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Natural Resource Abundance and Economic Development
A Curse? Or A Blessing? — Lessons from Indones&igfserience

Shinji Asanuma, Hitotsubashi University

1. The economy shall be organized as a common eoadéased upon the principles of the family
system.
2. Sectors of production which are important fog tountry and affect the life of the people shall b
controlled by the State.
3. The land, the waters and the natural richesagoed therein shall be con“trolled by the State and
exploited to the greatest benefit of the people.”

(Article 33 of the 1945 Constitution of the Repualif Indonesia)

1. Introduction

In this paper | would like to address the issueattiral resource abundance as a factor in economic
development. The issue is of topical interest tbhcpmakers as well as academics today, as the
recent growth acceleration of many an African ecoynads thought to be driven by the on-going
booms in primary commaodities. There has also be&ewigg literature on the so-called “resource
curse” in recent years, which argue — or negatdhar matter — that natural resource abundance
does not foster sustained economic growth and raghard it. Certainly, there does not seem to be
a consensus among policymakers and economistssopdimt.

The purpose of this paper is two-fold. First, [lwdvisit the resource curse issue. Why a curse and
not a blessing? Is it a destiny or just a pitfainy countries tend to fall in at various stages of
economic (and political) development? Why don’t deal with natural resources in a symmetrical
ways — it can be a blessing or a curse? Why dobsnatural resource appear to have this onus,
while other kinds of resources escape it? If ihguout that there is such a thing as the curse of
natural resource abundance, then what are the whyxorcising it? In considering the last
guestion — which has a most important policy imgtdiien for policymakers — the channels through
which the curse works to negatively affect an eocayie growth must be understood. If there is
something lacking in the existing vast literatune the natural resource curse, it is the policy
implications and suggestions to escape the cutsereTaren’'t many studies on this aspect on the
basis of which policymakers could conceive andgtesippropriate policy and institutions to fight
it.

Second, | would like to take up Indonesia’s casa atempt to derive lessons from its experience
in handling the natural resource abundance. ManytiSBast Asian economies have rich natural
resource endowment, and yet they seem to have exbdhp natural resource curse. Indonesia,
Malaysia, Thailand and, more recently, Vietham seded in taking advantage of their natural
resources as a blessing to further their econoraieldpment. Laos has vast water resources
coming from the Mekong River running through itddarge hydro-power projects have been built
or under construction. Cambodia will be a beneficiaf the recent oil and gas finds off-shore
Sihanoukville, but we don’'t know whether they willrn out to be curses or blessings now.
Myanmar, also rich in natural resource endowmentniits sorry state of affairs for a variety of

! Visiting Professor, Asian Public Policy Programh@&al of International and Public Policy, Hitotsubias
University, Tokyo &sanuma@ics.hit-u.ac)jd am grateful to Mr.Motoo Taki of JICA, Japanor f/aluable
research assistance in assembling Indonesia’'sibatstatistics, and to Mr. Takaaki Oiwa, alsQltEA, for
valuable comments. He also assembled a numbelevfir literature on the subject for references.
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reasons, but it would stretch one’s imaginationalth it the case of natural resource curse.

Indonesia is one country among them that came vkrse to being afflicted with the natural
resource curse, and that is one of the reasond Waye chosen it for a case study. Indonesia with
its oil and gas resources was almost a perfectidatedfor the curse in the 1970’s and 1980’s, and
its National Oil Company, Pertamina, nearly bankedpghe country in 1975. The other reason why
| picked up this case is personal. The governmehtdonesia — in fact, the so-called Technocrats —
hired a group of investment bankers for assistancénternational finance to deal with the
aftermath of the “Pertamina crisis”, and | was amher of that group called the Advisory Group or
the Troika for 1975-83. | was thus a close witrtesthe government policy to fight the curse. This
is the reason why | thought back to the experieridadonesia thirty or so years ago and attempted
to draw lessons from it. | am well aware that a glanof one cannot prove or disprove anything,
but I thought the Indonesian case may offer mdtefta considering the issue.

2. What Is Natural Resource Curse? What Can We luAIt?

Problems of the Natural Resource Curse

The natural resource curse can be stated as: Ne#smurce abundance in a country has an adverse
effect on its growth for a variety of reasons. Saeimd Warner, who have done a number of
pioneering empirical studies on the issue, say ‘thatatural resource curse is a reasonably solid
fact” (Sachs and Warner, 1999), while some otHezderman and Maloney among others, maintain
that “natural resource exports seem to have aiposither than a negative effect on subsequent
economic growth” based on an extensive empiricatlystof the relationship between various
structural aspects of international trade, rangirgm natural resource abundance to export
diversification and subsequent economic growth érethn and Maloney, 2007, Chapter 1)

These studies are mostly based on cross-countilysasa and they suffer from the well-known
problems of such. But, apart from it, the answeth® question may not be a simple yes or no.
What kinds of natural resources are prone to thisecmust first be clarified, and this is closely
related to the mechanism or channels through whathral resource abundance affects a country’s
growth performance.

The first school argues that the curse is assatiatith all primary commodities, agricultural, fuel
and minerals all included, and that, when an econdras a large, and profitable primary
commodity sector, it tends to crowd out the develept of manufacturing and other industrial
activities (Sachs and Warner, 1995). This is a gdized case of the “Dutch disease” in which
foreign exchange revenues from primary commodifyoets would cause real appreciation of the
exchange rate, which then would adversely affea@ fthternational competitiveness of
manufacturing and other tradable goods productidmder the circumstances, entrepreneurs and
investors would not have incentives to invest innaofacturing activities, which would stifle its
growth. According to this school’s view, there ibasic difference between the primary commodity
and manufacturing sectors, in that the productibpromary commodities does not hold out the
possibility of future productivity growth as doeket latter. There are technological limits to
productivity increase in agricultural activities tase of oil and gas and other mineral extraction,
capital intensive methods of production may be usetdthese activities tend to become often
“enclave” operations by multinational corporatiofread non-national) and to generate local
employment only to a minimum extent. There are igaicant spillovers expected from them to
the rest of the economy either through technoldgiifusion or human capital accumulation.
Manufacturing activities, on the other hand, temdhtive the scale economy effect and the
productivity increase expected of the learning-byad technological advance inherent in the
nature of technology used.
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This argument echoes, as Lederman and Maloneygubmtt, the Prebisch-Singer thesis that the
natural resource-led growth strategy is bound it fs attested by economic stagnation of
Latin-American economies before they had adopted #irategy of import-substitution

industrialization (Lederman and Maloney, 2007, QG&el). Prebisch-Singer maintained that
demand for primary commodities by industrial ecoresmwould not be strong enough so as to
make the production for export of primary commaditian effective engine of growth for

developing countries. As a result, developing coestwould suffer chronic deterioration in their

terms-of-trade, which then would lead to slow gfowinless manufacturing industry were
developed for domestic markets.

According to the second school, the nature of titenal resource curse is different. The extraction
activities of oil, gas and other minerals genenagt revenue accruing to the state, which is
normally the ultimate owner of the country’s subdeean resources. Agricultural commodities
such as coffee, rubber, palm oil, cocoa etc., wisleg natural resources as important factor inputs
are less likely to create sizeable réiWherever there is rent, there are rent-seekirigites. The
second school maintains that it is these rent-sge&ttivities that have the political economy efffec
on the behavior of the government. Revenue abumdaspecially if it comes about in the form of
a windfall, tends to make it easy for politiciansdabureaucratic policymakers to waste it on
uneconomic investments and conspicuous expendit@fen times, it induces corruption. This
may be called the “voracity effect” that causesrtardation of growth through misuse and abuse
of public funds (Collier, 2007, Chapter 3 and Guolland Goderis, 2007). It has a far reaching and
long-term impact on the development of the courttrgit the government can tap abundant revenue
without making taxation efforts — in other wordse tavailability of “easy money” — may also deter
its effort in building public sector institutionedt manage public finance. As taxation requires the
democratic representation of those taxed, it atterd the development of democratic institutions.
Moreover, it may give rise to internal politicaldamilitary conflicts among those groups vying for
the control of rent revenue. The argument of theosd school is thus couched in the logic of
institutional economics. In fact, one empirical lgaes concluded that natural resource abundance
has no effect on growth if the variable of insitaal development is controlled for (Sala-i-Martin
and Subramanian, 2003). The basic logic of the rmkazhool is well described by Bates who
stated that “[b]ecause of this rich endowment afirsd resources, many governments in Africa are
tempted to abandon their role a guardian and ta&eelthe role of predator, employing the powers
of the state to extract wealth from the Continengéisural resources (Bates, 2008).

There is yet another factor that may make natwsburce abundance a curse. The country with
rich natural resource endowments come to depertemn for production and exports. And yet the
international prices of primary commodities — niatited to fuel and minerals but also including
agricultural commodities — are notorious for thedtatility in the process of business cycles, in
response to anticipated supply difficulties due natural disasters and, often, to political
disturbances in supplier countries. From time moeti we experience primary commodity booms
and subsequent busts of enormous magnitudes,ths tine of the Great Depression, and during
and after the Korean War, the two oil shocks int820’ and the general commodity booms we are
experiencing now.

To van der Ploeg, “volatility is the quintessentiehture of the natural resource curse” (van der
Ploeg, 2007). The price volatility of the countrysajor production and export makes the

% There are exceptions even in case of agriculaoamodities, howeveKarketing Boards with
monopoly and monopsony power over inputs and ositgug. Ghana’'s Cocoa Marketing Board, can generate
large rents.
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management of the economy difficult. Investmentpiag — both in the public and private sector —
would become well-nigh impossible for all practiqgairposes. During the boom times, public
expenditures would increase, often, under politiraissures, while, once such booms are busted,
the government would find it difficult to contaimiplic expenditures, out of inertia but also because
of the need to compensate for the ensuing econsimiedowns. These political economy pressures
on expansionary fiscal policy both through the baswell as the bust period, may jeopardize the
fiscal and balance-of-payments sustainability. Bhems and busts are also often accompanied by
excessive borrowing by the government. During thenb time, many public investment projects
are undertaken, the finance of which is met by imgllinternational lenders. At the time of
economic down-turns, the government attempt taH#l deficits by borrowing even at high costs.

Possible Solutions to the Curse

Supposing that the natural resource curse does axisthat it impacts negatively on the natural
resource abundant developing country through th&cbdisease” effect, the “voracity effect”, the
“volatility effect” or any combination of them, whare the possible policy solutions to it? The
possible solutions to the natural resource cursee Haeen discussed less widely thgan the
phenomenon itself, and the paucity of effective aodkable ideas probably reflects the difficulties
associated with formulating such. Among many pregdo&leas, there is even a desperate and
ultimately defeatist proposal to distribute natuedource revenue to all the population in cash!
(Sala-i-Martin and Subramanian, 2003)

Of course, the solution depends largely on whicthefthree effects is thought to be dominant. The
macroeconomic problems associated with the Dutshadie can be handled by the government’s
appropriate macroeconomic policy. The country’shexge rate can be managed in such a way that
the real exchange rate should not appreciate infabe of natural resource revenue inflows
(Humphreys, Sachs and Stiglitz, 2007, Chapter 7thA same time, the government can provide
subsidies — and perhaps some protection to invessnire non-natural resource tradable sector (Van
der Ploeg, 2007). Sachs further suggests thatalaggsources revenue should be used primarily for
investment in the programs and projects that wauldice growth of non-natural resource sectors
and would contribute to poverty reduction. For thatpose, a long-term development strategy of
diversifying the economy away from heavy dependemcaatural resources should be devised and
guide the investment directions.

Formulating an effective “exit strategy”, howevisr,not easy. Moreover, the Dutch disease effect
and the volatility effect of natural resources halween used in the past as “intellectual
justifications” [for import-substitution industrizktion strategy and] for trade barriers and
exchange restrictions (Lederman and Maloney, 2@)gpter 1). As the same authors say, “the
period of inward-looking industrialization discogeal innovation and created a sector whose
growth depended on artificial monopoly rents rattiean on the quasi-rents arising from the
technological adoption, and at the same time, deamined natural resource sectors that had the
potential for dynamic growth”. In other words, bgllbwing the policy advice pointing in the
direction of import-substitution industrializatione may just end up in replacing rent-generation in
the natural resources sector by rent creationarptbtected industrial sector.

Because of its political economy nature, the vayaeffect is even more difficult to handle. Many
oil and gas producing countries have establisheduhd, variously called a Stabilization Fund, a
Revenue Equalization Fund, or a National Wealthdfor saving natural resources revenue for
future use. Since the fund receives the county¢ess revenue over and above that needed for the
current period and invests it in earning assetsseas, it also works as a solution to the Dutch
disease as well as the volatility problem. The rés@f many such stabilization funds are mixed,
and the reasons for such hit-and miss performazaée easily understood. Keeping under control
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political pressures to spend as much as possitdeafable revenue is a difficult task that regsiire
the resolve of the political leadership at the kgjHevel. Besides, a robust institutional framewor
and professional management would be required fakimy the fund a truly independent
professional body free from political influences,that its portfolio should not be mismanaged or
misused for purposes other than savings for thatopy which is politically no mean task.

Another solution proposed for dealing with the ia effect is to increase transparency in the
financial flows arising from natural resources,lugling the terms of concessions to multinational
corporations for the exploration, development axplatation rights, the records of payments to
the national agency responsible for natural resoesploitation, and the uses to which natural
resources revenue are put. Transparency will ses\gebasis of the accountability of those involved
in the process, although whether transparencyindied lead to accountability depends very much
on whether the media, civil society — and intewradi stakeholders in the country’s development —
have strong “voices” to influence the governmebehavior. Nevertheless, even an authoritarian
government cannot totally ignore the public opiniand transparent accounting of financial flows
will be of great help in moderating the voracitjeet.

Many empirical studies have shown that there ismakniral resource curse in a country with good
institutions and, in a wider sense, a good govermastructure. Therefore, strengthening
governance can, of course, moderate the voracfgctefHowever, the country’s institutional
development — including the development of a watletioning governance structure — takes place
apace with economic development in a kind of miyuainforcing way. In other words, we have a
thorny “endogeneity” issue, and we have to findcefiekey areas of institutions or governance to
focus on if we are to find useful and operativeigos$olutions.

3. Indonesia’s Experience: the Pertamina Crisis

Background: Indonesian Economy in the Early 1970’s

In the beginning of the 1970s, Indonesia was aeperfandidate for the natural resource curse.
Despite the “fabulous riches of the East Indiesfidnesia was a poor country, and almost 60% of
the population lived under the national povertelguoted by the World Bank’s The East Asian
Miracle, 1993). The economy has almost collapsethénlater years of the so-called Old Order
Regime under President Sukarno and his governmentlatgely to gross mismanagement. The
new government, under the banner of the New Onagemented the stabilization policy and

structural reforms, and the hyper-inflation of ov&0% was brought under control and the
economy restored its steady growth path, aidedoirsmall part by the sweeping external debt
rescheduling and inflows of fresh aid funds.

But the structure of the real economy reflectecoimesia’s colonial vestiges. In the early years of
the 1970’s, 70% of its exports were primary comrtiesdj such as oil, rubber, coffee, tin and palm
oil (Statistical Appendix, Table 1-1). The govermtie revenue depended heavily on two big items,
namely taxes on oil companies and import dutieatigical Appendix, Table 2-2). Indonesia’s oil
industry goes back to 1885 when an oil well wasaisred by a Dutch planter in Sumatra, and by
the 1930’s three big international oil companied Alieady been operating in Sumatra and Java. In
fact it was this oil wealth that motivated the Jagee invasion into Indonesia at the outbreak of the
Second World War to keep its war machine goinghim face of the U.S. oil embargo imposed on
Japan.

In spite of the Constitutional provision (Articlé8Bthat natural riches of the country should be
controlled by the State, these international oiinpanies had been “let alone” to continue their
operations after Indonesia’s independence. BuBB01President Sukarno enacted Law No.44 that
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provided that, in accordance with the constitutigoravision, “the mining of oil and gas shall only
be undertaken by the State” and that “mining uradéngs of oil and gas shall be exclusively
carried out by State Enterprises”. At that timajdnesia’s state enterprises engaged in oil and gas
businesses did not have the needed manageriabahdi¢al expertise for undertaking production
from existing oil fields, not to speak of explomtiand development. Therefore, the law had a
further provision to take account of that, naméhgt “ the Minister of Oil and Gas may appoint
other parties as contractors for the state entapriif required for the execution of operations
which cannot or cannot yet be executed by the staiterprises involved as holders of the authority
to mine operations” Thus the concept of “contracts of work” was boamd the three majors
operating in Indonesia, namely, Royal Dutch Shgdlitex and Standard Vacuum, relinquished their
concessions and became contractors and sold tefirenries and marketing and distribution
facilities in Indonesia.

Indonesia’s National Oil and Gas Company: the RisPertaminé

In the early years of President Suharto’s New Oifegime, Indonesia’s oil and gas industry
underwent further changes. From three state emrdegpengaged in oil and gas operations, a single
national oil and gas company, called Pertamina, evaated. General Ibnu Sutowo — a medical
doctor-turned independence fighter, the head ofdhmy company”, Permina, one of the state oil
enterprises, and the former oil and gas ministewas made President-Director of the
newly-established Pertamina, which now held monppolexploration, development, production,
processing, marketing and distribution on behalftled state. General Sutowo devised a new
concept of “production-sharing contracts” with mational oil companies, in lieu of the contracts
of work, and attracted non-major international cdmpanies — so-called “Independents” — to
explore, develop and produce oil and gas in nelddieAs a result, the production level increased
from 150,000 barrels per day in the late 1950’$édieinto the peak production of 1.5 million barrels
per day in the 1980’s.

The first oil shock of 1973 brought about a big rp in Indonesia’s oil and gas industry scene.
Pertamina, as Indonesia’s oil and gas monopolarecrich, but the country also became rich. Oll
and gas exports came to account for 70% of Indaisetsital exports in 1974, the full year in which
the oil price jump was reflected, and their domo®riurther increased to over 80% after the
second oil shock in 1979. Likewise, the governneentvenue came to depend on oil and gas
revenue (oil companies ‘corporation tax plus othiéand gas revenue) to the extent of over 60%
(Statistical Appendix, Table 2-2).

General Sutowo originally made himself famous fagistical talents in Indonesia’s army, and it

was his entrepreneurial and managerial talentshatusiness acumen that brought him into the
government as head of state enterprises and lageoit and gas minister. He had established a
special relationship with President Suharto agiglg-hand “can do” man who could be relied on

for getting things done, for example, a number efadlopment projects of President Suharto’s
special interest. President Suharto entrusted inefa¢ Sutowo not only the development of

Indonesia’s oil industry but also the use of oilereue for Indonesia’s industrial development. He
made investments in many areas outside the remiPasfamina as Indonesia’s oil and gas

monopoly, and often transgressing his authorityPessident Director of Pertamina and without

approval of the Minister of Mining to whom he wasligated to report.

% These legal provisions are cited by Bresnan, 199%9. Bresnan, 1993 provides one of the best sisos of
the “Pertamina crisis” among very few writings n i
* The sections on the rise and fall of Pertaminsased largely on my own personal recollectionselsas on
Asanuma, 1997, Bresnan, 1993, McDonald, 1980, Poad®98 and Woo et al, 1994.
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As oil revenue grew, so did his Pertamina Empirertdina established international joint
ventures for natural gas liquefaction, but this migtill be regarded as part of its gas operations.
But it also established a number of joint ventdogsengineering and consulting services for oil and
gas explorations, tanker operations and managemdatelopment and production of
manufacturing input materials for the oil and gastar, such as steel structures, pipes and sa forth
It built and managed hotels, operated an air Imrmanaged one of the best hospitals in Indonesia.
Marketing of crude oil in Japan was also done bitaPeina’s international joint venture company
established in Japan. In other words, Pertamied 0 build up all the necessary infrastructure to
attract international oil and gas companies aratedlengineering companies to come to Indonesia.
Pertamina also made investments in areas far eutbiel oil and gas industry. Good examples
include a large scale rice estate in Sumatra, théugtion of chemical products, the packaging of
fertilizer and other chemicals, frozen food and firydstuff, insurance business, either in the form
of Pertamina’s subsidiary or international joinnuge with international partners. There were in
addition a number of highly ambitious, large-scptejects in the planning pipeline, including
petro-chemical projects to manufacture Olefin amdratics, a major refining and transshipment
center on the island of Batam near Singapore, etc.

Among many ventures and projects Pertamina undertih@re are three notorious ones which
came to symbolize the nature of its investments fitst was the Krakatau Steel Mill project,
which had first been initiated during the Sukareoigd by Soviet aid but then had been abandoned
to rust. Pertamina tried to rehabilitate this atagrcosts. This project, as planned by Pertamina,
turned out to be totally uneconomic. The second thasso-called floating fertilizer project. There
are many natural gas deposits scattered througheundonesian archipelago that were too small
to warrant the building of pipelines, LNG or LPGpts to tap them. The idea of the project was to
put a fertilizer plant aboard a ship and to go whitiese small gas deposits were and tap them as
long as they lasted. After the deposits had bebauested, the ship would be moved to the next site.
Having this sort of a movable fertilizer plant wdliave theoretically made it possible to exploit
these small gas deposits while saving investmestscdertamina purchased for this project a
second hand ice-breaker from Germany to be deplaged“gypsy ship” in tropical waters! Later it
turned out that there was no proven safe techndioggertilizer production aboard a ship, and the
project had to be aborted at great costs to Indanes

The third was the most notorious of all and the thra# had eventually brought General Sutowo’s
ambition of empire building to an end. Pertaminasveagaged in the shipping business for oll
distribution and in the process built up a largeflof tankers, of which total tonnage amounted to
almost 3 million tons exceeding that of Indonesi@sy. In the early 1970’s, Pertamina, or rather
General Sutowo, appears to have entered into @ssefitanker deals in the form of hire purchase
agreements, with the business interests contréled certain Bruce Rappaport of InterMaritime
Bank of Switzerland in the anticipation — whichrted out to be wrong — of rising charter rates in
the international shipping markets. These dealsewferanced by short-term borrowings by
Pertamina in the Singapore banking markets, arttiénend these short-term loans could not be
rolled over. The difficulty of Pertamina’s finantteus showed up as a severe liquidity problem.

At one point, Pertamina became the parallel devetop agency of the country by virtue of its
investments in industry as well as in agricultdriee government was making efforts in stabilizing
the economy and it had to make developmental sffeithin the framework of macroeconomic
prudence. Furthermore, it had just gone throughwaeping debt rescheduling with donor
governments, and was not in a position to underéakag push” industrialization program. After
the first oil shock, Pertamina was regarded astgemberedit in the international banking market,
and it was able to borrow internationally and teeist in many industrial projects and ventures.
There were two different “developmental” visiondmaonesia, the one held by policymakers in the
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government, or more accurately the “Technocratsthe planning agency, the ministry of finance
and the central bank. It is interesting to note thair guiding policy principles looked almostdik
the latter day “Washington Consensusinusthe privatization of state-owned enterprises. In a
sharp contrast, General Sutowo’s vision was basea ear-blind faith in technology. He seemed
to have thought that the building up of many “higlbh” projects could jump start Indonesia’s
industrialization. Bothering about the comparatisdvantages and the rates of returns on
investments were the small thinking of bean cowntarhich would deter the development of
industries in Indonesia and which would consignolmesia to the status of a low income country
with a colonial economy structure for a long time.

A state within a state was thus created, and tli&tenot exist any checks and balances on
Pertamina’s expansion. The public opinion led by mhedia and student activists raised concerns
about this, and President Suharto made a concessitbem by setting up the Committee of Four,
an independent Presidential commission of enquoylook into Pertamina’s conduct and in
particular into the allegations of corruption. TBemmission returned a report highly critical of
Pertamina’s management, which contravened on mecgsmns the regulations laid down by the
Minister of Mining to whom Pertamina was to repartdd who was supposed to supervise its
management. Specifically, Pertamina was found te lzgpropriated a large part of its revenue for
its own purposes and not to have paid taxes due.efld result of the enquiry was Law No. 8 of
1971 which provided for the establishment of a Boaf Directors which would supervise
Pertamina’s management. The newly established Boaidided the Minister of Mining as
Chairman and the Ministers of National Planning &mmance as members. Clearly this was an
attempt to create a channel of influences of tblrtecratic policymakers of the government over
General Sutowo’s empire, but General Sutowo cortinto ignore the Board, and he did so with
impunity because of his special relationship witesRlent Suharto.

The Fall of Pertamina

In the meantime, as Pertamina went on extendingciigities from oil and gas related businesses
to industrial and agricultural projects and evenvadfare-oriented and semi-political programs, its
debt, mostly owed to international suppliers anakisasnowballed. Pertamina was now the largest
corporation in East Asia outside Japan, and itdicstganding in international financial markets was
far better than the Government of Indonesia. BasiBertamina took advantage of the fast that the
Euro-currency markets were awash with the recypktdo-dollars and that Euro-banks were eager
lenders. Pertamina in those days did not haverihyeply audited financial statements, and, in fact,
not even unaudited ones that might have shed dights activities and its liabilities. In lending t
Pertamina on faith and without proper due diligenaternational banks did not work properly as
market agents for efficient resource allocatiorakt But these were the days of almost “Wild
West"-type Euro-banking, and many internationalksalocated in their outposts in Singapore or
London scrambled to lend. Pertamina itself wasnlost imprudent of all, and its management had
lost control of its own finance. To cover extensagtivities in and outside the oil and gas business
Pertamina established six accounting departmentsric different areas but there was no overall
controller for the group. As a result, even Gen&uatiowo and his top management did not know
the financial state in which Pertamina stood.

The Technocrats — the economic managers of theoatpr were alarmed, and they looked to IMF
for help. IMF was also alarmed at the developmenhthe situation, and Indonesia and IMF went
into a stand-by agreement, although IMF’ finaneissistance was not anticipated to be needed at
that point. The stand-by agreement provided, anmaihgr things, a ceiling on external borrowing
by the government and its state-owned enterprisastechnical reasons, a standard IMF stand-by
agreement limited external borrowings of mediunmt@naturity, i.e. maturity longer that one year
but less than 15 years. Short-term borrowings wheoeght to be needed for the country’s trading
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activities, and a ceiling on its volume was thoughtbe restrictive and should not be imposed.
Credits of longer maturity such as 15 years or avere most likely related to development
projects, such as World Bank loans, and it would meglp the country’s development if their
volume were limited. To put the IMF agreement ieffiect, a presidential decree was subsequently
issued proving that all state-owned enterprisesilsheeek the approval of the Minister of Finance
for medium-term finance from external sources.

However, the technocrats’ efforts to get controlR&frtamina, in particular, its borrowings from

international sources, did not yield the hopedrémults. Pertamina and international banks found
loopholes in the IMF agreement, and used them eitely. Pertamina obtained credits with

maturity of 15 years or over, which, however, wetaictured in such a way that the portion

maturing beyond the fifteen year maturity was vemyall and the bulk would mature well before

that. Technically these loans were long-term lodPsrtamina borrowed short-term loans for
long-gestation projects, which it rolled-over attordy.

In this way, Pertamina went on its financial impeade until late 1974, when the sentiment in
international financial markets abruptly changelde Tirst oil chock brought about a slowdown in
the world economy, and oil demand became subdmethel midst of it, Franklin National Bank,
not an insignificant American bank bordering on theo-big-to-fail” divide, failed, quickly
followed by the failure of Herstadt Bank in Germahypw, Pertamina found itself in the situation
where it had to roll over a large volume of its gfterm loans, while its maturity had been
increasingly shortened. In February and March 1%&rtamina, in a liquidity squeeze, missed
repayments of the order of tens of million dolldtse to the Republic National bank of Dallas and
the Toronto Dominion Bank. All these bank loanstakbut by Pertamina were linked to each other
by a standard “cross-default clause” in their lagreements, and, as these two loans were declared
in default, all others also became in default. Amas General Sutowo’s Pertamina, which boasted
of revenue half as large as the country’s budggiapsed. It appeared as if Indonesia was inflicted
with the natural resource curse. Together witlthg parallel development agency and the rival
development ideology championed by General Sutoex@\gone.

T he Aftermath

Ever since coming to power, President Suharto @mitang, strategic emphasis on the stabilization
and development of the economy. Learning from tlegative lessons of the economic
mismanagement and its consequences in the Sukarimalphe made the betterment of Indonesian
farmers’ lives one of the top priorities of his ichl agenda. The task of formulating a strategg a
policy for achieving this objective fell on a growp university economists-turned policymakers
who had earlier established a good relationship Riesident Suharto. His early cabinets included
this group, headed by Professor Wijojo Nitisastid aupported by Profs. Ali Wardhana, Mohamed
Sadli, Emil Salim, and Subroto, entrusted witht# important macroeconomic portfolios such as
overall economic policy coordination and nationavelopment planning, finance, mining and
energy, and so forth. This group, called the “Texhats” or the “Economic Team”, was credited
for restoring the country’s economic stability &iod substantial aid inflows from the international
development community such as IMF, the World BaARB, US, Japan and other European
donors.

President Suharto looked to the Technocrats foragiag the crisis brought on by Pertamina, and,
as the crisis unfolded, General Sutowo was reliesbdhe President Director of Pertamina,
although his responsibility was pursued no furtttean his dismissal. It was then somewhat
surprising that the Technocrats decided to hireraum of international investment bankers as
advisors rather than asking IMF or the World BaRkesumably, they might have thought that,
since the problem was related to Pertamina’s debinternational financial institutions and
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suppliers, it would be better not to involve maitdral or bilateral government agencies.
Negotiations and financing might be made througb fhivate sector, which might be less
complicated than if multilateral and/or governméptganizations were involved.

Pertamina was not only imprudent in its debt mansegg, but also extremely negligent so much so
that there was no adequate record of its debt atihigs. It became clear soon that, in order to
tackle the problem, the government would first hawee compile Pertamina’s debt data,
painstakingly, contract by contract, and check tregainst lenders’ records. As accounting work
progressed, the overall picture of Pertamina’s deirged: its total external liabilities amounted t
US$10.5 billion, consisting of bank loans, supgiesredits, trade credits and other purchase
contract obligations. This was an enormously laageount, considering that Indonesia’s total
exports in 1975 were just over US$7 billion (befpeyments of costs and production shares to oil
companies).

The Technocrats then formulated and implementddeeipronged strategy. First, they decided to
have Bank Indonesia, its central bank, to assunmamma’s debt and to act as vehicle for

refinancing it. Of course, Pertamina’s debt was smiereign debt, and it was possible to let
Pertamina be bankrupt and liquidated. But then gbeernment itself would lose any credit

standing it had internationally and would not bé&ab borrow in international markets for a long

time to come. The Technocrats therefore decidediebt assumption, in spite of the danger of
having on its hands a balance of payments crisissaiwn. In the event, Indonesia’s refinancing
operations in the Euro-bank market was succesafud,in fact they had successfully established
the government’s credit internationally in the @ss.

The second part of the strategy dealt with supglienedits without any official guarantees, and
other trade credits. The Technocrats had the widgrtontracts thoroughly scrutinized by lawyers
for any irregularities or corruptive practices, aethegotiated purchase terms as well as payment
terms with suppliers. As a result, in most cades,face amount of purchase was reduced and the
payments obligations were spread over a numbeearfsy

The third part of the prong was also important. drder to minimize any additional debt
undertaking to arise from the on-going investmeawnigets and purchase contracts in progress, the
government team undertook a comprehensive reviaWesie projects, and cancelled those deemed
not economically viable at the time (e.g. Pertarsipatrochemical projects such as the Olefin and
Aromatics projects). Those others thought to béesser priority were postponed (e.g. the former
floating fertilizer project, which became the ASEA®rtilizer project later), and yet those others
judged having high strategic value to the econongyewkept and implemented (e.g. two LNG
production facilities for exports).

The refinancing of bank debt and renegotiationupfpdiers’ and trade credits were successful, and
Indonesia narrowly escaped a balance-of-paymendsdabt crisis. There was another important
outcome from the successful handling of the criSise Technocrats were successful also in
establishing a well-articulated system of extedeit management. The triumvirate of the planning
agency, the Ministry of Finance, and the centraikbavould now be primarily responsible for
external borrowing and management. While the plamragency would have a reviewing and
approving responsibility for ODA finance, the Mitris of Finance would be responsible for export
and suppliers’ credits, and the central bank fbbatrowings from international financial markets.
All borrowings by the state owned enterprises wdwdsubject to the approval of the Minister of
Finance. Also the precedent of the project “repmogning” exercise undertaken of Pertamina’s
investment projects, albeit at cost (i.e. candeltatees, penalty payments and sunk cost), had the
effect of introducing the discipline of rigorousopct selection based on financial and economic
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criteria into the state owned enterprises.

Of course, the most important outcome of the Pernarorisis was the fact that the government has
secured the effective control of the country’s anild gas revenue and of the management of its
national oil and gas monopoly. The Technocrats Haslr own strategy for the country’s
development, and they began implementing thategjyain earnest now, once the Pertamina crisis
was over, now that there was no rival developméategyy using up windfall gains from the oil
shocks. The green revolution was largely over waJ8ali and parts of Sumatra. The Technocrats
now undertook to reduce the country’s dependencediband gas by promoting foreign and
domestic investments in manufacturing industriesdiamestic markets as well as for exports. In
the early 1980’s through the early 1990’s, a sevfeeforms were undertaken, first in taxation, to
reduce dependence on oil and gas revenue and oortimpties, and then by deregulating the
investment and trade regime, to attract investraedtreduce trade protection. Finally, a series of
financial sector reforms to go with it. The exchamgte of Rupiah, Indonesia’s currency, had in the
meantime been kept competitive, first by a devadnadf 38% in 1983 as an anticipatory policy
measure to cope with the slowdown of the world econafter the second oil shock, and secondly
by a devaluation of 45% and by the change in theida exchange rate system from that of a
crawling but near fixed one to a managed but mteildle floating system. The Technocrats’
strategy of reducing dependence on oil and gasxXport and government revenue and diversifying
the economy vyielded the expected results alreadyhbyend of 1980’s, and, together with the
decline of oil production from the peak of 1.5 noill barrels per day to less than three quartess of
million and the increased domestic demand, theand gas sector does not have the kind of
economic weight in the economy as it had in the018/d 1980'S.

4. Conclusion: Lessons from the Pertamina Episode

What lessons should we derive from the Pertamiriad8p? Some aspects of the episode bear on
the peculiarities of Indonesia’s specific politi@ald economic circumstances at the time, and they
may not give us any lessons of universal relevaHosvever, there are certain lessons of general
nature that can inform the debates on the natesmurce curse, although they depend very much
on the perspective and subjective judgments obtteewho draws such lessons. What follows then
are my lessons.

First, this Indonesian episode shows that the ahtesource curse is not certainly a destiny and
can be turned into a blessing. It is a pitfall avedeping country may fall in if its policy
management framework is not robust enough. Therwaelelopment of such a framework may be
also called the absence of good governance ornstéutional weakness, although such general
concepts are not much of a help to policymakers minst think of policy or institutional reforms
that could be worked on. Pertamina certainly wastatliable resources of the country on
uneconomic and inefficient investments based onramorkable industrialization strategy and by
corruption just when these resources were greatlgded for the economic recovery and
development. The Pertamina crisis was perhaps ssibp in disguise in that all that had been
brought to an end, and a proto-typical natural ues® curse was averted by the Technocrats who
regained the control of the oil and gas resources.

Second, the Indonesian episode appears to pomntonber of “necessary conditions” for turning
the curse into a blessing. One of them may be fieetvely working system of public financial

management. By a system of public financial manage mean a good public sector budgeting
and accounting system that would control the natessource revenue flows into the government’s

5 For more on these reforms, see Woo, 1994 and Rrat@e8.
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treasury and control also their uses. And here Inaitalking about sophisticated budgeting and
accounting systems such as performance budgetiigorme-based expenditure allocations and so
forth. All the decisions made in the public secare basically and by nature political. But
politicians are known for their short-sightednessaell as for no scruples and avarice and worse,
and this is where technocracy within the governnmmeaucracy or some institutional setups is
needed to inform and guide policy decisions of timidins. The budgeting and accounting is the
central core of public financial management andetoge also of the governance structure of the
government. Of course such system should also ctheerstate-owned enterprises and other
governmental institutions so that the whole of ¢basolidated public sector could be covered. It is
not too much of an exaggeration to say that the emtrthe Technocrats succeeded in securing the
control of the oil and gas revenue flows, Indonssiatural resource curse had turned into a
blessing.

Third, the episode seems to underscore the impmetan the development strategy and the
medium- and long-term policy planning for using thkessing effectively. Judgments on the

sustainability of policies and feasibility of inwagent plans must be informed and guided by the
results of such planning. After the Pertamina srigsas over, it took more than a decade for the
Technocrats to carry out a series of reforms, fiscade and investment, currency and financial, to
diversify the economy away from the country’s ortoeavy dependence on natural resource
revenue. In the meantime, the strategy they hatieedormulated served well as guides for

allocation and expenditure decisions of such ressur

Fourth, the legal framework for the governancecstme for controlling revenue flows of natural
resources exploitation was greatly helpful for Indsia to have successfully averted the curse.
Indonesia had the Constitutional provision and It establishing Pertamina, both of which
provided the basis of the state monopoly in oil gad and of the modus operandi of international
oil companies, i.e. as contractors under productioaring agreements. Moreover, Law No. 8 of
1971 imposed the management board as supervisay Biven the political situation in which
Indonesia found itself, these laws, however, warkact overridden by the politically powerful. In
the end it was the political leadership that waeeisive factor in settling the struggle for cohtsb
Pertamina between General Sutowo and the Techsotmabnesia’s political leadership, President
Suharto, had built the legitimacy to govern thertouon his performance in political stability and
economic development, and his decision to entrhst ¢ontrol of Pertamina — with the
responsibility of crisis management — in the haofdthe Technocrats followed his desire to avoid a
major performance failure that could have impakedability to govern.
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STATISTICAL APPENDIX
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