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Indonesia—Japan Economic Polic_y Dialog

2. B5E
(1) Governance Reform and Democratization
(By Prof. Takashi Shiraishi)

(2 ) Tentative Agenda for the Financial Sector to restore fiscal
sustainability and rebuilding economic competitiveness
(By Prof. Masaaki Komatsu)

(3) How to Improve Investment Climate in Indonesia ?
(Prof. Toshihiko Kinoshita)

(4)Problems and Proposals concerning the Promotion of Small and

Medium-sized Enterprises in Indonesia
(Prof. Shujiro Urata)

(5) INDONESIA PROJECT 2001 ; Indonesia’s Decentralization

Policy and Public Finance
(Prof. Shinji Asanuma)
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Economic Recovery Strategy

Focus of economic policy on:

- Fiscal sustainability: as the basis of macro stability and market
confidence. Macro policy used for this.

- International competitiveness: as the enabling condition for
investment and growth. Micro and structural policies used.

Implications:

- For the time being, living with 4-5% growth, primarily driven by
private sector.

- Patience 1n staying the course.

-Initiating andcontinuing reform efforts for longer term.
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Reorientation of
Decentralization Policy

. Objective: Well-managed devolution of power, subject to
fiscal sustainability and international competitiveness.

« Problems: |
- Effectiveness and efficiency of expenditures;
(1) Wasteful expenditures, e.g. city halls,

(2) Neglect of “spill-over effects”, hospitals, colleges,
etc.

(3) Planning, managerial capacity.

- Policy actions, myopic, self—centered etc. mmncal to
national interests, e.g. natural resources exploitation.



Reorientation:

- Objective: Regulated, coordinated and managed local
autonomy. Means power-sharing.

- Institutional framework/mechanism for national policy

setting, standards, guidance and advice and central-local
coordination.

- Revenue and expenditure policies for “vertical”’(cnetral-
local) and “‘horizontal”’(among locals) balances.

- Delineation of responsibilities in policy towards and
regulation of economic activities, e.g. mvestment
promo‘uon regulation, licensing, etc.
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Implications:

- Shift of emphasis from p011t1ca1 (Le. national mtegnty) to
economic/welfare.

- Use of Acheh and Papua Special Autonomy Laws for the
above.

- Alternative ways of achieving the objective, law

revisions, ad hoc arrangements, implementation guidelines,
etc. |

- Guidance and assistance form center to local.
- Resource allocation coordination: institutional

mehcanism for insulation from political pressures, and for

good 1ncentives for local efforts, I.e. avoidance of local
dependency on center.



Governance Reform and Democratization
Takashi Shiraishi

In the past four days we have met with cabinet ministers, officials, parliamentary
members and others and had also discussions among ourselves as regards what we
should propose at this plenary session, which marks the formal kick-off of the policy
dialogue between Japan and Indonesia. As you now know, we have agreed on making
two objectives, fiscal sustainability and international competitiveness, the major topics
for éliscussion, and organizing all our suggestions and remarks in this connection.

As one assigned to the question of governance reform and democratization, I would like
to underline in this context the importance of legal reform and law enforcement, the
importance of guaranteeing legal certainty for everyone and establishing the fule of law,
as a crucial condition for achieving these two objectives. ~ Everyone would agree on the
importance of the rule of law to restore confidence of the people and market in the
government and establish legitimacy of the new democratic system. But this is a Jong
term process and this questions needs to be addressed patiently and systematically.

I would like to note in this connection that we now have a Japanese professional police
officer as adviser to the Police Chief, Kapolri, for police reform, and that we need to
think of a way- to support him more effectively back in Japan. 1 would also like to note
that a team of Japanese legal experts visited Indonesia a few months ago to study what
we can do in the judicial reform and I hope that in due éourse, hopefully sooner rather
than later, a new initiative will be proposed to the Indonesian government on this front.
I should also note that I often hear from business people here that they have trouble in
aécessing to court decisions in connection with court cases in which they involve.
Frankly I do not know why, but given the fact that making court decisions publicly
available is a very basic condition for gﬁaranteeing legal certainty, I would like to
suggest that we should study how court decisions are made available publicly, whether
there are ways to improve it, and what we can do in this matter.

I am aware that there is a framework for good govemnance, agreed on between the
Indonesian government and the partnership for good governance and that this
framework guarantees Indonesian ownership in the field of governance reform. I
would suggest we work within this framework to make sure that governance reform
should be addressed systematically and not piecemeal.

Finally, I would also underline the importance of enhancing the law-making capability
of the parliament. This may not be the right place to talk about this matter, but I
believe everyone would agree that the parliament is short of resources and that it has to
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be supported by the policy communities in performing its law making task. I would
like to propose to keep talking with the parliamentary leadership and study what we can
do to mobilize resources which are there in Indonesia as well as outside to enhance its

capabilities,
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2.

3.

4,

5.

March 14, 2002
Masaaki Komatsu
Hiroshima University

Tentative Agenda for the Financial Sector
to restore fiscal sustainability
and rebuilding economic competitiveness

Some Principles

- Rebuilding confidence is essential for the financial markets.
- Restore ownership on economic policies.

- 0Old and new policy principles.

Banking Sector Crisis
- Causes of the banking sector crisis. The banking sector structural

problems still remain. Institutional setting and system should be
improved. '

- State banks problems. Risks of the government failure.

- Private banks problems. Risks of information asymmetry and
limited liabilities.

- Problem of dollar denominated loans.

Bank Financial Intermediation
- Banking sector is essential for financing economic development.

- Restore financial intermediation:

- Develop bond markets. So that banks can liquidate government
bonds in the markets. |

- Savings and deposits mobilization for new loans.

- Credits for SMEs. Scheme to avoid moral hazard is necessary.

IBRA
- Transparency of the IBRA asset sales.

- Accelerate asset sales although the sales price may be low.
- Performance of IBRA asset sales is crucial for fiscal sustainability.

Financial Sector and Fiscal Sustainability

Maintain monetary discipline and the central bank autonomy.
Fiscal sustainability is also important in this context.

- Introduce new and simple fiscal discipline since the GOI abandoned

“balance budget principle.”
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How to Improve
Investment Climate
in Indonesia ?

14 March, 2002 @ Jakarta

Toshihiko KINOSHITA
Prof. , Waseda University
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Increase of FDI in Indonesia is
badly required

« To create jobs
« To increase economic growth
» To add available foreign currency

Now, to encourage export-oriented FDI is quite
rational now. Because, -—----

* Indonesian GDP in hard currency terms
reduced by 40% in the past 4 years.

+ Other factor costs in Indonesia dropped
sizeably in hard currency.
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Why do firms invest
overseas ?

« Economic theory teaches 3 condtions.
1) Ownership of managerial resouces
2) Location factor

3) Internalization

But these are necessary conditions and
not sufficeint conditions. The crucial factors
are perceived socio—politico—economic |
risk and profitability.



Trend of FDI in Indonesia

by Country of Origin (Million US $)

~ |From 1998 1999 2000 2001
1 |Japan 1,331 640| 1,954 762
2 | South Korea 202 239 690 369
3 | Taiwan 165 1,490 131 72
4 | Singapore 1,308 757 536 1,136
5 |Malaysia 1,060 186 169 2,240
6 | Germany 71 87 - 960 43
7 |UK 4,745 507| 3,646 723
3 |USA 568 137 243 73

Total 13,586 10,892| 15419 9,028|
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What attract Japanese manufacturers in
investing in Indonesia, China and Thailand?

Labor Cost

As Logistics to Local Assembers

Market P otential
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How Japanese investors assess

donesian socio-political situation ?
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60

How Japanese investors assess
Indonesian social infrastructure

Philippines W China
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Q. Where will Japanese manufacturers invest in
around 3 years? |
A. JBIC survey in mid-2001 shows as follows:

Country/Region (out of 401firms)
1. China | 327
2. U.S. | 127
3. Thailand 99
4. Indonesia S6
5. India 52
6. Vietnam 48
7. Taiwan 44
8. Korea o 33
9. Malaysia 32
10. Singapore ~ 24
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Why more in China and Thailand, less in
Indonesia? And the lessons for Indonesia

i. Perceived good socio-economical sitnation (China,Thailand)
2. Market potential by the entrance in WTO and continuous

high growth (China)
13, Quickly improving social mfrastrurture (Chma, Thailand)

| 4. Increasing clusters in the coastal area (China, Thailand)
5. Appetite to learn or strong entrepreneurship=high absorptive

“capacity (China)
;_:u.l;_e__.-__sp.i"ijép,e&




Shujiro Urata

Waseda University

Problems and Proposals concerning the Promotion of Small and Medium-sized

Enterprises in Indonesia

1. Importance of the small and medium-sized enterprises (SMEs) for the development
of Indonesian economy (*: potential roles to be pursued by SME policies)

a) Main players in economic activities (taking a major position in the number of

enterprises and employees)
b) Supporters of regional economy
*c) Formation of supporting industry

*d) Source of dynamism

I, Significance and aim of SME policy
a) Significance: To create environment which makes it possible for SMEs to play the
role in economic development as shown in 1. In the concrete, the suppert for the
efforts to establish new businesses and managerial innovation and to create
environment for fair competition and equal footing with large enterprises.
b) Aim: To strengthen competitiveness of SMEs, to foster export-oriented SMEs, to

develop linkages among SMEs and between SMEs and large firms

II. Problems and challenges for SMEs in Indonesia
There exist only a few SMEs with competitiveness. Problems of the SMEs in

Indonesia are as follows;

a) Mismatch of fund requirement and supply (shortage of capital supply to SMEs that

have potential competitiveness)
b) Shortage of human resources, and the low level of technological and managerial

know-how.
¢) Underdevelopment of linkage between enterprises (infant stage of supporting

industries and industrial agglomeration, and undeveloped information network

concerning the market and technology)
d) Limitation of free activity and competition caused by regulations
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IV. Policy proposition (proposal of policies for Problem (1) and others)
a) Improvement of financial market for SME : Improvement of credit guarantee
system, public credit, equity financing ete., as well as capacity building of personnel

in financial institutions
b) Capacity building of personnel for SMEs: Enhancement of SME training center and

corporate evaluation for SMEs, etc.

c) Establishment and improvement of effective information network:Establishment of
data base concerning enterprise and merchandise information, etc. and expansion
of its use by SMEs (especially, circulation of information for export promotion etc),
promotion of the use of IT and promotion of inward foreign direct investment (FDI):
Liberalization of FDI policy

d) Implementation of policies for deregulation and competition

e) Importance of linked application of policies on (a) and (b)

f) Strengthening of the coordinating function between measures for SMEs

g) Enactment of SME promotion law
h) Review and unification of the definitions of SMEs
v of local governments to make and implement policies

i) Improvement of abilit

consistent with the SME policies of the central government
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INDONESIA PROJECT 2001
Indonesia’s Decentralization Policy and Public Finance

Shinji Asanuma, Hitotsubashi University
February 27, 2002

Under the Habibie administration, a policy of decentralizing political power
and public finance to local governments was actively pursued and enacted in Law Nos.
22 and 25 of 1999 (dealing, respectively, devolution of power and fiscal
decentralization). Unlike reform attempts in other areas, the proposed decentralization
was quite drastic in many respects, and these laws were put into effect already starting
the 2000 budget year, as the policy of decentralization was also supported by the Wahid

administration without any substantial changes.

The policy had its origin in the highly political motivation on the part of the
government of safeguarding the national integrity in the face of separatist demands
coming from Such regions ags Aceh, Irian Jaya and so forth, where sentiment was strong
that the centralized political power under the Suharto regime had hurt their regional
interests. In many senses, therefore, the decentralization policy was conceived as

accommodation of centrifugal political forces within a unitary state structure.

The Laws 22 and 25 of 1999 provided for transfers of major state functions and
responsibilities to local governments and, together with that, for transfers of public
resources to them in the forms of tax revenue sharing with local governments and of
budgetary transfers from the -center. However, the basic designs of the policy
framework appear to be seriously flawed in certain respects. First, the central
government’s power was to be substantially devolved to the municipalities and
regencies rather than to the provincial governments. The administrative, managerial and
planning capabilities as well as the political decision-making capabilities of the latter
are far from adequate for carrying out the newly assigned functions and responsibilities.
Second, a major part of local governments’ revenue would rely on the sharing of tax
revenues on natural resources, which would then aggravate so-called horizontal fiscal
imbalances among those areas with and without rich natural resource endowment. Third,
there would thus be a need for large-scale fiscal transfers from the center to the local
governments. They may well engender the local govemments’ dependence mentality on
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the central government for revenue, unless the transfer mechanism is carefully
calibrated to provide incentives for local revenue raising efforts. Moreover, they would
strain the central government’s budget just when the fiscal sustainability is becoming a
high priority economic policy issue. There are already a number of actual cases where
misuse or even abuse of local government power has caused untoward conflicts with

investors and wastes of public resources.

The govemment is considering revision of the basic decentralization policy
designs, now that the flaws of the original designs have come to light. The recent
enactment of Special Autonomy Laws for Aceh and Irian Jaya also indicates that the
current administration has decided to deal with the issue of national integrity, not
entirely through the nation-wide decentralization policy, but through special political
arrangements with the provinces with separatist leanings. Consequently, the
decentralization policy can now focus more on its economic effects than previousljf-.
However, there will be much resistance to any revision of the current laws from the
local interest groups now that they have tasted the power and fiscal resources that come
with it. However, certain aspects of the cumrent laws must be revised and certain
coordinative mechanisms between the central and local governments set up if the
central government should not lose control of fiscal sustainability and, further, if foreign
.investors not unduly deterred from investing in Indonesia because of policy uncertainty.

The possible revision or reorientation of the decentralization policy might

consider the following aspects:

(1) What roles should the central and provincial governments play in providing
guidance, policy advice, and implementation assistance to the Jlocal

government?

(2) What kinds of technical and technocratic assistance should the central
and/or provincial governments provide to the municipalities and regencies,
i.e. in formulation of revenue and expenditure policies and preparation of

development programs and projects?

(3) How should the public finance basis of the decentralization policy be
revised to minimize the likely horizontal imbalances among the
municipalities and regencies and to mitigate strains on the central
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government? This would require the reconsideration of the current tax
sharing formulae and the principles and formulae of inter-governmental
fiscal transfers, This would also require mechanisms to coordinate resource
allocation decisions between the central and local governments.
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' Table Commercial Banks Combined Balance Sheet

(1) June 1897

A
reserve 17
claims on private sec. 333
foreign assets 18
claims on central gov. 1
others 57
total 427
(2) June 1998
A
reserve 25
claims on private sec. 669
foreign assets 188
claims on central gov. 1
others 133
 [total 1,014
(3) Dec. 1898
A
reserve 34
claims on private sec. 513
foreign assets 116
claims on central gov. 1
others 99
total 762
(4) June 1299
A
reserve 35
claims on private sec. 260
foreign assets 81
claims on central gov. 92
others 93
total 560
(5) December 1999
A
reserve 42
claims on private sec. 226
foreign assets 120
claims on central gov. 269
others 158
total 815]
(6) June 2000
A
reserve 37
claims on private sec. 243
foreign assets 94
claims on central gov. 373
others 123
totel 870
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unit:trillion Rp

L
deposits 233
foreign acc. 56
foreign liabilities 33
others 65
equity 47
Total 427

L
deposits 342
foreign acc. 178
foreign liabilities 189
others 257
equity 4
total { 17,014

L
deposits 418
foreign acc. 117
foreign liabilities 28
others 228
equity -99
total 762

L
deposits 463
foreign acc. 108
foreign liabilities 73
others 132
equity -216
total 560

L
depaosits 474
foreign acc. 113
foreign liabilities 100
others 150
equity -22
fotal 815]

L
deposits 501
foreign acc. 125
foreign liabilities 81
others 155
equity 8
total 870}




(7) December 2000
A

reserve 50
claims on private sec. 273
foreign assets 102
claims on central gov. 430
others 130
total — 985|
(8) June 2001
A
reserve 39
claims on private sec. 308
foreign assets 121
claims on central gov. 418
others 172
total 1058
(9) December 2001
A
reserve 49
claims on private sec. 303
foreign assets 110
claims on central gov. 409
others 169
total 1040]
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deposits 533
foreign acc. 140
foreign liabilities 93
others 168
equity 31

total CELY
deposits 560
foreign acc. 167
foreign liabilities 86
others 201

equity 44
total 1058]
deposits 612
foreign acc. 155
foreign liabilities 68
others 138
equity o7
total T040]
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Minutes of Meeting
between
the Government of the Republic of Indonesia
and
the Government of Japan
on the Program for Economic Policy Support
for the Republic of Indonesia

The Government of the Republic of Indonesia (hereinafter referred to as
“GOI”) headed by H.E. Dorodjatun Kuntjoro-Jakti, Coordinating Minister for Economy,
Republic of Indonesia, and the Government of Japan (hereinafter referred to as “G0OJ”)
headed by Mr. Hideaki Domichi, Charge d'Affaires ad interim, Embassy of Japan in
Indonesia, met to discuss “The Program for Economic Policy Support for the Republic

of Indonesia”(hereinafter referred to as “the Program™), that had been requested by the

GOl to the GOJ.

Both sides came to understand that a series of policy dialogue at high level

should be beneficial for supporting economic reform of the Republic of Indonesia.

Based upon the aforementioned understanding, both sides confirmed to
tecommend that their respective authorities/agencies should implement the Program

within the framework described in the Annex attached hereto.

Jakarta, 14 March 2002

The Government of the Republic The Government of Japan
of Indonesia '.
- ,
H.E. Dorodjatun Kuntjoro-Jakti M. Hideaki Domichi
Coordinating Minister for Economy Charge d'Affaires ad interim
Republic of Indonesia Embassy of Japan in Indonesia
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Annex

I.

The Framework
of .
the Program for Economic Policy Support
for
the Republic of Indonesia

OBJECTIVE OF THE PROGRAM

The objective of the Program is to support Indonesian economic reform through

‘ widéning the channels of policy dialogue and achieving closer communication between

the two countries.

II. SCOPE OF THE PROGRAM

1.

The Program shall cover the following six {6) subjects. These subjects can be
reviewed or modified at a later date, if necessary. The policy dialogues shall be
made on as follows;.

(1) Macro economic policy (including fiscal sustainability),
" The growth analysis and projection, revenue and fiscal expenditure analysis
and projection, scenarios of fiscal debt sustainability, fiscal debt manaéemént

and so on, from the viewpoint of restoring the fiscal balance,

(2) Banking sector reform,
The bank restructuring and financial intermediation, capital market, economic

policy coordination and so on, from the viewpoint of revitalizing the banking
sector,
(3) Private investment promotion,

The investment environment, the roles of the central and the local governments,
foreign direct investment and so on, from the viewpoint of promoting private
and foreign direct investment,

(4) Development of Small and Medium-sized Enterprises (SMEs),

The potential roles of SMEs, the significance and aim to the SME policy, the

problems and challenges of SMEs and so on, referring to Prof. Urata’s Report

made in year 2000,
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4,

(5) Decentralization,

The roles of central and provincial governments, technical and technocratic
assistance to the local governments, the decentralization policy on public finance

and so on, from the viewpoint of improving the decentralization policy,

(6) Democratization,

The roles of the parliament and political parties, the justice system, the police

reform, and so on, from the viewpoint of realizing more democratic society.

In order to conduct the Program, the Japanese side shall organize an expert
team (hereinafter referred to as “the Japanese Team™), composed of six ©)
Japanese academics, in alphabetical order, Prof. Shinji ASANUMA, Prof.
Takatoshi ITO, Prof. Toshihiko KINOSHITA, Prof. Masaaki KOMATSU, Prof.
Takashi SHIRAISHI, Prof. Shujiro URATA. The Japanese Team shall visit

Indonesia to have policy dialogues with related ministers and other authorities of

the Indonesian side.

In order to make the policy dialogues mentioned in II-1 more effective, the

Japanese Tzam shall conduct related activities in collaboration with the

Indonesian side, if necessary.

The Japanese side shall assign other persons needed to support the activities of

the Japanese Team in Indonesia.

I1I. COORDINATING BODIES

1.

2.

The Program shall be conducted as a joint activity between the Indonesian side and

the Japanese side.

r the six (6) subjects mentioned in II-1, the Japanese side shall assign 6

Py LI

professors as mentioned in II-2. And the Indonesian side shall formulate a working
team chaired by the Minister of State Owned Enterprises (hereinafter referred to as
“the Working Team™). The Japanese Team shall have policy dialogues with the
Working Team, and authorities of the Indonesian side. The organization of the
Program is shown in the Appendix I.

A General Coordinating Body shall be established for the smooth implementation

of the Program. The General Coordinating Body shall be composed of personnel

-85 -



from secretariat of the Working Team, which shall closely coordinate with those
from the Indonesian side, and from the Embassy of Japan and the Japan

International Cooperation Agency (hereinafter referred to as “JICA”) from the

Japanese side.

1V. SCHEDULE OF THE PROGRAM

The Program is tentatively scheduled to commence in March 2002 and terminate

in March 2004.

V. Others

GOI shall provide the same privileges, exemption and benefits to the Japanese

Team and the other persons related to the Program as have been granted to current JICA

personnel.
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The Organization of the Program for Economic Policy ‘ ' Appendix I

apanese side lIndonesian side]'

[Ministers and Representatives from

;
1. Macro Economic Policy (Including Fiscal

H.E. Dorodjatun Kuntjoro-Jakti
(Coordinating Minister for Economy)

H.E. Susilo Bambang Yudhoyono

Sustaipability)
Prof. Takatoshi ITO

(Institute of Economic Research, Hitotsubashi " o - .
University) {Coordinating Minister for Political and Security
Prof. Masaaki KOMATSU HLE. Hari Sab Aftairs)
(Graduate School for International Development = Sl S25Em0 Minister of Home Affai
and Cooperation, Hiroshima University) . . (Minister of Home Affairs)
H.E. Yusril Thza Mahendra
2. Banking S.ector Reform B Bosdio xElc:/hmstcr of Justmé and Human Rights)
Prof. Masaaki KOMATSU (Minister of Finance)
(Graduate School for }mem:}tiom‘al Deve.lopm'ent H.E. Purnomo Yusgiantoro
orof. Tak atndh(??;geratlon, Hiroshima University) '(Ministry of Energy and Mineral Resources)
rof. Takatoshi H.E. Rini M. Suwandi
(Institute of Economic Research, Hito.tsubgshi {Minister of Industry and Trade)
University) H.E. H. Alimarwan Hanan

(State Minister for Cooperatives and Small and

3, Priv~te Investment Promotion Mediur. Scale Enterprises)

Prof. 1ushihiko KINOSHITA H.E. Kwik Kian Gie
(Graduate School of Commerce, Waseda (State Minister for Development Planning / Head of
University) National Development Planning Agency)

H.E. Laksamana Sukardi
(State Minister for State Owned Enterprises)
FLE. Prof. Dr. Bagir Manan
. {Chief Justice, The Supreme Couri)
H.E. 1. Mochammad Abdurrahman )

Prof. Shujiro URATA
{School of Social Sciences, Waseda University)

4.Small and Medium Enterprises Bevelopment

Prof. Shujiro URATA . -

(Schoot of Social Sciences, Waseda University) N (Attorney Genaral)
Prof. Tosi:ihiko KINOSHITA Drs. D#'j Bachtiar o

(Graduate School of Commerce, Waseda T (Chief of the National Fulice)

University) Dr. Syabril Sabirin ‘

: {Governor of Bank of Indonesia)

5. Decentralization M. Theo ?C;ﬂjﬁlx:z? of the Coordinaﬁng Agency for

Prof. Shinji ASANUMA Promotion of Investment)

(Graduate School of International Corporate

Strategy, Hitotsubashi University)

Prof. Takashi SHIRAISHI R o
he Worki l

(The Center for Southeast Asian Studies, Kyoto ﬁ ¢ Working Team
University) H.E. Laksamana Sukardi (Chairman)

L Mr. Djunaedi Hadisumarto
6. Democratization . )
Prof, Takashi SHIRAISHI Ms. Sri Mulyani
(The Center for Southeast Asian Studies, Kyoto ' Ms. Sri Adiningsih
University) , .
Mr. Heri Akhmadi
Mr. T. P Rachmat
Mr. Oentoro Surya
Mr. Mochtar Buchori

Prof. Shinji ASANUMA
(Graduate School of International Corporate

Strategy, Hitotsubashi University)

[Coordinating Body of Japanese side [Coordinating Body of Indonesian side]
Embassy of Japan State Ministry for State Owned Enterprises
(Secretariat of the Working Team)

Japan International Cooperation Agency
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Cabinet Secretary
Republic of Indonesia

Jakarta March 13, 2002

Number : B-91/Setkab/Dep-HP/3/2002

Type :Urgent

Attachment: 1
Subject : Delivering copy of Presidential Decree No. 12 Year 2002

Coordination Minister for politics and Security
Coordination Minister for Economic Affairs
Coordination Minister for People's Welfare
Minister for Justice and Human Rights

Minister for Administrative Reforms
Minister for National Development Planning / Head of BAPPENAS

Attorney General of the Republic of Indonesia
Secretary on Military Aspect for the President
Secretary for the Vice President

B I SR
"'.o

At Jakarta

Herewith we would like to submit a copy of the Presidential Decree No: 12 Year
2002 about Working Team in the framework of the Economic Cooperation
between Indonesia and Japan, which has been stipulated on March 13, 2002.

Thank you for your understanding.
Deputy Cabinet Secretary

For Law and Regulation
Lambock V. Nahattands

CC:
1. State Secretary
2. Vice Cabinet Secretary
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Presidential Decree No. 12 /2002
On
Working Team in the framework of Indonesia - Japan Economic Cooperation

Considering:
That based on the agreement between the President of the Republic of

Indonesia and the Prime Minister of Japan Junichiro Koizumi as well as an
effort to strengthen economic cooperation between Indoneésia and Japan, both
states have agreed to establish advisory team for each government., -
b, That to realize the above-mentioned purpose, it is necessary to form a
" Working Team in the framework of the Indonesia - Japan Economic
Cooperation by a Presidential Decree.

a.

In view of:
Article 4 parapraph (1), Article 27 paragraph (2) and Article 33 of the Basic

Constitution of 1945, which has been revised by the Third Revision of Basic
Constitution 1945

Decides:

To stipulate;
The Presidential Decree on Working Team in the framework of the

Indonesia - Japan Economic Cooperation

Article 1
As for the implementation of economic cooperation between the Republic
of Indonesia and the Government of Japan, it has been considered to
form a Working Team in the framework of the Indonesia - Japan
Economic Cooperation, hereinafter is called "Working Team” in this

Presidential Decree.

Article 2
The formation of the Working Team's member in the framework of
Indonesia - Japan Economic Cooperation is as follows:
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Chairman as well as member:
Minister of State Owned Enterprises

Member

1.

N e oA o

Mr, Djunaedi Hadisumarto
Ms. Sri Mulyani

Ms. Sri Adiningsih

Mr. Heri Akbmadi

Mr. T.P Rachmat

Mzr. Oentoro Surya

Mr. Mochtar Buchori.

Article 3

The task of the Working Team:

1. To take action as counterpart for a similar working team formed by

- the Government of Japan.

2. To deliver suggestion and consideration to the government in the
framework of cooperation in the economic field between the Republic-
of Indonesia and the Government of Japan..

In the implementation of the above mentioned tasks in the article 3, the
Working Team will be responsible directly to the President.

For smooth implementation of the tasks ¢f the Working Tearn mexntioned
in the article 3, the Team will be assisted by a "Secretariat of Working
Team" which will be carried out functionally under the office of the

Article 4

Article 5

Ministry of State Owned Enterprises.

Article 6
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All related cost needed for the activities of the Working Team shall be
financed through the budget of the Ministry of State Owned Enterprises.

Article 7
This Presidential Decree shall take effect as from the date of

promulgation

Ratified in Jakarta on March 13, 2002
President Republic of Indonesia

Sgd

Megawati Soekarnoputri

Promulgated in Jakarta

Cabinet Secretary of Republic of Indonesia
Deputy of Law and Regulation
Sgd

Lambock V Nahattands
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Notes:

Mr. Djunaedi Hadisumarto (Senior Advisor for Minister of National Development

Planning / Chairman of BAPPENAS / Former Chairman of BAPPENAS). |

b. Dr. Sri Mulyani ( Lecturer of Fac. of Economics, University of Indonesia / Former
Member DEN/I\Ja{tional Economic Council)

¢. Dr Sri Adiningsih (Lecturer of Fac. of Economics, University of Gajah Mada)

d. Mr. Heri Akhmadi (Deputy Secretary, PDIP Fraction - Member of MPR/Pecple Advisory

and Member of DPR/Indonesian Legislative Assembly - Former vocal activist of Bandung

Institute of Technology in the period of Subarto's era)
Mr. Theodore Permadi Rachmat (President Director of PTASTRA International)

Mr, Oentoro Surya (President Director of PT Arpeni Pratama Ocean Line)
Prof. Dr. Mochtar Buchori (Member of MPR/ DPR from PDIP, Former Deputy of

Indonesia Science Institute/ LIPT)
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SEKRETARIAT KABINET

REPUBLIK INDONESIA
Jakarta, Fg Maret 2002
Nomor | : B- 9lt / Setkab//Dep-HP/ 3/2002  Kepada Yth.
Sifat . Segera ' 1. Menteri Negara Koordinator Bidang
. Politik dan Keamanan
Lampiran : 1 (satu) 2. YMenteri Negara Koordinator Bidang
Perihal : Penyampaian salinan Keputusan Perekonomian ) .
Presiden Nomor 12 Tahun 2002 3. Menteri Negara Koordinator Bidang
: Kesejahteraan Rakyat
4. Menteri Kehakiman dan Hak Asasi
Manusia
5. Menteri Negara Pendayagunaan
Aparatur Negara
6. Menteri Negara Perencanaan Pem-
bangunan Nasional/Kepala Bappenas
7. Jaksa Agung Republik Indonesia
8. Sekretaris Militer Presiden
9. Sekretaris Wakil Presiden
di
Jakarta

Bersama ini dengan hormat kami sampaikan salinan Keputusan Presiden
Nomor 12 Tahun 2002 tentang Tim Kerja Dalam Rangka Kerjasama Ekonomi
Indonesia-Jepang, yang telah ditetapkan pada tanggal 13 Maret 2002.

Demikian, untuk mohon menjadikan makluni.

Tembusan Yth.:
1. Sekretaris Negara;
2. Wakil Sekretaris Kabinet.
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’ B1dmmgHukun1 dan
Perundang\ undangan



Menimbang :

Mengingat

Menetapkan :

PRESIDEN
REPUBLIK INDONESIA

KEPUTUSAN PRESIDEN REPUBLIK INDONESIA
NOMOR 12 TAHUN 2002
TENTANG
TIM KERJA DALAM RANGKA
KERJA SAMA EKONOMI INDONESIA-JEPANG

PRESIDEN REPUBLIK INDONESIA,

a. bahwa sesuai dengan kesepakatan antara Presiden Republik
Indonesia dengan Perdana Menteri Jepang Junichiro Koizumi, serta
dalam upaya peningkatan'kerja sama ekonomi Jepang-Indonesia,
kedua negara telah sepakat untuk membentuk tim penasihat

Pemerintah masing-masing,

b. bahiwa untuk mewujudkan hal tersebut dipandang perlu
membentuk Tim Kerja dalam Rangka Kerja  Sama Ekonomi

Indonesia-Jepang dengan Keputusan Presiden;

Pasal 4 ayat (1), Pasal 27 ayat (2), dan Pasal 33 Undang-Undang Dasar
1945 sebagaimana telah diubah dengan Perubahan Ketiga Undang-
Undang Dasar 1945;

MEMUTUSKAN :

KEPUTUSAN PRESIDEN TENTANG TIM KERJA DALAM RANGKA KERJA
SAMA EKONOMI INDONESIA-JEPANG.

Pasal 1
Dalam rangka pelaksinaan kerja sama ekonomi anlara Pemerintah
Republik Indonesia dan Pemerintah Jepang perlu di bentuk Tim Kerja
dalam Rangka Kerja Sama Ekonomi Indonesia-Jepang yang selanjutnya

dalam Keputusan Presiden ini disebut sebagai "I'im1 Kerja,
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PRESIDEN
REPUEBLIK INDONESIA '

-2 -

Pasal 2

Susunan keanggotaan Tim Kerja dalam rangka kerja sama ekonomi

Indonesia-Jepang adalah sebagai berikut :

Ketua merangkap anggota : Menteri Negara Badan Usaha Milik
Negara.

Sdr. Djunaedi Hadisumarto;

Sdr. Sri Mulyani;

Sdr. Sri Adiningsih,;

Sdr. Heri Akhmadi;

Sdr. T.P. Rachmat;

Sdr. Oentoro Surya;

Sdr. Mochtar Buchori.

Anggota

N U RN

Pasal 3
Tim Kerja bertugas:
1. Bertindak sebagai pendamping dan rekan kerja tim serupa yang
dibentuk oleh Pemerintah Jepang;

2, Memberikan pertimbangan kepada Pemerintah dalam rangka kerja
sama di bidang ekonomi .antara Pemerintah Republik Indonesia
dengan Pemerintah Jepang.

Pasal 4

Dalam melaksanakan tugasnya sebagaimana dimaksud dalam Pasal 3,
Tim Kerija bertanggung jawab kepada Presiden.

Pasal 5

Untuk membantu Kelancaran pelaksanaan tugas sebagaimana
dimaksud dalam Pasal 3, Tim Kerja dibantu oleh Sekretariat Tim Kerja
yang secara fungsional dilaksanakan oleh Kantor Menteri Negara
Badan Usaha Milik Negara. |

Pasal 6

Segala biaya yang diperlukan bagi pelaksanaan kegiatan Tim Kerja
dibebankan kepada Anggaraﬁ Kantor Menteri Negara Badan Usaha

Milik Negara.
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R FUBLI ML ONESIA

Pasal 7

Keputusan Presiden ini mulai berlaku pada tanggal ditetapkan.

Salinan sesuai dengan aslinya

Deputi Sekretaris Kabinet
_..Bidang Hukum dan
Peruildang-undangan,

e’
=

....!I.

6912;. Nl Nahattands
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Ditetapkan di Jakarta
pada tanggal 13 Maret 2002
PRESIDEN REPUBLIK INDONESIA,
ttd
MEGAWATI SOEKARNOPUTRI
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Support Program for Indonesia’s Economic Reform (Draft)

November 5, 2001
1. Background and Purposes
(1) Formation of Megawati Cabinet, with nation-wide support, is an opportunity to consolidate Indonesia's

reform effort.
(2) GOJ intends to support Indonesia’s effort through intensive dialogues with the Indonesian decision-

makers promoting the reform.

C> Establishment of a mechanism for expanded policy dialogues between the team of
Japanese academics and the indonesian ministers.

2. Program Description
(1) Address the Major Policy Agendas for Indonesia's Reform
(DMacro-Economic Policy (including fiscal sustainability)
@Private Investment Promotion
@SME Development
@Decentralization
(®Democratization
®Banking Sector Reform
~ (2) Time Frame: Up to 2004 (the end of the current president’s term of office)
(3) Each Japanese Team member will have close contacts with his Indonesian counterparts-for his
work. Also, the Japanese Team will visit Indonesia for high-level discussion a few times a year.

3. Implementing Mechanism
(1) Japanese Side
- Japanese Team composed of six specialists of various fields:
Prof. Asanuma, Prof. lto, Prof. Urata, Prof. Kinoshita, Prof. Komatsu, and Prof. Shiraishi
(2) Indonesian Side
- Ministers covering the above-mentioned policy agendas
(3) Supporting Ministries and Institutions in Japan _
+ Ministry of Foreign Affairs, Ministry of Economy, Trade and Industry,
Ministry of Finance, JICA, and JBIC
(4) Supporting Japanese Staff in Indonesia
+ A JICA Expert stationed in Indonesia will facilitate communication between Indonesian Ministers (or

their aides) and the Japanese Team

4. Schedule for starting the Program
- (1) Mission to Indonesia for the first high-level consultation; early 2002 (After | ebaran)
(4) Starting the Support Program through Development Study, JICA Experts and a seminar etc.

l

©GOJ requests GOl to establish its own mechanism for dialogue at its earliest convenience
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INDONESIA PROJECT 2001
Indonesia’s Decentralization Policy and Public Finance

Shinji Asanuma, Hitotsubashi University
December 5, 2001

Under the Habibie administration, a policy of decentralizing political power
and public finance to local governments was actively pursued and enacted in Law Nos.
22 and 25 of 1999 (dealing, respectively, devolution of power and fiscal
decentralization). Unlike reform attempts in other areas, the proposed decentralization
was quite drastic in many respects, and these laws were put into effect already
starting the 2000 budget year, as the decentralization policy was also supported by
the Wahid administration without any substantial changes.

The policy had its origin in the highly political motivation on the part of the
government of safeguarding the national integrity in the face of separatist demands
coming from such regions as Aceh, Irian Jaya and so forth, where sentiment was
strong that the centralized political power under the Suharto regime had hurt their
regional interests. In many senses, therefore, the decentralization policy was

yconceived as accommodation of 'centrifugal political forces within a unitary state

structure.

The Laws 22 and 25 of 1999 provide for transfers of major state functions and
responsibilities to local governments and, together with that, for transfers of public
resources to them in the forms of tax revenue sharing with local governments and of
budgetary transfers from the center. However, the basic designs of the policy
framework appear to be seriously flawed in certain respects. First, the centrai
government’'s power was to be substantially devolved to the second level local

~governments (i.e. municipalities and regencies, or DATI 2) rather than to the
provincial governments. The administrative, managérial and planning capabilities as
well as the political decision-making capabilities of the second level are far inadequate
for carrying out the newly assigned functions and responsibilities. Second, a major
part of local governments’ revenue would rely on the sharing of natural resources
taxes, which would then aggravate so-called horizontal fiscal imbalances among
‘those areas with and without rich natural resource endowment. Third; there would
thus be a need for large-scale fiscal transfers from the center to the local governments,
which would strain the central government’'s budget. And this would take place just
when the fiscal sustainability is becoming a high priority economic policy issue. There
are already a number of actual cases where misuse or even abuse of local
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government power has caused untoward conflicts with investors and wastes of public

resources.

The government may be well advised to consider revision of the basic
decentralization policy designs, now that the flaws of the original designs have come
to light. The recent enactment of Special Autonomy Laws for Aceh and Irian Jaya aiso
indicates that the current administration has decided to deal with the issue of national
integrity, not entirely through the nation-wide decentralization policy, but through
special political arrangements with the provinces with separatist leanings.
Consequently, the decentralization policy can now focus more on its economic effects

than previously.

The possible revision or reorientation of the decentralization policy might

consider the following aspects:

(1) What roles should the central and provincial governments play in providing
guidance, policy advice, and implementation assistance to the local

government?

(2) What kinds of technical and technocratic assistance should the central and/or
provincial governments provide to the second level local governments, i.e. in
formulation of revenue and expenditure policies and preparation of development

programs and projects?

(3) How should the public finance basis of the decentralization policy be revised to
minimize the likely horizontal imbalances among the municipalities and
regencies and to mitigate strains on the central government? This would require
the reconsideration of the current tax sharing formulae .and the principles and
formulae of inter-governmehtal fiscal transfers.
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Indonesia Projeci 2001
Macro Group
Terms of Reference (Drafted by T. Ito)

November2001
DRAFT(Nov 20, 2001)

1. Growth Projection
What is the medium term projection of economic growth? Which sector (energy?) is
expected to be an engine of economic growth? Is there any medium term strategy to
bring up export-oriented manufacturing sectors? '

2. Revenue Projection

(1) Tax revenues are key to restore fiscal balance. Is there a strategy to enhance tax
revenues? (a) Comprehensive tax reform(more broad-based taxes); (b) Given the
current system, enhancement of compliance; (c) Better governance of tax collection;
or (d) all of the above?

(2) How much fiscal “decentralization” hurt central government tax revenues? Could the
decentralization mean that the central government will be left with large debts with
much less revenues to pay for it?

3. Fiscal Expenditure Projection
Will fiscal expenditures be cut to reflect less revenue due to fiscal decentralization? Or,
will some of the central government expenditures be shifted to regional government?
How could it be ensured that local and central government expenditures will be
coordinated?
Will the budget process be revised to put more restraint on expenditures?

4. Fiscal Debt Sustainability: Scenarios
Given the growth, interest rate, revenue, and expenditure projections (high cases and
low cases), can fiscal debt be sustainable? Basically, draw the path of fiscal debt/GDP
ratio depending on those projections, and then discuss plausibility of future paths.

5. Fiscal Debt Management
Given the path of fiscal debt, maturity and currency-denomination of debt has to be

managed wisely. Market infrastructure of debt trading has to be enhanced.

6. Technical Assistant Areas
Given these questions and challenges, Japan can offer technical assistance in many
areas : Debt management, tax collection and compliance, budget process , and others.
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Shuijiro Urata
i Waseda University

Problems and Proposals concerning the Promotion of Small and Medium-sized
Enterprises in Indonesia

l. Importance of the small and medium-sized enterprises (SMEs) for the development of
Indonesian economy (*: potential role)
a) Main players in economic activities (taking a major position in the number of
enterprises and employeeé)
b) Supporters of regional economy
*c) Formation of supporting industry
*d) Source of dynamism

II .Significance and aim of SME policy
a) Significance: To create environment which makes it possible for SMEs to play the role in
economic development as shown in I. In the concrete, the support for the efforts to
establish new businesses and managerial innovation and to create environment for fair
competition and equal footing with large enterprises.
b) Aim: To strengthen competitiveness, foster export-oriented enterprises and regional

development

Ili. Problems and challenges for SMEs in Indonesia
There exist only a few SMEs with competitiveness. Problems of the SMEs in Indonesia

are as follows;
a) Mismatch of fund requirement and supply (shortage of capital supply to SMEs that have

potential competitiveness)
b) Shortage of human resources, and the low level of technological and managerial know-

how.

c) Underdevelopment of linkage between enterprises (infant stage of supporting industries
and industrial agglomeration, and undeveloped information network concerning the
market and technology) |

d) Limitation of free activity and competition caused by regulations

IV. Policy proposition (proposal of policies for Problem (IlI) and others)

a) Improvement of financial market for SME : Improvement of credit guarantee system,
public credit, equity financing etc., as well as capacity building of personnel in financial

- 107 -



b)

d)

g)
h)

institutions

Capacity building of personnel for SMEs: Enhancement of SME iraining center and
corporate evaluation for SMEs, etc.

Establishment and improvement of effective information network: Estabhshment of data
base concerning enterprise and merchandise information, etc. and expansion of its use
by SMEs (especially, circulation of information for export promotion etc.), promotion of
the use of IT and promotion of inward foreign direct investment (FDI): Liberalization of
FDI policy '

Implementation of policies for deregulation and competition

Importance of linked application of policies on (a) and (b)

Strengthening of the coordinating function between measures for SMEs

Enactment of SME promotion law '

Review and unification of the definitions of SMEs

Improvement of ability of local governments to make and implement policies consistent
with the SME policies of the central government
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November 24, 2001

Economic policy support to Indonesia
(Creation of environment favorable to investment)
Toshihiko Kinoshita
Department of Commercial Science
Waseda University

1. Definition of investment environment in Indonesia
The “investment environment” here refers to one for the foreign firms. It shares some
features with one for the local firms, but the latter is not the object of this research
project. It is evident that the inflow of foreign direct investment in a considerable scale
and to SME area is indispensable for the recovery and future development of

Indonesian economy.

2. The current situation of the Indonesia’s investment environment

From the 1990 to 1997 when Asian financial crisis occurred, Indonesia was the
largest recipient of FDI in ASEAN, or the second largest next to China. Since the 1997
crisis, however, foreign direct investment to Indonesia dropped drastically and has not
recovered yet to date. According to the UNCTAD’s statistics for 2001, it ranks the 134th
among the 135 countries targeted for foreign direct investment on a net inflow basis.
This is mainly due to the following factors: (a)The worsening of political, economic and
social conditions (labor problems, in particular) of Indonesia, (b)changes within the
ASEAN: notably, the industrial cluster of Thailand steadily buiit up in the auto sector, in
particular. (c)the dramatic improvement of the prospect of the investment environment

in China

3. As is seen in the survey by Japan Bank for International Cooperation, however, the
Japanese enterprises still regard Indonesia as the fourth promising host country
targeted for investment after China, the United States, and Thailand. It really has a high
potentiality. Therefore, the chances for improvement of the situation are not scarce, and

it depends mainly on politics and its policies.

4. | would like to offer advise to the central government and local authorities on what to
be done, while conducting discussions with Indonesian policymakers. Among the
governmental organizations, the Ministry of Labor plays an important role. It is not safe
to ignore the emergence of nationalism, as is seen in the recent campaign against the
sale of a cement enterprise to a foreign company by IBRA for example, since
xenophobic factors are making a vicious circle. Then, it should be clarified why
Japanese, European and American enterprises are positively making direct or equity
investment to China, Vietham, and Thailand, but not to Indonesia (clarification of the
reasons to media is essential).

5. We have to discuss investment environment for large enterprises which deal with
energy resources, manufacturing and sales on a large scale and, at the same time,
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one for small and medium-sized enterprises, because they have different perspectives
on advantage and risks of investment. It.is éssential for Japanese government to
discuss on investment environments from the point of fostering supporting (small and
medium-sized) enterprises. It is very important to study the impact of decentralization
on direct foreign investment, and issues on judicial system and law enforcement.
Furthermore, it needs to analyze the background and the impact of the agreement
reached between China and the ASEAN countries to conclude a free trade accord as
well as the impact of AFTA which is expected to enter the full implementation stage in
2002.

(end)
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Financial Sector
By
Masaaki Komatsu

Monetary Policy
What are the major objectives, targets and tools for the monetary policy?
If inflation targeting is a new monetary policy framework, are institutional,
organizational and operational frameworks prepared?
What are the policy tools and mechanisms to achieve policy targets under the
inflation targeting policy?
What are the targets and realization for the M1,M2, and other monetary targets?
There is a wide discrepancy between the growth rates of M2 and bank credits.
Under such circumstances the monetary policy seems not to be effective.
What are the roles of SBI and government bond markets in the monetary policy
operations? : .
Under a partly dollarlized economy what are the mechanisms to maintain
monetary policy effectiveness? How does the central bank implement its role as
a lender of last resort?

Bank Restructuring and Financial Intermediation

Detail review on the current status of the commercial banks (state owned and
private national banks), including development of the major balance sheet items -
by currency. '

Development of the commercial banks financial indicators (CAR, LLL, NOP, NPL
ratios, etc) of major banks.

Recapitalization program is now completed. Are the commercial banks
channeling fund to the private sector in order to restore economic recovery? If
not, what are the major problems and policy prescriptions?

The weak banking sector is one of the major causes of the financial crisis. Are
there substantial improvements in the banking sector after the crisis, including
prudential rules? - If so what are the major changes? Are there changes in
behavior of the banks, borrowers and bank supervisors after the crisis?

Others

Current status of INDRA _

Recent development of the Jakarta stock exchange markets.

Current mechanism of economic policy coordination. The economic ministers
meetings are held regularly? Who are the members and how often? Is the
monetary board still held regularly?

Recent development of the exchange rates and amounts of the burse
transactions.

Recent development of the forward exchange rates.
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Basic Ideas about Democratization
By
Takashi Shiraishi

Basic Thinking

Democratization needs to be understood as a process to regain people's trust in their
government and restore legitimacy of the state by organizing and running its
administration in a democratic way. Political stability under a new democratic system can
only be achieved when such trust of the people in the government and the legitimacy of
the state are restored. In this sense, democratization and decentralization needs to be
seen as two different aspecis of the same process, the governance reform, and it is
important to propose measures to support democratization and decentralization in a

systematic and integrated way .

Major Issues

1. With the transition from the authoritarian regime under Suharto to a democratic regime,
both the parliament and political parties have come to play far more important roles in
politics and administration than ever before. This means that the parliament and
parties have responsibilities commensurate with their power. If the parliament fails to
fulfill its duties as legislature and consumes itself in power struggle, then there is a risk
that the Indonesian people might lose their trust in the parliament and in the
democratic system. In order to help improve the legislative ability of the parliament,
training programs for parliamentary members on budgetary process and legislation,
capacity building for parliamentary staff, and support for restructuring Cabinet
Legislation Bureau needs to be considered.

2. There are many factors that have led to the ongoing conflicts, religious and ethnic, in
Indonesia. But one thing is clear: the people of Indonesia have lost trust in their state
apparatus, above all in their justice system. Though the Japanese government
currently sends experts to Indonesia as part of its assistance program for the police
reform, more are needed, above all in the area of the justice system reform.

3. Indonesia's state agencies raise a significant portion of fund they need from informal
sources. It is reported, for instance, that almost 70 per cent of the fund the military
needs come from informal funding. This state of affairs undermines the intent of the
democratic management of government. That the government be accountable to the
people for all the fund the state agencies raise and spend is the very basic condition
for restoring people'’s trust in government and the state. It is important, therefore, to
provide assistance in measures to monitor accounts of YAYASAN (s) established and

run by state agencies and make them accountable to the Indonesian people.
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