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Economic Pelicy and I nvestment L aw in Indonesia

I ntroduction

Since independencethe law on foreign direct investment in Indonesia has been determined by a
political contest between four competing forces: economic rationdism, economic nationaism,
collectivist ideologies and powerful vested interests. The Indonesian politica system confers
massve powers on the Presdent and therefore this competition has focused on influencing
President Suharto’s economic policy. In the current erg, following the general dectionsin 1992, the
investment regime has become more liberd yet more uncertain as the government has attempted to
baance these competing pressures. The latest liberdisation of the investment regulations in 1994
saw the debate take an unusuad course, with daims that the regulations were uncongtitutional or
illegd and threatsto take the matter to the Supreme Court.

Palitics and Economic Policy in | ndonesia

A key issue for developing nations today is the role of the state in the process of economic
development. It is now generdly accepted that export oriented indudtridisation is the bui'ding
block of economic success with developing countries viewing South Korea, Taiwan, Hong Kong
and Singapore as modds to follow. However there is sgnificant debate over how this is to be
achieved.

Neo-Classcd economidgts believe .that the Northeast Asan states achieved success by reying an
market forces and encouraging non-indigenous capital and technology. Representing this
perspective, the Japanese economist Kunio Y oshihara describes capitdisam in South-east Ada as
imperfect or 'ersatz’ capitalism: 'South-east Asan capitdiam is ersatz because it is dominated by
rent-seekers. What they seek is not only protection from foreign competition but also concessions,
licences, monopoly rights, and government subgdies..As a result dl sorts of irregularities have
flourished in the economy.”" Neo-classcd theory on economic development tends to take the
pogtion that foreign investment is whally beneficd to the host country and that domegtic ad
international investment law should seek to encourageit.? Direct foreign investment has been an
important component of the growth of Southeast Adan economies which, in the 1980s, generdly
adopted open investment regimes asthe basis of an export led industridisationpolicy.?

! Yosihara, K., The Rise of Ersatz Capitalism in Southeast Asia, Oxford University Press, Singapore,
1988, p. 3-4.

2 The benefits include increased capital, improved technology, creation of employment, construction
of infrastructureand transfer of skills.

3 Japan's Ministry of International Trade and Industry estimated in 1991 that in Singapore foreign
affiliatesaccounted for dmost 90% of secondary exports, in Madaysia 60%, in the Philippines more
than a third and in Indonesia maore than afifth of al exports. East Asa Analytica Unit, Changing
Tack: Australian Investment in Soutk-East Asia, A.G.P.S., 1994, p. 20.



In Indonesia the classica economic development position influences economic technocrats
concentrated in the Ministry of Finance, Bappenas (the Planning Agency) and the Bank of
Indonesia. However the technocrats belief in free markets rather than govemment intervention is
alien to mainstream Indonesian politica thinking. As a result the influence of the technocrats in
Indonesia has been greatest in difficult economic periods, especialy the immediate post-Sukarno
yearsand the period from 1984-1991.

Thereisalso a'revisionist’ view of the success of the Northeast ASan economies. The foundation
of this alternative view was made by Alice Arnsden on Korea and Robert Wade on Taiwan.* The
revisionist view has become so well accepted that even the high citadel of economic orthodoxy, the
World Bank, has partially accepted it.* This approach holds that the government should ‘pick
winners and allocate resources such as credit, foreign exchange and public investmentsto achieve
selected goals. For investment law this view would impose sgnificantly more controls on foreign
investment. Three groups within Indonesiawould seek some legitimacy from this alternative view
of the success of the Northeast Adan economies. collectivists, ‘rent-seekers’ and economic
nationalists.®

Traditional Indonesian economic and political thinking values collectivism rather than the free
market ideology of the technocrats. The 1945 Constitution was a product of a revolution against
the colonia order and therefore has an underlying ethos opposed to private property and profit

The Constitution isfounded on the notion of the 'integralist state, one based on collectivism rather
t han individual rights In particular Article 33 envisaged a large role for the state in the economy,
particularly regarding ownership and control of land and resources’ Although collectivist
philosophy has not been strongly represented in government since 1965, Aurticle 33 of the 1945
Constitution was a basis for powerful public opposition to the 1994 liberdisation of investment
regulation.

'Economic nationalists constitute a third grouping influencing economic policy. At present the
most influential economic nationdist is the Minister for Research and Technology, B.J. Habibie
The economic nationalists believein active government intervention in the market place through the
identification and support of target industries. The economic nationalistsdo not want Indonesia's
economy to be dominated by foreign and ethnic Chinese enterprises. Nor do they want Indonesiato
be dependent on 'footloose’ low technology industrieswhich can easily relocate to competing low-
wage Asian economies. Through theinfluence of the economic nationalists, afeature of Indonesia's
industrial policy has been a prominent role for state enterprisesin strategic industries, especidly in
devel oping high-technol ogy undertakings.

4 Amsden, A, Asia's Next Giant: South Korea and Late Industrialisation, Oxford University Press,
Oxford, 1989, Wade R, Governing the Market, Princeton University Press Princeton, 1990.

5 World Bank, The East Asian EconomicMiracle, World Bank, Washington, 1993.

6 See generally Hill, H., Indonesia’'s New Order: The Dynamics of Socio-Economic Transformation,
Allen & Unwin, Sydney, 1994, Schwartz, A., A Nation in Waiting: Indonesia in the 1990s, Allen &
Unwin, Sydney, 1994, Robison, R., Indonesia: The Rise of Capital, Allen & Unwin, Sydney, 1986,
Vatikiotis, M., Indonesian Politics under Suharto, Routledge, London, 1993, Bresnan, J., Managing
Indonesia: TheModern Palitical Economy, CdumbiaUnivergty Press New York, 1993.

" Article33(1) statesthat ‘theeconomy shall be organised as a cooper ativeeffort, founded upon the
basisof family spirit' The Elucidation of this Article statesthat 'branchesof production essential to the
gateand which govern thelife of the public must be contralledby the state. I f not, therensof
production will fall into the handsof powerful individualsand the public will be oppressed. Only
businessesnot governingthelifeand living of the public may be controlled by individuals:!



The final influentid group in economic policy making are the ‘rent-seekers particularly military
officers and leading ethnic Chinese with links to President Suharto.® There has also been a recent
rise of Javanese in business, especially members of the president's family. The role modd of the
president's family is important in changing the traditional Javanese pregjudice in favour of
agriculture and government rather than trade.” However there are frequently expressed concerns
about colluson and corruption, as these powerful vested interests have become extraordinarily
wedlthy through a system of patronage which includes import and trading monopolies, access to
state contracts and credit privileges. The 'rent-seekers are opposed to the transparent rules,
impartial administration and market forces supported by the technocrats. From the viewpoint of
foreign investors their influence means that it may be necessary to join with powerful domestic
groupsto succeed in a difficult environment.

The influence of the 'rent-seekers, the collectivists and the economic nationalists has meant that,
unlike Korea and Taiwan, at the micro levd Indonesia has not been a 'hard state’. Government
support of firms has never been as tightly tied to performance criteria as the successful Northeast
Adan modes. State enterprises and enterprises associated with the president's associates are
supported even when it iseconomicaly irrationa to do so. NeverthelessIndonesia has succeeded in
transforming itself from one of the poorest countriesin the world to an emerging middle income
economic power. Indeed it can be argued that Indonesia's favoured treatment of politicaly well-
connected people has prevented it from the adopting mistakes of the Northeast Asan economies,
especially adopting industrial selectivity along the South K orean lines.”®

The classicd and revisionist theories of economic development have different approachesto foreign
investment regulation. The classca view would encourage investment through a variety of fisca
and non-fisca incentives. Therevisonigt view would emphasise deviceswhich screen investment to
encourage entry of desirable investments and to maximise benefits for the host state. Indonesian
investment law isthereforethe outcomeof a complex relationship between theseforces.

| ndonesian | nvestment L aw: An Overview

Indonesia has seven basic investment goals which it hopes to attain smultaneoudy. They are
increased production, improved industria structure, new work fields, equalisation of income,
utilisation of human and natural resources, promotion of exportsand environmental conservation.”
From 1967 until March 1995 over US $105.8 hillion in direct foreign investment has been
approved with most directed into the chemicals, paper, metd goods, hotels, electricity, basic metas
and textilesindustries.' In part becauseof thisinvestment, Indonesian per capitaincome rosefrom

® SuchasLim Sioe Long (SudonoSalim) of the Salim Group.

® There weresimilar aristocraticattitudesthat trade was shameful in imperial Romeand
industrialising Britain. For a discussion of the virtual elimination of the onceflourishing Javanese
middleclassin the colonial period seeKahin, G., Nationalism and Revolution in Indonesia, Cornell
University Press, Ithaca, 1952, ch 1.

19 Hill, H., 'Cloves and kretek symbolise the path of progress, Ausgtralian Financial Review, 3 May
1995.

1 Ministry of Investment/Investment CoordinatingBoard (BKPM), /nvestment in | ndonesia. Jakarta,
1994, p.6.

12 Excluding investment in oil and gas, mining and banking. Republic of Indonesia, The Investment
Coordinating Board (BKPM), A Brief Guide for | nvestors, Jakarta, 1995, p. 4-6. Thiscomparesto US
$143 billion invested by domesticfirrs.



US $70 in 1970 to US $920 in 1994. President Suharto, in his 1995 State of the Nation address,

said Indonesids target is per capita income of US $1,280 in 1999 and the status of a newly
industrialising country.”®

There are many types of incentives states may offer to attract foreign investment." Fisca
incentives offer the investor a direct monetary gain and include tariff protection, tax holidays,
accelerated depreciation, investment alowances, specia tax exemptions, withholding tax and
double tax agreements'’ and other tax concessions such as exemption from import duties in
priority industries. In Indonesia, unlike countriessuch as Malaysia, limited use has been made of tax
incentives since 1984. Of the non fiscd incentives, industriad estates are extensively used in
Indonesiato assist regiona development and to promotethe manufacture of export products. Like
many other countries Indonesia has invesment guarantees and has sought to monitor foreign
Investment yet encourage it by establishinga'one-stop' investment approval process.

Indonesia has had three main mechanismsfor regulaing foreign investment and to ensure that it
benefits from it. First are requirements that foreign invessment should be by joint venture with
Indonesia firms. Although since 1994 whally owned foreign investment generaly is permitted,
there are till powerful strategic reasons for prefemng to invest through joint ventures. Secondly
there are certain areas in which foreign investment is not permitted or is conditionally permitted.
Third investment have to be approved by the Presdent of Indonesa after scrutiny by the
Investment Coordinating Board (BKPM). The current policies and lega institutions on direct
foreign investment have their foundationsin Indonesias colonid period. It is useful thereforeto
begin with an examination of that era to understand the dynamics of the Indonesian foreign
investment regimetoday.

Colonialism and the'Old Order' 1920-1965

Industrialisation has been an integrd part of Indonesias economic development and growth. The
country's first period of industria growth took place in the 1930s."® However the Japanese
occupation in the Second World'War devastated the economy, especidly manufacturing. After
independence, the 1950s saw the beginning of the fundamentd divison of Indonesian economic
thought into two orthodoxies, the technocratsand the economic nationalists.

From independence until 1957 there was a Western-style democracy with more than 30 political
parties. The technocrats were ascendant in the cabinets of Wilopo, Sumitro and Sjafruddin early in
thisliberal democratic period.”” In 1951 the Economic Urgency Plan attempted, unsuccessfuily, to
promote foreign investment subject to a 51% Indonesan ownership requirement and the
reservation of certain areas for exclusve domestic ownership. Although the attitude towards
foreign investment became less enthusiastic in the mid 1950s, a favourable Foreign Cepitd

13 Jakarta Post, 18 August 1995.

“ For acomparison of Maaysia, Thailand and Indonesiasee Bishop, B., 'Regulation of Direct
Foreign Investmentin South East A4, in Taylor, V., Australian Perspectiveson Asian Legal
Systems, LawBook Compeany, Sydney, forthcoming.

13 |ndonesia has double taxation avoidance agreements with 29 countriesincluding Australia

16 See generally Hill, H., Foreign Jnvestment and in Indonesia, Oxford University Press, Singapore,
1988, Ch. 1.

17 Robison, R, Indonesia: The Rise of Capital, Ch. 2.



Investment Law was passed in 1958. Foreign investors, however, were deterred by the
discretionary powers of the administrativeauthoritiesand the political problemsof the late 1950s.

In the 'Guided Democracy' period from 1959 until 1965 President Sukarno, the army and the
Communist Party competed for power. 'Guided Economy' saw a lurch towards economic
nationalism. In December 1957 Dutch enterprises were nationalised and the Foreign Capita
Investment Act was repealed in 1959. The hodtility of the regime to foreign investment from 1957
to 1965 caused direct foreign invesment to fal to only $84 million consisting entirely of
investments by foreign oil companies.”® As a result of the policies of the Old Order government
under Sukarno, by 1965 Indonesia was an economic disaster. Inflation had spiralled at a rate of
594% in 1965 following rates of 135% in 1964 and 128% in 1963..The population was amongst
the poorest in the world with a GNP per head hdf that of India’s."” Thusin 1966 the New Order
inherited a devastated economy.

The'Open Door Policy' 1966-74

President Suharto took power after an unsuccessful ‘coup’ in 1965 blamed on the Communistsand
began the economic rehabilitation of the nation. At that time governmentsin South and Southeast
Ada were perceived as too wesk to provide effective government and to take difficult economic
decisons. Gunnar Myrda bdieved that: 'As thingslook at the beginning of 1966, there seemsto be
little prospect of rapid economic growth in Indonesia’*® The New Order period began therefore
with Indonesiain an economic and politica criss. Suharto, an army genera, defeated Sukarnoin a
gradua power struggle and secured a constitutional transfer of power. The New Order government
then, through its use of military power and the destruction of its rivas, had an ability to implement
policieswhich the Old Order lacked. The issue waswhat economic policy?

The New Order regime in 1966 attained power without a clear economic policy. Had the leftist
coup succeeded, Indonesia could have adopted a Marxist economic strategy Smilar to that of
North Korea or China. With the military dominant after the coup, the New Order government
could aso have adopted an isolationist economic policy like the that of the military regime in
Burma. Instead the New Order government took advice on economic policy from a smdl 'number
of economists, the ‘technocrats. Indonesias subsequent economic rehabilitation was therefore
based on state planning and foreign capitd. To stimulate investment, one of the first actions of the
new government was to enact Law 1/1967 on Foreign Investment which was followed by the
DomesticInvestment Law in 1968.

The 1967 Law is dill the fbndamental legidation on foreign investment in Indonesia but, like dl
'‘Basic Laws in the Indonesian system, isimplemented through a series of government, presidential
and ministeria regulations. As economic and political policy has changed, this has permitted
dramatic changesin the investment regime without any changein legidation. The initial position of
the govemment, under the influence of the technocrats, was to offer foreign investors an open
door.

18 Hill, H., Foreign Investment and Industrialization in Indonesia, p. 5. The other capital flowscame
mainly from the socialist bloc in theforms of loansto state owned enterprises.

1% Far East Econoniic Review, 13 February 1969.

% Gunnar Myrdal, Asian Drama: An Inquiry into the Poverty of Nations, Pantheon, New York, 1968,
p. 489.



The Foreign Investment Law 1967 requiresthat a foreign company trading in Indonesiamust be a
legal entity incorporated under Indonesian law asaliited liability PMA company (Foreign Direct
Investment company).?* The mgjor features of the Act and the regul ations encouraging investment
in 1967 were:
e Article 15 provided for avariety of tax concessions.
e Articles 19 and 24 provided a guaranteethat profitsand proceeds from the sale of
sharescould be repatriated and an accelerated depreciationalowance.
e Therewerefew restrictionson the employment of foreign personnel.
e There were initidly no restrictions on foreign equity such as obligationsto take on
local partners.
e Articles21 and 22 provided for a 30-year guaranteeto investorsthat there would be
no nationalisation, and further that in the event of nationalisation compensation would
be paid.

A new administrative apparatus was created. Foreign investment (and some domestic) was
regulated by the BKPM (Badan Koordinasi Penanaman Modal), the Investment Coordinating
Board.? Red power however lay with the departmentsin whose jurisdiction a proposed project
lay.

In addition to the guarantees against nationalisationin Articles21 and 22 of the 1967 Law, the new
government began making Investment Guarantee Tregaties with the USA and some European
countries.>* Further protectionfor potentia investorswasgiven in 1968 when Indonesiasigned the
multi-lateral Convention on the Settlement of Investment Disputes between States and Nationals of
Other States. The Convention established the International Centrefor the Settlement of Investment
Disputes, an organ of the World Bank.” Although in its first twenty five years of existence the
Centre only determined 26 disputes, it has played a useful role in promoting international
investment.”® However it is unclear to wha extent such investment treaties boost investor
confidencein host states. It has often been suggested that foreign investment depends more on a
favourable political and economic climate rather than on the creation of a legd structure for
investment protection.”’

2 pPenanaman Modal Asing.

Z |nitidly foreign investment was administered by the Technical Team for Foreign Investment -
Panita Teknis Penanaman Modal. Firms owned by Indonesians are regulated by the Domestic
Investment Law No. 611968. Domestic firms seeking financial incentives had to register under the
former Act asPDMA (Penanaman Modal Dalam Negeri) companiesand be regulated by the BKPM.
The BKPMis not responsiblefor oil and gas, mining and banking which are administered separately.

3 For thelicensing proceduressee BKPM, A Brief Guide for I nvestors. Ch. 7.

24 An Investment Agreement between Indonesiaand Australiacame into effect in 1993.

% The other major instrument of foreign investment law for which the World Bank has been
responsibleisthe Multilateral Investment Guarantee Agency which createsa schemefor the insurance
of foreign investment to which all statescan subscribe. Indonesiaisa member of the MIGA.

% For an analysis see Hirsh, M., The Arbitration Mechanism of the International Centre for the
Settlement of Invesnnent Disputes, Martinus Nijhoff, Dordrecht, 1993. In Amco v I ndonesia (1986) 25
ILM 1441 an ICSID tribunal ordered Indonesia to pay damages to an American company arising
from a dispute over the construction and operation of a hotel.

7 Sornarajah,, M. The International Law in Foreign Investment, Cambridge University Press,
Cambridge, 1991, p. 235-7.



The period up to 1973 saw Indonesia's economy recover rgpidly with an average annua growth of
7.7% during the first Five Year Development Plan (RepditaI).?® By the end of the 1970s the
BKPMhad approved 177 proposals, of which only 37 were wholly owned foreign projects.® Thus
even in the period when foreign investors could operate through wholly owned firns, the mgjority
choseto use ajoint venture with adomestic partner.

The growth of the Japanese presence in Indonesia in this period was particularly significant.
Japanese investment started later in Indonesia than in other Southeast Asian countries. In 1967
Japan had just two investment projects vaued at $6.7 million but by 1969 this had risen to
seventeen projects worth $132.2 million.*® Two thirds of this investment was in textiles which
caused the fallure of many Indonesian firms in the textile industry and the subsequent public
hogtility to foreign investment. Both the right and the left criticised the liberalisation of economic
policy especialy the encouragement of foreign capital which was characterised as 'selling out' to
foreign capital. Thus the ‘free market' Strategy with its open door policy towards foreign
Investment was abandoned in the early 1970s.

Economic Nationalism 1974-83

Theturning point in economic and political policy came with theMdari affair in January 1974. This
began with student demonstrations againgt the Japanese Prime Minister, Tanaka, and developed
into mass riots and conflict within the governing dlite. The government was conscious of a recent
precedent in Thalland where in October 1973 mass demondtrations had forced into exile FHed
Marshall Thanom Kittikachorn, a long term prime minister.>’ To avoid such a possibility, the
Indonesian system of government, which had previoudy been relatively open and plurdistic,
became closed and authoritarian after the Maari affair.*? Tight controls were imposed on Gvil
society including the unions, the press, politicd parties, universities, Idamic institutions and
businessgroups. The result wasthat by 1983 Suharto had consolidated power with no potential for
opposition either from the amy or civilian groups.

Following the Mdari dffar, the government tightened the terms of foreign investment and
introduced measuresto assist domestic business. The government able to do so because it had been
freed from its dependency on foreign ad and investment by the ail boom of 1973-4. Economic
nationalists assumed control of trade and industry policy, leaving the technocrats largely confined
to macroeconomic policy.

The new limitations on foreign investment from 1974 required foreign investorsto undertake joint
ventures with an Indonesian partner. The Indonesian equity was to be increased to 51% within a

2 BKPM, Investment in Indonesia, p.11.

» However a major problem was that, largely due to administrative problems, only $300 million was
actually invested of almost $2 billion worth of approvalsfrom 1967 to 1972. McCrawley, P., 'Survey
of Recent Developments, (1972) 8 No. 3 Bulletin of Indonesian Economic Studies 1.

% yatikiotis, M., Indonesian Politics under Suharto, p. 35.

' Crouch, Harold, The Army and Politicsin Indonesia, Cornell University Press, New York, 1978, p.
311-2.

2 A prominent example wasthe protracted campaign by Mochtar Lubisin his newspaper against
General Sutowo.



ten years.® In addition to divestiture reguirements there were minmum capitaisation
requirements. Additional sectorswere closed to new joint ventures.*  Activitiesthat required large
amounts of capita or technology remaned open while many basc industries were closed
completely. Regulations relating to employment of expatriate personnd were tightened. Over ad
above these redtrictions, foreign investment was discouraged by entry procedures which became
‘opague, complex, time consuming and costly’.

Indonesia thus began to use a complex series of requirements concerning local equity, minimum
capitalisation and divestiture which hed the effect of discouraging new direct foreign investment.
From 1967 to 1985 Mdaysa recaived three times as much foreign investment as Indonesia and
Singapore four times.>** Most Indonesian investment was for the expansion of exigting firms rather
than the entry of new enterprises. The bulk of this non-ail investment was import substituting,
amed a sdesin the domestic market rather than exports.”*

The return to dominance of the economic nationdigts in the 1970s saw emphess placed on state
enterprisesrather than private investment. The national oil company, Pertamina, became the focus
of the economic nationaists drivefor a high-tech modernisation of Indonesia.*®* However by 1981
the nation was dangeroudy dependent on all revenues. In that year exports of ol and gas
condtituted 80% of exports and ol revenues congtituted 71% of the government's budget
receipts.>® The economic technocrats, particularly the World Bank, were critical of thisdirectionin
Indonesian economic policy. The government did not accept such criticism until the second all
boom led in 1983 to recession in the industrial economiesand a collgpse in ail pricesin 1986 with
disastrous consequencesfor oil exporting nations.*’

With the collapse of the government's revenue base, the technocrats regained ascendancy in
economic policy. From the mid 1980s the economy was progressively deregulated and liberalised.
including a return to a policy of encouraging foregn investment. The fundamental target of the
technocrats was to change from a policy of high-codt, import-subgtituting industridisation to an
export-driven market economy utilisng Indonesias comparative advantages of plentiful |abour and
abundant natural resources.

3 See Arndt, H., 'Survey of Recent Developments, (1975) 11 No. 2 Bulletin of I ndonesian Econoniic
Studies 1 and Hill, H., 'Survey of Recent Developments, (1981) 20 No. 2 Bulletin of Indonesian
Economic Studies 1.

3 Even before the Malari incident in the early 1970s certain fields had been closed to foreign
investors such asweaving millslocated on Javaand selling to the domestic market.

3 Hill, H., 'The Economy', inHill, H., Indonesia's New Order, p. 68.

% Hill, H., Foreign Investnientand Industrializationin Indonesia, p. 47.

37 BKPM, Indonesian Investment News, 1991, Vol. 13, No. 1, p. 2.

*® However in 1976 through mismanagement and corruption. it was unable to meet payments on its
debt of $ 10.5 billion, approximately 30% of Indonesia's G\P at the time. This debt included $2.5
billion for civil worksand commercial credits, $1.9 billion for projectsinvolvingliquefied natura gas,
fertiliser projects and gas pipelines, $2.1 billion for a seel plant, $156 million for
telecommunications, $3.3 billion for purchaseand hire of il tankers and other contracts worth $700
million. Bresnan, J, Managing Indonesia: The Modern Political Economy, p. 167.

% Schwartz, A.,A Nation in Waiting, p. 55.

“° Among the popul ous oil-rich countries, no government has been more successful than Indonesiain
dealing with this reversal of fortune. Comparisonscan be drawn with Iran, Nigeriaand Mexico.

Little, R W., 'IndonesiaisIndonesia, in Young, K. & Tanter, R. (eds), The Palitics of theMiddle
Classin Indonesia. Centre for Southeast Asian Studies, Monash University, Melbourne, 1990.



Derequlation 1984-92

In the period fiom 1974 following the Mdari affair, Suharto hed built up a system of authoritarian
power concentrated on the presidency. Domestic opposition had been mollified by restrictions on
foreign investment which thereby favoured the economic nationalists and the 'rent-seekers
However in the period after 1984 Suharto used his unchallengeable power to impose on the
Indonesian economy a deregulation and devauation program designed by the economic
technocrats. This use of authoritarian power to liberaliseindustria protection followed the Korean
and Taiwanese precedents. In contrast the government in the more open system in the Philippines
was unable to resist the powerful vested interests and a heavily protected economy continued to
serve the interests of a privileged few industrialists.*’ Nevertheless the Indonesian deregulation
strategy confronted powerful opposition. Therefore reform was concentrated on the financial sector
rather than the real sector where monopoliescontrolled by the associatesof the President continued
toflourish.

The government introduced deregulation measures to diversfy the economy, encourage foreign
Investment and promotethe private sector. It took a gradualist approach to deregulation beginning
with bank reformsin 1983, tax reform in 1984, devauation of the rupiah in 1986, trade reformsin
May 1986, October 1986, January 1987, and December 1987. In 1988, 1992, 1993 and 1994
reformsin investment regulation were implemented in order to encouragecapita inflow.

One of the features of the foreign investment regulationsin this period was the use of performance
standards targeted for export production and regiona development. The shift of emphasisfiom
import substitution to export production led to efforts to encourage investment by multinational
corporations in export production by conferring dispensations fiom loca participation and
divestiture requirements. The introduction of the 'Negative List' (Daftar Negatif) helped to clarify
regulatory provisons. Presdential Decree No 211989 replaced an Investment Priority List with the
Negative List which listed the sectors which were closed to foreign investment. The Negative lig
was reviewed and reduced in 1991, July 1992, June 1993, July 1994 and in May 1995. The 1995
Negative List reduced the number of sectors closed to foreign companies to 15 (such as taxi
transport, retail trade and sawmills) and the number closed to al companiesto 11 (such as casinos
and marijuanacultivation).?

Under the pressure of internationa all prices and unfavourable exchange rates, Indonesia achieved
amagjor restructuring of the economy between the mid 1980s and the electionsin 1992.** GDP
growth had falen to 2% in 1985 but roseto 4.9% in 1987, 5.8% in 1988, 7.5% in 1989, 7.4% in
1990 and 6.6% in 1991. Foreign investment approvas rose from $1.46 billion in 1987 to $8.78
billion in 1991. A dgnificant result of the private invesment was to fiee the economy of its
dependence on oil. Non-oil exports trebled from $5.87 hillion in 1985 to $18.23 hillion in 1991,
mainly fiom a diversified base of manufactured goods. In 1969 at the beginning of the First Five
Y ear Plan manufacturing contributed only 9.2% of GDP but this had risen to 21.1% by the end of
1991. The source of foreign investment aso changed significantly in this period. Japan had long
been the mgjor investor in Indonesia. However in the latter part of the 1980s investment fiom the

“! Bresnan, J., Managing |ndonesia: The Modern Political Economy, p.292.
“2 Presidential Decree No 31/1995.
* For thegtatisticsin this paragraph see BKPM, Investment in Indonesia, p. 12-14.



four Asan NICs, Hong Kong, South Korea, Singapore and Taiwan, rose rapidly as their labour
intensiveindustries relocated to lower cost economies.

A Time of Uncertainty 1992-

The current period can appropriately be labdled the period of uncertainty. In the political sphere
the uncertainty is focused on the succession to the presdency, in particular the conflict between
Suharto and the armed forces (ABRI).* In the economic sphere the uncertainty is focused on the
resurgence of the economic interventionistsincluding conflicting directionsfor policy on foreign
investment. While the technocrats have no politica base, the economic nationalistshave significant
politica and religious influence. The most prominent economic nationdist, the Minister for
Research and Technology, B.J. Habibie, wasa leading contender for vice-president in 1993 and isa
possible successor to Suharto as presdent. In 1990 Suharto placed Habibie at the head of the
newly formed ICMI, the Association of Mudim Intellectuas. The alliance with Mudim leaders,
who have traditionally been focused on socid justice rather than economic development, is
potentidly very significant.

By the early 1990s the success of the deregulation measures meant that there was little sense of
economiccrisisto prompt President Suharto to adopt further economic reforms propounded by the
technocrats. The rapid economic growth had aso produced widespread concerns about the
technocrats program including concerns about economic inequdlity, interest rates and bank
failures. Following the 1992 election, the president appointed a new cabinet and dismissed the three
leading technocrats.* It ishowever uncertain whether in doing this Suharto intended only to defuse
domestic criticism or fundamentally to change the nation's basic economic policy avay from the
market based industrialisation program of the technocrats towardsthe high-technology vison of
the economic nationalistsled by B.J. Habibie.

The economic nationalists believe that Indonesias industriaisation should not be dependent
primarily on attracting foreign private capital into labour-intensive, low-technology industries. They
believe in state enterprises and state planning, in particular the committing of more government
resources to high technology undertakings. The drive behind the long term strategy of the
economic nationdistsisthe fear that Indonesiais being left behind by its regional competitorsin the
raceto develop medium and high technology exports as shown in the table below.

** See discussion in Tie Kian Wie, 'The Surge of Asian NIC Invesment into Indonesia, (1991) 27
Bulletin of Indonesian Economic Studies55.

4> Seefor example Lane, M., Openness, Political Discontent and Succession in | ndonesia. Australia-
Asia Paper No. 56, Griffith University, Queendand, 1991.

% The Coordinating Minister for the Economy, Radius Prawiro, the Finance Minister, Johannes
Sumarlin, and the Governor of the Central Bank, Adrianus Mooy. However they were replaced by
other technocr ats, Saleh Afiff, Mar'ie Muhammed and Soedrajad Djiwandono.



Index of Technology Composition - Manufacturing Exports*’

1970 1993
Singapore 0.47 1.79
Maaysa 0.24 1.72
Japan 0.80 1.30
Taiwan 0.57 1.19
Korea 0.37 1.07
Philippines 0.10 0.95
Thailand 0.15 0.92
China 0.22 0.58
Indonesia 0.19 0.34

The index of technology composition of exports developed by the Centre for Strategic Studies in
Melbourne shows that over the past two decades Indonesia has lagged behind countries such as
Malaysiaand Singaporein moving into knowledge and R&D based exports.*® Indonesia's index of
technology composition is much lower than the Adan average. The state-led industrialisation policy
of the 1970s and early 1980s boosted Indonesias higher technology exports but under the market-
led program from the mid 1980s, the successful industries have been labour intensive and low
technology industries using Indonesias low cost labour and abundant raw materials. Both the
technocrats and the economic nationalistsagreethat, given the likelihood of increased competition
from countries such as Chinain the export of [abour intensive, low technology products, Indonesia

hasto move up the technology ladder but they disagree on the appropriaterolesof the state and the
market in this process.

In Indonesia the centrepiece of the economic nationaist program has been the decision by Suharto
in 1989 to place ten 'strategic industries’ under a Strategic Industry Administration Board headed
by Habibie. This included enterprises manufacturing stedl, railroad stock, telecommunications,
electronics and aircraft.*” There have been some notable achievements such as the successful
development of an aerospace industry.® However the technocrats, led by the World Bank, have
criticised the 'technology leapfrogging’ strategy. Successful nations like South Korea and Taiwan
have taken a more gradua approach with clear criteria governing the industries and firrs to be
supported. All of theten strategic enterprisesare thought to be unprofitable, accounting for almost
half of dl the loses reported by Indonesias state owned enterprises.” The issue is whether, in the
short and medium term, Indonesia can afford the program of the economic nationalists. >

*" Source; Centrefor StrategicEconomic Studies. See Ray, D., ‘R1 I€ft behind in hi-tech exports’.
Jakart a Post, 26 August 1995. Asa comparison, the 1993 index valuefor the EEC7 was 0.96, for
USA 1.52, for Canada 0.86, for Australia0.57 and for New Zealand 0.21.

“ An index value lessthan one indicatesa concentration in industrieswith little R&D such aswood,
paper and textiles rather than industries such as aerospace, computersand el ectronics.

* The first moves towards the strategic targeting of high-tech industries was made in 1984. See
Amdt, H, 'Survey of Recent Developments’, (1984) 20 No. 2 Bulletin of Indonesian Economic
Studies 1.

% For example August 1995 saw the test flight of the N-250, the country's first domestically designed
medium rangecommuter aircraft.

' World Bank. Indonesia: Sustaining Development, World Bank, Washington, 1993.

52 Thelimited revenuesavailableto the government hasled it to financethe high tech thrusts through
private capital, includingforeign investment. For example the state owned aircraft manufacturer,
IPTN, will establishajoint venture company to fund its development of the N-2130 passenger jet and



The most powerful political constraint on the high-tech vision of the economic nationalistsis the
need to maintain economic growth to provide jobs and reduce poverty. It has been estimated that
320,000 fewer jobs would be crested if the growth of non-oil GDP fell by 1% yet Indonesia needs
to provide jobs for 2.3 million new entrants to the labour forcer each year and to raise the living
standards of the 30 million people siill living below the poverty line.*® It is the low-tech labour-
Intensiveindustrieswhich can create the new jobsto satisfy these needs.

Asthe economic nationalistsrose to power from 1991, Indonesia began to confront new economic
difficulties.Economic growth fell from 7.4% in 1990 to 6.6% in 1991 and 5.4% in 1992.>* Thus
the technocrats in 1993 and 1994 were able to persuade Suharto to agree to two deregulation
packagesby using the threat of competition from other host countriesfor foreign capital. In 1993 a
limited package drew criticism from the investment community and in 1994 a more comprehensive
reform drew more hostile criticism from the economic nationalistsand the collectivists. Therefore,
despite their domestic weakness since the 1992 elections, the technocratswere able to persuade
President Suharto in 1994 to promulgate 'perhaps the most libera measure ever taken regarding
thetreatment of foreign investors’ >’

Government Requlation 20/1994

The 1994 regulation represented a sgnificant victory for' the technocrats over the economic
nationalists.*® The key features of PP20/1994 were the permitting of full foreign ownership,
reduction of divestment requirements, reduction in the levelsof minimum Indonesian equity and the
opening up of strategic sectors, especidly infrastructure, to foreign investment. This was a dramatic
reversal of a long history of requirements concerning minimum capital, loca participation and
divestituredating back to 1974.

The economic imperative behind the new measure was the redisation that other countries hed
developed .moreattractive investment climates. State Secretary Moerdiono said in announcing the
new regulation that Indonesia needs $305 billion (Rp 660 trillion) in new investment in the current
Five Year Plan (Repilita VI) of which 73% was to come from private investment.”’ Indonesians
were aware that as the globa flow of FDI rose from $79 hillion in 1986 to $204 hillion in 1990
only $1 billion extraflowed into Indonesia.>® Industry Minister Tunky Ariwibowo said that 'we are
now facing keener competition from such countries as China, Vietnam India and other Adan
countriesin attracting foreign investment.”* The BKPM said that the domestic equity requirements

existing projectssuch asthe state-owned steel company, Krakatau Steel, will restructureand makea
public offeringto raisefundsfor expansion.

33 BKPM Indonesian Investment News, 1994, Vol. 13, No. 1, p. 4.

%4 BKPM Investment in Indonesia, p. 14.

35 Jakarta Post, 4 June 1994.

% Peraturan Pemerintah (Gover nment Regulation) 2011994 on Investment. Thereisalsoan
implementation decree, Decreeof the Minigter for Investment No. 15/SK/1994.

37 Jakarta Post, 3 June 1994. In August 1995 this figure was raised to Rp 815 trillion (US $360
billion).

%8 Jakarta Post, 8 June 1994.

%% Jakarta Post, 3 June 1991. Indonesia has certain advantagesover such rivals. It hasa free foreign-

currency regime, a proven regulatory framework and perhaps less concer ns about political succession
than China.



hed to be relaxed and that 'faced with the fact that the world's investment funds are limited and
competition with other developing countries in attracting FDI is strong, the degree of this
ownership relaxation must be compatibleor even better than that of those competitor countries’.®

Article2(1)(b) of PP 2011994 therefore permitted foreign investorsto wholly own their companies,
except in the infrastructure sector. The 1994 regulations aso contained no minimum capital
requirements. Previously, under PP 5011993, wholly owned projectswere only permitted in limited
circumstances and, in general, there was a minimum amount of investment of US $1 million. The
new regulations therefore removed the problems associated with finding a domestic partner and
forcing substantial divestment on foreign investors which had, for example, discouraged the
transfer of tﬁf}e latest technology and the entry of smdl and medium szed investors with specialised
knowledge.

The right to operate wholly owned subsidiaries was subject only to an obligation in Article 7 for
companiesto 'sell part of their shares to Indonesian citizens within fifteen years from the start of
commerciad production. Foreign investors are therefore under an uncertain obligation as the
regulations do not specify the extent of divestiture required. This unsatisfactory provision was the
result of compromisesin the drafting processin which the technocrats lacked the political strength
to push through a package permitting permanent 100% foreign ownership.** However the
divestiture requirements may only be symbalic. The responsble Minister has said that companies
may be required to divest aslittle as 1%.%

Another uncertainty is the application of the new provisons to existing firms with divestiture
obligations. The regulation itsdf made vague provision for these® and at the time the regulations
were announced, officials said that 'the spirit of the new packageshould apply to existing contracts
but it was up to particular partiesto reach a new agreement.’*®

A second significant feature of the 1994 package was the expangon of areasin which foreign joint
ventures could invest. Since 1989 there has been a steady reduction in the negative lig of areas
closed or restricted for foreign invesment. Nevertheless the strategic nature of infrastructure
industries was always given as a reason to exclude foreigners from infrastructure investment
However Article 5 of PP 2011994 permitted joint ventures to operate in nine key infiastructure
sectors: 'ports, generation and transmission as wdl as the distribution of energy to the public,
telecommunications, shipping, arlines, drinking water supply, public rallways, atomic energy
reactors and mass media’.% Thiswas a surprising provision which was clearly designed to harness
foreign capital in the task of building up Indonesias infrastructure which, although good for a

% BKPM, | ndonesian Investment News, 1991, Vol. 13, No. 1, p. 5.

1 Mari Pangestu and Iwan Jaya Azis, 'Survey of Recent Developments, (1994) 30 No. 2 Bulletin of
Indonesian Economic Studies3.

62 BKPMspokesper son, Personal Communication, July 1995.

€ Asialine - A Newdletter for Business, 1991, Vol. 2 No. 5.

& Article 12 provided 'Companiesestablished under foreign capital investmentswhich have been set
up or engaged in commercial production before the enforcement of this government regulation, based
on agreementsreached by shareholderscan make adjusments to the provisons in this government
regulation.’

8 Australian Financial Review, April 1995.

% However foreign invesment had already taken place in some of these sectors such as
telecommunications (GE in the Paiton project) so that to an extent the 1994 regulation only ratified
what had already been aready practised. Mari Pangestu and Iwan Jaya Azis, 'Survey of Recent
Developments’, (1994) 30 No. 2 Bulletin of Indonesian Economic Studies3.



developing country because of government spending in the 1970s, ill needs dgnificant
expenditureto keep pace with development. With the reduction in oil revenues and limits to the
amounts Indonesia can prudently borrow, there is a need for increased private investment.®’
Therefore President Suharto called for private sector companiesto finance most of over $50 billion
infrastructure investment in the coming five years including cities, toll roads, power plants,
telecommunications, harboursand airports.®

The 1994 regulation also relaxed the equity requirements for joint ventures. Under the 1993
regulationsat least 20% of the venture were to be hed by Indonesianswith an obligation to divest
after 20 years of operation so that Indonesians hdd at least 51%. In contrast PP20/1994 provided
that joint ventures were compulsory only for infrastructure projects and Article 6 reduced the
minimum equity for Indonesian partnersin such joint venturesto 5% with no further obligation on
theforeigninvestor to divest.

PP20/1994 therefore represented a sgnificant loosening of domestic equity requirements and
protection for domestic producers. Foreign investors were permitted to operate through wholly
owned firms except in infrastructure where they could own 95% of the joint venture vehicle. The
new regulations gave foreigners the choice of whether to have a domestic partner, what the
composition of foreign-domestic ownership should be and whether 'and how much to divest to
domesticentities.

Economic nationalism in developing countries often has led to requirements for loca equity
participationwith foreign investors.”"" There are obvious advantagesin divestiture and locd equity
requirements. Aside from mollifying domestic political opposition to foreigners, these advantages
include ensuring that less profits are repatriated abroad, permitting greater state control and the
development of aloca entrepreneuria class. The empirica evidence however isthat loca partners
are often Smply 'deeping partners who play no important rolein control.” Also loca equity does
not necessarily mean loca control as foreign firms can avoid requirements by raising the debt-
equity ratio and maintaining control through long-term licensing and management contracts. A
further problem with local equity requirements is the possible development of an elite group of
local businesses supporting repression of socid development and human rights abuses. The ultimate
difficulty with joint venture arrangements is the disincentive to foreign investment if othe:
countriespermit use of wholly owned vehicles. In Indonesiain 1994 the imposition of loca equity
controlswas largely abandoned because it had deterred foreign investment with consegquencesfor
economicgrowth and thus, ultimately, for political stability.

The new requirements in PP 20/1994 have therefore significantly reduced domestic ownership
protection and support.”* The subsequent public battle between the economic technocrats, who
formulated the package, and the economic nationalists took an unusua course for Indonesia: it
focused on the legality of the measures. As subordinate legidation PP20/1994 ought not conflict

¢ In 1995 the Indonesian foreign debt reached $88 billion with a uncomfortably high debt service
ratio of 32%.

€ Jakarta Post, 18 October 1994.

% On requirements relating to local equity generally see Somarajah,, M. The International Law in
Foreign Investment, p. 111-3.

" Hill, H., Foreign Investment and | ndustrialization in Indonesia,Ch. 7.

™ Other important innovationsin the 1991 regulation permitted an existing PMA company to form a
new PMA company, permitted existing PM A companiesto acguire sharesin domestic companiesand
provided certainty for PMA companies’ tenureand extension of tenure.



with the Constitution or legidation enacted by the paliament (DPR). Critics, motivated by
collectivist ideals or economic nationadism, argued that this had occurred.

One attack on PP 2011994 was based on the spirit of the 1945 Constitution. For example the
Centra Executive Board of the PDI (Democratic Party of Indonesia) caled on the government to
withdraw the regulation. It said 'we fed that the intention and the spirit of Article 33 of the 1945
Congtitution obliges the state to control dl branches of production that are vita to the state and
affect the livelihood of many people’.”? Similar criticisms based on the Constitution were raised by
the Indonesian Legal Aid Foundation (LBH) with well known human rights lawyer Todung Mulya
Lubis %fferi ng to act for anyone who was prepared to gpply for judicid review to the Supreine
Court.

Critics such as economist Kwik Kian Gie aso damed that the regulation contradicted the 1967
Law on Foreign Investment and the 1968 Law on Domestic Investment. It isargued that Article 6
of the 1967 Law prohibits full foreign ownership of strategic sectors such as the mass media®* It
was a so claimed that the new measures violated other Acts. The BKPM’s approva of four private
oil refinerieswith a combined investment of $7.2 billion in Aceh, East Java and South Sulawes was
claimed by a number of legidatorsto violate Law 4411960 and Law 8/1971. TheseLawsrequirean
investor to set up in cooperationwith Pertamina to construct and operate oil refineries.”

The most interesting challenge concerned opening up the media to foreign investment which
resulted in a victory for the economic nationdists. The Minigter of Information (and key Suharto
supporter in intra-elite conflicts) Harmoko, stated that he had not been consulted on the measures.
He said that there were barriers in media laws which were constructed to deter unwanted foreign
values from penetrating the nationa culture aswell as preventing Indonesian publicationfrom being
taken over by foreigners. Opposition to opening the media to foreign ownership was also loudly
voiced in the DPR hy legidlators such as Aisyah Aminy who heads House Commission 1 overseeing
information®

It was argued that the 1994 regulation should be revised because foreign investment in the mass
media is prohibited by law. Article 13 of the Press Act 1982 states that ‘the capital of a Press
Corporation shdl be wholly nationa, whereby dl its founders and board members shdl be
Indonesian citizens. Furthermore Article 15 of the Minigtry of Information Regulation Concerning
Press Publication Operating Permits states 'press companiedpublishers and their respective
publications are not permitted to give or to receive ad in the form of capital or any other
contributionsin whatever form to/from other parties, including other press companies/publishers
which openly or in a disguised form will cause a shift in ownership/management of the press
companies/publishers concerned, to the party of the donor'. Aid and contributionsare alowed only
with the approval of the Minister of Information acting in consultation with the Press Council.

2 Jakarta Post, 7 June 1991.

7 Jakarta Post. 16 June 1994.

™ Jakarta Post, 8 June 1994.

™ Jakarta Post. 29 September 1994. However the BKPM argued that approval was valid because
100% of the raw materials would be imported from the Middle East.

6 Jakarta Post, 4 June 1994. Others. such as Depari a spokesperson for the privately owned
televison company, RCTI, however fdt that the deregulation measureswere a public relations ploy

as no one would be willing to invest substantial amounts since licences could be revoked at an)

moment for publishing “wrong information'.
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The Supreme Court indicated that it could exercise its new powers to review the legality of
PP20/1994. |n keeping with its avil law tradition, Indonesian courts historically have had very little
power of judicia review. There is no provison for judicia review of the validity of legidation.
However in June 1993 Chief Justice Purwoto issued a new regulation giving those who wish to
contest the legality of a government regulation two alternatives. contesting it in the lower courts
and then on apped to the Supreme Court or filing for ajudicia review directly with the Supreme
Court. In the first twelve months however the few cases brought before the Supreme Court have
failed.” In an unusua development, Chief Justice Purwoto publicly stated that the Court would act
if presented with a formal application for judicid review of the 1994 investment regulations. He
sd 'we will review if, for example, the Indonesian Press Association (PW) asks us to make a
judicid review becauseit harms the association in several ways..But the fina review mugt il be

carried out by the government’.™

The issue however did not reach the courts. After a meeting with Suharto days after the new
regulations were announced, Harmoko stated that the President would not allow foreignersto own
equity in the local media.” Subsequently the 1995 Negative List included private television and
radio broadcasting as one of the six sectors absolutely closed for foreign investment.®* This was
thereforea sgnificant victory for the economic nationalists.

TheImpact of PP 2011994

The liberalised investment regime established by PP 2011994 has been successful in boosting
investment: Foreign investments surged 194% to a record high of US $23.7 hillion in 1994 while
domesticinvestment also rose 34.9%to $24.2 billion.®' Thisreversed the poor figurein 1993 when
only $8.1 hillion in foreign investment was recorded. The trend continued in 1995 with foreign
investment reaching $29.4 hillion by the end of July and the State Minister of Investment predicted
that foreign investment approvals by the BKPM would surpass domestic for the first time.** In
1994 there were 449 foreign investment projects approved which will employ 316,809 Indonesians
and 6,804 foreigners. Of the projects dmogt 64% plan to export their products with annua foreign
exchange earnings estimated a $13 billion.® Despite the provisions of PP20/1994 permitting
100% owned investment vehicles, much investment continued to be through joint venturesto take
advantage of the domestic political contacts of Indonesan partners in an environment where the
economic nationalistsand vested interestswere ill influential.

""The first was brought by media publisher Surya Paloh to contest the Ministry of Information's
power to revokethe press publishing licence which he claimed contravened the 1982 Press Law. His
application v&s rgected. There is also since 1991 an Administrative Court which has begun to make
some important decisions on the legality of government actions such as the closure of the Tempo
periodical. However the jurisdiction of the Administrative Court is limited to written rulings which
are'concrete, individual, and final'. Law 511986, Article 1.

78 Jakarta Post, 10 June 1991.

7 Jakarta Post.7 June 1991.

% Presidential Decree 3111995.

8 Actual funds invested average only 52% of approvals. Far Eastern Economic Review, 1 September
1991. Thisisexpected to rise to 60% in 1995. Jakarta Post, 21 August 1995. These rates are thought
satisfactory, being superior to China's. BKPM spokesperson, personal communication, July 1995.

8 Jakarta Post, 21 August 1995.

8 Jakarta Posr, 23 December 1991. Thisincluded six large projectsincluding three oil refineries, two
power plants and an integrated steel mill with investmentsof about § 8 billion.



There was aso a change in the source of investment. The charman of the BKPM Sanyoto
announced that Hong Kong emerged as the largest foreign investor with investments in 1994 ot
$6.04 hillion followed by Britain with $2.95 hillion, Tawan with $2.48 billion, South Korea with
$1.88 hillion, Japan with $1.53 hillion and the United States with $1.52 billion."" Japan however is
dill the largest total investor in Indonesia in the period 1967-March 1995 with Austraia in ninth
place as shown in the table below.*

Country Total Investment Vaue to March
1995 (US 3)
1. Japan $19.31 billion
2. Hong Kong $14.96 hillion
3. UK $11.16billion
4. USA $10.66 hillion
5. Tawan $ 7.67 hillion
6. Singapore § 7.39 hillion
7. Netherlands $ 7.32 hillion
8. South Korea $ 5.82 hillion
9. Audtrdia $ 5.44nillion
10. Germany $ 4.59 hillion

Theflood of foreign investment led to increasesin economic growth. In 1994 GNP rose 8.3% and
was expected to grow by 7.7% in 1995.% Reflecting the change in the structure of the economy,
and the emergence of Indonesia as a NIC, there was a sgnificant increase in the contribution of
manufacturing to GDP with a corresponding decline in the relative share of agricultureand oil and
mining, as shown below.

1983 1994
Agriculture 229 17.9
Mining 20.8 9.6
Manufacturing 12.7 22.3
Trading & Hotels 14.7 16.8
Financia 53 7.0

On its face therefore PP 2011994 represented a sgnificant victory for the technocrats which has
contributed to the desired increasesin capital inflow ard GNP. However foreign investment ill
must be approved and it can be expected that the Indonesian government will attach qualifying
conditionsto foreign investment in variousindustries."” This administrative discretion presents an
ongoing opportunity for influence by the economic nationaists and powerful vested interests. The
State Minister of Investment, Sanyoto Sastrowardoyo has stated that domestic investors should
enter labour-intensive sectors while foreign investors are 'guided’ towards entering capital-

8 Jakarta Post, 23 December 1991. Fears of political uncertainty in China have influenced Hong
Kong and Taiwan with the latter adopting a 'southern policy' to wean investorsaway from China.

8 BKPM, A Brief Guidefor Investors, p.5.

8 JakartaPost, 21 August 1995.

8 In contrast for examplein Thailand thereis no approval required unlesstheinvestor is caught by
the Alien Business Law.



intensive indudries”  For example foreign investors with expertise have been invited by Habibie
for the $38.8 hillion dollar gasliquefaction project in Natuna, Riau, which he heads.*

The Future of Investment Requlation

The government has stated that it will introduce a new law on foreign investment. One
consideration is the problem of regulating investment through decree rather than legidation. A
second isthe influence of obligationsarising from APEC or GATT.

Since 1967 the changesin foreign investment regime in Indonesia have been implemented through
presdentia and ministerial decree under the 1967 Act, not through legidation. Part of the
explanationisthe cumbersome legidative processin Indonesia. However it may aso be the need to
appease or circumvent opponentsof economic liberalisation. Suharto in the mid 1980s and in 1994
was able to use his political power, including his ability to issue decrees, to impose economic
liberalisation measures developed by the technocrats againgt opposition from the economic
nationalists, the collectivists and vested interests and without any need to secure parliamentary
approval. However this flexibility in rule making creates an uncertain investment climate. For
example, 1989 World Bank annual report said that Indonesids legd system fdl well short of a
‘well fbnctioning legal system that is an important prerequisite if the shift towards a less
government-regulated environment for the private sector is to be successful’.*® The poiitica,
economic and legd uncertainties of rule by decree could be averted if the investment measures
werefound in new legidation replacing the 1967 Act.

New legidation is also required to implement Indonesia's international obligations. One influence is
APEC,”* but more important isthe GATT. In Law 7 of 1994 the Indonesian government ratified
the establishment of the World Trade Organisation. The Minister for Investment, Sanyoto
Sastrowardoyo, has said that the government is planning to replace the existing laws on investment.
the 1967 law on foreign investment and the 1968 lawv on domestic investment, with a new hill
drafted to suit the requirements of the new General Agreement on Tariffsand Trade.”? The existing
laws contradict the new GATT provisons which do not permit the differentid treatment of
domesticand foreign investment.*

The future may also see the reintroduction of sgnificant tax concessionsin Indonesia. In the past
the main method of promoting investment in underdeveloped regions was to offer concessions
regarding domestic equity requirements. With the changes in the 1994 package however, there
appears to be little incentive for most investors, other than in natural resources, to locate in
underdeveloped regions. New tax laws in 1994 empower the government to provide tax

8 Jakarta Post, 21 August 1995.

8 Jakarta Post 27 July 1995.

% World Bank, Indonesia, Country Report, World Bank, Washington, 1990.

' In the Bogor forum. APEC adopted a non binding principle on investment covering national
treatment, performance reguirements and repatriation and convertibility. The US opposed the
investment code as too weak. The code was designed to encourage investment in the region by
advancinga set of principlesthat economies could adhereto on a voluntary basis.

% Jakarta Post, 9 December 1994.

% Oneof the major issueswill be whether retail distribution isopened up to foreign retailers.



incentives® and the Investment Minister has said that incentives may be required to attract
investorsto its Eastern provincesand to certain parts of Western Indonesia.*®

Conclusion

The link between economic policy, the law and politics is a complicated one in any society. In
Indonesia the technocrats have attained primacy in economic policy-making in the difficult
economic timesof the mid 1960s and mid 1980s. However their free market ideology is opposed to
dominant Indonesian political and economic thought. They have been constrained by the collectivist
ethosin Indonesia, by the economic nationalistsand by powerful vested interests.

The technocrats and the economic nationaists have competed for the ear of the president in
economic policy making. However the technocrats have falled to develop their own politica
congtituency. The technocrats depend on Suharto’s support to liberalise the economy. At times
Suharto has been able to use the immense personal power he has developed in an authoritarian
system to force through the policies of the technocrats. However Suharto is wary of a regpid
economic liberalisation which could produce a politica backlash smilar to that which threatened
the regime in the Malari affair in 1974. On the other hand, the regime's legitimacy depends upon
sustained economic growth which, in turn, sill requires sgnificant inflows of foreign capital.
Suharto therefore has 'allowed his ministersto liberdlise just enough to guarantee annua infusions
of foreignad and investment’.*

Economic technocratswithin Indonesiaand outsiders, particularly the World Bank, have urged the
government to reduce restrictions on foreign invesment, to limit the role of state enterprises, to
lower taxation and to allow more competition by abolishing many monopolies and protectionist
measures. The current investment regulations (PP20/1994) were drafted by the economic
technocrats and were imposed by Presidentia authority against strident domestic opposition
Although partid and ambiguous, PP20/1994 has resulted in a dramatic increase in foreign
investment in Indonesia. Despite the reservations of the President and important componentsof the
politica dlite, it is likdy that the liberaisation of investment regulation will continue with the
enactment of a new Basic Law on foreign investment to further promote the ‘globalisation’ of the
economy.

* The incentivescurrently available were provided in December 1994 (effective January 1995) are
limited to allowing companiesin remote areas to carry forward lossesfor up to 10 years, to reduction
in thewithholding tax and to acceler ated depreciation.

%5 Reuter News Service, 23 January 1995.

% Vatikiotis, M., Indonesian Rl iti cs under Swharto, p. 174.



No 7

No 8

No 9

No 10

No 11

No 12

No 13

No 14

No 15

No 16

No 17

No 18

No 19

SWINBURNE UNIVERSITY OF TECHNOLOGY

DIVISION OF BUSINESS. HUMANITIES AND SOCIAL SCIENCE

WORKING PAPERS PUBLISHED TO DATE

1981

1981

1981

1981

1982

1984

1984

1984

1984

1984

1984

1984

1984

‘A Note on Customs Unions Theory : The Viner
Controversy RP by D J Thomas

'‘Disequilibrium and the Expectations- Augmented
Phillips Curve’ by M Grant

‘A View of ldeologica Pressures in the Context of
Managerial -Powerr by M Brown

'Short Term Prediction of Student Numbers in the
Victorian Secondary Education System' by
M G Nicholls

‘The Legal Protection of Geographical Trade Names
: Prognosis for a Case of Champagne' by B R Clarke

'‘Corporate Planning Practice in Major American
and Australian Manufacturing Companies by N
Capon, C Christodoulou, J U Farley and J Hulbert

‘A Modified Markovian Direct Control Model in
Fixed Time Incorporating a New Objective Function
Specification' by M G Nicholls

‘Government Intervention in the Labour Market -
A Case Study of the Referral and Placement

Activity of the Commonwealth Employment Service
in a Maor Metropolitan Areal by J B Wielgosz

'‘Big Business in the US and Australia : A

Comparative Study' by N Capon, C Christodoulou, J U
Farley and J M Hulbert

'Modelling the Demand for Tertiary Education - An
Exploratory Analysis based on a Modified Human-
capital Approach' by M G Nicholls

'Formal Corporate Planning Practices of Major Australian
Manufacturing Companies by C Christodoulou

‘The Australian Short Run Demand for Money
Function - Further Theoretical Considerations and
Empirical Evidence using Bayesian Techniques by
E J Wilson

'‘Alternative Job Search and Job Finding Methods :
Their Influence on Duration of Job Search and Job
Satisfaction' by J B Wielgosz and S Carpenter



No 20

No 21

No 22

No 23

No 24

No 25

No 26

No 27

No 28

No 29

No 30

No 31

No 32

No 33

No 34

No 35

No 36

1985

1985

1985

1985

1985

1985

1985

1986

1986

1986

1986

1986

1987

1987

1987

1987

1987

‘A Comprehensive Study of Strategic Planning in
Australian Subsidiary and Non-Subsidiary
Companies by C Christodoulou and P T Fitzroy

"Towards an Optimal Taxation Structure in
Australia by D Thomas

‘A Suggested Theoretical Basis for the
Interpretation of the Effects of Income on the
Demand for Tertiary Education' by M G Nicholls

'‘Austrian Economics and Australian Patents by B Oakman

'‘Ensuring a Future for your Organisation' by C
Christodoulou

‘The Long Search : A Pursuit of Organizational
Understanding from the Perspective of "System"
Thinkers by M Brown

'‘Managing the Introduction of New Technology' by
J Newton

'Positive Economic Analysis and the Task of State
Enterprise Efficiency and Control' by P Xavier

'Profitability of Horizontal Takeovers in the
Australian Industrial Equity Market : 1978 to 1982
by M A Johns and N A Sinclair

‘A Comparative Examination of Subsidiary and
Non-Subsidiary Strategies by C Christodoulou

'‘Solving Linearly Constrained Nonlinear
Programming Problems' by F Ghotb

'An Economic Appraisal of Recent Reforms in Public
Enterprise Pricing Policy in Victorid by P Xavier

‘Australian  Manufacturing Companies and
Academic Institutions : A Comparative Analysis of
Strategic Planning' by N H Kelly and R N Shaw

'‘Centralisation of Information and Exchange with
Special Reference to the South Australian Winegrape
Industry’ by C Hunt, P Tiernan and E Wilson

‘The Impact of Home Office Culture on Subsidiary
Strategic Planning' by C Christodoulou

‘A Comparison between Guarantees Standby Credits
and Performance Bonds by A Johns

‘The Effects of Uncertainty and Incomplete
Information in a Foreign Exchange Market Subject
to Noisy Rational Expectations by E J Wilson



No 37

No 38

No 39

No 40

No 41

No 42

No 43

No 44

No 45

No 46

No 47

No 48

No 49

No 50

No 51

No 52

1987

1987

1988

1988

1988

1988

1988

1988

1988

1988

1988

1989

1989
1989

1989

1989

‘Inflation Accounting for Australian Public
Enterprises - Economic Rationale and Financial
Implications by B Graham and P Xavier

'Financial Targets and Dividend Requirements for
Commonwealth Government Business Enterprises - Are
they Appropriate and how should they be Determined and
Measured? by B Graham and P Xavier

'‘Whither Co-operative Federalism? An Analysis of
the Commonwealth Government's Plan for Reform
of Companies, Securities and Futures Legislation'
by P J Pascoe

'‘An Analysis of the Pricing of Section 23 Expert
Reports' by A Johns

'Food Laws : Reviewing the Regulatory Framework'
by S Edmonds

‘Share Prices and Divestiture’ by J Barker

'‘Marketing Education in Malaysia : Implications for
Australian Tertiary Institutions by C T Selvargah

'Forecasting the Demand for Tertiary Education
using Econometric and Markovian Models' by
M G Nicholls

'Power Pays - An Analysis of the Relationship
between Managerial Power and Interdepartmental
Relations by M Brown

‘Workers Participation - Concepts, Issues and
Prospects : An Australian Perspective’ by C T
Selvargiah and S Petzall

'Performance Indicators for Telecommunications
and Price-Cap Regulation' by P Xavier

'‘Multinational Enterprises and Host Nation
Response’ by C Selvaragjah

‘Women in Management' by C T Selvargjah and S Petzall

‘The Cultural, Political and Legal Environment of
International Business' by C T Selvargah

'‘Australia's Human Capital and Labour Markets -
Their Role in Achieving a More Competitive
Economy' by M S De Lorenzo

‘A Comparative Analysis of the Strategy and
Structure of United States and Australian
Corporations by N Capon, C Christodoulou, J U
Farley and J M Hulbert



No 53

No 54

No 55

No 56

No 57

No 58

No 59

No 60

No 61

No 62

No 63

No 64

No 65

No 66

No 67

No 68

No 69

No 70

No 71

1989

1989

1989

1989

1989

1989

1989

1989

1989

1989

1989

1990

1990

1990

1990

1990

1990

1990

1990

‘Strategies during Market Transition - A Study of

Detergent Marketing in Australia 1930s to 1960s by
D Ch'ng

'‘Some Legal and Economic Aspects of Third World
Debt' by L Kloot

'‘Access to Corporate Documents - Section 265B of
The Code' by S Kapnoullas

'‘Minding Everybody's Business : Performance
Indicators for Australia Post' by P Xavier

'Some Legal Aspects of Electronic Funds Transfer'
by L Kloot

‘Japanese Worth Ethics' by C T Selvargah and S Petzall

'Strategy, Policy and Operational Planning' by
C T Selvargjah

Technology' by C T Selvargah

'The Development of a National EFT System Network
in Australiad by A Richardson

‘International Marketing Research : A Review' by
D Ch'ng

'‘An Exploration of the Relationship between
Training System Effectiveness and the
Environmental Variables by C T Selvargah

'Interest Rates, Their Changes and the Austraian
All Ordinaries Index - An Empirical Results (with
some theoretical justification)' by D L Dowe

'‘Current Monetary Policy : A Review of Current
Literature by M L Freebairn

'‘Performance Indicators for Public
Telecommunications Operators : Will They Serve to
Improve Performance? by P Xavier

'Mosaic mac-b : A Comprehensive Framework for
Marketing Planning’ by D Ch'ng

'The Death of the Reasonable Man' by B R Clarke
‘The Implications of the Development of a Nationa
EFT System Network in Australia by L Kloot and
A Richardson

'Victoria's Government Business Enterprise Debt :
The Scope for Reduction' by P Xavier

‘Training System Effectiveness by C T Selvargjah



No 72 1990 'Relationship of Size of Organisation to Training
System Effectiveness by C T Selvaragjah

No 73 1990 ‘The Relationship of the Structural Variable,

Industry Type, to Training System Performance
Criterid by C T Selvargjah

No 74 1991 'Preliminary Study of Export Success in the
Australian Scientific Instruments Industry' by
Ling Ping Wang

No 75 1991 ‘Management Accounting Systems : Can They Exist
in Local Government in Victoria? by L Kloot

No 76 1991 ‘A Content Analysis of Advertisements in the
Chinese Times, 1902-1914' by D Ch'ng

No 77 1991 '‘Endogenous Money Supply and Monetary Policy : An
Interpretation of Recent Literature’ by G Messinis

No 78 1991 ‘Improving Accounting Research Performance
Based upon Consulting Activities by B McDonald
and H Paterson

No 79 1991 ‘A Critical Analysis of DB2's Support for Automated
Integrity Check' by G Menon

No 80 1991 '‘Measuring the Business Vaue of IS Investments :
A Pilot Survey of Industry Attitudes and Practices
by P Simmons

No 81 1991 'Present Status of Marketing Research in Malaysia
by D Ch'ng

No 82 1992 '‘Australian  Government Policy on Higher
Education : Impact on Accounting Education' by
J Wells

No 83 1992 'Employers and the Public Employment Service - A
Case for Mandatory Vacancy Notification' by
J Wielgosz

No 84 1992 ‘The Community Service Obligations of Victorian
Government Business Enterprises by P Xavier

No 85 1992 'Measuring Australia Post's Economic
Performance’ by P Xavier

No 86 1992 '‘Management Training Employment Outcomes and
Equal Opportunities Towards the Year 20000 by B
Lasky

No 87 1992 ‘The Exercise of Intellectual Property Rights and

Abuse of Dominant Market Position in the
European Economic Community' by S Edmonds

No 88 1992 '‘Control of Information Technology Costs by
Allocating Costs to Users by L Kloot



No 89

No 90

No 91

No 92

No 93

No 94

No 95

No 96

No 97

No 98

No 99

No 100

No 101

No 102

No 103

No 104

No 105

No 106

No 107

1992

1992

1992

1992

1992

1993

1993

1993

1993

1993

1993

1993

1993

1993

1993

1993

1994

1994

1994

'Seeking Effective Management Education' by
C Christodoulou

'Fine Print in Contracts : Can You Rely on it? by
B Clarke and S Kapnoullas

‘The Development of a Mathematical Model for the
Optimisation of the Operations of a National Glass
Manufacturer' by M Nicholls

‘The Development of a Model of an Ingot Mill in an
Aluminium Smelter' by M Nicholls

'‘Software and Computer Services: Some Sectoral and
International Issues by L Arossa

'‘An Outline of Indonesian Environmental Law' by P Holland

‘A Stitch in Time: Environment Impact Analysis Legislation
in Indonesia by P Holland

'Paradise Sustained: The Bali Substainable Development
Project’ by P Holland

'The Best Laid Plans: Administration and Enforcement of the
Bali Sustainable Development Strategy' by P Holland

'‘No Higher Than a Coconut Tree: Controls on Tourist
Development on the Bali Foreshore’ by P Holland

'Product Portfolio Models. Conceptualisation and
Implementation Problems by A Koch

"Teaching Organisation Behaviour to Eastern European
Managers. A Process of Adaptation to Change' by S Long

'‘Evaluating |.T. Investments: An Organisational Perspective
by P Simmons

'‘Growth Strategies of the Charoen Pokphand Group,
Thailand' by D Ch'ng and K Ross

'Income Taxation Impedes Closer Economic Relations
Between Australia and New Zealand' by J Wells

'Rengo: Japan's New Labour Centre by S B Levine

‘Towards Democracy in Indonesia - The 1993 MPR Session’
by P Holland

The 1992 Indonesian Election: The Lega Framework' by P
Holland

‘The Relationship Between the European Court of Justice
and the National Courts in the European Union' by S
Edmonds



No 108

No 109

No 110

No 111

No 112

1994

1995

1995
1995

1995

'‘Does Success in International Business Require Specific
Capabilities: An Australian Perspectiveé by A Koch

‘The Experience of the European Court of Justice in Striking
a Balance Between Environmental Protection and Free
Trade' by S Edmonds

'‘Defining International Competitiveness: Perspectives and
Pitfalls by A Koch

‘The Human Cost of Consumerism and Modem Management'
by S Long

'Economic Policy and Investment Law in Indonesia by P
Holland



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

