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ADU Asset Disposal Unit.

AFTA ASEAN Free Trade Area.

AIBC Australia-Indonesia Business Council.

AIDA Australia-Indonesia Development Area.

AMC IBRA’s Asset Management Credit Unit.

AMI IBRA’s Asset Management Investments.

APEC Asia Pacific Economic Cooperation; a cooperative grouping of Asian, North

American, Latin American economies and Australia and New Zealand.

APRISINDO Indonesian Footwear Association.

ASEAN Association of South East Asian Nations.

AusAID Australian aid program.

Bapepam Badan Pelaksana Pasar Modal, Capital Market Supervisory Agency.

Bappenas Indonesia di Badan Perencanaan Pembangunan Nasional, National Planning

Agency.

BBKU Banks frozen by IBRA.

BIS Bank for International Settlements.

BKPM Badan Kordinasi Penanaman Modal, Investment Coordinating Board.

BPK Supreme Auditor’s Board.

BPPC Badan Penyangga dan Pemasaran Domestic Clove Monopoly.

BPS Badan Pusat Statistik, Statistics Indonesia.

BULOG Badan Urusan Logistik, Indonesia’s national logistics agency.

Capital Account A process of removing capital controls and restrictions on the convertibility

Liberalisation of currency.

Capital Adequacy A risk management concept requiring financial institutions to have sufficient

capital to protect their counterparties and depositors from on- and off-balance

sheet risks, including non-performing loans. Capital adequacy requirements

tend to be simple mechanical rules.  Ability to provide banking services to the

public while maintaining the legally required ratio of capital to assets.
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Capital Adequacy A ratio of capital to a financial institution’s risk weighted assets, used in financial

Ratio sector regulation. The minimum Bank for International Settlements capital

adequacy ratio is 8 per cent of risk weighted loans.

CBU Motor vehicle that is completely built up.

CEPT Common effective preferential tariff.

cif Cost-insurance-freight.

CKD Motor vehicle that is completely knocked down.

Depnaker Department of Manpower.

DPDE Departemen Pertambangan Dan Energi, Department of Mines and Energy.

DPR Dewan Perwakilan Rakyat, People’s Representative Assembly.

EU European Union.

FDI Foreign direct investment; investment in overseas branches, subsidiaries or

associated companies in which the investor owns 10 per cent or more equity.

fob Free on board.

FSPC Financial Sector Policy Committee.

FY Fiscal year.

Gaji Pokok Basic wage.

GAPIPA Indonesian Association of Steel Pipe Producers.

GBHN Broad Guidelines of State Policy.

GDP Gross domestic product; the value of all goods and services produced in an

economy in a specified time period.

IBRA Indonesian Bank Restructuring Agency.

IMF International Monetary Fund.

INDRA Indonesian Debt Restructuring Agency.

I$ International dollars; provide parity based international comparisons of the

purchasing power of national incomes.

IPO Initial public offer.

IT Information technology.

Jamsotek Government funded worker insurance scheme.

JITF Jakarta Initiative Task Force.

KADI Indonesian Antidumping Committee.

KAPETS Integrated economic development zones.
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KPKPN Office for Audit of State Officials.

Lebaran Annual Islamic holiday.

LNG Liquefied natural gas.

MPR Majelis Permusyawaratan Rakyat, People’s Consultative Assembly.

Musyawarah Local approach to dispute settlement.

National Interest Australian Government agreement to act as insurer of last resort for payment

Provisions for exports, usually bulk agricultural commodities, to nations with poor credit ratings.

NCCG National Committee on Corporate Governance.

OECD Organisation for Economic Cooperation and Development.

OPEC Organisation of Petroleum Exporting Countries.

PAN Partai Amanat Nasional, National Mandate Party.

PDI-P Partai Demokrasi Indonesia, Indonesian Democratic Party of Struggle.

Pegawai negeri National officials.

PKB Partai Kebangkitan Bangsa, National Awakening Party.

PPP Partai Persatuan Pembangunan, United Development Party.

PPP Purchasing power parity; estimated by determining the number of units of a

country’s currency required in-country to buy a standard bundle of goods and

services that US$1 would buy in the United States. This information then is

used to adjust the country’s US dollar per capita income to better reflect its

actual purchasing power.

Refinancing Using new financing to pay off or extend an old loan.

Rp. Rupiah; Indonesian currency unit.

SE State owned enterprise.

SMEs Small and medium enterprises.

TAFE Australian tertiary institution for technical and further education.

TNI Indonesia’s military.

VAT Value added tax; a tax on value added at each stage of industrial production,

wholesaling and retailing.

WTO World Trade Organization.
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The information and advice set out in this document is believed to be correct at the time of

publication.  However, the Commonwealth of Australia and the Department of Foreign Affairs

and Trade, their officers, employees and agents, accept no liability for any loss, damage or

expense arising out of, or in connection with, any reliance on or any omissions in or inaccuracies

in the material contained in this publication.

Where identified, material in this publication is drawn from third party submissions and the

Department of Foreign Affairs and Trade neither endorses those submissions, nor vouches

for the accuracy or completeness of their information.

This publication is intended to provide general information only and before relying on the

information and advice contained in the report, and before entering into any particular

transaction, users should:

• rely on their own enquiries, skill and care in using the information

• check with primary sources in respect of third party submissions

• seek independent advice.



� # � � $ � % & � � � $ � � � ! "

���� � �

� �����!��
������

Since 1998, Indonesia has made notable gains in developing democracy, freedom of the press, civil-

military relations and broader social participation in the political system. However, the Indonesian

Government recognises the challenges ahead also are significant. Indonesia must continue to

restructure its financial and corporate sectors, develop a more reliable legal framework and implement

decentralisation. If it successfully builds this foundation, it would underpin more sustainable and

equitable economic growth over the next decade and beyond.

This report details major post crisis developments in Indonesia to inform Australian business,

governments and the community, enhance commercial, official and people-to-people relationships

and contribute to Australia’s development assistance to Indonesia. The report tracks Indonesia’s

progress in facing these challenges, focusing on major economic reforms and developments since

the financial crisis. It identifies achievements, highlights the ongoing reform agenda and assesses

probable timing of progress in these areas to determine the likelihood of timely and sustainable

economic recovery, and signals opportunities for Australian business.

�����"����#����$

In late 1999, the Indonesian economy started a reasonably strong short term recovery, with gross

domestic product, GDP, growing at about 4 per cent in the first half of 2000 and growth is likely to

reach 5 per cent for 2000. All sectors are expanding, as are net exports and consumption. Wages

and salaries are recovering from post crisis falls, growing at an annual rate of 17 per cent. Reflecting

private bank refinancing and increasing interest margins, bank lending also is resuming, rising

Rp. 12 trillion (US$1.1 billion) in June and July 2000, or 6 per cent of bank assets, although this

includes significant debt restructuring.

Inflation has been low but is rising, with prices increasing 8 per cent in the year to September 2000.

Higher wages, imported inflation from rupiah depreciation, and higher utilities and oil prices are

causing this rise. Furthermore, new investment, which since December 1999 had been recovering

slowly from major crisis induced falls, declined again in the September quarter of 2000.

Indonesia’s trade performance is recovering. Exports rose almost 28 per cent in the year to

September 2000, due to higher oil prices and growing non-oil export volumes, and are now 17 per

cent above pre-crisis levels in US dollar terms. While imports also are rising as exports and domestic

consumption recover, and in US dollar terms were up almost 16 per cent in the year to September

2000, they were still 34 per cent below pre-crisis peaks. Hence, Indonesia ran a significant trade

surplus, equal to 11 per cent of GDP in the September quarter of 2000.

However, 1999 capital account transactions were less promising; Indonesia’s net private direct capital

outflow of about US$4 billion was about 65 per cent of the 1999 trade surplus of US$6 billion. Foreign

debt repayments due to loan restructuring and portfolio investment also generated large negative

capital flows.
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By late 2000, a marked divide, characteristic of a dual economy, was emerging between the

performance of export-oriented and small and medium enterprises, SMEs, and large corporates.

The low rupiah assists exporters, especially those able to access external funds for trade credit and

investment, and many SMEs, previously denied access to bank credit, are debt free, and can capitalise

on growing domestic and foreign demand. For example, a September 2000 survey of mostly export-

oriented foreign enterprises in an industrial estate outside Jakarta, indicated output was 50 per cent

above pre-crisis levels. Surveyed firms mainly used capital from foreign parent companies, and

reported the estate’s operating environment was highly flexible and profitable; permits were easy to

obtain; and labour was cheap, plentiful and efficient.

On the other hand, most large corporates, particularly those in construction, real estate and tourism,

remain mired in unreconstructed debt and are technically insolvent. Many corporates that have

restructured debt may not have restructured sufficiently their operations and management, leaving

them highly leveraged and vulnerable to future downturns. Progress in corporate restructuring is slow,

inhibiting new borrowing and investment, and reducing the corporate sector’s scope to sustain growth.

Whether healthy SME and export-oriented firms can continue to grow and be able to access credit,

or whether the credit demands of over-leveraged corporates will squeeze out more successful firms,

will be critical. Further, the use of public money to restructure corporates could increase the tax

burden on healthy firms, constraining their growth. All these issues imply growth could remain below

pre-crisis levels for at least the next two years, or until restructuring is complete.

'���������	�(���)"����

In the three years since the financial crisis began, Indonesians have achieved considerable political

reform, ending authoritarianism, reinstating Indonesian democracy and addressing the challenge of

broadly based political, economic and military reform. A new, more vibrant polity has replaced the

highly centralised New Order regime.

This political change eventually should create a fairer and more predictable investment environment

for Australian business. New parties with weaker affiliations to previously powerful vested interests

have constrained initial political resistance to asset sales and debt restructuring. Newly established

independent auditors and, eventually, greater central bank independence should make policy

implementation and governance more efficient. Also, a more active civil society gradually should

increase government and other stakeholder accountability. Increased regional autonomy will

decentralise many government responsibilities, in the long term potentially improving economic

efficiency and community participation.

However, investors face some short term risks during the transition to a new democratic and decentralised

political system. Opposition to some aspects of the reform program could become more vocal. Some

newly empowered bureaucrats and political parties oppose foreign ownership, threatening the sale of

corporate and state assets. Bureaucratic, union and regional resistance also hamper the reform and

sale of state enterprises. Finally, devolution will affect central government revenue, and could affect the

foreign investment environment by complicating transparency and consistency issues.
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Largely to respond to mounting concerns about lack of progress in implementing the economic reform

program, President Wahid reshuffled his cabinet immediately after the People’s Consultative Assembly,

MPR, annual session in August 2000. The new, smaller cabinet, including Dr Rizal Ramli as

Coordinating Minister for Economics is more cohesive. At his first ministerial press conference, Dr

Ramli signalled the urgent need to address key economic problems, including giving priority to selling

assets the Indonesian Bank Restructuring Agency, IBRA, took over after many private banks failed.

Some IBRA assets, principally those belonging to the Salim Group, now are being sold, but problems

have emerged with the purchase of other IBRA assets.

Although the interaction between politics and economics is complex, business can interpret the political

system’s progress in implementing economic reform over 2001 and 2002, using the key indicators

this report identifies.

��*��+����(���"�����))�*�#������

Unlike in other crisis affected economies, Indonesia’s foreign direct investment flows are still negative.

However, Indonesia’s foreign investment regime is more open than before the crisis and the foreign

investment outlook of export-oriented and import competing sectors is improving with the weaker

rupiah and stronger macroeconomic outlook. Sales of state held assets and enterprises also

should attract investors.

Post crisis foreign investment opportunities are more wide ranging, with few sectors precluding

100 per cent foreign owned firms. Already, foreigners can operate retail outlets, distribute goods

produced locally, and apply to import and distribute other products. Foreign investors also can enter

joint ventures for medical services and telecommunications. Agribusiness and most infrastructure

sectors also are open to foreign investors, although failure to resolve disputes with independent

power producers over Soeharto era contracts is reducing market confidence. In 2001 and beyond,

foreign banks should be able to purchase bank equity assets from IBRA’s sizeable holdings. Corporate

assets under IBRA’s control also will be sold. While these purchases can involve risks, buyers can

reduce these by commissioning independent audits to collaborate IBRA’s appraisals, completing

comprehensive due diligence assessments before acquiring assets, insuring for risk and monitoring

closely the Indonesian economic, political and institutional environment. New draft legislation before

the parliament would further liberalise the investment environment, but opposition to its passage

may be mounting.

�*�����))�*�#������

Since the financial crisis began, the Indonesian Government has accelerated trade reform. Indonesia

now is moving towards a liberal trade regime similar to Singapore’s or Hong Kong’s in the 1960s and

1970s. By mid 2000, 60 per cent of tariff lines had duties of 0 to 5 per cent, and more than 70 per cent

had tariffs of 10 per cent or less. The unweighted average tariff rate now is below 9 per cent. Only

1 per cent of all tariff lines have tariffs over 40 per cent. While major lines like completely knocked

down and fully built motor vehicles still have tariffs of 35 to 80 per cent, even these are down from

200 per cent. Significant non-tariff barriers, like the national car project, were removed after the crisis.
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The Government also extended earlier programs to reduce tariffs on agricultural products; this

lowered the unweighted average tariff rate on agricultural products from 19 per cent in 1995 to

8.6 per cent in 1998. It removed many non-tariff barriers on agricultural imports, notably import

licensing requirements on commodities the national logistics agency, BULOG, controlled. This

liberalisation permits competitive imports and distribution of wheat, flour, sugar, soy beans and garlic.

However, some less competitive heavy industry sectors and broadacre farmers oppose further trade

liberalisation, and in some cases, want to reinstate trade barriers.

�#��*������������������#��������))�*�#������

Despite Indonesia’s financial crisis, Australia and Indonesia continue to enjoy a good commercial

relationship. Indonesia ranks as Australia’s tenth largest trading partner and bilateral trade is recovering.

Australian exports to Indonesia rose 18 per cent in the year to September 2000 to A$2.7 billion, but

still were 26 per cent below pre-crisis peaks. Australia’s share of Indonesia’s import market recovered

to 5.2 per cent during 1999. Before the crisis, Australia’s merchandise and services trade ran an

A$1.8 billion surplus with Indonesia, but since the crisis, strong growth in Indonesia’s exports to

Australia has shifted the trade balance to an A$780 million surplus in Indonesia’s favour.

The strong complementarity of the two economies, recent trade liberalisation, Indonesia’s growing

population, recovering disposable incomes and, currently, the weak Australian dollar vis-a-vis the

US dollar makes Indonesia a prospective growth market for Australian exporters. While the low value

of the rupiah has undermined many export markets, good opportunities exist in agricultural commodities

and manufactures, including motor vehicles, which now face much lower trade barriers. Service

exports, including education, financial and IT services, also are well placed to expand, as foreign

investment restrictions in these sectors decline and economic recovery continues. New direct foreign

investment opportunities in the export-oriented and SME sectors, and from Indonesian Government

asset sales, could deepen commercial links.

�#���������(�*��"���

The Indonesian business environment is changing as the Government implements reforms. New

commercial legislation and regulations, sales of major conglomerates and rising levels of foreign

investment eventually could reshape the corporate environment. However, despite these changes,

Indonesian business culture will continue to emphasise relationships, hierarchy and the local

community. Businesses understanding and working with these features of the business environment

are more likely to succeed.

In most sectors, foreign investors no longer need to enter joint ventures; their business ownership

and management options are wider. However, knowledge of the local business environment is important

to investors choosing between establishing a 100 per cent foreign owned business or entering a joint

venture. Local partners can bring access to distribution and bureaucratic channels, create greater

acceptability in the local community and assist new entrants with cultural and language issues.

However, local agencies, legal notaries and business consultants also can provide some of these

services, and 100 per cent foreign ownership can give greater managerial flexibility.
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The new banking sector has fewer banks, more stringent capitalisation requirements and tighter

bank supervision, especially of lending practices. These changes, based on international best practice,

should strengthen financial sector foundations. The performance of the newly recapitalised private

sector banks improved during 2000, and lending expanded modestly. While banks must raise their

capital adequacy ratios from 4 to 8 per cent by the end of 2001, the capital adequacy of the seven

recapitalised private banks averaged over 11 per cent by mid 2000. Most private banks also are

provisioned against potential losses from remaining non-performing loans. State banks, which hold

most bank deposits, should be recapitalised by the end of 2000. However, state banks have

lower capital adequacy ratios, hold most non-performing loans and have undergone only limited

operational restructuring.

Non-performing loan levels remain high at 30 per cent, and banks remain weak by international

standards. The slow pace and inadequate operational restructuring involved in some recent corporate

debt workouts could cause problems for recapitalised banks, as restructured loans may become

non-performing again. Furthermore, most banks prefer to hold sovereign bonds rather than expand

corporate lending in the current environment where many corporate borrowers are not servicing

their loans.

The Government’s efforts to refinance, restructure and reform Indonesia’s financial sector have

generated many opportunities for foreign financial service suppliers; ongoing debt workouts will

continue to require these skills. To encourage new market entrants, the Government has relaxed

foreign investment laws in the financial sector, and while sales stalled in 2000, it has affirmed it

intends to complete sales of its holdings of restructured loans and bank and corporate assets before

2004. In the medium term, new prudential standards and the need for improved risk and credit

management systems also generate opportunities for professional service providers in these areas.

��*)�*��������*#��#*��+

IBRA estimates a large share of the Indonesian corporate sector is insolvent. Of the loans large

corporates owe, at least three quarters are distressed and need restructuring. In late 2000, corporate

debt restructuring was accelerating, although concerns about its depth remain. In September 2000,

IBRA reported it had resolved 40 per cent of its credits with the top 21 debtors, which totalled

Rp. 87 trillion (US$10 billion) through agreed restructuring or legal action. By mid September 2000,

the Jakarta Initiative Task Force also had restructured 25 cases involving around US$5 billion of

debt, out of 51 cases worth US$10 billion actively engaged in mediation. However, operational

restructuring may be less than optimal with most workouts involving long grace periods before

repayments resume, lower interest rates and debt equity swaps, rather than debt write offs and

management changes.
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The Government recognises that to avoid another banking crisis, banks and corporates must improve

their corporate governance and have better incentives to manage risk and improve investment

efficiency. The Government is upgrading prudential supervision, and firms must adopt international

standards in reporting their financial positions. However, developing strong supervision skills and

capacity involves a long term commitment. Commercial court reforms gradually are improving how

new bankruptcy laws are implemented, although this also is a long term process. Eventually, harsher

penalties for illegal commercial activity, increased foreign and local competition, and new accounting

requirments should lift the corporate governance standards of large conglomerates and state enterprises.

�����+

Indonesia’s highly prospective mining sector, with world class reserves in leading minerals, oil,

petroleum, coal and gas, significantly contributes to GDP and exports. It also helped buffer the economy

during the crisis. However, the mining sector’s investment environment has changed significantly

since the financial crisis. Now four challenges confront the mining sector: political decentralisation,

as most mines are in regional Indonesia; social stability in some regional areas; increased illegal

mining; and stringent new environmental standards and forestry regulations. In the long term, political

devolution may make government more responsive to local population and investor needs, but in the

short term, it generates uncertainty for investors. The challenges highlight the importance of building

strong relationships between mining firms, all three levels of government, landowners and local

communities.

Foreign companies contribute significantly to mining sector activity, with their investment in Indonesia

exceeding US$10 billion in the last three decades. Australian firms account for about one third of

foreign investment approvals in this sector and are well placed to use their mining expertise and

geographical proximity to help Indonesia develop its mineral resources. Opportunities include assessing

and extracting resources, refining and distributing mineral output, and exporting mining related

equipment, supplies, training and other services.

�+*��#��#*�

Since 1998, Indonesia has liberalised significantly its agricultural trade and investment regimes;

eventually, this should promote a more efficient use of agricultural land and resources, which will

raise rural incomes. Agriculture makes a shrinking but still important contribution to the economy,

generating under 20 per cent of GDP but over 40 per cent of employment. Agricultural productivity

often is below world averages and invariably is below world best practice. However, the Government’s

new ten point plan prioritises raising agricultural productivity and farmers’ welfare. Along with programs

to increase rural credit facilities, infrastructure and agricultural extension services, trade and investment

reforms should support this objective.

Significantly lower tariff and non-tariff barriers for key agricultural commodities also will benefit

Australian agricultural exporters, and more efficient agricultural policies should generate opportunities

for agricultural equipment and services exporters. Mid 1998 reforms liberalised foreign investor

participation in plantations, freshwater fisheries, milk processing and agricultural product distribution.
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Several regional areas offer good opportunities for agribusiness investment, usually based on

technology transfer. Consequently, in 1999, Indonesian agribusiness and food sectors attracted

significant foreign investment applications.

�")���������

Indonesia’s large population, strong growth potential, geographic proximity and economic

complementarity ensure its commercial partnership with Australia will remain important. These features

also mean maintaining strong political and strategic ties are an important foreign policy priority for

Australia. As Indonesia becomes a more democratic civil society and recovers from the financial

crisis, Australia has strong reasons to offer effective support for this challenging process.

Economic recovery, post crisis trade and investment liberalisation, the competitive Australian dollar

and IBRA asset sales are generating some significant commercial opportunities in Indonesia for

Australian business. While the rupiah’s low value depresses overall imports, trade and investment

reforms offer potential to expand traditional and new export markets in agricultural commodities,

manufactures and educational, financial, IT and health services. Investment opportunities also are

emerging in export-oriented manufacturing and in financial, retailing, tourism and infrastructure sectors

through IBRA asset sales. While risks remain high, careful due diligence and appropriate risk

management can reduce investor exposure.

Throughout the post crisis period, strong commercial and people-to-people links between Australia

and Indonesia have supported the bilateral relationship. Promoting the commercial relationship and

increasing productive, development enhancing people-to-people links are important in strengthening

ties between the two countries. Promoting viable Australian direct investment in Indonesia would

help deepen the long term bilateral commercial relationship.

The Australian Government can increase Australian business awareness of opportunities by organising

and leading Australian business delegations to Indonesia, and encouraging capital flows by helping

to enhance Indonesian prudential and corporate governance by offering opportunities for Indonesians

and government and private sector institutions to learn from Australia’s own experience in this area.

Continuing to develop people-to-people links through educational institution cooperation, student

and young worker exchanges and promoting private-public sector cooperation on Australian sponsored

economic governance strengthening projects in Indonesia also are valuable means of strengthening

and deepening bilateral ties. Longer term partnerships between major Australian and Indonesian

public sector institutions providing economic governance could enhance the effectiveness of Australia’s

already substantial economic governance assistance program in Indonesia. Such partnerships could

help Indonesia strengthen its economic governance capacity, as well as deepen productive long

term ties between the two countries’ institutions.

Assuming Indonesia’s economic recovery and reform continues and the political environment remains

stable, Australian business would be well advised to carefully examine new trade and investment

opportunities with a view to identifying profitable strategic positions in the Indonesian market.
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• The 1997 financial crisis interrupted two decades of impressive

economic growth, which lifted Indonesia’s per capita income from

US$310 in 1976 to US$1 144 in 1996.

• After contracting sharply in 1998, Indonesia’s economy returned to

positive growth in 2000 led by stimulatory macroeconomic policy,

a low exchange rate, stable prices, lower interest rates and stronger

private consumption. Export-oriented and small and medium

enterprises, SMEs, have grown well since the crisis.

• GDP should grow by about 5 per cent in 2000 and at least 4 per cent

in 2001. Indonesia’s short term recovery prospects therefore are

relatively good.

• Strong growth beyond 2001 requires investment in new capacity.

The Government’s new Ten Point Recovery Program recognises the

importance of repairing the banking sector and restructuring the large

stock of debt major corporates currently owe, to ensure new

investment can occur.

• The Government also is implementing a new framework of bank and

corporate governance to reduce the economy’s vulnerability to

another financial crisis. Progress in these areas will determine

medium to long term economic prospects.

• The Government’s economic reform program is opening up new

opportunities for Australian business through selling assets currently

held by the Indonesian Bank Restructuring Agency, lowering barriers

to investing in most sectors and liberalising trade.

• Investors should remain well informed about developments in key

government reform areas, including corporate debt and bank

restructuring, corporate governance, devolution and legal reform.

These developments could guide decisions on when to best invest

in Indonesia.
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Throughout 1999, Indonesian authorities stabilised inflation and the exchange rate, enabling the

economy to rebound from the deep recession of 1998. Slowly increasing consumption, relaxed

monetary and fiscal policy, and a low exchange rate expanding exports are driving a modest expansion

in gross domestic product, GDP. Lifted by strong growth in the September quarter, GDP should

increase by close to 5 per cent in 2000, with an increase of at least 4 per cent likely in 2001. While

this is less than growth in most other crisis affected economies in Asia, it is a marked improvement

on 1998 economic performance when output fell 13 per cent, and 1999, when growth was negligible.

These forecasts indicate the environment and prospects for Australian exporters and investors are

improving.

Export-oriented and smaller firms less affected by the financial crisis increasingly drive much of the

recovery, benefiting from the low exchange rate, their lower reliance on the banking system and

recovering consumption. However, the Government recognises a recovery in investment is essential

for Indonesia to regain pre-crisis growth (Coordinating Ministry for Economic Affairs, 2000).

The Government is attempting to restructure bank and corporate sector balance sheets damaged

during the crisis, improve corporate and banking sector governance, and strengthen legal and

economic institutions. While economic recovery is still fragile, this reform process also should present

major new opportunities to Australian business, especially through the sale of corporate and banking

assets, which the Government recently took over. (See Chapter 3 - Foreign Investment.)

This chapter first analyses the nature of the current recovery, and the relatively favourable outlook for

short term growth, focusing on its sustainability. It then considers medium to long term growth

prospects. To do this, it examines the continuing legacy of the crisis, highlighting the impact of economic

governance in the financial, corporate and public sectors, and briefly examines government efforts to

sustain the recovery by addressing bank and corporate sector insolvency. Finally, the chapter assesses

the implications of this outlook for Australian business and the new opportunities it provides.
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In September 2000, the new Coordinating Minister for Economics, Dr Rizal Ramli, issued a

ten point economic recovery plan, stressing the importance of repairing the financial sector,

and accelerating banking and private sector restructuring. The plan emphasises the need for

corporates to reduce debt and expand equity to avoid future crises. It also emphasises the

importance of small and medium enterprises, SMEs, and agriculture in improving economic

efficiency and equity outcomes. The recovery program indicates the Government’s ten top

priorities are to:

1. create stability in the financial sector

2. increase revenue levels from non-oil exports

3. increase agricultural productivity and the welfare of farmers

4. accelerate banking and private sector restructuring

5. emphasise equity based rather than loan based recovery

6. use a value-creation approach in privatising state owned assets

7. meet economic decentralisation targets through an orderly and phased transition

8. optimise the use of natural resources

9. expand the development of micro, small and medium scale enterprises

10. increase employment generation, particularly in rural areas.

Source: Coordinating Ministry for Economic Affairs, 2000.

�����������������������

The financial crisis interrupted two decades of strong growth that produced major structural changes

in the Indonesian economy, and made real gains in raising living standards and reducing poverty

(Table 1.1). Per capita GDP rose from US$310 in 1976 to US$1 144 in 1996, but by 1999 had slipped

back 40 per cent to US$694 due to the 70 per cent depreciation of the rupiah since 1997 and falling

GDP in 1998. Purchasing power parity, PPP, estimates of per capita GDP fell by a smaller but still

substantial 24 per cent, from I$3 700 to I$2 800.
1

1 International dollars, I$, measure average per capita income of a country in terms of its purchasing power in the US economy;

that is, in 1999 the average Indonesian received income sufficient to buy US$2 800 worth of goods and services at

US prices. Because nominal exchange rates do not always reflect international differences in relative prices, PPP rates are

used to allow a standard comparison of real price levels between countries and hence allow better comparisons of average

income levels between economies.
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Summary of Key Economic Indicators, 1980-1999

1980 1985 1990 1993 1995 1996 1997 1998 1999

GDP (US$ billions) 52.5 87.2 114.4 157.8 201.8 226.9 212.7 100.2 143.4

GDP per capita 410 535 642 834 1 033 1 144 1 056 490 694

(current prices US$)

GNP per capita (PPP, in I$) na na na 3 140 3 800 3 310 3 390 2 790 2 439

Key variables as ratio to GDP
(per cent)

Private consumption 51 60 58 59 62 62 62 65 73

Government consumption 11 12 9 9 8 8 7 5 6

Investment 24 30 28 26 28 30 28 25 21

Exports of goods and services 34 23 26 27 26 26 28 51 35

Current account balance –1.0 –2.2 –2.6 –1.5 –3.4 –3.4 –2.4 4.1 4.0

Sectoral structure of GDP
(per cent)

Agriculture 24 23 19 18 17 17 16 18 19

Mining na na na 10 9 9 9 13 10

Manufacturing 13 16 21 22 24 26 27 24 25

Services and other 34 41 41 50 50 49 48 45 45

Current account

Exports: goods and services 26.7 20.1 29.9 36.6 47.5 50.2 56.3 50.3 51.2

(US$ billion)

Imports: goods and services 15.8 17.9 27.2 28.4 40.9 44.2 46.2 31.9 30.6

(US$ billion)

Current account balance –0.6 –1.9 –3.0 –2.3 –6.8 –7.8 –5.0 4.1 5.8

(US$ billion)

Foreign direct investment na na 1.1 2.0 4.3 6.2 4.7 –0.4 –2.7

(US$ billion)

External debt (US$ billion) 20.9 36.7 69.9 89.2 124.4 128.9 136.1 150.9 136.2

External debt (per cent of GDP) 27 42 61 56 62 57 64 151 103

Real growth rates (per cent)

Real GDP 8.7 3.5 9.0 7.3 8.2 7.8 4.7 –13.0 0.3

Exports 2.9 –9.2 17.9 9.1 7.7 7.6 7.8 –11.2 –31.6

Gross fixed capital formation 26.4 7.2 16.1 13.5 14.0 14.5 8.6 –33.0 –19.9

Note: PPP Is purchasing power parity.
I$ Is international dollars.
na Means not available.

Source: GDP PPP statistics from The World Bank Atlas, 1995-1999 and the World Development Report, 2000-2001. Statistics from
1993 onward taken from CEIC, 2000, except external debt. External debt and all other statistics from World Bank World
Tables, DXD Online Database, 2000.
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Economy Recovered in 1999, but at Lower Growth Level

Indonesian Real GDP Growth Year Ended, Per cent

Note: Real GDP valued in 1993 prices.

Source: CEIC, 2000.
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After 1998, monetary authorities regained control of the money supply and inflation, and lowered

interest rates, giving rise to a modest but broad based recovery in GDP starting in mid 1999 (Figure 1.1).

All sectors resumed positive growth in the year to September 2000 (Figure 1.2). Output growth in

construction, transport and communications grew strongly, and output in some manufacturing areas

is close to pre-crisis levels (World Bank, 2000).

The recovery mainly reflects the impact of the favourable exchange rate on exports, improved

macroeconomic policy management and returning consumer confidence.
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F i g u r e  1 . 2

All Sectors Show Growth in 2000, but Volatile

Real Sectoral Growth Rates, Year Ended, Per cent

Source: CEIC, 2000.
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Exports now are recovering very strongly, growing 17 per cent in the third quarter of 2000 from a year

earlier in constant price rupiah terms (Figure 1.3). In US dollar terms, exports in the year to September

2000 were 28 per cent higher than a year earlier and higher than pre-crisis peaks (Figure 1.4).

Throughout 1998, reduced trade finance and flight of skilled human capital caused exports to drop,

but in 1999 and 2000, as more businesses accessed trade finance, the rupiah’s earlier depreciation

started to boost export growth. The central bank, Bank Indonesia, and selected private banks now

guarantee letters of credit exporting firms issue.
2
 Furthermore, subsidiaries of foreign firms form a

large part of the export sector. These firms can access trade finance through their parent company,

and are not constrained by the Indonesian banking sector. For example, a September 2000 survey of

firms in an export-oriented industrial estate found output was 50 per cent higher than the pre-crisis peak

(World Bank, 2000). As Indonesia is a net oil exporter, higher oil prices also boost the value of exports.

2 However, some analysts express concern about the small number of firms accessing these schemes.
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Reflecting the recovery in exports and domestic consumption, imports also are recovering from crisis

driven lows, to be around 13 per cent higher in the September 2000 quarter than a year earlier, in real

rupiah terms (Figure 1.3). In US dollar terms, imports rose over 15 per cent in the year to September

2000 over the level a year earlier, to reach US$28.8 billion (Figure 1.4). Despite this increase, imports

are still 34 per cent below the pre-crisis peaks of March 1997 in US dollar terms.
3
 In the September

quarter of 2000, Indonesia enjoyed a trade surplus equal to around 11 per cent of GDP.

F i g u r e  1 . 3

Exports and Imports Recovering Well

Growth of Indonesian Exports and Imports, Real Rupiah Terms, Year Ended, Per cent

Source: CEIC, 2000.

3 The World Bank’s cited trading partner data on exports to Indonesia show even stronger growth in imports than

Indonesian customs import data (Figure 4.5 and World Bank, 2000).
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F i g u r e  1 . 4

Exports and Imports Recovering Well

Value of Indonesian Exports and Imports, US dollar Terms, Cumulative 12 months

Note: Import data are from the Customs Department.

fob Means free-on-board.

cif Means cost-insurance-freight.

Source: CEIC, 2000.
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The Indonesian budget is highly sensitive to oil prices. Higher oil prices in 1999 and 2000

almost doubled the Government’s non-tax oil and gas revenues between the 1999-2000 and

2000 fiscal years, and by late 2000, these revenues were 21 per cent of total revenues.

Higher oil prices also increase fuel subsidy spending, but this is less than the rise in revenue.

Expenditure on fuel subsidies in 2000 was almost twice that of the previous fiscal year,

and now comprises around 11 per cent of total expenditure. Higher oil prices will reduce the

2000 fiscal year deficit below its targeted 4.8 per cent of GDP to between 2.5 and 3.9 per

cent (World Bank, 2000).
4
 Rising oil prices also will affect the 2001 budget outcome; the draft

2001 budget anticipates revenue will rise another 50 per cent. Although the Government has

started reducing subsidy rates, expenditure on fuel subsidies still will increase by over

60 per cent in 2001.

4 Indonesia is changing its fiscal year to the calendar year in 2000. Much of the deficit has reflected increased spending on

interest payments to banks holding bonds issued under the bank restructuring program. While an increase in these outlays

provides a net fiscal stimulus, the second round effects of these outlays is lower than from outlays in other areas, including

public works and safety net projects.
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F i g u r e  1 . 5

Inflation down from Crisis Peaks

Inflation Rate of Goods and Services, 1997-2000

Source: CIEC 2000.
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Despite rising towards 8 per cent by the end of 2000, inflation is well below levels reached during the

crisis. After peaking at 78 per cent in October 1998, inflation fell dramatically through 1999-2000 in

line with restrained growth in money supply (Figure 1.5). Lower inflation helped reduce downward

pressure on the exchange rate, building consumer confidence and allowing Bank Indonesia to reduce

interest rates. Falling inflation also supports social and political stability, enhancing the foreign

investment environment.

���������������%�$$

Throughout 1999, as the rupiah stabilised and inflation declined, Bank Indonesia lowered interest

rates from 36 to 12 per cent, where they broadly remain; this supported a recovery in consumption

and investment over 1999 and early 2000. The mild increase in inflation to 8 per cent has lowered

further the level of real interest rates, assisting private sector activity.
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F i g u r e  1 . 6

Interest Rates Fell Sharply

Various Short and Long Term Interest Rates, 1996-99

Note: SBI is the Bank Indonesia Certificate.

Source: CEIC, 2000.
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The combination of stable prices, rising wages, falling unemployment, lower interest rates and the

peaceful transition to a new government boosted consumer confidence in 1999. Real consumption

grew by close to 3 per cent in 1999, leading the recovery in output in 2000. In the first six months

of 2000, retail sales were 11 per cent higher than for the corresponding period a year earlier

(Coordinating Ministry for Economic Affairs, 2000).
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SMEs’ impressive performance has underpinned the recovery. Following the crisis, many large firms

remain burdened with excessive borrowing, often denominated in appreciated foreign currencies,

but SMEs hold less than 2 per cent of non-performing loans (Coordinating Ministry for Economic

Affairs, 2000). This is because they had limited access to bank credit before the crisis; of 320 SMEs

surveyed recently, only around 2.5 per cent had access to bank loans (Asia Foundation, 2000).

Hence, most SMEs are unencumbered by insolvency and bad debt problems.
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Mostly, SMEs are supplying recovering domestic demand. Output from small domestically oriented

firms recovered strongly in 2000 in response to the pick up in local consumption, and the low

exchange rate helped small export-oriented firms during 1999 (Asia Foundation, 2000).
5

However, constraints in accessing capital are likely to limit SME output growth. Internally generated

funds finance most SME investment, and this limits scope for rapid expansion. A recent survey

indicated almost 50 per cent of the garment manufacturers in Central Java and nearly 75 per cent of

furniture producers in South Sulawesi interviewed, were constrained financially (Asia Foundation, 2000).

To boost their output since the crisis, SMEs have cooperated to obtain finance, as well as access to

raw materials, production processes and marketing (Asia Foundation, 2000). While the Government’s

ten point plan prioritises SME development, recognising the need for credit schemes and other

facilities, it also acknowledges repairing the large corporate sector is central to restoring medium

term economic growth (Coordinating Ministry for Economic Affairs, 2000).
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The relatively stable macroeconomic environment and weak rupiah should ensure the economy

continues to expand in the short to medium term. The Indonesian Government and IMF forecast

GDP will grow by between 4.5 and 5 per cent during 2000 (Table 1.2). Private sector economists

currently forecast 3.8 per cent growth in real GDP in 2000 and 4.3 per cent in 2001 (Consensus

Forecasts, 2000). GDP data for the September quarter suggest 2000 growth will be closer to 5 per

cent, and 2001 growth could be more than 4 per cent.

As real GDP is still about 10 per cent below its pre-crisis level and unused capacity remains high,

except in rapidly growing export sectors, modest short term GDP growth could occur in 2001 without

much new investment, but will be constrained after that if investment does not recover. Forecast

growth levels, while modest, should improve the environment for foreign investors and boost trade flows.

5 These firms included Balinese furniture makers and garment producers in West Sumatra. However, as the exchange rate

appreciated and stabilised in 1999, growth in these firms’ output moderated.
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T a b l e  1 . 2
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Actual and Forecast Sectoral Real GDP Growth, Year Ended Percentage Change

1999 Q2 Q3 Q4 1999 2000 Q2 Q3 2000
b

2001
b

Q1 Q1

Gross domestic
product

 a
–7.7 3.7 1.2 5.0 0.4 4.0 4.5 5.1 3.8 4.3

GDP by sectors

Agriculture 8.8 9.8 –6.2 –4.0 –0.5 –5.8 –3.2 6.5 na na

Mining and –2.2 –0.3 1.3 –5.5 –1.3 1.8 4.6 2.0 na na
quarrying

Manufacturing –7.1 9.0 1.1 8.5 2.8 6.5 5.9 4.4 na na

Electricity, gas 4.3 9.5 10.1 8.8 8.1 9.8 5.6 5.4 na na
and clean water

Construction –23.4 1.8 9.7 12.5 –0.4 12.2 10.5 8.3 na na

Trade, hotels –15.3 1.0 4.4 11.6 0.2 5.9 5.6 5.4 na na
and restaurants

Transport and  –17.8 –2.1 9.7 11.7 0.2 11.6 10.7 8.3 na na
communication

Finance, leasing –22.4 –7.1 –4.8 5.8 –6.2 5.7 5.6 5.4 na na
and business
services

Services 1.2 1.6 2.3 2.0 1.8 4.2 4.1 3.7 na na

GDP by expenditure

Household 0.6 2.4 6.0 2.9 2.5 2.6 2.5 2.8 3.4 4.0
consumption

Government –3.9 10.2 –0.4 –2.8 0.3 2.9 2.3 13.6 na na
expenditure

Total consumption 0.2 3.1 5.5 2.4 2.3 2.6 2.5 3.7 4.0 4.0
expenditure

Gross fixed –35.6 –21.6 –18.5 3.5 –16.5 10.1 16.2 13.9 8.2 6.2
capital formation

Exports of goods –18.8 –4.4 –5.6 17.1 –0.4 39.1 32.1 24.8 14.1 7.4
and services

c

Imports of goods –22.9 –2.0 –9.5 –12.7 –12.2 18.0 20.4 41.9 11.1 14.7
and services

c

Note: a GDP and components data are 1993 constant prices.

b Forecasts based on Consensus Forecasts, 2000.

c Exports and imports in US$ terms.

na Means not available.

Source: Centre for International and Strategic Studies, 2000; CEIC, 2000; and Consensus Forecasts, 2000.
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Consumer spending should continue to support economic expansion in 2000 and 2001, boosting

durable goods sales (Danareksa Research, 2000).
6
 Private sector economists forecast private

consumption should expand by close to 4 per cent in 2000 and 2001. This will continue to underpin

modest GDP growth. Indonesian exports also should continue to expand with the lower rupiah and

more accessible trade finance. Private sector economists forecast exports will increase by almost

15 per cent in 2000 and about 7 per cent in 2001 (Table 1.2 and Consensus Forecasts, 2000).

Macroeconomic policy, on balance, should support expanding demand, creating a more positive

outlook for foreign investment and trade. Despite the impact of higher oil prices, fiscal policy should

provide a small stimulus in 2000, although its flow on effects will be limited. The increase in inflation

towards the end of 2000 may require Bank Indonesia to tighten monetary policy, raising interest rates

to defend its inflation target of 5 to 7 per cent; this may dampen growth. A recent acceleration in

wages and depreciation in the rupiah pose added risks to inflation in early 2001.  Nevertheless, the

economy’s large excess capacity suggests additional rises in inflation should be limited, and any

interest rate increases by Bank Indonesia should be too moderate to derail the recovery.
7

By 2001, increasing demand probably will deplete stocks in the manufacturing sector, boosting

production and absorbing excess capacity. Probably by late 2001 and 2002, higher production levels

will require investment in new facilities across the economy. Economic performance then will depend

on how successfully the government restructures corporate debt, so the banking system can resume

lending.
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The financial crisis affected Indonesia’s economy significantly more than other East Asian economies

(International Monetary Fund, 2000a). Weak banking sector regulation and easy access to foreign

credit at a fixed exchange rate led to a build up of foreign liabilities, making Indonesia vulnerable to

deteriorating international investor sentiment. Implicit government guarantees of bank deposits,

a fixed exchange rate, lack of bank supervision and poor incentives for sound corporate investment,

all contributed to this exposure. When confidence in the economic structure of some Asian economies

sharply deteriorated, the rupiah’s value plunged in early 1998 (Figure 1.7). This vulnerability

transformed a sharp exchange rate depreciation into a major financial crisis by mid 1998

(Feridhanusetyawan and Anas, 2000). In November 2000, the rupiah still remained over 70 per cent

below its June 1997 level of Rp. 2 450 : US$1 at approximately Rp. 9 200 : US$1, making foreign

loan repayments impossible for many highly leveraged debtors.

6 Consumer confidence dropped from April to August 2000, but recovered in September. Throughout this period, however,

the number of optimists consistently outnumbered pessimists.

7 A renewed weakness in the rupiah may increase pressure for Bank Indonesia to increase interest rates, although in the

past, this policy was largely ineffective; Bank Indonesia is more likely to actively purchase the rupiah in currency markets.
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F i g u r e  1 . 7

Exchange Rate More Stable but at a Much Depreciated Level

Rupiah:US Dollar Exchange Rate, 1995-2000

Source: CEIC, 2000.
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The falling rupiah caused the value of foreign debt in rupiah terms to escalate sharply, reducing the

solvency of corporations holding large foreign exposures and their capacity to repay debts to the

domestic banking system. Deterioration in the quality of loan portfolios and the banking system’s

unhedged exposure to foreign borrowing severely damaged banks’ capital adequacy levels. Several

bank closures contributed to depositors’ loss of confidence; a series of bank runs sparked widespread

investor panic (Radelet and Sachs, 1998).
8
 While debtors accelerated rescheduling and repaying

foreign debts in 2000, these were still worth US$58 billion at the end of June 2000 (World Bank, 2000).
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The sharp drop in output following the crisis also damaged corporate balance sheets and affected

turnover and profitability. After growing at around 7 per cent per year in the two decades preceding

the crisis, Indonesian output contracted 15 per cent over the year to the June quarter of 1998.

8 Many depositors believed the government would protect deposits if a crisis occurred, reducing their discernment in choosing

banks, and undermining some banks’ commitment to risk management. The rupiah’s relatively stable value against the

US dollar over the 1990s led domestic borrowers to underestimate foreign exchange risk when borrowing overseas. These

factors deterred bank self-regulation and adequate enforcement of prudential controls.
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Expenditure shrank, with contraction most marked in private investment, as undercapitalised banks

virtually ceased extending credit to corporates. Falling investment and diminishing confidence reduced

consumption, further damaging investment and employment prospects. As in most severely affected

crisis economies, the lower exchange rate did not immediately benefit exports.
9
 However, activities

based on natural resources largely withstood the crisis.
10

��+����������������,��-

Investment started to recover in late 1999 and early 2000, but fell again in the September quarter of

2000 (Figure 1.8). Spending on investment, adjusted for price movements, remains over 40 per cent

below pre-crisis peaks. The drop in investment spending in September underscores the importance

of improving the condition of the banking sector and repairing corporate balance sheets.

F i g u r e  1 . 8

Investment Faltering at Low Levels

Index of Real Gross Investment, March 1993=100

Source: CEIC, 2000.

9 Exports continued to decline well into 1998, due to an international rejection of Indonesian letters of credit; a lack of working

capital and capacity to buy imports reduced some exporters’ capacity to meet delivery deadlines and fill orders (Pardede, 1999).

By 1999, as trade finance became more available, export-oriented sectors could capitalise on the low exchange rate and

grew strongly.

10 In particular, minerals and energy relied less on bank financing and external creditors, and their costs benefited from the

lower exchange rate. In 1997 and early 1998, agriculture suffered from El Nino induced drought, but later recovered.
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Having achieved macroeconomic stability by adopting appropriate monetary and fiscal policies,

the Government realises sustaining this growth will require new investment in productive assets, and

now is focusing on repairing the banking and corporate sectors, as its new ten point plan indicates

(Coordinating Ministry for Economic Affairs, 2000). The Government purchased many non-performing

loans from the banking system in return for bank equity; this effectively nationalised most of the

banking sector. The Government has begun selling these banks to the private sector. The corporate

sector remains heavily indebted to banks and foreigners, but government efforts to restructure these

loans now are moving ahead.

The following sections briefly discuss progress on the main restructuring and reform priorities,

as this directly affects Indonesia’s macroeconomic prospects. (Details of bank and corporate

restructuring are discussed in Chapter 7 - Financial Sector Restructuring and Chapter 8 -

Corporate Restructuring.)
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The Indonesian Bank Restructuring Agency, IBRA, established in January 1998 to oversee banking

sector rehabilitation, soon will have reviewed, closed, merged, recapitalised or taken over all private

and state banks. The Government has announced that by 2004, it will have completed banking

sector restructuring and returned nationalised banks to private owners, including foreign investors.
11

However, this timetable suffered some delays in 2000; the Government has indicated IBRA is

waiting for market conditions to improve.

�����&��&���"��)�����!������
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Current estimates suggest around 70 per cent of Indonesia’s corporate sector is insolvent. However,

the Government has prioritised rescheduling outstanding debt, so the corporate sector can undertake

new investment. As creditor to some Rp. 235 trillion (US$37 billion) of corporate debt, IBRA plays a

central role in this process. After delays in 1998 and 1999, the Government is addressing the obstacles

to more rapid debt restructuring, including the weak legal system, and corporate restructuring is

starting to accelerate.

������������%�����
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Indonesia’s growth prospects depend largely on the pace of corporate and financial restructuring. As

the timing of restructuring is uncertain, considering alternative growth scenarios is useful (Figure 1.9).

The baseline scenario reflects the situation if no crisis had occurred, and assumes GDP growth of

7 per cent per year from 1996 to 2010, roughly equal to Indonesia’s potential long term growth rate.

This provides a benchmark against which to estimate output lost due to the crisis. Under the baseline

scenario, 2006 GDP is about double 1996 GDP and 2010 GDP is roughly two and a half times higher

than 1996 GDP.

11 These sales could provide opportunities for Australian business seeking to enter the Indonesian financial sector.
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Rapid Restructuring Will Pay Big Growth Dividends

Real GDP under Alternative Growth Scenarios, Rp. billion

Source: Centre for Strategic and International Studies, 2000.

Provided the Government can resolve rapidly banking and corporate sector problems, rapidly sell

IBRA and state enterprise assets, and maintain social stability in 2000 and 2001, the recovery in

output evident in the first three quarters of 2000 should improve and be sustained. Analysts expect this

‘V’ shaped recovery would create growth of 5 per cent in 2000 and 2001, 5 to 6 per cent in 2002 to

2003, then 7 per cent per year in 2004 and beyond. Under this fast recovery scenario, GDP would

return to pre-crisis levels in 2002 and output would be only 25 per cent lower in 2010 than under the

baseline scenario (Figure 1.9).  A ‘V’ shaped recovery generally describes the experience of the

Republic of Korea and Malaysia, which quickly removed non-performing loans from bank balance

sheets, refinanced banks and moved to restructure corporate debts (Centre for Strategic and

International Studies, 2000).

If prolonged delays occur in corporate debt and bank restructuring and IBRA asset sales, growth is

likely to be slower. Under such a slow recovery scenario, output may grow by only 2 to 3 per cent per

year until 2003, then by 4 to 5 per cent until 2008, before regaining its potential rate of 6 to 7 per cent in

2009 and 2010. In 2010, real GDP would be about 45 per cent below that in the baseline scenario.

The worst case scenario, a ‘W’ shaped recovery, implies serious problems implementing the reform

program and a relapse into recession. Pre-crisis GDP would be surpassed only in 2007 (Figure 1.9).
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Despite the generally negative impact of the crisis on employment and consumption, some

parts of the community adapted to the crisis (known as krismon) better than others. Living

standards fell sharply between 1996 and 1998, with the number of people living below the

poverty line increasing by around 65 per cent, from around 11 to 18 per cent of the total

population, depending on the survey. However, this was still well below the poverty rate of

40 per cent recorded in the 1970s.

The flexible labour market provided a buffer to shrinking output, employment and profits, with

the agricultural sector absorbing a large share of workers dismissed from the urban economy.

Rural employment growth increased from 0.6 per cent before the crisis to 2.3 per cent after it.

Growth in urban employment, which had averaged around 5 per cent between 1990 and

1996, slowed dramatically (Feridhanusetyawan, 1999; and Sakernas, various issues).

Many urban workers also moved into the informal sector, where employment grew by around

7 per cent during 1997-98, to 65.4 per cent of total employment (Feridhanusetyawan, 1999).
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To achieve rapid, longer term growth, Indonesia will require new investment in public

infrastructure, education and institutional capital; required investment in public infrastructure

alone is estimated to be around US$100 billion over the next ten years (Younger, 2000).

Indonesia also faces human capital constraints with international comparisons showing

investments in public primary and secondary education are low. Government’s new obligations

to service the greatly expanded public debt are likely to constrain its investment in these

areas. The IMF estimates the ratio of public debt to GDP is 93 per cent in 2000 (International

Monetary Fund, 2000a, 2000b and 2000c).
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Business needs to remain informed of government reforms in key areas, including corporate debt

and bank restructuring, asset sales, corporate governance and legal reform. These could guide

when it is best to invest in Indonesia.
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�$����������-�&!����%&��������"

A key indicator is the success of debt restructuring, as this is critical to restoring the economy’s long

term prospects. Business should interpret government success in prosecuting major debtors who

refuse to participate in the debt restructuring process as a sign that the investment environment will

improve. Investors also should interpret positively announcements of sales of major IBRA assets and

a continuation of recent, more rapid progress in debt workouts, particularly if they generate viable

long term restructuring.
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IBRA has nearly recapitalised the banking sector, and is readying banks for sale to the private sector.

Timing of these sales and willingness to offer banks to capable private investors, including well

qualified foreign banks, indicate important reform progress.

The Government has passed many new laws to improve corporates’ reporting and accounting

standards, directors’ obligations and minority shareholders’ rights. Success in enforcing new

requirements, including by prosecuting non-compliers, will indicate a likely improvement in corporate

governance standards and an enhanced investment environment.
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The Indonesian economy is experiencing a short term macroeconomic recovery from the crisis, but

the Government clearly understands more work needs to be done to sustain it (Coordinating Ministry

for Economic Affairs, 2000). Sustaining growth depends on successfully restructuring corporate balance

sheets and the banking sector. Limiting risks to investors and achieving sustainable economic growth

also requires an efficiently functioning legal system, political stability and maintenance of basic security.

Indonesia is trying to establish these foundations for sustainable growth. This is occurring in an

environment of rapid political change, adding to this challenge, and at times reducing the pace of

necessary economic and institutional reform. Hence, plausible scenarios indicate medium term

economic growth could be slower than in other crisis affected economies.
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• The Government recognises economic recovery and political survival

are inextricably linked, so delivering economic recovery is a priority;

the August cabinet reshuffle emphasises this.

• The new Indonesian polity has more stakeholders, promises more

transparent and active policy making, and is devolving more power

and responsibility to regions.

• Increased political participation also increases the importance of

convincing the electorate and stakeholders that foreign investment

and free trade promote growth and equity objectives. Many interests

presently do not recognise these links.

• In the long term, devolution of power to the regions could generate

benefits if regional governments become more responsive to investor

and local population needs.

• However, in the short to medium term, the investment climate in the

regions could deteriorate as the Government decentralises revenue,

expenditure and many aspects of decision making. Investors need

to monitor the effects of this transition closely, and be aware that

regional level agencies may need time to develop their capacity.



� � � � � � � � � 
 � � � � � � 
 � � 

� � � � � 
 � � �


��
 �		

The commercial viability of Indonesia for foreign business rests largely on the Government’s success

in implementing its economic reform program. This chapter reviews recent political events and the

historical interplay between Indonesia’s political system and economic outcomes. It assesses how

recent political reforms affect the economic reform program, particularly the sale of foreign assets

and corporate restructuring, and provides indicators to measure the Government’s progress in

achieving political outcomes that will support economic reform.
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In August 2000, the Wahid administration appointed a new cabinet. It is smaller and more cohesive,

potentially reducing the power struggles that characterised the previous cabinet. The President also

agreed to increase the powers of Vice President Megawati Sukarnoputri to supervise and coordinate

the day-to-day management of the economic reform program. The Coordinating Minister for

Economics, Dr Rizal Ramli, has said he will increase efforts to resolve key economic problems,

stressing the priority of IBRA asset sales. (See Chapter 1 - Economic Developments.)

Delivering economic recovery is a key priority for the Wahid Government, reflecting the close historical

relationship between economic outcomes and political survival.


��
������
	�����������������������
��

The Wahid administration, the first democratic government for two generations, is attempting to build

its economic credentials with an increasingly empowered electorate. However, the transition to a

new political system and its associated political instability complicates the implementation of the

economic reform program in the short term, while holding out the promise of more effective and open

governance over the longer term.

�����������������	� �!��!"�#$%&'($%))*

Responding to the political volatility of the early 1950s, Sukarno’s regime was highly centralised and

executive dominated; it restricted political rights in the name of national stability and unity. However,

increasingly strident anti-western rhetoric and the forced nationalisation of Dutch enterprises slowed

foreign investment and depressed the economy. Poor economic outcomes aggravated tensions

between the Communist Party, the army and Islamic groups, culminating in the abortive coup of

September 1965. Soon after, Soeharto led the military dominated New Order regime.
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For over 30 years, Soeharto’s New Order regime sustained high rates of economic growth by

encouraging foreign investment, adhering to IMF structural adjustment polices and appointing western

trained technocrats to key positions in the government and state enterprises. Although Soeharto

restricted political freedoms, manipulated the electoral process and parliament, and suppressed the

press, the delivery of ever increasing living standards quelled agitation for political reform.
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The longevity of the regime provided investor certainty, encouraging investment and economic growth.

However, the highly centralised political system with increasingly patronage driven economic policies

produced a weakly governed economy that was vulnerable to the 1997-98 regional financial crisis.

�+��	� �����/����+��,�

The financial crisis, Krismon, dashed Soeharto’s legitimacy, culminating in the fall of the New Order.

Unable to respond effectively to the crisis, an ailing Soeharto resigned as civil unrest increased, and

support from within the military and cabinet crumbled. Vice President Habibie took over in May 1998.

Implementing the IMF program, Habibie quickly stabilised the macroeconomy, restored the value of

the rupiah and reduced inflation. He lifted restrictions on the press, freed political prisoners and

introduced regional autonomy laws.
1
 The first free and fair general elections in 44 years were held in

June 1999.

�+��0�����/���+��

Despite his economic achievements, Habibie never enjoyed widespread support within the political

elite or general community. Facing almost certain defeat at the presidential election of October 1999,

Habibie withdrew his nomination, leaving Abdurrahman Wahid and Megawati Sukarnoputri as the

main contenders.

Wahid became President, with support from Islamic parties, Golkar and the military. The newly formed

national government comprised Megawati’s PDI-P with 34 per cent of the vote, Golkar with 22 per

cent, Abdurrahman Wahid’s PKB with 13 per cent, PPP with 11 per cent and Amien Rais’s PAN with

7 per cent. Wahid drew his first 34 member cabinet largely from PKB, PDI-P, PAN, Golkar and the

Armed Forces, TNI.
2

Since the election, support for the Wahid Government has fallen, in part because the Government

has not implemented effectively the economic reform program. This partly reflects the ambitious

nature of the economic program, but the transition to a new political system exacerbates policy

implementation, making it more complicated than in the past.
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Political power within Indonesia gradually is ebbing away from the largely Jakarta based civilian and

military elite Soeharto’s New Order favoured, towards a more fragmented array of players, including

newly elected representatives, their respective parties, and bureaucrats. This increases the number

of stakeholders in the economic reform program and in the long term, promises more transparent

and active policy making, but also introduces new obstacles to achieving economic reform and recovery.

1 Habibie abolished permits for publishing and substantially reduced the intimidation of journalists.

2 PKB is the National Awakening Party; PDI-P is the Indonesian Democratic Party of Struggle; PAN is the National

Mandate Party; and PPP is the United Development Party.
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The August 2000 Cabinet rectifies some of the problems of coordinating Wahid’s initial governing

coalition (Appendix Table 2.1). Significant doubts persist, however, about the enthusiasm and ability

of the bureaucracy to implement the economic reform program. Devolving economic responsibility to

the regions will further complicate this.

0�����/���2�,�!�2����,���

New political parties and more stakeholders in the economic reform program increase pressure on

the administration to deliver on policies outlined in IMF Letters of Intent. By demanding a more

accountable government and using parliament’s authority to amend or reject government bills, the

parties create a hybrid presidential parliamentary system. This contrasts with the ‘rubber stamping’

of government bills in the Sukarno and Soeharto eras. The ruling coalition is pressing to implement

the economic agenda, as the August People’s Consultative Assembly, MPR, session demonstrated.

There, they strongly criticised Wahid’s performance on economic matters.

�����������	�
����
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Indonesia has a five year election cycle, beginning with parliamentary elections and followed

by a general session of the MPR. The MPR is Indonesia’s supreme decision making institution.

It elects the president and vice president, and sets the Broad Guidelines of State Policy,

GBHN, which provide the blueprint for executive government.  It also can amend the constitution

and impeach a president who has violated the constitution or the GBHN. Following a

constitutional amendment in 1999, the MPR now meets annually.

The People’s Representative Assembly, DPR, has 500 members; 462 are popularly elected

and 38 are appointed representatives of the armed forces and the police. The DPR meets

regularly throughout the year.

The electoral system used in the 1999 election was a complex mix of proportional and district

representation. Each province formed an electoral region, but a party’s performance in districts

(kabupaten/kota madya) within the province affected seat allocation. For example, a party

winning 25 per cent of the vote in a province, theoretically was entitled to one quarter of the seats.

It then gained seats in districts where it recorded its highest vote. In practice, the system has

many anomalies and outcomes do not necessarily reflect the intention of the legislation.

Over the next few years, the political and electoral systems could change significantly. Support

has grown for district based elections. Most major parties supported a constitutional

amendment at the August 2000 MPR session allowing for direct presidential elections. However,

this and other major constitutional issues were deferred for further consultation and negotiation

because of a lack of consensus among the parties. PDI-P in particular remains opposed to

the idea. The MPR would be weakened substantially under direct presidential elections, but

probably would retain its powers of impeachment and constitutional amendment.
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On assuming the presidency, President Wahid acted quickly to curtail the influence of the

military in political life, appointing reform minded officers to strategic positions and weakening

the dominance of the army by appointing naval officers to senior posts. The dismantling of

key elements of the military’s intelligence network also weakened its power base. The military’s

role in provoking riots in 1998, human rights abuses and failure to contain regional social

unrest further diminished its public standing.

However, the military is far from a spent force politically. Considerable representation in national

and regional parliaments provides the military with substantial leverage, and civilian politicians

and parties are wary of alienating it. A new constitutional amendment extending the military’s

tenure in the legislature until 2009 was a victory for Soeharto loyalists and the military

(Australian, 8 September 2000, p. 6).

�+��������!��!"

While the bureaucracy is required to implement the economic reform program, its resolve and ability

to achieve this is in doubt. Many parts of the bureaucracy do not understand the need for reform and

perceive that many proposed changes threaten established patterns of operating. Although the

Government has tried to boost administrative capacity through harnessing international aid programs

to improve internal processes, levels of training and technology, and raise bureaucratic governance

through public audits, shortages of high quality human resources cannot be overcome rapidly. Also,

despite recent pay increases for senior bureaucrats, corruption remains a serious problem.

��!������3���-���,��,+��0�3����

In the longer term, more regional autonomy could make the political system more responsive to

regional needs; however, in the short term, competition in formulating policy and problems in devolving

government powers threaten economic reform implementation. Regional devolution could increase the

complexity of the regulatory environment, affecting foreign investment and slowing corporate restructuring.
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Political change and reform have assisted several aspects of economic reform. First, many new

parties are less affiliated to powerful vested interests than was the case during the New Order.

Secondly, newly strengthened independent auditors and greater central bank independence should

make policy implementation and governance more efficient.

Nevertheless, the transition to a new political system creates short term risks for many key aspects

of the Government’s programs. Elements of the bureaucracy and some political parties oppose foreign

ownership, threatening the sale of corporate and state assets; such sales are vital to reducing the

fiscal debt and restoring economic activity. Bureaucratic, union and regional resistance also hampers

the reform and sale of state enterprises. Involvement of all key stakeholders therefore is necessary

to ensure positive outcomes for intending investors.
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While some aspects of political reform assist in economic restructuring, the transition to a new political

system also creates new obstacles to asset sales. For example, newly formed and independent

bureaucracies such as IBRA and the Jakarta Initiative Task Force, are at least notionally free from

political interference in their efforts to restructure loans and divest assets. However, some parts of

the bureaucracy resist rapid sales of government held assets to foreigners. Even IBRA and the

Ministry of Finance increasingly favour a gradual sale of assets, claiming this will maximise revenues

for retiring the large stock of government debt. However, this approach is likely to delay these assets’

return to productive use within the market economy, and many assets are deteriorating while in limbo

(World Bank, 2000). Further, the Government still has to convince many in the electorate of the need

for and benefits of foreign investment (Fealy, 2000).

0�/�� ��/��,�,��
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Nationalist sentiment within the Wahid Government also affects the sale of state enterprises.

Bureaucrats within the Ministry of State Owned Enterprises increasingly seek to financially  rehabilitate

these enterprises before their sale, delaying privatisation. Newly empowered regional governments

also want local state enterprises to be transferred to regional public ownership, preventing their

privatisation. Various interest groups, representing industry and labour, argue some enterprises are

strategically significant and should be retained as national assets. Countering this resistance will

require strong leadership, and key economic cabinet members will need to understand the importance

of these reforms.

0���!��3������5,���

Reducing corruption is critical to solving Indonesia’s economic problems; however, it will require

strong political will. The move to a new political system is a good start. Further, the Wahid administration

strengthened the role and independence of the Supreme Auditor’s Board, BPK, and a freer press

now scrutinises politicians and officials, who are more aware that public exposure of corruption can

jeopardise their careers.

At the same time, the rise of political parties and regional devolution create new forms of patronage.

Many elements of the business sector, the bureaucracy, community groups and the military have

realigned with one or more parties, allowing parties to expand their financial bases and widen their

community support. At the regional level, patronage is particularly acute, resulting in little internal

cohesion within parties and unexpected electoral outcomes.

0���!��3����6��2�,"

Policy makers face a key challenge of reducing income inequality by region and class (Figure 2.1).

Greater democracy and the rise of new parties is likely to increase the pressure for more equitable

outcomes in future. The two largest parties in the Wahid Government, PKB and PDI-P, favour directing

resources to less privileged communities to reduce the prospect of attacks on Sino-Indonesian and

foreign businesses, and lessen the risk of politically motivated unrest against the Government.
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F i g u r e  2 . 1

Regional Inequality Is Substantial

Regional Per Capita Income, Including from Minerals and Gas, 1999, Rp. million

Note: Regional income per capita figures are mean values. The late 2000 exchange rate was around US$1:Rp. 9 000.

Source: Badan Pusat Statistik, 1999.

However, regional autonomy may increase the wealth gap between regions. Resource-rich provinces,

which have outperformed other provinces since the crisis due to high export prices, appear likely to

receive proportionally more revenue than at present. The soon-to-be-established Financial Equalisation

Council is expected to have less money to allocate to poorer provinces than was the case before the

reforms. New domestic and foreign investment is likely to favour provinces with natural resources

and large, cheap and relatively skilled workforces, such as on Java and North Sumatra; wealthier

regions also could be better placed to provide infrastructure to attract foreign investment than

poorer regions.
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The Government of Indonesia is decentralising many key responsibilities to the regions, redefining

the role of government in Indonesian society. Increased regional autonomy will decentralise many

government responsibilities, potentially improving economic efficiency and community participation.

However, devolution also will affect the revenue available to the centre and could affect the foreign

investment environment.

The Government of Indonesia has responded to the regions’ demands for greater control of decisions

affecting them by decentralising revenue, expenditure and decision making over many areas of

government to the provinces, starting in January 2001. Devolution could create significant economic

and social benefits for Indonesia. Local government often can better respond to local needs and be

more accountable to local people, supporting the development of democracy and improving

development outcomes. Citizens also are more likely to identify with local government objectives,

increasing their willingness to pay taxes. The Government is aware building the necessary bureaucratic

capacity of many provinces will take time, particularly at the district and sub-provincial level. Foreign

investors should remain sensitive to the transition to a more decentralised environment.

This section assesses the likely impact of the new decentralisation laws, including their potential long

term economic and political benefits, and issues for foreign investors.

	�7�2�,������-�

Two laws defining the devolution program come into effect on 1 January 2001. The regional government

law No. 22/1999 increases regional political autonomy. Law No. 25/1999 on the fiscal balance between

the centre and the regions increases the share of royalties of resource-rich provinces like Aceh,

Irian Jaya, and East Kalimantan, and increases regions’ spending responsibilities for routine items.

The recently established Regional Autonomy Advisory Council, and a coordinating team will implement

the laws.
3

��2�,�!�2���,��� "

These laws will change the relationship between the centre, the provinces (dearah tingkat satu) and

the districts (kabupaten) (Booth, 1999). Law No. 22/1999 provides for the election of regional

parliaments at the provincial and district level. Representatives will be accountable only to their own

parliaments, not to a central body.

Decentralisation may encourage more local participation in policy making and government

responsiveness to people’s needs. Already some local elections have changed significantly the local

political environment.

3 Presidential Decree No. 49, No. 52/2000, 7 April 2000 established these bodies. The Regional Autonomy Advisory Council,

a national consultative forum reporting to the President, became operational in July 2000.
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These laws also delegate significant responsibility to districts and regions for public expenditure and

revenue raising. The regions are expected to spend an estimated 8 to 9 per cent of GDP, and well

over 40 per cent of general government spending, once devolution takes place (World Bank, 2000).

Law No. 22/1999 makes districts or sub-provincial levels responsible for a large range of tasks,

including public works, health, education and culture, agriculture, communications, industry and trade.

The central government retains responsibility for international relations, defence, justice, monetary

and fiscal policy, and religious matters.

Additional regulations in mid 2000 clarified the authority of the central and regional governments.
4

Additional supporting regulations should govern the relocation of personnel and management, and

define local government accountability, financial management practices and information systems,

local tax bases and procedures for asset transfers.

The Government is conducting negotiations with provinces and districts on transfers of current projects,

revenue shares, required reporting and auditing standards, and domestic borrowing rules (to ensure

consistency with the macroeconomic framework). The coordinating team and the Regional Autonomy

Advisory Council are cooperating with relevant ministries, provinces and districts to coordinate

these negotiations.

Economic decentralisation provides funding to the regions comprising general and special allocations,

supplemented by equalisation grants. Under general allocations, to be used for routine budget

expenditures, at least 25 per cent of central government domestic revenues amounting to an estimated

4 per cent of GDP will go to lower levels of government; 90 per cent of this will go to districts and

10 per cent to provinces (World Bank, 2000). Special allocations from the central budget will be

based on the development needs of the region. Regions also will receive 15 per cent of their net oil

revenues, 30 per cent of their natural gas taxes and 80 per cent of their tax revenue from other

mining, forestry and fishery activities conducted within their regional borders.
5
 Regional governments

will be able to borrow, but a ceiling for total debt and debt services will apply for each region. Foreign

loans will require approval by the Ministry of Finance (World Bank, 2000). Regional allocations under

the draft 2001 budget suggest a gradual transition towards new revenue arrangements.
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In the long term, devolution may benefit foreign investors. As autonomous regions develop, competition

between regional governments for foreign investment should grow. Regions offering the most

favourable taxation rates, infrastructure and regulatory environment will be best placed to attract new

investment. Local responsibility for public works could make infrastructure provision more responsive.

4 For example, Decree No. 25/2000 on the Authority of the Central Government and of Provinces as Autonomous Regions,

dated 6 May 2000.

5 Whether this revenue will accrue to the district or provincial level is unclear.
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More governments may provide potential investors with more regulatory environment choice. Also,

regional areas the central government neglected may achieve higher governance standards and

public investment under regional administrations.

However, the transition to a new system of government will take time, and investors need to be

aware of several issues that may affect their activities over the short term. Devolution may temporarily

increase the time taken to process applications as new agencies at the regional level will take time to

develop their capacity. Consequently, compliance costs may increase, especially where regulatory

responsibility is unclear. While the Government also is ensuring new regional laws do not conflict

with central laws, this could take time.

�0����
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Although the interaction between politics and economics is complex, some key indicators should

help business signpost the political system’s progress in implementing economic reform over 2001

and 2002. Flows of Sino-Indonesian capital, stock prices and exchange rate movements provide

useful short term indicators of the Government’s success in managing the economy.
6
 A consortium

comprising Singapore’s Cycle and Carriage recently acquired a 39.5 per cent share in Astra, IBRA’s

largest sale so far, suggesting greater interest in Indonesian assets by regional investors. The

composition of the Cabinet, especially the inclusion of relevant experts, also signposts the likely

direction of policy. The appointment of Dr Rizal Ramli, a US educated economist as Coordinating

Minister for Economics was, on balance, viewed positively.

The longer term capacity of the political system to implement economic reform depends partly on

prospective constitutional reforms that may include direct presidential elections, and measures to strengthen

the executive’s accountability. Achieving these goals also would represent positive developments.

��
������


A year after Indonesia’s historic 1999 democratic election, the political environment remains very

fluid. Although it has delivered macroeconomic stability and the beginnings of a broader economic

recovery, structural reforms represent a more complex challenge and will require strong political will.

The transition to democracy eventually should help in developing a proactive civil society, including a

robust press and vocal middle class, who will support the creation of stronger, more transparent

institutions, and eventually underpin consensus support for more equitable and sustainable economic

growth. However, in the short term, shifting alliances and the resulting power vacuum in many parts

of the bureaucracy, may allow the state owned sector and provinces to undermine efforts to achieve

economic reforms and recovery, and permit opportunistic behaviour by a minority.

6 While data on Sino-Indonesian capital inflows are not available officially, evidence of overseas Chinese and Singaporean

interest in asset sales forms a good proxy.
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Name Position

Abdurrahman Wahid President

Megawati Sukarnoputri Vice President

Lt Gen (Ret) Susilo Bambang Yudhoyono Coordinating Minister for Political, Social and
Security Affairs

Dr Alwi Shihab Minister of Foreign Affairs

M. Mahfud Minister of Defence

Dr Rizal Ramli Coordinating Minister for Economics,
Finance and Industry

Prijadi Praptosuhardjo Minister of Finance

Dr Purnomo Yusgiantoro Minister of Energy and Mineral Resources

Luhut Panjaitan Minister of Industry and Trade

Dr Bungaran Saragih Minister of Agriculture and Forestry

Sarwono Kusumaatmadja Minister for Maritime Affairs and Fisheries

Agum Gumelar Minister for Transportation and Telecommunications

Alhilal Hamdi Minister of Manpower and Transmigration

Dr Achmad Sujudi Minister of Health and Social Welfare

Dr Yahya Muhaimin Minister of National Education

Tolchah Hasan Minister of Religious Affairs

Erna Witoelar Minister of Settlement and Regional Infrastructure

Lt Gen (Ret) S. Soedirdja Minister for Home Affairs and Regional Autonomy

Gede Ardika Minister for Culture and Tourism

Lt Gen (Ret) Luhut Binsar Pandjaitan Minister for Trade and Industry

Dr Yusril Ihza Mahendra Minister for Justice and Human Rights

Zarkasih Nur State Minister for Cooperatives, Small and Medium
Enterprises
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A p p e n d i x  T a b l e  2 . 1  ( c o n t i n u e d )
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Name Position

Dr Soni Keraff State Minister for the Environment

Dr Ryaas Rashid State Minister of Administrative Reform

Khofifah Indar Parawangsa State Minister for the Empowerment of Women

Dr Muhammad A.S. Hikam State Minister for Research and Technology

Cacuk Sudarijanto Junior Minister for the Restructuring of the
National Economy

Dr Nur Mahmudi Ismail Junior Minister for Forestry

Manuel Kaisiepo Junior Minister for the Development of Indonesia’s
Eastern Regions

Note: Several officials not in the Cabinet hold positions of equivalent rank. These are Marzuki Darusman, Attorney General; Admiral
Widodo, Commander of the Armed Forces; Marsilam Simanjuntak, Cabinet Secretary; and Djohan Effendi, State Secretary.
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• Indonesia’s foreign direct investment, FDI, has not yet recovered from

post crisis falls. However, its foreign investment regime is more open

than before the crisis, generating potential opportunities in an

environment of ongoing reform.

• Already, investors can operate 100 per cent foreign owned enterprises

in most sectors and no longer need to sell down equity at a later

date. Only a few sectors restrict foreign investment; in most of these

joint ventures are possible.

• The outlook for foreign investment in Indonesia also is assisted by

the sale of state held assets and enterprises, more competitive export-

oriented and import substitution sectors due to the weaker rupiah

and a more open economy.

• Opportunities are diverse. Foreign investors can purchase assets

from IBRA’s sizeable bank equity holdings, operate retail outlets,

distribute goods produced locally and apply to import and distribute

other products. They also can enter joint ventures to supply

educational, medical and infrastructure services including

telecommunications.

• The sale of corporate assets under IBRA’s control also should

generate significant foreign investment opportunities. The

Government also is selling many state enterprises.

• Major issues for investors include the difficulty of valuing distressed

assets given weak accountancy standards, workforce management and

sometimes political resistance to sales, and legal and sovereign risks.

• Buyers can manage risks by commissioning independent audits to

corroborate IBRA’s risk appraisal, completing comprehensive due

diligence assessments before acquiring assets, insuring against risk

and monitoring closely the local social and institutional environment.
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Unlike other crisis affected economies in East Asia, direct investment flows to Indonesia were still

negative by the second quarter of 2000 (the latest for which data are available). However, recovery of

the export and small and medium enterprise, SME, sector, government asset sales and relaxed

foreign investment laws may assist a recovery in FDI inflows as the macroeconomic recovery gathers

strength and the political situation develops. Potentially rewarding investments exist for those prepared

to undertake due diligence assessments and remain sensitive to local shareholder concerns.

This chapter details FDI prospects in the short to medium term flowing from significantly relaxed

sectoral access restrictions for foreign investors, sales of IBRA’s asset holdings and other state

owned assets, and strong competitiveness of export-oriented and import substitution sectors due to

the rupiah’s depreciation. It also examines key changes to foreign investment laws, then appraises

the current benefits and risks of investing in Indonesia.

������������	�
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The crisis severely reduced Indonesia’s FDI inflows (Figure 3.1). However, analysts anticipate a

recovery in FDI inflows by up to 20 per cent per year between 2001 and 2003 (Economist Intelligence

Unit, 2000). Ongoing sales of corporate and financial assets should offer significant opportunities in

the short term, and liberalised access for wholly foreign owned enterprises to most sectors should

underpin FDI growth in the medium to long term. However, doubts over economic and social stability,

and an underdeveloped legal system deter more rapid growth in new investment in Indonesia.
1

F i g u r e  3 . 1

FDI Still Falling

Foreign Direct Investment Inflows to Indonesia, US$ billion

Source: CEIC, 2000.

1 Fears of instability has deterred several high profile investors; for example, in 2000 Taiwan’s China Steel cited political

uncertainty in explaining its decision to delay a planned US$1.4 billion joint investment with Pt Krakatau Steel.
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Pre-crisis, FDI inflows were mainly to manufacturing, but the crisis affected these more adversely

than inflows to services (Figure 3.2). Although approvals somewhat overstate eventual flows, they

indicate sectors hit hardest by changing sentiment. Further, the time lag between the approvals

stage and actual implementation can be up to three years.

F i g u r e  3 . 2

All Sectors down, but Particularly Manufacturing

Sectoral Distribution of FDI Approvals in Indonesia, 1995-99a

Note: a Data are for approvals only, and significantly exceed eventual investment flows.

Source: Wee, 1999.

In 1999, industrial FDI approvals were concentrated in the chemicals, electricity, gas, water and

paper sectors (Table 3.1). While traditionally these have attracted strong interest, several state

enterprise and restructured assets sales featured in 1999 inflows.
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Industrial Foreign Investment Approvals by Sectors, 1999
a

Sector Projects Total

(US$ millions)

Chemicals 75 3 266

Electricity/gas/water 2 2 310

Paper 15 1 412

Food industry 48 681

Metal goods 85 593

Basic metals 9 501

Plantations 17 284

Trade 348 279

Textiles 121 240

Food crops 10 224

Other 357 1 101

Total 1 164 10 891

Note: a Data are for approvals only and do not include oil and gas, and financial and insurance sectors.

Source: Deacons, 2000.
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To attract foreign capital to post crisis asset sales and boost foreign exchange reserves, the Government

significantly liberalised foreign investment laws, extending the liberalisation started in the mid 1990s.

A new draft foreign investment law released in October 2000 would allow wholly foreign owned

enterprises to invest in most sectors of the economy. Although opposition to its passage may be

mounting, the new draft law only requires investors to register, rather than seek approval for new

investment. This law also proposes the removal of all regulations that discriminate against foreign

firms, introducing full national treatment of foreign investors (Investment Review Board, BKPM, 2000).

������������������� ����!���������
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Even without the new draft law, foreign companies can own all the issued capital of a newly established

Indonesian company and need not divest a majority of shares at some future date. FDI is restricted

in a few sectors because of national interest; in those sectors, investors need only sell a nominal

percentage of equity after 15 years. These reforms augment successive changes since 1994 to

Indonesia’s 1967 foreign investment law.
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Reforms in 1998 allowed foreign companies to operate retail outlets in Indonesia, with some restrictions,

and fully opened the distribution sector to foreign investment. Foreign manufacturers now can distribute

goods produced locally and apply for permits to import and distribute other products.
2
 Foreigners can

establish holding companies to facilitate debt restructuring in local businesses.

In August 2000, the foreign investment law’s negative list was amended to allow foreign investors

to enter joint ventures with local partners for medical services and telecommunications.
3
 Maximum

permissible foreign ownership is unspecified as yet, but expected to be 95 per cent. If passed, the

Government’s new draft law would reduce further the number of sectors prohibiting foreign investment.

Since 1994, Indonesia has allowed foreign investment in infrastructure sectors including sea ports,

electricity generation and distribution for public use, shipping, airlines, drinking water supply, public

railways and nuclear power generation. These projects require a joint venture with the Indonesian

partner holding at least 5 per cent of shares in the investment.

Indonesian law does not recognise freehold land rights. Instead, the Government holds all land

under a system of land titling. Hence neither foreigners nor nationals can own land, but they take out

long term leases which grant the right to use or improve the land. Investors take over an existing

lease when investing in commercial property.
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In early 2000, the Government streamlined licensing procedures for foreign investment; this reform

promises to reduce the number and duration of application procedures. Approved applications remain

valid for up to three years without being implemented, instead of only one year under the previous law.

Despite recent reforms to foreign investment regulation and laws, implementation is lagging.

The Investment Review Board, BKPM, still applies conditions before approving foreign investment

applications. BKPM often requires foreign buyers to reserve a percentage of shares for local or

original owners. If the local firm is distressed, BKPM may ask foreign buyers to inject capital in

addition to assuming outstanding loans. In certain sectors, foreign investors also must cooperate

with small and medium sized firms through partnerships.

�
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Indonesia’s competitively valued exchange rate and large supply of relatively low cost labour is

generating good investment prospects in export-oriented industries. Large industrial estates across

Indonesia, but particularly concentrated on Java, are enjoying rapid export growth and already play

host to a wide range of foreign operators. These investors report they are unaffected by banking

sector problems because they can access offshore funds, and their output and profits have risen

significantly since 1998. Locating close to population centres ensures a good supply of workers.

The approval process for investing in these estates also is very efficient (World Bank, 2000).

2 Companies involved in distribution cannot retail directly, but can form separate foreign investment retail companies to do this.

3 The negative list defines sectors closed or partially closed to foreign investment; prior to August 2000 it was last revised in July 1998.
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Before 2004, the Indonesian Bank Restructuring Agency, IBRA, responsible for most government

asset sales, plans to sell up to 80 per cent of the Rp. 564 trillion (US$65 billion) of assets it holds; this

equals around 57 per cent of Indonesia’s GDP (World Bank, 2000).
4
 (See Chapter 7 - Financial

Sector Restructuring and Chapter 8 - Corporate Restructuring.) As domestic savings are insufficient

to purchase these assets, foreign investment will be crucial for the success of this program.

IBRA’s assets fall into three categories:

• government equity in recapitalised and taken over banks, Rp. 139 trillion (US$16 billion)

• non-performing and performing loans, and associated collateral transferred from recapitalised,

state owned, frozen and taken over banks, Rp. 298 trillion (US$34 billion)

• corporate assets transferred by banks to IBRA in return for Bank Indonesia liquidity credits,

Rp. 127 trillion (US$14.6 billion).


!������'!�)��*���+

Despite delays in 2000 with some planned bank sales, the ongoing sale of IBRA’s sizeable bank

equity holdings may present good opportunities for foreign banks and other investors wishing to

expand into Indonesia. New regulations allow foreign investors to acquire up to 99 per cent of bank

equity. IBRA has removed the non-performing loans of transferred banks and is close to fully

recapitalising them; it hopes to sell them via public offerings of shares and private placements with

strategic investors. Australian banks are efficient, large by international standards and have high

standards of prudential and risk management; they should be well placed to access these opportunities.

In October 2000, the Government announced the planned sales of Bank Central Asia and

Bank Niaga would be delayed until 2001. IBRA previously had announced it would complete all

������������	
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While the Asian financial crisis severely weakened most Indonesian banks, Australian financial

institutions and investors still can acquire sound Indonesian banks. In late 1999 and early

2000, ANZ increased its share in Bank Panin from 4.9 to 11 per cent, and holds an option to

increase its share further to 28 per cent. ANZ also has a technical service agreement to

support Panin in human resources, information technology, trade and risk management

(Asia Pulse, 15 April 2000). In addition, in May 1999, ANZ acquired the credit card operation

of Bank Papan Sejahtera from IBRA for US$4 million.
5

Source: ANZ, 2000.

4 The total value of the assets IBRA holds could increase further as bank shareholders unable to repay the liquidity assistance

provided by Bank Indonesia and who exceeded the legal lending limits on loans to their affiliated companies transfer

additional assets to IBRA’s holding companies.

5 This business cost ANZ A$7 million. ANZ also has negotiated with IBRA on behalf of clients interested in buying industrial assets.
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nationalised bank sales by 2001, including selling majority equity in Bank Danamon. IBRA also intends

to sell some of its interests in the seven recapitalised private banks now their performance has

improved.
6
 (See Chapter 7 - Financial Sector Restructuring.)
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Opportunities also exist to buy non-performing and performing loans from IBRA’s loan portfolio.

In mid 2000, IBRA outsourced management of commercial loans worth between Rp. 5 billion and

Rp. 50 billion (US$0.58 million to US$5.8 million) totalling Rp. 24.7 trillion (US$2.8 billion) to domestic

and foreign banks, including ANZ-Panin Bank (Economist, 8-14 July 2000).
7
 In December 2000,

it will sell all retail loans under Rp. 5 billion in an open tender (International Monetary Fund, 2000)

and eventually will sell all loans under Rp. 50 billion by October 2001 (World Bank, 2000).
8
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IBRA’s sale of corporate assets under its control also could generate significant foreign investment

opportunities. IBRA owns these assets because former bank owners transferred corporate assets to

IBRA to repay liquidity support from Bank Indonesia and debt workouts often involve debt equity swaps.
9

Recent direct sales of IBRA corporate assets include auctions of hotels, office buildings and industrial

estates throughout Jakarta, Bali Bintam and Batam, worth around US$12.6 billion.
10

 Smaller investors

may want to acquire individual assets rather than large bundles of assets. So far, few Australian

investors have participated in these assets sales, with most interest coming from Singaporean,

European and US investors (Hong, 2000).

To expedite sales, IBRA’s Asset Management Investment Unit has established five holding companies

to manage more than 200 companies under its control with assets of Rp. 109 trillion (US$12.6 billion)

(Figure 3.1 and Appendix Table 3.1).
11

 For example, the largest holding company, PT Holdiko Perkasa,

owns and supervises all assets transferred from the Salim Group, including shares, exchangeable

bonds, convertible bonds and inter-company debts from 107 subsidiary companies valued at

Rp. 52.6 trillion (US$6.1 billion).
12

6 These are BII, Bank Lippo, Universal, Patriot, Artemedia, Prima Ekspress and Bukopin Banks.
7 These loans remain on IBRA’s accounts but their management is outsourced. To outsource tranches of smaller loans, IBRA

calls for expressions of interest from financial institutions and selects a servicing agent. It selects banks according to their

technical capacity, reputation and expertise.
8 IBRA plans to restructure or liquidate the debts of the largest debtors itself, particularly the largest 21 debtors.
9 Other large workouts have resulted in original shareholders retaining ownership of their corporate assets, as was the case

with three large restructuring deals the Government announced in early October 2000. These involved the debts of Texmaco

Group, PT Chandra Asri and Tunggal Group.
10 Shops, warehouses and residences in Jakarta and Bekasi, West Java, valued at around Rp. 15 billion (US$1.7 billion) were

auctioned in May 2000.
11 These companies are in agribusiness, the largest share, followed by property portfolios, including hotels, industrial estates,

office properties and shopping centres located throughout Jakarta, Bali, Bintan, Batam and the rest of Indonesia.
12 Detailed information on PT Holdiko Perkasa and the assets it is managing is set out in a preliminary information memorandum

dated December 1999. PT Cakrawala Gita Pratama holds mainly property sector assets in nine companies transferred by

the Modern Group. PT Kiani Wirudha holds mainly financial and timber processing sector assets of 30 companies transferred

by the Hasan Group. PT Bentala Kartika Abadi owns mainly finance and property assets transferred from the Danamon

Group. PT Tunas Sepadam Investama owns the mainly agribusiness and chemical sector shares and assets transferred by

the Gadjah Tunggal Group. (See details of these holding companies and their assets on the East Asia Analytical Unit web

site, www.dfat.gov.au/eaau/indonesia.)
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F i g u r e  3 . 3

Agribusiness and Property Dominate IBRA Assets

IBRA’s Corporate Assets for Eventual Sale, by Sector

Source: Deacons, 2000.

Independent accounting firms under IBRA’s direction have valued all corporate assets IBRA controls

and determined appropriate sale prices. However, IBRA has indicated it will not offer ‘fire sale’ prices

and will wait until the market improves before offering many assets for sale; the August 2000 sale of

a package of Bank Central Asia shares demonstrates this approach.
13

IBRA’s disposal of corporate assets started in 1999 and will continue until 2004 and include:

• initial public offers, selling shares to the public through the Jakarta or Surabaya Stock Exchanges

• share placements, selling shares to identified purchasers

• asset sales, selling specific assets to third parties

• settlement with joint venture partners, selling shares in companies under IBRA’s control to joint

venture partners, such as shares in PMA company to joint venture partner, Dow Chemical Company

• strategic sales, involving the sale of shares to identified strategic buyers, where purchasers need

particular expertise in the relevant business (Indonesian Bank Restructuring Agency, 2000b).

Asset sales to strategic investors are more likely to maximise revenue than other approaches, so

increasingly IBRA may favour this strategy. IBRA recommends investors interested in specific sectors

13 IBRA stated it would set a fair price for the public offering (Jakarta Post, 29 April 2000). The sale price of Rp.1 400 per share

was at the lower end of the indicated range of Rp. 1 350 to Rp. 1 750 per share.

Others 3%

Cement 3%

Plywood 5%

Coal and granite mining 3%

Chemicals 14%

Manufacturing products 3%

Food 4%

Motor vehicles 6%

Property 24%

Agribusiness 35%
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register their interest with it, so it can inform them of relevant upcoming asset sales.
14

 IBRA does not

recommend prices for assets on sale, encouraging prospective investors to undertake detailed

accounting and legal due diligence of assets.

�
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Although purchasing IBRA’s assets can be risky, especially for investors unfamiliar with Indonesia,

buyers can apply strategies to minimise risk. Major risks include the distressed nature of many

assets, and lack of financial information, especially potential undisclosed liabilities. Independent

auditing in collaboration with IBRA’s own appraisal can help manage risks. While IBRA encourages

investors to complete comprehensive due diligence assessments before acquiring assets, in some

cases, incomplete record keeping makes this a time-consuming process, particularly if former owners

are uncooperative. Other risks relate to the broad uncertainty surrounding the future of the Indonesian

social and institutional environment, and the volatility of the rupiah.


���������
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The Wahid administration, the first democratic government for two generations, is attempting to build

its economic credentials with an increasingly empowered electorate. However, the transition to a

new political system and its associated political instability complicates the implementation of the

economic reform program in the short term, posing risks to the investment environment. (See Chapter 2 -

Political Developments).

	����������������.�!�����

Complex financial relationships, including inter-firm obligations, often feature in corporate assets

originally part of an industrial conglomerate. Detailed financial information on assets generally

is not publicly available.
15

 Once the asset is sold, investors can face third party claims. Normally,

obtaining the information on claims on assets is difficult, given the level of enforcement of financial

disclosure before the crisis; however, IBRA independently assessed assets under its control and fully

discloses claims on assets to interested investors. IBRA also ensures investors receive full title when

purchasing an asset; this reduces the risks of third party claimants.
16

14 IBRA holding companies have sent to investors more than 200 requests for bids, with approximately 50 per cent expressing

interest. Around 20 per cent have submitted preliminary bids, with around 80 per cent of these from investors in Singapore,

Malaysia, Japan, Germany, UK and the United States (Indonesian Bank Restructuring Agency, 2000a).

15 The relevant holding company appoints a financial advisor for each asset disposal, who prepares a detailed information

memorandum on the asset and distributes this to all interested parties. However, all parties must sign a confidentiality

agreement before conducting due diligence of the asset. As of October 2000, IBRA had valued assets of PT Holdiko

Perkasa, but its information memorandums are not yet publicly available.

16 In the case of equity, investors can conduct due diligence to confirm the legitimacy of the title. IBRA also provides indemnity

in some cases, as reflected in the asset price. IBRA signed Asset Transfer Agreements with all debtors when assets were

transferred, so it has sole ownership. However, this process ultimately relies on the willingness of courts to enforce these

titles. In some instances, such as Bank Bali, the court failed to do so.
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Potential investors should seek access to shareholder agreements drafted between IBRA and the

original owners; these define the assets transferred to IBRA and strategies for meeting debts owed to

banks IBRA took over or closed down.
17

 A new compliance team for each holding company monitors

individual companies and identifies specific problems. IBRA also intends to adopt a corrective action

program, including changing company management. Potential investors must ask company directors

about undisclosed tax liabilities, as these need to be factored into the asset’s purchase price.

/��0�����.������� ��������������

Remaining sensitive to the interests of stakeholders, including the workforce, is critical to a smooth

transition of asset ownership. Existing management retains considerable influence in many companies.

Unions, long suppressed under the New Order regime, now operate more freely and are becoming

very active. Consequently, a successful investment would include existing management, labour

representatives and possibly the local community in the acquisition process. It would advise them of

the long term management strategy, stressing the likely benefits of the takeover, including financial

rehabilitation of the company, employment maintenance and creation, management and marketing

expertise, and technology transfer.

���������0�

Because courts have questioned IBRA’s ownership of assets, investors must confirm the transfer of

assets to IBRA was legitimate. To overcome past problems in this area, the Government is

working to improve the legal system. Amendments to Indonesia’s bankruptcy law and a new commercial

court system aim to improve outcomes, especially the prosecution of debtors. The Government

also has responded by establishing an official watchdog, the Ombudsman Committee, to oversee

IBRA transactions.
18

Importantly, foreign investors may be restricted to acquiring a minority of a company’s shares,

depending on the terms of the shareholder agreement reached between IBRA and bank shareholders.

Potential investors should investigate this issue before registering their interest. Where such restrictions

do not apply, smaller investors are advised to form consortiums with other interested investors to

secure a controlling interest, as occurred in the sale of Astra.

Foreign investors buying shares must ensure shares are not the subject of third party claims, and the

relevant company was incorporated properly and approved by the Ministry of Law and Legislation.
19

17 In all cases, original shareholders committed not to reduce the value of the holding company assets. However, IBRA is not

yet legally obliged to supply these agreements to prospective investors. Further, where shareholders provide IBRA with a

fiduciary transfer (a form of Indonesian security over tangible and non-tangible assets), they cannot sell or transfer the

assets to third parties without IBRA’s consent. IBRA confirmed in the July 2000 Letter of Intent, it would exercise greater

control over the pledged assets and take steps to preserve the value of companies in the holding companies.

18 The Ombudsman Committee monitors the conduct of IBRA’s employees and is chaired by individuals of high standing. The

Ombusdman Committee collects and processes public and internal complaints.

19 The difficulties faced by Canadian insurer Manulife in buying the shares of its bankrupt joint venture partner illustrate some

of the obstacles to purchasing corporate assets.
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Indonesia does not have a complete central Register of Companies, so the onus is on purchasers to

confirm these conditions are met. Investors taking over a going concern also must ensure all operating

licences are valid, particularly if investors plan to expand or diversify the business.
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Building on lessons learned from the failed sale of Bank Bali, IBRA’s sale of 39.5 per cent of Astra to

a foreign consortium was highly transparent, sought to include key stakeholders, and generally was

welcomed by the market. IBRA adopted a strategic bidding process involving several rounds and

including the winning consortium, led by Singapore’s vehicle distributor Cycle and Carriage Ltd,

US Newbridge Capital and Gilbert Global Equity consortium.
20

 By March 2000, PT Astra International

was IBRA’s biggest sale.

'��0�&�������!���

In May 2000, IBRA divested 22 per cent of Bank Central Asia, one of Indonesia’s largest private

banks, previously owned by the Salim family.
21

 The sale was highly transparent, via an initial public

offering that was fully subscribed. Foreign investors including from Hong Kong, Europe and Singapore,

purchased 25 per cent of the 662.4 million shares offered, exceeding the 20 per cent sales target for

foreign investors (Asia Daily News, 26 May 2000). IBRA rejected strategic offers by investors,

publicly stating that to maximise transparency, it would only offer shares through the initial public

offering. While the offer was successful, it achieved only 13 per cent of the book value of the shares

(World Bank, 2000).
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The Indonesian Government has directed IBRA to complete its assets sales by 2004. IBRA plans to

sell assets worth Rp.18.9 trillion (US$2.2 billion) in the nine month financial year to the end of

December 2000; Rp. 16.3 trillion should come from corporate and banking asset sales. It had realised

Rp. 12 billion by the end of September (World Bank, 2000). While IBRA delayed asset sales in 1999

and into 2000, including shares in Bank Central Asia and Bank Niaga, in the belief that flooding the

market would lower prices, it plans to reach its target by substituting other assets for sale (Table 3.2).

IBRA now is trying to attract foreign investors using road shows.
22

 Sale timetables are on IBRA’s web

site, www.bppn.go.id. IBRA is targeting a range of assets sales over 2000-01 (Appendix Table 3.1).

20 The consortium also included Batavia Investment Management Ltd; Lazard Asia Fund, a unit of the French group Lazard

Freres; PT Bhakti Investama; and the Government of Singapore Investment Corporation, GSIC.

21 Bank Central Asia booked a net profit of Rp. 641.29 billion (US$85 million) in 1999 compared to a loss of US$5 billion in 1998.

22 Road shows to Singapore, Hong Kong, the United States and Europe took place in mid 2000. One to Australia is planned for

early December 2000.
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IBRA’S Planned Sale Details and Methods

Company Industry Method of Sale Advisor

Indomarket Mini market chain Initial public Danareksa,

offering Nikko Securities

Indomilk/Indolakto Milk processing Strategic sale Chase Jardine

Indomiwon Food seasoning Strategic sale KPMG

Indosiar Television station Loan refinancing, PWC, Trimegah

initial public offering Securities

Mosquito Coil Group Mosquito repellant coils Strategic sale Chase Jardine

Salim Oleochemicals Chemicals Strategic sale Chase Jardine

Salim Palm Plantation CPO palm oil plantations Strategic sale Goldman Sachs

Salim Coal Mining Strategic sale BNP Peregrine

Sulfindo Chemicals Strategic sale Chase Jardine,

Bhakti Investama

Pangansari Utama Industrial catering Strategic sale Deloittes

Puri Imperium Apartment Property Auction na

Bentala Property Auction na

Diners Jaya Indonesia Credit card Strategic sale na

Ficor Sekuritas Securities Strategic sale AAJ Associates

Bank Hanvit Indonesia Bank Sale of minority na

interest

Source: Indonesian Bank Restructuring Agency, 2000b.

In 2000, the Singaporean Government and Singaporean investors showed strong interest in acquiring

assets, including hotels and buildings. To encourage Singaporean interest, the Singaporean

Government pledged US$500 million in loan facilities for its investors to acquire IBRA assets and

another US$400 million in guarantees for its businesses investing in Indonesia.
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Another opportunity for investment arises from the Government’s privatisation program. In 1999, to

increase enterprise efficiency and fund expensive financial sector restructuring, the Indonesian

Government committed to privatising around 140 state enterprises, SEs. SEs operate alongside

private businesses in all major sectors, including natural resources, infrastructure, finance, agriculture

and transport (Table 3.3). A government masterplan outlines the firms to be privatised, preferred

method of privatisation and sales timetable.
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Value of SE Assets and Turnover by Sector, 1998

Sector Number Turnover Per cent Assets Per cent
of SEs 1998 of total 1998  of total

(Rp. trillion) turnover (Rp. trillion) assets

Agri-industry and 33 20.2 14.0 26.3 5.6

consumer goods

Energy 3 14.3 9.9 70.0 15.0

Tourism 10 13.9 9.6 13.0 2.8

Strategic industries 13 8.4 5.8 14.7 3.1

Telecommunications 4 8.8 6.1 28.8 6.2

and media

Financial services 19 61.1 42.4 271.5 58.2

Logistics 32 8.1 5.6 20.3 4.3

Mining 4 3.9 2.7 5.8 1.2

Construction and 18 3.4 2.4 13.0 2.8

building materials

Forestry, paper and 8 1.9 1.3 3.2 0.7

wood products

Total 144 144.0 100.0 466.6 100.0

Source: Deacons, 2000a.

Although this timetable has been delayed, the Government recently recommitted to majority

privatisation of all state owned assets.

!����������
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The Government’s stated strategy is to sell first the SEs foreign investors find most attractive. It

intends to delay selling a majority of individual SE’s shares in key sectors, and accelerate sale of

other SEs allowing foreign majority ownership.

In addition to eight SEs shortlisted for privatisation (Table 3.4), the Government plans significant

telecoms privatisation. It will sell a further 8 per cent of domestic telecom operator, PT Telkom, leaving

it with a 58 per cent share.
23

 The Government plans to maintain majority ownership in  PT Telkom, but

will allow foreign investors to buy a majority share in international telecom company, PT Indosat,

currently listed on the Jakarta and Surabaya Stock Exchanges, and its subsidiary, PT Satelindo.

These companies currently hold the exclusive right to provide international telecom services until 2004.

23 Telkom has a monopoly over private domestic fixed line telecom services until 2010 and domestic long distance services

until 2005.
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Shortlisted SEs for Early Sale

State enterprise Industry

PT Pupuk Kaltim Fertiliser maker

PT Bukit Asam Coal mining

PT Aneka Tambang Coal mining

PT Perkebunan Nusantara PN III Plantation

PT Perkebunan Nusantara PN IV Plantation

PT Indo Farma Pharmaceuticals

PT Kimia Farma Pharmaceuticals

PT Angkasa Pura II Airport operator

Source: Deacons, 2000a.

In both cases, the Government plans to rationalise their telecom operations, including reviewing their

non-core business before their privatisation (International Monetary Fund, 2000).
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Eventually, the Government is expected to sell a majority of all state assets. As part of the revised

masterplan, the Government set out the criteria for selecting suitable privatisation methods for each SE.

Initial public offering

SEs will seek to sell shares though initial public offerings on the stock exchange to attract new capital

for debt refinancing or business expansion, and when business prospects are relatively strong.

Before listing, firms must record positive profits for two consecutive years, and the Capital Markets

Regulator, Bapepam, must determine the SE’s accounts comply with capital market laws.

Strategic sales

The Government will pursue strategic sales if a SE is deemed profitable, has good prospects, and

needs a particular technology, marketing network or professional staff. In the bidding process, it will

favour firms offering these qualities.

Liquidation

When a SE’s business prospects are poor and declining; it has a high and unsustainable level of

gearing; and it is projected to be consistently loss making, the Government is likely to liquidate it.

Firms that are difficult to restructure or lack qualified management also are more likely to be liquidated.

The Government will consider the possible effects on public service provision before it decides whether

to liquidate.
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Employee buy outs

Employee buy outs will be used where the SE is profitable or has reasonable business prospects, owns

a relatively low level of fixed assets, and has relatively highly skilled employees and/or management.

�����������������������

The Government retains its in principle commitment to improve SEs’ financial structures before sale.

Steps include replacing directors, improving internal governance and reviewing existing contracts.

The Government is auditing boards of commissioners and, especially for SEs likely to remain in

government hands, developing statements of corporate intent. SEs also will be publicly audited and

announce their financial statements through a company registry. The Government indicated it will

consider the costs and benefits of restructuring to determine if this will increase the asset’s

attractiveness to investors. Also, the Government recently canvassed having a long term, share buy

back option in profitable SEs (Jakarta Post, 5 September 2000).

�� ������

The US$400 million raised from privatising five SEs
24

 by the end of 1999-2000 was considerably less

than the US$1.5 billion originally targeted from selling 12 enterprises. This shortfall is due to government

attempts to restructure SEs before sale, poor market conditions that threatened to reduce prices and

resistance from SE management.

�
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Managing risks is critical to investing successfully in SEs. Potential investors must thoroughly audit

accounts and explain their intentions to shareholders, workers and managers.

&��#����������������

The Government advises potential investors to conduct due diligence before registering their interest

in assets, as information on SEs’ financial position is difficult to access. Prevailing accounting standards

and potentially uncooperative management may make SE due diligence complex.

Potential investors must examine closely a SE’s viability before outlaying large amounts of capital.

Contracts between the enterprise and third parties may not be commercially viable; consequently,

investors need to clarify their right to nullify these before purchase. New government laws ensuring

access to relevant financial information, and government efforts to restructure and clarify the financial

position of these enterprises should help.

24 These included part sale of PT Telkom, PT Semen Gresik, PT Pelindo and PY Krakatau Steel.
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As most government assets are slated for selling in stages, full control of a SE may not be a medium

term option. Before purchase, investors will need to clarify and formalise their rights to manage the

financial affairs of the enterprise, if they hold a minority share. Investors also should ensure

management agrees to their business plan before the purchase.
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Investors must consult with and include existing management in new initiatives. Privatisation must be

transparent to avoid shareholder, staff or public accusations that foreigners are being favoured.

Selling the benefits of the privatisation to the community and labour groups is an important part of

this process.
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The following case studies highlight the importance of managing these issues when investing in a SE.


��
����.�������.����

Privatisation of Indonesia’s leading ports at Jakarta and Surabaya was transparent and inclusive,

and received widespread public and management support. P&O Ports Australia successfully bid for

Surabaya port operator, PT Pelindo III, from a field of four foreigners, see box below (P&O Ports

Australia, 2000a).
25

 Hong Kong based Hutchison Whampoa acquired a 51 per cent interest in Pelindo II,

outbidding the AP Moller Group, International Container Terminal Services of the Philippines,

P&O Ports Australia, Peony Investment SA and a joint venture between US based Stevedoring Services

and the locally controlled shipping line, Samudera Indonesia.


��)��0�����
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Poor transparency prevented the sale of PT Krakatau Steel to foreigners. Dutch company, Ispat

International NV, signed a memorandum of understanding with Krakatau Steel allowing it alone to

conduct a due diligence of the company (Ispat, 1998).
26

 This feature of the sale, along with concerns

the share price was too low, and considerable labour and management resistance, caused the

privatisation to be abandoned.
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Labour resistance also thwarted the majority sale of Semen Gresik. Mexican company Cemex secured

a 35 per cent share in the company following the first round of bidding, and expected to purchase a

further 16 per cent in a second bidding round that included three other firms.
27

 Workers at Gresik’s

Semen Padang unit in Sumatra protested against majority foreign ownership, forcing the Government

to sell only a further 14 per cent to Cemex.

25 These were American Samudra Indonesia, Fountain Head of France, International Container Terminal Services of the

Philippines and P&O Ports Australia.

26 Ispat decided not to proceed with the terms of its memorandum of understanding to conduct the due diligence.

27 These included Germany’s Heidelberger Zement, Switzerland’s Holderbank and France’s Lafarge Asia Pacific.



� � � � � � � � � � � � � � � � � �


 ��
 ��%

�����
�����
���
������

P&O Ports acquired 49 per cent of the SE container terminal at Tanjung Perak, Surabaya in

1999, resulting in a joint venture company, PT Terminal Petikemas Surabaya. This follows

P&O’s joint venture investment in APT Kuala Pelabuhan Indonesia in Irian Jaya in 1995, to

perform logistics functions at the Freeport Copper and Gold Mine.

An international bank administered the public bidding process that led to the Surabaya port

investment. P&O carefully sought to understand the needs of stakeholders, including the

partner company, management and employees, to ensure the sale was a success. As a

result, management, labour and existing shareholders have cooperated since the investment

was made. While some delays occurred in government approval of a necessary stevedoring

tariff rise, this rise was approved. P&O advise investors interested in Indonesia to research the

market carefully and seek advice from many sources to ensure they form a balanced view.

Source: P&O Ports Australia, 2000b.
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Devolving government responsibilities to the regions introduces new complexities to the investment

application process, and companies should remain sensitive to increasing decision making authority

in the regions. The increasing prominence of regional agencies in the investment process introduces

potential inconsistencies. New regional levies and charges could be introduced. (See Chapter 2 -

Political Developments.) For most potential investments in Java, investors are reasonably protected from

many of these risks; however, infrastructure and mining companies are likely to be affected.

��$������������
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Rapidly growing demand for infrastructure, education and health services reflects Indonesia’s

development priorities and provides scope for foreign investment.

��������������

FDI opportunities are emerging in privately provided infrastructure, given expanding demand

and the Government’s reduced capacity to fund new infrastructure over the medium term.

Priority areas include transport, public sanitation, water treatment, telecommunications and

possibly electricity (Table 3.5). However, ongoing disputes with foreign joint venture independent

power producers over US dollar denominated power supply contracts signed by the Soeharto

Government will reduce market confidence in Indonesia unless a mutually acceptable outcome can

be negotiated.
28 

The Government recently announced it would continue to implement 27 infrastructure

projects suspended in 1997. It has identified a further 190 priority project proposals costing a total

of Rp. 5.3 trillion (US$6.2 billion) (BAPPENAS, 2000).

28 A few of these power producers are selling power to the Indonesian electricity authority, PLN, but for well below the contracted

price. Electricity demand is expected to exceed supply again reasonably soon, so incentives will increase to reach a

solution to outstanding IPP contract disputes.
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Major Infrastructure Projects Requiring Funding, 2000

Type Description of project

7 toll roads Building toll roads to connect Cikampek to Padalarang, Cileunyi to

Nagreg, Cikampek to Padalarang, Cileunyi to Nagreg, Gompol to

Pandaan, Pondok Aren to Serpong, Semarang to Batang, as well as a

toll road in Semarang.

6 communications Improving meteorological and geophysical equipment, improving

projects the automated frequency management system, procuring and

installing airport security equipment for 50 airports, procuring and

installing VHF extended range communication system and ATC Radar

facilities, phase II, and procuring SAR communication systems.

2 Pelindo II Projects Constructing and operating coal and general goods terminals in North

Sumatra, and constructing a terminal pier in Gresik Port, East Java

for logs and general goods.

PT Semen Tonosa Constructing a cement factory.

Source: Asia Pulse, 16 May 2000.
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1998 reforms allow foreign educational institutions to invest in universities and other non-school

educational facilities. This liberalisation could provide significant opportunities for Australian education

and training providers to cooperate with Indonesian institutions in expanding available courses.

Decentralising education responsibility to the regions also should provide opportunities for educational

service providers to help establish new institutions in undersupplied regions. Some Australian

universities already are providing services in this sector. (See Chapter 5 - Australian Opportunities.)

$����"

Foreigners have been able to invest in hospitals since 1990. Over the medium to long term, significant

investment opportunities for Australian health service providers exist in private hospital development

and management projects, provision of private health insurance schemes, export of medical and hospital

equipment, provision of health worker training and promotion of Australia as a health care destination.
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Due to fiscal pressures, the Government is reassessing many foreign investment incentives.

However, it has shelved plans to abandon tax concessions in the Batam free trade zone, at least for

the present; and new tax exemptions encourage investment in pioneer industries, including machinery

and electronic products.
29

 So these incentives do not favour entrenched interests, the Government

only allows new companies to apply for tax exemptions. Tax exemptions can last up to eight years for

companies located outside Java and Bali, and up to five years for companies located in Java and

Bali. An additional year may be granted if companies:

• employ at least 2 000 Indonesians once commercial production is underway

• have at least 20 per cent ownership by cooperatives

• invest more than US$200 million in assets other than land and buildings.

A project must be completed within five years of government approval. The tax exemption takes

effect when the company completes project development and begins commercial production. Foreign

investors and local investors must apply to the Minister of Trade and Industry for these exemptions.

��
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Recent foreign investment regime liberalisation and major IBRA and SE asset sales expected from

2000 to 2004 should provide foreign investors with good opportunities to acquire some strategic shares

in Indonesian industries. While social instability in some provinces and the need for ongoing economic

and legal reforms may affect the assessment of investment opportunities, investors undertaking

thorough due diligence and negotiating sensitively with stakeholders may make valuable acquisitions.

While IBRA and SE asset sales were delayed in 1999 and 2000, progress should be steadier in 2001

and beyond. Potential investors need to be prepared by completing their due diligence, so they can

participate as asset sales proceed.

29 Pursuant to Presidential Decree No. 7/1999.
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Sectoral Distribution of IBRA’s Five Holding Companies

Holding companies Sectors represented Number of
companies

PT Holdiko Perkasa Chemicals 13

Coal and granite 5

Communications 1

Food and consumer products 10

Multi industry 6

Oil and fats 3

Palm plantations 24

Plywood 4

Property 25

Publicly listed companies 6

Sugar 4

Textiles and garments 3

Trading 3

PT Cakrawala Gita Pratama Hotels and resorts 1

Property 8

PT Kiani Wirudha Catering and food distribution 1

Glue and chemicals 2

Timber/logging 8

Financial services and others 9

Plywood 4

Pulp 4

Shipping 2

PT Bentala Kartika Abadi Financial services/related business 10

Property 12

PT Tunas Sepadan Investama Automotive/tyre 3

Chemical/petrochemical 6

Agribusiness/shrimp aquaculture 12

Source: PT Holdiko, 1999; PT Cakrawala Gita, 1999; PT Tunas Sepadan Investama, 1999; PT Kiani Wirudha, 2000; PT Bentala Kartika
Abadi, 2000.
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2 These policies complemented the June 1999 abolition of the national car program and local content scheme for

automotive products.

3 In both cases, only state owned producers could import these.
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Government reforms have improved significantly foreign producers’ access to the Indonesian

car market, despite an exemption for car imports under the three-tier tariff structure targeted

for 2003. The June 1999 automotive deregulation package substantially cut tariffs on completely

knocked down, CKD, and completely built up, CBU, vehicles from 5-200 per cent to

0-80 per cent (Table 4.4). In early 1998, the Government also abolished special tax, customs

and credit concessions to the national car project, implementing ahead of schedule the WTO

panel ruling on this case. In addition, by the end of 2000, the Government agreed to phase

out the motor vehicle local content program that gave preferential tariff rates to manufacturers

using a high percentage of local parts.
2
 As the economic recovery gathers momentum,

Australian manufacturers of vehicles and automotive parts will be well placed to access the

opportunities these reforms provide.

T a b l e  4 . 4
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Tariff Reductions on Vehicle Imports since June 1999

Tariff rates

Completely built up, Completely knocked down,
CBU  CKD

Old New Old New

Sedans less than 1500 cc 200 65 65 35

Sedans 1500 cc-3000 cc 200 70 65 40

Sedans higher than 3000 cc 200 80 65 50

Minibuses 105 45 25 25

Jeeps 105 45 25 45

Buses 70 40 25 25

Trucks with GVW less than 24 tons 70 40 25 25

Trucks with GVW higher than  24 tons 5 5 0 0

Source: Centre for Strategic and International Studies, 2000.

The Government agreed to liberalise the importing of many items, including agricultural commodities

that previously only government agencies imported, and industrial inputs, including polystyrene

and polyethylene.
3
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After November 1997, the Government removed import licensing requirements on commodities the

national logistics agency, BULOG, controlled. This liberalisation permitted import competition for

wheat, wheat flour, soy beans and garlic, the sale and distribution of flour, and the importing and

marketing of sugar. This major reform should reduce prices of these commodities for consumers,

and has obvious benefits for Australian exporters.

In late 1998, the Government opened rice imports to competition. However, in January 2000, because

of the sharp fall in world rice prices, the Government placed a temporary Rp. 430 per kilogram import

tariff on rice to protect local farmers’ incomes; this is due for review in 2001 (International Monetary

Fund, 2000a). As a regional exporter of rice, Australia is well positioned to take advantage of

this liberalisation.

To smooth the transition to a fully open market, tariffs replaced import licences on some products,

including for soy beans and dried garlic (which have a 20 per cent tariff) and wheat flour (which has

a 10 per cent tariff). These tariffs are slated to fall to 5 per cent or less by 2003. A 25 per cent tariff on

sugar also should be phased out by 2003.

In January 1998, the Government dismantled controls on wood panel exports and shipments, and on

dairy product imports; these are markets in which Australia is very competitive. The Government also

disbanded Badan Penyangga dan Pemasaran Cengkeh, BPPC, and its monopoly over the domestic

marketing and distribution of cloves.

As part of the June 1999 automotive deregulation package, the Government permitted general

importers to import completely built up vehicles. Given Australia’s increasing success in exporting

cars, this represents a major opportunity for Australian vehicle manufacturers.

Local content requirements

In addition to reforms in the car market, in February 1998, the Government announced the phasing

out of local content requirements for dairy products, well ahead of Indonesia’s commitment under the

Uruguay Round, again offering opportunities for Australian exporters.
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Indonesia’s participation in multilateral trade groupings, including the WTO, AFTA and APEC, also

influences the pace of Indonesian trade liberalisation.

%�����		��	�
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Indonesia joined GATT in 1947, but like other developing economies, was not actively involved in

GATT negotiations until 1986. In the Uruguay Round, Indonesia offered trade liberalisation

commitments including binding new tariffs (Appendix Table 4.1). It bound 6 714 tariffs or 72 per cent

of all manufactured import tariff lines, agreed to eliminate quantitative restrictions, opened up trade in

services and liberalised foreign direct investment by offering to apply national treatment by 2000.
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Before the crisis, the Government offered exporters incentives to locate within the Batam

Island, Rempang and Galang special economic zones, by exempting all products produced

and imported there from value added tax and import duties. These concessions, and the

zones’ proximity to Singapore, attracted significant foreign direct investment; this rose from

US$684 million in 1990 to US$2 332 million in 1999. Exports from the region increased from

US$568 million in 1992 to US$3 152 million in 1998, with non-oil exports increasing through

the crisis years. Because of concerns about the fiscal cost of these concessions, in July

1999, the Government indicated it would commission a comprehensive study to review the

tax free status of Batam, Rempang and Galang islands.
4
 However, objections by Batam

residents and businesses delayed the removal of the tax exemptions to the beginning of

2001, at the earliest.
5

The Government also has reviewed tariff exemptions for all capital equipment, machinery

and raw materials for businesses in export processing zones or export-oriented manufacturing

entrepots. This scheme was based on firms’ self assessment of imported value, and despite

random government audits, was prone to corruption. In January 2000, the Government

committed to remove all such import duty exemptions by May 2000. However, this equipment

only carries a 5 per cent import duty.

Source: Centre for Strategic and International Studies, 2000.

However, Indonesia was disappointed by relatively limited concessions western economies offered

to liberalise the Multi Fibre Agreement, and many of Indonesia’s tariffs were bound at well above

existing applied levels.
6
 Other concessions Indonesia made were relatively modest compared to

previously announced unilateral trade liberalisation.

Indonesia started implementing Uruguay Round tariff commitments to reduce general tariff schedules

in June 1996 (World Trade Organization, 1998). By 2000, Uruguay Round commitments had reduced

the maximum applied tariff to 15 per cent (Table 4.1). Indonesia also committed to removing 96 non-

tariff barrier measures, meeting its remaining Uruguay Round non-tariff barrier commitments by 2004,

although post crisis reforms supersede many of these.
7
 These involved simplifying import licensing

and gradually eliminating producer-importer and trade-importer licensing.

4 These were signed on 22 July 1999 and 20 January 2000.

5 In January 2000, the Government also announced it would remove all tax exemptions currently applying to the integrated

economic development zones, KAPET, especially income and indirect tax concessions (International Monetary Fund, 2000a).

Businesses within KAPET no longer will receive duty exemptions on their import of capital goods, raw materials and other

equipment directly related to production activities. Value added tax and luxury sales taxes on domestic purchases also are

applied now.

6 Australia is not a member of the Multi Fibre Agreement and hence does not use it to restrict clothing and textile imports.

7 By April 1996, Indonesia had eliminated 75 non-tariff barriers, 77 per cent of its Uruguay Round commitments, and by June

1996, had abolished 83 non-tariff barriers, over 80 per cent of its commitments. Indonesia will continue to reduce export

taxes on logs, sawn timber, rattan and minerals to achieve these goals.


