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EXECUTIVE St Y

Since mid- 1997 the Indonesian economy has been in recession as a consequence of the
currency crisis which expanded rapidly to become a very deep financial and economic crisis.
Although the government at that time adopted a series of monetary and fiscal policies.
including the widening of the exchange rate bands. increasing interest rates and fiscal
tightening, the implementation of these policies was accompanied by a pronounced lack of
consistency and a great deal of irresolution.

The currency crisis eventually became a very serious liquidity crisis due to unresolved struc-
tural weaknesses in the real and the banking sectors such as high levels of unhedged foreign
short-term debt and low levels of capitalization in the domestic banking sector.

This situation gave rise to a vicious circle. On the one hand the banking sector experienced
a liquidity crisis and a loss of confidence. which increased the costs of bank financing. On
the other hand. the real sector deprived of sufficient working capital and lacked liquidity,
resulting in declining asset quality in the banking sector negative capital adequacy ratios.

In order to avoid the total meltdown of the Indonesian economy. the government adopted
strategic policies in three principal fields:

. The rehabilitation of the banking sector. A guarantee scheme was put into effect to
restore confidence in the Indonesian banking sector and to restructure and recapital-
ize the banking sector.

. The reduction of the debt burden. Facilities were provided to hedge foreign private
sector debt in order to promote the debt restructuring. Also. an exchange offer scheme
was introduced to extend the maturity profile of the banking sector’s foreign debt.

. The restructuring of private sector debt. This involved improving the bankruptcy
law, providing negotiating facilities for creditors and debtors and carrying out coordi-
nation among the related agencies to facilitate private sector debt restructuring

In order to implement the mutually related strategic policies, the government established
the Indonesian Bank Restructuring Agency (IBRA) which was given the task of implement-
ing the government’s guarantee scheme and banking sector restructuring program, includ-
ing the restructuring of corporate debt. To achieve this end. IBRA works in cooperation with
other bodies established by the government, such as the Indonesian Debt Restructuring
Agency (INDRA) and the Jakarta Initiative.
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IBRA Strategy

In undertaking its duties, IBRA has a systematic and comprehensive restructuring strategy
which consists of the following aspects:

. The Commercial Bank Liabilities Guarantee Program. Implementation of the
government's guarantee program while closely monitoring budgetary and balance of
payment pressures.

. Bank Restructuring and Rehabilitation. Recapitalization of selected banks sectoral
consolidation through bank merger and closures.

. Corporate Debt and Bank Asset Restructuring. The servicing and restructuring of
corporate debt and the reviving of the real sector.

o Shareholder Settlement. Maximizing the recovery of government funds provided
to banks by allocating losses to banks’ controlling shareholders which violated legal
lending limits.

. Assets Divestment and Recovery of Government Funds. The recovery of govern-
ment funds through divestment and asset sale programs. Based on their sources, IBRA’s
assets are divided into three categories, namely: i) bank equity, ii) restructured port-
folio loans, and iii) corporate assets and debt recovered through shareholders settle-
ment and assets arising from the conversion of restructured debt into equity.

IBRA’s Contribution to Economic Recovery

The proceeds of IBRA's asset sales will fund the government’s liabilities under the guarantee
program through the payment of interest and the redemption of government bonds. In the
1999/2000 government budget, IBRA has been targeted to contribute Rp 17 trillion for the
payment of interest on bonds. This will help to reduce the overall cost of the bank restructuring
program.

The private sector debt restructuring and bank restructuring programs being implemented
by IBRA will assist the government’s efforts in accelerating the economic recovery,
resurrecting the real sector and improving the prospects for the government’s tax receipts.
which will increase state budget revenues.

IBRA’s efforts in restoring the banking sector and restructuring the private sector debt will
provide support to companies in restarting their operations. increase employment and restore
the economy.

Strategic Plan 1999 - 2004 iii



Prerequisites for IBRA’s Success

The Indonesian economic and banking crisis is deeper and more complex than the crisis
experienced by other Southeast Asian Nations (see Appendix [.3). Consequently, IBRA
requires the full support of the government to properly carry out its duties. Such support is
necessary in the following forms:

. Legal Basis under Government Regulation No. 17. In effectively restructuring the
banking and real sectors. the role ot Government Regulation No. 17 is essential in
helping IBRA deal with various constraints posed by prevailing laws.

. Law enforcement. IBRA greatly requires support from various government institu-
tions, particularly from Bank Indonesia, the judicial system and the Attorney General's
office in implementing IBRA's programs and decision in accordance with the man-
date given by Law No. 7 of 1992 as amended by Law No. 10 of 1998.

. Freedom to undertake asset sales in a transparent and market-oriented manner.
IBRA requires tull authority and freedom to undertake the restructuring program and
asset sales consistent with market norms and other accepted commercial principics.

. Supporting Laws and Regulations. A number of current laws and regulations re-
quire amendment in order to stimulate the economy. Such laws and regulations in-
clude those in the areas of taxation, foreign investment, banking, bankruptcy, collat-
eral. civil procedural law, tenders, etc

. Political support from the community, Government organs and other political
forces will minimize the impact of the economic recovery program on the state budget.
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1.1

Background of the Economic Crisis and Loss of Confidence

Starting in mid-1997 the Indonesian economy began to deteriorate as a result of the
sharp devaluation of the Rupiah. This situation subsequently worsened rapidly to
become a deep financial and economic crisis. This crisis was precipitated by the fall
in the value of Rupiah which followed the fall in the value of the Baht.

As an initial step. a series of monetary and fiscal policies were adopted by the
government in an effort to stabilize the Rupiah. The policies were as follows:

. Widening of the exchange rate trading band to allow monetary authorities the
flexibility to carry out intervention while preserving prudent foreign currency
reserve levels. The subsequent free float of the Rupiah allowed the currency to
move in accordance with market forces.

. Increasing SBI rates in order to check capital flight and reduce the Rupiah’s fall.
. Tightening fiscal policy through the postponement of a number of major

government capital projects to reduce the strain on the state budget and the
balance of payments.

These policies were however applied inconsistently and unconvincingly. as evidenced
by the following facts:

. The postponement of a number of major projects was rescinded. including
projects involving the families and relatives of the ruling regime. These decisions
were made shortly after the policy to postpone these projects was adopted.
This revision had a direct impact on the growth of Rupiah supply in the market
and had a negative impact on the exchange rate. The greatest impact of this
policy change was the loss of trust in the government among market players.

. SBI rates were reduced at the request of a group of businesspeople who asserted
that increased interest were burdensome for their companies.

In November 1997, with the support of multilateral institutions such as the IMF, the
World Bank and the ADB. the government adopted comprehensive policies. which
not only involved a macroeconomic stabilization program using monetary and fiscal
policies, but also a program of financial and real sector reform.

However. this policy package did not include measures to combat the various structural
problems related to the large amount of unhedged short-term foreign debt. The absence
of policies for stretching out short-term foreign debt and the lack of facilities for
protecting against exchange rate volatility led money market players to speculate on
a continued fall in the Rupiah’s value. Consequently a selt-fulfilling destructive
prophecy was brought about.
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The continued decline in the Rupiah’s value resulted in a loss of confidence in the
Rupiah which in turn led to panic buying of the USD. In addition to buying the USD,
individuals began sending money oftshore. At the same time, companies and businesses
with unhedged foreign debts experienced similar teelings ot panic. The losses suffered
as a consequence of the Rupiah’s free fall resulted in companies purchasing large
amounts of USD.

The result of all this was that, notwithstanding Bl intervention through supplying
USD 7.4 billion to the market. at the end of 1997 the Rupiah was still depreciating
and the USD appreciated over 100% compared to its pre-crisis value. Furthermore. as
a result of the cessation of foreign capital inflows from the start of the crisis and the
resulting high SBI rates. the banking sector began to experience a liquidity crisis in
respect to both the Rupiah and USD. This situation placed great pressure on the nation’s
balance of payments.

Structural Problems in Indonesia’s Economy

The currency crisis developed into a full blown liquidity crisis due to unresolved
fundamental weaknesses in Indonesia’s economy. (see Appendix 1.3). Some of these
weaknesses are as follows:

a. Currency Markets and Capital Markets. Since the tinancial crisis of 1990,
the currency and capital markets in Indonesia have grown rapidly. This growth,
however, has not been supported by proper infrastructure so that the currency
and capital markets are susceptible to exchange rate volatility. Some of these
structural weaknesses are set out below:

. Indonesia experienced a rapid growth of short-term foreign capital. The
policy of a controlled free float and free capital movement resulted in the
Indonesian financial markets being flooded with short-term loans from
foreign financial institutions. Prior to the crisis it was estimated that 50%
of all private sector foreign loans would mature in less than one year.

*  The majority of the foreign debt was unhedged.

. The capital markets did notdevelop optimally. The growth in the debt and
equity capital markets, which was inferior to the growth of the banking
sector, resulted in corporate capital structures and investment being highly
dependent on the banking sector. In addition, foreign investors still played
a dominant role in the capital markets.
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The Banking Sector. Since the liberalization of the bank sector with the policy
package of October 1988 (Pakto 88), the Indonesian banking sector has grown
very rapidly. This growth, however, was not accompanied by the development
of the required infrastructure such as comprehensive. detailed and well defined
prudential banking regulations, while enforcement of existing laws and
regulations remained week (see Appendix 1.4). This involves the following
weaknesses:

*  There are a large number of banks and non-bank financial institutions
resulting in tight competition and a neglect of asset quality.

. A lack of capable human resources for managing banks prudently and
professionally.

. Imbalanced asset and liability structures whereby the average effective
maturity for loan assets 1s typically longer than the maturity date for bank
funding sources. This has resulted in volatile short-term domestic interest
rates.

e Equity levels relatively lower than those of other countries.

. An abundance of loans to related parties and a high level of lending to
particular sectors (property).

*  Ahigh level of off balance sheet liabilities compared to total assets in the
banking sector (approximately 63% ). many of which are undisclosed or
not properly hedged.

Companies in the Real Sector. Fundamental weaknesses in Indonesia’s real
sector include the following:
. Imbalanced financing structures whereby long-term investments are funded

by short-term financing.

. Mismatches between the currency used for financing and the currency in
which corporate income is received and a lack of hedging.

»  Overinvestment in particular sectors.

e Project mark-ups resulting in inflated book values.

° Weak managerial skills and a lack of specialized human resources.

. Lack of adequate corporate governance and proper reporting systems

resulting in companies becoming mere vehicles for the interests of
controlling shareholders or political interests.
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1.2

The Banking Sector Crisis

The poor liquidity and the loss of public confidence in the banking sector was worsened
by the revocation of 16 insolvent banks” licenses as part of a comprehensive policy
sponsored by the multilateral institutions. These efforts were originally intended to
restore confidence in the banking sector but were not accompanied by transparent
criteria and processes for selecting the banks to be liquidated. This fact. together with
the lack of a guarantee program. resulted in a large scale run on the banks. The
liguidity crisis. the Rupiah depreciation and high interest rates led to a loss of popular
confidence and a vicious circle involving the loss of confidence, and the collapse of
the Rupiah and the banking sector.

As a consequence, a number of banks experienced negative balances in their clearing
accounts with Bank Indonesia. In order to avoid a domino ettect on healthier banks
due to the increased risk in respect to the overall banking system (systematic risk).
Bank Indonesia acted as the lender of last resort and provided liquidity assistance
(Bank Indonesia Liquidity Assistance). As of the end of December 1997, Bank
Indonesia had provided liquidity assistance to the tune of Rp 63 trillion. This figure
continued to increase so that by the first quarter of 1998 it amounted to more than
Rp 140 trillion.

Although the government had already taken steps to stabilize the banking sector and
to restore popular confidence through the guarantee program. at the start ot 1998 the
banking sector entered the next stage of the crisis. The high cost of funds resulting
from the liquidity crisis led to banks experiencing negative interest margins. The
banks™ attempts to combat the negative interest margin by increasing interest rates
were restricted by the reduced asset quality. Consequently, the capital adequacy ratios
of the banks, which even betore the crisis were quite low, began to move into negative
territory.
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1.3

The Real Sector Crisis

In the meantime, companies and businesses in the real sector also started to experience
liquidity problems. In addition to the increased interest rates and the Rupiah’s weakness.,
companics and businesses also experienced a drastic drop in income. The halting of
working capital facilities and trade finance facilities by the banking sector resulted in
declining production, rising inflation and reduced purchasing power on the part of
the public. Given these conditions, both private sector and state-owned companies
started to experience ditficulties in not only repaying the principal on their loans but
also in paying interest. As a consequence. asset quality continued to deteriorate and
the capital adequacy ratios of banks became negative.

The conditions described above gave rise to a new vicious circle. The decline in asset
quality and the fall in capital adequacy ratios meant that the banks were unable to
extend new loans and even had to close working capital and trading loan facilities
which had not yet been drawn down. The lack of such facilities resulted in reduced
production levels and increased inflation. This increase in inflation led to a reduction
in corporate income and increased costs as a result of rising interest rates.

The economic situation caused the fair value of the assets pledged as collateral to
banks to become on average below or only slightly above the nominal value ot the
loan concerned. This meant that it loans stopped performing, banks would have a
relatively small cushion for the value of the loan. The currency cnisis which pushed
the inflation rate to an extremely high level. 85.63% per annum in September 1998.
resulted in the reduction of people’s ability to obtain income and cash. As a
consequence. the fair value of assets declined even further. thus worsening the situation
and reducing the chance for banks to recover the value of their loans.
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1.4

Strategic Steps Taken By the Government

The extended economic crisis described above could have resulted in the complete
destruction of Indonesia’s banking system. The collapse of the banking system would
mean that the payments system would revert to a primitive system incapable of
supporting trade and production. The collapse of the banking system would also halt
the flow of capital from depositors to investors. Production in the real sector would be
stopped because the supply of working capital would stop. resulting in increased
unemployment. Simply put. the absence of a banking system in the Indonesian
economy would result in the overall destruction of the economic system.

In order to avoid such an eventuality, the Indonesia government adopted three related
policies in the context of restoring the economy to health. These three policies are as
follows:

. Rehabilitation of the Banking Sector

*  The implementation of a guarantee program to restore confidence in the
Indonesian banking sector.

*  Restructuring of the banking sector.
. Measures to reduce pressure on the balance of payments
*  These are designed to restructure private sector foreign debt, to provide
hedging facilities for private sector foreign debt as incentive for extending
the repayment term for a minimum of 8 years.
. Extending the maturity dates of banking sector foreign debts.

. Restructuring of Private Sector Debt

. Improving the bankruptcy law and the establishment of a commercial
court.

. Providing negotiating facilities between creditors and debtors.

*  Undertaking coordination with related agencies to facilitate the
restructuring of private sector debt.
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1.5 Establishment of Restructuring Agencies

In order to implement the strategic programs and policies, the government established
the following agencies:

. The Indonesian Bank Restructuring Agency (IBRA) which is responsible for
the administration of the guarantee program and the banking sector restructuring
program.

. The Indonesian Debt Restructuring Agency (INDRA) which is responsible for
providing hedging facilities to encourage the restructuring of private sector
foreign debt (including that of financial institutions) which will subsequently
take pressure off the balance of payments.

. The Jakarta Initiative which functions as a mediator in restructuring corporate
debt.
. The Commercial Court which s a vehicle for settling disputes and implementing

the bankruptcy law.

Strategic Plan 1999 - 2004 7




A’'S § IATEGY

2.1

General Overview

2.1.1

2.1.2

Mission

IBRA’s mission is to aid economic recovery through the restructuring of the
banking sector and corporate debt. and to maximize the recovery of state funds
to reduce pressure on the government budget.

Strategic Direction

To fulfill its mission, IBRA has developed a systematic, consistent and
comprehensive restructuring strategy. The execution of the mission is always
in accordance with the prevailing legal requirements (see Appendix 3.1).

*  Commercial Banks Liabilities Guarantee Program. In addition to
administering the guarantee program, IBRA also strives to extend the
maturity dates of commercial bank liabilities both in respect of foreign
creditors. through participation in the exchange offer. and domestic
creditors. through trade finance schemes.

*  Bank Restructuring and Rehabilitation. The banking sector recovery
program is implemented in conjunction with other government agencies
and involves dividing banks into three categories. namely: i) healthy banks
which will be included in the recapitalization scheme. 1i) potentially viable
banks which will be included in the rehabilitation program by BI and
taken over and managed by IBRA(BTO), and ii1) non-viable banks whose
operations will be frozen (BBO or BBKU).

*  Restructuring of Corporate Debt and Bank Assets. Loan restructuring
involves the servicing of loans through direct collection or sale.
restructuring or seizure and liguidation of assets. In this regard IBRA
works together with INDRA and the Jakarta Initiative.

¢ Shareholder Settlement of Bank Liabilities. This policy is applied to
BBO/BBKU banks and BTO banks which have been transferred to IBRA
and where former controlling shareholders have liabilities arising from
their violations of legal lending limits.

. Sale of Assets and Recovery of State Funds. In order to maximize the
potential for the return of state tunds and to reduce the burden on the state
budget, IBRA will undertake a divestment and asset sale program. Based
on their sources, IBRA's assets are divided into the following three
categories: i) banks which are under IBRA's control. i1) loan portfolio and
corporate assets which have been restructured and part or all of their shares
are controlled by IBRA. iii) corporate assets and debt assets pledged
through shareholder settlements related to BTO. BBO and BBKU banks
which are under IBRA's control.
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2.1.3 Guiding Principles

In exercising its duties. IBRA adheres to the following basic principles:

Fairness. In exercising its duties from the closure of a bank to the
settlement of third party claim and asset valuation. IBRA applies the
principie of fairness to every process. This includes the allocation of loss
and the respect for existing rights while protecting of the government’s
interests. Although in many cases losses in the Indonesian financial sector
were due to systematic factors, there are many cases where losses were
due to management error and fraud. In such cases. the responsible partics
will be held accountable.

Transparency is key to maintaining public support for IBRA and the
overall integrity of the institution. IBRA always strives to be open and to
clarify the basis for its decisions in order to gain the support and
participation of all parties in carrying out IBRA’s mandate.

Accountability is the principle by which IBRA professionally exercises
its authority and carries out its mandate provided by its founding legislation.
This principle will increase IBRA's credibility and confidence in the
Indonesian banking system, and therefore accelerate Indonesia’s economic
recovery.

Maximizing value of the assets controlled by IBRA. IBRA is aware that
cash flow at present is more valuable than future cash flows. Accordingly.
the sale of assets will be carried out as expeditiously as possible. and with
regard to existing market potential, without damaging asset value

Indonesia First. There is potential for a negative impact on the Indonesian
public as a result of IBRA's actions. Given the current difficult economic
conditions, IBRA always opts for alternatives which minimize the
detrimental impact on employment and the welfare of the public.

Strategic Plan 1999 - 2004 9



2.1.4 Legal Basis

IBRA was established on January 26th, 1998 based upon R1 Presidential Decree
number 27 of 1998, dated January 26th. 1998 (Presidential Decree No. 27).
The weakness of the domestic banking industry at that time. resulting from
exchange rate volatility and the poor performance of the national economy.
required the government to establish a special body to supervise, develop and
restore the banking system.

In accordance with Presidential Decree No. 27, the duties of IBRA at the time

of its establishment were as follows:

. Administering the government’s Commercial Banks Liabilities Guarantee
Program under Presidential Decree No. 26:

e Supervising, developing and restoring banks to health. including the
restructuring of banks declared unhealthy by Bank Indonesia;

e Carrying out any other legal acts deemed necessary for the recovery of
the banking system.

By virtue of the Amendment of Law number 7 of 1992 by Law number () of
1998, Article 37A, IBRA was given a special mandate and authority to
rehabilitate the financial sector and was granted wide autonomy.

In undertaking the banking sector restoration program, IBRA is vested. inter

alia, with the following authority:

»  Taking over the rights and authority of management and shareholders:

e Controlling and managing bank assets and undertaking action in respect
thereof;

. Reviewing. canceling. terminating and amending contracts which are
detrimental to banks:

»  Selling or transferring bank claims to third parties:

*  Assigning the management of banks and bank assets to third parties;

. Participating in bank equity on a temporary basis:

e Undertaking the confiscation of land and buildings to which a bank is
entitled but which are controlled by third parties:

e  Calculating and determining the losses suffered by banks placed in the
restructuring program and allocating the losses which have been incurred
due to the actions of management or sharcholders;

e Determining the total additional capital which must be paid by a bank’s
shareholders.

10
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IBRA is a special agency established as part of the effort to overcome the
banking sector crisis. Should the government decide that IBRA has completed
its tasks. it may declare that IBRA's duties are completed.

Subsequently, with the implementation of Law number 10 of 1998 Article 37A.
on February 27th. 1999 the government issued Government Regulation number
17 of 1999 which granted IBRA the authority to reach settlements with banks,
bank owners and debtors. The duties of IBRA under Government Regulation
No. 17 are as follows:

a.  Restructuring the banks transferred to IBRA by Bank Indonesia:

b.  Recovering bank assets including both physical assets and loans owed by
debtors through the Asset Management Unit; and

¢.  Recovering state funds provided to banks through the settlement of Assets
Undergoing Restructuring.

In order to improve transparency and accountabitity. and to facilitate the exercise
of IBRA's duties, the tollowing bodies have been established:

a.  The Independent Review Committee (IRC). an advisory body consisting
of representatives from international institutions (the IMF. World Bank
and ADB) and two former civil servants from the Department of Finance
and Bank Indonesia.

b.  The Financial Sector Action Committee, a supervisory body consisting
of ministers in the fields of the economy. finance and industry, and the
Governor of Bank Indonesia.
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2.2

Strategic Approach

2.2.1 Commercial Bank Liabilities Guarantee Program

Given the importance of a functioning banking sector in creating a vibrant
economy, the government has issued a policy of guaranteeing the liabilities of
commercial banks in order to restore public confidence. stabilize the banking
sector, and restore the banking sector as the heart of the national economy.
This program was designed to have a minimal impact on the government budget
and the balance of payments.

2.2.1.1 Imp

2.2.1.2 Imp

lementation Principles

Efficiency in payment processes. The repayment of claims
arising from commercial banks liabilities must be carried
expeditiously to improve contidence in the banking scctor and
reduce creditor losses.

Payment under the guarantee program. Payment is made
based upon eligible commercial bank habilities, with liabilities
to related parties or originating from related party transactions
ineligible.

Interim guarantee program. The guarantee program will not
be carried out indefinitely by the government. as it should in
reality be the responsibility of the market. Accordingly. the
government guarantee program will only be maintained until a
guarantee institution which operates based upon market principles
has been established.

Allocation of Losses. Efforts shall be made to tairly recover
every payment made under the guarantee program from the
responsible parties.

lementation Strategy

Cooperation with Bank Indonesia and outsourcing. Bearing
in mind the severity of the task and the difficulties in obtaining
data for verification purposes. IBRA will cooperate with Bank
Indonesia in the implementation of the program and. it necessary.
will outsource to third party consultants. Outsourcing will
accelerate the process and reduce costs. as input from independent
parties should reduce the possibility of disputes.

Limit on the types of liabilities guaranteed. All commercial
bank labilities. excluding liabilities to related parties or arising
from related party transactions. is currently guaranteed in full
by the government. The government shall limit in stages the types
of labilities included in the program in accordance with the
guarantee provisions prevailing at the moment.

12
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Establishment and preparation of a guarantee institution.
In tandem with the curtailment of the types of liability which are
cuaranteed. the government will also establish a guarantee

institution to take over control of the guarantee program.

Exchange offer. In order to reduce pressure on the state budget
and balance of payments. the government will set out an exchange
offer which will be designed to extend the maturity dates of the
claims of foreign creditors on Indonesian banks.

Bank Recapitalization. Banks with good performing assets are
capable of meeting their own liabilities without the involvement
of the government. Nevertheless. given the extent of non-
productive assets in the banking sector, many banks will be unable
to meet all of their liabilities and the government will become
responsible for these liabilities. As a follow up to the guarantee
program, the government will also institute a bank recapitalization
program.

Shareholder Settlements. Through shareholder settlements.
IBRA will strive to recover the costs of the guarantee program
from responsible bank shareholders.

2.2.2 Bank Restructuring Program

The purpose of the bank restructuring program is to create a healthy banking

system characterized by globally competitive banks that meet international
standards and have good management and adequate risk management.

2.2.2.1

Implementation Principles

Equal Treatment. Restructuring policies will be applied
consistently to cach bank transferred to IBRA with regard to its
role in the economy and the payments system.

Fairness. Determination of the recapitalization requirement shall
be carried out using independent professional services.
Shareholders shall continue to enjoy the first opportunity to carry
out recapitalization provided they comply with the requirements.

Temporary Participation. Government capital participation
shall be of a temporary nature and shall only continue for as
long as required.

Recapitalization shall only be carried out once. In order to
avoid moral hazard, government participation in recapitalization
shall be a one-time measure.
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2.2.2.2

Implementation Strategy

IBRA is aware that the realization of its objectives is constrained by
a number of structural factors, such as the large number of banks
which makes it difficult to achieve satisfactory economies of scale to
operate efficiently. and limited human resources and capital.
Consequently, IBRA has adopted the following policies:

*  Consolidation of the Banking Sector. IBRA has carried out a
series of activities including the closing of unhealthy and non-
viable banks. and the recapitalization and merger of banks
deemed to be unhealthy but viable. These activities have been
undertaken both in cooperation with controlling shareholders and
by IBRA acting alone.

*  Restructuring of Bank Assets. Banks have been compelled to
make adequate provisions so that they may be protected from
even greater losses resulting from further depreciation in asset
quality. Banks are also required to transfer non-performing loans
to IBRA for restructuring. Restructured non-performing loans
will be transterred back to the banking system to reduce the
government’s liabilities.

* Improving Bank Management. This involves a series of
programs designed to improve the quality of bank management.
These programs encompass contract management. technical
assistance, and the establishment of adequate incentive programs
for both management and staft. The most important program is
designed to correct the deficiencies in the existing reporting
system and to improve the level of compliance with Bank
Indonesia regulations.

Through bank sector restructuring the number of banks in Indonesia
will be dramatically reduced and the remaining banks will be resilient
and healthier. A number of regional banks will also continue to serve
their respective regions and some smaller banks will continue serving
their niche markets. These measures will be achieved through the
continued restructuring and consolidation of the banking system in
cooperation with Bank Indonesia.

2.2.3 Corporate Debt Restructuring

The purposc of corporate debt restructuring is to aid real sector recovery through
improving corporate financing structures so that the provision of credit may
subsequently be returned to the banking system. This will have a positive impact
on the value of assets managed by IBRA.

14
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2.2.3.1

2.2.3.2

Principles of Implementation

Developing healthy debtor-creditor relations through, inter
alia, the tfollowing measures:

*  Maintaining corporate value. This will be achieved through
debt restructuring, improving corporate governance and
managerial control, and supplying working capital in
cooperation with the banks.

*  Employing various models for resolving bad debts.

e Rcaching comprehensive settlements in respect to liabilities
of business groups through the restructuring ot the individual
companies under the one obligor concept.

e Working together with other parties if required. including
shareholders. other creditors. the Jakarta Initiative and
INDRA.

¢ Promoting compliance with the laws and regulations in eftect
in Indonesia, such as the Companies™ Law and the Anti-
Monopoly (Antitrust) Law. and internationally accepted
standards of transparency and good corporate governance.

Creating Resilient Corporations through the restructuring of
companies where IBRA has a large exposure.

Preserving Employment OQpportunities through government
programs to assist small and medium-scale businesses so that
they may absorb the labor force, and the support of labor-intensive
industries in accordance with the Indonesia First principle.

Implementation Strategy

The restructuring of loans by IBRA covers the recovery of loans both

from direct collection or through restructuring and the seizure and

liquidation of assets. In undertaking loan restructuring. IBRA's

strategy includes the following nieasures:

Categorizing Corporate Debt. In order to optimize the use of
IBRA resources. the corporate debt controlled by IBRA will be
categorized based upon the amount of debt, commercial prospects
and potential recovery. good faith on the part of debtors, and the
position of IBRA relative to other creditors.

Approaching debt restructuring using the one obligor
concept. IBRA will cooperate with the controlling sharcholders
of each group to restructure the debt of their member companies.
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¢ Restructuring Large-scale Corporate Debt. In the case of
large-scale debt and debtor corporations, 1BRA requires the

services of consultants, including the services of experts in the
tields of finance and law. so as to achieve fast and credible
restructurings.

*  Outsourcing medium-scale, small-scale and retail debt. This
involves the employment of third party services tor the active
management of medium-scale debt and the sale of retail and
small-scale debt.

*  Litigation. In the case of debtors who lack good faith, matters
shall be settled through litigation.

*  Cooperation with other related agencies. In order to maximize
the efficiency and effectiveness of the restructuring process, IBRA
shall work in cooperation with other interest parties such as
related government agencies. other creditors. sharcholders and
the Jakarta Initiative and INDRA.

2.2.4 Shareholder Settlements

The program for the settlement of shareholder liabilities is designed to maximize
the recovery of government funds provided to banks undergoing restructuring
through the allocation of banks losses to their sharcholders.

2.2.4.1 Principles of Implementation

*  Focus on Shareholder Settlements of Bank Liabilities. This
policy is applied to controlling sharcholders of BBO/BBKU and
BTO banks in cases where the sharcholders have liabilitics arising
from the breaching of legal lending limits. Bank shareholders
who are liable for losses will be requested to settle their labilities
with IBRA.

e Fair and Consistent Treatment for all Shareholders. All bank
shareholders shall be treated equally and there shall be no
differences in the criteria applied to the settlement of their
liabilities.
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2.2.4.2 Implementation Strategy

*  Determining Shareholders’ Liabilities and Negotiating
Settlements. Bank losses and liabilities resulting from a
sharcholder’s actions shall become the responsibility of that
shareholder. It is expected that such liabilities will be settled in
cash. Nevertheless, if shareholders have insutficient funds. they
may transfer liquid assets. consumer goods or export oriented
companies, or other assets, with a jointly agreed upon value.

e Safeguarding and increasing the value of transferred assets.
In order to accommodate and manage the transferred assets,
holding companies shall be set up by IBRA. If deemed
appropriate and necessary. shareholders may participate in the
management of such assets in order to preserve the integrity and
value of the companies concerned.

2.2.5 Forensic Accounting and Asset Tracing

A special unit has been established in order to investigate and recover assets or
cash controlled by the owners of banks and debtors under IBRA control.
particularly in the case of assets or cash held abroad.

The unit was set up following the discovery of irregularities and the practice of
side streaming and fraud that caused losses to companies. The exact extent of
irregularities is still uncertain but is believed to have had a major impact on the
shareholder settlement process and ultimately on the value of the assets
recovered by IBRA.

In carrying out these forensic activities. IBRA has applied the tollowing
strategies:

. Employment of experts who have experience in the forensic, legal and
investigative fields.

*  Security approach. Bearing in mind that these activities require
confidentiality. care and a high level of security. they are carried out in a
confidential manner and reported to only a limited number of parties.

. Cooperation with external investigative bodies such as the police and
the prosecutors oftice in the etfort to trace assets held domestically. and
with Interpol and the Department of Foreign Affairs in the case of assets
held abroad.
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2.2.6 Asset Divestment and Recovery of Government Funds

The principal objective of divesting IBRA's assets is maximizing the recovery
of state tunds while keeping in mind the national interest.

2.2,6.1 Implementation Principles

*  Optimizing Sale Proceeds. Sclling at the appropriate time will
optimize sale proceeds and avoid fire sales.

¢ Fair and Transparent Process. In the divestment process, IBRA
will give equal opportunity to all potential investors by adopting
the most open procedures possible in order to preserve the
integrity of the divestment program.

*  Prioritizing Indonesian Interests. IBRA will sell assets using
procedures which will guarantee the continuity of essential
services for the Indonesian people and which will improve wealth
distribution. Requests from potential investors shall be required
to comply with the criteria outlined by the government in respect
of social needs, employment and preservation of the environment.

¢  Control of the Divestment Process by IBRA. In order to
maintain the integrity of the divestment process and to ensure
that the principles outlined continue to be applied. it 1s essential
that control remains with IBRA, rather than the tormer owners.

2.2.6.2 Implementation Strategy

*  Optimization through synergy. The large number of debtor
companies which have been placed under the control of IBRA
gives IBRA an opportunity to institute restructuring programs in
order to create economies of scale and synergies, taking into
account market capacity and demand dvnamics.

* Divestment by Groups and in Stages. In order to avoid
competition and potential value reduction from the simultaneous
sale of similar assets, the marketing program will be carried out
in stages in accordance with market capacity and demand.

*  Divestment through the Public Equity Markets. Where
demand exists, IBRA will divest its holding through public
ofterings to achieve maximum hquidity. The benefits arising from
public market listings include optimum sale proceeds tor IBRA,
wide ownership distribution and an increasc in corporate
professionalism due to reporting and transparency requirements.
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Inviting the greatest possible number of investors. Whenever
feasible. the greatest possible number of investors will be invited
to participate in IBRA's asset divestment program in order to
maximize competition.

Employment of Consultants. In order to realize a proper sale
value, IBRA cooperates with consultants in carrying out due
diligence and valuing the companies which are scheduled for
divestment.

Coordination with third parties. For the purpose of obtaining
the maximum possible proceeds. IBRA will coordinate with
interested parties such as other shareholders and creditors.
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*  Pavment of Claims. After being approved by the Executive Committee,
the Bank Liabilities Division will request the Operations Division to make
payment.

In order to accelerate the payment process, IBRA may outsource the verification
process to independent third parties.

The implementation of the guarantee program will be phased out in stages
according to market preparedness and the level of public confidence. At present
all commercial bank liabilities are guaranteed by the government. except for
labilities to related parties or arising from related party transactions. In the
subsequent stage, the guarantee program will be confined to deposits and trade
finance facilities. Eventually, the program will be restricted to deposits and
will be handed over to the guarantee institution,

Bank Restructuring Program

As was explained in the preceding section. the banking sector recapitalization
program is part of the government’s integrated etfort to restore the banking
sector to health (see Appendices 3.1 & 3.2). The program is coordinated with
the related departments in the case of state-owned banks.

2.3.2.1 Selection Process for Bank Restructuring

The policies regarding the recapitalization program for private sector
banks are outlined in the Joint Resolution of the Minister of Finance
and Governor of Bank Indonesia. Number 53/KMK.017/1999 and
31/12/KEP/GBI of 1999, which states that recapitalization will be
carried out only in selected banks. This selection process is conducted
in stages by three committees, namely the Technical Committee. the
Evaluation Committee and the Policy Committee. Each of these
committees consists of members drawn from IBRA, the Ministry of
Finance and Bank Indonesia.

The selection process conducted by these committees, with the
assistance of reputable international banking consultants. consists of
the following three principal appraisals:

«  Financial Appraisal. An appraisal of the financial condition of the
bank is made using very strict international standards in order to
determine the suitability of the bank to participate in the
recapitalization process. This appraisal is carried out by an
internationally reputable independent accounting firm. Banks which
have Capital Adequacy Ratios (CAR) of more than 4% are grouped
as Category A Banks, and may continue to operate without
government interference. Banks having a CAR of between 4% and
negative 25% are referred to as Category B Banks and those having
a CAR of less than negative 25% are Category C Banks. Category
C Banks unable to increase their CAR o atleast negative 25% have
their operations frozen (BBKU).
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2.3.2.2

An appraisal process is then conducted on Category B Banks and
Category C Banks which have increased their CAR to at least negative
25%. This further appraisal consists of the following:

Appraisal of Commercial Prospects. After the appraisal of the
tinancial position. the selection process continues with an
appraisal ot commercial prospects taking into account franchise
value.

Fit & Proper Test. In addition to commercial prospects, an
appraisal is also conducted on the capabilities and integrity of
management and the controlling shareholders (fit & proper test).
The outcome of this test determines the suitability of the bank's
management and controlling shareholders to participate in the
recapitalization program.

Based on the results of this appraisal. bank selection was carried out
as follows:

Category B Banks which passed the further appraisals (viable
banks) and whose controlling shareholders were willing to
contribute a minimum of 20% of the recapitalization cost as of
December 31st. 1998 were entered in the private sector bank
restructuring and recapitalization program.

Category B Banks which passed the further appraisal but whose
shareholders were unwilling to participate in the recapitalization
were taken over by the government (BTO).

Category B Banks which failed to pass the further appraisal have
their operations frozen (BBKU). save in the case of a number of
banks which had more than 80.000 depositors which were taken
over by the government (BTO).

Restructuring and Recapitalization of Private Sector Banks.

In undertaking recapitalization, the government cntered into an
Investment Agreement with the bank and its controlling shareholder.
The principal provisions of this agreement were as follows:

The controlling shareholders pledged their willingness to
participate with a minimum investment of 20% of the
recapitalization need as of December 31st. 1998.

The government funds the remaining recapitalization need as
recalculated by an independent public accountant. in cooperation
with the bank's shareholder.

The transfer of Category 5 Loans to IBRA.
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e The bank shall repay liquidity assistance and correct the legal
lending limit violations within one year.

* IBRA agrees not to participate in the day-to-day management of
the bank.

*  The bank agrees to comply with financial and operational targets
sct out in the business plan (see Appendix 3.3).

To date IBRA has recapitalized seven private sector banks through
the issuance of government bonds and become a sharcholder in these
banks. Public participation in the recapitalization of these banks has
reduced the government’s ownership so that it has an average of 63%

ownership. versus the 80% originally forecast.

t of Reflll

Bank Recapitalization Government Government
Requirements Portion Ownership
(Rp hillion) (Rp billion) (%)
BIl Tbk 11.114 6,628 60
Lippo Tbk 8.737 4,787 55
Universal Thk 5.063 4.098 81
Arta Media 165 130 79
Bukopin 476 370 78
Patriot 62 51 83
Prima Express 584 531 91
Total 26,201 16,595
Bank Taken Over (BTO)

The resolution and recapitalization of BTOs are carried out based upon
Joint decision of the Minister of Finance and the Governor of Bank
Indonesia No. 117/KMK.017/1999 and 31/15/KEP/GBI of 1999.

IBRA has undertaken a series of activities in connection with the
restructuring of BTOs:

*  Taking Over of Management. IBRA plays an active role in the
management of BTOs through placing IBRA managers in each
BTO.

e Shareholder Settlements. IBRA also coordinates shareholder
settlements whereby former controlling shareholders are
requested to pay all of their groups™ labilities.

* Resolution. IBRA recapitalizes designated BTOs by means of
temporary capital participation. In the case of BTOs which are
not designated for recapitalization. IBRA will pursue a recovery
program through a merger and or a divestiture to interested
investors.

*  Assets Transfers. All BTOs are required to transter Category
5 Loans to IBRA.
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To date 13 banks have been taken over by IBRA and these are divided
into three groups. IBRA teams have evaluated the strengths and
weaknesses of each bank and have determined the appropriate
restructuring processes and selling strategies.

e The first group of BTOs consists of four banks whose operations
were taken over by IBRA in 1998, These banks include BCA
which was taken over on May 28th, 1998, and Bank Tiara Asia.
Bank Danamon and Bank PDFCI which were taken over on April
4th, 1998.

e The second group of BTOs consists of seven banks, Bank Duta.
Bank Nusa Nasional. Bank Pos, Bank Jaya, Bank Tamara. Bank
Rama and Bank Risjad Salim Internasional. which were all taken
over on March 13th, 1999. The banks in this group will not be
recapitalized as autonomous banks. All of these BTOs will be
merged with other BTOs.

e The third group of BTOs consists of Bank Niaga, which was

taken over on July 2nd. 1999, and Bank Bali which was taken
over on July 23rd. 1999. Both of these banks were previously
included in the private sector bank recapitalization program but
their status was changed as their controlling sharcholders did
not participate in the recapitalization process.

Among the 13 banks taken over are some of the largest banks in

Indonesia.
Bank Assets Value (Rp billion)
Bank Central Asia 67.654
Bank Danamon 18.868
Bank Tiara 2.287
Bank PDFCI 878
Bank Nusa Nasional 6.033
Bank Duta 5.750
Bank Tamara 3,764
Bank Risjad Salim 2716
Bank Rama 1.484
Bank Jaya International 1.133
Bank Pos Nusantara 743
Bank Niaga 12.255
Bank Bali 10,016
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Frozen Banks (BBO/BBKU)

In the case of banks whose operations have been frozen (BBO and
BBKU). IBRA has carried out the following actions:

e Payment of Bank Liabilities. In accordance with the
government's guarantee program, IBRA will pay all the eligible
liabilitics of the BBO and BBKU banks.

* Transfer of Bank Assets. All the assets of banks whose
operations have been frozen are transferred to IBRA.

*  Management of Bank Assets. IBRA will service performing
loans and restructure non-performing loans.

*  Shareholder Settlements. If there were any violations of banking
regulations by a bank’s controlling sharcholder. IBRA will seek
to recover the liabilities from the controlling sharcholder.

*  Liquidation. In the final stages. IBRA will assist Bank Indonesia
in liquidating the BBO and BBKU banks to avoid any subsequent
claims against IBRA.

To date 48 banks have had their operations frozen. This group includes
10 BBOs whose operations were frozen in 1998 with seven of them
being frozen on April 4th, 1998 and threc on August 21st, 1998, The
other group consists of 38 BBKU banks whose commercial activitics
were frozen on March [3th, 1999,
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2.3.3 Corporate Debt Restructuring

In order to facilitate restructuring and maximize the use of resources, debt
restructuring is segmented based on the outstanding debt balance. commercial
and recovery prospects, debtor cooperation and IBRA's position relative to
other creditors. (see Appendices 4.1 & 4.2)

2.3.3.1 Debt Classification

e Classification of debtors based upon commercial prospects
and cooperation. Debtors are classified based upon their
commercial prospects and the level of their cooperation in
conducting negotiations.
¢ Category A: Good business prospects and cooperative.

*  Category B: Poor business prospects and cooperative.
e Category C: Good business prospects but uncooperative.
»  Category D: Poor business prospects and uncooperative.

*  Classification according to amount of debt. The second step
taken by IBRA is to identify the largest debtors and begin
formulating debt restructuring plans. To date, IBRA has accepted
the transfer of approximately 250,000 debtors. IBRA will directly
restructure the 800 largest debtors, representing 80% of the total
debt value under IBRA.

e C(lassification according to IBRA’s position relative to other
creditors. The nature of IBRA's role in corporate debt
restructuring is dependent on the percentage of the corporate
debt held by IBRA and whether IBRA is the sole creditor,
majority creditor or minority creditor.

¢ C(Classification according to industry and corporate
characteristics. In order to increase the cfficiency of the
restructuring process, IBRA classifies its debtor companies into
groups including state-owned enterprises, multi-finance
companies, IBRA controlled companies and others.
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2.3.3.2 General Approach

Direct debt restructuring is undertaken by IBRA in the case of
large scale Category A and B Debtors where IBRA is the
dominant creditor (sece Appendix 4.2). The steps taken are as
follows:

e Legal and financial advisers are appointed to conduct due
diligence. prepare a work plan, a business plan, financial
projections and a restructuring plan.

e Evaluation of the debtor’s business plan. assumptions and
cash flow projections in order to determine debt-repayment
capacity and the optimum methods of refinancing the
company.

»  Negotiations with the company’s shareholders and other
creditors in order to reach agreement on the debt restructuring
and other corporate finance needs.

Debt restructuring in cooperation with the steering committee
in the case of Category A and B debtors with large-scale debts
where IBRA is the minority creditor. In this process. the majority
creditors control the restructuring and IBRA cooperates with and
participates in the restructuring process and negotiations. In such
a case IBRA will study the business plan and restructuring
proposal to ensure that the process and solution are acceptable
to IBRA.

IBRA/Government as shareholder in a debtor company. In
the case of a company controlled by IBRA or a state-owned
enterprise, the restructuring process may be accelerated as IBRA
or the government can act as both creditor and shareholder thus
removing the conflicts that generally arise in the restructuring of
corporate debt.

Transfer of claims to the litigation team in the case of Category
C and D Debtors with quite significant debts. This process covers
case preparation, litigation and coordination with the asset
investigation and forensic team.

Handling of debt through outsourcing in the case of medium-
scale, small-scale and retail debtors (see Appendix 4.3)

»  Utilizing the services of third parties or banks controlled by
IBRA to manage and recover the debts of medium-scale
companies.

e The sale of small-scale and retail debts to third parties or
banks controlled by IBRA.
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2.34.1 Calculating and Settling Liabilities

¢ (Calculate Shareholders Total Liabilities and US$ allocation
among the shareholders (see Appendix 5.2)

a. Banks whose operations have been trozen (both BBO and
BBKU)

Total Shareholder Liabilities = Gross Book Value of
Bank Liabilities — Net Reasonable/Market Value of bank
Assets and Third Party Assets

or

Total Shareholder Liabilities = Net Book Value of
Shareholder Borrowings in Bank + Negative Equity of
the Bank.

Should there be more than one controlling shareholder.
the allocation of total liabilities 1s carried out in
accordance with the value of the borrowing of each
shareholder in the Bank. plus the value of losses divided
proportionately according to the percentage of
borrowing or ownership of each shareholder in the bank.

b. Banks Taken Over (BTOs)

Total Shareholder Liabilities = Net Book Value of
Shareholder Borrowings in the Bank.

Should there be more than one controlling sharcholder.
the allocation of total liabilities 1s carried out in
accordance with the amount of the loans or other
facilites extended to the bank’s sharcholders.

*  Criteria for assets used by shareholders in settling their
liabilities. It is anticipated that liabilities will be settled in cash.
Notwithstanding this. it shareholders have insufficient cash, they
may transfer liquid assets and shares in export orientated and
consumer products companies or any other assets with a jointly
agreed value (see Appendix 5.4).

¢ Method of appraising assets which have been transferred by
shareholders to settle their liabilities. The appraisal of assets
transferred to IBRA is conducted in accordance with internationally
accepted practices and principles (see Appendix 5.5)
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2.3.4.2 Asset Management

Establishment of Holding Companies. To accommodate and
manage assets transferred to IBRA, holding companies are
established. and where shareholders exhibit high levels of
integrity. they may participate in the management of the assets
(see Appendix 5.6).

Cooperation with Shareholders. The purpose of establishing
holding companies is to maximize asset value through prudent
management and cooperation with the former bank shareholder.
This is carrted out through a management contract. This structure,
which requires the shareholder to continue managing the assets,
is set up to mutually benefit IBRA and the shareholder by
maximizing corporate value. Nevertheless, IBRA retains full
control over the divestment process.

2.3.4.3 Management Assets

The total value of the assets successtully obtained from former
controlling shareholders of BTOs and BBOs through Shareholder
Settlements amounts to Rp 112 trillion (see Appendix 7.2).
expected that this figure will continue to rise in line with the additional
assets to be obtained from the shareholder settlements process being
conducted by IBRA with 38 former owners of BBKUs. Which

additional assets are estimated at Rp 25 trillion.

By Industry

Chemicals
14%

Mig Prod
3

Food
47,

Autos
6%

Property
24°

Of total Holdco assets, the agribusiness sector represents the largest
share of assets (35%). This category includes a shrimp farm business
with the largest site in the world and the largest integrated palm oil

producer in Indonesia.

Private/Public
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Property. which represents 24% of the total value of the portfolio, is

the second largest industry in the porttolio and includes hotels. housing
estates, office properties and shopping centers located throughout
Jakarta. Bali. Bintan, Batam and other locations.

Many of the portfolio companies are market leaders in their respective

industries, both domestically and globally. Companies controlled by

the Holdceos include the following:

*  The largest tire manufacturer in Southeast Asia

*  One of the largest palm o1l plantations in the world and its
associated production facilities

*  The largest and second largest car manufacturers in Indonesia

*  The top ranked private television station in Indonesia

»  The largest property development project in Indonesia

A pulp plant in Indonesia

In addition to being the majority sharcholder in these private
companies. the Holdeos assets also include minority stakes in some
of the highest profile public companies in Indonesia. including the
largest food processing, cement and automotive companies.

IBRA has assigned protessional managers to its Holdeos who are
responsible for monitoring the portfolio of assets transferred in order
to maintain and maximize their value. 1BRA does not intend to
exercise management control except in special cases. However. IBRA
will continue to supervise the asset portfolio to ensure that targets are
met and to control costs, capital distributions and other strategic
decisions.

2.3.5 Forensic Accounting and Asset Tracing

The duties conducted by this section are primarily focussed on intelligence
activities, forensic accounting and foreign asset tracing.

The unit carries out its duties based upon input obtained tfrom other IBRA
work units, particularly the Asset Management Investment Unit (AMID) and the
Asset Management Credit Unit (AMC) based upon the results of due diligence
conducted by these units in both the legal and financial fields. In exercising its
duties. the forensic unit may utilize the services of international consultants
who have experience in torensic accounting and asset tracing.

The activities ot the unit may be broken down into three segments:
. Forensic aceounting. Upon uncovering irregularities through due

diligence. the torensic unit carries out a forensic accounting process by
examining the transactions and documents concerned.
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*  Asset Tracing. Should further examination reveal irregularities, the unit

will trace and investigate the assets or funds concerned with the goal of

assetrecovery.

. Blocking of Assets. Any assets discovered will then be blocked and
subsequently taken over through the appropriate legal measures available
within Indonesia or overseas.

2.3.6 Asset Divestment and the Recovery of Government Funds

In order to meet the asset divestment targets set in its annual budget, IBRA will

categorize and prepare assets for sale paying close attention to market demand.

In undertaking asset divestment. IBRA will use various methods that are adapted
to the requirements of the assets. with the purpose of maximizing their sale

value. The selling methods employed include the tollowing (see Appendix 6):

. Sale of company shares to strategic investors
. Initial Public Offerings

. Loan and financial asset sales
. Monetizing assets through securitizations
2.3.6.1 Sale of shares to strategic investors

The method of sale of each company will be dependent upon market
conditions, prospective investor interest. business and industrial sector
potential, the size of the company and the size of IBRA's shareholding.
In addition. debt restructuring requirements and negotiations with
the creditors of each company are taken into consideration.

Based upon reasonable appraisals and forecasts, a number ot selling
methods are employed. namely:

e Public offering/auction:

»  Exclusive/negotiated sale: or

e Hybrid public auction and exclusive process:

In principle. each transaction is unique and the method and structure
of the sale will be determined on a case by case basis to maximize the
benetit for IBRA.

Generally speaking, IBRA favors the public offering process. A
prerequisite for a public offering is the presence of a number of
prospective investors who are interested in the otfered asset. Such a
process maximizes transparency and competition in asset sales.
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Should there be only one party who shows keen and certain interest,
particularly where that party is another shareholder or joint venture
partner of the company concerned, and where such person has
preemptive rights. the public offering process will be preceded by an
exclusive offer period for the preferred bidder. By employing
this hybrid bidding process, an opportunity is given to the preferred
bidder to make an exclusive bid while at the same time allowing
IBRA to invite other competitive bidders.

The exclusive offering process while facilitating a quicker realization
of cash proceeds tends not to produce optimal results given the lack
of transparency and competition involved. In this process only a
small number of prospective bidders who are deemed to be very
interested and serious will be approached and requested to undertake
due diligence.

In addition to the methods described above, there are a number of
other structural options that may be chosen. In certain cases a
prospective purchaser may be given the opportunity to offer a pure
management contract, an option to acquire the company in stages, a
combination of both of these methods or a direct acquisition. A direct
acquisition 1s deemed to be the optimal method if the objective of the
Indonesian government is to maximize value and receive cash
proceeds as quickly as possible. If there 1s insufficient investor interest
or there are complexities in the company’s business making a direct
acquisition undesirable, numerous agreements can be reached
whereby the investor can initially become a minority owner, enter
into a management contract combined with an ownership option
structure, or acquire the company in stages.

Pure contract management or an ownership option structure is the
least desirable option and will only be applied when faced with little
investor interest.
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2.3.6.2

2.3.6.3

Initial Public Offering

This option is very compelling if capital market conditions arc
favorable. The benetits of this method include the facilitation of capital
inflows through widespread ownership while existing management
can be maintained. The prospective equity investors include fund
managers, pension funds, retail and small-scale investors and others.
The sale of shares to retail and small-scale investors will assist the
government in its efforts to expand the public ownership of domestic
companies.

The weakness of this method is that the opportunity to sell to a strategic
investor. who typically offers the most competitive price. is lost.

Sale of LLoan Assets

IBRA’s divestment strategy for loan and financial assets is broken
down as follows:

*  The sale of loan porttolios will be carried out after IBRA has
successfully concluded the restructuring process. in order to
increase asset values. Included in this program will be IBRA's
shareholdings in companies whose shares were transferred to
IBRA as part of debt restructuring agreements.

*  The sale of portfolios of small and medium-scale corporate loans,
and also retail loans, will take place as soon as possible. giving
banks and financial investors the opportunity to manage the assets
until they are subsequently sold to an end investor.

e The sale of other bank assets such as property and other tinancial
investments (non-core assets) will be carried out by category
and in accordance with the demand for such assets.

Although IBRA's objective is to sell the financial assets it owns, it
will ensure that asset value is maintained through careful loan
management. Corporate loan portfolios will be managed directly by
IBRA while small-scale. medium-scale, and consumer credit
portfolios will be managed by third party agents (outsourcing).
including the original banks extending the loans.
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2.3.64

When ready to sell the assets. IBRA will approach interested investors

or hold a public tender. The choice will depend upon the type of asset
and investor interest. IBRA will use various structures in forming
tinancial asset portfolios to maximize the value of the assets. The
structures which may be employed include receivables-backed
securities, collateral tinancing or any other structure which has been
caretully considered by IBRA.

Investors who may be interested in purchasing such restructured debt
portfolios include domestic and foreign banks. financial investors.
multi-finance companies. tund managers and portfolio investors. In
addition to requiring payment in cash, IBRA may sell the said debt
porttolios to both BTOs and recapitalized banks in exchange for
government bonds held by those banks. This method facilitates the
repurchasc of government bonds. assists in the recovery of state tunds.,
and reduces tuture interest payments.

Monetizing Assets through Securitization

Another method is the securitization of corporate carnings. through
the issue of various types of debt instruments that are guaranteed by
the cash flows of the issuing company. In addition. the possibility of
issuing convertible bonds. whereby upon maturity the investor is given
the option of choosing between receiving cash or a number of shares
in a selected company. needs to be explored. The choice ot the best
companies to issue such mstruments will be based upon the quality
of their revenue and cash tlow. The best candidates are export-
orientated companies, which have long-term contracts with reputable
multi-national companies, with good growth potential.
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2.4

Organizational Structure and Support Facilities

2.4.1 Organizational Structure

IBRA's organizational development strategy involves the establishment of an
organizational structure that will factlitate the execution of IBRA's mandate.
The structure developed includes a chairman, a vice-chairman and five deputy
chairmen.

In general. the chairman coordinates between IBRA'S internal and external
activities. External relations include those with government institutions such
as ministries. Bank Indonesia and no less importantly, high state institutions
such as Parliament. the Supreme Court. and other institutions. Additionally
coordination is also carried out with international tinancial institutions such as
the IMEF, World Bank and ADB.

The duty of the vice-chairman is to assist the chairman in carrying out internal
coordination in IBRA. particularly in regard to complying with the external
requirements that have been developed in consultation with IBRA'S chairman.
In the exercise of their duties, the vice-chairman are assisted by deputy chairmen.

The duties and responsibilities of the deputy chairmen are as tollows:

1. The Asset Management Investment (AMI) unit is responsible for assets
in the form of investments or government sharcholding in companies
whether bunks or otherwise. This area is also responsible for the bank
restructuring and recapitalization processes.

2. The Asset Management Credit (AMC) unit is responsible for the
management and restructuring of loans. and the non-core assets. which
have been transterred to IBRA.

3. The Forensic and Asset Investigation arca is responsible for. inter alia,
the conducting of financial and forensic investigations concerning the
possibility of irregularities, side streaming and or fraud which were
uncovered during the due diligence process. If necessary. this area is able
to conduct asset tracing in the effort to recover the assets of the company
concerned.

4. The Asset Divestment arca is responsible for the process of selling assets.
including those managed by the AMI and the AMC.

5. The General and Administrative area is responsible for providing support
for IBRA's operations. including the employment of information
technology and satistactory sottware and hardware systems. In addition
this area also covers finance. accounting. treasury. human resources.
systems and procedures development. and IBRA's general affairs section.
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24.2

In addition to the five areas described above. IBRA also has numerous support
units such as Internal Audit and the Agency Secretariat which report directly to
the Chairman, and the Legal and Secretarial Bureau, the Institutional Planning
Unit. and the Risk Management Unit, which are accountable to the vice-
chairman (sec Appendix 8.1).

Human Resources

[BRA's human resources strategy is as follows:

Recruitment. Recruitment is carried out selectively based upon established
criteria and with competitive remuneration being provided in accordance
with duty and responsibility.

Development of quality human resources. In this regard IBRA
cooperates with Hewitt Konsultan Indonesia in the application of a Review.
Analyze and Design process, a Redesign of Job Evaluation & Grading
System process, and Employee Competence Assessment process. and the
development of Human Resources Strategies. In addition to cultivating
quality, it is also anticipated that a transfer of knowledge from consultants
to IBRA will take place.

Use of third party services (outsourcing). Bearing in mind IBRA's
significant workload and time constraints some work of @ non-routine
nature (crash programs) is subcontracted to third parties.

QOutplacement. Given IBRA's limited lifespan. upon the completion of
its duties, an outplacement program will be developed for IBRA staft.
Such programs will be designed in accordance with the expertise and
experience of each staff member.

As of August 1999, IBRA had 634 employees. compared to approximately
25 employees in August 1998, This growth is a reflection of IBRA's
increased duties and responsibilities.

2.4.3 Management Information Systems

The strategy for the development ot efficient management information systems
1s as follows.

Development of systems and procedures. IBRA is preparing Standard
Operating Procedures (SOP) which are based upon the characteristics of
the work found in IBRA. The SOPs for IBRA's various tasks have been
formulated and are set out in Appendix 8.5.
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. Computerization. A computerized system that supports financial and

accounting operations, administrative processes, and communications
among IBRA personnel, will accelerate the reporting system.

In order to support the reporting system and the accounting and financial
database. an Oracle Data Warehousing system has been developed. This
system will be capable of accommodating internal requirements and
interacting with the systems used by the banks under IBRA's control. (see
Appendix 8.2).

. Development of Communications System. The Lotus Notes System is
used in supporting the work{low, the numbering of letters and memos,
and the overall decision making process. The exchange and e-mail servers
are uscd to back up the office automation system in order to facilitate and
accelerate IBRA's internal communications processes (see Appendix 8.3)

. BPPN Net Global 1s currently being developed to integrate all the information
systems that are related to IBRA's operations (see Appendix 8.4)

2.4.4 Communications

The purpose of Agency Secretariat is to maintain support trom the public at
large for IBRA. through providing correct. timely and complete information
on IBRA and its activities.

The information can be divided between general information on IBRA and
information on specific programs and their implementation. The parties that
IBRA secks to communicate with include investors, debtors, creditors, the
government, the general public and within IBRA itself.

Based upon the type of information, IBRA determines the appropriate media
mix to achieve its communications goals.

2.4.4.1 Public Information

The dissemination of public information enhances IBRA’s image both
internally and among the general public. In order to achieve these
objectives, IBRA undertakes the following activitics:

*  Utilizing the mass media, including the print media through
advertonals, press releases and interviews, and the electronic
media through advertorials, talk shows and interviews.

*  Organizing courses and seminars for students and academics in
particular.

* Giving one-on-one presentations to government and non-
government agencies, and non-governmental organizations

(NGO).
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2.4.4.2

*  Issuing newsletters and updates for both internal and external

requirements.
e Operating a website, www.bppn.go.id. as an information center.

Information on Special Activities

In addition to the above activities, and in order to provide information

on IBRA to potential investors and other parties with a special interest

in IBRA the following methods are also employed:

* An Information Center has been established for Investors and
Website ads.

*  The holding of analyst meetings and investor forums (road
shows).

For the purpose of carrying out its duties. the communications
division is divided into three sections:

1. Promotion and Marketing. Designing and formulating commu-
nications strategies for cach target

9

Public Relations. Widely disseminating information regarding
IBRA's programs.

3. Investor Relations. Communicating with potential investors who
may participate in the asset divestment program.

Supervision and Risk Management

2.5.1 Supervision

IBRA is aware of the importance of both internal and external supervision in

maintaining its principles and achieving its mission.

2.5.1.1

Internal Supervision

Internal supervision is an important part of IBRA management’s vision
and mission. The elements of internal supervision and management
control encompass: 1) organizational structure and job description,
(i1) procedures. planning, recording and reporting. i) quality human
resources, and iv) internal review.

As a management tool. internal review is an important process for
examining the functioning of management. Internal review of IBRA's
operations is the function of the Risk Management Division and the
Internal Audit Division.
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2.5.1.2

The purpose of the Internal Audit Division is not to analyze the merits

of particular transactions, but rather to conduct an ongoing consultative
process that addresses the weakness in the management control
functions. The internal review function carried out by the Risk
Management and Internal Audit Division includes audits, reviews of
management reports and procedures, and consultation with managers.
In order to produce optimum and comprehensive results. internal
review takes the following steps.

*  Financial Audit. focussed on the reasonableness. carefulness.
comprehensiveness and accuracy of management reporting.

e Operational Audit. focussed on the compliance. efficiency. and
effectiveness of an activity or organizational unit with the
objective of providing recommendations for improving
management control.

¢ Special Purpose Audit. focussed on obtaining facts and giving
recommendations in respect to special cases.

¢ Information System Audit. focussed on the efficiency and
effectiveness of the management information systems in
supporting management objectives.

¢ Review of Operating Procedures

* Review of the Appointment of accounting consultants and
auditors.

External Supervision

To maintain transparency, IBRA’s operational activities are subject
to reviews and audits conducted by independent parties. A number of
institutions have the right to conduct independent audits or reviews
on their own initiative or at the request of IBRA. These include the
House of People’s Representatives (DPR). the Supreme Audit Board
(BPK). the IRC. and public accountants. In connection with the
management’s policy of transparency. IBRA submits periodic reports
1o the Minister of Finance and the IRC.

Strategic Plan 1999 - 2004

41



2.5.2. Risk Management

The purpose of Risk Management processes is to enable the company to achieve
its stated objectives and targets. Risk Management is carried out by identifying
and controlling all risk factors which may interfere with the company’s efforts
to achicve its stated objectives. In that regard. the objective and strategy of the
Risk Management Unit should be consistent with the overall objectives of IBRA.

The objectives of Risk Management Unit are as follow:

To identify all risk factors that have the potential of interfering with IBRA's
efforts to achieve its objectives:

To implement adequate risk management procedures in the calculation,
control and monitoring of such risks in order to minimize its impact over
the successtul achievement of IBRA's overall objectives:

To develop risk management strategies. policies and working procedures
designed to achieve a balance between acceptable risk levels and the
accomplishment of determined objectives:

To cultivate a suitable risk management environment at IBRA, in order
that all decisions and transactions are carried out in a consistent, transparent
and objective manner.

2.5.2.1. IBRA Risk Management Strategy

IBRA was established as a non-profit organisation. with the primary
task of carrying out debt restructuring. including the collection of
debts. IBRA plays a vital function in revitalizing the banking sector
as well as the econony in general. Therefore. IBRA's risk management
strategy 1s based on the principle of risk aversion.

The following are strategies of IBRA’s Risk Management Unit:

e Toavoid. or transfer, all risks whenever possible. In cases where
these are not possible, suitable control or monitoring procedures
are to be carried out to minimize risks within acceptable levels:

¢ To lower. as much as possible, the tolerance level towards
indisputably risk-bearing activities;

e To utilize internationally-accepted practices in identifying,
controlling and monitoring all business risks;

e To carry out risk evaluation within a predetermined framework
in order to ensure that risk management efforts are focused on
those factors that carry the biggest potential impact on IBRA's
objectives;

¢ Todevelop and operate the Risk Management Unit so as to ensure
the proper utilization of available resources within the respective
fields of expertise:
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2.6.3 Divestment Program for Fiscal Year 1999/2000

As of October 1999, IBRA had already completed the sale of certain assets and
has adopted an asset divestment plan for fiscal year 1999/2000 in order to meet
the target of Rp 17 trillion set by the government.

Djyestment Pro
{Rp ion, as of Octo

Uptojun9  JulSep9  Oct-Dec ¥ Jan 0 Feb 00 Mar (00 TOTAL
Asset Management Investment
Banks
Bank Danamon - - B .
BCA - - - 360 3.000)
BIl - 2,086 - 2.086
Lippobank 2942 - - - - 2942
Bali QX - - Q00
Universal - 488 - - - 488
Bukopn - 10 - 10
Patnot 5 R 5
Prima Express - 3 - 3
Sub-total - 6,434 - 3000 9434
Company
Statomer 0 120 - - - 120
Indofood 368 368
PIPI 34 - - - 34
Beecheratt Planes 25 - - - - 25
Indo American Ceramics 47 - - - - 47
First Pacitic - 1500 1.500
Astra International - - - - 2.000) - 2600
Sub-total 106 4K - - 2.000 1.500 1.004
AMI Sub-Total 106 6,922 - - 2,000 4.500 13,528
Asset Management Credit
Debt Repayment 775 825 1157 - - 1.161 391¥
L.oan Sales - 163 - - %51 1.214
Non-core Sales 106 45 84 - - 7" 312
AMC Sub-Total 881 870 1,604 - - 2,089 5444
TOTAL 987 7,792 1.604 - 2, (K0 6,589 18,972

2.6.4 Overall Divestment Program

Based on the agreement between the Indonesian government and the IMF, as
stated in the Letter of Intent (LOI). IBRA's duty is to recover government funds
through asset divestment in order to fund the payment of principal and interest
on government bonds.

Two primary factors, interest rates and the Rupiah exchange rate, will strongly
influence the overall recovery rate. These factors are also a reflection of the
inflation rate and the performance of the economy. which are greatly influenced
by domestic economic and political stability.

The IMF and the government are currently projecting a fall in interest rates
with a target of approximately 7% by the end of fiscal 2001/2002. Although
the eftect of falling interest rates will be to increase the value of IBRA assets in
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3.1.4 Government Finances

3.1.4.1 Receipts from Assets Sales

All of the assets acquired by IBRA will eventually be sold in
accordance with the asset sales program. The proceeds of these sales
will be used to repay IBRA's and the government’s obligations related
to the guarantee program and other government debt obligations,
including the payment ot interest and the redemption of government
bonds. In the 1999/2000 State Budget. IBRA 1s budgeted to contribute
Rp 17 trillion for the payment of interest on government bonds.

3.1.4.2 Increasing Tax Receipts

In addition to meeting the targets set out in the government budget,
IBRA's activities will indirectly assist the budget through increasing
tax receipts. Increased tax receipts will result from the success of the
programs implemented by IBRA. including restoring banks to health
and restructuring private sector debt.

The restructuring of private sector debt will have a direct impact on
the taxable profits of corporations. Both a reduction in debt balances
and debt to equity conversions will reduce interest expense and
increase corporate earnings. Furthermore, restructuring will improve
corporate liquidity and increase production levels. At the end of the
day. this will increase corporate profits.

3.1.5 Real Sector Recovery

The success of IBRA in restoring the banking sector will have a positive impact
on the overall economy while assisting in the recovery of government funds
and contributing to the government budget. A healthy banking sector will
encourage companies to resume operations, which will stimulate the economy
and lead to a recovery.

. Foreign Trade. Afier being restructured. it is anticipated that banks.
including independent banks and those that are controlled by IBRA. will
be able to resume extending loans tor both investment and working capital
purposes.  Through the process of debt restructuring companies which
have good prospects can be identified and banks can resume lending and
lower their risk profiles. Thus the spread between deposit interest rates
and loan interest rates can be minimized while at the same time giving
banks the opportunity to record profits. Another positive impact will be
increased contidence on the part of foreign banks in domestic banks. This
will facilitate the issuance of LCs related to import and export requircments
and improve the climate tor foreign trade.
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Employment. It is anticipated that corporate debt restructuring will
improve corporate liquidity and allow companies to resume normal
operations. With the resurrection of the real sector. bankruptcies and lay-

offs can be avoided. Employment opportunities will also increase with
corporate growth, which in turn will lead to a reduction in unemployment.
Increased employment will reduce the risk of social unrest.

Foreign Investment. With increased public confidence in the market
and economic recovery, and with the return of political stability. foreign
investors will be encouraged to return and invest in the Indonesian market.
This will lead to increased foreign exchange earnings.

GDP. Public confidence in the domestic economy will revive growth in
both investment and consumption. This will eventually result in increased
GDP as a result of the multiplier effect.
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3.2 Requirements for Success

3.2.1 Economic and Political Stability

Stable social. political and economic conditions are prerequisites for the success
of IBRA's bank restructuring program. The economics aspects of stability
include:

. Rupiah Exchange Rate. Volatility in the exchange rate will produce
difficulties for the business community in accurately developing business
strategies. Businesses will also be faced with difficulties in anticipating
the market and will be unable to optimize their operations. Under such
conditions, businesses generally conduct their operations on a cash basis
to avoid exchange rate risk.

Faced with an uncertain and high-risk exchange rate environment, business
will be conducted on a cash basis, which will greatly slow down and even
stall the wheels of the economy. Under normal conditions, risks arising
from currency fluctuations can be hedged, but with a highly volatile
exchange rate environment, no financial institutions is willing to extend
hedging facilities.

Furthermore, currency depreciation may cause inflation, which would lead
to an overall worsening of the economy. The market would find it difficult
to determine supply and demand resulting in a spiral down effect. High
inflation tends to produce high interest rates. This would of course hurt
IBRA’s performance.

. Interest Rates. High interest rates will reduce the value of the assets
owned by IBRA and will increase IBRA's liabilities. In terms of the overall
economy. higher interest rates will discourage investment due to the high
cost of debt.

*  Capital Markets. Uncertain conditions in the capital markets will
complicate IBRA's asset divestment program. Foreign investors will also
lack the confidence to participate in the market.

Social and political conditions will have a major etfect on the economic recovery
program. With the success of the June 1999 general elections, the general
session of the People’s Consultative Assembly (MPR) and the appointment of
a new cabinet under an elected President, the democratization process has
reached an advanced stage. It is hoped that the political situation in Indonesia
can maintain a level of stability conducive for economic recovery and growth.
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3.2.2 Legal Authority and Other Support

3.2.2.1

3.2.2.2

L.aw No. 10 and Government Regulation No. 17

The principal function of IBRA. besides the eftecting of bank
restructuring and recovery. is to minimize government cost of the
rehabilitation and restructuring of the banking sector. The bank
restructuring program effects government spending as evidenced by
the issuance of government bonds tor bank recapitalization and the
closure of banks (BBO and BBKU). Interest costs arising from the
issuance of government bonds for bank recapitalization will become
a burden on the general public.

To address this potential burden. the bank restructuring program. in
accordance with Law No. 10 and Government Regulation No. 17,
grants IBRA the right to own and control the assets recovered from
the restructuring process. These include assets surrendered by bank
owners through shareholder settlements, the assets of closed banks,
and the Category 5 loans and other assets of recapitalized banks. These
assets, which will be sold in stages. represent a source of financing
tfor the bank restructuring program. Maximizing the sale value of the
assets controlled by IBRA is key to minimizing government cost.

Other l.egal Supports

The bank restructuring program and the resurrection of the real sector
1o support economic recovery requires assistance and support from
various agencies and institutions.  In addition. the following
amendments to current regulations are required:

¢ Abolition of restrictions on foreign investment. In order to
raise foreign investor interest in Indonesia and IBRA assets. the
government needs to facilitate access for foreign investors
through. tor example. abolishing the restrictions on foreign
investment in the property sector. and removing any other equity
ownership restrictions on foreign investors.

*  Removal of regulations requiring reserves for restructured
debt. To support the transfer of restructured loans back to the
banking sector, it will be necessary to adjust the regulations
regarding reserves for restructured loans. Currently. banks are
required to maintain reserves for loans arising trom restructured
debt for a period of 6 months before the loan can be upgraded.
This constrains the transter of loans restructured by IBRA back
to the banking sector. as the required reserves would reduce bank
capital ratios.  Adjustments to these regulations that relate the
reserve requirement to the credit quality of the debtor company
are required.
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Reducing the tax burden. IBRA is currently treated as a taxable
entity. The payment of tax by IBRA will reduce IBRA's
contribution to the government budget. Accordingly, it would
be better if IBRA were exempted from all forms of taxation. In
addition, the recovery of state funds through the asset divestment
program is closely related to the value of the assets owned by
IBRA., thus the levying of tax can reduce the value of these assets.
For example. it a bank under IBRA's control were to carry out a
quasi-reorganization through the adjustment of its share premium
in order to achieve a positive retained earnings position, it should
be able to keep the tax loss carry forward gencrated prior to the
recapitalization which would last five years.

Indemnification. In carrying out its routine duties, IBRA and
its employees are forced to make decisions fraught with
uncertainty and risk. Some decisions must be made immediately
to expedite IBRA programs and IBRA's larger objectives. In
order to facilitate their routine work, IBRA staff should be
protected trom liability arising from their decisions.

Extending the life of forestry, land use, mining and other
concessions. By extending concession terms, the value of assets
owned by IBRA which are connected with those concessions
will be increased. as will government proceeds related to the
concessions. In addition. such extensions will raise the interest
level of foreign investors. tacilitating IBRA's asset divestment
program.

3.2.3 Political and Public Support

As IBRA's programs impact the social, economic and political arenas. as well
as the government budget. political and public support are required to achieve
IBRA's objectives. Support for IBRA's initiatives from the judicial system
(the Supreme Court, Attorney General's Office). the legislature (People’s
Consultative Assembly (MPR) and People’s Representative Assembly (DPR)).
and other agencies of the executive branch will greatly assist IBRA. In addition,
cooperation with all involved parties including debtors. company owners, banks
and prospective investors will help accelerate the restructuring and economic
recovery process in Indonesia.
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