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Paper of the Month

The most viewed paper for the month
of May 2018 was ‘Bilateral and Regional Trade Agreements: Detangling
the Noodle/Spaghetti Bowl’ by Paul
Gretton.
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Analysis
Is the financial ‘Taper Tantrum’ recurring in Indonesia?
M Chatib Basri

The intention of the US Federal Reserve to accelerate the interest rate hike
due to higher inflation and a widening
US budget deficit has triggered capital
outflows from emerging markets to the
United States. As a result, emerging
market currency exchange rates have
weakened dramatically and stock and
bond markets have been hard hit.
This is reminiscent of the so-called
‘Taper Tantrum’ of 2013, when the
Fed announced its decision to ‘taper’
its quantitative easing by no longer purchasing bonds and Treasury bond yields
surged as a result. But for Indonesia, the
recent rupiah depreciation is still normal
and is not at its worst. The current account deficit is in the 2 per cent range
against GDP and inflation is below 4 per
cent. Although the rupiah has depreciated rapidly in the last couple of weeks,
Indonesia has fared better than others,
including Argentina, Turkey, Brazil and
India. But this financial situation bears
watching.
The potential vulnerability arising
from capital inflow has been thoroughly
discussed in the crisis literature. Financial shocks begin with a drastic influx of
portfolio capital flows (resulting from a
decrease in the Fed’s interest rate) that
seek higher returns in emerging markets.
In the short term, this portfolio investment helps boost economic growth in
its beneficiaries, but it is not sustainable.
Once the Fed normalises its monetary

policy by raising interest rates, the capital Upcoming Events
flows flow back out again. This causes fi- On 12 June, the Arndt-Corden Deof Economics at The Ausnancial market volatility and depreciation partment
tralian National University will host a
of exchange rates, especially in countries seminar, On designing sustainable
policies for developing
that have problems with their current employment
countries: A case study of Fiji.
account deficit and inflation. Argentina
During 12-13 June, the Asia Developand Turkey are examples.
ment Bank institute in Tokyo will host
To overcome this situation, central the ADBI Workshop on Labor Income
in Asia: Conceptual Issues,
banks in emerging markets usually un- Share
Drivers, and Policy Implications.
dertake stabilisation policy. This policy
option is known as the impossible EABER Members
trinity. In essence, it is impossible for
Crawford, Australia
a country to simultaneously implement
NSD, China
a fixed exchange rate, free capital flow
and independent monetary policy. The CIEM, Vietnam
central bank must choose two options CSIS, Indonesia
out of the three. For Indonesia, under an CityU, Hong Kong
open capital account regime, the choice EIC, Cambodia
available to the central bank is to either ERI, China
allow the rupiah to follow the market or FPRI, Thailand
IAPS, China
to raise interest rates.
One vital lesson from Indonesia is IEE, Japan
the importance of getting the mix of IWEP, China
policies right. Policy cannot rely on one JCER, Japan
sole instrument. Overly high interest KEEI, South Korea
rates increase the risk of bad debt in the KIEP, South Korea
banking sector, which in turn encourages MDRI-CESD, Myanmar
more capital outflow. Overly tight fiscal MIER, Malaysia
policy can harm welfare programs and
NZIER, New Zealand
economic growth, and a significant exPIDS, the Philippines
change rate shock due to sudden reversal
PRI, Japan
of capital flows (as happened during the
Taper Tantrum) can create exchange rate SCAPE, Singapore
hysteresis. This fear can become a self- SMERU, Indonesia
fulfilling prophecy, which causes panic. SMU, Singapore
In the past month, Bank Indonesia SSF, RUC, China
has raised interest rates twice (by 25 ba- TDRI, Thailand
sis points each time) and has introduced
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macro-prudential policies to calm finan- account deficit is financed by FDI, the
cial markets. It is worth noting, however, risk of capital volatility is relatively small. SABER Members
that the effectiveness of fiscal, monetary But a large current account deficit may BIDS, Bangladesh
and macro-prudential instruments is increase a country’s vulnerability if it is CESS, India
Eastlimited.
Asian Bureau
of inflows
Economic
Research
www.eaber.
financed by portfolio investment, espe- CPD, Bangladesh
often
If capital
or outCrawford, Australia
org
flows are excessive, Bank Indonesia and cially in the form of short-term debt,
ICRIER, India
the government will be forced to take a as in the case of the ‘fragile five’. These
IGIDR, India
drastic combination of steps, as it was vulnerabilities might create nervousness
IIDS, Nepal
forced to do in 2013. And that will ad- in portfolio investors that then induces
IBA, Pakistan
them to withdraw their portfolio investversely impact economic growth.
IEG, India
During the 2013 Taper Tantrum, ment from the affected countries.
IPS, Sri Lanka
Indonesia together with India, South
If Indonesia does not resolve the root
LUMS, Pakistan
Africa, Turkey and Brazil were cat- of the problem, then the fluctuations in
MSE, India
egorised as the ‘fragile five’ — the five capital flow will recur.
MARGA, Sri Lanka
Indonesia should perhaps consider NCAER, India
countries that were vulnerable to capital
outflows — because they had high cur- introducing a Tobin tax on international NIPFP, India
rent account deficits. To prevent Indo- financial transactions to minimise the PIDE, Pakistan
nesia from falling into a financial crisis negative impact of short-term capital in- RIS, India
triggered by massive capital outflows, flows in future. In addition, FDI inflows U of Dhaka, Bangladesh
the government and Bank Indonesia must be directed toward export-oriented
were forced to cut fuel subsidies (which sectors, especially manufacturing, to
increased fuel prices by an average of 40 minimise the risk of currency mismatch
per cent), raise the central bank rate by and balance of payment pressures.
200 basis points and allow the rupiah to
This will be possible only if the investfollow the market.
ment climate improves. Indonesia must
So, why is history repeating itself ?
strive to improve the financial deepenAlthough a variety of reforms have ing in the bond and capital markets by
been carried out, Indonesia remains increasing the role of domestic investors
vulnerable to external shocks.
and savings in these markets. Economic
The main source of this vulnerability reforms also need to be aimed at increasoriginates from Indonesia’s dependence ing productivity through improvement
on portfolio financing in financing its in human resource quality, infrastructure EABER/SABER
current account deficit. In Indonesia, development and improved governance. Supporters
panic is usually triggered by the govern- The government has indeed moved in
ment bond market due to the relatively this direction, but the effect will only be
large role of foreign holders in funding felt in the medium term.
government deficit financing. When a
M Chatib Basri is a Senior Lecturer at T h e B u l l e t i n o f I n d o n e s i a n
shock occurs in the United States, as
happened during the Taper Tantrum the Department of Economics, University of Economic Studies
and in the Fed’s rate normalisation, bond Indonesia and formerly Indonesia’s minister
EABER is grateful to the Japanese
market investors withdraw their invest- of finance.
Ministr y of Financ e and the
ment portfolios which then triggers
Australian Agency for International
turmoil in financial markets.
D evelopment (Aus A ID), who
provided grants to assist with the
As for the current account deficit, a
establishment of EABER in 2006-7.
large current account deficit is not necessarily a bad thing as long as it is financed
S A B E R i s s u p p o r t e d by a n
by long-term and productive foreign
Australian Research Council
Industry Partnership Grant with
direct investment (FDI), for example in
Australian Aid (DFAT).
export-oriented sectors. If the current
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