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From: C. Stuart Callison, Chief of Party

1. Contract Final Objective: The Contract was designed to provide both technical and
grant assistance to the Government of Indonesia (GOI) under an activity called the
Partnership for Economic Growth (PEG). The goal of the technical assistance (PEG-TA) was
to help Indonesia resume and sustain its economic growth by strengthening economic policies
and practices associated with increased openness to international trade and investment and
strengthened domestic economic competition. PEG-TA was to place and support long- and
short-term technical advisors in a series of institutions that are critical to formulating and
executing policies needed to improve the international trade regime and domestic economic
competition. Other advisors were to provide information, intellectual capital, and analytical
support to key policy-making officials in support of the economic growth strategic objective
and/or crisis-related topics. The focus was to be on analysis and advice for policy review and
formulation.  Magjor institutional development work was not planned.  However,
strengthening of staff through transfer of intellectual capital and technical skills on key policy
issues was expected. Therefore, the use of seminars and short-term training both in Indonesia
and in the United States was an element of PEG-TA.

The overall goal of the grants program (PEG-G) was to sustain Indonesia’ s economic growth
by strengthening economic policies and practices associated with increased openness to
international trade and investment and strengthened domestic economic competition. It was
designed to establish long-lasting relationships between America s premier public and private
ingtitutions with counterpart groups in Indonesia to assist in formulating and implementing
these economic policies and practices. The PEG grants manager prepared separate annual
reports for the PEG-G component, and only brief discussions of some of its activities are
included in this report, except that the LOE and estimated costs associated with it are
included in the following paragraph.



The PEG Contract is a cost-plus-fixed-fee (CPFF) term contract. It was signed on October 7,
1998. It caled for an LOE of 472 person months (pm) during the first 2 years and an
optional 3 year, which was exercised by letter on April 26, 2000, at a tota cost of
$17,628,802, which included plug figures of $5,000,000 for grants and $880,000 for training.
Contract Modification No. 3 signed in January 2001 extended the estimated completion date
from October 7, 2001, to October 7, 2002, although most of the TA was funded only through
June 2001 (while the grants component was to continue through September 2002). In July
2001 Modification No. 5 authorized a 4™ year extension, funding most of the TA through
June 2002. It increased the Contract LOE to 621 pm and authorized total funding up to
$22,428,290. In July 2002 Modification No. 8 authorized a 5" year extension, funding TA,
training and grants through June 30, 2003. It increased the Contract LOE to 753 pm and
authorized total funding up to $26,182,764. On June 30, 2003, Modification No. 10 was
signed to extend the project for a final 3 months, due to delays in designing a follow-on
activity caused by the 6-month ordered departure after the Bali bombing in October 2002.
This final extension provided no additional LOE and no additional funds for grants or
training activities, but increased total authorized funding to $26,505,788 to cover additional
expenses incurred during the evacuation and local costs required for the additional 3 months.

As of September 30, 2003, the Contract expiration date, 747.0 pm had been provided and 6.0
pm of authorized LOE remained unused. As of December 19, 2003, cumulative expenditures
for services rendered prior to September 30 were $25,826,916.12 and the remaining
unexpended balance was $678,871.88.

2. Expected Results: The PEG-TA was expected to support the achievement of USAID/
Indonesia’ s strategic objective framework, in particular its strategy for economic growth and
its specia objective pertaining to the current economic crisis. Thisincluded the intermediate
results related to international trade and domestic economic competition and the policy
reform processinitiated by the IMF to deal with the current economic crisis.

Under the USAID Mission’s Strategic Objective 1 (SO-1), “Foundations set for rapid,
sustainable and equitable economic growth,” the following intermediate results were
targeted:

1) Sound economic policy and institutions,

2) A conducive legal and regulatory framework;

3) Open access to economic opportunity; and

4) Knowledgeable public participation in economic decision-making.

Under the Mission’s Specia Objective 14 (SO-14), “Recovery of the Economic & Financial
System,” the PEG Contract targeted the following intermediate results:

5) Financia sector restructured and governance improved; and

6) Public sector policy and governance improved.

3.a. CoreActivities: The PEG Contract and its key modifications specify the provision of a
number of long-term economic advisors and provide brief scopes of work (SOWSs) for their
activities. Each advisor then works out an annual work plan, pursuant to this SOW, with his
chief counterpart, which is also informally approved by the CTO. The contract SOWs and
the specific work plan activities for 2003 were summarized in detail in the PEG 2002 Annual
Report and are summarized by advisor in the matrices of Sections 3 and 4 of this report.



3.b. Current Buy-Ins: The PEG Project did not authorize or contemplate buy-ins, and there
are no delivery orders thereunder outstanding or contempl ated.

3.c. Subcontracting ActivitiesDuring the Year: Nathan Associates Inc., aslead contractor
of the Nathan-Checchi Joint Venture, subcontracted with the Boston Institute for Developing
Economies (BIDE) and Innovative Resource Partners (IRP) to provide certain long-term and
short-term technical assistance to the project.

4. Performance: The PEG Contract Final Report is organized into the following sections:

1) Narrative Summaries of Progress Toward PEG Contract Objectives
2) Matrices of Objectives, Deliverables and Final Status of Deliverables
3) Individual Annual Progress Reports, Narratives

4) Individual Annua Results Matrices

5) Training Summary

6) Small Grants Activity Reports

7) Inventory List

Sections 1) and 2) discuss the overall Contract Objectives and Deliverables, respectively,
over the 5-year life of project (LOP), by advisor. Section 1) includes some comments from
key GOI counterparts about the usefulness of PEG technical assistance in achieving the
objectives. Sections 3) and 4) present the PEG Advisors' Individual Annual Progress Reports
and Results Matrices for 2003. Sections 5) and 6) summarize PEG training and small grants
activities over the LOP, and Section 7) lists the non-expendable inventory list for those items
costing more than US$500 per unit when purchased.
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Narrative Summary of Progress Toward PEG Contract Objectives:
Bappenas/M enK oEkon/M oF, 1999-2003 - Dr. William Wallace

Background

Generaly speaking PEG consultants have approached the provision of assistance to
the GOI by identifying three broad areas:
1. ldentifying and working on specific medium and longer term policy issues,
2. Capacity building,
3. Crisisresponse (also called fire fighting).
Over time, and depending on circumstances, the percentage of consultant effort in each area
has evolved.

Working with our counterparts we have identified a series of policy issues to inform and
set the tone of the policy debate and of course impact the outcome. The PEG project did not
have a strong explicit capacity building focus (probably reflecting the crisis atmosphere when
it originated). Nevertheless we have attempted make our effort sustainable by addressing
policy issues with an on-the-job training approach involving GOI staff in consultation and
joint work whenever possible. Beyond this, and increasingly, GOI staff has taken leadership
on many policy analysis tasks and our role has been to provide comments and input on their
work. To the extent possible, given time constraints, we have attempted to work as closely as
possible with staff on fire fighting.

Principle long-term contract objectives:

1. Achieving and maintaining fiscal sustainability (also called fiscal consolidation),
which includes related work on macroeconomic and financial sector analysis.

2. Prioritization and coordination in the policy process (White Papers, Propenas, and
Repeta’s, the budget and the Exit Strategy).

3. Improved policy making through the identification and removal of constraints to
potential growth, employment and poverty reduction. Substantial efforts have gone
into investment, employment, tax, poverty issues and more recently something the
GOl calls economic diplomacy™.

It would take too long to go into detail of the work we have done over the last 4.5 years, but
let me highlight some joint work in the first two areas (areas where al of us have worked
including Kelly) and allow Kelly to go into more detail on some specific policy efforts.

Achieving and maintaining fiscal sustainability

The period from mid 1997 through December 1998 “Pre-PEG” was the height of the
crisis, however by late 1998 early 1999 some normality was being restored, the worst of the
exchange rate shock had passed; inflation was slowing and interest rates falling. With this
“normality” key policy makers at Bappenas (including the Chairman Dr. Boediono, the Vice
Chairman Dr. Djunaedi and the Deputy Chairman for Economic Affairs Dr. Soekarno)

! Economic diplomacy relates to the Indonesian government’s organization of and presentation to the public
(domestic and foreign and inclusive of foreign governments) of information and policy stance. There is a
widespread sense that relatively poor representation has become part of an Indonesian perception problem.
Understanding and confidence (about policy direction) are keys to creating credible expectations, and
expectations drive behavior.



requested a longer-term vision or strategy. In mid-1999 these senior policy makers
commissioned a study by the staff of the Economic Deputy at Bappenas on a medium-term
recovery strategy for Indonesia. This was subsequently published as a White Book. A great
deal of the macroeconomic framework and policy analysis in the White Book was
incorporated into the draft Five Year Plan (Propenas) in 2000. These Propenas
strategies/targets were revisited in Annual Action Plans (Repetas) of 2001, 2002 and 2003.

It is useful to revisit this 1999 White Book, “Looking to the Future of the Indonesian
Economy” as it has provided the underpinning of the basic Indonesian macroeconomic
strategy since that point. Four broad areas were identified:

e Operating under uncertainty

e Preventing arepetition of the Crisis: The Problem of Private Debt
e Fisca and Public Debt Sustainability

e Policy Coordination

The first refers to the uncertainty introduced by afloating exchange rate. The Rupiah,
post regime changei.e. float, in August 1997, could now be expected to reflect shocks
to the economy (positive as well as negative, external and internal [policy]). The
private sector and government would have to live with this uncertainty and take
measures to compensate. Conversely a floating exchange rate would allow Bank
Indonesia more control over inflation, at least to the extent that fiscal policy is on a
stable footing. There is arecommitment to this policy.

The second bullet revisits the issue of private sector debt, especially debt in foreign
currency. It points out that there are no magic policies that can prevent another crisis
(which tend to be recurring in most countries), but does suggest that dependence on
the banking sector be reduced with more reliance on Capital Markets and the Non-
Bank Financial sector. With deeper and higher quality domestic capital markets better
currency and maturity matches are achieved. Better information and monitoring are
al so suggested.

Under the third area the White Book focuses on the subsidies and foreign and
domestic debt (and their associated interest costs) that are the legacy of the crisis. The
central task is to get them back under control. Since the situation at that point was still
quite unstable it indicates that it is important to renegotiate the arrangement with the
Paris Club (and implicitly the IMF) to extend debt relief through 2002/03.
Several fiscal targets were suggested for 2004: 2

1. Virtua elimination of the subsidies.

2. Budget in balance.

3. Debt to GDP ratio under 60%.

4. Non-oil taxesto increase by approximately 0.5% of GDP annually.

The fourth bullet points out that monetary policy had been carrying the burden of the
policy response to that point. And that as recovery continues it is critical to tighten
fiscal policy to ensure fiscal sustainability. The government debt was close to 100%
of GDP, interest rates and subsidies were high and volatile. These create budget

2 At this point fiscal years were April 1 to March 31 and subsidies were targeted at 0.3% of GDP by 2004/05,
which is effectively next year.



sustainability concerns which directly affect expectations. Expectations directly affect
the stability of the Rupiah and interest rates and inflation follow.>

The White Book also contains a policy reform agenda. There are too many areas to
cover here, but some are interesting. It anticipates the Medium Term Expenditure Framework
(MTEF) suggesting a multiple year rolling budget and strongly implying the need to
consolidate the capital and routine budgets. It indicates that the GOI should provide quarterly
budget outcomes according to GFS standards. It points out the need to continue to reduce
tariffs and especially avoid other protection measures (NTBs), reduce obstacles to
investment, especially the need to simplify registration procedures, maintain flexibility in
labor markets, and deal with the rising problem of domestic trade barriers.

The White Book was written over 3 to 6 months in mid 1999 a period when the
Indonesian economy seemed on the road to recovery. For example, in August 1999 the
Rupiah was 7,565", inflation was 3% and interest rates (SBI 1 month) just over 13%° and
GDP growth had turned positive in the 2" quarter although was still around 2%. Thus this
was a period of some optimism athough concerns lingered.

“But recovery can not be taken for granted. The turnaround to date stems largely from
improved confidence. Our experience since mid-1997 demonstrates that confidence is a
fragile commodity that is easily affected by political or economic events.”®

By November the President and government changed and the MPR session mandated
that there be a new five-year plan or Propenas. Given the immediacy of the task and the
preparation for the White Book it is not surprising that the Propenas, at least the
macroeconomic framework, adopted some of the general philosophy of the White Book and a
number of the targets. In line with the political nature of the document economic targets are
more optimistic. However, the fiscal philosophy and targets for subsidies, budget deficit and
debt to GDP are similar. However, the tax to GDP ratio was raised to 16% by 2004 (against
an estimate inclusive of taxes on oil & gas of 14.8% of GDP in the White Book). In addition
the Parliament mandated a recovery rate for IBRA assets of 70% (the White Book estimate
had been just under 30% in line with the types of assets and the experience of other
countries). Finaly the Parliament mandated that foreign debt or borrowing be minimized.’
There were numerous issues among other restoring health to the banking system, recovery
ratios on IBRA assets and possible revenues from privatization that were done and provided
to the GOI.

Under the government of President Gus Dur the budgets for 2000 and 2001®
continued to proceed on the basis of the Propenas targets, at least with respect to budget

3 Given subsequent events it is even clearer now than then how critical this effort at fiscal consolidation has
been to restoring macroeconomic stability.

* Already up from 6,726 in June in anticipation of the political eventsin the upcoming MPR session.

® SBI 1 month, down from over 20% in June.

® Bappenas “Looking to the Future of the Indonesian Economy”, 1999, pg. 2.

" The White Book had assumed post Paris Club foreign donors would ramp up foreign loan disbursements
sufficient to leave relatively small amounts of net negative foreign transfers. This assumption was based the
thought that the policy agendaincluded would be acceptable to both the domestic and foreign audience. Coupled
with a zero budget deficit this would have precluded the need for domestic financing. The Propenas assumption
that taxes reach 16% of GDP and that 70% of IBRA assets could be recovered implied that not only no domestic
financing was needed, but also no additional foreign financing was necessary.

8 Fiscal year 2000 was reduced to 9 months to make the fiscal and calendar year the same.



deficits and planed fuel price increases (to reduce the amounts of subsidies). Initially
macroeconomic stability and economic recovery were only marginally affected by the change
in government in November 1999, and through much of 2000 it appeared that recovery was
taking a better hold with economic growth reaching the 5% range. However, in retrospect it
is clear that policy commitment was beginning to unravel. Delays in raising fuel prices
ensued and continuing friction with the donor/creditor community reduced foreign financing.
This raised concerns over fiscal sustainability and in fact the budget for 2001 had to be
revised substantially, early in the year,® due to lack of movement on subsidy reductions. This
raised warning flags including a depreciating Rupiah, rising interest rates and inflation that
were precursors to falling growth by 2001. As the macroeconomic and political situation
deteriorated pressure on the government continued to rise. This culminated in its replacement
in July and August of 2001.

The Cabinet installed by President Megawati in August moved to restore relations
with foreign donors and achieve the budget objectives (with respect to subsidies and deficits)
first laid out in the White Paper but put into law in the Propenas. The economic team aso had
to address the issue of domestic debt. This problem, although anticipated at the time of the
White Paper, was probably not accorded sufficient analysis. However, the government, by re-
profiling state bank debt, passing a sovereign debt law allowing the issuance of new debt and
achieving an accord with the central bank, improved the maturity structure of domestic debt
coming after 2002.%°

However, 9/11, the bombing in Bali, a simultaneous economic downturn in a number
of developed countries, and most recently the War in Irag and SARS created shocks (of
differing magnitudes) to economic growth and put back the goal of balancing the budget by
approximately one year. Nevertheless, Indonesian macroeconomic policy has continued to be
driven by the fiscal consolidation, and this policy has paid dividends in terms of
macroeconomic stability. Still the loss of momentum in 2000/01, external shocks and policy
inconsistencies/delays, especially in the trade and investment area, have continued to damage
confidence and delay recovery. The result is that the economic growth trajectory (toward an
assumed Indonesian sustainable growth in the 6%+ range) now appears to be a year or so
behind the patterns assumed in 1999.*

The budget proposed on August 15, 2003, is the final one under the scenario first laid
out in the White Book/Propenas, although the current economic team and presumably its
strategy will be responsible for the budget for 2005 as well. Much has changed but next
year’s budget continues to focus on fiscal consolidation, targeting a budget deficit of 1.2% of
GDP, continued reduction in subsidies (on a budget to budget basis) and a target government
debt to GDP ratio of 60%. In fact the changes, especialy the lack of foreign financing (net

° Thereis anormal revision in August/September.

19 The consultant team at Bappenas and MoF/Menko worked closely with the staff and other consultants
(USAID Treasury among others) on these issues.

1 Macroeconomic stability was not really restored until May/June 2002 and not really believed by the private
sector for another 6-8 months. This caused many to question the utility of fiscal prudence and a great dea of
consultant support went to the GOI in support of holding to the policy until the results can be seen. Nevertheless
this also began a period when the consultants began to focus more on obstacles to investment and trade, and
initial studiesin labor (John Harris) and investment (Lex Rieffel) were commissioned. Given the donor focus on
poverty this was also a priority for long and short run consultants. At the request of the Ministry of Finance this
period also saw more work on trade policy including the organization of Team Tariff, Trade Zones, and various
tariff issues.



foreign financing is now quite negative) and the non-zero budget deficit imply substantial
domestic financing needs.*

This account may put too much emphasis on the White Book, the Propenas and the
Repeta for the period 1999-2003. However during crises and their difficult aftermaths and
even during the give and take of normal political and economic debate it isimportant to have
a clear strategy. The White Paper was a Bappenas document and the Propenas, subsequent
Repetas and budgets were GOI (including Menko and Ministry of Finance) efforts. However
PEG consultants and others have worked extensively with the GOI to support this agenda. In
the process the strategy when followed has worked. The debt to GDP ratio, perhaps the most
important signal of fiscal sustainability, is now expected to reach the target established in
1999 and has resulted in greatly increased macroeconomic stability. The GOI and our
counterparts are to be commended for their effort.

Prioritizing and coordinating the policy process

A second magjor area of work has been in providing assistance to the GOI on the
policy process, including background policy analysis, establishing priorities, coordination and
communication with the donor community.

The origina White Book and its role has already been described, but there were a
number of subsequent White Books that have highlighted among other things legal reform,
investment procedures, employment, decentralization as well as a continuing focus on
macroeconomic stability issues and fiscal sustainability. These White Books were explicitly
designed to provide policy input to the annual action plans or Repetas. The Repetas,
beginning in 2001, have each year focused more clearly on a set of designated priorities and
with increasing cabinet involvement have gained more ownership. This has culminated with
the current IMF exit strategy taking this year’s Repeta as a starting place. The Exit Strategy
matrices with outputs/deliverables, time lines and responsibilities should advance the
coordination and ownership of reform post-IMF. If, in the future, the choice of priorities and
detail of the exit strategy were to be available in the Repeta in April/May, it would improve
the policy process by alowing greater stakeholder input and analysis of concrete proposals.

Again, these are GOI documents, but PEG consultants, and many others, have worked
closely with GOI counterparts to improve the policy analysis and the processes themselves.
And again the GOI is to be commended for how far they have brought the policy generation
process while sharpening priorities.

The consultant team has also assisted the GOl on relations with the foreign
community, most especially the CGI. This has been achieved working with staff at Bappenas
and Menko on responding to issues, discussing priorities and improving presentation.
Recently this has been highlighted by the GOI in their request of assistance on Economic
Diplomacy.

12 This despite the measures previously mentioned designed to improve the maturity profile.



The Policy Challenges Ahead

GOl economic institutions have made excellent progress in establishing a sustainable
fiscal situation and a stable macroeconomic climate. Despite a number of shocks, an election
and the end of the IMF program, growth is expected to accelerate modestly next year. With
the IMF Exit Program, there should be continued momentum for reform. Over the last couple
of years the PEG team at BappenassMenko/MoF has been shifting its emphasis toward
employment, investment and more recently trade and taxes. These are directions that should
be followed more actively under GIAT as we work with our counterparts, the private sector
and others to revitalize investment and trade. The focus on fiscal sustainability and
macroeconomic stability has served Indonesia well for the last few years, but a new focus on
raising growth and increasing employment is now needed.

However, before we declare victory, it is important to realize that we have been here
before. Once again there is an election looming amidst a transition from the IMF/Paris Club.
The pressures to backslide may be severe and a new economic team may take time to find its
feet. The foundations in mid-2003 are far stronger than they were in mid-1999 but are far
from impregnable. The Indonesian government has a history of running prudent fiscal policy;
but it aso has a history of problems in the financia sector and there may be unfunded
(contingent) liabilities growing elsewhere. It is not time, yet, for Indonesia to run
accommodeative fiscal policy. Even when the time comes it is critical that expenditures are in
areas of need. Support for budget and macroeconomic policy that extend stability especially
during the IMF political transition year of 2004, should remain a priority.

However, under GIAT we should be able to press ahead more effectively on trade,
investment and other issues that will alow Indonesia to achieve higher growth by 2006 and
later. There is a broad agenda at our counterpart agencies, including developing effective
strategies, implementing the policies selected through effective policy and budget, and
making sure that coordination and communication work. For the next year or so policy
concerns will be focused around meeting the commitments made with the exit strategy, which
includes importantly the commitment to tax reform that improves competitiveness in
Indonesia without eroding the tax base and jeopardizing a hard won fiscal position.

Finally, assuming all goes well, or more realistically reasonably well, the Indonesian
public and private sector will be returning to international capital markets. This will put
pressure on the government to improve the flow of information and communication. An
effective way to do this is to build an investor relations program. These programs are
designed to provide contact points for important and knowledgeable foreign and domestic
capital market participants to ask questions, communicate concerns and receive information.
With an international bond there will be even more scrutiny. An investor relations program,
especialy one integrated with high level policy makers, can provide an early warning system
based on feedback from awide range of market actors.

Still, for those of us and our counterparts involved in the White Book of 1999, it is
well to keep in mind the quotation cited earlier, as it remains as true today as then.

“But recovery can not be taken for granted. The turnaround to date stems largely from

improved confidence. Our experience since mid-1997 demonstrates that confidence is a
fragile commodity that is easily affected by political or economic events.”

10



Narrative Summary of Progress Toward PEG Objectives:
Bappenas, 1999-2003, Dr. Kelly Bird

The principle objective of the real sector economist isto develop improved decision
making and institutional capacity at Bappenas in matters affecting the real sector,
including international trade, investment, employment, domestic competition,
corporate restructuring and the nature and direction of policy regarding these
areas. Also, to focus on these issues in terms of medium and long-term planning
for the Government of I ndonesia (including the Repeta process).

The narrative by William Wallace provides a detailed summary of the PEG-Bappenas
consultants approach to the provision of assistance to the GOI by identifying three broad
areas.

1. Identifying and working on specific medium and longer term policy issues,

2. Capacity building,

3. Crisis response.

As he noted, over time, and depending on economic circumstances, the percentage of
consultant effort in each area and the issues involved in each area has changed over time. Our
approach has been to work with our counterparts to identify a series of policy issuesto inform
and set the tone of the policy debate and of course impact the outcome. While much of this
effort of addressing policy issues has been a joint effort with GOI counterparts, staff
members at Bappenas have increasingly taken the leadership on many policy analysis tasks
and our role has been to provide comments and input on their work.

Over the last four years our tasks have covered a broad range of policy issues relevant to both
the macro economy and the real sector. For example, in the first couple of years of the PEG
project a lot of attention was placed on macro-economy and crisis-related banking and
financial sector policy issues including corporate debt restructuring. Attention was also
focused on capacity building efforts in the area of macro-economic modeling and forecasting
and providing comments and input into GOI economic documents such as the five year plan
PROPENAS and annual development plan REPETA. As the economy proceeded on a modest
recovery path and the macro-economy stabilized attention has been directed towards dealing
with and anticipating emerging issues in micro-economic areas such as poverty, employment,
trade policy, investment, taxation™® and impact of terrorist attacks on the economy. While a
lot of this work has been fire fighting, the effort has also been focused on medium and long-
term policy issues.

Whileit is not possible to cover all these issuesin this summary, | would like to go into detail
on two specific policy efforts that have medium term implications and how Bappenas has
played an important role in prioritizing issues, advocacy and coordinating policy - labor and
investment policies.

Emerging problemsin labor policy and industrial relations

3 PEG consultant Steve Marks worked on tax issues (VAT, income tax and excise tax) at Bappenas
for 12 months from July 2002.
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This policy area is particularly interesting as it has traditionally been the prerogative of the
Department of Manpower and Transmigration and labor policy itself has been seen as social
policy and not an economic one. Bappenas work in this area has successfully brought these
issues to the attention of a wider range of stakeholders within government (such as the
economic ministries), and has aso directed attention to the economic and poverty
implications of labor policies.

The industrial relations environment has dramatically changed since 1998. After three
decades of labor union repression, political reforms and democratization beginning in 1998
have resulted in improved labor rights and freedoms for labor to organize and this has created
a real opportunity for greater worker participation in the determination of their work
conditions and standards. However, these changes have al so created significant uncertainty in
industrial relations, more open political conflict and more frequent labor disputes.

At the same time, the government has vigorously pursued a labor protection policy, in
particular a minimum wage policy without fully considering the employment and macro-
economic implications. The levels of regional minimum wages have increased very
significantly within a very short period since the crisis. For example, in the Jabotabek area,
minimum wages were increased by about 100 percent in real terms between 1999 and 2002.
While the increases in 1999 and 2000 were designed to compensate workers for the high
inflation in 1998, by 2002 rea minimum wages in Jakarta were 39 percent higher than pre-
crisis levels, at a time when per capita GDP is dtill below pre-crisis levels. The 30-40%
increase in the minimum rate in the major industrial centers in January 2002 contributed to
significant increases in the inflation rate in the first quarter.

The minimum wage setting process has been complicated in 2001 by regiona autonomy
where minimum wage setting has been transferred to local governments. This saw substantial
increases in nominal minimum wages in recent years. This has been done against the
backdrop of the labor market under stress. Three decades of rapid economic growth and
modern employment creation came to a halt with the economic crisis in 1997 and 1998.
There was a sharp decline in modern employment in 1998 followed by a slow recovery in
employment during the post-crisis period of 1999 to 2001. In 2002 the employment situation
sharply deteriorated with an estimated loss of 500,000 regular wage jobs in the urban areas.
With about two million new job seekers each year, the deterioration in the employment
situation has resulted in an expansion of the informal sector and rising unemployment,
especially among young persons.™

Economists at Bappenas saw this as an important emerging issue for macro-economic
management and social policy as early as 1999 and reference was made to this concern in its
macro-economic white paper in 1999. They were concerned about the potential impact this
ad hoc, unsystematic approach to labor policy would have on employment recovery and
socia stability in the long-term.

14 Historically youth (open) unemployment was predominantly a queuing phenomenon, as school
graduates from middle-income families queued for their preferred job in the modern sector. Open
unemployment among poor families was less common as they were forced to find work either in the
formal or informal sector. Post-crisis period, an increased proportion of youth unemployment now
comprise of young persons from poorer families.
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In late 2000, Bappenas requested PEG assistance to develop an agenda for labor policy
analysis and advocacy. Bappenas priority was to achieve greater consistency between labor
policy, traditionally the prerogative of the Ministry of Manpower and Transmigration, on the
one hand, and employment policy initiatives in the economic and line ministries, on the other.
To this effort Bappenas took an active role in building consensus over labor policy within
government and with social partners. This consensus building effort involved three core
activities. The first involved commissioning independent research on labor policies, the
second involved encouraging government dialogue with key stakeholders and the third was
public outreach activities.

PEG assistance included funding short-term foreign technical assistance in labor policy
issues.™ In addition, with support from PEG, Bappenas commissioned an independent
poverty research institute, SMERU, to undertake two important studies in 2001. The first was
a comprehensive study on the impact minimum wage laws have on urban employment with a
focus on estimating the employment effects on different demographic groups in the labor
market - females, youths, and unskilled workers. This wage study also included a survey of
over 200 workers in 50 enterprises in greater Jakarta to assess the extent of compliance with
minimum wage legislation by worker and firm characteristics. In addition to the minimum
wages study, the SMERU institute also undertook a survey of industrial relations laws and
practice in private companies in magjor industrial areasin Javain 2001-2002.

Bappenas, and on occasions jointly with SMERU, organized a series of workshops in Jakarta
and Bandung in 2002 with the aim of encouraging more informed public discussion on labor
policy and industrial relations. This included advocating a more rational approach to
minimum wage setting and moving towards a more decentralized industrial relations system.
This work was conducted at a time of considerable flux in labor policy. Regional
governments in the major industrial centers had just controversially raised minimum wagesin
the range of 30-40% in January 2002. New drafts of the Manpower Protection and Industrial
Disputes Act had been prepared in 2001 and were being debated in parliament and among
stakeholders in 2002.

Besides providing input on the draft labor laws, Bappenas also established dialogue with
local governments over minimum wage policy.’® In September 2002, the month when parties
to the regional wage councils begin to discuss minimum wage adjustments for 2003, there
were concerns that the major regions were going to hike minimum wages by the same
amounts as they did in January 2002. In anticipation of this Bappenas organized an ad hoc
minimum wage task force to carry out a dialogue with local governments and stakeholdersin
the maor industrial centers on minimum wage policy for 2003. Senior staff at the
Coordinating Ministry of Economic Affairs and the Ministry of Manpower, together with
representatives of the Ministry of Trade and Industry and the Central Bureau of Statistics,
participated in a Bappenas dialogue with senior officials from local governments.*” This

> These STTA included Dr. John Harris, Dr. Terrence Kelly, Dr. Chris Manning (long-term
consultant) and Don Zimmerman on industrial relations.

16 While the new law provides a modest improvement to overall policy framework, the law was a big
improvement over earlier drafts and basically was arrived through a consensus between major labor
and employer groups.

1 DK Jakartawas selected as it emerged in 2001/2 as the regional minimum wage |eader.
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dialogue successfully contributed to stakeholders reaching a consensus over minimum wage
increases for 2003 - DK Jakarta raised minimum wage rate by only 7%.

Several successes have come out of this effort in the last 12 months. Besides a more rational
adjustment to minimum wages in 2003 (including a new national wage council), it now
appears that the Ministry of Manpower is considering moving towards a more decentralized
approach to dispute resolution procedures, a position Bappenas and others have been
advocating for some time. In addition, while the new labor laws contain provisions that may
potentially reduce employment in the modern sector, it was still an improvement over earlier
drafts and was reached through consensus between major unions and labor groups.

Nevertheless, employment issues will continue to dominate the GOI and the public concern
over the medium term. In this context Bappenas will release its “Review of Labor Policy” in
September 2003. One aim of the Review is to encourage an informed debate on labor policy
and to establish a potential platform for labor and employment policy reforms in the future.
While the Review is a Bappenas document, PEG consultants have worked extensively with
the GOI to support its agenda.

I nvestment policy framework

Prior to the economic crisis in 1997 the GOI was considering the drafting of a new
investment law with the view of merging the foreign investment and domestic investment
laws into one. The economic crisis and ensuing political instability for the next three years
put the investment issue low on the priority list, as GOI had to direct its attention to fiscal
sustainability and stabilizing the macro-economy. Once the macro-economy was stabilized
attention was directed to the investment climate. However, regional autonomy complicated
this, as regiona governments demanded more say in investment policy and FDI approvals.
While the GOI saw the investment framework as crucially important for economic recovery,
reaching a consensus on investment policy has not been easy, given the different competing
sectoral interests within government and outside government and a Parliament now more
actively involved in the process. The GOI saw a new investment law as the foundation stone
for an improved investment climate, as this could be an effective investment promotional
tool. Bappenas, as a member of the inter-departmental drafting team, took a more active role
in this process in 2001. It was very active in the drafting process and one of its successes was
the inclusion of the "national treatment" clause, whereby foreign and domestic investors
would be given the same treatment under domestic law and government policy. Of course
there remain outstanding issues that are still being debated within government, including
defining the relationships between central and local government regarding investment
registration or approvals, and whether or not to provide tax incentives to investors.

Besides work on the investment law, Bappenas efforts have also focused on other elements of
the investment climate - infrastructure, judicial reform, trade facilitation. This role has been
more to do with prioritizing and coordination among the other line ministries through various
inter-departmental committees, the REPETA process, and most recently the GOI's white
paper on the exit strategy, where Bappenas was coordinator of the investment, employment
and export components. Again, these are GOl documents, but PEG consultants, and many
others, have worked closely with GOI counterparts to improve policy analysis and the

18 On average minimum wages increased by 13% nationally in 2003 (inflation is expected to be 5%-
6%), compared to more than 24% in 2001 and 2002.

14



processes themselves. And the GOI is to be commended for how far they have brought the
policy generation process while sharpening priorities.

Policy challenges ahead

While there have been some successes on the overall investment policy framework, much
more needs to be done in the area of judicia reform, infrastructure policies, and trade
facilitation, all necessary for employment creation. Under GIAT we should be able to press
ahead more effectively on trade, labor, investment, and other issues that will produce higher
economic growth and employment creation. There is a broad agenda at our counterpart
agencies, including developing effective strategies, implementing policies, and improving
coordination.
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Partner ship for Economic Growth Wrap-Up Session
Dr. Soekarno
Deputy, Economic Affairs
National Development Planning Agency
September 2, 2003

| would like to thank the presenters for very concise reviews of the key policy challenges
faced by the Indonesian government over the last five-years and how the government
addressed them, and often under very turbulent times. The speakers also touched on the role
PEG consultants have played in this process and the chalenges that lie ahead for us.
Therefore | would like to divide my remarks into two sections. First, | would like to make
some comments on the macro policy challenges faced by the GOI, how the government
responded to these challenges. Secondly, | would like to comment on the role of USAID-
funded technical assistance programs during the past five years and given changes in
priorities what we expect from technical assistance in the future.

Challenges faced by the gover nment

First the challenges the Indonesian government has faced since the crisis. Two important
themes came out of the three presentations. The first theme is that during the crisis much of
our attention focused on fiscal sustainability and stabilizing the macro-economy and much of
this work was to take the words of Dr. Wallace "fire fighting" rather than thinking about the
medium and long term issues. As the macro economy stabilized and fiscal sustainability
improved our attention has turned to micro-economic issues such as investment, trade, labor
policies and employment. The post IMF policy strategy is one vehicle through which the
government is focusing on these micro-economic issues. The second theme to that came out
of these presentations was that our policy challenges occurred under turbulent periods.

Dr. Wallace provided a very nice and comprehensive overview of the policy challenges
during the last five years and the government's thinking about these issues as described in the
Bappenas white paper on the macro economy in 1999. Indeed, the recent turnaround in fiscal
sustainability and the macro-economy is a remarkable story. It was only back in 2001 that
fiscal sustainability was very much in doubt without the government introducing tough fiscal
measures, without the Paris Club debt rescheduling facility and donor support. The
government was running a structurally unsustainable fiscal deficit primarily driven by very
large fuel subsidies and interest payments on domestic debt.

Recent fiscal sustainability and stable macro environment as described by Dr Wallace was
achieved by making some very tough decisions of which many of these were originally
outlined in the 1999 macro white paper such as reducing subsidies, improved tax collections
and prioritizing expenditure. Of course on hindsight there were a number of policy issues and
decisions that could have been done differently or improved. For example, in 1999 the white
paper did talk about issues surrounding the bank bonds, but more analysis should have been
done, such as reprofiling bonds, although we did address this issue in 2002.
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Looking ahead, there continue to be major challenges that the government face post-IMF.
The most immediate challenge is to maintain fiscal discipline. Indonesia will no longer have
the Paris Club Debt Rescheduling facility. These changes, in addition to increased political
pressure to increase expenditures in the lead up to next year's general election places pressure
on fiscal sustainability and the challenge isto maintain fiscal discipline.

While the macro-economy is stable, it has not translated into higher growth necessarily to
create sufficient jobs for new labor market entrants. Based on the 2002 national labor force
survey (BPS), 500,000 regular wage jobs might have been lost in the urban centers and 1.5
million jobs nationally. Limited opportunities in the formal sector and crowding of workers
into the lower paid informal sector means that more and more families are vulnerable to
falling into poverty. Higher economic growth is needed to absorb workers. For sure there
will be a lag between macro stability and growth, but to maximize the benefits of this
stability we need to work on improving the investment climate. In this context the
government is turning its attention to micro-economic areas such as improving the investment
climate and labor policy and these issues will dominate over the medium term.

Role of USAID-Technical Assistance and Lessonsfor GIAT

| would like to turn to the role USAID technical assistance has played in supporting policy
analysis and the policy-making process itself. The PEG project has played an important role
in several respects. First, PEG consultants have worked with us to help identify policy issues
to inform government and set the tone of the policy debate. One example was PEG
consultants' assistance with the macro-economic white paper in 1999, continuous support for
the annual development policy strategy for REPETA and the state budget. While much of the
work has been crisis fire fighting it has also included work on medium and long term policy
issues, for example, the Bappenas white papers on macro economy and most recently labor
policy review. A second important role has been the transfer of skills and knowledge to GOI
counterparts. While the PEG project did not have a strong explicit capacity building focus
(probably reflecting the crisis atmosphere when it originated), nevertheless there has been
important transfer of skills and knowledge through on-the-job training involving GOI staff in
consultation and joint work whenever possible. Indeed, working closely together on the white
papers helps improve the policy analysis and the processes themselves.

In thisregard | would like to touch on what we expect under GIAT. We still expect that much
of our work will continue to be fire fighting in both macro, fiscal and micro economic policy
areas. However, with some measure of macro stability and fiscal sustainability we are
directing more attention and resources to the micro-economic areas covering trade,
investment, labor policy and tax reform through the GOI's Exit strategy and other policy
vehicles (white papers, REPETA, PROPENAS etc) and with a more medium term focus and
capacity building. This is what we would like to see from GIAT - an increase focus on
medium term policy issues and capacity building. We believe the GIAT project will play an
important function in this process. In particular, the establishment of a Policy Analysis Unit
as envisaged under GIAT will be one important vehicle for capacity building at Bappenas as
well asthe other GOI counterpart agencies.
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Narrative Summary of Progress Toward Contract Objectives
Bappenas—Dr. Steve Marks

Trade and Industrial Policy

It is unclear how much the objective of furthering improved trade and industrial policy
formulation was realized within Bappenas during 2002-03. Bappenas does not have a great
deal of ingtitutional leverage in trade and industrial policy, though as a sort of think tank
within the government it can provide intellectual leadership.

During 2002, the Government was being advised on industrial policy by a United Nations
team that reported through the Directorate for Industry, Trade, and Tourism at Bappenas.
The PEG/Bappenas Real Sector Advisor tried to provide a counterweight to some of the more
interventionist and arguably misdirected themes that were being emphasized by the UN team.
In addition, the Directorate was involved in an interagency process of preparation for and
involvement in trade policy workshops under the sponsorship of the WTO. PEG assisted in
those preparations, but the ordered departure in October 2002 brought this participation to a
halt.

The Ministry of Finance, with which the PEG/Bappenas Advisor also worked on selected
issues such as wheat flour import policy, is more centrally involved in trade policy,
particularly the enactment and administration of import and export duties. Technical
assistance that would continue to bolster the current Minister in his efforts to resist the many
distortive and largely futile restrictions on foreign trade that are constantly being proposed
would be extremely valuable.

Fiscal and Tax Policy

The enhancement of the analytical capabilities at Bappenas vis-a-vis fiscal and tax anaysis
was another major objective of PEG technical assistance. The Directorate for Fiscal and
Monetary Affairs at Bappenas is closely involved in the formulation of tax policy. Its
ingtitutional role is to provide a sort of second opinion in a budget process that is mostly
dominated by the Ministry of Finance. This is an important function, particularly given the
relatively strong analytical capabilities of the Bappenas staff, and ideally Bappenas would
have greater formal responsibilities and authority in this area.

The Directorate also is significantly involved in managing Indonesia’s transition from the
tutelage of the IMF, and in charting the future course of economic policy more generaly. In
these roles it is engaged in raising and addressing broader questions of fiscal policy, in
particular whether the financial burdens that the Government has assumed as a consegquence
of the banking crisis are manageable. Thisinvolves analysis of both the details of financing
plans and the much broader macroeconomic picture.

The Directorate does well with many of these detailed analyses, with at most a modest level
of outside assistance. However, the PEG Advisor's macroeconomic analysis of fiscal
sustainability issues, done at the request of the Directorate, provided a theoretical and
empirical framework that was readily incorporated into its own work. This represented a
major improvement over its prior capabilities in this area, in which the Directorate had been
working under great time pressure.
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In the tax area, the Directorate is interested in analyses of the revenue potential of various
taxes—notably the value-added tax, personal and corporate income taxes, and excise taxes.
Work PEG did in each of these areas contributed to the analytical tool kit that the Directorate
has at its disposal. Apart from the Director, there is essentially only one staff member in the
Directorate who works actively on taxation and budgetary issues. If the institutional role for
Bappenas in these areas could be expanded, then certainly additional staff resources would be
extremely valuable. In the meantime, the capabilities of existing staff should continue to be
developed.

Future Directions

Providing for technical assistance that could influence how the budgetary process is
conducted in the future could be very constructive. The ultimate goal might be to restore a
measure of institutional balance so that the impressive talents of the Bappenas staff could be
better used. This could also contribute to the enhancement of governance more generally—in
an areain which it is critically needed. A cross-national study of checks and balancesin the
budgetary processes of other countries could be afirst step along these lines.

Future enhancement of the analytical capabilities of the Bappenas staff in the fiscal and tax
areas would pay great dividends in any case. Continued close collaboration between
technical advisors and relevant staff counterparts, especialy in the application of new
analytical techniques such as those introduced by PEG in the fiscal and tax policy aress,
would be very fruitful.

The analysis of fiscal sustainability could be applied fruitfully to a conceptualy similar
guestion—whether the net international investment position for the economy overal is
sustainable vis-a-vis the rest of the world. This is not an inconsequential issue, given the
problematic nature of private-sector borrowing from foreign sources in recent years.
Providing technical assistance to extend the fiscal sustainability framework into this area
would be relatively straightforward and could be very useful.

The Directorate may participate in a major reassessment of personal income taxation in the
near future. This would be valuable and would benefit greatly from further technical
assistance. Much analysis remains to be done within the framework for analysis of personal
income taxation that has been developed, including (1) assessment of revenue potential and
distribution of burdens from alternative persona income tax structures and (2) identification
of priority areas for improved tax administration.

Additional technical assistance with respect to the value-added tax would also be useful—in
particular with respect to a host of practical problems such as whether treatment of the retail
sector could be improved, and whether or to what extent investment goods should be exempt
from value-added taxation.

Perhaps Bappenas tends to be institutionally more receptive to technical assistance from
USAID than isthe Ministry of Finance. However, there are certainly units within that
Ministry that would benefit from continued support by USAID, notably the Fiscal Analysis
Body. The PEG Advisor analyzed cigarette excise issues at the request of that group, gave a
seminar to its staff on that issue, and found the staff to be knowledgeable and sympathetic to
reform initiatives. Those inclinations should be supported.
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Narrative Summary of Progress Toward PEG Contract Objectives:
Bank Indonesia, 1999-2003 -- Dr. William “Ted” James

The principal long-term contract objective of PEG Advisory Work in Bank Indonesia (the
Central Bank of the Republic of Indonesia) was to assist Bank Indonesia officials in
improving the operation of monetary policy in a manner consistent with the overriding
objective of price stability.

This work has been conducted in a changing political economy context, with three different
governments, and varying attitudes towards the independence of Bank Indonesia. In general,
Bank Indonesia has striven to meet its officia target for the annual rate of change of the
consumer price index while seeking to promote the recovery and stability of the banking
sector and the overall payments system during the crisis and its aftermath. Bank Indonesia
deserves high marks for gradually bringing growth of base money into line with the target for
inflation, with along-term objective of reducing inflation from double digits to arange of 5-6
per cent by the end of the PEG Project; and this goal is within sight. At the same time that
Bank Indonesia has managed to lower inflation, the health of the financial system,
particularly the domestic banking sector, has also been improved.

The achievements with respect to inflation have been accompanied by necessary adjustments
in monetary policy. During periods of high inflation such as during 1998, this entailed
tightening of monetary policy with requisite increases in interest rates. Inflation subsequently
fell in 1999, but ratcheted up again in 2000 and 2001. In part, this was related to relaxation
of monetary policy, but it was not helped by wage demands and cost-push factors as well as a
sharp depreciation of the Rupiah. However, beginning in early to mid-2002 base money
growth was reduced. One reason for this was that interest rates, including those on time
deposits in commercial banks, were allowed to adjust upwards towards the end of 2001.
Inflation was very nearly brought into the target range by the end of 2002. In 2003 reduced
volatility in the exchange rate and a gradual but steady reduction in the rate of increase of the
CPI was the result of the tough policy decisions taken during 2002.

The strengthening of the Rupiah and the reduced inflation rate has subsequently been
accompanied by an easing of interest rates on Bank Indonesia Certificates (Sertifikat Bank
Indonesia—SBIs of one-month maturity) over the course of 2003. This is expected to ease
the budgetary burden of the public debt, encourage moderation in wage demands, and allow
commercia banks to reduce lending rates while maintaining a positive spread over deposit
rates of interest. The benign macroeconomic environment that has resulted, and is reflected
in arise in the Jakarta Stock Exchange Index, has been accomplished by a combination of
good monetary and fiscal policies.

To assist in improving the monetary policy framework, the PEG Advisors over the past five
years have worked closely with counterparts in Bank Indonesia to develop research and
policy tools aimed at enhancing understanding of the workings of monetary policy in the
context of Indonesia’ s macroeconomic conditions and open economy. Assistance in the form
of improved economic models useful for forecasting key macroeconomic variables, including
changes in the consumer price index, have been provided by PEG. In addition, PEG
researchers have assisted Bank Indonesia move towards an inflation targeting framework by
conducting seminars, joint research and encouraging publications along these lines by Bank
Indonesia researchers.
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A Secondary Long-Term Contract Objective has been to improve the policy making
environment by improving research oriented towards policy making covering issues such
as the real exchange rate, productivity growth, foreign investment, and reducing output
volatility in a manner consistent with inflation targets.

In this context, PEG has conducted a series of seminars, research projects and interactive
policy discussions with Bank Indonesia counterparts over the course of the project. The
accomplishments in this area have included putting in place economic models used in
forecasting short-term and long-term macroeconomic variables, joint research work resulting
in reports on inflation targeting, the real exchange rate and exchange rate policy and related
topics such as avoiding a debt-trap and adjusting monetary and fiscal policies to meet the
challenges of debt-servicing. Thiswork has raised understanding within the government, the
private sector and among the public at large. An on-going program of research at the central
bank is a key to greater transparency and improved public awareness of the economic policy
framework needed to attain the objectives of price stability and sustained economic growth.

In this context, PEG has worked with other donor agencies and with counterparts in Bank
Indonesia and the government to create the right conditions so that Indonesia may move away
from the current blanket guarantee. Substantial progress has been made towards this end
through a series of public seminars on various topics related to establishment of a stable and
secure financial system—the role of a deposit insurance system, the lender of last resort
function of a central bank, and improved supervision and oversight of financial institutions.
These meetings have involved parliamentarians, scholars, industry, government and the
media and have helped lay the basis for the further development of a sound and secure
financial system. Bank Indonesia and the Ministry of Finance have accomplished a good
deal in moving forward on these issues.

Other Challenges Ahead

Over the course of the PEG Project, Bank Indonesia has faced several challenges in addition
to the battle to bring greater stability to consumer prices. Exchange rate volatility, large
public domestic and external debt and debt service charges, a threat to economic growth from
terrorism, the necessity of taking strict measures to counter terrorist finance and money-
laundering, and to avoid the possible threat of deflation that has engulfed East Asian
economies such as Japan, Hong Kong, Taiwan and Singapore are among these. The ability of
Bank Indonesia to navigate the economy through dangerous waters during recent years
deserves praise.

This, however, is not to say that the above challenges have entirely receded. In fact they
loom as major threats on the horizon. Bank Indonesia will have to work to strengthen its
efforts to combat financing of terror—as the recent attack on JW. Marriott Hotel in Jakarta
underscores. Indeed, one of the most immediate issues to be faced is the possible imposition
of counter-measures by the Financial Action Task Force (FATF) should Indonesia fail to
meet a looming deadline for implementation of promised actions in October of 2003. This
includes amending and strengthening the anti-money laundering law, establishing an
effective mechanism for information sharing on suspicious transactions with FATF members,
and having necessary Presidential Decrees establishing the Financia Intelligence Unit
(PPATK in Indonesian).
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The easing of interest rates and the improved stability of the Rupiah is timely, as large
amounts of government securities are coming to maturity over the next few years and must be
retired or refinanced. Monetary policy can make or break the prospects for continued
economic recovery and, along with fiscal policy, will play a decisive role in how markets
judge the outlook for the Indonesian economy. In this context, the present situation, while a
decided improvement, leaves no room for complacency. Indeed, the financial system
remains fragile and is vulnerable to unforeseen shocks. Thereis an urgent need to strengthen
the domestic financial architecture to ensure that it can withstand failures of individual
institutions. In the main this can be achieved through creation of a financial system safety
net. The main elementsin the financial system safety net remain to be put in place. Creation
of a safety net will be essential to ensuring the country’s financial stability in the future.

Our counterparts have established an improved macroeconomic environment over the past
several years. The new situation, with relative monetary and fiscal stability, has yet to result
in full recovery of private investment, in part because financial intermediation by the banking
system has yet to recover, and in part because investor confidence in the economy has not
been fully restored. Such a recovery is vital to providing employment to the expanding
population and to meet the challenge of eradication of poverty. The underlying reasons for
these problems and the means to address them include greater legal certainty and rule of law,
political stability, on-going commitment to open trade and investment, macroeconomic
stability, more efficient markets for labor and capital, improved supervision of financial
markets and ingtitutions, reduction of corrupt practices and improved capacity for good
economic policy through institution-building and human resource development through
improved education. These challenges lie ahead and will need to be addressed by not only
the government and Bank Indonesia but by Indonesian society as awhole.
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SENIOR DEPUTY GOVERNOR
BANK INDONESIA

December 9, 2003

Dr. Stu Callison
Chief of Party

Re:  Partnership for Economic Growth (PEG)

Technical assistance provided to Indonesia through the Partnership for Economic
Growth (PEG) Project between 1998 and 2003 has proven to be effective and is
highly appreciated in the government, academic community and among private
business and professional groups throughout Indonesia. In particular, the economic
advisory services provided by PEG advisors have been of very high quality and have
provided critical input into our decision-making on economic policy issues over the
course of the project. As the government has endeavored to work to stabilize the
economy, PEG has continuously provided useful inputs on various aspects of
macroeconomic policy including fiscal matters, monetary policy, debt management
and the exchange rate as well as on microfinance, domestic and international trade
and investment.

PEG has also stimulated discussion within the broader community as Indonesia has
moved towards democratization and decentralization on critical issues in governance
and reform. Many excellent conferences, seminars and workshops were made
possible by PEG assistance and the PEG long-term advisors. Officials and
parliamentarians have benefited from their participation in the many and varied PEG
activities over the past 5-6 years.

In my capacity as Senior Deputy Governor at Bank Indonesia, I have valued PEG
assistance in working to restore the stability of the financial markets and to work
towards an inflation-targeting approach to monetary policy. I have enjoyed working \
closely with the PEG team and USAID on many issues over these years. I -
appreciated the efforts of PEG to work with my staff on various matters, including X
strengthening the capacity of the financial sector to provide funds to viable small and
medium enterprises, to promote Sharia Banking, and to understand the regulatory
framework needed to provide a healthy investment environment.

More recently, after the tragic events of 9-11, PEG was very helpful in assisting Bank
Indonesia and the government in meeting the challenge of countering money
laundering and in designing measures necessary to stop financial resources from
being diverted to illegal uses.
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SENIOR DEPUTY GOVERNOR Page . . ..
BANK INDONESIA

We have come a long way back from the depths of the crisis in reaching a more stable
macroeconomic condition. With reduced inflation, a stable rupiah, lower interest
rates and a greatly reduced debt to GDP ratio, Indonesia has seen its credit rating
steadily improve. The help provided by the USAID through PEG and its other A
programs, therefore, is valued very highly. I hope that further technical assistance '
from USAID can be forthcoming to help us meet the challenges of improving
economic growth and the quality of life here in Indonesia.

NV S e - ——— —

Sincerely yours,

!
‘ﬂ v. -
Dr. Anwar Nasution ' ”

Senior Deputy Governor
Bank Indonesia
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Commentson PEG Project Technical Assistance to Bank |ndonesia:

The USAID-funded Partnership for Economic Growth (PEG) Project of 1998-2003 provided
advisory services and helped support research on monetary policy and an inflation-targeting
approach to Bank Indonesia. As aresearch economist at Bank Indonesial found the PEG
assistance from Nathan Associates to be very useful in crafting models and advancing
towards an inflation-targeting approach to monetary policy.

Charles Joseph

Deputy Manager
Macroeconomic Studies Division
Research Department

Bank Indonesia

November 13, 2003
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Narrative Summary of Progress Toward Project Objectives:

Ministry of Industry and Trade, Ministry of Communications

Stephen L. Magiera, I nternational Trade Negotiations and Telecommunications
Advisor

The Indonesia's Ministry of Industry and Trade has played a key role in integrating the
Indonesian economy into the world economy. With the rapid advances in new technologies
and ever increasing global interdependence, economic integration is likely to be the major
challenge faced by the Ministry in the future. This is the case whether the integration
occurs through bilateral free trade agreements, ASEAN, or multilaterally in the WTO.
The Ministry has maor policy responsibilities for international trade and coordinates
Indonesia’ s participation in international trade negotiations.

Indonesia’s Trade Situation, Trade Facilitation, and the Economic Crisis

The expansion of Indonesia exports is a major policy objective of the Ministry of Industry
and Trade. Early in the Asian financia crises, it was hoped that the steep devaluation of the
rupiah would cause a sharp expansion of exports which would then lead Indonesia out of the
financial crisis. In fact, Indonesia’s exports performed poorly during the first few years
following the onslaught of the crisis.

As a result of the protracted crisis, the PEG project embarked on an extensive study to
identify the causes of Indonesia' s poor trade performance. This involved the reconstruction
of Indonesian export data, which had been biased by a new export declaration form, and the
construction of an export price index (now available from BPS). The study found that the
two most important factors causing Indonesia’'s poor export performance were declining
prices for Indonesia’ s commodity and manufacturing exports, and a shortage of trade finance.
The shortage of trade finance was a general liquidity problem that affected all exporters and
was caused by a meltdown of the banking sector. Trade finance depends on a well-
functioning banking system that can issue letters of credit and take on risk of default by
borrowers. Without a well-functioning banking system, al efforts to jump-start trade finance
arelikely to fail.

PEG also concluded that the institutional framework required for an efficient trade finance
system does not exist in Indonesia. Our main recommendations include: 1) changes in the
definition of collateral so that local banks can participate in trade finance activities using
internationally accepted financial instruments; and 2) a new law on secured transactions
which would alow companies to use international trade documents and warehouse receipts as
proof of title to inventory and goods in transit.

International Trade Policy — Goods

Indonesia began to deregulate its economy in earnest during the 1990's when the Government
began lowering tariffs, eliminated a substantial number of non-tariff barriers, and opened up
much of the economy to foreign investment. Trade policy reforms were implemented
through a series of deregulation packages that were issued at |east once each year. The most
important of the packages was issued in 1995. This package laid out a long-term schedul e of
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future tariffs which is based on low protection for all industries. As a result, Indonesia’s
average tariff declined from about 20 percent in 1990 to 7.2 percent today.

Implementation of Indonesia’'s package of reforms is the responsibility of Team Tariff in
Indonesias Ministry of Finance. Team Tariff meets regularly to draw up decrees
implementing the tariff reduction package and also negotiates exceptions with relevant line
ministries. The PEG project worked closely with Team Tariff during implementation of the
decrees. PEG constructed atariff and trade policy database that was used to conduct annual
reviews for Team Tariff and for Indonesia s APEC Action Plan. These reviews were used to
crosscheck the packages developed by Team Tariff and Indonesia's conformance with
multilateral trade agreements. For example, PEG conducted a review of Indonesia's
implementation of the Information Technology Agreement and found that Indonesia was
fully in conformance with the Agreement despite complaints by the foreign business
community.

The PEG Project also reviewed the Ministry’ s white paper on an Indonesian industrial policy
and provided input for a follow-on report on trade policy. Our analysis argues that a key
feature of Indonesia’s trade policy reforms is that they were for the most part undertaken
unilaterally. With few exceptions, Indonesia’s international trade policy commitments, such
as those with the WTO, ASEAN, and IMF, serve only to complement reforms that Indonesia
had in any case decided to undertake unilaterally. The one exception is agriculture, which
was very much influenced by Indonesia’ s LOIs with the IMF.  We also found that for the
period through 1999, there is little evidence that trade reform has led to a large influx of
imports (sugar being one possible exception). That analysis could now be updated through
2002.

Inter national Trade Policy — The Doha Services Negotiations

Services are as important as raw materials to globally competitive industries, and in some of
the more technologically advanced industries, low-priced, high quality service inputs are
even more important than raw materials. It is also the case that in some export industries,
services are the single most important variable where companies can achieve cost reductions
(e.g., international transport costs in the case of canned pineapples). Services include
finance, transport, construction, telecommunications and a wide range of professional
services. Services now account for 43 percent of Indonesian GDP and are critical to
employment growth.

Negotiations on barriers to trade in services are relatively new in the WTO and have proven
inherently more difficult than negotiations on goods. In the case of goods, negotiations
typically cover easily identifiable numerical targets, i.e. tariff rates. By way of comparison,
the targets for service negotiations are far less quantifiable, often referring to national laws
and regulatory requirements affecting national treatment and market access. Because of their
complexity, developing countries have been reluctant to participate in the services
negotiations. Indonesia has not yet formulated its position on the services negotiations, but
the negotiations do present an opportunity to take stock of Indonesian service industries and
to develop strategies for their long-term development.

The PEG project has undertaken numerous activities to support Indonesia’ s participation in

the service negotiations. This includes a training course involving around 140 people and
seminars targeted at individual ministries (Law and Justice, Environment, Public Works, and
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Telecommunications). PEG has also provided reviews of the negotiations, a summary of
service requests to Indonesia, and produced a report outlining some of the sectors and
markets where Indonesia might have some interest in liberalization abroad. However, our
most extensive activity has been detailed regulatory reviews covering six services sectors.

Suggestions for Future. Given the importance of services to the Indonesian economy, it is
critical that Indonesia examine each of its service sectors to determine whether regulatory
reform isin its own best interest. For example, barriers to foreign providers of educational
services cause Indonesians to seek degrees abroad. This leads to an outflow of foreign
exchange and widens disparities in income. In another example, staff from the Ministry
Perhubungan found several possible examples of regulations that were potentially detrimental
to both foreign and domestic service providers.

The services reviews could involve the consolidation of PEG regulatory reports, discussions
with government officials and the private sector on the major impact of services regulations,
and an evaluation of sectors where Indonesia might wish to deregulate unilaterally. Priority
sectors might be those sectors under the Ministry of Industry and Trade (professiona
business sectors and distribution), critical infrastructure services affecting Indonesia’'s
competitiveness (telecommunications and transport) , and a few sectors where Indonesia is
under considerable pressure from abroad (express mail and audio visual). Final output from
the reviews would be a series of briefing papers on each service sector.

Other issues are emergency safeguards, specia treatment for LDCs, and credit for
autonomous liberalization.

International Trade— The Doha Agricultural Negotiations.

The PEG project has produced two briefing papers on the Doha agricultural negotiations.
Indonesia faces a number of key issues during the negotiations:

1) Since Indonesia did not submit an AMS commitment during the Uruguay Round,
Indonesia comes under more severe AMS disciplines than countries such as the
United States and EU.

2) Because Indonesia maintained state trading on several essential commodities, it is
unable to use the special agricultural safeguard.

3) Indonesia’s agricultural tariffs are well below bound rates. Thus, Indonesia could
argue for substantial market opening measures in other countries with little or no
impact on its own tariffs.

4) WTO rules for stockholding for food security purposes and price stabilization
appear unclear. These are programs that Indonesia might wish to maintain in the
future.

The Doha Agricultural negotiations have now entered a very critical and politically sensitive
phase. Technical assistance could focus on identifying areas where Indonesia might stand to
gain from the negotiations. Technical Assistance on particular negotiating issues might be
more politically sensitive. For example, Indonesia needs to back up its position on sensitive
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products by defining “sensitivity” with clear criteria. Indonesia also needs to be more precise
about the policiesit would like to maintain in the future.

Trade Remediesand WTO Rules

Trade remedies (anti-dumping and safeguards) are major issues for Indonesia. The USAID
TIP Project was instrumental in ensuring that Indonesia’ s anti-dumping regulations conform
with WTO rules. TIP aso participated in numerous socialization seminars throughout
Indonesia. The PEG project followed up on this work by reevaluating Indonesia’s
procedures and developing recommendations based on international best practices. PEG
also instrumental in the introduction of Indonesian safeguard regulations that also conform
with WTO rules.

Indonesia, as well as other developing countries, can ill afford the tremendous legal costs
associated with trade remedies. Thus, the inclusion of WTO rules in the Doha Round of
trade negotiations was a maor success for developing countries. However, technical
assistancein thisareais politically sensitive.

1) Indonesiawould like assistance on defending itself against dumping cases abroad.
Normally, however, technical assistance on bilateral trade problems would not be
approved by USAID.

2) Indonesia would also like assistance during the Doha Round on ways to change
WTO rules in order to lessen the incidence of anti-dumping cases against its
exporters. However, the US Government has its own negotiating position an anti-
dumping. This makes technical assistance on rule changes difficult.

3) As in the past, USAID can provide assistance on ways to improve Indonesia’ s
application of the rules and ensure their conformance with WTO procedures.
Examples might be assistance on injury or national interest calculations, perhaps
in the context of Indonesia’ s new trade law.

APEC

APEC continues to be an effective vehicle to bring about trade policy reforms and to increase
transparency in international trade policy. For example, it was a non-binding consensus
agreement in APEC that eventually led to the WTO Information Technology Agreement, and
APEC maintains one of the more accessible databases on international trade policies.

Indonesia continues to be very active participant in APEC. Indonesia was one of the first
countries to make its entire tariff code available on the APEC tariff base, and it is one of the
few countries to lay out a formal schedule for reducing tariffs as agreed in the Bogor
Declaration.

The PEG project has had two main activities with regard to APEC. First, PEG continues to
provide annual updates of Indonesia’s tariff analysistables. These tables are done every year
just prior to the APEC meeting of trade ministers. Updating Indonesia’ s tariff database is a
labor intensive activity and although PEG has trained Ministry staff on some update
programs, these staff have frequently been rotated. This activity could be moved to a
permanent database team, perhaps in Team Tariff at the Ministry of Finance. This team
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might also be responsible for ensuring that the WTO is properly notified of changes in tariff
nomenclature and the resulting changes to Indonesia s schedule of commitments.

PEG has also provided extensive support for the APEC capacity building program. This
includes training for Ministry staff as follows:

IPR Training (United States)

IPR (Korea)

Non-Member Participation in OECD (Paris)

APECTEL (Malaysia)

WTO Agreement on Basic Telecommunications (Singapore).
Competition Policy (Vietnam)

Food Safety (workshop/symposium cosponsored by PEG in Bali)

The APEC training programs have proven to be extremely effective method of capacity
building. APEC arranges the venue and instructors and pays around half the cost for each
attendee. PEG provided the remainder. USAID participation in APEC capacity building
could be expanded and made a formal part of the GIAT training activity. The program
should be made available to staff throughout the Ministry of Industry and Trade.

Regional Trade Agreements

Although Indonesia is not a party to any free trade agreements other than ASEAN, the
Ministry of Industry and Trade is very interested in such trade agreements. Indonesia also
has the lead role in the ASEAN Trade and Investment Agreement with the United States. To
date, PEG activities in this regard have focused on ASEAN. For example, PEG prepared the
non-paper submitted by Indonesia at the last special meeting of ASEAN economic ministers.
This paper examines ways to expand intracASEAN trade.

The expansion of intracASEAN trade is likely to be a major issue at the ASEAN Summit in
Bali later this year, and it will be a continuing priority to the Ministry of Industry and Trade.
Technical assistance might focus on ways to reduce the cost of intraeASEAN trade through
customs facilitation, lowering the cost of compliance with rules of origin, and improvements
in key backbone services such as transport and communications services. To begin this
process, the Government might consider a trade facilitation audit as suggested in PEG's
ASEAN non-paper.

The Ministry of Industry and Trade and the Economic Coordinating Ministry have both
requested that PEG conduct a workshop on the general aspects of free trade agreements. This
workshop would describe the practical aspects of forming such agreements and the methods
used to evaluate them. Technical assistance for a workshop on an FTA with the United
States could also be arranged, but would probably require the approval of USTR.
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Telecommunications

Indonesia’'s market for telecommunications is extremely underdeveloped with one of the
lowest telephone densities in the world and a penetration rate of only 30 percent of
Indonesian villages. Thus, telecommunications badly needs an infusion of capita if
Indonesia is to keep pace with information technology developments elsewhere and if
Indonesia’s rural areas are to participate in those developments. As one step towards
improving the investment climate, Indonesia became a signatory to the WTO Basic
Agreement on Telecommunications and to the Pro-Competition Annex in 1997. The Annex
requires transparent regulatory procedures, non-discriminatory licensing, and competitive
safeguards for companies operating in Indonesian markets.

In 1999, Indonesia passed a new Telecommunications Law which would implement the
WTO Agreement. In fact, this Law goes further than is required by the WTO since it
explicitly forbids monopoly practices and unfair competition. It would also allow new
telecommunications providers into Indonesian markets at dates much sooner than had been
envisioned under previous laws or required by the WTO.

The PEG Project has had a major program of work to help the Government adopt
international best practices in implementing the Telecommunications Law. This program
included basic training in modern regulatory techniques, socialization seminars to explain
Government regulatory decrees to the private sector, and technical assistance targeted at key
regulatory issues. An important element of PEG assistance was that it was generaly
available to both the Government and the private sector. The private sector attended most
PEG training seminars, and on several occasions, PEG worked with the private sector on
developing and reviewing Government regulatory decrees.

Training on Modern Regulatory Techniques for Telecommunications

Telecommunications reform in Indonesia requires the development of new methods to
manage the transition from monopoly to competition. Most officials from Indonesia’s
Ministry of Transport and Communications are engineers with limited training in modern
regulatory techniques. Thus, training has been a major element of the PEG program.

Regulatory Lecture Series and Roundtables. Early in the program, PEG sponsored a
series of one-to-two day training lectures on modern regulatory techniques. The lectures
covered: an independent regulatory body, interconnection, universal service, modern
licensing, spectrum allocation, and competition issues in telecommunications markets. The
lectures were supplemented in later years by in-house roundtables and seminars which
reviewed and developed recommendations on key regulatory issues.

Asian Telecommunications Workshop. PEG co-sponsored a three-day international
workshop with USAID’s ANE and Global Bureaus. The workshop covered international best
practices for regulating telecommunications, and was attended by 55 delegates from
Thailand, Sri Lanka, Vietnam, the Philippines, Mongolia and Indonesia.

Video Conferences. PEG participated in two videoconferences sponsored by the Foreign

Commercia Service with the FCC in Washington -- “Regulating Telecommunications in the
Convergence Era.”

31



TECHNICAL ASSISTANCE

Interconnection. A non-discriminatory, cost-based interconnection regime is essential to
competitive markets for telecommunications, to bringing new investment into the market, and
to the diffusion of new technologies.

The PEG Project provided technical assistance to the Government and to the private sector on
developing a Ministerial decree on interconnection. Initially, PEG worked directly with
private sector consultants on benchmark interconnection rates using information from other
countries. PEG aso outlined procedures for developing a long-run cost model for
determining rates in the future.

Following the release of the Government’s draft decree, PEG worked closely with the
Interconnection Task Force of the Indonesian Telecommunications Society (MASTEL) to
review and provide recommendations on the decree. Key recommendations concerned: 1)
the level of proposed interconnection rates; 2) clarified rules on the technical obligations of
interconnection; 3) rate rebalancing and the use of access deficit charges; 4) procedures for
settling disputes. This decree is critical to cellular and other telecommunications providers
that need to connect to the fixed line network, but has not yet been issued pending a revision
of the entire rate structure.

Universal Service. Indonesia has one of the lowest teledensities in Asia. Thus, policies to
expand telephone service, particularly in remote rural areas, are of critica economic and
political importance.

The PEG Project developed recommendations, and sponsored field trips, for a universal
service program (USO) that relies on competitive bidding to expand the communications
network. The program is called the “Competitive Access Model for Universal Service” and
is similar to one developed by USAID for health care. The model relies heavily on the
private sector, particularly in regards to choice of technologies and location of universal
service projects. Funding would preferably come from the general government budget, but
could also come from within the telecommunications sector as suggested by Indonesia's
Telecommunications Law or from the donor community. Although investors in USO areas
would only be required to provide basic telecommunications services, they would
automatically be licensed to provide enhanced servicesif they so choose.™

Compensation Issues originating from the I1POs of PT Telkom and PT Indosat. During
their IPOs in the mid-1990s, PT Telecom and PT Indosat were granted exclusive rights to the
domestic and international markets for telecommunications in Indonesia. As noted earlier,
Indonesia’'s new Telecommunications Law permits the Government to move forward the
dates at which exclusivity would be terminated. During negotiations with Telkom and
Indosat over early termination, the Ministry requested PEG assistance on an interim
agreement (compromise) regarding the Government’s obligations towards each company.
The compromise successfully led to the licensing of Indosat in selected local markets,
pending afinal decision on compensation.

% For example, enhanced services offered by telecenters would be licensed under the program, but would not
receive direct subsidies. Exceptions might be made for certain education and health programs where subsidies
can bejustified for reasons other than universal service.
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The Government also requested that PEG conduct an independent review and provide
recommendations on a report by the Government’s financial consultants regarding the
compensation due to Telkom and Indosat for the early termination of exclusivity. PEG's
report pinpointed a key assumption in the analysis and provided recommendations to the
Government’ s negotiating team that could save the Government $50-100 million.

Independent Regulatory Body. The most important telecommunication issue facing
Indonesia is the establishment of an independent body to regulate the sector. This has been
identified as a priority by the private sector, Parliament, and senior officials in the
Government.

The PEG Project held a major conference with leaders of the Indonesian telecommunications
community to help explain the concept of an independent regulatory body. PEG aso
provided a short paper on the meaning of “independence” and the functions of a regulatory
body for telecommunications. This paper was adopted as a position paper for the
Coordinating Minister. As a result, a consensus was developed between the private sector
and much of Government on the desirability of an independent regulatory process for
telecommunications.

In August 2003, The Government issued a decree that will lead to the establishment of a 5-
member commission for regulating telecommunications. It is hoped that this will serve as a
transitional device towards the establishment of a fully independent body. The Government
now desires to lay the groundwork for such body sometime after the elections of 2004.

Broadband Internet Policies. Indonesia faces many regulatory challenges from rapidly
advancing technologies, including Voice over Internet Protocol (VOIP). At the request of the
Ministry, PEG provided assistance to Government consultants at Institut Teknologi Bandung
on broadband telecommunications policies. A key recommendation is that policy for VOIP
should be technologically neutral.

Frequency Management. At the request of the Ministry, PEG reviewed the database
underlying Indonesia’ s automated frequency management system. PEG found serious flaws
in the database and provided recommendations for revising the system. These
recommendations would improve frequency allocation (less interference) and generate alarge
increase in Government revenues from licensing fees. In many countries, licensing fees
allow regulatory bodies to be self-funded. The Government has also requested assistance on
modern frequency management policies that rely on markets for allocating frequencies.

WTO Services Negotiations. Indonesia has received about ten requests to deepen its WTO
commitments on basic telecommunications. The Government must now determine how to
respond to those requests and whether it wishes to make requests of other countries. PEG
facilitated in this process during two workshops that documented existing regulations and
compared them with Indonesias WTO commitments. The Government has recently
requested assistance on a private sector survey to estimate the costs and benefits from
deepening its WTO commitments on telecommuni cations services.
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Short-Run Staff Requests. The Government and USAID occasionally requested that PEG
provided short-run assistance on various issues involving investors, other donors, etc. PEG
provided:

Language that would require upstream providers of basic services to treat subsidiaries
and competing providers of downstream services equally;

Recommendations on the Government’s response to a policy review prepared by a
potential investor for the private placement of Indosat shares,

Recommendations on Indonesia’ s draft Broadcasting Law as submitted to Parliament;
Talking points on an independent regulator for a presentation by the Executive
Director of the IDA from Singapore;

Recommendations on public hearings as one element of making the regulatory process
for telecommunications more transparent;

A Ministerial (MOIT) briefing on the problems facing foreign investors under
Indonesia’'s BOT scheme (KSOs) for telecommunications,

Speech materials for the Minister of Communications on the digital divide;
Coordination of PEG activities with the Infrastructure Division of the World Bank;
USAID briefing materials for donor meetings on ICT development at the World Bank;
ICT action plans for the Ministry of Transport and Communications and for the
Ministry of Industry and Trade, which are based on the national action plan from
Team Telematica.

A BLUEPRINT FOR THE FUTURE

Indonesia’ s telecommunications market is at a critical junction. Several major
policy issues remain unresolved and must be addressed simultaneoudy if
regulatory reform is to move forward. With that in mind, Indonesia’s
Telecommunications Association (MASTEL) has formed a working group on a
blueprint for the future of Indonesian telecommunications. The blueprint will
lay out recommendations for the transition from the current duopoly to an open,
competitive market and will hopefully recommend the regulatory framework
needed to achieve that result.
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A Proposal:
THE SINGLE ASEAN MARKET FOR INFORMATION
COMMUNICATIONS TECHNOLOGY (SAMICT)?®

In view of the need to achieve global competitiveness, the countries of ASEAN agree that by
year 2003, they will achieve the total economic integration of ASEAN Markets for
Information Communications Technology.

Thisintegration will involve the following:

For ICT manufacturing products:

Tariffs = Zero
NTBs = Eliminated
Product Standards = Harmonized MRAS
For IT Services:
Investors = National Treatment
100% Market Access
ICT Professionals = No Restrictions on Trade
All serviceswith ICT as
Mode of delivery = No Restrictions on Trade
IT Educational Programs = No Restrictions on Trade MRA

Small Scale Enterprises To be determined??

For Basic Communications Services:

Investors = National Treatment
100% Market Access

Other Modes of Supply = No Restrictions on Trade

Telecom Regulatory Policy = Harmonized (2010)

Universal Service Programs Equal Accessfor All Providers

% Thisis an expanded version of a proposal contained in a PEG non-paper that was tabled at the
Special ASEAN Ministerial in Jakarta, July 2003.
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TECHNICAL ASSISTANCE NEEDSFOR THE DOHA ROUND
STATEMENT BY HISEXCELLENCY GUSMARDI BUSTAMI
INDONESIAN AMBASSADOR TO THEWTO

Technical assistance and capacity building were fundamental to the agreement by developing
countries to proceed with the Doha Round of trade negotiations. This includes assistance on
developing the negotiating capacity of developing countries for the Doha Development
Agenda and aid in build institutions to better understand and implement WTO rules and
Aqgreements.

The Doha Round of negotiations are to conclude in alittle over one year on 1 January 2005.
| would like to highlight the critical importance of continued technical assistance during the
period leading up to thisdate. This has already been agreed to as an integral part of the Doha
Round.

Market Access for Non-Agriculture. During the Uruguay Round of Trade negotiations,
Indonesia achieved one of the highest percentages of bound rates of any developing country
in theworld. Since then, Indonesia has also unilaterally cut tariffs substantially.

During the Doha Round, countries have tabled numerous proposals to reduce tariffs
according to a variety of formula approaches. Indonesia needs assistance in evauating the
implications of these approaches. More importantly, these evaluations should occur in the
context of Indonesia’s overall trade policy. That policy now needs to be reviewed in the
light of the reforms taken so far and in the context of Indonesia’ s new political situation. We
also need to evaluate proposals for zero tariffs in selected sectors. As one approach, we
should evaluate the impact of the Information Technology Agreement (ITA) under which we
have already cut tariffsto zero on ITA items.

Services. Developing countries have questioned the benefits of multilateral negotiations on
services during the Doha Round. The negotiations are exceedingly complex and comprise
sectors where we have little comparative advantage. Because of this, it has been agreed that
developing countries are to be provided assistance in carrying out assessments of the
negotiations. To date, however, little has been achieved in thisregard.

Indonesia now needs to develop negotiating positions on each of the major services sectors,
and needs technical assistance to evaluate each service sector. This could be done through a
series of workshops which summarize existing regulations affecting the sector, Indonesia’s
existing international commitments where relevant, the potential advantages or disadvantages
of unilateral deregulation, and possibilities for improving Indonesia s commitments during
the negotiations.

Agriculture. In the case of agriculture, we have a continuing need for ad hoc assistance on
negotiating modalities as they are proposed. More fundamentally, however, we need to lay
out our own development strategy for agriculture and to define the policy instruments needed
to achieve the goals of that strategy. Once this has been done, we may need assistance on the
negotiating modalities that will permit us to pursue these instruments. Examples might be
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tariff quotas, the specia safeguard, domestic support measures that alow stockholding for
food security, criteria for sensitive products, and direct payments for agricultura
development.

Rules. The inclusion of trade remedies and other rules in the Doha Round was a major
victory for developing countries. Assistance in this area may also be sensitive politicaly,
especialy for the United States, which has proposed to focus negotiations to a very limited
area. Inthe case of the Doha Round, there are ways in which assistance might be provided in
ways that are not overly sensitive politically.

1. In the case of anti-dumping and subsidies, Indonesia needs assistance to better
understand the implications of the proposals that have been put forward during the
Doha Round.

2. In the case of safeguards, we need assistance on developing proposals for special
safeguards for the agricultural and services agreements.

3. In the case of free trade agreements, Indonesia needs to develop a clearer
understanding of the implications of proliferating FTAs on our own economy, and
assistance on strategies for responding to suggestions for FTAs from abroad, such as
the one suggested by the United States.

New | ssues: In addition to the core negotiating issues mentioned above, Indonesia also needs
assistance on the so-caled new issues, including investment, competition policy,
transparency in government procurement, trade and the environment, and trade facilitation.
These issues are likely to become increasingly important as the Doha negotiations proceed.
Unlike the core issues, assistance on new issues can be effectively provided through ad hoc
training courses and workshops.

USAID Assistance Through the PEG Project. In the past, much of the assistance to
developing countries was provided via single seminars and workshops. Developing countries
complain that such assistance is too ad hoc and therefore of limited value. On behalf of my
office, therefore, | would like to thank USAID for the continuity of the assistance it has
provided to Indonesia over the years. By interacting closely with officials in the Ministry of
Industry and Trade and other ministries, the PEG Project, and its predecessors, have
contributed to building our capabilities and have been more responsive to our needs than
otherwise would have been the case.
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Narrative Summary of Progress Toward Contract Objectives:
David Ray, PEG Domestic Trade Advisor
Ministry of Industry and Trade

Preliminary Notes

o There is considerable overlap and duplication in the contract objectives for the
Domestic Trade Advisor position. For simplicity the objectives have been aggregated
into three broad categories:

a) Domestic trade and distribution under decentralization
b) Decentralization, competition and regulatory reform
c) Competitiveness and deregulation

o Dueto the Domestic Trade position’s broad range of activities, as well as the frequent
reshuffles within the Ministry of Industry and Trade (thereafter Mol T), PEG has
worked with a large number of Mol T counterparts, including the R&D Agency, the
Secretariat General and the Directorate General (DG) for Domestic Trade, among
others. The primary counterpart for PEG Domestic Trade activities was the R&D
Agency in 2000, moving to the DG Domestic Trade in 2001, and back to R&D in
2002/03.

o PEG has aso worked with other elements of government that have responsibility and
authority in areas of significant relevance to domestic trade. Important examples
include the Ministry of Communications and Transport (MCT) on inter-island
shipping and ports, the Ministry of Finance on local taxes and charges, and various
local governments and civil society groups on decentralization matters.

Summary

MolT continues to play an important role in promoting internal trade, through working
toward ensuring free movement of goods and services across sub-national boundaries.
Greater efficiencies in the internal market help generate better and fairer outcomes for all
players, from the smallest agricultural producer to the largest urban-based manufacturer. At
the national level this feeds through to improved competitiveness in both export and import
markets. Perhaps more importantly, greater and freer flows of domestic trade help promote
national economic integrity, a critical principle to be upheld as Indonesia moves to a more
decentralized system of government.

However, ensuring efficient domestic markets is a difficult and challenging task. The
uncoordinated and poorly disciplined use of local taxes and chargesis a particularly worrying
development under decentralization. As discussed in the sections below, MolT has been
working at two levelsto address this problem. The first is to develop much-needed legislation
at the national level to ensure free internal flows of goods and services. The second, based on
the important adage that ‘prevention is better than cure’ has seen PEG-MolT working
together with local governments to socialize the principles of good regulatory practice.

1. Domestic Trade and Distribution under Decentralization

Early in the tenure of the Domestic Trade Advisor, it was clear that a major new threat to
internal trade, and more generally the efficiency of domestic markets, was the many and
varied efforts by local governments to raise own-source revenues (PAD). Forma and
informal exactions (pungutan) of course represent nothing new. However decentralization
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both emboldens and empowers local governments to raise PAD aggressively, often through
distorting taxes and charges.

The Mol T was quick to identify the potential danger this poses for domestic trade. A number
of joint PEG-MoIT field studies were carried out to investigate and monitor trade- and
competition-distorting local regulations. These were complemented by a series of regional
studies by PEG, working with research groups such as SMERU, KPPOD, etc.

These activities culminated in a major joint PEG-MolT conference titled ‘Domestic Trade,
Decentralization and Globalization’ in April 2001. Well attended by over 250 participants,
this conference highlighted many such problems in domestic trade and how they should best
be addressed. An important conclusion drawn from this conference, and from the work
preceding it, was the need for a stronger legal basis to ensure free internal trade in Indonesia

Following the conference, the Directorate General for Domestic Trade commissioned the
Law Faculty at the University of Indonesiato write the academic text and the initial draft of a
new law on domestic trade, titled ‘RUU Lalu Lintas Barang dan Jasa’ — Proposed Law on
the Internal Flows of Goods and Services). This law is designed primarily to eradicate all
forms of tariff and non-tariff barriers to internal trade. Through the use of a new commission
on domestic trade (Komisi Pengawas Lalu Lintas Barang dan Jasa) the law also seeks to
develop better supervisory arrangements for trade-distorting local regulations. The proposed
legidlation will be submitted to a ‘priority list’ of planned laws at the Ministry of Justice in
2004. At all stages of the development of this proposed law - from initial idea through to
wording of the final text—PEG played a key support role for MolT counterparts. Key
elements of this proposed law have also been included in the planned umbrella law on trade
(RUU Perdagangan), which is expected to be submitted to Parliament before the internal
trade law.

While the development of the above-mentioned internal trade law represents the most
important outcome of the PEG-MolT relationship in this category of accomplishments,
numerous other important outputs should also be mentioned. These include

o Technical assistance in determining the impact of fuel price rises upon food prices,

o Studies on competition problems in the food distribution sector,

o Policy assistance on implementing the consumer protection law,

o Assistance on developing appropriate regulatory arrangements for modern retailing

o Assistance and capacity building in using MoiT commodity price data to monitor
distribution efficiency, and

o Numerous capacity building and training activities on domestic trade, competition and

decentralization issues
Outside of MolT, PEG worked with the MCT on improving inter-island shipping through
port sector reform. Many of the recommendations in these reports were incorporated in
various trade strategy papers prepared by the Mol T R&D Agency.

2. Decentralization, competition and reqgulatory reform

The Mol T’s R&D Agency has played an important pioneering role in developing models for
better regulatory review processes at the local level, with some assistance from PEG and
other donors. This agency has been running a series of regional workshops for public
officials with PEG support. Using material drawn from OECD regulatory review manuals (in
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particular that from Australia) and the ADB, the MolT is now socializing key principles of
good regulatory practice in the regions — emphasizing important aspects such as simple cost-
benefit analysis, regulatory alternatives, problem identification, etc. — as a means to prevent
(or at least restrain) the proliferation of competition- and trade-inhibiting regulations.

Material from these workshops is being compiled to produce a simple regulatory review
handbook specifically for local government. This manual pulls together the work by PEG on
the principles of good local regulations, as well as the regulatory review work developed
earlier by Mol T counterparts with assistance from the ADB. This s the frontline effort of the
Mol T in combating the many competition- and trade-distorting regulations and practices that
are continuing to emerge at the local level. By working with local administrations Mol T
hopes that preventative measures such as these will diminish the need for more stringent
measures from the center.

More importantly Mol T is now using this review methodology to better assess the regulatory
impact of a number of Mol T regulations and instructions.

Outside of MolIT, analysis by PEG and PEG-funded studies on local regulations has led
directly to the cancellation by the central government of 21 problematic local regulations, and
recommendations made for the revision of another 41. Moreover, following a major Mol T-
PEG conference titled ‘ Decentralization, Regulatory Reform and the Business Climate’ (held
in August 2003), there has been considerable debate regarding present supervisory
arrangements governing local regulations”. Moreover, the Ministry of Finance has adopted
key recommendations from a PEG policy paper regarding the use of economic
incentives/sanctions to ensure local government compliance with central government rulings
regarding local taxes and charges.

3. Competitiveness and Derequlation

This category of accomplishments captures a number of other activities centered on and
around the general theme of promoting competitiveness through market-based reforms. These
activities include technical assistance in the form of policy papers, reports and memoranda
providing input to and sparking policy debate and discussion within MolT, as well as a
number of capacity building activities. The former includes a number of sectora studies
(most recently a major one on the many supply and demand constraints confronting the
textile and garment sector), studies on trade policies for key agricultural products, analysis on
export performance, various studies on the interface between trade and ports (most recently a
paper on the possibility of Sabang becoming a free-trade port), as well as input to MolT's
industry and trade policy effort.

The Challenges Ahead

The greatest challenge confronting Mol T in promoting more open, efficient and competitive
markets is that in a number of important areas of direct relevance to domestic trade Mol T has
little or no authority.

% The MoF for example, put forward its position that it favors a more aggressive approach in dealing with
regional governments that implement problematic taxes and charges, than that of other agencies (i.e. Ministry of
Home Affairs)

41



The supervision of local regulations is one obvious example. Almost all problematic
regulations hitherto cancelled by the centra government distort domestic trade and
competition. Mol T has an obvious stake as well as important regulatory review capacity, but
lacks the forma authority to review regulations and make recommendations for
revision/rescission. Under present arrangements, a MoF based inter-ministerial team is
charged with the responsibility to review and make recommendations to the Minister for
Home Affairs regarding local taxes and charges, who has the final authority to rescind local
regulations. This team however has no authority on regulations that do not involve taxes and
charges. As a result a number of local regulations imposing non-tariff barriers in internal
trade (trade/investment bans, price controls, quotas, forced monopsonies) are continuing to be
implemented without effective review from the center®.

Clearly Mol T needs to position itself formally in the review of all trade- and competition-
distorting local regulations. This may require new legislation and the establishment of new
formal arrangements with the Ministry of Home Affairs. Under the follow-on USAID - GIAT
program a Policy Analysis Unit could be established at Mol T (perhaps the R&D Agency in
cooperation with the Directorate General for Domestic Trade) charged with the responsibility
of:

o developing regulatory review teams that travel to the regions and collect information
on and research the impact of local regulations (i.e. those that impact upon trade and
competition);

o produce comprehensive regulatory impact statements; and then

o make forma recommendations for the Minister of Home Affairs.

These regulatory review teams could also play an important role in assessing the regulatory
impact of Mol T policies, e.g, non-tariff barriers for agricultural products.

Another important area where Mol T has an important stake, but no authority, is in transport
infrastructure. Ports are a major concern as their poor performance restricts domestic trade
and seriously undermines overall export competitiveness. MolT could play a very
constructive role in promoting port sector development, through research (perhaps involving
the above-mentioned regulatory review teams) as well as dialogue with other elements of
government, both national and local.

2 One example is the effective local government ban on investment by outsiders in pharmacies in North
Sulawesi.
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MINISTRY OF INDUSTRY AND TRADE
AGEHGY FOR RESEARCH AND DEVELOPMENT INDUSTRY AND TRADE

Jalan M.1. Ridwan Rais No. 5 Jakarta 10110 Kotak Pos 229
Telepon : 3841961, 3857580 Fax. 3452393

" Our Ref.: 1103 /BPPIP/XII/2003 24 December, 2003

Mr. STU ALISON
Chief Party, PEG-USAID
BIMANTARA BUILDING, 6™ Floor

N ~3AKmk . e e e “';:‘”"'W'.'A.b".'. I .

Re: Result of BPPIP-MOIT with PEG Project Cooperation

Dear Mr. Stu,

With regards to the result of discussion between MOIT's R&D Agency with PEG-
USAID on August 29, 2003 on the event of PEG-Project closing-out, first of all please
allow me, on behalf of MOIT and myself, extend the appreciation to Dr. David Ray and
Dr. Stephen L. Magiera who had provided contributions during their tenure both in
cooperation on the implementation of certain activities as well as contribution on ideas
that are very important to help the smooth flow of MOIT duties in general and R&D
Agency as well as the Directorate General for International Industry and Trade
Cooperation (KIPI) in particular.

Concerning of starting the new project of GIAT-USAID which is a follow-up of PEG-
Project; we still expect cooperation in the frame of this new project activity. For this
purpose we propose cooperation between MOIT (R&D Agency and Directorate
General for KIP) with GIAT-USAID that could be possible such as:

1. Continue the assistance of developing models for better regulatory review
process at the local level.

2. Assignment of Advisor(s) from GIAT-USAID at MOIT as provided within PEG-
Project.

3. Development of Human Resources, in the form of in-house as well as overseas
training in policy-formulation, management and technology.

4. English Course to improve and facilitate communication capability

5. Continue cooperation in Human Resources Development capability related with
GATTWTO activities, particularly in Services that has been carried out
between DG. for KIPI with Dr. Stephen L. Magiera.
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We hope our proposal on the above cooperation could be realized as a very efficient
- cooperation as has always been and wait for further comments from your side on this

proposal.
We thank you for your kind attention and cooperation.

Cc: 1. Minister of Industry and Trade (as report)
2. Secretary General, MOIT
3. DG. for KIPI, MOIT
4. File
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" Jalan M.L Ridwan Rais No. § Jakarta 10110 Kotak Pos 229
Telp. 3841961

Jakartal¢ Desermber 2003
No. /o [BPPIP-4/XII/2003

Kepada Yih,

Mr. Stu Alison

Chief Party, PEG-USAID
DI Jakarta

Re : Hasll Kerjasama BPPIP-Depperindag dengan PEG Project

. Berkenaan dengan hasil diskusi antara BPPIP-Depperindag dengan PEG-
USAID pada tanggal 29 Agustus 2003 yang lalu dalam acara closing-out PEG-
Project, pertama-tama perkenankan kami atas narma Depperindag dan pribadi
menyampaikan penghargaan kepada DR. David Ray dan DR. Steve L.Magiera
yang seldma masa tugasnya telah memberikan sumbangannya balk dalam
keriosama pelaksanacn  kegiatan-kegiatan  tertentu - maupun sumbangan
pemikiran yang sangal berguna demi membantu kelancaran fugas-tugas
Depperindag pada umumnya dan BPPIP serta Difien KIPI pada khususnya,

Sehubungan dengan telah dimuldinya proyek baru (GIAT-USAID) yang
merupakan kelanjutan darl PEG-Project, kami mash mengharapkan adanya
keriasama dalom kerangka keglatan proyek baru GIAT-USAID tersebut. Untuk itu
| : kami mengusulkan kerasama antara Depperindag (BPPIP dan Ditien KIPl)
i dengan GIAT-USAID yang sekiranya dapat dilakukan seperti :
|

1. Penempatcn Advisor(s) di Depperindag sebagaimana yang dlickukan pada
PEG-Project,

2. Melanjutkan kerjasama  kegiatan sosialisasi mengenal pengembangan
______requiatory-review ke beberqoa daerah.,

Policy Assastant, manajemen dan teknoiogi baik di daiam maupun di luar

negeri.
4 Engglish Course untuk menlngko’rkcn dan mempermudch kemampuan

komunikasi.

dengan kegiatan GATI/WTO, khususnya di bidang Services, yang selama ini
telah dilakukan antara Ditjen KIPI dengan DR. Steve L. MGQ\GI’O
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" 3_Paningkatan SDM, dalam bentuk -pemberian pelatihan-pelatihan di bidang:

= Melanjutkan kerjasama dalam meningkatkan kemampuan SDM yang terkalt

F’RUM BIRD PERENCAAN DEPPERINDAG FAX NO. : 6221 5253278 Dec. 23 2083 18:37PM P13,

P
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FROM

: BIRO PERENCAAN DEPPERINDAG FAX NO. : 6221 5253278 Dec. 23 2883 1B:37PM P2

Kami berharap agar usulan kerjasama tersebut di atas dapat diwujudkan
sebcgdk:mcno kerjasama yang sangat baik yang telah terjalin selama ini dan
selanjutnya menunggu apablla kami dapat memperoleh komentar mengenal
usulan dimaksud.

Demikian, atas perhatian dan kerjasomanya kami sampalkan terima kasih.

Kepala Badan Peneliian dan Pengembangan
Industrt dan Perdagangan,

<N

Sudarmasto

1. Menteri Perindustrian (sebagal laporan)
2. Sekretaris Jenderal Depperindag

3. Dirjen KiPl, Depperindag

4, Pertinggal
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Narrative Summary of Progress Toward PEG Contract Objectives:
Trade and Industrial Investment Advisor, Ministry of Industry & Trade, 1999-2001
Dr. James Mudge and Dr. William James

One principal long-term contract objective of PEG Advisory Work in Mol T was to assist
senior officials in understanding the relationship between investment and international
trade and their contributions to the growth and development of the Indonesian economy
thus contributing to the improvement of trade and investment policies.

The trade and industrial investment advisor assigned to MolT worked closely with
counterparts on severa studies, memoranda and training courses highlighting the benefits of
open trade and investment policies in terms of enhanced growth and employment
opportunities for Indonesia. Over the course of the project this enhanced understanding
among senior officials helped them push forward with reductions in barriers to trade and
investment and develop a market-friendly policy environment. This contributed to
maintaining momentum in the face of difficult conditions in the aftermath of the financial
crisis of 1997-98 to keep open trade and investment policies. For example, a decree
restricting investment in the Indonesian information and communications technology (ICT)
industry was rescinded after policy input from MolT (assisted by PEG) suggested the
restriction would be counterproductive. Mol T also provided input on various facets of trade
facilitation and institutional reform that have subsequently been acted upon asin the areas of
customs reform.

A second major long-term contract objective of PEG Advisory Work in MolT was to
contribute to enhanced understanding of export and import behavior and changes in
behavior in response to changes in incentives and the implications of development of
domestic markets for long-term competitiveness of I ndonesian industries.

To this end the trade and investment advisor assigned to MolT conducted a number of
sectoral studies and held a series of seminars and workshops on topics related to Indonesian
industrial structure and competitiveness. The key sectors covered include textiles and
apparel, and wood industries. In addition, comprehensive studies of competitiveness of
Indonesian leading export products in its two largest markets (the U.S. and Japan) were
conducted at the request of the Minister. These studies and seminars have helped lay the
groundwork for understanding of the relationship between domestic market expansion and
competitiveness and the desirability of maintaining open trade and investment policies in
order to enhance incomes and employment.
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Narrative Summary of Progress Toward Contract Objectives:
Bank Indonesia- Dr. ThomasA. Timberg, Small Scale Finance Advisor

The focus of the advisory role of Drs. Timberg and Rice over the 4-5 years of the Partnership
for Economic Growth contract was to assist the key actors, especially government ones, to
make the transition from the old paradigm of SME promotion (directed and subsidized credit
and business development services, regulation and control of protected SME) to a new
paradigm (going with the market to assist it to provide needed financial and business
development services for SME, deregulation and competition to secure a level playing field
for SME). Thisis a process to which all our partners are committed and enormous strides
were made — not only in terms of specific policy changes but in institutionally strengthening
themselves to undertake their new role. The new role requires intensive dialogue with SME
and empirical research on markets to identify what promotional efforts are most cost
effective.

Bank Indonesia, as supervisor and promoter of the banking system:

1. Abolished quotas for SME lending.

2. Developed a regular process of diaogue, in the form of meetings throughout the
country and the use of its website, with SME and bankers on the problems they faced
in dealing with each other.

3. Strengthened banks, including BPR, through tighter prudential supervision, leading to
higher efficiency.

Thisresulted in increased SME lending and expansion of SME-focused institutions.
The Bank also helped to promote non-bank microfinance institutions, but the primary
responsibility for thisis elsewhere.

PEG Advisers played arolein all three of these changes — though special mention should
be made of their involvement along with GTZ in the development of new operational
systems and rules for the BPR.

The State Ministry for Cooperatives and Small Enterprise, which has the focal role for SME
promotion [the Ministry of Trade and Industry also has a SME wing, generally serving
somewhat larger enterprises:

1. Assupervisor of the Cooperative Credit System, including a number of incompletely
integrated elements, it developed plans for supervising and promoting these MFI more
or less similar to those of Bank Indonesia for banks and in cooperation with local
governments which now have the key role.

2. Asalarge scale provider of business development systems, it attempted to develop a
market-oriented system on the model of SwissContact.

3. As akey participant and often coordinator of policy dialogue — it provided input to
discussions on regulation, promotion, financing and other policy areas.

PEG Advisers were involved in all of these matters, including proposals for new SME
legidlation — basic laws, laws for cooperative finance, regulations on debt forgiveness, etc.

Many NGOs and donor representatives were involved in the complex processes involved
in developing the new public policy framework for SME.
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Narrative Report on Progress by Government of Indonesia towards
those of its Objectives supported by PEG, the Contribution of PEG Technical
Assistance, and Next Stepstowar dsthose Objectives

Idris F. Sulaiman Reporting Period: July 1, 2001 — September 30, 2003
Information Communication Technology (ICT) Advisor and Economist,

Indonesian ICT (inter-ministerial) Coordinating Team (1ICT — TKTI),

under the Sate Ministry of Communications & Information (MoCl — Meneg Kominfo)

Progress Report: Government of Indonesia - Min. of Communication and I nfor mation
Under the previous Wahid Administration, the ICT Coordinating Team (TKTI) was given the
mandate to coordinate and implement ICT-related policies across 16 key ministries. Under
the Megawati Administration since February 2003, TKTI was absorbed into MoCl.
Kominfo/TKTI mandate was based on the Presidential Executive Order (Kepres) No.4, April
2001 which includes the “Nationa Five-Year ICT Action Plan”. This Plan coversalist of 74
programs for ICT development in four areas (policies, infrastructure, HRD and applications).
These programs included programs that are part of PEG's Contract Objectives (COs) such as
ICT use in Small Medium Enterprise (SME) development (including business
service/telecenter development issues), promotion of private sector opportunities in ICT
activities relating to cybersecurity and government procurement issues (the underlined are
PEG’s Contract Objectives). MoCl was advised by World Bank (Booz Allen Hamilton) on
prioritizing the ICT Action Plan programs and 22 proposed ICT projects are now considered
as abasisto attract further investment and/or donor funding in the ICT sectors. The PEG-COs
areincluded in thislist.

In January 2003, the Megawati Administration provided MoCl with a fresh mandate in the
form of a new Presidential Decree (Kepres) No.9, January 2003. This new Kepres outlines a
new structure for IICT with a reduced number of ministries from 16 to 6 key ministries
covering Finance, Industry and Trade, Internal Affairs, Justice and Human Rights, Research
and Technology, Transportation and Communications and the State Secretary. All significant
ICT activities in these ministries are to be given guidance and coordinated by MoCl. Under
this new structure, MoCl appears to have made significant progress as the scope of
coordination seems more manageable and the e-government awareness raising activities that
MoCI conducts have been well received by national as well as regional/district agencies.
MoCl received assistance from the World Bank to strengthen TKTI and fine-tune its
functions. Also that under the Decree No. 9, cybersecurity issues are to be tackled by the
Infrastructure Working Group (one of the six Working Groups) and that the Deputy Minister
on Network Infrastructure Development has been assigned to coordinate activities with the
law enforcement and private sector.

In line with the above Kepres, the Presidential Instruction (Inpres) No. 3, June 2003, was
released. It states that MoCl is to coordinate e-Government activities. Thisincludes providing
greater role for the private sector to participate in government procurement opportunities as
well as providing ICT educational and policy training to MoCl and other relevant agencies.
Since the first quarter of 2002, MoCl worked on e-Government awareness-raising
coordinated by its E-Government Task Force not only by holding events in Jakarta (such e-
Government Awards for al levels of government and non-ministerial agencies) and but also
in various capitals of outlying provinces. This has generated much demand in equipment,
software and human resources required for e-government build-out throughout the country.
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MoCl has also been internationally engaged on e-government issues by attending Microsoft
e-government conference in Seattle (May 2002), “Implementing E-Government” Conference
in Washington (Nov. 2002) and others.

In 2003, MoCI began in earnest work on cybersecurity issues as part of its drive to create a
better investment climate in ICT industries as well as the modern sector that intensively
deploy ICTs such banking, telecommunications and transport. Various activities such as
organizing various public-private sector discussions, sending representatives to international
and regional events (such as APEC Telecommunications and IT Working Group), the
preparation of a cybersecurity policy at the MoCl, including an MoU with Indonesian
National Police, the establishment of the (inter-agency) ICT Security Task Force and the
organization of an international conference in February 2004. MoCl is also preparing a white
paper tentatively entitled "Terms of Reference for the Indonesian ICT Security Task Force
and the Formulation of the Standard Operating Procedures for the relationship between
Government, Law Enforcement Agencies and Society (SOP-HTCK)" to be the basis for in
the above-mentioned MoU. In addition, toward institutional capacity building in
cybersecurity, MoCl has sent staff members to APEC's Cybercrime Legidative and
Enforcement Capacity Building Workshop (July 21-25, Bangkok) and co-sponsored the
Debriefing Seminar with US Department of Justice officials (July 30, 2003, Jakarta).

In relation to the creation of private sector opportunities in accessing markets, capital and
technology particularly through the greater ICT use by SMEs (through the development of
ICT public access/telecenters), MoCl continues to support concrete beneficial programs for
SMEs such as the post-bombing training of 200 (selected from 400) handicraft SMEs to
engage in e-commerce (through Rajacraft.com) in Bali since January 2003. This successful
program with an initial investment of $90,000 has generated over $160,000 in actua revenue
and over $ 1 million in the pipeline.

In addition, MoCl has co-sponsored atwo-day event with the PEG Project and several private
sector partner in organizing the “New Ways to Empower Indonesia through Internet and
ICTS’ in August 2003. The first day seminar was promoted by MoCl as the National ICT
Month which was supported by the Indonesian President (note that ICT Advisor was
appointed a Committee Member of ICT Month). The event featured several technologies
such as WorldSpace satellite radio and inexpensive Simputer hand-held computer, new
approaches to cyberethics, cybersecurity and regional infrastructure development which can
benefit SMEs. At the event, a new resource material for Internet Kiosk/Telecenters entitled
"Secure and Sustainable Community Telecenters CD-Handbook” was launched by the
Director General of the Ministry of Communications and Transport (DGPT).

The second day was the Jakarta-Washington video-conference featured high ranking officials
from USAID-EGAT, World Bank-infoDev and the US National Telecommunications
Cooperatives Association (NTCA) as well as severa outstanding Indonesian ICT content
developer as well as the result of the (first ever) Indonesian Internet Kiosk Survey (by the
independent ICT Watch Foundation) commissioned by PEG Project.

Some of the follow-on developments from the 2-day events are the WorldSpace TeleKiosk
Project discussions, Simputer Indonesia on-going promotional campaign, the TV program
screening a 3-hour highlights of the seminar-videoconference by the educational TV Q-
Channel/JDI Team, World Bank and JDI discussion on JDI’s Multimedia Education Network
(MEN), the distribution of 4000 copies of the Telecenter CD-Handbook in 25 regiona cities,
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the hosting and continued development of the CD-Handbook by the website of Indonesia’s
first ICT security forum, Secure-Indonesia-FIRST.or.id and Indonesia ISP Association
(APJIN).

Contribution of the ICT Technical Advisor

In February 2002, the Advisor was formally appointed as USAID Technical Advisor to
MoCl. In 2001, he carried out work toward implementing the National ICT Action Plan and
Kepres 4/2001. In 2003, much of his work related to the stated MoCl activities above
continuing the implementation of ICT program objectives in the Kepres 4/2001, Kepres No.
9/2003 and Inpres No. 3/2003. These in particular relates to the promotion of private sector
opportunities in ICT activities particularly in cybersecurity, government reform and
procurement issues as well as the greater ICT use in SME Development (including ICT
business service/tel ecenter devel opment issues).

The Kepres 4/2001 included a program that deals with the improvementsin cybersecurity and
readiness to counter cybercrime. In this regard, the ICT Advisor assisted the private sector in
the establishment of a new Indonesian cybersecurity forum " Secure-Indonesia-FIRST" and its
day-to-day coordination taskforce for Computer Emergency Response Teams (CERTS) and
Security Incident Reporting Teams (SIRTS) caled "ID-FIRST" Task Force. He advised on
the structure of the Forum and its working agenda, assisted with the organization for its
launch and related seminar, gave several cybersecurity presentations prior, during and after
the seminar, contributed significantly to recruitment of international speakers and sponsors.
The event of IT and Network Security Seminar, Showcase, and Workshop (March 19-21,
2003), which was jointly sponsored by MoCl and PEG Project, was, by all accounts, a
success with near full attendance and received good press coverage.

In a related cybersecurity work, the ICT Advisor provided assistance to train MoCl and
private organization representatives (from the ICT Association, MASTEL). They were part
of the Indonesian delegation to the CERT Workshop and other sessions at the 27" APEC
Telecommunications and Information Working Group (APECTEL 27, March 22-28, Kuala
Lumpur, Malaysia). Similarly, he coordinated MoCl's representative at the APEC's
Cybercrime Legidative and Enforcement Capacity Building Workshop (July 21-25,
Bangkok) and organized the follow-up joint MoCI-PEG Debriefing Seminar with US
Department of Justice officials (July 30, Jakarta). He also coordinated the DoJ officials
meetings in Jakarta with important stakeholders including key MoCl officias who are
preparing Indonesia’s substantive and procedura legal framework to deal with cybercrime.
The MoCl has completed its coordination of the inter-departmental team that has been
working on the new “cyberlaw” draft (Information and e-Transactions Bill, RUU-ITE),
which is about to be submitted to the Indonesian Parliament.

Kepres 4/2001 include one program that calls for the improvement of ICT public access
through Internet Kiosks which in 2003 commands around 64% access of Indonesias total
Internet access. The ICT Advisor organized and presented a paper at the "New Ways to
Empower Indonesia with Internet & ICTs' Seminar, which included the launch of the
"Telecenters CD-Handbook " (of which he was the main editor). He organized severa
international and local speakers and ensured that the event was well attended by key
stakeholders and had good media coverage. The "Jakarta-Washington Video Conference on
Public ICT Access and Global Telecenters Development” which was attended by the
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Permanent Secretary and other key MoCl officials as well as many key ICT figures from the
public and private sector.

On the implementation of Inpres 4/2001, Kepres 9/2003 and Inpres 3/2003, the ICT Advisor
continued to provide his support to promote private sector opportunity in ICT activities
through MoCl's E-Government Task Force and through the Indonesia Internet (now
Infocosm) Business Council. He also made written and oral contributions to the project at
MoCl (sponsored by the World Bank) entitled "Strengthening the Secretariat to function as
Effective Secretariat to ICT/Telematika Coordinating Team (TKTI)". He assisted with MoCl
representation at various conference and training programs abroad including MoCl Minister’s
visit to the US (Microsoft conference, May 2002), key officials at Singapore-Harvard
University’s E-Government Workshop (July 2002), the US State Department’'s E-
Government conference (Nov 2002), various APECTEL Conferences (Aug 2002, Moscow
and Mar 2003, Kuala Lumpur) and workshop on cybersecurity (Bangkok, July 2003).

As part of his contribution, the ICT Advisor produced several publications on Community
Telecenters, USAID/Indonesia ICT Activities in FY 2002-3, Indonesia's ICT market potential
and ICT Competition in advent of the new CDMA technology (all PEG Project publications).

Next Steps — Kominfo’'s future concerns and the usefulness of additional ICT Technical
Assistance (TA), if forthcoming

For the near future, ICT TA could continue to work with the private sector bodies and
academia in developing Indonesia’s cybersecurity policy. Such a policy could guide the
process of strengthening cybercrime legislation, enforcement capacity building as well as the
private sectors organizational capacity and readiness to deal with cybercrime.

The newly established inter-agency ICT Security Task Force (ICT-TF) under MoCl is now
chaired by the Deputy Minister on Network Infrastructure Development, MoCl faces
monumental challenges in designing and implementing an effective cybersecurity policy.
Challenges to improve cybersecurity policy coordination by MoCl to secure critical ICT
infrastructure of several agencies that are under MoClI’s coordination under Inpres 3/2003.
The planned MoU to outline “Standard Operating Procedures for the relationship between
Government, Law Enforcement Agencies and Society (SOP-HTCK)" can be the initial basis
toward concrete steps to improve cybersecurity in Indonesia. However, the MoU must be
followed by appropriate substantive, procedural legal development and international
cooperation measures as well as enforcement capacity building measures to make it more
effective.

Given the rising credit-card fraud and cybercrime activity in Indonesia and the mounting
evidence that cybercriminal activities emanating from Indonesia are affecting citizens from
the US and other countries, Indonesian-based credit cards and Internet access from Indonesia
have been blocked by many international merchants and financial ingtitutions. As a
consequence, many Indonesian SMEs, civil society organizations and individuals cannot fully
take advantage of e-commerce payment systems. Therefore, a concerted effort by the
Government of Indonesia coordinated by MoCl to combat cybercrime, address institutional
issues and actively foster international cooperation in investigating and prosecuting
cybercrime.
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MoCl should be able to work towards developing Indonesia’ s own strategic objectives. An
example of such objectives might be to:
e Prevent cyber attacks and incidents against Indonesia s critical infrastructures (Cl);
e Reduce national vulnerability to cyber attacks (from outside and within CI
organizations); and
e Minimize damage and recovery time from cyber attacks that do occur.

On going existing cybersecurity efforts are important to successin this area. Continued donor
and government support to the inter-agency ICT Security Task Force and the ICT (private
sector) security forum, Secure-Indonesia-FIRST and its ICT incident expert team, ID-FIRST.
Additional TA could perform useful coordination work between the private and public
sectors. It can also help with the much needed liaison work with Asia-Pacific based activities
such as those offered by APECTEL above particularly through its Electronic-Security Task
Group. APECTEL 6-monthly events have provided very practical and useful information not
only on cybersecurity issues, but also on ICT use in SME development, private sector
opportunities in ICT activities as well as training on various aspects of counter cybercrime
capacity building.

Future TA in ICT could also work with the business community, elected and appointed
officials and the community who deal with the incidence and response to cybercrime. In
order to increase the private sector’s support for counter-cybercrime activities, a business
case for greater cybersecurity investments must be made. A survey work of the cybersecurity
issues and the impact of cybercrime on economic, financial and business environment which
can be benchmarked with other APEC members can be proposed and executed through the
APECTEL framework. Combined with activities to inculcate “culture of security” across all
participants in the new information society and improvement in counter cybercrime
capability building in Indonesia with assistance from similar private sector organizations in
the US and global CERT/ICT-security community (such as the US Partnership for Critical
Infrastructure Security-PCIS, Information Sharing & Analysis Center, ISAC), Indonesia will
stand a chance to improve its cybersecurity record.

The government and businesses who are increasingly depend on ICTs are facing greater risks
of debilitating disruptions on their information system due to external and internal intrusions.
Maintenance of cybersecurity is, therefore, directly related Indonesias business environment
and investment climate. However, since much of the source cybercrime in Indonesia comes
from public ICT access points such as Cyber cafes and Internet Kiosks (which recently
command 64% of the total Internet access), work on cybersecurity must be intertwined with
efforts to expand or even maintain public access. The implementation of MoCl's first
Memorandum of Understanding on Cybersecurity with the Economic/IT Crime Unit of the
Indonesian National Police can also be supported by work with the Internet Kiosks (Warnet)
such as the dissemination of the Warnet Code of Conduct and to implement more systematic
reporting of cybercrime incidents.

Hence, some work on national cybersecurity can and must be combined with ICT Public
Access and SME development work. The "Secure and Sustainable Community Telecenters
CD-Handbook" is planned to be a "living documentary resource" by the ISP Association
(APJI) for Warnets, 1SPs and others. Worthwhile additions to the CD-Handbook include
new useful content (local medicine, food, planting and others), new case studies of successful
telecenters as well as other relevant material on ICT security and SME sustainability issues
from Indonesia and around the world.
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The CD- Handbook above also contain material which outlines complex technological, legal
and economic issues in the adoption of new ICTs, step-by-step action plans, check lists for
those interested in establishing secure and sustainable Telecenters. New conceptual insights
on ICT use that can give SMEs ideas to gain significant competitive advantage are also
included. All of this information will require frequent revisions and Indonesian translations
SO as to ensure that readership and implementation by SMES. Experience of various existing
ICT use for SME development initiatives in Indonesia can be better documented and
coordinated so as to ensure that fruitful cooperation between them can occur through MoCl
initiatives.

As Indonesia has to deal with the emergence of a global and digital economy that conducts
business through e-commerce, its SME must be able to operate in this environment. Some of
the basic challenges include extending basic telephony access as more than 60% of the total
villages outside the main cities do not have access to fixed or public phones. While Gol has
started to improve ICT by rolling out a large scale Universal Services Obligation (USO)
program, many in the industry believe that effective "last mile" expansion of basic
telecommunications and other value-added services can only occur if there is a more
competitive "level playing" policy environment with an independent regulatory body and
modern licensing procedures. Nevertheless, the USO program's current target is still falling
far short from fully improving ICT access to the 60