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EXECUTIVE SUMMARY

The economic outlook for Indonesia has
substantially improved over the course of 2004.
During  2000-03, the Government has
strengthened Indonesia’s macroeconomic
stability by reducing inflation, stabilizing the
Rupiah, and reducing public debt as a share of
GDP. The recent peaceful general and
presidential elections have demonstrated that
legitimate and effective democracy is taking
hold in Indonesia. But in spite of these
impressive  gains, growth had remained
moderate and largely driven by consumption, as
investment stagnated. Such moderate growth
was insufficient to create enough employment to
absorb newcomers into the labor force.
Investment rebounded in 2004, after this long
period of modest growth and stagnating
investment. This was largely a response to the
improved  political and  macroeconomic
fundamentals, and partly a cyclical effect. In
this promising new environment, policymakers
now need to tackle the second generation of
reforms in order to strengthen and extend this
rebound into a strong, multi-year expansion that
produces substantial and permanent
improvements in living standards and a
significant reduction in poverty.

Good Prospects for Investment Ahead

The improved political and macroeconomic
Sfundamentals provide a solid basis for
recovery. After stagnating during 2000-03,
investment grew by 8.3 percent in the first half
of 2004, much higher than the 0.4 percent
achieved in the second half of 2003. Other
indicators alsc signal a recovery in investment:
capital goods imports for the period January-
September incre'sed by 35 percent, and the
number of investment approvals is on the rise.
Market sentiment is strong; fiscal and external
risk indicators continue to improve, with
Government debt-to-GDP ratio down to 53
percent in June 2004, from 80 percent at end-
2000. Political stability is settling in. The

recent elections cap what has been in essence a
genuine political revolution over the last five
years, and demonstrate that legitimate and
effective democracy is taking hold in Indonesia.
These positive political and economic
developments have been reflected in rating
upgrades—Fitch recently upgraded their rating
outlook from stable to positive.

High capacity utilization, improved profitability
of firms, and increased bank lending are
supportive of continued increase in investment.
Until recently, the economic recovery has been
led by stronger consumer spending, which has
improved the market outlook for firms. The
moderate increase in growth, combined with low
investment over the past seven years, raised
firms®> capacity utilization, which has now
reached much higher levels than historical
averages. Given the current high capacity
utilization, continued growth and improvements
in the investment climate suggest potential
demand for investment will be high.

Real interest rates continue to decline, although
they are not yet low enough, and the availability
of credit is improving.  There has been
continued progress in  corporate  debt
restructuring, which, combined with the lower
interest rates, has resulted in sharply lower
interest expenses for firms. At the same time,
stock prices surged in 2003-04 with
strengthening growth, the improving financial
health of corporations in the country, and the
return of foreign portfolio capital inflows. This
helped reduce the equity cost of capital. Firms’
profitability and balance sheets are thus
improving, and this should also be supportive of
new investment.



Investment’s contribution to growth is rising
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Banks have also benefited from the acceleration
of economic activity.  The profitability of
commercial banks—as measured by the rates of
return to assets and equity—has improved
substantially in Indonesia. = Average risk-
weighted capital adequacy ratios have also been
above the 8 percent BIS norm for several years,
while non-performing loans (NPL) ratios have
continued to decline, reflecting continued
restructuring  efforts, improved capacity of
borrowers to repay, and new loan growth. Bank
lending to firms accelerated in 2004, in
particular lending to the manufacturing sector,
after a long period of stagnation.

Early, decisive action by the new Government
is critical to anchor and sustain the recent
investment recovery. As with any recovery,
cyclical factors also played a role. Building on
this upswing, the Government can ensure a
higher and more sustainable path for growth in
investment, productivity, and incomes over the
next decade. Further structural and institutional
reform efforts are needed to improve the
investment climate, build on the gains already
achieved, and anchor the investment recovery on
a more sustainable path that can last beyond the
current near-term upswing. Needed reforms
include further improvements in financial
supervision and regulation, corporate
governance, labor regulation, and the legal and
judicial framework more generally. Also needed
is a strengthening of infrastructure, and the
provision of other public services important for
business.

i1

Interest rates are going down
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Main Issues Going Forward: How to Reduce
Risk, How to Reduce Costs

But what really matters to businesses in terms of
investment climate?  The. Productivity and
Investment Climate Survey (PICS—a survey of
about 700 firms undertaken in 2003 by the Asian
Development Bank and the World Bank)
identified two overarching areas of concem to
investors with regard to Indonesia.  First,
investors said they were concerned with risks
arising from political and social insecurity,
macroeconomic instability, and policy and
regulatory  uncertainty. Political  and
macroeconomic stability have greatly improved
in the past two years, thus reducing the most
severe constraints to investors—and this is
starting to be reflected in the recent investment
recovery. Policy and regulatory uncertainty
remain, however. Second, investors were
concerned about their cost of production, such as
power shortages, taxes, cost of financing, and
labor regulations. For example, the costs
associated with crime, corruption, regulation,
unreliable infrastructure, and poor contract
enforcement amount to 20 percent of firms’
sales (compared with 8 percent in Poland and 13
percent in China). These extra costs are
typically more than what firms pay in taxes.




Extra costs of production are still high
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The main issues that need to be addressed to
ensure sustained growth going forward fall into
several broad and at times overlapping
categories: policy and regulatory uncertainty,
including corruption; legal, judicial, and security
issues; financial sector issues; tax and customs
administration; labor regulations and labor
disruptions; infrastructure bottlenecks; and the
changing role of local government.  The
majority of firms perceived these issues as
constraints. As macroeconomic and political
stability is now largely achieved, the
Government can move into improving second-

level problems.

Time to tackle i@e second level of constraints
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The Policy and Regulatory Environment

Firms now spend about 10 percent of their time
each week (14-16 percent for large firms)
completing forms and dealing with other
regulatory requirements. More than half this
time is spent on local government regulations.
The process of obtaining licenses and operating
permits also imposes a heavy administrative
burden on firms. As many as 29 percent of all
firms (and one third of large firms) report hiring
consultants to work almost entirely on
government regulations. The extent of this
regulatory burden is negatively associated with
firm efficiency and productivity.

Firms report making informal payments of
around 4.6 percent of annual sales, and exporters
report paying close to 5 percent of annual sales.
Under the old regime, corruption was contained
and predictable, and thus easily figured into the
cost of doing business. With decentralization,
however, about a third of the surveyed firms
(and 40 percent of large firms) think that
corruption has increased, with many more
government officials at different levels
demanding bribes for business transactions.
This unpredictability raises firms’ transactions
costs, reduces productivity, and acts as a
disincentive for investment. Further, 15 percent
of firms report having to pay bribes to obtain
any public service. Thus, corruption at the local
and national levels is seen as a major or severe
constraint by about 50 percent of the surveyed
firms—higher than in China, the Philippines,
and Malaysia.

With the new Government now in place, some
short-terms measures can signal its seriousness
about corruption. These measures include: (i)
holding a series of televised public hearings on
corruption in different sectors; (ii) creating a
high-level Presidential Council of Governance
Advisors to ensure that the anti-corruption
momentum continues; (iii) creating a nationwide
“yellow card” campaign for public complaints
about corruption; (iv) launching a pilot top-to-
bottom reform plan for one institution perceived
as corrupt; (v) setting clear performance targets
for key institutions in charge of dealing with




corruption (such as the Committee to Audit the
Wealth of State Officials, the Attorney General’s
Office, and the Anti-Corruption Commission);
and (vi) completing the legal framework to deal
with corruption.

Legal, Judicial, and Security Issues

About 25 percent of firms rate the functioning of
the legal and judiciary system as a major or
severe constraint; close to half believe that the
courts are unfair and corrupt; and about 40
percent believe the courts are unable to enforce
firms’ contractual and property rights. These
numbers are significantly higher than in other
countries surveyed. Security and law and order
are also of concern, as measured by the amount
firms spend on security measures (equipment,
personnel, professional security service), and on
protection payments to organized crime.
Improving security and law and order would
significantly raise the firms’ willingness to
invest, which in turn would raise employment.

Financial Sector Issues

About 28 percent of the firms state that the costs
of finance are a major or severe constraint.
Access to diversified sources of formal finance
is also_a problem. The bulk of formal external
financing comes from bank loans; but the
collateral required is much higher, and access to
line of credit facilities and to other sources of
formal financing is more limited than in the
Philippines or China. A sizable proportion of
Indonesian firms’ external financing comes from
informal sources, which are more expensive and
more limited in duration. This is especially the
case for small and medium enterprises.

The increased access to formal finance can raise
investment substantially. While deposit rates
have been declining, lending rates tended to be
sticky until 2003; but spreads have started to go
down recently. Bank lending is recovering and
beginning to shift its focus from consumption to
investment. Non-bank financial institutions
(penston funds, insurance, capital markets
mutual funds) make up less than 15 percent of
Indonesia’s financial system, but they are crucial
for supplying long-term capital needed for

v

infrastructure development and growth, as well
as for providing a stable source of financing for
Government deficits, and the refinancing of
debt.

Moving forward, Indonesia needs to adopt a
two-pronged approach to strengthening the
financial sector, in order to support growth and
minimize the possibility of another crisis: (i)
diversify so the sector becomes less vulnerable
to shocks, and can function as a wide-ranging
source of domestic financial resources; and (ii)
improve access of SMEs to formal financial
sector services, by replacing subsidized credit
with new, commercial-based financing vehicles,
and by improving land -certification, which
would enable SMEs to build collateral.

Tax and Customs Administration

Indonesia’s tax system is sound, but tax and

customs administration need further
strengthening. and  local taxation needs

simplification. The system has in place a
modern value-added tax (VAT) and income tax,
it relies little on import duties, and it has a
balanced reliance on income and consumption
taxes. But the tax administration needs to be
more efficient in the areas of enforcement,
collections, and VAT rebates, since current
inefficiencies add to investors’ costs. So do
predatory local taxes, which have proliferated
due to the lack of a tax base for local
governments, and to inadequate central
Government transfers to help with the provision
of basic services. About 30 percent of firms in
Indonesia say that taxes are a major or very
severe constraint to doing business—broadly in
line with the Philippines and China.

Given the overriding importance of an equitable
and efficient taxation system for Indonesia’s
business environment, the Government could
establish an independent body to review the tax
system and produce a comprehensive reform
plan, taking into account the impact of changes
in tax policy on the Government’s budget.
Equally important will be enforcing a
comprehensive governance framework,
including a Code of Conduct for tax officials
and a Taxpayers’ Bill of Rights, as well as other



safeguards against arbitrary application of tax
regulations.

Labor Regulations

The new labor regulations are a problem to a
quarter of the firms (35-40 percent of large
firms), and have had the unintended
consequence of reducing the growth of formal
sector jobs. Labor has long been a key element
in Indonesia’s comparative advantage for
investors, but this perception changed in 2003
with the passage of the Labor Protection Law,
which has decreased the flexibility of firms with
regard to layoffs and dismissals, temporary
hiring and contract workers, and the salary scale
for skilled workers. Employees’ absenteeism is
also becoming a problem for firms, and may
have increased as a result of the new labor
regulations. The irony is that labor issues were
not of concern to prospective foreign investors
before 2003, but they now rank high in terms of
constraints to investment. Labor disruptions are
one of the most important factors affecting
firms’ efficiency, and are leading firms to revert
to more capital-intensive production methods.

Further reform of the Labor Law could do much
to improve the functioning of Indonesia’s labor
market. Developing the legal framework and
policies in which quality employment can grow
requires careful and thoughtful decisionmaking,
as well as consultations with representatives of
labor, business, and Government. Job
information centers, enhanced skills training,
and a national skills accreditation or licensing
system are also important measures that could
lead to higher productivity and help expand
employment.

Infrastructure Issues

Firms lose about 4 percent of their sales to
transportation problems and 6 percent to power
outages; and nearly 40 percent of firms rely on
their own generators. Indonesia has undertaken
some ambitious reforms in infrastructure, but
despite their significance, the impact of these
reforms on investor confidence has been limited,
due to the lack of an overall strategy, predictable
policies, and implementing regulations. An

effective infrastructure strategy must be based
on three pillars: (1) improving public
management and planning of infrastructure to
improve service provision; (ii) resforing private
sector participation to provide expertise, foster
competition, improve efficiency, and ease
finance constraints; (iii) mobilizing finance for
infrastructure through greater efficiency in
implementing  public  projects, including
improved transparency, competitive bidding,
and an end to corrupt practices.

The Changing Role of Local Government

Decentralization exacerbated investors’
concerns, particularly among large firms, of
corruption. policy uncertainty, and business
licensing. Strengthening local governments is
essential to enable them to undertake their new
responsibilities, including investments in areas
such as roads and education, which are critical
for attracting business to underdeveloped
regions. To support local governments’ ability
to carry out these and other functions, the
Government needs to address several key issues
related to decentralization. In particular, the
Government must: (i) expand the legitimate
revenue-raising authority of local government,
while banning nuisance taxes that drive away
business; (i1) strengthen its supervision of local
business regulations; (iii) clarify functional
assignments across government levels; and (iv)
improve the distribution of transfers. With more
revenue in hand, local governments would be
able to provide the kind of infrastructure and
market access that is important to investors,
particularly exporters. Supported by appropriate
policies, these measures could form the basis for
industrial agglomeration in smaller cities, which
in turn could bring about dynamic changes in the
local economy and have a dramatic effect on the
development of social capital.

Need for Coordination

In sum, a crucial task facing Indonesia today is
to ensure that the present rebound in the
economy is consolidated into an extended multi-
year period of strong growth. This requires
further improvements in the investment climate.
Some of the most critical obstacles to



investment—political and  macroeconomic
instability—have been dealt with to a large
extent. Reforms that need to be tackled in the
next stage range from legal and judicial reforms,
to financial sector, tax administration, labor
regulations, infrastructure, and local government
policies—areas that are the responsibility of
many different ministries. To achieve cohesion
and momentum in the reform program, it will
therefore be necessary to coordinate across key
responsible ministries, and to monitor the
progress. The new Government comes at an
opportune time to engage in further reforms that
can be implemented in a reasonable period of
time, while achieving the biggest bang for the
buck.
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Action Matrix of Second-Generation Reforms Needed to Improve the Investment Climate

Issue

Actions

Macroeconomic stability

Maintain a low inflation rate, a realistic exchange rate, and sufficient foreign
exchange reserves;

Reduce the budget deficit gradually to achieve a balanced position over
2005-06;

Reduce the stock of Government debt to GDP to a safe position.

Financial sector

Further strengthen the financial sector to minimize possibility of another
crisis: by clarifying the role of state-owned banks, establishing a sound
financial sector safety net, and further strengthening banking sector
regulation and supervision;

Diversify the financial sector so it becomes less vulnerable to shocks: by
revitalizing capital markets, developing the Government bond market, and
strengthening institutional investors;

Improve access of SMEs to formal financing: by reducing the focus on
direct capital transfers and interest rate subsidies and increasing capacity
building of microfinance providers.

Taxes and customs

Continue reforms in tax administration and customs;
Extend the large taxpayers’ offices to medium taxpayers’ offices.

Labor market

Establish more constructive mechanisms to determine minimum wages;
Obtain legislative approval of reforms to the Manpower Law designed to
maintain flexibility in the labor market.

Infrastructure

Improve public management of infrastructure by re-thinking the role of the
central vs local authorities and tackling corruption;

Restore private participation by increasing commercial discipline of
infrastructure agencies, ensuring financial sustainability of service provision,
and establishing and enforcing adequate regulation;

Mobilize financing for infrastructure by increasing government spending
and mobilizing domestic finance..

Investment policy and SME
promotion

Enhance efficiency and effectiveness of investor-related public services at
the central and local levels through simplification and deregulation;
Establishing one-stop services for investors;

Ensuring a level-playing field for domestic and international investors with
respect to investment-related regulations and their implementation;
Improving the enforcement of intellectual property rights laws

Assisting local and regional governments in improving their investment
climates and promoting investment opportunities.

Support the emergence of SMEs by establishing public facilities for SME
human resource development and introducing SME training systems.

Local Governments

Remove local nuisance taxes and increasing local spending on
infrastructure;

Address key decentralization issues by clarifying principles of functional
assignments across levels of government; revising the principles on which
the distribution of transfers should be based; and expanding the regions’
revenue-raising authority.

Corruption

Launch a broad anti-corruption campaign to kick-start the process of
tackling corruption by holding televised public hearings on corruption,
creating a high-level Presidential Council of Governance Advisors, creating
a campaign for public complaints about corruption, complete the legal
framework for anti-corruption;

Start tackling the broader agenda by strengthening accountability, funding
public services adequately, cleaning up the regulatory mess, reducing
impunity, and enhancing transparency.
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PART I: WHAT IS DRIVING GROWTH?






CHAPTER 1: CREATING JOBS THROUGH INVESTMENT

Over the past three years, the Government has
strengthened Indonesia’s macroeconomic
stability by reducing inflation, stabilizing the
rupiah, and reducing the external debt and public
debt ratios. Peaceful general and presidential
elections have demonstrated that legitimate and
effective democracy is taking hold in Indonesia.
But in spite of these impressive gains, growth
remained moderate and largely driven by
consumption. Formal sector employment was
declining and overall unemployment was edging
upwards. The moderate growth was insufficient
to create enough job opportunities for the
millions of young people who enter the job
market each year (Figure 1.1). The core cause
was very weak domestic and foreign investment;
in 2003 the investment share in GDP was at its
lowest level since the early 1970s." At the same
time, Indonesia’s regional competitors continued
to make steady efforts to improve their
investment climates. This enabled some
countries (i.e., China and Vietnam) to attract
impressive quantities of new investment and, in
some instances, draw existing or potential
investment away from Indonesia. As a result,
Indonesia slipped well behind its competitors in
terms of the percentage of GDP devoted to total
investment (Figure 1.2).

A wide range of factors continues to influence
Indonesia’s investment climate.  Corruption,
lack of transparency, and inefficiency create
significant obstacles and monetary and time
costs for investors at central and local levels.
The legal system does not protect the sanctity of
contracts, and high-profile abuses of the legal
system have undermined Indonesia’s investment
climate. Although decentralization has created
opportunities, it has also created regulatory
uncertainty and additional costs at the local
level. Indonesia’s infrastructure has deteriorated
since the crisis, and the time and monetary costs
of infrastructure bottlenecks are increasing.

! Trends in investment and measurement issues are
discussed in the Appendix.

Figure 1.1: Insufficient growth for job creation
(real growth rate and unemployment rate)
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Figurel.2: Indonesia’s low investment
(investment as a share of GDP, percent)
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This report has three objectives:

o First, it assesses what is driving
production and growth—at the macroeconomic
level as well as at the firm level, and specifically
foreign firms and exporters, given the spillover
effects they generate.

. Second, it assesses the obstacles to
growth and their relative importance for various
groups. How do obstacles differ across types of
firms (large vs. small, domestic vs. foreign,
exporting vs. non-exporting). How do obstacles
vary across regions, and what factors matter to
investors in terms of location choice. How
prospective foreign investors see the investment
climate in Indonesia compared to other
countries. And what are the specific constraints
that SMEs face.

. Third, it estimates the impact of the
main obstacles on firm performance.



The economic outlook for Indonesia has
substantially improved over the course of 2004.
The report is based on the Productivity and
Investment Climate Survey (PICS) of about 700
firms (see Statistical Appendix), which was
carried out between April 2003 and May 2004.
Since the survey was completed, several
important changes have taken place in
Indonesia: successful elections were undertaken
and a new Government was put in place in
November 2004; political and macroeconomic
stability has settled in and seems less of a
concern to investors; and the business cycle
seems to be on the upswing, no only in
Indonesia but in the region as a whole.
Investment grew by more than 8 percent in the
first half of 2004, compared to less than 2
percent in 2003.



CHAPTER 2: WHAT DRIVES MACROECONOMIC GROWTH?

The investment climate directly affects the main
factors contributing to the accumulation of
physical capital and total factor productivity
growth. In the past, growth was largely driven
by the accumulation of human capital, and, to a
lesser extent, physical capital. In the future,
growth in all factors—human capital, physical
capital, and especially total factor productivity—
will be important. This chapter analyzes the
main drivers of growth in Indonesia, and the
next chapter looks at how various investment
climate indicators are affecting total factor
productivity and investment.

Indonesia’s growth during 1961-2003 was, on
average, twice that of developing countries.
Indonesia’s real GDP grew by 5.5 percent a
year, on average, over the period 1961-2003.
The country’s labor force also expanded by a
robust 2.6 percent a year, almost tripling over
the period, implying that real GDP per worker, a
broad measure of labor productivity, increased
by 2.9 percent a year, on average. This was
twice the 1.4 percent averaged by all developing
countries, and even above the 2.4 percent seen in
the developed OECD economies (Table 2.1).!
Overall, Indonesia ranked 13" in per worker
GDP growth among the 84 developed and
developing economies studied by Bosworth and
Collins (2003), despite the fact that the period
under consideration included the collapse in
Indonesian output during the crisis of 1998-99.
Among the select group of economies whose
growth outpaced Indonesia, the majority were
also fast-growing East Asian economies; i.e.,
China, Korea, Japan, Malaysia, Singapore,
Taiwan (China), and Thailand.

! Calculations of growth and contributions to growth in this
section draw on the database in Bosworth and Collins
(2003), which covers 22 developed and 62 developing
economies over the period 1960-2000. Data for Indonesia
and other East Asian economies were updated through
2003 by World Bank staff. The other five East Asian
economies referred to in Table 2.1 are China, Korea,
Malaysia, the Philippines, and Thailand.

Table 2.1: Growth accounting

Growth in Contribution to growth of:

Ol‘thI:);llzgrer Physical Human
capital  capital TFP
Indonesia
1961-03 29 1.7 0.5 0.6
1967-80 5.0 2.0 0.5 24
1981-97 3.8 2.5 0.5 0.8
1998-99 -8.8 0.9 0.5 -10.0
2000-03 2.1 0.4 04 1.2
Comparator economies 1961-03*
East Asia (5) 3.6 1.9 0.5 1.2
Korea 4.7 2.7 0.7 1.3
Malaysia 3.6 22 0.6 0.8
Philippines 1.0 0.8 0.4 -0.2
Thailand 4.1 23 0.4 1.4
OECD 2.4 1.0 0.4 1.0
All developing 1.4 0.8 0.3 0.3

Source: Bosworth and Collins (2003) and World Bank staff
estimates. * Simple averages for comparator groups. OECD
and All Developing are 1961-00.

Human capital’s contribution to growth in
Indonesia was similar to that in the rest of East
Asia, but the contribution of physical capital
and total factor productivity was lower. Table
2.1 outlines the proximate sources of growth in
Indonesia and its East Asian neighbors. The
average years of education of the Indonesia
population aged 15 and over increased from 1.6
years in 1960 to 6 years in 2000, while in the
five East Asian comparator economies, they
increased, on average, from 3.7 to 8 years.
Although Indonesia started with and continues
to have a less educated population, the rate of
increase of educational attainments and the
contribution of human capital to growth in GDP
per worker has been broadly similar across the
East Asian economies: about 0.5 percentage
points a year in 1961-2003. On the other hand,
growth in both total factor productivity (TFP)
and physical capital were somewhat lower than
in the rest of East Asia. TFP growth in 1961-
2003 is estimated to have averaged 0.6 percent a
year, which, while greater than the average for



all developing countries, was about half the
average in other main East Asian economies,
and less than the 1 percent in OECD economies.
Physical capital accumulation is estimated to
have contributed a more robust 1.7 percentage
points to per-worker GDP growth, higher than in
most developing and OECD economies,
although somewhat less than in other East Asian
economies.

Cross-country empirical results provide an initial
broad sense of factors influencing Indonesia’s
productivity and capital accumulation outcomes.
As Figure 2.1 indicates, higher TFP growth and
capital accumulation tend to go together across
countries, and there are reasons, in theory, why
this might be so. As a matter of definition, TFP
growth represents an ability to produce more
output for given levels of physical capital,
human capital, and labor inputs. At the level of
the individual firm, such gains may reflect
technological innovations or better management
practices, which, by increasing the productivity
of and returns to capital, tend to induce new
investment in capital. Going in the other
direction, investment in new capital equipment
may also be associated with higher productivity
because of new technologies embedded in the
equipment. And to the extent that implementing
technological innovations or improved practices
entails outlays of costly resources (for example,
on research and development, licensing or
consulting fees, new software, hiring and layoff
costs, etc.), they will tend to be subject to the
same mMacroeconomic influences and
uncertainties, and the same risk and return
calculus that firms apply in making new capital
investments.

2 The 1.9 percentage point estimated average contribution
of physical capital accumulation to growth in other East
Asian economies is pulled down by the exceptionally low
estimate for the Philippines —only 0.8 percent. The
average for the other four economies is 2.3 percent.

Figure 2.1: Growth drivers in East Asian countries
(Growth of GDP per worker- 1961-2000- Contributions
of physical capital & TFP)
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Indonesia’s large size, open trade regime, and
macroeconomic stability have all contributed to
strong growth in capital accumulation and
TFP; but institutional weakness is still hurting
TFP performance. In their cross-country
analysis of growth, Bosworth and Collins (2003)
provide some evidence that capital accumulation
and TFP growth are generally affected in the
same direction by standard determinants of
growth (although the size and statistical
significance of the effects often differ). Both are
found to be positively related to population (a
proxy for domestic market size, and hence for
the potential for businesses to exploit economies
of scale); to countries’ natural openness to
international  trade, as determined by
geographical factors; and to openness, as
determined by trade policies.  From this
perspective, Indonesia benefits from its large
population and also from its sustained move
toward freer trade in the 1980s and 1990s.
Macroeconomic stability (specifically low fiscal
deficits and low inflation volatility) is found to
have a significant positive association with
capital accumulation (and to a lesser extent with
TFP growth). Indonesia’s generally prudent
macroeconomic policies since the late 1960s
have certainly helped. Finally, Bosworth and
Collins (2003) find that higher institutional
quality has a strong positive association with
TFP growth (and a smaller, less significant



association  with  capital  accumulation).
Perceptions of institutional quality in Indonesia
have varied over time, being generally poorer
today than before the crisis. However, even
before the crisis, perceptions of institutional
quality lay in a range from middling to poor,
which is consistent with the middling
performance of TFP growth in Indonesia in
1961-2003, averaging 0.6 percent, the median
for all countries.’

Dividing this period into pre-crisis and post-
crisis allows us to capture shifts in growth trends
and changes in policy regime that have helped
define the present situation of the Indonesian
economy.

Rapid growth under the New Order (1966-97)
was driven by capital accumulation. The
closing years of the Sukarno regime in the early
1960s were a period of intense and rising
political and social tensions, stagnant growth,
and extreme macroeconomic instability, with
inflation rising as high as 1500 percent in 1966.
The military takeover in 1966 initiated the
longest and more dominant phase in the recent
economic history of the country, the New Order
regime under President Suharto, which lasted
more than 30 years, until the crisis of 1998-99.
GDP per worker growth accelerated to a strong
5 percent a year in 1967-80, on the back of both
high investment rates and strong TFP growth.
Per-worker growth continued to average a robust
3.8 percent in 1981-97, with physical capital
accumulation making the largest relative
contribution, before the onset of the crisis and
the final fall of the regime (Table 2.1 and Figure
2.2).

The regime placed a notable emphasis on rural
and  agricultural  development, including
significant expenditure on rural infrastructure,
introduction of high-yielding crop varieties, and

* Kaufmann, Kraay, and Zoido-Lobaton (1999) provide
cross-country governance indicators for 1996. The sample
135 developed and developing countries all had relatively
good data sources (at least 3 sources per indicator).
Indonesia rated in the upper half of the sample for
Government Effectiveness and Regulatory Quality. [t rated
in the lower half for Voice and Accountability, Political
Stability, Rule of Law, and Control of Corruption.

subsidies on agricultural inputs such as
fertilizers and pesticides. These policies
contributed to good productivity growth in
agriculture, and consolidated political stability
by strengthening support for the regime in a still
largely rural society.

Although an inward-looking import substitution
policy was initially followed in the 1970s, there
was a shift to limited trade liberalization and
deregulation in the early 1980s, and a more
thorough push toward greater trade and foreign
investment liberalization after the end of the oil
boom in the mid 1980s (Feridhanusetyawan and
Pangestu, 2003). Non-oil exports, in particular
of labor-intensive manufactures, saw rapid
growth in the 1980s and 1990s.

Figure 2.2: The relative contribution of physical capital
accumulation was largest prior to crisis
(Indonesia - GDP per worker and contributing factors. 1960-2003)
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The downfall of the New Order (1998-99) was
exacerbated by the lack of institutional
constraints. With the onset of the East Asian
financial crisis, GDP per worker in Indonesia
fell a cumulative 17 percent in 1998 and 1999, a
rather more severe outcome than the 11 percent
fall averaged in other 3 major crisis countries,
Thailand, Malaysia and Korea.* The causes of

* The results of growth accounting for this period are not

pursued, since the methodology is not especially useful for



the financial crisis have been exhaustively
studied. In brief, a key vulnerability giving rise
to the crisis was the accumulation of excessive
short-term foreign currency liabilities on the
balance sheets of corporations and banks in the
region, to levels where creditors feared they
were in excess of the economy’s foreign
exchange reserves. In one economy after
another, the financial crisis was then precipitated
by the attempts of creditors to recover their
assets before foreign reserves were depleted by
the attempts of other creditors to do the same.

In the immediate aftermath of the crisis,
economic performance during the revolutionary
political transformation has, perhaps inevitably,
been modest. Although GDP growth in 2000
rebounded to near 5 percent, a slowdown in the
world economy and heightened domestic
political tensions, leading to the dismissal of
President Wahid and the appointment of
President Megawati  Sukarnoputri, caused
growth to fall below 4 percent in 2001. It has
gradually accelerated since, reaching 4.5 percent
in 2003 and 4.7 percent in the first half of 2004.
GDP per worker growth averaged 2.1 percent in
2000-03, well below the pre-crisis trend growth
of 3.8 percent in 1981-97. In terms of growth
accounting, the major difference with pre-crisis
trends has been much lower investment and a
slower rate of physical capital accumulation.
The  contribution of  physical capital
accumulation to per-worker GDP growth was
down to 0.4 per year as compared to 2.5 percent
in the pre-crisis period 1981-97 (Table 2.1
above).

The share of fixed investment in GDP has
averaged about 21 percent in 2000-03, down
from 29 percent in the last few years before the
crisis, and also somewhat less than the
investment rates in the other crisis-affected East
Asian economies (Figure 2.3). Both private and
public investinent have fallen, the latter as a
debt-strapped Government has cut back

analyzing short severe cyclical fluctuations such as this,
especially in the absence of an adequate measure of
capacity utilization. With such a measure, more of the fall
in GDP per worker would likely be reflected as a fall in
capacity-adjusted capital stock, rather than as the large fall
in TFP shown in Table 1.

development and infrastructure spending to
reduce fiscal deficits. A particularly worrying
trend on the private side has been a steep decline
in foreign direct investment. On a balance of
payments basis, FDI inflows fell from an
average of $5 billion a year in 1995-97 to
negative $2 billion in 2000-03. It is likely that
the negative FDI estimates in recent years result
from a misclassification of loan transactions
with commercial banks as part of FDI. An
attempt to correct for this item indicates that FDI
inflows may have averaged around $1-2 billion
in 2000-03 (Ishihara, 2004). Nevertheless there
has clearly been a substantial decline from pre-
crisis levels. Foreign firms in Indonesia are an
important source of new technology and are
more oriented toward export markets. Weak
foreign investment inflows are a likely factor
contributing to the very weak growth in
Indonesia’s non-oil exports in recent years—
another key trend of post-crisis development.

Figure 2.3: The share of investment to GDP
dropped after the crisis
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Is the recovery of investment in the first part of
2004 sustainable? Recent data indicate some
recovery in investment in the first half of 2004,
Gross fixed capital formation in the national
account grew by 8.3 percent, as compared to a
puny 1.9 percent in 2003. Capital goods imports
in January-July increased by 23.5 percent, while
domestic investment approvals increased by 34
percent in the same period (although foreign



investment approvals remained weak, falling by
33.6 percent). Fixed investment contributed
about | percentage point to GDP growth in the
first half of 2004, up from virtually nothing in
2003 (Figure 2.4). This was part of a regional
upswing in investment in both other South East
Asian economies and Newly Industrialized
Economies.  However, the contribution of
investment to the recovery was smaller in
Indonesia than in most other FEast Asian
economies in the first half of the year. How
sustainable this recovery is will depend on
genuine improvements in the investment
climate.

Figure 2.4: Signs of revived investment in 2004
Contributions to GDP growth-South East Asia
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CHAPTER 3: FIRM PERFORMANCE AND THE CRITICAL ROLE
OF EXPORTS AND FDI

Evidence from Indonesia shows that exporters
and multinational corporations perform better in
terms of productivity and wages paid.
Promoting entry of domestic firms into the
export markets and facilitating FDI inflows can
thus contribute to increasing the competitiveness
of the Indonesian economy. Exporters and
multinational corporations are particularly
sensitive to changes in the business climate, as
even a slight deterioration in their operating
environment may translate into increased costs
and a loss of competitiveness in the global
economy. The decreasing incidence of
exporting among both domestic and foreign
firms and a decline in foreign entry through
greenfield projects suggest that exporters and
multinational firms have been affected by
worsening conditions of doing business in
Indonesia. This chapter tracks the performance
and distribution of exporters and multinationals
and assesses the changes in Indonesia’s
investment climate on these two groups of firms.
The analysis is based on the Indonesian
manufacturing census data available for 1990-
2001.

Firm productivity growth in key exporting
sectors

Food processing, textiles, and machinery
accounted for 63 percent of total employment in
manufacturing; they also contributed 53 percent
of total manufacturing sales in 2001. Their
export orientation as well as relatively high
presence of FDI makes them particularly
important—in 2001, 29 percent of output in the
textile industry was produced by foreign firms,
while the corresponding figure for machinery
was 47 percent. In the same year, exports of
textile and machinery industries exceeded 27
percent and 10 percent of their total output,
respectively.,

While the first half of the 1990s was a period of
impressive productivity growth, the economic
crisis of 1998 was followed by a significant drop
in productivity in two of the three industries
considered (Figure 3.1)." During the 1996-2001
period, the productivity level declined by 32 and
24 percent in food processing and textiles,
respectively.  During the same period, the
machinery sector registered an increase of only 2
percent. Most likely, the slowdown was caused
not only by a drop in demand but also by
problems on the supply side, such as access to
financing, deterioration in the quality of public
infrastructure, and other aspects of the operating
environment.

Figure 3.1: Productivity plummeted in recent years
for key exporting sectors
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The incidence of exporting among Indonesian
firms dropped after the crisis. In only four out
of eight 2-digit sectors was the share of exports
in industry output higher in 2001 than in 1996
(Figure 3.2). These include paper and paper
products; chemicals; food processing; and glass
and pottery. Export intensities in the remaining
industries have not recovered to their pre-crisis
levels.

' See methodological appendix for details.



Figure 3.2: Less output is exported
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Before the crisis, 20 percent of all industrial
firms reported positive exports, but this was true
of only 12 percent of firms in 2001 (Table 3.2).
The percentage of domestic firms engaged in
exports declined from 17 to 11 percent over the
period. In the case of firms with foreign capital,
the drop was even more pronounced, from 60 to
26 percent. The same pattern is present in each
manufacturing sector, with the proportional
decline being particularly pronounced in
machinery and basic metals. The drop in firm
participation in exports is not due to different
exit rates between exporting and non-exporting
firms (see balanced sample, which shows firms
that .operated throughout the period 1994-2001,
in Table 3.1).

Table 3.1: Percentage of exporting firms

1996 1997 1999 2000 2001

Unbalanced sample

Exporters 20 14 14 17 12
foreign firms 60 41 36 45 26
domestic firms 17 12 12 14 11

Balanced sample

(1994 -2001)

Exporters 23 15 16 18 13
foreign firms 62 37 38 44 27
domestic firms 20 13 14 16 11

Source: Manufacturing Census.
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Despite the fact that many firms gave up their
exporting activity after 1996, manufacturing
exports in Indonesia were 22 percent higher in
2001 than in 1996. This was due to the fact that
firms which continued to export increased the
share of their output sold abroad. For instance,
while exporting food processing firms sold, on
average, 68 percent of their output abroad in
1996, this figure increased to 78 percent in 2001
(Table 3.2). The same pattern was registered in
all eight manufacturing sectors (Table 3.3).
However, looking at the post-crisis period of
1999-2001, the percentage of output exported,
i.e., export intensity among exporters, shows
signs of sluggishness—this is still the case in
2004.

The slowdown in export intensity among
exporters was accompanied by a decrease in
foreign ownership shares; also, the distribution
of exports shifted toward small firms. Foreign
ownership among exporting firms had increased
in 1996-99, but decreased significantly after
that. Another pattern observed during this period
was a shift in the distribution of exporters
toward small firms, i.c., those with no more than
one hundred employees. Such a shift has been
observed in each of the manufacturing sectors
(in textiles and apparel, 28 percent of all
exporters were small firms in 1996; this figure
increased to 35 percent in 2001). At the same
time, the share of large firms (those with more
than 1,000 employees) declined from 20 percent
exporters in the sector to 16 percent.

The deterioration of the investment climate,
and not external factors, accounts for the drop
in export by Indonesian and multinational
firms. External factors are an unlikely
explanation for the drop in exports. After the
crisis, Indonesia’s real effective exchange rate
(measured on a trade-weighted basis) has
appreciated to only about 80 percent of its pre-
crisis level. Similarly, the global demand for
Indonesia’s non-oil exports has been favorable.
The bulk of the drop in exports could be
explained by the loss of competitiveness of
Indonesian producers relative to those from
other countries, stemming from a deterioration
in the country’s business climate, increasing
corruption, rising wage costs, inefficiency of



infrastructure, and other factors. Actions of
multinational  corporations, which possess
information allowing them to compare business
environments in many countries, can serve as a
barometer of changes in the investment climate.

The fact that a large percentage of them stopped
using Indonesia as an export platform also
suggests that Indonesia’s competitiveness
relative to other countries has been deteriorating.

Table 3.2: Average export intensity and foreign ownership among exporters

1996 1999 2000 2001 1999 2001
1996=100 1999=100

All sample
Export intensity 68 77 77 77 112 100
Foreign share 34 42 38 36 123 86
Balanced sample (1994-2001)
Export intensity 65 74 74 73 114 98
Foreign share 15 14 15 12 99 85
Balanced sample (1999-2001)
Export intensity 76 76 75 99
Foreign share 18 18 14 82

Note: Export intensity is share of export in total sales; foreign share is share of foreign ownership in total capital.

Source: Manufacturing Census.

Table 3.3: Distribution of exporters by size

Percentage of exporters falling into each size category within the sector*

1991 1996 1997 1999 2000 2001 2001
1996=100

Food processing Small 38 35 49 33 31 39 112
Medium 53 56 46 58 59 54 96
Large 9 9 5 9 10 7 79

Textiles, apparel Small 30 28 35 30 29 35 125
and leather Medium 55 52 46 52 52 48 94
Large 15 20 19 18 19 16 82

Wood Small 35 43 40 43 44 48 112
Medium 55 49 50 49 48 47 96
Large 10 9 10 7 7 6 65

Paper Small 24 17 34 23 20 36 207
Medium 57 65 51 63 69 58 90
Large 19 17 15 14 12 6 32

Chemicals Small 31 22 29 25 23 28 126
Medium 57 69 64 68 68 63 9l

Large 12 9 8 7 9 9 101

Pottery Small 23 29 26 35 38 40 140
Medium 63 55 59 52 47 49 89
Large 14 16 15 13 15 11 67

Basic metals Small 30 22 26 52 32 27 124
Medium 63 71 66 48 65 67 94
Large 7 8 9 0 3 7 86

Machinery Small 22 22 34 33 29 28 123
Medium 71 62 54 58 59 67 108
Large 8 15 12 9 11 5 33

Size definitions are based on employment figures as follows: small (1-100 employees), medium (101-1000), large (above 1000).

Source: Manufacturing Census.
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Why should the government be concerned
about the share of exporting firms? The
answer is that an increase in the number of
exporters will lead to higher competitiveness of
the economy, and thus higher growth. Firms
engaged in exporting differ in various ways from
firms focused exclusively on the domestic
market. They tend to be larger in terms of
employment, have higher value added per
worker, and be more productive. The same
appears to be true in Indonesia. In the pre-crisis
years (1990-96) domestic exporters had a 10
percent higher TFP level and a 15 higher value
added per worker than other domestic firms.?
But becoming an exporter is associated with
high entry costs, as firms wishing to make sales
abroad need to familiarize themselves with the
tastes of foreign buyers, and regulations and
ways of conducting business in foreign
countries. High entry costs in turm imply that
only better-performing firms can afford to pay
them. Moreover, selling abroad exposes firms to
more fierce competition than that found in
domestic markets, and thus only more successful
firms are able to withstand such pressures.
Reducing the cost of doing business
domestically is critical to allow firms to even
consider exporting and be more competitive
abroad.

Exporting is undertaken by more productive
firms, although other factors also matter, such as
the presence of foreign exporters (see Appendix
3 Table A4 on the estimates of productivity
premium of exporters). This is confirmed by the
results of the empirical analysis for Indonesia
(see Figure 3.3, which plots the difference in the
productivity levels between new exporters and
firms that never enter foreign markets).’
Controlling for industry effects, Figure 3.3
demonstrates that future exporters are 35 percent
more productive relative to non-exporters three
years prior to entering foreign markets. This
difference increases during the first and second
years of exporting, and persists in the
subsequent periods (albeit becoming somewhat

2 Domestic exporters were defined as having less than 10
percent of foreign capital and exporting more than 15
percent of their output.

> See Bernard and Jensen (1999) for methodological
details.
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less pronounced). Therefore, by improving the
investment climate for Indonesian producers, the
Government can provide incentives for local
firms to enhance their performance in order to
take advantage of business opportunities abroad.

Figure 3.3: Exporters outperform non-exporters
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Source: Staff estimates based on Manufacturing Census.

Foreign firms in Indonesia: performance and
spillover effects

Why should the Government be concerned
about attracting more foreign firms? In
addition to being a critical source of investment
and employment, foreign firms outperform other
firms in terms of productivity, and are thus
important for growth. Multinational corporations
tend to be larger, spend more on R&D activities
and advertising, export more, and pay higher
wages.

In each year during the past decade, foreign
firms exported, on average, a larger share of
their output than domestic firms. In 2001, an
average multinational exported one-fifth of its
output, as compared to 8 percent in the case of
domestic firms; foreign firms relied more on
imported inputs, which typically embody more
up-to-date technology; the average value added
per worker in foreign firms was almost three
times the corresponding figure for domestic
firms; and wages were 80 percent higher
(Figures 3.4-3.7).



Figure 3.4: Foreign firms are more export-oriented
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Figure 3.6: Foreign firms pay higher wages
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Foreign firms also create important spillover
effects (see estimates in Appendix 3 Table AS).
In Indonesia, the presence of export-oriented
multinationals in the same region and the same
industry is positively correlated with the
likelihood of domestic firms making foreign
sales. There is also some evidence of
knowledge spillovers, as the share of output
produced by foreign firms in the same industry
is positively correlated with exporting by
Indonesian firms. However, while the latter
effect appeared to be strong in the 1990-96
period, it was not present during 2000-01.

-With a large share of the corporate sector still
ailing from the crisis, foreign investors can play
an important role in acquiring domestic firms.
An acquisition by a foreign investor rapidly
raises the level of total factor productivity of the
acquired firm, and causes other noticeable
changes in the firm behavior.
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Figure 3.5: Foreign firms rely more on imported
inputs
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Figure 3.7:Foreign firms have higher value added
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Figure 8 below plots the productivity trajectory
of Indonesian firms that are acquired by foreign
investors by undergoing a change in their
ownership from being purely domestically
owned to having a foreign equity share of at
least 20 percent. Before being acquired, the
firms already exhibit a significantly higher
productivity level than the average domestic
firm (the latter value is depicted by the lower flat
line), which suggests that foreign investors tend
to purchase shares in more successful domestic
enterprises. The gap between the future
acquisition targets and foreign-owned firms is
still wide at this time, with the latter (depicted
by the upper flat line) being, on average, 90
percent more productive. This productivity gap,
however, closes (and becomes statistically
insignificant) in the year of the foreign
acquisition and remains such for the years to
come.



Figure 3.8: FDI recipients improve their TFP
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The large jump in productivity immediately after
a foreign acquisition is explained by the fact that
Indonesian firms acquired by foreign investors
immediately increase their employment and
output. They double their investment outlays,
which results in more than doubling of the
capital-labor ratio (Figure 3.9). They also
increase the real wages paid to both production
and non-production workers (with the latter
increase being stronger than the former), and
become more involved in foreign trade. In the
group of firms acquired by foreign investors, the
percentage of exporters increases noticeably,
while on the input side, the number of firms
sourcing from abroad goes up.

The productivity effects of foreign ownership
are not just limited to the firms acquired by
foreign interests or greenfield projects
undertaken by foreign companies. As the
literature of externalities associated with FDI
suggests (Box 3.1), foreign presence may lead to
an increase in the productivity of domestic firms
in the upstream industries.
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Figure 3.9: Foreign acquisition leads to positive
changes
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Box 3.1: Empirical evidence on FDI spillovers

Spillovers from FDI take place when the entry or presence of multinational corporations increases the productivity
of domestic firms in a host country and the multinationals do not fully internalize the value of these benefits.
Spillovers may take place when local firms improve their efficiency by copying technologies of foreign affiliates
operating in the local market. either based on observation or by hiring workers trained by the affiliates. Another
kind of spillover occurs if multinational entry leads to more severe competition in the host country market and
forces local firms to use their existing resources more efficiently or to search for new technologies (Blomstrom and
Kokko, 1998).

When local firms benefit from the presence of foreign companies in their sector, we refer to this phenomenon as
horizontal spillover. To the extent that domestic firms compete with multinationals, the latter have an incentive to
prevent technology leakage and spillovers from taking place. This can be achieved this through formal protection of
their intellectual property, trade secrecy, paying higher wages or locating in countries or industries where domestic
firms have limited imitative capacitics to begin with. Recent economic research based on firm-level panel data,
which examines whether productivity of domestic firms is correlated with the extent of foreign presence in their
sector or region, indeed casts doubt on the existence of horizontal spillovers from FDI in developing countries. For
instance, Aitken and Harrison’s analysis (1999) of Venezuelan data, work by Djankov and Hoekman (2000) on the
Czech Republic, and the Koning’s (2001) study of firms in Bulgaria, Romania, and Poland in the early 1990s either
fail to find a significant effect or produce evidence of negative horizontal spillovers. An exception is a study by
Javorcik and Spatareanu (2003), which finds positive intra-industry spillovers in Romania. The picture is more
optimistic in the case of industrialized countries, as demonstrated by Haskel, Pereira and Slaughter (2002) and
Keller and Yeaple (2003) who give convincing evidence of positive FDI spillovers taking place in the UK and the
US, respectively.

While foreign affiliates may want to prevent knowledge leakage to local firms they compete against, they may have
an incentive to transfer knowledge to their local suppliers in upstream sectors. This phenomenon, referred to as
vertical spillover, can take place through: (i) direct knowledge transfer from foreign customers to local suppliers; (ii)
higher requirements regarding product quality and on-time delivery introduced by multinationals, which provide an
incentive to domestic suppliers to upgrade their production management or technology; (iii) indirect knowledge
transfer through movement of labor; (iv) increased demand for intermediate products due to multinational entry,
which allows local suppliers to reap the benefits of scale economies. Evidence consistent with the presence of such
inter-sectoral spillovers has been found by Blalock and Gertler (2004) in Indonesia and Javorcik (2004) in Lithuania.
The magnitude of the effect is economically meaningful, as a one-standard-deviation increase in the foreign
presence in the sourcing sectors is associated with a 15 percent rise in output of each domestic firm in the supplying
industry in Lithuania (Javorcik 2004).

Firm entry and exit as barometers of business

environment The drop in foreign entry after the crisis was

due to the sharp decline in greenfield projects.
One of the key indicators of the quality of the While the entry pattern of domestic firms (not
business environment is the rate of entry of new depicted in the figure to enhance its readability)
firms. Good business conditions, easy access to has closely mirrored the total entry, the pattern
credit, lack of excessive bureaucratic for multinational corporations has been
requirements, and favorable exchange rate will somewhat different. Foreign entry increased
facilitate establishment of new enterprises. The significantly during the crisis (1997-98), after
total number of new entrants in Indonesia fell which it registered a sharp drop in 1999 and has
dramatically during the period of the financial not recovered since. The drop in foreign entry
crisis (Figure 3.10). The low level of entry observed starting in 1999 is almost entirely due
continued until 2000, but it picked up in 2001, to a sharp decline in greenfield projects (Figure
when it returned to the 1993-94 rate. 3.11), as since 1996 the annual number of

acquisitions has remained relatively stable.
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Figure 4.2: Macroeconomic variables have been
volatile since the crisis
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Despite the recent volatility in the exchange rate,
the highly successful legislative and presidential
elections in 2004 and the continuing
consolidation of Reformasi political institutions
should, over time, reduce the impact of politics
on macroeconomic volatility. Yet, a number of
vulnerabilities remain—mainly relating to public
sector debt, externmal debt, and the current
account balance—which could prove damaging
in an adverse environment and which require
continued efforts to address.

Public sector debt is still high. Public sector
debt had shot up from only around 25 percent of
GDP before the crisis to 104 percent by 2000, as
a result of the Government incurring the cost of
recapitalizing the insolvent banking system, as
well as currency depreciation. But public debt
had fallen back to about 71 percent of GDP by
the end of 2003 as a result of primary fiscal
surpluses, real economic growth outpacing the
real rate of interest payable on debt, currency

appreciation, and  proceeds from  the
privatization of state assets. With the
Government maintaining a firm grip on

expenditures, the overall fiscal deficit was likely
to meet the target of 1.3 percent of GDP in 2004.
Over the medium term, the authorities aim to
achieve broad balance by 2005-06, driven by an
emphasis on strengthening non-oil tax revenues,
which would allow some needed expansion of
expenditure on physical and social infrastructure
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consistent with the budget balance target. On
current fiscal policies and baseline projections,
the IMF finds that Indonesia’s public debt
position is sustainable, and that this conclusion
is robust to a number of stress tests.

While the ratio of public debt to GDP has fallen,
however, it remains high on a comparative basis.
In its recent survey of public debt in emerging
markets, the IMF observes that among emerging
markets that defaulted on their public debt over
the last 35 years, the median debt ratio was only
50 percent. In more than a third of cases, default
occurred at a public debt ratio of less than 40
percent. Thus sustained efforts to strengthen the
fiscal position remain important,

External debt to GDP is also still high. The
current account balance moved into surplus
during the 1998 recession and has remained
there since. Foreign reserves increased from
around $20 billion at the time of the crisis to
around $35 billion by mid 2004. The external
surplus has also allowed some rundown in
external debt, which fell from $151 billion, or
158 percent of GDP in 1998, to $134 billion, or
64 percent of GDP, at the end of 2003. External
debt levels remain fairly high on a comparative
basis, however.” Using an alternative debt
measure, the present value of external debt,
Indonesia’s external debt relative to GDP is
higher than the median for larger Latin
American economies, while relative to exports,
it is nearly as high (Figure 4.3).

Figure 4.3: External debt to GDP is high
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The current account surplus could switch to
deficit. In addition, the current account surplus
fell sharply in the first half of 2004 (Figure 4.4).
The dollar value of goods exports was almost
flat, while goods imports were up around 15
percent in dollar terms, thanks to continued
strength in consumer demand and an upturn in
fixed investment demand. In fact, one of the
more worrying aspects of Indonesia’s economic
performance since the crisis is the stagnation in
its non-oil exports, which have hardly grown in
real terms since 1997.

Figure 4.4: The current account surplus could be
reversed
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Exports are constrained by a sharp appreciation
in the real exchange rate during and after 1999.
On a conventional trade-weighted basis,
Indonesia’s real effective exchange rate has
regained about 80 percent of its pre-crisis level.
On a competitor-weighted basis—that s
comparing Indonesia’ export prices with those
of countries that export the same non-oil
products as Indonesia—the real exchange rate
has appreciated much more sharply, to a level
about 40 percent higher than pre-crisis levels,
representing a  significant fall in export
competitiveness (World Bank Diagnostics for
Trade Intcgration Study. 2004). Exports are
also likely constrained by an increasingly costly
business environment in recent years, including
a mass of new taxes and charges levied by the
newly empowered regional governments,
pervasive corruption, increased minimum
wages, greater labor militancy, insecurity in
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parts of the country, and a number of

infrastructure weaknesses.

If non-oil exports continue to stagnate while
domestic demand and imports continue to
strengthen, then the current account could move
back to deficit quite promptly, requiring
financing through additional external borrowing
in a context where external debt is already quite
high." This prospect may help explain the high
investor concerns about macro instability
indicated by survey results. In forming these
views, investors might take into account the
international experience that countries can run
into external debt difficulties at apparently quite
low levels of external debt. Reinhart, Rogoft,
and Sevastano (2003) observe that some 30
middle-income countries experienced external
debt defaults or restructurings in the period
1970-2001, and that more than half of these
adverse credit events occurred when debt-to-
GDP ratios were less than or equal to 60
percent (approximately the present debt ratio
for Indonesia). Some 13 percent occurred at
ratios less than 40 percent. These authors find
that a country’s past credit history (the number
ot past defaults and restructuring), and its past
history of high inflation and external debt-to-
GDP ratio, go a long way toward explaining its
access to international capital markets, as
measured by its Institutional Investor magazine
rating. Indonesia’s clean credit history and
prudent macro policies are positive factors in
this respect, while its high external debt is a
negative one. Reinhart, Rogoff and Sevastano
(2003) propose, as a summary measure of a
country’s debt intolerance, its average external
debt-to-GDP ratio in 1970 to 2001, divided by
its average Institutional Investor Rating over
the same period. They observe that the average
of this debt intolerance measure among

' The recent high oil prices may delay this scenario for
some time. This development itself will pose significant
challenges for macro-management, in particular to ensure
that rising oil revenues are prudently used, and to minimize
Dutch Discase effects that harm the non-oil tradables
producing sector of the economy (for example through a
further appreciation of the real exchange rate). In addition,
any oil boom would likely be temporary, since the real
volumes of Indonesian oil exports are declining and oil
prices will also likely fall from current levels, perhaps quite
substantially.



countries with a record of debt default or
restructuring was 1.1. Among countries with a
clean credit history, this measure averaged 0.5.
Indonesia is an interesting case. It is a country
with a clean credit record but a high intolerance
measure, suggesting vulnerability to changes in
investor perceptions (Figure 4.5).

Figure 4.5: Debt intolerance is high in Indonesia
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The impact of remaining macroeconomic
vulnerabilities on investment and growth can
be substantial. At low levels, external debt
should be beneficial for growth by making
available more resources for investment. On the
other hand, if there is some likelihood that
future debt will exceed the country’s ability to
repay (a “debt overhang”), this will deter further
domestic and foreign direct investment in the
country, since investors fear that the returns to
their investment will be taxed away to service
external debt. Patillo, Poirson and Ricci (2002,
2004) estimate that the positive impact of
external debt on growth is maximized when debt
to GDP is around 15-20 percent of GDP and 80-
90 percent of exports. It starts falling when debt
rises beyond those benchmarks, and actually
becomes negative beyond debt to GDP ratios of
35-40 percent and debt to export levels of 160-
170 percent. Since external debt in Indonesia is
at or beyond these thresholds, it may already be
exercising a negative influence on new
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investment. Given the weak recent performance
of exports, a strong revival of domestic
investment and demand is likely to increase
external deficits and require additional external
financing. Evidently, the way to relax this
potential external financing constraint on growth
is to foster much stronger non-oil export growth.
Policy efforts to address export growth appear to
be a key priority for improving the investment
climate and growth.

Policy uncertainty and corruption

The crisis in Indonesia and the deterioration in
the investment climate were made far worse by
the breakdown of centralized political
institutions and the web of patronage and
corruption that were central to the New Order
regime (Temple, 2001; Macintyre, 2001; World
Bank, 2003). Although there was a framework
of elections, a legislature, and a judiciary, real
political power was highly concentrated in the
hands of President Suharto. Linked to the
centralization of power was pervasive
corruption.

While corruption typically has a detrimental
impact on growth and investment, high growth
rates were achieved during the New Order
period because corruption was well organized
and predictable. Cross-country governance
indicators for 1996, the end of the New Order
period, show Indonesia rated 86™ out of 135
developed and developing countries in terms of
control of corruption (Kaufmann, Kraay and
Zoido-Lobaton, 1999). The extent of corruption
was rated as considerably greater than in Korea,
Malaysia or Taiwan (China), but roughly the
same as in Thailand or the Philippines. A range
of studies have argued that corruption generally
tends to have a detrimental effect on growth and
investment, which raises the question of how
Indonesia succeeded in achieving high growth
for a long period despite high corruption. The
answer supplied by a number of analysts is that
the gize of the harmful economic effect of
corruption depends on the way corruption is
organized.

In Indonesia, corruption under the New Order
was highly centralized around the office of the



president, who ensured that demands for bribes
did not become so excessive, predatory,
disorganized, or uncertain as to drive away
businesses—the “geese” who lay the “golden
eggs” of investment and growth. Offsetting the
adverse impact of corruption—even if well
organized—was another feature, the success of
the regime in quickly restoring macroeconomic
stability after taking power and then—unusual
among developing countries—sustaining
generally prudent macroeconomic policies over
a long period of time, including maintaining
firm control over inflation and allowing only
modest fiscal and balance of payments deficits.
Among the successes in macroeconomic policy
was the prudent management of large windfall
gains from high oil prices in the 1970s and early
1980s, and the subsequent steep fall in oil prices
in the mid and late 1980s.

Corruption grew worse during the boom of the
1990s, with members of Suharto’s own family
increasingly among the largest beneficiaries of
patronage. This generated growing resentment
and opposition, and perhaps even more
importantly, undermined the credibility of the
President as the overall adjudicator and
guarantor who could be relied upon to check
excessive acts of depredation that threatened the
health of the system as a whole. When the crisis
struck, the regime’s initial response measures
won praise in the market, but confidence quickly
evaporated because of erratic swings and
reversals in policy that were presumed to derive,
at least in part, from the need to protect the
interests of family members or close cronies.
Macintyre (2001) stresses the importance of the
lack of institutional constraints at this critical
moment: “In a political system as highly
centralized as Indonesia’s, Suharto’s actions
were all-important, for there were no
institutional constraints on his policy behavior.
If he chose not to pursue policies demanded by
nervous investors, there was no Institutional
mechanism for opposing him.” Nor indeed was
there a clear way of transferring power from an
increasingly discredited and physically ailing
Suharto to a new political leadership, a perennial
problem in autocracies. The results were
massive capital flight, severe recession, and
political revolution.
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The democratic revolution promise to lead to a
better investment climate in the future, but
corruption and policymaking have become less
predictable in the short term. [n the five years
since the crisis, Indonesia has undergone a
genuine political revolution, albeit a largely
peaceful one. There is a transition from a highly
centralized political system with autocratic
powers in the hands of the President, to a
substantially decentralized system with several
centers of power. Political accountability—the
accountability of politicians to 'citizens—has

been tremendously  strengthened through
genuinely  competitive  elections  for the
presidency, the legislature, and regional

governments, contested by political parties that
seem—by FEast Asian standards—relatively
cohesive and based on differentiated political
programs and ideas. The legislative and
presidential elections of 2004 were a milestone
in building the new democratic or Reformasi
Indonesia, accomplishing peaceful changes in
power in both institutions. A free press and a
vigorous civil society have emerged, providing

greater  scrutiny and  transparency  over
Government actions.
The democratic revolution that has been

underway in Indonesia bodes well in the long
run for the emergence of a rule-based, effective,
and accountable system of governance, which in
turn would represent a major improvement in the
investment climate. While they are occurring,
however, political revolutions are also usually a
source of uncertainty, which is a bane for new
investment. New institutions and governance
relationships are coming into being, and it may
take some years to clarify the balance of power
over economic decisionmaking among the
President, various ministries and agencies, a
newly empowered legislature and judiciary, as
well as regional governments (following the big
bang decentralization of 2001). Although it is
hard to compare actual levels of corruption
between the New Order and the Reformasi state,
there seems little doubt that corruption has
become less predictable in the more open and
multi-centered political environment. This is
worrying because its is precisely the uncertainty
of corruption which is its most harmful feature.



CHAPTER 5: INVESTMENT CLIMATE AND FIRM
PERFORMANCE

The investment climate may be broadly defined
as the factors that shape the opportunities,
incentives, and capacity of firms to invest
productively, create employment, and improve
their overall efficiency.

Firms in Indonesia consider their investment
climate to be in worse shape than firms in the
other countries in the region. In all countries of
the region that have been surveyed so far—
Philippines, Malaysia, and China—Iless than 40
percent of firms consider any investment climate

constraint to be “major” or “very severe”.

" In

Indonesia, by contrast, around half of all firms
surveyed in 2003 find macro uncertainty and
regulatory and policy uncertainty to be major or
very severe constraints to their business, while
over 40 percent find corruption at the national
and local levels to be a major or very severe
problem (Figure 5.1). The percentage of large,
export-oriented and foreign-owned firms that
find these four elements to be very problematic
is even higher, at around 55-60 (Figures 5.2-

5.4).

Figure 5.1: Firms’ perceptions of constraints
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At the same time, the performance of firms in
Indonesia—in terms of average profit margins
and percentage of output exported, for
example—appears to have deteriorated post-
crisis (Figures 5.5-5.6). There is a presumption
that Indonesia’s poor investment climate on the
one hand, and greater competition in world
markets on the other, is placing enormous
pressures on firms, which may explain this
relatively poor performance.

Figure 5.5: Deteriorating export performance

Percertage of aulput exparted

e gkl
SRR R

(R B e B B

Tedlesad i Sabinais R B S rein T

Source: Manufacturing Census

Figure 5.6: Declining profit margins
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This chapter looks at how the investment climate
may be affecting firms in Indonesia today. How
does Indonesia compare to other countries in the
region with regard to some of the key elements

of the investment climate, and what impact are these
having on firm performance?

Table 5.1 outlines how—by affecting costs, risks,
and returns to firms’ activities—key elements of the
investment climate can affect their incentives and
capacity to respond to opportunities productively.
Using information from the survey, the impact of
key elements of the investment climate on firms’
performance is assessed.”

Government effectiveness

From a firm’s perspective, three aspects of
government effectiveness are particularly relevant:
first, the capacity of government to manage its
resources and provide public services efficiently;
second, the quality of its policies and regulations;
and third, its ability to implement these policies in a
credible and consistent manner. As discussed below,
the two main areas where Indonesia falls short is in
the quality of its policies and regulations—in terms
of their complexity, which imposes a heavy
administrative burden on firms—and in the extent of
policy and regulatory predictability.

2 There are several practical econometric problems that
investment climate analyses at the firm level face, including
issues of endogeneity, multi-colinearity, and missing
observations. In particular, endogenity is a serious problem
since the direction of the causality is not clear and competing
hypotheses may explain a particular result. Unfortunately. since
we are dealing with a large number of investment climate
variables, the use of instrumental variables to deal with the
problem of endogenity is not feasible. We do, however, include
sector and other control variables, which help control for the
macro issues that affect both investment climate variables and
firm performance. To avoid problems of multi-colinearity (i.e.,
when many of the variables are likely to be correlated), key
elements of the investment climate are first examined separately
(controlling for certain firm and sector-specific characteristics).
However, since focusing on one particutar aspect of the
investment climate at a time also has a potential drawback,
namely that the estimated effects may suffer from “omitted
variable bias,” the regression analysis is also carried out using
all the investment climate variables together.
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Table 5.1: How elements of the investment climate affect firms

Government effectiveness Governance Quantity and quality of inputs
Efficiency Quality of Policy and Corruption Legal and Labor Finance Infrast
of provision : policies and regulatory Judiciary
of public regulations credibility
services
Factors Closed FDI & Weak
affecting firms’ trade regime; shareholder &
incentives to barriers to creditor rights
respond to entry and exit affecting
opportunities which can exercise of
productively: affect extent of corporate
competition governance
and
competition;
weak
competition
law affecting
competition
Inflation and | Uncertain & State capture; | Weak
exchange rate | frequent weak contract | judiciary and
volatility changes in enforcement legal system-
(raises risks) policies and (raises risks) no effective
regulations sanctions for
(raises risks) corruption;
weak
property
rights
lack of
security
(raises risks)
Inefficient High, Admin Labor mkt High costs of Poor
provision of | multiple taxes; corruption; disruptions financing, quality of
public Red tape; (raises costs- (raises costs, reflecting roads,
services cumbersome lowers net lowers net macro risk, power etc
(raises customs & tax retumns) returns) information (raises
costs, procedures, problems etc costs-
lowers net regulations on (lowers net lowers net
returns} lab mkts returns) returns}
(raises costs,
lowers net
returns)
Factors Admin ban on Labor shortage | Restricted Limited or
affecting firms’ entry in (e.g.  skilled | accessto no access to
capacity respond particular labor) finance roads,
to opportunities sector reflecting power etc
weak corporate
governance
mechanisms
and under-
developed
markets

Elements in bold are currently of particular concern to firms in Indonesia.
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Provision of public services. The
Investment Climate Survey asks some
questions that could help to shed light on
how effectively the Government provides
public services. For instance, its asks firms
how long it takes to obtain a mainline
telephone connection, a water connection,
an electrical connection, etc. As Figure 5.7
below shows, apart from obtaining a phone
line connection, which takes markedly
longer than in other countries surveyed in
the region—the time taken in Indonesia does
not seem to be out of line in comparison to
the other countries.

For importers, exporters, and all producers
using imported inputs, the efficient
functioning of customs and trade operations
is also clearly of major importance. Again,
Indonesia actually does not fare badly when
compared to other countries in the region in
terms of number of days it takes, on average,
to clear customs (Figure 5.8).

Figure 5.7: Measure of efficacy in provision
of public utilities
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Quality of regulations and regulatory
burden. Clearly, regulations and regulatory
agencies can play an important role in
mitigating market failures—for example, in
protecting consumers from firms that are
able to exercise market power. However,
regulations are often more complex and
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bureaucratic than they need to be. Excessive
or unnecessarily complicated regulations can
reduce firms® productivity by diverting
resources away from production. Such
environments also provide more scope for
corruption.” Further, regulations that affect
the entry and exit of firms reduce competitive
pressures—thereby affecting the incentives
of existing firms to innovate and make
productivity improvements over the longer
term.

Figure 5.8: Efficacy of customs
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The process of obtaining business licenses
and operating permits and of paying taxes
suggests that government regulations in
Indonesia are complex and are likely to be
imposing a heavy administrative burden on
firms. The proliferation of taxes at the local
level, in addition to any effect of increasing
overall taxes, has significantly increased the
complexity of the tax system (and hence the
burden of dealing with taxes).

Business licenses and operating permits.
About 15-20 percent of the firms surveyed
find obtaining business licenses and
operating permits to be a major or severe
constraint (with the higher percentage

* Friedman et al (2000) have compiled indices of
taxation and over-regulation of firms in 69 countries.
While they find no evidence that higher taxes drive
firms underground, “every available measure of over-
regulation is significantly correlated with a larger
unofticial economy.”



pertaining to local permits). This is a higher
percentage than in China, Malaysia, and the
Philippines. Large firms, in particular,
complain about local business licensing and
operating permits—with 30 percent of them
finding this to be a major or very severe
constraint.

Although not available from the survey,
other data have documented the steps and
time involved in starting a new business.
This process is more cumbersome in
Indonesia and takes much longer-—although
the costs are not out of line compared to
other countries in the region (Figure 5.9).

Figure 5.9: Measure of regulatory burden
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Source: Costs of Doing Business (2003).

Taxes. Around 30 percent of firms in
Indonesia find taxes to be a major or very
severe constraint. This figure is broadly in
line with those of the Philippines and China.
In fact, taxes usually come out as a major
concern for firms. However, the issue in
Indonesia seems less one of high central
Government tax rates per se. Although
Indonesia’s average corporate tax rate is
higher than Malaysia’s and Singapore’s, it is
broadly comparable to that of other
countries in the region (Table 5.2).
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Table 5.2: Corporate tax rates in the region
Country : Corporate tax rate
(%)
Indonesia 30
China 33
Malaysia 28
Singapore 22
S Korea 1S (< than W 100m) 27 (> 100m)
Thailand 30 (25 for first 5 years)
Vietnam 32 (local firms) 25 (foreign firms);
changed to 28 for all in 2004

Source: Economic Intelligence Unit

Rather, firms’ concerns appear to reflect the
multiplicity of local taxes and charges, and
the associated complexity and uncertainty
that has arisen since decentralization. Under
the  Decentralization Law, provincial
governments can create new charges, while
kabupaten and kota (districts and
municipalities) are allowed to create both
taxes and charges. The Law requires that
regional governments submit their newly
established taxes and charges to the center
for formal review within 15 days of
ratification. The Law also gives the central
Government the right to cancel any new
revenue instrument that is judged to be
unsatisfactory vis-a-vis the stated criteria.
However, the latter must be done within one
month of receiving the perda from the
regional government. It would appear that
the regional governments have responded
rather aggressively in introducing such taxes
and charges. Based on a subset of sampled
regional governments (which cover all 30 of
Indonesia’s provinces, and 231 of the 336
districts/municipalities in FY2001), Lewis
(2002) estimates that, in the run up to and
through FY 2001, a total of 55 new (as
opposed to traditional) perda (taxes and
charges) were authorized by provinces, and
803 by districts/municipalities.’

* These figures mask considerable differences across
provincial governments. During the period, at the
provincial level 16 governments did not authorize any
new taxes and charges; of the 14 that did, the number
authorized ranged from one to 10 (the latter for South
Sumatra). Similarly, among the 231 districts and
municipalities covered in the sample, 71 authorized no
new taxes and charge by-laws. Of the 160 that did, the
total number ranged from one to 32 (the latter for the
district of Simalungun in North Sumatra).



Table 5.3: New tax and charge perdas
(based on 30 provinces and 231 districts)

Prov Districts/
municipalities

Authorized by region S5 803
of which

Taxes 0 49

Charges 55 725

Other 0 29

Reviewed by center 27 406

Approved by center 17 293

Canceled by center . 10 112

Not reviewed by center 28 397

Source: Lewis (2003).

Given that the central Government has, in
principle, the right to cancel any tax it views
as contrary to the national interest or
unsatisfactory vis-a-vis the stated criteria,
one criticism has been that the central
Government has been too lenient in letting
these taxes through. However, there are
increasing indications that many regional
governments may have bypassed the central
review mechanism entirely and acted
unilaterally in implementing new revenue
instruments (Lewis, 2003). Moreover,
empirical analysis finds little evidence to
support the claim of regional governments
that it is the lack of fiscal capacity that is a
driving force in the creation of new revenue
instruments (Lewis, 2003).

Policy predictability. The lack of policy and
regulatory clarity is the greatest concern
expressed by firms—particularly large,
foreign-owned, and exporting firms.” In fact,
this constraint is rated as major or very
severe by as many as 65 percent of large
firms (see Figure 5.2 above).

While supportive of decentralization in
principle, many firms feel that is the poor
implementation of decentralization that has
led to a lack of clarity on the division of

> The importance of the stability in macroeconomic
environment has already been discussed in chapter 1,
and is not analyzed further in this chapter
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authority and responsibility between the
central and local governments, and that this
in turn, has created an uncertain business
environment, particularly with regard to
laws, regulations, taxes, permits and licenses
(Figure 5.10).

Figure 5.10: Firms’ perceptions of impact of

decentralization
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Impact of government effectiveness

To assess the impact of government
effectiveness on firm performance, a proxy
for each of the aspects of government
effectiveness is used. For the efficiency with
which public services are provided, the
measure constructed is the sum of the
number of days taken to obtain a telephone,
electrical and water connection.

To capture the effects of regulatory burden,
two measures are potentially available from
the survey. The first is the number days that
firms spend in inspections and mandatory
meetings with government officials. The
second is the percentage of senior managers’
time spent on average in a week dealing with
government officials, filling up forms etc.

Days spent in mandatory meetings with
government officials on a regular basis such
as with the tax inspectorate, labor and social
security etc, average around 6 days per year.
This is lower than that reported by firms in



the other countries surveyed (although
exporters and large firms spend considerably
more time at an average of 9 and 16 days per
year). As expected, given the complexity of
the tax system at present, half the time spent,
for all types of firms, is with the tax
authorities. The next most time consuming
are labor and social security departments.
About one third of the time with government
officials is at the local level.

Although the number of days spent in
mandatory meetings is no greater than in
other countries, day-to-day operations
appear to be more complex. Thus firms
report that, on average, 10.5 percent of their
senior management’s time is spent every
wecek dealing with requirements imposed by
national and local government regulations,
including filling out forms. This is generally
higher than reported by firms in other
countries in the region-(e.g., 8.8 percent in
the Philippines and 8.5 percent in Malaysia).
More than half their time is spent dealing
with local regulations. For large, foreign-
owned, and exporting firms, the figure is
much higher, at around 14-16 percent.
Indeed, as many as 29 percent of all firms
report that they hire consultants to deal with
government regulations. For exporters and
large firms, the figure is one in three.

Since Indonesia’s regulatory burden is
relatively high, due largely to the complexity
of regulations, the percentage of senior
management time spent on regulatory issues
is used as the measure of regulatory burden.
A variable is also constructed to capture the
extent of competition (in part determined by
the ease of entry and exit regulations), which
can have an important bearing on firms’
efforts to improve efficiency and
productivity over the longer term.°

® The competition index is constructed using the firm’s
perception of how much demand for its product would
fall if it increased the price of its product by 10
percent—ranging from 1 (no domestic competition—
customers would still buy the same quantities as now)
to 4 (very competitive—customers would stop buying
the product).
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To analyze the importance of policy certainty
and predictability, we use a measure
consisting of the average of a firm’s rating on
the consistency with which local and national
government officials interpret regulations.’

Table 5.4 below shows the estimated impact
of these wvarious aspects of government
effectiveness on  firm  performance.
Controlling for firm and industry-specific
characteristics, the extent of regulatory
burden and lack of policy and regulatory
predictability are both negatively associated
with firm productivity (significant at the 5
and 10 percent levels, respectively).

” This is one of three “perception” variables used in this
analysis. One of the problems with using perception
variables is that the results could be driven by the
perception bias of firms that consistently overestimate
(or underestimate) the quality of their environment. To
correct for this, we adopt the approach used by
Kaufman and Wei (2002), which involves constructing
a variable based on each respondent’s deviation from
the regional (provincial) mean for another survey
question on the investment climate (we use the question
on firms’ perception of government efficiency), to
capture whether a particular firm complains excessively
or is overly optimistic, and to control for this. In the
case of competition, we also checked for the correlation
between firms’ perceptions of competition and an
objective measure: the correlation between the average
firm response on perceived degree of competition and
price-cost markups at the three-digit sector level was
around -0.5 (in principle, the higher the markups, the
lower the extent of competition).



Table 5.4. Impact of government effectiveness

Performance Elasticity and logit coefficient
variable
Public Regulatory  Lack of
service  burden policy
delay predict
Ln(TFP) -0.8 -6.3%* -21.2*
Ln(Employ) 0.4 1.0 -1.3
Logit:
Pr(l) 0.003 -0.001 -0.03

Note: Other control variables not reported in this table
include age of firm; initial employment; sectoral
dummies; dummies for the years 2001 and 2002; and
dummies for the legal status of firm and for being on
Java.

Elasticity =coefficient*mean (IC variable), except for
binary IC variable where coefficient already implies
percentage difference from firms reporting 0 for the
variable.

Source: PICS

Governance

Governance can be broadly defined as “the
traditions and institutions by which authority
in a country is exercised for the common
good.” It is reflected in factors such as the
level of corruption,® the functioning of the
legal and judiciary system, and the extent to
which security and law and order prevail.
These three aspects can be inter-related. A
persistence of corruption generally reflects a
lack of accountability or effective sanctions
for misconduct—i.e., weaknesses in the
legal and judiciary system. A legal system
that is seen as unable to enforce property
rights may also affect the propensity of
firms to engage in “state capture” (see
below). And as the legitimacy of the state is
undermined, problems of security and law
enforcement are likely to emerge.

Administrative corruption. Corruption
raises firms® transactions costs. And since
the difference between corrupt and

uncorrupt transactions is that the latter do
not represent a legally enforceable

¥ Corruption is generally defined as the use of public
office for private gain.
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agreement, it generally increases the
uncertainty that firms face, reducing
productivity and the incentives to invest.

Firms rank corruption’ at the local and
national levels as their third and fourth
highest concerns, respectively. Around 50
percent of all firms surveyed rank corruption
as a major or severe constraint. For large,
foreign-owned, and exporting firms, the
problem seems worse, with close to 60
percent ranking corruption as a major
problem. These percentages are significantly
higher than in the other East Asian countries
surveyed. For instance, in the Philippines, 35
percent of firms rate corruption as a major or
severe constraint; 22 percent in China; and
12 percent in Malaysia.

Firms report making informal payments of
around 3.5 percent of annual sales, on
average, to public officials “get things done,”
with exporters report paying close to 5
percent of annual sales. These percentages
are somewhat higher than those reported by
firms in the Philippines or China, which are
around 1.8-2.0 percent of annual sales.

In part, administrative corruption has been a
response to the chronic underfunding of key
public institutions. As noted in the World
Bank’s report on corruption (Combating
Corruption in Indonesia, 2003), the failure to
provide adequate resources for the essential
service providers to do their jobs can create
perverse incentives. Allocations for O&M
have traditionally been low, and have been
declining in real terms over the years.
Moreover, budget allocations are released
late in the year, which creates budgetary
uncertainty. To cope with systematic under-
funding and uncertainty, it was common
practice under the New Order for public
agencies to raise their own resources to meet
the gaps. Such practices have persisted:

® Corruption can take the form of grand corruption,
which is defined as private payments to public officials
to influence the content of the basic rules of the game
(legislation, regulations); and petty administrative
corruption of the sort that firms encounter in their day-
to-day dealings with lower-level officials.



according to the survey responses, 15
percent of firms report paying bribes to
obtain any public service.

Broken down into types of services, illegal
payments in order to obtain operating
licenses at the local level seem to be most
predominant source of administrative
corruption (Figure 5.11).

Figure 5.11: Prevalence of bribes
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While corruption is not new, about a third of
the firms think that it has increased since
decentralization. And more than 40 percent
of large firms think that decentralization has
made corruption worse. In part, this may
reflect the fact that corruption has become
less predictable in the more competitive
environment, with many more potential
contenders. And while about 30 percent of
firms feel that the “effectiveness” of
corruption—i.e., that once the payments
have been made, the issue gets resolved in
the time and manner expected—has
increased since decentralization, 70 percent
of firms believe that bribes work half the
time or even less.

What about “state capture”? Firms were
asked to what extent other firms’ private
payments to parliamentarians, government
officials, judges, or political parties to
“change the rules of the game” have had an
impact on them. (For example, payments
made to parliamentarians to influence their
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votes, or to government officials to affect the
content of government decrees). Around 8
percent of firms felt that such payments have
had a moderate or sizable impact; and that
government officials are the most effectively
influenced (Figure 5.12).

Figure 5.12: Perceived impact of bribes
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Functioning of the legal and judiciary
system. Entrepreneurs want to be sure that
contracts will be honored, that disputes will
be handled in a fair and efficient manner by
the legal system, and that courts’ decisions,
once taken, will be enforced. A poorly
functioning legal system increases risks and
costs and thus can seriously undermine
investment and firm performance.

About 25 percent of firms surveyed rated the
functioning of the legal and judiciary system
as a major or severe constraint. In fact, the
legal and judiciary system in Indonesia
suffers from a significant lack.of confidence.
Close to half the firms surveyed felt that the
statements, (a) the court is fair,( b) the court
is uncorrupted, and (c¢) the court is quick,
could seldom or never be applied to
Indonesian courts. And about 40 percent of
firms disagreed with the statement, “courts
are able to enforce firms’ contractual and
property rights.” This is sizably higher than
in other countries surveyed (Figure 5.13)



Figure 5.13: Perception of efficacy of courts
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Other data examine the process of enforcing
contracts in more detail, and corroborate that
it takes longer, and is more costly and more
complicated in Indonesia than in other
countries in the region (Figure 5.14)."

Figure 5.14: Complexity of contract
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As a result, firms usually bypass the legal
system: only 10 percent of the disputes that
firms have with their business clients are
resolved in courts (compared to, for
example, 20 percent in Malaysia). Rather,
80 percent of firms in Indonesia resolve
disputes amicably. While in part this may
reflect cultural preferences, it also reflects a

'Y From Costs of Doing Business (2003)
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dissatisfaction with the functioning of the
courts, as suggested by the following quotes
from businessmen: “We tend to use a
personal approach and solve problems
without court, the court system is expensive
and takes too long”; and “we prefer to solve
a dispute using the family method. (The)
court takes time and money, involves a lot of
bribery and lobbying, and the outcome is
uncertain.”"'

Impact of governance

The measure used to capture administrative
corruption is the percentage of sales that
firms report as typically having to pay to “get
things done” at the local level.
Unfortunately, there is no specific question
that captures the uncertainty associated with
corruption'” (which appears to be the greater
issue facing firms in Indonesia; the amount
of illegal payments as a value of sales was
reported to be only somewhat higher in
Indonesia than, say, in the Philippines or
China). However, firms’ responses to the
prevalence of regulatory and policy
unpredictability (discussed above) is likely to
reflect, in part, the uncertainty associated
with corruption.

To capture the importance of a well-
functioning and fair legal and judiciary
system, the proxy used is the firm’s
confidence regarding the ability of the
judicial system to enforce contractual and
property rights.  Finally, to analyze the
importance of security and law and order, the
measure used is the average amount that
firms report spending on security measures
(equipment personnel, professional security
service, etc.) and for protection payments (to
organized crime, etc.) to prevent violence—
on the premise that higher security payments
indicate greater security problems.

""'Voices of the Private Sector, PENSA (2004).

' [nvestment climate surveys undertaken in some other
countries included a question on the extent to which
firms knew what the amount of the informal payment
would be before paying.



The functioning of the legal and judiciary
system, and security and law and order, both
matter to firms (Table 5.5). Poorly
functioning courts are negatively associated
with employment at the S percent
significance level, and lack of security is
negatively associated with the probability of
investing at the 10 percent significance
level.

Table 5.5: Impact of governance

Performance Elasticity and Logit coefficient
Variable
Admin  Poorlegaland  Lack of
corrupt judiciary security
system
Ln(TFP) -1.2 -3.6 -1.8
Ln(Employ) -0.7 -6.9%* 0.2
Logit:
Pr(T) -0.003 -0.07 -0.047%

Note: Other control variables not reported in this table
include age of firm; initial employment; sectoral
dummies; dummies for the years 2001 and 2002; and
dummies for legal status of the firm and for being on
Java. Elasticity =coefficient*mean (IC variable),
except for binary IC variable, where coefficient
already implies percentage difference from firms
reporting 0 for the variable.

Source: PICS

Labor markets

Firms complain that Indonesian labor
productivity is low relative to labor costs, as
evidenced by these statements from
businessmen: “Indonesian labor has low
productivity in general”; and “labor has
caused me so much problem that I am
considering moving toward capital-
intensive production. The labor cost is still
cheap, but the productivity is very low.” "

Although labor productivity has improved
over time, increases in wages have outpaced
these improvements in recent years: in all
except one of the sectors, the growth in
value added per worker was greater than the
growth in wages per worker during 1993-96.
During 1999-2001 the reverse has been the
case (only in chemicals has the growth in

" Voices of the Private Sector, PENSA (2004)
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productivity per worker outpaced the growth
in wages per worker) (Figure 5.15).

Figure 5.15: Growth in wages and value added
per labor
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Labor regulations are one of the factors that
firms see as adding to their costs and
constraining their  flexibility. Labor
regulations are ranked as a major or very
severe problem by around 24 percent of
firms—higher than in China, Malaysia or the
Philippines. Large, foreign-owned and
exporting firms are particularly affected, with
35-40 percent of firms seeing this as a major
or severe constraint. Much of this reflects
business’ reaction to the new Labor
Protection Law that was passed in February
2003. Although in broad terms, the new Law
can be seen as winding back some of the
gains the unions won under the statute of
2000, firms still regard the Law as imposing
a heavy burden on them. The new Law
includes the following key elements:

e [t accepts the generous rates of severance
and long service pay set out in the
Ministerial Decree 150/2000 with some
minor concessions to employers, such as
a severance pay of 9 rather than 12 times
a worker’s monthly salary. However,
employers are not (any longer) required
to provide severance pay to workers who
resign voluntarily (including to take



higher paid employment elsewhere) or
who are dismissed for committing
crimes.

e The Law retains a 40-hour working
week at normal rates of pay (China and
Vietnam both have 48 hour weeks).

e The right to be paid while striking
remains provided the strike occurs at the
place of employment and the authorities
are given advance notice. (If striking
workers violate specified procedures the
strike 1s illegal and without pay).

e The Law places stricter limits on the use
of temporary labor or outsourcing of
core activities to contract labor

e Minimum wages are set by provincial
governments (not district heads), based
on a “fitting” standard of living.

Which aspects of labor regulations are most
problematic? Firms were asked to rank the
constraints pertaining to regulations on: (a)
layoff procedures; (b) hiring temporary
workers; (¢) hiring local workers; (d) hiring
foreign workers; and (f) the flexibility of
salary scales for skilled workers. The
greatest constraint appears to be the
regulations pertaining to layoffs: 20 percent
of the firms find the regulations to be a
severe or very severe constraint (Figure
5.16). Medium and large firms appear to be
most affected—with as many as 28 percent
of large firms ranking this as a major issue.
This is followed by the regulations on
temporary hiring—10 percent of firms rank
this as a severe or very severe constraint—-
and the inflexibility regarding the salary
scale for skilled workers. Firms in
Indonesia state that if there were no
restrictions, their labor force would be 97
percent of their current levels, which may be
further evidence that layoff procedures can
be constraining firms.

On the productivity side, the lack of skilled
labor is seen as a major or severe constraint
by about 19 percent of firms, and firms
report that it takes one and a half times
longer (1.6 weeks) to fill a vacancy for a
skilled worker than for an unskilled worker.

Firms also report that a total of 9 days were
lost due to disruptions in labor supply
whether due to employee absenteeism (which
accounted for the bulk-—86 percent), strikes
(13 percent), or civil unrest. Data on
absenteeism are not available in the other
countries surveyed; however, the days lost to
labor disputes or civil unrest is lower in these
other countries than in Indonesia.

Figure 5.16: Perceptions of labor regulation
constraints
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Impact of labor market constraints

To capture labor market disruptions, a binary
variable is constructed on whether a firm
experienced any labor disputes associated
with payroll, social security, or redundancy
issues. To capture the importance of skilled
labor, the number of years of education of the
non-managerial labor force is used.

Labor disruptions are significantly negatively
associated with TFP and employment, and
positively associated with investment, which
may be reflecting the tendency of firms to
substitute capital for labor in the light of
labor market problems, as the quotes above
from businessmen suggest (Table 5.6). The
education of the non-managerial labor force
is found to affect TFP at the 10.7 percent
significance level.



Table 5.6. Impact of labor market constraints

Performance Elasticity and Logit coefficient
variable
- Measure of Measure of

education of non- labor market
managerial labor disruptions

Ln(TFP) 14.8 -21.1%*

Ln(Employ) 1.1 =7 7%

Logit:

Pr(1) 0.021 0.671**

Note: other contro! variables not reported in this table
include age of firm, initial employment, sectoral
dummies, dummies for the years (2001, 2002) and
dummies for legal status of firm and a dummy for
being on Java. Elasticity =coefficient*mean (IC
variable), except for binary IC wvariable where
coefficient already implies percentage difference from
firms reporting O for the variable.

Source: PICS

Financial markets

About 28 percent of firms state that the cost
of finance is a major or severe constraint.
While it is not uncommon to hear businesses
complain about the costs of finance, the
proportion of firms complaining about the
cost of finance is sizably higher in Indonesia
compared to the Philippines (23 percent)
China (21 percent), and Malaysia (17
percent). Large firms in Indonesia appear to
feel the constraint most strongly, with 40
percent of these firms finding the cost of
finance to be a major or severe constraint.

In fact, while deposit rates have been
coming down in Indonesia, lending rates
have tended to be sticky and as of 2003,
Indonesian spreads remain substantially
above those in the other crisis-affected
countries (Figure 5.17).
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Figure 5.17: Spreads on bank borrowing
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Access to finance is identified as a major or
very severe constraint by 18 percent of firms
in Indonesia. This compares to 13 percent in
the Philippines, and 24 percent in China.

Indonesian companies actually finance a
lower share of working capital (38 percent)
and new investments (42 percent) from
retained earnings than is the case in the
Philippines or Malaysia. However, a sizable
proportion of the external financing is from
informal sources (excluding family and
relatives), which is typically more expensive
and of more limited duration. (Figures 5.18-
5.20).



Figure 5.18: Sources of finance for Indonesian
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Figure 5.19: Sources of finance for firms in
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Figure 5.20; Sources of finance for Chinese
firms
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Within formal external financing commercial
bank loans account for the bulk, which 1s not
unusual in the East Asia region. However,
on average, the value of the collateral
required as a percentage of the loan value
tends to be very much higher than in the
other EA countries surveyed—116 percent as
opposed to around 85 percent in Malaysia
and China and 61 percent in the Philippines.
Moreover only around 20 percent of firms
enjoy overdraft or line of credit facilities,
compared to 27-30 percent in China and the
Philippines and 72 percent in Malaysia.
Other sources of formal finance, such as
trade credits or equity finance, account for a
much lower share of working capital (and
investment) in Indonesia than is the case in
the Philippines or China. Thus both access to
and diversification of sources of finance
appear to be major issues in Indonesia.

Impact of financial sector constraints

The impact of financial sector cost and
access problems is captured by using the
percentage of firms’ external finance
obtained from informal sources (excluding
family) such as money-lenders etc. Such
sources are typically more costly than formal
finance. This measure also captures the
difficulties of access to formal finance. The
variable is negatively and statistically
significantly correlated with ali three firm
performance variables.

Table 5.7. Impact of financial constraints
Performance Elasticity and Logit

Varnable coefficient
Measure of firms’ lack of
access to formal finance

Ln(TFP) -1.7%

Ln(Employ) -0.09**

Logit: Pr(I) -0.01%*

Note: Other control variables not reported in this table
include age of firm: initial employment; sectoral
dummies; dummies for the years 2001 and 2002; and
dummies for legal status of firm and for being on Java.
Elasticity =coefficient*mean (IC variable), except for
binary 1C variable where coefficient already implies
percentage difference from firms reporting O for the
variable.

Source: PICS



Infrastructure

Infrastructure services are clearly a key
component in determining the costs and
efficiency of production,

About 16 percent of firms state that
transportation problems pose a major or very
severe constraint—and firms report that they
lose around 3.6 percent of sales per year due
to transportation problems (Table 5.9). This
is higher than figures reported by firms in
the Philippines and Malaysia for instance.

About 22 percent of firms surveyed report
power as being a major or very severe
constraint.  The figure 1s sizably higher
(around 30 percent) for exporters, large, and
foreign-owned firms. In fact, close to 40
percent of firms report having their own
generators—higher than in the Philippines
(37 percent) and Malaysia (23 percent).
Nonetheless, firms report losing about 4.3
percent of sales per year due to power
outages, which is much higher than in
Malaysia (1.0 percent of sales), although
lower than in the Philippines (6.0 percent of
sales).

Telecommunications appears to pose less of
a problem-—only 9 percent firms report this
to be a major or very severe constraint. This
is lower than in the Philippines and China,
although still slightly higher than in
Malaysia (where 7 percent of firms find
telecom to be a major problem).

Table 5.8. Reported infrastructure problems
Power

Number of days of outages 4.5
Total duration of outages 22.0
Percent of sales lost 4.3
Telephone
Number of days of failurc 1.8
Total duration of failure 26.2
_ Percent of sales lost 2.5
Transport
Number of days of failure 22
Total duration of failure 20.8
Percent ot sales lost 3.6

Source: PICS
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Impact of infrastructure constraints

The impact of power problems is assessed
using the number of days of power outages in
the public grid; and that of road availability
and quality is assessed using road density per
1000 km at the district level.

Controlling for cases where firms have their
own generators (and the other firm and
sector-specitic characteristics), more frequent
power outages from the public grid are found
to be negatively associated (and statistically
significant at the [0 percent level) with
firms’ TFP (Table 5.9). Road availability is
also found to be positively and highly
significantly associated with firms® TFP at
the 5 percent level.

Table 5.9. Impact of Infrastructure constraints

Performance Elasticity and Logit
Variable coefficients
Measure of  Measure of low
power road
failure quantity/quality
Ln(TFP) -2.8* 8.4
Ln(Employ) -0.0 -10.3
Logit:
Pr(1) -0.006 0.016

Note: Other control variables not reported in this table
include age of firm; imtial employment; sectoral
dummies; dummies for the years 2001 and 2002; and
dummies for legal status of firm and for being on Java.
Elasticity =coefficient*mean (IC variable), except for
binary IC variable where coefficient already implies
percentage difference from firms reporting 0 for the
variable.

Source: PICS

Impact of all investment climate variables

The above analysis highlights the importance
of the investment climate for firm
performance. However, since each of the
investment climate variables is regressed
separately, there is a potential problem of
omitted wvariable bias in the estimates.
Therefore, the key investment climate
variables are also regressed together (using
only those elements that were found to be
statistically significant m the individual




regressions). The elasticities change only
slightly from those estimated for each of the
key investment climate variables separately.
As Table 10 shows, a | percent reduction in
the time spent by senior managers dealing
with government officials, regulations, etc.
(a proxy for regulatory burden) would
increase average TFP by 5.6 percent-—a one
percent increase in the index of policy.
Similarly, a one percent increase in the
index of regulatory predictability would
increase TFP by 21.5 percent.

Since it iy difficult to compare which factors
affect firm performance most when the
underlying units of measurement differ
across the investment climate variables (e.g.,
percentage of time of senior managers’ time
spent versus an index), Figure 5.21 presents
the standardized coefficients. Standardized
coefticients indicate the relative importance
of the different investment climate variables
in explaining firm performance.'

The standardized coefficients suggest that
labor market functioning (fewer disruptions)
is one of the most important factors for TFP.
Government effectiveness in  terms of
reducing regulatory burden, and improving
policy and  regulatory  clarity and
predictability, is also very important, as is
road density within infrastructure. Finally,
power and access to formal finance appear
to be of equal importance in explaining TFP.

Looking across the difterent performance
measures—TFP, mvestment, and
employment—what affects firms the most
are the risk element present in the
complexity and uncertainty of the policy and
regulatory environment, and problems in the
functioning of security and the legal and
judiciary system. In terms of factor inputs—
problems of labor disruption (mainly
reflecting absenteeism) affect firms the
most.

" Standardized coefticients look at the impact of a one
standard deviation movement in the explanatory
variable on the dependent variable.

39



Table 5.10. Impact of investment climate on firms’ performance
{all variables combined)

Control variables (including)
Manager’s education
Percentage of foreign ownership ! '
** Significant at 5%,* significant at 10%,
Note: Other control variables not reported in this table include age of firm; initial employment; sectoral dummies,
dummies for the years 2001 and 2002; and dummies for legal status of firm and for being on Java.
Source: PICS

Investment climate element . TFP Employment i Probability of
[ : : Investing
© Coefficient ! Elasticity ' Coefficient @ Elasticity Logit coefficient

Government effectiveness ; ; gl

a) Quality of regulations measured ! ; ; :

by: I ‘. ' : !

Regulatory burden i -0.0044 1 -56%* 1 0.0007 1.0 ' -0.001

Entry, exit and competition L0074 1 219% ¢ 0007 | 21 0.052

b) Lack of policy predictability i -0.667 | -21.5% | 0002 | -07 | 005l

Governance . : E : :

a) Poor functioning of legal and ; E , : ,

judiciary L0009 1 340 1 0194 1 73% L 0.109*

b) Lack of Security/ Law and order | -0.0119 : -1.6 00007 | 10 -0.053*

Labor Markets : o D P

Disruptions (incl. absenteeism, ~ © -02078 | -20.8% | -0.073 | -7.3%* | 0.804**

strikes and civil unrest) ' ! ! , '

Financial Markets ' ;

Cost and lack of access bo.0.0022 2 <165 1 -0.001 1 -0.8%% -0.011%*

Infrastructure ' g g

Power outages . -0007 ¢ -3.0* 1 -0.001  -0.7% 0.001

Low road density L -0.0939 1 -94%* 1 0020 | 20 0.020
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Figure 5.21: The importance of different investment climate elements in determining firm

performance o
TFP Investment Employment
Complexity ofreg -().072
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Note: The size of the shaded areas show the extent of the importance of different investment climate elements on firm
performance based on the estimations.

Source: PICS
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CHAPTER 6: HOW DO FOREIGN PROSPECTIVE INVESTORS
VIEW INDONESIA?

Investors already operating in a country view the
investment climate differently from those who
are yet to make investment decisions. Foreign
investors in particular use different criteria by
which to evaluate a country’s investment
climate, given the wide array of choices they
have on where to invest. [t is therefore
important to assess how prospective foreign
investors compare Indonesia to other countries
as an investment destination. In this chapter,
Japanese investors are used as a proxy for
foreign investors who are interested in investing
in Indonesia, given the availability of data on
Japanese investors as well as the importance of
Japanese foreign direct investment in Indonesia.'

Japan is the third largest foreign investor in
Indonesia. According to Indonesian Investment
Coordinating Board (BKPM) statistics, 577 FDI
projects from Japan were approved between
1997 and 2003, with a cumulative value of $10
billion. But the general trend of Japanese FDI in
Indonesia from 1997 to 2002 was on the decline
in terms of both number and value (Figure 6.1).
This declining trend was also experienced by
other Asian competitors except China, where
FDI from Japan actually tripled between 1999
and 2002. The composition of Japanese FDI to
Indonesia changed after the crisis (Figure 6.2 )—
from sectors that reflect Indonesia’s comparative
advantage in low-skill, labor-intensive products
(such as textiles and clothing), an advantage that
can now be found elsewhere, to sectors that are

' Three major surveys of Japanese investors,

conducted periodically, are used: the Japan Bank for
International Cooperation (IBIC) “The Outlook for
Japanese Foreign Direct Investment,” the Japan
External Trade Organization (JETRO) “Japanese-
Affiliated Manufacturers in Asia,” and the JETRO
Jakarta office’s hearing survey. JBIC is the Japanese
Government’s bilateral lending agency. JETRO is the
Government’s agency for trade and investment
promotion between Japan and foreign countries.
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more resource based (wood products), and to
large infrastructure projects (transport).

Figure 6.1: Japanese investment in Indonesia on
the decline
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For sectors that are human and physical capital
intensive, Japanese investors seem more likely
to invest in China or Thailand than in Indonesia
(Figure 6.3)—half of the chemical and electrical
companies in the JBIC survey are planning an
expansion of their businesses in the eastern
region of China, while fewer than 20 percent are
planning to go to Indonesia.




Figure 6.3: Prospective Japanese investors are
more likely to go to China or Thailand
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The most important obstacles to Japanese
investors shifted from lack of adequate
infrastructure prior to the crisis, to political
and macroeconomic instability after the crisis.
Before the crisis, the most important obstacle
cited by Japanese investors related to
infrastructure, but this quickly and dramatically
changed to political, social, and macroeconomic
instability (mainly in the exchange rate) after the
crisis (Figure 6.4) 1t is only in 2003 that
Japanese investors started to have more
confidence in the stability of the economy, when
the share of investors citing foreign exchange
rate risk as unstable declined. Starting in 2001,
labor issues also became a major obstacle in the
view of foreign investors, and ranked second in
2003. This could be due to the various labor
issues—new labor regulations, higher minimum
wages, and even lack of skills.

The obstacles from key investment climate
Jactors in Indonesia are seen as more severe
than in other countries in the region. Three
problems are worrying prospective Japanese
investors in Indonesia far more than any other
country in the region (Figure 6.5): “political and
social instability,” “unstable foreign exchange
rates,” and “labor and employment issues.”
While no respondent in Malaysia cited “political
and social instability” as an obstacle, more than

* The annual JBIC survey does not necessarily ask
the same questions every year, so it is difficult to
directly compare the survey results across time.
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half of the respondents were concerned about it
in Indonesia. With respect to “unstable foreign
exchange rates,” China and Malaysia have
succeeded in maintaining a stable exchange rate
and received only a small number of complaints
(4 percent and 5 percent, respectively), but one-
third of the Japanese investors provided negative
evaluations for Indonesia. Unless these critical
problems are resolved in a way that is perceived
by foreign investors as sustainable, a surge of
FDI is unlikely to materialize. Surprisingly,
while half of the respondents in China, Vietnam,
and India showed their dissatisfaction regarding
“lack of transparency in applying laws and
regulations” and “undeveloped infrastructure,”
only a quarter of the respondents in Indonesia
were skeptical about these issues. This could be
a reflection of the relative importance of the
other major constraints in Indonesia (political
and macro instability), rather than satisfaction
with the implementation of laws and regulations
and the state of the infrastructure.

Indonesia is also the only country in the region
besides the Philippines that exhibited a
noticeable deterioration, rather than an
improvement, in key investment climate factors
Sfollowing the crisis. The perceptions of
Japanese investors about whether there have
been improvements in investment climate
conditions before and after the crisis are
important in assessing the direction in which
these perceptions are evolving. The most
obvious result is China’s and, to some extent,
Vietnam’s improvement in the five categories
mentioned above, except foreign exchange rates
(Figure 6.6). Although it does not mean that
both countries’ investment climates improved
more than those of other countries, including
Indonesia, Japanese investors certainly rate
China, in particular, highly as an investment
destination. In the “local infrastructure™ category
some 70 percent of responding companies
selected “improved” with regards to China
(Vietnam 57 percent). Japanese companies also
evaluated China positively in other categories,
such as “political and social conditions.” These
results coincide with the recent surge of
Japanese FDI in China. On the other hand,
Japanese investors’ evaluations of Indonesia
were harsh.  About 80 percent perceived a



Figure 6.6: Some factors have deteriorated much more in Indonesia than in other Asian countries
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In sum, prospective investors who have
information and choices about where to invest
still view Indonesia negatively compared to
other countries in the region. Political and social
instability tops their list of perceived obstacles,
closely followed by macroeconomic instability
(mainly exchange rate and price instability).
Labor issues have also emerged after the crisis
as a new obstacle for foreign investors.
Surprisingly, Japanese investors are less
concerned about the lack of transparency in
applying laws and regulations (perhaps because
Japanese investors know how to deal with it)
and about the state of the infrastructure. There
have been signs of improvement in recent years.
Nearly all prospective Japanese investors were
worried about political and social instability in
2001—this dropped to only half in 2003. Two-
thirds of Japanese investors were apprehensive
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Change in labor issues between 1996 and 2001
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about an unstable exchange rate in 1998; this
share gradually dropped to one-third in 2003.
Labor issues remain a concern. Even with the
recent improvement in how foreign investors
view political, social, and macro instability,
these constraints remain far more severe for
Indonesia than for other countries in the region.



CHAPTER 7: THE INVESTMENT CLIMATE FOR SMES

Small firms play a special role in economic
development. SMEs are flexible and can more
easily adapt to the ebb and flow of market
demand. They generate jobs more rapidly than
large firms, engage in diversified economic
activity, and contribute to export and trade. But
SMEs are typically more affected by a weak
investment climate than larger firms. To help
SMEs, some targeted interventions are useful—
such as improving property rights and credit
availability—but the focus needs to be on
improving the broader investment climate,
which tends to provide disproportionate benefits
to smaller firms.

Profile of SMEs in Indonesia
The missing middle. In Indonesia, small

enterprises are concentrated in trading, food,
beverages, textiles and garments, wood and

wood products, and non-metallic mineral
production. They operate in a highly
competitive and  uncertain  environment.

Overall, the SME sector accounts for more than
50 percent of GDP (with trading and agriculture
dominant) and about 10 percent of exports.
Though reliable data are generally unavailable,
there are indications that employment in
medium size manufacturing enterprises has
fallen, in relative terms, from nearly 10 percent
in the mid 1980s to about 5 percent in the late
1990s. In comparison with developed countries,
Indonesia has a “missing middle” in its
industrial structure. There are a small number of
large firms at one extreme, and an abundance of
small domestic market-oriented businesses at the
other end of the scale.

Table 7.1: Cottage and small firms

Size category Percent Percent share
share of of
firms employment
Cottage (<4 employees) 90.35 38.10
Small (5-19 employees) 8.32 17.36

Source: IFC-PENSA (2004)
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Out of the 282 SMESs surveyed in Jakarta, nearly
half produce garments and food products; on
average, they employ 4 workers (Figure 7.1).'
Most owners have attained secondary level
education, but a significant number have not
completed primary education; and most workers
have not completed primary education (Figure 7.
2). SMEs tend to employ relatives and
household members (25 percent of total
employees), but only a small proportion of SME
employees are female. Surveyed SMEs rely
heavily on retained earnings and family sources
for their working capital and investment
financing.

Figure 7.1: Distribution of SMEs by sector and
size
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Source: World Bank SME survey in Jakarta (2003).

' The SME survey data consists of 282 individually owned
establishments located in Jakarta, Tangerang, and Bekasi
area; the establishments surveyed employ up to 10 workers.



Figure 7.2: Education levels among owners and

workers
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Figure 7.3: Sources of financing
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Source: World Bank SME survey in Jakarta (2003).
Constraints facing SMEs

Small firms incur more burden from a weak
investment climate than larger firms.
Investment climate constraints that represent a
fixed cost hit small firms harder—through
regulatory compliance costs, costs of self-
provision of electricity or security services, or
bribes. Limited assets to use as collateral and
shorter credit histories can also make it more
difficult for smaller firms to obtain access to
finance.
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Access to and cost of financing is the major
obstacle for SMEs. The survey of SMEs in
Jakarta finds that they are mostly concerned
about the access and cost of financing. More
than 30 percent say that both current access to
and cost of financing are severe obstacles to
their growth. SMEs also complain about
economic uncertainty as the third most severe
constraint that limits their growth. Labor
regulations and the legal system are not an issue
for SMEs, since these affect mostly the formal
sector.

Figure 7.4: The most severe investment climate
obstables are different for SMEs
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The corruption problem SMEs face is at the
village/county level. Corruption is an important
constraint for SMEs, ranking fifth in the list of
constraints.” SMEs surveyed mainly deal with
community officials, which are mainly officials
from the county or village offices (Figure 7.5).
SMEs spend about a day and a half per week
dealing with community officials, and 12
percent of the SMEs pay them “gifts.” Dealing
with the police does not take up a lot of time, but
7 percent of SMEs also pay them “gifts.”

2 Anti-competitive practice, which ranks fourth, may just
refer to the high level of competition among SMEs.



Figure 7.5: Corruption is mainly at the level of
community officials
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Local regulations impose a high fixed cost on
SMEs. Since decentralization, subnational
governments have tended to increase the burden
on local business—with taxes on such things as
the posting of NO SMOKING and FIRE EXIT
signs, or requiring a permit should women be
working the night shift. As a result, SMEs’
competitiveness has been curtailed by having to
spend more time and money to comply with
these regulations rather than using their limited
resources on more productive endeavors.
Moreover, such excessive local regulations have
not generated much extra revenue for local
governments.

Improving the investment climate for SMEs

Improving the general investment climate of
the country will have disproportional benefits
for SMEs. Studies have found that policies that
successfully promote growth—such as those that
improve the investment climate—also promote
SME development, but policies that target SME
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development do not necessarily result in faster
growth (see WDR 2005). Removing policy and
regulatory distortions will usually be the most
effective strategy to help unleash the growth
potential of small firms.

New, more commercial-based, financing
vehicles should replace the subsidized credit
program for SMEs. There is little evidence that
subsidized credit programs lead to sustainable
economic growth or SME development in
Indonesia. In fact, it is perhaps more likely that
“credit targets” for SMEs have damaged rather
than helped SMEs’ access to credit. Subsidized
credit programs have undercut commercial loans
and led to a deterioration in the repayment
culture. This has had a negative impact on the
banking and non-banking financial services
sector’s ability, and desire, to develop this sector
as a profitable niche market. Banks that lend to
small-scale  enterprises, such as Bank
Perkreditan Rakyat (BPR), are not happy. Many
BPR directors contend that subsidized loans are
giving the wrong incentives. “The community
that has been accustomed to a commercial
approach is now expecting more subsidized non-
repayment opportunities. In the long run, this
subsidized approached will kill for-profit micro-
finance institutions (including BPR) and
potentially hinder financial service opportunities
to the needy non-urban borrowers that
commercial oriented businesses are in the
market to provide.” SMEs have a lower share
of non-performing loans (Figure 7.6). With its
vast banking network, BPR provides excellent
opportunities to finance SMEs and non-urban
entrepreneurs. The Government should help to
increase the flow of capital through BPR
branches to businesses through a gradual
liberalization process that will allow BPR to
grow faster, but with the condition of increased
regulation and oversight that is more in line with
that of current commercial bank regulations.

Improving land certification would allow
SMEs to build collateral. =~ SMEs find it
especially hard to meet bank collateral
requirements. Being smaller, they tend not to

3 A BPR director from Java who wishes to remain

anonymous. Source: IFC-PENSA note on SMEs (2004).



have the land or other resources necessary to
secure adequate small financing. Even when
they have land, collateralizing it is difficult—
many cases show that small businesses have
land, but cannot collateralize it for bank loans
because obtaining land certification is
problematic. The Government is trying to steer
the policy direction of developing SMEs by
improving land certification in order to give
better credit access to small businesses instead
of subsidizing various schemes. Simplification
of procedures within the land agency (BPN) is
therefore needed. Land certification has been
proven to improve credit flow in rural areas. As
a result of the success of BPN’s project in
issuing two million certificates over a five-year
period, credit flow increased by nearly 30
percent among the land owners, who were then
able to collateralize their certificates, and their
land value increased by an average of 65
percent.

Figure 7.6: Lending to SMKEs is good business
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Source: Quote from Miranda Guitom, Deputy Governor of
Bank Indonesia, in “Indonesian banks lend USD 3.9 billion
to SMEs, ” Kompas (October 5, 2004).

Tax  administration  reforms, especially
speeding the refund systems, would benefit
SMESs proportionally more than larger firms.
SMEs are much more sensitive to variations in
cash flow than larger businesses, because larger
businesses have greater resources to draw upon
during a cash crunch. The current practice of
refunding prepaid income tax (overpayment) and
VAT is not working; this disproportionately
affects SMEs. Since repayments are rarely
made, or come as much as 24-36 months late,
this has the unwanted effect of squeezing
liquidity from businesses, and especially SMEs.
The Government should implement a speedy
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refund system and dispose of the tax prepayment
policy based on past earnings, and move to a
system where businesses pay a predicted income
tax with interest charged for substantial
underestimates.

Labor regulations should promote, not inhibit,
subcontracting. Large firms often subcontract
parts of their production process as a way to
bring down production costs and compete more
effectively. Subcontracting has played a central
role in the successful integration of SMEs into
dynamic, export-oriented manufacturing sectors
in countries such as Japan and Korea.
Subcontracting is not yet widespread in
Indonesia, and the new legislation (especially
Law 13/2003, Article 65, where the Government
defines what work may, or may not, be
outsourced) is not helping. By reducing options
for subcontracting through regulation, the Law
effectively reduces the opportunities for SMEs
to access a key and profitable segment of the
market, and discourages growth of the SME
sector.



CHAPTER 8: SUBNATIONAL PERSPECTIVE OF THE
INVESTMENT CLIMATE

The variation in the investment climate faced by
firms across regions in Indonesia has gained new
importance following decentralization.  The
decentralization vested district governments
with additional power and responsibilities
concerning regional development. Almost
overnight, districts became responsible for
service delivery to improve the quality of life of
their residents, and were given the ability to
approve foreign and formal domestic
investments that were previously highly
centralized through the National Investment
Coordination Board (BKPM). Many local
governments have tried to make the most of this
new autonomy, and are seeking ways to enhance
regional welfare by attracting new investment.
Through local land administration and the
provision of local infrastructure  and
environmental services, they are able to retain
and strengthen existing firms, and attract new
firms. But they may also catalyze investment in
more indirect ways; for example, by ensuring a
favorable environment for ancillary services.

Poorly designed and implemented, or even
predatory taxation on the part of some local
governments has raised concerns in the business
community about the increasing cost of doing
business. The fact that local governments do not
have a significant tax base of their own increases
that temptation to resort to nuisance taxation to
raise local revenues. At the same time, if local
officials and constituencies do not perceive a
link between the fortunes of local business and
overall local welfare, they will be less likely to
engage in more farsighted policies. Moreover,
predatory taxation on the part of local
governments may increase the cost of market
access for other local governments, especially
those whose goods have to traverse other
jurisdictions. Other questions about the
investment climate and employment growth
have to do with the impact of minimum wage
and labor regulations. The recent
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decentralization and democratization process
gives local political leadership more influence in
setting minimum wages for manufacturing. At
the same time, there is strong pressure for
strengthening workers rights, for example
through dismissal regulations. From a local
perspective, these issues will be most important
in localities with more labor-intensive industries.
The influence of labor policies and regulations
will depend on the degree of enforcement. Other
costs also influence business costs in a locality.

This chapter addresses two main questions:
What factors influence the geographic
distribution of economic activity within
Indonesia? What are the prospects for industrial
growth in lagging regions?

The location decision of an individual firm may
be influenced by two main factors:'

= Business Environment: access to inputs
(quality and cost of labor and capital);
access to markets; provision of basic

infrastructure; institutional environment;
and industry-specific subsidies or tax
breaks.

= Agglomeration Economies: external

economies arising from localization and
urbanization that increase returns to scale
and can lead to cumulative causation.

The analysis in this chapter employs two
approaches to examine factors influencing the
location of industrial activity—a survey-based
approach and a modeling approach.” In general,

' This classification draws on Burgess and Venables
(2004), who identify sources of first and second advantage,
which are similar to business environment and
agglomeration economies, respectively. Also, Lall and
Chakravorty (2004) examine how these factors influence
firm-level costs in Indian manufacturing.

? There are two broad approaches to identifying the factors
that influence firm location: One is a survey-based or



Figure 8.2: Distribution of manufacturing employment in the textile and garments sectors
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Note: Each dot is randomly placed within a district and represents 500 employees.
Source: Economic Census and Survey of Industry (1996). Similar results are obtained from the Survey of Industry (2001).
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Figure 8.3: Distribution of manufacturing employment in the wood products sector, and of total
manufacturing employment
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Note: Each dot is randomly placed within a district and represents 500 employees.
Source: Economic Census and Survey of Industry (1996). Similar results are obtained from the Survey of Industry (2001).
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Subnational  differences in  perceived
investment climate constraints

The PICS sampled firms in eleven provinces.
The sample size was not sufficiently large to
control for district-level diversity, which may
have  become  more  significant  with
decentralization, as districts have been granted
more policy autonomy. Yet, regional respondent
averages provide some insights into regional
differences in business constraints.

Of the main investment climate constraints
affecting firms, those under the purview of
local governments relate to regulatory
uncertainty. Figure 8.4 highlights the degree to
which regulatory constraints are consuming
firms’ resources. Dealing with regulations at the
local level is taking more time from firms’
senior management in most regions than dealing
with national regulations. Local corruption is a
severe obstacle in Riau and West Java; these are
also the two regions where local licenses are a
constraint.  While in Jakarta the time spent
dealing with local regulations is relatively low,
gifts paid to local officials is high (both the share
of respondents who pay gifts and the amount of
the gift as a share of sales are high). Gifts paid
to local officials are also high in Bali and Riau.

Infrastructure bottlenecks are also a severe
constraint to firms. Responsibility for most
infrastructure services has been devolved to
local governments. This responsibility, however,
has not been matched with devolution of
revenue. In some sectors that involve inter-
regional investments—such as power grids and
highways—public spending is still mainly at the
national level (by the national government or the
national power company). It will be some time
before local governments can actually take on
expansion of power grids, given the high costs
involved. In transport, however, an increasing
share of local government budgets are devoted
to roads.
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Figure 8.4: Local regulations and corruption
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Figure 8.5; Variations in infrastructure
bottlenecks across provinces
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Of all infrastructure subsectors, power is the
number one obstacle across all regions, and even
more so for firms in East Kalimantan and South
Sulawesi, Riau, and West Java (Figure 8.5).
Where power outages are frequent—mainly East
Kalimantan, South Sulawesi, and North
Sumatra—the share of firms with generators is
highest. While the use of generators reduces the
cost of production losses resulting from power
outages, it increases the cost of production, as it
is more expensive to use a generator than a
power grid. Generator use in Riau is quite low.
One potential explanation may be firms located
on Batam island, where dedicated infrastructure
services obviate the need for firms to
compensate for poor public infrastructure.

In telecom, major reforms started in 1999,
although much remains to be done to expand
telecommunication services to all regions.
Across regions, telecom does not seem to be a
major obstacle, except for Riau, Kalimantan, and
Sulawesi.

In transport, Jakarta ranks high in the frequency
of transport failures. Jakarta’s transport services
are inadequate to support its relatively large
concentration of firms. Congestion in transport
and land access in Jakarta is perceived by firms
as a key constraint. A sizable share of firms in
many other regions also cite transport as a
severe obstacle. Local governments are aware
of this problem, and are increasingly spending
their resources on the transport sector (Figure
8.6).

Figure 8.6: Local governments are spending more
on transport
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Factors that are most constraining to the
investment climate vary by province, but
corruption is the most significant constraint in
all provinces. In the four provinces where the
sample sizes were sufficiently large (i.e.,
Jakarta, West Java, East Java, and North
Sumatra), the rank order of factors identified by
respondents to be major business constraints
differed significantly by location (Figure 8.7).
For example, firms in North Sumatra ranked
electricity as a relatively less important
constraint. In part, this may reflect the fact that
firms have addressed this constraint by other
means (i.e., high use of generators, as seen
above), or are more concerned with other

factors. Strikingly, local corruption emerged as
the most significant constraint in all four
regions. Transportation ranked second in
Jakarta—reflecting the state of infrastructure and
congestion—but was not a main issue in West
Java or North Sumatra. Firms in West Java and
North Sumatra complained most from local
governance—in the form of corruption, local
labor  regulations, and local licenses.
Policymakers must therefore clearly identify
what bottlenecks reported by firms entail, and
what the best and most cost-effective local
strategies for addressing these bottlenecks might
be.

Figure 8.7: Constraints by province
Share of respondents identifying the constraint as major
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The constraints that firms perceive to have
deteriorated the most after decentralization
relate to corruption and regulatory uncertainty.
Around 42 percent of firms across provinces
claim that corruption has increased following
decentralization (Figure 8.8). This deterioration
in corruption was especially felt in Jakarta and
West Java. The bulk, if not majority, of firms
say that labor constraints and licensing issues
have remained the same after decentralization.
In general, West Java and to some extent North
Sumatra register a greater share of respondents

complaining about post-decentralization
deterioration in major investment climate
factors.

Figure 8.8: Decentralization has worsened the
investment climate
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If local authorities are responsive to firms, they
will act to improve the particular policy
dimensions that hurt the firms. They will do so
especially if they sense that they will bear the
cost of lost growth on the part of their existing
business community, or will be unable to attract
new investment. Ideally these types of indicators
would be monitored over time. Regular
assessments would also lower the cost of
information to potential new entrants, reduce
costs to business, and signal to local authorities
where problems lie.
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What determines firm location?

A location choice model is estimated to examine
factors that influence the decision of firms to
establish production facilities across Indonesian
districts. This analysis supplements the stated
preference approach based on a sample of
manufacturing firms covered by the Investment
Climate Survey. The location choice model is
estimated with data from the 2001 round of the
Indonesian Survey of Industry (SI), which is a
census of all manufacturing establishments with
more than 20 employees.* Since there was no
corresponding economic census during that year,
small firms are not included in the analysis.
Small firms will usually be more locally rooted
family-run firms that are unlikely to be as
systematic in their location choice as this model
assumes, or as mobile in response to changing
locational attributes in comparison to larger
firms. The analysis presumes that market
considerations are the only ones that need to be
factored into industrial location decisions. The
basic assumption is that all location decisions are
made by profit-maximizing private firms. Factors
influencing location decisions are broadly
classified into business environment and
agglomeration economies.

Business environment.” The location decision
of firms 1is influenced by the business
environment. Availability of good transport
infrastructure is assumed to encourage firms to
locate in particular areas, since it facilitates
procurement of inputs and shipments of outputs.
Better infrastructure effectively increases the
market area for a firm.

The efficient functioning of factor markets

(mainly labor and land) has important
consequences for location decisions and
productivity of  firms. As  Indonesian

manufacturing is overly specialized in low-
technology standardized manufacturing, low labor

* The 2001 dataset is used, as these are the latest available
data at the time of the analysis.

* The data from the Investment Climate survey cannot be used
to construct nationally representative variables for the
business environment due to inadequate sample coverage;
data from exogenous sources are used for this purpose (see
Appendix).



Table 8.1: Determinants of industry location: estimation results

-1 -2 -4 -5 -6 -7
Food Tobacco Textiles Wearing Tanning Wood and Chemicals
products apparel and products of and
and dressing of wood chemical
beverages leather except products
furniture
and plaiting
materials
Instrumental Variable regression with robust
standard errors; own industry shares are
instrumented with own industry shares in
1975; business services instrumented with
education institutions providing technical
education (from PODES)
Agglomeration Economies
own industry shares 9.74 32.35 67.55 17.05 53.95 98.21 82.32
(6.33) (12.65)* (58.11) (12.79) (22.92)* (39.11)* (57.47)
Backward linkages 0.49 0.59 0.90 0.65 -0.14 0.60 1.10
(0.06)** (0.45) (0.80) (0.20)** (0.19) (0.26)* (0.27)**
Transport Infrastructure
Distance to International Port (log) -0.02 -0.03 -0.02 -0.07 -0.03 -0.08 0.01
(0.01)+ (0.02)+ (0.03) (0.02)** (0.02)+ (0.02)** (0.03)
(log) Road Density 0.08 0.14 0.56 0.40 0.02 0.12 -0.10
(0.04)* (0.05)"* (0.13)** (0.08)*" (0.08) (0.09) (0.13)
Complementary Services
Share of employment in Business Services 3.80 1.40 11.85 15.67 11.06 6.62 15.44
(3.55) (6.05) (9.25) (7.24)* (5.89)+ (7.35) (7.59)*
Factor Markets
(log of ) Non Agricultural Wages -0.22 -0.41 -0.09 -0.52 -0.32 -0.27 -0.60
(0.09)* (0.17)* (0.42) (0.22)* (0.14)* (0.22) (0.22)**
(log of) Industrial Land Availability 0.06 -0.04 0.08 0.07 -0.04 0.03 -0.01
(0.02)** (0.03) (0.14) (0.05) (0.05) (0.07) (0.14)
Regulation
Dummy for LGs with rejected PERDAs -0.08 -0.26 -0.23 -0.02 0.22 -0.34 -0.27
(0.07) (0.13)+ (0.60) (0.18) (0.16) 0.17)+ (0.25)
Other Sources of Natural Advantage
share of forest land cover 0.00 0.00 0.01 0.00 0.00 0.01 0.00
0.00 0.00 (0.01) 0.00 (0.01) (0.01)+ (0.01)
share of crop land cover 0.00 0.00 0.01 0.00 0.01 0.01 0.01
0.00 0.00 (0.01) (0.01) (0.01) 0.01) (0.01)
Constant 4.26 4.71 -2.86 3.23 5.59 5.19 9.40
(0.87)** (1.61)** (3.15) (1.95)+ (1.37)* (2.04) (2.12)**
Observations 292.00 294.00 294.00 294.00 294.00 294.00 294.00
R-squared 0.37 0.33 0.16 0.41 0.23 0.21 0.12

Robust standard errors in parentheses

+ significant at 10%; * significant at 5%; ** significant at 1%
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Table 8.1 continued

-8 -9 -10 -11 -12 -13 -14 -15
Rubberand Other non- Basic Fabricated Machinery Office, Electrical ~ Furniture
plastics metallic metals metal and accounting, and and
products mineral products,  equipment and Electronics manufacturi
products except ne.c computing & Radio, ngn.ec
machinery machinery television
and & Medical, and
equipment precision  communicat
Instrumental Variable regression with robust and optical ion
standard errors; own industry shares are wnstruments, equipment
instrumented with own industry shares in watches and and
1975; business services instrumented with clock apparatus
education institutions providing technical
education (from PODES)
Agglomeration Economies
own industry shares 40.55 104.73 69.94 2.04 6.90 82.03 40.53 19.57
(17.76)* (121.01) (16.99)™ (0.83)" (4.65) (21.35)*  (12.19)*" (10.16)+
Backward linkages 0.58 0.08 0.04 0.00 -0.28 -0.03 -0.04 -0.08
(0.31)+ (0.04)+ (0.07) (0.01) (0.86) (0.04) (0.57) (0.07)
Transport Infrastructure
Distance to International Port (log) -0.05 0.03 0.00 0.00 0.01 0.00 -0.02 -0.02
(0.02)* (0.13) (0.01) 0.00 (0.01) (0.01) (0.02) (0.03)
{log) Road Density 0.16 0.37 0.01 0.00 -0.02 -0.05 0.13 0.33
(0.09)+ (0.30) (0.06) 0.00 (0.02) (0.10) (0.06)* (0.12)*
Complementary Services
Share of employment in Business Services 26.99 11.90 -1.22 2.16 -5.05 6.05 3.52 4.61
(8.31)* (26.10) (3.81) (1.46) (5.15) (5.35) (5.69) (10.32)
Factor Markets
(log of ) Non Agricultural Wages -0.48 -0.65 -0.16 -0.02 0.00 -0.11 -0.08 -0.64
(0.28)+ (0.65) (0.09)+ (0.01)* (0.07) (0.09) (0.10) (0.28)
(log of) Industrial Land Availability 0.22 0.07 0.03 0.00 0.01 0.00 0.02 0.1
(0.07)** (0.17) (0.05) 0.00 (0.02) (0.07) (0.05) (0.06)+
Regulation
Dummy for LGs with rejected PERDAs -0.10 0.00 0.05 0.01 0.08 -0.38 -0.03 0.10
(0.20) (0.44) (0.16) (0.01) (0.06) (0.27) (0.19) (0.21)
Other Sources of Natural Advantage
share of forest land cover 0.01 -0.02 0.00 0.00 -0.01 0.00 0.00 -0.01
(0.01) (0.01) 0.00 0.00 (0.00)+ 0.00 0.00 (0.01)+
share of crop land cover 0.02 -0.01 0.00 0.00 0.00 0.01 0.00 -0.01
(0.01)* (0.01) 0.00 0.00 0.00 (0.01) 0.00 (0.01)
| Constant 2.36 11.37 1.79 6.28 7.66 1.13 2.92 555
(2.53) (5.99)+ (0.89) (0.19)"* (0.78)* (1.01) (1.02)* 87y
Observations 294.00 294.00 294.00 294.00 294.00 294.00 294.00 294.00
| R-squared 0.33 0.53 0.11 0.01 0.52 0.25 0.30

Robust standard errors in parentheses

|+ significant at 10%:; * significant at 5%, ** significant at 1%
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Infrastructure:  Port distance appears to
significantly influence location decisions in the
nine largest sectors. It is highly significant in
the apparel, wood, and paper products sectors,
all of which have strong export orientation.
Similarly, the road density variable is significant
in most of the larger sectors, with the notable
exception of the food products sector, which is
more dispersed across the country.

Factor markets: Firms also appear to be
attracted by lower wages. For the larger sectors,
the wage indicator is consistently negative and
significant. Among the other inputs in the
production function of firms, the land variable
measures the amount of developed industrial
land that is available. The results suggest that
land availability is very important in the food,
wood, chemicals, rubber and plastic, and basic
metals sectors.

Complementary business services. These are
found to be important for manufacturing firm
location decisions in some of the larger sectors,
including food products and rubber and plastics,
and to a lesser extent in the apparel, fabricated
metal, and furniture industries.

Regulations: The results for whether a local
government has rejected perdas are not
consistent across sectors. While this indicator of
“bad” local tax has negative impacts on location
decisions in many sectors, it is statistically
significant only in the food processing and wood
products sectors.®

Natural resources: For industrial sectors that
depend on the natural resource base—especially
food processing that is tied to agriculture, and
wood products dependent on logging
activities—it may be presumed that they would
locate near the sources of their raw materials.’

% The caveat to this result is that only a small share of
perdas has been reviewed by MOHA, and thus this proxy
underestimates the impact of predatory perdas.

® An indicator of cropland and forest cover was created
from a spatial database of land cover (JRC 2003). The
cropland indicator is the share of district area covered by
cropland categories, and, correspondingly, the forest cover
variable is the sum of the shares of land covered by various
types of forests.
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The forest cover variable is not found to be
significant in the location decisions of wood
products or furniture sectors. The share of
cropland is marginally significant in the location
decisions of food products companies. The low
importance of this variable means that firms
prefer to ship raw materials to processing centers
that are located in areas that offer other
advantages. For the food sector, this reflects the
preferences of food processing firms to locate in
more diverse areas.

In sum, promoting the regional investment
climate is important, but it is equally important
to understand what matters for firms’ decisions
to locate in one or the other region. First and
foremost, agglomeration economies play a
critical role. Neglecting this role may have
serious implications for the success of regional
development initiatives aimed at creating
industrial bases, especially in lagging regions.
Access to market—in the form of adequate
infrastructure provision—is also important to
firms. Local governments are already increasing
their capital spending in transport. But roads do
not solve everything. In the presence of
agglomeration economies, increases in the stock
of infrastructure may have only limited payoffs
in attracting firms from other more established
regions, particularly in mainstream sectors that
have already concentrated in other leading
regions. Instead of competing with the leading
regions, some lagging regions may be better off
exploiting industries that build on existing
location endowments (such as resources). Given
that standard manufacturing sectors that have
already concentrated in large agglomerations are
unlikely to move to peripheral locations,
thinking of alternative strategies that are feasible
for low-density and remote areas is important.



PART II1: WHAT POLICIES TO IMPROVE
THE INVESTMENT CLIMATE
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CHAPTER 9: POLICIES TO IMPROVE THE INVESTMENT
CLIMATE

Improving the investment climate does not
require the Government to solve all problems at
once. [t requires the new Administration to: (i)
safeguard the progress that has been made to
date; (ii) take early action to send a clear signal
to the bureaucracy and the markets; and (iii)
formulate and implement a comprehensive
medium-term plan to improve Indonesia’s
investment climate. A medium-term plan is
crucial because it would provide benchmarks
against which to measure the Government’s
performance, and give investors confidence that
conditions will continue to improve.

Maintaining macroeconomic stability

Maintaining macroeconomic stability remains
the most critical issue. In its 2003 White Paper
the Government set the following policy
directions to sustain stability: maintain a low
inflation rate, a realistic exchange rate, and
sufficient foreign exchange reserves; reduce the
budget deficit gradually to achieve a balanced
position over the period 2005-06; and reduce the
stock of Government debt to GDP to a safe
position. The Government now has a proven
record in adequately managing macroeconomic
policies.

Making the financial sector part of the
solution

Indonesia’s banking sector is much healthier
now than it was when the crisis hit. Following a
painful restructuring, it now has fewer non-
performing loans, higher capital-adequacy
ratios, and higher profitability (Figure 9.1).
There is still a large unfinished agenda before
the financial sector can move from being part of
the problem to being part of the development
solution.

e Bank lending has yet to recover, and needs
to shift its focus from consumption to
investment.  Recapitalization bonds and
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central bank notes (SBIls) still dominate the
bank’s balance sheets, and credit for
productive investment continues to be
scarce. Banks also lack the long-term
resources to finance growth in Indonesia—
more than 90 percent of bank deposits in
Indonesia are three months or less in
maturity.

e The governance of state banks remains
weak.  Recapitalization of state-owned
banks after the crisis cost Indonesia nearly a
third of GDP; and the Government continues
to pay for weaknesses in these banks. Weak
internal controls in state-owned banks have
cost the Government about $300 million in
2003 alone.

e Non-bank financial institutions remain
small, and make up less than 15 percent of
Indonesia’s financial system. Non-bank
financial institutions (pension funds,
insurance, capital markets mutual funds) are
crucial for supplying long-term capital
needed for infrastructure development and
growth, as well as for providing a stable
source for financing Government deficits,
and for refinancing debt.

A three-pronged strategic approach for
financial sector policy. A sound, well-regulated
financial sector, consisting of strong banks,
capital markets, non-bank financial institutions,
and institutional investors such as pension funds,
is key to unlocking the potential in Indonesia’s
economy. Indonesia needs to adopt a three-
pronged approach in its financial sector moving
forward:

e Further strengthen the financial sector to
minimize the possibility of another crisis.

e Diversify the financial sector so that it
becomes less vulnerable to shocks, and a
source of long-term domestic financial
resources.

o Improve access of SMEs to formal financial
sector services.



Figure 9.1: Lackluster lending
(Bank financial indicators, 1997-2003)
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Implementing these policies for a stronger and
more diverse financial sector will send a clear
signal to all participants in the Indonesian
financial sector, as well as the international
community, that the Government is serious
about addressing financial sector problems.
These strategies will establish a stable and
resilient financial system to drive the economy
forward through its mobilization and sound
allocation of domestic resources for better
investment climate and higher growth.

Strengthen the financial sector

Clarify the role of state-owned banks. State
banks make up 35 percent of Indonesia’s
banking system, and they continue to pose a risk
to the banking system and the state budget.
International experience shows that state-owned
banks cause trouble. In Indonesia, the recent
scandals in state banks have revealed systemic
weaknesses in their internal controls. Even
more worrying was the fact that repeated
warnings from the central bank on state banks
operations went unheeded. While state banks
were originally set up to correct market failures
and channel directed credits, their activities are
now essentially indistinguishable from private
commercial banks. In this post-crisis era, there
is little rationale for continued state ownership
of banks. Completing the privatization of these
banks should be the ultimate goal. This may be
politically difficult, but the Government could
take steps toward this objective by making these
banks attractive to private investors through
improving internal controls and corporate
governance. The Government should also
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consider renewing and enforcing performance
contracts, and examining options to downsize
the state banks.

Establish a sound financial sector safety net.
A sound financial sector safety net is critical for
creating the incentives to protect depositors from
bank failures, while avoiding the risks of future
bailouts.  Construction of the safety net,
consisting of a lender of last resort, a deposit
insurance agency, and an institutional
mechanism to deal with distressed banks in the
future, is well under way: Amendments to the
Central Bank Law and a memorandum of
understanding between Bank Indonesia and the
Ministry of Finance (MOF) have already created
a lender of last resort. Passage of a Law on
Deposit Insurance has cleared the way for
establishing a deposit insurance agency (LPS), a
function currently administered by MOF. Now
the Government needs to set up the LPS and
adequately resource it. A formal coordinating
mechanism should be established between Bank
Indonesia (BI), the MOF, and the LPS regarding
provision of future support to and intervention of
distressed banks. Only after the safety net is in
place, a phased reduction in the current blanket
deposit  guarantee  could reduce @ the
Government’s exposure to fiscal risks.
Reducing the blanket guarantee will have to be
done with great care to ensure that market
confidence is not adversely affected at any step
of the process.

Further strengthen banking sector regulation
and supervision. Bank Indonesia’s regulation
and supervision of the banking system has been
aided by its new role as an independent authority
that legally insulates it from political
interference. However, weaknesses remain: in
practice, Bl is sometimes seen to have less
authority over the state-owned banks than over
private banks.  To further strengthen the
financial sector, BI should be guaranteed the
independence  needed to  supervise . all
participants in the banking sector equally.
Implementation and enforcement of prudential
regulations need to be further improved. The
absence of consolidated supervision of banks
and their subsidiaries is a major weakness that
needs to be remedied.



Provide an enabling environment for
enhancement of skills and infrastructure. The
crisis has brought about a fundamental change to
banking in Indonesia. Credit assessment, risk
management, and technology skills are now of
critical importance, but in scarce supply. The
Government and Bank Indonesia can encourage
the banking sector to enhance these skills by
encouraging private investment in human
resources and training. Regulations requiring
minimum standards and certifications of key
staff would also be useful. Better banking sector
infrastructure—such as credit bureaus and
stronger credit rating agencies—will Thelp
strengthen the financial sector overall.

Diversify the financial sector

Non-bank financial institutions in Indonesia are
small (Table 9.1). A more diversified financial
sector would help reduce the vulnerability to
future shocks, improve intermediation between
savings and investments, and provide more long-
term domestic resources for large investments in
areas such as infrastructure. Pension funds,
insurance companies, mutual funds, capital
markets, and other institutional investors need to
play a greater role in moving the economy
forward.

Table 9.1: Structure of the financial sector (Dec.03)

Indonesia| Malaysia | Thailand | Singapore
Commercial banks | 56% 159% 115% 233%
Insurance firms 4% 20% 3% 50%
[Mutual funds 3% 21% 12% 20%
Pension funds 2% 56% 5% 66%
Stock market
capitalization 22% 162% | 79% 162%

Source: Indonesia: Bank Indonesia, Bapepam, Minmstry of
Finance, Singapore: MAS, Thailand: Bank of Thailand, Securities
and exchange Commission, Malaysia: Bank Negara Malaysia,
Securities Commission

Revitalize capital markets. Private sector led
economic growth needs sound equity and
corporate bond markets as a source of risk
capital to encourage entrepreneurship and to
finance the corporate sector as a sound
alternative to bank finance. Sound -capital
markets also reduce the vulnerability of the
economy to stresses in the banking sector.
Currently the equity market is small by regional
standards, with a total capitalization comparable
to a medium-sized American company.
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The Jakarta Stock Exchange is dominated by a
handful of companies, leaving the market
susceptible to manipulation. Ten of the 355
listed companies make up half of the market
capitalization and nearly 60 percent of the
trading volume. The Government should see
that the regulator (BAPEPAM) undertakes a
program to improve disclosure requirements of
the listed companies, and protect the rights of
minority shareholders. The Government should
bring market participants together to improve
the infrastructure and information systems.

Develop the Government bond market.
Indonesian Government bond markets are
nascent, but face high demands. The

Government needs to raise large amounts of
financing at reasonable costs; the central bank
should over time be able to use the market for
monetary policy purposes, and private sector
issuers will use Government bonds as a
benchmark. The primary market has performed
remarkably well, but the secondary market needs
further development: the Government should
encourage the development of the secondary
market through, (i) developing a liquid
benchmark government bonds issue that is
available in large amounts, and (ii) promoting
adoption of a standard repurchase agreements
(repos) among market parties. A regulatory
framework should be in place to expand the
investor base for government bonds, including
retail investors. In strengthening the debt
management capacity in  MOF, investor
confidence in the market will increase, which
will pay off in terms of lower interest rates.

Strengthen institutional investors. Insurance
firms, pension funds, and mutual funds are
important institutional investors worldwide. In
addition to providing risk management
mechanisms for their investors and a safety net
for the elderly and the vulnerable, they also
mobilize long-term domestic resources that are
critically needed in Indonesia.

The Indonesian insurance sector is small and
concentrated. It accounts for 6 percent of
financial sector assets; three-quarters of these
assets are concentrated in the ten largest
companies. Numerous small insurers are




undercapitalized and unlikely to withstand stiffer
market competition going forward. The
Government has already introduced stricter
capital requirements, but it has yet to act against
firms that do not meet the requirements. The
Government must further upgrade the regulatory
and supervisory regimes as well as institutional
capacity of the regulator.

The pensions sector is small, with only about 3
percent of financial system assets. But it is set
to grow: Indonesia’s relatively young
population, a growing formal sector, and the
mandatory nature of many retirement schemes,
indicate that pension assets will grow
significantly in the future. Currently pensions
are more a part of the problem rather than part of
the solution: the civil servants and army pension
plans (TASPEN and ASABRI) are poorly
funded relative to their benefit promises, and
already require budgetary support.
JAMSOSTEK, a mandatory defined contribution
scheme for private sector employees and state-
owned enterprises, is known for its doubtful
investments, which could undermine its capacity
to pay reasonable pensions. All three state-run
pension funds suffer from a lack of transparency
and disclosure, weak management information
systems, and poor internal corporate governance.

The first step in reforming pension schemes
would be to appoint a task force to assess their
governance and performance. The regulatory
and supervisory regimes for capital markets,
pensions, insurance, and other non-bank
financial institutions should be strengthened on
an ongoing basis, even as the Government sets
up the integrated financial supervisory authority
(OJK).

The mutual fund sector has grown from just
Rp. 8 trillion in early 2002 to Rp. 73 trillion at
the end of last year. But the fundamentals are
weak. Many of the largest mutual funds do not
follow international valuation norms, and may
be providing a false sense of security to their
investors. A loss of investor confidence in this
sector would damage the economy, for it would
remove an alternate venue for private savings, as
well as reduce the potential of a major long-term
investor in government bonds and securitized
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instruments.  Going forward, BAPEPAM’s
regulation and supervision of this industry needs
to be tightened and brought into line with
international practices.

Improve access of SMEs to the financial sector

The Government subsidizes many credit
schemes for small business operators, but these
schemes are not delivering. They suffer from
bad program design, inadequate incentives, and
a lack of support for the community-based
organizations charger with managing the funds.
Although most schemes are designed to be self-
sustaining, with repayments funding new loans,
in practice they are not, and the Government has
to continue to replenish their capital to keep

them alive. The Government-sponsored credit
schemes compete with and sometimes
undermine a diverse array of non-bank

microfinance providers, all struggling to operate
in a weak legal framework that works against
their expansion, especially to rural areas outside
Java and Bali.

Change the focus of public support. The focus
should be on reducing direct capital transfers
and interest rate subsidies, and increasing
attention to capacity building of microfinance
providers. The Ministry of Finance should be
given the mandate to evaluate: (i) the viability of
line ministries’ capital transfer programs, with a
view to substantially reducing them; and (ii) the
effectiveness of capacity building components
implemented as part of these programs. Under
the leadership of MOF, a national strategy of
support for sustainable microfinance services
provision, with greater reliance on partnerships
with non-Government providers of training and
institutional support, should be developed.
Public support and funding, to develop effective
approaches to capacity building of microfinance
providers, should be increased.

Pursue supporting policies for improved access
to microfinance services. The Government
needs to finalize and submit to Parliament
(DPR) a draft Microfinance Law. Links between
the non-bank microfinance providers and the
formal banking sector should be facilitated.
Proper supervision of non-bank microfinance



providers needs to be arranged.  Existing
experience with delegated supervision of these
providers should be evaluated, so that once a
Microfinance Law is in place and an overall
supervisory authority is established, focused
testing and scale-up can be pursued. The revised
draft Cooperatives Law should be implemented
to provide a better framework for microcredit,
including required external audits and
supervision for savings and loan cooperatives.
Finally, accelerating land titling would facilitate
the use of land as a basis for collateral.

Improving taxation and customs

Tax policy reforms need to create a sound and
competitive tax system that encourages
investment. Indonesia’s tax system is sound—it
has in place a modem value added tax and
income tax, it relies little on import duties, and it
has a balanced reliance on income and
consumption taxes. But tax administration is
weak. Not only is enforcement poor and
collection low, but corruption in tax
administration and customs is widespread.
Moreover, weak implementation of tax policy,
such as VAT rebates, undermines the efficiency
of the tax system and adds to the costs of
investors.

The Government has implemented several key
reforms of Indonesia’s tax system, in line with
the 2003 White Paper. In particular, a significant
dialogue has been underway with the business
community on taxation issues, as well as on the
expansion of the Large Taxpayer Offices and the
creation of six new Good Governance tax

offices. However, further improvements are
necessary.  Major obstacles for businesses
include:

1. Cash flow burdens caused by excessive
delays in VAT and corporate income tax audits
and refunds, and long periods resolving tax
assessment appeals.

2. Pro forma assessments at the level of the
previous year's tax obligation result in frequent
overpayment of taxes. Overpayments and
resulting audits compound cash flow problems
and create opportunities for misconduct by tax
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officials. A return to self-assessment is needed,
with suitable penalties for underestimated taxes.

3. Arbitrary implementation of tax regulations
by tax officials that leads to the prevalence of
additional charges

4. A luxury tax that encourages smuggling and
creates unfair competition for legitimate
producers.

5. Depreciation schedules that can provide
disincentives for investment in equipment
renewal,

Given the overriding importance of an equitable
and efficient taxation system for Indonesia’s
development, the Government could establish an
eminent persons group, or other independent
body to review Indonesia’s tax system and
produce a comprehensive reform plan. The
group could contain members from both inside
and outside the Government, and should consult
closely with the private sector. It should take
into account the impact on tax policy changes on
the Government’s budget. Equally important
will be enforcing a comprehensive governance
framework, including by intensively socializing
the code of conduct for tax officials and the
taxpayer bill of rights, as well as other
safeguards against arbitrariness. Box 9.1 lists
suggested priority policy actions in taxation.

In customs, in line with White Paper
recommendations, Indonesia has improved
customs clearance systems, successfully

streamlined customs inspections, and introduced
an online payment system for customs duties.

However, these reforms have yet to be
adequately translated into operational
improvements. Major continuing concerns of

business include:

1. Complex implementing regulations that
neither businesses nor customs officials fully
comprehend. The complexity of these
regulations gives customs officials unacceptably
wide administrative latitude.

2. Arbitrary implementation of customs
regulations by customs officials, which has
created a culture of illegal additional charges.

Box 9.2 below lists suggested priority policy
actions in customs.



Box 9.1: Action matrix for taxation

Short-term actions

Medium-term actions
(2-5 Years)

(within the first year)

Announce and
implement a package of
tax reform measures of
particular relevance to
investors such as
domestic withholding
tax rates on services,

| depreciation rates, etc.

Announce and implement
a comprehensive tax
reform plan, including a
review of pending tax
legislation.

Establish an independent
review body within
MOF to exercise
effective quality control
over assessments,
improve transparency in
tax audits, and deter
arbitrary assessments.

Conduct intensive
socialization of the Code
of Conduct and
Taxpayers' Bill of
Rights, including by
distributing them to tax
officials and conducting
training sessions.
Reduce the period of
time for VAT
verifications and
refunds.

Revise necessary
regulations/guidelines to
implement a self-
assessment system as
practiced internationally.

Fully enforce the Code of
Conduct and Taxpayers
Bill of Rights through
administrative and legal
measures.

Box 9.2: Action matrix for customs

Short-term actions

Medium-term actions

(within the first year) (2-5 Years)
-
Review the "Code of Fully enforce the Code
Conduct,” for Customs of Conduct through

Officials, distribute it to
customs officials and
private sectors, and
conduct training sessions.

Improve the quality of
customs services and the

time it takes for shipments

to clear customs (e.g.
address current delays in
weekend services).

Compile a "Customs Rule
Book," a collection of
laws and regulations in
force to be updated
annually.

Establish an independent
body to monitor the
implementation of

promised customs reforms

and report to the public.

administrative and legal
measures.

Revise customs
administration laws and
regulations to deter
arbitrariness in
implementation.

Strengthen post release
control mechanisms and
related risk analysis
skills among Customs
officials.

Reform human resource
development policies
and reinforce fraud
investigation skills in
order to diminish
corruption.
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Maintaining flexibility in the labor market

Employment regulations have shifted the
balance from labor market flexibility to more
protection. Indonesia is now one of the most
inflexible economies in Asia in terms of labor
laws and hiring (Figure 9.2).

Figure 9.2: Labor rigidities are high in Indonesia
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International experience shows that tight
restrictions on the use of outsourcing and fixed-
term contracts will reduce employment in the
formal sector. This is particularly relevant for a
labor-surplus country such as Indonesia with a
large informal workforce, especially when
combined with increases in real minimum wages
above productivity growth and inflation. Formal
employment has declined from 32 million in
1999 to 26 mission in 2003; but informal
employment is rising (Figure 9.3).> The rigid

' See BAPPENAS (2003).
Policies.”
Analysis.
* Current methodologies to measure the informal sector
economy and the workforce still need refinement.

“Employment Friendly
Directorate of Manpower and Economic



labor market regulations may exacerbate the
decline in formal employment and end up
protecting a few workers at the expense of those
not in formal employment.

Figure 9.3: Formal and informal employment
(million)
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The new labor regulations and their slow
implementation are increasing uncertainty. - A
legislative, labor, and industrial relations
framework is now in place. Four major pieces
of labor-related legislation have been passed
during the past two years. At the core are the
Manpower Law No. 13/2003 and the Industrial
Dispute Settlement Law, which was passed in
December 2003. Both deal directly with
employment practices and protection of
workers’ rights. In addition, the Parliament
recently passed the Migrant Worker Law and the
Social Security Law.

Investment uncertainty has resulted from the

slow implementation of the laws. By end of
October 2004, only 24 out of the 42
implementing regulations and presidential

decrees listed in the White Paper to follow up
the Manpower Law have been issued by the
Government. In addition, many implementing
regulations contain detailed administrative
requirements, and these tend to overly intrude in
company operations. Legal compliance on the
side of business is also made difficuit by the lack
of clear interpretation and uniform enforcement
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of the laws. This is due to a legislative drafting
process which lacks thorough review procedures
backed up by benchmarking, research, and
analysis.  Further, there are no sufficient
mechanisms to raise awareness and uniform
interpretation of the existing regulations among
firms and unions, especially in the regions. As a
result, many of the laws are open to
interpretations and do not significantly reduce
the risk of strikes.

Safeguards for core labor standards lack
effectiveness and are open to abuse. Labor
supervision is currently a function of regional
administrations, but the regions’ capacity to
monitor conditions is limited. This makes
businesses vulnerable to conflicting
interpretations and policies on labor standards.
A long-awaited presidential decree on labor
inspection procedures has not been issued yet,
but it should ensure the central Government’s
role in safeguarding labor standards, if
provincial and district level authorities lack the
capacity to do so.

Employment regulations have become more
rigid, and have shifted the balance from
flexibility in employment practices toward more
protection. Business is concerned about issues
such as outsourcing, the use of fixed-term
contracts and manpower placement agencies,
and low costs for dismissals. These are
important means for firms to stay competitive
and create employment. But the Manpower Law
limits all these activities.  This has made
companies less flexible in hiring workers.
Specifically:

e Articles 64-66 of Manpower Law No.
13/2003 and associated implementing
regulations limit outsourcing activities,
permitting firms only to outsource “non-
core” production tasks. But the definition of
what  constitutes “core” business or
production activity is vague, raising
uncertainty among entrepreneurs about how
to interpret the regulations. In addition, the
Law states that work can only be out-
contracted to legal entities (legally
registered firms), thus limiting the use of
non-legally registered firms. This has raised




a lot of concern, as many firms use small
producers/suppliers  for  out-contracting
work, and most of them do not have legal
status. If registration and compliance costs
are too high, this could effectively kill off a
lot of small firms and also hinder the
development of SMEs.

e Articles 56-59 limit the use of fixed-term
contracts. Workers can only be hired for up
to five years, and can only be employed on a
permanent basis afterwards. In addition,
fixed-term contracts are permissible only for
temporary and seasonal jobs. This
effectively presents a barrier to many
unskilled informal workers entering into
more permanent employment relationships
in the modern sector.

e Article 156 mandates severance payments
for dismissed workers. The payments are
linked to the worker’s tenure in the firm, and
have increased to a maximum of 9 months
of salary (previously 7 months) under the
new Manpower Law. In addition, the firm
must give reward-for-service-pay  to
dismissed workers, which can amount to a
maximum of 10 months in wages. High
severance payments could act like a tax on
employment, and firms will be reluctant to
hire new labor.

Business is also concemned about some
regulations in the Industrial Dispute Settlement
Law and the Social Security Law. These
concerns include:

e Effectiveness of new labor courts to settle
industrial disputes. Regulations affecting the
recruitment and training of ad hoc judges are
still being formulated. Criteria need to be
spelled out to define the role of mediators,
conciliators, and arbitrators. Performance
monitoring and sanctions backing up the
dispute settlement process are also still in
development. Meanwhile, there are about
11,700 cases to be transferred from the old
dispute committees to the new labor courts,
which are expected to start working in early
2005. This transition period could further
add to uncertainty in the investment climate.
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e The new Social Security Law could raise
payroll taxes. Passed by Parliament in late
September 2004, this new Law aims to
gradually extend social insurance coverage
to the large informal sector. This could
entail additional payroll tax burdens for both
employers and workers in the formal sector,
although the Government is supposed to pay
insurance fees for the poor. The Law is
unspecific and leaves the detailed
implementation to 10 presidential decrees
and 11 implementing regulations. This will
cause another period of uncertainty for
business.

Many aspects of Indonesia’s labor policy have
the unintended consequence of reducing the
growth of formal sector jobs, and continue to
concern business. Specific suggested areas for
improvement include:

¢ Dismissal regulations

e Severance allowances

o Contract workers.

Further reform in these areas could do much to
improve the functioning of Indonesia’s labor
market, and lead to more and better jobs for
ordinary Indonesians. Developing the legal
framework and policies in which quality
employment can grow requires careful and
thoughtful  decisionmaking, as well as
consultations with representatives of labor,
business, and Government.

A more flexible and skilled labor market will
lead to higher-quality investments and
employment. Job information centers, enhanced
skills training, and a national skills accreditation
or licensing system are just a few measures that
can expand employment opportunities and lead
to higher productivity. Box 9.3 below lists
suggested priority policy actions.



Box 9.3: Action matrix for labor

Medium-term actions
(2-5 Years)

Short-term actions
(within the first year)

Announce results of the
review of the Manpower
Law.

Seek legislative
approval of reforms to
the Manpower Law
designed to increase job
growth.

Establish a national
licensing system of
specific skills through
standardized national
tests.

Establish more
constructive mechanisms
for determining
minimum wages

Establish public
facilities and services,
including a public job
information center, to
improve labor
productivity and
flexibility.

Improving infrastructure

Indonesia has already undertaken some
ambitious reforms in infrastructure. At the same
time, the reform agenda is huge and no
Government can address all of the issues
simultaneously. The Government needs to set
clear priorities and a strategy to implement
them.

Financing needs are enormous. Infrastructure
suffered during the crisis from a massive drop in
spending (Figure 9.4). Additional infrastructure
investments of about 2 percent of GDP are
required in the short and medium term. Annual
investments of $2-3 billion over the next six
years are needed to meet even modest growth in
electricity demand; the roads sector could easily
absorb  $700-750 million per year for
maintenance, betterment, and expansion;
investments of $600 million per year are
considered a conservative estimate of what is
needed to meet the Millennium Development
Goals in the water and sanitation sector; and
raising telecommunication density by one
percent would cost about $300 million. The
Government will also have to address the
longer-term issues of improving public
management, the regulatory environment, and
working out the complications from
decentralization. ~ Without improvements in
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these areas, poor infrastructure will continue to
be a key barrier to growth and investment.

Figure 9.4: Spending on infrastructure has

dropped
Total Infrastructure Expenditures
($US Billions)

Sector

Total National Development
“Spending on Infrastructure —

Source: Averting an Infrastructure Crisis, World Bank
(2004).

Infrastructure service coverage and quality are
low. In 1996, Indonesia outranked Thailand,
Taiwan, China, and Sri Lanka. By 2002, they all
surpassed Indonesia, which finished 64™ out of
80 countries surveyed (Table 9.2). Roughly 90
million people are not connected to the power
grid, the vast majority of whom are the poor.
Only 14 percent of the population is serviced
through water utilities and only 1.3 percent have
access to a sewerage network. Indonesia’s
fixed-line teledensity (4 percent) also reduces its
competitiveness, and the lower rural coverage is
increasing development disparities. Congestion
has increased on the road network—but little
capacity has been added. Maintenance of
existing stock is neglected, particularly on the
district network, where almost 50 percent of the
roads are classified as “poor or bad conditions.”
Table 3 provides details of the main
infrastructure constraints by sector.

The Government has been responsive to the

challenge. In the past few years, infrastructure

has featured more prominently in the reform

agenda, resulting in the following initiatives:

e A modern Electricity Law was adopted in
2002, implementing regulations have been

prepared, electricity tariffs have been
increased substantially, and contentious
issues with the Independent Power

Producers have been settled;



A new Oil and Natural Gas Law was passed,
introducing downstream competition and
market pricing;

A new Telecommunications Law, adopted in
1999, has paved the way for the progressive
introduction of competition in all markets,
and dramatic growth in the number mobile
subscribers since 1997 has  been
accompanied by increased fixed-line
services, public payphones, teleshops, and

internet shops.

Table 9.2: Infrastructure performance

Indonesia  Regional
Ranking

Electrification Rates (%) 53 11 outof 12
Fixed Telephone lines (%) 4 12 outof 12
Mobile Subscribers (%) 6 9 out of 12
Access to Improved 55 7 outof 1l
Sanitation (%)
Access to Improved Water 78 7 outof 11
(%)
Road Network (Km per 1.7 8 out of 12
1,000 pop)

Source: Global Competitiveness Report (2003)

But a comprehensive strategy is needed.
Despite their significance, the impact of these
reforms has been limited. The main impediment
is the lack of an overall strategy and predictable
policies.

For example, most of the laws

regarding  infrastructure do not have

implementing regulations. Private investors thus

do not see these policies as credible. There are
no simple solutions, but for strategies to be
effective they must be based on three pillars:

o Improving  public management  of
infrastructure. Better public management,
planning, and consistent policies for
infrastructure development are important to
reestablish credibility, service provision, and

impact on the population.

Restoring private participation. While the
public sector is likely to remain dominant in
infrastructure, the private sector must return
to provide expertise, foster competition,

improve efficiency, and ease finance
constraints.
Mobilizing  finance for infrastructure.

Greater efficiency in implementing public
projects is needed to improve impacts. This
will require improved transparency,
competitive bidding, and an end to corrupt
practices.

These reforms will take time, and a substantial
financing gap is likely to remain, so Government
spending on infrastructure will have to rise.
Steps should also be taken to mobilize more
domestic savings for infrastructure investment
(see section on financial sector reforms).

Table 9.3. Sector challenges

Water and Sanitation

« Water access is low — 22 percent of the population
do not have access to “improved” water, and only

14 percent are connected to PDAMs.

o Sanitation service is lacking — only 1.3 percent of
the population are reached by a sewerage network.

» PDAMs are struggling — over 2/3 are loss-making,
unaccounted for water is over 40 percent, and

tariffs are well below costs.
Power

e Access is low — 43 percent of population are
without power (roughly 90 million people,

including many of the poorest people

Indonesia).

in

« Connection costs are 33 percent higher in rural

areas.

+ Investment needs are high — an estimated $15-17
billion are required before 2012 for an additional
9,700 MW of capacity, expanded transmission,
and distribution for 1.6 million connections

annually.

Telecommunications

» Fixed line access is the lowest in the region —
only 4 percent of the population.

e Massive investment is needed, but funding is a
challenge — raising teledensity 1 percent will
cost $330 million.

» The mobile sector continues to expand,
averaging 77 percent annual growth since 1995.

Roads and Road Transport

e Spending has declined — from 22 percent of the
national development budget in 1993, to 11
percent in 2000.

o Maintenance is lacking - the proportion of road
budget for maintenance has been reduced from
30 percent to below 10 percent from 1985 to
2000.

» Congestion is a problem - significant capacity
expansion is needed, but little has been added,
and urbanization trends will only increase the
problem.
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Improving public management of
infrastructure
Most of Indonesia’s infrastructure is still

managed by the public sector, and this will
remain the case for some time to come. The role
played by the public sector will need to change
in three ways:

Rethinking the role of central authorities. The
central Government needs to adjust its role from
service provider to facilitator. Emphasis is
needed on policy formulation and support to
local authorities. These new functions need to
be defined for each of the main ministries, with
organizational structures and staffing needs
reviewed accordingly. The role, organization,
and staffing of the main sector ministries need to
reflect the new decentralized environment.

Overall, policy planning and coordination
functions need to be strengthened, and
implementing  responsibilities  cut  back.

Responsibilities for infrastructure provision and
operating decisions are now widely dispersed
through many special-purpose coordination
committees, some with overlapping roles.
Stronger coordination among BAPPENAS,
which prepares the national five-year plan; the
Coordinating Ministry for the Economy, which
directs policy development and reform
initiatives; and the line ministries in charge of
implementing policies is a must.

Making decentralization work. The legislative
and regulatory provisions governing
decentralization are incomplete. This is
exacerbated by the fact that local and national
regulations are inconsistent and often
contradictory. Local governments need help to
provide effective services. And provincial
governments will need to play a greater role in
coordinating the 400 local governments and
municipalities. Decentralized authorities need a
more equitable distribution of resources—many
poorer regions receive just enough resources to
pay wages, and have little funding for
infrastructure. The central Government should
also encourage local governments to accept
national objectives, perhaps through matching
grants.
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Tackling corruption. Infrastructure presents
opportunities for rent seekers at every stage,
from project identification and negotiation to
implementation and operation.  Significant
amounts of public funds are lost annually
through corrupt procurement practices in
Indonesia.  Eliminating corruption requires
changes to the accountability framework that
will take time to design and implement, but there
are ways to reduce corruption immediately.
These require limiting rent-seeking
opportunities, improving detection, increasing
deterrents, and creating incentives for non-
corrupt behavior.

Restoring private participation

Indonesia should mobilize private investments
for infrastructure to improve service coverage,
maintain international competitiveness, and
support the expanding economy. Indonesia
could make infrastructure projects more
attractive to private industry by ensuring the use
of commercial principles in publicly managed
projects; improving the financial sustainability
of infrastructure services; enhancing competition
among operators; implementing regulations to
balance public and private interests; and

optimizing the allocation of risk among
stakeholders.
Commercializing, corporatizing and

privatizing. Increasing commercial discipline—
by transforming infrastructure agencies into
state-owned corporations or limited liability
companies—has produced significant
performance gains. A few examples are Telkom
and Indosat (telecom), PLN and PGN (power),
and Jasa Marga (roads). Requiring compliance
with stock disclosure and auditing procedures, as
well as appointing more professionally qualified
and independent commissioners, have all had
positive impacts. But not all service providers
have improved. PDAMs (the water public
utilities) function with little autonomy, often
relinquishing dividends to local governments
who keep tariffs artificially low. Commercial
principles are also lacking in the road sector,
where studies suggest that standards are



declining, while collusion in contract awards is
increasing.

Ensuring financial sustainability of service
provision. Cost-covering tariffs are important to
attract  private sector investment  in
infrastructure. Tariff increases are politically
difficult, but are required to revamp
infrastructure investment. Increases should be
explained through extensive public information
campaigns and protection for the poor to make
them acceptable. Tariff increases cannot be
avoided. The Government has supported
increases in the power sector from below 2.5
cents per kWh in 1997 to the current rate of 7
cents, and achieved significant improvements in
the financial viability of the sector, and notably
of PLN. Progress could be made through
infrastructure that uses more gas in generation
and by improving PLN’s operational efficiency.

By contrast, the water sector is in disarray, as
low tariffs discourage local water companies
from expansion and adequate maintenance. The
transport sector also needs to improve its
financial viability to fund expansion works and
cover the cost of maintenance. Removing
subsidies on gasoline and diesel, and
restructuring road user charges to reflect actual
usage, could generate funds to cover sector
expenditures. The price of local telephone calls
is currently below cost and will have to rise in
the future.

Maximizing competition. Competitive pressure
on suppliers helps to boost the performance of
infrastructure providers. Indonesia’s mobile
phone market is the best example of competition
at work, allowing consumers to benefit from
better technology, greater choice, and lower
prices. There is scope for competition in the
market, where consumers can choose their
supplier and suppliers compete to serve the
consumer. In the one market where competition
is feasible—telecommunications—plans have
been postponed. Similarly, in power, Indonesia
Power and PLN continue to operate more as
partners than as head-to-head competitors.,
Consequently, power costs more than it should.
Indonesia’s new 2002 Electric Power Law does,
however, recognize the potential for competition

in generation and supply, and provides for its
progressive introduction on a regional basis.

Competition for the market (e.g., franchise
bidding) can be used to select operators.
Numerous opportunities have been lost: water
supply concessions have been awarded through
direct negotiations; unsolicited Independent
Power Producers’ (IPP) projects have been
negotiated quickly and non-transparently;
similar practices are widespread in the toll road
sector and in the new Jakarta monorail project.
The cost for the Indonesian economy has been
enormous; when IPP projects have been
competitively tendered, the offered tariff has
been well below the previous rates. Finally,
vardstick competition can result in competitive
pressure.  Regulators can use comparative
performance data to regulate monopoly network
industries. This tool has been used effectively
by various countries, in sectors where operators
hold monopolistic positions in different regions.
Some efforts have been made in Indonesia to
introduce yardstick competition in the water
sector; a more systematic approach promises big
gains.

Establishing  and  enforcing  adequate
regulation. Sound regulation is needed for
private participation, as it helps to promote
economic efficiency, fosters innovation, and
creates incentives for system expansion. Laws
have been passed in the telecornmunication and
energy sectors to create regulatory entities. A
credible regulatory body, however, needs
autonomy and independence to perform its
function, and its regulators should have statutory
authority, be appointed for fixed terms, be
protected from removal except in predefined
circumstances, and be funded through levies on
the regulated industry. More effort is needed to
develop strong, independent regulatory bodies in
Indonesia. To achieve this, the Government
must appoint and fund regulators whose powers
are backed by legislation. In the interim,
regulation by contract is likely to be the norm in
a number of sectors.

Allocating and managing risk. Rewards for
investors are commensurate with risks, but
Indonesia’s reputation for red tape, a weak



judicial system, arbitrary taxes, and corruption
has made many investors reluctant to invest.
This reluctance also stems from political and
economic events beyond their control. But if
infrastructure were to be provided by the public
sector instead, the Government would implicitly
bear ali of the risks. Therefore, the Government
should develop a framework for identifying and
assessing investment risks, and a means to
determine the level of acceptable risk. Involving
the Ministry of Finance in this process would
better ensure that the fiscal exposure of risk-
sharing arrangements is properly evaluated and
financially feasible.

Mobilizing finance for infrastructure

To reach the targeted GDP growth rate of 6
percent for 2006, infrastructure investments will
need to reach at least 5 percent of GDP. In
2002, overall spending on infrastructure
amounted to only 3 percent of GDP. This is low
compared to Indonesia’s past infrastructure
spending levels. With limited prospects for
substantial private investment in the short term,
the gap needs to be closed, to a large extent, by
public authorities.

Increasing  government spending. Local
government spending in infrastructure increased
significantly in  the years following
decentralization.  Today local governments
spend almost as much as the central Government
on infrastructure. The most promising avenue
for increasing local government contributions to
infrastructure is through borrowing. However,
the financial institutions that could lend to
municipalities are severely underdeveloped in
Indonesia, and lending from central Government
to local government is only starting to take off.
In the short term, more public spending on
imfrastructure will have to come from central
Govemment. This has been recognized by the
authorities: from 2002 to 2003, infrastructure
allocation by the central Government has been
increased by $0.75 billion, taking spending to
$2.5 billion. This figure is still low when
compared to 1994 spending levels.

Mobilizing domestic finance. Domestic funds
are the key to the long-term health of
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infrastructure finance. Three large retirement
funds and several hundred individual employer
funds set up for their workers and the life
insurance sector have combined assets of about
Rp. 100 trillion. International experience shows
that contractual savings institutions, notably
pension funds, are essential instruments to
channel domestic savings into infrastructure
financing. Pension funds and insurance
companies have long-lived liabilities
denominated in local currency, making them
particularly suited for long-term investment in
local infrastructure projects. The Government
should consider modifying  investment
regulations for pension funds and insurance to
allow investment in infrastructure securities (see
financial reforms section).

The central Government could consider using
public resources to strengthen the capacity of
local Governments to borrow on the local
markets. The Government of Colombia, for
example, created a municipal finance institution
(Findeter) to promote long-term lending from
commercial banks to municipalities. A bank that
makes a loan to a municipality can refinance up
to 85 percent of the loan at Findeter. This
facilitates municipalities’ access to commercial
loans while relying on the project appraisal skills
of commercial banks. In the United States, the

central Government subsidizes local
infrastructure  development by exempting
interest on municipal bonds from tax. Where

possible Government schemes for municipal
finance should involve the financial sector in
allocating credit and sharing risk. Municipal
finance schemes can only be viable if
municipalities have a positive and roughly
predictable revenue stream through taxes and
service charges.

The Government should focus on improving
financial market infrastructure. Establishing a
sound Government bond market is an important
aspect of market infrastructure; a well-
functioning Government debt market allows for
the creation of benchmark bond prices for
infrastructure bonds. Credible rating institutions
capable of providing an independent assessment
of the risks and returns offered by the bonds are
important players in this process. Lastly, a



sound legal framework and dispute resolution
mechanisms are key to attracting long-term
investments from private sources.
below lists suggested priority policy actions in

infrastructure.

Box 94

Box 9.4: Action matrix for infrastructure

Short-term actions
(within the first year)

Medium-term actions
(2-5 Years)

Prepare a medium-term
strategy for infrastructure
development.

Implement revisions to
Keppres 7/1998 on
Public-Private

Implement the medium-
term strategy and monitor
its progress.

Develop financial
instruments and schemes
through which domestic

Cooperation in
Infrastructure Provision.

savings can be leveraged
for infrastructure
financing.

Enhance review and
oversight mechanisms for
infrastructure projects.

Remove bottlenecks
impeding one or more
pending investments.

Develop and announce a
plan for tackling the land
acquisition issue.

Establish independent
regulatory bodies in key
infrastructure sectors.

Investment policy and SME promotion

The White Paper acknowledged the importance
of investment policy for Indonesia, but progress
in this area (investment, exports, and job
creation) lags behind the others (macroeconomic
stability and financial sector reform). The new
Investment Law has been delayed repeatedly
,and the National Team on investment
promotion established by the White Paper has
not reached its potential. There has also been a
delay in implementing one-stop services, and
indecision on which level of government is to
administer them.  Strong leadership at the
highest level will be needed to address these
concerns.

Indonesia’s past advantages due to low wages,
low energy costs, and currency competitiveness
have faded. Indonesia must now compete in an
international market in which competitive
advantage is derived from deregulation; open
markets; and reform of investment policies,
institutions, and mechanisms. The main policy
challenges in these areas include:

1. Enhancing efficiency and effectiveness of
investor-related public services at the central and
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local levels, and
deregulation;

2. Establishing through law and regulations
one-stop-shop services for investors;

3. Ensuring a level playing field for domestic

and international investors with respect to

through  simplification

investment-related  regulations and their
implementation;
4. Enhancing government-provided investor

services, such as industry specific information;
5. Improving the enforcement of intellectual
property rights laws in order to promote high-
quality service sector investment;

6. Assisting local and regional governments in
improving their investment climates and
promoting investment opportunities. The central
Government  should  encourage  healthy
competition among localities on a level playing
field;

7. Supporting the emergence of SMEs that
provide critical support to larger investments.
SMEs of this kind absorb new technology,
develop managerial skills, and can be a major
source of higher-quality formal sector
employment.

Box 9.5 below lists suggested priority policy
actions.

Box 9.5: Action matrix for SMEs

Short-term actions Medium-term actions
(within the first year) (2-5 Years)’

Establish public
facilities for SME
human resource
development.

Enact an Investment Law that
embodies the principle of equal
treatment for domestic and
foreign investors.

Introduce nationally
approved, local-level
SME training systems.

Streamline the regulatory
framework for implementing
one-stop-shop investor
services.

Compile "Investment Rule
Books" that serve as a source
of information and official
procedural guide for both
officials and investors.

Strengthening local Governments

The main obstacles to the investment climate
that require action from the local Governments
are (i) removing nuisance taxes; and (ii)
increasing spending on infrastructure.




New local taxes are a nuisance without a
revenue benefit.  Local governments have
created a plethora of new taxes. In 2001 alone,
close to 1,000 new revenue instruments were
introduced by regional governments. More than
40 percent of new revenue instruments targeted
the primary sector, and about 20 percent were
levied on the services sector. Tax and charge
creation is not directly linked to fiscal capacity.

These taxes, however, do not create much
additional revenue. In 2001 and 2002, taxes
beyond the list included in Law 34/2000 only
generated 3.4 percent and 1.9 percent of total tax
revenue, respectively. In both years, two taxes
(street lighting tax and hotel tax) generated more
than 75 percent of local tax revenue. Most taxes
contribute less than 1 percent of tax revenue.

Around 60 percent of charge revenue, or 20
percent of total own-source revenue, is derived
from public service charges (Figure 9.5). Health
service charges are the most important levies in
this category, followed by market service fees
and document printing fees. Business service
fees account for only 15 percent of charge
revenue, primarily from terminal fees and fees
on the use of regional resources. Licensing fees
generate more than 20 percent of charge
revenues, and include mainly building permits
and forestry permits.

The number of new taxes and charges
established by kabupaten/kota did not have a
significant impact on the increase in own-source
revenues during the first year of fiscal
decentralization; that is, a larger number of new
taxes and charges does not result in greater
levels of own-source revenues. Moreover, an
increase  in  transfers from the central
Government is associated with an increase in
own-source revenues. Thus transfers do not
discourage revenue generation at the regional
level.
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Figure 9.5: Not worth the trouble—fees create
obstacles to investors and raise little revenue

Local Government Fee Revenue, 2002

licensing
23%

public service
62%

15%

business service

Source: Lewis (2003).

Local government spending on infrastructure
continues to increase—but more resources are
needed. With increased responsibilities for
service delivery, local government expenditures
grew by 55 percent (in nominal terms) between
1999 and 2002. Development spending has
grown slightly faster than routine expenditure.
Trade and transportation are the most important
development expenditures, accounting for about
11 percent of total expenditure.

But per capita development spending varies
tremendously across regions. Moreover,
borrowing for the purpose of capital
infrastructure has dried up, primarily as a result
of the moratorium on regional borrowing
(except through the central Government) and the
delay in implementation of a workable on-
lending inechanism. This leaves local
governments with limited resources to use for
critical infrastructure investments.

The Government needs to address key issues
related to decentralization in order to better
allow local governments to undertake their
responsibilities by:

l. Clarifying  principles  of  functional
assignments across levels of government.
The intergovernmental fiscal system needs
to be based on expenditure responsibilities,
which are unclear at the moment;



2. Revising the principles on which the
distribution of transfers should be based.
The equalizing function of the general
allocation fund (DAU) should be
strengthened, as current inequalities in
transfers per capita differ tremendously
across regions;

3. Expanding the regions’ revenue-raising
authority, while banning nuisance taxes.
Control over more significant taxes (such as
the Land and Building Tax) should be
transferred to local governments. An
expanded but closed list of local taxes would
help curb the rising trend of nuisancetaxes.
Supervision of local regulations—on taxes
and other—should be strengthened in
tandem.

Tackling corruption

Given the highly personalized character of
political business during the late Suharto era, it
was inevitable that the President’s fall from
power would involve big changes in the
relationship among politics, business, and
corruption. Indonesia today does not have the
luxury of starting with a clean slate. To shift the
norms from the prevailing informal rules and
lack of accountability, much will depend on the
political leadership. = The new Govemment
provides an opportunity to start introducing
broader and deeper reforms to tackle corruption;
but it also faces the daunting challenge of
changing a system of corruption rooted in
decades of ingrained behavior and distorted
institutions.

Short- term measures

Some of the successful initiatives that other
Governments have used to launch a broad anti-
corruption campaign in their own countries
could be considered to kick-start the process.

1. Hold a series of televised public hearings on
corruption in different sectors. The public needs
to know that the President and his Cabinet are
listening to their concerns about corruption and
exploring solutions together. In several
countries, the new President himself has
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presided over a series of weekly televised public
hearings examining how corruption affects
people’s lives in different sectors (health,
education, police, small business), and what can
be done about it. Testimony is taken from the
victims of corruption, NGO activists, and
experts. It often makes for riveting television
and sparks a national dialogue about corruption
that provides tremendous momentum for reform.

2. Create a high-level Presidential Council of
Governance Advisors. Though many countries
have a Council of Economic Advisors or a
National Security Council, the central challenge
for Indonesia has been widely recognized as
enhancing good governance. If the President is
going to lead this effort himself, he will need the
help of the best experts and practitioners of good
govemnance in Indonesia, not only to assist in the
development of an anti-corruption strategy in the
first 100 days, but to ensure that the initial
momentum continues throughout the next five
years. A high-level Presidential Council of
Governance Advisors could represent a wide
range of stakeholders and provide the expertise
that the President and Cabinet need to tackle the
governance challenge.

3. Create a nationwide “yellow card” campaign
Jfor public complaints about corruption that can
be monitored on the web, Small yellow cards
can be mass produced and placed in government
offices where public services are provided, or in
postal offices. The yellow card simply asks
whether a bribe was demanded during the
service, with the place, date and type of service.
The pre-addressed and postage-paid card can
then be slipped into the mail or deposited in a
designated public site. Linked to the distribution
of cards could be a yellow card website and
telephone hotline. This could all be part of a
nationwide advertising campaign to “give a
yellow card to corrupt officials.” A website
would monitor how many complaints were
registered at each government agency or within
each kabupaten. Those agencies or regions with
the greatest number of yellow cards would be
subject to a mandatory review and audit by the
KPK’s (committee to audit the wealth of state
officials) corruption prevention department.



4. Choose one institution widely perceived by
the public as corrupt and launch a top-to-bottom
reform plan. Most successful anti-corruption
campaigns start by choosing a single agency for
a “‘quick win” strategy. In one country, all the
traffic police were dismissed and replaced by
new officers chosen by exam, trained in new
procedures to avoid bribery, and placed under
strict central supervision. In another, the
Customs Agency was entirely revamped and
new electronic clearance procedures were put in
place, with random searches to reduce
opportunities for corruption. There have also
been cases where the Attorney General’s Office
(AGO) was completely re-staffed and
reorganized. These bold moves demonstrate the
commitment of new Governments to serious
anti-corruption reforms, and show that quick
wins are possible when comprehensive and
decisive reforms are applied to particular
institutions.

5. Set clear performance targets for the KPK
and AGO, and hold them to it. 1t is difficult for
the President to demand prosecutions in specific
cases against corruptors. But the President can
define performance targets for the KPK, AGO,
and Anti-Corruption Commission, and call for
their voluntary resignations if such targets are
not met. The targets should focus on the number
of cases brought to the court, the share of
complaints investigated, and the number of
effective prosecutions. This will generate strong
incentives for these institutions to act more
decisively and provide an opportunity for public
monitoring against clear performance criteria.

6. Complete the legal framework for anti-
corruption. Though Indonesia already has an
anti-corruption lasv, important companion laws
on witness protection and access to information
are still languishing in the legislative process
and need to be adopted quickly. Also, Indonesia
needs to confront the 1ssue of conflict of interest,
which is often the most serious source of
corruption in public policymaking. A Law on
Conflict of Interest should be drafted and
submitted for approval to define clear
boundaries between public and private interests,
set reasonable guidelines for officials at all
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levels of government, and devise procedures and
sanctions for violations.

Medium and long-term measures

These short-term measures provide no guarantee
of success. Combating corruption is a struggle
measured not in months or years, but in
generations.  But what these measures can
accomplish is to set the tone of the new
administration and to build the initial
momentum for a longer-term reform process. If
the new Government can win the trust of the
public, the market, and the international
community that it is serious about fighting
corruption, then expectations and behavior will
start to change as well. And if the commitment
among Indonesia’s political and business elites
to create a clean Government and business
environment remains strong, and if trust can
prevail over suspicion among these elites and
among the population in general, then Indonesia
will have come a long way toward political and
economic democracy, and toward improving its
investment climate.

The broad reform agenda aimed at creating an
enabling environment for anti-corruption efforts
would include (see Combating Corruption in
Indonesia, World Bank, 2003, for more details):

Strengthening accountability. The Government
needs to strengthen key institutions that
dominate  the  accountability  monitoring
landscape in Indonesia, such as the Election
Commission (KPU), which helps the people
choose their representatives to national and
regional governments and parliaments, Bank
Indonesia, the Supreme Audit Agency (the
Government’s auditor), and the Supreme Court
(which heads the nation’s judiciary). Funding
them adequately and ensuring that their funds
come directly from Parliament rather than from
the Ministry of Finance will be important. The
autonomy of these institutions needs to be
protected and guaranteed by the law. Leaders of
these institutions must be selected by a process
not subject to corruption or political
considerations, but that ensures high-quality
recruitment.



Funding public services adequately. The failure
of the Government budget to adequately fund
Govermnment activities, and the tolerance of a
wide range of practices intended to overcome
the insufficiency of budgetary funds, need to be
addressed. The Government could begin by
setting annual targets for increases in funding for
under-funded Government activities, and finance
these from additional resource mobilization and
expenditure reduction efforts. Survey data show
that citizens and enterprises will be prepared to
pay more taxes if they would not have to bribe
Government providers of services.

Cleaning up the regulatory mess. The
Government needs to urgently review the
plethora of regulations that attempt to constrain
private behavior, with a view to rationalizing it
and reducing opportunities for rent-seeking and
regulatory capture. The number of regulations
needs to be reduced. Regulations need to be
better drafted and focused on the attainment of
medium to long-term outcomes. Regulations
that are deliberately framed te impose such
arduous or impossible conditions on firms and
individuals that they invite corruption need to be
eliminated.

Reducing impunity. Corruption flourishes in
Indonesia because there is little likelihood of
being caught, and even less of being punished.
Reduced telerance of corruption in the civil
service through strong administrative sanctions
would a start, but this is unlikely to happen
without a genuine effort at civil service reform.
Justice sector reforms aimed at -effective
criminal sanctions for the corrupt are an
essential element of the anti-corruption agenda.

Enhancing transparency. Accountability cannot
be ensured without transparency. The prevailing
bureaucratic culture of secrecy creates a veil
behind which corruption flourishes. The process
by which policies, laws, and regulations are
made has to be more open. Greater information
disclosure is needed.
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APPENDICES

APPENDIX TO CHAPTER 1: TRENDS IN INVESTMENT AND MEASUREMENT ISSUES

Recent Investment Trend

Some investment related indicators show a sign of recovery in the first half of 2004. Gross fixed capital
formation in the national account grew by 8.3 percent (yoy) in the first half of 2004. Capital goods
imports in January-July 2004 increased by 23.5 percent (yoy). And, domestic investment approvals
increased by 34 percent (yoy) in January-July 2004. In contrast, foreign investment approvals declined
by 33.6 percent (yoy) during the same period. Investment has repeated ups and downs since the crisis,
and therefore it is too early to judge whether the signs suggest sustainable investment recovery. In
addition, despite the importance of the issue, no single data clearly capture investment trends due to data
availability as well as methodological issues. Therefore, several investment indicators as well as
supporting data should be analyzed simultaneously. Table 1 summarizes a list of available data.

Currently, 3 indicators are mainly used analyze investment. The national account has gross fixed capital
formation. Although gross fixed capital formation a good indicator to cover the whole economy, it relies
on input data such as capital goods imports. As a result, gross fixed capital formation cannot purely
represent actual investiment. Balance of payments data includes foreign direct investment in the capital
account. Due to data availability, FDI in balance of payments include non-FDI items such as financial
transactions with commercial banks. Then, FDI tends to overestimate net inflows when the economy
goes well and vise versa. Investment approvals and permanent license data issued by the Investment
Coordinating Board (BKPM) is widely used to measure investment trends. However, data from BKPM
does not include the oil and gas, and financial sector. Also, the approval data sometimes include
unrealistic projects with having huge amount, which distort figures. Permanent license is close to
realization, but again the data does not include the oil and gas, and the financial sector.

Table 1: Investment data

. Maln . Available Publisher Data Methodological issues
indicator investment data frequency
There are 7 items 1n gross domestic
. fixed capital formation
. Gross domestic .
National fixed capital BPS Quarter] Data are constructed from input data
Account formatiopn ‘ y and other available data
Detailed data m 1980-2001 are
available _
. Based on BI’s estimates
B . .
Balance of FDI ark P Quarterly Including non-FDI transactions (e.g.
Payments Indonesia . .
commercial transaction)
Investment e Sectors Oil and gas, financial sector excluded
approval and Regions BKPM Monthly lnclud111g upreahsnc approvals ’
permanent Country of No realization data, though permanent
license origin (FDI) o licenses arc a proxy

Source: World Bank staff.

Moreover, there are 2 supporting indicators. Capital goods imports, a part of gross fixed capital
formation, is available on a monthly basis. Bank lending for investment is a timely indicator, however
Indonesia’s companies tend to borrow money with working capitals even for investment purpose and the
share of investment capital is small.
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¢ Gross Fixed Capital Formation in the National
Account

Historically low. Despite the gradual recovery of the
economy, investment as a share of GDP kept declining
since the crisis. The investment to GDP ratio declined
to 19.7 percent in 2003 (1993 base), about 10
percentage points below the pre-crisis level (Figure 1).
The 2000 base data paints more striking picture. The
ratio declined to 17.8 percent in 2003, though edged
up to 18.3 percent in the first half of 2004.

Increasing share of property investment. Not only
the quantity but also quality of investment is of
concern, since the share of property investment has
substantially increased recently (Figure 2). The share
of property investment reached 83 percent in 2003,
about 10 percentage points above the pre-crisis level.

Although property investment and non-property
investment contribute to GDP alike, property
investment has less impacts on expanding

manufacturing capacity. Weak investment is more
pronounced in non-property investment. For example,
in 2003 (1993 base), overall investment grew by 1.4
percent. In which, property investment grew by 6.7
percent, while non-property investment shrank by 14
percent (Table 2).

Table 2: Real growth rate comparison between property
and non-property investment in 2002-03

Figure 1. Investment is historically low
(investment to GDP ratio, percent)

25% |
|
23% 4
21%
19%
17% ‘
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1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 Kl
2004

Source: BPS. World Bank ctaff calculztion

Figure 2. Increase in Property Investment
(The share of property investment in total, percent)
90%
|
85% ‘*

80% :
5% -
70% !
5% |
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55% -

i
1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002
Source: BPS. World Bank staff calcalation

f 1993 base 2000 base
2002 2003 2002 2003
Gross domestic fixed capital formation 02 | 1.4 22 1.9
o/w Property investment 4.9 6.7 5.2 6.3
o/w Non-property investment -12.6 -14.0 |

Source: BPS, staff calculations.

Private investment on the decline. The decline in investment to GDP ratio in recent years is primarily
attributed to that in private investment (Figure 3). While public investment (including local governments
and state owned enterprises (SOEs) had bottomed out since 2000, private investment had kept declining.'
Among public investment, regional investment has been increased sharply and reached a similar level to
the central government investment in 2002 due to decentralization starting in 2001 (Figure 4).

! Private investment is calculated as residual.
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Figure 3. Private investment suffers Figure 4. Importance of Regional investment
(Investment to GDP ratio, percent) (Investment to GDP ratio, percent)
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e FDI in Balance of Payments Figure 5. FDI is balance
Back to neutral. Net FDI in balance of (net FDI in balance of payments, US$ billion)
payments has been almost balanced since 2001,  %**™e
and H1 2004 preliminary data shows a surplus at 3
US$0.5 billion (Figure 5).  Although the  ° o series
improvement of FDI in 2002 was attributed to ‘5
the increase in inflows, it was mainly due to the . new serles
decline in outflows (i.e. debt repayment) in 2003 .
and the first half of 2004. While the | T
improvement of FDI is good news, full recovery 2
has not yet started. 4 '
\
AdjllSting Indonesia’s FDI. FDI in balance of * 1996 1997 1998 1999 2000 2001 2002 2003 H104

payments is widely used for international  Soume: CEIC
comparison. Indonesia’s performance in the last

few years may have given the impression that
foreign investors were fleeing from Indonesia.
However, an inclusion of non-FDI item (i.e.
financial transactions with commercial banks)
have worked negatively on FDL? Assuming that
about 85 percent of loan disbursement and 5
repayments is non-FD] component, net FDI in
2002 was US$2.2 billion, followed by US$1.2
billion in 2003 and US$0.6 billion in the first half ?
0f 2004 (Box 1).

Figure 6. Major trading partner data suggests net
FDI inflows
(net FDI in balance of payments, US$ billion)
USS billion

Adjusted Indonesia’s data

Indonesia’s data

S S

Data from Indonesia’s major trading partners
support the result. According to Japanese and US 4
balance of payments data, these countries account
for one-third of total non-oil exports from
Indonesia, Indonesia was a net recipient of FDI
from these countries even during the middle of the

Sonrce: CEIC, World Bank staff estimates

% According to IMF’s BOP manual, loan transactions with commercial sources should be classified in ‘other investment’, while
those with affiliated companies should be classified in ‘foreign direct investment’.
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crisis (Figure 6). And, data from these countries seems to be consistent with the adjusted FDI above.
Though further elaboration of the figures are required, Indonesia’s negative FDI stories may have been
exaggerated.

Box 1. Adjusting Indonesia’s FDI
According to a survey, about 85 percent of loan transactions is non-FDI ones. And, before 2001,
some items such as privatization, IBRA asset sales to foreign investors, and paid in capital in JV
banks were not included. As such, these items should be adjusted and the result is as follows.

US$ billion 1998 1999 2000 2001 2002 2003 H1 2004
Before adjustment -0.2 -1.9 -4.6 -3.0 0.1 -0.6 0.5
After adjustment 2.8 1.6 1.2 1.7 2.2 1.2 0.6

Source: World Bank staff estimates

¢ Investment Approvals

Long-term decline in values, but numbers up. Investment approval value started to surge in the early
1990s and reached the peak in the late 1990s (Figure 7). This trend is same for both domestic and foreign
investment. At the peak in 1997, domestic approval reached Rp.120 trillion and foreign approval reached
US$39 trillion. However, both domestic and foreign approvals kept declining sharply. At the bottom in
2002, domestic approvals were Rp.25 trillion (20 percent of the peak) and foreign approvals were US$10
billion (24 percent of the peak).

Approvals as a share of GDP had been constantly declining in both domestic and foreign investment since
the onset of the crisis (Figure 8). As a share of GDP, domestic investment peaked at 16.7 percent in 1997,
but declined to 1.4 percent in 2002 and 2.5 percent in 2003. Foreign investment peaked at 17.3 percent in
1995, but declined to 5.0 percent in 2002. From the gap between the peak and the bottom, the slump in
domestic investment is severer than foreign investment.

Despite the depreciation of the rupiah, the approval values show a similar trend in domestic and foreign
investment (Figure 9). However, approval units show a different picture. The approval unit of foreign
investment kept increasing even during the crisis until 2000. In contrast, that of domestic investment
peaked in 1990 and started to decline even before the onset of the crisis.

Figure 10 shows an average scale of project. Approval value per unit shows a contrasting trend between
domestic and foreign investment. Domestic approval value per unit has kept increasing until 2003 albeit
a decline in 2002, though the depreciation of the rupiah may have had an impact. In contrast, foreign
approval value per unit has remained low after the crisis.
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Figure 7: Investment Approval by Value
(US$ billion and Rp.trillion)
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Figure 9: Investment Approval by Units

Figure 8: Investment Approval as a share of GDP
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Figure 10: Investment Approval Value per Unit
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Domestic investment since 1997. In recent years, investment approval value fluctuate due to a few
projects. For example, investment approval value doubled between 2002 and 2003 from Rp.25 trillion to
Rp.48 trillion. However, one project accounts for more than half of total value.” The composition of
domestic investment suggests that investment is likely to stagnate in coming periods (Table 3). In
contrast to the surge in new projects, expansion project values declined from Rp.10 trillion to Rp.4 trillion
in 2002-2003. As expansion projects are from existing investors, this is considered to be more realistic
than others. The decline in may suggest weak investment.

Table 3: Domestic investment approval (Rp. billion)

2002 _ 2003 _Growth Rate (%)
Number Value Number Value Number Value
New Projects 162 12437 150 4198 74 2376
Expansion Projects 65 9,941 80 4,352 23.1 -56.2
Change in Status 26 2,852 31 2,184 19.2 -24.7
Total 188 25,230 181 48,484 -3.7 92.2
Source: BKPM

Consumption related sectors attract investment. On a sector basis, the secondary sector (i.c.
manufacturing) has attracted a lot of domestic investment. The secondary sector accounted for 76 percent

3 This project, worth Rp. 28 trillion in Sulawesi, produces chemical products such as LPG, naphtha, and kerosene.
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of total in 1997-2003 followed by the tertiary sector (16 percent) and the primary sector (8 percent).
Among 24 industries, ones related to consumption such as food and, and paper and printing constantly
attract domestic investment (Table 4). Although chemical and pharmaceutical is on top of the list, the
prospect for its realization is uncertain.

Table 4: Top five domestic investment approvals by sector (rp. billion)

1997 1998 1999 2000 2001 2002 2003
1 Chemical & Chemical & Paper & Chemical Chemical Machine & Chemical &
pharma. pharma. printing & pharma. & pharma. electronic pharma.
" (20,5006) (14,873) (20,199) (55,276) (22,336) (7,179) (30,305)
2
Food crop &  Paper & printing Food Food Food Food Food
plantation (12,754) (13,126) (9,691) (11,375) (4,998) (4,246)
(14,259)
3 Machine ‘
oo fed e TS Paws o Tamend
(12.168) (4,186) electronic (2,111)
(7.532) (8,535) (4,771) (3,125)
4 Paper & Food crop & . Foodcrop  Real < stafe, Chemical & Transport &
printing plantation Textile & business pharma communication
(2,447) plantation activities
(11,788) (4,147) (3,636) (4.296) (2,024). (2,022)
5 .. Food crop Non-
E]?CtrlClt}, Transport & & metallic Hotel & Construction Construction
gas & water o . : restaurant
(11.151) communication plantation mineral (2.459) (1,623) (1,773)
‘‘‘‘‘ T (2,900) (1,555) (3,551) )
Total 119,877 57,973 53,429 94,025 58,816 25,230 48,484

Source: BKPM

Big regional disparities. Domestic investment tends to concentrate in several regions. West Java, South
Sulawesi, Riau, Jakarta and Banten attract most of domestic investment (Table 5).

Table 5: Top five domestic investment approvals by region (rp. billion)

, 1997 1998 1999 2000 2001 2002 2003
! West Java Sl?loal\;EZsi West Java Riau Sflzlxzsi West Java SSl(:l lxlxt/}elsi
(22669 ') (9,565) (33.775) (16.403) (5,001) (29.239)
2 Banten Kﬁie;;r:tlan Riau Ssl(:xzsi Jakarta Jakarta West Java
(14,452) (9.093) (9,082) (30.007) (7,846) (4,014) (4,008)
3 . South East
East Java West Java Banten Banten Riau Sulawesi Jakarta
(12,027 (6.643) (8,643) (4,862) (5.706) (‘; al‘;’]? (2,667)
4 Riau Riau Papua West Java West Java S?;Zt}ia C;::‘t;al
(11,893) (4,960) (8,416) (4,561) (4,614) 2.275) (1.947)
’ Jambi Jakarta K;ierg';rr?tlan Jakarta Kalﬁrﬁ;tan Kali;i;tan Banten
] (9,791)@» (3.998) (3.561) (3,619) (3,419) (1.909) (1,558)
Total 119,877 57,973 53,429 94,025 58,816 25,230 48,484

Source: BKPM

Job creation and exports. When applying for investment, a company has to submit the number of new
employment and export value. Tn 2003, the number of new employment is 99 thousands, roughly 1.3
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percent of total unemployed in November 2003. Exports value is US$2.5 billion, 4 percent of total
exports in 2003.

Foreign investment since 1997. Again, a few projects dominate. Foreign investment approvals
increased from US$9.8 billion in 2002 to US$13.2 billion in 2003. The main contributor of the increase
is the change in status (Table 6).° As same as domestic investment, the value of expansion projects —
considered to be more serious investors- declined by 9 percent.

Table 6: Foreign investment approval (US$ million)

2002 2003 Growth Rate (%)
Number Value Number Value Number Value
New projects 1,022 4,296 879 5,006 -14.0 16.5
Expansion projects 283 3,688 262 3,370 -7.4 -8.6
Change in status 129 1,811 145 4,830 12.4 166.7
Total 1,151 9,795 1,024 13,207 -11.0 34.8

Source: BKPM

Chemical and pharmaceutical industry, and trade and communication (Table 7). Foreign investment
approvals concentrate on several industries. The chemical and pharmaceutical industry is on top of the
list. This tendency is same as domestic investment. In 2002-2003, trade and communication was on top

of the list. This is related with the privatization of PT Indosat and PT Telecom in 2002.”

Table 7: Top five foreign investment approvals by sector (US$ million)

1997 1998 1999 2000 2001 2002 2003
1 Chemical & Chemical & Chemical Chemical & Hotel & Transport & Transport &
Pharma. pharma & pharma. pharma. restaurant communication  communication
(11,944) (5,972) (3,193) (7,288) (6,891) (3,713) (4,160)
Transport & Electricity, Elecatglgty, Trade & repair Chemical & Chemical & Chemical &
communication gas & water %v ater (1.97 5)p Pharma. pharma. pharma.
(5.574) (1,796) (2310) ’ (2,309) (1,872) (3,034)
3 Real estate, .
Paper & printing business Pap etr & I\/Ila‘;}:rlgz.& Other services Trade & repair  Paper & printing
(5,337) activities prinhing clectrome (1,524) (876) (1,300)
(1.318) (1,387) (1,524)
Electricity, gas Food crop & Machme.& Transpgn & Machme.& Other services Construction
& water Plantation electronic communication electronic (805) (187)
(1,840) 919) (998) (1,163) (653)
5
Non-.metzillxc Mlac}tnne_& Food Other services Transport & Food crop & Non-metallic
”{";%rga) ¢ i‘gg‘s’?‘c (670) (928) communication plantation mineral
a; (376) (424) (711)
Total 33,788 13,649 10,884 16,075 15,056 9,795.4 13,207
Source: BKPM

Concentration in Java plus Riau. Foreign investment approvals tend to concentrate on Jakarta and Java
island. Excluding some outliers (e.g. Papua in 2001), Riau is also a favorite destination (Table 8).

* Change in status means a project’s status has changed from foreign to domestic or vice versa. If this is the case, it does not
affect the total value of project approved. An increase in one month should be accompanied by a decline in previous months. If
it does not happen, the amount is double counted.
% Indonesia privatized PT Telecom in 2001 (58.5 percent) and 2002 (51 percent), and PT Indosat (15.0 percent) in 2002.
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Table 8: Top five foreign investment approvals by region (US$ million)

. - 1997 1998 1999 2000 2001 2002 2003
1 Riau Banten Riau Jakarta Papua Jakarta Jakarta
(6,744) (3,926) (6,945) (3,275) (6,095) (3,378) (5,611)
i mara O westiva G Riaw e N
(6,124) (3,074) (1,244) (3.085) (2,095) (2.192) (2.805)
3 West Java Jakarta Jakarta Ache East Java Riau Riau
(4,100) (1,724) (786) (1,811) (1,680) (L,151) (1,198)
4 Banten West Java East Java West Java Banten West Java West Java
(3,838) (1,568) (283) (1,770) (1,588) (897) (910)
> North East Java Banten West Nusa West Java South East
Sumatra (580) (258) Tenggara (1.191) Sumatra Kalimantan
(3,508) ) (1,407) ’ (724) (713)
Total 33,788 13,649 10,888 16,075 15,056 9,795 13,207

Source: BKPM

Continuous interests from U.K, Germany, Japan , Singapore and Malaysia (Table 9). In addition to
regular countries, for example, Mauritius and Tanzania are the largest and the second largest countries.
However, the country of origin data is tricky, since it does not necessary reflect real/ country of origin.
For example, in 2002 foreign investment approval for PT Indosat came from Mauritius where [name of

country] set up a paper company.

Table 9: Top five foreign investment approvals by country of origin (US$ million)*

1997 1998 1999 2000 2001 2002 2003
: UK. U.K. :?;lila UK Malaysia Singapore  Mauritius
(5.473) (4,745) (3.007) (3,637) (2,241) (3,328) (2,968)
2 Japan Japan Australia Japan :?:l;ii]a Hong Kong  Tanzania
(3.395) (1,330) (2,458) (1,954) (1501 (1,711) (1.493)
3 Germany  Singapore Taiwan Netherlands Singapore Mauritius Japan
(4,467) (1,308) (1,490) (1,159) (1,143) (844) (1,252)
4 Taiwan Malaysia Singapore Germany Japan UK UK
(3,419) (1,125) (756) (959) (772) (719) (966)
5 Malaysia uUS Japan South Korea U.K. Japan Singapore
o (2289 (568)  (639) (689) (722) (510) (518)
Total 33,788 13,649 10,888 16,075 15,056 9,795 13,207

* Excluding joint countries.
Source: BKPM

Job creation and exports. When applying for investment, a company has to submit the number of new
employment and export value. In 2003, the number of new employment is 288 thousands, roughly 3.8
percent of total unemployed, three times bigger than domestic approvals. Exports value is US$6.0 billion,

11 percent of total exports in 2003.
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¢ Investment Permanent Licenses

Less than half of approvals is materialized. Permanent licenses are much lower than investment
approvals, since approvals do not guarantee their realization. Between 1997 and May 2004, total
domestic investment approvals are Rp.473 trillion, while permanent licenses are Rp.105 trillion (Figure
11). The ratio between two is 22 percent. During the same period, foreign investment approvals are
US$105 billion, while permanent licenses are US$40 billion (Figure 12). The ratio between two is 35
percent. As there is time lag between approvals and realization (i.e. permanent licenses), approval and
permanent licenses cannot be directly compared. However, it is reasonable to say that less than half of
approvals are realized.

Figure 11. Domestic Investment Figure 12. Foreign Investment
(Approvals and Permanent Licenses) (Approvals and Permanent Licenses)
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Stagnated domestic investment since 2001 (Figure 13). Domestic investment were stable until 2000 in
both value and units. However, they declined in 2001 and stagnated since then. The number of units was
345 in 1997 and 296 in 1998, but it declined to 94 in 2002 and 101 in 2003. The average annual value in
1997-2000 was Rp.17.8 trillion, while that in 2001-2003 was Rp.8.9 trillion, declined by about 50
percent.7

No clear trend in foreign investment (Figure 14). In Figure 17. Centralization of investment since
contrast to domestic investment, no clear trend is decen““ﬁzat.ion

observed in foreign investment. Even after the crisis, (the share of Java in total)

permanent licenses kept increasing until 2000 in both
units and values. Values have two peaks in 2000 and
2002, and there may have been negative impact of
political situation in 2001. The comparison of foreign 80%
investment with domestic investment suggests the ‘
declining trend is clearer in domestic investment.

100% W‘

2€0%

70%

60% -

e By Sectors

The secondary sector (i.e. manufacturing) is
dominant, but the ratio declines in foreign 0% : ‘ — .
investment (Figure 15, 16). The secondary sector is 1997 198199 200 2000 2002 2003
the dominant one in both domestic and foreign  Sourre: BKPM, World Bank siaf calowlation

investment. In 1997-May 2004, in terms of values, the

50% - .

domestic investment

® A company is supposed to acquire a permanent license before staring operations. However, as there is no penalty for not
acquiring the license, permanent licenses figures might be understated.

7 In 1998, inflation rate (CPI) increased by about 80 percent. As such, the real decline between 1997 and 1998 would be larger
than the data shows.
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secondary sector accounted for 68 percent and 59 percent in domestic and foreign investment. In foreign
investment, the tertiary sector has equivalent importance to the secondary sector, as the share of the
tertiary sector in the period was 38 percent. In contrast, the share of the primary sector is negligible (2.5
percent). In terms of trend, the share of the secondary sector had declined in foreign investment, while it
had been relatively stable in domestic investment.

e By Regions

Centralized investment since decentralization (Figure 17). Java is dominant in both domestic and
foreign investment. In domestic investment, Java accounted for 70 percent of total values in 1997- May
2004 followed by Sumatra (15 percent) and Kalimantan (11 percent) among 7 regions (islands). In
foreign investment, Java accounted for 75 percent followed by Sumatra (17 percent). In both domestic
and foreign investment, the share of Java became high in 2002-2003, while that of Riau declined sharply
in 2002-2003.
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Table A4: Exporter premium

In TFP In (value added/labor) In (payroll/worker)

All firms

Overall (1990-2001) 0.127** 0.299** - 0.079**

Before the crisis (pre 1997) 0.120** 0.183** 0.056**

After the crisis (post 1999) 0.028 0.274** 0.084**
Domestic firms

Overall (1990-2001) 0.104** 0.173** 0.058**

Before the crisis (pre 1997) 0.095** 0.144** 0.205**

After the crisis (post 1999) -0.019 0.045 0203**
Foreign firms

Overall (1990-2001) -0.028 0.013 -0.009

Before the crisis (pre 1997) -0.035 0.101** -0.079**

After the crisis (post 1999) -0.037 0.042 -0.007

Notes:

This table shows that, for example, TFP was higher among exporters than non-exporters before the crisis but not after

the crisis.

+ significant at 10%; * significant at 5%; ** significant at 1%
Estimation using the OLS method, controlling for firm size, year, industry and region of operation
Equation: InY;, = a5 + a,*Exporter; .} + X;'B + ¢;

Source: Manufacturing Census

Table AS: Probit estimates of the probability of exporting by domestic firms

(1) 2) (3) 4 (5) (6) (7N (8) (9

1990-2001  1990-96  2000-01 1990-2001 1990-96 2000-01
Exported at t-1 1.722%*  1.869**  1.752%* | 1.699** 1.697** | 1.890%*  1.889%* | 1.743%* 1.742%*
InTFP t-1 0.071%*  0062**  0.068** | 0.075**  0.075** | 0.067** 0.067** | 0.068** 0.069**
InL t-1 0.269**  0.287**  0.213** | 0.269**  0.269** | 0.297** 0.297** | 0.212%* 0.212**
InK/L t-1 0.048**  0.051**  0.040** | 0.046**  0.048%* | 0.047**  0.048** | 0.040%* (.042**
In Payroll/worker t-1 0.006 0.013 -0.005 0.002 0.002 0.007 0.008 0011 -0.012
Percent of imported :
input t-1 0.001**  0.001**  0.002** | 0.001**  0.001** | 0.001** 0.001** | 0.002* 0.002**
In Age 9.002%*  -11.376** 0215 | -8.672**  -8.392** |.12.148** -11.989**| 0.232  0.369
Percent of exporting
foreign firms in the
region t-1 0.01 0.01 0015 -0.015 | -0.046 -0.048
Percent of exporting
foreign firms in the
region & in industry t-
I 0.014**  0.013** | 0.012** 0.012** | 0.016** 0.016**
Percent of output in
the industry produced
by foreign firms t-1 0.003* 0.003* | 0.010** 0.010** | -0.002 -0.002
No. of observations 141406 72778 27278 | 120915 120915 52287 52287 | 27278 27278
Pseudo R® 0.42 0.46 0.43 0.43 0.43 0.49 0.49 0.43 0.43
Notes:

This table shows that, for example, the probability of exporting by domestic firms in a given year is higher if the firm has exported
the year before, if its TFP is higher, if it is larger (proxied by employment L), if its workers are more productive (proxied by

payroll./worker), if the firm is larger.

These results hold before and after the crisis.

The Table also shows that there are

significant spillover effects. For example, domestic firms are more likely to export if the share of exporting foreign firms in their

industry and region is high; and if the share of foreign firms in their industry is high.

Industry, region, and year fixed effect and an intercept are included but not reported. + significant at 10 percent; * significant at 5

percent; ** significant at | percent.
Source: Manufacturing Census
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Data Appendix

The analysis is based on firm-level information collected annually by the Indonesian Manufacturing Census (Survey Industri or
SI) during the period 1990-2001, and on trade data from the UN COMTRADE database.

The variable definitions used in the analysis are as follows:

Value added: defined as the value of output produced less than the cost of materials

Capital stock: derived from several stocks of fixed asset: land, building, machinery, vehicles, and other fixed
asset, using perpetual inventory method.

Empioyment: total number of workers

Electricity: net consumption of electricity in kWh

Payroll per worker: total wage bill per worker

Foreign owned firms: firms with at least 10 percent equity belonging to foreign investors

Exporting firm: a firm that exports at any given period

Exporters: firms who on average export at least 15% of their output

Percentage of exporting

foreign firms in a region: the total number of foreign firms operating in a given region and engaged in exports divided by the

total number firms in the region

Percentage of exporting

foreign firms in a region

and industry: the total number of foreign firms operating in a given region and a given industry and engaged in
exports divided by the total number firms in the same region and industry

Percentage of output in an -

industry produced by

foreign firms: percentage output produced by foreign firms relative to the industry’s total output.

Methodological Appendix

Estimation of the production function: Firm and industry performance in terms of productivity is analyzed using the
production function estimates based on firm level data for the period 1990-2001 (for inferences on exporting and import
penetration) and 1983-96 (for inferences on the performance of acquired firms). The data includes all firms with more than 20
employees. The production function is estimated on a disaggregated industry level, using a semi-parametric estimation technique
propused by Levinson and Petrin (2000) in order to correct for the simultaneity bias between input choices and unobserved
productivity shocks. For the 1990-2001 sample the estimation is performed at the 2-digit [SIC level, while for the 1983-96
analysis it is done at the 4-digit ISIC level. The estimation employs a new series on capital stock constructed using the perpetual
inventory method in order to avoid problems associated with unreliable reporting of firm capital stocks based on book values.
After estimating the production function coefficient, the firm (log) total factor productivity (TFP) is given as the residual of

lﬁ’n = yit _(,Bo +ﬂ/1ir +18kkir)

The aggregate productivity for each industry-j is obtained by computing weighted average of plant's level TFP (TFP, =
exp(tfp,)) where the weight, s, is the share of plant’s sales on total industry sales.

Ar = ZEE_/‘SI'! TFF’”
Within an industry, productivity can also be decomposed to see how it is affected by the shifting of resources from the less to
more productive plants. The method described in Olley and Pakes (1996) is followed in decomposing the previous equation into
the overall industry average productivity and reallocation of productivity across plants.

A, =TFP, + 3 (s, =5 WTFP, —TFP))
1€}
where variables with bar denotes industry averages. The first term in the above equation is the unweighted average TFP in an
industry and the second term represents the reallocation of market shares across plants with different productivity levels. If the
second term is positive, the aggregate productivity is dominated by reshuffling of productivity across plants. Since the second
term represents the covariance of plant’s output share and its productivity, positive covariance implies that higher output goes to
more productive plants.
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APPENDIX TO CHAPTER 5

Data and Methodology

The data used in this report is the 2003 ADB-World Bank Productivity and Investment Climate survey data. The
data contains information from 713 firms in 11 provinces from 7 major manufacturing industries. The data is
organized into two parts. First is the investment climate part which consists of firm’s perception on various
investment climate. The second part provides information on firms’ finance, cost, and output part for year 2000,
2001 and 2002. Several variables used for analysis are constructed from these two survey sections.

Value added: The firm’s value added is constructed using firm’s sales (s824) adjusted by change in inventory (s821)
minus the cost of materials and intermediate input (s817).

Capital stock: Although the incremental value of for each type of physical asset is available, constructing capital
using the perpetual inventory method turns out to be problematic since it creates scores of negative values.
Therefore, the total value of physical asset (s825), which is reported in the firm’s balance sheet, deflated by price
index is used as capital.

Employment: The employment variable used in to estimate the production function is the total number of labor
employed (s901 and s908).

Regulatory burden: To capture the regulatory cost that firms are facing, the percentage of days in a week spent on
dealing with both national and local regulations (s404nl and s404n2).

Uncertainty in regulation: To proxy the uncertainty of regulation, the average of firms’ perception on the
consistency of local as well as central government officials in interpreting regulations is used (s402a and s402b).
Competition: To measure the extent of competitive pressure on firm’s decision, a variable capturing firm’s
perception on potential consequences of price increase is used (s618).

Infrastructure quality: The toad density per 1,000 km® variable is used as a proxy for infrastructure quality. The
variable is constructed by approximating the total length of roads in each Kabupaten (county) district divided by
approximate area km” of the district.

Power outages: The frequency of power outages (s301al) is used to capture the quality of electricity services and its
power grid.

Reliability of the judiciary system: The proxy variable used is the firm’s confidence on the ability of the judicial
system to enforce contractual and property rights (s503).

Access to financing: Due to the low response in actual cost of external financing i.e., loan interest rates, the
percentage of informal source of financing is used as a proxy (s801j1). A firm with higher proportion of informal
financing used to fund working capital or investment is expected to have difficulties to access formal financial
sources.

Labor problems: The variable capturing labor problem is constructed as a binary variable on whether a firm
experienced any labor disputes (s705) associated with payroll issue, social security issue, and redundancy (layoff).

Estimating Firm’s Production Function and Total Factor Productivity

Firms’ production technology is assumed to take the Cobb-Douglas form with labor and capital as the primary input.
Let y;, 1, and k, denote firms’ log of output, log of labor, and log of capital, respectively. The estimable form of the
production function of a firm i at period t can be written as:

Yi=al, +ack, +u, +¢,

The log of total factor productivity (TFP) is estimated as: y, — )71.1 = ,[t,. + é", where the second term is the

regression’s output prediction.

To estimate the coefficients for labor and capital (¢ ,ak), ordinary least squares may not be a good method if the
productivity, particularly g, is correlated with firm’s input choices. The endogeneity problem between unobserved
productivity term and the explanatory variables in general violates the OLS assumption of zero covariance between
explanatory variables and the error term. Therefore, applying OLS can cause biased coefficient estimates.

To overcome this problem, two alternative methods were tested. First is the first difference method. This method
eliminates the fixed and unobserved productivity term g and therefore suppresses the correlation between
explanatory variables and the error term. The second method is to use the fixed-effect method to control for
heterogeneity in firm’s technology. This method assumes that the correlation between explanatory variables and the
unobserved productivity term g; is fixed and can be controlled by introducing firm’s fixed-effect.
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However, results from estimating the unrestricted Cobb-Douglas production function using first difference and fixed
effect methods demonstrate very low coefficients for capital. The results from both methods also indicate that in
general firms have a decreasing return to scale. Without a further detailed study, it is currently difficult to justify the
decreasing return to scale in the result.

The second approach is to impose a constant return to scale restriction on the production function. Therefore, the
estimable form can be rewritten as:

Vi _lit =g (k, _lit)+ n,+o,
Where here it is assumed that a; +ag =1. The results from fixed effect show a sensible magnitude for the capital

coefficient. Compared to the result using a first difference, the fixed effect method yields capital coefficient of 0.5
which is closer to the OLS result on the unrestricted equation.

Estimating the Effect of Investment Climate Variables on Firms’ Performance

To look at how investment climate variables affect firms’ performances, the following econometric specification is
used:

P,=X,p+Zy+10+¢,

P is the firm’s performance variable such as TFP or employment; and X is a matrix consists of investment climate
variables such as corruption, regulatory burden, infrastructure, etc. Z is a matrix consists of firm’s characteristics
and other control variables such as region and industry affiliation. The firm’s characteristic variables used in the
estimation are manager’s education level, percentage share of foreign ownership, whether a firm ever exported,
firm’s legal status (government owned, limited liability, un-incorporated, etc.), and a variable to control potential
perception bias. Finally I is the matrix of time dummy variables to control for exogenous macroeconomic shocks.
The error tem €, is assumed to be independent and normally distributed ~N(0,6%).

Many of the investment climate variables are based on perception which can be problematic. Perception variables
may not measure the genuine attitude toward a problem and therefore can cause a measurement error problem.
Perception variable is likely to pick-up firm’s incompetence, which endogenously determine the outcome from
dealing with production or investment issue. A firm with high working ethics may have lower tendency to blame on
external factor compared to those with a genuine complainer character. Thus an investment climate variable based
on perception could correlate with the disturbance and causing bias in its coefficient estimation.

To overcome the perception bias problem, a simple method to correct perception biased by Kaufman and Wei
(1999) and McArthur and Teal (2002) is used. A genuine complainer can present excessive negative perception of
external environment. We use a control variable, which is the deviation of firm’s perception toward government
efficiency from its regional median, to capture whether firm tends to complain excessively compared to its peer. In
particular, firm’s perception of local and central government efficiency variables (s401a and s401b) are used as an
additional control variable.

To interpret the magnitude of the estimated coefficients the elasticity and standardized coefficient are used. The

following formula used to compute elasticity of TFP to change in investment climate variable is 77, = ,Bk *X«,

where By and X, is the estimated coefficient and the average of the k-th investment climate variable, respectively.®

To -estimate the order of magnitude of investment climate variables on firms’ productivity, we also run a
standardized regression. In this approach, we transform the dependent variable and all non-binary regressors by
dividing each of the variables with their standard deviation.

To estimate the effect of investment climate variable on employment, two additional control variables are added.
First is the lag of real sales to control for changes in business expectation. Increase in demand from the previous
period can cause firms to increase current employees hired. Also, since larger firms could respond differently to
changes in investment climate, employment in year 2000 is then added to control for firms’ “initial” size

Estimating the effect of investment climate variable on investment

There are issues that cause investment rate to be difficult to estimate. First is the short series will limit time-variation
of investment since many firms do no invest within the survey period. Second, the investment variables of interest
are fixed across time. Therefore, this causes difficulty in properly estimating an investment model since first

¥ The elasticity from a log-linear model InY = BX can be computed using the following fact n = (dY/dX).(X/Y) orn
=BX.
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differencing will eliminate all the fixed characteristics from the equation (see for example Arellano and Bond, 1991;
Bond and Meghir, 1994;).
The proposed alternative is to look at the effect of investment climate variable on the likelihood to invest. Using
similar set-up, a Logit equation is fitted to explain the variations of investment actton. The Logit specification also
allows for estimating the standardized coefficients that can identify the most important variation affecting the
decision to invest. '
To show how a firm’s decision to invest at time t can be affected by investment climate variables, let V, be the value
of a representative firm at time t where at each period t firm chooses level of L and I to maximize its value function:
Vzt(K ):maXL,][ﬂ(K Liwlit’Xi)-'_ﬂ EtVi1+](Kit)]
In this specification, the vector of investment climate variables X enters the value function to change firm’s profit
(m(.) ) and therefore affects the overall optimization. Consider a latent variable V*, where firm will base its
investment decision. Suppose that the firm value function can be approximated using variables in the profit function
and firm’s characteristics
Vi=X/B+Z vy + e, then the firm’s decision to invest can be described as:
L>0if V> V*
and I, = 0 if otherwise.
Hence, the decision to invest can be modeled using a Logit specification.
In estimating the Logit equation, lag capital per-labor (KL) and lag of operating profit per asset are included to
control for firm’s technology and return to asset which potentially correlate with several investment climate
variables.

it—1 it? t+]

Appendix Table 1: Estimates of the production function

Method Unrestricted Constant return to scale
Variable Coefficient Variable Coefficient
OLS InL 0.624**
(0.051)
InK 0.562%* InKL 0.577**
(0.038) (0.036)
Constant . 3.867** Constant 4.751**
(0.305) (0.295)
R? 0.761 R? 0.361
F-statistics 1497 .4%* F-statistics 261.5%*

F-test for CRS 52.3%*

1st difference InL 0.127**
(0.050)
InK 0.073 InKL 0.694**
(0.069) (0.066)
R’ 0.021 R? 0.361
F-statistics 3.7%* F-statistics 111.2%*

F-test for CRS 88.3**

Fixed effect InL 0.19]1**
(0.047)
InK 0.055 InKL 0.498**
(0.055) (0.041)
Constant 13.164** Constant 5.401**
(0.778) (0.335)
R’ 0.727 R’ 0.361
F-test u; =0 18.3%* F-testu; =0  15.9%*

F-test for CRS 117.6**
Note: **_ * significant under 5% and 10%, respectively; CRS: constant return to scale.
Source: PICS
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Appendix Table 2: Summary statistics of variables used
Mean  Std.dev

Ln of total factor productivity TFP -0.030 1.349

Ln of employment InL 5.331 1.706
. . . . D

Proportion with positive investment P1 0509  0.500

Percentage time spent/week dealing with regulation  s404n
12.681 22.801

Percentage paid of sales paid for security securec 1.341 2.944
Local competition s618 2.967 1.008
Predictability of regulation s402 3219 1215
Frequency of power outage s301al 4.417 9.440
Experienced labor problems ° s705D 0.210 0.408
Share of informal finance m working capital s801j1 7.274 23818
Financial diversification index EN 0.003 0.027
Ln of road density Ird 7.223 1.112
Perception on judicial system s503 3.766 1.470
Years of education for non-managerial workers nonmgredu

8.721 4431
Deviation from the average perception on
government efficiency Whine 0.080 1.048
Ln of initial employment InLO 5.264 1.700
Ln of real sales InRS 7.431 2.653
Ln of firm's age Inmage 2675 0.733
Managerial education medu 4.041 1.708
Proportions own power generator owngen 0.421 0.494
Percentage of foreign ownership s103a2 15.837  34.607
Proportion located in Java P Java 0 845 0362
Proportion of exporters b _Xfirm 0535 0499

P dummy (binary) variable

Source: PICS
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APPENDIX TO CHAPTER 8

The data from the Investment Climate survey cannot be used to construct nationally representative variables
for the business environment due to inadequate sample coverage; data from exogenous sources is used for
this purpose.

Infrastructure: The transport-related variables are based on a digital database of the road network in
Indonesia. A general measure of road density is computed as the length of roads in km divided by the surface
area of the district. In addition, the average network travel time from the district to the nearest international
port with container facilities is estimated.

Factor markets: The labor cost data are obtained from the 2001 round of SUSENAS, the annual
Indonesian socio-economic survey. Wage rates from the Manufacturing Census are not used, as its
spatial coverage is limited to locations with formal manufacturing activities, and not the entire set of
districts in the country. To extract non-agricultural wages, averages of head of household wages for
workers in salaried jobs were used. The land variable in this analysis measures the amount of developed
industrial land that is available in a district, and is derived from the PODES village-level survey (BPS
2001).

For complementary services, such as legal, financial and other advisory services, since no detailed
information on firm composition by district was available, a proxy based on employment composition
was used instead. From the very large SUSENAS household survey, the share of employment in sectors
that provide business services was computed. This variable was used to examine whether manufacturing
firms tend to locate in the presence of supporting business services.

Regulation: Perdas that are found by the committee to contravene the open list principle serve as a proxy
of poor consultation or revenue behavior on the part of local governments, which influences the
investment climate. For the purpose of this analysis, an indicator variable, which identifies local
governments whose perdas have been revoked by the Ministry of Home Affairs is used as a proxy for the
extent to which local governments are engaged in predatory type taxation, which adversely affects business
location decisions.

Own industry shares are computed from the 2001 Manufacturing Census as the measure of localization

economies. Further, shares of all other industries are computed in the regional economy to measure
urbanization economies.
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Indonesia at a glance

9/20/04
East Lower-
POVERTY and SOCIAL Asia& middie-
Indonesia Pacific income Development diamond*
2003
Population, mid-year (millions) 2145 1,855 2,655 Life expectancy
GNI per capita (Atlas method, US$) 810 1,080 1,480
GNI (Atias method, US$ billions) 173.5 2,011 3,934
Average annual growth, 1997-03
Population (%) 1.3 1.0 0.9 4
Labor force (%) 2 1.1 12 SN ¢ Gross
per ﬁ primary
Most recent estimate (latest year available, 1997-03) capita \V,'» anraliment
Poverty (% of population below national paverty line) 17 . .
Urban population (% of total population) 43 40 50
Life expectancy at birth (years) 65 69 69
Infant mortality (per 1,000 live births) 47 32 32
Child malnutrition (% of children under 5) 25 15 11 Access to improved water source
Access to an improved water source (% of population) 76 76 81
iteracy (% of population age 15+) 10 10 10 i
Gross primary enrollment (% of school-age population) 111 111 112 == Indonesia
Male 112 112 113 Lower-middle-incorne group
Female 110 111 111
KEY ECONOMIC RATIOS and LONG-TERM TRENDS
1983 1993 ' 2002 2003
Economic ratios*
GDP (USS$ billions) 85.4 158.0 173.0 208.3
Gross domestic investment/GDP 313 295 20.3 19.7 Trade
Exports of goods and services/GDP 26.3 26.8 35.8 31.2
Gross domestic savings/GDP 29.8 325 26.8 25.3
Gross national savings/GDP 29.0 23.4 20.8
Current account balance/GDP -7.4 -1.3 4.5 3.5 omesti
Interest payments/GDP 1.9 26 27 20 Eavinegss ¢ Q Investment
Total debt/GDP 354 56.4 76.5 64.5 /
Total debt service/exports 18.8 336 29.4 34.0 "*w,l ¥
Present value of debt/GDP 75.6 . )
Present value of debt/exports 2219
Indebtedness
1983-93 1993-03 2002 2003 2003-07
(average annual growth) )
GDP 7.1 20 37 4.1 45 === Indonesia
GDP per capita 5.2 0.7 2.2 25 31 Lower-middle-income group
Exports of goods and services 7.8 2.5 -0.6 4.0 39
STRUCTURE of the ECONOMY
1983 1993 2002 2003 Growth of investment and GDP (%)
(% of GDP) 2
Agricuiture 229 17.9 171 16.6
Industry 39.8 39.7 44.2 436 0
Manufacturing 127 22.3 254 247 f}‘*
Services 373 42.4 38.7 39.9 -2 x‘w‘ﬁ‘"ﬁ
Private consumption 59.8 58.5 65.0 65.6 -40
General government consymption 10.4 9.0 8.2 92 s GO —C—GOP
Imports of goods and services 279 238 29.3 257
1983-93 1993-03 2002 2003 : o
(average annual growth) Growth of exports and imports (%)
Agriculture 38 17 20 25 40
Industry 9.0 2.8 35 34 04
Manufacturing 11.6 37 34 35 0
Services 7.0 1.5 4.5 55 20 99, 00 01 a 03
Private consumption 48 42 38 40 -40
General government consumption 51 15 12.8 9.8 -60
Gross domestic investment 10.2 -13 0.2 14 e SN ——mip0rtS
Imports of goods and services 4.6 0.5 -5.0 2.0

Note: 2003 data are preliminary estimates. GDP based on 1993 prices.

* The diamonds show four key indicators in the country (in bold) compared with its income-group average. If data are missing, the diamond will

be incomplete.




Indonesia

PRICES and GOVERNMENT FINANCE

o 1983 1993 2002 2003 Inflation (%)
Domestic prices
(% change) 80
Consumer prices 11.8 9.6 11.9 6.7 60 l
Implicit GDP deflator 143 8.9 5.8 6.6 40
Government finance 20
(% of GDP, includes current grants) oY
Current revenue . 16.8 18.5 19.1 98 99 0 01 02 03
Current budget balaqce . -3.5 74 84 GDP deflator === CP
Overall surplus/deficit . . -1.1 -2.1
TRADE
(US$ milions) 1983 1993 2002 2003 Export and import levels (US$ mill.)
Total exports (fob) . 36,823 57,159 61,058 75.000
Fuel . 9,745 12,139 13,700
Estate crop . 859 1,238 1,191 50,000
Manufactures . 16,699 19,119 19,660 '
Total imports (cif} . 28,328 31,289 32,551
Food . 1,342 2,852 3,121 25,000
Fuel and energy . 2,155 6,558 7,664
Capital goods . 12,158 8,606 7,100 0
97 98 99 00 01 02 03
Export price index (1995=100) . 112 139 151
Import price index (1995=100) .. 102 59 64 M Exports 8@ imports
Terms of trade (1995=100) .. 110 237 237
BALANCE of PAYMENTS
(US$ millions) 1983 1993 2002 2003 Current account balance to GDP (%)
Exports of gaods and services 19,235 40,566 64,594 67,440 6
Imports of goods and services 22,037 38,222 51,019 55,629
Resource balance -2,802 2,344 13,575 11,811 4
Net income -3,650  -4,987 -6,881 -6,123 2
Net current transfers 114 537 1,129 1,564 .
Current account balance -6,338 -2,106 7,823 7,252 98 99 00 01 02 03
Financing items {(net) 6,521 2,700 -3,800 -2,995 :
Changes in net reserves -183 -594 -4,023 -4,257 4 l
Memo:
Reserves including gold (US$ millions) 4814 12,355 31,913 36,170
Conversion rate (DEC, /ocalllUS$) 909.3 2,087.1 9,311.2 8,577.0
EXTERNAL DEBT and RESOURCE FLOWS
1983 1993 2002 2003 ;e taio_ _fenAn aovs ies i
(US$ millions)
Total debt outstanding and disbursed 30,229 89,172 132,254 134,320 A 8778
IBRD 2,136 11,283 10,729 9,779 -
IDA 763 796 794 880 G: 24,308 B- 880
C: 10,276
Total debt service 3,741 14,089 17,364 21,323
IBRD 254 1,620 1,905 2,003 D: 8,243
IDA 10 24 33 33 o
Composition of net resource flows
Official grants 104 219 . .
Official creditors 1,180 2,344 -440 -892
Private creditors 2,961 -3,397 -6,296 -5,419 F: 39,540
Foreign direct investment 292 2,004 145 -597 E: 41,294
Partfolio equity 0 2,452 877 1,130
World Bank program
Commitments 1,210 924 103 425 A-IBRD E - Bilateral
Disbursements 549 1,195 419 408 B-IDA D - Other multilateral ~ F - Private
Principal repayments 92 782 1,065 1,294 C - IMF G - Short-term
Net flows 457 413 -646 -886
Interest payments 172 861 873 742
Net transfers 285 -448 -1,519 -1,628
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Table 1: ICA Survey Sample Structure

Firm Size

Firm Activity

Textilg‘&Leather o 339

Paper&Printing « \ 25

Basic metal N o 3

i’

Sample

Sample

Java _ 604

Kalimantan 15
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investment—political and  macroeconomic
instability—have been dealt with to a large
extent. Reforms that need to be tackled in the
next stage range from legal and judicial reforms,
to financial sector, tax administration, labor
regulations, infrastructure, and local government
policies—areas that are the responsibility of
many different ministries. To achieve cohesion
and momentum in the reform program, it will
therefore be necessary to coordinate across key
responsible ministries, and to monitor the
progress. The new Government comes at an
opportune time to engage in further reforms that
can be implemented in a reasonable period of
time, while achieving the biggest bang for the
buck.
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Action Matrix of Second-Generation Reforms Needed to Improve the Investment Climate

Issue

Actions

Macroeconomic stability

Maintain a low inflation rate, a realistic exchange rate, and sufficient foreign
exchange reserves;

Reduce the budget deficit gradually to achieve a balanced position over
2005-06;

Reduce the stock of Government debt to GDP to a safe position.

Financial sector

Further strengthen the financial sector to minimize possibility of another
crisis: by clarifying the role of state-owned banks, establishing a sound
financial sector safety net, and further strengthening banking sector
regulation and supervision;

Diversify the financial sector so it becomes less vulnerable to shocks: by
revitalizing capital markets, developing the Government bond market, and
strengthening institutional investors;

Improve access of SMEs to formal financing: by reducing the focus on
direct capital transfers and interest rate subsidies and increasing capacity
building of microfinance providers.

Taxes and customs

Continue reforms in tax administration and customs;
Extend the large taxpayers’ offices to medium taxpayers’ offices.

Labor market

Establish more constructive mechanisms to determine minimum wages;
Obtain legislative approval of reforms to the Manpower Law designed to
maintain flexibility in the labor market.

Infrastructure

Improve public management of infrastructure by re-thinking the role of the
central vs local authorities and tackling corruption;

Restore private participation by increasing commercial discipline of
infrastructure agencies, ensuring financial sustainability of service provision,
and establishing and enforcing adequate regulation;

Mobilize financing for infrastructure by increasing government spending
and mobilizing domestic finance..

Investment policy and SME
promotion

Enhance efficiency and effectiveness of investor-related public services at
the central and local levels through simplification and deregulation;
Establishing one-stop services for investors;

Ensuring a level-playing field for domestic and international investors with
respect to investment-related regulations and their implementation;
Improving the enforcement of intellectual property rights laws

Assisting local and regional governments in improving their investment
climates and promoting investment opportunities.

Support the emergence of SMEs by establishing public facilities for SME
human resource development and introducing SME training systems.

Local Governments

Remove local nuisance taxes and increasing local spending on
infrastructure;

Address key decentralization issues by clarifying principles of functional
assignments across levels of government; revising the principles on which
the distribution of transfers should be based; and expanding the regions’
revenue-raising authority.

Corruption

Launch a broad anti-corruption campaign to kick-start the process of
tackling corruption by holding televised public hearings on corruption,
creating a high-level Presidential Council of Governance Advisors, creating
a campaign for public complaints about corruption, complete the legal
framework for anti-corruption;

Start tackling the broader agenda by strengthening accountability, funding
public services adequately, cleaning up the regulatory mess, reducing
impunity, and enhancing transparency.
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CHAPTER 1: CREATING JOBS THROUGH INVESTMENT

Over the past three years, the Government has
strengthened Indonesia’s macroeconomic
stability by reducing inflation, stabilizing the
rupiah, and reducing the external debt and public
debt ratios. Peaceful general and presidential
elections have demonstrated that legitimate and
effective democracy is taking hold in Indonesia.
But in spite of these impressive gains, growth
remained moderate and largely driven by
consumption. Formal sector employment was
declining and overall unemployment was edging
upwards. The moderate growth was insufficient
to create enough job opportunities for the
millions of young people who enter the job
market each year (Figure 1.1). The core cause
was very weak domestic and foreign investment;
in 2003 the investment share in GDP was at its
lowest level since the early 1970s.! At the same
time, Indonesia’s regional competitors continued
to make steady efforts to improve their
investment climates. This enabled some
countries (i.e., China and Vietnam) to attract
impressive quantities of new investment and, in
some instances, draw existing or potential
investment away from Indonesia. As a result,
Indonesia slipped well behind its competitors in
terms of the percentage of GDP devoted to total
investment (Figure 1.2).

A wide range of factors continues to influence
Indonesia’s investment climate.  Corruption,
lack of transparency, and inefficiency create
significant obstacles and monetary and time
costs for investors at central and local levels.
The legal system does not protect the sanctity of
contracts, and high-profile abuses of the legal
system have undermined Indonesia’s investment
climate. Although decentralization has created
opportunities, it has also created regulatory
uncertainty and additional costs at the local
level. Indonesia’s infrastructure has deteriorated
since the crisis, and the time and monetary costs
of infrastructure bottlenecks are increasing.

' Trends in investment and measurement issues are
discussed in the Appendix.

Figure 1.1: Insufficient growth for job creation
(real growth rate and unemployment rate)
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Source: BPS, World Bank staff.

Figurel.2: Indonesia’s low investment
(investment as a share of GDP, percent)
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This report has three objectives:

) First, it assesses what 1is driving
production and growth—at the macroeconomic
level as well as at the firm level, and specifically
foreign firms and exporters, given the spillover
effects they generate.

) Second, it assesses the obstacles to
growth and their relative importance for various
groups. How do obstacles differ across types of
firms (large vs. small, domestic vs. foreign,
exporting vs. non-exporting). How do obstacles
vary across regions, and what factors matter to
investors in terms of location choice. How
prospective foreign investors see the investment
climate in Indonesia compared to other
countries. And what are the specific constraints
that SMEs face.

. Third, it estimates the impact of the
main obstacles on firm performance.




