urban development, through ongoing investment projects and
planned aabtable program loans in water and urban sectors, (c) promoting private delivery
of infrastructure and services in health and education, initially through analytical work on the
potential for private provision of health services, (d) promoting sustaiivatde

devel opment of Indonesiabds forest and miner
knowledge economy by helping create the legal, institutional, and regulatory framework for
the new information and communications technologies, in paghhassistance from an

ongoing World Bank information technology project.

3.7 Within the 2001 CAS private secende | o p me nt s twastt (a)gegtructufeF Cd s r
its client companies in distress; (b) invest to recapitalize selected banksin(cgstreestiring

funds or similar specialized entities that are developing a market for distresqedl delpt;

deepen and diversify the financial markets (encompassing microfinavenek financial

intermediaries, life insurancbaaking, brokeges, pension fund management entities, housing

finance lfy facilitating lonterm locakurrency funding)), support the creation of credit bureaus, and
provide liquidity support to the bond and swap markets; (e) pilot innovative support programs for
SMEsthrough decentralized facilities; (f) invest in private education and health projects; and

(9) invest in interneelated and-eommerce projects.

3.8 The 2003 joint CAS continued the basic framework of the 2001 private sector development
strategy,wt h | FC6s activities focusing on: (a) str
sector, (¢) supporting exporiented companies, mainly in the agribusiness sector (d) supporting
infrastructure investments in power and telecommunications, suypgating SMEs, particularly

through the new SME development facility PENSA (see parhdjaph
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| FCds 1 nvest ment operations

|l FCO0s investments in I ndonesi a, which were among
concentrated in a few sectors

3.9 During te review period, IFC had 79 approved and committed investment projects, which

involved 103 transactions and US$1,436 million of commitments, including US$217 million of

equi ty. These commitments raised lortfadiccahesi ads r an
the end of FY1990, to among fldargest country portfolios by the end of FY1995 and through

the end of FY2005 (tat8el). As can be seen in tah2 B-C was largely successful in supporting

exportoriented projects in the agribusinesistaxtiles sectors and was moderately successful during

the posicrisis subperiod in finding SMEented financial intermediaries, but was not successful in

supporting commercial bank restructurings. In particular, IFC was not successful in finding

infrastructure and extractive industry projects to support.

Table 3.1: Indonesia has been amongategest IFC country portfolios during the review period

Indonesia committed outstanding relative to IFC total

End FY®0 End FY®5 End F200 End F205

Indonesia loan and equity portfolio rank among

h h h h
client comtries 18hlaigest Thlargest 6hlargest 8hlargest

Indonesia loan and equity portfolio as % of tota

0, 0, 0, 0,
IFC loan and equity tstanding 1.4% 5.0% 3.6% 2.6%

Indonesia equity portfolio ramkang IFC client

th th h h
countries 11 lagest 4ih|argest 6hlargest 12hlargest

Indonesia equity portfolio as % of total lgdye

: ) 3.1% 6.3% 4.1% 2.0%
portfolio outstanding

Sourcelnternational Finance Corporation
3.10 Figure3.lillustrates the slow recovagking about four years after the crisis subperiod, for

| FC6s investment operations (in terms of both com
reach and exceed the-prisis levels.
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Figure 3.1: IKCs  -@risissnivestment commitments in Indsiaetook several years to recotcer
their precrisis level
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Sourcelnternational Finance Corporation

3.11 IFC also provided a total of US$13 million for advisory services during the review period,
which is discussed in more detail in paragBapdthrough3.57 The pattern of investments and
advisory services operatianinidonesia adjusted to unexpected changes in the economic, business,
and political environments brought about by the crisis and subsequent political transition, as
discussed below.

3.12 Under the stable political conditions and trend of high GDP growthuatestde pre

crisis subperiod (averaging 8 percent per year
mainly on the impogubstituting general manufacturing industries, the chemicals industry, and the
exportoriented textiles industry, withynodest investments in the financial and the agribusiness
sector s. Within these sectors, | FCds financing
investment commitment in Indonesia during the F\52096 period of about US$85 million,

included amverage of US$13 million of equity, through some five projects per year.

3.13 | F iesrisisportfolioin Indonesia had a smaller proportionp@®ent) of projects with
highriskintensity at approvatompared to IF@ide sample evaluated by IEG, wBipercent

rated as having higkk intensity at approval (taBl§. In general, compared to Ha@le

evaluated XPSR sample, Indonesianrfgis projects had a lower proportion of gk (i.e., low
guality) sponsors, a lower proportion of figkdebt service burden or financial structures, a lower
proportion of projects in higtisk sectors, and a lower proportion of projects with distorted or high

17
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risk markets. The lower risk intensity at approval of Hoeigisgelndonesian projects compaced t
IFCwi de evaluated sample would be a key factor in
during and after the crisis, as discussed briefly in pa@gtaptd more fully in

3.14 Throughout the review period, there was a notable lack of IFC im¢egierations in the

infrastructureand extractive industry sectors, and to a lesser gwddimancial market sector,

despite serious efforts by IFC to find projects in these sectors. Durinectimgsabperiod, IFC

made an investment in a daltelephone project, but this was subsequently nationalized. IFC also

made an investment in an Shtiented secontier commercial bank. The reasons for the absence

or low level of IFC investments in these sectors during thegsesubperiod wereamly:

(a) the lack of transparency inghev er nment 6s | i censing and franchisir
and awards of mining concessions; (b) the large role of public sector enterprises in both the financial

sector and the infrastructureteeqc) the lack of clarity on the regulations and regulatory oversight
practices in the financial sector; and (d) | FCds
associated with the president of the country because of governance, trarspiezempetition,

and corruption concerns.

3.15 During the crisis years (FY182@00), IFC focused on restructuring its problem

investments and/or protecting its investments from contentious sponsors or uncooperative creditors

to its client companies who weae interested in following the principle of fair burden sharing

among financiers of companies in financial distress. While the contentious relationships were few, in

some of the cases IFC faced serious challenges to enforceightiegabrweak judal system

| FC86s new investment operations during the crisis
companies with either working capital or with term financing to complete ongoing projects whose

original financing plan could not be followezhbse the banking system had collapsed during this

peri od. During the crisis years, | FC8s investment
an average financing commitment of US$16.9 million, including US$4 million of equity, per year.

These imestments were mainly in the exponted agribusiness and textiles sectors.-lbinB

were mobilized during the crisis years. Finally, IFC actively supported the IMF and the World Bank

in their efforts to help Indonesia formulate and adopt a nfiecévef bankruptcy regime.

3.16 During the postrisis and political transition years (FY&08)1 IFC continued to focus on
supporting existing clients still in the recovery or initial expansion stage, but also began to develop
new clients, particularly ineatyears. IFC also began to increase its financing of financial sector
projects, particularly financial intermediaries focused on SMEs and the privatized banks. IFC also
continued to support expastiented agribusiness and textile industry clientsevidQWFC still

had no investment operations in the infrastructuraraegtractive industry sector because the
government has not yet issued new and clearer regulations and transparent guidelines for awarding
infrastructure and mining projects to prigattor companies and has bid out many such
contracts to date. Duringthepost i si s year s, | FCds investment oper ¢
and US$103.3 million of commitments per year, including US$7.7 million of equity. An average of
$4.7 milbn Bloans was mobilized, but the mobilization ratio was still low. TioeigiedFC

projects as a group have on average feweniskdhctors compared to the 4oresis projects,

reflecting a similar trend IF@de, but in a more pronounced way

18



Resurce mobilization for investment projects

3.17 Over the periodf FY199@97, IFC had mobilized an average of US$136 millictoah8

per year (i.e., financing by third parties through IFC) for the Indonesia portfolio, representing a
mobilization ratio of Ui.42 of Boans per US$1.00 dollar of IFC commitment. During F§1998
2000, IFC was unable to mobilize athgad funds and mobilized only small amounts during
FY200806, with a ratio of US$0.05 ofdains per US$1.00 of IFC commitment. IFC was still
unalle to mobilize significantiBan funds in the most recent six years (F¥26Dbf the review
period. Nonetheless, for the overall review period (F¥2L990 6 ) ,
mobilization ratio was US$0.78 dbBns per US$1.00 of IEGmmitment, higher than IR@de
average of US$0.53 over the same period.

The sector
business opportunities in the infrastructure and extractive sectors

c 0 mp resia porifotioris campared with &A&le dnah tdeo

318 The sector
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l-lbad onesi a

FCds i nv

East Asia region portfolio composition in tate B-C has no infrastructure or forest industry
investments and only one small extractive industry investment. In Indonesia, most projects are in
generamanufacturing and agribusiness, with only a ff fmancial markets sectbord= C 0 s
cumulative net commitments in Indonesia (FYSE22®@®) for real sector projects were concentrated

in the agribusiness, textiles, and chemicals sectors, with viagekttd in infrastructure and

extractive industries sectors, compared to | FC
Table 3.2: Sector composition of I FCb6s investnm
Region and IF@ide
Tediles . Other Total Total GRAND
A ':%?Jgisc & Cherntals sterESre E])glﬁ:\éz Manufacting ;ﬁiﬁi@ﬁ Real Finacial TOTAL
9 “Leathe & Services Sector Sector (US$M)
Cumulative Net Commitments (Loan and Equity) B20060
1.hdoresia 18% 17% 14% 7% 0.1% 19% 1.0% 76% 24% 1,436
FY1997 10% 15% 20% 13% 0.2% 30% 1.6% 89% 11% 766
FY1998000 0% 65% 0% 0% 0% 25% 0% 90%  10% 51
FY200106 28% 15% 9% 0% 0% 5% 04% 58% 42% 620
2. East Asia 8% 5% 10%  15% 1% 25% 1% 6686 34% 7405
3. AllIFC 8% 3% 6% 17% 9% 24% 1.0% 68% 32% 49092
Total Outstanding Bance (Loan and Equity) ERd06
1. Indonesia 29% 20% 18% 0% 0% 14% 0.3% 81% 19% 325
2. East Asia 9% 4% 8% 21% 0.2% 25% 2% 69% 31% 1933
3. AllIFC 8% 1% 4%  20% 7% 21% 1% 63% 37% 13841
Sourcelnternational Finance Corporation
Some sectors and/or subsectorsareunderpr esent ed in | FCO

portfolio
319 There i

S

a
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nvest ment

such as food arayribusiness, textiles, and chemicals. THeeigisgfinancial sector commitments
were also concentrated mainly in equity funds, investment banking, and leasing, and enly the post
crisis financial sector projects included -8N#hted commercial bank@n the other hand, several
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sectors and subsectors areunderpr esented in | FC6s I ndonesia port f.
infrastructure, extractive industries,-matals, primary metals, and health, with no projects

approved during FY1988)06; and other sec$ such as education, information technology,

plastics, and rubber, with only one project approved in each sector or subsector duriiig FY1990

2006. Moreover, there were no projects approved in the utilities, construction, pulp and paper

sectors, or in thmining, ports and highways, housing finance, microfinance, and insurance

subsectors.

3.20 The overall IFC portfolio in Indonesia during the review period (FO2D8®) can be

broadly characterized by the following features: (a) a similar proportion cbmauittyents (53

percent based on number of projects, 15 perasatilon amount committed) aslE@wide

portfolio (52 percent with equity based on number of projects, 17 percent based on committed
amount); (b) a balanced mix of new and repeat clierah as of secortier and firstier sponsors;

(c) substantially more concentrated investments in the agribusiness, general manufacturing, and
textiles sectors, and very little in the infrastructure and extractive industry sectors compared to IFC
wide poftfolio; and (d) slightly less concentration in financial markets compare@idd FC

portfolio.

The proportion of equity in | FCb6s [|-wideonesia commi
average

321 Equity investments worl dwi deincomeweringdleen t he maj
review period, particularly during the last several years. Thus, the proportion of equity commitments

in the Indonesia country portfolio and the performance of these equity investments could be

expected to largely determine whetheobthe Indonesia country portfolio had a positive
contribution to I FC0s net i nc33dheperformanceoft he revi e
the Indonesia equity portfolio in turn depends on its sector composition because some sectors, such

as thdinancial sectors and the infrastructure sectors, tend to have better equity investment
performance compared to othersectéis not ed earl i er , | FCds I ndonesi a
infrastructure projects, so mehidldepeadontheo!l i 086s contr
proportion of equity commitments in the financial sectors and how these investments performed.
Table3.3shows that over the review period, the proportion of equity commitments in the Indonesia

portfolio (15 percent) is comparabléRG average (17 percent), issubstantially less than the

East AsidRegion proportion of 26 percent (excluding China and Indonesia). As showi3#4 table

the East AsiRegion (excluding China and Indonesia) has substantially more equity iniestments

collective investment vehicles (CIVs) such as private equity funds, mutual funds, investment funds,
restructuring funds, etc. compared to the Indonesia portfolio, which accounts for the substantial

difference in portfolio composition. Finally, durivegdrisis and pastisis subperiods, the

proportion of equity in |IFCds investment commit me
compared to 21 percent during theguigis period, reflecting the cautious private sector attitude
towardsinvestmente the country.
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Table 3.3: Compairat loan and equity commitmerit89@2006 (amounts in US$ million)

Loans & Guarantees Equity Total Commitments

Amount Percent Amount Percent Amount Percent
Indonesia FY192006 12D 85% 217 15% 1,436 100%
(a) Precrisis (FY19087) 607 79% 159 21% 766 100%
(b) During and after crisis 612 91% 58 9% 670 100%

(FY1998006)

East Asia without China énbsia 2,3B 74% 806.0 26% 3,124 100%
All IFC (FY192D06) 35,512 83% 7,126 17% 42,638 100%

Sourcelnternadnal Finance Corporation

Equity commitments initially were concentrated in the real sectors, shifted
mostly to financial sectors

322 | FCds equity investments in Indonesia durir
real sectors (73 percent), withwdl22 percent in financial sectors and 4 percent in CIVS@able
On the other hand, a substantial PRegonti on of |I|F

(excluding China and Indonesia) were in CIVs (49 percent), with about 26 percertinsaaidse

about 25 percent in financial sectors.-kde equity commitments had 44 percent in real sectors,

and 28 percent each in financial sectors and CIVs. Within the Indonesia equity commitments, there
was a significant shift in the proportion afiggcommitments in real sectors from 91 percent

during the prerisis subperiod, down to 24 percent during the subsequent two subperiods (i.e.,
during and after the crisis)

Table 3.4: Comparative IFC equity invessnmengal and financial sectot®9@2006

Real Sectors Financial Setors Collective Invament All Setors
Vehicles (CIVg)

Net Commitments in US$ No. Commitment No. Commiment No. Commiment No. Commiment
millions and (%)

Indonesia FY192006 30 159(73%) 7 48(22%) 5 9(4%) 42  217(100%)
(a) Precrisis (FY19087) 24 145(91%) 3 4(3%) 5 9(7%) 32  159(100%)
(b) During and aftesisr 6 14(24%) 4 44 (76%) 0 0(0%) 10 58(100%)

(FY1998006)

East Asia without China & 211(26%) 204 (25%) 391(49%) 3,124

Incbnesia (100%)

All IFC 3,15644%) 2,03 (28%) 1,98 (28%) 7,126

(100%)

Notea/ Collective Investment Vehicles (CIVs) are funds pooled from different investors and invested/managed lpyiaateaeqgity, fsucts ¢
mutual funds, investment funds, anct@ing funds.

Sourcelnternational Finance Corporation
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Implementation atrategicobjectives allowed for multiple vahdded roles
with varying success

323 | FCds investment projects in Indonesia sought
strategic bjectives and priorities but with varying degrees of succes8.@gurbe six most
common strategic objectives and pri oradded es, most

contributions, were as follows:

Mobilize long-term finance: About85 percent of investment projects had this objective,
with a 70 percent success rate. As mentioned earlier, mostlofiheBere mobilized
during the prerisis period, with a very low mobilization rate during and after the crisis;
Improve EHS complance capacity and performanceAbout 55 percent of investment
projects had this objective, with a 70 percent success rate;

Support secondtier companies in the industry: About 45 percent of investment
projects had this objective, with atB5 percerguccess rate;

Improve corporate governanceAlmost 38 percent of investment projects had this
objective, with a 45 percent success rate;

Support export or import-substituting projects and increase domestic competition:
About 37 percerof projects hathis objective, with an 86 percent success rate; and
Support linkages to SMEs and rural areasAbout 32 percent of investment projects had
this objective, with a 65 percent success rate.

3.24 The three most notable differences in investment project objeetivesn the projects

approved during the poeisis period and those approved during as well as after the crisis were the

following: (a) a significant decrease, from about 67 percemisfpy¢o about 43 percent (post

crisis), in the projects purggiime EHS capacity building and compliance objective, brought about

by the focus on restructuring during the crisis and thergistperiod, as well as a focus on

supporting existing clients through repeat operations; (b) a marked increase, fr@pexicent 4

(precrisis) to about 63 percent (possis), in the projects pursuing support for settend

companies; and (c) an increase from about 31 percemisfpjeo about 38 percent (possis) in

the number of projects pursuing linkages tBsSihd rural areas. This change was brought about by

| FC8s increasing focus on SME development in the
synergies with | FCds major advi svasresgablishedivi ces pr oj
2003 (PENSA)

About twethirds of the sponsors of investment projects in Indonesia
supported by IFC were local entrepreneurs

325 Local entrepreneurs comprise about 66 percent
investment projects in Indonesia during the review péviodmparable proportion held during

both the precrisis subperiod and the subsequent crisis andrigisssubperiods, as well as between

real sector projects and financial sector projects, as indicate@ib t&loally, about twihirds of

IFC equty investments were also in projects sponsored by local entrepreneurs3sge table
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Figure3.221 FCO6s I ndonesian investment projects suppoc

priorities with varying degrees of success

Value-added, catalytic role & long-term finance-support FDI -
Improve EHS capacity of institutions, and on ground implementation -I

Supporting smaller & second tier companies :_I
Improving corporate governance :—
Support export or Import substitution & increase domestic competition :-
Linkages to SMEs, rural areas :—

Prepare for IPO or improve liquidity of listed shares :-

Strategic Objectives

Improving legislation :I
Devweloping financial sector and sub-sector institutions / infrastructure .

Increase domestic market reach to less urbanized areas

Structural adjustment, including privatization [Real Sector] :|

Frontier markets: ext!ending I FCb6s reach
O succeeded M failed 0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Sourcelndependent Huation Group analysis

| FCds projects in Indonesia had a | o
compared to two IFC samples

326 | EG has developed a methodology that defi ne
of project approval, based on eiggk factors that have been identified through the XPSRs and

other IEG studies as contributing to the outcomes of projecen(sestel, chapter2 Overall,

| FC8s projects in Indonesia have a | owskr ri sk

intensity by IEG, as shown in taBl& About 41 percent of the projects in Indonesia approved
during FY19982005 are considered to have beentigglat the time of approval, that is, they had
four or more (out of eight) risk factors rated asiisgh In comparison, an IR€de sample of

projects approved during FY1898 and evaluated with XPSRs, had 59 percent of projects rated as
high risk at approval. A second sample ofWig projects approved during FY2iRhad 47

percent of projectated as highisk at approval. Compared to the two-VH@Ge samples, the
Indonesian projects in general had a lower proportion efskgponsors, a lower proportion of
highrisk debt service burden (debt leverage), a lower proportionighighdstorted markets,

and a lower proportion of projects approved at the time when the country risk was considered high.
They also had a lower proportion of kigk nonrepeat projects (i.e., new sponsors), and a slightly
lower proportion of highisk greenéld projects, which more than offset the slightly higher
proportion of higkrisk sectors, as well as a higher proportion of projects with low IKC revie
intensity, which is higiisk. The high proportion of highuality sponsors among the Indonesian
projects (about 85 percent), and the high proportion afs&webt service burden or debt leverage
(slightly above 80 percent), were the two most important factors that helped IFC successfully
restructure most of its Indonesian projects that were sighjifazhrersely affected by the country

crisis (see paragrapi33.
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Table 3.5: About twhbirds of project sponsors in Indonesia were local entrepreneurs

Subperiod & Sectors Local Sponsors Foreign Sponsor@ All
Precrisis subperiod (FY1980T) Number Percent Number Percent Number
Real sector projects 23 68% 11 32% 34
Financial sector projects 8 67% 4 33% 12

All projects 31 67% 15 33% 46
Projects with IFQuéy 17 65% 9 35% 26

During and after crisis (FY18886)

Real sector projects 9 60% 46 40% 15
Financial sector projects 5 71% 2 29% 7

All projects 14 64% 8 36% 22

Projects with IFGuey 4 57% 3 43% 7

Entire review period (FY182006)

Real sector progct 32 65% 17 35% 49
Financial sector projects 13 68% 6 32% 19

All sector projects 45 66% 23 34% 68

Projects with IFGuay 21 64% 12 36% 33

Notea/ Foreign sponsors will often partner with a local sponsor as a junior partner.

Souce International Finance Corporation

Indonesia project portfolio development and IFC investment outcomes were
comparable to the rest of East Asia (excluding China), but below IFC average

3.27 The Indonesian project portfolio evaluated achieved only a 4 peccess rate for

development outcomes based on the number of projects, but achieved a 63 percent success rate
based on the amount committed. In comparisonWiE€ development outcome success rate is 60
percent based on the number of projects andré8npén terms of amount committed for projects
evaluated with XPSRs and approved during the same period. This indicates that larger projects in
Indonesia and IF@ide were more successful compared to smaller project3. ftaléhile the

Indonesian @sis of 199399 largely explains the belwerage development outcome success rate

of the Indonesia portfolio, the sector composition of the Indonesia portfolio also influenced the
portfolio development result$he belowaverage proportion of IFC prdjgi the infrastructure

sector and the financial sector in Indonesia partly explain the comparatively lower development and
investment outcome success rate of the Indonesia project portfolio. Globally, the development
outcomes and investment outcomdsfadistructure projects and financial sector projects tend to be
above average for all IFC sectors. Furthermore, the development outcomes of the Indonesia
portfolio were adversely affected by the prolonged recovery of the country from the crigis of 1997

99. In particular, projects with weak sponsors (generally the smaller projects), and those that had
very little or no export revenues, suffered most among IFC projects. Projects in financial distress that
took a long time to restructure (i.e., more tharyears) also had low development outcomes.

Many norexporting IFC projects with foreign currency loans were nonetheless successfully
restructured and achieved satisfactory development outcomes, despite the country crisis, because of
low debt leveage athe onset of the crisis
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Table 3.6: The Indonesian project portfolio has a lower proportion of high risk projects compared to
two IFGvide samples

Indonesia project portfolio IFCGwide samples
46 projects 15 projects All 61 Sample 1 Sample 2
precrisis duing ad post projects 329 pyiects 210 poyjects
(FY199m®7)a/ crisis (FY1990 with XPSRs  (FY20004)
(FY1998005) 2005) (FY19999)
Highrisk projects (four to eight 48% 20% 41% 59% 47%

highrisk factors)

Notea/ The fiscal years of projecbaglsrare shown in parenthesis.
b/ Seeendnoteftr a description of the eight risk factors.

Sourcelndependent Evaluation Group analysis based on World Bank Group Board reports, Project Supervision Reports

3.28 All three IFC infrastructure projeen Indonesia achieved both high development and

investment outcomes. Twohi rds of | FC6s agribusiness projec
also twethirds of its textile projects (six out of nine), all exp@nted, achieved high development
outcomes, higher than IkGde average for projects in these two sectors respectively when

evaluated with XPSRs. However, onlytbing of the agribusiness and textile projects achieved

high IFC investment outcomes because of the underperformancé sf IFE qui ty i nvest me
caused by slow economic and stock market recovery in Indonesia. In particulacrigie post
agribusiness projects reflected | essons | earne
better linkages with farmers, SMI&d, the rural economy. While only-twadf (four out of eight)

of |I'FCds banking sector projects awdbaveraged hi gh
in this sector), the three SMEented banking projects all achieved both high development and
investment outcomes. Finally,treef t hs (t hree out of five) of |F

projects in Indonesia achieved high development outcomes, wifth&achieved high IFC

investment outcomes, both success rates higher thatidd-@verages. However, all these sector

level success rates in Indonesia are based on a small number of projects and cannot be compared in a
statistically meaningful way with 4&ide averages.

3.29 Likewise, IFC investment outcome success rate for the liadoof®lio is only 48

percent based on the number of projects, but 55 percent based on the amount committed. In
comparison, IF@vide investment outcome success rate is 56 percent based on the number of
projects and 62 percent in terms of the amount @¢tedmIFC investment outcome success rate in

Il ndonesia was deeply depressed by the severe i
country, which only had a 58 percent success rate compare@itdBZerage loan success rate of
74 percentsge tabl8.8. The Indonesian loan and equity portfolio had a peak reserve for losses in
FY1998 equivalent to about 35 percent of the aggretsisnding amouiiut the proportion of

loss reserves is not as high as in some other country portfokapdhi@nced a country crisis after
1995 (e.g., Thailadgeak of about 45 percent in 2000; Ragséak of about 48 percent in 2000;

and Argentindé peak of about 55 percent in 2002).
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Sourcelndependent Evaluation Group

330 Compared
China), the Indonesia projeattfolio achieved both a comparable development outcome success
rate (45 percent versus 46 percent), as well as loan portfolio investment outcome success rate (59
percent versus 58 percent, see 8a8le However, equity investments in the EastRegjan
(excluding China and Indonesia) had a higher success rate (43 percent) compared to the Indonesia
equity investment success rate (33 percent). The lower equity success rate of the Indonesian portfolio
is mainly due to the slower possis economic arsiock market recovery in Indonesia compared to
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that of the rest of the Asian countries that were affected by the Asian Crisis, and the more severe
impact of the crisis in Indonesia in terms of decline in GDP growth brought about by the crisis,
compared tehe rest of East Asia. The comparable loan portfolio investment outcome success rate
of the Indonesia projects when compared to the East Asia region (excluding China and Indonesia)
was mainly due to successful loan rescheduling or financial restafchosigf the Indonesian

projects carried out by a ftithe team of restructuring specialists relocated to Jakarta by IFC; the
cooperative attitude of most project sponsors
leverage of mamf IFC& clients in Indonesia at the onset of the crisis, which made loan

rescheduling or restructuring more viable. The higher success rate of the Indonesian equity portfolio
compared to the rest of East Asia (excluding China and Indonesia) was due tatgetter equ
investment structuring and more creditthy Indonesian sponsors as equity put option olfligors.

3.31 Larger IFC project commitments (implying larger projects) tend to have better IFC work
guality and better development outcome success rates in tiesibmdprojects and in [R@de
projects evaluated with XPSRs, as indicated i3 fabgow. Small IFC commitments (i.e., less
than US$2 million) tend to be mainly eeprity commitments, which, by their nature, are riskier
than senior loans.

Table 3.7Projects with larger IFC commitments tend to have a higher development outcome
success rate

IFC commitment amount (in US$ millions) per project

Indonesia projects (FY182003) <1.0 01.0<50 050<100 010.0<20.0 020.0
Development outcesmeeess rate 0% of 1 0% of 10 38% of 8 41% of 17 72% of 25
High IFC work quality 0% of 1 20% of 10 25% of 8 53% of 17 64% of 25

All evaluated IFC projects (FY$2002 a/

Development outcomeesss rate 53% of 34 48% of 92 57% of 136 59% 6166 68% of 199
High IFC work quality 58% of 34 55% of 91 57% of 133 68% 0165 77% of 197

Notea/ Based on 627 (619 randomly selected XPSRs plus 8 discretionary) XPSRs of projects d[3002ehthevalga6d during i©6960f the
627 XPBs7 were not rated fl6€ work quality ratings.

Sourcelndependent Evaluation Group analysis of XPSRs

3.32 Compared with the projects evaluated in Eastern Europe and Central Asia, which were
affectel by the Russian Crisis of 18@Bat the same timethe Indonesian crisis, the Indonesian

projects underperformed in terms of both their development outcome success rate and IFC
investment outcome success rate. The most likely explanation for this is the quicker recovery of the
Russian economy from itssigj a recovery that positively impacted the economies of the

neighboring countries of the former Soviet Union.
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Table 3.8: The Indonesian evaluated projects approved during and after the crisis performed better
than the prerisis projects and IFC average

Total No. % with high development outcome
of Projects
Investment outcome
Loans Equity
Indonesia Projects (approved F20038) 61 46% 58% of 50 33% 0f 33  42% 48%
(i) Projects approvedagisis (FY1990r) 46 39% 56% of 39 27% of 26 3% 41%
(i) All other projects approved FZ0098 15 67% 64% of 11 57%of 7 71% 67%
Projects in East Asia (excluding China & Indones 40 45% 590% of 32 43% of 21  48% 50%
XPSRsa/, ¢
Projects in Eastern Europe & Central Asia (exclu 121 68% 71% of 85 34% of 68 69% 79%
Turkg) with XPSRa
All IFC commercial bank projects w/ 2PBRs 86 60% 78% of 63 56% 0f 32  75% 64%
All IFC infrastructure projects with 3PSRs 55 82%  86% of49 43%o0f28 82% 87%
All IFC general manufacturingv&ee projects with 172 53% 67% of 157 25% of 79 58% 60%
XPSRsa/
All IFC projects with XP8Rs 619 60%  74% of 465 31% of 321 64% 66%
(i) Projects in frontier countries at approval 321 61%  74% of 235 34% of 17¢ 67% 66%
(i) Projects in nfvontier countries 298 59%  73% of 230 28% of 148  59% 66%

Notesa/ Projects approved in FY:2002 and randomly evaluated20@%5
b/ Excluding microfinance institutions.
¢ Korea, Philippines, Thailand, Vietham

Sourcelndependent Evaluation Ganafysis

3.33 By their nature, equity investments are riskier than senior loans. -\Winlel pjects

evaluated with XPSRs, the success rate for I FC |o
equity investments is 31 percent (talfethe l#er being more similar to the equity success rate of
venture capital funds$. FC6s equity investments worl dwide in pal

risks generally unique to IFC as a US dollar and developiseted investor:

Devaluation and remittee delay risks. IFC invests in US dollars, but exits its listed equity
in local curency, and may also exit its unlisted equity through equity put options, typically to
the sponsors as put obligors, in local currency unless specified otherwiseitiy plaé equ

option agreement. Conversion of equity exit proceeds to US dollars is more subject to
exchange rate volatility and remittance regulations compared to debt service payments on

IFC loans;

Equity acquisition price (or conversion price from loaruttyeqvepayment risk. The

ri sk of I FC paying 0t sharesmanarséfromanumbergptii ri ng t he
scenarios: an overvalwuation of existing busine

(EPO) formula that inadequately compensa@é$adiHts risks; or an investment by IFC

near the peak of the business cycle, when share/asset prices are highest (companies
approach IFC for financing projects near the peak of the business cycles). Valuation of an
existing business/asset (and/or conigarkisted companies being used as market

references) should be based on financial statements and information prepared according to
International Accounting Standards (IAS) or according to International Financial Reporting
Standards (IFRS). To the exteat local accounting standards diverge from IAS or IFRS,
profits and asset values are generally higher than under IAS or IFRS. Using comparable
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listed companies as asset price references should also adequately reflect a liquidity premium
for the listedlsares;

Exit risks due to illiquid markets (for listed shares); difficultig®icig/realizing equity

put options; or difficulties in selling a small equity stake to strategic investors. Equity put
options are | FCd6s mai policelxnitirtig shareholdirgnhile m b e c au
private equity and venture capital investors take substantial minority or majority stakes and
seek listing or sale of the company or their shareholding to a strategic investor;

Minority portfolio investor risks, maiflgm potential sponsor mismanagement, diversion

of company assets, s##faliry, or conflicts of interests; and

Potential conflictsii | FC&6s r ol e-anpaticibaptshad @her synaidatedh B
lenders) and as shareholder when a company exgssfiieguacial difficulties. In such cases,

IFC first acts as a lender, andosdinates its interests as an equity shareholder.

Despite the crisis, | FCds equity por
Is comparable to IFC average

3.34 Thecomparatvedferor mance of | FC6s equity portfolio
success rate of 33 percent for the entire period, comparable to the 31 percent success rate for all
IFC-evaluated equity investments. Howevegrjgie equity investments in Indonasi only a 27

percent success rate, with successful equity investments existing only in the real sectors, and all
financial sector collective investment vehicle equity investments, being unsuccessful. In contrast, the
seven equity investments approvethduand after the crisis had a 57 percent success rate, although

the difference in success rates is not statistically significant because of the small number of equity
investments approved during and after the crisis. Financial sector projects debthéykelaged

by nature, and a major economic crisis can easily wipe out their equity. Financial sector projects earn
mainly local currency revenues and can be exposed to local currency devaluation risks on their
foreign loans unless they can hedgass pn the devaluation risks to customers. The latter is only
effective, however, if customens wéthstand a substantial lecatrency devaluation and do not

default on loans in the first place. M@positaking financial intermediary projects, sisdeasing

entties, also need access to {ogakncy loans to replace maturing IFC and other foreign loans in

order to continue or expand their operations. In the absencess taclocalurrency loans when

the Indonesian crisis unfolded, thesedepositaking financial intermediary projects collapsed.
Furthermore, financial sector projects are mostly regulated entities, with regulators intervening
whenever the financial entity experiences financial distress. These three factors (i.e., high debt
leverage, lack of access to toaatency loans, and regulatory intervention) make a eestiibor

sponsofied restructuring of financial sector projects more difficult. Thus,-tiresisrénancial

sector projects were all unsuccessful equitynmerestfor these and other reasons. Therfxie

collective investment vehicle projects, such as private equity funds, also failed because their equity
investments in secotidr companies and new ventures collapsed with the crisis, and the returns on
their mainly foreign currency equity capital were substantially depressed (in foreign currency terms)
because of the substantial devaluatitmedtupia{Rp)®> Finally, the successful joresis equity

investments in the real sectors had equity put oftioreditworthy sponsors, with some equity put

options specifying minimumUS debaa s ed r et urns for | FCds investn
returns on the equity put options were not hig
equity investmes from devaluation risks. The sector patterns of successful and unsuccessful equity
investments in Indonesia are illustrated in fgydre
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Figure 3. 4: | FC6s equity investment success patte
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Sourcelndependent Evaluation Group

| FCds portfolio was <ffectigetcrisis nespgnseo f i t ab | e
to equity investments in companies with Jajigality sponsors

3.35 Over the entire review period, the Indonesian loan and equity portfolio had a net income

contribution equivalent to about 0.5 percent of the average loan and egtibemwoutstanding
(excluding unrealized capital gains on active equ
income contribution fell substantially below-Wi@e average net income, equivalent to 4.4 percent

of the average loan and equity ontktey for the same period (FY182006), and was mainly due

to the country crisis. Pagisis (FY20G@06) net income contribution of the Indonesia portfolio

improved to 6.4 percent of the average loan and equity outstanding (excluding unrealized capital

gains on active equity investments), the same-agdé&@verage for the same period, partly because

of the lower risk intensity at project approval ofgss Indonesian projects, and partly because of

the gradually improving country economic pednom and GDP growth. The impact of the

Il ndonesian crisis on |IFCbds project portfolio was
of most projects that were severely affected by the country crisis, whicwas tiacilitated by

the sigificant proportion of higlguality (or lowisk) sponsors, the relatively lower debt leverage of

precrisis Indonesian projects at the time of project approval (compared to IFC average), and an

effective IFC restructuring strategy involving -tiffudf restructuring staff that moved to Indonesia

for this task. Finally, despite the crisis, the
many of which were denominated in US dollars to remove devaluation risks and had some minimum

return provisios.
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Precrisis agribusiness projects had limited linkages to farmers and SMEs, but
postcrisis projects were better designed for broader rural development
impacts

3.36  The five precrisis agribusiness projects in Indonesia were not originally designedalt apprai

to have significant linkages to farmers as sources of agricultural product inputs, relying instead on
companyowned plantations for sources of raw material. Two projects used a large number of retalil
outlets to market their products, while the othreetbxported the majority of their products.

Nonetheless, during the project operation phase, some agribusiness companies began to develop
supply chain linkages with farmers and SMEs, but in a limited and experimental manner. In contrast,
most of the elen postrisis agribusiness projects, particularfythpproved over the period

FY200806, were designed during appraisal to have more supply chain linkages to farmers and
SMEs, thereby enhancing their rural development impacts.

| FCG&6 s t-ovientedcbhmnercial bank projects successfully financed a large number of
SMEs

337 | FCds indirect financi aloriestedfinawialintermediareMEs t T
(see box®.land paragrapl&52and3.53 has largely been successful in reaching a larger nEimb

SMEs. The key to this success was the SMEdioGinancial intermediaries, coupled with IFC

equity, loan, and advisory servicethe financial intermediaries. IFC equity provided the additional

capital base to support a larger lending pragmerto neet prudential capital adequacy
requirements; | FCds term | oan helped match | on
term loans; and advisory services helped the banks build institutional capacity to reach out to SMEs
and to improve irnal processes for risk management.

3.38 Indonesia has the most extensive network eprafit and forprofit microfinance

providers among developing countries operating within a supportive regulatérgmedosesred

by very active local microfinanceustdy advocacy groups and associations. However, SMESs in
Indonesia still encounter obstacles in access to financing partly because of existing collateral
requirements for loans, and partly because most commercial banks prefer to serve larger
corporationswhich are more profitable and less ktensive to serve. They are also confronted

with banksd preference f or ,whiohyp®sde anrageepfablen ds i n
profit margin above the savings deposit rates. Thus, there argélsadpe for improving access

to financing for SMEs in Indonesia.

The environmental performance of the projects in Indonesigas belowlFC average

3.39 Only 54 percent of the 41 pasis projects in Indonesia that were evaluated received a
satisfactory emainmental, and social effects (EHS) rating. Twelve of these projects, which were
approved during and after the crisis, received only a marginally better satisfactory rating of 58
percent. ese ratings are both bel®€-wide average satisfactory ravih@8 percent for projects
evaluated with XPSRs, as shown in 88leAmong the prerisis projects evaluated, all four of the
leasing company projects and two of the four private equity fund projects had unsatisfactory
environmental and social effeeittngs. The 32 real sector projects evaluated were approved during
the precrisis period and received an environmental and social effects satisfactory rating of only 59
percent. Although the three possis financial markets projects evaluated Hapead®nt

satisfactory rating, the nine passis real sector projects evaluated still had a low satisfactory rating
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of 56 percent. While companies in financial distress during and immediately after the crisis may place
priority on solving their finamatiproblems and avoiding bankruptcy rather than on EHS compliance,
there is no reason why EHS compliance should contiheestibstantially lower thi&Co average

six years out of the crisis. In particular, betteéy B¥LS supervision can help impr&téS

compliace of the Indonesian portfofid-ive of the prerisis projects evaluated had insufficient

EHS information and their environmental and social effects could not be rated; two of these were
investments through an international investment(fucallective investment vehicle) that did not

provide IFC with EHS information in two real sector investments in Indonesia before the fund was
closed following the crisis.

3.40 The sector composition of the Indonesian portfolio partly explains the below raegg

for environmental and social effdtable 3.9) The Indonesian real sector projects operated mainly
in the agribusiness sector, the general manufacturing sectors, and the chemitalkrsectors
sector groups that have below average satigfactironmental and social effects ratingsiig€.

In contrast, infrastructure projects receive above average ratingdeRitit the Indonesian

portfolio includes only a very small proportion of these. Finaltyigisdinancial market projects

in Indonesia had a low environmental and social effects rate, principally becausenpliaoce

with process requirements (e.g., the implementation of an environmental monitoring system) and
tardy reporting to IFC. However, possis financial marketojects in Indonesia haaelightly

higher environmental and social effatihgs compared to all IE@&nancial markets projects
worldwide evaluated with XPSRs.
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Table 3.9: Environmental aodialeffects ratings of lonesian projects are beltCand East
Asia (excluding China and Indonesia) averages

Number with

ESHS Number with NC Satisfactory EHE
Caegory C or ra%i/ng ratings
N/A &
Indonesia Projects (approved FY2DEE) 3 5 55% of 53
1. Projects approvedqgisis (FY19607) 3 5 54% of 41
(a) Real sector projects 0 1 59% of 32
(b) Financial market projects 2 & 2 43% of 7
(c) Collective Investment Vehicle projects (CIVs) 1 & 2 0% of 2
2. Projectspproved during and after tises¢FY1993003) 0 0 58% of 12
(a) Real sector projects 0 0 56% of 9
(b) Financial market projects 0 0 67% of 3
(c) Collective Investment Vehicle projects (CIVs) 0 0 No projects
Projects in East Asia (excl@hinga and Indesia) wittKPIRs 3 3 67% of 36
Projects in Eastern Europe and Central Asia (exdtagjngitfiu 2 6 77% of 115
XPSRs
All IFC projects with XP8&Rs 15 35 68% of 577
(i) Projects in frontier countrigipiatval 9 16 64% of ¥
(i) Projects in nfyontier countries 4 16 72% of 280

Notea/ N/A means Not Applicable. Projects withEhiafietts (such as credit rating bureaus and mutual funds that invest in listed
given a Category C designation e@d¢izHScompliance and reipgy requirements.

b/ NOP means No Opinion PossililélGmerformance) because of ldekShformation IRC project files.

¢/ One project was incorrectly designated a Category C project and should have beercreqmined BHSrequietménts.] F C06 s

o This project was incorrectly designat edEHSeqieanerdgsgor y C
e/ 627 projects (619 randomly selected XPSRs and eight discretionary ¥&8RsY 29pPO02 were evaluated with XPSRs, of which
were global or regional operations and were not assigned either a frontier desmmation. Of these 23 global/regional operations, 1
evaluated fenvironmental and social effeatsre designated as N/A, and 3 as NOP.

Sourcelndependent Evaluation Group analysis

3.41 IFC supported five agribusiness companies in Indonesia with plantation operations (palm

oil, rubber, banana) through six investment operations (one company éadravesppment). One

company was established to acquire and operate existing agribusiness plantations and processing
operations, but I FC0s | oan was repaid within o
environmental information to rate. Theeotfour agribusiness companies had expanded both their
plantations and their processing capacities througgupfpOrted projects. All the expansion
plantations complied with | FCb6s forestry polic
scrubforests in previously logged areas that have been cultivated to varying degrees by small farm
holders. There were also no significant resettlement issues. However, the processing facilities of all
four companies had n@ompliance issues in one or mdrihe following areas: wastewater

effluent quality; air emissions quality; industrial noise; and worker health and safety. EHS reporting

to IFC has also been tardy, resulting in ratings for all four companies of partly unsatisfactory. This
illustrateste t ypi cal EHS performance of | FC0s Indone
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3.42 Projects in the agribusiness, chemicals, and manufacturing sectors are mainly designated
Category o0BO6 projects for EHS rléevelBHS psiusringhes es, mean
sense that they have limited potential adverse social or environmental impadvtiat ar

number, generally sgpecific, largely reversible, and readily addressed through mitigation measures.

I n contrast, EH Ssuthas extracive yndustries prgjecto(g@ne raasts |,

infrastructure projects), pose high EHS risks in the sense that they have potentially significant

adverse social and environmental impacts that are diverse, irreversible, or unprecedented. Projects

with low EHS risks, such as those in the industrial services and education sectors, are designated
Category 0C6 projects, meaning they have no or on
environment al i mpacts. Final lanciCalt emgaorrkye todF.l 6 Ipk @
supervision priority $wictuhs eGa toeng oQayt edgBodr yp rooA 6e cptrso js
freqguently unless a serious EHS deficiency has be
standards, and procedures, apgd by the Board in early 2006, address many of the shortcomings

of their earlier incarnations. Coupled with | FC&s
investment officers understand | FCO®maskidiS pol icies
the staff of the Environmental and Social Development Department in supervising EHS compliance

and other EHS oversight functions, they are expected to result in better EHS supervision and

performance of projects in the future.

| F C 0 sterm ftsmonse to the country crisis
Restructuring financially distressed project companies and lessons learned

3.43 As local businesses began to experience the full effects of the country crisis, IFC adjusted its
investment activity, focusing less on new client gemasid and more on helping its existing client
companies cope with the crisis. Figusshows the steep decline in IFC investment activity with

both new and existing clients dufiYg.9982002and particularly negligible investments with new
clients durig FY19982000.

3.44 During and immediately after the crisis, Indonesian businesses suffered, not only because the

large domestic corporations were heavily exposed ttestmoforeign debts and becauseRingiah

had substantially depreciated, but also leeohtie political uncertainty surrounding President

Suhartods ability to rule due to his deterioratin
preceding the crisis, large Indonesian corporations had borrowed heavily in foreign currencies to take
adwantage of much lowenérest rates compared to lemarency loansyith the expectation that

the Rupiatwould not significantly depreciate. In addition, Indonesian commercial banks had

insufficient lending capacity to meet the needs of their coiglienaite The latter was partly driven

by the fact that there was little confidence in the banking system, which was dominated by

governmenb wned banks and whi ch, in turn, hampered ban
base. Corporations welsocawary of their relationships with domestic banks because of the absence

of confidentiality regulations and the fear that sensitive financial and corporate information could

find its way to third parties. In any event, Indonesian corporations diddchtu redy on domestic

banks because of the easy availability of loans from foreign lenders.
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Fi gur e 3 -crisisinvestn@ri commitments were mainly with new clients, while in the post
crisis period, they were primarily with existing clients

IFC's investment activity with existing and new clients, 1990 - 2006

$200 +

$180 +

Tsunami

$160 +

Asian Crisis

$140 +

$120 +

Suharto steps down

$100 +

Government Decentralization

$80 +

$60 +

Total Investment Per Year (US$ million)

$40 4

$20 +

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

. . . Fiscal Year
B Existing Client @ New Client

Saurce International Finance Corporation

3.45 Popular protests in early 1998 against government corruption and mismanagement
culminated in larggzale riots and violence in which nearly 1,200 people perished. The exchange rate
collapsed by more than 50 petciEom Rp3,000 per US dollar in early May 1998 to over

Rpl6,000 by June 1998. The foreign exchange market experienced unusually low trading volumes,
with virtually no one supplying US dollars, and there was pressure for capital flightpsehefcolla

both the economy and the financi al mahkset s | ed
a result of the unprecedented political uncertainty and lack of confidence in Indonesian financial

mar ket s, | FCds c¢l i en bnsforacessing in@easinglhasdarcé wovkingr i ab |l e
capital.

346 The | evel of political uncertainty remained

Indonesia had four subsequent heads of state between 1998 and 2004. During this period, Indonesia
grappledvith the transition from an authoritarian to a democratic system. Much-deadisnon

authority was decentralized to the regional and local levels in an attempt to give greater voice to civil
society and to foster transparency. However, there waspread lack of local capacity to govern

and of governance systems throughout the céuntry.
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Shortterm response to crisis: loan restructuring, equity injection, and working
capital to existing clients

3.47 During and immediately after the crisis @2%®3)there was a sharp decline in private

sector investment (figu2e), leading to an almost complete lack of demand forfitkBicing of

investments. Therefore, rather than develop new clients, IFC focused its activities on addressing the

needs of existingients through the provision of working capital and the rescheduling of loans to

address the fact that there was no access téeshotbans from local banks. IFC also worked to

restructure the liabilities of clients in serious financial distréssidsestainable debt levels. Other

activities included the provision of equity for the recapitalization of clients with unsustainable

| everage or for those who failed to meet prudent.
centered on ediishingafult i me t eamubd omwor&structuring specialdi
Operations Department to work on rescheduling or restructuring in Indonesia exclusively over a

period of several years, with strong legal support from both exterir& égylers. The

restructuring strategy also involved categorization of clients, first according to the degree of

feasibility of restructuring, then according to the size of IFC exposure and the complexity and likely

time needed to arrive at an agreeduating plan with the company. The objective was to

restructure the easiest cases first, and within this group, give priority to clients with large IFC

exposures. It was also necessary to decide on the liquidation or company sale options for potentially
Ohopelessd cases in instances where it was esti ma
would cost less than restructuring efforts. Another element of the restructuring strategy was

cooperation with the World Bank staff in Indonesia aReiffion to help focustige ver nment 8 s

attention on systemic restructuring issues faced by private sector companies that required

government intervention or action. Significant benefits of utilizing a separate, specialized

restructuring staff to work alistressed companies, as opposed to drawing on the sector
departmentdéds transaction and supervision staff, a
perspectived, their specialized restrructuring ski
relationships that could potentially affect the restructuring options to be considered.

348 | FCds response was | argely driven by the fact
to shortterm bank borrowings for working capital or trade finanddts financial markets clients

had lost so much equity capital that they no longer met prudential capital adequacy requirements.
Non-exporting companies in the real sector with foreign currency debts were the hardest hit. Their
situation was particdlaacute if they relied on imported raw materials Rsprethad rapidly

depreciated in value relative to the main foreign currencies used in international lending. At the
onset of the crisis, IFC had active investments in 41 Indonesian compauniedeeGk

rescheduling and restructuring operations involving 16 of these client companies, of which 6 were
loan reschedulings, 6 were restructurings of real sector companies, and 4 were restructurings of
financial markets companies. Eleven of the ditecadings and restructurings, involving a total

original IFC net commitment of about US$899 million, are considered successful. Five are
considered failed restructurings as IFC and the company sponsors and/or other creditors did not
reach an agreementttheovided a financially viable plan for recovery of the company. The five

failed restructurings, of which three were real sector companies and two were financial markets
companies, led to bankruptcy or liquidation of the companiesekétytransactisiave been

identified as directly linked to these sixteen restructurings as show.ibtéthieinteresting to

note the difference in the type of IFC transaction response between financial sector and real sector
clients.
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Table 3.10: Sixteen Inder@® projects were restructured mainly through straight debt restructuring
for real sector projects and equity support for financial sector project2(D297

Total Numbe . Working  Swap Debtto  Waiver of Loan Debt to
of Equity Debt . . . Quasi
. L Capital  (Currency Equity Fees or Forgiveness .
Restructuring Injection Restructure . . Equity
. Loan Hedge) Conversion Penalties (.50%) .
Transactions Conversior
Restructurings (16 57 12 17 5 6 8 3 2 4
projects)
Financial Market§&4 projects)
Number of Transactions 21 4 5 0 0 7 0 1 4
by TypeFinancial
Markets
FM Transactions as a % 7% 9% 0% 0% 12% 0% 2% 7%
Total IFC Transactions
Transaction Type as a ¢ 19% 24% 0% 0% 33% 0% 5% 19%

of Financial Markets To
Transactions

Real Secto(12 projects)

Number of Transactions 36 8 12 5 6 1 3 1 0
by TypeReal Sector

Real Sector as a % of tc 14% 21% 9% 11% 2% 5% 2% 0%
IFC Transactions

Transaction Type as a ¢ 22% 33% 14% 17% 3% 8% 3% 0%

of Real Sector Total

Sourcelnternational Finance Corparati

3.49 Due to the nature of their operations, real and financial sector companies required unique
combinations of restructuring and new financing interventions from IFC. As a result, the four
principal transaction types for real sector clients were tlelotueags, equity injections, working

capital loans, and currency swaps. Financial institution clients differed in that IFC also employed
debtto-equity swaps and conversion of straight debt to quasi equity, in addition to equity injections,
which mordlirectly impacted capital adequacy and capital structure.

3.50 Among the reasons for the five failed restructuring attempts weraliyv(higkrisk) or
fraudulent sponsor/management, an unreliable judiciary, complete market collapse, crop disease, and
natual disaster.

Supporting the recovery and privatization of commercial banks

3.51 IFC was instrumental in helpiBgnk NISPwveather the financial crisis. At the tihe,SP & s
portfolio was concentrated domestically on SMEs and its loans were predominanitigtddnio

rupiah Many of the larger banks were either exposed to highly leveraged SOEs and large domestic
enterprises or were themselves undercapitalized and heavily exposddnm $tiaign currency

debt.
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Box 3.1: Commercianksupportd BankNISP

Bank NISP (NISP) was founded in 1941 in Bandung and grew to become onggebtlealangs bank
in Indonesia. It was upgraded to the status of a commercial bank in 1967, obtained a foreign ex
license in 1990, and was listetthe Jakarta Stock Exchange in 1994.

I FC identified Bank NI SPJ sdislH¥ appeved ao$i0 niliendieel
year loan (disbursed in two equal tranches) to assist Bank NISP expand its SMiE finatnoitey |y
for exporters needing trade finance. A fui
| F C 8 sd opeeation im January 2000 involving: (a) a $5 million equity investment, (b) conversi
first $5 million loan tranche to equity; (c) transformation of the second $5 million loan tranche int
convertible loan; and (d) an advisory services pazlkageove risk management. In 2004, IFC
undertook a third operation involving a US$35 milliory&ige senior loan designed to help NISP
diversify its liability structure, reduce maturity mismatches, and provide further support to its SM
lendingactivities. This loan also helped NISP expand its other activities (e.g., mortgage lending

requiredlonggr er m f unding. At that ti me, al memt a
deposits (85 percent of total liabilities). By grayidnger maturity debt, IFC would help reduce the
duration and maturity gap, thereby reduci ng(

Through its financing and advisory services operations, IFC aimed to improve the capital structy
corporate governan@d risk management systems of NISP and in so doing increase its compet|

thereby devel oping a more robust I ndonesi a
NISP withstand the country crisis, but would also position it to plagradéedn a more consolidated
and competitive postr i si s banking sector. | FC6s stra

NI SP6s equity base, (2) shelter NISP from (
(3) send anriportant signal of confidence to other investors to encourage their participation in a |
sectofled recapitalization.

NISP was one of the few banks that survived the country crisis without a government bailout, pg
because of | MO Pairnvegstbmemtus,e aoaf NI SPds sm
adversely affected by the country crisis; NISPs main clients were SMEs that were less adversel
the country crisis. NISP was thus perceived by the market as a sustaitédihguality bank, and it
increased its deposit base during and after the country crisis as savers stapitaiized and
profitable banks into which to deposit thei
performing loans (RLs) peaked at a relatively moles] compared with the widespread collapse
suffered by most of its competitors that were overexposed to large, highly leveraged corporatior
stateowned enterprises (SOEs). Over the periodd2081, NI S P @lgo grevime and pat timed
more than its peers Since the beginning of |-E0C& tee nunmber
of branches increased dramatically from about 50 to 168.

NISP, a relatively small but successful bank that had US$h.8ddllirs of assets as of December 31
2004 (or 1.6 percent of the total financial sector), nonetheless attracted the interest of OCBC of
which acquired 51 percent of NISP&ds shares

spport to NI SP, a period that also witnesss-

3.52 IFC recently committed to supporting the expanded operations of another Indonesian bank,
Bank Danamon (Danamdajhrough the provisioof a sevetyearRupiakdenominated loan.
Danamon i s | ndones ialé&dlsandalofgtwhh NISR,ra qharkettleaderomSME r ¢ i
and consumer finance. LongeEm financing will help Danamon meet the local demand for

medium and longterm financing from the underserved SME market. The fact that the loan is in
rupialleduceshe kanks exposure to the sacoerency risk that brought most of the large

commercial banks to their knees during the financial crisis.
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3.53 There continues to be unmet demand among the kovéemiddldier SMES in Indonesia

for medium and longterm local currecy financing. Although tigevernment has been promoting
consolidation of commercial banks and has made great strides in stabilizing the banking industry,
domestic commercial banks are hesitant or unprepared to target smaller regional businesses as a
meaingful customer base. Most Indonesian banks rely heavily on dodisgeréénding and often

require high collatera-loan coverage ratios of up to 2:1. In order to properly serve SME clients,
which typically lack the type of collateral of largedions (i.e., large fixed assets), domestic

banks must shift to daflow or business lendin§Cd alvisoryservices unit, Program for Eastern
Indonesia SME Assistance (PENSA), is currently working with Indonesian commercial banks to help
them betteserve the domestic SME market.

IFC Advisory Services operations
Restructuring financially distressed project companies and lessons learned

3.54 IFC increased the use of advisory services in Indonesia starting in FY1999, at the end of the
crisis subperiod anddnthe postrisis subperiod, focusing mainly on providing access to finance to
SMEs and capacibyilding services for SMEs through the PENSA facility. IFC had 80 committed
advisory servicesoperations in Indonesia during the review period, aggrégatioyt US$26

million of funding commitments, of which about 5 percent (excluding IFC staff costs) is funded by
IFC, with the balance of 95 percent funded by various donors; a total of US$13 million was spent
through June 30, 2006. The 80 advisorgssmperations were funded as follows: PENESA

operations involving US$8.1 million (62 percent); Technical Assistance Trust Funds2TATF)
operations involving US$2.9 million (22 percent); Foreign Investment Advisory Serviég23FIAS)
operationsnvolving US$1.5 million (11 percent); and Funding Mechanism for Technical Assistance
and Advisory Services (FMTAAS) operations involving U&$ million (4 percent). Mastthe

advisory services operations (74 percent) were undertaken only sinfcerfrd@®mbination of

the PENSA initiative and | FCds owmnAdvisorydi ng Mec
Services (FMTAAS).

355 About 80 percent of | FCds advisory services
(a) around 34 percent are ie fimancial sector, mainly facilitating access to finance for SMEs;

(b) about 25 percent are in agribusiness, mainly for supply chain sustainability as well as supply chain
linkages between farmers or SMEs and larger processors or exportee@n®(cpercent are

for technical servicemainly for SME institutional capacity building as well as production and
marketingelated assistance. Despite the large percentage of the advisory services funds going to the
financial markets (34 perceng #re agribusiness sectors (25 percent) in which IFC also has

significant proportions of its investments (24 percent financial markets and 18 percent agribusiness),
there have been limited linkages between advisory services operations and investomsninoperat
Indonesia. While this is largely due to the difficulty in synchronizing the timing of advisory

operations and investment operations, this situation may also be partly explained by the small
proportion of advisory wreresourcesehsough BMTAAS (A4c omi ng f
percent). Donefunded advisory services through TATF (22 percedvisbryservices funding)

and PENSA (62 percentanfvisoryservices funding) magb mor e di fficult to I ir
investment operations because ofithev er gi ng of donorsd priorities
investment opportunities.
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3.56 Based on the broad sector coverage and generally satisfactory advisory services supervision
ratings of the projects, the advisory services objectives in Indonesia Hakgeheaaohieved in line

with the incountry regional strategy, through both direct and indirect support. Direct support to

clients was provided through governance, upstream linkages, and risk management advisory services
operations; while indirect suppeas accomplished through advisory services operations for

improving the general investment climate. Although the primary advisory services focus was on

SME capacity building and access to finance, there were other tooysaxdyadvisory services

operdions on social and environmental issues, as well as diagnostics to improve the business
enabling environment, through regulation, investment policy, and removal of administrative barriers

to foreign direct investment inflows.

3.57 The supervision sadfzaluatin results for the 35 active advisory services projects with

ratings as of June 30, 2006 are as follows: around 43 percent of ongoing advisory services projects
areseleval uated by I FC staff as oon tr arceht@s t o meet a
having some areas of underperformance; and about 3 percent as demonstrating significant
underperformance. For the 30 projects (out of 35) with available expenditure information, the total

estimated expenditures were $3.4 million, up to the tsekenMaluation in 2006 or 17 percent of

the total advisory services project committed funding of $19.9 million under all programs (i.e.,

PENSA, FIAS, TATF).

3.58 For completed advisory services projects, IFC produces a project completion report (PCR)
that comainsaseék val uati on of the projectsd devel opment ef
following five sulindicators: (i) strategic relevance, (ii) output achievement, (iii) outcome
achievement, (iv) impact achievement, and (v) efficiencyaaswell FC6s r ol e and contri
first set of pilot PCRs was completed in FY06 and the second set in FYAFC iEaGdated all of

the PCRs in these two sets of pilot groups and will validate future groups of PCRs annually on a
sampling basis. Thavere nine advisory services projects in Indonesia with PCRs validated by
IEG-IFC under the two pilot groupsll nine Indonesian advisory services project PCRs showed
strategic relevance and about 80 percent were rated satisfactory in terms of outpotrend
achievement as well as efficiency; however, only about half were rated as having satisfactory overall
development effectiveness. Nonetheless, given the small nup@Res ofio relble conclusions

can be drawn as yet about the advisory sggxdcgam overall in Indonesia. It is worth noting,

however, that the migrm review of PENSA by IFC management (undertaken by a consulting
company), supervision ratings for 35 ongoing advisory sgmjeets, and validated develent

outcome ratingsf mine PCRs, when taken altogether, indicatsdime adjustments to the

Indonesia advisory services program and/or its implementation may be warranted. In response to
the PENSA miderm review, IFC consolidated the original five regional PENSA otiicésée

and dropped one product line. The office consolidation was intended to promote better synergies
and cros#earning, as well as to reduce overhead expenses since much of the work had shifted to
Jakarta. Prior to this consolidation, IFC add&NSR office in Aceh and Nias to assist in the
posttsunami economic recovery in those two areas.

IFC has increased staff capacity in Indonesia in anticipation of growth in
operations

3.59 IFC has recently increased its investment staff in Indonesia, maigly kel
recruitment, from three investment officers and one analys2d2-égnd a country manager), to
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