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Until a few months ago, many Indone-
sians thought the subprime lending deba-
cle in the United States would pass them
by without a worry. Growth remained well
above 6% through the second quarter of
last year. The rupiah-U.S. dol-
lar exchange rate had been
steady for many months and
international reserves were
high and rising. The budget
deficit was under control. In-
flation, at roughly a 12% an-
nual rate, was the only metric
that generated much concern.

During the second half of
last year, however, the pic-
ture turned dramatically darker. Stock
prices fell sharply, with a huge drop on Oc-
tober 8—one that prompted the authorities
to close the stock exchange for the rest of
the week. The rupiah came under consider-
able pressure, and a privately owned bank
was put under the direct supervision of the
authorities. Now Indonesians are climbing
the proverbial wall of worry.

The last time Jakarta faced these chal-
lenges was during the Asian financial cri-
sis, when the rupiah lost over 80% of its
value against the dollar in less than a year,
GDP plummeted by 13% in 1998 and the
banking system imploded. The bank bailout
alone cost Indonesia’s taxpayers at least
$50 billion—40% of GDP. If the government
and the central bank repeat the same mis-
takes made back then, Indonesians could
be in for another painful episode.

The signs aren’t all good. Take exchange-
rate policy. Notwithstanding having nomi-
nally floated the rupiah in 1997, the central
bank has never overcome its aversion to
fully floating exchange rates. Instead, Bank
Indonesia has “managed” the float, inter-
vening simultaneously in the foreign ex-
change market and the domestic money
market. In essence, it has both exchange-
rate and monetary policy targets, and
these often contradict each other.

Until late last year, Bank Indonesia pur-

chased U.S. dollars continuously, prevent-
ing the rupiah from appreciating. In conse-
quence, it accumulated an impressive war
chest of international reserves. These pur-
chases of foreign exchange could have
been financed by printing more money.
The resulting inflation would have trig-
gered an inflation-adjusted, or real, rupiah

appreciation, with the cur-
rency moving toward its fun-
damental, market-
based equilibrium. In-
stead, the central
bank borrowed in ru-
piah by issuing certifi-
cates known as Serti-
fikat Bank Indonesia,
or SBIs. While this
technique limited in-

flationary money creation and real
rupiah appreciation, it pushed do-
mestic interest rates higher than
they would have been otherwise.

Just as in 1997, this combination
of policies had dramatic conse-
quences for Bank Indonesia’s profit-
ability, as there was a large nega-
tive spread between the return on
its foreign assets and the cost of its
domestic liabilities. This translated
to an equally large positive spread
available to domestic and foreign
private sector investors. The easy profits
to be made by borrowing cheaply in dol-
lars and investing in high return rupiah se-
curities was more than enough to offset
any concern about the exchange-rate risk
inherent in this so-called “long-rupiah
carry trade.”

Paradoxically, the attempt to provide a
war chest against balance of payments
shocks had the perverse effect of heighten-
ing vulnerability to sudden, destabilizing
capital outflows. When the current finan-
cial crisis hit, investors rushed to unwind
their exposures. Sudden, heavy bouts of
government bond selling occurred, with
huge yield spikes in October and Novem-
ber last year.

In recent months, the central bank has
spent some $8 billion of its $60 billion in

reserves to shore up the currency. This did
not prevent the rupiah from depreciating
by some 28% against the greenback last Oc-
tober and November, however. Frustrated
by this outcome, Bank Indonesia imposed
limited capital controls. Monthly foreign
exchange purchases not connected to an
underlying trade or debt repayment trans-
action are now limited to $100,000 per en-
tity. Even with the imposition of these re-

strictions, the rupiah was still down by
25% against the U.S. dollar in the six
months to the end of January.

In another policy response to the global
financial crisis, Bank Indonesia indicated
that it would reduce the issuance of SBIs.
The government also signalled its inten-
tion to reduce its domestic borrowing. But
it seems Bank Indonesia has not forgotten
that its huge liquidity injections designed
to rescue troubled banks in 1997-98 were
followed by a rupiah collapse and a surge
in inflation. Accordingly—and unlike most
other central banks—Bank Indonesia ini-
tially decided to keep its policy interest
rate steady, having increased it moderately
earlier last year in response to an uncom-
fortably high inflation rate.

Of course, it is most difficult to in-

crease liquidity and keep interest rates
constant. Although Bank Indonesia reluc-
tantly reduced its policy rate by 0.25 per-
centage points on December 4, 2008, and
by a further 0.50 percentage points on
both January 7 and February 4, these
changes are to some degree meaningless,
since this rate is not attached to any secu-
rity actually traded in the market. The
true interest rate policy stance is best indi-

cated by market-determined yields
on SBIs and government bonds. On
February 4, one-month certificates
were issued at 8.91%—above the new
8.25% policy rate—while the two-
year bond yielded 11%. This stance
has allowed liquidity to increase
quite rapidly—albeit at a slower rate
than during the first three quarters
of 2008.

Indonesia’s attempts to hold mar-
kets away from a fundamental equi-
librium have left the country more
vulnerable than need be. Indeed, it
was this kind of unsustainable ex-
change-rate regime that contributed
to Indonesia’s plunge into chaos and
the abrupt end to the 32-year Su-
harto era in 1998.

As the July presidential election
approaches, President Susilo Bam-
bang Yudhoyono needs to be mindful

of the lessons of the past. It’s time for the
central bank to back away from market in-
terventions that engender distortions such
as exchange controls and increase Indone-
sia’s vulnerability to destabilizing capital
flows. Indonesia should either let the ru-
piah float freely and follow a rule-based
monetary policy, or—even better—it should
fix the rupiah’s exchange rate and allow
monetary policy to be set on autopilot.
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the Australian National University’s Indone-
sia Project in Canberra and editor of the
Bulletin of Indonesian Economic Studies.

By Charles Wolf Jr.

The proliferation of weapons of mass
destruction ranks as one of the biggest
challenges facing the Obama administra-
tion. Luckily, Mr. Obama has a tool to com-
bat this threat, in the form of the Prolifera-
tion Security Initiative, a nontreaty, multi-
lateral initiative that over 90 countries
have joined. The trick now will be to con-
vince key Asian countries—namely, China,
India, Pakistan, Indonesia and Malay-
sia—to participate.

PSI was one of the great successes of
the Bush administration. Formed in 2003,
it was explicitly conceived as an activity—
rather than a formal organization—to sig-
nify its focus on collective action. PSI has
none of the bureaucratic baggage of multi-
lateral institutions. Its major activities
thus far include more than 35 maritime,
air and ground interdiction exercises con-
ducted under its auspices and involving 70
PSI-affiliated countries. The broad aim of
these exercises is to enhance national capa-
bilities for sharing and acting upon intelli-
gence information; streamlining and coor-
dinating customs procedures; and identify-
ing and interdicting traffic involving weap-
ons of mass destruction, their delivery sys-
tems and their components.

PSI has grown rapidly and counts 91
countries among its members today. That
figure reflects the appeal of this focus and

provides tangible evidence of America’s
propensity to favor multilateral rather
than unilateral action, contrary to conven-
tional wisdom. It has also scored some big
wins: For instance, PSI contributed notably
to bringing down Pakistan’s A.Q. Khan nu-
clear proliferation network in 2004.

However, the need to ex-
pand PSI is still pressing. The
demand for weapons of mass
destruction remains strong,
and the consequences of such
weapons getting into the
wrong hands are becoming
more hazardous daily. If Iran’s
Shiites obtain nuclear weap-
ons, that may spark an arms
races with Sunni Saudi Arabia and Egypt.
Stateless entities such as Hamas and
Hezbollah, perhaps with financial re-
sources from Iran, may also seek weapons.
Weapons of mass destruction in the wrong
hands could make eruptions such as Leba-
non in 2006, or Gaza in 2008, catastrophic.

On the supply side, PSI’s concern cen-
ters on “states of proliferation con-
cern”—a euphemism for North Korea and
Iran. North Korea already possesses nu-
clear technology and weapons, probably be-
tween six and eight bombs. Although
Pyongyang previously indicated willing-
ness to discontinue its program for pluto-
nium-fueled weapons in return for tangi-
ble compensation from its negotiating part-
ners in the six-party talks, that offer no
longer appears to be on the table. Iran’s ca-
pabilities lag those of North Korea with re-
spect to plutonium technology, but proba-
bly lead with respect to enrichment of ura-
nium as a potential weapon fuel. Both

states are in dire economic straits and
may proliferate WMD technology to ease
their financial predicament.

Pakistan is another country that might
be drawn into the supply side of the WMD
market by a combination of desperate eco-
nomic circumstances and internal political

instability. While such an ad-
verse development seems re-
mote, the history of the A.Q.
Khan network, along with Pa-
kistan’s parlous current polit-
ical situation, are not reas-
suring.

Given this outcome, the
fact that five key Asian coun-
tries remain outside the PSI

framework is both puzzling and worri-
some. A recent RAND study, which I led,
attempts to fathom the reasons underlying
their concerns—a mixture of possible mis-
understanding of the permissive nature of
PSI activities, and uncertainty about the
ensuing political fallout from PSI affilia-
tion—and to suggest possible remedies.

Reasons for not yet endorsing PSI dif-
fer among the five Asian countries. Their
most salient concerns include worries
about breaching the U.N. Convention on
the Law of the Sea, adversely affecting po-
litical or financial relations with Iran or
North Korea, and implicit subservience to
what at its inception appeared to be a
U.S.-dominated initiative. For the littoral
countries among the five—namely, Indone-
sia and Malaysia—reluctance to affiliate
with PSI is abetted by sensitivities regard-
ing sovereignty over their territorial wa-
ters, which they don’t want compromised.
The Obama administration, through deli-

cate diplomacy, can alleviate these mis-
placed concerns by clarifying the limited
and flexible character of PSI and explain-
ing the collective and collegial character
of PSI decision-making.

Strengthening PSI, along with diplo-
macy, the threat of sanctions and the incen-
tive of economic cooperation, should be
high on the priorities of the Obama admin-
istration in Washington, as well as in other
governments that have large stakes in a
less minatory international environment.

Mr. Wolf holds the distinguished corporate
chair in international economics at the
RAND Corporation and is a senior research
fellow at the Hoover Institution.
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China, India,
Pakistan,

Indonesia and
Malaysia.
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An unstable
exchange rate
could spell

trouble for the
country.

“Do you ever feel like doing something
crazy, like, I don’t know, walking real fast!?”

Comments? The Journal welcomes read-
ers’ responses to all articles and editorials. It
is important to include your full name, ad-
dress and telephone number. Please send let-
ters to the editor to: Letters@WSJ.com
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Currency ‘Management’
How many rupiah one dollar buys, 2007–2009 year-to-date:
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