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This article examines economic policymaking in Indonesia from the eve
of the 1997 financial crisis to 2005 and asks whether engagement with the
IMF widened or narrowed the choices available to Indonesian policymak-
ers. It argues that engagement with the Fund expanded the menu of pol-
icy options available to the government when the IMF could count on a
powerful internal champion that was ready to use its relationship with the
Fund to strengthen its own position in the domestic political game. How-
ever, the Fund’s actions had the effect of constraining policy space dur-
ing periods when the power of its internal champion was in decline, when
a champion failed to materialize at all, or when trust between the Fund
and the country authorities deteriorated rapidly. KEYWORDS: Indonesia,
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T his article examines Indonesia’s pathway through the Asian financial
crisis of 1997–1998. The archipelago suffered by far the most trau-
matic experience of all the countries affected by the regional shock.

Not only did Indonesia undergo the most severe economic contraction, it
also experienced the worst political crisis, one that not only ended President
Suharto’s thirty-two years of rule but also precipitated the collapse of an
authoritarian, single-party political system. In addition, Indonesia engaged
the International Monetary Fund (IMF) longer than any of the other coun-
tries affected by the crisis—Fund programs were not terminated until 2003,
six years and four presidents after their launch in late 1997. Thus, Indone-
sia makes for particularly fertile ground to study the nexus between Fund
programming and policy choices in a variety of political settings.

Rather than retelling the story of Indonesia’s financial collapse and
economic reconstruction—a story already recounted in a large and still-
growing literature—I provide an account of Indonesia’s pathway through
crisis as seen through the lens of “policy space.” I focus, following Ngaire
Woods in her introduction to this issue, on whether engagement with the
IMF widened or narrowed the choices available to Indonesian policymak-
ers. I also examine how the Fund’s position was itself affected by changes
in policy space.
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The piece makes two arguments. First, it contends that the Indonesian
government’s engagement with the Fund expanded the menu of options
available to policymakers when the IMF could count on a powerful internal
champion within government, a champion that was ready to use its rela-
tionship with the Fund to strengthen its own position in the domestic polit-
ical game. Second, I argue that the IMF’s actions had the effect of con-
straining policy space during periods when the power of its internal
champion was in decline, when a champion failed to materialize at all, or
when trust between the Fund and the country authorities deteriorated rap-
idly. In these cases, the Fund was far more likely to use its leverage to
block the government’s independent policy initiatives.

I begin by defining “policy space” before giving a brief background to
the dynamics of economic policymaking in Indonesia and the evolution of
its relationship to the IMF from the 1960s to the eve of the 1997 crisis. I
then analyze the impact of Fund programming on policy space in Indonesia
in the period from 1996 to 2005.

Conceptualizing Policy Space

The concept of policy space is often invoked in contemporary political dis-
course, but its meaning is rarely defined clearly. Currently, policy space is
most often used in debates about how certain rules in the global economy—
particularly those emanating from the World Trade Organization (WTO)
and its subsidiary agreements—constrain countries’ policy options for
medium- and long-term economic development. For example, Nancy Bird-
sall, Dani Rodrik, and Arvind Subramanian talk about the need for poor
countries to have “enough space to craft their own economic policy” and
“adequate room for policy autonomy and experimentation.”1 Robert Wade
writes of “development space,” by which he means the freedom of devel-
oping countries to pursue, among other things, the kinds of development
policies used in the past by what today are the world’s advanced econo-
mies.2 Meanwhile, the United Nations Conference on Trade and Develop-
ment (UNCTAD), which devoted much attention to the idea in its 2004
annual conference, conceptualized policy space as a fusion of the principle
of sovereign equality among sovereign states, the right to development, and
the principle of special treatment for developing countries.3

But if we are to use the notion of policy space to analyze the impact of
IMF programs on the choices of developing countries, the concept needs
to be adapted in two ways. First, because governments typically engage the
Fund during crises requiring immediate action, and because the IMF works
through relatively short-term policy instruments, policy space must admit
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not only long-term development policies, but also short-term, crisis man-
agement initiatives. For this reason, I define policy space simply as the
menu of economic policy options believed by policymakers to be available
to them at a certain point. Of course, the state is not monolithic, and “poli-
cymakers” generally does not refer to a homogenous group. Thus, for the
purposes of this article, I look at policy space from the perspective of the
political actors formally charged with the formulation and implementation
of economic policy.

Second, we are interested not only in the length and content of the pol-
icy menu, but also in the process through which that menu is generated and
policies are selected from it. Therefore, there ought to be a second dimen-
sion to the concept of policy space; it should also capture policy space; it
should also capture whether the arena for policy contestation is open or
closed, and whether new players can enter the arena and participate in the
process.

Economic Policymaking in Indonesia

As a number of scholars have pointed out, the dynamics of economic poli-
cymaking in Indonesia before 1997 are best understood as a struggle among
three groups to influence President Suharto, who was the final policy arbiter
in a centralized and authoritarian regime.4 The first group was composed of
academic economists-turned-policymakers, the “technocrats,” who favored
a liberal, market-oriented economy.5 Plucked from academia in the mid-
1960s to help Suharto stabilize the economy, these officials sat atop the key
economic ministries for most of his thirty-two-year rule and were the gov-
ernment’s primary interface with the international financial institutions.

The second and more heterogeneous group usually falls under rubrics
such as “nationalists” and “technologists.” Including cabinet members from
key spending ministries and some senior military officers, the nationalists
generally favored an activist role for the state in protecting industry and allo-
cating capital, usually to the benefit of pribumi (“native” Indonesian, rather
than Chinese-Indonesian) entrepreneurs. The third group, which became
especially prominent in the 1990s, was composed of “cronies,” who included
large entrepreneurs close to the president, as well as Suharto’s children and
their close associates. Unlike the second group, the cronies held no official
government positions.

Although formally in charge of economic policymaking and ensconced
in the top echelons of government for the better part of three decades, the
technocrats’ policy influence was highly variable and depended on the eco-
nomic context. The technocrats were few in number and had no base of
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support within government and no constituency outside it. Indeed, the role
between the government and the international financial institutions and “the
markets”—a role they constantly played up—was the only source of exter-
nal political support. The president trusted the technocrats primarily as
expert crisis managers and economic fixers, which meant that their clout
peaked during times of economic turmoil. But during times of relative sta-
bility and prosperity, nationalist and crony interests tended to dominate pol-
icy, and during these times there was little the technocrats could do, other
than try to curb some of these groups’ worst excesses before they could
jeopardize fiscal and monetary stability.6

Acutely conscious of their context-dependent influence, the technocrats
became over time keenly attuned to postcrisis windows of opportunity, and
they worked hard to capitalize on these politically auspicious but finite
moments of influence. Fortunately for the technocrats, Suharto, a pragmatic
man not wedded to ideology, was willing to revise his assumptions and
experiment with innovative policies.7 But as his regime entered the 1990s,
the president became increasingly reluctant to make decisions that harmed
the interests of his relatives and close associates.

Indonesia’s Engagement with the IMF

Indonesia’s relations with the IMF date back to 1966. Having ousted his pred-
ecessor in a military coup in 1965, General Suharto inherited an economy in
chaos, plagued by hyperinflation and cut off from international financing. In
December 1966, Indonesia’s official creditors agreed to reschedule debt pay-
ments, and the new government committed to reducing barriers to trade and
foreign investment, among other things.8 The measures were monitored and
assisted by the IMF, which designed the macroeconomic stabilization plan.
The experience restored Indonesia’s ties with the Bretton Woods institutions,
links that had been severed after Sukarno’s alignment with Moscow and after
his famous declaration to Western donors: “Go to hell with your aid.” In Feb-
ruary 1967, Indonesia formally rejoined the Fund’s membership.

After Suharto’s economic team proved adept at controlling inflation
and restoring fiscal balance in the early 1970s, the technocrats adopted a
staunchly independent attitude vis-à-vis the Bretton Woods institutions.
Indonesia received its last IMF standby loan before the late 1990s, in 1970;
after that, the Indonesians made use of the Fund’s Compensatory Financing
Facility (CFF) only in years of falling commodity prices.9 In the 1980s, the
Indonesians designed and implemented their own economic reforms, ignor-
ing, for example, the Fund’s advice not to open the capital account before
liberalizing trade and engaging in more extensive banking sector deregula-
tion than the Fund recommended.10 The officials also became, in the words
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of a prominent technocrat, “allergic to IMF standbys”11 and chose to deal
with fiscal shocks in 1983 and 1986–1987 through homemade, rather than
through IMF-designed, stabilization plans. Indonesia’s interaction with the
Fund during these years was limited to annual Article IV consultations and
technical assistance on monetary issues.

While zealously guarding their autonomy, Indonesian policymakers
nevertheless consulted regularly with members of the IMF’s and World
Bank’s Jakarta staff, who were seen as “good intellectual sparring part-
ners.”12 Relations with the Bank were especially strong, as the technocrats
found its expertise in trade and financial liberalization more relevant to their
reform plans than the Fund’s macroeconomic specialties. The fact that
Suharto’s economic team shared (and in its liberalism sometimes surpassed)
the orthodox views of the Bretton Woods institutions clearly helped build
good working relations. By the 1990s, then, a cordial but arms-length rela-
tionship had developed between the Indonesian economic team and the
IMF, one that relied heavily on the permanence of the technocrats in gov-
ernment. The limits of that relationship would be tested by the financial cri-
sis of the late 1990s.

The causes and consequences of Indonesia’s financial crisis have been
extensively discussed elsewhere.13 Here, I limit myself to recounting the
facts that led to renewed engagement with the IMF in the 1990s. A series of
factors, including rapid financial deregulation, weak regulatory institutions,
and corporate structures that encouraged excessive risk taking, rendered the
Indonesian economy highly vulnerable to interest rate and exchange rate
shocks. After Thai monetary authorities abandoned their pegged exchange
in spring 1997, investors lost confidence that pegged exchange rates could
be maintained in countries with similar characteristics, including Indonesia.
A massive sell-off of assets denominated in Asian currencies, including the
Indonesian rupiah, ensued. After a brief defense of the peg, the Indonesian
central bank, Bank Indonesia (BI), let the rupiah float (or sink) on 14 August.
Between July and October 1997, the currency depreciated by 34 percent.14

The currency crisis soon became a banking crisis, and Bank Indonesia inter-
vened in the banking system, controversially injecting billions of rupiah to
prop up troubled financial institutions.15

In early October, thinking that a precautionary arrangement would
restore Indonesia’s credibility and protect the currency from further decline,
the Indonesian government approached the IMF, but it soon became clear
that only stronger medicine, in the form of a standby arrangement, would
have a chance of restoring confidence. By the end of the month, the Fund
had extended a standby arrangement giving Jakarta access to as much as
US$11.4 billion in emergency assistance. This was part of a larger inter-
national package for Indonesia amounting to some $18 billion.16 Thus began
Indonesia’s intense, and occasionally turbulent, programmatic relationship
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with the IMF. This relationship was structured by three programs—one
standby arrangement and two arrangements drawing on the IMF’s Extended
Fund Facility (EFF). Table 1 shows the resource flows between the Indone-
sian treasury and the IMF from the crisis to the present.

How can we assess the impact of the Indonesian government’s engage-
ment with the IMF? In the sections that follow, I examine key decisions
taken by the Indonesian government in the areas of monetary, exchange
rate, trade, fiscal, and banking policy. In each case, I analyze the condi-
tions under which the IMF exercised influence and with what consequences
for the range of choices perceived by policymakers as available to them, as
well as for the range of domestic actors participating in economic policy-
making. The analysis is chronological, divided into six time periods. Figure
1 provides an analytical overview of the narrative, showing where each
period fell in terms of both policy space as a menu of options and policy
space as room for contestation among political actors.

Before the Crisis: New Order Cronyism 
and Marginal IMF Influence

The year before the currency crisis broke in August 1997 constituted the last
months of the New Order, as Suharto’s regime was known. Since at least
1990, policymaking under the New Order had been characterized by the cap-
ture of state policy in key economic areas by a very narrow set of interests
tied directly to the presidential palace. The first half of the 1990s had been
years of strong economic growth, massive inflows of foreign investment, and
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Table 1 Indonesia’s Transactions with the IMF, 1997–2006 
(in US$ millions)

Charges and 
Programa Year Disbursements Repurchases Interest Paid

Standby arrangement 1997 2,201.47 0 0
1998 4,254.35 0 133.96

1st Extended Fund Facility arrangement 1999 1,011.00 0 267.54
2000 851.15 0 398.85

2nd Extended Fund Facility arrangement 2001 309.65 1,375.92 369.50
2002 1,100.96 1,834.56 202.86
2003 1,376.24 979.26 148.64

Postprogram monitoring 2004 0 678.07 172.25
2005 0 774.81 211.82
2006 0 2,988.99b 122.00b

Source: “Indonesia: Financial Position with the Fund,” available at www.imf.org.
Notes: a. Indonesia’s standby arrangement with the IMF ran from 5 November 1997 to 25

August 1998; the first Extended Fund Facility arrangement ran from the end of the standby to
4 February 2000; and the last EFF arrangement ran from February 2000 to 31 December 2003.

b. As of 30 June 2006.



a boom in bank lending—the kind of economic conditions that traditionally
strengthened cronies and nationalists and marginalized technocrats. This
meant that large areas of economic policy were effectively closed to would-
be reformers, and from the point of view of the technocrats, lasting eco-
nomic reform could be undertaken only if these areas were opened. “Our
frustration,” said leading technocrat Ali Wardhana in 1993, “is that we have
control over part of the game but we can’t win the game unless other parts
play along.”17

To be sure, the technocrats were in control of exchange rate policy and
to a large degree of monetary policy, but important elements of banking reg-
ulation, trade policy, and fiscal policy were not open to discussion. In bank-
ing regulation, the central bank was unable to close banks it deemed insol-
vent because of political interference. In 1996, and again in April 1997,
Bank Indonesia’s governor recommended to President Suharto that seven
insolvent banks be closed immediately, but the president delayed these clo-
sures until November 1997; by then, the crisis had already engulfed the
banking sector.18 Also, regulators who interfered with politically connected
banks were removed or otherwise hindered from carrying out their tasks.19

In terms of trade policy, wide-ranging formal and informal measures were
in place to guarantee the flow of rents to Suharto’s associates and relatives.

Leonardo Martinez-Diaz 401

Figure 1  Changes in Two Dimensions of Policy Space, 1996–2005
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These included not only tariff protection, but also export restrictions and
exclusive marketing arrangements on a variety of commodities, including two
of Indonesia’s leading exports—cloves and plywood. These private monop-
olies granted by the president to members of his inner circle effectively
made the monopolists more powerful than the state authorities that were
supposed to regulate them.20 Finally, some aspects of fiscal policy were
also untouchable, including the use of central bank and budgetary funds to
finance large infrastructure projects managed by Suharto’s six children and
cronies.21

Technocrats to the Rescue and Rising IMF Influence 

As economic conditions deteriorated rapidly in September 1997, Suharto’s
technocrats initially believed confidence could be restored with something
less than a full standby agreement with the IMF. However, by the time nego-
tiations with the Fund were well advanced, in late October, it was clear that
only a full-fledged IMF program had a chance of restoring market confidence
in Indonesia’s course. The economic team signed the first Letter of Intent
with the Fund on 31 October 1997 and a second one on 15 January 1998. The
latter included over fifty action points and would later become a poster child
for those criticizing the IMF’s conditionality excesses in the 1990s.

At some point between early October and January, the technocrats and
their World Bank colleagues—with whom they had been working on a
reform agenda for years—realized that the IMF program could be used to
overcome resistance from powerful groups and implement structural reforms
they had long considered necessary. The introduction of a structural-reform
wish list into the agreement seems to have been driven more forcefully by
the World Bank’s staff than by the technocrats themselves, but the Indone-
sians were clearly in favor of using this window of opportunity to advance
the reform process.22 A Bank document put it bluntly: “Ironically, the crisis
provided an opportunity for the Bank to get action on many of the necessary
structural changes. By January 1998, Bank staff had managed to incorporate
into the IMF programs most of the reforms it wanted.”23

During this period, the technocrats were at the peak of their policy
influence in government and were very much in charge of the crisis man-
agement efforts. Suharto had full confidence in the team that had solved
many crises before, and he gave the group free rein to negotiate with the
Fund, at least in October 1997. Meanwhile, the IMF was happy to help and
saw its role as providing the technocrats with the political leverage they
needed. According to the Fund, “IMF management . . . viewed the program
as an opportunity to assist the reformist team in pushing desirable reforms
and the [IMF] team viewed the program as providing leverage to do so.”24
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The effect of the two Letters of Intent was to open policy areas that had
long been closed to the technocrats. Formerly taboo issues in banking regu-
lation and trade and fiscal policy suddenly appeared open to reform. The IMF
program required, among other things, the immediate closure of sixteen
insolvent banks; the phasing out of monopolies in certain commodities,
including cloves and plywood; the immediate lifting of nontariff barriers on
wheat flour, soybeans, and garlic; the suspension of large infrastructure proj-
ects; and the opening of closed sectors to foreign direct investment, including
banking. In short, engagement with the IMF, with extensive support from the
World Bank, significantly expanded the range of policy options available to
the Indonesian economic team.

Suharto’s Guerrilla War: Open Conflict with the IMF

Surprisingly, President Suharto had not objected to the extensive provisions
outlined in the 15 January Letter of Intent, including those that directly
undermined the interests of his relatives and associates. However, he soon
signaled that he did not intend to comply, famously announcing that he
would wage a “guerrilla war” against the IMF, and the groups most affected
by the proposed IMF reforms soon followed their leader. Before the ink
was dry on the January agreement, it became clear that many of the policies
supposedly made possible by the IMF program could not be implemented.
Infrastructure projects canceled under the program were restarted under
presidential orders, and one of the closed banks belonging to a Suharto rel-
ative was reopened under a different name. Also, despite government
attempts to disband the plywood and clove monopolies, crafty vehicles were
found to keep them functioning.

Meanwhile, the technocrats’ influence and control over economic pol-
icy began to decline precipitously. The president insisted on negotiating the
January agreement himself, with the technocrats in the background. He also
formed a new Committee for Economic and Financial Resilience, which
diluted technocratic influence by adding nationalists from the cabinet and
two businessmen as top economic advisers to the president. In addition,
Suharto replaced his minister of finance with a former IMF deputy manag-
ing director, Prabhakar Narvekar, as his chief interlocutor with the IMF. In
February, Bank Indonesia governor Djiwandono was dismissed, and the
finance minister and the coordinating minister of the economy—both promi-
nent technocrats—were replaced with staunch nationalists and prominent
cronies in March.25

The IMF was particularly vulnerable to the technocrats’ political demise
at this stage, for two reasons. First, the Fund’s presence on the ground before
and during the crisis was thin, and the turnover in IMF missions was high;
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this meant that the Fund was highly dependent on the technocrats (and also
on the World Bank’s Jakarta staff) for information, expertise, and political
access. Second, fairly or unfairly, much of the blame for the botched bank
closures of November 1997 and for what was seen as excessively tight
monetary policy in late 1997 fell on the IMF. These alleged policy errors,
compounded by poor public relations management, damaged the Fund’s
reputation in Indonesian public opinion so badly that its credibility never
fully recovered. With the public alienated and with Indonesian elites
increasingly regarding the IMF as a political liability, the downfall of the
Fund’s internal champion in early 1998 proved doubly damaging.

Suharto, desperate to stabilize the economy before his scheduled re-
election, announced on 1 March an alternative course of action he called
“IMF-plus,” which included the possible adoption of a currency board
arrangement. The currency board option, which would have marked a rad-
ical departure from the Fund’s recommended exchange rate policy, was
announced without previous consultations with either the technocrats or the
IMF. Adamantly opposed to the currency board, but with its internal cham-
pions badly weakened, the Fund turned to a more coercive approach. In a
letter to President Suharto, Managing Director Michel Camdessus threat-
ened to withdraw financial support if the currency board proposal was
implemented.26 Suharto also received calls or visits from several G7 heads
of state, including President Bill Clinton, urging him to stick to the IMF
program and drop the currency board project.27 The disbursement of $3 bil-
lion due on March 15 was also put on hold until there was evidence of bet-
ter compliance. The currency board proposal was subsequently abandoned.

In sum, the menu of options available to the government during this
period contracted in two ways. First, it became clear that the policy areas
outlined in the Letters of Intent would not be opened so easily, as the
groups affected could effectively undermine policy change. In addition, the
Fund and its top shareholders exerted strong pressure to block the president
from undertaking independent policy initiatives once the technocrats lost
their influence.

Habibie’s Crisis Management 
and a New Relationship with the IMF

The economic crisis soon sparked ethnic conflict and social violence that
would leave more than a thousand people dead by the end of May 1998.28

Having lost the support of the political elite and the military, Suharto
resigned on 21 May, leaving Vice-President B. J. Habibie in charge. Not
surprisingly, Habibie’s hold on power was seen as illegitimate by the pro-
democracy Reformasi movement, and he also faced challengers within his
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own party. Consequently, the new president’s main priorities during his six-
teen-month administration were to ensure his political survival and to con-
trol the terms of the country’s transition to democracy.29 This meant stabi-
lizing the economy first, and Habibie was willing to use the IMF blueprint
to do it.

Habibie’s survival imperative led him to quickly improve relations
with the Fund. A new Letter of Intent was signed on 29 July reaffirming the
government’s commitments made under previous agreements and adding
new provisions on banking and corporate restructuring. Although the old
technocrats did not stage a comeback under Habibie (only one remained in
the cabinet), the coordinating minister of the economy, Ginandjar Kartasas-
mita, known as a “nationalist” figure, became an effective and trusted inter-
locutor between the government and the IMF. This suggests that while the
technocrats had been the Fund’s internal champions, they were not in-
dispensable for good working relations between the institution and the
government.

The policy arena under Habibie remained closed, giving the executive
exclusive control of policymaking, and the new government’s relative cohe-
sion gave it more space for new policy initiatives, albeit within the param-
eters of the IMF program. Serious political opposition to Habibie failed to
materialize, and the president succeeded in setting his preferred electoral
calendar, which included an indirect presidential election in October 1999.
Crucially, Habibie retained firm control of his party, Golkar, which still
commanded a majority in the legislature; this gave the president consider-
able power to make and implement policy. A member of the Habibie cabi-
net put it this way: “The Habibie era was a short but highly unusual period.
In retrospect . . . it was a time when the Fund-supported program actually
stood the best chance for its full implementation. It was a period when the
ownership of the program was strongest while the implementation capac-
ity of the New Order remained more or less intact.”30

These conditions allowed the government to push ahead with the reforms
initially introduced by the Fund programs. The 1992 Banking Act was
amended, opening the long-protected banking sector to foreign ownership,
and a new central bank law was introduced, giving Bank Indonesia statu-
tory independence. Both of these measures were contained in agreements
with the IMF and would have been hard to imagine under the New Order,
given the high level of political interference in credit allocation and bank
regulation. Unlike bank closures under Suharto, the closure or takeover of
forty-six banks in March 1999 took place without political interference, and
powerful business figures were meanwhile being dragged before IBRA, the
bank-restructuring agency, and forced to account for their debts and for the
misuse of central bank liquidity support.
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In addition to key changes to the country’s electoral rules, the govern-
ment also presided over the passage of two laws that redefined fiscal rela-
tions between the central government and subnational governments. Unlike
the central bank law, the decentralization laws were homemade and not part
of the agreements with the IMF, suggesting that the government retained
room for policy experimentation despite the IMF program.

The end of the Habibie administration was marred by a corruption scan-
dal (known as Bank Bali) and the bloody secession of East Timor. These
events led the IMF to suspend disbursement of a tranche due in September
1999, just before the presidential elections. The two events ruined Habibie’s
reelection prospects, and his exit from the stage marked the end of a period
of growing policy space.

Democratic Transition and Paralysis

President Abdurrahman Wahid was indirectly elected in October 1999 after
extensive bargaining among political parties, opening a period in Indone-
sian politics characterized by increasing political competition and democ-
racy, but also by fragmentation and policy paralysis. This meant that while
Indonesia’s policy space was opened up to new actors, the menu of options
available to policymakers contracted.

Two kinds of fragmentation afflicted economic policymaking during
this period. First, Wahid’s economic cabinet was fragmented across party
lines, which inhibited cooperation. It did not help that the president set up
his own board of economic advisers, the Dewan Ekonomi Nasional (DEN),
and then, instead of having the body report directly to him, he encouraged
his economic advisers to take their policy ideas directly to the ministers,
who were naturally reluctant to take outside advice.31 Second, a chasm
opened between the executive and the legislature, as the latter asserted its
newfound power in Indonesian politics. For the first time, the president’s
party no longer controlled a majority in the legislature, and conflict between
president and parliament would escalate and culminate in the impeachment
and removal of President Wahid in July 2001. The press, emancipated dur-
ing Habibie’s administration, added fuel to the political fire with its exten-
sive coverage of political intrigue, rumor, and corruption. In the face of the
uncertainty generated about the direction of the reform process, the bureau-
cracy under President Wahid neared paralysis.32

As the government’s capacity to formulate and implement economic
policy declined, relations with the Fund deteriorated dramatically. Wahid’s
choice of “nationalist” figures to head the economic cabinet (Kwik Kian
Gie and Rizal Ramli)—both of whom adopted confrontational stances vis-
à-vis the IMF—seriously strained the relationship with the Fund and led to
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a breakdown of trust. This led the Fund to adopt a more coercive stance and
a heavier dose of micromanagement.

As a result, the first agreement under the Wahid government, signed in
January 2000, was unusually long, specifying details for policy implementa-
tion in financial governance, corporate and bank restructuring, and privatiza-
tion. Unable or unwilling to trust government agencies, the Fund called for
the creation of independent bodies to supervise policy implementation at both
the central bank and the bank-restructuring agency.33 When the legislature
announced plans to amend the 1999 Central Bank Law, the Fund objected
strongly, threatening to withhold its next disbursement if the amendments
jeopardized central bank independence.34 In total, clashes over the central
bank amendments and over fiscal policy led the IMF to delay disbursements
to Indonesia from December 2000 until September 2001—in all of 2001, the
IMF disbursed only one payment to Indonesia, amounting to $309 million.
This was the lowest annual disbursement rate in the entire 1997–2003 period.

In the end, the Bretton Woods institutions grew increasingly frustrated
with reform under these conditions of political fragmentation, particularly
in the area of governance. The Bank admitted in 2000 that progress on gov-
ernance had been “left largely to a few key reformers, who have been mov-
ing forward in their respective spheres, garnering whatever support they
can muster from senior leaders. These initiatives appear ad hoc and are
floundering under resistance from well-entrenched vested interests.”35

To be sure, the declining influence of the IMF during this period had
more to do with the country’s democratic consolidation than with the IMF’s
behavior. However, as the policymakers’ ability to enact reforms declined
and as the Fund’s trust in government eroded, the IMF turned to more
intense micromanagement and coercive guidance, particularly as it had no
internal champion in government. In turn, this behavior further constricted
Indonesia’s policy space and limited room for any independent initiatives
that deviated from what had been agreed upon with the IMF.

Life After the IMF

Indonesian politics was consumed by the legislature’s impeachment pro-
ceedings against President Wahid in summer 2001, when Vice-President
Megawati Sukarnoputri took over the presidency. Vulnerable to the same
political factionalism that had toppled her predecessor, Megawati worried
about her own political survival at first, but was able to remain in office
until Indonesia’s first direct presidential elections in 2003. Implementation
of Fund conditionality crawled forward during her government, and the
IMF was willing to accommodate the new president, who was working
under considerable political constraints.
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As the relationship with the IMF entered its fifth year, voices calling
for disengagement grew louder and penetrated the political mainstream. In
August 2002, the People’s Consultative Assembly (MPR)—the country’s
highest constitutional authority—passed a decree demanding that the gov-
ernment not renew the IMF program when it expired in December.36 Soon
thereafter, the administration decided to let the program expire; relations
with the IMF would be reduced to twice-yearly IMF postprogram moni-
toring, decoupled from financing and conditionality, and all remaining
debts to the IMF, totaling just over $9 billion, would be repaid over seven
years.37

Indonesia’s post-IMF economic plan, drafted by Megawati’s team of
technocrats, contained nothing that would have made IMF staffers wince.
Its foundations remained low inflation, a balanced budget, and a stable (but
floating) exchange rate. Priorities still included implementing tax reform,
restructuring the financial sector, and strengthening the judiciary. Similarly,
the most influential voices advocating a break with the Fund were not driven
by radical policy alternatives, but rather by a general sense that Indonesia
should take charge of its own affairs. For example, the Bangkit group, an
influential grouping of nationalist economists led by former finance minis-
ter Rizal Ramli, embraced IMF-style macroeconomic management and had
no grand vision of protectionism and industrial policy.

Since the expiration of the IMF program, the range of policy options
available to Indonesian policymakers appears to be expanding. Policy space
in terms of room for contestation remains very much open, but the new
democracy’s electoral practices and institutions are beginning to consoli-
date, and there has been no return to the chaos of the Wahid period. In
2004, Susilo Bambang Yudhoyono became Indonesia’s first directly elected
president, giving the executive much-needed stability of tenure. The new
president drastically reduced fuel subsidies in October 2005, a policy his
predecessor was unable to implement, even with IMF backing, because of
political opposition.

Small but telling changes are also evident in the management of the
Consultative Group on Indonesia, a powerful group bringing together Indo-
nesia’s public creditors and usually chaired by the World Bank. In changes
that could signal the Consultative Group’s shift from a donor-led to an
Indonesia-led forum, Indonesia chaired the meeting for the first time in Jan-
uary 2005, and, more important, the agenda for the meeting was set and pre-
pared by the Indonesian side for the first time.38 These developments sug-
gest that the government is enjoying growing space to develop and introduce
policy initiatives of its own, even in the absence of a Fund program and in
a context in which policymaking must be shared with a large number of new
actors.
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Conclusion

This article has briefly examined Indonesia’s engagement with the IMF
from the eve of the 1997 financial crisis to the aftermath of the six-year
program. The object has been to understand how the universe of options
that policymakers believed were available to them changed over time, and
to what degree the contraction or expansion of policy space was caused by
interaction with the Fund. Equally, the analysis has looked at how open or
closed the policymaking process was to new actors and how that affected
government-Fund interaction.

Two conclusions about the IMF’s influence on the policy debate within
Indonesia arise. First, engagement with the IMF expanded policy space when
the policymakers interacting with the Fund were dominant groups within
strong governments, groups that could use the Fund’s leverage to secure their
political survival and bolster their position against rival interests within and
outside government. While technocrats with orthodox ideas typify this role,
as exemplified by the period of technocratic dominance, the Habibie period
suggests that “nationalist,” nontechnocratic groups can also use IMF condi-
tionality to strengthen their own position and open new avenues for policy
change. Because the Fund depended on internal champions for influence and
access, policymakers in both periods enjoyed some room to take chances and
engage in experimentation without Fund opposition.

From the IMF’s point of view, these conditions maximized its influence
because they guaranteed a modicum of ownership and therefore of govern-
ment commitment. In addition, the Fund could rely on the government’s
strong formulation and implementation capabilities. The downside, of course,
was that these conditions were fragile. The reform program relied almost
exclusively on the political fortunes of the internal champions and on the
overall capacity of the state to formulate and implement policy, and those
conditions proved short-lived.

The second conclusion is that engagement with the Fund closed down
policy space in Indonesia when an internal champion failed to materialize,
or when the government’s willingness or capacity to implement IMF condi-
tions came into question, eroding trust between the authorities and the Fund.

In those cases, the Fund turned to its more coercive instruments to pre-
vent deviations from agreed policy. The breakdown of trust was not related
to the government’s strength or effectiveness—it was evident during the
last days of Suharto’s strong authoritarian government, just as it was under
Wahid’s fragmented democracy. What really mattered in these cases were
the personalities involved and the fact that both Suharto’s and Wahid’s min-
isters believed that they could feasibly pursue options that significantly
deviated from IMF preferences without paying high costs.
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In terms of opening or closing participation in the political debate, IMF
engagement had little impact. The opening of Indonesia’s debate to new
actors in 1999 was driven by macropolitical forces beyond the control of
the IMF or of the government itself. What is clear is that the proliferation
of participants in the policy process, and primarily the emergence of the
legislature as an assertive player, radically changed economic policymaking
in Indonesia, and forced the IMF to learn to do business with a more dem-
ocratic, but also more fragmented, political system. c
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