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1. Assessment and recommendations

This chapter starts with an overview of Indonesia’s development path and
summarises the main findings and recommendations of the Investment
Policy Review.
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Introduction

Indonesia has made remarkable economic, political and social progress over the past two decades, as the
government has embarked on ambitious reforms to modernise the country. A founding member of the
Association of South East Asian Nations (ASEAN) and of the G20, which it will chair in 2023, Indonesia
plays an ever more influential role in the regional and global landscape. While it was slowly on the road to
become a high-income economy, the COVID-19 pandemic has plunged Indonesia into a major crisis.

Sound macroeconomic policies and progress to develop the social protection system have allowed the
country to increase living standards and reduce poverty in both rural and urban areas. Underpinned by
prudent macroeconomic policies, gross domestic product (GDP) per capita has risen by 70% during the
past two decades with a GDP growth of approximately 5% per year since 2013 (OECD, 2018a).
Recognising that the private sector is essential for prosperity and development, measures to improve the
business environment have also been high on the agenda of successive governments.

Meanwhile, the health crisis spurred by the COVID-19 outbreak is generating dramatic economic and
social turmoil. Growth projections for 2020 have been significantly revised downwards by the government
and international organisations. The OECD expects a severe recession with GDP projected to contract by
3.3% in 2020 (OECD, 2020a). Amid social containment measures, in April 2020 economic activity
dramatically contracted and the recovery has been very slow and incomplete. Tourism and manufacturing
are the most affected sectors and job losses have exceeded 2.8 million since mid-March (OECD, 2020b).
The government took a series of well-coordinated monetary and policy measures to respond to the crisis,
although their impact has been less supportive than expected.

Foreign direct investment (FDI) has traditionally played a key role in raising employment and productivity
and in generating exports in Indonesia, which has historically been a relatively important FDI destination
in ASEAN. The largest share of FDI during 2009-18 went to manufacturing, although the share is declining
and services have received increasing flows. The primary sector also attracts a large share of FDI due to
the country’s rich endowment of natural resources. Yet, already before the pandemic, the authorities’
efforts to improve the investment climate were not sufficient to fully exploit the country’s FDI potential. FDI
inflows have recently declined as a share of GDP and Indonesia’s share in FDI flows into ASEAN has
fallen in the past few years. Additionally, with global FDI flows expected to plummet by more than 30% in
2020 (OECD, 2020c), Indonesia has not been spared. Cross-border equity flows have already dropped
significantly during 2020 relative to 2019, as companies have put merger and acquisition (M&A) deals and
greenfield projects on hold due to rising uncertainty.

Private investment, both foreign and domestic, will need to play an important role in the recovery. Before
the pandemic outbreak and following President Joko Widodo’s re-election in 2019, the government set
ambitious targets for the year 2045 when Indonesia will celebrate its 100t anniversary as an independent
nation. It aims at breaking out of the middle-income trap, to become a developed economy and enter the
world’s top five economies with a GDP worth over USD 7 ftrillion, while also substantially reducing
greenhouse gas emissions. In order to achieve these goals, the government has placed private sector
development at the centre of its reform agenda and identified the following priorities for the next five years:
infrastructure development; human capital development; simplification of regulations; bureaucratic
reforms; and economic transformation.

The Indonesian government has an opportunity to further strengthen its reform efforts, in order to build a
sound and transparent investment environment that supports a sustainable and inclusive economic
recovery from the COVID-19 pandemic. Based on an updated version of the Policy Framework for
Investment, this second OECD Investment Policy Review of Indonesia identifies several potential areas
for reform and provides policy recommendations for the government to consider. After an overarching
background of Indonesia’s development path and summary of the main findings and recommendations
(Chapter 1), the review analyses the trends and impacts of FDI on the Indonesian economy and society
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(Chapter 2), options to re-think the country’s FDI regime (Chapter 3), investment protection and dispute
settlement (Chapter 4), policies to promote and enable responsible business conduct (Chapter 5),
measures and institutions to promote and facilitate investment, including tax incentives (Chapter 6) and
investment policy and regional development in decentralised Indonesia (Chapter 7).

The Policy Framework for Investment

The Policy Framework for Investment (PFI) helps governments to mobilise private investment in support
of sustainable development, thus contributing to the prosperity of countries and their citizens and to the
fight against poverty. It offers a list of key questions to be examined by any government seeking to
create a favourable investment climate. The PFI was first developed in 2006 by representatives of 60
OECD and non-OECD governments in association with business, labour, civil society and other
international organisations and endorsed by OECD ministers. Designed by governments to support
international investment policy dialogue, co-operation, and reform, it has been extensively used by over
25 countries as well as regional bodies to assess and reform the investment climate. The PFI was
updated in 2015 to take this experience and changes in the global economic landscape into account.

The PFl is a flexible instrument that allows countries to evaluate their progress and to identify priorities
for action in 12 policy areas: investment policy; investment promotion and facilitation; trade; competition;
tax; corporate governance; promoting responsible business conduct; human resource development;
infrastructure; financing investment; public governance; and investment in support of green growth.
Three principles apply throughout the PFI: policy coherence, transparency in policy formulation and
implementation, and regular evaluation of the impact of existing and proposed policies.

The value added of the PFI is in bringing together the different policy strands and stressing the
overarching issue of governance. The aim is not to break new ground in individual policy areas but to
tie them together to ensure policy coherence. It does not provide ready-made reform agendas but rather
helps to improve the effectiveness of any reforms that are ultimately undertaken. By encouraging a
structured process for formulating and implementing policies at all levels of government, the PF| can be
used in various ways and for various purposes by different constituencies, including for self-evaluation
and reform design by governments and for peer reviews in regional or multilateral discussions.

The PFI looks at the investment climate from a broad perspective. It is not just about increasing
investment but about maximising the economic and social returns. Quality matters as much as the
quantity as far as investment is concerned. It also recognises that a good investment climate should be
good for all firms — foreign and domestic, large and small. The objective of a good investment climate
is also to improve the flexibility of the economy to respond to new opportunities as they arise — allowing
productive firms to expand and uncompetitive ones (including state-owned enterprises) to close. The
government needs to be nimble: responsive to the needs of firms and other stakeholders through
systematic public consultation and able to change course quickly when a given policy fails to meet its
objectives. It should also create a champion for reform within the government itself. Most importantly, it
needs to ensure that the investment climate supports sustainable and inclusive development.

The PFI was created in response to this complexity, fostering a flexible, whole-of-government approach
which recognises that investment climate improvements require not just policy reform but also changes
in the way governments go about their business.

For more information on the PFI, see: www.oecd.org/investment/pfi.htm.
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Overview of Indonesia’ development path

Democratisation and decentralisation have progressed albeit not without challenges

Since the end of the Suharto regime in 1998, Indonesia has been a transparent and accountable
democracy. The presidential election held in 2019 was the largest ever, recording an 81% participation
rate and the decentralisation process is also continuing with regional development policies how very much
in the hands of the four sub-national tiers of government.

From the early 2000s, Indonesia embarked upon a profound and long-lasting decentralisation process,
which involved transferring both decision-making and financial resources for the delivery of basic services,
such as the provision of transport infrastructure, to local governments. Policymaking started to be shared
vertically between central and local governments and decision-making on health, primary and middle-level
education, public works, environment, transport, agriculture, and manufacturing shifted to the local level
(OECD, 2010).

The speed of the devolution has meant that the required accompanying skills, technical capacities,
resources and oversight have sometimes been lacking. As a result, while good progress has been made
nationally along a number of dimensions, outcomes in health, education, infrastructure, good governance
and the provision of other social services have not improved as quickly as was expected, and the variance
in results across regions has been enormous (OECD, 2018a). Conflicting and overlapping laws and
regulations across levels of government are also inhibiting regional development by obstructing private
business development and investment.

Indonesia has been actively fighting corruption since the early 2000s and good governance has gradually
improved as a consequence, but it remains a massive endeavour. Indonesia ranked 85t out of 198
countries on Transparency International’s Corruption Perception Index in 2019, gradually improving its
position from 137" in 2005, 110™ in 2010 and 88th in 2015. The Corruption Eradication Commission (KPK)
was created in 2002 to investigate and prosecute corruption cases and to monitor the governance of the
state. Although KPK’s resources and institutional capacities are largely concentrated at the national level,
thus leaving the fight against local corruption primarily in the hands of local governments, it has enjoyed a
significant degree of autonomy and has been recognised as a leading and successful player in reducing
corruption. A new KPK law was passed in September 2019, however, which has the potential to jeopardise
the influence and independence of the commission.

Until the pandemic, economic growth had been solid and steady

Until the COVID-19 outbreak, Indonesia’s economic growth record had been strong over the past decades
and achieved a significant degree of stability. GDP growth averaged 7% between 1966 and 1996 and
approximately 5% in the 2000s and since the global financial crisis (Hill, 2018).

Prudent macroeconomic policies and progress in structural reforms have been driving this strong and
continued economic growth. Following the 1998 Asian financial crisis, the government pressed on with
economic reforms without resorting to protectionist responses. The number of laws introduced after the
crisis was unprecedented. Beyond those covering regional autonomy, new laws were introduced in almost
all areas of economic activity, including: investment, labour, arbitration, bankruptcy, company law,
competition, tax administration, human rights, mining, oil and gas, geothermal and other energy, and in
other infrastructure sectors (OECD, 2010). GDP started to recover in 2000, admittedly less than other
Asian countries such as India (7.2%) or Viet Nam (6.5%), accelerating from 2001 to 2005, and then
fluctuating until reaching a peak in 2007.

The 2008 global financial crisis did not significantly affect the country, as the growth rate decreased to
4.6% in 2009 but quickly recovered in 2010 to reach 6.2% (Figure 1.1). The remarkable macroeconomic
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stability since then was possible thanks to a strong macroeconomic policy framework implemented by the
government. Prudent fiscal policy has been underpinned by a commitment to a fiscal deficit of no more
than 3% of GDP and public debt no higher than 60% of GDP (OECD, 2018a). Bank Indonesia has the
mission to stabilise the value of the rupiah and pursue its inflation target, which has until recently been low,
maintained at around 3%.

Figure 1.1. Real GDP growth in five ASEAN countries, 1996-2020
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Note: Data for 2020 are IMF projections.
Source: IMF DataMapper.

Macroeconomic stability is also dependent on the capacity to finance its current account deficit, which has
been a challenge for Indonesia. The current account has been in deficit since 2012, averaging 2.5% of
GDP over 2012-19. Tax revenues remain low, including due to the large informal economy (see below)
with one of the lowest tax/GDP ratio across countries of the same income category (OECD, 2018a). Low
government revenues limit spending, notably on education, health and social protection.

While national and international observers announced encouraging growth prospects for 2020, notably due to
the gradual easing of international trade tensions and the renewed political stability, the sudden and dramatic
outbreak of the COVID-19 is taking a heavy toll on the world economy, thus affecting Indonesia’s development
outlook. The government has mentioned two possible scenarios: a baseline one with GDP growth down to
2.3% and a worst-case scenario with a contraction of 0.4%. The OECD estimates that a severe recession will
affect the country with GDP projected to contract by 3.3% in 2020 (OECD, 2020a)." Employment and income
losses are holding back consumption and the socio-economic consequences of the crisis are severe for lower
middle class groups. The hardest hit sectors are tourism, retail trade and manufacturing.

As in many OECD countries and beyond, the government swiftly responded with comprehensive and
substantial policy actions during the first half of 2020 to support purchasing power and businesses. Bank of
Indonesia decided to cut interest rates and the President signed on 1 April a regulation lifting a Constitutional
cap on the budget deficit for three years. Successive stimulus packages included the expansion of social
protection schemes, strengthening the health sector, food assistance and electricity tariff discounts, tax breaks
and incentives for industries, capital injections to state-owned enterprises (SOEs) and liquidity support for the
banking industry, among others.
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The manufacturing sector has been steadily declining as a share of GDP, but there is a
gradual shift from the extractive industry to services

The evolving structure of the economy reflects the country’s natural resource endowment and its current
development path. Despite a faster growth of services compared to the primary and secondary sectors, the
Indonesian economy is still characterised by a low share of services: 43.4% of national value added in 2018,
compared to 70.7% in OECD countries (in 2017) and 53.8% of GDP in other middle-income countries.
Industry — including construction, manufacturing and mining — accounted for almost 39% in 2019.

Indonesia is a natural resources rich economy and agriculture thus remains a key contributor to GDP,
accounting for 13% in 2019. With 30% of the total workforce, the primary sector remains the greatest
employer (Lewis, 2020). Indonesia is the world’s largest producer of palm oil and provides about half of the
world’s supply. It is also the second-largest rubber producer in the world. When counting mining products as
well (e.g. coal, copper, oil), natural resources accounted for 20% of GDP and 50% of exports in 2017 (OECD,
2019a). Both the productivity level and productivity growth rate in the primary sector are low, however.

The value added of manufacturing? in Indonesia steadily increased from 1985 until the Asian financial
crisis, thanks to the government’s efforts to stimulate investment, including FDI, which generated strong
economic growth (ADB, 2019a). The sector then suffered from the crisis, unlike in some other ASEAN
countries and its contribution to GDP has thus been declining since then (Figure 1.2). It dropped from over
27% of GDP in 2005 to less than 20% in 2018, which represents an important drop for a middle-income
economy. As the manufacturing sector is still undiversified, the country exports relatively few products with
comparative advantage (ADB, 2019a). Currently, the manufacturing sector — particularly the textile industry
— is one of the most hit by the COVID-19 crisis. In April 2020, only one third of manufacturing firms and
workers were operational (OECD, 2020b). Throughout all economic sectors, job losses since mid-March
have exceeded 2.8 million.

Figure 1.2. Manufacturing value added in five ASEAN countries, 1993-2019
% of GDP
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Indonesia’s exports are driven by minerals and food products, as well as textiles and apparel. Exports have
stagnated since 2007, both in absolute terms and as a share of GDP, and represent a declining segment
of the economy.? In the face of the pandemic, international trade figures are not as alarming as in other
countries, as Indonesia is less exposed to the disruption of global value chains. Manufacturing companies
are, however, heavily reliant on inputs imported from China (OECD, 2020b).

Manufacturing growth is also hampered by the comparatively small size of firms in Indonesia. The majority
of firms are small and medium-sized enterprises (SMEs) (92-99%), which employ the bulk of the domestic
workforce (58-91%). Yet they represent only about a third of total value added and their contribution to
trade remains limited (Lopez-Gonzalez, 2017). The number of large enterprises in Indonesia (5 066 in
2016) is low given the size of the economy, contrasting with 7 156 large enterprises in Thailand and 13 813
in Malaysia (OECD, 2018b). This is even stronger in the manufacturing sector — 99% of manufacturing
firms being micro and small enterprises — which is an impediment to the technological transformation of
the Indonesian economy, as such firms suffer lower productivity and have little capability to adopt and use
new and digital technologies (ADB, 2019b).

Recognising the challenges of the manufacturing sector and the opportunities provided by new
technologies, the government recently developed a strategy called Making Indonesia 4.0 aimed at
revamping the industrial sector and increasing labour productivity. It focuses on technology and
productivity upgrades in five manufacturing industries: food and beverages, textiles and garments,
automobiles, electronics, and chemicals. With the service sector gradually playing a more important role,
Indonesia seeks to increase the digitalisation of all economic sectors and to position itself as a regional
hub for the digital economy. This has become an even stronger trend in the context of the COVID-19 crisis.

Continued growth has reduced poverty, but improving the quality and competitiveness
of human resources is necessary

Indonesia’s recovery from the 1997 Asian financial crisis and its solid growth since then has led to an
impressive reduction in poverty. Poverty rates fell sustainably from 19% of the population in 2000 to just
over 9% in 2019 (World Bank, 2019b). A significant improvement in living standards has also been
recorded since the Asian crisis, as GDP per capita has risen by 70% during the past two decades and per
capita income has increased by almost 4% annually (OECD, 2018a). Efforts by the government to expand
social assistance programmes, deployed since 2000, also contributed to those achievements.

The decline in poverty slowed significantly after 2010, however, with 38% of the population remaining poor
or vulnerable in 2016 (OECD, 2019c). Inequality, as measured by the Gini coefficient, also rose over the
past decades, from 30 points in 2000 to 41 in 2015, then declining to 38.2 at the beginning of 2019 (World
Bank, 2019a). Despite this recent slight decline, Indonesia continues to record greater inequalities than
Thailand (36.4 in 2018) and Viet Nam (35.7). Regional inequalities are also significant in Indonesia, as the
five poorest provinces are located in the east, and their poverty rates in 2016 were, on average, 18
percentage points higher than the average for the five wealthier provinces (OECD 2019c). These
inequalities in population and regions are likely to increase due to the COVID-19 crisis.

The Indonesian economy remains dominated by a large informal sector accounting for approximately 70%
of national employment and more than 90% of total businesses (OECD, 2018b). While labour productivity
is above the ASEAN average,* the extent of the informal sector leads to low quality jobs with lower
productivity. Informal workers (and their families) often find themselves in the “missing middle” of social
protection coverage, whereby they are ineligible for poverty-targeted social assistance but excluded from
employment-based contributory arrangements.

While Indonesia’s elderly population is expected to grow rapidly, its youthful population is an opportunity.
Half of the population is under 30 years old and the demographic dividend is still adding to economic
growth. Since 2002, Indonesia embarked on a deep reform of the educational system. Indonesia’s
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spending on education has been increasing over time (from 2.8% GDP in 2010 to 3.6% in 2015 according
to UNESCO) and is now comparable to other emerging markets such as Malaysia, South Africa and
Thailand. Indonesia is approaching universal completion of primary school (OECD, 2018a).

Despite those achievements in terms of coverage, low quality of education remains a concern, as it is
holding back growth in Indonesia, with many students lacking basic skills. The OECD’s 2018 Programme
for International Student Assessment (PISA) results put Indonesia near the bottom, with a deterioration
compared to 2015 (OECD, 2019b). Indonesian 15 year-old students ranked in the bottom 10 out of the 79
countries tested in mathematics, reading and science. Teachers are often poorly qualified and
absenteeism is high. Unemployment rates of medium and high-skilled 20-29 year-olds are 6 percentage
points higher than for the low skilled. This can be largely explained by the poor quality of education (OECD,
2016; OECD/ADB, 2015). It contributes to informality, as workers do not have the skills for higher-paying
formal sector jobs, which is also fuelled by the relatively strict employment regulation. In this context, the
government recently passed the Omnibus Law on Job Creation, which, among other objectives, seeks to
introduce more flexibility in the labour market; however, its concrete implementation and outcomes remain
uncertain. It will be particularly important to consider social impacts of business operations in the context
of the new Omnibus Law on Job Creation as well (see below).

Improving the business environment stands high on the government’s agenda

Indonesia has been seeking to make the private sector, both domestic and foreign, the engine of growth
and sustainable development. The government has been active in improving the business environment
since the late 1990s — and increasingly so since President Widodo took office. In the 2000s, efforts focused
predominantly on legislative changes. The number of new laws increased dramatically in all economic
areas, including investment. The 2007 Investment Law unified the previously distinct foreign and domestic
investment laws and increased the transparency of Indonesia’s policy framework for investment, including
by clarifying which sectors are closed to foreign or domestic investors (OECD, 2010).

More recently, since President Widodo’s re-election in 2019, there is an even bigger push for business
climate improvements, as the simplification of regulations and de-bureaucratisation have been placed
among the top five priorities of the newly-formed Cabinet. Recognising that high administrative costs
reduce productivity and are an avenue for corruption and informality, the government initiated business
licensing and investment facilitation reforms aiming at easing the process of starting and operating a firm.
Successive measures were implemented to improve transparency, streamline licences and facilitate the
process to start a company.

The establishment of regional one-stop integrated services centres (i.e. PTSPs), and, later on, the
introduction of the Online Single Submission (OSS) system were steps in the right direction to improve the
business licensing process throughout the country. The authorities also took measures to improve
regulations related to business competition, including through the Indonesian Competition Commission
(KPPU). In 2019, KPPU focused on reforming procedural law, easing notification of merger and acquisition
transactions, and improving legal protection for SMEs. Reflecting these improvements, the country ranked
73 out of 190 economies on the World Bank Ease of Doing Business indicator in 2020. Its position in the
Starting a Business category remained much lower, however, at 140t place.

In October 2020, the Parliament enacted the Omnibus Law on Job Creation, which aims to streamline the
current regulatory framework for investment and includes key measures ostensibly lifting restrictions and
conditions placed on FDI, centralising and simplifying business licensing and land acquisition procedures,
significantly reforming Indonesia’s labour market and relaxing certain environmental regulations. The law,
which is repealing 76 laws and over 1000 articles, is perceived by the government as critical to strengthen
economic competitiveness, revitalise the manufacturing sector and ultimately pave the way for Indonesia
to avoid the so-called ‘middle income trap’.
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While it is premature to analyse the full impact of the law until implementing regulations are finalised, the
law encompasses significant business-friendly reforms, such as liberalising FDI and easing the process to
start and operate a business. It has nevertheless also drawn criticism from environmental and social groups
about its effects on the environment and the labour market, including concerns about how environmental
permits would be structured as well as the extent of deregulation affecting working conditions and pay. In
addition to non-governmental organisations and trade unions, some institutional investors called on the
government to support the conservation of forests and peatlands; uphold human rights and customary land
rights of indigenous peoples; hold proper consultations with environmental and civil society groups and
investors on the law and its implementation; and take a long-term approach to recovery from the pandemic.

The government seeks to addresses infrastructure gaps impeding business
environment improvements

Infrastructure gaps remain a major development challenge in Indonesia and rank high on the government’s
agenda. According to the previous medium-term plan (2015-19), infrastructure needs are equivalent to 7%
of GDP each year. Indonesia ranks 72 out of 141 countries in terms of infrastructure development in the
World Economic Forum (WEF)'s Global Competitiveness Report 2019, behind other ASEAN countries
including Singapore (1st), Malaysia (35th) and Thailand (71st) (WEF, 2019). This index reveals large gaps
in various types of infrastructure: road connectivity is very poor (109th) and so is utility infrastructure (89th).
On the other hand, air transport infrastructure performs well (5th in terms of airport connectivity), although
the capacity at the two main airports is fully utilised. Access to electricity is still constrained and gaps also
remain in waste, water, sanitation and sewerage facilities.

The government is aware of the importance of the quality and quantity of infrastructure in fostering inclusive
growth. It set targets in the 2020-24 plan in terms of infrastructure for drinking water, sanitation facilities as
well as infrastructure to support economic development (toll roads, roads, bridges) and to improve
connectivity. In Jakarta, infrastructure improvement actions are being implemented to ease congestion and
reduce pollution, such as the March 2019 inauguration of the first metro line.

Although the government puts both infrastructure development and the improvement of the business
environment high on its agenda, the private sector does not yet play an important role in filling the
infrastructure gap (OECD, 2018a, 2019a). Infrastructure investment relies heavily on public finance, with
the government accounting for 55% of total infrastructure investment in 2015 while the private sector
contribution declined to 9% over 2011-15 (OECD, 2019a).

Additionally, while SOEs operate in almost all sectors of the economy — ranging from manufacturing and
construction to agriculture and finance — they play a particularly important role in infrastructure, notably
transport (OECD, 2018a). Listed SOEs represent almost one-quarter of equity market capitalisation. SOEs
have been hard hit by the pandemic and the National Economic Recovery programme includes new
injections of capital into certain SOEs, including SOEs operating in infrastructure, to prevent them from
defaulting on their debt obligations.

As Indonesia addresses the infrastructure gap, it will also be important to integrate due consideration of
possible negative environmental and social impacts of projects in the risk calculus, and not only remain at
the level of financial risks. Responsible business conduct principles and standards are of particular
relevance in this regard.

Despite a recent reduction of the deforestation rate, pollution and deforestation still
threaten sustainability

As the most populous country and the largest economy in Southeast Asia, Indonesia faces the complex
challenge of improving living conditions for its growing population while addressing environmental
pressures that, if left unchecked, could deter growth and development (OECD, 2019a). Indonesia faces
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serious environmental challenges related to air and water pollution, waste management, climate change,
biodiversity loss and depletion of natural resources, which result from its rapid economic development,
urbanisation and the rising global demand for commodities. While private investment — both domestic and
foreign — can, in some cases, be at the source of pollution problems, especially if conducted without due
diligence, it can also be a significant conduit for the transition to a low-carbon and energy efficient economy.
In this context, it will be important to consider environmental impacts of business operations in the context
of the new Omnibus Law on Job Creation.

Although deforestation has slowed since 2015 in Indonesia, intensive fires in peat lands continue to be
used to clear large tracts of forest, including for the development of oil palm plantations, pulp and paper
industry as well as logging. This has contributed to Indonesia losing forest cover rapidly, declining by 7%
between 2005 and 2015, the second highest forest loss worldwide after Brazil (OECD, 2019a). A
moratorium on new concessions for plantations and logging of primary forests and peatlands has been in
place since 2011, but experts consider that it has not been fully effective (Austin et al., 2017; Busch et al.,
2015). In 2018, the President signed a three-year moratorium on new licences for oil palm plantations.
More recently, the COVID-19 pandemic has been worsening deforestation in Indonesia, as the lockdown
did not allow sufficiently active forest monitoring and management. It is estimated that 1300 square
kilometres of forests were lost in March 2020, an increase by 130% as compared to the average of the
March months in 2017-19 (WWF, 2020).

Indonesia is among the world’s ten largest greenhouse gas emitters and its emissions continue to be on
the rise (OECD, 2019a). The government aims to play an important role in addressing climate change.
Nevertheless, the current five-year plan (2020-24) sets the targets for greenhouse gas emissions: 29%
unconditional reduction and 41% reduction relative to baseline with international support by 2030.
Transport, especially by road, and coal-fired power generation are major drivers of the surge in emissions
(Yudha, 2017). The number of vehicles in use almost tripled over 2005-15 while Jakarta has become the
third-most congested city in the world (OECD 2019a). Rapid deforestation is also exacerbating greenhouse
gas emission, as the land-use sector accounted for about half of the country’s total emissions over the
past decade.

Marine plastic waste has also increased markedly. Indonesia is the second largest contributor to seaborne
plastic pollution and 70% of its coral reefs (18% of the world total) are in moderate (35%) or bad (35%)
condition (OECD, 2019a). Additionally, the high concentration of population and economic activity on the
island of Java (around 56% of the population and 7% of the land area) creates environmental and
infrastructure challenges. Excessive subterranean water extraction in Jakarta is causing land subsidence
and increasing the risk of flooding; traffic jams and urban air pollution are amongst the worst in the world
(OECD, 2019a). This has prompted the government to embark upon the ambitious project to move the
capital city from Jakarta to Kalimantan.

FDI has played an important role in Indonesia but can further contribute to
sustainable development

Besides providing a source for financing, FDI may bring significant advantages to the host country. It can
raise productivity, support integration in global value chains (GVCs), create decent jobs, contribute to the
development of human capital and the diffusion of cleaner technologies, and bring gender-inclusive work
practices. Recognising the specific role played by foreign investment in economic development, the
government of Indonesia has been increasingly seeking to attract FDI to respond to the country’s most
pressing needs in terms of unemployment, regional disparities, infrastructure, human resource
development and economic transformation.
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Indonesia has the potential to be a key FDI destination in ASEAN, but investment climate
reforms will make it more competitive

FDI as a share of GDP in Indonesia has fluctuated over time, reflecting changes in both domestic and
external conditions. Since 2004, FDI as a share of GDP has grown significantly, although it has declined
recently. Being by far the region’s largest economy, Indonesia has historically been a relatively important
FDI destination in ASEAN, however its share in the region’s FDI inflows has fallen in the past few years
(Figure 1.3). Rising global uncertainties have contributed to lower FDI inflows, which are expected to
decline further due to the COVID-19 pandemic and ensuing global economic crisis. Cross-border equity
flows in Indonesia have already dropped significantly during 2020 relative to 2019, as companies have put
some M&A deals and greenfield projects on hold due to rising uncertainty.

Figure 1.3. FDI as a share of GDP and in total ASEAN

Source: OECD elaboration based on UNCTAD and the World Bank.
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The largest share of FDI during 2010-19 went to manufacturing, although the share is declining and
services have received increasing flows (Figure 1.4). The primary sector also attracts a large share of FDI
due to the country’s rich endowment of natural resources. Greenfield FDI projects are prevalent in
manufacturing, while M&A deals are mainly concluded in the primary and services sectors. The bulk of FDI
to Indonesia originates in Singapore and Japan. Investment from Singapore is, however, likely to be
inflated, as foreign enterprises, including from OECD countries, may choose to invest through their
Singapore affiliates.

FDI contributes to sustainable development but its impact can be enhanced

The first OECD Investment Policy Review of Indonesia released in 2010 showed that FDI played a major
role in raising employment and productivity and in generating exports in Indonesia prior to the global
financial crisis. FDI could thus make an important contribution to a sustainable and inclusive recovery of
Indonesia in the aftermath of the COVID-19 pandemic and resulting social and economic crisis. Long term
development priorities to build a more resilient and sustainable economy include boosting productivity and
innovation; strengthening skills; creating more and better jobs; enhancing gender parity; and the transition
to a low-carbon and energy efficient economy.

This second OECD Investment Policy Review of Indonesia finds that foreign firms directly contribute to
several sustainable development objectives of Indonesia. They are more productive, have higher
employment ratios, and pay higher wages than Indonesian firms. They also export a higher share of their
production and generate important multiplier effects on the domestic economy.

While foreign firms usually participate in GVCs, Indonesia is less integrated in GVCs than other countries
in the region. It has a lower export orientation and a lower share of foreign value added in gross exports,
and foreign firms contribute less to domestic value added relative to other countries. Its level of GVC
participation is nevertheless similar to that of other economies with large domestic markets, such as India,
China and the United States, or rich in natural resources like Australia. Additionally, foreign firms in
Indonesia contribute less to gross exports and imports in comparison with other countries in the region
(Figure 1.5). This is due to fact that Indonesia attracts a large share of resource-based and market-seeking,
as opposed to export-oriented, FDI.

Figure 1.5. Foreign firms in Indonesia contribute less to international trade
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FDI supports productivity gains within the economy. It is concentrated in sectors that are relatively more
productive, namely mining, energy, transport services and chemicals. Across most sectors, foreign firms
are more productive and are more likely to invest in research and innovation (R&D) or to introduce a new
product or process innovation relative to their domestic peers (Figure 1.6). While this confirms the direct
contribution of FDI to sustainable development, it also points to gaps in domestic capabilities, which reduce
the chances for technology transfer from foreign to domestic firms and positive productivity spillovers. On
the other hand, business linkages between foreign and domestic firms are significant. Although the large
extent of linkages observed in Indonesia is partly explained by local content requirements in a variety of
sectors, including mining, transport equipment and electronics, this could suggest that the potential for
productivity spillovers is high.

Figure 1.6. Foreign manufactures are more innovative across most sectors in Indonesia

Are foreign manufacturers more likely to invest in R&D or to introduce a product/process innovation than their
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FDI influences different labour market outcomes in opposite ways. FDI is concentrated in sectors with
relatively higher wages (mining, energy, transport services), but with lower levels of female participation.
In most sectors, foreign firms pay higher salaries than domestic firms (Figure 1.7). They are also more
gender-inclusive, as they employ a larger share of female workers and are more likely to be run or owned
by women. Foreign and domestic firms employ comparable levels of skilled labour and report similar
difficulties in hiring qualified labour.
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Figure 1.7. Foreign firms pay higher wages than domestic firms
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FDI also contributes to Indonesia’s environmental targets in contrasting ways. Foreign investors tend to
locate in sectors that are more polluting in terms of CO2 emissions, but they are more energy-efficient than
domestic firms (Figure 1.8). While the share of FDI in renewable energy is still comparatively low, inflows
in clean energy infrastructure are increasing rapidly.

Figure 1.8. Foreign firms are more energy efficient than domestic firms
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Note: See Chapter 2 for a description of the methodology and data. Energy efficiency: sales over electricity and fuel cost.
Source: OECD based on World Bank Enterprise Surveys.
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Key findings and recommendations to improve Indonesia’s investment climate

Considerable and steady economic and social progress has been achieved in recent years. This has laid
the foundation for further steps to foster investment climate reforms in support of Indonesia’s ambitious
national development targets and to achieve a resilient economic recovery from the COVID-19 pandemic.
But these policies have yet to demonstrate the intention to establish a clear role for FDI in Indonesia’s
economic, social and environmental development ambitions, and make it an attractive destination for
investors in the aftermath of the pandemic. This is a similar story when it comes to private sector
contributions to the sustainable development goals.

Divergent forces are trying to influence the policy choices. On the one hand, there is a desire to protect
the local economy from foreign investment, on the other a willingness to undertake deep reforms to further
benefit from FDI. Resource nationalism is still prevalent in public opinion, and SOEs continue playing an
important role in economic development.® Government efforts on transparency, the rule of law and the
quality of institutions have been notable, but they have not been sufficiently consistent to improve investors’
confidence and ensure responsible business practices by both foreign and domestic companies. Roles
and responsibilities across ministries on investment issues tend to be unclear and sometimes lack co-
ordination. The decentralisation dimension makes it even more challenging to conduct consistent and
efficient investment policymaking, as well as to address the environmental and social impacts of business
operations.

Based on an updated version of the Policy Framework for Investment, this second OECD Investment
Policy Review of Indonesia identifies several potential areas for reform to build a sound and transparent
investment environment to support a resilient recovery from the COVID-19 pandemic. The section that
follows summarises the findings and assessments from each of the subsequent policy chapters of this
Review. The numerous policy options mix concrete measures that can be implemented relatively quickly and
more aspirational recommendations, which will require more fundamental changes in the way the
government goes about its business. Some measures can only be implemented over a long time horizon,
while the government is already considering others. The aim is to provide a list of policy options for the
Indonesian government to consider as it reforms it investment climate.

Indonesia’s approach towards FDI needs to be more open

Indonesia has a number of attributes that makes it a naturally coveted destination for FDI: the largest
consumer market of Southeast Asia in one of the world’s fastest-growing regions, abundant natural
resources and a large and relatively young workforce. Yet, it has never really taken off as a leading location
for FDI, especially considering the increasing importance of Southeast Asia as a global investment
destination. Foreign investors have been somewhat timorous of Indonesia’s complex business
environment, not least because of remaining FDI restrictions and entry conditions. The recent Sino-US
trade tensions, which led to the relocation of some export-oriented investments out of China, once again
drew attention to Indonesia’s challenges in attracting FDI although more recently some factories have
announced plans to relocate production to Indonesia (JETRO, 2020; Nomura, 2019; Jakarta Post, 2020a,
2020b). The situation prompted a strong reaction from President Joko Widodo, who called out members
of his cabinet for the country’s failure to capture a ‘fair share’ of such relocations (Jakarta Globe, 2019;
Katadata, 2019).°

Increasing foreign investments and improving the ease of doing business became a key priority for the
current administration, which enacted in October 2020 the Omnibus Law on Job Creation aimed at
streamlining and repealing dozens of overlapping regulations considered to be hampering investments
and job creation. The law was passed despite strong opposition by labour unions, regional administrations
and civil society, who expressed concerns over the law’s amendments to the 2003 Labour Law, the
recentralisation of administrative power in the hands of the executive and the lack of public hearings among
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other things — seeks to lift restrictions and conditions placed on FDI, centralise and streamline business
licensing and land acquisition procedures, including by adopting a risk-based approach to business
licensing and making it a more transparent and fully online process, and significantly reform Indonesia’s
labour market. Implementing such an ‘all-in-one’ law reform package will be a challenge, and possibly not
all of its content is truly desired (see also Chapter 5) despite the compelling arguments for revising the
current FDI regulatory regime once the pandemic is controlled.

Over time, Indonesia has significantly liberalised its foreign investment regime, although it is still one of the
most restrictive countries to FDI as measured by the OECD FDI Regulatory Restrictiveness Index, with
many primary and services sectors still partly off limits to foreign investors (e.g. agriculture, fisheries, oil &
gas, power, construction, hospitality, distribution, transport, telecommunications insurance and other
financial services). Beyond extensive sector-specific foreign equity restrictions, it maintains a range of
discriminatory policies that apply across the board, such as higher minimum capital requirements for
foreign-invested companies, stringent conditions on the employment of foreigners in key management
positions, limitations on branching and access to land by foreign legal entities and preferential treatment
accorded to Indonesian-owned entities in public procurement. Indonesia also makes extensive use of local
content requirements, which add to the hurdles of carrying out foreign investments in Indonesia. It remains
to be seen how the recently enacted Omnibus Law on Job Creation will change the situation.

In addition to diverting potential FDI away from Indonesia and depriving the country of a relatively more
stable source of capital and foreign exchange for financing a structural current account deficit than is
provided by portfolio investments, these restrictions contribute to holding back potential economy-wide
productivity gains (OECD, 2018c; Duggan et al., 2013; Rouzet and Spinelli, 2016). As can be seen in
Chapter 3, manufacturing industries in Indonesia are among the most affected worldwide by restrictions to
FDI in services sectors. By limiting competition and contestability, notably in services sectors, they prevent
access to world class services inputs by downstream industries and consumers. In the modern context of
intensified regional and GVCs, FDI policies can no longer treat services and manufacturing separately.

Beyond these more fundamental reasons, tapping into a larger pool of FDI than previously the case might
be ever more critical for the economic recovery following the pandemic, which is projected to significantly
weaken Indonesia’s real GDP growth (see Figure 1.1). Typically larger and more geographically diversified
and productive, foreign-owned firms are overall more resilient to crisis. Therefore, they could potentially be
an asset to reignite recovery earlier or faster. In addition, at a time of record-high portfolio capital outflows
from emerging markets, FDI could help to ease any possible financing pressure on Indonesia’s current
account deficit, which is projected to widen once again on the back of sluggish tourism exports and
commodity markets.

A comprehensive overhaul of Indonesia’s FDI regime may not be easy to achieve, but only a bold and
comprehensive reform package would allow Indonesia to significantly reduce barriers to FDI and increase
its relative attractiveness as an investment destination. Out of six hypothetical FDI reform scenarios
simulated using the OECD FDI/ Regulatory Restrictiveness Index, only the elimination of all sector-specific
foreign shareholding restrictions, all other restrictions held constant, could bring Indonesia significantly
closer to OECD levels of openness. The impact of substantial FDI liberalisation can be sizeable (Mistura
and Roulet, 2019). Indonesia’s inward FDI stocks, for instance, could be 25% to 85% higher if it were to
reduce the level of FDI restrictiveness to the 50t and 25" percentile levels of the OECD FDI Regulatory
Restrictiveness Index, all else held equal. Stringent barriers to FDI also imply that reforms which ease the
costs of doing business may not bring about the intended benefits.

While revisiting the FDI regime is certainly warranted, the Omnibus Law on Job Creation should also
ensure that past achievements are preserved. The transparency of Indonesia’s policy framework for
investment improved with the adoption, pursuant to the 2007 Law on Investment, of a ‘negative list’
approach for listing sectors that remained closed or open with certain conditions to foreign or domestic
investors. A shift to a ‘positive list’, as it has sometimes been reported by the media, would represent a
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setback to transparency and on-going and future efforts of maintaining an open business environment if
technically implemented. The authorities, however, have confirmed during this review that the ‘negative
list” approach will continue to be used for the regulation of market access. Improvements could thus be
considered on the institutional setting and procedures for its formulation. Greater transparency and
technical support, as well as a more inclusive consultation and institutional setting could help to broaden
the information-base supporting discussions and deliberations in this regard.

The current global economic downturn might perhaps work in favour of pushing reforms forward. The pace
of Indonesia’s FDI reforms has historically been largely shaped by crises. If it were not for the current
unique situation, past perspectives about FDI liberalisation reforms would be comforting in suggesting a
pick-up in FDI activity. But this time, even holding on to existing FDI may prove difficult given the expected
negative impact of the pandemic on global FDI activity (see Chapter 2). ASEAN as region is likely to remain
well positioned to compete for investments, which could also benefit Indonesia. Without reforms, however,
Indonesia remains at a relative disadvantage and the chances of attracting needed FDI in the aftermath of
the pandemic may be slim.

Main policy recommendations

e In view of Indonesia’s ample list of activities restricted to foreign investment: undertake a
comprehensive regulatory impact assessment of existing restrictions on FDI, including
assessments of potential alternative, non-discriminatory policies where relevant, and subject the
assessment to ample stakeholder scrutiny to identify priority areas for reform and inform
policymaking in the context of the omnibus reform on job creation and further implementing
regulations.

e In advancing FDI reforms, consider prioritising further liberalisation of FDI in services sectors due
to their economy-wide productivity implications. In the current context of GVCs and the intensified
‘servicification’ of manufacturing activities, restrictions on FDI in service sectors end up
discriminating against domestic manufacturing producers and consumers, who may have to pay
relatively higher prices for quality-adjusted services inputs. Accompanying reforms to behind-the-
border services regulations should go hand in hand with FDI liberalisation for these to fully bring
about their potential benefits.

e Eliminate discriminatory requirements against foreign direct investors in horizontal regulations to
support enhanced competitiveness and efficiency and ensure a level playing field for all investors
in Indonesia. In this respect:

o Align the general minimum capital requirement for foreign-invested companies with capital
requirements for domestic investors. The current discriminatory minimum capital policy is
particularly stringent for investors in less-capital intensive activities. Worldwide, where
minimum capital requirements still exist, they are rarely discriminatory — in 2012 only eight
countries out of 98 assessed in the World Bank’s Investing Across Borders imposed a
discriminatory minimum capital requirement — and typically much lower than what is required
from foreign investors in Indonesia (about 17 times lower for the average OECD economy).
This is the case even across economies with a level of income per capita much greater than
that of Indonesia.

o Promote a more level playing field in public procurement for foreign direct investors by
eliminating preferential treatment accorded to Indonesian-owned entities, notably in the
procurement of services. According preferential treatment to resident enterprises in public
procurement is relatively common, but discriminating against foreign-owned firms established
in the procuring jurisdiction is rather exceptional. As for other discriminatory measures, these
might hinder competition and contestability in the affected markets and may drive up costs of
goods and services procured by the government.
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o

Reconsider the use of local content requirements for developing local industries and supporting
domestic investors. Stringent local content requirements in some sectors add to the hurdles of
carrying out foreign investments in Indonesia. By establishing hard to achieve local
requirements, it may restrain competition and potential short-term gains in targeted industries
and can act as a drain on the rest of the economy. In pursuing such objectives, horizontal
policies addressing deficiencies of the business and regulatory environment, trade and
investment barriers, innovation policy, and infrastructure development, can offer an alternative
to local content policies and have less negative economy-wide effects on output, exports and
jobs.

Preserve and improve Indonesia’s current ‘negative list’ approach to regulating market access and
treatment accorded to foreign investment in the on-going Omnibus law reform. Such an approach
provides greater clarity and security for investors than the alternative ‘positive list’ approach
sometimes mentioned in the context of the on-going reform. Investors have at times expressed
discontent with the pace of liberalisation in past years and questioned the capacity of the ‘negative
list’ revision process to encourage liberalisation, but this would likely be more challenging under
the alternative ‘positive list' proposal. Improvements could be considered, instead, on the
institutional setting and procedures for the regular revision of such a ‘negative list’. In these
respects:

o

Continue to allow foreign investment without discrimination unless designated as restricted in
a separate ‘negative list’ indicating a complete list (without carve-outs and exceptions) of
activities closed to private investment (foreign or domestic), activities closed only to foreign
investors, and activities where foreign investment is permitted under discriminatory conditions.
Such a list should be clear and concise, describing any imposed condition with clarity and
specifying where appropriate the relevant underlying provisions in national laws and
regulations. Explicit reference to an international standard industry classification (on top of
Indonesia’s standard industrial code (KBLI) as currently the case) for accurate documentation
of closed or restricted activities is also recommended. As currently the case, it should continue
to be placed in an executive-level order for ease of amendments over time. It should also be
immediately updated whenever any relevant underlying legislation is introduced or modified to
make sure every new or modified restriction and condition is not enforceable until appropriately
reflected in the ‘negative list'.

Strengthen the process for assessing and revising the ‘negative list’ on a regular basis including
by consulting more amply and systematically with relevant stakeholders, relying more on
technical assessments by independent qualified institutions and publicising relevant
documents supporting deliberations. A broader involvement of relevant stakeholders, as well
as more transparency and technical inputs to the formulation of the ‘negative list’ would help to
broaden the information-base supporting discussions and deliberations and facilitate dialogue
with interested stakeholders, ultimately contributing to improved policy-making.

Indonesia’s investment protection and dispute resolution have improved but need
further reforms to build investor confidence

Rules that create restrictions on establishing and operating a business in Indonesia are an important part
of the broader legal framework affecting investors. Protections for property rights, contractual rights and
other legal guarantees, as well as efficient enforcement and dispute resolution mechanisms, are equally
important elements.

Indonesian law provides a number of core protections to investors relating to non-discrimination,
expropriation and free transfer of funds. Most of them are found in the Investment Law (Law 25/2007) and
have not changed significantly in recent years. These protections are generally in line with similar
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provisions found in other regional investment laws and provide clear rights that should instil investor
confidence to the extent that enforcement mechanisms are also seen to be robust. Some incremental
improvements may be possible to bring these provisions closer in line with international good practices,
including further specification of the provisions on expropriation.

Clarifications may also improve the existing legal frameworks to protect investors’ intellectual property and
land tenure rights, which are comprehensive in many respects. The government has not made significant
updates to land laws in Indonesia in several decades. While foreigners are now able to own land, these
rights are relatively limited and interactions between formal land laws and customary land rights remain
complex and subject to interpretation. Initiatives to accelerate land registration and the use of electronic
databases for land administration have yielded promising initial results but sustained momentum is needed
for these changes to be durable in the long term. Investors also report some issues with the legal
framework for intellectual property rights, notably with respect to restrictive patentability criteria, but in the
main these laws are well-developed, have been periodically improved through amendments and comply
with international standards in five core areas: trademarks, patents, industrial designs, copyrights and trade
secrets. Some problems nonetheless persist in practice. Online piracy and counterfeiting are widespread,
and efforts to implement and enforce laws is poor or inconsistent in several areas. The government is
pursuing a range of different initiatives that seek to address these well-known shortcomings.

In terms of dispute resolution, the Indonesian courts have a reasonable record concerning the rule of law
and contract enforcement when compared to similar economies. Despite important reforms to establish an
independent judiciary and improve court services, however, some stakeholders still cite concerns with the
lack of transparent and fair treatment in the Indonesian court system. The effectiveness of the courts is
hampered by some long-standing negative perceptions. For these reasons, many firms prefer to use
alternative dispute resolution rather than litigation to settle their disputes. Law 30/1999 on Arbitration and
Alternative Dispute Resolution provides a solid framework to support arbitration in Indonesia and works
reasonably well in practice. The government is not considering any major reform proposals in this area but
it may wish to investigate amending some provisions of the law to improve legal certainty.

Other areas attracting attention from the top levels of government are data protection and cybersecurity,
the fight against corruption and public sector reforms. The government has taken significant strides
towards making cybersecurity a national policy priority. It established a national cybersecurity agency
in 2017 and stepped up its international engagement on these issues, but there is still no overarching
regulatory framework in Indonesia for cybersecurity or data protection. Fighting corruption in all levels of
society has also been a top priority for many years. KPK has played a major role in building public
awareness and trust through impressive results, including conviction of high-ranking government officials.
A wide range of public sector reforms introduced in recent years to improve transparency, reduce
bureaucracy, and encourage public engagement in the policy cycle are also contributing to strengthening
public integrity. The causes of corruption are deep-rooted, however, and may only be overcome in the long
term, which the government recognises and seeks to address.

The government has also substantially revised its investment treaty policies in recent years. Indonesia’s
investment treaties grant protections to certain foreign investors in addition to and independently from
protections available under domestic law to all investors. Domestic investors are generally not covered by
these treaties. Indonesia is a party to 37 investment treaties in force today. Like investment treaties signed
by many other countries, these treaties typically protect investments made by treaty-covered investors
against expropriation and discrimination. Provisions requiring “fair and equitable treatment” (FET) are also
common, providing a floor below which government behaviour should not fall. While there are some
significant recent exceptions, investment treaties often enforce these provisions through access to
investor-state dispute settlement (ISDS) mechanisms that allow covered investors access to impartial
international arbitration that awards monetary damages in an effort to depoliticise such disputes.
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Investment protection provided under investment treaties can play an important role in fostering a healthy
regulatory climate for investment. Expropriation or discrimination by governments does occur. Investors
need some assurance that any dispute with the government will be dealt with fairly and swiftly, particularly
in countries where investors have concerns about the reliability and independence of domestic courts.
Government acceptance of legitimate constraints on policies can provide investors with greater certainty
and predictability, lowering unwarranted risk and the cost of capital. Investment treaties are also frequently
promoted as a method of attracting FDI which is an important goal for many governments. Despite many
studies, however, it has been difficult to establish strong evidence of impact in this regard (Pohl, 2018).
Some studies suggest that treaties or instruments that reduce barriers and restrictions to foreign
investments have more impact on FDI flows than bilateral investment treaties (BITs) focused only on post-
establishment protection (Mistura et al., 2019). These assumptions continue to be investigated by a
growing strand of empirical literature on the purposes of investment treaties and how well they are being
achieved.

The government’s comprehensive review of its investment treaties in 2014-16 led to the termination of at
least 23 of its older investment treaties. But like many other countries, Indonesia still has a significant
number of older investment treaties in force with vague investment protections that may create unintended
consequences. Many countries, including Indonesia, have substantially revised their investment treaty
policies in recent years in response to these concerns as well as increased public questioning about the
appropriate balance between investment protection and sovereign rights to regulate in the public interest
and the costs and outcomes of ISDS. The government is well aware of these ongoing challenges. It is
taking a leading role in multilateral discussions on ISDS reform in UNCITRAL’'s Working Group Ill and
updating its model investment treaty in light of recent treaty practices. Experiences with the COVID-19
pandemic may further shape how the government views key treaty provisions or interpretations and how
it assesses the appropriate balance in investment treaties.

Notwithstanding the potential benefits of having signed international investment agreements, they should
not be considered as a substitute for long-term improvements in the domestic business environment. Any
active approach to international treaty making should be accompanied by measures to improve the
capacity, efficiency and independence of the domestic court system, the quality of a country’s legal
framework, and the strength of national institutions responsible for implementing and enforcing such
legislation.

Main policy recommendations for the domestic legal framework

e Amend Article 7 of the Investment Law to provide further specification on investor rights to
protection from unlawful expropriation and the government’s right to regulate. Issues for possible
clarification include whether investors are protected from indirect expropriation, exceptions to
protect the government’s right to regulate in the public interest, and the valuation methodology for
determining market value of expropriated property. This is not necessarily urgent but the
government may wish to identify an appropriate opportunity to propose incremental improvements
to this and other aspects of the Investment Law.

e Consider updating and modernising existing land laws. Land policy is one of the few areas affecting
investors where the government has not enacted significant new legislation in recent decades. The
existing system for land tenure is based primarily on legislation enacted in 1960. New laws could
clarify existing categories of land tenure rights and reduce conflicts between customary and formal
laws. Efficient land administration services go hand-in-hand with clear legal rights. The government
should also allocate sufficient funds, institutional capacity and political backing to consolidate on
early successes for ongoing initiatives to achieve universal land registration, improve the quality of
land data and expand digital solutions and online accessibility for land administration.
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e Continue to prioritise efforts to improve the regime for intellectual property (IP) rights, especially
enforcement measures. Investors continue to report concerns with widespread online piracy and
counterfeiting, long-standing market access issues for IP intensive sectors, high numbers of bad
faith reqistrations of foreign trademarks by local companies and restrictive patentability criteria that
make effective patent protection particularly challenging. The government is well aware of these
concerns and is designing initiatives to address them. Improvements in implementation and IP
enforcement measures will help to build overall investor confidence in this area.

e Rethink existing approaches to reforming the court system. The government and the Supreme
Court have taken significant strides towards ensuring judicial independence, creating specialised
courts and judges, establishing a system for legal aid and expanding e-court services. Bold thinking
may be required to dismantle certain negative perceptions regarding the effectiveness of the courts
and revitalise the core institutions. The government may wish to consider commissioning a
thorough review of the existing civil procedure rules, redesigning the system for judicial
appointments to ensure integrity and encouraging the Supreme Court to propose, in consultation
with civil society organisations and other stakeholders, more wide-ranging initiatives to promote
transparency and greater public scrutiny of court functions.

e Evaluate potential amendments to Law 30/1999 on Arbitration and Alternative Dispute Resolution.
It may be prudent for the government to take stock of court decisions and user experiences under
the law over the past two decades to assess the merits of potential amendments to improve legal
certainty, user experiences and the attractiveness of arbitration in Indonesia. Areas for possible
legislative clarification include the scope of the law vis-a-vis international arbitrations conducted in
Indonesia, whether contract disputes involving claims based on tort or fraud are arbitrable and the
public policy ground for refusing enforcement of an arbitral award under Article 66 of the law.

e Maintain data protection and cybersecurity as a national policy priority. Comprehensive laws that
draw on international good practices need to be enacted and effectively implemented in these
areas. As with all legislation, the government should consult widely on the existing drafts of these
laws and encourage input from business and civil society organisations. The government should
also account for considerable, additional work once laws are in place to raise awareness among
the private sector and other users, and nurture effective mechanisms to deal with security and data
breaches.

e Sustain momentum for building a culture of integrity in the public sector and throughout all levels
of society. Among other initiatives, the KPK has made significant inroads into concerns regarding
corruption through some impressive results, which have transformed it into an important symbol of
the government’s commitment to fighting corruption. The government should continue to allocate
sufficient resources to the KPK and other anti-corruption institutions and vigorously defend their
independence.

Main policy recommendations for investment treaty policy

e Continue to reassess and update priorities with respect to investment treaty policy. An important
issue for period reassessment is how the government evaluates the appropriate balance between
investor protections and the government’s right to regulate, and how to achieve that balance in
practice. Indonesia’s model BIT, which the government is currently updating, should reflect the
government’s current assessment of the appropriate balance and inform negotiations for new
investment treaties. It is more difficult for governments to update their existing treaties to reflect
current priorities. Depending on whether the parties wish to clarify original intent or revise a
provision, it may be possible to clarify language through joint interpretations agreed with treaty
partners. If revisions, rather than clarifications of original intent are desired, then treaty
amendments may be required. Replacement of older investment treaties by consent may also be
appropriate in some cases.
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e Continue to participate actively in inter-governmental discussions on investment treaty reforms at
the OECD and at UNCITRAL. Many governments, including major capital exporters, have
substantially revised their policies in recent years to protect policy space or to ensure that their
investment treaties create desirable incentives. Consideration of reforms and policy discussions
on frequently-invoked provisions such as FET are of particular importance in current investment
treaty policy. Emerging issues such as the possible role for trade and investment treaties in
fostering responsible business conduct as well as ongoing discussions about treaties and
sustainable development also merit close attention and consideration.

e Conduct a gap analysis between Indonesia’s domestic laws and its obligations under investment
treaties with respect to investment protections. There are differences between the Investment Law
and Indonesia’s investment treaties in some areas. ldentifying these differences and assessing
their potential impact may allow policymakers to ensure that Indonesia’s investment treaties are
consistent with domestic priorities.

e Continue to develop ISDS dispute prevention and case management tools. Whatever approach
the government adopts towards international investment agreements, complementary measures
can help to ensure that treaties are consistent with domestic priorities and reduce the risk of
disputes leading to international arbitration. The government should continue to participate actively
in the work of UNCITRAL’s Working Group lll, the OECD and other multilateral fora on these topics.
It may also wish to consider ways to promote awareness-raising and inter-ministerial co-operation
regarding the government’s investment treaty policy and the significance of investment treaty
obligations for the day-to-day functions of line agencies. Developing written guidance manuals or
handbooks for line agencies on these topics could encourage continuity of institutional knowledge
as personnel changes occur over time.

Embracing promotion of responsible business conduct can lead to far-reaching and
strategic successes in attracting FDI and promoting a more sound and sustainable
investment climate

Promoting and enabling responsible business conduct (RBC) is of central interest to policy-makers wishing
to attract and keep investment and ensure that business activity contributes to broader value creation and
sustainable development. RBC expectations are prevalent throughout global value chains and refer to the
expectation that all businesses —regardless of their legal status, size, ownership structure or sector — avoid
and address negative consequences of their operations, while contributing to sustainable development
where they operate. RBC is an entry point for any company that wishes to contribute to the Sustainable
Development Goals (SDGs) or to achieve specific economic and sustainability outcomes.

The COVID-19 crisis has exposed significant vulnerabilities in company operations in global value chains,
including as related to disaster preparedness and supply chain continuity and resilience. Evidence has
already shown that companies that are responsible have been better able to respond. An RBC lens can
help them make more balanced decisions, while ensuring that further risks to people, planet and society
are not created or contribute to further destabilising supply chains down the line.

Indonesia has historically promoted corporate social responsibility (CSR) and was one of the first countries
to integrate CSR and corporate philanthropy within the legal framework during the previous decade.
Recent efforts have looked to expand more toward RBC, notably in sustainable finance and business and
human rights. A notable effort has also been Indonesia’s ambition to introduce transparency of beneficial
ownership information. RBC-related activities in Indonesia have also been undertaken by the private sector
and civil society.

These activities are positive and should be encouraged; however, a more strategic and coherent approach
to promoting implementation of RBC across sectors by the government may be warranted, particularly in
light of the heavy social impact COVID-19 has had on Indonesia’s manufacturing sector and the high
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environmental costs that growth so far has brought. International RBC standards, which address
responsibility throughout the whole supply chain, can provide a useful framework for finding solutions to
mitigate the worst impacts of COVID-19 in the short term and to help stakeholders avoid making harmful
unilateral decisions. In the medium- and long-term, benchmarking sustainability efforts with international
RBC standards can lead to more clarity in the market and promote trade and investment.

The Review suggests a bold policy direction where RBC can help ensure ongoing industrial strategies are
stronger and fit-for-purpose for today’s global economy; reframe the conversation around existing business
operations in sectors where risks are high; help re-orient the financial sector toward sustainable finance;
give a signal to the market by directing SOEs on RBC and ensuring future growth does not exacerbate
existing challenges; lead by example in key structural sectors like infrastructure; and fighting corruption
and promoting integrity.

Main policy recommendations on responsible business conduct

e Promote RBC and communicate clearly to businesses and investors government expectations on
RBC in the context of the main national policies such as the 2015-2035 Master Plan of National
Industrial Development and the efforts to promote the SDGs (in particular the follow up efforts to
the 2019 Voluntary National Review and actions by the National Coordination Team for SDGs
Implementation).

e Promote broad dissemination and implementation of the practical RBC tools and instruments, such
as the OECD due diligence guidances which were designed to support businesses. Support and
facilitate collaborative industry and stakeholder initiatives on RBC.

¢ Integrate explicit references to and expectations on RBC due diligence in Making Indonesia 4.0
strategy (including as related to the implementation of sectoral objectives) and promote industry
alignment with global practice through the cross-sectoral national initiative to improve sustainability
standards.

e Ensure that the implementing regulations for the Omnibus Law on Job Creation include due
consideration of environmental and social impacts of business operations and that streamlining of
administrative procedures does not come at the expense of labour and environmental protection
and an inclusive and sustainable development pathway. Consider making RBC due diligence a
standard operating procedure in this context. Broad consultations with a wide range of stakeholders
and at national and regional levels, including trade unions, civil society, affected stakeholders, and
academia in addition to the business community, should be early, systemic, meaningful, and
transparent.

e Prioritise action on RBC in key sectors, notably agriculture, mining and garment and footwear
sectors. Consider undertaking an alignment assessment of the Indonesian Sustainable Palm Qil
standard with the OECD-FAQO Guidance for Responsible Agricultural Supply Chains.

e Accelerate efforts to promote environmental, social and governance (ESG) and RBC in the
financial sector in line with international standards. Assess in particular the extent of barriers for
integrating these factors in the market, notably when it comes to long-termism and quality of
reporting and rating frameworks.

e Pursue the development of the National Action Plan on Business and Human Rights in line with
international best practice and with inter-ministerial involvement and consultation. Ensure that the
scope of the plan is broad enough to capture the most relevant RBC-related issues. Ensure that
the process supports a wide consultation with stakeholders.

e Direct SOEs to establish and undertake RBC due diligence, publicly disclose these expectations
and establish mechanisms for follow-up.
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e Lead by example and ensure integration of RBC in the high-profile Indo-Pacific Infrastructure and
Connectivity strategic objectives. RBC due diligence should be a baseline and entry point for
businesses wishing to participate in these efforts.

e Strengthen implementation of the UN Convention against Corruption and closer alignment with the
OECD Convention on combating Bribery of Foreign Public Officials in International Business
Transactions by criminalising bribery of foreign public officials and enacting corporate liability for
corruption offences.

Investment promotion and facilitation measures are a key component of Indonesia’s
recovery from the COVID-19 crisis and need to be scaled up

Investment promotion and facilitation policies, including well-designed tax incentives for investment, can
contribute to the competitiveness of a country by attracting quality and innovative investors and by making
it easier for businesses to establish or expand their operations. Such initiatives are particularly important
to respond to the crisis provoked by the COVID-19 pandemic, which poses significant challenges to public
authorities. The economic contraction, drop of FDI, pressure on public budgets and the need to deliver on
sustainable development goals are just some areas that will have an impact on institutions in charge of
promoting and facilitating investment in Indonesia. Investment promotion and facilitation measures can not
only support a sustainable recovery by creating an attractive economy, but also by helping ensure that
foreign investments support national development objectives and generate positive spillovers through the
development of less developed areas, linkages with local companies and skills transfer. It is important,
however, that investment tax incentives are used cautiously due to increased pressure on public budgets.
Investment promotion and facilitation efforts should also complement — and not replace — measures to
ensure a sound investment policy framework.

Within Indonesia’s institutional framework governing investment, the Indonesian Investment Coordinating
Board or BKPM (for Badan Koordinasi Penanaman Modal), is the government’s implementing arm on
investment promotion, facilitation and regulation. BKPM is a large organisation with a large number of
official mandates, more than in many other investment promotion agencies (IPAs) around the world. Its
regulatory and policy-oriented characteristics have been dominating the agency’s mind-set and strategic
orientations over the past decades, and have been instrumental in increasingly establishing a business-
friendly environment in Indonesia, including for FDI.

BKPM aims to play a co-ordinating role within a multifaceted and fragmented institutional landscape, where
multiple public entities have a say on investment policies or on their implementation. These different roles
and tasks across government actors can sometimes be complementary but can also overlap or be
inconsistent with each other. This complexity at the central level is amplified by the important role played
by local governments in investment promotion and facilitation.

Improving the business environment has been a top priority of the President since he took office in 2014
and which was then further emphasised at the beginning of his second term. Recognising that high
administrative costs reduce productivity and are an avenue for corruption and informality, the government
initiated business licensing and investment facilitation reforms aiming at improving transparency,
streamlining licences and creating mechanisms to ease the business creation process. One of these recent
reforms is the OSS, an online business licensing system, which is meant to make the licensing process
more efficient and more transparent.

In practice, however, investors have still been relying on too many procedures and requirements that
cannot be processed by the OSS and that has hampered the efficiency of the system. Additionally, the
OSS, by replacing a system that was put in place only a few years earlier and still well-established in
certain cities and districts, is not without implementation problems and local resistance. The government
is thus seeking to standardise further the licensing process by providing increased authority to BKPM. In
parallel, it has prepared two omnibus laws — one on job creation and one on taxation — which are seeking
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to modernise the regulatory framework. The Omnibus Law on Job Creation, enacted on 5 October 2020,
seeks to ease and harmonise the business licensing process by amending laws related to a wide array of
economic sectors and limiting the role of local authorities. Its effective implementation remains nonetheless
to be seen. In the future, the government may consider adopting the reverse sequencing of reforms:
starting with assessing the regulatory stock and burden for businesses, then cutting unnecessary licences
and administrative requirements, and finishing by implementing a top-notch online mechanism to start a
business.

These reforms are taking place in an environment where stakeholder consultations are vital. While BKPM
takes its role as an intermediary between the government and the private sector very seriously and
organises business consultations on a regular basis, a key challenge lies precisely in reconciling
sometimes conflicting views on investment-related matters across different market participants.

In terms of FDI attraction goals, the government has progressively taken a more proactive stance on
investment promotion over the past years, but remains relatively less advanced than some of its peers.
Led by BKPM, the government has collegially developed a strategy with priority sectors based on some
well-defined criteria, but the focus remains too wide for BKPM'’s investment generation activities to be
impactful and measurable. A large part of the agency’s efforts are still dedicated to image building, while
more specific targeting and attraction activities would be necessary, as is the case in more modern fully-
fledged IPAs that are seeking to achieve similar goals. As the pipeline of new FDI projects is likely to drop
due to the pandemic, an effective prioritisation strategy for investment promotion is an important success
factor in the government’s recovery efforts.

Tax reform is another pillar of Indonesia’s strategy to enhance the investment climate and to promote the
country as an attractive investment destination. In recent years, significant changes have been introduced
through the gradual review and expansion of Indonesia’s tax incentives. Broader tax reforms are also
planned under the Omnibus Law on Taxation. The policy response to the COVID-19 economic crisis
accelerated some reforms planned under the law to provide tax relief to affected businesses.

Indonesia’s tax incentives are among the most generous in the region. Tax incentives’ potential to attract
investment, create jobs, acquire knowledge, skills and technology, and boost economic growth must be
weighed against the resulting costs in terms of tax complexity, neutrality and revenue forgone. In Indonesia,
tax incentives for investment continue to be at the core of the strategy to improve the business
environment, but substantial changes have been introduced since 2018 in their design and in the targeted
activities.

New cost-based incentives were introduced to promote labour-intensive sectors and activities with socio-
economic spillovers, such as R&D and vocational training, which has been a positive development. At the
same time, previously existing incentives were also expanded to include new priority sectors under both
the tax holiday and investment allowance schemes. The successive expansion of prioritised sectors (under
the so-called pioneer and certain industries policies) make the intended policy objective less clear,
however. For example, the 30% investment allowance was expanded to additional sectors and all new
investment projects (rather than limited to newly registered firms), which creates unequal competition
among firms that are granted incentives and those that are not.

The wider tax incentive scheme continues to be complex due to multiple — in some cases, overlapping —
incentives and the density of the current legal framework. Tax incentives in Indonesia are introduced
through multiple legal instruments, including laws and regulations. They can be modified by further
regulations — for example, introducing additional requirements — that amend prior ones, which makes it
difficult for investors to have a full overview of how incentives apply. While relevant regulations are
available online, official English translations are not always available, which can create additional
uncertainty. Significant efforts have nevertheless been made to increase transparency and communicate
incentives more clearly. Investor guides provide a good overview but cannot capture some of the details
and complexities of the regulations.
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Main policy recommendations on investment promotion and facilitation

Ensure BKPM’s leadership role on investment promotion and facilitation is well recognised and
that it has the means to co-ordinate the dialogue between all parties. While it has been an
interesting development to integrate increased licensing responsibilities within the agency, its exact
role within government remains sometimes unclear.

To conclude ongoing discussions in the cabinet on the status of BKPM, decide whether to fully
upgrade BKPM to ministerial level or to keep it as an operational agency. The first option would
allow it to better fulfil its co-ordinating role and drive policy reform. If the second option is
maintained, consider providing it with more autonomy, to reduce the number of mandates and to
provide more responsibility to its Investment Committee. The committee could be upgraded to a
board, to align it with good IPA international practices, and should include business representatives
from all segments of the economy as well as representatives of academia and civil society.

Given the rapid pace of ongoing reforms to facilitate investment, notably the establishment of the
OSS and the Omnibus Law on Job Creation, ensure that officials in the national and regional
administrations have sufficient and adequate resources, capacities and information to properly
implement the new regulations and adapt to the new tools. This would help overcome the
operational challenges of the OSS and make it more efficient. A review of the implementation and
impact of reforms could be envisaged to understand whether these measures achieved their
objectives.

Provide clear rules and guidelines to investors on the use of the OSS and consider establishing
information services. The implementing regulations of the Omnibus Law on Job Creation that relate
to business licensing and forthcoming changes to the OSS also need to be well-communicated in
advance. Ensure that increasing predictability and transparency in investment procedures —
including to reduce corruption risks — continue driving ongoing and new investment facilitation
reforms.

Continue streamlining redundant and overly burdensome business licences and administrative
procedures to provide a healthy business environment to both incoming and already-established
investors. This, however, should not come at the expense of much needed labour and the
environmental protection safeguarding a more inclusive and sustainable development pathway
(see also Chapter 5 on responsible business conduct). In this light, while the preparation of the
Omnibus Law on Job Creation seeks to ease the process of doing business, the reform should not
be limited to amending sectoral laws, but focus on systematically identifying business regulations
that could be eliminated and those that need to be preserved.

Ensure that ongoing investment climate reform efforts, including implementing regulations of the
Omnibus Law on Job Creation, are accompanied by wide-ranging and meaningful stakeholder
consultations and communication campaigns. Involve all relevant stakeholders, including trade
unions, civil society, affected stakeholders, and academia in addition to the business community,
more systematically and as early as possible in policy design, even if conflicting views sometimes
occur, to maintain a constructive dialogue and reach an environment of trust. Diversify the number
of interlocutors and ensure all the spectrum of stakeholders, including at the local levels, are
involved and represented. Ensure that consultation remains transparent and that information on
how stakeholder inputs were used is publicly available.

In the context of its aftercare services, BKPM could strengthen its business matchmaking
programme to foster the creation of linkages between foreign affiliates and domestic firms. In
addition to matchmaking services, the programme could include the preparation of suppliers’
databases, which, on the one hand, may reduce foreign firms’ transaction costs and, on the other,
can help provide opportunities for local firms. Greater co-ordination with similar initiatives across
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government would avoid overlaps and reinforce the efficient implementation and monitoring of the
linkage programme.

In terms of investment promotion efforts, continue moving away from costly image building
campaigns and adopt a more focused approach. BKPM could consider better prioritising its FDI
attraction measures to complement the recent and ongoing improvements conducted to facilitate
inward investments. Proactive FDI attraction should focus on targeted sectors and projects, which
support the country’s sustainable development goals and an inclusive and resilient recovery from
the pandemic. Focus should be given to industries where foreign investments’ performance is
proven to be higher than domestic ones in terms of productivity and innovation, wages and skills
development, and environmental preservation.

Main policy recommendations on tax incentives for investment

Monitor effects of tax reform on Indonesia’s tax base. Lower tax revenues can constrain
government spending on infrastructure and social services, which in turn can hamper progress
toward improving the business environment in the long-run.

Continue to shift towards cost-based tax incentives. New tax incentives introduced since 2018 have
all been cost-based, but profit-based incentives (tax holidays) remained in place or were expanded
to additional industries. The authorities could consider limiting profit-based incentives to high
priority investments. In the medium-term, once recovery from the COVID-19 crisis strengthens,
consider reducing the number of promoted pioneer industries.

More clearly define the policy objective for the 30% investment allowance to certain industries.
Authorities could consider more clearly communicating the policy’s key objectives and how they
differ from other sector-based incentives (i.e. pioneer industries incentives). The latest restructuring
of the incentive has significantly expanded the qualifying industries under this tax incentive, which
risks creating an uneven playing field relative to non-promoted ones.

Consolidate tax incentive regulations in the relevant tax law. In Indonesia, tax incentives are
introduced and regulated through multiple legal instruments: laws, government, Ministry of Finance
and BKPM regulations. Consolidating tax incentive regulations can increase transparency and
reduce policy overlaps.

Facilitate foreign investors’ access to implementing regulations. BKPM could consider producing
additional in-depth guides on how incentives apply, explaining differences between incentive
regimes. Official translations of all relevant regulations and business segment lists (that include
industry codes of eligible industries under each incentive) can also enhance transparency.

Introduce sunset clauses on tax incentives to promote regular policy reviews. These can help
identify new sector priorities as well as incentives that are no longer needed.

Continue to conduct and publish annual tax expenditure reports and expand their analysis to
include new tax incentives and forgone tax revenues within special economic zones (SEZs).

Continue to engage in regional and international dialogue on taxation. Regional forums provide a
space for discussion on potentially harmful tax competition, as well as sharing information on good
practice examples from other regions. Regional dialogue and tax co-operation will be even more
important in the COVID-19 context, as a way to avoid tax disputes that could harm economic
recovery.

Decentralisation comes with opportunities and challenges on the investment climate
and regional development

Indonesia has embarked on ambitious decentralisation reforms since 1998, which have shaped regional
development and the geography of investment across the country. Decentralisation was seen as a vital
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complement to the democratisation process and a reaction to the inherently centralised approach of the
previous government in a country with 17 000 islands and strong cultural and linguistic diversity, as well
as stark regional inequalities. Local governments were handed large responsibilities for providing public
services and shaping economic policy, including investment policy, along with extensive fiscal transfers.

Two decades after the beginning of the process, decentralisation is still an unfinished policy agenda. After
the massive transfer of authority in the 2000s, Indonesia has been struggling to find the right balance in
the sharing of investment policy responsibilities across different tiers of government. To simplify an overly
complex investment environment and reduce legal and regulatory uncertainties, the central government
has enacted successive policy measures modifying the responsibilities devolved to subnational
governments. In this quest, the central government has adjusted the legal framework for local governance
several times, through back and forth movements of decentralisation and recentralisation.

Hastened devolution of responsibilities has led local governments to manage their regions without the
required accompanying skills, technical capacities, resources and oversight (OECD, 2016). As a result,
decentralisation did not lead to significant reductions in regional inequalities, which continue to be high
across the country. Regional disparities in the concentration of economic activity have been a long-
standing feature of Indonesia’s economy and, to some extent, more than in other emerging countries.
Improvements in some policy areas have been made, but the capacity of subnational governments to
produce public goods, generate inclusive growth and boost productivity has not always increased, even
with rising transfers from the central to subnational governments. The COVID-19 outbreak, and the
resulting crisis, may further exacerbate existing regional disparities.

Regional disparities in the levels of education, infrastructure, health and governance have narrowed but
they are still high and weigh on the ability of less developed regions to attract investment other than
commodity extraction. After decades of concentration on the island of Java, the observed catching-up in
the level of investment by the other islands is partly driven by foreign exploitation of natural resources. The
catching-up has not reached all regions, including urban areas with relatively high human capital and
entrepreneurial activity. Resource-scarce and least developed regions, which are often at the periphery,
continue to attract little investment after regional autonomy.

Regional governments have the authority to develop and implement their own investment-related
regulations (perda), in accordance with higher-level national regulations. The establishment of regional
one stop integrated services centres, PTSPs, and, later on, the introduction of the OSS system were steps
in the right direction to improve the business licensing process throughout the country. Regulatory,
technical and governance challenges continue to deter the efficacy of these initiatives, however, creating
room for regulatory capture by local government. Not all local bodies in charge of delivering permits related
to environment standards or land use co-operate with the PTSP, arguing that the establishment of foreign
investors is imposed by the central governments. They may also lack the capacity to properly deliver such
permits and can be more prone to corruption.

Overlapping regulations, if not contradicting investment policies, is another challenge behind the unclear
division of authority between the central and subnational governments. For instance, some regions set
their own regulations to restrict foreign investment in specific activities. Over the last two years, there has
been a strong push for business climate improvements through a recentralisation of investment
policymaking. Some reforms, such as the Omnibus Law on Job Creation, was initially put on hold to focus
on the response to the COVID-19 pandemic. The law, which was eventually passed in October 2020,
seeks to harmonise central and regional regulations and ease the investment process. If the law is to
reduce the level of legal uncertainty by withdrawing regulatory power from the regions, the government
should ensure that implementation at the subnational level takes place as the proposed reduction in powers
may create ground for a constitutional challenge. To avoid that outcome, it is critical to have ex ante solid
consultation mechanisms to ensure that subnational government views are taken on board.

OECD INVESTMENT POLICY REVIEWS: INDONESIA 2020 © OECD 2020



|45

The rationale of centralising investment policymaking and business licensing is, in part, because remote
and less developed regions do not always have the institutional and technical capacities. Local bodies may
be well-placed to assess business opportunities and risks, however, and at the very least should have a
clear role in this process, even if ultimately the decision-making process is re-centralised. Building
gradually their capacity can be a more sustainable approach in the longer-term, and an approach that
promotes shared responsibilities across tiers of government over top-down governance. At the same time,
higher levels of government lack the necessary levers to limit regulatory capture and asymmetries in
information between local administrations and investors, and avoid a possible race to the bottom in
environmental or other sustainability standards across regions.

One priority for the central and regional government is to strengthen their efforts in order to create a
predictable investment environment that supports a resilient, sustainable and inclusive economic recovery
from the COVID-19 pandemic. These efforts are more than ever needed in less developed and poorer
regions of the archipelago, where higher levels of uncertainty may delay much-needed investments in
infrastructure and human capital development. The pandemic has revealed that aftercare services can be
crucial in times of high uncertainty and subnational investment agencies are well-placed to deliver specific
and targeted support to established investors. On the regulatory front, uncertainty on the content of the
‘negative investment list’ (DNI) and the related restrictions on foreign investment in sectors like maritime
transport may delay or prevent new foreign projects in infrastructure.

Another priority for all levels of government is to boost regional development by attracting more diversified,
sophisticated and sustainable investment. Regional investment agencies should upgrade their investment
promotion tools, in co-ordination with the national investment promotion agency, BKPM, and its
international investment promotion centre overseas offices. Previous zone-based policies to attract
productivity-enhancing foreign firms into lagging regions had no conclusive impact. The Special Economic
Zone programme aspires to overcome previous shortcomings by involving subnational governments in the
decision-making process and granting non-fiscal incentives. Fiscal incentives consist of both tax holidays
and investment tax allowances. The latter are preferable to preserve fair competition between firms inside
and outside of zones.

Main policy recommendations

e The central government could further clarify investment policy responsibilities assigned to different
government levels to reduce duplication and overlaps. Responsibilities should be balanced across
levels of government, sufficiently funded, explicit, mutually understood and clear for all actors.
Clarifying responsibilities is particularly important when they are shared, such as in the case of
investment facilitation and promotion. The implementation of the Omnibus Law on Job Creation
could be an opportunity to clarify responsibilities. Higher levels of government should ensure that
subnational government views are taken on board through inclusive consultation mechanisms.

e Higher levels of government should continue building the capacity of investment and investment-
related institutions, particularly of PTSPs and technical agencies delivering operational permits.
They should assess capacity challenges in regions on a regular basis and prioritise those with the
most pressing needs (e.g. poor and remote areas). The central government should ensure that
PTSPs can operate effectively the OSS and that they can produce most, if not all, investment
permits.

e The process of recentralisation of investment responsibilities should go hand in hand with building
the capacity of local bodies and sharing responsibilities across levels of government. Ongoing
recentralisation reforms should provide higher levels of government with legal levers to limit
regulatory capture and asymmetries in information between local administrations and investors,
and ensure that national environmental or other sustainability standards are well-respected across
regions.
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e Regional investment agencies could seek to upgrade their core investment functions, in close co-
ordination with BKPM. Regional agencies could take a more pro-active role in promoting foreign
investment and tailor their promotion tools to focus on relevant investments for their region, in co-
operation with BKPM overseas offices. Collecting comparative information on foreign competitor
regions can be useful in refining local investment promotion tools such as investment generation
activities. To reduce uncertainty generated by the COVID-19 pandemic, regional agencies could
also strengthen their after-care services to respond to requests of existing investors.

e Regional investment agencies could reinforce their co-operation with other local bodies such as
business development services in order to better align the production of local suppliers with the
needs of foreign firms. Central and regional government could also support strengthening local
firms’ absorptive capacity by raising awareness about business development services and easing
procedures to get the adequate support.

e Incorporate the investment aims of zone-based policies into investment promotion and regional
development strategies. Experiment in SEZs with different non-tax regulatory incentives. Cost-
based incentives such as investment tax allowances should be favoured over tax holidays. To
streamline wider zone-based policy, phase-out zone types that have not achieved their objectives.
Otherwise, convert them to SEZs.

e Promote regional development policies that reduce disparities in infrastructure, the quality of local
governance, and education:

o The impact of the recently introduced firm-level incentives on skills development should be
monitored to assess impacts.

o In light of the high relevance of maritime transport for the connectivity of the archipelago, the
central government could explore whether easing restrictions in this sector could help to attract
foreign projects which support inter-island connectivity.

o Increase the presence of the anti-corruption agency, KPK, in provinces, especially in those with
business sectors at high risk of corruption.

e The central government could develop investment environment indicators to benchmark provinces,
provide them with technical assistance where needed and monitor impacts of reforms.
Performance-monitoring systems of decentralised investment environments need to be simple,
with a reasonable number of standardised indicators. Higher-level governments should be able to
monitor subnational performance of governments below them.
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Notes

' Estimates of the impact of COVID-19 on Indonesia vary across international organisations.
2 Manufacturing of textiles, cement, chemical fertilisers, electronic products, rubber tyres.

3 https://atlas.cid.harvard.edu/countries/103.

4 Labour productivity (GDP per worker) in Indonesia was USD 26 000 in 2017, behind Singapore (USD
142 300), Malaysia (USD 60 000) and the ASEANG6 average (USD 30 600), but above the Philippines
(USD 20 600) and the ASEAN average (USD 25 000) (APO, 2019).

® Resource nationalism refers to a nationalist stance by the government on natural resources, particularly
mining, translated into policy measures geared toward greater state control of resource extraction and
increased restrictions on foreign investment. Resource nationalism was particularly prevalent in Indonesia
during the global commodity boom from 2000 to 2014 (Warburton, 2017).

81n response, according to the authorities, the government has plans to form a special inter-ministerial task
force to handle investment reallocation, in accordance with Presidential Instruction (Inpres) No. 7 of 2019
concerning Acceleration of Ease of Doing Business. BKPM has already started to give priority to the
investment reallocation plan of 40 foreign companies (with future potential projections of 300 companies)
in China originating from the United States (US) and Japan. As reported by the authorities, the task force’s
work would include (1) detecting companies that will be relocating in the near term; (2) checking the
facilities provided by competing jurisdictions, and (3) entering into and making decisions in negotiations.
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